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Roy W. Bahl and Larry Schroeder -
FISCAL ADJUSTMENTS IN DECLIN-

ING STATES

INTRODUCTION

The relative decline of economic activity in the industrial North-
cast and Midwest has by now been well documented.' Likewise,
there has been considerable attention paid to the fiscal problems
of state and local governments, many of which are located in this
same region.2 This would appear to be no mere coincidence, and
ther§ _has been increasing recognition of the linkages between a
declining economy and a strained fisc.? In fact, public policymakers
may have begun to recognize this linkage, although it is clifficult
to ascertain if their response & based upon the economic environ-
ment or is merely political rhetoric in light of the Proposition 13 or
Proposition 9 ¢limate throughout the country.

The objective of this paper is to describe and analyze the linkage
between variations in economic and demographic changes and state
and local government finances. For the declining regions, particularly
the mid-Atlantic states, the analysis shows an imbalance between
quhc sector growth and the capacity to finance such growth. While
this imbalance may have begun to be altered recently, there still
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remains consicleruble csparity bet\Lcen the relatively dedining
Northem Tier of states and the g,owing South. Yet the disasson
here is not without implication:. for .outhern states currentijies
periencing economic growth but lacing a similar set of factos et
led to the increasc in government cots in the North: infiation
in-migration, growing public servicc demands and increasing strength
o f unions.

An initial arsumption of this paper is that regional shifts in popr
lation and employment arc not undesirable per s and therefore
should not be the object of remedial public policy. Nor & a trend
toward interregional income equality or a growing homogeneity i
the provision of public services across geographic areas n i
detrimental to the public welfare. What is hannful about regional
shifts and what ought to be at the center of concern about public
policy to deal with such shifts are their effects on unemployment,
poverty and the fiscal position of state and local governments. In
a sense, all three of these concerns can be translated into a moe
general concern for the distribution of income-more specifically,
to a concern for the share of purchasing power or public services
accruing to low income families.

The problems of decline—those faced by the industrial Northeast
and Midwest-would appear more difficult to resolve than the
problems of growth-those experienced by the Southern Tier states.
Migration barriers tend to hold the jobless in central cities in d&
clining regions and institutional barriers tend to lead to a worsening
fiscal position for jurisdictions in the declining region. But most
importantly, the problems are the result of past decisions which are
not easily reversed, and the solutions to the problems of decline are
be_flond purely state and local government actions. Federal subsidies
will be imperative to ease the adjustment of northern states to a
new, lower economic equilibrium. This is not to say that there are
not severe fiscal and poverty problems in the southern region, but
rather, to say that the adjustment problems associated with regional
shifts are likely to be more severe in the Northeast. Moreover, many
of the fiscal problems of northern cities and states need not be
repeated in the South.

Regardless of one's view as to where problems are most serious or
of how they might be resolved it is clear that an understanding of
the linkages among regional shifts in employment and population,
the unemployment prcﬁ)lems particularly of large cities and the fiscal
problems of state and local governments are essential to formulatin
a remedial public policy. This paper is a very modest attempt to dea%
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with one tlimt.nsion of thi;, linkage, the relationship between regional
economi<.. shifts anti state and Joeal government fin:inces.

The anly:is here is necessarily concerned with region:il variations,
more speullcally, with the variation i finances ofjurisdictions-state
and local i growing and declining regions. If any regularities are
o be ferrt'ltd out, some form of aggregation of these jurisdictions
must be usctl. Smee the concern in this paper i with how the fisc has
¢een compromisetl by regional movements in population, jobs and
income, the financingjurisdictions are aggregated by state and region.*
We follow the general convention of labehng "Northern Tier" the
aggregate of the East North Central, Middle Atlantic and New Eng-
land Census Regions, and ..Southern Tier," the South Atlantic,5 East
South Central and West South Central regions.’ ‘

The danger with such aggregation i that there remain very wide
differences i fiscal structure and perfonnance across states in a
region and even across local jurisdictions within a state. The readgr
should remain cognizant of such variations, expeciaUy when this
analysis is overenthusiastic in identifying "clear" regional variations.

After reviewing the interregional differences in changes in eco-
DOMIC activity over the past one and one half decades in Section
We tum to a discussion of aspects of public sector differences in 'the
"Snow-" and "Sunbelt" regions. Section III considers more explicitly
the linkages between these changes in economic activity and ﬂ.le
state of sub-federal fiscs i the regions, Particular attention is paid
12 the most recent short-term changes in economic activity-the reces-

sionary period of 1974-J 975 and the general upturn of 1976-77. The
final section discusses implications of these findings.

INTERREGIONAL DIFFERENCES IN ECONOMIC GROWTH

The shift in economic activity from the northern to the s?uthern
states has been well documented in the literature. Juseruus anc71
Ledebur have described this shift in terms of population movement,
Greenberg and Valentes and Gamick2have studied the trends in
employment, and the Congressional Budget Office hafodescnbed
the pattern of growth in earnings and personal income. Eor pur-
poses of this paper it is necessary to examine these trends i norder
to determine their potential effects on the ta?(able capacity and
public servicing requirements of states in each r gion. Unfortun'_atel,
none of these indicators of economic €xpanslOn or contraction 1Is

an adequate measure of taxable capacity, partly because the tax
structures of the fifty states vary so widely. Nevertheless, these
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measures give some notion of how regional shifts in economic
activity enhance or compromise the ability of state and local govem-
ments to finance public services. Insofar as possible, four time
periods are considered. The 1962-67 penod saw the beginnings
of a southern movement of population and economic activity, a
trend which accelerated between the period 1967 to 1972. The
1972-75 period includes the recession which heightened the "Sunbelt"
movement, and the 1975-77 period accounts for the effects of the
present recovery period.

