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N RESPONSE TO the financial crisis and its impact on
the economy, the federal government has increased
government spending markedly in order to stim-
ulate economic growth. With billions of taxpayer
dollars appropriated toward this effort, policy
makers should examine whether federal spending actu-
ally promotes economic growth. Although the studies are
not all consistent, historical evidence suggests an unde-
sirable, long-run effect from government spending: it
crowds out private-sector spending and uses money in
unproductive ways.

Policy makers should use the best literature available to ana-
lyze government spending designed to spur growth for the
likelihood of achieving that effect. Where the assumptions
or data are uncertain, the analysis should fully explore the
potential consequences of different assumptions or different
potential values for the uncertain data.

TRADITIONAL GROWTH RATIONALES

PROPONENTS OF GOVERNMENT spending claim that it pro-
vides public goods that markets generally do not, such as mili-
tary defense, enforcement of contracts, and police services.!
Standard economic theory holds that individuals have little
incentive to provide these types of goods because others tend
to use them without paying.

John Maynard Keynes, one of the most significant econo-
mists of the 20th century, advocated government spend-
ing, even if government has to run a deficit to conduct
such spending.? He hypothesized that when the economy
is in a downturn and unemployment of labor and capital
is high, governments can spend money to create jobs and
employ capital that have been unemployed or underutilized.
Keynes’s theory has been one of the implicit rationales for
the current federal stimulus spending: it is needed to boost
economic output and promote growth.?
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These views of spending assume that government knows
exactly which goods and services are underutilized, which
public goods will be value added, and where to redirect
resources. However, there is no information source that
allows the government to know where goods and services
can be most productively employed.* Federal spending is less
likely to stimulate growth when it cannot accurately target the
projects where it would be most productive.

output (such as GDP) increases in response to a given amount
of government spending. According to the multiplier theory,
an initial burst of government spending trickles through the
economy and is re-spent over and over again, thus growing
the economy. A multiplier of 1.0 implies that if government
created a project that hired 100 people, it would put exactly
100 (100 x 1.0) people into the workforce. A multiplier larger
than 1implies more employment, and a number smaller than
1implies a net job loss.

In its 2009 assessment of the job effects of the stimulus plan,
the incoming Obama administration used a multiplier esti-

Federal spending is less likely
to stimulate growth when it
cannot accurately target the

mate of approximately 1.5 for government spending for most
quarters. This would mean that for every dollar of government
stimulus spending, GDP would increase by one and a half dol-
lars.® In practice, however, unproductive government spend-
ing is likely to have a smaller multiplier effect. In a September
2009 National Bureau of Economic Research (NBER) paper,
Harvard economists Robert Barro and Charles Redlick esti-
mated that the multiplier from government defense spending

projects where it would be
most productive.

POLITICS DRIVES GOVERNMENT SPENDING

IN ADDITION TO this information problem, the political pro-
cess itself can stunt economic growth. For example, Professor
Emeritus of Law at George Mason University Gordon Tullock
suggests that politicians and bureaucrats try to gain control of
as much of the economy as possible.® Moreover, demand for
government resources by the private sector leads to misallo-
cation of resources through “rent seeking”—the process by
which industries and individuals lobby the government for
money. Rather than spend money where it is most needed,
legislators instead allocate money to favored groups.® Though
this may yield a high political return for incumbents seeking
reelection, this process does not favor economic growth.

The data support the theory. A 1974 paper by Stanford’s
Gavin Wright found that political attempts to maximize votes
explained between 59 and 80 percent of the difference in per
capita federal spending to the states during the Great Depres-
sion.” Ultimately, spending under the Democratic Congress
and the president was much more concentrated in Western
states, where elections were much tighter than in the Demo-
cratically controlled South. Wright’s analysis indicates that
instead of allocating spending based purely on economic
need during a crisis, the party in power may distribute fund-
ing based on the prospect of political returns.

