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Executive Summary

During the 1980s state and local government spending more than doubled, growing much faster than
state and local economies. The increase in government spending took a larger percentage of per capitaincome
in taxes, then caused even greater harm to taxpayers by crowding out private sector spending, thereby retarding
economic growth and reducing the increase in per capita income that would have otherwise occurred. The
chief culprit was government employee compensation, which grew much faster than private sector wages in

almost every state.

The total cost to the nation of excess spending by state and local governments was more than $353

billion by 1990 — an average loss of more than $1,400 for every man, woman and child in the United States.

® Personal income waslowered by almost $292 billion by 1990 — $280 billion of it because of excess

compensation to public employees.

® Direct costs in the form of added taxes amounted to another $61 billion, of which $47 billion can

be traced to excess compensation.

If state and local government spending had increased at the same rate as per capita income during the

1980s, personal income in 1990 would have been more than 40 percent higher in the average state.

Only in Massachusetts and Hawaii was state and local government spending growth held at a level that
imposed no additional burden on residents. Both states had healthy per capita income growth during the 1980s,
and Massachusetts’ was the second highest in the nation. By contrast, Alaska and Wyoming, with the highest

excess burdens from state and local government spending, both had negative per capita income growth.

Econometric studies cast serious doubt on the benefit of most government spending. They show little
relationship between most government spending — including education and highways — and economic

growth. Specifically:

® There is a strong negative relationship between spending on public assistance and economic

growth.

@® The excess pay of public employees is the equivalent of a major income transfer program and has

had a particularly debilitating impact on growth.

® Data from a study in Ohio show that spending on education has some positive (but diminishing)
effects onlearning when the money is spent for actual instruction, but administrative expenditures,

which have been growing in relative importance, tend to have negative effects on learning.



“State and local government
spending more than doubled
during the 1980s.”
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Introduction:
The Growth in State and Local Government

In 1902, when the first census of governmental activity was taken,
American government at all levels spent less than 8 percent of the nation’s
total output.! Today, government spending approaches 40 percent of the total
output, and even that figure does not reflect government’s full cost to the
private sector.

State and local government accounted for almost two-thirds of total
government spending at the turn of the century. By 1990, the proportion had
fallen to less than half, and part of that was financed through federal rev-
enues.? Yet state and local governments have expanded enormously, both in
actual size and relative to the nation’s productive capacity.

A State and Local Spending Spree. Although the private sector grew
dramatically during the 1980s, state and local governments grew even faster.

@ State and local government spending more than doubled during the
1980s, from $434.1 billion in fiscal year 1980 to $975.9 billion in
1990.3

® Adjusting for inflation, state and local government spending in real
terms rose by 41.7 percent.4

® Adjusting for population growth, real spending per capita rose 29.1
percent, compared with a 17.8 percent growth in the nation’s real
per capita gross domestic product.

In other words, spending by state and local governments increased, on
the average, more than half again as fast as the nation’s output of goods and
services.> [See Figure L]

Where the Money Went. As Table I shows, spending in some tradi-
tional service areas grew far less than overall spending.®

® While overall spending increased by 41.7 percent in real terms,
spending on highways grew only 15.6 percent.

® Spending for police and fire protection rose only 15.3 percent.

Spending for interest on government debt and public welfare, on the
other hand, grew far more than the average.

® Spending for interest went up 112.6 percent.

® Public welfare spending rose 53.0 percent.
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“Spending by state and local
government grew half again

as fast as the nation’s output
of goods and services.”

FIGURE 1

Growth of State Government
vs. Growth of the Economy!

State, Local
Government
Spending
Gross
Domestic
Product

17.8%

Ve L

1 Measured as real growth per capita.
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While these numbers show the increases by spending categories, they
combine amounts spent both for real services and for government employees’
compensation. Thus they conceal the primary reason why state and local
government spending increased faster than per capita income: increased

compensation of public employees.

How Special Interests
Cause Government to Grow

Economists use the term “economic rent” to refer to income above and
beyond the minimum amount necessary to employ people to produce goods
and services. This excess income can be created by special interest legislation.
Thus economic rent is simply a fancy term for the spoils of government. Rent-
seeking is prevalent at every level of government, and among the most suc-
cessful rent-seekers are government employees.’

Rents for Public Employees. Rents obtained by public employees
played a much larger role in the growth of government in the 1980s than those
obtained by other special interests. This is because, when other special inter-
ests succeed, they often create rents for the government employees who ad-
minister the expanded programs.

Rents for Other Special Interests. Special interest groups try to
extract money from government in the form of cash grants, subsidies, tax



“While overall spending
increased by 47 percent,
spending on highways grew
only 15.6 percent and
spending on police and fire
protection rose only 15.3
percent.”
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credits, loan guarantees, in-kind payments and so forth. Many special interests
invest heavily in efforts to obtain such rents — hiring lobbyists, making
political contributions, wining and dining politicians and staff. When govern-
ment redistributes income, it almost by definition creates economic rents for
various groups — the poor (via welfare programs), college students (via
scholarships and loans), disabled people (via disability payments),
corporations (via subsidized loans) and others. In most cases, it also creates
economic rents for public employees.

