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Chapter One 

Introduction

Price Fishback

  The United States has been an economic success story from the very beginning.  In the late 1700s, American colonists had per capita incomes that were among the highest in the world.  The U.S. today continues to be among the richest and possibly THE richest nation in history.  There was no guarantee, however, even with its favorable starting conditions, that the U.S. would maintain such a high relative economic position.

There are many reasons why the U.S. has been successful.  The country has been blessed with an abundance of natural resources relative to the size of its population.  The development of new technologies allowed the population to overcome the Malthusian fear that population growth would outstrip the resource base.  The population has become increasing well educated and people have developed a wide range of organizations and institutional features that allow them to produce more while pursuing a wide range of leisure activities.   A critical element in American success is the quality of its government in American history. 

Governments play an extraordinarily important role in any economy.  The government has the power to promote economic growth or destroy it.  Economic historians and modern development economists find that populations fare well in countries with stable governments that adhere to the Rule of Law, protect individual economic and political freedoms, and avoid warfare.  At the other extreme incomes and the opportunities for economic development have been crushed in countries with unstable totalitarian regimes that constantly prey on their populations by taking income from the primary producers to the benefit of a small elite.   Most countries, today and historically, lie between these two extremes, and cross-country studies show that the quality of government is an important determinant of economic growth.
   

Assessments of the role of government in America’s success necessarily start with the foundation document.  The Constitution promoted freedom for individuals to contract with others without government interference and protection of their rights to hold property of all kinds.   People and goods were allowed to move freely across state boundaries even as the Constitution reserved a limited set of powers for the national government.  The Constitution established a series of checks and balances within government to protect these freedoms.

But a well-written Constitution was not enough by itself.  Even more important was the subsequent decisions by governments and courts at all levels to protect most of these freedoms.  With regularity, the interests of the individual were protected against the demands of the majority.  The initial, relatively broad distribution of property ownership and income gave the population a stake in protecting these freedoms.  The protection of individual freedoms and property enabled significant economic mobility, so that even newcomers to the economy had a continuing stake in the continuation of these protections.   Indices of Economic Freedom created by the Heritage Foundation suggest that the U.S. is among the world leaders today in protecting fundamental economic freedoms.  Countries with similar indices also rank very highly on economic performance measures.  

The stability of government is a key feature of successful economies.  Instability leads to uncertainty about the future that threatens individual decisions and retards investment.  With the exception of attacks by the British during the War of 1812 and Pearl Harbor, America managed to avoid invasions of its territory.  Thus, we managed to avoid much of the destruction of property and civilian populations and the disruptions of the civil order from external aggression that have struck so many countries around the world. The orderly and peaceful transfer of leadership in our governments has been just as important, as we have had to deal with only one Civil War.


Another key to the quality of our governments has been their flexibility.  Despite forces that lead to inertia in government policies, American governments have shown the capacity to correct mistakes.  Governing is a messy process of trial and error.  Voters often disagree over the best policy, while competing theories of governments held by the experts often lead to conflicting answers.  Policies that seemed useful at one time become inappropriate in response to technological and social change.  In a setting of diverse resources and people, spread across a large country, the federal structure established in the constitution gave governments a broad degree of latitude to experiment with different policies.  The national government was given a limited set of powers, leaving state and local governments a significant degree of autonomy.  Decisions on state policies have been constrained by the mobility of people and resources, which creates a healthy competition between states.  Thus, successful policies are often imitated while unsuccessful ones are not.  The ability of the national government to respond to socio-economic change is also important.  


Along with their successes, American governments have made mistakes.   Yet U.S. governments at all levels constantly tinker with policies, sometimes taking backward steps, but often rectifying errors.  The right to vote has been extended over time. Explicit segregation of government-run schools by race has been abandoned.  Federal price and entry regulation of certain industries has been tried and then abandoned.    Many northern state governments chose to eliminate slavery early in our history, although slavery’s ultimate demise in the entire country required a terrible Civil War.  Given the world-wide shift away from slavery, our governments have been flexible enough that we might well have brokered a peaceful solution within a few decades even though slavery remained economically viable to slaveowners.
  

In a complex world the government will continue to make mistakes.  Part of the problem in identifying the mistakes is that people legitimately disagree over the appropriate policies.  Classical liberals deplore many decisions that have promoted the good of the majority (and sometimes of a minority of well-placed groups) at the expense of limiting individual economic freedom and limiting property rights.  Modern liberals argue that the policies fall well short of their desired aim of protecting people against the uncertainties of an impersonal world.  These disagreements when combined with the natural inertia of government in a democracy imply that corrections may be slow and that some errors are never fully eliminated.      

I.   The Economics of Government


Government is unique among economic institutions because it has the coercive power to force people to take actions.   This power can be used to promote the economic welfare of the many or the few.  Unfortunately, world history is filled with examples of governments that promoted the interests of the few:  predatory states whose leaders took control of governments by force and then sought to extract wealth and power for their own ends.  The lack of security for most of the population limited their incentives to work and save.  This chilling effect on the economy was compounded by the dissipation of resources through excessive expenditures on military and self-protection costs by elites whose position required the continued use of force.  At the other extreme, a few governments developed institutions that limited government power through a set of internal checks, and enabled the government to write and enforce a set of rules (including rules about its own behavior) that allow societies run more effectively.  The U.S. is a leading example of this type of contractual state.  In this section we describe the economic roles played by government in market-oriented societies like the United States (North 1981, 1991).    

I.a.  Property Rights


Nearly all economists agree that a central role that government plays is to define and enforce property rights.  Property rights refer to more than just rights to land.  They include the control over personal property like automobiles and clothing, control over equipment and capital, and control over intangibles like ideas, inventions, music, and writings.   Governments have adopted different property rights regimes ranging from common property to communal rights to private property.   The U.S. system is largely a system of private property in which people have the exclusive right to use the property, the exclusive right to derive income from use, and the exclusive right to sell the property.

To appreciate the importance of these rights consider how you would react in their absence.  Begin with the property right of exclusive use.  How much would you value an automobile that other people could also drive at will?  Its value to you would be considerably reduced, even though the physical aspects of the car had not changed.  Moreover, the lack of exclusive rights to use would lead you to develop costly methods, like more complex locks, to limit access to the car.  You would certainly cut back on maintenance because you would incur the costs but would be less likely to obtain the full benefits.  The combination of reduced value and increased costs of ownership would lower price you are willing to pay for the car.  Lower prices ultimately would lead to the production of fewer cars.

Now consider a case where you have the exclusive right to use your car, but cars can not be sold to someone else.
  This limit on your right to “alienate” the car will make you less likely to buy a car in the first place.  The type of car you want to buy will change.  Durable cars will become more valuable than cars that do not last because it is impossible to sell your car to someone else.  Thus, the physical characteristics of cars produced by manufacturers would change.   Equally important, you are prevented from transferring your car to another who would get more benefits from using it.  Both these limits on the property rights associated with owning a car demonstrate how economic value is a function of more than just the physical attributes of the car.  By creating better defined and tradable property rights, it is possible to create real economic value.

