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March 2, 2017

Senator Mike Dunleavy
Chairman

Senate State Affairs Committee
Alaska State Capitol

Juneau, AK 99801

Chairman Dunleavy and distinguished Members of the Senate State Affairs Committee:

Thank you for the opportunity to testify today. My name is Matthew Mitchell and T am a
senior research fellow at the Mercatus Center at George Mason University. For several years
now, my colleagues and I have been studying state fiscal policies and the institutions that
govern them. We have consulted decades of peer-reviewed academic research and conducted
our own analyses using comprehensive datasets and cutting-edge empirical techniques. I am
delighted to have the opportunity to share some of the lessons that we have learned.

Lesson 1: Institutions Matter. States often find themselves in fiscal trouble. They
frequently wrestle with unsustainable spending patterns, recurrent shortfalls that
necessitate painful decisions, and long-term obligations that cannot be met. Though short-
term remedies such as tax increases, skipped pension contributions, or ill-conceived budget
cuts can turn red ink into black ink, problems often reemerge. Our research suggests that
sustainable solutions require institutional change.

That is, solutions require modifications to the rules that shape the political, legislative, and
budgeting process. Simply put, states with good institutions are more likely to make good
budgetary decisions.

Lesson 2: The Details Matter. One of the most popular mechanisms for ensuring prudent
fiscal policy is a tax and/or expenditure limit (TEL). In my attached 2010 study, “TEL It Like
It Is: Do State Tax and Expenditure Limits Actually Limit Spending?,” T examined 30 years of
data to see how various TELs performed. A few lessons are clear. The most effective TELs

Target spending (as does Alaska’s) rather than revenues,

Limit budget growth to the sum of inflation and population growth (as Alaska’s does),
Are codified in the constitution (as Alaska’s is),

Require a supermajority or public vote to be overridden (as Alaska’s does),

Prohibit unfunded mandates to lower-level governments (Alaska’s TEL does not
have this provision), and

Refund immediately revenue that is collected in excess of the limit to taxpayers
(Alaska’s TEL does not have this feature).
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As you can see, Alaska’s TEL has many of the features that make for a stronger and more
effective limit. There is room, however, for some improvement. For example, the state
might prohibit unfunded mandates on lower levels of government (about a dozen states
have such a prohibition). Or, it might immediately refund to taxpayers any revenue that is
collected in excess of the limit (about 5 states currently do this). In addition, the state might
reassess the date on which the limit is based. If lawmakers deem real per capita spending in
1981 to be excessive, then they ought to consider a different base date.

Lesson 3: There Are Other Tools. Tax expenditure limits are neither the only nor the
most-effective means of ensuring prudent fiscal policy. For example, research suggests that
item-reduction vetoes,' strict balanced-budget requirements, and supermajority
requirements for tax increases are all more effective in restraining spending than TELs. For
your reference, I have included my survey with Olivia Gonzalez, “State Budget Institutions,”
which reviews some of this research.

One institutional difference that seems to have a significant effect on state budgets is discussed
in the third attachment, “A House Divided against Itself Cannot Spend (as Much): The Fiscal
Effect of Separate Taxing and Spending Committees in State Legislatures.” This paper, which I
coauthored with Pavel Yakovlev of Duquesne University, explores the effect of having separate
committees oversee taxing and spending decisions. Controlling for other factors that might
confound the estimate, we conclude that states with separate spending and taxing committees
spend between $300 and $450 less per person per year relative to other states. This effect—
about 9 to 13 percent of annual per capita spending—is larger than almost any other
institutional effect. Alaska’s House and Senate Finance Committees currently oversee both
spending and taxing decisions. Our research suggests that the state could significantly reduce
spending by separating these functions into separate committees in each chamber.

I hope that this research helps you think through institutional changes that might set Alaska
on an even more prudent fiscal path. I am happy to answer any questions you might have.

Sincerely,

Matthew Mitchell, PhD

Senior Research Fellow

Director, Project for the Study of American Capitalism

Mercatus Center at George Mason University

Attachments

" This is a special variety of veto authority that allows the governor to spend less on an item than the legislature
is calling for. In contrast to the more-common line-item veto, the governor need not eliminate the item
altogether if he or she opposes it.
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T.E.L. It Like It Is: Do State Tax and Expenditure
Limits Actually Limit Spending?

By Matthew Mitchell, Research Fellow, Mercatus Center at George Mason University"

State and local government spending has grown at a remarkable pace in the years since World War .
Many states have attempted to arrest this growth by adopting tax or expenditure limitations (TELs).
These are formal rules—either codified in statutes or in state constitutions—that limit the growth of
government budgets by a particular formula. Twenty-seven states currently operate under TELs, though
there is considerable variation in their design and application. In this paper, | examine the impact of TELs
on government spending. | focus on the details of their design and on the circumstances in which they
are applied. | find that some varieties of TELs can decrease state spending as a share of state income,
but the effect is small—in the range of about 2 to 3 percent. Some TELs, such as the most common
variety, are associated with less spending in low-income states but are actually associated with more
spending in high-income states. Certain characteristics can make TELs more effective. These include
constitutional (as opposed to statutory) codification, a focus on spending rather than on revenue, a
provision that automatically and immediately refunds surpluses, and—of particular importance—a
provision that requires either a supermajority vote or a public vote for override.

| thank Thomas Stratmann and Richard Williams for helpful comments and feedback. | thank Mark Crain, Steven
Yamarik, and Noel Johnson for graciously sharing data. | alone am responsible for errors that remain.



I. Introduction

In 1976, New Jersey became the first state in the Union to enact a tax or expenditure limitation.” It
was a statutory limit on state spending that forbade legislators from growing expenditures faster than
state income growth. Though legislators let it expire just six years later, the New Jersey statute kicked
off a new experiment in constitutionally limited government. In the next decade, nearly two-dozen
states would enact TELs of their own. Today, 27 states operate under TELs, while a 28th state—
Colorado—has temporarily suspended its (particularly restrictive) TEL until 2011. (Other states limit

local spending by cities and/or counties, but this is not the focus of my research.)

Do TELs limit budget growth? Early tests of this question concluded that they do not.* As time has
permitted more data and more sophisticated means of testing it, however, some subsequent research
has concluded that certain varieties of TELs can limit spending in certain circumstances.’ In recent years,
studies of TELs have tended to follow one of two tracks. They have either looked at the circumstances in
which TELs are applied, or they have looked at the properties that make some TELs effective and others

less so.

Studies examining the circumstances in which TELs have been applied have tended to focus on
whether TELs have a different impact in high-income states relative to low-income states.® Since many
TELs (like New Jersey’s 1976 TEL) tie state budget growth to state income growth, scholars have
hypothesized that TELs in low-income states will be more limiting than TELs in high-income states.

Indeed, that is what the data suggest: TELs seem to be associated with lower levels of government

? Bails and Tieslau (2000) p. 258.

* See Waisanen (2010) for an up-to-date accounting of TELs in the states. Some states limit the amount that can be
appropriated to some share of estimated revenue. While Waisanen considers this a TEL, | do not.

4 See, for example, Abrams and Dougan (1986) or Bails (1990).

® Elder (1992) was one of the first to conclude that TELs can limit spending. Rueben (1995) attempts to control for
endogeneity and reaches the same conclusion. Not all recent studies conclude that TELs work. Kausser,
McCubbins, and Moule (2008) found that TELs were “largely ineffective.”

® See, for example, Shadbegian (1996) and Crain (2003).



spending in low-income states and higher levels of spending in high-income states. The latter finding is
worth emphasizing: these studies have not simply found TELs to be ineffective limits on state budgets in
high-income states; they have actually found that TELs are associated with greater than average levels
of spending in high income states. It may be that in high-income states, TELs increase spending by acting

as an excuse for elected officials to spend up to the limit.

A second (and less-developed) class of studies has focused on the variety of forms that TELs can take
and has concluded that TELs can effectively limit budget growth, but only when they take certain forms.
For example, Michael New (2001 and 2003) has argued that TELs limit spending so long as they: a) are
based on the relatively restrictive “inflation plus population” formula, b) are passed by citizen initiative,
c) immediately refund surpluses to taxpayers, and d) mandate reductions in the limit when the state

devolves a function of government to the localities.

This study combines the two approaches described above to evaluate TELs based on where they are
applied (high- vs. low-income states) and based on how they are structured. A more detailed and
comprehensive dataset permits me to explore the various structures of TELs in greater detail than

previous work.

II. The Wide Variety of Tax and Expenditure Limitations

No two TELs are exactly alike. Among other things, they vary according to what they limit, how they
limit it, how they are enforced, how they can be overridden, how they treat surpluses, and how they can

be changed.

There are a number of characteristics that might be expected to make TELs more or less effective in

restraining spending. The states are listed according to these characteristics in table Al in the appendix.



In the first place, TELs differ in their adoption method. They can be the product of legislation, a
referendum, an initiative, or a constitutional convention. They also differ in how they are codified—
either via statute or the state constitution. TELs also differ in what they target. Some TELs apply to
spending, others to revenue, and still others to both. TELs can be overridden in different ways; some
require a supermajority vote of the legislature or a vote of the people to be overridden, others can be
overridden with a simple majority vote. Surpluses are another factor. Some TELs automatically and
immediately refund any revenue that is in excess of the limit. Lastly, TELs differ in how they treat
functions transferred to lower levels of government. Some TELs prohibit the state from placing
unfunded mandates on lower levels of government. They do this by either automatically adjusting when
the state transfers a function to lower levels or by requiring the state to fund any activity it requires of

the lower levels.

Perhaps the most-important characteristic of a TEL is the formula by which it limits a state’s budget.
Table A2 in the appendix lists each state and the variety of TEL each has had since 1970 to the present
(some, of course, have had none). The most common variety of TEL—currently operative in 12 states—
limits state budget growth to growth in state personal income. Another variety of TEL isn’t based on
growth in income, but on the overall share of state income that the budget consumes. Idaho’s TEL, for
example, requires general fund appropriations be no more than 5.33 percent of total state personal
income. Five states—Alaska, Nevada, Ohio, Utah, and Washington—currently stipulate that budgets can
grow no faster than inflation plus population growth. Six other states—Connecticut, Indiana, Maine,
Massachusetts, Ohio, and Oklahoma—Ilimit their budgets to another factor such as a fixed number.

Lastly, some states—such as Louisiana—fall into more than one of these categories.



III. Testing the Effectiveness of Tax and Expenditure Limitations

To assess the impact of TELs on government budgets, | used data from 49 states covering 30 years
from 1977 up to and including 2006.” | ran a series of ordinary least square (OLS) regressions with
standard control variables and state and year fixed effects. Table 1 describes the variables in these

regressions. Table 2 reports the summary statistics.

| assessed the impact of TELs on two measures of state spending: state annual expenditures as a
share of total annual income, and state and local annual expenditures as a share of total annual income.
By focusing on spending as a share of income, these variables are proxies for government’s share of the
economy (spending is more telling than revenue because states might attempt to circumvent TELs by
borrowing more).2 | test the impact of TELs on both state-only expenditures as well as state and local
expenditures because states may be tempted to work around TELs by forcing certain expenditures on

local governments, leaving the overall size of government unchanged.

Because there is such a wide variety of TELs in operation, | performed a number of tests to see
which variety—if any—is effective. These tests can be divided into three broad categories. The simplest
tests involve a “dummy TEL” variable that essentially treats all TELs the same. The second set of tests
allow for more or less stringency in the application of TELs. The final set of tests examines the impact of
different TEL formulas. | describe each of these tests, beginning with the dummy-variable approach, in

the sections that follow.

’ Following standard practice, | omit Alaska due to its unusual fiscal characteristics (most of its revenue comes from
severance taxes on oil). See, for example, Bails and Tieslau (2000), Shadbegian (1996), or Primo (2006). For similar
reasons, some scholars also omit Hawaii and/or Wyoming. See, for example, Crain (2003), note 1, p. 150. The case
for these being outliers, however, is not as clear-cut as the case of Alaska (see Primo, 2006, note 31, p. 293). So in
the interest of preserving data, | kept these states in the analysis. In tests that omit all three, the coefficients
obtain the same sign and similar magnitude, but do not obtain the same level of statistical significance.

