
Meteorological Taxes —
Taxing Issues in Katrina’s Wake

by Frank Shafroth

I would not live always:
I ask not to stay Where
storm after storm rises
dark o’er the way.1

Hurricane Katrina
struck an unprepared na-
tion last month with a
fury that will have short-
and long-term effects on
federal, state, and local

taxes and tax policy, the economy, the national debt,
federalism, and federal tax reform. The Congres-
sional Budget Office projects the hurricane’s effects
will cut the nation’s economic growth by 1 percent by
the end of this year and add 400,000 to the unem-
ployment rolls. Compounding the natural catastro-
phe was the inability of federal, state, and local
governments to work together in the face of a
disaster long foretold. The torrential winds swept
away any claims that the energy bill so trumpeted in
August was helpful. The Energy Information Agency
now calculates that the United States will spend 18
percent more on energy this year than last — a total
of $1.03 trillion, or 8.3 percent of the nation’s gross
domestic product. The hurricane blew away Con-
gress’s September tax cut agenda and should impose
a mortal blow on the so-called Fair Tax (a proposed
national sales tax). It made discussion of federal tax
reform unlikely anytime soon.

It is no longer possible to pretend that the cuts in
the federal estate tax and permanence of tax cuts for
capital gains and dividends wouldn’t be partially
paid for by cuts in Medicaid, agriculture price sup-
ports, and food stamps. With 110,215 black citizens
in New Orleans — one-third of all American citizens
in the city — living in poverty2 and now without a
home or livelihood, reducing support for them to
finance federal tax cuts for some of the wealthiest
people on earth appears impossible. More likely,

Congress will focus on paying for immediate aid and
recovery; trying to rebuild shattered cities and par-
ishes and an infrastructure vital to the nation’s
energy and agriculture needs; and increasing the
national debt ceiling to a level 50 percent higher
than the cumulative national debt of all the previous
administrations in the history of the United States.

Question: Doctor, will Louisiana and New Or-
leans be forced to file for bankruptcy? What are the
tax policy implications for state and local govern-
ments?

Answer: The U.S. Senate intended to return this
month to act on two major tax cuts — estate tax
repeal, and capital gains and dividends. President
Bush’s tax reform panel was to report its final
recommendations in September. But with the nation
facing as much as $200 billion in hurricane recovery
costs and searing images broadcast around the
world of the ravages of the storm and the near
third-world preparations and response, the tax
agenda is in a shambles. And although the federal
government has been slow to respond, state and local
governments all over the country have reached out to
take evacuees — adding new fiscal burdens onto
their already stretched tax revenue systems. Those
governments have made a great effort to share the
burden of helping tens of thousands of displaced
Americans, but now they must consider what taxes
will be used to pay the bills.

We can expect Congress and the president to act on
a third and a fourth emergency bill to address
immediate costs, and soon to take up the more
complex task of shaping a national recovery effort.
That effort must help to the rebuild not only homes
and businesses, but also a national infrastructure
that had been allowed to degenerate, contributing to
the death and destruction wrought by the storm.
That recovery plan will have to ensure that cities and
parishes aren’t forced into bankruptcy, a situation
that would imperil any ability to finance the nation’s
most vital port of entry for global trade.

A Storm Like No Other Storm
The breadth of the damage of Katrina boggles the

imagination. The three major state and local credit

1William Augustus Muhlenberg, ‘‘I Would Not Live Al-
ways.’’

2U.S. Census Bureau, 2000.
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rating agencies have put $10 billion in state and
local tax-exempt debt severely affected by the storm
on credit watch.

Biloxi Community Development Director Jerry
Creel said Biloxi lost about 20 percent of its build-
ings — 5,014 of its 25,575 structures — and some
still standing will later be condemned. The flood-
waters choking New Orleans are so poisoned with
contaminants that even casual contact is hazardous
and officials warn that safe drinking water may not
be available for years to come. U.S. Health and
Human Services Secretary Mike Leavitt has de-
clared a public health emergency in Texas, saying
HHS would speed federal assistance as the state
delivers social services to 240,000 Hurricane Kat-
rina evacuees. Losing Louisiana’s largest economic
and population center will hurt the state, and the
influx of displaced businesses and thousands of
evacuees will have a profound impact on the Baton
Rouge area’s economy.

