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INTRODUCTION

States fiercely compete with one another: they compete for jobs, they compete for busi-
nesses, and they compete for people. There is no finish line in the inter-state economic competition. This 
never-ending struggle requires states to consistently maintain an advantageous economic environment 
vis-à-vis other states. 

Many factors impact a state’s competitive environment. A number of these factors–such as climate, 
natural resources, or in Maryland’s case, proximity to Washington, D.C..–do not change. State economic 
policies (i.e. tax, expenditure, and regulatory policies) vary across states and across time within a state 
and have significant implications for a state’s economic prospects. For this reason, state economic poli-
cies are crucial economic competitive metrics. And, the results of this economic competition have real 
implications for future state economic performance. The states that establish and maintain the most 
pro-growth economic environment will have flourishing economies while states with weak competitive 
environments will have struggling economies. 

Maryland now clearly falls into the latter category. Due to the tax increases implemented in 2008, 
Maryland’s competitiveness is falling significantly behind the country’s economic leaders. The rationale 
for these tax increases–the impending structural deficit–will continue to erode Maryland’s economic 
competitiveness further in the future if left unchecked.

In the near-term, the struggling Maryland economy and resulting decline in tax revenues are creating 
even greater pressure for more tax increases in order to maintain state spending commitments. However, 
if the state is finding it more difficult to afford its desired spending commitments, Maryland’s citizens are 
finding it equally hard. While raising taxes anytime is difficult, raising taxes during difficult economic 
times is especially problematic. No phrase should be more important for Maryland to adhere to than 
primum non nocere (first, do no harm). Maryland should not balance the government’s budget by unbal-
ancing its citizens’ budgets. 

Maryland’s should focus on creating a more competitive economic environment that encourages 
greater work, savings, and investment in the state and aligns the state’s expenditure commitments 
with its ability to afford them. This paper provides a blueprint to address Maryland’s declining eco-
nomic competitiveness. This blueprint provides policy guidance that will help Maryland increase 
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While the world is dynamic and many of its ups 
and downs are outside the control of state govern-
ment, there are a number of criteria for judging 
the efficacy of a state’s tax system. Henry George 
summarized these well:

The best tax by which public revenues can 
be raised is evidently that which will clos-
est conform to the following conditions:
1. That it bear as lightly as possible upon 

production—so as least to check the 
increase of the general fund from which 
taxes must be paid and the community 
maintained.

2. That it be easily and cheaply collected, 
and fall as directly as may be upon the 
ultimate payers—so as to take from the 
people as little as possible in addition to 
what it yields the government.

3. That it be certain—so as to give the least 
opportunity for tyranny or corruption 
on the part of officials, and the least 
temptation to lawbreaking and evasion 
on the part of the taxpayers.

4. That it bear equally—so as to give no 
citizen an advantage or put any at a dis-
advantage, as compared with others.2 

The theory of incentives provides the basis for 
establishing an optimal tax policy. Changes to 
marginal tax rates are critical for growth because 
they change incentives to demand and supply la-

its economic competitiveness, raise its sustainable long-run economic growth rate, and accelerate 
income and jobs growth in the state. 

In the first section, we review the relationship between state tax and regulatory policies and eco-
nomic growth, and illustrate why Maryland’s potential economic growth rate will be enhanced by pro-
growth tax reforms, and worsened by progressive tax reforms. With this theory established, the second 
section reviews Maryland’s current economic state. The third section illustrates that Maryland’s current 
expenditure growth is inconsistent with a vibrant and growing economic environment. The fourth sec-
tion documents the relative decline in Maryland’s economic competitiveness due to the tax increases that 
were “necessary” to fund the structural deficit. 

Ideally, Maryland needs structural tax reform; but at a minimum, the state needs to repeal the re-
cently enacted tax increases. Doing so requires the state to reduce its long-term spending commitments: 
instead of doing “more with less” the state must do “less with less.” The fifth section reviews Maryland’s 
structural deficit and suggests measures to reduce long-term spending commitments in order to align fu-
ture expenditures with long-term revenues that are consistent with a vibrant and growing state economy. 
The final section offers some concluding thoughts.

SECTION I: THE THEORY BEHIND  
LOW- BROAD-BASED TAXES – WHY  
CUT SPENDING? 
Excessive taxation is detrimental to labor and 
capital, poor and rich, men and women, and old 
and young. Excessive taxation is an equal oppor-
tunity tormentor. In the short run, higher taxes 
on labor or capital lower after-tax earnings. In 
the longer run, mobile factors “vote with their 
feet” and leave the state, leaving immobile fac-
tors (such as low-wage workers, and property) to 
suffer the tax burden. The principals of Arduin, 
Laffer & Moore Econometrics (ALME) have pro-
duced decades of research demonstrating that 
states where taxes are high and/or increasing 
relative to the national norm experience relative 
income and population declines, rising relative 
unemployment, and declines in housing values. 
Progressive tax structures are particularly prob-
lematic. The high marginal income tax rate dis-
courages wealth creation but the progressive tax 
structure fails to address the equity.

The mode of taxation is as important as the 
amount of taxation, as noted by 19th century 
American economist Henry George:

The mode of taxation is, in fact, quite 
as important as the amount. As a small 
burden badly placed may distress a horse 
that could carry with ease a much larger 
one properly adjusted, so a people may be 
impoverished and their power of produc-
ing wealth destroyed by taxation, which, 
if levied in any other way, could be borne 
with ease.1 
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with the highest personal income tax burdens. 
Table 2 illustrates this relationship. 

“Voting With Their Feet” Each state within the U.S. 
is analogous to a country with open borders. Just as 
the U.S. competes with other countries for the loca-
tion of economic activity, states compete with each 
other for the location of factories, offices, and jobs 
within the U.S. This competition is seen through 
tax-cutting battles between neighboring states and 
targeted tax incentives to encourage corporate relo-
cation. As states seek to hold companies and work-
ers within their borders and attract new ones, the 
winners and the losers will be separated by their 
ability to understand the competitive environment 
where they exist and take steps to enhance their own 
state’s appeal. Since monetary policy and federal fis-
cal policy are basically the same for all of the states, 
and inherent state advantages and disadvantages 
(such as climate, natural resources, distances to de-
sirable areas, et cetera) remain fairly constant over 
time, state and local fiscal policies are far and away 
the most important factors that determine changes 
in the competitiveness and, hence, relative economic 
growth rates among the states.  

The overall level of taxation in a state is 
also critical: Overtaxed states per se restrain 
growth, while states that–even if they currently 
are not overtaxed–raise taxes inhibit growth. A 
reduction in tax rates reduces the cost of do-
ing business in a state. This increases demand 
for the now less-expensive goods and services 
produced within the state. The higher demand 
for the state’s goods and services will result in 
an increased profitability for businesses located 
within the state. Business failures will decrease 
in states with declining relative tax burdens and 
the formation of new businesses will rise. If all 
else remains the same, a reduction in tax rates 
increases the return to capital and labor costs, 
leading to increases in the supplies of capital and 
labor within the state. 

Symmetrically, every state that raises its relative 
tax burden will find it difficult to retain existing 
facilities and attract new businesses and workers. 
In tax-raising states, new business startups will de-
cline and business failures will increase. 

Competition among the many states results, 
in large part, from the ability of mobile factors of 
production to “vote with their feet” and relocate 
to political jurisdictions pursuing more favorable 

bor and capital. Firms base their decisions to em-
ploy workers, in part, on the workers’ total cost 
to the firm. Holding all else equal, the greater 
the cost to the firm of employing each addition-
al worker, the fewer workers the firm will em-
ploy. Conversely, the lower the marginal cost per 
worker, the more workers the firm will hire. For 
the firm, the decision to employ is based upon 
gross wages paid, a concept that encompasses all 
costs borne by the firm.

Workers, on the other hand, care little about 
the cost to the firm of employing them. Of con-
cern from a worker’s standpoint is how much the 
worker receives for providing work effort, net all 
deductions and taxes. Workers concentrate on net 
wages received. The greater net wages received, 
the more willing a worker is to work. If wages re-
ceived fall, workers find work less attractive and 
they will do less of it. The difference between what 
it costs a firm to employ a worker and what that 
worker receives net is the tax wedge.

The concept of incentives, and what drives 
both employers and employees to work, save, and 
invest are key when evaluating potential economic 
growth in a state. According to the theory of in-
centives, states with policies that excessively re-
duce the return to working, saving, and investing 
should grow less, while states with policies that 
encourage working, saving, and investing should 
grow more.

Tax Policy Matters for Economic Growth The 
empirical evidence supports the conclusions from 
the theory of incentives. Economic growth in the 
states with the highest tax burdens consistently 
lags economic growth in the states with the lowest 
tax burdens. Table 1 summarizes the latest results. 
Economic growth in the 10 states with the lowest 
tax burdens, defined as total state and local taxes 
as a percentage of personal income, exceeds the 
economic growth in the 10 states with the highest 
tax burdens. Overall economic growth as measured 
by residents’ total personal income has been sig-
nificantly higher in the low-tax states. Not surpris-
ingly, stronger economic growth has led to more 
jobs and higher population growth in the low-tax 
states as more and more people choose to relocate 
to the lower-taxed states.

Similar to the experience of the low tax states, 
economic growth in the states with no personal 
income tax exceeds economic growth in the states 
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mobile factors will be passed on to the immobile 
factors located within the state. Thus, the burden 
of state and local taxes may very well differ from 
its initial incidence.

Consider two hypothetical manufacturing 
companies with production plants located within 
just miles of each other. One is located in Mary-
land, and the other, virtually identical, is located 
just across the border in Virginia. Since we assume 
both companies sell virtually identical products 
in the U.S. market, competition will force them 
to sell their products at approximately the same 
price. Because each company’s plant is separated 
by just a thin and invisible state line, both have 
to pay the same interest cost on borrowings, the 
same after-tax wages to their employees, and the 
same prices to their suppliers.

economic policies. Changes in tax rates have the 
greatest impact on the supplies of factors of pro-
duction that are highly mobile. For example, a 
worker who is prepared to relocate to achieve a 
higher standard of living will be extremely sensi-
tive to a change in his state’s tax rates. 

