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FEDERAL RUSCURCES AND URBAN NEEDS
By Murray L. Weidenbaum

INTRODUCTION

As a Nation, we have a tremendous amount of discretion in making
future allocations of our public resources, and it is quite likely that
substantial additional amounts can be devoted to meeting urban needs.
The three related purposes of this paper are (1) to sketch out the |
future prospects for Federal funds and other resources being available '
to meet the rising needs of non-defense programs within the public
sector, (2) to examine the ways in which such resources might actually
be released to state and local governments, and (3) to point out that
we have nc budgetary concepts or techniques for dealing with the public
choices that lie ahead.

Before going into the details of my analysis, I would like to
present scme of the key findings. The wmost surprising one--in this
period of continued deficit spending by the Federal Government--is
the likelihood of federal revenue in the future outpacing the growth
of current federal expenditure programs, and, hence, the vision presents
itself of potential Federal surpluses. These financial surpluses may
also have a counterpart in terms of real resources that will become
avagilable, and I will devote some attention to both the problems

and potentials of that aspect.



The less surprising ccmpanion finding is that the reverse situation
is likely to occur at the state and local govermmental levels; the
regressive tax structures are not likely to yield, at current rates,
sufficient revenues to match rising expenditure requirements of education
and other existing programs, and, hence, significant potential deficits
are in prospect.

As Galbraith stated recently, "The great economic anachronism of
our time is that economic growth gives the Federal Government the
revenues while, along with population increase, it gives the states
and especially the cities the problems. The one unit of government
gets the money. The other gets the work."éi Despite the overstatement
in Galbraith's testimony, the interactions of these two strikingly
different fiscal conditions are likely to have important repercussions,
and also to make available heartening potentiality, for urban planners.
However, we now have no satisfactory mechanism for reasllocating large
amounts of governmental funds among the various levels of govermment,

and the latter portion of this paper is devoted to an examination of

the various possibilities for doing so.

FEDERAL BUDGET TRENDS
As a starting point for analyzing the future availability of
Federal resources for urban growth, as well as for other purposes, I
would like to report on some preliminary findings of a study of Federal
revenue and expenditure trends in the 1965-75 tine period.ig I will
not be presenting any recommendations as to the levels of governmental

revenues and expenditures which, in any sense, could be considered

to be most desirable or optimum.



Rather, my purpose is narrower, but perhaps more useful -~ to

estimate the budget results that are likely to occur during the next

ten years on the basis of existing statutory authorizations and commit-

ments,

(1)

(2)

(3)

(&)

I will try to answer the following questions:

What is total Federal revenue likely to be in 1975, under
the existing tax laws?

What changes in the composition of Federal expenditures

are likely to take place under these conditions?

What is total federal expenditure likely to be in 1975,
assuming the continuation of current programs and the ful-
fillment of current statutory commitments (e.g. payment of
veteran: pensions required by existing laws governing
veterans benefits)?

How much discretion is there likely to be in the Federal
Budget? That is, will there be revenues above and beyond
those required to finance programs and ccumitments that
already sre on the statute books? Hence, will we have some
significant choices between tax reduction, further expenditure
increases, or scme ccmbination of the two, without encounter-
ing political constraints arising from long-term deficit

financing?



METHOD OF MAKING PROJECTIONS

In this study, the various categories of Federal revenues were
projected by extrapolating their past relationships to Gross National
Product, and such related series as personal income and corporate
profits, on the basis of assumed future levels of these measures of
econcmic activity, 1In a manner of speaking, Federal revenues are
projected as an element which is endogenous to our economic medel,
that is, determined primarily by the level of econocmic activity.

The expenditure estimates, in contrast, are in general exogenous--
they influence the level of economic activity, but are not significantly
affected by it.

A combination of approaches was found necessary in projecting the
various functionel categories of Federal expenditure. For one category
of programs, actuarial estimates are available of future expenditure
requirements under existing legislation. The largest single example
of this nature is the old-age and survivors' insurance trust fund.

The Department of Health, Education, and Welfare has carefully estimated
the receipts and expenditures on the basis of detailed examination of
the U.S. population distribution, the coverage of the social security
system, the life expectancy of the beneficiaries of the system, and

the benefit rates established by legislation. Other programs for

which scme actuarial projections are available include the dissbility
insurance trust fund, veterans pensions, veterans compensation, aend the
civil service retirement and disability trust fund.

Another category of expenditures consists of those for which

relatively firm program estimates are available, The major example
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here is federal grants to siates under the Federal-aid highway legis-
lation., For still another category of expenditures, statistical
extrapolations were utilized. Because, in the past, annual Federal
outlays for public assistance were closely associated with the number
of persons in the United States over 65 years of age, these expendi-
tures were proJjected on the basis of the future age distribution of
the Nation's population.

However, a very large group of government expenditure programs
remained, those whose size is determined primarily through relatively
subjective decision-making processes, or at least those which cannot
be projected in an objective manner, These include national defense,
agriculture, and housing outlays. Nevertheless, we can evaluate some
of the factors that will influence program and budget decisions and
also make reasonable estimates of expenditures in, say, 1975. An
example of such relevant factors is the likely future relationship
of farm output to demand for agricultural commodities and, hence, the
general magnitude of imbalances in agricultural prcduction, which give
rise to farm subsidy payments,

Perhaps the key program development affecting the estimates is
the status of the defense program. It is clear that total expenditures
for national defense have been declining recently. To date, the overall
reductions have been slight~-3 percent last year and an estimated one-
half of one percent this year. The fundamental change is that the
rapid expansions in defense/space programs, which were initiated at
the beginning of the Kennedy Administration, are either over or are

rapidly drawing to a close.



