MINUTES
CITY-COUNTY COMMON
COUNTY-CITY BUILDING, ROOM 113
MONDAY, AUGUST 5, 2013
12:45 P.M.

Present: County Commissioner Jane Raybould, Chair; City Councilman Carl Eskridge, Vice
Chair; Larry Hudkins and Deb Schorr, County Commissioners; Jon Camp, Roy Christensen,
Doug Emery, Trent Fellers, City Council Members; Mayor Chris Beutler

Absent: Roma Amundson and Brent Smoyer, County Commissioners; Jonathan Cook and
Leirion Gaylor Baird, City Council Members

Others Present: Cori Beattie, County Clerk’s Office

Aadvance public notice of the City-County Common Meeting was posted on the County- City
Building bulletin board and on the Lincoln and Lancaster County, Nebraska, web sites.

The Chair noted the location of the Open Meetings Act and opened the meeting at 12:45
p.m.

AGENDA ITEM

1 APPROVAL OF THE CITY-COUNTY COMMON MEETING MINUTES OF
JUNE 3, 2013

MOTION: Hudkins moved and Camp seconded approval of the minutes of the June 3,
2013 City-County Common Meeting. Hudkins, Schorr, Raybould, Camp,
Christensen, Emery, Eskridge and Fellers voted aye. Beutler, Amundson,
Smoyer, Cook and Gaylor Baird were absent from voting. Motion carried 8-0.

2 NEBRASKA STATE BUDGET HIGHLIGHTS AND THE FOCUS OF THE TAX
REFORM COMMITTEE - Renee Fry, Executive Director, Open Sky Policy
Institute

The following documents were distributed:

1. Nebraska Taxes at a Glance (Exhibit A)

2. Transactions and entities exempt from Nebraska sales tax (Exhibit B)
3. Services in Nebraska: What is and isn’t taxed (Exhibit C)

Renee Fry, Executive Director, Open Sky Policy Institute, gave a PowerPoint presentation
entitled, “Clear Thinking for a Stronger Nebraska” (Exhibit D).

Fry provided a brief overview of the State’s general fund budget noting the majority goes to
education and health and human services. She noted general fund spending has fallen
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primarily in the areas of K-12 education and transportation/infrastructure, although, this
trend for the latter will soon reverse due to LB84 which diverts ¥4¢ of sales tax to
transportation. State aid to local governments has also declined.

Fry said there has been a lot of discussion regarding the cash reserve. She said Nebraska is
at the recommended minimum of 16.2%.

With regard to State revenues, the breakdown is: 50% individual income tax; 40% sales tax;
7% corporate income tax; 2% excise tax; and 1% other.

At the local level, Fry said property tax revenue is almost as much as income and sales tax
revenue combined and is increasing at a rate faster than inflation. She noted Nebraska is
becoming more reliant on property taxes but not because local governments are
overspending. She explained that state aid and local taxes tend to mirror each other, i.e.,
when there is a decrease in state aid to local government, local taxes increase. Fry said over
the past decade, counties have become 5% more reliant on property taxes while
municipalities only slightly more reliant likely due to the fact that they have more options
available to them to generate revenue.

Fry discussed tax expenditures by type, noting the largest is sales tax exemptions. She
stressed that business inputs (roughly 61% of sales tax exemptions) should not be taxed
because it would create pyramiding within goods. Fry said Open Sky feels strongly that more
services should be taxed to help with the eroding sales tax base.

In response to Camp’s question, Fry said South Dakota taxes about everything as they do
not have an income tax. Many states are also looking to broaden their tax bases. She
added Nebraska currently taxes 77 of 168 services.

Beutler arrived at 1:03 p.m.

Fry reviewed Nebraska’s structural deficit over the past decade noting the State has
projected annual revenue shortfalls since 2004. She said this is one reason why Open Sky
has been recommending modernization of the tax code as the impact has been to push State
obligations to the local level, thus, increasing the reliance on property tax.

With regard to inheritance tax, Raybould said Lancaster County would need to increase the
mill levy by four cents to offset the loss of this revenue.

In reference to the Tax Modernization Committee, Fry provided a brief overview of its
members and subcommittees. Various presentations are underway with public hearings to
begin in September.

Hudkins questioned how many surrounding states collect sales tax on food. Fry said she did
not have the statistic with her but could get it. With regard to rebates, Fry said it depends
on income and the number of dependents. She noted while one expert recommended taxing
food, doing so obviously poses some political challenges.
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Camp questioned if research has been done on the administrative cost of collecting taxes.
Fry said although this issue has not been specifically reviewed, she did not feel cost would be
a huge factor due to electronic technology. She added the ultimate goal is simplicity. Camp
noted collecting additional taxes could be a burden on small businesses.

Fry discussed the challenges faced by the Committee. There was concern about the short
time line with regard to gathering public input and making significant policy decisions. Fry
noted the Open Sky Policy Institute web site (www.openskypolicy.org) also has additional

resources available for review.

In response to Schorr’s inquiry, Fry said in speaking to some State Senators, it didn’t appear
that there was a lot of interest in changing inheritance tax, although, it is likely not entirely
off the table.

Raybould asked what tools counties and cities could explore as a way to increase revenue.
Fry mentioned some states utilize local income and payroll taxes, as well as occupation
taxes.

Christensen questioned whether any analysis has been done on how the method and point of
taxation impact economic activity. Fry said job growth is very important to the Committee
and competitiveness is one of the components to be reviewed. In terms of sales tax, she
said there was not a lot of discussion on competitiveness other than on business inputs.
There will be more discussion on the personal and corporate income tax sides. (Nebraska
ranks 33" for corporate income tax and 25" for personal income tax.) Fry said changing
these by a few points would not stem much economic activity.

Eskridge inquired about the loss of revenue on internet sales. Fry estimated it to be
$98,000,000 at the state level and $12,000,000 locally.

3 ADJOURNMENT
MOTION: Camp moved and Hudkins seconded to adjourn the meeting at 1:39 p.m.
Camp, Christensen, Emery, Eskridge, Fellers, Beutler, Hudkins, Raybould, and

Schorr voted aye. Amundson, Smoyer, Cook and Gaylor Baird were absent
from voting. Motion carried 9-0.

Submitted by Cori Beattie, County Clerk’s Office

NOTE: Copies of the March, 2013, Open Sky Policy Institute primer were distributed after
the meeting (Exhibit E).
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EXHIBIT

3
z :
Nebraska taxes at a glance
Tax revenue in Nebraska (FY12):
State tax revenue: Major local tax revenue:
e Individual income tax — $1.8 billion o Property tax — $3.2 billion
o Sales and use tax — $1.6 billion e Local option sales tax — $340 million
e Gas and fuel taxes — $322 million ¢ Inheritance tax — $43 million
e Corporate income tax — $235 million
o Other state taxes’ — $214 million

National ranking, state/local taxes: 22" as share of personal income

Nebraska’s tax system is regressive

Total @ Sales & Excise Taxes
@ Property Taxes @ Income Taxes
BFederal DeductonOffset )

12%

Share of Family Income
E 3
*

|
(]
&
NP

Lowest Second Middle Fourth Next 15% Next4% Top 1%
20% 20% 20% 20%

2010 State and Locpl Taxes, Non-eldery Taxpayers.
Source: instiute on Taxabon and Economsc Policy

Sales tax
Rate: 5.5% with up to 2% additional local option
National ranking: 28" as share of personal income
What’s taxed: Goods, some services
What’s not: Many services, food
More about the sales tax:
o $4.1 billion in exemptions reported in 2012. Many are business inputs.
o Quarter-cent sales roads diversion started July 1
o $98 million lost yearly in untaxed Internet/catalog sales?
o State taxes 77 out of 168 services taxed elsewhere. 3 Loss of $450 million-$500 million in
potential revenue?

! Includes excise laxes on alcohol, tobacco, and keno, business and franchise laxes, and insurance premium lax.

2 National Conference of State Legislatures, Collecting E-Commerce Taxes: An Interactive Map. Based on stale and local sales tax collections in 2012,
the stale’s share is approximalely 83 percent, or $98 million of the $118 million total estimated by NCSL.

3 Federation of Tax Administrators, Sales Taxation of Services, 2007 Survey

* Bill Lock, Memo Re: LR161, LR166, & LR 97 (Committee on Revenue: December 2009). Estimales have varied. The 2002 Tax Expenditure Report
estimated $791 million, but this included many services, such as medical services, that are not considered feasibly taxable. Another estimate that looked
only at a list of 30 services commonly laxed in Nebraska's border states estimaled that expanding the sales tax to those services would generate $60
million per year. Estimates focusing on all feasibly taxable services have come in between $450 million and $500 million.



Personal income tax (PIT)
Rates (for married couples filing jointly, beginning 2014):
e 2.46% up to $5,999 income
o 3.51% from $6,000 to $35,999
o 5.01% from $36,000 to $57,999
e 6.84% for income mare than $58,000
National ranking: 25" as share of personal income
More about the individual income tax:
» 59% of Social Security benefits exempt®
Standard Deduction — $11,900 for married couple in 2012
Personal Exemption Credit — $123 per exemption in 2012
Earned Income Tax Credit (EITC) — 10% of federal EITC
Itemized deductions for items like mortgage interest and medical expenses
Special deductions for items like college savings plans, special capital gains

Corporate income tax (CIT)

Rate: 5.58% on first $100,000 of taxable profit, 7.81% on amounts above $100,000

National ranking: 33 as share of personal income

Who pays: Mostly large, publicly-traded companies

Who doesn’t; S-Corps, partnerships, LLCs. Such businesses pay through the personal income tax
Business incentives: Nebraska Advantage Act, other programs reduce CIT/other taxes for

qualifying companies

Property tax
Rate: Varies by locality. Raises more money than any state tax.
National ranking: 17" as share of personal income
Levies:
o Total levy limits — $2.06-$2.19 per $100 of property value
$1.05 limit for school districts
50-cent limit for counties and subdivisions, municipalities
Other limits for smaller governments like natural resources districts and community colleges

Levies can be overridden by local voters

Gas tax
Rate: 26.3 cents per gallon for second half of 2013

National ranking: 24"

Inheritance tax
Rates:
e Spouses -- exempt
e Close relatives and siblings — first $40,000 exempt, 1% on remainder
e Remote relatives — first $15,000 exempt, 13% on remainder
o Non-relatives — first $10,000 exempt, 18% on remainder
Nationally: Five other states have inheritance taxes. 13 have estate taxes -- Nebraska does not
County impact: Ranges from less than 1% to more than 20% of county budgets

5 This percentage is a stalewide total. Amount exempled varies from 15% to 100% based on a family’s income. A federal calculation is used to
determine the amount of Social Security benefits included/excluded in Adjusted Gross Income. NE Department of Revenue Statistics of Income. Table
B4: Individual Income Tax Data by Size of Adjusted Gross Income, all returns, tax year 2011.



Transactions and entities exempt from Nebraska sales tax

Business across state lines

¢ Aircraft owned by an out-of-state
resident or business

¢ Property purchased in other states
to be used in another state

¢ Property shipped out-of-state

o Property taxed in another state

e  Property to be transported out-of-
state

o  State reciprocal agreements for
industrial machinery

Commercial agriculture
e  Agricultural chemicals

Agricultural machinery

Feed or water for livestock

Livestock

Mineral oil as dust suppressant
Oxygen for use in aquaculture.
Seeds sold to commercial producers
Veterinary medicine for livestock
Water for irrigation

Common carrier

e Common or contract carrier
accessaries

e Common or contract carrier safety
equipment

 Common or contract carrier vehicles
and repair parts

s Railroad rolling stock and repair
parts

Consumer goods
e  Prescription drugs
Durable medical equipment
Nondurable medical equipment
Merchandise trade-ins
Motor vehicle/motorboat trade-ins
Motor vehicle discounts for the
disabled
Newspapers
e Tele-floral deliveries ordered in
other states

Enerqy
e Aviation fuel

EXHIBIT
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Energy used in agriculture

Energy used in industry

Minerals, oil, and gas severed from
the ground.

