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The Distribution of Federal and State Expenditures, 1960 and 2010 » This figure shows the changing
composition of federal and state spending over time, as a share of total spending. (a) For the federal government,
defense spending has fallen and Social Security and health spending have risen. (b) For the states, the distribution has
been more constant, with a small decline in education and welfare spending and a rise in health spending.

Source: Bureau of Economc Anaiysis, NPA

Distribution of Revenue Sources

Bigure 1-8 breaks down the sources of federal and state and local revenue over
fime. The major source of revenue for the federal government [panel (a)] is the
individual income tax, a tax levied on the income of U.S. residents. This tax pro-
Wides somewhat less than half of federal revenues and has remained roughly con-

Stant as a share of revenues over time. The major shift over time at the federal level

s been the rapid shrinking of corporate tax revenues, the funds raised by taxing
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the incomes of businesses in the United States. While corporate tax revenues
once provided almost 25% of federal government revenue, they now provide
only about 13%. There has also been a sizeable reduction in excise taxes, taxes
levied on the consumption of certain goods such as tobacco, alcohol, or gasoline.

The decrease in revenue from these taxes has been largely replaced by the
growth of revenue from payroll taxes, the taxes on worker earnings that fund
social insurance programs. Payroll taxes differ from the income tax in that the
income tax includes all sources of income, such as the return on savings, while
payroll taxes apply solely to earnings from work. Payroll taxes have grown
from a sixth of federal revenues to well over a third

= FIGURE 1-8
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The Distribution of Federal and State Revenues, 1960 and 2011  This figure shows the changing composition
of federal and state revenue sources over time, as a share of total revenues. (a) At the federal level, there has been
a large reduction in corporate and excise tax revenues and a rise in payroll tax revenues. (b) For the states, there has
been a decline in property taxes and a rise in income taxes and federal grants.

Source: Bureau of Economic Analysis, NPA Tables 3.2 and 3.3,
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; the Federal Government Spending as a Percent of GDP, 1930-2011 « From 1930 to 2011, fed- ]
nany 1 eral government spending as a share of GDP has grown from less than 3% to 24%. The huge spike
pro- in spending over the 1941-1945 period was due to the massive increase in defense expenditures
Ren 1 during World War Il.
that 1 L Office of Management and Budget (2011a), Table 1.2
prac-
gov- : .
through the present, the size of government has averaged around 20% of
B GDP, although it grows during recessions such as those in the early 1980s,
the early 1990s, and the most recent few years, reaching more than one-
guarter of GDP in 2009 4
t 1 This growth is mirrored in other developed nations, as seen in Figure 1-2
n This figure shows the growth of government spending since 1960 in the [
£ ¢ £ F E
United States, Sweden, Greece, and the average for the industrialized nations
Bthat are part of the Organization for Economic Cooperation and Develop-
clear

ment (OECD). The patterns are quite interesting. In 1960, the United States
W& squarely in line with the average of the OECD in terms of the govern
ment spending share of GDP.

et, government growth was much faster in
other OECD nations in the 1960s and1970s than in the United States, so that

by 1980 the U.S. government share was much smaller. Greece started with a
Bovernment share well below that of the United States in 1960, but govern
et tripled as a share of Greece’s GDP, so that today its share is much larger

thin the U.S. government’s share. In 1960, Sweden’s government’s share of

GDP was similar to other nations’, but this share grew enormously, so that by

e early 1990s government spending was about two-thirds of Sweden’s GDP.

¥ Note that ent as a share of GDP is
becaus, i s all levels of

Figure

overnment, while Figure nment only
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= FIGURE 1-2
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Total Government Spending Across Developed Nations, 1960-2013 « Government spending as a share of GDP has
grown throughout the developed world, but the pace of growth has varied. The United States has seen a modest growth in its
government share over this period, while government spending in Greece has more than tripled as a share of the economy.

, 1982 (Table 6.4), OECD, 1986 (Table 6.5); OECD, 1992 (Tae 6.5), OECD, 1995 (Table 6.5}, OECY D, 2003; OECD, 2011 (Annex Table 25)

Since then, Sweden’s government’s share has fallen rapidly and now accounts

for slightly more than half of GDP, barely more than Greece."

» What explains the growth in government spending over the twentieth
century?

Decentralization

A key feature of governments is the degree of centralization across local and
national government units—that is, the extent to which spending is concen-
trated at higher (federal) levels or lower (state and local) levels. Figure 1-3
shows government spending in the United States divided into the share of
spending by the federal government and the share of spending by other lev-
els of government: state, county, and local governments. The federal govern-
ment provides the majority of government spending in the United States,
but other government spending is quite large as well, amounting to roughly
one-third of total government spending, and over 10% of GDP. The level
of centralization (the share of spending done by the federal government)
varies widely across nations, sometimes rising to almost 100% in countries

where the federal government does almost all of the government spending

S The fact that Sweden has survived the recent economic downturn much more successfully than ¢
despite similar-sized government sectors, at something other than the size of government

driving these nations’ relative perfo
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» What is the appropriate extent of centralization and

decentralization in government activity?

Spending, Taxes, Deficits, and Debts

When you run a houschold, you live on a budg

® FIGURE 1-3

et. Outflows State/local

of cash for groceries, rent, clothing, entertainment, and other expenditures

ises must be financed by inflows of cash from work or other
fources. Any excess of income over spending is a cash flow

Siliplus that can be saved to finance your own spending in

future periods or, by way of an inheritance (also referred to
@ a bequest), your children’s spending after you pass on. Any
ghortfall of income below spending is a cash flow deficit, and

must be financed by past savings or by borrowing from others.