INCOME

Per capita income is a composite measure which perhaps more
than any other single index, indicates the average level of well-being
of citizens in a region. Since per capita income s influenced by
changes in population size, it may or may not provide a proxy
measure of changes in the capacity to finance. As may be seen mn
Exhibit I below, the per capita income growth in the Southern
Tier was greater than in the North for all four time periods con-
sidered here. It is interesting to note that the disparity in the rate
of growth in per capita personal income narrowed during the reces-
sion period, and continued to narrow during the recovery. Between
1967 and 1972, per capita income in the Southern Tier was growing
about 27 percent faster than in the North, but the differential
growth rate fell to about 14 percent between 1972 and 1975. This
narrowing in per capita income growth is due to a combination of
relatively heavy loss of population in the Northern Tier states, a
continued rapid growth of population in the Southern Tier states
and, possibly, the flow of income-compensating transfer payments
to the Northern states. In the recovery period, the process of con-

vergence slowed-per capita income grew 4 percent faster in the
Southern than in the Northern Tier states.

EMPLOYMENT

In terms of changes in the level of employment, the Southern Tier
states have been growing more rapidly for all four time periods
considered (see Exhibit 2). Even though the rate of employment
growth has slowed in the southern states, it still remains considerably
higher than that in the North. Perhaps even more importantly in
the context of this analysis s the fact that the relatively low rate
of employment growth in the Northern Tier between 1967 and
1972 turned to literally no growth and in some cases declince be-
tween 1972 and 1975 and has been very slow during the recovery.
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EXJTTBIT 1

Percent Increase In Per Capita Personal Income:
By Reg,on For Selected Time Periods

Unweighted Regional Means
1977
1975-1977  Level

leoi
State and 1{cgion 1962-1967 1967-1972 1972-1975

NORTHERN TIER 33.2 38.0
East I'<orth Central 33.2 37.9 29.4 22.1 7256
1llinois 31.3 36.6 329 15.1 7768
Indiana 33.1 36.9 30.0 23.4 6921
Michigan 38.1 39.3 2.6 27.1 7619
Ohio 33.1 38.4 283 23 7084
Wisconsin 30.7 38.5 31.5 22.7 6890
Mid Atlantic 31.9 38.3 28.3 17.7 7514
New Jersey 29.7 409 27.6 17.7 7994
New York 32.2 355 25.8 15.6 7537
Pennsylvania 33.8 38.7 318 19.7 7011
New England 33.7 379 27.9 19.4 6697
Connecticut 31.3 32.7 27.2 18.4 8061
Maine 34.1 41.0 30.8 20.4 5734
Massachusetts 28.6 40.1 26.1 193 7258
New Hampshire 31.6 38.7 28.7 20.8 6534
Rhode Island 36.6 34.0 28.7 19.1 6772
Vermont 40.1 4(.0 25.7 18.6 5826
SOUTHERN TIER 40.9 48.3 32.6 20.8 6210
South Atlantic 39.2 499 30.5 19.3 6547
Delaware 2741 36.3 28.6 174 7692
Maryland 29.8 47.7 30.0 17.9 7571
North Carolina 43.6 51.0 30.2 20.0 5935
Virginia 41.3 52.0 31.8 19.0 6864
South Carolina 48.3 53.8 323 20.7 5628
Georgia 46.2 51.4 27.4 19.7 6014
Florida 36.8 58.4 26.5 185 6684
West Virginia 40.3 489 37.0 20.9 5987
continued on next page
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EXIDBIT 1 (cont'd)
Unweighted Regional Means

1977

1962-1967  1967-1972  1972-1975  1975-1977  Level

East South Central 43.3 51.1 32.7 22.0 5596
Alabama 40.2 52.1 35.0 212 5622
Kentucky 39.1 47.2 355 218 5946
Mississippi 52.0 54.0 30.4 24.6 5031
Tennessee 41.7 513 29.8 20.6 5785
West South Central 42.0 424 36.8 25 6151
Arkansas 44.6 48.8 35.9 232 5540
Louisiana 43.8 37.2 37.0 23.6 5914
Oklahoma 39.6 415 37.1 20.7 6346
Texas 39.7 422 36.9 22.6 6803

Weighted Regional Means

NORTHERN TIER 32,5 37.6 28.3 19.3 7371
East North Central 334 37.8 293 21.3 7347
Mid Atlantic 3232 375 27.8 17.2 7460
New England 31.2 374 27.0 19.7 7183

SOUTHERN TIER 41.1 49.0 324 20.7 6310
South Atlantic 40.3 52.4 29.5 19.1 6485
East South Central 42.3 50.9 32.7 21.7 5651
West South Central 41.0 42.0 36.9 22.7 6458

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Survey o f Cu"ent
Business, 56, No. 8 (Washington, D.C: U.S. Government Printing Office, 1976),
and 58, No. 8 (1978).

In the Southern Tier, on the other hand, while the growth rate
slowed between 1972 and 1975, only one state (Delaware) showed
an absolute job loss. As may be seen from the weighted growth
rates in the last column in Exhibit 2, the southern region has parti-
cipated to a much greater extent than northern states in the recovery.

