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E ve ryo n e ’s talking about the arrival of the new
m i l l e n i u m ,n ow just around the corn e r. The new state
fiscal millenium begins on July 1. To my know l e d g e,
no state officials are planning fireworks or lavish thre e -
d ay festiva l s , although the re gi o n ’s states have much to
c e l e b r a t e. D u ring the past two ye a rs ,t h ey ’ve been abl e
to have their cake and eat it too — cutting taxe s ,
i n c reasing spending, and building deep re s e rve s , all at
the same time. Trade-offs will pro b a bly become more
s eve re next fiscal ye a r. While the states still want to
spend more, give taxpaye rs a check, or both, t h ey all
f o resee the need to dip into their free cash to do so.
Ye t , with the possible exception of New Hampshire,
t h ey should still have enough money on hand to deal
with any difficulties they are likely to encounter.

Po l i c y m a ke rs anticipate tighter constraints
because they believe that a slowing economy and pre-
viously enacted income tax cuts will take their toll on
reve nu e s . The impact of these income tax cuts is
a l ready ev i d e n t . Consider recent trends in the grow t h
of each state’s two largest sources of reve nue (Chart 1).
In eve ry state except New Hampshire, these sourc e s
a re the personal income tax and the general sales tax.
The Granite State relies predominantly on bu s i n e s s
t a xes and a rooms and meals tax.

In fiscal year 1998 (FY98), rates of income tax
growth soared well into doubl e - d i git terri t o ry and
o u t p e r f o rmed the sales tax in all states. Income tax
reve nues ballooned even though several states cut their
income tax.
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Ta xes that lucrative beg to be cut again, and so
t h ey we re in several states. C o n s e q u e n t l y, t h rough the
f i rst ten months of FY99, the pace of income tax rev-
e nue growth slowed sharply across the re gi o n . Sales tax
receipts expanded more rapidly than income tax
receipts in eve ry state except Maine, the only state to
cut its sales tax rate this ye a r. With the prospect of
s l owing economic growth and yet another round of
tax cuts scheduled to take effect next year in some
s t a t e s , budget analysts are projecting state reve nues to
grow only between 2 and 4 percent next ye a r.

S l owing reve nue growth has not stopped the
states from accelerating spending (Chart 2). C o n s i d e r
the rates of spending growth implied by FY99 mid-
t e rm supplemental spending bills. Note that eve ry
state is planning to accelerate spending well beyo n d
the growth rate proposed by its gove rnor over a ye a r
a g o, with rates ranging from 4 percent in Connecticut
to 13 percent in Maine.

In all six states, i n c reases in outlays have been
targeted to infrastru c t u re and schools. States surv ive d
the fiscal crisis of the early 1990s and subsequently
built up re s e rve funds in part by deferring capital
s p e n d i n g . Po t h o l e s , buckling bri d g e s , leaky wa t e r-
wo r k s , c ru m bling court h o u s e s , and toxic spills have
compelled gove rnments to increase allocations to pub-
lic constru c t i o n .

As for education, the rise in the pro p o rtion of
the population between the ages of 6 and 18, and the
i n c reased re t u rn to a college education, h ave height-
ened concern about the quality of pri m a ry and
s e c o n d a ry instru c t i o n . The states have responded by
allocating a larger fraction of their budgets to school
a i d . In Ve rmont and New Hampshire, this shift has
been far more dramatic than in the other four states.
The Supreme Court of each state has ruled that heav y
reliance on the local pro p e rty tax to finance education
is unconstitutional. Each decision was based on the
p remise that, given wide interd i s t rict disparities in per
capita pro p e rty we a l t h , reliance on the pro p e rty tax
d e p rives some citizens of the right to an adequate
education guaranteed by each state’s constitution. I n
o rder to comply, Ve rmont in 1998 increased the state’s
s h a re of the cost of public schooling from 32 perc e n t
to 79 perc e n t . The requisite increase in funds has
come from a new statewide pro p e rty tax and incre a s e s
in the state’s rooms and meals tax, gasoline tax, c o rp o-
rate income tax, and sales tax. This is what caused
Ve rm o n t ’s state spending to explode in FY98, with a
50 percent incre a s e.

