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M State tax revenues grew by 2.7
percent in the third quarter of
2012, according to Rockefeller
Institute research and Census
Bureau data.

M The Southwest and Rocky
Mountain states showed the
largest total tax revenue gains in
the third quarter of 2012, though
their revenues remain below
peak levels.

H At the end of FY 2012, total tax
revenues and sales tax revenues
were above the peak levels
reported in FY 2008 in nominal
terms, while personal income tax
collections were still below the
peak levels of FY 2008.

M |n twenty-two states, total tax
collections in FY 2012 were still
below peak levels; in nine of
those states, the peak-to-2012
decline remained in double-digit
percentages.

M State income, sales, and
corporate income tax revenue
has been recovering far more
slowly from the recent recession
than from previous recessions.

M Year-end actions by taxpayers to
minimize their expected federal
tax liability in light of the “fiscal cliff’
and federal actions to avert the
cliff are likely to boost state
income taxes in the October-
December quarter and in the first
and second quarters of 2013,
liting state tax revenue in the
2012-13 state fiscal year.
However, these year-end actions
are likely to depress state income
tax revenue slightly in 2013-14
state fiscal years. (See “Bumpy
Ride Ahead” on p. 8.)
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State Tax Revenues Continue
Slow Rebound

At the End of Fiscal 2012, Personal Income Tax
Revenues Were Still Below the Peak Levels
Recorded in Fiscal 2008

Lucy Dadayan and Donald J. Boyd

Overall State Taxes and Local Taxes

otal state tax collections grew for the eleventh consecutive
Tquarter in July-September 2012. Overall state tax revenues

increased by 2.7 percent from the same quarter of the previ-
ous year, according to data collected by the Rockefeller Institute
and the Census Bureau. The Institute’s findings indicate slightly
weaker fiscal conditions for states than the preliminary data re-
leased in December 2012 by the Census Bureau, which reported
an overall increase of 2.9 percent. We have updated those figures
to reflect data we have since obtained and to reflect differences in
how we measure revenue for purposes of the State Revenue Re-
port. (See “Adjustments to Census Bureau Tax Collection Data”
on page 25.1)

Figure 1 shows the nominal percent change over time in state
tax collections for personal income tax, sales tax, and total taxes.
As shown there, declines in personal income tax and sales tax col-
lections as well as in overall state tax collections were steeper dur-
ing and after the Great Recession that began in December 2007
than around previous recessions. Overall tax collections as well as
personal income and sales tax revenues showed continued growth
in the third quarter of 2012. However, the growth in total tax col-
lections was considerably softer than in the previous quarters.
Personal income tax collections increased by 5 percent and sales
tax collections rose by 2.7 percent.

Despite increases over eleven quarters — nearly three years of
continual gains — overall tax collections are still comparatively
weak by recent historical standards. State tax revenues were 1.4
percent above in the third quarter of 2012 than in the same quarter
of 2008. Total state tax collections in the third quarter of 2012 were
above the peak levels in most states. In the third quarter of 2012,
thirty-seven states reported higher tax revenue collections than in
the same quarter of 2008. However, if we adjust the numbers for
inflation, nationwide tax receipts show a 4.4 percent decline in the
third quarter of 2012 compared to the same quarter of 2008.

Figure 2 shows the four-quarter moving average of year-over-
year change in state tax collections and local tax collections, after
adjusting for inflation. In addition, we have adjusted the Census
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Figure 1. State Tax Collections Are Slowly Rebounding
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ago, but a consider-
able improvement
from the 0.7 percent average growth of two years ago.

Overall, the growth in state tax collections has been softening
in the last five quarters. After seven consecutive quarter declines,
local tax collections have seen considerable growth in the third
quarter of 2012. Local taxes grew in real, year-over-year terms —
by an average of 2.6 percent over the last four quarters, a signifi-

Sources: U.S. Census Bureau, Quarterly Summary of State & Local Government Tax Revenue.
Notes: Data for the most recent quarter reflect adjustments by the Rockefeller Institute to include information released after initial publication.

Figure 2. Overall State Tax Growth Continue Softening

Year-Over-Year Change in Real State Taxes and Local Taxes
Percent Change of Four-Quarter Average
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U.S. Census Bureau , Quarterly Summary of State & Local Government Tax Revenue and Bureau of Economic Analysis (GDP ).
(1) 4-quarter average of percent change in real tax revenue; (2) No adjustments for legislative changes.
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cant improvement
over the 4.6 percent
decline of the preced-
ing year. Inflation
over the year, as mea-
sured by the gross do-
mestic product
deflator, was 1.6
percent.

Local tax collec-
tions have been rela-
tively weak by
historical standards
over the last three
years due in part to
the lagged impact of
falling housing prices
on property tax collec-
tions. For the quarter
ending in September,
the 2.6 percent growth
in the four-quarter
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moving average of local tax collections is relatively weak com-
pared to historical averages. The largest year-over-year growth in
local tax collections in recent history was recorded in the third
quarter of 2005, at 5.8 percent.

Most local governments rely heavily on property taxes, which
tend to be relatively stable and respond to property value declines
more slowly than income, sales, and corporate taxes respond to
declines in the overall economy. Over the last two decades, prop-
erty taxes have consistently made up at least two-thirds of total lo-
cal tax collections. Collections from local property taxes made up
75.6 percent of such receipts during the third quarter of 2012. Lo-
cal property tax revenues showed a growth of 8.7 percent in nomi-
nal terms in the third quarter of 2012 compared to the same
quarter of 2011.

Sales taxes represented about 10.4 percent of local tax reve-
nues in the third quarter of 2012. Local sales tax collections in-
creased by 25.8 percent in the third quarter of 2012 in nominal
terms. Collections from local individual income taxes, a much
smaller contributor to overall local revenues, showed a decline of
3 percent.

Figure 3 shows the four-quarter average of year-over-year
growth in state and local income, sales, and property taxes, ad-
justed for inflation. Both the income tax and the sales tax showed
slower growth, and then outright decline, from 2006 through most
of 2009. By this measure, income tax showed some growth for the
ninth consecutive quarter, although the growth has been softening
for the fourth consecutive quarter. On the other hand, the four-
quarter average of year-over-year comparisons showed declines

in state-local property

Figure 3. Continued Softening In Personal Income Tax Collections taxes for the eighth

Year-Over-Year Real Change in Major State-Local Taxes
Percent Change of Four-Quarter Average
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Rockefeller Institute

and legislated changes (such as changes in tax rates). The income
tax and sales tax both showed growth at 5 and 2.7 percent, respec-
tively, and the corporate income tax increased by 5.8 percent. Ta-
bles 1 and 2 portray growth in tax revenue with and without
adjustment for inflation, and growth by major tax. Eleven states
reported declines in total tax revenue during the third quarter of
2012, while four states reported double-digit increases in the third
quarter (see Tables 6 and 7 on pages 15-16). All regions but the
New England and Far West reported growth in total collections.
The Southwest region showed the largest gain at 8 percent, fol-
lowed by the Rocky Mountain states at 5.5 percent. The New Eng-
land and Far West region showed decline of 0.1 and 0.3 percent,
respectively.

Preliminary figures collected by the Rockefeller Institute for
the October-November months of 2012 indicate that revenues in
most states continued to grow.? Overall collections in forty-five
early reporting states showed growth of 5.8 percent in the Octo-
ber-November months of 2012 compared to the same months of
2011.

Personal Income Tax

In the third quarter of 2012, personal income tax revenue
made up at least a third of total tax revenue in thirty states, and
was larger than the sales tax in thirty-two states. Personal income
tax revenues rose for the eleventh consecutive quarter, with 5 per-
cent growth in the July-September 2012 quarter compared to the
same period in 2011. Personal income tax collections were above
the recessionary peak for the quarter in nominal terms, ending 5.7
percent higher than in the third quarter of 2008.

All regions reported increases in personal income tax collec-
tions. The largest growth was in the Great Lakes and Rocky
Mountain regions, where collections increased by 7.7 percent each
in the third quarter of 2012.

Overall, four states reported declines in personal income tax
collections; thirty-nine states reported growth in personal income
tax collections for the quarter with six states reporting double-
digit increases. The four states reporting declines in personal in-
come tax collections are Maine, New Mexico, Rhode Island, and
Wisconsin. The largest declines were reported in New Mexico at
12.2 percent, followed by Wisconsin at 4.3 percent. In terms of
dollar value, the largest increase was reported in California where
personal income tax collections grew by $0.6 billion or 5.8 percent.
The large growth in personal income tax collections in California
is mostly driven by legislated tax changes. On November 6, 2012,
California voters adopted Proposition 30, which increased the per-
sonal income tax rate on taxpayers making over $500,000 for a
seven-year period that is retroactive to January 1, 2012, through
December 31, 2018.