How Excess Spending
Harms the Private Sector

There is good evidence that government spending impedes economic
development in two ways. First, when government exerts greater command
over real resources it crowds out the private sector. This usually causes a shift
of resources to less productive uses. Second, in order to buy more resources,
government must impose taxes on capital and labor. Since taxation reduces
the return to producers, it discourages work, savings and investment.

TABLE I

State And Local Spending’
~(In billions of 1990 dollars)

Percent
Category 19801 1990 Change
Education-Primary
and Secondary $147.4 $202.0 37.0%
Education-Higher 53.8 73.4 36.5%
Public Welfare ‘ 723 110.5 53.0%
Health, Hospitals 51.0 74.6 46.2%
Highways 52.8 61.1 15.6%
Police and Fire 38.0 43.8 15.3%
Insurance Trusts 45.7 63.3 38.6%
Utilities ; 53.3 74.9 40.5%
Sewers, Sanitation 21.0 28.5 35.7%
Interest on Debt 234 49.7 112.6%

1 1980 amounts converted to 1990 dollars by use of the consumer price index for all urban
consumers.

Sources: Author's calculations based on data from U.S. Bureau of the Census, Governmen-
tal Finances, 1979-80 and Government Finances: 1989-90.
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“Because government grew
faster, by 1990 it took away
about $245 more per person
— almost $1,000 for a family
of four.”

Some have argued that expanded government programs employ people
who would otherwise remain unemployed, and that by putting people to work
these programs expand the total income of all Americans. This argument is not
persuasive. If anything, the reverse holds. For example:3

® From 1900 to 1929, the median annual unemployment rate was
4.3 percent at a time when governments absorbed, in most years,
around 10 or 12 percent of total output.

® From 1970 to 1991, the median unemployment rate was
6.45 percent, half again as large — at a time when governments
were spending about three times the proportion of the nation’s
output as in the earlier period.

It is fashionable to characterize much government spending as “invest-
ment.” However, the latest finding is that increased public capital spending
has no effect on private sector output, productivity or capital formation.® This
issue is considered in detail below.

Measuring the Excess Burden of Government

Because the growth of government from 1980 to 1990 outpaced the
growth in personal income, by 1990 government took about $245 more out of
each person’s income — almost $1,000 for a family of four. The vast bulk of
this increase was caused by excess compensation of public employees, al-
though there are important differences among the states.

Excess Compensation of Public Employees. The recent media
attention given to New York City school janitors making almost $60,000 a
year without being required to keep buildings clean illustrated a national
problem. Compensation of state and local government employees has been
increasing faster than that of private sector employees — with no evidence of
increased productivity — and that trend accelerated markedly in the 1980s:10

® From 1980 to 1990, state and local employees received
$47.3 billion more than they would have if their compensation had

increased at the same rate as private sector pay.

® The phenomenon was widespread — in all but two states, public
employee pay rose faster than private sector pay, often by substan-
tial margins.

® In 1990, this excess compensation took, on the average, an addi-
tional $190 from every man, woman and child in the country.



“From 1980 to 1990, state
and local government
employees received $47.3
billion in excess compensa-
tion.”
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The fact that workers in the public sector received larger raises than
those in the private sector does not in itself prove that they were paid above-
market wages. However, comparisons of employee turnover, skill levels and
other factors suggest that these payments to public sector employees were
almost certainly economic rents.}!

The redistribution of income from the taxpaying public to public
employees was sizable:

@ In 14 states, the excess pay to public employees cost each man,
woman and child more than $250.

® In Alaska, the redistribution of income to state employees was
$1,038 per person, as falling oil prices depressed private wages but
state pay continued to rise in real terms.

@ In Louisiana, also pummeled by falling energy prices, the real
average annual wage of private sector employees fell by $2,772 in
the 1980s, but the average state government employee wage rose
$2,472.12

Other Excess Spending. Although state governments tended to
spend their extra income on employee compensation in the 1980s, other
special interests also benefited. In some states, there was excess spending for
both employee compensation and other programs. And in four states, the
growth of other excess spending outpaced even the increase in excess com-

pensation.

® In Arizona, where rapid population growth masked a below-
average increase in per capita income, other excess spending cost
$389 per person by 1990 in addition to the $212 cost of excess
compensation.

® In Texas, another state with high population growth and low per
capita income growth, other excess spending cost $203 per capita
in addition to $134 for excess compensation.

® Florida and Wyoming, both with high costs for excess compensa-
tion, had even higher costs for other excess spending.