THE CONSEQUENCES OF UNPRODUCTIVE SPENDING
AND THE MULTIPLIER EFFECT

PROPONENTS OF GOVERNMENT spending often point to the
fiscal multiplier as a way that spending can fuel growth. The
multiplier is a factor by which some measure of economy-wide

reaches 1.0 at high levels of unemployment but is less than
1.0 at lower unemployment rates. Non-defense spending may
have an even smaller multiplier effect.’

Another recent study corroborates this finding. NBER econo-
mist Valerie A. Ramey estimates a spending multiplier range
from 0.6 to 1.1.'° Barro and Ramey’s multiplier figures, far
lower than the Obama administration estimates, indicate
that government spending may actually decrease economic
growth, possibly due to inefficient use of money.

CROWDING OUT PRIVATE SPENDING AND EMPIRICAL
EVIDENCE

TAXES FINANCE GOVERNMENT spending; therefore, an
increase in government spending increases the tax burden
on citizens—either now or in the future—which leads to a
reduction in private spending and investment. This effect is
known as “crowding out.”

In addition to crowding out private spending, government
outlays may also crowd out interest-sensitive investment.
Government spending reduces savings in the economy, thus
increasing interest rates. This can lead to less investment in
areas such as home building and productive capacity, which
includes the facilities and infrastructure used to contribute
to the economy’s output.

An NBER paper that analyzes a panel of OECD countries
found that government spending also has a strong negative
correlation with business investment.!? Conversely, when
governments cut spending, there is a surge in private invest-
ment. Robert Barro discusses some of the major papers on
this topic that find a negative correlation between govern-
ment spending and GDP growth.® Additionally. in a study of
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76 countries, the University of Vienna’s Dennis C. Mueller
and George Mason University’s Thomas Stratmann found a
statistically significant negative correlation between govern-
ment size and economic growth.**

Though a large portion of the literature finds no positive cor-
relation between government spending and economic growth,
some empirical studies have. For example, a 1993 paper by
economists William Easterly and Sergio Rebelo looked at
empirical data from approximately 100 countries from 1970-
1988 and found a positive correlation between general govern-
ment investment and GDP growth.”

This lack of consensus in the empirical findings indicates
the inherent difficulties with measuring such correlations in
a complex economy. However, despite the lack of empirical
consensus, the theoretical literature indicates that govern-
ment spending is unlikely to be as productive for economic
growth as simply leaving the money in the private sector.

FIGURE 1: FEDERAL SPENDING IN FY 2008 DOLLARS SINCE 1984

WHY DOES IT MATTER RIGHT NOW?

IN 2009, CONGRESS passed the American Recovery and Rein-
vestment Act, which authorized $787 billion in spending to
promote job growth and bolster economic activity.'* The bud-
getary consequences of this legislation and other government
spending initiatives aimed at improving the economic outlook
for the federal budget can readily be seen in recent federal
outlays. As seen in figure 1, total federal outlays have risen
steadily over time, and a sharp increase occurred after 2007.
As seen in figure 2, total federal spending as a percentage of
GDP has risen sharply in the last two years to nearly 30 per-
cent. As explained above, this spending may have countervail-
ing effects that could actually hamper economic growth by
crowding out private investment.

CONCLUSION

GOVERNMENT SPENDING, EVEN in a time of crisis, is not an
automatic boon for an economy’s growth. A body of empiri-
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Source: Office of Management and Bud%’et, “Table 1.1—Summary of Receipts, Outlays, and Surpluses or Deficits (-): 1789-2014." FY2010 President’s Budget: Historical

Tables, http://www.whitehouse.gov/omb/budget/Historicals/.

FIGURE 2: FEDERAL SPENDING AS A PERCENTAGE OF GDP SINCE 1984
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Source: Office of Management and Budget “Table 1.2 - Summary of Receipts, Outlays, and Surpluses or Deficits (-) as Percentages of GDP: 1930-2014," FY2010 Presi-
dent's Budget: Historical Tables, http://www.whitehouse.gov/omb/budget/Historicals/.
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