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LETTERS OF TRANSMITTAL

Jouy 17, 1967,
Hon. WLLiaM PROXMIRE,
Chairman, J oint E conomic Committee,
Congress of the United States,
Washington, D.C.

Dear MR. CHalRMAN: Transmitted herewith for use of the Joint
Economic Committee and other Members of the Congress is a three-
volume compendium, entitled “Revenue Sharing and Its Alternatives:
What Future for Fiscal Federalism?” The compendium includes in-
vited papers; selected surveys of Federal, State, and local—as well as
foreign—experience in intergovernmental fiscal relations; and reprints
of related scientific analyses and research which has been completed
over the past few years.

The Subcommittee on Fiscal Policy is grateful to the many outside
experts who gave generously of their time and talent in the preparation
of papers and other materials for the compendium. We also express
appreclation to the Legislative Reference IS)ervice of the Library of

ongress for advice, assistance, and cooperation.

The study was prepared under the general supervision of Mr. James
W. Knowles, director of research for the Joint Economic Committee,
with the major responsibility for planning, coordinating, and editing
being done by Prof. Harley H. HIl)nrichs, of the University of Mary-
land, and the committee staff.

The views expressed in these volumes do not necessarily represent
the views of the Subcommittee on Fiscal Policy or individual members

thereof.
Marraa W. GRIFFITHS,
Chairman, Subcommittee on Fiscal Policy.

JurLy 14, 1967.
Hon. MartHA W. GRIFFITHS,
C hairman, Subcommittee on Fiscal Policy,
Joint Economic Committee,
U.8. Congress, Washington,D.C.

Drar Mapam CHamymax: Transmitted herewith is a compendium
in three volumes, entitled “Revenue Sharing and Its Alternatives:
‘What Future for Fiscal Federalism ?” This collection includes invited
papers, and reprints of selected articles by Government officials, social
scientists, and research institutions, analyzing and evaluating the issues
involved in intergovernmental fiscal relations. It also includes excerpts
from reports and recommendations of earlier Government commissions
and committees that have faced related issues.

These volumes provide a comprehensive survey of the state of knowl-
edge and opinion on the timely—but ever present—issues of fiscal
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federalism in the United States. Volume I examines the “Lessons of
Experience” with fiscal federalism from the debates in the Federalist
Pagers to the developments of the past two decades; the changing role
and performance of the Federal grants-in-aid system; experience and
evaluations of intergovernmental fiscal relations and revenue shari
at the State-local level; and lessons that might be drawn from fisca.
federalism experience of other countries, such as Canada, Australia,
Germany, IncE:, Malaysia, Nigeria, and Argentina. Revenue sharing
is not a new idea; many countries and indeed many American States
share revenues with other units of governments.

Volume II spells out the “Range of Alternatives for Fiscal Federal-
ism.” If considerable fiscal dividends are generated by the present
highly elastic revenue system of the Federal Government, what are
their alternative uses? Or, what may be some “optimum mix” of poli-
cies? The major focus is on various methods for sharing federally
collected revenues with individuals and/or with State and/or local
governments. The distinctive issue of local needs and limitations is
treated in a special section. Other alternatives are included to provide
a broader choice among alternatives, substitutes, and complements.
Fiscal federalism involves not only the possibility of shifting revenues,
but also the choice of shifting functions: the ultimate sharing of Fed-
eral revenues with individuals rather than government units would
involve such proposals as the “negative income tax” approach which
would reduce State and local payments for welfare and poverty pro-
grams. Other possible variations in fiscal federalism would involve
Federal tax credits for State income tax payments and/or increased
coordination of the Federal and State income tax systems. Within the
context of the existing system of grants-in-aid there are a number of
possible changes and improvements such as consolidation or incorpora-
tion within a broader benefit-cost allocation mechanism. A final altern-
ative that is examined is the case for Federal tax reduction.

Volume ITI assembles the various fiscal projections of revenues and
expenditures at the Federal, State, and local levels.

It should be clearly understood that the views expressed in these pa-
pers are those of the individual contributors and do not necessarily
represent the positions of the organizations or agencies they may repre-
sent (unless otherwise stated), the Joint Economic Committee, mem-
bers thereof, or the committee staff.

This study is a natural outgrowth of both recent and prospective
work of the Joint Economic Committee. The committee has recently
published “U.S. Economic Growth to 1975 : Potentials and Problems,”
with its own set of Government sector projections and policy issues.
The committee’s hearings and report on the “Economic Effect of Viet-
nam Spending” helped set the stage for consideration of post-Vietnam
fiscal policy formation. Earlier, the Subcommittee on Economic Pro-
gress produced a two-volume study of “State and Local Public Facility
Needs and Financing” that treated in detail projected public sector
needs at the State and local level over the next decade. Prospective
studies include an extensive analysis of the urban environment by the
Subcommittee on Urban A ffairs, analysis of negative income tax, guar-
anteed annual income, and other proposals for income maintenance by
the Subcommittee on Fiscal Policy.
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Many persons have contributed generously to the papers, organiza-
tion, and editing of this compendium. Prof. Harley H. I-%.nrichs, of the
University of Maryland and the staff of the Joint Economic Com-
mittee undertook the major responsibility for planning, coordinating,
and editing this study. Richard F. Kaufman, also of the committee
staff, made many contributions in its development. Miss Carole Hough-
ton undertook much of the administrative task of publication while
Miss Gail Larson did much of the initial research and wrote the an-
notated bibliography.
James W. KNowLEs,
Director of Research.
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Section A: HISTORICAL SURVEY

THE FISCAL IMPACT OF FEDERALISM IN THE
UNITED STATES*

By JamMes A. MAXWELL

ProLoGUE

In contemplating the causes which may disturb our union it occurs
as matter of serious concern that any ground should have been fur-
nished for characterizing parties by geographical discriminations—
Northern, Southern, Atlantic and Western—whence designing men
may endeavor to excite a belief that there is a real difference of local
interests and views. . .. You cannot shield yourselves too much
against the jealousies and heart-burnings which spring from these.

Washington’s Farewell Address.

When the American colonies broke with Great Britain they were
not ready for a strong federal union. Their population, scattered
over a vast area, was not homogeneous in economic interests, political
institutions, or religion. Within regions, as distinct from colonies, there
was, indeed, more cohesion. The Southern colonies were bound together
by slavery and by the importance in their economic life of tobacco and
indigo; the Middle Atlantic colonies produced foodstuffs; New Eng-
land looked to external commerce and to fishing. This economic region-
alism stood as a barrier to a national union.

Against these elements making for separatism, other influences
pulled the colonies together. A common language, law, and tradition
were, with minor exceptions, the heritage of all. The growth of inter-
colonial trade after 1754 was rapid, and the colonies, by building roads
and by improving their postal system, recognized their mutual
interests. In time of crisis, they had joined together in protecting their
frontiers and after 1754 they drew together in common enmity against
Great Britain.

How these centripetal and centrifugal forces would have balanced
had the mother country been prepared to allow the colonies to develop
complete self-government, nobody can know. In fact, this course was
not followed, and in 1774 the colonies were sufliciently cohesive to
join in a loose association. But not until July 1776 did a committee
of the second Continental Congress report a scheme of confederation.
TFor a year and a half thereafter Congress debated the scheme, and a
further three and a half years elapsed before the Articles of Confedera-
tion were ratified by all the 13 States. When independence had been
won, not a few Europeans, and even some Americans, anticipated “hat
the confederation would fall apart. Perhaps this danger was exag-
gerated, but in any even émprovement in the scheme of government
was to be very difficult to secure.

¢Reprinted from The Fiscal Impact of Federalism in the United States, Har-
vard University Press, Cambridge, Mass., 1946, Chapter I.

3



4 REVENUE SHARING AND ITS ALTERNATIVES

Ture FEpERAL GOVERNMENT SECURES STRONG F1scaL PowERs

It was inevitable that the finances of the revolting colonies during
the war should fall utterly into disorder. Taxation had always been
light, and external commerce, the easiest source of revenue for im-
mature governments, was dislocated by the war. Revolutionary assem-
blies were not likely to impose, or a people in revolt against authority
to pay, heavy taxes. A Rhode Island protest which said that “taxation,
or contribution for the support of the government, ought to be free
and voluntary”?* expressed a typical attitude. Even when taxes were
levied, they were inefficiently collected ; and people seeing their neigh-
bors escape were provoked to evasion.

The ratification in 1781 of the Articles of Confederation, while es-
tablishing a national government, did not improve the public finances.
The functions placed in the hands of the Congress were not incon-
siderable; the lack was in the.power, particularly the fiscal power, to
administer them. For its revenue Congress was left in complete de-
pendence upon the States. The States, at the call of the Congress, were
to levy taxes through their own officers “in proportion to the value of
all land within each State, granted to or surveyed for any Person, as
such land and the buildings and improvements thereon shall be esti-
mated according to such mode as the United States in Congress as-
sembled, shall from time to time direct and appoint.” 2 Every school-
boy knows how badly this worked. From 1781 to 1789 Congress ordered
the States to pay as requisitions $6,630,000 in specie and $8,733,000 in
indents; it received $3,384,000 in specie and $1,542,000 in indents.® The
public lands were given to the government of the confederation by the
Articles, but actual cession was slow. Interest on domestic and foreign
debt fell into arrears, and the ability to borrow nearly vanished. %o
impotent was Congress and so great was the aversion to taxation in
the States that the Nation seemed close to an inflation which would
wipe out all war debt.

The first attempts to strengthen the fiscal power of Congress were
blocked. Rhode Island in 1781 refused to give Congress the right to
levy a 5 percent duty on imports—and amendment of the Articles re-
quired unanimous consent. In 1783 Congress asked for the right to
levy a limited range of duties on imports for 25 years, the duties to
be collected by State officers and to be used only to pay interest on the
public debt. By 1787 12 of the States signified acceptance of this in-
nocuous measure, but New York was recalcitrant. Meanwhile, the
States had begun to levy tariffs—sometimes to raise a revenue, some-
times to enourage State trade, and sometimes in retaliation for duties
imposed by & neighbor. Against these divisive forces all men of prop-
erty, and all those who desired a strong and united nation, prepared
to move.

Nothing seemed clearer than that Congress needed the power to
levy taxes of its own, but the power actually given by the new Consti-
tution in 1788 went far beyond the proposals mentioned above. Con-

ISI.)IV' I(}.lgnmner, The Financier and Financez of the American Revolution (New York,
), I. 18.

2 Article VIIIL. X
‘_SC. J. Bullock, Finances of the United States, 1775—-1789 (Madison, 1895), p. 182,
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gress received the power “to levy and collect taxes, duties, imposts and
excises . . . ,”* which meant that, besides the exclusive control over
customs, it was to have a concurrent jurisdiction with the States in
practically all fields of taxation. To many contemporaries this seemed
excessive, and the advocate of the plan, while insisting that such a
broad Federal power was desirable, protested that there was no prac-
tical likelihood of its extended use. Thus Hamilton argued that “the
sense of the people, the extreme hazard of provoking the resentment
of the State governments, and a conviction of the utility and necessity
of local administration for local purposes, would be a complete barrier
against the oppressive use of such a power.” * He went on to affirm
that, with the sole exception of duties on foreign trade, the States
would retain an independent right to raise revenue “in the most
absolute and unqualified sense; and that an attempt on the part of the
National Government to abridge them in the exercise of it would be a
violent assumption of power, unwarranted by any article or clause
of its Constitution.” ¢ Why, then, was it needful to give the National
Government such a broad power? Because upon it fell the duty of
defense. Wars and rebellions were the “two most mortal diseases of
society.” The expenditures of the National Government, if it were
blessed by peace, would be small. But since the danger of war was in-
calculable, the Federal power of taxation should not be limited. Even
to separate out and divide Federal and State sources of revenue
would be to sacrifice “the great interests of the Union to the power
of the individual States.”

Hamilton had his way, and certainly he was right. But the forecast
has been fulfilled of those who declared that, given this extended
power of taxation, Federal exercise would follow. For 60 years any
extension of the Federal revenue beyond customs was gingerly han-
dled. Then, under stress of emergency, came a great surge forward
with no reversion to the former position.

The other fiscal provisions of the Constitution can be passed over
lightly. Congress was given the power to levy “direct” taxes, but only
by apportioning them among the States “according to their respective
numgers.”"3 What was a direct tax? The Constitution did not say.
‘When, by judicial interpretation, it turned out that important taxes—
notably the income tax—were direct, this provision limited the Federal
taxing power. The reason was that apportionment according to popu-
lation placed an undue burden upon the States with a low per capita
wealth. Another provision of the Constitution prohibited levy of ex-
port duties. Behind this lay the fear of the South that its staple exports
might be taxed. In a few other features the Constitution bears evidence
of sectional apprehensions, but these need not be discussed here.

4 Art. I, Sec. 8, No. 4.

8 Federalist, edited by Henry Cabot Lodge (New York, 1888), p. 185.

¢ Ibid., p. 186,

: Ibid., p. 200, Hamlilton's opinion of what should be State functions is given in the
following quotation : “The expenses arising from those institutions which are relative to
the mere domestic policy of a State, to the support of its legislative, executive and judicial
departments, with their different appendages, and to the encouragement of agriculture and
manufactures (which will comprehend almost all the objects of State expenditure), are
insignificant in comparison with those which relate to the national defence.”” Ibid., p. 197.

8 This was a carryover from the Articles of Confederation by which Congress could
impose taxes upon the States according to the value of their lands and buildings.

S80-491—67—v0], 1—-2



6 REVENUE SHARING AND ITS ALTERNATIVES

ConsoLmaTioNn oF FEDERAL Powrer During THE FIrsT
QUARTER-CENTURY

When at last the United States had a national government with
adequate fiscal power, everyone watched eagerly to see how that power
would be used. Urgent tasks had to be undertaken at once, but any solu-
tion of them was bound to raise up latent regional animosities.

At no time in the history of the United States was governmental
debt—Federal and State—so serious a problem as in 1789. The Federal
debt, foreign and domestic, was estimated at $54,124,500, of which
$14,670,300 was arrears of interest. About the proper method for
handling the foreign portion of the debt ($11,710,400) there was little
dispute: it should be settled according to the letter of the contract.
About the domestic debt, however, no such unanimity prevailed. Many
people felt that some distinction should be drawn between original
holders of the securities and the speculators who had acquired them
by recent purchase. Against the proposal of discrimination Hamilton
took a forthright position. The securities had been issued as negotiable
so that the holder could sell them in the market and the buyer could
be safe in his purchase. That contract should not be broken. Hamilton
stressed also the practical difficulties in the way of effective discrimina-
tion. How trace back the various holders of a security and how ascer-
tain the motives behind sale and purchase? His own simple plan of
outright Federal assumption Woulc{), he conceded, permit some individ-
uals to make speculative profits; but this damage was irreparable,
and to strive after would not be to secure a more exact justice. Here
again Hamilton had his way.?

Even more controversial was the question of State debts, amounting
to $18,271,800.1° These also were war debts—they were “the price of
liberty”—and Hamilton argued for Federal assumption. All public
creditors, in his opinion, should be treated alike, as they would not be
if the States were left to their own resources. The States were unequal
in the debts which they had amassed and in their ability to carry these
debts. All of them, however, had been deprived of customs, and, there-
fore, of their chief source of revenue. The Federal Government,
equipped with this revenue, could assume the debts without great
inconvenience. _

For weeks the question was savagely debated. On several occasions
assumption was voted down only to be revived in another form. At
this same time Congress was deadlocked also on the issue of the per-
manent location of the national capital; and finally the two chief
antagonists, Hamilton and Jefferson, made a bargain. Hamilton
secured a few votes in support of the new city of Washington ; Jeffer-
son secured a few in favor of assumption. And although speculation
in the State debts was even more greedy and deplorable than that in
the Federal debt, assumption was a wise step.l

°But some alteration in the contract was made by funding. Upon the U.S. domestic
debt, interest at 6 percent was paid only upon two-thirds of the principal ; upon the remain-
ing one-third of the principal interest began after 10 years. Upon arrears of interest,
interest was paid at the rate of 3 percent.

10 Hamilton estimated them at $21,500,000, but this amount was not assumed.

1 By the terms of the funding, interest upon four-ninths of the total principal was to
begin at once, upon two-ninths after 10 years, and upon three-ninths the rate was to be
§8§§1)'ce1nlt.218&. S. Bolles, Financial History of the United States, 1789—1860 (New York,

885), I1, 28.
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It is not generally realized that, for the first decade, the fiscal posi-
tion of the Federal Government appeared far from being secure.
When in 1790 Hamilton made his report on the public credit, he esti-
mated that, out of a total annual expenditure of $2,839,200, nearly 80
percent would be required to service the public debt. For the first dec-
ade interest ate up 41 percent of the Federal revenue, a figure never
approached in any subsequent period. The revenue rested almost
entirely upon customs, and, therefore, upon foreign trade. What if the
Government became involved in war? This would disrupt collections
and force borrowing in a narrow domestic market. Hamilton and
his friends hoped to improve the fiscal position of the Government
by building up a system of internal revenue.? Something was done,
and in the first decade excises f)roduced about 8 percent of the total
revenue. But the expense of collection was high, and opposition was
intense, the most dramatic display being the Whisky Rebellion in
Western Pennsylvania.’® One other fiscal resource was tried out, with
results which indicated its slight value. In 1798 Congress apportioned
a direct tax of $2 million among the States. Collections came in very
slowly. By the end of 1801 over one-third was uncollected, and the
accounts were not closed until 4 years later.

It is, therefore, not surprising to find that at the end of the first
decade contemporary observers were quite unimpressed with the fiscal
progress which had been made. The Federalists, who had been in pow-
er, were unimpressed because what had been done fell short of their
aims. The Republicans, morbidly afraid of centralization, were natur-
ally unappreciative of the accomplishments of their opponents. In fact,
the achievements were remarkable: a heavy war debt had been put in
order, the State finances had been established on a sound basis, the
Federal revenue system had been enlarged. With the advantage of
hindsight, we can see that the Nation had been fortunate in the nature
of governmental policies. Beyond question, the Republicans had a
sounder perception of the perplexities of federalism than had Hamil-
ton. But at the outset too great a sense of difficulty, too strict a regard
for the feelings of the States, would have paralyzed action.** The Fed-
eralists, driven by the genius of Hamilton and buttressed by the de-
cisions of John Marshall, established the power of the Federal Govern-
ment over the forces of localism. By 1800, however, it was time for a

12 In a frank letter to Washington, Aug. 18, 1792, Hamilton stated the case for an excise
system as follows: “Some able men thought it well to lay hold of so valuable a resource
of revenue before it was generally preoccupied by the State governments. . . . They sup-
posed that it was not amiss that the authority of the National Government should be
visible in some branch of internal revenue, lest a total nonexercise of it should beget an
impression that it was never to be exercised. It was supposed, too, that a thing of this
kind could not be introduced with greater prospect of easy success than at a period when
the Government enjoyed the advantage of impressions, when State factions to resist its
authority were not yet matured, when so much aid was to be derived from the popularity
and firmness of the actual Chief Magistrate.”” Complete Works, edited by Henry Cabot
Lodgze (New York, 1885-86), II, 247-4S.

13 A petition from this area protested that a duty on spiritous liquors was immoral,
“dangerous to liberty,” and unequal, as ‘‘laid on the common drink of a nation.” The peti-
tioners were “apprehensive that this excise will by degrees be extended to other articles of
consumption, until everything we eat, drink, or wear be, as in England and other Euro-
pean countries, subjected to heavy duties and the obnoxious inspection of a host of officers.”
Albert Gallatin, Writings, edited by Henry Adams (Philadelphia, 1879), I, 3.

4 Fisher Ames. writing in March 1792, declared: “We hear incessantly from the cld
foes of the Constitution. “This is unconstitutional and that is,” and indeed, what is not?
I searce know a point which has not produced this ery, not excepting a motion for adjourn-
ment. If the Constitution is what they [the Republicans] affect to think it, their former
;)rs\g;\?ltilonutf 1s__uch a nonentity was improper. . . ."” Works of Fisher Ames (Boston,

)y 4y —193.
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change, and it was the great good fortune of the Nation to secure an:
administration which, in the main, consolidated the positions occupied.
by the Federalists.

The next 12 years were to demonstrate the true fiscal strength of the:
Federal Government. The internal duties were abolished on the ground
that it was wise to abstain from taxing “those subjects over which the:
individual States possess a concurrent right.” 2> Yet the revenues con--
tinued to grow, and in 1808 Gallatin made the following optimistic-
statement: “The geographical situation of the United States, their
history since the Revolution, and, above all, present events, remove
every apprehension of frequent wars. It may, therefore, be confidently
expected that a revenue derived solely from duties on importations,.
though necessarily impaired by war, will always be amply sufficient,
during long intervals of peace, not only to defray current expenses,
but also to reimburse the debt contracted during the few periods of
war.” 1¢ The Louisiana purchase, at a cost of $15 million, had been ar-
ranged in 1803 without the least financial difficulty, and both Jeffer-
son and Gallatin began to think of Federal projects which were Hamil-
tonian in scope. In his sixth annual message (1806), Jefferson favored
Federal expenditure on roads, rivers, and canals, because better
methods of communication would obliterate “the lines of separation’
among the States and cement the Union “by new and indissoluble
ties”; 17 and he suggested also the establishment of a national univer-
sity. These steps were to be taken, however, only after “the constitu-
tional enumeration of Federal Powers” had been augmented. Yet in
earlier years expansion of the Federal powers as such had seemed to be:
a Federalist doctrine.

Advancement of these schemes was halted first by the embargo and
then by the War of 1812. Although the war policy as a whole was
lamentably fumbling, the Treasury showed that, on the administrative-
level, it had made progress. A series of excises, called explicity war:
taxes and thus marked for prompt repeal, was imposed, and proved
quiliie productive. Even the levy of three direct taxes was handled fairly
well.

GrowrH oF “GrocrapHICAL Divisions”

Not long after the Treatv of Ghent, the forces of sectionalism, con-
strained within moderate limits by good fortune or design, began to
gain new strength. The obvious force behind them was the geographic
growth of the Nation. A tide of settlement poured over the mountains,
and between 1816 and 1821 the number of States grew from 17 to 23..
These new areas were not wishful to extension of the Federal au-
thority ; on the contrary, their people wanted freedom to pursue their-
own interests in their own way.

It is little short of remarkable how every President after Monroe, no
matter what his party, harped on the responsibilities and dangers of
federalism. John Quincy Adams had no fear of party squabbles over-
“speculative opinions” or “administrative policy.” But, he declared,
those “founded on geographical divisions, adverse interests of soil,.

15 American State Papers, Finance, 1, 7T34-235.

18 Report of the Secretary of the Treasury, 1808 (vol. I, 1789-1814). p. 577

17 Messages and Papers of the Pregidents, 1789—1908, edited by James E. Richardson
(Washingten, 1903). 1. 409.
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.climate and modes of domestic life are more permanent, and therefore,
perhaps, more dangerous. It is this which gives inestimable value to
the character of our Government, at once Federal and National. It
holds out to us a perpetual admonition to preserve alike and with equal
anxiety the rights of each individual State in its own government and
the rights of the whole Nation in that of the Union.” ** The words of
Andrew Jackson are similar: “That there are diversities in the inter-
-ests of the different States which compose this extensive Confederacy,
1must be admitted.” 2* Twenty-three years later, in 1853, Franklin Pierce
evinced the deterioration in sentiment which had taken place. “It is
evident,” he said, “that a confederation so vast and so varied, both in
numbers and in territorial extent, in habits and in interests, could only
be kept in national cohesion by the strictest fidelity to the principles
.of the Constitution as understood by those who have adhered to the
most restricted construction of the powers granted by the people and
the States. . . . The minimum of Federal Government compatible
with the maintenance of national unity and efficient action 1n our
relations with the rest of the world should afford the rule and the
‘measure of construction of our powers under the general clauses of the
‘Constitution. A spirit of strict deference to the sovereign rights and
dignity of every State . . . should characterize all our exercise of the
respective powers temporarily vested in us as a sacred trust from the
generous confidence of our constituents.” **

At no time in the history of the United States did the touch of the
Federal Government, bear so lightly upon the citizens, at no time were
its functions so light, as in the 40 years before the Civil War. Although
the problems of which the Presidents spoke made it seem desirable
that the Federal Government should do little, the overflowing condi-
tion of the Treasury made it difficult for it to do little. Except for brief
stretches the Government had more revenue than it could easily spend;
and, as a result, a philosophy of Government which frowned upon
extension of Federal functions had to struggle against the temptations
which a full Treasury put before Congress. In 1826 a Senate committee
spoke, without levity, of “the serious inconvenience of an overflowing
Treasury.” #

Let us glance hastily at the evidence. For a period of 21 years, 1816—
36, the Treasury had surpluses in 18 and the three deficits were of in-
significant amounts. By the early thirties the Federal debt was prac-
tically extinguished, and Mr. McLane, the Secretary of the Treasury,
could, in all candor, make the following report: “Seventeen years ago
the country emerged from an expensive war, encumbered with a debt
of more than 137 millions and in a comparatively defenseless state. In
this short period it has promptly repealed all the direct and internal
taxes which were imposed during the war, relying mainly upon revenue
derived from imports and sales of the public domain. . . . The frontier
has been extensively fortified, the naval and maritime resources
strengthened, and part of the debt of gratitude to the survivors of the
revolutionary war discharged. We have, moreover, contributed a large

15 Megsages and Papers of the Presidents, I1, 207 : Inaugural Address, Mar. 1, 1825,
1 Ibid., 1T, 513 : Address, Deec. 6, 1830.

2 rbid., V, 224 : Address, Dec. 5, 1853.

1 American State Papers (Washington, 1932), V, 502.



10 REVENUE SHARING AND ITS ALTERNATIVES

share to the general improvement, by the purchase of the valuable ter-
ritory of Florida, and finally acquired the means of extinguishing the
heavy debt in maintaining the late war, and all that remained of the
debt, of the Revolution.”® What was left to be done? Obviously the:
Federal Government might enlarge the scope of its expenditures, par-
ticularly by entering upon a system of internal improvements. (51‘, as
another broad alternative, it might somehow cut down on 1its revenues
by lowering the import duties, or by donating the public lands to the
States, or by distributing Federal revenues. Each of these propositions
was debated at great length, but constitutional and sectional objec-
tions were not easy to overcome. Although the propositions are closely
interrelated, it will be convenient to discuss first those to reduce the
Federal revenues.

The tariff history of this period is so familiar that little discussion is
necessary. After 1824, although with some wavering, New England
and the West joined the Middle Atlantic States in support of protec-
tion. The South, of course, was adamant in opposition, and the threat
of nullification in 1832 brought home to Congress the gravity of the
sectional cleavage. When the compromise tariff of 1833 was passed
most people breathed more easily. Here was a scheme which would
reduce the duties to modest levels and which might, by 1842, solve the
problem of the surplus. In the middle 1830’ this tariff was regarded
“as a sort of temporary appendix to the Constitution.” 2 For the time
being most people were unwilling to touch the tariff.

Reduction of the Federal revenues by donation of all or part of
the public lands, or the revenue from them, was less sacrosanct.
In 1832 Clay pushed a bill through Congress #* which distributed
the proceeds from the sales of public lands among the States in pro-
portion to their Federal representation in Congress (with the re-
striction that these proceeds should be used for internal improve-
ments or for education). The bill was vetoed by Jackson, who stressed
unconstitutionality. The lands had been ceded to the Federal Govern-
ment for the common benefit of all the States, and they could not,
therefore, be alienated to secure particular benefits. The bill, moreover,
appropriated Federal revenue for objects of a local nature and made
for national supremacy over the States. “It appears to me,” he said,.
“that a more direct road to consolidation cannot be devised. Money
is power, and in that Government which pays all the public officers
of the States will all political power be substantially concentrated.”
Congress should not be “the tax gatherer and paymaster” of the State
governments.?® Other proposals encountered other objections, all
cloaked in the garb of unconstitutionality, but in reality the product
of sectionalism. Distribution of the proceeds of the sales appealed
to the Northeastern States because they would get most of the pro-
ceeds; but it did not appeal to the Southern States, which feared that
the loss of this Federal revenue would mean a higher tariff, or to the
Western States, which desired outright cession of the lands to them.

2 Report of the Secretary of the Treasury, 1831 (1829—36 volune).
2 E. G. Bourne, The History of the Surplug Revenue of 1837 (New York, 1885), p. 18.
19:‘21:)!03' M.55Rgl§bins, Our Landed Heritage, the Public Domain, 1776-1936 (Princeton,
. pp. 55-58.
= Messages and Papers of the Presidents, III, 67 : Dec. 4, 1833.
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DisTRIBUTION OF THE SURPLUS

A proposal more general in scope than distribution of the pro-
ceeds from the public lands was that the surplus Federal revenue be
given to the States. This had the advantage of being a less irrevocable
alienation of the Federal revenue, and to some people it seemed less
subject to the blight of unconstitutionality. At one time—1829—even
so strict a constructionist as Andrew Jackson favored distribution, al-
though by 1836 he had changed his mind.?¢

Ultimately, in 1836, Congress did pass the distribution measure
which has been criticized by so many historians. We should, however,
appreciate the background. By 1835 the last remnant of the Federal
debt had been paid off, and the world was presented with the unique
spectacle of a national government with a budget unburdened by
interest charges. The revenue was derived from a moderate tariff
which, by existing legislation, was becoming still more moderate, and
from sales of public lands at a low price. Yet the revenue which flowed
in was too abundant. Increased Federal expenditure was no solution.
Enlargement of the scope of Federal expenditures would encounter a
Presidential veto, and it would arouse State jealousies. Within the
limited range of subjects regarded as appropriate, Federal expenditure
was extravagant rather than deficient, and further increase was un-
desirable. Investment of the surplus revenue was not practicable.
The only available securities were those of the States, and to select
them would involve invidious comparisons and would provide bad
investment.”” This was the set of circumstances which made dis-
tribution appear attractive. Such a step would empty the Federal
Treasury and it would relieve the many States which, at this time,
were spending heavily for internal improvements.

The Distribution Act of 1836 had many peculiar features. It pro-
vided for apportionment among the States, according to their Federal
representation and in four quarterly installments, of the surplus
revenue in the Treasury on January 1, 1837.2¢6 But since outright
distribution might bring a Presidential veto, the sums were explicitly
declared to be on deposit; and the Secretary of the Treasury was
given certificates which the States were to be obligated to meet if
the Treasury was in need of funds. It was an open secret that all of
this was a false front, and yet President Jackson glossed over his
reluctance to sign the bill by pretending that the deposits were genuine
and by asserting that to use them as gifts would be a “violation of
public faith and moral obligation.” 2°

On January 1, 1837, the sum of $37,469,000 was available and three
quarterly distributions, totaling $28,100,000, were made. Before the
third installment the nation had been stricken by depression. Almost

= Ibid., 11, 452 : Dec. 8, 1829. In a message of Dec. 5, 1836, Jackson stated the doctrine
of finaneial responsibility in unqualified fashion : “If the necessity of ralsing taxes be taken
from those who make the apnropriations and thrown upon a more distant and less respon-
sible set of public agents, who have the power to approach the people by an indirect and
stealthy taxation, there is reason to fear that prodigality will soon supersede those char-
acteristics which have thus far made us look with so much pride and confidence to the
state governments as the mainstay of our Union and libertles.” I'bid., p. 244.

z1 At this time the Federal Government did place trust funds in State securities, many of
which, aceording to Ratchford, “were later defaulted or scaled down.” American State Debts
(Durham, N.C.. 1941), pp. 84, 242245,

2 T,ess 35 million.

=2 Megsages and Papers of the Presidents, 11T, 240,
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all banks suspended, the government revenue shrank, and the treasury
was rapidly emptied. President Van Buren called Congress in special
session in May, and, after long debate, deposit of the fourth install-
ment of the surplus was postponed until January 1, 1839.% In fact it
was never to be made.

INTERNAL IMPROVEMENTS AND “A Drrecr oF CONSTITUTIONAL
AvuTHORITY”

Before the full significance of this episode can be appreciated, it
will be necessary to look briefly at the history of internal improve-
ments during this same period. As has already been noticed, internal
improvements had been favored by Jefferson and Gallatin. In 1802,
when Ohio was admitted to the Union, provision was made for apply-
ing 5 percent of the proceeds from the sale of public lands in the State
for construction of roads connecting the eastern rivers with the Ohio;
and this precedent was followed when other Western States were
created. The Cumberland Road was begun in 1806 and ultimately it
stretched westward for 834 miles.®

But constitutional doubts loomed up early, and by none were they
more meticulously stated than by President Madison. He favored
internal improvements. “No objects,” so he informed Congress,
“within the circle of political economy so richly repay the expense
bestowed upon them; . . . none do more honor to the governments
whose wise and enlarged patriotism duly appreciates them.”** The
national government, however, was debarred from this field by “a
defect of constitutional authority”;® and he supported his opinion
by examining, with careful subtlety, the argument that the general
welfare clause authorized Federal action. Acceptance of this argument
would, he averred, leave no “adequate landmarks” separating the
powers of the Federal and State Governments. It would “have the
effect of excluding the judicial authority of the United States [the
Supreme Court] from its participation in guarding the boundary be-
tween the legislative powers of the General and the State Governments,
inasmuch as questions relating to the general welfare, being questions
of policy and expediency, are unsusceptible of judicial cognizance and
decision,” ¢

For a time during the early 1820’s the abundant Federal revenue
seemed to be softening the hearts of the constitutional purists. But
this ended with the election of Jackson. Although he did not know just

30 At the same time Congress declared that only it, and not the Secretary of the Treasury,
should have the rifht to call for repayment of the sums already deposited. This amounted
to explicit recognition that they were a gift.

As a historical curiosity it is interesting to notice that 46 years later, in 1883, Virginia
attempted to secure the final Instaliment. In 1884 a decision of the Supreme Court adverse
ig_zz;r;);inia settled the debate. (See Bourne, History of the Surplus Revenue of 1837, pp.

3 In this instance Congress was careful to pacify the States through which the road ran.
State consent was required, and Pennsylvania made conditions which took the road off a
direct route, Congress exercised no jurisdiction in the construction and upkeep of the
road, and after construction was finished there was continuous debate over the right and
duty of Congress to allocate money for maintenance. Finally the road was turned over
t(:o!:xtlplll(-zteiy to the States and they raised most of the necessary revenue for maintenance

y tollgates.
: % e;flsages2 ggd Papers of the Presidents, I, 567 : Dec. 5, 1815, .
s P, N

3 I'bid., p. 585. The statement was made (Mar. 3, 1817) in a veto of a bill setting aside

certain Federal revenue for internal improvements.
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where the line should be drawn between improvements of a national
and a local nature, he held that grants for improvements lying entirely
within a State and subscription to the stock of “private associations”
were surely unconstitutional. They were, in his opinion, “the entering
wedge” of a system which “might soon become strong enough to rive
the bands of the Union asunder.”

FeprraL INTERVENTION REPULSED

‘While this debate was going on, the finances of many of the States
had undergone a veritable revolution. After Federal assumption of
their debt in 1790, they had been left in a strong fiscal position with
modest expenditures and taxes so light as to be insignificant. For
nearly 30 years no important changes occurred. Then, beginning in
the 1820%, many States ventured into economic activities on an ex-
tended scale, and this at a time when a laissez-faire philosophy was
dominant and in a nation where the doctrine of rugged individualism
was widely avowed. What explains this dichotomy of practice and
theory ? By 1820 a population of over 214 million had poured into the
West, and streams of internal commerce had begun to take shape.
Internal improvements would swell this commerce; they would bring
prosperity to the States which participated. Why did not private
enterprise furnish the improvements? Because the ventures were too
risky and on too large a scale.?® And since the Federal Government
was debarred, State support by guarantee, or direct State enterprise,
was inevitable.

A favorable tissue of events enabled the States to borrow with un-
precedented ease. The prosperity of the Nation after 1820 permitted
some accumulation of domestic capital, and in addition foreign capi-
tal—especially British capital—was attracted by State securities. The
Federal Government by retiring its debt with great celerity forced in-
vestors to look elsewhere for employment, of their funds, and it also
provided a remarkable example of financial conservatism. No wonder
British investors, unacquainted with the intricacies of federalism,
turned eagerly to State issues. And the British investor who enquired
about the use of the funds might be further reassured, because internal
improvements were, in his experience, profitable ventures.®” State debt,
which did not total more than $13 million in 1820, was $174 million in
1837. With the crash and prolonged depression which followed, it
turned out that the improvements had saddled the States with a heavy
burden of deadweight debt. “Between 1841 and 1842 eight States and
one territory defaulted on their interest payments.” 2 The plain fact
was that the States had stretched their functions beyond their fiscal
resources. Their predicament was, in short, just opposite to that of
the Federal Government.

The history of this period throws light upon the fiscal problems of

5 I'bid., 111, 120 ; I1, 487, 509,

= According to Callander (‘“The Early Transportation and Banking Enterprises of the
States in Relation to the Growth of Corporations,” Quarterly Journal of Economics, 1902—
03, p. 136), there bad not been up to 1815 “an industrial undertaking in the country that
called for as much as a milllon dollars capital.”

87 A good many States, especlally in the southwest, used their credit for banking purposes.

s R.C. McGrane, The Economic Developmennt of the American Nation (Boston, 1942),
g. 228, For a full account see, by the same author, Foreign Bondholders and American

tate Debts (New York, 1935).
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federalism, since it gives a clear example of a maladjustment of govern-
mental functions and resources. The Federal Government, because of
constitutional restrictions and still more because of the political pat-
tern, had a range of functions more limited than its fiscal resources;
the States had undertaken duties which were more extensive than they
could finance.

In this sorry situation a new and vehement plea went up for Federal
intervention. Coercion of the defaulting States was out of the ques-
tion—although this was beyond the comprehension of many British
investors. Federal assumption of State debts seemed more feasible.
But how treat the States which were not in fiscal difficulty ? Nobody
ventures to suggest that only those in difficulty should be aided. And
aside from details, Federal assumption was not practical politics.®® The
Secretary of the Treasury, Mr. Bibb, expressed the pious hope in his
report for 1844 that “the immutable principles of justice and moral
obligation . . . and the virtuous precepts and bright example of the
Federal Government might not go unheeded” by the States,*® His hopes
and regrets, however, had doubtless been inspired merely by the ad-
verse effect which repudiation had, especially in Europe, upon Federal
credit.

“Tre MiNniMmUM oF FEepERAL (GOVERNMENT”

The bitter experience of these years had a tremendous influence
upon State finance. In a spirit of reaction against the mistakes which
had been made, new State constitutions were drawn up and in them
severe restrictions were imposed upon legislative borrowing. The
States as a whole withdrew from their old economic ventures and they
resolutely refused to enter into new ones.

The Federal finances were, of course, much less affected. For a time
there was temporary embarrassment as deficits succeeded surpluses.
A government which had no debt now had to borrow, and yet it found
a market which was singularly skeptical. Investigation of Federal ex-
penditures disclosed also a number of gross scandals. The relatively
few jobs being handled by Federal officers were being handled badly.
Federal money was being wasted, not through grandiose projects, but
by ignorant spoilsmen each striving for a share of petty graft.

Gradually, with the return of prosperity, surpluses again became
the rule, and beginning in 1850, the Federal Government again faced
the problem of excessive revenues despite a tariff which approached
free trade. As in the 1850’s, the restricted range of Federal functions
left no scope for expenditure. The principal use for the surplus was
reduction of the Federal debt, and since the flow of maturities was in-
adequate, the Treasury had to rely on purchase in the market. This
proved to be an expensive business. Thus on stock certificates retired
n 1851-52, amounting to $2,523,200, the premiums were almost 13 per-

3 Senator Benton, in a series of resolutions., denounced assumption as “a gross and fla-
grant violatlon of the constitution,” as “unjust and therefore inexpedient.”” as designed to
bring about a complete “consolidation’” of the government and the ‘“‘crowning mischief” of
foreign interference. United States, 27th Cong., first sess., S. Doc. 1839-40, No. 153; Con-
gressional Globe, 183940, appendix, pp. 86-92.

“ Page 659. In 1842 an attempt to float a loan in Europe at 6 percent had failed. Presi-
dent Tyler commented as follows : “The mortifying spectacle has been presented of the in-
ability of this government to obtain a loan so small as not to amount to more than one-
fourth of its ordinary annual income, at a time when the Governments of Europe, although
involved in debt and with their subjects heavily burdened with taxation, readily obtained
loans of any amount at a greatly reduced rate of interest.” Messages and Papers of the
Pregidents, IV. 208 : Dec. 6, 1842,
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cent. In 1853 the Secretary of the Treasury offered premiums ranging
from 814 to 21 percent to induce creditors to give up their stock.** By
1857 the total of the Federal debt was down to $28,700,000.

As the sectional rift deepened, President after President solemnly
repeated the warning in Washington’s Farewell Address against geo-
graphical parties.*? A corollary to this was “a spirit of strict deference
to the sovereign rights and dignity of every State.” * Two familiar
instances of the outcome of this philosophy may be recalled. In 1854
Congress passed a bill providing that the proceeds from the sale of 10
million acres of public lands should be divided as a capital fund among
the States for the support of the indigent insane.** President Pierce
interposed a veto. If Congress had the power to provide for the in-
-digent insane, it would have “the same power to provide for the in-
«ligent who are not insane.” The upshot would be “to transfer to the
Federal Government the charge of all the poor in all the States,” which
would be “subversive of the whole theory upon which the Union of
these States is founded.” “If,” he concluded, “the time shall ever arrive
when, for an object appealing, however strongly, to our sympathies,
the dignity of the States shall bow to the dictation of Congress by con-
forming their legislation thereto, when the power and majesty and
honor of those who created shall become subordinate to the thing of
their creation, I but feebly utter my apprehensions when I express
my firm conviction that we shall see ‘the beginning of the end.””*
President Buchanan, less rhetorically, expressed a similar fear in veto-
ing the Morrill bill granting aid to the States for establishment of col-
leges for the benefit of agriculture and mechanical arts. “Should the
time arrive,” he said, “when the State governments shall look to the
Federal Treasury for the means of supporting themselves and main-
taining their systems of education and internal policy, the character
.of both Governments will be greatly deteriorated.” *¢

In ways like these a philosophy of Federal impotence was elabor-
ated. “The minimum of Federal Government,” said President Pierce,
“should afford the rule and measure of construction of our powers
under the general clauses of the Constitution.” ¢ Such a fatal paralysis
set in that no statesman of moderate position espoused anything but
drift. As late as January 28, 1861, President Buchanan is to be found
protesting his constitutional scruples against any interference with the
warmaking power of Congress. Iixaggerated constitutionalism is cer-
tainly a feature of federalism, and certainly the belief is not without
foundation that a nation so large and diverse as the United States can
Dest be kept in cohesion by “the minimum of Federal Government.”
Yet in 1860, at the end of a long trial, the situation contradicted the
doctrine, and after the Civil War a reunited nation was never to go
back so completely to the old philosophy.

1 Annual Report, 1853. appendices D. E. F.

43 Alexis de Tocgueville, writing in the 1830’s, thought that the federal government had
lost and would continue to lose ground. “Far from participating in {the current] dread of
the consolidation of power in the hands of the Union, I think the Federal Government is
vigibly losing strength.” Predicting that within a century the Nation would hav?‘ a popu-
lation of over 100,000,000 scattered unequally over 40 States, he declared that ‘‘the con-
tinuance of the Federal Government can only be a fortunate accident.” Democracy in
Action, translated by Henry Reeves (New York, 1900), I, 410, 403.

3 Megsages and Papers of the Presidents, V, 224 (President Pierce, Dec. 5, 1853).

“ See Helen B. Marshall, Dorothes Diz (Chapel Hill, 1937), pp. 138-39, 148-51.

& Messages and Papers of the Presidents, V, 248-51: May 3, 1854.

4 Ibid., 544 : Feb. 24, 1859.

47 Ibid., 224 : December 1853.
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Ecoxomic DeEvELoPMENT AND Fiscar Laissgz-FAre

The finances of the United States during the Civil War give no
important background for this study. The war settled the old debate
about national supremacy; it forced Federal exploitation of new
sources of revenue; and it cleared the way for new avenues of Federal
expenditure. But for a considerable period the new philosophy was
not fully reflected in the public finances. The Federal Government at
first was busy with postwar readjustment, and then with policies
which made for the economic development of the Nation. It, and the
State governments also, aimed at providing fuller opportunities for
private enterprise.

Most observers were astonished at the speed with which the purely
financial difficulties confronting the Federal Government were re-
solved. Beginning in 1866 and stretching to 1893, the Treasury had a
long series of surpluses, broken only by a small deficit in 1874. In
1882 the Secretary of the Treasury was making the same complaint
as had his predecessors in the 1820’s and 1830’s—that he had too great
an annual revenue. Congress required his advice not to get revenue into,
but to get it out of, the Treasury. During the war new sources of reve-
nue—income tax, death duties, a wide range of excises—had been
added. Because of inexperience and because the United States is a
federalism, these had been slow in getting underway. Their produc-
tivity was not mobilized until the war was nearly over and then, with
the decline of military expenditure, surpluses became too large. Re-
peal of income and death taxes was prompt; excises, except on a few
luxury articles, were gradually dropped. Reduction of customs duties,
however, was not feasible,*® and they, together with luxury excises,
provided more revenue than was needed. Retirement of the debt was,
of course, an obvious step, and it was taken. But maturities were not
adequate 1n amount and the Treasury was forced to buy in the mar-
ket at prices which gave large premiums to bondholders. An astonish-
ing lack of imagination over ways to spend was manifested by Con-
gress. Expenditure for pensions, river and harbor improvements, and
public buildings did grow; the old expedient of distributing the Fed-
eral surplus was discussed. The political philosophy of neither party,
however, authorized any important expansion of Federal functions.

The fact is that, at this time, monetary issues obscured all other,
and when in 1892-93 the Nation fell into depression, these compli-
cated the job of the Treasury. Not only had the crackpot legislation
of the silverites frightened investors at home and abroad, it had also
brought a stream of paper money to the Treasury for redemption, and
suspension of the specie payments was narrowly averted.

he most notable phenomenon to the student of Federal finance
was, however, the income tax of 1894. Behind it were radical senti-
ment, which favored taxing the rich, and the fear of the Democrats
that lowering the tariff might injure the Federal revenues. The act
as passed had many defects, but when taken before the Supreme Court
in 1895 it was not struck down because of them. By a most un-
fortunate decision the Court held that a tax on income was a “direct

4 Purely revenue duties could, of course, be reduced. The McKinley tariff actually was
called “an act to reduce the revenue.”
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tax,” which had, therefore, to be apportioned among the States ac-
cording to population. The words of Justice Harlan, in dissent, were
not too strong when he said that the decision “strikes at the founda-
tions of national authority, in that it denies to the General Govern-
ment a power which is, or may become, vital to the very existence and
preservation of the Union in a national emergency.” *

When in 1895-96 prosperity returned to the Nation, the monetary
heretics soon lost their audience. The Spanish-American War in 1898
was readily financed, and with the 20th century the Federal Govern-
ment began to engage in activities which were out of the old grooves.
The most spectacular was the building of the Panama Canal, but others
of less scope were indicative of a new attitude. Reclamation of d
lands was begun, a Federal Forest Service was set up and extended, the
Department of Agriculture offered many new services to farmers,
‘Washington began to be made a city of magnificent buildings. Most
of these, indeed, aimed at improving the economic productivity of the
Nation, and, in this sense, were comparable to the aid given earlier
to railway building. In 1913, however, the Department of Labor was
established, and this was a symptom of a new interest in social legis-
lation. In this same year adoption of the 16th amendment, by removing
the income tax from the category of “direct” taxes, made possible the
utilization of an important source of revenue; and this also was a
token of Federal expansion.

Tue DECLINE AND RISE OF THE STATES

If details are omitted and attention is concentrated merely upon
broad outlines, the financial history of the American States for three
decades after the Civil War appears remarkably static. In 1870 State
debt (less sinking funds) per capita was $9.15; in 1900 it was $3.10.
This may, perhaps, seem to indicate a satisfactory trend, but it did
not. Partly because of constitutional limitations and partly because of
the tradition of laissez-faire—the one reinforced the other—the States
as a level of government had lost ground. One contemporary ob-
server—H. C. Adams—insisted in 1887 that the State governments,
by their passivity, had allowed corporate development to get out of
hand. The corporations, he said, “arose upon the ruins of the States
as centers of industrial administration, and it is because the States
have failed to retain a proper control over them that they now menace
the permanency of popular government.” *® Adams preferred expan-
sion of State rather than Federal functions; but he warned that, if the
States failed to move, Federal intervention was bound to come. Other
observers held a similar view. Richard T. Ely even surmised that per-
haps “the position of mayor of a great city will soon become a more
enviable office than that of Governor of an American Common-

45158 U.S. 671.

% H. C. Adams, Public Debts (New York, 1887), p. 393. Adams believed that two steps
were necessary to rejuvenate the States: (1) restoration of borrowing power by removal
of the self-imposed constitutional restrictions, and (2) repeal of the 11th amendment. The
11th amendment is {tself a curious relic of federalism. In 1792 the States as sovereign
hndies were shocked to find that they could be brought into court by a cltizen of another
State (Chigholm v. Georgia, 2 Dallas 419). The 11th amendment was adopted to remedy
this defect of sovereignty. After the repudiation of State debts following 1837 and after
the Civil War, many people deplored the amendment and regarded it as a deterrent to cred-
itors. Morq recently, however, this aspect of the amendment has been forgotten.
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wealth.” 5! Certain it was that urbanization had forced upon the cities
new duties with respect to health and sanitation, education, hospitals,.
protection to life and property.

The fears of these men did not materialize. Slowly the States recog-
nized their concern with the new functions, usually by establishing
supervisory and regulatory bodies—a State board of health, for in-
stance. Education, in particular, received State assistance by grants-
in-aid; and State penal, reformatory, and charitable institutions grew
in number and importance. And with the 20th century, the growth of
State social and regulatory expenditures accelerated, as shown in
table 1. State debt per capita grew from $3.03 in 1908 to $3.57 in 1913,
and although this change was not great, it did represent a reversal of
the previous trend. State revenue systems had become somewhat more
diversified. The general property tax still was by far the dominant
source, but the imheritance tax and business taxes had become im-

ortant. Moreover, tax administration began to be centralized. State

oards of equalization and State tax commissions had come into
existence with power to supervise local assessment of property and
actually to take over assessment of public service corporations.

TaBLE 1.—State expenditures per capita !

1903 1913 Increase
General goOvernment .. ... ... $0.32 $0. 42 $0. 106
Education._.____ ... ... . ... e .80 1.38 .58
Charities, hospitals, and correction. .65 .80 .25
Highways. o iiaiiacanan e .06 .14 .08
Other... ...l e .29 .43 .14
B 7 | U 2.12 3.27 115

Not including expenditure for public service enterprises, interest, and outlays.

Tae RECENT MALADIUSTMENT OF GOVERNMENTAL FUNCTIONS AND
Resources

Before the outbreak of World War I, Federal-State finances in the
United States were in fair equilibrium. A close scrutiny could discern
tendencies which, perhaps, threatened to bring an upset ; but these lay
in the future. Separation both of sources of revenue and of functions
was nearly complete. The Federal Government in 1915 relied pre-
dominantly on indirect taxes—customs, excises on liquor, and tobacco.
An income tax had, indeed, been started; but exemptions were high,
rates were low, and as a result, it produced only 11 percent of the total
ordinary receipts in 1915. The field of revenue open to the States still
seemed large. With respect to expenditures, the States were beginning
to realize that the governmental duties which fell upon them were
growing in importance, and State grants to the localities were expand-
ing. But Federal grants to the States were insignificant, amounting in
1915 to approximately $10,400,000.

The war dislocated this governmental pattern. During its course the
Federal Government greatly expanded its tax system, and after its
close less reversion took place than after the Civil War. As the Federal

s R. T. Ely, Tazation in American States and Cities (New York, 1888), p. 268.
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fiscal position gradually eased during the 1920’s, some new duties were
assumed. The States, however, were confronted with revolutionary de-
mands for expenditures, of which the most important was highways.
In 1919 the ordinary highway expenditure of the States was $.59 per
capita; in 1930 it was $2.06. In this same period, State debt per capita
had nearly doubled,** and over 60 percent of this debt was for high-
ways. Only the fact that this voracious type of expenditure carried
with it a method of finance—gasoline tax and motor vehicle taxes—
kept the States from a critical fiscal position. The contrast between
Federal and State financial positions was striking. Federal debt was
shrinking, while State debt was going up; Federal taxes were being
reduced, State taxes were being increased. Some people attributeg
these results to the presence or absence of fiscal prudence, but the
causes lay deeper. The States, with a few exceptions, were not being
extravagant. They were responding to sober and well-founded public
demands.

It took the great depression after 1929 to show the many and im-
ortant governmental duties which had been neglected in the United
tates. And this knowledge did not come easily. For 2 years Congress

and the President hoped that prosperity was just around the corner
and they held tenaciously to tlI])e opinion that the problem of unem-
ployment was a State and local responsibility. The kernel of truth
in this opinion allowed able men to forget that the States and localities
could not possibly handle finance. They had too many duties and too
few revenues. The growth in duties was the consequence of a shift in
social philosephy which had been stimulated by the depression. Social
welfare functions, including the relief of unemployment, had seemed
unimportant in an expanding and prosperous economy. But when
economic collapse brought unemployment and destitution on a scale
beyond all precedent in American experience, a powerful public senti-
ment insisted that governmental fumbling should cease. Since relief
was necessary, and since only the Federal Government had the fiscal
strength to provide relief, debate over responsibility seemed irrelevant.
This public reaction brought into office at Washington a reform admin-
istration which was prepared to act. Social welfare and relief measures
were passed ; the traditional division of governmental responsibilities
was cut across and sometimes ignored. The general direction of this
new trend may be approved, and yet one may feel certain that in de-
tail there has been confusion and error. For example, a principal in-
strument of the shift in fiscal responsibilities has been the conditional
grant-in-aid.®® One may believe that this sort of grant is a powerful

&2 Net state debt per capita: 1919, $7.70; 1930, $15.03.
32 The amount of Federal aid grew as follows:

[In millions of dollars}

[

(
Public !Highways y Education | Agriculture; Other

assistance [

Total

1925 . } 113.6 l ............ | 021 | 11.8 l 7.4 2.3

1932 ... . . PTG I ! 118.5 1 13.2 12.2 2.6

1941 I 744.2 331.2 168.3 | §8.0 | 24.8 131.9
]

Source: U.8. Department of Commerce, State and Local Government Special Study No. 19,
Federal and State Aid: 1941.
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and a beneficial device, and yet be critical of specific schemes. More-
over, the evidence is unambiguous that no logical system of grants has
been built up. In short, improvisation has been the rule. Whatever
should be the redistribution of functions and sources of revenue in the
American federalism, that redistribution has not yet been achieved.

This brief historical prolog may serve to bring out the difficulties
faced by a federalism in achieving a coherent fiscal system. Only after
bitter experience in the critical period did the Federal Government
secure strong fiscal powers, and only after a sharp struggle did it
venture to exercise them in a manner which secured the Federal
credit. The perplexities of federalism were constantly in men’s minds
until it seemed to so forthright a centralizer as Fisher Ames that
any governmental move produced the cry of unconstitutionality, “not
excepting a motion for adjournment.” And as the tide of settlement
poured over the mountains, the forces of sectionalism gained new
strength. Every President was conscious of these forces, and Pierce
merely epitomized the common thought when he declared for “a min-
imum of Federal Government” and “a spirit of strict deference to the
sovereign rights and dignity of every State.”

This 1t was which produced the curious and unique episodes which
enlivened the financial history of the 30 years prior to the Civil War.
How could the Federal revenue be reduced? Since there was a limit
below which the tariff could not be lowered, perhaps the proceeds
from the sale of the public lands could be distributed to the States;
or perhaps the Federal surplus could be deposited with them. This
surplus could not be used to reduce the debt because in 1836 no Fed-
eral debt existed ; and it could not be used to enlarge the scope of Fed-
eral expenditure because that would be incompatible with “a minimum
of Federal Government.” Yet at this very time when the Federal
Government was inhibited against expansion of its functions, the
States were embarking upon tasks which overtaxed their limited fiscal
resources.

The period before the Civil War illustrates a typical difficulty of
a federalism. This is the lack of balance in the distribution of govern-
mental functions and revenues. The tendency is for the States as a
whole to have a plethora of duties in relation to the revenues at their
effective disposal. The case of the Federal Government tends to be
the other way round. This situation is, however, obscured in two ways.
Some of the States are always able to handle their governmental du-
ties even when their weaker brethren cannot. And sometimes periods
of crises arise which strain the fiscal strength of the Federal Govern-
ment and raise doubts in some minds of its power to expand its peace-
time functions. These doubts have been falsified. The exercise of new
tax powers in the crisis, or the more vigorous exercise of old tax pow-
ers, brings to light a latent strength and leads to a permanent expan-
sion of Federal sources of revenue. The net result is, therefore, a nar-
rowing of the fiscal power of the States and a growth of Federal func-
tions.

This pattern was very obvious in the years after World War I.
The States, expanding their expenditures in response to deep-seated
public demands, had difficulty in securing a parallel expansion of their
revenue systems. With the great depression the maldistribution of
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governmental functions and revenues became manifest. Only the Fed-
eral Government had the fiscal power and the national outlook requi-
site (tiodha'ndle the welfare and relief measures which the times de-
manded.

What will be the pattern after World War II? Some eople, im-
pressed by the vast fiscal problems facing the Federal Government
and by the current buoyancy of the State finances, are inclined to
doubt that the sphere of Federal action will be expanded. The opinion
is ventured here that this doubt is unwarranted. Exercise of its war-
time powers is likely to augment permanently the position of the
Federal Government as compared with the States. If the public de-
mand for governmental services continues to grow, the State govern-
ments will soon appear to have more duties than they can handle
effectively, and Federal intervention will be indicated.

80-481—67—-vol. 1——3



FEDERAL-STATE FINANCIAL RELATIONS, 1790-1860*

BY Paur B. Trescorr™*

Financial relationships between the Federal Government and the
States were a critical matter in the founding and early operations of
the Federal Government under the Constitution, with the settlement
of the Revolutionary War debt the object of chief concern. When the
debt was ultimately secured, other matters arose to keep funds passing
from one level of government to another. Some of these were of major
political importance, while others involving substantial sums made
little political impact, being less controversial. The purpose of this
paper is to provide a systematic review of the areas of Federal-State
financial contact from 1790 to 1860 and to provide more details on some
lesser known areas that are of more than technical interest. Table I
lists the various programs that involved transfers of cash or securities
between Federal and State governments during this period, with the
dates and the sums involved.

TaBLE 1.—Federal-State financial transactions, 1790-1860
[In thousands]

Program Date States to | Federal
Federal | to States

Assumption of State debts 818,272
Funding Continental debt.. 126,100
Settlement of accounts_ e ieiimm e 4,221
Grants to Distriet of Columbia. .. _______ ...
Maryland loan to District of Columbia (principal)

Intercst to States on U.S. securities. 26,000
Miscellaneous land transactions______ 1, 256
Public-land funds (3 to 5 percent funds)__. 6,110
Direet t8X - - - c oo caccmececcemccemceamccmcmccccemmmmmmmmmmemmeamnw| 181418 | 3,160 | _________
Militia, defense, etc.... 6, 616
Purchase of State securities (net) 2 5,400
Interest on State securities. ... cceoaao-| 1830-60 | 24,000 j______.___
Virginia claims___________________ 381
Surplus revenue. . __ .. ____.___..._ 28,101
Distribution of land proceeds . . . maomaeaas 637
Provisions for Texas debt____ 312, 560
Interest on U.S. securities held by Texas__._ 21,700
California debt. v oo 901

Total. camueaimnmaaaae [ U 7, 600 2 98, 500

I Payment made In securities rather than cash.
2 Approximate.
$ Payment made in securities and cash.

I

The debt program adopted by Congress in 1790 under Hamilton’s
influence consisted of three parts, each of which intimately concerned
Federal-State relations. Federal assumption of the States’ debts was

*Reprinted from 7The Journal of Hconomic History, Vol. XV, September
1955, No. 3.
#¢Kenyon College.
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the most controversial part of the debt program. The Funding Act
authorized the Federal government to receive certificates of State war-
incurred debts and to issue Federal securities in exchange. For every
$90 (face value) of securities turned in (counting both principal and
arrears of interest), the United States was to issue $40 of 6 percent
stock, $30 of 3 percent stock, and $20 of stock bearing no interest until
1801, then 6 percent thereafter. No dates were fixed for redemption.

A total of $21.5 million of State debts were authorized for assump-
tion, and a quota was assigned to each State. But not all the quotas
were filled, so the total assumed was only $18.3 million. Effects of this
on individual States are shown in table 2.

TABLE 2.—Funding, assumption, and seltlement
[In thousands]

Fweral Uaidlh
Securities received
Total debt from United States
Btate out- Debt
standing ! | assumed Total
by United | For Con- Under
States tinental | settlement
securities of
funded * | accounts?
$150 $90 $523
6,316 5,751
694 598
1,914 2,350
1,224 3,201
807 754
1,175 3,313
59 59
729 1,
3,725 2,969
2,870 1,823
6,600 5,447
7 320
26, 656 28,642
Debt Total Debts due
remaining { securities “Net under
State after from position” ¢ | settlement
assump- United of
tion 1 States accounts ?
$60 $240
2,334 1,769
494 3
314 750
40 2,107
112 59
397 2,535
212 927
791 35
576
2,600 1,447
454 74
8,384 10,370

1 Total debt outstanding equals Hamilton’s estimate of September 1791 plus debt previously assumed.
Debt remaining after assumption estimated by taking amount Hamilton estimated outstanding in Septem-
ber 1791 and subtracting debts subsequently assumed.

? Figures in parentheses are uncertain.

3 Upper column exceeds lower by amount of interest credited.

¢ C=creditor; D=debtor.

Sources: Ratchford, ‘‘American State Debts,”” pp. 60, 63; data on Continental securities funded obtained
from sources listed for table 3.
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The second important part of the Funding Act provided for the
funding of securities issued by the Confederation into new Federal
issues. State governments had acquired about $9 million of the $27.5
million (prmclﬁal) of Confederation debt outstanding in 1789.! The
law provided that for every $90 worth of principal turned in, there
should be issued $60 worth of 6 percent stock and $30 of deferred
(bearing interest after 1801.) Arrears of interest were funded into 3
¥ercent stock. State governments received a total of about $6 million

rom this provision, representing $3.5 million principal and $2.6 mil-
lion arrears of interest, distributed as shown by table 2.2

The third part of the funding program was the settlement of ac-
counts between the States and the National Government, completed in
1793. This was intended to equalize the per capita burden of war ex-
penditures among the States. Each State was credited with sums it
spent for the war or related purposes and debited for sums received
from the National Government, including debts assuming under the
funding program. Each State’s net contribution was compared to a
quota based on population. The final accounting showed that seven
States had contributed more and six less than their quotas. A total of
$3.5 million was due from the latter group to the former. In 1794 the
Federal Government issued this amount of securities to the creditor
States, two-thirds in current 6 percent stock, one-third in deferred
stock, plus $0.7 million of accrued interest in 3 percent stock, as shown
in table 2. The settlement failed of complete equalization because of
the failure of the debtor States to pay up the amount of their
deficiency.® )

Table 2 summarizes the effects of the funding program on the indi-
vidual States. The column headed “Net Position” shows the difference
between each State’s initial debt and the total Federal “aid” it received.
For all States combined, Federal aid exceeded initial indebtedness. But
the distribution varied widely. Massachusetts and South Carolina,
which had the biggest debts to start with, received the most aid but still
ended up debtors. Virginia, North Carolina, and Georgia were also
substantially net debtors in the end. On the other hand, New York
and Pennsylvania emerged with large creditor positions, reflecting
their large holdings of Continental securities. The fact that New York’s
net gain was just about equal to its large unpaid balance due under the

1 Pennsylvania, New York, and Maryland had funded the Continental certificates held by
their citizens, issuing State certificates in exchange, and had also accepted Continental
securities in payment for lands. They acquired $6.1 million, $2.3 million, and $650.000
respectively. Several other States had acquired lesser amounts in similar fashion. See E.
James Ferguson, “State Assumption of the Federal Debt During the Confederation,”
Mississippi Valley Historical Review, XXXVIIL (1951), 416-422. .

2 Pennsylvania and New York did not fund all their large holdings, but returned some to

revious owners who funded them.
thg gee B. U. Ratchford, American State Debts (Durham : Duke University Press, 1941),
pp. 62-66, for subsequent developments; American State Papers: Finance, 1, 26, 479, for
discussion. A detailed account of the settlement is given in an unpublished doctoral disser-
tation by Whitney K. Bates, “The Assumption of State Debts” (University of Wisconsin,
1951), pp. 62, 193-231.
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settlement of accounts caused considerable criticism. Maryland, New
Hampshire, and Connecticut also enjoyed comfortable creditor
positions.

In some States, holders of eligible State securities were reluctant
to turn them in. The terms of exchange were not particularly favor-
able—for every $90 worth of State securities turned in, the creditor
received Federal securities worth about $72 in the market.t Con-
sequently, several of the States took steps to improve the terms of ex-
change for their former creditors. Maryland, Pennsylvania, and New
York used for this purpose the securities they received from funding
Continental certificates.’

Many States were also enabled to deal more generously with their
remaining creditors. Pennsylvania, Connecticut, and Maryland re-
‘deemed all the State debt they could find either by exchange for U.S.
securities or with cash obtained by selling some of their holdings.
Rhode Island reduced its debt from $0.5 million to $0.1 million in the
same manner.®

Four States did not deal so favorably with their remaining creditors.
South Carolina and Massachusetts held on to their Federal securities,
using the income from them to service their substantial remaining
debts, but redemptions of the latter were made only at figures well
below par.” North Carolina and Georgia also preferred to retain their
smaller holdings of U.S. securities and to continue redeeming their
debts below par.®

The most controversial aspect of Hamilton’s debt program was the
large benefits allegedly reaped by speculators—especially by the as-
sumption of State debts. Many States’ securities sold in the open mar-
ket for 10 percent of their face value or less at the time the Funding
Act was being debated.® This furnished considerable scope for specula-
tive gains. To be sure, Federal assumption did not provide the specu-
lator with the face value of his securities in cash.'* Even so, some
securities rose as much as sixfold in value.

196 %ngh H2.81_1§1nnn, Financial History of Maryland (Baltimore: The Johns Hopkins Press,
y PD. 1, :

& Maryland gave her former creditors current United States 6 percent stock in exchange
for the deferred and 3 percent stocks they received.~—Ibid. New York gave current 6 percent
stock for deferred.—Don C. Sowers, Financial History of New York State (New York:
Columbia University Press, 1914), pp. 254—257. Pennsylvania Issued additional stock to
former creditors to cover the depreciation of thelr claims resunlting from the deferred and
3 percent stocks. About $360,000 was issued.—Raymond Walters, Jr., ‘“The Making of a
Financier : Albert Gallatin in the Pennsylvania Assembly,” Pennsylvania Magazine of His-
tory and Biography, LXX (1946), 261-266; reports of the state treasurer appended to
Journal of the Pennsylvania State Senate, 1791-1796.

6 Acts and Resolves of the Rhode Island General Assembly, February 1797, pp. 25-26.

7 Ratchford, American State Debts, pp. 69-70; Charles J. Bullock, Historical Sketch of
the Finances and Financial Policy of Massachusetts (‘‘Publications of the American Eco-
nomic Association,” VIII, No. 2, 1907), pp. 20-25.

8 Ratchford, American State Debts, p. 68.

® See quotations in Nathan Schachner, The Founding Fathera (New York: G. P. Putnam’s
Sons, 1954), p. 120.

19 The Federal securities received in exchange for $100 of State securities would have
sold in the open market for about $67 in December 1790 and $80 in July 1791, See prices
in Joseph S. Davis, Fsgays in the Earlier History of American Corporations (Cambridge:
Harvard University Press, 1917), I1, 340.



26 REVENUE SHARING AND ITS ALTERNATIVES

However, one cannot attribute all of this to Federal assumption, for
much of it would have occurred anyway. Low security prices prior to
1790 reflected in part the general economic depression and monetary
stringency of the times and the use of paper money by the States for
debt service.’* These causes of depreciation would have been amelio-
rated after 1790. Furthermore, some of the States would have dealt
generously with creditors if no Federal assumption had occurred.*? So
not all the rise in security values can be attributed to Federal assump-
tion of the State debts.

Shedding most of their debt burden enabled the States to reduce
taxes—but this principally took the form of the shift of the tariff from
State to Federal jurisdiction. Some States did reduce internal taxes
about this time—New York, Maryland, and Pennsylvania all ceased to
levy general property taxes and Virginia and Massachusetts reduced
theirs. Pennsylvania and Massachusetts also lowered excise taxes, but
this was associated with imposition of similar taxes by the Federal
Government.!*

However, Hamilton’s program furnished many of the States with a
substantial source of revenue from the Federal securities which the
received in the funding and settlement operations. States held as muc
as $7.5 million of the Federal debt—about 10 percent of the total—in
the 1790’s. Income from this source made up nearly one-fifth of total
State revenue in 1795-1800, averaging about $225,000 a year—this not
counting redemption installments. Table 3 shows the distribution of
State holdings for selected years prior to 1834, when all were redeemed.
Figures include subsequent open-market purchases by Pennsylvania,
Maryland, New Jersey, and others.

1t See Allan Nevins, The American States During and After the Revolution (New York:
The Macmillan Co., 1924), pp. 519-522, 534 ; Merrill Jensen, The New Nation (New York:
Alfred A. Knopf, 1950), pp. 319-321; Ferguson, ‘“State Assumption of the Federal
Debt..." pp. 416-419, 421-423, "

12 See Albert Gallatin. Sketch of the Finances [{1796] in Writings, ed. Henry Adams
(Philadelphia, 1879), III, 131, Judging from pre-1789 experience, Massachusetts, Rhode
Island, North and South Carolina, and possibly Georgia would have had difficulty with
thelir debts in the absence of Federal assumption. But, of these, all except North Carolina
would have been helped by the settlement of accounts. See Ratchford, American State Debts,
pp. 42-59 ; Jensen, The New Nation, pp. 308-309; Bates, ‘“Assumption of State Debts,”

. 31,
P 13 See American State Papers: Finance, I, 425, 427, 481 : Bullock, Finance of Massachu-
setts, pp. 19, 138; Leland D. Baldwin, Whiskey Rebels (Pittsburgh: University of Pitts-
burgh Press, 1939), p. 78; W. F. Dodd, ‘“The Effect of the Adoption of the Constitution
Upon the Finances of Virginia,” Virginia Historical Magazine, X, No. 4 (1903), 368.
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TaBLE 3.—State holdings of Federal securities, selected years

[Par value in thousands, Dec. 31]

State 1791 1795 1803 1807 1813 1820 1830
New Hampshire - $150 $244 $222 $203 $164 $120 $66
Massachusetts.. (270) 1,535 (1, 400) 712 533 (257 PO
Connecticut - 7 553 420 364 250 118 55
Rhode Island 38
New York_. 2,107
Pennsylvania. . __________ 2,535

New Jersey . ocoooom oo

Mytotal ... 6,147
Treasury total . eomoo oo
Estimated interest_..........-. 220

1 June.
2 September.
8 March 1814.

Nore.—Figures in parentheses are uncertain.

Sources:

An asterisk (*) before the source indicates that State holdings of old 6 percent and deferred stocks were
interpolated by use of redemption formula appearing in ‘‘American State Papers: Finance, 1, p. 383.

*New Hampshire: Journal of the State House of Representatives, 1788-1815; Niles Register.

*Massachusetts: Bullock, Fi of Massacl ts; Reports of State Treasurer, 1792-1800 (MSS,
Massachusetts State Library), 1803-18.

*Connecticnt: Treasurer’s 6ﬂice, Reports, 1790-1818 (MSS, Connecticut State Library); Niles Register.

Rhode Island: Acts and Resolves of the General Assembly, 1789-1805.

New York: Sowers, Financial History of New York State; Reports of State Treasurer, 1789-1812, in
Journal of the State Assembly; American State Papers: Finance.

Pennsylvania: Reports of State Treasurer, 17901810, appended to Journal of the State Senate.

*New Jersey: Reports of State Treasurer, 1801-36, in Votes and Proceedings of the General Assembly.

Delaware: Auditor’s reports in Journal of the State House of Representatives, 1796-1812. )

*Maryland: Hanns, Financial History of Maryland; reports of State Treasurer in Votes and Proceedings
of the House of Representatives, 1789-1812; Niles Register.

*Virginia: Stock ledgers of Virginia loan office (MS, National Archives); annual reports of Literary Fund
in Journal of the House of Delegates, 1819-35. )

*North Carolina: Stock journals of North Carolina loan office (MS, National Archives); Ji ournal of House
of Comunons, 1804-12.

*South Carolina: Reports of State Treasurer, 1805-19, in Acts and Resolutions of the General Assembly.

*Georgia: Schedules and Statements of Georgia Loan Office (MS, National Archives).

Totals of my figures for individual States can be compared with figures compiled by the U.8. Treasury
appearing in Adam Seybert, Statistical Annals (Philadelphisa, 1818), pp. 738, 757; Register of the Treasury,
Estimates and Statements, XIII, 18, 203-208 (MSS, National Archives). Comparison indicates my figures
subject to a margin of error of about 10 percent.

Many States used their Federal securities directly to promote bank-
ing and other economic enterprises.!* Pennsylvania sold $1 million of
its original holdings to raise funds for transportation projects, and in
other States, redemption of Federal securities was contemporaneous
with investments either in securities or in capital projects.?®* Maryland
used some of its U.S. securities to make a loan in 1796-1800 of $250,-
000 to the Federal commissioners who were preparing Washington as
the Nation’s Capital.¢

14 Pennsylvania subscribed $0.5 million of its stock to the Bank of Pennsylvania In 1793,
bought $0.4 million more as an investment in 1795 and, in turn, subscribed that to the
bank's capital in 1802-1804 (sources in note 15). North Carolina subscribed its $40,000 of
U.S. securities to a bank in 1812, and South Carolina subscribed $200,000 in 1819. Vir-
ginia's stock, amounting to $35,000, was transferred to an insurance company in 1803,
possibly as a capital subscription. (Sources for these states listed in table IIL.)

15 Papers of the Governors of Pennsylvanie, 1785-1817, Pennsylvania Archives, Ser. IV,
pp. 261, 349-350 ; State Treasurer, Reports, 1791-1805. New York sold $1.4 miilion of U.8.
stock in 1797 and was buying bank stock as the proceeds came in. When the remainder was
sold in 1818, the State had begun the Erle Canal. In Connecticut, Delaware, New Jersey,
and to some extent Maryland and Massachusetts liquidation of U.S. securitles was accom-
panied by purchase of bank or other corporation stock. (Sources for table 3.)

18 See below, p. 244
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At the time, the funding program was criticized as a measure to ex-
and the influence of the ¥ederal government at the expense of the
IS)ta,tes. But looking beyond the decade of the 1790’s, one finds a con-
trary tendency. The States, relatively debt free, were in a strong posi-
tion to expand their functions in the direction of “internal improve-
ments” of many descriptions. In particular, New York, Pennsylvania,
and Maryland, all of which benefited substantially from the funding
program, soon went in for extended investment programs. The Fed-
eral Government, on the other hand, was inhibited from such expansion
by the large burden of the debt, which reinforced the strict-construe-
tion views of Jefferson, Monroe, and Jackson.

The long-run effects of Hamilton’s program on the States may have
been detrimental. Critics have pointed out that relieving the States of
their debts also relieved them of responsibility and sometimes led to
extravagance in the incurring of debts later on.'” Furnishing the
States with such a large quantity of Federal securities may also have
encouraged a cameralistic type of thinking that stressed financing
Government from earning assets rather than taxation.!®

II

When Texas was admitted to the Union in 1845 a debt problem arose
that paralleled in many respects that of 1790. The Texas Republic
(1836-1845) had financed heavy war and defense expenditures by
issuing a great variety of claims and paper money, most of which had
depreciated greatly and become an object of speculation. By 1846 its
total debt amounted to $10 million.*

After annexation, the State adopted a debt program that was very
unfavorable to the creditors. Most of them refused to accept it and
exerted strong pressure for Federal assumption of the debt.?° Tn 1850
Congress voted to pay $10 million to Texas for relinquishing one-third
of the republic’s original territory and for certain other property.
Of this, $5 million in U.S. 5 percent securities was turned over to the
State, with the intention that the State would use them to settle some
of the unsatisfied claims, and would receive the remaining $5 million
from the United States upon turning in the securities redeemed. But
the law was worded ambiguously, and the State simply held most of
the securities as an investment. Consequently, the other $5 million re-
mained unpaid.z . :

In 1855 Congress. voted that the United States should pay the un-
satisfied creditors of Texas. The sum of $7.8 million was to be prorated
among them, giving each 76.9 percent of the face value of his securities.
These securities were redeemed in cash as fast as the creditors turned
them in over the next few years. Since the securities had sold for 10
to 15 percent of par in the early 1840, and for 25 to 40 percent in

!7'See Ratchford, American §tate Debts, pp. 67—68,

18 I'bid., pp. 7879 ; Hanna, Financial ﬁwtory of Maryland, pp. 40-45. One other payment
arose out of pre-1789 accounts. In 1832 Congress authorized payment of $381,000 to
reimburse Virginia for pensions paid to Revolutionary officers and provided for Federal
payment of future claims of that nature.—See United States Statutes at Large, 1V, 563.

1 BEdmund T. Miller, A Financial History of Tezas (Austin : University of Texas, 1916),
pp. 12-82. The population of the State was then about 136,000,

R iy b 1915123 Wt G "

ee .» DD. —~ : Willlam M. Gouge, The Fiscal History of Tezas (Philadelphia,
1852), pp. 180, 204-205. £ v of ¢ P
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1850, the Federal payment allowed for substantial speculative gains.??
However, the State of Texas was the chief beneficiary of the Federal
actions. Not only was it relieved of its debt, but it retained $3.5 million
of Federal securities as an earning asset, of which it still held $2.5
million in 1860. Texas received about $1.7 million in interest on its
holdings from 1850 to 1860—more than all its other revenues for that
period combined.?
ITI

The largest regular program of Federal subsidies to State govern-
ments was adopted because of the extensive Federal holdings of public
lands in the new Western States. To compensate for the tax disadvan-
tages this entailed, the Federal Government adopted the policy of
sharing with each State the proceeds of Federal lands sold within the
State. These grants were nominally earmarked either for transporta-
tion projects or for education and may be considered the original fore-
runner of the grant-in-aid.?*

The first such fund was established in 1803 when Ohio was admitted
into statehood as the first public-land State. Eleven other States were
given similar grants when they were admitted to the Union subse-
quently. The standard grant was 5 percent of the net proceeds of
Federal lands sold within the State.?s

These funds constituted a regular item of Federal expenditure from
1810 on. About $6 million was paid to States down to 1860. Alabama,
Missouri, and Mississippi each received just under $1 million, while
Ohio, Illinois, Indiana, and ITowa got about $0.6 million each. The
largest payments came in 1836, when $964,000 was distributed. After
1845, the Federal Government withheld the shares of States that de-
faulted on interest due to the United States on State securities in
Federal trust funds.®

Compared with the total volume of State expenditures, these pay-
ments were not very large. But for newly formeg frontier States, with
limited tax resources and uncertain credit, they sometimes made up
a substantial part of total receipts.” However, as the States lost their
frontier status, the grants dwindled both absolutely and relative to
other revenues.

2 Miller, Financial History of Texas, pp. 73—74, 128, On the extent of speculation, see
Elgin Willlams, The Animating Pursuits of Speculation (New York: Columbia University
Press, 1949), pp. 138-192.

2 Miller, Financial History of Texas, pp. 405, 416—421.

2% Benjamin H. Hibbard, A History of the Public Land Policies (New York: The Mae-
millan Co., 1924), pp. 84-85.

% Ohio was to receive 3 percent of the land proceeds in cash, to be spent for roads, while
the other 2 percent was to be spent by the Federal Government to bulld a road to Ohio
from the East (this was the origin of the Cumberland Road). States subsequently admitted
recelved either 3 or 5 percent in cash, depending on whether they benefited from the
Cumberland Road or not. Grants to five states were earmarked for education, the others
for transportation. See Hibbard, Public Land Policies, pp. 84-85; Statement of Appropria-
tions and Ezpenditures for Public Buildings, Rivers and Harbors, Forts, Arsenals, Armories,
gndDOthlegGP(ulbslg%)Works, Jrom March 4, 1789, to June 30, 1882, U.8. 47th Cong., first sess.,

. Doe. .

2 See below on defaults. In addition, Wisconsin was docked $101,000 for misappropriating
that sum from the proceeds of federal land grants for canal construction. See Raymond V.
Eélseli%glfinancial istory of Wisconsin (Madison: University of Wisconsin, 1908), pp.

27 Some approximate percentages of grant to total revenue are as follows: Ohio, 15 in
1810-20; Iowa, 20 in the late 1850’s; Illinois, 7 in 1818-35; Missouri, 30 in 1931-36.—
Ernest L. Bogart, Financial History of Ohio (Urbana: Unlversity of Illinois, 1912), pp.
118-119 ; Biennial Report of the State Treasurer of Iowa, 1859 ; F. C. James, Growth of
Chicugo Banks (New York: Harper and Brothers, 1938), P 10!5; Niles Register, XLIII,
887 ; James N. Primm, Economic Policy in the Development of a Western State: jﬁssouﬁ,
18201860 (Cambridge : Harvard University Press, 1954), p. 85.
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There is no indication that any Federal supervision was exercised
over the expenditures of these funds. In Ohio the money was turned
over to the counties to spend for roads and apparently was not applied
efficiently. Missouri adopted a similar procedure in 1833.® Indiana,
Mississippi, Louisiana, and Arkansas had extensive State projects to
which the grants contributed; most of these ended unsuccessfully.
The grants for education probably did more good: Michigan, Iowa,
angldWisconsin had special school funds into which their grants were
paid.

Several minor Federal-State transactions also related to lands. Of
these, the most important was the settlement made with Georgia for
cession of that State’s western lands to the United States in 1802. The
United States agreed to pay Georgia $1,250,000 out of the proceeds of
selling the lands, of which $1 million was paid in cash in 181418 and
the rest was covered by other credits.”

Iv

Under the Constitution, responsibility for a major element of na-
tional defense, the militia, was divided between Federal and State
Governments. On several occasions, State governments used their own
funds for expenditures contributing to national defense and were sub-
sequently reimbursed by the Federal Government. A total of $6.6 mil-
lion was paid over to States for defense claims. These claims were the
subject of numerous acrimonious controversies, some of which have
not entirely died out.®®

Most of the claims arose out of the War of 1812, because of the ex-
tensive use of militia troops, and also because the financial straits of the
Federal Government made it necessary for many localities to under-
take their own defense. The United States started settling these with
payments of over $2 million in 1817-19, but many claims were not
settled for many years. At first, only the principal sums were repaid;
but this policy was modified to allow interest to the date of Federal re-
imbursement. In all, 10 States had received by 1860 $4 million princi-
pal and $750,000 interest for claims out of the War of 1812.*

8 B, L. Bogart. Internal Improvements and State Debt in Ohio (New York: Longmans,
Green and Co., 1924), pp. 9-10: Primm, Missouri, 1820—1860, pp. 76-77, 86,

2 See Hibbard, Public Land Policies, p. 12: American State Papers: Public Lands, 111,
279-280. Georgia in turn pald part of the money back to the Federal Government to cover
its quota of the direct tax. The rest went into expanded Internal-improvement expendi-
tures.—Milton 8. Heath, Uonstructive Liberalism: The Role of the State in Economic De-
velopment in Georgia to 1860 (Cambridge : Harvard University Press, 1954), pp. 237238,
371, 441, The Federal Government also paid $4.3 milllon direct to individuals to settle
disputed land titles in this area.—P. J. Treat, The National Land System, 1785-1820 (New
York: B. R. Treat and Co., 1910), pp. 355-366. On other transactions involving lands, see
Hibbard, pp. 237—-238, 269-271.

3 See B. U. Ratchford, ‘“The Settlement of Certain State Claims Against the Federal
Government,” Southern Economic Journal, IV (1937), 53-75, on clalms for the War of
181% 2;8a15825Leonard D. White, The Jeffersoniang (New York: The Macmillan Co., 1951),
pp. — -

8t Ratchford, ‘“Settlement of Certaln State Claims . . .,”” pp. 56-57, 74; Raymond Wal-
ters, Jr., Alezander James Dallas (Philadelphia : University of Pennsylvania Press, 1943),
p. 223 ; American State Papers: Finance, 111, 174 ; Virginia House of Delegates, Journal,
1824-25. Documents Accompanying the Governor's Message, p. 12. An additlonal $1.3
million of claims for the War of 1812 were pald after 1860.—Ratchford, ibid., pp. 56-57.
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Other State claims arose out of the northeastern boundary contro-
versy with Great Britain prior to 1842, the Seminole hostilities in
Florida in 1816-18 and 1835-40, the Mexican War, and various Indian
hostilities. In the years 1857-60 the United States paid out $0.9 million
for the principal and interest of securities issued by California to
finance Indian hostilities.®?

v

The financial exigencies of the War of 1812 led the Federal Govern-
ment to impose direct (property) taxes on lands, houses, and slaves,
aggregating $12 million in 1814-15. In accordance with the Constitu-
tion, a quota of the tax was specified for each State in proportion to
population.?* However, each State government was authorized to as-
sume payment of the quota of its residents, in exchange for which a
discount of 15 percent would be allowed for expenses of collection.
E{%}}t States did this at one time or another, paying a total of $3.2
m;l%;on into the Federal Treasury, and earning a discount of about $0.6
million.3*

VI

_ From the mid-1820’s on, the subject of Federal-State financial rela-
tions underwent considerable scrutiny. The prospective elimination of
the Federal debt reduced Federal spending obligations, but strong
States’ rights sentiment opposed any expansion of other Federal
activities. Those who wanted the Federal tariff kept at protective levels,
or who wanted internal improvements expanded, sought some program
to unite Federal revenues and State expenditures. Numerous official
proposals were made and at least two bills to pay some sort of regular
subsidy to the States passed Congress to meet a presidental veto.?®

The extinguishment of the Federal debt and the great increase of
Federal land sales in the 1830’s caused the Federal surplus to mount at
an alarming rate. In June 1836, Congress voted that all funds in the
Treasury as of January 1, 1837, less $5 million, should be divided
among the States in proportion to their electoral vote. Although called
a “deposit,” it was generally understood that the funds would never
be recalled.®®

The total authorized for distribution was $37.5 million, and the first
two quarterly payments of $9.4 million each were made on schedule.
But the banking situation was becoming increasingly shakg in 1837,
and by the time the third installment came due, most of the banks had
suspended specie payments and some States had to accept depreciated
ba& credits. In (%)ctober 1837 the emergency session of Congress post-
poned payment of the fourth installment and subsequently revoked it
entirely.s?

