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Foreward 

This paper analyzes some of t h e ' f u t u r e  implications of 
- 

the  changing pa t te rns  of defense and space expenditures. i The 
-_ 
p o s s i b i l i t i e s  f o r  t ransfer r ing  po ten t i a l ly  avai lable  f inanc ia l  

and physical resources from Federal programs t o  s t a t e  and l o c a l  

governments a re  explored. 

The research was supported i n  p a r t  by NASA research grant 
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By Murray L, Weidenbarn 

INTRODUCTION 

A s  a Nation, we have a tremendous amount of d i s c r e t i o n  i n  making 

f u t u r e  a l loca t ions  of our public resources, and it i s  qui te  l i k e l y  t h a t  

s u b s t a n t i a l  addi t iona l  amounts c a n  be devoted t o  meeting urban needs. 
_ -  

The three  r e l a t e d  purposes of t h i s  pazer a r e  (1) t o  sketch out t h e  1 

f u t u r e  prospects f o r  Federal funds and other  resources being ava i lab le  

t o  meet the r i s i n g  needs of non-defense programs within the  public 

sec tor ,  (2) t o  examine the  ways i n  which such resources might a c t u a l l y  

be released t o  state and l o c a l  governments, and (3)  t o  po in t  out  t h a t  

we have no budgetary concepts or tecbaiques f o r  deal ing with the  public 

choices t ha t  l i e  ahead. -- 

Before going i n t o  the  d e t a i l s  of my analysis ,  I wmld l i k e  t o  

present  some of the key findings.  

period of continued d e f i c i t  spending by the Federal Government--is 

t h e  l ikelihood of federa l  revenue i n  the  f u t u r e  outpacing t h e  growth 

of current  f e d e r a l  expenditure programs, and, hence, -the vis ion presents  

i tself  of p o t e n t i a l  Federal surpluses. 

also have a counterpart  i n  terms of rea l  resources t h a t  w i l l  become 

avai lable ,  and I w i l l  devote some a t t e n t i o n  t o  both the problems 

and p o t e n t i a l s  of t h a t  aspect .  

"he most surpr i s ing  one--in t h i s  

These f i n a n c i a l  surpluses may 
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The l e s s  surpr is ing ccmpanion f inding i s  t h a t  the reverse s i t u a t i o n  

i s  l i k e l y  t o  occur a t  the s t a t e  and l o c a l  governmental levels ;  the 

regressive tax s t r u c t u r e s  are n o t  l i k e l y  t o  y ie ld ,  a t  cur ren t  r a t e s ,  

s u f f i c i e n t  revenues t o  match r i s i n g  expenditure requirements of education 

and other  ex is t ing  programs, and, hence, s i g n i f i c a n t  p o t e n t i a l  d e f i c i t s  

are i n  prospect. 

As Galbraith s t a t e d  recently,  "The g r e a t  economic anachronism of 

our time i s  tha t  economic growth gives the  Federal  Government the 

revenues while,  along with population increase,  it gives the states 

and espec ia l ly  t h e  c i t i e s  the problems. The one uni t  of government 

g e t s  the money, 

i n  Galbrai th 's  testimony, the in te rac t ions  of these two s t r i k i n g l y  

d i f f e r e n t  f i s c a l  conditions are l i k e l y  t o  have important repercussions, 

and also t o  make ava i lab le  heartening p o t e n t i a l i t y ,  f o r  urban planners. 

However, we now have no s a t i s f a c t o r y  mechanism f o r  rea l loca t ing  large 

amounts of' governmental funds among the various leve ls  of government, 

and the lat ter port ion of t h i s  paper i s  devoted t o  an examination of 

t h e  various p o s s i b i l i t i e s  f o r  doing so. 

/1 
The o ther  gets  the  imrk."- Despite the  overstatement 

FZDEFUL BUOGET " D S  

A s  a s t a r t i n g  point  f o r  analyzing the fu ture  a v a i l a b i l i t y  of 

Federal  resources f o r  urban growth, as wel l  as f o r  other  purposes, I 

would l i k e  t o  repor t  on some preliminary findings of a study of Federal 

revenue and expenditure trends i n  the 1965-75 t i n e  period. 

n o t  be presenting any recommendations as t o  the  Levels of governmental 

revenues and expenditures which, i n  any sense, could be considered 

t o  be most des i rab le  o r  optimum. 

I w i l l  
- /2 
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Rather, my purpose i s  narrower, but perhaps more useful  -- t o  

estimate the budget r e s u l t s  t h a t  are l i k e l y  t o  occur during the  next 

t e n  years on the basis of exis t ing s t a t u t o r y  authorizat ions and commit- 

ments. I w i l l  t r y  t o  answer the following questions: 

(1) What i s  t o t a l  Federal revenue l i k e l y  t o  be i n  1975, under 

the ex is t ing  tax laws? 

What changes i n  the  composition of Federal expenditures 

a r e  l i k e l y  t o  take place under these conditions? 

t h a t  i s  t o t a l  federal expenditure l i k e l y  t o  be i n  1975, 

assuming the  continuation of cur ren t  programs and the f u l -  

f i l l m e n t  of current  s ta tu tory  ccmmitments (e.g. payment of 

veterant 

veterans benef i t s  )? 

How much d i s c r e t i o n  i s  there  l i k e l y  t o  be i n  the Federal  

Budget? That i s ,  w i l l  there  be revenues above and beyond 

those required t o  finance programs and ccmitments t h a t  

already are on the s t a t u t e  books? Hence, w i l l  w e  have scme 

s i g n i f i c a n t  choices between tax reduction, f u r t h e r  expenditure 

increases,  or scme ccmbination of the two, without encounter- 

h g  

financing ? 

( 2 )  

(3)  

pensions required by ex is t ing  laws governing 

(4) 

p o l i t i c a l  cons t ra in ts  a r i s i n g  from long-term d e f i c i t  



METHOD OF JIAKING PROJ9CTIONS 

In  t h i s  study, the  various categories  of Federal revenues were 

projected by extrapolat ing their  p a s t  re la t ionships  Lo Gross National 

Product, and such r e l a t ed  s e r i e s  as personal income and corporate 

p r o f i t s ,  on the  basis of assumed f u t u r e  l eve l s  of these measures of 

economic a c t i v i t y .  In  a manner of speaking, Federal  revenues a re  

projected as an element which i s  endogenous t o  our economic mcdel, 

t h a t  is, determined pr imari ly  by the  l e v e l  of' economic ac t iv i ty .  

