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Introduction
Throughout the 1980s, state and local government broadened its range of 
functions compared to its role in the 1960s and 1970s. As the "new 
federalism” of the Reagan era redefined and narrowed the role of the federal 
government, state and local governments took on expanded importance in 
providing those services that had been dropped or diminished by the federal 
government, such as health, environment, roads, and corrections. Some of the 
services were taken on voluntarily, some through federal mandate, but the net 
result was an expansion in the role and influence of state and local 
government.

At the same time state and local policymakers accepted a more active role in 
improving the economic fortunes of their regions. States have adopted 
economic development policies targeted to attract investment, develop 
specific industries, and expand employment with a particular interest in 
buffering their local economies from both national economic downturns and 
secular declines.

Insofar as economic growth has become an explicit goal of state and local 
governments, it is not surprising that the levels and mix of public services are 
being evaluated from a development perspective. Recently, some have 
proposed expanding public infrastructure to spur growth in the economy. 
Analysis has suggested that increases in public infrastructure investment can 
spur private investment and productivity growth [Aschauer, Munnell]. 
Munnell found that a 1 percent increase in public capital raises total output in 
the economy by .15 percent1 Since individual states and municipalities can 
influence the quality of their available infrastructure through their budget de-
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cisions, increased spending on infrastructure would seem to be a policy option 
worth considering for increasing a state's economic and fiscal resources. 
Findings such as these have ignited a significant debate as to whether 
government spending can be used as a tool for promoting economic growth at 
the sub-national level.

Most of the studies that have looked at this issue have chosen to focus on a 
fairly narrow definition of public investment Such studies have considered 
only capital outlays in the form of physical infrastructure, which are usually 
defined as bridges, buildings, sewers, and roads. These capital outlays 
comprised less than 13 percent of state and local general expenditures in 1989. 
As such their influence is limited when put in the context of the total 
expenditure activity of this sector. Moreover, other forms of public spending 
are similar in character to capital outlays in contributing to current and future 
productivity rather than to current consumption alone. Education for 
example, is an investment in human capital from which derives both a present 
and future return to both the individual and to society. Should other forms of 
expenditure be considered government investments?

In this paper, government investment is defined more broadly to include those 
government spending categories (education and health) that have not usually 
been considered as investment spending. Assignment of spending to these 
categories cannot be precise because of the uncertain returns to social 
infrastructure, and also because our reporting of public spending data is ill- 
suited to the task. But in attempting to do so, it is hoped that a fuller 
conceptual understanding of the choices confronting policymakers will 
emerge, and that it can be determined whether the direction of state and local 
government spending has been favoring the purchase of consumption oriented 
goods and services or investment oriented programs.

Such information and issues are particularly important as state and local 
governments continue to take on added responsibilities at the same time as the 
federal government reduces its role. Are state and local expenditures 
misdirected and constrained because we fail to recognize the investment 
returns to many types of social spending programs? Are states passing over 
worthwhile investments in the effort to relieve fiscal stress and make current 
service budgets balance? Do our government accounting frameworks allow 
policymakers to examine and assess the mix of consumption and investment 
expenditures in their state?
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Investment versus consumption
The distinction between consumption and investment is critical in judging the 
value of a public expenditure to society. Some public goods are pure 
consumption and have no return over time. However a public good 
representing an investment has a future payoff which can justify spending 
more for the good than the good would recoup in its first year of production. 
A classic example is infrastructure spending. If government builds a bridge, 
the bridge will presumably serve a function well into the future. The bridge 
will continue to produce a return to society long after it is built. This has an 
important implication in allocating the payment schedule for the bridge. If 
future taxpayers will receive a benefit from the bridge, it is justifiable to have 
them help pay for the structure. Government can bond for the structure and 
have future taxpayers pay for the bridge through tax payments dedicated to 
retiring the bond. More importantly, current year spending for such a project 
should not, and often does not, contribute to any operating deficit.

