
can be improved upon will be able to
adjust somewhat to get measurement s
which come closer to his judgment of
reality. The general pattern, however,
seems clear; benefits in relation to in -
come are greater the lower the income ,
and benefits are much greater than
taxes in lower brackets .

Table 14 shows by income levels the
estimated benefits of state-local spend-
ing compared with the associated state-
local taxes . Clearly the system as a whole
is strikingly "pro poor" in the sense tha t
for those with incomes under $2,000,
benefits are 2.4 times as great as taxes ;

„benefits are nearly twice as great as taxe s
in the $2,000 to $2,999 range, For those
with incomes over $15,000, estimate d
benefits amount to only a little over hal f .

" their state-local taxes ,

Equity

Is the distribution of taxes described
:equitable? Each of us will have his own
'judgment. In general, state-local taxe s
as a percentage of income are approxi-
mat ly proportional for most of the
population .

Of course, at all income levels some
inequality in burden results from differ-
ences in consumption patterns, espe-
cially the use of cigarettes and alcoholic
beverages, More serious probably, a t
least in some localities, is the inequity
which results from inequality in property
tax assessment . In another aspect of
equity, however, the property tax can b e
said to score rather well — financin g
local services so that the community
which bears the burden gets the benefits ,

Economic Efficiency,
Administration, and Compliance

State-local revenue systems can prop -
erly be criticized for their adverse effect s
on economic efficiency and resource
allocation -- but hardly to the extent

resulting from Federal taxes, Reme-
diable administrative defects and need-
less compliance burdens continue, By
reasonable standards, however, man y
state systems deserve at least moderately
favorable ratings, Some are better tha n
good . They support the conclusion that
there is much room for improvement b y
merely extending the use of method s
and features that have been tested an d
used successfully somewhere . The search 4
for means of further improvement must
continue .

The greatest problems seem to be
those of the property tax . Weaknesses of
administration — and some of the bases
for improvement— were . indicated in
Chapter V. An additional challenge
arises from the fact that in some places ,
especially older urban areas, the prop-
erty tax rates are high enough to have a
substantial and unhealthy effect on in-
vestment in new construction .

Table 1 4
Ratio of Benefits of State and Loca l
Expenditures to Tax Burdens for Al l
Families by Income Class—196 1

Ratio, benefit s
Income classes

	

to tax burden( h )

Under $2,000 . 2.4
$ 2,000—$ 2,999 118

3,000—

	

3,999 1 . 3
4,000—

	

4,999 1 .1
5,000—

	

5,999 1 .0
6,000—

	

7,499 1 .0
7,500—

	

9,999 .9
10,000—

	

14,999 .8
15,00 and over .6

Total 1 .0

a. Income class limits are expressed in money
income after personal taxes .

b. General benefit expenditures distributed hal f
in proportlon to money income before taxes an d
helf In proportion to the number of families
and unrelated individuals .

Source ; Tax Foundation, Estimated Tax Burden s
and Benefits of Government Expenditure s
by Family Income class—1981 and 196 5
(in preparation),
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VHS
:Borrowin an - "De t

Since World War II, state-local debts For the people of a state or a locality ,
- have grown rapidly, as shown in Table as for a business or for a family buying a

15, On a per capita basis, 1965 state debt house, going into debt will be wise if the
varied from $21 in Idaho to $563 in net benefits will exceed the full costs ,
Delaware. Cities owed nearly half the Clearly, it is economically wiser to bor -
1965 local government debt ; school dis- `,row than to go without an improvemen t
tricts owed $16,7 billion, special districts in the hospital or a new school whic h
$15.4: billion, The annual interest cost would .; bring benefits worth around 15
averages $15 per capita the country over, percent of the borrowed funds a year,
but differs tremendously fxoni gone place `vbile the full cost of borrowing (each
to, another . year's debt repayment, called amortiza-

tion, plus interest) would be 10 percent ,
Purposes and Logic of ;Borrowing Yet who can really know how much a .

Most state and local debt is incurred `_new school or other project `will brin g

to finance capital construction,' schools, , community advant gesP

-highways, water systems, sewers . When
such projects require a relatively large Ordinarily, benefits of state-local capi -

outlay at one time, construction would 'tal facility projects are to some extent
often be impossible if full payment from intangible . At times, it is true, benefits
taxes were required at the time of build- can be measured with enough accuracy
ing. Moreover, since the benefits to the to give a reasonably clear answer. It may
public will appear over many years, is it be possible, for example, to make a re-
not sensible to require future users to liable estimate of the saving in labor an d

. . ;share the cost? People move in and out fuel from a new heating plant and the n
of a locality or a state; some who are to compare this amount with the cost o f

-

	

around when the school or other project borrowing. More often, however, the
is being built will die or shift residence community's decision must hinge on con-~

before long, Spreading the capital costs siderations which cannot be measured ,
.over several years seems only fair if it How much can the public benefit fro m
can be done — and there is a method of a better prison, college building,, or

doing so ; borrowing initially, followed bridge?
by gradual repayment . But will borrow-
ing be economically justified in view of For a growing community, the bene -
the fact that the interest which must be fits from many capital projects will be

	

