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Introduction

A major debate is taking place over how to reform the U.S. tax system. Proposals are on
the table to replace the current federal income tax with a simpler “flat-rate” income tax or a
national retail sales tax.' Federal tax reform figured prominently in the Republlcan Party
presidential primaries and again during the general election.

In its January 1996 report to the

American people, the National Commission By learning the lessons of the past
on Economic Growth and Tax Reform ’

we are more likely to armive at
(popularly known as the “Kemp Y ..
Commission™) gave voice to popular consensus and wise decisions about

frustration with a tax system widely viewed how to change current tax policies.
as unfair and excessively burdensome:

Over the years, Americans have surrendered more and more of their freedom to
higher taxes. The result has not been to enhance economic security or to close the
gulf between rich and poor. Instead, it has led to fewer jobs, slow economic
growth, diminished hope and opportunity, an erosion of trust and confidence in
government, and an ebbing of the American spirit of enterprige. It is a history that
echoes James Madison’s warning that “there are more instances of the abridgment
of the freedom of the people by gradual and silent encroachments . . . than by
violent and sudden usurpation.”™

'This study was made possible in patt by a grant from Philip Morris Co. The authors thank the many scholars and
tax professionals who participated in the peer review process. Any remaining errors are the authors’,



This Heartland Policy Study, and a companion volume by the same authors titled “How
Fair? How Efficient?” have been produced to provide background data and analysis for the
national debate over tax policy that lies ahead.

In the. current debate, surprisingly

Most people don’t know what little is said about the decisions that were

percentage of government revenue made in past years to shift reliance from one

comes from income taxes. for form of taxes to another, from one group of
2

taxpayers to another, and from one level of
government to another. Most people don’t
know what percentage of government revenue
comes from income taxes, for example, or
how that percentage has changed over the
years. Similarly, few people know who benefits from the goods and services that are paid for by
those taxes, even though that information is clearly relevant to measuring the fairness or justice of
the tax system.

example, or how that percentage has
changed over the years. .

By studying the past, we can learn why the current tax and spending priorities were
chosen (or spontaneously evolved), and decide whether those priorities are still (or were ever)
valid. By learning the lessons of the past, we are more likely to arrive at consensus and wise
decisions about how to change current tax policies.

Lessons from the Past

The past forty years have seen considerable change in the level of taxes as well as who
collects and who pays taxes. For example:

B Federal, state, and local tax revenues all rose much faster than inflation or population growth . -
since 1960. Individual tax burdens grew dramatically, relative to personal income, until the
1980s, when sustained economic growth and lower rates of inflation allowed personal income
growth to keep pace with the rising cost of government.

u  Government debt—a method of passing the burden of taxes forward in time to future
taxpayers— and government regulations—a method of forcing businesses to carry the cost of
accomplishing public goals-—have increased dramatically and at every level of government.

B Federal and state governments have dramatically increased their reliance on income taxes as a
source of revenue. State governments, for example, increased the share of their total receipts
from this source from just 8.3 percent in 1950 to 31.9 percent in 1993.

B Revenues from taxes on property, corporate profits, and specific commodities fell, as a
percentage of total revenues for all governments, until the mid-1990s. A new trend toward



greater reliance on property and excise taxes, particuiarly by state and local governments,
appears to have started in the mid-1990s.

According to a prominent school of thought in public finance circles, taxes are the price
paid for public services and benefits.? Consequently, one cannot judge the fairness or efficiency of
a tax system without also examining who benefits from public expenditures. In recent years,
changes in how public funds are spent have also been dramatic:

8 Spending on public welfare and other
entitlement programs has risen Spending on public welfare and
dramatically relative to total spending, other entitlement programs has risen
inflation, and population growth. In 1980, dramatically relative to total

spending on Social Security and Medicare .. . .
eclipsed national defense spending. spending, inflation, and population
growth.

® Spending on defense, highways, and other
constitutionally required or basic
government services that benefit all citizens has fallen steeply relative to other spending,
although it has risen relative to inflation and population growth.

m  Debt has been rising for all levels of government, causing interest payments to emerge as the
fourth largest expenditure item, accounting for 10.2 percent of all government spending in
1592,

Organization of the Report

Part 1 examines total tax revenues by all levels of government between 1960 and 1992.
Part 2 examines total government spending during the same period. Part 3 focuses on state taxes
and spending from 1950 to 1993, and Part 4 looks at local taxes and spending between 1950 and
1992.

Part 5 examines preliminary data on state revenue between 1993 and 1995, state spending
between 1992 and 1995, and state tax rates between 1994 and 1996. Spending on public aid and
education appears to have stopped its rapid rate of increase relative to other forms of state
government spending, while tax burden appears to be shifting away from personal income to
general sales and excise taxes. Part 6 contains a summary and concluding remarks.

Endnotes and a statistical appendix containing the databases used tc generate charts and
tables appear at the end of the report.



Part 1
Total Government Revenues
1960 - 1992

How did revenue collections for all levels of government change between 1960 and 19927
To answer this question, we examined Bureau of the Census data for 1960 and 1992 and adjusted
the figures for inflation and population growth To see if trends since 1980 were different from
the long-term trends, we repeated the analysis using 1980 data.

Real inflation-adjusted government A.  Total Revenues
tax collections per person more than
doubled between 1960 and 1992. Between 1960 and 1992, annual

revenues to all levels of government increased
nearly 1,400 percent, from $153 billion to
$2.3 trillion. Adjusted for inflation, the
increase was 211 percent. If we further adjust for the 38.7 percent growth in population that
occurred during this period, the increase was 121 percent.

In plain language, real inflation-adjusted government tax collections per person more than
doubled between 1960 and 1992. The most dramatic increase was in revenues generated by Social
Security and Medicare taxes, which increased from $10.6 billion in 1960 to $394 billion in 1992,
or 3,600 percent (681 percent after inflation).

Four revenue sources were responsible for 65.2 percent of all revenues in 1960: individual
income taxes (28.2 percent), corporate income taxes {14.8 percent), non-tax general revenue
(11.4 percent), and excise and other sales taxes (10.8 percent). Thirty-two years later, individual
income taxes had fallen slightly as a share of total government revenues, to 26.2 percent;
corporate income taxes fell dramatically to 5.5 percent; non-tax general revenue rose to 19.0
percent; and Social Security and Medicare taxes more than doubled their share of total revenues,

rising from 7.0 percent to 17.4 percent. Excise and other sales taxes fell from 10.8 percent of all
revenues to 4.0 percent.

The rapid growth of Social Security and Medicare taxes during this period could, but does
not, mask or distort the trends for other revenue sources. For example, income tax revenues
accounted for a slightly larger share of all government revenues in 1992 than in 1960—31.7
percent versus 30.3 percent—when Social Security and Medicare are excluded. Income from
excise and other sales taxes as a share of overall revenues still declines by approximately the same
amount. Figures | and 2 on the facing page illustrate the change in tax revenue sources for all

levels of government in the U.S. between 1960 and 1992. Underlying data can be found in Tables
1 and 2 in the appendix. :



Figures 1 and 2 |
Composition of Total Government Revenues

1960

Corporate income 14.6%

Individual income 26.2%...... .. _

Non-tex general revenue 11.4%

= Employee retirement 1.9%

Utility revenue 2.4%

General sales and gross recelpts 3.4%

Exclse and other sales 10.8%
Social Security and Medicare 7.0%

. .
o
.

Property 10.7% . Other 9.5%

1992

Mon-tax ganeral revenue 19.0%

Individual income 26.2%

Utility revenue 2.6%

Social Security and Madicars 17.4%

Excise and other sales 4.0%

Employee refirement 4.9%

Corporate income 5.6%
Property 7.9%

General sales and gross recelpis 5.8%
Other 6.5% g 4 ’



B. Total Tax Burden

1995 Tax Burden on
the Typical American Family According to the Tax Foundation,

) . taxes per capita in 1996 averaged $8,944, or
Median Family Income §52,039 34.8 percent of per-capita income.” Of that
Federal income tax 4,926 total, federal taxes accounted for $5,910, and
Payroll Taxes state and local taxes accounted for $3,034.

Employee Share 3,822 The Joint Economic Committee of Congress,
Employer Share 3.822 using a different methodology, estimates that
Other Federal Taxes 2,244 the typical f an.]ily in the US. paid 409
percent of its income in taxes in 1995, (See
Total Federal Taxes 14,814 table on this page.)
Total State/Local Taxes 6,506 || Tax burden in the U.S. is at historical
highs relative to gross national product and as
Total Taxes $21,320

a percent of personal iricome. The Tax
After Tax Income $34.541 Foundation uses the concept of a “Tax
Freedom Day” to illustrate this growth.

Taxes as a Percent of Income 40,9%
In 1902, the entire earnings of an
, : , _ average U.S. citizen from 31 days of work
Source: Joint Economic Committee, Econontic uld h . hi h
Policy Update. March 1996, citing Tax would have been sufficient to pay his or her

Foundation and U.S. Bureau of Census data. annual tax bill. Hypothetically, that person
could have worked from January 1 to January

31 just to pay taxes. January 31 thus could be

called “Tax Freedom Day.” By 1930, 13
more days of work would have been required, moving Tax Freedom Day to February 13. In 1960,
the date was April 16; in 1970, April 26; in 1990, May 2. In 1996, Tax Freedom Day landed on
May 7. The average American worker in 1996 had to work 128 days just to pay his or her taxes.
(See figure on the next page.)

Because state tax burdens vary, overall tax burden varies from state to state. Connecticut
had the highest total tax burden in the nation in 1996, followed by New York, New Jerscy,
Minnesota, and Wisconsin. The state with the lowest tax burden was Alabama, followed by
Mississippi, Missouri, Louisiana, and Delaware. (See table on the next page.)

C.  Changes in Tax Rates

The combined employer-employee Social Security and Medicare tax was 2 percent when
the program was enacted in 1937. The rate was doubled in 1954, and increased again to 6 percent
in 1960. The tax rate reached 10.4 percent in 1971, 13.3 percent in 1981, and 15.3 percent in
1991, where it remains today.



Revenues generated by individual income

taxes rose from $43.2 billion in 1960 to $592 billion Total Tax Burden as a Percent
in 1992, State income taxes vary widely in marginal of Personal Income, by State
rates and the number of income brackets, making a 1996

summary difficult. The federal individual income tax

in 1960 had rates ranging from 20 percent to 88 Highest Tax States

percent. The top marginal rate fell to 60 percent in

. . Conmecticut 41.4%
1971 and to 50. percent in 1981. The Tax Reform Act || .. vork 402
of 1986 consolidated the rate schedule to five rates New Jersey 178
and lowered the top rate to 38.5 percent. After Minnesota 36.9
several more changes, the schedule today has five Wisconsin 36.9

rates and a top rate of 39.6 percent.

) Lowest Tax States
Rates under the federal corporate income tax

have also been volatile. In 1960, corporations paid 22 Delaware 31.6%
percent on the first $25,000 in profits and 48 percent Louisiana 31.5
on any amount above that. During the 1980s, the Missouri 31.3
schedule was expanded to five rates ranging from 15 Mississippi 31.3
Alabama 31.0

percent to 46 percent. During the 1990s, rates ranged
from 15 percent to 35 percent.

Soutce: Tax Foundation.

Between 1960 and 1992, revenues from

excise taxes on alcohol, gasoline, tobacco, and “other
sales taxes” (not general sales taxes) rose 451
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percent, from $16.5 billion to $91.2 billion. After adjusting for inflation, the increase was just 16.2
percent, and adjusting for population reveals that the real per-person tax burden actually fell 17.4
percent.

Excise taxes are often levied on a per-unit basis (per gallon in the case of alcohol and
gasoline, and per pack or carton in the case of cigarettes), and for that reason they did not keep
pace with the rapid price inflation of the 1960s and 1970s. % Collections from income and general
sales taxes, on the other hand, rose with rising prices, outpacing both consumption and income
growth during the same period. Income tax receipts grew fastest as taxpayers were pushed into
higher tax brackets, a phenomenon called “bracket c:reep.”7

Overall, the sources of government tax revenues between 1960 and 1992 shifted toward
payroll taxes—especially Social Security and Medicare taxes—and general sales taxes and away
from taxes on property, corporate profits, and specific commodities. Social Security and Medicare
tax rates increased significantly during this period, while the top marginal tax rates on individual
income and corporate profits fell.

D. Non-Tax Government Burdens
All told, average Americans work for

the government 193 days each year . ,
X . burden imposed by governments on their
before they can begin working for citizens, it is wrong to overlook other

themselves. burdens that influence the fairness and
efficiency of the U.S. tax system. Four
additional burdens are most notable:

While taxes are the most visible

® Cost of complying with the tax code. The Tax Foundation estimates that Americans will
spend $235 billion complying with federal, state, and local tax codes in 1996. This is more -
than half as much as all state taxes collected in 1996. If added to Tax Freedom Day, the cost
of compliance would push the date forward by 13 days.

