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Executive Summary

Each year, families and individuals pay taxes to the government and receive back a wide variety of services and
benefits. When the benefits and services received by one group exceed the taxes paid, a distributional deficit
occurs, and other groups must pay for the services and benefits of the group in deficit. Each year, government is
involved in a large-scale transfer of resources between different social groups.

This paper provides a fiscal distribution analysis of households headed by persons without a high school diploma.
The report refers to these households as “low-skill households.” The analysis measures the total benefits and services
received by these households compared to total taxes paid. The difference between benefits received and taxes paid rep-
resents the total resources transferred by government on behalf of this group from the rest of society.

The size and cost of government are far larger than many people imagine. In fiscal year (FY) 2004, federal, state,
and local expenditures combined amounted to $3.75 trillion. One way to grasp the size of government more readily
is to calculate average expenditures per household. In 2004, there were some 115 million households (multi-person
families and single persons living alone) in the U.S. Government spending thus averaged $32,706 per household
across the U.S. population.

Government expenditures can be divided into six categories. The first four, which can be termed “immediate
benefits and services,” are:

* Direct benefits, which include Social Security, Medicare, and a few smaller transfer programs;

* Means-tested benefits, including cash, food, housing, social services, and medical care for poor and
near poor individuals;

* Public educational services, which include the governmental cost of primary, secondary, vocational,
and post-secondary education,

* Population-based services, which are government services made available to a general community
including police and fire protection, highways, sewers, food safety inspection, and parks.

Two additional spending categories are:

* Interest and other financial obligations resulting from prior government activity, including interest
payments on government debt and other expenditures relating to the cost of government services pro-
vided in earlier years; and

*  Pure public goods, which include national defense, international affairs and scientific research, and
some environmental expenditures.

On average, low-skill households receive more government benefits and services than do other households. In
FY 2004, low-skill households received $32,138 per household in immediate benefits and services (direct benefits,
means-tested benefits, education, and population-based services). If public goods and the cost of interest and other
financial obligations are added, total benefits rose to $43,084 per low-skill household. In general, low-skill house-
holds received about $10,000 more in government benefits than did the average U.S. household, largely because of
the higher level of means-tested welfare benefits received by low-skill households.

In contrast, low-skill households pay less in taxes than do other households. On average, low-skill households
paid only $9,689 in taxes in FY 2004. Thus, low-skill households received at least three dollars in immediate benefits
and services for each dollar in taxes paid. If the costs of public goods and past financial obligations are added, the
ratio rises to four to one.

Strikingly, low-skill households in FY 2004 had average earnings of $20,564 per household. Thus, the $32,138
per household in government immediate benefits and services received by these households not only exceeded their
taxes paid, but also substantially exceeded their average household earned income.

A household’s net fiscal deficit equals the cost of benefits and services received minus taxes paid. If the costs of
direct and means-tested benefits, education, and population-based services alone are counted, the average low-skill
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household had a fiscal deficit of $22,449 (expenditures of $32,138 minus $9,689 in taxes). The average net fiscal
deficit of a low-skill household actually exceeded the household’s earnings.

If interest and other financial obligations relating to past government activities are added, the average deficit per
household rose to $27,301. In addition, the average low-skill household was a free rider with respect to government
public goods, receiving public goods costing some $6,095 per household for which it paid nothing.

Receiving, on average, at least $22,449 more in benefits than they pay in taxes each year, low-skill households
impose substantial long-term costs on the U.S. taxpayer. Assuming an average adult life span of 50 years for each
head of household, the average lifetime costs to the taxpayer will be $1.1 million for each low-skill household for
immediate benefits received minus all taxes paid. If the cost of interest and other financial obligations is added, the
average lifetime cost rises to $1.3 million per low-skill household.

In 2004, there were 17.7 million low-skill households. With an average net fiscal deficit of $22,449 per house-
hold, the total annual fiscal deficit (total benefits received minus total taxes paid) for all of these households equaled
$397 billion (the deficit of $22,449 per household times 17.7 million households). This sum includes direct and
means-tested benefits, education, and population-based services. If the low-skill households’ share of interest and
other financial obligations for past activities is added, their total annual fiscal deficit rises to $483 billion. Over the
next ten years the total cost of low-skill households to the taxpayer (immediate benefits minus taxes paid) is likely
to be at least 3.9 trillion dollars. This number would go up significantly if changes in immigration policy lead to sub-
stantial increases in the number of low-skill immigrants entering the country and receiving services.

Politically feasible changes in government policy will have little effect for decades on the level of fiscal deficit
generated by most low-skill households. For example, to make the average low-skill household fiscally neutral (taxes
paid equaling immediate benefits received and the appropriate share of interest on government debt), it would be
necessary to eliminate Social Security, Medicare, all 60 means-tested aid programs and cut the cost of public edu-
cation in half. It seems certain that, on average, low-skill households will generate deep fiscal deficits for the fore-
seeable future. Policies that reduce the future number of high school dropouts and other policies affecting future
generations could reduce long-term costs.

Policies that would expand Medicaid and other entitlements will increase the size of future deficits of low-skill
households at the margin. On the other hand, policy changes that curtailed medical inflation could reduce costs at
the margin in future years. Policies which would halt the growth of out-of-wedlock childbearing or increase real edu-
cational attainments of future generations could also limit the growth of future deficits somewhat. However, these
policy changes would be dwarfed by any alteration in immigration policy that would substantially increase the future
inflow of low-skill immigrants; such a policy would dramatically increase the future fiscal burden to taxpayers.

—Robert Rector is Senior Research Fellow in Domestic Policy Studies and Christine Kim is a Policy Analyst in Domestic
Policy Studies at The Heritage Foundation. Shanea Watkins, Ph.D., is Policy Analyst in Empirical Studies in the Center for
Data Analysis at The Heritage Foundation.
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Introduction

Each year, families and individuals pay taxes to the government and receive back a wide variety of services and
benefits. A fiscal deficit occurs when the benefits and services received by one group exceed the taxes paid. When
such a deficit occurs, other groups must pay for the services and benefits of the group in deficit. Each year, govern-
ment is involved in a large-scale transfer of resources between different social groups.

Fiscal distribution analysis measures the distribution of total government benefits and taxes in society. It pro-
vides an assessment of the magnitude of government transfers between groups. This paper provides a fiscal distri-
bution analysis of households headed by persons without a high school diploma. It measures the total benefits and
services received by this group and the total taxes paid. The difference between benefits received and taxes paid rep-
resents the total resources transferred by government on behalf of this group from the rest of society.

The first step in an analysis of the distribution of benefits and taxes is to count accurately the cost of all benefits
and services provided by the government. The size and cost of government is far larger than many people imagine.
In fiscal year (FY) 2004, the expenditures of the federal government were $2.3 trillion. In the same year, expendi-
tures of state and local governments were $1.45 trillion. The combined value of federal, state, and local expenditures
in FY 2004 was $3.75 trillion.!

The sum of $3.75 trillion is so large that it is difficult to comprehend. One way to grasp the size of government
more readily is to calculate average expenditures per household. In 2004, there were some 115 million households
in the U.S.? (This figure includes multi-person families and single persons living alone.) The average cost of govern-
ment spending thus amounted to $32,706 per household across the U.S. population.’

The $3.75 trillion in government expenditure is not free but must be paid for by taxing or borrowing economic
resources from Americans or by borrowing from abroad. In general, government expenditures are funded by taxes
and fees. In FY 2004, federal taxes amounted to $1.82 trillion. State and local taxes and related revenues amounted
to $1.6 trillion.* Together, federal, state, and local taxes amounted to $3.43 trillion. At $3.43 trillion, taxes and
related revenues came to 91 percent of the $3.75 trillion in expenditures. The gap between taxes and spending was
financed by government borrowing.

Types of Government Expenditure

Once the full cost of government benefits and services has been determined, the next step in the analysis of
the distribution of benefits and taxes is to determine the beneficiaries of specific government programs. Some pro-
grams, such as Social Security, neatly parcel out benefits to specific individuals. With programs such as these, it
is relatively easy to determine the identity of the beneficiary and the cost of the benefit provided. At the opposite
extreme, other government programs (for example, medical research at the National Institutes of Health) do not
neatly parcel out benefits to individuals. Determining the proper allocation of the benefits of that type of program
is more difficult.

1. See Appendix Tables A—1, A-2A, A-2B, and A-2C.

This figure includes persons in nursing homes. See Appendix A.

3. In measuring the distribution of benefits and services, this paper will count the value of each benefit and service as equal to the cost
borne by the taxpayer to deliver it. The cost of any benefit to the taxpayer does not necessarily equal the subjective value the beneficiary
may place upon the benefit. For example, if the food stamp program provides a family $400 per month in food stamp benefits, the fam-
ily itself may value the food stamps at more or less than $400. Similarly, if child receives public education costing $10,000 per pupil per
year, the child’s family may value those education services subjectively as worth more or less than $10,000. While the question of recip-
ient valuation of government benefits is an interesting one, this paper is concerned with the basic question of the distribution of benefits
valued according their costs to taxpayers.

4. This figure includes property income earned by the government such as the sale of assets or interest earned on assets.




The Fiscal Cost of Low-Skill Households to the U.S. Taxpayer

To ascertain most accurately the distribution of government benefits and services, this study begins by dividing
government expenditures into six categories: direct benefits; means-tested benefits; educational services; popula-
tion-based services; interest and other financial obligations resulting from prior government activity; and pure pub-
lic goods.

Direct Benefits. Direct benefit programs involve either cash transfers or the purchase of specific services for an
individual. Unlike means-tested programs (described below), direct benefit programs are not limited to low-income
persons. By far the largest direct benefit programs are Social Security and Medicare. Other substantial direct benefit
programs are Unemployment Insurance and Workmen’s Compensation.

Direct benefit programs involve a fairly transparent transfer of economic resources. The benefits are parceled out
discretely to individuals in the population; both the recipient and the cost of the benefit are relatively easy to deter-
mine. In the case of Social Security, the cost of the benefit would equal the value of the Social Security check plus
the administrative costs involved in delivering the benefit.

Calculating the cost of Medicare services is more complex. Ordinarily, government does not seek to compute the
particular medical services received by an individual. Instead, government counts the cost of Medicare for an individual
as equal to the average per capita cost of Medicare services. (This number equals the total cost of Medicare services
divided by the total number of recipients.)’ Overall, government spent $840 billion on direct benefits in FY 2004.

Means-Tested Benefits. Means-tested programs are typically termed welfare programs. Unlike direct benefits,
means-tested programs are available only to households below specific income thresholds. Means-tested welfare
programs provide cash, food, housing, medical care, and social services to poor and low-income persons.

The federal government operates over 60 means-tested aid programs.® The largest of these are Medicaid; the
Earned Income Tax Credit (EITC); food stamps; Supplemental Security Income (SSI); Section 8 housing; public
housing; Temporary Assistance to Needy Families (TANF); the school lunch and breakfast programs; the WIC
(Women, Infants, and Children) nutrition program; and the Social Services Block Grant (SSBG). Many means-tested
programs, such as SSI and the EITC, provide cash to recipients. Others, such as public housing or SSBG, pay for ser-
vices that are provided to recipients.

The value of Medicaid benefits is usually counted in a manner similar to Medicare benefits. Government does not
attempt to itemize the specific medical services given to an individual; instead, it computes an average per capita cost
of services to individuals in different beneficiary categories such as children, elderly persons, and disabled adults. (The
average per capita cost for a particular group is determined by dividing the total expenditures on the group by the total
number of beneficiaries in the group.) Overall, the U.S. spent $564 billion on means-tested aid in FY 2004."

Public Education. Government provides primary, secondary, post-secondary, and vocational education to individ-
uals. In most cases, the government pays directly for the cost of educational services provided. In other cases, such as
the Pell Grant program, the government in effect provides money to an eligible individual who then spends it on edu-
cational services.

Education is the single largest component of state and local government spending, absorbing roughly a third of
all state and local expenditures. The average per pupil cost of public primary and secondary education is now around
$9,600 per year. Overall, federal, state, and local governments spent $590 billion on education in FY 2004.

Population-Based Services. Whereas direct benefits, means-tested benefits, and education services provide dis-
crete benefits and services to particular individuals, population-based programs generally provide services to a
whole group or community. Population-based expenditures include police and fire protection, courts, parks, sani-
tation, and food safety and health inspections. Another important population-based expenditure is transportation,
especially roads and highways.

5. For example, the Census Bureau assigns Medicare costs in this manner in the Current Population Survey.

6. Congressional Research Service, Cash and Noncash Benefits for Persons with Limited Income: Eligibility Rules, Recipient and Expenditure Data,
FY2002-FY2004, March 27, 2006.

7. This spending figure excludes means-tested veterans programs and most means-tested education programs.
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A key feature of population-based expenditures is that such programs generally need to expand as the population
of a community expands. (This quality separates them from pure public goods, described below.) For example, as the
population of a community increases, the number of police and firemen will generally need to expand in proportion.

In its study of the fiscal costs of immigration, The New Americans, the National Academy of Sciences argued that if
service remains fixed while the population increases, a program will become “congested,” and the quality of service for
users will deteriorate. Thus, the NAS uses the term “congestible goods” to describe population-based services.® High-
ways are an obvious example of this point. In general, the cost of population-based services can be allocated according
to an individual’s estimated utilization of the service or at a flat per capita cost across the relevant population.

A sub-category of population-based services is government administrative support functions such as tax collec-
tions and legislative activities. Few taxpayers view tax collection as a government benefit; therefore, assigning the
cost of this “benefit” appears problematic.

The solution to this dilemma is to conceptualize government activities into two categories: primary functions
and secondary functions. Primary functions provide benefits directly to the public; they include direct and means-
tested benefits, education, ordinary population-based services such as police and parks and public goods. By con-
trast, secondary or support functions do not provide direct benefits to the public but do provide necessary support
services that enable the government to perform primary functions. For example, no one can receive food stamp ben-
efits unless the government first collects taxes to fund the program. Secondary functions can thus be considered an
inherent part of the “cost of production” of primary functions, and the benefits of secondary support functions can
be allocated among the population in proportion to the allocation of benefits from government primary functions.

Government spent $662 billion on population-based services in FY 2004. Of this amount, some $546 billion
went for ordinary services such as police and parks, and $116 billion went for administrative support functions.

Interest and Other Financial Obligations Relating to Past Government Activities. Often, tax revenues
are insulfficient to pay for the full cost of government benefits and services. In that case, government will borrow
money and accumulate debt. In subsequent years, interest payments must be paid to those who lent the government
money. Interest payments for the government debt are in fact partial payments for past government benefits and ser-
vices that were not fully paid for at the time of delivery.

Similarly, government employees deliver services to the public; part of the cost of the service is paid for imme-
diately through the employee’s salary. But government employees are also compensated by future retirement bene-
fits. Expenditures of public sector retirement are thus, to a considerable degree, present payments in compensation
for services delivered in the past. The expenditure category “interest and other financial obligations relating to past
government activities” thus includes interest and principal payments on government debt and outlays for govern-
ment employee retirement. Total government spending on these items equaled $468 billion in FY 2004.°

Allocation of the benefit of this spending is problematic since the benefits were actually delivered in past years,
but a definite portion of spending on interest and employee retirement was generated by past expenditures on behalf
of low-skill households. Broadly conceived, spending on behalf of low-skill households includes not only spending
for benefits in the current year, but also lagged spending that relates to outlays on such households in earlier years.
In this sense, the low-skill households’ share of interest and government employee retirement outlays would be pro-
portionate to their share of government expenditures in prior years. Although calculating the low-skill households’
share of spending in prior years would be very complex, the present analysis approximates this figure by assuming
that these households’ share of expenditures in prior years is equal to its share of FY 2004 expenditures.