,
paid will add to the total cost? greater than the cost of financing them

1 . Short-term borrowing, usually from banks, is sometimes necessary when the inflow of revenues and th e
outflow of expenditures are on different schedules, Governments which borrow at some times of the yea r
frequently become lenders for short periods at other times,
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Table 1 5

Gross ..ebt,of State and Local Governments

	

7, 7

Total and Per Capita
Selected Years, 1927 -1964

Gross debt (billions) Per capita
Year

	

Total

	

State

	

Local

	

gross debt

1927

	

$14.9

	

$ 2.0

	

$12.9

	

$125
1936

	

19.5

	

3 .4

	

16 .1

	

152
-1940

	

20.3

	

3 .6

	

16.7

	

154
1946

	

15.9

	

2 .4

	

13.6

	

114
1950

	

24.1

	

5 .3

	

18,8

	

159
1954

	

18,9

	

9 .6

	

29.3

	

242
1956

	

48.9

	

12.9

	

36.0

	

292
1960

	

70.0

	

18.5

	

51.4

	

189
1962

	

'81,3

	

22.0

	

'59 .3

	

437
1964(x )

	

92.2

	

25.0' ,

	

67.2

	

485

a. Fiscal year.
Source: Department of Commerce, Bureau of the Census= Treasury Department .

with borrowed money. Governmental :health are highly valuable, years may ,
facilities can be of large advantage— `pass before .such benefits appear in sig-
even essential if the local economy is to nificantly improved money income — an d
prosper and grow. Yet the local tax sys- servicing debt requires money that ca n
tem could not stand the strain 4 paying be votect In taxes, beginning . in a ;year
in full at once . Borrowing offers a solu- orso.,

	

. .

	

., :
tion. As a community becomes

	

more ma-

	

-
ture, however, much new construction Controls on Borrowingof government facilities replaces olde r
ones. In such cases the argument for an

	

Do state-local governments tend to
increase in borrowing loses force . From
time to time, for example, a large school overborrow? Temptations to incur debt

district can pay for a new building out can be strong even when the underlyin g

of tax revenues which are no longer justification is weak . Government officials

needed to repay debt incurred -to-pay for who propose, and voters who approve ,
new public debt do not in doing so incu rthe first schools, a personal obligation, as they do when

Another consideration affects the wis- they borrow as individuals, The debt i s
dom of borrowing. The benefits of a gov- the community's. (The individual can
ernmental capital project may not all get out of his part by moving away, o r
appear in the form of dollars which are by death,') Moreover, although ne w
needed for paying interest and retiring borrowing must meet the requirement s
the debt. Although better education and of the municipal bond market, govern -
2, The individual who owns propert~ cannot escape fully because the worth of what he owns will be affecte dby present :and prospectivc_tax obi ations .
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ment's use of borrowed funds does not bound by such restrictions, and methods
need to meet the tests of economic pro- of borrowing "outside" the limits have
ductivity which are required for success been devised, Such debt, however, re-

_

	

: .

	

in business borrowing, Experience sup- quires higher interest cost than regula r
ports logic in reaching the following borrowing on the "full faith and credit"
conclusion : Unless special cautions are of the locality or state ,
in effect, neither economic nor political Many debt limits need modernizationrestraints on the growth ` of state-local to relate them to the economy of th edebt are likely to be as 's gong as long-
!run developments

	

prove to be
1960's and beyond. But what restraint s

desirable.fi on amounts, and what borrowing pro -
II

cedures, would be most desirable? Ties
The people who app S~ ~i new govern- to the property tax base are less logica l

~~xpayers ,'ment debt commit fug

	

The in theory than they were in the past be -
debts owing today

	

p, Abligations of cause other revenue sources have be -
many people who bad 'i4 ilt in making come relatively more important, Addi-
them. The history'of st~'te~ ical borrow- tional considerations weaken any logic
ing includes follies and scandals the like - support~ , inr such ties — from one place to

" of which we hope to avoid in the future . another assessments have widely differ -
The most serious problem is not stupid- ent relations to actual worth ; in some lo -
ity and corruption. Mather it is to avoid calities property may be taxed by only
going too far, borrowing too much, for one government while in others several
projects which have merit but whose tax the same property; the taxes neede d
cost would add to debt already high. for purposes other than debt service

To help prevent over-borrowing, state
differ widely. Although there is wide

constitutions or laws and city charters agreement that decisions to incur deb t
should,bp made with more caution an dgenerally (1) set up procedures which forethi'6(.aglit than essential for annua lrequire special voter attention before spending, the best methods of achieving 'new debt is authorized and (2) fix limits this objective are not clear.on the total amount of debt which may

be owed at any one time . The provisions Revenue Bonds
vary greatly. For localities the debt limit
is often related to the assessed value o f
property. In some cases, fixed dolla r

- ceilings are in effect . Or by special ap-
proval of a large majority of voters (o r
property owners) the community may
incur whatever debt it wishes — and is
able to arrange to market on satisfactory

_ terms.