The exclusive right to derive income from use is best illustrated by patents on new inventions.   Patents give inventors a greater incentive to create inventions because they are the only ones who can receive income from the use of the invention.  Studies show that inventive activity is greater in countries with established patent laws.  However, patents illustrate one potential drawback to private property rights, the potential for monopoly.  A single owner of an invention can raise her income by limiting access to the invention and demanding a high price for its use.  The U.S. government solution to this problem has been a compromise.  We established patent rights but imposed a time limit so that the inventions are eventually available to everybody.

In general, private property right systems work best when many people own property.  Broad dispersion of resource ownership generally leads to more competition in the production and sale of goods and services.  Further, more people consider the property rights system to be legitimate because they have a stake in ensuring the continuation of the system because they see it as legitimate.  The legitimacy of private property rights is buttressed by another empirical finding.  Private property rights and protections of economic freedoms to write contracts often are strongly correlated with the protection of individual political and social freedoms (Pipes 1999, Scully 1988, Knack and Kiefer 1995, Barro and Martin 2004; Feng 2003).

Property rights can be curtailed in two additional ways.  First, owners of certain types of property are required to pay the taxes levied on their property or forfeit the property to the government.  The payment of taxes contributes to covering the costs of defending the individual’s rights to property.  However, it is important that the checks and balances in government prevent tax rates from rising to levels where they damage incentives to us the property productively.  Second, American governments have the right of eminent domain, which allows governments to take property as long as there is a public purpose, and, under the due process clause, and the owner is fully compensated.   Full compensation has typically meant the market value of the property.  

One of the key features of a private property system is that it requires people who damage another’s property to pay compensation for that damage.  In the U.S. disputes over damages are handled ultimately in the civil courts, although most claims are handled by private settlements with the alternative of going to court in the background.  Problems develop when the rights to resources are poorly defined.   In some cases it is difficult to effectively define rights to a resource, as in the case of air and large bodies of water.  In those cases pollution often arises because polluters are not required to pay damages to an owner of the resource.  Many societies have resolved this issue by treating the resource as held in common but subjecting its use to a system of rules and customs.  Thus, it is rare to find resources that are truly common property where everybody can use them unilaterally.  Usually there is some type of resource management process where groups within the society restrict resource use, while the larger society protects the resource from outside invaders.

These systems of communal rights work best when the society has a relatively small population where all the members have similar interests in the resource.  To some degree, these communal and customary rights were the property structures adopted by Native American tribes in various parts of the U.S.  Population pressures sometimes contributed to disputes over these resources.  For example, several tribes in Arizona and New Mexico simultaneously laid claim to the same broad area.  Certainly, one of the ironies of American history is that we value private property rights so highly, yet settlers and our governments were quick to show disrespect for the communal rights systems that Native Americans had established prior to the settlers’ arrival.  In this realm the U.S. government acted more like a conquering nation.  On occasion we signed treaties with the tribes for land.  But constant pressure from new settlement often led to treaty violations and the replacement of existing often implicit agreements with its own property rights regime.

I.b.  Freedom to Contract and the “Regular Administration of Justice”

Another central feature defining economic freedoms in the U.S. is the contract clause in Article I, Section 10 of the Constitution:  “No state shall pass any…law impairing the obligation of contracts.”  This freedom to contract allows people to make binding commitments without government interference.  Such commitments are particularly important for making long-term arrangements in which one side or other might seek to back out of the agreement when conditions change.  In the absence of this commitment many projects where one or both sides have to make up-front investments and stay the course to reap substantial future benefits could not be agreed upon.  This freedom was strongly reaffirmed by early Supreme Court decisions by the Marshal court in the 1810s.  There are limits on the freedom to contract.  In a number of cases the courts have refused to enforce contracts that they consider unconscionable where they believe one party was unable to contract effectively.   The courts’ doctrine that allowed workers and employers to end employment contracts “at will” prevented people from contracting to become slaves.  The police powers accorded to the state and local governments have allowed them to establish regulations in “the public interest” that impose limits on behavior and establish clauses that provide the background for all of these contracts.  The definitions of public interest have expanded over time as first states and then the federal government increased their regulatory activity.  

For the system of property rights and contracts to work well, there must be an effective “Rule of Law.”  Police departments are important because they help protect property from theft and people from harm.  Adam Smith (1776, 862) argued that economies will seldom flourish in states that do not enjoy a “regular administration of justice,” or “a certain degree of confidence in the justice of government.”  Given the complexities of language and negotiation and the costs of writing contracts that anticipate all eventualities, it is inevitable that parties to some contracts will disagree about how to interpret the agreement.  Similarly, there will be disagreements about how to interpret the statutes written by legislatures and the clauses adopted in constitutions.  In other situations, the actions of one person might damage the property of others or infringe upon their personal freedoms.  

A method of dispute resolution that is considered legitimate by the parties involved in the dispute and the population in general is therefore central.  To obtain legitimacy in the eyes of the populace, the system must establish an impartial decision maker, be it judge and/or jury of peers, to whom the parties in the dispute can turn for resolution.  Since there will always be at least one side dissatisfied with the decision after the fact, the key to success is that people see it as fair before the decision has been made.  A history of consistent and impartial decisions over time confers legitimacy on the system.  Consistency matters because it gives guidance about what to expect from the arbitrators and allows better planning in writing contracts.  This can lead to quick resolution of disputes without having to turn to the courts.

The U.S. adopted the British common law system.  The common law seeks impartiality by insulating judges from political pressures and establishing a jury of one’s peers.  The common law develops from court decisions over disputes, though it is constrained by legislation.  The goal of consistency is sought by using the principal of stare decisis, in which judges are wary of reversing long-standing rulings in prior cases on the same topic.   

I.c.  The Classic Public Good:  National Defense


While a government’s use of coercive power is important to enforcing rights and laws and resolving internal disputes, its importance is paramount in national defense, the protection against outside aggression.  National defense is the classic example of a public good.   Economists use a narrow definition of the term, such that a public good has two features:  it is difficult to exclude users and use of the good by one individual does not prevent use by another.  National defense is one of the few goods that largely meet both of these conditions.  Defending borders means that all within the borders are defended.  Adding an additional person within the borders does not reduce the defense provided to others.  Such goods as sanitation and water treatment facilities, research and development, parks, and highways are public goods to varying degrees and these too have often been provided by governments. 

The difficulty of excluding people from using a public good often leads to a free rider problem, in which people have incentives to obtain the good without paying for it.  The free rider problem leads people to voluntarily contribute less than would be necessary for the optimal production of a public good.
  This would be particularly problematic in the case of national defense, where inadequate production in the face of an external threat could lead to the demise of the society.  Our national government resolves the problem by using its coercive power to force people to pay taxes to contribute to the public good of national defense.   The U.S. Constitution gave the national government the right to collect taxes directly to alleviate fears about free riding by states that arose because of problems in collecting contributions for national defense under the Articles of Confederation and the Continental Congress.  


