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I. The State Budget in Perspective 
 

Before addressing the state’s budget and tax policy for the 2022-23 biennium, some background is 

necessary on the budget for the current biennium. State tax collections for the first half of fiscal year 

2020 suggested that the state’s fiscal performance in the 2020-21 biennium would be solid. 

Unfortunately, the COVID-19 pandemic (“Covid”) resulted in Texas and the rest of the country taking 

unprecedent safety precautions, which greatly affected the state’s economic performance. On March 

13, 2020, Governor Abbott declared a state of disaster in all of the state’s 254 counties.i Six days later, 

the Governor issued an executive order which closed schools and certain businesses and limited social 

gatherings to no more than ten people.ii Certain industries, such as hotels and restaurants, were 

devastated by the various shutdown measures employed by the state and local governments. In April 

2020, Texas’ unemployment rate skyrocketed to 13.5 percent.iii  

 

There is some evidence that the state is weathering the storm; the state’s unemployment rate in 

October 2020 declined to 6.9 percent (but ticked up to 8.1 percent in November),iv and the Comptroller 

stated in January 2021 that tax collections since July 2020 have been stronger than expected. However, 

Covid has clearly had detrimental effects on the state’s economy and its tax collections. Although the 

Comptroller has emphasized that predicting the effects of Covid is speculative to a large extent, it is a 

given that the pandemic’s economic effects will continue be felt in the 2022-23 biennium.  

 

Table 1 below illustrates the state tax collections for FY 2020 and compares them to what the 

Comptroller predicted in the Biennial Revenue Estimate for the 2020-21 biennium that was published in 

January 2019. The table also illustrates the Comptroller’s January 2021 projections for FY 2021 (which 

includes actual collections for the first four months of FY 2021), compared to what the Comptroller 

predicted for FY 2021 in January 2019.   

 

Table 1: State Tax Collections, All Funds, for FY 2020 Compared to 2020-21 BRE’s Projections; Projected Tax 

Collections, All Funds, for FY 2021 in the 2020-21 BRE and the 2022-23 BRE (in thousands of dollars) 
 

 FY 2020  
   

 FY 2021  
  

        

 
 2020-21 BRE 

(January 2019)  

 Actual  Percent 

Change 

 
 2020-21 BRE 

(January 2019)  

 2022-23 BRE 

(January 2021)  

Percent 

Change 

        

 Sales Tax  $35,117,789  $34,099,115  -2.90% 
 

$36,239,811  $33,623,996  -7.22% 

 Motor Vehicle 

Sales & Rental 

Taxes 

$4,923,825  $4,815,240  -2.20% 
 

$4,965,761  4,893,369 -1.46% 

 Franchise Tax  $4,025,306  $4,418,420  9.80% 
 

$4,167,354  $4,195,300  0.67% 

 Motor Fuels 

Tax  

$3,816,569  $3,524,712  -7.60% 
 

$3,878,299  $3,537,423  -8.79% 
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 Oil Production 

Tax  

$3,403,443  $3,229,347  -5.10% 
 

$4,035,424  $2,672,076  -33.78% 

 Insurance 

Premium 

Taxes  

$2,767,778  $2,741,653  -0.90% 
 

$2,905,984  $2,760,758  -5.00% 

 Natural Gas 

Production Tax  

$1,611,125  $925,473  -42.60% 
 

$1,666,868  $1,194,898  -28.31% 

 Alcoholic 

Beverages 

Taxes  

$1,409,200  $1,125,322  -20.10% 
 

$1,471,600  $1,088,010  -26.07% 

 Cigarette & 

Tobacco Taxes  

$1,308,751  $1,299,014  -0.70% 
 

$1,419,493  $1,373,599  -3.23% 

 Hotel 

Occupancy Tax  

$639,997  $470,703  -26.50% 
 

$667,008  $453,877  -31.95% 

 Utility Taxes  $473,800  $478,155  0.90% 
 

$483,300  $477,475  -1.21% 

 Other Taxes  $335,440  $252,664  -24.70%     $350,533  $179,198  -48.88% 
   

  
   

  

 TOTAL  $59,833,023  $57,379,818  -4.10% 
 

$62,251,435  $56,449,979  -9.32% 

Source: Comptroller of Public Accounts 

 

The data in Table 1 reveals at least four important points. First, the state has seen a significant dip in 

sales tax revenue, the most important component of state tax revenue. Second, certain tax revenue 

sources have seen dramatic declines, especially oil and gas taxes, hotel occupancy taxes, and alcoholic 

beverage taxes. Third, despite the unprecedented response to Covid, the state’s tax collections in FY 

2020 trailed the Comptroller’s projections for that year in the 2020-21 BRE by just 4.1 percent. Fourth, 

although the Comptroller’s current projections for FY 2021 tax collections are 9.3 percent lower than 

what was projected in January 2019, the expected decline from actual tax collections in FY 2020 to 

projected tax collections for FY 2021 is only 1.6 percent.   

 

In a concerning July 2020 revised Certificate Revenue Estimate (CRE), the Comptroller reported that the 

state faced a $4.58 billion deficit at the end of the 2020-21 biennium. In a November 2020 update, 

however, the Comptroller stated that, while monthly revenues have generally continued to show year-

over-year declines since the July 2020 revised CRE was issued, “revenue collections have exceeded our 

July [2020] expectations” and that "the outlook for the current two-year budget is not nearly as dire as 

we feared in July…”v The 2022-23 BRE (discussed in detail below) continued to sound the note of 

cautious optimism regarding the recovery from Covid’s effects, estimating that the shortfall for the 

2020-21 biennium would be only $950 million.1 The BRE also stated that:  

 
1 The Comptroller emphasized that this shortfall does not take into account certain adjustments such as federal 
Covid-related income being used to cover GR expenses, any supplemental appropriations bill the 87th Legislature 
enacts for the 2020-21 biennium, and five percent cuts to the budgets of state agencies (subject to certain 
exceptions) that were implemented after the pandemic struck.  
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The U.S. and Texas economies have performed better than expected since we released a 

revised Certification Revenue Estimate in July 2020. Sales tax revenues, buoyed by strong 

online sales and spending on building materials, home furnishings and sporting goods in 

particular, have exceeded our expectations. Oil prices and production also rebounded 

after collapsing in the spring. As a result, the projected GR-R shortfall for 2020-21 is 

substantially improved from our July forecast. 

 

Of course, the future remains unclear and the Comptroller on several occasions since March 2020 has 

emphasized the unusual degree of uncertainty that accompanies economic projections in light of Covid.  

 

Tax collection data is crucial in evaluating the state’s fiscal health for the 2020-21 biennium, but tax 

collections are not the only source of revenue for the state. To gainer a clearer picture of the state’s 

fiscal position and how it compares to previous years, all funds for the biennium should be examined. 

Table 2 illustrates tax collections, GR-Related tax collections, and net revenue for each of the last six 

fiscal years.   

 

Table 2: State Tax Collections and Net Revenue, FYs 2015 through 2020 (in thousands of dollars)  

Fiscal 

Year 

All Tax 

Collections 

Percent 

Increase in 

Tax 

Collections 

GR-Related Tax 

Collections 

Percent 

Increase in 

GR-Related 

Collections 

Net Revenue* Percent 

Increase in 

Net Revenue 

2015 $51,683,060     --              $46,151,137  -- $109,428,258  -- 

2016 $48,476,226  -6.2% $43,780,105  -5.1% $111,280,871  1.7% 

2017 $49,643,422  2.4% $45,352,873 3.6% $111,195,221  -0.1% 

2018 $55,584,775  12.0% $50,073,275  10.4% $120,165,619  8.1% 

2019 $59,380,722  6.8% $50,230,605  0.3% $127,941,402  6.5% 

2020 $57,379,818  -3.4% $49,196,907  -2.1% $141,576,323  10.7% 

Source: Comptroller of Public Accounts 

* “Net revenue” is gross revenue from all sources, including taxes, fee, earned interest, lottery proceeds, and federal income, 

less any discounts, allowances, adjustments, or refunds allowed by law. 

 

As Table 2 illustrates, the state’s FY 2020 tax collections, while declining from FY 2019, were still almost 

$1.8 billion more than those in FY 2018. In addition, while tax collections dropped from FY 2019 to FY 

2020, the state saw an almost 11 percent increase in net revenue in FY 2020. Some of this increase in 

net revenue is attributable to a very large increase in federal aid- $41.90 billion in FY 2019 versus $58.12 

billion in FY 2020. Much of that increased federal aid, in turn, is attributable to the federal Coronavirus 

Aid, Relief, and Economic Security (CARES) Act passed in March 2020.  

 

Data for only a portion of FY 2021 is currently available. Although state tax collections for the first four 

months of FY 2021 have seen an 8.1 percent year-over-year decline compared to the same four-month 

period in FY 2020, that statistic should be seen in light of two important facts. First, comparing the first 
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four months of FY 2020 and of FY 2021 yields particularly poor results because it compares four “Covid-

free” months to four “Covid-afflicted” months. These numbers, however, will almost certainly improve 

as FY 2021 goes on because the year-over-year comparison will begin to reflect the second half of FY 

2020, when Covid’s adverse effects on tax collections became apparent. Thus, it is virtually certain that 

the year-over-year decline in state tax collections from FY 2020 to FY 2021 will not be as steep as the 

current 8.1 percent; as noted above, the Comptroller projects only a 1.6 percent decline in tax 

collections from FY 2020 to FY 2021. Second, although tax collections for the first four months of FY 

2021 have declined year-over-year, net revenue for that period has actually increased 6.9 percent year-

over-year.  

 

The state has of course incurred greater expenses in some areas due to Covid. For example, 

unemployment insurance benefits paid by the state have increased dramatically as a result of business 

layoffs (although the state has been able to take out more than $6.2 billion in federal loans to help make 

these paymentsvi). But the general point remains that Texas has not experienced a fiscal catastrophe 

from Covid. As policymakers weigh the data in the 2022-23 BRE, they should resist any calls to increase 

taxes and fees and maintain their focus on limiting the growth of government.  

 

The Comptroller released the 2022-23 BRE on January 11, 2021. The estimated total state revenue from 

all sources for the 2022-23 biennium is $270.5 billion. There is an estimated $112.53 billion in general 

revenue-related funds available for certification for the 2022-2023 biennium. To place that number in 

context, the Comptroller in January 2019 projected the corresponding figure for the 2020-21 biennium 

to be $119.12 billion, but in January 2021 revised that figure for the 2020-21 biennium down to $112.97 

billion. In other words, if the Comptroller’s January 2021 projections are accurate, GR-related revenue 

available for general purpose spending in the 2022-23 BRE will decline by only 0.4 percent from the 

amount that was actually available for the 2022-21 biennium. Table 3 expands upon Table 2 above and 

adds the Comptroller’s estimates for FYs 2021-2023 (again, four months of data on FY 2021 already exist 

as of January 2021).  

 

Table 3: Tax Collections, GR-Related Revenue, and Net Revenue, by Fiscal Year: 

       

Fiscal 

Year 

All Tax 

Collections 

Percent 

Increase in 

Tax 

Collections 

GR-Related 

Revenue 

Percent 

Increase 

in GR-

Related 

Revenue 

Net 

Revenue   

Percent 

Increase 

in Net 

Revenue 

              

2015 $51,683,060        n/a           $52,643,877         n/a $109,428,258      n/a 

2016 $48,476,226  -6.20% $50,783,404  -3.53% $111,280,871  1.69% 

2017 $49,643,422  2.41% $52,284,977  2.96% $111,195,221  -0.08% 

2018 $55,584,775  11.97% $57,154,436  9.31% $120,165,619  8.07% 
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2019 $59,380,722  6.83% $57,867,538  1.25% $127,941,402  6.47% 

2020 $57,379,818  -3.37% $56,983,148  -1.53% $141,576,323  10.66% 

2021* $56,449,979  -1.62% $55,459,224  -2.67% $147,841,118  4.43% 

2022** $59,058,650  4.62% $58,444,355  5.38% $137,295,579  -7.13% 

2023** $61,938,384  4.88% $61,133,151  4.60% 133,171,181 -3.00% 

Source: Comptroller 

*Projected, but with four months of actual data. 

**Projected 

 

As the table illustrates, tax collections and GR-related revenue are expected to see healthy growth in the 

2022-23 biennium. Net revenue, however, is expected to decline by 7.13 percent ad 3.00 percent in FY 

2022 and FY 2023, respectively. It is important to note that this expected decline in net revenue for FY 

2022 and FY 2023 is driven by a projected reduction in federal income. Total federal income for FY 2020 

was $58.12 billion and is projected to reach $66.66 billion in FY 2021. However, federal income is 

expected to decline to $51.88 billion in FY 2022, and still further to $46.29 billion in FY 2023. This 

amounts to steep drop in federal income- more than $26 billion- from the 2020-21 biennium to the 

2022-23 biennium. This drop should not be cause for concern; as the Covid pandemic fades and progress 

is made in vaccinating the population, expenditures necessary to deal with the pandemic should fade as 

well.  

 

It should be emphasized that the 2022-23 BRE’s projections are positive in some respects. Although the 

BRE noted the possibility of a “double-dip” economic contraction in late 2020 and/or early 2021 due to a 

resurgence of Covid, it also predicted 4.2 percent annual growth in gross state product (GSP) during the 

2022-23 biennium. Personal income is expected to grow 4.8 percent annually, and employment growth 

to average 2.7 percent annually. Covid has clearly damaged the state’s financial position, but the 

damage is not catastrophic. A review of the state’s budgets over the last two decades reveals that Texas 

has had to deal with worse financial situations on several occasions. Table 4 below lists the amount of 

revenue available for general purpose spending (i.e., general revenue-related funds available for 

certification) in the Comptroller’s biennial revenue estimates since the 2002-03 biennium.  

 

Table 4: Biennial GR-Related Funds Available for Certification, 2002-2003 through 2022-2023 

Biennium General Revenue-Related Funds Available for 

Certification in BRE (in billions of dollars) 

Percent Change in General 

Revenue-Related Funds Available 

for Certification in BRE Compared 

to Previous BRE 

2002-03 60.9 n/a 

2004-05 54.1 -11.17% 

2006-07 64.7 19.59% 

2008-09 82.5 27.51% 

2010-11 77.1 -6.55% 

2012-13 72.2 -6.36% 

2014-15 96.2 33.24% 
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2016-17 113.0 17.46% 

2018-19 104.9 -7.17% 

2020-21 119.1 13.54% 

2022-23 112.5 -5.54% 

Sources: Comptroller’s Biennial Revenue Estimatesvii 

 

As Table 1 illustrates, over the last two decades, the state has faced four worse biennial projections in 

terms of revenue available or general-purpose spending. The 2010-2011 and 2012-2013 biennia deserve 

special mention because each showed a sharper decline than the 2022-23 BRE did in terms of funds 

available for general purpose spending, and they occurred back-to-back. The drop from the estimate of 

$82.5 billion for the 2008-2009 biennium to the estimate of $72.2 billion for the 2012-2013 biennium 

was 12.5 percent, even worse than the 11.2 percent drop for the 2004-2005 biennium. The fiscal lesson 

that all Texas taxpayers should take from the last two decades this is that the state has proven that it 

can tighten its belt during lean fiscal times, and that doing so has laid the foundation for the state’s 

economic growth to resume its upward trajectory.  

 

During a time of economic challenges, the Legislature should ensure that government continues to fund 

its core responsibilities and scrutinize all other spending with a critical eye. It is crucial that the state not 

use a large but temporary influx of federal dollars as justification for new, permanent spending. If 

increased spending is justified on those grounds, then the new, increased level of spending becomes the 

new baseline by which spending in future years is measured, even if tax revenue in the future declines 

or plateaus, and irrespective of whether future spending is consistent with the optimal role of 

government. 

 

Rather than matching its spending to available funds, the Legislature should first ensure that the State is 

meeting its obligations. Funds in excess of whatever amount the State needs to fulfill those obligations 

should be applied towards tax relief. Providing tax relief using revenue below the spending limit must 

remain a focus for conservatives, since it is one way to permanently restrain the growth of government.  

 

To ensure the ongoing fiscal strength of Texas, the 87th Legislature should strengthen the State’s 

constitutional spending and “pay as you go” limits, continue to phase out the franchise tax, protect the 

Economic Stabilization (Rainy Day) Fund from being used for ongoing obligations, modernize its tax 

collection policies to address emerging business structures, and provide much-needed property tax 

relief to homeowners and businesses that is still consistent with the State’s obligation to contribute to 

the funding of public education. Taking these steps will ensure that government in Texas operates within 

its proper scope. Finally, to address the economic downturn caused by Covid, it is imperative that the 

87th Legislature keep Texas on a sound fiscal footing by ensuring that federal Covid-related funds are 

treated as a one-time source of emergency funding rather than a new baseline for government 

expenditures.   
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A. The constitutional spending limit 

 

Texas' current constitutional spending limit, contained in Article VIII, Section 22 of the Texas 

Constitution, reads as follows: 

 

In no biennium shall the rate of growth of appropriations from state tax revenues not 

dedicated by this constitution exceed the estimated rate of growth of the state's 

economy. [Emphasis added]. 

 

The Texas Constitution grants the Legislature authority to provide statutory guidance to facilitate 

implementation of the spending limitation. Under this guidance, the “rate of growth of the state’s 

economy” is calculated by the Legislative Budget Board (LBB) by “dividing the estimated Texas total 

personal income2 for the next biennium by the estimated Texas total personal income for the current 

biennium.”viii   

 

The most important factors to consider in relation to Texas’ constitutional spending limit are that: 

 

1. The limit applies only to non-dedicated General Revenue (GR) spending, rather than all state 

spending. 

2. The limit applies only to state spending, not local government spending.   

3. The limit may be overridden by a simple majority vote of the Legislature if it finds that an 

emergency exists.  

4. Perhaps most importantly, the limit is based on an estimate of future personal income growth.  

 

1. General revenue versus All Funds 

 

The first major weakness of the state’s current constitutional spending limit is that it applies only to 

state tax revenues not dedicated by the Texas Constitution. There are numerous constitutional 

dedications of state tax revenue that are exempted from the current spending limit, including those to 

the State Highway Fund and to the Foundation School Program. For the 2020-21 Biennium, an estimated 

13.4 percent of all state GR appropriations- or more than $15.8 billion- is dedicated by the constitution.ix 

Leaving aside the considerable magnitude of this dedicated revenue, the spending limit is phrased in a 

manner that is not transparent. As the Senate Finance Committee has pointed out that the spending 

limit could be simplified by phrasing the amount subject to the spending limit to mirror the ways in 

which funds are discussed in the budget (GR, GR-Dedicate, Federal Funds, All Funds).x  

 
2 The Legislative Budget Board relies on the U.S. Bureau of Economic Analysis’ definition of “personal income”, 
which reads as follows: “...the income received by persons from all sources, that is, from participation in 
production, from both government and business transfer payments, and from government interest. Personal 
income is the sum of wage and salary disbursements, supplements to wages and salaries, proprietors’ income, 
rental income of persons, personal dividend income, personal interest income and transfer payments, less 
personal contributions for social insurance.” 
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For a constitutional spending limit to be effective, it is critical that it apply to at least both GR and GR-

Dedicated state spending. Doing so would be a significant change that would enhance the state’s 

spending limit. A spending limit that does not apply to all state funds can be circumvented and will 

always be a less than optimal restraint on the growth of state spending.  

 

2. No limit on local government spending  

 

Texas' current constitutional spending limit applies only to certain aspects of state spending; it does not 

impose any limit on local spending. The arguments for capping state spending by reference to 

population growth and inflation which are discussed below apply with equal force to local government 

spending.   

 

An indication that spending at the local level in Texas has become problematic and that local 

governments are living beyond their means is the growing aggregate debt burden of local governments 

in Texas. In June 2015, the Comptroller released a 50 State Scorecard showing Texas’s rankings in 

various categories; the State ranked 3rd worst in terms of local debt per capita.xi As of the end of the 

2019 fiscal year, the combined local debt in Texas was $240 billionxii- a per capita burden of 

approximately $8,276 per resident.3 Furthermore, these numbers do not take into account the interest 

that will be paid on that $240 billion in principal.   

 

Table 5: Texas Local Government Debt by Year 

As of Fiscal Year End Local Debt Outstanding (in billions) 

2007 $141.40  

2008 $160.30  

2009 $174.60  

2010 $183.80  

2011 $192.70  

2012 $195.80  

2013 $200.30  

2014 $205.30  

2015 $212.40  

2016 $218.50  

2017 $218.00  

2018 $230.00  

 
3 Using an estimated state population of 29.0 million as of July 1, 2019 per the United States Census Bureau; see 
https://www.census.gov/quickfacts/TX. 
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2019 $240.0  

Source: Texas Bond Review Board 

 

As Table 5 above shows, at the end of fiscal year 2007, the total debt held by Texas local governments 

was $141.4 billion. Thus, over the ensuing twelve-year period, local governments borrowed more than 

$98 billion. That figure is vastly greater than the State’s total outstanding debt of $59.9 billion as of 

August 31, 2019.xiii This substantial increase in local government debt is striking because Texas’s 

economy experienced solid growth of 3.8 percent annually during that period.xiv Despite this growth, 

local governments still felt compelled to borrow to finance their spending. Relying on the most recent 

data from the U.S. Census Bureau (census year 2016), the Bond Review Board stated in its most recent 

annual report that, among the ten most populous states, Texas ranks second in local debt per capita.xv 

 

The excessive borrowing of local governments in Texas is especially concerning the growth of property 

taxes in Texas in recent years. While borrowing may allow local governments to temporarily prevent 

property taxes from rising at an even greater rate, paying down principal of $240 billion in addition to 

the interest on that amount inexorably puts upward pressure on property taxes, which are easily the 

most significant revenue source for local bond repayment. As noted elsewhere in this Task Force Report, 

the Legislature passed significant property tax relief in the 86th Session, which should slow the rate of 

growth of maintenance and operations (M&O) property taxes imposed by local governments. However, 

growing local debt is still a concern because much of it is repaid through interest and sinking (I&S) 

property taxes, not M&O property taxes.  

