
Public welfare spending
grew by more than two-
thirds.  No other
category of spending
grew so fast or
accounted for such a
large share of the
increase in state
spending. 

Interest in state government budgets is
growing.  With the devolution of histori-
cally federal responsibilities for welfare
and other programs to states, their ability
and willingness to fund and implement
these programs amid changing economic
circumstances becomes increasingly
important.  State fiscal health has been
particularly strong in recent years.  How
states use this strength—expanding pro-
grams, saving for less prosperous times,
or reducing tax rates—will significantly
affect states’ future ability to meet the
needs of their citizens.

Between 1988 and 1997 (the most
recent year for which data are available)
state governments’ real per capita spend-
ing increased by almost 30 percent, with
an almost equal increase in revenues.
While it is not surprising that state bud-
gets increase during good economic times,
state spending during this period
increased faster than both personal
income and economic output did. On the
expenditure side, public welfare, especial-
ly medical expenditures, and education
have been leading factors.  On the revenue
side, increases in intergovernmental trans-
fers and rapid changes in income and
sales tax revenues account for most of the
growth.

Changes in State

Government Expenditures

How has state spending changed in recent
years?  Table 1 shows real per capita
national totals of state government spend-
ing in each fiscal year for the 10-year peri-
od from 1988 through 1997.   According to

Census data, total real general expendi-
ture increased from about $2,000 to about
$2,600 per capita.  This increase of almost
30 percent occurred during a period when
real per capita income increased about 9
percent and the gross domestic product
increased about 16 percent (not shown). 

So why did state spending increase so
rapidly? Almost half of the increase in
state spending ($280 per capita) was due
to increased spending for public welfare.
There was also significant growth in
spending for education at the elementary,
secondary, and college levels, accounting
for about one-quarter of the total increase
in state spending. Corrections spending
grew rapidly (54 percent), but accounted
for only a small share of the total.  Health
and hospitals expenditures also grew sub-
stantially, by $46 per capita.  On the  other
hand, other categories of expenditure
(highways, interest, and other general
expenditures) grew more slowly than the
economy.  Interest payments by states
declined because the cost of borrowing fell
due to the low inflation rate in the latter
half of the decade. In addition to these
broad trends, the period from 1988
through 1997 can be analyzed by looking
at two subperiods.  From 1988 through
1995, total expenditures rose $45 or more
per capita each year, and public welfare
spending accounted for 52 percent of the
increase.  In 1996 and 1997, expenditure
growth slowed and public welfare spend-
ing declined.

Changes in real per capita state spend-
ing for education can happen three ways.
These changes may occur because of (1)
changes in the number of students per

New Federalism
Issues and Options for States

Series A, No. A-39, July 2000THE URBAN INSTITUTE

An Urban Institute
Program to Assess
Changing Social Policies

What Accounts for the Growth of
State Government Budgets in the
1990s?
David Merriman



An Urban Institute Program to Assess Changing Social PoliciesASSESSING THE NEW FEDERALISM

2

capita, (2) changes in the state share
of educational expenses, and (3)
changes in real expenditures per
student.  During the period from
1988 through 1997, the number of
students in public elementary and
secondary schools increased only
slightly faster than the population.
Thus, there was little change in the
number of students per capita. The
state share of expenditures for ele-
mentary and secondary education
remained nearly constant between
1988 and 1996, at about 48 percent.1
Thus, almost all of the increase in
real per capita elementary and sec-
ondary education expenditures,
shown in table 1, was reflected in an
increase in real expenditures per
student.  

Public welfare spending grew
by more than two-thirds; no other
category of spending grew so fast or
accounted for such a large share of
the increase in state spending.  Table
2 gives more detail about the
growth of public welfare spending.
Throughout the entire 10-year peri-
od, payments to vendors for med-
ical services—much of it under the
Medicaid program—accounted for
more than half of welfare spending.
From 1988 through 1997, this catego-

ry alone grew by a whopping 111
percent and accounted for 80 per-
cent of the growth in welfare spend-
ing.  Welfare spending declined
between 1995 and 1997 once
Medicaid spending growth had sta-
bilized.2

Some Medicaid expenditures,
particularly those by public hospi-
tals, fall under the health and hospi-
tals category (table 1).  Expanded
Medicaid programs probably
explain most of the increase in
health and hospitals expenditures as
well as the bulk of the increase in
public welfare spending.