We can get a clearer picture of collections from the personal
income tax by breaking this source down into two major
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Year-Over-Year Percent Change Year-Over-Year Percent Change
2012 Q3 2.7 1.6 1.0 2012 Q3 5.0 5.8 2.7 2.7
2012 Q2 3.2 1.7 1.4 2012 Q2 5.0 (4.2) 0.8 3.2
2012 Q1 43 2.0 2.3 2012 Q1 4.2 3.3 4.9 4.3
2011 Q4 3.3 2.0 1.3 2011 Q4 3.1 (5.0) 2.8 3.3
2011 Q3 5.3 2.4 2.8 2011 Q3 95 (1.0) 1.5 5.3
2011 Q2 11.3 22 8.9 2011 Q2 16.2 15.4 5.7 11.3
2011 Q1 10.0 2.0 7.9 2011 Q1 13.1 1.0 6.0 10.0
2010 Q4 8.1 1.8 6.1 2010 Q4 10.8 12.1 5.1 8.1
2010 Q3 5.3 1.6 3.6 2010 Q3 3.9 0.5 4.3 5.3
2010 Q2 19 13 0.7 2010 Q2 1.3 (19.0) 5.7 1.9
2010 Q1 3.3 0.6 2.6 2010 Q1 3.6 0.3 0.1 3.3
2009 Q4 (3.1) 0.5 (3.6) 2009 Q4 (4.1) 0.7 (4.8) (3.1)
2009 Q3 (11.0) 03 (11.3) 2009 Q3 (11.5) (21.3) (10.1) (11.0)
2009 Q2 (16.3) 1.0 (17.1) 2009 Q2 (27.7) 3.0 (9.5) (16.3)
2009 Q1 (12.2) 1.8 (13.7) 2009 Q1 (19.4) (20.2) (8.4) (12.2)
2008 Q4 (4.0) 21 (6.0) 2008 Q4 (1.9) (23.0) (5.3) (4.0)
2008 Q3 2.8 2.5 0.3 2008 Q3 0.9 (13.2) 4.7 2.8
2008 Q2 5.4 2.0 3.3 2008 Q2 8.1 (7.0) 1.0 5.4
2008 Q1 2.6 2.1 0.5 2008 Q1 48 (1.4) 0.7 2.6
2007 Q4 3.6 2.6 0.9 2007 Q4 3.8 (14.5) 4.0 3.6
2007 Q3 3.1 2.6 0.4 2007 Q3 7.0 (4.3) 0.7) 3.1
2007 Q2 5.5 3.1 2.4 2007 Q2 9.2 1.7 3.5 5.5
2007 Q1 5.2 3.3 18 2007 Q1 8.5 14.8 3.1 5.2
2006 Q4 4.2 2.9 13 2006 Q4 4.4 126 4.7 4.2
2006 Q3 5.9 3.2 2.6 2006 Q3 6.6 17.5 6.7 5.9
2006 Q2 101 35 6.3 2006 Q2 18.8 12 5.2 10.1
2006 Q1 7.1 3.3 3.7 2006 Q1 9.3 9.6 7.0 7.1
2005 Q4 7.9 3.5 4.3 2005 Q4 6.7 33.4 6.4 7.9
2005 Q3 10.2 3.4 6.6 2005 Q3 10.2 24.4 8.3 10.2
2005 Q2 15.9 8.1 12.4 2005 Q2 19.7 64.1 9.1 15.9
588451 8411 lg:i :2 Z:é 2005 Q1 13.1 29.8 7.3 10.6
2004 03 65 20 a4 2004 Q4 8.8 23.9 10.7 9.4
2004 02 115 > 8 6o 2004 Q3 5.8 25.2 7.0 6.5
2004 Q2 15.8 3.9 9.5 11.2
2004 Q1 8.1 2.2 5.7
2003 04 70 1 8 2004 Q1 7.9 5.4 9.1 8.1
2003 03 63 1 i1 2003 Q4 7.6 12.5 3.6 7.0
2003 02 1 -0 o1 2003 Q3 5.4 12.6 47 6.3
2003 Q1 16 05 ©.6) 2003 Q2 (3.1) 5.1 4.6 2.1
2002 04 34 18 16 2003 Q1 (3.3) 8.3 2.4 1.6
2002 03 16 15 0.0 2002 Q4 0.4 34.7 1.8 3.4
2002 02 ©.4) 14 (10.7) 2002 Q3 (3.4) 7.4 2.4 1.6
2002 O1 6.1) 17 (7.6) 2002 Q2 (22.3) (12.3) 0.1 (9.4)
2001 04 11) 20 (3.0) 2002 Q1 (14.7) (15.7) (1.4) (6.1)
2001 03 05 - 17) 2001 Q4 (2.5) (34.0) 1.8 (1.1)
2001 02 12 25 (13) 2001 Q3 (0.0) (27.2) 2.3 0.5
2001 O1 97 23 0.4 2001 Q2 3.7 (11.0) (0.8) 1.2
2000 Q4 4.9 24 18 2001 Q1 4.6 (8.4) 1.8 2.7
2000 O3 6.8 23 44 2000 Q4 6.5 (0.4) 4.4 4.2
2000 02 117 20 95 2000 Q3 10.0 8.2 48 6.8
2000 Q1 120 20 99 2000 Q2 21.2 4.2 7.0 11.7
Sources: U.S. Census Bureau (tax revenue) and Bureau 2000 Q1 17.0 11.0 11.9 12.0
of Economic Analysis (GDP price index). Source: U.S. Census Bureau (tax revenue).
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Table 3. Personal Income Tax Withholding, By State

Last Four Quarters, Percent Change
2011 2012
Oct-Dec Jan-Mar Apr-June  July-Sep

United States 3.5 4.4 4.8 2.7
New England 9.1 6.1 4.1 0.8
Connecticut 28.1 12.0 6.9 1.1
Maine 5.7 (0.1) 3.0 1.8
Massachusetts 2.1 3.4 3.1 0.6
Rhode Island 0.1 11.5 3.4 1.6
Vermont 1.9 2.5 1.7 (2.9)
Mid-Atlantic 2.3 (1.5) 2.0 (0.2)
Delaware 2.9 1.8 4.3 2.7
Maryland 3.6 2.7 6.3 1.9
New Jersey 2.1 4.1 0.8 (5.4)
New York 1.7 (5.2) (0.0) (0.4)
Pennsylvania 2.8 4.1 3.6 2.7
Great Lakes 17.0 9.7 7.0 4.1
Illinois 64.5 22.7 3.3 2.6
Indiana 4.9 35 6.0 8.8
Michigan 1.6 8.1 11.3 9.9
Ohio 4.1 4.9 5.1 5.0
Wisconsin (2.9) (0.6) 11.9 (6.5)
Plains 3.7 4.5 6.0 5.2
lowa 35 2.7 6.3 7.2
Kansas 4.2 6.5 8.9 7.3
Minnesota 4.1 5.1 3.4 3.7
Missouri 2.5 3.3 7.5 3.0
Nebraska 3.8 6.0 7.3 9.7
North Dakota 13.0 3.9 7.2 8.4
Southeast 1.7 4.4 5.3 3.0
Alabama 1.1 2.1 54 6.3
Arkansas 4.3 3.2 4.7 8.0
Georgia (0.9) 6.5 4.5 4.2
Kentucky 4.1 3.6 8.7 (1.2)
Louisiana (1.8) (0.0) 5.8 2.7
Mississippi 3.5 5.2 5.8 6.5
North Carolina 2.4 4.7 4.0 4.2
South Carolina 2.0 4.1 2.7 3.9
Virginia 2.1 4.0 6.7 (0.7)
West Virginia 7.4 7.9 8.0 4.1
Southwest 4.4 4.6 2.8 1.9
Arizona 1.9 2.6 4.0 2.2
New Mexico (0.3) 5.0 (2.1) ND
Oklahoma 10.1 7.0 3.5 1.6
Rocky Mountain (0.6) 7.1 6.1 6.1
Colorado (0.9) 7.1 5.4 5.6
Idaho 3.6 (1.0) 4.3 3.5
Montana 6.1 9.4 9.4 7.4
Utah (4.3) 10.9 7.3 8.1
Far West (4.3) 7.6 5.8 4.1
California (5.9) 7.8 6.2 4.3
Hawaii 3.7 3.4 (0.4) 4.9
Oregon 7.6 6.8 4.2 2.2
Source: Individual state data, analysis by Rockefeller Institute.
Note: Nine states — Alaska, Florida, New Hampshire, Nevada, South Dakota,
Tennessee, Texas, Washington, and Wyoming — have no broad-based
personal income tax and are therefore not shown in this table.
ND = No data

Rockefeller Institute
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components for which we have data: withhold-
ing and quarterly estimated payments. The Cen-
sus Bureau, the source of much of the data in
this report, does not collect data on individual
components of personal income tax collections.
The data presented here were collected by the
Rockefeller Institute.

Withholding

Withholding is a good indicator of the cur-
rent strength of personal income tax revenue be-
cause it comes largely from current wages and is
much less volatile than estimated payments or fi-
nal settlements. Table 3 shows that withholding
for the July-September 2012 quarter continued to
improve, increasing by 2.7 percent for the forty
states with broad-based personal income taxes
and for which we have preliminary data. How-
ever, the growth in withholding has softened
considerably compared to previous quarters.

Thirty-four states reported growth in with-
holding for the third quarter of 2012, while six
states showed declines. Among individual
states, Michigan and Nebraska reported the
strongest growth in the third quarter of 2012, at
9.9 and 9.7 percent, respectively. The Rocky
Mountain and Plains regions reported the larg-
est growth in withholding at 6.1 and 5.2 percent,
respectively, while the Mid-Atlantic region was
the only region reporting declines at 0.2 percent.
The decline in the Mid-Atlantic region is par-
tially attributable to New York, where lawmak-
ers restructured the personal income tax
brackets. New York tax rates were reduced for
the most part but increased for the highest
bracket from 6.85 percent to 8.92 percent for in-
come above $1.0 million for single filers and $2.0
million for married couples.