Motor fuels

Church meals

Concessions

Food for elderly, handicapped, and
Supplemental Security Income
recipients

Food for human consumption
(groceries)

Meals provided by hospitals or other
institutions to patients or inmates
Meals provided to students and
campers at a flat rate

School lunches and other food sold
at schools

Supplemental Nutrition Assistance
Program (SNAP)

General business

1201 O Street, Suite 10, Lincoln, NE 68508 | 402-438-0384 | OPENSKYPOLICY.ORG

Biochips

Community-based energy
development project purchases
Componentingredient parts
Containers holding tax-exempt
contents

Data centers

Horse racetracks
Intercompany leases
Intercompany sales
Manufacturing machinery and
equipment

Molds and dies

Nonretlurnable containers

Sale of a business or farm
machinery

Sales for resale

Transfer of property in change of
business ownership

Water used for manufacturing
purposes




Transactions and entities exempt from Nebraska sales tax

Miscellaneous

Cash discounts/coupons

Casual sales (i.e. garage sales)
Lease-to-purchase agreements
Separately-stated finance charges
Separately-stated taxes

Nonprofits, government-related, and
other exempt entities and events

1201 O Street, Suite 10, Lincoln, NE 68508 | 402-438-0384 | OPENSKYPOLICY.ORG

Churches and nonpreofit colleges
and medical facilities

Contractor as purchasing agent for
public agencies

Fine art purchases by a museum
Foreign diplomats

Licensees of the state racing
commission

Nebraska Investment Finance
Authority

Nebraska Lottery

Nebraska State Fair Board
Nonprofit corporations formed by
exempt governmental entities
Nonprofit Nebraska-licensed health
clinics

Nonprofit Nebraska-licensed mental
health centers

Political campaign fundraisers
Political subdivisions of the State
Public or private educational
institutions

Public records

Purchasing agents for public
construction improvements
Sales by religious organizations
Sales on Native American Indian
reservations

School-supporting fundraisers
U.S. government

Wyuka Cemetery

L
open sky
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Services in Nebraska: What is and isn't taxed

Admissions and amusements
Taxed:
e Membership fees in private clubs
Direct Satellite TV
Cable TV services
Billiard parlors
Bowling alleys
Pari-mutuel racing events
Admission to cultural events
Circus/ fair admission and games
Amusement park admission and
rides
¢ Admission to professional sports
events
s Movie rental
Untaxed:
e Admissions to school events
¢ Admission to college sports events
¢ Admission to statewide sports
events
o Admission charged by organizations
dedicated to youth development and
healthy living
s Entry fees for youth sports events
s Pinball and other mechanical
amusements
e Coin operated video games
Rental of films and tapes by
theaters
* Syndicated programming

Agricultural services
Taxed:
e Horse boarding and training (not
race horses)
e Pet grooming

Untaxed:
e Landscaping services (including
lawn care)
» Veterinary services (both large and
small animal)

» Animal grooming in conjunction with
medical treatment

¢ Commercial arlificial insemination

e Services provided to livestock.

e  Soil preparation, custom baling,
other agricultural services

OPENSKYPOLICY.ORG

1201 O Street, Suite 10, Lincoln, NE 68508 | 402-438-0384 |
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Automotive services
Taxed:
e Road and towing services
e Washing and waxing
e  Motor vehicle painting
o Rustproofing and undercoating
Untaxed:
e Repair labor on motor vehicles
¢ Auto service. except repairs, incl.
painting & lube
e Parking lots & garages

Business services
Taxed:
e Packing and crating
Armored car services
Private investigation services
Security services
Maintenance and janitorial services
Window cleaning
Pest extermination
Commercial art and graphic design
Tire recapping and repairing
Commercial linen supply
Sign construction and installation
Photocopying services
Photo finishing
Printing
Untaxed:
o Telephone answering service
s  Credit information, credit bureaus
s Employment agencies
s Advertising agency fees (not ad
placement)
Interior design and decorating
Temporary help agencies
Test laboratories (excluding
medical)
Check & debt collection
Secretarial and court reporting
services
» Lobbying and consulting
s Public relations, management
consulting




Services in Nebraska: What is and isn’t taxed

Marketing

Process server fees

Telemarketing services on conltract
Billboard advertising

Newspaper advertising

Magazine advertising

Radio & television, local advertising
Radio & television, national
advertising

Conference bridging services
Nonvoice data services

Prepaid calling arrangements
Telecommunications access
charges

Computer/online services
Taxed:
o Custom software -- material -
Professional service
e Custom software programs —

material

= Modifications to canned software
program

e Package or canned software
program

e Downloaded new software

e Movies/Digital Video - Downloaded

e Books - Downloaded

s  Music - Downloaded

e  Other Electronic Goods —
Downloaded

Untaxed:

e Information services

s Internet Service Providers -DSL or
other broadband

s Mainframe computer access and

processing serv.

Data processing services

Online Data processing services

Internet Service Providers — dialup

Computer consulting

Web page creation

Software/hardware upgrade

services

OPENSKYPOLICY.ORG

1201 O Street, Suite 10, Lincoln, NE 68508 | 402-438-0384 |
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Construction/fabrication/repair
Taxed:

Labor and repairs to commercial
fishing vessels

Labor charges on aircraft repair
Installation charges if not annexed
to real estate

Repair labor, generally

Repair material, generally

Labor on radio/TV repairs; other
electronic equipment

Labor charges on repairs of other
tangible property

Custom processing (on customers
property)

Taxidermy

Welding labor (fabrication and
repair)

Service contracts sold at the time of
sale of tangible personal property
Custom fabrication labor

Untaxed:

Water well drilling

Contractor labor, generally

Labor and repairs or remodeling of
real property

Repair labor on tax-exempt goods
Repair labor for common/contract
carriers

Repair labor on railroad rolling stock
Repair labor delivered under
warranty

Custom meat slaughtering, cutting
and wrapping

Labor for items to be shipped out-of-
state

Services an agricultural and
manufacturing machinery and
equipment

Finance, insurance and real estate (All
untaxed)

Tickertape reporting (financial
reporting)

Investment counseling

Insurance services




Services in'Nebraska: What is and isn't taxed

e Property sales agents (real estate or
personal)

* Real estate management fees
(rental agents)

¢ Real estate title abstract services

s Service charges of banking
institutions

» Loan broker fees

Industrial and mining services
Taxed:
o Typesetting service; platemaking for
the print trade
Untaxed:
¢ Qil Field Services
e Seismograph & Geophysical
Services
¢ Metal, non-metal and coal mining
services

Leases and rental services
Taxed:
e Trailer parks -- overnight
e Aircraft rental to individual pilots,
long term
¢ Long-term automobile lease
o Aircraft rental to individual pilots,

short term

» Personal property, short term
(generally)

= Personal property, long term
(generally)

e Buildozers, draglines and
construction machinery, short term
» Bulldozers, draglines and
construction machinery, long term
¢ Rental of hand tools to licensed
contractors
e Short-term automobile rental
¢ Hotels, motels, lodging houses
Untaxed:
o Limousine service (with driver)
Chartered flights (with pilot)
Dormitories
Long-term lodging (30+ days)
Room rentals by certain Nebraska-
licensed institutions

OPENSKYPOLICY.ORG
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Personal services

Taxed:

Water softening and conditioning
Carpet and upholstery cleaning
Garment services (altering and
repairing)

Shoe repair

Gift and package wrapping service
Health clubs, tanning parlors,
reducing salons

Diaper service

900-number services

Tuxedo rental

Untaxed:

Laundry and dry cleaning services,
coin-op and non-coin-op
Swimming pool cleaning &
maintenance

Income from funeral services
Fishing and hunting guide services
Massage services

Daling services

Barber shops and beauty parlors
Debt counseling

Bail bond fees

Personal instruction (dance, golf,
tennis, etc.)

Tax return preparation

Professional services (All untaxed)

Land surveying

Accounting and bookkeeping
Architects

Attorneys

Engineers

Dentists

Medical test laboratories
Nursing services out-of-hospital
Physicians

Travel agents

Storage (All untaxed)

1201 O Street, Suite 10, Lincoln, NE 68508 | 402-438-0384 |

Automotive storage
Marina service (docking, storage,
cleaning, repair)




Services in Nebraska: What is and isn't taxed

Fur storage

Mini-storage

Household goods storage
Cold storage

Packing and crating

Food storage

Marine towing service (incl.
tughoats)

Transportation services (All untaxed)

e Income from intrastate
transportation of persons

Income from taxi operations
Intrastate courier service

Interstate air courier (billed in-state)
Local transit (intra-city) buses

Utility services — industrial

Taxed:
e Sewer and refuse, industrial
« Walter
e Electricity
e Natural gas
e Other fuel {including heating oil)
e Intrastate telephone and telegraph

o  Cellular telephone services
Untaxed:
e |Interstate telephone & telegraph

Utility services — Residential

Taxed:
» Sewer and refuse, residential
o Water
e Natural gas
o Electricity
e  Other fuel (including heating
oil)Intrastate telephone and
telegraph
» Cellular telephone services
Untaxed:

o Interstate telephone & telegraph

Other taxed services:
¢ Satellite programming
¢ Telephone and cable installation

1201 O Street, Suite 10, Lincoln, NE 68508 | 402-438
OPENSKYPOLICY.ORG
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About OpenSky Policy
Institute

We are a non-partisan think tank
focused on fiscal policy in Nebraska.

Our mission Is to Improve opportunities
for every Nebraskan by providing
impartial and precise research,
analysis, education, and leadership.

||||||||||||||| for a stronger Nebraska



Education, Health Care Top Spending

General Fund Expenditures, FY 11-12

Agriculture, Transportation and

Environment & Humanities Infrastructure Iéi?)?\g?nnig
Natural Resources $17,939,902 $16,908,088 Development
<1% 0
$38,273,197 0 <1% $6,476,074

1% <1%
General
Government
$156,629,137

5%

Public Safety and
Law Enforcement
$317,672,714

9% K-12 Education
$1,024,084,084
30%
Medicaid &
Total: $3.45 billion CHIP

$576,385,969
Sources: OpenSky analysis of 17%
data from Legislative Fiscal
Office and Department of
Administrative Services

: - Higher
Accounting Division Health and Edu?:ation
Human Services $627.403.585
Note: Percentages do not sum (Non-Medicaid) 18%

to 100 due to rounding $663,934,522

’ ‘ 19%
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State Spending in Nebraska Has Fallen

General Fund Appropriations per $1,000 of NE Personal Income,
FY 98-99 to FY 14-15

$52 -
$51 -
$50 -
$49 -
$48 -
$47 -
$46 -
$45 -
$44 -
$43 : : : : : : : : : : : : : : '
FY FY FY FY FY FY FY FY
99-00 01-02 03-04 05-06 07-08 09-10 11-12 13-14
Sources: Department of Administrative Services Accounting Division and Budget Division, Legislative
’ ‘ Fiscal Office, Nebraska Economic Forecasting Board, Congressional Budget Office, and US Bureau of
oben S]( Economic Analysis data.
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Spending Trends in Major Budget Areas
General Fund Appropriations per $1,000 of Nebraska
Personal Income

ek -12 Education

amm|\edicaid + CHIP

«===Health and Human
Services (Non-
Medicaid)

e=mHigher Education

«==Public Safety and
Law Enforcement

FY FY FY FY FY FY FY FY
99- 01- 03- 05- 07- 09- 11- 13-
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)(

Sources: NE Legislative Fiscal Office, US Bureau of Economic Analysis
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Transportation and Infrastructure Spending has

Declined

General and Cash Fund Expenditures
per $1,000 of Nebraska Personal Income
$16

$15

$14

$13

$12

$11

$10 T
FY 99-00 FY 01-02 FY 03-04 FY 05-06 FY 07-08 FY 09-10 FY 11-12

Sources: OpenSky analysis of Department of Administrative Services Accounting Division, Legislative
Fiscal Office, and US Bureau of Economic Analysis data.
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State Support for Local Governments Declining

Aid* to Municipalities, Counties, and School Districts per $1,000 of
Nebraska Personal Income, FY 00-01 to FY 11-12

$22

$21

$20

$19

$18

$17

$16

FY 00-01 FY 02-03 FY 04-05 FY 06-07 FY 08-09 FY 10-11

*This includes the following programs: all state aid to K-12 schools, State Aid to Cities, State Aid to Counties,
State Prisoner Reimbursement, County Property Tax Relief, Insurance Premium Tax distributions, Motor Vehicle
Fees, Highway Allocation and Incentive, Municipal Infrastructure Redevelopment Fund, and Municipal

’ ‘ Equalization Aid. Includes federal stimulus funds used to replace state funds in the TEEOSA school aid formula.