Such legal limits, many dating from a
distant past, do not necessarily represen t
considered judgment based on the real-
ities of today . Nor are the limits as effec-
tive as a look at the laws might lead on e
to expect . The public has refused to be

Much borrowing is now done by states
and localities which pledge certai n
sources of revenue to pay interest an d
amortization, Such "revenue" bonds —
for thruways, college dormitories, water
systems, or public housing — make up
some of the debt which, as noted earlier,
(1) falls outsiat. 'he debt limit, and (2 )
is not an obligation of the taxpayers of
the governmental unit. About $37.8 bil-
lion (38 percent) of total state and local
debt in 19615 was payable from pledge d
earnings or other special sources. The
quality of such debt varies widely, but
on the basis of experience we must ex-
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i
pect that some will go into default be -
cause the projects financed will not ear n
enough above their operating expense s
to cover interest and amortization . Such
default will cause difficulties, not onl y

. . for the bondhoic►..,•s and other persons
directly involved but also for state-local
governments in somewhat similar situa-
tions who want to borrow later .

Increasingly, state-local debt is bein g
l incurred to raise funds to build factories

and other facilities for business . The
, company using the buildings will pay
rent which covers the cost of servicin g
the debt; in doing so, the business gets
advantages which reflect the income ta x
exemption of interest from state-loca l
debt, discussed later. The practice grows ,
despite widespread disapproval even by
many business firms and government s
which engage in it . Governments feel
that to attract or hold employers, the y
must meet the competition of other com-

. .. manities; a business firm may conclud e
that competitive pressures compel it to
accept such offers when its rivals do so .

Interest Exemption fro m
Income Tax

The Federal income tax statute specif -
ically excludes interest on state-loca l
debt from income subject to personal o r

`corporation tax . Because of this explicit
exemption the Supreme Court has no t
had occasion to rule whether Congres s
has authority (under the sixteenth
amendment to the Constitution) to in-
clude such interest in taxable income .
Would the taxation of such interest o n
the same basis as other income impai r
the sovereignty of states and localities?

The exemption enables states and lo-

calities to borrow at lower cost than eve n
the U.S. Treasury. The net differenc e
cannot be computed precisely becaus e
both the detailed features and the dual-
ity of state-local issues vary tremend-
ously; moreover, interest-rate relation s
are constantly shifting . Generally, how-
ever, the saving for the borrowing gov-
ernments in 1960 was between 30 and
50 percent of the actual interest paid .
The benefit to the individual or corpora -
tion owning the bond, however, can b e
considerably greater. For example, when
the taxpayer is subject to a marginal in-
come tax rate of 50 percent, a 3 .5 per-
cent tax exempt yield is as good as a 7
percent taxable yield—and some tax -
payers are , subject to rates as high ,as 70

percent.

The revenue loss to the U .S. Treasury ,
)though difficult to estimate, runs appre -
ciably higher than the . benefit to state s
and localities.-' Why does competitio n
-not adjust taxable and tax exempt inter-
est rates to enable the borrowing govern -
ment to get all of the benefit? The rea-
son; not enough taxpayers are subject
to the highest marginal income tax rates ,
and are generally attracted to such
assets, to buy all of the billions that
states and localities offer for sale each
year. In selling to a bigger market, thes e
governments must offer interest yields
which appeal to buyers whose tax rate s
are not so high .

The exemption is properly criticize d
as an inefficient way for the Federal gov -
ernment to aid state-local borrowing.
Moreover, there is some criticism of a
subsidy which concentrates benefit o n
upper income individuals . 4 A more ra-
tional system could be devised . But pro-

3. Ott, D., and Allan Meltzer, Federal Tax Treatment o/ State and Loral Securities, (Washington, D,C, ,Brookings Institution, 1%3) .
4. Who gets the tax benefits going to banks, life insurance companies, and other corporations holding ta x

exempt bonds? The advantages will be diffused among customers, persons insured, stockholders, and possibl yothers .

53



posals for reform arouse little support i n
Congress and much opposition from
mayors and governors . 5

Borrowing Procedures, Cost, and
Dcbt Management

When a state or locality wishes to rais e
more than small amounts by selling ne w
debt, it will generally try to get financial
firms to bid competitively. For large
issues the competition may be intense
so that the interest cost will be as low as
market forces permit . For thousands of
localities, however, the amount to be
borrowed on any one occasion will b e
small in relation to capital market mag-

. __ .nitudes. As a practical matter, not man y
a community can expect large invest-
ment firms to compete for its bonds .
'Therefore, it cannot be reasonably sure
of obtaining the best terms that are
potentially available. So some state gov-
ernments help localities in floating new
loans. State officials may give informa-
tion and advice about borrowing pro-
cedures and in some cases actively par-
ticipate in the negotiation on behalf o f
local governments .

depending, of course, upon the credi t
standing of the borrowing unit. U.S.
Treasury bonds of comparable maturit y
yielded 4.7 percent . Some state-local
borrowing plans are responsive to inter-
est rates, for example, being postponed,
reduced, or even abandoned when th e
interest cost rises above what had been
expected. ,

Most state-local borrowing agree-
ments now require systematic debt re-
tirement. A sinking fund may be re-
quired to accumulate enough to pay off
the debt when it falls due . More com-
mon is the use of serial bonds; each year
a fraction of the debt must be repaid .
These procedures require the borrowing
government to include in the annual
cost of debt service, not only interest but
also some debt repayment (amortiza-
tion) . The latter may approximate, per -
baps only crudely, the annual deprecia-
tion of the capital facilities to be zvon
:strutted.