An alternative approach to allocating interest and employee retirement costs would employ the distinction between
government primary and secondary functions described in the prior section. If government failed to pay interest on its
existing debt, it would be unable to borrow in the future; benefits would have to be slashed or taxes raised steeply. Gov-

8. National Research Council, The New Americans: Economic, Demographic, and Fiscal Effects of Immigration (Washington, D.C.: National
Academy Press, 1997), p. 303.

9.  Of this total, an estimated $67 billion represents the costs of financial obligations resulting from past public goods expenditures. These
costs are entered in the public goods category in Table 1.
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ernment’s honoring of past financial obligations is thus an essential secondary function, a necessary cost of business that
enables government to perform its primary functions. The ultimate beneficiaries of this secondary function are the ben-
eficiaries of the primary functions that can be continued because government fulfills its debt obligations. The low-skill
households’ share of expenditures on these secondary functions would equal their share of benefits from primary func-
tion expenditures in FY 2004. Both approaches to allocating costs relating to interest and related financial obligations
yield the same level of spending on behalf of low-skill households in FY 2004.

Pure Public Goods. Economic theory distinguishes between “private consumption goods” and pure public
goods. Economist Paul Samuelson is credited with first making this distinction. In his seminal 1954 paper “The Pure
Theory of Public Expenditure,”lo Samuelson defined a pure public good (or what he called in the paper a “collective
consumption good”) as a good “which all enjoy in common in the sense that each individual’'s consumption of such
a good leads to no subtractions from any other individual’s consumption of that good.” By contrast, a “private
consumption good” is a good that “can be parceled out among different individuals.” Its use by one person precludes
or diminishes its use by another.

A classic example of a pure public good is a lighthouse: The fact that one ship perceives the warning beacon does
not diminish the usefulness of the lighthouse to other ships. Another clear example of a governmental pure public good
would be a future cure for cancer produced by government-funded research. The fact that non-taxpayers would benefit
from this discovery would neither diminish its benefit nor add extra costs to taxpayers. By contrast, an obvious example
of a private consumption good is a hamburger: When one person eats it, it cannot be eaten by others.

Direct benefits, means-tested benefits, and education services are private consumption goods in the sense that
use of a benefit or service by one person precludes or limits the use of that same benefit by other. (Two people cannot
cash the same Social Security check.) Population-based services such as parks and highways are often mentioned as
“public goods,” but they are not pure public goods in the strict sense described above. In most cases, as the number
of persons using a population-based service (such as highways and parks) increases, either the service must expand
(at added cost to taxpayers) or the service will become “congested” and its quality will be reduced. Consequently, use
of population-based services such as police and fire departments by non-taxpayers does impose significant extra
costs on taxpayers.

Government pure public goods are rare; they include scientific research, defense, spending on veterans, inter-
national affairs, and some environmental protection activities such as the preservation of endangered species. Each
of these functions generally meets the criterion that the benefits received by non-taxpayers do not result in a loss of
utility for taxpayers. Government pure public good expenditures on these functions equaled $628 billion in FY
2004. Interest payments on government debt and related costs resulting from public good spending in previous
years add an estimated additional cost of $67 billion, bringing the total public goods cost in FY 2004 to $695 billion.

Although low-income households that pay little or no tax do benefit from pure public good programs, their gain
neither adds costs nor reduces benefits for others. Thus, the benefit gleaned by non-taxpayers from these pure public
good functions does not impose an extra burden on society. However, households that pay little or no tax are “free
riders” on public good programs in the sense that they benefit from government activities for which they have not
paid. (For a further discussion of pure public goods, see Appendix B.)

Summary: Total Expenditures. As Table 1 shows, overall government spending in FY 2004 came to $3.75 bil-
lion, or $32,706 per household across the entire U.S. population. Direct benefits had an average cost of $7,326 per
household across the whole population, while means-tested benefits had an average cost of $4,920 per household.
Education benefits and population-based services cost $5,143 and $5,765, respectively. Interest payments on gov-
ernment debt and other costs relating to past government activities cost $3,495 per household. Pure public good
expenditures comprised 18.5 percent of all government spending and had an average cost of $6,056 per household.

A detailed breakdown of expenditures is provided in Appendix Table A-1 for federal expenditures and Appen-
dix Tables A—2A, A-2B, and A-2C for state and local expenditures.

10. Paul A. Samuelson, “The Pure Theory of Public Expenditure,” Review of Economics and Statistics, Vol. 36, No. 4 (1954), pp. 387-389.
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A Table | SR 12
Summary of Total Federal, State, and Local Expenditures, FY 2004
Average
Percentage Expenditure
Federal State and Local Total of Total per Household
Expenditures Expenditures Expenditures Expenditures  VWhole Population

(in millions) (in millions) (in millions) (in dollars)
Direct Benefits 783,350 57,607 840,957 22.4% $7.326
Means-tested Benefits 406,512 158,240 564,752 15.0% $4,920
Educational Benefits 59,621 530,801 590,422 15.7% $5,143
Population-Based Services 180,122 481,696 661,818 |7.6% $5,765
Interest and Related Costs* 182,000 219,260 401,260 10.7% $3,495
Pure Public Goods Expenditures 694,153 1,050 695,203 18.5% $6,056
Total Expenditures 2,305,758 1,448,654 3,754,412 100.0% $32,706
Total Expenditures Less Public
Good Expenditures 1,611,605 1,447,604 3,059,209 $26,660
* Excludes interest costs resulting from public goods expenditures in prior years.
Source: Appendix Tables | and 2c.

Taxes and Revenues

Total taxes and revenues for federal, state, and local governments amounted to $3.43 trillion in FY 2004, with an aver-
age cost of $29,919 per household across the whole population. A detailed breakdown of federal, state, and local taxes is
provided in Appendix Table A-3. The biggest revenue generator was the federal income tax, which cost the taxpayers
$808 billion in 2003, followed by Federal Insurance Contribution Act (FICA) taxes, which gathered $685 billion.

Property tax was the biggest revenue producer at the state and local levels, generating $318 billion, while general
sales taxes gathered $244 billion.

Summary of Estimation Methodology

This paper seeks to estimate the total cost of benefits and services received, and the total value of taxes paid, by
households headed by persons without a high school diploma. To produce this estimate, calculations were per-
formed on 50 separate expenditure categories and 33 tax and revenue categories. These calculations are explained
in detail in Appendix A and presented in Appendix Tables A—4 and A-5. The present section will briefly summarize
the procedures used.

Data on receipt of direct and means-tested benefits were taken from the U.S. Census Bureau’s Current Popula-
tion Survey (CPS). Data on attendance in public primary and secondary schools were also taken from the CPS; stu-
dents attending public school were then assigned educational costs equal to the average per pupil expenditures in
their state. Public post-secondary education costs were calculated in a similar manner.

Wherever possible, the cost of population-based services was based on the estimated utilization of the service by
low-skill households. For example, the low-skill households’ share of highway expenditures was assumed to equal
their share of gasoline consumption as reported in the Bureau of Labor Statistics Consumer Expenditure Survey
(CEX). When data on utilization of a service were not available, the estimated low-skill households’ share of popu-
lation-based services was assumed to equal their share of the total U.S. population.

The share of public goods received by low-skill households was assumed to equal their share of the total U.S.
population. The low-skill households’ share of the cost of interest and other financial obligations relating to past gov-
ernment activities was assumed to equal their share of current expenditures on direct and means-tested benefits,
education, population-based services, and public goods.




Federal and state income taxes were
calculated based on data from the CPS.
FICA taxes were also calculated from
CPS data and were assumed to fall solely
on workers.

Sales, excise, and property tax pay-
ments were based on consumption data
from the Consumer Expenditure Survey.
For example, if the CEX showed that low-
skill households accounted for 10 percent
of all tobacco product sales in the U.S.,
those households were assumed to pay 10
percent of all tobacco excise taxes.

Corporate income taxes were
assumed to be borne partly by workers
and partly by owners; the distribution of
these taxes was estimated according to
the distribution of earnings and property
income in the CPS.

A fundamental rule in the analysis
was that the estimated expenditure for
each program for the whole population

The Fiscal Cost of Low-Skill Households to the U.S. Taxpayer

R Chart | SR 12

Government Expenditures on Households Headed
by Persons Without a High School Diploma

Annual Government Expenditures

per Household $43,084
$36,989
$32,138
Expenditures Minus Expenditures Minus Total
Public Goods and Public Goods Government
Interest and Related Costs Spending Expenditure

Pure Public Good Spending: Defense, Scientific Research, International Affairs, Environment
Financial Obligations: Payments on Government Debt and Government Employee Retirement
B Immediate Benefits: Direct and Means-Tested Benefits, Education, Population-Based Services

Source: Appendix Table 4.

had to equal actual government outlays
for that program. Similarly, total revenue
for each estimated tax had to equal total revenue from the tax as reported in government budget documents.

CPS data are problematic in this respect since they generally underreport both benefits received and taxes paid.
Consequently, both benefits and tax data from the CPS had to be adjusted for underreporting. The key assumption
in this adjustment process was that households headed by persons without a high school diploma (low-skill house-
holds) and the general population underreport benefits and taxes to a similar degree. Thus, if food stamp benefits
were underreported by 10 percent in the CPS as a whole, then low-skill households were also assumed to underre-
port food stamp benefits by 10 percent. In the absence of data suggesting that low-skill and high-skill households
underreport at different rates, this seemed to be a reasonable working assumption.

Costs of Benefits and Services for Low-Skill Households. The focus of this paper is the benefits received
and taxes paid by households headed by persons without a high school diploma. (Throughout the paper, these
households are also called low-skill households.) In 2004, there were 17.7 million such households in the U.S.
Appendix Table A—4 shows the estimated costs of government benefits and services received by these households in
50 separate expenditure categories. The results are summarized in Charts 1 and 2.

Overall, households headed by persons without a high school diploma (or low-skill households) received an
average of $32,138 per household in direct benefits, means-tested benefits, education, and population-based ser-
vices in FY 2004. If expenditures for interest and other financial obligations relating to past government activities are
added to the count, expenditures rise to $36,989 per household. If the cost of public goods is added, annual total
expenditures on benefits and services come to $43,084 per low-skill household.

Chart 2 gives a more detailed breakdown of the immediate benefits and services received by low-skill
households. Means-tested aid came to $11,963 per household, while direct benefits (mainly Social Security
and Medicare) amounted to $10,026. Education spending on behalf of these households averaged $4,891 per
household, while spending on police, fire, and public safety came to $1,999 per household. Transportation
added another $778, while administrative support services cost $1,273. Miscellaneous population-based services
added a final $1,208.
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& Chart 2 SR 12 & Chart 3 SR 12
Government Expenditures for Taxes Paid by Households Headed by
Immediate Benefits and Services Persons Without a High School Diploma
for Households Headed by Persons
Without a High School Diploma e _ Other Taxes
Total %?gl I Federal Highway Taxes
$32,138 P21 — O e on Taston
$1,208 !Othgr ‘Popullation—Based $490 iFederal E)fciseTaxes and Customs Duties
$ g%;g -_lA_\éTS'ggg;'i\éi Support - State Individual Income Tax
$1999 ~ Police, Public Safety _— State Lottery Purchases

. . Corporate Income Tax
Public Education: $/04 '(Federal and State)

$4.89 | Primary, Secondary,
' Post-Secondary

$1,371 State and Local Property Taxes
perty
Direct Benefits:
$10026 ;Oecc'j?'casfecu”ty' $1474 Federal Individual Income Taxes
Other Cash Transfers
State and Local Sales and
$1486 Consumption Taxes

$11,963 Means-Tested Aid

Federal Insurance Contribution Act

$2509 (FICA)

Average Expenditure
per Household Average Tax per Household

Source: Appendix Table 4. Source: Appendix Table 5.

It is important to note that the costs of benefits and services outlined in Chart 2 are a composite average of all
low-skill households. They represent the total costs of benefits and services received by all low-skill households
divided by the number of such households. It is unlikely that any single household would receive this exact package
of benefits; for example, it is rare for a household to receive Social Security benefits and primary and secondary edu-
cation services at the same time. Nonetheless, the figures are an accurate portrayal of the governmental costs of low-
skill households as a group. When combined with similar data on taxes paid, they enable an assessment of the fiscal
status of such households as a group and their impact on other taxpayers.

Taxes and Revenues Paid by Low-Skill Households. Appendix Table A-5 details the estimated taxes and
revenues paid by low-skill households in 31 categories. The results are summarized in Chart 3. As the chart shows,
total federal, state, and local taxes paid by low-skill households came to $9,689 per household in 2004. Federal and
state individual income taxes comprised only 20 percent of total taxes paid. Instead, taxes on consumption and
employment produced the bulk of the tax burden for low-skill households.

The single largest tax payment was $2,509 per household in Federal Insurance Contribution Act (FICA) tax.
(Workers were assumed to pay both the employee and employer share of FICA taxes.) On average, low-skill house-
holds paid $1,486 in state and local sales and consumption taxes. The analysis assumed that a significant portion of
property taxes on rental and business properties was passed through to renters and consumers; this contributed to a
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$1,371 property tax burden for the aver-
age low-skill household. The analysis
also assumed that 70 percent of corpo-
rate income taxes fell on workers; this
contributed to an average $704 corporate
tax burden for low-skill households.
Low-skill households are frequent partic-
ipants in state lotteries, with an estimated
average purchase of $686 in lottery tick-
ets per household in 2004.

Balance of Taxes and Benefits. On
average, low-skill households received
$32,138 per household in immediate
government benefits and services in FY
2004, including direct benefits, means-
tested benefits, education, and popula-
tion-based services. Total benefits rose
to $43,084 if public goods and the cost
of interest and other financial obliga-
tions are added.

By contrast, low-skill households
paid only $9,689 in taxes. Thus, low-
skill households received at least three
dollars in benefits and services for each
dollar in taxes paid. If the costs of public
goods and past financial obligations are
added, the ratio rises to four to one.

Strikingly, as Chart 4 shows, low-
skill households in FY 2004 had average
earnings of $20,564 per household;
thus, the average cost of government
benefits and services received by these
households not only exceeded the taxes
paid by these households, but substan-
tially exceeded the average earned
income of these households.

Net Annual Fiscal Deficit. The net
fiscal deficit of a household equals the
cost of benefits and services received
minus taxes paid. As Chart 5 shows, if
the costs of direct and means-tested
benefits, education, and population-
based services alone were counted, the
average low-skill household had a fis-
cal deficit of $22,449 (expenditures of
$32,138 minus $9,689 in taxes). The
net fiscal deficit of the average low-skill

The Fiscal Cost of Low-Skill Households to the U.S. Taxpayer

A Chart 4

SR 12

Taxes Paid and Benefits Received: Households

Headed by Persons Without a High School Diploma

$43,084
$32,138
$20,564
$9,689
Average Average Average Annual Total
Annual Annual Government Average
Household Taxes Paid Expenditures Annual
Earnings Minus Public Goods, Government
Interest Costs, and Expenditure

Related Obligations

Note: Figures refer to average per household amounts.
Source: Appendix Tables 4 and 5.