Government taxing authority does not resolve all of the problems associated with provision of national defense.  An equally thorny issue is the determination of the appropriate level of national defense.  There is no full-proof mechanism to elicit what free people are truthfully willing to pay for public goods, so it is hard to detect the true best level of national defense.  Compounding the problem, in a world of uncertainty and high costs of determining the precise threat to national security there is plenty of room for disagreement on what is necessary or optimal.  Expenditures on national defense and the military have been a centerpiece of the story of government in U.S. history.  Wars have led to dramatic increases in expenditures, issuance of debt, and depreciation of the dollar.   Wartime borrowing influences both the tax structure and the economy in the years that follow major wars.  Sacrifices during the wars extend well beyond government expenditures, the loss of lives and destruction of military equipment.  Our involvement in wars, even on foreign soils, has led to limits on access to normal consumer goods and restrictions on individual freedoms.   Even in peacetime, we constantly debate the tradeoff between “guns and butter.”   The military and the producers of military equipment consistently press for expanded production and new technologies to maintain readiness against external threats, while other segments of society raise doubts about the extent of these threats.   Defense spending has therefore waxed and waned with changes in leadership, people’s perceptions of potential threats, and our role in international politics.
   

I.d.  Choosing Between Markets and Regulation


One of the leading arguments for government involvement in the economy is the “market failure” argument.  Market economies combined with common law courts that adjudicate disputes are sometimes inefficient when information is costly, negotiations costs are high, or there are externalities.  Externalities are created when the decisions of one person or group cause damage (or creates benefits) for a significant number of other people.  Critics of market economies also argue that large firms tend to develop in some industries and monopolize activity.

Government has the capacity to help resolve these issues.  Where information costs are high, governments may be able to force sellers to reveal information about their products or set a basic standard that all sellers must meet.   Negotiations costs are particularly problematic in externality situations where large numbers of people are involved.   The government can cut these negotiations costs by acting as a representative of the people being harmed in developing a solution to the externality problem.  In the case of roads, government provision paid for by gasoline taxes might effectively cut the transactions costs involved when private road owners would charge tolls as people turned on to each road.  Through antitrust activity, governments may be able to prevent anticompetitive behavior that harms consumers.

It is important to remember, however, that government regulation might also fail to resolve these problems and in some cases could make them worse.  Governments face many of the same problems in resolving the issues that market actors do.   Consider the case of information on product quality and characteristics.   In the market place producers try to overcome information problems by offering guarantees or establishing brand names and reputation for better quality, while some organizations specialize in providing information to buyers and sellers.   The government would also have to invest in obtaining and providing information about the quality of items, so the primary question is which set of institutions, government or market, is best equipped to resolve the information problem.  

Regulations can often be a blunt instrument when they place the same requirements on all people and places.  In a highly diverse society, a specific regulation might be optimal for some groups or areas but be suboptimal for others.  Thus, the optimal choice between market and government solutions may rest on the importance of flexibility in response to diverse preferences.  

A fundamental tension arises in many regulatory settings.  Regulations can confer significant economic advantages to subgroups of producers.  For example, licensing restrictions designed to insure that each producer meets a certain quality standard can also serve to protect the qualifying producers against competition in their markets.   Such limits on entry can lead to higher incomes for producers, as they charge consumers higher prices for less output.   Restrictions on advertising on interstate highway billboards during the 1970s tended to favor large motel chains with national advertising budgets at the expense of smaller mom-and-pop operations.   Safety and environmental regulations that require extensive investments in new plant and equipment may favor large producers at the expense of smaller producers.  Aware of these advantages, producers have incentives to press for regulations and administrative treatment that give them favorable treatment and protection against competition.  In the final analysis there is no guarantee that regulations will always be focused on resolving market failures.   The optimal choice between market solutions and regulatory solutions often depends on the specifics of the situation.  

I.e.  The Government as a Redistributor.


Just about every move that governments make redistributes income.   The most obvious redistribution is when the government collects taxes—on income, property, sales, foreign goods, corporate profits--and then redistributes the revenues to other groups in the form of subsidies and direct payments.  In some situations governments seek to tie the taxation so that those paying taxes are funding programs from which they benefit.  For example, the revenues from some gasoline taxes are used to pay for highway maintenance, while some parks charge user fees.   Unemployment benefits for workers are paid from payroll taxes paid by employers and the system is “experience-rated,” so employers who consistently lay off more workers pay higher taxes.  In other cases the connections are far looser.  Social security payments to the elderly are funded by payroll taxes paid by current workers and employers.  The social security trust fund serves as an implicit guarantee that the federal government will collect enough taxes to fund the system when current workers are ready to retire and receive benefits.


All of these taxes and subsidies alter the incentive structure of the economy, and every economist will tell you that incentives matter.  All economists emphasize that increases in tax rates on income and/or increases in welfare payments eventually lead to reductions in work effort and participation in the work force.   As income tax rates increase, the government faces revenue trade-offs.  They collect more in revenue on each dollar of income, but the total income is likely to fall some as people reduce economic activity.  Thus the rise in total revenue from the higher tax rate tends not to reach the level of revenue predicted by applying the new tax rate to the prior income level.


There is a constant tension between the collection of tax revenue and the operations of the market economy.  Taxes lead to distortions in the operation of a market economy.  For example, sales taxes in a specific competitive market typically lead to losses for all participants in that market.  The quantity sold falls, consumers pay higher prices, and suppliers receive lower after-tax prices.  Whether the losses in this market are worthwhile from an economic standpoint depends on the value of government goods and services funded by the tax revenue collected.  We know that the losses to buyers and sellers in the market are there.  Nearly all agree that the value  of basic government services can exceed the losses within the market.  As government has expanded its role, there is more disagreement across the population about the values of some of the programs being funded.    

The redistributive power of government also comes in more subtle forms.  A tariff on foreign imports of steel favors U.S. steel producers over U.S. steel consumers because the tariff gives the producers latitude to charge higher prices.   As the tariff rises and becomes more protective, eventually it could eliminate all foreign competition altogether.  Similarly, restrictions on entry into an industry redistribute income from consumers to producers by allowing producers to charge higher prices.   Both tariffs and entry restrictions create distortions in the market that lead to lower quantities being traded.  The combination of higher prices and lower quantities often mean that consumers likely lose more than producers gain.

As discussed above, quality, safety, and environmental regulations can favor certain classes of producers.  Meanwhile, regulation of electric utility prices can favor consumers over the producer of the goods.  In other situations rent controls benefit renters who have rights to remain in their apartments at the expense of landlords and other would-be renters who no longer can find apartments or face additional nonmonetary costs of searching for apartments.   

II.  The Political Economy of U.S. Governments

In his Gettysburg address Abraham Lincoln averred that the U.S. government is “of the people, for the people, and by the people.”  The United States is a representative democracy in which “the people” elect representatives to various levels of government to make decisions about how the country and state and local jurisdictions will be governed.   The American electorate has always been large and diverse, and it has continued to grow in size and diversity through time.  Even when suffrage was limited to white males holding property or paying taxes, there was diversity with respect to age, wealth, occupation, religious beliefs, geographical location, attitudes toward the role of government, and general dispositions.  The electorate has become even more diverse as property requirements for eligibility were lifted, slaves were freed, women received the voted, and large numbers of foreign immigrants and their children have been assimilated as citizens.  Progress has moved in fits and starts with several reversals, like Jim Crow restrictions in the South, eventually overcome (Keyssar 2000).