The expenditure estimates,  i n  contrast ,  are i n  general  exogenous-- 

they influence the  l e v e l  of economic a c t i v i t y ,  bu t  are not  s ign i f i can t ly  

affected by it. 

A combination of approaches was found necessary i n  project ing the  

various func t iona l  categories  of Federal  expenditure, 

of programs, actuarial estimates are ava i lab le  of fu ture  expenditure 

requirements under ex i s t ing  leg is la t ion .  The l a r g e s t  s ing le  example 

of t h i s  nature  is  the old-age and survivors '  insurance t r u s t  fund, 

The Department of Health, Education, and Welfare has carefu l ly  estimated 

the  r ece ip t s  and expenditures on the  bas i s  of de t a i l ed  examination of 

t h e  U.S. population d is t r ibu t ion ,  the coverage of the s o c i a l  s ecu r i ty  

system, the  l i f e  expectancy of the benef ic ia r ies  of' the system, and 

t h e  bene f i t  rates established by l eg i s l a t ion .  

which 6ome a c t u a r i a l  projections are ava i lab le  include the  d i s a b i l i t y  

insurance t r u s t  fund, veterans pensions, veterans compensation, and the  

c i v i l  se rv ice  retirement and d i s a b i l i t y  t r u s t  fund. 

For one category 

Other programs f o r  

Another category of expenditures cons i s t s  of those f o r  which 

r e l a t i v e l y  firm program estimates are avai lable .  The major example 
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here i s  f ede ra l  grants  tr, s t a t e s  under the Federal-aid highway l e g i s -  

l a t i o n .  For s t i l l  mothe r  category of expenditures, s t a t i s t i c a l  

ex t rapola t ions  were u t i l i zed .  Because, i n  the p a s t ,  annual Federal  

outla&s f o r  publ ic  ass i s tance  were c lose ly  associated w i t h  t he  nmber 

of persons i n  t 3 e  United S ta t e s  over 65 years  of age, these  expendi- 

tures were projected on the bas is  of the  fu tu re  age d i s t r i b u t i o n  of 

the Nation's population. 

However, a very la rge  group of government expenditure programs 

remained, those whose s i z e  is  determined pr imari ly  through r e l a t i v e l y  

subjec t ive  decision-making processes, o r  at  l e a s t  those which cannot 

be projected i n  an object ive nanner, These include na t iona l  defense, 

ag r i cu l tu re ,  and housing outlays.  Nevertheless, we can evaluate  some 

of t he  f a c t o r s  t h a t  w i l l  influence program and budget decis ions md 

a l s o  make reasonable es t imates  of expenditures in ,  say, 7-975. An 

example of such re levant  f ac to r s  i s  the  l i k e l y  fu tu re  r e l a t ionsh ip  

of farm output t o  demand f o r  a g r i c u l t u r a l  commodities and, hence, the 

genera l  magnitude of inbalances i n  a g r i c u l t u r a l  prcduction, which give 

r ise  t o  farm subsidy payments. 

Perhaps the  key program development a f f ec t ing  the est imates  i s  

the s t a t u s  of the  defense program. 

f o r  na t iona l  defense have been dec l in ing  recent ly .  

reduct ions have been s l ight--3 percent  las t  year and an estimated one- 

half of one percent  t h i s  year.  

rapid ex2ansions i n  def ense/space programs, which were i n i t i a t e d  a t  

t h e  beginning of the  Kennedy Administration, are e i t h e r  over o r  a r e  

r ap id ly  drawing t o  a close.  

It i s  c l e a r  that  t o t a l  expenditures 

To da te ,  the o v e r a l l  

The fundamental change i s  tha t  t he  
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We a r e  witnessing the t rans i t ion  of the defense/space market frcm 

a major growth sec tor  of the American econcmy t o  a r e l a t i v e l y  s t a b l e  

one. T h i s  i s  r e s u l t i n g  frcm some reducticns i n  both i n t e r n a t i o n a l  

tensions, espec ia l ly  vis-\a-vis the Russims, and the  Pentagon's 

numerous a t t e q t s  t o  reduce costs  and improve eff ic iency.  

A t  l e a s t  for the  next several  years, the  long-term r i s e  i n  defense 

spending w i l l  be hal ted,  because the  bulk  of the funding on major 

s t r a t e g i c  (3r general  w a r )  a i r c r a f t  and m i s s i l e  programs has been 

completed, I n  the shor t  run, a t  l e a s t ,  t h i s  w i l l  no t  be o f f s e t  by new 

major long-range bmber ,  ICBM, anti-ICI3M o r  m i l i t a r y  space programs 

phasing i n t o  production, because of the  long lead times required fo r  

developing such technologically sophis t icated systems. 

GENERAL ASSUMPTIONS 

It also was necessary t o  make numerous general  economic assmpt ions  

i n  preparing the estimates contained i n  t h i s  report .  The underlying 

assumption here i s  t h a t  there  will be a high degree of cont inui ty  i n  

t he  p o l i t i c a l ,  soc ia l ,  and economic i n s t i t u t i o n s  t h a t  s e t  t he  pa t te rn  

of l i f e  i n  the  United States .  Changes i n  such basic  conditions evolve 

slowly f o r  the most p a r t .  

seen by ' .exaining recent  experience. 

p o l i t i c a l  administrations i n  recent years, t h e  basic  pa t te rn  of govern- 

mental programs and a c t i v i t i e s  has continued. 

i n i t i a t e d  under the previous Democratic administrations was eliminated 

under the  Republican Administration. 

program may have been a l te red ,  but the upward trend, p a r t i c u l a r l y  in 

t h e  health-education-welfare area, w a s  mt reversed. 