POPULATION

Yet a third way to measure the change in economic activity in
the two regions is to examine the pattern and trend of population
growth. On the revenue side, a declining population may mean a
diminished capacity to finance public services if the population
losses are higher earning families. If out-migration is primarily of
low income families, service requirements may be reduced by more
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EXHIBIT2
Growth In Employment. By Region

Uneighted Means
1962-1967 1967-1972 1912-1918 19751977
X Pcreent Percent Percent Percent
Region Change Change Change Change
NORTHERN TIER 16.7 76 19 64
East Noreh Central 19.8 Ay 24 64
Middle Atlantic 12.6 6.0 -0.2 26
New Englind 163 8.6 28 82
SOUTHERN TIER 24.0 187 72 JAY
South Atlantic 24.8 204 S8 6]
East South Central 23.7 178 69 90
West South Central 23.3 164 104 8.8
Weighted Means
NORTHERN T]ER IS.2 S8 08 43
East North Central 194 6.8 2.2 61
Middle Atlantic 116 4.7 -0.8 18
New England 14.1 6.0 155 S8
SOUTHERN [gR 24.7 202 84 76
South Atlantic 28.1 230 6.7 64
East South Central 23.6 173 6.5 88
West South Central 23.6 177 12.6 88

Source: Bureau of Labor Statistics, U.S. Department of Labor, Employment and Eamings,
States and Areas 1939-1S, Bulletin 1370-12; Employment and Earnings 25 No. 5
(May 1978) (Washington, D.C.: U.S. Government Printing Office, 1977).

than taxable capacity thereby enhancing the government's fiscal
Position. Population growth and changing demographic makeqp
are likely to influence the level of public expenditures. Weinstein
and Pirestine, for example, have carefully studied and analyzed
the relations between migration, demographic change and state-
ocal government hudgets and find evidence of positive effects of
m-migration spending levels. &

The North-South djfferentials in population growth rates are
redictable. The growth in the Northern Tier has slowed markqdly
since 1962 and growth has been negligible since 1972 (see Exhibit
3). Among the southern states the rate of population growth also
slowed put remained well above the northern rate. No state in the
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Southern Tier showed a population decline since 1972, while five
northern states—Ohio, New Jersey, New York, Pennsylvania and
Rhode Island-lost population (see Exhibit 3). Though most of
the population changes were due to migration, it is interesting ©
note that because of higher fertility rates, the Southern Tier would
have grown faster than the Northern Tier even in the absence of
migration between the regions.'? With respect to the composition
of population change, little data are available by way of the income
level and employment characteristics (i.e., occupation, industry)
of migrants. '3

The inference one might draw from these trends is that the de
clining population in the North likely reduced certain servicing
needs, but these reductions may have been offset by increasing
concentrations of the poor, particularly in central cities.

REGIONAL DIFFERENCES IN FISCAL ACTIVITY

While this section reviews the major regional differences in quanti-
fiable indicators of state and local fiscal activity, it should be recog-
nized that there are also general differences in governmental structures
and responsibilities between regions. In general, Southern Tier states
are more likely to be state-dominated, whereas local government
dominance is more likely to be found among Northern Tier states. ™
Local dominance, with its heavy reliance upon state aids to localities,
may create barriers to roll-backs in general expenditure levels within
a logrolling political environment where legislators find it difficult
to alter historical state-aid formulas.

Additionally, there appears to be greater metropolitan fiscal
disparity in the North than i the South. Eleven of the fourteen
cities scoring poorest on Nathan and Dommel's "hardship index"
are in the Northern Tier while only Atlanta and Richmond are in
the South.'® Likewise, Sacks found greater central city population
densities n the North than in the South with city-suburban per
capita income ratios less than one in the North but greater than
one in the South.'® While the general newness of these southern
cities may help explain these lesser disparities, they also may be
due to greater success in annexation and consolidation in the South.
For example, Marando argues that consolidation is essentially a
southern regional phenomenon, and that annexation has occurred
extensively throughout the United States with the exception of the
northeastern region.*” With these structural differences in mind, we
now turn to several empirical measures of fiscal activity.
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EXHrB]T]
Popubtion Growth: By Region For Selected Time Periods

Unll'Cfthted Meanl (Percent Increue)

Region
1962-1967 1967-1972 1972-1975 1975-1977 1977
NORTIILR TJLR 6.5 4.8 0.6 0.7 90,336
East North Central 6.9 38 0.6 0.5 41,056
Middle Atlantic: 4.7 33 -0.6 -0.4 37,038
New England 71 6.3 12 L5 12.242
SOUTHERN TI|ER 5.4 6.2 38 22 69.158
South Atlantic 8.0 T/ 4.0 2.0 33,616
East South Central 21 32 29 22 13,836
West South Central 3.6 62 44 28 21,706
Weighted Means (Percent Increase)
NORTHERN T|ER 5.6 34 -0.J 0.02
East North Central 6.7 36 03 04
Middle Atlantic 39 2.8 -0.9 -0.5
New England 7.8 4.6 0.7 05
SOUTHERN TR 5.9 74 4.7 2.6
South Atlantic 8.7 9.0 52 21
East South Central 25 33 29 23
West South Central 43 76 5.0 3.5

Source: Bureau of the Census, Cu"ent Population Reports, Series P-25, various issues.

EXPENDITURE [ EVEL AND STRUCTURE
There are important variations between the Northern and Southern

Tier states in the level and functional distribution of expenditures.
The northern states spend more-about 16 percent more an a per
ern Tier states (see Exhibit 4). This

capita basis- than do the South
Pattern holds for most states within the two regions. Only one
ds less than the southern mean,

Northern Tier state (Indiana) spen

and only three Southern Tier states (Delaware, Maryland and Louisi-
ana) spend above the northern mean. This relatvely low expenditure
level in the South, even in the midst of an increased flow of resources
to that region, is important in understanding the possibilities for
fiscal adjustment.
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In terms of expenditure distribution, the southern states allocate
a slightly greater share of total public resources to education. The
same holds true for health and hospitals, though there is much
variation among states within the two regions. But perhaps the
major regional difference in expenditure structure is that the northern
states spend proportionately more for public welfare. Only one
northern state allocates as little to public welfare as the southern

mean of 11.9 percent.

PUBLIC EMPLOYMENT AND WAGE LEVELS

On the average, there appears to be a greater level of state and local
government employment, relative to population, in the South (see
Exhibit 4). Nine of the sixteen states i the Southern Tier are at or
above the U.S. median of 498 employees per 10,000 population
while only one of the fourteen northermn states is above this median.
Though there are some outliers, there & not a great deal of variation
among these two groups o f states.