The Total Excess Burden. When both types of excess spending are
considered, we find that:

® In 29 states, the rise in the size of state and local government
relative to income growth was largely or entirely a consequence of
giving government employees larger pay increases than private
sector employees received.!3
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TABLE II
Direct Per Capita Cost of
Excess Public Spending!
(In 1990 Dollars)
Excess Public
Employee Other

State Compensation Excess Spending Total

Alabama $ 151 $ -25 $ 126

Alaska 1,038 -897 141

Arizona 212 389 601

Arkansas 150 -82 68

California 183 151 334

Colorado 219 136 355

Connecticut 271 232 503

Delaware 389 -65 324

Florida 234 240 474

- Georgia 133 57 190

“In 1990, excess compensa- Hawaii -110 194 84

tion of public employees

requi{epd an additpionyal $190 iﬂ?;;s if]i j? IZZ
Jrom every man, woman and

child.” Indiana 295 102 397

Towa 368 -149 219

Kansas 202 -38 164

Kentucky 223 -215 8

Louisiana 272 135 407

Maine 134 8 142

Maryland 234 -216 18

Massachusetts =70 50 -20

Michigan 251 -177 74

Minnesota 200 94 294

Mississippi 171 -84 87

Missouri 178 -83 95

Montana 265 -117 148

Nebraska 345 -120 225

Nevada 218 34 252

New Hampshire 144 31 175

New Jersey 146 24 170

New Mexico 180 121 301

New York 210 138 348

North Carolina 216 -23 193

North Dakota 230 =72 158

Ohio 286 43 339

Oklahoma 327 36 363

Oregon 251 -113 138

Pennsylvania 191 8 199

Rhode Island 100 74 174

South Carolina 140 100 240




“In 29 states, the rise in the
relative size of government
was largely or entirely the
result of overpayment of
public employees.”

Economic Impact on Government Spending 7

South Dakota 147 -223 -76
Tennessee 115 -35 80
Texas 134 203 337
Utah 56 -7 49
Vermont : 57 53 110
Virginia 124 75 199
Washington 221 41 262
West Virginia 272 -170 102
Wisconsin 109 35 144
Wyoming 607 655 1,262
Average ; 190 56 246

1 Negative numbers are used where per capita income increased at a faster rate than
public spending per capita.

Source: See text.

® Total spending in seven states actually declined, but public em-
ployee compensation still grew faster than personal income.

@® In Hawaii and Massachusetts, the relative size of government grew
strictly because of spending other than excess compensation.

As Table II shows, Wyoming had the greatest total per capita excess
burden — an amount equal to $1,262 for every person living in the state.
Arizona was second with $601, and Connecticut was third with $503.

The Impact of Government
Growth on Economic Growth

Because the growth of government spending exceeded the growth of
income in the 1980s, the average family suffered. Not only did a greater
share of the family’s income go to state and local governments in direct taxes,
but the expansion of government significantly retarded economic growth —
lowering the family’s pretax income.

The Growth Tax: Excess Compensation. Appendix A describes a
statistical model that explains 80 percent of the variation in the rate of eco-
nomic growth among states. The model shows a statistically significant
negative relationship between increased government spending and economic
growth, and the dramatic impact of excess employee compensation. Other
things being equal, a 1 percent increase in the proportion of a state’s per capita
personal income going to public employee compensation lowers per capita
income by more than 6 percent. This impact substantially hampered eco-
nomic growth in the 1980s.
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“Because excess compensa-
tion caused slower economic
growth, personal income for
the nation was lower by
3280 billion in 1990.”

® By 1990, the average state had transferred 1.23 percent of per
capita personal income to public employees in excess compensa-
tion since 1980.

® As aresult, 1990 per capita income in the average state was
7.42 percent lower because of excess compensation alone.

® Since the average state had a per capita income of $15,108 (1990
dollars), the result was to lower per capita income by about
$1,121.14

® This means that personal income for the nation was lower by
8280 billion by 1990 as a consequence of slower growth due to
excess compensation of public employees in the 1980s.

Such a finding is extraordinary. Income in the typical state, which
grew slightly less than 18 percent in the 1980s, would have grown by more
than 25 percent — an increase of 40 percent — had public employee pay
stayed in line with private wages. Table III details, state-by-state, the loss in
economic growth. As the table shows:

® In 31 states, the excessive pay premium to state and local employ-
ees is estimated to have cost each person in the state more than
$1,000 in income growth.

® The only two states that experienced a net loss of per capita per-
sonal income in the 1980s, Alaska and Wyoming, had the highest
per capita burdens from excess compensation, $6,259 and $3,660
respectively, and both states would have enjoyed robust growth
without the massive redistribution to public employees.15

The Growth Tax: Other Excess Spending. Although excess govern-
ment spending for things other than compensation of employees was less
damaging, its effect on economic growth was significant. In general, a
1 percent increase in the proportion of a state’s personal income going to other
state expenditures lowered income growth by 0.81 percent.

® By 1990, the average state had transferred 0.4 percent of per capita
personal income to other excess spending.

® This reduced per capita income in the average state by .32 percent-
age points, or $48.16

® This amounts to an additional $11.9 billion in reduced personal
income by 1990 because of other excess public spending in the
1980s.



“The total growth tax from
excess public spending was
almost $292 billion in 1990.”
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Rising government expenditures for things other than compensation
resulted in a loss in per capita income growth of more than $200 per person in
Arizona, Florida and Wyoming. In Arizona, we estimate that the state’s
growth rate would have been more than one-third higher had state and local
expenditures other than compensation remained at the same proportion of
personal income in 1990 as in 1980.