In the early 1930's defaults were num-
erous; for over 25 years, however, they
have been rare, but not unknown . When
they occur, extension of time for pay -

In late 1966 state and local govern- ment, and other adjustments, are, ar -
ments could borrow on long term — 20 ranged, with Federal bankruptcy la w
years or so — for 3.7 to around 5 percent, governing .
5, Growing use—even abuse—of the exemption privilege to finance facilities for businesses has created suppor t

for restricting the exemption to borrowing for bona fide governmental purposes, A more striking practic e
brow it criticism in 1966; local governments were borrowing and°using the funds to buy , `Federal :.debt ,
thereby reaping a riskless and appreciable difference in yield.

i
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VIII.
Federal-State LocalY O nanciatR, ela tion s
Every session of a state legislature or summarize material useful for under -

of Congress, and many meetings of city standing the :discussion which follows .
councils and other i local government 1• The American public believes tha t
bodies, deal with problems involving some functions can be performed `best
financial relations with other govern- at the local level rather than the state
ments. Federal, state, and local officials (or by the state in preference to the na-
in their day-to-day activities deal with -tional government) . , The assignment of
each other in many ways, most of which responsibilities for performing govern-
have financial significance. Numerous .;mental functions, however, has not al -
,and persuasive changes are taking place waysbeen matched by the grant of effec-
in the relations among govn.;;=1rts _ . .

tive ability to raise revenue . For decades
city znd subur~~, neighboring 'towns, localities have faced increasing pressur e
state welfare agencies with their Federal to spend more, but their own effectiv e
and local counterparts ,- and soon. The

-
Power to raise the necessary revenue ha s

change may, be large and well publi -c
cized; more ..,-often .'it is

	

-un-small .4nd
lagged

	

Local governments have `de -
pended heavily upon the property tax.

dramatic, Though its yield has grown rapidly,
The problems are so complex and '-especially since World War II, objec- . :

their elements so interrelated, the de- -= tions to the increasingly intensive use
velopments are so numerous and widely have been strong. Earlier, during th e
varied, that no brief account can pos . . 'Great Depression, property owners often
sibly do the subject justice, The space --: :found themselves unable to pay the tax

'available here will be used to identify due, and various protective limits were
some of the problems and then to dis- imposed in many states. More recently,
cus3 what is perhaps the most important one objection to the heavier use of thi s

-

	

financial development, the,,` grp,%i.%i6of A ax is a conviction that to do so would
grants-in-aid. lead some taxpayers to flee from, not

enter, or not expand in, the community .
Issues Bearing on the Study o l . When businesses are discouraged in this

• Intergovernmental Relations way, it is argued, the _source_ of -jobs and _-,_'_- ::

	

.

The analysis of intergovernmental
•income will suffer.

	

_Income

f nancial relations can draw on a huge 2. Such mobility, very real among lo-
literature which deals with a variety of calities, also concerns states, though t o
points, not always closely related to each smaller extent. The taxes which one gov-
other, The following brief statements ernment can impose will depend upon
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what others do, Unless extra tax burden s
pay for differential governmental serv-
ices of (clear) benefit to the person s
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 tax -
ing power than the sum of its localitie s
acting individually . Each local unit faces
competition from close neighbors . But
ff the state government imposes a tax t o
;raise equal revenue, mobility is less of a
threat, And if the national governmen t
does the job, no one state can attrac t
either businesses or high income tax-
payers away from other states by offer-
ing to lower the tax in question ,

3. The vast majority of local govern-
ments cannot possibly administer no n
,property taxes as effectively and effi -
..ciently as a state . Similarly, the Federal
government has some advantage ove r
states in administering taxes . In short,_

. ` the larger units of government are bette r
able than smaller units to collect i n
come, sales, death, and other non-prop-
erty taxes. These, it became clear many
years ago, will be called upon to provide
some of the money for schools, publi c
assistance, highways, and other func-
tions .

4. States prescribe the obligations o f
localities to perform functions . States
also grant the legal authority of loca l
governments to tax and in other way s
influence their power to raise revenue .
State governments, therefore, exert com-
manding influence on local finances ,

5. The spending in one communit y
has "spillover" effects outside, nearb y
and possibly to some extent far acros s
the country. The amount sent for func-
tions, and the quality of performance ,
in one state, or locality, will not be a

matter of indifference in the rest of th e
country.

6. Overlapping (sometimes cAle d
double or multiple) taxation, increase s
as more and more units at different level s
of government utilize consumption, busi -
ness, and income taxes . One burden
piled on others may produce a tota l
result significantly different from any-
thing desired or desirable . The revenue
which one government can raise will b e
affected by the use which others ar e
making of the same tax base, Moreover ,
costs of administration and complianc e
of such multiple taxes lead to waste an d
apparently needless use of resources .
Fortunately, evidence of progress exi ;ts;
many states, as noted earlier, have mad e
their income tax reporting requirements
conform to the Federal, easing greatly
the taxpayer's job of compliance . Un-
doubtedly, however, more can Abe ac-
chieved.

