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Q. What are the sources of revenue for state governments?

A. State governments collected more than $1.7 trillion of general rev-
enue in 2014. Revenue from income, sales, and other taxes totaled 
nearly $870 billion—half of all general revenue (figure 1).

INTERGOVERNMENTAL TRANSFERS

Intergovernmental transfers—primarily from the federal government—totaled $551 billion in 2014. The larg-
est were federal grants for public welfare programs, predominately for Medicaid.
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OWN-SOURCE REVENUE

Revenue from state sales and gross receipts taxes (including taxes on general purchases and selective taxes 
on products such as alcohol, cigarettes, and motor fuels) was $412 billion in 2014, or 24 percent of state gen-
eral revenue. Revenue from individual income taxes totaled $312 billion—18 percent of general revenue—
while revenue from other taxes (including license fees, estate taxes, and severance taxes) was $97 billion—6 
percent of general revenue. Charges and fees—notably tuition paid to state universities, payments to public 
hospitals, and tolls on highways or bridges—provided another $322 billion, —19 percent of state general rev-
enue in 2014.

General revenue does not include revenue collected by states from “business-like” enterprises, such as state-
run liquor stores, utilities, and pension funds.

CHANGING SOURCES

Since 1977, the shares of state general revenue from intergovernmental transfers as well as charges and users 
fee have increased, while the share from taxes has declined (figure 2). The change in the charges and user fee 
category was especially striking, with its share rising by 8 percentage points (from 11 percent to 19 percent) 
from 1977 to 2014, as states sought to broaden their revenue bases. 

Over the same period, the share of general revenue from state taxes declined by 10 percentage points, from 
60 percent to 50 percent. The portion from individual income taxes rose slightly over the period, while the 
share from all other taxes declined.
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RELATIVE GROWTH

State revenue grew slightly faster than the national economy between 1977 and 2014, rising from 8 percent 
of GDP in 1977 to 10 percent in 2005 and staying there for the next decade (figure 3). State revenues peaked 
at 11 percent of GDP in 2011 before falling back to 10 percent in 2014, largely because of a decline in feder-
al transfers in the wake of the economic recovery.

Revenue from charges and miscellaneous fees as well as individual income taxes grew a small amount rela-
tive to GDP from 1977 to 2014, while sales tax revenue remained fairly constant at about 2.5 percent of GDP 
(figure 4). Intergovernmental transfers grew the most over that period, rising about 1 percent of GDP. The 
American Recovery Reinvestment Act of 2009 created a sharp uptick in federal transfers to state govern-
ments from 2009 to 2011, hitting a peak of 3.8 percent of GDP in 2010 and 2011. Federal transfers to the 
states dropped as a share of GDP in 2012 as spending on economic stimulus programs receded. 
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Data Sources
US Department of Commerce, Bureau of Economic Analysis. BEA National Economic Accounts: Current-dollar and ‘real’ 
GDP.

Tax Policy Center. State and Local Finance Data Query System. Urban Institute and Brookings Institution, Washington, 
D.C.

Further Reading

Brunori, David. 2005. State Tax Policy: A Political Perspective, 2nd ed. Washington, DC: Urban Institute Press.

http://www.bea.gov/national/index.htm
http://www.bea.gov/national/index.htm
http://slfdqs.taxpolicycenter.org/
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Q. What are the sources of revenue for local governments?

A. Local governments collected more than $1.5 trillion of general 
revenue in 2014. Revenue from local property, sales, and other taxes 
totaled $624 billion, about 41 percent of general revenue (figure 1).

INTERGOVERNMENTAL TRANSFERS
Of the 36 percent of local government general revenue that were transfers from other levels of government, 
32 percent came from state governments (including indirect federal funds), and 4 percent came directly from 
the federal government. Local governments include county governments, municipalities, townships, special 
districts (such as water and sewage authorities), and school districts. Aid to school districts account for more 
than half of all state government transfers to localities. Housing programs make up 40 percent of federal 
transfers to local governments.
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FIGURE 1

Local General Revenue by Source
2014



Overview

TAX POLICY CENTER BRIEFING BOOK

PROLOGUE
Introduction

The State of State (and Local) Tax Policy

TAX POLICY CENTER BRIEFING BOOK

What are the sources of revenue for local governments?

The State of State (and Local) Tax Policy

OWN-SOURCE REVENUE

Revenue from property taxes was $452 billion in 2014—30 percent of local government general revenue and 
the largest single source of tax revenue (figure 1). Revenue from sales taxes was $105 billion—7 percent of 
general revenue. Revenue from individual income taxes was $30 billion—another 2 percent—while revenue 
from other taxes (such as stadium taxes and business license taxes) was $36 billion— just over 2 percent. 
Charges and miscellaneous fees, such as water, sewerage, and parking meter fees collected by municipal or 
county governments, provided $343 billion or 23 percent of general revenue.

CHANGING SOURCES

Since 1977, the share of local government revenue from nontax sources has remained fairly steady at 60 
percent of general revenue. However, the composition of non-tax revenue has changed. The portion from in-
tergovernmental transfers declined from 43 percent of general revenue in 1977 to 36 percent in 2014, while 
revenue from charges and fees increased from 15 percent to 23 percent. 

Likewise, while the share of general revenue from local taxes has remained at about 40 percent, the composi-
tion of tax revenue changed. The contribution of property taxes to general revenue declined from 34 percent 
in 1977 to 30 percent in 2014, while revenue from sales taxes increased from 5 percent to 7 percent.

REVENUE GROWTH COMPARED WITH ECONOMIC GROWTH

Although local government revenue was about the same relative to GDP in 2012 as it was in 1977, there 
were fluctuations over that period (figure 3). The figure fell to a low of 8.0 percent in 1980 and peaked at 9.9 
percent in 2009.
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FIGURE 2

Local General Revenue by Source, 1977-2014
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Much of the change in local government revenue relative to the economy was because of fluctuations in 
transfers provided by the federal and state governments. Transfers fell from 1977 through most of the 1980s 
and increased slowly though the 1990s. This source of revenue is cyclical; it grew sharply during the 2001 and 
the 2007–09 recessions, receding in both cases as the economy recovered (figure 4).
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FIGURE 3

Total Local General Revenue, 1977-
As a share of national GDP
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Data Sources
US Department of Commerce, Bureau of Economic Analysis. BEA National Economic Accounts: Current-dollar and ‘real’ 
GDP.

Tax Policy Center. State and Local Finance Data Query System. Urban Institute and Brookings Institution, Washington, 
D.C.

Further Reading
Brunori, David. 2007. Local Tax Policy: A Federalist Perspective, 2nd ed. Washington, DC: Urban Institute Press.

Wildasin, David E. 2009. “Intergovernmental Transfers to Local Governments.” IFIR Working Paper No. 2009-11, Re-
vised, August, 2009
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FIGURE 4

Local General Revenue by 
As a share of national GDP

http://www.bea.gov/national/index.htm
http://www.bea.gov/national/index.htm
http://slfdqs.taxpolicycenter.org/
http://www.ifigr.org/publication/ifir_working_papers/IFIR-WP-2009-11.pdf
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Q. How do state and local individual income taxes work?

Forty-one states and the District of Columbia levy broad-based taxes 
on individual income. New Hampshire and Tennessee tax only individ-
ual income from dividends and interest. Seven states do not tax indi-
vidual income of any kind. Local governments in 12 states levy their 
own income tax on top of state taxes.

HOW MUCH REVENUE DO STATE AND LOCAL GOVERNMENTS COLLECT FROM INDIVIDUAL IN-
COME TAXES?

State governments collected $312 billion—26 percent of state own-source general revenue—from individual 
income taxes in 2014 (table 1). “Own-source” revenue excludes intergovernmental transfers. By contrast, lo-
cal governments, concentrated in Maryland, New York, Ohio, and Pennsylvania, collected just $30 billion—3 
percent of revenue.

Forty-one states and DC levy a broad-based individual income tax. Alaska, Florida, Nevada, South Dakota, 
Texas, Washington, and Wyoming do not have a state individual income tax. Maryland relied most on the tax, 
collecting 29 percent of combined state and local own-source general revenue from it in 2013. Connecticut, 
Massachusetts, and Oregon each collected 25 percent of revenue from the tax.

Three states with a broad-based individual income tax collected less than 10 percent of total state and local 
own-source general revenue from that tax. North Dakota (8 percent of revenue) relied least on the tax. New 
Hampshire and Tennessee, with much more limited individual income taxes, collected about 1 percent of 
revenue from them. 
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In 12 states local governments levied their own individual income taxes in 2013. DC also has its own individu-
al income tax. Individual income taxes provided an average of 10 percent of local own-source general reve-
nue in those states and DC, ranging from 1 percent in Alabama and Iowa to 21 percent in DC and 25 percent 
in Maryland.

WHAT INCOME IS TAXED?

Most states follow the federal definition of taxable income, but there are exceptions. New Hampshire and 
Tennessee tax only dividends and interest. States, however, often apply different rules than the federal gov-
ernment for certain types of income. Unlike the federal government, states often tax municipal bond inter-
est from securities issued outside that state, and many allow a full or partial exemption for pension income. 
Recently, Kansas and Ohio exempted some or all sole proprietor income and partnership income. In many 
states, taxpayers who itemize their federal tax deductions and claim deductions for state and local taxes may 
not deduct those taxes on their state income tax returns.
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HOW DO INDIVIDUAL INCOME TAX RATES VARY ACROSS STATES?