We are witnessing the transition of the defense/space market from
a major growth sector of the American econcmy to a relatively stable
one., This is resulting frcom some reductions in both international
tensions, especially vis~a-vis the Russisns, and the Pentagon's
numerous attempts to reduce costs and improve efficiency.

At least for the next several years, the long-term rise in defense
spending will be halted, because the bulk of the funding on major
strategic (or general war) aircraft and missile programs has been
completed, In the short run, at least, this will not be offset by new
major long-range bomber, ICBM, anti~ICEM or military space programs
vhasing into production, because of the long lead times required for

developing such technologically sophisticated systems.

GENERAL ASSUMPTIONS

It alsoc was necessary to make numerous general economic assumptions
in preparing the estimates contained in this report. The underlying
assumption here is that there will be a high degree of continuity in
the political, social, and economic institutions that set the pattern
of life in the United States. Changes in such basic conditions evolve
slowly for the most part. The reasonableness of this assumption can be
secen by .exeamining recent experience. Despite several shifts in national
political administrations in recent years, the basic pattern of govern-
mental programs and activities bas continued. 1In fact, no major program
initiated under the previous Democratic administrations was eliminated
under the Republican Administration. The rate of expansion of existing
prograns may have been altered, but the upward trend, particularly in

the health-education-welfare area, was not reversed.



The underlying tensions between the United States and the communist
nations are assumed to continue, although there may be pericds when
such tensions subside, Nevertheless, it is assumed that no major
disarmament agreement will be achieved and, thus, a continued high
level of military preparedness will be likely.

The overgll level of eccnomic activity in the United States, as
measured by the Gross Naticnal Prcduct, is assumed to increase at the
average rate of three and a half percent a year between 1965 and 1975,
measured in terms of constant dollars. This growth rate corresponds
to that achieved by the American econcmy during the 1955-62 time pericd.
This may be considered by scme to be g conservative assumption. The
January 1965 Zconcmic Report of the President states:

"The prospects for growth of the labor force and producitivity

suggest that the increase of potential GNP in 1965-T70 will

exceed the 3% percent annual rate--Indeed, over the next

five years it is likely to average about 4 percent a year,

a rate approaching that of the early postwar period."

Should GNP expand at the 4 percent rate, the departures from the
estimates that I will present would be significant but not fundamental
on the revenue side and marginal on the expenditure side. Although
it is likely that cyclical fluctuations will continue to occur during
the comicg decade, I have made no attempt to forecast their timing
or amplitude. Hence, the values shown for 1975 are points on long-
term trend lines, That is, there are assumed to be years characterized
neither by recession nor above-average expansion,

A1l of my projections are in terms of the average price level

prevailing in the fiscal year 1965 (so-called "constant 1965 dollars").

This does not signify that I think that no further inflation will occur,



All that this assumption is intended to convey is that "real" rather
than monetary changes in governmental budgets are projected here, Use
of constant dollar comparisons dces not require a companion assumption
of rigidity in average wage rates. Average increases in pay rates
equal to the trend increase in productivity would be consistent with
the assumption of price stability.

The rates of Federal taxation are assumed to be those provided
by current legislation. Thus, already scheduled increases in social
security tax rates will take place, but no allowance is made for

further legislative changes in the revenue structure.

THE EXPENDITURE PROJECTIONS

On the basis of my detailed estimates (see table 1), a very
striking shift will occur in the composition of federal expenditures
during the 1965-75 period. The fundamental shift would take the
form of a regllocation from the national security categories——defensezl
and space programs--to the individual welfare and "Great Society"
areas, such as education, social security, housing, and ccmmunity
development., Given my assumptions, during the ccming decade, naticnal
security expenditures will decline in relative importance frcm a
little more than half of the Federal Budget to a little less than L0
percent, For the first time in many years, the dcmestic-~civilian
programs are likely to come to dominate the Federal sector, In a
manner of speaking, this would constitute a mild form of unilatersl

disarmament,



Table 1

Federal Goverrnment Cash DIxpenditures, Fiscal Years 1965 and 1975

Category 1965 1975 1965 1975
In Billions of Dollars Percentage
National Defense 52.8 52.0 43,5 33.9
International Affairs and Finance 3.6 3.5 3.0 2.3
Space 4,9 5.0 4,0 3.3
Agriculture 4,6 5.5 3.8 3.6
Natural Resources 2.8 k.3 2.4 2.8
Commerce and Transportation 7.k 9.0 6.1 5.9
Housing (excess of loan repayments)- 0.2 3.0 - 0.1 2.0
Health, Labor, and Welfare 28.9 L7.0 23.8 30.7
Lducation 1.5 5.0 1.2 3.3
Veterans 6.0 7.0 k.9 4.6
Interest 8.5 11.0 7.0 7.2
General Government 2.4 2.9 1.9 1.9
Ad justments for selected intra-
govermmental transactions - 1.8 - 2.2 - 1.5 - 1.5
TOTAL 121.4 153.0 100.0 100.0

Source: M.L. Veidenbaum, Federal Government Budget Trends, 1965-1975, Working
Paper 6502, Washington University Departiment of LCONCmMics.




10.