 

Implementing a limit on spending by local governments could be accomplished by a simple statutory 

change.  Recognizing the threat of excessive spending by local governments, Senate 18 (85S1, 2017) 

proposed to limit local government spending by reference to population growth and inflation.  Under 

the bill, a local government could have exceeded its spending limit only if the voters approved the 

excess spending or if the governor declared the area governed by the local government as a disaster 

area.  Importantly, the spending limit would not have applied to funds raised by voter-approved bonds, 

or to a gift, donation, or grant to the local government.  Although it was not enacted into law, the bill 

struck the correct balance between fiscal prudence and flexibility.   

  

While critics of spending limits are sure to complain that they place local governments in desperate 

fiscal positions, there is ample evidence that voters are willing to provide authorization to spend. For 

example, in November 2019, 97 local governments in Texas held 132 bond elections, 105 of which 

approved debt totaling $11.3 billion (a 79.5 percent passage rate).xvi If voters are willing to approve new 

local debt at such a high rate, local governments wishing to spend in excess of a spending limitation 

need only ask them.   

 

3. Overriding the spending limit 
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As noted above, the Texas Constitution also authorizes the Legislature to override the current spending 

limitation by a simple majority vote, provided that it is a record vote and that the Legislature finds that 

an emergency exists.xvii Although this provision has never been exercised, it renders the existing 

spending limit a virtually meaningless “safeguard” against higher spending. Any budget passed by the 

Legislature already requires a majority vote in each house. Thus, a Legislature that collectively wishes to 

pass a budget which exceeds the spending limit simply faces a voting hurdle identical to the one it would 

face if the proposed budget were within the constitutional spending limit. 

 

To address this shortcoming, the Texas Constitution should be amended to require a three-fifths vote 

requirement to override the spending limit. This change would require 90 affirmative votes in the House 

and 19 in the Senate to override the constitutional spending limit. A precedent for this is set by the 

constitutional requirements for appropriating funds from the Economic Stabilization Fund; the 

Constitution establishes a three-fifths requirement (Art. III, 49-g, (k)) to appropriate ESF monies to 

address a current biennium shortfall.  

 

4. Shortcomings of basing the current constitutional limit on personal income 

growth 

 

Perhaps the most critical flaw in the current constitutional limit on state spending is the manner in 

which it is calculated. Under current law, prior to a legislative session, the LBB adopts the constitutional 

spending limit that will be enforced for the upcoming biennium based on projections of personal income 

growth. It should be noted that the estimates of personal income growth frequently differ from actual 

income growth, and sometimes wildly so: most stark are the adopted rate of 14.1 percent for the 2002-

03 biennium, when actual personal income growth reached only 6.8 percent, and the 2016-17 biennium 

adopted rate of 11.7 percent, when actual growth was only 4.5 percent.xviii  

 

More broadly, it should be obvious that personal income is not a sensible basis for a state spending 

limit: as personal income (wages, salaries, investment income, etc.) increases, the “need” for 

government services and assistance programs should decrease along with the spending on those 

programs. A spending limit that is functionally based on personal income growth assumes that state 

spending should continue to grow even as Texans become better-off. State spending and personal 

income should have an inverse relationship - not a direct one, as Texas’ current spending limit does. 

 

A far more reasonable approach to defining a constitutional spending limit is to base the limit on a 

population growth and inflation formula. At the simplest level, this would allow the state to continue to 

provide current services even as the state’s population grows. Most importantly, in times of economic 

surplus, state spending could not exceed this “current services” standard. Conversely, whenever 

population growth slows (or even declines), state spending would have to be reigned-in accordingly.  

Policymakers are increasingly taking note of the flaws with the current spending limit. For example, 

Senate Bill 9 (85R, 2017) would have based the spending limit in terms of population growth and 

inflation rather than personal income growth. Although the bill did not become law, it brought greater 
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attention to a key flaw in the current calculation of the spending limit. More recently, the Senate 

Finance Committee endorsed using population times inflation as the proper measurement of the growth 

of state’s economy. Indeed, as the Committee noted in its August 2020 interim report, the 9.89 percent 

growth rate adopted for the 2020-21 biennium was based on population and inflation, although 

modifications were made to reflect additional state expenses due to Hurricane Harvey.xix   

 

A comparison of Texas’ population growth plus inflation against actual and estimated personal income 

growth underscores the point that the population plus inflation measure is consistently the more 

conservative option and would therefore be the more effective type of spending limit. Table 6 and the 

accompanying graph below show the estimated and actual biennial rates of growth in personal income 

over the last several biennia, as well as corresponding population plus inflation growth.4  

 

Table 6: Biennial Adopted and Actual Rates of Personal Income Growth and Population Plus Inflation, 1996-97 to 

2018-19 

Biennium  Adopted Personal Income 

Growth 

Actual Personal Income 

Growth 

Population + Inflation* 

    

 1996-97  13.98 15.59                                9.01  

 1998-99  11.12 17.04                                7.49  

 2000-01  13.44 15.37                             13.04  

 2002-03  14.09 6.84                                7.64  

 2004-05  11.83 9.89                             10.06  

 2006-07  11.34 18.39                             10.62  

 2008-09  13.11 11.87                                7.20  

 2010-11  9.14 6.46                                8.57  

 2012-13  8.92 14.3                                6.72  

 2014-15  10.71 10.51                                5.63  

 2016-17  11.68 4.45                                6.54  

 2018-19  8.00 13.14                                6.74  

 2020-21  9.89 - - 

 2022-23  7.06 - - 

Sources: Adopted and actual personal income growth rates are from the Legislative Budget Board.xx Inflation rates are from the 

historical Consumer Price Index (CPI) data from the Federal Reserve Bank of Minneapolis.xxi Population estimates are based on 

U.S. Census estimates, per the Texas State Library and Archives Commission.xxii 

 

*Census population estimates for a given year are as of July 1st, and inflation estimates are based on the calendar year. Thus, 

the population plus inflation data in the table is based on a slightly different time period than the personal income growth data, 

which is based on Texas biennia (the starting date of which is September 1st of an odd-numbered year). To minimize this 

discrepancy, the table above reflects calculations based on those population estimates which are the closest in time available to 

 
4 Although the phrase “population plus inflation” is sometimes used in this Task Force Report, calculating 
population plus inflation actually involves multiplication. The calculation for determining population and inflation 
growth is [(1 + change in population rate during previous biennium) * (1 + change in inflation during previous 
biennium)] - 1. 
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biennia starting dates. For example, to calculate population changes for the 2018-2019 biennium (which began on September 1, 

2017), the difference between Texas’ population on July 1, 2017 and on July 1, 2019 was used.   

“-“ signifies data is not yet available.  

 

 

 
Source: See table immediately above and sources cited therein 

 

From the 1996-1997 biennium through the 2018-19 biennium (inclusive), a population and inflation limit 

averaged 8.3 percent per biennium, while the average limit using estimated personal income growth 

averaged 11.4 percent per biennium- approximately 38 percent higher. The wide variation between the 

adopted spending limit and actual personal income growth (i.e., the difference between the blue and 

orange lines in the graph above) is also noteworthy. The data shows that actual biennial personal 

income growth over that same period is very volatile, vacillating wildly from high of 18.4 percent to a 

low of 4.5 percent. Forced to deal with this unpredictability, LBB frequently adopted spending limits 

both far below and far in excess of actual personal income growth. For example, the estimated personal 

income growth rates for the 2002-03, 2016-17, and 2018-19 biennia were 14.1 percent, 11.7 percent, 

and 8.0 percent, respectively. However, the corresponding actual growth rates were radically different: 

6.8 percent, 4.4 percent, and 13.1 percent, respectively. In contrast, the population and inflation metric 

is considerably more stable, generally staying in a narrower band between 6 and 11 percent for each 

biennium.  

 

5. Policy Recommendation: Strengthen the State’s Constitutional Spending Limit 

 

Texas’ constitutional spending limit must be strengthened and supplemented in order to address its 

fundamental shortcomings. This requires four key reforms: (1) apply the spending limit to all general 

revenue and dedicated general revenue, (2) make statutory changes to implement a spending limit on 

local governments, (3) require a three-fifths vote of the legislature to override the state spending limit, 

and (4) use changes in population and inflation (rather than personal income growth) as the basis for 

both local and state spending limitations. 
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6. A Note on exempting tax cuts from the above policy recommendation 

 

The Legislative Budget Board has made clear that, generally, tax cuts do not count toward the 

constitutional spending limit: “It is important to note that a piece of legislation resulting in a tax cut 

simply reduces revenue and is not an appropriation of any kind.”xxiii However, it is appropriations that 

are made to hold certain entities or funds harmless from the effects of such tax cuts that are currently 

subject to the spending limit. These types of appropriations are typically made in relation to property 

tax relief and would also have to be made in the event of significant franchise tax relief in the future. As 

the LBB pointed out: 

 

A franchise tax cut would reduce franchise tax revenues deposited into and 

appropriations from the Property Tax Relief Fund. Reducing appropriations from the 

Property Tax Relief Fund, in isolation, would reduce appropriations subject to the 

spending limit. However, school funding formulas would shift the appropriations, 

equaling the amount of the shortfall, from the Property Tax Relief Fund to the General 

Revenue Fund. The resulting General Revenue Funds appropriation would count against 

the spending limit to the extent that it is financed with tax revenue that is not dedicated 

by the constitution (underlining added).xxiv 

 

It may be appropriate to exempt these types of appropriations from the state’s constitutional spending 

limit since they are only necessary in order to ensure that the Legislature can meet its obligations while 

also providing tax relief. In the case of the franchise tax, for example, taxpayers should not be denied tax 

relief if the Legislature continues to meet its public education obligations.  

 

However, it is important to acknowledge that exempting such appropriations from the spending limit 

may create the impression that only funds collected in excess of the spending limit should be used for 

tax relief. Indeed, a provision of this type may invite the temptation to use all GR below the spending 

limit only on programs. There was a glimpse of this in the 83rd Session in the water debate. While the 

Legislature ultimately made the decision to tap the Economic Stabilization Fund to pay for water 

development projects, it remains true that there was ample revenue for water projects under the 

spending limit in the early stages of the budget process. Instead, revenue below the cap was used for 

other areas of the budget, forcing the issue of using the ESF to fund water projects.  The same pressures 

led to the passage of a constitutional amendment to partially fund transportation from revenue diverted 

before being deposited in the ESF rather than available general revenue.  

 

B. The “pay as you go” limit 

 

Article 3, Section 49a(b) of the Constitution contains the state’s “pay as you go” spending limitation. This 

limitation reads: “[Subject to certain exclusions] . . . no appropriation in excess of the cash and 

anticipated revenue of the funds from which such appropriation is to be made shall be valid.” The 
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Comptroller, through the Biennial Revenue Estimate released near the beginning of a regular legislative 

session, certifies the general revenue available to the state for the upcoming biennium. General revenue 

accounts include the state's main general revenue account, into which all non-dedicated tax collections 

are deposited.  

 

General revenue accounts also include approximately 170 other accounts which are funded by certain 

taxes and fees, the revenue from which is dedicated to specific purposes. Commonly known as "general 

revenue-dedicated accounts," these accounts may receive revenues from a variety of sources, which are 

typically linked to the purpose of the fund. For instance, the Game, Fish, and Water Safety account 

(Account # 0009) is funded with revenue from sources such as fees for licenses and permits regarding 

game and fish; fines for violation of laws pertaining to wildlife protection and conservation; fees for 

oyster bed rentals and permits; and proceeds from the sale and lease of grazing rights.xxv  

 

The balances in these general revenue-dedicated accounts often have a surplus. These surplus balances 

are taken into account by the Comptroller in his certification of general revenue available for a given 

biennium. Through a process known as "funds consolidation," all general revenue-dedicated accounts 

can be consolidated, and their total collective balance may be applied toward certifying that the state 

budget does not exceed available revenue. This funds consolidation poses two related problems. 

 

First, it creates an incentive for the Legislature to leave balances in general revenue-dedicated accounts 

so that they can be used to certify that the state budget is within available general revenue. When 

policymakers go through the often-contentious process of ensuring that appropriations do not exceed 

projected revenue in an upcoming biennium, the unappropriated amounts in general revenue-dedicated 

accounts swell the projected revenue. This allows the Legislature to spend more than it would otherwise 

be authorized to spend. As former House Speaker Joe Straus stated in 2012: “The practice of 'funds 

consolidation' has evolved from a one-time accommodation and turned into a decades-long bad habit in 

our state's budget process.”xxvi 

 

Second, using general revenue-dedicated funds for budget certification raises serious transparency and 

accountability concerns. Dedicated revenue should be used for the purpose for which it was raised and 

for which the public was led to believe it would be used. If the state continuously has an aggregate 

surplus in its general revenue-dedicated amounts, it is essentially an admission that the taxes and fees 

which generated this surplus were unnecessarily high.  

 

As a result of the incentive the Legislature has in allowing unappropriated balances in general revenue-

dedicated funds to grow, large balances have accrued in many general revenue-dedicated accounts. One 

fund alone, the Texas Emissions Reduction Plan (TERP) account, is projected to have a $2.1 billion 

balance by the end of the 2020-21 biennium.xxvii Table 7 below illustrates the extent to which funds 

consolidation has grown over the past two decades: 

 

Table 7:  General Revenue Dedicated Accounts and Balances Used for Budget Certification (in billions)  
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72nd Legislature, 1991 $0.54  

73rd Legislature, 1993 $0.94  

74th Legislature, 1995 $1.31  

75th Legislature, 1997 $1.14  

76th Legislature, 1999 $1.34  

77th Legislature. 2001 $1.63  

78th Legislature, 2003 $2.20  

79th Legislature, 2005 $2.75  

80th Legislature, 2007 $3.08  

81st Legislature, 2009 $3.67  

82nd Legislature, 2011 $4.95  

83rd Legislature, 2013 $4.17  

84th Legislature, 2015 $3.48  

85th Legislature, 2017 $5.30  

86th Legislature, 2019 $5.76  

  

CUMULATIVE TOTAL $42.26  

Source: Texas Comptroller of Public Accountsxxviii 

 

The “cumulative total” line in Table 7is of great importance. This cumulative total to some extent double 

counts (or triple counts, or even more) the same unappropriated funds in a given general revenue-

dedicated account that are carried forward from one biennium to the next. Nevertheless, the $42.26 

billion total is not an overstatement; irrespective of any double counting, the aggregate additions to the 

biennial pay as you go limit, from the 72nd to the 86th Sessions (inclusive), were more than $42 billion. 

This has allowed the Legislature to make much higher appropriations than it otherwise would have been 

able to make. A simple example illustrates this effect: suppose that a general revenue-dedicated 

account has unappropriated funds of $1 million. Over the course of five biennia, that $1 million is not 

appropriated, and is not decreased or increased in any way. Even though it is only $1 million, the fact 

that it is used to certify general revenue in five separate biennia means that it allows the Legislature to 

increase total spending over that period by $5 million.   

 

Due to concerns about the grown in these accounts, there has been some effort in recent legislative 

sessions to reduce the state’s reliance on balances in dedicated accounts to certify the budget. The 83rd 

Legislature enacted House Bill 7 (83R, 2013), which directed the Legislative Budget Board and the 

Comptroller of Public Accounts to review the funds consolidation process and legislative dedications of 

revenue. The 83rd Legislature also reduced reliance on dedicated accounts by almost $800 million 

compared to the previous budget, while the 84th Legislature reduced that reliance by another $700 



 

20 
Texas Conservative Coalition Research Institute                                                        Limited Government – Individual Liberty 

                                          txccri.org                                                                                                 Free Enterprise – Traditional Values  
 
 

million. Unfortunately, as Table 1 illustrates, that mini-trend reversed course in the 85th and 86h 

Sessions, with the $5.76 billion mark for the 86th Session being the all-time high.  

 

The 84th Legislature also considered legislation by Rep. Darby (HJR 111, 84R) that should be pursued 

again (although certain dates in the resolution would have to be changed). HJR 111, which passed the 

House unanimously but was left pending the Senate Committee on Finance, would have amended the 

Constitution to prohibit: 

 

• The Comptroller from using funds in general revenue-dedicated accounts for budget 

certification beginning with the 2022-23 biennium.   

• The Comptroller from including funds in general revenue-dedicated accounts in the preparation 

of the Biennial Revenue Estimate for all or part of a state fiscal year beginning after September 

1, 2016; and 

• An appropriation from a general revenue-dedicated account being made for a purpose other 

than that for which the revenue was collected, unless the revenue or account dedication is 

repealed.  

 

Finally, the 86th Legislature passed House Bill 3745 (2019) into law, which modifies the administration of 

TERP account. The bill extended the fees and surcharges which fund the TERP account, but starting in 

2021 those funds will be deposited in an account outside of the state treasury. The Texas Commission 

on Environmental Quality (TCEQ) will oversee this account, and appropriations can be made from it for 

dedicated purposes only and without legislative appropriation.  

 

Prohibiting the practice of funds consolidation is a critical reform that will restore truth-in-budgeting. 

Dedicated accounts should be used only for their intended purpose- not to grow the state budget. 

Expressly prohibiting the use of statutorily-dedicated accounts for budget certification in the 

constitution would be the most effective way to end the funds consolidation process. This would 

improve the transparency of the state budget and would ensure that statutorily-dedicated accounts are 

used only for their intended purpose. If the use of these balances for funds consolidation were 

prohibited, the Legislature would have to appropriate the balances in these funds to their dedicated 

purposes over time, since retaining a balance in these funds would no longer serve a broader budgetary 

purpose.   

 

Furthermore, each tax or fee imposed by the state should be set at a rate that sufficiently meets the 

needs of the purpose for which it is being collected, lowering the unnecessary burden on taxpayers. 

Since many GR-D accounts currently hold a large aggregate balance, it is clear that many of the 

associated taxes and fees are higher than what is necessary for the accounts to achieve their intended 

purposes. The House Ways and Means Committee and the Senate Finance Committee should undertake 

a review, engaging with industry stakeholders and the general public, to establish appropriate fees and 

tax rates as part of the process of ending the practice of funds consolidation. 
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1. Policy Recommendation: Enact legislation prohibiting use of statutorily-

dedicated accounts for budget certification. 

 

C. The economic stabilization fund (The “rainy day” fund) 

 

The Economic Stabilization (Rainy Day) Fund (ESF) was created after its approval by voters in the 

November 1988 constitutional amendment election. Article III, Section 49-g of the Texas Constitution 

establishes four sources of revenue for the ESF: 

 

• 50 percent of any unencumbered general revenue (GR) balances on the last day of a biennium; 

• 37.5 percent of oil and natural gas production tax revenues in excess of what those taxes 

generated in the fiscal year ending August 31, 1987; 

• Interest earned on the balance of the Fund; and 

• Any additional amounts appropriated directly to the ESF by the Legislature. 

 

The Constitution directs the Comptroller to calculate and deposit these revenues into the ESF. The ESF 

balance is capped at no more than ten percent of deposits (subject to certain exclusions) to general 

revenue in the previous biennium. If any of the transfers outlined above would lead to the ESF 

exceeding this cap, the Comptroller is directed to reduce the transfers accordingly and to retain the 

remaining funds in GR. While there is no minimum required balance for the ESF, oil and gas tax revenue 

that would otherwise flow into the State Highway Fund (SHF) is directed to the ESF if the ESF falls below 

a “sufficient balance.”5 For the 2022-23 biennium, the sufficient balance will be seven percent of the 

certified GR-related appropriations made for that state biennium. 

 

Senate Bill 69 (86R) made two important changes to how the ESF is administered. First, beginning in FY 

2022, the sufficient balance of the ESF for a given biennium will no longer be set by a legislative 

committee, but rather will be equal to seven percent of the certified general revenue-related 

appropriations made for that biennium. Second, SB 69 greatly expanded the ability of the Comptroller to 

invest a portion of the ESF as a prudent investor would, which will help the fund at least keep pace with 

inflation. As the Comptroller stated in 2017, the pre-SB 69 guidelines for investing the ESF were so 

cautious and restrictive that they led to investing the fund in a manner akin to “burying the money in a 

hole on the Capitol lawn.”xxix In contrast, SB 69 permits the Comptroller to invest up to three-quarters of 

the ESF in accordance with the prudent investor standard. The remainder will be invested in safe, liquid 

investments to ensure the state can tap the fund as needed. Over time, SB 69 should yield hundreds of 

millions of dollars in revenue for the state and ensure that the ESF’s value is not eroded by inflation.  