Some evidence has shown an association between the level of
local government employment and the rate of population growth.
Muller compares twelve growing cities and fourteen declining cities
on the basis of common function 1e employment per 1,000 residents.
From this relatively small set of observations, he finds declining
?ities to have 121 workers per 1,000 residents as compared to 8.7
m the growing cities. 19 Perhaps even more interesting is his finding
that the gap widened between 1967 and 1972. No such relationship
between ‘the level of state and local employment and population
growth or decline can be found among the Northern or Southern
Tier states examined here.

Average public employee wages are higher in the Northern Tier
by almost any standard (Exhibit 4). Whie per capita income is
only 14 percent higher in the North, the gap in average public
sector wages is over 19 percent. There are a number of possible
reasons why public sector workers receive such low wages in the
southern  gtates: Jow productivity, the absence of strong unions,

or the possibility that governments in southern states do not per-
form the same range of public subfunctions and hence, do not

Téquire a5 expensive a mix of labor skills. Another possibility is
that these comparisons are not Vvalid because of data and con-
ceptual problems.

There are many problems inherent in a comparison of average
wage levels across’ states. The estimates presented in Exhibit 4 are
of average payroll per full-time equivalent employee. These data miss
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the wide variation in pay levels by class of employees (including fulk
versus part-time) and mix nine-month employees (teachers) with
twelve-month employees. There are also inadequate data to measure
interstate variation in the level of pensions and fringe benefits.?°
However, since many benefits are tied to wage levels (e.g., pensions
and social security contributions) it is possible that the regional
differences in total compensation are greater than those in average
wages. Finally, even if the payroll per full-time equivalent employee
is a reasonable benchmark for comparison, there remains the prob-
lem of cost-of-living differentials which may tend to change this
pattern of interstate differences. Generally higher costs-of-living
in the North would suggest that rea] differences n compensation
are not as great as indicated in Exhibit 4.

If all of these caveats are disregarded, or if the data problems
somehow cancel out, the greater average wage in the Northern
Tier suggests that a substantial part of the state and local expen:
diture difference in the northern and southern states is due to
public employee compensation differences. If it is further accepted
that differentials in average wages across regions are not the result
of public employee productivity differentials, then the higher level
of per capita spending in the northern states substantially overstates
the difference in the quality of services provided between the two
regions. Muller has studied wage variations among local governments
using his growth/decline dichotomy, and for his sample, has deter-
mined that average wage levels tend to be higher in older and de-
clining cities. His plausible explanation of this difference is the
greater ability of municipal employee associations in older cities
to press for more favorable contract terms, coupled with cost-of-
living differences and perhaps a necessary premium for what is
perceived as a lower quality of life in older, more congested cities of
the Northeast and industrial Midwest.

SOURCES OF FINANCE

Three aspects of the financing of state and local government
expenditures are important in describing regional variations in
fiscal systems: reliance on debt, the structure of taxes raised and
the level of revenue effort exerted. With respect to borrowing, the
level of general obligation debt in the Northern Tier is higher on
both a per capita basis and as a percent of personal income than in
the South though large variations do exist (see Exhibit 5). The level
of debt in the east northcentral states is lower than that in any
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EXIDBrT §
Debt Levels: By Region For 1977

Unweighted Means
Long Tenn Debt Outstanding

As a Percent

State and Rel:don Par Capiu of Personal Income
NORTHERN TIER 1053 149
East North Central 744 102
Middle Atlantic 1500 20.1
New I:.ngland 1087 162
SOUTHERN TI[R 867 137
South A tbntic 937 139
East South Central 1 146
West South Central 77 125

Weighted Means

NORTHERN TIER 1193 162
East North Central 767 104
Middle Atlantic 1651 222
New Engbnd 1214 169
SOUTHERN TIER 798 127
South Atlantic 777 120
East South Central 827 14.6
814 126

West South Central

Source: .S, Bureau of the Census, Govemment Hllllllas in 1976-77, Series GF77, 5
(Washington, D.C.: U.S. Government Printing Office, 1977).

southem subregion, attesting again to the problems with inferences
from regional averages. The higher level of per capita debt suggests
a greater fixed commitment for debt service in the annual budget
of the states. In addition debt contracted to build an infrastructure
to support a growing economic base may be less burdensome than
that contracted primarily in response to fiscal difficulties.

In terms of revenue structure there are distinct and important
differences between the regions. Southern states are more heavily
reliant on sales taxes and northern states on property taxes (see
Exhibit 6). This difference is largely a reflection of the division of
financial responsibility for services between the state and local
Lvel. Where local government involvement in the delivery of ser-
vices Is strong, there tends to be much heavier use of the property
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EXHIBIT 6
Revenue Structure: By Region For 1977

Unweighted Means
Percent of Own Source

Revenues Raised From Federal Aid as

a Percent of

Property  Sales Income Per Capita Total General
State and Region Taxes Taxes Taxes Federal Aid Revenue
NORTHERN TIER 330 134 173 $291 222
East North Central 29.2 16.5 19.3 246 19.8
Middle North Atlantic 30.9 13.1 20.9 299 20.3
New England 374 11.0 13.9 325 25.1
SOUTHERN TIER 17.2 18.5 14.9 277 25.1
South Atlantic 19.4 15.8 19.1 279 24.1
East South Central 14.3 23.8 12.8 281 273
West South Central 17.8 18.8 8.8 271 25.1

Weighted Means

NORTHERN TIER 30.9 14.3 20.7 $283 20.3
East North Central 29.5 16.2 19.1 248 20.1
Middle North Atlantic 29.7 13.6 23.2 314 20.0
New England 39.8 10.5 17.2 307 224
SOUTHERN TIER 20.4 18.4 11.9 260 23.8
South Atlantic 21.6 16.3 16.6 261 23.2
East South Central 144 23.8 12.7 279 27.1
West South Central 21.9 18.8 4.1 246 22.7