This shift is far more than a financial one, It signifies a
larger proportion of transfer payments and a smaller proportion c¢f
Federal purchases from private industry. The former category consists
of such items as social security payments, veterans' pensions, and
similar disbursements which serve to influence the distribution of
income among the various groups within American society, It is the
latter category which has been, since Vorld War II, the primary market
for the major growth industries in the United States, notably electronics,
aerospace, and scientific instruments. Moreover, it is precisely
these industries that employ the lion's share of the scientists
and engineers working in American industry.

The future budget situation envisioned here would not eliminate
the large govermmental market for our research and development talent,
However, on balence, it is likely to provide little if any growth
potential., Hence, normal increases in the supply of scientists and
engineers (which could be expected if a constant fraction of the rising
absolute number of college students majored in technical fields) would
either move directly into non-defense fields or would replace ("bump")
engineers or scientists now engaged in defense work, who would in
turn be available for civilian pursuits.

The preliminary impabts of this reallocation of federal resources
are already being felt.lg Numerous defense contractors are becoming
interested in the potentialities of civilian work, particularly in
the public sector of the economy, which responds to the unique type
of market stimuli that they understand so well. Some recent projects

of this nature include s parcel sorting system for the post office,
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a civilian national communications link for a foreign country, advanced
electronic monitoring devices for nospitals, and automated training
devices.

The emphasis on the public sector arises because past commercial
diversification efforts of the major specialized defense prcducers
have been unsuccessful, These ccmpanies generally are geared to the
requirements of governmental rather than ccmmercial markets, to high
technology rather than high volume, to high quality rather than low
price, and to a single or small group of customers rather than mass
distribution. Hence, a major focus of current diversification efforts
is on the application of the advanced engineering and technology--
and especially the so-called large-scale systems management capability--
to meeting non-defense needs in the public sector of the econcmy.

The Federal Govermment, in turn, has set up several new study
groups to deal with scme of the problems that emerge as a result of
these shifts in public demand. The President's Ccumittee on the
Lconcmie Impact of Defense and Disarmament was set up to analyze
existing economic adjustment programs in light of shifts in military
demand and to determine what additional actions are warranted,

The Congress has also authorized a Naticnal Commission on Tech-
nology, Autcmation, and Fconomic Progress to study these and related
problems, The far-reaching mandate of the Ccmmission covers:

(1) Defining those areas of umnmet community and human needs

tcwards which gpplication of new technolecgies might most

effectively be directed
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(2) Assessing the most effective means for channeling new tech-
nologies into promising directions

(3) Assessing the proper relationship between governmental and
private investment in the applicetion of new technologies
to large-scale human and ccmmunity needs.

Also, in a modest way, some of our State governments are now
devoting attention to this area of technological transgfer. Some of
the most interesting developments are occurring in the State of
California, where so much of the pertinent capability resides. The
State government there has undertsken a program of exploratory research
to demonstrate how defense corporations can apply their sophisticated
analytical techniques to important civilian areas, Awards have been
made to seversl aerospace companies to do preliminary work im four fields:

(1) A long-range plan for a state-wide transportation system,

{(2) An analysis of the State's prisons and mental institutions,
to search out ways to improve efficiency.

(3) A method of collecting, storing, and retrieving the masses
of information used by the State Government.

(k) A system for handling the State's tremendous waste problems,
which are creating air, water, and soil pollution problems
in turn.

It certainly is conceivable that the type of talent which can be

utilized in these projects may also find useful application in the

similar problems that beset our major urban areas.
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To return to the budgetary outlook, a review of past experience
reveals that not all categories of expenditures continue to rise
indefinitely, and certainly that there are significant differences
in their growth rates over time., For example, with the completion
of most of the World War II GI Bill program, veterans services and
benefits are currently being funded at rates far below those of the
early periocd, Similarly, economic foreign aid is being conducted at
lower levels than during the time of the Marshall Plan. Here are some
of the more striking differences in growth rates projected for the

coming decade:

Bducation +233%
Health, Labor, & Welfare + 63
Total Expenditures + 26
Space + 2
National Defense - 2

In absolute terms, however, the only functional areas for which
actual decreases are projected are foreign aid, the civilian space
program (following the scheduled lunar landing by 1970), and national
defense, between 1965 and 1970. The latter decline represents a
continuation of the current downturn in the present military procure-
ment cycle; the estimates provide for a mcderate upturn by 1975.

To avoid any misunderstanding about the nature of these projections,
I reemphasize that they are not the result of the exercise of judgment
as to what are the most desirable or even likely future levels of
total govermment spending. These estimates represent an evaluation of
the future financial dimensions of current programns and commitments.
There are numerous exauples of possible new budgetary items which could

involve large expenditures in subsequent years, scme of which may very
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well be enacted. Typical examples of such nev programs, which are

not included in wmy estimates, are the following:

1.

2.

Large scale exploration of Mars and other planets,
Transforming the Department of Agriculture into a rural
affaire agency,

\n operational salt and brackish water desalinization program.
Federal financing of a civil supersonic transport development
programn.

Construction of a substitute for the Panama Canal.

Ixpanding the social security system in line with rising
living costs and general improvements in the standard of 1living.
Ixpanding Federal assistance to research and development,
particularly to the "underresearched” industries catering to
non-defense markets.

General pensions to all VWorld War I veierans.