® See Kousser, McCubbins, and Moule (2008).



Table 1. Description of Variables

Variable

Description

Dependent Variable
State Expenditure Share

State and Local Expenditure Share

Variables of Interest

Dummy TEL

TEL Index

Supermajority or Public Vote
Override

Inflation + Population Basis

Income Growth Basis

Income Share Basis

Other Basis

Control Variables

Population

Percent 18 to 64
Percent Urban
Unemployment Rate
Per capita income

State expenditures as a share of state income in state x in year t.
State and local expenditures as a share of state income in state x in
year t.

A dummy variable equal to 1 if state x has a TEL in year t and O
otherwise.

An index that measures the stringency of the TEL in state x in year t.
The index is composed of the following factors: adopted by
referendum or constitutional convention, adopted by initiative,
constitutional, applies to spending (as opposed to revenue), requires a
supermajority for override, automatically refunds surpluses, and
prohibits unfunded mandates.

A dummy variable equal to 1 if, in year t, state x has a TEL that
requires either a supermajority vote of the legislature or a public vote
to be overridden. It takes the value 0 otherwise.

A dummy variable equal to 1 if, in year t, state x has a TEL that limits
its budget growth to the sum of inflation plus annual population
growth and has a supermajority or public vote override requirement.
It takes the value 0 otherwise.

A dummy variable equal to 1 if, in year t, state x has a TEL that limits
its budget growth to growth in income in the state and has a
supermajority or public vote override requirement. It takes the value
0 otherwise.

A dummy variable equal to 1 if, in year t, state x has a TEL that limits
its budget to some share of state income and has a supermajority or
public vote override requirement. It takes the value 0 otherwise.

A dummy variable equal to 1 if, in year t, state x has a TEL that limits
its budget growth by some other number and has a supermajority or
public vote override requirement. It takes the value 0 otherwise.

Total population in state x in year t.

Share of the population aged 18 to 64 in state x in year t.

Share of the population living in an urban setting in state x in year t.
Share of the population unemployed in state x in year t.

Real per capita income in state x in year t (thousands of 20083).

Sources: Expenditure share is computed using expenditure data from the Census of Governments and personal income data
from the Bureau of Economic Analysis. TEL data are derived from the sources listed in tables A1 and A2. All population data
are from the Census. Unemployment data are from Bureau of Labor Statistics. Per capita income data are from the Bureau
of Economic Analysis.




Table 2. Summary Statistics

Variable Mean Median Minimum  Maximum Stangrd
Deviation
Dependent Variables
State Expenditure Share 13.4% 13.2% 6.8% 24.1% 3.0%
State and Local Expenditure Share 20.7% 20.5% 13.0% 35.7% 3.1%
Variables of Interest
Dummy TEL 0.37 0 0 1 0.5
TEL Index 1.21 0 0 6 1.8
Supermajority or Public VVote Override 0.24 0 0 1 0.4
Inflation + Population Basis 0.04 0 0 1 0.2
Income Growth Basis 0.12 0 0 1 0.3
Income Share Basis 0.10 0 0 1 0.3
Other Basis 0.03 0 0 1 0.2
Control Variables
In (Population) 15.00 15.10 12.93 17.40 0.99
Percent 18 to 64 61.1% 61.2% 54.6% 65.7% 1.9%
Percent Urban 70.2% 70.3% 33.3% 94.9% 14.7%
Unemployment Rate 5.8% 5.5% 2.2% 17.4% 2.0%
Per Capita Income (thousands, 2008%) $30.9 $30.1 $18.3 $56.4 $6.1

A Simple Test of Tax and Expenditure Limitations: The “Dummy” TEL Test

Equations (1) and (2) depict the simplest empirical models to test the impact of TELs on spending.
My sample includes observations from 49 states up to 30 years.’ The subscript x denotes an observation
from a particular state and the subscript t denotes an observation from a particular year. These tests use
a “dummy variable” equal to 1 if state x had a TEL in year t and 0 otherwise. Following Crain (2003) and
Shadbegian (1996), | interacted this term with per capita income to assess the differential impact that

TELs have in high- and low-income states.

° Due to missing years in the state and local expenditure data, the second regression includes fewer observations.



(State Expenditure Share),, (1)
= Sy + B1(Dummy TEL),; + S,(Dummy TEL),,(Per Capita Income)y;
+ S5 In(Populaion),; + B, (Percent 18 to 64),, + S5 (Percent Urban),,

+ B¢ (Unemployment Rate),; + B, (Per Capita Income)y; + @y + T + &4

(State and Local Expenditure Share),, (2)
= Sy + B1(Dummy TEL),; + f,(Dummy TEL),(Per Capita Income)y;
+ B5 In(Populaion)y; + B,(Percent 18 to 64),, + Bs(Percent Urban),;

+ B¢ (Unemployment Rate),; + 3, (Per Capita Income),; + @ + T, + &4

| also included a set of control variables, taken from the standard literature on state spending.™ For
each state in each year, | included the natural logarithm of the population, the share of the population
aged 18 to 64, the share of the population living in an urban setting, the unemployment rate, and the
real per capita income level (measured in 2008 dollars). The inclusion of these control variables was
meant to capture variation in state spending that may be unrelated to the presence of TELs. By including
the population and the share of the population in an urban setting, | effectively controlled for
economies of scale in the provision of government services. Because younger residents and older
residents tend to generate the most demand for public services, the share of the population aged 18 to
64 accounts for this factor. The unemployment rate is a proxy for potential claims on unemployment
insurance and other state welfare programs, so its inclusion controlled for these demands. Lastly, by
including real per-capita income, | accounted for whatever demand for public services results from

higher income.

10 See, for example, Crain (2003); Crain and Crain (1998); Bohn and Inman (1996); Matsusaka and Gilligan (1995);
Poterba (1994); and Alt and Lowry (1994).



@y represents a set of state dummy variables, one for each state in the sample, while t; represents

a set of dummy variables for each year in the sample. Lastly, €, is a random disturbance term. The

results of these tests are reported in table 3.

Table 3. A Simple Test of the Effect of TELS

Dependent Variable:
State and Local
Expenditures as a
Share of Income

Dependent Variable:
State Expenditures
as a Share of Income

Independent Variables Model 1 Model 2
Variables of Interest
Dummy TEL -0.016 -0.018
(0.008)** (0.009)*
Interaction: (Dummy TEL) 0.0005 0.0005
X (Per Capita Income) (0.0003)* (0.0003)
Control Variables
In (Population) -0.024 -0.024
(0.010)** (0.013)*
Percent 18 to 64 0.046 —0.095
(0.066) (0.104)
Percent Urban -0.037 —0.043
(0.036) (0.051)
Unemployment Rate 0.168 0.290
(0.050)*** (0.074)***
Per Capita Income, thousands —-0.003 —-0.003
(0.0006)*** (0.0008)***
Year Dummy Variables Yes Yes
State Dummy Variables Yes Yes
Total Panel Observations 1470 1372
Adjusted R-Squared 0.92 0.87
Notes:

Robust standard errors account for clustering at the state level and are reported in parentheses.
* Indicates significance at the 10 percent level for a two-tailed test. ** Indicates significance at the 5
percent level for a two-tailed test. ***Indicates significance at the 1 percent level for a two-tailed test.




In the first model, the estimated coefficient on the dummy TEL obtains statistical significant at the 5
percent level, while the coefficient on the interaction term obtains significance at the 10 percent level.™!
This suggests that there is some reason to suspect that TELs impact state spending. The negative
estimated coefficient on the Dummy TEL in conjunction with the positive coefficient on the interaction
term suggest that in low-income states, TELs are associated with less spending, while in high-income
states, TELs are actually associated with more spending. Figure 1 depicts the respective marginal effects

of a TEL in a low- and high-income state."

Figure 1. The Marginal Impact of a TEL
on State Expenditure Share of Income
0.30%
Percentage Point 0
Difference in State 0.20%
Expenditure Share 0.10%
of Income e
0.00% - T
-0.10% -
-0.20% -
-0.30% -
-0.40%
Low Income States High Income States
Source: Author's calculations based on regression results from model 1 in table 5.
Note: High-income states are those whose per-capita income is one standard deviation above the average,
and low-income states are those whose per-capita income is one standard deviation below the average.

Note, first, that the effects are relatively modest. In the best case-scenario, a TEL in a low-income
state (which | define as a state with per capita income one standard deviation below average) is

associated with a state spending share of income that is about 4/10 of one percentage point lower than

" When the interaction term is not included, the dummy TEL variable fails to obtain statistical significance.
'2 The marginal effect is given by: B, + B, - (Per Capita Income) where B;and 3, are estimates of 8; and /3,
respectively.

10



average. The average state share of spending is about 13.4 percent. So, in low-income states, TELs seem

to decrease the state spending share of income by less than 3 percent (=0.37/13.4).

Now, however, consider the impact of a TEL in a high-income state. In these states, TELs are
associated with a state spending share of income that is a little more than 2/10 of one percentage point

greater than average.

The second model estimated the effect of TELs on state and local spending, instead of state-only
spending. In this model, the estimated coefficient on the Dummy TEL obtains statistical significance at
the 10 percent level, while the estimated coefficient on the interaction term fails to obtain statistical
significance at all. On the one hand, this suggests that in terms of combined state and local spending,
TELs may not have a differential impact in low and high-income states. On the other hand, the marginal
statistical significance on the dummy coefficient suggests that there is relatively weak evidence that TELs

impact combined state and local spending at all.

Getting into the Details: Testing the Stringency of TELs

As | noted in section |l above, no two TELs are exactly alike. It is quite possible, then, that a simple
dummy variable test like the one reported in the last section fails to capture the rich variation in TELs
and, with it, the differential impact that these various types of TELs may have on spending. Each TEL may
or may not have a number of additional characteristics (outlined in table Al in the appendix) that impact
its effectiveness. Theoretically, a number of factors seem likely to make TELs more effective in limiting

spending:

11



e Adopted by initiative, referendum, or constitutional convention: This is important because
if a TEL is the result of a referendum or a constitutional convention, rather than the result of
ordinary legislation, then it represents an extra-legislative constraint on policy makers."

e Constitutional: TELs can be codified in state constitutions or in state statutes. The latter can
be easily changed or overridden by subsequent simple-majority vote legislation. But
constitutional TELs are not easily undone.

o Applies to spending: A TEL can limit either the spending or the revenue side of a state’s
budget. States may respond to revenue-based TELs by resorting to fees or borrowing, but a
spending-based TEL is more difficult to evade.

e Requires a supermajority or public vote for override: All TELs contain provisions that permit
them to be overridden or suspended. TELs that require either a supermajority legislative
vote or a vote of the people to do this are more stringent than TELs that do not. In fact, one
might say that TELs without this characteristic are not limiting at all.

e Automatically refunds surpluses: TELs often stipulate what is to be done with government
revenue that is in excess of the allowable amount. Sometimes it is placed in a rainy day
fund. Sometimes it is returned to the voters. TELs that immediately refund surpluses to
voters are more stringent because they make it difficult for governments to use the excess
funds and because they give taxpayers an incentive to support the TEL.

e  Prohibits unfunded mandates on local governments: States may react to TELs by forcing
lower levels of government to carry out certain governmental functions. Some TELs attempt
to limit this by either automatically adjusting the TEL when functions are devolved to lower
levels of government or by forcing the state to fund any activity it mandates lower levels

perform. These provisions make it more difficult for states to evade the intent of a TEL.

3 See Buchanan and Tullock (1965) or Buchanan and Brennan (1985) on constitutional rules that restrain in-period
political outcomes.