Sources: OpenSky analysis of State Auditor of Public Accounts local budgets, Legislative Fiscal Office,
Department of Revenue, and US Bureau of Economic Analysis data.
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Rainy Day Fund Approaching a

Healthy Balance

Cash Reserve Fund Balance as Share of General Fund
Budget, FY 83-84 to FY 14-15

===Balance as Share of Revenues ==Recommended Minimum

20%
18%
16%
14%
12%
10%
8%
6%
4%
2%
0%

FY FY FY FY FY FY FY FY FY FY FY FY FY FY FY FY
84- 86- 88 90- 92- 94- 96- 98 00- 02- 04- O06- 08- 10- 12- 14-
85 87 89 91 93 95 97 99 01 03 05 07 09 11 13 15
Sources: Legislative Fiscal Office, Nebraska Economic Forecasting Board, Government Finance Officers Association

’ ‘ Sources: Legislative Fiscal Office, Nebraska Economic Forecasting Board,
Government Finance Officers Association
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Federal Revenues Have Grown as Share of
Nebraska Budget

40%

Percent of Total Governmental Revenues

O% [ 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 ]
FY FY FY FY FY FY FY FY FY FY

93- 95- 97- 99- 01- 03- 05- 07- 09- 11-
96 98 00 02 04 06 08 10 12

94
’ ‘ Source: Department of Administrative Services Accounting Division, Comprehensive Annual Financial
Reports
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Most Revenue Comes from Sales and
Individual Income Taxes

General Fund Tax Revenues, FY 12

Excise Other*
Corporate  $73,477,570 $53,431,064
Income 2% 1%

$234,266,238
7%

Total: $3.61 billion

Sources: Department of
Administrative Services Accounting
Division, Annual Budgetary Report
(December 2012).

* Other taxes are primarily Business
and Franchise Taxes and special
income taxes on fiduciary income

and financial institutions.

) ¢
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Major State and Local Tax Revenues
Taxes per $1,000 of Nebraska Personal Income, 1995-2012

$50 -

e=»Property
Taxes
$45 - (Local)
$40 esw|ndividual
Income Tax
$35 - (State)
$30 - emmSales & Use
Tax (State)
$25 -
’M e=Sales & Use
$20 - Tax (Local
Option)
$15
emwMotor Fuels
$10 - Taxes
(State)
$5 -
esmCorporate
Income Tax
$0"""""""""'(State)
1996 1998 2000 2002 2004 2006 2008 2010 2012

*State data are for fiscal years (2012 = FY 11-12); local data are for calendar years
’ ‘ Sources: Department of Administrative Services Accounting Division, Annual Budgetary
Reports, and Department of Revenue

opensky,

Y INSTITUTE Clear thinking for a stronger Nebraska



Property Tax Base Has Exceeded Inflation
Taxable Property per capita in 2012 Dollars, 1984-2012
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’ ‘ Source: Department of Revenue Property Assessment Division, US Bureau of Economic Analysis
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Local Spending Has Not Increased In

Recent Years
Local Spending per $1,000 of Nebraska GDP, FY 00-01 to FY 11-12

e==Schools e==Municipalites  ===Counties |

$35

$30 M

$25

$20 _%
$15 p‘
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$0 ' ' ' ' ' ' ' ' ' ' —
FY01-02  FYO0304  FYO0506  FYO07-08  FY09-10  FY11-12

’ ‘ Sources: Schools: Department of Education Annual Financial Reports. Counties and Municipalities:
]< Auditor of Public Accounts Budget Data
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State Aid and Local Taxes Have Mirrored Each Other
Aid and Taxes per $1,000 of Nebraska Personal Income

==State Aid ===Total Local Taxes

S55 -

S50 -

$45 -

$40 -

S35 -

S30 -

S25 -

$20 -

$15 | | | | | | | | | | | | | | | | | | | | | | | | | | | | | ]
FY 79-80 FY 84-85 FY 89-90 FY 94-95 FY 99-00 FY 04-05 FY 09-10

’ ‘ Sources: US Census Bureau, Survey of State & Local Governments; US Bureau of Economic Analysis
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Local Governments Increasingly

Reliant on Property Taxes
Property Taxes as Share of Total Revenues, FY 00-01 and FY 11-12

FY 00-01 FY 11-12
Counties 30.2% 35.5%
Schools 44.8% 48.4%
Municipalities 10.5% 11.3%
Total 28.7% 31.9%

Sources: Cities and Counties: Nebraska Auditor of Public Accounts local budget data. Schools: Nebraska
Department of Education Annual Financial Reports
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Tax Expenditures Edge General Fund
Spending, FY 11-12

W
~

$6.45 billion

Billions

A
(0)]

S5

sS4

$3.45 billion

S3

S2

s1

SO
’ ‘ General Fund Spending Tax Expenditures
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Tax Expenditures by Type, FY 11-12

Business Untaxed
Incentive Internet and
Other Tax Programs Catalog Sales
Expenditures $93,318,585

$97,591,682

$171,901,833 204

3%

1%

Untaxed
Services
$450,000,000
7%

Total: $6.45 billion

s Busi ncent Income Tax
ources: Business Incentives: .
Nebraska Department of Revenue, Expenditures
Nebraska Tax Incentives 2010 Annual $1,572,191,000 Sales Tax
Report (July 2011); Untaxed Internet 24% Exemptions
and catalog sales: National Conference 4061561
of State Legislatures, Collecting E- $ ,061,561,000
Commerce Taxes: An Interactive Map; 63%

Untaxed Services: Bill Lock, Memo Re:
LR161, LR166, & LR 97 (Committee on
Revenue: December 2009); all others:
Nebraska Department of Revenue,
2010 Tax Expenditure Report (October
2010); 2010 data were used where
possible.
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Sales Tax Base Eroding
Goods and Services as Share of Household Consumption

==Services ===Typical sales tax base

50%

45%

40%

35%

30%

25%

20%

15%

10%

5%

0%
1970 1975 1980 1985 1990 1995 2000 2005 2010

Sources: Opensky analysis of data from Center on Budget and Policy Priorities, and US Bureau of
’ ‘ Economic Analysis, National Income and Product Accounts, Table 2.4.5U
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Sales Tax Revenues Grow More

Slowly than Income Taxes
Average annual growth in tax revenues, 1995-2012

6%
Growth of
Nebraska
Economy

% 4.9%

4%

3%

2%

1%

0%

’ ‘ Sources: NE Department of Revenue Accounting Division Annual Budgetary Reports, US Bureau
of Economic Analysis State and Local Price Deflator, US Census Bureau
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Nebraska’s Structural Deficit
Projected shortfalls, 1999 - 2012

4%

2%

0%

-2%

-4%

-6%

Shortfall or Surplus as Share of Budget

-8%

-10%
2000 2002 2004 2006 2008 2010 2012

Sources: NE Legislative Fiscal Office, US Bureau of Economic Analysis
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Nebraska's structural deficit and spending trends
General fund spending and projected shortfalls, 1999 - 2012

4% $46

2% $44

0%

-2%

mmm Shortfall or Surplus
Projected for
Following Biennium
at Close of Session

4% ——

Shortfall or Surplus as Share of Budget

General Fund Spending per $1,000 of Nebraska GDP

-R0 JE— |
6% ===General Fund $36
Spending per
; $1,000 of Nebraska
-8% — GDP - $34
-10% $32
2000 2002 2004 2006 2008 2010 2012

Sources: NE Legislative Fiscal Office, US Bureau of Economic Analysis
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Nebraska's Tax System is Regressive

State & Local Taxes in 2010
Shares of family income for non-elderly taxpayers

Total B Sales & Excise Taxes B Property Taxes
B Income Taxes B Federal Deduction Offset

12%
11%
10% +
9% T — —
8% T — — — —
7% + — — — — —
6% -
5% -
4% A
3% -
2% -
1% -

-1%
—2%
-3%

Lowest 20% Second 20% Middle 20% Fourth 20% Next 15% Next 4% TOP 1%

Source: Institute for Taxation and Economic Policy
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LB 405 Would Raise Taxes on 80% of Nebraskans

Average Annual Tax Change by Income Group, 2012 Income Levels

$631 $1,006 $722 $96
Tax Tax Tax Tax

Increase Increase Increase |pcrease
— N SSSSS—

$44,132
Tax Cut
Lowest 20% Second 20% Middle 20% Fourth 20% Next 15% Next 4% Top 1%
(<$21k) ($21k-$37k)  ($37k-$60k)  ($60k-$91k)  ($91k-$171k) ($171k-$376k)  (>$376k)
’ ‘ Sources: LB 405 and Institute for Taxation and Economic Policy
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Inheritance Tax Repeal Would Affect
Counties Throughout Nebraska

Box Butte

Frontier

I Counties that will suffer the most hardship because they have low reserves and cannot raise property taxes to replace the revenue without exceeding property tax limitations
[ Counties that can temporarily manage the loss of revenue by drawing down their reserves but lack flexibility to raise property taxes when those reserves run out
[ Counties with low reserves and room under state property tax limitations to replace the revenue through increased property taxes

[ Counties with the most flexibility to manage the loss of revenue

) ¢
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Tax Code Needs Updating

Our tax code does not reflect our modern, changing economy

Consequently, we don’t collect enough revenue to meet our
spending obligations

Likely cuts to federal aid, income tax cuts and changes to roads
funding will put further pressure on our budget priorities

Cuts to state aid to local governments have resulted in increased
property taxes

Our tax code is regressive and will become more so as we shift
the tax burden to sales and property taxes

We need comprehensive tax reform in order to address the
above, allowing us to be more strategic in how we invest for the
future

POLICY INSTITUTE for a stronger Nebraska



Tax Modernization
Committee Members

Chair: Hadley (Kearney),

Vice Chair: Schumacher (Columbus)

Sales Tax: Schumacher (c), Janssen,
Shilz, Bolz, Harms

Property Tax: Hansen (c), Campbell,
Sullivan, Nordquist, Pirsch

Income Tax: McCoy (c), Mello, Harr,
Hadley

||||||||||||||| for a stronger Nebraska



Important Dates

Presentations

* August 6 Presentations, 10-12, 1:30-4:30

° Pro

perty tax, Dr. John Anderson (UNL)

e Cor

norate income tax, Dr. David

Sjoquist (GSU)