B Cost of futare obligations (debt). During 1996, the federal government spent $144 billion
more than it raised through taxes. This amount of debt was incurred by taxpayers, even
though it was not paid in taxes. Because it will eventually have to be paid, the amount is
essentially the same as a tax. If added to Tax Freedom Day, debt would move the date
forward by eight days.

B The inflation tax. When government inflates the money supply, it causes prices to rise. Price
inflation is similar to an income tax since it reduces the purchasing power of a given holding
or income by the rate of inflation. The federal government recetves the receipts of the inflation
tax when it issues new dollars, and taxpayers “buy” the new money to bring their real money
balances back to their pre-inflation levels.® Inflation during 1994 was the same as a federal



income tax of 2.6 percent with no exclusions or deductions. That tax cost taxpayers $142
billion, enocugh to add eight more days to “Tax Freedom Day.”

m  The cost of regulation. According to the Center for the Study of American Business,
businesses spend $677 billion a year complying with government regulations.” The cost of
regulation, like inflation, is the same as a tax paid by every consumer in the U.S. When added
to Tax Freedom Day, the cost of regulation pushes ahead by 37 days the date when taxpayers
are able to begin working for themselves.

To reflect the true cost of government, Tax Freedom Day has to be pushed ahead a
startling 66 days, from May 7 to July 12. Average Americans, in other words, have to work for
the government 193 days each year before they can begin working for themselves, Taxpayers are
allowed to keep the income earned from working the remaining 172 days each year.

E. Total Tax Revenues from 1980 to 1992

If we turn our attention to the final

twelve years of the statistical record, we find Real inflation-adjusted government
several new trends. Figures 3 and 4 on the tax collections per person increased
following page illustrate the changes. by over one-fourth between 1980
Underlying data can be found in Tables 3 and 11992
4 in the appendix. an '

Total Tax Burden

Total government revenues continued to rise faster than inflation and population between
1980 and 1992. Tax revenues rose from $932 billion in 1980 to $2.26 trillion in 1992, an increase.
of 142.5 percent. Controlled for inflation, the increase was 42.4 percent. After further adjusting
for population growth, the increase was 27.3 percent. In plain language, real inflation-adjusted
government tax collections per person increased by over one-fourth between 1980 and 1992,

Tax Freedom Day retreated by three days between 1980 and 1992, a dramatic departure
from the long-term trend described earlier. The number of days the average American needed to
work to pay his taxes was 123 days in 1980 and 120 days in 1992. During the years between 1980
and 1992, the number of days retreated to as few as 119 in 1984 and moved ahead to as many as
126 in 1981. (See figure on page 11.)

Fast-Growing Revenue Sources

The four fastest growing revenue sources from 1980 to 1992, besides nontax general
revenues, were employee retirement savings, Social Security and Medicare, utility taxes, and

-9.-



Figures 3 and 4
Composition of Total Government Revenues

1980

Individual incoma 30.7%

Mor-tax general revenue 15.3%

Utility revenua 2.4%

Social Security and Medicare 15.0% '
Employee refirement 3.1%

Excise and other sates 4.8%

Geheral salas and gross recelpts 5.5%
Corporate income 8.4%

Preperty 7.3%
Cther 7.6%

1992

Non-tax general revenue 19.0%

individual income 26.2%

Utifity revenue 2.6%
Bocial Security and Medicare 17.4%

Excige and other sales 4.0%

Employee retirement 4.9%

Corporate Income 5.5%
Property 7.5%

Ofter 6 8% General sales and gross recelpls 5.8%
6%
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Tax Freedom Day
12980 - 1882

126

1980 1989 1992

property taxes. Revenues for employee retirement grew due to the rapid growth in government
employment and compensation during the 1970s and 1980s, an aging workforce, and generous
retirement benefits.'® Social Security and Medicare taxes rose, due to the tax rate increases
described earlier, from $139 billion in 1980 to $394 billion in 1992, an after-inflation increase of
66 percent, and grew from 15 percent of total government revenues to 17.4 percent. -

Utility taxes grew as state and local governments discovered that they could require:

utilities to collect taxes on their behalf. Property taxes increased slightly as a share of total

government revenues during the 1980s, rising from 7.3 percent to 7.9 percent, reversing a trend
from the 1960s and 1970s.

Adjusted for inflation and population growth, the four fastest growing revenue sources
between 1980 and 1992 grew at the following rates:

B Employee retirement, up 100 percent;
®  Social Security and Medicare, up 48 percent;
B Utility taxes, up 38 percent; and

B Property taxes, up 37 percent,

11 -



Slow-Growing Revenue Sources

The slowest growing revenue sources from 1980 to 1992 were corporate income taxes,
death and gift taxes, excise and other sales taxes, and individual income taxes. Corporate income
taxes fell from 8.4 percent of all revenues to 5.5 percent, perhaps due to escalating competition
among states for businesses. !

Individual income taxes declined as a

All of the decline in reliance on percentage of total government revenues,
individual income taxes observed in from 30.7 percent in 1980 to 26.2 percent in
the Jong-term trend occurred during 19?2. This @Vfaa.ls tha't all of the decline in
the 1980s reliance on individual income taxes observed

in the long-term trend occurred during the
1980s. Part 2 below will reveal that states
actually increased their reliance on income
taxes during this period, meaning changes in federal income tax policies accounted for all of the
decline in reliance on income taxes during this period.

The change in revenues for the four slowest growing sources of revenue from 1980 to
1992, adjusted for inflation and population growth, were:

m  Corporate income taxes, - 16 percent;
B Death and gift taxes, - 3 percent;
B Lxcise and other sales taxes, up 8 percent; and
B TIndividual income taxes, up 9 percent.
The share of total revenue produced by excise taxes and other sales taxes (not general
sales taxes) declined from 4.8 percent to 4.0 percent. Adjusted for inflation and population, total

revenues from this source nevertheless rose 8 percent during this period, reversing the long-term
trend toward lower real per-capita burdens.

Two factors were largely responsible for the new trend: The lower inflation rates of the
1980s, and rising motor fuel taxes. The latter rose 71 percent in inflation-adjusted doliars, and
grew from 1.6 percent of total revenues in 1980 to 1.9 percent in 1992. The cause of this increase
was a series of tax rate increases at the national and state levels, as shown in the table on the
following page.

-12 -



¥,  Summary and Conclusion

In summary, total government revenues during the 1980s continied some of the trends
observed since 1960, most notably the rising reliance on Social Security and Medicare payroll
taxes and nontax general revenue. However, the 1980s departed from the trends revealed during
the previous two decades in four notable ways:

®  First, total tax revenue stopped growing
relative to personal income, as is revealed Federal and Average State
by Tax Freedom Day falling back three Motor Fuel Taxes, 1982 - 1996
days. Total tax revenues did, however,
continue to grow faster than inflation and Year  Federal Average State Total
population growth. Also, as is shown by
the figure on page seven, this fall in 1982 $0.040 $0.100 $0.14
relative tax burden was due to be 1983 0.040 0.110° - 0.15
_ _ 1984  0.090 0.120 021
reversed again during the 1990s. 1985  0.090 0120 021
1986 0.090 0.130 0.22
®  Second, reliance on individual income 1987  0.091 0.140 0231
taxes fell by approximately 15 percent, iggg g-gg} 3-}28 g;g}
from 30.7 percent of all revenues t0 26.2 1990 0.141 0160 0301
percent.. 1991 0.141 0.170 0311
1992 0.141 0180 0321
B Third, excise taxes rose relative to 1993 0.141 0.180 0321
inflation and population growth, although 1994 0.184 0.185  0.369
their revenues continued to fall relative to 1995 0.184 0185 0.369
1996 0.184 0.190 0.374
-~ total tax revenues.
®  And fourth, a long-term trend away from Source: Tax Foundation, U.S. Department of
property taxes was reversed, as reliance Transportation. -
on revenues from this source rose 8.2

percent, from 7.3 percent to 7.9 percent
of all tax revenues.

By 1992, the nation’s tax system was less progressive and less burdensome on the average
taxpayer than it was in 1980. In both cases, this required a major departure from the trends of the
1960s and 1970s.

-13 -



Part 2
Total Government Spending
1960 - 1992

A. Total Government Spending

Annual expenditures by all levels of government in the U.S. increased 1,545 percent
between 1960 and 1992, rising from $151.3 billion to $2.5 trillion. Adjusted for inflation, the
increase was 247 percent, and adjusting further for population growth reveals real per-capita
spending growth of 147 percent. In other words, government spending per person, in inflation-
adjusted dollars, more than doubled between 1960 and 1992.

Another way to illustrate the size of

. . government spending is to compare it to
Government spending per person, in gross domestic product (GDP), the value of

inflation-adjusted dollars, more than the goods and services produced by the U.S.
doubled between 1960 and 1992, economy each year.I2 In 1960, spending by
all levels of government was equal to 30
percent of GDP. In 1992, government
spending amounted to 42 percent of GDP,

Focusing on direct government expenditures could lead one to overlook large amounts of
“off budget” spending, loan programs, and unfunded liabilities for major entitlement programs.
Payments to Social Security beneficiaries, for example, are currently expected to exceed tax
revenues around the year 2012, and the system’s trust fund (itself arguably a fictitious entity) may
be exhausted by the year 2029.% Similarly, unfunded pension liabilities amounting to hundreds of
billions of dollars are carried by state and local governments without being reported as current
expenses or debt.

Estimates of government spending also overlook the indirect effects of government
spending. Government spending through the Medicare and Medicaid programs, for example,
profoundly affects the health care industry by fueling price-insensitive demand for medical
services. Afier decades of double-digit annual growth, health care spending during the first haif of
the 1990s finally slowed due to widespread implementation of managed care. Government
subsidies to housing and agricuiture are other examples of how direct spending by government
only begins to suggest the extent of government’s involvement in the private economy.

B.  Changing Priorities

Spending priorities changed dramatically between 1960 and 1992, as illustrated by Figures
5 and 6 on the following page.



Figures 5 and 6
Composition of Total Government Spending

1960

Naticnal defense and international relations 32.3%

Educalion 12.8%

Botial Securlty and Medicare 7,1%

Highways 6.3%

.

interest on general debt 6.2%

Natural resources 4.7%
Police, Parks, Legal, Fire 3.5&"er 31.0%

1992

Education 14.0%

Interest on general debt 10.2!
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Fublic welfara 8.1%

Cther ganeral expenditvres 4.8%

Pallce, Parks, Legal, Fira 3.8%
Utllity expenditures 3.3%

Comections 0.5%

Hounge a&“‘d"dgﬁ%&nunﬁy development 0.8%
Sewerage and 50iid waste 1.1%

Ofiver general expenditures 1.2%

Other insurance trust 1.3%
Employee rafirement 1.4%
Uremployment compensation §.7%
Financlal administration 1.8%
Postal Service 2.5%

Veterans' services 2.5%
Ulility expenditures 2.7%

Hospllals 2.8%
Public weltare 2.9%

National defense and Infemational relalicns 14.1%

Sacial Security and Medicare 16.5%

Velerans' services 0.8%
Other Insurangs trust 0.5%

Financlal administration 1.2%
Corrections 1.3%

Hausing and community development 1.3%
Unempleyment compensation 1.3%
ewerage and solid waste 1,.4%

Health 1.6%

Postal Service 1.8%
Olfser 2.3%

Natural resources 2.6%

Highways 2.7%

Haspilals 2,89
E'nployee?e ;'emenl 2%
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In 1960, spending on national defense accounted for nearly a third of all government
spending, as much as the next four largest spending categories combined. By 1992, national
defense spending was eclipsed by spending on Social Security and Medicaid and was almost the
same as spending on education. Four areas of government (besides a catch-all category titled
“other general expenditures”) grew fastest during this period:

®  Annual spending on public welfare rose

Real per-capita spending on public 4,435 percent, 857 percent after taking
welfare increased nearly six-fold inflation into account, and 580 percent
between 1960 and 1992 after further controlling for population -

growth. Welfare spending rose from 2.9
percent of total government spending in
1960 to 8.1 percent in 1992,

®  Corrections spending rose 4,209 percent, 809 percent when adjusted for inflation, and 546
percent when adjusted for population growth. Corrections spending accounted for 1.3 percent
of total spending in 1992, up from 0.5 percent in 1960.

®  Social Security and Medicare spending rose 3,705 percent, 702 percent when adjusted for
inflation, and 470 percent when further adjusted for population growth. This category of
spending more than doubled its share of total government spending during this period,
increasing from 7.1 percent to 16.5 percent.

B Government spending on health (not including hospitals or Medicare) rose 3,679 percent,
697 percent when adjusted for inflation, and 467 percent when further adjusted for population
growth. Like corrections, this category of spending is too small (0.7 percent in 1960, and 1.6
percent in 1992) to have much impact on overall government spending.

