
THE PUBLIC SECTOR PART II 

There are people in the public sector with a range of 
experiences that have no equivalent in business, but are 

essential to governing ... The value of those skills can't 
easily be measured against a bottom line. 

Dee Dee Myers 



FEDERAL GROWTH 

 In 1902, the federal government 
employed 350,000 people and spent 
only $650 million. 

 Today, the federal government 
employs nearly 4 million and spends 
$2.5 trillion a year. 



DIRECT EXPENDITURE 

Although the absolute size of government 
has grown, the relative size of 

government has declined slightly since 
World War II. 
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INCOME TRANSFERS 

Virtually all of the recent growth in 
federal expenditure has come from 

increased income transfers, not 
purchases of goods and services. 



CHART: GOVERNMENT GROWTH 



STATE AND LOCAL GROWTH 

 Prior to World War II, state and local 
spending on goods and services 
dominated public-sector spending. 

 During World War II the share of total 
output going to state and local 
governments shrank dramatically. 



STATE AND LOCAL GROWTH 

 In the mid-1960s, state and local 
government spending caught up with 
federal spending. 

 Today, state and local governments 
buy much more output than the 
federal government and employ four 
times as many people. 



CHARTS: STATE AND LOCAL 
SPENDING 
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TAXATION 

The cost of government spending is 
measured by the private-sector output 

sacrificed when the government employs 
scarce factors of production. 



TAXATION 

The primary function of taxes is to 
transfer command over resources 

(purchasing power) from the private 
sector to the public sector. 



FEDERAL TAXES 

The personal income tax, social security 
taxes, corporate taxes and excise taxes are 
the most important taxes collected by the 

federal government. 



INCOME TAXES 

 The federal income tax is designed to 
be progressive. 

… A progressive tax is one in which 
tax rates rise as incomes rise. 



SOCIAL SECURITY TAXES 

 The social security tax is proportional 
up to a certain income ceiling and is 
regressive after that. 

… Proportional tax – a tax that levies 
the same rate on every dollar of 
income 

… Regressive tax – a tax system in 
which tax rates fall as income rises 



CORPORATE TAXES 

The federal government taxes the profits 
of corporations as well as consumer 

incomes. 



EXCISE TAXES 

 Excise taxes are imposed on certain 
goods and services – examples include 
liquor, gasoline, cigarettes and 
telephone service. 

 Excise taxes discourage production 
and consumption of these goods. 
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STATE AND LOCAL REVENUES 

Taxes, federal aid and user charges are the 
major sources of revenues for state and 

local governments. 



TAXES 

 Cities depend heavily on property 
taxes while states rely heavily on sales 
taxes. 

 State and local taxes tend to be 
regressive. 



CHARTS: STATE AND LOCAL TAX 
SOURCES 
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FEDERAL  AID 

 State and local governments receive 
categorical grants from the federal 
government. 

… Categorical grants are federal 
grants to state and local 
governments for specific 
expenditure purposes. 



USER CHARGES 

 Another major source of state and 
local revenues consists of user charges. 

 A user charge is a fee paid for the use 
of a public-sector good or service. 



GOVERNMENT FAILURE 

 Governments, like markets, can fail. 

 Government failure occurs when 
government intervention fails to 
improve economic outcomes. 



PERCEPTIONS OF WASTE 

 Government waste implies that the 
public sector isn’t producing as many 
services as it could with the sources at 
its disposal. 

 With such inefficiency, we are 
producing inside our production-
possibilities curve. 



OPPORTUNITY COST 

 The issue of government waste 
encompasses two distinct questions: 

… Opportunity Cost — Are we giving 
up too many private-sector goods 
in order to get those services? 

… Efficiency — Are we getting as 
much service as we could from the 
resources we allocate to the 
government? 



COST-BENEFIT ANALYSIS 

Additional public-sector activity is 
desirable only if the benefits from that 
activity exceed its opportunity costs. 



VALUATION PROBLEMS 

The value (benefits) of public services 
must be estimated because they don’t 

have (reliable) market prices. 



BALLOT-BOX ECONOMICS 

Voting mechanisms substitute for the 
market mechanism in allocating 
resources to the public sector and 

deciding how to use them. 



BALLOT-BOX ECONOMICS 

We do not know what the real demand 
for public goods is and votes alone do not 

reflect the intensity of individual 
demands. 



PUBLIC CHOICE THEORY 

 Public choice is a theory of public-
sector behavior emphasizing the 
rational self-interest of decision-
makers and voters. 

 A central tenet of public-choice theory 
is that bureaucrats are just as selfish 
(utility maximizing) as everyone else. 



THE END 