THE BUEGET TOTALS

I would now like to turn to the likely changes in the overall

fiscal picture (see table 2). According to my calculations, total

Federal revenues under current tax provisiocns are likely to reach

almost $180 billion by 1975, ccmpared to $117 billion in 1965.

Federal revenues would beccme an increasing percentage of the Gross

National Product because of the slightly progressive character of the

Federal inccme tax structure (technically, the inccme elasticity of

the revenue structure is greater than unity).
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Table 2

Projections of the Gross National Product and the Federal Budget

(Fiscal years; in billions of dollars)

Category 1965 1975
Estimated Projected
Gross National Product 640,0 903.0
Federal Revenues 117.k 179.0
Revenues as Percent of GNP 18,3 19.8
Federal Dxpenditures 121.4 153.0
Expenditures as Percent of GIP 19.0 16,9

Source: M. L., Weidenbaum, Federal Government Budget Trends, 1965-1975,
Working Paper 6502,
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Federal expenditures under current programs and commitments are
estimated to rise from $121 billion in 1965 1o $153 billion in 1975.
Such an increase of 26 percent would be sisnificantly lower than either
the 41 percent rise in GNP or the 52 percent rise in revenues. This
may be one of the fundamental, although quite simnle, results that
emerge from my study: under the current budget structure, Federal
revenues are likely to increase faster than the national economy and
Federal expenditures are likely to increase more slowly than the
national economy.

Hence, despite the current experience of a series of budgetary
deficits, the future result of the current program and revenue structure
of the Federal Govermment is likely to reverse the situation. The
budget results which will actually be obtained, of course, will be
determined by the incremental decisions to be made during the coming
decade.

The projected gap between revenues computed on the basis of
existing tex laws and expenditures estimated on the basis of continuation
of current programs mainly signifies the amount of discretion that may
be exercised by policymakers in the future, First of all, past
experience indicates that it is most unlikely that an entire decade
will go by without important changes in both tax legislation and
governmental program authorizations.

Moreover, economic analysis has increasingly pointed out the
adverse affects of a potential larze surplus in the governmental budget.
In effect, such potential net inflow to the Federal zovermment is

self-defeating, because it exercises a depressive influence ¢n the
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level of econcmic activity, thereby reducing governmental revenues
from their potential, and preventing the actual realization of a large

budgetary surplus,

FEDERAL~-STATE-LOCAL FISCAL RELATIONS

This leads us to the central question I would like to consider--
the fiscal relations between the Federal Government and state and
local jurisdictions. The contrast with Federal finance is striking.
There is hardly a potential budget surplus to worry about at the
"lower" governmental levels. The reasons are rather simple.

As has been amply demonstrated in the public finance literature,

the average state and local tax structure is relatively regressive,
while that of the federal government is, on balance, progressive.lz
There is no need, for our purposes, to debate the social desirability
of progressive versus regressive taxes. The objective results of these
two tax structures are what is relevant to the present inguiry.
By definition, under a progressive revenue structure, the tax bill
rises faster than the taxpayer's inccme. The reverse is true under
a regressive system, whereby the tax bite is a declining percentage
of inccme as income rises.

The implications for our analysis are fundamental, As incomes
increase, the revenues under our generally progressive Federal tax
structure rise considerably faster than income. This was the result
of our Federal Budget study. Almost the reverse occurs at state and

local levels. Many taxes do not rise as rapidly as inccme., The

average state and local tax structure is more inelastic than the
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Federal; that is, relatively less sensitive to changes in economic
growth. 0Only by adjusting assessment ratios and increasing tax
rates, do property tax yields tend to keep up with the expansions
in GNP. Other major state-local revenue sources, such as general
sales or inccme taxes, tend to be proporticnal to economic activity;
specific excises, licenses, fees, and other sources yield increases
in revenues far below the rate of econcmic growth._—

The story, of course, is quite different on the expenditure side.
For example, the requirements for education, which dcminate these
budgets, continue to expand far more rapidly than either population or
the econcmy as a whole. The reasons are generally well known, such
as the above-average rise in the school-age population, which continues
as the impact of the post World War II baby bocm is experienced
successively by elementary schools, then high schools, and finally
institutions of higher learning. On the basis of rather conservative
assumptions, the United States Office of Education has projected a
50 percent increase in public education expenditures in the next
decade (making for a relatively high implied income elasticity of
1.22). The estimated increases are due, chiefly, to rising enroll-
ment at all levels, especially in high schools and colleges. (see
table 3).

Other pressures for rapid increase in state or local expenditures
arise from the continued suburbanization of the Nation, requiring
expensive new governmental infrastructure for many new areas. Scme
estimates indicate that, by 1975, three out of every four persons will

be living in urban or suburban areas. The importance of this
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Table 3

- Public Expenditures for Education
(School years, Billions of 1961-62 dollars)

Higher Education

Year Total " Flerentary and Seccrdery Schools Instituticns
Total Current Capital Interest Total Current Capital
Expenses Outlays Expenses OQutlaeys
1955 k1 11.7 8.6 2.9 0.2 2.4 1.9 0.5
1960 20.1 16.3 12.8 3.0 0.5 3.8 3.1 0.7
1964 26.2 20.6 16.9 3.0 0.7 5.6 b4 1.2
| 1965  27.1  20.9  17.8 2.k 0.7 6.2 4.8 1.4
1666  28.3 21.6  18.6 2.2 0.8 6.7 5.3 1.k
19701-. 34,1 25.7 22.3 2.k 1.0 8.4 T.2 1.2
1
1975 Li.2 30.1 26,3 2.6 1.2 11.1 9.9 1.2
{1

Extrapolated by the author on the basis of Office of Education methodology
for 1964-197h data.