By contrast, tax rate changes will only slightly 
affect the supplies of immobile factors of produc-
tion and/or real estate. For example, capital in 
the form of a new manufacturing plant, as in 
the case of the example below, is highly immo-
bile. Its operating level initially will be relatively 
unaffected by an increase in a state’s tax rates. 
The major impact of state tax rate changes will 
be on the plant’s after-tax profits and, ultimately, 
whether to close down or to remain open. The 
implication of this analysis is that taxes levied on 

				    Net	
				    Domestic	 Non-Farm 	  
	 2006 S&L 	 Personal 		  In-Migration	 Payroll	 Unem-		
	 Tax 	 Income	 Population	 as a % of	Emplo yment	plo yment
	 Burden 	Growth	Growth	   Popula tion 	Growth	  Rate 
South Dakota	 $87.40	 76.0%	 5.2%	 -1.8%	 14.5%	 3.2%

Tennessee	 $88.99	 63.6%	 11.9%	 4.3%	 9.6%	 5.2%

Alabama	 $90.44	 61.6%	 6.1%	 0.8%	 8.0%	 3.5%

New Hampshire	 $90.51	 73.0%	 13.2%	 6.0%	 15.9%	 3.4%

Colorado	 $94.00	 88.5%	 21.9%	 5.1%	 19.5%	 4.4%

Missouri	 $98.48	 56.6%	 7.8%	 1.3%	 7.3%	 4.8%

Texas	 $99.49	 87.2%	 20.6%	 2.1%	 20.8%	 5.0%

Oklahoma	 $100.21	 70.1%	 7.2%	 0.1%	 13.8%	 3.9%

Oregon	 $101.10	 65.0%	 14.3%	 4.7%	 16.0%	 5.4%

Georgia	 $102.50	 78.1%	 23.8%	 6.4%	 15.7%	 4.7%

10 States  
with Lowest  
Tax Burden	 $95.31	 72.0%	 13.2%	 2.9%	 14.1%	 4.4%

						    

Connecticut	 $119.41	 61.6%	 5.6%	 -3.1%	 5.6%	 4.3%

Wisconsin	 $121.73	 59.8%	 6.8%	 0.6%	 10.3%	 4.7%

West Virginia	 $123.38	 46.3%	 -0.4%	 -0.5%	 8.2%	 4.8%

Rhode Island	 $125.32	 60.5%	 5.8%	 -1.9%	 11.8%	 5.3%

Alaska	 $131.39	 52.6%	 9.8%	 -3.9%	 19.4%	 6.8%

Hawaii	 $133.05	 46.9%	 6.5%	 -6.5%	 16.5%	 2.6%

Maine	 $134.56	 62.6%	 6.3%	 3.7%	 13.1%	 4.6%

Wyoming	 $140.43	 86.0%	 5.0%	 -2.0%	 23.9%	 3.2%

Vermont	 $143.29	 64.9%	 5.8%	 1.0%	 11.9%	 3.5%

New York	 $150.52	 53.8%	 3.9%	 -10.1%	 8.3%	 4.5%

10 States  
with Highest  
Tax Burden 	 $132.31	 59.5%	 5.5%	 -2.3%	 12.9%	 4.4%

Table 1	 State and Local Tax Burden vs. 10-Year Economic Performance  
	 (2007 State & Local tax burden vs. economic performance between 1997 and 2007, 	
	 unless otherwise noted)
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Such an example is not simply hypothetical 
either. Several major tax changes have occurred at 
the state and federal levels. Each one of these case 
studies illustrates the positive economic impact of 
a pro-growth tax reform. 

California’s Proposition 13 In 1978, a force 
that had been building strength for several years 
finally brought a huge and dramatic change to 
the California economy. The public’s frustration 
with high and rising state and local (particularly 
property) taxes found expression in the passage 
of Proposition 13—an initiative to limit state 
and local spending and taxation. In June 1978, 
Proposition 13 rolled the entrenched political 
establishment. Proposition 13 was a constitu-
tional amendment that (1) set property taxes 
not to exceed 1 percent of a property’s value 
(down from the 3.5 percent rate that existed at 
the time), (2) rolled assessed property tax val-

Now, consider what would happen if Mary-
land were to put through a large corporate in-
come tax increase, while Virginia held constant or 
lowered its income tax rate. Because the market 
for the companies’ product is highly competitive, 
the company in Maryland would not be able to 
pass the tax hike forward to its customers in the 
form of higher prices. Likewise, the company in 
Maryland would not be able to pass the tax hike 
backward onto its suppliers or employees. The 
Maryland firm would have to absorb the tax in-
crease through lower after-tax profits. This drop 
in profits would be reflected by a fall in the stock 
price for the company in Maryland. Clearly, the 
identical competitor in Virginia would benefit.

As time horizons lengthen following our hypo-
thetical tax increase in Maryland, mobile labor and 
capital begin to move out of Maryland and into Vir-
ginia. This migration of factors of production will 
benefit Virginia to the detriment of Maryland. 

				    Net	
				    Domestic	 Non-Farm 	  
	  	 Personal 		  In-Migration	 Payroll	 Unem-		
	 Top PIT 	 Income	 Population	 as a % of	Emplo yment	plo yment
	 Rate 	Growth	Growth	   Popula tion 	Growth	  Rate
Alaska	 0.00%	 52.6%	 9.8%	 -3.9%	 19.4%	 6.8%

Florida	 0.00%	 83.9%	 22.4%	 8.9%	 30.4%	 3.2%

Nevada	 0.00%	 120.1%	 52.7%	 20.5%	 52.9%	 4.1%

New Hampshire	 0.00%	 73.0%	 13.2%	 6.0%	 15.9%	 3.4%

South Dakota	 0.00%	 76.0%	 5.2%	 -1.8%	 14.5%	 3.2%

Tennessee	 0.00%	 63.6%	 11.9%	 4.3%	 9.6%	 5.2%

Texas	 0.00%	 87.2%	 20.6%	 2.1%	 20.8%	 5.0%

Washington	 0.00%	 70.6%	 14.7%	 3.1%	 18.6%	 5.0%

Wyoming	 0.00%	 86.0%	 5.0%	 -2.0%	 23.9%	 3.2%

9 States  
With No PIT	 0.00%	 79.2%	 17.3%	 4.1%	 22.9%	 4.3%

						    

Kentucky	 8.20%	 61.0%	 7.4%	 1.7%	 10.4%	 5.8%

Hawaii	 8.25%	 46.9%	 6.5%	 -6.5%	 16.5%	 2.6%

Maine	 8.50%	 62.6%	 6.3%	 3.7%	 13.1%	 4.6%

Ohio	 8.87%	 45.0%	 2.3%	 -2.8%	 3.0%	 5.4%

New Jersey	 8.97%	 63.3%	 7.9%	 -4.2%	 12.1%	 4.8%

Oregon	 9.00%	 65.0%	 14.3%	 4.7%	 16.0%	 5.4%

Vermont	 9.50%	 64.9%	 5.8%	 1.0%	 11.9%	 3.5%

California	 10.30%	 74.1%	 14.0%	 -3.5%	 17.7%	 4.8%

New York	 10.50%	 53.8%	 3.9%	 -10.1%	 8.3%	 4.5%

9 States  
With Highest  
Marginal  
PIT Rate 	 9.12%	 59.6%	 7.6%	 -1.8%	 12.1%	 4.6%

Table 2	T op Marginal Personal Income Tax Rate (State & Local) vs.  
	 10-Year Economic Performance 2007 
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personal income and 42 percent more expensive 
relative to the U.S. By the end of the decade, per 
capita personal income-adjusted housing prices in 
California were nearly double those for the U.S. 

Proposition 13 did what it was advertised to 
do. The historical record also shows that Propo-
sition 13 did not have any long-term deleterious 
effect on the finances of the state’s various levels 
of government. The Great California Tax Revolt 
more than paid for itself.

The private sector of the economy fared beauti-
fully in the aftermath of Proposition 13, but oppo-
nents questioned whether this private sector suc-
cess might have come at the expense of the public 
sector. They feared that post-Proposition 13 rev-
enues would be absolutely gutted, forcing expen-
diture cuts well beyond the elimination of wasteful 
spending. Vital services, they said, would suffer; 
schools would have to close; fire and police pro-
tection would no longer be adequate. But citizens’ 
fears about maintaining adequate levels of state and 
local government services were allayed very soon 
after the changes were enacted.

First looking at revenues, Proposition 13 
passed on June 6, 1978, one month prior to the 
end of FY 1978. State and local property tax rev-
enues fell $5.0 billion, from $11.0 billion in FY 
1978 to $6.0 billion in FY 1979, far short of the 
static revenue loss forecasts of $7 billion. In ad-
dition, higher revenues in every other major tax 
category offset this drop. Total state and local rev-
enues fell by only $1.1 billion that first year.

Looking at the bigger picture, the combined state 
and local tax burden per $1,000 of personal income 
fell from $124.57 in FY 1978 to $94.93 in FY 1982, 
a 24 percent reduction. Yet in spite of the precipitous 
fall in the state’s average tax rate, state and local rev-
enues did not fall proportionately. In fact, total tax 
revenue grew by 19 percent from $27.4 billion in 
FY 1978 to $32.5 billion in FY 1982. The tax base 
expanded more than enough to offset the reduction 
in tax rates. Even after adjusting for inflation, which 
can distort economic data during this high inflation-
ary period, tax revenues fell much less than the re-
duction in the state and local tax burden.

Economic expansion and higher property val-
ues led to healthy property tax growth over the 
following years, and by FY 1985 property tax col-
lections were back to their FY 1978 $11.0 billion 
level. The disruptive shortage of funds so widely 
anticipated never materialized.

ues back to their 1976 levels, (3) allowed the 
base value to grow no more than 2 percent per 
year unless the property changed hands, and 
(4) required that all new or increased taxes be 
voted in by a supermajority of the electorate. 
Proposition 13 won in a landslide.

Following on Proposition 13’s heels was an 
elimination of the state’s inheritance tax, an index-
ing of the state’s income tax, and an elimination of 
the state’s business inventory tax. In 1979, Proposi-
tion 4 passed, locking the tax gains into place by 
requiring (1) spending to grow no faster than the 
sum of population growth and inflation and (2) all 
surplus revenues to be returned to the taxpayers.

Prior to the passage of Proposition 13 in March 
of 1978, Arthur Laffer wrote an economic analysis 
that was used by the United Organization of Tax-
payers, detailing support for the passage of Propo-
sition 13. This analysis included forecasts of what 
the initiative’s effects would be, and almost all were 
spot-on. In the aftermath of this tax revolt, previ-
ously chronically depressed California enjoyed a re-
markable economic resurgence, outperforming the 
nation in nearly every conceivable measure. Natu-
rally, the state’s high tax burden fell like a stone, 
from $124.57 to $95.19 just one year later. 

In 1977, California per capita personal income 
was 15 percent above the national average. Three 
years later, it was 18 percent above the national av-
erage. California’s unemployment rate was 1.2 per-
centage points higher than the U.S. rate in 1977; in 
1980 the California rate was lower than the nation-
al rate by 0.4 percentage points. Between 1978 and 
1988 the number of jobs in California increased by 
32 percent, twice the 16 percent increase in jobs 
nationwide. The population in California increased 
24 percent from 1978 to 1988, over twice the na-
tional increase of 10.7 percent.