R Chart 5

SR 12

Dropout Households Receive More Than Three
Dollars in Benefits for Every Dollar Paid in Taxes

$32,138

$22,449
$9,639 =
Average Average Benefits: Direct Benefits, Net
Taxes Paid Means-Tested Benefits, Education, Fiscal Deficit

Population-Based Services

Note: Figures refer to average per household amounts.
Source: Appendix Tables 4 and 5.

household actually exceeded the household’s earnings. If interest and other financial obligations relating to past
government activities were added as well, the average deficit per household rose to $27,301.
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In addition, the average low-skill household was a  [®charc6 SR 12
free rider with respect to government public goods,
receiving public goods costing some $6,095 per house- Total Annual Net Cost of High School

hold for which it paid nothing.
P & Dropout Households to the Taxpayer

Net Lifetime Costs. Receiving, on average, at least
$22,449 more in benefits than they pay in taxes each $483 Billion
year, low-skill households impose substantial long-term
costs on the U.S. taxpayer. Assuming an average 50-year
adult life span for heads of household, the average life-
time costs to the taxpayer will be $1.1 million for each
low-skill household, net of any taxes paid. If the costs of
interest and other financial obligations are added, the
average lifetime cost rises to $1.3 million per household.

$397 Billion

Aggregate Net Fiscal Costs. In 2004, there were 17.7

million low-skill households. As shown in Chart 5, the Exglud'gg Sl;enlding on Engdil:I'g SlGDemiing on
average net fiscal deficit per household was $22,449. ublic S00ds, Interest ublic Toods

. : o Payments on Government
This means that the total annual fiscal deficit (total ben- Debt and Related Costs

efits received minus total taxes paid) for all 17.7 million
low-skill households together equaled $397 billion (the
deficit of $22,449 per household times 17.7 million
households). This sum includes direct and means-tested benefits, education, and population-based services.

Source: Heritage Foundation calculations.

If the low-skill households’ share of interest and other financial obligations for past activities is added, the total
annual fiscal deficit of these households rose to $483 billion. Over the next ten years, the constant dollar net cost of
low-skill households (immediate benefits received minus taxes paid) is likely to be at least $3.9 trillion. Policy
changes that would expand entitlement programs such as Medicaid will increase these costs at the margin. On the
other hand, changes in immigration law that would significantly increase the inflow of low-skill workers and families
will increase future government spending dramatically.

Low-Skill Households Compared & Charc 7 U
to Other Households. Chart 7 com-

pares households headed by persons . :

without a high school diploma to Fiscal Impact by Education Level
households headed by persons with a Households Headed Households Headed

high school diploma or better. Whereas by Dropouts by Persons with High

the dropout-headed household paid $43,084 School Diploma or More
only $9,689 in taxes in FY 2004, the

higher-skill households paid $34,629— Cost of Public $34,629

more than three times as much. While Goods, Interest $30,819
dropout-headed households received %ﬁ;ﬁgﬁid

from $32,138 to $43,084 in benefits,

high-skill households received less:

$21,520 to $30,819. The difference in e

government benefits was due largely to $9.689 $21,520
the greater amount of means-tested aid .

received by low-skill households.

Households headed by dropouts Taxgi:’ d Exp(Ino;?tlures Taxszr d Exp(Ino;?tlures
received $22,449 more in immediate Household  per Household Household  per Household
benefits (i‘e" direct and means-tested Source: Appendix Tables 4 and 5; additional data available upon request.
aid, education, and population-based
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services) than they paid in taxes. Higher-skill households paid $13,109 more in taxes than they received in imme-
diate benefits.

Externalities of Benefits. It might be argued that certain government benefits generate positive externalities; that
is, they benefit society at large as well as the immediate beneficiary. This is argued most often with respect to education.

An increase in the skill level of each U.S. worker may have a positive feedback effect that increases the produc-
tivity and wage of other workers; thus, everyone will gain indirectly as the overall skill level of U.S. workers rises.

Consequently, it might be argued that all Americans benefit economically from the education of children in low-
skill families. If so, it might be further argued that it is inappropriate to assign the full per pupil costs of education
to children in low-skill households. But if other households benefit indirectly from the education of children in low-
skill families, it is equally true that low-skill families benefit indirectly from the education of children in middle- and
upper-class families. This is particularly true of the education of high-skill workers who will produce future tech-
nological and managerial innovations that lead to productivity increases.

Thus, if it is true that the education of children in low-skill homes produces positive externalities that raise the
incomes of more affluent families, it is equally true that the education of children in more affluent homes will produce
positive externalities for low-skill households. Rather than attempting to map the reciprocal externalities of education,
it appears simpler to assign the full per pupil cost of public education to the child receiving that education.

Education as a Social Investment. It is sometimes argued that the costs of public education should be “off the
books” and should not be counted toward the fiscal deficits generated by low-skill households. Proponents of this
view contend that publicly financed education for children in low-skill families represents a positive investment for tax-
payers because it will increase the wages earned and taxes paid by those children as adults, thereby reducing the future
fiscal drag (benefits in excess of taxes) that their children will impose on society.!! Although this argument obviously
has considerable merit, two caveats are in order.

First, even if public education does represent a positive investment for taxpayers, the immediate costs of that
investment are real. When children in low-skill families receive public education, other families generally will pay
the costs of that education and will be forced to forgo their own economic needs and wants to do so. Consequently,
education costs should remain on the ledger when computing the net transfers between social groups.

Second, the potential returns to public education often appear exaggerated. When a child from a lower socioeco-
nomic class receives subsidized public education, three fiscal outcomes are possible:

1. There is no increase in wages, and the child remains in the same deep fiscal deficit as his parents;

2. The child’s income increases, and the magnitude of his fiscal deficit is reduced relative to that of his
parents, but the child remains in fiscal deficit when becoming an adult; or

3. Education raises the child’s income to the point where he becomes a positive fiscal contributor (taxes
exceed benefits over a lifetime).

Simplistic accounts of the gains from education often suggest that schooling will enable children from a lower
socioeconomic standing to readily achieve the third outcome. Given the regressive nature of the distribution of ben-
efits and the progressive nature of taxation, this seems unlikely. On average, an individual must achieve a fairly high
income to become a net fiscal contributor. This does not mean that investment in education is unwise. It simply
means that society should be realistic about its expectations with respect to what education can achieve.

Conclusion

Households headed by persons without a high school diploma are roughly 15 percent of all U.S. households.
Overall, these households impose a significant fiscal burden on other taxpayers: The cost of the government benefits

11. The analysis in this paper does not include fiscal impacts in the second generation, that is, it does not examine the fiscal status of children
in low-skill households once they become adults and begin to live independently. Once a minor child in a low-skill household becomes an
adult and moves out of his parents’ household, he is no longer included in the fiscal cost analysis for the parents’ household.
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they consume greatly exceeds the taxes they pay to government. Before government undertakes to transfer even
more economic resources to these households, it should have a very clear account of the magnitude of the economic
transfers that already occur.

The substantial net tax burden imposed by low-skill U.S. households also suggests lessons for immigration pol-
icy. Recently proposed immigration legislation would greatly increase the number of poorly educated immigrants
entering and living in the United States.'? Before this policy is adopted, Congress should examine carefully the
potential negative fiscal effects of low-skill immigrant households receiving services.

Politically feasible changes in government policy will have little effect on the level of fiscal deficit generated
by most low-skill households for decades. For example, to make the average low-skill household fiscally neutral
(taxes paid equaling immediate benefits received plus interest on government debt), it would be necessary to
eliminate Social Security, Medicare, all 60 means-tested aid programs and cut the cost of public education in half.
It seems certain that, on average, low-skill households will generate deep fiscal deficits for the foreseeable future.
Policies that reduce the future number of high school dropouts and other policies affecting future generations could
reduce long-term costs.

Future government policies that would expand entitlement programs such as Medicaid would increase future
deficits at the margin. Policies that reduced the out-of-wedlock childbearing rate or which increased the real educa-
tional attainments and wages of future low-skill workers could reduce deficits somewhat in the long run.

Changes to immigration policy could have a much larger effect on the fiscal deficits generated by low-skill fam-
ilies. Policies which would substantially increase the inflow of low-skill immigrant workers receiving services would
dramatically increase the fiscal deficits described in this paper and impose substantial costs on U.S. taxpayers.

—Robert Rector is Senior Research Fellow in Domestic Policy Studies and Christine Kim is a Policy Analyst in Domestic
Policy Studies at The Heritage Foundation. Shanea Watkins, Ph.D., is Policy Analyst in Empirical Studies in the Center for
Data Analysis at The Heritage Foundation.

12. Robert Rector, “Senate Immigration Bill Would Allow 100 Million New Legal Immigrants over the Next Twenty Years,” Heritage Foun-
dation WebMemo No. 1076, May 15, 2006. Robert Rector, “Immigration Numbers: Setting the Record Straight,” Heritage Foundation
WebMemo No. 1097, May 26, 2006.
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Appendix A
General Methodology

Introduction

This appendix documents the methods used to calculate the spending and tax figures presented in the paper.
Throughout, the term “low-skill households” is used as a synonym for households headed by persons without a high
school degree.

Data Sources

Data on federal expenditures were taken from Historical Tables, Budget of the United States Government, Fiscal Year
2006.'3 Data on federal taxes and revenues were taken from Analytical Perspectives, Budget of the United States Gov-
ernment, Fiscal Year 2006. 14

State and local aggregate expenditures and revenue data were taken from the U.S. Bureau of Census survey of
government finances and employment.> Added information on state and local spending categories was taken from
U.S. Census Bureau, Federal State and Local Governments: 1992 Government Finance and Employment Classification
Manual.'®

Detailed information on means-tested spending was taken from Congressional Research Service, Cash and Non-
cash Benefits for Persons with Limited Income: Eligibility Rules, Recipient and Expenditure Data, FY2002-FY2004. This
report provides important information on state and local means-tested expenditures from states’ and localities’ own
financial resources as distinct from expenditures funded by federal grants in aid.'”

Data on Medicaid expenditures for different recipient categories were taken from the Medicaid Statistical Infor-
mation System (MSIS) as published in Medicare & Medicaid Statistical Supplement, 2006.'® Data on the distribution
of benefits and distribution of some taxes were taken from the U.S. Census Bureau’s Current Population Survey
(CPS) of March 2005 (which covers the year 2004).' Additional data on public school attendance were taken from
the October 2004 Current Population Survey.?° Data on household expenditures were taken from the Bureau of Labor
Statistics Consumer Expenditure Survey (CEX) for 200421

Data on Medicaid expenditures in institutional long-term care facilities were taken from Medicare & Medicaid
Statistical Supplement, 2006.%% Data on the education levels of elderly persons in institutional long-term care facilities
were taken from the National Long Term Care Survey (NLTCS). 2> Data on the number of individuals residing in
nursing homes in the average month and the number of Medicaid recipients in nursing homes were taken from the

13. Office of Management and the Budget, Historical Tables, Budget of the United States Government, Fiscal Year 2006.

14. Office of Management and the Budget, Analytical Perspectives, Budget of the United States Government, Fiscal Year 2006, pp. 299-313.

15. See www.census.gov/govs/estimate/0400ussl_1.html.

16. See http://ftp2.census.gov/govs/class/classfull.pdf.

17. Congressional Research Service, Cash and Noncash Benefits for Persons with Limited Income: Eligibility Rules, Recipient and Expenditure Data,
FY2002-FY2004, March 27, 2006.

18. U.S. Department of Health and Human Services, Centers for Medicare and Medicaid Services, Medicare & Medicaid Statistical Supplement,
Medicaid Tables 14.1-14.27, 2006. This survey covers 2003.

19. The analysis used an electronic version of the March CPS data from the National Bureau of Economic Research. See www.nber.org/data/
cps.html.

20. The analysis used an electronic version of the October CPS data from the National Bureau of Economic Research. See www.nber.org/data/
cps.html.

21. U.S. Department of Labor, U.S. Bureau of Labor Statistics, Consumer Expenditure in 2004, Report 992, April 2006.

22. US. Department of Health and Human Services, Centers for Medicare and Medicaid Services, Medicare & Medicaid Statistical Supple-
ment, Medicaid Tables 14.1-14.27, 2006.

23. Duke University and National Institutes of Health, National Institute on Aging, National Long Term Care Survey, 1999 Public Use Data
Files National Long Term Care Study (NLTCS), 1999 public use dataset. Produced and distributed by the Duke University Center for
Demographic Studies with funding from the National Institute on Aging under Grant No. U01-AG007198. The NLTCS is a nationally
representative sample of individuals ages 65 years and older in long-term care facilities.

14



The Heritage Foundation

2004 National Nursing Home Survey (NNHS). Data on the number of individuals in other types of institutions were
taken from Census 2000 Summary File 1.2%

Count of Households. The Current Population Survey (CPS) reports some 113.15 million households in the U.S.
in 2004. In addition, in the average month in 2004, some 1.65 million persons resided in long-term care facilities. >’

These long-term care residents were not included in the population reported in the CPS; however, because these
individuals are the beneficiaries of a substantial share of Medicaid expenditure, it is important that they be included
in any accounting of fiscal balances and distribution. Consequently, the 1.65 million persons in long-term care facil-
ities were included in the present analysis; each individual in such a facility was counted as a separate household,
swelling the overall count of households from 113.15 million to 114.8 million.?°

Calculating Aggregate Federal, State, and Local Spending. Aggregate federal expenditures at the sub-
function level were taken from Historical Tables, Budget of the United States Government, FY 2007. These data are pre-
sented in Appendix Table A-1. State and local aggregate expenditures were based on data from the U.S. Bureau of
Census survey of government.?’

Two modifications were necessary to yield an estimate of the overall combined spending for federal, state, and
local government. First, some $408 billion in state and local spending is financed by grants in aid from the federal
government. Since these funds are counted as federal expenditures, recording them again as state and local expen-
diture would constitute a double count. Consequently, federal grants in aid were deducted from the appropriate cat-
egories of state and local spending.

A second modification involves the treatment of market-like user fees and charges at the state and local levels.
These transactions involve direct payment of a fee in exchange for a government service: for example, payment of an
entry fee at a park. User fees are described in the federal budget in the following manner:

[TIn addition to collecting taxes...the Federal Government collects income from the public from
market-oriented activities and the financing of regulatory expenses. These collections are classified
as user charges, and they include the sale of postage stamps and electricity, charges for admittance
to national parks, premiums for deposit insurance, and proceeds from the sale of assets such as
rents and royalties for the right to extract oil from the Outer Continental Shelf.?8

In the federal budget, user fees are not counted as revenue, and the government services financed by user fees
are not included in the count of government expenditures. As the Office of Management and Budget states:

[User charges] are subtracted from gross outlays rather than added to taxes on the receipts side of
the budget. The purpose of this treatment is to produce budget totals for receipts, outlays, and
budget authority in terms of the amount of resources allocated governmentally, through collective
political choice, rather than through the market.?

24. Department of Health and Human Services, Centers for Disease Control and Prevention, National Center for Health Statistics, 2004
National Nursing Home Survey (NNHS), public use files, and U.S. Census Bureau, 2000 Census Summary File (SF 1), PCT16,
PCT17-PCT171.

25. In the average month in 2004, about 1.49 million individuals resided in nursing homes; another estimated 155,000 individuals resided
in long-term care institutions other than nursing homes. Data on nursing home residents come from Department of Health and Human
Services, Centers for Disease Control and Prevention, National Center for Health Statistics, 2004 National Nursing Home Survey
(NNHS), public use files. Data on individuals in other types of long-term care institutions come from the Bureau of Labor Statistics.