 

1. Use of the economic stabilization fund 

 

 
5 The term “sufficient balance” is no longer used in statute as a result of Senate Bill 69 (86R, 2019); however, this 
Task Force Report continues to use the term because the concept remains in statute.  
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Article III, Section 49-g, subsections (k), (l), and (m) outline the three situations in which the Legislature 

may appropriate funds from the ESF: 

 

(k) For the current biennium: If the Comptroller certifies that appropriations from GR 

made by the preceding legislature exceed available GR and cash balances for the 

remainder of that biennium. This type of appropriation from the ESF requires a three-

fifths vote in both the House and Senate. 

 

(l) For a succeeding biennium: If the Comptroller estimates that anticipated revenues for 

the succeeding biennium will be less than the revenues that the Comptroller estimates to 

be available in the current biennium. This type of appropriation from the ESF requires a 

three-fifths vote in both the House and Senate. 

 

(m) For any purpose and at any time: this type of appropriation requires a two-thirds vote 

in both the House and Senate. 

 

2. Current balance 

 

The Comptroller’s 2022-23 BRE projects that the ESF will contain a balance of $8.95 billion at the end of 

FY 2021. Excluding any appropriations made by the 87th Legislature, the ending balances in FY 2022 and 

FY 2023 are projected to be $10.07 billion and $11.55 billion, respectively. The ESF balance should be 

well below the constitutional maximum of $19.7 billion throughout the 2022-23 biennium.  

 

Table 8: Details of Economic Stabilization Fund- Cash Basis Reporting (in thousands of dollars) 

Year 2022 2023 

   

Beginning Balance $8,947,194 $10,073,639 

Transfers and Interest Income 
 

 

Oil Production Tax Transfer $802,577 $939,584 

Natural Gas Production Tax  $223,171 $411,082 

Interest Income $16,886 $12,142 

Investment Income $83,812 $118,139 

Total Transfers and Interest Income $1,126,445 $1,480,9480 

Scheduled Appropriations (as of January 2021) 0 0 

Total Ending Balance $10,073,639 $11,554,587 

Source: Comptroller’s Biennial Revenue Estimate (January 2021) 

 

Substantial appropriations from the ESF were made during the 2020-21 biennium. The vast majority of 

these appropriations were attributable to Senate Bill 500 (86R), the supplemental appropriations bill 

that addressed a variety of issues, including funding to combat the damage of Hurricane Harvey.  
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Deposits of severance taxes to the ESF which were attributable to FY 2020 activity (deposited in 

November 2020) were $1.13 billion. This was a considerable drop from the $1.66 billion deposited as a 

result of FY 2019 activity. Unfortunately, deposits to the ESF during FY 2022 and FY 2023 will remain 

below those made in FY 2020. Transfers to the ESF during FY 2022 which are attributable to severance 

taxes are projected to barely exceed $1 billion, but are expected to rebound to approximately $1.35 

billion in FY 2023.  

 

Between the more than $6 billion in total appropriations from the ESF set forth in SB 500, and the 

adverse effects of Covid on oil and gas tax production, the projected ESF balance at the end of the 

current biennium- while still substantial- will be far below the $15.4 billion the Comptroller projected in 

the 2020-21 BRE (this projection was made without taking into account any possible supplemental 

appropriations for the 2018-19 biennium). Given the current state of affairs, the state should be 

especially judicious in its use of the ESF.  

  

3. The importance of maintaining a healthy balance in the ESF 

 

Maintaining a healthy balance in the ESF is critical to ensuring that the state can meet future revenue 

shortfalls, and to retain Texas’ strong bond ratings. In its 2019 annual report, the Texas Bond Review 

Board noted that credit rating agencies Moody’s and Fitch had given Texas’ general obligation bond 

debt their highest ratings. In giving Texas this rating, Moody’s noted that the state has “reserves that 

provide a healthy cushion even after recent appropriations,” and Fitch pointed to the state’s practice of 

“historically keeping strong balances in its budgetary reserve, the economic stabilization fund (ESF).”xxx 

 

When voters endorsed the creation of the ESF in 1988, they approved a constitutional amendment 

“establishing an economic stabilization fund in the state treasury to be used to offset unforeseen 

shortfalls in revenue.” Until the 83rd Legislature, with two narrow exceptions, the ESF had only been 

used to make supplemental appropriations related to revenue shortfalls: SB 7 (71S6, 1991), HB 7 (78R, 

2003), HB 10 (79R, 2005), and HB 4 (82R, 2011). The two exceptions, SB 171 (73R, 1993) and SB 532 

(73R, 1993), related to Texas Department of Criminal Justice (TDCJ) capacity issues and totaled less than 

$200 million. 

 

Despite the clear wording of the 1988 constitutional amendment, the Texas Constitution is clear that the 

ESF may be used for any purpose with the appropriate legislative approval. Article III, Section 49-g(m) 

states that “the Legislature may, by a two-thirds vote of the members present in each house, 

appropriate amounts from the economic stabilization fund at any time and for any purpose.” It was 

under this constitutional provision that the 83rd Legislature passed legislation proposing a $2 billion 

appropriation from the ESF for water infrastructure and considered legislation appropriating ESF 

revenue for transportation infrastructure. The 83rd Legislature also used the ESF to undo the $1.75 

billion deferral of the final Foundation School Program payment of the 2012-13 biennium, underscoring 

the beginnings of a troubling trend of the Legislature using the ESF for what should be core GR 

expenditures. In the supplemental appropriations bill for the 86th Session (SB 500), the Legislature 
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included a $589 million appropriation from the ESF for one-time payments to certain participants in the 

Teacher Retirement System, even though the state’s fiscal position at the time was relatively strong.  

 

It is only through the defects of the original constitutional language creating the ESF that expenditures 

from the Fund such as those during the 83rd Session are permitted. As noted above, Article III, Section 

49-g(m) of the Texas Constitution allows funds to be spent from the ESF for any purpose upon a two-

thirds vote of the Legislature. In order to protect the balance of the ESF and promote fiscal restraint, this 

provision should be substantially narrowed.  

 

4. Policy Recommendation: Amend the Texas Constitution to narrow the 

permissible uses of the ESF to cover revenue shortfalls, state debt retirement, 

one-time infrastructure projects, and expenses related to a state of disaster. 

 

Narrowing the uses of the ESF would achieve what is frequently considered a best practice in 

governance of state rainy day funds. For instance, the Institute on Taxation and Economic Policy has 

argued that “rainy day funds should only be used to reduce the impact of budget shortfalls that arise 

from cyclical economic downturns—not to cope with long-term structural problems.”xxxi Similarly, the 

Mercatus Center at George Mason University suggests that states should “[e]nact rules governing the 

use of rainy day funds”: 

 

State legislators can do more to ensure fiscal stability for their states by adopting requirements 

for deposits made to their rainy day funds and by setting strict rules about withdrawals. States 

that have already adopted such rules have, on average, lower spending volatility across years 

than states without such rules.xxxii 

 

Amending Article III, Section 49-g(m) of the Texas Constitution to specify that other than in times of 

budget shortfall for a current biennium, the ESF may only be used for retirement of existing debt, one-

time infrastructure payments, or to cover expenses related to a state disaster as declared by the 

Governor under the Texas Government Code §418.014 would achieve this goal. House Joint Resolution 

94 (84R, Burkett) should be used as a model for future legislation. HJR 94 proposed amending Article III, 

Section 49-g(m) as follows: 

 

…the legislature may, by a two-thirds vote of the members present in each house, appropriate 

amounts from the economic stabilization fund to: 

               (1)  retire state debt; 

               (2)  pay costs associated with a state of disaster declared by the governor; or 

               (3)  pay nonrecurring costs of infrastructure projects 

  [at any time and for any purpose]. 
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It is important to note that legislation like HJR 94 would still allow funds from the ESF to be used to 

address budget shortfalls, since those situations are covered under Sections 49-g(k) and (l) of Article III 

of the Constitution.  

 

 

II. State Pension Reform 
 

A. Background 

 

The two largest state pension systems in Texas are the Employees Retirement System of Texas (ERS) and 

the Teacher Retirement System. ERS participants are current or former state employees and TRS 

participants are current or former employees of qualifying public education institutions. Both of these 

systems, particularly ERS, have significant unfunded liabilities which are a threat to the state’s long-term 

finances. TRS and ERS should be reformed to ensure that they provide participants with an adequate 

opportunity to save for retirement in a way that does not pose a threat to taxpayers. The state can 

accomplish this by converting TRS and ERS from defined benefit (DB) plans to defined contribution (DC) 

plans.  

 

Before assessing the condition of TRS and ERS,6 some background is necessary on DB versus DC pension 

plans, and on actuarial terms used when evaluating DB pension plans’ status. 

 

B. Defined Benefit versus Defined Contribution Plans 

 

Participants in DC plans such as 401(k) plans generally contribute a portion of their salaries to the plan. 

Employers often provide a matching contribution to a certain extent, but are not required to do so. After 

these contributions are made, the funds in the plan grow depending on the performance of the 

investments in the plan. For example, a 401(k) participant might choose to invest his or her 401(k) 

account in a mixture of stock and bond mutual funds. Accordingly, 401(k) participants are subject to a 

certain degree of risk; if the performance of their investments over the course of a career is poorer than 

expected, they will have to work longer than anticipated or reduce their lifestyle in retirement. Of 

course, the opposite situation may occur; the investment performance may be stronger than expected, 

permitting participants to retire earlier than planned and/or to enjoy a more financially comfortable 

retirement than planned. Because of the risk inherent in investments, employees must follow the 

principles of sound retirement planning to ensure a secure retirement. For example, employees 

generally should avoid being invested 100 percent in volatile stocks as they approach retirement age, 

because a sharp decline in the stock market could devastate their investments and leave the little time 

before retirement to recoup those losses. Upon retirement, a DC participant has an account balance, 

 
6 For ease of reference, this Task Force Report uses “TRS” and “ERS” to refer to the pension systems of TRS and 
ERS, respectively.   
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and this balance (and the investment earnings on it) can be withdrawn over the remainder of his or her 

life.  

 

DB plans in the public employee context generally require employees to make contributions, but they 

receive significant contributions from the public employer as well. A retired participant in a DB pension 

plan typically receives annual pension benefits which are calculated pursuant to a formula- usually 

based on the employee’s years of service and salary over those years- and which are not based on the 

performance of the investments in the DB plan. To make projections about its ability to pay promised 

benefits years into the future, the DB plan must estimate a rate of return on its investments. This 

creates a significant risk to taxpayers; if the trustee of a DB plan assumes, say, a 7 percent average 

annual return over a 30-year period, but the actual average annual return is only 5 percent, then the 

plan will need additional funds to pay out the promised benefits, or will need to slash promised benefits. 

When the employer is a public entity, that additional funding can become the burden of taxpayers.  

 

A critical aspect of DB plans relative to DC plans, then, is the shifting of investment risk from employee 

to employer (or taxpayers). This fact is a key reason why DB plans are increasingly rare in the private 

sector. According to a Bureau of Labor Statistics survey, in 2019, 64 percent of such workers had access 

to a DC plan through their employer, but only 16 percent had access to a DB plan through their 

employer.xxxiii The corresponding figures for state and local government employees, however, were 37 

percent and 86 percent.xxxiv Moreover, of the private sector employees who actually participated in a DB 

plan, 38 percent participated in a plan that was “frozen.”xxxv Frozen DB plans are those in which (a) 

newly-hired employees may not participate, or (b) only some participants still accrue benefits. The 

above numbers accord with an observation the BLS made back in 2012: “Beginning in the 1980s, a 

dramatic shift occurred in employer-sponsored retirement plans. This shift was away from traditional 

defined benefit plans and towards portable defined contribution plans, such as the popular 401(k).”xxxvi 

Despite this shift in the private sector, public employees in general continue to enjoy the advantages of 

DB plans.  

 

TRS and ERS are DB pension plans which promise members future benefits which are calculated 

pursuant to a formula.  For example, TRS’s formula for calculating a standard annual pension is: 0.023 x 

(years of service credit) x (average annual salary based on five highest-earning years).xxxvii For example, 

assume a person retires at age 65 after working as a public educator in Texas for 40 years. The average 

of her five highest annual salaries is $70,000. She will receive an annuity payment of $64,400 each 

remaining year of her life. 

 

C. Actuarial Terms in the Context of DB Pension Plans 

 

Because DC plans do not promise a fixed annuity or ending investment amount by the time a participant 

retires, they cannot be underfunded in the way a DB plan can. In contrast, DB plans may lack the assets 

to pay out the promised benefits to participants. Key actuarial terms used in discussing DB-style 

pensions include the following: 
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Normal costs: “Employees earn new pension benefits each year. The annual actuarially 

calculated contribution necessary to provide these benefits is known as the normal 

cost.”xxxviii If contributions to a pension plan equal to its normal cost are made every year 

of its existence, and all actuarial assumptions turn out to be correct (e.g., the assumed 

return on invested funds is met), then the pension will never be underfunded.  

 

Actuarial Accrued Liabilities (AAL): The present value of costs attributable to participants’ 

service in prior years. AAL “is the total amount that should have been, or was planned on 

being, collected through normal cost contributions (and earnings on those contributions), 

up to the present moment to fund retirement benefits.”xxxix  

 

Unfunded Actuarial Accrued Liabilities (UAAL): If the assets of a pension plan are less than 

its AAL, the plan is said to have UAAL.xl The existence of a UAAL means that future 

contributions to the plan (and earnings on them) must be sufficient to cover future 

normal costs and to pay down the UAAL. UAAL are sometimes referred to as “unfunded 

liabilities.” 

 

Amortization Period or Funding Period: The period of time required to pay down the UAAL 

of a pension plan to zero (similar to how a mortgage would be paid down to zero over 

time), based on actuarial assumptions.xli 

 

Funded ratio: the ratio of funded to unfunded liabilities in a pension plan. For example, if 

a pension plan has assets of $1,000 and AAL of $1,5000, it has a UAAL of $500 and a 

funded ratio of 66.7 percent (i.e., $1,000 divided by $1,500).xlii 

 

Given the above definitions, as a general rule DB pension plans ideally would have very low or zero 

UAAL, a very low amortization period or none at all, and a funded ratio of 100 percent. Indeed, recent 

legislation passed into law (Senate Bill 2224, 86R) requires the governing body of a public retirement 

system to adopt a written plan for achieving a funded ratio of 100 percent (or more). Nevertheless, the 

funded ratio by itself is not dispositive on whether a pension plan is adequately funded or not. The PRB 

has noted that “A retirement system’s funded ratio is only a onetime snapshot of the system’s asset to 

liability measurement and does not provide any trend-related information. Therefore, funded ratio 

should be evaluated in conjunction with a system’s amortization period.”xliii  

 

The PRB has also stated that “the most appropriate measure” of a pension plan’s financial health is the 

current amortization period.xliv Echoing these thoughts, the American Academy of Actuaries has stated 

that, although the funded ratio at a given moment is not necessarily an accurate indicator of a pension 

plan’s health, “Pension plans should have a strategy in place to attain or maintain a funded status of 

100% or greater over a reasonable period of time [i.e., should have a plan to bring the amortization 

period to zero].”xlv 
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Although being fully funded is always a pension plan’s goal, many pension plans fall short of this goal 

and have UAAL. This failure may be due insufficient contributions, poor investment performance, and/or 

the inherent difficulty in accurately projecting how various demographic, economic, and retirement 

factors will unfold over the course of decades. The PRB’s Funding Guidelines are intended to provide 

guidance to public retirement systems in meeting their obligations. These guidelines “establish a 

maximum amortization period of not more than 30 years with a preferred target range of 10 to 25 

years.”xlvi They also note that “Plans with amortization periods that exceed 30 years as of [June 30, 2017] 

should seek to reduce their amortization period to 30 years or less as soon as practicable, but not later 

than [June 30, 2025].”xlvii State law applicable to many public pensions provides that, if a plan’s 

amortization period exceeds 40 years, its governing body must submit a funding soundness restoration 

plan (FSRP) that within ten years will reduce the amortization period to no more than 40 years.xlviii TRS 

and ERS, however, are exempted from this requirement.xlix  

 

D. Current Status of TRS and ERS  

 

As the table below illustrates, the size of TRS and ERS is staggering. Together they have more than 2 

million members and more than $61 billion in unfunded liabilities, and account for the overwhelming 

majority of the unfunded liabilities of state and local pensions in Texas. TRS is especially large, in terms 

of both membership and unfunded liabilities.  

 

Table 9: Key Facts re: TRS and ERS (as of August 31, 2019) 

 TRS ERS 

   

# of Members 1,629,682 382,955 

Current Actuarial Value of Assets $160.23 billion $28.06 billion 

UAAL $49.49 billion $11.74 billion 

Funded Ratio 76.4% 70.5% 

Amortization Period 29 years Infinite 

Source: Comptroller’s Public Pension Search Tooll 

 

TRS’s amortization period is 29 years, bordering on the maximum period under PRB’s guidelines. The 

86th Legislature enacted Senate Bill 12 to bring the amortization period down from approximately 86 

years.li The bill phases in increased annual contributions by teachers, school districts, and the state to 

TRS. Even after accounting for SB 12’s effects, TRS’s amortization period is concerning. Moreover, any 

unexpected changes in investment performance or assumptions in the future can have dramatic effects 

on the health of a pension system. An example of such dramatic effects can be found in TRS’s recent 

history. In July 2018, the TRS board of trustees changed its projected long-term annual rate of return on 

investments from 8 percent to 7.25 percent, and the assumed annual inflation rate from 2.5 percent to 

2.3 percent. These seemingly slight changes caused the then-32 year amortization period of TRS to soar 

to 86 years,lii which in turn led to the need for increased contributions set forth in SB 12.  
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As concerning as TRS’s current situation is, ERS’s is worse. Although it has lower unfunded liabilities (but 

also fewer members), ERS has an infinite amortization period. In other words, the unfunded liabilities 

will never be paid down given current contribution rates and investment assumptions. Unfortunately, 

this is not an aberration for ERS; in February 2019, the Comptroller noted that ERS’s amortization period 

(which is calculated annually) has been infinite for all but two years since 2008.liii In December 2019, 

consultants hired by ERS’s board of trustees bluntly warned about the dire condition of the pension 

system: 

 

The current financial outlook for ERS is very poor. It is important to understand that the 

currently scheduled contributions are not expected to accumulate sufficient assets in 

order to pay all of the currently scheduled benefits when due. Based on current 

expectations and assumptions, ERS is projected to remain solvent until the year 2075. 

However, based on volatility in the financial markets, there is a strong possibility that ERS 

will become insolvent in a 30 to 40 year timeframe which is within the current generation 

of members. Contributions must materially increase in the next legislative session to 

secure the benefits for current members.liv 

 

The consultants further noted that, if and when ERS’s pension fund is reduced to zero, promised 

benefits could be paid only if the legislative appropriation to ERS immediately quadruples and remains 

at that new level.lv 

 

E. Risks which TRS and ERS pose to taxpayers 

 

Given the current state of TRS and ERS, it is imperative that policymakers assess the risks that they pose 

to taxpayers and identify ways to mitigate those risks. 

 

An obvious danger which pension liabilities pose to the state is an adverse effect on its credit rating. In 

March 2017, the Comptroller’s office stated that “A June 2016 Moody’s analysis stated that Texas’ 

record of below-actuarial-level contributions are driving rising pension costs.”lvi A 2018 news report 

stated that credit ratings agencies have notified Comptroller Hegar that a credit downgrade for the state 

is “likely.”lvii The Bond Review Board recently stated that in 2019 credit ratings agencies Moody’s and 

Standard & Poor’s had remarked on Texas’s growing pension liabilities and long-term liabilities, which 

the latter stated “will require active management to ensure that benefit costs remain affordable.”lviii 

Texas has (at least thus far) avoided a credit rating downgrade; it still has the highest credit rating 

available from agencies such as Moody’s and Standard & Poor’s. But any downgrade in the state’s credit 

rating would lead to higher borrowing costs. Moreover, as the Comptroller has noted, a downgrade 

could call into question the state’s longstanding reputation for economic vitality,lix which could 

discourage capital investment and job creation. 

 

Unfunded pension liabilities pose a further dilemma to policymakers. If the condition of ERS and TRS 

declines over the next few decades, legislators may be faced with the difficult choice of either increasing 
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the state’s contribution to the pension systems or informing retired public employees that their 

pensions will be less than anticipated.  