The four slowest growing areas of government from 1960 to 1992 had purposes and
beneficiaries that differed considerably from the fast-growing entitlement programs:

B Annual spending on veterans’® services rose 439 percent, 13.7 percent after controlling for
inflation, and - 19.0 percent when adjusted for population growth. Like corrections and
health, this is a small category of spending (0.8 percent in 1992).

®  Spending on highways rose 605 percent, 49 percent in inflation-adjusted dollars, and 6
percent when adjusted for population growth. Unlike veterans’ benefits, highway spending
was once a major government funding priority, ranking fourth (behind national defense,
education, and Social Security and Medicare) and accounting for 6.3 percent of all spending in
1960. By 1992, however, it had fallen to eleventh place with 2.7 percent of total spending.

H  National defense grew 619 percent in current dollars, 52 percent in inflation-adjusted dollars,

and 8 percent when adjusted for population growth. National defense spending fell from 32.3
percent of all spending in 1960 to 14.1 percent in 1992,

- 16 -



®  Spending on natural resources rose 811 percent, 92 percent after inflation, and 37 percent
when adjusted for population growth. This category includes forestry and management of
public lands.

A major expense item that also rose Gross Government Debt
rapidly during this period was interest on 1969 versus 1992
debt at all levels of government. Gross
government debt rose from $356.2 billion in 1960 $ (billions) %
1960 to $5.0 trillion in 1992, Interest Federal $286.3 80 4
payments rose from 6.2 percent of total State 18.5 59
spending to 10.2 percent. In 1992 interest Local 51.4 14.4
was the fourth largest expense for Total 356.2 100.0

government. While attention often focuses on
the rising federal debt (properly so since it

accounts for some 80 percent of all 1992

government indebtedness), the federal Federal $4.082 80.8
government’s share of total government debt State 372 7.4
remained almost unchanged from 1960 to Local 598 118
1992. (See table on this page.) Total 3,052 100.0

Source; Department of Commerce, Bureau of the
C. Winners and Losers Census

With the exception of corrections, the
categories of spending that rose the fastest since 1960 were state and federal entitlement
programs. Unlike the national defense and highway spending they replaced, these programs are
not intended to fulfill a constitutionally required duty of government or to benefit all citizens
equally. Instead, they are the outgrowth of New Deal and Great Society social programs designed
to create a “safety net” under society’s neediest populations.

Spending on Social Security and Medicare, public welfare, and health tends to benefit only
those individuals who qualify for entitlement programs. Since these programs are generally
means-tested, recipients tend to pay in taxes less than the value of the benefits they receive.
Between 1960 and 1992, spending on these three categories rose from 10.7 percent of all
spending to 26.2 percent. Other categories of spending that are similarly redistributive, such as
education, unemployment compensation, and housing and community development, also saw
rapid growth during this period. '

By contrast, spending on programs intended to fulfill constitutional duties or to benefit all
taxpayers lost considerable ground since 1960. Spending on national defense, highways,
corrections, police, parks, fire protection, and legal and judicial services, stood at 42.6 percent of
total spending in 1960, but had fallen to 21.9 percent in 1992.

-17 -



The story of government spending between 1960 and 1992 can be summarized as three

trends:

B Total spending rose dramatically relative
The story of government spending to inﬂztion, pfarsonzzll income growth, and
between 1960 and 1992 can be §ross comestic product.
summarized as Slgmﬁcant trends _® Increasing priority was given to payment
toward payment of interest on debt of interest on debt and funding
and funding entitlement programs for entitlement programs for the needy.
the benefit of the needy.

@ Receiving relatively less funding, but

more in real, per-capita dollars, were
constitutionally required services and
services that benefit all taxpayers, most
notably national defense and highways.

D.  Government Spending from 1980 to 1992

Examining spending by all levels of government from 1980 to 1992 reveals new short-
term trends that give us some insight into changing public demands and political compromises.

Total Spending

Annual total government spending increased 160 percent between 1980 and 1992, from
$958.7 biltion to $2.5 trillion. Adjusted for inflation, totat spending rose 52.5 percent. Per-capita -
real spending rose 36.2 percent. These figures are higher than those previously reported for
government revenue growth: per-capita real tax revenues grew by 27.3 percent during the same
period. Most of the difference appeared as public debt during this period.

Changing Priorities

Spending on national defense and Social Security and Medicare met in 1980, with each
category accounting for 15.6 percent of total spending. Interest on debt was already the fourth
largest spending item for all levels of government by 1980 (before the infamous “Reagan
deficits”). Public welfare had moved up from ninth place in 1960 to fifth place in 1980 with 6.8
percent of total spending.

Figures 7 and 8 on the following page illustrate the changes in government spending
priorities between 1980 and 1992. Underlying data can be found in Tables 7 and 8 in the

appendix. The fastest growing government programs during the 1980s, after controlling for
inflation and population growth, were the following:
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Figures 7 and 8
Composition of Total Government Spending

1980

Education 15.0% S

Interest on general debt 7.9%

Public welfare 6.8% %

Other general expenditures 4,9%

Police, Parks, Legal, Fire 4.2%
Natura! rescurces 3.7%

1992

Education 14.0%

Interest on general debt 16.2%

Public welfare 8.1%

Other general expenditures 4.8%

Palice, Parks, Legal, Fire 3.8%

Lty expenditures 3.3%

Sorial Security and Medicare 15.6%

'National defense and international relations 15.6%

Other insurance trust (,9%
Financial administration 1.1%
Heusing 1.3%

Unemployment compensation 1.3%

Veterans' services 1.3%
ewerage and solid waste 1.4%

Hezith 1.5%
Postal Senvice 1.9%
Other 2.7%

Employee retirement 3.0%
Hospitals 3.0%
Highwayé%i.lg% expenditures 3.5%

Natichal defense and international refations 14.1%

Social Security and Medicare 18,5%

Veterans' services 0,8%
Other instrance trust 0.8%

Financial administration 1.2%
Corrections 1.3%

Housing and eommunity development 1.3%
Unemployment compensation 1.3%
ewarage and solid waste 1.4%

Health 1.6%
Postal Service 1.8%
Other 2.3%

Matural resources 2,6%
Highways 2.7%

it 0
Emp!oylélgsrgﬁésm%ﬁt/& 2%
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B Corrections, up 139 percent;
B Interest on general debt, up 76 percent;
® Judicial and legal system, up 71 percent;
®m  Public welfare, up 64 percent.

Real per-capita Social Security and Medicare spending rose 44.3 percent from 1980 to
1992 and replaced national defense as the largest single category of spending. Education spending
remained the third largest category of spending, rising 27.2 percent in real, per-capita terms.

Spending grew most slowly, relative to other government programs, in the following areas (once
again the percentages are adjusted for inflation and population growth):

B Veterans’ services, down 14 percent;
Changes in spending priorities during

the 1980s represented the beginning B Natural resources, down 4 percent;
of the end of the major trends of the — s )
1960s and 1970s. ghways, up > percent,

B National defense, up 23 percent.

Changes in spending priorities during the 1980s represented the beginning of the end of
the major trends of the 1960s and 1970s. The new trends include the following:

B Public welfare and Social Security and Medicare increased their shares of total government
spending at a much slower rate than occurred during the previous two decades. Spending on
public welfare rose from 6.8 to 8.1 percent of all spending, while Social Security and
Medicare’s share of total government spending rose by just under one percentage point (from
15.6 percent to 16.5 percent).

B FEducation spending actually fell one percentage point relative to overall spending, from 15.0
percent to 14.0 percent, reversing the trend of the previous two decades, as enrollments
flattened and hikes in teacher salaries slowed.

® The rapid increase in spending on corrections reveals that most of the increase observed
during the long-term trend (1960 to 1992) in fact occurred since 1980. Corrections spending
stood at 0.5 percent of total spending in 1960, 0.7 percent in 1980, and 1.3 percent in 1992.

®  Most of the decline in national defense spending relative to other government programs

occurred during the 1960s and 1970s, as revealed by the fact that national defense spending
had already fallen to 15.6 percent of total spending by 1980. The 23 percent increase relative
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to inflation and population growth since 1980 is dramatically better than the 8 percent rate of
increase recorded during the long-term period.

® Spending on police, parks, legal and judicial system, and fire protection rose more slowly
relative to other spending categories during the 1980s than it did during the two previous
decades. Spending for this group of services stood at 3.5 percent in 1960, 4.2 percent in 1980,
and 3.8 percent in 1992,

Winners and Losers

Spending on Social : Government Spending

Security and Medicare, public Entitlements versus Basic Services
welfare, and health—the three

) 45
entitlement programs that grew Ny,
fastest since 1960-—stood at 23.9 || 40 ="’"~...,~
percent in 1980, compared t0 10.7 |35 Sne ey
percent in 1960 and 26.2 percent 30 T e
in 1992. Spending on programs 25 T

intended to benefit all taxpayers— 20 /-H;:'““'

national defense, highways,

corrections, police, parks, fire 15 /

protection, and legal and judicial 10 |

services—stood at 24.0 percent in 1080 1970 1980 1992
1980, compared to 42.6 percent
of total spending in 1960 and 21.9 ——  Entittements

percentin1992. § _______ Basic Services

These numbers suggest
that while the trend toward
entitlements and away from basic services continued during the 1980s, the pace of the trend was
dramatically slowed. The graph on this page illustrates the trend.

Conclusion

The 1980s witnessed the continued growth of government spending at rates that were
much higher than inflation or population growth. However, it also witnessed a dramatic slowing,
but not the end, of the trend away from constitutionally required services and services that benefit
everyone and toward the entitlement programs of the New Deal and Great Society eras. Public
support apparently grew for greater public spending on crime prevention and the justice system,
slower reductions in national defense vis-a-~vis other kinds of government spending, and a slower
rate of increase in spending on Social Security and Medicare and other entitlement programs,
Spending on national defense, highways, and natural resources continued to fall relative to other
spending, but at a much reduced rate. '
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Part 3
State Government Revenues and Spending
1950 - 1993

To read some accounts, one would think that America is experiencing a crisis in
federalism. Declining federal aid to state and local governments and “belt-tightening” by state
governments, it is said, are leading to a fiscal crisis at the local level. In December 1995, for
example, State Budget & Tax News reported the following: -

The virtual moratorium on state tax increases has deprived local officials of the
new money they traditionally receive as shares of total state revenues, a
particularly common practice with gas taxes and other highway user charges.
States are not stepping in to replace lost federal aid. Cuts in federal aid have
autorhatically reduced state aid in situations, common in transportation and
environmental protection, where states share in non-federal costs.

The reality is somewhat different.

Real per-capita state tax revenues While federal aid fell as a share of state and
nearly quadrupled between 1950 and local spending between 1977 and 1987, if has
1993 since rebounded to record high levels. In

1995, it accounted for a larger share of state
and local spending than it did in either 1985
or 1975.** This increase in share occurred
during a period of relatively rapid growth in state and local spending. It is true that local
governments have seen less federal aid since the heydays of the mid-1970s. But federal aid has
historically been only a small part of local budgets: it was just 1.3 percent in 1950. -

A. State Revenues from 1950 to 1993

U.S. Census Bureaun data on state revenues and spending are available for as far back as
1950 and, at the time of this writing, as recently as 1993. During that 44-year period, annual state
revenues increased nearly 4,000 percent, from $8.7 billion to $353.1 billion. Adjusted for
inflation, the increase was 574 percent; further adjusted for population growth, the increase was

297 percent. B Real per-capita state tax revenues, in other words, nearly quadrupled between
1950 and 1993,

Figures 9 and 10 on the facing page illustrate the change in sources of state revenue
between 1950 and 1993, Underlying data can be found in Tables 9 and 10 in the appendix.
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Figures 9 and 10
Composition of State Government Revenues

1950

General Sales 16.1% Excise Taxes 27.2%

Death and Gift 1.9%
State Unemployment Tax 11.8%:

Corporation License 2.0%

Public Utifity 2.1%
Severance 2.4%

Insurance Conpany 2.85%
Moter Vehicle Licenses 8.6%

Corporate Inceme 6.7%

Individual Income 8.3% Property 7.0%

1993

— General Sales 32.5%

Individual Income 31.9%

Corporation License 1.2%
Death and Gift 1.3%
Severance 1.4%

Property 2.0%
Insurance Company 2,2%
Public Utility 2.3%

Motor Vehicle Licenses 3.5%

Excise Taxes 8.4% Unemployment 5.2%

Corperate Income 6.9%
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The fastest growing revenue sources for state governments during this period, after
adjusting for inflation and population growth, were the following:

B Annual revenues from income taxes increased 1,427 percent;

B Receipts from general sales taxes rose

From 1950 to 1993, real per-capita 576 percent,
state mcome tax revenues increased ' . o
1.423 percent B Utility tax receipts increased 339 percent;

and

B Corporate income tax revenues rose 306
percent.