2 William C. Fankhauser, 4 Financial History of California (Berkeley: University of
California, 1913), pp. 311-313.

23 See Adam Seybert, Statistical Annals, pp. 513-514,

3 American State Papers: Finance, 111, 43, 219-220.

35 For the Bonus Bill of 1817, see Annals of Congress, XXX (1817), 185-186: 4 Com-
pilation of the Messages and Papers of the Presidents, 1789—1897, ed. James D. Richardson,
1, 584585, For Clay’s bill to distribute the proceeds of public-land sales among the States,
sea Hibbard, Public Land Policies, pp. 179-183. For other proposals, see Annals of Con-
gress, XXX, 933 : American State Papers: Finance, V, 501-505.

» See Edward G. Bourne, The History of the Surplus Revenue of 1837 (New York: G. P.
Putnam’s Sons, 1883), pp. 21-23.

8 A detailed descrlptfon of how the Treasury handled the distribution is given in Report
of the Becretary of the Treasury . . ., in Relation to the Ezecution of the 13th and 14th
Bections oé the ““Act to Regulate the Depoaits of the Public Money,” Adopted June 23, 1836,
U.S. 26th Cong., first sess., 8. Doc. 14 (1839).
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No restrictions were placed on what the States might do with their
shares, and the dispositions varied widely. Where extensive public
works projects were underway, the funds were generally applied to
them, and in the case of Michigan and Illinois, such projects were
begun in anticipation of the Federal funds. Most of the States de-
posited their shares in banks, and several used the funds to make sub-
scriptions to bank capital. In the Northeast the common practice was
to turn the money over to local governments, which might loan or in-
vest it, apply it to general public purposes, or distribute it among the
citizens. In a few cases, the funds were used to retire State debt.s

The allocation of funds to different uses is summarized in Table 4.

TABLE 4.—Application of the surplus by the States

Use: Millions
Banks?® e e e e e e e e $8.7
Loans U 8.5
General Government (including interest) ________ __________________ 4.9
Internal improvements _____.____________________ . ___________ 3.7
Distributed to citizens e 1.1
Debt reduction 1.2

Total e —— 28.1

1 Much money invested in banks went in turn into loans to internal improvement projects
(probably about $2,000,000.

Source : Computed from Bourne, Surplus Revenue, passim.

Most of the money served to promote capital formation, either
through direct State investment or through banks and loan programs.
However, one may entertain reservations about the productivity of the
investments. Illinois and Michigan were encouraged to undertake
projects that were almost completely waste, and elsewhere Federal aid
stimulated continuation of projects of dubious merit—in Pennsyl-
vania, Maryland, and Indiana, especially.

Perhaps the most permanently beneficial effect of the surplus was
the encouragement given to State educational programs. At least 13
States provided that the income from investments made with their
shares should be devoted to schools. Often these investments turned
sour, but in most cases the State continued expenditures for education
out of general funds to fill the deficiency—expenditures that might
otherwise not have been undertaken.?®

At the same time the surplus was being disposed of, the Federal
Government, provided a smaller, but still substantial, contribution to
the States by purchasing State securities for Federal trust funds. The
chief purchases were for Indian tribes, representing the investment of
proceeds of land ceded by tribes who moved west in the 1830’s. The
Government bought $2 million of State securities in 1836 and another
$1 million each in 1837 and 1838. This inaugurated an investment
policy that was continued until after 1860.4°

% North Carolina used $0.3 million to redeem bonds held by Federal trust funds.—Bourne,
Surplus Revenue, p. 92.

3 Ibid., passim.

4 The first Federal security-holding trust fund was established in 1796 for the Seneca
Indians. In 1800, the Navy Pension Fund was established, followed by the Privateer Pen-
sion Fund in 1815. These funds combined owned about $1 million of securities in 1316-32,
mostly those of the United States. After 1832, the trust-fund device was greatly expanded
for the benefit of the many Indian tribes that were moved west by the Government. Since
the Federal debt was being extinguished, the older funds, as well as the new, were invested
chiefly in State securities. For historical details and a list of source materials, see my
unpublished doctoral dissertation, ‘‘Federal Finance and the American Economy, 1790-1860"'
(Princeton University, 1954), pp. 504-513, 520-521. Most of the purchases of State securi-

ties in 1836-38 were direct from the States, but in later years most were bought in the
open market.
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The purchases in 1836-38 were widely diversified, covering 10 differ-
ent States, with two more added by 1840. Alabama was the principal
beneficiary, a total of $1.7 million going for its securities. Tennessee
and Arkansas also received large sums. Federal holdings for selected
years are shown in table 5.

TaBLE 5.—Federal ownership of State and city securities, selected years

[Par value in thousands]

State 18331 1836 1840 ‘ 1845 I 1850 1855 1860

Florida
Georgia
Illinois.

Indiana___
Kentucky.
Louisiana._
Marylan
Michigan..
Missouri___

Pennsylvania___._._____
South Carolina.

Washington, D.C.
Railroadsd____________.._______

1 Figures are for Dec. 31 through 1840, then June 30,
2 Less than $500.
3 Includes $100,000 bonds of Richmond & Danville RR., guaranteed by Virginia, and $512,000 bonds of
Nashville & Chattanooga RR., guaranteed by Tennessee,

Sources: Reports and records of Federal trust funds. See note 40.

This program, like the surplus and the 5-percent funds, was strictly
fair-weather aid. The three programs combined paid the States over
$33 million in 1836-38.** But as hard times closed in, the Federal sur-
plus disappeared and land sales dwindled. The drying up of foreign
capital supplies left many of the ambitious States with incomplete or
unremunerative projects and with tremendous debts, service of which
required sums in excess of feasible tax programs. As a result, eight
States permitted interest on their debts to fall into arrears, and Arkan-
sas, Mississippi, Michigan, and the territory of Florida repudiated
payment of all or part of their debts.

These actions affected the Federal Government both as creditor and
as potential benefactor. On the one hand, there was considerable sup-
port for some sort of Federal aid, the most extreme proposal being for
Federal assumption of the State debts.*> This was too strong for public
opinion, but in 1841 the Whigs succeeded in passing Clay’s old proposal
to distribute among the States the proceeds of Federal sales of public
lands. The Distribution Act of September 1841 increased the share of
land proceeds going to the public-land States from 5 percent to 15 per-
cent. The remaining land proceeds, after deducting costs of surveying
and selling, were to be divided among all the States on the basis of

‘1 Compare this with total State borrowing of over $100 million 1n 1835-38.—Ratchford,
American State Debts, p. 79.

‘3 See Reginald McGrane, Foreign Bondholders and American State Debts (New York:
The Macmiilan Co., 1935), pp. 23-40. This is the best survey of State projects and the
finanecial difficulties attending them,
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population. However, the law provided that no funds should be dis-
tributed if tariff rates were raised above 20 percent. When the tariff
was increased in 1842 the distribution program was suspended after 8
months of operation and was never revived.

_The total sum authorized for distribution was $691,000.> Although
disbursements were scheduled to occur semiannually, some States re-
fused their shares in protest against the program. However, once the
program had lapsed, all but Virginia claimed their shares.*

This ended Federal efforts to provide some sort of general financial
relief to the States. The Federal Government then turned its attention
to the other side of the problem, for it was the owner of a large amount
of State securities that were in default—bonds of Arkansas, Illinois,
Indiana, Michigan, Maryland, and Pennsylvania, totaling $1.4 million
in 1843. The Distribution Act authorized the United States to with-
hold the share of any State defaulting on debts owed to the United
States, and the shares of Arkansas anﬁ Maryland were withheld.*

In March 1845, Congress authorized the Treasury to withhold the
5-percent fund of any %tate in default, and this was done for Arkan-
sas, Indiana, and Michigan.*® Eventually most of the recalcitrants re-
sumed normal debt service.*” Indiana, however, adopted a complicated
debt reorganization that the Federal Government did not accept, and,
as a result, the State made no payments to the United States on its
defaulted bonds down to 1860.%® Arkansas, which had incurred its debt
by issuing bonds to banks, refused to accept responsibility for the
bonds and made no payments after 1842. The United States owned
one-fifth of the Arkansas debt.*®

Purchasing State securities as a trust-fund investment could be de-
fended in 1836 because there was no Federal debt. But the Federal
Government continued to buy State securities even after the reincarna-
‘tion of the funded Federal debt in 1841. After redemptions and trans-
fers had reduced Federal holdings to below $3 million, another large
purchase of $1.4 million was made in 1858. From a financial point of
view, these investments were very unsuccessful, because of the high

43 Details of calculation and shares of individual States are shown in Report of the Secre-
tary of the Treasury, Showing, . . ., the Amounts Paid and now Due to the State of
Lgi?;ligi?)pi, with the Correspondence Relating Thereto, U.S. 28th Cong., first sess., 8. Doe.
7 .

«“ See the following protests: General Assembly of South Carolina, Report of the Com-
mittee on Federal Relations, on . . . the Distribution of the Sales of the Public Lands,
U.S. 27th Cong., second sess., H. Doe. 101 (1842) ; Resolutions of the Legislature of Ala-
bama on the Subject of the Act for the Distribution of the Proceeds of the Sales of the
Public Lands, U.S. 27th Cong., second sess., H. Doc. 104_(1842) ; Preamble and Resolutions
of the Legislature of New Hampshire, Declaring the Distribution Act, the Tariff Act, and
the Bankrupt Act, to be Inexpedient and Unconstitutional, . . ., U.S. 27th Cong.,, third
sess., H. Doc. 63 (1843). Virginia’s share was paid to the “restored” (Union) Government
of the State in 1862.—Receipts and Expenditures of the United States, 1862, p. 88.

4 The law exempted debtor balances of 1793 and the surplus ‘‘deposits’” of 1837. On
Maryland, see John B. McMaster, History of the People of the United Statea (New York:
D. Appleton and Co., 1883-1913), VII, 5; on Arkansas, see Bonds of Arkansag Held by the
United States, U.S. 51st Cong., second sess., H. Report 3314 (1890), p. 2. X

8 Letter from the Secretary of the Treasury, Transmitting Information . . ., Relative
to the Two or Five Per Cent Fund with the State of Arkansas, U.S. 29th Cong., first sess,,
H. Doe. 47 (1845). The sums withheld were: Arkansas, $70,000; Indiana, $108,000;
Michigan, $31,000. Illinols resumed payments in 1846 before any Federal funds were with-
held. Michigan resumed in 1854, 3

47 See McGrane, Foreign Bondholders, passim, on programs of the varlious States.

48 See Report [0f] the Committee on Finance, to Whom was Referred Bill No. 10, “To
Provide for the Surrender of Certain Bonds of the State of Indiana,” U.S. 33d Cong., first
gess., S. Rept. 64 (1854). Indiana’s account with the United States was finally settled in
1868.—See Letter from the Secretary of the Interior, Commaunicating, . . ., Information in
Relation to Certain Indiana State Bonds, Held by Him as Trustee for Certain Indian
Tribes, U.S. 41st Cong., third sess,, S..Doc. 12 (1871)..

4 See McGrane, Foreign Bondholders, pp. 245-264. The account was finally settled in
1898.—See Bonds of Arkansas Held by the United States; U.8. Statutes at Large, XXX,
367-368. )
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incidence of default and repudiation, and were a source of friction and
ill feeling between the governments involved.*

VII

Establishment of the National Capital in Washington led to several
interesting financial incidents. The gtates of Maryland and Virginia,
in addition to ceding the land for the District of Columbia, also
granted $72,000 and %120,000 respectively to the United States to be
used for public buildings. Since the development of the Capital was
a political stepchild, the project was soon in financial difficulties, and
Congress, unwilling to advance funds directly, authorized the Com-
missioners in charge to borrow if they could. Maryland then lent them
$250,000 in U.S. 6-percent stock in 1797-98 and 1800. This loan was
repaid out of the United States Treasury in 1804-1808.5

In addition to all these measures involving intergovernmental trans-
actions, the Federal Government entered jointly into several canal
projects with States. Federal funds were subscribed to the capita] of
four canal corporations in 1825-33. Of these, Maryland and Virginia
joined it in the Chesapeake and Ohio Canal; Maryland, Pennsylvania,
and Delaware participated in the Chesapeake and Delaware, and
Virginia entered into the Dismal Swamp Canal Co.*

VIII

The aggregate of all the transactions we have discussed brought a
net flow of about $90 million from the Federal Government to the
States (see table 1). Not all of this can be considered gift or subsidy.

& Further difficulties soon arose. In 1860, it was discovered that $870,000 of securities
had been stolen.-—Report [of] The Select éommittee, . . . tn Relation to the Fraudulent
Abstraction of Certain Bonds, Held by the Government in Trust for the Indian Tribes,
From the Department of the Interior . . ., U.S. 36th Cong., second sess.,, H. Rept. 78
(1861). Soon afterward, about $2 million of the trust-fund securltles were defaulted by
seceding States.

st Maryland and V1r§1nla petitioned for refund of thelr grants in later years on grounds
that the money was only lent, but they were unsuccessful.—See Payment oé Certain Moneys
Advanced by Virginia and Maryland to the United States, U.S. 60th Cong., first sess.,
S. Rept. 480 (1908). The District of Columbia Commissioners sold the stock lent to them
at a discount of about 15 percent. Maryland thereupon bought back $20,000 of it for
$16,600. See American State Papers: Miscellaneous, 1, 219-221, 245-246; Wilhelmus B,
Bryan, A History of the National Capital (New York: The Macmillan Co., 1914), I, 206.

8 The division of stock ownership in these cansls was as follows (thousands):

Investor C.&0.]C.&D. D.8.

United States s §2, 500 $450 $200
Maryland 5, 000 -1 ) P
Virginia 250 190
Delaware. .. 25 | oo
Pennsylvania 100 fooeeiaceas
Private investors.... 609 1, 625 96

Total. 8,360 2,250 486

a Tncludes $1.5 million invested by the cities of Washington, Georgetown, and Alexandria, D.C., taken
over by the United States when it assumed their debts.

Sources: Report fof) The Commiltee on Roade and Canals, to Whom was Referred the Application of the State
of Maryland for a Surrender and Transfer of the Stock Held by the United States in the “cz;leaapmke and Ohio
Canal Company,” U.S. 27th Cong., second sess., S. Doc. 313 (1842); Letter from the Secretary of the Treasury
Transmitting an Opinion by the Atlorney General Relatire to o Pro%oaed Sale of the Stock Held by the United
States in the Dismal Swamp Canal, U.S. 40th Cong. second sess., H. Doc. 135 (1868); Hearings on H.R. 20775,
U.S. 60th Cong., first sess. (1907).
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This amount may be compared with Federal expenditures of some-
what over $2 billion in the years 1790-1860. The total receipts of the
States during this period, including net borrowing, were probably on
the order of $3 billion.

To particular States at particular times, Federal funds bulked large,
In the 1790’s, Delaware, New Hampshire, and Connecticut derived
from 20 percent to 50 percent of their revenue from Federal securities,
and Texas received over 50 percent from this source in 1851-60. Newly
formed frontier States not uncommonly derived 10 percent to 20 per-
cent of their revenue from their share of Federal land sales. The com-
bined effects of Federal programs had a major influence in the States
in 1790-1800 and in 1836-38. Otherwise, the Federal-State transac-
tions were not important economically.

As we have seen, these transactions were related to State experi-
ments with transportation and banking enterprises, and to the devel-
opment of public education. The funding program helped arouse State
interest in investing in earning assets. The 5-percent funds, the sur-
plus revenue, and Federal security purchases all promoted internal-
improvement projects. The surplus provided a major stimulus to the
development of educational systems, and five States also received their
5 percent grants earmarked for education, totaling $1.5 million down
to 1860.

Whatever their immediate economic importance, these programs are
of interest in showing the continuing attention paid to the problem of
reconciling the superior revenue-raising ability of the Federal Gov-
ernment with the desire for local autonomy and self-determination
in Government expenditures.

52 See James A. Maxwell, The Fiscal Impact of Pederalism (Cambridge: Harvard Uni-
versity Press, 1946), p. 18,



FEDERAL-STATE COLLABORATION IN
THE NINETEENTH-CENTURY
UNITED STATES*

BY Danier J. Erazar**
FeperavrisMm : COOPERATIVE OR DUAL

The operation of the American Federal system in the 19th century
has been the subject of much discussion and some examination since
the New Deal and the so-called “rise of cooperative federalism.” It
has generally been assumed that federalism in practice, like federalism
in theory in the 19th century (which is here taken to include the entire
period between 1790 and 1913) has been dual federalism, in which
the Federal and State Governments pursued virtually independent
courses of action during a period when government activity was, in
any case, minimal.!

This essay is based on a study of intergovernmental collaboration in the 19th
century United States, conducted under the auspices of the Workshop in American
Federalism, University of Chicago, and financed by the Ford Foundation. The
major product of the study is the writer's book, The American Partnership
(Chicago, 1962) which presents the data summarized below in greater depth and
detail. Particular acknowledgment is due the Institute of Government and Public
Affairs, University of Illinois, which provided me the time and facilities with
which to prepare this essay.

Dual federalism has been defined by Clark, among many others, as
“two separate Federal and State streams flowing in distinct but closely
parallel channels.” Perhaps the best definition of the term was that
given by Chief Justice Roger B. Taney in the name of the U.S. Supreme
Court, 1n Ableman v. Booth (21 Howard 506), at the height of the era
of dual federalism, in 1858: “The powers of the General Government,
and of the State, although both exist and are exercised within the
same territorial limits, are yet separate and distinct sovereignties, act-
ing separately and independently of each other, within their respective
spheres.” Dual federalism as a doctrine has been expounded at various
times by Presidents of the United States (particularly while vetoing
Federal aid measures) ; 2 by the U.S. Supreme Court (particularly in
opinions restricting the powers of government—Federal or State—to

*Reprinted from Political Science Quarterly, vol. LXXIX, June 1964, No. 2
**University of Minnesota.

1This thesis has been most persuasively stated by George C. S. Benson in The New Cen-
tralization (New York, 1941) and Jane Perry Clark in The Rige of a New Federalism (New
York. 1938), and has been repeated by such eminent authorities as Arthur N. Holcombe in
Our More Perfect Union (Cambridge, Mass,, 1950). A variant thesis, which argues that Fed-
eral-State administrative cooperation existed 1n the early days of the Republic and was then
replaced by strict dual federalism, has been advanced by Edward 8. Corwin (inventor of
the term ‘“‘dual federalism”) in The Twilight of the Supreme Court (New Haven, 1934)
and in other books and by Leonard D. White in bhis great four-volume study of Amerlcan
administrative history, The Federalists (New York, 1948), The Jefiersonians (New York,
1951), The Jacksonians (New York, 1954) and The Republican Era (New York. 1958).

1 See James D. Richardson (ed.), Messages and Papers of the Presidents (Washington,
D.C., 1908), for exemplary statements by Thomas Jefferson, James Madison, James Monroe,
Andrew Jackson, Frankiin Plerce, James Buchanan, and Grover Cleveland, among others.
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act) ;® by spokesmen for the South (particularly when justifying
slavery, segregation, or secession) ; * and by conservative business in-
terests (particularly when seeking to avoid government regulation).
The doctrine has been expounded as representing classic American
federalism so long and so forcefully that it has been accepted, by
students of American institutions and others, as fact.

The central hypothesis of this study is that the traditional picture
of 19th-century American federalism 1s unreal, that federalism in the
United States, in practice if not in theory, has traditionally been co-
operative, so that virtually all the activities of Government in the 19th
century were shared activities, involving Federal, State, and local
governments in their planning, financing, and execution. The pattern
of sharing in American federalism was established, in its essentials,
in the first decades after the adoption of the Constitution. This study
seeks to explain how that pattern has continued to evolve since then.
Its central conclusions are that the theory of dual federalism was not
viable when applied to concrete governmental problems in specific
situations even in the early days of the Republic; that dual federalism
when interpreted to mean demarcation of responsibilities and func-
tions has never worked in practice; and that, while the amount of
governmental activity on all planes in relation to the total activity of
American society (the “velocity of government”) has increased, the
governmental activity that existed in the 19th century was shared in
much the same manner as governmental activity in the 20th century.
A1l this is true despite formal pronouncements to the contrary, made
by the political leadership of the day who spoke in terms of demarca-
tion but practiced cooperation.

Tae EreMeENTS OF COOPERATIVE FEDERALISM

The roots of cooperative federalism are entwined with the roots of
federalism itself. It was during the colonial period that the four ele-
ments which later coalesced to form the pattern of intergovernmental
cooperation first appeared on the American scene. Among these ele-
ments were a federalist theory of government,® a dual governmental
structure, some specific cooperative programs, and some administra-
tive techniques for intergovernmental collaboration.®

These four elements of theory, structure, program, and technique
can be traced through the subsequent evolution of the American gov-
ernmental partnership. They were first combined under a general
American Government by the Second Continental Congress after the
declaration of American independence in 1776. Consequently, the
patterns of intergovernmental cooperation that developed informally

3 See, for example, Collector v. Day (11 Wallace 113), the Slaughterhouse cases (16 Wal-
lace 36), Munn v, Illinois (94 U.8. 113), Hammer v. Dagenhart (247 U.8. 251), and Ponzi
v. Fessendan, et al. (258 U.S. 254).

4 The classic statement of the Southern viewpoint is that of Alexander H. Stephens,
A Constitutional View of the War Between the States (Philadelphia, 1868).

6 For a discussion of this theory of federalism, see Carl Becker, The Declaration of Inde-
pendence (New York, 1958), ch. III. Part of the theoretical debate over the nature of the
British Empire prior to 1776 centered on specific eases of parliamentary agents engaging
ifn unconstitutional unilateral action within the colonies rather than conforming to the
constitutional patterns of crown-colonial cooperation as they were concelved by the col-
onists, though the discusslons were not phrased in those terms.

s For a discussion of land grants in the colonial period, see Mathias N. Orfield, Federal
Ltmid 5G§8nts to the States, With Special Reference to Minnesota (Minneapolis, 1915),
pt. I, 9-50. .
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during the Revolutionary War antedate even the Articles of Confed-
eration. That document, the first written constitution of the United
States, implicitly provided for collaboration in a manner highly rem-
iniscent of the then recently sundered relationship between colonies
and crown, as it had been viewed in American political theory and as
it was embodied in the structure of colonial government institutions.
Even the programs requiring collaboration (defense, taxation) were
much the same. With the development of a national policy of grants-
in-aid based on the western lands in the Northwest Ordinances of 1785
and 1787, the creation of the Confederation-sponsored Bank of North
America in 1784, and the general reliance of the Confederation Con-
gress on State officials to execute its actions, the colonial techniques
of collaboration were also embraced by the Confederation.

It is unquestionably true that collaboration under the Articles was
overdependent on the actions of the States and often failed in practice.
This was, of course, purposely changed with the adoption of the Con-
stitution in 1789 and in the course of its translation into action during
Washington’s first administration. While the “intentions of the
framers” are always subject to dispute, it seems safe to say that the
Constitution is orlented to neither cooperative nor dual federalism
per se. It provides for dual institutions, some cooperative programs,
and a wide range of concurrent powers which can either be divided be-
tween the Federal Government and the States or shared by them in
various cooperative programs. By and large, the decision of the Ameri-
can people has not been to separate functions by government but to
maintain dual institutions which share responsibility for the imple-
mentation of specific functions. This “decision” has not been made
through a prior conscious design but through a continuous series of
specific decisions involving concrete programs. The continuing evolu-
tion of the theories, structures, programs, and techniques of the feder-
alism that emerged from this process is what we today term coopera-
tive federalism.

Txr ARCHITECTS OF CoOOPERATIVE FEDERALISM

Just as the Founding Fathers did not perceive the future role of
political parties in the United States, it seems that they did not plan on
the development of cooperative federalism as we know it. The major-
ity of the theoretically oriented founding fathers either viewed the
federal system as dual and separate with the States having the domi-
nant role and the powers of the Federal Government confined to those
objects specifically enumerated in the Constitution or as one in which
the National Government would have the dominant role while the
States were to become relatively weak repositories of residual local

Owers.
P The men who became the architects of American federalism did not
view the Federal system as one in which there was to be either a
erpetual struggle between the Federal and State governments for
ominance or an irrevocable separation of their respective functions
for the sake of amity between them. Avoiding the premises of legalistic
thought, they did not view the two planes as rivals, but as partners
in government who were to share responsibility for a wide range of
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activities for the mutual benefit of the Nation as a whole and for its
constituent States.

- These architects did not leave a formally organized and recognized.
body of theory behind them because they wrote of their theories al-
most exclusively in response to specific practical problems. Neverthe-
less, examination of their official reports and other documents which:
they produced during their public careers does reveal some coherent
patterns of thought on the proper nature and goals of American
tederalism.”

Foremost among the men who led the movement toward intergovern-
mental cooperation to meet the problems of a dynamic society were
Albert Gallatin and John C. Calhoun, who pioneered the formulation
and implementation of cooperative programs during the first four
decades of the Republic. Aside from these two principal architects of
American federalism, many people made major contributions to the
development of the Federal system as we know it. Other top-ranking
officials in the Federal executive branch, particularly in the Treasury,.
War, and Interior Departments, led the Federal Government into
the field of specific cooperative activities when cooperation, as such,,
was not popular as a doctrine. The professionals in the Federal and
State Governments, who were interested in promoting specific pro-
grams for the benefit of the whole Nation and its constituent parts,.
provided ‘cadres for the initiation and implementation of cooperative:
programs in undramatic ways while the rest of the country virtually
ignored them and the governments they served. The advocates of
specific programs, who were not in or of government at any level but
who wanted to see the development of certain public activities at all
levels (or regardless of level), provided a basis for the mobilization
of popular support in those cases where government did take part.
Finally, much of the development of the system was stimulated by the
members of the Congress of the United States and the several State
legislatures who, because of their interest in the general welfare or as
an outgrowth of their local concerns, supported intergovernmental
cooperation in those fields of endeavor which seemed most necessary
to them despite an overall theoretical disposition to limit government
in general and to separate by level those few activities that were con-
sidered to be of legitimate governmental concern.

CooPeraTIVE FEDERALISM BETWEEN 1789 AND 1848

American federalism has evolved over three historical periods, all
bound together by the thread of intergovernmental collaboration. A
strong case can be made to demonstrate that the three periods of fed-
eralism correspond to the three major periods in postcolonial American
history generally. The particular characteristics of federalism in these
three periods can be identified by the forms of intergovernmental col-
laboration that predominated in each, though in every period the

7 Some of the most important of these documents setting forth the cooperative approach
are: Albert Gallatin, ‘“‘Report on Roads and Canals,” American State Papers: Miscellaneous,
I, 724-921 (Apr. 4, 1808) ; John C. Calhoun, “Report on Roads and Canals, Communicated
to the House of Representatives, Jan. 14, 1819,” in Cathoun, Works (New York, 1855), V,
40-54 ; Calhoun, “Report on the Condition of the Military Establishment and Fortifications,
Communicated to Congress by the President, Dec. 7, 1824,” ibid., 141 ; Mahlon Diekerson,
Report on the President’s Message as Respects the Distribution of the United States Sur-
plus, 21st Congress, first sess., December 1830,
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other forms of cooperation existed alongside the predominant ones.
The difference between the three periods is not a difference in the
nature of intergovernmental cooperation but in the predominant forms
by which such cooperation was effected.

The first period encompassed the formative years of the American
Nation and its Federal system, including the Revolutionary and Fed-
eralist eras, the fluorishing and subsequent decline of the Jeffersonians,
and the rise of “Jacksonian Democracy.” When it came to a close in
the mid-1840’s, the United States had fought its second war of inde-
pendence, turned its back on Europe to concentrate on westward ex-
pansion, and was just completing the continental expansion of the
Nation’s boundaries.

This was also the period in which the mercantilist orientation of the
American economy which openly allotted to government a major share
in the economic development of the Nation persisted and finally de-
«clined, to be replaced by the laissez-faire persuasion which, at least in
theory, denied Government any but a minimal role.® In fact, the last
decade of this period was marked by the fluidity and confusion charac-
teristic of a change in eras, both in the economic and governmental
realms, since the changes in the forms of federalism coincided with the
changes in economic organization.

This first period contributed refined versions of the vital ideas of
natural law and constitutionalism to the American mystique, as ex-
pressed in the basic documents that emerged from the Revolutionary
era. As part of this set of ideas, the concepts of federalism were defined
and refined as well. Dominant in this formative period were the activi-
ties of the major architects of pre-20-century cooperative federalism,
Gallatin near the beginning and Calhoun near the end.

The major vehicles of intergovernmental cooperation in this period
were the joint stock company (in which Federal, State, and local
governments, as well as private parties, joined to invest in corpora-
tions established to undertake specific projects, usually in the realm
of internal improvements and banking) for long-term cooperative
projects, and the cooperative survey (in which the Federal Govern-
ment would send or lend Army Engineers to the States to survey and
plan internal improvement projects) coupled with the widespread use
of Federal technicians by the States as a means of providing Federal
services-in-aid to the latter. During this period the majority of the
States then in the Union did not have extensive Federal lands within
their boundaries, so the tone of cooperation was set by programs
designed for the States without public lands. Cooperation in the field
of banking was the most formally structured on a nationwide basis.
Internal improvement programs usually involved formal arrange-
ments, but were almost always tailored to specific situations in each
State and even for each project. Federal aid to education was vital,
but generally consisted of “back-door financing” through Federal
“reimbursement” of certain State-incurred expenditures with the
implicit understanding that the funds would be used for education.
The major continuing programmatic concerns of American Govern-

8 For a discussion of the mercantilist approach in American political economy durin
this perlod, see Curtls P, Nettels, “British Mercantilism and the Economic Development o:
the Thirteen Colonies,” The Journal of Economic History, XII (1952), 105-114.
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ment had already emerged during the first period. They were the
extension of internal improvements, the maintenance of a sound
nationwide fiscal system, the establishment of appropriate educational
facilities, and, to a more limited extent, the provision of necessary
public welfare aids.

In the field of internal improvements, the first period was given
over, in the main, to water transportation, primarily through canals,
and, to a lesser extent, to overland transportation via wagon roads.
One of the best examples of federal-state collaboration in canal con-
struction was the opening of the Dismal Swamp Canal, connecting
Norfolk, Virginia, with Albermarle Sound in North Carolina. In
1816, after several abortive local attempts to construct a canal
through the Great Dismal Swamp of Virginia, the State of Virginia
joined the State of North Carolina, the city of Norfolk, and private
Investors in the creation of a joint stock company to implement a
canal plan prepared by the Army Engineers in 1808 as part of a
national blueprint for internal improvement.

Informal cooperation between State and Federal officials was devel-
oped to advance construction. This included Federal assistance in
securing a supervising engineer for the State (1816), as well as a
second survey by qualified Federal engineers (1817). This cooperation
involved the highest administrative levels of both the Federal Gov-
ernment and the State, including the President of the United States;
the Secretaries of State, Treasury, and War; the diplomatic corps;
Government bureaus such as the Army Engineers, the Governor of
Virginia, his agents, and the Virginia Board of Public Works. Some
of this cooperation came about through direct interlevel contracts
made through the normal administrative channels. Part of it came
about through the State officials’ use of the services of their Senators
and Representatives in Washington.

Ten years later, despite the company’s efforts and further informal
Federal-State collaboration, the canal had still to be completed. De-
spite periodic State subsidies, the company still lacked the requisite
funds. In 1826, the Virginians, with the active assistance of the War
Department, were able to persuade Congress to invest $150,000 in the
project and, in that way, to acquire 600 (out of a total of 1,240) shares
in the company. Once the Federal Government became a partner in
the enterprise, it provided the additional professional and administra-
tive services, as well as the needed funds, for the completion of the
project. Despite the oratorical denunciations of “States’-rights” Vir-
gimans, this Federal “intervention” succeeded in bringing the canal
to a state of readiness by 1828, For the next three decades the Federal
Government and the State of Virginia continued their cooperative
efforts to maintain and improve the canal. Though the formally coop-
erative aspects of the program came to an end with the coming of the
Civil War, the canal is still in use as an important part of the Intra-
coastal Waterway system.

Closer examination of the details of this program reveals the three
major areas of Federal-State cooperation characteristic in projects
of this nature: construction of the canal, maintenance and improve-
ment of its facilities, and control over the administration of its opera-
tions. The first two areas involved both fiscal aid and the services of
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governmental personnel. The third involved cooperation between Fed-
eral and State officials. While the Federal Government did not become
a full partner in this enterprise until it was already under construc-
tion, once it did enter the partnership its role became a crucial and
even dominant one. Yet this did not come about through the lessening
of the State’s power but through a coincidence of interest (often made
explicit in the correspondence between State and Federal officials at
the time) between the State and Federal Governments. To insure this
coincidence of interest the State as a whole and the locality involved
both had means of influencing Federal policy and actions through
their Senators and Representatives.

Administration of the canal was a joint Federal-State venture. The
Federal executive delegated the power of proxy (to represent the
Federal interest in the project’s administration) to the collector of the
port of Norfolk and detailed other Federal personnel to aid in the
comstruction of the canal. The State executive, pursuant to earlier
acts of the legislature, provided for the State board of public works to
act as proxies and supervisors for the State which, through its greater
direct role in the company (which was a quasi-official State agency)
became primarily responsible for actual construction. Cooperative pro-
cedures were then developed by the two sets of officials involved. (gon-
struction and, later, maintenance proceeded under the direction of the
company, supervised by the State board of public works and utilizing
Federal engineers and equipment. The company reported to the State
and to the Federal Government and the State board also reported to
the Treasury and War Departments. Company policy was decided by
its board of directors dominated by the United States and the State of
Virginia, whose representatives operated in concert within 2 commu-
nity of interest. The few attempts to change company policy that were
made were in every case directed against both governments by the
nongovernmental shareholders rather than by one against the other.

The case of the Dismal Swamp Canal is typical. By the third dec-
ade of the 19th century, the pattern of intergovernmental cooperation
was already clear in projects such as this one, of which there were
many. Changes were indeed made in subsequent years but they were
changes designed to improve the mechanisms rather than to modify
the basic relationships. While Federal control over standards tended
‘to grow, State control over processes grew as a counterbalance.

ollaboration under the Constitution in the fiscal field may be said
to have begun with Federal a,ssumgtion of the States’ Revolutionary
War debts in 1790. During the 1790’s, Federal reimbursement of State
debts already paid, coupled with the sale of State lands, furnished
sufficient income for most of the States to maintain themselves with-
out resorting to taxation.® Though the level of State governmental
activities was low prior to 1816, the States began to develop a tradi-
tion of spending money with relatively little responsibility for raising
revenues, This was coupled with a developing, albeit unrecognized,
reliance on the Federal Government for funds to initiate and support
the major programs of each era. While it may be argued that the reim-
bursement funds “rightfully” belonged to the States in the first place,

° William J. Shultz and M. R. Calne, Financial Development of the United States (Neﬁ
York, 1937), pp. 117-118,
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in the last analysis they came from the Federal Treasury and were
used for projects which the States would not have been able to finance
-alone because of local opposition to increased taxation.

Two other major cooperative fiscal programs were established by
‘the first Congress. The first involved the levying of a direct tax among
the States, which were given quotas based on the constitutional for-
‘mula and required to raise and deliver the taxes to the Federal Gov-
-ernment. Direct taxes were levied in the above manner intermittently
over the next century. The second program involved the inauguration
-of a central banking system for the United States through the char-
tering of the first Bank of the United States as a Federal-controlled
agency.

gFederal involvement in the banking system is almost as old as bank-
ing as an institution in this country. When the first Bank of the
“United States was established in 1791, only four other banks existed
in the entire United States and one of these four, the Bank of Nqrth
America, had been chartered by the Confederation Congress as a
-quasi-nation bank.°

In the early period, the great majority of banks were either State-
owned, joint stock companies in which the State was a major share-
‘holder, or controlled by the State through special charter provisions.
"The Bank of the United States, a Government-controlled bank under
Federal auspices, served as the fiscal and banking arm of the Federal
‘Government and manager of the Federal deposits. In this capacity it
dominated the American financial scene prior to 1800. According to
‘Shultz and Caine, “Through its branch organization it cooperated
with and to some extent controlled the newly created State banks
‘throughout the country.” *

Under this first and subsequent national banking programs, a signif-
icant amount of intergovernmental cooperation developed. Some of
‘this cooperation was formally written into law by both Nation and
‘State, while some of it evolved informally in response to obvious situa-
tions and needs. The directors of the Bank, which was located in
Philadelphia, did not originally intend to establish branches in other
parts of the country, but pressures from stockholders in other cities
-soon forced them into widespread branch banking, primarily because
so few banks existed outside of the Northeast. Four branches were
opened in the spring of 1792 after some attempts were made to absorb
the four existing State banks. This latter move was resisted by many
-of the same people who had previously supported creation of the na-
tional bank against those who felt it to be a threat to States’ rights as
well as a corrupting influence in an agrarian society. Just as they recog-
‘nized the need for some centralized banking institution, they also
feared too much centralization and resisted any attempts to eliminate
-the §g1stem of dual institutions which makes cooperative federalism
possible.

The U.S. Bank soon began to function as a clearing house and source
of capital for the various State banks, as well as serving as fiscal arm
-of the Federal Government. As such it was accepted as an asset by the

10 Bray Hammond, Banks and Politics in America, from the Revolution to the Civil War
-(Princeton, 1957), p. 144.
1 Shultz and Calne, 125.
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more conservative banks and as an undesired threat by the more reck-

less c;md speculative ones. Hammond describes its operation in these
words:

Being the main Government depository and having offices in the principal com-
mercial cities, the Bank was the general creditor of the other banks. It had the-
account of the largest single transactor in the economy—the Federal Govern-
ment—and the receipts of the Government being mostly in the notes of State
banks and these notes being deposited in the Bank, it could not help being their
creditor. By pressing them for payment of the notes and checks received against
them, the Bank automatically exercised a general restraint on the banking
system . . . The restraint upon bank lending came later to be designated central
bank control of credit.”

Congress allowed the Bank’s charter to expire in 1811, despite ad-
ministration support for its renewal, as a result of the opposition
generated by a coalition of extreme states’-rights conservatives and
spokesmen for eastern businessmen interested in speculation on the:
frontier, where less control over fiscal matters would aid their highly
speculative ventures. As in the debate of 1791 and in many subsequent
debates over similar subjects, the arguments this coalition used against
the Bank were those of constitutionality, but the motivations were
those of business. On the other hand, the new agrarians, primarily
westerners, wanted to maintain the National Bank precisely because:
the State banks had already proved their inability to meet what were,
in essence, national needs, in particular those related to westward ex-
pansion.

The Nation soon discovered how useful the central bank had been..
The War of 1812 brought with it serious fiscal problems for the Fed-
eral Government and the States, many of which could have been avoid-
ed had a central bank been in existence. In 1816 Congress reversed
itself and voted the establishment of the second Bank of the United
States. The reversal was made possible by a parting of the speculator-
States’-rights coalition. While the speculators continued to oppose cen-
tral banking as interfering with their opportunity to manipulate the
Nation’s fiscal affairs, a number of States’-rights advocates supported
the new Federal bank as an aid to the States in their struggle, often
against the speculation interests, for fiscal solvency. They were led
to take this position as a result of the contrast between their experiences:
with the intergovernmental collaboration that had developed between
the States and the first Bank and their experiences with “free” bank-
ing between 1811 and 1816. Indeed, their major demand in preparing-
the charter for the second Bank was that its collaborative aspects be
strengthened. Cooperative federalism in the banking field was already
being used to develop a system in which the duty and ability of the
States to_take action was both stimulated and guaranteed by the-
Federal Government.

The most forceful argument for Federal responsibility in monetary
matters, from the constitutional point of view, came from John C.
Calhoun, who had assumed Gallatin’s role as leading architect of
cooperative federalism in his generation. His statement, in this case-
as in so many others, has a most modern ring. It was Calhoun’s view
that when any private enterprise (in this case the financial interests)
grows strong enough to exercise a power granted to the Federal Gov-

12 Hammond, pp, 198-199.
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ernment under the Constitution (in this case, control over the sound-
ness of the currency) it must be subject to regulation in the public
interest. This regulation is best achieved by reassumption of the power
by the Federal glovernment, in the interests of the public and of the
States.’®

The charter that was finally enacted made it quite clear that the
second Bank was a continuation of the first. Thus it may be said that
the same national banking system served the country for 40 of the 45
. years between 1791 and 1836. The new charter gave the Federal Gov-
ernment the power to require the Bank to establish at least one branch
in each State, under certain conditions. In addition, the bank was spe-
cifically designated as the principal depository of the U.S. Treasury,
though the State banks, which had inherited the Federal deposits after
the demise of the first Bank, under a different cooperative program
were allowed to keep some deposits because they were so dependent
on them to stay solvent.

Even without the National Bank, cooperative relationships had
developed between the U.S. Treasury and the State banks. The latter
served as Federal depositories and disbursing agents during periods
when the National Bank did not exist and also paraliel to it when it
did. As long as the mercantilist view of the role of Government in the
economy prevailed for a majority of the Nation, this cooperation con-
tinued. It was only when this view was abandoned due to changing
times that the forms of cooperation created under it became inade-

uate.

4 After 1828 the operations of the U.S. Bank centered around forcing
the State banks to adopt more conservative banking practices. This
attempt came just as the more radical and speculative business ele-
ments were attaining political power under the Jacksonian Democ-
racy. As a result, their cries that the Bank was strangling business
expansion in the interests of a few wealthy eastern capitalists fell on
willing ears and doomed the second Bank in much the same manner
as the first had been. Even so, the political struggle that led to Jack-
son’s veto of the recharter bill in 1832 sealed the fate of the Bank more
because of conflicts between persons in the political arena than for
reasons of principle, and certainly did not imply a rejection of Fed-
eral-State collaboration.

Beginning in 1833 the $6,500,000 in Federal deposits were gradually
withdrawn as the funds were spent (gradually, to prevent a sudden
collapse of the Nation’s finances, a tribute to the role played by the
Bank as the central force in the national monetary system). Newly
received funds were deposited in the State banks once again, as the
had been after the demise of the first Bank, where they remained until
the establishment of independent Federal depositories in the 1840%.

The first century of the American Republic witnessed a struggle
between advocates of a national banking system designed to bring
some measure of national order to the fiscal scene and advocates of
maximum Jlocal control over the money system. For 40 years prior
to the administration of Andrew Jackson, the nationalists were sue-
cessful in perpetuating a centralized, cooperative, banking system.

13 Calhoun, Works, I, passim.
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In the 1830’s the tide turned and the localists were able to decentralize
the system. During the Civil War, the passage of the National Bank-
ing Act of 1863 signified another turn in the direction of order through
the creation of a uniform national currency and nationally applied
bank standards which in themselves gave rise to a new cooperative
regulatory program in which the Federal and State Governments
shared in the regulation of the newly created national banks. Finally,
the creation of the Federal Reserve System in 1913 brought both
the national and local approaches together in a workable compromise.

Collaboration in the field of education in the States without public
lands was less direct in the early period. Before 1837, one major
means by which Federal assistance for the establishment of public
schools was made available was through the reimbursement process.
It has already been indicated that Federal assumption of the States’
Revolutionary War debts and the General Government’s reimburse-
ment of those debts already paid by the States provided the bulk of
the states’ revenues prior to the War of 1812. During that conflict,
and subsequent ones through the Spanish-American War, the Federal
Government again had to rely upon the states for a major share of the
immediate financing of the Nation’s war effort. Whenever necessary,
the States raised, equipped, and supplied their troops with the prom-
ise of Federal reimbursement after the cessation of hostilities. While
the War of 1812 marked the high point in the role of the States in
financing a war effort, reimbursable State defense expenditures con-
tinued to be made for Indian conflicts, international border disputes,
and even for major national wars, throughout the 19th century.

Federal reimbursement of war expenditures provided the States
with larger amounts of revenue for use in providing domestic services
than would otherwise have been possible for the States to raise through
universally unpopular taxation. Furthermore, in the negotiations for
reimbursement, the States’ Washington agents and congressional dele-
gations were often able to have expenditures of less than strict legiti-
macy included in the final accounting. This was possible because it
soon became widely understood and accepted that Federal reimburse-
ment funds would be used by the States wholly or partly to finance
the establishment of free public educational systems. Here, as in the
case of internal improvement and fiscal organization, the problem of
education was simultaneously of both local and nationwide concern
-and, consequently, was attacked by all planes of government. In the
public land States, the Federal-State-local partnership could operate
through the medium of the land grant by which the Federal Govern-
ment provided potentially handsome endowments for public education
from elementary school through the university. Constitutional scru-
ples on the part of a strong and determined minority prevented the
direct, overt extension of Federal aid to those States without public
lands. However, since the felt need for Federal assistance and stimu-
lation in the field of education remained, the reimbursement system
was seized upon to provide an acceptable alternative to formal grants-
in-aid.

Thus it was that the States would file claims for reimbursement with
the War Department, with the necessary substantiating documents,
and then would secure congressional approval for any out-of-the-
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ordinary claims by letting it be understood that the funds involved
would be used to Eromote_ education, often through the creation of a
permanent fund that would provide annual benefits. In some States,
such as Virginia, the interest on the invested reimbursement funds.
%rovided the State’s sole contribution to public education for decades..

ven in New England they were influential and important, particu--
larly in stimulating the States to enforce their own compulsory school
laws which were often ignored when left entirely to the local com-
munities.

In 1837, the U.S. Treasury surplus was distributed among the States:
by a formula based on each State’s population. While the strict con-
structionists prevented formal earmarking, a provision was inserted
in the act of Congress making the distribution a loan and providing:
for recall of the funds should the Federal Government deem it ad-
visable (that is, if the funds were used by the States for purposes
other than the two implicit options of education or internal improve-
ment). Through the Panic of 1837 ended the surplus distribution in
less than a year, and the one attempt to revive it in 1841 also failed in
a year’s time, the amount of funds accruing to the more populous:
Eastern States did much to offset the national imbalance that resulted
from Federal grant-in-land assistance to the Western States. Further-
more, by Federal and State law as well as through local custom, the:
surplus distribution monies, like the proceeds of the land grants (and,
in most cases, the reimbursements), were placed in earmarked per-
manent investment funds whose incomes were used for the support
of education year after year. In a majority of the States, these per-
manent funds have remained in existence, albeit with the original
Federal funds diluted by other increments. During the 19th century
they became administrative devices which stretched the impact of
Federal aid to education over the years, renewed its impact annually,
and gave the States a lever by which to gain control over school sys-
tems and educational endeavors in order to raise educational standards.

While social welfare programs were fewer in the early period, sig-
nificant advances in that field were also made through Federal-State-
local collabortion. A few examples will suffice. Government support
for education for the handicapped had its origins in the Hartford
Asylum for the Deaf and Dumb founded in 1817 under private,
church-supported, auspices and transformed into a public institution
in 1819 through a Federal land grant and cooperative arrangements.
with the six New England States. The successful Federal-State part-
nership in this pilot project stimulated the creation of schools for the
deaf and dumb .in other sections of the Nation. The drive for better
treatment for the insane led to the development of State insane
asylums in the mid-19th century, many of which were initially con-
structed through the use of Federal land grants, reimbursement funds,
or the surplus distribution. Veterans of the Nation’s wars were
awarded lands, the pre-Civil War equivalent of pensions, through
Federal-State cooperative projects. Less formally, a network of marine
hospitals for the Nation’s seamen was constructed and maintained
along the sea coasts.and inland waterways by joint Federal-State
action. Each of these early welfare programs involved not only a
sharing of fiscal responsibility, but the development of routinized ad-
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ministrative collaboration to bring the programs to fruition. It was
this routinized administrative collaboration which set the tone and the
pace for cooperative federalism in the period.

CooPERATIVE FEDERALISM BETWEEN 1848 axp 1913

The landmark that comes closest to marking the end of the forma-
tive period and the beginning of the second era in American federalism
was the Mexican War. After the war the questions of manifest des-
tiny, commercial expansion, and political democracy that had provided
the impetus for Government activities during the first period gave
way to concern over slavery, industrialization, and the settlement of
the newly acquired Far West, opening up a new set of problems for
Government.

While the great land-grant programs which dominated the sec-
ond period were created during the formative period, and even ante-
dated the other forms of cooperation, they were almost entirely con-
fined to the public-land States, which did not become major factors on
the American political scene until the Age of Jackson and did not be-
gin to set the national pace until the middle of the 19th century. The
second period can be considered to begin from the time when land-
grant programs became the predominant form of intergovernmental
cooperation, that is, when their impact on Government became greater
than any other form of cooperative federalism and other forms of co-
operation began to be measured in relation to the level of collaboration
in the public-land States. The transition from the formative period
began during the Jackson administration, with the demise of the U.S.
Bank, the greatest of all the joint stock companies, and the distribu-
tion of the surplus revenue in 1837 which was partly designed to bal-
ance the land grants to the Western States. By midcentury, the States
admitted to the Union after ratification of the Constitution out-
numbered the Original Thirteen. Though not all of the former were
public-land States, the majority shared in the problems of the West.
They provided the support necessary for the establishment of the
land grant as a major means of implementing national policy. The
Land Grant College Act of 1862 marks the triumph of this policy,
in that it was applied without distinction to all the States, east and
west.

The second period lasted for the remainder of the 19th century.
During this period the patterns of American democracy evolved after
1775 were subjected to their greatest domestic tests. In the political
realm, there was the challenge of classical States’-rights, secession,
disunion, and reconstruction. In the economic realm the complex of
radical individualist and anti-Government doctrines known as laissez-
faire was the order of the day. The slavery issue and its outgrowth,
segregation of the Negroes, tore at the fabric of American demo-
cratic ideals. Politically, this was the Republican era. The Democratic
party, in power as the Nation’s majority party at midcentury, was
already declining. During the first decade of the second period, the
Republican party wooed and won more or less of a majority of the
voters who turned to it as the best vehicle available to respond to the
era’s major issues. Though challenged by Populists from its own ranks
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and by a Democracy led by the resurgent South, the Republican party
managed to maintain its position throughout the period.

Between 1848 and 1913 the hope of the American people lay in the
West as never before or since. The West, whatever it may have been
in reality, became the shining haven of the American dream. It was
this period that added the refined idea of the frontier to the American
mystique and, in reality, it was in the West that cooperative federalism
flourished and matured. The great land grant programs set the tone
for intergovernmental cooperation in the older states because of their
expansion in the new ones. Uniformly structured land grants for in-
ternal improvements and education dominated the stage, supplemented
by various types of Federal subsidies, new cooperative developments
in the regulatory field, and by an increasing amount of informal co-
operation among professionals on all levels of government. Through
the land grant the impact of the Federal Government was felt in al-
most every field of activity throughout the West and in most of the
East.

During the second period, as in the first, problems of internal im-
provement, fiscal organization, education, ang public welfare were the
dominant continuing concerns of government on all planes. However,
during this period, there was a paradoxical intensification of support
for the theory of dual federalism simultaneous with & sharpening of
the structures and techniques of cooperative federalism and an expan-
sion of collaborative programs into new fields.

The actual transfer of Federal lands to the States under the terms
of a grant-in-land was begun in 1802, with Ohio’s achievement of
statehood. Under the terms of the Northwest Ordinance of 17 85, Ohio
received a grant of one section of land per township, designed to go
directly for the establishment and support of public schools. This
school grant was subsequently extended, with some modifications, to
every new public-land State. Experience soon demonstrated that the
purposes of the grant would be better achieved if it were administered
by the States rather than by local government and if a minimum price
for the lands were established in the Federal grant. The grant was also
expanded to include up to four sections per township %;athe end of
the century. Later conditions imposed by Congress included the re-
quirement that any lands sold be disposed of at advertised public
sales only.

This first land-grant program contained within it the seeds of many
of the principles and procedures that were evolved in later Federal
grants-in-aid, both land and cash. The grant was a general one, ap-
plicable to all States carved out of the public domain as a matter of
course, though, because it was applied to new States only as they were
organized, specific legislation was necessary to apply the grant in each
case. The amount of the grant was set down in the general law and
was uniform for all the States organized while the general law was in
effect. Finally, the grant was not a gift. It came with specific condi-
tions attached, including an obligation on the part of the State to
create township or State-administered permanent trust funds based on
the proceeds of the sale or leasing of the granted lands to be used
exclusively for the promotion of public elementary education and an
obligation on the part of the Federal Government to provide indemnity
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lands where the designated school sections were otherwise preempted.
Tt is true that the conditions attached to this first grants were rudi-
mentary ; however, these rudimentary conditions were expanded and
tightened as experience proved necessary. ) )

Ohio also received the first land grants for higher education and for
internal improvements. As the first State to be carved out of the Federal
public domain, it was the testing ground for many of the early land-
grant programs. Yet Ohio was only the first of the 30 public-land
States to receive grants-in-land for programs falling within the scope
of all four continuing concerns of Government. Of the other 20 States,
all, with the possible exception of Hawail, have received land grants for
programs in two or more categories. It would not be amiss to say that
virtually every major governmental function in the public-land States
benefited from Federal land grants directly or indirectly. The grants
directly stimulated, financed, or helped to finance vital governmental
operations. Indirectly, the pervasiveness of the public domain, and the
need for its proper disposition to enable a State to grow, served to
involve the State government either formally or informally through
the political process in all Federal land activities that took place within
its boundaries. In this manner the public domain came to serve as the
integrating factor in the development of cooperative action between the
Federal Government and the States.

Federal land distribution programs fell into three basic categories.
First was the system of land grants made by the Federal Government
to the various gtates to aid them in developing education, internal im-
provement, and welfare programs. Over the years grants were made to
the States for elementary education, higher education, general in-
ternal improvements, land reclamation, river and harbor improve-
ments, public buildings, gublic institutions, and veterans’ benefits.
These grants were designed to make basic contributions to the growth
of vital public services in the various States in a manner closely
resembling the monetary grants-in-aid of the 20th century.

There was also a system of Federal land grants for education and
internal improvements made through the States to private companies,
primarily for roads, canals, and railroads, but also for academies and
colleges. Under such arrangements, the States became the implement-
ing agencies for the Federal Government administering the distri-
bution and proper use of the grants.

Finally there were the Federal programs designed to dispose of the
public domain without formally including the States. These programs
1n the main consisted of the various homestead, mineral, and tree cul-
ture acts; grants to certain western railroads primarily situated out-
side of State boundaries at the time of the grants; and some townsite
and local improvement grants that generally were made to embryonic
towns prior to statehood. Even those programs did not function out-
side of the sphere of Federal-State cooperation, since the States either
developed concurrent “matching” programs of their own which were
then coordinated with the Federal grants or were able to gain a sai in
the formulation and execution of the Federal programs through their
influence in Congress.

The real import of cooperative federalism in the second period can
best be understood when the full impact of Federal-aided programs in
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a single State is assessed as a unified ,whole. Minnesota is a case-in-
point. Federal land-grant programs encompassed almost every field of
governmental activity in Minnesota. There were grant programs for
education (common school, university, agricultural, and mechanical
college grants); internal improvements (general internal improve-
ments, railroad construction, river and harbor Improvements, and pub-
lic buildings grants) ; welfare. (salt spring and public institutions
“grants) ; reclamation (swamp and overflowed land grants) ; and con-
servation (Itasca State Park grant). In addition, funds from the un-
earmarked Federal land grants were instrumental in the founding and
maintenance of almost every public institution in the State.

Though few cash grants were in existence, Minnesota did receive
money for internal improvements (from the Five Per Cent Fund) ;s
welfare (grants for the support of the Minnesota Soldiers Home) ;
defense (militia grants) ; and education (the Hatch Act and the second
Morrill Act). Goods and materials were granted to the State for pro-
grams in science (weights and measures, specimens from U.S. scien-
tific expeditions) ; agriculture and conservation (seed distributions,
fish stocking) ; education and welfare (distribution and exchange of
documents for libraries, schools, and public institutions). Cooperative
activities involving coordination of services included the fields of edu-
cation (exchange of information); science (meteorological reports,
geological surveys); law enforcement (cooperation in hunting law
violators, jailing of Federal offenders) ; conservation (protection of
forests) ; land settlement (homestead and tree culture programs) ; and
agriculture (cooperation in grasshopper eradication, exchange of
experiment station research reports, exchange of information).

he financial impact of these programs on the State of Minnesota
was generally greater than that of the mid-20th-century grants-in-aid.
In the latter third of the 19th century, a greater portion of the State’s
revenues came from Federal sources than'in any subsequent period.
At times, revenues from Federal sources, including direct Federal
payments to the State and income from Federal grants, represented
over 40 percent of the total annual revenue of Minnesota, and after
1865, never fell below 20 percent.’* The analogous percentage in 1959
was 25.3, actually somewhat lower than the apparent annual average
in the late 19th century.

In the 19th, as in the 20th century, Federal aid stimulated matching
State contributions. In some cases there were formal matching re-
quirements attached to the Federal grants. For example, the first
Morrill Act required the States to appropriate funds for construc-
tion of buildings for their agricultural colleges in order to retain the
principal of the Federal grant intact for the support of actual in-
structional activities. In this way, Federal-originated funds involved
State funds in the development of joint collaborative programs. Be-
tween 1862 and 1900, identifiable cooperative programs claimed an
apparent average of 50 percent of the State’s total expenditure, ex-

14 The Five Per Cent Fund was an annual Federal grant of 5 percent of the proceeds from
the sale of Federal lands within the State to the State for Internal improvements. This
grant was originated in 1802,

15 The percentage of income from Federal sources between 1865 and 1900 at selected
i%%zgvaglgswas: 1866, 37.6; 1875, 38.0; 1880, 38.6; 1885, 41.8: 1890, 22.2; 1895, 30.8;
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cluding amounts spent by the State in informal collaborative ar-
rangements and for the general expenses of executives, such as the
Governor, who were directly and continuously involved ez officio in
the administration of cooperative programs.®

The impact of Federal aid was statewide and Federal funds pene-
trated into every county. The State’s major activities were clearly de-
pendent on Federal aid. Minnesota’s military establishment, impor-
tant in defending the State’s settlers against marauding Indians, re-
lied heavily on Federal funds. State and local internal improvements
were almost entirely Federal-supported. Minnesota’s railroads were
almost entirely the products of formal Federal-State collaboration
and even the Northern Pacific Railroad, recipient of a direct Federal
land grant that ostensibly bypassed the State, was brought into the
sharing arrangement in several ways.

At the instigation of the territorial legislature, Minnesota’s major
roads were constructed by the Army Engineers even prior to state-
hood and were then transferred to State control, while the Federal
Five Per Cent Fund furnished most of the money for county roads
and bridges before the advent of the automobile. In 1875, for example,
the Five Per Cent Fund paid for 27 internal improvement projects in
20 countries. Ten years later, the annual distribution of the Fund was
used for 51 projects in 38 counties. At the same time, the land grant
endowed internal improvement permanent fund was also being used
for local roads, bridges, and like improvements.

Minnesota’s school system benefited greatly from the semiannual
subsidy distributed from the earnings of the common school land
grant. In 1866 schools in 42 counties with a total enrollment of 50,564
met the State educational requirements and received grants from the
permanent school. fund. Subsequently, schools in every county in the
State shared in the annual distributions from the funds. By 1895,
some 276,000 students were benefiting from the Federal grant. In ad-
dition, the Permanent School Fund was used as a revolving fund to
provide capital loans for the construction of elementary and high
school buildings in every school district and town in the State. In
1895, loans totaling $224,906 were made to 249 school districts in 72
counties. The State university’s operating costs were almost entirely
borne by the earnings of the university land grants and direct Fed-
eral appropriations, including the budgets of the Agriculture Experi-
ment Station and the State geological survey. A major proportion of
the operating costs of the Minnesota Soldiers’ Home also came from
direct Federal matching grants. Intermittent but vital aid was also
given to the State normal schools and public institutions from the
various permanent funds and land grants.

Perhaps the major cooperative effort in 19th-century Minnesota, as
in all the public-land States created after 1816, revolved around the
construction of railroads, designed to open up the interior of the State
for settlement and to connect the State with the outside world. Be-
tween 1857, when the first Federal grants were made, and 1907, when
the last link in the State’s internal railroad network was completed,

18 The percentage of total State “matching” expenditures between 1862 and 1900 at
selected intervals was: 1862, 47.6; 1866, 49.1; 1875, 44.7; 1880, 52.4; 1885, 51.3; 1890,
50.1; 1895, 44.3; 1900, 48.3.
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supervision of the railroad land grants was a major activity of the
State government, one which involved almost daily contacts with the
appropriate Federal officials and departments. On the basis of Federal
and State legislative authorizations, Federal and State administrators
shared responsibility for approving the railroads’ construction plans;
supervising the selection of railroad lands along the federally pre-
scribed rights-of-way ; securing Federal patents for the selected lands;
transferring the lands to the railroads as they met the conditions laid
down in the Federal and State legislation; harmonizing the interests
of the railroads and beneficiaries of other land-grant programs when

“they came into conflict; and supervising the relinquishment and re-

placement of improperly transferred lands. In each case, the Commis-
sioner of the General Land Office and his deputies in Washington and
in the field were required to oversee the actions of the Governor and
his agents to insure compliance with the conditions set down in the
land-grant legislation by Congress.
All six major railroads operating in present day Minnesota were
eneficiaries of Federal-State land grants, receiving, all told, 11,173,920

* acreg valued at approximately $48,812,000. Even the Northern Pacific

Railway, which received 1,905,897 acres in Minnesota from a direct
Federal land grant, was the recipient of 2,167,918 acres through the
Federal-State program as it absorbed smaller land-grant railroads.
In addition, the Federal grants were matched with bonds valued at
$5,875,000 issued by the State and its local governments. Some idea of
the magnitude of the cooperative railroad construction program may
be gathered from the percentage of the State’s total revenue paid by
the railroads in taxes between 1875 (over 10 percent) and 1900 (over
15 percent).'?

The types of coooperative activities and the means of their adminis-
tration 1n Minnesota were familiar in the other States as well. All the
land-grant programs except those designed to aid in the reclamation
of arid lands were in operation. Direct Federal aids to individuals
and groups were subject to State influences much as elsewhere. Co-
operative exchanges of goods and services in Minnesota were recog-
nizable as parts of the national pattern. So were the paraphernalia of
administration—in Tand-grant matters an ez officio gtate land board
and its agents; the General Land Office and its local land officers; local
school and county officials. Indeed, it seems that very few Federal and
State offices in Minnesota were not involved in the cooperative
programs.

Since the scope of cooperative programs and the administration
of sharing were no different from the standard nationwide pattern,
it is reasonable to project the Minnesota pattern of fiscal sharing
onto other Statgs as well. This does not mean that all States benefited
equally from Federal financial support. As in the 20th century grant-
in-aid programs, Federal aid provided a proportionately larger share

17 The lahd grant rallroads’ share of the State’s total revenue for selected years between 1875 and 1900 was

1875 1880 1885 | 1890 1895 1900

$3,296 1 $5,427 | $6,003
621 729 1, 106

Total State revenue (thousands).._............ $081 | $1,417 | $2,078.
Land grant railroad tax (thousands)............ 107 209 673
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of the budgets of the smaller States, the newer States, and the poorer
States, though the differences between States may actually have been
less pronounced than in the 20th century because of greater State
reluctance in the 19th century of finance local programs with tax money
obtained locally.

The central fact that emerges from an analysis of the development
of sharing in a single State over several decades is the sheer weight
of political time devoted to intergovernmental cooperation. Not only
were the administrators heavily involved in cooperative activities,
but the programs that were most highly developed as shared programs
also preempted the bulk of the policymakers’ time. Minnesota Gov-
ernors and legislatures together were preoccupied with the cooperative
programs throughoyt this entire period. The already enumerated pro-
grams should indicate why this was so, since no aspect of internal
Improvements, education, or general disposition of the public domain
in the State escaped involvement in the sharing process. Furthermore,
even defense against the Indians and the recruitment of an army for
the defense of the Union during the Civil War became shared func-
tions. By the end of the second decade of statehood, the regulatory
functions of government were also being shared, partly because the
fields of regulation were tied to already cooperative programs (asin the
case of railroad regulation) and partly because it was simply more
convenient to cooperate (as in the case of regulating state and federal-
chartered banking institutions). A survey of the Governor’s messages,
the legislative journals, the statute books, and the attorney generals’
opinions reveals the extent of this concern with programs that were
cooperative in character, a concern not over the general theory of
collaboration but over the procedural aspects of the various programs.
Federal-State cooperation was a fact of life, hence the policymakers
rarely referred to it directly in their deliberations. The system of
sharing is all the more impressive because of its implicit acceptance
as part of the process of government.

CooreraTive FEpERALISM SINCE 1913

The last major land-grant program was inaugurated in 1894. Selec-
tion of lands under the land-grant acts has persisted through the mid-
20th century and the extension of the traditional grants to Alaska upon
its admission as a State in 1958 has revived the land-grant era in one
State. Nevertheless, since 1913 the cash grant, coupled with the rising
impact of cooperation among professionals at all levels of government,
has become the dominant form of intergovernmental cooperation. The
modern cash grants had their origins in the later years of the land-
grant period. They rose to predominance with the adoption of the spe-
cific programs embodied in Woodrow Wilson’s New Freedom and
were notably extended with the rise of the New Deal. The third period
of American federalism does not fall under the purview of this study.
Beginning in 1913, it is generally considered to be the era of coopera-
tive federalism. In this period, formally structured grant-in-aid pro-
grams of internal improvement have had to share the center of the
stage with the “new federalism” of welfare. The less visible areas of
intergovernmental collaboration expanded apace. As government has.
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become more pervasive, so has intergovernmental cooperation, to the
point where the 20th century has been labeled the century of coopera-
tive federalism, while the intergovernmental cooperation of the 19th
century has faded into obscurity.

Tae RoLe or THE PusLic DoMaIN

As long as the land frontier lasted, the public domain served as the
greatest single source of national wealth, the foundation of the Ameri-
can economy. Even the development of major industries of the 19 cen-
tury, agricultural implements, railroad and telegraphs, machines for
processing the produce of the land, and the like, was directly tied to
the development of the public domain. It is not surprising, then, that
the land, owned, as most of it was, by the Federal Government, should
have served as the foundation for intergovernmental cooperation in
- the expanding Nation.

The public-land States differed from their non-public-land coun-
terparts in the nature of their cooperative relationships with the Fed-
eral Government only insofar as the existence of the public domain
within their boundaries made it less difficult to justify major coopera-
tive programs under the strict constructionist terms then dominant in
constitutional interpretation. Certainly the States without public lands
were at no time excluded from the operations of cooperative federal-
ism. Considering only formal grants-in-aid, it is possible that the
public-land States did receive more benefits than the others, and so it
was argued on the floors of Congress when the States possessing no
public Iands wanted to gain additional benefits from the Federal Gov-
ernment for themselves. Yet, when the benefits derived from the other
forms of intergovernmental cooperation and direct Federal aid to
localities are included, the balance seems to have been rather ade-
quately redressed and the amount of cooperation generally equalized.
To take but one example, the protective tariff was unquestionably a
great aid to eastern manufacturing interests, often to the detriment
of the West and the South. It was as much a subsidy as a Government
defense contract is in 1964, and was so considered %y both its propo-
nents and opponents.® The eastern railroad companies coupled benefits
gained from the protective tarifi (or exemptions from the tariff, as
was sometimes the case) with Federal mail subsidies (whose coopera-
tive impacts were great, particularly in those Eastern States, North
and South, which participated in the construction of their railroads
as owners or investors, during the era of railroad building) and more
direct State and local subsidies to construct the network of railroads
east of the Great Lakes. They began to take advantage of these benefits
even before the major railroad land grants were made and continued
to do so subsequently as well.

Frederick Jackson Turner, in stating his renowned frontier hy-
pothesis, made a major point of the influence of the West, the States
carved out of the public domain, in the development of nationalism
and governmental centralization. He maintained that the growth of
the Federal Government was greatly fostered by the demands of the

18 Wor a discusslon of this aspect of the protective tariff, by one of the men who best
'Il[mdeé'slti)od 1ts nature, see Charles Wiltse, John 0. Oalhoun (New York, 1944, 1949), vols.
an .
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western settlers and their early experiences with Federal officials, who
preceded State governments in almost every new territory.*® Turner’s
point is generally valid, but it is considerably more accurate to say that
not only did westward expansion increase Central Government activity
in Washington, but that it did so primarily by increasing intergovern-
mental cooperation, formal and informal, thus also increasing the cen-
tral governmental activities of the States. The public domain served as
a vehicle for the development of the role of the Federal Government in
promoting national expansion while at the same time providing a
means for the States and localities to share in this task. The pattern of
relationships that emerged from the cooperative manipulation of the
public domain was carried over into the 20th century cooperative pro-

rams. It was the prior existence of this pattern that made it possible to
Integrate the increased velocity of government into the Federal-State
framework without major alterations in the operation of the Federal
system.

yIndeed, the newer States developed a tradition of intergovernmental
cooperation that antedated their admission to the Union. Xf the Fed-
eral Government did not always precede the first settlers into new ter-
ritory, it almost invariably preceded the State government. From this
arrangement emerged an implicit conception of the rightness of the
role of the Federal Government as a major participant in the develop-
ment of new territories and new frontiers. This conception was carried
over within each State after statehood was achieved and, ultimately,
became dominant in a majority of the States in the Union. The move-
ments to attain statehood reflected the impact of the land grant and
the general tradition of intergovernmental cooperation upon the newly
settled territories of the West. On one hand there were certainly at-
tempts to gain more power for local self-government. Even more im-
portant, the desire for statehood was linked to the perceived greater
ability of States than territories to gain more benefits from Washing-
ton. In almost all cases, land grants were not available until statehood
was achieved. Lack of voting power in the national elections and full
representation in the Congress meant that a territory would be de-
pendent on favors from Washington over which its citizens had only a
minimum of influence and control. Statehood came to mean the right to
participate in national policy formation as much as the right to manage
one’s local affairs.

Contror. Over THE GraNT PROGRAMS

The organization of control over the grant programs was another
matter that tended to obscure the nature of the cooperative relation-
ships in the 19th century. The evolution of formal Federal controls did
not signify changes in the fundamental policy of congressional super-
vision of the programs, but did indicate that the Congress and the
States represented in it learned from experience. The principle of
Federal control existed from the days of the earliest grants. At first it
was assumed that mere incorporation of certain principles into the
State constitutions in order to secure congressional approval prior to
achieving statehood would be sufficient to insure compliance with the

1 Frederick Jackson Turner, The Frontier in American History (New York, 1920).
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:spirit of the program in question. To some extent, this method was
:successful and has continued to be so. If for no other reason than the
-continued increase in the scope of government activity, this method
came to be too cumbersome. As it was seen that more specific controls
were necessary, they were added by the representatives of the very
States that would receive the grants. In addition, as administrative
complexities increased and new methods of enforcement outside the
courts had to be found, they too were added, not as changes in policy
but as improvements in method.

The question still arises as to the degree of enforcement of these
provisions. There is no doubt that grants were not often revoked, or
lands often withheld, though enough cases of revocation and withhold-
ing lands can be found to indicate that Federal control could be carried
to its ultimate implications in this manner. The absence of large-scale
revocation programs is due less to the failure of the Federal Govern-
ment to enforce the terms administratively than to the political power
of the States in the Halls of Congress. This is no less true in 1964 than
in 1864. Students of government have noted that since the rise of the
great cash grant programs following the New Deal, little money has
been withheld from any of the States for maladministration or viola-
tion of the terms of the program in question. Attempts have been initi-
ated by the Federal executive to withhold funds from individual States
for a number of reasons. In almost every case these attempts have been
overruled in the Congress or suitable compromises have been negotiated
with congressional help. When State violations of Federal regulations
do occur, they are dealt with in less drastic ways because the Congress
will not often allow the drastic solution and the Federal bureaucrats
know this. '

Only once in American history was massive revocation of Federal
-grants because of misuse even considered. Between 1870 and 1900 the
question of revoking some of the unfulfilled transportation land grants
became a matter of some political importance. Congressional investiga-
tions into the uses of land grants by railroad companies were wide-
spread during this period. Ultimately, Federal-State land grants to
eight railroad companies were revoked in whole or in part and steps
were taken to withhold lands from the great transcontinental railroads
as well.2

While other Federal grants to the States were not often revoked,
specific lands within the different land programs were frequently
withheld by the Federal Government. Not infrequently, the states
were even forced to re-cede lands already patented to them because
of conflicts with other Federal grant programs or land policies. As
the available public domain diminished and the number of land-grant
programs increased, the amount of control and intensity of supervision
grew also, leading to greater exercises of Federal authority, subject
always to the formal and informal limitations attached by Congress.
Ultimately these controls were transferred, modified, and expanded
to provide adequate supervision for cash grants-in-aid as they began
to emerge.

20 Federal Coordinator of Transportation, Public Aids to Trensportation (Washington,
D.C., U.S. Gov't. Printing Office, 1938), vol. 11, pt. I, sec, A.
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CoOPERATIVE FEDERALISM : THE ALTERNATE HYPOTHESIS

Cooperative, or collaborative, federalism can be defined as the shar-
ing of responsibilities for given functions by the Federal and State
overnments. In this sense 1t is conceived to be the opposite of dual
ederalism which implies a division of functions between govern-
ments as well as a division of governmental structures. While the
theory of cooperative federalism assumes a division of structures, it
also implies a system of sharing that ranges from normal federal-
state agreements covering specific programs to informal contacts on
a regular basis for the sake of sharing information and experience.

Even during the 19th century, when the ethos of the times called
forth a theory of dualism that was based on a functional demarcation
between governments, the actual exigencies of the operation of the
system of necessity demanded cooperation. Consequently, Federal-
State cooperation was developed in a wide variety of cases. Though
it was usually opposed in theory, it persevered in many forms and un-
der differenf guises. Its procedures were refined through trial and
error, often suli)tly since it was, in the main, unrecognized. Officially
recognized or nof, a system of intergovernmental collaboration was
evolved to serve the dual purpose of maintaining the Federal balance
while providing needed governmental services. Where cooperation
did not develop and should have, both the system and the programs
in question suffered. In a sense, a substantial share of the history of
American Government has been the search for methods to provide for
the necessary collaboration of the various parts of the Federal system
while at the same time preserving and strengthening those parts as
separate bases for such collaboration. Much of what historians have
mistaken for rejection of intergovernmental cooperation in the 19th
century was, in reality, the rejection of certain methods of interaction
as failing to meet one or both of these criteria.

On the basis of this evidence, it would seem necessary to develop
a new theory to explain the nature of the American Federal system
and its character over time, a theory which takes into account the
continuous existence of an amount of intergovernmental collabora-
tion equal to, and in fact greater than, the amount of separation (as
traditionally defined) in g'xe Federal system. Within the large area
of concurrent powers provided, explicitly or implicitly, by the Federal
Constitution, the Fegeml and State Governments have been able
either to divide responsibility among their separate jurisdictions, with
each responsible only for its own share of the divided responsibility
(“dual federalism”), or to divide the works of government coopera-
tively, sharing responsibility in specific programs, with all units di-
rected toward common goals that extend along the entire chain of
concurrent powers (“cooperative federalism”) and generally overflow
into the ostensibly “exclusive” preserves.

The actual division of responsibility under the concurrent powers
is primarily determined anew for each case through the political
process, rather than through legal decisions. That is, the decisions
as to the distribution of the areas of concurrent powers are made either
on_the political level or by constitutional interpretations based on
political realities. Such decisions are recognized in constitutional law
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either after a political decision has been made or as a result of a con-
stitutional interpretation that, sooner or later, must follow the polls.

In understanding our Federal system, there is a basic conflict be-
tween simple rationalities and the logic of political experience. Simple
rationalities demand a Federal structure with a clearcut division of
powers that can easily be measured, while political experience, dealing
with reality, demands a concurrent approach to problem solving. While
the conflict between rhetoric and practice has to a certain degree ob-
scured the image of federalism, the result has nevertheless been the
development of that complex mechanism of intergovernmental rela-
tions, characteristic of the American federal-state-local partnership,
known today as cooperative federalism.



Section B: RECENT TRENDS AND DEVELOPMENTS

RECENT TRENDS IN FEDERAL-STATE-LOCAL FISCAL
RELATIONS

BY Wiriam H. RoBINson*

The underlying tensions of our Federal system have surfaced once
again. Periodically, the Nation pauses in its frenetic search for answers
to substantive problems, and reexamines the process by which these
answers are derived and implemented.! We are now in such a period.
This does not imply a lack of substance; rather, it represents a shift
in emphasis from what we do to how we do it.

This period of self-appraisal is often characterized by dark fore-
bodings of doom. Yet, the Federal system seems notably resilient.
It “...is always in danger and it is always rising anew from the ashes
of its earlier existence.” 2 Despite the fact that our national soul-
searching has only infrequently led to dramatic action,® the process
serves a useful purpose by focusing our attention on the need for
gradual, ad hoc revisions in the system where the problems are most
acute. Some contend that the number of problem areas has so multi-
plied recently that more drastic measures are required.

This is the issue explored in this paper. Briefly, the approach taken
here will be to: (1) describe the present system of intergovernmental
fiscal relations in outline form; (2) trace the development of recent
trends in the system (including an impressionistic picture of common
elements underlying its development, and a synopsis of efforts to co-
ordinate the many new programs undertaken in recent years), and (3)
review and evaluate proposals for further reforms in the ewisting
categorical aid system.*

*The views expressed in this paper are the sole responsibility of the author.
They do not represent (mor, perhaps, even reflect) the opinions of the Bureau
of the Budget, official or otherwise.

1 The last full-blown reviews of the grant-in-aild system were made nearly a decade ago.
See, for example, the report to the President of The Commission on Intergovernmental Ke-
lationg—the so-called Kestnbaum Commission——issued in June 1955. See also ‘“Federal-
State-Local Relations : Federal Grants-in-Aid,” Thirtieth Report by the [House] Committee
on Government Operations, (Government Printing Office: Washington, D.C.), 1958, For
current developments, see “Creative Federalism,” Hearings Before the [Senate] Subcom-
mittes on Intergovernmental Relations (1967), and “The Federal Role in Urban Affairs,”
Hearings Before the [Senate] Subcommittee on Executive Reorganization (1966).

2 Monypenny, Phillip. “Federal Grants-in-Ald to State Governments; A Political Anal-
ysis,” National Taxr Journal (March 1960), p. 1.

8 For a recent recapitulation of the rather dismal record of the Joint Federal-State-Local
Action Committee, see George Break, Intergovernmental Figscal Relations in the United
States (Brookings: Washington), 1966, p. 31.

¢ This paper is confined to an examination of the existing system. To include other
“reforms’ would take us far afield.

61



62 REVENUE SHARING AND ITS ALTERNATIVES

I. DEscrIPTION OF THE EXISTING SYSTEM OF FEDERAL AIps.®

The advantages of painting with a broad brush are obvious: it’s
quick; it requires less technical expertise; and it avoids minutiae. In
skeletal form, the principal characteristics of the present system of
Federal aid to State and local governments are enumerated below :

A. Large scale and rapid growth

Total Federal aid is estimated to reach $17.4 billion in fiscal year
1968. This amount is more than triple the level which prevailed only
a decade earlier.® Federal aid constitutes a growing share of both
Federal outlays and State and local revenues.” It may be argued that
we have a dynamic form of revenue-sharing already in effect.

B. Growing emphasis on individual and community development

While grants for education, health, labor, and welfare purposes
were 46 percent of total aid in 1960, these “human investment” pro-
grams will account for an estimated 60 percent of the total in 1968.
Pacing this rapid rise are economic opportunity programs and efforts
to upgrade the educational opportunities available to children of low-
income families. Each of these relatively new programs will increase
by nearly $114 billion between 1965 and 1968.2

Similarly, grants for housing and community development will
swell from 4 percent of total Federal aid in 1960 to 7 percent of the
total in 1968. However, this dérect urban assistance is only a fragment
of what we devote to meeting the needs of cities. A growing share of
other assistance programs is making its way into urban communities.
As a result, total Federal aid benefiting large metropolitan areas will
scale an estimated $10.3 billion in 1968.° A growing recognition of the
Nation’s urban fiscal plight is a noteworthy characteristic of recent
discussions of Federal-State-local relations.

C. Complex and varied administrative structure

Nearly all the Federal-aid funds are distributed in the form of
grants. A relatively small amount is provided through loans and
shared revenues.'*

There are varying estimates of the number of Federal aid programs.
However, a recent count by the Library of Congress revealed roughly
400 separate authorizations, grouped into more than 160 major pro-
grams. More than 45 percent of these programs were in the Depart-
ment of Health, Education, and Welfare alone.?

5 This section borrows heavily from “Special Analysis J: Pederal Aid to State and Local
Governments,” Special Analyses, Budget of the United States, 1968, pp. 145-161.

8 The average annual rate of growth for Federal alds (about 1314 percent) will more
than double that of the economy (i.e., gross nattonal product) over the same period.

71In fiscal year 1967, Federal aid will constitute about 10 percent of total Federal pay-
ments to the public—up from 5 percent in 1967. (The same percentages for “domestic”
payments are 193 percent and 1214 percent, respectively). As a percentage of State and
local general revenues, Federal aid 1s estimated to rise from 1014 percent in 1957 to 16 to
17 percent in 1967, See “Special Analysis J,” op. cit., p. 148,

8 Ibid., p. 146. Grants administered by the Office of Economiec Opportunity will rise by
$1.3 billion between 1965 and 1968, Those for the new elementary and secondary education
pr;)%:}én wili ggjoy an increase of $1.4 billlon over the same period.

id., p. .

10 See, for example, the section on “Cities” in the Hconomic Report of the President
(January 1967), pp. 153-160, and “The Federal Role in Urban Affairs,” op. cit.

11 The “shared” revenues are generally receipts from sales or use of natural resources,
which are, in turn, shared with the State or county in which the resource is located.

1 Yabovitz, 1. M., Number of Authorizations for Federal Assistance to State and Local
Governments Under Laws in Force at Selected Dates During 1964—66. The precise figures
are unimportant (and nonexistent) ; the order of magnitude 18 nonetheless impressive.
The study has not yet been updated. -
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Nearly three-fifths of the total number of programs involve project
grants. These are provided on the basis of applications received from
prospective recipients. On the other hand, formula grants, while
smaller in number, account for most of the money. In determining
the distribution of funds under these formulas, population and per-
capita personal income frequently play an important role. The latter
measure is becoming increasingly popular as greater use is made of the
notion of “equalization” of fiscal capacity. Equalization is often im-
portant in both the allocation and matching provisions of grants.’®
Allocation provisions determine how much money will be made avail-
able to a given area; matching requirements specify what share of
the total program costs the recipient must bear.

II. ReceENnT TRENDS

The growth and complexity which characterize the present grant
system are neither the result of mysterious forces, nor inherent perver-
sity on the part of the Federal Government. The factors which ex-
plain the recent trends in intergovernmental fiscal relations constitute
a catalog of the determinants of government spending generally—
with a few notable variations. These pressures influenced the pattern
of Federal aid because they have “. . . swelled the demand for public
services which are regarded as primarily the responsibility of State
and local governments—both by tradition and by the preference of
the American people for keeping government as close to home as
possible.” *

(1) Population growth, especially in those age groups most in need
of public services—the very young and the aged ;

(2) Urbanization, which increases the costs and demands for cer-
tain services, and creates wholly new needs as well;

(8) Rising standard of living, which provides the resources to solve
problems, creates demands for higher quality public services, and
pricks the social consciences of those who see the squalor of poverty in
the midst of such plenty;

(4) Inability to realize all the benefits of investment, whereby the
community may “underinvest” in education unless provided an incen-
tive not to do so, simply because the costs of education are borne fully
by the local community while the “benefits” may be lost when trained
people leave the area; ™

(5) Paucity of resources relative to requirements, with outside as-
sistance needed to fill the gap for individual States and localities, and
for State and local finances in the aggregate ;

(6) Recognition of the complexity of social problems. The latter
element merits elaboration. “Creative federalism” is a complex system
because the problems with which it must cope are inherently intricate
and involuted. The extent of this complexity didn’t really manifest
itself until we decided that the maximum development of each individ-

13 Advisory Commission on Intergovernmental Relations, The Role of Equalization in
Federal Grants (January 1964), pp. 77-80. An example of equalization in the allocation
formula is aid to elementary and secondary education-—which only makes funds available
to low-income school districts. Equalization in the matching formula is found in the Hill-
Burton hospital construction program, which varies the recipient’s share of total program
cost inversely with per capita income.

14 Beonomic Report of the President, p. 161.

16 In technical parlance, this is the well-known problem of ‘“‘spillover’” costs and benefits.
This topic is treated at somewhat greater length in sec. ITI.
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ual and the pursuit of economic growth were legitimate objects of
social policy. Once committed to those goals, and after some initial
forays in the war against poverty, the full force of these problems—
and their bewildering “interrelatedness”—came home. Which link in
the chain of }iloverty is the weakest? Should we attack the lack-of-
income link through public assistance, or should we strike first at
inadequate education, or a squalid home environment? Or must we
take them all on simultaneously to be truly effective? In the face of
such uncertainty, we fall back instinctively on pragmatic and incre-
mental approaches.

This behavior was aptly described in a recent statement by Budget
Director Charles Schultze before the Senate Subcommittee on Inter-
government Relations.?* In order to deal with multifaceted social
problems, it is necessary to fashion multiple corrective tools—each
one suited to the particular problem to which it is addressed. Single,
simple solutions—like all panaceas—offer little hope of success. More-
over, dealing with these problems in the context of our decentralized
Federal system further complicates the administration of adequate
remedies. Of necessity, a multijurisdictional approach must be em-
ployed, combining the resources and competence of Federal, State, and
local governments, and private businesses and foundations. Only in
this manner can such problems as air and water pollution, economic
development, and metropolitan transportation be solved. “It is this
multijurisdictional approach that—as much as anything else—de-
seribes creative federalism.” 17

The problem which may result from such a pragmatic orientation
are recognized. Decentralization of both power and administration
require large doses of coordination and cooperation. Yet, in order to
obtain the benefits of effective decentralization, we must be willing to
tolerate its costs in terms of “. .. irreducible quotas of anomalies
and errors which inevitably accompany decentralization.” 18

It is precisely because we have been making increasingly heavy
use of our Federal system that strains on it have become noticeable.
The last 3 years have been an incomparable volume of problem-solv-
ing legislation adopted. It is no wonder that the system has been hard-

ressed to adapt the administrative demands placed upon it in such a
Erief period. Nevetheless, it can be argued that our instinctive Ameri-
can brand of pragmatism makes us more inclined to accept an “admin-
istration” gap, than an “unmet social needs” gap. The Director of
the Bureau of the Budget cogently addressed this choice:

We could have sat on our hands and played it safe. There would certainly
be fewer complaints. There would also, however, be an even worse gap—that
between mounting social costs and responsible policy initiatives. In closing one
gap, we opened another, but it is the one we prefer. I dislike to see evidence of
faulty coordination, spinning wheels, frustrating delays, failures of communi-
cation, and all the other dross that comprises the symptoms of uneven adminis-
tration and program execution. At the same time, it would be surprising if every-
thing clicked smoothly in the wake of such an immensely productive period of
legislations. . . *°

18 “Creative Federalism,” op. cit., pp. 888-399. See, especially, pp. 388-390.
b4 Ibid.,OP. 389.

