
1 

l  
                     900 Lydia Street, Austin, Texas, 78702   PH: 512.320.0222    FAX: 512.320-0227  www.cppp.org 
 
 

January 28, 2003  For more information: Contact Dick Lavine, lavine@cppp.org    No. 179  
 

LEARNING FROM HISTORY 
The Legislature has taken a balanced approach to closing large budget 

shortfalls in the past--raising revenue as well as cutting spending 
 

The Texas Legislature met in emergency special session in 1986, when a sudden collapse in oil prices 
reduced state revenue dramatically. The Legislature responded to the crisis by raising taxes by 6.1 
percent, as well as reducing spending by 4.6 percent. This is equivalent to a tax increase of $3.4 billion 
for the coming 2004-05 fiscal biennium, as well as a spending cut of $2.9 billion from current budget 
levels. The budget deficit is proportionately larger now than it was then, but a similar approach is needed. 
 
 
THE 1985 STATE BUDGET 
According to the Legislative Budget Board’s Fiscal Size-Up 
1986-87, “The legislative appropriation process in the regular 
session of 1985 was the most difficult ever experienced by all 
but a few of the members of the Senate and House of 
Representatives,” due to the continued decline in oil and 
natural gas production taxes and the necessity of replacing 
one-time funding sources used to balance the prior state 
budget.   
 
The budget that was finally passed for 1986-87 appropriated 
$37.3 billion from all funds, $26.2 billion in general-
revenue-related funds. To balance the budget, the Legislature 
increased various licenses and fees by $144 million, raised 
state university tuition by about $264 million, and enacted 
several pieces of legislation making general revenue available 
without increasing tax rates.   
 
Even with the increased revenue, the budgets of more than 
100 state agencies were reduced. However, the Legislature 
was still able to raise the monthly grant for Aid to Families 
with Dependent Children (AFDC, the predecessor to 
TANF), improve services for Texans with mental illness or 
mental retardation, fund new programs to reduce hunger and 
malnutrition, and establish the Indigent Health Care 
program.  
 
In addition, several commissions were established to find 
ways to improve government efficiency and cut costs. 
 

THE 1986 BUDGET CRISIS 
The 1985 session was easy compared to what came next: 
 
In late 1985 a price war broke out between Saudi Arabia and 
other oil producers. Oil prices fell by half from November 
1985 to February 1986. The comptroller lowered the revenue 
estimate by $1.3 billion in February to reflect lower oil and 
gas production tax revenue. Then-Gov. Mark White ordered 
agencies to reduce spending by 13 percent in the 1986-87 
biennium to help manage the deficit. 
 
However, the state tax structure was heavily dependent on 
exactly those segments of the economy hit worst by lower oil 
prices. The comptroller had to reduce the revenue estimate 
by another $1.2 billion in June and $760 million more in 
July, raising the anticipated deficit to $2.9 billion--a drop of 
12.6 percent from the original revenue estimate of $26.2 
billion in general-revenue-related funds. 
 
ENDING THE YEAR WITH A DEFICIT 
IS PERMITTED 
The Legislature met in two special sessions, in August and 
September 1986, and whittled down the deficit to a 
manageable $980 million. Although the Texas Constitution 
prohibits the adoption of a budget that would spend more 
general revenue than is expected to be available, it does not 
prohibit a deficit that develops after the budget has been 
passed and certified as being within available revenues. 
However, any deficit existing at the end of a fiscal biennium 
must be eliminated by the end of the subsequent fiscal 
biennium. (See Attorney General’s Opinion JM-666, April 1, 
1987, and House Research Organization State Finance 
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Report, The Attorney General’s Opinion on the Budget Deficit, 
April 3, 1987.) 
 
THE 1986 SOLUTION 
In its September special session, the Legislature reduced the 
budget for fiscal year 1987, which started September 1, 1986, 
by a total of $582.2 million--a cut of 4.6 percent in that 
year’s budget. The biggest item was the elimination of a 3-
percent state-employee pay raise, which cut $70.5 million. 
 
The Legislature also passed a tax bill, which raised revenue by 
$763.7 million--an increase of 6.1 percent in the amount of 
revenue expected for fiscal 1987. Another $111.5 million 
would spill over into fiscal 1988, in the next biennium. 
 
The tax bill raised the state sales-tax rate from 4 1/8 percent 
to 5 1/4 percent, which generated $582.4 million. It also 
increased the motor-fuel tax rate from 10 cents per gallon to 
15 cents, raising another $292.8 million over two years. 
 
The Legislature also used “smoke and mirrors” to reduce the 
deficit, such as changing the payday for state employees from 
the last day of the month to the first day of the following 
month, which pushed one payday into the next biennium. 
 