7. The use of government to redistrb-
ute income by providing some group s
with relatively more than others, per-
haps in government service or perhap s
in transfer payments of money, will
create special problems of intergovern-
mental relations ,

8. The exemption of government s
from one another's taxes creates conflicts .
For example, when the Federal or a stat e
government acquires real estate, the lo-
cality 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 income tax as it could if a
private, profit-making business supplied
.the service, Deductibility, such as loca l
taxes in computing state or Federal in -
come tax, will relate the finances of dif-
ferent governments in ways which can
be complex ; the results will be difficul t
to appreciate fully,
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Coordination and Cooperation'

In some respects various states an d
localities have competing, even antago-
nistic, interests . Yet these governments
also need to cooperate if they are to deal
efficiently with problems of mutual con-
cern - water, traffic, or policing in a
metropolitan area ; preventing evasion of
state sales taxes; deciding on the rela-
tive state and local use to be made of th e
same tax base . Arrangements for getting
such eooperahon are far from adequate ,
but many de . elopments are taking place ,

Interstate compacts, e.g., regarding
license fees and motor fuel taxes paid by
truckers or the development of rive r
areas, are negotiated and approved b y
Congress . Less formal agreements
among states deal with a variety of prob -
lems. Governors meet together to dis-
cuss their common problems ; so do

mayors. Interesting procedures to serve
mutual interest are developing in urban
areas where the problems are varied ,
complex, and changing. Dozens of sepa-
rate governments in the same area claim
independence, but in fact they depend
on each other . In some cases, state gov-
ernments provide authority or compul-
sion for neighboring localities to wor k
together. Frequently, localities contract
for services to be provided by one gov-
ernment in return for payment . The
growth of professionalism among civil
servants enlarges informal cooperation ;
influential results, even though largel y
unnoticed by the public, are modifying
local performance and even policymak-
ing. Local personnel discover many as-
pects of common interest in the solution
of problems of policing, public health ,
education, and other activities .

1 . The coordination which results from grants-in-ald is discussed later .

Table 1 6
Intergovernmental Revenue as Percent of Total General Revenu e

Selected Years, 1922 -196 5
(Millions)

State Loca l
Amount Percent of Amount Percent of

total general total genera lrevenue revenu e
From From From From From From From FromFederal locrl Federal local Federal state Federal stat egovern• govern- govern• govern• govern- govern . govern• govern.Year ment Mont Mont Mont Mont Mont Mont Mont

1922 $

	

99 $ 27 7.9% 2.2% $

	

9 $

	

312 (a) 8.1%
1927 107 51 5.3 2.5 9 596 (a) 10. 1
1936 719 39 19.6 1.1 229 1,417 33% 22.9
1946 802 63 12.8 1 .0 53 2,092 .6 25 . 4

'

	

1954 2,668 215 17.4 1 .4 298 5,635 1.5 28 . 8
1960 6,382 363 23.3 1 .3 592 9,522 1 .8 28 . 8
1962 7,108 373 22.8 1.2 763 10,879 2.0 28 . 4
1964b 9,046 417 24.0 1.1 956 12,873 2.2 29 . 2
1965b 9,874 447 24.1 1 .1 1 0 155 14,077 2.4 29 . 4

a .

	

Less than .05 percent.
b.

	

Fiscal year.
Source: Department of Commerce, Bureau of the census .
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How can we improve methods of
dealing with the many and overlap -
ping problems. Possibilities have been
studied extensively, by legislative bodies ,
special commissions, professional groups ,
and scholars. In 1959 President Eisen-
hower signed a law setting up the Ad-
visory Commission on Intergovern-
mental Relations . Its 25 member includ e
Congressmen, cabinet members, gover-
nors, mayors, members of state legisla-
tures, county officers, and private citi-
zens . . A professional staff aided by exper t
consultants has produced excellent anal-
yses of problems, some broad and some
pinpointed to narrowly specific prob-
lems. The Commission has seen some o f
its recommendations adopt( ,, ' widely .
For example, in their 1964-1b, ssions
39 state legislatures enacted one or more
proposals of the Commission . In 1965
Congress adopted a dozen recommen-
dations . Yet, ' as of 1966, the Commis-
sion's list of unfinished business is lon g
and growing.

'Intergovernmental Payments :
Grants-in-Aid

Payments from governments at on e
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 widely diverse systems have been
developed. States frequently share with
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 persona l
income tax revenue with counties, cities ,
and towns . However, a large portion of
state payments to local government, an d
almost all Federal distributions, take th e
form of grants-in-aid .

Although Federal grants to aid a few
state-local activities go back many dec-
ades, the dollar amounts were smal l
before the Great Depression. They the n
increased to meet serious emergencies.
New programs were added, and with a
few exceptions, they continued afte r
prosperity returned, Since World War I I
Federal grants have multiplied, not onl y
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 140,2
and in 1966 the number was increase d
significantly ,

Functions Financed by
Intergovernmental Payments

Table 17 shows the major functions
which are financed by intergovernment-
al payments. Education gets much the
largest total, with highways and publi c
welfare next and approximately equal .
The latter two each received roughly
twice or more as much as education in
Federal funds . By 1967, however, Fed-
eral grants for education will have risen
markedly .

Reasons for Grantss

Why have intergovernmental grant s
grown so much? Some of the reasons are

2. Estimates of the number of programs differ because of lack of agreement whether related activities make u p
a singgle program or are better considered as two or more, For example, the "school lunch pprogram " whtr h
distributes commodities and makes direct payments to participating schools, may not be substantially differ .ent from the "school milk prc .,tum," which makes payments to states to increase milk consumption by schoo lchildren .