The most obvious influence that each person has over the government stems from their right to vote.  Voting gives each citizen some say over the political process, yet many do not exercise this right to its fullest extent.  Each person is such a small share of the electorate that it is extraordinarily unlikely that their vote will be decisive in an election.  Further, candidates establish their positions to attract enough voters to win, so the difference in candidates is not often large.  Thus, in many elections many people choose not to vote because the benefit to them of casting the vote is even lower than the small cost of going to the polls.

Some people are more equal than others in determining ultimate policies.  Some devote their time to political activism, volunteer their services during elections, and/or influence policy as advisors to legislators and the executive.  Others devote portions of their wealth to the process and follow practices that range from offering funding for political campaigns to more nefarious practices, like bribing key decision-makers.  Many seek to influence the government by joining with like-minded people and forming interest groups to lobby the government for policies consistent with their position.  Founding Father James Madison fully anticipated this important role of interest groups in the U.S. a republic in his Federalist paper number 10.
  

  In the struggle over policies between interest groups and the general public, public choice economists have identified a special interest advantage in lobbying for a specific policy.  Although the general public has more votes, each member typically has little to lose, many have diverse interests, and it is costly to organize to oppose the special interest policy.   Meanwhile, the lobbying interest group is generally well organized because it is composed of a relatively small number of like-minded people, each with a relatively large amount at stake.   Consider a tariff on steel that would raise incomes by $200 million dollars for 1 million people in the steel industry.  The average per capita gain in the steel industry would be $200 per person.  Meanwhile, a roughly $300 million dollar loss spread among the 300 million members of the general public would cost them each only one dollar.
  It is easy to see that the steel interest groups would press hard for this tariff while the general public might ignore the issue as too small to worry about.  The U.S. is saved to some extent from special interest legislation run amok by countervailing special interest groups.  In many cases the benefits sought by one organized special interest group also leads to harm to another special interest group that actively opposes the policy.       

As a result of these interest group struggles, many government policy changes benefit a significant group of people at the expense of another group.  In these cases discussions of whether the policies are in the public interest depend on whether the winners will gain more than is lost by the losers.  A theoretical solution proposed by economists is to have the winners make side payments to the losers.  The transactions cost of making such payments are often quite large and such obvious payments are rarely made.  However, there are more subtle ways for winners and losers to come to an agreement.  The legislative acts that pass are often compromises that lie between the original bills and amendments proposed by advocates on both sides of the issue.  Further, there are many situations where support for one policy is traded for support of another through log rolling or vote trading.  Tracing out who gains and loses from specific policy decisions often requires consideration of a broad array of specific policies, some with only the loosest of connections to the specific policy of interest.       

Once policies are in place, they have to be administered.  In the case of regulation, those being regulated and the people originally calling for regulation are in constant contact with the regulatory officials.   In a number of cases the people calling for regulations have enough influence so that the regulation is binding in the way they originally sought.  However, the constant contact and lobbying pressure by those being regulated raises the possibility of industry capture of the regulatory officials.  To regulate an industry requires expertise, so at least some of the regulators are often chosen from industry and are likely to be more sympathetic to industry demands.  At the other extreme are more infamous and corrupt practices of bribery or even intimidation that lead to capture.  In some situations the industry itself was the group calling for regulation, so that the capture of the regulator was established in the initial legislation.
  

It is often less difficult to institute a new government policy than to eliminate it.  The U.S. system of checks and balances between the executive, legislature and courts at all levels makes it difficult both to enact and to remove policies.  This inertia is exacerbated by the development of stakeholders once a policy is in place.   People who benefit from the policy actively lobby to prevent the elimination of a new policy.  Those who benefit include not only the private groups receiving favored treatment but also the staff put in place to administer the policy.   


Although we are a government of the people, government officials have significant latitude in their decision making.  In the economists’ parlance, a republican form of government is rife with the potential for principal-agent problems.  At one level the principal is the American electorate and the agents are the President, governors, mayors, legislators, judges, and bureaucracy in the government.  Within the government the principal might be the President and the administrators under his authority his agents.  In other cases the principal is the legislature that has oversight authority over the administrators as agents.  Within an agency the principal would be the head of the agency and the agents her subordinates.  

Consider the voters as principals.  They have some control over elected officials because most would like to continue in their position and make decisions that aid re-election or enhance bids for higher office.  However, the voters’ control is relatively loose because each of their votes is rarely decisive, the vote comes around only once every one to six years, recalls are rare, there are often multiple issues at stake in each election, and there is enough diversity among constituents within most districts that the elected official can point to some constituency that he was trying to help.  Elected officials have to make enough decisions that match the dominant economic interests and ideologies of their voting constituents to stay in office or advance to the next office.  Yet they have latitude to make many decisions that would not be decisive about their re-election, allowing their own economic interests and ideologies to come into play.   Elected officials, like many occupational groups in society, can be arranged on a spectrum of human kind.  Many feel constrained by their own desires to be remembered fondly for their good works, their sense of community, and their ideals.  Some make tough decisions where they risk their political careers for their ideals.  Others make discreet trade-offs that benefit them while benefiting or imposing little cost on their constituents.  American history has witnessed many of both types of politicians, those who acted selflessly in their perception of the public interest, and the Boss Tweeds who used their offices to line their pockets with cash.

The American public struggled with this issue at various times in our history.  For example, in the late 1800s they believed the solution was to populate the government with “better” people.  By 1900 many had decided that the extant government structure itself was inadequate and they sought ways to reform the government both through changes that gave voters more control through initiatives and referenda, recall votes, direct elections of Senators and expansions of the vote to women, among many.  

The principal-agent problem within bureaucracies came to the fore in the late 1800s and early 1900s.  The monitoring of agents within the bureaucracies has always been imperfect.   Through most of the 19th century the primary form of control was through patronage.   Newly elected officials were free to choose the people who would administer the agencies.  With each change in party control, a new group of people were put into office.  In many settings, elected officials and the voters who supported them had more control over office holders beholden to the politician for their jobs.  In other settings, however, the elected official was rewarding the true powers behind the scene who determined his election.  The award of patronage positions and the distribution of benefits to voters through government decisions could be used to maintain power for an extended period of time.  In some cases the people put in place were disinterested, inexperienced and/or inept.   The reforms proposed and adopted by the good government proponents of the late 19th and early 20th centuries sought to change this system by establishing a core of trained civil servants with job security.  By insulating civil servants from the job loss associated with changes in the party in power and preventing them from participating in partisan politics, the goal was to have impartial, disinterested, and skilled bureaucrats in place to fairly administer the government.  There were still some patronage positions: each new administration chose their own heads of agencies.  But the insulation from job loss gave civil servants more autonomy from voters and from elected officials.   As government officials became more organized over time, they have become their own interest group with significant influence over how the government is operated.   Elected officials still remain significant influence over their actions, however, because they still can shift budgets between agencies and shift the duties of civil servants.  Overall, the long-term result of the civil service changes has been to put more inertia into the system.  