Most state income taxes are fairly flat, even in those states that apply graduated rates. Eight states impose 
a single tax rate on all income, while Missouri has the most with 10 tax brackets. Top marginal rates for state 
income tax in 2016 ranged from 3.07 percent in Pennsylvania to 13.3 percent in California—including a 1 
percent surcharge on incomes over $1 million in that state (figure 2). In states with multiple tax brackets, the 
top tax bracket often begins at a very low level of taxable income. Alabama, for example, has three rates, 
but the top tax bracket starts at taxable income of $3,000, making it essentially a flat tax. In other states, the 
difference between the lowest and the highest tax rates is small: about 2 percentage points in Kansas and 
Mississippi, for example.

While most states followed the federal government’s lead in reducing the number of income tax brackets 
in the 1980s, there has been a lot of regression. California and New York have imposed new brackets (often 
called “millionaire’s taxes”) for high-income taxpayers. California approved a millionaire’s tax in 2013 that 
adds 1 percentage point to the rate applied to incomes over $1 million. Similarly, New York’s top tax rate of 
8.82 percent applies to income above about $1 million.

California, Minnesota, and Oregon have top rates above 9 percent. Iowa, New Jersey, New York, Vermont, 
and DC have top income tax rates above 8.8 percent. 

HOW DO STATES TAX CAPITAL GAINS AND LOSSES?

Eleven states and DC treat capital gains and losses the same as under federal law. They tax all realized capital 
gains, allow a deduction of up to $3,000 for net capital losses, and permit taxpayers to carry over unused 
capital losses to subsequent years. However, most states tax capital gains at the same rate as ordinary in-
come, while the federal government provides a preferential rate. New Hampshire fully exempts capital gains, 
and Tennessee taxes only capital gains from the sale of mutual fund shares. Arizona exempts 25 percent of 
long-term capital gains, and New Mexico exempts 50 percent. Massachusetts has its own system for taxing 
capital gains, while Hawaii has an alternative capital gains tax. Pennsylvania and Alabama only allow losses to 
be deducted in the year that they are incurred, while New Jersey does not allow losses to be deducted from 
ordinary income. The remaining 25 states that tax income generally follow the federal treatment of capital 
gains, with the exception of various state-specific exclusions and deductions.

HOW DO STATES TAX INCOME EARNED IN OTHER JURISDICTIONS?

Income tax is generally imposed by the state in which the income is earned. Some states, however, have en-
tered into reciprocity agreements with other states that allow outside income to be taxed in the state of resi-
dence. For example, Maryland’s reciprocity agreement with DC allows Maryland to tax income earned in the 
District by a Maryland resident. As of 2010, 15 states and DC had adopted reciprocity agreements. Typically, 
these are states with major employers close to the border and large commuter flows in both directions.

http://www.taxpolicycenter.org/statistics/state-treatment-capital-gains-and-losses
http://www.taxpolicycenter.org/statistics/state-treatment-capital-gains-and-losses
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Rate:

Source: Federation of Tax Administrators.

                              0%           5%           7%           9%          

FIGURE 2

Top State Individual Income Tax Rates
2015

Data Sources
Federation of Tax Administrators. State Income Taxes. State Individual Income Taxes (Tax rates for tax year 2016 -- as of 
January 1, 2016).

US Census Bureau. State & Local Government Finance.

Tax Policy Center. State and Local Finance Data Query System. Urban Institute and Brookings Institution, Washington, 
D.C.

Further Reading
Brunori, David. 2005. State Tax Policy: A Political Perspective, 2nd ed. Washington, DC: Urban Institute Press.

———. 2007. Local Tax Policy: A Federalist Perspective, 2nd ed. Washington, DC: Urban Institute Press.

Olin, Rick, and Sandy Swain. 2015. Individual Income Tax Provisions in the States. Madison: Wisconsin Legislative Fiscal 
Bureau.

Rork, Jonathan C., and Gary A. Wagner. 2012. “Is there a Connection between Reciprocity and Tax Competition?” Pub-
lic Finance Review 40 (1): 86–115.

http://www.taxadmin.org/assets/docs/Research/Rates/ind_inc.pdf
http://www.taxadmin.org/assets/docs/Research/Rates/ind_inc.pdf
https://www.census.gov/govs/local/
http://slfdqs.taxpolicycenter.org/
http://pfr.sagepub.com/content/40/1/86.abstract
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Q. How do state and local sales taxes work?

A. Forty-five states and the District of Columbia levy general sales 
taxes that apply (with some exemptions) to all goods and certain ser-
vices. Thirty-eight states (including, Alaska, which has no state sales 
tax) also allow sales tax at the local level. Most states apply separate 
sales taxes to particular goods, typically tobacco, alcohol, and motor 
fuels.

HOW MUCH REVENUE DO STATE AND LOCAL GOVERNMENTS RAISE FROM SALES TAXES?

States rely on sales taxes more than local governments do. States collected $412 billion—35 percent of own-
source general revenue—from sales taxes in 2014 (figure 1). “Own-source” revenue excludes intergovern-
mental transfers. Nearly two-thirds of that ($272 billion) came from general sales taxes, and one-third ($140 
billion) came from selective sales taxes (excise taxes) on tobacco, alcohol, and the like. Local governments, 
for their part, collected $105 billion—11 percent of local government own-source general revenue—from 
sales taxes in 2014, with $75 billion coming from general sales taxes and $30 billion from selective sales tax-
es.

Nevada relied on sales tax revenue more than any other state in 2014, with sales and selective sales taxes 
accounting for 44 percent of combined state and local own-source general revenue. Sales and selective sales 
taxes represented more than 35 percent of combined state and local revenue in Arkansas, Hawaii, South 
Dakota, Tennessee, and Washington in 2014, and more than 30 percent in Arizona, Florida, Louisiana, and 
Texas. Among the states with a general sales tax, Massachusetts (15 percent of revenue) relied least on sales 
and selective sales tax revenue. 
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Source: Urban-Brookings Tax Policy Center, State & Local Government Finance Data Query System.
Note: Own source general revenue does not include intergovernmental transfers.

FIGURE 1

State and Local Sales Tax Revenue
2013
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HOW DO GENERAL SALES TAX RATES DIFFER ACROSS STATES?

Among states with general sales taxes, Colorado has the lowest rate (2.9 percent) (figure 2). No other state 
with a general sales tax has a rate below 4.0 percent. Six states have rates at or above 7.0 percent. California 
has the highest rate (7.7 percent). Alaska, Delaware, Montana, New Hampshire, and Oregon have no state 
general sales taxes. 

Every state and DC collected some revenue from selective sales taxes, with average revenue from such 
taxes accounting for 8 percent of state and local own-source general revenue. Sixteen states collected 
10 percent or more of combined state and local revenue from selective sales taxes. Nevada had the 
highest revenue share from selective sales taxes—17 percent, while Alaska and Wyoming collected the 
least, around 3 percent of revenues, from selective sales taxes. combined state and local revenue from 
excise taxes. Nevada had the highest revenue share from excise taxes—16 percent, while Alaska and 
Wyoming each collected less than 3 percent of revenues from excises.
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WHAT PURCHASES ARE SUBJECT TO THE GENERAL SALES TAX?

General sales taxes typically apply to most tangible goods. One notable exception is food purchased for use 
at home: only 13 states tax such purchases, and six of these states tax food at a lower rate than their gener-
al rate. Five of the 13 states that tax food for home consumption provide income tax credits to low-income 
residents to help offset the tax. In contrast, food bought for immediate consumption at restaurants is taxed, 
often at a higher rate than the general sales tax rate.

Many states also exempt nonprescription drugs, textbooks, and clothing from general sales taxes. Some 
states have sales tax holidays, periods in which specific purchases—for example, clothes and school supplies 
right before the start of a new school year—are sold tax-free.

The taxation of services (e.g., dry cleaning, carpentry work, barbershops) is more complicated. All states tax 
some services, but exemptions are common. Very few states tax professional services such as doctors and 
lawyers. Hawaii and New Mexico are exceptions to that rule, taxing nearly all services.

Thirty-eight states (including Alaska, which has no statewide tax) allow local governments to impose their 
own general sales taxes. The maximum sales tax rates levied by local governments range from 0.5 percent in 
Hawaii to 8 percent in Colorado.

http://www.taxpolicycenter.org/statistics/sales-tax-rates-2000-2017
http://www.taxpolicycenter.org/statistics/sales-tax-holiday-details-2007-2016
http://www.taxpolicycenter.org/statistics/sales-tax-rates-state-and-local-2004-2016
http://www.taxpolicycenter.org/statistics/sales-tax-rates-state-and-local-2004-2016


Overview

TAX POLICY CENTER BRIEFING BOOK

PROLOGUE
Introduction

The State of State (and Local) Tax Policy

TAX POLICY CENTER BRIEFING BOOK

How do state and local sales taxes work?

The State of State (and Local) Tax Policy

WHAT TAXES DO STATES LEVY ON TOBACCO, ALCOHOL, AND MOTOR FUELS?

Most states levy “selective” sales taxes—with different rates than the general sales tax—on particular goods 
and services. Three of the best-known are taxes on cigarettes (and other tobacco products), alcohol, and 
motor fuels. Those products are also subject to a federal tax. For cigarettes and alcohol, the taxes are some-
times called “sin” taxes because one purpose of the tax is to discourage consumption.