However drawing a distinction between consumption goods and investment 
goods can be a tricky business, particularly when it comes to making such a 
distinction in programs designed to increase human capital. Take for example 
transfer payments in the form of public welfare and Medicaid. In a narrow 
sense, transfer payments are an example of consumption spending. These 
payments are made to individuals and are consumed immediately with the 
benefit from the payment flowing to the recipient. Given this view, in 
attempting to classify transfer payments, a case can be made that they belong 
on the consumption side of the accounting ledger. However, it can be argued 
that there is an investment component to transfer payments. As these 
payments represent a minimum investment in human capital, an argument 
could be made that these payments do have a return beyond the individual 
recipient. The return on the investment from transfer payments occurs when 
the individual is able to leave the assistance roles and find employment. This 
is just part of the difficulty in trying to assign government spending programs 
to investment and consumption categories. Often the nature of the spending is 
in the eye of the beholder.
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Examining investment and consumption expenditures—the 
accounting problem

State and local government expenditure data are reported annually and 
classified into a variety of categories. One dividing point for reporting 
expenditure categories is based on how an expenditure is paid-debt versus 
current revenues-rather than the nature of the expenditure itself. In the 
Bureau of the Census Governm ent F in a n ce  series, state and local expenditures 
are separated into direct expenditures (which are intended to represent the 
current operations of government, that is, consumption) and capital outlays 
(which consist of construction and equipment purchases). To the extent that 
some types of social spending can be considered as having an investment 
component, however, the reported distinction between the two categories is 
really a classification practice rather than an economic distinction. Capital 
oudays are normally paid by issuing debt. This is seen as appropriate because 
the structure or equipment purchased through the debt has a return over future 
years. Direct expenditures represent spending by government which is paid 
by current revenues, usually comprised of fees and taxes.

However, government accounting may be inadequate in distinguishing the 
differing nature of the types of spending which state and local governments 
undertake. Many types of current operations expenditures are in fact 
investments by government and should not be treated as if they are simply 
consumption spending even if they are paid by current revenues.

This type of reporting distinction blurs the economic distinctions between the 
types of government spending. For the purposes of this paper, government 
expenditures that provide future returns to society will be grouped as 
investment goods. Those that are consumed immediately, will be considered 
consumption goods. The information to be gained in drawing this distinction 
will be to consider whether the character of state and local government 
spending behavior has changed over the years. Much recent literature has 
focused on whether a decline in public physical capital investment has 
occurred and whether the decline has had a negative impact on economic 
growth and particularly on a slower rate of productivity growth. The purpose 
of this paper is to see whether a similar decline occurs using a broader 
definition of investment It is possible for example, that a decline in capital 
investment for education is being replaced by an increase in current 
expenditures for education. After all, one would expect that once the 
infrastructure for delivering educational services is in place in the form of
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buildings and structures, future capital outlays would comprise a less 
significant share of total spending. A reduction in capital outlays for 
education may not reflect a reduced investment commitment but rather a 
shifting of resources to pay for instruction and other operational expenses 
which are not reflected in the capital budget If education expenditures are 
viewed as an investment in human capital, which provides future benefits to 
both the individual receiving the education and society at large, this expanded 
definition may reveal a different investment pattern for public spending.

Splitting up the data

For the purposes of this paper, investment goods will consist of three layers of 
government expenditures. First, capital outlays as defined by the Bureau of 
the Census Governm ent F in a n ce  series provides a starting point for 
investment goods. Because these expenditures consist of structures and 
equipment, they clearly represent government expenditures with future 
returns. The second layer consists of noncapital education expenditures. 
These are defined as the state and local education expenditures as reported in 
the Bureau of the Census Governm ent F in a n ce  series less capital expenditures 
used for education. Insofar as spending on education represents an investment 
in the collective human capital of society, government spending on education 
should be seen (in part) as an investment with future returns. The third layer 
consists of noncapital health and hospital expenditures. This category is also 
drawn from the Bureau of the Census Governm ent F in a n ce  series and consists 
of health and hospital expenditures less capital expenditures for health and 
hospitals. (In both cases capital expenditures have been excluded to eliminate 
double counting with the capital outlay category). This may appear as a less 
obvious form of government investment However, the provision of public 
health does provide a future return to society in the form of the prevention of 
contagious disease. Moreover, healthy individuals are likely to be more 
productive, providing a direct benefit to society.

There are of course limits to this approach. Many aspects of government 
spending which is being labelled here as consumption, also contains elements 
of investment and vice versa. For example, many state welfare programs also 
contain training programs which certainly should be treated as investments. 
On the other side of the coin, spending on health and hospitals targeted to 
nonworking members of society are more likely to represent consumption, at 
least in the short term, until these individuals return to work. (To this end, 
Appendix 1 shows the effect of the inclusion of Medicaid payments as a
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health and hospital investment expenditure. While this raises the growth rate 
for the category, it still leaves total expenditure growth for the category 
significantly below that of the consumption category.) Also this approach 
assumes that spending within these categories is technically efficient. 
Spending on education and health provides valuable services and is not spent 
on digging holes and then filling them up. However, government budgets are 
not designed to separate consumption and investment spending. This 
shortcoming in evaluating the nature of the expenditure may call for the 
development of an investment budget, in which spending within program 
categories is divided into current operations and investment categories.