The slowest growing state revenue sourceé since 1950 were the following:
W Property taxes, up 14 percent after adjusting for inflation and population growth;
B Excise taxes, up 37 percent;
®  Motor vehicle and operators licenses, up 63 percent; and

& Unemployment taxes, up 77 percent.

State revenue growth since 1950 has been so rapid that even the slowest growing revenue
source—property taxes—grew faster than inflation and population growth. Real per-capita excise
taxes, for example, which lost ground to income and general sales taxes during this period,
nevertheless increased in real per-capita terms by over one-third. And the increase in income tax
collections was phenomenal: 1,427 percent after controlling for inflation and population growth.

‘State-level property taxes became increasingly rare, falling from 7.0 percent of state
revenues in 1950 to 2.0 percent in 1993 as this tax became the preferred revenue source of local
governments. Taxes on personal property and business equipment, which were administered by
state governments in many states during the 1950s and 1960s, were gradually eliminated for
competitive reasons and because they were expensive to collect.

Excise taxes, as noted earlier, generally do not rise with price inflation, and therefore fell
behind other types of taxation (such as income and general sales) since 1950. It also appears clear
that at the state level, at least, excise taxes were being replaced by general sales taxes, total
revenues from which increased six-fold. Many of the commodltles previously subject only to an
excise tax were now subject to dual taxation.
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‘B. State Revenues from 1980 to 1993
Total Revenues

Between 1980 and 1993, annual state revenues increased by 141 percent, from $146.5
billion to $353.1 billion. Real per-capita state
revenues grew by 22 percent between 1980

and 1993, about one-third less than the Real per-capita state revenues grew
increase in revenues for all levels of

government from 1980 to 1992, Total state by 22 percent between 1980 and

revenues rose from 5.54 percent of gross 1993.
domestic product in 1980 to 5.64 percent in
1993,

Changing Sources of Revenue

Figures 11 and 12 on the following page illustrate the change in state revenue sources
between 1980 and 1993, Underlying data can be found in Tables 11 and 12 in the appendix. The
fastest growing sources of state revenues during this period, after adjusting for inflation and
population growth, were the following: '
®  Corporate licenses, up 58 percent;
® Individual income taxes, up 53 percent;
B General sales taxes, up 34 percent; and
8 Insurance company taxes, up 28 percent.

The slowest growing sources of revenue, after adjusting for inflation and population
growth, were the following; :
B Severance taxes, down 41 percent;
® Property taxes, down 39 percent;
B  Unemployment taxes, down 20 percent; and
®  Corporate mcome taxes, down 8 percent.

General sales and individual income taxes continued the pattern of growth relative to other
sources of tax revenue observed during the long-term trend, with individual income taxes growing
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Figures 11 and 12
Composition of State Government Revenues

1980

General Sales 29.5%

Individual Income 25.3%

Corporation License 0.9%
Death and Gift 1.4%

Insurance Company 2.1%
Public Utility 2.4%

Severance 2.8%
Excise 10.9%
Motor Vehicle and Operator License 3.6
Property 4.0%

Gorporate Income 8.1% State Unemployment Taxes 7.9%

1993

I General Sales 32.5%

Individual Income 31.9%

Carporation License 1.2%
~ Death and Gift 1.3%
Severance 1.4%

Property 2.0%
Insurance Company 2.2%
Public Utility 2.3%

Motor Vehicle Licenses 3.5%

) Unemployment 5.2%
Excise Taxes 9.4%

Corporate Income 6.9%
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from 25.3 percent of state revenues to 31.9 percent. Corporate license and insurance company
taxes, though fast growing, accounted for less than 4 percent of all state revenues in 1993.

Excise taxes continued to decline relative to other tax revenue sources, falling from 10.9
percent to 9.4 percent of all state revenues, but rose 5 percent relative to inflation and population
growth. The real per-capita increase in state excise taxes was about two-thirds as much as the 8
percent increase reported earlier for all levels of government during this same period, suggesting
that reliance on this source grew fastest at the federal and local levels of government.

All four of the slowest growing taxes
saw falling real per-capita collections from
1980 to 1993, another departure from the
long-term period. Corporate income taxes,

The real per-capita increase in state
spendmg between 1952 and 1993

for example, down 8 percent between 1980 was 45 1 percent. This was

and 1993, had risen 306 percent from 1950 to considerably faster than the 297

1993. percent growth in real per-capita
state tax revenues during the same
period.

C.  State Spending, 1952 - 1993

Total Spending

Between 1952 and 1993, annual state expenditures increased 4,736 percent, from $10.8
billion to $521.7 billion. Adjusted for inflation, the real increase was 790 percent. Further adjusted
for population growth, the increase was 451 percent. This is considerably faster than the 297
percent growth in real per-capita state tax revenues between 1950 and 1993. State spending grew
from 3.2 percent of gross domestic product in 1952 to 8.3 percent in 1993,

Areas of Fastest Spending Growth

Public welfare spending increased at the most rapid rate, followed by insurance trust,
education, administration, and health and hospitals. Figures 13 and 14 on the following page
illustrate the change in state spending priorities between 1952 and 1993, Underlying data can be
found in Tables 13 and 14 in the appendix. The real per-capita rate of increase for each of these
areas was the following;
B Public welfare, up 1,008 percent;

B Ingurance trust, up 602 percent;

B Education, up 588 percent;
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Figures 13 and 14
Composition of State Government Spending

1952

Education 13,8%

Highways 23.7%

Insurance Trust 1371%

~ Administration 3.3%

_ Natural Resources 5.0%
Public Welfare 13.1%

Liquor Stores 6.7%

Other General 10.5% Health 2nd Hospitals 10.5%

1993

Education 17.3%

Public Welfzr 26.3%

Liquor Stores 0.5%

Insurance Trust 16,7% Natural Resources 2,0%

Adminlstration 3.8%

Highways 8.1%

QOther General 15.2%
Health and Hospitais 10,2%
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B Administration, up 524 percent; and
B Health and hospitals, up 436 percent.
Spending on public welfare rose from $1.4 billion in 1952 to $137 billion in 1993,

doubling its share of total state spending. Spending on education rose almost as rapidly, from $1.5
billion to $90 billion, increasing its share of state spending from 13.8 percent to 17.3 percent.

The rise in welfare spending was

principally driven by three factors: the. Public Spending on Elementary and
obligation of states to help fund federal Great Secondary Education, 1950 - 1990
Society programs passed in the 1960s; rising
health care costs for the poor; and generous Year Expenditures, in 1990
benefit levels and lenient enforcement of dollars, adjusted for inflation
eligibility standards.' | o
1950 $ 4.7 billion

Education spending during this period ;328 ;ig gﬁiigﬁ
was driven by several factors, including 1980 87.6 billion
enrollment growth; growth of alternative 1990 204.8 billion

employment opportunities for women
following World War 11, rapid unionization of
public school teachers during the 1960s; and
a nationwide effort starting in the 1950s to
improve the quality of American schools
following the Soviet launch of the first
manned space craft."”

Source: U.S. Departmerit of Education, National
Center for Education Statistics.

State spending on education increased faster than the overall rate of increase in school
spending as state elected officials responded to calls for property tax relief and, more recently,
“equalization” of spending by local school districts. ' As a result, state tax revenues accounted for
a growing share of local school spending, rising from 39.8 percent in 1950 to 47.3 percent in
1991, '

Areas of Slow Spending Growth

Spending by state governments from 1952 to 1993 grew most slowly, after adjusting for
inflation and population growth, in three areas:

@ Natural resources, up 121 percent;
B Highways, up 88 percent; and

B Liquor stores, down 60 percent.
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Spending on highways fell, as a percentage of state budgets, largely because the federal
government expanded its role in highway funding following enactment in 1956 of the Federal-aid
Highway Act. Under the Act and its subsequent amendments, the federal government provided
matching funds on a 90/10 basis to state funds. Subsequent legislation expanded federal authority
to fund bridge rehabilitation and replacement, and road resurfacing and rehabilitation programs. 1
This helps to explain the dramatic drop in highway spending from 23.7 percent of all state
spending in 1952—the largest single category of spending—to just 8.1 percent in 1993, the sixth
largest category of spending.

Spending on natural resources also fell relative to other areas of spending as the federal
government expanded its role and funding into this area. Liquor stores, finally, fell in real per-
capita terms as well as relative to other spending as more states privatized the sale of liquor.
Seventeen states are still so-called “control states,” where state-run liquor stores maintain legal
monopolies over the retail sales of alcoholic beverages.

Winners and Losers

The shift in spending priorities that occurred at the state level was similar to the shift we
observed in spending by all levels of government. State spending on public welfare, education,
and health and hospitals between 1952 and 1993 rose from 37.4 percent of total spending to 53.8
percent. Spending on highways, natural resources, and “other general services” fell from 39.5
percent of total spending to 25.3 percent. As was the case with spending by all levels of
government, benefits increasingly went to
particular individuals who qualify for public

Real per-capita state spending grew benefits, not the general taxpaying public.
54.1 percent from 1980 to 1993. _ |
State spending Tose from 6:5 percent D. State Spending from 1980 to
of gross domestic product in 1980 to 1993

8.3 percent in 1993.

Between 1980 and 1993, annual state
expenditures increased over 200 percent,
from $170.9 billion to $521.7 billion. Adjusted for inflation and population growth, real per-capita
spending grew 54.1 percent. State spending rose from 6.5 percent of gross domestic product in
1980 to 8.3 percent in 1993.

Changing Spending Priorities

Public welfare spending again increased most dramatically, followed by insurance trust,
health, and administration. Figures 15 and 16 on the following page illustrate the change in state
spending priorities between 1980 and 1993. Underlying data can be found in Tables 15 and 16 in
the appendix. Rates of spending growth, adjusted for inflation and population growth, were:
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Figures 15 and 16
Composition of State Government Spending

1980

Public Welfare 18.5%

Education 20.6%

Other General 16.8% -3

Liquor Stores 1.3%

Natural Resources 2.4

Administration 3.6%

Heaith and Hospitals 9.2%
insurance Trust 14.6%

Highways 12.1%

1993

Education 17.3%

Public Welfare 26.3%

Liquor Stores 0.5%

Insurance Trust 16.7% Natural Resources 2.0%

Adminisiration 3.8%

Highways 8.1%

Other General 15.2%
Health and Hospitals 10.2%
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m  Public welfare, up 108 percent,
B Insurance Trust, up 76 percent,
B Health and hospitals, up 71 percent;

m Administration, up 63 percent.

Federal Aid to State and L.ocal Goav'ts

The slowest growing areas of
1960 - 1993

o5 6 spending, again controlling for
inflation and population growth,
200 o0 2012 || were:
150 m  Liquor stores, down 42 percent;
100 m  Highways, up 3 percent;
50 iy B Natural resources, up 28 percent;
; and
0

1960 1965 1970 1975 1980 1985 1980 1993 | W Education, up 29 percent.

Real population-adjusted federal ald ($billions)

_ . As was true of the long-term
trend, growth in total state spending from 1980 to 1993 was so rapid that only one category of
spending, state-owned liquor stores, grew more slowly than inflation and population growth. The
slow-down in spending growth observed for all levels of govemment during the 1980s was not
experienced at the state level.

Growth in spending on public welfare greatly outpaced spending on any other program,
resulting in public welfare overtaking education as the largest single category of spending.
Welfare spending rose from 19.5 percent of state spending in 1980 to 26.3 percent in 1993, while
spending on education fell from 20.6 percent to 17.3 percent.