The Total Growth Tax. Taken together, the loss of almost $280
billion from excess compensation and almost $12 billion from other excess
public spending means that personal income in the United States was lower by
almost 3292 billion by 1990 because of excess public spending in the 1980s.
The average per capita loss of income across the nation was $1,169 — $1,121
because compensation to public employees exceeded private sector compensa-
tion growth and $48 because of other excess public spending.

The Impact on the Largest States. Figure II demonstrates the nega-
tive effects of excess spending on the eight largest states. It shows how much
personal income would have grown if state and local government spending
had risen at the same rate as income, compared to the actual increase. As the
figure shows:

® The increase in per capita income in every large state except
[llinois would have been at least 20 percent higher.

® In Texas, the growth of income would have been almost twice as
high as it was.

® In Michigan and Indiana, income growth would have been more
than 70 percent higher.

The Impact of Reducing Government Spending Growth. Only in
Massachusetts and Hawaii did per capita income grow at a higher rate than
state and local government spending. In both states, spending other than for
employee compensation outpaced income growth, but public employee com-
pensation grew slowly enough to more than balance the other spending. The
effort by Massachusetts may help explain why per capita income there grew
by 35.9 percent in the 1980s, the second highest increase in the nation.

Case Studies. Over the very long run, economic forces encourage
low-income states to grow faster than high-income ones.17 Businesses seek-
ing to maximize profits move capital from high- to low-wage states. Workers
seeking to maximize their wages move in the opposite direction. These
movements reduce the differences in the amount of capital available for each
worker among the states, which in turn reduces differences in productivity and
in wages. Other things being equal, then, there is a natural tendency for per
capita income in the states to converge. Yet in the 1980s, high-income states
grew as much as low-income ones.
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“The average per capita
income loss was $1,169.”

TABLE II1

The Economic Growth Effect:

Loss of Income Per Capital

- State

Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
Delaware
Florida
Georgia
Hawaii
Idaho
Mlinois
Indiana -
Iowa
Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Montang
Nebraska
Nevada
New Hampshire
New Jersey
New Mexico
New York
North Carolina

- North Dakota

Ohio
Oklahoma
Oregon
Pennsylvania

(In 1990 Dollars)
Caused By
Excess Public
Employee
Compensation _Excess Spending
$ 908 $-21
6,259 - 769
1,280 333
- 902 -71
1,104 129
1,322 117
1,636 199
2,345 -55
1,409 2006
802 49
-661 167
730 45
670 -41
1,780 87
2,222 -128
1,218 -33
1,345 -184
1,640 116
- 809 7
1,413 -185
-425 43
1,515 -152
1,208 80
1,031 =72
1,074 <71
1,600 -100
2,078 -103
1,315 29
866 27
882 21
1,084 104
1,267 118
1,301 -19
1,385 -62
1,725 36
1,973 3
1,516 -97
1,155 7

Caused By Other

Total

$ 887
5,490
1,613

831
1,233
1,439
1,835
2,290
1,615

851

-494

775

629
1,867
2,094
1,185
1,161
1,756

816
1,228

-382
1,363
1,288

959
1,003
1,500
1,975
1,344

893

903
1,188
1,385
1,282
1,323
1,761
2,004
1,419
1,162



“lllinois grew faster than
neighboring Indiana because
of the difference in excess
compensation.”

Economic Impact on Government Spending 11

Rhode Island - 601 63 837
South Carolina 843 - 86 1,168
South Dakota 886 -191 695
Tennessee 696 -30 666
Texas 807 174 981
Utah 336 ; -6 330
Vermont 345 ; 45 390
Virginia 745 64 809
Washington 1,332 35 1,367
West Virginia 1,640 -146 1,494
Wisconsin 656 30 686
Wyoming 3,660 561 4,221
Average 1,121 48 1,169

1 Negative numbers are used where per capita income increased at a faster rate than
public spending per capita.

Source: See text.

One reason may be the large pay increases that many public employ-
ees extracted. The equalizing effect of competitive markets was offset by the
income-reducing effects of redistributing income to government workers.
Consider Illinois and neighboring Indiana:

@® Although Illinois had a significantly higher per capita income than
Indiana in 1980, it grew 19.1 percent in the 1980s compared to
Indiana’s 15.5 percent.

@ The excess compensation of Indiana government employees
absorbed 1.7 percent more of 1990 per capita income, compared
with only 0.5 percent more in Illinois.

@® This difference in excess compensation was enough to explain the
difference in economic growth in the two states.

Two other sets of neighboring states provide similar examples:

® Texas, with relatively low rent payments, outdistanced Louisiana,
where excess compensation was twice as high.

@ Idaho, with less than half the excess compensation of Montana,
outperformed its high-rent neighbor.