Looking at the trend

Over the period 1968 to 1989, a clear trend has developed in which 
expenditures have shifted away from those functions identified here as 
investments when measured as a share of total state and local government 
spending. With the exception of health and hospital expenditures, both capital 
ouday and noncapital education spending command smaller shares of total 
direct government expenditure today than they did in 1968. (Direct total 
government expenditures consist of all state and local expenditures other than 
those paid to the federal government.) In 1968,65 percent of state and local 
expenditures nationally were contained within the capital outlay, education, 
and health and hospitals categories. By 1989 the percentage had fallen to 
approximately 55 percent (see Table 1). The behavior of these spending 
categories within the five Seventh District states (Illinois, Indiana, Iowa, 
Michigan, and Wisconsin) demonstrates a similar pattern. Capital outlays, 
noncapital education plus noncapital health shares ranged from a low of 64 
percent of direct expenditures in Wisconsin to a high of 74.3 percent in 
Indiana in 1968. Like the national trend, the percentage of District budgets 
devoted to these three types of expenditure declined significantly, ranging 
from a low of only 51.1 percent of Illinois' budget being dedicated to these 
expenditures, to a high of 62 percent in Iowa by 1989. Within the three 
categories, this declining claim on total expenditures was driven by a sharp 
decline in the share of the budget dedicated to physical capital outlays 
combined with a more subtle decline in the share of expenditures dedicated to 
education. (With the exception of Wisconsin where the share devoted to 
education actually rose.) It is only the gain in health and hospital 
expenditures (with the exception of Illinois) which prevents a more substantial 
drop in these categories (see Figures la-If). In recognition of this tendency to 
reduce the share of the state budget going to these spending areas, California
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has attempted to establish a minimum contribution for education. By state 
law 45 percent of state revenues are earmarked for education.2

Table 1
Spending by function as a percentage of direct total state 
and local expenditure

noncapital

year
capita!
outlay

%

noncapital
education

%

health and 
hospitals 

%

all
other

%

u.s. 1968 25.1 33.6 6.6 34.7
1989 14.7 31.8 8.4 45.1

IL 1968 23.6 34.0 6.9 35.5
1989 13.3 31.5 6.2 49.0

IN 1968 24.4 42.9 6.9 25.8
1989 13.5 37.6 9.3 39.6

IA 1968 28.4 38.5 5.4 27.7
1989 15.1 36.7 9.8 38.4

Ml 1968 21.9 39.3 7.5 31.3
1989 10.5 34.9 10.0 44.6

Wl 1968 25.7 32.7 5.8 35.8
1989 11.4 36.8 6.0 45.8

Source: Bureau of the Census, Government Finance, various years.

However, analyzing the shares of state spending can only demonstrate the 
distribution of state resources and not necessarily the quality or quantity of the 
expenditures. A reduced share commanded by a particular category of 
spending may reflect that this aspect of the budget has become more efficient 
in providing a service and not necessarily a lower priority of government or 
that public demands for other (current) services have risen more rapidly. By 
using gross amounts, it is impossible to separate the efficiency of the 
spending, the underlying demand for the spending or whether a share decline 
shows that another aspect of the budget is forcing a reduction in spending on a 
particular fiscal item.
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percent 50 r

Figure 1a

State and local government expenditure as a percentage
of total direct expenditure-U.S.

Capital Education Health Consumption

Source: Bureau of the Census, Government Finances, 1968,1989, authors calculations. Note: capital = state and local capital outlayseducation = noncapital education expenditures health = noncapital health and hospital expenditures (this category excludes Medicaid.) consumption = all other state and local expenditures
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percent 
50 r

Figure 1b

State and local government expenditure as a percentage
of total direct expenditure-lllinois

40 -

Capital Education Health Consumption

Source: Bureau of the Census, Government Finances, 1968,1989, authors calculations. Note: capital = state and local capital outlayseducation = noncapital education expenditures health = noncapital health and hospital expenditures (this category excludes Medicaid.) consumption = all other state and local expenditures
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percent 50 r

Figure 1c

State and local government expenditure as a percentage
of total direct expenditure-lndiana

Capital Education Health Consumption

Source: Bureau of the Census, Government Finances, 1968,1989, authors calculations. Note: capital = state and local capital outlays
education = noncapital education expenditures health = noncapital health and hospital expenditures (this category excludes Medicaid.) consumption = all other state and local expenditures