Federal Aid to State and Local Governments

State spending was able to grow faster than state revenues largely due to the growth of
federal grants-in-aid to state and local governments. Such aid rose from $6.5 billion in 1960 to
$88.7 billion in 1980, and $185.7 billion in 1993. Adjusted for inflation and population growth,
real per-capita federal aid to state and local governments declined during the early 1980s but rose

during the late 1980s and early 1990s to reach a record high in 1993. The chart above shows the
trend since 1960.%°
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D. Summal“y and State Government Spending

Conclusion Entitlements versus Basic Services

60 :

Earlier in this repott, we I
observed strong trends during the 80 T
1960s and 1970s for overall 40~ ommearT
government spending to shift 30 T e e —
toward entitlements and away 20 -
from constitutionally required
services and services that benefit 10
everyone. That trend dramatically 0 I I 1 i
slowed, but did not stop, during 1950 1960 1970 1980 1082
the 1980s and first years of the
19905, — Entitlements

— — * Basic Services
We can now see that state

governments did not contribute to

changing the trends in spending during the 1980s and 1990s. As the chart on this page illustrates,
the trend toward state spending on entitlements (defined in this case as public welfare, education,
and health and hospitals) continued through the 1980s, while the trend away from basic services
(natural resources, highways, and “other general spending™} appears to have escalated during this
period. Spending on entitlements rose from 37.4 percent of all state spending in 1952 to 49.3
percent in 1980 and 53.8 percent in 1993, while spending on basic services fell from 39.5 percent
in 1952 to 31.3 percent in 1980 and 235.3 percent in 1993,

A new state spending trend that did emerge during the 1980s was a small move away from
education spending, which rose dramatically relative to other spending priorities from 1950 to
1980 but then fell from 1980 to 1992. The change may be attributable to flat enrollment levels and
lower rates of salary increases for teachers. After racing to make teacher salaries competitive with
private-sector opportunities in the 1950s and 1960s, and then to fulfill teacher union demands
during the 1960s and 1970s, state legislators in the 1980s may have begun to turn their attention
to getting value for their investments. In real per-capita terms, however, spending on education
still outpaced inflation and population growth by 29 percent between 1980 and 1993.
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Part 4
Local Government Spending and Revenues
1950 - 1992

A. Local Government Revenues from 1950 to 1992

Between 1950 and 1992, annual local revenues increased at a faster rate than state
revenues. Total local revenues, including revenues from federal and state governments, rose 3,900
percent, 591 percent adjusted for inflation, and 311 percent adjusted for both inflation and
population growth. Total receipts rose from $16.1 billion in 1950 to $647.8 billion in 1992.

The three sources responsible for 81
From 1950 to 1992, total local percent of local tax revenue in 1.950 were
government revenues rose 3,900 property taxes (43.7 percent), aid from state
percent, 591 percent a djuste’d for | governments (26.2 percent), and utility taxes

. . - (11.2 percent).
inflation, and 321 percent adjusted

for both inflation and population By 1992, aid from state governments
growth. had displaced local property taxes as the
largest single source of funds, with 30.3
percent of total revenues, and property taxes
fell to second place with 26.5 percent.
Charges and miscellaneous fees grew from 9.9 percent in 1950 to 20.1 percent in 1992 to become
the third largest source of revenue. Utility taxes fell relative to other revenue sources, from 11.2
percent to 8.6 percent, while sales tax revenues rose from 3 percent to 5.2 percent of all receipts.

Figures 17 and 18 on the next page illustrate the change in sources of local revenues
between 1950 and 1992, Supporting data are in Tables 17 and 18 in the appendix. The rates of

increase for the four fastest growing local revenue sources, adjusted for inflation and population
growth, were: '

# Income taxes, up 1,911 percent;
B Insurance Trust, up 911 percent,
R From federal government, up 876 percent; and

® Charges and miscellaneous, up 731 percent.

The slowest growing sources of revenues for local governments during this period were:
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Figures 17 and 18
Composition of Local Government Revenues

1950

Fropetty 43.7%

v o
R
Insuranca Trust 1.1%
From Federal 1.3%

Other 2.4%

From States 26.2%
Sales 3.0%

Charges & Misc. 9.9%

Utility 11.2%

1992

Frem States 30.3%

Froperty 26.5%

Liquor Stores 0.1%
"~ —-— Other 1.4%

Individual Income 1.8%

Insurance frust 2.8%

From Federal 3.1%

Sales 5.2%

. Charges & Misc. 20.1%

Utility 8.6%
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Percentage of Local
Government Budgeis Funded
by State Aid, 1992

Highest Levels of State Aid

New Mexico 51.7
West Virginia 46.0
Delaware 43.5
Arkansas 443
California 443
Wisconsin 42,7
Kentucky 42,6
Idaho 41.4
North Carolina 41,0
Washington 40.0

Lowest Levels of State Aid

Colorado 27.6
Texas 27.5
Georgia 273
Kansas 271
Nebraska 26.7
Oregon 26.5
Maryland 26.1
Rhode Island 258
* South Dakota 23.1
New Hampshire 12.5

Source: Depariment of Commerce,
Bureaun of the Census; calculations by
The Heartland Instiiute.

B Liquor stores, down 40 percent;
B QOther téxes, up 143 percent;
® Property taxes, up 149 percent; and

B Utility taxes, up 213 percent.

Total local government revenues grew so rapidly .
between 1950 and 1992 that only the slowest growing:
revenue source, liquor stores, recorded a negative real
per-capita rate of growth during this period. Property
taxes more than doubled in real, per-capita terms, helping
to explain the popularity of calls for property tax relief,
yet even they were one of the slowest growing revenue
sources for local governments. The rate of growth of
local income taxes, at nearly 2,000 percent, was
dramatic, but few local governments relied on them: they
accounted for just 0.4 percent of total revenues in 1950,
and 1.9 percent in 1992.

Total state aid to local governments rose from
$4.2 billion in 1950 to nearly $200 billion in 1992, a rate
of growth that exceeded inflation and population growth
by 375 percent. Different state governments returned
different amounts to local governments. In 1992, state.
funding made up 45 percent or more of local budgets in
New Mexico, West Virginia, and Delaware. At the other
extreme, local governments in New Hampshire, South
Dakota, and Rhode TIsland received 26 percent or less of
their budgets from the state. (See table on this page.)

Aid from the federal government also grew

rapidly between 1950 and 1992—876 percent after inflation and population growth—but still
accounted for only 3.1 percent of total revenues in 1992.

Another small but rapidly growing source of local revenues was tobacco taxes. Total local
tobacco revenues increased from $38 million in 1963 to $182 million in 1995, an increase of
nearly 400 pe:rcem.21 The number of local jurisdictions collecting tobacco taxes rose from 225 in
1963 to 451 in 1995. Growing reliance on tobacco taxes appears to be part of a larger trend,
noted earlier, by local governments to rely on their own sales taxes.

In summary, from 1950 to 1992, local governments dramatically increased their revenues
relative to inflation and population growth. Property taxes fell from nearly half of total revenues
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to just over one-quarter, {0 be replaced primarily by increased aid from state governments, and
charges and miscellaneous fees. While revenues from individual income taxes and the federal

government rose rapidly during this period, these two sources combined accounted for just 4.0
percent of local revenues in 1992.

B. Local Government Revenues from 1980 to 1992

Between 1980 and 1992, annual local revenues increased 151 percent, from $258.3 billion
to $647.8 billion. After adjusting for inflation and population growth, the increase was 31.6
percent. In other words, local government
revenues outpaced inflation and population

growth by about one-third during the 1980s Local government revenues outpaced
and first years of the 1990s. On its face, this

would seem to contradict claims that local inflation and .p0p ulé.ltlon. growth by
governments were financially “hard pressed” about one-third during the 1980s and
during the 1980s. | first years of the 1990s.

The three largest sources of revenue
at both the beginning and end of this period were state aid, local property taxes, and charges and
miscellaneous fees, Figures 19 and 20 on the following page illustrate the change in local taxes
between 1980 and 1992, Data can be found in Tables 19 and 20 in the appendix.

The fastest growing revenue sources during this period, after adjusting for inflation and
population growth, grew at the following rates:

B Insurance Trust, up 120 percent;
®  Charges and miscellaneous fees, up 57 percent;
B Sales taxes, up 45 percent; and
B Utility taxes, up 38 percent,
- Growth rates for the slowest growing revenues sources during this period, again adjusted
for inflation and population growth, were:
B Aid from the federal government, down 50 percent.

m Liquor stores, down 34 percent;
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Figures 19 and 20
Composition of Local Government Revenues

1980

From States 31.5%

Property 25.4%

Liguer Stores 0.2%
Qiher Taxes 1.4%

Ingtirance Trust 1.7%

individual income 1.9%

Sales 4.7%

Charges & Misc. 16.9% Utility 8.2%

From Federal 8.2%

1992

From States 30,3%

Property 25.6%

Liguor Steres D.1%
Other 1.4%

Individual Income 1.9%

Insurance Trust 2.8%

From Federal 3.1%

Sales 5.2%

Charges & Misc. 20.1%

Utility 8.6%
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B Aid from state governments, up 27 percent;
B Other Taxes, up 32 percent; and

® Personal income taxes, up 32 percent.

The real per-capita decrease in aid from the federal government is in striking contrast to
the long-term (1950 - 1992) increase of nearly 900 percent. Similarly, the relatively slow rate of
growth of state aid to local governments, relative to other revenue sources, marks a departure
from the long-term trend. Federal aid fell from 8.2 percent of local revenues in 1980 to 3.1.
percent in 1992, while state aid fell from 31.5 percent to 30.3 percent.

The discussion of federal aid to state and local governments in the previous section of this
report noted the decline in real per-capita federal aid during the 1980s, but also reported a
significant increase during the first few years of the 1990s. Some of that increase occurred in
1993, one year after the final year for which we have complete data on local revenues. But it is
also likely that state governments benefitted more from increasing federal aid in the early 1990s
than did local governments. This would be the case since much of the federal aid was earmarked
for welfare and health programs administered by state, not local, governments.

Due partly to the decline in federal
and state aid relative to other revenue From 1980 to 1992, local

sources, local governments came to rely more governments came to rely more
heavily on property taxes (rising from 25.4 heavily on property taxes, charges

percent to 26.5 percent of total revenues), d miscell P d al
charges and miscellaneous fees (rising from. and miscellaneous fees, and gener

16.9 percent to 20.1 percent), and general | sales taxes.
sales taxes (rising from 4.7 percent to 5.2

percent). Revenue from utility taxes also rose
slightly relative to other sources of revenue, from 8.2 percent to 8.6 percent of all revenues.

Closer examination of sales tax revenues reveals that large cities are approximately twice
as reliant on sales taxes as municipalities in general, averaging about 10 percent of their total
revenues from this source instead of 5 percent. While local governments as a group were
becoming more reliant on sales taxes during the 1980s, the largest cities in the U.S. were
becoming siightly less reliant on this revenue source. General sales taxes fell from an average of
10.1 percent of big city budgets in 1980 to 9.8 percent in 1992, a decrease of 3.0 percent. Only
five major cities increased their reliance on general sales taxes, while ten reduced their reliance,
(See table on the next page.)

To summarize, local revenues from 1980 to 1992 showed four major trends:
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Sales and Gross Receipts Taxes
as Percent of Total Revenues

Cities

New York
Los Angeles
Chicago
Houston
Philadelphia
San Diego
Detroit
Dallas
Phoenix
San Antonio
San Jose
Baltimore
Indianapolis

San Francisco

Jacksonville

Average

1980 - 1992
1980 1992
9.1 7.6
11.0 10.8
17.1 18.9
118.7 19.9
0.2 2.1
16.7 13.6
27 22
18.5 14.7
18.4 17.1
5.2 6.6
19.6 19.0
2.7 24
0.7 21
7.3 6.8
3.7 2.6
10.1 9.8

% change

~15.6

- 15
11.0

6.6
920.5
-18.6
-19.4
-20.9
-7.3
26.0
-3.1
-12.3
190.2
-6.1
-29.7

- 3.0

Source: Burcan of the Census; calcniations by The

Heartland Institute.

Total revenues outpaced inflation and
population growth by one-third.

Real per-capita state aid to local
governments grew 27 percent, enough to
almost keep pace with total local
government spending but not enough to

sustain the previous trend toward

increasing reliance on state aid.

Real per-capita federal aid fell almost by

‘half, and as a percentage of total revenues

fell from 8.2 percent in 1980 to 3.1
percent in 1992, Increasing federal aid to
state governments in 1992 and 1993 may
not have reached local governments.

To sustain its rapid rate of growth
without similar increases in state or
federal funds, local governments
increased their reliance on property and
sales taxes. In the case of property taxes,
this reversed a long-term trend that had
seen reliance on this revenue source fall
from 44 percent in 1950 to 25.4 percent
in 1980,

Local Government Spending from 1950 to 1992

Between 1950 and 1992, annual local expenditures increased about 3,800 percent, from
$14.7 billion to $570.2 billion, Adjusted for inflation and population growth, the rate of increase

was 295 percent; put another way, real per-capita local government spending nearly quadrupled
from 1950 to 1992,

Census Bureau data breaks local government spending into only seven categories. In
1950, education, “other,” and roads were the three largest categories of spending, accounting for

72.3 percent of total spending. In 1992, education and “other” had increased their shares of total

spending while the share of spending devoted to roads fell by over half. Spending on health and

hospitals rose to replace roads as the third largest category of spending.

Figures 21 and 22 on the following page illustrate the change in local spending priorities
between 1950 and 1992. Underlying data can be found in Tables 21 and 22 in the appendix. The
fastest growing categories of spending, and their rate of growth in real per-capita dollars, were:



Figures 21 and 22

Composition of Local Government Spending

1950

Education 32.4%

Other 21.1%

Administration 4.9%

Health and Hospitals 5.4%

Police and Fire 8.0%
Reads 11.8%

Public Welfare 8.3%

1992

Education 42.2%

Administration 4.5%

Other 26.9%
Roads 4.6%

Public Welfare 5.7%

Police and Fire 7.7%
Healih and Hospitels 8.3%
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® Health and hospitals, up 503 percent,
B “Other,” up 404 percent;
B Education, up 323 percent; and

B Police and fire, up 282 percent.