The reasonableness of t h i s  assmpt ion  can be 

Despite severa l  s h i f t s  i n  na t iona l  

I n  f a c t ,  no major program 

The r a t e  of expansion of ex is t ing  
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The underlying tensions between the United S ta t e s  and t h e  communist 

nat ions are assumed t o  continue, although there  may be per icds  when 

such tensions subside. Nevertheless, it i s  assumed tha t  no n a j o r  

disarmament agreement w i l l  be achieved and, thus, a con-cinued high 

l e v e l  of m i l i t a r y  preparedness w i l l  be l i ke ly .  

The o v e r a l l  l e v e l  of eccncmic a c t i v i t y  i n  the United S ta tes ,  as 

measured by the Gross Naticnal Prcduct, i s  assumed t o  increase a t  t h e  

average rate of three and a half  percent a year  between 1965 and 1975, 

measured i n  terms of constant  do l l a r s .  This growth rate corresponds 

t o  tha t  achieved by the  American econcmy during the 1955-62 time period. 

This may be considered by scme t o  be a conservative assumption. 

January 1965 Xconcmic Re2ort of the  President  states: 

The 

"Tne prospects f o r  growth of the labor  fo rce  and p roduc i t iv i ty  
suggest t h a t  t he  increase of p o t e n t i a l  GIW i n  1965-70 w i l l  
exceed the 3s  percent annual rate--Indeed, over t h e  next 
f i v e  years it i s  l i ke ly  t o  average about 4 percent  a year, 
a rate approaching t h a t  of the e a r l y  postwar period." 

Should GNP expand a t  t h e  4 percent rate, t h e  departures  frcm the 

estimates t h a t  I will present  would be s i g n i f i c a n t  bu t  n o t  fundmental  

on the revenue s i d e  and marginal on the  expenditure s ide .  Although 

it i s  l i k e l y  t h a t  c y c l i c a l  f l uc tua t ions  w i l l  continue t o  occur durinz 

t h e  comir;g decade, I have made no attempt t o  f o r e c a s t  t he i r  timing 

o r  amplitude. Hence, t he  values shown f o r  1975 are po in t s  on long- 

term trend l i nes .  That is, there  are assumed 'io be years characterized 

n e i t h e r  by recession nor above-average expansion. 

A l l  of ny project ions a r e  i n  terns of the  average p r i c e  l e v e l  

p reva i l i ng  i n  the  f i s c a l  year  1965 (so-called "cons'mnt 1965 do l l a r s " ) .  

This does not  s i g n i f y  tha t  I thiiik t h a t  n'3 f u r t h e r  i n f l a t i o n  w i l l  occur. 
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A l l  t h a t  t h i s  assmption i s  intended t o  convey i s  t h a t  "real" r a t h e r  

than monetary chvlges i n  governaental budgets a r e  projected here. Use 

of constant d o l l a r  comparisons does not  require  a ccmpanion assumption 

of r ig id i - ty  i n  average wage rates.  

equal t o  the trend increase i n  prcduct ivi ty  would be consis tent  with 

t h e  assumption of pr ice  s t a b i l i t y .  

Average increases i n  pay r a t e s  

The r a t e s  of Federal taxatim a r e  assumed t o  be those provided 

by current  leg is la t ion .  

secur i ty  tax r a t e s  w i l l  take place, blit no allowance i s  made f o r  

f u r t h e r  l e g i s l a t i v e  changes i n  the  revenue s t ruc ture .  

Thus, already scheduled increases i n  s o c i a l  

THE EXPENDITURE PROJECTIONS 

On the b a s i s  of my detai led estinates (see t a b l e  l), a very 

s t r i k i n g  s h i f t  w i l l  occur i n  the composition of f e d e r a l  expenditures 

during the 1965-75 period. 

form of a rea l loca t ion  from the n a t i o n a l  secur i ty  categories--defense 

The fundamental s h i f t  would take the 

and space programs--to the individual welfare and "Great Society" 

areas, such as education, soc ia l  secur i ty ,  housing, and ccmmunity 

development, Given my assumptions, during the ccming decade, n a t k n a l  

secur i ty  expenditures w i l l  decline i n  r e l a t i v e  importance frcm a 

l i t t l e  more than half  of the Federal Budget t o  a l i t t l e  l e s s  than 40 

percent.  For -the f i r s t  time i n  many years,  the dcmestic-civil ian 

programs a r e  l i k e l y  t o  c m e  t o  dominate the Federal  sector .  I n  a 

manner of speaking, this would c o n s t i t u t e  5 ffiild form of u n i l a t e r a l  

d i s m a m e n t  . 
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Table 1 

Federal Government Cash Expenditures, F i s c a l  Years 1965 and 1975 - ---- 
Category 1965 197 5 1965 1975 

In Bil l ions of Dol la rs  P e r c  en t ag e - 
National Defense 52.8 52.0 43.5 33.9 

I n t e r n a t i o n a l  Affairs  and Finance 3.6 3.5 3.0 2.3 

Sp ac e 

Agriculture 

4.9 5 00 4.0 3.3 

4.6 5.5 3.8 3.6 

Natural Resources 2.8 4.3 2.4 2.8 

Commerce md Transportation 7D4 9.0 6.1 5.9 

Housing (excess of loan repayments)- 0.2 3.0 - 0.1 2.0 

Health, Labor, and FJelf a r e  28.9 47.0 23.8 30.7 

Ed uc a t i  on 1.5 5.0 1.2 3.3 

Veterans 6.0 7.0 4.9 4.6 

I n t e r e s t  8.5 11.0 7.0 7.2 

General Government 2.4 2.9 1.9 1.9 

Adjustments for selected intra- 
governmental t r a n s a c t i m s  - 1.8 - 2.2 - 1.5 - 1.5 

TOTAL 121.4 153.9 100.0 100.0 

Source: M.L. Weidenbam, Federal Governtrien-b Budget Trends, 1965-1975, Vorking 
Paper 6502, Washington m i v e r s i  i;jr Department; of Economics. 
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This s h i f t  i s  far m9re than  a f i n a n c i a l  one. It s i g n i f i e s  a 

l a r g e r  proportion of t r a n s f e r  paymen-Ls and a smaller proportion cf 

Federal purchases fram pr iva te  indus t ry .  The former categoiy c o n s i s t s  

of such items as s o c i a l  s e c u r i t y  payments, veterans'  pensions, and 

s imi la r  disbursements which serve t o  influence t h e  distribu'cion of 

income among the  various groups within American society.  It i s  t h e  

. l a t te r  category which has been, since \?orld IJar 11, the primary ularket 

f o r  the  major growth indus t r ies  in  the  United States ,  notably e lec t ronics ,  

aerospace, and s c i e n t i f i c  instruments. Moreover, it i s  prec ise ly  

these indus t r ies  t h a t  employ the l i o n ' s  share of the s c i e n t i s t s  

and engineers working i n  American industry. 