3. For the sake of simplicity, the term "grant" will be used here to Include tax sharing . Although this usag e
is now customary, the two have somewhat different economic and political significance, Grants may carr y
with them more control over spending of the funds than does tax sharin*, When the state and Its localitie s
share In the revenue from a tax, each feels the effect of fluctuations In yield ; some grants, however, are fo r
fixed amounts In the short run so that one level, usually the state, must absorb all of the results of yiel dvariations .
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Table 1 7
Intergovernmental Expenditure by Selected Function and Level of Government

Selected Years, 1853 -1965
(Millions )

n 4 FUN,OTIONa Socia l
Sour" of

Inte'"

	

mental Public Health & Natural
Insurance
adminis•

7undst , f Education Highways welfare hospitals resources tratlon

1853:
Federal $ 508 $ 510 $1,332 $116 $ , 66 $196
State 2,737 803 981 130 11 —
Local 14 67 "' `23 39 -8 —

`'19:57: r

:'`: `'Federal

	

:' 60 944 1,557 111 '122 245
State 1 . 41 094 1,071 1,025 253 11 —
Local 16 26 25 54 2 _

Federal 950 2,905 2,070 135 127 325
-- State 5,300 . 1 1 247 1 9483 . 176 20 —

Local (b) 41 31 72 (b )

18.83:
;'_Federal 1,384 2,981 2,752 . 184 164 342

. . .State 61 993 1,416 1 1919 . 207 28 —
	 Local 25 29 35 75 3:

Federal 1,677 3,997 3,098 292 187 413
State 8,351 1,630 2 1436 241 38 —
Local 20 32 36 80 1 —

a. Local figures represent payments to state governments onlyl Interlocal transactions excluded .
b. Minor amounts not included .
Source : Department of Commerce, Bureau of the Census .

implied in the points made earlier. Local would have in getting such amounts .
governments have felt pressures to en- Some supporters of Federal aids em.
large expenditures more rapidly than phasize the argument that the Federal
the public wished to increase utilization revenue system utilizes taxes which
of the property tax ; states developed come nearer to meeting the criteria of a
new revenue sources which could help good revenue system than do the taxe s
finance payments to localities, Some- of states and localities . 4
what similarly, the Federal government Another reason for the growth of "pay-
'has been able to raise funds — by bor- ments" from higher to lower Ievels of
rowing during the 1930's and more re- government has been a desire by variou s
cently from a rapidly growing income groups to influence both the total an d
tax base and progressive rates — with the pattern of government expenditure .
less difficulty than states or localities For example, how could the counties of

4 . While the argument seems plausible, a more thorough analysis reveals reasons for doubt, No one can b e
sure what changes In the two revenue systems would result from the heavier use of one to relieve the other .

I I
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a state — or the states of the nation — be
induced to develop a unified highway
system? Would it not be desirable t o
get all school districts to offer standard s
of education above the level some would
provide? How could all states be in-
duced to offer more medical aid to the
aged poor? In practice, grants have bee n
responsible for an increase in the total
amount of state and local expenditures .
Moreover, the allocation among func-
tions has undoubtedly been modified ,
and so have the methods of actual pe r
formance.

The justification advanced for the ex -
tension of influence may be a belief tha t
the quality of performance of a func-
tion in one community has significance
outside. It is argued, for example, tha t
'the common responsibility for defense ,
the constant movement of population ,
the interdependence of all parts of th e
economy, and the needs of citizenshi p

all combine to make health, educa-
-tion, reduction of poverty, urban transit ,
and so forth more nationwide, and les s
completely local, matters than Ameri-
cans once believed . When some area s
fail to provide good quality governmen t
service, people far removed may suffe r
at least a little. Perhaps, therefore, al l
taxpayers should be compelled to hel p
pay for services in other areas. Some
spillover effects unquestionably develop.
But to what extent? The benefit to peo-
ple in one area of better performance
by localities at the other side of the stat e
or nation may be trifling . Yet the exist-
ence of even a little potential benefit ha s
been cited to support action to compel
one group to help pay for services else -
where without any evidence that on bal-
ance there is likely to be net benefit .

Support for the use of grants to in-
fluence expenditures also comes from a
belief that the larger jurisdiction (state

vis-a-vis localities or nation vis-a-vi s
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 an d
state-to-local grants for assistance to the
poor rests in part upon a belief that th e
provision of relief aid is more properl y
the responsibility of the larger, than of
the smaller, units of government. Other-
wise some localities (or states) woul d
have much greater burdens per capita
than would others . And the sources of
distress and causes of poverty, it i s
argued, lie in forces operating on a
broader scale than any locality (or
state) can control. Whatever the rea-
sons 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 help s
account for the growth of grants — th e
greater practical capacity of larger unit s
to raise revenue. Localities contain al l
the taxpayers from whom states and the
Federal government can collect revenue .
Why, then, is the ability of localities t o
raise taxes less than that of states? In-
adequate facilities for administerin g
some taxes, fear of suffering in the com-
petition for business, and the greater
force of opposition to tax increases when
exerted close to home — all these, it is
said, limit the actual ability of many lo-
calities to pay their own way . States are
somewhat freer than localities fro m
inter-area 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

11

	

-

	