FRB CHICAGO Working Paper
July 1992, WP-1992-14

10

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



State and local government expenditure as a percentage 
of total direct expenditure-lowa
percent 50 r

Figure 1d

40

Capital Education Health Consumption

Source: Bureau of the Census, Government Finances, 1968,1989, authors calculations. Note: capital = state and local capital outlayseducation = noncapital education expenditures health = noncapital health and hospital expenditures (this category excludes Medicaid.) consumption = all other state and local expenditures
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Figure 1e

State and local government expenditure as a percentage
of total direct expendIture-Michigan
percent 50 r

Capital Education Health Consumption

Source: Bureau of the Census, Government Finances, 1968,1989, authors calculations. Note: capital = state and local capital outlayseducation = noncapital education expenditures health = noncapital health and hospital expenditures 
(this category excludes Medicaid.) consumption = all other state and local expenditures
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percent 60 r

Figure 1f

State and local government expenditure as a percentage
of total direct expenditure-Wisconsin

Capital Education Health Consumption

Source: Bureau of the Census, Government Finances, 1968,1989, authors calculations. Note: capital = state and local capital outlays
education = noncapital education expenditures health = noncapital health and hospital expenditures (this category excludes Medicaid.) consumption = all other state and local expenditures
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Looking at the growth rates

To further examine the trends in investment oriented public spending, it is 
useful to look at the relative growth rates of these classes of expenditures over 
the same period. To do this, the per capita expenditures for each of these 
groupings has been deflated to eliminate relative price effects on growth and 
then indexed to a starting point of 100 in 1968. The deflators chosen reflect 
price indexes specific to each expenditure category. Health and hospital 
expenditures were deflated using die CPI medical. Education expenditures 
were deflated using the public elementary and secondary school price index 
for education. Capital expenditures were deflated using the nonresidential 
fixed investment deflator for structures. Consumption expenditures were 
deflated using the state and local government purchase of goods and services 
deflator. Furthermore, for the purposes of this analysis, consumption 
spending represents all direct state and local spending which is not accounted 
for in any of the three investment categories of capital outlays, noncapital 
education and noncapital health and hospital spending. The resulting indexes 
yield the gain in the rate of spending for each class.

U .S. trend

Three of the four classes of expenditures showed growth from 1968 to 1989 
but the rate of growth showed significant variation from category to category 
(see Figure 2a and Table 2). Of the three types of spending considered to be 
investm ents in this paper, health care (excluding Medicaid payments) 
demonstrated the fastest growth rate. The fact that health spending grew by 
better than 52 percent (80 percent when Medicaid is included) even 
accounting for its higher inflation rate indicates that state and local resources 
have been shifting toward provision of health related goods and services. 
However it is worth noting that throughout the 1980s health expenditure 
growth flattened in real terms indicating that the continued rise in the 
percentage of state and local resources that are dedicated to health 
expenditures is being driven largely by medical cost inflation.3 In fact a study 
by the Health Care Finance Administration found that increases in health care 
expenditures were driven by three components-population growth, intensity 
with which health services are utilized, and price increases. Of these three 
factors, price increases accounted for 60 percent of the increase in cost.4
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Education expenditure growth peaked during 1978 and then dipped until 1983 
when it began a modest growth. Still, real per capita education expenditures 
only increased 27 percent over the period. This education pattern most likely 
reflects changes in the demographics of the school age population. Census 
figures show that total school enrollment peaked in 1975 and then declined 
steadily until the mid-1980s when enrollments began to recover.5 This 
enrollment pattern is reflected in the spending trend for education. Forecasts 
also expect enrollments to continue to rise in the 1990s reaching a new high 
by 1995 before flattening. Pressure for greater education funding will most 
likely build.

Table 2

Per capita percentage change in real state and local spending 
1968-89

Type u.s. IL IN IA Ml Wl

Consumption 142.0 149.4 216.3 141.2 180.1 112.9
Health and 

hospital 52.3 6.5 55.8 83.2 59.0 11.3
Education 26.7 22.1 13.0 8.2 18.6 35.8
Capital outlay -10.9 -15.4 -18.8 -31.3 -27.3 -38.8

Source: Bureau of the Census, Government Finance, various years, authors 
calculations.
Note: When Medicaid payments are included in the health and hospital totals and 
deducted from consumption, the percentage change for health and hospitals rises to 
80.9% and the percentage change for consumption rises to 146.1 percent.
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Indexed per capita real U.S. state and local expenditures by category
index, 1968=100

Figure 2a

Source: Bureau of the Census, Government Finances, various years; authors calculations.