And housing prices in the state soared. There 
is perhaps no better barometer for changes in the 
after-tax rate of return on assets than the price 
of the ultimate immobile factor: housing. In the 
second quarter of 1978, right before Proposition 
13’s passage, the median home price in Califor-
nia was $70,677, which was 7.4 times per capita 
personal income in the state and 21 percent more 
expensive relative to the U.S. Over the decade of 
the 1980s, absolute and relative housing prices in 
California took off and never looked back. In the 
third quarter of 1981, the median home price in 
California was $108,455, or 8.1 times per capita 
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rose steadily, peaking at an incredible 94 percent 
in 1944 and 1945. The rate remained above 90 
percent well into President John F. Kennedy’s term 
in office, which began in 1961. Kennedy’s fiscal 
policy stance made it clear he was a believer in 
pro-growth, supply-side tax measures. Said Ken-
nedy in January 1963, in the Economic Report of 
the President:

Tax reduction thus sets off a process that 
can bring gains for everyone, gains won 
by marshalling resources that would oth-
erwise stand idle–workers without jobs 
and farm and factory capacity without 
markets. Yet many taxpayers seemed pre-
pared to deny the nation the fruits of tax 
reduction because they question the fi-
nancial soundness of reducing taxes when 
the federal budget is already in deficit. Let 
me make clear why, in today’s economy, 
fiscal prudence and responsibility call 
for tax reduction even if it temporarily 
enlarged the federal deficit—why reduc-
ing taxes is the best way open to us to 
increase revenues.4

Kennedy further reiterated his beliefs in his Tax 
Message to Congress:

In short, this tax program will increase our 
wealth far more than it increases our pub-
lic debt. The actual burden of that debt–as 
measured in relation to our total output–
will decline. To continue to increase our 
debt as a result of inadequate earnings is a 
sign of weakness. But to borrow prudently 
in order to invest in a tax revision that will 
greatly increase our earning power can be a 
source of strength.5 

Turning our attention to spending, total state 
and local direct general expenditures were not 
slashed between FY 1978 and FY 1979 as skep-
tics had predicted; in fact, expenditures increased 
1.6 percent from $36.9 billion to $37.5 billion over 
this period. The tax reduction that had invigorated 
the state’s economy so profoundly did not impose 
any significant reduction in government services.

The state’s balanced budgets during this period 
reflect the remarkable success of combining lower 
tax rates and increased output, employment and 
production with restrained spending. California’s 
experience following Proposition 13 exempli-
fies the types of pro-growth dynamics that follow 
sound tax reform. These effects have also been ex-
perienced at the federal level.

The Harding/Coolidge Tax Cuts In 1913, the 
federal progressive income tax was put into place 
with a top marginal rate of 7 percent. Thanks in 
part to World War I, this tax rate was quickly in-
creased significantly and peaked at 77 percent in 
1918. Then, through a series of tax-rate reduc-
tions, the Harding/Coolidge tax cuts dropped the 
top personal marginal income tax rate to 25 per-
cent in 1925.

While tax collection data for the National In-
come and Product Accounts (from the U.S. Bureau 
of Economic Analysis) do not exist for the 1920s, 
we do have total federal receipts from the U.S. 
budget tables. During the four years prior to 1925 
(the year the tax cut was fully enacted), inflation-
adjusted revenues declined by an average of 9.2 
percent per year. Over the four years following the 
tax-rate cuts, revenues remained volatile but aver-
aged an inflation-adjusted gain of 0.1 percent per 
year. The economy responded strongly to the tax 
cuts, with output nearly doubling and unemploy-
ment falling sharply.

Perhaps most illustrative of the power of the 
Harding/Coolidge tax cuts was the increase in 
GDP, the fall in unemployment, and the improve-
ment in the average American’s quality of life over 
this decade. Table 3 demonstrates the remarkable 
increase in American quality of life, as reflected 
by the percentage of Americans owning items in 
1930 that previously only the wealthy owned (or 
no one owned).

The Kennedy Tax Cuts During the Depression 
and World War II the top marginal income tax rate 

Table 3	P ercentage of Americans  
	O wning Selected Items

Item		  1920	 1930

Autos	 26%	 60%
Radios	 0%	 46%
Electric lighting	 35%	 68%
Washing machines	 8%	 24%
Vacuum cleaners	 9%	 30%
Flush toilets	 20%	 51%

Source: Stanley Lebergott, Pursuing Happiness: American Consumers in the 
Twentieth Century.3  
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riod. The highest marginal tax rate on unearned 
income dropped to 50 percent from 70 percent 
immediately (the Broadhead Amendment) and 
the tax rate on capital gains also fell immediately 
from 28 percent to 20 percent. Five percentage 
points of the 25 percent cut went into effect on 
October 1, 1981. An additional 10 percentage 
points of the cut then went into effect on July 1, 
1982, and the final 10 percentage points of the 
cut began on July 1, 1983.

Looking at the cumulative effects of ERTA in 
terms of tax (calendar) years, the tax cut provided 
a reduction in tax rates of 1.25 percent through 
the entirety of 1981, 10 percent through 1982, 
20 percent through 1983, and the full 25 percent 
through 1984. As a provision of ERTA, Reagan 
also saw to it that the tax brackets were indexed 
for inflation beginning in 1985.

To properly discern the effects of the tax-rate 
cuts on the economy, we use the starting date of 
January 1, 1983, given that the bulk of the cuts 
were in place on that date. However, a case could 
be made for a start date of January 1, 1984, the 
date the full cut was in effect.

These across-the-board marginal tax-rate cuts 
resulted in higher incentives to work, produce, 
and invest, and the economy responded. Between 
1978 and 1982 the economy grew at a 0.9 per-
cent rate in real terms, but from 1983 to 1986 this 
growth rate increased to 4.8 percent.

Prior to the tax cut the economy was chok-
ing on high inflation, high interest rates, and high 
unemployment. All three of these economic bell-
wethers dropped sharply after the tax cuts. The 
unemployment rate, which had peaked at 9.7 per-
cent in 1982, began a steady decline, reaching 7.0 
percent by 1986 and 5.3 percent when Reagan left 
office in January 1989.

Inflation-adjusted revenue growth dramati-
cally improved. Over the four years prior to 
1983, federal income tax revenue declined at 
an average rate of 2.8 percent per year, and to-
tal government income tax revenue declined at 
an annual rate of 2.6 percent. Between 1983 and 
1986 these figures were a positive 2.7 percent 
and 3.5 percent, respectively.

The most controversial portion of Reagan’s tax 
revolution was the big drop in the highest marginal 
income tax rate from 70 percent when he took of-
fice to 28 percent in 1988. However, Internal Rev-
enue Service data reveal that tax collections from the 

President Kennedy proposed massive tax-rate re-
ductions that passed Congress and went into law 
after he was assassinated. The 1964 tax cut reduced 
the top marginal personal income tax rate from 91 
percent to 70 percent by 1965. The cut reduced 
lower-bracket rates as well. In the four years prior to 
the 1965 tax-rate cuts, federal government income 
tax revenue, adjusted for inflation, had increased at 
an average annual rate of 2.1 percent, while total 
government income tax revenue (federal plus state 
and local) had increased 2.6 percent per year. In 
the four years following the tax cut these two mea-
sures of revenue growth rose to 8.6 percent and 9.0 
percent, respectively. Government income tax rev-
enue not only increased in the years following the 
tax cut, it increased at a much faster rate

The Kennedy tax cut set the example that Rea-
gan would follow some 17 years later. By increas-
ing incentives to work, produce and invest, real 
GDP growth increased in the years following the 
tax cuts, more people worked, and the tax base ex-
panded. The expenditure side of the budget ben-
efited as well because the unemployment rate was 
significantly reduced.

Testifying before Congress in 1977, Walter Hel-
ler, President Kennedy’s Chairman of the Council 
of Economic Advisors, stated:

What happened to the tax cut in 1965 is 
difficult to pin down, but insofar as we are 
able to isolate it, it did seem to have a tre-
mendously stimulative effect, a multiplied 
effect on the economy. It was the major 
factor that led to our running a $3 billion 
surplus by the middle of 1965 before esca-
lation in Vietnam struck us. It was a $12 
billion tax cut, which would be about $33 
or $34 billion in today’s terms, and with-
in one year the revenues into the Federal 
Treasury were already above what they had 
been before the tax cut. 

Did the tax cut pay for itself in increased 
revenues? I think the evidence is very 
strong that it did.6  

The Reagan Tax Cuts In August 1981, Ronald 
Reagan signed into law the Economic Recovery 
Tax Act (ERTA, also known as Kemp-Roth). ERTA 
slashed marginal earned income tax rates by 25 
percent across-the-board over a three-year pe-
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scenario, the investor or worker would get to keep 
the full value of the income or return that they 
earn. Obviously, the second scenario is more fa-
vorable to the worker or investor than the first. 

Pro-growth tax environments maximize the 
after-tax income for the next dollar earned, raising 
the reward to work, and thereby increase the cost of 
leisure–the cost of leisure can be measured by the 
amount of other consumption goods that people 
could purchase (e.g., sending the kids to a better 
school or purchasing a high-definition TV), with 
the extra work effort. This opportunity cost to lei-
sure increases following a decrease in the marginal 
income tax rate. Whenever a good’s cost increases, 
rational people will economize on its use. These 
incentives are encapsulated by the aforementioned 
substitution effect that induces people to work 
more. Because the substitution effect captures the 
trade-off between work and leisure, it is the mar-
ginal tax rate (the amount of extra consumption 
that a person must give up by not working) that is 
the appropriate incentive driver.

Government revenues are not immune from 
the incentive drivers either. Tax collections are a 
game of cat and mouse: the individual wants to 
maximize his return on labor (after-tax income) 
and the government wants to maximize revenues 
it receives from the working individual. It is clear 
that the government will raise no revenue by levy-
ing a zero percent tax on income; the government 
takes none of the income earned so government 
revenues are zero. Similarly, the government can 
expect to raise no revenue by levying a 100.0 per-
cent tax on income; there is no incentive for any-
one to work so taking 100 percent of nothing is 
still nothing. This effect (i.e. the Laffer Curve Ef-
fect) incorporates the economy’s dynamic realities 
and importantly illustrates that government rev-
enues are not always raised when the marginal tax 
rate is increased, See Figure 1. 

Government revenues can be significantly en-
hanced when tax reforms lead to positive growth-
enhancing incentives that grow the tax base. The 
government will, consequently, share in the ben-
eficial growth impacts. The resulting growth in the 
economy and consequently the consumption base 
will lead to a larger tax base and lead to even larger 
revenues over the aforementioned static estimates.