Maybe the message from the Louisiana Depart-
ment of Revenue says it best:

The men and women of the Louisiana Depart-
ment of Revenue are greatly concerned about
the citizens of our great state as well as our
neighbors along the Gulf Coast. At this time,
our agency has as its mission to help the
citizens of the affected areas to rebuild their
lives. Our staff will be working with DSS [the
Department of Social Services] and offering
assistance in shelters across the state. . . . Just
as you have been impacted by this storm, so
have members of our family here at Revenue.
We are convinced that brighter days are ahead
and if we work together Louisiana will be an
even better place than it has ever been. Please
let us know how we can help.
The hurricane could dampen real gross domestic

product growth in the second half of the year by 0.5
to 1 percentage point and reduce employment
through the end of this year by about 400,000 jobs.3
The effects, moreover, will travel in concentric rings
out from its epicenter; although many people will
focus on Biloxi and New Orleans, the damage will be
far wider.

The effects of Hurricane Katrina on federal, state,
and local tax receipts are unclear at this point.
Federal receipts will be affected not only because of
the immediate reductions in national income and in
gasoline consumption, but also because of temporary
tax relief provided by the Internal Revenue Service.
State and local tax revenue is already affected by the
reductions in gasoline consumption, and rising
prices due to the cost of gas will cut into retail

purchases and sales and use tax revenue. There are
likely to be income tax consequences also.

Katrina’s effects will be tremendous because of
the long-term flooding of New Orleans (which will
preclude immediate rebuilding), and the destruction
of energy and port infrastructure. Natural gas mar-
kets have been affected by the storm in four main
areas: production, processing, electricity generation,
and local distribution. Sixty percent of grain and
oilseed exports, 65 percent of soybean exports, and
71 percent of corn exports are shipped by way of the
Mississippi River through the Port of New Orleans
and the Port of South Louisiana. The Port of New
Orleans is a critical shipping point for farmers, who
are now facing not only lost export business that
accounts for a quarter of their cash receipts, but also
lower prices from increased crop supplies. Prices of
other agricultural commodities already are rising:
Refined sugar, for example, costs 30 percent more
than normal, according to the U.S. Department of
Agriculture. In the most affected states, production
of electricity, oil, and refined products; port services;
housing services; manufacturing; retailing; tourism;
and other consumer services will be sharply cur-
tailed for at least a few months. The gross state
product of Louisiana is about 1.2 percent of U.S.
GDP, and Mississippi’s is about 0.7 percent. If half of
that product were lost for three months (September
to November), the level of real GDP would be low-
ered by about 1 percent from what it otherwise
would be, cutting about 1.3 percentage points from
the annualized growth rate for the third quarter and
about 2.7 percentage points for the fourth quarter.

The devastation caused by Katrina has resulted
in $70-per-barrel oil, $3- to $4-a-gallon gasoline, and
the prospect of heating oil selling for $2.50 a gallon
and of natural gas selling at $14 per 1,000 cubic feet,
up from last winter’s prices of $1.86 and $11.11,
respectively. The argument that economic growth
will be slower with federal and state individual and
corporate income consequences seems irrefutable.

Storming the Federal Tax Agenda
Congress had expected to face a tax agenda with

likely showdowns on issues ranging from the estate
tax to capital gains to tax and Social Security
reform. The leaders had planned to spend Septem-
ber working on estate tax reform, a reconciliation
tax package, a technical corrections tax bill, several
expiring tax cuts, and a crackdown on tax-exempt
organizations. Before adjourning the Senate in July,
Majority Leader William H. Frist, R-Tenn., had filed
for cloture on the motion to proceed to a House-
passed bill that would permanently repeal the estate
tax. According to an August notice from the Senate
majority whip, the vote to proceed would have been
the second item considered when the Senate recon-
vened. But those hopes, like ‘‘the best-laid schemes
of mice and men,’’ now lie in a shambles.

3‘‘Macroeconomic and Budgetary Effects of Hurricane Kat-
rina,’’ The Congressional Budget Office, Sept. 6, 2005.
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The congressional budget resolution provided for
three September deadlines: to achieve savings from
Medicaid, agriculture price supports, and food
stamps by September 16; to partially offset the cost
to the nation’s taxpayers of up to $70 billion in tax
cuts under reconciliation by September 23; and to
vote at the end of the month to increase the national
debt ceiling by $781 billion. That is an extraordinary
amount of new borrowing from China (which mem-
bers of Congress often revile) and other East Asian
competitor economies and it will no longer buy much
time to keep the Treasury in operation. Senate
Finance Committee Chair Chuck Grassley, R-Iowa,
had hoped to go further, proposing some $30 billion
in tax offsets. Some of those tax offsets, by increas-
ing the cost of state and local tax-exempt financing,
would increase the cost of recovery for communities
in Texas, Louisiana, Mississippi, and Alabama — in
an attempt to increase the total tax cut and tax
expenditure level to a $100 billion reconciliation
package. The bill would include the temporary ex-
tension of the reduced tax rates on dividends and
capital gains, several other popular ‘‘extenders,’’ and
a one-year patch for the alternative minimum tax.
Congress now anticipates approving upwards of
$200 billion in spending on emergency relief. But
Grassley says the bill is still a priority, although it
has been deferred for a month.