., I

60



top of the income scale, In time, man y
businesses and individuals most bur-
dened would tend to move to areas
where they would not be compelled t o
pay for services bringing them little o r
no benefit, No single locality, nor eve n
the largest state, on its own can do much
through taxes and spending to alter
greatly the distribution of income . The
smaller the jurisdiction — school district ,
village, city, or state — the narrower th e
limits on its power to tax without pro-
viding benefits which the major tax -
payers believe will be worth the ap-
proximate cost to them,' Consequently ,
Americans who hope to use governmen t
to force one group to pay for benefits t o
others can be expected to prefer Federa l
taxes over reliance on state taxes — o r
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 ca n
note that government officials who are
closely associated with particular pro -
grams, seeing opportunities for bette r
performance, are likely to urge expa n
sions ,

Bases for Distributing Grant s

raise the same revenue, National taxe s
eliminate both inter-locality and inter -
state competition, Federal financing ,
therefore, seems a way around one ob-
stacle to either local or state financing .
And is it not human for local officials t o
prefer to have states (or Congress) levy
taxes for local benefits?

Families and businesses which are
free to decide where to locate will pre-
sumably take account of governmental
services, tending to favor location s
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 suc h
services . High standards of welfare aid ,
for example, or housing subsidy or su-
perior public schools may draw into a n
area some families whose presence ma y
add more to governmental costs than to
revenue. Relatively high quality govern-
ment service which is supplied withou t
a charge on the specific users will t o
some extent create its own demand fo r
the service . The necessary taxes, how -
ever, will be higher than those else-
where. The extra burdens may tend t o
drive away some individuals and busi-
nesses, perhaps those with relativel y
high taxpaying capacity but not attract-
ed by the particular services (especiall y
benefits for low income groups),

Proposals for grants (or for tax shar -
Some people believe that government ing) must consider the question ; On

finances should be used to redistribute shat basis shall the money be dis-
income from the more to the less pros- tributed? Sometimes the goal is to re-
perous . What would happen if some turn the dollars to the places from whic h
local governments were to attempt to do they come -- the point of origin de-
much more in this direction than at termined accurately or asserted arbi-
present? Imagine a local tax system de- trarily, Often, however, plans utilize on e
signed to finance far more redistribution of two other system s
than in other communities, e .g., provide
relatively extensive services for the poor

	

(1) Grant distribution may try for an
to be paid for by taxes on those at the element of equalization, perhaps by pro.

5 . zoning can serve to exclude low income families by requiring high quality housint! ; the residents, though
prosperous, may then pay less than the average of the area for public services,
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viding more for relatively poor area s
than for the more prosperous .' For ex -
ample, 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 t o
some measure of income or need . Pre-
sumably, then, some of the spending in
poorer localities is paid for by taxe s
from higher income areas . Allowance
may be made, at least roughly, for th e
effort a community has exerted in util-
izing its own revenue sources, Fre-
quently, the objective is to assure a t
least a minimum standard of perform-
ance everywhere.

(2) Grant funds may be used to offe r
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 govern-
ments, "For each dollar of your own
money that you spend on function A ,

„ you can spend a dollar of state money .”
The prospect of getting $2 worth of a
service by spending only $1 of mone y
raised locally can induce localities t o
spend more than they ordinarily would
on the designated activity. They will do
so, not only because more dollars be -
come available but also because of th e
incentive stemming from the nature o f
the grant. Sometimes, however, such a
grant may do relatively less to increas e
the total outlay on the function than to
change the emphasis and manner to
comply with directions from the govern-
ment which gives the funds,

and in practice. Stimulating grants, for
example, can certainly be effective . In
such cases, however, they are sometime s
properly criticized for inducing "over-
spending" on the aided functions rel-
ative to others . Such a grant also tend s
to favor the more prosperous commun-
ities because they can afford to put up
the money needed to take full advan-
tage of the grant offer . ? Equalization in
grant distribution gets support from
persons who believe that aiding the
poorer localities (or states) also serve s
the broader public by making possible
more and better government service s
of types which have significance beyon d
local (or state) boundaries . But who
can be sure? The recipient area ma y
keep its own effort to pay for the func-
tion below what it would otherwis e
exert.8

The actual distribution of grants wil l
depend upon the balance of political
power in state legislatures, in Congress ,
and in the executive branch of govern-
ment. Groups of voters who are over -
represented (in relation to population )
in legislative bodies may succeed in
getting for themselves relatively gen-
erous benefits . Recent reapportionment
of both state legislatures and Congres-
sional districts has altered the balanc e
of political power . Rural areas have gen-
erally lost power to urban areas, and
there have been shifts in voting powe r
which will affect city-suburb and inter -
suburb relations . The effects on dis-
tribution of grant funds will develop
gradually .

Both equalization and stimulation

	

As more Federal grants are made di-
have merits and weaknesses in theory rectly to local governments, new prob -
6 . The grant-in-aid literature uses the term "equalization" with many different shades of meaning . Rarely If

ever does it Imply getting all persons or areas on exactly the same basis as regards the program bein g
considered ,

y, The state or Federal tax system, of course, will take more tax dollars from people In such areas .
t;, Grants which are relatively generous to areas of below average Income may delay movement of populatio n

to localities where the fundamental economic outlook offers greater promise, Grants may also discouragge
other adjustments which In the longer-run would prove beneficial . Evidence as to what extent these possibili-
ties become actualities is incomplete ,
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lems of state-local relations must b e
faced. Governors, state legislatures, an d
state agencies are by-passed . How, then,
can effective statewide programs b e
planned and administered? Yet in th e
view of some observers, society wil l
benefit from freeing urban areas fro m
the restrictions of state governments ,
which are, or are said to be, less than
adequately concerned with the prob-
lems of cities ,

Some Features of Grant Programs

Great programs are profoundly in-
fluencing American society . But in the
absence of knowledge about wha t
would have developed otherwise, judg-
ment of the results must be tentative .
The following generalizations do not

- cover the whole subject and do not pre -
tend to present a coordinated summary .

