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Support to the State and Local
Sector

In response to the large projected revenue losses and concerns
about increased demands on state and local budgets, Congress
increased aid to state and local governments by about $1 tril-
lion—far more than the roughly $275 billion provided during
the Great Recession. In mid-March, Congress increased the
share of Medicaid spending financed by the federal government
by 6.2 percentage points, retroactive to the start of 2020 and
effective until the end of the public health emergency. Congress
also created the Coronavirus Relief Fund, a $150 billion fund
allocated to state and local governments for the express purpose
of addressing unanticipated expenses related to the pandemic.
In addition, the Coronavirus Aid, Relief, and Economic Secu-
rity Act (CARES Act) included provisions to help cover higher
Unemployment Insurance administrative expenses and provid-
ed targeted aid to public educational institutions, health pro-
viders, and transit agencies. Additional targeted aid was enact-
ed in the Consolidated Appropriations Act in December 2020
as well as in the American Rescue Plan (ARP) in March 2021
($350 billion in direct aid to states).

Evidence on Support to the State
and Local Sector

o State and local revenues did not decline nearly as much as
initially feared, in part because the relationship between
economic conditions and state and local revenues during
the pandemic differed significantly from historical experi-
ence. Federal aid was more than sufficient to offset revenue
losses in every state.

o State and local government employment declined sharply,
and the decline has been quite persistent. Much of the de-
cline in state and local employment reflected the unique na-
ture of the pandemic, rather than a reflection of tight budget-
ary conditions or state experiences over the Great Recession.

o The share of K-12 spending financed by state governments,
statewide hiring freezes and vaccination rates are correlat-
ed with the cross-state variation in employment declines.
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« State spending in 2021 was quite robust, even though em-
ployment remained weak. The savings that states realized
from shutting down schools, offices, and parks likely al-
lowed for increased spending elsewhere.

o While the take-up of the Fed’s Municipal Liquidity Facili-
ty (MLF) loans was very low, the MLF is widely viewed as
a successful intervention because it stabilized yields in the
municipal bond market.

Employment Trends during the Great
Recession vs. the COVID-19 Pandemic

A. State Government
Employment

B. Local Government
Employment
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Source: Bureau of Labor Statistics 2022a.

Note: Seasonally adjusted monthly employment
relative to December 2007 for Great Recession
and January 2020 for the COVID-19 pandemic
recession.
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RECESSION REMEDIES

Lessons Learned from Support
for the State and Local Sector
during COVID-19

The COVID-19 pandemic was different from most recessions.
The fact that revenue losses were modest and short-lived, and
employment declined despite healthy budgets, does not suggest
that aid to state and local governments is ineffective or unneces-
sary in economic downturns. The lesson of the Great Recession—
that inadequate aid to state and local governments can hamper
an economic recovery—should not be discarded because of the
recent experience; the pandemic created unusual economic con-
ditions that are not likely to recur in future recessions.

Policies that provide fiscal support to households and busi-
nesses indirectly support state and local revenues. When contem-
plating the amount of direct aid that might be necessary, these pol-
icies should be taken into account.

To prevent layofts and ensure adequate public service provi-
sion, aid to state and local governments should be automatic or
should be provided early in a recession. While most of the employ-
ment declines in the state and local sector over the past two years
are likely related to pandemic-specific factors, there is evidence
that some of the employment losses reflected fear of tight budget
conditions. At a minimum, the states that imposed hiring freezes
would likely not have taken that step had they anticipated the sub-
stantial federal aid that would be forthcoming. While not defini-
tive, the experience during the pandemic suggests that preventing
initial layoffs is important.

Although money is fungible, the way aid is distributed does
matter: federal aid should go directly to states and localities instead
of only to state governments, where possible, and should have few
conditions placed on it. The fact that states were explicitly prohibit-
ed from using CARES Act funding to cover revenue losses and the
targeting of aid to states and only very large substate governments
may have made it less effective at preventing layoffs. The ARP was
much better on this front because it provided aid directly to local
governments by bypassing the process by which states redistribute
aid and allowed a much broader array of purposes.

State and local governments are reticent about using one-time
federal aid to finance ongoing expenditures, which may preclude
aid from being used for the most effective purposes. The ability of
state and local governments to borrow from the Fed can serve as an
important backstop that can help stabilize municipal bond markets
in times of crisis.

More timely data on state and local governments are needed.
The lack of timely official data made it difficult to assess the fiscal
conditions of state and local governments and to know whether
the enacted policies were successful.

camera to access the full book,
the Recession Remedies Podcast,
and more.

WWW.BROOKINGS.EDU/RECESSIONREMEDIES

Overview

The COVID-19 pandemic posed an extraordinary threat to
lives and livelihoods, triggering a sharp economic down-
tum in the United States. Yet, the recovery was faster and
stronger than nearly any forecaster anticipated due in part
to the swift, aggressive, sustained, and creative response
of U.S. fiscal and monetary policy.

Recession Remedies evaluates the breadth of the

economic policy response. Chapters address Unemploy-
ment Insurance, Economic Impact Payments, loans and
grants to businesses, help for renters and mortgage hold-
ers, aid to state and local governments, policies that tar-
geted children, Federal Reserve policy, and the use of non-
traditional data to monitor the economy and guide policy.

The Hamilton Project and the Hutchins Center on Fis-

cal & Monetary Policy at the Brookings Institution gathered
scholars with deep expertise to describe specific eco-
nomic policy responses to the pandemic, summarize the
available evidence about the outcomes of those policies,
and analyze the lessons leamed for future recessions
by separating policies that were pandemic-specific from
those that were not. Because when the next recession
arrives, it most likely won't be triggered by a pandemic.
Overall, we learmed that:

A strong, broad, and inclusive social insurance sys-
tem provides effective relief to households as well as
macroeconomic stimulus.

The sizable fiscal and monetary policy response
helped stabilize the economy. However, its size,
particularly in the spring of 2021, was a factor behind
the unwelcome surge in inflation.

Generous Unemployment Insurance may have smaller
disincentive effects than previously thought.

Support for the business sector should be more
targeted.

Support for households should better reflect the state
of the economy and the needs of the households.

Federal and state governments should improve their
administrative capacity now so they can respond
quickly to changing economic conditions.

Policymakers need more reliable, representative, and
timely data.
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