The Total Burden of
Excess Government Spending
By 1990, as Table IV shows, taxpayers had to pay more than $61 bil-

lion in taxes to fund excess spending by state and local governments. They
also had almost $292 billion less in pretax income than they would otherwise
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FIGUREII -

Actual vs. Potential Income Grthh
(1980 -90)

I:, Potential Growth?!

. Actual growth, real income per capita
New York

_Florida

Michigan

4

1 Estimated growth if gOVémmei)t and'private:séCtor' Spending had g’:bwn at same rate 1,'98,()—9()'. o

have had. The total cost to the nation of excess goVemment spending was
“In Texas, the economic more than $353 billion. On the average, each person lost more than $1,400 in

growth rate was cut in half.” | 1hoome in 1990. Table V shows these costs state-by-state:

® In more than three-quarters of the states, including seven of the
eight largest, the total burden on the average citizen from excess
government spending was more than $1,000 by 1990.

® In 12 states, the burden exceeded $2,000.
® In Alaska and Wyoming the burden exceeded $5,000.

The states with relatively high burdens were geographically dispersed.
High spending burdens were observed in a number of oil-producing states,
notably Alaska, Wyoming, Oklahoma and Louisiana. Only in two states did
spending restraint result in citizens’ actually being better off, and in both cases
the gain was well under $500. In Kentucky, Maryland, Michigan and West




“Excess government spending
cost the nation more than
$353 billion in lost income.”
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Virginia, pay increases to public employees were largely offset by reductions
in the proportion of income going for other spending. Even in these states,
however, income redistribution to public employees caused a significant net
burden.

Were There Benefits from the Excess Spending?

A large body of scholarly literature suggests that a negative relation-
ship exists between the size of government and economic progress. Most of
that literature focuses on the effect of taxes on either economic growth or
production inputs. Several studies have concluded that tax increases reduce
economic growth rates.1® Others have found that increased taxes reduce
employment opportunities!® or encourage migration.20 Still others have found
that taxes can have an adverse impact on plant location decisions.?!

The literature on the effect of government expenditures on economic
growth is much less extensive. Two studies have observed a relatively strong
negative relationship between public assistance expenditures and the eco-

TABLEIV
Total Cost of Excess Governmental
Spending in the 1980s

(In 1990 Dollars)

Total Loss  Per Capita Loss

($Billions)
Direct Costs:
Excess Compensation $ 473 $ 190
Other Excess Spending 14.0 56
Income Loss from Reduced Growth:
Excess Compensation 280.0 1,121
Excess Spending | _11.9 48

Total Cost $353.2 $1,415
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“On the average, every man,
woman and child in America
was 31,400 worse off in 1990
because of the growth of state
and local government in the
1980s.”

TABLE V

Total Per Capita Cost of Excess Spending!

(In 1990 Dollars)

State
Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
Delaware

Florida
- Georgia

Hawaii
Idaho
Tlinois
Indiana
Jowa

Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri

- Montana

Nebraska
Nevada

New Hampshire
New Jersey
New Mexico
New York
North Carolina
North Dakota
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee

Direct Tax

$ 126
141
601

68
334
355
503
324
474
190

84
203

64
397
219
164

8
407
142

18
-20

74
294

87

95
148
225
252
175
170
301
348
193
158
339
363
138
199
174
240

-76
80

Growth Tax

$ 887
5,490
1,613
831
1,233
1,439
1,835
2,290
1,615
851
.494
775
629
1,867
2,094
1,185
1,161
1,756
816
1,228
-382
1,363
1,288
959
1,003
1,500
1,975
1,344
896
903
1,188
1,385
1,282
1,323
1,761
2,004
1,419
1,162
664
929
695
666

Total Burden?

$ 1,012
5,632
2,214
898
1,567
1,795
2,338
2,614
2,089
1,040
-409
948
693
2,264
2,313
1,349
1,169
2,163
959
1,246
-403
1,438
1,582
1,046
1,098
1,649
2,200
1,596
1,068
1,074
1,489
1,732
1,475
1,480
2,090
2,367
1,558
1,362
837
1,168
619
746



“There is no relationship
between education spending
and economic growth.”
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Texas 337 981 1,317
Utah : 49 - 330 379
Vermont 110 396 499
Virginia 199 809 1,008
Washington 262 1,367 1,629
West Virginia 102 1,494 1,596
Wisconsin 144 686 829
Wyoming 1,262 4,221 5,483
Average 246 1,191 1,437

1 Negative numbers are used where per capita income increased at a faster rate than

public spending per capita.
2 Total may differ from individual costs due to rounding,

Source: Tables 1I and III.

nomic growth rate.?2 This is consistent with literature on the labor supply
effects of public assistance.2? The author and his colleagues also have docu-
mented a negative relationship between public aid benefit levels (relative to
wages) and the labor supply.24

Education also has been examined extensively. Some studies purport to
show a positive relationship between some forms of government spending on
education and economic growth.25 The author’s reading of one study, how-
ever, suggests that the observed statistical relationship is weak.