26. Because individuals in long-term care facilities are not counted in the CPS, they are not included in the expenditure and revenue alloca-
tion estimation of this analysis, except for Medicaid expenditures on institutional long-term care. However, they are included in the
total number of U.S. households and the total number of low-skill households. To the extent that individuals without a high school
degree represent a disproportionate share of the population in institutional long-term care and receive a number of government benefits
and services, this analysis provides an underestimation of both actual aggregate and average expenditures received by low-skill house-
holds in the U.S.

27. See www.census.gov/govs/estimate/0400ussl_1.html.

28. Office of Management and Budget, Analytical Perspectives, Budget of the United States Government, Fiscal Year 2006, p. 301.

29. Ibid.
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In contrast, Census tabulations of state and local government finances include user fees as revenue and also
include the cost of the service provided for the fee as an expenditure.® The most prominent user fees treated in this
manner in the Census state and local government financial data are household payments to public utilities for water,
power, and sanitation services.

But market-like, user fee payments of this type do not involve a transfer of resources from one group to another
or from one household to another. In addition, government user fee transactions do not alter the net fiscal deficit or
surplus of any household (defined as the cost of total government benefits and services received minus total taxes
and revenues paid) because each dollar in services received will be matched by one dollar of fees paid. Finally, deter-
mining who has paid a user fee and received the corresponding service is very difficult.

For these reasons, this paper has applied the federal accounting principle of excluding most user fees from rev-
enue tallies and excluding the services funded by the fees from the count of expenditures to state and local govern-
ment finances. This means that user charges and fees were removed from both the revenue and expenditure tallies
for state and local government. As noted, the inclusion or exclusion of these user fees has no effect on the fiscal def-
icit figures for low-skill households presented in this paper.

Appendix Tables A—2A, A-2B, and A-2C show the deductions of federal grant in aid and user fee expenditures
that yielded the state and local expenditure totals used in this analysis.

Estimating the Allocation of Direct and Means-Tested Benefits. In most cases, the dollar cost of direct ben-
efits and means-tested benefits received by low-skill households was estimated by the dollar cost of benefits received
as reported in the Census Bureau’s Current Population Survey (CPS). One problem with this approach is that the
CPS underreports receipt of most government benefits. This means that the aggregate dollar cost of benefits for a par-
ticular program as reported in the CPS is generally less than the actual program expenditures according to govern-
ment budgetary data.

To be accurate, any fiscal analysis must adjust for benefit underreporting. This has been done in prior studies;
for example, the National Academy of Sciences study of the fiscal costs of immigration, The New Americans, made an
adjustment for such underreporting.>!

The current analysis adjusts for underreporting in the CPS with a simple mathematical procedure that increases
overall spending on any given program to equal actual aggregate spending levels and increases expenditures on low-
skill households in an equal proportion. Let:

E,, = total expenditures for program x reported in the CPS;

Ej, = expenditures for program x for low-skill households reported in the CPS;

E,, = total expenditures for program x according to independent budgetary sources; and
Hj = number of low-skill households in the CPS.

The share of expenditures reported in the CPS received by low-skill households would equal E;,/E,,. The actual
expenditures allocated to low-skill households would be estimated to equal (Ej,/E,,) times Ej,.

The average per household benefit from the program received by low-skill households would equal:
(E/E,)) times (Ep,, /H)

For example, if the CPS reported that low-skill households received 50 percent of food stamp benefits and the
total expenditures on food stamps according to budgetary data were $10 billion, then low-skill households would
be estimated to receive $5 billion in food stamp benefits. If there were 20 million low-skill households, then the aver-
age food stamp benefit per low-skill household would equal $5 billion divided by 20 million households, or $250.

30. U.S. Census Bureau, Federal State and Local Governments: 1992 Government Finance and Employment Classification Manual, sections 3.31
and 7.24.

31. National Research Council, The New Americans: Economic, Demographic, and Fiscal Effects of Immigration (Washington, D.C.: National
Academy Press, 1997), p. 308.
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The key assumption behind this underreporting adjustment procedure is that low-skill households underreport
receipt of welfare and other government benefits at roughly the same rate as the general population. For example,
if receipt of food stamps is underreported by 15 percent in the CPS for the overall population, the adjustment pro-
cedure assumes that the sub-group of low-skill households in the CPS would also underreport food stamp receipt
by 15 percent. The average level of food stamp benefits among low-skill households as reported in the CPS is then
adjusted upward by this ratio to compensate for the underreporting.>? Since there is no evidence to suggest that low-
skill households underreport government benefits to the Census at a rate different from that of the general popula-
tion, this procedure appears valid as an estimating technique.

Estimating the Allocation of Education Expenditures. The average cost of public education services was
calculated in a somewhat different manner since the CPS reports whether an individual is enrolled in a public
school but does not report the cost of education services provided. Consequently, data from the Census survey
of governments were used to calculate the average per pupil cost of public primary and secondary education in
each state.?> The total governmental cost of primary and secondary schooling for each household was then esti-
mated by multiplying the number of enrolled pupils in the household by the average per pupil cost in the state
where the household resides.

This procedure yielded estimates of total public primary and secondary education costs for low-skill households
in the CPS and for the whole population in the CPS. Adjustments for misreporting in the CPS were made according
to the procedures outlined above. (This process is described more fully below.) Public costs for post-secondary edu-
cation were allocated in a similar manner.

Estimating the Allocation of Medical Expenditures. There is often confusion concerning the calculation of
the cost of Medicaid and Medicare benefits by the Census. The Census makes no effort to determine the costs of
medical treatments given to a particular person. Instead, it calculates the average cost of Medicaid or Medicare ben-
efits per person for a particular demographic/beneficiary group. For example, per capita Medicaid costs for children
are very different from those for the elderly. The Census assigns the appropriate per capita Medicaid or Medicare
costs to each individual who reports coverage in the CPS, according to the individual’s beneficiary class: for example,
elderly, children, non-elderly able-bodied adults, and disabled adults.

The present analysis uses the per capita Medicaid and Medicare costs provided by the CPS and then adjusts for
underreporting according to the procedures described above. (For more details, see the specific discussion of Medi-
care and Medicaid below.)

Medicaid expenditures on persons in institutional long-term care facilities require separate calculations. In the
average month in 2004, some 1.65 million persons resided in long-term care facilities;** about 62 percent of these
individuals received Medicaid assistance.>’

Individuals in long-term care facilities are not included in the population reported in the CPS. In FY 2004, some
$76 billion in Medicaid funds was spent on individuals in nursing homes and other institutional long-term care facil-
ities,>® of which nearly 60 percent was spent on Medicaid recipients without a high school diploma.>’

Estimating the Allocation of Population-Based Services. Wherever possible, this analysis has allocated the
cost of population-based services for low-skill households in proportion to their estimated utilization of those ser-

32. If CPS underreports benefits by 15 percent, then the underreporting would be corrected by multiplying the CPS total by the inverse of
100 percent minus 15 percent (the inverse of 85 percent).

33. U.S. Census Bureau, Governments Division, Public Education Finances, 2004, issued March 2006. Costs included both current expendi-
tures and capital outlays.

34. In the average month in 2004, about 1.49 million individuals resided in nursing homes; another estimated 155,000 individuals resided
in long-term care institutions other than nursing homes.

35. The 62 percent statistic comes from the 2004 National Nursing Home Survey (NNHS). This analysis assumes that the share of Medicaid
recipients in other types of long-term care institutions is equal to the share of Medicaid recipients in nursing homes.

36. Estimates based on FY 2003 MSIS expenditure data, as published in Medicare & Medicaid Statistical Supplement, 2006, and adjusted to
equal actual FY 2004 expenditure levels as reported by the CRS. The spending figure includes a 16 percent increase for ancillary medi-
cal services.

37. Estimate comes from the 1999 National Long Term Care Survey.
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vices. For example, the proportionate utilization of roads and highways by low-skill households was estimated, in
part, on the basis of their share of gasoline purchases as reported in the Consumer Expenditure Survey (CEX).

When an estimate of proportionate utilization was not possible, the cost of population-based services was allo-
cated on a uniform per capita basis. Some population-based services, such as airports, will be used infrequently by
low-skill households; in these cases, the cost of the service for low-skill households was set at zero or at an arbitrary
low level.

Estimating the Allocation of the Costs of General Government and Administrative Support Services.
Allocation of the costs of general government services such as tax collections and legislative functions presents dif-
ficulties since there is apparently no one who directly benefits from those services. Most taxpayers would regard IRS
collection activities as a burden, not a benefit; however, while government administrative functions per se do not
benefit the public, they do provide a necessary foundation that makes all other government benefit and service pro-
grams possible. A household that receives food stamp benefits, for example, could not receive those benefits unless
the IRS had collected the tax revenue to fund the program in the first place.

It seems reasonable to integrate proportionally the cost of government support services into the cost of other
government functions that depend on those services. Following this reasoning, the expenditures for general govern-
ment and administrative support have been allocated among households in the same proportions that total direct
benefits, means-tested benefits, education, and population-based services are distributed among households.>

Estimating the Allocation of Financial Obligations Relating to Past Government Activities. Year by
year, throughout most of the post-war period, U.S. taxpayers have not paid for the full cost of benefits and services
provided by government. A portion of annual costs is passed on to be paid in future years.

Government costs are shifted to future years through two mechanisms. First, when government expenditure
exceeds revenue, the government runs a deficit and borrows funds. The cost of borrowing is passed to future years
in the form of interest payments and repayments of principal on public debts. Second, when a government employee
provides a service to the public, part of the cost of that service is paid for immediately through the employee’s salary,
but the employee may also receive government retirement benefits in the future in compensation for services pro-
vided in the present. Expenditures on public-sector retirement systems are thus, to a considerable degree, present
payments in compensation for services delivered in the past.

The mechanism for allocating these costs for past service among the present-day population is uncertain. In this
paper, the following procedure was used.

First, veterans benefits were regarded as compensation for pure public goods and were allocated as such.

Second, the share of debt payments associated with past public good expenditure was considered a pure public
good itself and allocated as such.

Third, the remaining interest and government retirement payments were allocated in proportion to the share of
all direct benefits, means-tested benefits, education, and population services received by a group in FY 2004. Thus,
the share of interest payments on government debt and government employee retirement costs allocated to low-skill
households was proportionate to those households’ share of direct and means-tested benefit spending, education,
and spending on population-based services in FY 2004.

There are two rationales for this allocation. First, the government’s honoring of past financial obligations is a
necessary precondition for current government operations. For example, if government violated its obligations and
refused to pay retirement benefits owed to past employees, it would find it difficult to hire current employees, at least
at their present wage rates. Similarly, if the government failed to pay interest on its existing debt, it would find it very
difficult to borrow money in the future; unable to borrow, the government would be forced to slash benefits or
sharply raise taxes. Thus, payment of past government financial obligations is a necessary element of current gov-
ernment operations; it is an integral part of the “cost of production” of current government benefits and services.

38. Approximately 27 percent of total federal expenditure is devoted to pure public good functions; thus, 27 percent of federal support ser-
vice expenditure was assumed to assist public good functions.
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As in the case of tax collections, the public does not benefit directly from the payment of past governmental
financial obligations, but the payment of those past obligations makes the provision of current benefits and services
possible. Payment of past obligations is an important governmental secondary function that makes primary func-
tions possible.

It seems reasonable, therefore, to integrate the cost of servicing past financial obligations into the costs of current
government operations and to allocate the benefits of debt service expenditures in proportion to the distribution of
present benefit and services.>® That procedure has been used in this analysis.

A second perspective on this issue can be obtained by considering the multi-year costs of high school dropout
households rather than just the single-year costs. As noted, in most years in the post-war period, government has
failed to pay fully for its activities, passing part of the cost on to future years. A significant portion of current gov-
ernment debt represents benefits for low-skill households that were financed by deficit spending in prior years. In
a multi-year perspective, the true fiscal cost of low-skill households includes not merely the fiscal deficit (benefits
minus taxes) for the current year, but the fiscal deficit of low-skill households from prior years that has been shifted
forward to the present by government borrowing.

Consequently, the true cost of low-skill households for the taxpayers would include the portion of government
debt obligations that can be attributed to past benefits for low-skill households. To calculate this, it would be nec-
essary to calculate the share of government debt that can be attributed to past benefits and services for low-skill
households, a number that would be roughly comparable to the share of total government spending allocated on
behalf of low-skill households in prior years.

Calculating such a figure would be a daunting task; however, review of government spending over the past three
decades suggests that the share of spending devoted to low-skill households has probably not changed dramatically
over that time. Consequently, the share of government spending on direct benefits, means-tested benefits, educa-
tion, and population-based services to support low-skill households in FY 2004 (19 percent) can serve as a very
rough proxy for the share of spending on such households in recent decades. Thus, the share of interest on the gov-
ernment debt that can be attributed to past expenditures on low-skill households is probably roughly proportionate
to the share of current spending devoted to those households.

Estimating the Distribution of Pure Public Goods. Government pure public goods include expenditures on
defense, veterans, international affairs, scientific research, and part of spending on the environment, as well as debt
obligations relating to past public good spending. The total cost of pure public goods was divided by the whole U.S.
population to determine an average per capita cost.

The share of benefits going to low-skill households was estimated based on their share of the population; the
average value came out at roughly $6,000 per low-skill household. (This procedure assumes that low-skill house-
holds receive the same per capita utility from pure public good spending as does the general population.) Thus, it
might be reasonable to say that each low-skill household benefits from some $6,000 in public goods spending each
year that it does not pay for, but it would be inaccurate to assume that the benefit received by low-skill households
imposes added costs on society. For a further discussion, see Appendix B.

Estimating the Distribution of Taxes and Other Government Collections. The distribution of fed-
eral and state income taxes was calculated from CPS data. The Census imputes tax payments into the CPS based
on a household’s income and demographic characteristics and the appropriate federal and state tax rules; how-
ever, since income is underreported in the CPS, this means that imputed taxes will also be too low. Thus, the
imputed tax payments in the CPS were adjusted to equal the aggregate income tax revenues reported in gov-
ernment budgetary documents. Federal revenue totals were taken from Analytical Perspectives, Budget of the U.S.
Government, Fiscal Year 2006.0 State and local tax and revenue data were taken from the U.S. Census survey
of governments.*!

39. Financial obligations also include government employee retirement costs.
40. Office of Management and Budget, Analytical Perspectives, Budget of the United States Government, Fiscal Year 2006, pp. 299-323.
41. See www.census.gov/govs/estimate/0400ussl_1.html.
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The procedures for adjusting for the underreporting of income taxes were the same as those used to adjust for
underreporting of expenditures. For example, for federal income tax, let:

T, = total income tax reported in the CPS;

T; = total income tax for low-skill households reported in the CPS;

T}, = total income tax according to independent budgetary sources; and
H; = number of low-skill households in the CPS.

The share of taxes paid by low-skill households as reported in the CPS would equal T;/T,. The actual taxes allo-
cated to low-skill households would be estimated to equal (T; /T, ) times Tj,.

The average tax paid per low-skill household would equal:
(Tl /Tt ) times (Tb/Hl)
State income taxes were adjusted for underreporting according to the same formula.

Employees were assumed to pay both the “employee” and “employer” share of FICA taxes. Allocation of FICA
taxes was estimated based on the distribution reported in the CPS, adjusted for underreporting in the manner
described above.