« Personal income tax, Dr. Sally Wallace
(GSU)

« August 7, Subcommittee Work

IIIIIIIIIIIIIII

for a stronger Nebraska



Important Dates
Public Hearings

® Monday, Sept. 23 at Western Nebraska
Community College in Scottsbluff, 4 p.m. to 7
p.m.;

® Tuesday, Sept. 24 at North Platte Community
College in North Platte, 1:30 p.m. to 4:30 p.m.;

® Sept. 26 at Northeast Nebraska Community
College in Norfolk, 1:30 p.m. to 4:30 p.m.;

® Oct. 17 at Metro Community College in Omaha,
1:30 p.m. to 4:30 p.m.; and

® Oct. 18 at the Capitol in Lincoln, 10 a.m. to 1
p.m.

oPen POLICY INSTITUTE for a stronger Nebraska



Tax Committee Challenges

Tax reform vs. tax cuts

Income tax cuts vs. property tax cuts
Cash reserve

® Time line- report due Dec. 15, 2013
Education Finance study

Pulling it altogether

||||||||||||||| for a stronger Nebraska



Important websites

http://news.legislature.ne.gov/tmc/

http://www.netnebraska.org/basic-
page/television/live-demand

http://www.openskypolicy.org/tax-
study-resources-page

||||||||||||||| for a stronger Nebraska


http://news.legislature.ne.gov/tmc/

OpenSky Tax Resources Page

An overview of taxes in Nebraska | PDF version

A list of taxed and untaxed services in Nebraska |
PDF version

® Alist of other Nebraska sales-tax exemptions | PDF
version

® Audio transcripts of the 1987 Syracuse Study and
the 2007 Burling Commission report

Videos from our January tax symposium. Video of a
June 14 NET panel discussion titled “Nebraska
Taxes: Moving Forward”

) ¢
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http://openskypolicy.us4.list-manage.com/track/click?u=2d52594ba4d7d9f304ba195e5&id=a9f3343cbe&e=bb4f779292
http://openskypolicy.us4.list-manage1.com/track/click?u=2d52594ba4d7d9f304ba195e5&id=97ef0a3ba3&e=bb4f779292
http://openskypolicy.us4.list-manage.com/track/click?u=2d52594ba4d7d9f304ba195e5&id=264eae99d7&e=bb4f779292
http://www.openskypolicy.org/wp-content/uploads/2013/07/WhatsTaxedWhatsNot7.5.pdf
http://openskypolicy.us4.list-manage.com/track/click?u=2d52594ba4d7d9f304ba195e5&id=7d9e0e50ba&e=bb4f779292
http://openskypolicy.us4.list-manage.com/track/click?u=2d52594ba4d7d9f304ba195e5&id=7d9e0e50ba&e=bb4f779292
http://openskypolicy.us4.list-manage.com/track/click?u=2d52594ba4d7d9f304ba195e5&id=7d9e0e50ba&e=bb4f779292
http://openskypolicy.us4.list-manage1.com/track/click?u=2d52594ba4d7d9f304ba195e5&id=adf7c55427&e=bb4f779292
http://openskypolicy.us4.list-manage1.com/track/click?u=2d52594ba4d7d9f304ba195e5&id=adf7c55427&e=bb4f779292
http://www.openskypolicy.org/burling-report-mp3s
http://www.openskypolicy.org/burling-report-mp3s
http://www.openskypolicy.org/opensky-tax-reform-symposium-videos
http://netnebraska.org/interactive-multimedia/television/nebraska-taxes-moving-forward
http://netnebraska.org/interactive-multimedia/television/nebraska-taxes-moving-forward
http://netnebraska.org/interactive-multimedia/television/nebraska-taxes-moving-forward

Released Today
Analysis of 5% PIT/CIT Top Rate

Total Revenue Loss: $339 m

® PIT: $259 m, CIT: $80 m

$134 m (40%) goes out of state

® 19% of PIT ($48 m) to fed offset

® 8% of PIT ($20 m) to non-residents

® 84% of CIT ($66 m) to out of state
shareholders

||||||||||||||| for a stronger Nebraska
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Additional Resources this week

‘/Real Nebraska Taxpayer Profiles

Steve and Andrea are married with three children and live in a
house in a metropolitan area. Steve works and they earn $66,545

annually entirely from his wages. They pay 8.17 percent of their
Income in Nebraska taxes:

® State income tax -- $1,603 (2.41% of their income)
®  Property tax -- $2,678 (4.02% of their income)
o

Personal property tax -- $322 (0.48% of their income)

® Sales tax -- $832 (1.25% of their income)

‘/PIT/CIT Tax Expenditures

POLICY INSTITUTE for a stronger Nebraska



How to recelve our
Information

* www.openskypolicy.org

* Sign up for our email updates
* Find us on facebook
* Follow us on twitter
* Contact us:
(402) 438-0384 or (402) 250-4518

rfry@openskypolicy.org

) ¢

oPen S|<y

TTTTTTTTTTTTTTT Clear thinking for a stronger Nebraska



http://www.openskypolicy.org/

EXHIBIT
g
3

ol:en

POLICY INSTITUTE

Looking for Clarity:

pdated March 2013




)

PEI’\ Sl(y

POLICY INSTITUTE

\

Looking for Clarity:

An Overview of Nebraska Budget and Tax Policy

Updated March 2013

About OpenSky Policy Institute

Our mission is to improve opportunities for every Nebraskan by providing
impartial and precise research, analysis, education and leadership.




Acknowledgements
UTH T AT T ERAAREREA SRR

OpenSky Policy Institute is supported by generous donors. This primer could not
have been completed without their support.

We would also like to thank OpenSky Policy Institute’s Board of Directors and

Technical Advisory Team for their contributions to this report.

Any portion of this report may be reproduced without prior permission, provided the

source is cited as:

Dylan Grundman, Renee Fry and Mary Jane Egr Edson, Looking for Clarity, an
Overview of Nebraska Budget and Tax Policy, OpenSky Policy Institute, 2013.

To download a copy of Looking for Clarity, an Overview of Nebraska Budget and Tax
Policy, go to www.OpenSkyPolicy.org. To acquire a printed copy of the report, or for

other information, contact:

OpenSky Policy Institute
1201 O Street, Suite 10
Lincoln, NE 68508
402.438.0382



Table of Contents
LA LA

Introduction

Chapter 1 — The Budget Process
Chapter 2 — State Spending
Chapter 3 — State Revenue

Chapter 4 — Tax Expenditures

Chapter 5 — Evaluating Nebraska’s Tax System. . 21

Conclusion

Open Sky Policy Institute:
Clear Thinking for a Stonger Nebraska

When you come across the symbol D (, this means that more information can be found

on the “Primer Extras” page of our website, www.openskypolicy.org/primerextras.



Introduction
LU EE IR REATETTAARRARARAAN

The good life in Nebraska is made possible by our natural resources, educated
workforce, legal and business institutions, strong social fabric, and a responsive,
efficient government. Nebraskans expect good public education, a clean
environment, efficient transportation, safe communities, and humane social services.

All are key elements of Nebraska's competitive edge.

Good management of these resources is not a given; it is something we all have to
create together. A critical component of this is the process by which public funds are

raised and spent. It must be efficient, effective, fair, and responsive.

Poor public services, dilapidated highways, aging school buildings, and outdated
communications technology do not stimulate job-creation or build strong
communities. Every dollar of public spending needs to be scrutinized to ensure
that taxpayers get the highest value for their dollar, yet we must not be afraid to
adequately fund solid investments in our future.

To promote a vibrant debate on these vital issues, it is important to begin with a
clear, precise explanation of how Nebraska generates income and how it is spent.
Any Nebraskan who wants to understand more clearly how the process works should
find this primer a good starting point. It is intended as an overview of how the state

creates a budget, how it spends money, and how that money is generated.

Chapters 1 and 2 discuss how the budget is created and how the money is
appropriated, or spent. Chapters 3 and 4 explain how revenue is generated and
clarify what Nebraska taxes and does not tax. Chapter 5 evaluates our tax system

and highlights strengths and weaknesses.

We hope this primer will illuminate how our system works and provide more

transparency to the process.

Appropriations are annual laws directing
state spending.

Revenues are dollars flowing into the state budget
through taxes, fees, or federal aid.




Examples of How the State Budget Affects Us'
e Almost 10,000 miles of highway and over 3,500 bridges are maintained

(enough road to reach nearly halfway around the earth);

e Nearly 300,000 students are educated by 22,000 teachers in over 1,000

public schools each year;

® More than 106,000 students attend the University of Nebraska, state

colleges, and community colleges each year;

e Over 280,000 acres of surface water in lakes and reservoirs, 18,000 miles of
rivers and streams, 108,000 irrigation wells, and 2,300 dams are monitored
and inspected for water quality, dam safety, floodplain management, and

public recreation purposes;

e The State Patrol drives more than 10 million miles of Nebraska’s roadways
annually, improving public safety, enforcing traffic and drug laws, and

investigating crimes;

e More than 152,000 children receive health care through Medicaid and the

Children’s Health Insurance Program each month;

® More than 7,000 Nebraskans are cared for in Nebraska nursing facilities each

month;

® Nebraskans take more than 750,000 rides using state-supported rural

transportation each year;

e More than 4,600 inmates are housed each month in the state correctional

system; and

® 175,000 professional licenses are overseen, including for more than
7,500 physicians, 35,000 nurses, 3,500 pharmacists, 7,000 mental health
professionals, 1,500 dentists, and 1,000 veterinarians.

Footnotes

' Nebraska Department of Education, Statistics and Facts about Nebraska Schools 2010-2011 (September 2011),
p. 1; Nebraska Department of Education, Quick Facts about Nebraska Schools (November 2011); Nebraska
Coordinating Commission for Postsecondary Education, A Factual Look at Higher Education in Nebraska 2011-
2012 (August 2012); Nebraska Department of Environmental Quality Water Quality Division, 2012 Nebraska Water
Monitoring Programs Report (January 2013); Nebraska Department of Natural Resources, Floodplain and Dam
Safety Survey; Nebraska Department of Natural Resources Public Information Office (note: not all wells and dams
are inspected every year); Nebraska Department of Roads, Some Facts and Figures (December 2012); Nebraska
Game and Parks Commission, 2011 Annual Report (2012); Nebraska Department of Health and Human Services
Division of Medicaid and Long-Term Care, Nebraska Medicaid Annual Report (December 2012); Nebraska
Department of Roads, Rural Transit Project; Nebraska Department of Correctional Services, Monthly Data Sheet
(January 2013); Nebraska Department of Health and Human Services Division of Public Health, Licensure Unit.



Chapter 1: The Budget Process
LU TR RRARER AN

What is the State Budget?
The state budget is the group of laws that direct how the state collects and spends
resources. That includes spending decisions for every service the state provides and

revenue decisions affecting every Nebraskan.

Like many other states, Nebraska creates a two-year budget, instead of only one year
at a time, though the Legislature can continue to make adjustments throughout each

year as needed. The two-year period is called the biennium.

The state’s budget must be balanced, meaning that spending can only occur to the
extent that money is available. Unlike the federal government, Nebraska cannot

borrow money for general spending needs.?

Since the state must balance its budget, an increase in spending or decrease in revenues
creates a budget “gap” or “shortfall.” If this happens, the Legislature must fix the

shortfall through some combination of spending cuts, tax increases, and use of reserves.

For Fiscal Year 2011-2012 (FY 11-12), the Legislature appropriated nearly $8 billion®
from three main sources: the General Fund, Federal Funds, and Cash Funds. There

also are Revolving Funds and Other Funds.