What if There Had Been
A National Sales Tax?

September 30 was also to be the deadline for the
President’s Advisory Panel on Federal Tax Reform to
submit its final report. Whether that report will ever
be completed is now questionable. After Katrina, the
fate of the proposed Fair Tax or national sales tax is
sealed. If that tax had been in place, it would have
imposed a more than 20 percent federal tax on
Mississippi, Louisiana, Alabama, and their local
governments on every disaster, evacuation, emer-
gency rescue, and other Katrina-related service they
provided. It would have been an extra burden on
every state and local government that reached out to
help evacuees.

Also, the elimination of the federal income tax
and replacement by the national sales tax would
have significantly increased the cost of tax-exempt
financing for every community affected by Katrina.
Adding insult to injury, a national sales tax would
not only have taxed many parishes and cities along
the Gulf Coast out of existence, but also would have
undercut state and local governments’ ability to
provide the highways, ports, schools, water and
sewer lines, and other public infrastructure critical
to restarting the region’s economies.

Perhaps the storm will force a
reevaluation of the tax reform
process and the vital role of
federalism.

Perhaps the storm — and the resulting new
thinking by former House Speaker Newt Gingrich4

and others about the complicated nature of dual
sovereignty and state and local capital finance —
will force a reevaluation of the tax reform process
and the vital role of federalism. Rather than ignor-
ing state and local governments and the tax net-
works vital to the national economy, policymakers
might have a much more informed comprehension of
the relationships among those different tax systems.

Already there is greater recognition in the White
House and Congress that whatever the federal gov-
ernment’s role, the job of delivering services and
goods falls to state and local governments. What
sense would there be in giving funds to state and
local governments to provide goods and services to
the people, and then imposing federal taxes on those
same goods and services?

Instead of cutting Medicaid, Congress is already
beginning to try to figure out how to ensure the

4Toner, Robin, ‘‘Katrina Conundrum; Thumbing Nervously
Through the Conservative Rulebook,’’ The New York Times,
Sept. 11, 2005.
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delivery of income, food stamp, and unemployment
benefits while beneficiaries are crossing state lines.
Because each of those federal programs already
depends on some state, local, or employer contribu-
tion, it would be unfair to ask those governments
and employers to accept a disproportionate extra
burden. The federal government will likely need to
pick up a greater, rather then a lesser, share of the
cost of those benefits, especially for states like Texas,
which has not only taken in more than 140,000
displaced families but also suspended state and local
hotel taxes for 60 days. That suspension will hurt
the state and be even more difficult for cities,
because some local tax-exempt bonds are secured by
local hotel taxes. So Texas governments face a sig-
nificant increase in spending demands, but reduced
tax revenue.

Revenue Ruptures

One of the biggest challenges will be to help
prevent municipal bankruptcy for state and local
governments and agencies in the Gulf region. Al-
most one-third of Louisiana’s $125 billion of annual
tax revenue is produced in New Orleans. The state’s
local governments, cities, and parishes own $1.8
billion in public debt — all now at risk. New Orleans
and other local issuers have more than $2 billion in
debt outstanding. Fitch Ratings has named the New
Orleans Sewerage and Water Board, Jefferson Par-
ish, and the Ernest N. Morial-New Orleans Exhibi-
tion Hall Authority as the most vulnerable debtors.
Later, Fitch expanded its list of issuers whose un-
derlying credit ratings are most vulnerable to de-
cline, based on the severity of the damage and
possibility for long-term interruption in government
operations, including revenue collection. Those capi-
tal debts are secured by the property tax, sales tax,
petroleum taxes, gambling taxes, and special fees
gutted by the destruction. Much of the area is under
water or destroyed, and lacking water or sewer
services, so the assessed property values — even if
the owner could be tracked down and had any funds
— would be in question. With little to no retail
activity in the area, sales tax revenue has nearly
disappeared. The water and sewer agency is unsure
when it will be providing services or collecting fees
again, while its outstanding tax-exempt debt takes
no rest. Similarly, the New Orleans convention cen-
ter’s debt is secured by hotel, food, and beverage
taxes.