Direct state spending for cash
assistance declined by $7 per capita,
or 14 percent.  State payments to
counties to finance local government
spending on welfare and Medicaid
clients increased by $21 per capita,
or 54 percent.  Other categories of
public welfare spending also
accounted for only a small share of
the total growth.

Figure 1 illustrates the growth in
state spending over the 10-year peri-
od.  Roughly half the change
occurred in categories other than
public welfare, primarily education
spending.  The remainder of spend-
ing growth, however, can be attrib-

uted to increased public welfare
spending.  The vast majority of the
change was due to increased med-
ical vendor payments, with much
smaller changes in expenditures for
other categorical assistance and
other public welfare.

Changes in State

Government Revenues

How did state governments pay for
the increase in spending between
1988 and 1997?   State governments
get general revenue from four
sources:  (1) federal intergovernmen-
tal revenues; (2) taxes; (3) current
charges, including tuition revenues
of state colleges and universities and
other revenues from the sale of state
services; and (4) other general rev-
enues, such as net lottery receipts
and interest earned on state bank
accounts.  

Table 3 shows real per capita
state government revenues broken
down by source for the years 1988
through 1997 and tax revenues by
source for 1998 and 1999.3 Fiscal
year 1998 marked an important
event in the history of state govern-
ment finance: Total state personal
income tax revenues exceeded
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TABLE 1: Real Per Capita Expenditures by State Governments, FY 1988 through FY 1997 (1992 Dollars)

Sources:  Expenditure data from U.S. Bureau of the Census, State Government Finances.  Population data from U.S. Bureau of the Census, Population Estimates
Program, Population Division.  Data deflated using state and local government implicit price deflators from national income and product accounts. 
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general sales tax revenues for the
first time since the widespread
adoption of state general sales taxes
in the late 1930s.4 This watershed
was the result of a surge in state
personal income tax revenues.  In
fiscal years 1998 and 1999, personal
income tax revenue increased more
than $70 per capita—about as much
as it had increased in the previous
five years.  In 1998 and 1999, general

sales tax revenue increased at a
slightly more rapid pace than in the
previous decade.   By 1999, revenues
from selective sales, corporate
income, and other taxes all had
declined slightly. The reasons
behind the surge in income tax rev-
enues are discussed below.

Between 1988 and 1997, total per
capita revenues were slightly greater
than expenditures in each year,

except fiscal years 1991 and 1992,
when the nation was at the low
point in the business cycle.  Over
the entire period, real per capita rev-
enues grew the same 29 percent as
expenditures.  The largest and
fastest-growing component of rev-
enue was federal grants to states,
which grew 52 percent and account-
ed for more than one-quarter of
state government revenues in 1997.
Current charges also grew quite
rapidly (49 percent), but accounted
for less than 10 percent of revenues
in 1997.  Every other component of
revenue grew more slowly than the
total.  Once again, the period can be
divided into two subperiods; note
that federal intergovernmental rev-
enue had almost no net growth
between 1995 and 1997.

So why did federal intergovern-
mental revenue grow so fast
between 1988 and 1995?  Table 4
shows this revenue’s components.
The largest share of federal inter-
governmental revenues, 57 percent
by 1997, came from federal intergov-
ernmental revenues for public
welfare, which grew by 82 percent
during the period.  While federal
intergovernmental revenue for
health and hospitals grew even

FIGURE 1: Components of Real Per Capita State Spending Growth, 
1988 through 1997

Note:  Numbers do not add due to rounding.
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faster (99 percent), it accounted for
only a small share of states’ inter-
governmental revenues.  Intergov-
ernmental grants to states for
highways remained virtually flat.

Table 5 illustrates the public
welfare components of federal inter-
governmental revenue for 1997 and
1988.  Real per capita Medicaid rev-
enues rose from $141 to $315 (123
percent), while real per capita rev-

enues from non-Medicaid federal
intergovernmental grants grew from
$84 to $96 (14 percent). Thus, nearly
all of the growth in federal intergov-
ernmental revenue to states was due
to growth in federal Medicaid rev-
enues.  

Figure 2 presents a visual sum-
mary of the growth in state revenues
over the period.  This revenue
growth can be divided into three

major categories. The combined
impact of the individual income and
general sales tax accounts for about
one-third of the growth.  A roughly
equal share of growth is due to the
combined growth in all other taxes,
current charges, and other general
revenues.  The final slice, accounting
for approximately 40 percent of the
increase, is due to growth in inter-
governmental revenue.  About
three-quarters of the growth in inter-
governmental revenue is due to
increased revenue for public wel-
fare, which is primarily due to
growth in federal Medicaid expendi-
tures.