Estimated Payments

The highest-income taxpayers generally
make estimated tax payments (also known as
declarations) on their income not subject to
withholding tax. This income often comes from
investments, such as capital gains realized in the
stock market. Estimated payments represent a
relatively small proportion of overall income-tax
revenues — some $9.8 billion, or roughly 17 per-
cent of all income-tax revenues, in the third
quarter of 2012 — but can have a

www.rockinst.org
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disproportionate impact on the direction of overall collections.

The first payment for each tax year is due in April in most
states and the second, third, and fourth are generally due in June,
September, and January. In the thirty-seven states for which we
have complete data, the median payment was up by 6.7 percent
for the first three payments and by 7.9 percent for the third pay-
ment compared to the previous year. Five states reported declines
in estimated payments for the third payment and seven states re-
ported declines for the first three payments.

General Sales Tax

State sales tax collections in the July-September 2012 quarter
showed growth of 2.7 percent from the same period in 2011. This
is the eleventh quarter in a row that sales tax collections rose. In-
creases in collections were reported during the third quarter in all
regions but the Great Lakes and New England, where receipts de-
clined by 2.8 and 0.9 percent, respectively. The Southwest and
Rocky Mountain regions reported the largest increases in sales tax
collections at 11.4 and 5.4 percent, respectively.

Thirty-one of forty-five states with broad-based sales taxes re-
ported growth in collections for the quarter; four states reported
double-digit gains. North Dakota and Texas reported the largest
growth at 30.3 and 13.3 percent, respectively. Fourteen states re-
ported declines in sales tax collections in the third quarter of 2012,
with Connecticut and South Dakota reporting the largest declines
at 13.1 and 9.6 percent, respectively. Some of such declines are
partially attributable to the exemption of temporary tax measures.

Corporate Income Tax

Corporate income tax revenue is highly variable because of
volatility in corporate profits and in the timing of tax payments.
Many states, such as Delaware, Hawaii, Montana, Rhode Island,
and Vermont, collect relatively little revenue from corporate taxes,
and can experience large fluctuations in percentage terms. For all
these reasons, there is often significant variation in states” gains or
losses for this tax.

Corporate tax revenue increased by 5.8 percent in the third
quarter of 2012 compared to a year earlier. Four regions — the
Mid-Atlantic, Rocky Mountain, Southeast, and Southwest states
— reported double-digit increases. Two other regions — the New
England and Far West states — reported declines in corporate in-
come tax collections at 13.8 and 12.4 percent, respectively.

Among forty-six states that have a corporate income tax,
twenty-nine reported growth, with twenty-one enjoying dou-
ble-digit gains. Seventeen states reported declines for the third
quarter of 2012 compared to the same quarter of the previous
year, of which ten states reported double-digit declines. The larg-
est declines in terms of dollar value were reported in California,
where corporate income tax collections fell by $0.3 billion or 20.2
percent. The decline in California is partially due to changes in

Rockefeller Institute Page 7 www.rockinst.org
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Table 4. Real Percent Change in State Taxes :
Other Than PIT, CIT, and General Sales Taxes Corporatlon Tax Law,

which reduced the num-

Year-Over-Year Real Percent Change; Four-Quarter Moving Averages . i
Tobacco Alcoholic ~ Motor vehicle ber Of requlred estlmated
Property Motor fuel product sales beverage & operators  Other taxes
tax sales tax _ payments from four to
tax sales tax license taxes hr d 1 . ¢ d th
i i three and eliminate e
Nominal collections $12,616 $41,063 $16,985 $5,969 $24,685 $128,895 . -
(mins), latest 12 months third estimated payment
2012Q3 (11.0) (0.6) @.2) 31 06 52 .
2012Q2 (10.6) (1.4) (1.8) 2.3 0.2 77| duein Sept?mbeT- If we
2012Q1 (9.0) 01 @1 10 0.9 93 | exclude California, corpo-
2011Q4 (9.1) 2.8 (1.3) (1.0) 1.4 125 toi ¢ llecti
2011Q3 (5.7) 5.6 (0.5) (0.0) 0.4 123 | Tatelincome tax collections
2011Q2 (1.9) 8.6 0.6 15 2.2 120 | show a growth of 11.2
2011Q1 0.5 8.1 26 31 33 9.1 .
2010Q4 5.9 5.2 3.0 31 3.9 7.2 percer'lt for the nation in
2010Q3 11.0 23 2.1 2.9 55 42 | the third quarter of 2012.
2010Q2 111 0.5 0.4 2.0 3.7 (2.5)
2010Q1 9.8 (0.8) 1.2) 0.7 14 9.2)
2009Q4 6.0 (2.0) (1.6) 05 0.1 asn| Other Taxes
2009Q3 0.7) (3.3) 0.3 (0.0) (1.3) (13.4) _
2009Q2 (2.2) (5.5) 11 (0.3) 1.1) (6.9) Census Bureau quar
200901 (3.9) (6.1) 2.4 0.2 0.6) 37 | terly data on state tax col-
200804 S 51 29 0.2 (13) 72| lections provide detailed
2008Q3 16 (3.6) 3.3 (0.3) (0.8) 96 | . .
2008Q2 3.2 (1.9) 5.7 0.3 (0.5) 75 | information for some of
2008Q1 3.9 (1.4) 6.0 04 12 31| the smaller taxes not bro-
2007Q4 33 (1.9) 5.9 0.4 (0.6) 2.1 .
2007Q3 13 0.9) 3.8 15 (1.0) 0.5) ken out separately in the
2007Q2 03) (1.3) 03 13 (10) 4| data collected by the
2007Q1 17 0.1) 15 0.5 0.4 1.1) .
200604 o1 o e o P 09 Rockefeller Institute. In
200603 ©0.3) .1 5.3 11 0.8 20| Table 4, we show four-
2006Q2 (0.1) 14 8.9 11 0.7 42 | quarter moving average
2006Q1 08 15 6.9 25 0.1 5.2
2005Q4 1.9 2.1 5.4 1.6 0.3 71 real 8r0Wth rates for the
2005Q3 3.4 3.6 4.2 0.2) 1.9 6.3 | nation as a whole.
2005Q2 35 0.9 2.1 (0.6) 2.7 4.9 R £
2005Q1 17 1.4 2.9 (2.4) 3.6 5.7 evenues Irom
200404 4.9) 16 36 (1.4) 5.6 60 | smaller tax sources
2004Q3 (2.3) 15 36 0.0 6.0 76 . .
2004Q2 36 21 48 05 6.6 9.0 showed a mixed picture.
200401 1.0 04 105 43 55 75| The motor fuel sales tax,
2003Q4 8.6 (1.0) 17.0 3.9 3.9 56 | the most Significant of the
2003Q3 5.6 (1.2) 26.2 2.2 2.8 38
2003Q2 (1.1) (0.4) 35.7 31 2.6 26 | smaller taxes, showed na-
2003Q1 (5.0) 0.7 27.1 0.6 3.6 22 | tionwide decline of 0.6
2002Q4 (4.8) 1.0 17.2 0.1) 2.9 2.1 C 1.
200203 6.7) 07 56 27 25 26 | percent, Whlch is the sec-
2002Q2 (4.4) 11 (5.9) 02 06 34| ond consecutive quarter
2002Q1 5.1 17 (5.0) 0.2) (1.2) 2.1 .
2001Q4 2.7 25 (1.5) 0.5 (2.9) 25 decline. Stat? property
2001Q3 0.3) 35 26 (1.4) (3.3) 15 | taxes, a relatively small
2001Q2 6.0) 25 7.6 L7 ©7) 09 1 revenue source for states,
200101 (12.6) 12 8.4 1.4 2.4 3.6
2000Q4 (11.1) 1.2 5.9 1.8 5.9 ap | fell by 11 percent and rev-
2000Q3 (4.1) 13 1.7 3.2 6.9 6.5 enues from tobacco prod_
2000Q2 (2.6) 12 (1.3) 2.2 5.9 7.9 ] declined b
2000Q1 25 2.3 (4.5) 3.2 3.0 47 | uctsales taxes declined by
Source: U.S. Census Bureau. 4.2 percent. Gains of 3.1

and 0.6 percent were re-
ported for alcoholic beverage sales tax and revenue from motor
vehicle and operators’ licenses, respectively.

Bumpy Ride Ahead: The Behavioral Impact of
the Fiscal Cliff on State Tax Revenue

As has been widely reported, the federal budget was sched-
uled to go over a “fiscal cliff” in January 2013 if Congress did not
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act. The Bush tax cuts were scheduled to expire, raising the top
federal marginal tax rate on ordinary income from 35 percent to
39.6 percent, raising the marginal tax rate on most capital gains
from 15 to 20 percent, and raising the tax rate on dividends from
15 percent to 39.6 percent. Interplay with other tax provisions and
with the Affordable Care Act meant that some effective tax rates
would increase by a further 3.8 percent or more. The American
Taxpayer Relief Act enacted in January averted some of these in-
creases but allowed the largest increases on the highest-income
taxpayers to go into effect.