Finally as has been reported in other studies,6 capital outlays have reflected a 
pattern of declining investment As Figure la illustrates, capital outlays 
followed a generally declining trend until 1984 when a modest recovery 
began. However, 1989 capital outlay levels were still nearly 11 percent below 
1968 levels in real terms. This lack of growth in state and local capital 
outlays is of particular concern when put in the context of a declining federal 
commitment to infrastructure investment through the 1980s. (Federal 
infrastructure investment as a percentage of federal outlays dropped from 4.7 
percent in 1980 to 2.5 percent in 1990.)7 Given this uneven capital outlay 
growth pattern at the state and local level, it would appear that state and local 
government did not rush in to replace the reduction in federal support.
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However, it was outside of these three investment spending areas that state 
and local expenditures grew the fastest With a real percentage change of 142 
percent, consumption spending easily eclipsed the growth of the three 
investment categories. This shift is less pronounced during periods of rapid 
growth by state and local governments when a expanding revenue pie allows 
increases in all categories of spending, even if the fastest growing slice goes 
to consumption. However, when state and local growth is restricted (such as 
during recessions), the continued growth in consumption expenditures appears 
to put the squeeze on investment spending. The more recent rapid growth of 
these direct expenditures reflects the shift in state spending to other areas of 
the budget, represented by the current services oriented programs which have 
grown to consume a larger share of state and local government expenses. 
These particularly include income maintenance, police and collections 
expenditures.

Seventh District Trend

Three of the five District states display the same category rankings for growth 
as the U.S. In Indiana, Iowa, and Michigan, consumption spending was the 
fastest growing, followed by health, and then education. Capital outlays 
declined in all five states, mirroring the U.S. Also notable is that the per 
capita growth rate for District consumption spending grew faster in all states 
except Wisconsin (see Figures 2b-2f).

The two District states that are anomalies are Illinois and Wisconsin. In the 
case of Illinois, consumption expenditures represented the fastest growing 
source of spending, followed by education, health, and capital outlays(see 
Figure 2b). While the Illinois level of consumption expenditure growth was 
above the U.S. average, it is interesting to note the low level of increase in 
health related expenditures.

Education also presents an interesting pattern in Illinois' case. Education 
expenditures were the fastest growing component of Illinois expenditures 
peaking in 1973 but then declining over much of the rest of the period. From 
1982 to 1989, education expenditures stayed essentially fixed at a level 
approximately 22 percent above the 1968 starting point and significantly 
below the rate of increase in consumption expenditures.
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Figure 2b
Indexed per capita real Illinois state and local expenditures by category
index, 1968=100

Source: Bureau of the Census, Government Finances, various years; authors calculations.
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Figure 2c
Indexed per capita real Indiana state and local expenditures by category
index, 1968=100

Source: Bureau of the Census, Government Finances, various years; authors calculations.
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Indexed per capita real Iowa state and local expenditures by category
index, 1968=100

Figure 2d

Source: Bureau of the Census, Government Finances, various years; authors calculations.
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Indexed per capita real Michigan state and local expenditures 
by category
index, 1968=100

Figure 2e

Source: Bureau of the Census, Government Finances, various years; authors 
calculations.
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Indexed per capita real Wisconsin state and local expenditures 
by category
index, 1968=100

Figure 2f

Source: Bureau of the Census, Government Finances, various years; authors calculations.
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Capital outlays in Illinois, display a distinctly cyclical pattern. However, like 
the other District states, capital outlays consistently remain below their 1976 
levels.

Wisconsin spending growth by category was unusual by comparison to the 
U.S. and the District. First Wisconsin health expenditures showed a very 
dramatic rise up until the early 1980s when the state and local expenditures 
staged a sudden turn around, (see Figure 2f). Equally unusual was that state 
and local education expenditures rose faster than consumption expenditures 
up until 1976 and still reflected the second fastest rate of growth over this 
period. Only capital outlays reflect the same pattern as was found in the rest 
of the Seventh District, however the decline in capital outlays was the most 
severe of the five District states.

What causes the m ix o f investment and consumption expenditure to 
change?

