REVENUE SHARING: A CRITICAL VIEW
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The current discussion of revenue sharing reflects a wholesome
shift away from preoccupation with federal finances and toward
a more comprehensive view of our fiscal structure, federal, state,
and local. Attention is focused, and rightly so, on current issues
that call for immediate solution.

The fiscal plight of the cities and the need for expanded social
programs are the crux of the problem. But the debate also poses
the broader question of how a sensible fiscal structure of federal-
ism would be arranged and what kind of solution one should be
striving for in the longer run.

I. PriNcIPLES OF FiscAL FEDERALISM

To sketch this background, we begin by setting forth very
briefly what the ground rules for fiscal federalism should be. For
brevity’s sake and at the risk of sounding dogmatic, these will be
summarized in five basic principles:

1. The principle of diversity: The federal system should
leave scope for variety and differences in fiscal arrangements
pertaining to various states and localities. Communities may dif-
fer in their preferences for public services and should not be
forced into a uniform pattern. Let the flowers bloom.

2. The principle of equivalence: Cognizance must be taken
of the fact that the spatial scope of various public services dif-
fers. The benefits of some are nationwide, such as defense; those
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of others are region-wide, such as roads and flood control; and
those of still others are local, such as city police or street lights.
Similarly, the burden incidence of some taxes can be confined
to a particular area more readily than that of others. For fiscal
arrangements to be truly efficient each type of service would be
voted on and paid for by the residents of the area which bene-
fits.

3. The principle of centralized redistribution: The redistrib-
utive function of fiscal policy (i.e., progressive taxation and
- transfers) should be centralized at the federal level. Otherwise,
redistribution becomes ineffective and location decisions are
distorted.

4. The principle of locational neutrality: Regional fiscal dif-
ferences tend to interfere with the location of economic activity.
Some degree of interference is an inevitable cost of fiscal fed-
eralism, but it should be minimized. Differential taxes which
(in the absence of offsetting differential benefits) distort location
decisions should be avoided.

5. The principle of centralized stabilization: The use of the
fiscal instrument for purposes of macro (stabilization, growth)
policy has to be at the national level. State treasuries, like re-
gional Federal Reserve Banks, cannot make stabilization policy
on their own.

These principles are more easily stated than applied. In the real
world fiscal institutions are the result of historical forces and im-
perfect in many respects. Various public services are not readily
classified by their spatial incidence; existing jurisdictions fre-
quently do not correspond to benefit areas, spill-overs occur, and
more suitable jurisdictions are difficult to create; in other cases,
jurisdictions are saddled with the spill-in of national burdens
which are not of their making; the cost of taxes used to finance
local benefits may be shifted to nonresidents; state and local fi-
nances do not operate in a setting where adequate distributional
adjustments have been made at the federal level, and so forth.
For these and other reasons the design of fiscal federalism should
allow for three supplementary criteria:
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6. Correction for Spill-overs: Benefit spill-overs between ju-
risdictions lead to inefficient expenditure decisions. This calls
for correction by higher levels of government.

7. Minimum Provision for Essential Public Services: The
national government should assure that each citizen, no matter
in which state or locality he resides, is provided with a mini-
mum level of certain essential public services, such as safety,
health, welfare, and schooling.

8. Equalization of Fiscal Position: While redistribution is
primarily an inter-individual matter, the existence of sharp
regional differences in the balance between fiscal capacity and
need among governments cannot be disregarded entirely. Some
degree of fiscal equalization among governments is called for so
that minimum service levels can be secured with more or less
comparable tax efforts. '

Not all these points are of equal importance for this discussion,
and the last two are more controversial than the others. However,
we shall find them to be necessary conditions of a sound fiscal
federalism in the current U.S. setting, and essential to a solution
of our fiscal crisis.

II. Fiscar. NEEDS AND RESOURCES

‘With these considerations in mind, we now turn to the role of
revenue sharing, first proposed by Walter Heller in 1964.* At that
time, economists were concerned with countering a slackening
economy and averting the repetition of stagnation by “fiscal drag,”
such as had occurred in the late fifties.2 The outlook was for a
steadily rising federal full-employment surplus and widespread fis-
cal deficiencies at the state-local level.

