
Texas Budget Policy 
Part I 

Texas is where the modern conservative theory of budgeting - the 
belief that you should never raise taxes under any circumstances, that 
you can always balance the budget by cutting wasteful spending - has 

been implemented most completely. If the theory can't make it there, 
it can't make it anywhere. 

Paul Krugman 



State and Local Finances 

• State and local governments must balance their budgets. 

• budgeting process: making projections of expenses and 

revenues 

• state of the economy 

• level of funding that governments give to one another 

• States get an average of about 1/4 of their funds from DC. 

• Most of the money local governments get comes from the 

state. 



State and Local Government 
Revenues (% of total revenue) 



State and 
Local 
Finances 

• Federal funding for state and local governments is generally 
declining. 

• increase in requirement of state spending to support national 
programs and concerns 

• security costs 

• Taxes and fees vary across states. 

• rely equally on income and sales taxes 

• Some have no sales taxes, some have double digit sales taxes. 

• Some have no income tax. 

• Tax increases generally bode ill for state elected officials. 

revenue category 
Texas rank among 50 states 

(50th lowest, 1st highest) 

 tax revenue raised 49th 

sales tax dependency 2nd 

tax regressivity 3rd 

federal funds as a share of 

state government spending 
11th 



The Budget Process in Texas 

• Texas is one of only 4 states with a biennial budget. 

• The legislature convenes in January of odd-numbered years 
and writes a budget for the two-year period that begins the 
following September, covering the two upcoming state fiscal 
years. 

• The budget is contained mostly in a general appropriations 
act, which is the one piece of legislation that must pass 
before the legislature adjourns. 

• The legislature may also have to enact a supplemental 
appropriations act to make any needed changes to the fiscal 
year that has not yet ended, as well as approve passage of 
other smaller appropriations acts and revenue bills that 
could be needed in addition to the general appropriations 
act. 



The Budget Process in Texas 



The Budget Process in Texas 

• The state of Texas uses performance-based budgeting: a 

system of budget preparation and evaluation in which 

policymakers identify specific policy goals, set performance 

targets for agencies and measure results. 

• The governor defines the mission of state government, sets 

goals and identifies priorities. 

• Each state agency develops a strategic plan for 

accomplishing one or more goals, creates a budget to 

support its strategic plan and submits the strategic plan and 

budget to the governor and the Legislative Budget Board. 



The Budget Process in Texas 

• The Legislative Budget Board (LBB) is an agency created by 

the legislature to study state revenue and budgetary needs 

between legislative sessions and prepare budget and 

appropriations bills to submit to the legislature.  

• The LBB and the governor’s staff hold hearings at which 

agency administrators explain and defend their requests. 

• During the last few months of the year, the LBB drafts an 

appropriations bill, which is a legislative authorization to 

spend money for particular purposes. 

• Legislators introduce the LBB draft in the House and Senate 

as the basis for legislative deliberations on the budget for 

the next biennium. 



The Budget Process in Texas 

• The Texas constitution prohibits the adoption of a budget that 

is in deficit. 

• budget deficit: amount by which budget expenditures 

exceed budget receipts 

• The state comptroller estimates state revenues for the 

upcoming biennium and any spending bill must fall within 

the comptroller’s revenue projections unless the legislature 

votes by a 4/5 majority to run a deficit. 

• The Texas constitution also caps spending to the rate of 

economic growth, and at the beginning of a legislative 

session the comptroller projects the rate of economic growth 

in the state for the next 2-year period. 



January 2017 Biennial Revenue Estimate 



2017 House Appropriations Chair 
John Zerwas and Senate Finance 

Chair Jane Nelson 

The Budget Process in Texas 

• The appropriations bill must pass in both the House and 
Senate in a fashion similar to other bills. 

• The Senate Finance Committee makes recommendations to 
the Senate floor and the House Appropriations Committee 
makes recommendations to the House floor. 

• In most instances differences in the appropriations bill 
between the House and Senate are ironed out in a House-
Senate conference committee. 

• Once legislation receives final legislative approval, it goes to 
the governor, who has line-item veto power. 



The Budget Process in Texas 

• The governor and the LBB share budget execution authority: 

the power to cut agency spending or transfer money 

between agencies during the period when the legislature is 

not in session. 

• The cycle begins anew in the next legislative session. 

• For more details on the budget process see The Texas 

Legislature Part III presentation. 



Taxes in Texas 

• Texas raises around half of its total revenue from taxes. 

• Because it does not have an income tax, the general sales tax 

is the most important state tax, generating more money than 

any other source. 

• Texas gets two-thirds of its tax revenue from sales and 

excise taxes, compared to a national average of around 

one-third. 

• Since the tax burden falls on consumption-related taxes, 

consumption takes up a much greater share of a low-

income family’s budget than a wealthier family’s. 