Cigarette taxes are typically levied per pack. Missouri has the lowest rate (17 cents per pack) and New York 
has the highest ($4.35). In six states (Alabama, Illinois, Missouri, New York, Tennessee, and Virginia), local 
governments sometimes levy an additional cigarette tax. Local cigarette tax rates range from 1 cent per 
pack in Alabama and Tennessee to $4.18 per pack in Chicago (Cook County tax of $3.00, plus city tax of 
$1.18). Some states and cities levy their general sales taxes on the prices of cigarettes inclusive of the excise 
tax, while others include the general sales tax in the excise tax rate. Taxes are also levied on other tobacco 
products, including cigars and loose tobacco. There is new discussion about whether other nicotine delivery 
devices such as e-cigarettes should be taxed. 

Alcohol taxes are generally paid at the wholesale level, so the cost is incorporated into the retail price. The 
excise taxes are levied per gallon (not as a percentage of the price), and beer, wine, and distilled spirits have 
different tax rates. In addition to the excise tax, many states also levy a general sales tax on the final pur-
chase price of alcohol, and some states and cities have special sales tax rates for alcohol.

DO SALES TAXES APPLY TO ONLINE PURCHASES?

The treatment of online and other remote sales (e.g., catalog sales) is complex. Under the commerce clause 
of the US Constitution, if a retailer has no physical presence in the online purchaser’s state of residence (tech-
nically called a “nexus” requirement) the state cannot require the retailer to collect a state or local sales tax 
from the consumer.

Many consumers do not realize, however, that in addition to sales taxes, states also levy use taxes. Consum-
ers are subject to these taxes on goods purchased outside their states of residence for consumption in their 
home states. The use tax rate is the same as the sales tax rate, but few consumers actually pay it. Most states 
with both a sales tax and an individual income tax (such as California, Kentucky, Virginia, and Utah) give tax-
payers a chance to declare liability and pay use taxes on their income tax returns.

The Supreme Court (Quill Corp. v North Dakota) ruled that states cannot require remote sellers to collect 
sales taxes, but that Congress could enact new rules. The Marketplace Fairness Act, first introduced in Con-
gress in 2011, would allow states to require remote sellers to collect sales taxes on online purchases by their 
residents. The act would require that states simplify their sales taxes to make it easier for out-of-state sellers 
to collect the tax. It would also exempt sellers with less than $1 million of sales from the obligation. Congress 
has yet to pass the legislation.

https://www.law.cornell.edu/supct/html/91-0194.ZO.html
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Data Sources
Federation of Tax Administrators, “Comparison of State/Local Retail Sales Taxes - 2014.”

———, “State Excise Tax Rates on Cigarettes”, January 1, 2015.

U.S. Census Bureau, Annual Survey of State and Local Government Finances, Government Finances, Volume 4, and Cen-
sus of Governments (1977-2013).

US Census Bureau, State & Local Government Finance.

Tax Policy Center, “State and Local Finance Data Query System.” Urban Institute and Brookings Institution, Washington, 
D.C.

Further Reading
Brunori, David. 2005. State Tax Policy: A Political Perspective, 2nd ed. Washington, DC: Urban Institute Press.

Brunori, David. 2007. Local Tax Policy: A Federalist Perspective, 2nd ed. Washington, DC: Urban Institute Press.

CCH Incorporated. 2011. 2012 State Tax Handbook. Chicago: CCH Incorporated.

Francis, Norton. 2013. “A New Congressional Push to Let States Collect Tax Online Sales.”  TaxVox (blog). February 18.

Williams, Roberton. 2013. “Taxing Amazon: Good for Virginia and Good for Me.” TaxVox (blog). April 3.

Motor fuel taxes are mostly per-gallon taxes. Consumers pay tax based on how much gas they purchase, 
not as a percentage of the final retail price of gasoline. However, 20 states and the District of Columbia tie 
at least a portion of their gasoline tax rate to the retail price. The lowest gasoline tax rate is in Alaska (8.95 
cents per gallon) and the highest is in Pennsylvania (58.2 cents per gallon). States earmark much of their mo-
tor fuel tax revenue for transportation spending, which has meant funding gaps for transportation in recent 
years as gasoline consumption is decreasing. States are considering options like tying the gas tax rate to 
inflation and taxing miles traveled instead of gas to raise more revenue. 

Some cities (e.g., Boston, San Francisco, and Washington, DC) also have special tax rates for specific goods 
and services (e.g., restaurant meals, hotel accommodations, rental cars, and parking) that are higher than 
their general sales tax rates. The higher tax rates on these purchases are often designed to collect a signifi-
cant share of their revenue from visitors, who presumably have less political clout than local voters.

http://dor.wa.gov/docs/reports/2014/Compare14/Table15.pdf
http://www.taxadmin.org/assets/docs/Research/Rates/cigarette.pdf
https://www.census.gov/govs/local/
http://slfdqs.taxpolicycenter.org/
http://taxvox.taxpolicycenter.org/2013/02/18/a-new-congressional-push-to-let-states-collect-tax-online-sales/
http://taxvox.taxpolicycenter.org/2012/04/03/taxing-amazon-good-for-virginia-and-good-for-me/
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Q. How do state and local property taxes work?

A. Jurisdictions in all 50 states and the District of Columbia impose 
property taxes. Most property tax revenue comes from levies on land 
and improvements, but states often tax personal property (such as 
machinery, equipment, and motor vehicles) as well. The tax equals a 
percentage of the taxable value of the property and may be levied 
in some form at every level of government: state, county, municipal, 
township, school district, and special district.

HOW MUCH REVENUE DO STATE AND LOCAL GOVERNMENTS RAISE FROM PROPERTY TAXES?

While property taxes are a significant source of local government revenue, they are a very small revenue 
source for most states (table 1). State governments levy property taxes in 36 states, collecting $13 billion in 
revenue from such taxes in 2013—about 1 percent of own-source general revenue (“own-source” revenue 
excludes intergovernmental transfers). Vermont relied on property taxes for 26 percent of state own-source 
general revenue in 2013, far and away the highest percentage in any state. Property taxes were 5 percent or 
more of state revenue in only six other states: Arkansas, Michigan, Montana, New Hampshire, Washington, 
and Wyoming. Fourteen states did not levy a state-level property tax.

Local governments depend much more on property tax revenue. Local governments collected $442 billion 
from property taxes in 2013—47 percent of own-source general revenue. Property taxes provide three-quar-
ters or more of local own-source revenue in six states; Connecticut, Maine, Massachusetts, New Hampshire, 
New Jersey, and Rhode Island. 

Property taxes are the largest own-source of revenue for counties, cities, townships, school districts, and spe-
cial districts, which are specific-purpose units, such as water and sewer authorities. School districts rely quite 
heavily on property taxes, collecting $181 billion in 2012, which was 82 percent of their own-source general 
revenue. Because school districts receive substantial intergovernmental transfers, own-source revenue makes 
up less than half (about 45 percent) of their total general revenue.
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Revenue 
(billions)

Percentage of own 
source general 

revenue
State and local $455 22%

State $13 1%

Local $442 47%

Source: Urban-Brookings Tax Policy Center, State & Local Government Finance Data Query 
System

Note: Own source general revenue does not include intergovernmental transfers.

TABLE 1

State and Local Property Tax Revenue
2013

IN WHICH STATES ARE PROPERTY TAXES MOST IMPORTANT?

New Hampshire, which has neither a broad-based income tax nor a general sales tax, was the most reliant 
on property taxes in 2013, with property tax revenue accounting for 44 percent of combined state and local 
own-source general revenue. Property taxes also contributed more than 30 percent of state and local reve-
nue in Connecticut, Maine, New Jersey, Rhode Island, and Vermont.  All told, 11 states, including seven in 
the Northeast, collected at least one-quarter of their state and local own-source general revenue from prop-
erty taxes (figure 1). 

North Dakota relied least on property tax revenue in 2013, with less than 10 percent of its combined state 
and local own-source general revenue generated from property. Eleven states collected less than 15 percent 
of combined state and local revenue from property taxes.

HOW DO STATES LIMIT PROPERTY TAXES?

In recent decades, many states have imposed limits on property tax rates, property tax revenue, or increases 
in assessed property values, reducing reliance on the property tax as a source of revenue. California, for ex-
ample, limits the tax rate to 1 percent and annual assessment increases to 2 percent until a property is sold. 
As a result, neighbors with similar houses may have dramatically different tax liabilities depending on when 
their houses last changed hands.

States and local governments also often use limits, exemptions, deductions, and credits to lower tax liability. 
Here are some examples:

• Assessment limits prevent a property’s assessed value from increasing by more than a fixed percentage 
between assessments. These limits can reduce a property’s assessed value below its market value and 
prevent rapid property value increases from raising the owner’s tax burden. When the property is sold, its 
assessed value is reset at market value.

• Homestead deductions and exemptions decrease the taxable value of real property by a fixed amount 
(much the same way a standard deduction decreases taxable income) for residents who occupy the 
property. Forty-one states and DC have homestead exemptions that reduce the fraction of the assessed 
property value subject to tax.
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Percent:
US: 21.6%

Source: Urban-Brookings Tax Policy Center, State & Local Government Finance Data Query System.