Despite the inertia built into government policies, it is equally clear that individuals matter in the history of government and the economy in America.  The list is long but a few examples suffice.  At the presidential level George Washington set the tone of the office, Abraham Lincoln’s view of a strong union was central to the outcome of the Civil War, and  Franklin Roosevelt was simultaneously the most loved and hated man in America.  Pressures for favorite policies of a long line of Congressmen, including John C. Calhoun, Lyndon Johnson, Robert Wagner, and Strom Thurmond strongly influenced the policies established in the legislature.  Supreme Court justices are given lifetime tenure, so that the attitudes of justices John Marshall, Thurgood Marshall, Earl Warren, and Sandra Day O’Connor among many have influenced the course of our economic jurisprudence.   Untold numbers of state and local government officials make decisions that influence the day-to-day operation of the economy with only limited guidance from their principals.  

III.  The Growth of U.S. Government


The predominant change in the role of governments in the economy since the late 1800s has been the dramatic expansion in their size and scope.  This is true on nearly every dimension.  Absolute spending in real dollar terms has risen.  Government spending and employment rose from 4 percent of GNP in 1840 to 8 percent in 1900, 18 percent in 1940 and 38 percent today.

Equally important, but much harder to measure, is the expansion in the scope of government authority.   The various forms of government have always played some role.  During the colonial era local jurisdictions had market rules (Hughes, 1977), but it is not clear how well these were enforced.  The federal government had initial rules for the distribution of federal lands.  The Common Law court decisions set guidelines and adjudicated disputes in externality situations and settings where others were hurt or defrauded.

Since the late 19th century the government’s scope has expanded by setting regulatory limits and expanding the range of administrative bodies, in addition to the courts, that prescribe and enforce these limits.  A comparison of the situation in 1890 to today illuminates this expansion in scope.  A manufacturing firm in most states that hired a worker in 1890 generally filed no record of the hiring with any governmental authority.  The firm had the obligation to exercise due care to prevent the worker from being injured and to not defraud the worker of his wages.  If something bad happened, the worker would have the ultimate option of taking the firm to court.  In some states there were guidelines for reporting some basic information about the firm and its workers.   Today the same firm is required to meet guidelines in hiring and the running of the workplace that are established by the Equal Employment Opportunity Commission, the Fair Labor Standards Act, the National Labor Relations Board, the Internal Revenue Service, workers’ compensation and unemployment insurance administrators, the Immigration and Naturalization Service, the Occupational Safety and Health Administration (OSHA), and other agencies.  Similarly, the same firm seeking to build a new plant in 1890 would establish the deed and would have to meet local building code and state boiler inspection rules.  If the plant damaged another’s property there was the potential for a court suit.  Today, in addition to those costs, the firm would have to meet guidelines set by the Environmental Protection Agency, OSHA, and other state, local and federal government agencies.  


Economists and social scientists interested in the topic have offered an array of explanations for the expansion of government.  Population growth, modernization, technological change, and industrialization have led to much greater interaction between people that have raised transactions costs and problems with externalities.  We have higher incomes and thus can afford to prevent environmental damage and provide minimum incomes for the poor in ways we could not before.  Bureaucracies tend to expand as administrators seek to maximize their budgets.   The early expansion of government led to feedback effects and rent seekers learned new and better ways to demand more from government.  The passage of the Income Tax Amendment in 1913 removed a key constraint on revenue that held spending in check.  All these factors contribute something to the growth of government, although various scholars give them different weights.
    We highlight three major themes.   First, there has been a large-scale increase in the costs of providing security against external aggression and in expanding our role in world affairs.  Second, many people have sought greater protection against bad outcomes even at the risk of restrictions on personal freedom.  Third, ideological changes toward the role of government have played an important role and these have been fueled in part by major crises.  


We have already touched on the importance of national security as a touchstone of American government.  The rise in national defense costs has been dramatic.  During the 18th and 19th centuries the natural protection of the oceans kept our costs of maintaining national security relatively low.  Our primary costs were associated with the internal strife of the Civil War.  We were often content to ignore events outside our hemisphere and a relatively small share of the population had invested in resources in other countries, as the balance of investments flowed into the United States from other countries.  The pressures to remain isolationist were certainly present even during World War I and through the end of the Great Depression.  From World War II to the present, the United States has played a larger and more important rule on the world stage.  The development of new military technologies at home and abroad has meant that the natural defense offered by oceans has become less effective.  Advances in new technologies to stay ahead of the rest of the world have become increasingly expensive.  Increased globalization means that American businesses now have extensive interests and employment abroad.  Therefore, the pressures for us to defend our own lands and the lands of allies have risen.  This expansion in activity has caused peacetime national defense expenditures to rise dramatically from 1 percent of GDP in peacetime before 1940 to between 4 and 8 percent of GDP in peacetime since 1950.


Possibly more important to the expansion of government has been increasing demands for security against bad economic events.  From the very beginning of our existence, many American local governments accepted limited responsibility for people in trouble.   Local governments provided temporary housing and some cash payments to people in need.  Charitable societies and churches provided additional help.  The mix between the two waxed and waned through the 19th century, but the temporary payments to the poor typically were about 40 percent of the normal wage (Ziliak 1996, 2002).  Since people might rely too much on such payments, societal norms often attached shame to reliance on government handouts.  Land and opportunity was so abundant that people found it easy to blame the recipients for their plight.  The limits on provision of funds and the social ostracism associated with accepting support led many to rely on their families and friends for aid in times of need.  Provisions were also made by local and state governments for asylums for the insane, schools for the deaf and blind, and help for the disabled.

Beginning in the late 19th century there was a trend across the developed countries to expand the degree of economic security and social insurance and formalize and impersonalize the arrangements for aiding low-income people.   Americans have been a follower in this trend (Lindert 2004).   During the late 19th century and early 20th century, the U.S. federal government expanded eligibility for Civil War disability pensions to such a degree that many of the elderly in the North were receiving disability pensions.  During the early 1900s states began establishing pensions for widows with children and expanded the number of workplace accident victims receiving compensation by replacing the old common law fault system with a specific set of workers’ compensation requirements.  Some explored separate programs for payments to the blind and the elderly poor.  During the Great Depression, the federal government temporarily took over nearly all of the relief obligations.  With the Social Security Act of 1935, a national old-age pension system was established and a series of joint state/national programs were established to provide unemployment insurance and to provide public assistance to dependent children, the blind, and the aged.  Meanwhile, farm programs were established that allowed farmers to obtain a floor on their minimum incomes for many crops.  A number of businesses were propped up in hopes of preventing bankruptcy.  Deposits in banks and savings and loans and various types of mortgages began to be insured by the federal government.  Since the 1930s, economic security has expanded to include federal disability payments, and federally funded medical care for the aged and the poor.  Despite controversy over the farm programs, they continue in place and even programs that seem to have been eliminated are rejuvenated in new forms.  Governments still occasionally bail out companies considered too big to fail.


