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tate and local government is; fluctuated slightly below that level ever
extremely important economi-| since2 In 1997, they were at 13.5 percent of
cally, both in the value of the| GDP. Local receipts as measured by the Cen-
public goods and services that sus of Governments reached a peak of 17.7
it provides and as a determi-| percent of GDP in 1977, hesitated briefly until
nant of economic activity. Its expenditures are 1982, and then began a more or less steady
roughly two-thirds of those of the federal gov: climb to 19.7 percent of GDP in 1994, the lat-
ernment and about seven times the est year for which Census data are
product of the U.S. automobile It available. Chart 1 compares the
industry. Future changes in the« . _ : : two series.
size of state and local govern- 1S ImpOSSIble to
ment will be significant to 4/ rulé out some future

the course of the national expansion of state an
economy and to policy- Issues

makers at all levels of local gove_mment expendl- Receipts measured
government.  This brief tures relative to GDP. HOW- by the census are high-

examines the major stat “ayer, jt is difficult to imag- er than the receipts
and local fiscal trends of ! shown in NIPA, since

the past in the hope tha: ine growth as vigoro_us aS Census data include
they can tell us something. that through the mid-  gross interest receipts;

d Measurement

about the future. 1970 ross receipts from state
. . S. g pts
_ The problem .Wlth using and local enterprises, such as
history as a guide is that different liquor stores, lotteries, and utili-
statistical measures yield different ver- ties; and receipts from sales of goods

sions of history. All measures indicate that and services, such as hospital care and higher
state and local government budgets greWw education. These gross flows have been rising
rapidly relative to gross domestic product relative to GDP in recent years. NIPA counts

(GDP) between the end of World War Il and only the net receipts of state and local enter-
the mid-1970s. After that, different measure prises, net purchases of goods and services,
lead to radically different conclusions. Cen and net interest payments. These are entered
sus data show that state and local growth con- on the expenditure side of the budget as net
tinued inexorably. National income account positive or negative numbers. There are a
data suggest that relative growth halted number of other conceptual differences

abruptly in the mid-1970s. between the Census and NIPA, but none are

Receipts as measured by the national significant in explaining the growing diver-

income and product accounts (NIPA) peaked gence between the two series since the mid-
in 1977 at 14.0 percent of the GDP and have 1970s.
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Box 1 explores the differenceg 1977 and 1996, net enterprise sur- neous revenue as a percentage of state
between the two series in more detail. pluses rose by less than 0.2 percent of and local government’s revenue rose
While no single measure tells the GDP, as growing surpluses from lot4 from 20.3 percent to 29.7 percent, as
whole story, NIPA data seem to pror teries and utilities were offset by| states and localities adapted to hostil-
vide a better indicator of the economr growing losses on mass transit. ity toward the property tax.
ic importance of state and local gov The growth patterns indicated b
ernment. NIPAs main flaw is that it, NIPA data are also buttressed b
regards the net proceeds of state employment data. In 1952, state an
enterprises and sales of services as local employment constituted only
negative expenditures. Hence, if net 8.6 percent of total nonfarm payroll
lottery proceeds grow, NIPA expendi= employment. By 1977, the state an
ture data make it appear that state and local share of employment had grow
local government expenditures aré to 15 percent. In 1997, it was 13.
shrinking. percent. balanced budget rule.

However, this flaw is not very Although NIPA data may provide State and local spending grew
important quantitatively. If the sur-| a better indicator than Census data of rapidly from the early 1950s to the
pluses of state and local government the economic importance of state and mid-1970s. Total spending was about
enterprises were removed from the local government, gross revenue may 7 percent of GDP in 1953 and peaked
expenditures and added to receipts, be a better indicator of state and local in 1975 at 14.8 percent. Much of the
both state and local expenditures and revenue capacity, because small growth immediately after the early
receipts would still appear to have changes in fees and charges can add 1950s was making up for the depriva-
been roughly constant relative to significantly to net revenues. Between tion of World War 1l and the Korean
GDP since the mid-1970s. Between 1970 and 1995, charges and miscella- War. After 1975, spending declined

Composition of State
and Local Spending

Total state and local spending
closely parallels receipts. This is not
surprising—almost all states operate
under a constitutional or legislated

Chart 1
State and Local Government Receipts as a Percentage of Fiscal Year GDP:
Census versus NIPA Data
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slightly to 12.3 percent of GDP in
1984, but it rose to 14.3 percent b
1996.