18 Lop. cit.

19 Charles L. Schultze, op. cif., p. 389.
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In this welter of complexity and ceaseless change, it is almost im-
ossible to reach agreement on the nature of emerging trends. There-
ore, the following discussion of common strands which appear to be

woven into the system recently is a highly impressionistic one.

A. E'merging trends in intergovernmental fiscal relations

Many of the distinguishing features listed below have already been
treated implicitly in the preceding discussion. Many of them are cross-
cutting, since they are directed at several problems simultaneously.

(1) E'mphasis on investment.—The first section already touched on
the growing proportion of Federal aid which is being channeled into
social investment—both in individual, and in community, develop-
ment. The most noteworthy feature of the growth is in the field of
education, with its particularly long-term payoff period. Since 1960,
education has risen from 5 percent of total Federal aids to an esti-
mated 14 percent in 1968. Even the “War on Poverty” is not a passive
welfare support program, but partakes freely of this same investment
spirit—with a heavy emphasis on education (Head Start, adult educa-
tion), and job training (Neighborhood Youth Corps, work experi-
ence, adult work training and “special impact” programs).

(2) E'qualization of opportunity.—This characteristic of recent aid
programs has several constituent elements. First, educational assist-
ance to low-income areas and the economic opportunity program
strive to provide equal opportunity for the most deprived citizens in
our midst to help them realize their maximum potential development.
Secondly, aid to Appalachia and various other development areas or
regions attempts to put entire geographic areas on a self-sustaining
basis—to enable them to provide their citizens with a broad range of
services. Thirdly, the aforementioned equalization provisions in spe-
cific grant programs attempt to underwrite a certain floor for some
particular services, below which no State or community should have
to descend as a result of inadequate resources.

As the author interprets these signs, there is increasing evidence
that the American people are beginning to take Donne’s words to heart
and conclude with him that “no man is an island.” In many instances,
the people’s representatives have decided that, whether a given situa-
tion directly affects anyone else or not, the mere existence of certain
problems anywhere in the country is a moral affront.z°

(3) Comprehensiveness of approach (with respect to both program
and area) —The “systems” approach to complex scientific problems
is beginning to have its influence on Government programs. The em-
phasis is on viewing the problem in its totality, rather than attacking
separately each of its components. Such an approach aids in the identi-
fication of interrelated problems and suggests where to begin most
effectively. Examples of comprehensive programmatic efforts include
the new Model Cities, “Community Action” programs, and the re-
cently molded “Partnership for Health” program. As an important
part of these recent ventures to attain a genuinely comprehensive ap-
proach, they all stress the blending of all available resources (both pri-

2T will leave discussion concerning the validity or desirability of the new-found “ethics
of affluence” to the philosopher or theologian. Its causes I leave to the psychologist. The
tople is a paper in itself. Around it must revolve the central coneern of federalism: Where
does one strike the boundary line between the national interest and the right of the State
or locality to pursue its own chosen preferences?
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vate and public), as well as melding governmental programs into
broader tools.

Equally vital in attacking complex problems in a federal system is
the stress placed upon areawide cooperation. All too often, States or
communities find that their geographical boundaries are too narrowly
circumscribed to mount an effective attack on such regional concerns
as air and water pollution, economic development, metropolitan trans-
portation, and similar “spillover” problems. The Federal Government
has recently extended a number of financial incentives to States and
localities to band together under such circumstances to solve common
problems.?

(4) Flexibility of implementation.—Several relatively new pro-
grams permit considerable latitude in selecting local emphases and
initiatives. Model Cities, community action, and Partnership for
Health programs all fall into this category.?? These efforts share a
common characteristic; they offer special funds to mesh the resources
of other categorical aids and the private sector into a unified program
at the local level. Such monies go some distance in overcoming any
administrative problems inhering in categorical assistance.

(5) E'mphasis on coordination—As mentioned earlier, one of the
principal means to avoid undue waste in a Federal system of govern-
ment (requiring multijurisdictional action), is to place heavy emphasis
on coordination and cooperation. The number of coordination meas-
ures adopted in the last year or so is truly impressive; it indicates both
interest and concern on the part of the Federal Government. Because
of its importance, this topic will be dealt with at greater length in
the ensuing section.

B. Recent coordination efforts

Mouch can be done to overcome the adverse effects of program frag-
mentation simply through the use of coordinating devices. Awareness
of the existing administrative problems and a desire to alleviate them
constitute a good share of the reform battle. We have already seen how
a few recent aids provide an umbrella under which the local agency
can gather whatever assortment of other assistance measures which
it desires. There are a number of other signs which point in the direc-
tion of future improvements and greater rationalization of the present
aid system.?

(1) High-level liaison with State and local officials—Any attempts
to resolve the administrative difficulties of intergovernmental fiscal
relations presuppose a knowledge of what those problems are. To

2. The “Partnership for Health” program is an interesting blend of all these features.
It is comprehensive in several respects: (a) geographically, by encouraging statewide,
regional, and community planning and services; (b) functionally, in that it blends almost
a dozen categorical grants into one health package; (¢) by character of spending, since it
includes funds for both planning and services:; and (d) financially, by taking into account
the efforts of all levels of public and private endeavor.

Other inducements for areawide cooperation include the Appalachian and other economic
development regions, the 10 percent bonus for carrying out certain metropolitan develop-
ment programs in accordance with metropolitan planning, the incentives for joint construc-
titllm and State participation in the construction of waste treatment facilities, and several
others,

21 Some of the flexibility has been removed from the two latter programs—at least at the
national level—by the earmarking of funds by purpose. The new health program carries
earmarked amounts for mental health (15 percent), and by level of spending (70 percent
at the local level)—even before going through the appropriations process. It will be inter-
esting to see how it emerges from its first encounter with the Appropriations Committees.

22 This gection also horrows heavily from the section on “Measures to Coordinate Federal-
ald Programs’ in Special Analysis J of the 1968 budget. See pp. 150-151.
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provide an institutional awareness of the needs of the States and lo-
calities, the Vice President and the Director of the Office of Emergency
Planning have been designated as linison agents between the Federal
Government and the Nation’s local officials and Governors.** These
administration representatives are in constant touch with their State
and local counterparts; the resultant exchange of views and informa-
tion provides a valuable feedback mechanism for evaluating the work-
ings of the Federal system.

The President recently issued a letter to all departments and agency
heads similiarly requesting them to consult State and local chief
executives more frequently. He specifically asked that they “advise
and consult [these officials] in the development and execution of pro-

ams which directly affect the conduct of State and local affairs.” 2

Emphasis supplied.] The points of access to decisionmaking have in-
creased significantly for these officials. They should play a significant
role in shaping the future contours of Federal-State-local relations.

(2) Organization and role of the Ewecutive Office of the Presi-
dent—The Bureau of the Budget is augmenting its long-term interest
in intergovernmental relations by giving increasing attention to the
fiscal and administrative problems of joint governmental programs.
Tts budget for the coming year provides for an increase in these activi-
ties, and new efforts to coordinate Federal programs in the field. The
Budget Bureau recently completed a survey of five urban areas to
gain a firsthand knowledge of the problems of “creative federalism.” ¢

(3) Orgamization of Federal agencies.—The organization of Fed-
eral departments and agencies administering grant programs can have
an important impact on the actual provision of assistance. The organi-
zational structure influences the amount of coordination which takes
place among related programs, the flow of information concerning
these efforts, and their efficiency of operation. The creation of the De-
partments of Transportation and Housing and Urban Development
should add cohesion to the programs in these areas.

Internal reorganizations within the major grantor agency—the
Department of Health, Education, and Welfare-—should also be bene-
ficial. The Public Health Service and Office of Education have both
been extensively overhauled and strengthened. Furthermore, Secretary
Gardner has established an Office of Intergovernmental Relations with
staff in Washington and in each of the HEW field offices. This Of-
fice has been instructed to maintain close communications with the
State Governors.?” Similar responsibilities for intergovernmental co-
ordination have been provided for in the Department of Housing and
Urban Development and the Office of Economic Opportunity.®

(4) Mechanism for interagency coordination.—I1lustrative of the
degree of Presidential interest in intergovernmental relations is the

21 The present incumbents are, respectively, ex-mayor of Minneapolis and ex-Governor of
Fiorida. They bring with them not only a knowledge of, but a sympathy for, the problems
of local governments and States. i

= presidential letter of November 11, 1966. See “Creative Federalism.” op. cit., n. 3917.

 The areas were Seattle, Nashville-Davidson, Philadelphia, Columbia (S.C.), and Denver.
The Budget Bureau was accompanied by representatives of Federal agencies and public
ln?’arlebs% grou%s_:‘iSee “Creative Federalism,” op. cit., p. 395.

id., p. 274.

® Ibid., p. 91. Furthermore, the Department of Agriculture has bad a Special Assistant

to the Secretary for Intergovernmental Relations for a number of years.
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fact that almost a score of Executive orders on this subject have been
issued just since 1961.?° Certainly, the “convenor orders” must be
counted among the most significant issued to date. Executive Orders
11297 and 11807 dealt, respectively, with the coordination of Federal
urban programs and Federal programs affecting agricultural and
rural development. The Department of Housing and Urban Develop-
ment is charged with the responsibility for convening agencies operat-
ing in a given city whenever the need for coordinated effort is essen-
tial to the achievement of national purposes. A similar assignment has
been given the Department of Agriculture for bringing together in-
terested parties, as the need arises, to work jointly on specific problems
in rural areas. The existence of these simple mechanisms, coupled with
a growing recognition that greater coordination is needed, increases
the likelihood that Federal agencies will meet together to coordinate
their efforts and resolve any administrative problems.s°

(5) Strengthening State and local governments—President John-
son recently noted that “. . . nowhere is the magnitude of government
manpower greater-—and the accompanying challenge more critical—
than at the State and local levels.” * In response to this challenge, the
President outlined a plan of attack in his message on “The Quality of
American Government” (March 17, 1967). The Public Service Educa-
tion Act and the Intergovernmental Manpower Act of 1967 constitute
a two-pronged effort to increase the quantity and quality of public
service personnel.’> The former proposal envisages $10 million in
grants to provide fellowships, university support, and other encourage-
ment to improved education and training for those planning careers
in government service. The Intergovernmental Manpower Act would

rovide fellowships for State and local employees and grants to help

tates and localities develop and implement comprehensive trainin
plans and strengthen their personnel administration programs. I%
would also permit Federal agencies to admit State and local employees
to Federal training programs, and facilitate the interchange of Fed-
eral, State, and local personnel for periods of up to two years.

Some programs already in existence attempt to improve the delivery
of public services in certain functional areas. For example, the com-
prehensive health grant, and title V of the Elementary and Secondary
Education Act of 1965, both seek to strengthen State performance in
the health and education fields, respectively.

Actions of this nature serve to increase the capabilities of State and

2 For a complete listing, see “Creative Federalism,” pp. 425—426.

0 In addition to the general coordinating responsibilities vested in the Departments of
Agriculture and Housing and Community Development, there have developed a series of
more specific ad hoc arrangements to improve the coordination in certain functional areas.
For example: (1) the President’s Committee on Manpower set up three-man teams in some
30 clities—comprising key personnel from the Departments of Labor, Health, Education,
and Welfare, and the Office of Economic Opportunity—to work towards increased inter.
agency and intergovernmental coordination across a broad array of manpower and related
programs; (2) five agencies (the three above plus the Department of Housing and Urban
Development and the Bureau of the Budget) are now arranging pllot demonstrations in
14 cities for multiservice “one stop” neighborhood centers; and (3) a similar interagency
coordinating approach is being used in launching the first phase of the President’s Concen-
trated (Slum) Employment Program in selected urban core centers.

& “The Quality of American Government,” Presidential message to Congress on Mar. 17,
196;,8 in the Weekly Compilation of Presidential Documents (Monday, Mar. 20, 1967),
4

p. .

32 For a more detailed description of these measures, see “The Quality of American Gov-
ernment,” op. cit., pp. 488490, and the bills as they have been Introduced in Congress
(H.R. 8175 and H.R. 8233, respectively).
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local personnel and better equip them to assemble public service pack-
ages suited to their needs.

(6) Simplification of grant programs and administration.—Nearly
a dozen small grants for health purposes have been consolidated in the
“Partnership for Health” program. The Department of Health, Edu-
cation, and Welfare is currently working with the Bureau of the
Budget to review its numerous remaining grants to determine whether
additional action can be taken to simplify our Federal-aid system
without sacrificing important objectives. Moreover, the President re-
cently instructed the Budget Bureau to study the entire spectrum of
grant programs to determine where further consolidation and simplifi-
cation might be appropriate.

In the meantime, an effort is being made to simplify the procedures.
for the application, administration, and financial accounting involved
in existing grant programs. The objective of this undertaking is to.
facilitate the pooling of Federal funds for closely related purposes at
the State or local level—thus simplifying the administration and
accounting of these programs for recipients while leaving undisturbed
the substantive legal requirements and appropriations associated with
each individual grant.s3

(1) Coordination of planning.—Budget Bureau Circular A-80 deals
with a common complaint among State and local officials: The fre-
quently inconsistent bases, requirements, and boundaries of Federal
planning provisions. The circular has instructed the agencies to set
up a checkpoint procedure whereby, insofar as feasible, they will
attempt to utilize common planning boundaries, statistics, and staff,.
and will strive to harmonize separate functional plans with compre-
hensive planning for the area.

This brief discussion is, by no means, an exhaustive description of'
coordination efforts in the executive branch. The items listed, however,
are illustrative of the number and nature of actions currently being
taken in this field. The interest in extending these efforts is high
and will probably grow even more in the next year or so.

Finally, it should be noted that increased use of the newly instituted
Planning-Programming-Budgeting System in the Federal Govern-
ment will probably identify a number of additional areas requiring at-
tention. By specifying program objectives and collecting the resources:
to be applied (regardless of where financed), the system can point
to overlapping and inconsistencies of programs.

ITI. ReForMING THE SySTEM: PROBLEMS AND PROSPECTS

All the necessary ingredients for reshaping public policy appear to-
be present : Presidential interest, congressional concern, State and local
complaints, and public awareness. The President recently announced
his commitment to some change in one of the major Presidential policy:
documents—the budget message. “Our agenda must give high priority-
to a stronger and more effective Federal system of government in the
United States . . . [The] Federal Government has a responsibility to.
examine and improve the grant-in-aid system, making it more flexible

= Ibid., pp. 491492, for a more complete description of these projects.

80-491—67—vol. 1——8
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and responsive to State and local fiscal realities.” After alluding to the
Model Cities and Partnership for Health programs as possible proto-
types, he went on to say, “In the coming year we will examine other
areas of Federal aid to determine whether additional categorical
grants can be combined to form a more effective tool for intergovern-
mental cooperation.” %

There appears to be a consensus on the general proposition that
there are too many narrow grants. Budget Director Schultze empha-
sises that Federal aid”. . . is being provided through too many narrow
categorical grant and loan programs. Our system of grants-in-aid has
long been overly complex . . .” 3 Noting the “excessive categoriza-
tion,” he graphically depicted our problem as needing to strike a rea-
sonable middle ground between extending aid in “teaspoons” or in
“buckets.” ¢ Selma Mushkin, in a recent address before the National
Association of State Budget Officers, judged the present number of
grants “excessive” whether the total was 100, 200, or 300. Sheer num-
bers alone cause States and communities considerable problems in
simply . . . sorting out what is available . . .””*" These authorities
are joined by similar complaints emanating from Capitol Hill, the
National Governor’s Conference, and elsewhere.

However, in moving from the general proposition that some reform
is needed to particular measures, any semblance of unanimity quickly
fades. The symmetrical lines of the old Hoover Commission grant edi-
fice are soon eroded by a rash of qualifications and hedging. There
appear to be significant obstacles in the path of wholesale reforms
which would yield a grant system “. . . based on broad categories—such
as highways, education, public assistance, and public health—as con-
trasted with the present system of extensive fragmentation.” * The
one shining example of progress in this direction, the Partnership for
Health program, had a gestation period of some 17 years—being first
proposed in almost its present form in 19491 % After some thought on
this topic, and faced with the manifest lack of progress, the author
was forced to concede that there must be something to say in favor
of our much-maligned categorical aid system. Or, at least, one must
judge that there are almost insurmountable obstacles to significant
revisions in the present grant structure. (In this context, the outlook
for more radical changes in the system is dark indeed!)

193‘*}3“’1‘he3 fudget Message of the President,” The Budget of the United States Government—
68, p. .
% “Creative Federalism,” op. cit., p. 390.

3 I'bid., pp. 410—411. One “horror” story will suffice to demonstrate the extent of over-
lapping and fragmentation which can exist in some Federal program areas. While there
may be defensible reasons justifying the continued existence of such splintering, the area of
health in the Department of Health, Education, and Welfare can be awesomely bewildering
to the prospective recipient. For example, the bulk of health assistance programs are vested
in the Public Health Service. Yet, four other HEW agencies are also involved in the health
field ; the Social Security Administration, Vocational Rehabilitation Administration, Office
of Education, and the Welfare Administration. Furthermore, within the Welfare Adminis-
tration, health programs are being carried out by two of its constituent elements: the
Children's Bureau, and the Bureau of Family Services.

3’ “Intergovernmental Fiscal Relations: Prescriptions,” an address prepared for the
%ggg)Anmﬁl Meeting of the National Association of State Budget Officers, Hawaii (Aug. 4,

, D 19.

8 Commission on Organization of the Executive Branch of the Government. Overseas
féimginistgzstion, Federal-State Relations, Federal Research, Report to Congress (March

49), p. 36.

39 See Seima Mushkin, “Barriers to a System of Federal Grants-in-Aid,” National Ta®
Journal (September 1960), pp. 193-198, for a discussion of this general topic.” See, espe-
clally, p. 194 for the block health grant proposal.
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A. Obstacles to generalized forms of assistance

The formidable problems lying in the path of general forms of aid
are outlined below. Looking at the positive side, the list constitutes
an impressive array of advantages to be claimed for categorical aids.

(1) National needs.—There are certain objectives which take on
national importance. Rather than undertaking these activities directly,
the Federal Government frequently chooses to stimulate State and
local efforts to meet those needs through the financial incentive pro-
vided by conditional grants. This is in accordance with our revealed
preference for the benefits of a decentralized system of government.

To be most effective, the aid stimulus should be applied to a restricted
area of activity, increasing its attractiveness to prospective recipients.
The common criticism that categorical aids “distort” State and local
budgets only indicates that the incentive to action is effective, and that
nationally defined goals are being pursued. Despite disclaimers to the
contrary, no governmental unit is forced to subscribe to most of these
services. There are still some assistance programs which a few States
forego on the basis of principle. On the other hand, large-scale provi-
sion of generalized assistance would dilute the Nation’s ability to focus
on specific national needs.

Highly specific approaches to meeting national needs constitute one
of the main reasons for the present fragmentation of Federal-aid pro-
grams. Few reformers will settle for a single “general” health grant,
for example. Inevitably, someone will point to the overriding need for
more doctors, nurses, etc., and decide tﬁat we need a separate program
for training health manpower. Looking at the complex problems of
long-term funding, and the voter appeal inherent in construction proj-
ects of any type, someone else will advocate separating construction
from regular operations. Certainly, planning is also a unique activity
which ought to be especially encouraged. As a result- fragmentation by
function is overcome; fragmentation by object is rampant. The casual
observer may be hard-pressed to choose which of these two kinds of
fragmentation is least confusing and inhibitive to effective program-
ing at the State or local level.

inally, the Kestnbaum Commission cited the national purposes
often pursued through the use of Federal aids. “The National Govern-
ment has used the grant-in-aid primarily to achieve some national ob-
jective, not merely to help States and local governments finance their
activities. . . . When used effectively, the grant not only has increased
the volume of State and local services, but also has promoted higher
standards both in service and administration.” *°

(2) Adjustment of “spillover” costs and benefits—In many State
and local programs there are costs and/or benefits which acerue outside
the bounds of the decisionmaking jurisdiction. As a result, analysis
of the need and formulation of a program to meet it tend to become
fragmented—and the true relationship between program costs and
benefits is clouded. Consequently, there is some justification for a more
comprehensive unit of government to evaluate the relative cost-benefit
balance and provide grants to adjust the differences.* The extent of

© Op. cit, pp. 119, 126, )

4 See Albert Breton, “A Theory of Government Grants,” The Cenadian Journal of Eco-
nomics and Political Science (May 1965), pp. 175-187. He argues, for example, that a
“. .. higher level of government and only a higher level of government can compute the
marginal social utilitles and the marginal social costs of the benefits that spill over the
frontiers of jurisdictions and only that government can equalize them” (p. 183)
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“gpillover” will probably vary from program to program, and from
area to area. (Contrast, for example, the differing relationships among
such programs as water pollution, air pollution, education, and wel-
fare.) As a result, the Federal grant must be flexible in order to adjust
the differing cost-benefit relationships. Prof. George Break concludes
that “. . . an economically optimal solution to the problem can be pro-
vided only by open-end, matching grants that are carefully restricted
to specific programs and that are managed jointly by the grantor and
grantee governments.” 4 [Emphasis supplied.] It could be argued that
general purpose grants could not accomplish the necessary refined ad-
justments. Hence, we would be faced either with a less-than-optimal
allocation of resources, or pressures for more categorical aids in addi-
tion to general assistance.

(8) Need for planning —Without getting into all the other pur-
poses which merit separate support, planning has several attributes
which place it high on any such categorical list. It can encourage more
effective use of program support funds—whether such support stems
from general aid or categorical aid. Planning assistance is also needed
to mesh multiple functional plans (e.g., for highways, urban renewal,
etc.) into comprehensive areawide plans—to insure their compati-
bility and combined effectiveness.*®* Finally, planning funds can pro-
mote the regional cooperation which so many multijurisdictional prob-
lems require. The grants may be tailored to the jurisdictional bound-
aries appropriate to different problems.

(4) Innovation and demonstration—The National Government is
in a unique position to encourage the research and demonstration of’
new techniques that will improve the efficiency and quality of public-
services throughout the country. It alone possesses the resources, proper-
time horizon, and geographical comprehensiveness which large-scale
innovation requires. A local community reasonably may balk at in-
curring the large capital costs (and great uncertainty) of demonstrat-
ing new techniques in urban mass transportation. Even a State may
hesitate to do so, because the demand for such services within its own
boundaries may be limited, or because it possesses no technique for re-.
couping its costs from outlying interested areas (which, recognizing:
the utility of the innovation, have already borrowed it for their own:
use at little expense to themselves). On the other hand, the Federal
Government through specific project grants can encourage multiple:
attacks on public problems, and then disseminate the most useful find-.
ings. Unrestricted general grants will not suffice for the purposes of in--
novation. The needs, abilities, and interests associated with innovation
are not distributed according to population or any other single index ;
they vary both geographically and functionally.

(8) “Practical’ political problems.—The categorical grant system
is rooted in the political structure of a pluralistic society. Divided by-
a thousand different loyalties, effective political action is contingent
on bargaining, compromise, and the search for specific, limited areas
of agreement. “Viewed in this light, the grant-in-aid programs make

42 Break, op. cil., p. 24. See algo his section on “Optimizing Grants,” pp. 77-79.

43 Senator Muskle revealed some hesitance to adopt any form of tax-sharing or block-
grants until assured that cross-functional planning is taking place at the State level, and
unless “we can be sure they are approaching their total requirements in some rational sense-
and with some sense of priorities ., . .” See *“Creative Federalism,” op. cit., p. 283.
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sense. Each is the product of a specific coalition and the terms of that
«coalition are evident in the statute and in the administrative prac-
tices which result from it.” 44 . .

Most general aid proposals, then, will run afoul of this basic feature
of our political system. This is true of efforts to restructure com-
‘pletely our existing categorical aid system, and of those which would
‘supplant it altogether. Specific grants are a means whereby a Con-
:gressman may support national action on a particularly pressing prob-
lem, without foregoing decentralized administration of the remedy.
"To remove categorical grants (or even reduce them in number) 1s
:a twofold political loss: it reduces the opportunity for an elected rep-
Tesentative to demonstrate concretely his responsiveness (to the de-
mands of his constitutents and interest groups) ; and it limits his op-
portunities for public exposure by reducing the number of announce-
ments he can make to his constituents concerning his advancement of
their interests. As a result, reforms in the categorical aid system face
formidable obstacles in the very basis of politically representative
;government, covering those elected, their constituencies, and the other
-groups which try to influence them.*®

Finally, for the reasons cited above, broad-ranging assistance meas-
-ures may fail to generate the requisite political support to secure ade-
-quate program funding. There appears to be much less “voter appeal”
in general welfare proposals, for example, than for efforts to aid crip-
Ppled children, the blind, or the disabled.*® The one mitigating factor
(albeit a highly uncertain one) is the possibility that the growing
.cumbersomeness, complexity, and consequent criticism of our frag-
mented aid system will simply overwhelm the opposition. The extent
-of public support for reform would have to be exceedingly high to ac-
-complish a coup of this magnitude, however.*”

(6) Scope of national controls—As a general rule, broader pro-
gram objectives (including general assistance) would be accompanied
by larger amounts of funds. In turn, these larger grants for broad
purposes would entail the application of Federal standards and re-
-quirements to a wider range of State and local activities. For that
reason, among others, the Kestnbaum Commission concluded that «. ..
the National Government’s conditional grants represent a basically
sound technique, despite their piecemeal development and hodgepodge
appearance. It is the only technique that is in any sense self-limiting,
Dboth as to objectives and amounts of expenditures and as to extent and
nature of national control.” # To argue that these broad controls and

«“ Monypenny, op. cit., pp. 14-15. Also see Mushkin, “Barriers . . . ,” op. cit,, p. 189 and
Weaver, “Creative Federalism,” op. cit., p. 88. The House Committee on Government Oper-
ations noted in 1958 that 1t was ‘“appreclative of the strong legislative reasons for confining
grants to narrow segments of a general activity.” (Op. cit., p. 51.)

4« For example, in the field of education, there are imposing forces rallying to the causes
-of vocational education, school science equipment, and guidance and counseling. The grant
programs in each of these areas are both the result of, and continuing raison d’¢tre for, the
activities of these groups. It should be noted that even the “revolutionary” Partnership for
Health program has 15 percent of its funds earmarked for mental health purposes. More-
over, the comprehensive health program has not faced its first acid test yet—the Appropria-
tions Committees of the Congress.

48 The old “general health” grant may be a useful case in point. Its scale was gradually
whittled away, until it was only half as large as it was in the mid-1950's before belng
merged into the health partnership consortium.

7 The effects of such a reform would probably be transitory, since the old pressures
;vmiﬂd reexert themselves and the system would lapse back into its preferred way of doing

usiness.

€ 0p. cit., p. 122. Sece also Mushkin, “Barrfers . . .,” op. c¢it., pp. 204-205,
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sanctions would never be applied because of their controversial na-
ture, is only to recognize another political obstacle in the path
of adopting more “flexible” forms of assistance.

B. Concluding observations

What conclusions can be drawn from this rather pessimistic assess-
ment of the outlook for substantial reforms in the categorical aid sys-
tem ? First, and most obvious, is the conclusion that any changes in
such a structure are difficult to obtain. A reasonable corollary would
be that the extent of opposition to such change is directly proportional
to the scale of the reform (i.e., “radical” changes stand the least chance
of approval ; incremental revisions enjoy a more favorable prognosis).
In short, holistic approaches are unsuited to pluralistic politics. (In
this regard, “tax-sharing” proposals which would completely supplant
the existing categorical aid structure may foreclose the adoption of
any form of such general assistance—by serving as a catalytic agent
for consolidating the diverse opposing forces.)

Secondly, despite these obstacles, some reform is both necessary and
possible. To be effective, these proposals must be appropriate to the
actual problems encountered and in harmony with existing political
“styles” (i.e., at least appear to be incremental). Without wanting to
sound overly sanguine about the chances for favorable evolution in
the system, the author believes the factors cited in an earlier section
document a movement in the right direction. Moreover, the political
obstacles in the way of more comprehensive measures, and some of
the advantages of categorical assistance, make the prospect of evolu-
tion (rather than revolution) somewhat more bearable and a great
deal more likely.

There are a number of areas which would bear further exploration
as avenues of such a manageable reform package:

1) Marginal consolidation.—There is some latitude for combining
additional categorical grant programs. However, most of the pros-
pects appear to be in one agency—the Department of Health, Educa-
tion, and Welfare. The Department and the Budget Bureau are now
examining those programs to see what can be accomplished. In the
other functional areas, the number of separate programs does not
seem nearly so overwhelming.*®

(2) Single grant authority for demonstration and research.—Dr.
Selma Mushkin’s proposal to group innovative grants into a single
grant for each department is an interesting possibility.>® Since most
of the 226 project grants are of this nature, consolidation would
eliminate nearly half of the total number of grant authorizations.
Furthermore, the purposes of such research and demonstration could
then be broadened to encompass an entire program area, while not
sacrificing the ability to focus funds on specific problems.

® After subtracting project grants, the following number of aid programs remain :

National defense 4
Agriculture and agricultural resources T
Natural resources. . .———.__ - 37
Commerce and transportation 18
Housing and community development 10

s

Veterans benefits and services
General Government 5

On the same basis, programs for health, labor, and welfare totaled 56, and education had
84 programs,
& Mushkin, *“. . . Prescriptions . . .,” p. 21,
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(3) Reexamination of allocation, matching, and other grant pro-
visions.—As times change, logic demands a periodic reevaluation of
programs and methods to determine their suitability to current re-
quirements. Differing allocation and matching provisions should be
justified on the grounds of differing priorities, not historical accident.
The demands for a single State agency to administer grant programs
at the State level should be similarly reviewed.

(4) More information and assistance to States and communities.—
Since the categorical aid system can never really be made “simple,”
more information in useable form must be provided to States and
local governments to ensure effective use of Federal assistance funds.
Other possible forms of support include increased technical assistance,
training, and “overhead” funds to strengthen general management
and coordination abilities at the point of 1mpact of Federal
programs.

Much work along these lines has already been undertaken and has
reached the point of implementation. Other projects have just begun,
but offer considerable promise. In short, the pragmatic forces which
molded our current E‘agmenbed aid system are now at work to
“rationalize” it and remove some of its most deleterious features.



BARRIERS TO A SYSTEM OF FEDERAL GRANTS-IN-AID*

BY SELMA J. MusErIN**

Two major proposals to improve Federal grants to the States have
been advocated in recent years. The first is a proposal to block or
consolidate specific grants within a broad program area so that a
single grant would be made. The second is to make grant procedures,
plan requirements, and formulas more nearly uniform.

This paper seeks to examine these proposals and to set forth the
issues and problems which hinder their acceptance. Barriers to their
adoption are in part those that face any proposal for change in
established financial practices. However, these proposals implicitly
require difficult choices between conflicting objectives. By clarifying
the issues and choices the objectives sought through coordination may
be sharpened and new recommendations may be developed which
would be more consistent with the objectives—and with the tax-
payers’ vote on the allocation of public funds.

I. BacgerouNDp oF THE PROPOSALS

While block grants have a long history, the block grant proposals
as currently advanced emerged from the review of Federal grants-
in-aid by the Commission on Organization of the Executive Branch
of the Government (the first Hoover Commission). The term “block
grant” was applied, not as earlier to an unconditional fiscal grant,
but to a grant restricted to a broad program purpose.

THE HOOVER COMMISSION

In its report to Congress in March 1949, the first Hoover Commis-
sion set forth the assets and liabilities of Federal grants-in-aid.
Among the liabilities were: (@) the removal of discretionary power
from State officials, (d) the alteration and distortion of State
budgetary policies, (¢) imbalances between programs nationally sup-
ported and those not so supported and, (d) the retarding of State
Initiative in meeting public service responsibilities.?

To overcome these liabilities, at least in part, the Commission recom-
mended that “the grants-in-aid plan and program be clarified and
systematized.” It urged that “a system of grants be established based
upon broad categories— such as highways, education, public assistance,

*Reprinted from National Taz Journal, Vol. XIII, No. 3, September 1960.

**The views expressed are the author’s own and do not necessarily reflect the
position of the U.S. Public Health Service, the agency in which she is em-
ployed. The author is indebted to members of the Interdepartmental Group on
State-Local Finance for their comments on an earlier draft of the paper.

. *Commission on Or%anization of the Bxecutive Branch of the Government, Overscas
g.dng{usggation, Federal-State Relations, Federal Research. Report to Congress, March 1949,
pp. 31-32.
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and public health—as contrasted with the present system of extensive
fragmentation.” 2

This recommendation and others in the supporting reports on pub-
lic welfare® and Federal-State relations * stimulated two lines of na-
tional action: first, a formulation of administrative procedures for
greater uniformity of grants, and second, legislative proposals for

lock grants for health and for public welfare.

In 1949 officials of the U. S. Bureau of the Budget met with a com-
mittee of the National Association of State Budget Officers. Among
the problems relating to improving Federal grants which were dis-
cussed were: (a) the advisability of adopting objective criteria for
grant apportionment formulas giving greater emphasis to equaliza-
tion, and () a block grant for public health services.® State represent-
atives urged that the grants-in-aid for control of venereal disease, tu-
berculosis, cancer, and heart diseases as well as those for general health
assistance and mental health activities be consolidated into a single
block grant in preference to the continuation of the categorical aid for
each program. Consideration of this suggestion, along with the activi-
ties of this joint committee, lapsed with the outbreak of the Korean
war.

Federal agencies took steps during the latter part of the forties to
review their grant programs in order to achieve a greater measure of
coordination. The Office of Federal-State Relations of the agency
which subsequently became the Department of Health, Education, and
Welfare was asked to develop and coordinate policies, methods, and
procedures concerning Federal-State relations involved in the various
grants-in-aid, and other programs. The work of this Office clarified
many of the detailed issues involved in Federal aid programs, and
brought greater uniformity to State plan requirements.

Because of the interrelation of the grant programs administered by
the Public Health Service and by the Children’s Bureau, these two
TFederal agencies have worked closely together. In the fiscal year 1953,
a joint State plan submittal was begun, and before then, a joint State
budget, joint State fiscal reporting and joint statistical reports had
been implemented.

In addition to these small but significant steps toward meeting the
objectives of the Hoover Commission, legislative action was sought to
achieve greater coordination. Prior to 1953, major legislative proposals
were before the Congress to consolidate the categorical programs of
public assistance and also grants for public health work. For example,
in the 80th Congress ¢ and again in the 81st Congress? an omnibus
health bill, sponsored by the administration, provided for a single grant
for public health services and called for a single allotment of funds to-

2 Ibid., p. 36.

8 Brookings Institution, Functions and Activities of the National Government in the
Field of Welfare. Prepared for the Commission on Organization of the Executive Branch of
the Government, 1949, pp. 164—168, 531-533.

¢ Council of State Governments, Federal-State Relations. Report of the Commission on
Organlzalton of the Executive Branch of the Government. 1949. pp. 134-136.

Committee of the National Association of State Budget Officers and the U.S. Bureau of
the Budget on Grant-in-Aid Problems. Summary of Proceedings of Joint Meetings, May
10-11, 1949, and Aug. 30, 1949,

8 U.8. Congress, Senate, Committee on Education and Labor, National Health Program.
Hearings, 80th Cong., first sess.

7U.8. Congress, House Committee on Interstate and Forelgn Commerce, National Health
Plan. Hearlngs, 81st Cong., first sess.
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the States and a single matching requirement. The Cooper-Forand bill,
introduced first in the 79th Congress, authorized the States to deter-
mine whether they would continue categorical programs for public
assistance or would combine their programs into a generalized public
welfare program. The public welfare bill introduced in the 81st Con-
gress at the request of the President also followed this same pattern,
although the State matching requirement was somewhat altered.

Congressional debate on the health bills centered largely on a
national health insurance program, the issues of which were extraneous
to the proposals for consolidating the public health grants. The debate
on the public assistance program, however, illuminated the issues posed
by a block grant.

The administration-sponsored public welfare proposal sought Fed-
eral aid for a comprehensive public welfare program. In addition
to grants for medical assistance and for welfare services for adults
and for children, the bill provided for: (2) Federal aid for cash as-
sistance payments up to specified maximums for each recipient (with
reduced maximums for the third and each additional individual in the
family; (&) Federal matching of individual assistance payments with-
in the maximums on a variable basis determined for each State by its
relative income position, with a minimum Federal matching of 40 per-
cent in the highest income States and a maximum of 75 percent Federal
funds in the lowest income States; (¢) A Federal matching formula
which would yield about 55 percent Federal support in the average
income States; (d) State determination of the basis of aid to indi-
viduals. (States could retain the existing categories of recipicnts, adopt
new categories, or abandon the categories in favor of a more general
-approach.?)

Besides giving the States more authority in determining the classes
of recipients and their groupings, the proposal called for increased
Federal welfare expenditures, and was devised so that no State would
receive in the aggregate less Federal aid thait it had been receiving.
"The bill was supported by both labor and public welfare groups.

Among the arguments advanced in support of the proposal were—

—wider latitude for States to determine program;

—a better balance of public support for classes of needy persons;

—removal of hampering restrictions on classes of recipients for

which Federal support could be provided, and

—a more rational system of Federal aid varying inversely with the

fiscal capacity of the States.

The increases in Federal aid under the proposal were neither evenly
-distributed among the States nor among assistance categories. More
‘particularly, the proposal called for reductions in Federal funds for
-old-age assistance. In response to these problems, the Ways and Means
‘Committee reported out a new bill which became the Social Security
Act Amendments of 1950. Congressional and public opposition to the
reduction in Federal support for old-age assistance under the com-
‘prehensive program, despite the assurances that no State would re-
ceive less for the total package, led to the rejection of the block grant
-approach. In lien of a more generalized system of welfare aids, the

8 U.8. Congress, House, Committee on Ways and Means, Social Security Act Amendments
«0f 1949. Hearings, 81st Cong., first sess.
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Social Security Act Amendments of 1950 set up a fourth category of
Federal aid; namely, aid for the needy disabled, and authorized
matching of funds spent for payments to providers of medical care
within the maximum amounts payable to needy persons. The Ways and
Means Committee in reporting the bill out emphasized: “The bill
would strengthen the old-age assistance program by providing in-
creased Federal funds...”®

‘While the block grant proposals for public health and welfare were
Tejected, an Administration-supported measure to consolidate grants
for agricultural extension work was enacted by the Congress. In 1953,
the “Consolidation of Existing Laws Relating to Cooperative Agricul-
tural Extension Work” was passed to simplify procedures and to pro-
vide for a single allotment of funds from the. amounts appropriated
by Congress. However, the act froze the allocation to each State as of
fiscal year 1953 (with a minor exception) so that no State would get
less than it had prior to the passage of the new legislation. Any addi-
tional funds appropriated in the future would be allocated by a special
formula.2®

Thus, as an aftermath of the Hoover Commission recommendations,
steps were taken through legislative or administrative action to coordi-
nate Federal grants-in-aid by consolidating grants or by adopting
more uniform administrative procedures. The major proposals for
consolidating public welfare grants and public health grants failed to
be enacted because of the resistance to cutbacks in funds for a special
category within the welfare programs, and because of issues in health
programs unrelated to consolidation.

KESTNBAUM COMDMISSION

Recommendations of the Hoover Commission led to the subsequent
enactment of new legislation setting up the Commission on Intergov-
ernmental Relations (the Kestnbaum Commission).** The Kestnbaum
Commission in its report to the President in 1955, took a different posi-
tion on coordination from that of the earlier Hoover Commission. The
Kestnbaum Commission stated: “There are strong reasons for confin-
ing grants-in-aid to fairly small segments of broad activities.” *? In
more specific recommendations the Commission urged that grants to
States be consolidated for agricultural experiment stations and indi-
cated that some broadening of grant programs, particularly in public
health, would be desirable. The Commission also urged more consistent
use of grant allotment formulas in place of administrative allocations
and, in general, greater uniformity in grant formulas and administra-
tion.

Action on Federal grants-in-aid during and since the Kestnbaum
Commission may be summarized as follows: (1) there has been some
consolidation of grants; (2) a major effort was made to achieve greater
uniformity in grants and to consolidate some of the categorical aids.

2 J.S. Congress, House, Committee on Ways and Means, Social Security Amendments of
1949. Report, 81st Cong., first ress.

10 7J.8. Congress, Senate, Committee on Agriculture and Forestry, Appropriations for
Cooperative Agricultural Extension Work. Hearings. 83d Cong.. first sess.

u Commission on Intergovernmental Relations, Report to the President for Transmitial
20 the Congress, June 1955,

12 I'did., p. 133.
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The Commission’s recommendation that the various statutes author-
izing grants for agricultural experiment stations be consolidated into
a single law was put into effect by enactment of the Experiment Sta-
tion Consolidation Act of 1955. This act, like the earlier measure to
consolidate statutes on agricultural extension work was designed to
simplify budgeting and accounting. Like the earlier measure, too, it
froze allotments to each of the States so that no State would lose any
funds, and it set up a formula for the allocation of any increase in
Federal appropriations.*® .

Beginning in 1954 the Department of Health, Education, and Wel-
fare f)egan to reasses its grants-in-aid programs and proposed new
legislation on grants for public health services, child health and wel-
fare services, vocational education, and vocational rehabilitation. The
new legislation would have authorized the use of a uniform grant
formula, a uniform approach in each of the programs, and would
have combined the specific categorical aids into broader grants. The
proposed coordinated program for grants-in-aid, in the words of the
Secretary of the Department, represented a concerted effort to simplify
the structure and administration of 14 major grant-in-aid programs.

The pattern of this coordination proposal may be illustrated by the
public health recommendations. By this proposal, the categorical aids
for venereal disease, tuberculosis, mental illness, heart disease and
cancer control would have been consolidated into a general grant for
public health services. In lieu of the aids for specific disease categories,
grants of three types were to be made: support grants, extension and
improvement grants and project grants for experimental and demon-
stration purposes. Funds for support were to be allotted among the
States on the basis of a formula incorporating population and per
capita income. The allotments were to be matched on a variable per-
centage basis (varying inversely with the income of the States) within
a maximum Federal share of 6624 percent and a minimum of 3314
percent. Extension and improvement grants were to be allocated to
the States on the basis of population and matched on a project basis,
with a sliding scale depending upon the period elapsing; that is, 75

ercent the first 2 years, 50 percent the second 2 years and 25 percent
in the fifth and sixth years. Project aid was to be distributed admin-
istratively to public and nonprofit agencies. The consolidated public
health grant program did not call for increased Federal funds. Cut-
backs were projected for many States. But in combination with the
several related bills proposed, no State would have lost funds under
the total package.1+

The public health proposal passed the House of Representatives in
the 83d Congress with an amendment excepting mental health from
the block grant for a 5 year period. The amendment grew out of the
strong opposition to combining mental health with other public health
services, especially because of the developing separate State mental
‘health agencies which are independent of State health departments.
The companion Senate bill was not reported out of committee. Mem-
bers of the committee, during the course of the hearings indicated their

1 8. Congress, House, Committee on_Agriculture, Consolidation of Agricultural Bzperi-
ment Station Appropriations. Report, 84th Cong., first sess. )

14 U.8. Congress, House Committee on Interstate and Foreign Commerce, Public Health
Bervice Act, Hearings, 83d Cong., second sess,
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concern that the specific purposes for which the categorical aids were
designed were no longer spelled out and that appropriations for public
health work were endangered by the absence of an identification of
funds sought with purposes of expenditures.

Of the legislation introduced to effectuate the Administration’s rec-
ommendations the only measure enacted was the new vocational re-
habilitation program. This proposal, combined with the new threefold
grant-in-aid—support, extension, and project aid—not only a vastly
enlarged appropriation authorization Eut also included a transition
grant formula so as to assure each state that it would lose no funds.

JOINT ACTION COMMITTEE

Another major committee on Federal-State relations originated as a
consequence of the President’s proposal to the Governors at their an-
nual meeting in June 1957. The President proposed that the Governors
and the Federal administration form “a task force for action” for the
Eurpose of seeking ways and means to strengthen the federal system

y strengthening State governments. In its first report to the Presi-
dent and to the chairman of the Governors’ Conference, the Joint Fed-
eral-State Action Committee emphasized transfer of waste treat-
ment works construction and vocational education functions to the
States in return for relinquishment of a part of the Federal tax on
local telephone service to the States.*® In its second report the Com-
mittee stated that had it “examined the general aspects of grants-in-
aid and agreed to analyze, among other possibilities, the feasibility of
replacing specific grants with the block grant in combination with, or
as an_alternative approach to revenue source relinquishment, and the
practicability of revising present grant formulas to relate grant pay-
ments to per capita incomes.” *® With the establishment in September
1959 of a new statutory agency, the Advisory Commission on Inter-
governmental Relations, active operations of the Joint Federal-State
Action Committee ceased.’’

II. Brock Grants—Issurs axp CHOICES

The repeated rejection of block grants leads us to the conclusion that
the assumptions on which the block grant proposal rests are not valid
in all instances or, at least, run counter often to other objectives which
are more compelling. A detailing of these assumptions may help to
clarify the issues.

These assumptions include at least the following:

—that the primary purpose of Federal aid is to provide States
with financial support to carry out a program’s objective;

—that the alinements and pressures for political action are differ-
ent at the National level from those at the State and local levels;

—that Federal controls (e.g., standards, audits, and other re-
views) would be substantially reduced if the purpose of the
program were broadened ;

18 Joint Federal-State Actlon Committee, Progress Report No. 1, December 1957,

18 Joint Federal-State Action Committee, Progress Report No. 2, December 1958, p. 13.

17 U.S. Congress, House Committee on Government Operations and Senate Committee on
Government Operations T'o Establish an Advisory Commission on Intergovernmental Rela-
tions. Joint hearings, 86th Cong., first sess.
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—that more effective and efficient use of public funds will result
1f States have wider latitude in directing expenditures.

SUPPORT VERSUS STIMULATORY GRANTS

Is the national interest met simply by providing States with funds
for a broad program area? An affirmative answer assumes that the
National Government has no interest in direction of program content
and no more interest in one part of the broader program than in an-
other.

Most Federal aid programs, however, originate in rather specific
public needs and are designed primarily to stimulate states to meet
these needs. Pressures for action have centered on concerns of the cit-
izen and of the interest groups with which he associates himself for
political action: clean water, school hot lunches, training practical
nurses, control of cancer, efficient interstate highways, and scientific
apparatus in classrooms. In this setting, categorical aids have become
an important instrument by which national action is identified with
these interests, thereby stimulating necessary State and local actions,
and, yet, keeping administration and programing as much as possible
at the State and local levels. An alternative to a grant program is often
a direct nationally administered program, which bypasses the States.

It may be useful to look more closely at the purposes of Federal
grants and to do so within the context of their historical development.
Federal grants in 1900 were small, whether measured as a percentage
of total expenditures of the National Government, of State and local
revenue, or of State revenues. Federal aid to States and localities
accounted for less than 1 percent of the national budget in 1900, con-
tributed less than 2 percent of State revenues, and less than 1 percent
of State and local revenues combined.

Over the 60 years that have elapsed, Federal aid has increased both
in amount and scope. In the fiscal year 1959 Federal grants totaled
$6.4 billion (table I), including $2.6 billion of payments to States
financed from the special highway trust fund.®* Federal aids in the

TABLE 1.—Federal grants-in-aid Bezpenditures
. Jor grants

Fiscal Year: (in millions)y
1952 U $2, 393
1953 ___ 2,781
1954 e — - -~ 2,986
1955 —— -- 38,126
1956 - e 3,642
1957 T 3,943
1958 ——— 4, 831
1959 .- 6, 355
1960 estimate 7, 090
1961 estimate 6, 812

Source: Bureau of the Budget, Special Analysis of Federal Aid to State and Local
Governments in the 1961 Budget.

fiscal year 1959 (grants plus $458 million shared revenues and loans)
represented 7 percent of total Federal cash payments to the public,

1 Federal ald expenditures from Bureau of the Budget (Special Analysis of Federal Aid
to State and Local Governments in the 1961 Budget of the United States Government)
1inclildde shared revenues and net loans and repayable advances in addition to direct grants-
n-aid.
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and accounted for about one-sixth of all State and local general rev-
enue, and about one-quarter of State general revenue.*

The present money grant payments to the States and localities re-
flected 1n these dollars had their origins in such specific program objec-
tives as, for example, distribution of educational material for the blind,
promotion of agricultural research, and resident instruction in land-
grant colleges. Federal grants-in-aid for these specific purposes were
enacted before 1900. Over the years the same pattern of special encour-
agement has been followed (table I1I). To illustrate, since 1955 a num-
ber of new stimulatory grants have been enacted. These include grants
for library services in rural areas, waste treatment facility construction,
water pollution control, expansion of teaching in educating the men-
tally retarded, air pollution control, and national defense education
activities. The last is essentially a composite of separate categorical
aids rather than a single grant program.

TaBLE II.—Federal grants-in-aid to State and local governments, 1959

Year Amount of
Program estab- Federal department or agency grant, 19592

lished administering program (in thou-

sands)
D{’sltirigution of educational materials for the | 1879 ) $400
nd.
Agricultural research. ______ ... ..._.. 1887 | Department of Agriculture...___...___ 31,071
Aid to State soldiers’ homes. ..._.__...._.__ 1888 | Veterans’ Administration_______.__.__ 244
Resident instruction in land-grant colleges..| 1890 ¢ Dep%r%guffnt of Health, Education, 5,052
and Welfare.

Assistance to state marine schools........___ 1911 | Department of Commerce. . ......_._. 332
State and private forestry cooperation___.__{ 1911 | Department of Agriculture. 12,425
Agricultural extension work.___._.___. o) 1814 |____. Lo [« T 60, 624
Highway construction. _....._..__.__ .| 1916 | Department of Commerce. .._....._.. 2, 613, 897

Vocational education._ .. ....o..______ .| 1917 | Department of Health, Education, 38, 3

and Welfare.
Vocational rehabilitation...______________.__ 1920 |-.__. do_._.___ - 45, 373
th)_nation of surplus agricultural commodi- | 1933 | Department of Agriculture... 206, 703
ies.
Employment service and unemployment | 1933 8 { Department of Labor..______ 297, 261
compensation administration.

School lunch 1933 8 | Department of Agriculture...._.._.___ 143, 793
Child welfare services-___ ... oo ____. 1935 | Department of Health, Education, 11,833

Crippled children’s services......_.couee ..
Maternal and child health services
Pablic assistance . .. .o
Old-age assistance. __..._...
Aid to dependent children

and Welfare.

Aidb}odthe permanently and totally dis- | 1950 {-_..._ do___ 151, 695
abled.
Aidtotheblind_ . _____ . _.___ 47,875
Public health services ) 541
General health 14,924
‘Tuberculosis control . ._____________..___ 3,995
Mental health 3, 986
Cancercontrol _____________________.___ 2,171
Heart disease control... 2,075
Venereal disease contro R _— 2,390
Fish atnd wildlife restoration and manage- | 1937 9 | Department of the Interior.._ . _..___ 19, 847
ment.
Public housing, low-rent (contributions) 1937 | Housing and Home Finance Agency._. 110, 849
Agricultural marketing services. 19046 | Department of Agriculture..._........ )
Airport construction.._.... 1946 | Department of Commerce._.___._..... 58, 578
Hospital and medical faciliti 1946 | Department of Health, Eduecation, 10135, 159
.__construction. and Welfare.
Major disaster relief______ ... ..... 1847 | Office of the President_. ... ____..... 4,139

See footnotes at end of table.

¥ In the fiscal year 1958 Federal funds amounted to $4.8 billion, or 22 percent of State
eneral revenue; based on compilation of the Governments Division, U.S. Bureau of the
ensus. This figure includes, in addition to grants, shared revenues, payments to States and

local governments for services,

payments in lieu of taxes and other intergovernmental

payments. In 1957, $4.5 billion of the total $4.8 billion Federal payments to States and
local governments represented grants-in-ald.
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TaBLE I1.—Federal grants-in-aid to State and local governments, 1959 '—Continued

Year Amount of
Program estab- Federal department or agency grant, 19592
lished administering program (in thou-
sands)
Slum clearance and urban renewal (capital | 1949 | Housing and Home Finance Agency. .- $75, 537
grants).
Civil Aefense. e oo occeieo oo ceceeccaaoe 1950 Olgjme of Civil and Defense Mobiliza- 8,955
ion,
8chool construction in federally affected | 1950 | Department of Health, Education, 66, 097
areas. and Welfare.
School operation and maintenance in fed- | 1950 [_.... L L PP, 132,073
erally affected areas. X
Defense community facilities and services 11_{ 1951 | Housing and Home Finance Agency. .. 157
Flood prevention and watershed protection..| 1954 | Department of Agriculture___________. 22,9012
Special milk . eanns 1954 ... .. s [ T 72, 535
Urban planning ... .. ... 1954 | Housing and Home Finance Agency. .. 1,834
Library services for rural areas 1956 | Department of Health, Education, 5,362
and Welfare.
Waste treatment facilities_..__...____.....__ 38, 429
Water pollution control.._.__. 2, 591
Defense educational activities 44,153
Science, mathematics, and foreign lan- | 1958 33,748
guage instruction.
Guidance, counseling, and testing. 1958 6, 289
Area vocational programs. 1958 3,750
State statistical services... 1958 |.. - 366
Teaching in education of the mentally re- | 1958 | Department of Health, Education, | ......._...
tarded. and Welfare.

1 Based on a compilation of grant programs in ‘‘ Federal-State-Local Relations: Federal Grants-in-Aid,”
H.Rept. 2533, 85th Cong., 2d sess., table 1.

2 Fiscal year expenditures as reported by the Bureau of the Budget in the Budget of the U.S. Government
for the fiscal year ending Juns 30, 1961, and in ““Special Analysis of Federal Aid to State and Local Govern-
ments” in the 1961 budget.

3 Operated by the American Printing House for the Blind, a private, nonprofit corporation accountable
to the Department of Health, Education, and Welfare for its use of Federal funds.

4 Established as a continuing program of annual cash grants by the Morrill Act of 1890. The first Morrill
Act in 1862 provided a nonrecurring land grant.

5 Employment service administration, 1933; unemployment compensation administration, 1935.

¢ Originated in 1933 as part of emergency relief program. Established as a continuing program of cash
grants (supplemented by commodity donations) in 1946.

7 Grants for this purpose were initiated by Sheppard-Towner Act of 1921 but discontinued in 1929.

& Grants for control of veneral disease were initiated by the Chamberlain-Kahn Act of 1918, but discon-
tinued after a few years.

9 Wildlife restoration, 1937; fish restoration, 1950.

10 Of this amount $74,337,000 was granted for construction of private, nonprofit institutions.

11 Program discontinued July 31, 1955; expenditure represents disbursement on previous commitments.

12 Grants were made previously for the years 1950 through 1952 under a 1948 act.

‘While the line between support and stimulation is difficult to draw,
there is a point in the relative sharing of total program expenditures at
which the major national objective is, or becomes, financial. At this
point the withdrawal of national support would seriously threaten the
fiscal stability of the program and also pose substantial alternative
revenue problems for States and localities. Thus defined a support
program is sufficiently large to necessitate readjustment of State and
local revenue systems if aid is withdrawn.

Some programs originally designed to stimulate State action have
become over the years largely support programs. Federal aid for high-
ways in the early days of the grant program stimulated the establish-
ment of State highway departments and concentration on selected
road systems. This program, today, falls into the category of a sup-
port program, as do the public assistance grants. The largest part of
Federal aid now goes out to the States for these support purposes—
public assistance and highway grants.
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The effectiveness of categorical aid as a stimulus to State action is
implicit in some of the criticisms of these grants. For example, it is
charged that the categories distort State programing and budgeting by
pressuring the State and local governments to act on programs for
which categorical aids are made available, at the expense of the non-
aided categories. Mr. I. M. Labovitz in a recent paper takes up the
question: “Do Federal grants-in-aid stimulate the State and local
governments to support services they would otherwise neglect?” While
emphasizing the difficulties of a statistical demonstration of an af-
firmative or negative answer to this question, he summarizes the ex-
perience under selected aid programs. State and local expenditures
for vocational education have increased over the period of operation of
the vocational education program faster than Federal aid. Similarly,
State funds for vocational rehabilitation and for public health have
increased more than Federal moneys. These relative changes are re-
flected in reduced Federal shares of cost. To illustrate, Mr. Labovitz
points out that during the period 1940-57 total expenditures for the
three grant-in-aid programs administered by the Children’s Bureau—
maternal and child health services, crippled children’s services, and
child welfare services—increased by 450 percent, from less than $31
million to more than $170 million. Despite this marked increase, the
Federal Government’s share dropped from more than one-third of
the total funds in 1940 to less than one-fourth in 1957. Under the Li-
brary Service Act, approved in 1956, Federal grants of $2,050,000
were made available to the States for the fiscal year 1957. In the first
vear, 85 States not only matched the Federal allotment but over-
matched it by putting up more than 3.3 times the minimum matching
fundsrequired.?°

Thus, to the extent that the grant mechanism is used to pinpoint
a national objective and to encourage State and local action in a
specific direction, block grants are a substitute for categorical aids.

PRESSURES FOR POLITICAL ACTION

Advocates of the block grant assume that citizens concerned with
specific programs benefiting themselves and the groups with which
they aline themselves for these purposes will turn exclusively to the
States or communities for remedy or relief. They assume that if there
is a block grant groups will not turn to the National Government for
aid for specific categories.

But the special interest groups concerned about mental health, crip-
pled children, agricultural extension work, school lunches and so forth
do not limit their political avenues of redress in this way. Pressures for
specific program action are brought to bear on each of the representa-
tive governments. The grant program offers a way for the Congress
to respond to these pressures by financial inducements to the States
to join with the National Government in achieving a nationwide provi-
sion of a public service. The process of congressional study and debate

2 1. M. Labovitz, Stimulative Effect of Federal Grants-in-Aid; Some Illustrative Data
(Library of Congress, Leglslative Reference Service, July 1958).

80-491—67—vol. 1——7
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itself serves to focus national attention on a problem area. If the Con-
gress is convinced of the need for a nationwide service, the choice is be-
tween a direct national operation and a cooperative National-State
program—and not inaction. ) )

A sharp differentiation between State and national action accord-
ingly cannot be made. The result of joint pressures on National and
State Governments is a complex set of functional interrelationships
among governmental units which is, in the phrase of Prof. Joseph Me--
Lean, a “marble cake.” * National, State, and local governmental con-
tributions and responsibilities run together in a varied and indefinite

attern.

P Weaknesses of State and local governments reinforce but are not

exclusively responsible for the pressures for national action and the

use of the grant-in-aid as an instrument to alleviate and remedy specific

social problems. It has been noted repeatedly that corrective State and

local action is urgently needed to improve representation in each of the .
States so that the voter and the interest groups have a better chance of
being heard closer to home. Inadequate representation of urban groups
in the State legislatures and constitutional restrictions on taxing and
borrowing powers impair the operation of States and localities. These
weaknesses do not end in fewer public services but rather encourage a
shift from the State to the National Government.

FEDERAL CONTROLS AND STANDARDS

Block grants have been urged as a way of reducing Federal controls
over State and local program activities. It is assumed that by broaden-
ing the program area for which aid is provided detailed program re-
quirements will be eliminated, and the complexity of Federal audits
of grant expenditures and of matching requirements will be reduced.

Block grants for each of the broad program areas would certainly
require a reexamination of some of the detailed standards and pro-
gram requirements now present in some of the older grant programs,
such as vocational education. They would do away with some of the
restrictions arising from the limited purpose of the categorical grants.
For example, a block grant for public assistance would end the restric-
tions on age groups for which Federal funds may be expended under
the present old-age assistance and aid to dependent children programs.
States would not be required to keep separate financial records of the
operations of each of the categorical programs.

Certain aspects of block grant administration, however, would work
in an opposite direction from that intended. A block grant which en-
compasses program areas broader than the sum of the categorical aids
also would widen the area in which national standards and controls
would be applied. In a sense, a categorical grant limits the “inter-
ference” of the National Government to the specific program aided.
States are not restricted in their choices in carrying out the broader
program objectives. Furthermore, the application of sanctions for
failure to comply with Federal standards becomes more onerous in a

19;12.T)osep% E. McLean, Politics Is What You Make It (Public Affairs Pamphlet No. 181,
> P O,
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block grant, simply because the size of the grant is enlarged. The
broader the purpose of the grant and the larger the pot that holds the
moneys, the more severe becomes the sanction of withholding Federal
funds. The severity of the sanction is likely to deter its use.

Within the categorical aids there are alternatives to a block grant
which could materially reduce the limitation on State and local activi-
ties resulting from Federal standards and requirements. First, and
perhaps most important of these, is a careful reassessment of legislative
standards and regulatory requirements to determine what is essential
as a minimum for furthering the national program. Abandoning
standards and requirements which are outmoded or unduly restrictive
would be an essential first step. Second, opportunities exist for sim-
plifying Federal audits. Wherever feasible this simplification should
be undertaken. Third, in grant programs administered by a single na-
tional agency and generally by a single counterpart State agency, steps
can be taken and have been taken in some instances to provide greater
flexibility in the use of Federal funds. For example, it has been noted
that States in their administration of health funds are permitted to
consolidate their plan submissions into a single State plan and budget.
States are permitted to submit consolidated financial reports of grants
and matching expenditures. Furthermore, States are authorized to use
portions of categorical grant moneys to finance organizational services
and salaries for individuals who devote only a part of their time to a
given program. By way of illustration, States are permitted to use part
of tuberculosis grant funds to pay a proportionate share of laboratory
expense and nursing services.

ECONOMY IN THE USE OF RESOURCES

The block grant proposal also is advanced on the ussumption that
States given greater latitude in use of grant moneys will direct re-
sources into those programs which urgently require emphasis because
of special needs within the State. Discretionary use of a block grant
permits variation more nearly in accord with different public service
needs in the States. This greater flexibility and the concomitant ease
of shifting program emphasis with changes in circumstances are major
arguments in favor of block grants for broad program areas.

Control over use of funds—Wide latitude in use of Federal grant
moneys is consistent with an objective of national support of functions
administered by the States and local governments. It is not consistent
however, with a national objective of directing public services into
specific channels. Among the questions raised in justifying national
support and the method of support are: Is the need nationwide and
will the extending of a “carrot” encourage action on the part of most,
if not all, States? The price of the “carrot” is the start or further
development of a specific public service.

Recourse may be had to administrative rather than legislative di-
rection of the special funds within a general grant program, but when
large sums are involved the delegation of responsibility becomes a
serious matter. Even within categorical programs, steps have been
taken administratively to pinpoint funds to emphasize a need in the
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achievement of a program’s goals. To illustrate: at one time funds
from the grants for crippled children were set aside for rheumatic
fever cases to gain a nationwide “push” in reducing the crippling
effects of this disease. At another time, a part of the funds were set
aside to apply newer surgical techniques to certain cases of congenital
heart disease in children. These “earmarkings” permit the National
Government to combat special health problems in cooperation with
established State agencies.

Moreover, the limited categorical aids, through the appropriation
process, direct use of economic resources in accord with the desire of
the voter and his affiliated groups. Categorical aids facilitate a review
of appropriated items in terms of the specific purpose of each program.
The delimited grants have a built-in mechanism to clarify the pur-
poses for which funds are sought—public libraries, school lunches,
cancer control, and so forth. Concern Eas been expressed frequently in
congressional debates on block grants that the consolidation of grants
into broader purpose programs will impair the expression of voters
preferences in the amount and allocation of Federal moneys. While
a block grant may reduce the number of appropriation items, the
amount of funds requested may appear unduly large in terms of the
vague and broadly defined need.

It has sometimes been said in jest that the best way to deal with this
manysided issue is to seek action on appropriations from the U.S. Con-
gress on the basis of special categories, but to turn about and distribute
the funds to the States without categorical restrictions. If representa-
tion in State legislatures were improved, there would be much merit in
this seemingly improper conduct of the public business. The alinement
of public pressures for State fund allocations, of which the Federal
funds become a part, could be relied upon to obtain the desired alloca-
tion of resources.

Whether the National Government as well as the States or the States
alone should determine the use of the funds within a broad program,
and how best to achieve a proper allocation of Federal appropriations
among specific needs are Eut two questions within the more general
problem of effective use of public funds. Review of the allocations to
States under some of the small stimulatory grant programs indicates
that amounts of grants to some of the States are so small as to require
direct justification. An annual grant to a State for particular pro-
grams may amount to less than $10,000 or sometimes even to less than
$1,000. Patently, these small sums can at best finance only part of the
salary of one or two State officials responsible for a program.

Demonstration grants——The size of the expenditure alone, however,
cannot be taken as the sole index of the usefulness of a grant. Many
of these small sums represent “seed moneys” to focus attention on a
public service through an educational program or through a demon-
stration of new techniques. Innovation in public services as a device
for improving their efficiency is gaining increased attention. New ideas,
new methods, new arrangements are required. They are needed to im-
prove administrative techniques, to revamp organizational structures
so that they facilitate the application of scientific advances, and to
coordinate the provision of services when the same family or individual
is eligible for different public services. These innovations and demon-
strations often require only small sums.
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One device for stimulation is the “project” grant, a grant made
directly by the National Government to a public or private agency
which formulates an acceptable and approved project. At present
project grant authority is included in programs for hospital construc-
tion, air pollution control, vocational rehabilitation education, and
others. This type of grant is classified by the Treasury Department in
its annual report as a part B category, “Federal aid payments to indi-
viduals, etc.,” within the States and not as a grant to the States.

Under these project grant programs, Federal funds go directly to
support of projects with the State participating only nominally. A
State’s direction of public services is weakened, especially when proj-
ect funds are granted to a public agency directly by the Federal agency.
While the amounts are small the importance for programing are po-
tentially considerable. And all too little attention has been given to
an alternative approach; namely, Federal grants to States for demon-
stration purposes, with the State in control of the funds.

Reduction in grants—At times the block grant for a broad pro-
gram has been urged primarily as an “economy” measure; that is, as
a way to reduce the Federal share of costs of a specific program.
Where Federal grants account for 80, 85 or even a higher percentage
of total program expenditures in a State, concern about responsibility
for expenditures is warranted. Experience with State grants to local
governments certainly suggests sizable local sharing of the costs to
check spending.??

One part of the problem is the relative Federal share, another is the
agoregate size of Federal outlays. Block grants may require larger
rather than reduced Federal outlays. If Federal aid is restricted to
specific segments of a program, the funds may be limited to sums
required to encourage States and localities to act on these particular
segments. If the program area is enlarged, as it often would be under
a block grant, increased Federal support commensurate with the
broader program objectives would be implied. Moreover, as suggested
in the review of congressional action on block grant proposals, the
transition from categorical aids to any block grant that will be accept-
able to Governors and Congress will itself require an increase in
Federal funds.

Increased Federal support will be required to assure that no State
will lose any funds and that some States acquire additional funds to
accomplish the broader program. The alternative course is to freeze
allotments as of some base period. Such a freeze impairs the applica-
tion of rational principles in allocating grants and introduces rigidity
in the national program. This rigidity may encourage new categorical
aids since the social and economic problems for which cooperative
National-State action is sought change from time to time.

SUMMARY

The foregoing discussion has set forth several assumptions on which
the block grant proposal rests. A block grant in a broad program area
gains the necessary Federal support and permits the States greater

2 Mabel Newcomer, “Critical Appraisal of Federal and State Aid.” In Federal-State-
Local Taz Correlation (Princeton : Tax Institute, 1954), pp. 87-98.
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flexibility in directing funds into specific channels. Enlargement of
programs supported by the Federal Government is the prescription
desired in some instances. For example, in public welfare if nothing is
done to enlarge the scope of the program, groups of needy will con-
tinue to be ineligible for payments under the Federal-State coopera-
tive programs.

The characteristics of the block grant which make it fit the purposes
of some programs make it singularly inappropriate in others. Stimu-
lating State action on specific public needs requires categorical aids
to be used. For only by categorical aids can the National Government
respond to the special interests of voters. Only in this way can appro-
priations be tailored to apparent needs and to preferences of voters. In
any case, a block grant offered as an economy measure is likely to be
voted down. More likely to be adopted is a program which calls for in-
creases in funds commensurate with the enlarged scope of the co-
operative Federal-State programs.

ITI. UntrorMrTy IN GRaANTS—Issurs axp CHOICES

The objectives in gaining a system of Federal grants by means of
greater uniformity in formulas and in other requirements are not the
same as those of the block grant. One objective of the block grant,
which is to give States greater flexibility in directing the use of funds,
is replaced by the more limited objective of neutralizing the inter-
program competition for Federal funds. Another objective, which
would reduce detailed Federal program requirements, is replaced by
the more limited purpose of standardizing procedure. While the block
grant proposal calls for a reduction in the number of Federal grants,
coordination through greater uniformity would not change the num-
ber of grants, nor would the leadership of the National Government
in providing specific public services be diminished.

In the discussion which follows, only one aspect of uniformity is
considered ; namely, uniform methods of allotment and matching.?®
The proposal for uniform methods of allotment and matching pre-
sumes that—

—the role of the National Government is about the same in each of

the nationally aided programs;

—grant-induced transfers originate in variable Federal sharing of

rogram expenditures;

— tzlz_tes will make the changes necessary to effect a uniform Federal

policy.

INTERPROGRAM DIFFERENCES IN FEDERAL PARTICIPATION

A major problem in the diversity of Federal grants arises out of dif-
ferences in Federal sharing of the expenditures for joint Federal-State
programs under existing grants. For example, if the National Govern-
ment offers more dollars per State dollar for public assistance than it

.3 Uniform method of allotment iS used here to mean a uniform formula design and
uniform weighting of factors of need and fiscal capacity : uniform matching is defined as a
uniform amount of Federal dollars per State (and local) dollars in a State.
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does for public health: States may be tempted to divert their funds from
public health to public assistance. Financially induced transfers of this
type can be avoided in State budgetary decisions by offering the same
Federal share to a State for each of the aided programs.

The earlier discussion has pointed up the different Federal role in
support and in stimulatory grants. This role is different in the public
assistance programs from what it is in health. It is still different in
education. Even within the construction grant programs, such as high-
ways, airports, hospitals, waste treatment works, and slum clearance,
Federal a1d is designed to achieve goals which are set at different levels
of adequacy and which have diverse timetables.

Variations from program to program in large part stem from the his-
torical development of public services and the historical allocation of
functions among the governmental units. In some instances cooperative
Federal-State programs have been developed ; in others, direct national
programs. A review of the statistics of Federal aid quickly points up
the areas in which the grant device has primarily been employed to
establish and operate programs of national interest. Almost all Fed-
eral expenditures for public assistance go out as Federal grants; when
considered along with social insurance benefits however, only about 18
percent of social security expenditures represent grants-in-aid. Grants -
to States account for about 26 percent of Federal health expenditures,
40 percent of Federal outlays for education and scientific research, 70
percent of expenditures for transportation (water, highways, and avia-
tion) and 56 percent of all civil public works.

Public welfare programs were poorly developed before Federal as-
sistance grants were initiated. In a sense these grants inaugurated pub-
lic aid to the needy as we know it today. Increasingly over the years
the Federal share of the cost has been enlarged. In the fiscal year 1937
the Federal government met 42.8 percent of the total costs of public
assistance, exclusive of general assistance. By 1942, this had increased
to 47.0 and in the fiscal year 1959 it was 58.7. .

In health programs Federal aid from the beginning was restricted
to narrowly defined public health services and excluded hospital and
medical care, which are major activities of States and localities. The
grants were purposely stimulatory rather than supportive even within
the boundaries of “public health services.” Federal aid now accounts
for 3.2 percent of the $3.6 billion spent by States and localities for
health purposes. In education, despite the early precedent of land
grants. Federal aid has been restricted to stimulating specific types of
educational activities (such as' vocational education, counseling serv-
ices, scientific apparatus in the classrooms), or to an indirect compen-
sation for loss of State and local taxes due to Federal activities, as in
federally affected school districts. Of the total $15.9 billion now spent
by States and localities for education only 3.1 percent comes from
Federal funds.

The part of total expenditures financed by Federal funds varies from
public service to public service and from State to State. Table ITI
shows the share financed by Federal funds in each of the States as
reported in the 1957 Census of Government.
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TaBLE 1I1.—Federal funds as percent of State and local expenditures, 1957

States ranked in order of average] Education Highways | Health and Publie Natuaral

of 1956-57 per capita income hospitals welfare resources
United States_......_..__. 3.0 12.4 3.5 45.5 11.5
Delaware. ... oo_ooooooo.. 2.3 13.8 4.9 34.6 30.4
Connecticut. R 1.2 1.8 1.9 30.8 10.3
New York._.. - 13 7.4 .9 32.5 2.4
California. ... 7.1 15.0 L5 41.3 2.4
New Jersey . cuvecamommecccmna- 1.2 4.4 1.4 30.5 6.5
linois. . 2.5 8.7 2.0 42,1 9.2
2.6 41.8 8.2 41.1 11.8
1.8 3.6 1.0 33.6 11.8
1.5 11.1 2.7 35.4 12,5
3.3 10.4 2.4 37.8 12,1
2.2 8.0 3.2 41,2 13.4
2.7 8.2 1.7 4.7 12.8
2.1 8.8 3.9 32.1 13.8
Rhode Island .. __.._.._.._..._ 2.3 17.3 6.3 36.5 18.4
Indiana_ . .. ... 1.9 8.7 2.9 40.9 15,5
Wyoming...._ ... . 2.3 37.6 7.3 42.3 11,1
Cotorado. ... ____ 2.3 20.3 4.5 37.4 24,5
Oregon . ... 2.1 19.1 2.5 35.2 14.4
Missouri. ..o 2.4 19.3 4.2 57.8 22.1
Wiseonsin. ..o oo ... 3.3 10.1 1.9 31.1 15.0
Montana_ __.._.__........._.__ 2.2 34.8 7.2 42,5 14.1
New Hampshire. ...__._.____.__ 2.7 7.9 4.2 33.5 14.6
Minnesota. ..o .. 3.8 13.8 4.5 39.1 14.3
Florida.. .. ... .._____._. 2.3 9.6 3.8 63.5 4.8
Texas_ ..ol _._. 2.0 17.9 7.5 68.0 14.0
Kansas_ ... 2.6 12.3 3.9 45.0 24.1
Towa._ ... 4.1 11.1 4.8 40.7 19.9
Arizona______ . _______________._ 3.0 19.3 5.6 56. 2 5.3
Nebraska . . .oooooooeiaas 2.4 21.9 3.0 49.3 14.8
Utah_ ... 4.6 27.0 9.7 41.8 19.2
Maine_ . ... 2.3 13.6 5.1 50.1 17.3
Virginta_ ... ... 3.1 10.1 4.7 54.2 19.5
Vermont ... ... __.________ 4.4 14.3 6.5 4.4 23.5
2.5 23.7 11.9 52.3 12,5
6.5 37.4 13.0 63.9 24.6
2.5 16.1 8.1 49.2 27.1
2.0 12.0 6.5 56.1 8.5
West Virg; 2.8 6.6 9.3 66.0 26.7
Georgia. ___ 3.3 11.9 7.6 62.9 23.4
North Dakota..__......_. - 3.1 21.2 7.3 52,1 18.6
South Dakota._._.__...____ - 3.2 25.8 9.6 59.3 24.3
Tennessee. - o v v voeoweeee__ . 3.4 12.8 7.8 67.7 28.0
Kentucky__________________ - 3.1 11.3 7.0 66.9 17.9
North Carolina...__._...___ - 3.5 33.1 9.4 7.5 25.3
Alabama......._._.______ - 4.2 7.7 14.3 65.7 29.2
South Carolina......__._. - 2.9 15.0 9.3 70.1 17.5
Arkansas.__.__......_____ - 6.2 17.1 13.5 66,7 27.8
Mississippie oo e oL 5.6 18.4 12.9 66.8 29.1

Source: Computed from U.S. Bureau of the Census, ¢1957 Census of Governments, Compendium of Gov-
emmen’t, Fibn]ansces,” table 31; U.S. Bureau of the Census, ‘Compendium of State Government Finances
in 1957, table 8.

General aid for elementary and secondary education sharply de-
fines the problem. Before World War IT the Treasury Committee on
Intergovernmental Fiscal Relations in assessing Federal grants
wrote: “Of all the functions of government which might be candi-
dates for national minimum status general education has the strong-
est claim.” 2¢ Education, however, remains the financial responsibility
of State and local governments. Moreover, the grant programs which
have been advanced do not contemplate any major shift in responsi-
bility between the National Government and the States. What is in-
tended basically is an increase of educational expenditures either in
all States or in the “poorer” States. In no Federal grant program
has tax relief for States and localities been considered as an acceptable
objective even when the higher tax effort of the poorer States has
been taken into account. In fact, when shifts from State taxes to

# U.8. Treasury Department, Committee on Intergovernmental Fiscal Relations, Federal,
State, and Local Government Fiscal Relations. Senate Document 69, 78th Cong., first sess.
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National taxes have been discussed, moves have been made to pro-
hibit such substitution. So-called floor provisions or minimum effort
requirements have been especially designed to assure that Federal
taxes do not replace State taxes.

First definition of costs—We have thus far considered uniform
Federal sharing in the cost of programs without defining what the
Federal funds are a share of. Program costs for this purpose may be
defined in at least two ways. First, cooperative program costs may
be considered as the sum of the grant and of the minimumn amount
required as a condition for a State’s receipt of the full allotment to
a State. In this sense the early grant-in-aid programs fully met the
objective of uniform sharing. The typical grant formula called for
an allotment in proportion to population and a matching on a dollar-
for-dollar basis. The National Government’s share in the cost of each
program so defined was uniformly 50 percent.

Today, there is a wider variation in Federal grant formulas. In part,
these variations reflect the differences in grant formulas between the
older and newer grants. Grants started since the 1930’s and especially
since World War II often have built-in equalization-type formulas
which call for an apportionment of funds on the basis of a combined
index of program need and financial ability; matching is in direct
relation to the State’s fiscal capacity. Federal grant funds are distrib-
uted in these newer grant programs so that a larger proportion of the
funds goes to States which have the greatest need for public services
and the least capacity to provide them. In grants for construction of
hospitals and related health facilities, school lunches, vocational re-
habilitation, waste treatment works, and rural libraries the National
Government assumes more of the financial burden in States of lower
capacity than in the more prosperous States. In 1958, Congress
adopted for the first time a modified version of a variable grant for
public assistance payments.

Thus, the newer Federal grant formulas use grants as a tool to
equalize both the level of public services and the State fiscal burdens
required to finance these public services. The implementation of these
newer formulas is reflected in the fact that more than half of Federal
grant funds now goes to States with incomes below the U.S. average,
rather than to the high income States. In contrast, before World War
11, the largest share of Federal grant funds went to States with in-
comes above the U.S. average.” A positive correlation between State
per capita income and per capita Federal grants has been replaced
by a minor negative correlation.?®

Steps taken within governmental departments to bring about a
more uniform approach to concepts of need and fiscal resources and
the formulas applying such indexes were mentioned earlier. As a
consequence, major legislative proposals for Federal grants for health,
education, and welfare often follow a common formula pattern. (In
a subsequent section I shall discuss some of the techmical problems
which militate against a uniform sharing of costs in a State for each
of the aided programs within this common pattern.)

Second definition of costs—The use of formulas which call for

% V. 0. Key, Jr., The Maiching Requirement in Federal Grant Legislation in Relation to
Variations in State Fiscal Ability. Social Security Board, Bureau of Research and Statis-
tics Memorandum No. 46, February 1942,

% Selma Mushkin. “Federal Grants and Federal Expenditures,” National Taz Journal,
vol. X, No. 3, September 1957, p. 204.
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Federal sharing in some minimum level of public services in each
of the States opens up questions of minimum program standards
and of the cost of implementing such minimum standards, Thus, a
second definition of program costs has come into use; namely, the
cost of a standard minimum program in which the Federal Govern-
ment participates. The Hill-Burton hospital construction program,
for example, defines program need by an objective statistical index.
For general hospital beds the program limit in which the Federal
Government participates is set at 4.5 beds per 1,000 population in
States with a population density of 12 or more persons per square
mile. This proportion is increased to 5.5 beds per 1,000 in States
with low population density. “Intended as the limits for Federal
participation, the ceilings have, through the force of Federal regula-
tions and instructions to the State agencies, tended to become estab-
lished as definite and fixed standards of bed needs.”

Many of the newer programs, however, have no clearly defined
minimum standards. In public assistance, for example, one, although
not the major stumbling block to moving from an open end to a
closed end grant, has been the complexity of formulating and pricing
such a standard. Even in programs with minimum standards, such
as hospital construction or highways, Federal appropriations are
often substantially below the annual amounts required to meet pro-
gram goals within a time schedule. Program standards are pitched
at different lJevels of performance, and appropriations are authorized
to finance differing parts of even the defined standards.

Federal shares as a consequence are not always the same even when
identical matching ratios are used. In one program, for example,
the Federal Government may allot a ‘State the full amount, which
together with the required dollar-for-dollar matching could finance
a standard minimum program. In another it may allot only 20 cents
of each $1 of minimum program costs. The effective Federal shares
are not the same even though the matching ratio may be. Matching
requirements may even become inoperative, in a sense, except in those
States whose programs are substantially below the national minimum.

GRANT-INDUCED STATE BUDGET TRANSFERS

We have taken almost for granted that differential Federal reim-
bursement ratios are a factor in State budget decisions. 4 priori, if
a State can get 90 cents on each $1 of expengitures on interstate high-
ways and only 3314 cents on each $1 spent to build hospitals, the State
will exhaust 1ts Federal highway fund allotment before spending any-
thing on hospitals. Governments, however, do not act like individuals,
they do not take maximum advantage of Federal grant offerings.
Some allotments of Federal funds even at fairly favorable matching
ratios are not taken up. There are States which still do not have a
special categorical program for payments to the needy disabled. States
sometimes adopt and finance programs which the State legislatures
know will not qualify for Federal funds because the State law does not
meet the Federal requirements. Additional research is required to an-
swer the question : “Does differential Federal sharing induce States to
transfer funds among programs#”

% Louis S. Reed and Helen Hollingsworth, How Many General Hospital Beds Are Needed?
(U.S. Public Health Service Publication 309, 1953), p. 2.
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The Xestnbaum Commission in discussing State budget distortion
commented : “Neither the nature nor the extent of distortion, how-
ever, is entirely clear. . . . It is questionable whether any State, today,
spends more of its own funds on major activities supported by grants-
in-a,,id than it would were there no Federal support of these activi-
ties.” 28

‘We know all too little about State budgetary decisions and the im-
pact of Federal grants. Two illustrations of léytam budgetary distor-
tion arising from Federal grants are usually given. First, general as-
sistance payments are contrasted with payments under the four aided
categories—aid to the needy aged, blind, disabled, and dependent chil-
dren. Second, staffing for vocational education is contrasted with that
for general education. But these contrasts are between programs which
are aided and those not aided. Unless the National Government is to
participate in all public services in States and localities, there will con-
tinue to be some such contrasts.

Even in those instances in which there is some Federal aid for one
program and none for a related program, it is not clear that Federal
aid is the cause of differential State action. States may be spending
more for old-age assistance payments than for general assistance, not
because State funds are matched in the first instance and not in the
other but because the aged are a strong political force. Political aline-
ments responsible for Federal grants for old-age assistance may be
reflected in higher State appropriations for the aged. As Professor
Anderson has suggested in another context, the functional interest
groups “have not plumped strongly for one level of government as
against another, or for one method of getting results in preference to
another.” 2 The pressures are directed at all levels of government as
uniformly as representation permits.

There are a number of indications that state revenue raising poten-
tials, as measured crudely by their incomes, determine the amounts
spent for each of the public services. Correlations between per capita
income and per capita expenditures tend to be high for functions in
which Federal aid has not played a significant part in raising the level
of public services in low income States. As shown below correlations
of per capita expenditures in the States in 1957 and per capita person-
al income are higher for functions without substantial Federal sup-
port than for functions which are so supported :

Correlation of per capita expenditures and per capita income

Functions :
Local school systems___ . ____________ _— —— 0.64
Hospitals S . —.67
Health oo —. 40
Highways . - —. 20
Public welfare —. 00

While differential Federal grants lessen interstate variations in
levels of public services by giving larger proportionate support to
the poorer States, the program effort of the States out of their own
taxing resources is not necessarily affected. Table IV shows the
expenditures from State and local funds (exclusive of charges and
fees) as a percent of personal income for four categories of public

= Commission on Intergovernmental Relations. Op. cit., p. 129.
» Willlam Anderson, The Nation and the States, Rivals or Partners? (Minneapolis : Unl-
versity of Minnesota Press, 1955).
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functions. Some of the high income States, like Delaware, make a
comparatively low effort for each of the programs whether aided
substantially by the Federally government or not. Others in the high
income group of States, such as California, make a higher relative
effort for the programs with less Federal support than those with
larger support. In the low income groups there are illustrations of
the same diversity in response of State program effort to Federal .
aids. The comparatively higher program effort in the poorer States
reflects in part the limitation of their resources, for despite Missis-
sippi’s above average effort for education, highways and public wel-
fare, per capita expenditure levels are substantially below the average
for the nation.®®

TaBLE IV.—Expenditures from State and local funds as percent of personal income,

States ranked in order of average of 1956-57 per | Education Highways Health and Public
capita income hospitals welfare
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Source: Computed from U.S. Bureau of the Cersus, ‘1957 Census of Governments, Compendium of Gov-
ernment Finances,”” Tables 22 and 31; U.S. Bureau of the Census, ‘““Compendium of State Government
Finances in 1957”, table 8.

3 The agreement in ranks of program effort in a State for each of the four program areas
shown in table IV is statistically significant. KXendall’s coefficient of concordance was com-
puted for the State program effort ranks (based on unrounded percentages) in the four
expenditure series. W=.415; x2==78.0. The agreement in ranks is significantly greater than
would be expected by chance.
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While the budgetary effects of differential aids may not be those
supposed, there 1s still reason for questioning differential Federal
sharing of costs.