Intuitively, a greater emphasis on consumption oriented expenditures would 
seem to indicate a less active role in promoting economic growth by state and 
local governments. Investment goods with future returns can obviously be 
used to enhance a region's economic growth and desirability in terms of 
attracting other investment. This type of relationship has been suggested in a 
number of recent studies which have examined the relationship between 
education and public service expenditures and economic growth. Studies by 
Plaut and Pluta (1983)8 and Wasylenko and McGuire (1985)9 found positive 
relationships between state spending on education and industrial and 
employment growth respectively. Perhaps more significantly, a study by 
Helms (1985)10 found that the disincentive from higher state and local 
business taxes can be overcome if the tax revenue is used to improve public 
services such as education, highways, public health, and safety.

Given these findings the question must still be asked as to why state and local 
governments have reduced investment oriented expenditures. Several 
possible explanations can be advanced. The first comes from the work of 
Niles Hansen who explained variations in physical infrastructure investment 
based on variations in relative returns to investment which in turn can be 
related to the relative stage of development of a regional economy. Hansen11 
found that the contribution of infrastructure investment to a regional economy 
was based on the degree of economic development of the region. Simply put, 
the infrastructure needs and the return on infrastructure spending varies
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depending on the relative stage of economic development. Hansen divided 
regions into three stages of development-intermediate, congested, and 
lagging. The analysis showed that intermediate regions would receive the 
greatest benefit from additional infrastructure expenditure since the 
investment would expand the economic capacity of the region. Insofar as 
other elements which are important to economic growth are already present, 
additional infrastructure can unlock the development potential of the region. 
In contrast, congested regions are less likely to benefit With little room for 
growth, additional infrastructure can alleviate bottlenecks which slow 
development but since the region is operating at an expanded capacity, it is 
unlikely that additional infrastructure can create the same level of growth 
which would occur in an intermediate region. Similarly infrastructure 
investment in lagging regions is unlikely to provide as large of a return as 
would be the case in intermediate regions because so many other factors 
related to economic growth are absent such as an adequate labor supply.

Can the stage of a region's development then explain its capital spending 
behavior? Certainly, new urban areas experiencing rapid population and 
economic growth have a stronger demand for building die physical 
infrastructure to support growth than those regions that suffer a downward 
economic shock which leaves them with an excess capacity of infrastructure. 
Demand for new roads, public buildings, and recreation facilities will be 
greater than in the case of more established urban areas where these structures 
were built previously and the bulk of capital resources are spent on 
maintenance. Similarly the return on the investment is not the same. Building 
a new highway system to allow easier commutes into fast growing Sun Belt 
cities provides a greater economic return than providing maintenance to an 
existing road in an older urban area. Since Seventh District states developed 
their industrial and agricultural roots before this period, it can also be assumed 
that more of their infrastructure was created prior to the 1970s and 1980s than 
would be the case for new urban areas in Sun Belt states.

However, it is also possible that regions can in effect be bom again and in 
doing so benefit gready from infrastructure investment even after their 
economy has reached the congested stage of development The surge in the 
New England economy in the mid-1980s, showed that a mature economy 
could experience significant growth and benefit from infrastructure 
investment without having to be in an intermediate stage of development 
Furthermore, even mature economies can develop new industries which do 
require new infrastructure to flourish. While central cities are no longer
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manufacturing hubs, the infrastructure to support downtown service 
economies requires a different infrastructure such as telecommunications.

A less charitable explanation for the decline in investment oriented spending 
may involve political behavior. As Smith and Drabenstott12 suggest, 
policymakers often favor public policies that show immediate economic 
effects. Investments in education (which have long future payoffs) fail to 
provide the highly visible returns which policymakers (with short tenures of 
office and often equally short time horizons) often want. Given this, support 
for investments with significant returns many years out may be less popular.

Another competing explanation is that a reduction in these investment goods 
reflects a change in demand for these goods by society. For example, the 
demand for infrastructure for service firms is different than the demand for 
infrastructure for manufacturing firms. The need for a good road and rail 
system which is critical to manufacturers in the development and distribution 
of their products has been replaced by the need for a good telephone network 
and access to airports for service firms. For example, corporate headquarters 
and divisional offices rank air transport facilities as the most important factor 
in considering locations for these types of operations. Manufacturers in 
contrast ranked this factor as 13th out of 14 possible factors influencing 
relocation.13 Given this the traditional infrastructure supported through 
government expenditures may be less important to the service industries 
which drove economic growth through much of the 1980s. However, such an 
explanation would seem less plausible in the Seventh District states where the 
longstanding importance of manufacturing and agriculture would seem to 
insure that maintenance of the traditional infrastructure remains critical.