W h e reas Ve rmont devised a plan fairly quickly,
N ew Hampshire became mired in a long debate. T h e
p e rception was widespread that, in order to satisfy its
S u p reme Court , the state would have to enact a
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b road-based income tax, consumption tax, or both.
No other taxe s , it was argued, could raise enough rev-
e nue to fund the requisite degree of inter-distri c t
re d i s t ri bu t i o n . Ye t , N ew Hampshire has prided itself
on being the only state except Alaska with neither an
income nor a sales tax. Some argued that the absence
of these taxes is one of New Hampshire ’s most attrac-
t ive attri bu t e s . E ve n t u a l l y, the state decided on a plan
that includes neither tax. M a ny features are similar to
those adopted by Ve rmont – a statewide pro p e rty tax,
an increase in business taxe s , and a hodgepodge of nar-
row-based new taxes and tax incre a s e s . A n o t h e r
i n t e gral component of New Hampshire ’s solution is
the earmarking for school finance of most of the
s t a t e ’s anticipated payment from the national tobacco
s e t t l e m e n t . These actions are re s p o n s i ble for the 65
p e rcent increase in state spending recommended for
next ye a r.

T h e re is, h oweve r, a pro blem re m a i n i n g . T h e

plan comes up between $40 million and $90 million
s h o rt of the estimated $825 million needed to comply
with the Court ’s decision. T h a t ’s between 50 and 110
p e rcent of all of New Hampshire ’s projected re s e rve s ,
including its rainy day fund. Either the state will have
to come up with more money in the future, or the
estimate of needed funding will have to be rev i s e d
d ow n wa rd .

With such fiscal pre s s u res hanging over her head,
N ew Hampshire Gove rnor Jeanne Shaheen has not
p roposed any tax cuts for the current year or the next
b i e n n i u m . In most other states, tax cuts have been
p roposed or enacted. (See Chart 3 for estimates of the
p e rcentages of each state’s projected re s e rves and sur-
plus that would be allocated to tax cuts and spending
i n c reases under most recent plans. The charts for
M a s s a c h u s e t t s , N ew Hampshire, and Rhode Island —
still in the midst of budget debates — are gubern a t o ri-
al recommendations.) Pe rcentages dedicated to tax
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reduction range from 35 percent in Ve rmont to 0 per-
cent in Rhode Island. In fa c t , G ove rnor Almond of
Rhode Island has recommended $40 million in tax
i n c re a s e s .

These va rious fiscal changes will likely have a
significant impact on the depth of each state’s re s e rve s
( C h a rt 4). Note how sharply re s e rves have been bu i l t
up and, c o nve rs e l y, h ow dramatically they ’re going to
s h ri n k . S t i l l , eve ry state except Rhode Island plans to
keep its re s e rves-to-spending ratio at 5 percent or
h i g h e r, p ro b a bly enough to weather a moderate re c e s-
sion with only mild spending cuts.

Additional fa c t o rs affect state re s e rve s . F i rs t , t h e
c h a rt calculations do not take into account tax cuts
a l ready enacted and scheduled to take effect next ye a r.
For example, although Gove rnor Almond has re c o m-
mended about $40 million in tax increases for Rhode
I s l a n d , p reviously enacted tax reductions wo rth $80
million are also scheduled to go into effect. S e c o n d ,
some proposed tax cuts for the next budget cycle
would be phased in over several ye a rs . Their reve nu e
consequences would grow sharply over time. A n
example is Gove rnor Cellucci’s recommendation to
reduce Massachusetts’ p e rsonal income tax rate fro m
5.95 percent to 5 perc e n t . F i n a l l y, some tax cut pro-
posals that have yet to be introduced officially have

re c e ived serious attention. The foremost example is a
p roposal to reduce the income tax bu rden on the 1
p e rcent of Rhode Island’s taxpaye rs whose incomes
exceed $200,000 a ye a r. This proposal has the support
of many of the states’ most prominent business leaders .
If the proposal is enacted, t h ey promise to create 7,500
j o b s .

All in all, the fiscal condition of the New Eng-
land states remains stro n g . The re gi o n ’s policymake rs
d e s e rve high marks for discipline. T h ey know that
their situation is likely to tighten next year and, by and
l a r g e, a re conscientiously trying to plan for it. A n d , i f
we gloomy economists are proved wrong yet again,
reve nues may again exceed expectations, giving the
re gion another year of ample fiscal running ro o m .