Although some in Congress are discussing giving
the affected region and its local governments more
bond authority, the immediate issue will be whether
those governments must file for Chapter 9 bank-
ruptcy protection or receive interim funding from
Congress. The current streams of revenue secured
by the debt are insufficient. Although some of the
municipal debt is insured, the rating agencies have
placed the municipal insurers themselves on credit

watch.5 Standard & Poor’s has already reported that
the five major state and local tax-exempt bond
insurers themselves face credit uncertainty. And, to
the extent the affected local governments and agen-
cies take advantage of their bond insurance cover-
age, they face reimbursement costs, lower ratings,
and significantly increased bond insurance costs for
future issuance — a triple whammy as those gov-
ernments face the costs of building and rebuilding.

Debt Payments Will Come Due

Some local governments and agencies in Louisi-
ana have already failed to make payments on debt
that is backed by taxes or fees.6 Louisiana Treasurer
John Kennedy is compiling a list of every tax-
exempt bond outstanding in the state, when pay-
ments are due, and which taxes or revenue streams
secure them. Kennedy has earned kudos for his
untiring work to meet the state’s obligations. He has
set aside cash available from the state’s own re-
sources, totaling $6 billion — more than three times
the $1.8 billion the state owes — and an even larger
multiple of its annual outlays, to pay interest and
redeem maturing bonds.7 He has substantial lines of
credit with banks and is negotiating more. He has
demonstrated how invaluable putting taxes into a
rainy day fund can be. But he is all too aware of the
risk of a domino effect if many local governments
and agencies fail to make payments on their debt.

Assessed property values in the
areas hit by the hurricane — even
if the property owners can be
tracked down and have any funds
— are in question.

Also, the affected state and local governments —
lacking tax revenue — will face crushing capital
borrowing costs to build or rebuild a devastated
infrastructure. Absent some federal mechanism,
that financing will fail because of the extraordinary
blows to existing tax and revenue streams, higher
credit or borrowing costs, and operating needs. And
meeting the unprecedented need for the capital will
be a precondition for any long-term economic recov-
ery. New or rebuilt communities will require financ-
ing for the physical infrastructure before families

5Fine, Jacob, ‘‘S&P Warns of Pressure on Five Bond
Insurers,’’ The Bond Buyer, Sept. 9, 2005.

6Hume, Lynn, ‘‘Trustees Unlikely to Declare Defaults Over
Payments Missed Due to Katrina,’’ The Bond Buyer, Sept. 9,
2005.

7Pressman, Aaron, ‘‘Why These Bonds Will Stay Afloat,’’
Business Week, Sept. 10, 2005.
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and businesses can return. The Congressional Bud-
get Office reports that the stock of private nonresi-
dential fixed assets is about 90 percent as large as
the stock of residential fixed assets, in dollar terms,
while the stock of government fixed assets (for
example, roads and schools) is about half as large as
the stock of residential fixed assets. Nonresidential
structures typically take longer to build than resi-
dential structures, so one might expect rebuilding of
nonresidential structures to proceed more slowly
than the rebuilding of residences.

The Federal Response
The federal tax agenda is almost certain now to be

replaced with a major tax recovery plan that will
have to be part of a larger reconstruction effort to
build new levees, rebuild cities, and provide for
major new infrastructure. That task will require a
far greater coordination with the tax systems of
state and local governments. Gingrich has already
circulated a memo to his former colleagues8 in
Congress calling for a ‘‘Zone of Recovery, Reconstruc-
tion, and Prosperity’’ tax bill that would provide
huge tax breaks to encourage investment and jobs, a
project he says would be overseen by an ‘‘entrepre-
neurial public manager.’’

The president has called for what he says is the
largest U.S. reconstruction effort since the Marshall
Plan. The plan is projected to cost as much as $200
billion, and a significant component of that expense
would be the president’s proposed tax breaks.

The three leading House Republicans on Septem-
ber 2 said lawmakers will soon begin work on a
stimulus package that could include additional tax
cuts to counter any negative economic impact of
Hurricane Katrina. However, U.S. Treasury Secre-
tary John Snow told reporters that although Trea-
sury is examining options to provide economic relief
to hurricane victims, new tax cuts are not among
them. Instead, Snow said he would continue to lobby
to make the president’s tax cuts permanent, in what
he termed an ‘‘appropriate response’’ to the disaster.
Imagine the comfort that statement must have
given to the more than 100,000 poor citizens of New
Orleans, so many of whom lost their homes, liveli-
hoods, and loved ones.