Throughout 2012, taxpayers knew there was a good chance
that effective tax rates on some income would increase. This cre-
ated incentives for federal taxpayers to minimize their expected
tax burdens by shifting income and deductions and changing
their behavior in other ways, to keep reported income lowest in
years with highest tax rates. Because most state income taxes are
based in large part on federal definitions of income and deduc-
tions, these shifts generally affect state income taxes as well.4

For example, the impending increase in the tax rate on capital
gains created an incentive to accelerate capital gains into 2012
from 2013 and later years, taking advantage of a tax rate that
likely would be lower in 2012 than in later years. Because taxable
capital gains depend on taxpayer choices about when to sell as-
sets, taxpayers have considerable flexibility over when to realize
gains: This is hot money that moves quickly, and budget officers
trying to understand revenue surges and declines have been burnt
by it before.> Similarly the scheduled increase in the tax rate on
dividends created incentives for nimble closely held corporations,
controlled by a small group of individuals, to take board action to
pay out dividends in 2012 rather than in later years when rates
would be higher. Taxpayers also faced incentives to accelerate
wages, bonuses, and other forms of income into 2012 to beat antic-
ipated higher rates, but most of this other income is more difficult
to shift than capital gains and even dividends.®

In concept, taxpayers could have waited until the very end of
2012, reached a judgment about whether Congress would allow
tax rate increases to go into effect, and shifted income if it would
be advantageous. But in practice, most behavioral shifts require
advance planning, such as scheduling assets sales or action by a
board to increase dividends. In short, taxpayers needed to decide
what to do before knowing what the federal law would be. So the
shifts could occur even if the federal law did not change. Further-
more, the shifts would affect state tax revenue even if state laws
do not change — if taxpayers pay a higher federal tax rate on cap-
ital gains, and they accelerate gains into 2012, states that tax capi-
tal gains will have higher tax revenue in 2012 even if their tax
rates do not go up.

Did taxpayers shift income? Some states clearly think so, and
external evidence suggests so as well. The California Legislative
Analyst’s Office assumes that 20 percent of capital gains that
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otherwise would be realized in 2013 will instead be accelerated
into 2012, leading to a total increase in gains of 69 percent in 2012
followed by a drop of 27 percent in 2013.7 In its recently released
budget, New York said that “the Budget Division estimate[s] an-
other year of strong capital gains realizations with growth of 40.7
percent in 2012 followed by an expected decline of 12.0 percent in
2013, as taxpayers shifted some of their gains realizations from
2013 to 2012.”8 Other states have remarked on this as well.”

Both states suggested that other kinds of income also would
be shifted, at least slightly: According to New York, “The increase
in marginal income tax rates for upper-income filers is believed to
have induced the owners of small businesses organized as sole
proprietors or partnerships to pay themselves early in order to
avoid the higher tax rate. This income shifting is projected to re-
duce proprietors” income growth for 2013 to 3.2 percent, following
3.4 percent growth for 2012.”

There is evidence that dividend income also has been shifted,
although the magnitude of the shift probably is considerably
smaller than with capital gains. The New York Times reported that
Wal-Mart, Wynn Resorts, and other closely held businesses accel-
erated dividend payouts.1? The equities research firm Markit,
speaking about special dividend payouts, noted, “The threat of
higher taxes encouraged 50 companies across industries to declare
specials in Q4, a big jump from a normal year’s average of about
31 announcements.... Markit Dividends forecasts an additional 30
will be announced and payable prior to year-end.”!! Some aca-
demic research suggests that firms adjust dividend payouts in re-
sponse to tax rates, particularly when the firms are held by
insiders.12

When and how will this income shifting affect state income
tax revenue? The nonwage income that is most-easily shifted is
not subject to regular withholding taxes; taxpayers generally
make estimated tax payments during the year to reflect expected
income, and settle up when they file their tax returns, usually in
April. Most states follow the federal payment schedule, with the
last two estimated tax payments due in September and January.
States may begin to feel a surge right about now, as those pay-
ments are processed, with the largest bump likely to occur in the
April-June quarter when 2012 tax returns are filed. There is some
recent evidence of this. For example, in Nebraska, December state
tax revenue was 17 percent above expectations and the tax com-
missioner said, “There was probably a lot of capital gains selling
late in the year with the uncertainty associated with what was go-
ing to happen with capital gains rates at the federal level that
probably drove some people to trigger some capital gains to lock
in maybe some lower rates.” He noted that a substantial part of it
was likely to be nonrecurring.13

No one can predict income-shifting behavior, or the underly-
ing growth of capital gains, with any certainty. The California
Legislative Analyst’s Office noted, “the volatility in the stock
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market will contribute to PIT revenues being lower or higher than
reflected in our forecast in each fiscal year. Because Proposition 30
increases the dependence of the state budget on revenues paid by
higher-income taxpayers, who receive most capital gains, it is
likely to increase the volatility of revenues through 2018.... These
issues can easily cause actual PIT revenues to be a few billion dol-
lars lower or higher than projections in any given year.” 415> And
New York said, “Downward pressure on equity markets from a
worsening of the European sovereign debt crisis could have had a
large negative effect on realizations in 2012. On the other hand, in-
creases in the marginal tax rate on capital gains realizations from
the Medicare tax surcharge and the sunset of the low rates estab-
lished in the Economic Growth and Tax Relief Reconciliation Act
of 2001 may result in a much larger shift of realizations from 2013
to 2012 and hence much higher realizations growth in 2012 than
currently predicted. The downside risk would then be higher for
2013

States are on a revenue roller coaster, and there is a bumpy
ride ahead.® It will be hard for states to interpret revenue data in
coming months, and hard to rule out the posibility that any
short-run revenue surge is simply borrowed from the future. It
will be tempting to treat unexpected revenue growth as a sign of
continuing economic improvement, when it could mean instead
that future revenue will be lower. Caution should be the
watchword.

Underlying Reasons for Trends

State revenue changes result from three kinds of underlying
forces: state-level changes in the economy (which often differ
from national trends), the different ways in which economic
changes affect each state’s tax system, and legislated tax changes.
The next two sections discuss the economy and recent legislated
changes.

Economic Changes

Most state tax revenue sources are heavily influenced by the
economy. The income tax rises when income rises, the sales tax
generates more revenue when consumers increase their purchases
of taxable items, and so on. When the economy booms, tax reve-
nue tends to rise rapidly; when it declines, tax revenue tends to
decline. Figure 4 shows year-over-year growth for two-quarter
moving averages in inflation-adjusted state tax revenue and in
real gross domestic product, to smooth short-term fluctuations
and illustrate the interplay between the economy and state
revenues.

Tax revenue is related to economic growth. As shown in Fig-
ure 4, in the third quarter of 2012 real state tax revenue showed
1.3 percent growth on this moving-average basis. This was the
tenth consecutive quarter of growth. However, such growth has
been softening in the last five quarters, and was much weaker
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Figure 4. State Tax Revenue Is More Volatile Than the Econom Compared to the 6.2

Percent Change in Real State Government Taxes and Real GDP vs. Year Ago _
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has risen significantly
while the overall

economy has been growing at a relatively slow pace in the wake
of the Great Recession. Also, in much of 2009 and 2010, state reve-
nue declines were much larger than the quarterly reductions in
real GDP. Thus, although the growth rate in state tax revenues is
not far from the growth rate in the overall economy in 2012, state
tax revenues have been more volatile than the general economy in
prior years.

Durable goods consumption, an important element of state
sales tax bases, showed an increase of 8.4 percent in the third
quarter of 2012 relative to the same quarter a year ago. The
growth in durable goods was considerably stronger compared to
the 6.2 percent growth reported in the same quarter of 2011. A 1.1
percent growth was reported in consumption of services, an im-
portant sector that comprises nearly 50 percent of total real GDP.17
However, the 1.1 percent growth was moderately slower com-
pared to the 2.0 percent growth reported in the same quarter of
2011.

State-by-state data on income and consumption are not avail-
able on a timely basis, and so we cannot easily see variation across
the country in these trends. Instead, like other researchers, the
Rockefeller Institute relies partly on employment data from the
Bureau of Labor Statistics to examine state-by-state economic con-
ditions. These data are relatively timely and are of high quality.
Table 5 shows year-over-year employment growth over the last
four quarters. For the nation as a whole, employment grew for the
tenth quarter in a row — by 1.4 percent relative to the previous
year — in the October-December quarter of 2012. On a year-over-
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Table 5. Nonfarm Employment, By State year basis, employment declined in five states: Con-

Year-Over-Year P t Ch, , 2012 . . .

ear Ja\r']e,rw;car: E:;fi?-\]uningeJuly-Sep octoee | Necticut, New Hampshire, New Mexico, Rhode Island,

United States 13 12 14 14 irginia.
and West Virginia. North Dakota reported the largest