 

The constitution provides that the state’s annual contribution to each of ERS and TRS shall be no less 

than 6 percent and no more than 10 percent of aggregate annual compensation paid to its respective 

participants (the latter part of this range is referred to in this Task Force Report as the “Ten Percent 

Cap).”lx The Legislature has discretion in determining the state’s annual contribution provided it is within 

those parameters. The Legislature similarly has discretion in determining the annual contributions the 

participants themselves must make, provided that such contribution is at least 6 percent of an 

individual’s annual compensation.lxi 

 

Currently, the state contributes 10 percent of aggregate participant annual compensation to ERS and 

TRS and 7.5 percent to TRS7 (pursuant to SB 12, the latter figure will increase to 8.25 percent for 2024 

and subsequent fiscal years). Given the Ten Percent Cap, one might ask how the unfunded liabilities of 

ERS and TRS threaten the state’s taxpayers. They do so in two ways. First, the state contribution for TRS 

still has significant room to increase- from 8.25 percent (in FY 2024) to the Ten Percent Cap. Second, and 

more importantly, the constitution provides for an exception to the Ten Percent Cap: “In an emergency, 

as determined by the governor, the legislature may appropriate such additional sums as are actuarially 

determined to be required to fund [ERS or TRS] benefits authorized by law.”lxii This language has the 

potential to create a situation in which taxpayers bear the burden of paying the unfunded liabilities of 

TRS and ERS, in addition to having borne the burden of past contributions of state tax revenue to the 

pension systems. This potential burden is staggering: the combined unfunded liabilities of TRS and ERS 

as of August 31, 2019 were more than $61 billion, which was greater than the state’s total outstanding 

debt of $59.9 billion on such date.lxiii  

 

In the coming years, policymakers should be prepared for legislative proposals and/or constitutional 

amendments which guarantee pension benefits for public employees. Indeed, in September 2003, Texas 

voters approved Proposition 15, which provided certain protections against reductions in retirement 

benefits for non-state (i.e., local) pension systems for the benefit of public employee participants 

(although political subdivisions had the right to opt out of this provision).lxiv More recently, House Joint 

Resolution 10 (86R) and its enabling legislation House Bill 20 pursued the interesting idea of a Texas 

“legacy fund” to address the state’s long-term liabilities. Unfortunately, an amendment was added to 

HJR 10 which provided that distributions from the fund could be used only to address TRS and ERS 

pension obligations, and that these distributions could be made irrespective of whether the state had 

already reached the Ten Percent Cap. Such well-intended legislation, if enacted, could expose state 

taxpayers to massive liabilities. While HJR 10 and HB 20 did not become law, lawmakers will likely 

encounter similar proposals in future sessions.  

 

 
7 ERS participants contribute 9.5 percent of their annual compensation. TRS participants contribute 7.7 percent of 
their annual compensation, but that will increase to 8.25 percent in the future. School districts also make separate 
annual contributions for the benefit of TRS participants. 
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Similar future legislation should be opposed. Because pension benefits which are inadequately funded 

need not be paid for the years, some policymakers may be inclined to postpone reform or to make 

promises which may strain the resources of future Texas taxpayers. The necessary reforms, however, 

will only be more painful to implement the longer they are postponed.  

 

F. Reforms 

 

The fundamental reform that the Legislature should pursue is replacing the defined benefit (DB) pension 

system for ERS and TRS participants with a defined contribution (DC) plan. Doing so would have the 

great benefit of freeing Texas taxpayers from the investment risk associated with TRS and ERS; under a 

DC plan, TRS and ERS would not be obligated to provide a fixed annuity to a given participant upon 

retirement. While employees with DB pensions can be expected to strongly oppose a switch to DC 

pensions, the question for policymakers is whether the state can afford to grant public employees the 

benefit of a DB plan when the vast majority of private sector employers cannot afford to do so while 

remaining economically competitive. If public employers (and thus, taxpayers) are paying public 

employees retirement benefits which are outsized compared to those private sector employees receive, 

then taxpayers are not receiving the best value for their dollars; rather, they are subsidizing the 

retirement of public employees. 

 

If the Legislature is not able to enact legislation converting ERS and TRS to DC-style pension plans, it 

should require greater employee contributions. Greater employee contributions by ERS participants are 

essential in light of the state already making the maximum allowable contribution. Greater contributions 

by TRS participants should be considered as well. Although most public teachers in Texas do not pay into 

the federal Social Security system, their TRS pensions can be quite generous. For example, in the 

hypothetical discussed earlier, a public teacher retiring at age 65 received an annual pension of $64,400. 

By comparison, a private sector worker retiring at age 65 in 2020 will receive a maximum Social Security 

benefit of $34,284.lxv Although Social Security benefits are adjusted for inflation annually, the annuity of 

$64,400 will still be the more attractive option unless there is very high inflation over the course of the 

participant’s retirement.   

 

1. Policy Recommendation: Convert TRS and ERS pensions from defined-benefit 

to defined-contribution, or require greater participant contributions.   
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III. Tax Reform, Reduction, and Relief 
 

Texas has an opportunity to show that more government is not the way forward. Rather than creating 

new government programs, growing existing programs, or hiring more public employees, Texas can 

underscore its faith in the free market by permanently lowering taxes and setting itself on a private 

sector path to prosperity. The state’s franchise tax and local maintenance and operations (M&O) 

property taxes are both unnecessarily burdensome, and should be the focus of any legislative efforts to 

provide tax relief. Landmark legislation passed in the 86th Session should curb the rapid growth of 

property taxes that has occurred across the state in recent years, but current property tax rates 

throughout the state are still quite high relative to other parts of the country. It is evident (as this report 

will make clear) that the benefits of providing tax relief in terms of dynamic revenue increases, as well as 

improvements in job creation, investment, and disposable income go a long way toward mitigating the 

short-term revenue losses to state and local coffers. The Legislature should pursue a number of property 

tax reforms, including the elimination or reduction of the tangible personal property tax, adjustments to 

the Tax Code to ensure the legislative intent behind the property tax caps in SB 2 and HB 3 are not being 

circumvented by responses to the Covid epidemic, and permitting local governments to “swap” sales tax 

increases in exchange for city and county M&O property tax reductions.  

 

The sales and use tax is not only the second-largest single tax revenue generator in the state,8lxvi but it is 

one of the least onerous and most efficient and transparent forms of taxation. Consumption taxes in 

general (of which Texas’ sales and use tax is an example) are a superior form of taxation because they 

do not penalize work, savings, or investment. In 2005, then-Federal Reserve Board Chairman Greenspan 

testified to the following economic benefits of consumption taxes: “…many economists believe that a 

consumption tax would be best from the perspective of promoting economic growth… because a 

consumption tax is likely to encourage saving and capital formation.” lxvii  

 

Contrast the sales and use tax with Texas’s first and fifth largest tax revenue generators – school district 

M&O property taxes9 lxviii and the franchise tax,lxix respectively– and it is evident that property taxes and 

the franchise tax are where lawmakers should focus their tax relief efforts. These two taxes are 

especially punitive toward businesses, job creation, capital investment, and, in the case of the property 

tax, home ownership. Reforming these taxes to put the state on a path to greater economic prosperity 

demands bold action. Targeted tax incentive programs are always more politically viable than 

eliminating taxes entirely or reducing rates, but better fiscal policy requires the political will to realize 

the substantial economic benefits of broad-based tax reduction and elimination. 

 

 
8 Technically, the sales and use tax is the single largest source of tax revenue for the state; see the footnote 
immediately below. 
 
9 While school district M&O property taxes are not technically “state” taxes because they are set and levied at the 
local level, the nature of Texas’ school finance system means that the state has an overriding interest in the taxes 
levied by school districts. 
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At the same time as the state levies the franchise tax and school districts levy M&O property taxes, 

there are numerous tax breaks offered to businesses: property tax abatements under Chapter 313 of 

the Tax Code, the franchise tax small business exemption, the Texas Enterprise Fund, the Moving Image 

Industry Incentive Program, and the High Cost Natural Gas Production Tax exemption to name just a 

handful.  

 

Implicit in each of these programs is the notion that low taxes encourage economic growth. Tax 

incentives are based on the concept that if a business gets to pay lower net taxes because the state 

gives it a tax break, it will relocate to Texas, remain in Texas, or expand its operations in Texas. Each of 

these outcomes would boost the state’s economy and create jobs. This raises an obvious question: if 

targeted tax reductions boost narrow sectors of the economy, why not simply cut tax rates in order to 

spur economic growth in all sectors? Instead, an interminable amount of effort is put into tinkering with 

the state’s tax system by making minor changes to existing taxes and creating a multitude of “targeted” 

incentives. Repealing the franchise tax would make Texas one of three states in the nation without a 

form of broad corporate or business taxation.lxx Being one of a very few states without a business tax is 

the ultimate incentive program, while reducing the property tax burden would attract business 

investment, create jobs, increase disposable income, and make home ownership more affordable.   

 

Policymakers should also be aware of a tax issue growing in importance by the year. Ongoing advances 

in technology have opened up opportunities for new business models, in particular marketplace 

providers. These providers offer goods and services for purchase- usually on a website- but typically are 

not the owners or providers of the goods or services. Many marketplace providers or their users can 

intentionally or unintentionally exploit ambiguous statutes which were drafted without considering 

newer business models. As a result, these marketplace providers or their users can sometimes benefit 

by avoiding taxes and/or regulation to which their competitors are subject. The Legislature must seek 

the proper balance between rewarding innovative companies and ensuring that they are not unfairly 

exempted from taxes and reasonable regulation. In seeking this balance, the Legislature should 

authorize the Comptroller to audit marketplace providers as though they were the owners of the goods 

and services offered in the marketplace, and also define the relevant tax base for a given marketplace 

provider’s transaction.   

 

A. The Franchise Tax 

 

Since the current iteration of the Texas franchise tax was first collected in 2008 (and even before it was 

enacted), the tax has been controversial and a source of much criticism. Many of these criticisms stem 

from the fact that the franchise tax is a form of (gross) margins taxation, which is generally 

acknowledged to be an inefficient form of taxation with high compliance costs for businesses that are 

subjected to it.lxxi Rather than being based on the income or profit of a business, the franchise tax is 

based on the gross receipts of a business. According to a 2020 Tax Foundation report, Texas is one of 

only seven states to levy a gross receipts tax, although several others permit local gross receipts taxes.lxxii 
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In the last few years, several states have beaten back attempts to impose a gross receipts tax by 

highlighting the flaws of such a tax.lxxiii 

 

Understanding these issues and the negative impact that the franchise tax is having on the state’s 

business climate,lxxiv the Texas legislature has already set itself on the path toward elimination of the 

franchise tax. In the 2015 legislative session, House Bill 32 reduced the rates of the tax by one-quarter, 

increased the annual maximum revenue threshold for filing an “EZ” franchise tax return from $10 million 

to $20 million, and lowered the EZ filing rate by 42 percent. HB 32 (84R, 2015) also directed the 

Comptroller of Public Accounts to study the future fiscal and economic effects of repealing the franchise 

tax. Per the Legislative Budget Board (LBB), the cuts to the franchise tax enacted in HB 32 amounted to a 

$2.6 billion tax reduction over the course of the 2016-17 biennium.  If the franchise tax remains in place, 

to the 2022-23 BRE projects that it will raise $9.00 billion throughout the 2022-23 biennium, with $2.7 

billion going to the Property Tax Relief Fund and the remaining $6.3 billion going to general revenue. 

This $9 billion in franchise tax revenue is a slight increase from the projected $8.61 billion in franchise 

tax revenue for the 2020-21 biennium (as estimated in the 2022-23 BRE).  

 

During the 86th Session, Senate Bill 66 (Sen. Nelson | companion bill House Bill 2759; Rep. Murphy) 

would have phased out the franchise tax gradually in the following manner: if a BRE for a given biennium 

shows general revenue-related funds available for certification by the Comptroller that are more than 

five percent greater than the same figure for the preceding biennium, half of the excess funds would be 

used to lower franchise tax rates.  The process would be repeated each subsequent biennium.  Over 

time, this mechanism would result in an elimination of the franchise tax.  

 

The 85th Session also offered some interesting paths to eliminating the franchise tax. HB 28 

(Representative Bonnen) would have accomplished a phaseout of the franchise tax by first identifying 

the lesser of $3.5 billion or the ending balance of general revenue-related funds available for 

certification for the preceding biennium.  Franchise tax rates would then be set to generate franchise tax 

savings equal to this amount.  The process would be repeated each biennium.  When the franchise tax 

so adjusted would be less than 15 percent of the franchise tax rate effective on September 1, 2017, the 

franchise tax would be eliminated entirely.   

 

Additionally, HB 388 (85R; Rep. Murphy) would have phased out the franchise tax on a definite date.  It 

would have phased out the franchise tax by reducing it incrementally each year for four years, then 

keeping the tax rate constant for one more year before eliminating the tax entirely. 

 

Although these bills were not enacted into law, the Legislature should continue to pursue the idea 

behind them and phase out the franchise tax.   

 

1. The fiscal and economic imperative of eliminating the franchise tax 
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Although the franchise tax is the state’s primary business tax, it generated only 7.7 percent of all state 

tax revenue and 3.1 percent of all state revenues in FY 2020.lxxv Incrementally reducing or slowing the 

growth of state outlays by one or two percent for each of the next two or three biennia could see the 

tax phased out five or six years from now. Alternatively, the tax could be entirely eliminated in the 87th 

Legislature.  

 

Repealing or phasing-out the franchise tax would have substantial economic benefits for the entire 

Texas economy. The Beacon Hill Institute at Suffolk University (BHI) has modeled the dynamic fiscal and 

economic effects of both of these policy proposals. BHI’s economic model shows 31,500 net new jobs 

created across the entire Texas economy, as well as $3.2 billion in net new investment in the state, and 

$6 billion in new personal disposable income.lxxvi  

 

By the fourth year of repeal, BHI projects that the economic gains accruing from repeal of the franchise 

tax will have increased significantly: 10,000 additional new jobs will be created (taking the total net new 

jobs to 41,500), while new net investment will rise to $3.4 billion, and new personal disposable income 

to $9.8 billion. Analyzing the results of their model, BHI notes that: 

 

The elimination of the franchise tax leads to a reduction in the after-tax burden on income 

derived from capital investments.  This provides a powerful incentive for business owners 

inside Texas to invest in their businesses.  Investment projects that may not have been 

profitable enough to justify the investment when taking into account property taxes, now 

become more profitable on an after tax basis. Moreover, firms looking to locate new 

facilities in the United States would find Texas an even more attractive location in the 

absence of the franchise tax.lxxvii  

 

BHI’s results are summarized in the following table: 

 

Economic Effects of Repealing the Texas Franchise Tax: 

Year of 

Repeal  Private Employment   Investment  

 Real Disposable 

Income  

  (Jobs) ($ billion) ($ billion) 

1       31,500     3.2 6 

          4        41,500     3.4 10 

Source: Beacon Hill Institute 

 

Another recent analysis by John Merrifield and Corey DeAngelis of University of Texas at San Antonio 

looks backward to show how the Texas economy would have grown assuming the new franchise tax had 

never been put in place. Their analysis shows that cumulative disposable personal income would have 

grown by $30.5 billion to $46.3 billion between 2006 and 2013. This is as much as a 0.57 percent 

increase over how personal income actually grew over this period. This economic growth would also 

have created somewhere between $1.4 and $2.2 billion in additional tax revenues.lxxviii  
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The scale of these economic and fiscal gains that result from eliminating the franchise tax underscore 

that the legislature must eliminate the tax. Indeed, Americans for Tax Reform has argued that “the 

margins tax has significantly diminished the competitive advantage that Texas companies have over 

their out-of-state competitors. Worse, for all the economic harm the margins tax does, it generates 

relatively little revenue for state government coffers.”lxxix Professor John Mikesell of Indiana University 

described the franchise tax as follows: 

 

[The franchise tax is] a badly designed business profits tax, like those that emerged in the 

newly independent states of the former Soviet Union...combin[ing] all the problems of 

minimum income taxation in general—excess compliance and administrative cost, 

penalization of the unsuccessful business, undesirable incentive impacts, doubtful equity 

basis—with those of taxation according to gross receipts.lxxx 

 

By eliminating the franchise tax, Texas would join states such as New Jersey, Kentucky, and Michigan, all 

of which repealed their gross receipts taxes within a few years of adopting them after realizing the flaws 

of that manner of taxation. 

 

2. Policy Recommendation: Eliminate the Franchise Tax Through a Phaseout. 

 

Like all forms of margin-based taxation (where tax liability is based on the top-line revenue of a 

business, rather than some calculation of net income) the Texas franchise tax has serious flaws. The tax 

is complex, with businesses having a multitude of ways to calculate their liability, unclear rules 

pertaining to what can be excluded from “total revenue” in adjusting their gross revenue, as well as 

what items can be included in the deductions for either “cost of goods sold” or “compensation.” 

Margins taxation is also especially punitive for businesses that have narrow margins and can create 

situations in which businesses owe tax to the state despite having recorded a loss. The Tax Foundation 

summarized problems with the tax thusly: 

 

With the Texas margin tax collecting far less in revenue than expected, causing significant 

confusion and compliance costs, resulting in significant litigation and controversy over 

"cost of goods sold" definitions, and facing calls for substantial overhaul and even repeal, 

it should not be used as a model tax reform for any other state.lxxxi  

 

Eliminating the franchise tax – which again, accounted for only 3.1 percent of all state revenue and 7.7 

percent of all state tax revenue in FY 2020- would make Texas one of only three states without a 

corporate income tax or gross receipts-style business tax,lxxxii which would be a boon for investment, job 

creation, and economic growth. The Legislature should continue its phaseout of the franchise tax.  To 

avoid a situation in which repeal of the tax exacerbates an unanticipated shortfall in state revenue, the 

Legislature could eliminate the franchise tax over time by using as a template legislation from the 85th 
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or 86th legislative sessions that was discussed above, such as SB 66 (86R; Sen. Nelson).  Using such bills 

as a model would ensure that the phaseout of the franchise tax goes smoothly. 

 

B. Property taxes 

 

The 86th Legislature’s signature accomplishments were overhauling the state’s school finance system 

and implementing property tax reform that will cap the growth in local property taxes unless local 

voters authorize otherwise. These accomplishments, enacted through House Bill 3 and Senate Bill 2 

(relevant portions of which are now codified in the Tax Code), were a much-needed response to the 

explosive growth of property taxes in Texas over the last two decades. In general, House Bill 3 caps the 

year-over-year growth of a school district’s M&O property tax revenue (excluding new property in the 

district) at 2.5 percent unless a local election is held and voters approve a greater increase. For most 

taxing units other than school districts (e.g., cities and counties), a similar cap of 3.5 percent on 

increases in M&O tax revenue applies, again subject to voters approving a greater increase in an 

election.10 The respective 2.5 percent and 3.5 percent caps in HB 3 and SB 2 do not apply to I&S property 

tax revenue, but rather only M&O. This qualifier, however, does not minimize the accomplishment of 

enacting these two bills. Districts need flexibility to make capital investments which are paid off over 

time through I&S tax revenue. Additionally, on a statewide basis M&O tax revenue dwarfs I&S tax 

revenue and is thus a better target for providing property tax relief.  

 

It is important to emphasize that the caps of HB 3 and SB 2 take into account not just property tax rates, 

but also property tax appraisals. A level tax rate from year-to-year (or even a declining one) can still 

result in a property owner facing rising property taxes if the value of the property increases each year. 

For example, assume a $400,000 property is subject to an aggregate 2 percent property tax rate. The 

owner will have to pay an $8,000 annual property tax bill, ignoring any applicable exemptions. If the 

aggregate property tax rate declines to 1.9 percent, but the value of the house increases to $470,000, 

the property tax bill will increase to $8,930- an increase of more than 11 percent. Indeed, many property 

owners in Texas in recent years have found themselves being forced to pay ever-growing property taxes  

even as nominal rates stayed relatively constant. HB 3 and SB 2 take this fact into account and focus, not 

on nominal tax rates, but rather on the dollars of revenue a given taxing unit is raising through property 

taxes.  

 

It is difficult to overstate the importance of these two bills. While Texas is overall a low-tax state, its 

property taxes are among the highest in the country and have imposed a heavy burden on families 

across the state for too long. Although House Bill 3 and Senate Bill 2 were tremendous conservative 

victories, their benefits will be largely prospective. Prior to these bills being enacted in law, Texans faced 

some of the country’s highest property tax rates. A recent study by Attom Data Solutions found that 

 
10 A small number of taxing units, referred to as special taxing units (STUs), are subject to higher caps than those 
set forth in HB 3 and SB 2. Because of their relatively minor importance, this Task Force Report does not discuss 
STUs.  
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Texas had the nation’s third-highest effective property tax rate in 2018.lxxxiii While the bills will restrain 

future growth in property taxes, their effects on existing property taxes are relatively modest; owners of 

$250,000 homes on average were projected to save an estimated $200 in 2019 and an estimated $325 

in 2021.lxxxiv With the COVID-related economic downturn putting stress on the budgets of political 

subdivisions, the 87th Legislature should stand firm in defending the previous legislature’s 

accomplishments while exploring ways to achieve further property tax reform.  

 

Five further reforms to pursue are: (1) amending the provisions of the Tax Code (as modified by HB 3 and SB 2) 

to better address how they apply in a disaster situation such as COVID; (2) pursuing a revenue-neutral tax 

“swap” in which a higher state and/or local sales tax rate is imposed, with the revenue being  used to “buy 

down” city and/or county property tax rates; (3) abolishing the business personal property tax, or if that 

cannot be accomplished, significantly increasing the base exemption to it and indexing it to inflation; (4) 

including taxing units’ payments on debt service relating to certificates of obligation in the voter-approval11 

rate calculation; and (5) requiring voter-approval  elections for any property tax rates which increase property 

tax revenue to any extent.  