#ny borrowing results in the buildup of some household debt, Federal vs. State/Local Government
which must ultimately be repaid from future inflows of cash Spending, 2011 « State and local

Fundamentally, the finances of the government are no diffe

nt

and its inflows are tax reve

IS outflows are government spending
ues. If revenues exceed spending, then there is a budget surplus; if
mevenues fall short of spending, there is a budget deficit. Each dollar e
of government deficit adds to the stock of government debt. That
B the deficit measures the year-to-year shortfall of revenues relative to spending;
fthe debr measures the accumulation of past deficits over time. This government
febt must be financed by borrowing from either citizens of one’s own local or
fational arca, or by borrowir
The three panels of Figure 1-4 show government spending and revenues,
the defici or surplus, and the level of government debt for the U.S. federal gov-

from citizens of other areas or other nations.

gimment. As shown in panels (a) and (b), with the exception of an enormous
fiicrease in spending unmatched by increased taxation during World War II
{1941-1945), the federal government’s budget was close to balanced until the
dite 1960s. From the mid-1970s through the mid-1990s, there was a relatively
firge deficit that rose to about 5% of GDP. This deficit shrank dramatically in
e 1990s, and actually turned into a sizeable surplus by the end of the decade
But the United States was back in deficit by the early twenty-first centur

, at
jevels similar to those in the 1970s. The deficit has become very large in recent
§ears, reaching levels not seen in the postwar period

The resulting implications for the federal debt are shown in panel (c) of
ffigure 1-4. The stock of debt rose sharply in World War II, then fell steadily
intil large deficits caused it to rise in the 1980s.The debt has risen considerably
gince, with a brief pause in the mid- to late-1990s, and now is over 60% of
GDP. Figure 1-5 compares the level of U.S. debt to the level of debt of other
eveloped nations. The United States has higher debt levels than most other

gomparable nations, but its load remains well below others
» What are the costs of having larger deficits and a larger national debt?

Figure 1-6 shows the spending and revenues of state and local governments
over time in the United States. Interestingly, unlike the federal government,

spending today amounts to roughly one-
third of total government spending in
the United States, at over 11% of GDP.

of Management and Bucdget (2011b), Table 1
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= FIGURE 1-4
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Federal Revenues and Expenditures, Surplus or Deficit, and Debt, 1930-2011 « For most of the

twentieth century, except for the World War Il period, federal government tax receipts have

kept pace with

expenditures. But expenditures have exceeded receipts by several percentage points of GDP on average

since the 1970s. The resulting federal government debt is now at over 60% of GDP.

Source: Offce of Management and Budget (2011, Tables 1.2 and 7.1. (Deb figures for 1930-1939 come from the U.S. Department of the Treasury's Bureau ofthe

Public Deb.
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= FIGURE 1-5
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B has a debt level that is typical
110 of developed nations, although
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state and local government’s budgets are

there is very little deficit overall across the state and local governments in
any year.

always very close to balance:

» Why are state and local governments able to balance their budgets,
while the federal government is not?

= FIGURE 1-6
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State and Local Government Receipts, Expenditures, and Surplus, 1947-2011 « State and local rev-
enues almost always exceed expenditures, although surpluses have been close to zero in recent years.
Source: Office of Management and Budget (2011b). Tables 15.1 and 15.3.
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public goods Goods for which
the investment of any one
individual benefits everyone in a
larger group.

social insurance programs
Government provision of
insurance against adverse
events to address failures in the
private insurance market.

Distribution of Spending

Thus far we have discussed only the sum total of government spending i
the United States, and not on what these funds are spent. Figure 1-7 show
the distribution of spending across several broad categories for the feden
government and state and local governments in 1960 and 2010. Several com
clusions are apparent. First, the composition of federal government spend
ing [panel (a)] has changed dramatically over time. In 1960, nearly half
federal government spending was on national defense, military expenditure
either at home or abroad. Defense is a classic example of what economi
call public goods, goods for which the investment of any one individu
benefits a larger group of individuals: if I purchased a missile to protel
Boston, that would benefit not just me, but all of the residents of the city.4
we will discuss at length in Chapter 7, the private sector may underprovidg
such public goods: if I bear the full cost of buying a missile, but it benefi§
everyone in town, then I probably won't spend the money on that missik
T'his makes provision of public goods an important job for the governmen
as reflected in the large share of government spending in this area.

Today, however, defense spending has fallen to less than one-fifth of th
federal budget. The offsetting spending growth can be found largely in o
areas. The first is the Social Security program, which provides income suj
port to the elderly who are retired from their jobs. This is the single larg
government program in the United States today, consuming about 16% of the
entire federal budget. Another large and rapidly growing category is health
care programs, a variety of federal government interventions to provide healt
insurance for the elderly, the poor, and the disabled; these programs consu
over 25% of the budget.

Programs such as Social Security and government health insurance pro
grams are called social insurance programs, programs designed to addreg
failures in private insurance markets. As we discussed earlier, private healt§
insurance markets may not provide the appropriate amount of health insug
ance to the population. This market failure has motivated the government (@
intervene in health insurance markets; indeed, almost one-half of all heald
spending in the United States is done by governments. Similarly, the feden

government is concerned that individuals may not plan appropriately for the

decline in income they will face when they retire, which motivates the exi
tence of the Social Security program.

» Are large government interventions in insurance markets warranted,

and do they correct or exacerbate market failures?

The distribution of state and local spending [Figure 1-7, panel (b)] is much
different. At the state and local level, education, welfare, and housing accour
for over 40% of spending. Less than 10% of federal spending supports thes
programs. Likewise, there is no Social Security program or defense expends
ture at the state or local level.

» What is the appropriate type of spending to be done at the federal ver=

sus state or local level?