The f u t u r e  budget s i tua t ion  envisioned here would not  e l iminate  

the  la rge  ggvernmental market for  our research acd development t a l e n t .  

However, on balance, it is l ike ly  t o  provide l i t t l e  i f  any growth 

poten t ia l .  Hence, normal increases i n  t h e  supply of s c i e n t i s t s  and 

engineers (which could be expected i f  a constant f r a c t i o n  of the  r i s i n g  

absolute number of college students majored i n  technical  f i e l d s )  vould 

e i t h e r  mme d i r e c t l y  i n t o  non-defense f i e l d s  3r would replace ("bump") 

engineers o r  s c i e n t i s t s  now engaged i n  defense work, who would i n  

turn  be avai lable  f o r  c i v i l i a n  p u r s u i t s .  

The preliminary impacts of t h i s  rea l loca t ion  of f e d e r a l  resources 
- /3 

are elready being f e l t .  

i n t e r e s t e d  i n  the  p o t e n t i a l i t i e s  of c i v i l i a n  work, p a r t i c u l a r l y  i n  

the  public sec tor  of the econcmy, which responds t o  the unique type 

of market s t imul i  t h a t  they understand so w e l l .  

of t h i s  nature  include a parcel s o r t i n g  system f o r  the post o f f ice ,  

Numerous defense contractors  a r e  becaming 

Some recent  pro jec ts  
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a c i v i l i a n  na t iona l  c m u n i c a t i o n s  l i n k  for a fnre izn  country, advanced 

e l ec t ron ic  monitoring devices f w  iiospitals,  and automated t r a i n i n g  

devices .  

The emphasis on the public sec tor  a r i s e s  because p a s t  commercial 

d i v e r s i f i c a t i o n  e f f o r t s  of the major special ized defense prcducers 

have been unsuccessful. These ccmpanies genera l ly  are geared t o  the  

requirements of governmental r a the r  than c c m e r c i a l  narkets ,  t o  high 

technology r a t h e r  Lhm high volume, t o  high qua l i t y  r a t h e r  than low 

pr ice ,  and vo a s ing le  or small group of customers r a t h e r  than mass 

d i s t r i b u t i m .  fience, a major focus of cur ren t  d i v e r s i f i c a t i o n  e f f o r t s  

i s  on the  app1icati.cn of the advanced engineering and technology-- 

and espec ia l ly  the so-called large-scale  systems management capabi l i ty--  

t o  meeting non-d.efense needs in  the  publ ic  s ec to r  of t he  econcmy. 

The Federal  Governmen%, i n  turn,  has set up seve ra l  new stady 

groups t o  d e a l  with some of the prc5lms t h a t  emerge as a resu l t  of 

these s h i f t s  i n  publ ic  demand. The Pres iden t ' s  Ccmmittee on the 

Cconcmfc Impact of Defense and Disarmament was s e t  up t o  analyze 

ex i s t ing  economic adjustment programs i n  l i g h t  of s h i f t s  i n  m i l i t a r y  

demand and t o  determine what a sd i t i ona l  ac t ions  are warranzed. 

The Congress has also authorized a Nat ional  Ccmmission on Tech- 

nology, Autcmation, and Econcmic Progress t o  study these and r e l a t ed  

problems. The far-reaching mandate of the  Ccnmission covers: 

(1) Defining those areas of unmet ccmmunity and human needs 

t a r a rds  which applicati.cn of new technolcgies might most 

e f f e c t i w l y  be directed 



12. 

(2) Assessing the most ef fec t ive  means f o r  channeling new tech- 

nologies i n t o  promising d i rec t ions  

Assessing the proper re la t ionship between Governmental and 

pr iva te  investment i n  the appl icat ion of new technologies 

t o  large-scale  human and ccmmunity needs. 

(3 )  

Also, i n  a modest way, some of our S ta t e  governments a re  now 

devoting a t t en t ion  t o  t h i s  area of technological t ransfer .  

the most i n t e re s t ing  developments a r e  occurring i n  the  S ta t e  of 

Cal i fornia ,  where so much of the per t inent  capab i l i t y  res ides .  The 

S ta t e  government there  has undertaken a program of exploratory research 

t o  demonstrate ha t  defense corporations can apply t h e i r  sophis t icated 

ana ly t i ca l  techniques t o  important c i v i l i a n  areas.  

made t o  several  aerospace companies t o  do pre1Bina.t-y work in four f i e lds :  

Sme of 

Awards have been 

(1) 

( 2 )  

A long-range plan for a state-wide t ransportat ion system. 

An analysis of the Sta te ' s  pr isons and mental i n s t i t u t i o n s ,  

to search out ways t o  improve eff ic iency.  

(3 )  A method of col lect ing,  s tor ing,  and re t r iev ing  the masses 

of information used by the  S ta te  Government. 

A system for handling the State's tremendous waste problems, 

which are crea t ing  air, water, and s o i l  pol lut ion problems 

i n  turn. 

(4) 

It ce r t a in ly  is conceivable that  the type of t a l e n t  which can be 

u t i l i zed  i n  these pro jec ts  may also find useful  appl icat ion i n  the  

s imi l a r  problems that beset  our major urban areas. 