: The slowest growing areas of
Real per-capita spending on welfare spending, again controlled for inflation and
more than doubled during this population growth, were:

period, while education spending
more than quadrupled and spending

on health and hospitals increased six- ®  Welfare, up 142 percent; and
fold.

B Roads, up 54 percent;

B Administration, up 266 percent.

Spending once again was growing so rapidly that even the slowest growing categories of
spending saw substantial rates of growth. Real per-capita spending on welfare more than doubled
during this period, while education spending more than quadrupled and spending on health and
hospitals increased six-fold.

Comparing spending on entitlement programs versus constitutionally required services and
services that benefit all citizens is difficult at the local level due to the small number of categories
of spending and the large size of the “other” spending category (about a quarter of all spending).
If we take spending on health and hospitals, education, and public welfare to be examples of
entitlement spending, and police and fire and roads as examples of basic services, we find that
spending on entitlements rose only slightly, from 54.1 percent in 1950 to 56.2 in 1996, while
spending on basic services fell from 19.8 percent to 12.3 percent.”

In summary, local government spending rose at nearly four times the rate of inflation and
population growth from 1950 to 1992. Areas of fastest spending growth were health and
hospitals, “other,” and education, while spending on public welfare and roads grew most slowly.
The previously observed trend away from basic services and toward entitlements occurred to a
lesser degree at the local government level, and was most apparent as a decline in share of
spending by basic services, not as a growing share held by entitlement spending.
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D.  Local Government Spending from 1980 to 1992

Between 1980 and 1992, annual local expenditures increased about 153 percent, from
$225.3 billion to $570 billion. Adjusted for inflation and population growth, the increase was 32.8
percent. This is slightly more than the 31.6 percent increase reported for real per-capita local
government revenues. The difference was largely funded by the acquisition of debt.

The largest categories of spending in both 1980 and 1992 were education and “other.”
Combined, these categories accounted for 69.9 of all spending.in 1980 and 69.1 percent in 1992.
Figures 23 and 24 on the following page illustrate the change in local spending priorities between
1980 and 1992. Underlying data can be found in Tables 23 and 24 in the appendix.

The fastest growing areas of local government spending during this period, and the
percentage change adjusted for inflation and population growth, were the following;

®  [ealth and hospitals, up 50 percent;

The fastest growing areas of local
government spending from 1980 to
B Public welfare, up 39 percent; and 1992 were health and hospitals,
administration, and public welfare.

B Administration, up 46 percent;

The slowest growing areas of local
government, again with increases adjusted
for inflation and population growth, were:

® Roads, up 9 percent;
B Education, up 29 percent; and
m  Police, up 35 percent.

Education spending fell from 43.5 percent of local spending to 42.2 percent, reversing the
long-term trend in this area. (Real per-capita spending nevertheless increased by nearly one-third.)
A decline in education’s share of total spending by all levels of government and state governments
also was observed earlier. Road spending fell from 5.6 percent of local spending to 4.6 percent,

continuing a downward spiral that started with local governments devoting 11.8 percent of their
budgets to roads in 1950.
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Figures 23 and 24
Composition of Local Government Spending |

1980

Education 43.5%

Adminisiration 4.1%

Other 28.4% Public Welfare £.5%

Roads 5.6%

Hgatth and Hospltals 7.3%
Police and Fira 7.6%

1992

Education 42.2%

Administration 4.6%

Cther 26.9%
Roads 4.6%

Public Walfare 5.7%

Police and Fire 7.7%
Health and Heospitals 8.3%
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Spending on public welfare rose from 5.5 percent to 5.7 percent of all spending, moving in
the opposite direction of the trend from 1950 to 1992. This small rise relative to other spending
may represent the end of a long experiment in “federalizing” social welfare programs. During the
1980s and 1990s, considerable discussion took place about the appropriate role of the federal
government in setting welfare policies. Governors were given greater discretion to set eligibility
standards and use federal funds to finance welfare-to-work programs. One consequence of these
changes in policy may be that local governments faced new responsibilities for administering
welfare programs or for caring for persons no longer eligible for federal or state aid programs.

Local government spending on
entitlement programs, as previously
defined, remained almost unchanged Entitlements versus Basic Services
from 1980 to 1992, falling slightly from 60

lLocal Government Spending

56.3 percent in 1980 to 56.2 percent in 50

1992, Spending on basic services 40

declined from 13.2 percent of total

spending in 1980 to 12.3 percent in 30,

1992, This suggests that all of the 20 ————_—

(small) increase in local government 10 e =
spending on entitlements relative to total 0 | | ‘ ;
spending that was observed for the 1950 1980 1970 1980 1992

long-term period occurred prior to
1980. The trend away from basic Entitlements
services continued through the 1980s at —— —— . Basic Services
a somewhat slower rate than during the ‘
preceding decades.

F. Summary and Conclusion

Real per-capita local government revenues and spending grew dramatically since 1950 and
continued to outpace inflation and population growth in the 1980s. Real per-capita revenues grew
311 percent between 1950 and 1992, with increases in state aid, charges and misceflaneous
charges, and utility taxes most responsible for the increase.

During the 1980s, education dominated the next largest category of spending by a nearly
two-to-one margin. After growing relative to other areas of local government spending during the
1950s, 1960s, and 1970s, however, education spending fell slightly during the 1980s even though
real per-capita spending on education grew by one-third.

A weak trend toward entitlement spending and away from constitutionally required
services and services that benefit everyone was observed for local government spending during
the period from 1950 to 1992. Entitlement spending remained almost unchanged, as a percentage
of total local government spending during the 1980s, while spending on basic services continued
to decline, though at a slower rate than in previous decades.
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Part§
State Revenues and Spending
1992 - 1996

Examining preliminary data on state taxes and spending from 1992 to 1996 gives us some
insight into whether the trends that occurred during the 1980s and first few years of the 1990s
have contmued Incomplete information makes it difficult to construct a complete picture of these
changes We focus on changes in state revenues between 1993 and 1995; state spending
between 1992 and 1995; and changes in specific state tax rates from 1994 to 1996,

A, State Government Revenues from 1993 to 1995

Between 1993 and 1995, total state revenues increased 13.6 percent, from $353.5 billion
in 1993 to $401.5 billion in 1995, Ad]usted for inflation and population growth, the increase was
4.8 percent over the two-year perlod Figures 25 and 26 on the next page illustrate the change in
state revenue sources between 1993 and
1995. Underlying data can be found in Tables
25 and 26 in the appendix.

Not only did state revenues grow

faster than inflation and population The moderation in growth in state
growth from 1993 to 1995, they also revenues that occurred between 1980 and
grew faster than the average rate of 1993 apparently did not continue past 1993,

At approximately 2.25 percent per year, state
revenues grew faster between 1993 and 1995
than they grew during the preceding 12-year
period. As reported earlier, state revenues
grew 22 percent from 1980 to 1993.

increase during the preceding 12-
year period.

Changing Revenue Sources

The fastest growing sources of revenue from 1993 to 1995, and their increases adjusted
for inflation and population growth, were the following:

B State property taxes, up 33 percent;
®  Corporate income taxes, up 11 percent;
B “Other” taxes, up 8 percent; and

" General sales taxes, up 7 percent.
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Figures 25 and 26
Composition of State Government Revenues

1993

General sales 32.5%

Individual inceme 31.9%

Death and Gift 1.3%
Severance 1.4%

Property 2.0%

Insurance company 2.2%
Public utility 2.3%
Cther 3.5%

Licenses 6.6%

Excise 9.4% \
Corporate income 6.8%

1995

General sales 33.1%

Individual income 31.5%

Severance 1.1%
Death and Gift 1.2%

Public utility 2.0%
Instrance company 2.1%
Property 2.5%

Gther 3.6%

Licenses 6.5%

Extise 9.1%
Caorporate income 7.3%
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The slowest growing sources of revenue, and their increases (again adjusted for inflation
and population growth) were the following:

Severance taxes, down 15 percent;
The shift away from individual
income taxes may be small, but it ® - Utility taxes, down 9 percent;
coulld mark the f_:nd of rising reliance & Death and gift taxes, down 4 percent:
on mcome taxation by state | and : |
governments. '

B Insurance, up .5 percent.

State property tax revenues increased from 2.0 percent of total state revenue in 1993 to
2.5 percent in 1995, reversing both the long-term trend (1950 - 1993) and the trend observed
during the 1980s. (Real per-capita state property taxes fell 39 percent from 1980 to 1993 )
Nevertheless, property taxes continue to be a minor révenue source for states. The increase in
corporate income taxes also reversed the trend from the 1980s, when corporate income taxes fell
from 9.1 percent of total receipts in 1980 to 6.9 percent in 1993,

The trend toward greater reliance on general sales taxes continues a pattern observed
during the 1980s as well as the long-term period. The declining reliance on public utility taxes
continues a trend from the 1980s, but not seen in the long-term period.

Individual income taxes fell slightly relative to other revenue sources, from 31.9 percent of
total spending to 31.5 percent. This shift away from individual income taxes may be small, but
this is a new trend for state governments (though not for ail levels of government combined) and
it could mark the end of rising reliance on income taxation by state governments.

Excise taxes rose .9 percent faster than inflation and population growth, but fell from 9.4
percent of all state revenues in 1993 to 9.1 percent in 1995. This continues the long-term trend
(excise taxes were 27.2 percent of state revenues in 1950) as well as the trend of the 1980s
(excise taxes were 10.9 percent in 1980). “Unpacking” this category reveals that real per-capita
taxes on tobacco rose 10.2 percent from 1993 to 1995, the third largest increase behind corporate
income taxes and state property taxes. Motor fuel taxes fell 0.3 percent, and alcohol taxes fell 7.7
percent, after controiling for inflation and population growth.

B.  State Government Spending from 1992 to 1995

To obtain comparable data on state spending in the years since 1992, we have relied on
the annual reports of the National Association of State Budget Officers (NASBQ).” Thisis a
very limited database. Spending is divided into just seven categories, and the “all others” category
amounts to fully a third of total spending. These categories of spending are not comparable to
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those used earlier. The reader should note that the spending estimates in this section also cannot
be meaningfully compared to the revenue estimates presented in Section A.

Spending by state governments rose
from $596 billion in 1992 to $721 billion in Spending by state governments rose
1995, a real per-capita increase of 7.3 percent from $596 billion in 1992 to $721
over a three-year period. The three largest billion in 1995, a real per-capita

areas of spending in 1992 were Medicaid .. £73 i th
(17.1 percent), education (21.4 percent), and 1ncrease ol /.o percent over a three-

“all others” (32.1 percent). The same three year period.
categories topped the list of expenditures in
1995,

Figures 27 and 28 on the next page illustrates the change in state spending priorities
between 1992 and 1995. Underlying data can be found in Tables 27 and 28 in the appendix. The
fastest growing areas of spending, and their real per-capita increases, were:

B Medicaid, up 20 percent;
B “All others,” up 11 percent;

B Corrections, up 13 percent; and

®  Education, up 5 percent.

The slowest growing categories of spending were:
®  Public aid, down 16 percent;
®  Higher education, down 4 percent; and

B Transportation, down 0.2 percent;

Of the seven categories of spending, three increased their share of total spending.
Medicaid, a form of public aid spending, grew from 17.1 percent of total state spending in 1992
to 19.2 percent in 1995. Nevertheless, evidence emerged in 1995 that spending growth in this area
was slowing. From 1994 to 1995, Medicaid spending grew 5.1 percent, less than the 7.2 increase
in total spending and considerably less than the 10.7 percent increase that occurred between 1993
and 1994, In its 1995 annual report on state expenditures, NASBO expressed relief at finally
reversing a 30-year trend:
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Figures 27 and 28
Composition of State Government Spending
by Function

1992

All others 32.1%

Elementary & Secondary Edugation 21.4%

Corrections 3.5%
Public Aid 5.1%

Medicaid 17.1%
‘Transportation $.4%

Higher Education 11.6%

1995

All cthers 33.3%

Elementary & Secondary Education 20.9%

Corrections 3.6%

Public Aid 4.0%

Transportation 8,7%
Medicaid 19.2%

Higher Education 10.3%
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After a long period of experiencing double~digit increases, states appear to have
successfully employed cost containment measures to curb Medicaid costs in fiscal
1995. The growth rate is down considerably from the increases experienced a few
years ago, due to federal mandates being fully phased in and states” cost
containment efforts. States’ active pursuit of solutions to their latest “budget
buster” has ﬁnaﬂy resulted in Medicaid growth which is below overall growth in
state spending, %

State spending on public aid fell from
5.1 percent to 4.0 percent of all spending, From 1994 to 1995, state spending
Combining NASBO's Medicaid and public on public aid (excluding Medicaid)
aid lines produces a total public welfare increased by just 0.8 percent. From

category that was 22.2 percent of state
spending in 1992 and 23.2 percent in 1995, 1994 to 1995, 34 states reported

This small increase stands in strong contrast spending reductions, and spending
to the long-term trend revealed by Census actually fell by 0.6 percent.