Attitudes toward relief and the nature of the process have changed over the past century.  The process of obtaining relief has become more professional and impersonal.  Rather than controlling overuse of relief largely through social ostracism, the programs rely on professional administrators who apply rules designed to limit use.  Bad times, however, lead to weakening of the rules.  The degree to which people rely upon families and friends for aid has declined.  It is clear that there has been a sea change in attitudes toward social insurance and public assistance and that these trends have been driven by the demands of large segments of the population.  Many people seeking aid prefer the more impersonal arrangements of applying for aid.   As the economy became more specialized, nationally and internationally, more people fear they can lose their jobs or their incomes due to decisions and events far beyond their control.  People feel more entitlement to benefits because they have paid for them through income taxes.  The tie between payments and benefits is tighter still for social insurance programs designed so that the person or their employer pays into funds from which the benefits are distributed.  


The search for protection has carried beyond just direct transfers of income and social insurance to regulations to protect against dangerous products and working conditions, the malfunctioning of products and services, changes in price, and monopoly.  Businesses have increasingly sought more protections against what they consider to be unrestrained and unhealthy competition.

As the country became increasingly industrialized during the 19th century, the ethos of  caveat emptor developed: let the buyer beware.  When products or employment led to injury, the courts established a framework for compensating people after the fact.  The common law decisions implied that sellers or employers shown to be at fault could be found liable to compensate the injured.  However, if the buyer or worker had adequate information about the danger in advance or had contributed to the danger, the liability was reduced or eliminated.   In the late 1800s state governments began establishing regulations that prescribed rules for production and work and established administrative bodies to enforce the regulations.  The federal government also began to regulate a variety of activities involved in interstate commerce.   Opportunities to regulate at the federal level continued to expand as the economy became more integrated.  The courts have continued to play an important role in these areas, serving as the arbiter in many situations where regulations have been violated.  Court decisions since World War II, particularly in product safety cases, have increasingly disallowed the use of contractual language in purchase agreements as a bar against compensation of the injured.   

 
The focus of many of these regulations is to find ways to prevent bad outcomes in advance of events by regulating the process or the exchange, while continuing to compensate people after a bad event occurs.  There have been numerous pressures for these changes.  As we discussed earlier, supporters of regulations argue that the regulations benefit workers and consumers by helping to solve several forms of market failure of several kinds: high costs of information and transacting, externalities, and monopoly.  

All of these factors contribute to the demand for greater regulation.  Yet the regulations often confer benefits on sellers and employers by indirectly limiting entry.  Many of the regulations were adopted or put in place as the result of political processes where building a winning coalition required reformers to join forces with at least a subset of the sellers and/or employers to be regulated.  Thus, regulation was a compromise with which those to be regulated could live.  This does not imply that the general population has been hoodwinked by the rise of regulation.  Instead, the political realities have meant that the search for security through regulation has dovetailed with the interests of subsets of firms and employers who also benefited from the regulation.  The result has been a series of complicated trade-offs between safety, higher prices, limited entry, and expanded opportunities.     


Over the past century there clearly has been an ideological shift in the United States concerning the role of government, and particularly the federal government.  Prior to 1900 there was a bias against an expanded role of government in the economy.  In the course of the First World War, the Great Depression, and the Second World War, attitudes toward government shifted such that by 1950 the majority of elites and the general public easily turned to government when they saw a problem they thought should be solved.  Robert Higgs (1987) suggests that after each major crisis, the scale and scope of government ratcheted upward.  During World War I, in the face of a major military crisis, the federal government experimented with a wide variety of controls of economic activity and off-budget government corporations to execute the war effort.   Fears that these moves would severely hinder the economy were rampant.  But those who administered the programs found that many ways to resolve the information and allocation problems that arose.  The new system worked more poorly than regular markets at reflecting the true opportunity costs of many decisions, but they worked well enough to achieve the U.S. goal of winning the war.  Even though many of the programs were dismantled again in peacetime, there was a cadre of administrators who publicized their successes during the war.  After the Great Depression began in 1929, four years of horrendous unemployment and output declines led to greater uncertainty.  The cadre of WWI administrators was ready and willing to describe their prior success and press for the reinstitution of their methods.  Hoover’s Reconstruction Finance Corporation (RFC) and many of Roosevelt’s New Deal programs had antecedents in the earlier war programs.  During the Second World War, New Deal philosophies and the World War I programs were set in a war context.  Winning the war and reaching an economic recovery in the post-War Era led people to see the governments’ efforts as success stories.  

The counterfactual question of how well we would have done in the absence of many of the government programs often is difficult to answer because there are numerous alternative scenarios that can be constructed.  Opinions vary widely in our society.  The participants in the programs themselves saw their efforts to overcome tremendous adversity as successes and thus defend the programs.  Many stand ready to supply their services and ideas in the next crisis.  Since World War II, as our society has faced each new crisis, large or small, there has been a greater tendency to seek the governmental solution than was present in the late 19th century.

IV.  Shifts in Government Responsibilities Within Our Federal System
A prominent feature of government in the United States has always been our federal system: the division of powers and responsibilities between many levels and types of government.   Government in the colonial period had some federal features, as colonial governments were subject to the authority of a Crown that was a long distance away.   Under the Continental Congress during the Revolution and the Articles of Confederation afterward, the national government had substantially less power than under our current system.  The Constitution gave more powers to the National government but reserved most of the powers to state governments.  By 1997 our system had evolved such that we have one national government, 50 state governments, several territorial governments, over 3000 county governments and more than 87,000 other local governments including municipalities, townships, special purpose governments, and school districts.  Most of the government forms have their own separation of powers between executive, a representative legislative body, and a court system.

The different levels of government typically specialize in different government functions, although the division of authority has often been blurred.  The national government originally focused on national defense and foreign policy, the post office, the distribution of lands held by the federal government, and the establishment of a basic monetary standard.  The state and local governments maintained control over most other governmental functions with the state distributing authority to local governments.  Local governments often focused on provision of local public goods, like police and fire protection, sanitation, public health activities, the provision of some poor relief, and eventually education.    

The expansion of government in American history has taken place at all levels, particularly in the last century.  Simple measures like government revenues as a share of GDP rose sharply over the 20th century at all levels of government (see Table 1).  The relative share of government activity at different levels has shifted over time.  Wartime always leads to expansions of national government activity relative to the other levels of government, as well as continued collections of revenue after the War to help pay down the war-time debt.  

During peace-time there have also been dramatic shifts in activity between the different levels of government.  From the adoption of the Constitution through the Civil War there was constant tension over the roles played by the national and state governments.  In Congress and on the presidential stump the issue of states’ rights was a constant theme, as the debates over slavery, the tariff, the Bank of the United States, and a variety of economic issues centered on the limitations of national government authority.   However, most authority over economic activity was still centered in the states.  The Civil War ultimately settled the issue in favor of a strong union with the federal government operating the governments of the southern states through the end of Reconstruction.