 

1. General concerns with property taxes 

 

Before discussing the five reforms listed above, it is helpful to consider why property taxes are such a concern 

in Texas. Despite landmark property tax reform in the 86th Session, a common complaint among Texans 

concerns the amount of their property tax bills. From 1997 to 2017, annual property tax collections in Texas 

soared more than $41 billion—an increase of 236 percent.lxxxv In recent years, property taxes have played an 

increasingly prominent part of the overall tax burden on Texas residents. The property tax system should be a 

concern for conservatives everywhere for two reasons in particular. First, as a practical matter, property taxes 

are particularly onerous because of a liquidity problem they pose for taxpayers. That is, the tax burden on a 

taxpayer rises as the value of his or her property appreciates even there is no readily available means for the 

taxpayer to use the increased value of his or property to pay the increased tax.   

 

For example, assume a taxpayer who earns $60,000 a year pays property taxes of 2.5 percent a year on a 

house and land worth $180,000, or $4,500 a year. If the taxpayer’s property appreciates at an annual rate of 5 

percent, the taxpayer cannot readily pay the increased taxes out of the increase in the property value. In 

contrast, a taxpayer who is unable to pay sales tax on an item will not purchase the item in the first place and 

thus does not have to pay sales tax. But  taxpayers who are faced with increasing property tax bills that exceed 

their ability to pay  are sometimes forced to borrow from a property tax lender to keep their homes.lxxxvi One 

trade group representing property tax lenders claims that over $100 million in property tax loans were made 

in Texas in 2014.lxxxvii A 2012 survey by the Texas Finance Commission indicated that the average rate on 

property tax loans exceeded 14 percent.lxxxviii Healthy demand for loans at high interest rates suggests that a 

great many property owners are struggling to pay their property tax bills. Owners who wish to avoid loans 

 
11 In the 86th Session, the term “rollback” rate was replaced with the term “voter-approval” rate. Similarly, the old 
concept of “effective tax rate” has been replaced by “no-new-revenue rate.” e 
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with such high rates, or who do not qualify for such loans, might be pressured into selling their homes to 

“downsize” and reduce their property tax bills. 

 

The above liquidity problem does not affect only taxpayers whose property values are increasing faster than 

their salaries. Property owners who become unemployed- whether due to the Covid-related downturn, 

medical emergency, or other cause- can face a situation in which property taxes force them to sell their 

homes.   

 

Second, and more fundamentally, property taxes are concerning to conservatives because they limit the value 

of private property rights. A person who labors for income owns that income outright after paying taxes on it. 

In contrast, if a person uses that income to purchase land or a residence, he or she must pay property taxes 

each year to the government or forfeit the property. Functionally, there is a strong similarity between a 

property tax system and a system in which taxpayers lease property from the government for an annual fee. If 

taxpayers must pay government on an ongoing basis for the use of their own property, they cannot be said to 

have true ownership of that property. Such a lease-like arrangement is difficult to reconcile with a high regard 

for private property rights.   

 

Respect for private property rights and recognition of the liquidity problems which property taxes pose for 

taxpayers argue against raising revenue through a property tax system. If a property tax system cannot 

realistically be abolished, conservatives should focus on limiting property taxes and raising necessary revenue 

through more efficient and equitable means. The 87th Legislature should start its property tax reforms by 

making sure that the legislative intent behind HB 3 and SB 2 is not circumvented by reactions to the Covid 

epidemic.   

 

2. Property tax reform in the context of COVID 

 

On March 13, 2020, Governor Abbott declared a disaster in all of Texas’ 254 counties due to COVID.lxxxix This 

disaster proclamation was an important development in light of the Tax Code’s provisions (as amended by 

Senate Bill 2 and House Bill 3) regarding a cap on the growth of M&O property tax revenue. Under the 

provisions of Section 26.04 of the Tax Code (as modified by SB 2), a taxing unit is subject to an 8 percent cap 

(subject to voters approving an even greater increase), rather than a 3.5 percent cap, if the governor or 

president declares a disaster in an area which encompasses part or all of the taxing unit.xc If it is applicable, 

this disaster-related exemption from the normal 3.5 percent cap continues until the earlier of (1) the second 

tax year in which the total taxable value of property in the taxing unit exceeds the total taxable value of 

property in the unit on January 1st of the tax year in which the disaster occurred, or (2) the third tax year after 

the tax year in which the disaster occurred.  

 

The rationale for the disaster-related exemption in Section 26.04 is obvious. If the value of property in a taxing 

unit is severely damaged by a disaster such as a hurricane or flood, the revenue of the taxing unit will 

plummet if rates remain the same or change only a little, jeopardizing its ability to provide services and carry 

out necessary repairs. Crucially, the Attorney General issued an opinion indicating that a decline in property 
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values due to non-physical damage such as that inflicted by Covid does not qualify for a disaster-related tax 

exemption in the Tax Code (Section 11.35).xci If property values are adversely affected by Covid but do not 

qualify for disaster-related tax exemptions, then the rationale for increasing rates in the aftermath of a 

disaster does not apply. This conclusion is bolstered by how Covid does not result in any physical repairs being 

carried out and how in some respects it has lessened the need for local governments to provide services and. 

For example, many libraries have closed due to Covid, which should result in savings for local governments 

due to lower utility usage and reduced staffing.  

 

A key problem is that Section 26.04 does not limit the meaning of the term “disaster”; any event that is 

declared a disaster by the governor or president qualifies. However, definitions of “disaster” in similar 

provisions of SB 2 make clear that the Legislature intended for the disaster-related exemption to caps on 

property tax revenue growth to apply only in the context of disasters which cause physical damage. Section 

26.07(b) of the Tax Code (as modified by SB 2) permits taxing units other than school districts to increase rates 

without a voter-approval election for the year following a disaster, if the taxing unit must increase 

expenditures to respond to the disaster.12 “Disaster” for purposes of Section 26.07(b) includes “a tornado, 

hurricane, flood, wildfire, or other calamity, but… [does not include] a drought” (emphasis added). The 

exclusion of droughts is easily reconciled because, unlike the other listed disasters, droughts do not cause 

physical damage. The same logic should apply to the meaning of disaster in Section 26.04. Unfortunately, the 

Senate Committee on Property Tax found that over 25 cities and counties have increased property tax 

revenues by 8 percent post-Covid without an election pursuant to Section 26.04.xcii Imposing these revenue 

increases in excess of the standard 3.5 percent cap without holding an election circumvents the will of the 

people as set forth by their legislative representatives in SB 2. To correct his oversight, the Legislature should 

provide that a disaster inflicting purely non-physical damage (such as a drought or Covid) does not qualify as a 

disaster for purposes of Section 26.04.   

 

3. Policy Recommendation: Provide that a disaster inflicting purely non-physical 

damage (such as a drought or pandemic) does not qualify as a disaster for 

purposes of Section 26.04.   

 

Additionally, the exemption in Section 26.04 permitting the usual property tax caps to be exceeded without an 

election should apply only to the first declaration of a given disaster. As the Senate Committee on Property 

Tax notes, “While uncommon, some disaster declarations are renewed on a monthly basis for years after the 

severe weather event occurs….For example, although Governor Abbott has issued around 40 disaster 

declarations relating to Hurricane Harvey, a taxing unit should only be able to invoke [Section 26.04] based on 

the first disaster declaration affecting the taxing unit.”xciii In the absence of such a provision, an area 

experiencing many disasters or a prolonged recovery from a disaster could face crippling property tax 

increases year after year without ever holding an election to gain the consent of voters to those tax increases.  

 

 
12 School districts already had this power prior to SB 2. See Section 26.08(a). However, SB 2 added “wildfire” in the 
list of disasters set forth in Section 2608(a).  
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4. Policy Recommendation: Provide that any second or subsequent disaster 

declaration for a given area which relates to a single weather event does not 

qualify as a disaster declaration for purposes of Section 26.04.    

 

A final critical point regarding property taxes in the context of a disaster declaration such as that for Covid is 

the unused increment rates discussed in Section 26.013 of the Code (a provision enacted by SB 2). After SB 2 

and HB 3, in general taxing units are permitted to raise M&O property tax revenue in excess of the previous 

year’s revenue, subject to 2.5 percent or 3.5 percent caps, as applicable (although voters can approve 

increases in excess of such caps). If a taxing unit increases M&O revenue year-over-year by an amount less 

than the voter-approval rate, it can “bank” the unused portion of the rate for future use. When setting rates 

for a given year, a taxing unit can use the sum of unused increments from the last three years (but not from 

any year prior to 2020) and add that to the standard 2.5 percent or 3.5 percent cap for the current year 

without holding a voter-approval election.  

 

A key concern in the context of a disaster is that taxing units could in some circumstances set rates without an 

election such that property tax revenue increases by up to 8 percent year-over-year. If a taxing unit has this 

disaster-related ability but opts not to use it, it could bank a large unused increment for that year. This would 

permit it to raise rates very significantly without voter approval in subsequent years. An especially concerning 

scenario would involve a taxing unit that experienced disasters in consecutive years and banked large 

increments each year. In a subsequent year, voters could face a crippling tax increase without a voter-approval 

election. The Senate Committee on Property Taxes provided the example of a taxing unit which is in a disaster 

area for three consecutive years. Its year-over-year growth in M&O property taxes is capped at 8 percent due 

to the disasters (unless voters approve an even greater increase), but for those three years it increases 

revenue at only a 4 percent rate. In Year 4, it could take the “banked” aggregate 12 percent from the previous 

three years and add the normal 3.5 percent cap for Year 4. Thus, voters would be subjected to a rate which 

increases revenue by 15.5 percent in a single year, with no opportunity to vote on the matter.xciv To address 

this concern, the statute should be amended to provide that a taxing unit’s unused increment for a given year 

is limited to the amount equal to the difference between the revenue percentage increase for that year and 

the standard cap of 2.5 percent or 3.5 percent, as applicable.   

 

5. Policy Recommendation: Provide that a taxing unit’s unused increment for a 

given year is limited to the amount equal to the difference between the 

revenue percentage increase and the standard cap of 2.5 percent or 3.5 

percent, as applicable (depending on whether the taxing unit is a school 

district).   

 

C. Swapping Sales Tax Increases for City and/or County Property Tax 

Reductions 

 



 

42 
Texas Conservative Coalition Research Institute                                                        Limited Government – Individual Liberty 

                                          txccri.org                                                                                                 Free Enterprise – Traditional Values  
 
 

As mentioned above, in 2005, then-Federal Reserve Board Chairman Greenspan testified to the 

following economic benefits of consumption taxes:  “…[M]any economists believe that a consumption 

tax would be best from the perspective of promoting economic growth… because a consumption tax is 

likely to encourage saving and capital formation.”xcv In contrast, property taxes can actually penalize a 

person who makes capital investments (see the discussion of the business personal property tax below) 

But sales taxes offer other advantages as well relative to property taxes. In contrast to property taxes, 

sales taxes capture revenue from out-of-state visitors who visit Texas and make use of taxpayer-funded 

resources (e.g., roads). They also have the advantage of transparency; consumers can easily calculate 

the tax that is due on a contemplated purchase, and receive a receipt showing the tax paid. There is also 

a well-established and straightforward compliance regime for sales taxes with which retailers are 

familiar and which simply requires them to collect the tax at the point of sale. In contrast, property taxes 

fluctuate annually depending on appraisals and various factors outside the property owner’s control 

(the applicable neighborhood’s amenities, quality of schools, crime rate, etc.). Property owners 

disputing appraisals which by their nature are imprecise must go through the hassle of appeals and 

possibly even litigation. Moreover, because property taxes are an annual obligation unlike the one-time 

sales tax, property owners whose property appreciates significantly over time can find themselves 

paying property taxes far beyond those which they contemplated when they acquired the property. In 

such cases, the property owner cannot readily translate the increased property value into cash without 

selling the house.  

 

Sales taxes can be “regressive” in that they consume a higher percentage of a person’s income if that 

person is low-income, but that trait can be mitigated by granting exemptions for certain items, such as 

groceries (Texas currently exempts food for home consumption, among other items). In addition, 

consumers have the ability to decrease their sales tax burden by refraining from making purchases with 

their discretionary income, or by purchasing cheaper substitute goods. It is much less straightforward 

for people to minimize their property tax bills by selling their houses.  

 

The Legislature should pursue an idea considered but not enacted during the 86th Session: increasing 

the state and/or local sales tax rate and dedicating the additional revenue to city and/or county 

property tax relief. It should be emphasized that such a proposal would not affect school district 

property taxes or the school finance system in any way. If the Legislature does pursue this idea of a tax 

swap,  it could use House Bill 705 (86R, 2019) as a template. That bill would have permitted both cities 

and counties to impose a supplemental sales tax of up to 2 percent in lieu of the local city or county (as 

applicable) imposing an M&O property tax (testimony before the Ways & Means Committee on 

HB 705 indicated that that bill had to be modified to allow the substitution of a sales tax only for M&O 

property tax, not interest and sinking (I&S) property tax, to preempt objections by bondholders of local 

governments). If each of an overlapping city and county imposed such a supplemental sales tax, the 

maximum combined state and local sales tax rate in Texas would go from 8.25 percent to 12.25 percent.  

 

If the 87th Legislature pursues a measure such as HB 705, it should do so with three qualifications. First, 

the bill was designed to be revenue neutral only in the first year it was in effect. After that, cities and 
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counties could theoretically raise supplemental sales tax rates (subject to the aggregate 4 percent cap) 

such that the supplemental sales tax might bring in more revenue than M&O property taxes did. With 

city and M&O property taxes now more strictly subject to voter-approval elections after HB 3 and SB 2, 

policymakers should ensure that any swap of higher sales tax rates for M&O property tax cuts is 

revenue-neutral in the first year and that subsequently the supplemental sales tax is subject to voter-

approval elections.  

 

Second, HB 705’s provisions could be modified to allow for higher sales tax rates in exchange for 

reduced (rather than entirely eliminated) M&O property taxes, so long as revenue neutrality is achieved. 

This change would allow a partial tax swap, rather than a swap conditioned on a city or county imposing 

no M&O taxes whatsoever. Many cities and counties would need this flexibility; as the Legislative 

Budget Board stated in the fiscal note to HB 705, an estimated 535 cities and 36 counties could replace 

their M&O taxes with supplemental sales tax increases authorized by the bill. By allowing for a partial 

swap rather than a complete swap, the Legislature could ensure that cities and counties beyond those 

535 and 36 (respectively)- which would likely include large cities with relatively high property tax 

appraisals- could offer their residents M&O property tax relief in lieu of higher sales tax rates.  

 

Third, while House Bill 705 offers an intriguing idea worth pursuing, policymakers should be cautious 

about raising combined state and local sales taxes to a rate that is significantly greater than that of other 

states. This is particularly so with respect to surrounding states, since high sales tax rates in Texas could 

encourage Texas residents to make large purchases in surrounding states. Table 10 below shows how 

Texas compares to neighboring states in terms of its average tax rate (calculated by weighting local 

taxing jurisdictions by population) and its maximum combined state and local sales tax rate.  

 

Table 10: Current State and Local Sales Tax Rates of Texas and Surrounding States 

State State Sales Tax Rate Maximum Local Sales 

Tax Rate 

Maximum Combined 

State and Local Sales 

Tax Rate 

Average Combined 

State and Local Sales 

Tax Rate 

Texas 6.25 2.0 8.25 8.19 

New Mexico 5.125 4.125 9.25 7.82 

Oklahoma 4.5 7.0 11.5 8.94 

Arkansas 6.5 5.125 11.625 9.47 

Louisiana 4.45 7.0 11.45 9.52 

Source: Tax Foundationxcvi 

 

As the table shows, Texas compared to its neighbors has a lower cap on combined state and local sales 

tax rates, and it trails only New Mexico with respect to the average combined state and local sales tax 

rate. The Tax Foundation notes, however, that New Mexico has an unusually broad sales tax base in that 

it taxes certain business-to-business services. Thus, its listed average rate of 7.82 percent understates its 

effective sales tax rate.  

 

Given the importance of maintaining low tax rates, if policymakers pursue legislation similar to HB 705 

during the 87th Session, they may wish to cap the aggregate (i.e., combined city and county) 
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supplemental sales tax rate at 2 percent rather than 4 percent. That said, while the state should be 

vigilant about maintaining its competitive sales tax rates, it should also take steps to lower its property 

tax rates, which are among the highest in the country.  

 

1. Policy Recommendation: Permit cities and counties to raise sales tax rates 

beyond the current cap on aggregate local sales tax rates of 2 percent; 

provided, however, that any revenue raised is dedicated exclusively to 

property tax relief, and that any supplemental sales tax increases beyond the 

initial tax swap are, at minimum, subject to voter-approval elections.  

 

D. Eliminate or at least Increase the Exemption from the Business Personal 

Property Tax 

 

While Texas is a low-tax state overall, its property taxes- which are imposed by local governments rather 

than by the state- are quite high relative to most of the country. Texas had the sixth-highest property tax 

burden in the nation in 2016, according to the Tax Foundation.xcvii As noted above, recent study by 

Attom Data Solutions found that Texas had the nation’s third-highest effective property tax rate in 

2018.xcviii Over the years, Texas has made efforts to lower the property tax burden its residents face 

through such measures as a 10 percent cap on annual increases in the appraised value of homestead 

residences and, in the 86th Session, SB 2 and HB 3.   

 

Part of the state’s heavy property tax burden is reflected in its broad general rule that tangible personal 

property used for the production of income, such as a business’s machinery, furniture, supplies, and 

inventory- is subject to local property taxes. This tax on tangible personal property tax used for the 

production of income is sometimes informally referred to as the “business personal property tax 

(“BPPT”).  

 

1. Overview of the BPPT 

 

Generally, taxpayers must submit a rendition statement of all tangible personal property used for the 

production of income that they own, or manage and control as a fiduciary, as of January 1st of a given 

year.xcix The rendition statement is filed with the appraisal district office in the county in which the 

property is taxable.c Taxable property is then subject to local governments’ standard property tax rates. 

There are numerous exemptions to the BPPT; the table below lists some of the larger or better-known 

exemptions. The figure adjacent to each exemption is the “cost” of the exemption, i.e., the property tax 

revenue forgone by local governments state-wide as a result of the exemption.  

 

Table 11: Select Exemptions to the Business Personal Property Tax (2021) and their Estimated Value 

Exemption Estimated Value of the Exemption in 2021 
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For income-producing personal property valued at under 

$500  

$0.3 million 

For farm products  $215.3 million 

For offshore drilling equipment not in use $6.0 million 

For mineral interests worth less than $500 $1.4 million 

For solar and wind energy devices $2.0 million 

For railroad rolling stock $24.5 million 

Motor vehicles for income production and personal use $4.7 million 

For pollution control property $166.9 million 

For freeport propertyci and cotton stored in warehouses $445.1 million 

For tax increment financing $162.2 million 

For projects under the Texas Economic Development Act 

(Chapter 313) 

$768.7 million 

Source: Comptroller, Tax Exemptions & Tax Incidence Report (December 2020) 

 

As the table below illustrates, the BPPT generates significant revenue for local governments. In 2019, 

business tangible personal property constituted 9.5 percent of the statewide property tax base and the 

BPPT generated approximately $6.4 billion in revenue.  

 

Table 12: Estimated Revenue from the BPPT (2016-2019)   

  2016 2017 2018 2019 

School District Taxable Value 

of Property in the State 

$2,212,416,373,472  $2,372,613,114,570  2,627,116,227,955 2,904,482,076,269 

Estimated School District 

Taxable Value of BTPP* 

$252,357,428,244  $251,702,775,926  261,097,825,674 274,831,253,434 

Estimated Percentage of 

School District Taxable Value 

Consisting of BTPP** 

11.41% 10.61% 9.94% 9.46% 

Total Property Tax Levy in 

the State*** 

$56,078,877,952  $59,405,007,493  63,770,631,797 67,286,472,095 

Estimated Property Tax Levy 

on BTPP**** 

$6,396,590,438  $6,302,083,217  6,337,889,861 6,366,858,180 

Source: The underlying data is from the Comptroller, Biennial Property Tax Report, 2016 and 2017 and Biennial Property Tax Report, 2018 and 

2019 (collectively, the “Comptroller’s Biennial Tax Reports”).  

“BTPP” in the above table refers to business tangible personal property.  

*This estimate is derived by summing the school district taxable values for Commercial Personal, Industrial Personal, and Special Inventory 

(categories L1, L2, and S, respectively) in the Comptroller’s Biennial Tax Reports.  

**This estimate is obtained by dividing School District Taxable Value of Property in the State by Estimated School District Taxable Value of BTPP. 

***This estimate is determined by adding together the property tax levies by school districts, cities, counties, and special districts, as they are set 

forth in the Comptroller’s Biennial Tax Reports.  

****This estimate is calculated by multiplying the Total Property Tax Levy in the State by the Estimated Percentage of School District Taxable 

Value Consisting of BTPP. This number is approximate; because property tax rates vary by local taxing unit, total revenue from the BTPP is not 

necessarily the same as the number that is equal to the product of the Total Property Tax Levy in the state and the Estimated Percentage of 

School District Taxable Value Consisting of BTPP. 
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2. Economic dynamics of the current BPPT 

 

Several aspects of the BPPT make it poor tax policy. First, it violates the principle of “horizontal equity”- 

the idea that similarly situated taxpayers should be treated equally. Under current Texas law, a business 

must pay property taxes on the tangible personal property it holds for the production of income 

(inventory, furniture, equipment, supplies, etc.). Intangible property, however, is generally exempt from 

the BPPT (although a few types of intangible property are taxable). A retailer, for example, potentially 

faces a significant burden under current law in that its inventory is subject to property tax.  Similarly, a 

manufacturing business may face high taxes as a result of the machinery it uses in the manufacturing 

process. In contrast, service-oriented businesses, such as software companies and accounting and law 

firms, are far less likely to face significant property taxes on their property because the bulk of their 

assets are often intangible. 