Education is by far the most impor
tant component of state and local spend-
ing. It was slightly greater than 30 per-
cent of total spending in the early 1950s,
rose to over 40 percent in the late 1960s,
and is now about 35 percent. It con-
tributed disproportionately to the growt
of total state and local government in the
195275 period, accounting for 46 per-
cent of the increased share of GDP, due
to the need to educate the baby boomers;
chart 2 shows the close association of
school enroliment with educatio
spending over the decades. The subse-
quent stabilization of school enroliment
helps explain the stability of state an
local spending since 1975, since the
baby boom was followed by a bab
trough.

As shown in table 1, the “Incom
Support, Social Security, and Welfare
category was another major contributor
to state and local government growth in
the earlier period. The growth in thi
category occurred mainly in th
196575 period and was almost entirely
due to the creation of the Medicaid pro-
gram in 1965. The growth in Medicaid
continued at a fairly rapid rate until
1989. From 1989 to 1994, Medicai
grew explosively. The 1989-94 surg
occurred for a number of reasons: Leg-
islation and court cases increased the
number of eligibles and raised reim-
bursement rates; the recession
199091 also added to the number
eligibles; the spread of AIDS added t
costs; and states learned to manipulate
the federal grant systeirSince 1994,
Medicaid has remained fairly level rel
tive to GDP.

Education and Medicaid expendi
tures accounted for almost 60 percent of
the growth in the state and local share of
GDP from 1952 to 1975. The education
share declined from 1975 to 198
which helps explain the slight decline i
the share of total spending over that
period. The Medicaid surge explains
much of the increase in the share of
total spending after 1984.

The rest of the growth between
1952 and 1975 is explained by a vari
ety of factors. Almost all functions of]
government grew somewhat, althoug
none grew as much as education and
Medicaid. Table 1 shows the composj-
tion of spending in 1952, 1975, and
1996.

>

Box 1
More on Measurement Issues

Ideally, it would be possible to measure the true economic costs imposed b
and local activities, estimating the effects of all state and local activities, includin
ulation, on the amount and distribution of economic resources available to the
the economy. This is not feasible given the current state of economic knowled

As a practical matter, the best alternative is to use spending or receipts rels
GDP. These numbers can be considered indices of governmental economic
they are crude, especially in the short run, but may be more informative when
explore longer-term trends.

But do Census or NIPA budget numbers provide the most meaningful indig
of state and local growth? Both series provide useful information. Apart from gj
which are included on the receipts side in both series, two types of transactions
distinguished. In one, the government uses its sovereign power to extract invo
payments from its residents. These are usually known as taxes but can includg
user fees. NIPA considers these involuntary payments receipts. In the other,
ernment is selling a good or a service in a business-like activity. The transactionjis
untary in that the person gets a clearly defined product, e.g., electricity or a lotte
et, for his or her payment. This type of transaction is included in Census réceij

The profit extracted by publicly owned enterprises may seem more like
especially if the state or local government has a monopoly in the provision of
or service. NIPAs treatment of profit is somewhat counterintuitive, since NIPA
siders profit a negative expenditure rather than a re€€ipas, if a state-owned ultili
ty raises prices and increases its monopoly profits, the profit shows up as a re
in the level of spending relative to GDP and an apparent decline in the economid
of the state.

NIPA may give a better view of the tax burden imposed by state and loca
ernment, while the Census may provide a better look at the total value of all stg
local financial transactions. But for reasons described below, NIPA probably prdai
a better indicator of trends in the relative economic power of state and local g
ments in the postwar period.

Between 1977 and 1994, receipts as measured by the Census grew by 2.1
of GDP. During the same period, receipts as measured by NIPA fell by 0.3 perg
GDP. The grossing up of interest accounted for about one-third of the total diffq
of 2.4 percent. Collecting interest with one hand on investments such as state
funds while paying out interest on state debt with another hand is unlikely to
much impact on the economy. Consequently, it is appropriate to consider inte
a net basis, as NIPA does.

The gross receipts of state enterprises have risen in part because of the g
lotteries, which involve large gross flows relative to the net contribution to stat
local treasuries. Appropriately, NIPA measures their net contribution. The
receipts of other state enterprises, which may be more indicative of the ecd
power of government, do not account for a significant portion of the diverd
between the two series.

Gross sales, e.g., tuition and hospital fees, account for about one-third of t|
ferent growth patterns of the two series. In setting such fees, states and locali
exercising economic power and extracting resources from the public. But cijii
would be paying similar amounts to private providers if government did not inte
in these areas, so there is less disruption in the flow of economic resources th
same amount of resources were raised by taxes and used to pay for a good o
not provided by private markets. On balance, it is not clear whether gross or nej
are a better indicator in this category, but since net flows seem a better indicatd
other categories, NIPA data are used throughout the body of the analysis.
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1. Herbert Stein. 1989Governing the $5 Trillion EconomyNew York: Oxford University Press.