The General Fund is the state’s primary account. It consists largely of revenue

from Nebraska's individual income tax, corporate income tax, and sales tax. The
Legislature has significant discretion about how General Fund money is spent, and
budget debates typically revolve mostly around the use of this money. It is spent on

state priorities such as education and public safety.

Cash Funds are typically used when a tax or fee is imposed on a specific activity to

pay for a specific service. For example, university tuition is deposited into an account

In Nebraska, the Fiscal Year (“"FY”) begins July 1
and ends June 30 the following year.

The Biennium is the period of two fiscal years covered

by a single budget. For example, FY 13-14 and FY 14-15
represent the period from July 1, 2013 to June 30, 2015.




that can only be used by the university. State gas taxes are deposited into an account

that can only be spent on transportation projects such as road construction.

Federal Funds come from the federal government and are devoted to a particular
purpose. Our state Legislature appropriates and spends this money in accordance
with federal rules. In Nebraska, federal funds go primarily to health care, K-12
education, higher education, and environmental quality. In some areas, such as
Medicaid, the federal government matches a percentage of what our state spends

on the service.

Revolving Funds and Other Funds make up the rest of the budget. Revolving Funds
account for money paid by one government agency to another — for example, when
an agency pays rent for office space in a state building. Other Funds include small

amounts of revenue used for construction and maintenance of state buildings.

Nebraska also has a “Rainy Day Fund” called the Cash Reserve Fund. If more tax money
comes in than the Legislature expected and budgeted for, the excess is automatically
deposited into the Cash Reserve. The Legislature can also vote to transfer other money
into or out of it. Lawmakers can use the money to cover obligations if the General Fund
runs low or for other purposes such as new construction projects. The fund reached

17 percent of annual General Fund revenues in 2009, allowing the Legislature to draw
down reserves to reduce the severity of cuts made to balance the budget during the
recession.* The fund is projected to hold $384 million at the end of FY 12-13, which is
about 10 percent of annual General Fund revenues.®

How is the budget developed?

The Governor begins the budget process a year in advance. Working with the
Department of Administrative Services (DAS) Budget Division, he or she creates
guidelines and instructions for the funding requests that Nebraska's government
agencies must submit by September 15 of every even-numbered year. From September
until January, the Governor develops a budget proposal, which must be balanced and
is due to the Legislature by January 15 in odd-numbered years (or February 1 for a new
Governor). The proposal then becomes the starting point for the budget debate.

In January and February, the Legislature’s Appropriations Committee meets with
Legislative Fiscal Office staff to review agency budget requests and develop its
own preliminary recommendation within 20 to 30 legislative days of the Governor’s
budget submission. The committee uses revenue forecasts by the Nebraska

Economic Forecasting Advisory Board to determine how much it has to spend.

The Appropriations Committee is then required to hold public hearings on the budget.
During this time, other committees are passing bills to the floor for consideration by the

full Legislature. Any bill that requires an appropriation will have an “A" bill (appropriations



The Nebraska Economic Forecasting Advisory Board was
created to assist the Governor in developing estimates of
revenue, and to assist the Legislature in setting income tax
and sales tax rates. The Board provides a forecast of General
Fund receipts based on how it expects revenue-generating
activities to perform. For example, the Board looks at the
state unemployment rate and economic activity to estimate

individual income, corporate income, and sales taxes, and
other miscellaneous revenues the state can expect. The
Board has nine members—five appointed by the Legislature
and four by the Governor. Appointees must have expertise
in tax policy, economics, or economic forecasting. The Board
meets in February and October of each year and in April of
each odd-numbered (budget) year to develop its forecasts.

bill) that provides for the spending necessary to implement the legislation.

Immediately following the public hearings, the Appropriations Committee and
Legislative Fiscal Office staffs develop their budget bill to be considered by the full
Legislature, which can accept the proposal or amend various parts of it.

Almost all appropriations bills are passed with a two-thirds vote (33 votes) of the Legislature.®
They are then sent to the Governor. The Governor may sign the bill, not sign it (but allow

it to take effect automatically), veto it in total, or veto particular items. The Legislature

may override all or part of any veto with 30 votes. It is important to note that while the
Legislature’s Revenue Committee plays an important role in influencing the amount of
revenue collected by the state every year, the Revenue Committee has no role in developing
the budget; any gaps between appropriations and revenue are usually addressed by the

full Legislature. Created in 2009, the Legislature’s Planning Committee is “charged with
establishing and maintaining a future focus on the priorities of the State...by collecting and
analyzing data, identifying priorities, setting long term goals and establishing benchmarks.”’
While not specifically tasked to work on the state budget, the committee’s work should

provide useful information to be considered during budget development and debate.

What role do citizens play?

Citizens play a critical role in developing the state budget. All legislative bills, including
appropriations, are given a public hearing, where citizens can testify. You can also be
effective by contacting your state senator with your opinion. Nebraskalegislature.gov offers
many valuable tools to help you engage in the process, including how to find your state
senator and his or her contact information, video streaming to watch committee hearings
and legislative debate, and a free automated bill tracker service, just to name a few.



Figure 1: Budget Timeline in Odd Numbered Years

August September

July 15 o September 15 - 3 October
Budget Forms Agencies Submit Forecast Board
to Agencies Budget Requests Meets
2 October 15
January-February DAS Submits
Bills Assigned Proposals to Governor

to Committees |

January December November

January 15 N
Governor Sends Bill

February < to Legislature
Forecast Board for Introduction 70th Day of Session
Meets Final Appropriations
Committee
Recommendations
February/Ma::h March 15 - ApriIv > April-May
Committee Prelim Report Due Forecast Amendn_wepts to
Hearings from Appropriations Board Meets Approprlatlons
Committee Committee
Recommendations
> May
Final Budget Bills
Late May/Early June <
Session Ends
Footnotes

2 The Nebraska Constitution limits state general obligation debt to $100,000 with a few exceptions. Some entities,
particularly the University, State Colleges, and Board of Education, have independent ability to issue bonds for
construction purposes.

3 Legislative Fiscal Office, State of Nebraska FY 2011-12 and FY 2012-13 Biennial Budget As Revised During the
2012 Legislative Session (May 2012), p. 46. This figure omits approximately $741 million in Revolving and Other
Funds, which would be largely double-counted if included, because they are paid from one state agency to
another.

¢ Legislative Fiscal Office, State of Nebraska FY 2011-12 and FY 2012-13 Biennial Budget As Revised During the
2012 Legislative Session (May 2012), pp. 11, 21.

> Legislative Fiscal Office, General Fund Financial Status: Appropriations Committee Preliminary Budget (February
2013).

¢ This is because appropriations bills usually carry the “emergency clause,” which requires 33 votes and allows the
bills to take effect as soon as the next fiscal year starts.

7 Legislature’s Planning Committee, 2011 Report (January 2012), p. v.



Chapter 2: State Spending
LI EE AT EE T T TR EREEERRRIRI RN

As stated in Chapter 1, Nebraska spent nearly $8 billion of General Funds, Federal
Funds, and Cash Funds combined in FY 11-12. Federal sources accounted for more than
one of every three dollars spent by the state, and Cash Funds made up more than one of

every five dollars. ) (

The General Fund is the largest piece of the budget — $3.4 billion in FY 11-12 — and
because it is at the heart of state budget debates, it will be discussed here in the most
detail. Almost half of all General Fund dollars were spent on education, and more than
one-third on health and human services (Figure 2), together making up the vast majority
of the budget. It's worth noting, however, that different services rely on different mixes of
General, Cash, and Federal Funds. Medicaid and Children’s Health (also known as CHIP 8),
for example, receive more than 60 percent of their funding from federal sources.

In contrast, 95 percent of transportation spending comes from Cash Funds. Historically these
Cash Funds have come mainly from gas and motor vehicle taxes, so that funding for roads has
come from those who use them most. This will change beginning in FY 13-14 when a portion of
the sales tax is re-directed from the General Fund to roads funding. This will increase total
transportation spending, and since the additional funding is from a tax not related to the

use of roads, it will also change how spending on roads has traditionally been funded.’

Figure 2: Education, Health Care Top Spending
General Fund Expenditures, FY 11-12

Humanities
$18 million
[o)
Agriculture, Environment <1% Transportation &
& Natural Resources Infrzfstructure
$38 million $17 million
1% <1%
General Government \
$1575r0?|lllon Labor & Economic
b — Development

$6 million
PublicfSafety & <1%
Law Enforcement

$318 million Ny

9%

Total: $3.45 billion

Sources: OpenSk}ztfanaIysis of data from
Legislative Fiscal Office and Department of
Administrative Services Accounting Division.

) (More information on these spending

categories is available on our website Higher Education
: . - $627 million
Notes: Figure does not include $215 million 18%

in net transfers from the General Fund to
other funds. Percentages do not sum to 100
due to rounding.



Some state spending goes to local governments to support services provided at the local

level, such as K-12 education.

Appropriations are not the only way the state funds its priorities. Economic development,
for example, is less than one percent of direct state appropriations, but is a central goal
behind various tax breaks and other subsidies. These “tax expenditures” are not counted
as appropriations, but they are an important way in which the state spends money by

significantly reducing revenue to the state. This is discussed further in Chapter 4.

State General Fund spending in Nebraska has fallen over the past decade as a share of the
state economy (Figure 3).° Effectively, the state budget is $602 million smaller than it was in
FY 98-99."" The impact can be seen in major areas like education and health care (Figure 4,
see pg. 11) and transportation and infrastructure (Figure 5, see pg. 11). ) € Although as stated
previously, a portion of the sales tax will be used to increase funding for transportation and
infrastructure beginning in FY 13-14.

Figure 3: State Spending in Nebraska Has Fallen
General Fund Spending per $1,000 of Nebraska GDP, FY 98-99 to FY 11-12
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Sources: OpenSky analysis of Department of Administrative Services Accounting Division,
Legislative Fiscal Office, and US Bureau of Economic Analysis data.

Footnotes

& Also known in Nebraska as Kids Connection, and formerly called the State Children’s Health Insurance Program
(SCHIP). Distinct from the Nebraska Comprehensive Health Insurance Pool (NECHIP).

7 Beginning in FY 13-14, .25 cents of the 5.5-cent state sales tax will be diverted from the general fund into roads
funding. See Legislative Fiscal Office, State of Nebraska FY 11-13 Biennial Budget (August 2011), pp. 92-101, and
Neb. Rev. Stat. §77-27,232 (Reissue 2011).

1 When evaluating historical trends in state revenue or spending, an often-used measure is share of the state
economy, i.e. Gross Domestic Product (GDP).

In FY 98-99, the General Fund budget was 4.3% of Nebraska GDP. If the state devoted the same share of the
economy to the state budget in FY 11-12, the budget that year would have been $4.048 billion instead of $3.446
billion, a difference of $602 million.
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Figure 4: Drop in Spending on Three Largest Budget Areas
General Fund Spending per $1,000 of Nebraska GDP, FY 98-99to FY 11-12
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Sources: OpenSky analysis of Department of Administrative Services Accounting Division,
Legislative Fiscal Office, and US Bureau of Economic Analysis data.

Figure 5: Decline in Transportation and Infrastructure Spending
General and Cash Fund Spending per $1,000 of Nebraska GDP, FY 98-99 to FY 11-12
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Legislative Fiscal Office, and US Bureau of Economic Analysis data.



Chapter 3: State Revenue
ALTEATEL AT UL LRV LV VA

How the state raises revenue has as much impact on Nebraska’s families and
businesses as its spending decisions. The state collects a variety of taxes and fees
from people and businesses, and also gets money from the federal government to

assist in providing certain services.