Certainly the present grant formulas do not properly represent dif-
ferences in national interest in the different programs. The need for
coordination is especially urgent in programs which are closely inter-
related. When related programs are administered by different local
agencies and are supported by varying amounts of Federal dollars
for each non-Federal dollar, the problems of working out effective
coordination become even more difficult. For programs not so closely
interrelated a uniform set of formula guidelines would help to improve
the public understanding and acceptance of grants.

CAPACITY—NEED MEASURES IN GRANT FORMULAS

Newer grant-in-aid formulas now in use (or proposed) which seek
to vary the amount of a Federal grant with the need for public services
and with a State’s capacity are more complex than the formulas en-
acted earlier. The increase in the number of factors means more
variables which can be modified in the legislative process.** These grant
formulas have three objectives:

—A uniform level of program throughout the Nation as a minimum

or foundation.
—A uniform fiscal effort on the part of each State to support such
a minimum program.

—An equal (or other designated) sharing with the States (or States
and localities combined) in the costs of the program for the coun-
try as a whole, on an average dollar-for-dollar (or other) basis.

METHODS OF EXPRESSING A FORMULA

The operation of such a formula can be expressed in several ways:

(1) One way is to define total program need. (Usually, as indicated
earlier, this measure is determined indirectly through the appropria-
tion process by the amount of Federal funds made available and the
required State and local matching shares.) If, then, each State is
called upon to contribute a uniform percentage of its capacity toward
financing this program (the percentage set so that, for the country
as a whole, States raise, for example, one-half the total cost), the dif-
ference between program need in each State and the State’s share of
costs would represent the amount of Federal grant. The total of these
Federal grants would represent one-half the nationwide costs of the
program. For each State the grant would vary directly with need

31 Professor Musgrave, in a 1959 paper on “Theoretieal Aspect of Fiscal Federalism” for
the National Bureau of Economic Research Conference on Public Finance, outlines a
number of equalization formulas and examines these with regard to their distributional
results, and thelr incentive or disincentive effects. In each of these schemes he makes
explicit the state of origin of the central grant funds and assumes that the amounts col-
lected by the central fisc from all the States for subsidy purposes exactly equals the total
amount of the subsidy. In the formula presented below the source of the Federal grant is
not considered ; in other respects the elements which determine the size of the subsidy are
similar to those included in Professor Musgrave’s plans 5 and 9.
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and inversely with State capacity in such a way as to achieve the stated
objective.?2

(2) Another way of stating at least a part of the formula is to
emphasize the relative share of the Federal Government in a given
State’s total program expenditures, rather than the relation of one
State’s share of program expenditures to total funds contributed by
all States.®

In such a statement the percentage share nationwide is set so that the
Federal Government, will contribute the designated share of all money
spent to meet minimum program needs. The proportion of Federal
funds in the minimum program cost for each State is varied from this
average share inversely with the relative capacity per unit of need in
accordance with a combination of an index of need and an index of
capacity.

(8) Still another method of stating the formula is to express both
need and capacity in terms of a unit of need ; for example, per person
in a State. The basic statement is otherwise similar to the first method
presented above. In converting to either total program need, total State
share, or total Federal grant, the figure for need per unit would have
to be multiplied by the total number of such units in the State. This
method is expressed in various education proposals as a grant sufficient
to finance a minimum program of a specified number of dollars per
capita in each State, assuming a State effort equal to a specified uni-
form proportion of per capita income.

‘Why express the formula in one way rather than another? The prob-
lem in part must be resolved in terms of ease of understanding, famili-
arity to State and local governments, applicability to a variety of pro-
grams, and convenience of expression. The first method appears to

31 The formula may be expressed as:
_ o Ns Cs
Gs—ZG—N G—C

where G:'é‘ot?l Federal grant; also total State expenditures, and Gs the grant to a
tate ;
N=Total need, and Ns the need of a State;
C=Total Federal grant ; also total State capacity of a State;

G%s= Share of a State in relation to total State expenditures ;

) 2G%§= A State’s share of total need.
83 The relation of the Federal share in a State to the total cost would be :
14 2]
““ILNs " NJ’
which is equivalent to the relative shares derived from the first method of statement.
The Federal grant in a partlcular State, when expressed as a percentage of total expendi-
tures from Federal and State funds combined for the State’s program, would be

N! Cl

GN., ac,
N ] _C |
36N, 7| 26N, |
N N

1-[(Ca/C)+(N/N)] ; or 1=34[(Cs/NW)+(C/N)]

or alternatively as,

this is equivalent to:
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follow more closely than do the other two the program objectives,
namely, uniform minimum program and uniform State effort. How-
ever, the second method points up the matching ratios, or the relative
Federal shares, which could be used across the anrd from program to
program. Many other arguments have been advanced in favor of the
matching ratio formulation. Some of these arguments are:

The first two variable grants enacted, the Hill-Burton Act and the
National School Lunch Act, use a method which emphasizes Federal-
State matching ratios.

Allotment formulas provide a measure of maximum Federal grant
offered to a State. States may decide to raise an amount less than the
full share required to take up the maximum allotment and accordingly
the amount of Federal grant must be reduced. This step requires that
the relation of Federal participation to State participation be estab-
lished for each State even if the allotment formula is expressed in
other terms.

The Federal percentage formulation can be applied in grant pro-
grams for which there is no allotment ; the Federal Government simply
matches the amounts spent by the States, as, for example, in the public
assistance grants.

Measures of need in relation to use of capacity measures—One has
a choice of emphasis between two sets of objectives in the design of
such a grant formula—(1) the achievement of a nationwide minimum
program with uniform State tax effort, and (2) the achievement of
uniform matching ratios from program to program to reduce the prob-
lem of interprogram competition for each State’s funds. This choice
arises despite identical results derived from different ways of express-
ing a formula because of the different measures of need appropriate
to the various Federal grant programs. For example, children of school
age are used in the school lunch program, all children under 21
years of age in the grant programs of the Children’s Bureau, needs
for hospital beds in the Hill-Burton program. These different meas-
ures of need result in differences in the index of capacity of the States
per unit of need and, therefore, different matching ratios.

Since measures of need vary from program to program, however,
equalization of State tax burdens to finance these minimum needs can
be achieved only at the price of differences in matching ratios among
different grant programs within a State; or, conversely, uniform
matching ratios from program to program can be achieved only at
the cost, of differences in fiscal burdens among the States.

Perhaps of even greater importance in explaining the variations in
Federal grants is the number of components of a single formula
which may be combined in different ways. The concepts and arithmetic
of a formula are obscured in the process of applying such criteria
as the following: What is the resulting grant to each State? How
much would each State have to raise as its share of costs? How does
this relate to its current expenditures? To this list must be added for
an ongoing program the question: Which States gain and which
States lose Federal funds?

STATE PROGRAM ACTION

_ Even if each issue is resolved in favor of uniform Federal sharing
in the costs of nationwide minimum programs in a State, the State
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may not fulfill the objectives of this uniformity. Let us assume each
State (and local) dollar attracts the same number of Federal dollars
whatever the program purpose. The impact of the Federal dollar
thus is neutral as among programs. But a number of State fiscal
pliactices tend to foster the support of some programs rather than
others.

Among the fiscal practices which impede the achievement of a bal-
ance between programs in a State are: (a) program differences in
distribution of financial responsibility between the State government
and the localities, (b) differences in the extent that taxes for program
support are earmarked, and (c) differences in intrastate aid formulas
and in budgeting of State aid moneys. '

The process of transition from the present differential Federal
shares to more uniform shares would require intrastate finances to be
adjusted. Assume first that the share for only one program is lowered
to bring it into line with other aid programs. The impact of the re-
duced Federal funds might. fall on the State government, on counties,
or on other local governments depending upon the source of the pro-
gram support within the State. The tax which would have to Le
raised to offset a reduced Federal share might be a State tax—typi-
cally a sales levy—or property taxes of local governments. If an ear-
marked tax is used to finance the program, the rate or the base of the
earmarked levy would have to be changed so as to increase revenues.

Assume further that not one but many programs are affected by the
implementation of uniform Federal sharing. Despite the fact that total
Federal grants to a State might be increased, In some programs the
State might gain from an enlarged Federal share, in others the locali-
ties might gain. Additional State expenditures might be required,
while localities gain some tax relief. Or, States may gain tax relief at
the expense of agditional local expenditures and higher property taxes.
State aid provisions for specific purposes sometimes embodied in con-
stitutional or charter provisions make adjustment to changes in Fed-
eral aids even more complex. In some instances too, taxes are ear-
marked for special purposes by State constitutions.

SUMMARY

Differences in Federal shares of program cost may not be as serlous
a factor in State budgetary decisions as sometimes is assumed. For
most programs, moreover, changes in the Federal share would neces-
sitate considerable adjustment of internal State finances and probably
also adjustment of State and local responsibility. Complete uniformity
is not a feasible goal, given the diverse historical development of the
various public services. However, greater uniformity could be
achieved. Greater uniformity would doubtless contribute to a better
understanding of the machinery of the Federal aid structure.

What seems to be indicated are general guidelines for the develop-
ment and improvement of grant-in-aid formulas. Departures from
these general rules would then require special justification. Such a
justification would necessitate a careful assessment of the objectives
of any specific aid program and of the detailed provisions for allot-
ment and matching in relation to these objectives. It would also ne-
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cessitate review of the relation of the specific program proposed to
other Federal grants. Aid programs and their purposes, in the light
ofl lchanging public service neegs, also need to be reexamined periodi-
cally.

This suggestion assumes that categorical grants are desirable in that
they facilitate the granting of Federal funds for narrowly circum-
scribed purposes of special national concern and permit appropria-
tions to be tailored to the sums required to carry out these purposes.
National leadership appears necessary to stimulate the development
of some public services and to give direction to the content of these
services for a period of time.

A word of caution on extending categorical aids, however, is ne-
cessary. It is patently possible to fragment each program area into a
series of parts—to divide the needy into groups of needy, to divide dis-
abilities into a large number of disease categories, to divide education
into a number of subject matter fields. Each of these programs, in
turn, can be divided by age groups, and into other special popula-
tion groups. The greater the number of these segments which are
aided, the more diﬁ%gult becomes the task of coordination. The greater
the number of delimited aids the greater the danger that existing
programs will fail to meet a current problem when circumstances
change.

80-491—67—vol. 1——S8



DEVELOPMENT OF THE FEDERAL SYSTEM?*
BY James A. MAxXwELL

“Many considerations . . . seem to place it beyond doubt that the
first and most natural attachment of the people will be to the govern-
ments of their respective States.” James Madison, Federalist Papers,
No. 46. :

“What is past is prologue.” The Tempest, Act 11, scene 1.

The United States is a Federal union, governed by a Constitution
that splits the functions of government between a sovereign Central
Government and sovereign States. The powers of the National Gov-
ernment, are enumerated in Article I, Section 8 of the Constitution;
the Tenth Amendment reserves to the States all powers neither dele-
gated to the National Government nor prohibited to the States. No-
where mentioned in the Constitution are many of the vital citizen
needs that today dominate the domestic scene: education, relief, public
health, highways, and so forth. These functions are neither granted
to the National Government nor specifically prohibited to the States.
The assumption is that these are residual State powers.

In addition to the National Government and the State govern-
ments, a great number (91,185 in 1962) and variety of local gov-
ernments abound in the United States. Unlike the Federal-State rela-
tionship, the State-local relationship is not one between sovereign
governments. The States are by law the complete masters of these
Iocal governments; that is, the relationship is unitary. This concept
is known as “Dillon’s Rule,” after Justice Dillon of the Supreme
Court of Towa who declared:

Municipal corporations owe their origin to, and derive their powers and rights
wholly from, the [State] legislature. It breathes into them the breath of life,
without which they cannot exist. As it creates, so it may destroy. It may destroy,
it may abridge and control.*

The relations that now prevail, Federal-State and State-local, may
not seem to conform to these neat legal divisions. Every citizen knows
that the practical power of States to alter and control local government
is limited, and that the Federal Government spends money on functions
that might seem to belong to the States. In view of the great overlap
in the performance of most governmental functions, it is not absurd
to ask: What has become of the Tenth Amendment?

TreE Histor1icAL BaLaNCE oF FEpERAL, STATE, AND LocarL Power

In the 180 years since the Nation was formed, National-State and
State-local relations have not remained static. The power of the
States vis-a-vis the Federal Government has waxed and waned as the

*Reprinted from Financing State and Local Government, The Brookings In-
stitution, 1965, chapters I and TII.

1 City of Clinton and Cedar Rapids v. Missouri River RR. Co. (24 Iowal 475, 1868).
102
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Federal structure adjusted to changes in social philosophy and envi-
ronment. In this century, and particularly in the 1930’s, major
shifts in both absolute and relative terms have occurred in the funec-
tions, expenditures, and revenues of all levels of government. In the
1930’s, many observers predicted the obsolescence of federalism; in
postwar years, however, a new intergovernmental equilibrium has
emerged in which State and local vitality is manifest.

These developments are reviewed in the following section, which
focuses in particular on the relative contributions during this century
of Federal and State-local governments to overall expenditures for
civil purposes, and relates these to periods of significant change in the
evolution of American federalism.

THE FIRST CENTURY OF FEDERALISM

In the years of the Confederation, 1781-88, the States were so strong
that they threatened the survival of a National Government. Congress
had no real power to administer, and especially to finance, its limited
functions. Expenses of the National Government were allocated to the
States; each State was supposed to raise its allotment through its own
officers. The results were nearly disastrous, and yet attempts to
strengthen the financial powers of Congress by amending the Articles
of Confederation failed because of the requirement of State unanimity.
The feeling grew that the Articles provided the wrong kind of govern-
ment. A strong nation would emerge only with a government that
could levy taxes for its own use through its own officers.

Federal powers were greatly increased in the new Constitution of
1788. Congress received the power “to levy and collect taxes, duties,
imposts and excises, to pay the debts and provide for the common de-
fense and general welfare of the United States.” 2 This meant that, in
addition to exclusive control over customs, it was to have concurrent
jurisdiction with the States in practically all fields of taxation. In the
first decade of its existence, the National Government exercised—and
even extended—its financial powers. The debts both of the Confedera-
tion and of the States were successfully refunded, customs duties were
assessed by national officers, a system of Federal excises was estab-
lished, and a Bank of the United States was created.

Despite these vigorous steps, the divisive forces latent in the new
federalism revived. During the next sixty years the State governments
gained such strength that, once again, they threatened the existence of
the National Government. Geographic expansion brought into the
‘Union new States with diverse sectional interests, and, in addition, the
old cleavage between North and South was deepened by the spread of
cotton and slavery. Most statesmen, obsessed with the perplexities of
federalism, came to believe that national functions should be held to a
minimum in order to preserve the Union.

The deference paid to the States did not succeed. Instead, the sec-
tional rift deepened until the Nation drifted into the Civil War, which
settled the issue of national supremacy by force. The Union was no?
a compact among the States; the National Government was entitled to
enforce its constitutional decisions in the face of State objections.

2 Subject to the qualification that “all dutles, imposts and excises shall be uniform
throughout the United States.”
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The effect of the Civil War and of events subsequent to it—such as
carpetbag government in the South—was to diminish the prestige of
the States. When in the last two decades of the nineteenth century,
many Southern States remade their constitutions, extensive and crip-
pling restrictions upon legislatures and executives were imposed.
Scholars, observing these trends, had forebodings about the future of
the States. They foresaw a continuing gravitation of poiver toward the
National Government.®

What was Federal performance at this time ? James Bryce, although
aware of many defects, was favorably impressed, and certainly this
judgment is correct if comparison is made with performance before
the Civil War. But the scope and range of Federal activity were very
modest, as the next section will indicate.

REVIVAL OF THE STATES

Around the turn of the new century, the State governments began
to stir. A look at overall governmental expenditures in. 1902 will pro-
vide a base from which change may be judged. Table 1-1 shows that
Federal expenditure on civil functions was about one-fifth of the total,
and local governments spent appreciably more than both Federal and
State governments together. The relative importance of local govern-
ments 1is, perhaps, the striking feature of governmental expenditure
at this time.

Only Federal expenditures for civil functions are considered in
Table 1-1, since, in these pages, a major issue will be the intergovern-
mental balance of power. A decision to spend more or less for defense
is, beyond dispute, a Federal function; no question is raised of en-
croachment on, or withdrawal from, the State-local sphere. Attention
should therefore be focused on spending for civil purposes. In 1902
this totaled $1,243 million; Federal spending amounted to $230 mil-
lion, and State and local spending to $1,013 million.

Table 1-1 hides a decision concerning the classification of intergov-
ernmental payments, that is, payments by the Federal Government in
the form of grants and shared taxes to State and local governments,
and similar payments by the States to local governments. Against
which level of government should these sums be charged? A choice
must be made in order to avoid double-counting. The alternatives are:
(A) to charge them to the level of government that makes the final
disbursement, so that a Federal grant for highways is counted as an

2 Several examples will suffice. John W. Burgess, Professor of Political Sclence at Colum-
bia University, observed in 1886 that legislative and judicial powers were ‘“‘gravitating
toward the National Government,” and that police powers were ‘“passing over to the
municipalities.” This was not, in his opinion, a “pendulum-swing’ ; rather did he forecast
that “in the twentieth century, the commonwealth will occupy a much lower place in our
political system, the Nation a much higher, and the municipalities a much more distinct
and independent sphere” (“The American Commonwealth, Changes in_Its Relation to the
Nation,” Political Science Quarterly, 1886, pp. 32-34.) In 1890 Simon N. Patten, Professor
of Economices at the University of Pennsylvania, found an_economic explanation for the
decline of the States. This was the absoluteness of the boundary lines—‘‘the unchangeable-
ness of the territorial extent of our States.” The remedy would be to create ‘‘natural
boundaries for each State” and thereby restore vitality. (‘“The Decay of State and Local
Governments,” Annals of the American Academy, July 1890, pp. 39-40.) In the opinion of
other contemporary observers, the inert performance of the State governments was not
compensated for by vigor at the local level. James Bryce, in 1888, critical as he was of
the States, declared that “the government of cities is the one conspicuous failure of the
United States.” (The American Commonwealth, Vol. II [1899], p. 281.)
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expenditure made by the State governments, or (B) to charge them to
the originating level of government, so that a Federal grant is counted
as an expenditure made by the Federal Government. If alternative
(A) 1s used, the total expenditure of the final disbursing level of gov-
ernment (the level that receives the grant) is larger, while that of the
originating level of government ( the level that pays the grants) is
smaller, than when alternative (B) is used. Table 1-2 shows the two
sets of figures for 1902. Since Federal intergovernmental payments
were not important then, the percentage distribution of Federal spend-
ing for civil purposes under alternatives (A) and (B) is almost iden-
tical. But the spread was to become greater as Federal grants
expanded.

TABLE 1-1.—General expenditure ! for civil functions ? by Federal, State, and
local governments, 19023

{Money amounts in millions of dollars]

Percentage
Level of government Amount of civil
expenditure
$230 18.5
134 10.5
Local._. 879 710
Alllevels__......_.__ e eeemmmm e cmeammcm e mm e 1,243 100.0

t General expenditure excludes amounts expended on utilities, liquor stores, and insurance trusts. These
are approximately ofiset by receipts.

2 The Federal expenditure for civil functions has been calculated by deducting from total Federal ex-
penditures ($565,000,000) the amounts spent on national defense, international relations, veterans (not
elsewhere classified), and interest on the Federal debt ($335,000,000). All State and local expenditures are
regarded as civil.

3 In all tables and charts years are fiscal unless otherwise noted.

Source: U.S. Census Bureau, ‘‘Historical Statistics of the United States: Colonial Times to 1957 (1860),

pp. (712)‘2-730. (Cited hereinafter as ‘‘Historical Statistics.”” Reference is to these pages unless otherwise
noted.

TABLE 1-2.—General expenditure for civil functions by final disbursing level and
originating level of Government, 1902

[Money amounts in millions of dollars)

Amount disbursed Percentage of total

Level of government
Final&l)evel Originating | Finallevel | Originating

level (B) (A) level (B)
Federal . il $230 3237 18.5 10.1
State-local .. _.__ 1,013 1, 006 81.5 80.9
Alllevels_ - . 1,243 1,243 100.0 100.0

Source: Historical Statistics.

THE INTERGOVERNMENTAL DISTRIBUTION OF EXPENDITURE AND REVEXNTUE,
1902 AND 1927

In the next quarter century the absolute amount of spending for civil
purposes rose rapidly, but the relative shares of the levels of govern-
ment—Federal versus State-local—changed little. (See Chart 1-1.) The



106 REVENUE SHARING AND ITS ALTERNATIVES

CHART 1-1. Percentage of General Expenditure for Civil Functions by
Federal and State-Local Governments, Selected Years, 1902-63
A. Intergovernmental payments charged to the level of
government making the final disbursement.
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Sources: Historical Statistics ond U. S. Census Bursau, Governmental Finances in 1963 (1944), p 25. For actval
expenditurey, see Appendix Table A-1.
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Federal share declined slightly because, in the 1920, concern over the
large war-related expenditures stimulated the feeling that citizen de-
mands for new and better public services should be directed to State
and local governments.

In the years from 1902 to 1927, there was little change in the propor-
tion of total taxes collected by each of the three levels of government.
The State share did increase somewhat. (See Chart 1-2.) Major altera-
tions did take place, however, in the s¢ructure and composition of taxes.
(See Chart 1-3.) In 1902, income taxation was so small that it was not
recorded separately; by 1927 it accounted for 64 percent of Federal
and 10 percent of State tax revenues. In 1902 taxes on consumption
were dominant at the Federal level (95 percent of the total) and im-
%ortant at the State level (18 percent) ; in 1927 their importance at the

ederal level was declining, and at the State level was increasing. Only
at the local level was there little change in tax composition. Both in
1902 and in 1927 the property tax provided almost all of local tax
revenues.

One main feature emerges from this summary of government fi-
nances before the great depression of the 1930’s: with respect to ex-
penditure for civil functions, the Federal Government, vis-a-vis State
and local governments, played a small role, and one that seemed un-
likely soon to increase. With respect to taxation, however, the Federal

CHART 1-2. Percentage of Tolal Taxes Collected by Federal, State, and
Local Governments, Selected Years, 1902-63
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Source: Same as Chart 1-1. For specific figures, see Appendix Table A-2.
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CHART 1-3. Relative Use of Types of Taxes by Federal, Siate, and Local
Governments, Selected Years, 1902-63

(Ir percentege of total tax collections)

All Levels of Government

] ] ) i ) 1
iRt S Lk
1 | [ | | |

1] 10 20 30 40 50 60 70 80 90 100
Federal
' | ! | 1 | | | | ]
1902¢::: B
[ i }
|2 Y 4
[} ] ] 1 - i
Wl AT
i

1948

] : 1
Ve

1963

] ' i
S S

I i | |
10 20 30 40

Source:

60 70 80 90 100

Property Consumption income Other

Same as Chart 1-1. For specific figures, see Appendix Table A-2.




REVENUE SHARING AND ITS ALTERNATIVES 109

Government had been pushed by World War I to move strongly into
taxes on income, both individual and corporate. In the 1920's the rates
of these taxes were sharply reduced, but there was no repeal ; the frame-
work was retained. Nonetheless, State governments had reason to be
content with their prospects. They were assuming new functions and
extending their control over old ones. New and productive revenues in
the form of taxation of motor fuel had been discovered and developed ;
since Federal rates were low, joint occupancy of income and death tax-
ation with the Federal Government seemed practicable. For the most
part, administrative decisions were left in local hands, subject to gen-
eral State supervision.

THB DEPRESSION OF THE 1980’8

The decade of the 1930’s brought more drastic change to the inter-
governmental financial structure in the United States than had the
preceding 140 years. The force behind the change was a depression
without precedent in its intensity and duration. A powerful shift in
social philosophy developed when it became clear that State and local
governments could not cope with obvious relief and welfare needs.
Local governments simply ran out of money as property tax collec-
tions declined and tax delinquencies rose, and as they found themselves
unable to borrow. State governments came to the rescue, but their
efforts were both laggard and inadequate. After 1933, Federal inter-
vention took place on a large scale, at first mostly by emergency pro-
grams of public works, work relief, and direct relief. Then 1n 1935 the

ocial Security Act provided a Federal program of old-age insurance,
a Federal-State system of unemployment insurance, and an extensive
plan of grants for public assistance which pushed State and local gov-
ernments into these programs and reimbursed them for about half of
their cost. Other governmental programs proliferated. Sometimes the
new expenditures was wholly Federal ; quite often joint Federal-State
financing was provided.

Thus, the 1930’s brought a major intergovernmental redistribution
of the expenditure for civil purposes. The most remarkable change was
the increase in the Federal contribution. It was much larger in 1938
than in 1927, and the State-local share was correspondingly smaller.
Much of this Federal increase was in the form of grants, that is, money
was placed in the hands of State and local governments to administer
and spend. As Chart 1-1, Section A, shows, however, direct Federal
spending also grew.

Tax collections during the 1930’s are less significant as a source of
government revenue than hitherto. Federal borrowing, never before
an important peacetime method of finance, took place on a large scale.
Nonetheless, between 1927 and 1938 the Federal and State tax shares
grew, and the local share declined. (See Chart 1-2.) Consumption
taxes took on greater importance, notably at the State level, where
such taxes in 1938 provided 53 percent of total tax receipts. (See Chart
1-3.) Property tax as a source of State revenue continued to lose
ground, but it nearly held its place as a local source.

In the 1930’s judicial doctrine also showed a centralizing bias. For
half a century after 1880 the Supreme Court had marked out a fairly
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clear boundary between Federal and State activities; it stood as referee
to solve jurisdictional disputes. Whether in response to shifts in social
philosophy or as a reaction to contradictory precedents, a new judicial
Interpretation emerged in the 1930’s which “accepted a reading of the
general welfare clause that placed no discernible judicial limits on the
amounts or purposes of Federal spending. . . .” * The Supreme Court
became unwilling also to place restraints on Government regulation
of economic affairs.

Inthe 1930’s a critical chorus arose, repeating much more vehemently
than in the 1880’s that the States were obsolete and should be scrapped.
Simeon Leland, a well known professor of public finance, believed that
the States should become “administrative areas” of the National Gov-
ernment. It was, he avowed, anomalous to have forty-eight States
fumble ineffectively with similar problems. An eminent political sci-
entist, Luther Gulick, was equally specific. The States were no longer
vital organizational units; “dual federalism” was an artificial concept
since State governments could not deal “even inefficiently with the
imperative, the life and death tasks of the new national economy.”
What had they done, what could they do, about regulation of utilities,
about protecting bank deposits, about social insurance? These pro-
grams were “mostly national in scope. It is extremely wasteful, and
In most cases impossible, to solve them State by State.” 5 No one spelled
out the timing of the dissolution of the States; fulfillment could pre-
sumably wait on the millennium.

Three decades later, the entire analysis and indictment seem un-
realistic. The economic disaster which struck the United States in
the 1930’s required a reallocation and also an enlargement of govern-
mental functions. Realization of this necessity did not come easily.
A period of fumbling, of debate over governmental responsibilities,
and of improvisation was inevitable. Only gradually could a new align-
ment of functions, and especially of governmental finance, evolve.

POSTWAR RESURGENCE OF STATE AND LOCAL SPENDING

Before this happened, World War II intervened. Even more than
in World War I, State and local finances were put on a standby basis.
As Federal spending in the years from 1940 to 1944 expanded tenfold
(from $10.0 to $100.5 billion), State and local spending declined (from
$11.2 to $10.5 billion). .

But when the war ended the Federal Government rapidly dismantled
its Military Establishment and prepared to reestablish its prewar
pattern of activities.® State and local governments prepared to catch
up on deficiencies in public construction resulting from depression and
war. On the surface their finances seemed strong : revenues were abun-
dant, and never had interest rates on State and local securities been
so low. Two events soon impaired the optimistic outlook: (1) a sharp

4« Commission on Intergovernmental Relations, A Report to the President (1955), p. 29.
This report {s hereinafter referred to by its more usual designation, the Kestnbaum Report,
so named after its chalrman, Meyer Kestnbaum.

s These references and others of a similar tenor are glven in W. Brooke Graves, American
State Government (Heath, 1936), pp. 746-753.

o Through the Employment Act of 1946, the Federal Government assumed the new
function of promoting economic stabilization. This did not, however, require provision of
new Federal programs.
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rise in prices and (2) the emergence of the cold war. The second was
the more important and enduring because it brought to a halt, and
then reverseg, the drop in Federal tax rates. State and local govern-
ments instead of occupying sources of revenue vacated by the Federal
Government, had to compete with the Federal Government for the
taxpayer’s dollar. Nonetheless, expenditures by all levels of govern-
ment on civil functions have grown in relative, as well as in absolute,
terms. (See Chart 14.) This trend was temporarily halted in postwar
years, but by 1963 total expenditures had surpassed the 1938 peak.

CHART 1-4, General Expenditure for Civil Functions by All Levels of
Government* as Percentage of Gross Nationzl Product, Selected Years,
1902-63
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Source: Appendix Toble A-3.
* lntergovernmental payments are charged to the level of government making Rnal disbursement.

Postwar State-local expenditures, considered separately, also show
a sizable relative and absolute increase. They represented 6.8 percent
of the gross national product in 1948, and 11.1 percent in 1963. Higher
standards of public demand for education, welfare, public health,
highways, housing, and so forth, required State and local action. Even
when intergovernmental payments are attributed to the originating
level, the distribution of spending for civil purposes in 1948 and 1963
%hl(l)ws that) State and local governments held their position. (See

art 1-1. :

In the postwar years, 1948 and 1963, the Federal share of tax col-
lections decreased somewhat, while the State and local shares grew.
(See Chart 1-2.) With respect to types of taxes used, the surprising
change was the recovery of the property tax. During the 1930%, as
previously noted, it lost ground precipitously. A fter the war it was
revived and showed surprising elasticity in yield. (See Chart 1-3.)
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PROJECTIONS OF STATE AND LOCAL FINANCE

Projections of future State-local expenditures and revenues have
been made by several scholars. Inevitably the assumptions differ in
detail and, for this reason, the sets of figures are not strictly com-
parable.” One major assumption, which 1s both important and pre-
carious, concerns the level of Federal spending, especially for defense.
Since defense as a function of government must take precedence over
all other duties, a pessimistic assumption would limit the expansion of
all Government spending for civil purposes. But an optimistic assump-
tion—that Federal defense spending will shrink, or even that it will
not grow quite as fast as gross national product—allows opportunity
for expansion of government spending, particularly by State-local
governments, for civil purposes. .

Projections which premise that the growth in defense spending will
not outpace the increase in gross national product expect State and
local spending in ten years to be double the 1963 level. Projected ex-
pansion of State and local tax revenues, based on present rates and
bases, do not match the growth in spending because the yields of the
major taxes—sales and property—are not very elastic. As a result, the
rates and bases of State-local taxes will have to be increased. It seems
likely that the financial well-being of State and local governments in
the next decade will become increasingly difficult to maintain.

No such financial problem should arise for the Federal Government.
Its tax system is quite elastic; an increase in the gross national prod-
uct will automatically bring a more than proportionate growth of
revenue, with no change in present rates or bases. If full employment
were attained, for example, Federal revenue collections would be
automatically increased by over $6 billion yearly, leaving a surplus
unless Federal expenditures were increased or tax rates reduced.®

Fux~crionarn DISTRIBUTION OF EXPENDITURES

This brief historical review of governmental finances indicates that
while the Nation has been buffeted by strong economic forces, federal-
ism in the United States has been flexible. The division of aggregate
governmental expenditure for civil purposes—Federal vs. State and
local—changed in the 1930’s with growth in the Federal share and
decline in the State-local share. The shift is more emphatic when
Federal grants are reckoned as Federal rather than State-local
expenditure.

Division or FuNcrions BeTwEeEN FEDERAL AND
StaTE-LOCAL GOVERNMENTS

This section will indicate the fumctions that have been affected by
these relative and absolute changes in government expenditures. Before
examining the functional figures, a question should be asked. What
rationale can be offered concerning the division of functions between
the Federal Government on the one hand, and State-local govern-

7 These have been reviewed briefly in James A. Maxwell, Taz Credits and Intergovern-
mental Fiscal Relations (Brookings Institution. 1962), p}i. 8-10.
8 Annual Report of the Council of Economic Advisers (January 1964), p. 42.
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ments on the other? The framers of the Constitution had a rationale;
they drew lines that set limits to the powers of the National Govern-
ment. The lines were not clearcut in 1788, and they are much more
blurred today. The scope of Government has grown, and the economy
of the Nation is much more integrated. As a result, the concept of the
separation of governmental functions, Federal versus State-local, has
been replaced by another concept of Federal-State relations, “coopera-
tive federalism.” In 1955, the situation was summed up this way:

TUnder current judicial doctrine, there are still limits on the coercive powers at

both levels [National or State], but the National Powers are broad and the possi-
bilities by means of spending are still broader. The crucial questions now are
questions of policy: Which level ought to move? Or should both? Or neither?
What are the prudent and proper divisions of labor and responsibility between
them? These are questions mainly for legislative judgment, and the criteria
are chiefly political, economic, and administrative, rather than legal. The empha-
si-s isn on mutual and complementary undertakings in furtherance of common
aims.
The case for decentralized decision and administration remains strong,
but Federal participation in finance, coupled with modest Federal co-
ordination of State performance, is currently thought to be consistent
with performance at the State-local level.

A modern rationale for “cooperative federalism” can be developed
through analysis of the benefits derived by people from governmental
services. Some of these services are collectiwe 1n nature. The clearest
instance is national defense where Government considers the need of
citizens in the aggregate, not individually. As a logical consequence,
Government raises the revenue for this expenditure by general taxes
which are assessed on individuals according to standards of equity.
The collective nature of the benefits dictates that this substantial ex-
penditure—absorbing, in 1963, 68 percent of Federal expenditure and
44 percent of total governmental spending—must be allocated among
taxpayers according to whatever standards the legislature deems ap-
propriate. At the other end of the spectrum, government renders serv-
1ces which are semi-commercial in nature: certain individuals are the
direct beneficiaries, the government charges them prices or fees for
units of the service, and individuals may choose to consume as many
or as few units as they wish. A modest collective interest is present
(else provision would be left in private hands), but it is veiled.” Ex-
amples are the Post Office, toll highways, and water supply.

Between these extremes all other governmental services may be
ranged according to the relative importance of their collective, com-
pared with their individual, interest. Thus, educational services are
rendered to individuals who thereby receive direct benefits; but these
services are also beneficial to the whole society. This spillover of bene-
fits creates a strong collective interest of such importance that the cost
of primary and secondary education is defrayed by general taxes, not
by charges to the recipients. Many important features of public health

® Kestnbaum Report, p. 33.

19Tn 1958 Congress passed a law (PL 85-426) which offers an Interesting example of
an actual attempt to separate these “semi-commercial” and *“‘collective” benefits. The Post
Office was required to split its services into two parts: (a) those that rendered divisible
benefits to recipients and should, on this account, be covered by user charges, and (b)
those that rendered indivisible benefits—public services—and should be paid out of General
Treasury funds. Definitfon of “public services’” has been controversial, and computation
of thelr cost very difficult.
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services also have a spillover of benefit to the whole society. Welfare
services form another distinguishable group of the large in-between
category. Here also the benefits accrue directly to recipients, but soci-
ety 1s collectively benefited because provision of these services satisfies
deeply felt humanitarian feelings. Moreover, linkage of individual
benefit with individual payment would be absurd since the recipients
are, by definition, without means. In short, finance by general taxation
is inevitable and appropriate; Government provides the services as a
collective duty. .

How can these generalizations be applied in deciding between Fed-
eral or State-local provision of a particular government service? One
which is rendered to the Nation as a whole (collectively)—defense,
for example—is clearly Federal; so also is one which, although non-
collective, should be provided uniformly to individuals in all States—
postal services, for example. The outlook of each State and local
government is, on the other hand, circumscribed; the services each
provides are for individuals in a limited geographic area. Some varia-
tion of type and level of provision is acceptable, and even desirable.
Sometimes, however, the benefits from a State or local service will
spill over and have an impact outside its boundaries. Primary and
secondary education is one obvious example. Although the spillover
undoubtedly reaches beyond the boundaries of a locality or a State,
this national interest has not until recently been recognized by Con-
gress through Federal grants-in-aid. Provision is left mainly to local
governments because direct benefits accrue to individuals in a locality
and because local (and State) governments are strongly responsive and
sensitive to the demands of citizens concerning details. The cost is
provided through taxes levied at the local and to a smaller extent at
the State level.

Public welfare services are another bundle of functions performed
mainly at the State-local level of government. The benefits accrue
directly to individuals; responsiveness of government to the variety
of individual needs is vital; detailed administration is inevitable. The
services are rendered mainly to needy persons, and, during the depres-
sion of the 1930’s, the opinion emerged strongly that some minimum
level of provision should be achieved over the Nation. Since this would
not result if the States were left to their own devices, Federal assist-
ance by conditional grants was enacted. Thereby, State and local gov-
ernments were stimulated to offer welfare services, not indeed at a
uniform level, but so that a minimum level for recipients was feasible
even in poor States.

EXPENDITURES FOR CIVIL FUNCTIONS, 1902—63

What are the most important civil functions provided by Govern-
ment over the past sixty years, measured by the relative expenditures
these have absorbed? Table 1-8 shows that four functions have con-
sistently accounted for about half the total. Education has always
been far in the lead with highways a poor second. Expenditure for
public welfare rose sharply in the 1930’s, and remains substantial,
although percentage expenditure has shrunk moderately.
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TaBLE 1-3.—Percentage distribution of general expenditure for civil functions by all
levels of Government, selected years, 1902-63

Function 1902 1927 1938 1948 1063
Educati 20.7 26.0 19.2 29.2 28.1
Highways. 141 211 15.6 11.6 12.8
Public welfare, 3.3 L9 8.9 8.1 6.4
Health and hospitals..______.__ . _________________ 5.1 5.0 4.9 7.8 7.8
Other. 56.8 46.0 51.4 43.8 45.1
All functions_ 100. 0 100.0 100.0 +100.0 100,90

Source: Appendix table A—4.

What shifts have occurred in the past sixty years in the level of
government providing the most important civil functions? When Fed-
eral grants (intergovernmental transfers) are regarded as spent by
State and local governments (which make the final disbursements),
the shift appears to be very shight. (See Chart 1-5, Section A.) Ex-
cept for health and hospitals, the State and local relative share is
about the same in 1963 as 1t was in 1902,

This approach conceals the growth of Federal grants in recent dec-
ades. By grants, the Federal level has absorbed part of the financial
cost of certain functions (and it has also stimulated their perform-
ance). To emphasize the importance of grants, in Section B of Chart
1-5 intergovernmental transfers are regarded as spent by the origi-
nating level of government. The large contribution made ﬁy the Fed-
eral Government in grants for highways and welfare becomes ap-
parent; the Federal contribution to health is also substantial. None-
theless, the shift in sixty years is not great. And the extent of Federal
direction which accompanied expansion of its grants was modest.

An overlapping of governmental activities now exists. Performance
of certain functions remains at the State and local level, but the Fed-
eral Government farticipa.tes in finances and, by specifying condi-
tions for receipt of grants, gives a modicum of national direction. A
mélange of Federal grants has emerged, modifying federalism with-
out changing its essential characteristics.

APorLoc1A FOR FEDERALISM

The situation is, then, that the expansion of Federal power, so force-
ful a trend in the 1930’s has not continued; federalism has demon-
strated a renewed vitality. The States are, so it seems, geographic
units that can handle many functions more flexibly, and therefore
more in accord with heterogeneous citizen demands, than the National
Government. State boundaries must be accepted as immutable, and
while the States are diverse in population, resources, and area, this di-
versity is no greater than that of many sovereign nations—and not

1 On inspection, it turns out that 57 percent of Federal spending in 1963 for health and
hospitals is for veterans. A few surprising shifts over the sixty years prove to have simple
and episodic explanations. For instance, the drop in the State-local share of highway
expenditure in 1938 is explained by WPA spending; the drop in the State-local share of
expenditure for education in 1948 is explained by the surge of Federal G.I. benefits.
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CHART 1-5. Percentage of General Expenditure for Selected Civil Fune-
tions Contributed by Federal and State-Local Governments, 1902 and
1963

A. Intergovernmental payments charged to the level of government
making the final disbursement.

" Percent of Total Expenditure
100

75~

50—

25~

1902 °63 1902 63 1902 "63 1902 '63 1902 *63 1902 ‘63

Education Highways Public Health Hospitals Other
Welfare

B. Intergovernmental payments charged to the originating level
of government.

Percent of Total Expenditure
100

50~ —

1902 *63 1902 63 1902 63 1902 63 1902 63 1902 *63
Education Highways Public Health Hospitals Other
Welfare

State-Local Federel

Soures: Appendix Tables A-4, A-3, and A-§. These tables clso include data on other ysars,
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merely those newborn in the past decade.!* Through their very exist-
ence the States, over the decades, have acquired loyalties and senti-
mental affection which lubricate the machinery of government.

More philosophical reasons may be advanced for a belief that, if
the States did not exist, there would be need to invent them. One reason
has been put cogently by Justice Holmes and Brandeis—that the
States are laboratories in which limited, and therefore safe, experi-
ments in government or administrative techniques can be made.!®* Such
experiments, even when they fail, may have more than mere negative
value. They may indicate why and what kind of Federal action is
needed. An illustration of this laboratory value was the experiment
of Oklahoma in guaranteeing bank deposits.’* The scheme failed, but
it and similar attempts by other States disclosed defects which could
be, and were, remedied by a national scheme in 1933. In the early years
of the twentieth century, State and local governments experimented
with techniques of government budgeting and accounting. To these
experiments the Federal Budget and Accounting Act of 1921 owed
a great deal. The Wisconsin income tax of 1911 preceded the Federal
income tax of 1913. The Federal Social Security Act of 1935 grew
out of much State investigation and some experimentation with old-
age insurance, unemployment insurance, and public assistance. Marked
progress here had to wait on Federal intervention; yet with respect
to unemployment insurance and public assistance, Congress chose to
act through the techniques of cooperative federalism.

In a famous statement made more than three-quarters of a century
ago, Woodrow Wilson wrote of the value of the States as training
grounds in the practice of government. “The governorship of a State
1s very like a smaller Presidency ; or, rather, the Presidency is very like
a big governorship. Training in the duties of the one fits for the duties
of the other.” > The case for federalism, in the minds of many men
rests on a still more exalted and abstract merit; that State and loca
governments are bulwarks of democracy. Only where the people of a
nation have adequate powers of decision can they develop a public
spirit, and the specific knowledge and techniques that give life to free
institutions.®

12In this revealing list, some American States are paired with well-established nations
of approximately equal populations in 1962 :

State Population Nation Population
New York__.___.______ 17, 498, 000 | Canada —— 18, 600, 000
California____________ 17, 029, 000 | Colombia -— 14,769, 000
Pennsylvania___.______ 11, 382, 000 | Netherlands 11, 797, 000
Nlinois___.__._ Australia « 10, 508, 000

Hungary. _— 10, 060, 000

Belgium__ 9, 222, 000
Michigan 8, 029, 000 | Chile 8, 001, 000
New Jersey 6, 357, 000 | Sweden 7, 562, 000
Indiana_._ Finland 4, 509, 000
Tennessee Norway , 640,

Ireland 2, 824, 000

41961,

Source: United Nationgs Demographic Yearbook, 1962; U.S. Census Bureau, Current
Population Reports, Serles P-25, No. 272, September 1963.

18 Black v. Hirgh, 256 U.S. 155 (1921). Justice Brandels wrote: “It 1s one of the happy
fncidents of the Federal system that a single courageous State may, if its citizens choose,
serve as a laboratory, and try novel social and economic experiments without risk to the
rest of the country.”

1% In the case of Noble Bank v. Haskill (219 U.S. 104), Justice Holmes wrote of ‘“the
insulated laboratories of the States.”

15 Congresgional Government (Houghton Mifflin, 1885), p. 253.

18 George C. S. Benson, in “Values of Decentralized Government,” Esgsays in Federalism
(Claremont Men's College, 1961), pp. 5-16, makes an eloquent case for federalism.

8$0-491-—67—vol. 1—9
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Despite a solid performance in postwar years, however, State gov-
ernments have many structural flaws which need remedy. Nine years
ago the Commission on Intergovernmental Relations was set up to
reappraise federalism, to “study the means of achieving a sounder
relationship between Federal, State and local governments.” Its dis-
tinguished membership of twenty-five persons included fifteen ap-
Eointed by the President, five by the President of the Senate, and five

y the speaker of the House of Representatives. Lts report—the
Kestnbaum Report—contained important criticisms of State govern-
ment. The six members who were, or who had been, State Governors
did not dissent. Many State constitutions, the report declared, “restrict
the scope, effectiveness, and adaptability of State and local acticn”;
there was a “real and pressing need for the States to improve their
constitutions.” 1" State legislatures should provide a more equitable
system of representation.'® The power of Governors was unreasonably
limited by the establishment of independent agencies and boards, by
the election of numerous State administrative officers, and by the lack
of control over budgeting. State legislature fettered their own power,
and that of the localities, to tax and borrow ; they earmarked too much
revenue; they created, and should mitigate, tax conflicts.

These organizational defects impaired performance of government
functions. They diverted to Washington demands from citizens which
should be met at the State level; they cast doubt on the logic of fed-
eralism—that the State possess political and economic capacity ap-
propriate to their political powers.

Another recent development, raising new doubts about the logic
of federalism, has been the growth of metropolitan areas. Urban con-
centration of population and resources is an old phenomenon. But in
postwar years £sturbing trends have emerged which, if not new,
strike the social conscience of the Nation more forcibly and aggravate
the dis};])a.rities between the service and tax areas inside the metropolis.

In the metropolis a core area, embracing the central shopping and
business districts, shows signs of obsolescence. A suburban area
sprawls outside, attracting business and residential units from the
center. In or close to the core area fresh slums emerge which accel-
erate the decay and underline problems of health, welfare, and edu-
cation. How should the governmental duties of the metropolis be
handled? Measured in terms of per capita income, or property, or
wealth, the metropolis appears to have a large fiscal potential. The
difficulty lies in determining how the potential can be exercised: the
metropolis is not a single governmental unit governed by one legis-
lative body; instead, it embraces a large number of independent ju-
risdictions. The supply of services—such as water, sewage, disposal,
and law enforcement—should be organized and administered with
an eye to the needs of the whole area; in fact, decisions are often
obstructed or postponed while fragmented jurisdictions debate their
respective fiscal responsibilities. The resources of the area cannot be

17 Kestnbaum Report, pp. 37-38. :
" 18 0On June 15, 1964, in six decisions, the majority of the Supreme Court held that the
equal protectlon” clause of the Fourteenth Amendment requires each State to have a
legislature so that, 1n both houses, each member represents substantially the same number
of people. The principles were set forth in an Alabama case (Reynolds v. Sims), and then
applied In eases from Colorado, Delaware, Maryland, New York, and Virginia.
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mobilized for an efficient assault on its problems. Sometimes the metro-
olitan area is multistate, necessitating negotiation and agreement
y sovereign units.

Is Federal intervention indicated ¢ If so, should it be through direct
Federal programs, or through conditional grants? If the latter, shonld
the grants be funneled through State governments, or should they go
directly to local units? Has American federalism the flexibility to
meet and to adjust to these new stresses ?

No doubt can exist that rational solution of many urban problems
often requires reform of State and local political and administrative
structures. If reform is postponed, or fails, centralization will be en-
couraged because, in present circumstances, the separate interests of
the States will not be allowed to transcend a strong national interest.
The Federal Government will not be content to act merely “as the
bracket to a series of algebraic symbols.” ** The centripetal forces of
modern society demand a flexible federalism. Efficient governmental
administration will not, in the long pull, be sacrificed for the sake of
tradition.

INTERGOVERNMENTAL TRANSFERS

“As a result of many developments, the grant has become a fully
matured device of cooperative government.” Commission on Inter-
governmental Relations, A Report to the President (1955).

A very important development during the past forty years has been
the proliferation of intergovernmental tramsfers, especially in the
form of grants and shared taxes. These transfers of funds originate
either with (a) the Federal Government, flowing to the States and, in
a smaller volume, to local governments; or with (b) State govern-
ments, flowing to local governments. In 1963 Federal payment
totaled $8,507 million and State payments totaled $11,885 million.
The likelihood is that the scope of both flows will be enlarged both
absolutely and relatively.

FepERAL INTERGOVERNMENTAL TRANSFERS

The dominant type of Federal intergovernmental transfer is the
grant-in-aid which, in 1963, accounted for 96 percent of total Federal
intergovernmental transfers. Small amounts are in the form of shared
revenues (most of which go to the States with large Federal acreage),
and net loans and repayable advances.® In the following pages atten-
tion will be focused entirely on grants.

1;8’}£I)aro]d J. Laskl, Studies in the Problem of Sovereignty (Yale University Press. 1917).

D. .

1A modest flow from local to State governments—$247 million in 1963—will not be
examined here.

2 Jn 1963 shared revenues totaled $168.5 million ; net loans and repayable advances $184.0
million. For a summary description of the shared revenues, see Impact of Federal Urban
Development Programs on Local Government Organization and Planning, prepared in coop-
eration with the Subcommittee on Intergovernmental Relations of the Senate Committee on
Government Operations by the Advisory Commission on Intergovernmental Relations
(ACIR), 88th Cong., second sess. (1964 Committee Print), App. B, sec. QQ.
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FEDERAL TO STATE GOVERNMENTS

The history of Federal aid for certain functions, notably road
construction and education, is quite old. In 1802, when Ohio was
admitted as a State, Congress declared that 5 percent of the pro-
ceeds from the sale of public lands in the State should be applied to
the construction of roads, and this precedent was followed for other
Western States. In 1816 Congress provided that States be given 5
percent of the net proceeds of land sales within their boundaries
with the stipulation that 3 percent be used “for the encouragement
of learning, of which one-sixth part shall be exclusively bestowed
on a college or university.” Thereafter, Congress ceded millions of
acres as an endowment for public schools, and, by the Morrill Acts,
gave both land and money to establish colleges in every State. These
early grants were outright donations with no matching requirement
and no Federal supervision. Not until 1887, when the Hatch Act
made grants to each State to establish agricultural experiment sta-
tions, did Congress impose the modest condition that a financial
report be submitted annually, and not until 1911, by the Weeks
Act, which offered grants for forest fire protection, did Congress
impose advance Federal approval of State plans and Federal supervi-
sion of performance. Several other Federal grants—vocational edu-
cation (1917), highways (1916), and so forth—were provided in the
next two decades.

The great upsurge came after 1932, and the end is not yet in
sight. The number of programs in operation is reckoned from sixty
to eighty-odd, depending on how the count is made. For the fiscal
year 1963 Federal expenditure on grants was $1,566 million, a sum
equal to 34 percent of State tax revenue.® This amount will assuredly
grow rapidly because thirty-seven new programs have been enacted
since World War II, many of which are not yet fully in operation.s

As Table 3-1 shows, however, in 1963, 75 percent of Federal grant
expenditure was for public assistance and highway construction. Fed-
cral grants for the latter program soared after enactment of the
Highway Aid Act of 1956, which greatly expanded Federal grants
for a thirteen-year period in order to cover 90 percent of the cost of
the Interstate Highway System.

TABLE 3-1.—Federal grants to Slate governments, 1963

[Money amounts in millions of dollars)

Purpose - Amount | Percentage of
total grants
Public assistance._ _.___..___.._____________.._________ $2, 752 36
Highway construction..._____.____________ 2,981 39
Administration of employment security 342 5
Other. . . - 1,491 20
All purposes.

Source: U.S. Census Bureau, ‘“Governmental Finances in 1963" (1964), p. 24.

% One general caution is indicated in using the flgures in this section. The figures show
direct Federal payments to State governments, but some incalculable part of these payments
is passed on indirectly to local governments. - .

4 A chronological listing may be found in Congressional Review of Federal Grants-in-Aid,
Hearings before the Subcommittee of the House Committee on Government Operations,
87th Cong., first sess. (1961), pp. 26-30. A current history and description is to be found
in ACIR, The Role of Equalization in Federal Grants (1964) , pt. 111,
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Congressional legislation concerning the annual amount to be ap-
propriated for a grant, the allocation to each State, and the matching
requirements, has become more sophisticated over the decades. In the
early days Congress approgria,ted a sum without reckoning what
might be required to meet the Federal objective which, presumably,
Justified the grant; it made allocations to the different States according
to some simple basis such as population ; it specified—if any specifica-
tion was made—that the States should match the grant according to a
fixed ratio, 50 percent,/50 percent. Over time, bit by bit, these features
have changed. Estimates of the amount needed to accomplish a Federal
objective are often made, as well as of the amounts needed for each
State. And Congress has framed a variety of matching formulas.
Suppose, for example, that the annual “program need” in each of two
States—one “rich” and one “poor”—is $1,000,000. In the rich State
the annual Federal allocation might be $250,000, and the matching
ratio 75 percent/25 percent; the State would have to spend $750,000
to earn all of the $250,000. In the poor State the allocation might be
$750,000, and the ratio 25 percent/75 percent; this State would have
to spend $250,000 to earn all of the $750,000. In this illustration the
aid ratio is variable and equalizing.

Most Federal grants are “closed,” that is, Congress specifies the
maximum annual amount to be provided for each State according to
formulas which include such factors as population, area, per capita
Income, incidence of specific diseases, road mileage, and so on. But
some Federal grants are “open-end,” for example, the annual amounts
of old age assistance grants per State are determined by the number
of needy persons 65 years and over placed on the welfare rolls. and
the individual benefit payments (within specified maxima) made by
each State. The annual amounts which ongress must appropriate
are therefore determined mainly by the States rather than by Congress.

FEDERAL TO LOCAL GOVERNMENTS

Federal intergovernmental transfers to local governments totaled
$941 million in 1963. Direct Federal-local aid originated, in the main,
during the depression of the 1930%s; it was administered by ad hoc
agencies—the Federal Emergency Relief Administration, Public
Works Administration, Works Progress Adminjstration, and so on.
Early in World War IT the agencies were liquidated and the grants
ceased. But in postwar years, as Table 3-2 indicates, a different set of
grants has developed, mostly through a process of drift.

TADLE 3-2.—Federal grants to local governments, 1963

Purpose : Millions
1. Education (school operation and construction in federally

affected-areas) . __________________ ___ o _____ $342

2. Housing and community redevelopment__________________________ 371

3. Airport construction_____________________________ """ 51

4. Waste treatment facilities__.__________________________ " 51

5. Othergrants___.___________________ o~ 126

Total 941

Source : See Table 3-1.
Each of the grant categories in table 3-2 is described below :

1. Education. The Federal Government provides payments to
localities where a marked increase has taken place in school en-
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rollment because of Federal activities, and to localities where
local taxable resources have been much reduced because of Federal
,  ownership of real property.

2. Housing and Community Redevelopment. Federal capital
grants finance up to two-thirds (three-quarters by an alternative
computation) of the net project cost of slum clearance and urban
redevelopment activities. Local housing authorities build and op-
perate low-rent public housing, receiving an annual Federal con-
tribution which makes up the difference between the cost of op-
erating a project and the rents.

3. Airport Construction. Most of the Federal appropriation—
75 percent—is apportioned among the States on the basis of popu-
lation and land area; 25 percent 1s granted at the discretion of the
Civil Aeronautics Administrator. The purpose of this aid, which
may be given either to a State or a local agency, is to establish a
nationwide system of public airports.

4. Waste Treatment Facilities. These grants may go to a State
or local agency to provide up to 30 percent of the construction cost
of sewage disposal facilities. The State pollution control agency
must approve such grants.

5. Other grants. This category includes numerous small grants
which are certain to increase. Often they are for city projects, in-
dicating congressional awareness of and interest in the problems
of urbanization, and often they go to special-purpose units of gov-
ernment.

It is plausible to argue that direct Federal-local grants are not com-
patible with the logic of federalism, and are, moreover, administra-
tively awkward. To work through fifty States would appear to be
better than to work through thousands of local governments. But dif-
ficult cases have operated to impair this general position. For instance,
when the Federal Government, by extensive construction and opera-
tion of defense facilities in small geographic areas, swells the school en-
rollment while not adding to taxable local real property, Federal
grants to construct and operate schools seem justifiable. Debate over
whether or not the State government should be the intermediary seems
academic.

On their face, the other types of grants to local governments listed
above offer less plausible grounds for direct Federal-local action. But
the fact is that most State governments have not been interested in
urban renewal, low-rent public housing, and airport construction. Ir-
responsive to urban needs, the States did not resist Federal-local action.
Accordingly, a direct Federal-local relationship developed, Federal
aid being provided on a contractual basis to numerous local agencies
without an intervening State authority; the interests of the State in
the activity, as well as its responsibility to its local governments, were
sidetracked. The Kestnbaum Commission endorsed direct Federal-
local relationships “where States have failed to take positive action in
the field of housing and urban renewal.” But it pointed out that the
Federal Government had “deliberately sought direct relationships
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with local governments in the field of housing” without attempting to
bring in State governments. The Commission recommended that the
Federal Government should “take into full partnership those States
willing to assume increased responsibilities.” ®

The problems, as well as the solution favored by Congress, are il-
Justrated by the debate in 1946 over the law authorizing Federal
grants for airport construction. The enabling legislation specified that
any “public agency” (usually a municipality) could request Federal
aid for airport construction. At issue was whether the State govern-
ments should be required to establish State aviation agencies through
which the request was to be channeled. Should the Federal aid itself
be channeled through the agencies? .\ precedent was the Federal aid
program for highway construction where such requirements had
worked well for many decades. With respect to airports, however, the
fact was that many States had no agency and appeared uninterested.
In 1946 the airport bill passed by the House did not, and the Senate
bill did, require channeling. A compromise position emerged : if States
chose to require the channeling of requests and Federal aid through a
State agency, they could; if States did no¢ wish to require such chan-
neling, direct Federal-local dealing permitted.

This remains present policy. %ongress refers to operate grants
through a State program and will defer to State opinion, but it recog-
nizes also that an overstrict and doctrinaire position would impair or
destroy some desirable programs. Moreover, many city officials want
direct Federal-local grants, and they are supported by some interested
Federal administrators. For example, Patrick Healy, Executive Direc-
tor of the American Municipal Association, declared that “entirely
too much stress was placed in the [Kestnbaum] report on maintaining
a chain of command through the States for all Federal aid or grant
programs. We do feel that there is considerable merit to a direct
Federal-local, that is city, relationship, and we are, by and large, satis-
fied with this relationship on the basis of going Federal-aid pro-
grams.” ¢ And recently when the Advisory Commission on Intergov-
ernmental Relations (ACIR) recommended that Federal grants for
urban development programs be channeled through the States, minor-
ity dissent was expressed by Robert C. Weaver, Administrator of
the Housing and Home Finance Agency; by Don Hummel, formerly
Chairman of the American Municipal Association; by three city
mayors; and by Senator Muskie.”

PROBLEMS RAISED BY GRANTS

The proliferation of grants, piecemeal, has raised problems which
until recently were not perceived by Congress. Once put into operation,
grants live on, even though the original national purposes behind

s Commission on Intergovernmental Relations. A Report to the President (1955), pp.
208-229. Hereinafter referred to as the Kestnbaum Report,

o Federal-State-Local Relations, Hearings before a Subcommittee of the House Committee
on Government Operations, 85th Cong., first sess. (1958), p. 109,

7 Impact of Federal Urban Development Programs on Local Government Organization
and Planning, p. 30. The recommendations of the majority of the ACIR was to hold only
where a State ‘“(a) provides appropriate administrative machinery to carry out relevant
responsibilities. and (b) provides significant finanelal contributions. . . .”
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them have altered or been achieved. Over the decades, an unforeseen
and unjustifiable diversity in specific conditions to be met by the
States—in mode of apportionment in the basis for matching, in admin-
istrative rules, and so forth—grew up. In the future, Congress should
appraise its objectives more carefully before inangurating new grants.

Moreover, Federal grants altered the financial decisions of State
governments; the bait of Federal money led State legislatures to spend
more in directions chosen by Federal authority. The theory was that,
in terms of the national imterest, performance of specific services
needed stimulus which Federal grants would provide. It was imper-
fectly realized that matching requirements of Federal grants would
absorb larger portions of State-local tax revenues in poor than in
rich States. In 1962, the portions for Delaware, Connecticut, New
Jersey, New York, and California were under 6 percent; those for
Mississippi, South Carolina, Arkansas, Alabama, and Tennessee
ranged from 10 percent to 18 percent. And Congress did not appreci-
ate that State legislatures, in order to finance the services eligible
for Federal aid, would sometimes divert State money from services
not eligible for Federal aid.

A notable illustration is found in expenditure for public assistance.
State and local expenditure for four categories of public assistance—
old age, dependent children, the blind, and the permanently and
totally disabled—are eligible for, and receive, substantial Federal
grants; expenditure for general assistance, a catch-all group covering
needy persons not in the four categories, is ineligible. Beyond ques-
tion State and local expenditure on general assistance is skimped,
especially in the poor States. Some idea of the contrast in provision
of public assistance among the States in 1962 is given in the following
list showing the ratio of payments for old-age assistance to those
for general assistance in three poor States and three rich States.®

Poor States Rich States
Mississippi - 199:1|Delaware _ . ___________ 0.6:1
Oklahoma -- T5:1| New Jersey - 1.3:1
TeNnnesSee e ccoe e 56:1| New York 1.6:1

8 Social Security Administration, Annual Statistical Supplement, 1962, p. 111.

The ratio of payments for old-age assistance to those for general
assistance was very much higher in Mississippi, Tennessee and Okla-
homa—the poor States—than in New Jersey, New York and Delaware.
For every dollar spent on general assistance in Mississippi, $199 is
spent on relief to the aged. Recently an official in the Alabama
Department of Pensions and Security, testifying before a congressional
committee, agreed that potential recipients of general assistance were
not adequately taken care of. Asked why this happened, she replied:
“. . . It is the feeling of the legislative groups that such funds as are
made available should be utilized in a manner to bring the best results
to the greatest number of people. Therefore, they think they should
be used for Federal matching purposes primarily.” ®

Political scientists are concerned because Federal grants often

® Federal-State-Local Relations: State and Local Officials, Hearings before a Subcom-
mi{%ezegof the House Committee on Government Operations, 85¢th Cong., first sess. (1959),
p. .
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impair the political powers of State legislatures and Governors. Un-
doubtedly Federal grants bring some loss of State self-government.
Functions nominally in State hands come to be federally conditioned
and defined; State money must be committed for purposes, and in
amounts, beyond State decision; close liaisons are established between
State and Federal technicians to the detriment of control by State
legislatures and Governors.

EQUALIZATION

Inevitably Federal grants redistribute income among the States,
not indeed as an explicit Federal objective, but as a T)y-product.“’
This equalizing effect is an important—and controversial—issue.

Through the use of grants, Congress has sometimes sought to enable
all States to establish certain types of programs. It has therefore pro-
vided allocation and matching funds so that at least a minimum
program is feasible, even for “poor” States. The interstate redistribu-
tion so produced may be called formwla equalization. Explicit recog-
nition is given to differences in the fiscal capacity of States by using
some variable which takes account of relative capacity as a factor to
determine the allocation of Federal funds, or the matching require-
ment, or both. The variable most frequently used is per capita income.
In such case, the annual allocation of grant money to each State for a
program is (within limits) inverse to State per capita income, or the
matching ratio specified for a State with a low per capita income is
smaller than for a State with a high per capita income. Only about
one-third of the Federal grant programs in operation before 1963 con-
tained explicit equalization provisions; in 1962 the amount distributed
to State and local governments in this way was only 18.6 percent of
Federal grants funds.

Redistribution is produced also by the process of collecting through
the Federal tax system, the money which is spent in grants. This may
be called tax equalization.

A rough indication of the overall redistributive effect of Federal
grants is provided by grouping States into three broad categories—on
the basis of high, middle, or low income per capita—and then exam-
ining the per capita grants received by each group. As Table 3-3 shows,
receipts of grants in 1963 was generally inverse to per capita income.
Thus, the richest States received $2.36 per capita from the Federal
Governemnt for educational purposes, and the poorest States, $3.58;
the richest received $13.51 per capita for public assistance, the poorest
§19.25. This pattern did not prevail for all types of grants: in par-
ticular, grants for employment security varied directly with per capita
income. Nonetheless, aggregate per capita grants were larger for low-
income than for high-income States.

1° One common criticism is that grants simply take money away from individual residents
of States, bring it to Washington, and then redistribute the money among the States
(after deducting “freight charges’”). One implication is that the “freight charges” are an
unnecessary cost. In fact, Federal costs of collection are much less than what it would
cost the States to collect the same amount. Another implication is that the Federal
allocation belongs to the State in which it was raised. This is to misunderstand the pur-
pose of grants. Grant expenditure, llke any other Federal expenditure, is aimed at national
objectives ; it should, therefore, be allocated to achteve these objectives.

1 Role of Equalization in Federal Grants, pp. 71-72.
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TABLE 3-3.—Federal granis per capita to State and local governments, 1968, for
selected functions by State income per capita, 1960-62

Per capita grant

Purpose of grant Per capita income
United States
17 highest 17 middle 17 lowest
States ! States States

Employment security..... ... ________________ $1.76 $2.05 $1. 41 $1.27
Edueation.____________________________________ 2.82 2,36 2.64 3.58
Highway construction - - 16. 23 14. 09 18.99 18.30
Public assistance 14. 64 13. 51 12, 89 19.25
Health assistance - 179 1.33 1.93 2.72
Miscellaneous welfare services. _ 4.74 4.19 3.96 6.92
her . - 24 2. 42 2.07 2,77
Total per capita. 44.39 239.96 43.90 54. 80

! Includes the District of Columbtia.
2 Due to rounding, columns do not always add up precisely.

Source: Sophie R. Dales, ‘‘Federal Grants, 1962-63,” Social Security Bulletin (ane 1964), p. 21. For
further details, including State rankings in per capita income and grants, see appendix table A-12.

The pattern that emerges from the threefold grouping is impaired
when a State-by-State ranking of per capita grants and per capita
income is examined (see Chart 3-1 and A ppendix Table A-12). Some
high-income States—Nevada, Alaska, Wyoming—receive relatively
large grants; some low-income States—Virginia, North Carolina,
South Carolina—receive relatively small grants.? No single explana-
tion of the deviations is adequate, but one major cause relevant to cer-
tain high-income States is that Congress has in several instances allo-
cated grants to the States according to criteria—area, road mileage,
and public land acreage, for example—which, while relevant to cer-
tain objectives of a grant program, are unrelated to State population
or income. Another major cause of deviation from the overall pattern,
relevant to certain low-income States, is that these States have chosen to
make relatively small welfare expenditures.

Measurement of the redistribution.—A rough measurement of
the relative strength, by States, of (a) tax equalization, and (b) for-
mula equalization will be offered.

This measurement requires the use of estimates of State-by-State
Federal taz incidence. Figures which show merely where taxes were
collected do not, in many cases, indicate tax burden. The true burden
of the sales tax, for example, falls on the consumer, although it is the
seller who formally pays the tax. Unfortunately, calculation of
incidence requires assumptions which are disputable and, accordingly,
the results are approximations, dependent on the assumptions. Verifica-
tion is not feasible, since the different results of estimates depend
simply upon different assumptions. The figures offered here should
therefore be interpreted with caution; quantitative expression does not
remove limitations inherent in estimated figures.

* The ACIR states that the correlation between State Jber capita income for 1961 and
per capita grants by States for fiscal 1962 1s 0.041, that is, negative but not significantly
s0. When only grants disbursed on an equalizing basis are counted, the correlation is
0.389. When construction grants are excluded, the negative correlation is more marked,
0.601. I'bid., pp. 62-63.
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CHART 3-1. States Ranked by Per Capita Income, 1962, and Per Capita
Grants, 1963
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Source: Appendix Table A-12,

The figures of tax incidence used here were calcaulated by the
Tax Foundation.® According to these data, in fiscal 1962 Delaware
was the State with the highest per capita Federal tax incidence
($1,072), and Connecticut was the next highest ($801). The per capita
incidence figure in Connecticut was 1.55 larger than the per capita
figure for the Nation ($516) : when, therefore, the Federal Govern-
ment collected $1 in taxes from the average resident of the Nation, it
collected $1.55 from the average resident of Connecticut (see Table
3—4). Mississippi and Arkansas were the lowest and the next to the
lowest States In per capita incidence. When the Federal Government
collected $1 in taxes across the Nation, it collected only $0.37 in
Mississippi.

18 4llocating the Federal Taz Burden by State, Research Ald No. 3, Revised (1964);
Facts and Figures on Government Finance (1962—63), p. 112,
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TABLE 3-4.—Estimated per capita incidence of Federal taxes for the United States
and selected States, 1962 1

Ratio of per
Per capita capita tax
State tax incidence to
incidence average tax
incidence
V.S (AVerage) oo e - $516 1,00
D AW AT o e 1,072 2.08
Connecticut. - e mm e m e e emm 801 1,55
Arkansas e e e 236 .46
B BRI ST o o) S S - 196 .37

1 For additional data on all States, see appendix table A-13.

Using the ratios of tax incidence, it is possible to arrive at a measure,
State by State, of the redistributive effect of (a) Federal grants o
States and (b) Federal taxes collected from States to pay for these
grants. The following computation involves three steps: (1) calculat-
mg the fotal redistribution accomplished in fiscal 1963 by Federal tax
collections plus grant formulas; (2) segregating the part of this total
redistribution attributable to the differential granting formulas; and
(3) subtracting (2) from (1) to estimate the redistribution attribut-
able to Federal taxation alone. With these data, State-by-State com-
parisons of the redistributive effect of formula and tax equalization,
taken separately or together, can be analyzed.

(1) In fiscal 1963 the Federal Government distributed $43.85
per capita in grants to State and local governments; in order to pro-
vide the grants, it collected this amount from the average resident
of the Nation. (The assumption is made here that taxes collected in
1962 provided the funds for grants distributed in 1963.) Thus, it is
estimated that residents of Connecticut paid $69.97 per capita
($43.85 X 1.55) ; in fiscal 1963 Connecticut received $36.54 per capita
in Federal grants. The negative differential between the two amounts
($69.97 and $36.54) was, therefore, $33.43 per capita. Mississippi,
the State with the lowes¢ per capita incidence of Federal taxes, was in
the opposite situation. Its per capita collection of taxes for the grants
was $16.22 ($43.85 X 0.37). Since in fiscal 1963 Mississippi received
$59.14 per capita in grants, its positive differential was $42.92 per
capita ($59.14 — $16.22). B

(2) The next step is to calculate amount of redistribution in these
figures attributable to the formulgs used in the grant programs. A
reasonable assumption is, perhaps, that a neutral formula would allo-
cate grants according to population, that is, the amount per capita
provided for each State would be uniform. Under such a scheme Con-
necticut and Mississippi in fiscal 1962 each would have received $43.85
per capita. In actual fact, their per capita grants were, respectively,
$36.54 and $59.14. Therefore, the allocation formulas gave Connecticut
a negative differential of $7.31 per capita, and Mississippi a positive
one of $15.29. :

(3) The allocation differential (2) is then subtracted from the total
redistribution accomplished in fiscal 1963 by Federal tax collections

¢ The grant figures used here and in Appendix Table A-14 exclude shared revenues.
This refinement seems desirable because, for a few States, shared revenues are fairly large.
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plus grant formulas (1). The redistribution attributable to Federal
taxzes alone gave Connecticut a negative differential of $26.12 per capita

é$33.43—$7.31), and Mississippi a positive one of $27.63 ($42.92—
15.29).

As Table 3-5 shows, the relative redistribution accomplished by Fed-
eral taxes was considerably greater than that accomplished by grants
for both Mississippi, a “poor” State, and for Connecticut, a “rich”
State. Scrutiny of rll)gures for all the States (see Appendix Table A-14)
indicates the greater weight of tax equalization, especially for the
richer States. But exceptions are frequent because, as previously noted,
the distribution of grants to the States is determined by numerous
variables, many of which are not equalizing. Nevada, a State with a
high per capita income, receives large Federal grants, and these out-
welgh the negative redistribution accomplished by Federal taxes.
South Carolina, a State with a low per capita income, receives small
Federal grants—less than it would receive 1f the grants were allocated
per capita. Accordingly, the positive redistribution accomplished
through Federal taxes 1s reduced.

TaBLE 3-5.—Per capila redistribution of income aliributable to Federal grant
formulas and tazx incidence in Connecticut and Mississippt, 1962

State Grant Tax Total
formulas incidence
Connecticut____ - P —$7.31 —$26.12 —$33.43
Mississippi..-. - - - caee -+15. 29 27,63 +42.92

PERCENTAGE DISTRIBUTION

Connecticut . 23 77 100
Mississippi - 36 64 100

Source: Appendix table A-14.

The interstate redistribution through taxes is, it must be emphasized,
wholly an accidental by-product, since Congress shapes the tax system
without consideration of any particular grant or of grants in the ag-

egate. Nonetheless, the knowledge that tax redistribution takes place
gges limit the willingness of Congress to provide much additional
redistribution through grants. Moreover, the ACIR has pointed out
that, while equalizing formulas are appropriate in welfare programs
in order to enable “poor” States to achieve minimum service levels
consistent with national objectives, they are inappropriate for grants
aimed at encouraging planning and experimentation.’® And when
grants are developmental, such as those for highway construction,
allocation of funds by States should not be on an equalizing basis,
although equalizing matching-ratios may be appropriate. Highway
construction, for example, should be determined by traffic needs. If,
on this basis, approved highway projects in two States—one rich
and one poor—are estimated each to cost $1 million, the Federal
grant might, say, be set at 30 percent of cost for the former and 60
percent of cost for the latter.

15 Role of Equalization in Federal Grants, pp. 56—60 and 74-75. The ACIR points out
that other Federal expenditures, when allocated by States, greatly exceed the amounts of
Federal grants (p. §2).
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One other factor should be considered here. Federal grants are
an alternative to Federal assumption of responsibility for an activity.
Use of grants means that some part of the cost of the activity remains
with State and local governments, and they provide this part through
a regressive tax system. Such a procedure brings about less interstate
redistribution of income than would complete Federal assumption of
the activity.

FISCAL EFFORT AS A CONDITION OF RECEIVING A GRANT

In the future development or reform of granting procedures, Con-
gress might well set requirements for eligibility by specifying (a)
the minimum level of program provision that would be acceptable even
in low-income States, and (b) the fiscal effort required of State and
local governments in a State as a condition and determinant of the
amount of the Federal grant. How fiscal effort should be defined has
not been adequately explored. Not long ago academic opinion .seemed
prepared to express it as a percentage of personal income per State, but
possibly this simple concept is inadequate. A recent staff report pre-
pared for ACIR explored this problem, showing in particular that
dissimilar results are obtained when capacity is measured by the
“representative tax system” ¢ and by income received by residents
of a State. The report does not attempt to resolve the relative merits
of the different approaches. It simply declares that “fiscal capacity
and tax effort indexes can be constructed that would materially facili-
tate the formulation of public policies.” ¥

APPRAISAL OF TYPES OF GRANTS

In spite of faults, the device of Federal grants has been strongly
endorsed. The Hoover Commission in 1949 declared that, “in addition
to decreasing inequalities of service [grants had] raised the level of
all aided services, without transferring functions entirely to the Na-
tional Government.” ® The Kestnbaum Commission declared that “the
grant has become a fully matured device of cooperative government.”
It went on to state “broad principles” to guide future use of grants.
Grants should be confined “to fairly small segments of broad-activi-
ties” in order to secure a clearer definition of objectives, as well as
closer supervision.” The Commission was, therefore, not in favor .of
unconditional grants or even of dlock grants, that is, those for a broadly
defined function or activity of State and local governments.

The Committee on Government, Operations of the House of Repre-
sentatives in 1958 took a similar stand. It declared: “While aware of
the administrative difficulties caused by the use of special categories
within some programs, the subcommittee, nevertheless, is appreciative
of the strong legislative reasons for confining grants to narrow seg-
ments of a general activity.” 2 Narrow definition allowed precise appli-
cation of a stimulus by the Federal Government, and any tendency
toward rigidity could be offset by allowing “transfer of up to 20 per-

18 See ch. I1, note 5, pp. 4142,

17 Measures of State and Local Fiscal Cepacity and Taz Effort, p. 93. Several recom-
mendations for reform of the equalization features of Federal grants are made in Role of
Equalization in Federal Grants, pp. 75—81.

18 Federal-State Relations, Report to -the Congress by the Commission on Organization
of the Executive Branch of the Government (1949), p. 30. :

19 Kestnbaum Report, pp. 120 and 133.

20 Federal-State-Local Relations, p. 51.
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cent of Federal apportionments between the special categories of any
program, when such transfer is requested by a Governor and approved
by the responsible Federal agency as being in the public interest.” 2
On the other hand, the Hoover Commission favored block grants
“based upon broad categories—such as highways, education, public
assistance, and public health—as contrasted with the present system
of excessive fragmentation.” *

On what grounds might a choice be made between use of conditional
specific grants and block grants? The former, as the name indicates,
have conditions and controls by which the granting government. de-
fines the activity to be aided and guides the performance by the recip-
ient government. Most obviously the conditional grant is meant to
stimulate performance of specific activities. the assumption of the
granting government—say the Federal—is that an activity is being un-
derperformed at the State-local level. To some extent a national judg-
ment is substituted for a State-local one, since more government
resources are pulled toward the activity than would occur without
Federal intervention. If the outcome is that the “right” total amount
comes to be devoted to the activity, all is well. But sometimes distor-
tion occurs—more is spent on the aided activity than on similar and
other State-local activities, and indeed sometimes the latter may be
deprived of State-local expenditure altogether. As noted above, for
instance, Federal grants for old-age assistance have induced poor States
to overspend on it in relation to the unaided activity of general assist-
ance. Nonetheless, the conditional grant is aimed directly at definable
and defined national objectives, and performance can be checked. The
appeal of these features to Congress is great. Moreover, the pressures on
Congress for grant programs come from groups interested in specifics.

A block grant, for example, one appropriated for public assistance
as a whole rather than for specific categories of public assistance, would
eliminate detailed provisions concerning categories in favor of broad
provisions: it would also remove the stimulus to spending on specific
categories in favor of spending on a group of categories. Allocation
of expenditure within the group would be a State decision : each State
could, within limits, apply its own set of priorities. Since some inter-
state variations in need, as well as variations over time, are to be
expected, a block grant could provide flexibility of adjustment. The
Federal Government could forego the provision of specific stimuli, and
the imposition of specific standards. Indeed, the main advantage of
a block grant, with a minimum of conditions, might be to lighten the
financial load borne by some State-local budgets, rather than to stimu-
late larger expenditure on the function. To persons interested in ap-
plying a stimulus, this is a fault, but to those who only wish to shift
part of the burden of functions from State and local shoulders, it is
not. Block grants seem especially indicated as a technique to consoli-
date old grants for functions no longer in need of stimulus.

An unconditional grant is simply a block grant not tied even to
a broadly defined State-local function. In the United States the Fed-
eral Government has eschewed this type of grant, but in Canada and
Australia it has long been in use. In the most recent versions of un-

A Ihid., p. 43.
22 Federal-State Relations, p. 36. See also H. F. McClelland, “Financing Decentralization,”
in Essays in Federalism (Claremont Men’s College, 1961), pp. 79-82.
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conditional grants in these countries, the Federal Government does
not manifest an interest in specific State and local functions; rather
it provides revenue which State and local governments may use as
they choose. The logic of the grant is that the Federal Government
has an interest in enabling all standard State and local functions to
be performed at a foundation (or average) level.

This can be clarified with a simple illustration. Suppose, as in
Australia, examination indicated that the governments o¥ two States,
even by exerting a tax effort somewhat greater than the other four
States, could st,ﬁl only provide their citizens with governmental serv-
ices somewhat below the average of the other States. The gap would
be bridged by an unconditional grant to the two States. Technical de-
cisions concerning relative tax efforts and expenditure standards are
made annually by the Commonwealth Grants Commission. While
Congress has, In the past, been unreceptive to the unconditional grant,
the rationale behind it—Ilimited fiscal equalization among govern-
mental units—is worth attention.?*

THE NUMBER AND STRUCTURE OF Locar (GOVERNMENTS

Before examining the second broad stream of intergovernmental
transfers—the flow from State to local governments—a résumé of the
number and structure of local governments will be relevant.

Local governments, constitutionally, are the creatures of the States,
and the gtates have spawned a large progeny. YWhen the first count
was made, thirty years ago, the total number of all types of govern-
mental units in the Unite% States was approximately 180,000. By 1942
it had fallen to 155,116 and by 1962 to 91,236, as a result of a steep
decline in the number of school districts. (See Table 8-6.) Un-
doubtedly, in many parts of the United States the number of gov-
ernmental units is still excessive.

TABLE 3-6.—Number and type of Governmental unils in the United States, selected
years, 1942-62

Number Change
Unit of government
’ 1042 1957 1962 1942-57 | 1942-62
U.S. Government. .o cooocaeo_ 1 1 ) N SO A,
States.. 48 48 50 . +2
Counties_ 3, 050 3,047 3,043 -3 -7
Municipalities_ .. 16, 220 17,183 17,997 4963 +1, 777
Town and townships 18, 919 17,198 17,144 —-1,721 —1,775
School distriets1.__ 108, 579 50, 446 34,678 —58,133 —173, 901
Special distriets .. oo 8,299 14, 405 18, 323 +6, 106 +10, 024
Total_.. 155,116 102, 328 91, 236 —~52,788 —63, 880

1 This counts only the so-called “‘independent’” school districts. Another 2,341 “dependent’’ school systems
were in operation in 1962, administered by county, city, or town governments. In 4 States (Virginia, Hawail,
North Carolina, Maryland) there are no independent school districts; in 23 States independent districts are
responsible for all public schools; in the remaining 23 States, the situation is ‘““mixed.” Ibid., p. 4.

Sources: U.8. Census Bureau, 1957 Census of Governments, Vol. 1, No. 1, “Governments in the United
States,” p. 1; 1962 Census of Governments, Vol. 1, “‘Governmentsl Organization,” p. 1.

= In the summer of 1964 President Johnson created a Task Force on Intergovernmental
Fiscal Cooperation to develop ways to strengthen the finances of State-local governments.
According to press reports, the task force recommended the use of unconditional grants,
to be distributed among the States according to population. New York Times, Oct. 28, 1964.
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An important characteristic of many local governments is the over-
lapping of three or four—and occasionally seven or eight—layers of
govemmenta,l units in the same geographic area. There may be school

istricts, sanitary districts, counties, so1l conservation districts, drain-
age districts, and so on. The diversity among governmental units is
apparent in Table 3-7 listing the five States with the lowest and the
highest average population per unit, and square mileage per unit.

TABLE 3-7.—Slales with highest and lowest populalion and square mileage per
governmenlal uni, 1962

Average population per governmental unit

Lowest: Highest:
North Dakota_ ____________. 212 Hawali._. ... ____________ 33, 000
Nebraska. - - .. _________ 290 Virginia_______________.._ 10, 963
Mississippi- - oo cvcmanoooo__ 291 Maryland. . _ . ____._..__._ 9, 065
Kansas_ _ e 410 Rhode Island___.___.__.._ 8, 826
Montana._____________._._. 511 Massachusetts. . _________ 8, 792

Average square mileage per governmental unit

Lowest: Highest:
New Jersey_ oo ooeoomao__ 5.6 Alaska.___.___________ 10, 287. 7
Pennsylvania__________.__. 7.3 Nevada.. ..o ____ 806. 9
IMinois. .o ... 8.7 New Mexico__._.___.._ 397.6
Delaware_ . - - ______. 9.9 Hawaii__________._____ 305.9
Rhode Island____._____.____ 12. 4 Arizona_ .. ______._____ 300. 5

Source: ‘“Governmental Organization,” pp. 27-28.

In terms of public finance, this diversity seldom makes sense. In
rural areas, small and overlapping units often lack the resources to
erform any function with efficiency. State governments have an
1mportant responsibility for these situations; certainly they should be
careful not to waste resources and perpetuate inefficiency by grants to
archaic governmental units. In wrban areas, governmental units of
very unequal financial strength cannot provide a uniform level of serv-
ice; the infirm ones cannot even provide the minimum level needed for
the whole of the urban community.

The problems are most acute and intractable in metropolitan areas,
which are composed of a central city or cities and a variety of suburban
units. In 1962 the 212 Standard Metropolitan Areas of the Nation con-
tained about two-thirds of the total population ; they had 18,442 units.
The Chicago metropolitan area alone contained 1,060 units distributed
as follows: %

Counties e _— 6
TOWNShiPS e 114
Municipalities 246
School districts - - 340
Special districts — 354

Total 1, 060

While unification is understandably difficult, problems of sanitation,
water supply, police, and transportation do need coordination. Some-
times functional intergovernmental schemes which do not change the
existing governmental structure have been put into operation, for
example, the Metropolitan Water District of Southern California. But

% “Governmental Organization,” p. 124.
80-491—87—vol. 1 10
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more complete structural integration is often desirable even though
annexation, the technique favored a few decades ago, has been halted
in many States by the opposition of suburban areas.

In recent years a new type of local unit, the special district, has
grown in numbers—from 8,299 in 1942 to 18,323 in 1962. These districts
have peculiar features: they are created usually to perform a single
function; they overlap geographically; except for school districts,
most of them do not depend on taxation. Their growth, which is symp-
tomatic of the local government’s weakness in performing an activity,
injures local government. While most of the blame is to be placed on the
States, the Federal government must bear a share because a good many
special districts have been created through its “direct advocacy.” ®
Specialists in the Department of Agriculture prefer to deal with offi-
cials of soil conservation districts (2,461 in 1962) rather than with
county officers. Federal specialists in housing prefer to deal with
officials of housing and urban renewal districts (1,099 in 1962) rather
than with city officers. The pragmatic tendency of Federal agencies to
develop local counterparts has complicated local government structure
and encouraged isolation of units within an urban area. Against the
short-run convenience of special purpose districts must be set the long-
run confusion arising out of uncoordinated area development.

The organization of local governments is not, to be sure, merely
a matter of administrative and fiscal efficiency. In a democracy a wide
variation in performance is—and should be—tolerated. The present
variation, however, far exceeds acceptable limits. Moreover, the ob-
stacles to change here are patent and powerful: local loyalties, vested
interests, urban-rural antagonisms, the inertia of status quo. States
have often made change difficult by constitutional and statutory provi-
sions. Some State constitutions, for instance, prescribe a pattern of
local government. Debt and tax limits for local governments are wide-
spread, and their operation sometimes reinforces the maintenance of
overlapping units because the pyramided separate limits of all the
units in a given geographic area add up to a total beyond what might
be allowable by the electorate if consolidation were put into effect.