In this setting, the transfer of federal revenue to the states and
localities would avoid repetition of fiscal drag and do so better
than tax reduction. At the same time, it would serve to finance a
wide range of state and local needs and do so with a tax structure

1 See W. HELLER, NEW DIMENsIONs oF PoLiTicAL EcoNomy 117, 144 (1967).
2 Worsnop, Federal-State Revenue Sharing, in 111 Conc. REc., A4780 (daily ed.
Aug. 25, 1965).
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superior to that at the state-local level. To expedite enactment and
minimize opposition, the plan was proposed in the simplest pos-
sible form, i.e., distribution to the states on a population basis,
without strings and pass-through provisions.? This is also said to
have been the spirit of the Johnson task force report under the
chairmanship of Joseph Pechman.* Since then much has happened.
The scene, initially so conducive to revenue sharing, has under-
gone substantial change.

A. Federal Outlook

It is now apparent that the silver lining on the fiscal horizon
has been tardy in developing. The magic formula of “$15 billion
annual built-in revenue gain minus $10 billion annual expendi-
ture increase (present programs) equals a $25 billion dividend in
five years, which, after adding a $20 billion one-shot reduction
in defense, gives a $45 billion surplus five years from now" has
refused to materialize.

The revenue response has been slowed down by premature
(current and postdated) tax reduction, the hoped-for decline in
defense spending has been slight, and increases in other programs
(including the Great Society programs of the Johnson Administra-
- tion and the proposed plans of the Nixon Administration) have
outweighed the reductions that did occur. The immediate pros-
pects are for deficit rather than surplus, and the current discussion
is in terms of finding new revenue rather than of disposing of
surplus. Most important, it now appears that a fiscal dividend in
the $40 to $50 billion range is unlikely to materialize even over
the next five years or more.

Recent estimates by Charles Schultze visualize a potential full-
employment surplus of $28 billion for 1975.5 This figure allows

8 “Pass-through” provisions generally provide that all or a portion of shared fed-
eral revenues go directly to local governments rather than following a plan of federal
distribution to state governments which then allocate funds to local governments,
These “pass-through” plans are seen as a method of easing the current urban fiscal
crisis. For a more detailed examination see Turnbull, Federal Revenue Sharing, 29
Mp. L. Rev. 344, 359 (1969).

4 See, Pechman, Financing State and Local Government, in 2 Jr. Economic Comm,,
907H CONG., 1sT SESS., REVENUE SHARING AND ITS ALTERNATIVES: WHAT FUTURE FOR
FiscaL FEDERALIsM? 763 (1967).

5 See Table 1 infra. The text statement and the figures in Table 1 are based on
the outlook as it presented itself in early 1970. The revised estimates for fiscal 1971



1971] Revenue Sharing 201

for the effects of the Tax Reform Act of 1969, for built-in increases
in present programs, as well as for the Administration’s welfare
and revenue sharing plans. Vietnam expenditures are assumed to
have fallen to $1 billion and defense expenditures are reduced
(iri real terms) by $9 billion below 1971 levels.

Schultze further holds that a budget surplus of $10 billion will
be needed if the Administration’s housing goals are to be imple-
mented in a noninflationary fashion. His free dividend is thus
reduced to $13 billion, or $18 billion prior to the Administration’s
revenue sharing program.

While it is difficult to predict the need for surplus five years
from now and while we would be unwilling to place general (as
against low-cost) housing expansion ahead of social programs, it
is evident from these estimates that the federal budget outlook is
not one of unlimited slack. Not only will the budget remain tight
over the next couple of years, but even by 1975 the magnitude of
potential slack will be substantially less than had been expected.

B. State-Local Outlook

At the state-local level we also note some change from the earlier
setting. Whereas the estimates of a few years ago projected a rap-
idly rising level of deficits, more recent approaches give a less
alarming picture. W. H. Robinson estimates that in 1975 state
and local expenditures will be at $191 billion after allowing for
increased work load due to rising population and for quality im-
provement at past rates.® Revenue, including federal aid expanding
at normal rates, is estimated at $174 billion, leaving a deficit of
$17 billion.

Of this, $11 billion will be covered by normal borrowing, leav-
ing a gap of $6 billion. This is only slightly above what the Ad-
ministration’s revenue sharing program would add annually by
1795. Alternatively, it could be met by a 5 percent increase in tax
rates at the state-local level, an increase which seems well within

as presented in the 1972 budget (January 1971) show receipts of $194 billion, ex-
penditures of $250 billion, and a deficit of $19 billion. Regarding 1975, the 1972
budget estimates a full-employment surplus of $12 billion, falling substantially be-
low the figure given in Table 1. However, the substance of our argument is not
affected thereby.

