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       EXTENDED ABSTRACT 

 

This paper starts from the observation that the share of transfers in GDP rose 

substantially more in the post WWII era than either during, or in the aftermath, of the 

great depression. In view of the severity and persistence of the great depression and the  

relatively stronger adverse impact it had on lower income groups this is puzzling at first 

blush. This paper documents the magnitude and timing of this phenomenon and offers an 

explanation that resolves the puzzle.    

 

The paper has two main parts. The first documents empirically several striking 

developments in the composition of the U.S. budget in the post World War II period. In 

particular, following World War II there are sizable war-related, ratchets in transfers, 

taxes (and veteran benefits). Specifically, the share of taxes and revenues in GDP goes 

up, and the share of transfers goes down, when the share of defense expenditures goes up. 

But taxes go down less and transfers go up more per unit change in defense expenditures 

when those expenditures go down at the war’s conclusion than the amounts by which 

taxes go up and transfers go down during the buildup in defense expenditures at the 

beginning of the war effort. There is no evidence of such ratchets during and around 

World War I suggesting that these ratchet phenomena are specific to the post WWII era.  

The second part presents a theory that explains those findings within a political 

economy framework characterized by both micro-economic individual decisions, as well 

as by partly decentralized political decisions between the executive branch, an agenda 

setter in congress and the median voter. The broad intuition underlying the ratchets in 

transfer payments and in taxes is outlined in what follows. The outbreak and persistence 

of the great depression substantially raised the median voter’s demand for redistribution 

and, by implication, for the taxes required to finance it. This popular demand was 

                                                 
1
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Federal Expenditures in the U.S. over the Twentieth Century" by the same authors. This 
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partially accommodated under Roosevelt’s presidency largely through the creation of the 

social security system. The partial response was due to the opposition of the, relatively 

wealthier, agenda setters in congress who were concerned with the consequences of 

excessive increases in transfers for currents and future tax burdens. Thus the Meltzer 

Richard (1981) type conflict between wealthier and poorer individuals over the burden of 

taxation needed to finance transfer payments limited the satisfaction of popular demand 

for redistribution during the decade of the thirties.   

By contrast, in the face of the national emergency triggered by the outbreak of 

WWII hostilities a solid majority supported higher (current and future) taxes to finance 

the defense effort, and taxes went up dramatically. WWII ended, therefore, with a 

substantially higher tax burden than the status quo burden prior to the war. With the 

victory over Germany and Japan in sight the new status quo became too high for both the 

agenda setter in congress as well as for the median voter. Consequently both had an 

interest in lowering taxes. The setter because of his traditional dislike for large 

government and the median because the war had jacked up taxes even beyond his ideal 

point. Under those circumstances the setter could put on the agenda a budgetary package 

that would cut taxes to some extent and use the remaining “peace dividend” to increase 

redistribution. Given the post war high tax burden the welfare of both the setter and the 

median could be raised by this post war budgetary package relatively to the post war tax 

status quo. This led to adoption of such a package by the political system.   

The upshot is that the post WWII ratchets in transfers and taxes constituted a, 

long delayed, reaction of the political establishement to the increased popular demand for 

redistribution in the aftermath of the great depression. A corollary is that, if the war had 

not taken place, the growth in transfer payments would have proceeded at a subsanttially 

slower rate.         
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