Yet the record of recent years proves that, given the will, much
‘can be done. In the twenty years from 1942 to 1962 the number of
school districts declined by two-thirds.*¢ A forward step would be
for the States to remove the self-imposed constitutional and statu-
tory inflexibilities which stand in the way of governmental reorgani-
zation. Another would be for them to make enlargement of finan-
cial aid to local governments condition upon progress in struec-
tural reorganization. More efficient local governments would allow a
larger measure of local financial responsibility in provision of local
services. And it is a truth, as well as a truism, to say that only when
local governments are strong does democracy flourish.

INTERGOVERMENTAL TRANSFERS FrROM STATE TOo LoCAL GOVERNMENTS

There are two basic types of intergovernmental transfers from
State to local governments: (@) grants, that is, appropriated funds

% John C. Bollens, Special District Governments in the United States (University of
California Press, 1961), p. 250.
28 See Table 3-6.
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and (b) shared taxes, that is, portions of tax yields. The nature of
the distinction between the two is important, even though (for rea-
sons that will become apparent) no specific figures can be offered.
State-local grants need no special explanation. In the case of shared
tazes, one level of government—the one most fitted to make efficient
collection—assigns all or part of the collections on some basis to the
governments which give up the tax. For example, a State govern-
ment might assume the sole right to tax the income from intangible
property, promising to distribute all or some sharve of the proceeds
to local governments according to the place of residence of the own-
ers; or it might assume the sole right to tax motor vehicles as prop-
erty, promising distribution of the proceeds to local governments ac-
cording to where the vehicles were principally garaged.

Shared taxes frequently began when a State government withdrew
from the base of the general property tax some types of property
which could not be efficiently or equitably taxed by local governments.
A quid pro quo as revenue was assigned to local governments to make
the move palatable. In the first instance the States tended to use such
criteria as location of the property, prior assessed value of the prop-
erty, and prior local revenue from the property. Quite frequently it
turned out that because of the greater efficiency of State administra-
tion, the amounts collected by the State were much in excess of the
prior collections of the local governments. Moreover, distribution ac-
cording to origin of the revenue favored rich localities. Accordingly,
the basis for sharing was shifted, usnally toward some measure of
local government need, and specific directions for use of the revenue
were added. A variety of formulas was framed, the particular out-
come depending on the tug and pull between those local governments
wanting to retain a favorable allocation and those wanting a change
appropriate to their needs. As a result, the original basis for tax-
sharing has been overlaid by numerous modifications which usually
fend (a) to allocate the proceeds according to some measure of loecal
need, and (b) to commit them to designated purposes.

In these two respects the original logic of the shared tax has been
impaired and shared taxes, as now used, have come to resemble con-
ditional grants. An important difference is, however, that the annual
amount shared depends on the amount collected. It is therefore un-
stable, being larger in boom and smaller in recession years. This is
awkward for local governments, since their spending has the opposite
variation. Moreover, in many States, the criteria for sharing differ-
ent taxes are varied and complicated. They have grown ad hoc¢ over
the decades. At the very least it would make sense to pool the State
collections, to distribute them according to a single formila, and to
reduce earmarking. In such case the shared taxes would become an
unconditional grant except¢ that the annual amount would depend on
collections, whereas the amount of a grant would depend on an an-
nual legislative decision. _

The distinction between shared taxes and grants has become so
blurred that the Bureau of the Census does not provide separate
figures for them. Instead, figures for State intergovernmental pay-
ments to local governments are offered, split into two categories, those
for geaeral local government support and those in support of specific
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functions such as education, highways, and welfare. In terms of the
amount of revenue, State sharing is important for income taxes, liquor
store profits, motor vehicle licenses and registration fees, gasoline
taxes, sales taxes, tobacco taxes, and pari-mutuel taxes.

STATE INTERGOVERNMENTAL EXPENDITURES

Intergovernmental expenditure by States on a significant scale is
a phenomenon of the 1930, although a structure had been built up
earlier. In 1902, the first year for which the Bureau of the Census
supplies figures, this State intergovernmental expenditure was $52
million. It 1s a mark of the limited scope of State governmental acti-
vities that $52 million amounted to 38.8 percent of total State direct
general expenditure. (See table 3-8.) Local governments were then
relatively much more important, and the $52 million received by them
from State governments comprised only 6.1 percent of their general
revenue. By 1927, State intergovernmental payments had risen to
$596 million—totalling 43.2 percent of total State expenditures and
10.1 percent of local general revenue. The 1930’s and the postwar
period brought further absolute increases. For some years State inter-
governmental expenditure has been more than half of State direct
general expenditure and nearly 30 percent of local general revenue.

TABLE 3-8.—Stale intergovernmental expenditure, State direct general expendilure,
and local general revenue, selected years, 1902-63

[Money amounts in millions of dollars)

Year
Item
1902 1927 1938 1948 1963

State intergovernmental expenditure $52 $596 $1, 516 $3, 283 $11,885
State direct general expenditure. . _.__..._ - $134 $1, 380 $2, 576 $6,186 $22, 491
Local general revenue. .. ... ... _____.__.._ $854 $5, 903 $6,651 | $11,373 $41, 218
State intexgovernmental expenditure as a percentage

of State direct general expenditure.._.....____._____ 38.8 43.2 58.8 53.1 52.9
State intergovernmental expenditure as a percentage

of lgcal general revenue. ... ... ___.__._._ 6.1 10,1 22.8 28.9 28.8

Sources: U.S. Census Bureau, ‘‘Historical Statistics of the United States: Colonial Times to 1957" (1960)
P- 728; “Governmental Finances in 1963,” pp. 22-24.

THE FUNCTIONAL DISTRIBUTION OF STATE AID

Significant changes have taken place, over the decades, in the fune-
tional distribution to State aid. (See Chart 3-2.) In 1902 education was
the major recipient—87 percent of the total; in 1963 it was still the
function receiving by far the largest slice—59 percent. But public wel-
fare began to secure important State aid in the 1930’s and y 1963 ac-
counted for 16 percent of total State aid.

These developments mean, of course, a great increase in State-local
collaboration. Chart 8-3 shows that State governments now provide a
good slice of the finance of important functions of local government—
over two-thirds of public welfare and over one-third of education and
highways—and they give a good deal of direction as well. In some
States centralization has gone farther, with complete control of a fune-
tion assumed by the State government.
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CHART 3-2. Percentage Distribution of State Intergovernmental
Expenditure, by Function, Selected Years, 1902-63

Percentage
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60— o I
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Sourte: Appendix Table A-15.

CHART 3-3. State Intergovernmental Expenditure as a Percentage of
Local Expenditure, by Function, Selected Years, 1902-63
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Scurce: Appendix Toble A-16.
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THE NEED FOR REFORM

A major fault of State transfers has been that, by accepting the
existing government organization, they have sometimes perpetuated
the lives of inefficient units and placed barriers in the way of desirable
reforms. In many parts of the United States school districts, for exam-
ple, have been and still are, too weak in resources and too small in area
and number of children to provide effective educational units. Their
boundaries were drawn in the light of conditions—especially transpor-
tation—vwhich no longer exist. Some logical reconstitution of units
would reduce inequalities in revenue resources and provide a school
population relevant to effective organization. Against such a step local
loyalties and all the forces of status quo will often be ranged, and, as
a result, State legislatures have sometimes preferred to distribute
State aid without requiring local governmental reorganization. The
effect is to strengthen the power of inefficient units to resist reform.
State aid is dissipated without accomplishing the objectives which
are its justification.

An alternative to State aid is a reallocation of governmental func-
tions so that provision and administration of education, public assist-
ance, and roads (or some designated portion of them) become a State
responsibility. Centralization of this sort has progressed in recent
decades, especially with respect to highways and public assistance.
An improved reallocation of functions would reduce administrative
expenses by reducing overhead and duplication. It is, however, no
cure-all centralization at the State level has faults as well as virtues.
Tt runs counter to the idea of “home rule”—that local governments
need autonomy in performance of some activities because they are
aware of, and responsive to, the variety of local needs. Indeed, the in-
sensitivity of State legislatures to urban needs is so patent that State
control over cities should often be weakened rather than strengthened.
State aid offers a middle course: it leaves performance of the specific
governmental activity in local hands, while providing State financial
assistance and a modicum of overall direction. :

In postwar years many students have urged that State governments
reform their system of intergovernmental transfers. Indeed, usually
no system exists. Driblets of shared taxes and grants go to local gov-
ernments for fragmented functions, and by an amazing variety of
formulas. Consolidation—pooling of aid and distribution by a simpli-
fied formula—would be a clear gain.

The question arises about how much equalization is desirable and
how it 1s to be secured. The granting of State aid is moving toward
an approach—now only dimly perceived—that first defines the local
need for different government programs. The second major task is
the definition of the local ability to finance a foundation program from
its own sources. For example, the need for primary and secondary edu-
cation is often measured in dollars per pupil in average daily attend-
ance. Tocal ability is indicated by what it can raise through taxation
at a specified rate on equalized property valuations. Thus, if a mini-
mum program for primary education requires $300 annual expéndi-
ture per school child in average daily attendance, and if the local unit
could raise $150 per child by levying a property tax at a specified rate
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(uniform for a type of unit), the indicated grant would be $150 per
child. The reader should understand that adequate and objective evi-
dence upon which to base such a quantification of need and ability is
not easy to secure. Further, there are objections to expressing the need
for some functions, such as education, in money terms.

In any reform of intergovernmental transfers the States should pro-
vide some aid as general or unconditional grants—grants without
strings and for no specific local function. New York in 1946 moved in
this direction by the so-called Moore plan which, among other things,
replaced certain volatile shared taxes with a per capita grant for gen-
eral municipal purposes. The change provided the localities with a
stable revenue which they could use for whatever purposes they chose,
thereby promoting local autonomy. This promising instance has, how-
ever, not been enlarged in New York or imitated elsewhere. State
legislatures seem to prefer to provide aid for specific purposes.



INTERGOVERNMENTAL FISCAL RELATIONS*

BY Greorce F. Breax

Or the imposing array of fiscal problems facing the United States
in recent years, some have been entirely new and some simply intensi-
fied versions of old difficulties. While Federal officials have worried
alternately about inflation and the drag on the economy imposed by
rapidly rising Federal tax revenues, State and local governments have
struggled, frequently with only indifferent success, to provide the
wide variety of services their citizens are increasingly demanding. All
too often in the governmental sector, the money is not where the needs
are; or if it is there, the means for mobilizing 1t are far from obvious.
As a result there are many deficiencies, and the costs are heavy, wide-
spread, and often not recognized for what they are.

The price of inadequate education, for example, is paid not only
by those who lack the opportunity to develop their talents fully but
by the public which loses the important capital resources represented
by these talents. Comfortably housed suburbanites, who spend much
of their time on congested highways breathing unclean air and worry-
ing about the rising tide of crime and violence, often overlook the
fact that their withdrawal to the suburbs has contributed to these
problems. By extending the metropolitan area, they have added to the
freeways and the smog and also helped to impoverish the central
city of whose difficulties they tend to take a chill and distant view.
Individuals with more and more leisure time find less and less oppor-
tunity to enjoy it because of growing river pollution and crowded
public parks—situations intensified by their penuriousness as tax-
payers as well as by official timidity and general public
shortsightedness.

The failure of local governments to cope adequately with mush-
rooming communities and, above all, the strange reluctance of the
taxpayer to protect his own welfare have resulted in urgent public
needs which are only gradually being recognized as their critical
points approach. This uncomfortable situation raises serious ques-
tions about the continued vitality of federalism in the United States.
We live in an age of impatience, and if State and local governments
make only halting progress toward the Nation’s basic goals, they may
find themselves coming increasingly under the influence or control
of Washington. The present study focuses on these issues, exploring
ways in which current fiscal problems can be solved under a strong
and flexible federal system of government.

*Reprinted from Intergovernmental Fiscal Relations in the United States,
The Brookings Institution, 1967; chapter I: Introduction.
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FISCAL TRENDS IN THE U.S. FEDERAL SYSTEM

There is no need to dwell on the rapidity with which government
purchases of goods and services have risen during this century. In
1900, for example, the output of all three levels of government was 6
percent of gross national product; in 1964 it was over 20 percent.
During a period of such rapid growth one would expect to observe
numerous changes in the structure of American governments. That
there have been some major ones will be clear from the discussion in
the rest of this section. What is even more impressive, however, is the
number of stable relationships that have persisted over fairly long
periods of time. The Federal fiscal system, it would appear, has been
able to adapt itself to changing economic conditions without losing
its basic characteristics. Whether it can continue to do so is the major
issue to be considered in later chapters.

Relative Shares of Direct General Expenditures

In any comparison of the roles of the three levels of government as
sources of expenditure, it is important that the terms of reference be
clearly defined. If all public expenditures (omitting those made to
other governments or by insurance trust funds) are considered, the
results will show a dramatic shift in the direction of centralization.
In 1902 local governments made 58 percent of all direct general ex-
penditures; in 1964 the Federal Government had exactly that share
(table I-1).* If, on the other hand, defense and war-related expendi-
tures are excluded, the picture is quite different. Then, as table 1-1
shows, local governments in 1964 were about twice as important as
either of the other two levels. Moreover, these relative Federal-State-
local shares of 14-1/-1% have remained remarkably stable during
the postwar period. Compared to 1902 or 1927, however, this new
pattern represents a definite shift in civil government expenditures
from the local to the Federal and State levels.

TaBLE I-1.—Shares of the 3 levels of government in direct general public expendilures
selected years, 1902-64

[Percentage distribution)

Defense and civil Civil only
Year
Federal State Local Total Federal State Local Total
34 8 58 100 17 10 73 100
30 9 61 100 18 1 71 100
40 1 49 100 18 15 67 100
31 12 57 100 15 15 70 100
44 16 40 100 36 19 45 100
62 13 25 100 23 26 51 100
67 11 22 100 26 24 50 100
58 15 27 100 23 27 50 100

Source: Frederick C. Mosher and Orville F. Poland, The Costs of American Governments: Facts, Trends
Myths (Dodd, Mead & Co., 1964), pp. 4445, and U.S. Bureau of the Census, Governmentsl Finances
in 1963-84 (1965), p. 25. In this and other tables, the data on governmental finances relate to fiscal years.
Most of the economic data, including gross national product figures, are on a calendar year basis.

1 Inclusion of insurance trust fund expenditures in the totals would accentuate the trend
but no: ibylxsngfh, the local ghare being 55 percent in 1902 and the Federal share being 61
percent in
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As would be expected, this shift has not been the same for each
major type of spending. In table I-1, 1927 is the most recent year
that was relatively unmarked by severe unemployment or the effects
of hot and cold wars. Since 1927 education, highway, and public
welfare expenditures have been shifted mainly from local to State
governments, while spending for health and natural resources has
been moved from the local to the Federal level. Table I-2 shows the
nature of these changes. It should be stressed that these patterns are
based on the expenditures actually made by each level of govern-
ment whether they were financed by it or by some other level. The
next step, therefore, is to consider what has happened to the inter-
governmental sharing of program costs during the present century.

TaBLE I-2.—General civil expenditures by the 3 levels of government, 1927 and 1964
[Percentage shares]

Type of expenditure

Level of Education Highways Public welfare Health and Natural
governnent hospitals resources

1927 1964 1927 1964 1927 1964 1927 1964 1927 1964

0 4 1 1 6 2 18 31 31 53

10 21 28 66 25 48 39 35 26 20

90 7% 7 32 69 51 43 35 43 28

Total._...... 100 100 100 100 100 100 100 100 100 100

1 Federal expenditures for veterans have been allocated to the relevant categories. Local parks and rec-
reation are included in natural resources. Figures are rounded and may not add to totals.

Source; Mosher and Poland, op. cit., pp. 4647, and Governmental Finances in 1963-64, p. 25,

Intergovernmental Aid

Since 1902 both Federal and State expenditures representing pay-
ments to other levels of government have grown more rapidly than
GNP, though not in any regular fashion (table I-3). Both expanded
rapidly during the “Great Depression,” receded during World War II,
and then remained stable over much of the postwar period. Federal
aid, for example, remained close to 1 percent of GNP between 1948
and 1958, rose to 1.4 percent between 1959 and 1963, and increased
again in 1964 to 1.7 percent. Since 1950 State payments to local gov-
ernments have remained within a range of 1.7 to 2.1 percent of GNP,
though they have tended to remain near the top of that range more
consistently in recent years than earlier.

TaBLE I-3.— Federal and State intergovernmental erpenditures as a percentage of
gross national product, selected years, 1902-64

Year Federal State
0.1 1.0
.3 .9
.3 1.3
3.7 5.0
2.1 3.9
1.1 2.2
.9 1.6
.9 1.8
1.4 1.8
1.7 2.1

Source: Mosher and Poland, op. cit., p. 162, and ‘“Governmental Finances in 1063-64,”” pp. 19, 23.
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When the budgetary significance of intergovernmental aid is con-
sidered, the proportions are also stable. Local governments have re-
ceived funds for 25 to 27 percent of their total expenditures from
higher levels of government since the mid-1930's; State governments
received 15 to 16 percent between 1948 and 1957 and then 21 to 23
percent in the early 1960’s (table I-4). Looked at from the point of
view of the giver, State aid has shown the greater stability. While Fed-
eral payments to State and local governments, as a percentage of Fed-
cral expenditures, have receded during wartime and expanded there-
after, State aid has remained close to 35 percent of State general ex-
penditures throughout the postwar period (table ITI-9).

TaBLE I-4.— Inlergovernmental revenue as a percenlage of the recipienl’s erpenditures,!
selected years, 1902-64

State receipts‘Local receipts
from Federal ' from Federal
Year Government | and State
as percentage [ Governments
of State ex- |aspercentage
penditures | of local ex-
penditures

ot ot ot bt 4D
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1 Insurance trust funds excluded.
Souree: Mosher and Poland, op. cit., p. 162, and ““Governmental Finances in 1963-64,”" pp. 22, 23, and 53.

Since the Great Depression, State governments have functioned
as grant intermediaries. In 1922 and 1932 only 8 percent of their
spending was financed by the Federal Government and 23 to 29 per-
cent represented aid to local governments. By 1934, 27.5 percent of
their spending was Federal money, and nearly 40 percent of their
budgets was for State aid. Though neither of these levels was reached
again, States in the early 1960’s were receiving aid equal to 22 per-
cent of their expenditures and granting aid to local governments con-
stituting 85 percent of their total spending.

State and Local Tax Systems

While the flow of financial aid from Washington has been increas-
ing, State and local governments have not been 1dle in expanding old
taxes or in enacting new ones. As a result, State-local tax revenues
have more than kept pace with the growth of the economy, rising from
4 percent of GNP in 1902, to 5 percent in 1942 and 1948, and to nearly
8 percent in 1964. As table I-5 shows, however, the increase has not
been a steady one, nor did it match the Federal increase up to the
end of World War II. Since then Federal tax receipts have little more
than kept pace with GNP (except during the Korean war), but
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State-local taxes have increased their ratio by over one-half. Also
worth noting in table I-5 is the approximate equality of State and
local tax collections as a ratio of GNP during the postwar period (in
contrast to the one-third to two-thirds share of the two level of gov-
ernment in direct general expenditures shown in table I-1). In ad-
dition, the stability of total tax revenues since 1946, near a level of 22
percent of GNP in 4 of the 5 years listed, merits attention.

TaABLE 1-5.—General taz revenues! as a percentage of GNP by level of government,
selected years, 1902-64

Year Federal Stz;w :}nd State Local Total
oca

—

FONEI N ww
SO TR TG0 s U1
NopmmauSes
RO s = DD

bbbk bt bk bt

P ERPOPIWE D
O W 00 O 0O U G2 DD =]~
B0 II10 10 B e 00
LN STOUD OO~
e
BRREBERGREo
WO = O

! As defined by the Census Bureau. Excludes revenues of the insurance trust funds.
Sources: Mosher and Poland, op. cit., p. 165, and “Governmental Finances in 1963-64,” p. 22.

It is clear from table I-6 that State governments have been en-
ergetic in enacting new taxes. By 1964 these changes, along with
numerous rate increases, had produced the highly diversified tax
structure shown in table I-7, and they had created many of the tax
coordination problems discussed in chapter II. Varied though the
State tax systems are, they have been dominated for some time by
three main kinds of taxes: motor vehicle fuel and registration taxes,
general sales levies, and individual and corporate income taxes.

TaBLE I-6.—Number of States adopling new lazes, by major type—Frequency
distributions by decade, 1901-6/

Type of tax
Period
Indi- | Corpo- Gen- Dis- | Ciga- | Gaso- | Auto
vidual [ rate | Death Gift eral tilled | rettes line regis-
income | income sales | spirits tration
23
1 1 15
1911 to 1920. . 9 8 7
1921 to 1930. . 5 8 2
1931 to 1940. . 17 15 2
1041 to 1950 _ 1 2
1951 to 1960 . __..__________|..______ 2
1961to 1964 ________________ 3 1
Total_._._____________ 136 237 49

! Includes the partial income taxes of New Hampshire, New Jersey, and Tennessee.
2 Excludes South Dakota’s tax on financial institutions.
t Excludes the 17 States that either operate or supervise government liquor stores.

Sources: Advisory Commission on Intergovernmental Relations (ACIR), “Tax Overlapping in the
United States, 1964 (July 1964), p. 25, and the Tax Foundation, “Tax Review” (October 1964), p. 38.



REVENUE SHARING AND ITS ALTERNATIVES 145

TaBLe 1-7.—The structure of Slale taz collections,! selected years, 1902-64

Percentage distribution
Total
Year (mil- | Indi- | Corpo-| Death | Gen- Motor [ Alco-
lons) | vidual | rate and eral | Motor | vehicle| holic To- Prop- | Other
income | income| gift sales fuel [licences| bever- | bacco erty
ages
________________ [ 3% 2N VR SRR R RIPN SN I 52.6 42.9
4.4 5.7 6.6 | aea s 16.1 18.7 fooo. ... ——— e 23.0 25.5
6.4 6.9 2.8 16.2 24.1 1.0 6.6 3.3 6.8 15.9
7.4 8.7 2.7 21.9 18.7 8.8 6.3 5.0 4.1 18.5
10.3 6.8 2.4 23.5 19.6 9.5 3.8 4.1 3.6 16. 4
14.1 7.0 2.7 25.1 16.7 7.9 3.6 4.9 3.0 15.0

1 Excludes insurance trust fund revenues.
Sources: Tax Overlapping in the United States, 1964, p. 20, and Governmental Finances in 1963-64
29

In 1963-64, each of the first two produced one-fourth of State tax
collections; the income tax produced one-fifth. Excise taxes on to-
bacco and alcoholic beverages and property taxes yielded 10 percent.
A long list of relatively unimportant levies produced the remaining
20 percent.

Local tax systems, in contrast, are much less diversified. Prop-
erty taxes still dominate, though not nearly to the extent that they
did_before the Great Depression (table I-8). Reacting to many
problems (see ch. V), some of the largest cities have been espe-
cially active in the search for new revenue sources. While some uti-
lized taxes similar to those existing at higher levels of government
to their great advantage, others have gone their own independent
ways, frequently adding to both their own and their taxpayers’ costs.

TaBLE I-8.—The structure of local tax collections, selected years, 1927-64

Percentage distribution
Total (in
Year millions) Sales and
Property gross Income Other taxes
taxes receipts taxes
taxes
$4,479 97.0 O | 2.0
4,625 92.0 3.0 1.0 4.0
6, 599 89.0 6.0 1.0 5.0
15, 161 87.0 7.0 1.0 4.0
23, 542 87.2 7.7 1.6 3.6

Sources: *“1927-38: Tax Overlapping in the United States, 1964,” p. 43; *1964: Governmental Finances
in 1963-64,” p. 5.



FEDERAL-STATE-LOCAL FINANCIAL RELATIONS*

BY C. LoweLrL Harriss

Every session of a State legislature or of Congress, and many meet-
ings of city councils and other local government bodies, deal with
problems involving financial relations with other governments. Fed-
eral, State, and local officials in their day-to-day activities deal with
each other in many ways, most of which have financial significance.
Numerous and persuasive changes are taking place in the relations
among governments—city and suburb, neighboring towns, State wel-
fare agencies with their Federal and local counterparts—and soon.
The change may be large and well publicized ; more often it is small
and - undramatic.

The problems are so complex and their elements so interrelated, the
developments are so numerous and widely varied, that no brief ac-
count can possibly do the subject justice. The space available here will
be used to identify some of the problems and then to discuss what is
perhaps the most important financial development, the growth of
grants-in-aid.

IssuEs BEARING ON THE STUDY OF INTERGOVERNMENTAL RELATIONS

The analysis of intergovernmental financial relations can draw on
a huge literature which deals with a variety of points, not always
closely related to each other. The following brief statements sum-
marize material useful for understanding the discussion which follows.

1. The American public believes that some functions can be per-
formed best at the local level rather than the State (or by the State in
preference to the National Government). The assignment of responsi-
bilities for performing governmental functions, however, has not al-
ways been matched by the grant of effective ability to raise revenue.
For decades localities have faced increasing pressure to spend more,
but their own effective power to raise the necessary revenue has lagged.
Local governments have depended heavily upon the property tax.
Though its yield has grown rapidly, especially since World War II,
objections to the increasingly intensive use have been strong. Earlier,
during the Great Depression, property owners often found themselves
unable to pay the tax due, and various protective limits were imposed
in many States. More recently, one objection to the heavier use of this
tax is a conviction that to do so would lead some taxpayers to flee from,
not enter, or not expand in, the community. When businesses are dis-
couraged in this way, it is argued, the source of jobs and income will
suffer.

* Reprinted from: Handbook of State and Local Qovernment Fimance, Tax
Foundation, Inc., New York, 1966.
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2. Such mobility, very real among localities, also concerns States,
though to smaller extent. The taxes which one government can impose
will depend upon what others do. Unless extra tax burdens pay for
differential governmental services of (clear) benefit to the persons
who are required to pay the costs, tax bills which are much above
those of neighboring States and communities will, it is feared, weaken
the economic base. A State, of course, has more effective taxing power
than the sum of its localities acting individually. Each local unit faces
competition from close neighbors. But if the State government im-
poses a tax to raise equal revenue, mobility is less of a threat. And if
the National Government does the job, no one State can attract either
businesses or high income taxpayers away from other states by offering
to Jower the tax in question.

3. The vast majority of local governments cannot possibly admin-
ister nonproperty taxes as effectively and efficiently as a State. Sim-
ilarly, the Federal Government has some advantage over States in
administering taxes. In short, the larger units of government are
better able than smaller units to collect income, sales, death, and other
nonproperty taxes. These, it became clear many years ago, will be
called upon to provide some of the money for schools, public assistance,
highways, and other functions.

4. States prescribe the obligations of localities to perform functions.
States also grant the legal authority of local governments to tax and
in other ways influence their power to raise revenue. State governments,
therefore, exert commanding influence on local finances.

5. The spending in one community has “spillover” effects outside,
nearby and possibly to some extent far across the country. The amount
spent for functions, and the quality of performance, in one State, or
locality, will not be a matter of indifference in the rest of the country.

6. Overlapping (sometimes called double or multiple) taxation, in-
creases as more and more units at different levels of government
utilize consumption, business, and income taxes. One burden piled on
others may produce a total result significantly different from anything
desired or desirable. The revenue which one government can raise
will be affected by the use which others are making of the same tax
base. Moreover, costs of administration and complianice of such mul-
tiple taxes lead to waste and apparently needless use of resources.
Fortunately, evidence of progress exists; many States, as noted earlier,
have made their income tax reporting requirements conform to the
Federal, easing greatly the taxpayer’s job of compliance. Undoubtedly,
however, more can be achieved.

7. The use of government to redistribute income by providing some
groups with relatively more than others, perhaps in government serv-
ice or perhaps in transfer payments of money, will create special
problems of intergovernmental relations.

8. The exemption of governments from one another’s taxes creates
conflicts. For example, when the Federal or a State Government
acquires real estate, the locality loses part of its property tax base.
When a town or city engages in business-type activity, such as the
provision of utility services, the State government cannot collect in-
come tax as it could if a private, profitmaking business supplied the
service. Deductibility, such as local taxes in computing State or Fed-
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cral income tax, will relate the finances of different governments in
ways which can be complex; the results will be diffiuclt to appreciate
fully.

CoorDINATION AND COOPERATION !

In some respects various States and localities have competing, even
antagonistic, interests. Yet these governments also need to cooperate
if they are to deal efficiently with problems of mutual concern—water,
traffic, or policing in a metropolitan area; preventing evasion of State
sales taxes; deciding on the relative State and local use to be made of
the same tax base. Arrangements for getting such cooperation are
far from adequate, but many developments are taking place.

Interstate compacts, for example, regarding license fees and motor
fuel taxes paid by truckers or the development of river areas, are
negotiated and approved by Congress. Less formal agreements among
States deal with a variety of problems. Governors meet together to
discuss their common problems; so do mayors. Interesting procedures
to serve mutual interest are developing in urban areas where the prob-
lems are varied, complex, and changing. Dozens of separate govern-
ments in the same area claim independence, but in fact they depend on
each other. In some cases, State governments provide authority or
compulsion for neighboring localities to work together. Frequently,
localities contract for services to be provided by one government in
return for payment. The growth of professionalism among civil serv-
ants enlarges informal cooperation; influential results, even though
largely unnoticed by the public, are modifying local performance and
even policymaking. Local personnel discover many aspects of common
interest in the solution of problems of policing, public health, educa-
tion, and other activities.

How can we improve methods of dealing with the many and overlap-
ping problems. Possibilities have been studied extensively, by legisla-
tive bodies, special commissions, professional groups, and scholars. In
1959 President Eisenhower signed a law setting up the Advisory
Commission on Intergovernmental Relations. Its 25 members include
Congressman, Cabinet members, Governors, mayors, members of State
legislatures, county officers, and private citizens. A professional staff
aided by expert consultants has produced excellent analyses of prob-
lems, some broad and some pinpointed to narrowly specific problems.
The Commission has seen some of its recommendations adopted widely.
For example, in their 196465 sessions 39 State legislatures enacted one
or more proposals of the Commission. In 1965 Congress adopted a
dozen recommendations. Yet, as of 1966, the Commission’s list of
unfinished business is long and growing.

INTERGOVERNMENT PayMENTS: GRANTS-IN-AID

Payments from governments at one level to those at another are no
modern creation. Their rapid growth in recent years, however, has
altered their role beyond measure (Table 16). Complex and widel
diverse systems have been developed. States frequently share WitK

1 The coordination which results from grants-in-aid is discussed later.
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localities the revenue from one or more taxes. For example, Michigan
gives cities and townships one-eighth of sales tax proceeds on the basis
of population; Wisconsin shares one-third of personal income tax
revenue with counties, cities, and towns. However, a large portion of
state payments to local government, and almost all Federal distribu-
tions, take the form of grants-in-aid.

TABLE 16.—Intergovernmental revenue as percent of total general revenue, selected
years, 1922-65

[Dollar amounts in millions)

State Local
Amount Percent of total Amount Percent of total
general revenue general revenue
Year
From From From From From From From From
Federal local Federal local Federal State Federal State
Govern- [ govern- | Govern- | govern- | Govern- | govern- | Govern- | govern-
ment ment ment ment ment ment ment mentg
$99 827 7.9 2.2 $9 $312 [0} 8.1
107 51 5.3 2.5 9 596 O] 10.1
719 39 19.6 1.1 229 1,417 3.7 22.9
802 63 12.8 1.0 53 2,002 .6 25.4
2,668 215 17.4 1.4 208 5,635 1.5 28.8
6,382 363 23.3 1.3 592 9, 522 1.8 23.8
7,108 373 22,8 1.2 7 10,879 2.0 28.4
9, 046 417 24.0 1.1 956 12,873 2.2 29.2
9,874 447 24,1 1.1 1,155 14,077 2.4 29.4
! Less than 0.05 percent.
2 Fiscal year.

Source: Department of Commerce, Bureau of the Census.

Although Federal grants to aid a few State-local activities go back
many decades, the dollar amounts were small before the Great Depres-
sion. They then increased to meet serious emergencies. New programs
were added, and with a few exceptions, they continued after prosper-
ity returned. Since World War II Federal grants have multiplied, not
only in dollar amounts but also in the number of different programs.
In 1955 around 90 Federal grant-in-aid programs were in effect; the
1965 total was at least 140> and in 1966 the number was increased
significantly.

Fux~crions FINANCED BY INTERGOVERNMENTAL PAYMENTS

Table 17 shows the major functions which are financed by inter-
governmental payments. Education gets much the largest total, with
highways and public welfare next and approximately equal. The
latter two each received roughly twice or more as much as education
in Federal funds. By 1967, however, Federal grants for education will
have risen markedly.

2 Estimates of the number of programs differ because of lack of agreement whether
related activities make up a single program or are better considered as two or more. For
example, the ‘“school lunch program,” which distributes commodities and makes direct
payments to participating schools, may not be substantially different from the ‘‘school
nl\lxllll:i program,” which makes payments to States to increase milk consumption by school
[o ren. .

80—491-—87—vol. 1——11
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TaBLE 17.—Intergovernmental expenditure by selected function and level of
government, selected years, 1953—656

[Millions]
Functions
Source of intergovernmental
funds ! Social
Education | Highways Public |Healthand| Natural | insurance
welfare hospitals | resources | adminis-
tration
3508 $510 $1, 332 $116 $66 $196
2,737 803 081 130 10 oo
14 67 23 39 8 |ocmmeeeeo
60 944 1, 557 111 122 245
4,094 1,071 1,025 253 ) 5 N I,
16 26 26 54 b2 S
950 2,905 2,070 135 127 325
5,300 1,247 1,483 176 20 foeccamocae
) 41 31 72 (O T
1,384 2,981 2,752 184 164 342
6,993 1,416 1,919 207 28 |l
25 29 35 75 [ 2 TN
1,677 3,997 3, 098 292 187
8,351 1, 630 2,436 241 38 I
20 32 36 80 1/l

1 Local figures represent payments to State governments only; interlocal transactions excluded.
2 Minor amounts not included.

Source: Department of Commerce, Bureau of the Census.
Reasons FOR GRANTS ?

Why have intergovernmental grants grown so much? Some of the
reasons are implied in the points made earlier. Local governments
have felt pressures to enlarge expenditures more rapidly than the pub-
lic Wishe£ to increase utilization of the property tax; States developed
new revenue sources which could help finance payments to localities.
Somewhat similarly, the Federal Goverment has been able to raise
funds—by borrowing during the 1930’s and more recently from a
rapidly growing income tax base and progressive rates—with less diffi-
culty than States or localities would have in getting such amounts.
Some supporters of Federal aids emphasize the argument that the
Federal revenue system utilizes taxes which come nearer to meeting
the criteria of a good revenue system than do the taxes of states and
localities.*

Another reason for the growth of “payments” from higher to lower
levels of government has been a desire by various groups to influence
hoth the total and the pattern of government expenditure. For ex-
ample, how could the counties of a State—or the States of the Na-
tion— be induced to develop a unified highway system? Would it not

8 For the sake of simplicity, the term “grant” will be used here to include tax sharing.
Although this usage is now customary, the two have somewhat different economic and
political significance. Grants may carry with them more control over spending of the
funds than does tax sharing. When the State and its localities share in the revenue from a
tax, each feels the effect of fluctuations in yield: some grants, however, are for fixed
amounts in the short run so that one level, usually the State, must absorb all of the
results of yield variations.

4+ While the argument seems plausible, a more thorough analysis reveals reasons for
doubt. No one can be sure what changes in the two revenue systems would result from the
heavier use of one to relieve the other.
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be desirable to get all school districts to offer standards of education
above the level some would provide? How could all States be in-
duced to offer more medical a1d to the aged poor? In practice, grants
have been responsible for an increase in the total amount of State and
local expenditures. Moreover, the allocation among functions has un-
doubtedly been modified, and so have the methods of actual perform-
ance.

The justification advanced for the extension of influence may be a
belief that the quality of performance of a function in one community
has significance outside. It is argued, for example, that the common
responsibility for defense, the constant movement of population, the
interdependence of all parts of the economy, and the needs of citizen-
ship—all combine to make health, education, reduction of poverty,
urban transit, and so forth more nationwide, and less completely local,
matters than Americans once believed. When some areas fail to pro-
vide good quality government service, people far removed may suffer
at least a little. Perhaps, therefore, all taxpayers should be compelled
to help pay for services in other areas. Some spillover effects unques-
tionably develop. But to what extent? The benefit to people in one area
of better performance by localities at the other side of the State or Na-
tion may be trifling. Yet the existence of even a little potential benefit
has been cited to support action to compel one group to help pay for
services elsewhere without any evidence that on balance there is likely
to be net benefit.

Support for the use of grants to influence expenditures also comes
from a belief that the larger jurisdiction (State vis-a-vis localities or
Nation vis-a-vis States or localities) can and will direct performance
to achieve better results than would the smaller ones acting on their
own.

The growth of Federal-to-State and State-to-local grants for assist-
ance to the poor rests in part upon a belief that the provision of relief
aid is more properly the responsibility of the larger, than of the
smaller, units of government. Otherwise some localities (or States)
would have much greater burdens per capita than would others. And
the sources of distress and causes of poverty, it is argued, lie in forces
operating on a broader scale than any locality (or State) can control.
Whatever the reasons for economic recession, they are not actions of
State or local governments: nor are they forces which States or local-
ities have power to control. Moreover, will not the ability to finance
relief aid be least just where the need is largest ?

Another type of consideration helps account for the growth of
grants—the greater practical capacity of larger units to raise revenue.
Localities contain all the taxpayers from whom States and the Fed-
eral Government can collect revenue. Why, then, is the ability of locali-
ties to raise taxes less than that of States? Inadequate facilities for
administering some taxes, fear of suffering in the competition for
business, and the greater force of opposition to tax increases when ex-
erted close to home—all these, it 1s said, limit the actual ability of
many localities to pay their own way. States are somewhat freer than
localities from interarea competition for business, but it cannot be
ignored.

Taxes which apply to the whole State offer less room for competition
among communities than when local taxes must raise the same revenue.
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National taxes eliminate both interlocality and interstate competition.
Federal financing, therefore, seems a way around one obstacle to either
local or State financing. And is it not human for local officials to pre-
fer to have States (or Congress) levy taxes for local benefits?

Families and businesses which are free to decide where to locate will
presumably take account of governmental services, tending to favor
locations where services are relatively attractive. Some of the persons
attracted, however, may be unable, or unwilling, to pay the taxes
needed to cover the cost of such services. High standards of welfare
aid, for example, or housing subsidy or superior public schools may
draw into an area some families whose presence may add more to
governmental costs than to revenue. Relatively high quality govern-
ment service which is supplied without a charge on the specific users
will to some extent create its own demand for the service. The necessary
taxes, however, will be higher than those elsewhere. The extra burdens
may tend to drive away some individuals and businesses, perhaps those
with relatively high taxpaying capacity but not attracted by the par-
ticular services (especially benefits for low income groups).

Some people believe that government finances should be used to
redistribute income from the more to the less prosperous. What would
happen if some local governments were to attempt to do much more in
this direction than at present? Imagine a local tax system designed to
finance far more redistribution than in other communities, e.g., provide
relatively extensive services for the poor to be paid for by taxes on
those at the top of the income scale. In time, many businesses and in-
dividuals most burdened would tend to move to areas where they would
not be compelled to pay for services bringing them little or no benefit.
No single locality, nor even the largest State on down can do much
through taxes and tending to alter greatly the distribution of income.
The smaller the jurisdiction school district, village, city, or State,
the narrower the limits on its power to tax without providing benefits
which the major taxpayers believe will be worth the approximate cost
to them.® Consequently, Americans who hope to use government to
force one group to pay for benefits to others can be expected to prefer
Federal taxes over reliance on State taxes—or State taxes rather than
local—often press for grant method of finance by pointing out the
merits of the function, what desirable things would result, with little
or no mention of how the cost would be met. Finally, among the rea-
sons for the growth of grants, we can note that government officials
who are closely associated with particular programs, seeing opportuni-
ties for better performance, are likely to urge expansions.

Bases For DisTRIBUTING GRANTS

Proposals for grants (or for tax sharing) must consider the ques-
tion: On what basis shall the money be distributed? Sometimes the
goal is to return the dollars to the places from which they come—
the point of origin determined accurately or asserted arbitrarily. Often,
however, plans utilize one of two other systems:

& Zoning can serve to exclude low income families by requiring high quality homes, the
:gsh}ents, though prosperous, may then pay less than the average of the area for public
rvices.
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(1) Grant distribution may try for an element of equalization,
perhaps by providing more for relatively poor areas than for the
more prosperous.® For example, more funds for schools or for relief
of the needy may be given to poorer communities than to the more
prosperous, that is, more relative to some measure of income or
need. Presumably, then, some of the spending in poorer localities
is paid for by taxes from higher income areas. Allowance may be
made, at least roughly, for the effort a community has exerted in
utilizing its own revenue sources. Frequently, the objective is to
assure at least a minimum standard of performance everywhere.

(2) Grant funds may be used to offer incentives, to stimulate
local (or State) governments to make efforts of certain kinds, to
do more of something (or in a different way) than otherwise. A
State, for example, may “say” to local governments, “For each dol-
lar of your own money that you spend on function A, vou can
spend a dollar of State money.” The prospect of getting $2 worth
of a service by spending only $1 of money raised locally can induce
localities to spend more than they ordinarily would on the de-
signated activity. They will do so, not only because more dollars
become available but also because of the incentive stemming from
the nature of the grant. Sometimes, however, such a grant may do
relatively less to increase the total outlay on the function than
to change the emphasis and manner to comply with directions
from the government which gives the funds.

Both equalization and stimulation have merits and weaknesses in
theory and in practice. Stimulating grants, for example, can certainly
be effective. In such cases, however, they are sometimes properly
criticized for inducing “overspending” on the aided functions relative
to others. Such a grant also tends to favor the more prosperous com-
munities because they can afford to put up the money needed to take
full advantage of the grant offer.” Equalization in grant distribution
gets support from persons who believe that aiding the poorer localities
(or States) also serves the broader public by making possible more
and better government services of types which have significance beyond
local (or State) boundaries. But who can be sure? The recipient area
may keep its own effort to pay for the function below what it would
otherwise exert.®

The actual distribution of grants will depend upon the balance of
political power in State legislatures, in Congress, and in the executive
branch of Government. Groups of voters who are overrepresented (in
relation to population) in legislative bodies may succeed in getting for
themselves relatively generous benefits. Recent reapportionment of both
State legislatures and congressional districts has altered the balance
of political power. Rural areas have generally lost power to urban
areas, and there have been shifts in voting power which will affect

¢ The grant-in-aid literature uses the term ‘‘equalization’” with many different shades of
meéaning. Rarely if ever does it imply getting all persons or areas on exactly the same
basis as regards the program belng considered.

";l‘he State or Federal tax system, of course, will take more tax dollars from people in
such areas.

8 Grants which are relatively generous to areas of helow average income may delay
movement of population to localities where the fundamental economic outlook offers greater
promise. Grants may also discourage other adjustments which in the longer-run wonld
prove ?eneﬂcial. Evidence as to what extent these possibilities become actualities is
incomplete.
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city-suburb and intersuburb relations. The effects on distribution of
grant funds will develop gradually.

As more Federal grants are made directly to local governments,
new problems of State-local relations must be faced. Governors, State
legislatures, and State agencies are bypassed. How, then, can effective
statewide programs be planned and administered? Yet in the view of
some observers, society will benefit from freeing urban areas from
the restrictions of State governments, which are, or are said to be,
less than adequately concerned with the problems of cities.

SoME FEATURES oF GRANT PROGRAMS

Great programs are profoundly influenced American society. But
in the absence of knowledge about what would have developed other-
wise, judgment of the results must be tentative. The following gener-
alizations do not cover the whole subject and do not pretend to present
a coordinated summary.

The programs have become increasingly complicated. Only experts
may be able to understand some formulas now used. The few persons
who are qualified to evaluate the results are likely to be too specialized
(and possibly biased) to have good judgments about the merits com-
pared with those of other public programs or private alternatives.

Details of grants can get out of date, but modernization may be put
off year after year because of disagreement about what would be pref-
erable. In one State, for example, grants to induce school consolida-
tion continued for many years after the objective had been essentially
achieved.

When one level of government pays part of the cost of programs
carried out by others, officials at the level which hands out the money
have responsibility for seeing that the funds are used as intended.
Frequently, however, the resulting supervision arouses criticism. A
weakening of local independence may be alleged, perhaps with good
reason. Such control can reduce the opportunity to adapt to differences
in circumstances among localities (or States). Red-tape can be worse
than a nuisance. It can obstruct innovation and tie the hands of per-
sons who would like to try something that seems better. For a single
program the cost in time and money of filling out seemingly endless
questionnaires (and maintaining the records required) and of han-
dling the data submitted may not seem unreasonable. But for dozens
of grant programs the total burden can weigh heavily.

“Direction from above,” however, finds support as a source of posi-
tive advantage. Officials who administer grants (or lawmakers who
establish programs) may set better standards than would otherwise

revail in some areas. Administrators who are able to draw upon
road experience can use it to induce—or force—improvement in per-
formance. In many communities, for example, little or nothing may
be known about the best of developments; some officials if free to do
so, will resist constructive change. The central agency distributing
rants occasionally helps to arrange cooperation among localities or
tates.

Federal influence has grown rapidly, along with Federal dollars.
State and local lawmakers and administrators feel compelled to ac-
cept Federal money when it is offered; their residents would save
nothing in Federal taxes (or nothing large enough to be identified)
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by rejecting a grant. To get the money, however, even when the Fed-
eral dollars are a small fraction of the total to be spent on the program,
the receiving government may need to modify its operations to meet
Federal requirements. Some of the newer programs give Federal
officials considerable discretion in allocating funds. Governors, mayors,
and other State-local officials are experiencin%lnew problems in try-
ing to get Federal funds when the decision hinges upon the judg-
ments of a few men in Washington rather than upon fixed rules known
clearly in advance.

People close to various programs differ in their evaluations of the
results of the controls (as distinguished from the money). There is
wide agreement, however, that efforts for improvement of controls
and coordination devices are increasingly necessary as grants exert
wider influence and become more complex.

Despite the large growth of Federal grants already scheduled—pro-

osals for still greater expansion find support. A few States, and more
ocalities, the argument runs, are not expanding and improving serv-
ices rapidly enough within the limits of what appears potentially
possible for the economy as a whole. Expansion of Federal aid seems
to offer a way toward improvement.? The dollars alone will make a
difference; and in addition the control exerted might increase the
effectiveness.

Recently there has been discussion of a new type of Federal grant
along the lines found in some other countries. The aid would be for
general purposes (block grants) rather than tied to specific expendi-
ture programs. Each State—perhaps even each locality—would be
free to use the funds for what its residents believe to be of highest
E;‘iority. No Federal control of particular spending programs would

involved. Although impressive arguments are made in support of
such untied aid, the supporters of particular programs seem to exert
more total influence. One possibility would be to consolidate the nu-
merous grants for each broad function—welfare, education, health—
freeing the States from many of the detailed controls of specific pro-
grams.

ConcLupiNG COMMENT

Changes of profound importance are taking place in the system of
grants and, more broadly, in all aspects of intergovernmental relations.
Ever larger amounts of money are involved. Complexity and interde-

endence increase each year. Federal influence continues to multiply.

n some cases the pattern of controls has become so largely fixed that
modification proves very difficult. But for the system as a whole, and
of course, especially for the newer programs, important areas of
choice remain open. The quality of American government for the
indefinite future will depend significantly upon how the public deals
with the many problems of intergovernmental financial relations as
they arise at each level of government.

® Compared with the necessary Federal taxes they would pay, the people of some States
would get more, others less, from almost any expansion of Federal grants. Federal taxes
paid by the residents of each State can be estimated and compared with grants-in-ald now
received by each State. For 1965 the people of Illinols, Indiana, and New York, for example,
ﬂlid about $1.60 in Federal taxes for each dollar of nonhighway aid while for Arkansas

ississippl, and Oklahoma the fizure was around 30 cents. Tax Foundation, 4ilocation o
the Federal Tao Burden by SBtate (New York : The Foundation, 1966), p. 3.



FEDERAL AID TO STATE AND LOCAL GOVERNMENTS*

BY U.S. Bureau or THE BUDGET

In recent years, there has been a significant growth in the scope of
cooperative governmental efforts to solve national problems. B
sharing the resources derived from a growing economy, Federal aid
enables vital national goals to be pursued in such areas ‘as education,
health, welfare, and urban development. At the same time, these
jointly administered programs:

* Make it possible to pursue broad national objectives in a way
which recognizes the diversity of local conditions and needs;

* Spread creative innovation in public services from one juris-
diction to another;and

* Preserve a fair and equitable total tax system—by relieving
some of the pressure on those States and local tax sources which
are less closely related to ability to pay than income taxes.

Federal Aid to State and Local Governments
Budget and Trost Fund Expendiivras

*Reprinted from “Special Analysis J.” Special Analyses, Budget of the United
States, Fiscal Year 1968.
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HicurLicits For FiscaL Yrear 1968

The emphasis of Federal aid programs has shifted from time to
time, in response to the diversity of problems confronted.

The following represent the highlights of the aid program for fiscal
year 1968:

(1) Total Federal aids to State and local governments are estimated
to increase by $2.1 billion over 1967, to $17.4 billion.! This represents
more than a threefold increase in the short span of only a decade, and
is nearly 45 percent greater than the rise in total Federal nondefense
expenditures over the same period.

(2) Public assistance and highways continue to be the largest pro-
garams. Together, they constitute about half of total Federal aid pay-
ments. : '

(8) The fastest-growing grants are those to advance the war on
poverty and to upgrade the elementary and secondary edncational
opportunities available to children of low-income families. Between
fiscal years 1965 and 1968, grants administered by the Oftice of Eco-
nomic Opportunity will increase by $1.3 billion and those for the new
elementary and secondary education program will rise by $1.4 billion.

(4) Total aids to metropolitan or urban areas have risen from about
$3.9 billion in 1961 to an estimated $10.3 billion in fiscal year 1968.
Thus, Federal aids benefiting urban areas have grown almost $614
billion, or nearly 165 percent in less than a decade. (Included in these
amounts are grants to States which subsequently benefit urban areas.)

GrowTI AND DEVELOPMENT OF FEDERAL AIns

The distinguishing features of our present system of Federal grants-
in-aid can be traced back more than a century to the enactment of the
Morrill Act in 1862. This act established land-grant colleges (so called
because assistance for education was provided initially in the form of
Federal land), and instituted certain minimum requirements. In
rudimentary form, the pattern was established for providing needed
resources in exchange for acceptance of certain national standards.
(This type of aid has come to be known as categorical grants.)

Federal aid was extended to agricultural programs around the turn
of the century. The second decade of the 20th century saw the inaugu-
ration of Federal assistance programs for highways, and for voca-
tional education and rehabilitation.

In the depression years of the 1930’s, the financial exigencies of the
time led the Federal Government to launch a wide range of new wel-
fare and economic security programs. These were designed not only to
help individuals but also to alleviate the intense pressures on State and
local resources. Other measures were enacted to provide low-rent public
housing and improved health services.

The years following World War IT were marked by a series of new
categorical grants for health care, for education in selected fields and
areas, and for renewing the physical environment of the Nation’s cities.

! Included in this amount are grants-in-aid and shared revenues from both administrative
budget and trust funds. Loans and repayable advances are discussed separately. .
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More recently, significant steps have been taken to broaden elemen-
tary, secondary, and higher educational opportunities; to develop eco-
nomically depressed areas of the country ; to help finance health serv-
ices and medical care for the indigent ; and to launch a concerted attack
on poverty. And, in 1966, a comprehensive new program was enacted to
transform areas of cities now encumbered by slums and blight into
model neighborhoods. . .

Factors underlying growth in Federal aids—Increasing population
and rapid urbamzation have led to greater demands for the services
traditionally provided by State and local governments. Programs in
education, health, housing, urban renewal, highways, and public trans-
portation have all increased in size and scope. Rapid economic change
and rising affluence have stimulated programs for safeguarding the
economic security of individuals. While the major burden for provid-
ing such public services rests directly upon the more than 90,000 State
and local governmental jurisdictions, the Federal Government also
plays a vital role: first, by providing financial assistance to State and
local governments; and second, through direct operation of various
programs. Furthermore, by encouraging a sound and growing economy
the Federal Government helps States and localities indirectly by pro-
moting a growing tax base.

Federal-aid program by function.—The factors creating pressures
to increase Federal aids, coupled with the changing nature of State and
local program needs, have altered substantially the focus of Federal
aids at several junctures in the past two decades. These changes can be
traced in the accompanying table.

In 1950 and 1955, prior to the advent of the expanded Federal-aid
highway program, nearly three-fifths of total grant payments were
for health, labor, and welfare programs. Public assistance payments
alone accounted for nearly half of the total. Commerce and transporta-
tion activities comprised another one-fifth.

The Federal-Aid Highway Act of 1956 significantly modified the
pattern of aid to State and local governments. By 1960, with the infu-
sion of more than $214 billion in additional funds for highway grants,
commerce and transportation programs moved once again to a domi-
nant position in Federal assistance activities.

TABLE J-1.—Percentage distribution of Federal aids to Stale and local governments
by function 1

- Function 1950 1955 1960 1965 1968
actual actual actual actual estimate

Agriculture and agricultural resources__.__ 5 7 3 + 3
Natural resources_..___._....._.__...______ 2 3 3 3 F.oF
Commerce and transportation. .. _.._._____ 21 19 43 40 £ 95

Housing and community development.____ 1 4 4 5 (. d
Health, labor, and welfare e 69 57 41 40 B3 46
Education. ... ______.____________ 2 8 5 6 E‘; 14
ther. .. 2 1 1 F® 1
Total . - 100 100 100 160 100

1 Excludes loans and repayable advances,

In more recent years, both the nature and number of aid programs
have changed appreciably. In the last 4 years, the Congress enacted
several programs which are aimed primarily at broadening the scope
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of individual opportunity and development. The cumulative effect
of these programs has been to place the principal emphasis of Federal
aid once again on health, labor, and welfare activities—as well as to
give added impetus to education and housing and community devel-
opment efforts. In 1968, these programs will account for two-thirds
of total estimated aid payments.

Federal aid in relation to Federal and State-local outlays—The
rapid increase in Federal aid to State and local governments has be-
come an increasingly important factor in the finances of all levels of
government. Federal aid as a proportion of total Federal outlays has
nearly doubled in the past decade—rising from 5 percent of total Fed-
eral outlays in 1957 to an estimated 10 percent 1n 1967. In terms of
domestic programs, about one-fifth of Federal payments will take the
form of grants to State and local governments in 1968. Because of
strenuous efforts on their own behalf, the relative increase in the
amount of Federal aid has not been quite as marked for the recipient
State and local governments as it has for the Federal Government.
Federal aid constituted approximately 11 percent of all general reve-
nue available to State an {)ocal governments in 1957; the correspond-
ing amount for 1967 will rise to an estimated 16 to 17 percent.

TaBLe J-2.—Federal-aid expenditures in relation to total Federal expenditures and
to State-local revenue!

Total expenditures for aid to State and local governments,
budget and trust accounts
-y
As a percent As a percent
Amount of total cash of domestic? | Asa percent?
(millions) payments to cash pay- of State-local
the public ments to the revenue
public

$3, 257 4.6 1.9 10.4
3,724 5.1 12.7 10.6
4,039 5.0 12.5 10.5
4,935 5.9 14,2 12.0
6, 669 7.0 15.0 14.6
7,040 7.5 15.6 13.8
7,112 7.1 15.0 13.2
7,803 7.3 15.6 13.5
8,634 7.6 16.1 13.7

10,141 8.4 17.5 14.8

10, 904 8.9 17.7 14.7

12, 960 9.4 18.8 15.6

15,368 9.6 19.5 16-17

17,439 10.1 2.4 “

1 Excludes loans and repayable advances.
1 Excluding payments for national defense, space, and international affairs and finance.
3 Based on compilations published by Governments Division, Bureau of the Census. Excludes State-local
re‘v?\lrmte !roxlxll g}xblicly operated utilities, liquor stores, and insurance trust systems.
ot available.

Division of responsibility among governments.—From the turn of
the century until the early 1950’s, local government expenditures de-
clined relative to those of the States. However, for the past decade or
more, the three levels of government have shown a remarkable stability
in the proportionate costs they bear for directly providing civilian
services. About two-thirds of total civilian outlays are made by States
and localities, with the localities alone providing more than 40 percent.
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TABLE J-3.—Direct spending for general domestic ! programs—Percentage distribution

Fiscal year Federal State Loeal Total
34 23 43 100
36 22 42 100
38 21 41 100
46 19 35 100
60 12 28 100
49 15 36 100
28 9 62 100

! Direct general expenditures, excluding those for defense, space, and international programs. Excludes
trust funds and Government-operated enterprises.

Source: Tabulations of the Governments Division, Bureau of the Census.
ADMINISTRATION oF FEDERAL-AID Programs

The effective administration of Federal-aid programs, while always
important, has become a matter of increasing concern. The manner
in which funds are distributed and the need to coordinate the growing
number of aid programs have attracted particular attention.

Types of grant-in-aid formulas—With the growth in the numbe:
and variety of grants, the methods of allocating the funds have under-
gone considerable change. A major feature of this change since World
War IT has been the increased use of fiscal “equalization” provisions,
enabling States with relatively meager resources to obtain a propor-
tionately larger share of Federal aid.

Before the 1930’s, Federal grants were apportioned among the

" States either as a flat sum per State,or on the basis of State popula-
tion. More recently, many of the grant programs have taken some ac-
count of variations among States in relative fiscal capacity. In fact,
several of the new grant programs enacted during the past 4 years
use a “fiscal capacity’ 'index.

Most present Federal grant programs have two distinct but coordi-
nate provisions to determine State shares of grant funds. The first
is an apportionment formula which specifies the proportion of total
Federal grant funds for which each State is eligible. The second
provision, a matching formula, specifies to what extent a participating
State must share in the costs of the program.

Apportionment formulas vary considerably, but most often incor-
porate one or more of the criteria embraced by the so-called “PFN”
formula: Population, financial ability, and need for the program.

* Program need is usually measured by the total population or
the relevant population group. .

* Financial ability is typically measured by relative per capita
income. This is the case, for example, in grants for school
lunches.

Matching requirements—requiring States to share in program costs
—are common elements of most grants. The matching or cost-sharing
requirements are of two kinds : variable matching, which takes account
of the differing abilities of the States to support their aided functions;
and fixed ratio matching under which each State is required to share
in the same proportion of program cost. :

Growth in number of aid programs.—The number as well as the
magnitude of Federal-aid programs has grown in response to the in-
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creasing array of problems faced by State and local governments
which are also of immediate national concern.

While not strictly comparable to the concept of aid used in this
analysis, the Legislative Reference Service of the Library of Congress
has tabulated the number of aid programs in effect during the past 3
years. In early 1964, the number of major assistance programs exceed-
ed 115. Two years later, the number of programs had grown to 162.
In many cases, a given program has several different grant authoriza-
tions. The total number of such authorizations rose from 239 in 1964
to 399 in 1966.

TABLE J-4.—Number of aid authorizations in effect al specified dates

Functional category Apr. 1, 1964 | Jan. 4, 1965 | Jan. 10, 1966
National defense. ... ... ... 1 1 11
Agriculture and agricultural résources_ _..._._..____ . 12 12 15

Natural resources .. ..._...... . ..o ..ooooo. .- 33 41 54
Commerce and transportation_..._.._. - 23 25 7
Housing and community development 17 23 32
Health, labor, and welfare. ___......_ 94 114 153
Education.___.__.__.__..__ 37 42 82
Veterans benefits and services .- 1 3 3
General government.___ ... eociaiaaa. 11 12 12

Total number of authorizations. .. _.______.____.____.___. 239 283 399

Total number of major Programs____..._......_.._..__.. (116) (135) (162)

Source: Labovitz, I. M., “Number 0% Authorizations for Federal Assistance to State and Local Govern-
ments Under Laws in Force at Selected Dates During 1964-66”’ (Library of Congress), July 5, 1966.

On the agency basis, the largest number of programs—more than
45 percent of total authorizations—is administered by the Depart-
ment of Health, Education, and Welfare.

The Departments of Agriculture, Interior, and Housing and Urban
Development, combined, account for an additional 25 percent.

Measures to coordinate Federal-aid programs—While easing State
and local financial problems, the rapid increase in new aid programs
has focused attention on the need for coordination and improvement
in their administration.

A number of steps are being taken to improve the administration
of grant programs and intergovernmental relations:

e High-level liaison with State and local governments is being
provided through the Vice President of the United States
and the Executive Office of the President.

¢ Funds will be sought to enable the Bureau of the Budget to
intensify its review of intergovernmental relations problems
and to strengthen the coordination of Federal programs, par-
ticularly in the field.

e Systematic examinations of problems of intergovernmental co-
ordination are being made in selected States.

¢ Coordination of Federal efforts is being strengthened by the
specific assignment of such roles to the Department of Housing
and Urban ti)evelopme,nt for urban areas and the Department
of Agriculture in rural areas.

e Simplification of the grant-in-aid system has been undertaken
in the area of public health. A number of grants have already
been brought together under the new partnership in health pro-
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gram. Other areas of Federal aid will be studied to determine
whether additional grants can be combined to make them more
effective tool of intergovernmental action.

e Improved consultation with elected offidials of State and local
governments is being sought in the development and execution
of Federal programs.

e New aids to multijurisdictional coordination have been pro-
vided in such programs as those for metropolitan development,
pollution control In river basins, and regional economic
development.

e Steps are being taken to coordinate Federal and State actions
in establishing development planning districts.

As a further step toward more effective cooperative governmental
services, legislation will be proposed to improve the training and
mobility of State and local personnel. In addition, the Congress will
be asked again to take favorable action on general legislation to im-
prove and strengthen intergovernmental cooperation.

Efforts to refine the grant as an instrument of cooperative inter-
governmental action are clearly worthwhile. Grants have served us
well in the past and offer equal promise for the future. These joint
Government programs have proven effective—by combining available
vesources, by specifying certain minimum standards of performance,
and by decentralizing their actual administration. They are also
efficient, since Federal funds are focused on those national goals and
governmental units which need them most.

Sprorar Aseects oF THE 1968 Am Proeram

This section focuses only on the 1968 aid program, and some of its
significant features. Major changes from the preceding year, and
Tederal aid by agency and type are the principal topics treated.

Major program changes for 1968 —In 1968, total expenditures un-
der existing and proposed programs for financial assistance to other
levels of government will increase substantially. The total is estimated
to be $2.1 billion more than for 1967 and $4.5 billion more than the
actual total for 1966. .

The major increases in grants for 1968 over the 1967 estimates are
as follows:

Health, labor, and welfare grants will rise an estimated $1 bil-
lion, as antipoverty efforts gain further momentum and coopera-
tive health programs increase in scope.

Grants for housing and community development are up by an
estimated $446 million (54 percent over 1967), as programs to assist
in solving urban slum, growth, and transit problems are intensified.

Educational assistance programs are estimated to rise by $260
million to a total of $2.5 billion, largely reflecting legislation
enacted in the past 4 years for elementary, secondary, vocational,
and higher education.

Decreases in expenditures in 1967 are expected to occur in: (1) ac-
celerated public works (almost $36 million), as most projects are now
completed ; and (2) Federal-aid-highways (nearly $125 million).

Federal-aid programs by agency—In 1968, the Department of
Health, Education, and Welfare will spend approximately $8 billion
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through its grants-in-aid programs—about 46 percent of total Federal
aid. Another 23 percent, or $4.1 billion, will be accounted for by the
Department of Transportation. The Office of Economic Opportunity,
and the Departments of Agriculture and Housing and Urban Develop-
ment will finance an additional 22 percent of Federal-aid programs.
The detailed table at the end of this analysis lists the various programs
of Federal aid to State and local governments by function, type of aid,
agency, and major program group-

TaBLE J-5.—Federal aids by agency!

{In millions of dollars]
Agency 1966 actual 1967 estimate | 1968 estimate
Executive Office of the President_._. - 0.9 0.7 0.2
Funds appropriated to the President:
Economic opportunity programs. ........_...__. 639.3 1,103.4 1,410.0
Other (primarily public works acceleration and

relief) ___ - 221.8 120.1 34.5
Department of Agriculture. ... ccoccecocaccmccaaos - 849.3 1,101.5 1,221.4
Department of Cornmerce. . ._...... - 17.7 96.6 220.0
Department of Defense—Military._ . - 24.3 26.2 32.7
Department of Defense—Civil ... ____________ - 16.8 35.7
Department of Health, Education, and Welfare _._ - 5,676.8 7,051.6 7,963.3
Department of Housing and Urban Development.. - 82. 0 765.0 1,203.7
Department of the Interior_ . ___ ... _________ - 237.1 288. 6 413.3
Department of Justice. ..coooooo .. - .6 10.4 31.9
Department of Labor. ... ___.______ - 491. 3 547.5 591.6
Department of State o .o ceouocmoooooiaais 6.3 6.4 6.4
Department of Transportation 4, 055.4 4,063.1 4,003.2
Treasury Department. . _..___ 71.4 80.1 76.7

General Services Administrati .7
Veterans’ Administration . 8.6 11. 4 15.0
Other independent agencies 12.4 16.8 18.9
District of Columbia 3. _ ... iiiiiicas 44.2 60.0 70.6

Total, budget and trust fund expenditure for Federal

- U U 12, 960.1 15, 366. 1 17,439.0

1 Excludes loans and repayable advances.
2 Represents Federal payments to the District of Columbia.

Types of Federal aid.—Federal financial assistance to State and
local governments primarily takes the form of grants-in-aid and shared
revenue. In 1968, 1t is estimated that $17.2 billion or 98.7 percent of
total expenditures for aid will take the form of grants-in-aid. Shared
revenue will account for $223 million, or 1.3 percent. Apart from these
types of Federal aid, many other Federal expenditures which are not
included in this analysis affect the finances of State and local govern-
ments, such as contractual payments or grants to public institutions
for research and training in specialized fields.

TABLE J-6.~—~Types of Federal atd by function, 1968

(In millions of dotars)

Function Grants-in- | Shared rev- Total aids
aid enues
National defense.__ . __ 32.9 32.9
International affairs and finance_ ... ... .. _______ - 6.0 6.0
Agriculture and agricultural resources. 559.0 559.0
Natural resources.. ... ........ 405.3 541.3
Commerce and transportation. _ - 4,313.8 4,313.8
Housing and community development 1,274.3 1,274.3
Health, labor, and welfare.__ 8,042.0 8,042.0
Edueation._ e 2,497.9 2,497.9
Veterans benefits and services 15.0 15.0
Qeneral government_ ... 70.1 ! 156.8
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Formerly, certain transactions of a strictly financial nature were
also classified as aids to State and local governments. Zoans and repay-
able advances were included in the aid totals on a net basis (disburse-
ments less repayments or sales). Since the amounts were small (an
average of less than 3 percent of the total), and essentially different in
kind from the outright grants and shared revenues, they are shown
separately this year. Moreover, to measure the total activity generated
by these loans and advances, they are shown on a gross, as well as net,
disbursements basis. Net loans and repayable advances have been re-
moved from the historical series on Federal aids to make the data con-
sistent over time.

TaBLE J-7.—Loans and repayable advances

[Budget and trust accounts in millions of dollars]

Gross disbursements Net expenditures
Agency and program
1966 1967 1968 1966 1967 1968
actual | esti- esti- | actual | esti- esti-
mate mate mate mate
Agriculture and agricultural resources. _...._.__..____ 0.9 1.0 0.8 0.9 1.6 14
Natural resources:
Department of Agriculture: Watershed protection
and flood prevention_..___._._________._________ 4.8 6.8 6.2 4.3 6.2 4.8
Department of the Interior: Irrigation projects.__. 18.0 14.4 15.5 17.8 14.2 15. 4
Total, natural resources._. ... .._____.__ 22.8 21.2 217 22,1 20. 4 20.2
Commerce and transportation: Economic develop-
TeNt. o e 3.7 21. 5 38.6 3.7 21.5 21.4
Housing and community development:
Department of Housing and Urban Development:
Liquidating programs: Community facilities
loans. B - P S 2.6 —.4 —.4 2.2
Low-rent public housing program....._.____._ 199.3 | 218.8 | 246.5| —2.1 -2 -2
Public facilities..._._.___________ 33.4 54.1 56.2 28.9 1 —30.6 -27.5
Public works planning 16.1 20.5 19.1 8.8 12.0 10.0
Urban renewal fund. . 284.9 | 625.0§ 3713 30.3 36.7 225
Urban transit fund ___________________________ F: X0 W PRI N 2.9 -2 -.2
District of Columbia: Capital outlays and opera-
0N e oo 71.2 90.2 52.7 24.1 55.1 52,7
Total, housing and community development_.| 608.0 |1,008.6 | 748 4 92.5 72.4 59,5
Education:
Department of Health, Education, and Welfare:
Student loan fund. ... o ..o e . 175 e e 17.5 .. __
Higher education facilities_ _____._.__.________ 25.4 ) 1277 99.5 25.4| -2.7 -5
Department of Housing and Urban Development:
College housing.______________ --| 179.0| 185.0| 171.6 | 167.2 | —87.8 | —555.3
Total, education___ 204.4 | 340.2 | 2711 192.6 | —98.0 { —555.8
- General government:
Department of Defense—Civil: Corps of Engi-
neers; Construction of power systems, Ryukyu
Islands. ... . ________ ... ._. .4 4.4 4.0 .4 4.4 4.0
Department of the Interior: Administration of
territories. 5.4 5.4 5.0 5.4 5.4 4.4
Total, general government.___.__.._.__________ 5.8 9.8 9.0 5.8 9.8 8.4
Total, loans and repayable advances..._._..__ 845.6 |1,402.3 11,089.6 | 317.6 27.7 | —444.9

Ams 10 UrBaN AReas aND REcIoNns

Increasing attention has been focused recently on two cross-cutting
1ssues concerning Federal aids:
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(1) The amount of these aids which assist metropolitan or urban
areas in meeting their pressing needs; and

(2) The geographical distribution of Federal aids.

Counties are the smallest geographical unit for which information
on Federal aids is generally available. Therefore, Standard Metropoli-
tan Statistical Areas (SMSA’s) were chosen as the definition of
“urban” for purposes of the figures in the following analysis—since
SMSA’s are generally combinations of entire counties. These areas
cover the bulk of the urban population and display the urban phe-
nomena which place heavy pressure on public service requirements;
high population density and rapid population growth. Nevertheless,
the amounts shown still only represent approzimations, based on the
best. information readily available.

Aids to urban areas—Approximately $10.3 billion of the $17.4 bil-
lion of total Federal aids will be spent in SMSA’s to help fill the grow-
ing gap between their needs and resources. This represents an increase
of almost $614 billion or 165 percent over the amount of aid provided
to such urban areas in 1961. The amount will have increased almost
$3 billion in the short span of only 2 years.

The table below shows the major sources of urban aid, by function
and program, for selected years.

TaBLE J-8.—Federal-aid payments in urban areas (budget and trust accounts)

{In millions of dollars)

Function and program 1961 1966 1968
actual actual estimate
National defense (civil defense and National Guard centers). . 10 20 26
Agriculture and agricultural resources..._ ... ...__._._._. 155 149 235
Natural resoUrees. . ... oo 54 105 200
Commerce and transportation:
Bighways. . e, 1,398 2,138 2,176
Economic development. [ 2 36
Airports. 36 33
Other...._.__ 1 52 6
Housing and com
Public housing....________ cees 105 169 208
Water and sewer facilities. [ B S, 61
Urbanrenewal.._..___.... .- 106 235 336
Modelefties..______...___. SR N 132
Urban transportation_. ... ... ... .| ... 14 98
District of Columbia____ 25 44 71
L PPN 2 23 100
Health, labor, and welfare:
Office of Economic Opportunity._ .. ... ______ .. ... |, _..__.___. 449 1,010
School lunch, special milk, food stamp. __ - 131 196 290
Hospital construction._. 48 75 95
Community health.____ 127 450
Public assistance (includ 1,170 1,905 2,243
Vocational rehabilitation._._........_._._ 108 2
Employment security and manpower training. . . 303 417 501
Other. e 21 47 101
Education:
Elementary and secondary 895 1,202
Higher edueation___________ N . 37 172
Vocational education.... 90 160
ther . ........... 27 80
Other functions__._.___ . ... ... ... ® 6
Total aids to urban areas 7,354 i 10,329

2 Less than $50,000.

The major increases in Federal grants for urban areas occur in
housing and community development, education, and programs to im-
prove the welfare of our disadvantaged citizens.

80-491—67—vol. 1 12
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In addition to the grants and shared revenue which will be provided
to State and local governments in 1968, approximately $498 million in
loans and repayabfe advances will also be made available. This repre-
sents approximately 70 percent of total disbursements for such finan-
cial assistance, and an increase of $322 million from the amount so
provided in 1961.

Federal housing loans and loan insurance encourage additional
{\)ublic and private funds to be provided to meet urban housing needs.

Tortgage funds totaling $10.6 billion in 1968 will be covered by these
programs, up $3.3 billion from 1961.

The emphasis in this analysis has been on those programs which
provide financial assistance to urban communities to help them meet
their public service needs. It includes grants made to States which
are subsequently spent to benefit metropolitan areas. No attempt has
been made to add up all the various forms of funds to reach an overall
total. However, the Department of Housing and Urban Development
(HUD) estimates that the total Federal financial commitment for
urban social and community development aids could exceed $33 billion
in 1968—nearly double the level in 1961,

‘While the tabulations are not fully comparable, the estimates of
the Department of Housing and Urban Development do serve to put
in perspective the more direct urban aid expenditures covered by this
analysis. The Department’s figures indicate the magnitude of finan-
cial involvement in communities of 2,500 population or over, as meas-
ured by obligations or commitments. (Obligations or commitments
indicate the current level of program activity rather than the current
disbursement of funds.) The HUD data also include the cost of some
construction undertaken and services provided directly by the Fed-
eral Government in urban areas.

Regional distribution of Federal aids—The regional distribution
and relative importance of Federal aids to State and local govern-
ments can be seen in the following table:

TABLE J-9.—Regional distribution of Federal aid, fiscal year 19651

Percent of
. Total State and
Region (in millions) | Per capita | local govern-

ment general
revenue

New England el $619.7 $55. 67 14.5
Mideast . il 1,796.2 43.60 10.6
Great Lakes__ . I 1,614.0 42.31 11.7
Plains. . ______ . e 973.6 61,31 16.0
Southeast_______ - . ——n 2,637.7 62.52 20.4
Southwest. .. ...____ 998. 2 63. 69 18.2
Rocky Mountain. ... - . 481.6 102. 53 22.9
Far West e 1,658.7 66. 61 13.3

United States . oo 210,903.9 56. 26 14.7

1 Excludes loans and repayable advances.
2 Includes $124,100,000 for Puerto Rico, the Virgin Islands, and other.

Sources: Annual Report of the Secretary of the Treasury and “Governmental Finances in 1964-65,"
Bureau of the Census.

The distribution of Federal aids on a regional basis ranges from
a high of more than $2.6 billion in the Southeast to a low of $482
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million in the Rocky Mountain area. However, when account is taken
of population differences, the Rocky Mountain area ranks highest
with grant payments per capita reaching $102.53, while the Great
Lakes and Mideast regions are lowest with%42.31 and $43.60 per capita
respectively. Population density and per capita income are the two
major factors which account for this wide variation.

Population density is inversely related to the level of per capita
aids. The population density of the Rocky Mountain area is the lowest
of the regions, while per capita aids are highest. At the other end
of the scale, per capita aids are lowest in the Great Lakes and Mideast
where population density is the greatest. This inverse relationship
stems primarily from aids for highway construction. The cost of
building a highway which crosses a State is little affected by the
number of people living in the State.

Per capita aid is also inversely related to per capita income. There
are two reasons for this relationship. First, some grant programs,
such as hospital construction and water pollution control, require
lower matching by the relatively poorer States. Second, certain grant
programs, such as those for public assistance and elementary and
secondary education, are designed as aids to the disadvantaged and,
hence, tend to flow to States with lower incomes.

The forthcoming Annual Report of the Secretary of the Treasury
for 1966 (table 84) provides more detailed information concerning
the State distribution of grants-in-aid and shared revenues for fiscal
year 1966.

TaBLE J-10.—Federal aid to State and local governments

{In millions of dollars}

Agency and program 1966 actual | 1967 estimnate| 1968 estimate

BUDGET AND TRUST ACCOUNTS!
GRANTS-IN-ATD AND SHARED REVENUE ?
National defense:

Executive Office of the President: Office of Emergency
Planning—Federal contributions to State and local

planning. —— 0.9 0.7 0.2
Department of Defense—Military:
Civil defense shelters and financial assistance_........ 21.2 25.5 30.0
Construction of Army National Guard centers..._.... 3.0 7 2.7
Total, national defense .- 25.2 26.9 32.9
Internationsal affairs and finance: Department of State: East-
‘West Cultural and Technical Interchange Center..._...___. 6.3 6.2 6.0

Agriculture and agricultural resources:
Department of Agricluture:
Commodity Credit Corporation and Consumer and
Marketing Service: Removal of surrlus agricultural

comimodities and value of commodities donated..__ 226.9 34.5 361.2
Rural water and waste disyosal facilities .1 40.9 30.0
Rural housing for domestic farm labor. . .o | __ 6.0 4.0
Resource conservation and development .3 1.2 2.3
Agricultural Research service: Grants for basic

scientific research_____________.._. 1.0 1.0 1.0
Agricultural exy eriment stations. - oo -oocooooaoo 50.9 57.0 64.1
Coor erative agricultural extension service___...._.__-- 86.7 89.5 93.6
Payments to States, territories, and possessions, Con-

sumer and Marketing Service_.__ - -caoo oo 1.8 L& 1.8
Commodity Credit Corporation: Grants for research. 1.1 3.3 1.2

Total, agriculture and agricultural resources........ 368.7 | 525.1 559.0

See footnotes at end of table, p. 170.
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{In niillions of dollars]

Agency and program

BUDGET AND TRUST ACCOUNTS I—Continued
GRANTS-IN-AID AND SHARED REVENUE 2—continued

Natural resources:
Department of Agriculture;:
Watershed protection and fiood prevention......_.___.
Grants for forest protection, utilization, and basic
scientific research_ ... __. . . ________._.
National forest and grassland funds; payments to
States and counties (shared revenue) . ___________.._
Department of Defcnse—Civil: Corps of Engineers:
Payment to California, flood control_ . __________._____
Payments to States, Flood Control Act of 1954 (shared
) 13) 1 R
Department of the Interior:
Water pollution control . . _.__._____._______ . ________.
Payments to States and counties from grazing receipts,
grasslands, and sales of public lands (shared
YEVenue) ... ... ...
Bureau of Indian Aflairs: Resources management.. . _
Bureau of Reclamation:
Grants . ...
Payments to Klamath area, Arizona and Nevada
(shared revenue) -
Office of Water Resources Resear:
Office of Saline Water_____.__________._ .. ____________.
Payments from grant lands: Oregon, California, and
Coos and Douglas Counties (shared revenue)_.._._.
Mineral Leasing Act payments (shared revenue).__.__
Bureau of Mines:
Mine drainage and solid waste disposal_ ___.__..___
Appslachian mining area restoration_.
Aid for commercial fisheries__..___....________________
Payment to Alaska from Pribilof Island fund (shared
TeVeNUe) .. ... __._.__.__...
Fish and wildlife restoration and management________
Wildlife refuge fund and grasslands payments (shared
T@VeNUe) ... _...
Land and water conservation grants.
Preservation of historic properties
Department of State: Pacific Halibut Commission. __
Federal Power Commission: Payments to States
(shared revenue)._______.________________.__________
Tennessee Valley Authority: Payments in lieu of taxes
(shared revenue)

Total, natural resources
Grants-in aid. .
Shared revenue. ..

Commerce and transportation:
Funds appropriated to the President: Public works ac-
celeration_ . ______________

Improvement of weights, measures, and technology._.
Ofiice of State Technical Services. . __.__.______________
Economie development assistance. . .
Appalachian development highways. ________.________
Department of Transportation:
Chamizal Memorial Highway.._.__________.___________
Forest and public lands highways.___
Highway safety and beautification_____
Highway Beauty-Safety (trust fund) - _
Federal-aid highways (trust fund) P
Federal Aviation Administration: Federal-aid airport
Program.___.___._.__________
Appalachian Regional Commission

Total, commerce and transportation___________
Grants-in-aid, administrative budget
Grants-in-aid, trust fund . _____________

1966 actual | 1967 estimat | 1968 estimate
69.1 68.2 71.4
18,7 19.2 19.8
35.9 42.9 43.6
18.1 14.4 33.7
2.0 2.4 19
88.5 92.0 171.0
.9 1.0 1.1
.9 .9 .9
.1 I O
.6 .7 .7
. 4 5.6 .80
.............. 3.5
20.2 21. 4 24.3
46.9 48.2 49.2
.3 .5 1.1
.4 2.3 10
.4 3.2 4.4
,,,,,,,,,,,,,, .3 .4
21.8 24.7 25.1
.4 16 15
3.1 28.8 51.0
1.8
______________ .2 .4
.1 it .1
11.9 13.1
1.4 2.1
344.5 9L.7 541.3
(226.9) (261. 3) (405. 3)
(117.5) (130. 4) (136.0)
84.7 b1 A PO
.4 .4 .4
[ S N P
1.3 3.5 7.1
7.0 50.6 131.8
8.9 42.1 80.7
____________________________ 4.0
40.0 39.4 ®)
2.5 42.8 O]
____________________________ 227.5
3,958.9 3,926.8 3,802.7
54.0 54.0 59.0
.9 .9 .6
4,158.7 4,196.3 4,313.8
(199.8) (269.4 (283.6)
(3, 958.9) (3,926.8) (4,030.2)

See footnotes at end of table, p. 170.
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tIn millions of dollars)

Agency and program 1966 actual | 1867 estimate l 1968 est imate
BupGET AND TRUST AccouNTsi—Continued '
GRANTS-IN-AID AND SHARED REVENUE -—continued
Housing and community development:
Funds appropriated to the President: Alaska mortgaga
indemnity grants. . _...... J N kN 2 Y
Department of Housing and Trban Development.
Alaska housing . i e e .1
Low-rent public housing program.. . 249.1 277.7
Urban planning grants. ________._ 22.0 30.0
Open space land and urban beautificat 28.5 57.8
Grants for basic water and sewer facilities . 40.0 110.0
Grants for neighborhood facilities 3.0 15.0
Model city grants_._...________ 5.2 147.0
Urbanrenewal ___.___._ ________ 361.3 447.5
Urban transportation assistance..___.. - 55.9 108.7
Metropolitan development incentive grants. .. . ' . |. ... 7.0
Other aids for urban renewal and community facilities - .o ooooo o |oooooooa .. 3.0
District of Columbia: Federal payment...............__.. 44.3 60.0 70.6
Total, housing and community development......... . 626. 2 828.2 1,274.3
Health, labor, and welfare:
Funds appropriated to the President:
Disaster relief . maaaas 131.7 8l.1 34.5
Office of Economic Opportunity:
Community action programs:
Headstart 250.0 360.0
Other._. 318.0 436.0
Neighborho 3 201.0 300.8
Work experience._______. . 124.8 97.0
Adult basic education . 13.9 |ooe s
Adult work training and speci: 75.0 185.0
Other. i meiaaan 3 30.7 31.2
Department of Agriculture:
Special milk and school lunch. ... 315.7 343.6
Food stamp 131.4 184.0
Department of Health, Education, and Welfare:
Hospital construetion. ... ____._______.____.__.. . 219.9 230.5
(Portion to private, nonprofit institutions).. (114. 4) (116.3)
Health manpower .. ____...._._.. 47.5 138.3
Comprehensive health planning and services. ... 4.0 105. 7
Medical services: Hospitals and medical care, Hawau,
and Indian health facilities._.. - .8 1.2 1.5
National Institutes of Health._ [ U PO P,
Mental health. ______.____. 92. 4 112.4 216. 1
Health services . ... ___________________.___ 20.4 33.2 55,7
Disease prevention and environmental health. 43.6 72.8 49.6
Maternal and child welfare_.._________________ i14. 4 154.6 207.3
Medical assistance. .- ... 769.5 1,038. 2 1,182.8
Public assistance (exclusi 2,758.0 2,887.6 2,970.2
Vocational rehabilitation._ . __ 158.8 256.8 309.7
Administration on Aging._.__ 1.3 4.6 10.3
Department of Labor:
Manpower development and training activities_____._. 22,0 30.0 40.0
Grants to States for administration of employment
security programs (trust fund)____._________________ 469.3 517.5 551.6
Equal Opportunity Commission. ... oo .7 .7
Total, health, labor,and welfare___.____._________________ 5,781.3 7,012. 4 8,042.0
Grants-in-aid, administrative budget. _ (5,312.0) (6,404.9) (7,490. 4)
Grants-in-aid, trust fund. ..o oo (469.3) (517. 5) (551.6)
Education:
Department of Health, Education. and Welfare:
Assistance to schools in federally affected areas_._.____ 378.2 391.0 390.0
Elementary and secondary educational activities._____ 900. 0 1,324.2 1,456.1
Higher education activities (including land-grant
colleges) .. _._______.. 53, 170.3 345.3
Vocational education 220.7 228.0
Arts and humanities educational activities_. -5 .
(rrants for library services and construction. 89.9 107.3
Training teachers of the handicapped.. ____ 6.0 13.0
Community services and National Teachers 3.0 8.5
Civil rights educational activities 2.0 3.5 15.9
Teaching of the blind and deaf..._ - .9 1.1 1.6
Educational television facilities..._. - 4.4 7.8 19.7
Department of the Interior: Bureau of Indian Affairs:
Education and welfare services.__. . .__.__._.__.__ 10.0 9.5 10.0
National Foundation on the Arts and Humanities____{.._.....__.. 1.0 2.2
Total, edueation. ... .o 1.524.7 2,228.5 2,497.9

See footnotes at end of table, p. 170.
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iIn millions of dollars)

Agency and program 1966 actunl | 1967 estimate

1068 estimate-

BUDGET AND TRUST AccOUNTS—Continued
GRANTS-IN-AID AND SHARES REVENUE 3—continued

Veterans’ benefits and services: Veterans’ Administration:
Aid to State homes

................................ 9.0 9.3
Grants for construction of State nursing homes._ 1.0 4.2
Administrative expenses_____..__.______..___ 1.5 1.5

Total, veterans’ benefits and services. ..._______________ 8.9 11.4 15.0

General government:

Funds appropriated to the President: Transitional grants
toAlaska_ . _____ ... 5.4 [ T P
Department of the Interior:
Grants to territories_ .. .. ... ___________ 26.5 36.8 38.2
Intern.l revenue collections, Virgin Islands (shared
FOVENUO) . - . o o oo e e e emmen 10.4 11.1 10.0
Department of Justice:
Law enforcement assistance: .
6.
6.3
Crime prevention and control 19.5
Treasury Department:
Tax collections for Puerto Rico (shared revenue) .____ 51.8 52.0 52.0
Bureau of Customs: Refunds, transfers, and expenses
of operation, Puerto Rico and the Virgin Islands
(trust fund shared revenue). ... _._o._._._____ 19.6 28.1 24.7
General Services Administration: Hospital facilities in
the District of Columbla______ ... [ I (SR
President’s Crime Commissions .- . ..o __ .6 I I I,
Total, general government._ ... ... 115.6 139.3 156.8
Grants-in-aid, administrative budget__. (33. Sg (48.1) {70.1)
Shared revenue, administrative budget - (62.2 (63.1) (62.0)
Shared revenue, trustfund __._______________________ (19.6) (28.1) (24.7)
Total grants-in aid and shared revenue._________________ 12, 960.1 15, 366. 1 17,439.0
Total grants in aid, administrative budget. (8, 332.6) (10,700.1) (12, 634. 6;
Total grants in aid, trust funds______.____.___...__._. (4,428.1) (4,444.4) (4,581.8)
Total shared revenuse, administrative budget..___.__ 179.7) (193.5) (198.0)
Total shared revenue, trust funds._._.______________ (19.6) (28.1) (24.7)

1 Budget accounts unless otherwise specified. Many expenditures listed here are parts of larger appropria--

tion accounts or trust accounts.
2 Grants in aid unless otherwise specified.
3 Reflects proposed transfer of forest and public lands highways in the highway trust fund.
¢ Reflects proposed establishment of a new beauty-safety trust fund.
¥ Less than $50,000.