6 See Table 1 supra.
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TABLE 1

FiscaAL. OUTLOOK AND VERTICAL IMBALANCE

(Fiscal years and billions of dollars)

FEDERAL - 1971+ 1975
Revenue
1. Employment Taxes 49.1 68.8
2. Other Taxes, etc. -153.0 207.2
8. ‘Total, budget revenue 202.1 2760
Expenditures
4. Defense 73.6 75.0
5. Grants-in-aid 24.8 33.0
6. Other 102.4 1400
7. Total, budget expenditures 200.8 248.0
8. Balance, expenditure account 1.3 28.0
STATE AND LOCAL 1967 1975
Revenue
9. Own Revenue 764 141.2
10. Federal Grants 155 83.0
11. Total 91.9 174.2
Expenditures
12, Total 96.8 1914
13. Balance —4.7 -172
14. Net Borrowing 4.7 10.7
15. Deficiency 65
16. GNP ) 985 1,428

Lines 1-8: From C. L. ScHULTZE, SETTING NATIONAL PrioriTiEs, THE 1971 Bupcer
— (1970).

If.ines 9-15: See W. H. ROBINsON, FINANCING STATE AND LOCAL GOVERNMENT: THE
OurLooK For 1975, Table 9 (19—). Profits on liquor stores is included in line 9.
Additional employee retirement and deficit in utility operations are included in line
12. Line 13 equals net borrowing minus addition to liquid assets. For revenue data
see id. at 181. For 1971 expenditures, see id. at 12, For 1975 expenditures total, see
id. at 186. Schultze’s figure of $253 billion is reduced by $5 billion to exclude revenue
sharing. For figures on national defense in 1975, see id. at 184, The grant-in-aid
figure for 1975 is taken from line 10 increased by $5 billion for revenue sharing and
line 6 is residual.

Line 16: The figure for 1975 is from Schultze, supra, at 180. Rate of price increase
is assumed to taper off from 414 percent in 1970 to 214 percent in 1975, Unemploy-
ment is assumed at 3.5 percent after 1973. The 1975 GNP underlying lines 9-13 (sce
Robinson, supra) is assumed at $1,340 billion.

¢ See note 5.
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the reach of state-local governments, given their past record of rate
increases. : g :

C. Vertical Imbalance and New Programs

Putting the two sides together, one appears to arrive at a fairly
complacent conclusion. While the prospective federal excess will
not be as substantial as had been expected, neither will be the
deficiency at the state-local level. This conclusion, however, is mis-
leading in two respects.

A first flaw is that these estimates do not allow for major new
programs which will become part of the public agenda. While a
start has been made under the Johnson and Nixon Administra-
tions, this is surely just a beginning. The Administration’s welfare
plan is a qualitative improvement but amounts to very little in
magnitude. There clearly remains the need for a major move
towards an income maintenance plan, be it through a negative
income tax or in some other form. Urban reconstruction, improved
primary and secondary education for the disadvantaged, low-cost
housing, and anti-pollution measures are other items. The cost of
these programs can (and should) easily reach the prospective excess
of federal revenue by 1975. The dividend dollars, if and when
they materialize, will not be lacking of claimants. Rather, the
problem will be one of using scarce dollars in the most efficient
fashion.

In place of the 1964 outlook for a large and freely available
federal dividend, combined with a widespread deficiency at the
state-local level, we now find (1) that only a limited federal surplus
is in sight, (2) that state-local resources will keep approximately
(though not quite) in step’ with rising costs of existing programs,
and (3) that substantial new programs— in particular, programs
oriented toward poverty and disadvantaged groups-—will be
called for.

It follows that the bulk of the potential revenue slack will be
needed to finance these social programs. If one accepts these pri-
orities, the case for revenue sharing at this time depends on what
it contributes to meeting them. This is to say, it depends on
whether responsibility for these programs can be centered at the
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state-local level; and if so, whether generalized sharing will pro-
duce the proper distribution of funds.

The answer is no on both counts. Any major expansion of in-
come maintenance must be uniform on a nationwide basis. This
follows from the principles of equivalence and centralized redis-
tribution. It is clearly a federal function and has to be performed
at that level. Such a program implemented at an adequate scale
will cost at least $10-15 billion. It alone might well absorb the
available slack in the federal budget, not to speak of other urgent
programs such as rehabilitation of urban slums. ‘

Given our premise that concern with poverty should receive
top priority, these programs outrank generalized revenue sharing.
The basic hypothesis of generalized vertical imbalance — federal
excess with state and local deficiency — is invalid. On the contrary,
we are fortunate in that the excess revenue will accrue where it
will be most needed, that is, at the federal level.