New England 05 05 07 07 | growth at 4.4 percent followed by Utah and Texas
Connecticut 0.7 0.2 0.2 (0.1)
Maine 03 ©.2) ©.1) 01 | Where employment grew by 2.8 and 2.5 percent, re-
Massachusetts 05 1.0 1.4 15 | spectively, in the fourth quarter of 2012. In total, ten
New Hampshire 0.5 0.1) 0.2 0.1) tat ted th of 2.0 t
Rhode Island 0.3) 0.9) 0.8) (0z)| States reported growth ot over 2.U percent. ‘
Vermont 11 11 14 0.8 All regions reported growth in employment in the
M- Avanie o o s oo | fourth quarter of 2012, but job gains are not evenly dis-
Maryland 18 13 1.0 08 | tributed among the regions. The New England region
New Jersey L3 12 L1 09 | reported the weakest growth in employment at 0.7 per-
New York 15 15 1.4 13 . .
Pennsylvania 09 0s 07 og | cent. The Southwest region reported the largest in-
Great Lakes 0.9 0.9 12 11 | crease in employment at 2.3 percent, followed by the
ot > o - %7 | Rocky Mountain region reporting 2.2 percent growth.
Michigan 15 14 13 06 | These employment data are compared to the same pe-
Ohio 13 14 2.0 191 riod a year ago rather than to preceding months.
Wisconsin (0.9) (0.7) (0.4) 0.1 . . .
Plains 0.9 08 12 13 Economists at the Philadelphia Federal Reserve
lowa 10 11 10 09 | Bank developed broader and highly timely measures
Kansas 0.9 0.7 11 0.7 “ . : s e ” o
Vinnesota 11 08 s g | known as “coincident economic indexes” intended to
Missouri 0.2 0.2) 0.1 11 | provide information about current economic activity in
Eﬁﬁféﬁ o 22 éé 22 2'3 individual states. Unlike leading indexes, these mea-
South Dakota 05 05 08 06 | sures are not designed to predict where the economy is
Southeast 13 0.9 11 11| headed; rather, they are intended to tell us where we
Alabama 0.2 0.2 0.6 0.6 18 .
Arkansas 0 03 09 0o | are now.18 These indexes can be used to measure the
Florida 1.2 0.7 1.0 10 | scope of economic decline or growth.
Georgia 14 08 e LI The analysis of coincident indexes indicates that as
Kentucky 21 2.0 22 1.9 . L. . . A
Louisiana 26 2.4 17 15 | of December 2012, economic activity nationwide in-
Mississippi 0.0 ©3) 04) 00 | creased by 0.6 percent compared to three months ear-
North Carolina 12 0.7 0.8 1.4 . .
South Carolina 16 11 11 1g | lier and by 2.7 percent compared to a year earlier. At
Tennessee 18 15 11 11| the state level, forty-three states reported growth in
w;gs'?'\j‘irgmia i oy (3'3) (2'3) economic activity compared to three months earlier,
Southwest 2.3 2.0 22 23 | while seven states reported decline.
Arizona L7 1.9 24 23 The number of states reporting declines in eco-
New Mexico 0.7 (0.1) (12.0) (0.5) . .. . . .
OKlahoma 27 o4 07 23 | nhomic activity has declined considerably since August
Texas 24 2.1 23 25 | 2012. In the month of August 2012, sixteen states re-
Rocky Mountain 1.9 1.6 1.6 2.2 . . . e
Colorado 1 s 16 ,1 | ported declines in economic activity. The number of
idaho 16 16 16 22 | states reporting declines in economic activity decreased
m;ta”a (2? gg ;g ;: to fifteen in the month of September, to eleven in Octo-
Wyoming 12 0.7 11 03 | ber, and to four in November. The data underlying
Far West 13 15 19 18 | these indexes are subject to revision, and so tentative
Alaska 0.7 0.0 (0.1) 0.1 .
California 14 16 o1 19 | conclusions drawn now could change at a later date.
Hawaii 0.7 1.3 1.9 23 | Moreover, this analysis is based on economic activity
gf;’gg: 8'2 83 22 12| compared to three months earlier. If we look at state
Washington 16 17 1.9 19 | economic activity compared to a year earlier, then de-
Source: Bureau of Labor Statistics (CES, seasonally unadjusted). Clines are reported in two states.

Figure 5 shows national consumption of durable
goods, nondurable goods, and services — factors likely to be re-
lated to sales tax revenues. The decline in consumption of durable
and nondurable goods during the recent downturn was much
sharper than in the last recession. Consumption of services
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Figure 5. Consumption of Services Is Relatively Stagnant remained relatively
_ Percent Change in Consumption vs. Year Ago stagnant in the last
Adjusted for Inflation - Percent Change of Three-Month Average few months.
e Growth in the con-
—e—Services sumption of dura-
ble and nondurable
goods was rela-
tively modest in the
last three months.
Figure 6 shows
the year-over-year
percent change in

18%

15% -

12% -

9% -

6% -

3% -

0%

-3% the federal govern-
- ment’s seasonally
} adjusted, pur-

9% chase-only house
12% price index from
o 1992 through the

third quarter of
-18% | 2012. Declines in

S e e o o e e S S e S T %™ housing prices usu-
ally lead to declines
in property taxes
with some lag. The
deep declines in housing prices caused by the Great Recession led
to significant reductions in property taxes in the past two years.?®
As Figure 6 shows, the trend in housing prices has been down-
ward since mid-2005, with steeply negative movement from the
last quarter of 2004 through the end of 2008. Housing prices

. . i strengthened in 2009 and
Figure 6. House Price Index Shows Signs of Improvement the first half of 2010, but

Source: U. S. Bureau of Economic Analysis , National Income and Product Accounts, Table 2.8.6.

oG Qe eren Change St House re e the direction of change
12% shifted downward from
10% N the second half of the 2010
. / \ to the first half of 2011.
M \ However, the trend has
o / \ been upward since the sec-
a% s/ ond half of 2011 — with
- ‘\VM \\ / the first, second, and third
\ l quarters of 2012 showing
o \ ] growthof0.7,33, and 4.0
2% \ /V\ / percent, respectively. Such
4% growth is proceeding after
o \ / \/ eighteen consecutive quar-
\ / ter declines, which is
o V highly encouraging.
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Source: U.S. Federal Housing Finance Agency.
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Table 6. State Tax Revenue, July-September, 2011 and 2012 ($ in millions

July-September 2011 July-September 2012

PIT CIT Sales Total PIT CIT Sales Total
United States 61,831 7,913 57,073 179,019 64,941 8,370 58,591 183,857
New England 4,453 760 2,354 9,862 4,544 655 2,333 9,850
Connecticut 924 83 554 2,068 978 65 482 2,014
Maine 320 53 211 803 312 37 210 792
Massachusetts 2,781 457 1,279 5,367 2,825 384 1,320 5,382
New Hampshire 13 124 NA 412 15 124 NA 441
Rhode Island 270 18 225 765 267 21 233 767
Vermont 146 25 84 447 147 24 88 456
Mid-Atlantic 14,030 1,695 7,274 32,184 14,595 2,073 7,374 33,430
Delaware 263 44 NA 721 273 63 NA 749
Maryland 1,328 153 660 3,694 1,438 245 685 4,001
New Jersey 1,743 392 1,311 4,575 1,807 443 1,307 4,676
New York 8,460 721 2,989 15,982 8,737 922 3,055 16,666
Pennsylvania 2,236 385 2,315 7,213 2,342 401 2,327 7,337
Great Lakes 10,571 1,090 9,312 28,935 11,387 1,107 9,051 28,967
lllinois 3,523 475 2,036 8,539 3,620 562 1,994 8,555
Indiana 1,128 220 1,669 3,702 1,264 234 1,712 3,894
Michigan 2,346 180 2,827 7,686 2,606 63 2,703 7,243
Ohio 2,105 4) 2,043 5,889 2,492 47 1,900 6,249
Wisconsin 1,468 219 737 3,120 1,405 201 741 3,025
Plains 4,834 494 3,942 12,875 5,089 536 3,973 13,280
lowa 550 31 417 1,375 572 38 436 1,428
Kansas 673 60 705 1,713 710 91 731 1,756
Minnesota 1,926 232 1,198 4,747 2,042 248 1,098 4,861
Missouri 1,153 65 781 2,537 1,193 58 787 2,595
Nebraska 440 50 355 1,046 475 50 379 1,122
North Dakota 92 27 257 1,054 98 40 335 1,142
South Dakota NA 29 229 404 NA 11 207 377
Southeast 11,370 1,728 13,975 37,327 11,830 1,931 14,546 39,001
Alabama 715 47 551 2,059 743 76 562 2,134
Arkansas 603 103 720 1,952 659 96 713 1,993
Florida NA 422 4,561 7,805 NA 440 5,031 8,308
Georgia 2,176 97 1,272 4,101 2,234 180 1,316 4,267
Kentucky 886 141 768 2,448 902 160 761 2,543
Louisiana 681 22 730 2,230 697 78 689 2,346
Mississippi 358 68 630 1,442 361 67 645 1,456
North Carolina 2,568 279 1,502 5,530 2,688 294 1,446 5,693
South Carolina 490 35 495 1,450 529 53 517 1,526
Tennessee 2 229 1,717 2,829 4 256 1,759 2,874
Virginia 2,472 186 725 4,112 2,580 162 794 4,535
West Virginia 419 100 304 1,370 434 68 314 1,326
Southwest 1,631 248 7,520 16,310 1,675 302 8,379 17,621
Arizona 858 177 1,146 2,921 893 176 1,193 3,009
New Mexico 88 2 148 403 78 3 152 463
Oklahoma 684 69 585 2,138 704 123 642 2,105
Texas NA NA 5,641 10,848 NA NA 6,392 12,044
Rocky Mountain 2,165 229 1,569 5,295 2,332 304 1,653 5,586
Colorado 1,131 92 580 2,304 1,220 155 617 2,489
Idaho 276 41 328 808 288 39 350 837
Montana 220 38 NA 532 232 42 NA 533
Utah 538 58 459 1,357 592 68 494 1,441
Wyoming NA NA 201 293 NA NA 191 287
Far West 12,776 1,668 11,127 36,230 13,489 1,462 11,282 36,122
Alaska NA 192 NA 1,560 NA 242 NA 1,088
California 10,929 1,354 7,501 26,050 11,565 1,080 7,431 25,977
Hawaii 396 17 655 1,288 435 26 739 1,443
Nevada NA NA 274 619 NA NA 286 618
Oregon 1,451 105 NA 2,127 1,488 114 NA 2,171
Washington NA NA 2,697 4,586 NA NA 2,826 4,825
Source: U.S. Census Bureau.
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Table 7. Quarterly Tax Revenue by Major Tax