Pro-Growth Fiscal Policy Criteria The follow-
ing economic policy “checklist” contains gen-

wealthy, as measured by personal income taxes paid 
by top percentile earners, increased between 1980 
and 1988 despite significantly lower tax rates.

Lessons for Maryland and Future Tax Policy 
Changes The real world experiences of California’s 
Proposition 13 or the Harding/Coolidge, Kennedy, 
and Reagan tax cuts/reforms at the federal level il-
lustrates the power of reducing marginal income 
tax rates. In Maryland, recent tax reforms have 
moved in the opposite direction–not heeding the 
lessons from these major tax reforms.

All tax changes create two primary economic 
effects. Economists call these the income effect 
and the substitution effect. The income effect ex-
amines the changed behavior that directly arises 
from changes in income or wealth. For example, 
people will tend to increase the amount of con-
sumption in response to an increase in income. 
The substitution effect examines the changed 
behavior that arises from changes in the relative 
costs of different goods or activities. For example, 
a switch in tax policy that reduces the costs of one 
good compared to another will provide incentives 
for people to consume more of the former at the 
expense of the latter. 

Any proposed tax reform, will have both in-
come and substitution effects. Tax reform should 
reduce the penalty from additional work, sav-
ings, and investment and subsequently encour-
age increased:
n	W ork effort
n	W ork demand (and subsequently wages)
n	 Savings 
n	 Investment and subsequently, greater capital 

accumulation

For any economic decision (i.e., work effort, sav-
ing, or investing) the marginal tax rate on the next 
dollar earned is crucial. To see why the marginal 
tax rate matters, imagine the work or investing in-
centives a person would face if the marginal tax 
rate on the next dollar earned was 100.0 percent. 
Under this scenario, every extra dollar a per-
son earns would go straight to the government. 
Regardless if the tax rate on the previous dollar 
earned was zero, there is very little incentive for 
anyone to work, save, or invest under such a puni-
tive tax rate. Now imagine the work or investing 
incentives a person would face if the marginal tax 
rate on the next dollar earned was zero. Under this 
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eral rules that summarize the lessons from the 
historical experiences that guide the following 
recommendations: 
n	 During prosperous times, life is relatively easy 

in the state legislatures, as high levels of eco-
nomic activity result in abundant tax revenues 
and spending that often grows unrestrained 
with few consequences; during the bad times, 
flaws are exposed. Bad times expose fiscal 
flaws, spending flaws, pension flaws, and yes, 
flaws in the tax codes. 

n	 There is truly never a good time to raise 
taxes, but raising taxes during difficult times 
is especially bad. Tax increases only worsen 
economic downturns. By raising taxes during 
depressed economic conditions, employers 
and employees face additional impediments 
just to keep from moving backwards. It makes 

no sense to raise taxes on the last three people 
working. People do not work to pay taxes, 
and nor do businesses locate their plant facili-
ties as a matter of social conscience. People 
work to earn what they can after paying all 
taxes. During tough times, after-tax earnings 
are depressed naturally, which is why unem-
ployment rates are so high. Piling on more 
taxes only exacerbates the problem. Business-
es locate their plant facilities to make after-tax 
returns for their owners. During depressed 
times, businesses are often desperate to re-
duce costs because of a shortfall in revenues. 
Increased taxes in one location can be the 
final straw leading to businesses relocating 
to more tax-friendly locations or to make the 
ultimate decision to close down operations.

n	 Raising tax revenues is far from cost free. 
Obviously, when tax rates on an activity are 
raised, the volume of that activity shrinks, 
leading to a revenue offset. There are also 
substantial collection costs to both the gov-
ernment and the taxpayer from raising taxes, 
which result in less money being collected 
than paid. To the extent taxpayers seek to 
avoid, evade, or otherwise shelter and hide 
their taxable income, the amount of addi-
tional revenues is also greatly reduced and 
can, in fact, end up costing the government 
money directly as a consequence of raising 
taxes. Capital flight and labor flight, along 
with companies going out of business, are 
classic responses to increased taxation at the 
state and local levels. In many of these cases 
the state and local governments actually lose 
revenues when they raise taxes.

n	 If raising taxes actually were to improve a 
state’s fiscal circumstances, the state would do 
so by worsening the fiscal circumstances of 
those it governs. No phrase is more important 
for government to follow than primum non 
nocere (First, do no harm). Balancing the gov-
ernment’s budget by unbalancing its citizens’ 
budgets contradicts tax policy goals of promot-
ing growth, fairness, and liberty.

n	A lmost without exception, states underestimate 
revenues during good times and overestimate 
revenues during bad times. As a result of overes-
timating revenues during bad times, politicians 
believe their fiscal circumstances are less severe 
than they actually are, leading to spending 

Figure 2	Av erage Growth in State GDP: 		
	M aryland Compared to U.S. and 	
	N eighbors 1998 – 20078 
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Maryland, particularly the D.C. area, is expe-
riencing a significant decline in housing values.   
As such, Maryland’s economy should be growing 
slower than average. This is exactly what is hap-
pening; the current economic downturn is having 
a disproportionately large impact on Maryland’s 
economy. The most recent quarterly personal in-
come growth data illustrates that Maryland’s his-
torical growth premium began to disappear in 
2005. See Figure 4. Figure 4 also illustrates that 
the personal income growth deficit narrowed sub-
stantially in the first quarter of 2008.

A similar pattern holds with respect to jobs 
(growth in non-farm employment) in Mary-
land. Maryland’s relative performance exceed-
ed national employment growth, but this pre-
mium eroded in 2005. Beginning in the first 
quarter of 2008, the latest employment data 

above and beyond revenues or delays in imple-
menting spending cuts when they are desper-
ately needed. Then, when deficits later appear, 
state legislators often turn to higher taxes, which 
in turn result in deeper declines in the economy, 
revenues again falling short of expectations, and 
a continuation of the spend-and-tax cycle.

n	 Raising tax rates, especially during difficult 
times when tax increases are most frequently 
considered, virtually always deludes politi-
cians into believing that more revenues will 
materialize than actually do. Cutting tax rates 
does the opposite. Static revenue estimates 
always assume that no one’s behavior will 
change, and therefore a 10 percent tax in-
crease will increase tax revenues 10 percent. 
In fact, this is never true. The dynamic effects 
of slower growth, reduced profitability, higher 
unemployment (and its associated costs), and 
tax evasion and avoidance, just to name a few, 
combine to ensure that actual revenues fall 
short of forecasted revenues.

n	A  tax system–such as a flat single rate tax 
system without deductions–that avoids exces-
sive revenues during good times will not temp 
politicians to build up expensive spending 
programs that in turn will be unaffordable dur-
ing tough times. Spending volatility–whereby 
spending actually is cut during bad times,–
causes so much hardship among those most 
vulnerable. A flat tax with modest rainy day 
provisions may well be one of the most moral 
tax structures as well as one of the most pro-
ductive tax structures.

It is important to keep these points in mind. An 
understanding of the relationship between state 
policies, economic performance, and asset values 
is vital toward creating an economically competi-
tive tax system.

SECTION II: MARYLAND’S CURRENT 
ECONOMIC STATE
As illustrated in Figure 2, overall real economic ac-
tivity (state GDP) in Maryland has been growing 
3.3 percent a year between 1998 and 2007. This 
growth rate exceeds the national average of 2.7 
percent and is slightly above average among Mary-
land’s neighbors. The historically above average 
economic performance also holds true if economic 
performance is measured by income growth of resi-
dents (personal income), See Figure 3. 

Figure 3	Av erage Growth in State personal 	
	 income: Maryland Compared to U.S. 	
	 and Neighbors 1998 – 20079 
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Until recently, fiscal discipline in Maryland 
compared to the national average has been com-
petitive. To illustrate Maryland’s historic fiscal dis-
cipline, we calculate the average growth rate over 
successive 5-year periods in order to obtain a long-
term view of relative spending growth in Maryland 
compared to other states.12 Figure 6 traces out the 
difference between the average per capita state ex-
penditures growth in Maryland compared to the 
average per capita state expenditures growth for 
the state’s overall.  

As Figure 6 shows, except for 3 years, the 
5-year average growth in per capita spending in 
Maryland between 1981 and 2000 was below 
the 5-year average state growth in expenditures 
per capita for the states as a whole. As a result, 
Maryland’s total expenditures per capita, which 
adjusted for inflation was over $330 higher 
than the average state per capita expenditures in 
1981, was $281 below the national average in 
1999, see Figure 7. 

Beginning in 2000, Maryland’s historic spend-
ing discipline began to weaken – especially be-
tween 2004 and 2006, see Figure 6. Figure 7 shows 
the results of the excessive growth in expenditures 
in Maryland–whereas expenditures per capita in 
Maryland had been below the national average by 
around $200 per capita since 1992, Maryland state 
expenditures per capita in 2006 were nearly equal 
to the U.S. average.

Returning to Maryland’s relative growth rate, 
Figure 8 compares Maryland’s real economic 
growth rate (dotted black line) to changes in real 
per capita state spending (solid red line). Figure 

shows that the employment growth premium 
in Maryland compared to the nation has re-
turned. See Figure 5. 

SECTION III: MARYLAND’S ERODING 
SPENDING DISCIPLINE
Maryland’s economic landscape has been traditional-
ly slightly below average, and the implications from 
this are discussed more fully below. It is important to 
note here that the recent tax increases have changed 
this trend. Maryland’s economic landscape now cre-
ates a large disincentive to work, produce, and save 
in Maryland. The justification for worsening Mary-
land’s economic landscape has been the “structural 
deficit.” Because future spending commitments are 
being used to justify the more confiscatory tax struc-
ture, it is useful to discuss the spending side of the 
ledger prior to the revenue side.

Figure 6	G rowth in state spending per capita: 	
	 Difference between maryland and 	
	U .S. Growth rate 1981 – 200613
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Figure 5	Av erage Growth in State EMPLOY-	
	MENT : Maryland Compared to U.S. 	
	 1998 – 200711 
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cally slightly below average–but low per capita 
spending has been a bright spot. Between 1981 
and 2006, the income of Maryland residents has 
been, on average, nearly 16 percent larger than the 
country’s over this time period. But, when spend-
ing per capita in Maryland has grown faster (on a 
per capita basis) than the average state, Maryland’s 
income premium tends to decline. The reverse has 
been true when Maryland’s per capita spending 
has grown slower than the average state. 