But though there may be no generalized vertical imbalance, it
does not follow that there exists a happy coincidence of revenue
sources and needs throughout the system. Taking too aggregative
a view is misleading. Though there may be no major imbalances
(in terms of these estimates) for state and local governments as a
whole, this does not exclude a mismatching of resources and needs
among states or areas within states. Far from it. The gross deficit
(total deficit of deficit units) is substantially larger than the net
deficit of $6 billion (which includes the surplus of surplus units).
The system is riddled with instances of regional imbalance, to
some degree on an interstate basis, but primarily among areas
within states. This is brought out most strikingly in the fiscal di-
lemma of the older cities although it is by no means only an urban
phenomenon.

It is this horizontal imbalance which is the real trouble and
toward which the potential surplus must be directed. Moreover,
this imbalance is linked to the burden of present social expendi-
tures and to the new social programs that are needed. As we shall
see presently, solving the one will also go far in solving the other.

III. INSTRUMENTS OF INTER-GOVERNMENTAL TRANSFER

" Before proceeding with this point, let us pause to compare the
merits of alternative techniques of matching needs and resources.
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Revenue sharing, categorical grants, transfer of expenditure func-
tions, tax credits all present possible approaches. What are their
characteristics and how well are- they suited to meet the present
situation? ' ‘

A. Similarities

To begin with, there are similarities as well as differences. In
particular, there is no sharp distinction between revenue sharing
and grants. Revenue sharing, after all, involves the making of
grants, and grants involve the sharing of revenue. Revenue sharing
with a population-based formula is similar to a population-based
grant. Revenue sharing without strings is equivalent to block
grants, while sharing with strings is equivalent to categorical grants.
Addition of an effort element into the sharing formula is similar
to adding a matching requirement and so forth.

Both the Administration” and ACIRS plans provide for a popula-
tion-based block grant with a slight matching (or revenue effort)
requirement. The Javits plan® gives 85 percent of the cost to this
type of grant, but distributes the remainder among the lower in-
come states in inverse relation to per capita income.

But though there is a formal equivalence between grants and
revenue sharing, there is an important difference in emphasis be-
tween the two. The sharing approach is typically viewed in terms
of unconditional block grants (without strings) and only a modest
equalization effect, while the grant-in-aid approach is traditionally
viewed in terms of categorical and matching grants with consider-
able emphasis on equalization. The basic questions, therefore, are
(1) should the transfers be general or categorical, (2) should they
be nonmatching or matching, and (3) should they be heavily equal-
izing or not?

B. Block versus Categorical Transfers

There is a strong case for the block (no strings) approach, inher-
ent in general revenue sharing, if the purpose of revenue transfer
is merely the substitution of federal for state-local taxes. In this
case there is no reason for interfering with the use of the funds.

7 This proposal was introduced by Sen, Baker as 5.2948, 91st Cong., 1st Sess. (1965).

8 This proposal was introduced by Senators Goodell and Muskie as S. 2483, 91st
Cong., 1st Sess. (1969).

9 S. 482, 90th Cong., 1st Sess. (1967).
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Substitution of federal taxes is a worthwhile objective in itself.
Federal taxes — the progressive income tax in particular — are
superior. They are more equitable, more easily administered, and
locationally neutral. But improving the composition of the tax
structure is not enough, nor can it be given top priority at this
time. The priorities are on the expenditure side and the question
is whether they will be better served with or without federal
strings.

The argument in support of the block (no strings attached) ap-
proach is that state and local governments are closer to the people
and know better what they want. This is our principle of diversity.
The opposing case, stated in our principle of equivalence, is that
the national government has primary concern with services whose
benefits are nationwide in scope. Moreover, it may wish to assure
minimum levels of selected services which are considered most
essential and treated as “merit goods.” At the same time this does
not justify an across-the-board support of all public services at the
state and local level. Unconditional federal financing of local pub-
lic services is difficult to reconcile with the principles of fiscal fed-
eralism. It conflicts with the principle of equivalence and meets
neither the equalization nor the minimum-standard criteria.

This objection does not apply to categorical grants which deal
with services of national importance (correction for spill-overs) or
set specific minimum standards. ‘This has been the traditional in-
tent of categorical grants, and on the whole these grants have
worked well. While there is some reason for complaint about ex-
cessive proliferation of such grants, this does not invalidate a sen-
sible use of the categorical approach.

A desirable compromise might be to consolidate the existing 400
plus grants into a smaller number covering broader categories, and
to provide a mechanism by which such programs can be subject to
periodic review, as has recently been proposed by ACIR. While a
good deal can be done to improve the present system, the cate-
gorical approach is basically sound and should be retained at least
over the area to which it now applies. This appears to be accepted
by most parties to the debate. The Heller-Pechman?® plan, in par-

10 Supra, notes 2 and 4.
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ticular, makes it clear that the proposed revenue sharing is to be
supplementary to, not in lieu of, existing categorical grants.