12



These characteristics are not mutually exclusive and are often highly correlated (for example, the
correlation coefficient between those TELs that limit spending and those that were adopted by
referendum is 0.56). |, therefore, cannot test all of these characteristics in one regression using separate
indicator variables. Instead, | developed an “index variable.” The index was created by assigning one
point for each of the above-listed characteristics thought to make a TEL more stringent. Like the other

variables in this study, it is described above in table 1 and its summary statistics are reported in table 2.

In testing the stringency index, | employed a model similar to that of models 1 and 2. As | did with
the dummy TEL indicator, | interacted the stringency index with real per-capita income. This allowed me
to capture the differential impact that more-stringent TELs have in high and low-income states. As with
models 1 and 2, | employed state and year fixed effects and a standard set of control variables. Now, for

brevity, | allow the matrix X to stand in for the control variables. The models are given by equations 3

and 4:
(State Expenditure Share),, (3)
= By + B1(TEL Index),; + B, (TEL Index),(Per Capita Income),; + ®X + @, + T,
+ &4t
(State and Local Expenditure Share), (4)

= By + B1(TEL Index),; + B, (TEL Index),(Per Capita Income),; + ®X + @4 + T,
+ &4t

The results of these tests are reported in table 4.

13



Table 4.

Testing the Stringency of TELs

Dependent Variable:
State Expenditures
as a Share of

Dependent Variable:

State and Local
Expenditures as a

Income Share of Income
Independent Variables Model 3 Model 4
Variables of Interest
TEL Index -0.004 —-0.003
(0.002)** (0.002)
Interaction: (TEL Index) 0.0001 0.0001
X (Per Capita Income) (0.00006)* (0.00008)
Control Variables
All Control Variables From Model 1 Yes Yes
Year Dummy Variables Yes Yes
State Dummy Variables Yes Yes
Total Panel Observations 1470 1372
Adjusted R-Squared 0.92 0.86

Notes:

Robust standard errors account for clustering at the state level and are reported in parentheses.
* Indicates significance at the 10 percent level for a two-tailed test. ** Indicates significance at the 5

percent level for a two-tailed test.

In the regression model on state-only spending, the estimated coefficients on the TEL Index
obtained statistical significance at the 5 percent level, while that of the interaction term obtained
significance at the 10 percent level. In the regression model on state and local spending, neither
coefficient obtained statistical significance. Figure 2 depicts the marginal impact of the TEL stringency

index. It shows the different impact that strong and weak TELs have in low and high-income states.

Weak TELs—those with an Index that takes a value of 1—tend not to impact state spending very much

in either low or high-income states. At best, they decrease spending by about 1/10 of one percentage

point in low-income states. At worst, they increase spending by less than 1/100 of one percentage point

in high-income states.

14



The most-stringent TELs, on the other hand, do have an appreciable impact on state spending. In
low-income states, those TELs with an index value of 6 (i.e., those that have all of the 6 characteristics
listed above) are associated with a spending share of income that is about 8/10 of one percentage point
lower than would otherwise be the case. This is 6 percent less than the average state spending share of
income. In high-income states, these more-stringent TELs are associated with spending shares that are

about 1/10 of one percentage point greater.

Figure 2. The Marginal Impact of TEL Stringency on State Spending

0.20%
Percentage Point  0.00% T T
Difference in State -
Expenditure Share _g.20%
of Income
-0.40%
-0.60%
-0.80%
-1.00%
Low Income High Income Low Income High Income
States States States States
TEL Index =1 TEL Index =6

Source: Author's calculations based on regression results from model 3 in table 4.
Note: High-income states are those whose per capita income is one standard deviation above the average,
and low-income states are those whose per capita income is one standard deviation below the average.

If more-stringent TELs seem to be more impactful, which of the six characteristics listed above seem
to matter the most? To answer this question, | ran separate regressions, each with a dummy variable

indicating one of the 6 characteristics listed above. Each regression also included an interaction term
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that was the product of the characteristic dummy and real per capita income. | ran these tests for both

state-only and state and local spending as a share of income.™

In terms of their impact on state spending as a share of income, all factors obtained the predicted
sign, but only four were statistically significant in some way. Three factors obtained statistical
significance at the 10 percent level. These were constitutional TELs, TELs that limit spending, and TELs
that automatically and immediately refund surpluses. An additional characteristic obtained statistical

significance at the 1 percent level: TELs that require a supermajority or public vote to be overridden.

In terms of their impact on state and local combined spending, all factors showed the predicted sign
but only one factor obtained statistical significance. This, again, was the supermajority or public vote
requirement for overriding the TEL. As in the state-only tests, this factor obtained statistical significance
at the 1 percent level. These results suggest that among all of the characteristics listed above, a
supermajority vote or a public vote to override the TEL stands out. This fits with the theoretical
prediction. And, indeed, some researchers have coded states as having “advisory” limits if they lack a

supermajority or public vote requirement (see, e.g., Skidmore, 1999).

In the next section, | examine the different impact of different TEL formulas. Given the importance
of the supermajority or public vote override characteristic, | coded states as having TELs only if they had

a supermajority vote requirement (see table 1, above, for a description of the variables).

" For the sake of brevity, | do not report these tests. | am happy to share the results with anyone who is curious,
however.
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More Details: Testing Different TEL Formulas

As | noted in section Il, above, one of the most important distinguishing characteristics of a TEL is
the formula by which it limits the budget. In this section, | describe a number of tests that were designed

to assess the impact that different TEL formulas may have on spending.

The models are given by equations 5 and 6, below. As before, | employed a standard set of control

variables as well as state and year fixed effects. | tested four different varieties of TELs:

1. Those whose formulas permit budgets to grow no faster than inflation plus population growth;
2. Those whose formulas permit budgets to grow no faster than state income growth;

3. Those whose formulas limit the overall budget size to some share of income in the state; and
4. An “other” category that captures all other varieties of TELs. These are often a combination of

inflation or some fixed number; see appendix table A2 for details.

As with the previous models, | also included interaction terms to account for the different impact
that TELs may have in high- and low-income states. Recall that researchers have used these terms
because TELs often incorporate income in their formulas. Now that | am using separate variables to
account for the different types of TELs, however, | only interact per capita income with those TEL types
that include income in their formula (that is, with TEL types 2 and 3 above)."® Descriptions and summary
statistics for these variables are reported tables 1 and 2, respectively. The results of these tests are

reported in table 5, below.

| also ran regressions with interaction terms on all TEL types. As expected, the interaction terms on TEL types 1
and 4—those without income in their formulas—failed to obtain statistical significance.
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(State Expenditure Share),; (5)
= B, + B, (Inflation Plus Pop TEL),; + B,(Income Growth TEL)
+ B3 (Income Growth TEL),,(Per Capita Income),; + 8,(Income Share TEL),;
+ Bs(Income Share TEL),.(Per Capita Income),; + B¢(Other TEL),; + ®X + @ + T;
+ &4t
(State and Local Expenditure Share),; (6)
= By + B, (Inflation Plus Pop TEL),; + B,(Income Growth TEL)
+ B;(Income Growth TEL),.(Per Capita Income),, + B, (Income Share TEL);
+ B<(Income Share TEL),(Per Capita Income),; + S(Other TEL),, + ®X + @, + T,
+ &4t

Those TELs that restrict budget growth to inflation plus population growth seem not to have a
statistically significant impact on state expenditures as a share of income. In model 5, the coefficient on
this term failed to obtain statistical significance. This is somewhat surprising given the fact that these
TELs are widely regarded as the most restrictive. There is some evidence that this variety of TEL does,
however, seem to impact state and local expenditures as a share of income. In model 6, the coefficient

on this term obtained significance at the 5 percent level.

Those TELs that limit budget growth to state income growth seem to have a statistically significant
impact on both state spending and state and local spending. Their coefficients obtained statistical
significance at the 5 percent level in the state-only tests and at the 1 percent level in state and local
spending tests. TELs that limit budgets to some share of income had no statistically significant impact on
either state-only spending or on combined state and local spending. Lastly, those TELs that are based on
other factors seem to have a statistical significant impact on state-only spending (at the 1 percent level),

but no statistically significant impact on state and local spending.
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Table 5. Testing Different TEL Formulas

Dependent Variable:
State and Local
Expenditures as a
Share of Income

Dependent Variable:
State Expenditures
as a Share of Income

Independent Variables Model 5 Model 6
Variables of Interest
Inflation + Pop Basis -0.004 —0.006
(0.002) (0.003)**
Income Growth Basis -0.020 -0.038
(0.008)** (0.012)***
Interaction Term: (Income Growth Basis) 0.001 0.001
X (Per Capita Income) (0.0003)** (0.0004)***
Income Share Basis -0.016 -0.004
(0.012) (0.017)
Interaction Term: (Income Share Basis) 0.001 0.0003
X (Per Capita Income) (0.0004) (0.0006)
Other Basis 0.014 0.0071
(0.005)*** (0.007)
Control Variables
All Control Variables from Model 1 Yes Yes
Year Dummy Variables Yes Yes
State Dummy Variables Yes Yes
Total Panel Observations 1470 1372
Adjusted R-Squared 0.92 0.87
Notes:

Robust standard errors account for clustering at the state level and are reported in parentheses. ** Indicates significance at the
5 percent level for a two-tailed test. ***Indicates significance at the 1 percent level for a two-tailed test.

Figure 2 displays the marginal impact of those TEL varieties that have a statistically significant impact
on state-only spending. In the case of income-growth-based TELs, the impact on state spending depends
on whether the state is a high or low-income state. In low-income states, income-growth-based TELs are
associated with an expenditure share of income that is nearly 6/10 of a percentage point lower relative
to other states. Since the average state’s expenditure share of income is about 13.4 percent, this
represents a 4 percent difference compared to the average. In high-income states, however, these types
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of TELs are associated with spending that is more than 1/10 of a percentage point higher relative to

other states (about 1 percent higher compared to the average state spending share).

Those TELs that limit budgets by some other basis have a comparatively worse record. They are
associated with state spending shares that are nearly 1.4 percentage points higher than other states.
Compared with a typical spending share, this is a more than 10 percent difference. Unlike the income-
based TELs, the impact of the other-based TELs does not depend on whether the state is high or low

income.

Figure 2. The Marginal Impact of Different TELs on State Expenditure
Share of Income

1.40%
1.20% -
1.00% -

0.80% -
Percentage Point  0.60% -
Difference in State
. 0.40% -
Expenditure Share D°
of Income 0.20% 1
0.00% -

-0.20%
-0.40%
-0.60%

‘ Low Income States High Income States

Other-Basis TELs ‘ Income Growth TELs ‘

Source: Author's calculations based on regression results from model 5 in table 5.
Note: High income-states are those whose per capita income is one standard deviation above the average,
and low-income states are those whose per capita income is one standard deviation below the average.

Figure 3 depicts the marginal impact of those types of TELs that have a statistically significant effect

on combined state and local spending as a share of income. Those TELs that limit budget growth to the

sum of inflation plus population growth are associated with state and local spending shares that are
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about 6/10 of one percentage point lower (this is a 3 percent difference relative to the typical state and

local spending share). This impact holds in both high- and low-income states.

Income-growth based TELs, however, have a different impact depending on whether the state is a
low-income or a high-income state. In low-income states, these TELs are associated with state and local
spending shares that are more than 8/10 of one percentage point lower (this is a 4 percent difference
relative to the typical state and local spending share). In high-income states, however, they are
associated with state and local spending shares that are nearly 6/10 of one percentage point higher (a

difference of nearly 3 percent relative to the typical state and local spending share).

Figure 3. The Marginal Impact of Different TELs on State and Local
Expenditure Share of Income

0.60%
0.40%
0.20%
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Inf. + Pop TELs ‘ Income Growth TELs ‘

Source: Author's calculations based on regression results from model 6 in table 5.
Note: High income-states are those whose per capita income is one standard deviation above the average,
and low-income states are those whose per capita income is one standard deviation below the average.
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III. Discussion and Conclusion

Over the last half-century, real state and local government spending has grown at a remarkable clip,
outpacing real growth in the private sector by 34 percent.® According to the Government Accountability
Office, absent policy changes, state and local spending will continue to grow at an unsustainable pace
for at least the next 50 years. As a consequence, the “fiscal position [of state and local governments] will

steadily decline through 2060.”"’