Why Did Sales and

Personal Income Tax

Revenues Increase?

Revenues from the personal income
and sales taxes—the two most
important sources of state own-
source revenue—both grew consid-
erably faster than personal income.
The growth of sales tax revenue is
particularly surprising because the
sales tax base had been steadily
eroding for years as households
have switched their consumption
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toward traditionally untaxed ser-
vices.5 In recent years, interstate
sales—particularly sales via the
Internet—have been threatening to
speed the erosion of the sales tax
base.6

Changes in sales and income tax
revenues were the result of a combi-
nation of three factors.  First, in
some cases, legislated changes in
state tax policies increased revenues.
Second,  increases in economic activ-
ity generally increased both the
income and sales tax bases and
caused revenue growth.  Third,
changes in the composition of both
the income and sales tax bases had
significant impacts on revenue
growth.  

Figure 3 illustrates the results of
information provided by the
National Association of State Budget
Officers (NASBO) on legislated
changes to each state’s personal
income and sales taxes during each
year from 1988 through 1997.  These
changes generally reflected the busi-
ness cycle, and the largest increases
took effect during fiscal years 1991
and 1992 as the country struggled to
emerge from a recession.  As the
nation’s economy improved, legis-
lated tax increases diminished; after

1995, there were significant legislated
income tax cuts.  Legislated sales tax
increases in 1991 and 1992 were
smaller than legislated income tax
increases.  However, after 1994 legis-
lated cuts in income taxes far out-
paced the very modest legislated
declines in the sales tax.  

The net impact of legislated
changes in state income taxes over
the decade was quite small.  Actual
1997 income tax revenues were
about 4 percent greater than they
would have been had there been no
income tax policy changes after
1987.7 Thus, only about one-sev-
enth of the 28 percent increase in
real per capita income tax revenue
was due to legislated policy
changes. Changes in the size and
composition of the income tax base
had a far more important influence
on revenues than legislated policy
changes.

State income tax bases grew
substantially between 1988 and
1997. Income tax bases vary some-
what from state to state but general-
ly include most labor and capital
income.  Federal adjusted gross in-
come (AGI) is the best widely avail-
able measure of states’ income tax
bases.  Over the period from 1988
through 1997, real per capita federal
AGI grew about 14 percent (Internal
Revenue Service).

Taken together, the 14 percent
increase in the income tax base and
the 4 percent legislated tax increase
account for about 18 percent of the
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FIGURE 2: Components of Real Per Capita State Revenue Growth, 
1988 through 1997

Note:  Numbers do not add due to rounding.

Sources: Federal grant data by program is from the U.S. Bureau of the Census. Federal Expenditures by
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28 percent increase in real per capita
state income tax revenue between
1988 and 1997.  What accounts for
the remaining 10 percent? 

States with progressive income
tax systems will find that state
income tax revenues rise more than
proportionally with income.8 Since
most states do not index their tax
brackets for inflation, even when
real incomes are stagnant, inflation
leads to bracket creep that increases
real revenues. In recent years, dis-
proportionate income gains by those
at the upper end of the income dis-
tribution have been even more
important than inflationary bracket
creep.  Dye and McGuire (1998) find
that during the period from 1976 to
1995, 37 states had an income tax
revenue elasticity greater than one—
that is, revenues increased more
rapidly than the tax base in a policy-
neutral environment.  A similar pat-
tern exists for the period from 1988
through 1997.  After taking changes
in income tax policy into account,

income tax revenues increased more
rapidly than the income tax base.

The sales tax story is somewhat
different. The net impact of legislat-
ed changes in the sales tax was more
substantial than the income tax.
Actual 1997 sales tax revenue was
about 10 percent higher than it
would have been had there been no
sales tax policy change after 1987.
So about one-half of the 20 percent
increase in real per capita sales tax
revenue was due to legislated policy
changes. Changes in the size and
composition of the sales tax base
explain the remainder.

Sales tax bases vary more across
states than do income tax bases.
Some states exempt food for home
consumption; others impose sales
tax on an array of personal services,
such as beauty salons and dry clean-
ing.  Despite these differences, the
vast majority of all states’ sales tax
revenues come from retail sales.
Between 1988 and 1997, real per
capita retail sales increased nearly

17 percent (Survey of Buying Power
1989–1999).