To re turn  t o  the budgetary outlook, a review of pas t  experience 

revea ls  t h a t  not  a l l  categories  of expenditures con-cinue t o  r ise 

indef in i te ly ,  and ce r t a in ly  that there are s i s i f i c a n t  d i f fe rences  

i n  t h e i r  growth r a t e s  over time. For example, with the  completion 

of most of the tPxld W a r  I1 G I  B i l l  program, veterans serv ices  and 

bene f i t s  a re  cur ren t ly  being funded a t  rates f a r  below those of the 

ea r ly  period. S i m i l a r l y ,  economic foreign a id  is  being conducted at 

lower l eve l s  than during the time of the Marshall P l a n .  Here are some 

of the  more s t r ik ing  d i f fe rences  i n  growth r a t e s  projected f o r  the 

ccming decade: 

Education +233$ 
Health, Labor, 4% Welfare I- 63 
Total  Expenditures + 26 
Space + 2  
National Defense - 2  

In absolute terms, however, the only func t iona l  a r e a  f o r  which 

a c t u a l  decreases are projected are foreign aid,  the  c i v i l i a n  spzce 

prDgram (following the  scheduled lunar landing by 1970), and n n t i m a l  

defense, between 1965 and 1370. The l a t t e r  dec l ine  represents  a 

continuation of the current  downturn i n  the present  mi l i t a ry  procure- 

ment cycle; the estimates provide for a ncderate upturn by 1975. 

To avoid any misunderstanding about the  nature of these projectione,  

I reemphasize t h a t  they are not the resu l t  of the  exercise  of j u d p e n t  

as t o  what a re  the  most desirable  or even l i k e l y  f u t u r e  levels of 

t o t a l  government spending. These estimates represent  an evaluation of 

t h e  fu ture  f inanc ia l  dimensions of current  program and commitments. 

There are numerous examples of possible new budgetary itens which could 

involve la rge  expenditures in  subsequent years, scme of which nay very 
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w e l l  be enacted. Typical examples of such new progrms, which are 

no t  included i n  my estimates,  are  the  following: 

1. Large sca le  exi2loration of Mars and o ther  p lane ts .  

2. Trar,sforming the Department of Agriculture i n t o  a rural 

a f f a i r s  agency. 

A h  operat ional  salt and brackish water desa l in i za t ion  program. 

Federal  f inancing of  a c i v i l  supersonic t r anspor t  development 

prqy-aia. 

Cons t ruc t im of .a subs t i t u t e  f o r  the Panama Canal. 

%panding the s o c i a l  secur i ty  systar, i n  l i n e  with r i s i n g  

l i v i q  cos t s  and general  improvements i n  the  standard of l iv ing .  

Fxpanding Federal  ass i s tance  t o  research and develgpment, 

p a r t i c u l a r l y  to the  "underrescarched" i n d u s t r i e s  ca t e r ing  t o  

non-defense markets. 

General pensions t o  a l l  Vorld \Jar I ve-ierane. 

3. 

4. 

5 .  

6. 

7 .  

8. 

T E  BUCGET TOTALS 

I would now l i k e  to t u rn  t o  the  l i k e l y  changes i n  the  o v e r a l l  

f i s c a l  p i c tu re  (see t a b l e  2) .  According t o  my ca lcu la t ions ,  t o t a l  

Federal  revenues under cur ren t  tax provis ions a re  l i k e l y  t o  reach 

alinost $180 b i l l i o n  by 1975, ccmparec! t o  $117 b i l l i o n  i n  1965. 

Federal  revenues would beccne an increasing percentage of 'che Gross 

Nat ional  Product because 9f the s l i g h t l y  progressive charac te r  of the  

Federal  incane t a x  s t ruc tu re  ( technica l ly ,  the inccrie e l a s t i c i t y  of 

t h e  revenue s t r u c t u r e  i s  grea te r  than uni ty) .  



Table 2 

Project ions of the Gross National Prcduct and the Federal Budget 

(F isca l  years; i n  b i l l i o n s  of d o l l a r s )  

Category 1965 1975 
%s timated Projected 

Gross National Product 649 .O 903 0 

Federal Revenues 

Revenues as Percent of GNP 18.3 19.8 

Federal  Expenditures 

Expenditures as Percent of GNP 

121.4 153.0 

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  pmgrams and commitments are 

estimated t o  r i s e  from $121 b i l l i m  i n  196; t3 $153 b i l l i o n  i n  1975. 

Such an increase of 26 percent would be s i g i f i c a n t l y  lower than e i t h e r  

the 4 1  percen’c r ise  i n  GiW o r  the 52 percent r i s e  i n  revenues. 

may be one Df the  fundamental, although qui te  sim2le, r e s u l t s  t h a t  

emerge from my studjj: under the cur ren t  budget s t ruc ture ,  Federal 

revenues are l i k e l y  t o  increase f a s t e r  than the  n a t i o n a l  economy and 

Federal  expendi’cures are l i k e l y  t o  increase more slowly than the  

n a t i o n a l  economy. 

Hence, desp i te  t h e  current  experience of .a s e r i e s  of budgetary 

This 

d e f i c i t s ,  the  fu ture  resu l?  of ‘ihe current  program and revenue s t r u c t u r e  

of t n e  Federal  Government i s  l i k e l y  t o  reverse  the  sikuation. The 

budget r e s u l t s  which w i l l  ac tua l ly  be cibtained, of course, vi11 be 

determined by the incremental dec-isions t o  be made during t h e  ccming 

decade. 

The projec’ied gap between revenues ccxiputed on t h e  basis of 

e x i s t i n g  tax laws and expenditures estimated on Lhe basis of continuation 

of cur ren t  programs mainly s i g n i f i e s  the ariount of d i s c r e t i o n  t h a t  may 

be exercised by polioymakers i n  t h e  future .  

experience ind lca tes  t h a t  it i s  n o s t  unlikely t h a t  an e n t i r e  decade 

w i l l  go by without iriportant changes i n  both tax l e g i s l a t i o n  and 

governmental prograrr authorizations.  

F i r s t  of a l l ,  p a s t  

Moreover, economic analysis has increasingly pointed out  t h e  

adverse a f f e c t s  of a p o t e n t i a l  laze surplus i n  t h e  governmental budget. 

I n  e f fec t ,  such p o t e n t i a l  n e t  i n f l m  t o  the Federal gcvernment i s  

self -defeating, because it exercises a depressive influence cn the  



l e v e l  of economic a c t i v i t y ,  thereby reducing governmental revenues 

from t h e i r  po ten t ia l ,  and preventing the  a c t u a l  r e a l i z a t i o n  of a la rge  

budgetary surplus.  
I /4 

FEDERAL-STATE-LOCAL FISCAL RELATIONS 

This leads us  t o  the c e n t r a l  question I would l i k e  t o  consider-- 

t h e  f i s c a l  r e l a t i o n s  between the Federal Government and s t a t e  and 

l o c a l  ju r i sd ic t ions .  The contrast  w i t h  Federal f inance i s  s t r ik ing .  

