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Bridging the gap between academic ideas and real-world problems

GOVERNING NEBRASKA'’S FISCAL COMMONS
Addressing the Budgetary Squeeze

State policymakers involved in drafting state budgets will face increasing difficulties in coming
years as the rising cost of spending obligations such as schools, health care, and pension funds
strains states’ ability to pay for them. At the same time, federal support for state programs will
continue to shrink as the federal government is forced to grapple with its own fiscal problems.
States will need to either reform their budgets or raise taxes as a proportion of income. This deci-
sion could be game-changing both for state budgets and for federalism more broadly.

In “Governing Nebraska’s Fiscal Commons: Addressing the Budgetary Squeeze,” economist Michael
D. Thomas focuses on trends in the state of Nebraska, which faces a looming fiscal problem. The
expansion in the scope of tasks the state now manages, not just in terms of federal programs but also
in terms of funding local programs, has resulted in spending mismatches with local priorities and a
state government that is squeezed between the federal and local governments. The way forward is to
set realistic priorities for spending at the state level. Nebraska has long benefited from a relatively
good fiscal position, and is therefore in a better position to manage this task than other states.

THE SQUEEZE

The budgetary squeeze refers to a phenomenon of budgetary pressures that is affecting every state,
including Nebraska. As program costs rise, Nebraska is increasingly budgeting for the short term.
With a state government squeezed between budgetary obligations to both federal and local pro-
grams, political rhetoric shrinks to a choice to cut spending or increase taxes.

The squeeze comes from two sides: local to state and federal to state.

Local to State Squeeze

Since Nebraska attained statehood, it has placed a strong constraint on revenue (and therefore on
spending as well). Limited to funding by a state property tax for decades, Nebraska policy making
was constrained, such that the state could not deliver all the services voters wanted.
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e Inthe 1960s, Omaha’s public schools were in crisis. As urban flight worsened economic
segregation, the state and federal governments’ aid fell short of what was needed.

e Omabha’s school district then annexed surrounding school districts in order to help make up
the funding difference.

e 1In1967-1968, Nebraska introduced an income tax and a state sales tax, and these measures
led to increased tax collections over time.

A 1988 report commissioned by the state found that Nebraska collected twice as much property
tax per student as the US average and gave half as much state aid to school districts. The
Nebraska state government began to attempt to supplement funding from local property taxes
from state coffers. Since the 1970s (with a brief exception in the 1980s), the largest share of pub-
lic school funding has come from the state government. (Figure 1 shows the funding sources for
all US public schools.)

Meaningful reform had to avoid setting policy through piecemeal reactions to short-run events,
and instead take a longer-term, big-picture view while formulating policy.

Figure 1. Total Revenue (by Source) for US Public Schools, 1920-2005
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Source: Digest of Education Statistics, National Center for Education Statistics, table 162, July 2007, http://nces.ed.gov/programs
/digest/d07/tables/dt07_162.asp.

Federal to State Squeeze

The Nebraska state government doesn’t only face increased pressure to fund local projects—it also
faces increased pressure from the federal government. The federal government has a spending
issue and an entitlement issue:
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o The US government has benefited for some time from very low interest rates on sovereign
debt, allowing it to spend much more freely than it would if it were paying a higher rate to
borrow funds that will obligate future taxpayers.

e Atvarious times states have been skeptical about the likelihood that the federal govern-
ment will continue to fund mandates into the future. Nebraska fears increasing its depend-
ence on funds from the federal government.

Nebraska is a net recipient of federal tax dollars, according to a Tax Foundation report covering
1981-2005. The $1.10 received per $1 spent places Nebraska squarely in the middle of the pack of
states receiving tax transfers from other states.

This is a good position to be in at the moment, but as the federal budget position weakens owing to
increased entitlement spending on programs such as Social Security, Medicare, and Medicaid, the
pressure on states to fund greater portions of these programs increases.

REFORM OPTIONS

Nebraska has many options for reform. The “dynamic” approach to the fiscal commons, that is, the
common pool of fiscal resources, points out that all the pathologies in policy were arrived at one
step at a time and therefore can be corrected one step at a time.

The most important thing to do is to get the institutions right and the incentives correctly aligned.
Nebraska should consider fiscal constraints on new priorities:

e School choice is a great opportunity to get more out of every dollar spent on education.
Moving away from thinking of schools as geographic monopolies can help solve this school
funding problem.

e Regarding pensions, tensions remain after a major pension reform in 2015 because current
public-sector workers feel they are owed defined benefits on terms originally promised.

In terms of taxation, Nebraska can choose between two reforms:

e It can reduce the tax rates on property so the extra revenue, currently returned through a
tax rebate, is not collected in the first place.

e Ttcan create a clearer distinction between state and local spending so that each government
entity can set its own priorities.

If states like Nebraska continue to manage local issues and finance them out of the state budget, it
is more likely that the states will finance expenditures that are lower priorities for voters than
what voters might accept if each local government financed a larger share of its expenditures from
local taxes.