As policy makers look for tools to arrest the growth of government budgets, TELs are likely to be
part of the discussion. In terms of limiting budgets, however, the TEL record is somewhat mixed. The
most common variety of TEL—that which limits state budget growth to growth in state income—is
associated with smaller budgets in low-income states, but is actually associated with larger budgets in
high-income states. It may be that this variety of TEL serves as an excuse for policy makers to spend up
to the limit, rather than as a binding constraint on spending. Another common variety of TEL limits
budgets to some share of income. These TELs, however, have no statistically significant impact on either
state-only spending or state-and-local spending as a share of income. It may be that policy makers are
careful to set these limits so high that they are not binding. Lastly, TELs that are based on some other
factors such as inflation or a fixed number are associated with significantly more state spending as a
share of income. Here, again, it is plausible that policy makers view these limits as an excuse to spend up

to the limit rather than as a constraint.

Those TELs that limit budgets to inflation plus population growth seem to limit combined state and
local spending. In states with this variety of TEL, state and local spending as a share of state income is

about 6/10 of a percentage point less than in other states (this is a 3-percent difference relative to the

16 Author’s calculations, based on data from the National Economic Accounts. See, also, Mitchell, 2010.
7 See Government Accountability Office, 2010.
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average state and local spending share). Unlike income growth-based TELs, this variety of TEL seems to
have an impact in both high- and low-income states. This variety of TEL is often favored by advocates of
limited government because it is particularly restrictive (the sum of inflation and population growth is
typically less than income growth). But this research suggests another reason for these advocates to

favor the inflation-plus-population TEL: it limits spending in both low and high-income states.

In addition to the formulas on which they are based, there are other characteristics that can make
TELs more effective. These include extra-legislative adoption, constitutional codification, a limit that is
based on spending rather than on revenue, a supermajority or public vote requirement for overrides, a
provision that automatically and immediately refunds surpluses in excess of the limit, and a prohibition
on unfunded mandates to the local levels. | found that those TELs with more of these characteristics
tended to have more of an impact on spending. Separate tests of each characteristic suggest that a

supermajority or public vote requirement is particularly important.

Given the continued interest in limiting the growth of state and local budgets, policy makers would
do well to remember that TELs are not the only arrow in their quiver. Strict balanced-budget
requirements are another option (while all states but Vermont have some sort of balanced budget
requirement, some are more strict than others). Mark Crain (2003) and David Primo (2007) have both
found that states with stricter balanced budget requirements tend to spend less than other states. The
impact is at least as large as the best-case impact of a TEL. Similarly, Bohn and Inman (1996) have shown
that when states with balanced budget requirements encounter budget shortfalls, they tend to react by

cutting spending rather than by raising taxes.

Another option is a supermajority requirement for all tax increases. Crain and Miller (1990), Knight

(2000), and Crain (2003) have all found that these requirements are associated with smaller budgets.
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Knight found the effect to be quite large; he showed that these requirements decrease taxation levels

by about 8 percent relative to the mean state.

A special variety of veto power known as the item-reduction veto has also been shown to limit state
budgets. This kind of veto gives the governor an option to write in a lower spending amount for a
particular item. In contrast with other veto varieties, these have been shown to have a statistically
significant impact on state spending.18 The impact is quite significant. Crain (2003) found that states with

this power spend about 14 percent less per capita than others.

'® See Crain and Miller (1990) and Crain (2003).
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Appendix

Table Al. Characteristics of TELs

Supermaj.
Limits or Public Immediate No
. Adoption Con.or Spending Vote is Refunds
State Time Method Statute or Required of Unfunded
Mandate
Revenue to Over- Surpluses
ride
Alabama S0 - - - - - -
present
1970-
Alaska 1981 - - - - - -
1982— o .
Alaska Referenda  Constitution ~ Spending Yes No No
present
. 1970-
Arizona 1977 - - - - - -
8 1978- A .
Arizona Referenda  Constitution  Spending Yes No Yes
present
Arkansas 1970~ - - - - - -
present
N 1970-
California 1978 - - - - - -
S 1979- I N
California 1988 Initiative Constitution  Revenue Yes Yes Yes
California I Initiative Constitution ~ Revenue Yes Yes Yes
present
1970-
Colorado 1977 - - - - - -
1978- . .
Colorado 1990 Legislature Statute Spending No No No
Colorado 1991 Legislature Statute Spending Yes No No
1992— Revenue
Colorado Initiative Constitution and Yes Yes Yes
2005 .
Spending
2006— I
Colorado 2011 Initiative - - - - -
. 1970-
Connecticut 1990 - - - - - -
. 1991 . .
Connecticut Legislature Statute Spending Yes No No
present
1970-
Delaware - - - - - -
present
. 1970-
Florida 1993 - - - - - -
. 1994 .
Florida Referenda  Constitution  Revenue Yes No No
present
. 1970~
Georgia - - - - - -
present
Hawaii TS - - - - - -
1977
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Hawaii
Idaho
Idaho
Illinois
Indiana
Indiana
lowa
lowa
Kansas
Kentucky
Louisiana

Louisiana

Louisiana

Maine
Maine

Maryland

Massachusetts
Massachusetts

Massachusetts
Michigan
Michigan
Minnesota
Muississippi
Mississippi
Mississippi
Missouri

Missouri

1978-
present
1970-
1979
1980—
present
1970-
present
1970-
2001
2002—
present
1970-
1991
1992
present
1970-
present
1970-
present
1970-
1979
1980-
present

1993
present

1970-
2004
2005—
present
1970-
present
1970-
1985

1986-
2001

2002—
present
1970-
1977
1978-
present
1970-
present
1970-
1982
1983-
1992
1993-
present
1970-
1980
1981
present

Con.
Convention

Legislature

Legislature

Legislature

Legislature

Referenda

Legislature

Initiative

Legislature

Initiative

Legislature

Legislature

Initiative

Constitution

Statute

Statute

Statute

Statute

Constitution

Statute

Statute

Statute

Constitution

Statute

Statute

Constitution

Spending

Spending

Revenue

Revenue
and
Spending

Spending

Revenue

Revenue

Revenue

Spending

Revenue

Yes

Yes

No

Yes

No

No

No

Yes

Yes

No

No

No

No

No

No

No

Yes

Yes

Yes

Yes

No

No

No

No

No

Yes

Yes
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Montana
Montana
Montana
Nebraska
Nevada

Nevada

New
Hampshire

New Jersey
New Jersey
New Jersey
New Jersey
New Mexico

New York

North Carolina

North Carolina
North Dakota
Ohio

Ohio
Oklahoma
Oklahoma
Oregon

Oregon

Oregon

Pennsylvania
Rhode Island
Rhode Island

Rhode Island

1970-
1981
1982
2005
2006—
present
1970-
present
1970-
1978
1979-
present
1970-
present
1970-
1975
1976—
1983
1984
1990
1991
present
1970-
present
1970-
present
1970-
1991

1992
present
1970-
present
1970-
2005
2006—
present
1970-
1984
1985-
present
1970-
1979
1980-
2000

2001—
present

1970-
present
1970-
1976
1977-
1991
1992—
present

Legislature

Legislature

Legislature

Legislature

Legislature

Legislature

Referenda

Legislature

Initiative

Referenda

Statute

Statute

Statute

Statute

Statute

Statute

Constitution

Statute

Constitution

Constitution

Spending

Proposed
Spending

Spending

Spending

Spending

Spending

Spending

Spending

Revenue
and
Spending

Yes

Yes

No

Yes

No

No

No

No

No

No

No

No

Yes

Yes

No

Yes

Yes
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South Carolina

South Carolina

South Dakota
Tennessee
Tennessee
Texas

Texas

Utah

Utah
Vermont
Virginia
Washington
Washington
Washington
West Virginia
Wisconsin
Wisconsin

Wyoming

1970-
1979

1980—
present
1970-
present
1970-
1977
1978-
present
1970-
1977
1978-
present
1970-
1988
1989-
present
1970-
present
1970-
present
1970-
1979
1980-
1992
1993-
present
1970-
present
1970-
2000
2001~
present
1970-
present

Referenda

Con.
Convention

Referenda

Legislature

Legislature

Initiative

Legislature

Constitution

Constitution

Constitution

Statute

Statute

Statute

Statute

Spending

Spending

Spending

Spending

Revenue

Spending

Spending

Yes

No

No

Yes

No

No

No

No

No

No

No

No

No

Yes

No

Yes

Sources: Bert Waisanen, “State Tax and Expenditure Limits—2010” (Washington, DC: National Conference of

State Legislatures, 2010); Mandy Rafool, “State Tax and Expenditure Limits” (Washington, DC: National

Conference of State Legislatures, 1996); Daniel Mullins and Bruce Wallin, “Tax and Expenditure Limitations:
Introduction and Overview,” Public Budgeting & Finance, Winter 2004; Michael New, “Limiting Government
Through Direct Democracy: The Case of State Tax and Expenditure Limitations,” Policy Analysis, 2001, No. 420;

Michael New, “Propostion 13 and State Budget Limitations: Past Successes and Future Options,” Cato Institute

Briefing Papers, 2003, No. 83; Mark Skidmore, “Tax and Expenditure Limitations and the Fiscal Relationships

Between State and Local Governments,” Public Choice, 1999, Vol. 99, pp. 77-102. Question marks indicate the
data is unknown and were coded as “0” in the dataset. Please contact the author with any additional information.
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Table A2. Basis of Limit

Growth_in Growth Some Based on
State Time Population X Share of Some If “Other”,
Plus Total State Other what?
Inflation Income Income Number
Alabama 1970-present - - - - -
Alaska 1970-1981 - - - - -
Alaska 1982—present Yes - - - -
Arizona 1970-1977 - - - - -
Arizona 1978—present - - Yes - -
Arkansas 1970-—present - - - - -
California 1970-1978 - - - - -
California 1979-1988 Yes - - - -
California 1989—present - Yes - - -
Colorado 1970-1977 - - - - -
Colorado 1978-1990 - - - Yes 7 percent over the
previous year.
Colorado 1991 - - Yes - -
Colorado 1992-2005 Yes - - - -
Colorado 2006-2011 - - - - -
Connecticut 1970-1990 - - - - -
Average growth
inincome in 5
previous years, or
Connecticut 1991-present - Yes - Yes last year's
inflation,
whichever is
greater.
Delaware 1970-present - - - - -
Florida 1970-1993 - - - - -
Florida 1994-present - Yes - - -
Georgia 1970-present - - - - -
Hawaii 1970-1977 - - - - -
Hawaii 1978-present - Yes - - -
Idaho 1970-1979 - - - - -
Idaho 1980-present - - Yes - -
Illinois 1970—present - - - - -
Indiana 1970-2001 - - - - -
Indiana 2002—present - - - Yes A}complex
ormula.
lowa 1970-1991 - - - - -
lowa 1992—present - - - - -
Kansas 1970-present - - - - -
Kentucky 1970—present - - - - -
Louisiana 1970-1979 - - - - -
Louisiana 1980—present - - Yes - -
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Louisiana
Maine

Maine

Maryland
Massachusetts
Massachusetts

Massachusetts

Michigan
Michigan
Minnesota
Mississippi
Mississippi
Mississippi
Missouri
Missouri
Montana
Montana
Montana
Nebraska
Nevada
Nevada
New
Hampshire
New Jersey
New Jersey
New Jersey
New Jersey
New Mexico
New York
North
Carolina
North
Carolina
North Dakota

1993—present
1970--2004

2005—present

1970—present
1970-1985
19862001

2002—present

1970-1977
1978—present
1970—present
1970-1982
1983-1992
1993—present
1970-1980
1981—present
1970-1981
1982-2005
2006—present
1970—present
1970-1978
1979—present

1970-present

1970-1975
1976-1983
1984-1990
1991-—present
1970-present
1970—present

1970-1991

1992—present
1970-present

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Average of 10
year personal
income growth or
maximum of
2.75%. Formulas
are based on
state's tax burden
ranking.