Shelter from the Tax Storm
As the federal tax focus has shifted from wealth

relief to storm relief, Grassley has said his commit-
tee might provide a tax relief package similar to the
response following the terrorist attacks of Septem-
ber 11, 2001. The package also might contain what
he called a ‘‘tsunami-type tax deduction,’’ a provision
similar to the one in which the 2004 deduction
window for donations made for victims of the De-

cember 2004 Southeast Asia tsunami was extended
through January 2005 to help encourage charitable
giving in response to the storm. Grassley expects to
act on longer-term tax incentives to help rebuild
homes and businesses with depreciation changes,
tax-exempt bond authority, and enterprise zone ini-
tiatives. But rebuilt levees, schools, hospitals, jails,
and water and sewer lines will require financing and
rebuilding before any communities can begin to
function anew. And, unlike the revenue systems of
New York City and Arlington, Va., after the terrorist
attacks, the Gulf Coast’s tax revenue system has
been devastated.

House Way and Means Committee Chair William
M. Thomas, R-Calif., and ranking minority member
Charles B. Rangel, D-N.Y., issued a joint statement
saying that the committee is working to develop
proposals to provide ‘‘tax relief for individuals and
families affected by the disaster.’’ The statement
said that ‘‘[F]uture legislation will also include ap-
propriate tax relief for businesses, states and local
governments to help rebuild and rehabilitate dam-
aged property and infrastructure as quickly as pos-
sible. These provisions will help revitalize business
activity and employment in the affected areas, re-
store the states’ ports and trade capacity, and re-
build energy infrastructure, which has an important
impact on the nation’s energy supply.’’

The president and Congress could enact tax pro-
visions like those used to help New York City in
2001. That package provided direct grants, includ-
ing cash to cover tax-exempt bond payments until
state and local tax revenues recovered. Congress
also set up an $8 billion Liberty Bond program that
allowed commercial projects to issue tax-exempt
municipal bonds.

Kennedy thinks it would also be worthwhile to
consider establishing a hurricane recovery authority
that also could issue bonds. He has already met with
75 bond underwriters, trustees, and attorneys to
draw up a list of every bond payment for every
issuer in the state that is due through the end of the
year, to prevent missing any payments.

SOS

Yet federal discussions about constructing a tax
relief package using bonds as the primary vehicle for
rebuilding don’t recognize that the Gulf Coast is not
comparable to New York City, where electricity,
water and sewer lines, streets and sidewalks, and all
the public infrastructure to permit people and busi-
nesses to carry on remained mostly intact after the
terrorist attack. The infrastructure to provide con-
tinuity of tax revenue remained. Direct federal
funds are needed to rebuild and support the Gulf
Coast cities and states until they are back on their
feet. Relying on bonds makes no sense because the
areas have no revenue streams to support debt.8Toner, Robin, supra note 4.
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Congress will have to act swiftly to ensure that
current debt service payments can be made. Con-
gress should authorize money to make those pay-
ments for the foreseeable future — at least until the
state and local tax streams have recovered. The
unprecedented environmental cleanup and infra-
structure costs are in no small part due to inad-
equate maintenance and funding by Congress to
protect, maintain, and reinforce the levees in New
Orleans, so it would seem unfair to impose new
taxes on the citizens and businesses of the affected
region to pay the costs of rebuilding.

States and local governments across the nation
have adopted evacuees, accepting a disproportionate
burden on their tax systems. That tax burden more
closely resembles the demographic shift in the wake
of the great Mississippi flood of 1929 than the
attacks on New York City, because the former led to
a massive migration from the Mississippi Delta.
There could be a similar demographic shift this time

— a transfer that raises difficult questions about
whether federal taxes or state and local taxes ought
to bear the burdens.

The effects of the storm should force us to spend
more time thinking about federal-state-local tax
relationships. There will be other storms, and we are
warned that bioterrorism, an earthquake, or a dirty
bomb could cause comparable harm to entire re-
gions. The emergency response plan did not work
after Katrina. Shouldn’t we make sure that the dual
sovereignty system not only finds a way to rebuild
the Gulf region, but also is prepared for the next
time? ✰

The Tax Doctor is a column by Frank Shafroth, former
director of state-federal relations with the National Gover-
nors Association.
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