Education. There is a voluminous literature on the relationship be-
tween student learning and education expenditures. Two surveys have con-
cluded that, in general, the studies show little or no relationship between
learning and expenditures.26 Certainly the most careful and extensive of the
studies reaches this conclusion.?” Even if spending does have some positive
impact on learning, it seems unlikely that the overall effect on economic
growth is positive, since taxes levied to finance the spending almost certainly
depress economic activity.

Using data on specific types of state and local government expendi-
tures and a statistical model similar to the one used to obtain the above find-
ings, we analyzed the relationship between changes in types of spending and
economic growth in the 1980s. We concluded that there was no systematic
relationship between education spending and economic growth. In fact, the
evidence suggests that, for higher education, increases in spending were
associated with reductions in economic growth.

Because education is such an important issue, the author and some
colieagues examined the role of government spending in learning, using
detailed data on 610 Ohio school districts. [See Appendix B.]?8 Among the
conclusions:
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® The relationship between overall spending and student achieve-
ment was very weak and statistically insignificant, consistent with
dozens of other studies.

® Spending on actual instruction had a positive impact on student

“Spending on actual instruc- performance.

tion improved student

performance, but the impact ® Even that spending, however, was subject to diminishing returns:
diminished as the level of

at low levels of spending, added expenditures brought increased
learning, but at high levels of spending, such expenditures brought
little or no more learning. [See Figure 111.]

spending rose.”

® There was either no relationship or a statistically significant nega-
tive relationship between school spending outside the classroom
and student achievement.

The last two findings perhaps explain the failure to find a relationship
between overall education spending and economic growth. A growing propor-

tion of school spending supports things other than general instruction: special

FIGURE 11

Increase in Percent of Pupils Passing from a
$200 Spending Increase per Pupil

-

$1,420 $2,220 $3,020 $4,020

Base Level Spending Per Pupil

Note: The horizontal axis shows the level of per pupil instructional spending before an increase of $200 occurs. For example,
a district spending $1,420 that had 30 percent pass four tests involved in the study might be expected to have 32.37 percent
pass if instructional spending per pupil is increased by $200.
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and vocational education, school administration and support services (school
transportation, librarians, guidance counselors, athletic programs and so
forth). Also, as spending exploded in real terms in the 1970s and 1980s, the
law of diminishing returns set in and reduced the effects of added spending.

Public Assistance. We observed an expected negative relationship
between public assistance spending and economic growth. An increase of
“Welfare spending lowers 1.0 percent in the proportion of personal income devoted to public aid low-
economic growth.” ered the economic growth rate by nearly 4 percentage points (e.g., from 16 to
12 percent). Thus the negative effects of welfare spending appear to be both
real and relatively powerful, consistent with other studies and with economic

theory.

In Indiana and Ohio, for example, the public welfare spending burden
rose in the 1980s, whereas in neighboring 1llinois and Pennsylvania it fell.
Economic growth was greater in the states with a falling burden than in the
states where welfare spending grew faster than personal income.

Highways. No category of state and local spending so purely fits the
definition of infrastructure as highways, and one might expect a positive
relationship between increased spending for highway construction and main-
tenance and the rate of economic growth. The experience of the 1980s,
however, shows a slight negative relationship between increases in highway
spending as a percent of personal income and the growth in real per capita
income. This experience appears to contradict the conventional wisdom.

Other Spending. We also tested the effect of state and local spending
on such things as hospitals, police protection, fire protection, parks and
recreation, sewers and nonsewer-related sanitation services. With one excep-
tion, these forms of spending had a negative impact on economic growth. The
exception was parks and recreation spending — in fiscal year 1990, less than
2 percent of total state and local direct general expenditures — where there
was a consistently observed positive relationship between changes in spend-
ing and economic growth.

Conclusion

State and local government expenditures have risen dramatically in
recent years. While many have defended the spending on the grounds that it
meets human needs, a large part of the growth in the relative size of state and
local government has resulted from successful rent-seeking activities on the
part of government employees. The evidence is that this spending has strongly
depressed U.S. economic growth, in many states lowering the growth of

income by 5 to 10 percentage points during the 1980s.
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Education spending has not had a measurable payoff in terms of
. economic growth, either. There is some evidence that this reflects in part the
‘Most states can substan- . . .. e . .
tially increase personal growing proportion of resources going into activities other than conventional

income growth by curtailing instruction (e.g., administration and support services). There is clear evidence
the growth of government

spending.” that public assistance spending has an adverse impact on the economic growth

rate. Evidence on other spending is mixed, but on the whole it suggests a
negative relationship between spending and economic growth.

Overall, the evidence suggests that most states can substantially
increase personal income growth by curtailing the growth of government
spending.

NOTE: Nothing written here should be construed as necessarily reflecting the
views of the National Center for Policy Analysis or as an attempt to aid or
hinder the passage of any bill before any state legislature.
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Technical Appendix A

To explain variations in growth rates between the states, we used an ordinary least squares regres-
sion model. With respect to government expenditures,we used two variables: RENTS, which is the
amount of excess compensation payments to public employees 1980-90 as a percent of 1990 personal
income as measured by Cox and Brunelli (1992), and OTHEREXP, which is the amount of change in
expenditures other than for the public employee pay premium factor. For example, if state and local expen-
ditures as a percent of personal income grew by 1.0 percentage points from 1980 to 1990 (say from 20 to
21.5 percent), and if the excess compensation payments equaled 1.10 percent of personal income in 1990,
OTHEREXP would be 0.40 percent (1.50 percent minus 1.10 percent).