There i s  hardly a p o t e n t i a l  budget surplus t o  worry about a t  the  

"lower" governmental l eve ls .  The reasons a r e  r a t h e r  simple. 

As has been amply demonstrated i n  t h e  public finance l i t e r a t u r e ,  

the average s t a t e  and l o c a l  tax s t ruc ture  i s  r e l a t i v e l y  regressive,  

while t h a t  of the  federa l  government is, on balance, progressive.  

There i s  no need, f o r  our purposes, t o  debate t h e  s o c i a l  d e s i r a b i l i t y  

of progressive versus regressive taxes.  The object ive r e s u l t s  of these 

two t a x  s t ruc tures  a re  what i s  re levant  t o  t h e  present inquiry. 

By def in i t ion ,  under a progressive revenue s t ruc ture ,  the  t a x  b i l l  

r i s e s  f a s t e r  than the  taxpayer's inccme. The reverse i s  t r u e  under 

a regressive system, whereby the  t a x  b i te  i s  a decl ining percentage 

of inccme as inccme r i s e s .  

- / 5  

The implications f o r  our analysis  a r e  fundamental. A s  inccmes 

increase,  the  revenues under our general ly  progressive Federal t a x  

s t r u c t u r e  r i s e  considerably f a s t e r  than inccme. This was t h e  r e s u l t  

of our Federal Budget study. Almost the  reverse  occurs at s t a t e  and 

l o c a l  leve ls .  !?he 

average s t a t e  and l o c a l  tax s t r u c t u r e  i s  more i n e l a s t i c  than the  

Many taxes do not  r ise  as rap id ly  as inccme, 
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Federal; t h a t  is ,  r e l a t i v e l y  less  sens i t ive  t o  changes i n  economic 

growth. Only by adjust ing assessment r a t i o s  and increasing t a x  

r a t e s ,  do property t a x  y ie lds  tend t o  keep up wi th  the  expansions 

i n  G W .  Other major s ta te - loca l  revenue sources, such as general  

s a l e s  o r  inccme taxes, tend t o  be proportional t o  economic a c t i v i t y ;  

s p e c i f i c  excises, l icenses ,  fees,  and other sources y i e l d  increases  

i n  revenues fa r  below the rate of econcmic growth. 
- / 6  

The story,  of course, i s  qui te  d i f f e r e n t  on t h e  expenditure side. 

For example, the  requirements f o r  education, which dcminate these 

budgets, continue t o  expand far more rap id ly  than e i t h e r  population or 

t h e  economy as a whole. The reasons are general ly  w e l l  known, such 

as t h e  above-average r ise i n  the school-age population, which continues 

as the impact of t h e  post  World War I1 baby bocm i s  experienced 

successively by elementary schools, then high schools, and f i n a l l y  

i n s t i t u t i o n s  of higher learning. 

assumptions, t h e  United S t a t e s  Office of Education has projected a 

50 percent increase i n  public education expenditures i n  the  next 

decade (making f o r  a r e l a t i v e l y  high implled income e l a s t i c i t y  of 

1.22). 

ment a t  a l l  leve ls ,  especial ly  i n  high schools and colleges.  (see 

table 3 ) .  

On t h e  b a s i s  of r a t h e r  conservative 

The estimated increases a r e  due, chief ly ,  t o  r i s i n g  enro l l -  

Other pressures f o r  rapid increase i n  state o r  l o c a l  expenditures 

arise frcm t h e  continued suburbanization of the Nation, requir ing 

expensive new governmental in f ras t ruc ture  f o r  many new areas.  

estimates ind ica te  t h a t ,  by 1975, th ree  out  of every four  persons w i l l  

be l i v i n g  i n  urban or  suburban areas.  

Scme 

The importance of t h i s  
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Table 3 

Public Expenditures f o r  Education 
(School years. Bil l ions  of 1961-62 d o l l a r s )  

Higher Education 
Year - - Tota l  Eleoectary and Secccdery Schools 

Total Current Capi ta l  Interest Tota l  
h a t  it ut icn 6 

Current Cap i t a l  - Expenses Outlays - Expenses outlays 

1955 14.1 11.7 8.6 2.9 0.2 a .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 00 0 07 5.6 4.4 1.2 

1965 27.1 20.9 17.8 2.4 0 07 6.2 4.8 1.4 

~ € 6 .  28.3 21.6 18.6 2.2 3.8 6.7 5.3 1.4 

1970 34.1 25.7 22.3 2.4 1.0 8.4 7 - 2  1.2 

1975 41.2 30.1 26.3 9.9 1.2 2.6 1.2 11.1 
& 

Extrapolated by t he  author on the basis of Off ice  of Education methodology 
f o r  1964-1974 data .  

& 

Note: Est iaa ted  increases  a r e  due ch ie f ly  t o  increases  i n  enrollmeat a t  a l l  
l eve l s ,  espec ia l ly  i n  high schools and col leges ,  and cos t  increases  i n  
s a l a r i e s  and f a c i l i t i e s .  No allowance i s  contained f o r  improvement . 
i n  t h e  quality of education beycnd t rend l eve l s .  

- 

Source: Off ice  of Education, U.S. Department of Health, Education, and Wel- 
f a re ,  Pro jec t ions  of Educational S t a t i s t i c s  t o  1973-74, 1964 Edition, 
Washington, U.S. Government Pr in t ing  Office,  1964, pp. 31-32. 
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"incremental" growth can be seen from another estimate tha t ,  i n  recent  

years,  8 out of every 10 new private  hcmes 'nave been b u i l t  i n  suburban 

communities . 
increasing demands Gn public services,  u t i l i t i e s ,  and t ransportat ion 

f a c i l i t i e s .  On balance, the outlook f o r  s t a t e  and l o c a l  governments, 

on t h e  bas i s  of current  tax s t ruc tures  and program requirements, i s  

J u s t  the reverse of the  Federal s i tua t ion- -poten t ia l ly  large excesses 

of' expenditure demands on s t a t e s  and l o c a l i t i e s  over ava i lab le  revenues. 