In terms of the other forms of investment spending, demographics could go 
along way toward explaining a change in the share of spending and the rate of 
growth. Increases in life span have increased demands for medical services. 
A decline in school aged children through much of the late 1970s and early 
1980s contributed to a moderation in the rate of education expenditure 
growth.

Finally, this shift toward consumption spending may only point to the 
inadequacy of current government accounting and reporting. Unless the 
investment and consumption elements of each government program can be 
separated more accurately to reflect current operating expense and investment 
functions, it may not be possible to precisely estimate the mix of consumption 
and investment activities by state and local government. A recent report
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issued by the Michigan House Fiscal Agency calls for the development of an 
investment budget in order to provide a more accurate reporting mechanism 
for state expenditures.14 Without a more accurate reporting of investment and 
consumption activities within the expenditure categories, it is difficult to 
accurately measure the efficiency of government spending. For example, 
welfare transfer payments are often found under the same expenditure 
category as training programs designed to serve welfare recipients. By 
lumping both expenditures into one category, the efficiency of the 
expenditures is hard to determine.

Im plications

State and local governments are charged with a broad range of functions. 
Clearly, no state or local government could ignore the immediate needs of its 
constituents and adopt a strategy of only providing investment goods with 
potentially higher future returns. However, the work of several economists 
has focused on whether a slowdown in public capital outlays has hindered 
economic and productivity growth.15 If estimates of returns from capital 
investment are correct, the fact that state and local governments are devoting a 
smaller share of their available resources to these expenditure areas may 
indicate a less productive use of state and local resources. This paper has 
attempted to look at a broader definition of investment to include those state 
and local expenditures that enhance the economy and are not considered in the 
usual bricks and mortar assessment of capital investment Using this 
expanded definition, it is clear that at the same time that the role of state and 
local government has expanded, consumption oriented functions have grown 
faster than investment oriented functions.

As expansion in state and local functions such as transfers to individuals have 
grown, states should become more aware of the implications of replacing 
investment goods with consumption goods. It is possible that an increase in 
investment oriented goods will not only increase economic growth which is 
needed to finance consumption spending but can also reduce the need for 
future consumption oriented expenditures. After all, an increase in the level 
of human capital may potentially decrease the need for additional spending on 
transfer payments. If state and local governments decide that they would like 
to take on an explicit economic development functions in the nineties, they 
may want to consider their choice of expenditure programs with the additional 
criteria of which most enhances the economic growth and development of 
their state. Adding such a dimension in light of a less active role for federal
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development policies may be a direction which will appeal to states as they 
compete for economic growth.

Future directions

This look at the pattern of state and local expenditures merely skims the 
surface of a rich array of future research topics. Particularly important is the 
need for work on the technical efficiency of spending by states. There is a 
temptation to equate expenditures as both an input and an output of 
government activity. For example, in the case of spending on education, there 
is a tendency to assume that spending more on education as an input 
automatically produces more education as an output. What each states 
education dollar buys is dependent upon the efficiency with which the 
government can produce educational services. Since this will vary from state 
to state, it is important to realize that more input (spending) in a particular 
state may not necessarily produce more output (education). Furthermore, 
because die price of public goods varies form state to state, higher expenditure 
levels may be the reflection of higher prices and not necessarily a greater 
relative effort by that state to purchase a particular service such as education.

A related issue also concerns examining the mix of private and public 
expenditure. If there is a large and largely satisfactory provision of a 
particular good by a private source, it may be perfectly rational for the public 
sector to provide less of the good. If for example, a region has an abundant 
supply of private colleges, investment in higher education may be 
understandably less than in a region with fewer private alternatives. Public 
provision assumes that the private market has somehow failed to produce an 
adequate supply of a given good. However, in the case of mixed public- 
private goods, the supply of the good may vary from region to region and the 
need for public production of the good may be of lesser importance. It is 
important to identify the relationship between the mix of public and private 
investment and examine whether certain types of public investment crowds 
out private investment or whether a significant level of private investment 
makes additional public investment less necessary. If public investment is 
additive to private investment it is of greater benefit than if it merely replaces 
private investment. Establishing this relationship is important in judging 
whether public expenditure represents the proper mix and is complementary 
to private investment.
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These caveats aside, our preliminary examination shows that as the states 
have broadened their range of activities, consumption oriented goods and 
services have shown significantly faster growth than investment oriented 
growth, at least for the three investment categories which are identified here. 
In light of this, states may want to consider whether their mix of consumption 
and investment spending will strengthen their economies in the long run.
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Footnotes
^See Alicia Munnell, "How does public infrastructure affect regional economic performance?" in 
Is There a Shortfall in Public Capital Investment?, Alicia Munnell, ed., Federal Reserve Bank o f  
Boston, Conference Series No. 34, p. 78.