July-September, 2011 to 2012, Percent Change

PIT CIT Sales Total
United States 5.0 5.8 2.7 2.7
New England 2.0 (13.8) (0.9) 0.1)
Connecticut 5.9 (21.2) (13.1) (2.6)
Maine (2.4) (30.7) (0.5) (1.5)
Massachusetts 1.6 (16.1) 3.1 0.3
New Hampshire 14.7 0.1 NA 7.2
Rhode Island (1.1) 15.2 3.8 0.2
Vermont 0.3 (2.1) 4.9 2.0
Mid-Atlantic 4.0 22.3 14 3.9
Delaware 35 41.5 NA 3.9
Maryland 8.2 60.4 3.8 8.3
New Jersey 3.7 13.0 (0.3) 2.2
New York 3.3 27.8 2.2 43
Pennsylvania 4.7 4.3 0.5 1.7
Great Lakes 7.7 15 (2.8) 0.1
lllinois 2.7 18.2 (2.0 0.2
Indiana 12.0 6.3 2.6 5.2
Michigan 111 (64.9) (4.4) (5.8)
Ohio 18.4 NM (7.0) 6.1
Wisconsin (4.3) (8.2) 0.6 (3.0)
Plains 5.3 8.5 0.8 3.1
lowa 3.9 23.9 45 3.8
Kansas 55 52.5 3.7 25
Minnesota 6.0 6.8 (8.3) 2.4
Missouri 35 (11.7) 0.7 2.3
Nebraska 8.0 (1.0) 6.7 7.3
North Dakota 6.6 50.2 30.3 8.3
South Dakota NA (61.0) (9.6) (6.7)
Southeast 4.0 11.8 4.1 4.5
Alabama 4.0 63.2 2.0 3.6
Arkansas 9.2 (6.0) (0.9) 21
Florida NA 4.2 10.3 6.4
Georgia 2.7 85.2 3.5 4.0
Kentucky 1.8 13.8 (1.0) 3.9
Louisiana 2.3 261.6 (5.5) 52
Mississippi 0.7 (2.1) 2.4 1.0
North Carolina 4.7 5.6 (3.8) 29
South Carolina 7.8 51.9 43 5.2
Tennessee 98.0 12.1 2.4 1.6
Virginia 4.4 (13.0) 9.4 10.3
West Virginia 3.6 (31.9) 3.4 (3.2)
Southwest 2.7 21.6 11.4 8.0
Arizona 4.1 (0.4) 4.1 3.0
New Mexico (12.2) 33.2 2.5 14.9
Oklahoma 2.9 0.7 9.8 (1.5)
Texas NA NA 13.3 11.0
Rocky Mountain 7.7 325 5.4 5.5
Colorado 7.9 67.5 6.4 8.0
Idaho 4.1 (3.9) 6.5 35
Montana 55 8.8 NA 0.1
Utah 10.0 17.9 7.7 6.2
Wyoming NA NA (4.9) (2.3)
Far West 5.6 (12.4) 14 0.3)
Alaska NA 26.3 NA (30.3)
California 5.8 (20.2) (0.9) 0.3)
Hawaii 10.0 49.4 12.8 12.1
Nevada NA NA 4.6 (0.3)
Oregon 25 8.2 NA 21
Washington NA NA 4.8 5.2

Source: U.S. Census Bureau.
NM = Not Meaningful.

Rockefeller Institute

Tax Law Changes Affecting This Quarter

Another important element affecting trends in tax
revenue growth is changes in states’ tax laws. During
the July-September 2012 quarter, enacted tax increases
and decreases produced an estimated gain of $1.7 bil-
lion compared to the same period in 2011.20 Enacted
tax changes increased personal income tax for approx-
imately $1.6 billion, decreased sales tax by $212 mil-
lion, decreased corporate income taxes by $22 million,
and decreased some other taxes by $69 million.

Among the enacted tax changes, the most notice-
able ones are the increase of personal income tax rates
in California for higher income taxpayers, the restruc-
turing of personal income tax brackets in New York,
and temporary sales tax increases in Arizona and
California.

The Impact of Two Major Taxes

States rely on the sales tax for about 30 percent of
their tax revenue, and it was hit far harder during and
after the last recession than in previous recessions. Re-
tail sales and consumption are major drivers of sales
taxes. Figure 7 shows the cumulative percentage
change in inflation-adjusted retail sales in the sixty
months following the start of each recession from 1973
forward.?! Real retail sales in the Great Recession (the
solid red line) plummeted after December 2007, falling
sharply and almost continuously until December 2008,
by which point they were more than 10 percent below
the prerecession peak. This was deeper than in most
recessions, although the declines in the 1973 and 1980
recessions also were quite sharp. While real retail sales
have been rising from their lows for more than two
years now, at the end of November they were only
slightly above the prerecession levels.

States on average count on the income tax for
about 36 percent of their tax revenue. Employment
and associated wage payments are major drivers of in-
come taxes. Figure 8 shows the cumulative percentage
change in nonfarm employment for the nation as a
whole in the sixty months following the start of each
recession from 1973 forward.? The last point for the
2007 recession is December 2012, month sixty. As the
graph shows, the 2.9 percent employment drop as of
December 2012 is still far worse than declines seen in
and around previous recessions. The trends depicted
in Figure 8 suggest that, unless the pace of growth ac-
celerates, it may take several years before employment
attains its prerecession peak.
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State Tax Revenues
Compared to Their
Peak Levels

In this report, we aug-
ment analysis of recent
trends in state tax revenues
with analysis of revenues
for fiscal 2012 compared to
their prerecession peak lev-
els. Table 8 shows the per-
cent change for each state’s
total tax collections from its
peak level to fiscal year
2012. Table 8 shows similar
data for sales and personal
income taxes. In addition,
Table 8 shows sales and
personal income taxes as
shares of total taxes for each
state. Table 9 provides the
peak year for total taxes as

well as sales and personal income taxes for each individual state.

The numbers in Table 8 indicate that overall state tax revenues
are slowly recovering from the deep declines caused by the Great
Recession. At the end of fiscal 2012, overall tax collections were
1.3 percent above the peak tax collections levels, sales tax collec-
tions were 1.1 percent above, while personal income tax collec-
tions were still 0.4 percent below the peak levels. The extent of
revenue recovery varies dramatically among the states.

Figure 8. Employment Is Still 2.9 Percent Below the Prerecession Level

Twenty-seven states re-
ported fiscal 2012 collec-
tions that were higher than
previous peak levels.
Twenty-five states reported
sales tax collections in fiscal
2012 that surpassed earlier
peak revenues, and four-
teen did so with regard to
the personal income tax.
Overall, twenty-two states
reported fiscal 2012 total
tax collections that were
still below peak levels; nine
of those by double-digit
percentages. In terms of
sales tax collections, reve-
nue collections were below
the peak levels in 20 states,
of which seven states saw
double-digit declines. The
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Table 8. Change From Peak to FY 2012 in State Tax Collections

Percent change from peak year to FY 2012 | Share of total tax, FY 2012
State Total tax Sales tax PIT Sales PIT
United States 13 11 (0.4) 31% 35%
Alabama (2.1) (0.6) (2.0) 26% 34%
Alaska (19.4) N/A N/A N/A N/A
Arizona (21.0) (29.1) (17.4) 41% 27%
Arkansas 10.1 (3.3) 2.4 34% 29%
California (1.4) (3.6) (7.5) 27% 45%
Colorado (0.1) (0.4) 4.3) 24% 50%
Connecticut 10.5 6.0 7.6 24% 48%
Delaware 14.1 N/A 14.9 N/A 35%
Florida (15.2) (15.1) N/A 57% N/A
Georgia (11.3) (13.0) (7.9) 32% 50%
Hawaii 6.6 3.0 1.3) 49% 28%
Idaho (7.6) (9.1) (15.7) 36% 36%
lllinois 20.6 1.2 60.2 22% 46%
Indiana 25 6.7 (1.5) 43% 31%
lowa 3.6 0.3 1.4 30% 39%
Kansas 4.5 24.7 (0.8) 38% 39%
Kentucky 4.2 6.1 0.8 29% 34%
Louisiana (21.0) (16.1) (24.0) 34% 28%
Maine (0.2) 0.4 (7.7) 28% 38%
Maryland 6.4 5.8 (0.9) 24% 41%
Massachusetts 2.0 25.0 (4.5) 23% 53%
Michigan (5.9) 15.7 (2.8) 40% 30%
Minnesota 12.2 8.6 2.7 24% 39%
Mississippi 1.9 (4.5) 3.2) 44% 22%
Missouri (0.7) (5.2) 0.3 29% 47%
Montana 0.1 N/A 3.5 N/A 37%
Nebraska 3.8 (5.1) 6.5 33% 42%
Nevada 25 11 N/A 50% N/A
New Hampshire (3.3) N/A (30.8) N/A 4%
New Jersey (15.6) (16.9) (16.2) 29% 41%
New Mexico (19.5) (14.0) (23.8) 37% 21%
New York 7.9 5.4 5.2 17% 55%
North Carolina (0.6) 5.8 (5.5) 25% 46%
North Dakota NM 84.9 16.8 20% 8%
Ohio (0.8) 1.9 (5.5) 31% 36%
Oklahoma 2.3 11.7 (0.5) 28% 33%
Oregon 11.3 N/A 4.1 N/A 68%
Pennsylvania 2.7 3.3 (3.0 28% 31%
Rhode Island 3.0 (3.1) (2.1) 30% 37%
South Carolina (13.5) (9.5) (21.9) 39% 35%
South Dakota 12.2 10.8 N/A 56% N/A
Tennessee 3.1 1.0 (37.4) 58% 2%
Texas 7.9 13.3 N/A 50% N/A
Utah (4.9) (5.5) (4.9) 32% 42%
Vermont 6.8 0.9 (3.9) 12% 22%
Virginia (3.4) (4.1) (0.2) 19% 57%
Washington (2.2) (5.9) N/A 61% N/A
West Virginia 10.2 12.0 12.6 24% 33%
Wisconsin 7.2 0.5 7.1 27% 42%
Wyoming (16.6) (24.4) N/A 32% N/A
Source: Rockefeller Institute analysis of Census Bureau data.
N/A = not applicable.
NM = Not meaningful; tax revenues showed continuous growth.
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ICLI NI CETERLEEIE TRV O  Jargest declines were in Arizona and Wyoming, where