Continuation of suc3 g r m t h  aad movement would place 

Thus fa r  i n  the  pericd since World War 11, t h e  r i s i n g  requirements 

of S t a t e  and l o c a l  governments have been met i n  a v a r i e t y  of ways: 

increasing tax r a t e s  and assessment r a t i o s ,  imposing new taxes,  grants- 

in-aid from the  Federal Government, and debt  creat ion.  

It i s  l i k e l y  t h a t  each of these sources w i l l  continue t o  be 

r e l i e d  upon, b u t  t h a t  scme of them w i l l  be ut i l ized  with increcsing 

reluctance.  The debt of s t a t e  and l o c a l  governments has r i s e n  

spectacular ly  i n  recent years; t o t a l  debt  of the s t a t e s  went up 339 

percent from 1953 t o  1964, v h i l e  t h a t  of l o c a l  governments rose by 

236 percent during the  same period. 

and similar i n s t i t u t i o n a l  r e s t r i c t i o n s  tend t o  dampen f u r t h e r  increases.  

New and heightened tax rates apparently are running i n t o  increasing 

opposit ion a t  s t a t e  and. l o c a l  l e v e l s  and, of course, are i n  s t r i k i n g  

cont ras t  t o  the two rounds of tax reduction a t  the  Federal l e v e l  

s ince the end of t h e  Korean War. 

- /7 
Const i tut ional  debt l i m i t s  

One very knowledgeable student of state and l o c a l  taxation, i n  

reviewing t h i s  s i tua t ion ,  made the  following s t r i k i n g  statement 

t o  the  J o i n t  Economic Comit tee  recently:  
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"I would hazard the  guess tha t  res i s tance  t o  higher taxes 
is  perhaps the g rea t e s t  obstacle t o  the  exercise  of executive 
and l e g i s l a t i v e  leadership i n  S ta t e  and l x a l  government 
today. Also, as taxes go up, t he  question of the  ' tax 
climate '  of a pa r t i cu la r  S ta te  o r  l o c a l i t y  and i t s  a b i l i t y  
t o  expand job openings beccme of increasing concern. Even 
aside frcm t h i s  consideration, the existence of State 
borders and the  mobil i ty  of persons, resources, and t rade  
are f a c t s  of l i f e  which tend t o  put  a c e i l i n g  on t a x  rates 
far under these Federal counterparts." 8 

I n  c m t r a s t ,  it i s  c l e a r  t h a t  Federal  a id  i n  the  form of spec i f i c  

grants w i l l  continue t o  expand. The cur ren t  General-aid-to-education 

l e g i s l a t i o n  provides for  aid,  through t h e  s t a t e  governments, t o  school 

d i s t r i c t s  with chi ldren from low inccme famil ies .  However, t o t a l  f ede ra l  

grants, which are now running a t  about ten  b i l l i o n  d o l l a r s  a year,  a re  

hardly l i k e l y  t o  increase by anything approaching thp magnitude of the  

p o t e n t i a l  Federal surplus of $26 b i l l i o n  estimated f o r  1975 (on the  

basis of current  l eg i s l a t ion ) .  

WAYS OF AIDING STATES AND LOCALITIES 

I may disappoint sane of my l i s t e n e r s  by not coming up with a 

so lu t ion  t o  the  financing problem of s t a t e  and l o c a l  governments. 

However, t he  idea  I am t ry ing  t o  ge t  across  i s  t h a t  we w i l l  begin t o  

solve the  problem i f  we start looking a t  the  po ten t i a l  Federal  surpluses 

i n  canbination with the  ant ic ipated d e f i c i t s  i n  o ther  governmental budgets. 

The so-called Hel ler  (or  Pechman) plan for uurestr ic ted Federal  grants  

t o  state governments i e  obviously one way out. 

t o  s h i f t  Federal tax sources t o  S t a t e  governments i s  another approach. 

"hat did  not work, i n  par t ,  because t h a t  adn ic i s t r a t ion  attempted t o  

s h i f t  program expenditures t o  the s t a t e s  a t  -the same time. mere are  other  

The Eise'nhower e f f o r t  

possible  approaches, which some imagination m a y  supply. 
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The general  idea of Federal d i s t r ibu t ion  of surplus ru l r f i -  k- D inno 

his tory .  

1.805, suggested t h a t  the  revenues frm import du t ies ,  above those %needed 

Thomas Jefferson, i n  his a c c u ~ d  .Inaugural address on March 4, 

f o r  current  expenses and debt  retirement, "may, by a j u s t  r e p a r t i t i o n  

among t h e  States...be applied,  in time of peace, t o  r ive r s ,  canals, roads, 

arts, manufactures, education, and other  g rea t  objects within each 

s t a t e .  " 

Madison vetoed, on cons t i tu t iona l  grounds, a b i l l  which would have 

d i s t r ibu ted  the  dividends on the Federal  subscription t o  the  second 

na t iona l  bank to the  states i n  proportion t o  population. 

t o  have been applied t o  construction of "such roads, canals, and so  for th ,  

The funds were 

i n  the several  states, as Congress might d i r e c t  with the  assent  of the 

S ta tes . "  In 1826, Senator Mahlon Dickerson of New Jersey introduced a 

b i l l ,  which was considered but not enacted, t h a t  prescribed t h a t  $5 

mi l l ion  a year should be dis t r ibu ted  f o r  four  years  among t h e  s t a t e s  

i n  t h e  r a t i o  of d i r e c t  taxation. No r e s t r i c t i o n s  were t o  be placed on 

t h e  funds, b u t  the  objec t  was t o  a id  i n t e r n a l  improvements and 
/9 

education. 