Source: U.S. Bureau of the Census, Government Finances in 1976-77, Series GF77, 5
(Washington, D.C.: U.S. Government Printing Office, 1977).

tax. But, as noted above, the southemn states tend to be more state

Northern Tier, where property taxation dominates, even the tax
base growth generated by inflationary increase in income is unlikely
to be fully or easily captured.?! In terms of the controversial issue
of the regional distribution of federal aid, both regions receive about
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the same per capita amount, but southem states-because of their
lower level of fiscal activity-are more dependent on federal aid

a arevenue source.
FISCAL RESPONSES TO DJFFERENTJAL REGIONAL GROWTH

The observed differences in relative economic growth between the
North and South and conditions of the fisc in the same regions
provide the opportunity for a more detailed examination of their
linkage . IJere we will consider both expenditure and revenue res-
ponse to these changes with special interest on the years 1972-77.
The period 1972-75 was characterized by nationwide inflation
culminating in the general recession of 1974-75. While the recovery
of 1975-77 was sustained, it has apparently seen a continuation of
the general relative decline of the industrial Northeast and Midwest.
Coming in the wake of the well-publicized New York City crisis
and the apparent cutback mood of many taxpayers, it 8 interesting
to see whether the general trends in fiscal actions have been reversed.

EXPENDITURE GROWTH

Given the relatively sJower growth in financial capacity in the
northern states, a slower growth in fiscal activity might have been
expected. In fact, expenditure growth in the Northern Tier states
Was not considerably different from that in the southern states
through 1975 (see Exhibit 7). Expenditures grew at a rate roughly
20 to 30 percent faster than personal income in both regions in the
three gime periods considered, except for the 1967-72 period, when
PCT capita expenditures in the Northern Tier grew 93 percent faster
than per capita income (see Exhibit 8). Even in the 1972-75 period,
when' totaJ employment increased by about 7 percent in the South
and less than | percent in the North, per capita expenditures grew
) about the same percentage in both regions. From this evidence,
one might conclude that there was not a strong relationship between
te growth iy public expenditures in the two regions and the capa-
CIty to finance that growth.

Some evidence of greater fiscal restraint in both regions shows up
10 the recovery period (1975-77) when the growth in expenditures
fell below that of the growth in income. One plausible explanation
b ts lagged and long-overdue response to slow growing economic
ativlty is that the New York City financial collapse and the near
dlSasters in several other cities finally drove home the reality that
the public sector, especially in many Northern Tier states, could
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EXIDBIT 7
Indfoators Of Fiscal Expansion: By Region

Means
Percent Increases
in Per Capita

Region General Expenditurese
1962-1967 1967-1972 1972-1975 1975-1977

NORTHERN TIER 42.8 73.4 34.5 172
East North Central 41.0 67.8 345 189
Middle Atlantic 47.8 91.4 34.6 157
New England 41.8 69.1 344 16.7

SOUTHERN TIER 51.8 64.5 38.0 186
South Atlantic 55.2 71.0 40.9 16.2
East South Central 47.0 64.5 36.5 19.6
West South Central 49.6 51.5 338 22.5

» As noted above, we are interested in state level changes so utilize unwieghted means in
this and the remaining tables.

Source: U.S. Bureau of the Census, Governmental Finances in 1976-1977(1961-62, 1966~
67, 1971-72, 1974-75) Series GF77, 5 (Washington, D.C.: U.S. Government
Printing Office, 1977).

EXHIBIT 8

Per Capita Income Elasticitya Of State and Local Government
Expenditures: By Region

Northern Tier Southern Tier
1962-1967 1.29 1.27
1967-1972 193 1.34
1972-1975 121 L8174
1975-1977 0.86 0.89

aPercent increase in per capita expenditure divided by percent increase in per capita income.

Source: Computed from Exhibits 1 and 7.
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no longer sustain itself. Reduction, cutback’> and deferrals became
the cenlerpicces ofslate and Joeal government fiscal policies.

If thl' growth or decHne in tnxable capacity does not explain the
grOW‘d_l ot the stale and local government sector through 1975, then
attention nllghr be turned fo two other po>sible explanations: (a)
on the demand side, growing requirements for services resulted
primarily in increased numbe of public employees and an upward
PICSSUIC on expenditures, (b) on the suppl}' side, increased public
emplo} €€ compensation re:.ulted from union pressures and in-
flation a_md forced up expenditure leveb. Either explanation would
be comistent with the observed absence of a consistent, long-term
relationship petween economic base and public expenditure growth.

There is a wealth of Literature on expenditure determinants which
attests to the difficulties o f separating demand from supply influences
to explain expenditure growth and variations.® Those difficulties
notwithstanding, we proxy the growth mn service demand here with
‘hree variables: population growth, increase in AFDC recipients and
INCIease in primary and secondary school enrollments. To the extent
these factors increased over the four periods studied, an increase in
state and local government employment levels might have been
expected. The number of AFDC recipients increased at a greater
rfate in the North than in the South during 1962-75, while the
TCVEISC was true for total increases in population (see Exhibit 9).
Dring  the 1975-77 recovery the number of AFDC recipients de-
clined more rapidly in the Southern Tier, hence, the gap in the
Proportion of Jow income population has been increasing. This
would imply stronger pressure on public expenditure levels in

the northern gtates.
Primary gnd secondary school enrollments increased at a more

rapid rate in the North over the 1962-72 period and have declined
at a more rapid rate since J972. From these aggregates, one might
agam jnfer an increasing concentration of high cost citizens in the
North, and 4 considerably greater demand for increased school
personnel-at jo,q¢ during the 1962-72 period. Though these ,
A not appear to provide strong support for a demand theSiSI,ESﬁLﬂTSS
.mp?rtant to emphasize the very great diversity across states which
18 disguised in guch an aggregate analysis. This diversity is parti-
cularl}{ great in the case of the rate of increase in AFDC recipients.