The incidence of federal and state corporate profits tax was assumed to fall 70 percent on workers and 30 per-
cent on owners of capital. > The workers’ share was allocated according to the distribution of earnings in the CPS,
the owners’ share according to the allocation of property income in the CPS.

Sales and excise taxes were assumed to fall on the consumer; tax payments were estimated based on the share
of total consumption of relevant commodity or commodities in the Consumer Expenditure Survey. For example,
since the CEX reported that households headed by persons without a high school degree consumed 18.2 percent of
the sales of tobacco products, these same households were estimated to pay a corresponding 18.2 percent of all
excise and sales taxes on tobacco products. Additional information on specific taxes is provided below.

Specific Calculations on Expenditures

The average cost of government benefits and services per low-skill household was calculated for 50 separate
expenditure categories. The algorithms employed for each category are described below, and the specific calcula-
tions are shown in Appendix Table A—4.

Calculations for Specific Direct Benefit Expenditures.

* Social Security Benefits. Social Security benefits for individual households were calculated using dol-
lar benefit values reported in the CPS. Adjustments for underreporting of benefits in the CPS were made
using the procedures described above.

*  Medicare. The value of Medicare benefits per household was calculated based on data in the CPS. The CPS
calculates the value of Medicare coverage for an individual as equal to the average cost per eligible beneficiary.
Adjustments for misreporting of benefits in the CPS were made using the procedures described above.*>

*  Unemployment Insurance Benefits. Unemployment insurance benefits for individual households
were calculated using dollar benefit values reported in the CPS. Adjustments for underreporting of ben-
efits in the CPS were made using the procedures described above.

*  Workmen’s Compensation. Workmen’s compensation benefits for individual households were calcu-
lated using dollar benefit values reported in the CPS. Adjustments for underreporting of benefits in the
CPS were made using the procedures described above.

42. William C. Randolph, “International Burdens of the Corporate Income Tax,” Congressional Budget Office Working Paper No. 2006-09, 2006.
43. In the case of Medicare, the CPS actually slightly overreports the total cost of benefits; therefore, in this case, the adjustment procedure
results in a small reduction in Medicare costs per household compared to the CPS data.
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*  Other Federal Retirement Programs. This category includes Railroad Retirement and the Black Lung
Disability Trust Fund. Benefits for individual households were calculated using dollar values reported in
the CPS. Adjustments for underreporting of benefits in the CPS were made using the procedures
described above.

» Agricultural Subsidy Programs. Low-skill households were assumed to receive zero benefit from these
programs.

* Deposit Insurance. Net expenditure for this category is very low; low-skill households were assumed
to receive zero benefit.

Calculations for Public Education.

* Public Primary and Secondary Education. The average cost of public education services was calcu-
lated in a somewhat different manner since the CPS reports whether an individual is enrolled in a public
school but does not report the cost of education services provided. Data from the October 2004 CPS
were used to determine enrollment in public schools, while data from the Census survey of governments
were used to calculate the average per pupil cost of public primary and secondary education in each
state. ™ The total governmental cost of primary and secondary schooling for each household was then
estimated by multiplying the number of enrolled pupils in the household by the average per pupil cost
in the state where the household resides.

This procedure provided an estimate of total public primary and secondary education costs for the
whole population and the percentage of total costs going to low-skill households. The percentage of
costs going to low-skill households was multiplied by the expenditure total for primary and secondary
education from independent budgetary sources; this yielded an estimate of aggregate primary and sec-
ondary public school expenditures for low-skill households. Average per household costs of public pri-
mary and secondary education were calculated by dividing the total costs of low-skill households by the
overall number of such households.

* Public Post-Secondary Education. Public costs for post-secondary education were allocated using the
same procedures used for primary and secondary expenditures.

*  Other Education. These state and local costs were allocated in proportion to the low-skill households’
share of the general population.

Calculations for Specific Means-Tested Benefit Expenditures.

Means-Tested Expenditures in General. Aggregate figures on federal means-tested expenditures were taken
from Office of Management and Budget totals in Historical Tables, Budget of the United States Government, Fiscal Year
2006. (See Appendix Table A-1.) Federal expenditures on individual means-tested programs are presented in
Appendix Table A—4 and were taken from the Congressional Research Service report, Cash and Noncash Benefits for
Persons with Limited Income: Eligibility Rules, Recipient and Expenditure Data, FY2002—-FY2004.

Figures on specific state and local means-tested expenditures are presented in Appendix Tables A—2A, A-2B, A—
2C, and A—4 and were taken from the CRS report. These figures exclude state means-tested expenditures financed
by federal grants. An estimated $2.5 billion in state-run General Relief programs was included in the “public assis-
tance” category in Appendix Table A—4; these expenditures do not appear in the CRS report because they lack a fed-
eral component.

The total means-tested expenditure figure of $550.9 billion, presented in Appendix Table A-3, excludes means-
tested veterans benefits (which are counted as public good spending) and most means-tested educational spending.*’

Medicaid Expenditures in General. The Medicaid Statistical Information System (MSIS)*® reports Medicaid
expenditures for four recipient groups: children; disabled, non-elderly adults; able-bodied, non-elderly adults;

44. Data from U.S. Census Bureau, Governments Division, Public Education Finances, 2004, issued March 2006.
45. The means-tested spending total does include Head Start.
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and elderly adults. The MSIS data further divide expenditures in each of the four recipient categories into expen-
ditures for recipients in the general population and expenditures for recipients in long-term care institutions,
which include nursing facilities (NF) and intermediate care facilities for the mentally handicapped (ICF-MR). This
yields eight overall Medicaid recipient categories; separate expenditure calculations were made for each of these
eight categories.

* Elderly Medicaid Recipients in Long-Term Care Institutions. Medicaid expenditures for elderly
persons without a high school diploma in long-term care institutions were estimated according to
four steps.

First, institutional long-term care expenditures on recipients of unknown recipient status were imputed
into the four known recipient categories of persons in institutions on a pro rata basis.

Second, institutional long-term care expenditures (nursing facility plus ICF-MR spending) as reported in
the MSIS are facility expenditures and do not reflect Medicaid spending on ancillary medical services
(such as inpatient hospital, physician, and prescription drugs services) used by institutional long-term
care recipients. On average, ancillary medical spending is estimated to be about 16 percent of facility
expenditures across the four recipient groups.*’ To calculate the adjusted institutional long-term care
expenditures that would include both facility and ancillary spending, MSIS-based nursing facility and
ICF-MR expenditures are multiplied by a factor of 1.16.

Third, total Medicaid expenditures reported in the MSIS fall short of total expenditures reported by the
Congressional Research Service.*® To compensate for this shortfall, the expenditure total calculated in
stage 2 was multiplied by the ratio of CRS total Medicaid expenditures divided by MSIS total expendi-
tures; this yielded an adjusted institutional long-term care expenditure total (ALCET) for elderly per-
sons in long-term care.

Fourth, the National Long Term Care study showed that some 59 percent of elderly Medicaid recipients
in nursing facilities lacked a high school diploma.*” In addition, all elderly persons in ICF-MR were
assumed to lack a high school diploma. Based on their share of Medicaid recipients in long-term care
institutions, elderly persons without a high school diploma were assumed overall to receive 59.9 per-
cent of the adjusted long-term care expenditure total (ALCET) for all elderly persons in institutional
long-term care.

* Non-elderly Medicaid Recipients in Long-Term Care. Medicaid expenditures for non-elderly persons
without a high school diploma were estimated according to four steps similar to those used for the elderly.

First, institutional long-term care expenditures on recipients of unknown recipient status were imputed
into the four known-eligibility recipient categories on a pro rata basis.

Second, institutional long-term care expenditures (nursing facility plus ICF-MR spending) as reported in
the MSIS are facility expenditures and do not reflect Medicaid spending on ancillary medical services
(such as inpatient hospital, physician, and prescription drugs services) used by institutional long-term

46.

47.

48.

49.
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Calculations in this appendix are based on FY 2003 MSIS data, U.S. Department of Health and Human Services, Centers for Medicare
and Medicaid Services, Medicare & Medicaid Statistical Supplement, 2006, Medicaid Tables 14.1-14.27, at www.cms.hhs.gov/MedicareMed-
icaidStatSupp/LT/itemdetail.asp?filter Type=none&filterByDID=-99&sortByDID=1&sortOrder=ascending&itemID=CMS1190631 &intNumPer-
Page=10 (February 20, 2007).

The 16 percent figure was taken from Anna Sommers et al., “Medicaid’s Long-Term Care Beneficiaries: An Analysis of Spending Pat-
terns,” Kaiser Commission on Medicaid and the Uninsured, 2006, Table 2. The study used MSIS 2002 data.

MSIS expenditures fall short of actual Medicaid expenditures because of its accounting system and because the MSIS does not include
disproportionate provider payments, some supplemental payments, and administrative costs. In addition, Medicaid expenditure calcu-
lations for the different recipient groups are based on published FY 2003 data. Assuming that each recipient group’ share of spending
did not vary from 2003 to 2004, FY 2003 expenditure figures were also adjusted to equal actual FY 2004 spending levels as reported by
the CRS. Step 3 in this estimation process accounted for both adjustments at once.

National Long Term Care Study (NLTCS), 1999 public use dataset. Produced and distributed by the Duke University Center for Demo-
graphic Studies with funding from the National Institute on Aging under Grant No. U01-AG007198. The NLTCS is a nationally repre-
sentative sample of individuals ages 65 years and older in long-term care facilities.
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care recipients. On average, ancillary medical spending is estimated to be about 16 percent of facility
expenditures across the four recipient groups.”’ To calculate the adjusted institutional long-term care
expenditures that would include both facility and ancillary spending, MSIS-based nursing facility and
ICF-MR expenditures were multiplied by a factor of 1.16.

Third, total Medicaid expenditures reported in the MSIS fall short of total expenditures reported by the
Congressional Research Service. To compensate for this, the expenditure total calculated in stage 2 was
multiplied by the ratio of CRS total Medicaid expenditures divided by MSIS total expenditures; this
yielded an adjusted institutional long-term care expenditure total (ALCET) for non-elderly persons in
long-term care.

Fourth, the share of adjusted institutional long-term care expenditure for non-elderly persons that went
to persons without a high school diploma was then estimated. Of the total adjusted Medicaid expendi-
tures for non-elderly recipients in institutional long-term care, 52.3 percent was spent on individuals
residing in intermediate care facilities for the mentally handicapped (ICF-MR); all beneficiaries in these
facilities were assumed to be without a high school diploma.>! Some 6.8 percent of expenditures went
to non-elderly persons who lacked a high school diploma and who resided in nursing facilities.”” Alto-
gether, 59.1 percent of Medicaid expenditures on non-elderly persons in institutional long-term care
went to persons who lacked a high school diploma.

Medicaid Expenditures on Elderly Persons in the General Population. Medicaid expenditures for
elderly persons residing in low-skill households were calculated as follows.

First, total Medicaid expenditures reported in the MSIS fall short of total expenditures reported by the
Congressional Research Service. To compensate for this, Medicaid expenditures for elderly persons as
reported in the MSIS were multiplied by the ratio of CRS total Medicaid expenditures divided by MSIS
total expenditures.

Second, the adjusted long-term care expenditure total (ALCET) for elderly persons in long-term care
institutions was subtracted from the product calculated in stage 1. The remainder equaled expenditures
on the non-institutional elderly.

Third, the percent of Medicaid expenditures on the non-institutional elderly going to persons in low-
skill households was calculated from CPS data; this percentage was applied to the remainder in stage 2
to yield Medicaid expenditures for the non-institutional elderly going to low-skill households.

The formula for Medicaid expenditures for elderly persons in low-skill households in the general pop-
ulation would be as follows. Let:

M,; = Medicaid expenditures for elderly persons residing in low-skill households in the
general population;

M, = Total Medicaid expenditures on the elderly according to MSIS data;

M,; = Medicaid expenditures on the elderly in long-term care institutions;

MSIS, = Total Medicaid expenditure according to MSIS data;

CRS, = Total Medicaid expenditure according to Congressional Research Service data; and

CPS, = Share of Medicaid expenditures for elderly persons in the CPS going to elderly per-
sons residing in low-skill households.

50. The 16 percent figure came from Anna Sommers et al., “Medicaid’s Long-Term Care Beneficiaries: An Analysis of Spending Patterns,”

51.
52.

Kaiser Commission on Medicaid and the Uninsured, 2006, Table 2. The Kaiser study used MSIS 2002 data.

For more information on ICF-MR facilities, see www.cms.hhs.gov/CertificationandComplianc/09_ICFMRs.asp (March 7, 2007).

To derive this figure, the percent of non-elderly adult recipients without a high school education in long-term care nursing facilities was
assumed to equal that of the general U.S. population: about 14 percent in 2004. U.S. Census Bureau, Current Population Survey, Edu-
cational Attainment in the United States: 2004, Table 1, at www.census.gov/population/socdemo/education/cps2004/tab01-01.xls (March 2,
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Medicaid expenditures for elderly persons residing in low-skill households in the general population
can then be calculated as:

M, = M, - M, times CRS/MSIS, times CPS,

Medicaid Expenditures on Children in the General Population. Medicaid expenditures for children
residing in low-skill households were calculated with the same three-step procedure used for elderly
persons in the general population.

First, total Medicaid expenditures reported in the MSIS fall short of total expenditures reported by the
Congressional Research Service. To compensate for this, Medicaid expenditures for children as reported
in the MSIS were multiplied by the ratio of CRS total Medicaid expenditures divided by MSIS total
expenditures.

Second, the adjusted long-term care expenditure total (ALCET) for children in long-term care institu-
tions was subtracted from the product calculated in stage 1. The remainder equaled Medicaid expendi-
tures on non-institutionalized children.

Third, the percent of Medicaid expenditures on non-institutionalized children going to children in
low-skill households was calculated from CPS data; this percentage was applied to the remainder
in stage 2 to yield Medicaid expenditures for the non-institutional children residing in low-skill
households.

Medicaid Expenditures on Able-bodied Adults in the General Population. Medicaid expenditures
for able-bodied adults residing in low-skill households were calculated with the same three-step proce-
dure used for elderly persons in the general population.

First, total Medicaid expenditures reported in the MSIS fall short of total expenditures reported by the
Congressional Research Service. To compensate for this, Medicaid expenditures for able-bodied adults
in the general population as reported in the MSIS were multiplied by the ratio of CRS total Medicaid
expenditures divided by MSIS total expenditures.

Second, the adjusted long-term care expenditure total (ALCET) for able-bodied adults in long-term care
institutions was subtracted from the product calculated in stage 1. The remainder equaled Medicaid
expenditures on non-institutionalized able-bodied adults.

Third, the percent of Medicaid expenditures on non-institutionalized able-bodied adults going to able-
bodied adults in low-skill households was calculated from CPS data; this percentage was applied to the
remainder in stage 2 to yield Medicaid expenditures for the non-institutionalized able-bodied adults
residing in low-skill households.

Medicaid Expenditures on Disabled Adults in the General Population. Medicaid expenditures for
disabled adults residing in low-skill households were calculated with the same three-step procedure
used for elderly persons in the general population.

First, total Medicaid expenditures reported in the MSIS fall short of total expenditures reported by the
Congressional Research Service. To compensate for this, Medicaid expenditures for disabled adults in
the general population as reported in the MSIS were multiplied by the ratio of CRS total Medicaid
expenditures divided by MSIS total expenditures.

Second, the adjusted long-term care expenditure total (ALCET) for disabled adults in long-term care
institutions was subtracted from the product calculated in stage 1. The remainder equaled Medicaid
expenditures on non-institutionalized disabled adults.