The 2002 law
added a definition
for a limit that
was tied to
inflation in
government
purchases plus 2
percent.
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Ohio
Ohio

Oklahoma
Oklahoma

Oregon
Oregon
Oregon
Pennsylvania
Rhode Island
Rhode Island
Rhode Island
South
Carolina
South
Carolina
South Dakota
Tennessee
Tennessee
Texas

Texas

Utah

Utah
Vermont
Virginia
Washington
Washington
Washington
West Virginia
Wisconsin
Wisconsin
Wyoming

1970-2005
2006—present

1970-1984
1985—present

1970-1979
1980-2000
2001—present
1970-present
1970-1976
1977-1991
1992—present

1970-1979

1980—present

1970—present
1970-1977
1978—present
1970-1977
1978—present
1970-1988
1989—present
1970—present
1970—present
1970-1979
1980-1992
1993—present
1970—present
1970-2000
2001—present
1970—present

Yes

Yes

3.5% if Inf + Pop

< 3.5%.

12% annual
growth.

Sources: Bert Waisanen, “State Tax and Expenditure Limits--2010” (Washington, DC:

National Conference of

State Legislatures, 2010); Mandy Rafool, “State Tax and Expenditure Limits” (Washington, DC: National

Conference of State Legislatures, 1996); Daniel Mullins and Bruce Wallin, “Tax and Expenditure Limitations:
Introduction and Overview,” Public Budgeting & Finance, Winter 2004; Michael New, “Limiting Government
Through Direct Democracy: The Case of State Tax and Expenditure Limitations,” Policy Analysis, 2001, No. 420;
Michael New, “Propostion 13 and State Budget Limitations: Past Successes and Future Options,” Cato Institute
Briefing Papers, 2003, No. 83; Mark Skidmore, “Tax and Expenditure Limitations and the Fiscal Relationships
Between State and Local Governments,” Public Choice, 1999, Vol. 99, pp. 77-102. These sources occasionally

conflict. In that case, state websites were consulted. Please contact the author if you have additional information.
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STATE BUDGET INSTITUTIONS
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Over the past six decades, state and local government spending has increased at more than
twice the rate of private sector growth.! Left unchecked, this growth puts state and local
governments on a costly path that is unsustainable.? Either spending growth must slow,
taxes must rise, or both. Spending growth can contribute to significant fiscal stress,® requir-
ing difficult adjustments when large budget gaps arise. Unfortunately, short-term thinking
often dominates the adjustment process so that legislators frequently make choices—such as
underfunding pension obligations—that improve the short-term fiscal outlook at the expense
of worsening the long-term outlook.

By altering the institutions, or rules, that govern the fiscal decision-making process,
policymakers can encourage the sort of long-term thinking that is too often absent from the
budgeting process. Reforming the institutions that shape legislators’ spending and taxing
decisions is a better way to put states on a more sustainable fiscal path.

INSTITUTIONS THAT CONSTRAIN BUDGETS

A study by Mercatus Center economists identified 15 institutions that are significantly
associated with less spending.* These institutions shape fiscal outcomes in three areas: the
budget process, the legislative process, or the political process.

INSTITUTIONS THAT SHAPE THE BUDGET PROCESS

Many state constitutions include budget rules that have an explicit goal of improving fiscal
health. Specific goals of budget rules involve restraining government spending, eliminating
deficits, or cutting wasteful programs in some way.

e A balanced budget requirement. This is one rule that many states have imple-
mented to reduce or eliminate deficits. They vary in stringency, but in general
they require a state to balance its budget so that expenditures do not exceed rev-
enues over a given time.

The ideas presented in this document do not represent official positions of the Mercatus Center or George Mason University.
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A well-designed budget rule should seek to reduce budget gaps

or constrain spending growth and cannot easily be manipulated.

To achieve this, there are four main principles that policymakers
can use to guide the design of rules that shape the budget process:®

Broad scope. Applying a budget rule to all spending
categories forces legislators to place all spending on
the table if cuts are needed. It also reduces the incen-
tive for future lawmakers to place their favorite items
beyond the scope of these rules.

Few escape clauses. Legislators should not have oppor-
tunities to sidestep the rule. It is essential that escape
clauses cannot be used as an easy way out of difficult
spending decisions. If an escape clause is to be used,
the threshold for activating it should be high, such as
requiring the approval of 90 percent of voters.

Minimal accounting discretion. Too much discretion
leads policymakers to create new spending categories,
such as “off-budget” entities not subject to the rules.

Enforcement. A budget rule is only effective if it has
teeth. Internal enforcement is often susceptible to
manipulation while external enforcement through the
courts can act as a powerful motivator for legislators
to follow budget rules. In either scenario, the enforcer
should be credible and have limited discretion. Con-
stitutional rules are typically the most binding rules
because they provide a check against legislative
discretion.

When approaching each state’s unique fiscal situation, state poli-
cymakers can use the principles of well-designed budget rules as
a general guide for informing policy reform. The following seven
institutions are specific examples of budget rules proven to be
associated with less spending and a better fiscal outlook.

Vetoes. Line-item vetoes allow governors to strike spe-
cific sections of bills, whereas item-reduction vetoes
allow governors to write in a lower spending amount
for these sections rather than zeroing out an entire
budget item. Research suggests® that in states where
different parties control the executive branch and

Balanced budget
rules enforced
externally
through state
constitutions and
by independently
elected judges
have been shown
to lead to effective
budget balancing.
States with

more stringent
requirements
spend about $180
less per capita
per year, or about
$830 million for
the median state.
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the legislature, line-item vetoes are associated with less spending per capita’—
about $100 per year. This translates into a reduction of about $460 million for the
median state. Even more significantly, item-reduction vetoes have been shown to
lower per capita expenditures by about $470 per year,® a reduction of about $2 bil-
lion for the median state.

Strict balanced budget requirements. The mere existence of a balanced bud-

get requirement does not guarantee a balanced budget. Most states have these
requirements, but some are ineffective. More stringent rules require end-of-the-
year balanced budgets and don’t permit deficits to be carried over into the next
year. Rules enforced externally through state constitutions and by independently
elected judges have been shown to lead to effective budget balancing.’ States with
more stringent requirements spend about $180 less per capita per year' or about
$830 million for the median state. Other benefits include an increased likeli-
hood of having larger rainy day funds and surpluses, making it easier for states to
weather economic downturns.

Annual budget cycles. Having a budget cycle that lasts one year as opposed to two
years has been shown to be associated with less spending. It has been theorized
that biennial cycles are more susceptible to influence by special interest groups
pushing for more spending. Moreover, under a biennial cycle, agencies have a
longer leash and may be able to use that greater discretion to increase their bud-
gets, whereas annual budget cycles allow legislators to exercise greater oversight.
Empirical evidence demonstrates that states with annual budgets tend to spend
about $120 less per capita per year than states with biennial cycles."

Supermajority requirements for tax increases. Tax increases may be an enticing
way to quickly balance a budget, but their costs are often overlooked, and stud-
ies suggest they tend to lead to future spending increases.’? Some states require
that for any tax increase to pass it must gain supermajority approval by the state
legislature—usually three-fifths, two-thirds, or three-fourths of the legislature’s
consent. Although raising taxes can already be politically challenging, imposing a
supermajority can act as an additional constraint on tax hikes. The latest research
shows that supermajority requirements for tax increases are associated with
about $100 less spending per capita per year."® States with these requirements also
have lower effective tax rates'* and tend to see a lower spending growth rate than
other states.”

Tax and expenditure limits (TELs). Many states create TELs to limit budget
growth. The limit is determined by a preset formula. The effectiveness of TELSs
varies greatly depending on their design.

Effective TEL formulas limit spending to the sum of inflation plus population
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growth. This type of formula is associated with statistically significantly less
spending. TELs tend to be more effective when they require a supermajority vote
to be overridden, are constitutionally codified, and automatically refund surpluses.
These rules are also more effective when they limit spending rather than revenue
and when they prohibit unfunded mandates on local government. Having one or
more of these characteristics tends to lead to less spending.®

Ineffective TELs are unfortunately the most common variety. TELs that tie state
spending growth to growth in private income are associated with more spending
in high-income states.

* No automatic shutdown provision. Some state governments cease operations in
the event of a budget impasse because of the presence of an automatic shutdown
provision. Research demonstrates that the absence of such a provision is better for
a state’s fiscal health.

States without an automatic shutdown provision spend about $80 less per capita
per year or about $370 million for the median state."

In the presence of automatic shutdown provisions, legislators or governors who
prefer to increase spending have bargaining power when presenting their budgets.
This type of rule can lead to more spending because policymakers usually prefer
to accept a budget that is not ideal to no spending at all.

* Baseline budgeting. When considering a new budget, states can create a baseline
using either the dollars spent in the previous year or using the level of services
that those dollars bought. Research shows that spending grows more slowly in
states that use dollars spent as the baseline, rather than services rendered.'®

INSTITUTIONS THAT SHAPE THE LEGISLATIVE PROCESS

The following six institutions shape the legislative process and have been found to be associ-
ated with more constrained budgets.

e Separate spending and taxing committees. In some states, legislative rules consoli-
date spending and taxing authority into one committee whose members both allo-
cate funds and set tax policy. This committee design makes it easier for members
to direct spending toward their preferred projects, which in turn causes them to
favor higher tax rates. In other states, a tax committee has sole responsibility for
setting tax rates while a separate committee allocates spending. Evidence suggests
that states with separate spending and taxing committees spend much less than
other states.!” States in which one legislative committee has both spending and
taxing powers spend between $300 and $450 more per person per year.
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e State rainy day funds. Policymakers can create rainy day funds in which they
deposit extra revenue so that they have reserves to draw from when budget
shortfalls arise. Well-designed rainy day funds are governed by strict rules that
compel legislators to ensure a predetermined level of funding. Policymakers
should exercise caution when designing these funds to make sure there is not too
much legislative discretion regarding the input and withdrawal of funds. Research
shows that states with well-structured rainy day funds experience less spending
volatility?® and less fiscal stress.”

» Centralized spending committees. When states disperse spending authority into
several legislative committees it can also be detrimental to budgetary restraint.?
Multiple spending committees create a fiscal commons,? a situation in which
many can draw from a common resource while responsibility for the total level
of spending rests with no single group. This leaves little incentive for each group
to keep spending in check. In contrast, states that centralize spending authority
spend about $200 less per capita each year.?*

* Small senates. The larger the senate, the greater the incentive members face to
spend because the cost is spread across more districts. There is evidence that sen-
ates with 10 fewer seats relative to other states spend about $170 less per capita
per year.”®

e Large house-to-senate seat ratio. For bicameral legislatures, a larger ratio of house
to senate seats is associated with less spending. All else being equal, when senate
districts are divided into more house districts, each house member’s constituency
is smaller. States with a one-unit larger house-to-senate ratio spend about $45 less
per capita compared with other states.?

o “Part-time” legislatures. Legislatures made up of members who don’t make leg-
islating their only means of employment tend to spend less than states that have
full-time legislators. States in which members work year-round and are consid-
ered professional legislators demonstrate a propensity to spend more.?”

INSTITUTIONS THAT SHAPE THE POLITICAL PROCESS

The following two institutions have been thought to constrain budgets by improving incen-
tives in the political process. In both instances, however, the empirical evidence is more
complicated.