EMERGING PATTERNS OF FEDERALISM*
BY SELMA J. MusurIiN and RoBert F. Apams**

The Federal system of government, as practiced in the United
States, is a working equilibrium continuously adapting to altered cir-
cumstances. In the last decade, the adaptation in the scope and responsi-
bilities of the more than 90,000 governments that comprise the Nation’s
public sector has been characterized by growth-oriented public pro-
grams designed to break the log-jam of need for increasingly essential
public services within the burgeoning economy. These have included’
services that give support to the growing private sector, make viable
the urbanized situs of the population, enhance the equity of allocation
of goods and services, and facilitate further expansion of the economy.
Such change in the activities of the Nation, the States, and the local
communities is descriptive of viable democratic government within a
Federal system.

In this paper, we attempt to describe the patterns that are emerging,
illustrate quantitatively the interdependence of the governments, and
set, forth preliminary criteria for evaluating the resulting structure.

TaE STRUCTURE EMERGING

National economie planning, once a sharply debated issue, is now a
generally accepted part of our national economic life. Neighborhood
and community development metropolitan-area planning, State eco-
nomic programing, and regional economic development are becoming'
part of the fabric of the public sector as the Nation moves toward more
orderly and rational government decisionmaking. How this multilevel
planning and programing will intermesh with national policies and, at
the same time, complement those policies has yet to be determined.
This section of the paper describes the present c{esign of the fabric as
we see it. The threads have been spun. Numerious variations, as the
threads are woven, can be expected, but if the process already begun

%(;Illtinues, we believe the design will emerge somewhat as described.
ow.

*Reprinted from National Tax Journal, vol. XIX, No. 3, September 1966.

**Dr. Mushkin is director of the State-Local Finances Project of The George-
‘Washington University; Professor Adams is assistant professor of economics,
University of Maryland.

The authors are indebted to Gabrielle Lupo of The George Washington Uni-
versity ; Ralph Currie of State of California Department of Finance and Carl
Shoup and William Vickrey of Columbia University for their review of an
earlier draft of this article. This paper is part of a program of research and
education supported by a grant from the Ford Foundation to The George Wash-
ington University. :
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THE CITY’S LARGE TASK OF ADMINISTRATION AND ENGINEERING

Local governments have faced a growing task in meeting public
service requirements for an increasingly urbanized society. Cl:ntra]
cities, particularly in the older sections of the Nation, continue to
wrestle with the necessity for rebuilding structures and relocating
people. The problems of the central city have been neatly character-
1zed as “urban blight.” But the problems that the term describes—slum
congestion and high rates of delinquency, death, and crime are sprawl-
ing problems that produce needs, greater than proportionate to popu-
lation, for housing, medical care, social services, and transportation.
As more and more people are added to the spreading suburbs of a
metropolitan area, the traffic problem of the central city becomes even
more acute and contamination of the air an even greater health
‘hazard. To serve the spreading area, water systems must be extended
and new sources of water supply eventually must be found; new
sewers and sewage disposal systems must be constructed.

The overall components listed below as makjng up the package of
public services required for metropolitan living were originally deter-
mined, not from some preconceived concept, but from an analysis of
actual expenditure experience.! Accordingly, we included a function in
this package if per capita expenditures for that function are substan-
tially higher in metropolitan areas than in other localities. The effect
of urbanization on expenditure growth was grouped in the following
four categories of outlays.

1. Household-supporting services—The realities of urban conges-
tion—whether in slum or nonslum sections, compel official collective
provision for such services as water, sanitation, sewerage, and fire and
police protection—services that may be performed. in the most isolated
rural communities, by individual households or neighborhoods and, in
small or moderate-sized towns by an inexpensive combination of vol-
unteer and official services. Local governments of standard metropoli-
tan areas spent $46 per capita for such services in 1962; in all smaller
localities, the amount spent was less than half that sum.

2. Supports to disadvaniaged families—Of the total public ex-
penditure for needy families, the largest proportion goes into cash as-
sistance. However, the extent of need among the aged, disabled, blind,
and children for assistance, for example, varies little between urban
and rural places, and statewide standards for the categorical assist-
ances, coupled with the support of those standards through grants
from the national government, make for considerable uniformity. We
therefore excluded such federally aided cash payments from our
metropolitan public service package, but included public housing and
public medical care for which approximately 43 cents per capita is
spent. by smaller localities for each $1 by metropolitan areas. Similarly,
general assistance payments were almost three times as large in stand-
ard metropolitan areas as in other local areas.

. 1 8See Selma J. Mushkin and Robert Harris, “The 1970 Outlook for Public Services in the
States.” in Proceedings of the Fifty-Seventh Annual Conference on Taxation sponsored by
the National Tax Association, 1964,
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3. Supports for industrial development.—Included in this category
are those facilities and services undertaken by local governments to en-
courage private investment in commercial, industrial, and residential
development. Altogether such expenditures—for example, for air-
ports, water transport, parking facilities, urban renewal, and voca-
tional training and retraining—amounted to about $10 per capita in
standard metropolitan areas and about $2.50 per capita in smaller
Jocalities.

4. Supports for the better life—Wide varieties of services are sup-
plied by local governments to provide a better environment for their
citizens. These may include museums, art galleries, playgrounds, ball
fields, swimming pools, bathing beaches, parks, auditoriums, and li-
braries. In 1962, expenditures for such amenities amounted to more
than $8 per capita in standard metropolitan areas, and $3 per capita in
smaller places.

The combined package so defined accounted in fiseal year 1962 for
almost 30 cents of each $1 laid out by the standard metropolitan areas.
In the years ahead we can expect considerable growth in this type of
spending by local governments:

—Water supplies, sewerage, and sanitation will require vastly
higher expenditures to accommodate the continuing growth in
urban population, to bring within central water and sewerage
systems suburban communities now relying on private wells and
septic tanks, and to clean up polluted streams through additional
waste-treatment works, storm sewer installations, and so on.

—The antipoverty program has focused attention on public service
requirements for disadvantaged groups in the population. Pro-
visions for education and training, legal services, health care, wel-
fare services. and referral services will undoubtedly be expanded
to prevent the continuing intergeneration transmission of poverty.
Extended programs of public housing for low-income families can
also be anticipated.

—TIncreasingly, resources will be allocated to improve mass trans-
portation facilities in cities, to deal with congestion in the air and
on the ground. to renew industrial and residential neighborhoods,
and to expand harbor and terminal facilities.

—Public amenities, so clearly under-supported in an affluent na-
tion. call for vastly enlarged outlays to support the fine arts,
music, and the performing arts, and to make available more out-
door recreational areas and activities.

Of the total 1964 outlays of States and localities combined. those of
the local governments accounted for almost two-thirds. That from 1902
to 1964 local expenditures declined as a percentage of the total is far
overshadowed by the sharp recent increases of their dollar growth
(table I). In 1946 the localities spent $7.9 billion: in 1964 they spent
$37.1 billion more. Over the period 1962-64 local expenditures rose
$2.6 billion per vear. and almost the same amount per year over the
period 1956-64. If local spending continues to rise only by this amount
each year, it would reach almost $62 billion by 1970.
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‘TaBLE I.—Local share of direct general expenditures, selected fiscal years 1902-64

[Dollar amounts in millions]

Local as &
State and State Local percent of
Fiscal year local expenditures | expenditures | State and
expenditures local
expenditures
$69, 302 $24,275 $45, 027 65.0
X 20,375 39, 831 66. 2
36, 711 12, 319 24,392 66. 4
11,028 X 7,875 71.4
9, 229 2,730 6, 499 70.4
7,210 1,380 5,830 80.9
1,013 134 879 86.8

Source: U.S. Bureau of the Census, Governments Division, “ Governmental Finances in 1963-64";
Census of Governments, 1962, “ Historical Statistics on Governmental Finances and Employment,” vol.
VI (Topical Studies), No. 4.

THE STATES AS REGIONAL GOVERNMENTS

The urbanization of population and the rapidity of structural
-changes in the economy, as well as mounting State and local budgets,
have contributed to the States’ concern with economie growth and with
improved standards of living for their residents.

In the past, we, as a nation, have paid little heed to economic develop-
‘ment at the State level. The main emphasis of national economic poli-
-cies has been on increasing aggregate consumer demand—enlarging
markets to gain general prosperity in all regions. Economic growth,
however, tends to result in uneven geographical gains in job opportun-
ities, industrial output, population, and family welfare. Hypothet-
ically, uniform income elasticities of demand for each product would
-distribute the incremental gain in gross national product evenly among
the States. But since States diverge widely in their industrial patterns,
‘the actual history of the past several decades has been one of dissimi-
larities in their rates of income and population growth.?

Despite this uneven impact, there is little doubt that the state of the
Union affects the well-being of the people in each State; we have yet
to learn the full dimensions of the effect of the economic policies of
-each State on the state of the Union.? A number of States have estab-
lished councils of economic advisers—or similar offices—to report on
internal economic prospects and thereby provide a basis for decision-
‘making.

Recent national grant programs (outlined in a subsequent section)
have encouraged State planning activities. But the present urgency of
‘State action was actually triggered by (1) the concentrations of popu-
lation in large metropolitan areas with their multiplicity of political
-and taxing jurisdictions, and (2) the complex int,er(ﬁpendency of con-
tiguous States in shouldering responsibility for transportation facili-
ties, water supplies, effective land-use, and industrial development.

2Edward F. Denison, Sources of Economic Growth in the United States (New York,
Committee for Economic Development Supplementary, Paper No. 13, January 1962). See
also Harvey S. Perloff, “Relative Regional Economic Growth: An Approach to Regional
Accounts” in Design of Regional Accounts, Werner Hochwald, ed. (Baltimore: Johns Hop-
kins Press for Resources for the Future, 1961).

2 Selma J. Mushkin, State Programming and Economic Development (Chicago: Council
-of State Governments, 1965).
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Each of the Nation’s largest metropolitan areas has its own mul-
tiplicity of local governments—jurisdictions that often number in the
hundreds, with varied public service responsibilities, taxing powers,
and borrowing authorizations.* Many of these large centers straddle
parts of two or more States. The efforts so far directed at unraveling
the “metropolitan problem” have been concentrated on such matters as
annexation, extraterritorial powers, interlocal contracting, councils of
governments, urban counties, control of special districts, and city-local
consolidations.

Each local government is a creation of its State, in that, it derives its
authority from, and is dependent on, the State for taxing, borrowing,
and spending powers. Increasingly, the State government is expected
to provide planning leadership to meet the multijurisdictional prob-
lems which define “the metropolitan problem.” More States direction
and assistance is indicated as a way to gain coordination of public serv-
ices 1n urban areas to assure, for example: efficient public fgcilities for
transporting people and things by air, water, rail, and motor vehicles;
adequate water to supply the requirements of industry and households;
and viable community patterns of residential, industrial, and com-
mercial installations, along with parks, playgrounds, and other recrea-
tional facilities.

During much of the latter part of the 1950’s and early 1960’s State
financial support for local governments increased, but in proportion to
ocal general revenues, it remained almost stable.® In fiscal year 1964,
however, State grants to localities were $12.9 billion—a rise of $6.3
billion above the 1956 figure and representing some breakthrough in
enlarging their ratio to local “own” general revenues (table IT).

TaBLE I1.—State aid to local governments, selected fiscal years 1902-64

[Dollar amounts in millions)

General State aid as

from a percent
Fiscal year local State aid of general
sources revenue
revenue from own
sources

$30, 266 $12,873 42.5

26, 705 10, 879 40.7

16, 238 6, 40.6

6, 082 2,002 3.4

5,007 1,654 33.0

5,208 596 1.2

798 52 6.6

Sources: U.8. Bureau of the Census, Governments Division,“Governmental Financesin 1963-64"’; Census
of Governments, 1962, ‘‘State Payments to Local Governments,” vol. VI (Topical Studies), No. 2.

Revenue from
State as percent
i of all general
SMBA (1960 populstions): reveRue
1,000, . 2.5

¢ Robert C. Wood, 1400 Governments (Cambridge: Harvard University Press, 1961) ;
Seymour Sachs and Willlam F. Hellmuth, Jr., Financing Government in @ Mciropolitan
Area (New York : Free Press, 1960).

9“ U.S. Bureau of the Census, Government Division, State Payments to Local Governments,
1962,
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In accord with conventional State aid formulas, a more than propor-
tionate to population share of the aid has tended to go to nonurban
areas. In fiscal year 1962 State government grants accounted for 28.2
percent of all general revenues of both urban and nonurban local gov-
ernments, and for 24.7 percent of general revenues of standard metro-
politan statistical areas (SMSA). The comparable figure by size of
population (1960) of these areas were: ©

Reapportionment of State legislatures, coupled with a national spot-
lighting of needs for State action on public-service deficiencies in
metropolitan areas, point to further increases in State aids, particu-
larly for those areas.”

A State’srole as a regional government has increasingly included the
additional responsibility of joining its neighbors in interstate contracts
and agreements to formulate and carry out public programs. A variety
of methods have been used to achieve efficient operation. In some cases,
a complete administrative organization has been developed to carry out
the interstate agreement—such as the Port of New York Authority
compact, the Ohio River Valley Sanitation compact, and the Upper
Colorado River Basin compact. :

Transportation and water development are recognized today as es-
sentially interstate problems that call for interstate action. Thus,
States, rather than the National Government, have taken the initiative
for developing varioust compact agencies. Increasingly, such arrange-
ments are also being made to deal with problems of crime control, civil
defense, highway safety, higher education, mental health and other
aspects of institutional care, and conservation and development of such
resources as oil, gas, fisheries, and forests. Most recently, the States
have joined together to develop a nationwide policy for elementary and
secondary education.

Interstate compacts concerned with higher education furnish a use-
ful illustration of the purposes of such arrangements. As of 1965-66,
three interstate regional education boards existed—in the New
England area, the South, and the West. Patently, not every State can
provide adequate training over the whole range of professional and
technical skills. Some of the less populous States often concentrated on
special training facilities in those fields for which a large student de-
mand existed and for which natural materials and resources were avail-
able. Thus, outstanding schools of mining and petroleum engineering
have been established in States that have vast mineral and oil resources.
Programs of archeology have burgeoned in southwestern areas, and
oceanie studies on both eastern and western seaboards. Moreover, as the
demand for educational opportunities mounted following World War
I1, the number of colleges and universities relative to the dimension of
student demand became more limited. As a consequence, many State-
supported schools faced the problem of restricting the admission of
out-of- State students.

The recent interstate agreements providing reciprocal privileges
have kept educational opportunities for non-State residents open.
States that participate in the agreements share the cost of educating
their students in out-of-State institutions. The institutions selected as

¢ U.S. Bureau of the Census, Census of Governments, 1962, Local Government in Metro-
politan Areas, n. 10, .

7For example, Guidelines for I'mproving Maryland’s Fiscal Structure, January 1965
(Interim Report of the Commission on State and County Finance, State of Maryland).
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regional training facilities are strengthened financially by the arrange-
ment, and at the same time, taxpayers in the participating States are
saved money. Most important, the compacts provide specialized train-
ing for students who could not obtain it in their own States but lack the
money for matriculating fees formerly charged out-of-State
applicants.

“NATION” IN TUE STATES

THE

The Employment Act of 1946 clarified, to some degree, the National
Government’s economic policies. Since then, more sensitive policies
toward the States and local communities have gradually emerged, but
the sensitivity has yet to gain full implementation. Shortly after the
end of World War IL, steps were taken to direct national procurement
into labor surplus areas, and to give special consideration to those
areas in other programs such as grants-in-aid. Only in the last few
years however, have those early steps been broadened into expressed
policies—such as the charge-off of an allocable share of the costs of
generalized long-range management to defense-aerospace contracts;
or the sort of community planning that would produce more diversifi-
cation of industrial development; or encouragement of procurement
agencies to adopt policies that are more favorable to communities, in-
cluding the use of government-owned/contractor-leased facilities for
commercial work. The new emphasis on assessing the geographic
impacts of national procurement activities gives the force of docu-
mentation to the uneven geographic distribution of such activities as
defense spending. The Ackley Committee report, “The Economic Im-
pact of Defense and Disarmament,” thus marks a new direction for the
National Government.®

The regional economic development program adopted in 1965, to-
gether with the Appalachian regional program, represents a new step
in national encouragement of intergovernmental action for such pur-
poses. An earlier community-area development program sought,
through community-wide action, to meet problems of unemployment
originating in structural changes in the economy.? The evident in-
adequacies of the community as the focal point for economic program-
ming pointed to a broadening of the area for economic progress and
the designation of a “region” encompassing a development area with
a potential for expansion. Equally important, the 1965 programs broke
new ground with the creation of a regional commission composed of
the Governor of each participating State (or his representative) and
a Federal appointee.

In adopting these programs, the Congress explicitly recognized the
interdependence of the national economy and the economic vitality
of local and regional sectors. It sought to establish a flexible frame-
work within which National, State, and local planning efforts could
meet the varied problems of economic development; expand the op-
portunities for employment; provide the basic community facilities
necessary for the growth of industrial, commercial, recreational, and
cultural activities; and achieve lasting economic improvement for
the local communities, the States, and the Nation.

8 Report of the Committee on The Economic Impact of Defense and Disarmament, July
1965. Washington, D.C., 1965.
® Area Redevelopment Act, Public Law 87-27, 1962,
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New national programs adopted to meet gaps in public services
include, for example, hospital nsurance for the aged; a “job corps”
to increase the employability of young men and women, 16 through
21 years of age; and a rent subsidy schedule. But the main thrust of
the national action was to (1) forge new instruments of intergovern-
mental cooperation, (2) enlarge the national financial participation
in intergovernmental programs, (3) give added impetus to planning
for coordinated program performance, and (4) stimulate innovative
action in the States and local governments.

The newly enacted grants-in-aid and technical assistance measures
augmented the intergovernmental-relations tool kit of the National
Government by providing some amount of national direction or
assistance over the broad range of civilian public services administered
by State or localities. The major addition was, perhaps, the new aid
to elementary and secondary education. During the tﬁree decades or
so of public debates on general federal aid to education piecemeal,
special assistance was authorized for construction and operation of
schools in federally affected areas, for an extended vocational educa-
tion program, and for science and language instruction in the schools,
but not until 1965 was a broad program of elementary and secondary
school assistance adopted.

Other 1964-65 Federal grants authorized medical assistance to
medically indigent children and other federally aided assistance re-
cipients; new programs to train and retrain persons in the work
force; construction and equipment of mass transportation facilities;
new attempts to prevent juvenile delinquency; establishment of com-
munity mental health centers; and hospital modernization. Measures
to control air and water pollution were strengthened, and new steps
were taken to improve solid-waste disposal systems. Training of new
or additional public-service personnel—such as police and social work-
ers—for local communities was provided for, as was additional sup-
port for research directed at improving public services. A concentrated
“economic opportunity” program was launched to combat poverty,
which included such innovations as the now-famous “Headstart”
project to prepare disadvantaged 3- to 5-year-olds for elementary
school and the locality-based Community Action Program.

The brief enumeration above is illustrative only, for the additions
or extensions are many. The steps that have been taken may be sum-
marized somewhat as follows:

1. At'least $6 billion annually has been added on a fully oper-
ational basis as the commitment in Federal assistance to the
States and localities.

2. Over the broad range of State and local governmental activi-
ties, some amount of Federal support is available for personnel
training, research on new methods of operation, conduct of pub-
lic services, or construction of public facilities in support of such
services.

3. Relatively few of the programs, however, call for national
expenditures in excess of $100 million, or the equivalent of $2
million per State. Two sets of grants (the latter of which con-
tinues to be the largest single grant)—public assistance and inter-
state highway aids-—accounted for $7 billion of the almost $11
billion total for fiscal year 1965.2° By fiscal year 1967, two other

19 Including shared revenues but excluding Federal contract payments for research,
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sets of grants—elementary and secondary school assistance and
the economic opportunity program—will each have added over
$1 billion to the total. Nevertheless, the largest four sets of aids.
will account for only $3.25 of each $5 of grants-in-aid. The pro-
grams that call for expenditures of $100 million or more, in
either fiscal year 1965 or 1967, are shown in table III.

TaBLE III.—Largest Federal grants to States and localitics, actual fiscal year 1965
and proposed fiscal year 1967 1

[In millions)

Fiscal year | Fiscal year
1965 1967

Total, all grants $10,903.9 $14,752. 5

Total, largest 19 grants_ 9,187.8 12,299.6.
Public works acceleration. ___ 288. 4 8.1
Federnl aid highwuay program__.___________. 3,979.5 4,027.7
Appaslachian development highway system__ ®) 101. 1
Low rent public housing program.______..... 206.3 253.6
Urban renewal_____.____._____..... 280. 6 373.5
Special milk and school lunch 263.0 202.3
Food stamp. ... . 31.8 126.5
Headstart. .. __...._........_ 5.0 255.0
Other community action_____ 41.1 389.1
Neighborhiood Youth Corps.. 4.3 247.9
Wark experience. ... .. __.o._._... 20.2 138.7
Medical care for the aged (public assistance)._ 272.2 288, 8.
Vocational rehabilitation. .. ____________ 101. 6 259.8
Public assistance (exclusive of medical care for the 2,787.2 3,306.2
Administration of employment security programs. . 393.3 500.
Assistance to schools in federally affected areas. ... 340.6 252.0
Elementary and secondary educational activities.___________________________j.._._____.__ 1,200.0
Higher education facilities construetion__.._______._____ 1.3 164. 6.
Vocational education. . .. 13L.5 204. 1

I Grants calling for expenditures of $100,000,000 or over.
2 Less than $50,000.

Source: Bureau of the Budget, “Federal Aid to State and Local Governments,” “Special Analyses,.
Budget of the United States, 1967 (Washington, D>.C., 1966).

The wanishing dollar-for-dollar grant—Many of the new enact-
ments leave behind the traditional 50-50 matching provisions in
favor of an enlarged Federal share. Essentially, title I of the new Ele-
mentary and Secondary Education Act provides unmatched grants to
the local communities for promoting educational services for the cul-
turally disadvantaged child. Grants for economic development may
cover up to 80 percent of the cost of projects in areas of greatest need.
Ninety percent of manpower training funds can come from the Fed-
eral Government. Under the Economic Opportunity Act of 1964, local-
ities were asked to furnish only 10 percent of the cost of a Community
Action Program during the first 2 years of the act’s authorization;
the 1965 amendments extended that percentage for another year, and
in both cases, no local contribution was required from a community
too poor to pay it.

The largest grant program—the interstate highway aid first enacted
in 1956-—was the original jar to the 50-50 matching provisions with
its 90 percent Federal offering (90.5 percent where the State also par-
ticipates in the control of outdoor advertising). Since 1956, the Fed-
eral share of numerous grant programs has been increasingly set above
50 percent and varied matching requirements have been used to en-
courage more effective provision of public services. In an even newer
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departure, some recent programs—e.g., the Economic Opportunity
Act and the regional economic development programs—provide Fed-
cral moneys almost exclusively to the poorest jurisdictions or neigh-
borhoods for a range of local programs.

The matching shares for the largest grants-in-aid are summarized
below (table IV).

TaBLE IV.~—Matching on largest Federal grants to States and localilies, proposed
fiscal year 19671

[Dollar amounts in millions)

Federal
share Amount
(percent)

Unmatched grants, total. i $1,922.4
Assistance to schools in federally affected areas . ____ 252.0
Elementary and secondary education (title I) ______ 1,100.0
Administration of employment security programs...._.________.__._____ 500.6
Vocational rehabilitation:

Research and demonstration_ .. __ ... . .. .. 60.3
5.4 4211 e 13 (1)« DN R, 9.5
Uniform matching, total 6,610.0
Highway program by activities 4,030.0
Grants for construction:
Interstate System . . e 90 2,912.7
Primary system___ 50 436.0
Secondary system. 50 202.0
Urban highways. . 50 242.0
Emergency relief - 50 30.0
Grants for planning and research and administration and rescarch__. 278 7.3
Economic opportunity program:
Work-study 90 134.6
Adult education.__ 90 35.5
Headstart 90 310.0
Neighborhood Youth Corps... 90 300.0
Work-experienee. _ __._...______. 2100 160.0
Higher education facilities constructi
Title I:
Public junior colleges and technical institutes .___.._..._._______ 40 100.8
4-year colleges ana others ____.________________ 3314 357.2
Title 1I—Graduate education centers 3314 60.0
\ orational education:
Work-study (voeational). .. __________ ] 2100 10.0
Other e 50 240.8
Vocational rehabilitation:
Training and innovation ______ . ___ ... __. 00 8.0
Basicgrants ... _______.___.__ 75 236.0
T.ow-rent public housing program _ 6634 233. 6
Trban renewal DrOgram . oo oo 6624 373.5
Federal share (percent)
Amount
Minimum Maximum

Variable matching, total __ ... b 23, 419.6
Vocational rehabilitation (facilities). _______.___ . _____ 50 70.0 4.5
Schoolluneh. ______ ... 25 83.8 202.3
Public assistance:

Old-age assistanee . .. .ooooooeoooooooo .. 504 83.8 1,351.1
Aid to families of dependent children... - 504+ 83.8 1,110.5
Aidtoblind. .. ____________ . - 504 83.8 49.0
Aid to permanenily and totally disabled_. - 59+ 83.8 3811
Medical assistance. ... ___._____.. - 50 80.0 220.0
Appalachian development highway program___.____._____|oco____.___ (O] 101.1

1 Some of the amounts in this table differ from those in tahle IIT in that they have been adjusted to corre-
sp;)nd to amounts actually requested from Congress in subsequent legislation.
Average.
8 The current appropriations bill calls for no matching funds for fiscal year 1967. The authorization for the
program calls for 90~10 matehing.
¢ Up to 70 percent.

Source: Amounts in Bureau of the Budget, Budget of the United States, 1967 (Washington, D.C.,1965).
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Planning and program coordination.—Surveys, subsequent plan-
ning in terms of the survey findings, and evenfual programming in
relation to planning have increasingly become preconditions to receipt
of Federal aid. Under the 1946 Hill-Burton program for hospital
construction, for example, grant support was provided for projects
which conformed to a statewide hospital plan.” As additional health
facilities were added to the list of eligible projects, the survey and
planning provisions were also broadened. Provisions for highway aids,
as of 1965, required the development of a comprehensive transportation
planning process in urban areas. And mental health grants are being
conditioned on community-wide assessment of mental health needs.

Another developing type of planning machinery looks at community
facilities as a coordinated whole. Comprehensive community planning
for urban development is being fostered by grant programs under the
new U.S. Department of Housing and Urban Development (HUD).
An even wider area of planning efforts is being encouraged by the
Appalachian and other regional economic development programs.
From the outset, as from the first stages of the earlier area redevelop-
ment, program, these programs have been tied to an overall economic
development plan (OEDP). And the Community Action Program
under the Economic Opportunity Act as established, as one of its
conditions for granting Federal support to local efforts, that a coordi-
nated program must be outlined in a community’s application
proposal.

Grants are also provided to encourage the most effective structuring
of administrative arrangements, and as incentives for metropolitan
area cooperative planning and cooperation, with technical assistance
being offered to help with the planning work.

Innovations and experimentation—A large and growing number
of national grant programs have as their objective innovations in
public services or facilities. The use of grants-in-aid as a device to stim-
ulate States and communities to meet specifically demonstrated public
needs are, of course, familiar. The effectiveness of such categorical aid is
implicit in some of the criticisms of the grants, especially when they
pressure the State or local government to act on programs for which
the aid is available, sometimes at the expense of nonaided programs.
In recent years, however, we have had a multiplication of small grant
sums authorized as “seed moneys” to focus attention on a needed public
service through a demonstration of new techniques.

Innovation and experiment as primary devices for improving the
efficiency of public services are gaining increased attention. New ideas,
new methods, and new arrangements are being encouraged, through
grants which the National Government makes available to public
or private agencies to carry out acceptable and approved demonstra-
tion and research projects. Almost all major Federal grant programs
now contain some provision for such funding.

Trying to count the total aids to States and localities is a complex
numbers problem, because the count depends heavily on what is being
defined as a separate and distinct program. However, the major
characteristics of the many present Federal aids are (1) the number of
them that are designed to stimulate improvement in State and local
services by pinpointing specific experimental and demonstration ob-
jectives, and (2) the support given to planning and program coordi-
nation in the States and localities.

80-491—67—vol. 1—13
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Tuxr StaTte oF THE Union’s Fiscs

State and their local governments have, over the decades since the
early 1900’s, been responsible for the largest share of all expenditures
for civilian public services. Table V shows the amounts per capita
and the distribution of direct expenditures (other than defense and
defense-connected) of the National Government and the States and
localities for selected years since 1902.

Table V focuses on some strategic factors in intergovernmental
relations:

1. The rapid growth in State and local expenditures since the
end of World War IT—from $78 per capita in 1946 to an amount
more than 4.5 times that level in 1964.

2. The lack of movement in State and local expenditures during
World War IT—a stability that occurred despite the growth in
gross national product from $100 billion in 1940 to well over $200
billion by 1946 and that accounted for some of the pressure, fol-
lowing the end of World War II, on the States and local govern-
ments to repair past neglect of public facilities and to restore
salary levels of public employees to a competitive level.

3. The predominance of the States and localities in the provision
of civilian public services, with the national government enlarg-
ing its responsibilities during the Great Depression until, by 1940,
it reached a direct outlay for civilian public service expenditures
of almost two-thirds the amount spent by States and localities.

4. The growth in aids from the National Government to States
and localities from less than 10 cents per capita in 1902, to over
$50 per capita by 1964.

TABLE V.—Per capita national civilian services and Siale and local general
expendilures, selected years 19026

National civilian services Ratio of National to State
State and and local
Year local
R . general
Combined Direct t Intergov- |expenditures| Combined Direct
ernmental

$193.77 $141. 01 $52.77 $362.20 .53 .39
173.14 131. 51 41. 63 324,00 .53 .41
105. 81 85. 81 20.00 219. 42 .48 .39
60.74 54, 42 6.32 78.00 it .70
51. 40 44.71 6.69 69. 85 .74 .64
12.97 11.94 1.03 60. 57 .21 .20
3.00 2.91 .09 12. 80 .23 .22

1 National direct expenditures are found by subtracting from direct general expenditures, expenditures
for (1) national defense and international relations, (2) veterans services not elsewhere classified, and (3)
interest on the Federal debt.

Sources: U.S. Bureau of the Census, Governments Division, ‘“Governmental Finances in 1963-64"’;
Census of Governments, 1962, ‘“Historical Statistics on Governmental, Finances and Employment,”
vol. VI (Topical Studies), No. 4.

FISCAL INTERDEPENDENCE

Consideration of these trends alone would ignore the interlocking
aspect of our Federal system. One cannot assume that the expenditure
trends reflect the actions of autonomous levels of government, inde-
pendent of each other. To gain some perspective on the changes in the
pattern of fiscal federalism, we must consider the possible changes in
the degree of financial interdependence. Table VI illustrates that degree



REVENUE SHARING AND ITS ALTERNATIVES 183

by measuring the ratios of State and local revenues from “own sources”
to intergovernmental grants.

TaBLE VI.—Ratios of State and local revenue from own sources to inlergovern-
menlal grants, selected years 1946—64 and 1970 (projected)

State 1 Local 2 Local * State and
local *
Year

Federal State Federal Federal
1970 44.0
1964 3.1 2.4 31.6 5.8
1962 3.3 2.5 35.0 6.4
1958, 3.8 2.4 47.9 7.5
1954 4.7 2.4 45.7 7.4
1950. 3.9 2.3 45.4 8.8
1946 6.8 2.9 114.8 13.5

1 Qwn sources include general revenue only, exclude revenues from liquor stores and insurance trusts.
u_’ (gwn sources include general revenuse only, exclude revenues from utilities, liquor stores and insurance

usts.

3 Own sources include general revenue only.

4 Projected.

Source: U.S. Bureau of the Census, Governments Division, “ Governmental Finances in 1963-64,”
Census of Governments. 1962, * Historical Statistics on Governmental Finances and Em loyment,” vol. VI
{;Pqplcal.tStudlesA) No. 4; and 1970 estimates State and local finances project of the George Washington

niversity.

At the State level we find an increase in Federal moneys relative to
State revenues from own sources. In 1946, $1 came from the National
Government for each $6.8 raised from the States’ own sources. By
1964 the relationship had fallen to the point where $3 of State money
was used for every $1 of funds from the National Government. At the
local level, the change is even more spectacular, moving from approxi-
mately $115 to $32 of local own revenue per $1 of Federal funds. Com-
bining State and local funds, this index of financial interdependence
changes from 13.5 in 1946, to 5.8 in 1964, and to a projected 4.0 in
1970. Thus, as the business of all levels of government has grown, State
and local governments have become much more closely entwined with
the National Government. It is important to observe that the major
part of this change has already taken place.

STATE-LOCAL FISCAL OUTLOOK, 1970

As indicated earlier, by the close of the 1965 congressional session a
large number of new categorical aids had been enacted and the poten-
tial Federal payment to States and localities had been raised consid-
erably. “Project *70,” a recent study of State-local finances, attempted
a quantification of these aid supports and arrived at a calendar-year
1970 total of over $20 billion in Federal grants and shared revenues,
and an additional $1.7 billion in Federal payments in the form of con-
tract and research grants to State and local agencies, principally public
colleges and universities.!*

1 Individual studies within “Project '70” include: Selma J. Mushkin and Fugene P.
McLoone, Public Spending for Higher Education in 1970, Council of State Governments,
Research Memorandum 374 ; Mushkin and Robert Harris, Transportation Outlays of States
and Cities: 1970 Profections, RM 375: Mushkin, State Programing and Economic Develop-
ment, RM 379 ; Mushkin and Harris, Financing Public Welfare: 1970 Projections, RM 380 :
Mushkin, Property Tazes: The 1970 Outlook, RM 3S1 ; Mushkin and McLoone, Local School
Ezpenditures: 1970 Projections, RM 382 ; Harris, Income and Sales Tazes: The 1970 Out-
look for States and Localities, RM 384 ; Mushkin, Financing Public Hospitals and Health
Services: 1970 Projections, in manuscript; Robert Rafuse, Water, Sewerage, and Other
Sanitation Ezpenditures of State and Local Governments: Projections to 1970, in manu-
script.
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The aggregate, some $22 billion, assumed that (1) existing Federal
aids would not be cut back, (2) authorization for grants due to expire
before 1970 would be renewed, and (3) grants recently adopted by
Congress would be increased, since grant enlargements were almost
implicit in the program operations. Also included were some minor
additions in grants based on new programs whose directions were al-
ready fairly clear: for example, additional grants for community
mental health, child health programs, and mass transportation
facilities.

These 1970 Federal aids, when added to “own” State and local reve-
nue sources and new debt issues, are projected to be sufficient over the
Nation as a whole to finance a general expenditure load of over $108
billion (as shown in table VIL.)*

TaBLE VII.—Fund requirements of State and local governments, fiscal year 1964
and (projected) calendar year 1970

[In billions]

Calendar Fiscal year
1970

year 1964
FUND REQUIREMENTS
PObB e e e mmmmmmm e mmmmmmmm—mmmmm—mem—smam—=—mao—o— $121.8 $79.0
General expenditires. oo aame s seoomeooo—mano—ee 108.3 69.3
Additional government contributions to retirement funds. 2.5 1.7
Debt redemption oo oo 7.5 5.0
Additional working capital. - - 3.5 3.0
REVENUES AVAILABLE
Total . ....- . [ - - 68.2
High revenue illustration 107.9 |cmaccccmmcammn
Low revenue illustration - - _ . e 102.2 Joceimico o
General revenues, own sources, including net liquor store profits. ..o oo 58.7
Tlustration I__ . 86.4 | .
Tlustration 1T b7 N T
Net utility revenues__..__ —~0.6 —0.5
Revenues from Federal Government . .o eeemammmem o e e 10.0
Illustration A__ O 221 emocimmen
Tlustration B o e emmmmmmm—mm e m——e— 18.5 |ocomceccmccanm

GROSS ADDITIONAL FUND REQUIREMENTS

Presumptive. .o
High revenue illustration
Low revenue illustration.
Actal e ccmmmmmmmemm—mmmmemmm—mmem oo

Source; Unpublished estimates of the State-local finances project, the George Washington University.

Within the framework of the economic model, the fairly optimistic
portrayal of State-local finances is almost entirely attributable to the
Federal-aid package projected. To illustrate the effect on State and
local finances of a lesser amount of Federal aid, the total derived by
costing out aided programs and “matching” requirements and by refer-
ence to appropriation authorizations was more or less arbitrarily scaled
down to $18.5 billion. Federal payments to States and localities at the
$18.5 billion figure, coupled with an assumed slippage in property tax

12 The projections of the 1970 outlook shown in table VII for State and local governments
are based on a series of economic and demographic assumptions and an assumed continua-
tion of world tensions as they prevailed in 1963, the year Project '70 was started. The
national model to which the findings are linked was one of several prelimisary models of
the national economy developed by the Federal Interagency Study of Economic Growth in
the United States. The model assumed a high employment economy, with a gross national
product of $864 billion in current dollars for 1970, continued increases in productivity,
shorter hours of work, and price increases of 1.5 percent per annum,
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assessment ratios (a slippage in line with 1956-61 experience), would
require new sources of revenue for States and localities—new State
and local taxes, higher tax rates, or additional Federal support.

In the decade past, highways and education were the major growth
elements in State and local spending. Highway projects were stim-
ulated by new Federal grants; education was financed largely without
Federal aid. In the period ahead, new program developments are likely
to be supported by at least some categorical aid and prospects for adda-
tional grant support are good, if the international commitments of the
National Government permit.

The path for Federal support for such new programs as regional
economic development, the attack on poverty, manpower traning,
better education and health care for the culturally disadvantaged has
been cleared. The budget for fiscal 1967, as submitted by the President,
sets Federal aid payments to States and localities at $14.8 billion, a
figure which, when adjusted to differences in definition between the
Census of Governments and the budget, corresponds to total Federal
payments of approximately $15.5 billion, or more than 50 percent above
the 1964 level. Several of the new programs—for instance, the new
medical assistance program—are likely to begin operation only during
fiscal year 1967 ; accordingly, a full year’s operation is not reflected.

Table VIII shows that grant-in-aid amounts for the “growth points”
in State and local activities. Fiscal year 1963 budget expenditures for
these programs totaled under $1 billion; 1967 budget estimates for
them call for almost $5 billion, or $4 billion additional, and the calendar
year 1970 projection places them at $6 billion more, with over one-half
of the added amount going to education and manpower training.

TaBLe VIII.—Grants-in-aid for the “‘growth points’’ in State and local activilies,
actual fiscal year 1963, budget fiscal year 1967, and calendar year 1970 (projected)

[In millions)
Actual, 1963 | Budget, 1967 | Projected,
1970
1] Y PN $921 $4, 926 811, 034

Education:

Manpower training and vocational education__._____._.___ 42 262 803

Higher education. ... .. .. oo 15 199 700

Preprimary education. ... eoiiiaiec el 310 601

Education of the culturally disadvantaged. ... ... .. _._.{ . ... ....... 1, 200 3, 000

Vocational rehabilitation.- ... ... ..., 73 260 223
Health:

Community health activities_ _____.________________.__.__ 124 215

Community mental health______.__________________._..... O] 72 [Q]

Environmental health. ... ... ... 6 1 (1)

Regional medical programs. . ..o e 35 (O]

Child and maternal health_._._____ . _____.__..___.._._..__ 73 146 243

Medical assistance for children, aged, and others__._._._._ 157 289 1,012
Urban development:

Trban renewal. 199 373 750

‘Water, sewers, and neighborhood faciliti 52 170 325

Urban transportation__________.__________ 65 300

Low-rent public housing___._______ 254 400

Open space and beautification__________._.____. 29 150

Library services and arts and humanities.______ 52 100
Economic development, including Appalachia.__.__ 204 689
Other poverty-attack programs. . ... o oooceeccocamaana- 780 1,350

1Included in “Community health activities.””

Sources: Bureau of the Budget, “Federal Aid to State and Local Governments,”” Special Analysis, Budget
of the United States, 1966, and “Federal Aid to State and Local Governments,” épecial Analysis, Budget of
the United States, 1967; and 1970 Estimates, State and Local Finances of the G eorge Washington University.
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On the basis of present statutory provisions, many of the new aid
programs would go directly from the National Government to locali-
ties, changing the distribution of the Federal aids markedly, as
illustrated below:

Federal aid to local governments

[In billions]
Fiscal years
Calendar year 1970 (projected) 1#
1964 1962 1956 1940
$5.5. 31.0 $0.8 $0.3 $0.1

13 Approximate amount, computed by adding to the 1964 total, as reported by the U.S. Bureau of the
Census, Governments Division, the projected amount for both title I of the Elementary and Secondary
School Act and the Economic Opportunity Act.

When the projections of total 1970 Federal payments are consid-
ered State by State, interdependence between National and State and
local governments 1s seen to be growing more uniform. States such
as New York, with a relatively high ratio of their own revenues to
Federal payments, are estimated to receive large additional grant sup-
port, with a consequent drop in the ratio of own revenues to revenues
from the Federal Government (table IX).

TaBLE IX.—Ratios of State and local own funds to Federal payments, selected years,
1942-62 and 1970 (projected)

States 1942 | 1957 | 1962 | 1970 States 1942 | 1957 | 1962 | 1970

7.7} 40 3.2 2.1 7.0 46| 3.8 2.7

Q] 3.1{ 2.0 1.6 7.5 7.3 5.7 3.5

5.6} 6.8 50 3.7 291 47| 45 3.6

7.8 43| 3.1 2.0 || New Hampshire.._._.__ 9.8 9.8 4.6 3.6

11.2] 83} 6.1 4.4 || New Jersey ccwceeaeaoaoo 22.8120.7 | 10.5 5.5

59| 58] 52 3.6 || New Mexico.._ 65| 3.4| 3.5 2.3

15111725 8.3 4.6 || New York 25.3117.2 | 13.1 6.3

84(10.0| 9.2 5.0 || North Carolina 11.3! 51| 5.6 3.1

55| 46| 2.7 2.1 || North Dakota. 10.2 | 7.1 5.1 2.9

11.2| 9.0} 81 5.6 || Ohio__________ 1.2 | 1.5 6.9 4.4

89| 60| 41 2.9 || Oklahoma 591 4.7 3.7 2.4

1) 5.8 4.2 3.7 || Oregon 7.5 621 4.3 3.0

581 63| 3.7 3.3 || Pennsylvania...._...___ 11.0 | 14.6 1 8.1 3.7

13.5(13.5| 7.9 4.8 1| RhodeIsland. _.___.____ 14.4 | 7.2 6.4 2.9

10.0 1 13.7{ 8.3 5.0 {| South Carolina....._.__ 56| 6.5( 47 2.8

120} 9.2 7.1 3.9 || South Dakota__._.._____ 7.8 50| 3.2 2.6

831 7.5| 67 4.2 8.5| 60| 3.9 2.3

8.1 59| 3.9 2.2 9.3| 68 6.2 3.4

9.8 58| 4.1 2.8 4.8 | 58| 4.0 2.7

0.4 7.3} 5.4 3.6 8.3) 66| 25 2.3

13.94{ 10.9 | 7.2 4.3 10.5| 9.8 5.2 2.9

13.3[12.9| 8.1 4.9 591 7.9 6.0 3.8

Michigan 13.1 (1.7 7.9 5.0 7.81 69| 4.2 1.6

Minnesota . ..o_...o_.._. 10,0 9.2 7.2 4.7 13.5 | 13.1| 7.9 5.7

Mississippi. 6.8 49| 3.8 2.3 50| 3.0 23 1.9
BUSRENITIE ¢ I 7.3{ 51| 4.6 3.3

1 Not available.

Sources: Bureau of the Census, Census of Governments, 1962, “Historical Statistics on Governmental
Finances and Employment,” vol. VI (Topical Studies), No. 4; and 1970 estimates, State and local finances
project of the George Washington University.

‘While most of the populous States (population 5 million and over)
are projected to continue to raise a larger than national average share
of revenues from own sources—i.e. more than $4 from own sources
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for each $1 of aid—the variations in ratios among States are project-
ed to continue to narrow. In 1957, for example, New Jersey raised al-
most seven times as much of its own revenue per $1 of Federal aid as
Wyoming did. In 1962, New Jersey’s ratio had dropped to about five
times that of Wyoming; for 1970 it is projected to decline to 2.5.

A FRAMEWORK FOR ANALYSIS
“SPILLOVERS’’ AND INTERGOVERNMENTAL AIDS

Externalities that prevent the private market from operating ef-
fectively have increasingly absorbed the attention of the economist
who is attempting to formulate guidelines for public decisionmaking.
Although the theoretical work done so far on externalities has barely
scratched the surface of the wide range of closely intermeshed public
and private activities, as well as the complementarities among public
services, the basic notions of external benefits that point to some gov-
ernmental intervention are nevertheless in a rudimentary way now
being applied in the development of a theory of intergovernmental
relations.*

Starting with the notion that there is a traditional State responsibil-
ity for civilian public services—education, highways, hospitals and
other health facilities, water supplies, and so forth—the economist has
reassessed the externalities of public services among jurisdictions as
a barrier to the appropriate allocation of resources to public services
by the State. A variety of benefits received by persons outside a State
flow from services provided inside. In those instances where metro-

olitan areas cross State lines, additional benefits accrue to out-of-

tate residents in the course of the daily traffic flows on the highways
or in mass transit facilities and through the periodic movement of peo-
ple across State lines to use such facilities as public libraries, art
museums, and so on.®

Colectively, taxpayers in a State evaluate the benefits that accrue
to them from the public services provided. According to the running
argument on this subject, where there are large geographic spillovers,
the taxpayers rationally decide in favor of lower expenditures. Thus
spillovers of benefits have an effect on the decision process and bring
about an underallocation of resources for those services that are char-
acterized by large interstate externalities.

More particularly, the movement of people among the States has
been posed as one of the causes of inadequate allocation of funds to
education. The idea that the benefits of public education are not real-
ized solely by those within the specific community that provides the
education is not new, but the quantification of the spillovers of bene-
fits has only recently attracted the attentioin of economists. Burton
Weisbrod, for example, has attempted to measure such external geo-
graphic benefits and to determine whether their existence has af-

1 Julius Margolis, ed.. The Public Economy of Urban Communities, The Johns Hopkins
Press for Resources for the Future, Inc. (Baltimore, 1965).

15 Selma J, Mushkin, “Intergovernmental Aspects of Local Expenditure Decisions” in
Howard G. Schaller, Public Ezpenditure Decisions in the Urban Community, The Johns
Hopkins Press for Resources for the Future, Inc. (Baltimore, 1963).
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fected the level of local financial support.** His accumulated evidence
suggests that benefit spillovers accompanying outmigration tend to
depress aggregate expenditures on education. The type of analysis he
has made would be applicable for any public service which involves
long-range investments in people and 1n those services, like highways,
that are the means of interstate movement.

The work that has been done on geographic spillovers of benefits
leads to the conclusion that the National Government has the respon-
sibility for compensating the States for the benefit spillovers so that
the marginal cost of the public services can be equated with the mar-
ginal social utilities created. The essential implication, as Jesse Burk-
head has noted, is that we need a regional social external economies
board with authority to measure the spillover gains in welfare among
States and to order the amount of compensatory funds, so that a
rational allocation of resources can be made.*”

In this scheme of things, States would provide the public services,
and the National Government would make compensatory grants to
the States to assure efficiency in the allocation of resources to public
services. Further, because of the differential spillovers of different
classes of services, the scheme would have to identify the amounts of
Federal compensatory funds with each of the classes of public serv-
ices and their benefits. This would yield a configuration of special
categorical aids related specifically to overcoming a misallocation
of resources when benefits from a specific service accrue to outsiders.

SPILLOVERS PLUS

There is another way of assessing intergovernmental fiscal relations
that starts with an altogether different assumption with respect to the
activities of governments within a federal system. This second for-
mulation discards the idea of rigid responsibilities among the govern-
mental units within a Federal structure. Instead, the consumer-voter,
in making his decision with respect to preferences for public services
is seen as deciding as well about the “mix of governments” in the
provision of these services. He turns, not exclusively to the State, but
to the National Government, States, and localities—as needed—to
provide the public services he seeks. He does this within our political
structure through identification with others (e.g., vested interest
groups) to gain the services he desires—clean water, school lunches,
maternal and child health facilities, and so forth.

This second formulation broadens the framework of analysis to
take cognizance of the differing positions on two continua: (1)
efficiency. in (a) use of scarce innovational and governmental skills,
(6) administration due to economices of scale, and (¢) operation due
to economies of scale; and (2) fewibility of government as character-
ized by (a) ease in voter-consumer influence on government action,
(b) speed in voter-consumer influence on government action, (¢) dif-
ferentiation of government services to tailor them to the demands of

18 Burton Weisbrod, Eaternal Benefits of Public Education, Princeton University Indus-
trial Relations Section (Princeton, 1964).

17 Jesse Burkhead, “Comment” in Design of Regional Accounts, Werner Hochwald, ed.,
The Johns Hopkins Press for Resources for the Future, Inc. (Baltimore, 1961).
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specific groups, and (d) extent of the access to power by the gov-
mental units.

This preference of the consumer-voter is an important aspect of
our Federal structure that is often overlooked. It means that when in-
dividuals are not satisfied with the levels of services they are receiv-
ing, they may change the “mix” of jurisdictions. For the individual,
this is often a more suitable answer than moving to another com-
munity.®

In this scheme, there is no “natural” dividing line between the re-
sponsibilities of the Nation, the States, or the local communities, based
solely upon the spatial distribution of externalities. The responsibili-
ties shift as the consumer-voter alters his judgment about which mix
of governments can best provide him with the public service he seeks.
The issues involved may be clarified by the three following illustra-
tions.

1. Responsiveness of governments—Suppose that considerable in-
terest in urban vocational training programs exists within a State, but
any attempt to provide such a service has been thwarted because the
State legislature is dominated by rural representatives who block the
passage of an authorizing bill. Thus the public demand for a service
1s not effectively reflected within the jurisdiction that is the proper one
in terms of the area of benefits. To overcome this problem, interested
parties may (1) reapportion the legislature, (2) turn to local jurisdic-
tions, or (3) appeal for national action. If they chose to appeal to the
National Government, the solution could be either a direct national
program, or a categorical aid program.

9. Economies of scale—Suppose that an old-age insurance benefit
plan had been designed optimally as a State plan in terms of the area
of benefits (i.e., where the aged live), but the design would lead to high
administrative costs per capita of those served. If substantial econo-
mies of scale are apparent through a consolidated national system to
ai:hieve the benefits, individuals may well prefer that to the State

an.

P 3. Tailoring of services to consumer demand.—Suppose that the ap-
plication of externalities criteria alone in a certain situation points to
Federal aid. But if the Federal grant imposes a “standard” at vari-
ance with the desires of the citizens in a State—that is, if the standard
does not give them the benefits sought for their residents—the Federal
moneys with its “strings” attached will be rejected. (This was the
actual case with aid for the needy blind in Pennsylvania.)

A proper allocation of resources in accord with any single criterion—
externalities, for example—is deficient. Moreover, there 1s a great com-
parability between an argument for a monopoly structure in the pri-
vate market—because of economies of scale and innovation—and an
argument for Federal intervention where no externalities are present,
but economies of scale and innovational abilities can be gained. The
question “What mix of enterprise?” differs little whether asked in the
public or the private sector. We must evaluate the performance of gov-
ernmental structures and industrial structures with equal care.

18 James A. Buchanan, The Public Finances, revised edition, Irwin (Homewood, TIl.,
1963). See also Charles M. Tiebout, “An Economic Theory of Fiscal Decentralization” in
Public Finances: Needs, Sources and Utilization, National Bureau of Economic Research,
Princeton University Press (Princeton, N.J., 1961).
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In the private sector, entrepreneurship has served to seek out new
commodities and new ways of producing goods more efficiently. How
are Innovation and experimentation achieved in the public sector ? One
answer has been provided by the Federal aids that encourage demon-
stration programs and experimentation. Recent grants have author-
ized, for example, demonstrations of ways to reduce urban transpor-
tation needs or to improve services; saline water research ; demonstra-
tion programs of vocational education; experiments with improved
methods of providing housing; research on methods of managing fi-
nancing, and operating small businesses; experiments on methods to
reduce public dependency and coordinate public and private agency
activities in the welfare field; testing of new types of hospital con-
struction and applications of experimental hospital equipment; devel-
opment of improved nursing care of the sick at home and in nursing
homes; and new highway research and practice.

For over 20 years the National Government has been encouraging
research in universities and industries. Only in very recent years
has an important beginning been made on research into the affairs of
government itself. Chracteristically, such undertakings require con-
siderable leadership and high quality personnel. Scarcity of inno-
vational and experimental skills has contributed to dependence on
staffs of national agencies for innovations in government and for the
technical guidance that can lead to innovations by other governmental
units.” Not only are grants provided for experimentation but also
recommendations made in 1965 by the Ackley Committee recharging
to defense contracts a share of the costs of generalized long-range com-
munity planning have encouraged application of new techniques of
systems analysis and operations research to State and local problems.®

The political scientist characterizes the mix of governments in the
provision of public services as a “marble cake” and distinguishes be-
tween this combination and a rigid demarcation of roles of govern-
ments in a federal system illustrated by the “layer cake.” 2 The search
for a clear role, respectively, of the National Government, of State
governments, and of local governments has long since been abandoned
by the political scientist. In its place has come an emphasis on a fed-
eral system partnership of governments within which there are chang-
ing mixes of National, State, and local action with respect to any
specific function or activity. To build a theory of Federal fiscal rela-
tions at this stage on the notion of a clearly defined “Role of the States”
sets a framework for analysis and for public policy recommendations
which would be at variance with the system that has recently emerged,
and that gives promise of adapting government to changing economic
circumstances.

The strong preference for local administration is indicated by the
fact that most civilian public services are (as noted earlier) locally
administered. The consumer-voter has chosen to keep the allocation
of such services as close to home as possible, so that the levels of serv-
ice could be tailored in the light of his preferences. He has also chosen
national programs when administrative economies or efficiencies

1 Report of the Committee on the FHconomic Impact of Defense and Disarmament, July
1965. Washington, D.C.. 1965,

20 See, for example, Joseph E. McLean, Politics Is What You Make It (Public Affairs
Pamphlet No. 181, 1952), p. 5.



REVENUE SHARING AND ITS ALTERNATIVES 191

pointed to national action—for example, in the case of the social
insurance system. He has turned to national leadership for innovation
and experimentation when scarce professional skills at both State
and local levels indicated national stimulation through demonstration
grants.

° Lack of responsiveness of the States has frequently been cited as
a cause of the expansion of Federal aids. Repeatedly noted also has
been the need for improved representation in the States, so that the
voter and the interest groups which represent him would have a bet-
ter chance of being heard close to home. The “mix” of governments
the voter chooses is clearly influenced by the responsiveness of the
several levels of governments that are potential suppliers of public
services. While the weaknesses of State and local governments cer-
tainly reinforce the pressures for national action, responsiveness is
only one of a series of flexibility criteria applied by the voter-consumer
in making his choice. For example, reapportionment in State legis-
latures to improve the representation of urban groups may reduce the
pressures for grants-in-aid to alleviate and remedy specific social prob-
lems but will not eliminate the opting for some national involvement
where economies of scale in administration or use of scarce manpower
skills dictate such involvement.

COST SPILLOVERS

Social costs resulting from the provision, or lack of provision, of a
public service have their own spillover. For example, the public-serv-
ice provision of a massive superhighway in jurisdiction A may cause
a sizable traffic problem in jurisdiction B. On the other hand, when
jurisdiction C dumps untreated sewage into a river, there are signifi-
cant spillover costs to the downstream communities, as a result of C’s
failure to provide a public service. Cost spillovers can also range
widely from cause to effect, due to population movements. A welfare
cost in Chicago may originate from low levels of education in the
South, or a heavy public hospital load in New York City may be the
result of inadequate health services in Puerto Rico. .

The question of “mix of government” arises in such cases of social
cost spillovers, just as it does in the benefits cases considered above.
This is demonstrated easily in the problem of inadequate waste treat-
ment by up-river communities. At least five corrective options are pos-
sible : voluntary (but probably unlikely) action on the part of the up-
river communities ; local government confederation ; creation of a river
basin authority with independent taxing authority; State regulation;
and Federal action. The last option, Federal action, may take three
forms: direct action on the part of the U.S. Corps of Engineers, or
some similar agency ; intergovernmental grants to encourage up-river
communities to mend their ways; or Federal regulation of interstate
flows.

An individual consumer-voter may prefer an option that depends
on one of the government levels or on a “mix,” according to his esti-
mate of the cost, the quickness of response, and various criteria. This
type of evaluation may explain why the Corps of Engineers some-
times participates in projects even though no relevant externalities
appear to be involved. It may also explain why the Corps is an expert
consultant on many projects that are “purely a local matter.”
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ANALYSIS AND PRESCRIPTIONS

Differences in the formulation of our Federal structure lead to
differences in policy prescriptions. In summary, the first formulation
points to a reassessment of the present Federal aid structure to:

Determine which of the aided programs have “benefit spillovers”
and which do not, so that grants may be made available where the
spillovers are large, and may be eliminated where these spillovers
are negligible, for example, Federal aids for old-age assistance.

Assess the amounts of the spillovers so as to provide a yardstick for
determining the size of the grant, with concomitant increase in some
grants and reduction in others.

Develop some supplementary device to compensate jurisdictions for
the costs arising from insufficient investment in public services when
investment requirements are viewed from the perspective of the state
of immigration rather than the state of outmigration.

The criterion of benefit spillovers as a basis for Federal aid is not
easily applied. George Break, in his recent formulation of intergov-
ernmental fiscal patterns based on the notion of spillovers, argues (1)
that the categorical programs for which aid is given must be designed
to leave the determination of levels of services in the hands of the
States, and (2) that the open-ended grant would achieve this pur-
pose.?

Such proposals for open-ended grants emanate from the conceptual
emphasis on the State as the primary decisionmaker for an efficient
allocation of resources. Clearly, the single criterion creates difficulties.
A State’s decision on the level of expenditure, such as expenditure per
child in average daily school attendance or assistance payments per
needy child, will not necessarily yield a nationally acceptable standard
of program performance. Mississippi’s judgment of the proper levels
of eduncational expenditures, for example, is made within the frame-
work of the type of education necessary for independent economic
functioning in Mississippi, but education that is designed for an agri-
cultural type of community is not suitable for the economic life in such
complex metropolitan areas as Chicago, New York, and Oakland,
Calif. Mississippi cannot make rational choices among classes of public
services, even assuming compensatory financing to offset benefit spill-
outs that will meet the public service underpinnings for human capa-
bilities outside of the State.?? This reformation points to some na-
tional standards for public services.

Cost spillovers require separate solutions. Even a national minimum
standard of education would be inadequate for the complexities of
living in large metropolitan areas. And the past neglect of public serv-
ice needs in States of population outmigration leads often to expendi-
tures for classes of public services different. from the neglected one, for
example, inadequate educational investment may require higher out-
lays for public welfare, public housing, crime, etc. where the costs of
the past neglect spill-in.

% George Break, unpublished manuscript on intergovernmental fiscal relations, The
Brookings Institution (Washington, D.C.) 1965.

22 A followthrough on this normative concept of State responsibility for expenditure-level
decisions to the prescription of open-ended categorical grants also means abandonment (1)
of the notion of equalizing categorical grants that scek to assure minimum national pro-
gram standards and (2) of matching requirements.
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The second approach requires a total reevaluation of our present fis-
cal structure, not just a partial estimation of benefit spillovers and an
assigned “Role of the States.” Such a reevaluation should be focused
upon the range of economic and flexibility criteria, including:

1. The area of benefits of the service.

2. Economics of scale in administration, operation, and in use
of scarce innovational and governmental skills.

3. Voter-consumer preferences for differentiated governmental
services.

4. Responsiveness of “governments” to the demands of specific
groups within the community.

Obviously, these criteria are not all mutually compatible. For ex-
ample, the level of operation which gives the lowest cost per unit of
service may not be consistent with the area of benefits. Hence, the most
important aspect of the second formulation is the recognition of a
multiplicity of objectives or goals which cannot all be met simultane-
ously. This recognition of a number of objectives must take the form
of alternative plans of fiscal federalism, out of which appropriate
combinations must be chosen.

To clarify what such a total reevaluation entails, let us consider
crime prevention—one of the main problems of our central cities.
Frank appraisal of the organization of our efforts to prevent crime
in the central city must include far more than a mere analysis of spill-
overs. Obviously, we need to contemplate reorganizing the whole pres-
ent structure, and we must concern ourselves with the potential econ-
omies of scale in this function.

We must consider the ability of the present structure to capitalize
on the latest crime-prevention managerial innovations. We must esti-
mate the effectiveness of our present approach in preventing criminal
behavior and apprehending lawbreakers. We must begin to under-
stand the preference of the consumer-voter as to the degree of centrali-
zation of the law enforcement function, and other noneconomic fac-
tors. We must consider the ability of various levels and sizes of juris-
dictions to gauge effectively the demands for such services and to im-
plement an appropriate program. Such an appraisal will lead us to a
restructuring of our present efforts—a restructuring that may include
more intergovernmental aids, but is more likely to lead to a restruc-
turing of expenditures. In any case, periodic reexamination of inter-
governmental aids is indicated—to test the consumer-voter prefer-
ences on the public service package and on the “mix” of governments
currently required to meet the consumer-voter demands.

FISCAL STRUCTURE OF THE GOVERNMENTS

This paper has omitted reference to the range of taxation issues that
affect intergovernmental relations. National taxation policy in a fed-
eral system cannot neglect the combined effect of National, State, and
local taxation on growth objectives, or on objectives of income redistri-
bution and equity. The fiscal capacity of States and localities is lim-
ited both by the types of tax sources available to them and by the cur-
rent income flows out of which these taxes are paid. Interjurisdiction-
al mobility of people, of industry, and of commodities limits the tax-
ing capacity of the States and, to an even greater extent, the taxing
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capability of local governments. Tax inducements, when used by States
or localities as an instrument to attract industry, reinforce these limits
and make more urgent a national policy on State and local taxation
that can help reduce tax impacts on industrial location and create
greater interstate uniformity in taxation of business.

Equity of tax burdens and the effect of alternative taxation forms
on consumer demand and investment point also to more national con-
cern about sources of State and local taxation, the documented rela-
tive regressivity of State and local taxation, and tax impediments to
carry out such national program policies as urban renewal. Doctrines
of local taxation for local benefits need to be reassessed when division
between those who benefit and those who pay creates (1) lack of con-
census that weights the scales in favor of local inaction, and (2) a pre-
ference for State or National Government financing. This preference
is reinforced by the high gross product elasticity of the national tax
structure in which originates the Federal tax “dividend.”



Section C: EVALUATION BY FEDERAL, STATE, AND LOCAL
COMMISSIONS AND OFFICIALS

RECOMMENDATIONS OF THE ADVISORY COMMISSION
ON INTERGOVERNMENTAL RELATIONS AND EARLIER
GOVERNMENT COMMISSIONS

BY Ricuaarp F. Kaurarax*

The impact of Federal aid on Federal-State-local fiscal relations and
the Federal system has been of paramount concern to officials at all
levels of government for the past quarter of a century. Earlier interest
in these problems, beginning with the Great Depression, is reflected in
the work of the Council of State Governments, particularly its Com-
mittee on Conflicting Taxation and that committee’s 1935 report, Con-
fticting Tawation, and in the Tax Policy League symposia, beginning
1n 1937,

DePARTMENT OF THE TREASURY

1. Tee Groves, GurLick, NEwcomEr COMMITTEE

The Department of the Treasury’s Special Committee on Intergov-
ernmental Fiscal Relations (known as the Groves, Gulick, Newcomer
Committee), published its report entitled Federal, State, and Local
Government Fiscal Relations in 1943. The Special Committee had
been established by the Secretary of the Treasury in 1941 and was
financed in part by special funds provided for this purpose by Con-
gress. The report is significant, in terms of current trends of thought,
for its advocacy of the “middle ground” between “the strong central-
izers, who feel that State and local fiscal independence has served its
usefulness and is no longer compatible with modern economic facts”
on the one hand, and “those who are satisfied with what we have” on
the other.® The general position taken is that

‘While much weight needs to be given to the values associated with autonomous
local government, these have to be balanced against the advantages, such as re-
duced confusion and wider perspective, which attend central control. A priori
generalizations concerning centralizing are of little use. Each specific problem
has to be considered on its own merits. In some cases federalization of a function
may (by a balance of the interests) be warranted ; in others, retention of the func-
tion by States and municipalities may be called for; and most often joint par-
ticipation, in one way or another, may be the best solution. Decentralization
within the sphere of Federal activities may also have a place in the future.?

*Staff economist, Joint Economic Committee. The views expressed are those of
the author and do not necessarily represent the views of the Joint Committee or
individual members thereof.

1 Intergovernmental Fiscal Relations, S. Doc. No. 69, 78th Cong., first sess. (Washington,
1943). The committee consisted of Harold M. Groves, Luther Gulick and Mabel Newcomer ;
special advisers and staff included L. Laszlo Ecker-Racz, Carl Shoup, and Walter W.
Helllebr.dnnd o:_’thers.

21bid., p. 5.
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a summary of the Committee’s recommendations which it termed an
action program for each level of government follows:?*

I. FEDERAL GOVERNMENT

A. For immediate action :

1. Negotiate with State representatives and pass legislation to create a
Federal-State Fiscal Authority.

2. Amend the income tax law to make State income taxes deductible on an
accrual basis even though other expenses are reported on a cash basis.

3. Revise, modernize, and broaden the death-tax credit.

4. Give the Federal estate tax a thorough overhauling, integrating death
and gift taxes, substantially reducing exemptions and coordinating the
Federal and State taxes.

5. Eliminate tax-exempt securities in a manner to secure States and
municipalities against loss arising from the taxability of their securities.

6. Defeat discrimination resulting from State community-property laws
by providing that they shall not apply in the-operation of Federal tax laws.

7. Provide a clearing house and “board of appeals” (Federal-State Fiscal
Authority) for more careful and consistent treatment of payments in lieu
of property taxes on Federally owned property. Such payments should be
generous, espectially during the war.

8. Provide a special joint committee of Congress to consider legislative
proposals for payments in lieu of taxes; provide facilities for maintaining
a permanent inventory of Government property.

9. Allow State sales-tax application to contractors working on Government
orders.

10. Modify and improve the coordination and efficiency in unemploy-
ment compensation by increasing the Federal credit from 90 to 100 percent
and requiring the States to furnish part of the cost of administration.

11. Disallow sales taxes as a deduction in Federal income-tax practice; if
the deduction is retained, make it general and not conditioned upon certain
technicalities in the tax law.

12. Pay more heed to cost of compliance in framing tax laws.

13. Extend the civil-service coverage to include all personnel engaged
in Federal tax administration.

14. Consider the provision of a suitable bond instrumentality for the in-
vestment of State and local surplus funds during the war. This might take
the form of ‘a nonnegotiable bond redeemable after the emergency or upon
a showing of war-created need, and to be matched by the Federal Government
if used for approved public works.*

15. Continue and enhance cooperative efforts to improve State and local
accounting and reporting; provide annual compilation of cost of govern-
ment and total taxes.

16. Expend more effort on Federal-State collaboration in the adminis-
tration of overlapping taxes.

17. Repeal the automobile-use tax, or, if it is retained, require receipt as
a condition for obtaining a State license.

18. Further promote better uniform governmental accounting and re-
porting.

19. Assume the responsibility of annual calculation and publication of
the overall cost of government and other fundamental fiscal data.

20. Cultivate an attitude which regards States and localities as partners
in a joint enterprise.

B. For immediate or future action:

21. Develop in consultation with the States, standard rules for income-
and death-tax jurisdiction; develop suitable rewards for State compliance
with these rules and other suitable procedures so that the Federal Govern-
ment may serve as an umpire in multiple-taxation disputes.

22. Develop in consultation with the States rules of uniform income-tax
procedure ; promote the adoption of such rules looking toward single ad-
ministration of a relatively uniform State and Federal income tax.

3 Ibid., pp. 4145, . .
< 4tWritten before recent developments which cover, to some extent, the needs of the
tates.
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23. Adopt a Federal-collection-State-sharing program for the tobacco tax.

24. Enact legislation providing for Federal incorporation of corporations
doing an interstate business.

25. Provide distribution of welfare grants to the States through a grad-
uated bracket system as suggested in the Connally amendment.

C. For future action:

26. Abandon motor vehicle taxes to the States reserving the right to tax
motor fuel used in aviation.

27. Inaugurate a thorough study of the cost of tax compliance and the
burden of multiple taxation on interstate companies; reserve action on
centralization of business taxes until this evidence is available.

28. Use a public investment technique (if necessary) to cope with post-
war deflation and unemployment; dual budget; creative public works
(health, housing, nutrition, and regional development) ; full liquidation of
outlays.

29. Reduce repressiveness of the tax system by deemphasizing business
taxes and by equalizing burden upon equity-financed companies compared
with those financed by means of indebtedness (through a partial credit to
the corporation for dividends paid out).

30. Broaden Federal aid to include relief and elementary education.

31. Broaden the Social Security program to include uncovered groups
under old-age insurance and unemployment compensation. This would not
only provide more equitable coverage but would also make possible some
simplification of payroll taxes.

32. Recognize a national minimum status for elementary education by
provision of a differential (equalization) grant.

33. Provide controls which will insure improvement in the division of
educational revenues, local districting, and the quality of the educational
product, at the same time insuring against coercive interference with local
autonomy and minority views concerning education.

34. Provide for Federal scholarships to insure the adequate development
of talent through higher education.

35. In the interest of simplification, repeal Federal liquor license fees
retaining licenses where needed for administration.

D. Contingent action:

36. If a Federal retail sales tax is enacted, provide legislative implementa-
tion and administrative action to insure the fullest cooperative use of State
personnel and machinery.

II. STATE GOVERNMENTS

1. Negotiate with Federal representatives and collaborate in the develop-
ment of a Federal-State Fiscal Authority.

2. Negotiate with Federal officials and Congress to inaugurate a program for
the elimination of tax-exempt securities in such manner as not to embarrass
States and municipalities fiscally.

3. Tighten property exemption provisions; relax ceiling and uniformity re-
quirements as to local property tax levies; develop more adequate supervision
of property-tax administration.

4. In collaboration with municipalities, refrain from demanding unreasonable
wartime aid from the Federal Government, thus recognizing the importance of
local independence.

5. Apply surplus revenues, where possible, to the elimination of debt and the
development of a reserve against wartime loss of revenue and post-war need
for public works.

6. When revenues will permit, allow Federal income taxes as a deduction in
calculating State income taxes.

7. Redouble attack on trade barriers, multiple taxation, and special induce-
ments for the location of industry; use of education, reciprocal agreements,
and interstate compacts toward these ends: pass legislation allowing credit to
new residents for automobile license taxes paid in the same year to other States.

8. Collaborate with the Federal Government looking toward Federal arbitra-
tion of jurisdictional disputes and joint determination and promotion of uniform
practices in income and business taxation especially with regard to questions of
jurisdiction.

80-491—67—vol. 1——14
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9. Further collaborate with the Federal Government in the joint administration
of overlapping taxes.

10. Adopt legislation on their own initiative that would make payment of
Federal automobile use tax a condition for the receipt of a State license.

11. Mitigate the “rotten-borough” system by providing more adequate repre-
sentation for cities in State legislatures.

12. Give more consideration to cities in the distribution of shared taxes, partic-
ularly motor-vehicle taxes.

13. Adopt enabling legislation that would permit cities to supplement the gen-
eral property tax with a rental tax on occupiers.

14. Adopt enabling legislation that would facilitate surplus financing during
wartime.

15. Adopt legislation requiring more adequate and more uniform govern-
mental accounting and reporting.

16. Cultivate an attitude that regards all governments as partners in a joint
enterprise.

17. Collaborate with the Federal Government on a broader and more generous
program of Federal aids, accepting controls, but insisting that they be coopera-
tively applied rather than dictated.

III. MUNICIPAL GOVERNMENTS

1. Negotiate with Federal representatives and collaborate in the development
of a Federal-State Fiscal Authority.

2. Negotiate with Federal officials and Congress to inaugurate a program for
the elimination of tax-exempt securities that will not fiscally embarrass States
and municipalities.

3. In collaboration with States, refrain from demanding unreasonable war-
time aid from the Federal Government, thus recognizing the importance of local
independence.

4. Apply surplus revenues, where possible, to the elimination of debt and the
development of a reserve against wartime loss of revenue and post-war need for
public works.

5. Broaden the property tax program by supplementing the property tax with
a rental tax on occupiers.

6. Strictly interpret property tax exemptions.

7. Inaugurate a thoroughgoing study of possible new sources of independent
local revenue.

8. Study successful procedures for safeguarding reserve funds, and enact legis-
lation needed for this purpose.

9. Develop more metropolitan cooperation and the use of large metropolitan
districts for financing functions of common interest.

10. Emphasize raw material producing districts’ claim upon aids and shared
taxes because their tax base does not represent their contribution to the national
product.

11. Demand more equitable representation in State legislatures.

12. Demand more equitable distribution of shared revenues, particularly motor-
vehicle taxes.

13. Provide for more adequate governmental accounting and reporting.

14. Cultivate an attitude which regards all governments as partners in a joint
enterprise.

15. Prepare for collaboration with the Federal Government in a post-war
public investment program.

16. Collaborate with the Federal Government on a broader and more generous
program of Federal aids, accepting controls, but insisting that they be coopera-
tively applied rather than dictated.

It is interesting to note the Groves, Gulick, Newcomer committee’s
consideration of the revenue-sharing concept. A fter taking cognizance
of the time-honored precedent for sharing by the States and their mu-
nicipalities (57 percent of State-collected taxes were distributed to
local units in this way in 1985), the report says that “Sharing involves
more centralization than any other coordination device except reallo-
cation of functions. It involves centralization both as to the levy of
taxes and as to their administration, leaving local discretion only as to



REVENUE SHARING AND ITS ALTERNATIVES 199

expenditure.” The report also points out that the two foreign experi-
ences with revenue sharing, in Argentina in 1934 and in Germany in
1919, were not happy ones. In neither case were the systems readily
adjusted to State needs nor did they foster responsibility : “The shared
taxes led to State and local extravagance in the few years of prosperity
in which they were being distributed, and in time of depression they
brought maldistribution of funds, since the neediest districts in general
received the least.” In view of these and other difficulties, the com-
mittee recommended Federal-State revenue sharing only with respect
to the tobacco tax, on an experimental basis.®

9. JornTt CoNFERENCE ON FEDERAL-StaTE Tax RELATIONS

The Joint Conference on Federal-State Tax Relations, created by
the Council of State Governments, met, in 1947 and 1948. This confer-
ence was attended by the Governors of 15 States, 10 Members of the
House of Representatives, and six U.S. Senators. The House Members
represented the House Committees on Ways and Means and Expendi-
tures in the Executive Departments, and the Senators represented the
Senate Committees on Finance and Expenditures in the Executive
Departments.

In 1947 the conference issued a joint statement of general principles
and immediate objectives urging among other things the reduction of
Federal excise taxes, Federal-State sharing of revenues from inher-
itance and estate taxes, Federal relinquishment to the States of the
Federal tax on employers relating to State employment security pro-
grams and assumption by the States of the administration of these
programs. The recommendations follow: ®

1. That the Federal Government should reduce Federal excise
taxes as soon as practicable;

2. That the Federal Government should amend inheritance
and estate taxes to provide more equitable division of this revenue
between the Federal Government and the States;

3. That the Federal Government should relinquish to the States
the Federal tax on employers levied to cover the administrative
expenses of the State employment security programs, and the
States will assume the responsibility for the administration of the
unemployment compensation and employment service programs;

4. That the Congress take the earliest possible action to correct
by Federal law the income tax inequities existing between the
community-property and the non-community-property States;
and

5. That the States should avoid encroachment upon tax fields
which are peculiarly adaptable to Federal uses.

Also in 1947, the Governor’s Conference met and reaffirmed its be-
lief that the States needed to assume their own responsibilities, urged
the elimination of tax competition between the Federal and State
Governments, and “recommended that future Federal aid legislation
require Federal administrative agencies to confer with and secure ap-
proval from the Executive Committee of the Governor’s Conference 1n

s Ibid, pp. 155-158.
e Councll of State Governments, Federal-State Tax and Fiscal Program (Chicago 1948),
also printed as S. Doc. No. 4, 81st Cong., first sess. (Washington, 1949), pp. 33-34.
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the preparation of rules and regulations governing the administration
of grants to States.” 7

The Subcommittee To Study Intergovernmental Relations of the
Senate Committee on Expenditures in the Executive Department, was
designated by the Joint Conference to prepare a report conforming
to the objectives of the conference. The subcommittee’s report was
submitted to Congress in 1948.5 It set forth the following specifica-
tions as a basis for seeking solutions to the problems of intergovern-
mental relations:®

1. They must strengthen the ability of all units of government,
whether Federal, State, or local, to finance their various functions
and services on a scale commensurate with the relative importance
of each function or service to the people as a whole.

2. They must improve the equity and administrative efficiency
of the country’s overall tax structure.

3. They must promote the country’s economic strength.

4. They must be conducive to economy and efficiency in the
spending of public funds.

5. They must be consistent with the principles of our Federal
system and must preserve the vitality of our State and local gov-
ernments.

This report had been approved by the Federal-State Tax Relations
Committee of the Governor’s Conference.
The Joint Conference of representatives of Congress and the Gov-

ernor’s Conference again met in 1948 and adopted the following
recommendations: 10

1. That grants-in-aid from the Federal Government to the States for con-
tinuing activities be reduced by not less than 209 for the fiscal year 1950 and
that the Federal Government withdraw from or reduce rates in connection with
certain tax fields that can best be used by State and local Governments. Grants-
in-aid from the Federal Government to the States for continuing activities have
increased in the past four years from approximately $950,000,000 annually to
$1,950,000,000; and States and localities, because of demands upon them, are
strenuously searching for additional sources of revenue.

2. That the technical staffs of the appropriate committees of the two Houses
of the Congress and of the Governor's Conference be directed to develop a con-
crete plan in accordance with this over-all policy, such a plan to be submitted to
the appropriate committees of the two Houses of the Congress and to the Gov-
ernor’s Conference,

3. Itisfurther proposed that very soon after the convening of the 81st Congress,
the appropriate committees of the two Houses arrange a joint meeting with
the tax committee of the Governor’s Conference to discuss the general policy
and the proposed plan.

3. First Hoover CoMMIissIoN

The Commission on Organization of the Executive Branch of the
Government (the first Hoover Commission) was created by Congress
in 19471 In referring to the work of the Hoover Commission in the
area of Federal-State relations it is necessary to cite two of its publica-
tions because of the difference in outlook each represents. The Commis-

;’)W. Brooke Graves, American Intergovernmental Relations (New York, 1964), pp. 458~

88. Rept. 1054, 80th Cong., second sess.

° 8. Doc. No. 4, 81st Cong., first sess. (Washington, 1949), p. 34.
1 I'bid, pp. 34-35.

1 Public Law 162, 80th Cong.

45
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sion’s task force report 12 was prepared by the Council of State Gov-
ernments under contract to the Commission. The Commission’s formal
recommendations are contained in its report on Owerseas Administra-
tion, Federal-State Relations, and Federal Research.13

The task force report emphasizes the interrelatedness of the Federal
and State levels of government : “There is no past in which these gov-
ernments were completely separate entities. There is no future in which
completely separated, strong governments may exist.” * While each
level of government possesses functions over which it has, if not sole,
at least primary powers, even in some of these fields there is inter-
actlon and a sharing of functions, according to the report.

The task force warmly endorses Federal grants as a means for ex-
tending governmental services throughout the country which the States
alone would have not been able to supply, and lists as factors that have
strengthened the system the provision of a redistribution of resources
from some of the richer States to others, bringing about a more co-
operative Federal system which has added to the resources and services
of the States, and bringing about a “division of responsibilities, the
National Government giving financial aid and establishing broad
standards, the State governments sharing the fiscal burden and main-
taining primary responsibility for administration.” 5 At the same time
certain deficiencies are recognized : “The existing aggregation of grant
programs, however, has never been coordinated sufhiciently for the de-
vice to serve its full purpose in intergovernmental fiscal relations.” 18
Other “weakening factors” cited by the report are the removal of large
areas of discretionary and administrative powers from the hands of
State officials, and the burdens imposed on State budgets by Federal
concentration on some activities while neglecting others.?” And the
report warns against the dangers of centralization: “With grants goes
control. With control goes power. With power goes centralization—
and in too much centralization lies danger to our entire Federal sys-
tem of government.” 8

To achieve more effective intergovernmental fiscal relations, the task
force report recommended modification of future grants in accordance
with the following criteria : *°

1. National grants should be provided on a broad functional
basis rather than on a piecemeal basis—thus giving the States
discretion in adapting them to their own needs. This criterion does
not eliminate the possibility of concentrating on selected program
goals; in fact, it may permit establishing and expressing such
goals in terms of performance rather than of expenditures.

2. National grants should help support a Nation-wide level of
governmental services which will be acceptable as a national

12 Federal-State Relations, 8. Doc. No. 81, 81st Cong., first sess. (Washington. 1949).
Frank Bane was Executive Director of the Council of State Governments at the time the
report was prepared.

13 Commission on Organization of the Executive Branch of the Government, Overseas
Administration, Federal-State Relations and Federal Research (Washington, 1949), Dean
Acbeson, Vice Chairman of the Commission, and James Forrestal, Commissioner, dissented
from the Federal-State section of the report on the grounds that the Commission had
exceeded its jurisdiction by going into the realm of legislative peolicy, p. 25

14 Pederal-State Relations, op. cit., p. 128,

16 Ibid, p. 128.

18 Ibid, p. 83,

7 Ibid, pp. 127-128.

18 Ibid, p. 129.

10 Ibid, p. 81.
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standard. To this end, the grants should be apportioned to relate
as closely as possible to (a) the need for the service within the
individual States and (b) the capacity of the individual States to
finance the service without disproportionate tax burdens.

3. The cooperation between levels of government which is re-
quired for the successful operation of a grant system necessarily
restricts to some extent, the control which any one government can
exercise over grant expenditures. Nevertheless, national grants and
the programs which they support should be subjected to budget
review 1n both the National Government and the State govern-
ments.

4. National grants should be conditioned upon effective State
administration of the aided programs. The assumption of national
responsibility for financing the aided programs should not be used
to justify the erection, either by statute or by administrative inter-
pretation, of obstacles to the efforts of State governments to adopt
the broad national policies to their local needs and customs.

The task force rejected the block grant or revenue sharing device.
After discussing proposals for unrestricted grants, it concluded
that: > “Assigning complete administration of functions to the States
and financing those functions either through unrestricted block grants
or through the return of national tax yields to the States also present
substantial difficulties. Block grants, for example, would have the ad-
vantage of supplying unrestricted funds to the States; but they would
have the disadvantages of making the States more dependent upon the
National Government for general revenues and possibly increasing
the supervision of the National Government over the States’ general
governmental functions.” However, its recommendation for “broad
functional grants” is viewed as an intermediate arrangement between
the block grant and the narrowly, restricted grants. The broad func-
tional grants “would be restricted to general governmental purposes,
but not to particularized programs. If the national interest were
deemed to extend to certain specific facets of a function (e.g. tuber-
culosis, venereal disease, and epidemic diseases in the general field of
public health), it might be feasible to specify that certain levels of per-
formance be achieved for each of these narrower fields as a condition
for continuance of the whole broad grant but without limiting ex-
penditure of the grant money to the specified objectives.” 2

In its formal report and recommendations the Commission expresses
a more disapproving attitude toward grants-in-aid generally, although
1t is resigned to the fact that they are “a part of the warp and woof of
present day government.” 22 It lists as assets on the one hand and liabili-
ties on the other a set of considerations similar in some respects identi-
cal to the “weakening” and “strengthening” factors listed by the task
force. But it adds, significantly, in its list a broad, general condemna-
tion:?® “Federal grants-in-aid retard and repress the initiatives of the
States in fiancing the growing needs of State and local government,
because such grants frequently result in rewarding those States which
avoid their responsibility and in penalizing those which accept it.”

20 I'vid, p. 130.

2 I'bid, pp. T8-79.
22 Ibid, p. 29.

3 I'bid, p. 82.
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The Commission then states that the effects upon the executive
branch of the Federal Government of grants-in-aid have been to en-
large it by requiring great expansion in many departments and the
establishment of new administrative agencies, to increase national
taxes, and to help account for the development and extension of the
“fourth area of Government” serviced by Federal regional offices.*

Its formal recommendations are as follows:

1. That the functions and activities of government be ap-
praised to determine which can be most advantageously oper-
ated by the various levels of government, and which require joint
policymaking, financing, and administration.

2. That our tax systems—National, State, and local—be gen-
erally revised and that, in this revision, every possible effort
be made to leave to the localities and the States adequate resources
from which to raise revenue to meet the duties and responsibili-
ties of local and State governments.

3. That all grants-in-aid which are given to State governments
directly be budgeted and administered on the Federal and State
levels as are other Federal and State funds.