2. The line between a tax and a voluntary transaction often becomes murky. One might say tl
son voluntarily buys a car license in order to drive on the road, but the linkage between the
provided and the fee is weak, since the fee does not depend on the amount driven. NIPA
fees as taxes.

3. Although this seems peculiar, it would be difficult to consider surpluses of government entejri
taxes within the current NIPA structure. Surpluses and indirect taxes are deducted from the
GDP in order to compute national and, ultimately, personal income because they create §
between the value of GDP and the incomes paid to wage earners and investors—they are
before income is paid. Direct taxes are paid out of wages and other types of personal inco
ed by the production process.
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NEW FEDERALISM:

Composition of State

and Local Receipts
Between 1952 and 1976, stat
and local receipts rose by 7 percent of
GDP. Growth in grants was the most
important component of the increas
accounting for 38 percent of the totall.
The most important components o
the grant increase were related to edu-
cation, training, employment, an
social services. Trends in total grant
mainly driven by education grants
followed the birthrate with a lag. The
baby boomers helped to create a peak
in the late 1970s. Grants then fell wit
the baby dearth until the early 1980s.
Since that time, education grants have
stabilized relative to GDP. Trans
portation grants increased in the lat
1950s before leveling off, paralleling
the importance of construction expenr-
ditures on the interstate highway sys-
tem. Health grants increased signifi
cantly with the beginning of Medicaid
in 1965 and leveled off after 1976

They again grew rapidly with the dra-
matic growth of Medicaid spending in
the late ®80s and early 1990s.
Another important component of
the relative growth of receipts involved
increases in indirect taxes and nont
accruals. The growth of this compo . .
nent primarily reflected increases in Impllcatlons for the
sales and excise taxes, accounting for Fyture
31 percent of the increase in total rev The vast expansion of state and
enues. Increases in personal income |ocal government in the 30 years fol-
taxes accounted for another 19 percent. Jowing World War Il coincided with a
Thus, almost 90 percent of the increase period of great economic prosperity
in receipts relative to GDP was due t0 in the United States, although the
three factors: grants, indirect taxes, and expansion of state and local spending
personal income taxes. Interestingly, outlasted the rapid economic growth
property taxes, which are included in  of the 1960s and continued into the
the indirect tax category, peaked economically troubled early 1970s.
nationally as a share of GDP in 1971, We are again enjoying a period of
long before they became the object of great prosperity. Will the relative
the tax revolt in California. This sug-| expansion of state and local govern-
gests that in most areas explicit tax ments resume? The trends of the past
decreases or lags in assessments pre-suggest some possibilities about the

vented property taxes from rising future role of state and local govern-
rapidly with the inflation of property | ments.

values in the late 1970s. Property taxes
have been remarkably stable since their
small downward step in the late 1970s,
hovering between 2.5 and 2.8 percent
of GDP.

School Enrollment

Chart 2
for Those Ages 3—34 Relative to State and Local

Government Expenditures on Education, 1955-1995
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Reviewing the history of the pre-
vious expansion shows that some of
the early growth simply made up for
lack of spending during World War I
and the Korean War. Demographic
also played a significant role in th
growth of state and local govern
ments, since birthrates drove educa-
tion expenditures, albeit with a tim
lag. Although the echo of the bab
boomers has imposed some pressur
in recent years, these difficulties ar
minor compared with those faced ear-
lier, and nothing in recent birth trend
or immigration levels suggests seri
ous future fiscal problems related t
educatiort:

The other major driver of state
and local growth was Medicaid, a ke
Great Society program. The Great
Society probably would not have
seemed affordable had it not been for
the prosperity of the 1960s. Will th
prosperity of the late 1990s usher i
new entitlements that will be partially
financed by states? President Bill
Clinton has declared that “the era o

big government is over,” and fiscal
conservatives clearly control the Sen-

ate and, more tenuously, the House.

Yet the federal government recentl
created the Children’s Health Insur
ance Program (CHIP), which is man
aged and partially financed by th
states. Although the federal govern
ment will pay only $24 billion in
block grants over five years, the pro

s gram could easily be expanded. Chil
care might also receive mor
resources, though neither child car
nor CHIP seem likely to become enti
tlements.

It is impossible to rule out some
future expansion of state and local
government expenditures relative t
GDP. However, it is difficult to imag-
ine growth as vigorous as that throug
the mid-1970s. There is no demo
graphic driver pushing educatio
costs, and the evidence on Medicai
suggests that cost growth under cur-
rent law will be muted. Although
new social programs may be invent

the Great Society are sufficiently
vivid to encourage restraint.

The federal government has also
become more sensitive about using
mandates to impose costs on state and
local government. A new law sub-
jects mandates to points of order
unless they are funded by the federal
government. It is too early to judge
the law’s effectiveness, but the law is
one more symbol of restraint, indicat-
ing that any future growth in state and
local spending will be subdued.