Third, the percent of Medicaid expenditures on non-institutionalized disabled adults going to disabled
adults in low-skill households was calculated from CPS data; this percentage was applied to the remain-
der in stage 2 to yield Medicaid expenditures for the non-institutionalized disabled adults residing in
low-skill households.
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* Food Stamps. The Food Stamp Program is a means-tested program. Benefits for individual households
were calculating using dollar benefit values reported in the CPS. Adjustments for underreporting of food
stamp benefits in the CPS were made using the procedures described above.

* Supplemental Security Income (SSI). SSI is a means-tested program. SSI benefits for individual
households were calculated using dollar benefit values reported in the CPS. Adjustments for underre-
porting of benefits in the CPS were made using the procedures described above.

* The Earned Income Tax Credit (EITC). The EITC is a means-tested program supporting low-income
working families with children. Dollar values of EITC benefits are calculated by the Census for each eli-
gible household and imputed into the CPS data files. For the present analysis, EITC benefits for indi-
vidual households were based on the dollar benefit values reported in the CPS. Adjustments for
underreporting of EITC benefits in the CPS were made using the procedures described above.

*  Public Housing Subsidies. There are a number of federal means-tested housing benefit programs. Pub-
lic housing benefits for individual households were determined using dollar benefit values reported in
the CPS. Adjustments for underreporting of benefits in the CPS were made using the procedures
described above.

* Public Assistance. Public assistance covers cash benefits from the Temporary Assistance to Needy Fam-
ilies (TANF) program and General Relief programs.’> Public assistance benefits were determined for
individual households using dollar benefit values reported in the CPS. Adjustments for underreporting
of benefits in the CPS were made using the procedures described above.

* Energy Assistance. Energy assistance is a means-tested benefit program. Benefits for individual house-
holds were determined using dollar benefit values reported in the CPS. Adjustments for underreporting
of benefits in the CPS were made using the procedures described above.

*  Women, Infants and Children (WIC) Nutrition Program. WIC is a means-tested program subsidiz-
ing food consumption for low-income pregnant women and low-income mothers with infants and small
children. The CPS reports receipt of WIC benefits by households but gives no dollar value. The share of
total WIC spending going to low-skill households was assumed to equal the share of WIC recipients in
the CPS in low-skill households.

* Day Care Assistance. Federal, state, and local governments provide day care assistance to low-income
parents through a variety of means-tested programs. The CPS reports receipt of day care assistance by
households but gives no dollar value. The share of total day care spending going to low-skill households
was assumed to equal the share of day care recipients in the CPS in low-skill households.

* Indian Health Services. Indian Health is a means-tested aid program. The CPS reports receipt of Indian
Health benefits by households but gives no dollar value. The share of total Indian Health spending going
to low-skill households was assumed to equal the share of Indian Health recipients in the CPS in low-
skill households.

e Training. The CPS reports whether an individual participates in government job training programs but
assigns no cost to this participation. The share of total means-tested training spending going to low-skill
households was assumed to equal the share of training-participant recipients in the CPS who lived in
low-skill households.

* Other Means-Tested Aid. Altogether, the federal government operates some 70 different means-
tested aid programs. The CPS contains data on household utilization of 11 of the largest programs,
which cover 93 percent of overall means-tested spending, but provides no data on the smaller
programs. Allocation of benefits from the remaining means-tested programs was estimated in the
following manner.

53. The state and local expenditures on public assistance presented in Appendix Table A—4 include data and state TANF spending taken
from the Congressional Research Service and an estimated $2.5 billion in state and local spending on General Relief.
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First, the share of reported total spending for the 11 means-tested programs covered by the CPS going
to households headed by persons without a high school degree was determined.

Second, the low-skill households were assumed to receive a share of the means-tested benefits from the
remaining unreported programs equal to their share of all expenditures on reported means-tested pro-
grams in the CPS.

Third, once the estimated total benefits from these residual programs received by low-skill households
as a whole was calculated, an average value per low-skill household could be computed.

Specific Calculations for Population-Based Programs.

26

Highways and Roads. Utilization of roads, highways, and parking facilities by low-skill households was
assumed to be proportionate to their share of gasoline expenditures in the CEX.

Mass Transit Subsidies. Low-skill households were assumed to utilize mass transit in proportion to
their share of expenditures on public transportation as reported in the CEX.

Air Transportation. Low-skill households were assumed to receive minimal benefit from government
spending on airports and air travel. The low-skill household share of this spending was arbitrarily set at
2 percent of total expenditures.

Sea and Inland Port Facilities and Other Ground Transportation. The share of these expenditures
benefiting low-skill households was assumed to equal their share of total consumption in the CEX.

Other Federal Ground Transportation. Low-skill households were assumed to receive none of the
benefits of this spending.

Justice, Police, and Public Safety. These programs provide a general benefit to entire communities.
These expenditures were assumed to have a uniform per capita value across the entire population. The
share of expenditures benefiting low-skill households was assumed to be equal to their share of the total
population.

Population-Based Expenditures on Resources, Sanitation, and the Environment. This category
covers spending on parks and recreation, sewage and waste management, pollution control, natural
resources, and public utility expenditures that are not financed through user fees. These expendi-
tures were assumed to have a uniform per capita value across the entire population. The share of
expenditures benefiting low-skill households was assumed to be equal to their share of the total
population.

Public Utility Spending for Water Supply. These expenditures represent expenditures on public water
supply beyond those financed through user fees. The low-skill households’ share of this spending was
assumed to equal the group’s share of expenditures on water in the CEX.

Public Utility Spending for Electric Power Supply. These expenditures represent expenditures on
public electric power beyond those financed through user fees. The low-skill households’ share of this
spending was assumed to equal the group’s share of expenditures on electricity in the CEX.

Public Utility Spending for Gas Supply. These expenditures represent expenditures on public gas
supply beyond those financed with user fees. The low-skill households’ share of this spending was
assumed to equal the group’s share of expenditures on gas supply in the CEX.

Pollution Control and Abatement. The analysis assumes that expenditures on pollution control
would be proportionate to a household’s propensity to pollute and that a household’s propensity to
pollute would be proportionate to its share of overall consumption. In consequence, low-skill house-
holds’ share of pollution control expenditure would be proportionate to the group’s share of total con-
sumption in the CEX.

General Health. This category includes spending on mental health, substance abuse, and public
health. These expenditures were assumed to have a uniform per capita value across the entire popu-
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lation. The share of expenditures benefiting low-skill households was assumed to be equal to their
share of the total population.

Consumer and Occupational Health. These expenditures were assumed to have a uniform per capita
value across the entire population. The share of expenditures benefiting low-skill households was
assumed to be equal to their share of the total population.

Protective Inspection and Regulation. These expenditures were assumed to have a uniform per capita
value across the entire population. The share of expenditures benefiting low-skill households was
assumed to be equal to their share of the total population.

Community Development. These expenditures were assumed to have a uniform per capita value
across the entire population. The share of expenditures benefiting low-skill households was assumed to
be equal to their share of the total population.

Miscellaneous Spending. This category includes labor services, activities to advance commerce, postal
service, and libraries. These expenditures were assumed to have a uniform per capita value across the
entire population. The share of expenditures benefiting low-skill households was assumed to be equal
to their share of the total population.

Specific Calculations for General Government Support Services for Other Government Programs.

General Government/Administrative Support Functions at the State and Local Levels. This cate-
gory consists mainly of administrative services in support of other government functions. It includes tax
and revenue collection, lottery administration, budgeting, central administration, legislative functions,
trust fund administration, central administration, and legislative functions. These activities do not pro-
vide benefits or services to the general public, but rather provide support for other programs that do
directly affect the public. For example, tax collection does not directly benefit anyone but is necessary
to provide funding for all other programs that do provide benefits and services to the public. Since the
purpose of these support functions is to sustain other government programs, the costs for administrative
support services was allocated according to the share of overall state and local direct benefits, means-
tested benefits, education, and population-based services received by a household.

General Government/Administrative Support Functions at the Federal Level. Like the previous cat-
egory, this category includes tax collection activity, legislative functions, and other administrative support
activities; and like the previous category, these activities do not directly benefit the public, but rather sus-
tain all other government activities. In FY 2004, some 27 percent of total federal spending was allocated
to pure public good functions. Therefore, 27 percent of federal general government and administrative
support spending was estimated to be in support of pure public good functions. The remaining spending
was allocated among households according to the share of all federally funded direct benefits, means-
tested benefits, education, and population-based services received by a household.

Specific Calculations for Financial Obligations Relating to Past Government Activities.

Federal Financial Obligations. This category includes interest payments on the federal debt and
expenditures on federal employee retirement. These expenditures do not directly benefit the public, but
rather sustain all other government activities. In FY 2004, some 27 percent of total federal spending was
allocated to pure public good functions. Therefore, 27 percent of federal financial obligations were esti-
mated to be in support of pure public good functions. The remaining spending was allocated among
households according to the share of all direct and means-tested benefits, education, and population-
based services received by a household.

State and Local Financial Obligations. This category includes interest payments on the state and local
debt and expenditures on state and local employee retirement. These expenditures do not directly ben-
efit the public, but rather sustain all other government activities. Spending was allocated among house-
holds according to the share of all direct and means-tested benefits, education, and population-based
services received by a household.
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Specific Calculations for Public Goods Expenditure. This category includes spending on national defense,
international affairs, science and scientific research, veterans programs, and natural resources and the environment.
These expenditures were assumed to have a uniform per capita value across the entire population. The share of
expenditures benefiting low-skill households was assumed to be equal to their share of the total population.

National Defense. National defense is a pure public good. Defense expenditures were assumed to have
a uniform per capita value across the entire population. The share of expenditures benefiting low-skill
households was assumed to be equal to their share of the total population.

Veterans Programs. Spending on veterans programs represents a cost related to past public goods services.
These expenditures were assumed to have a uniform per capita value across the entire population. The share
of expenditures benefiting low-skill households was assumed to be equal to their share of the total population.

Science and Scientific Research. These expenditures were assumed to have a uniform per capita value
across the entire population. The share of expenditures benefiting low-skill households was assumed to
be equal to their share of the total population.

International Affairs. These expenditures were assumed to have a uniform per capita value across the
entire population. The share of expenditures benefiting low-skill households was assumed to be equal
to their share of the total population.

Natural Resources and the Environment. These expenditures represent an estimate of pure public
goods spending on the environment such as preservation of species and wilderness. Parks, recreation,
and pollution abatement activities are not included in this category because the cost of those activities
will tend to increase as the population increases. The environmental expenditures in this category were
assumed to have a uniform per capita value across the entire population. The share of expenditures ben-
efiting low-skill households was assumed to be equal to their share of the total population.

Expenditures on Administrative Support Functions That Assist Governmental Public Good Func-
tions. Some 27 percent of federal government spending in FY 2004 went to public good functions;
therefore, it is assumed that 27 percent of federal administrative support spending also was devoted to
backing public goods functions.

Financial Obligations for Past Public Good Functions. This category includes interest payments on
the federal debt and federal employee retirement costs. These are obligations that result from federal
activities in prior years. The public good share of these obligations would be equal to the public good
share of total federal spending in prior years. In FY 2004, some 27 percent of federal spending went to
public good functions. The analysis assumes that 27 of federal spending in past years also went to public
good functions; therefore, the public good share of spending on past financial obligations is assumed to
equal 27 percent of the full costs of past financial obligations.

Specific Calculations for Taxes and Revenues

Average payments per low-skill household were calculated for 33 specific tax and revenue categories. The algo-
rithm used for each revenue category is described below, and the calculations for each category are presented in
Appendix Table A-5.

Specific Calculations for Federal Taxes and Revenues.

Federal Individual Income Tax. The distribution of federal income taxes was calculated from CPS
data. The Census imputes tax payments into the CPS based on a household’s income and demo-
graphic characteristics and the appropriate federal income tax rules; however, since income is under-
reported in the CPS, this means that imputed taxes will also be too low. Thus, the imputed tax
payments in the CPS were adjusted so that aggregate tax revenues equaled those reported in Analytical
Perspectives, Budget of the U.S. Government, Fiscal Year 2006.7* Adjustments for underreporting of tax

54. Office of Management and Budget, Analytical Perspectives, Budget of the United States Government, Fiscal Year 2006, pp. 299-323.
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payments in the CPS were made using the procedures used for adjusting benetfits for underreporting
as described above.

* Federal Insurance Contribution Act (FICA) Taxes. Employees were assumed to pay both the
“employer” and “employee” share of FICA taxes. Data on the distribution of FICA tax were taken from
the CPS. The Census imputes FICA tax values into the CPS based on reported earnings. Adjustment for
underreporting was done in the manner previously described.

* Federal Corporate Income Tax. There are many conflicting opinions on the incidence of corporate
income tax. The tax may be paid by owners, workers, consumers, or a combination of all three. For
example, the Congressional Budget Office has traditionally assumed that the burden of this tax was fully
borne by the owners of businesses; however, a recent CBO analysis concluded that in a competitive
international environment, 70 percent of the cost of this tax was in fact shifted to workers.”> As a whole,
workers will experience lower wages as a result of the tax.

This study uses the conclusions of this recent CBO analysis, assigning 70 percent of the federal corpo-
rate income tax burden to workers and 30 percent to owners; this allocation increases the estimate of the
average taxes paid by low-skill households. The distribution of the workers’ share of the tax burden was
estimated on the basis of the distribution of earnings reported in the CPS. The share of federal corporate
income tax borne by workers in low-skill households was assumed to be proportionate to the share of
total earnings reported by low-skill households in the CPS. The distribution of the owners’ share of the
tax burden was estimated on the basis of the distribution of property income (dividends, interest, and
rent) in the CPS; the share borne by workers in low-skill households was assumed to be proportionate
to the share of total property income reported by low-skill households in the CPS.

* Federal Receipts for Unemployment Insurance. This tax was assumed to fall on workers. The share
paid by low-skill workers was assumed to equal their share of earnings in the CPS.

* Federal Highway Trust Fund Taxes. This tax was assumed to fall half on the private owners of motor
vehicles and half on businesses. The business share was further assumed to fall half on consumers and
half on owners. Overall, the tax was assumed to fall 50 percent on private motor vehicle operators, 25
percent on consumers, and 25 percent of owners of businesses.’® The portion of the tax paid by private
motor vehicle operators that fell on low-skill households was assumed to equal those households’ share
of gasoline consumption as reported in the CEX. The portion of the tax paid by consumers that fell on
low-skill households was assumed to be proportionate to those households’ share of total consumption
as reported in the CEX. The portion of the tax paid by business owners that fell on low-skill households
was assumed to be proportionate to those households’ share of property income (interest, dividends,
and rent) as reported in the CPS.

* Federal Airport and Airways Taxes. Low-skill households probably use air travel infrequently. They
were assumed to pay 2 percent of these taxes and to utilize a corresponding 2 percent of government air
travel expenditures.

* Federal Excise Tax on Alcohol. This tax was assumed to fall on the consumers of alcohol. The share
of the tax borne by low-skill households was assumed to be proportionate to those households’ share of
the total consumption of alcohol products as reported in the CEX.

* Federal Excise Tax on Tobacco. This tax was assumed to fall on the consumers of tobacco products.
The share of the tax borne by low-skill households was assumed to be proportionate to those house-
holds’ share of the total consumption of tobacco products as reported in the CEX.