Balancing the structural deficit by increasing 
taxes is an attempt to solidify the higher spend-
ing levels in Maryland. But, Maryland’s experience 
shows that such policies will diminish Maryland’s 
income premium vis-à-vis the rest of the country. 
The existence of the structural deficit should have 
been addressed on the spending side of the ledger, 

8 illustrates the generally negative relationship 
between Maryland’s real per capita spending 
growth and Maryland’s real per capita income 
growth. When the growth in real per capita 
spending declines (solid red line goes down), 
the growth in real per capita income tends to in-
crease (dotted black line goes up). The reverse 
is true when growth in real per capita spending 
increases. Simply put, each dollar of additional 
spending comes with a cost in terms of lost po-
tential economic growth.

The U.S. Census data, which puts state expen-
diture data on a comparable basis, is only current 
through 2006. However, state spending in Mary-
land has continued to grow, especially in FY 2007, 
see Figure 9. Figure 9 shows that spending growth 
has slowed, but is still growing at a 3.9 percent rate, 
which is equal to the average overall state expendi-
ture growth in the U.S. between 2001 and 2006. 

Future spending plans under current policies 
would continue the trend of higher spending growth 
in Maryland compared to the rest of the country. 
Paramount among the future obligations is the fu-
ture education spending commitments due to the 
Thornton Act. Passed in 2002, the Thornton Act 
commits Maryland to an additional $1.3 billion in 
K-12 education expenditures by FY 2008. Back in 
2002, Maryland spent $1,266 per capita on educa-
tion, which was 93.5 percent of the national average. 
A $1.3 billion increase implied that per capita edu-
cation spending would be $1,505 or 111 percent of 
the national average expenditures in 2002. By 2006, 
total per capita education expenditures were $1,585 
or 98 percent of the national average expenditures 
in 2006. Since 2006, the accelerated growth in edu-
cation expenditures has continued and Maryland’s 
education expenditures can no longer be considered 
inadequate compared to the average state’s per capita 
education expenditures.

Looking forward, the budget situation is dif-
ficult. The Department of Legislative Services, 
Office of Policy Analysis and the Maryland Bud-
get and Tax Policy Institute estimate that current 
planned expenditures will exceed current planned 
revenues: :Maryland faces a structural deficit.17 
Because planned expenditures exceed planned 
revenues, the solution implemented during the 
2008 Special Session was to increase revenues. 
This solution is the opposite of what Maryland 
should have done. As we illustrate below, Mary-
land’s economic competitiveness has been histori-

Figure 8	G rowth in real per capita income 	
	c ompared to real state spending  
	 in maryland 1981 – 200715
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of any increase in the national income will 
accrue to an Exchequer, amongst whose 
largest outgoings is the payment of in-
comes to those who are unemployed and 
whose receipts are a proportion of the in-
comes of those who are occupied…wheth-
er or not he thinks himself competent to 
criticize the argument in detail, that the 
answer is …it agrees with the instinctive 
promptings of his common sense. Nor 
should the argument seem strange that 
taxation may be so high as to defeat its 
object, and that, given sufficient time to 
gather the fruits, a reduction of taxation 
will run a better chance than an increase 
of balancing the budget. For to take the 
opposite view today is to resemble a man-
ufacturer who, running at a loss, decides 
to raise his price, and when his declining 
sales increase the loss, wrapping himself 
in the rectitude of plain arithmetic, de-
cides that prudence requires him to raise 
the price still more—and who, when at 
last his account is balanced with nought 
on both sides, is still found righteously 
declaring that it would have been the act 
of a gambler to reduce the price when you 
were already making a loss. 

Maryland cannot solve its structural deficit based 
on “the rectitude of plain arithmetic.” The higher 
taxes and fiscal crises that will accompany the grow-
ing expenditures will lead to declining economic 
performance in Maryland. Maryland’s overall eco-
nomic competitiveness and fiscal health can only 
be enhanced by implementing increased spending 
control that arrests the recent growth in state spend-
ing. Spending commitments should be subsequently 
aligned with a pro-growth tax environment that will 
increase economic incentives in Maryland, leading 
to greater economic growth, employment growth, 
and subsequently tax revenue growth.

SECTION IV: THE NEGATIVE IMPACTS 
FROM MARYLAND’S 2008 TAX INCREASES
Before we suggest specific spending discipline pro-
posals, it is useful to gain a fuller understanding of 
what is at stake. In Section I, we describe the benefits 
that accrue to states that implement pro-growth tax 
policies and the costs that befall states that imple-
ment anti-growth tax policies. Maryland’s 2008 tax 

not the tax side. Once future spending commit-
ments were aligned with future tax revenues, tax 
policy changes should have then been used as an 
opportunity to improve Maryland’s competitive-
ness, economic growth, and subsequently tax rev-
enue growth in the future.

The results from FY 2008 support this spend-
ing discipline approach to solving the structural 
deficit problem. For FY 2008, total tax revenues 
missed forecasts by $73.8 million despite mas-
sive tax increases that have eroded Maryland’s 
economic competitiveness, and FY 2009 revenues 
are now $431.9 million below previous the pre-
vious projections.18 Tax increases oftentimes miss 
their revenue targets due to a lack of appreciation 
of the dynamic consequences from tax increases 
discussed in Section I.

Estimating what will be as a consequence of 
a tax increase is precarious to say the least. But, 
failing to estimate the dynamic consequences of 
tax changes will always be wrong. While Mary-
land’s FY 2008 revenue underperformance re-
sults in part from the slowing national economy 
(as claimed by the revenue authorities), taking 
more money away from Maryland’s residents dur-
ing difficult economic times worsens the over-
all economic environment, reduces the welfare 
of Marylanders, and ultimately leads to lower 
government revenues compared to projections. 
With incredible clarity, John Maynard Keynes 
described these difficulties:

…to create wealth will increase the na-
tional income and that a large proportion 

Figure 10	T otal Tax Burden as a percentage 
	 of personal income: Maryland Com-
	 pared to U.S. and Neighbors 2008 
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tives, income growth, employment growth, and 
overall economic growth suffer in the state with 
high or rising taxes.

Top Marginal Personal Income Tax Rate Mary-
land’s top marginal income tax rate is now 6.25 
percent. Compared to Maryland’s neighbors, three 
states (Delaware, Virginia, and Pennsylvania) have 
lower top marginal income tax rates, and only 
one state (New Jersey) has a higher top marginal 
income tax rate. Prior to recent tax increases, the 
only neighbor with a lower top marginal personal 
income tax rate was Pennsylvania. Maryland has, 
consequently, lost this competitive advantage vis-
à-vis most of its neighbors due to the tax increase. 
Maryland’s top marginal income tax rate also went 
from being below the average top marginal income 
tax rate in the nation by 35 basis points or $3.50 in 
lower taxes for every $1,000 earned, to above the 
average top marginal income tax rate in the nation 
by 115 basis points, or $11.50 in higher taxes for 
every $1,000 earned.

However, Maryland’s competitive position is 
even worse than this comparison of state income 
tax rates indicates. Localities in Maryland impose 
a relatively large local income tax burden. Includ 
ing the average local income tax, Maryland’s top 
personal income tax rate had been higher than 
both the U.S. average and most of its neighbors. 
Due to the recent tax increases, Maryland’s com-
bined average state and local income tax rate is 
the highest compared to all of its neighbors. See 
Figure 12.21 Because people do not care whether 
the state or locality imposes the tax, from a labor 

increase is an example of the latter. It is therefore 
useful to document the negative incentives the 2008 
tax increases created.

We monitor the changing incentives in Mary-
land’s economy by tracking the impact from gov-
ernment tax policies on the economy’s produc-
tion process. For instance, someone has to exert 
effort to create all of the goods and services in our 
economy. Economists generally classify this effort 
as the “labor input” into production. The other in-
puts into production are classified as capital, or 
the tools and machines people use (which come 
from savings and investments), and technology, or 
the know-how/skills needed to create the things 
we need and want. Government policies matter 
because government taxes, expenditures, and reg-
ulations impact the inputs into production. These 
impacts either discourage the use of labor, capital, 
and technology, or encourage their use. Due to the 
importance of labor and capital in the economic 
process, it is useful to track tax policy impacts 
based on its impact on labor and capital in addi-
tion to the tax burden on consumption and the 
overall tax burden in the state.

Maryland recently enacted several ill-advised 
tax increases that significantly expanded the tax 
on labor and capital. To highlight the negative im-
pact of these tax changes, we review the state of 
Maryland’s economic competitiveness both before 
and after the tax increase. 

Starting with overall tax burdens, according to 
the Tax Foundation, total state and local taxes com-
prised 10.8 percent of total personal income in 2008, 
which is above the national average of 9.7 percent 
(Figure 10).19 Maryland’s overall tax burden is the 
fourth highest tax burden in the nation, and second 
highest in its region–New Jersey has the highest state 
and local tax burden in the nation.20  

The Tax Burden on Labor People do not work to 
pay taxes. People work to earn the highest wages, 
after taxes. High (or rising) taxes on labor reduce 
workers’ after-tax wages, reducing the incentive to 
work. Because workers can receive a higher (or 
rising) after-tax wage for the same gross wage if 
they moved to a state with a lower (falling) tax 
burden, the economic climate of other states are 
critical. People have an incentive to leave a state 
with high (or rising) taxes on labor income and re-
locate to a state where the taxes on labor income is 
lower (falling). As people respond to these incen-

Figure 11	T op Marginal Personal income 	
	 tax rate: Maryland Compared to 	
	U .S. and Neighbors 2007 
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ful business in Baltimore County that faces the top 
bracket can save $40.10 in state and local income 
taxes for every $1,000 it earns just by moving north 
up Route 95 into Pennsylvania. The same business 
in Montgomery County can save $37.00 in income 
taxes for every $1,000 it earns by moving around 
the Capital Beltway into Virginia. Given that after-
tax corporate profits, on average, are approximately 
$70 for every $1,000 of income, this implies a 53 
percent to 57 percent increase in profitability by 
simply leaving Maryland.22 

Tax Progressivity Ideally, states will tax the largest 
possible tax base at the lowest possible tax rate. 
Personal income tax codes often fall far short of this 
economic ideal. Although both might generate a 
similar revenue stream, the tax structure of a state 
that imposes a low flat-rate tax on a broad range 
of personal income provides greater economic ef-
ficiency and growth incentives, and subsequently 
experiences greater economic performance than 
the tax structure of a state with a narrow, highly 
progressive personal income tax.

On this measure, Maryland’s tax system is av-
erage. We define and measure tax progressivity 
as the difference in the average tax liability per 
$1,000 of income for gross incomes of $50,000 
and $150,000. Included in our calculation of tax 
liability are all appropriate adjustments for the 
standard deduction, personal exemptions and/
or credits, deductibility of federal income taxes, 
local personal income taxes, et cetera. Based on 
this definition, the difference in tax liability was 
$5.28 per $1,000 of income, which ranked as 
the 21st (out of 50) most progressive state in-
come tax system in the country. The tax increas-
es raised this figure to $5.84, which would still 
rank 21st.