Between 1790 and 1840, the state governments were the primary governments investing heavily in internal improvements.  The states invested widely in banks, canals, and other transportation improvements.  They experimented actively with the corporation as a way to accomplish public policy goals and to promote individual initiative.  In Hurst’s words, states worked to release the latent energy of the American economy by a thorough overhaul of the legal system.  They served as the primary conduit through which a large amount of capital, both foreign and domestic, could be funneled into investment projects.
  The national government played only a limited role in these areas through the two incarnations of the Bank of the United States and the building of a national road.  Local governments were small, since the large majority of the population lived in small, rural places.  One sign of this difference in activity is the level of debt issued by each of the governments.  State debt in 1841 was $193 million, local debt was approximately $25 million, and national debt was $5 million (table 2). 

The heyday of state internal improvements ended in the early 1840s when eight states and the Territory of Florida defaulted on debts they had incurred to build or buy the banks, canals, and railroads.  As a result, states began scaling back their development activities after 1842.  New state constitutions and amendments to old ones limited state borrowing, limited state assistance for private corporations, and in some cases prohibiting investments altogether.
   After 1842 much of the activity for internal improvements shifted to the local governments, although the national government was heavily involved in subsidizing transcontinental railroads.  By the late 19th century the growing local governments were investing heavily in schools, roads, municipal buildings, and public health improvements.  Local governments were also pressing for more freedom from interference by state legislatures.  By 1902, local debt was eight times total state debt, and most of the local debt was for public infrastructure investments (Table 2).
  By 1902 local government revenues exceeded the combined total of national and state government revenues combined.  

During the late 19th century and into the Progressive Era, the states became increasingly active in using their police powers to regulate actors in the state’s economy.  In the 19th century they had always regulated banks and had begun to regulate railroads.  By the early 1900s states had established an extensive set of regulations of labor markets and some product markets.  Further, they had become more intimately involved in public assistance, education, and some forms of social insurance.  Although many forms of regulation were considered the purview of the states, the federal government began regulating activities involving interstate commerce, including national banks and railroads, and foodstuffs.  

The demarcations between federal, state, and local government were revolutionized during the New Deal.  Many economic problems, like unemployment, had long been considered local problems.  But the nationwide depression conditions, led many to consider the economy a national problem.  The result was a dramatic shift in the role of the national government as it became heavily involved in public assistance, social insurance, agricultural programs, and a broad array of regulations.   This dramatic peacetime shift in responsibility consolidated further during World War II.   By various measures, the national government has remained the largest level of government to this day.

V.  Outline of the Book

Our goal is to discuss the role of government in the American economy from colonial times to the present.  We describe both the impact of government policies on the economy and the political economy of how the policies came into being.   The book highlights the insights of economic theories of government and the results of an extensive amount of research in the past 30 years by economic historians and social scientists.  The book offers the advantage of both a chronological discussion of the development of government in the economy and special chapters that focus on long-term changes in specific areas.  In the first half of the book, telling the chronological story allows us to weave together the changes in government during specific periods.  We highlight simultaneous changes in the governments’ role in various aspects of the economy that were common to each time period.  In the second half of the book we include a series of long-term case studies that highlight important features of the government’s role in more depth and allow for greater appreciation of how these aspects of government have changed over time. 

The chronological section of the book carries us from colonial times to the present.  Many features of American governments did not just spring forward from the minds of the Founding Fathers in 1787.  Instead, they developed out of our colonial heritage.  Stanley Engerman’s colonial chapter shows how the various colonial governments developed in response to their environments and documents the various features of government that we retained and discarded as we moved away from British rule to the American Republic.  Robert McGuire’s chapter on the Constitution discusses the problems that the Constitutional Convention was meant to resolve and how the ideologies and economic interests of the Founding Fathers and the society at large influenced its ultimate outcome.  The Constitution provided only a basic framework for government and the true nature of how the government would operate was established during the Federal Era.  John Wallis documents how the national and state governments interacted in this new federal system and the constant tensions that developed over which level of government would have responsibility for different facets of government policy.  Disagreements over the rights of states, the enslavement of African-Americans, and various economic issues eventually culminated in the Civil War.  Jeffrey Hummel traces out how the disagreements led to the War, the impact of the War on the American economy and how the outcome of the War and Reconstruction established the strength of the national government in the system.  Werner Troesken documents the changes at all levels of government during the Populist/Gilded Age era.  The expanding size of cities and changes and technology and industry led to an expansion in local government spending on education, professional police and fire departments, while leading to diverse arrangements for the provision of sewers, water, electricity, and natural gas.  Many states began to explore the use of regulation and the demarcation for federal regulation of industries involved in interstate commerce was established.  

The twentieth century witnessed a dramatic expansion in activity by all levels of government.   Price Fishback documents the changes in government at all levels that took place during the Progressive Era, as a kaleidoscope of interest groups pushed to establish new forms of government activity.  Most of the changes were small steps that set the stage for larger expansions of government in response to the three major crises.  Robert Higgs portrays the experiments with the command economy during the two major world wars and the long term legacies that they established, while Price Fishback discusses the widespread Depression Era changes during the New Deal that led to a permanent expansion of all governments and in the federal government’s role in the economy.  Robert Higgs carries us to the present day with his discussion of the influences of the military-industrial-Congressional coalitions and the continued expansion of government activities.


We have identified several facets of the government and economy that deserve special attention.  Discussions of economic development center on the key inputs:  capital, land and labor.  Richard Sylla traces the governments’ role in establishing a financial system that has been the envy of the developed world in the 19th and 20th centuries.  Gary Libecap describes the long-term development of our system of private property rights and the policies adopted by the federal government to distribute the public lands.  Sumner LaCroix examines the government’s role in labor markets from the development of government sponsorship of schools to the changes in the rules associated with collective action.  Not all peoples have shared equally in the American success.  Robert Margo traces out the governments’ role in policy toward African Americans from the promotion and protection of slavery through the development of Jim Crow laws and segregated schools in the southern states to the modern era when government policies have been more favorable in protecting their rights.

Three aspect of the rise of Government in the 20th century receive particular attention:  the rise of the federal bureaucracy, the expansions in farm subsidies, and the dramatic changes in welfare and public assistance.  Gary Libecap describes the development of the federal bureaucracy as moved from a system run primarily through patronage to the modern civil service system.  Randal Rucker and E.C. Pasour lay out the development of the leading farm programs and examine their impact on the farm sector and the rest of the economy.  Lee Alston and Joseph Ferrie describe the development of federal welfare policy and show how various interest groups, particularly changing economic interests in the South, have influenced the forms of public assistance we see in our modern programs.  