Tax 
2017 % of 

Total Revenue 
% Change 
from 2016 

Sales Tax 26.0% 2.3% 

Motor Vehicle Sales/Rental Taxes 4.1% -1.8% 

Motor Fuels Taxes 3.2% 2.0% 

Franchise Tax 2.9% -16.5% 

Insurance Taxes 2.1% 6.7% 

Natural Gas Production Tax 0.9% 69.8% 

Cigarette and Tobacco Taxes 1.4% 9.7% 

Alcoholic Beverages Taxes 1.1% 3.0% 

Oil Production Tax 1.9% 23.6% 

Inheritance Tax 0.0% N/A 

Utility Taxes 0.4% 0.9% 

Hotel Tax 0.5% 1.8% 

Other Taxes 0.2% 14.2% 

Taxes in Texas 

• No income-tax states have average to low taxes overall. 

However, these states’ disproportionate reliance on sales and 

excise taxes make their taxes among the highest in the entire 

nation on low-income families. 

• Other major state taxes include a motor fuels tax, a tax on 

motor vehicles sales and rental, a corporation franchise tax, 

and taxes on oil and natural gas production. 

 



The Texas Regressive Tax Structure 

• progressive tax: tax level increases as the wealth or ability of 

an individual or business to pay increases 

• regressive tax: tax level increases as the wealth or ability of 

an individual or business to pay decreases 

• The Texas tax structure is the 3rd most regressive in the US, 

meaning low- and moderate- income families are required to 

contribute a disproportionate share of their income to the 

support of vital public services. In other words, it takes a 

much greater percentage of income from a low- or moderate-

income family than from a higher-income family, pushing 

down those families who are struggling to make it into the 

middle class. 



The Texas Regressive Tax Structure 



The Texas Regressive Tax Structure 

• High-income earners in Texas pay some of the lowest state 
and local taxes compared to other states. 

• Nationwide, the poorest 20% of Americans pay an average of 
10.9% of their income in state and local taxes, while the top 
1% pay an average of 5.4% ... the share of income that the 
wealthiest pay in state and local taxes is roughly half the 
share of the lowest-income earners. 

• In Texas, the top 1% pay, on average, 2.9% of their income in 
state and local taxes (one of the lowest rates in the nation), 
while the lowest 20% of earners pay an average of 12.5% of 
their income in state and local taxes (one of the highest rates 
in the nation). That comes out to a tax burden for low-income 
Texans that’s roughly 4.3 times as high as for the top 1%. 



Texas Revenues by Source 

Various Sources of State Revenue and Their Relative Importance 
Note the dependence on federal funds and the sales tax. 



Taxes: 
General Sales Tax 

• ...tax on the retail sale of taxable items ... not all sales are 
subject to taxation 

• In 2017, the average Texan paid $2,511.05 in sales taxes, 
among the top 10 highest sales taxes in the nation, and 
$251.90 in gas taxes. 

• Texas has a relatively high sales tax rate. 

• The growth of internet sales has undermined the state sales 
tax base to some degree. 

• Groceries as well as most prescription and non-prescription 
medications are exempt from sales tax in Texas. All other 
products aimed for purchase in retail are taxable. 

• In other states clothes, groceries and drugs are taxed at 
lower rates; in others there are higher sales taxes on 
expensive goods, certain medications and junk foods. 



Taxes: 
Excise (Select Sales) Taxes 

• ...tax levied on the manufacture, transportation, sale or 

consumption of a particular item or set of related items ... 

also known as differential commodity taxes 

• Excise taxes are considered indirect taxes because they are 

not charged directly to individuals. In most cases, the excise 

tax is paid by the producer or seller of an item and the cost is 

then included in the sale price of the item and passed on to 

the consumer ... further increasing the regressivity of the 

system. 

• examples: motor fuel, motor vehicles sales and rentals, 

alcohol and cigarettes, cell phone service plans (10th 

highest in nation) 



sin tax sources 2015 collections 
share of total Texas tax 

revenue 

alcoholic beverage 

taxes 
$1,138,775,576 2.16% 

cigarette and 

tobacco taxes 
$1,532,414,267 2.90% 

gambling $1,155,810,492 2.19% 

total sin taxes $3,829,656,214 7.25% 

Taxes: 
Excise (Select Sales) Taxes 

• Texas collects an average of $543 in yearly excise taxes per 

capita, higher than 64% of the other 50 states and the 9th 

highest total sales and excise burden at 4.42% of income. 

• One type of excise tax is the sin tax: a levy on an activity that 

some consider morally objectionable, such as smoking and 

drinking. 