From the perspective of taxes on labor effort, 
Maryland went from a state with a slightly bet-
ter than average environment to a state that is 
slightly worse than average. This reduction in 
competitiveness creates greater headwinds for 
Maryland’s economy.

The Tax Burden on Capital Similar to the tax 
burden on labor, Maryland’s tax burden on capi-
tal is also punitive. Documenting taxes on capital 
income is more complicated than documenting 
taxes on labor income. State governments do not 
treat all forms of capital equally. Often, states (and 

tax perspective, Maryland is now at a significant 
competitive disadvantage.

Top marginal income tax rates are not neces-
sarily comparable, however. For instance, Cali-
fornia’s top rate does not apply until an income 
of $1 million, while Virginia’s top marginal in-
come tax rate of 5.75 percent becomes effective at 
$17,000, and Maryland’s top marginal income tax 
rate becomes effective at $1 million. The median 
top bracket becomes effective once an income of 
$25,000 is reached.

The top bracket is an important indicator, how-
ever. The top marginal tax rate determines the in-
centive to innovate. Maryland now offers the least 
accommodating environment for aspiring entre-
preneurs and small businesses compared to all of 
its neighbors, save New Jersey, which has one of 
the worst environments in the country. A success-

Figure 13	P roperty tax burden per $1,000 of
 	P ersonal Income: Maryland Com-	
	 pared to U.S. and Neighbors 2007 

0.0

1.0

2.0

3.0

4.0

5.0

Dist
ric

t o
f 

Col
um

bia
Vi

rg
ini

a
M

ar
yla

nd
Dela

war
e

N
ew

 Je
rs

ey
Pe

nn
sy

lva
nia

0.0
0.5
1.0
1.5
2.0
2.5
3.0
3.5
4.0

Dist
ric

t o
f 

Col
um

bia
Vi

rg
ini

a
M

ar
yla

nd
Dela

war
e

N
ew

 Je
rs

ey
Pe

nn
sy

lva
nia

0.0

2.0

4.0

6.0

8.0

10.0

12.0

Vi
rg

ini
a

M
ar

yla
nd

Dela
war

e

N
ew

 Je
rs

ey

Pe
nn

sy
lva

nia

0.0

2.0

4.0

6.0

8.0

10.0

Vi
rg

ini
a

M
ar

yla
nd

Dela
war

e

N
ew

 Je
rs

ey

Pe
nn

sy
lva

nia

M
D b

efo
re

 ta
x 

inc
re

as
e

0.0

2.0

4.0

6.0

8.0

10.0
Vi

rg
ini

a

M
ar

yla
nd

Dela
war

e

N
ew

 Je
rs

ey

Pe
nn

sy
lva

nia

M
D b

efo
re

 ta
x 

inc
re

as
e

0.00

10.00

20.00

30.00

40.00

50.00

60.00

Vi
rg

ini
a

M
ar

yla
nd

Dela
war

e

N
ew

 Je
rs

ey
Pe

nn
sy

lva
nia

0.0

2.0

4.0

6.0

8.0

 10.0

Vi
rg

ini
a

M
ar

yla
nd

Dela
war

e

N
ew

 Je
rs

ey

Pe
nn

sy
lva

nia

M
D b

efo
re

 ta
x 

inc
re

as
e

0.0

2.0

4.0

6.0

8.0

10.0

Vi
rg

ini
a

M
ar

yla
nd

Dela
war

e

N
ew

 Je
rs

ey

Pe
nn

sy
lva

nia

U.S. Average: 32.74%

D
o

lla
rs

Figure 12	T op state and local Marginal 
	P ersonal income tax rate:  
	M aryland compared to U.S. and 	
	 neighbors 2007 
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Property Tax Burden As of 2006, Maryland’s 
property tax burden is $24.30 per $1,000 of per-
sonal income. Compared to Maryland’s neighbors 
and the nation as a whole, this is below the nation-
al average burden of $32.74––the only neighbor 
with a smaller property tax burden is Delaware. 
As Figure 13 illustrates, Maryland’s property tax 
burden provides an important competitive advan-
tage for the state.

Estate Taxes Unlike Virginia and Delaware, Mary-
land imposes a death tax–inheritances are taxed 
at a rate of 10 percent of the value of the prop-
erty that passes to the descendant. The death tax 
is fundamentally flawed from a sound economic 
perspective. 

The death-tax represents double, or even 
triple, taxation. When income is earned in Mary-
land, appropriate Maryland (and federal) income 
taxes are paid on the money. If a person does not 
spend this money in his or her lifetime, then this 
money is once again subject to tax–the death tax. 
Currently in Maryland, a person could pay up to 
44.35 percent in federal, state, and local income 
taxes when he or she earns the money, yet pay 
taxes again on the same money if it is passed on in 
his or her estate. Hence, after all taxes have been 
paid on income, the income is taxed once again 
when someone dies. 

The first non-wartime estate tax was instituted 
in 1916 as part of the federal income tax. It was 
explicitly designed to help break up large concen-
trations of wealth–of the Vanderbilts, the Rockefell-
ers and other so-called “robber baron” families–and 
to make sure heirs paid some tax on their inheri-
tances. Nineteenth century political theorist Jeremy 
Bentham and economist John Stuart Mill were two 
of the most prominent advocates of an inheritance 
tax system. They argued that the estate tax was an 
ideal tax–a supply-sider’s dream. Why? Because, 

the federal government) double or even triple tax 
capital income. All factories, equipment, land, 
et cetera used to produce goods and services are 
considered capital from an economic perspec-
tive.23 Purchases of capital require an investment 
by businesses or individuals. Businesses do not 
invest as a matter of social conscience. They invest 
to earn the highest possible rate of return on their 
investments. Businesses and other investors will 
only purchase capital if the expected return to the 
capital exceeds all costs–including all tax costs. 

Taxing the return to capital is synonymous 
with taxing saving and investment. High taxes on 
savings and investment lowers the after-tax rate of 
return from saving and investing, diminishing the 
incentives to invest. Lower investment translates 
into a smaller and less productive capital stock. 
Income, employment, and economic growth are 
all subsequently reduced.

Returns to saving and investment are taxed 
in many ways. First, corporations earn profits, 
which are the returns to the investors or the own-
ers of the “capital..” These profits are subject to 
corporate income taxes, or in the case of some 
firms, personal income taxes. If the profits are 
then distributed to investors as a taxable divi-
dend, the income is taxed again through dividend 
taxes. Should the owner of the company, or any 
income generating asset, decide to sell his owner-
ship rights to the capital, any increase in the value 
of the stream of payments from the capital (capital 
gains) will be taxed. Similarly, the interest income 
from savings or bond investments faces income 
taxes. Finally, states will tax the value of some as-
sets in addition to the income stream generated 
from these assets (another instance of states tax-
ing the same income multiple times) by taxing 
property and imposing estate and gift taxes. Table 
4 summarizes the tax burden on capital imposed 
in Maryland and its neighbors.

	 Maryland
	 Before	Aft er	 VA	 PA	 NJ	 DE

Property Tax Burden  
(per $1,000 of personal income)	 $24.30	 $24.30	 $30.56	 $31.12	 50.71	 15.91

Estate/Inheritance Tax Levied	Y es	Y es	N o	Y es	Y es	N o

Top Marginal State Rate:  
Income, Dividends, and Cap. Gains	 4.75%	 6.25%	 5.75%	 3.07%	 8.97%	 5.95%

Top Marginal Corporate Tax Rate	 7.00%	 8.25%	 6.00%	 9.99%	 9.00%	 8.70%

Table 4	T axation of Capital in Maryland and its Neighbors
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Federation of Independent Business documents 
that nearly 60 percent of business owners would 
expand jobs if the estate tax were repealed.24 The 
U.S. Joint Economic Committee estimates that the 
death tax has reduced U.S. wealth creation by $500 
billion because the tax raises the cost of capital and 
thus dramatically reduces the savings rate of seniors 
and reduces reinvestment in family businesses.25 

Because of the high economic and compli-
ance costs of the death tax studies have shown 
tremendous positive impacts on the economy and 
government revenues from its repeal. In a study 
on the death tax, economist Richard E. Wagner, 
Ph.D. of George Mason University calculated that 
eight years following the repeal of the death tax, 
the U.S. economy would:
n	 Be $80 billion wealthier
n	 Create 250,000 additional jobs 
n	 Invest in more capital by an additional $640 

billion26 

The same effects impact state death taxes–except 
that a state death tax can be avoided by simply 
moving across an invisible state line. Due to all 
of these inefficiencies with estate taxes, Maryland’s 
estate tax creates a significant competitive disad-
vantage for the state.

Corporate Income Tax Rate and Burden As dis-
cussed above, the marginal tax rate a business or 
individual faces determines the incentives to en-
gage in productive economic activity. To see the 
impacts from these taxes on incentives to acquire 
capital (i.e., save and invest), we incorporate the 
impact of all of the relevant capital taxes and sim-
ply follow the money.

Maryland’s corporate income tax rate is un-
competitive from a national perspective (Figure 
14). Prior to the latest tax increases, Maryland’s top 
marginal corporate tax rate on businesses was 7.0 
percent, equal to the national average. Following 
the tax increase, Maryland’s corporate income tax 
rate is 125 basis points above the national average 
and closes in on the high tax rates of several of its 
neighbors. Compared to this region, corporations 
have a greater incentive to locate in Virginia where 
the top tax rate is 6.0 percent, saving $2.25 for ev-
ery $100 in lower taxes.

To further illustrate this point, imagine sev-
eral representative companies facing the highest 
marginal income tax brackets and earning an ad-

they argued, it is a tax collected from the dead, and 
the dead can’t change their behavior. It seemed like 
a win-win because money would be raised for the 
government with no adverse effects on the incen-
tives to work and save.

Nothing could be further from the truth. The 
death tax puts Maryland at a significant competi-
tive disadvantage and does significant harm to 
Maryland’s economy, yet this punitive tax rais-
es very little revenues for the state, and fails to 
achieve its objective of curtailing the transmission 
of wealth from one generation to the next. It is 
arguably the most counterproductive tax in the 
entire internal revenue code.

The core economic problem with the death 
tax is that the confiscatory rates imposed by the 
federal and state governments penalize saving 
and investment and unjustly force the break-up 
of thousands of closely held family-owned busi-
nesses, farms, ranches, and other properties.