Note: Estimated increases are due chiefly to increases in enrollment at all
levels, especially in high schools and colleges, and cost increases in
salaries and facilities. No allowance is contained for improvement
in the quality of education beycnd trend levels.

Source: Office of Education, U.S. Department of Health, Education, and Wel-
fare, Projections of Educational Statistics to 1973-7h, 1964 Edition,
Washington, U.S. Government Printing Office, 1904, pp. 31-32.
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"incremental" growth can be seen from another estimate that, in recent
years, 8 out of every 10 new private hcmes have been built in suburban
communities. Continuation of such growth and movement would place
increasing demands on public services, utilities, and transportation
facilities, On balance, the outlook for state and local governments,
on the basis of current tax structures and program requirements, is
just the reverse of the Federal situation--potentially large excesses
of expenditure demands on states and localities over available revenues.

Thus far in the pericd since World War II, the rising requirements
of State and local governments have been met in a variety of ways:
increasing tax rates and assessment ratios, imposing new taxes, grants-
in-aid from the Federal Government, and debt creation.

It is likely that each of these sources will continue to be
relied upon, but that scme of them will be utilized with incréesing
reluctance., The debt of state and local governments has risen
spectacularly in recent years; total debt of the states went up 339
percent from 1950 to 1964, while that of local governments rose by
236 percent during the same period.ii Constitutional debt limits
and similar institutionsl restrictions tend to dampen further increases.
New and heightened tax rates apparently are running into increasing
opposition at state and local levels and, of course, are in striking
contrast to the two rounds of tax reduction at the Federal level
since the end of the Korean War.

One very knowledgeable student of state and local taxation, in
reviewing this situation, made the following striking statement

to the Joint Economic Committee recently:
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"I would hazard the guess that resistance to higher taxes

is perhaps the greatest obstacle to the exercise of executive

and legislative leadership in State and local government

todey. Also, as taxes go up, the question of the 'tax

climate' of a particular State or locality and its ability

to expand Jjob openings beccme of increasing concern. Even

aside from this consideration, the existence of State

borders and the mobility of persons, resources, and trade

are facts of life which tend to put a ceiling on tax rates

far under these Federal counterparts." 8

In contrast, it is clear that Federal aid in the form of specific
grants will continue to expand. The current genersl-aid-to-education
legislation provides for aid, through the state governments, to school
districts with children from low inceme families. However, total federal
grants, which are now running at about ten billion dollars a year, are
hardly likely to increase by anything approaching the magnitude of the
potential Federal surplus of $26 billion estimated for 1975 (on the

basis of current legislation),

WAYS OF AIDING STATES AND LOCALITIES

I may disappoint scme of my listeners by not coming up with a
solution to the financing problem of state and local governments.
However, the idea I am trying to get across is that we will begin to
solve the problem if we start looking at the potential Federal surpluses
in combination with the anticipated deficits in other govermmental budgets.
The so-called Heller (or Pechman) plan for unrestricted Federal grants
to state governments is obviously one way out. The Eiseénhower effort
to shift Federal tax sources to State govermnments is another approach.
That did not work, in part, because that admirnistration attempted to
shift progrem expenditures to the states at the same time., There are other

possible approaches, which some imagination may supply.
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The general idea of Federal distribution of surplus rfuwie khac o lang
history. Thcmas Jefferson, in his sccond inaugural address on March L,
1805, suggested that the revenues from import duties, above those needed
for current expenses and debt retirement, "may, by a just repartition
among the States...be applied, in time of peace, to rivers, canals, roads,
arts, manufactures, education, and other great objects within each
state,"

Madison vetoed, on constitutional grounds, a bill which would have
distributed the dividends on the Federal subscription to the second
national bank to the states in proportion to population. The funds were
to have been applied to construction of "such roads, canals, and so forth,
in the several states, as Congress might direct with the assent of the
States." 1In 1826, Senator Mshlon Dickerson of New Jersey introduced a
bill, which was considered but not enacted, that prescribed that $5
million a year should be distributed for four years among the states
in the ratio of direct taxation. No restrictions were to be placed on
the funds, but the object was to aid internal improvements and
education.zg

It may be helpful to examine each of the major alternative ways
which have been suggested recently in order to deal with the fiscal
situation which is likely to occur in the ccoming decade. Each of these
approaches may be examined from a number of viewpoints: their tendency
to expand or reduce the role of the Federal Government in the economy
generally, and in state and local governmental affairs specifically;
their effects on the progressivity of the overall tax structure; their

impact on the stabilizing effectiveness of the tax structure;
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their influence on the distribution of income (i.e. equalization be=
tween bigh =rd lcw itecre stateb); end their releticrichip to local
government roles vis-a-vis the state legisliatures.