 

Second, the BPPT imposes compliance costs on businesses. In cases where taxation is appropriate 

policymakers should aim to minimize the transactional and compliance costs associated with the tax. 

However, property taxes are generally costly to administer and comply with when compared to other 

forms of taxation. Under the current BPPT system, a business must determine the value its tangible 

assets in preparing its rendition statement to the applicable appraisal district. Although a taxpayer may 

submit a good faith estimate of value, the taxpayer must be prepared to defend this estimate. Even a 

small business may have dozens of items for which a value must be reported, and determining what the 

value of an item can involve significant research by the taxpayer. Alternatively, a taxpayer may provide 

the historical cost of the item of property and the year in which it was purchased, but this requires a 

taxpayer either to keep records of his or her purchases for a long period of time, and in some cases to 

know what the previous owner of an item of property paid for it. A dispute between a taxpayer and the 

appraisal district over the value of the taxpayer’s tangible personal property must be settled at an 

appraisal review board hearing or in court. Many taxpayers opt to retain professional assistance in 

calculating or contesting their BPPT liability, which of course imposes further costs on them. As the 

Senate Finance Committee stated in an August 2020 report: 

 

Industries that rely heavily on inventory have identified the business personal property 

tax as a significant burden. In addition, small business owners report difficulties in 

compliance, given the complexities involved in reporting and assigning values to their 

assets. Texas law requires business owners to report business personal property to the 

appraisal district for assessment and taxation. This process can be costly for both 

taxpayers and the appraisal district. (internal footnotes omitted).cii 

 

The BPPT imposes compliance costs not just on taxpayers, but also on local governments. In 1995, the 

Texas Legislature passed House Bill 366 (74R), which, in conjunction with House Joint Resolution 31, 

established a $500 exemption for taxpayers subject to the BPPT.ciii HJR 31 provided in part that: 
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The Legislature may exempt from ad valorem taxation tangible personal property that is 

held or used for the production of income and has a taxable value of less than the 

minimum amount sufficient to recover the costs of the administration of the taxes on the 

property, as determined by or under the general law granting the exemption. 

 

As the House Research Organization’s analysis of HB 366 explained, some counties were incurring 

administrative costs with respect to properties with little value that were subject to the BPPT, to the 

point that the administrative costs exceeded the revenue raised by the tax.civ It should be noted that the 

$500 exemption is not indexed to inflation, even though that would be appropriate given the rationale 

for its creation.  

 

A third aspect of the BPPT which makes it poor policy is that it applies to businesses even when those 

businesses are operating at a loss. Businesses often incur losses in their first several years of existence. 

Startups, struggling businesses, and capital-intensive businesses are especially vulnerable to shouldering 

a tax burden which is entirely disconnected from their profitability or their ability to pay the tax. Ideally, 

startups should be directing their cash flow into expanding their workforces and developing their 

offered products and/or services, rather than dealing with an administratively burdensome tax. The 

burden of the BPPT on small and new businesses is exacerbated by the lack of a cap on the tax; in 

contrast, annual increases in the appraisals of residential real property, for example, are generally 

capped at 10 percent.  

 

Fourth, the BPPT distorts economic behavior. While all taxes affect behavior to some extent, 

policymakers should aim to disrupt the interactions of businesses and consumers as little as possible so 

that a free market can function most efficiently. In the case of the BPPT, businesses have an incentive to 

minimize their capital investment and inventory holdings. For example, a business considering a 

purchase of expensive machinery to produce goods more efficiently may opt instead to use less efficient 

manual labor in light of the BPPT. In turn, this decision results in lower productivity, stunting economic 

growth. As the Tax Foundation has stated, “There is evidence that the elimination of [the BPPT] 

increases investment in capital. In Ohio, policymakers exempted manufacturing equipment from the 

state’s [BPPT], resulting in greater capital investment and a shift from labor.”cv Similarly, a company may 

refrain from ordering additional inventory due to concern that its holdings will be subject to the BPPT. 

 

3. Economic effects of increased exemptions to the BPPT 

 

Repealing the BPPT should be the goal of the Legislature, but if that cannot be accomplished, increasing 

exemptions to the BPPT would still provide substantial economic benefits to the state. While a BPPT is 

flawed by its nature, there are several aspects about Texas’ version that make it particularly 

burdensome  

 

First, as noted above, Texas has very high property tax rates relative to most of the country. Thus, all 

else being equal, an exemption from property tax in Texas is more valuable than in other states.  
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Second, Texas is the largest-producing state of both oilcvi and natural gas.cvii Given the size of its oil and 

gas industry, Texas is an especially poor place in which to impose a BPPT, which by its nature burdens 

capital-intensive industries in particular. Third, according to the Tax Foundation, 43 states include 

tangible personal property in their tax base to at least some extent, but Texas is one of only eight states 

that fully taxes inventory (subject to exemptions such as the Freeport exemption). 

 

Finally, and perhaps most importantly, Texas’ base exemption of $500 is trivial. Assuming a combined 

local property tax rate of 2.5 percent, the current $500 exemption is worth a meager $12.50 each year. 

According to the Comptroller, the total annual revenue forgone by local taxing units as a result of the 

$500 exemption is a mere $300,000. The inadequacy of Texas’ base exemption is apparent when 

comparing it the corresponding figures for many other states: 

 

Table 13: Exemptions from Business Personal Property Taxation by State 

State Base Exemption 

Oregon $17,000 

Nebraska $10,000 

Montana $100,000 

Florida $25,000 

Washington $15,000 

Colorado $7,700 

Utah $10,800 

Idaho $100,000 

Indiana $40,000 (per county) 

Delaware  Full (no tax) 

Hawaii Full (no tax) 

Illinois Full (no tax) 

Iowa Full (no tax) 

New York Full (no tax) 

Ohio  Full (no tax) 

Pennsylvania Full (no tax) 

Minnesota Full, except for certain centrally-assessed BTTP* 

South Dakota Full, except for certain centrally-assessed BTTP 

New Jersey Full, except for certain centrally-assessed BTTP 

New Hampshire Full, except for certain centrally-assessed BTTP 

North Dakota Full, except for certain centrally-assessed BTTP 

Source: All data is from the Tax Foundation, “States Should Continue to Reform Taxes on Tangible Personal Property,” (Aug. 2019), except for 

Indiana, which updated its statute in 2019. 

“BTPP” in the above table refers to business tangible personal property.  

*The five states with the exemption of “Full, except centrally-assessed BTTP“ exempt most tangible personal property except for certain 

centrally-assessed industries, such as public utilities or oil and natural gas refineries. 

 

Increasing exemptions to the BPPT (or eliminating it altogether) would likely provide a net benefit to the 

state. A corollary of the BPPT’s distortion of economic behavior is that businesses have a strong 

incentive to operate in low-tax jurisdictions. Indeed, much of the “Texas Miracle” is credited to Texas 

government out-competing other states by welcoming migrating and new businesses through a 

combination of low taxes and light regulation.  
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Ohio is an instructive example; the state overhauled its tax system in 2005, which among other things 

eliminated its BPPT on new investment in manufacturing and phased out its BPPT on other business 

tangible personal property.  For the next four years, Ohio won Site Selection Magazine’s “Governor’s 

Cup” award as the state with the most major business expansion projects.cviii This success has been 

lasting; Ohio has earned the second-highest ranking in each of the last six years in terms of the number 

of expansion projects.cix  

 

Texas is perhaps an even better example of how economically powerful reducing BPPT can be- it is the 

winner of the Governor’s Cup the last eight years.cx Although Texas has a BPPT, unlike Ohio, the state 

grants generous BPPT exemptions to many companies relocating to, or starting in, Texas. For example, 

the Texas Economic Development Act (sometimes referred to as “Chapter 313”) grants school districts 

the authority to enter into tax incentive agreements with businesses in exchange for promised economic 

development, such as capital investment and job creation. Under these tax incentive agreements, 

qualifying businesses are exempted from paying all or a portion of school district maintenance and 

operations (“M&O”) taxes that would otherwise be due on commercial buildings and non-inventory 

business tangible personal property over a period of ten years.   

 

While Chapter 313 is a complex program with advantages and disadvantages, the Comptroller reports 

that, through 2019, companies receiving Chapter 313 tax incentives have invested $134 billion in the 

state.cxi The rationale for Chapter 313’s tax incentives also applies to increasing BPPT exemptions; 

businesses seeking expansion are likely to invest in jurisdictions with lower property tax burdens. 

Unfortunately, Chapter 313 is targeted exclusively at large investments by companies and does not offer 

property tax relief to most small businesses.  

 

4. Fiscal effects of increased exemptions or elimination of the BPPT 

 

Estimating the fiscal effect of increased exemptions to the BPPT is challenging. In the 84th Legislative 

Session, Senate Bill 763 would have exempted the first $50,000 of business tangible personal property 

from property taxes, a substantial increase to the current $500 exemption. Although the bill did not 

pass, its accompanying fiscal note projected that the increased exemption would reduce school district 

maintenance and operations property tax collections by $176 million in FY 2019 and city and county 

property tax collections by a combined $130 million.cxii While city and county property tax revenue 

declines must be borne at the local level, the state’s school finance formulas require the Legislature to 

make school districts whole from effects of increasing BPPT exemptions. Therefore, the biennial cost to 

the state was projected to be approximately $350 million. 

 

More recently, Senate Bill 730 (85R, 2017) and Senate Bill 1006 (86R, 2019) would have increased the 

$500 exemption to $2,500. The former bill’s fiscal note estimated that in 2020 (the first year in which 

the bill’s full effects were felt), the state would have to make up $2.4 million of lost school district tax 
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revenue and that cities and counties would sustain a total revenue loss of around $160,000 each. 

Senator Bettencourt’s statement of intent, however, explained that:  

 

Since the cost of appraisal and collection of the business personal property tax [with 

respect to taxable values between $501 and $2,500] exceeds the tax revenue received, 

appraisal districts' and tax assessors' resources are ineffectively used to administer the 

business personal property tax…. The current $500 exemption amount was established in 

1995 and has never been adjusted. The purpose of the increased exemption amount is to 

eliminate the net tax revenue loss related to appraising and assessing the business with 

tangible personal property worth less than $2,500. 

 

Based on data from the Comptroller discussed above, elimination of the BPPT would cost local taxing 

units approximately $6.3 billion annually (with the forgone revenue increasing over time). Some of this 

loss (approximately 55%) would be borne by the state as a result of the school funding formula. This 

estimate, however, is not “dynamic”; in other words, it does not account for the economic benefits that 

would result from elimination of the BPPT. For example, businesses would have more funds for capital 

investment and for paying higher salaries, which (all else being equal) would likely increase state sales 

tax revenue collections as well as other related taxes. 

 

5. Recommended changes to the law 

 

The BPPT is a flawed tax that penalizes certain types of businesses, such as capital-intensive businesses 

and retailers, is administratively burdensome, applies to businesses regardless of profitability, and 

erodes the state’s competitive edge relative to other states. The Legislature should work toward the 

long-term goal of eliminating the tax in light of these inherent flaws.  

 

The flaws of the BPPT bear a striking resemblance to those of the much-criticized franchise tax. One 

important difference between the two taxes is that the Legislature has acted to minimize the burden 

that the franchise tax places on small businesses in particular. Businesses with gross receipts below the 

current “no tax threshold” of $1.18 million, which is indexed for inflation, are exempt from paying the 

tax. In addition, taxpayers with a calculated tax liability of less than $1,000 are excused from paying the 

tax. In 2017, of the 1.3 million businesses potentially subject to the franchise tax, only 121,000 actually 

owed tax due to these exemptions.cxiii   

 

In contrast, the base exemption for the BPPT is only $500 and therefore small businesses still feel the 

impact of the tax. If the Legislature is not able to repeal the BPPT, it should consider substantially 

increasing the exemption to $50,000 and indexing the increased exemption to inflation. Assuming an 

average combined local property tax rate of 2.5 percent, the $50,000 exemption would provide 

meaningful tax relief ($1,250) each year to small businesses. These recommendations accord with the 

Senate Finance Committee, which urges increasing the $500 exemption amount and reducing reliance 

on the BPPT as the budget allows.  
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Notably, because Article VIII, Section 1(g) of the constitution essentially requires that the property 

exempted from the BPPT be such that the cost of administering the tax on the exempted property 

would (but for the exemption) exceed the revenue raised by taxing it, a constitutional amendment (such 

as Senate Joint Resolution 36, 84R) would likely be necessary to increase the exemption to $50,000.  

Finally, pursuing a similar approach to SB 730 and SB 1006 and raising the exemption to $2,500 would 

also have clear economic benefits. Both bills passed the Senate unanimously and this approach would 

represent a strong first step toward providing lasting and substantial relief from the BPPT. 

 

6. Policy Recommendation: Eliminate the tangible business personal property 

tax. If that is not attainable, increase the exemption amount to the first 

$50,000 of tangible business personal property, or if that is not attainable, the 

first $2,500. In addition, index the increased exemption to inflation.  

 

E. Including debt service payments on taxing units’ certificates of obligation in 

the calculation of the voter-approval rate applicable to that taxing unit’s M&O 

taxes 

 

As discussed above in this Task Force Report, local spending in Texas has become a problem in recent 

years, as evidenced by the rapidly growing combined local debt burden across the state. As the 

Comptroller noted in 2017, “Texas state law generally requires our local governments to seek voters’ 

approval before issuing debt that will be repaid from tax revenues.”cxiv Thus, in a given year, many local 

governments hold bond elections in May or November. This requirement of voter approval is an 

important check on government’s ability to pay for services today on the backs of tomorrow’s taxpayers. 

In contrast to bonds, certificates of obligation (COOs) are debt instruments which often can be issued by 

local governments without voter approval; an election on the issuance of COOs can be held, but it 

requires a petition of at least 5 percent of the voters in a taxing unit. Although they have been 

authorized in Texas since 1971, COOs have become increasingly popular in the last 15 years. Between 

2006 and 2005, annual issuance of COOs grew by an average of 36 percent.cxv The total value of COOs 

issued in 2011 was $1.35 billion; in 2019, it was more than $3 billion.cxvi 

 

COOs can be extremely useful, particularly in emergencies, when taxing units must act quickly and an 

election to obtain voter consent would result in delay. As the Comptroller has stated, “[COOs] provide 

local governments with important flexibility when they need to finance projects quickly, as with 

reconstruction after a disaster or as a response to a court decision requiring capital 

spending.”cxvii However, while COOs “often are associated with emergency spending…their use isn’t 

restricted to such purposes. They can be used to fund public works as part of standard local government 

operations.”cxviii 
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Although COOs are a helpful tool for local governments, their growing popularity is concerning because 

revenue that taxing units use to service their COOs is not included in the 2.5 percent and 3.5 percent 

caps of HB 3 and SB 2, respectively. Issuing significant debt without voter approval is at odds with the 

long-established philosophy of limited government that is accountable to voters. To ensure that COOs 

are not being used in a fiscally reckless manner, the Legislature could either require voter approval of 

COOs, or require taxing units to include the revenue used to service COOs in their calculation of their 2.5 

and 3.5 percent caps on the annual growth in M&O revenue, as applicable. Because a key advantage of 

COOs is that they can be issued quickly without an election, the Legislature should reject the former 

option but adopt the latter.   

 

1. Policy Recommendation: Require taxing units to include the revenue used to 

service COOs in their calculation of their 2.5 and 3.5 percent caps on the 

annual growth of M&O revenue, as applicable.  

 

F. Require elections for any taxing unit which increases revenue year-over-

year (subject to certain exclusions) 

 

As discussed above, the 86th Legislature made remarkable strides in restraining the future growth of 

property taxes in the state. The Legislature should continue to expand on the foundation laid by SB 2 

and HB 3 by asking the fundamental question: why should voter approval of any year-over-year increase 

in M&O tax revenue not be required? Currently, growth in year-over-year M&O revenue (excluding 

revenue from new property) is capped at 2.5 percent or 3.5 percent. In addition, these caps are 

temporarily eased in the case of disasters. Although the property tax reforms in the context of disaster 

that are discussed above assume that the framework of SB 2 and HB 3 will remain in place, a strong 

argument can be made that any annual increase in M&O revenue (except for that attributable to new 

property) should require voter approval. The requirement of voter approval is already present to a large 

extent with I&S taxes because voters must approve the issuance of new bonds (but not COOs, unless a 

petition for an election is successful).  

 

Allowing local governments to increase taxes every year without an election could lead to the presumed 

default that M&O revenue “should” increase to the capped amount every year. This presumption is 

counter to the idea that government should constantly be examining its expenditures and seeing how it 

can reduce taxes as technology progresses and society becomes wealthier (see the discussion of zero-

based budgeting above). Proponents of allowing local governments to raise increased revenue without 

an election will point to inflation and how it erodes the value of money over time. This erosion, their 

argument goes, justifies small increases in annual revenue to keep spending in real dollars constant. This 

argument should be countered by two considerations. First, according to the Federal Reserve Bank of St. 

Louis, expected inflation over the next 30 years as predicted by the financial markets is just under 1.9 

percent as of November 2020.cxix The 3.5 cap that applies to most taxing units other than school districts 

is 3.5 percent- almost double expected inflation. Second, Texas voters have shown a consistent 
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willingness to approve the issuance of debt when local governments can provide a good reason for that 

issuance. As noted above in this Task Force Report’s discussion of local spending, “In November 2019, 97 

local governments held 132 bond elections, 105 of which approved debt totaling $11.3 billion (a 79.5 

percent passage rate.” Because revenue for current operations is even more critical to local 

governments’ functioning than long-term projects financed by debt, one would expect the voter 

approval rate for M&O revenue increases to be even higher than that for bond issuance. This 

consideration should ease concerns that the budgets of local governments will be reduced over time 

through inflation.  

 

Texas has been an economic beacon to the rest of the country over the last few decades. It will continue 

to do so and property values across the state will continue to rise. Despite the reforms of SB 2 and HB 3, 

the Senate Committee on Property Tax has aptly summed up the current situation: “Taxpayers are in 

desperate need for additional property tax relief. As property values continue to increase, tax rates must 

fall. To that end, the tax code should be amended to require a vote on any rate increase over the no-

new-revenue rate.”cxx 

 

1. Policy Recommendation: Require any rate in excess of the no-new-revenue 

rate to be approved by local voters in an election.  

 

G. Chapter 313 Property Tax Abatements  

 

1. Background on TEDA   

 

In 2001, the Legislature enacted The Texas Economic Development Act (TEDA13), codified as Chapter 313 

of the Tax Code. TEDA allows a school district's board of trustees to attract investment and jobs by 

offering entering into a valuation limitation agreement with businesses which apply. Value limitation 

agreements provide for a 10-year limitation on the appraised value of property for school district M&O 

property taxes. Crucially, the tax revenue foregone by the school district under these agreements is 

substantially replaced for the school district by the state.cxxi According to data from the Comptroller in its 

2021 biennial  report on TEDA, the value limitation agreements in place for current projects will provide 

businesses participating in Chapter 313 with approximately $10.76  billion in gross tax benefits over the 

lifetime of those agreements.cxxii The Legislature has extended TEDA on previous occasions and will face 

the question of whether to do so again in the 87th Session. If it fails to extend the program, TEDA will 

expire on December 31, 2022.14 

 

 
13 The terms “TEDA” and “Chapter 313” are used interchangeably in this Task Force Report.   
14 It is important to note that agreements entered into prior to December 31, 2022 would continue in force past 
that date even if the Legislature chooses not to extend TEDA. See Section 313.171(a), Tax Code.  
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TEDA provides that a school district may charge an applicant a reasonable fee which does not exceed 

the estimated cost to the district of processing the application, including the cost of obtaining an 

economic evaluation of the proposed project by the Comptroller.cxxiii 

 

Property qualifying for incentives under TEDA must be used in one of ten fields: manufacturing, research 

and development, clean coal projects, advanced clean energy projects, renewable electric generation 

(wind), renewable electric generation (non-wind), electric power generation (integrated gasification 

combined cycle), nuclear electric power generation, computer centers used in connection with the 

preceding fields, and “Texas priority projects,” the last of which requires qualifying capital investments 

of at least $1 billion. Several of the ten categories are unrepresented among the current TEDA projects, 

and as discussed below, wind and manufacturing projects account for the vast majority. 

 

In addition to receiving compensation from the State for the revenue forgone as a result of the Chapter 

313 tax incentive, school districts participating in Chapter 313 agreements often receive “supplemental 

payments” or “payments in lieu of taxes” (PILTs) which are payments from businesses which equal a 

percentage of their tax savings under TEDA. The size of PILTs is negotiated between the school district 

and the business and varies from project to project. Notably, PILTs are excluded from the school funding 

formula.   