                             15%         20%         25%         30%          

Note: Own source general revenue does not include intergovernmental transfers.

FIGURE 1

Property Tax Revenue as a Percentage of State and 
Local Own-Source General Revenue
2013

• Circuit breaker programs provide relief for elderly and low-income residents with property tax liabilities 
above a specified percentage of their income. Although relief is based on property tax payments, it is 
typically provided via an income tax credit. In most states, the state government collects income tax while 
local jurisdictions collect property tax, making circuit breakers a type of subsidy from state to local gov-
ernments. Unlike the other approaches described here, circuit breakers benefit renters as well as home-
owners in some jurisdictions. Twenty-eight states and the DC use circuit breaker credits and refunds to 
limit the share of income claimed by property taxes.

• Property tax deferrals allow elderly and disabled homeowners to defer payment until the sale of the 
property or the death of the taxpayer. All told, 22 states and the DC allow such deferrals, but they are not 
widely used.
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Data Sources
US Census Bureau, State & Local Government Finance.

Tax Policy Center, “State and Local Finance Data Query System.” Urban Institute and Brookings Institution, Washington, 
D.C.

Further Reading
Brunori, David. 2005. State Tax Policy: A Political Perspective, 2nd ed. Washington, DC: Urban Institute Press.

Brunori, David. 2007. Local Tax Policy: A Federalist Perspective, 2nd ed. Washington, DC: Urban Institute Press.

Harris, Benjamin H., and Brian David Moore. 2013. “Residential Property Taxes in the United States.” Washington, DC: 
Urban-Brookings Tax Policy Center.

Lincoln Institute of Land Policy. Significant Features of the Property Tax.

https://www.census.gov/govs/local/
http://slfdqs.taxpolicycenter.org/
http://www.taxpolicycenter.org/publications/url.cfm?ID=412959
https://www.lincolninst.edu/subcenters/significant-features-property-tax/ContentPage.aspx?id=5
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Q. How do state and local corporate income taxes work?

A. Forty-four states and the District of Columbia levy corporate in-
come taxes. Ohio and Texas tax corporate gross receipts rather than 
income. Nevada, South Dakota, Washington, and Wyoming had no 
corporate income tax or gross receipts tax in 2016.

HOW MUCH REVENUE DO STATE AND LOCAL GOVERNMENTS RAISE FROM CORPORATE INCOME 
TAXES?

State and local governments raise a relatively small share of revenue from corporate income taxes (table 1). 
States collected just $45 billion—4 percent of state own-source general revenue—from corporate income 
taxes in 2013 (own-source revenue excludes intergovernmental transfers). Local governments, including DC, 
collected only $8 billion—less than 1 percent of local government own-source general revenue. Only seven 
states allowed localities to levy a corporate income tax. New York City was responsible for 84 percent of cor-
porate income tax revenue collected by local governments; DC accounted for another 6 percent.

New Hampshire collected 13 percent of state own-source general revenue from corporate income taxes in 
2013, the highest share of revenue of any state. Corporate income taxes were 5 percent or more of state 
revenue in eight other states; Alaska, Delaware, Illinois, Massachusetts, Minnesota, New Jersey, New York, 
and Tennessee—also in DC. Among the 44 states with corporate income taxes three (Hawaii, Louisiana, and 
South Dakota) collected less than 2 percent of revenue from the tax. 

Corporate income tax revenue was 6 percent of local government own-source general revenue in New York, 
the only state among the seven that permit local government to levy a corporate income tax in which reve-
nue from the tax was more than 2 percent of revenue. DC’s corporate income tax provided nearly 6 percent 
of its own-source general revenue in 2013. 
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WHAT INCOME IS TAXED?

Most states use the federal definition of corporate income as a starting point. However, states deviate from 
federal rules in some instances. For example, when the federal government enacted “bonus depreciation” in 
2008, which allowed businesses to deduct a larger portion of capital investment in the year the investment is 
first made, many states did not enact conforming rules. 

While states benefit from federal tax administration and enforcement by following the federal definition of 
corporate income, they must take additional steps in the case of multistate corporations to determine what 
portion of that income is taxable in their states. 

States must first establish whether a company has “nexus” in the state, that is, enough physical or economic 
presence to owe income tax. Next, they must determine the taxable income generated by activities in the 
state. For example, multistate companies often have subsidiaries in no-tax or low-tax states that hold intangi-
ble assets such as patents and trademarks. The rent or royalty payments to those wholly owned subsidiaries 
may or may not be considered income of the parent company operating in another state. Finally, states must 
determine how much of a corporation’s taxable income is properly attributed to that state. 

Until recently, most states used a three-factor formula based on the Uniform Division of Income for Tax Pur-
poses Act to determine the portion of corporate income taxable in the state. That formula gave equal weight 
to the shares of a corporation’s payroll, property, and sales in the state. In the last 20 years, however, states 
have moved toward formulas that either weight more heavily or rely exclusively on sales within the state to 
apportion income. By using the portion of a corporation’s sales rather than employment or property to deter-
mine tax liability, states hope to encourage companies to relocate or to expand their operations within these 
states. 

HOW MUCH DO CORPORATE INCOME TAX RATES DIFFER ACROSS STATES?

In 2016, top corporate income tax rates ranged from 4 percent (in Kansas and North Carolina) to 12.0 per-
cent (in Iowa) (figure 1). Five states (Alaska, Iowa, Minnesota, New Jersey, and Pennsylvania) and DC had top 
corporate income tax rates at or above 9.0 percent. Nine others (Arizona, Colorado, Florida, Kansas, Missis-
sippi, North Carolina, North Dakota, South Carolina, and Utah) had top rates below 6.0 percent. 

Nevada, South Dakota, Washington, and Wyoming levied no corporate income taxes in 2015. Ohio and Tex-
as taxed corporate gross receipts rather than income.
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Data Sources
Federation of Tax Administrators. State Income Taxes. “Range of State Corporate Income Tax Rates (Tax rates for tax 
year 2015 -- as of January 1, 2015).”

US Census Bureau. State & Local Government Finance.

Tax Policy Center. “State and Local Finance Data Query System.” Urban Institute and Brookings Institution, Washington, 
D.C.

Further Reading
Brunori, David. 2005. State Tax Policy: A Political Perspective, 2nd ed. Washington, DC: Urban Institute Press.

———. 2007. Local Tax Policy: A Federalist Perspective, 2nd ed. Washington, DC: Urban Institute Press.

Federation of Tax Administrators. “State Apportionment of Corporate Income.”  

Gordon, Tracy. 2010. “Take the State Corporate Income Tax… Please!” TaxVox (blog). May 14.

http://www.taxadmin.org/assets/docs/Research/Rates/corp_inc.pdf
http://www.taxadmin.org/assets/docs/Research/Rates/corp_inc.pdf
https://www.census.gov/govs/local/
http://slfdqs.taxpolicycenter.org/
http://www.taxadmin.org/fta/rate/apport.pdf
http://taxvox.taxpolicycenter.org/2010/05/14/take-the-state-corporate-income-tax%E2%80%A6-please/
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Q. How do state estate and inheritance tax work?

A. Eighteen states and the District of Columbia have either an estate tax 
or an inheritance tax. Maryland has both and New Jersey had both but 
repealed its estate tax as of 2018. Before 2001, when a federal credit 
offset the cost of state taxes, all states taxed the transfer of wealth at 
death.

In 2000 when all 50 states and the District of Columbia had an estate or inheritance tax, revenues from those 
taxes totaled $11 billion. In 2013, when only 19 states and D.C. had such taxes, revenues were $5 billion.

Estate Tax

An estate tax is paid by the estate itself on the transfer of property at the time of a person’s death. States 
must allocate assets across jurisdictions if the deceased person lived or owned property in multiple jurisdic-
tions. Many of the states with estate taxes use the federal estate tax value as a starting point but vary in the 
exemptions allowed. The federal government exemption is $5.45 million in 2016, and current state exemp-
tions are either equal to or less than the federal exemption.

Only 14 states and DC currently have estate taxes (figure 1). New Jersey is scheduled to repeal its estate tax 
starting in 2018. By contrast, in 2000, all states had estate taxes equal to the federal “credit for state death 
taxes” (CSDT); many of these states still have these taxes on their books in case the federal credit is restored.

ESTATE OR INHERITANCE TAX?

Inheritance Tax

An inheritance tax is similar to the estate tax but the tax depends on the heir’s relationship to the decedent. 
The tax is levied on the estate of residents or the in-state property of nonresidents at the time of death. 
There are exemptions for surviving spouses in all of the states with inheritance taxes; some also exempt 
direct descendants. Iowa, Kentucky, Maryland, Nebraska, New Jersey, and Pennsylvania have inheritance 
taxes. Maryland and New Jersey have both an estate and in-heritance tax, but New Jersey recently repealed 
its estate tax effective January 1, 2018.
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Source: Tax Policy Center.
Notes: The federal exemption threshold is $5,450,000. Hawaii, Delaware, and Maine use the same 
threshold. New York's exemption amount rises to $5,250,000 on April 1, 2017 and starting on January 1, 
2019, will match the federal exemption. On or after April 1, 2017, and on or before December 31, 2018, the 
exemption amount for New York will rise to $5,250,000. 