Bureau data, showing public welfare spending  {L
rising from 13.1 percent of state spending in
1952 to 19.5 percent in 1980 and 26.3 percent in 1993,

Between 1993 and 1994, according to NASBO, 21 states reported a decline in spending
on Aid to Families with Dependent Children (AFDC), the principal state public aid program.
During this period, state spending on public aid increased by just 0.8 percent. Between 1994 and
1995, 34 states reported spending reductions, and spending actually fell by 0.6 percent.

Spending on corrections grew from 3.5 to 3.6 percent of state spending between 1992 and
1995, an increase NASBO attributes to a “tough on crime” public sentiment, mandatory
sentencmg laws and court-imposed orders for relief of overcrowded prisons or improved prison
conditions.’ Spending on transportation fell from 9.4 percent of all spending to 8.7 percent, in
step with a trend that we have traced all the way back to 1952. NASBO’s “transportation”
category is more broad than the Census Bureau’s category of “roads,” making comparisons
impossible.

Spending on “all others” increased from 32.1 percent of all spending in 1992 to 33.3
percent in 1995. This category includes hospitals and other health programs, economic
development, environmental projects, state police, juvenile institutions, parks and recreation,
housing, and general aid to local governments.

According to NASBO, spending on elementary, secondary, and higher education fell
relative to total state spending. Combining the categories, we see that total state spending on
education fell from 32.9 percent of total spending in 1992 to 31.2 percent in 1995, continuing a
trend that started during the 1980s after large increases in education spending during the 1960s
and 1970s.
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NASBO’s method of grouping expenses does not allow us to track the trend toward or
away from entitlement spending. However, the decline in education spending and public aid
(relative to total spending), the slowing growth of Medicaid in the final year of the series, and
rising spending on corrections suggest that this trend, which had slowed considerably during the
1980s, probably stopped and/or reversed direction in 1995,

States with the Highest C.  State Tax Rates, 1994 - 1996

General Sales Taxes, 1996 .
eneral dales 1axes, While we do not yet have revenue

data for 1996, we do have good data

Rhode Island 7.00% . .

Mississippi 700 concerning changes in state tax rates adopted
Washington 6.50 in 1995 for the 1996 fiscal year.

Nevada 6.50

Texas 6.23

Ilinois 6.2 General Sales Taxes

Connecticut 6.00

Florida 6.00 )

California 6.00 State general sales taxes raised $123.8
Michigan 6.00 billion in 1994 and $132.7 billion in 1995.

Their share of total state revenues increased

from 32.5 percent to 33.1 percent. Michigan
Source: Tax Foundation. Note that many states

) as the only state to increase a general sales
allow counties and local governments to add to w Y . . ; & ..
these rates tax rate during this period, increasing its rate

50 percent (from 4 percent to 6 percent) in
exchange for property tax relief. The
controversial plan, which also increased
cigarette taxes by 50 cents a pack, is described in more detail below.

At 7 percent, Rhode Island and Mississippi had the highest state general sales taxes in the
nation in 1996. Washington and Nevada followed at 6.5 percent. Minnesota, Utah, Georgia, and
the District of Columbia reduced general sales tax rates between 1994 and 1996. Additional
information about state sales taxes in 1994 and 1996 can be found in Table 29 in the appendix,
and in the table above.

Individual Income Taxes

In a striking departure from the long-term (1950 - 1993) and short-term (1980 - 1993)
trends, between 1994 and 1996 states began reducing their reliance on individual income taxes.
Eight states cut marginal income tax rates in 1994 and 1995. Michigan and New Mexico cut tax
rates in 1994; California, Connecticut, and Delaware followed with cuts in 1995; and Arizona,
New Jersey, and New York cut their taxes in both years.

The situation in New Jersey is of particular interest. Governor Christine Todd Whitman
took office in 1994 by pledging to cut the state’s income tax rates by 30 percent over three years.
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Upon winning the election, she became a conservatlve hero to many by cutting tax rates by the
promised amount in two rather than three years.”

Because New Jersey’s income tax receipts are earmarked for local property tax relief, the
state will offer a good case study in whether or not reductions in state aid necessarily lead to
higher local taxes. The cut made in 1995
apparently did not result in higher property
taxes that year, according to an analysis by

the New York-based Manhattan Institute.” In a striking departure from the long-

It is too early to tell what the longer term term and short-term trends, between

results will be. 1994 and 1996 states began reducing
their reliance on individual income

On the spending side in New Jersey,
Governor Whitman cut some $1.2 billion out
of the 1996 budget. However, many of the
savings appear to be the result of creative
bookkeepmg rather than actual belt-tightening.*® The principal “savings” are:

taxes.

B Paying retirees’ medical benefits as current expenses rather than funding them in advance
(savings: $279 million);

R Paying the fund the same amount for each employee rather than paying more for older
employees and less for younger employees (savings: $318 million); and

®  Assuming an annual inflation rate of 4 percent instead of 5 percent (savings: $125 million).

Combined, these bookkeeping changes amount to $955 million, or 80 percent of total
spending cuts. The Governor defends the cuts as good business practices and says she would have
made cuts elsewhere if she needed to. Nevertheless, she has been campaigning for higher cigarette
taxes and various other narrow-based taxes and user fees to keep her budget balanced. It is not
clear whether she will control spending sufficiently to avoid a general sales tax hike in 1997,

Corporate Income Taxes

State corporate income taxes raised $25.6 billion in 1994 and $29.2 billion in 1995,
Corporate income taxes were responsible for a rising share of state budgets from 1993 to 1995,
growing from 6.8 percent to 7.3 percent of all revenues, but this increase was apparently due to
record levels of corporate profits, not to higher tax rates. In fact, five states reduced their
corporate income tax rates in 1994: Arizona, Michigan, New Jersey, New York, and
Pennsylvania. In 1995, Connecticut lowered its corporate income tax rate.

According to the Tax Foundation, during 1994 and 1995 nine states made changes to their
corporate income tax bases that had the effect of lowering rates, while four (Towa, Minnesota,
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Nebraska, and Rhode Island) increased taxes through changes to the base.

State Gasoline Taxes in 1996

(dollars per gallon)

High Gasoline Tax States

Connecticut $0.380
Rhode Istand 0.280
Montana 0.270
Nebraska 0.264
Idaho 0.250
Oregon 0.240
Nevada 0.240
Wisconsin 0.237
Maryland 0.235
Delaware 0.230

Low Gasoline Tax States

Indiana $0. 150
Vermont 0.150
Michigan 0.150%
Pennsylvania 0.120
New Jersey 0.105
Wryoming 0.090
New York 0.080%*
Alaska 0.080
Georgia 0.075
Florida 0.050

* These states also impose general sales
taxes on gasoline. When included,
Michigan and New York have above-
average effective gas tax rates.

Source: Tax Foundation, October 1996,

The downward trend in corporate income tax
rates and the proliferation of base reductions appear to
be due to recently heightened competition among
states for new businesses and business expansion.>!
Because of these cuts and reductions, corporate
income tax revenues will probably fall as a share of
state revenues when corporate profits return to their
historic levels.

Motor Fuel Taxes

State governments raised $24.9 billion from
motor fuel taxes in 1994 and $25.5 billion in 1995, but
revenues {rom this source accounted for a declining
share of state revenues from 1993 to 1995, State
motor fuel tax rates in 1996 averaged 18.72 cents per
gallon, a 2 percent increase from 1994, Rates ranged
from a high of 38 cents per gallon in Connecticut to a
low of 5 cents in Florida. (See table on this page for
other outliers.)

States that increased their gasoline taxes most
rapidly between 1994 and 1996 were West Virginia
(32 percent), Connecticut (31 percent), Missouri (31
percent), and Idaho (14 percent). Three states cut their
gasoline taxes: Tennessee (-6 percent), New Mexico (-
23 percent), and Florida (-59 percent). See Table 29 in
the appendix for more information.

Tobacco Taxes

In 1993, governments raised $12 billion by
taxing cigarettes. Of that amount, $5.5 billion went to

the federal government (24 cents per pack) and $6.2 billion went to state governments (28.6 cents
per pack). The average total tax of 53 cents per pack was approximately 31 percent of the retail

price of a pack of cigarettes.

“Cigarettes,” according to Duke University economist W. Kip Viscusi, “are the most
heavily taxed major category of consumer purchases. Relative to the purchase amount, tobacco
products are subject to a higher tax rate than alcohol, three times the tax rate of gasoline, and

over ten times the tax rate imposed on items such as utilities and automobiles.

»32
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State tobacco taxes raised $6.2 billion in 1993, $6.6 billion in 1994, and $7.4 billion in
1995. Although this rate of increase was faster than the growth in overall state revenues (19.3
percent versus 13.6 percent), the share of state revenues raised from tobacco taxes remained at

1.8 percent. The average tax per pack in the U.S. was 29.05 cents in 1994 and 32.66 cents in
1906,

Nine states increased their taxes on cigarettes between 1994 and 1995, with Arizona
posting the largest increase, going from 18 cents per pack to 58 cents for a 222 percent tax hike.
(See table on this page.) Only one state, Nebraska, reduced its cigarette tax, from 37 cents to 34
cents per pack. Table 30 in the appendix has more information.

One of the most controversial

tobacco tax increases occurred in March

1994, when Michigan voters approved States That Increased

Proposal A, a referendum that reduced Cigarette Taxes, 1994 - 1996

property taxes in return for raising the

general sales tax from 4 percent to 6 percent || State % increase  Governor’s

and increasing cigarette taxes by 50 cents per Party

pack, from 25 cents to 75 cents. Proposal A . , _

passed with support from most of the state’s ﬁ’:ﬁ’i‘;n 3(2)3 % gzgggﬂgﬁ

busmesg community, which opposgd an Vermont 120 Republican

alternative plar'i that‘ would have raised Tdaho 56 Republican

corporate and individual income taxes. || Washington 51 Republican
South Dakota 43 Republican

Republican Governor John Engler Rhode Istand ig gem"‘;_rﬂt

campaigned hard for Proposal A based on his ‘é‘gﬁ;ﬁ?ﬂt 6 RZII; E&igi

long-standing desire to see the state’s

general sales tax (which was lower than that National average 12%

of most neighboring stateg) increased. The

Michigan experience is important for two ) )

reasons. First, some observers claimed that it Source: Tax Foundation, Heartland Institute

w“ » : calculations.

opened the door” for other states to raise

taxes on tobacco products, both because of
the large size of the tax hike and because
Michigan is a large Midwest state not known for having a liberal electorate. Governors and
legislators in other states, who may have hesitated in the past to push for small increases in
cigarette taxes, may now be emboldened to push for much larger increases.

Second, the Michigan decision involved a popular conservative governor who was willing
to massively raise taxes on a specific product, apparently not believing that doing so contradicted
his anti-tax rhetoric. This could indicate that conservative governors are willing to finance their
(popular) income tax cuts by increasing taxes on (unpopular) tobacco products. Indeed, the
governors of eight of the nine states that raised lobacco taxes between 1994 and 1996 were
Republicans. However, only three of the nine states that increased cigarette taxes also cut income
tax rates {(Michigan, Connecticut, and Arizona).
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Republican governors seeking ways to make up for revenue lost due to income tax cuts
appear to be eyeing tobacco taxes. Maryland’s governor has proposed doubling that state’s
current tax of 36 cents per pack to partially offset a cut in the income tax.>> In December 1995,
New Jersey Governor Whitman was “vowing fo fight for a cigarette tax™ hike of 25 cents per
pack.34 Local governments, too, are increasingly viewing tobacco as a revenue source: As
reported earlier, total local tobacco revenues
increased nearty 400 percent between 1963

The governors of eight of the nine and 1995, while the number of local
states that raised tobacco taxes jurisdictions collecting tobacco taxes nearly
doubled.

between 1994 and 1996 were

Republicans. Smokers can take some comfort in the
fact that many conservative Republicans have
consistently opposed higher taxes on tobacco
as part of their opposition to all tax increases. In New Jersey, for example, a newspaper report of
Governor Whitman’s support for higher cigarette taxes said “the political ramifications of raising
a tax, even one that polls show the public supports, has shattered GOP unity and stalled
negotiations on the charity care program, which wiil expire at year’s end without legislative
action.” Democrats were refusing to vote for the higher tax, too.

Alcohol Taxes

Governments at all levels raise approximately $18 billion per year through taxes on the
alcohol industry. Of that total, $7.6 billion comes from federal excise taxes, $3.6 billion from state
and local excise taxes, $4.6 billion from state sales taxes, and $2.2 billion from local property
taxes.>® Taxes constitute an average of 43 percent of the purchase price of beer™® and 61 percent
of the retail price of a typical 750 ml bottle of spirits.