State Total Taxes | Sales PIT sales tax collections were down by 29.1 and 24.4 percent,
United States 2008 2008 2008 respectively, in fiscal 2012 compared to their peak levels.
Alabarma 2008 2008 28 The picture is even more dire for personal income tax col-
Alaska 2008 NIA NIA P P
Arizona 2007 2007 s007 1ections despite strong growth in the last year or so.
Arkansas 2008 2007 o008 Among forty-three states with personal income taxes,
California 2008 2007 2008 twenty-nine states reported declines in personal income
Colorado 2008 2008 2008 tax collections in fiscal 2012 compared to their peak
Connecticut 2008 2008 2008 levels, with eight states reporting double-digit declines.
Delaware 2008 N/A 2007 Among individual states, Arizona and Louisiana re-
Florida 2006 2007 N/A ported the largest declines at the end of fiscal 2012 com-
Georgia 2007 2007 2007)  pared to their peak revenue levels. In both states, overall
Hawai 2008 2008 2008 tax collections were 21 percent below at the end of fiscal
:ﬁ;ﬁ?s ;883 ;882 ;882 2012 compared to peak' tax collections lgvels. In addition,
Indiana 2008 i 2008 sales tax and personal income tax combined makes up
lowa 2009 2009 so0 ©ver 60 percent of total taxes both in Arizona and
Kansas 2008 2008 o008/ Louisiana. In fiscal 2012, both states reported double-digit
Kentucky 2008 2008 2008] declines in sales tax collections and personal income tax
Louisiana 2008 2007 2007 collections compared to peak revenue collections
Maine 2008 2008 2008 reported in 2007.
Maryland 2008 2009 2008 Total state tax revenue collections in fiscal 2012 were
Massachusetts 2008 2008 2008/ above the peak levels only in nominal terms. The tax rev-
Michigan 2008 2008 2008 enues are far from the peak levels if we adjust the num-
Minnesota 2008 2008 2008/ pers for inflation — nationwide tax receipts were 4.9
Mississippi 2008 2007 2008 . .
Missour 2008 e s0g Percent lowe.r‘ in 2912 CQmpargd to pgak levgls 1jeported in
Montana 2008 NIA 2008 2008. In addition, inflation-adjusted figures indicate that
Nebraska 2008 2008 s00s Only twelve states had higher tax receipts at the end of
Nevada 2007 2007 npal fiscal 2012 compared to their peak revenue collections
New Hampshire 2008 N/A 2008 levels.
New Jersey 2008 2008 2008 In response to the Great Recession, many states took
New Mexico 2007 2007 2008 unwanted but necessary actions to balance budgets —
New York 2008 2008 2009 steps such as tax increases, cuts in public services, and re-
North Carolina 2008 2008 2008/ ductions in employee compensation. Most have also
North Dakota 2012* 2009 2009 drawn heavily from rainy day funds, and many have
Ohio 2008 2008 2008 ysed steps such as agency consolidations and employee
gl:(lezr;?]ma 2883 2,(33/3 ;883 furloughs to achie\'/e some relatively modest savir}gs.
Pennsyivania 2008 2008 2008 However, such actions served as temporary solutions
Rhode Island 2007 2007 s00s/ and, while they helped to balance budgets, they also
South Carolina 2007 2007 2008 Pushed some fiscal problems into subsequent fiscal years.
South Dakota 2009 2009 N/A
Tennessee 2008 2008 2008) Looking Ahead
Texas 2008 2008 N/A Preliminary data for the October-November months
Utah 2008 2008 2008 of 2012 suggest that tax conditions continued to improve
Vermont 2007 2008 2008 fyrther in the fourth quarter of 2012, although, as we dis-
virgina 2007 2007 207 uss in “Bumpy Ride Ahead: The Behavioral Impact of
Washington 2008 2008 N/A . . ,, . ,
West Virginia 2008 2007 2000 the Fiscal Cliff on State Tax‘R'e'Venue, some of this year’s
Wisconsin 2008 2008 o008 revenue growth may be artificially boosted, at the ex-
Wyorning 2009 2009 Nl pense of later years. With early data for October-Novem-
. . ber 2012 now available for forty-five states, tax revenue
*Source: Rockefeller Institute analysis of Census Bureau data. increased by 5.8 percent compared to the same months of
Tax revenues showed continuous growth.
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the previous year. According to the preliminary data, personal in-
come tax collections grew by 7.8 percent and sales tax collections
by 5.7 percent.

Starting at the end of calendar year 2008 and extending
through 2009, states suffered five straight quarters of decline in
tax revenues. They now have enjoyed eleven consecutive periods
of growth, and the fourth quarter of 2012 will most likely extend
the string to twelve. Overall, tax revenues across the states are im-
proving but states continue to face significant long-term fiscal
challenges.

Analysis of economic factors suggests that state tax revenues
are recovering, but not as quickly as the broader economy is im-
proving. This reflects the fact that states do not tax the broad
economy: their tax systems are much more reliant on narrower
and more volatile forms of economic activity — and forms that, in
this environment, have not been recovering as quickly as the
broad economy.

State tax revenues became more volatile in the last decade.
Moreover, the temporary solutions to address budget shortfalls
caused by the Great Recession, might have contributed to further
growth of revenue volatility. States should revisit the composition
of tax their tax structures and consider broadening tax bases to
achieve more predictable and less volatile tax revenues.

About The Nelson A. Rockefeller Institute
of Government’s Fiscal Studies Program

The Nelson A. Rockefeller Institute of Government, the public policy research arm of the Univer-
sity at Albany, State University of New York, was established in 1982 to bring the resources of the
64-campus SUNY system to bear on public policy issues. The Institute is active nationally in research
and special projects on the role of state governments in American federalism and the management
and finances of both state and local governments in major areas of domestic public affairs.

The Institute’s Fiscal Studies Program, originally called the Center for the Study of the States, was
established in May 1990 in response to the growing importance of state governments in the Ameri-
can federal system. Despite the ever-growing role of the states, there is a dearth of high-quality, prac-
tical, independent research about state and local programs and finances.

The mission of the Fiscal Studies Program is to help fill this important gap. The Program con-
ducts research on trends affecting all fifty states and serves as a national resource for public officials,
the media, public affairs experts, researchers, and others.

This report was researched and written by Lucy Dadayan, senior policy analyst, and Donald J.
Boyd, senior fellow. Thomas Gais, director of the Institute provided valuable feedback on the report.
William Sisk, graduate research assistant, assisted with data collection. Michael Cooper, the
Rockefeller Institute’s director of publications, did the layout and design of this report, with assis-
tance from Michele Charbonneau.

You can contact Lucy Dadayan at ldadayan@albany.edu.
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Where Do We Stand Now?

As we have noted in prior revenue reports, state tax revenue has begun to recover slowly and has
now grown on a year-over-year basis for eleven consecutive quarters. This certainly is good news,
but sometimes it is interpreted as meaning that state finances have recovered almost fully, and that is
not correct.

States suffered dramatic declines in all major taxes. Figure 9 shows the cumulative percentage
change in state tax revenue since the start of each of the last three recessions, after adjusting for infla-
tion and smoothing the data by averaging over four quarters. State tax revenues declined insignifi-
cantly during the 1990 recession and much more substantially during the 2001 recession. However,
the impact of the Great Recession on state tax revenues collections was much worse. Nearly five
years after the start of the Great Recession, state tax revenues remain below pre-recession levels. The
decline in state tax revenues was much deeper and longer and the recovery has been much slower.

Figure 9. State Tax Revenue Recovery Is Weak and Slow

State Tax Revenue Since the Start of the Recession
Four-Quarter Moving Average, Adjusted for Inflation
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Sources: U.S. Census Bureau , Quarterly Summary of State & Local Government Tax Revenue and Bureau of Economic Analysis (GDP ).
Notes: (1) 4-quarter average of inflation-adjusted tax revenue; (2) No adjustments for legislative changes.

Figure 10 on the next page shows the same thing for state sales tax collections. The sales tax re-
mains more than 6 percent below its level at the start of the recession. Consumer spending, particu-
larly on taxable goods, has recovered weakly. As a result, sales tax collections have been relatively
stagnant in the last year.