In FY 11-12, the state received almost $8 billion from people, businesses, and the federal
government.’2 Of this, $3.6 billion went to the General Fund (Figure 6). ) ¢

State Taxes

Individual Income Taxes — The individual income tax is the largest source of state
revenue, totaling $1.8 billion in FY 11-12, all of which goes into the General Fund.
This amounts to about $978 per Nebraska resident.”

Most Nebraskans who pay federal income taxes are required to file Nebraska income
tax returns, as are residents of other states who have income that comes from

Nebraska sources.™

“Taxable income,” or what's left after exemptions and deductions, is subject to four

tax brackets plus an additional tax for high income earners.”™ For example, in 2012

Figure 6: Most Revenue Comes From Individual Income Tax and Sales Tax
General Fund Tax Revenues, FY 11-12

Excise

se Other*
$732n;1/c|>|hon $53 million

1%

Corporate Income
234 million
7%

Individual Income
$1.81 billion

50%

Total: 3.61 billion

Source: Department of Administrative
Services Accounting Division, Annual
Budgetary Report (December 2012).

*QOther taxes are rimarilP/ Business and
Franchise Taxes and special income taxes on
fiduciary income and financial institutions.
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the first $4,800 of a married couple’s taxable income was taxed at 2.56 percent, the
amount from $4,800 to $35,000 was taxed at 3.57 percent, the amount from $35,000
to $54,000 was taxed at 5.12 percent, and the amount more than $54,000 was taxed
at 6.84 percent. After the rates are applied, various credits or additional taxes may
reduce or increase taxes owed. The rates, brackets, and other provisions are set in
statute and subject to change by the Legislature, as was done in 2012, when a bill
was enacted to reduce rates and expand the brackets over a two year period.'® Since
the Nebraska income tax is tied to the federal income tax, changes to the federal tax
also can affect the state income tax with no state legislative change.

Sales Taxes — Nebraska collected more than $1.6 billion in FY 11-12 from the state'’s
sales and use tax'’, about $877 per Nebraskan. Of that, $1.4 billion, or 89 percent, went
into the General Fund, making it the second largest source of General Fund revenue.
The remaining 11 percent was used for specific purposes. For example, the sales tax on

motor vehicles went to a Cash Fund dedicated to road maintenance and construction.

Nebraska's sales tax is similar to that of most states. All sales of goods are taxed at

the state rate (5.5 percent since 2002) unless the item or purchaser is legally exempt.
Groceries, manufacturing machinery and equipment, and purchases by government,
schools, and religious organizations are among the exemptions. Cities, counties, and

villages may impose an additional local sales tax if approved by a local vote.

Some services are also subject to the tax, but unlike goods, they are not taxed unless
specified by law. For example, car rental is taxed, but hiring a limousine with a driver
is not. The Legislature’s decisions about which goods and services are taxed and not
taxed are as important to the amount of revenue collected as the sales tax rate because
the more that is exempt from sales tax, the higher the rate must be to raise the same
amount of revenue. As a result, sales tax revenues may rise and fall not only because of

changes in how much Nebraskans are buying, but also what they are buying.

The taxes Nebraska collects include:

* Income taxes, which are a percentage of personal and
business income;

e Sales and use taxes, which are a percentage of the
price of certain purchased goods and services; and

* Excise taxes, which are paid on particular types of
goods, like alcohol, tobacco, and gasoline.




Corporate Income Taxes — In FY 11-12, corporate income taxes generated $235 million,

most of which went into the General Fund, making up 6.5 percent of General Fund revenues.

Every corporation engaged in business in Nebraska, or having sources of income from
Nebraska and subject to federal corporate income tax, must file a return. However, most
Nebraska businesses are not organized as the sort of corporation that must pay the tax.
They choose some other form, such as an S-Corporation or Partnership where profits are
passed through to the owners and investors and taxed under the individual income tax.

Less than one-fourth of Nebraska businesses pay the corporate income tax.™

Similar to the individual income tax, Nebraska'’s corporate income tax uses brackets
and allows numerous deductions, exclusions, and credits to reduce the amount of
tax owed. Corporations pay a tax rate of 5.58 percent on the first $100,000 of net
Nebraska taxable profits and 7.81 percent on profits above $100,000. A corporation’s
taxes also may be reduced by various subsidies the state developed with the aim

of attracting businesses to the state or encouraging existing businesses to expand.

These programs will be discussed further in Chapter 4.

Other Taxes and Fees — Excise taxes on gas and other fuels generated $322 million for
transportation-related Cash Funds in FY 11-12. The rate on all motor fuels, for example,
changes every six months as determined by a formula intended to keep up with inflation

and road maintenance needs. For January to July 2013, that rate was 24.6 cents per

Figure 7: Major State and Local Tax Revenues
Taxes per $1,000 of Nebraska Personal Income, 1995-2012*
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Division, and US Bureau of Economic Analysis data. See also footnote 25.
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gallon."” However, since gas tax revenue has declined over time (Figure 7, see pg. 14),
Legislators passed a law diverting a portion of the state sales tax from the General Fund

to funding for roads beginning in FY 13-14.%

Other excise taxes, such as those on alcohol, tobacco, and charitable gaming (keno,
bingo, pickle cards), raised another $147 million, split about evenly between the
General Fund and Cash Funds. Relatively small amounts of revenue also are raised
through such miscellaneous sources as taxes on insurance companies and banks,

and fees for fishing and hunting licenses.

Federal Revenues

Of Nebraska’s total revenue, 35 percent, or $2.7 billion, came from the federal
government in FY 11-12.2" Most federal aid goes to Medicaid, Children’s Health
Insurance, and other health and human services areas. Over time, federal funding as
a share of the total budget has increased, to 35 percent in FY 11-12 from 29 percent
in FY 96-97.22 This trend is likely to reverse under current plans to reduce federal
spending, which will mean less revenue for the state to fund existing commitments

and priorities. ) (

Local Taxes

Nebraskans also pay taxes to their local governments. The revenue is used to fund
such services as police and fire protection, education, and road maintenance. Local
taxes and services are not part of the state budget, but are important to the overall

tax and spending picture in the state.

Local Option Taxes — Cities, counties, and villages may impose sales tax if approved
by a local vote.? More than 95 percent of sales in Nebraska take place in localities
that have local sales taxes.?* State law puts restrictions on these taxes. For example,
the maximum rate is 2 percent, and it can only be imposed on goods or services that

are taxed at the state level.

Another type of local tax is the occupation tax, levied on a variety of business
operations. For example, several Nebraska cities collect occupation taxes on hotels,
restaurants, and/or bars to finance local construction projects like new or improved
stadiums, arenas, streets, parks, and fairgrounds. Other types of occupation taxes

can include taxes on phones and rental cars.

Property Taxes — Property taxes apply to real estate (i.e. homes, other buildings,
farmland, etc.) and some personal property used to generate income. Totaling more
than $3.2 billion in FY 11-12, they are the largest source of local tax revenue. In fact,
more money is raised through local property taxes than through any state tax (Figure
7).% The money is divided among a number of entities, including school districts,



community colleges, counties, and cities,? to help support the services provided by

Nebraska's 2,659 local governments.?’

The state imposes limits on the rate that can be applied, although voters may
override limits for up to five years.? Certain types of property may be granted an
exemption from property taxes, such as that which is owned by and used for a
government, religious, educational, or charitable purpose, or is cemetery property.
Agricultural and horticultural land is taxed on 75 percent of its value, and all other
property is taxed on 100 percent.? Efforts to reduce property taxes, begun in the
1990s, appear to have stalled, likely due in large part to state mandates and reduced
state aid for local governments resulting in tax shifts to the local level, although

further research is warranted.

Footnotes

2 Nebraska received almost $2.7 billion in Federal Funds in FY 11-12. According to the U.S. Census, Nebraska ranks
42nd in funds received from the federal government per person, US Census, Federal Aid to States for Fiscal Year
2010 (September 2011), p. x.

® Nebraska population was 1,848,880 in FY 11-12 (the average of July 1, 2011, and July 1, 2012). US Census Bureau,
Table 1: Annual Estimates of the Population for the United States, Regions, States, and Puerto Rico: April 1, 2010
to July 1, 2012, downloaded from http://www.census.gov/popest/data/state/totals/2012/index.html on March 6,
2013.

4 Nebraska Department of Revenue, 2012 Nebraska Individual Income Tax Booklet, p. 4, downloaded from http://
www.revenue.ne.gov/tax/current/ind_inc_tax.html on March 6, 2013.

> Nebraska has an additional graduated tax for earners whose federal adjusted gross income is between $173,650
and $713,650 (married, filing jointly), which was capped at $1,519.78 for 2012.

6 Legislative Bill 970, 2012. The new rates and brackets will take full effect in tax year 2014. Neb. Rev. Stat. §§77-
2701,77-2715,77-2727,77-2734, 77-2717 (Reissue 2012).

7" The use tax is the name for sales tax that is due but is not collected by the seller and must then be paid directly by
the buyer. For purposes of this primer, we use “sales tax” and "sales and use tax” interchangeably.

'8 Most recent data are from 2005, when there were 13,347 “C-Corporations” (paying the corporate income tax) and
45,826 S-Corporations and Partnerships (paying the individual income tax). Nebraska Department of Revenue,
Corporation, S Corporation, Partnership, and Miscellaneous Tax Returns, Table 1, downloaded from http://www.
revenue.ne.gov/research/stat_2005/bus_2005_excel.html on March 6, 2013.

¥ Nebraska Department of Revenue, Nebraska Fuel Tax Rates, accessed at http://www.revenue.ne.gov/fuels/
fuelrate.html on March 6, 2013. Non-motor fuel tax rates — those on aviation gasoline and jet fuel - are not
determined by a formula; they have been set at 5 cents and 3 cents per gallon, respectively, since 1985.

2 Neb. Rev. Stat. §77-27,232 (Reissue 2011).

2 Department of Administrative Services Accounting Division, FY12 Comprehensive Annual Financial Report
(January 2013), p. 116.

2 Department of Administrative Services Accounting Division, Comprehensive Annual Financial Reports (2002 - 2012).

% Nebraska Department of Revenue, Local Option Sales and Use Tax Regulations, downloaded from http://www.
revenue.ne.gov/legal/regs/localopt.html on March 6, 2013.

% Nebraska Department of Revenue, Current Local Sales and Use Tax Rates, accessed at http://www.revenue.
ne.gov/question/sales.html; and Table 1 — 2006 Net Taxable Sales and State Sales Tax, accessed at http://www.
revenue.ne.gov/ann_rept/06an_rep/Sales1.pdf, on March 6, 2013.

% Gross Domestic Product (GDP), which is used in Figures 3, 4, and 5, has only been measured in its current form
since 1997, so Figure 7 uses a similar measure, Personal Income (PI), which is available going further back in time.
Personal Income in Nebraska has grown more slowly than GDP over this time frame.

% Neb. Rev. Stat. §77-3442 (Reissue 2012).

# According to the US Census, in 2007, Nebraska had 93 counties, 530 municipalities, 454 townships, 288 school
districts and 1294 special districts that cover services such as fire protection, housing, irrigation, and sewage
treatment. US Census, Exploring the Intricate Layers of State and Local Governments: Nebraska (February 2011),
downloaded from http://www2.census.gov/govs/pubs/state_snapshot/gov07-ne.pdf on March 8, 2013.