Total state alcohol tax collections remained unchanged from 1993 to 1995 at $3.6 billion,
but fell slightly as a share of total state revenues, from 1 percent in 1993 to 0.9 percent in 1995.
When state beer, spirits, and wine taxes are disaggregated, we find that average beer taxes fell 5
percent (from 24 cents a gallon to 23 cents); spirits taxes fell 3 percent (from $2.78 to $2.70); and
wine taxes rose 8 percent (from 68 cents to 73 cents).

Three states increased their taxes on beer significantly between 1994 and 1996; Arkansas
(25 percent), Wyoming (25 percent), and New Mexico (17 percent). Arkansas and Wyoming both
started with beer taxes well below the national average and still have below-average tax rates.
New Mexico, on the other hand, now has the nation’s seventh highest beer tax. (See table.) Ten
states cut their beer tax rates during the period, with Georgia (-33 percent), New York (-24
percent), and Washington (-20 percent) leading the way.

Some states, called “control states,” allow alcohol to be sold only by state stores. The

effective tax rate is reported as a tax above state store markup prices. Other states apply an excise
tax per gallon. Four states increased their spirits tax rates between 1994 and 1996: Louisiana,
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New York, Georgia, and New Mexico. Eight states cut their tax rates; Wisconsin, Texas,
Oklahoma, North Dakota, Nevada, Kansas, Ilinois, and Hawaii.

Finally, nine states increased taxes on table
wine while only one state (Ohio) cut taxes. The tax
hikers were Wisconsin, South Carolina, Louisiana,
Georgia, West Virginia, New Mexico, Washington,
Hawaii, and Oklahoma.

For more information about changes to state:
beer, spirits, and table wine taxes from 1994 to
1996, see Tables 32 - 34 in the appendix.

D. Summary and Conclusion

There is evidence that since 1992, the shift in
state spending toward entitlement programs and
away from services that benefit all taxpayers may
have stopped. The principal cause for this change
was the ability of states to hold increases in Medicaid
and education spending to below the rate of increase
of total state spending, and to actually reduce
spending on public aid.

The long-standing trends toward reliance on
state individual income taxes and away from excise
taxes also may have ended between 1994 and 1996.
Individual income taxes fell slightly, as a share of
total state revenue, between 1993 and 1995, and
several states cut income tax rates in 1994 and 1995,

General sales taxes increased their share of
total state revenues, but they increased at a much
slower rate than did taxes on tobacco. Tobacco tax
hikes in 1994 and 1995 suggest that tobacco taxes’
share of state revenue will show an increase in 1996,

It is tempting to speculate that tobacco taxes
are being hiked as a way to pay for income tax cuts,
and in three states (Michigan, Arizona, and
Connecticut) this may indeed have been the case.
But the remaining six states that increased tobacco
taxes did not cut income tax rates, nor did five states
that cut income tax rates resort to higher tobacco

- 57 -

States With Highest

Alcohol Taxes, 1996
Beer
(3 per gallon) _
Hawaii $0.91
South Carolina 0.77
North Carolina 0.53
Alabama 0.53
Florida 0.48
Mississippi 0.43
New Mexico 0.41
Oklahoma 0.40
Utah 0.36
Distilled Spirits

{Control States, tax rate in addition to
store markup)

Alabama 56.0%
Washington 42,6
Montana 26.0
Vermont 25.0
Virginia 20.0
Maine 14.0
Michigan 13.85
Utah 13.0
{Non-Control States, § per gallon)
New York $8.586
New Mexico 8.08
Oklahoma 7.42
Table Wine

{$ per gallon except Utah)

Utah 13.0%
New Mexico $2.27
Florida 2.25
Virginia 2.02
Georgia 2.02
Iowa 1.75
Montana 1.364
Hawaii 1.34
West Virginia 1.33
South Carolina 1.28

Source: Tax Foundation, October 1996,




taxes to pay for them. The most we can say is that hiking tobacco taxes may be a way for
Republican governors to balance their budgets without raising other taxes: Fight of the nine
governors who raised tobacco taxes between 1994 and 1996 were Republicans.

It seems reasonable to us that the changing direction of government spending is not
entirely unrelated to the changing sources of government revenue. Prior to the 1990s, spending

Candidates for public office elected
in 1994 typically pledged to cut
mcome taxes and reduce entitlement
spending. Our review of the
evidence suggests they have been
successful in both of these areas, but
have not succeeded in reducing the
rate of growth of total state
spending.
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was steadily increased on entitlement
programs at the same time as the tax system
was becoming increasingly progressive, This
growing divide between who receives public
services and who pays for them helped set
the stage for the 1994 election results. Many
Republican candidates for public office
elected in 1994 pledged to cut income taxes
and reduce entitlement spending.

Our review of the evidence suggests
they have been successful in both of these
areas, while allowing other kinds of taxes and
spending on other government programs to
Tise. '



Part 6
Summary and Conclusion

To know where we are going, it is a good idea to know from where we have come. As
Americans embark on a national debate over how best to change the nation’s tax code, it is
valuable to understand how the burden of taxation and beneficiaries of government spending have
changed over time. We believe several conclusions with public policy relevance emerge from this
analysis.

Tax burden is high by historical standards.

The most pronounced change in tax T ax Frecdom Dy
policy during the past forty years has been 1060 - 1998
the rise in the level of overall taxes. The
average real per-capita tax burden rose 121
percent between 1960 and 1992. The
typical American family paid over 40
percent of its total income in taxes in 1995,
In 1996, the average American had to work
128 days just to pay his or her taxes,
compared to 108 days in 1960 and just 44
days in 1930,

Individual tax burdens grew dramatically, relative to personal income, until the 1980s,
when sustained economic growth and lower rates of inflation allowed personal income growth to
keep pace with the rising cost of government. Data from the 1990s suggest that government is
once again growing faster than personal income.

Reliance on income taxes is high by historical standards.

All three levels of government dramatically increased their reliance on income taxes as a
source of revenue, At the federal level, the share of total revenue derived from individual income
taxes remained relatively stable between 1960 and 1992, but Social Security and Medicare taxes
rose from 7 percent of total revenues in 1960 to 17.4 percent in 1992, State governments
increased the share of their total receipts from this source from just 8.3 percent in 1950 to 31.9
percent in 1993, Local governments, which historically have not relied on income taxes,
nevertheless increased their real per-capita collections from this source by a remarkable 1,911
percent between 1950 and 1991, -

Non-tax government revenues are also at historic highs.

Governments also burden their citizens with a variety of indirect costs that often escape
public attention and debate. These non-tax government revenues include the cost of complying
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with the tax code ($235 billion a year), future obligations or debt (at least $180 billion a year),
inflation ($142 billion in 1994), and complying with regulations ($677 billion a year). When added
to the tax burden, these additional costs mean that Americans must work for the government a
staggering 193 days a year before they can begin working for themselves. During the 1990s,
inflation and the acquisition of new debt appear to have moderated, but the cost of complying
with regulations is rising.

Spending has shifted toward entitlement programs and away from
constitutionally required services and services that benefit everyone.

Spending on Social Security and Medicare,
Government Spending public welfare, and health rose from 10.7 percent of
5 Entilements versus Basle Services all spending in 1960 to 26.2 percent in 1992. While

40 1o - spending on these entitlement programs was rising,
35 ""'-—..,_ spending by all levels of government on defense,
30 '"“-u-... highways, and other constitutionally required or
25 )Wﬂ: ..... basic government services that benefit afl citizens
fz " fell from 42.6 percent of all spending in 1960 to
10 — 1 - | 21.9 percent in 1992.

1960 1970 1980 1902

Eniiioments Several long-term tax and spending
———————— Basic Services trends slowed or stopped during the 1980s.

The trend toward spending on entitlement
programs rather than constitutionally required services or services that benefit everyone slowed
dramatically during the 1980s, as shown in the figure on this page. Nearly all of the trend noted
for the long-term period {(1960-1992) occutred prior to 1980,

On the tax side, the federal government significantly reduced its reliance on individual -
income taxes during the 1980s. This reduction was largely offset, however, by state governments
that continued their dramatic shift toward income taxes while lowering their reliance on property,
corporate income, and excise taxes. After two decades of reducing their reliance on property
taxes, local governments during the 1980s increased their reliance on this tax, and also increased
their reliance on retail sales and excise taxes.

Interest on debt has emerged as a major
expense item for all levels of government.

The federal government accounts for about 80 percent of all government debt, a share that
has remained relatively constant since 1960. Debt has been rising for all levels of government,
causing interest payments to emerge as the fourth largest expenditure item in 1992, accounting for
10.5 percent of all government spending.
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Spending by state governments during the 1980s continued
to shift from basic services to entitlement programs.

Closer examination of government spending
priorities reveals different trends at each level of
government. At the state level, the trend toward
spending on entitlement programs escalated
during the 1980s, opposite the trend found at the
federal level and for all levels combined. State
spending on public welfare, education, and health
and hospitals rose from 37.4 percent of total state
spending in 1952 to 49.3 percent in 1980 and 53.8
percent in 1993. Meanwhile, state spending on
basic services (natural resources, highways, and
“other general spending”) fell from 39.5 percent in
1952 to 31.3 percent in 1980 and 25.3 percent in

State Government Spending

Entiflements versus Basic Services
B0

°° ______/—,
AD —

20
10
0 T T T 1

1950 1860 1870 1580 1982

Entitlements
Rasic Services

1993. Local governments experienced a weak trend toward entitlement spending from 1950 to
1980, and virtually no change in relative shares of spending during the 1980s.

Federal aid to state and local governments is at historic highs.

Contrary to popular belief, real per-capita
federal aid to state and local governments did not
fall during the 1990s, and now stands at a historic
high. Such aid rose from $6.5 billion in 1960 to
$88.7 billion in 1980 and $185.7 billion in 1993,
Adjusted for inflation and population growth, real
per-capita federal aid to state and local
governments declined slightly during the early
1980s but rose rapidly during the late 1980s and
early 1990s.

Federal Ald to State and Local Gov'ts

1860 - 1853
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200

160

1960 1965 1870 1975 1880 1985 1950 1893

Y  Real population-adjustad federal ald ($biillons)

Several long-term trends reversed themselves during the 1990s.

The moderation of total tax burden during the 1980s, as measured by the Tax
Foundation’s Tax Freedom Day, was reversed during the 1990s. Americans had to work five
more days in 1996 than in 1990 to pay for their taxes. The total number of work days required to

pay for taxes rose from 123 in 1990 to 128 in 1996,

The loﬁg—term trend toward income taxes and away from other types of taxes stopped
and probably reversed itself during the 1990s. State governments, which aggressively increased
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their reliance on income taxes prior to the 1990s, saw a slight decline in the share of total revenue
raised through income taxes between 1993 and 1995, Eight states cut marginal income taxes in
1994 and 1995.

The trend at the state level toward spending on entitlement programs and away from
basic services may have reversed itself in the mid-1990s. Between 1994 and 1995, state spending
on Medicaid for the first time grew more slowly than did overall state spending, and spending on
public aid fell from 5.1 percent to 4.0 percent of total state spending. Since the trend toward
entitlement spending had already stopped or been reversed at the federal and local levels, it is
likely that the trend toward entitlement spending by all levels of government combined also
stopped during the 1990s.

ok ok ok ok ok ok ok

Tax policy and government spending priorities in the U.S. have changed in many ways,
sometimes dramatically, during the past forty years. Due to the decentralized nature of the
American system of federal government, it
can hardly be said that these changes are the
result of a deliberate plan or public consensus.
Few people were in positions where they

People who support more (or less)

progressive taxation should be were likely to see or direct the “megatrends”
challenged to tell us whether they identified here.

mean more (or less) progressive than - :

in 1950. 1960. 1970. or 19969 Understanding this history of {axes in

the U.S. can help us make sense of proposals
to change tax policy today and in the future.”’
People who support more (or less)
progressive taxation should be challenged to tell us whether they mean more (or less) progressive
than in 1950, 1960, 1970, or 1996. Depending on their answer, the policy change needed to
achieve their objective may be the opposite of what they advocate.

Calls for more (or less) spending on entitlements or basic services should be met with a
similar question: Was the balance between entitlements and basic services better in 1950 than in
19967 If it was, why did the balance change? And why, as is apparently the case, has the trend
toward one type of spending and away from the other stopped in recent years? Shouldn’t this be
relevant to a discussion of future tax and spending policies?

The authors use the history presented here to reach their own conclusions on matters of
fairness and efficiency in a companion volume to this report titled “How Fair? How Efficient?®
But we invite the reader to use this analysis to inform his or her own opinion on how tax and
spending policies should be changed.
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