The death tax also causes the misallocation 
of tens of billions of dollars a year away from the 
highest wealth-producing investments into entirely 
unproductive tax shelters (and into the hands of 
estate planners, tax accountants, and life insurance 
salesmen). Less than half of estates that must go 
through the burden of complying with the paper-
work and reporting requirements of the estate tax 
actually pay even a nickel of the tax. These small-
sized estates sometimes are forced to spend tens of 
thousands of dollars to comply with a tax they do 
not even owe. 

The compliance costs relative to the dollars 
raised are enormous. For example, the National 

Figure 14	T op marginal corporate income 	
	 tax rate: Maryland Compared to 	
	U .S. and Neighbors 2008 
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(+$11.34 per $1,000 in net income), or Virginia 
(+$19.42 per $1,000 in net income). Table 5 clearly 
illustrates Maryland’s disadvantaged and declining 
competitiveness with respect to attracting corpora-
tions to operate within the state.

Taxes on Dividends, Capital Gains and Interest 
Earnings Maryland’s competitive disadvantage 
grows even more, because the tax burden imposed 
on capital is not finished. The owners of a corpo-
ration (individuals) face another round of taxation 
on this income when the company pays a divi-
dend or the asset is sold for a capital gain. 

Using national payout-ratios based on the Bureau 
of Economic Analysis’s National Income and Prod-
uct Account (NIPA) tables, and the ratio of compa-
nies that are dividend-payable, we can estimate the 
percentage of net income that is subject to dividends 
taxes. These figures are summarized in Table 6.

Table 6 shows that if both a company and the 
individual owning the company are located in Mary-
land, the recently enacted tax increases reduced 
their combined marginal net incomes by $10.43 per 
$1,000. Additionally, both the company and individ-
ual owner can increase their net income by locating 
to Pennsylvania (+$14.07 per $1,000 in net income), 
Delaware (+$11.17 per $1,000 in net income), or 
Virginia (+$19.11 per $1,000 in net income). Table 
6 clearly illustrates Maryland’s disadvantaged and 
declining competitiveness with respect to attracting 
corporations to operate within the state.

There are still more taxes on capital. Most 
states and the federal government also tax interest 
income and capital gains income. Maryland taxes 
capital gains at 6.25 percent, which is the same as 
ordinary income (Figure 15). Compared to Mary-
land’s neighbors, the state’s capital gains taxes are 

ditional $1,000 in profits. One firm operates in 
Maryland and one operates in each one of Mary-
land’s neighbors we have been tracking. Each rep-
resentative company faces a federal income tax li-
ability. Depending on the company’s structure, the 
tax liability could be either the top marginal cor-
porate income tax rate or top marginal personal 
income tax rate. In this example, the representa-
tive companies pay a weighted share of the corpo-
rate and personal income tax rates. The weights 
represent the share of total net income subject to 
the corporate income tax and the share of total net 
income subject to the personal income tax. The 
weights are calculated based on the share of total 
net corporate income subject to corporate taxes as 
reported by the Internal Revenue Service Statistics 
On Income data.27 

With respect to federal income tax rates, the 
division is irrelevant as the top corporate and per-
sonal income tax rates are both 35 percent. The 
distinction for state income taxes is relevant – for 
instance, in Maryland the top corporate income 
tax rate is 8.25 percent while the top personal in-
come tax rate is 9.2 percent (including local in-
come taxes). Table 5 summarizes this information 
for Maryland (both before and after the 2008 tax 
increases) and its neighbors.

The final line of Table 5 calculates the addition-
al after tax net income to each one of these com-
panies if they were located in Maryland versus its 
neighbors, and takes into account the deductibility 
of state income taxes. As Table 5 clearly shows, the 
recently enacted tax increases reduced companies’ 
marginal net incomes by $9.11 per $1,000 in net 
income. Additionally, Maryland companies can in-
crease their net income by locating to Pennsylva-
nia (+$10.88 per $1,000 in net income), Delaware 

	 Maryland
	 Before	Aft er	 VA	 PA	 NJ	 DE

Additional Net Income	 $1,000.00	 $1,000.00	 $1,000.00	 $1,000.00	 $1,000.00	 $1,000.00

Federal Income Tax Liability						    

Corporate Income tax (weighted)	 13.7%	 13.7%	 13.7%	 13.7%	 13.7%	 13.7%

Personal Income tax (weighted)	 21.3%	 21.3%	 21.3%	 21.3%	 21.3%	 21.3%

State Income Tax Liability						    

Corporate Income tax (weighted)	 4.7%	 5.6%	 3.5%	 3.3%	 5.5%	 3.7%

Personal Income tax (weighted)	 2.7%	 3.2%	 2.3%	 3.9%	 3.5%	 3.4%

Additional Net Income after Taxes	 $601.69	 $592.57	 $611.99	 $603.46	 $591.62	 $603.91

Table 5	T axation of Corporate Income
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nificant revenue swings. Using a similar method-
ology as Tables 5 and 6, we track $1,000 of inter-
est and capital gains income if it were earned by 
an individual living in Maryland compared to that 
same income if it were earned by an individual liv-
ing in Maryland’s neighbors. The results are sum-
marized in Table 7. 

Table 7 illustrates that the after-tax return to 
both interest income and capital gains income 
fell significantly due to the recent tax increas-
es–the return to interest income fell $9.75 per 
$1,000 of interest income (a 1.6 percent decline 
in after-tax returns). Interest income returns 
went from being higher than most of Maryland’s 
neighbors to being below all of its neighbors ex-
cept New Jersey. 

The story is the same for capital gains income. 
Maryland’s return for capital gains income fell 
$12.52 per $1,000 of capital gains income. The re-
turn for a $1,000 investment is up to 3.4 percent 
higher in Maryland’s neighbors (Pennsylvania) than 
in Maryland for the exact same investment.

The results from this analysis are clear: the 
recent tax increases have put Maryland at a sig-
nificant disadvantage compared to its neighbors 
(and the country overall) with respect to corpo-
rate income, interest income, and capital gains 
income. This disadvantage creates obstacles for 
Maryland in attracting businesses and investors. 
Entrepreneurs, as opposed to locating in Mary-
land, could settle in Virginia or Pennsylvania 
where the marginal tax rates are significantly less 
than the tax rates they would face in Maryland. 
The comparison indicates that Maryland should 
at a bare minimum repeal the additional costs 
created by the recent tax increases in order to 
induce more businesses and economic activity 
into the state.

uncompetitive, and nationally, Maryland’s capital 
gains taxes are 125 basis points above than the av-
erage state capital gains tax.

Capital gains taxes discourage investment; and 
due to their volatility, capital gains taxes create sig-

	 Maryland
	 Before	Aft er	 VA	 PA	 NJ	 DE

Additional Net Income after Taxes	 $601.69	 $592.57	 $611.99	 $603.46	 $591.62	 $603.91

Earnings Paid Out	 $509.44	 $501.72	 $518.16	 $510.94	 $500.92	 $511.33

Earnings Paid Out Subject to Dividend Tax	 $136.16	 $134.10	 $138.49	 $136.56	 $133.88	 $136.66

Individual Dividend Tax						    

Federal	 15.0%	 15.0%	 15.0%	 15.0%	 15.0%	 15.0%

State	 4.75%	 6.25%	 5.75%	 3.07%	 8.97%	 5.95%

Total After-tax Income  
(incl. retained earnings)	 $575.77	 $565.34	 $584.45	 $579.41	 $561.33	 $576.50

Table 6	 Corporate Income Subject to Dividend Taxes

Figure 16	 State and maximum local sales 	
	 tax rates: Maryland Compared to 	
	U .S. and Neighbors 2008 
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Figure 15	 Capital gains tax rates: 
	M aryland Compared to U.S. 
	 and Neighbors 2008 
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SECTION V: MARYLAND’S FISCAL  
ENVIRONMENT: WHERE DO WE GO 
FROM HERE?
The recent tax increases has significantly degraded 
Maryland’s economic landscape. Workers, inves-
tors and firms all have strong incentives to locate in 
other states rather than Maryland. Specific trouble 
spots in Maryland’s economic landscape include:
n	 Maryland’s overall tax burden (total taxes col-

lected relative to state income) is too high;
n	 Maryland’s top state and local tax rate on per-

sonal income, including capital gains and inter-
est income, are among the highest in the coun-
try; and

n	 Maryland’s corporate income tax rate has gone 
from average, to significantly above the average 
state’s corporate income tax rate.

The Consumption Tax Burden Due to the differ-
ences in state sales tax bases and the complexity 
that local sales taxes add, we compare Maryland’s 
sales tax burden using two different measures: 
state and local sales tax rates and state and local 
sales tax revenues per $1,000 of personal income. 
Figure 16 compares Maryland’s state and local 
sales tax rate to its neighbors based on the state 
and maximum local sales tax rates.

When comparing those localities with the 
highest state and local sales tax rates, Mary-
land looks average compared to its neighbors, 
but low compared to the country overall. Total 
sales tax revenue per $1,000 of personal in-
come provides a measure of the pervasiveness 
of the state and local sales tax rates. Figure 17 
compares the sales tax burden per $1,000 of 
personal income in Maryland to its neighbors 
as well as the U.S. average.

Figure 17 illustrates that Maryland and its 
neighbors impose relatively low sales tax burdens 
compared to the country as a whole; and Mary-
land imposed the lowest sales tax burden of all its 
neighbors, except for Delaware, prior to the latest 
tax increase. Based on a static analysis of the re-
cent state sales tax increase to 6.0 percent, Mary-
land’s sales tax burden increases to $16.54 per 
$1,000 of personal income, replacing Virginia as 
the third highest sales tax rate among all of Mary-
land’s neighbors, see Figure 18.