At the same time, as far as new outlays are concerned, revenue
sharing competes with expanded categorical grants or direct federal
programs. If there is to be revenue sharing, the same arguments
which support categorical grants also suggest that some strings be
attached, both with regard to assigning the funds to broad service
areas (those most essential from the national point of view) and to
maintaining minimum standards. The objection to earmarking
along broad expenditure categories is that it may be easily evaded.
If transfers or grants are earmarked for purpose A, the receiving
government can always direct its own resources towards area B.
This difficulty exists, but it is not insuperable, especially if co-
ordinated with consolidation of existing specific grant programs
into larger units.

Apart from earmarking provisions, legislation to make new
funds available may also be used to encourage other improve-
ments in state-local performance, such as consolidation of govern-
mental units called for in the Reuss bill,'* or the adoption of
performance standards for certain programs.

C. Outright versus Matching Grants

Moreover, the difficulty of sidestepping grant objectives goes
farther and points to a serious shortcoming of any outright (as
against matching) grant approach. Just as earmarked grants may
be diverted to other uses, so may outright grants be diverted into
state-local tax reduction (or omission of increase) rather than pro-
vide more adequate expenditure programs. The grant is then
equivalent to a transfer to those individuals whose taxes are re-
duced. There is no objection to this as long as the result is merely
substitution of superior federal for less desirable state-local taxes.
But it is not sufficient if the transfer is also designed to secure
higher expenditure levels. For this objective, matching type grants
are clearly more efficient. They reduce the own-cost of public

11 H.R. 1166, 90th Cong. Ist Sess. (1967). See Reuss, Revenue Sharing as a Means
of Encouraging State and Local Government Reform, in 2 JT. Econoymic ComM., 30TH
CONG., 1sT SESS.,, REVENUE SHARING AND ITS ALTERNATIVES: WHAT FUTURE FOR FIscAL
FEpERALISM? 977 (1967). The latest version of this plan is H.R. 11764, 91st Cong., st

Sess. (1969).
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services and exert a substitution effect which the outright grant
fails to provide.

As noted before, the inclusion of a tax effort component into the
revenue sharing formula (all the major proposals contain an effort
component) does in effect act as a matching provision. If the grant
received by any one state depends on the product of its population
and tax effort (ratio of tax revenue to personal income) relative to
that for all states as a whole, then any one state (acting by itself)
may increase its grant by increasing its tax effort. Taking the
Administration’s plan, this works out for Massachusetts as 7 cents
per additional dollar of tax revenue, ie., a matching rate of 7
percent.’? By the nature of the formula, the matching rate works out
somewhat higher for poorer states, but it remains at a generally
low level.

While the effort component is not an adequate substitute for a
matching provision, it does serve a useful purpose on other
grounds. If the equalization criterion is applied, the donor states
(i.e., those that are fortunate enough to be fiscally strong) are
entitled to assurance that the donee states (i.e., the less fortunate
states which are fiscally weak) make an adequate effort of their
own. They can be more readily expected to help those who help
themselves, than to support free riders. The effort component
should thus be in the formula, but it is not an adequate substitute
for matching.

D. Tax Credits

While tax credits bear some similarity to the revenue sharing
and grant approaches, there are also important differences. Sup-

12 The formula under the Administration proposal is

CNR NR
G, =B “/ i
Y, z : Y,

where Gy is the grant to state j, B is the total amount distributed, N, is population in
the state j, Y; is personal income in state j, and R, is state and local tax revenue in
state j. Setting B — $5 billion; N, for Massachusetts — 5.4 million; Y, = 189 bil-
Yion; and R; = 2.0 billion. Using figures for 1967, the aggregated term in the denomi-
nator equals 19763.47. and we obtain

dGy -

—_= 0722

dR,
For a similar computation, see Goetz, Federal Block Grants and the Reactivity Prob-
lem, THE SoUTHERN EconNoMIC JOURNAL, July 1967, at —.
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pose that income taxes at both federal and state levels are pro-
portional, that the entire revenue of states comes from the income
tax, and that the federal credit for state taxes is paid to the state
treasury rather than to the taxpayer. Given these conditions, a 50
percent federal credit would be equivalent to a 50 percent match-
ing grant.

