An Unembarrassment of Riches

Even in Texas, where anything that can happen probably will happen sooner or later, you don’t normally find the Speaker of the House making revenue forecasts. But like I said, if it can happen, it very likely will in the Lone Star State, and on May 1, Texas Speaker Tom Craddick (R-Midland) donned the mantle of revenue estimator, predicting the state would have a $15 billion surplus going into the next legislative session which begins in January. 
That was news since the official estimate of surplus revenue, including money in the state’s Rainy Day Fund and new Property Tax Relief Fund, is about $11 billion, darned good to be sure, but still significantly less than the Speaker’s prognostication. In fact, Comptroller Susan Combs, who makes the official revenue forecast, seemed taken aback by the Speaker’s conclusions. “We’ve talked with his staff and I think there was a misread of a number,” she told reporters. “I believe if you count in the Rainy Day Fund, I believe we’re at about $10.7 [billion].” 
Either way, Texas is in an enviable position relative to the problems besetting many other states that face looming deficits or have already plopped into a messy vat of red ink. But in Texas, the news is all good, according to Craddick. “We went from a $10 billion deficit in four and a half years, to a $14.5 billion surplus,” he said, referring to the period between 2003 and 2007 during which he’s been Speaker. “We are going to go into session in January next year. We project we are going to have close to a $15 billion surplus.”

Craddick didn’t make this observation on the floor of the House since no one is around the House right now except tourists. He also didn’t make it to a well-heeled business crowd in Dallas or Houston or even in his hometown of Midland. Oddly enough, he made the prediction during a speech at the Hidalgo County Republican Party’s Lincoln Day Dinner, held at the Nomad Shrine Club in Pharr, deep in South Texas, population 46,600. Ah well, House members are elected locally and Speakers are elected by House members, so the Speaker doesn’t need to worry as much about reaching a broad swath of the state’s voters as statewide elected officials do. 

In his speech, the Speaker was focusing on the achievements he believes Republicans have made during the six years they have controlled the House and the major tasks facing lawmakers in 2009. “Your taxes have gone down. We’ve got a surplus and it just didn’t happen,” Craddick said. “Now, I didn’t create the price of oil and I know that’s helped a little but let me tell you right now, so did cutting spending, so did consolidating agencies, so did saying the word ‘no.’”

There’s truth in what he says, but of course, oil and gas prices helped more than a little. Texas taxes both oil and natural gas production, and while the high price of gasoline isn’t helping the average Texas household anymore than it is families in Virginia or Iowa, it is helping the state budget. Last year, the two taxes produced about $2.7 billion, and they are expected to do equally well the next couple of years. A sizable portion of oil and gas tax collections—75 percent of revenue above the amount of revenue received in 1987 (the depth of the oil price bust)—is set aside by law in the state’s Rainy Day Fund. In fact, these “excess” revenues are just about the only sources that have ever been added to the fund, and right now, the fund is projected to have $5.7 billion in it by the end of fiscal 2009, accounting for a little over a third of the $15 billion by my calculation or better than half of the lower official number. More will be added in 2010.
Also important to the revenue outlook is the performance of the sales tax, which has been growing at a torrid pace. In 2007, sales tax receipts totaled $20.2 billion, up 10.9 percent from 2006, a truly amazing growth rate given the low rate of inflation. This growth came, according to state economists, from oil and gas industry activity, construction, manufacturing and wholesale and retail trade. Outside of years where legislative changes resulted in large revenue increases, 2006 and 2007 saw the largest inflation-adjusted growth rates in sales tax revenue since 1978, which also happens to be the last time the oil and gas taxes were as strong as they are today. On the other hand, in late breaking news, collections for April of this year, reported in early May, were down about two percent. State officials don’t seem too concerned just yet but hope it isn’t a harbinger of problems to come.
But spending restraint played a role, too. Lawmakers left $2 billion in General Revenue unspent at the end of the legislative session last year, even after setting aside an additional $3 billion in the state’s new Property Tax Relief Fund, a remarkable and rare event. The aftermath of most legislative sessions I recall is that the state has committed virtually every dollar projected to be in the pot to spend. In some legislative sessions in the 1980s and early 1990s, state budgeteers would literally whittle the uncommitted balance down to a point so near to zero that everyone, including the appropriators themselves, had sweat stained armpits from worrying that the math might not add up in the end. But apparently that’s not the case anymore—or at least not if the House has its way.
The Texas legislature is, by long tradition and current political bent, a very conservative institution, but this mountain of cash wasn’t socked away simply as a matter of parsimony or to create a farsighted hedge against the subprime mortgage meltdown, which wasn’t even on anyone’s radar when the last legislative session ended—and which, in fact, hasn’t made itself manifest in Texas to date. It was done at least partly because the legislature was nervous about what it might have wrought a year earlier when it passed a far reaching shift in the way the state pays for public schools.
Back in 2006, lawmakers passed legislation designed to cut local school property taxes by up to a third and replace the lost funds with state dollars. Those dollars were to come, at least in part, from a revised business franchise tax whose base was substantially broadened—moving from taxing corporate profits to taxing business “margin.”  The tax was also extended to cover most businesses rather than just corporations as was the case under the old tax. The state also enacted a sizable increase in the cigarette tax to help pay for the state’s newly inflated role in funding schools.