FIGURE 1

Exemption Amounts for States with Estate Taxes
2016

BACKGROUND

From 1924 to 2005, the federal government shared estate tax revenue with the states by allowing a credit for 
state estate and inheritance taxes. From 1924 to 1954, the credit was equivalent to 25 percent of the federal 
estate tax. After 1954, estates could claim a credit for state estate and inheritance taxes according to a pro-
gressive schedule with a top rate of 16 percent of the taxable value of the estate. As a consequence, rather 
than establishing unique taxes, states enacted estate taxes that equaled the maximum credit. In 2000, the 
last year the full credit was available, the state tax credits totaled $6.4 billion.
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The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) phased out the credit, replacing 
it with a deduction that was less generous. The estate tax in many states was directly linked to the amount 
of the credit, and estate taxes would go to zero if they did not “decouple” from the federal law. In fact, 30 
states let their tax go away by doing nothing. Fifteen states and DC did decouple, establishing separate es-
tate taxes; five states explicitly repealed their taxes.

All of the provisions of EGTRRA were scheduled to expire in 2010 but were extended to 2012. In 2012, Con-
gress did not address EGTRRA until the very end of the year, creating a fiscal cliff for most federal taxes and 
the possibility that the federal credit for state death taxes would return. In the end, Congress permanently 
replaced the state credit with a deduction for estate taxes paid to the states.

RECENT DEVELOPMENTS

Several states with estate or inheritance taxes have proposed or enacted changes. Indiana recently repealed 
its inheritance tax, while Kansas, North Carolina, Ohio, Oklahoma, and Tennessee re-pealed their estate tax-
es. Delaware, Hawaii, and Maine adjusted their exemptions to conform to the federal exemption. The District 
of Columbia will conform to the federal exemption if reve-nues are higher than projected. Maryland, Minne-
sota, and Rhode Island have all recently in-creased their exemptions.

Data Sources
Internal Revenue Service, “Estate Taxes by State 1999–2013.”

U.S. Census Bureau, Annual Survey of State and Local Government Finances, Government Finances, Volume 4, and Cen-
sus of Governments (1977-2013).

US Census Bureau, State & Local Government Finance.

The Urban Institute-Brookings Institution Tax Policy Center. State and Local Finance Data Query System.

Further Reading
Francis, Norton. 2013. “Back from the Dead: State Estate Taxes after the Fiscal Cliff.” Washington, DC: Urban Institute.

Harris, Benjamin. 2013. “Estate Taxes After ATRA.” Tax Notes, February 25.

http://www.taxpolicycenter.org/taxfacts/displayafact.cfm?Docid=428
https://www.census.gov/govs/local/
http://slfdqs.taxpolicycenter.org/
http://www.urban.org/research/publication/back-dead-state-estate-taxes-after-fiscal-cliff
http://www.taxpolicycenter.org/publications/url.cfm?ID=1001660
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Q. How do state earned income tax credits work?

A. States typically structure their earned income tax credit (EITC) as a 
percentage of the federal EITC. In 2016, state EITCs varied from 3.5 
to 40 percent of the federal credit. Some state EITCs are not refund-
able, which make them much less valuable to very low-income families 
who rarely owe income tax.

Twenty-six states and the District of Columbia had their own earned income tax credit in 2016, although 
Washington’s credit has never been implemented or funded. Washington is the only state without an income 
tax to have an earned income tax credit. 

All but one state set their credits as a percentage of the federal credit, the exception being Minne-sota which 
calculates its credit as a percentage of income (table 1). State credits varied from 3.5 percent of the federal 
EITC in Louisiana and North Carolina to 40 percent of the federal credit in DC. California’s credit is 85 per-
cent of the federal credit but is based on a smaller earnings range than the federal EITC. Setting state credits 
as a percentage of the federal credit avoids added complexity for families filing a state income tax return. 
After filling out a federal tax return, fam-ilies can use that information to calculate their state credit on their 
state tax return.

The state EITC is refundable in all but three states (Delaware, Ohio, and Virginia). A non-refundable EITC can 
only offset state income taxes but no other state-level taxes paid by low-income working families. 
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Data Sources

Tax Credits for Working Families. 2016. “State Tax Credits.” Accessed November 15 2016.

Further Reading

Maag, Elaine. 2015. “Federal and State Income Taxes and Their Role in the Social Safety Net”, Washington, DC: Urban 
Institute.

Maag, Elaine. 2015. “Investing in Work by Reforming the Earned Income Tax Credit.” Wash-ington, DC:  Urban Institute.

Maag, Elaine. 2015. “Earned Income Tax Credit in the United States.” Journal of Social Security Law 22 (1): 20–30.

http://www.taxcreditsforworkersandfamilies.org/state-tax-credits/
http://www.taxpolicycenter.org/publications/federal-and-state-income-taxes-and-their-role-social-safety-net
http://www.urban.org/research/publication/investing-work-reforming-earned-income-tax-credit
http://www.taxpolicycenter.org/UploadedPDF/2000177-earned-income-tax-credit-in-the-united-states.pdf
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Q. How do state and local severance taxes work?

A. Thirty-five states levy severance taxes, which are taxes on the ex-
traction of natural resources (including oil and natural gas). The revenue 
from these taxes is extremely volatile because it rises and falls with the 
price and production of natural resources.

SUBCHAPTER TITLE
7/7

HOW MUCH REVENUE DO STATE AND LOCAL GOVERNMENTS RAISE FROM SEVERANCE TAXES?

State and local governments collected $1.7 billion from severance taxes in 2013. Nearly all of that ($1.6 
billion) came from state taxes; only 11 states allow local severance taxes. This revenue only accounted for 
1 percent of national state and local general revenue, but severance taxes provide a substantial amount of 
revenue in a few resource-rich states, such as Alaska, North Dakota, and Wyoming (figure 1). 
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How do state and local severance taxes work?

Alaska relied on severance tax revenue more than any other state in 2013, with severance taxes 
accounting for 27 percent of combined state and local own-source general revenue. Severance taxes 
were also a substantial percentage of combined state and local revenue in North Dakota (24 percent) 
and Wyoming (10 percent). In no other state were severance taxes more than 5 percent of general 
revenue, but they accounted for more than 1 percent in Louisiana, Montana, Nevada, New Mexico, 
Oklahoma, Texas, and West Virginia. Fifteen states and the District of Columbia do not levy severance 
taxes.
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Further Reading

Norton Francis, “What Falling Oil Prices Will Mean for State Budgets,” TaxVox (blog), November 25, 2014.

Data Sources

US Census Bureau, Annual Survey of State and Local Government Finances, Government Finances volume 4. 

US Census Bureau Census of Governments (1977-2013).

“State & Local Government Finance,” US Census Bureau, accessed February 6, 2017.

“State and Local Finance Data Query System,” Urban-Brookings Tax Policy Center, accessed February 6, 2017.
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HOW HAVE FALLING OIL AND GAS PRICES AFFECTED SEVERANCE TAX REVENUE?

Since these data on severance revenue were reported in 2013, the price and production of oil and other nat-
ural resources have sharply declined, as has state severance tax revenue. Alaska’s state severance tax reve-
nue, in the most extreme example, fell from $1.3 billion in 2014 to less than $200 million in 2015. The vola-
tility of severance taxes poses a challenge to states that use them as an important revenue source, requiring 
such states to have flexible budgeting arrangements, other readily exploitable revenue sources, or significant 
rainy-day funds to accommodate unforeseen changes in severance revenue flows.

http://www.taxpolicycenter.org/taxvox/what-falling-oil-prices-will-mean-state-budgets
http://www.census.gov/econ/overview/go0400.html
http://www.census.gov/econ/overview/go0100.html
http://www.census.gov/govs/local/
http://slfdqs.taxpolicycenter.org/
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Q. How does the deduction for state and local taxes work?

A. Taxpayers who itemize deductions on their federal income tax re-
turns can deduct state and local real estate and personal property 
taxes as well as either income taxes or general sales taxes.

State and local income and real estate taxes make up the bulk of total state and local taxes deducted (about 
60 percent and 35 percent, respectively), while sales taxes and personal property taxes account for the 
remainder. The state and local tax (SALT) deduction is one of the largest federal tax expenditures, with an es-
timated revenue cost of $96 billion in 2017 and $1.3 trillion over the 10-year period from 2017 to 2026. (Tax 
expenditures are defined as “those revenue losses attributable to provisions of the federal tax laws which 
allow a special exclusion, exemption, or deduction from gross income, or which provide a special credit, a 
preferential rate of tax, or a deferral of tax liability.”)

State and local taxes have been deductible since the inception of the federal income tax in 1913. Initially, all 
state and local taxes not directly tied to a benefit were deductible against federal taxable income. In 1964, 
deductible taxes were limited to state and local property (real and personal property), income, general sales, 
and motor fuels taxes. Congress eliminated the deduction for taxes on motor fuels in 1978, and eliminated 
the deduction for general sales tax in 1986. It temporarily reinstated the sales tax deduction in 2004, allowing 
taxpayers to deduct either income taxes or sales taxes, but not both. Subsequent legislation made that provi-
sion permanent starting in 2015.

WHO CLAIMS THE SALT DEDUCTION?

About one-third of tax filers opt to itemize deductions on their federal income tax returns (figure 1), and vir-
tually all who do itemize claim a deduction for state and local taxes paid. High-income households are more 
likely than low- or moderate-income households to benefit from the SALT deduction. The amount of state 
and local taxes paid, the probability that taxpayers itemize their deductions, and the reduction in federal 
income taxes for each dollar of state and local taxes deducted all increase with income.