I would like to analyze six major approaches for utilizing potential
surpluses in the budget of the Federal Government to aid state and local
governments:

1, Direct federal expenditures

2. Conditional grants~in-aid

3: Block or unconditional grants

4. Tax sharing

5. Tax credits

6. Inccme tax reduction
These alternatives are not necessarily mutually exclusive; scme com-
bination might be considered.ﬂ'o

Direct Federal expenditures. The potential increase in federal

revenue, above that required for financing continuing programs, could

be devoted to additional dcmestic civilian activities, to be conducted

by the Federal Government itself in all 50 states. For example the
Federal Government could institute new programs of an interstate character,
such as the construction of mass transportation or air pollution control
facilities, or the Federal Government could increase existing federal
programs, such as public works construction projects in the field of

water resources, or it could mix new programs with expansions of o0ld

ones, This approach would call for the largest amount of federal inter-
vention, since no provision would be made for state or local government

participation. There would be state and local benefits, however, since
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facillties could be provided to urban areas which otherwise might have i
to be financed locally, This approach would tend to optimize the size

of the public sector of the U.S3. econcmy. Appendix A indicates the wide

variety of Federal activities which at present are available at the

local level.

Several positive effects would emerge if this approach were utilized.
Abstaining from reductions in Federal income taxation would maintain the
progressivity of the over-all tax structure and the role of the built-
in or autcmatic stabilizers. This would not be the case were reductions
in federal inccme taxes to be made and be accompanied by increases in
state and local revenues, because of the more regressive and inflexible
nature of the latter tax structures. Depending on the type of expenditure
programs selected (subsidies to business versus transfer payments under
the anti-poverty program), the impact on income distribution could be
either more or less equalizing.

Conditional Grants, Another alternative use of potential increases

in federal revenue is to expand the use of "tied" or conditional grants
made to state and local governments for financing specific functions,
such as medical research or airport construction., This approach would
make the Federal Government an even more important influence in state and
local fiscal operations, and alsoc would tend to give the Federal Govern-
ment added influence over the allocation of funds in state and local
budgets. It is sometimes claimed that a disproportionate share of state
and local revenues is devoted to providing matching funds for Federal

/11
grants-in-aid ("We can't afford to lose the federal money").
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Like the direct federal expenditure approach, the use of conditional
grants-in-aid would nct adversely affect the progressivity or stabilizing
effects of the tax structure. Again, the selection of the specific types
of expenditure programs would determine the impact on inccme distribution,
as well as on economic stability (public assistance grants are estimated
to have a higher degree of automatic stabillzation effects than highway
grants). Most federal grant programs have an income equalization effect
because Congress traditionally uses allocation formulas based on population
or income. To scme extent, increases in federal grants-in-aid can lead
to increasing the regressiveness of state and local tax structures, if
the matching requirements necessitate ralsing rates of regressive tax
sources, Further use of the grant-in-aid mechanism would not tend to
increase the importance of the federal sector, because such funds are
not recorded in the Gross National Product until they are respent by the
ultimate recipient for goods and services,

The great bulk of federal grants is made to state govermments.
However, in the case of a few important grant programs, the national
government bypasses the states and deal; directly with localities,
Examples include housing and urban renewal, federal aid to airports,
and aid to mass transportation systems.

Unconditional Grants. Recently, a great deal of attention has been

. given to the concept of block or unconditional grants. One proposal
would set up a permanent trust fund to distribute an amount equal to one
or two percent of the federal income tax base amcng the states on a per
capita basis, This approach would, of course, reduce the role of the

Federal Government both in the national economy and in relation to state
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and local government action. It would also exercise a moderately equali-
zing effect between high income and low income states, but would have

no effect on the overall progressivity of the tax structure or on the
importance of the automatic stabilizers.

This method--quite ccmparable to the Treasury distribution of
1837, discussed below--might be far from an unmixed blessing for urban
areas because federal funds would be funneled entirely through the state
governments, It could increase the problems that the typical metropolitan
areas face in obtaining "fair" shares of state funds from their respective
legislatures. Perhaps, scme imagination and thought might be devoted
to methods of including local as well as state governments as recipients
of the federal funds. This, of course, raises some fundamental questions
concerning the role of urban areas in a federal form of government.

Professor Musgrave of Princeton has described the issue as follows:
"To what extent is the ability of lower level governments to deal with
fiscal issues impaired by a lack of matching between existing borders
of fiscal responsibility (i.e., states, cities) with the regions (e.g.,
metropolitan areas and regions cutting across states)?"ﬁ;2 The
institution of a new state revenue source (i.e. block grants) might well
be the occasion for an improved matching of fiscal requirements and
capabilities,

Tax Sharing, It has been suggested that a designated pcrtion of
federal tax revenues be distributed to the states cn the basis of source
of collection., This would clearly result in high inccme states, with
high tax payments, receiving the larger shares. Like the block grants,

this method would also diminish the federal role, because the state
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governments would be left free to determine the allocation of their funds.
In general, it would also have similar effects on progressivity and
stability aspects of the overall tax structure. Although this proposal
would create the same sharing problems for urban ccmmunities, it would
tend to benefit the larger urban areas that frequently are located in
states with above-average per capita incomes.

Tax Credite. This approach would provide federal inccme taxpayers
a more liberal write-off of state and local taxes by providing them en
option either to deduct their state and local tax payments from taxable
income, as they can do now, or to deduct state and local tax payments
(in excess of some percentage of their net taxable inccme) from their
federal tax bills. The major benefits would accrue to persons in the
low and middle tax brackets who carry above-average state tax loads.
In contrast, persons in the high tax brackets already enjoy a liberal
write-off through itemization, This methcd would give state and local
governments an incentive to place more reliance on inccme taxes in order
to maximize tax credit possibilities. Thic could help local, as well
8s state, governments by softening resistence to increases in state and
local taxes. Also, the Federal role would be reduced in both the national
econcmy and vis-b-vis state and local govermments. At the same time,
the strength of the built-in stabilizers and the progressivity of the
overall tax structure would tend to decline because the Federal Govern-
ment would be a smaller fiscal factor in the national econcmy.