But there was a catch. The law that brought all this about required property reductions to begin last year when districts were to lower rates by about 17 cents per $100 of valuation. (The maximum school tax rate under the old financing scheme was $1.50 per $100 of valuation, and hundreds of districts had reached that ceiling, producing an ongoing series of litigation by school districts.) This year, rates are to fall further, to about $1 per $100 of valuation, give or take a few local control provisions built into the law that allow districts to raise rates slightly under certain conditions, something many of them promptly did. 
By the same token, the taxes that are to fund this shift were delayed for awhile. The cigarette tax increase took effect on January 1, 2007. The franchise tax change was effective January 1, 2008, with the first payments due on May 15 of this year. Or they were supposed to be due then. Even that unhappy day was postponed for an additional month. In April, Comptroller Combs announced that she was giving businesses an extra 30 days to pay, adding a month to what already is the longest delay in the start of a tax change in my memory. But, of course, there’s never a good time to pay taxes, and tomorrow looks better than today when it comes to writing checks to Uncle Tex.
So, while the Speaker was making his forecast, presumably assuming good things from the new business tax, the state has yet to collect any money from the tax so, officially, things are still up in the air. In fact, Combs has been less than sanguine about the outlook for the new tax. In March 2007, she gathered a host of information from the likely largest taxpayers under the tax and declared there was a danger the tax could fall short of earlier estimates by eight to 15 percent—between $500 and $900 million a year. She continues to have doubts about the collection outlook. At the inaugural meeting of a business tax advisory committee she appointed to help compile a list of legislative recommendations for next session, she told the committee members that the state still may not have a clear idea of how the tax is performing on June 15. Most businesses can be expected to file “estimated” tax returns with a final settle-up as late as November. Comb’s committee will meet into the fall and will report to the legislature on the relative share of the tax paid by industry and size of business, the tax’s incidence, how the tax compares with business taxes in other states and any problems with the tax that the committee identifies. Apparently, the problems to be addressed won’t include how to deal with any revenue shortfall.
I worked on the estimates of the tax when it was first enacted in 2006, and my bet is that it is going to do just fine, thank you very much. The potential tax base, while admittedly a bizarre confection to tax purists, is nevertheless enormous, and while the newly revamped tax will add thousands of new—and generally unhappy—taxpayers to the rolls, the bulk of the tax revenue will come from the 20 percent of very large taxpayers that paid most of the old tax. And since the tax is measured on prior year business activity, collections this first year are going to be based on last year’s business results that were, to judge by the rest of the state’s revenues, very good indeed.

Whatever the outcome of this little drama, the legislature is still going to have a lot of money with which to work. When a corporation is sitting on such a cash reserve, it usually presages a spending spree at the expense of other companies who are gobbled up to add to the cash-flush company’s bottom line. Governments don’t do that, and there doesn’t seem to be any inclination, for example, to buy Oklahoma and permanently close it, a fond desire of all University of Texas football fans. Oh well, we can dream.
So, what should be done with the surplus? In his speech, the Speaker offered a few ideas. The state could, for example, tidy up some of its past budget finagling. Having a surplus of this size, he said, will allow lawmakers to bring more transparency to the budget process. For example, he said, the sales tax raised on sporting goods needs to go where it was intended, which is the Parks and Wildlife Department. He proposed an even bigger funding repair for the state’s motor fuel tax, some of which currently pays for the Department of Public Safety under the theory, developed a number of legislative sessions ago when things were less flush, that the Highway Patrol, well, patrols the highways and therefore should be partly funded from the gas tax which is dedicated largely to highway programs.