» Federal Excise Tax on Telephones. This tax was assumed to fall on telephone users. The share of the
tax borne by low-skill households was assumed to be proportionate to those households’ share of the
total consumption of telephone products as reported in the CEX.

55. Randolph, “International Burdens of the Corporate Income Tax.”
56. Based on information provided by the Tax Foundation.
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Federal Excise Tax on Transportation Fuels. This tax was assumed to fall on the consumers of trans-
portation fuels. The share of the tax borne by low-skill households was assumed to be proportionate to
those households’ share of the total consumption of fuels as reported in the CEX.

Other Federal Excise Taxes. These taxes were assumed to fall on consumers in general. The share of
tax borne by low-skill households was assumed to be proportionate to those households’ share of the
total consumption as reported in the CEX.

Federal Gift and Estate Taxes. Low-skill households were assumed to pay none of these taxes.

Federal Customs, Duties, and Fees. These taxes were assumed to fall on consumers. The share of tax
borne by low-skill households was assumed to be proportionate to those households’ share of the total
consumption as reported in the CEX.

Specific Calculations for State and Local Taxes and Revenues.

State Individual Income Tax. This tax was estimated in the same manner as the federal individual
income tax. State income tax data reported in the CPS are calculated using the tax rules of the indi-
vidual states.

State Corporate Income Tax. This tax was estimated in the same manner as the federal corporate
income tax.

State and Local Property Taxes. Property taxes were assumed to fall partly on businesses and partly on
owner-occupied and rented dwellings. The tax falling on businesses was assumed to be partly borne by
owners and partly passed on to consumers. Overall, 50 percent of the tax was allocated to households
as home owners and renters; the share of this tax paid by low-skill households was assumed to be pro-
portionate to these households’ share of payments for shelter costs in the CEX. Another 25 percent of
property taxes was assumed to be paid by owners of capital; the share paid by low-skill households was
assumed to be proportionate to these households’ share of dividends, interest, and rent income in the
CPS. A final 25 percent of property tax was assumed to be passed on from businesses to consumers; the
share of this burden borne by low-skill households was assumed to be equal to their share of total con-
sumption as reported in the CEX.

State and Local General Sales Taxes. These taxes were assumed to fall on consumers. The share that
low-skill households paid was assumed to be proportionate to their share of the consumption of non-
exempt goods and services as reported in the CEX. Items routinely exempted from sales tax coverage
include food eaten at home, housing expenditure, utilities, fuels, gas and motor oil, public services,
health care, education, cash contributions, and personal insurance and pension payments.>’

State and Local Tax on Motor Fuel. This tax was calculated in the same manner as the federal Highway
Trust Fund taxes.

State and Local Sales Tax on Alcohol. This tax was estimated in the same manner as the federal excise
tax on alcohol.

State and Local Sales Tax on Tobacco. This tax was estimated in the same manner as the federal excise
tax on tobacco.

Motor Vehicle License Fees. The share of these fees paid by low-skill households was assumed to equal
these households’ share of spending on licenses as reported in the CEX.

Public Utilities Tax. The share of this tax paid by low-skill households was assumed to equal these
households’ share of total utility expenditures as reported in the CEX.

Other Selective State and Local Sales Taxes. The share of these taxes paid by low-skill households
was assumed to equal these households’ share of total consumption based on CEX data.

57. Based on information provided by the Tax Foundation.
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*  Other State and Local Taxes Including Estate, Stock Transaction, and Severance Taxes. Low-skill
households are assumed to pay few of these taxes.

* State Taxes for Unemployment Insurance. These taxes, like FICA taxes, were assumed to fall on
workers. The share of taxation borne by low-skill households was assumed to equal their share of earn-
ings reported in the CPS.

e  Other Insurance Trust Fund Revenues. The share of these revenues paid by low-skill households was
assumed to be proportionate to the number of persons in low-skill households as a share of the general
population.

e State Taxes for Workmen’s Compensation. These taxes, like FICA taxes, were assumed to fall on
workers. The share of taxation borne by low-skill households was assumed to equal their share of earn-
ings reported in the CPS.

* Employee Contributions to State and Local Government Retirement Funds. The distribution of
these revenue contributions was assumed to be proportionate to the distribution of state and local
employees participating in employer pension plans according to CPS data.

» State Lottery Receipts. An important source of government revenue paid by low-skill households is
the purchase of state lottery tickets. Households headed by persons without a high school degree appear
to pay more to state government through lottery ticket sales than they do through individual income
taxes. A major study of the sale of state lottery tickets to different socioeconomic groups shows that per
capita spending on state lottery tickets by adult high school dropouts was twice that of other adults.”®
In the present analysis, lottery spending by households headed by persons without a high school degree
was assumed to be twice that of other households. The share of state lottery revenue contributed by low-
skill households was calculated as 2hy/(h; +h,), where h; is the number of low-skill households and h; is
the number of households in the total population.

* Earnings on Investments Held in Employee Retirement Trust Funds. These state and local revenues
represent the property income received by government trust funds as owners of capital. These earnings
are not taxes and cannot be allocated among households.

» State and Local Interest Earnings and Earnings from the Sale of Property. These revenues represent
the property income received by government as owner of capital and other property. These earnings are
not taxes and cannot be allocated among households.

* Special Assessments. Low-skill households were assumed to pay none of these taxes.

* Other State and Local Revenue. This revenue includes dividends on investment, recovery of expen-
ditures made in prior years, and other non-tax revenue. Low-skill households were assumed to fund
none of this revenue.

58. Charles T. Clotfelter, Philip J. Cook, Julie A. Edell, and Marian Moore, “State Lotteries at the Turn of the Century: Report to the National
Gambling Impact Study Commission,” Duke University, April 23, 1999.
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Appendix B
Pure Public Goods, Private Consumption Goods, and Population-Based Services

Fiscal distribution analysis seeks to determine the government benefits received by a particular group compared
to taxes paid. A necessary first step in this process is to distinguish government programs that provide “pure public
goods” as opposed to “private goods.” These two types of expenditures have very different fiscal implications.

Economist Paul Samuelson is credited with being the first to develop the theory of public goods. In his seminal
1954 paper “The Pure Theory of Public Expenditure,”® Samuelson defined a pure public good (or what he called
in the paper a “collective consumption good”) as a good “which all enjoy in common in the sense that each
individual’s consumption of such a good leads to no subtractions from any other individual’s consumption of that
good.” By contrast, a “private consumption good” is a good that “can be parceled out among different individuals.”
Its use by one person precludes or diminishes its use by another.

A classic example of a pure public good would be a lighthouse: The fact that any particular ship perceives the
warning beacon does not diminish the usefulness of the lighthouse to other ships. A typical example of a private con-
sumption good is a hamburger: When one person eats it, it cannot be eaten by others.

Formally, all pure public goods will meet two criteria.®

* Non-rivalrous consumption: Everyone in a given community can use the good; its use by one person
will not diminish its utility to others.

e Zero-cost extension to additional users: Once a pure public good has been initially produced, it
requires no extra cost for additional individuals to benefit from the good. Expansion of the number of
beneficiaries does not reduce its utility to any initial user and does not add new costs of production. As
Nobel prize-winning economist James Buchanan explains, with a pure public good, “Additional con-
sumers may be added at zero marginal cost.”®!

The second criterion is a direct corollary of the first. If consumption of a good is truly non-rivalrous, then adding
extra new consumers will not reduce utility or add costs for the initial consumers.

The distinction between collective and private consumption goods can be illustrated by considering the differ-
ence between a recipe for pie and an actual piece of pie. A recipe for pie is a public consumption good in the sense
that it can shared with others without reducing its usefulness to the original possessor; moreover, the recipe can be
disseminated to others with little or no added cost. By contrast, an actual slice of pie is a private consumption good:
Its consumption by one person bars its consumption by another. Efforts to expand the number of individuals uti-
lizing the pie slice will either reduce the satisfaction of each user (as each gets a smaller portion of the initial) or entail
new costs (to produce more pie).

Examples of Governmental Pure Public Goods. Pure public goods are relatively rare. One prime example of
a governmental public good is medical research. If research funded by the National Institutes of Health produces a
cure for cancer, all Americans will benefit from this discovery. The benefit received by one person is not reduced by
the benefit received by others; moreover, the value of the discovery to each individual would remain the same even
if the U.S. population doubled.

Another notable example of a pure public good is defense expenditure. The utility of an Army division or an air-
craft carrier lies in its effectiveness in combating foreign threats to America. In most respects, one person’s benefit
from defense strength is not reduced because others also benefit. The military effectiveness of an Army division or
an aircraft carrier is not reduced just because the size of the civilian population being defended is increased.

59. Paul A. Samuelson, “The Pure Theory of Public Expenditure,” Review of Economics and Statistics, Vol. 36, No. 4 (1954), pp. 387-3809.

60. A third criterion is non-exclusion from benefit; it is difficult to deny members of a community an automatic benefit from the good. This
aspect of public goods is not critical to the fiscal allocation issues addressed in this paper.

61. James M. Buchanan, The Demand and Supply of Public Goods, Liberty Fund, Library of Economics and Liberty, p. 5.4.3, at www.econ-
lib.org/library/Buchanan/buchCv5Contents.html (March 6, 2007).
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Finally, individuals may receive psychic satisfaction from the preservation of wildlife or wilderness areas. This
psychic satisfaction is not reduced because others receive the same benefit and is not directly effected by changes in
the population. By contrast, enjoyment of a national park may be reduced if population increases lead to crowding.
In consequence, general activities to preserve species may be considered a public good, while provision of parks is
a private good.

Pure Public Goods Compared to Population-Based Goods. Many government services that are dubbed
public goods are not true public goods. Economists Thomas MaCurdy and Thomas Nechyba state that “relatively
few of the goods produced by [the] government sector are pure public goods, in the sense that the cost of providing
the same level of the good is invariant to the size of the population.”62 In other words, many government services
referred to conventionally as “public goods” need to be increased at added expense to the taxpayer as the population
increases, thereby violating the criterion of zero cost extension to additional users.

For example, police protection is often incorrectly referred to as a “public good.” True, police do provide a dif-
fuse service that benefits nearly all members of a community, but the benefit each individual receives from a police-
man is reduced by the claims other citizens may make on the policeman’s time. Someone living in a town of 500
protected by a single policeman gets far more protection from that policeman than would another individual pro-
tected by the same single policeman in a town of 10,000.

The National Academy of Sciences explains that government services that generally need to be increased as the
population increases are not real public goods. It refers to these services as “congestible” goods: If such a program
remains fixed in size as the number of users increases, it may become “congested,” and the quality of service will con-
sequently be reduced. An obvious example would be highways. Other examples of “congestible” goods are sewers,
parks, fire departments, police, courts, and mail service.%? These types of programs are categorized as “population-
based” services in the paper.

In contrast to population-based services, governmental pure public goods have odd fiscal properties. The fact
that a low-income person who pays little or nothing in taxes receives benefit from government defense or medical
research programs does not impose added cost or reduce the utility of those programs to other taxpayers. Therefore,
it is inaccurate to say that the non-taxpayers’ use of these programs imposes a burden on other taxpayers. On the
other hand, non-taxpayers or individuals who pay little in taxes are “free riders” on public goods in the sense that
they benefit from a good they have not paid for.

62. Thomas MaCurdy, Thomas Nechyba, and Jay Bhattacharya, “An Economic Framework for Assessing the Fiscal Impacts of Immigration,”
in James P Smith and Barry Edmonston, The Immigration Debate: Studies on the Economic, Demographic and Fiscal Effects of Immigration
(Washington, D.C.: National Academy Press, 1998), p. 16.

63. National Research Council, The New Americans, p. 303.
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A Table A-| SR 12

Federal Outlays—Fiscal Year 2004

Millions
Function and Subfunction of Dollars ~ Program Type
050 National Defense:
051 Department of Defense—Military:
Military Personnel [13,576 Public Good
Operation and Maintenance 174,045 Public Good
Procurement 76,216 Public Good
Research, Development, Test, and Evaluation 60,759 Public Good
Military Construction 6,312 Public Good
Family Housing 3,905 Public Good
Other |,708 Public Good
051 Subtotal, Department of Defense—Military 436,521 Public Good
053 Atomic Energy Defense Activities 16,625 Public Good
054 Defense-related Activities 2,762 Public Good
Total, National Defense 455,908 Public Good
150 International Affairs:
I51 International Development and Humanitarian Assistance 13,825 Public Good
152 International Security Assistance 8,369 Public Good
153 Conduct of Foreign Affairs 7,897 Public Good
154 Foreign Information and Exchange Activities [141 Public Good
I55 International Financial Programs -4,341 Public Good
Total, International Affairs 26,891 Public Good
250 General Science, Space, and Technology:
251 General Science and Basic Research 8,416 Public Good
252 Space Flight, Research, and Supporting Activities 14,637 Public Good
Total, General Science, Space and Technology 23,053 Public Good
270 Energy:
271 Energy Supply -1,555
272 Energy Conservation 926
274 Emergency Energy Preparedness 158
276 Energy Information, Policy, and Regulation 305
Total, Energy -166 Population-based Services
300 Natural Resources and Environment:
301 Water Resources 5,571 Public Good
302 Conservation and Land Management 9,758 Public Good
303 Recreational Resources 2,963 Population-based Services
304 Pollution Control and Abatement 8,485 Population-based Services
306 Other Natural Resources 3,948 Public Good
Total, Natural Resources and Environment 30,725
350 Agriculture:
351 Farm Income Stabilization I'1,186 Direct Benefit
352 Agricultural Research and Services 4,254 Public Good
Total, Agriculture 15,440
370 Commerce and Housing Credit:
371 Mortgage Credit 2,659 Direct Benefit
372 Postal Service -4,070 Population-based Services
373 Deposit Insurance -1,976 Direct Benefit
376 Other Advancement of Commerce 8,660 Population-based Services
Total, Commerce and Housing Credit 5273

(continued on next page)
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& Table A—| SR 12
Federal Outlays—Fiscal Year 2004 (continued)
Millions
Function and Subfunction of Dollars ~ Program Type
400 Transportation:
401 Ground Transportation
Highways and Roads 32,336 Population-based Services
Other Ground Transportation 8,407 Population-based Services
402 Air Transportation 16,743 Population-based Services
403 Water Transportation 6,898 Population-based Services
407 Other Transportation 242 Population-based Services
Total, Transportation 64,626
450 Community and Regional Development:
451 Community Development 6,167 Not Applicable
452 Area and Regional Development 2,329 Not Applicable
453 Disaster Relief and Insurance 7,301 Not Applicable
Total, Community and Regional Development 15,797 Duplicates Below
450 Community and Regional Development: Duplicate Accounts
Community and Regional Development Proportional 13,754 Population-based Services
Community and Regional Development: Public Good (Homeland Security) 2,043 Public Good
Total, Community and Regional Development: Duplicate Accounts 15,797
500 Education, Training, Employment, and Social Services:
501 Elementary, Secondary, and Vocational Education 34,357 Educational Benefits
502 Higher Education 25,264 Educational Benefits
503 Research and General Education Aids 3,005 Public Good
504 Training and Employment 7912 Means-tested
505 Other Labor Services [,552 Population-based Services
506 Social Services (Including Head Start) 15,855 Means-tested
Total, Education, Training, Employment, and Social Services 87,945
550 Health:
551 Health Care Services, Public Health, Mental Health, and Substance Abuse 19,888 Population-based Services
551 Health Care Services, Means-tested 190,204 Means-tested
552 Health Research and Training 27,099 Public Good
554 Consumer and Occupational Health and Safety 2,943 Population-based Services
Total, Health 240,134
570 Medicare:
571 Medicare 269,360 Direct Benefit
600 Income Security:
601 General Retirement and Disability Insurance (Excluding Social Security)
(Pension Benefit Guarantee, Black Lung and Disabled Miners, Railroad Retirement) 6,573 Direct Benefit
602 Federal Employee Retirement and Disability: Total 88,729 Interest and Other Financial Obligations
602 Federal Employee Retirement and Disability Due to Past Public Good
Functions+subtotal 23,868 Public Good
602 Federal Employee Retirement and Disability, All Other: Sub-total 64,861 Interest and Other Financial Obligations
603 Unemployment Compensation (Counted as State Expenditure) Not Applicable
604 Housing Assistance 36,568 Means-tested
605 Food and Nutrition Assistance 46,012 Means-tested
609 Other Income Security (Supplemental Security Income, Refundable Earned
Income Credit, Temporary Assistance to Needy Families, Low Income Energy
Assistance, Foster Care, Child Care and Child Development Block Grant) 109,96 Means-tested
Total, Income Security 332,837
(continued on next page)
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K Table A-| SR 12
Federal Outlays—Fiscal Year 2004 (continued)