» Direct democracy. When citizens are allowed to vote directly on legislation in
statewide ballots, policies are thought to better reflect public attitudes toward
spending. Researchers have found that direct democracy was associated with?®
more spending in the early 20th century, but with less spending more recently.
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e Term limits. While early research found that legislative term limits were associ-
ated with less spending,?® more recent research®® finds that legislative term limits
are associated with more spending (particularly pork-barrel spending). On the
other hand, gubernatorial term limits have been associated with less spending
since the 1970s,* while the same limits were associated with more spending prior
to the 1970s. The expectation that term limits would make policymakers more
accountable for fiscal outcomes is a reasonable hypothesis, but the empirical evi-
dence is mixed.
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Abstract

In recent years, a raft of studies has examined the effect of various institutions on state fiscal
outcomes, especially per capita spending. A review of the literature reveals that one institution
has an especially large effect on government spending: states with separate legislative
committees overseeing taxing and spending legislation spend significantly less than states
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spending committees are separate in one or both legislative chambers. Controlling for other
factors, we find that states with separate taxing and spending committees spend between $300
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A House Divided against Itself Cannot Spend (as Much)
The Fiscal Effect of Separate Taxing and Spending Committees in State Legislatures

Matthew D. Mitchell and Pavel A. Yakovlev

I. State Spending and Fiscal Institutions

As state governments have expanded in both size and scope, policymakers have adopted several
fiscal institutions explicitly designed to rein in spending and minimize fiscal pressure. The
earliest of these institutions were adopted in the wake of the fiscal crises of the late 1830s and
were intended to limit state debt accumulation (Ratchford 1941, 121; Rodden 2006, 145). More
modern institutional limits on state spending were adopted in the 1970s, beginning with New
Jersey’s adoption of a tax and expenditure limit (TEL) in 1976 and gaining momentum after
California’s adoption of Proposition 13 in 1978 and Colorado’s Taxpayer Bill of Rights in 1992
(Bails and Tieslau 2000).

In recent decades, academic interest in institutions that might affect state spending has also
grown. This interest has been fueled, in part, by a newfound theoretical appreciation for
institutions as those “humanly devised constraints that shape human interaction” (North 1990a, 3).
This interest has also been fueled by greater availability of panel data and newer techniques with
which to analyze such data. A number of institutions have been studied, including term limits
(Erler 2007), direct democracy (Matsusaka 2008), biennial budgeting (Crain 2003), baseline
budgeting (Crain and Crain 1998), tax and expenditure limits (Mitchell 2010; Zycher 2013),
certain varieties of vetoes (Besley and Case 2003), various balanced budget requirements (Primo
2007), supermajority requirements for tax increases (Crain 2003), “citizen” legislatures in which
legislating is a part-time job (Owings and Borck 2000), government shutdown procedures in the

event of a budgetary impasse (Primo 2007), and even legislature size (Chen and Malhotra 2007).



Besley and Case (2003) offer an overview of institutions and state policy outcomes,
whereas Mitchell and Tuszynski (2012) review studies that specifically focus on the effect of
institutions on state spending. Figure 1 (page 28), adapted from Mitchell and Tuszynski (2012),
suggests that state institutions differ widely in their effect on per capita state spending. It also
shows that among these institutions, one stands out. Crain and Muris’s (1995) study found that
those states in which separate committees have jurisdiction over taxing and spending decisions
seem to spend significantly less than those in which one committee has jurisdiction over both
issues. By their estimate, this institution of separate committees has an effect on per capita
spending that is more than twice as large as an item reduction veto (the second-largest effect) and
more than 12 times as large as the effects of other institutions surveyed by Mitchell and
Tuszynski (2012) and commonly advocated as ways to rein in spending.

Although the estimated fiscal effect of separate taxing and spending committees is
economically significant, this institution remains among the least studied. Whereas balanced
budget requirements, supermajority requirements for tax increases, and TELs have each been
analyzed extensively, separate taxing and spending committees have, to our knowledge, been
studied only once, by Crain and Muris (1995). This research gap is unfortunate because, in many
cases, subsequent analysis has yielded a more nuanced understanding of the way that institutions
affect policy. TELSs, for example, arrest state spending only in certain circumstances or when
designed in certain ways (Mitchell 2010). In some cases, subsequent analysis has completely
overturned previous understanding. Erler (2007), for example, finds that legislative term limits
are associated with higher per capita spending whereas earlier estimates by Bails and Tieslau
(2000) indicated that they were associated with lower per capita spending. More recently,

Yakovlev, Tosun, and Lewis (2012) explore the fiscal effect of binding legislative term limits



and find that term limit stringency increases state government spending primarily through higher
transfers to local governments. Similarly, more recent data may tell a more nuanced story on the
fiscal effect of separate taxing and spending committees.

Crain and Muris’s (1995) analysis is two decades old and is based on data from a six-year
period in the 1980s. We improve on their study in a number of ways. First, we offer the first
theoretical model of the institution, emphasizing the role that political transaction costs play in
disrupting legislative logrolls. Second, we test the model with a longer and more up-to-date panel
dataset, which includes a wider array of institutional and demographic factors as control
variables. We also test to learn whether a difference occurs if these functions are separate in both
legislative chambers or in just one. Finally, we evaluate the effect of the institution on several
fiscal measures: general spending per capita, general revenue per capita, and five subcategories
of state government spending.

In the next section, we offer further context for the institution. In section III, we develop
a simple theoretical model. In section IV, we present the results of our data analysis, and in

section V, we offer concluding remarks.

I1. Political Transaction Costs and Separate Taxing and Spending Committees

A mutually beneficial exchange is costly. Beyond the price that a buyer agrees to pay a seller,
both the buyer and the seller incur economic transaction costs that include the cost of searching
for and acquiring information about one another and their respective products, the cost of
bargaining with one another, and the cost of enforcing whatever agreement is struck. The
subfield known as transaction cost economics (Williamson 1979; 1985; 1991) analyzes how

different institutional arrangements affect those costs.



Beginning with North (1990b) and Dixit (1998), a number of authors have awakened
political and economic theorists to the notion of political transaction costs. Like economic
transaction cost models, political transaction cost models emphasize the costs associated with
entering into an exchange. In this case, however, the focus is on political exchange rather than on
economic exchange. Whereas North (1990b) and Dixit (1998) studied exchange among citizens
and politicians, others have examined agreements or logrolls between politicians (Weingast and
Marshall 1988; Epstein and O’Halloran 1999; Johnson and Libecap 2003; Spiller and Tommasi
2003). A frequent argument is that political transaction costs are likely to be substantially larger
than economic transaction costs. First, political transactions typically involve agreements
between more than two parties (Dixit 1998, 48). Second, these exchanges are often more vague,
thereby allowing more room for interpretation (Dixit 1998, 49). Finally, these agreements
involve significant commitment problems because “parties holding political power cannot make
commitments to bind their future actions because there is no outside agency with the coercive
capacity to enforce such agreements” (Acemoglu 2003, 620).

A number of political transaction cost models have focused on logrolls between legislators
with different spending priorities (Weingast and Marshall 1988; Congleton and Tollison 1999;
Johnson and Libecap 2003). In these models, one group of legislators agrees to vote for spending
that benefits another group in exchange for the latter’s support for the former’s priorities.
Typically, authors working in this literature have implicitly assumed that the power to appropriate
funds to a particular end is commensurate with the power to raise those funds initially.

In some cases, this assumption is true. In South Carolina, for example, the House Ways
and Means Committee crafts both revenue and appropriations bills, and the Senate Finance

Committee does the same. In a number of states, however, these functions reside in separate



committees in each house. In Colorado, for example, the House and Senate Finance Committees
put together revenue bills while separate Appropriations Committees develop legislation to
allocate this money. In still other states, such as New Mexico, separate committees oversee these
functions in one chamber (the House), while a single committee oversees them in the other
chamber (the Senate). Consulting local officials, state statutes, and legislative websites, we have
developed an original dataset that accounts for these arrangements.' Figure 2 (page 29) shows
the current arrangement in all 50 states.

In seven states, these functions are separate in one chamber only, whereas in 25 other
states, they are separate in both chambers. Sometimes the separation of these functions is
effectuated through formal rules. In North Dakota, for example, House and Senate Rules specify
the powers granted to the Appropriations Committees and do not include the power to raise
revenue (North Dakota Legislative Assembly 2013). In Tennessee, in contrast, formal rules
codify the union of these powers in one committee (Office of the Chief Clerk of the Senate
2013). Tennessee Senate Rules state that the Committee on Finance, Ways, and Means shall
have responsibility for crafting all bills related to 10 areas, including the following:

All measures relating to taxes and the raising of revenue . . . Expenditure of

funds . . . All measures dealing with the appropriation of state funds . . . General

appropriations bills . . . Assessment and collection of property taxes. (Office of

the Chief Clerk of the Senate 2013, 24).

In many states, however, the de facto separation of these powers into separate committees

or the de facto union in one committee is achieved by informal norms and practices rather than

by formal de jure rules. In the Idaho House, for example, where the Revenue and Taxation

' See section IV of this paper for more details.

* In the House in Tennessee, the procedures are slightly less formal. That chamber has a similarly named House
Committee on Finance, Ways, and Means. In practice, this committee has jurisdiction over both revenue raising and
appropriations, and no other standing committees deal with either type of legislation. However, the House rules fail
to explicitly name the respective jurisdictions of committees.



Committee is typically responsible for crafting bills to raise revenue and the Appropriations
Committee is responsible for writing bills that spend the revenue, the formal House Rules say
nothing about these de facto powers (State of Idaho Legislature 2014).

A number of new institutional economists have emphasized the importance of both
formal and informal institutions. North (1990a, 4), for example, argues that “institutions include
any form of constraint that human beings devise to shape human interaction” and emphasizes
that these can be both “formal constraints” and “informal constraints—such as conventions and
codes of behavior.” Similarly, new institutional economist Avner Greif (2006, 30) defines an
institution as a “system of social factors that conjointly generate a regularity of behavior” and is
at pains to be clear that these factors include rules, beliefs, norms, and organizations. Yet despite
the theoretical importance of informal as well as formal rules, most empirical institutional work
tends to neglect the informal aspect (Shirley 2005).

In our empirical analysis of state committee powers (section IV of this paper), we
account for both the formal and the informal separation of spending and taxing functions. In the

next section, we present a stylized theoretical model of the institution.

ITI. Theoretical Model
Our model is a modified version of Meltzer and Richard’s (1981; 1983) classic model of the size
of government. It begins with the following assumptions:
1. Let the fraction of time that i spends in leisure be [; = 1 — n;, where n; is the fraction of
time i spends at work.

2. Leti’s income be y; = n;x;, where x; is i’s productivity.



3. Leti’s consumption be ¢; = (1 — t)y; + g;, where (1 — t)y; is after-tax private
consumption, t is a flat tax rate, and g; is i’s share of public spending.

4. Let total government spending be G = tHy = tHnx, where H is the size of the
population and the bars indicate that these are mean values for the population’s income,

y;; fraction of time worked, 77; and productivity, X.
5. Leti’s share of government public spending be g; = %, where y measures the degree of

rivalry in public spending, so that y = 0 indicates that public spending is completely

nonrival and y = 1 indicates it is completely rival.

6. Let i’s utility be quasi-linear in leisure and take the form U; = ¢; + B; In(l;).

Taxes reduce after-tax private consumption but fund an individual’s share of public
spending. Because of the labor—leisure tradeoff, some revenue-maximizing tax rate is less than 1.
The first task of the tax writer is to understand the relationship between tax rates and average
hours worked. If one makes the appropriate substitutions, a representative individual’s utility
function can be written as equation 1:

Uy =1 —t)nix; + gi + i In(1 —ny). (1)

Though g; is a function of the average fraction of time worked, 7, the individual can do
little to affect this. All the individual can choose is his or her own fraction of hours worked.