During the 1975-77 period, the Northern Tier states have suffered
a Population stagnation and a reduction n enrollments which implies
reduc'ed expenditure demands, but an increase in welfare recipients
and in the proportion of poor, suggesting increased expenditure
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EXHIBIT 9

Indicators of Growth In Servicing Requirements

Percent Increa,es

1962-1967 1967-1972 1972-1975 J975-1977

North South North South North South North South
AFDC 4.1 334 152.3 115.6 12.8 4.7 -5.1 -8.2
Population 65 54 48 6.2 06 38 07 22
Enrollment 15.2 9.4 91 3.3 17 -1.5 -1.5
Public Employees 25.0 30.9 20.3 243 88 13] 30 67
Per Capita 42.8 51.8 734 645 345 38.0 172 186

Expenditures

Sources: Computed from Exhibits 3, 7 and U.S. Bureau of the Census, Statistical Abstract
of the United States: 1978 (1963, 1968, 1973, 1977), (Washington, D.C: US.
Government Printing Office, 1978); Bureau of the Census, Public Employment in
1977 (1962, 1967, 1972, 1975), SeriesGE77, 5 (Washington, D.C: U.S. Govern-
ment Printing Office, 1978).

requirements. The situation in the South was almost exactly the
reverse. As may be seen in Exhibit 9, state and /ocal governments
in the South increased their fiscal activity considerably more in
terms of employment and only slightly more in tenns of expen-
ditures. The 1975-77 expenditure and employment growth rate
differences would not appear to be explained by changes in the
demand for services.

These results suggest that the explanations for expenditure in-
creases in the two regions are at least partially to be found on the
supply side, ie., in terms of increases in the level of public employee
compensation. As may be seen in Exhibit 10, the percentage in-
crease i payroll per employee was higher in the northern than in
the southern states over the 1962-72 period-this despite the fact
that. the capacity to finance such increases in northern states was
dechmqg. By the 1972-75 period, the rate of increase in average
wages 1n the North had fallen below that in the South. This pattern
continued for the 197577 period. The rates of increases in expen-

ditures closely parallel increases in public employee compensation
rates.

REVENUE GROWTH

According to the scenario above, the fisc in the northern states has
expanded at about the same rate as that in the southern states,
despite considerable differences in the growth of their respective
economic and demographic bases. As a consequence, revenue effort



EXHJBIT 10

Growth In State And Local Government Employment Per Capita And Public Empoyee Wages: By Region

Percent Changes

) Employment Per 10,000 Population Payroll Per Employee
Region 1962-1967  1967-1972 1972-1975  1975-1977  1962-1967  1967-1972 1972-1975 1975-1977
NORTHERN TIER 176 149 8.1 2 28.8 383 21.8 124
East North Central 17.0 135 7.1 21 24.4 39.2 224 12.9
Middle Atlantic 24.1 14.1 79 0.6 28.8 40.1 24.0 10.8
New England 147 16.4 9.0 32 30.1 36.7 20.1 12.8
SOUTHERN TIER 242 17.1 89 43 272 343 26.9 14.8
South Atlantic 241 193 9.2 51 28.5 36.5 242 152
East South Central 23.9 178 77 41 27.0 34.1 292 14.4
West South Central 249 124 97 3.1 248 30.1 29.9 148

Source: U.S. Bureau oftheCensus,.Public Employment in 1977 (1962, 1967, 1972, 1975), Series GE77, S (Washington, D.C.:

Government Printing Office, 1978).
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in the Northern Tier states must have increased more rapidly, ar the
flow of federal aid to the northern states must have increased. The
reality of an increase in revenue effort is borne out by a recent
ACIR publication which attempts to classify states with reference
to both the level and direction of tax effort.2® Of the states clas-
sified as having high and rising levels of tax efforts, nine are in the
Northern Tier and three are in the South.

A comparison of the growth n own source revenues to the §r0wth
in personal income shows a greater revenue-income elasticity?*in the
North in the 1967-72 period (see Exhibit 11). In the other three
periods, however, these crude elasticities were not substantially
different.

The presentation in Exhibit 12 disaggregates increases i state and
local government revenue by source of increase. Southern states
financed expenditure increases through the use of sales and income
taxes while in the North the increments were derived relatively more
from property taxes. Also noteworthy within the 1972-75 period
was the substantial increase in the reliance on federal grants to
finance expenditure increments in the Northern Tier.

This pattern of revenue increase may reflect the greater automatic
responsiveness of tax systems in the South which rely more on sales
and less on property taxes. Whie detailed comparisons are not
readily available, it would seem reasonable to assume that relatively
more of the revenue increase in the North was the result of dis-
cretionary changes in the tax system. Data for 1975-76 suggest
that the rate and base changes in the income and sales taxes occurred
with greater frequency in the North, especially among the harder
pressed states. 2>

FISCAL ADJUSTMENTS TO DECLINE

Certain of the data above, e.g., Exhibit 8, suggest that the state and
local sector has begun to cut back on their levels of activity. While it
would be desirable to carry out an in-depth analysis of recent fiscal
retrenchment, time and data constraints have precluded a full analysis
of recent fiscal actions in the declining states. Nevertheless, it may be
useful to consider briefly recent fiscal changes within New York
State as possibly indicative of behavior in other declining states.2® In
the 1975-77 period full-time equivalent state and local employment
in New York State declined by 52 percent while it grew by 3.8
percent in the rest of the nation.2” Likewise, average public em-
ployee compensation grew by 10.I percent in New York compared
to 123 percent in the remainder of the nation during the same