 “In the next session of the legislature, we need to quit funding DPS with highway money,” he told the audience. “We need to fund highways with highway money. It’s $1.6 billion. We need to move it [DPS] out of the highway fund and fund it in general revenue. We’ve got the money, now’s the time to do it. Let’s spend it on programs like that,” Craddick said. Of course, a cynic might note that the net effect of this highway funding “transparency” amounts to a commitment to spend an additional $1.6 billion on highways in the next budget—this on top of new authority to borrow money to build yet more highway, while also expanding toll roads. In Texas, pavement is like Tex-Mex food. We just don’t seem to be able to get enough.
In any case, those were the main uses of the surplus that the Speaker outlined, but, of course, normal spending demands will take a sizable bite out of the additional funds as they always do. Craddick did signal, however, that lawmakers may not be through “reforming” school property taxes. Unfortunately, the state is coming up against the hard reality of state efforts to cut local property taxes—they tend to behave like weeds. You can cut them down, but given time, they will come back, particularly when property values are rising as rapidly as they have been in Texas, a fact Craddick noted.
Craddick said Republicans should be proud of passing the largest property tax cut, not just in Texas, but in the whole U.S., $14.5 billion. School tax rates have been ratcheted down from $1.50 per $100 valuation to just over a dollar. But . . .  “Many of you did not see all of that. That’s because your appraisals went up,” the Speaker said. “We have got to get control of the appraisals in this state,” he told the audience, a point that was reported to be warmly received. “I know there is a lot of controversy over that but it’s a reality and we’ve got to do it,” Craddick added. 

Much of the controversy, it’s worth noting, comes from school districts, cities and counties that rely on the property tax for a sizable part of their budgets and who would dearly like to avoid legislatively-inflicted budget problems if at all possible. In the last legislative session, there were several proposals to cap the growth in appraisals, but they were beaten back. The issue is certain to return next January. To that end and in another piece of news from the Speaker, Craddick in early May named a group of lawmakers to a Select Committee on Property Tax Relief and Appraisal Reform. The committee will be chaired by Representative John Otto, R-Dayton, a CPA who is one of most knowledgeable members of the House when it comes to the new business tax and who filed a bill last session that would have relaxed the state’s requirements for accuracy in local appraisals. He will be joined by 12 other members, seven Republicans and five Democrats. If you happen to be keeping score, that brings to four the number interim legislative committees studying appraisal and/or tax limitations this year, a statement of legislative intent if ever I heard one.
Another area that lawmakers may wind up taking a hard look at is further refinement of its business tax reform, possibly on the order of something like the tax break for small- and medium-sized businesses that’s been proposed for the new Michigan Business Tax.
 One of the difficulties that prevented reform of the Texas franchise tax for a decade was the fact that the tax was fairly narrow in its application. It taxed corporations, and it was mainly paid by a few thousand large corporations, mainly manufacturers, retailers and utilities. Even among those taxpayers, a number had, through the years, taken advantage of tax planning opportunities to greatly reduce their tax burden. Untouched by the old tax were thousands of companies in the service sector which were organized as limited partnerships, general partnerships or other non-corporate business forms. Now those businesses have been given the opportunity to participate in the state tax system, and while their tax liabilities don’t compare to those of giants like Exxon or Wal-Mart, they still represent an increase of thousands of dollars over their old tax bills—which were in many cases nothing. And, as icing on this bitter cake, taxpayers have come to realize that the one saving grace of the old franchise tax was that you didn’t pay tax when you didn’t make a profit. Not so under the margin tax. A business’ margin may fluctuate with profits, but it is never zero.
The tax has proved a considerable aggravation for businesses that employ contractors, paying them via IRS form 1099s rather than regular W-2 wages. In calculating the “margin” for tax purposes, businesses start with their total revenues and deduct either their cost of goods sold or their wages and benefits to compute their “margin”. The tax rate—a half percent for retailers and one percent for everyone else—is applied to this margin. Service companies don’t have a cost of goods sold to deduct and so are stuck with the wage deduction. But wages under the law don’t include 1099 payments, so companies that mostly employ contractors rather than permanent employees don’t get much of a deduction. The law provides for a maximum margin of 70 percent of total revenue, but that still leaves a sizable tax exposure for many service companies. Many newly minted taxpayers were astounded to learn about this development, and the tax promises to be a rough ride for businesses that take in $1 million to $50 million (to pick a range) in total revenues annually. To add insult to injury, many of these same businesses don’t own much property and were not in line for a property tax cut, a big selling point of the reform for capital intensive taxpayers, like manufacturers and oil and gas companies.
The legislature excluded 1099 income from the wage deduction for a couple of reasons. One was that it was a very large revenue item, estimated to be worth several hundred million dollars a year. From the grumbling I’ve heard, it could be significantly more than that—a lot of businesses these days use contractors for jobs that once belonged to regular employees, which brings us to the second reason. Lawmakers felt that by effectively taxing 1099 payments and not taxing W-2 wages, businesses would be encouraged to hire more regular workers and so, it is thought, offer other benefits like workers’ compensation and health insurance.
That remains to be seen, but it’s a good bet that the affected industries are going to fight to have some of their new tax burden washed away by the cleansing power of the surplus. The National Federation for Independent Business (NFIB), which represents small businesses—and which never took a position on the margin tax when it was first proposed—has been particularly vocal in its opposition to the tax lately.  The group says, among other things, that “small-business owners across the state are coming to us with tax increases of 200, 400, even 1,000 percent”—a claim that may reflect how easily the old tax could be avoided as much as how unfair the new tax is. 
Lawmakers were already well aware of potential problems for small businesses and threw a few bones their way during the 2007 session. As originally enacted, the margin tax excluded sole proprietorships, general partnerships (mostly law firms) and any business with total revenues of less than $300,000 a year. The legislature expanded this bracket so that no tax is due if the tax owed is less than $1,000. In addition, a number of special rate brackets were added. Businesses with total revenues from $300,000 to $900,000 in receipts get a discounted margin tax rate as follows:
$300,000-400,000—80%