Taking the derivative of equation 1 with respect to n;, setting it equal to 0, and solving for n;

Bi
(1-t)x;

yieldsn; =1 — . This equation is the individual’s labor supply function. It says that the

fraction of hours an individual works is a positive function of his or her ability, x;, but a negative
function of the tax rate, t, and his or her marginal value of leisure, §;. If the average taxpayer has
the same labor supply function, we can rewrite this as equation 2, where the bars indicate that

these are average values:



i=1-—2 )

T a-ox

We can now define government spending in terms of this average labor supply function:

tHpB
a-t)

G =tHnx = tHx — (3)
This equation tells the tax writer that at low levels of ¢, a marginal increase in the tax rate

increases revenue, but at high levels of t, a marginal tax increase decreases revenue. The

revenue-maximizing tax rate, found by taking the first-order condition, is

><|.I‘t>u|

4)

tmax = 1-

A. A Committee with Both Spending and Taxing Authority

We next consider the case of a direct democracy in which one legislative committee (a subset of
the entire population) possesses both taxing and spending authority. This spending and taxing
committee (STC) is capable of steering all rivalrous spending toward a subset of the population,
and it is capable of setting its own tax rate. Though the committee members can steer spending
to whomever they wish, whatever proposal they develop must still pass the full legislature if it is

to become law. So in the extreme case, the STC will form a minimum winning coalition of size
H+1 . . . . . . ..
% and distribute rivalrous public spending toward members of this coalition (Buchanan and

Tullock 1962; Riker and Ordeshook 1973; Riker 1984).> The STC funds this spending with a flat
income tax that is paid by the entire population. In this case, we can define the share of public

spending allocated to a member of the STC:

? This assumption is stylized. A number of authors (Weingast 1979; Collie 1988; Groseclose and Snyder 1996) have
noted that coalitions are often significantly larger than the minimum necessary to win. Thus, one should think of our
minimum winning coalition as an extreme bound.
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Istc = (H_fl)y = (ﬁ;_y (5)

2 2

If spending is completely rival (y = 1), then the coalition member’s share of spending is
equal to total spending, divided by the number of members of the minimum winning coalition
(with whom he or she must share that rival spending). However, if spending is completely
nonrival (y = 0), then his or her share of spending is simply the entire government spending bill.

Now we substitute equation 2, the average fraction of hours worked, into equation 5, so

that one’s share of government spending can be written in terms of the tax rate:

Istc = (glx)y - (H+1tHﬁ (6)

7 .
2 T) (1-9)

Now we consider the utility of the STC committee member:

HX HB
Usre = (1 — t)Ysrc + (,:ilx)y - (H“t)yl;_t) + B In(1 — ngre). (7)
2

2

This member will select the utility-maximizing tax rate:

(8)

By substituting this tax rate and the labor supply function of equation 2 into the equation for total
government spending, G = tHnx, we arrive at an equation for total government spending when

one committee has the authority to both allocate rival spending and set the tax rate:

|
I

R — (9)

I

H+1)V
J?—ySTc( H)
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B. Separate Spending and Taxing Committees

In the previously described scenario, STC members are able to set the tax rate and allocate rival
spending in whatever way they please. Now we consider an alternative institutional arrangement
in which one set of legislators on a spending committee (SC) allocates rival spending, while
members of a taxing committee (TC) set the tax rate. If transaction costs are minimal, then the
members of these separate committees can easily logroll; SC members can ensure that TC
members are part of the minimum winning coalition that obtains the rival spending.” In this case,
separating these two legislative powers does not change the outcome. Total government
spending will be equal to equation 9.

As the discussion in the previous section suggests, however, the assumption of zero
transaction costs may be unrealistic. Because no court will enforce a logrolling agreement, TC
members have no assurance that SC members will cut them in on the deal and allocate them their
promised share of rival spending. And if no member simultaneously sits on both committees,
then no official forum exists in which logrolling packages can be assembled. Thus, all deals must
be struck behind closed doors and therefore are not easily monitored.

With transaction costs in mind, we consider the extreme case in which TC members
believe that they have absolutely no reason to expect that SC members will allocate them their

promised share of rival spending. In this case, SC members will continue to allocate rival
spending to a minimum winning spending coalition of size % But TC members will select the

optimal tax rate by figuring the probability that they will be selected as members of the minimum

winning coalition that will eventually pass the spending bill. If each member of the legislature

* In assumption 6, i’s utility is quasi-linear in leisure and takes the form U; = ¢; + B; In(l;). Hence, preferences are
not lexicographic, and individuals are willing to make tradeoffs.
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has an equal chance of being selected for the minimum winning coalition, then the probability

that any one member will be in the coalition is equal to the size of the coalition, divided by the

H+1

2
H

size of the legislature, —2—. Thus, the TC member’s expectation of benefiting from government

H+1
2

spending is ( -

14
) . Note that if the good is completely rival (y = 1), this is equal to the

probability that a TC member will be selected as a member of the coalition, whereas if the good
is completely nonrival (y = 0), this is simply equal to 1, because even those outside the coalition
may consume the good.

Therefore, the TC member’s expected share of government spending will be

H+1\ Y H+1\ Y L
e _ | =2 G [ = tHnx
g”‘<ﬂ> @)Y‘(H) &Y

(ﬂ)y tHAX _ tHAX
nx nx
= (Eny = ar (10)
2
Substituting equation 2 for the average fraction of time worked and simplifying this
equation results in the following:
e _ tHXx  tH B
gTC - HY Hy(l_t)' (11)
Now we consider the utility of a TC member:
Urc = (1 = O)yrc + gic + B In(1 — nye). (12)
Substituting equation 11 into equation 12, we obtain equation 13:
tHX tHpB
Urc = (1= Dyre + 57 — ma—g + A = nre). (13)
The TC member selects the tax rate that maximizes his or her utility:
aUrc _ HX HBHY(1-t)-tHB(-HY) _
5 = Yret oy (17 (1-0) = 0. (14)
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This equation simplifies to equation 15:

(15)

We compare this tax rate with that selected by the committee with both taxing and
spending powers, tirc, equation 8. If we assume yr¢~Vsrc (and there is no obvious reason why

incomes would be systematically different), then we obtain the following inequality:

tre < tsre- (16)
In the presence of large transaction costs, the tax rate selected by the committee with only
taxing authority, t7., will be less than or equal to that selected by the committee with both taxing
and spending authority, tsr¢. In the limiting case of a pure public good, when y = 0, the two tax
rates are equal.
By substituting this tax rate and the labor supply function of equation 2 into the equation
for total government spending, G = tHnx, we can now write an equation for total government

spending when the tax-writing committee lacks the power to allocate rival spending:

Hlz-—£—| (17)

= HY
X=YTCH
We know that t7. < tgrc, so the question is whether G is greater than or smaller than

Gsrc- The higher tax rate set by the STC will cause laborers to work less, so the net effect

depends on whether or not these taxes are below the apex of the Laffer Curve. Recall from

equation 4 that the apex of the Laffer Curve is at t,;,5,, = 1 — \/é Clearly,
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LH,, are both below the revenue-maximizing tax

X=Yre gy

B

t;Tczl_ yandt;(::l—
2

H+1)
X-ysTc—p

rate, so we know that the higher tax rate selected by the STC will generate more revenue and
spending than the tax rate selected by the TC.

The model offers two clear theoretical predictions. First, in the presence of transaction
costs, those legislative bodies with separate taxing and spending committees will spend less on
rival public spending than those with combined committees. Second, even if political transaction
costs are significant, legislatures with separate taxing and spending committees will spend the
same amount on nonrival goods as legislatures with combined committees. Because state
government spending consists of both rival and nonrival categories, we expect total spending and
total revenue to be lower in states with separate taxing and spending committees primarily as a

result of lower rival expenditures.

IV. Empirical Investigation

A. Models and Data Description

To test these theoretical predictions, we surveyed state legislative bodies to create two dummy
variables. The first, separate committees in one chamber, takes the value 1 only if one of the
state’s two legislative chambers has separate committees with jurisdiction over spending and
taxing bills. The variable takes the value 0 otherwise. The second variable, separate committees
in both chambers, takes the value 1 if both of the state’s legislative chambers have separate
committees with jurisdiction over spending and taxing bills; otherwise, it takes the value 0. This
information was gathered from phone interviews with legislative committee members and their

staff members. We then cross-checked the data against state legislative rules and committee
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websites. To create a panel dataset, we asked respondents about past committee jurisdictions. In
some cases, the historical record was clear enough to answer with certainty. In other cases,
however, historical knowledge had a shorter timeline, which limited the length of the panel for
some states. The resulting dataset is an unbalanced panel of 47 states from 1970 to 2010 (owing
to uncertainty, some states have shorter time spans). Because these arrangements are dictated by
longstanding formal and informal rules, we believe that reverse causality is a minimal concern.

We regressed seven measures of state fiscal policy on both of these dummy variables and
a series of controls. The first two dependent variables—state general expenditures per capita and
state general revenue per capita—gauge the institutions’ relationship with the overall size of
government. The remaining five—health care expenditures per capita, education expenditures
per capita, highway and infrastructure expenditures per capita, welfare expenditures per capita,
and local government aid per capita—gauge the institutions’ relationship with particular
categories of spending. All expenditure data were gathered from the US Census (US Census
Bureau 2014a, 2014c¢).

All models are estimated using OLS (ordinary least squares) with Driscoll and Kraay
(1998) standard errors that are robust to general forms of heteroskedasticity, autocorrelation, and
spatial correlation. Exploiting institutional variation across time, we use a two-way fixed-effect
model that controls for time and state fixed effects. We also use three vectors of controls that
respectively account for demographic, economic, and politico-institutional differences that might
affect state fiscal outcomes. Thus, for each of the seven fiscal outcomes, we estimate the following:

Fiscal Outcome;; = a + §,Separate Committees in One Chamber; ;

+ §,Separate Committees in Both Chambers; ;

+XitB1+Zif2+ 0 B3+ T g+ g+ & (18)
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Subscripts i = 1,...,47 and t = 1970,...,2010 denote the state and year, respectively.
The vector I;_; is a set of all but one state dummies, the vector I1;_; is a set of all but one year
dummies, a is the y-intercept, and &; ; is a random disturbance term. The vector X; ; includes
demographic factors known from previous studies to be significant determinants of state fiscal
variables. It includes the natural logarithm of state population, the percentage of the population
that is Caucasian, and the percentage of the population over 65 years of age (National Cancer
Institute 2015).

The vector Z;; contains economic variables known to affect state fiscal outcomes. It
includes real gross state product per capita (Bureau of Economic Analysis 2014), the
unemployment rate (US Bureau of Labor Statistics 2014), federal aid to the state per capita (US
Census Bureau 2014c), and percentage of revenue resulting from severance taxation (US Census
Bureau 2014d).

The vector ©; ; contains six politico-institutional variables known to affect fiscal policy.
First, it includes Berry et al.’s (1998; 2012) measure of citizen ideology (higher values indicate
more liberal states). Second, it includes an indicator variable that equals 1 if state i has lifetime
term limits in year t and 0 otherwise. Third, to capture the varying stringency of term limits across
states, it includes an index that is equal to the reciprocal of the term limit length in years so that
shorter term limits, which are considered more stringent, cause the variable to take on a greater
value. Fourth, it includes the Tax and Expenditure Limit index constructed by Amiel, Deller, and
Stallmann (2009), in which greater values indicate stricter limits. Fifth, it includes a lame duck
governor indicator variable (Klarner 2013a). This variable takes the value 1 if the governor is in his

or her last term before being term limited and 0 otherwise. And sixth, it includes a divided
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government indicator variable (Klarner 2013b).” This variable takes the value 1 if both chambers
of the legislature and the executive branch are not controlled by the same party and 0 otherwise.
Table 1 (page 30) describes each of the variables used and presents their descriptive statistics.
Previous studies have found the demographic, economic, and politico-institutional factors
included in the vectors X; ¢, Z; ¢, and 0;, to be significant determinants of state fiscal variables

(see, for example, Crain 2003, Erler 2007, and Besley and Case 2003).

B. Results

Table 2 (page 31) presents the results of a series of regressions using real per capita state
expenditures as the dependent variable. In every specification, the estimated coefficient on separate
committees in one chamber is negative and statistically significant at the 1 percent level. The
magnitude of these estimates is quite large, suggesting that the institution is also economically
significant. Moreover, the result is robust to the inclusion and exclusion of control variables.® Other
factors being equal, we find that those states in which one chamber of the legislature has separate
committees that oversee taxing and spending legislation spend between $300 and $450 less per
capita than other states do. In other words, states with this institutional feature spend between 9 and
13 percent less per capita than does the average state. Though our estimated effect is not as large as
that found by Crain and Muris (1995), if one compares it to the other estimates reported in figure 1,

the effect is clearly larger than that of almost any other institution previously studied.