Actually, these conditions are not met. Since the credit is given
to the taxpayer rather than to the state treasury, the latter may not
be able to recoup and to raise its taxes accordingly. In this case,
the credit becomes a federal grant to individuals. But even if it
were to go to the state treasury, the credit approach differs in two
respects. Since the states use a variety of taxes other than the
income tax, the credit device — being in the nature of categorical
revenue matching — may be used to improve the composition of
the state-local tax structure.

As a device for tax structure improvement, it thus ranks ahead
of grants or general revenue sharing.!® But against this advantage,
the credit has the disadvantage that it does not permit application
of the equalization criterion. Federal support is necessarily related
to the own revenue of the locality. Since the equalization aspect
turns out to be of central importance, we do not assign a major
role to the credit approach.

E. Transferring Expenditure Functions

The final technique is that of transferring expenditure responsi-
bilities rather than revenues. This would be a weak candidate if
the revenue deficiency at the state and local level were general,
and all state-local programs were equally important to the nation.
But neither condition holds. Rather, the incidence of fiscal im-
balance is uneven. National priorities apply, and the two problems
are not unrelated. The transfer of some expenditure functions (or
the financing thereof at the federal level) thus becomes a major
contender.

13 Substitution of a credit for the present deduction would redirect the grant from
higher towards lower income recipients. Under a recent C.E.D. proposal, a credit is
added to the deduction, but the credit is limited to a given percent of the net cost
imposed by the state tax, allowing for reduction in Federal tax due to deduction of
state tax. See 4 Fiscal Program for Balanced Federalism, Committee for Economic
Development, June 1967, Appendix V.
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IV. HorizoNTAL IMBALANCE AND EQUALIZATION

This brings us to the crux of the problem, i.e., the existence of
horizontal imbalance on the one side and the need for more ade-
quate social programs in dealing with poverty on the other. While
the problem of distribution is primarily one of distribution among
individuals (not governments), the issue of “poor governments”
exists as well; and it does precisely because the state of distribution
among individuals is unsatisfactory. How are these two key
problems related, and how can they be met at the same time?

A. Interstate Differentials

To measure imbalance among states (using the term to include
state and local functions within states), it is necessary to design
measures of fiscal capacity and need. Capacity is measured in terms
of the per capita yield of a representative state-local tax system.
Need as here defined is measured as the cost of supplying average
performance levels for the existing mix of state-local programs.!4

Measurement is possible, without too much difficulty, on the
capacity side. Using income as a rough guide, we find per capita
income of the lowest state to be about one half that of the highest.
Better indicators of fiscal capacity may be obtained by applying a
model tax system to the various states. Here we find an even wider
spread, with per capita capacity at the top of the scale nearly three
times that at the bottom.%

Determination of need (or better: of relative expenditure levels
required to provide equal service levels) is a much difficult
proposition. Per capita expenditures are readily available and
differ widely, although not as much as fiscal capacities. Federal
transfers are an equalizing factor, as is a tendency for states with
low capacities to exert a greater effort. The important point, how-
ever, is that relative expenditure levels do not measure relative
need. .

The cost of providing similar service levels differs due to both
differences in factor prices and in the inputs required to achieve

14 For a further discussion of needs, see Musgrave & Polinsky, Revenue Sharing —
A Critical View, in FEDERAL RESERVE BANK OF BOSTON, FINANCING STATE AND LocaL
GOVERNMENTS, 17, 38, (1970).

15 Apvisory CoMM'N ON INTERGOVERNMENTAL RELATIONS, MEASURES OF STATE -AND
Locar Fiscar CAPACITY AND TAx EFFORT, table 13 (ACIR Rep. No. M-16, 1962),
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similar outputs (road maintenance in Florida calls for lower inputs
per mile than in Vermont). Also, different communities vary in
their preferences and choose to furnish (or are capable of furnish-
ing) different service levels. Relative needs, therefore, cannot be
deduced from expenditures. They are difficult to measure, for both
conceptual and statistical reasons.1®

Yet, a measure of relative capacities and needs and of capacity-
need differentials is required to determine what pattern of equali-
zation is called for. More information is required than rough gen-
eralizations, such as that per capita distribution favors the Eastern
seaboard states, while distribution with allowance for average
income favors the South. In the absence of a comprehensive study
of needs, leading to a composite needs index, we attempted to take
a stab at the problem.

Using 1960 data, we endeavored to compute an index of fiscal
position, showing the differential between capacity and need for
each state, standardized such that the sum of excess needs (in
excess-need states) equals the sum of excess capacities (in excess-
capacity states). We then raised the level of need by $5, $10, and
$20 billion respectively by proportionately increasing the levels of
existing needs. Finally we applied a number of revenue sharing
plans of corresponding magnitudes but with different distribution
patterns. The efficiency of these plans was then measured in terms
of the resulting percentage reduction in excess needs.!?