Figure 11 on the next page repeats the analysis for state personal income tax collections. The per-
sonal income tax has recovered substantially from its lowest level but is still about 5 percent below
where it was at the start of the recession. Its recovery is in part an artifact of large tax increases im-
posed in several states, particularly California, Illinois, and New York; without those increases it
would look weaker still.

In sum, while state tax revenues are recovering, they remain below their prior peak and well be-
low where previous trends would have suggested. Furthermore, recent economic and revenue
trends suggest tax revenue may weaken in coming months. While the Great Recession ended over
three years ago, the damage caused by the Great Recession on state tax revenues is significant and it
will take years before the states fully recover.
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Figure 10. State Sales Tax Revenue Recovery Is Extremely Weak and Stagnant

State Sales Tax Revenue Since the Start of the Recession
Four-Quarter Moving Average, Adjusted for Inflation
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Sources: U.S. Census Bureau , Quarterly Summary of State & Local Government Tax Revenue and Bureau of Economic Analysis (GDP ).
Notes: (1) 4-quarter average of inflation-adjusted in real tax revenue; (2) No adjustments for legislative changes.

Figure 11. Personal Income Tax Revenue Recovery Is Slow

State Personal Income Tax Revenue Since the Start of the Recession
Four-Quarter Moving Average, Adjusted for Inflation
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Sources: U.S. Census Bureau , Quarterly Summary of State & Local Government Tax Revenue and Bureau of Economic Analysis (GDP ).
Notes: (1) 4-quarter average of inflation-adjusted tax revenue; (2) No adjustments for legislative changes.
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Adjustments to Census Bureau Tax Collection Data

The numbers in this report differ somewhat from those released by the Bureau of the Census in
December of 2012. For reasons we describe below, we have adjusted Census data for selected states
to arrive at figures that we believe are best-suited for our purpose of examining underlying economic
and fiscal conditions. As a result of these adjustments, we report a year-over-year increase in tax col-
lections of 2.7 percent in the third quarter, compared with the 2.9 percent increase that can be com-
puted from data on the Census Bureau's Web site (www.census.gov/govs/www/gtax.html). In this
section we explain how and why we have adjusted Census Bureau data, and the consequences of
these adjustments.

The Census Bureau and the Rockefeller Institute engage in two related efforts to gather data on
state tax collections, and we communicate frequently in the course of this work. The Census Bureau
has a highly rigorous and detailed data collection process that entails a survey of state tax collection
officials, coupled with Web and telephone follow-up. It is designed to produce, after the close of each
quarter, comprehensive tax collection data that, in their final form after revisions, are highly compa-
rable from state to state. These data abstract from the fund structures of individual states (e.g., taxes
will be counted regardless of whether they are deposited to the general fund or to a fund dedicated
for other purposes such as education, transportation, or the environment).

The Census Bureau's data collection procedure is of high quality, but is labor-intensive and
time-consuming. States that do not report in time, do not report fully, or that have unresolved ques-
tions may be included in the Census Bureau data on an estimated basis, in some cases with data im-
puted by the Census Bureau. These imputations can involve methods such as assuming that
collections for a missing state in the current quarter are the same as those for the same state in a pre-
vious quarter, or assuming that collections for a tax not yet reported in a given state will have fol-
lowed the national pattern for that tax. In addition, state accounting and reporting for taxes can
change from one quarter to another, complicating the task of reporting taxes on a consistent basis.
For these reasons, some of the initial Census Bureau data for a quarter may reflect estimated
amounts or amounts with unresolved questions, and will be revised in subsequent quarters when
more data are available. As a result, the historical data from the Census Bureau are comprehensive
and quite comparable across states, but on occasion amounts reported for the most recent quarter
may not reflect all important data for that quarter.

The Rockefeller Institute also collects data on tax revenue but in a different way and for different
reasons. Because historical Census Bureau data are comprehensive and quite comparable, we rely al-
most exclusively on Census data for our historical analysis. Furthermore, in recent years Census Bu-
reau data have become far more timely and where practical we use them for the most recent quarter
as well, although we supplement Census data for certain purposes. We collect our own data on a
monthly basis so that we can get a more current read on the economy and state finances. For exam -
ple, as this report goes to print we have data on tax collections in October and November in
forty-five states — not enough to use as the basis for a comprehensive report, but useful in under-
standing what is happening to state finances.

In addition, we collect certain information that is not available in the Census Data — figures on
withholding tax collections and payments of estimated income tax, both of which are important to
understanding income tax collections more fully. Our main uses for the data we collect are to report
more frequently and currently on state fiscal conditions, and to report on the income tax in more
detail.

Ordinarily there are not major differences between our data for a quarter and the Census data.
Normally we use the Census data without adjustment for full quarterly Revenue Reports. In the last
year states have been slow in reporting tax revenues to the Census Bureau on a timely manner due to
furloughs and reduced workforce. For example, for the July-September quarter the Census Bureau
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did not receive data for ten states and reported estimated figures for those ten states. Therefore, we
have made some adjustments to the Census data. Table 10 shows the year-over-year percent change
in national tax collections for the following sources: (1) preliminary figures collected by the
Rockefeller Institute that appeared in our “Data Alert” dated December 13, 2012; (2) preliminary fig-
ures as reported by the Census Bureau; and (3) the Census Bureau's preliminary figures with se-
lected adjustments by the Rockefeller Institute.

Table 10. RIG vs. Census Bureau Quarterly Tax Revenue By Major Tax

July-September, 2011 to 2012, Percent Change
PIT CIT Sales Total
RIG Data Alert 4.5 (0.5) 3.1 2.1
Census Bureau Preliminary 4.5 8.3 83 2.9
Census Bureau Preliminary with RIG Adjustments 5.0 5.8 2.7 2.7

The last set of numbers with our adjustments is what we use as the basis for this report. For the
third quarter of 2012, we made adjustment for eleven states — Georgia, Indiana, Kansas, Maryland,
Massachusetts, Michigan, Minnesota, Missouri, Oregon, Washington, and Wisconsin — based upon
data and information provided to us directly by these states. For ten of these eleven states the Census
Bureau had not received a response in time for its publication and so used imputed data that will be
revised in later reports. However, the Institute obtained data from all ten; these data may not be as
comprehensive as what would be used by the Census Bureau, but we believe they provide a better
picture of fiscal conditions than imputed data. In addition, we revised preliminary data reported by
the Census Bureau for tax collections in Maryland in the third quarter of 2012 based on information
obtained from the state. We also made adjustments to tax collections for some previous quarters and
for some states where Census Bureau reported imputed or preliminary figures. For example, we
made adjustments to tax numbers for the second quarter of 2012 for the following ten states: Califor-
nia, Georgia, Kansas, Maryland, Massachusetts, New Jersey, New Mexico, Rhode Island, Washing-
ton, and Wisconsin. For six of these ten states (Georgia, Massachusetts, New Jersey, New Mexico,
Rhode Island, and Washington) the Census Bureau still did not receive revenue data from the states
and reported estimated data.

Endnotes

1 We made adjustments to Census Bureau data for the third quarter of 2012 for eleven states — Georgia, Indi-
ana, Kansas, Maryland, Massachusetts, Michigan, Minnesota, Missouri, Oregon, Washington, and Wiscon-
sin — based upon data and information provided to us directly by these states. In addition, we made
adjustments to tax numbers for the second quarter of 2012 for the following ten states — California, Geor-
gia, Kansas, Maryland, Massachusetts, New Jersey, New Mexico, Rhode Island, Washington, and Wiscon-
sin. These revisions together account for some noticeable differences between the Census Bureau figures
and the Rockefeller Institute estimates.

2 We have adjusted the historical data for local property tax revenue as reported by the Census Bureau, revis-
ing the data for the third quarter of 2008 and earlier periods upward by 7.7 percent, consistent with the
higher level of property tax revenue in the new sample compared with the previous sample, as reported in
the Census Bureau’s “bridge study.” For more information on methodological changes to the local property
tax and the results of the bridge study, please see: http://www?2.census.gov/govs/qtax/bridgestudy.pdf .

3 Preliminary figures for October-November 2012 are not available for the following five states: Hawaii, Min-
nesota, Nevada, New Mexico, and Wyoming. Total tax collections for these five states combined represent
about 5-6 percent of nationwide tax collections. Therefore, it is unlikely that the nationwide picture for col-
lections during these two months will change once we have complete data for all fifty states for the months
of October and November of 2012.
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4 For descriptions of state income tax linkages to the federal system, see Rick Olin and Sandy Swain, Individ-
ual Income Tax Provisions in the States (Madison, WI: Wisconsin Legislative Fiscal Bureau, January 2011),
http:/ /legis.wisconsin.gov/1fb/publications/Informational-Papers/Documents/2009/4 individual %20inc
ome %20tax%20provisions %20in % 20the % 20states.pdf and also Federation of Tax Administrators, State Per-
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5  For an analysis of state reliance on capital gains, see pp. 20-25 of Donald J. Boyd and Lucy Dadayan, Revenue
Declines Less Severe, But States” Fiscal Crisis Is Far From Over, State Revenue Report #79 (Albany, NY: The
Nelson A. Rockefeller Institute of Government, April 2010),
http:/ /www.rockinst.org/pdf/government finance/state revenue report/2010-04-16-SRR_79.pdf.

6  For additional discussion of this issue see Pamela M. Prah, “ Fiscal Cliff Jitters Could Boost Early State Tax
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Reilly, “Who Should Be Accelerating Income Into 2012?” Forbes.com, December 2, 2012,
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