1987 FOLLOW-THROUGH 
The budget problems continued in 1987. The revenue 
estimate released in January 1987 was $6 billion less than the 
amount necessary to continue the current level of state 
services, comply with federal mandates, and erase the 
remaining deficit. The regular session of the 70th Legislature 
ended without a budget or a tax bill. Before the Legislature 
reconvened to consider the budget again, the comptroller 
reduced the revenue estimate by another $955 million. 
 
In its second special session, the Legislature was able to pass a 
balanced budget. The key element in closing the gap was 
$5.7 billion in new taxes, which increased the amount of 
general revenue available for spending by 25 percent. An 
equivalent increase in currently estimated general revenue 
would be roughly $14 billion. 
 
The state sales tax was increased to 6 percent in order to raise 
$3 billion. Certain services were made subject to the sales tax 
and some exemptions repealed, raising another $720 million. 
Increases were also passed in motor fuels taxes ($900 
million), the motor vehicle sales tax ($330 million), franchise 
tax ($440 million), cigarette tax ($125 million), and assorted 
other taxes and fees.  
 
In addition, the Legislature proposed the constitutional 
amendment to establish the state’s Rainy Day Fund, which 
was approved by the voters in 1988. 
 

A NEW REVENUE SYSTEM EMERGES  
The changes made in these years dramatically changed the 
structure of the Texas tax system. 
 
Oil and natural gas production taxes lost their dominance. 
These taxes had provided over 20 percent of state tax revenue 
in 1985. By 1988 they accounted for only 8.5 percent of tax 
revenue. In the coming 2004-05 biennium, oil and gas taxes 
are expected to produce just 4 percent of total general-
revenue-related tax revenue. 
 
The state’s current dependence on the sales tax was 
established during this period. In 1985, the sales tax 
contributed less than 40 percent of state tax revenue. By 1988 
the state relied on the sales tax for more than half of its tax 
collections. The comptroller forecasts that the sales tax will be 
counted on to generate more than 62 percent of state general-
revenue-related tax revenue in the coming biennium--the first 
time the sales tax has surpassed the 60 percent mark. 
 
A significant portion of state tax revenue is the result of 
changes made in response to the budget crisis of the late 
1980s. More than 40 percent of current state tax revenue is 
attributable to changes made from 1984 through 1991. 
These changes helped carry Texas through the following 12 
years without any further increases in tax rates. 
 
PROBLEMS REMAIN 
But even after these important changes to the state tax 
structure, many problems remained. As described by the 
Legislative Budget Board’s Fiscal Size-Up 1988-89 (p. 15): 
 

In recent tax deliberations, it has been argued that 
the current state tax structure has certain 
shortcomings: its concentration of business taxes on 
capital intensive corporations; its inability to tap the 
growing service sector of the economy; its increasing 
reliance on the sales tax in the face of the loss of 
federal income tax deductibility of state and local 
sales taxes; and its dependence on shrinking oil and 
gas taxes and low-growth, volume-based taxes such 
as the cigarette tax, fuel taxes, and liquor taxes. In 
addition to the strains in the state tax system, the 
recent court decision in Edgewood v. Kirby has 
brought into question the continued reliance on 
local property taxes, at least in their current form, to 
fund public schools. 

 
It is remarkable how many of these problems remain with us 
15 years later. For a fuller explanation of some of the 
structural problems with the Texas revenue system, read 
CPPP’s Texas Revenue Primer, online at 
http://www.cppp.org/products/reports/rev-primer.pdf  
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HOW OTHER STATES ARE DEALING 
WITH THEIR BUDGET SHORTFALLS 
Texas is not alone in facing serious problems in writing a 
state budget. Other states are trapped between falling 
revenues and increasing demands for state services. Following 
the example of prior legislatures in a similar situation, 
revenue increases must be part of the solution. 
 
According to the National Conference of State Legislatures, 
21 states raised taxes in order to help balance their budgets 
for fiscal year 2003. Seven of these, plus two other states, had 
already raised taxes to pay for their 2002 budgets. Fee 
increases were used by 13 states, while Rainy Day funds were 
tapped by 27 states for either fiscal years 2002 or 2003.   
 
Of course, budget cuts were used by almost every state. At 
least 41 states turned to budget cuts, affecting all parts of 
their state budgets. 
 
WHAT CAN YOU DO? 
It is important to contact your legislators as soon as possible. 
Let them know that you want them to take a responsible and 
balanced approach to writing the state budget. The current 
shortfall, estimated by CPPP to be at least $15.6 billion (see 
Policy Page Nos. 177 and 178 at www.cppp.org), cannot be 
closed by budget cuts alone. Following the example of prior 
Texas Legislatures in a similar situation, revenue increases 
must be made a part of the solution. 
 

You are encouraged to copy and 
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