While the underlying analysis is quite rough (a careful study
of this sort would involve a major research effort), the results
are nevertheless interesting and are suggestive of the kind of study
that is needed. The major conclusions regarding the existing im-
balance among states!® are as follows:

1. Twenty-one out of 51 states have an excess of need over

16 Many of the difficult problems in this area have been attacked by Dr. Selma J.
Mushkin, director of the State and Local Finances Project of the Council of State
Governments. She and her colleagues have examined in detail the more important
state and local activities in an effort to project future expenditures. This work was
published by the Council of State Governments in 1965 and 1966 as Research Memo-
randa 374-5, 379-382, $84, 389-90. No attempt was made, however, to compute a com-
posite index of fiscal position based on these studies.

17 The assumptions and procedures of this study are explained in Musgrave, supra
note 14, at 38.

18 Musgrave, supra note 14, at 46-47.
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TABLE 2

MEASURES OF ProGrRAM EFFICIENCY

@

Percent of Deficiencies (Excess of Need Over Capacity) Removed® -

‘Without Federal Transfers With Federal Transfers

$5 $10 $20 $5 $10 $20
Billion Billion Billion Billion Billion Billion

Pro- Pro- Pro- Pro- Pro- Pro-
Program gram gram = gram gram gram  gram
Revenue Sharing
Per Capita Plan 38.6 594 715 426 63.6 79.9
Revenue Sharing
Administration Plan 87.7 58.1 759 415 62.2 78.1
Revenue Sharing
Javits Plan 412 62.1 79.3 442 649 80.0
Welfare Assistance
Proportional to Potential
Recipients Plan 47.1 69.6 85.6 503 71.6 845
Welfare Assistance
Proportional to Own

Welfare Expenditures Plan 31.6 49.8 65.7 852 54.1 67.7

School Assistance
Proportional to School-
Age Population Plan 39.6 60.6 78.7 436 64.8 81.1

School Assistance
Proportional to Own School
Expenditures Plan’ 84.2 535 709 38.2 58.0 73.6

Negative Income Tax Plan 44 88 138 5.7 94 139

Combination
Weighted Welfare and
School Assistance Plan 41.6 632 814 45.3 66.9 83.4
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TABLE 2 CONTINUED

®)

Percent of Program Funds Used to Remove Deficiencies

‘Without Federal Transfers With Federal Transfers’

35 $10 $20 $5 $10 $20
Billion Billion Billion Billion Billion Billion

Pro- Pro- Pro- Pro- Pro- Pro-
Program gram  gram gram  gram  gram = gram
Revenue Sharing
Per Capita Plan 53.7 63.7 716 56.7 68.1 80.3
Revenue Sharing
Administration Plan 524 62.3 76.0 55.3 66.6 785
Revenue Sharing
Javits Plan 572 66.6 794 589 69.5 804
Welfare Assistance
Proportional to Potential .
Recipients Plan 65.4 746 85.8 67.0 76.6 849
Welfare Assistance
Proportional to Own

Welfare Expenditures Plan 439 534 65.8 469 579 68.0

School Assistance
Proportional to School-
Age Population Plan 55.1 65.0 78.8 58.1 69.4 815

School Assistance
Proportional to Own School
Expenditures Plan 471 57.3 710 509 62.1 739

Negative Income Tax Plan 6.1 94 13.8 7.6 101 140

Combination
Weighted Welfare and
School Assistance Plan 57.8 67.7 81.6 60.3 716 83.8
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capacity. The size of the deficiency relative to expenditure needs
is largest, ranging from 40 to 70 percent (after allowing for
federal transfers), in the Southern low-income states. The size of
the gap in other deficiency states is much less. Deficiencies are
explained primarily by below-average capacities, but above-
average needs also contribute to the result.

2. Twenty-nine states, including the high-income states, show
an excess of capacity over need. The level of excess relative to
expenditure needs runs up to 48 percent, but on the whole
these ratios are less extreme than for deficiency states. By our
measure, the occurrence of excess is primarily due to above-
average capacity.

3. If we exclude the dozen or so lowest income states, the size
of the gap (positive or negative) is mostly modest relative to
needs. Outside this group, the gap (positive or negative) exceeds
20 percent of expenditure needs in only four states.

While this result may be biased by inadequate accounting for
need differentials, it nevertheless suggests that the problem of im-
balance (with the exception of the low-income Southern states) is
not primarily an interstate problem.