 Overall, consumption taxes in Maryland are 
relatively competitive compared to both its neigh-
bors and the U.S. overall, whether measured by 
the tax rate levied or the actual burden imposed.
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	 Maryland
	 Before	Aft er	 VA	 PA	 NJ	 DE

Individual Interest Income	 $1,000.00	 $1,000.00	 $1,000.00	 $1,000.00	 $1,000.00	 $1,000.00

Federal Interest income Taxes	 35.00%	 35.00%	 35.00%	 35.00%	 35.00%	 35.00%

State Interest Income Taxes	 4.75%	 6.25%	 5.75%	 3.07%	 8.97%	 5.95%

Individual Interest Income  
(after tax)	 $619.13	 $609.38	 $612.63	 $630.05	 $591.70	 $611.33

Capital Gains Income	 $1,000.00	 $1,000.00	 $1,000.00	 $1,000.00	 $1,000.00	 $1,000.00

Federal Income Tax Liability						    

Capital Gains taxes (Long-term)	 15.00%	 15.00%	 15.00%	 15.00%	 15.00%	 15.00%

Capital Gains taxes (Short-term)	 35.00%	 35.00%	 35.00%	 35.00%	 35.00%	 35.00%

State Income Tax Liability						    

Capital Gains taxes	 4.75%	 6.25%	 5.75%	 3.07%	 8.97%	 5.95%

Capital Gains Income (after tax)	 $795.22	 $782.69	 $786.87	 $809.24	 $759.99	 $785.20

Table 7	T axation of Interest and Capital Gains Income

Figure 17	 State and local sales tax burden 	
	 per $1,000 of personal income: 		
	M aryland Compared to U.S. and 	
	N eighbors 2006 

D
o

lla
rs



24

Improving Maryland’s Economic Competitiveness

A marginal tax rate cut–ideally to a flat rate–
has two types of effects. Because the decrease in 
marginal tax rates lowers the cost to the employ-
er in the form of lower wages paid, firms will 
employ more workers. On the supply side, a re-
duction in marginal tax rates raises net wages re-
ceived. Again, more work effort will be supplied. 
Therefore, tax cuts increase the demand for, and 
the supply of, factors of production. In dynamic 
formulations, as tax rates fall, output growth in-
creases and vice versa.

Under a flat rate tax, average tax rates will re-
main approximately constant for a given level of 
income or output. However, the rewards for incre-
mental work by labor, the employment of addi-
tional capital, and the more efficient combination 
of the two will all be higher with the flat tax. As a 
result, more employment, output and production 
is expected. Economic growth rates will accelerate 
until these effects are fully incorporated into the 
workings of the economy.

There is an important caveat. Maryland is on 
an unsustainable spending path. 

A Fiscal Agenda Placing Maryland on a sustain-
able spending path requires a review of the state’s 
spending priorities. By definition, responsible bud-
geting requires trade-offs. Responsible households 
adjust their daily expenditures (perhaps eating at 
fewer restaurants) to meet the family’s longer-term 
goals (perhaps taking a desired vacation or saving 
for the kids college education). The same is true 
for state budgeting.

The Maryland Office of Policy Analysis has 
stated that Maryland’s long-term revenues were 
insufficient to meet long-term expenditure 
plans–a structural deficit problem.28 The Gover-
nor’s plan, which was implemented by the state, 
assumed that the structural deficit problem was 
that planned expenditures exceeded expected 
revenues because revenues are insufficient. Just 
as families all across Maryland are now tighten-
ing their belts, realizing they cannot continue to 
afford all the expenditures they may wish, the 
problem with the state of Maryland is that ex-
penditures are excessive.

The per capita expenditures for the average 
state, as well as for several of Maryland’s key neigh-
bors, provide evidence that Maryland can reduce 
overall expenditures and still deliver the neces-
sary state services. Figure 19 compares the per 

Because the recent tax changes have reduced 
Maryland’s economic competitiveness so dramati-
cally, one tax reform option is to simply repeal 
the offending tax increases. This approach has its 
merits; however, Maryland’s tax system prior to 
the tax increases was not ideal. Maryland can use 
the tax repeal opportunity to reform its overall tax 
system–preferably to a low flat rate tax. 

A flat tax eliminates much of the inefficiency 
in a convoluted tax system by broadening the 
tax base and sharply reducing marginal tax rates. 
Many of the distortions that exist with the current 
tax system are minimized. A flat rate tax reduces 
the collection cost per dollar of tax revenues and 
eliminates much of the bureaucracy necessary to 
monitor and enforce numerous state taxes. Its 
adoption leads to a surge in growth and creates a 
more competitive economy. 

Figure 19	T otal general expenditures  
	 per capita 
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Figure 18	 State and local sales tax burden 	
	 per $1,000 of personal income: 		
	M aryland before and after tax 	
	 increase Compared to U.S. and 	
	N eighbors 2006 
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Maryland reduced its spending level to the aver-
age states per capita expenditures, the state would 
save $461.3 million. Matching the expenditure 
levels of its low-spending neighbors could save 
Maryland between $624.1 million (Pennsylvania) 
and $2.4 billion (Virginia).

CONCLUSION 
Tax policy matters because Maryland must compete 
with other states for tomorrow’s growth industries. 
Economists in general acknowledge that reduced 
tax rates and a competitive economic landscape 
improve economic incentives, thereby creating 
long-run benefits to a state. However, they tend to 
underestimate how quickly the economy responds 
to the economic incentives. Ignoring the incentive 
effects is perilous and leads to incorrect forecasts. 

Economic growth that follows the imple-
mentation of pro-growth economic landscapes 
often exceeds the most optimistic projections 
due to the dynamic impacts they generate. The 
longer a pro-growth economic landscape is 
in place, the greater these gains and the more 
prosperous a state’s economy becomes. During 
prosperous times, when economic growth is 
greater, there is the added benefit of falling de-
mand for government social spending programs 
(e.g., unemployment and welfare) that further 
benefits a state’s budget. 

Maryland’s tax system has become significantly 
less pro-growth, however, jeopardizing the state’s 
relative prosperity. Maryland’s lack of competitive-
ness is also evident compared to its neighbors–
and Maryland does not live in a very competitive 
neighborhood. For instance, Maryland imposes a 
larger overall tax burden and more punitive tax 
rate on personal and corporate income than most 
of its neighbors. The pro-growth environment in 
neighbors such as Virginia, let alone in some of 

capita expenditures in Maryland to the per capita 
expenditures in the average state and Maryland’s 
neighbors. Figure 19 illustrates that while Mary-
land’s per capita expenditures are significantly be-
low high-spending New Jersey (the state with the 
17th highest per capita expenditures) and Dela-
ware (the state with the 2nd highest per capita ex-
penditures), it spends more on a per capita basis 
than the average U.S. state as well as neighboring 
Virginia and Pennsylvania. 

There are several specific budget areas where 
Maryland spends significantly more than the av-
erage U.S. state, as well as Pennsylvania and Vir-
ginia. Table 8 details those areas by documenting 
the per capita savings Maryland could achieve if 
the per capita spending level in Maryland were re-
duced to these lower levels. 

Reducing Maryland’s per capita expenditure 
level requires budget prioritization: while some 
choices may be easier than others, there are no 
easy choices. But, it is not unreasonable to ex-
pect Maryland to run its state government opera-
tions (government administration) as efficiently 
as neighboring Virginia–which faces similar 
geographic, social, and demographic realities. 
Similarly, during difficult budget and economic 
times it is not unreasonable to expect the parks 
and recreations and natural resources services to 
either increase their efficiencies, or consider do-
ing less with less. Just increasing the per capita 
spending efficiency of these three program areas 
(government administration, parks and recre-
ations, and natural resources) saves Maryland 
nearly $700 million in annual expenditures. 

Overall, if Maryland adjusted its state expen-
ditures to match the per capita expenditure level 
in the average U.S. state or in lower-spending 
neighbors Pennsylvania and Virginia, then Mary-
land could accrue significant budgetary savings. If 

	 Average U.S. State	 PENNSYLVANIA	 VIRGINIA

Health	 -$135.97	 -$169.40	 -$203.08

Correction	 -$69.29	 -$85.90	 -$32.32

Highways	 -$50.77	 ----	 -$36.87

Government administration	 -$44.47	 -$20.15	 -$67.65

Police protection	 -$28.38	 -$15.82	 ----

Parks and recreation	 -$8.90	 -$9.40	 -$11.87

Natural resources	 -$5.50	 -$25.94	 -$45.10

Table 8	P er Capita Savings in Maryland If Spending Is Reduced To Average U.S. State  
	 Spending Level or Maryland’s Low Spending Neighbors
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the most competitive states in the country such 
as Texas and Nevada, significantly compromises 
Maryland’s growth prospects. 

As the review of Maryland’s tax policies shows, 
there are many areas for improvement. Ideally, 
Maryland should impose a flat rate tax–which can 
be either based on consumption or income–that will 
increase the pro-growth environment in the state. If 
a flat rate tax were implemented, then overall eco-
nomic growth in Maryland will accelerate, personal 
income for residents of Maryland will increase, and 
growth in the total number of jobs created in the 
state will increase. Short of implementing a compre-
hensive pro-growth tax reform, repealing the recent-
ly enacted state tax increases is a good start toward 
improving Maryland’s economic competitiveness.

The recent surge in government spending is 
the primary obstacle blocking Maryland’s abil-
ity to improve its overall economic competitive-

Donna Arduin, President, Arduin, Laffer & 
Moore Econometrics, served as California Governor 
Arnold Schwarzenegger’s Director of Finance from No-
vember 2003 until October 2004; Governor Jeb Bush’s 
Director of the Florida Office of Policy and Budget from 
1999 – 2003; Governor George Pataki’s First Deputy 
Budget Director throughout his first term; and, Gover-
nor John Engler’s Chief Deputy Director of the Michigan 
Department of Management and Budget for three years 
during his first term.  Ms. Arduin’s Governors have 
consistently received high marks on the Cato Institute’s 
fiscal report cards during her tenure with their adminis-
trations.  A graduate of Duke University, Arduin gradu-
ated magna cum laude with honors in economics and 
public policy. She worked as an analyst in New York 
and Tokyo in the private financial markets for Morgan 
Stanley and Long-Term Credit Bank of Japan.

Wayne H. Winegarden, Ph.D., Partner, Ar-
duin, Laffer & Moore Econometrics, is responsible for 
analyzing and writing the firm’s industry-based policy 
studies.  Previously, Dr. Winegarden worked as an 
economist for Altria Companies Inc. in Hong Kong and 
New York City; was a Senior Analyst/Earhart Fellow 
for Citizens for a Sound Economy; and an Economics 
Instructor at Marymount University and George Mason 
University.  Dr. Winegarden is currently a columnist for 
Townhall.com, and is interviewed and quoted in such 
media as Bloomberg Radio and CNN/fn.  Dr. Winegar-
den received his B.A., M.A. and Ph.D. in Economics 
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ness. This growth trend is a troubling sign if it 
is not reversed through sound fiscal reform. Im-
plementing successful tax reform depends upon 
reining in the recent acceleration in the growth 
of government in Maryland. Bringing Mary-
land’s spending commitments, on a per capita 
basis, in line with just the average state per cap-
ita expenditures provides significant savings to 
the state. Implementing an expenditure cap on 
this level can help solidify these gains, provid-
ing a fertile environment to improve Maryland’s 
economic landscape.

Implementing both the spending and tax re-
forms represents a significant opportunity for Mary-
land to break from its past and address the current 
weaknesses in Maryland’s tax system. Such reforms 
will make Maryland significantly more competitive 
than all of its neighbors and ensure Maryland’s rela-
tive economic prosperity will endure. 
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