^Carrie Dolan, "California faces fiscal woes again as its economy continues to stagger,” The Wall 
Street Journal, May 1,1992, p. 16.

^The use o f the CPIAnedical care has been questioned by some analysts as a flawed measure, 
since changes in the market basket o f medical services may not be properly interpreted. Use of 
this deflator should be handled with care. (See Joseph P. Newhouse, "Measuring Medical Prices 
and Understanding Their Effects," The Journal o f Health Administration Education, vol 7:1, 
winter, 1989.

^See Jane Sneddon Little, "Medicaid," Massachusetts in the 1990s: The Role o f State 
Government, Federal Reserve Bank of Boston, Research Report No. 72 ,1990 , p. 47.

^U.S. National Center for Educational Statistics, Projections of Educational Statistics, annual.

^See Munnell and Ashauer.

^Congressional Budget Office, How federal spending for infrastructure and other public 
investments affects the economy, Washington, D.C., Congress of the United States, 1991.

^T.R. Plaut and J.E. Pluta, "Business climate, taxes and expenditure, and state industrial growth 
in the U.S.," Southern Economic Journal, Vo1. 50 ,1983 , pp. 99-119.

^Michael Wasylenko and Therese McGuire, "Jobs and taxes: the effect of business climate on 
states' employment growth rates," National Tax Journal, Vol. 38 ,1985, pp. 497-511.

^ J a y  Helms, "The effect o f state and local taxes on economic growth: a time series cross-section 
approach," The Review o f Economics and Statistics, Vol. 67 ,1985, pp. 574-582.

H N iles Hansen "Unbalanced growth and regional development," Western Economic Journal, 
Fall, 1965.

^ T im  R. Smith and Mark Drabenstott, "The role of universities in regional economic 
development," Regional Economic Development and Public Policy, Federal Reserve Bank of  
Kansas City, 1991.

William A. Testa, Job flight and the airline industry: the economic impact on Chicago and 
other metro areas, Federal Reserve Bank of Chicago, Working Paper 1992/1, Table 4.

^W arren Gregory, Investment Budgeting: Moving Back to Michigan's Future, Michigan House 
Fiscal Agency, August 1991.

^ F o r  more on the return to public infrastructure investment see, David Alan Aschauer, 
Government spending and the falling rate of profit, Economic Perspectives, Federal Reserve 
Bank of Chicago, Vol. 12, no. 3, 1988, pp. 11-17. Also, Aschauer, "Is public expenditure 
productive?", Journal o f Monetary Economics, Vol. 23, 1989, pp. 177-200. Alicia H. Munnell, 
"How does public infrastructure affect regional economic performance? in Is There a Shortfall in 
Public Capital Investment?, Alicia H. Munnell, ed., Federal Reserve Bank o f Boston, 
Conference Series No. 34 ,1990.
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Appendix 1—M edicaid

For the purposes of this paper, Medicaid was not included in the noncapital 
health and hospitals investment expenditures category. However, a case can 
be made that Medicaid expenditures should be treated as investments in 
human capital rather than simply as consumption oriented transfer payments. 
Given the recent interest in Medicaid expenditures, and the fiscal pressure that 
the growth of Medicaid has had on state government, it is a worthwhile 
exercise to see how the inclusion of Medicaid payments effects health and 
hospital investment levels.

As a general finding the inclusion of Medicaid payments in the health and 
hospital spending category does increase its growth rate since Medicaid 
expenditures have grown faster than health and hospital expenditures. 
However this inclusion still is not sufficient to raise this investment spending 
area's growth rate above that of the consumption total by the end of the period 
being examined. As Figure Appendix 1 shows, even with Medicaid 
expenditures being transferred from the consumption category to the health 
investment category, the growth of consumption expenditures still outpaced 
health investments by the end of the 1980s. In real dollars, state and local 
health and hospital expenditure growth rates were essentially flat during the 
1980s while consumption spending raced ahead.

In looking at the pattern for Seventh District states, a similar trend appears 
although this is harder to confirm given that state by state Medicaid 
expenditure data are only available since 1975.
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Figure Appendix I
U.S. consumption spending vs. noncapital health and hospital spending 
including Medicaid

Source: Bureau of the Census, Government Finances. 
Note: Per capita, deflated using CPI medical and indexed.
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