EXHIBIT 11
Overall Responsiveness of Revenue To Economic Activity:

Change

Percent Increase in

Northern Tier

Southern Tier
1962-1967 1967-1972 1972-1975 1975-1977 1962-1967 1967-1972 1972-1975 1975-1977

Revenues ftom

Own. Sources 46.6 84.8 289 214 56.8 75.5 39.7 2'18
Percent Increase in

Personal Income 41.8 44.6 29.3 20.9 48.3 57.6 37.6 23.85
Own Source Revenue-

Income Elasticitye 111 1.90 0.99 1.02 1.18 131 1.06 0.97
Percent Increase in

Total Employment 167 7.6 19 6.4 24.0 187 7.2 7.8
Percent Increae in

Population 65 48 0.6 0.7 54 6.2 3.8 R0
«Percent Increase in Revenues from Own Sources divided by Percent Increase in Personal Income.

Source:

Computed from sources used in Exhibits 1, 2, 3, and U.S. Bureau of the Census, Government Fininces in 1976-77

(1971-62, 1966-67, 1971-72, 1974-75), Series GF77, 5 (Washington, D.C.: U.S. Government Printing Office, 1977).
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EXHIBLJ' J1

Increases Jn Gene,al Revenues of Statc and Loeal Covemments

1962:1967 1967-1972
Percent Incrcuc due to Percent Increale due o
Region Salcs & Sales &

% Income  Propcny J"ederal Income  Property Federal
) | Juc.s laxes Aid Taaes Taxes Ad

NORTHERN TIER 21.0 22.6 19.5 22.6 255 15

E:lst North Central 25.0 21.8 17.6 25.5 23.9 178

Middle Atlantic 24.4 22.8 18.6 249 24.0 204

New England 15.9 23.2 21.4 19.1 27.6 205

SOUTHERN TIER 19.3 14.2 26.6 254 11.0 25
South Allnntic 21.5 15.9 23.1 26.1 12.9 22
East South Central  21.0 95 31.1 27.1 7.9 260
West South Central  13.5 15.3 29.0 22.3 108 234
e

1972-1975 1975-1977
Percent Increase due to Percent Increase due to
Sales & Sales &
Income  Property Federal Income  Property Fedgral
Taxes Taxes Aid Taxes Taxes

NORTHERN TIER 33.0 21.3 31.0 31.5 18.2 298
East North Central ~ 40.4 13.3 26.0 38.7 155 28.6
Middle Atlantic 34.8 20.4 26.9 36.9 19.5 27.0
New England 25.8 28.4 378 22.9 19.7 321
SOUTHERN TIER 31.1 10.5 28.5 28.7 12.6 29.2
South Atlantic 32/, L7/ 29.0 28.8 14.5 29.2
East South Central 31.2 8.3 28.5 33.3 9.6 30.5
West South Central 2749 10.2 DT 3% 12.1 277

Source: U.S. Bureau of the Census, G vemment Finances in 1976-1977 (1961-62,
1966-67, 1971-72, 1974-75) Senes GF77, 5 (Washn gton, D.C.: U.S. Govern-

ment Printing Office, 1977).

1975-77 time period.?® This slower growth in compensation was
accomplished, at least in part, through no scheduled wage increases
at the state level during FY 1975 and FY 1977. This wage freeze
followed a period of compensation growth that was greater than the
rest of the nation in spite of the obvious long-term relative decline
in the economic base of New York State.
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The slowdown in the fiscal activity at the state level in New York
is indicated by its growth rates in expenditures within state agencies
of 7.5 percent (FYJ 975 to FYI976) and 2.3 percent (FY] 976 to
FY 1977).2° These growth rates were considerably less than the
double-digit rates in the several preceding years.

Since grants to localities within New York constitute approxi-
mately 60 percent of its consolidated expenditures, it is also inter-
esting to note that the growth in these grants has slowed considerably.
Between FYI976 and FYI 977, the growth was only 4.4 percent.
This is extremely likely to have constraining effects upon the lower
levels of government in the state.

On the revenue side there has been increasing pressure to provide
tax relief to both individuals and business. Relatively large tax cuts
that show up in the 1978 data are indicative of these efforts. While
New York still has a distance to go in bringing these tax levels closer
to the median for the rest of the nation (which, itself, has not been
immune to such tax cut pressures), it does indicate a response to the
overall decline in the economic base.

We did attempt to carry out several correlations between different
measures of fiscal activity in the states analyzed here with the three
measures of economic base. If there has been a reasonably widespread
response to economic decline since 1975, one might expect that for
the 1972-75 period correlations between growth i economic base
and fiscal activity would be significantly smaller than correlations
between the same set of variables for the 1975-77 period. The
results did not, however, indicate such a response. While there were
some minor alterations i these correlations, there were no strong
indications that, indeed, the overall pattern of relationships between
economic base and fiscal activity had altered greatly between the
two periods. In part this is likely due to the heterogeneity of activities
in the several states as well & to the fact that the growing states in
the South also have held back their growth in expenditures to a rate

less than the rate of increase in personal incomes.

IMPLICATIONS FOR PUBLIC POLICY

The basic dilemma faced by several of the declining states in the
Northeast is that their public sector has become overdeveloped re-
lative to financial capacity. As a result, tax burdens are thought
to be too high, there is little additional public money to be devoted
to what are thought to be serious city fiscal problems, fixed debt

\
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and pension committment:, an: high, union compen$ation demands
will likely parallel cost-of-living increments and there seems 0 ke
no short-term reversal of existing economic trends. To be sue
this pattern does not fit all state and local governments i the noii=
eastern and midwestern regions and likely describes some Southem
metropolitan area governments. But the pattern tends to hold for
many governments in the Northem Tier and tends not to hold for
most in the Southern group.