Knowledge of the history of government in our economy is central to anyone’s understanding of the roles that government plays today.  As it has over the past two centuries, the relationship between the government and the economy is likely to continue to change.  The relative inertia of government institutions and policies, however, means that our future choices will be strongly influenced by the historical path we have followed.  
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Table 1

Government Revenue in Current Dollars Per Capita and as Percent of GNPs by Decade

	
	Government Revenue per Capita
	

	Year
	Federal
	State
	Local
	Total
	Total as Share of GNP

	
	
	
	
	
	

	1800 
	1.96 
	0.42 
	
	
	

	1810 
	1.80 
	0.36 
	
	
	

	1820 
	2.52 
	0.56 
	
	
	

	1830 
	2.07 
	0.54 
	
	
	

	1840 
	1.50 
	0.88 
	1.23 
	3.60 
	4.0%

	1850 
	1.93 
	0.99 
	1.23 
	4.14 
	4.2%

	1860 
	3.32 
	1.72 
	2.17 
	7.20 
	5.4%

	1870 
	9.82 
	2.34 
	5.48 
	17.64 
	8.4%

	1880 
	6.39 
	1.70 
	4.98 
	13.07 
	5.7%

	1890 
	5.74 
	1.84 
	5.96 
	13.55 
	6.4%

	1900 
	6.42 
	2.43 
	8.83 
	17.68 
	7.2%


	
	Revenues as Share of GNP

	Year
	Federal
	State
	Local
	Total

	1902 
	3.0%
	0.8%
	4.0%
	7.8%

	1913 
	2.4%
	0.9%
	4.2%
	7.5%

	1922 
	5.8%
	1.7%
	5.2%
	12.6%

	1927 
	4.7%
	2.1%
	6.0%
	12.8%

	1934 
	6.0%
	3.8%
	7.6%
	17.4%

	1940 
	7.0%
	5.0%
	5.8%
	17.9%

	1946 
	22.3%
	3.7%
	3.6%
	29.5%

	1952 
	20.4%
	4.1%
	4.0%
	28.5%

	1957 
	19.3%
	4.6%
	4.7%
	28.6%

	1962 
	18.5%
	5.2%
	5.5%
	29.2%

	1967 
	19.7%
	5.7%
	5.4%
	30.8%

	1972 
	18.4%
	6.9%
	6.2%
	31.5%

	1977 
	19.2%
	7.6%
	6.0%
	32.8%

	1982 
	21.6%
	8.2%
	6.2%
	36.1%

	1987 
	21.0%
	9.1%
	6.9%
	37.0%

	1992 
	20.8%
	9.3%
	7.3%
	37.5%


Source:  Reprinted from Wallis (2000, 65).  

Table 2

Government Debt by Level of Government

Selected Years, Millions of Current Dollars

	
	Government Debt

Millions of Current Dollars
	Share at Each Level

	Year


	State
	Local
	National
	STATE
	LOCAL
	NATIONAL

	1838 
	172 
	25 
	3 
	86.0%
	12.5%
	1.5%

	1841 
	190 
	25 
	5 
	86.4%
	11.4%
	2.3%

	1870 
	352 
	516 
	2436 
	10.7%
	15.6%
	73.7%

	1880 
	297 
	826 
	2090 
	9.2%
	25.7%
	65.0%

	1890 
	228 
	905 
	1122 
	10.1%
	40.1%
	49.8%

	1902 
	230 
	1877 
	1178 
	7.0%
	57.1%
	35.9%

	1913 
	379 
	4035 
	1193 
	6.8%
	72.0%
	21.3%

	1922 
	1131 
	8978 
	22963 
	3.4%
	27.1%
	69.4%

	1932 
	2832 
	16373 
	19487 
	7.3%
	42.3%
	50.4%

	1942 
	3257 
	16080 
	67753 
	3.7%
	18.5%
	77.8%

	1952 
	6874 
	23226 
	214758 
	2.8%
	9.5%
	87.7%

	1962 
	22023 
	58779 
	248010 
	6.7%
	17.9%
	75.4%

	1972 
	59375 
	129110 
	322377 
	11.6%
	25.3%
	63.1%

	1982 
	147470 
	257109 
	919238 
	11.1%
	19.4%
	69.4%

	1992 
	
	
	2998639 
	
	
	


Source:  Reprinted from Wallis (2000, 66). 

ENDNOTES

� The people of Argentina, for example, had one of the world’s highest standards of living in the early 1900s, but Argentina has been in relative economic decline since (Taylor, 1992).  Maddison (1991, 2001) documents the changes in relative status of countries over the past few centuries.    


�There is a huge literature on the role of government policy in economic growth across countries both by economic historians and economists.  See for example, see North (1981, 1991, forthcoming), Landes (1998), Rostow (1960), Barro and Martin (2004, Chapter 12), Acemoglu, Johnson, and Robinson (2002), Knack and Kiefer (1995), Scully (1988), Landes.  Barro and Martin (2004) developed empirical estimates for modern economies find that countries tend to have faster economic growth in areas where there is a strong Rule of Law.   The impact of enhanced electoral rights is positive as countries move away from totalitarian regimes, but once the value reaches the midpoint of their measure, expanding democracy tends to have a negative effect, possibly as electoral majorities use the political process to redistribute income away from minorities in ways that retard growth.  The higher the ratio of government spending on factors other than national defense and education to real GDP, the lower the growth rate.


� Had the governments taken the direct and indirect costs of the War and brokered a peaceful compensation of slave owners, the slave owners would have received the market values of their slaves at 1860 prices and the slaves would have each received a significant grant of land and tools and a significant amount of back wages (Goldin and Lewis 1975).


� For longer discussions, see Gary Libecap’s chapter on property rights and land policy, Hughes 1977, chapter 2, and Eggertsson 1990.


� Cars, in this case, would be like prescription drugs, items that you can buy but can’t sell.


� For examples, see Ostrom 1992 and Simmons and Anderson 1992.


�Experimental studies of free riding in public good settings suggest that at least initially some of the public good will be produced.  In the experiments, economic logic suggests that everybody would free ride and thus the public good would not be produced.    In early rounds in the experiments participants contribute enough to produce roughly 40 to 50 percent of the optimal amount of the public good.  This is a partial triumph for the socialization process and/or our natural instincts for cooperation.  However, in later rounds the participants tend to reduce their cooperation and less than 20 percent of the public good is provided.  For example, see Isaac and Walker 1988.


� See Higgs 1987, 1990.


�Tax rates potentially can reach a high enough level where further increases in rates cause tax revenues to actually fall.  There were heated debates during the Reagan era over supply-side economics that centered on determining the point where higher rates would lead to reductions in revenue.  Much of this debate was centered on the very top part of the income distribution and discussions of legal and illegal forms of tax avoidance for investment income.


� For discussion of the history of economic thought on tariffs, see Irwin 1996.


� See Mueller (Chapter 18), Downs (1957), and Tullock (1967).


�Hamilton, Madison, and Jay 1961, 77-84.  For a sampling of economists’ discussions of interest groups, see Mueller, 1989, Stigler 1971, Peltzman 1976, Buchanan, Tollison, and Tullock, 1980, Becker 1983. 


� A partial equilibrium analysis of tariffs suggests that consumers would lose more than producers gain.


� There has been extensive debate over the role of capture in regulation.  For discussions of capture, see Kolko 1965,  Stigler 1971, Glaeser and Shleifer 2003, Buchanan, Tollison and Tullock, 1980. 


�Higgs (1987, 1991) and Borcherding (1977) offer discussion of various economic theories about the growth of U.S. government in the 20th century.


�See Hurst (1956).  See Callendar (1902) for the classic statement of the state’s role as a financial intermediary in promoting investments in canals, railroads, and banks.


�See Goodrich, 1960.


�Their is a great deal of information of state and local government debt in the census volumes for 1850 to 1902, with numerous titles, all a variation on Wealth, Debt, and Taxation.