The results obtained from the application of various transfer
plans are shown in Table 2, parts (a) and (b). Nine distribution
patterns are compared, and they differ substantially in their per-
formance. Our measure of performance in part (a), as noted before,
is the percent of the fiscal gaps (i.e., excess of need over capacity)
which are removed by the various plans. The Table also shows, in
part (b), the percent of the program cost going to close these gaps
rather than as payments to states with excess capacity. The results
under each program are computed on a base which excludes
present federal transfer programs (columns 1 to 3) and on a base
which includes such transfers (columns 4 to 6). The results in-
dicate that:

4. At any given budget level, distribution by potential wel-
fare recipients consistently did the best. A plan based on a com-
bination of welfare recipients and school-age population was the
next most efficient. A per capita distribution plan or the Ad-
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ministration program did less well, whlle the ]av1ts plan fell in
between the Administration and welfare plans.

At the $5 billion program level, for instance, (including
federal transfers in the base) we find that the plan based on
potential welfare recipients closes 50.3 percent of the gaps while
the Administration plan closes 41.5 percent and the per capita
plan closes 42.6 percent. The Javits plan, at 44.2 percent, falls
in between. Stated differently, under the potential welfare
recipient based plan, 65.4 percent of payments, or $3.3 billion,
goes into gap closing as against 52.4 percent, or $2.6 billion,
under the Administration plan. The corresponding amounts of
slippage are $1.7 and $2.4 billion.*®

5. The relative efficiency of the various plans narrows as the
budget increases, with the absolute differences in efficiency
showing little change.

6. The results are essentially the same, whether present
federal transfers are or are not included in the base.

In all, it appears that the various distribution patterns differ
significantly in their efficiency and that distribution by welfare and
school population is to be preferred. This is an interesting finding
because (1) such distributions also tend to be in line with meeting
intrastate differentials and (2) welfare and school needs carry high
national priority.

B. Intrastate Differentials

The next step in a careful analysis of the problem would be to
apply similar techniques of measuring fiscal capacity and need to
subregions within states. Such an analysis may be expected to show
a higher differential than is yielded by comparison among states.
The situation will be influenced substantially by the incidence of
poverty with its bearing on both the capacity and the need side of

19 These are significant differences but the differential may well be understated
due to our rather crude method of evaluation. Ideally one would want to weigh each
dollar in relation to the relative size of the gap closed, and to weigh dollars given
excess of the gap in relation to the degree of excess. Our cruder measure gives equal
weights to gap-closing dollar and zero weights to all dollars which do not go towards
closing gaps. We do not mean to suggest that money not used for closing gaps is
entirely wasted.
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the fiscal equation. Without going into detail, the following facts
—some of which are rather contrary to the conventional assump-
tions — may be worth noting:

1. The poverty problem is by no means exclusively an urban
problem. About 50 percent of the poor are outside metropolitan
areas. Only 26 percent are in metropolitan areas of over one
million; and only 17 percent are in the central cities of such
areas. It is thus quite misleading to think of the large eastern
cities as reflecting the poverty problem.?”

2. 'Within metropolitan areas the incidence of poverty is by
no means only a core city phenomenon. About 60 percent of the
poor are located in central cities, while 40 percent are located in
the suburban rings.2! However, core city costs are higher, so that
these unadjusted data tend to understate the relative magnitude
of the core city problem.

3. The incidence of nonurban poverty is typically in low-in-
come states, while that of urban poverty is typically in high-
income states.

4. The metropolitan areas which suffer most acute fiscal dis-
tress are not only in relatively high income states but are also
characterized by relatively high average incomes compared to
other SMSA’s. Thus, out of 216 SMSA’s (1967 data) only 34
had per capita income above $3,400. Yet all but two of the
twelve largest SMSA’s belonged to this group, including (with
the exception of. Baltimore) all the large eastern seaboard
cities.??

5. With the exception of New York the tax effort of these
high-income SMSA’s is not above the average for all SMSA's.?

The conclusion to be drawn from these facts is that revenue
sharing modified by an income-type capacity variable would do
little to solve the problem. Not even income equalizing distribu-
tion to SMSA’s would serve the purpose. Fiscal differentials in

20 See BUrREAU OF THE CENsUs, TRENDS IN SOCIAL AND EconoMmic CONDITIONS IN
METROPOLITAN AREAS 53 (Series p-28, No. 27, 1969).

21 Id.

22 See Apvisory COMM’N ON INTERGOVERNMENTAL RELATIONS, STATE AND LocAL
FINANCES, SIGNIFICANT FEATURES, 1967 To 1970, Table 2, at 13-20 (1969),

23 Id.



















































































































































































































































































































































































































