About 10 percent of tax filers with incomes less than $50,000 claimed the SALT deduction in 2014, com-
pared with about 81 percent of tax filers with incomes exceeding $100,000. The latter group, which made up 
about 16 percent of tax filers, accounted for about 75 percent of the total dollar amount of SALT deductions 
claimed. The average claim in this affluent group was of about $12,300.
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FIGURE 1

Share of Returns Claiming the State and Local Deduction, and Average 
Deduction Claimed
By income group, 2013

Source: Urban-Brookings Tax Policy Center based on data from the Internal Revenue Service.

Although most high-income taxpayers claim a SALT deduction, the federal individual alternative minimum tax 
(AMT) limits or eliminates the benefit for many of them. The AMT is a parallel income tax system with fewer 
exemptions and deductions than the regular income tax as well as a narrower set of tax rates. Taxpayers po-
tentially subject to the AMT must calculate their taxes under both the regular income tax and the AMT and 
pay the higher amount. Taxpayers cannot claim the SALT deduction when calculating their AMT liability, and 
the disallowance of the deduction is the major reason why taxpayers are required to pay the AMT. 

Although some taxpayers in every state and the DC claim the deduction, taxpayers in states with a dispro-
portional share of high-income taxpayers and relatively high state and local taxes are more likely to claim the 
deduction (figure 2). The percentage claiming the deduction ranged from 17 percent in South Dakota and 
West Virginia to 45 percent in Maryland. In general, a higher percentage of taxpayers in states in the North-
east and the West claimed the deduction than in states in other regions. The average deduction claimed was 
also higher in those regions.
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EFFECTS OF THE DEDUCTION 

The SALT deduction provides an indirect federal subsidy to state and local governments by decreasing the 
net cost of nonfederal taxes to those who pay them. For example, if state income taxes increase by $100 for 
families claiming the SALT deduction on their federal returns who are in the 35 percent federal income tax 
bracket, the net cost to them is $65; that is, state taxes go up by $100, but federal taxes go down by $35. 
This federal tax expenditure encourages state and local governments to levy higher taxes (and, presumably, 
provide more services) than they otherwise would. It also encourages those entities to use deductible taxes 
in place of nondeductible taxes (such as selective sales taxes on alcohol, tobacco, and gasoline), fees, and 
other charges.
Critics of the deduction argue that state and local taxes simply reflect payments for services provided by 
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those jurisdictions and, as such, should be treated no differently than other forms of spending. They also 
point to the uneven distribution of benefits across income groups and states.

Proponents of the deduction counter that the portion of an individual’s income claimed by state and local 
taxes is not really disposable income, and that taxing it at the federal level is double taxation. Moreover, 
they argue that federal subsidies are warranted because a significant portion of state and local government 
spending is for education, health, public welfare, and transportation, all of which have important spillovers 
that benefit the population in other jurisdictions as well. A counterargument, however, is that while federal 
support may be warranted, the substantial revenues gained by eliminating or limiting the deduction could be 
used to provide direct support through federal grants and loans.

Data Sources

Joint Committee on Taxation. 2015. “Estimates of Federal Tax Expenditures for Fiscal Years 2015-2019.” JCX-141-15. 
Washington, DC: Joint Committee on Taxation.

Statistics of Income Division. SOI Tax Stats–Historic Table 2. Tax Year 2014. “Individual Income and Tax Data, by State 
and Size of Adjusted Gross Income.” 

U.S. Department of the Treasury. 2016. “Tax Expenditures.” Office of Tax Analysis, September 28.

Further Reading

Congressional Budget Office. 2008. “The Deductibility of State and Local Taxes.” Washington, DC: Congressional Bud-
get Office.

Rueben, Kim. 2005. “The Impact of Repealing State and Local Tax Deductibility.” State Tax Notes, August 15.

Sammartino, Frank and Kim Rueben. 2016. Revisiting the State and Local Tax Deduction, March 31. Washington DC: 
Urban-Brookings Tax Policy Center. 

Tannenwald, Robert. 1991. “The Subsidy from State and Local Tax Deductibility: Trends, Methodological Issues, and Its 
Value after Federal Tax Reform.” Federal Reserve Bank of Boston Working Paper 97-8. Boston: Federal Reserve Bank of 
Boston.

http://www.treasury.gov/resource-center/tax-policy/Documents/Tax-Expenditures-FY2018.pdf
http://www.taxpolicycenter.org/sites/default/files/alfresco/publication-pdfs/2000693-Revisiting-the-State-and-Local-Tax-Deduction.pdf
http://www.taxpolicycenter.org/sites/default/files/alfresco/publication-pdfs/2000693-Revisiting-the-State-and-Local-Tax-Deduction.pdf
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FISCAL INSTITUTIONS AND 
INTERGOVERNMENTAL RELATIONS

Q. What are municipal bonds and how are they used?

A. Municipal bonds (a term that encompasses both state and local 
government debt) are obligations that entitle owners to interest plus 
repayment of principal at a specified date. States and localities (cities, 
townships, counties, school districts, and special districts) issue bonds 
to pay for large, expensive, and long-lived capital projects, such as 
roads and schools.

State and local governments issue bonds to pay for large, expensive, and long-lived capital projects, such 
as roads and water treatment facilities. Although states and localities can and sometimes do pay for capital 
investments with current revenues, borrowing allows them to spread the costs across multiple generations. 
Future infrastructure users bear some of the cost through higher taxes or tolls that service the debts.

State and local governments borrow mainly by issuing bonds. Investors may buy bonds and hold them to ma-
turity, or they may sell them on secondary markets. Bonds are often described in terms of their yield, or the 
interest rate that equates prices to cash flows. Bond prices and yields are inversely related to one another, so 
when prices rise, yields fall.

HOW LARGE IS THE MUNI BOND MARKET?

At the end of 2014, state and local governments had $3.65 trillion in debt outstanding (figure 1). Although 
the level of municipal debt has more than tripled in nominal terms since the mid-1980s, it has remained rel-
atively stable as a percentage of GDP (15 to 20 percent). In fiscal year 2012, the latest year for which break-
downs are available, state governments were responsible for 40 percent and localities for 60 percent of the 
debt outstanding. 

About 98 percent of this debt was issued for longer than one year. States and localities also borrow over 
the short term to smooth uneven cash flows (e.g., when tax revenues arrive in April but expenditures occur 
throughout the year).

States vary widely in their long-term municipal debt outstanding (figure 2).
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FIGURE 1

State and Local Government Debt Outstanding
1952–2012

Source: Federal Reserve Bank, March 2015.
Note: Starting in the first quarter of 2004, the Federal Reserve made a one time $800 billion adjustment to the stock of municipal debt oustanding. 

WHAT ARE THE MAIN TYPES OF STATE AND LOCAL GOVERNMENT DEBT?

General obligation (GO) bonds are generally considered the most secure form of municipal debt because 
they are backed by an issuer’s “full faith and credit,” including its power to tax. Bonds may also be secured 
by future revenue streams, such as tolls or other user charges and are called revenue bonds.

GO bonds typically require voter approval and are subject to limits on total debt outstanding. Revenue 
bonds and bonds secured by anticipated legislative appropriations are not subject to these requirements or 
limits. In addition to new borrowing, state and local governments may issue bonds to refinance or “refund” 
existing debt.

In 2014, roughly 60 percent of state and local issuances were revenue bonds and 40 percent were GO bonds. 
Issuances were lower than average and more heavily weighted than usual toward refunding, similar to a refi-
nancing. Issuers were seeking to take advantage of low interest rates but were reluctant to issue new debt as 
revenue growth remained sluggish in the wake of the Great Recession.
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FIGURE 2

Long-Term Outstanding Debt
2012

WHO HOLDS STATE AND LOCAL GOVERNMENT DEBT?

The largest quantity is held by households, followed by mutual funds (which also includes household inves-
tors) (figure 3). Banks and life insurance companies used to be more prominent municipal bond holders until 
the Tax Reform Act of 1986 and subsequent litigation limited the advantages of doing so.
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FIGURE 3

Holders of State and Local Debt
2nd quarter, 2015

Share of total state and local debt

HOW DOES THE FEDERAL TAX EXEMPTION WORK AND WHAT ARE PROPOSALS FOR REFORM?

Since its inception in 1913, the federal income tax has exempted interest payments received from municipal 
bonds (a term that encompasses both state and local debt) from taxable income. State and local govern-
ments also typically exempt interest on bonds issued by taxpayers’ state of residence. However, the US Su-
preme Court in Department of Revenue of Ky. v. Davis upheld states’ ability to tax interest on bonds issued 
by other jurisdictions, though some jurisdictions, including the District of Columbia, do not tax municipal 
debt from any state.

Because of the tax exemption, state and local governments can borrow more cheaply than other debt issu-
ers, such as corporations, for a given level of risk and length of maturity. The federal tax exemption therefore 
functions as a federal subsidy to state and local public infrastructure investment. This subsidy comes at a cost 
in foregone tax revenues, which amounted to $29 billion in fiscal 2014.