Variations in economic growth might be caused by factors unrelated to state and local fiscal poli-
cies. Therefore, for control purposes, six other independent variables were introduced: STATE AGE, the
number of years the state had been in existence; SUNSHINE, the percent of days annually the sun shines in
the state; FUELS8O0, the output of minerals (mostly fuels) as a percent of personal income in 1980; IN-
COMERQ, personal income per capita in 1980; ATLANTIC, a dichotomous variable that takes the value of
one for states bordering on the Atlantic Ocean and zero for other states; and % UNION, which is the
percentage of the nonagricultural labor force belonging to labor unions in 1982. All data are from standard



Economic Impact on Government Spending 21
. ~ TABLEA1 |
Variations in State Economic Growth,
1980-90: Regression Results

Constant Term,

Variable or Statistic Coefficient T-Statistic
Constant 113.9088 3.491
RENTS -6.0298 -6.095
OTHEREXP -0.8571 -1.713
STATE AGE -0.0386 -2.026
SUNSHINE -0.2405 -1.961
FUELS0 -0.0004 -2.815
INCOMES( 0.0003 0.452
ATLANTIC 8.2419 4.094
% UNION -0.3205 -2.560
R2 0.7948
S.E.R. 4.5311
F-Statistic 24.7260

Note: See the text for definitions of the variables.

government sources, chiefly the U.S. Department of Commerce, 1991 Statistical Abstract of the United
States (Washington, DC: Government Printing Office, 1991). The control variables were chosen through
a careful reading of the literature.

Table A-1 gives the statistical results for the model. On the whole, it explains about four-fifths of
the very considerable variation in real per capita income and produces robust statistical results. With
respect to the critical expenditures variables, an extremely strong and statistically significant negative
relationship between RENTS and economic growth is apparent.

The expected negative relationship between OTHEREXP and economic growth was obtained and
was statistically significant at the 5 percent level using a one-tailed test. More spending on things other
than increased rents for employees meant lower growth. However, this variable had a much smaller
impact.

The other variables in the model were introduced in order to equalize other factors that might
influence growth. The expected negative relationship between INCOME and income growth was not
obtained.

In Table A-2, we show the estimated percentage point impact on the rate of economic growth over
the decade of the 1980s of a one standard deviation increase in each variable (except the Atlantic Coast
variable). One standard deviation change in the control variables typically impacted on output about two
percentage points, with the union variable having a somewhat stronger impact than the other factors. The
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“other expenditure” variable’s impact was slightly less than for some of the control variables. It is impor-
tant to remember, however, that some of the control variables (e.g., the age of a state, the amount of
sunshine) were beyond the control of state and local policymakers, whereas “other expenditures” were

within their control.
TABLE A-2

Estimated Effect of a One Standard Deviation |
Increase in EachVariable on Growth in Real
Per Capita Income, 1980-90

Estimated Effect on
Variable Growth of Per Capita Income
RENTS -5.01%
OTHEREXP -1.46
STATE AGE +1.86
SUNSHINE -2.10
FUELS80 -2.02
INCOMES0 +0.40
% UNION -2.41

Note: See ihe text for the definitions of the variables.

Appendix B

The author initially introduced two education variables: the change in state and local spending for
primary and secondary education as a percent of personal income from 1980 to 1990, and the similar
change in spending for higher education. In the initial regression, a negative relationship was observed
between both variables and the measure of economic growth, although the results were not statistically
significant.

A problem with such analysis is that the investment in learning cannot be expected to pay off for
many years. A first-grade student in 1980 will be a high school junior in 1990, and even if increased
spending dramatically improved the schools the economic payoff would not come until the individual
entered the labor force.

Accordingly, for both educational variables we used a lagged relationship. We looked at the
change in the proportion of personal income devoted to each form of education from 1965 to 1980 as it
related to economic growth from 1980 to 1990. The results again were extremely weak and statistically
insignificant, with the college spending variable remaining negative (higher spending, lower growth).
Additional manipulations with the model (adding and subtracting variables, excluding Alaska and Hawaii,
running both contemporaneous and lagged versions of education spending, etc.) generally led to the same
conclusion: there is no systematic relationship between educational spending and economic growth, With
primary and secondary education, some of the regressions recorded positive relationships, but generally
weak and statistically insignificant. With higher education, there was a consistent negative relationship,
and one that in some regressions was statistically significant.
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Appendix C
" TABLE C-1
Government Spending Compared to
Personal Income 1980-90'

Compensation, Compensation Compensation

All Spending Total Spending Higher, Total Lower,Total
__Higher? _ Higher3 Lower? HigherS

Arizona Alabama Arkansas Massachusetts

California Delaware Kentucky Hawaii

Colorado llinois Maryland

Connecticut Iowa Michigan

Florida Kansas South Dakota

Georgia Mississippi West Virginia

Idaho Missouri Alaska

Indiana Montana

Louisiana Nebraska

Maine New Hampshire

Minnesota North Carolina

Nevada North Dakota

New Jersey Oregon

New Mexico Tennessee

New York Utah

Ohio

Oklahoma

Pennsylvania

Rhode Island

South Carolina

Texas

Vermont

Virginia

Washington

Wisconsin

Wyoming

1 All calculations based on expenditures as a percent of personal income.
2 Governments’ excess compensation, other excess spending and total spending grew more than per capita income.