4. That the grant-in-aid plan and program be clarified and
systematized.

5. That a continuing agency on Federal-State relations be
created with primary responsibility for study, information, and
guidance in the field of Federal-State relations.

Recommendation No. 4 is interesting because of the explanation the
Commission gave for it. In explaining this recommendation the Com-
mission stated that a system of grants should be established, “based
upon broad categories—such as highways, education, public assis-
tance, and public health—as contrasted with the present system of
extensive fragmentation.”? In other words, the Commission car-
ried forward into its formal recommendations the position of the
task force favoring broad functional grants as opposed to block grants
or narrowly, restricted grants.

Recommendation No. 5 resembles the recommendation of the
Groves, Gulick, Newcomer Committee for a Federal-State Fiscal
Authority.

4. KestNBaUM CoMMISSION

The Commission on Intergovernmental Relations, known as the
Kestnbaum Commission after its Chairman, Meyer Kestnbaum, was
established as a temporary body by Congress in 1953, and at the time
was considered the culmination of the work of the Hoover Commission
and earlier reappraisals of the Federal system.?” Section 1 of the act
establishing the Commission declared that:

it is necesary to study the proper role of the Federal Government in relation
to the States and their political subdivisions . . . to the end that these rela-
tions may be clearly defined and the functions concerned may be allocated to
their proper jurisdiction. It is further necessary that intergovernmental fiscal
relations be so adjusted that each level of government discharges the func-
tions which belong with its jurisdiction on a sound and effective manner.

% Ibid, p. 33.

2 Jbid. p. 36.

28 Public Law 109, 83d Cong.

% Report of the Commission on Intergovernmental Relations (1955), herelnafter re-
ferred to as the Kestnbaum Report, p. 5.
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Section 3(b) of the act stated :

(b) The Commission shall study and investigate all of the present activities
in which Federal aid is extended to State and local governments, the inter-
relationships of the financing of this aid, and the sources of the financing of gov-
ernmental programs. The Commission shall determine and report whether there
is justification for Federal aid in the various fields in which Federal aid is
extended ; whether there are other fields in which Federal aid should be extended ;
whether Federal control with respect to these activities should be limited, and,
if so, to what extent; whether Federal aid should be limited to cases of need;
and all other matters incident to such Federal aid, including the ability of the
Federal Government and States to finance activities of this nature.

The Commission was composed of 25 members, including State
Governors, mayors, and Members of the U.S. House and Senate. The
findings of the Kestnbaum Report may be summarized as follows:

1. The Federal system as a whole is in a healthy condition. It has
preserved local autonomy for the States which make their own con-
stitutions and laws. Most States in turn have established a division of
powers and responsibilities between themselves, their counties and
cities, keeping in local hands control of the schools, police, the provi-
sion of most municipal services, the machinery of elections and the con-
trol of the party system. And it makes possible a large degree of
popular participation and consent. The Federal system has met the test
of civil war, accommodated vast territorial expansion while extending
to new States constitutional equality with the old, helped bring about
great economic growth and social advances, shouldered an increased
degree of responsibility for social security and welfare, and enabled the
mustering of resources for waging two World Wars and developing
atomic energy.?

2. There is a danger of overcentralization and a weakening of the
Federal nature of our system as the National Government expands its
activities. Whether the reason for this expansion has been unreadiness
of the States and localities to act on social and economic problems or
overzealousness on the part of the National Government, the fact re-
mains that the proper balance of powers between the levels of govern-
ment have been endangered.? :

3. The strengthening of State and local governments is essentially
a task for the States themselves,* and must be carried through to the
lowest levels of government.?* Most States need to review their con-
stitutions and remove obstacles to more vigorous and effective govern-
ment, improve their systems of representation, improve the efficiency
of their legislative and administrative machinery, provide their gov-
ernors with more authority, develop better techniques of interstate
cooperation, provide more home rule, fewer and stronger local units,
better utilization of the counties, and develop solutions to the crucial
problems of metropolitan areas.®?

4. The National Government needs to pay greater attention to inter-
governmental relations, and to facilitate cooperative or independent
State action. Provision should be made for a permanent agency,

8 Ibid, p. 84.

® Tbid, pp, 4-6, 34—36.
% Thid, p. 37.

8 I'hid, p. 47.

2 Ibid, pp. 56-57.
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located in the executive branch of the National Government, to carry
out these objectives.?®

5. Fiscal imbalances among levels of government must be reduced.
The problem arises because of unequal distributions of tax resources
between the National Government and the States, among the States,
and within the States, and because the States and local governments
are not fully utilizing their revenue capacity. A sustained attack by all
levels of government 1s required.?*

6. The grant-in-aid has become a fully matured device of coopera-
tive government. Where deemed necessary, conditional grants repre-
sent a basically sound technique, despite their piecemeal development
and hodgepodge appearance. Substantial improvement, however, is
desirable in determining both how and when to use them. This can be
accomplished by developing more searching tests of the need for na-
tional participation, better understanding the possibilities and limita-
tions of the grant, and more conscious and skillfull adaptation of legis-
lative provisions and administrative supervision to grant-in-aid ob-
jectives.®

The Report, in its chapters on fiscal relations and grants-in-aid, dis-
cusses the use of a “comprehensive subsidy program” as an alternative
to conditional grants to reduce fiscal disparities and for general gov-
ernmental purposes. It rejects this proposal stating : %

It would doubtless relieve the States of pressing financial obligations, but it
would also relieve them of fiscal autonomy. The Commission believes that, when-
ever possible, decisions to spend and decisions to tax should be made at the same
governmental level, thus encouraging financial responsibility.

The Commission reasons that such grants would have to be safe-
guarded by prescribed standards to insure efficient performance and
equitable distribution of funds, which could entail a high degree of
conformity and uniformity by the States. In addition, the more the
States participated, the higher would be the necessary taxes and the
more each State would insist on its share of the funds: “The spiral
would lead to ever-increasing centralization.” Other objections to un-
conditional grants cited by the Commission are: that subsidies would
not materially relieve pressures for National action for specific objec-
tives, resulting in a piling of conditional grants on top of subsidies, or
enlargement of the field of direct National provision of services, or
both, and the tendency would be for States and localities to rely more
and more on the National Government to levy taxes.? 38

8 Ibid, pp. §6-88.

% Ibid., pp. 90, 92, 99-100, 102-103, 117.

% Ibid., pp. 120, 122-124,

3 Ibid., p. 115.

& Ibid., pp. 115, 121-122,

8 Senator Wayne Morse, a member of the Commission, filed a separate statement dis-
senting from the Report. In his dissent, he stated : “I do not accept the point of view of
those State-Righters who still cling to the notion that the sovereignty of the State Is
superior to the sovereignty of the Federal Government, even if in the exercise of State
sovereignty the general welfare of the people of the Nation as a whole is denied.” Basing
his views on the general welfare clause of the Constitution, Senator Morse said that the
report should have given greater emphasis to the requirement for a coordinated approach
on the part of the State and Federal Governments on all issues that involve the National
interest. He added, ‘I think the report gives undeserved aid and comfort to the ultra-
conservative point of view in respect to the general subiect of Federal and State
sovereignty.” Ibid., pp. 278-279.
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5. JornT FEDERAL-STATE ActioN COMMITTER

In 1956, the former Chairman of the Commission, Meyer Kestnbaum
was appointed by President Eisenhower to the staff of the Executive
Office of the President to follow through on the recommendations of
the Commission. In 1957 President Eisenhower asked the Governor’s
Conference to join him in creating a task force for action with respon-
sibilities for designating functions which the States could assume
from the Federal Government, to recommend the Federal and State
revenue adjustments required to enable such assumptions, and to iden-
tify functions likely to require future Federal or State attention and
recommend the level of governmental effort needed.®®

The result was the creation of the Joint Federal-State Action Com-
mittee whose membership included nine Governors, and seven high-
level Federal officials. The Committee issued progress reports in 1957
and 1958, and a final report in 1960.

The major recommendations of the Joint Action Committee were :

1. The States should take full responsibility for the vocational
education grant programs and the local waste treatment facilities
construction program in return for the transfer of 40 percent
of the revenues from the Federal telephone tax.

2. The State and local governments should increase their finan-
cial responsibility for natural disaster relief and should assume
a greater share of the responsibility for the promotion and regu-
lation of peaceful uses of atomic energy and for handling prob-
lems of urban development, housing, and metropolitan planning.

3. The Federal estate tax should be reviewed so that the Federal
credit for State taxes may be increased and the Federal and State
taxes may be standardized. (The idea that a Federal income tax
credit should be created for income tax payments to the States
was discussed but not acted upon.)

4. A number of categorical public health grants (Venereal
Disease Control, Tuberculosis Control, General Health Assistance,
Mental Health Activities, Cancer Control, and Heart Disease Con-
trol) should be consolidated into a comprehensive grant.

In light of the establishment of the Advisory Commision on Inter-
governmental Relations, the Joint Action Committee recommended
dissolution for itself and it went out of existence in 1960. Before
discussing the ACIR the work of two congressional committees in
the late 1950°s should be noted.

6. TeHE HoUuse SUBCOMMITTEE ON INTERGOVERNMENTAY, RELATIONS

Under the Legislative Reorganization Act of 1946, the Committee
on Government Operations was given the duty of studying inter-
governmental relationships. In the House of Representatives this duty
was delegated to the House Subcommittee on Intergovernmental Re-
lations. In 1953 the report of the Kestnbaum Commission came before
1t and studies and hearings began to be conducted in order to study
Federal-State-local relations, with particular emphasis on grant-in-aid

® Address by President Eisenhower reprinted as Appendix I, Final Report of the Joint
Federal-State Action Committee (Washington, 1960), p. 44.
4 I'bid., pp. 2, 13, 82.
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programs, and to evaluate the recommendations of the Kestnbaum
Commission.*

The subcommittee, in its Report on Federal-State-local Relations,
concluded that categorical grants represent a useful device for harness-
ing cooperative governmental effort in the accomplishment of a na-
tional purpose and recommended that in future legislation Congress
systematize categorical grants, and that a permanent Advisory Com-
mission on Intergovernmental Relations be established. The subcom-
mittee also raised the issue of the basis of distribution of Federal
grants for purposes of equalization including the question of what
would be an equitable measure of State-local fiscal effort.+?

7. Tee JoinT Ecoxosmic COMMITTEE

In 1957 the Subcommittee on Fiscal Policy of the Joint Economic
Committee undertook a study of Federal expenditure programs in
terms of their impact on the level of economic activity and the stand-
ards for public expenditures to promote overall economic growth in
the long run. Ninety-seven experts from universities, business, research
groups, and government were invited to prepare papers on a wide
range of topics dealing with major issues affecting Federal spending
programs. A number of the papers, representing a wide range of
viewpoints, dealt with the “Level at Which Public Functions Are
Performed” and other aspects of Federal-State-local fiscal relations
and the impact of Federal grants. The papers were printed in a com-
pendium and were followed with hearings during which the experts
responded to questions by members of the committee. The subcom-
mittee then issued a report which was printed carly in 1958.43

‘The subcommittee, in conducting its inquiry, was concerned primar-
ily with the impact of Government activity on attainment of the Na-
tion’s basic economic policy objective: “A high rate of growth produc-
tive capacity with minimum fluctuations in the rate of resource use and

41 Publications during the late 1950's of the subcommittee, known as the Fountaln Sub-
committee after its Chairman, Representative L. H. Fountain, include the following:

. Recommendations and Major Statement of the Commission on Intergovernmental Rela-
tions, Annotated to Show Method of Implementation and Federal Agency and Program
Affected (August 1956).

Staff Report on Replies From Federal Agencies to Questionnaire on Intergovernmental
Relations (August 1956).

Intergovernmental Relations in the U.S., a Selected Bibliography (November 1956).

Replies from State and Local Governments to Questionnaire on Intergovernmental Rela-
tions, 8izth Report by the Committee on Government Operation (June 1957).
Federal-State-Local Relations. Hearings (July 29, 30, 31, 1957).
Federal-State-Local Relations, State and Local Oficials. Hearings (September—-December

1957).

Federal-State-Local Relations, Dade County (Fla.) Metropolitan Government. Hearings
(November 21, 22, 1957).

Fede{gé-g)tate-bocal Relations, Joint Federal-State Action Committee. Hearings (Feb-
ruary, .

(Fnggzalégtaigzs-ggcal Relations, Nongovernmental Organizations and Individuals. Hearings

'eb. 24, 25, 1 .

Fede;aé-)State-Local Relations, Federal Departments and Agencies. Hearlngs (March—
June 1958).

2 For a fuller discussion of the Fountain Subcommittee’s recommendations, see J. A,
Maxwell, “Recent Developments in Federal-State Financial Relations,” National Taz
Journal, vol. XIII, (December 1960), pp. 310-319.

4 Representative Wilbur D. Mills was chairman of the subecommittee. The following
publcations resulted from the study : -

Federal Expenditure Policy for Economic Growth and Stability: Papers Submitted by
Panelists Appearing Before the Subcommittee on Fiscal Policy (Nov. 5, 1957).

Federal Ezpenditure Policy for Economic Growth and Stability: Hearings. (Nov. 18-27,

1957).
Federal Ezpenditure Policies for Economic Growth and Stability. Report (Jan. 23, 1958).
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in the general price level.” #* At the outset of the hearings subcom-
mittee Chairman Wilbur D. Mills stated that while recognizing that
many other considerations enter into the determination of the scope
and character of Federal Government activity, which in many in-
stances must be ruling:

Nevertheless, we cannot ignore the economic consequences of any Govern-
ment spending program if we are to be assured that Government will most
greatly enhance or least interfere with the conditions requisite to economic
progress.

The report of the subcommittee set forth “broad principles to assist
in the formulation of Federal expenditure policies in the light of the
Employment Act objectives.” ° The “broad principles” set forth in
the report dealing directly with fiscal federalism are as follows:

s * * * L3 * B

1}. The scope and character of Federal spending programs should reflect, where-
ever possible, the comparative economic advantages of the Federal, State,
and local governments and of private enterprise in achieving program
objectives

The dynamic qualities in the Nation’s political and economic development
have resulted in frequent changes in the relationships among the Federal,
State, and local governments, and between the public and private sectors of the
economy. No clearly established division of responsibility for satisfying chang-
ing demands has emerged in this development. Thig flexibility, while possibly
posing the danger of undue concentration of power at the Federal level, also
may be a major source of strength in the economy, since it affords assurance that
changing demands for services in response to changes in conditions required for
economic growth need not be frustrated by institutional barriers.

The nature of the problems and objectives giving rise to many Federal pro-
grams precludes substantial and effective non-Federal participation. On the
other hand, many types of activities performed by the Federal Government also
can be and are performed by State and local governments and in the private
sectors of the economy. Apart from the generally recognized social and political
virtues in minimizing Federal responsibility for such functions and activities,
considerations of the economy’s growth potential also require Federal programs
to be so formulated as to give non-Federal organizations every opportunity to
determine whether they can efficiently participate in achieving the desired
objectives.

15. Failure of State and local governments and private enterprise to recognize
and to respond quickly to new demands must be expected to result in public
pressure for the Federal Government to expand its activities

The historical record shows that the public has turned readily to the Federal
Government when other agencies failed to meet new or expanded demands. and
that the Federal Government has not been able to defer very long taking the
action demanded of it. Revision and expansion of eduecational programs and
of basic research efforts are the most important cases in point at the present
time. The significance of these programs for the Nation’s defense preparation
and for economic growth has suggested to many the occasion for Federal Govern-
ment action. The prospect for such pressures was stressed by the Subcommittee
on Economic Stabilization of the Joint Economic Committee in its 1955 study
of automation and technological change. The subcommittee pointed out. how-
ever, that first responsibility for meeting the demands for technical and scientific
skills should fall upon local communities and upon the individuals and businesses
interested in such competence.

These and similar programs are those in which a major role of the Federal
Government, in the past, has been to stimulate activity in the non-Federal sectors
of the economy. Whether that role now is to be substantially expanded well may
depend on the speed with which agencies other than those of the Federal Gov-
ernment respond to the new and rapidly increasing demands.

19:81;"ede1:2al Expenditure Policies for Economic Growth and Stability. Report (Jan. 23,
58), p. 2.
45 Ibid, p. 1.
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16. Federal participation in activitics shared by State and local governmcents
and private enterprise should be aimed primarily at improving the effective-
ness of thesc activities and should avoid merely transferring responsibility
for them to the Federal Government. .

In the field of education, for example, the basic objective is to improve
the quality of curriculum and instruction at all grade levels as well as to increase
the number of teachers, classrooms, and enrollments in advanced institutions.

Achieving this objective will require reappraisal and revision of the basic
substance of educational programs at the elementary, secondary, and advanced
levels. Although these revisions will not be achieved merely by increasing
expenditures, they should be expected to result in rising costs. since they will
require relatively more and better resources than now are available. In view
of this prospect, efforts to improve education programs should seek every possible
opportunity to exploit technological advances. The use of television as a means
of supplementing present instrumental techniques, for example, suggests numer-
ous other low-cost, high-return capital outlays which might well be made,
particularly at the secondary and advanced levels of education. More intensive
use of existing school plant and equipment may also serve to reduce the real costs
of expansion and improvement of the Nation’s education programs.

There is no evidence that the extent of the increase in these costs depends
significantly on whether responsibility for improving educational programs is
assigned to the Federal, State, or local governments or to the private sector of
the economy. The role of the Federal Government in this effort, therefore, should
be determined on other grounds.

Some of the participants in the subcommittee’s study urged greater Federal
responsibility for educational programs on the basis that the extra demands on
resources in education arise from national rather than local requirements.
Whether the national interest in education is greater than, or even different from,
that of the States and localities cannot be objectively determined. In any case,
since the real costs of the desired improvements will not be materially affected
by shifting responsibility, greater financial participation by the Federal Govern-
ment, if deemed necessary, should avoid obscuring these costs lest States and
localities be encouraged to divert their resources to programs of lower social
priority, with a consequent loss to the economy as a whole.

Statutory and constitutional provisions limiting their financial resources may
inhibit States and localities from promptly assuming increasing responsibility
for public functions. Such limitations cannot be realistically ignored in the formu-
lation of Federal expenditure policies. Where these are the principal constraints
faced by State or local governments, however, ‘the efforts of the Federal Gov-
ernment should be directed primarily toward the development of an expanded
fiscal capacity at the State and local level.

Very much the same considerations are involved in the case of improving and
expanding research activities. The subcommittee’s hearings brought out the fact
that a major obstacle to more effective research programs is the difficulty in
establishing criteria for the allocation of highly limited and specialized research
gkills and equipment. It is agreed generally that a significant expansion of
research efforts is required. Success in this respect, however, depends at the out-
set on improving the organization of research resources and their allocation
into more productive lines of inquiry. Merely providing substantial increases in
¥ederal outlays for these programs may serve only to transfer available research
skills and facilities from the private sectors of the economy to the Federal Gov-
ernment, without materially improved results. Such competition may, in fact,
iiisrupt current research efforts in which the Federal Government has a major
nterest.

The subcommittee’s study brought out clearly the importance of expanding
activity in pure research as the basis for continued technological advance and,
therefore, economic growth. The study also revealed the limitations on present
knowledge concerning the conditions and incentives necessary for long-run ex-
pansion of pure research efforts. It seems clear that over much of the period of
this Nation’s industrial development, the complex of patent laws, the tax system,
and other institutional arrangements provided a setting highly conducive to
rapid exploitation of applied research and developmental activity. Further
study and analysis is required to determine the adequacy of these arrangements
under today's conditions, and more particularly, to determine whether these
arrangements are consistent with the growing requirements for pure research.
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A number of the participants in the subcommittee’s study maintained that, in
view of the highly uncertain results, it is unlikely that private enterprise can
be expected to undertake of its own initiative a major part of these pure re-
search activities. However significant this limitation may be, it does not neces-
sarily follow that merely enlarging research establishments within the Federal
Government will achieve the desired objective. A necessary first step is determin-
ing the present availability and use of research talent and facilities in busi-
ness, the universities, private research organizations, and at all levels of govern-
ment. Federal research programs should seek closer integration and better or-
ganization of research activities. Such improvements are fundamental in as-
suring the greatest possible productivity from any increase in Federal research
outlays.

8. Tue Apvisory CoMMISSION ON INTERGOVERNMENTAL RELATIONS

The Advisory Commission on Intergovernmental Relations was
created by Congress in 1959.4¢ The statute requires that it be composed
of representatives from the three levels of government: three Federal
executives, three U.S. Senators, three Congressmen, four Governors,
three State legislators, three county officials, four mayors, and three
private citizens.*” In addition to providing a forum for the discussion
of problems common to Federal, State, and local governments and
that are likely to require intergovernmental cooperation and to mak-
ing available technical assistance to the Federal Government in deter-
mining the overall impact of proposed legislation on the Federal sys-
tem, the ACIR is specifically authorized to—

1. Give critical attention to the conditions and controls involved
in the administration of Federal grant programs.

2. Recommend within the framework of the Constitution, the
most desirable allocation of governmental functions, respon-
sibilities, and revenues among the several levels of government.

3. Recommend methods of coordinating and simplifying tax
laws and administrative practices to achieve a more orderly and
less competitive fiscal relationship between the levels of govern-
ment and to reduce the burden of compliance for taxpayers.

The work of the ACIR is reflected in its policy reports, which con-
tain formal recommendations, and its staff studies and information
reports. The recommendations are directed to various levels of gov-
ernment for legislative or administrative action. Since its inception
the Commission has adopted 29 policy reports involving close to 300
recommendations. The recommendations affect a wide range of mat-
ters from grants-in-aid to local fiscal relations, from coordination of
Federal agencies to metropolitan planning, central city and suburban
soclal and economic disparities, building codes, and Federal-State co-
ordination of personal income taxes.

ACIR recommendations may be divided into three general catego-
ries: taxation and finance, governmental structure and functions, and

¢ Public Law 380, 80th Cong.

4" The Chairman of the Commission from 1959 to 1966 was Frank Bane who was Execu-
tive Director of the Council of State Governments at the time that the Task Force Study
on Federal-State Relations for the First Hoover Commission was conducted. The present
Chairman is Gov. Farris Bryant. L. L. Ecker-Racz who was a member of the staff of the
Groves, Gulick, Newcomer Comimittee at the time of its report on Federal, State and
Local Government Fiscal Relations was prepared, was Assistant Director of ACIR until
he retired in 1967.
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metropolitan areas.*® Of primary interest to this discussion are the

ones dealing with taxation and finance, which include the subject of
rants-in-aid. A list of the recommendations to date in this category
ollows:

1. Hstate and gift taxes (January 1961)

Amendment of the Internal Revenue Code to increase the credit against the
Federal estate tax for inberitance and estate taxes paid to the States, such
amendment to be effective with respect to any given State only after (a) State
legislative action to shift the State tax from an ‘‘inheritance base” to an “estate
base” and (b) legislative action adjusting State tax rates to assure that the
effect of the increased credit would redound to the benefit of the State treasury
rather than to individual Federal taxpayers.

2. Investment of idle cash balances (January 1961)

Where such authority does not now exist, enactment by States of legislation
authorizing State and local governments to invest their idle funds in interest-
bearing deposits with insured institutions and in obligations of the State or the
Federal Government. (Mayor Celebrezze did not concur in this recommenda-
tion.)

Technical assistance by financial officers of the State government to smaller
local units of government with respect to the desirability of, and opportunities
for the investment of idle funds.

Cooperative action by the U.S. Treasury Department and State and locrl
finance officers designed to provide full and current information regarding the
investment opportunities in short-term Treasury obligations, including exploring
the desirability of special Treasury issues particularly designed to meet the
needs of State and local government.

3. Public Health grants (January 1961)

Amending the Public Health Service Act of 1944 to grant authority to States
to transfer funds up to 33% percent among specific health categories of Federal
grants-in-aid for tuberculosis, venereal disease, heart disease, and cancer con-
trol and general health services;

Amending the Public Health Service Act of 1944 to place Federal grants-in-aid
for the aforementioned categories under a single apportionment and matching
formula instead of the different formulas now existing. (HEW Secretary
Flemming did not concur in these recommendations.)

4. Reassessment of Federal grants-in-aid (June 1961)

The enactment by the Congress of a general statute, applicable to any new
grants which may be enacted in the future, to provide that each new grant would
be reenacted, terminated, or redirected at the end of 5 years, depending upon
the results of a thorough reexamination of the grant by the cognizant legis-
lative committee of the Congress. (Senator Leslie Cutler did not concur in this
recommendation.)

Periodic review by congressional committees and executive agencies of the
status of Federal grants-in-aid now in existence.

5. Legislative and tar jurisdiction over private property on Federal areas
(June 1961)

(a) Favorable congressional action on pending legislation to authorize and
direct Federal agencies to retrocede legislative jurisdiction to the States over
U.S. Government properties as rapidly and extensively as consistent with their
essential needs.

(b) That the States enact legislation, if required, to enable them to accept
jurisdiction.

(¢) That the President and Governors support implementation of the legisla-
tion.

¢ These are the categories employed by ACIR itself in its report on the 5 years of its
activities and its future role. Joint Hearings Before the Subcommittees on Intergovern-
mental Relations, 89th Cong., first sess. (May 25, 26, and 27, 1963).
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6. Cooperative tar administration (June 1961)

(@) The enactment by the States of legislation authorizing the exchange of
tax records and information among States and with the Federal Internal Reve-
nue Service.

(b) Joint action by the Treasury Department, the Council of State Govern-
ments, and the Commission’s staff to identify those State and local records
and types of information that are potentially useful for the administration of
Federal income and other taxes.

(¢) Development by the States for submission to the Treasury Department
and the Congress of a proposal for the admission of State and local tax enforce-
ment personnel to training programs conducted by the Internal Revenue Service
(authorized by Public Law 87-870).

(d) Favorable consideration by the Congress of pending legislation to author-
ize the Internal Revenue Service to perform statistical and related services for
State tax agencies on a reimbursement basis (enacted, Public Law 87-870).

7. Local nonproperty taxes (September 1961)

(e¢) Providing cities and adjoining jurisdictions in large metropolitan areas
with uniform taxing powers and authority for cooperative tax enforcement.

(b) Authorizing the addition of local tax supplements to State sales and
income taxes where these taxes are used both by the State and a large number
of local governments.

(¢) Permitting pooled administration of similar local taxes levied by numerous
local governments.

(d) Limiting local governments to the more productive taxes and discourag-
ing the smaller jurisdictions from excessive tax diversity.

(e) Providing State technical assistance to local tax authorities including
tax information, training facilities for local personnel, access to State tax records
and where appropriate, using sanctions against State taxpayers who fail to
comply with local tax requirements.

8. Local government debt (September 1961)

(a) Maximum flexibility for local government borrowing with any governing
State provisions being as comprehensive and uniform in character as possible.

(b) Vestment of authority to incur debt with the governing bodies of local
governments, subject only to a permissive referendum if petitioned by the voters
and resolved generally by a simple majority vote.

(¢) Repeal of constitutional and statutory provisions limiting local govern-
ment debt by reference to the local property tax base (Mr. Michaelian and Mr.
Burton did not concur in this recommendation).

(d) Provision by the States of technical assistance to local governments
regarding debt issuance and State prescription of the minimum content of public
announcements of local bond offerings.

(e) Consideration by the States of a substitute basis for the regulation of long-
term local debt; namely, by reference to the net interest cost of prospective bond
issues in relation to the prevailing yield of high-quality municipal securities
(Mayor Clinton, Senator Cutler, and Mr. Burton did not concur in this recom-
mendation).

9. State constitutional and statutory limitations on local tazing powers (October
1962)

(@) Statutory provisions are preferred to constitutional provisions.

(b) Use of full market value of taxable property as the basis is preferred to
fractional assessed value.

(¢) Limitations on local functions n general are preferred to singling out
individual functions.

(d) Capital financing and debt service needs should be excluded.

(e) Provision should be made to enable local governing bodies to obtain
relief from tax limitations either by reference to the electorate or administra-
tively by a State agency.

(f) The electorate should always have power to initiate referendums on pro-
posed rate increases.

(g) If governing bodies and citizens are provided with the avenues of relief
specified in (¢) and (f), then tax limits embracing all overlapping local taxing
jurisdictions are preferred to single jurisdiction limits,

(h) Home rule charter counties and cities should be excluded from tax rate
limitations.
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10. The role of the States in strengthening the property ta (June 1963)

(a) Each State should take 4 hard, critical look at its property tax law and
rid it of all features which cannot be administered as written, encourage tax-
payers’ dishonesty, force administrators to condone evasion and which, if
enforced, would impose an intolerable tax burden. Each State should exclude
from its property tax base any component it is unwilling or unable to admin-
ister completely.

(b) To give legislatures and Governors flexibility and responsibility for pro-
ducing and maintaining equitable, productive, administrable property tax sys-
tems, constitutions should be divested of all details that obstruct sound
utilization and administration of the property tax.

(c) No new changes in the property tax system, whether by exemption or
classification, should be undertaken without weighing the effect on facility of
administration. Where administration has been needlessly complicated by such
changes in the past, the defects should be eliminated wherever feasible.

(d) In any State where the laws governing assessment administration have
not been carefully reviewed and recodified in recent years and where ambiguities,
inconsistencies, and other weaknesses have developed, the laws should receive
a thorough reexamination, overhauling, and recodification.

(e) In the instance of any class of self-assessed personal property, unless the
local assessor is given adequate means to audit the declarations of the taxpayers,
the property should be assessed by the State or the tax on such property
abolished.

(f) Both the legislative and executive branches of the State governments
should study the property tax as consistently as the other major sources of
State-local revenue and treat it as an integral part of overall State and local
financial planning. Adequate provision should be made for continuing study
and analysis in the research divisions of State tax commissions and tax depart-
ments and by the interim tax study committees, legislative councils, and legisla-
tive reference bureaus of State legislature, with workable liaison arrangements.

Eliminating Underassessment

(@) The States should eliminate all requirements for fixed levels of assess-
ment except for specifying the minimum assessment ratio (in relation to market
value) below which assessments may not drop, and use for equalization and
measurement purposes the annual assessment ratio studies conducted by their
State supervisory agencies, as follows :

(1) The determined average level of assessments in each of a State’s
assessment districts would provide the basis for tax equalization in taxing
districts located in more than one assessment district and for equalizing
State grants for schools and similar purposes.

(2) The determined figures for the market value of taxable property in
each taxing district would be the base for all regulatory and partial tax
exermption provisions now related to assessed valuations or valuations equal-
ized at fractional levels.

(b) In conjunction with adoption of the foregoing course of action, a State
should conduct a thorough reevulation of all regulatory and partial tax exemp-
tion provisions that have been related to assessed valuation, consider the de-
sirability of their continuance from the point of view of sound policy, and, for
any that may be continued, make such adjustments as are called for by new
market value relationships.

(c) Because there is a tendency for nonuniformity of assessment to increase
when property is assessed at low fractions of full value, it is important to use
as high a floor as is feasible in setting minimum assessment levels.

Tax Exemption

(a) In order that the taxpayers may be kept informed, each State should
require the regular assessment of all tax exempt property, compilation of the
totals for each type of exemption by taxing districts, computation of the per-
centages of the assessed valuation thus exempt in each taxing district, and
publication of the findings, including the function, scope, and nature of activities
so exempted.

(b) Outright grants, supported by appropriations, ordinarily are more in keep-
ing with sound public policy and financial management, more economical, and

80-491—67—vol. 1—15
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more equitable than tax exemptions and should be used in preference to the
latter, with allowance for such exceptions as are clearly indicated by the public
interest. No tax exemption for secular purposes should be initiated or continued
which would not be justifiable as a continuing State budget appropriation.

(¢) In the instance of mandatory tax exemptions extended to individuals
for such purposes as personal welfare aid (the aged) and expressions of public
esteem (the veterans), the States should reimburse the local communities for
the amounts of the tax “loss.”

Centralization of Assessment and Assessment Supervision

(@) Centralized assessment administration with more inclusive centralization
when dictated by efficiency should be considered for immediate adoption by some
States and for ultimate adoption by most States because it offers an uncom-
plicated and effective means of obtaining uniformly high-standard assessing
throughout a State by the use of an integrated professional staff following
standard methods and procedures under central direction.

(b) The geographical organization of each State’s primary local assessment
districts should be recomstituted, to the extent required, to give each distriet
the size and resources it needs to become an efficient assessing unit and to pro-
duce a weli-ordered overall structure that makes successful State supervision
feasible.

(¢) No assessment district should be less than countywide and when, as in
very many instances, counties are too small to comprise efficient districts, multi-
county districts should be created.

(d) All overlapping assessment districts should be abolished to eliminate
wasteful duplication.

(e) The State’s share in joint State-local assessment administration should
be vested in a single agency, professionally organized and equipped for the job,
and headed by a career administrator of recognized professional ability and
knowledge of the property tax and its administration.

(f) In States in which tax administration is coordinated in a central tax
department, the agency should be a major division of that department ; in States
where organization for tax administration is diffused the agency should be given
due prominence as a separate department or bureau. Under the latter condition,
particularly when strong central executive control is lacking, it may be desirable
to have the career administrator serve under a multimember commission ap-
pointed for overlapping terms.

(9) The State supervisory agency should be responsible for assessment super-
vision and equalization, assessment of all State-assessed property, and valuation
research, with adequate powers clearly defined by law.

(h) The State supervisory agency should be empowered to establish the
professional qualifications of assessors and appraisers and certify candidates
as to their fitness for employment on the basis of examinations given by it or of
examinations satisfactory to it given by a State or local personnel agency, and
to revoke such certification for good and sufficient cause. No person should be
permitted to hold the office of assessor or to appraise property for taxation who
is not thus certified.

(i) Assessors should be appointed to office, with no requirement of prior dis-
trict residence, by the chief executives or executive boards of local governments
when assessment districts are coextensive with such governments and by the
legally constituted governing agencies of multicounty districts; they should be
appointed for indefinite, rather than fixed, terms; and should be subject to
removal for good cause, including incompetence, by the appointing authorities.

(i) To avoid obstruction to local recruitment and retention of competent
professional presonnel, State legislatures should not prescribe or limit the sal-
aries paid certified local assessors and appraisers.

(k) State legislatures should prescribe, or authorize the State supervisory
agency to prescribe, and in either case authorize the agency to enforce minimum
professional staffing requirements in all local assessment districts. Legislatures
should authorize the supervisory agency and any local districts to enter into
agreements under which the agency will provide the district with specified
technical services.

(?) Bach State should (a) evaluate the structure, powers, facilities, and
competence of its present agency or agencies for the supervision of assessment
administration; (b) in continuing the existing setup or in creating one more
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suitable, determine and establish clearly its proper and necessary functions,
services and powers and equip it with adequate and appropriate personnel
and facilities for meeting its responsibilities; and (¢) provide for continuing
systematic evaluation, by the legislative as well as the executive branch, of the
usefulness of the agency and the means of improving its utility.

(m) In any State establishing professional qualifications for assessors and
appraisers, the State supervisory agency should cooperate with educational in-
stitutions in planning and conducting preentry courses of study, and should con-
dQuct or arrange for regular internship training programs.

(n) To guard against weak spots among local assessing districts and to assure
that assessing throughout the State meets at least acceptable minimum stand-
ards, each State should determine by thorough research the minimum level
of acceptable assessment performance and require the State supervisory agency
to provide for appropriate assessment administration, at distriet expense, in
those local districts that fail to meet the minimum standards. (Senator Muskie
did not concur in this recommendation.)

State-Assessed Property

(a) State assessment should be extended to all property types (a) which
customarily lie in more than one district and do not lend themselves to piece-
meal local assessment, (b) which require appraisal specialists beyond the eco-
nomical scope of most local district staffs, and (¢) which can be more readily
discovered and valued by a central agency.

(b) The division of assessment jurisdiction between State and local agencies
should be clear both to taxpayers and assessors.

Studies and Reports

(¢) The State agency responsible for supervision of property tax admin-
istration should be empowered to require assessors and other local officers to
report data on assessed valuations and other features of the property tax, for
such periods and in such form and content as it prescribes, in adequate detail
to serve its needs for supervision and study. The agency should be required to
publish meaningful digests of such data annually or biennially.

(b) The State supervisory agency should be required to conduct, annually
comprehensive assessment ratio studies, in accordance with sound statistical
procedures, of the average level of assessment and degree of uniformity of assess-
ment over all and for each major class of property, in all assessment districts of
the State. The agency should be required to publish the findings of each study,
both as to the quality and average level of assessment, in clear, readily under-
standable form.

(c) States should take all feasible steps to facilitate the compilation of com-
parable interstate property tax information by the Bureau of the Census, par-
ticularly by improving and standardizing their own collection, compilation, and
analysis of essential data.

Taxpayer Appeals

(¢) The present administrative-judicial heirarchy of agencies for assessment
review and appear in most States should be objectively evaluated and reconsti-
tuted, as necessary, to provide the remedies to which taxpayers are entitled,
but do not now receive under the uniformity provisions of State laws and the
equal protection clause of the 14th amendment.

(b) The review machinery should have a two-level organization, with both
the local and State agencies serving only an appellate function and being pro-
fessionally well staffed for that purpose; the State agency—either an adminis-
trative board or a tax court—should be separate from any State agency for
property tax administration, should be an appellate body to hear appeals from
decisions of local review agencies and from central assessments by the State
supervisory agency, and should include a small claims division with a simple,
inexpensive procedure; appeals from the State agency, but on questions of law
only, should be to the supreme court of the State.

(¢) To aid the taxpaver in proving inequitability in his assessment (a) the
State supervisory agency should be required, following sound statistical pro-
cedures, to make and publish the findings of annual assessment ratio studies
which, in addition to serving the purposes of supervision and equalization, will
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inform the taxpayer of the average level of assessment in his district; and (b)
the legislative should provide that the assessment ratios thus established may
be introduced by the taxpayer as evidence in appeals to the review agencies on the
issue of whether his assessment is inequitable.

12. Industrial development bond financing (June 1963)

(a) The Commission recommends that the States restrict and reguldte by law
the precise conditions under which local governments may engage in this activity,
as follows:

(1) Subject all bond issues to approval by a State supervisory agency;

(2) Restrict authority to issue such bonds to counties and municipalities ;
deny the authority to special districts;

(8) Give priority to communities with surplus labor, outside the area of
the effective operation of conventional credit and property leasing facilities;

(4) Limit the total amount of such bonds which may be outstanding at
any one time in the State; and

(5) Prohibit such financing for the “pirating” of industrial plants by one
community from another.

(b) The Commission recommends that local industrial development bond
financing be confined to rural areas. States desiring to stimulate employment
in urban and industrial areas, ean accomplish this best by a program of second
mortgage loans to supplement local civie and conventional financing or by State
guarantees of conventional loans.

(¢) The Commission finds the industrial development bond device particu-
larly offensive when it is used to finance plants for strong national firms which
themselves have access to adequate financing through conventional channels. The
abuse is especially glaring when the firm itself acquires the tax-exempt bonds
jssued to finance the plant it occupies, thus becoming also the beneficiary of
tax exempt income. Therefore the Commission recommends that the Congress
amend the Internal Revenue Code so that the firms which buy the tax-exempt
bonds themselves cannot deduct as a business cost the rents paid for the use
of industrial plants built with these bonds.

18. The role of equalization in Federal grants (January 1964)

(@) The national policy considerations which require Federal grant programs
require also that, with important qualifications, the distribution of Federal
grants among the States take account of the relative inequalities in the fiscal
capacities of the States (together with their local governments) in such a way as
to facilitate the achievement of a more uniform level of minimum program
standards in all States.

(b) The equalizing aim of Federal grant distributions should be limited
to the functions and services specifically related to and involved in national
objectives and only to the minimum service levels consistent with these national
objectives.

(c) Explicit equalization provisions are inappropriate to several categories
of grants, including (¢) planning and demonstration grants, () stimulation
grants, (¢) grants to meet localized emergencies, and (d) grants which cover
tax exempt income. Therefore the Comission recommends that the Congress
substantially all of the program costs. Apart from these exceptions, Federal
grant distributions should reflect differences in the States’ relative fiscal ca-
pacities to support the particular program or services at the required mini-
mum level. This conclusion is subject to the overriding qualification that where
program need is proportionate to relative State fiscal capacity, the objectives
of an equailzation grant can be met without use of an explicit equalizing pro-
vision.

(d) To the extent practicable, equalization provisions, introduced through
both allocation and matching requirements, should aim for a reasonable uniform
level of minimum program performance in every State; that uniformity in the
mechanies of the equalization provisions is preferred over variety; and that
statutory specification is preferable to administrative discretion.

(e) Departments and agencies charged with the administration of Federal
grant programs should be required by the President to review periodically (a)
the adequacy of the need indexes employed in their respective grant programs,
and (b) the appropriateness of their equalization provisions and that this review
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be coordinated by the Bureau of the Budget. This requirement may be coordi-
nated with the periodic congressional review of grants-in-aid recommended in
an earlier report of this Commission and embodied in legislation pending before
the present Congress.

(f) The President, through his Executive Office, should provide for the de-
velopment of plans and procedures to assemble the data required for improving
measures of State relative fiscal capacity and a tax effort for use, to the extent
practicable, on a Governmentwide basis and to collect and tabulate such neces-
sary data on a continuing basis.

14. State-Federal overlapping in cigarette tazes (September 1964)

(a) That the Governnors direct their tax policy officials to explore with
representatives of the tobacco industry the procedures that would be required to
place the cigarette tax on a return basis at the manufacturing level in such
a way that the burden on the industry would be minimized.

(b) That the Treasury Department, Internal Revenue Service, participate
in this exploration, which should include the potential scope of Federal-State
administrative cooperation.

15. The intergovernmental aspects of documentary tazes (September 1964)

(a) Congress should amend chapter 34 of the Internal Revenue Code to re-
peal the stamp tax on conveyances, such repeal to be effective 3 years after its
enactment.

" (b) When the Federal tax on real estate transfers is repealed, those States
without such a tax should consider it for use at either the State or local level.

16. Federal-State coordination of personal income tazes (October 1965)

(a) The proper role of the personal income tax in a State’s tax system must
be determined by the State, for itself, on the basis of its revenue needs, resources,
and its people’s preference among types of taxes. However, in formuldting their
tax policies, States without the personal income tax should give early and care-
ful consideration to incorporating it into their tax system and States presently
employing a relatively ineffective income tax should strengthen it.

(0) Extensive use of the Federal personal income tax since 1940 has retarded
the State personal income tax movement and this deterrent should be neutralized
in order to enable the States to help themselves before Congress is asked to
congider other general forms of Federal financial aid. Congress should amend
the Internal Revenue Code on a prospective basis to give Federal income tax-
payers an option to either (a) continue itemizing their income tax payments to
State and local governments or () claim a substantial percentage of such pay-
ments as a credit against their Federal income tax liability.

(c) The States should bring their income tax laws into harmony with the
Federal definition of adjusted gross income, modified to allow the deduction
of individuals’ income earnings expenses and for such additions to the tax base
as considerations of base-broadening and equity make feasible, ’

(d) To encourage experimentation with Federal collection of State income
taxes, Congress should authorize the Internal Revenue Service, and State legis-
latures should authorize their governors, to enter into mutually acceptable agree-
ments for Federal collection of State income taxes.

(e) The States should continue to allow credits to their residents for personal
income taxes they pay to other States and those States that now allow a non-
resident credit should repeal such nonresident provision.

(7) The States should adopt the following definition of “residence” :

“A resident individual means an individual (@) who is domiciled in this State,
unless he maintains no permanent place of abode in this State, maintainsg a per-
manent place of abode elsewhere, and spends in the aggregate not more than 30
days of the taxable year in this State; or (b) who is not domiciled in this State
but maintains a permanent place of abode in this State and spends in the ag-
gregate more than 183 days of the taxable year in this State.”

- The State tax agency should be authorized to enter into reciprocal agreements
to eliminate potential double taxation that might result from conflict in inter-
pretation of the residence rule. )

(9) Taxation of personal income should be done at the State rather than the
local level, but if local income taxes are also levied, they should be authorized
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only in the form of a supplement (“piggy-back”) to be administered with the
State tax. States electing to relinquish the personal income tax to their local
governments are urged (a) to limit them to as large taxing areas as possible,
ideally coinciding with the boundaries of trading and economic areas, (b) to pre-
scribe rules governing taxpayers, tax base rates, ete., uniformly applicable to all
local taxing jurisdictions, and (¢) to provide technical assistance in the admin-
istering and enforcement of local income taxes.

17. Grant consolidation (April 1967)

The enactment of a statute by Congress authorizing the President to prepare
grant consolidation plans, to become law at the end of 90 days after transmittal
to Congress unless vetoed by either the House of Representatives or the Senate.

18. Btate and local taw concessions and industrial location (April 1967)

(a) Early identification of significant shifts in the industrial base of central
cities, suburban communities, and nonmetropolitan areas would facilitate
more effective intergovernmental planning. Therefore, the Commission recom-
mends that the President direct the appropriate Federal agencies to give early
and favorable consideration to assembling on a continuing basis more timely
and detailed geographical information on industrial location trends, including
a breakdown among central city, suburban, and rural portions of Standard
Metropolitan Statistical Areas.

(b) The States, by statutory enactment or administrative regulation, shounld set
forth enforceable physical presence rules to govern the jurisdictional reach of
their income and sales tax administrators; the States, through collective action,
should strive to make such physical presence rules as uniform as possible.

(¢) Retention or repeal of the tax on business personal property is a policy
issue the State alone can resolve in full awareness of its own local circumstances.
However, in framing their busimess tax policies, States should give a high pri-
ority to eliminating or perfecting the locally administered tax on business per-
sonal property because it discniminates erratically among business firms. The
States should eliminate the tax on business inventories and either move the ad-
ministration of the tax on other classes of business personalty (notably ma-
chinery and equipment) to the State level or provide strong State supervision
over the administration of the tax to insure uniformity, and should reimburse
local governments for the attendant loss in revenue by making more intensive
use of State imposed business taxes.

(d) The practice of making special tax concessions to new industry can have
baneful effects on our Federal system by setting in motion a seif-defeating
cycle of competitive tax undercutting and irrational discriminations among
business firms. The states should avoid policies calculated to provide spe-
cial tax advantages or concessions to selected groups of business firms, and
fraime their business tax policies along geéneral rather than special benefit lines.

(e) Recognizing that interlocal ¢ompetition for economit development is a nat-
ural and healthy manifestation of local home ruleé and that any States inter-
vention designed to prevent this competition should be handled with care, the
practice of negotiating the aassessment of new industrial property solely at the
local level may produce a discriminatory tax system that is open to abuse. There-
fore, the State should provide adequate technical assistance and supervision in
local property tax assessments to insure uniformity of treatment.

On the subject of the Federal grants, the Commission’s overall atti-
tude may perhaps best be summarized with the following quotation

from the ACIR report on T'he Role of Equalization in Federal Grants
(1964) : o

The Federal grant-in-aid has developed into an important instrument for carry-
ing out the essential partnership of the States and the National Government
in a Federal system. It reconciles State and local administration of public services
with Federal financial support in programs of National concern. In the century
in which it has been used, the Federal grant has been forged into a tool capable
of doing many types of jobs both small and big. Its strength has been its flexi-
bility and adaptability.

The Commission advocates rationalization of grants-in-aid through
better coordination on all levels of government, consolidation of the
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more fragmented programs, as in the field of health, and periodic re-
view by the Federal Government so that those which may have become
outmoded or unnecessary can be revised or eliminated. In one of its
most recently adopted recommendations, the Commission moved be-
yond its earlier position on grant consolidation by proposing that the
President be authorized to initiate consolidation plans to Congress
through use of a procedure similar to administrative reorganization
proposals. The grant consolidation plan would become effective 90
days after transmittal unless either the ITouse or Senate passed a
resolution unfavorable to the plan.®® In an ACIR press release an-
nouncing adoption of the recommendation it was stated that: %

The Commission’s recommendation was in response to the major problems of
coordination, comprehension, and manageability created by the rapid multiplica-
tion of Federal aid programs now totaling more than 400 separate authorizations.
According to one count, Federal grant programs are administered by 21
Federal departments and agencies, at least 150 Federal bureaus and divi-
sions, and involve all 50 States, and a sizable proportion of the 92,000 units of
local government. This proliferation of grant programs has tended to confuse
objectives, recipients, and administrators.

ACIR endorses the equalization role of Federal grants, with some
qualifications as to certain programs. As stated in one of its recom-
mendations, 13(c), “Federal grant distributions should reflect differ-
ences in the States’ relative fiscal capacities to support the particular
program or services at the required minimum level.”

A high level of Federal economic activity, particularly in an affluent
society, obviously stimulates and creates demand for more local govern-
ment spending.®® An affluent population demands and expects better
education, recreational facilities, police protection, and other public
services. But because local governments’ revenues depend on property
tax revenues, which only keep pace with National growth, while local
governments’ expenditures grow almost twice as fast as the National
economy, the local revenue deficiency grows progressively worse. For
this reason, local taxes tend to increase as does the need for grants from
the States and the National Government.

Still, it is desirable to relate the taxing responsibility to the spend-
ing responsibility on the local level, so that those who do the spending
will face the problem of taxing: “The American system does provide,
to be sure, for interlevel financial aid, but we want the role of grants
kept to a minimum in deference to our dislike for centralization and
our affinity for home rule.” But “as National economic growth con-
tinues, America will need to reconcile itself to more and more Federal
financial aid, and [the] State will need to assume financial responsi-
bility for increasing shares of local needs.” 32 If the extent of Federal
and State aid is to be kept down, local governments must accomplish
fiscal reform. The following selection from ACIR’s report on T'he Role
of Equalization in Federal Grants (pp. 19-24) briefly describes the
impact of Federal grants on State and local finances through 1962.

h“gg%Rconsolldaﬂon plan recommendation was adopted at the Apr. 14, 1967 meeting of
the .

60 ACIR press release dated Apr. 24, 1967.

51 The statement on local fiscal policy Is based in part on an address by L. L. Ecker-Racz
before the 59th Annual Conference of the Municipal Finance Officers Association of the
U.g.lxg;g Canada, June 8, 1965.
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IMPACT ON STATE AND LOCAL FINANCES

Federal assistance has assumed an increasingly important role in financing
State and local governments since the turn of the century. State and local govern-
ments’ receipts in the form of Federal aid amounted to 9 cents per capita in 1902,
1ess than one percent of their general revenues. The relative importance of Fed-
‘eral aid reached a peak at the height of the Depression, fell somewhat during the
war years, and rose again in the postwar years (table 1).

TABLE 1.—Trends in Federal aid relalive to general revenue of State and local
governments and to Federal general expenditures, 1902-62

[Dollar amounts, except per capitas, in millions]

State and local general revenue Federal aid as a percent of—|
Federal general
expenditure
X Amount Per capita Federal general | Federal
Fiscal State expenditure aid as
year and percent
] local |. of GNP
X For general For h
Total | Federal| Total | Federal| Total civil |revenue| Total civil
aid! aid 1 . func- . func-
. tions? .tions
N
$58,214 | $7,857 | $313.28 | $42.28 | $96,689 | $29, 871 14 8 26 - 1.4
50, 505 X 280. 61 38.7 83,719 23, 562 14 8 30 1.4
41,219 4,865 | 237.80 28.07 75. 689 19, 066 12 -6 26 1.1
34, 667 3,335 | 207.26 19.94 68, 792 16, 854 10 5 20 .8
29,012 2,966 | 178.63 18.26 | 72,631 14, 598 10 4 20 .8
25,181 2,566 | 160.36 16.34°} 67,778 | 12,001 10 4 21 7
20, 911 2,486 | 137.86 16. 39 N 13, 890 12 6 18 .9
17, 250 1, 861 117.34 12.39 | 34,175 9, 839 11 5 19 .7
12, 356 87.39 6.05 65, 448 3 7 1 10 .4
10, 908 954 78.87 6.89 | 100,032 11,749 9 1 8 .5
10, 418 858 77.25 6.36 | 35, 1. 7,035 8 2 12 .5
945 72.73 7.15 9, 780 6, 704 10 10 |° 14 .9
9,228 800 71.08 6.16 8, 27! 5,732 g 10 14 .9
8, 395 048 65, 56 7.40 9, 5, 686 11 10 17 11
7,678 1,016 1 60.76 8. 04 5, 881 4,029 13 17 25 1.6
7,207 232 58,21 1.86 4,215 1,878 3 6 12 .4
4,781 108 43. 44 .98 3,754 1,378 2 3 8 ®
1,912 12 19.66 .12 970 508 1 1 2 )
986 7 12. 46 .09 572 226 1 1 3 @)

1 Includes amounts received from the Federal Government for contractual services and shared revenues,
as well as Federal grants-in-aid.

2 Excluding national defense, internationsl affairs and finance, space technology, veterans’ benefits and
services (except education), and interest on debt.
- 3 Not available,

° Source: U.S. Bureau of the Census, Historical S y of Gover tal Fi in the Uniled States,
1957 Census of Governments, Vol. IV, No. 3; and Gosernmental Finances in 1962, October 1963. -

In 1962 State and local governments collected $58.2 billion from taxes, charges
for current services, and other general revenue. Of that total, $7.9 billion, or
13.5 percent, came from the Federal Government, mainly in the form of grants-
in-aid, but including also shared revenues and contractual payments for scien-
tific research and other public services. The proportion of State and local govern-
ment revenue represented by Federal grants and other Federal payments has
been increasing since 1946 when it was only 6.9 percent.

There is considerable interstate variation in the Federal contribution to State
and local revenues. In 1962 it ranged in individual States from less than 10 per-
cent of State-and local general revenue in three Bastern industrial States to
more than 25 percent in two Western and one New England State (table 2). In
general, the States with the lowest per capita incomes also have the largest
proportion of revenue from the Federal Government relative to their total
general revenues. Thus, Federal aid averaged 17.4 percent of general revenue
in the South.
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TasLb 2.—Federal aid in relation to total general revenue of State and local
governments, by State, 1962

Amount (millions) Per capita Revenuefrom

Federal
l Government

State and region Total Revenue Total Revenue as percent

i generul ifrom Federal: general from Federal, oftotal

| revenue i Governinent revenue Government genersl

{1 | revenue
United States. . ...._..... 358,214 | $7.857 | $313 ‘ $42 13.5
New England and Mideast._._.. 16,825 | 1,647 | 334 33 9.8
Maine. oo oeoiieeiaeas 277 | 41 284 42 14.7
New Hampshire - 178 32 287 51 17.8
Vermont.._._.. - 144 42 372 109 29.4
Massachusetts. - 1,798 200 346 39 1.1
Rhode Island. - 247 34 281 38 13.6
Connecticut.___________..... 881 95 I 336 36 10.7
New York_ ... 6, 837 484 | 391 ¢ 28 7.1
New Jersey. - coeoomoccccaan 1,922 168 302 26 8.7
Pennsylvani - 3,116 340 274 30 10.9
Delaware . 157 15 337 33 9.8
Maryland._. 977 118 302 36 12.0
District of 291 78 369 ! 99 26.8
Midwest ... oioooaaooal 16, 085 2,013 307 ] 38 12.5
Michigan_ ... ... 2, 604 289 324 36 111
Ohio_ oo 2,818 359 281 36 12,7
Indiana_ ... .._________. 1,314 142 282 30 10.8
IinoiS o onicceoeeen 3,189 357 310 35 11.2
Wisconsin. 1, 300 146 324 36 11.2
Minnesota. 1,222 149 353 43 12,2
882 108 318 39 12.3
1,163 210 269 49 18.0
232 37 367 58 15.8

244 59 339 81 24,

400 62 277 43 15.4
718 94 323 42 13.1
14,143 2, 464 256 45 17.4
Virginia. ... o oaeo. 944 154 222 36 16.3
West Virginia. 454 87 253 48 18.1
Kentucky. 730 148 237 48 20.2
Tennessee. ... 810 164 222 45 20.3
North Carolina. 1,071 162 228 35 15.2
511 90 269 37 17.5
1,003 196 246 43 ( 19.5
1, 541 166 284 31 10.8
7 181 227 55 24,1
510 105 228 47 20.7
1,085 213 316 63 20.0
421 101 229 55 24.0
752 162 307 66 21.68
2,734 375 270 37 13.7
345 77 346 78 22.4
498 82 335 55 16.4
11,160 1,739 403 63 15,6
253 53 363 76 20.9
214 47 306 67 21.8
..... 160 50 483 161 3.1
..... 718 114 378 60 15.9
....... 306 61 320 64 20.0
Washington. 1,157 163 384 54 14.1
Oregon.__ 664 124 362 69 18.9
152 28 435 81 {. 18.5
7,142 1,000 419 59 14.0
135 46 557 190 § 340
52 391 | 19.4

Source: U.S. Bureau of the Census, Gorernmental Finances in 1962, October 1963.
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It is estimated that State and local governments provided $3 billion to match
the $7 billion Federal grants-in-aid distributed in 1962. In the aggregate, this was
7.6 percent of all State and local tax collections. The 12 lowest per capita income
States provided from 9.7 to 17.9 percent of their tax collections to match Fed-
eral grant funds. By contrast, the percentage in nine of the 12 highest income
States was less than 7.6 percent. It was only 4.3 percent in New Jersey and 5.1
percent in New York (table 3).

TABLE 3.—Required State and local matching of Federal grants-in-aid in relation
to State and local taz revenue and general expenditure from awn sources for selected
Sfunctions—12 highest and 12 lowest income States, 1962

Required matching as percent of general expenditure
Required from own sources !
Btates (ranked from highest | matching
to lowest 1962 per capita | as percent
focome) of tax Public Health
revenue Total Education | Highways | welfare and
hospitals
U.S.average__oocoeo_.. 7.6 6.1 19 12.8 48.0 2.6
12 highest per capita income
States:
Nevada. oo 7.2 5.1 1.6 6.8 52.9 8.0
Delaware_. .. 5.9 4.7 1.8 3.6 25.0 16.5
Connecticut . 5.3 4.1 1.3 7.4 29.3 1.2
ew York_ ___. 5.1 4.3 1.4 8.1 42.5 .9
New Jersey._. 4.3 3.7 1.4 9.1 33.7 1.8
California_._.__ 5.6 4.6 1.1 8.3 44,0 2.0
nois _..___._... 6.6 6.7 1.7 14.0 34.9 2.2
Massachusetts. __ 7.5 6.7 2.0 13.3 4.6 1.1
Maryland.______ 5.6 4.4 1.7 9.6 48.7 1.6
Alaska  _._____ 10.6 5.9 2.7 4.1 37.9 6.7
Washington__ 7.9 6.0 1.5 13.6 48.2 3.0
Michigan .__.____________ 6.7 5.1 1.6 10.5 41.9 2.0
12 lowest per capita income
States:
Oklahoma___..____.______ 16.0 12.9 2.6 20.3 69.4 5.0
West Virginia_____________ 11.0 9.3 3.2 9.9 86. 4 5.4
New Mexico_..__.._._____ 11.2 8.4 2.1 16.5 68.0 7.9
Louisiana_________________ 13.2 9.5 2.4 14.1 79.9 4.0
eorgia .. ____.___.____ 12,9 9.4 3.4 18.0 ©] 4.3
North Carolina___._______ 9.7 7.9 3.1 14.8 90.0 5.1
Kentucky_ ___.___________ 12.1 7.4 2.6 12.1 74.4 6.8
Tennessee_ . _.___________. 11.5 8.6 3.4 14.2 69.1 4.3
Alabama._ . 16.7 11.6 3.0 23.3 96.3 5.1
Arkansas 17.9 15.1 5.3 29.9 96.3 7.7
Sopth Carolina 10.9 8.9 3.5 25.9 72.1 6.5
Mississippi 13.5 9.4 3.1 17.6 54.6 6.5

t The expenditure categories are as defined by the Bureau of the Census and include substantial amounts
for activities for which there are no Federal grant programs. “General expenditure from own sources” is
defined as total general expenditure less ameunts received from the Federal Government.

Approximately 100 percent.

The required State and local matching under existing grant programs gen-
erally takes a larger fraction of fiscal resources in the poorer States than in
those with relatively high per capita income. For example, Delaware devotes
$4.54 per $1,000 of its personal income to match Federal grant offerings while
Mississippi devoted more than three times as much, or $14.78 per $1,000 of per-
sonal income (table 4). It is for this reason that the highest proportion of their
spending for the major federally aided functions—highways, public welfare,
health and hospitals, and education—goes in the low income States to meet
matching requirements (table 3).
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TABLE 4.—Required malching under existing Federal grant programs per 1,000 of
personal income, by State, 1962

States ranked in order of per capita
personal income (high to low)

Delaware. . .. . . .. e e
Nevada.__ ...._.. .. .. ...
Connecticut. . . . ... .. . .
w York.... ...
California
Alaska_ ... ... ..
New Jersev_____. _.
Iinois ... ... ... ...
Massachusetts.. . .. . ... .. ...
Maryland. ... . ...
Washington._ . ..
Ohfo. _
Michigan
Hawaii..._.._ ...
Wyoming R
Colorado. ... _...co.oo il
Pennsylvania. .
Oregon.................
Missouri....... ..
Rhode Island. . ..... ......
Indiana....
Wisconsin. ......._.........
Nebragka. ...
New Hampshire
Minnesota.. ... .. .. .. .. ..

Required Btates ranked in order of per capita Required
matching personal incorpe (high 10 low) matching
$4. 54 $9. 53
6.29 8.70
4,74 6.07
5 45 12.71
5.88 5.66
7.92 7.67
3. 57 7.23
5. 61 16. 66
7.37 6. 47
4.70 15.68
8.05 8.95
6. 36 11.20
6.55 | Idaho. .. . ... 11.04
8.60 | South Dakota_____.____... . 11, 61
12.91 | West Virginia_ . __._......... 10. 53
10.50 | North Dakota. _....._.._..- 13.18
5.78 | Louisiana. _.__............ 15.21
7.97 | Georgia._ .. _._____.__...___ 11.08
9.27 | North Carolina____._. - 8.79
7.65 | Kentucky. 10. 64
5.82 | Tennessee__. 9.80
6.51 | Alabama_____.._____.._.. R 13. 89
9.22 | South Carolina_..___... 9. 62
8.11 | Arkansas. ___._...._.._.. 16.84
8.33 | Mississippl. ccce oo icma e 14.78

Since 1916, when the first highway aid program was enacted, and the Depres-
sion years, when the social security programs were initiated, highways and
public welfare have dominated the Federal aid picture. Federal intergovern-
mental expenditure for highways and public welfare has not fallen below 50
percent of the total since 1922 and in some years reached four-fifths of total
Federal intergovernmental expenditure. In 1962 about two-thirds of all Federal
intergovernmental expenditure was for highways and public welfare—$2.7 billion,
or 35.5 percent for the former and $2.4 billion, or 31.6 percent for the latter
(table 5). Because highway aid is dominated by the Interstate Program, which
is largely Federally financed, more matching funds are provided by the States
and localities for public welfare than for highways. Thus, it is estimated that
the $2.4 billion of public welfare grants called for $1.3 billion of State and local
matching funds. Most low-income States spend little more for public welfare
than from their own resources than can be matched by Federal grants under
matching requirements, while high income States spend for this purpose con-
giderably more from their own resources than is matched by the Federal Gov-

ernment (table 3).

TABLE 5.—Federal intergovernmental expenditure, by function, selected years,
1913-62 (includes Federal payments to States other than grants)

Amount (millions) Percent distribution
Year
Total |Educa- | High- | Public | Other [Educa- | High- | Public | Other
tion ways |welfare tion ways |welfare

1062, .o oo $7,735 | $1,169 | $2,748 | $2,448 | 81,370 15.1 35.5 3.6 17.7
1957 . 3,873 604 944 1, 557 768 15.6 24.4 40.2 10.8
1852 s 2, 585 436 415 1,181 551 16.9 16.1 45.7 21.3
1946, 894 149 79 429 242 16.7 8.8 47.4 27.1
1944 .o 1,072 193 147 420 312 18.0 13.7 39.2 29.1
1942 . 887 76 164 383 264 8.6 18.5 43.2 2.8
1940 .. 884 154 195 278 257 17.4 22.1 31.4 20.1
1938 L 762 112 264 218 168 14.7 34.6 28.6 22.0
1936, e 908 147 285 200 186 16.2 3.4 31.9 20.5
1034 o 976 61 279 495 141 6.3 28.6 50.7 14.4
232 12 191 1 28 5.2 82.3 .4 12.1

118 7 92 1 18 5.9 78.0 .8 15.3

12 b I PN I 2 7 25.0 |occoce-- 16.7 | 58.3

|

Source: U.S, Bureau of the Census, Historical Summary of Gorernmental Finances in the United States,
1957 Census of Governinents, 1959, Vol. IV, No. 3; Gorernmental Finances in 1968, October 1963.
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ACIR’s position is that local fiscal reform depends on local govern-
ments making more effective use of their own taxing powers and
moneys already available to them. This goal has been the subject of
a great amount of ACIR’s efforts.>® The (,gommission has made recom-
mendations to eliminate or ease State restrictions on local taxing and
borrowing powers,* to improve property tax administration,’ and to
authorize local governments to utilize nonproperty taxes, for example
taxsharing, with the States.>

On the question of Federal actions to improve the fiscal strength of
State and local government, ACIR has come out strongly for a partial
Federal tax credit for State income tax payments. This position is
based on the Commission’s analysis of the fiscal plight of the States,
on the superiority of the personal income tax as a revenue instrument
in terms of revenue elasticity and tax fairness, on the finding that the
Federal Government has more or less monopolized the personal income
tax and thereby deterred its expanded use by the States, and on the
conclusion that the tax credit device would reinforce the independence
of the States by placing them in a better position to solve their fiscal
problems out of their own resources. The following selections from
ACIR Report, Federal-State Coordination of Personal Income Taves
é A—217 , October 1965, chapters 2 and 6) explain this reasoning in more

etail :

Chapter 2. THE FISCAL PROBLEM OF THE STATES

The fiscal problem of State (including local) governments is the failure of
their revenue systems to generate yields that grow—without rate increases or
new taxes—as rapidly as expenditure requirements. In this chapter we examine
the dimensions of this problem ; first expenditures, then revenues, Since the focus
of our analysis is the State personal income tax, the primary emphasis is on
State government. :

EXPENDITURES

State and local governments today are responsible for slightly more than half
(52 percent) of all government spending for civilian-domestic purposes. Exclu-
sive of trust fund and business enterprise activities, the States and local govern-
ments account for over three-fourths of civilian general expenditures. In fiscal
year 1964, the latest year for which State-local data are available, the Federal
Government spent about $23 billion for nonmilitary general expenditure purposes.
State and local governments’ direct general expenditures were $69 billion. The
States’ share of this total was $24 billion, or approximately 26 percent of all
civilian-domestic general government expenditures (table 1).

53 See ACIR’s_Study, Unshackling Local Government, published as H. Rept. No. 1643,
%ch (iloxig., second ‘sess.” (Washington, 1966) for o survey of the proposals made by the

ommission,

6 ACIR, State Constitutional and Statutory Restrictions on Local Tazing Powers (Rept.
A-14, October 1962), and State Constitutional and Statutory Restrictions on Local
Government Debt (Rept. A-10, September 1961).

9;53?01& The Role of the Stateg in Strengthening the Property Taz (Rept. A~17, June

63 A(‘IR, State Constitutional and Statutory Restrictions on Local Tazing Powers (Rept.
A~14, October 1962).
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TaBLE 1.—Civilian-domestic direct gene:'la; ;zgenditures by governments, 1948, 1964,
an

[Dollar amounts in millions)

Civilian-domestic direct genera) expenditures

Government I 1948 I 1954 1064
|

! Amount . Percent I Amount Percent Amount Percent

[ of total ! ' of total of total

' o ' )

X |
Federal !_.__...._......._._.. | w13 3.0 | $12,792 ' 2.4 | w0283 | 24.8
State and local.__________ 0. 17,681 | 67.0 | 30,701 | 70.6 69,302 | 75.2

All governments. ._.____" 26,397 | 100.0 | 43,493 100.0 92,140 | 100.0

Stateonly________ . .__0 ] l 6,186 23.4 10,109 23.2 24,275 l 26.3

t Total Girect generel expenditures less expenditures for defense and international relations, space research
and technology, interest on general deht, and veterans’ services,

Sources; U.S. Bureau of the Census, Census of Governments: 1962, Vol. VI, No. 4, Historical Statictics on
2(:'5orernrm»ntal Finances and Emplonment, 1964, pp. 86, 39, 42; Governmental Finances in 1963~64, 1965, pp. 19,

During the past decade the gross national product rose at an average annual
rate of 5.5 percent. (This figure slightly overstates the true growth rate of the
economy because 1954 was a recession year, and 1964 a year of prosperity.)
The same period saw State and local direct general expenditures rise steadily by
8.5 percent per year. The States’ expenditures rose even more rapidly at 9.2 per-
cent every year, while Federal spending increased at a rate—6 percent—that
barely exceeded the rate of GNP rise.

The accomplishments of the years since World War II notwitstanding, the
pressures for growing expenditures are not likely to abate in the near future.
Most of the factors responsible for expenditure growth in the immediate past
will econtinue to be operative: the total population, the relative importance of the
dependent age groups and of those living in the relatively costlier urban areas,
will continue to rise; growing economic afluence will continue to generate de-
mand for improving community amenities.

Some of the factors operating to raise State and local expenditure needs are
less widely appreciated. As the business community’s methods become more
sophisticated, its management insists on a better educated labor force, on im-
proved public facilities (water, sewage, roads, airports), and on better environ-
mental conditions for its employees. The National Government’s aspirations for
a Great Society and its economic growth and foreign policy objectives, as well as
rapidly changing technology and increased population mobility, operate in the
same direction, both directly and by stimulating the social consciousness of the
people. The impact of national policies on State and local budgets is inescapable
because the public services and facilities prerequisite for the environment in
which the Federal policies can be realized by the individual, the business firm,
and the community are largely local and State responsibilities.

It needs to be recognized, too, that while the postwar expenditure increases
have improved the quality of governmental services, the improvement has been
very uneven. Some States and some communities within most of the States have
been bypassed. Regrettably, expenditure levels tend to be least adequate in the
very areas where needs are greatest—where the economically underprivileged
predominate. Even among States, disparities in spending levels remain wide.
In 1964 public school expenditures per pupil ranged from $241 in Mississippi to
$705 in New York. Average monthly old-age assistance payments ranged from
less than $40 in Mississippi to $108 in California; general assistance payments
per recipient from less than $4 in Arkansas to $64 in Maryland. Average monthly
earnings of full-time municipal employees ranged from $255 in Mississippi to $607
in California. Since these are State averages, the needs in many places within
particular States are even more acute. . -

We make no attempt here to develop firm, quantitative projections of future
State and local spending levels. The economie, technological, and social trans-
formation in process is too rapid to warrant confidence in the continued validity
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of past trends. Ten, possibly even 5 years ago, few would have anticipated a
1965 State-local expenditure level of nearly $90 billion, and understandably so.
Services known only to residents of a few pioneering communities in one decade
become commonplace in the next. Consider, for example, the implications for
State and local budgets of a national undertaking to rectify the educational and
health deficiencies or the employment handicaps of the economically and socially
disadvantaged. Man’s aspirations for goods and services always lead current
availabilities. These considerations suggest that the rate of State and local ex-
penditure growth experienced in the immediate past will continue for the near
future! However, the growth need not continue at the 8.5 percent annual rate
of the last decade to produce spending levels in excess of $100 billion by 1970.
In the absence of untoward international and defense developments, State and
local expenditures can readily outdistance total Federal spending within a
decade.
REVENUES

The expenditure growth examined in the preceding section has been financed
from three general sources : State and local taxes, fees, and user charges; Federal
grants-in-aid ; and State and local borrowing (table 2). General revenues raised
by State and local governments from their own sources increased 124 percent
during a decade in which the GNP rose only 71 percent; those raised by State
governments along increased 126 percent. Even these spectacular rates of growth
were modest in comparison with the increase in Federal aid. It more than tripled.
in the 10-year period and, with $9 out of every $10 going to the States, accounted
for nearly 30 percent of the rise in total State general revenue. Moreover, about
45 percent of the aid was earmarked for highways and another 25 percent for
public welfare (primarily public assistance payments to the aged, dependent
children, the blind, and the disabled).

TaBLE 2.—Sources of State and local general revenue inl1954 and 1964

[Dollar amounts in millions]

Amount Percent | Amount of | Percent of
Source increase, increase, total

1954-64 1954-64 increase,

1954 1964 1954-64
Total State-local general revenue ___..._... $29, 012 $68, 443 135.9 $39, 431 100.0
Federalgrants. . _.._.._____.._ - 2, 966 10, 002 237.2 7,036 17.8
Revenue from State-local sources. 26, 046 58, 440 124.4 32,304 82.2
Total State generalrevenue_______________ 15,209 37,648 146.1 22, 349 100.0
Federalgrants.__._.._ ... . .____.____ 2, 66% 9, 046 239.1 6,378 28.5
Revenue from State sources 1.________. 12, 631 28, 602 126.4 15,971 7.5

t Including a small amount of revenue from local governments.

Sources: U.S. Bureau of the Census, Census of Governments: 1962, Vol VI, No. 4, Historical Statistics on
Government Finances and Employment, 1964, pp. 39, 42; Gorernmental Finances in 1963-64, 1965. p. 22.

Of the $28 billion in general revenue collected by the States from their own
sources in 1964, 86 percent—$24 billion—came from taxes. State tax systems are
dominated by consumer taxes (table 3), in contrast to the Federal system, which
relies primarily upon income taxes, and to local systems, which obtain most of
their revenue from property taxes. The most important single source of State
revenue in 1965 was the general sales tax. Individual income taxes came in a poor
third after motor fuel levies. It should be noted, however, that, while the rela-
tive contribution of consumer taxes to total State tax yield has been virtually
constant since World War II, the role of income and general sales taxes has
increased significantly, largely at the expense of selective sales and miscellaneous
license and privilege taxes.

11t obviously cannot continue indefinitely at a rate faster than the growth in the GNP.
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TaBLE 3.—S8tate tax collections, by major source, selected years, 1902-66

[Dollar amount in millions]}

Total, Sales and gross receipts
excluding | Individual Corpo- Al
Year employ- income ration other
ment income Total General | Motor fuel | Other
taxes
] 37 I SN AU $28 $128
b 10) U S I 246
947 $43 $58 121 712
1, 608 70 92 186 1,001
1,890 74 79 728 $7 527 192 1,011
1,879 80 49 978 173 585 240 8
2,618 153 113 1,394 364 687 343 958
3,132 218 165 1,674 447 777 450 1,075
3,313 208 165 1,852 499 839 514 1,100
3,903 249 269 2,218 632 940 645 1,167
4,071 316 448 , 153 720 684 749 1,167
4,037 389 442 2,803 809 886 1,019 1,304
6,743 09 585 4,042 1,478 1,259 1,304 1,616
7,930 72 586 4,670 1,670 1 1,455 , 950
9, 857 913 838 5,730 2,229 1,870 1,631 2,376
10, 552 969 810 6,209 2,433 2,019 1,757 2, 564
11, 089 1,004 772 6, 573 2. 540 2,218 1,816 2,740
11, 597 1,004 7 6, 864 2, 637 2,353 1,874 2,902
13,375 1,374 890 7,801 3, 036 2,687 2,078 3,310
14, 531 1, 563 9384 8,436 3,373 2,828 2,234 3
14,919 1, 544 1,018 8,750 3, 507 2,019 2,324 3, 606
15,848 1,764 1,001 9,287 3, 697 3,058 2,531 3,798
18, 036 2,209 1,180 10, 510 4, 302 3,335 2,873 4,137
19, 057 2,355 1,268 11,031 4, 510 3,431 , 090 4,405
20, 561 2,728 1, 308 12,038 5,111 3, 865 3,263 4,487
22,117 2,956 1,505 12,873 5, 539 3,851 3,482 4,783
24,243 3,415 1,695 13,957 6, 084 4,059 3,814 5,178
26, 104 3, 642 1,031 15,052 6, 710 4,205 4,047 5,479
PERCENTAQGE DISTRIBUTION
100 ||l 179 | el 17.9 82.1
100 [ 18.8 Joom e 18.3 817
100 4.5 61 141 1.4 12.8 75.2
100 4.4 5.7 27.7 . 16.1 1.6 62.3
100 3.9 4.2 38.4 0.4 27.9 10.2 53.5
100 4.0 2.5 49.4 8.7 28.5 12.1 441
100 58 4.3 53.2 13.9 26.2 13.1 36.6
100 7.0 5.3 53.4 14.3 4.8 14.4 34.3
100 6.2 47 55. 9 15.1 25.3 15.5 33.2
100 8.4 6.9 56.8 16.2 24.1 16.5 29.9
100 7.8 1.0 52.9 17.7 16.8 18.4 28.4
100 7.9 9.0 56. 8 18.2 17.9 20. 6 26.4
100 7.4 8.7 59.9 219 18.7 19.3 240
100 9.1 7.4 58.9 211 19.5 18.3 24,6
100 9.3 8.5 58.1 22.6 19.0 16. 5 241
100 9.2 7.7 58.8 23.1 19.1 16.7 24.3
100 9.1 7.0 5.3 22.9 20.0 16.4 24.7
100 9.4 6.4 58.2 22.7 20.3 16.2 25.0
100 10.3 6.7 58.3 22.7 20.1 15.5 24.7
100 10.8 6.8 58.1 23.2 19.5 15.4 24. 4
100 10.3 6.8 58.7 2.5 19.6 15.6 24.2
100 111 6.3 58.6 23.3 19.3 16.0 24.0
100 12.2 6.5 58.3 23.9 18.5 15.9 22.9
100 12.4 6.6 57.9 23.7 18.0 16.2 23.1
100 13.3 6.4 8.5 24,9 17.8 15.9 2.8
100 13.4 6.8 58.2 250 17.4 15.7 21.6
100 14.1 7.0 57.6 25,1 16.7 15.7 21.4
100 14.0 7.4 57.7 25.7 16.5 15. 5 210

NoTE.—Detail may not add to total because of rounding.

Sources: U.S. Bureau of the Census, Census of Governments: 1962, Vol. VI, No. 4, Historical Statistics
on Gozernmental Finances and Employment, 1864; Compendium of State Gorernment Finances in 1964, 1965;
State Taz Collections in 1965.
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State and local debt outstanding increased from $39 billion in 1954 to $92
billion in 1964, a rise of 137 percent. State debt grew even more dramatically—
161 percent—during a period in which the debt of the Federal Government rose
only 15 percent.

Our discussion of State general revenue must be pursued in substantially
greater depth before the true dimensions of the States’ fiscal problem are clearly
established. The points made in the following discussion apply equally to fees,
charges, and other general revenue, but to simplify the terminology we refer
only to taxes. The important issues will be easier to handle if we establish a
simple conceptual distinetion. On the one hand, the most obvious fact about State
revenue systems is that in any particular fiscal year different taxes yield differ-
ent amounts of revenue. Thus our discussion begins with the factors that
determine the absolute amounts of tax yields. Only slightly less obvious, on the
other hand, is the fact that the yields of different taxes grow at widely varying
rates, and that these rates appear to brear no relationship to the relative impor-
tance of the taxes in total revenues. OQur discussion of the factors that account
for different rates of growth will take us directly to the heart of the States’ fiscal
problem.

The amount of revenue yielded by a given tax in a particular fiscal year
depends directly upon two basic factors: the size of the tax base and the average
effective tax rate. A general sales tax that excludes food from its definition of
taxable sales (the tax “base”) for example, will yield less revenue than the
same tax rate applied to a base that includes food.? The quality of tax adminis-
tration is an important enough variable to deserve mention as a third determinant
of total yield. The introduction of income tax withholding, for example, has
brought forth very substantial increases in yields without rate increases or
“base-broadening.”

Increases in tax collections from one year to the next involve an additional
set of considerations. Other things being equal, of course, the yield of a given
tax will be higher next year than in the present fiscal year if the legislature
increases the average rate, or if it broadens the definition of the base, or if it
appropriates more money for tax enforcement. Similarly, the yield of a State’s
revenue system as a whole will increase if entirely new taxes or fees are adopted.
We will see that a very large proportion of the actual increases in State general
revenues since World War II have resulted from these types of “structural”
changes in State systems. It is by no means true, however, that the tax with the
broadest base and/or the highest average rate will have the most rapidly growing
yield.

Income Elasticity

The discussion of the next few pages focuses on an aspect of the growth of
State general revenue; that is from the point of view of defining the dimensions
of the States’ fiscal problem, more important than any other—the portion of
changes in receipts that may be called automatic.

Tax collections rise automatically whenever the gross nationmal product
increases, and when the GNP declines during a recession the yield of almost
every tax suffers. This relationship exists because individuals’ incomes and
consumption expenditures, which are the sources of nearly all tax revenues,
move in the same direction as the GNP. Apart from the influence of tax enforce-
ment, the amount of tax collections, of course, depends upon the size of the
base (consumer expenditures or income) and the tax rate: rate times base
equals yield.

The yield of each tax responds differently to changes in the GNP, and the
concept that measures the degree of automatic responsiveness is called income
elasticity. If an increase of 10 percent in the GNP is accompanied by a 10 per-
cent rise in the proceeds of a particular tax (with no change in rate), the tax
is said to have an income elasticity of one. If the percentage change in yield is
less than the percentage change in the GNP, the tax is inelastic (the ratio of the
percentage changes has a value of less than one). If the reverse is true the tax
is elastic (income elasticity is greater than one).

The income elasticity of every tax is determined primarily by the responsive-
ness of its base to changes in the gross national product. During 1964, for ex-
ample, the GNP increased 6.6 percent, gasoline sales increased approximately

3The exclusion of food from the base can result in the loss of a quarter or more of the
potential yleld.
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4 percent, and consumer spending for goods and services rose 6.5 percent.? On

the basis of this information we would expect the income elasticity of a gasoline
tax to be considerably less than that of a general sales tax, and this is, in fact,
the case.* When the behavior of its tax base has been defined, the income elas-
ticity of a consumption tax is explained.

The elasticity of an income tax is a considerably more complicated matter, and
8 detailed consideration of the question appears in chapter 5. Suffice it to say
here that the elasticity of an income tax is primarily a function of the respon-
siveness of its base—taxable income—to changes in the GNP, so the above dis-
cussion of the elasticity of consumption taxes should be sufficient for the purposes
of this discussion.

A number of studies of State finances have come up with estimates of the GNP
elasticities of the major categories of State general revenues. Table 4 is based on
the results of several of these studies. Note that three elasticity estimates are
provided for each category. It is mecessary to be somewhat less than specific
about the elasticities for two basic reasons. First, there is no consensus among
economists regarding the proper average elasticities. Secondly, the evidence sug-
gests that the elasticities of all, or nearly all, categories of receipts vary over
time. The best we can do, then, is to specify the ranges within which we may
reasonably expect the elasticities to fall during any particular period. For these
reasons, references in this report to receipts elasticities generally will be to
ranges rather than to precise figures.

TaBLE 4.—Gross national product elasticities of the magjor calegories of State general
revenue

Elasticity estimates
Revenue source

Low Medium High

Property taxes..

Income taxes:
Individual..
Corporate

Sales taxes:
General.._
Motor fuel . _.___.____
Alcoholic beverages.
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Auto license and registration
Death and gift taxes
All other taxes___
Higher education - _
Hospital fees_______._...._._
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Sources: Benjamin Bridges, Jr., “The Elasticity of the Property Tax Base: Some Cross Section Esti-
mates,” Land Economics, Vol. 40, November 1964, pp. 449-51; Jesse Burkhead, State and Local Tazes for
Pubdlic Fducation, The Economics and Politics of Public Education Series, No. 7 (Syracuse University
Press, Syracuse: 1063), p. 67; David George Davies, ‘“The Sensitivity of Consumption Taxes to Fluctua-
tions in Income,” National Taz Journal, Vol. 15, September 1962, pp. 281-80; James S. Duesenberry, Otto
Eckstein, and Gary Fromm, “ A Simulation of the United States Economy in Recession.” Econometrica,
Vol. 28, October 1960, pp. 749-809; Harold M. Groves and C. Harry Kahn, “The Stability of State and Local
Tax Yields,” American Economic Review, Vol. 42, March 1952, pp. 87-102; Robert Harris and Selma Mushkin,
“The Revenue Outlook in 1970: A Further Report on Project ‘70,” unpublished paper prepared for the
National Association of Tax Administrators’ 1964 Conference on Revenue Estimating, October 1964, p. 16,
Ernest Kurnow, “On the Elasticity of the Real Property Tax,” Journal of Finance, Vol. 18, March 1963;
pp. 56-8; Eugene P. McLoone, ““Effects of Tax Elasticitics on the Financial Support of Education,” un-
published Ph.D. dissertation (College of Education, University of Illinois, Urbana: 1961); Dick Netzer,
‘Financial Needs and Resources Over the Next Decade: State and Local Governments,” in Public Fi-
nances: Needs, Sources, and Utilization, a Report of the National Bureau of Economic Research (Princeton
University Press, Princeton: 1961), pp. 23-65; Robert W, Rafuse, Jr., “The Cyclical Behavior of State-
Local Finances,” in Richard A. Musgrave, Editor, Essays in Multi-Lerel Finance. Studies of Government
Finance, The Brookings Institution, Washington, D.C., 1965; Lee Soltow, *‘The Historic Rise in the Num-

‘ger g{ Taxpayers in a State with a Constant Tax Law,” National Tazx Journal, Vol. 8, December 1955, pp.
79-81.

3U.S. Department of Commerce, Survey of Current Business, February 1965, p. 16.
Gasoline sales estimated by the American Petroleum Institute, reported in Federation of
Tax Administrators Taz Administrators News, January 1965, p. 8.

4 Studies have determined that the GNP elasticity of the typical gasoline tax is approxi-
mately 0.5 while the elasticity of general sales taxes approaches 1.0,

80-491—67—vol. 1. 16
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These crude estimates of the GNP elasticities of the major categories of State
government suggest a number of interesting conclusions. Estimates of the GNP
elasticity of total State general revenues at any particular point in time are
given by weighted averages of the elasticities of the several revenue sources,
using actual collections in the year in question as the weights.® Thus, it is
possible to say that the GNP elasticity of total State general revenue in fiscal
Year 1964 was approximately 0.92—the result yielded by using the medium
elasticity hypotheses. The low and high estimates for 1964 are 0.82 and 1.01,
as shown in the following table:

Elasticity estimate

Fiscal year
Low Medium High
0.74 0.83 93
7 .85 94
82 .92 1.01
89 .99

As time passes and economic growth results in an increasing GNP, the yields
of the receipts categories with higher elasticities automatically grow more
rapidly, by definition, than collections from categories with lower elasticities.
Thus, unless rate increases and new adoptions are relatively more frequent in the
cases of the low elasticity receipts categories, the overall elasticity of State gen-
eral revenue will increase every year that the GNP increases. By 1970, if the
GNP increases according to the estimates of the Interagency Study of Economic
Growth, that is, by approximately 60 percent above 1964, and if there are no in-
creases in tax rates or adoptions of new sources,® this process will automatically
raise the elasticity of general revenues to 0.89, or 0.99, or 1.09 (low, medium, and
high elasticity hypotheses, respectively). The elasticity of State general revenues
has in fact been rising gradually since the end of World War I1. Using actual
yields in 1947 and 1954 as weights, the medium elasticity estimate for 1947 is
0.83. By 1954 the elasticity (medium estimate) had increased slightly to 0.85.
Clearly, the process of elasticity-rise has proceeded somewhat more rapidly since
1954.