 

TEDA’s purposes are as follows:cxxiv 

 

(1)  encourage large scale capital investments in this state; 

  (2)  create new, high paying jobs in this state; 

(3)  attract to Texas new, large scale businesses that are exploring opportunities to 

locate in other states or other countries; 

(4)  enable local government officials and economic development professionals to 

compete with other states; 

  (5)  strengthen and improve the overall performance of the economy of Texas; 

  (6)  expand and enlarge the ad valorem property tax base of Texas; and 

(7)  enhance this state's economic development efforts by providing school districts with 

an effective local economic development option. 

 

The legislative intent behind the enactment of the statute was that school districts would approve only 

those projects which among other things created new, high-paying jobs. In other words, the Legislature 

intended job creation meeting a certain threshold to be a requirement for a business to claim Chapter 

313 incentives. That threshold was 25 “qualifying jobs,” or in the case of rural areas, 10 such jobs. 

Qualifying jobs are full-time jobs which entail at least 1,600 hours annually, offer health insurance, and 

pay 110 percent of the county’s average manufacturing wage. A subsequent amendment to the statute 

clarified that qualifying jobs need not be employees of the business; for example, employees of third 

parties who contract with the business might be qualifying employees.   
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In addition to the job creation requirement, the Legislature imposed a type of net benefit test. Under 

this test, approval for Chapter 313 agreements was conditioned on total state and local tax revenue 

collected from the project being “reasonably likely” over a 25-year period to exceed the amount of tax 

revenue forgone as a result of the incentive. A subsequent amendment to the statute, however, 

provided that the Comptroller may still approve a project even if it fails to make the “reasonably likely” 

determination if it finds that the project still provides a net benefit to the State.    

 

The State Auditor’s Office periodically performs an audit of the Chapter 313 program by examining at 

least three of the school districts which are parties to value limitation agreements. Compliance with 

Chapter 313’s requirements has improved in recent years; this is due in part to a provision in HB 3390 

(83R, 2013) which required the Comptroller to conduct an annual review of businesses receiving 

Chapter 313 benefits.  To further improve transparency and accountability, the Comptroller has 

recommended that each school district have a policy in place which requires board members to submit a 

statement that he or she has no conflict of interest regarding a value limitation agreement before any 

such agreement is approved.cxxv In addition, the Comptroller has recommended that each school district 

have a document retention policy in place so that it may verify information it has reported to the 

Comptroller previously.cxxvi  

 

2. Subsidies generally and their debated role in business recruitment 

 

TEDA is a complex program which has its strengths but needs improvement in several key respects. Tax 

subsidies, while commonplace, should be viewed with skepticism and to the extent they are supported, 

must be periodically re-evaluated with a critical eye. Subsidies in general distort the workings of a free 

market, create incentives and drawbacks for market participants which would not otherwise exist, and 

often fail to achieve their intended goals. A quick glance at the federal subsidies for agricultural 

production and student loans illustrate why skepticism is justified. According to an October 2020 New 

York Times report, the federal government could spend $46 billion on agricultural subsidies this year.cxxvii 

Whether these subsidies help poor farmers or make food meaningfully cheaper to Americans is highly 

questionable. These subsidies disproportionately benefit households with greater income than the 

average U.S. household.cxxviii Furthermore, commodity costs accounted for only ten percent of the retail 

cost of food in the U.S. from 2000 to 2015;cxxix thus, subsidizing commodity production is not likely to 

significantly alter food prices for consumers.  

 

Crop insurance aptly illustrates the absurd distortions subsidies can cause. The Congressional Budget 

Office found that, from 2000 to 2016, agricultural producers participating in the Federal Crop Insurance 

Program received $65 billion more in claims payments than they paid in premiums. Moreover, this fact 

was not attributable to one or two severe disasters over that time period; in every year during that 

period except one, claims paid out to farmers exceeded the insurance premiums collected from 

them.cxxx Such an arrangement cannot accurately be termed insurance. While there are obviously 

beneficiaries of subsidies, there are also many losers; however, this can be difficult to discern because 
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the detrimental effects are often more diffuse and spread out over a larger group of people than the 

benefits are. In the case of farm subsidies, taxpayers cover the cost of the subsidy.  

 

A clearer example of the distorting effects of subsidies is the federal student loan program. A 2015 study 

by the Federal Reserve Bank of New York found that, for every one dollar increase in the borrowing limit 

for subsidized student loans, there was a “pass through” effect in that universities raised tuition by 60 

cents.cxxxi This result is completely unsurprising. Young people are encouraged to attend college and are 

allowed to borrow funds irrespective of their creditworthiness or ability to repay the loans. With every 

college student in the country able to borrow significant sums of money, universities have the ability to 

raise tuition to levels that otherwise would be unaffordable to many of their students in the absence of 

these loans. Student loan debt has surpassed a staggering $1.5 trillion, outstripping each of credit card 

debt and car loan debt.cxxxii With more young people able to borrow to finance their education, there are 

signs that the U.S. may be overproducing college graduates. For example, economist Richard Vedder has 

found that 37 percent of college graduates are working jobs which require a high school degree or 

less.cxxxiii While the well-meaning intention behind the federal student loan program may have been to 

prepare young people for qualifying for high-skilled and well-paying jobs, the results for many students 

have fallen short of that.  

 

TEDA clearly picks winners and losers to some extent by favoring certain companies. Only companies in 

certain industries qualify (unless making a very large capital investment) and small businesses are less 

likely to have the sophistication and/or resources to avail themselves of TEDA’s benefits. If significant 

property tax revenue is forgone under TEDA, local governments and the state will eventually rely even 

more heavily on taxpayers who do not enjoy special tax breaks. On the other hand, property tax rates in 

Texas are among the highest in the country, and businesses understandably must weigh that when 

deciding whether to relocate here. As Chapter 313 states at its outset: “[G]iven Texas' relatively high ad 

valorem taxes, it is difficult for the state to compete for new capital projects without temporarily 

limiting ad valorem taxes imposed on new capital investments.”cxxxiv Seen in this light, the subsidies 

granted under TEDA can be seen as a distortion which (at least partially) offsets the initial market 

distortion caused by having high property taxes relative to most states. Ideally, as discussed above in 

this tax report, local governments in Texas would rely more on consumption taxes and less on property 

taxes. Until that goal is attained, however, the state’s policymakers must realize that the state’s high 

property tax rates offset many of its otherwise attractive traits to businesses. 

 

It is difficult to overstate how fierce interstate rivalries for attracting business have become in recent 

years. In 2013, Tesla informed the representatives of several Western states that it would be opening a 

“gigafactory” and invited them to submit subsidy packages for evaluation.cxxxv Nevada eventually won 

the competition; however, Tesla recently announced plans to expand to Austin, Texas, encouraged by 

local governments granting it property tax breaks worth tens of millions of dollars.cxxxvi In a particularly 

prominent example, Amazon in 2018 opted to construct its “H2Q” headquarters in Arlington, Virginia 

and Long Island, New York. As an inducement to making this decision, Amazon received incentives and 

subsidies from state and local governments worth $2.8 billion, and potentially worth up to $5.5 
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billion.cxxxvii Some of these incentives went well beyond tax breaks; for example, Virginia agreed to make 

almost $300 million in infrastructure investments, and state and local leaders pledged to work with 

universities to increase the number of computer science degree-holders in the area.cxxxviii 

 

The selection of Virginia and New York occurred only after intense lobbying by interested parties; 

according to Amazon, it received at least 238 bids from interested parties, states, and Canadian 

provinces during the selection process.cxxxix The competition to be the location of HQ2 was intensified by 

Amazon’s projections that the project would lead to $5 billion in capital investments and the creation of 

50,000 jobs.cxl  

 

The pressure on cities and states to aggressively court large businesses if they want those businesses to 

expand into those locations was emphasized still further in early 2019. Although polling showed that the 

Amazon expansion into Long Island was popular with locals, it garnered public criticism as corporate 

welfare from several prominent New York politicians. In response, Amazon abruptly cancelled the 

expansion into Long Island, citing difficult relationships with local leaders.cxli  

 

The lessons of the Amazon and Tesla expansions, and those of other prominent businesses in recent 

years, is that state and local leaders are expected to put forth incentive and subsidy packages that are 

competitive with those of other states. In short, businesses rationally weigh the incentives of relocating 

to a given area. Conservative policymakers are faced with a dilemma; either support tax subsidies and 

accept the market distortions they cause in exchange for the capital investment and jobs that large 

businesses’ expansion brings to an area, or maintain a principled, no-subsidy style of governance and 

run the risk of falling behind economically as large businesses expand elsewhere. Two related 

considerations compound the dilemma. First, there is no way to easily measure the net benefit (or net 

detriment) of a tax incentive or tax subsidy program as complex as Chapter 313. Second, if Chapter 313 

tax incentives are granted to some businesses, there is no way to know what would have happened in 

the absence of those incentives. For example, some might argue that the state would be better off 

attracting businesses if it directed Chapter 313 tax subsidies towards general tax relief for all Texans. As 

noted below, there is some evidence that Chapter 313 subsidies are accepted by some companies which 

would have relocated to Texas even without the incentives.  

 

Although TEDA has several significant flaws, conservative policymakers should support its renewal in 

light of the increasing need for states and cities to compete with each other in attracting the capital 

investments and high-skill jobs that are so critical for sustained economic success. The property tax 

breaks granted under TEDA are especially useful in attracting out-of-state businesses by offsetting the 

high property tax rates in Texas. Support for TEDA, however, should be conditioned on reforms that 

ensure the state is receiving net benefits from the program and that subsidies are no more generous 

than necessary to attract businesses. In addition, the state should ensure that small and mid-sized 

businesses receive targeted tax relief, such as elimination of the franchise tax and the tangible business 

personal property tax (discussed above).  
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3. Benefits of TEDA and failings of the current system 

 

The Comptroller of Public Account periodically publishes updates on the status of TEDA.  These reports15 

highlight some of the positive effects of TEDA.  The 2021 report indicates that there are 509 active 

agreements as of June 1, 2020. TEDA has succeeded in attracting $134 billion in capital investment to 

Texas through 2019, and, total capital investment over the life of the agreements is expected to swell to 

$217 billion. Even with property tax limitations for school district M&O taxes, TEDA has still boosted the 

M&O property tax base throughout the State by more than $16 billion, and that number may increase in 

the future as the value limitation agreements made pursuant to TEDA expire. TEDA has also boosted the 

I&S property tax base throughout the state by more than $63 billion since its enactment. In addition, 

TEDA created an estimated 56,200 jobs in the state in 2019.  The Comptroller reports strong growth in 

applications for TEDA.  In 2016, 2017, 2018, and 2019, there were 44, 68, 90, and 133 TEDA applicants, 

respectively.   

 

There are aspects of TEDA, however, which raise serious concerns. First, the subsidies granted under 

TEDA are quite large: the total gross tax benefit provided to companies under TEDA through 2019 is $2.5 

billion, and over the lifetime of those agreements that figure is projected to swell to $10.8 billion. Such a 

massive subsidy calls for an examination into whether TEDA is accomplishing the goals set forth by the 

Legislature, particularly at a time when families and businesses statewide bear a heavy property tax 

burden (notwithstanding the strong reforms of HB 3 and SB 2).    

 

Second, some data indicates that the job creation attributed to TEDA might be overstated. As noted 

above, the Comptroller estimates that 56,200 jobs, “direct and otherwise” were created by TEDA in 

2019, but that number is far from certain. Due to an amendment to the statute, the Comptroller has 

relied upon economic multipliers published by the Department of Commerce in reaching its estimate. 

Although using multipliers is in accord with the amended statute, they unfortunately are not precise, 

and their accuracy is impossible to verify. However, TEDA requires companies who benefit from TEDA to 

report the number of actual qualifying and non-qualifying jobs they have directly created. The significant 

discrepancy between the qualifying jobs directly created and the estimated jobs created is illustrated by 

the Comptroller’s 2021 report, which states that 56,200 jobs were directly or indirectly created by TEDA 

in 2019 alone, but also states that the entire number of jobs directly created by TEDA through 2019 is 

only 11,888.16 Of that 11,888 figure, 9,116 were qualifying jobs. Thus, as the table below illustrates, for 

every qualifying job directly created under TEDA through 2019, a gross tax subsidy of more than 

$275,000 was “spent” (importantly, this number has the potential to increase dramatically in the 

 
15 In addition to the official reports, the Comptroller also publishes Summary Data supplements regarding Chapter 
313. This Task Force Report’s references to the Comptroller’s Chapter 313 biennial reports include the Summary 
Data supplements.  
16 Per conversations with Comptroller staff, the number of jobs directly created by companies receiving TEDA 
benefits reflect cumulative data, but with one caveat; companies do not have to report jobs data once five years 
have passed from the expiration of the value-limitation agreement.  
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future17). The subsidies are even more striking after taking into account the remarkable fact that just a 

handful of the 509 projects  in the Comptroller’s 2019 report accounted for a vastly disproportionate 

percentage of those 11,888 qualifying jobs; for example, just ten companies accounted for 3,674 of 

those qualifying jobs, or 31 percent).  

 

The job numbers are particularly unimpressive for renewable energy companies, which through June 1, 

2020, have accounted for 312 of the 509 current TEDA agreements (61.3 percent). With only 1,193 

qualifying jobs directly created through 2019 despite receiving more than $1 billion in tax benefits over 

that time, the renewable energy industry has received approximately $854,000 in tax benefits for every 

qualifying job directly created through 2019.  

 

Table 14: Chapter 313 Data from the Comptroller’s January 2021 Report 

Category* # of Active 

Projects (as 

of June 1, 

2020) 

# of 

Qualifying 

Jobs Directly 

Created 

Through 

2019 

Reported 

Investment 

Through 2019 

(in billions) 

Estimated 

Gross Tax 

Benefit 

Received 

Through 2019 

(in billions) 

Estimated 

Total Gross 

Tax Benefit 

Over Life of 

Agreement 

(in billions) 

Tax Benefit 

Received 

through 

2019 per 

Qualifying 

Job Directly 

Created 

through 

2019 

Tax Benefit 

Received over 

life of 

Agreement 

per Qualifying 

Job Directly 

Created 

through 

2019** 

Manufacturing 193 7,380 $92.580 $1.479 $7.848 $200,341 $1,063,443 

Research & 

Development 

4 543 $0.773 $0.017 $0.018 $31,836 $32,796 

Renewable 

Energy Electric 

Generation 

(Wind) 

210 1,106 $36.125 $0.960 $2.157 $867,845 $1,950,560 

Renewable 

Energy Electric 

Generation 

(Non-Wind) 

102 87 $4.737 $0.060 $0.737 $688,184 $8,470,080 

Total 509 9,116 $134.215 $2.516 $10.760 $275,945 $1,180,367 

*Categories with no active projects (e.g., nuclear power and clean coal) are not shown. 

**Shows the gross subsidy per qualifying job directly created assuming there is no future net job creation. 

 

Furthermore, there is no guarantee that companies with agreements under TEDA will create more 

qualifying jobs in the future.  But it is certain that they will continue to receive tax benefits under TEDA 

for years to come. If renewable energy companies with TEDA agreements as of June 1, 2020, create a 

net total of zero jobs beyond 2019 for the duration of their TEDA agreements, those companies will 

 
17 The Comptroller’s 2021 report states that a total of $10.76 billion in gross tax benefits will be provided over the 
life of all Chapter 313 agreements in place as of June 1, 2020.  The Comptroller indicates that 9,116 qualifying jobs 
have been created under TEDA through 2019 yielding a ratio of approximately $1.18 million in lifetime gross tax 
benefits for every qualifying job created thus far.  Consistent with the above discussion, the ratio is even greater 
for renewable energy projects. 
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have received a staggering subsidy of more than $2.4 million for each qualifying job directly created. 

Paying a subsidy of this size for the creation of a job the salary of which is only a tiny fraction of this 

amount is questionable policy at best.  

 

As discussed above, TEDA contains a statement of legislative intent that school districts should approve 

only those TEDA applicants who, among other things, “create high-paying jobs.” Crucially, however, 

TEDA was amended in 2007 to allow a school district to waive the job creation requirement if it finds 

that the statutory job creation requirements that would otherwise apply exceed the number of 

employees needed to operate the facilities on the property which is the subject of TEDA incentives.   

Since then, waivers have become so common that the number of companies receiving them exceeds the 

number of companies satisfying the job creation requirements of the original statute.  Among 

renewable energy companies, requesting the waivers has since become the rule.  In a 2013 report, the 

Comptroller discussed the proliferation of waiver requests in light of the statute being amended:  

 

Of 95 projects initiated since the job waiver was authorized, 52 have had the minimum 

job creation requirement waived. Of this number, 45 (87 percent) are in the renewable 

energy industry. So, while the program continues to succeed in attracting large scale 

capital investment, projects are committing to fewer new, high-paying jobs in their 

Chapter 313 contracts.cxlii 

 

An April 2016 report by the Comptroller had similar findings: TEDA “allows [the] minimum number of 

jobs to be waived in certain circumstances, however, and more than half of applicants in fact receive 

such waivers.”cxliii This waiver provision contributes to the poor aggregate job creation numbers of 

companies benefitting from TEDA. TEDA was intended to serve as an economic development tool by 

providing property tax benefits in return for companies making large-scale investments and creating 

new, high-paying jobs, but it is increasingly used to incentivize projects that create few or no jobs. 

 

Third, although TEDA has thus far expanded the property tax base throughout Texas to some extent, its 

potential to do so in the future is not entirely clear. The hope is that when TEDA agreements expire, 

businesses will then pay property taxes at normal rates on their property in Texas. Projecting the size of 

this benefit is difficult, however, because property can depreciate and companies can fail. Speaking of 

the difficulty in projecting future revenue gains due to TEDA, the Comptroller has said: 

 

As noted above, state law requires the Comptroller’s office to determine whether a 

proposed Chapter 313 project is reasonably likely to generate enough tax revenue to 

offset the loss due to the tax limitation within 25 years. Yet economic projections over 

such a long period are uncertain at best. Economic conditions change; companies and 

industries rise and fall. Some Chapter 313 projects fail to produce the predicted rise in 

property values. Among the 13 projects with tax limitations that ended from 2013 to 

2015, actual market values in the last year of the limitation period ranged from 28 percent 

to 125 percent of the initial market value. While most were within 20 percent of their 
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initial projections, the wide range of values shows the volatility of assumptions made 

about as-yet-unbuilt projects.cxliv 

 

Thus, under current law, it is possible for a business to benefit from subsidies during a 10-year value 

limitation agreement, and then pay taxes on the greatly-reduced value of its property after the 

agreement expires. Such an arrangement creates significant risk that the tax benefits received by the 

business will outnumber the taxes paid by the business.  To guard against this possibility, Representative 

Springer proposed a recapture provision in HB 1987 (84R, 2015).  That bill provided for recapture of 

forgone property tax revenue under a TEDA agreement if, in the first tax year after the agreement 

expires, the market value of the property in question is less than 80 percent of its market value when 

the project was approved. 

 

Fourth, a fundamental and currently unanswered question about TEDA is whether it is truly attracting 

companies to Texas as a result of its subsidies, or whether companies that would have done business in 

Texas in the absence of TEDA are happily taking “free money.” Proponents of TEDA argue that the state 

and local governments are not losing anything by granting tax breaks to lure companies, because they 

would not have received any tax revenue from the companies without being able to lure them with tax 

breaks. The analysis, however, is more nuanced than that. Texas consistently ranks high in terms of 

attracting business for a variety of reasons. Thus, it is reasonable to suppose that at least some of the 

investments made and some of the jobs created under TEDA agreements would have been made and 

created even in the absence of TEDA. Currently, the Comptroller must certify that the Chapter 313 

incentives were “a determining factor” in a company doing business in Texas before value limitation 

agreement is approved.18 There is no statutory guidance, however, on how the Comptroller should 

determine this. Anecdotal evidence suggests that a company’s claim that Chapter 313 is a determining 

factor in its desire to do business in Texas is essentially accepted at face value.cxlv  

 

The conclusion that TEDA subsidies which are “paid out” are not always truly necessary to attract 

businesses to Texas accords with the fact that PILTs are made pursuant to TEDA. The PILTs that most 

businesses with TEDA agreements make to school districts indicate that TEDA is providing property tax 

incentives greater than those needed to entice business. For example, a business which receives a $100 

gross tax benefit and then repays $20 of that to the local school district evidently did not need a $100 

tax benefit to seal its decision to do business in Texas; an $80 benefit would have been sufficient.  

Although PILTs are subject to a cap,cxlvi the Comptroller in its 2017 report indicated that “Renewable 

energy projects are returning 20 percent of their tax benefits back to the school districts through PILTs, 

while R&D and manufacturing projects are paying 14 percent and 11 percent.”  Because the State 

compensates school districts for any local revenue “lost” as a result of TEDA, and because PILTs school 

districts receive are outside the public education funding formula, districts have an incentive to push for 

 
18 Technically, the Comptroller may still approve a project even if the incentives were not a determining factor if it 
finds that the project still provides a net benefit to the State.  Tex. Tax Code 313.026(f).   
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PILTs. As the Comptroller noted back in 2010, this arrangement may provide an incentive for districts to 

enter into agreements which are not beneficial to the State.cxlvii 

 

Reviewing the goals the Legislature set for TEDA, it appears that there has been significant investment 

by the targeted industries since its enactment. How much of this investment is directly attributable to 

TEDA is unclear. As a result of this investment, the state’s property tax base has significantly grown, and 

it is quite possible that it will grow considerably more when the TEDA agreements expire.   