3 Governments' excess compensation and total spending grew more than per capita income, but other spending grew
less.

4 Governments' excess compensation grew more than per capita income, but other spending and total grew less.
5 Governments' excess compensation grew less than per capitaincome, but other excess spending and total grew more.

Source: Author's calculations, from U.S. Bureau of the Census data.
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Little or
No Growth

(less than 10%)

Arizona
Louisiana
Michigan
Montana
Nevada
Oklahoma
Texas

West Virginia
Wyoming
Alaska
Washington

Wisconsin

 TABLEC-2

Income Growth!

Moderately
Low Growth
(10-15%)

California
Colorado
Idaho

Towa
Kansas

New Mexico
N. Dakota
Ohio
Oregon
Utah

1980-90

Average
Growth

(15-20%)

Arkanasas
Florida
linois
Indiana
Kentucky
Minnesota
Mississippi
Missouri
Nebraska
Pennsylvania
Virginia

Hawaii

1 Measured by growth in real personal income per capita,

Source: Author's calculations from U.S. Department of Commerce data.

Moderately
High Growth

(20-30%)
Alabama
Delaware
Georgia
Maryland
New York

N. Carolina

Rhode Island

S. Carolina
S. Dakota

Tennessee

Very High
Growth
(over 30%)

Connecticut
Maine
Massachusetts
New Hampshire
New Jersey

Vermont
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TABLE C-3
Actual and Potential Per Capita
Income Growth, 1980-90
Actual % Excess Pub. Excess Other Total
State Growth  EmploveePay!  Spending Excess?
Alabama 23.15 29.19 22.88 28.93
Alaska -1.09 27.16 -5.49 2335
Arizona 9.51 17.47 13.06 21.02
Arkansas 19.83 2619 18.92 25.27
California 12.54 17.84 13.61 18.91
Colorado 12.28 19.27 13.34 20.33
Connecticut 33.09 39.52 34.68 41.12
Delaware ~ = 2492 36.53 2439 3600
~ Florida 19.86 - 2740 . 2189 . 2943
Georgia 28.70 3338 2926 - 3394
Hawaii 20.55 1732 22.06 ©18.83
Idaho 1180 1656 - 1230 . 17406
Tllinois © 19.07 2234 18.71 2199
Indiana ©o1554 2604 1645 2695
Towa 1483 2765 1353 2636
Kansas 14.91 21.62 14.60 21.32
Kentucky 18.38 27.34 16.16 - 2511
Louisiana 486 1617 613 1745
Maine 32.90 36.06 33.01 36.14
Maryland 2748 3392 2584 32.28
Massachusetts 35.94 34.06 36.33 3445
Michigan 9.44 17.66 8.01 16.23
Minnesota 17.80 2422 18.57 24.99
Mississippi 18.72 26.75 17.71 25.74
Missouri 18.73 24.87 18.00 2413
Montana 8.84 19.20 7.76 18.13
Nebraska 19.45 31.32 18.38 30.25
Nevada 6.00 12.78 6.25 13.03
New Hampshire 35.88 40.04 35.62 39.78
New Jersey 37.06 40.60 37.23 40.77
New Mexico 14.93 22.51 16.16 23.75
New York 29.25 34.97 30.30 36.02
North Carolina 28.54 36.51 28.31 36.29
North Dakota 13.48 22.53 12.78 21.83
Ohio 14.31 24.12 14.67 24.48
Oklahoma 3.56 16.33 3.87 16.64
Oregon 10.34 19.11 9.40 18.17
Pennsylvania 19.86 25.85 19.75 25.93
Rhode Island 23.05 26.24 23.68 26.87
South Carolina 25.85 31.40 126.93 32.48
South Dakota 22.08 27.66 19.84 25.42
Tennessee 24.82 29.19 24.46 28.83
Texas 7.55 12.36 9.25 14.06
Utah 11.13 13.52 11.06 13.45
Yermont 30.87 36.88 31.38 37.39
Virginia 26.14 29.90 26.77 30.53

Washington 10.12 17.15 10.43 17.46
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West Virginia  8.04 20.00 629 1825

Wisconsin 13.00 16.72 13.29 17.01
Wyoming -10.95 11.62 -6.27 16.30

! Public sector pay growing the same percent as private sector pay.

2 Cumulative effect of the two previous colums.
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