Taxes: 
Corporate Franchise (Margins) Tax  

• ...a state levy on corporations, which is the primary tax 

assessed by Texas government on business 

• Corporations must pay annually the greater of two amounts:  

0.25% of their net taxable capital or 4.5% of corporate profits 

reported to the federal government for tax purposes 

• In 2016, the corporation franchise tax generated 2.9% of 

state revenue. 

• The franchise tax is relatively low and the tax has limited 

coverage. 



Taxes: 
Severance Taxes  

• ...a tax levied on natural resources at the time they are taken 

from the land or water 

• The most important taxes are levied on the production of oil 

and natural gas. 

• Texas severance taxes are relatively low: on oil  it’s 4.6% of 

the market value of oil produced, and on natural gas 7.5% 

of market value. 

• The importance of severance taxes has diminished 

considerably over the last 20 years with the decline in oil and 

gas production. 



Taxes: 
Other Taxes  

• Other state taxes include an insurance company tax, utility 

taxes and an inheritance tax. 

• In addition the state collects taxes on pari-mutuel wagering, 

a system for gambling on horse and dog racing. 

• No one of these taxes accounts for as much as 2% of the 

state’s total revenue, but collectively they are an important 

part of the state’s revenue picture. 



Should Texas have a personal 
income tax? 

• Texas is one of only 7 states without a personal income tax. 

• Income tax advocates argue that the state’s tax system, which 

relies heavily on consumer taxes, is incapable of generating 

sufficient revenue to meet the growing demand for state 

services. 

• Tax reformers believe that a personal income tax would be a 

fairer way to raise revenue than the state’s current tax system, 

which falls disproportionately on the poor and middle class. 

• Income tax opponents question its fairness. 

• Opponents of a state income tax believe that the real goal of 

its supporters is to raise revenue to pay for a bigger, more 

intrusive state government. 



Analyzing the Texas Tax System 

• A study of state tax systems reveals that states tend to adopt 
those taxes that are the easiest to impose. 

• States that industrialized early, such as Michigan, were more 
likely to rely on a corporate income tax than were states that 
were slow to industrialize, such as Texas. 

• State tax policy also reflects politics and the power of groups 
to shape policies. 

• In Texas, the reliance of the state on severance and sales 
taxes is the result of the state’s past mineral wealth and the 
relative strength of its retail sales base in the 1960s when the 
sales tax was first imposed. 

• The late-developing manufacturing sector and relatively low 
average levels of personal income help account for the 
absence of corporate and personal income taxes. 



Analyzing the Texas Tax System 

• State and local taxes measured as a share of our total 

personal income has been falling. Over the last two decades, 

if state and local taxes had merely been held constant as a 

share of growing total personal income, the legislature would 

have had tens of billions of additional dollars. 

• The present tax structure has begun to fail to provide 

sufficient revenue to cover the cost of government, forcing 

the legislature and the governor to increase taxes, reduce 

services or adopt some combination of the two. Thus far the 

strategy has involved mainly service cuts. 

• Making matters worse, because of decisions made in 2006, 

Texas now begins every budget cycle roughly $10 billion 

short (what is often called the state’s structural deficit). 



Analyzing the Texas Tax System 

• long-term structural deficit: occurs when government 

revenue fails to grow at the same rate as its obligations to its 

citizens and vital services cannot be maintained 

• structural deficit: also used in Texas to describe a tax swap 

made in 2006 that ultimately led to a $10 billion revenue hole 

every biennium 

• The Texas Supreme Court instructed the legislature to give 

school districts, most of which were taxing at the maximum 

permissible rate and unable to raise rates further to 

generate more revenue, meaningful discretion to set local 

tax rates. 



Analyzing the Texas Tax System 

• structural deficit 

• The legislature responded by requiring school districts to 

reduce their school property tax rates by 1/3 but 

committed to replacing the revenue so that the school 

districts would maintain their total state/local revenues. 

• To fund this commitment, the state reformed the franchise 

tax and increased the cigarette tax. However, the new state 

revenue raised fell some $10 billion short of replacing the 

revenue lost by the school districts’ mandated property tax 

reduction. 

• This $10 billion hole will appear in every state budget until 

the legislature fills it with additional revenue. 



Analyzing the Texas Tax System 



Analyzing the Texas Tax System 

• In writing a budget for the next biennium, the legislature has 

to make sure it balances but once the biennium actually 

starts, the budget can change on both the spending and 

revenue sides. 

• If less revenue comes in than was originally forecast, the 

resulting budget shortfall must be dealt with by the next 

legislature before tackling the next budget. 

• If more revenue comes in than is appropriated, the state 

ends that biennium with a balance. (A carry-forward 

balance can never be considered a surplus if there are 

postponed payments, deliberate underfunding of vital 

services and/or money not used for their intended 

purposes.) 
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Analyzing the Texas Tax System 



continued in 
Texas Budget Policy Part II 