Outright Reductions in Federal Inccme Taxes. This indirect approach

to aiding state and local governments would permit them to increase

their tax rates without increasing the total tax bill of the average
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citizen. It also introduces major questions of interstate rivalry,
however, and hardly has any positive effect on interstate income equali-
zation, The overall national tax structure would become less progressive
(as well as less anticyclical), because the Nation would be placing
greater reliance on proportional and regressive state and local taxes

and less on progressive federal taxes in financing dcmestic needs in

the public sector. The role of the Federal Government, both in relation
to state and local governments and to overall economic activity would be
diminished with a reduction in its fiscal resources.

My purpose in analyzing the impacts of the six proposals in scme
detail has been to show that the choice is not easy. Given a society
with plural objectives, no single fiscal approach would satisfactorily
meet more than a few of them--and might adversely affect other goals.
Direct Federal expenditures might optimize income stabilization and income
redistribution objectives, but bypass ccmpletely both state and local
governments. Tax reduction decreases the size of the federal sector, but
meets state and local public needs only indirectly, if at all. Tax
sharing and block grants provide for the allocation of public funds eamong
programs to be made individually by the states, who presumably are more
familiar with the needs and desires of their residents than the national
government; however, no provision is made for the burgeoning financial
requirements of counties, school districts, and cities and towns.,

A review of past periods in American history where Federal Budget
surpluses were familiar ylelds results which may be useful for analytical
as well as for anecdotal purposes. By the objective standards--at least

of scme--"the good old deys" occurred during the years 1825-1836.
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These twelve fiscal years represent the longest periocd in American
history in which the Federal Budget continuously registered a surplus.
By and large, the revenue excesses, which resulted frcm tariff duties
and land sales, were devoted to reducing the national debt. Apparently,
the bureaucracy was not too resourceful in those days. Expenditures in
1832 were only a little higher than in 1825 ($17 million versus $16
million). The potentialities for debt reduction were soon exhausted--
the debt was reduced from the burdenscme total of $81 million in 1825
to a more bearable $7 million in 1832.['):'3

Numerous proposals were made during this periocd for alternative
methods of disposing of the excess Federal revenues, The one adopted
was to distribute to the states, according to population, the surplus
above $5 million in the U.S. Treasury on January 1, 1837, which amounted
to $37 million. To overcome the constituticnal objections of scme,
the payments were in the form of loans, but it was generally understood
that the states would not be requested to make repayments., Historians
argue over the deflationary effects of this large budgetary surplus.
In any event, the distribution to the states was halted when it was
three-quarters completed; the Panic of 1837 had turned the surplus into
a deficit, and this "unique and cuiious measure'”, to use the terms of one
historian, was allowed to lapse.ll

The variety of uses to which the States devoted these windfall
revenues is intriguing, Scme used the funds‘to capitalize the state banks,
others devoted the meney to local debt repayment or public works con-

struction, Scme objected to the whole idea. The Georgia legislature,

in their acceptance, stated that they would have refused the money had
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it not been for the provision that the share of any refusing state should
be divided among the other states, Although, according to one scholarly
observer, some of the funds were "lost" or "wasted on improvements",

{15
the major portion was utilized for education and other "worthy purposes”,

IMPROVING THE ALLOCATION OF PUBLIC RESOURCES

Depending on which of the six approaches described above are
selected, or some other, there may be great danger of not obtaining
anything close to an optimum allocation of public resources. The
possibility certainly exists that we, as a Nation, may use up potential
increases in Federal revenues for relatively low-priority programs, while
state and local governments are forced either to defer relatively more
wcxthwhile projects for lack of funds, or to increase taxes which have
adverse effects on econcmic stability or on distributional equity.

What may be required is the development of scme methodology to
allocate public resources on scme more rational basis than at pregent.
An exsmination of actual budget documents and appropriation hearings,
at least at the Federal level, reveals no systematic attempt to appraise
the desirebility of the choices implicitly made in the allocation of
government resources among the major alternative uses,

In practice, the actual allocation of funds among the major
end-purposes of goverrnment is the accidental result of a myriad of
independent budget decisions rather than the outcome of conscious choice,
What is needed is a mechanism to permit the following types of choices
to be made: ©between greater welfare and econcmic growth, between active

and passive defense, between agriculture and education, between air and
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surface transportation facilities, between direct federal gperations
and grants to state and local governments, and so forth.[l Table 4
shows scme of the kinds of implicit choices which have been made in the
allocation of public funds among the major levels of government,

Basically, the horizons of budget reviewers need to be broadened
by enabling cross-ccmparisons not currently made, such as a tradeoff
between an extra billion dollars for Federal natural resources develop-
ment or for grants to states for education and training programs, (or
more general) purpcses.

The current budgetary mechanisms do not answer or even raise such
basic allocative questions. Yet, such types of decisiong are no more
novel than a family's choice to use the Christmas bonus for =z new car
or a vacation, or a ccmpany's desire to allocate an increase in earnings
to raising the divident rate or to embarking upon a new research program.,
The ccmpany or the family may use relatively crude analytical techniques
in making such choices, but, at least for scme of them, the alternatives
are considered jointly. The recent development and extension of program
budgeting and cost/benefit analyses for defense and water resources
programs may have applicaebility to the broader gquestions involving
the allocation of pbulic resources. Without prejudging the question,
such techniques might result in & more reasonable distribution of pub-
lic resources to meet the needs of our urban areas.