> As a result, Nebraska, with its unicameral legislature and missing divided government data, is omitted from our
analysis. Following standard practice, we also omit Alaska and Hawaii because of their unusual fiscal
characteristics.

% We ran a number of robustness checks that are not reported. In one set of regressions, we used panel-corrected
standard errors, which assume that the disturbances are heteroskedastic and contemporaneously autocorrelated. The
estimated effect of separate committees in one chamber on general expenditures per capita remained statistically
significant and did not change much in magnitude. In another set of tests, we clustered the robust standard errors on
states. Again, the results did not change.
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Table 2 also shows that those states with separate taxing and spending committees in both
chambers spend statistically significantly less per capita. In three of the four specifications, the
estimated effect of separate committees in both chambers is slightly smaller than that of separate
committees in one chamber. This finding suggests that most of the expenditure-reducing effect of
having separate taxing and spending committees is achieved when just one chamber separates
these functions. Again, these results are robust to various specifications.’

Though they are not our primary focus, the estimated effects of our control variables are
worth noting. Two of the three demographic control variables obtain statistical significance in
predicting per capita expenditures. First, more populated states tend to spend less per capita,
which suggests that there are economies of scale in state spending. Second, states with a larger
population over age 65 spend more per capita, which is consistent with the theory that this
portion of the population relies more heavily on government services. In our tests, the estimated
effect of percentage that is Caucasian is consistently negative but never obtains standard
statistical significance.

Three of our four economic control variables obtain statistical significance in the per
capita expenditure regressions. In particular, states with higher per capita gross domestic
product, more federal aid per capita, and a greater share of revenue from severance taxes tend to
spend more per capita. Though the estimated effect of the unemployment rate is consistently
positive, it does not obtain statistical significance in any of these tests.

Among the six politico-institutional control variables in our tests, three are statistically
significant in predicting per capita expenditures. According to our estimates, states with lifetime

and longer (less stringent) legislative term limits spend more per capita. This finding suggests

7 Nor do they change when we use panel-corrected standard errors or cluster the robust standard errors on states. The
unreported results are available from the authors on request.
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that nonlifetime term limits with shorter terms may restrain state spending. The estimated
magnitude suggests that a one standard deviation increase in the stringency of the term limit is
associated with $48 less in per capita expenditures. We also find that states with politically
divided governments spend about $52 more per capita than other states. Three politico-
institutional factors were statistically insignificant. Though a more liberal citizenry is positively
related to per capita spending, the effect is not statistically significant. Tax and expenditure limits
and lame duck governors are both negatively related to per capita expenditures, but neither effect
is statistically significant.

Table 3 (page 32) presents the results when real general state revenue per capita is the
dependent variable. States with separate taxing and spending committees in one chamber are
found to collect between $100 and $350 less per capita in revenue. The effect is statistically
significant at the 1 percent level and robust to various specifications.® The estimated effect of
separate committees in both chambers is found to be statistically significant in only two
regressions and changes signs in one (statistically insignificant) specification. Thus, most of the
revenue-reducing effect of separate committees is achieved when just one chamber separates
these functions. With one exception, the effects of the remaining explanatory variables in the
general revenue regressions are comparable to those found in the general expenditures tests. The
exception is the estimated effect of more stringent tax and expenditure limits. Interestingly, more
stringent limits are found to positively correlate with general revenue per capita.

Table 4 (page 33) presents the results for the five main components of state government

spending. Interestingly, the expenditure-reducing effect of having separate taxing and spending

¥ In three of four specifications with panel-corrected standard errors, the estimated effect was statistically significant
and comparable in magnitude. In all four specifications with robust clustered errors on states, the estimated effect
was statistically significant. These results are available from the authors on request.
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committees is not consistent across all subcategories of spending. Although having separate
committees in one chamber has a negative and statistically significant relationship with health care
and local aid per capita, it has a positive and statistically significant relationship with highway and
infrastructure spending per capita (and no statistically significant relationship with education and
welfare spending per capita). A somewhat similar pattern is evident with separate committees in
both chambers: it has a negative and statistically significant effect on health care and welfare
spending per capita, but a positive and statistically significant effect on highway and infrastructure
spending per capita (and no statistically significant effect on education and local aid per capita).
Nondiscretionary spending may be one explanation. Some subcategories of spending,
such as education and welfare, may possibly be so formula driven that they are largely
unaffected by discretionary logrolling among legislators. However, the theoretical model of
section III of this paper suggests another explanation. The model predicts that separate taxing
and spending committees will spend less than unified committees on rival goods but will spend
the same amount on nonrival goods. We note that those states with separate committees in either
one or both chambers spend statistically significantly less on three subcategories: health care,
welfare, and local aid expenditures per capita. Each of these goods is rival; when one constituent
consumes it, another may not. Now we note that states with separate committees in one and both
chambers spend statistically significantly more on highway and infrastructure spending per
capita. This may be the least rival subcategory: one constituent’s consumption of these services
does not inhibit that of another. That states with separate committees spend more on this
category rather than the same amount as states with combined committees is a somewhat
mysterious finding. When legislators are unable to concentrate spending on rival goods, they

may be more likely to substitute into nonrival public goods.
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V. Conclusion

When James Buchanan won the Nobel Prize in economics, he was asked to summarize the
central insight of public choice economics. Reportedly, he replied simply: “Don’t let the fox
guard the chicken coop.” This idea—also evident in Juvenal’s rhetorical question, “Quis
custodiet ipsos custodes?”—is the motivation behind a number of institutional checks and
balances adopted by states over the years. Some of these institutions—such as balanced budget
rules, term limits, and tax and expenditure limits—have been the subject of extensive political
and academic analysis. In this paper, we explore the fiscal implications of a relatively simple but
mostly ignored institution: the separation of taxing and spending authority into different
legislative committees.

First, we develop a simple theoretical model of the institution. The model assumes that in
the states where taxing and spending functions are combined in one committee, members of that
committee will allocate public spending to a minimum winning coalition of the whole
legislature. In contrast, if tax writers and appropriators serve on separate committees, and if
political transaction costs are significant (Dixit 1998; Acemoglu 2003), then tax writers cannot
be certain that appropriators will include them in the minimum winning coalition. In accordance
with this expectation, tax writers will therefore set a lower tax rate in such a setting and total
government spending will be lower than in the case where the same committee sets the tax rate
and appropriates funds.

Political transaction cost models typically stress the notion that transaction costs stand in
the way of efficiency-enhancing Coasean bargains (see, for example, Acemoglu 2003). Our

model, by contrast, highlights the positive role that transaction costs might play in thwarting
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inefficient legislative logrolls of the nature explored by Riker (1984) and Buchanan and Tullock
(1962). In other words, what’s good for the goose may not be good for the gander.

To the best of our knowledge, this institution has been studied only once before, by Crain
and Muris (1995). In an effort to improve on their study, we examine a longer panel, incorporate
a larger set of control variables, run separate tests on seven different dependent variables, and
examine whether it matters if states have separate committees in one or both chambers.

Other factors being equal, we find that those states with separate taxing and spending
committees spend between $300 and $450 less per capita (between $790 and $1,200 less per
household) than other states.” They also raise between $100 and $350 less in per capita revenue
than do other states. We find that whether spending and taxing functions are separate in both
chambers or merely in one makes little difference. Interestingly, we find that the effect also
varies across subcategories of state spending. The marginal effect of having separate committees
in one or both houses is negative and statistically significant for health care, welfare, and local
aid spending per capita but is positive and significant for highway and infrastructure spending
per capita. This finding may suggest that highway and infrastructure spending is less rivalrous

than these other categories.

® According to the latest estimates, a household has approximately 2.63 persons (US Census Bureau 2014b).
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Table 2. Determinants of General Expenditures Per Capita

Variables (1) (2) (3) (4)
Separate committees in one chamber ~409.9%% ~449.9% ~285.5% -313.2%%
(81.06) (92.27) (62.29) (67.48)
Separate committees in both chambers SRl SR A AL
(100.9) (116.4) (68.07) (78.30)
Ln(population) -863.2%** —477.0%** —446.2%**
(216.4) (116.4) (123.8)
Percentage that is Caucasian ~8.215 1945 1669
(8.680) (12.58) (13.39)
Percentage over age 65 147.9% 116.4% 109.8¥%
(57.27) (32.52) (27.35)
Real gross state product per capita DLOEILLS 5 L
(0.00691) (0.00695)
Unemployment rate 14.94 13.34
(12.82) (13.71)
Federal aid to state per capita elEhey Uiy
(0.102) (0.103)
Percentage of state revenue resulting 29.03** 27.39**
from severance tax (12.77) (12.59)
Citizen ideology éi;i)
Lifetime legislative term limit 1907+
(65.41)
. . . —-2,381***
Term Limit Stringency index (424.4)
Tax and expenditure limit _(;gig)
Lame duck governor (12(5)2?
L - 52.54% %%
Politically divided government (16.62)
Constant 2,144%** 14,240*** 8,423*** 7,738***
(63.32) (2,746) (1,288) (1,488)
State fixed effects Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes
R-squared 0.90 0.91 0.94 0.95
Observations 1,421 1,421 1,421 1,421
Number of groups 47 47 47 47

Note: Estimated with ordinary least squares with Driscoll and Kraay (1998) standard errors (in parentheses). State
and year fixed-effects coefficients are not reported. Sample consists of 47 states (Alaska, Hawaii, and Nebraska are

excluded).

*** indicates significance at 1 percent; ** indicates significance at 5 percent; * indicates significance at 10 percent.
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Table 3. Determinants of General Revenue Per Capita

Variables

(1)

(2)

(3)

(4)

Separate committees in one chamber

Separate committees in both
chambers

Ln(population)
Percentage that is Caucasian

Percentage over age 65

Real gross state product per capita

Unemployment rate

Federal aid to state per capita

Percentage of state revenue resulting

from severance tax

Citizen ideology

Lifetime legislative term limit
Term Limit Stringency index
Tax and expenditure limit
Lame duck governor
Politically divided government

Constant

State fixed effects
Year fixed effects
RZ

Observations
Number of groups

—-259.3%**

(39.78)
-176.1%*
(69.04)

1,952%**
(38.63)
Yes
Yes

0.86

1,421

47

—347.1%**
(54.11)
-376.5%**
(90.24)
—1,241%%*
(204.6)
2.838
(15.93)
113.7%*
(55.65)

18,965***
(2,061)
Yes
Yes
0.88
1,421
47

-109.3%*
(46.72)
32.85
(87.14)
~776.2%**
(74.90)
-16.020
(13.02)
86.33%**
(23.72)
0.0377***
(0.00502)
-11.02
(12.06)
1.188%**
(0.0580)
65.01%**
(8.910)

12,403***

(768.5)
Yes
Yes
0.96
1,421
47

~183.5%**
(52.87)
-20.73
(92.00)
~730.1%**
(72.52)
-8.747
(12.60)
95.51%**
(20.85)
0.0377***
(0.00473)
-12.31
(13.49)
1.173%**
(0.0566)
65.09%**
(8.091)
-2.211
(1.439)
177.6%**
(45.15)

-2,137***

(555.6)
3.584*
(1.890)
10.26
(13.26)
49.10%**
(13.99)

11,099***

(948.0)
Yes
Yes
0.96
1,421
47

Note: Estimated with ordinary least squares with Driscoll and Kraay (1998) standard errors (in parentheses). State
and year fixed-effects coefficients are not reported. Sample consists of 47 states (Alaska, Hawaii, and Nebraska are

excluded).

*** indicates significance at 1 percent; ** indicates significance at 5 percent; * indicates significance at 10 percent.
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