The programs have become increas-
ingly complicated . Only experts may be
able to understand some formulas no w
used, The few persons who are qual-
ified to evaluate the results are likely t o
be too specialized (and possibl y
biased) to have good judgments about
the merits compared with those o f
other public programs or private altern-
atives .

Details of grants can get out of date ,
but modernization may be put off yea r
after year because of disagreement
about what would be preferable, In one
state, for example, grants to induc e
school consolidation continued fo r
many years after the objective had been
essentially achieved ,

When one level of government pays
part of the cost of programs carried ou t
by others, officials at the level whic h
hands out the money have responsibilit y
for seeing that the funds are used as in-

tended, Frequently, however, the re-
sulting supervision arouses criticism . A
weakening of local independence may
be alleged, perhaps with good reason .
Such control can reduce the Opportunit y
to adapt to differences in circumstance s
among localities (or states), Red-tap e
can be worse than a nuisance . It can ob-
struct innovation and tie the hands o f
persons who would like to try somethin g
that seems better . For a single progra m
the cost in time and money of filling ou t
seemingly endless questionnaires (and
maintaining the records required) an d
of handling the data submitted may not
seem unreasonable . But for dozens o f
grant programs the total burden ca n
weigh heavily.

"Direction from above," however ,
finds support as a source of positive ad -
vantage . Officials who administe r

, ,grants (or lawmakers who establish
programs) may set better standards
than would otherwise prevail in some
areas, Administrators who are -able to
draw upon broad experience can . use it
to induce — or force — improvement in
performance, 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 con-
structive change. The central agency
distributing grants occasionally helps
to arrange cooperation among localities
or states .

Federal influence has grown rapidly ,
along with Federal dollars . State and
local lawmakers and administrators fee l
compelled to accept Federal money
when it is offered ; their residents would
save nothing in Federal taxes (or noth-
ing large enough to be identified) by
rejecting a grant, To get the money ,
however, even when the Federal dollar s
are a small fraction of the total to be
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spent on the program, the receivin g
government may need to modify it s
operations to meet Federal require-
ments. Some of the newer programs'giv e
Federal officials considerable discretio n
in allocating funds . Governors, mayors ,
and other state-local officials are expe-
riencing new problems in trying to get
Federal funds when the decision hinge s
upon the judgments of a few men i n
Washington rather than upon fixe d
rules known clearly in advance.

People close to various programs dif-
fer in their evaluations of the results o f
the controls (as distinguished from th e
money) . There is wide agreement, how-
ever, that efforts for improvement o f
controls and coordination devices are
increasingly necessary as grants exert
:widen influence and become more com-
plex.

Despite the large growth of Federa l
grants already scheduled, proposals for
still greater expansion find support . A
few states, and more localities, the argu-
ment runs, are not expanding and fm -
proving services rapidly enough withi n
the limits of what appears potentiall y
possible for the economy as a whole .
Expansion of Federal aid seems to offer
a way toward improvement." The dol-
lars alone will make a difference; and
in addition the control exerted migh t
increase the effectiveness .

Recently there has been discussion o f
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 spe-
cific expenditure programs. Each state
--- perhaps even each locality — woul d
be free to use the funds for what it s
residents believe to be of highest pr-
ority. No Federal control of particula r
spending programs would be involved .
Although impressive arguments are
made in support of such untied aid, th e
supporters of particular programs seem
to exert more total influence . One pos-
sibility would be to consolidate the nu-
merous grants for each broad functio n
-- welfare, education, health freein g
the states from many of the detaile d
controls of specific programs .

Concluding Comment

Changes of profound importance ar e
taking place in the system of grants and,
more broadly, in all aspects of inter -
governmental relations . Ever larger
amounts of money are involved . Com-
plexity and interdependence . increase
each year, Federal influence continue s
to multiply . In some cases the pattern
of controls has become so largely fixe d
that modification proves very difficult .
But for the system as a whole, and, of
course, especially for the newer pro -
grams, important areas of choice remain
open. The quality of American govern-
ment for the indefinite future will de-
pend significantly upon how the public
deals with the many problems of inter -
governmental financial relations as they
arise at each level of government .

9 . Compared with the necessary Federal taxes they wouldTay . the people of some states would get more, others
less, from almost any expansion or Federal grants . Federal taxes paid by the residents of each state can b e
estimated and compared with grants-in-aid now received by each state, For 1965 the people of Illinois . Indiana ,
and New York, for example, paid about $1,60 in Federal texts for each dollar of nonhighway aid while fo r
Arkansas, Mississippi, and Oklahoma the figure was around 30 . Tax Foundation, Allocation v/ the Federal
Tax Burden by State'(New York . The Foundation, 1966), p . 3 .
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