While there may have been some recent responses to these trends,
there still are policy issues associated with the retrenchment period.
This is especially true for the income distributional implications of
the response taken in the declining states. The strategies for dealing
with these fiscal problems would seem to be of four types: reversal
of the economic decline, both in the central cities and the region;
assistance during the transition period; strengthening of the fiscal
position of the poorest local jurisdications through a grants program
and federal welfare assumption; and fiscal planning in the decHning
region to bring about a better balance between the size of the public
sector and the size of the economic base available to support that
public sector.

An alternative strategy would be to take no action to correct the
fiscal problems of governments in the declining region. This argument
would hold that market forces are already underway which are cor
recting regional disparities in income, employment and population;
and that the regional disparities in public service levels also should
narrow. Eventually, as the resource base continues to grow slowly,
the public sector in the Northeast also will grow slowly. The problem
with this line of reasoning is that shrinkage in the public sector n
the Northeast will likely mean a cutting of service levels in those
areas where expenditures are greatest-health, education and welfare.
This may imply that much of the painful burden of the transition
to a lower level of public services will be borne by lower income
residents in the declining regions.

Given these strategies, there would seem to be five policy directions
open: cut services, raise taxes, increase productivity, increase federal
assistance, or improve the local economy. The first three are options
for state and local -government action while the last two require

federal action.
STATE AND LOCAL GOVERNMENT OPTIONS

Increased productivity in the public sector is a favorite policy
recommendation in that it resolves fiscal problems without requiring
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governments either to raise taxes or cut services. Whie there is
clearly room for improved management at the /ocal government
level. large savings (relative to projected deficits) from increased
productivity in the public sector is not a realistic expectation. *°

Revenues might be increased through further increase in the
effective tax rate. The argument against this is the possible re-
tarding effect on economic development given that state and local
government revenue effort in many of the northeastern and mid-
western regions /s already high relative to the South.

Service level reductions are the most likely route. Whie there
will <ontinue to be absolute cutbacks in some areas and reductions
in the scope of some services, this wil mostly take the form of
services not expanding to accommodate increasing needs, and in-
creasing unit cost of provision. This does not mean that expenditures
will decline. Increasing wages and benefits can drive up expenditures
by a significant amount, without raising service levels.

FEDERAL OPTIONS

The federal government could increase the flow of aid to the state
to prop up the public sector during this period of decline. A program
of increased aid during a transition period in which the state sought
to balance its long-term spending expectations with its likely future
economic growth would be a sane program. On the other hand,
federal grants to maintain an overdeveloped public sector would
only prolong the period of continuing annual fiscal crisis.

There are a number of federal policies that might be undertaken
during the fiscal adjustment period-that period when the public
sector in the North is moving to alower level which is commensurate
with its capacity to finance. One element of such fiscal reform would
be a higher level of federal financing of public welfare. The removal
of a substantial share of welfare costs from the declining states in
the Northeast would free substantial resources for other uses.

A similar position might be taken with respect to regional develop-
ment subsidies. Such subsidies would prolong the period of transition
to a lower, but stable level of activity. The longer the period of this
transition, the greater the uncertainty with respect to business in-
vestment and the greater the chance for a snowballing effect of the
decline. Yet, if regional subsidies worked, they c:ouldg have a strong
Positive effect on the finances of governments in the declining region.
There are two caveats, however, even to the potentially favorable
governmental finance effects. One & that the fiscal problems in the
declining region are very much the fiscal problems of the central
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cities in those regions. Historically, these cities have not always
shared in the economic growth of the region, and therefore it i not
clear how much their fiscal positions would improve in the event the
regional shifts slowed. A second and related caveat, is that the states
in the declining region tend to be more heavily dependent an local
property taxation which may make it difficult to fully capture
increases in regional income and employment i the public sector.
But the most important issue with respect to regional subsidies
remains whether or not they induce any net improvement i private
sector economic activity.

The fiscal problems of many Northern Tier states is that their
public sectors are overdeveloped. The states' resource bases will no
longer support the high level of public services provided in the state,
unless tax rates are continuously increased. While shifts in population
and economic activity are tending toward equalizing income across
the country, the northern states have retained dominance i their
relative national role in state and local fiscal activity. This can mo
longer be done. A downward transition must be recognized, and
policy should center on selecting priorities in the adjustment of
public service levels. With appropriate federal aid, this need not mean
severe service cutbacks in all areas, but rather a slow growth in
services while the rest of the nation catches up.

NOTES
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N

E
would be and the latter, I
! =J

B
( I>/ N where E£i and Pi represent

expenditures and population respectively both for the ;th state among N
in the region. The latter, the average state performance measure, has the
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Advisory Commission on Intergovernmental Relation. Sitnijic'ant Feae
tures of Fiscal Federalism, 1976-77 Edition, Vol.  (Washington, D.C.:
ACIR): Tables 34-37.

More specific analysis of the New York case & found in Roy Bahl, ''fiical
Retrenchment in a Declining State: The New York Case" paper prcsent'd
to a [IUD ponsored UCSB Conftrence on ‘/d) //mltatloll, Dtctmbl'r
14-15, 1978, University of California, Santa Barbara, California.

U.S. Bureau of the Census, Public Fmployment n 1975, 1976, 1977. We
recognize that the special problems of New York City may unduly dis-
tract these changes; nevertheless, the change k considerable, esrccially
n hght of the long-term trends within New York State.

U.S. Bureau of the Census, Governmental Fmoncrs in 19741975, 197Se
1976, 1976-1977.

. All data from Comptroljer of the State ol New York, /i11111ad Rel10x1, 1977.

A review of the issues surrounding prodlidivily meuurement and ame
provcment & present i Je, e Burkhead 1ind John I, Rbss, I'rod11ctMty
in the Local Gmremm1-11t Stetor, (L.cxington: D.C, liesth and Comp;iny,
1974).
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