Millions
Function and Subfunction of Dollars ~ Program Type
650 Social Security:
651 Social Security 495,548 Direct Benefit
700 Veterans Benefits and Services:
701 Income Security for Veterans 31,654 Public Good
702 Veterans Education, Training, and Rehabilitation 2,751 Public Good
703 Hospital and Medical Care for Veterans 26,783 Public Good
704 Veterans Housing -1,980 Public Good
705 Other Veterans Benefits and Services 571 Public Good
Total, Veterans Benefits and Services 59,779 Public Good
750 Administration of Justice:
75| Federal Law Enforcement Activities 19,090 Population-based Services
752 Federal Litigative and Judicial Activities 9,685 Population-based Services
753 Federal Correctional Activities 5,509 Population-based Services
754 Criminal Justice Assistance 11,251 Population-based Services
Total, Administration of Justice 45,535 Population-based Services
800 General Government:
801 Legislative Functions 3,187 Population-based Services
802 Executive Direction and Management 510 Population-based Services
803 Central Fiscal Operations 9,339 Population-based Services
804 General Property and Records Management 228 Population-based Services
805 Central Personnel Management 217 Population-based Services
806 General Purpose Fiscal Assistance 7,675 Population-based Services
808 Other General Government 2,345 Population-based Services
809 Deductions for Offsetting Receipts -1,679 Population-based Services
Total, General Government 21,822 Population-based Services
General Government in Support of Public Good Functions 5,870 Public Good
General Government, All Other 15,952 Population-based Services
900 Net Interest:
901 Interest on Treasury Debt Securities (Gross) 321,679 Not Applicable
902 Interest Received by on-budget Trust Funds -67,76l Not Applicable
903 Interest Received by off-budget Trust Funds -86,228 Not Applicable
908 Other Interest -4,473 Not Applicable
909 Other Investment Income -2972 Not Applicable
Total, Net Interest 160,245
Net Interest Due to Past Public Good Functions 43,106 Public Good
Net Interest, All Other 117139 Interest and Other Financial Obligations
TOTAL OUTLAYS WITH OFFSETTING RECEIPTS 2,305,758
(Excludes Unemployment Insurance)
Source: Budget Historical Tables for FY 2006 at www.whitehouse.gov/omb/budget/fy2006/pdfihist.pdf. Budget codes 401 details taken from FY2006
Budget Appendix, pp. 792-824
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& Table A-2A SR 12
Removing Federal Grants in Aid from State and Local Expenditures
State and Local
State and Local Expenditure Federal Grants Expenditures Less
Expenditures Subtotals in Aid to States Federal Grants
(in millions) (in millions) (in millions) (in millions)
Total Income Security, Health, and Social Services 532,154.07
Means-tested Aid and Services 440,859.00 277,849.00 [63,010.00
Other 91,295.07 9,835.00 81,460.07
Total Transportation 141,958.53
Highways 118,178.67 30,689.00 87,489.67
Air Transportation (Airports) 18,030.57 2,958.00 15,072.57
Parking Facilities [,335.99 [,335.99
Sea and Inland Port Facilities 4,046.65 4,046.65
Transit Subsidies 366.66 20.00 346.66
Total Education and Training 664,561.08
Higher Education 173,085.92 482.00 172,603.92
Elementary and Secondary 452,054.91 20,522.00 431,532.91
Other Education 30,219.74 14,810.00 15,409.74
Libraries 9,200.51 136.00 9,064.5I
Training 4,325.00 -4,325.00
Total Resources and Environment 109,673.71
Natural Resources 23,298.71 7423.00 [5,875.71
Parks and Recreation 3046748 239.00 30,228.48
Sewage 35,534.72 35,534.72
Solid Waste Management 20,372.80 20,372.80
Justice and Public Safety 187,551.12 5,084.00 182,467.12
Veterans 1,503.74 454.00 1,049.74
General Government 67,748.37 9,015.00 58,733.37
Protective Inspection and Regulation [1,498.04 |1,498.04
Unallocated Expenditure 100,142.99 14,712.00 85,430.99
Employment Security Administration 4,679.16 2,650.00 2,029.16
Interest on General Debt 81,723.06 81,723.06
Insurance Trust Expenditure
Unemployment Compensation 43,277.64 43,277.64
Employee Retirement 137,537.44 137,53744
Workers" Compensation [2,299.80 12,299.80
Other Insurance Trust 4,289.89 4,289.89
Utility Expenditure
Water Supply 44,806.24 44,806.24
Electric Power 59,298.84 59,298.84
Gas Supply 6,716.95 6,716.95
Transit 44,236.69 7,777.00 36,459.69
Liquor Store Expenditure 4,672.90 4,672.90
TOTAL STATE AND LOCAL OUTLAYS 2,260,330.26
TOTAL FEDERAL GRANTS IN AID TO THE STATES 408,980.00 1,851,350.26
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A Table A-2B SR 12
Removing User Fees and Charges from State and Local Expenditures
Expenditures User State and Local
State and Local Net Federal Fees and Expenditures Net
Expenditures Net Grants (from  User Fees and Charges:  Charges: Federal Grants in Aid and Final
Federal Grants in Aid Table 2A) Type Amount Net Fees and Charges Expenditures
(in millions (in millions (in millions
of dollars) of dollars) of dollars)
Total Income Security, Health, Total Income Security, Health,
and Social Services and Social Services
Means-tested Aid and Housing and Community Means-tested Aid and
Services 163,010.00 Development 4,770 Services 158,239.53
Other Income, Health and Hospitals 72,652 Other Income, Health and
Services 81,460.07 Services 8,808.39
Total Transportation Total Transportation
Highways 87489.67 Highways 8,991 Highways 78,498.76
Air Transportation (Airports) 15,072.57  Air Transportation (Airports) 13,345 Air Transportation (Airports) [,727.56
Parking Facilities [,335.99 Parking Facilities 1,540 Parking Facilities -203.93
Sea and Inland Port Facilities 4,046.65 Sea and Inland Port Facilities 3,107 Sea and Inland Port Facilities 939.84
Transit Subsidies 346.66 Transit Subsidies 346.66
Total Education and Training Total Education and Training
Higher Education 172,603.92 Institutions of Higher Higher Education 100,823.83
Education 71,780
Elementary and Secondary 431,532.91 School Lunch Sales (Gross) 6,326 Elementary and Secondary ~ 425,206.94
Other Education 15,409.74 Other Education Charges 6,314 Other Education 9,09547
Libraries 9,064.5 Libraries Libraries 9,064.51
Training -4,325.00 Training -4,325.00
Total Resources and Total Resources and
Enviroment Enviroment
Natural Resources |5,875.71 Natural Resources 3,264 Natural resources [2,611.90
Parks and Recreation 30,228.48 Parks and Recreation 7982 Parks and recreation 22,246.96
Sewage 35,534.72 Sewerage 29,792 Sewerage 5,742.49
Solid Waste Management 20,372.80 Solid Waste Management 12,083 Solid waste management 8,289.80
Justice and Public Safety 182,467.12 Justice and Public Safety 182,467.12
Veterans |,049.74 Veterans [,049.74
General Government 58,733.37 General Government 58,733.37
Protective Inspection and Protective Inspection and
Regulation [1,498.04 Regulation 11,498.04
Administration and Other Charges 46,696 Total Unallocated Expenditure 38,734.62
Unallocated Expenditures 85,430.99
Employment Security Employment Security
Administration 2,029.16 Administration 2,029.16
Interest on General Debt 81,723.06 Interest on General Debt 81,723.06
Insurance Trust Expenditure Insurance Trust Expenditure
Unemployment Unemployment
Compensation 43,277.64 Compensation 43,277.64
Employee Retirement 137,537.44 Employee Retirement 137,537.44
Workers' Compensation 12,299.80 Workers' Compensation 12,299.80
Other Insurance Trust 4,289.89 Other Insurance Trust 4,289.89
Utility Expenditure Utility Revenue Utility Expenditure
Water Supply 44,806.24 Water Supply 36,087 Water Supply 8,719.05
Electric Power 59,298.84 Electric Power 55,980 Electric Power 3,318.36
Gas Supply 6,716.95 Gas Supply 6,506 Gas Supply 211.20
Transit 36,459.69 Transit 9,783 Transit 26,676.34
Liquor Store Expenditure 4,67290 Liquor Store Revenue 5,698 Liquor Store Expenditure -1,024.71
Total State and Local Outlays  1,851,350.26 Total Fees and Charges 402,696 Total State and Local Outlays 1,448,653.82
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& Table A-2C

SR 12

and Net Fees and Charges

State and Local Outlays Net Federal Grants in Aid

Net Expenditures

(in millions of dollars)

State and Local Outlays Minus Federal Grants in Aid and User Fees and Charges

Type of Program

Means-tested Aid and Services
Other Income, Health and Services
Total Transportation
Highways
Air Transportation (Airports)
Parking Facilities
Sea and Inland Port Facilities
Transit Subsidies
Total Education and Training
Higher Education
Elementary and Secondary
Other Education
Libraries
Training
Total Resources and Environment
Natural Resources
Parks and Recreation
Sewerage
Solid Waste Management
Justice and Public Safety
Veterans
General Government
Protective Inspection and Regulation
Administraton and Unallocated Expenditure
Employment Security Administration
Interest on General Debt
Insurance Trust Expenditure
Unemployment Compensation
Employee Retirement
Workers' Compensation
Other Insurance Trust
Utility Expenditure
Water Supply
Electric Power
Gas Supply
Transit
Liquor Store Expenditure

Summary

Direct Benefit Total
Means-tested Total
Educational Benefits Total
Population-based Services

Pure Public Good Expenditures

Total Income Security, Health, and Social Services

TOTAL STATE AND LOCAL EXPENDITURES

Interest and Other Financial Obligation Due to Past Activities

TOTAL STATE AND LOCAL EXPENDITURES

158,239.53
8,808.39

78,498.76
1,727.56
-203.93

939.84
346.66

100,823.83
425,206.94
9,095.47
9,064.51
-4,325.00

12,611.90
22,246.96
574249
8,289.80
182,467.12
1,049.74
58,733.37
11,498.04
38,734.62
2,029.16
81,723.06

43,277.64
137,537.44
12,299.80
4,289.89

8,719.05
3,318.36
211.20
26,676.34
-1,024.71

1,448,653.82

57,606.60
158,239.53
530,801.24
481,696.22
219,260.50
1,049.74

1,448,653.82

Means-tested
Population-based

Population-based
Population-based
Population-based
Population-based
Population-based

Educational Benefits
Educational Benefits
Direct Benefit
Population-based
Educational Benefits

Population-based
Population-based
Population-based
Population-based
Population-based
Public Good
Population-based
Population-based
Population-based
Direct Benefit
Interest and Other Costs due to Past Services

Direct Benefit

Interest and Other Costs due to Past Services
Direct Benefit

Population-based

Population-based
Population-based
Population-based
Population-based
Population-based
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& Table A-3 SR 12

Government Taxes and Revenues

Federal Revenue Receipts FY 2004 Aggregate Revenue Average Federal
Revenue Sub-totals Revenue per Household
From Taxes and Related Sources (in millions (in millions 114.79 million households
of dollars) of dollars) (in dollars)
Individual Income Taxes 808,959 $7,047
Corporate Income Taxes 189,371 $1,650
Federal Insurance Contributions Act (FICA) 685,334 $5,970
Old Age and Survivors Insurance 457,120
Disability Insurance 77,625
Hospital Insurance 150,589
Unemployment Insurance - Federal Reciepts 6,718 $59
Other Retirement Receipts 8,620 $75
Railroad Retirement 2,297
Railroad Social Security Equivalent Account 1,729
Federal Employees Retirement Employee Share 4,543
Non-federal Employees Retirement 51
Excise Taxes 69,855 $609
Alcohol Excise Tax 8,105
Tobacco Excise Tax 7926
Telephone Excise Tax 5997
Transportation Fuels Excise Tax |,381
Other Taxes [,157
Trust Fund Excise Taxes 45,289 $395
Highway 34,711
Airport 9,174
Other 1,404
Estate and Gift Tax 24,831 $216
Customs Duties and Fees 21,083 $184
Other Miscellaneous Receipts 12,913 $112
Miscellaneous: Fees for Permits and Regulatory and Judicial Services 8,675
Miscellaneous: Fines, Penalties, and Forfeitures 3,902
Other Miscellaneous Federal Receipts 336
TOTAL FEDERAL RECEIPTS 1,827,684 $15,922

Note: Excludes $32.6 billion in unemployment insurance receipts from state governments and $19.6 billion in earnings of the Federal Reserve System.

(continued on next page)
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& Table A-3 SR 12
Government Taxes and Revenues (continued)
State and Local Revenue Aggregate Revenue Average Revenue
Revenue Sub-totals per Household
From Taxes and Related Sources (in millions (in millions (in dollars)
of dollars) of dollars)
Taxes
Property 318,242 $2,772
General Sales 244,891 $2,133
Selective Sales [15,738 $1,008
Motor fuel 34,944
Alcoholic beverage 4986
Tobacco products 12,626
Public utilities 21,427
Other selective sales 41,756
Individual Income 215,215 $1,875
Corporate Income 33,716 $294
Motor Vehicle License 18,709 $l163
Other Taxes 63,766 $556
Miscellaneous General Revenue 165,139 $1,439
Interest Earnings 53,194
Special Assessments 6,453
Sale of Property 1,960
Lottery Receipts 45,466
Other General Revenue 58,066
Insurance Trust Revenue 66,024 $575
Unemployment Compensation 38,362
Workers' Compensation 21,758
Other Insurance Trust Revenue 5,904
Employee Retirement Trust Revenue* 365,318 $3,182
Employee Contributions 30,786
Earnings on Investments 315,554
Other 18,974
TOTAL STATE AND LOCAL REVENUE 1,606,758 $13,997
Note: Excludes $396 billion in user fees and $408 billion in federal grants to states and localities.
TOTAL FEDERAL, STATE, AND LOCAL REVENUE 3,434,442 $29919
From Taxes and Related Sources
Note: Excludes intra-government transfers to retirement trust funds.
Sources: Analytical Perspectives, Budget of the United States Government, Fiscal Year 2006; U.S. Census, Survey of Governments, at www.census.
gov/govs/estimate/0400ussl_I.html.
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