The tax exemption has been criticized as inefficient because high-bracket taxpayers receive more than the in-
ducement needed to purchase municipal bonds. In 2007, for example, a high-grade taxable municipal bond 
(some do not qualify for the exemption) yielded 5.6 percent. The yield for a comparable tax-exempt bond 
was 4.4 percent. Thus, taxpayers in the 21 percent bracket should be just indifferent between the two types 
of bonds (the gap in yields—1.2 percentage points—is about 21 percent of 5.6 percentage points). Anyone 
in a higher bracket receives a windfall that generates no additional benefit for the borrower.

https://supreme.justia.com/cases/federal/us/553/328/
https://www.whitehouse.gov/sites/default/files/omb/budget/fy2016/assets/ap_14_expenditures.pdf
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In light of this inefficiency, proposals have long circulated to cap the federal tax exemption (e.g., at 28 per-
cent in President Obama’s FY2016 and prior budgets) or to augment tax-exempt bonds with taxable bonds 
providing a direct subsidy to issuers as a tax credit to bondholders. The President’s FY2016 budget includ-
ed such a taxable bond proposal modeled after the 2009 American Recovery and Reinvestment Act’s Build 
America Bonds. However, the revenue gain from eliminating or capping the deduction depends on whether 
bondholders responded by shifting their portfolios toward taxable bonds or other investments (Verdugo and 
Poterba 2011).

Data Sources
State & Local Government Finance Data Query System. The Urban Institute-Brookings Institution Tax Policy Center. Data 
from US Census Bureau, Annual Survey of State and Local Government Finances, Government Finances, Volume 4, and 
Census of Governments (Years). Date of Access: (10-Jul-15 06:05 PM).

U.S. Federal Reserve. Financial Accounts of the United States.  Washington, DC, March 12, 2015.

Further Reading
Congressional Budget Office and Joint Committee on Taxation. 2009. Subsidizing Infrastructure Investment with 
Tax-Preferred Bonds. Washington, DC: Congressional Budget Office and Joint Committee on Taxation.

Galper, Harvey, Kim Rueben, Richard Auxier, and Amanda Eng. 2014. “Municipal Debt: What Does It Buy and Who Ben-
efits?” National Tax Journal 67 (4): 901–24.

Gordon, Tracy. 2011. “Buy and Hold (on Tight): The Recent Muni Bond Rollercoaster and What It Means for Cities.” 
Washington, DC: Urban Institute.

Maguire, Steven. 2012. “Tax-Exempt Bonds: A Description of State and Local Government Debt.” Washington, DC: 
Congressional Research Service.

Office of Management and Budget. 2015. Analytical Perspectives, Budget of the United States Government, Fiscal Year 
2016. Washington, DC: Office of Management and Budget.

Poterba, James M., and Verdugo, Arturo Ramírez. 2011. “Portfolio Substitution and the Revenue Cost of the Federal 
Income Tax Exemption for State and Local Government Bonds.” National Tax Journal 64 (2): 591–614.

Zimmerman, Dennis. 2005. “Tax Exempt Bonds.” In The Encyclopedia of Taxation and Tax Policy, 2nd ed., edited by 
Joseph J. Cordes, Robert D. Ebel, and Jane G. Gravelle, 404–6. Washington, DC: Urban Institute Press.

http://www.taxpolicycenter.org/slf-dqs/pages.cfm.
http://www.federalreserve.gov/releases/z1/Current/
https://www.cbo.gov/publication/41359
https://www.cbo.gov/publication/41359
http://www.urban.org/research/publication/municipal-debt-what-does-it-buy-and-who-benefits
http://www.urban.org/research/publication/municipal-debt-what-does-it-buy-and-who-benefits
http://www.urban.org/research/publication/buy-and-hold-tight-recent-muni-bond-rollercoaster-and-what-it-means-cities
https://www.nabl.org/portals/0/documents/2012-13313-1.pdf
http://cdn.bondbuyer.com/media/pdfs/BBrandeis14-Poterba-paper.pdf
http://cdn.bondbuyer.com/media/pdfs/BBrandeis14-Poterba-paper.pdf
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FISCAL INSTITUTIONS AND 
INTERGOVERNMENTAL RELATIONS

Q. What types of federal grants are made to state and local govern-
ments and how do they work?

A. The federal government distributes around $530 billion, about 14 
percent of its budget, each year to states and localities, providing 
about a quarter of these governments’ general revenues. The bulk of 
the funds are dedicated to health care (figure 1).
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What types of federal grants are made to state and local 
governments and how do they work?

The federal government distributes grants to state and local governments for several purposes. In some 
cases, the federal government may devolve or share responsibility for a given service or function because 
state and local governments have better information about local preferences and costs. In others, the federal 
government may offer incentives to states and localities to undertake additional spending benefiting neigh-
boring jurisdictions or the country as a whole. Less common are grants targeted to redistributing resources 
across jurisdictions, such as the General Revenue Sharing program that ended in 1986. Over the past 50 
years, the composition of federal grants has shifted dramatically. Today, federal grants for health programs, 
predominantly Medicaid, represent 55 percent of total federal grant outlays, compared with 20 percent in 
1980. 

There are two types of federal grants. Categorical grants are restricted to a narrow purpose, such as pro-
viding nutrition to lower-income pregnant and postpartum women, infants, and children under the Special 
Supplemental Nutrition Program for Women, Infants, and Children, also known as WIC. Even more restricted 
are grants limited to specific projects, such as building a highway. Block grants give recipients more latitude 
in meeting program objectives, such as as-sisting needy families and promoting work under the Temporary 
Assistance for Needy Families (TANF) program. States also set TANF eligibility requirements within federal 
parameters.

Federal grants may also be classified according to how funds are awarded. Formula grants allo-cate federal 
dollars to states based on formulas set in law and linked to factors such as the num-ber of highway lane-
miles, school-aged children, or low-income families. A prime example is the federal-state Medicaid program, 
which provides subsidized health insurance to low-income households. 

Grants may also be awarded competitively according to specified criteria as in the Race to the Top or Trans-
portation Investment Generating Economic Recovery (TIGER) awards. In addition, grants may require states 
and localities to contribute their own funds (matching requirements) or maintain previous spending levels 
despite the infusion of federal cash (maintenance of effort re-quirements).

Beyond grants, the federal government also subsidizes state and local governments by allowing federal 
income taxpayers to deduct state and local taxes already paid and by excluding bond in-terest from taxable 
income. The value of these subsidies has been estimated at $122 billion in foregone dollars to the US Trea-
sury in FY2016 (Office of Management and Budget, 2016).

Data Sources

Office of Management and Budget. Budget of the United States Government, Fiscal Year 2017, Historical Tables. Table 
12.2. “Total Outlays for Grants to State and Local Governments, by Function and Group: 1940–2021.” Table 14.2. “Total 
Government Expenditures: 1948-2015.”

United States Office of Management and Budget, Budget of the United States Government, Fiscal Year 2016, Analytical 
Perspectives, Table 14.1 Estimated of Total Income Tax Expenditures for Fiscal Years 2014–2024.

Further Reading

Congressional Budget Office. 2013. Federal Grants to State and Local Governments. Washington, DC: Congressional 
Budget Office.

Government Accountability Office. 2012. Grants to State and Local Governments: An Overview of Federal Funding Lev-
els and Selected Challenges. Washington, DC: Government Accountability Office.

http://www.whitehouse.gov/omb/budget/Historicals
https://www.whitehouse.gov/sites/default/files/omb/budget/fy2016/assets/ap_14_expenditures.pdf
https://www.cbo.gov/publication/43967
http://www.gao.gov/assets/650/648792.pdf
http://www.gao.gov/assets/650/648792.pdf


TAX POLICY CENTER BRIEFING BOOK

What are state rainy day funds, and how do they work?

The State of State (and Local) Tax Policy

4/5

FISCAL INSTITUTIONS AND 
INTERGOVERNMENTAL RELATIONS

Q. What are state rainy day funds, and how do they work?

A. Budget stabilization funds allow states to set aside surplus revenue 
for times of unexpected revenue shortfall or budget deficit. Every 
state but Arkansas, Kansas, and Montana has some type of rainy day 
fund.
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SOURCES OF FUNDING

How rainy day funds (RDFs) are funded varies state to state (table 1). Most allow some or all year-end surplus 
to flow to the RDF. Other states require specified set-asides every year until the fund reaches its cap. A few 
states replenish with specific appropriations as part of the budget process. Finally, some RDFs have dedicat-
ed sources of revenue. Natural resource–rich states dedicate a portion of revenue from extraction to various 
reserve funds. Recently, California and Massachusetts dedicated a portion of capital gains tax revenue to 
RDFs.

USE OF FUNDS

In most states, the RDF is dedicated to closing fiscal gaps in the current year or maintaining gov-ernment 
spending when revenues are projected to decline. However, some states use funds only for specific purposes. 
For example, Colorado’s fund can only be used to cover shortfalls caused by natural disasters.

The means of access varies; some states allow transfers from the RDF to be included in normal appropria-
tions bills, while others require an emergency declaration or a super-majority (three-fifths or two-thirds) of 
the legislature to make a transfer. Several states also allow the RDF to be used to cover short-term cash flow 
gaps. Funds are transferred to the general fund and must be paid back by the end of the fiscal year. 
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CAPS

Twenty-five states cap the balances of their funds. The cap is either a percentage of revenue or expenditure. 
Most states that fund RDFs with operating surpluses stop transfers once the cap has been reached. But a 
few redirect surpluses to other funds for special projects or taxpayer relief. New Mexico, for example, has 
a “cascading” fund balance. The operating reserve is capped at 8 percent, and any excess goes to the tax 
stabilization reserve. This reserve is also capped, and its excess flows to the taxpayer dividend fund. Other 
states have separate reserve funds for educa-tion or Medicaid spending designed to cover shortfalls in these 
vital programs.