$400,000-500,000—60%

$500,000-700,000—40%

$700,000-900,000—20%
Further, any business with less than $10 million in total receipts can avoid the margin tax altogether and simply pay a 0.575 percent tax on its gross receipts.

In combination, these provisions have the net effect of exempting any business with less than $434,782 in gross receipts from paying the tax. NFIB supported these changes—the typical NFIB member employs five workers and reports gross sales of about $350,000 a year, a level which would not trigger the tax—but the group is seeking more sweeping changes when the legislature next convenes. They want to exempt small businesses from tax liability when they aren’t profitable, raise the small business exemption from $300,000 to $1 million, lower the margin tax rate by half (from one percent to one-half percent) for small businesses and allow businesses to count contractor labor costs as part of the wage deduction. As you can see, it’s going to be a busy legislative session as far as the margin tax is concerned. In his speech, though, Craddick didn’t mention the new tax so we’ll just have to wait to see what happens in the coming months. 
Governor Perry, though, has been more vocal. Seizing on Craddick’s prediction, he said that the surplus should be used for new tax cuts. “The governor believes that with a surplus of this size, we need to find a way to give tax relief to hardworking Texans,” a spokesman for the governor said. “The question is whether it should be in the form of additional property tax reduction, lowering the business tax, cutting the sales tax or actual rebates like the federal government is doing.”


Normal budget issues may ultimately stand in the way of more large-scale cuts, though. The number of school children continues to grow, and doubtlessly, school representatives will want more money to meet public school needs. The state’s public colleges and universities have been forced to raise tuitions sharply in lieu of any real growth in state funding since 2003, and this would appear to be a great time to put the brake on tuition increases with higher state General Fund support. And, of course, there’s the growing, nagging and apparently insoluble problem of health care costs in the state’s health and human service programs, its prisons and for its 240,000 employees (not to mention us retirees). Finally, there’s the issue of what to do about the state’s transportation infrastructure since many lawmakers are more than a little dissatisfied with the existing plan of building toll roads and outsourcing highways to private companies. While it will help to restore the money that’s been siphoned off from highways to the Department of Public Safety, such a change in policy is not, in and of itself, likely to make highway advocates happy.


There’s an old legislative axiom that it’s harder to write a budget when there’s a surplus than when things are bleak. Everyone expects a piece of the pie—a taste of the budget gravy. The legislature doesn’t seem to be in a mood to take chances that that problem will arise next year. The budget instructions distributed by the Legislative Budget Board and the Governor’s office in early May instructed state agencies, despite the surplus, to plan for zero growth in their baseline budgets in the next two-year budget cycle and told them to sketch out ways their spending could be reduced by 10 percent. You can’t be too careful.

But all that unpleasantness is still six months in the future. For the present, the state is enjoying a great fiscal situation while other states struggle. Whether it was good planning or simply the good fortune of locating the state over an ocean of oil, the Speaker sees no need to be embarrassed about the way things have gone, although he recognizes that not everyone is happy—or likely to be happy. In his speech, he said that discipline, working long hours and not reading the newspapers were the keys to recent legislative successes. “None of these things were greeted with a lot of cheers. Change sometimes causes problems and change makes people upset,” he observed. “We did what we thought was right.”
� Under the measure, an estimated 10,000-15,000 additional businesses would start paying a 1.8 percent tax as an alternative to the Michigan Business Tax. Businesses whose owners or officers make more than $180,000 in wages and other benefits now can’t qualify for the alternative tax. Legislation sponsored by Senator Nancy Cassis, R-Novi, would raise the threshold to $250,000. 