% Neb. Rev. Stat. §77-3444 (Reissue 2007).
2 Neb. Rev. Stat. §77-201 (Reissue 2009).
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Chapter 4: Tax Expenditures
UTH T AT T ERAAREREA SRR

In addition to the money spent by the Legislature through the appropriations
process, Nebraska also supports many services and priorities through the tax code
by giving out tax credits, deductions, and exemptions. These are known as “tax

expenditures,”* and have been the subject of many legislative bills and studies.*'

Tax expenditures function just like spending in the sense that they represent money the
state is using for some purpose. The difference is that instead of being collected and
then spent, the money is not collected in the first place. For example, Nebraska gives
tax breaks to businesses in an effort to promote job creation and investment, and offers
tax credits to promote homeownership and support families with children. Instead of
receiving a check from the state, the businesses and families receive tax reductions, but
the effect is the same as if they received reimbursement from the state.

However, the rules for tax expenditures and regular spending are very different. For
regular spending, the Legislature must appropriate funds for each program every
biennium, which means the spending can only continue after being reviewed at least
every two years by the agency in charge, the legislative committees that oversee

it, the full Legislature, and the Governor. A tax expenditure, however, generally

only goes through that process once, and then is permanently written into the

tax code with no requirement that it ever be reviewed again. For this reason, tax
expenditures can often outlive their usefulness or outgrow their expected costs,
turning into significant—but unnoticed—drains on the state budget. As a result,
while appropriations are under regular review, tax expenditures are essentially on

auto-pilot once enacted.

The Department of Revenue defines a tax expenditure
as a “revenue reduction that occurs in the tax base of the
state or political subdivisions as a result of an exemption,
deduction, exclusion, tax deferral, credit,

or preferential rate introduced into the tax structure.”

The Department produces a Tax Expenditure Report every
other October and a Tax Incentives Report covering major
business tax breaks each July.




Information available through the Department of Revenue and other sources can
help policy makers and citizens learn about tax expenditures, but there are no
mechanisms to require that tax expenditures be carefully evaluated and regularly

reviewed to assess their effectiveness like other spending.

Sales and Use Tax Expenditures — The state’s 2012 Tax Expenditure Report estimates
that sales tax exemptions reduced revenue by about $4.1 billion. This is nearly
double the amount estimated in 2010, due to increased estimates for many
exemptions as well as new estimates for existing exemptions that had previously not
been included in the report, such as the exemptions for sales of livestock and feed
grain. The majority of sales tax exemptions are for business inputs, most of which
are exempt because they become products that are taxed when sold to consumers.
Similarly, motor fuels are exempt from the sales tax, but are taxed separately under
gasoline and other taxes. Purchases by governments and select nonprofits also are

exempt, as are sales of groceries, newspapers, and school lunches.

Though not included in the Tax Expenditure Report’s estimate, services not explicitly
subject to the sales tax are exempt,® a broad exemption that costs the state an
estimated $450 million to $500 million every year.®® Nebraska also loses an estimated
$98 million annually from untaxed Internet and catalog purchases.?* While taxpayers
are asked to voluntarily pay use tax for Internet and catalog purchases through state
income tax returns, federal law prevents Nebraska from requiring sellers to collect

these taxes unless they have a physical presence in the state.

Income Tax Expenditures — Income tax expenditures totaled $1.6 billion in the 2012

Tax Expenditure Report, nearly equal to total income taxes collected that year.®

Some of these expenditures promote broad policy goals and affect most
Nebraskans, such as the Personal Exemption Credit, which increases with family
size based on the idea that income required for basic necessities should not be
taxed. Other income tax expenditures benefit only specific groups of people,
usually to encourage a particular behavior. For example, the Beginning Farmer
Tax Credit is intended to help young farmers and ranchers get started, and the
purpose of the Earned Income Tax Credit is to keep low-income working families
in their jobs and out of poverty. Other credits and deductions are for child care
expenses, charitable contributions, and college savings plans. The Special Capital
Gains exclusion allows certain corporate employees to sell stocks or collect

dividends and not pay tax on the earnings.

Business Tax Breaks — Nebraska has a long history of providing various tax
subsidies to businesses that invest in the state by moving here, expanding, or

creating new jobs.3® Once the business has met the requirements for investment or
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Figure 8: Tax Expenditures Exceed General Fund Spending
General Fund Expenditures and Estimated Tax Expenditures, FY 11-12
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Sources: See footnote 38.

employment, it earns credits that may be used to offset income or sales taxes, or
to keep income taxes they withhold on behalf of their employees. Businesses also
may be refunded directly for state and local sales taxes they paid on items related
to a specific project, and may receive local property tax exemptions, such as for
corporate jets. Property tax exemptions and refunds of local sales tax can cost local

governments significant revenue.

Nebraska has had many different business subsidy programs, beginning in 1987. In
2011¥, these programs awarded $193 million in tax credits and sales tax refunds —
primarily used to reduce state taxes, but also local sales taxes — and exempted $970
million worth of property from property taxes. The largest current program is the
Nebraska Advantage Act, which in 2011 awarded nearly $60 million in tax credits,
exempted more than $790 million worth of property, and refunded $5.5 million of
sales tax. In 2011, 15 agreements were approved under this program, bringing the
total since 2007 to 143.

Available data suggest that the state foregoes approximately $6.4 billion on all tax
expenditures each year, more than it spends through all General Fund appropriations
(Figure 8).%8 b (



Estimating Tax Expenditures — Tax expenditure
cost estimates are always imprecise. Data are often
not available, it is not possible to fully predict
people’s responses to tax changes, and there can be

disagreement over what qualifies as a tax expenditure.
In Figure 8 and throughout this chapter, we use the best
data and lowest estimates available to provide a sense
of the types and costs of tax expenditures in Nebraska.
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Neb.Rev.Stat. §77-381.

Including the following studies: Bill Lock, Memo Re: LR161, LR166, & LR 97 (Committee on Revenue: December 2009),
downloaded from http://nlct.nlc.state.ne.us/epubs/L3770/B042-2009.pdf on March 7, 2013; Nebraska Tax Policy
Commission, Final Report (known as the Burling Tax Commission Study) (November 2007); downloaded from http://nlc1.
nlc.state.ne.us/epubs/L3790/B068-2007 .pdf on March 7, 2013; Maxwell School of Syracuse, Nebraska Comprehensive Tax
Study (known as the Syracuse Tax Study) (1988); as well as multiple legislative bills and interim studies.

For a list of taxable services see Michael Mazerov, Expanding Sales Taxation of Services: Options and Issues
(Center on Budget and Policy Priorities: July 2009).

Lock, Memo Re: LR161, LR166, & LR 97. Estimates have varied. The 2002 Tax Expenditure Report estimated $791
million, but this included many services, such as medical services, that are not considered feasibly taxable. Another
estimate that looked only at a list of 30 services commonly taxed in Nebraska's border states estimated that expanding
the sales tax to those services would generate $60 million per year. Estimates focusing on all feasibly taxable services
have come in between $450 million and $500 million.

National Conference of State Legislatures, Collecting E-Commerce Taxes: An Interactive Map, downloaded from
http://www.ncsl.org/issues-research/budget/collecting-e-commerce-taxes-an-interactive-map.aspx on March
7,2013. Based on state and local sales tax collections in 2012, the state’s share is approximately 83 percent, or
$98 million of the $118 million total estimated by NCSL. See Nebraska Department of Administrative Services
Accounting Division, FY12 Annual Budgetary Report, (December 2012), and Nebraska Department of Revenue
Research Division, Local Sales and Use Tax Remitted to Cities (historical), downloaded from http://www.revenue.
ne.gov/research/county_official_data.html on March 7, 2013.

Amounts in this section are from Nebraska Department of Revenue, 2012 Tax Expenditure Report (October 2012),
downloaded from http://www.revenue.ne.gov/research/tax_exp_reports.html on March 7, 2013.

Amounts in this section are from Nebraska Department of Revenue, Nebraska Tax Incentives 2011 Annual Report (July 2012),
downloaded from http://www.revenue.ne.gov/incentiv/annrep/annl_rep.html on March 7, 2013.

Annual data are not available for the Invest Nebraska Act or the Quality Jobs Act. The most recent data available at the
time of writing are from 2011. Nebraska Department of Revenue, Nebraska Tax Incentives 2011 Annual Report (July 2012).

Figure 8 Sources: Appropriations: Legislative Fiscal Office. Business Incentives: Nebraska Department of Revenue,
Nebraska Tax Incentives 2011 Annual Report (July 2012); Untaxed Internet and catalog sales: National Conference of
State Legislatures, Collecting E-Commerce Taxes: An Interactive Map, downloaded from http://www.ncsl.org/issues-
research/budget/collecting-e-commerce-taxes-an-interactive-map.aspx on March 7, 2013, and Donald Bruce, William
F. Fox, and LeAnn Luna, State and Local Government Sales Tax Revenue Losses from Electronic Commerce (University
of Tennessee: April 2009); Untaxed Services: Bill Lock, Memo Re: LR161, LR166, & LR 97 (Committee on Revenue:

December 2009), downloaded from http://nlct.nlc.state.ne.us/epubs/L3770/B042-2009.pdf on March 7, 2013; all others:

Nebraska Department of Revenue, 2012 Tax Expenditure Report (October 2012); 2012 data were used where possible.
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Chapter 5: Evaluating Nebraska’s Tax System
LI EE AT EE T T TR EREEERRRIRI RN

There are many questions to ask when evaluating a tax system, and tax experts
generally agree about what the central questions are:®

Does it collect enough revenue to pay for the public’s priorities?
A good test is whether a state collects enough money each year to match its spending
needs. The failure to do this over time is called a structural deficit. That happens

when revenues do not grow at the same rate as the cost of providing services.

Nebraska must balance its budget, as explained in Chapter 1. Lawmakers can
achieve this on an annual basis, but nonetheless leave the state with a structural
deficit, such as when tax cuts and other revenue reducing measures are passed in
one year but take effect in the future. The cost of providing education, health care,
and other services gets more expensive each year as the costs of goods, utilities, and
labor increase. At the same time, the value of some tax sources erodes over time
due to inflation and a changing economy. If revenues do not keep up with increasing
costs, the state must repeatedly engage in some combination of raising taxes and
cutting services. In a state without a structural deficit, the tax system will collect

sufficient revenue each year to cover increased costs without raising tax rates.

Every year, the Legislative Fiscal Office prepares a Biennial Budget Report that
includes estimates of future shortfalls or surpluses.®* This estimation is based on the
state’s obligations under current law and expected growth in the cost of providing

services based on historical averages and other data.

A review of these reports shows that Nebraska has a recent history of structural
deficits. In 14 of 16 years, even after balancing the short-term budget, the Legislature
has ended its session projecting that revenues will fall short of needs in the following
biennium (Figure 9). Projected shortfalls do not always come true, thanks to revised
cost estimates and improved revenues, but in most of these years the Legislature

has begun the session with a shortfall to address. In fact, out of the six budget

cycles from FY 01-02 to FY 12-13, the Legislature faced a budget gap requiring

action in every one. Those actions included tax increases in two of the six biennia,

Structural Deficit - when a government’s tax structure

is not designed to collect enough revenue to pay for
services as costs increase.




Figure 9: Shortfalls Common in Recent Years
Shortfalls Projected in 14 of Last 16 Years
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Cash Reserve Fund transfers in five of six, and spending cuts in all six. Yet despite
these recurring shortfalls, the Legislature also reduced state revenues by passing tax
cuts in three of the six biennia and increasing or adding new tax expenditures in all
six. This has continually subjected schools, health care, and other vital services to
reductions in state spending (as seen in Chapter 2, Figures 3-4). In some cases this

has meant shifting funding obligations from the state to the local level.#' ) {

Spending for transportation and infrastructure also has declined (Chapter 2, Figure 5),
as a large portion of revenue for those needs is tied to the amount of gas sold. This
means gas tax revenues decrease as less fuel is consumed by the public due to higher
fuel prices and more fuel-efficient vehicles.*? Also, the gas tax formula is structured

so that the rate can go down even as revenue needs increase.”® As previously noted,
the Legislature addressed this issue by passing a law to divert one-fourth of a cent of
the sales tax from the General Fund for transportation and infrastructure. While more
funding is clearly needed to reverse the decline in spending for roads, diverting the
money from the General Fund means even less will be available for the state’s other

priorities, the funding of which has been declining as well.