MITIGATING FISCAL CRISIS

An economic downturn can cause significant fiscal stress for states because without changes in policy, reve-
nues decline even as demands on programs such as unemployment insurance and Medicaid increase. Savings 
in rainy day funds help them weather a fiscal downturn with fewer expenditure cuts. The median balance of 
state RDFs declined significantly after the last three recessions and then built back up (figure 3). 
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Capping the amount in the RDF is a sensible approach to preventing the unnecessary build-up of restricted 
funds, but the cap has to be set appropriately. The rule of thumb had been 5 percent of expenditures, but 
the Great Recession has made states reconsider. Only 5 of the 25 states with caps top out at 5 percent or 
less. The Government Finance Officers Association recommends two months of expenditures, or about 16 
percent, though only four states had RDF balances above 16 percent at the end of 2013, and all were natural 
resource–rich states (Alaska, North Dakota, West Virginia, and Wyoming).

Data Sources
National Association of State Budget Officers, “The Fiscal Survey of States“ (various years). 

National Association of State Budget Officers, “Budget Processes in the States” (2015). 

Government Finance Officers Association.

Tax Policy Center

Further Reading
Eckl, Corina, and Jed Kee. “Rainy Day Funds (Budget Stabilization, Budget Reserve Funds).” In Encyclopedia of Taxation 
and Tax Policy, 2nd ed. Washington, DC: Urban Institute Press.

Gonzalez, Christian, and Arik Levinson. 2003. “State Rainy Day Funds and the State Budget Crisis of 2002–?” State Tax 
Notes, August 11.

Haggerty, Todd, and Jonathan Griffin. 2014. “Rainy Day Funds Proved No Match against Recession-Era Budget Gaps.” 
State Legislatures Magazine, April.

Maag, Elaine, and David F. Merriman. 2007. “Understanding States’ Fiscal Health During and After the 2001 Recession.” 
State Tax Notes, August 6.

McGuire, Therese J., and Kim S. Rueben. 2006. “The Colorado Revenue Limit: The Economic Effects of TABOR.” Wash-
ington, DC: Economic Policy Institute.

McNichol, Elizabeth. 2014. “When and How Should States Strengthen Their Rainy Day Funds.” Washington, DC: Center 
on Budget and Policy Priorities.

Pew Charitable Trusts. 2014. “Building State Rainy Day Funds: Policies to Harness Revenue Volatility, Stabilize Budgets, 
and Strengthen Reserves.” Washington, DC: Pew Charitable Trusts.

Thatcher, Daniel G. 2008. “State Budget Stabilization Funds.” Washington, DC: National Conference of State Legisla-
tures.

http://www.nasbo.org/publications-data/fiscal-survey-of-the-states/archives
http://www.nasbo.org/publications-data/budget-processes-in-the-states
http://www.gfoa.org/appropriate-level-unrestricted-fund-balance-general-fund
http://www.taxpolicycenter.org/taxfacts/displayafact.cfm?Docid=489
http://www.ncsl.org/research/fiscal-policy/a-drop-in-the-bucket.aspx
http://www.pewtrusts.org/~/media/Assets/2014/07/SFH_Rainy-Day-Fund-Deposit-Rules-Report_ARTREADY_v9.pdf?la=en
http://www.pewtrusts.org/~/media/Assets/2014/07/SFH_Rainy-Day-Fund-Deposit-Rules-Report_ARTREADY_v9.pdf?la=en
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FISCAL INSTITUTIONS AND 
INTERGOVERNMENTAL RELATIONS

Q. What are tax and expenditure limits?

A. Tax and expenditure limits (TELs) restrict the growth of govern-
ment revenues or spending by either capping them at fixed dollar 
amount or limiting their growth rate to match increases in population, 
inflation, personal income, or some combination of those factors. As 
of 2015, 28 states had at least one TEL.

DESIGNING TAX AND EXPENDITURE LIMITS

Spending versus revenue limits

Limits can be placed on revenue, appropriations, or both. Many states, for example, have a mechanism in 
place to restrict the growth of property taxes, but this is more often a restraint imposed by the state on local 
governments. Typically, states limit the ability to appropriate or spend funds rather than limit revenue col-
lected. In 2015, 26 states imposed limits on their own government spending. By contrast, only two limited 
revenue; these two also capped spending. 

Mechanism

The means used to limit spending and revenue varies. The limit can either be a cap on growth or a restric-
tion on the level. The most common formula restricts expenditure growth to the pace of personal income. 
But some states include population and inflation growth in the formula. And others restrict expenditures to a 
level determined by a formula, such as a set percentage of personal income.
 
Idaho, for example, limits expenditures to 5.33 percent of state personal income, there-by allowing expendi-
tures to grow at the same rate as personal income. Another method is to restrict expenditures to a percent-
age of projected revenue, maintaining a cushion in case revenues fall short of the projection.
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Stringency

In general, TELs set in state constitutions are more difficult to change or override than statutory TELs. By the 
same token, TELs imposed directly by voters rather than legislators are more restrictive (New 2010).

Some TELs prohibit lawmakers from evading the limit through unfunded mandates or transfers of program 
responsibility to local governments, but more often, the measure of a TEL’s stringency is the ability of the 
governor and legislature to override the cap. Several states have what at first glance appear to be restrictive 
TELs, but those states only require simple legislative majorities to override, which is the same threshold for 
approving budgets. Six states—Alaska, California, Colorado, Missouri, South Carolina, and Texas—require 
popular votes to exceed the limits (figure 1).

Appropriation limit

Revenue limit

Both

Neither

FIGURE 1

Tax and Expenditure Limits by State
2015

Source: NASBO, 2015.
Notes:  Delaware has been added and Illinois removed from source data. Alaska and Hawaii are not drawn to size. 

There are also 14 states with legislative supermajority (usually three-fifths or two-thirds of the legislature) and 
voter approval requirements for new taxes. These requirements may pertain to all taxes or only to specific 
revenue sources, such as corporate or sales taxes. The most stringent revenue limits require that surplus rev-
enues go back to tax-payers as rebates or be sequestered in rainy day funds. Oregon’s “Kicker” rebate and 
Colorado’s Taxpayer Bill of Rights (see box) are examples. Thirteen states require su-permajorities to increase 
taxes; Colorado requires a voter referendum.

What are tax and expenditure limits?
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TELs can also interact with other constraints. Knight (2000) found that states with both TELs and superma-
jority requirements to raise taxes had lower expenditures than states with just one constraint or the other. 
Poterba and Rueben (1999) found that TELs affect the costs of state borrowing in two ways: not surprisingly, 
spending limits lower the costs, and revenue limits increase them.

BACKGROUND

Most TELs emerged during the “tax revolt” of the late 1970s or the economic recession of the early 1990s. 
Although many of the best-known local property tax limits, such as California’s Proposition 13 and Massachu-
setts’s Proposition 2½, were adopted through citizen initiatives, most state TELs originated in their legisla-
tures. As of 2015, legislatures had enacted 17 TELs, nine were passed as voter initiatives and two emerged 
from constitutional conventions.

Evidence on whether TELs limit state and local spending is mixed (Gordon 2008). Rue-ben (1996) found that 
specific details of the laws matter and that TELs requiring a legislative supermajority or popular vote to mod-
ify spending led to a 2 percent reduction in state general fund expenditures. However, those savings were 
offset in part by higher local spending. New (2010) found that TELs adopted through citizen referendum 
were more effective than those adopted by legislatures.

PROPERTY TAX LIMITS

Property tax limits constitute a special category because, in most cases, the limits are set by state govern-
ments but apply to local governments. Only four states—Connecticut, Hawaii, New Hampshire, and Ver-
mont—do not limit property taxes. State restrictions can apply to the property, to the jurisdiction, or both. 
Rate limits impose maximum rates on jurisdictions (e.g., counties, municipalities, and school districts) and 
apply to properties. Limits on how much assessments can increase are typically applied to properties. 

For example, Arizona limits combined state and local tax rates to a maximum of 1 percent; restricts govern-
ments’ taxing authority to levy property taxes at 2 percent over the previous year; caps local government 
expenditure growth financed by property taxes to inflation and the growth in population; and limits residen-
tial property assessment to 10 percent growth.

Colorado’s Taxpayer Bill of Rights (TABOR)

Colorado enacted a TABOR in 1992 that is arguably the nation’s most restrictive TEL. The TABOR applies to 
all taxing districts in the state, and requires that voters directly approve all tax rate and property tax assess-
ment increases as well as the imposition of new levies. The law also explicitly prohibits particular types of 
taxes. 
 
The TABOR also limits general revenues to the previous year’s revenues adjusted for population growth and 
inflation. All excess revenues must go back to Coloradans through tax reductions or cash rebates. Only voters 
can override these provisions or any other spending or revenue limits. However, in November 2005, Colora-
do voters did agree to suspend the revenue cap for five years. (McGuire and Rueben 2006).
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