 

Weighing against those benefits are the sheer size of the tax benefits under TEDA, which appear to be 

greater than necessary to attract investment to Texas. Perhaps more importantly, the number of jobs 

created under TEDA relative to the tax benefits granted appears quite underwhelming unless one is 

willing to rely on projections based on an unverified multiplier. Even if the multiplier were assumed to 

be accurate, one can still question why only certain industries are eligible to apply for TEDA’s benefit.  

Alternatively, the tax benefits similar to those under TEDA could be applied to all businesses and 

individuals statewide through broad-based property tax relief, rather than being concentrated in a 

handful of specific industries. Not only would such an arrangement be more equitable, but it might have 

its own multiplier effect.   

 

Notably, Governor Abbot has expressed serious reservations about TEDA.  HB 2826 (84R, 2017) provided 

that an entity seeking a TEDA agreement for a project that covers more than one school district, the 

entity must seek separate approval for the project from each of those school districts. As the bill analysis 

for the introduced version of HB 2868 noted: 

 

[W]hen determining the eligibility of school district property in more than one district for 

a limitation on appraised value under the Texas Economic Development Act, single 

projects extending across multiple school districts are evaluated by each portion of the 

project, and each portion must separately qualify for a limitation agreement, sometimes 

posing a significant burden.cxlviii 

 

In essence, the job creation and investment requirements imposed by the TEDA requirements must 

generally be met in each school district from which a project is seeking a tax exemption or reduction. 

This creates a higher burden for a project than if it happened to be located in just one school district. HB 

2826 sought to amend these requirements such that the necessary job and investment requirements 

would be based on the entirety of the project, regardless of whether portions of the project are located 

within multiple school districts. However, in vetoing the legislation (which passed the House 131-12 and 

the Senate 25-6), Governor Abbott wrote that: 

 

Chapter 313 of the Tax Code allows for certain businesses to negotiate with school 

districts for lower appraisal valuations and, as a result, lower school property taxes. While 

the program may sometimes have a positive impact on local economic development, 

serious concerns exist about its oversight, its transparency, and its value to the taxpayers. 
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According to a 2013 report by the Comptroller's Office, Chapter 313 cost the taxpayers 

$341,363 for every new job created by the program. The Comptroller estimates that 

House Bill 2826 will ultimately cost State taxpayers $100 million per biennium. I cannot 

support expansion of an incentive program that has not been proven to deliver the value 

taxpayers deserve.cxlix 

 

The shortcomings of Chapter 313 are evident when comparing it to a similar program set forth in 

Chapter 312 of the Tax Code. Chapter 312 is similar to Chapter 313, but it applies only to local taxing 

units other than school districts, such as cities and counties. Under Chapter 312, these taxing units offer 

property tax abatements to businesses expanding their operations, with the abatement applying to the 

value of property in excess of the value as of the date the abatement agreement is executed. In contrast 

to Chapter 313, the State does not compensate the local taxing units for forgone revenue. Thus, there is 

no potential for a local taxing unit to seek a windfall at the expense of the state. A corollary to the State 

not being involved is that there is no purpose in having PILTs under Chapter 312. Under Chapter 312, 

each local taxing unit (other than school districts) can weigh the wisdom of offering property tax 

abatements and bears the fiscal and political consequences if the abatements ultimately turn out to be a 

poor decision. Chapter 312 also offers greater transparency than Chapter 313 by requiring the governing 

body of a local government to adopt (if at all) a value limitation agreement at a public meeting, with 

notice of at least 30 days being given to the public.cl  

 

The Legislature should aim to retain the benefits of Chapter 313 while correcting its significant flaws by 

enacting policy recommendations below.  

  

4. Policy Recommendations 

 

1) Provide that the state will no longer compensate school districts for revenue forgone under a 

Chapter 313 agreement. By removing the financial involvement of the State, this change would 

closely align Chapter 313 with Chapter 312.   

2) Eliminate waivers of the job creation requirement. Alternatively, if a job waiver is permitted, 

reduce the tax incentive provided to the applicant proportionately.  

3) Provide for recapture of forgone property tax revenue under a TEDA agreement if, in the first 

tax year after the agreement expires, the market value of the property in question is less than 

80 percent of its market value when the project was approved. 

4) Eliminate PILTs. These payments are simply proof that TEDA’s subsidies are often greater than 

necessary to attract investment to Texas. Furthermore, they provide incentives for school 

districts to obtain windfalls at the expense of the State.   

5) Implement the transparency recommendations by the State Auditor’s Office. In addition, 

Chapter 313 should mirror Chapter 312’s requirement that a valuation limitation agreement 

must be approved at a public meeting of the taxing unit’s governing body, with the public having 

at least 30 days notice of the meeting. 
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6) In the interest of encouraging meritorious applications under TEDA, school districts should be 

required to state their reasons for rejecting a TEDA application and to afford a rejected applicant 

a public hearing where it can appeal that decision. If a school district fails to do so, it should be 

required to refund the otherwise nonrefundable application fee to the applicant.  

 

H. Tax equity, marketplace providers, and tax administrative efficiency  

 

A recurring question for conservative policymakers is how the existing framework of federal, state, and 

local tax laws should apply to new products and technologies. On one hand, policymakers should 

welcome the emergence of companies offering new and innovative goods and services for which there 

is demand (for example, Uber). On the other hand, policymakers must be aware that the business model 

of new companies is often such that the application of tax rules and associated regulations to these 

companies lacks clarity and/or enforcement mechanisms. In competing against such new companies, 

traditional companies might effectively be penalized by policymakers by being subjected to a more 

onerous tax system even though they provide essentially the same service. An uneven playing field of 

this nature would be a textbook example of government improperly picking winners and losers in the 

marketplace. Moreover, as discussed below, companies with non-traditional business models can pose 

serious challenges to the Comptroller’s efforts to ensure compliance with the state’s tax laws.  

 

House Bill 1525 (86R) is a good example of legislation dealing with the issue of newer companies 

competing on a level playing field. The bill, which passed into law, requires “marketplace providers” to 

collect sales tax on taxable items delivered to purchasers in Texas. A marketplace provider is a company 

which runs a marketplace (often a website) and processes sales or payments for sellers. The enactment 

of HB 1525 followed shortly after the 2018 United States Supreme Court’s decision in South Dakota v. 

Wayfair, Inc., in which the court overruled its precedent and held that a state could require “remote” 

sellers (i.e., those which lack a physical presence in the state) to collect and remit sales tax to the state 

with respect to their sale of taxable items to persons in the state.  

 

As the court noted in Wayfair, South Dakota (like most states) has a use tax which requires purchasers 

to submit use tax on their purchases if a remote seller did not collect sales tax. However, as the court 

further noted, consumer compliance rates regarding the use tax are “notoriously low.”cli  That fact is not 

surprising given the difficulty tax authorities in face in auditing the vast number of consumers who make 

purchases in a given year from remote sellers. Because remote sellers prior to Wayfair were able to sell 

items to consumers without collecting sales tax (and because most consumers were not paying use tax 

as they were required to), these sellers had a significant competitive advantage over sellers with a 

physical presence in the applicable state who had to collect tax. A rational consumer, faced with the 

choice of purchasing an item from a remote seller on the one hand or a store with a physical presence in 

his or her state on the other hand, would likely prefer purchasing from the remote seller if all other 

factors were equal, thereby avoiding the payment of sales tax. To be competitive, the store with the 

physical presence in this example would be forced to reduce its pre-tax prices in order to offset the tax 

advantage that the remote seller has.  As the court summarized: 
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[Pre-Wayfair precedent] puts both local businesses and many interstate businesses with 

physical presence at a competitive disadvantage relative to remote sellers. Remote sellers 

can avoid the regulatory burdens of tax collection and can offer de facto lower prices 

caused by the widespread failure of consumers to pay the tax on their own. . . . In effect, 

[Pre-Wayfair precedent] has come to serve as a judicially created tax shelter for 

businesses that decide to limit their physical presence and still sell their goods and 

services to a State’s consumers—something that has become easier and more prevalent 

as technology has advanced.clii 

 

It is important to emphasize that the advantage which remote sellers enjoyed pre-Wayfair was 

inextricably tied to tax administration; if consumers had complied with use tax laws, remote sellers 

would not have enjoyed an advantage over stores with a physical presence in the relevant state. But 

because governments have limited resources, ensuring widespread consumer compliance with the use 

tax is extraordinarily difficult.  

 

Legislation such as HB 1525 should be applauded because it furthers the goal of a competitive 

marketplace. By making marketplace providers responsible for collecting and remitting sales tax, the bill 

eliminated artificial advantages some businesses enjoyed over their more traditional competitors. In an 

ideal marketplace, businesses innovate and develop goods and services which consumers value. 

Businesses which do a superior job of innovating are rewarded by increased business from consumers. 

In contrast, a marketplace is warped when government grants one group of businesses an arbitrary tax 

advantage over its competitors. House Bill 1525 ensures that a remote seller trying to out-compete its 

rivals with a physical presence in Texas must do so on a level playing field.  

 

The 86th Legislature considered two bills that were conceptually similar to HB 1525, but did not enact 

them into law. House Bill 3579 would have required online travel agencies (OTAs) such as Expedia and 

Priceline to collect and remit hotel occupancy tax (HOT) from people who purchase hotel rooms through 

their websites; currently, hotels alone have that responsibility. House Bill 2872 would have required 

companies which pair car owners with people seeking car rentals to collect and remit the motor vehicle 

gross rental receipts tax. These two bills and HB 1525 generally resemble each other in that they target 

companies acting as a sort of middleman between buyers (or renters) and sellers online. An obvious 

reason for these bills is tax administration: the Comptroller cannot realistically audit more than a tiny 

fraction of sellers in the state to determine if they are fulfilling their tax collection and remittance 

obligations. Just as it is administratively much easier for the Comptroller to audit a single entity (such as 

eBay) which facilities a vast number of remote sales rather than audit thousands of sellers on eBay, it is 

much easier to audit a few OTAs rather than hundreds of hotels, and much easier to audit a few car 

rental platform companies rather than auditing thousands of people renting out their vehicles on these 

platforms. As the fiscal note to HB 1525 stated: “The expected increases in tax collections are 

attributable to greater efficiency of tax administration and convenience and avoidance of undue 
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burdens for taxpayers when responsibility for collection and remittance rests with marketplace 

providers rather than myriad individual sellers.”cliii 

 

If bills with provisions such as those in HB 2872 and HB 3579 are considered in the 87th Session, they 

deserve support due to their ability to make tax administration more uniform and efficient, thereby 

eliminating tax advantages which some companies might effectively have due to consumer non-

compliance with tax laws. This support, however, should be contingent on a clarification of what 

constitutes the relevant tax base. Defining the proper tax base is crucial in analyzing the provisions of 

these two bills and requires some background on the business models used by OTAs and car rental 

platforms.  

 

1. Online travel agencies 

 

OTAs typically act simply as a distributor for a hotel company rather than actually buying hotels rooms 

and re-selling them to consumers at marked-up prices. Under the distributor model, a hotel typically 

agrees to list its room on the OTA’s website at a discounted price in exchange for the increased visibility 

which the OTA listing provides. The discounted price the hotel and the OTA negotiate is sometimes 

referred to as the “room price” and is not revealed to the consumer. When a consumer purchases a 

hotel room on an OTA’s website, it pays a single fee which has three components: the room price, the 

OTA’s service fee for its services, and a tax recovery charge attributable to the HOT that is due on the 

room price (again, the consumer does not see this three-part itemization). The service fee charged by 

the OTA allows it to cover the costs of its various services (search engine capabilities, research on hotel 

room availability, negotiation with hotels, etc.) and earn a profit. The OTA transmits the tax recovery 

charge to the hotel, and the hotel in turn remits the HOT to the Comptroller. 

 

Some parties, including many taxing authorities, argue that the amount of the tax base for purposes of 

calculating the HOT due should include not just the room price but also the OTA’s service fee. The 

relevant statute provides that “[State HOT] is imposed on a person who, under a lease, concession, 

permit, right of access, license, contract, or agreement, pays for the use or possession or for the right to 

the use or possession of a room or space in a hotel costing $15 or more each day.”cliv The state HOT is six 

percent “of the price paid for a room in a hotel.”clv Municipalities are authorized to charge additional 

HOT.clvi Responsibility for collecting the HOT falls to the persons “owning, operating, managing, or 

controlling a hotel.”clvii 

 

Courts in Texas have generally held that the tax base for purposes of the HOT excludes OTAs’ service 

fees.clviii When a consumer purchases a room from a hotel using an OTA’s website, “the price paid for a 

room is the hotel” is the room price. This fact is not altered by the OTA’s business decision to not 

disaggregate the service fee from the room price in its invoice to the consumer. Notably, the statute 

provides that the price of the room for purposes of calculating the HOT tax base excludes the cost of 

hotel food and services, unless those services relate to cleaning and preparing the room for a 
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consumer’s stay. If the cost of the hotel’s own food and services are excluded from the HOT base, it 

stands to reason that the service costs of a third party (i.e., the OTA) should be excluded as well.  

 

In contrast to the tax advantage remote sellers enjoyed over brick-and-mortar stores prior to the 

enactment of HB 1525, OTAs are not gaining an advantage in the marketplace due to their service fees 

not being included in the HOT base. Indeed, hotels welcome the opportunity to enter into contracts with 

OTAs under which they discount room prices, because they know that the OTAs’ services are so popular 

with consumers that the discounted prices can be offset by a greater volume of customers. If anything, 

OTAs increase competition in the marketplace because they permit small hotels to better compete with 

hotel chains by obtaining equal visibility on OTA websites.   

 

The Legislature should seek to maintain the current exclusion of OTAs’ service fees from the HOT. 

Provided that is done, a bill with provisions like those in HB 3579 should be supported because it 

improves the efficiency of tax administration. Although such a bill would actually increase the number of 

entities responsible for collecting and remitting HOT by adding OTAs to that list of entities, it would still 

result in better tax administration through “scaling”; rather than auditing hundreds of hotels for HOT 

compliance, the Comptroller could direct much of its resources to auditing a few OTAs that account for a 

huge number of sales.  

 

2. Car rental platforms 

 

House Bill 2872 aimed to improve tax administration by making “marketplace rental providers” (MRPs) 

of motor vehicles responsible for collecting and remitting motor vehicle gross rental receipts tax (GRRT) 

to state and local taxing authorities. Chapter 152 of the Tax Code subjects “gross rental receipts,” which 

is defined as “value received or promised as consideration to the owner of a motor vehicle for rental of 

the vehicle,” to the GRRT.  

 

Currently, MRPs such as Turo and Getaround operate websites which match people seeking rental cars 

with people seeking to rent out their cars. These companies transmit payment from the renter to the 

vehicle owner after deducting a fee for their services. Because the Comptroller lacks the resources to 

audit thousands of vehicle owners renting out their vehicles on these platforms, tax compliance by 

motor vehicle owners using MRPs is presumably quite poor. HB 2872 would have improved tax 

administration by allowing the Comptroller to focus its resources on a handful of car rental providers. 

Similar to HB 3579, HB 2872 deserves support because of its potential to improve tax administration. 

However, again similar to HB 3579, support for HB 2872 should be contingent on properly defining the 

tax base for the GRRT.  

 

The definition of the tax base in an MRP transaction greatly affects competition in the marketplace for 

rental cars because traditional car rental companies must pay GRRT on their gross receipts. The GRRT is 

ten percent of gross receipts. Many large urban local governments in Texas levy a sports and community 
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venue tax of up to five percent of the price of a car rental.clix In all, traditional car rental companies may 

be required to increase their fees to consumers by 25 percent just to cover their tax obligations.  

In contrast, an MRP currently collects no GRRT with respect to a car rental it facilitates in Texas and 

vehicle owner compliance with GRRT remission is presumably very poor. Similarly, an MRP and vehicle 

owners who list on their websites can effectively avoid paying airport concession fees and venue district 

taxes. Because a person opting to rent a car through a traditional car rental company must pay heavy 

taxes, if all other factors are equal, he or she will likely prefer to rent through an MRP. This poses the 

same general problem HB 1525 was designed to combat; an uneven playing field among businesses 

which is created by inadequate tax compliance by certain consumers.  

 

Before analyzing the matter of the proper tax base in an MRP transaction, an argument sometimes 

made in defense of the current functional tax advantage of MRPs (and of the owners renting out their 

cars through them) should be addressed. The argument begins by noting that traditional car rental 

companies do not pay sales tax on their purchase of motor vehicles. In contrast, owners renting out 

their cars through MRPs must pay sales tax when they purchase their cars. To subject them to the GRRT 

as well, the argument goes, would be unfair because it results in a type of double taxation. This 

argument has superficial appeal but fails to withstand scrutiny in full context. Traditional car rental 

companies are indeed exempted from paying sales tax on the vehicles they purchase.clx However, this 

exemption applies only if the company satisfies its minimum rental tax liability; it must collect at least as 

much in GRRT as it would have paid in sales if the sales tax exemption did not apply. If a traditional car 

rental company purchases a car sales-tax free and retires the car from service before it has satisfied the 

minimum rental tax liability, it must make up the shortfall.clxi Thus, the company escapes sales tax only 

to the extent it does not escape the GRRT. In addition, as the Comptroller clarified in 2019, a taxpayer 

who both rents out his or her car and uses it for personal use may claim a credit against the GRRT for the 

sales tax paid on the car, provided that he or she does not claim a credit for the portion of the sales tax 

paid that corresponds to the period in which the car was for personal use.clxii Thus, the law treats 

traditional car rental companies and owners renting out their cars in an even manner by providing them 

with a credit against sales tax. With that argument dismissed, the focus returns to the question of what 

the proper tax base for the GRRT should be in the context of an MRP transaction.  

 

HB 2872 answered the question of the proper tax base for the GRRT by stating that all gross receipts of a 

MRP with respect to a car rental are presumed to be subject to the GRRT (unless the vehicle owner has 

an exemption from the GRRT). Thus, if a person rented a car for $100 from a vehicle owner through the 

use of an MRP, and the MRP transmitted $70 of that amount to the owner, the MRP would collect and 

remit GRRT on the full $100. This yields the same GRRT revenue that a $100 rental from a traditional car 

rental company would yield. 

 

There is no question that the $70 the owner receives in the example above should be subject to the 

GRRT, concession fees, and venue district taxes. The owner in this case is clearly being compensated for 

the temporary use of his or her vehicle and as such has gross rental receipts. However, the treatment of 

the remaining $30 is less clear. This $30 undoubtedly facilitates the rental transaction between the 



 

69 
Texas Conservative Coalition Research Institute                                                        Limited Government – Individual Liberty 

                                          txccri.org                                                                                                 Free Enterprise – Traditional Values  
 
 

renter and the vehicle owner, but it is in the nature of a matchmaking or finder’s fee rather than 

consideration paid for the use of a vehicle. If the renter and the vehicle owner in the transaction had 

perfect knowledge of each other, they would not need to use an MRP. Rather, they could enter into a 

rental transaction in which the vehicle owner would charge a price that is probably less than $100. 

Similar to the fee charged by OTAs, the $30 fee above represents the service fee an MRP charges the 

renter, which covers the cost of the MRP’s services (search engine capability, facilitating auto insurance 

coverage, payment processing, etc.) and its profit. As a third-party service fee, the $30 should not be 

grouped together with the $70 the vehicle owner receives, and should not be subject to the GRRT.19  

 

Unlike remote sellers who enjoyed a pricing advantage over brick-and-mortar businesses due solely to 

tax advantages (which in turn were attributable to consumer non-compliance with the law) prior to the 

enactment of HB 1525, MRPs have grown in large part because they provide an innovative service for 

which there is consumer demand. In contrast to traditional car rental companies, MRPs devised a 

business model which allows them to list vehicles available for rental without the need to actually own 

those vehicles. In other words, their business model has bifurcated vehicle ownership from the ancillary 

services which traditional car rental companies provide. By doing so, they have made it possible for 

owners of motor vehicles to rent their cars out and for renters to choose from an extensive offering of 

cars in their area.  

 

The growth of industries such as OTAs and MRPs clearly poses challenges for tax administration. 

Designating OTAs and MRPs as the parties responsible for collecting and remitting applicable taxes 

makes a great deal of sense by allowing taxing authorities to greatly reduce the number of entities they 

must audit to ensure compliance with the law. The Legislature should support such measures because of 

their potential to make tax enforcement simpler, but should be careful not to discourage innovation. 

Support for bills such as HB 3579 and HB 2872 should be contingent on ensuring that third party 

intermediaries are not subject to HOT and GRRT (as applicable) on the value of the services they 

provide.  

 

3. Policy Recommendation: Following HB 1525, require marketplace providers to 

collect and remit applicable taxes so that tax administration is improved. 

However, the applicable tax base should be defined such that the 

marketplace providers’ services are not subject to the tax which the 

underlying activity is (e.g., renting hotel rooms or renting motor vehicles).  

 

  

  

 
19 Of course, the $30 portion might be subject to other state and local taxes, e.g., sales tax.  
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