On the local level, the ability of cities, counties, and school districts to pay their bills
can be affected by state budget policies, too. State aid cuts and local revenue limits
can combine to squeeze local budgets, making it difficult to fund schools and police

forces. State business subsidies also can interfere with local revenue streams when
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* A tax system is progressive if people with higher
incomes pay a higher percentage of their income
in taxes than those with lower incomes. Nebraska’s
income tax, in which higher rates kick in at higher
incomes, is progressive.

e A tax system is proportional if everyone, regardless
of their income and ability to pay, pays the same
percentage of their income in taxes. Some states

have “flat” income taxes that meet this description.

® A tax system is regressive if lower-income families
pay more of their income in taxes than wealthier
families. Sales taxes are typically regressive, in part
because low-income families pay sales tax on nearly
everything they buy, while high-income families
spend less of their income on goods and services
that are subject to sales tax.

these packages include property tax exemptions and local sales tax refunds, creating
budgeting uncertainty and reducing needed revenue.

Is the tax system fair when it comes to who pays and how much?
Fairness is often at the heart of any debate about a tax system, such as whether it
should be progressive, regressive, or proportional (see box). So this is an important
consideration for government and the public. As is typical in states across the country,
lower- and middle-income families in Nebraska pay a greater share of their income in
state and local taxes than do better-off residents (Figure 10). The higher a household's
income in Nebraska, the lower the share of that income it pays in state and local taxes.
For example, overall, the average Nebraskan makes $45,600 in income and pays $4,697
(10.3 percent) in total state and local taxes. Those making less than $20,000 average
$11,100 in income and $1,210 in taxes (10.9 percent), while those making more than
$348,000 average $1.1 million in income and $63,962 in taxes (5.8 percent).*

This is primarily due to sales and property taxes, which are regressive taxes. For
example, Nebraskans making less than $20,000 per year pay more than é percent
of their income in sales tax, while those making more than $87,000 pay less than 3

percent and those making more than $350,000 pay less than 1 percent.

Likewise, low- and middle-income families must devote a larger share of their incomes



Figure 10: Nebraska’s Tax System is Regressive

12%
" 109%
1)
X 10.3*
£ 1o 7
]
S
o
& g
P 8
8
]
£
e 6%
@
o
€
]
£ &
=
2]
o
o)
8
x
3
o

0%
Bottom 20* Second 20% Middle 20% Fourth 20% Next 15% Next 4% Top 1%
(<%20k) (*20k-234k) (634k-557k) (457k-*87k) (487k-*156k) (*156k-*348k) (>$348k)

Source: Institute on Taxation and Economic Policy, Who Pays? A Distributional Analysis
of the Tax Systems in All 50 States, 4th ed. (January 2013)

to housing than higher-income families. Nebraska's tax law includes measures, such

as the Homestead Exemption, to freeze or reduce property taxes for certain elderly
and disabled Nebraskan homeowners. Still, the lowest-income families pay higher
percentages of their yearly incomes in property taxes than those with higher incomes.*
This is partly because renters also pay property taxes — indirectly in the form of higher

rent — but are not eligible for state relief programs like the Homestead Exemption.

In contrast to sales and property taxes, Nebraska's income tax is progressive. Nebraskans
earning less than $20,000 a year pay little to no income tax, while the average earner
pays 2.5 percent, and the highest-income individuals pay 4.3 percent. This is due to the
graduated income tax rate structure summarized in Chapter 3, as well as specific policies

focused on low- and high-income earners.

Policies like the state Earned Income Tax Credit ensure that workers who earn too little to
stay out of poverty pay income tax on a fairly small portion of their earnings. Nebraska also is
one of a small number of states with an Alternative Minimum Tax, which is an additional tax
meant to ensure that higher-income individuals cannot use so many deductions and credits
that they end up paying no income tax at all. Combined with the additional tax for high-
income earners mentioned in Chapter 3 and a tax rate that increases with income, higher-

income families tend to pay income taxes on more of their earnings.
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Like the individual income tax, the corporate income tax has a structure where
tax rates rise with profits. Nebraska is one of 23 states that even the playing

field between small and large businesses, through a policy known as “combined
reporting.”% This prevents large, multi-state corporations from shifting profits
made in Nebraska to subsidiaries in other states where taxes might be lower or
nonexistent. Combined reporting ensures that small in-state and large multi-
state companies are on equal footing on taxes, with each contributing its share to

maintaining the roads, schools, and other services that make their profits possible.

Tax expenditures can raise fairness issues. While a large percentage of the estimated
$6.4 billion in annual tax expenditures in Nebraska are widely accepted exemptions,
such as not taxing wood purchased by a furniture maker because it will be taxed
when sold as a chair, other tax expenditures, such as taxing a night at the movies but
not a day at the spa, may be more questionable to the average taxpayer. Business
subsidies also may raise questions. Businesses that are not in the targeted industries,
are too small to qualify for subsidies, or already made the investments that are

now being subsidized for other companies may argue that they are being treated
unfairly because they effectively pay a higher tax rate than the subsidized businesses.
Better data about how effective these subsidies are in creating jobs and increasing
investment in the state could help address these concerns.

Does the tax system provide a steady revenue stream as the economy
rises and falls?

A tax system that is unable to weather changes in the economy results in less
revenue in downturns when the public most needs services, and may lead to overly
large surpluses in prosperous times, putting pressure on legislators to enact tax cuts

to reduce the surpluses, unintentionally leaving the state short in the next recession.

No state’s tax system is totally able to avoid the roller coaster ride of economic ups and
downs. However, a good way to minimize severe revenue fluctuations is to maintain a
variety of taxes that respond differently to economic cycles.”” Tax systems that include a
variety of taxes, draw from a broad cross-section of the population, and generate sufficient
balances for emergencies produce more stable revenue and allow states to plan ahead.

A strength of Nebraska'’s tax system is that it levies a broad number of taxes, rather than

relying on just one or two major sources of revenue. However, there is room to improve.

The sales tax, for instance, fails to produce as much revenue as it could as the state loses
about $550-$600 million per year in untaxed services and Internet and catalog sales alone.
Families across the United States today spend much more on services than on goods that
are traditionally taxed (Figure 11). Yet most services remain exempt from Nebraska state

sales tax. In fact, Nebraska taxes less than half of the 168 services taxed in at least one



Figure 11: Consumption of Services Increasing
Goods and Services as Share of Household Consumption
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state. Approximately 30 of the services exempted in Nebraska are taxed in at least two of
our neighboring states; massages and dry cleaning are two examples. And because services
are only taxed if they have been individually added by law, the system is inconsistent. Barber
shop and beauty parlor services are not taxed, but pet grooming services are.® Carpet
cleaning is taxed, but swimming pool cleaning is not. Taxing more services would allow the

tax system to keep up with our changing economy# ) (

Likewise, current law puts local stores at a competitive disadvantage with out-of-state
online and catalog sellers who can't be required to collect sales taxes unless they have
some physical presence, like a warehouse, in the state. Conversely, sellers that are physically
located in Nebraska are legally required to collect sales tax. That means local stores, such
as your local hardware store, operate at a competitive disadvantage in Nebraska because
they have to collect sales tax, but remote sellers, like Amazon.com, do not. While changing
current federal law requires an act of Congress, at least ten states have passed their own
laws to improve the collection of taxes for online purchases. Changing state law could help
Nebraska recoup some of the estimated $98 million the state loses every year to untaxed

online and catalog sales.®

Can taxpayers easily obtain and understand information about the

taxes they pay?

Information should be readily available about when residents pay taxes, to whom, how they
are spent, and how the state’s tax and budget decisions are made. This can be achieved

through high-quality state websites, timely and easily accessible budget reports, fiscal notes
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accompanying legislation to show the costs and benefits of proposed changes in law, and
studies that show how taxes affect different income groups and sectors of the economy.®’
When tax policy is used to encourage behavior or advance a goal other than revenue
collection — as when additional taxes are levied on tobacco to discourage smoking or tax
breaks are given to promote certain investments — the state should be clear about what

those goals are and how the policy is meant to promote them.

The tax expenditures described in Chapter 4 make Nebraska's revenue picture
considerably less clear to the public and to policymakers. This spending is not subjected
to the legislative scrutiny and regular public hearings that direct appropriations are each

budget cycle. As the Nebraska Department of Revenue has written:

“[Tlhe Legislature recognizes that the present budgeting system fails to
accurately and totally reflect the revenue lost due to such tax expenditures and
that as a result undetermined amounts of potential revenue are escaping public
or legislative scrutiny. The loss of such potential revenue causes a narrowing of

the tax base which in turn forces higher tax rates on the remaining tax base.”*

Nebraska is one of 43 states to publish a regular Tax Expenditure Report, but it has
several shortcomings. It contains no cost estimate for almost one-fourth of the sales and
income tax expenditures it identifies,* it is unclear which years the estimates represent,

and it makes no recommendations despite the fact that they are required by law.>

With incomplete reporting, it is impossible to know if Nebraskans are getting good
returns on these investments. With no regular review, programs funded through
tax expenditures can sometimes greatly exceed their original cost estimates,

unexpectedly cutting into funding for other priorities.®

Nebraska has improved its business subsidy policy by implementing wage
requirements to ensure high-paying jobs and forcing businesses to repay if they

fail to meet growth requirements. There also is more disclosure of how much is
distributed in subsidies and to whom, but some important information is still not
available to the public. For example, when the state’s largest business tax credit
program was created in 1987, the Legislature took other steps to entice businesses
into the state and to retain existing businesses — making major changes to individual
income tax rates®and changing the way multistate corporations calculate taxable

income® — but the impact of these changes has not been tracked and reported.

The nonpartisan Pew Center on the States® recommends that Nebraska evaluate its
subsidies during policy and budget deliberations to ensure lawmakers consider the results.

The state also should improve how it measures the economic impact of subsidies, Pew says.>
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Conclusion
LU EE IR REATETTAARRARARAAN

The state budget should be a strategic plan for Nebraska, establishing our priorities
now and for the future. Our investments today in education, roads, healthy
communities, and the Nebraska workforce, for example, will have far-reaching

consequences for decades to come.

Likewise, ensuring that the state has the revenue to support the needs of Nebraska’s

growing population and changing economy is just as critical to the future of the state.

Nebraska hasn't had comprehensive tax reform since 1967, when the sales and
income taxes were established. Yet, today’s economy and spending habits are
dramatically different. For example, services now make up a greater share of
household consumption than goods, untaxed online sales are growing rapidly, and

new industries are born daily.

Our outdated tax system is taking a toll on our ability to invest in Nebraska's future.
In each of the last nine years the Legislature has ended the year with a shortfall
projected in the next budget cycle. As a result, our investments in our schools, roads,

and communities have declined, and even greater challenges for us lie ahead.

Every year we find ourselves scrambling to respond to a tax and budget structure
that's out of balance, rather than following a strategic plan that allows us to look
forward and work toward our common goals. If we want our children to have a strong

future, it's time for a strategy that puts us back in control.

Such a strategy must be built on the following considerations: What are our goals as
a state? What do we need to do to meet those goals? What will it cost? How should
we update our tax system to promote prosperity, and provide sufficient funding to

allow us to invest in these goals?

We must answer these questions together, and together we can create opportunities

for every Nebraskan, now, and in the decades to come.
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