Taken together, the 17 percent
increase in the sales tax base and the
10 percent legislated increase should
have resulted in about a 27 percent
increase in sales tax revenues.  In
reality, sales tax revenues increased
only about 20 percent over this peri-
od.  What restrained sales tax rev-
enues?  

The most reasonable explana-
tion for lower-than-expected sales
tax revenue growth is that a higher
percentage of sales escaped taxation
in 1997 than in 1988.  Despite policy
changes broadening the sales tax
base, sales tax revenues eroded as
consumers increasingly made pur-
chases through catalogs and the
Internet, often escaping taxation.
Part of this continuing trend, and
perhaps even more important than
consumer purchases, are business
purchases that today escape sales
taxation. Recent evidence (Ring
1999) indicates that a significant
share of sales taxes are paid by busi-
nesses on intermediate transactions.
Businesses may evade these cascad-
ing sales taxes by bringing some
activities “in house.”  For example,
many large businesses have estab-
lished in-house photocopy divisions
rather than purchasing taxable pho-
tocopy services from independent
vendors.

Summary and

Conclusion

The 1990s brought major changes in
the states’ fiscal environments. A
generally positive national economy
brightened states’ fiscal pictures.
Changes in federal policies had
important impacts on both spending
and revenues.  Federal spending on
intergovernmental grants burgeoned
early in the decade but slowed after
1996.  Even while welfare and other
historically federal responsibilities
became state responsibilities, long-
term structural changes in the econ-

FIGURE 3: Real Per Capita Dollars of Legislated Income and Sales 
Tax Changes, by Year

Source:  NASBO.
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omy altered the productivity of
states’ two most important sources
of tax revenue. Key fiscal changes
included:

❚ A 71 percent increase in real per
capita state spending on public
welfare (now the largest single
item in state budgets).

❚ A pronounced shift in state pub-
lic welfare spending toward
payments that compensate ven-
dors for medical aid to the indi-
gent.

❚ Substantial increases in total
and per student spending for
elementary and secondary edu-
cation.

❚ Very large increases in federal
Medicaid payments prior to
1996, which financed states’
increased medical vendor pay-
ments.

❚ Large real per capita increases in
state income tax revenues due to
strong overall economic growth
and disproportionate income
growth among upper-income
taxpayers.

❚ Surprisingly large increases in
sales tax revenue despite contin-
ued evidence of sales tax base
erosion.  Sales tax revenue gains
were the result of strong overall
economic growth and legislated
rate increases and base broaden-
ing.

At the end of the 1990s, states
had significantly more spending
responsibilities and revenues than at
the start.  The composition of state
spending changed significantly, with
increased emphasis on health care
and education.  The general makeup
of revenues also substantially
changed as federal intergovernmen-
tal revenues and individual income
taxes grew more important.  

Endnotes

1. Data on the state share of elementary and
secondary education spending in 1997 are not
yet available.  Data on population, number of
students, and educational expenditures in

1996 can all be found in the U.S. Statistical
Abstract 1999. Data on educational expendi-
tures in 1988 can be found in the U.S.
Statistical Abstract 1995. Public higher educa-
tion enrollments also grew at about the same
rate as the general population.

2. See Holahan, Bruen, and Liska (1998) for a
discussion of the reasons for the slowdown in
Medicaid spending, and see Holahan and
Liska (1997) for an analysis of the prospects
for future Medicaid growth.

3. The most recent tax data available as of this
writing were current as of December 14, 1999.
Some of the tax revenue data is preliminary.
See the Census Web site, http://www.cen-
sus.gov/govs/www/qtax.html, for details.

4. States that do not have a significant income
tax are Alaska, Florida, New Hampshire,
Nevada, South Dakota, Tennessee, Texas,
Washington, and Wyoming.  States with no
general sales tax are Alaska, Delaware,
Montana, and Oregon. 

5. See Merriman and Skidmore (1998) for fur-
ther discussion and analysis of the decline
and prospects for future recovery.

6. For more information about the potential
impact of  Internet sales on sales tax revenue,
see Goolsbee (1999) and NTA (1999).

7. This calculation measures the cumulative
impact of all policy-induced changes in tax
revenues reported in the National Association
of State Budget Officers’ Fiscal Survey of the
States.  The calculation assumes that a perma-
nent policy change that reduces (or increases)
revenues by X% in one year will also reduce
them by X% in each succeeding year unless it
is repealed.

8. Even a state that has a flat income tax rate
(like Illinois) has a progressive income tax
system since the first few thousand dollars of
income are not subject to taxation.
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