We do have a major educational task ahead. At present, we may share
William Henry Seward's lament concerning the uses of the potential
Federal surpluses of the 1830's. The following appears in a letter he

wrote in 1836, when he was a land officer:

"The public feeling is scarcely enlisted yet in support of our
noble and just measure of distributing the public revenue,
People seem, so far as they fall within my observation, to be
unconcerned, as if entirely ignorant cn the subject.” []_._"{'
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Appendix A
FEDERAL SPENDING AND THE LOCALITY

This appendix focuses on a single city--Atlanta, Georgia--in order
to examine the tjpes of Federal Government funds that are availsble
at the local level. Obviocusly, a great many cities and towns in the
United States contain local representatives of various "old-line"
federal departments, bureaus, and agenciles, such as the FBI and the
Bureau of Labor Statistics. However, there also are a great many
federal programs of a "developmental" character. There are the
programs relating to airports, flood control projects, post office
buildings, highways,health research, and similar "investment" type
projects.,

The Atlanta, Georgia, metropolitan area presents an interesting
case, not because of its uniqueness.tut because of its typical position
as a recipient of and beneficiary from federal programs and activities,
It is singled out only because the information is available as the
result of8a special report by the U.S. Housing and Home Finance
Agency.Ll The HHFA lists 33 different federal "developmental"
programs, of wide variety, in the Atlanta metropolitan area. The
funds authorized for these progreams in 1962, including grants as well
as direct expenditures and loans as well as loan guarantees, totaled
$117,698,000.

Grants and Matching Funds. The Department of Commerce, the Depart-

ment of Health, Education, and Welfare, the Housing and Home Finance
Agency, and the Federal Aviation Agency each provided one or more
types of grants and matching funds to the Atlanta area in 1962, These

varied from secondary road construction ($5,000) to air pollution
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research ($35,000). The $35,841,000 in grants to Atlaenta could be
categorized as follows:

Transportation facilities--primary roads, secondary roads, urban

roads, interstate highway, airport comstruction.
Education--payments to school districts.
Health--hospital construction, waste treatment works, air pollution
research, water pollution research, health facility and
construction.

Urban facilities--urban renewal, urban planning.

Direct Federal Expenditures. In additon to the sbove grants-in-aid,

the Veterans Administration and the Departments of Agriculture, Defense,
and Interior each conducted several developmental activities in

Atlanta in 1962, These programs were mainly in various fields of
natural resource development, The following is a classification of
these various direct federal expenditure programs, which totaled
$2,296,000 in 1962,

Natural resource development-~Altoona Lcm recreation facilities,

Buford Dam construction, flood prevention, watershed
investigation, construction of park facilities, rehabilitation
of park facilities, investigation of fish and wildlife,
saline water research.

Health--veterans hospital alteraticcs.

Agriculture--farm research,

Defense--construction of reserve, national guard, and other facilities.
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Loans and Advances. Loans to individuals, business firms, and

local governments in the Atlanta area were also made or planned for

in 1962 by the Department of Agriculture, the Housing and Home Fipgnce

Agency, the Emall Business Administratiocn, and the Veterans Administration.

These credit operations (totaling $594,000) came within the following

categories:

Urban facilities--direct housing loans, advances for public works

planning,
Agriculture--farm loans, rural housing loans.
Businegs-~loans to small businegsg.

Insuring and Leaseback Programs, Finally, three different agencies

provided loan insurance and guarantees to the Atlanta area in 1962--
the Department of Agriculture, the Veterans Administration, and the
Housing and Home Finance Agency. Cne agency--the Post Office Depart-
ment--entered into"leaseback" agreements with private companies for
the constructicn of post offices.

The loan insurance and guarantee programs do not involve any
federal expenditure, other than for administration, except in the
event of default., Under the "leaseback" program, the Post Office
obtains the use of a building constructed to 1ts specifications
and makes payments on a lease over an extended period of time rather
than paying the full cost of the facility in cash at the outset.

The Federal Goverrment insured or entered into leasback agree-
ments in Atlanta in 1962 aggregating $78,966,000, The programs may

be classified as follows:
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Urban facilities~-~insured housing loans, public housing construction,

guaranteed veterans housing loans.

Agriculture--insured farm ownership loans,

Government operations--post office building leaseback.

Ccmments, The above descripticn of federal developmental programs
in the Atlanta metropoliten area in 1962 shows the great variety of
government projects in a single city in a single year. This sample
of federal projects yielded programs covering transportation, education,
health, urban development, agriculture, and business, as well as
defense and government operations.

The federal agencies involved were the Departments of Agriculture,
Commerce, Defense, Health, Education, and Welfare, and Post Office,
the Federal Aviation Agency, the Housing and Hcme Finance Agency, the
Small Business Administration, and the Veterans Administraticn.

The financial methods used include grants and matching funds,
direct federal expenditures, loan and advance loan programs, and

insuring and leaseback programs.

Fote: Adapted from M.L. Weidenbaum, Federal Budgeting: The Chéice
of Government Programs, 1964 (reprinted in Congress and the
Federal Budget, Washington, D.C., American Enterprise Institute,
1965, pp. 19-22).
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