The set of elasticity estimates for the major categories of State general revenue
also provide the necessary raw material for determining the approximate relative
importance of rate increases and adoptions of new taxes—changes that may be

& The average elasticitles discussed here are for total State general revenue. Since the
importance of a particular category of receipts will vary from State to State—yielding
averages that will vary depending on the State—these estimates of system elasticities
should not be Interpreted as applying to any particular State.

¢ Or if there are such increases or adoptions, we assume only that they are evenly dis-
tributed among the categories,



REVENUE SHARING AND ITS ALTERNATIVES 231

referred to as “structural,” to distinguish them from the automatic changes that
are handled by the elasticity concept—in raising State general revenues in the
postwar period. Accordingly, we have prepared estimates of the percentages of
the actual increase in State revenues that was accounted for by structural
changes in State revenue systems (rate increases and new sources) during the
periods 1947-64 and 1954-64."

Between 1947 and 1964 the medium elasticities imply that 58 percent of the
total increase in State general revenues is attributable to taxes and rate increases
enacted since 19472 For the period since 1954 our calculations indicate that
roughly 55 percent of the rise in State receipts is attributable to structural
changes,’ and only 45 percent to the automatic responsiveness of collections to the
growing GNP. These findings suggest that state legislative activity in the revenue
field was only slightly less vigorous between 1954 and 1964 than it had been dur-
ing the earlier years of the postwar period.

If these estimates of the revenue increases attributable to structural changes
in State systems seem high, a moment’s reflection on the record of new adoptions
and rate increases during the past 17 or 18 years should prove convincing. In
1946, 23 State revenue systems included a general sales tax. By the end of 1965,
15 more States (not including Hawaii) had adopted the tax, 19 of the original 23
States had raised their rates, and still others had broadened their tax bases. At
the beginning of the postwar period 30 States taxed personal incomes, and by
1964 three more States had been added to the list.* Seventeen States increased
their income tax rates between 1950 and 1964. Five States have adopted corpora-
tion income taxes since 1947. Thirty-eight States raised their gasoline tax rates
between 1950 and 1964. Fifteen States enacted cigarette taxes between 1947 and
1964, and by 1964, 42 had increased their rates. The experience of the past 2 years
is excellent evidence of the States’ quest for new revenues through structural
changes in their tax systems (table 5).

7 Each of the sets (low, medium, and high) of elasticity hypotheses is used to estimate
the automatic increase in the yleld of each revenue category that would have accompanied
the increase in the GNP for the period in question. Presumably, then, the differences
between the predicted automatic increases and the increases that actually occurred repre-
sent the revenue impact of new taxes and rate changes.

535 The corresponding low and high elasticity estimates are, respectively, 63 percent and
percent.

9 The low and high elasticities yield estimates of 60 and 50 percent, respectively.

10 These figures do not include New Hampshire and Tennessee, which have taxed income
from intangibles since before World War 1I; New Jersey, which enacted its ‘“commuters’ "
(personal income) tax in 1961; and Nebraska, which adopted a personal and corporation
1n§0medtax in 1965 that will go into effect on January 1, 1967, if it is not voted down in
referendum.



TaBLE 5.—Stale tax tncreases, 1964 and 1965

NEW TAX
Genersl sales Personal income Corporation income Cigarette Alcoholic beverages Gasoline
1964 19656 1964 1965 1964 1965 1964 1965 1964 1965 1964 1965
_______________ Idaho —-ew-e--| Nebraska! |...._.....| Nebraska ! Colorado Oregon 1 FEOSSERPU (RSSO OUI RPUU SN S
New York
RATE INCREASED
Mississippi Colorado Arizona Georgia | Arizona Georgia Alabama Georgia | Hawali Maryland | Arizona
Rhode Island | Hawaii Hawali Connecticut | Kansas Arizona Kansas Kansas Arkansas
Kansas Towa Hawaii Massachusetts | Arkansas Virginia | Necbraska California 8
Rhode Island Kansas Towa Mississippi Colorado New Hampshire Colorado 4
South Dakota Minnesota Kansas Rhode Island | Connecticut Utah Connecticut
Washington Montana Montana Delaware Washington Delaware
West Virginia Utah Utah Hawaii Towa
Wyoming Wisconsin llinois Massachusetts
Indiana Nebraska
Towa
Kansas
Maine
Nebragka
New Hampshire
New York
North Dakota
Oklahoma
South Dakota
Texas
Vermont
Washington
Wisconsin

‘1 Effective Jan. 1, 1967 (subject to referendum).

2 Subject to referendum.

¢ Temporary 1 cent additional tax (Aug, 1, 1065-Aug, 31, 1966),

§ Effective July 1, 1967,

8 Temporary increase (Apr. 1-Aug. 31, 1965) to finance the repair of roads and bridges

damaged by recent floods.
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REVIEW OF THE OVERALL SITUATION

Since reserves accumulated during World War II disappeared about the time
the Korean war began, many States have been confronted by continuous fiscal
crisis. They have been able to struggle through the past 15 years only by resort-
Ing to one expedient after another. They have doubled and redoubled cigarette
taxes, they have pushed sales tax rates as high'as § percent, they have asked
for and received massive aid from the Federal Government, they have experi-
mented with an ingenious arsenal of budgetary legerdemain, and they have even
resorted to the operation of lotteries. And still yields fall short of needs. Things
will be no better 5 years from now unless States make progress toward a solu-
tion of their basie fiscal problem, the inability of most of their revenue systems
to generate ylelds that grow—without rate increases or new taxes—as rapidly
as expenditure requirements. In technical terms, as disciuissed in the preceding
pages, the income elasticity of State revenue systems is too low.

We have determined that the GNP elasticity of State general revenues today is
approximately 0.9, or, alternatively, that it lies somewhere in the range of 0.82
to 1.01, We have also seen that the elasticity figure has increased slightly since
the end of World War II, when it was around 0.8, and that the gradual process of
elasticity increase can be counted upon, in the absence of offsetting structural
changes, to carry the figure to approximately 1.0 by 1970.

The rate of growth of State general expenditures, on the other hand, has been
nearly twice the rate of GNP rise during the postwar period. During the past
decade the rates were, respectively, 9.2 percent and 5.5 percent. Strictly speaking
the concept of GNP elasticity in its rigorous, scientific sense should not be ap-
plied to the expenditure side of the budget, but we do no great violence to the
concept by employing the terminology to simplify this discussion.* For the period
since 1954, therefore, we may say that the GNP elasticity of State general ex-
penditures has averaged approximately 1.7, and we have argued that there are
no persuasive reasons why we should not anticipate an “elasticity” this large in
the near future.

An expenditure elasticity of 1.7 and a revenue elasticity of 0.9 or 1.0 leave a
financing gap that is the perennial fiscal problem of the States. At the Federal
level the situation is entirely different. The GNP elasticity of Federal expendi-
tures appears to be considerably less than that of State expenditures. The elas-
ticity of Federal receipts by all indications appears to be in the same neighbor-
hood as the elasticity of expenditures—1.1 or 1.2. Indeed, recent discussions of
the Federal budgetary outlook have centered on the remarkable prospect that the
automatic growth of Federal receipts in the next few years may actually out-
distance foreseeable expenditure increases, thus creating the phenomenon re-
ferred to as “fiscal drag.” This line of thinking is responsible for the attention
that has been given recently to proposals for further tax cuts and unrestricted
grants to the States. .

In the past the gap between the high elasticity of expenditures and the low
elasticity of receipts has been closed by legislation that, in nearly every State,
contributed very little to a real solution to the underlying problem. In any par-
ticular fiscal year the gap between revenues and expenditures can be bridged, of
course, by the yield of a doubled cigarette tax, or the yield of an increase in
gasoline tax rates, to cite two examples. But such measures are no more than
palliatives. They contribute nothing to a solution of the real problem: indeed,
increases in the rates of cigarette and gasoline taxes will only aggravate the
longrun situation, since they will tend to depress the GNP elasticity of the State’s

1 Technically, the concept of elasticity relates only automatic changes in receipts to
changes in the GNP. As we have seen, the behavior of government receipts cannot really
be understood without distinguishing between automatic and structurally induced changes
in revenue ylelds. On the expenditure side. however. there are very few cases of automatic
changes that result from the ebb and flow of the GNP. Unemployment compensation pay-
ments are perhaps the only nure example of a counterpart on the expenditure side to auto-
matic receipts behavior. Such payments, of course, move contrary to cyclical changes in the
GNP—Increasing during recesslon and declining during boom—and their GNP elastlcity,
for this reason, is negative. This is by no means to suggest that economic growth and
decline have no effects on spending levels. It is to say that the relationships are indirect
rather than direct. Since significant changes in expenditure levels tend to require legisla-
tive action, they are more analogous to structural revisions of a revenue system than they
are to the automatic changes in receipts that invariably accompany swings in the level of
economic activity. . . . .
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tax system. In the following fiscal year spending will again rise faster than the
GNP, revenue will again rise at approximately the same rate as the GNP, and
the gap will reappear to haunt the unhappy political leadership. That this tread-
mill can be negotiated for an extended period of time is one of the most surpris-
ing lessons of the postwar period. That it is not without its pitfalls is testified
to by a long list of ex-Governors, who have been toppled from power by the
political hazards inherent in a policy that requires a new round of tax increases
every few years.

Even with the imposition of rigorous expenditure controls, the only real solu-
tion to the States’ fiscal problem lies in the adoption of measures that raise the
GNP elasticity of State revenue systems. In essence, this approach amounts to
nothing more than increasing the emphasis on high elasticity sources and de-
emphasizing sources that have low elasticities. More specifically, this means
increasing reliance on income and general sales taxes.

Chapter 6. THE FEDERAL ROLE IN THE STATE INcoME TAx MOVEMENT

Since the Federal Government’s personal income tax collections are approxi-
mately 11 times larger than those of State and local governments, its income
tax policies are critically important to any assessment of the future of income
taxes below the Federal level.

The historical evidence marshaled in chapter 8 supports the finding that
heavy Federal use of the personal income tax, especially since 1940, has been
the single most important deterrent to its expanded use by the States. It has
enabled the opponents of State income taxation to gain a sympathetic hearing
with the argument that the Federal Government has effectively ‘“preempted’”’
this tax; that, therefore, State and local governments must necessarily depend
primarily on consumer and property taxes.

1t is significant that not a single State adopted a personal income tax between
1937 and 1960, a period during which 12 States adopted general sales taxes.””
Although three new State income taxes have been enacted since 1960, approxi-
mately 95 percent of current collections from this source go to States that en-
acted such taxes before 1938—over a quarter century ago. In contrast, only 68
percent of general sales tax revenue is collected by States that adopted this tax
prior to 1938.

In the light of this record and our conclusion that the national interest would
be served by expanded State use of the personal income tax, the next question
is whether it would be appropriate to urge the Federal Government to neutralize
the deterrent effect of its heavy income tax on the States’ use of this revenue
source.

With respect to this issue three general policy alternatives appear to be avail-
able to the Federal Government:

1. A strong inducement policy—according State income tax payments such
Federal income tax preference over other tax payments that no State could
afford to forego a personal income tax.

2. A status quo position—continuing the present Federal tax treatment
(deduction) of State tax payments in general and of State income tax
payments in particular, that is, according no preferential treatment to State
income taxes.

3. A compensatory policy—according State income tax payments a lim-
ited degree of preferential tax treatment calculated to be just enough to
offset the deterrent effect of the massive Federal income tax; every State
would not necessarily be encouraged to adopt an income tax.

STRONG INDUCEMENT POLICY

The Federal Government could obviously bring every State into income taxa-
tion by providing financial inducements so attractive that no State could resist
them. The Congress followed this kind of inducement strategy in 1935 when it
provided a 90 percent credit against its unemployment compensation tax for
taxes paid to States to insure that every State would adopt an unemployment
insurance system. The 80 percent estate tax credit for death taxes paid to States,
enacted in 1926 to halt competitive State tax reductions, is another example.

19 Alaska adopted an individual income tax in 1949, when 1t was a territory.
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Federal inducement to State income taxation could be provided forcefully also
through an appropriately devised grant program.

An inducement policy carrying this degree of compulsion would be difficult to
Justify in the case of State income taxation. If the case for State taxation of
personal income is as strong in its own right as we here develop it (ch. 1, 2
and 5), it should be unnecessary to employ highly coercive inducements in order
to bring about expanded State use of these taxes.

Moreover, a strong Federal inducement policy, as exemplified by a full credit
of State income taxes (not to exceed, say, 20 percent of Federal tax liability)
could be extremely costly. While the initial cost to the U.S. Treasury would
approximate $3 billion, this cost would increase rapidly as States moved to take
full advantage of the credit. Quite apart from these cost considerations, how-
ever, State legislatures ought to be left free to shape their own tax policies in
the absence of compelling national interest requirements.

STATUS QUO POLICY

Federal income taxpayers may now claim a standard deduction equal to 10
percent of adjusted gross income or $1,000 (whichever is smaller),” or they may
deduct specifically itemized State and local income, property, sales, and gasoline
tax payments (among authorized deductions).

These Federal provisions can be viewed as being neutral with respect to the
State and local taxes that are eligible for itemization. A continuation of this.
policy of neutrality—the rejection of all types of inducements, be they mild or
strong—has several considerations to recommend it.

The Case for Status Quo—No Preferential Treatment

Preferential Federal tax treatment for State personal income tax payments
might be viewed as both imprudent and unnecessary : imprudent because it would
violate the traditional concept of neutrality as the general public understands
it and unnecessary because the growing fiscal crisis at the State level is likely
eventually to force most States to make greater use of the personal income tax—
their last major source of untapped revenue—without overt Federal encourage-
ment,

Because preferential tax treatment for State income tax payments would be
very expensive for the Federal Treasury—the initial cost would range from
several hundred million to several billion dollars, depending upon the kind of
inducement utilized—it can also be argued that no such program should be
adopted without a comprehensive study of the whole State and local fiscal sys-
tem and the various alternatives available to the Federal Government for reliev-
ing the financial burdens of State and local governments.

It must also be emphasized that special treatment for State personal income
tax payments could discriminate in favor of Federal taxpayers residing in the
two-thirds of the States with income taxes and against those in States that rely
on other sources of revenue. The property taxes paid by the homeowner in New
Jersey and the sales taxes paid by the consumer in Illinois come out of personal
income and should be entitled to the same Federal treatment as the income tax
payments of the residents of other States. This kind of discrimination would
quickly trigger a demand that Congress provide comparable treatment for sales
and property taxes. If Congress heeded these demands, the goal of the incentive
plan—greater State use of the personal income tax—would be nullified.

It is also necessary to point out that it is impossible to devise a “moderate”
inducement or compensatory policy just adequate to compensate for the deter-
rent effect of the heavy Federal income tax. Because of the diverse political and
economic circumstances in each State, a limited preferential treatment policy
implemented through a fractional tax credit would overcompensate for the Fed-
eral income tax in some States and undercompensate for it in others. Moreover,
it can also be contended that if the case for State taxation of personal income
is a strong one in its own right, it should not require buttressing by preferential
Federal treatment.

13 The Revenue Aet of 1964 provides the following minimum standard deductions: $300
for a single individual ; $400 for & married couple, and an additional $100 for each dependent
up to a ceiling ot $1,000.
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The Probabdle Effects of a Status Quo Policy

Given the gradual rise in effective rates over the last 15 years, it is probably
safe to assume that many of the 25 States that now levy both a broad-based
income tax and a general sales tax will gradually increase their personal income
tax yields by either raising rates or broadening the tax base, or by making both
‘base and rate adjustments. Some of the nine income tax States that now have
no general sales tax can be expected to broaden and diversify their revenue
structures through the adoption of general sales taxes within the next decade
in response to the public’s demand for property tax or income tax relief or both.
When Wisconsin adopted its sales tax in 1961 most of the sales tax revenue was
earmarked for property tax relief, while the adoption of a sales tax in Idaho ind
1965 was accompanied by some income tax reduction.

The two States that have neither a broad-based income tax nor a general
retail sales tax—New Jersey and New Hampshire—could go either way. It is
-also conceivable that either or both of these States might compromise by enacting
an Indiana-type, broad-based, flat-rate income tax coupled with a general sales
tax, with part of the revenue perhaps earmarked for property tax relief.

The 14 nonincome tax States currently levying a sales tax pose the most diffi-
cult forecasting problem. Some of them will almost certainly be forced to broaden
-and diversify their tax systems through the adoption of a personal income tax
‘within the next decade.

Several considerations suggest that the State income tax movement may be
regaining its forward momentum. We have already stressed the States’ pressing
need for additional revenue and the remarkable revenue performance of the
personal income tax in response to economic growth during the last few years.
These two facts, coupled with growing public confidence in the ability of national
economic policies to sustain economic growth and to prevent the recurrence
-of serious economic recessions, is both increasing State interest in the revenue
potential of the income tax and reducing State concern with the instability of
this revenue source. State receptivity to income taxes will increase also as
general sales tax rates reach or approach the 4 or 5 percent level—a kind of
psychological ceiling—and as property tax loads continue to mount.

There appears to be an increasing awareness that a broad-based income tax,
integrated with a general sales tax through a system of income tax credits (and
refunds to non-income taxpayers) to safeguard the low income groups, can help
‘bypass or overcome the traditional political stalemate between personal income
tax and sales tax supporters. Indiana’s, Colorado’s, and Hawaii’s recent decisions
to integrate their income and sales tax systems through the tax credit device
have already been noted.

Finally, as a result of the major Federal income tax reduction of 1964, the
Federal income tax may have lost some of its “preemptive” character for legis-
‘lators in the nonincome tax States.

A COMPENSATORY POLICY

The central aim of a compensatory policy would be to provide a limited degree
of preferential Federal tax treatment for State income tax payments to offset
the deterrent effect of the heavy Federal income tax. A compensatory policy
rests on the expectation that once the State income tax movement is
liberated from the restraining influence of the Federal income tax. State
legislators would look with favor on this revenue source because (a) it repre-
sents the last major untapped State revenue source, (b) it has unique revenue
growth potential, and (c¢) it enjoys certain unique advantages from the stand-
‘point of tax fairness.

Modification of Present Deductibility System

Because a compensatory policy is based on the premise that the Federal Gov-
-ernment’s present treatment of State and local tax payments does not adequately
compensate for the heavy Federal income tax, it logically raises the question
-of the means the Federal Government might employ to neutralize most effec-
tively the deterrent effect of its own income tax for State tax policy purposes.
‘Three lines of preferential action are possible and the justifieation for taking
any one of them is to be found in the fact that such action recognizes that per-
‘sonal income. unlike consumer expenditures and property, is heavily taxed by
‘the Federal Government.
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1. The Federal Government could restrict the itemization privilege to State
and local income tax payments by disallowing property, gasoline, and sales
tax deductions—the constriction approach.

2. It could broaden the itemization privilege for State and local income
tax payments only by permitting persons using the standard deduction to
itemize, in addition, income tax payments—the liberalization approach.

3. It could modify the present deductibility system by permitting all Fed-
eral income taxpayers a choice between (a) continuing to itemize income
tax payments made to State and local governments, or (b) claiming such
payments as a partial credit against their Federal tax liability—the optional
partial tax credit approach.

Constriction approach.—While disallowance of property, gasoline, and sales tax
deductions probably would be sufficient to neutralize the deterrent effect of
high Federal income taxes, such a proposal can be expected to encounter bitter
political opposition. Homeowners, who have long been accustomed to deducting
their residential property tax payments in computing their taxable income for
Federal tax purposes, would be especially aroused. Moreover, such “corrective”
or neutralizing action could also be expected to trigger stout opposition from
State and local governmental officials, who view the present deductibility system
as a form of intergovernmental comity—with the Federal Government under-
writing a system of general tax relief for State and local taxpayers. s

Liberalization approach.—The second possible modification of the ci_eductlpl}lty
system—permitting persons using the standard deduction to take, in addition,
State income tax payments as an itemized deduction—would undoubt_edly en-
joy greater political acceptability becaue it would give standard dedu_ctlon filers
(generally those with smaller incomes) visible relief for the Statg income ta¥
payments. Persons using the standard deduction would be in a position to “write
off” their State income payments against their Federal liability at the average:
rate of about 17 cents on the dollar.

This proposition, however, is not without major defects. First, it would con-
flict with the Federal objective to simplify the tax liability formula in order
to facilitate automated tax computation and ease the compliance burdens of low-
income taxpayers. Second, and far more important, this alternative would pro-
vide only token compensation for the presence of heavy Federal income tax rates,
because approximately 60 percent of all State income tax payers already itemize
their Federa) deductions and would receive no benefit from it, while the other
40 percent—standard deduction filers—tend to fall in the lowest Federal tax
rate brackets, and on the average would enjoy only a 17 percent write off.

The token character of this alternative is indicated by the fact that if it had
been in effect in 1964, it would have cost the Federal Government less than
$150 million in tax revenue. Thus, while it would tend to move in the right direc-
tion—leveling the tax policy scales—it would probably fall far short of truly
neutralizing the presence of the Federal income tax,

Optional partial credit approach.—A partial or fractional tax credit stands:
out as a more promising method for providing compensatory Federal treatment
of State income tax payments. For example, Congress could give Federal in-
come taxpayers a choice between continuing to itemize their State income tax
payments or to claim instead a specified percentage of such payments as a credit
against their Federal tax liability. The standard deduction provision would not
be modified.

Because of its high visibility, even a partial credit has great political and
psychological value. Under the present system, the State income tax payment
appears as one component of the State and local tax deductions (alongside prop-
erty, sales, and gasoline tax payments). A tax credit, available to all taxpayers
whether or not they itemize, would be identified as a separate item to be sub-
tracted by all from the amount of tax otherwise payable. This would make State-
tax policymakers mindful of its special Federal tax-reduction value. If the credit
were set at 40 percent, virtually all taxpayers below the $50,000 adjusted gross
income class would find it to their advantage to use the credit option.

Because the Federal Government now sustains a heavy revenue loss under
the present deductibility system—approximately 24 cents on each dollar col-
lected by State income tax officials—the initial cost of an optional credit plan
would not be nearly as large as might be expected. In terms of Federal revenue
foregone, it is estimated that the present system of itemizing State income-
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tax payments cost the Federal Government approximately $700 million in fiscal
year 1964, as compared with a potential revenue cost of $1.2 billion for an
optional 40 percent credit for the same year (table 26). As the following tabu-
lation shows, the additional 1964 cost attributable to the credit would have

been about $500 million : **

Federal tax treatment

Federal revenue forgone

Present Optional
law 40-percent
credit
Millions Millions
Btate income taxes claimed as itemized deductions._....._.___.___ $720 8
40-percent credit for State income taxes paid....... ... - .- 975
Total COSY . - o ool 720 1,220
Additional cost of optional credit proposal_.. .. .. o oo fecae 500
Cents Cents
Federal revenue cost of each $1 of State income tax collections______________. 41

14 These revenue cost estimates exclude local income tax payments because the distribu-
tion of these tax payments by income classes was not readily available. It is estimated that
1dentical Federal tax credit treatment for local income tax payments would increase the

Tederal revenue loss by approximately 15 percent.



TABLE 26.—Approzimate Federal revenue cost in fiscal year 1964 of the present {reatment of State income taz payments (deductibility) compared
with the tnitial cost of an optional credit against Federal tax of 40 percent of the taxpayer’s State individual income tax payment—~Calendar
year 1963 income levels, fiscal year 1963 Slate income tax collections, and 19656 Federal taz rates

State income taxes claimed as personal deductions on
Federal returns

Estimated

Estimated cost, fiscal year
1964 (Federal revenue forgone)

(millions})
Average of personal
Adjusted gross incoine classes 1960 1062 cols. 3 and 5 deductions
(percentages) for State Optional
income taxes Present law credit (40
Amount Percentage of Amount Percentage of 1963 Federal (deduction percent of
(thousands) total State (thousands) total State returns ! only for State tax
collections collections (inillions) itemizers) liability for
all Federal
taxpayers)
(1) @) ®) 4 ) (6) @ ®) [}
Under $3,000...__c..._._ $14,121 0.6 $15, 037 0.6 0.6 $18 ® $7
$3,000 to $5,000._____ 83, 802 3.8 8,702 2.9 3.3 99 $15 40
$5,000 to $10,000..__.._ 478, 557 217 542, 519 19.9 20.8 614 105 2468
$10,000 to $20,000. 448, 918 20.3 608, 413 22.3 21.3 630 155 252
$20,000 to $50,000. 451, 651 20.4 543, 257 19.9 20.2 597 200 239
Over $50,000. - 360, 232 16.3 415, 844 15.2 15.8 466 245 3 245
Nontaxable returns. ... ... ____ 38,118 1.7 50, 526 1.9 18 53 0 0
Nonitemizers’ returns. ... coeooomomas 0 0 0 0 0 0 0 102
1] 7Y S 41,875,399 84.9 42,254, 208 82.6 83.8 42,476 720 1,221

1 Total actual 1963 State incoms tax collections distributed on basis of col. 6.

1 Less than $2,500,000.

? Revenue loss from a deduction rather than a credit (same as entry in col. 8). Marginal
rates applicable to taxpayers in this A GI bracket are likely to exceed 40 percent, so tax

¢ Total actual collections (which include taxes paid by Federal taxpayers who use the

liabilities would be minimized by deducting State income taxes rather than by claiming

the credit.

standard deduction—nonitemizers) were as follows: 1860, $2,209,204,000; 1962, $2,727,-
984,000; 1963, $2,955,996,000.
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Table 27 projects these costs through 1968. In the fiscal year 1967, for example,
the additional cost to the Federal Government of an optional 40 percent credit is
estimated at about $730 million. It is estimated that the additional cost of a 33
percent credit proposal would be about $500 million, if it were to go into effect in
fiseal year 1967.



TaBLE 27.—Approzimate Federal revenue cost of the present treatment of Stale income taxz payments (deductibilily) compared with the inilial
cost an optional credit against Federal taz of 40 percent of the taxpayer’s State individual income laz liability, fiscal years 1964 through 19661

[In millions]

Fiscal year 1964 ?

Fiscal year 1965 2

Fiscal year 1966 2

Fiscal year 1967 3

Fiscal year 1968 2

Present Optional
law credit

Present Optional
law credit

Present Optional
law eredit

Present Optional
law credit

Present Optional
law credit

Estimated Federal income tax revenue cost of—
State income taxes claimed as personal deductions.

40 percent credit for State income taxes paid.

Total cost.__
Additional cost of the optional credit proposal.

$720 $245 $834 $284 $890 $302 $1,063 $361 $1,173 2399
076 | e 1,126 [aeeeeeoo 1,201 [ceomo o . 1,435 |oceorees 1, 582

720 1,220 834 1,410 890 1,503 1,063 1,798 1,173 1,981
[ 676 | oeeeneaane 613 | . 733 | 808

1 These estimates are derived in the same way as those in cols. 8, and 9 of table 26. State

individual income tax collections for the relevant fiscal years are: 1963, $2,056,000,000  effect.
actual; 1064, $3,415,000,000 actual; 1965, $3,642,000,000 preliminary; 1966, $4,350,000,000

estimate; and 1967, $4,800,000,000 estimate,

2 Estimates are based on the assumption that this is the first year the proposal is in
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On the very extreme assumption that a 40 percent credit would immediately
encourage every State to enact an individual income tax with a yield equivalent
to 314 percent of the adjusted gross income reported on Federal income tax
returns less personal exemptions (a most unlikely assumption), the additional
cost in Federal revenue foregone would approximate $4.2 billion in fiscal year
1968. To produce this result the States would have to be collecting approxi-
mately $13 billion of personal income taxes by 1968—in contrast to an estimated
$4.8 billion if present Federal policy is continued unchanged. In other words,
the estimated additional Federal revenue cost would be offset by a gain in State
revenues in the ratioof 2: 1.

The case for a compensatory policy—The case for a compensatory policy
implemented by an optional partial tax credit rests on the following general
arguments. First, special Federal tax treatment for State and local income tax
payments is necessary because the present system makes inadequate compensa-
tion for the heavy Federal income tax and, therefore, tends to divert State and
local policymakers away from income taxes to consumer and property taxes.
Thus, the Federal Government’s present policy of “peutrality” is far more
apparent than real. As has already been explained, the present deduction treat-
ment, originally adopted in 1913, lost its neutral character when the National
Government embarked on the policy of placing primary reliance on the individual
income tax during World War II.

If it is appropriate to exhort the States to make fuller use of the personal
jncome tax in the national interest, it is equally appropriate to exhort the
Federal Government to abandon its present policy, which works against heavier
State reliance on the income tax, and, as a minimum, to pursue a policy of true
neutrality by providing State income tax payments the special consideration
necessary to achieve that neutrality. While it is not possible to define the precise
amount of special consideration that would just compensate for the deterrent
effect of the Federal income tax, reasonable inferences can be drawn from his-
torical experience. We know, for example, that a 90 to 100 percent credit would
tip the scales decisively in favor of State income taxation. We know also that
the present deductibility system, which is equivalent to an average credit of
about 24 percent, does not compensate for the high Federal rates, and that, as a
consequence, Federal tax policy tips the scales in favor of State and local con-
sumption and property taxes. This suggests that a credit in the 30 to 50 percent
range might be an appropriate compromise between undercompensation (status
quo) and overcompensation (the 100 percent or full credit).

It can also be argued that it is necessary to hurry history along because
letting nature take its course, albeit convenient, is too costly. The point must be
emphasized that any decision to impose a new general tax on the public must
be viewed as a last resort type of political decision, and policymakers in the
non-income-tax States can be expected to exploit less controversial revenue
sources before adopting a personal income tax, particularly in view of the fact
that the massive presence of the Federal income tax tips the scales in favor of
consumer taxes at the State level. Thus, in the absence of some type of com-
pensatory Federal action, many if not most of the non-income-tax States will
continue to be hobbled by their relatively inelastic tax structures.

No comprehensive study of all possible ways of aiding State and local govern-
ments ean overrun the hard logic that States should be encouraged to tap their
tax potential to the fullest extent before Congress is urged to consider any
large-scale revenue sharing plan. Thus, while 2 compensatory policy might be
viewed as Federal intervention in State tax policy matters, it is more logical to
regard it as a measure to reinforce the independence of the States by placing
them in a better position to solve their fiscal problems out of their own resources.

A Federal income tax reduction in the form of a substantial credit for State
income tax payments could be expected to have a far greater expansionary effect
on State income tax yields than the conventional type of Federal income tax
reduction. While each dollar of conventional Federal income tax reduction is
likely. through its expansionary effect on State and local tax bases, to increase
collections on the order of 10 to 20 cents, each dollar of a Federal tax reduction
in the form of, say, a 40 percent credit would produce approximately a $2.50
increase in State revenue yield, to the extent that it prompted the States to step
up to their income tax performance. Of course, to the extent that taxpayers chose
to take a tax credit rather than the present deduction for State income taxes
already in force, the loss of Federal revenue attributable to State income taxes
would not be offset by increased State revenues.
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In this connection, it should be noted that, while preferential tax treatment
for State income tax payments would have the initial effect of discriminating
in favor of Federal taxpayers residing in income tax States, this transitional
cost is necessary if the policy is to have the desired influence. To the extent the
policy is effective the discrimination would be short lived. State legislators in
non-income-tax States would have ample opportunity and incentive to prevent
the horizontal inequity from continuing for long.

Moreover, by making the partial credit provision effective some (say 2 or 4)
years after the date of enactment, Congress would be giving the legislators in the
non-income-tax States an opportunity to enact a personal income tax and thereby
prevent discriminatory Federal tax treatment for their constituents. It should
also be emphasized that this prospective approach would alert the legislators in
the income tax States in sufficient time to permit them to raise their State income-
tax rates to offset the Federal tax reduction. Because many of the income tax
States make rather inadequate use of this revenue source, it is reasonable to
assume that they would tend to take immediate advantage of the impending Fed-
eral income tax reduction via the partial tax credit route and raise their State
income tax rates. Thus, adoption of this prospective approach could conceivably
produce results somewhat similar to a revenue maintenance provision but with-
out its coercive aspects.

SUMMARY

Although in theory there are three basic policy positions that the Federal Gov-
ernment can take on the State income tax issue—a strong inducement strategy,.
a compensatory or mild inducement policy, or a status quo position—in actual
fact there are only two practical alternatives. The strong inducement approach.
exemplified by the 90 percent unemployment tax credit for taxes paid to States
appears to be neither necessary nor available, at least at this time, for the pur-
pose of encouraging the State personal income tax movement.

The issue thus reduces itself to the relative merits of a status quo position,
which rejects any type of preferential Federal tax treatment for State income
tax payments, and a compensatory or mild inducement policy, which would use-
a partial credit to “neutralize” the deterrent effect of the heavy Federal income
tax.

The status quo supporters can be expected to take a bleak view of the political
effect of any proposal for granting preferential Federal tax treatment, no matter
how limited, for State and local income tax payments on the grounds that it
would violate the accepted or traditional concept of neutrality and would be-
interpreted as Federal intervention in State tax policy matters. The status quo
advocates, on the other hand, can be expected to take a rather optimistic view
of the future of the State income tax movement. They can point to recent State-
income tax enactments and to the States’ compelling need for additional revenue-
in support of their view that the fiscal winds have shifted and are now propelling
rather than retarding the personal income tax movement.

The case for a moderate inducement policy rests on the claim that the present
deductibility system fails to compensate adequately for the heavy Federal income-
tax, and that Federal tax policy, therefore, tips the scales away from income-
taxes in favor of consumption and property taxation at the State and local levels.
Thus, if it is in the national interest to exhort the States to make fuller use of"
the personal income tax, it is equally appropriate to exhort the Federal Govern-
ment to abandon its present policy, which works against fuller use of income
taxes by the States, and to urge that, as a minimum, it pursue a policy of ““true”
neutrality by providing special consideration for State income tax payments. In
essence, this argument rests on the assumption that this case requires the Fed--
eral Government to discriminate in order to be fair.

The belief that present Federal policy is non-neutral rests on the fact that
the heavy Federal reliance on the personal income tax since the late 1930’s stands.
out as the single most important deterrent to expanded State use of this revenue
source.

Supporters of a mild inducement or compensatory policy also challenge the
sanguine view that the winds are now behind the State income tax movement.
They emphasize that the decision to impose a new general tax on the public
must be viewed as a last resort type of political decision on the part of Gov-
ernors and legislators. Thus, policymakers in the non-income-tax States can be-
expected to exploit less controversial revenue sources before adopting a per--
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sonal income tax, particularly in view of the fact that the massive presence
of the Federal income tax tips the scales in favor of consumption taxes at the
State level. In the absence of some type of compensatory Federal action, many
of the non-income-tax States will continue to be hobbled by their relatively
inelastic tax structures.

As indicated earlier, we do not here consider alternative ways by which the
Federal Government could share its revenue with the States or provide them
with other forms of financial assistance. Our purpose is limited: to consider the

‘amount of financial inducement that would be required to offset the deterrent
effect of the heavy Federal income tax on the State personal income tax move-
ment. It is for this reason that we do not advance a precise percentage for
such partial income tax credit, recognizing that the measurement of the amount
required to achieve the limited, peutralizing purpose sought is essentially a
political judgment that can best be assessed in the legislative arena. )

Finally, it needs to be recorded that we have considered various techniques
for encouraging more effective State use of income taxes. Our present discus-
sion is limited, however, to only some of these, those found to have particular
relevance as instruments for neutralizing the deterrent effect of the Federal
income tax.

It should be noted that the ACIR does not view its tax credit pro-
posal as excluding other types of general Federal aid; namely, reve-
nue sharing or unconditional grants, but as a necessary political
prerequisite to such other forms of Federal aid. But as John Shannon,
senior analyst for ACIR, stated in an address to the National Associa-
tion Conference in 1966 :

The political case for Federal revenue sharing would be far more persuasive
if most of the States were making a respectable income tax effort. Such is not
the case at the present time.

The tabular summary facing this page of six different ways of dis-
tributing a Federal surplus was prepared by John Shannon and dis-
tributed by ACIR in 1964.

CONCLUSIONS

Looking back over 25 years of recommendations by government
commissions we can see these trends of thought in connection with
Federal grants to the States and localities generally and alternatives
to the grant device: :

First, if we distinguish the official recommendations of the various
government commissions from the individual views of those who have
worked on task force studies for the commissions, we note a gradual
shift in attitude from deep resentment to a more friendly view toward
Federal grants. The government commissions were at first rather
strongly opposed to KFederal grants and their proliferation on the
grounds that they tended to usurp the autonomy of the States and
local governments and that they represented a danger of overcentral-
ization of government. The recommendations of the Groves, Gulick,
Newcomer Committee represent somewhat of an exception to the his-
torical trend inasmuch as the Committee well-recognized the utility
of the grant mechanism, employed judiciously, and of the joint par-
ticipation that is necessary to the success of federalism. In this sense
the more recent commissions have finally caught up with the 1943
Report on Federal, State, and Local Government Fiscal Relations. The
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SIX ALTERNATIVES

FEDERAL TAX EFFECT

ADVISORY COMMISSION ON INTERGOVERNMENTAL RELATIONS. A STAFF ANALYSIS OF SIX ALTERNATIVE WAYS OF DISTRIBUTING A FEDERAL SURPLUS

INTERSTATE
EQUALIZATION EFFECT

OVERALL TAX BURDEN EFFECT

EFFECTIVENESS OF PLAN
FROM A STATE AND LOCAL STANDPOINT

FEDERAL INVOLVEMENT

IN STATE & LOCAL
EXPENDITURE
DECISIONS

INTERGOVERNMENTAL RELATIONS EFFECT

TECHNICAL EVALUATION

December 8, 1964

POLITICAL EVALUATION

COMPERSATORY FISCAL APPROACH--cut Federal
income tax or reduce the national debt or
both depending on economic conditions.

Federal income taxpayers
could expect further
reductions in tax
liability.

No significant effect.

The overall Federal-State-local tax
system would be less progressive
because the Nation wo&g Ee required
to place increasing reliance on
proportional and regressive State and

local taxes to finance rising domestic
needs..-

Least efficient because direct
benefits accrue to individual Federal
income taxpayers--indirect benefit to
the extent that a compensatory fiscal
policy promotes greater economic
activity and expands the State and
local tax base, Can affect willing-
ness to raise State and local taxes
either way.

None

Federal role somewhat diminished by
the relinquishment of effective con-
trol of part of its fiscal resources
and State and local goverrment roles
CC arately h d.

The most efficient plan if the objective is
to reduce (1) Federal income tax burden,

(2) Federal role in reldtion to State and
local governments and (3) the progressiveness
of the total Federal-State-local tax system.
From a State and local aid standpoint,

quite inefficient. -

Probably the first choice of most political
conservatives and the most objectionable course
of action from a liberal point of view.

TAX CREDIT OPTION APPROACH--provide
Federal income taxpayers a more generocus
write-off of their State and local taxes
with an option plan permitting them either
to itemize their State and local tax
payments (as they can do now) or receive a
tax credit for State and local tax payments
in excess of _% of their net taxable income.

Persons in the low and
middle tax brackets
carrying above average
State and local tax
loads would receive the
most benefit. Persons
in the high tax brackets
now enjoy & liberal
write-off privilege
through itemization.

1
No significant effect.. '/

The overall effect slightly more
progressive because (a) low and
middle income tax bracket taxpayers
receive larger write-offs, and

(b) State and local governments would
be encouraged to place more reliance
on income taxes in order to maximize
tax credit possibilities.

More efficient than cutright tax cut
only to extent that tax credits
overcome resistance to higher State
and local tax rates, Much less
efficient than sharing or grant
approaches because direct aid is to
taxpayers rather than to governments.

None

Federal role somewhat diminished--
State and local governments
somewhat enhanced because a more
liberal write-off of State and
local taxes could help to overcome
resistance to higher State and
local taxes.

The most efficient approach if the objective
iz to cut the Federal income tax while in-
creasing the progressiveness of the tax system
and maximizing indirect benefits of Pederal
tax reduction to State and local governments.
However, it provides no benefit for persons

at lowest income level with no Federal tax and
renters could write-off State and local sales
and income taxes but not the property tax. l/ ;
It has no significant equalization effect.

Probable appeal for many political conservatives
and moderates (a) as compromise position between
straight Federal tax cut and plans calling for
greater Federal ald to State and locael govern-
ments and (b) es a tax reform measure placing all
Federal income taxpayers in a better position to
write-off "excessive" State and local tex payments.
Despite its progressivity feature, this approach
would probably be opposed by most liberals as inef-
ficlent when contrasted to direct forms of Federal
aid to State and local governments.

. TAX SHARING APPROACH--distribute to the
States a designated percentage of the
Federal tax revenue on the basis of
cQllection.

None

High income States with
high tax payments would
receive the largest
shares.

No marked change in the tax incidence
picture unless Federal dollars
actually replace State and local
revenue sources. In that case, there

is a slight progressive effect.

An efficient aid mechanism because
States are left free to allocate the
funds among competing needs. Local
governnments' benefit dependent on how
they share in the funds.

None

Pederal role diminished; States'
role enhanced because these govern-
ments determine how funds would be
spent.

The most efficient aid plan if the objective
is to shift a part of the rising costs of
State and local services to a nationwide in-
come tax without reducing the States' estab-
lished responsibility for allocating public
funds among competing needs. The tax sharing
approach ignores the equalization issue.

This approach would probably be opposed by most
liberals because it tends to aggravete the

fiscal disparity as between wealthy and poor
States. Some difficulty may be encountered in
proving that State and local fiscal needs warrant
general purpose Federal support. Probably the third
choice of most conservatives.

UNCONDITIONAL GRANT APPROACH--through a
permanent Trust Fund, distribute among the
States for general government purposes, on
a per capita basis, an amount equal to 1%
or 2% of the Federal income tax bage
(proposal of President's Task Force on
Intergovermmental Fiscal Cooperation).

None

Moderately equalizing.

No marked change in the tax incidence
picture unless Federal dollars
actually replace State and local
revenue sources. In that case, there

is a slight progressive effect.

An efficient aid mechanism because
States are left free to allocate the
funds among competing needs. Local
governments' benefit dependent on how
they share in the funds.

KNone

Federal role diminished; States'
role enhanced because these govern-
ments determine how funds would be
spent.

The most efficient aid plan if the objective
is to shift a part of the rising costs of
State and local services to a nationwide
income tax without reducing the States' es-
tablished responsibility for allocating public
funds among competing needs. The uncondi-
tional grant approach provides for a

moderate degree of interstate equalization.

Because of its middle-of-the road position, it
could pick up support from the left and the right
as a compromise measure despite the novel character
of this aid plan. Some difficulty may be
encountered in proving that State and local fiscal
needs warrant general purpose Federal support.

CONDITIONAL GRANT APPROACH--expand
present type of conditional grant-in-aid
programs to finance specific functions.

Kone

A mild to considerable
effect depending on
function aided and the
factors cranked into
equalization formula.

No marked change in the tax incidence
picture unless need for State and
local matching funds requires
increases in regressive type taxes.

A fairly efficient aid mechanism.
Both State and local governments are
directly benefited but because of
their specific expenditure focus,
conditional grants tend to distort
allocation of funds among programs.

Considerable

Federal role definitely enhanced in
relation to State and local
governments.

The most efficient aid plan if the objective
is to help State and local governments to
finance specific programs. While this
approach has equalization possibilities, it
tends to distort allocation of funds among
programs.,

Due to its Federal control and equalization possi-
bilities this approach receives considerable
political support from most liberals. Because of
its time-tested character, it also enjoys a certain
measure of general political acceptance not
accorded to tax credit end unconditional grant
proposals. FPolitical conservatives can be expected
to resist this approach since it would increase
Federal involvement in State and local affairs and
might preclude a Federal income tax cut.

DIRECT FEDERAL EXPENDITURE APPROACH--step
up direct Federal expenditure for such
programs as river and harbor construction
projects; or launch new programs to deal
with domestic problems of an interstate
character, such as air pollution and mass
transportation.

Rone

Mild to considerable
effect depending on type
of beneficiary and locus
of expenditure,

Ko marked change in the tax incidence
picture. Distribution of benefits
for construction type projects likely
to be less favorable to low income
groups than expenditures on social
purposes,

An indirect aid to the extent that
direct Federal activity relieves
State and local governments of the
responsibility for financing the
program. Far less effective than
tax sharing or grant approaches.

Little or none

Federal role definitely enhanced in
relation to State and local
governments.

The most efficient approach if the objective
is to bring direct Federal action to bear

on the solution of a national domestic
problem. From a State and local aid stand-
point, quite inefficient.

Strong political appeal for liberals particularly
if direct Federal expenditures fall in the social
welfare category. Conservatives can be expected
to oppose since it would increase Federal control
on the domestic front and might preclude a
Federal income tax cut.

1/ These shortcomings could be remedied and a

significant degree of inter-area equalization could be effected by a lybtem of negative tax credits (cash rebates) and allowances for imputed property taxes paid by renters.
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prevailing view has come to accegt the categorical or conditional grant
as one important means of providing needed public services within the
existing framework of cooperative federalism. For whereas the Joint
Conference on Federal-State Tax Relations, the Hoover Commission,
and the Joint Federal-State Action Committee by and large wanted to
sharply limit or curtail Federal grants, and even undo some of the ex-
isting Federal, State, and local governmental interrelationships, the
Kestnbaum Commission, the Fountain subcommittee, the Joint Eco-
nomic Committee, and the Advisory Commission on Intergovernmental
Relations have looked with favor upon the Federal grant device, with
important suggestions as to how to improve them as, for example,
through consolidation, and have adopted a more pragmatic and
dynamic view toward the Federal system.>

Secondly, there are two interesting tendencies with respect to the
fiscal plight of the States and local governments and alternatives to
conditional grants. There is a growing awareness beginning with the
Kestnbaum Commission that to achieve a balanced federalism and to
offset the dangers of overcentralization the States and local govern-
ments must themselves take steps to strengthen their roles and must
assume certain responsibilities. Toward this end, as the ACIR recom-
mends, State and local fiscal reform and improvement in the State
constitutions, local laws and administrative procedures are necessary.
Indother words, the States and localities should put their own houses in
order.

Furthermore, in considering ways and means to achieve local fiscal
reform and strengthen the States several of the government commis-
sions have considered and rejected the revenue sharing solution. As we
stated earlier, the Hoover Commission task force opposed block grants
or revenue sharing on the grounds that utilizing national tax yields
or block grants to finance local functions would tend to make the State
more dependent upon the National Government for general revenues.
It would, according to the Kestnbaum Commission relieve the States
of fiscal autonomy. It will also be recalled that the Groves, Gulick,
Newcomer Commaittee had arrived at similar conclusions. The reason-
ing of these commissions may serve to explain, at least in part, the rec-
ommendations of the Groves, Gulick, Newcomer Committee, the Joint
Federal-State Action Committee, and ACIR to expand ithe estate tax
credit concept,® and of ACIR for income tax credits, as well as
ACIR’s reluctance, so far, topropose revenue sharing or unconditional

ts. However, it should again be noted that ACIR has been care-

ul not to exclude by the income tax credit device additional ways by

which the Federal Government could share its revenue or otherwise
provide financial assistance to the States.

, 5 See Daniel J. Elazar, ‘The Continuing Study of the Partnership—The Publications of
the A}:‘lvll;g:éy Commission on Intergovernmental Relations,” Public Administration Review,
Mare .

83 The Groves, Gulick, Newcomer Committee discussed but did not specifically recom-
mend the income tax credit. Report on Federal, State, and Local Government Fiscal Rela-
tions, pp. 448451, .
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. .QUALITY OF AMERICAN GOVERNMENT* |
A Message to Congress by President LynNpox B. '~J0H_Nsoi\r . ;
Tur FepErRAL Sysredd ‘

Shaped by our Founding Fathers, the Federal system has withstéogd
a test of time and experience they could never have foreseen.

It has been adapted to a complexity of government functions un-
known and unanticipated in the simpler times of its creation. ,

Today the Federal system rests on an interlocking network of new
relationships and new partnerships among all levels of government.

That structure is elaborate. It consists of 50 Statés, over 3,000 coun-
ties, 18,000 municipalities, more than 17,000 townships, and almost
25,000 school districts, all of which employ more than 7 million people
with a monthly payroll of nearly $5 billion. ) :

Every American is served through these units of government.

" In shaping programs to meet the needs of modern-day America,
several factors have emerged which have important consequences for
our Federal system : .

First, many of the problems we are dealing with are national in
scope, requiring national strategies to attack them. But these problems
exist in communities and neighborhoods, so their solutions must be
tailored to specific local needs. " - ’

Recause broad national strategy must be fused with local knowledge
and administration, the Executive Branch and Congress have chosen
to operate through the mechanism of the grant-in-aid. The 1968 budget
provides $17 billion in Federal grants-in-aid to States and local gov-
ernments. These range from old age assistance to infant care, from
housing development to highway construction. .

During the past 3 years, we have returned to State and local govern-
ments about $40 billion in grants-in-aid. This year alone, some 70 per-
cent of our Federal expenditures for domestic social programs will be
distributed through the State and local governments. With Federal
assistance, State and local governments by 1970 will be spending close
to $110 billion annually. As I said in my 1967 State of the Union
Message. “these enormous sums must be used wisely, honestly, and
ettectively.” '

Second, attacking the major ills of our-society—poverty, crime,
pollution, and decay—requires the interaction of many agencles work-
ing together at different levels of government. Coordinating and
marshaling their efforts is a demanding challenge.

*Reprinted from H. Doc. No. 90, 90th Cong., first sess., Quality of American
Government, message from the President of the United States, Mar. 20, 1967
(excerpts).
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Third, many of the problems transcend established boundaries. Air
and water pollution, for example, respect no State or municipal lines.
Neither does mass transit—with commuters moving in and out of
central cities and across different borders. Many of our programs,
therefore, have resulted in new groupings and councils of old juris-
dictions working together for the first time.

Careful study of these key factors reveals the need to strengthen
the Federal system through greater communication, consolidation,
consistency, and coordination.

1. Better Lines of Commumication

This does not require an act of Congress. It simply requires an
“open-door” policy—a willingness by all who participate in the ad-
venture of cooperative government to sit together to discuss their
common problems.

All levels of government must be able to communicate with each
other more frequently and freely than they ever have before.

The door of discussion will always be open in the Federal Govern-
ment to the mayor of every city and the Governor of every State.

I have invited and met with the Governors or substantial groups of
them on at least seven separate occasions. '

I have repeatedly assured each Governor that top officials of the
Executive Branch stand ready to brief him and to visit his State
Capital to discuss matters of mutual concern.

Over the past several weeks, a team of Government officials headed
by Gov. Farris Bryant, Director of the Office of Emergency Planning,
has accepted the invitations extended by 16 Governors and visited
their State Capitals, where full and frank discussions with the Gov-
ernors on the problems of Federal-State relationships have been car-
ried on. Additional visits are planned in the weeks ahead.

I have extended invitations to the Governors of every State to come
to the Nation’s Capital this Saturday to meet. with me and members of
my Cabinet for discussions and briefings, and to exchange ideas on
how the ties between the Federal Government and State and local gov-
ernments can be strengthened.

In addition, / have directed the heads of all departments and agen-
cies to consult on a frequent and systematic basis with Governors, and.
mayors, and other local officials in development and administration of
Federal programs.

I have requested the Vice President and Gov. Farris Bryant, Direc-
tor of the Office of Emergency Planning, to confer with State and
local officials whenever problems of intergovernmental relati. + arise.

2. Consolidation of Grant-in-Aid Programs

There are today a very large number of individue' rant-in-aid
programs, each with its own set of special requirements, separate
authorizations and appropriations, cost-sharing ratios, allocation
formulas, administrative arrangements, and financial procedures. This
proliferation increases red-tape and causes delay. It places extra bur-
dens on State and local officials. It hinders their comprehensive plan-
ning. It diffuses the channels through which federal assistance to State
and local governments can flow.

There are several steps we should take to help remedy this situation.
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The first step is to simplify procedures for grant application, admin-
istration and financial accounting.

A local health program, for example, may draw upon separate Fed-
eral grants-in-aid for child health, training of hea.ﬁ;h personnel and
mental health. Similarly a governor often wishes to focus several re-
lated Federal grant programs upon a single complex problem.

At the present time it 1s usually necessary for the Governor or mayor
to submit separate applictaions and follow separate financial and ad-
ministrative procedures for each such Federal grant.

Initially, we should make it possible, through general legislation, for
Federal agencies to combine related grants into a single financial
package thus simplifying the financial and administrative proce-
dures—without disturbing, however, the separate authorizations, ap-
propritaions, and substantitve requirements for each grant-in-aid
program.

The development of a workable plan for grant simplification will
demand careful preparation. The statutes involved are varied and
complex.

I have instructed the Director of the Bureaw of the Budget, in co-
operation with the Federal agencies concerned and representatives of
the States and local governments to form a joint Task Force to develop
such a plan. The Task Force will report to me within one month. I will
then submit to the Congress the necessary legislation to simplify owr
grant-in-aid procedures.

Beyond administrative and financial consolidation, and even more
fundamental restructuring of our grant-in-aid programs is essential.

Last year’s “Partnership for Health” Act pointed the way. With
that measure Congress combined into a single package a number of
health grants. It established for these activities a single set of re-
quirements, a single authorization and a single appropriation.

I hawe requested the Director of the Bureau of Budget to review
the range of Federal grant-in-aid programs to determine other areas in
awhich a basic consolidation of grant-in-aid authorizations, appropria-
tions, and statutory requirements should be carried out.

As that review is completed, I will seek the necessary legislation to
combine and modernize the grant-in-aid system, area by area.

3. Consistency and Coordination

Each major Federal department and agency works through a series
of regional or field offices. These offices are the vital links between
Washington and people in States, cities and townships across America.
Whether our programs are effective often depends on the quality of
administration in these field offices.

Yet, for all their importance, there has been only infrequent critical
analysis of their roles and performance.

The cause of intergovernmental cooperation is poorly served when
these offices are out. of touch with local needs, or when their geographic
boundaries overlap or are inconsistent.
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I hawe asked the Director of the Bureaw of the Budget to undertake
@ comprehensive review of the Federal field office structure and to
develop a plan to assure the most effective use and location of these
offices.

ﬁ} have asked him to recommend a plan for the restructuring of these
offices, and I hope to incorporate the first steps of this plan in my next
budget message. ,

STATE AND LOCAL ACTION

Our Federal system is strong. It is the best instrument we have—
or any nation has ever had—for joint action.

If ‘we observe strains in the workings of that system, they are
natural consequences of the great stirring of governmental action
at all levels to cope with acute problems. When governments do
nothing, when they are oblivious to the needs of the times, there is an
illusion of order. It is an illusion both costly and disastrous.

But to survive and serve the ends of a free society, our Federal
system must be strengthened—and not alone at the national level.

Some State and many local jurisdictions maintain planning, budget-
ary and statistical systems unchanged since the 19th century. Obsolete
and arbitrary fiscal restraints increase pressures for Federal action in
areas where State and local communities themselves should assume
responsibility.

I particularly urge Governors and mayors to take advantage of the
channels of communication which I mentioned previously. I urge the
Governors to utilize that provision of the Model Cities Act which en-
eourages, and helps to finance, the establishment of State centers for
information and technical assistance to medium-sized and smaller
communities.

Two years ago, discussing the challenges which the improvement of
our soclety poses, I said, “The solution to these problems does not rest
on a massive program in Washington . . .” I repeat those words today,
with an emphasis even stronger.

No nation so great as ours can develop the society its people need if
the Federal Government evades its responsibility. This Government
has not and will not. But neither can such a nation hope to succeed
on the strength of Federal action alone.

We began as a nation of localities. And however changed in charac-
ter those localities become, however urbanized we grow and however
high we build, our destiny as a nation will be determined there.

Just as the effectiveness of every law must be gauged by its adminis-
tration, many programs must succeed—or fail—in the local health
department or school board or urban renewal office or community
action agency which turns it from plan to performance.



VIEWS OF FEDERAL OFFICIALS: FEDERAL AID AND

FEDERALISM
BY Ricumarp F. Kaurmax*
1

The views of Federal officials on the Cabinet and subcabinet level
have been remarkably consistent regarding the basic assumptions of
the Federal system, its present strengths and weaknesses, and the
implications of Federal aid programs to the States and local govern-
ments.* :

There is general agreement, for example, on the desirability of pre-
serving the division of authority within government, on maintaining
our pluralistic system of democracy, and on the dangers of over-
centralization. :

Secretary of Labor Willard Wirtz believes that our structure of
government was “devised deliberately to distribute and divide up
public authority, partly to avoid the dangers which attend its con-
centration”* and that, indeed, “it was a very good thing to divide up
authority in a good many ways within the Federal Government and
also between the Federal and State Governments, and within the States
for, among other things, the deliberate purpose of being sure that it
wasn’t so efficient that it would corrupt the power which was
involved.” 3 :

Secretary of Health, Education, and Welfare John W. Garduer
holds that our system is “characterized by dispersed power and initia-
tive.” * But, he adds, “If we want pluralism in the system—and I as-
sume we do—we are going to have to build it in consciously and sys-
tematically. The logic of modern organization does not necessarily
move us toward pluralism—in some cases, it may move us away from
it.”® Charles L. Schultze, Director of the Bureau of the Budget,
carries this thought further by saying, “To be effective we must
decentralize.” ¢ .

There is also a consensus among Federal officials on the executive
level that recent patterns of Federal expenditures in States and local-
ities have given rise to certain administrative and intergovernmental
problems—problems which are perhaps inevitable in a system as

*Staff economist, Joint Economic Committee. The views expressed are those of
the author and do not necessarily represent the views of the Joint Economic
Committee or individual members thereof.

1 Senate Subcommittee on Intergovernmental Relations, Committee on Government Oper-
ations, hearings on Creative Federalism, U.S. Senate, 89th Cong., second sess., 1968.

2 Ibid., p. 243.

3 I'bid., p. 285.

+Ibid., p. 268.

5 I'bid., p. 268,

¢ I'bid., p. 389,
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complex as ours. The major problem areas identified include the
following:’ .
(1) There is some lack of coordination in the administration of
zllid programs between departments and agencies on the Federal
evel. ‘
(2) The numerous, narrow categorical Federal grant and loan
programs have led to complexity and fragmentation.

-(3) There is a need for improved communication among Fed-
eral, State, and local levels of government, and for greater
information at the State and local level about what the Federal
Government is doing.

(4) The States and local governments must act to coordinate
Federal efforts with its own resources and needs.

(5) There is a serious shortage of trained manpower in State
and local governments.

These problems, however, are not viewed as either insoluble or
having placed an undue strain on the Federal system. Several recent
steps and innovations are cited as evidence of reasonable adjustment
on the Federal level to the growing complexity of Federal aid pro-
grams. Secretary of Housing and Urban Development Robert C.
Weaver states that the Federal Government is evolving a “new
* strategy” to control the fragmenting and disorganizing forces: “The
heart of this strategy is to achieve coordination and cooperation at the
first stage of planning and mobilization of effort, to diagnose and
fashion solutions to the problems.” And, “The model or demonstra-
tion cities program is at the center of this new strategy to bring wide
ranging Federal response to a city’s needs to remove physical blight
and to provide an array of social welfare efforts.” ® Secretary Weaver
points out that under the Model Cities program, a number of existi
grants-in-aid are brought together and supplemented by additiona.
grants “to help communities plan and carry out comprehensive demon-
strations covering entire neighborhoods.”® The creation of HUD
itself is cited as an action by the Federal Government to improve co-
ordination of aid programs on the national and the intergovernmental
levels.? Other examples of recent efforts toward better coordination of
Federal urban programs at the national level include promulgation
of the “Convener Order” signed by the President in 1966, requiring
the Secretary of HUD to “exercise leadership at the direction of the
President in coordinating Federal activities affecting housing and
urban development.” !, and the establishment within HUD of the
Office of Intergovernmental Relations and Urban Program coordina-
tion. The 701 planning and assistance programs illustrate the impetus
that has been provideg by HUD toward intergovernmental coordina-
tion in the States and metropolitan areas.*?

7 Ibid., pp. 88, 93 (Secretary Weaver), 131 (Under Secretary Wood), 143 (Deputyi Diree-
tor Harding), 260 (Secretary Wirtz), 272-273 (Secretary Gardner), 320-322 (Secretary
Udsall;’)..d354 (Bssecretary Connor), 390-393 (Schultze). .

id., p. 88.

10 I'bid., p. 92. o

1 Ipid., p. 106. See also, Executive Order 11297, Aug. 11, 1966. In a statement made upon
sgigning the order, President Johnson said: “This order will help the Secretary of Housing
and Urban Development ingsure better coordination of Federal programs for our, urban
areas. It authorizes the Secretary to take the initlative by convening special meetings and
special working groups within the Government—in Washington and In the field—to cope
with problems as they arise.” -

12 I'bid., pp. 99-103.
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- Both the Department of Labor and the Department of Health, Edu-
cation, and Welfare have taken steps to improve departmental coordi-
nation and interdepartmental cooperation in the carrying out of major
grant programs. Secretary Wirtz states that the establishment in
1966 of the Assistant Secretary for Manpower position provides over-
all executive direction and leadership with the Department of Labor
for the many manpower programs it is responsible for.’® One of the
major manpower programs, under the Manpower Development and
Training Act, is operated jointly by Labor, which determines worker
needs, selects persons for training, pays training and subsistence, and
places trained workers in jobs, and HEW, which provides occupa-
tional training.* The President’s Committee on Manpower ** facili-
tates interdepartmental cooperation among the Departments of Labor,
HEW, Defense, Interior, Agriculture, the Office of Economic Oppor-
tunity, and others, in appraising national manpower requirements and
resources and in developing new programs.'®* However, Secretary Wirtz
concedes that the committee has not yet succeeded in effectively -co-
ordinating all Federal manpower programs.?’

In HEW a number of categorical grant programs in the field of
health have been consolidated under the Comprehensive Health Serv-
ices Act of 1966. HEW Secretary John W. Gardner *®* and Bureau
of the Budget Director Charles 1. Schultze ** consider this to be a
major step é)rward. Secretary Gardner states that the best example of
cooperation at the Federal level is the way the Public Health Service
has worked with the Social Security Administration on Medicare.2°
Interdepartmental cooperation is also achieved with HUD through a
joint task force and with Labor and OEQO through regular meetings
between Secretary Gardner, Secretary Wirtz, and Mr. Shriver. Be-
cause of the ineffectualness of the interdepartmental committee de-
vice, informal day-to-day contact is preferred, according to Secretary
Gardner.? On the State and local level, the Division of State Merit
Systems whereby States have been encouraged to upgrade their public
personnel practices and the new program of grants to universities for
gi(]a training of State and local personnel are considered highly success-

22

Stewart L. Udall, Secretary of the Interior, emphasizes the sound-
ness of the “old-line”, mature grant-in-aid arrangements such as Fed-
eral aid for highways and the mapping work done by the Geological
Survey, and states t{;at 1t is common and normal to find difficulties in
the administration of any grant-in-aid program in its early years of
operation.?® These problems, which may result from rivalries between
agencies or overlaps of jurisdiction, are capable of being solved “only
by hard, patient and persistent effort.” 2* A successful example of
interdepartmental cooperation recently worked out may be found in

13 Ibid., p. 246, .

14 I'bid., p. 247. )

15 Established by Executive Order 11152, Apr. 15, 1964.
18 Creative Federalism, op. cit., p. 239.

17 I'bid., p. 258.

p. .
2 Ibid.; p. 278.

2 Thid., p.. 274, . _ ,

22 Thid), pp. 269, 274. : C ,

- 3 Tbid., pp., 319320, 340, - C PRl e T C
% Ibid., p, 341, R
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the Open Space program of HUD and the Land and Water Conserva-
tion Fund of the Department of the Interior. After some struggle, a
coordination mechanism was devised for the operation of these two
recreation programs.®* While the five existing water pollution pro-
grams present a more serious problem, it too can be resolved only by a
high degree of coordination, not by any simple reorganization, Secre-
tary Udall states.2® .
Former Secretary of Commerce John T. Connor and BOB Director

Schultze similarly stress the importance of interdepartmental coopera-
tion and improved planning to meet the management challenge in
administering Federal aid programs.®” Mr. Schultze also points out
that while Federal aid programs were originally grouped according to
major purpose within a limited number of executive departments to
achieve coordination by the department head, the recognition that
some needs cannot be met by uniform national programs has prompted
the development of a multijurisdictional method. Thus, a number of
functional programs may be deployed to solve the problems of ?overty,
the aghef;t;o, economic development, and rebuilding the Nation’s cities,
in addition to major reorganizations such as the creation of HUD and
the Department of Transportation.2® Further, a more systematic ap-
proach to Federal budgeting and decisionmaking has been introduced
to all departments and agencies; namely, the planning, programing,
and budgeting system (P%’BS) 20

- Mr. Connor and Mr. Schultze have also singled out the need for
State and local reform in order for Federal programs to have their
greatest beneficial impact. Mr. Schultze has stated : “There are major
problems which stem from deficiencies in the capabilities of State and
local governments to manage federally aided programs.” * The need
for changes in State and local laws and governmental structures, and
for better coordination at the State and local level, have been em-
phasized by Secretary Weaver 3 and HUD Under Secretary Robert
Wood,®2? OEO Deputy Director Bertrand M. Harding,®® Secretary
Wirtz* Secretary Gardner,* and Secretary Udall.s®

2

It may be seen that Federal officials at the highest level take, for the
most part, an optimistic view of the future of federalism. While most
do not address themselves to fiscal federalism as such, the implications
of what they have to say about grant programs and the Federal system
has obvious fiscal significance. In their view, both the Federal role
and the State and local role will continue to grow. A balance between
these levels of government needs to be maintained for the preserva-

= I'bid., pp. 320-321, 340.

» I'bid., p. 338. The five water and sewer loan and grant programs are contained in the
following acts: (1) the Federal Water Pollution Control Act, administered by the Depart-
ment of the Interior, (2) the Appalachian Regional Development Act, administered by the
Appalachian Reglonal Commission, é3) the Public Works and Economic Development Aect,
administered by the Department of Commerce, (4) the Consolidated Farmers Home Admin-
istratton Act, administered by the Department of Agriculture, (5) the Housing and Uchan
Development Act, administered by HUD.

* Ibid., pp. 354, 395-399.

= Ibid., p. 304. ’

= Ibid., pp. 354, 306, Secretary Gardner also stressed this, p. 273.

» Ibid., p. 393.

= Ibid., p. 273.
*® Ibid., pp. 342-344.
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tion of vur pluralistic and democratic system, and for the attainment
of national objectives and the satisfaction of local needs. All would
probably agree with Secretary Connor’s statement that: “There is a
basic problem within the Federal Government structure of reconciling
the broad objectives of Government-—economic growth, maximum em-
ployment, higher standards of living—with the more specific objectives
of individual programs in meeting the needs of States and local com-
munities.” ¥ There is, too, recognition of present difficulties as a result
of the impact of Federal expenditures in States and local communities,
some. of which are inherent in the nature and sheer complexity of the
Federal system. Admittedly, there is “overlapping and duplication
and lack of coordination.” ¢ This is considered, however, one of the
tradeoffs for federalism, and “not too high a price to-pay for the finest
system of government in the world.” 3°

Overcentralization is thought to be a greater problem and a greater
danger. In recent decades the American people have strengthened the
Federal Government in order to achieve their national objectives.
But, as Secretary Gardner has said : “They have never intended (and
do not now intend) that their Federal Government should become all
powerful.” ¢ Most Federal officials would probably agree with that
statement as well as with Secretary Gardner’s analysis of the choices
- that lie ahead with respect to the future of federalism. He sees three -
possibilities: (1) the complete subordination of State and local gov-
ernments, making them mere branch offices of one all-dominating Na-
tional Government; (2) the creation by the Federal Government of its
own network of local instrumentalities, outside the structure of State
and local governments, by establishing separate federally financed
programs or agencies, making State ang local governments vestigial ;
(8) strengthening State and local government so that it may enter
into a healthy partnership with the Federal Government.** The third
choice is Secretary Gardner’s conception of “creative Federalism” and
his  and undoubtedly most other Federal officials’ preference.

The incremental or piecemeal approach to “creative Federalism”,
as opposed to radical reorganization and reform, is the most widely
acceptable. Thus, Secretary Udall prefers “hard, patient and persist-
ant effort” over “simple reorganization”, Secretary Gardner sees the
old system giving way while a “newer system is invented piecemeal”, 42
and both Harding and Schultze view the problem primarily as one
in which gaps need to be filled as they appear.® Mr. Schultze views
the Federal structure as having evolved from an earlier model in
which there were two main types of Federal activities, (1) nationwide
direct Federal programs such as national defense, agricultural price
supports, and veterans’ benefits, and (2) formula grants to States for
such purposes as highways and public assistance, to the present model
which includes the earlier forms of activities plus the new programs
whereby the Federal Government (1) directly participates in specific
projects in States and communities, (2) acts as a coequal partner with

3 I'bid., p. 354.

8 I'bid., p. 243 (Secretar%ertz) .

» I'bid., p. 218 (Deputy Director Harding).
40 Ibid., p. 272.

41 I'bid., p. 271.

42 I'bid., p. 272.

43 I'bid., pp. 217, 389.
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the States and local governments in carrying out those projects, and
(3) may work with a number of local governments organized into
special groups.* Model Cities, the Community Action Program, and
the Appalachian program characterize the more recent types of Fed-
eral activities.

To achieve “creative Federalism” Federal officials would urge more
of the corrective action already underway, in addition to the newer
kinds of activities—that is, improvement and consolidation of grants-
in-aid, departmental reorganization and better coordination and inter-
departmental cooperation on the Federal level, improved budgetin
and decisionmaking capacity, more effective intergovernmenta
communication, a more adequate Federal field structure, better co-
ordination of planning jurisdictions and boundaries, improvement
in the collection of statistics, elimination of delays in processing and
funding applications for Federal assistance; and on the State and
local level, better interagency cooperation, changes in State constitu-
tions, laws and local ordinances, and correction of the manpower
deficiencies.

On the specific issue of revenue sharing and other alternatives, only
a few Fed%ra,l officials in the executive branch have expressed them-
selves publicly. Budget Director Schultze has indicated his opposi-
tion to unconditional block grants to the States on the grounds that
while overcategorization of grants-in-aid should be avoided, there is
some value in the impetus provided by the specific requirements at-
tached to Federal grants, and that a solution to the problem might lie
somewhere between “just shoveling the money out in buckets, on the
one hand, or shoveling it out in teaspoonfuls on the other.” ** This
view is most likely representative of other Federal officials. Vice Presi-
dent Humphrey stated a similar one in a speech in 1966 in which he
cautioned against oversimplifying the revenue-sharing concept, said
that any such program would have to include proper standards and
safeguards, and that the Federal Government could not just ladle
out money to prop up weak, obsolete and ineffective State and local
governments.** In an interview in 1964 the then Secretary of Com-
merce, Luther Hodges, strongly opposed revenue-sharing, stating “It
would be very silly to give money to the States on any unconditional
basis.” 4 Secretary of the Treasury Henry H. Fowler has taken a more
neutral position. Secretary Fowler, a member of the Advisory Com-
mission on Intergovernmental Relations, expressed the following res-
ervation at the time that the Commission formally recommended a
partial tax credit for State income tax payments:

I have not voted on this recommendation. At the present time I am clear
I cannot vote in favor of it. But since important issues are involved, I do not
desire to vote against it. I would prefer that that matter be given wider study
and discussion. It represents in effect a method of providing Federal financial
assistance to State and local governments. Alternative methods to this end have
been suggested by others. All of these alternatives involve a very substantial

commitment of Federal funds and for that reason require careful public discus-
sion.*

4 Ibid., p. 388.

4 I'bid., pp. 410411,

8 New York Times, Nov. 20, 1966.

4T Washington Post, Dec. 10, 1964,

‘; g’ederal-ﬂtate Coordination of Personal Income Tazxes (Report A-17, October 19635),
1. 19,
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Orville L. Freeman, the Secretary of Agriculture, and Robert
Weaver, then Administrator of the Housing and Home Finance
Agency, also members of the ACIR in 1965, did not dissent or other-
wise indicate disagreement with the Commission’s recommendations
on tax credits and presumably approve of them.



FEDERAL EXPENDITURES TO STATES AND REGIONS: A
STUDY OF THEIR DISTRIBUTION AND IMPACT*

BY SENATE CoMMITTEE oN GOVERNMENT QPERATIONS

(1) Foreworp

* * * * % * *

During the past three decades, concern for the hard-pressed financial
position of the States and their localities has resulted in the adoption
of a wide variety of Federal financial aids. This assistance has largely
taken the form of categorical grants whose distribution is limited by
criteria which fail generally to consider their total economic impact
on States or regions affected.

A growing body of research, including this report, indicates that the
impact of Federal spending on the economies of the several States or
regions cannot be assessed merely by examining separate grant-in-aid
programs or the total of Federal-aid payments. Other categories of
Federal Government expenditure may have greater economic impacts.
The geographic distribution of expenditures under Defense and NASA
programs tends to increase economic inequalities among States, On the
other hand, distribution of other types of Federal spending, such as
aid for highways, education, public assistance, and the like tends to
reduce inequalities.

All these regional effects are more or less fortuitous. They result,
in large measure, from defense and defense-related procurement
policies on a “least cost” basis, and from specific program-oriented
criteria contained in individual grant legislation. Little attention has
been paid to the possibilities for coordinating these broad sectors of
Federal spending as a policy objective. And little information is
available concerning ways of reallocating Federal expenditures to
achieve a more rational distribution, should major adjustments in
defense needs occur or should national policymakers attempt to
achieve a great equalization of the regional impact of overall Federal
spending.

Re]ial%le estimates of the effects of Federal spending on State or
regional bases, however, are difficult to obtain. Many agencies do not
report or account for expenditures on a geographic basis; few report
such distribution in a timely, comprehensive, and uniform manner.
In the case of defense expenditures, primary contract awards are
reported on a geographic basis, but adjustments are not made for

*Reprinted from Federal Ezpenditures to States and Regions: A Study of
Their Distribution and Impact, Subcommittee on Intergovernmental Relations,
Committee on Government Operations, U.S. Senate, 89th Cong., second <ess.,
June 29, 1966. This study was directed and prepared by Dr. Arnold H. Raphael-
son. The selections are from (1) the Foreword of Senator Edward 8. Muskie,
Chairman of the Subcommittee, (2) the concluding chapter of the study. and
(3) the individual views of Senator Jacob K. Javits.
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subcontracting or the outside purchase of components and materials.
Moreover, no continuous system exists for coordinating what infor-
mation there is on geographic allocations.
The Secretary of the Treasury does provide an annual report on
payments to States and local governments and some types of payments
to individuals. The Office of Business Economics of the Department
of Commerce estimates, on a calendar year basis, payments of wages
and salaries to Federal Government personnel residing in each State.
But no system combines these reported data. Consequently, while the
estimates in this study may be compared with those of other impact
studies, there are no clear standards against which their validity can
be checked.
This study’s tentative findings no doubt will be considered in the
light of growing concern with the fiscal problems of State and local
governments. They should be assessed in light of demands for a more
equitable distribution of Federal spending. They should be examined
in conjunction with revenue sharing, block grants, and tax credit
proposals. Finally, these findings suggest a number of steps which
should be taken preparatory to the development of national economic
policies that would give proper emphasis to the regional impact of
Federal expenditures.
First, new procedures should be introduced for the systematic
collection of data on geographic distribution of all Federal
expenditures;
Second, computerized models should be developed for using
these data and for identifying those factors that actually in-
fluence the composition and growth of State and regional
economies;
Third, debate on such measures as shared tax revenues and
block grants should not focus merely on Federal grant out-
lays but should assess the whole broad range of Federal ex-
penditures in States and local areas;
Fourth, national economic planners should carefully re-
examine the failure of more than half of the existing grant-
in-aid programs to include explicit fiscal equalization provi-
sions (the distribution of their moneys and the proportionate
Federal-State sharing of program costs being governed, to some
extent, by a recognition of the States’ relative fiscal capabilities
to support these programs). This reassessment is necessary in
light of the fact that high per capita income States enjoy a pro-
portionately higher advantage under DOD, NASA, and related
defense disbursements; :
And finally, changes in the overall composition of defense
needs—as ‘well as technological changes in defense requirements—
can, without proper forewarning and appropriate adjustment
measures, produce severe dislocation in the economies of areas
where such expenditures exert a significant impact. The 1965 Re-
port of the Committee on the Economic Impact of Defense and
Disarmament underscored the need for adequate planning in
this area. ) _
For these and other reasons continued study of the impact of Federal
expenditures on regional and State economies appears to be of para-
mount significance.

* * * * * * *
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(2) CONCLUSIONS

National economic policy today, in effect, répresents. a group of
decisions designed to implement a wide range of national goals. These
decisions are not part of an integrated national planning process; dif-
fering forces shape them in our pluralistic and political system. Yet,
insofar as these decisions may be thought to constitute a national eco-
nomic policy, Federal spending so generated has a substantial influ-
ence on the Nation’s economy.

In the years examined in this study, Federal expenditures in the
national income accounts were in excess of one-sixth of the gross na-
tional product. While this proportion may vary in the future with
the rate of growth in the national economy and with the scope of Fed-
-eral activity, it seems likely that Federal fiscal policy will continue to
exert a considerable influence on State and regional economies. More-
over, the advent of new Federal responsibilities has increased the im-
portance of Federal expenditures and grants to the States.

The total impact of Federal fiscal policy is not, however, evenly dif-
fused over the Nation. The analysis described in chapter 11 shows
clearly that different categories of Federal spending vary in their
growth patterns and in their impact upon the different States and
regions. Total allocated expenditures rose from $56.3 billion in 1957
to $88.6 billion in 1963, an increase of 57.4 percent; this increase in-
cluded a rise of 29.2 percent for civitian and military wages and sal-
aries (from $18.5 to $23.9 billion) and a rise of 112.8 percent for aid
to States and localities (from $3.9 to $8.3 billion). These differences
in rates of increase for the categories of Federal expenditures reflect
shifts in the relative importance of some functions. Transfer payments
and aid to States, for example, grew faster than the total; defense
procurement increased at about the same rate as the total. Federal wage
and salary payments and aid to individuals, on the other hand, grew
at much slower rates.

Partly as a result of these changes in the proportions of various
categories, Federal expenditures grew more for some States and re-
gions than for others. For example, in New England the growth in
total allocated expenditures from 1957 to 1963 with 60.3 percent, well
above the national average. This largely reflected the sharp increase
in aid to individuals (146.6 percent) and aid to States and localities,
and occurred despite below-average increases in every other category
except transfer payments. But in Maine, the rise was 30.6 percent
(little more than half the regional growth rate) ; increases in direct
Federal payments to individuals other than for wages and salaries, and
in aid to States and localities, were in part offset by declines in defense
procurement and military reserves and civial works.

Changes in the growth of expenditure categories and shifts of
emphasis within categories produced a varied impact of Federal spend-
ing over the Nation. California, with 12.7 percent of total allocated
expenditures in 1957, had 14 percent in 1963, while New York’s share
(the next largest in both years) declined from 8.9 to 8.4 percent.

1Morris A. Copeland, “Trends in Government Financing,” a study by the National
Bureau of Economic Research (Princeton: Princeton University Press, 1961), pp. 102, 103.
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Alaska’s share declined from 0.5 to 0.4 percent over this period, while
Utah’s rose from 0.5 to 0.8 percent. These disparities, then affected both
large and small States as well as those with obviously different types
of economies. There were substantial variations in the amounts of
expenditure in each State and reglon in these years, and there were
also substantial differences in the changes in total allocated expendi-
tures and spending in each category over this period.

The analysis of the distribution of Federal expenditures in chapter
IT was not designed to demonstrate that the allocation of national
spending among the States 1s appropriate or inappropriate. To de-
termine the desirability of a particular distribution, it 1s necessary to
examine the relevant decisions affecting Federal spending in different
egions. A basic decision, such as a budgetary ceiling, might not be

evant to the geographic distribution unless such a ceiling limits
programs of special regional importance. Secondary decisions on uses
of Federal spending involve more direct factors in the determination
of geographic patterns.

%ertain legitimate kinds of Federal spending can exert a strong
influence on the pattern of expenditures. An example is the purchase
of natural resources, such as coal, iron, or oil; obviously only States
and regions endowed with them can meet the demand for these re-
sources. States without these resources feel the impact of such spend-
Ing indirectly, if at all.

Equally important, the scope of certain Federal programs—as a
practical matter—is limited to particular States or areas. Agricultural
subsidies, for example, will go only to States where certain surplus
crops are raised. More public assistance will go to States with greater
numbers of the poor (even if average income 1s higher).

Certain functions of Federal spending, then, affect some areas more
than others. Still, other choices among programs leave room for al-
ternative decisions that affect the geographic distribution of funds.
For example, once program allocations are made, subsequent market
or Government decisions concerning where such goods and services
will be produced frequently are required. Many of these decisions are
based largely on competitive bidding. Others are determined on the
current ability to produce the desired goods and services, and con-
tracts are negotiated on that basis. Location of Federal facilities may
be involved. Most of these decisions result in production in existing
facilities, so that a change in program requirements causes a geo-
graphic reallocation of expenditures. Finally, many intergovern-
mental expenditures involve local initiative and other local factors in
determining the distribution of Federal outlays.

Thus, many decisions,. affecting the distribution of the economic
impact of Federal expenditures, are determined by diverse criteria
that result in an uneven distribution of funds. Except in the equal-
izing grant formulas, the subsidy programs, new regional aid pro-
grams, and the selection of public works construction, the desire to
minimize costs dominates procurement patterns, wage and salary pay-
ments, and other Government expenditures.

The treatment of the geographic allocation in chapter II serves as a
reasonable estimate of the impact of these expenditures upon the
States and regions. Comparisons with the rvesults of other studies in

T
r
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appendix B corresponds with those reported by others, even when
different methods were used. Future Government accounting prac-
tices may well refine these allocation methods, and yield more infor-
mation than currently reported data on prime contracts.

A more meaningful consideration of the impact of these expenditures
requires its assessment in terms of the economic differences among
regions. The most reliable data on interstate and interregional differ-
ences involve population and personal income. These factors, along
with per capita income, were related in chapter III to the allocation
of Federal expenditures.

Total personal income in a State or region is an indicator of the
dimensions of the local economy. Between 1957 and 1963, personal
income rose in all States and regions. Comparison of the 1957 dis-
tribution of personal income with that in 1963 revealed few significant
changes in State and regional shares of the national total. But the
changes that did occur highlight substantial differences in the eco-
nomic development of these areas. Arizona’s share, for example, rose
from 0.6 to 0.7 percent of the national total between 1957 and 1963;
this resulted from an increase in total personal income of 70.4 percent,
more than twice the national average increase of 33.9 percent. In con-
trast, Rhode Island’s share fell from 0.5 to 0.4 percent, despite an
increase of 18.6 percent in personal income. Relatively minor shifts
in shares of regional income, then, reflect major differences in rates
of economic growth.

The distribution of population growth also exhibited wide varia-
tions. While Nevada’s population rose by 51.4 percent, West Virginia’s
fell by 3.8 percent. Many States, notably those in the Plains region,
were relatively static.

Differences in distributions of population and personal income are
reflected in the levels of per capita personal income. The national
average in 1957 was $1,967, as compared with $977 for Mississippi
and $2,685 for Connecticut. The rise in Mississippi over this period
was 35.9 percent, one of the highest in State increases in per capita
income in the Nation and nearly three times that for Connecticut.
But in 1963, average per capita personal income in Mississippi, at
$1,328, was still less than half that of $3,041 for Connecticut. Despite
some narrowing of differentials, then, there were still significant vari-
ations in the average economic well-being of the States.

There were also wide disparities among the States in the levels of
per capita allocated Federal expenditures. Alaska and the District
of Columbia were both very high—more than three times the national
average. In 1957, the range for the other States was from $189 for
Wisconsin to $595 for Maryland and $641 for Hawaii. But by 1963,
Mississippi had the lowest. level of per capita allocated expenditures
($324), despite a growth of 53.6 percent, while Maryland, with $761,
had risen by only 2%r.9 percent,

The final measure examined in chapter IIT was Federal expenditures
in the national income accounts as a percentage of personal income.
This extrapolation of State and regional shares of Federal expendi-
tures was related to personal income for each State and region. Again,
significant. disparities appeared, even when Hawaii, Alaska. and the
District of Columbia were excluded. High percentages for Maryland
and Virginia reflected the importance of the National Capital. Con-
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trasts appeared among other States; Michigan’s percentage was less
than half that for the State of Washington in each of the sample years.

In examining the relationship between per capita personal income
and the percentage of personal income to Federal expenditures, no
apparent connection was found ; nor was there any apparent trend in
changes over the sample years. Instead, the percentage rose in some
States and declined in others. However, different statistical techniques
developed by other researchers, described in chapter IV, established
some clear associations.

The purpose of this study was to provide an analysis of Federal ex-
penditures that would permit estimates of the impact of these expend-
itures on State and regional economies. This impact was gauged by

opulation and income measures for recent years. Empirical research
in chapters IT and IIT provided the basis for the findings described in
chapter IV and suggest the following tentative findings:

(1) A strong, direct relationship appears between Federal expendi-
tures and population—States with more people tend to receive more
Federal expenditures.

(2) Overall, a strong, direct relationship exists between personal
income and Federal expenditures—States with more personal income
tend to receive more Federal expenditures.

(3) Direct associations appear between per capita personal income
and total Federal expenditures, as well as between per capita income
and spending in the categories for Defense and NASA procurement,
civilian and military wages and salaries, and transfer payments. How-
ever, after allowing for the impact of other Federal expenditures, an
inverse relation was found between per capita personal income and
per capita expenditures for military reserves and civil works, for di-
rect Federal payments to individuals other than wages and salaries,
and for grants to States and localities.

(4) Although richer States tended to receive more Federal expend-
itures in general—and Defense expenditures in particular-—poorer
States tended to receive more per person in direct Federal payments to
individuals other than wages and salaries, in grants to States and lo-
calities, and in spending for military reserves and civil works.

(5) These relationships for the categori