Summary and
Conclusions

The majority of the rapid growth
of state and local spending between
the early 1950s and the mid-1970s
can be explained by two factors: the
need to educate the baby boomers and
the creation of Medicaid. The slow-
down since the mid-1970s is
explained largely by the baby trough

ed, the memories of the excesses of that followed the baby boom.

Table 1
State and Local Government Expenditures by Function
Percentage of Total Expenditures Percentage of GDP
Function 1952 1975 1996 1952 1975 1996
Central Executive, Legislative, and ' 5.78% 4.98% 6.03% 0.44% 0.74% 0.86%
Judicial Activities
Civilian Safety 7.31 7.24 9.88 0.56 1.07 1.42
Education 31.77 38.64 35.27 2.43 571 5.05
Health and Hospitals 7.52 5.29 3.17 0.57 0.78 0.45
Housing and Community Services 6.43 3.74 2.46 0.49 0.55 0.35
Income Support, Social Security, and 12.37 15.39 22.77 0.95 2.28 3.26
Welfare
Medical care 0.42 5.90 14.96 0.03 0.87 2.14
Welfare and social services 9.94 7.92 6.88 0.76 1.17 0.99
Other income support 2.01 1.56 0.93 0.15 0.23 0.13
Transportation 20.59 13.78 11.87 1.57 2.04 1.70
Other* 8.22 10.94 8.56 0.63 1.62 1.23
Total 100.00 100.00 100.00 7.64 14.79 14.32
* “Other” consists of agriculture; commercial activities; economic development, regulation, and services; energy; labor trainingesnchaemal
resources; net interest paid; recreational and cultural activities; veterans’ benefits and services; and other and ereifpeaditores.
Source:NIPA, table 3.17 irSurvey of Current BusingsSctober 1997, 77(10), supplemented by unpublished data from the same table.
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NEW FEDERALISM:

The varyng fiscal pressures creat
ed by education and Medicaid wer
cushioned by federal grants. Had it not
been for the rise of Medicaid, grant
from the federal government woul
now be a much smaller share of GD
than in the 1970s (see chart 3). Fallin
education and training grants account
for a major part of the decline, bu
transportation and community devel
opment grants also declined in th
1980s as the federal government wres-
tled with its budget deficit. Outside of
Medicaid, states and localities hav
had to become more self-reliant.

The mid-1970s break in spendin
growth was an important macroeco
nomic event. Prior to that time, th
strong underlying growth in state an
local spending tended to mute reces-
sions and enhance booms. Since the
mid-1970s, state and local government
spending has become a more symmet-
rical destabilizing force, as recession
create a need for tax increases and
spending cuts aimed at satisfying bal-
anced budget requirements and booms
do the reverse.

Although state and local govern-
ment may resume its relative growth in
the future, all indications suggest that
the growth will be subdued. We could
see more spending on children’s health
and child care and further expansion of
Medicaid, but without a demographic
shift to push up education expenditures
or the creation of a large entitlemen
program, change should not be exten
sive. The era of big government may
not quite be over, but government is
unlikely to grow rapidly in the foresee-
able future.
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Chart 3

Federal Outlays for Grants to State and Local Governments as a
Percentage of GDP: Medicaid and the Growth of Grants for Health
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Anna Kondratas is the deputy director. The project analyzes changes
income support, social services, and health programs. In collaborati
with Child Trends, Inc., the project studies child and family well-being.
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The project is funded by the Annie E. Casey Foundation, the W.K. Kellpgg

Foundation, the Robert Wood Johnson Foundation, the Henry J. Kaig
Family Foundation, the Ford Foundation, the John D. and Catherine

MacArthur Foundation, the Charles Stewart Mott Foundation, the Dav
and Lucile Packard Foundation, the Commonwealth Fund, the Stu
Foundation, the Weingart Foundation, the McKnight Foundation, th
Fund for New Jersey, and the Rockefeller Foundation. Additional fundi
is provided by the Joyce Foundation and the Lynde and Harry Brad
Foundation through a subcontract with the University of Wisconsin

Madison.

The series is dedicated to the memory of Steven D. Gold, who was
director of Assessing the New Federaliamtil his death in August 1996.
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Publisher: The Urban Institute, 2100 M Street, N.W., Washington, D.C. 20037
Copyright © 1998

The views expressed are those of the author and do not necessarily reflect thog
Urban Institute, its board, its sponsors, or other authors in the series.

Permission is granted for reproduction of this document, with attribution to the |
Institute.

For extra copies call 202-261-5687, or visit the Urban Institute’s Web
(http://www.urban.org).
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