It may be he lpfu l  t o  examine each of the  major a l t e r n a t i v e  ways 

which have been suggested recent ly  i n  order t o  deal with the  f i s c a l  

s i t ua t ion  which i s  l i k e l y  t o  occur i n  t h e  ccming decade. 

approaches may be examined frcm a number of viewpoints: 

t o  expand o r  reduce the  r o l e  of the Federal Government i n  the  economy 

generally,  and i n  s t a t e  and loca l  governmental affairs spec i f ica l ly ;  

their  e f f ec t s  on the  progressivi ty  of the  ove ra l l  t ax  s t ruc ture ;  t h e i r  

impact on the  s t a b i l i z i n g  effectiveness of the  tax s t ruc ture ;  

Each of these  

t h e i r  tendency 
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t h e i r  influence on the d is t r ibu t ion  of income ( i . e ,  equal izat ion be& 

tween Mgh wd l c w  icccm stet&); a d  tkieir relatilnehip t o  local 

government roles vis-a-vis  the  s t a t e  leg is ia tures .  
\ 

I would l i k e  t o  analyze s i x  major approaches f o r  u t i l i z i n g  p o t e n t i a l  

surpluses i n  t h e  budget of t h e  Federal Government t o  a id  s t a t e  and l o c a l  

governments: 

1, Direct f e d e r a l  expenditures 

2. Conditional grants-in-aid 

3.  Block or unconditional grants  

4. Tax sharing 

5. Tax c r e d i t s  

6, Inccme tax  reduction 

These a l t e r n a t i v e s  a r e  not  necessar i ly  mutually exclusive; scme com- 
LF 

binat ion might be considered. 

Direct Federal expenditures. The p o t e n t i a l  increase i n  federa l  

revenue, above t h a t  required f o r  f inancing continuing programs, could 

be devoted t o  addi t iona l  dcmestic c i v i l i a n  a c t i v i t i e s ,  t o  be conducted 

by the  Federal  Government i t s e l f  i n  a l l  50 s t a t e s .  

Federal  Government could i n s t i t u t e  new programs of an i n t e r s t a t e  character,  

such as t h e  construction of mass t ransportat ion o r  a i r  pol lu t ion  c o n t r o l  

f a c i l i t i e s ,  or  the Federal Government could increase ex is t ing  f e d e r a l  

programs, such as public works construction pro jec ts  i n  t h e  f i e l d  of 

w a t e r  resources, o r  it could mix new programs with expansions of old 

ones. 

vention, s ince no provision would be made f o r  s t a t e  or  l o c a l  governinent 

p a r t i c i p a t i o n .  There would be s t a t e  and l o c a l  benef i t s ,  however, s ince 

For example the 

This approach would c a l l  f o r  the l a r g e s t  amount of f e d e r a l  i n t e r -  
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. 

f a c i l i t i e s  could be provided t o  urban areas which otherwise might have 

t o  be financed l o c a l l y ,  This approach would tend t o  optimize the  s i z e  

of t h e  public sec tor  of t h e  U.S. economy. 

v a r i e t y  of Federal a c t i v i t i e s  whicq a t  presen$ are avai lab le  a t  the 

l o c a l  leve l .  

Appendix A ind ica tes  'cne wide 

Several  pos i t ive  e f f e c t s  would emerge i f  t h i s  approach were u t i l i zed .  

Abstaining frcm reductions i n  Federal income taxa t ion  would maintain t h e  

progressivi ty  of the over-al l  tax s t ruc ture  and the  r o l e  of t h e  b u i l t -  

i n  o r  automatic s t a b i l i z e r s .  

i n  f e d e r a l  inccme taxes t o  be made and be accompanied by increases i n  

state and l o c a l  revenues, because of the  more regressive and i n f l e x i b l e  

nature  of the  la t ter  t a x  s t ructures .  

programs selected (subsidies  t o  business versus t r a n s f e r  payments under 

t h e  anti-poverty program), t h e  impact on income d i s t r i b u t i o n  could be 

e i t h e r  more or  less equalizing. 

T h i s  would not  be the  case were reductions 

Depending on t h e  type of expenditure 

Conditional Grants. Another a l t e r n a t i v e  use of p o t e n t i a l  increases  

i n  f e d e r a l  revenue i s  t o  expand t h e  use of " t ied" o r  condi t ional  gran ts  

made t o  s t a t e  and l o c a l  governments f o r  financing s p e c i f i c  functions,  

such as medical research o r  a i r p o r t  construction. 

make t h e  Federal  Government an even more important influence i n  s t a t e  and 

l o c a l  f i s c a l  operations,  and a h 0  would tend t o  give the Federal Govern- 

ment added influence over the al locat ion of funds i n  state and l o c a l  

budgets. 

and l o c a l  revenues i s  devoted t o  providing matching funds f o r  Federal 

grants-in-aid ("We c a n ' t  afford t o  lose t h e  f e d e r a l  money"). 

This approach would 

It i s  sometimes claimed t h a t  a disproport ionate  share of state 

- /11 
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Like the  d i r e c t  f ede ra l  expenditure approach, t he  use of condi t ional  

grants-in-aid would nc t  adversely a f f e c t  t h e  progress iv i ty  o r  s t a b i l i z i n g  

e f f e c t s  of the tax s t ruc ture .  Again, the  se lec t ion  of the  spec i f ic  types 

of expenditure programs would determine the  impact on inccme d i s t r ibu t ion ,  

as w e l l  as on economic s t a b i l i t y  (public ass i s tance  grants  a r e  estimated 

t o  have a higher degree of automatic s t a b i l i z a t i o n  e f f e c t s  than highway 

grants ) .  Most f ede ra l  grant  programs have an income equal izat ion effect 

because Congress t r a d i t i o n a l l y  uses a1 loca t ion  formulas based on population 

o r  income. 

t o  increasing the  regressiveneas of state and l o c a l  tax s t ruc tures ,  i f  

To some extent,  increases i n  federal grants-in-aid can lead 

t h e  matching requirements necess i ta te  r a i s i n g  rates of regressive tstv 

sources. Further use of the  grant-in-aid mechanisn would not tend t o  

increase the  importance of the f ede ra l  sector ,  because such funds are 

not  recorded i n  t h e  Gross National Product u n t i l  they are respent by t h e  

ultimate r ec ip i en t  f o r  goods and services .  

The g rea t  bulk of f ede ra l  g ran t s  i s  made t o  s t a t e  governments. 

However, i n  t he  case of a few important gran t  programs, the  na t iona l  

government bypasses the  s t a t e s  and dea l s  d i r e c t l y  with l o c a l i t i e s .  

Examples include housing and urban renewal, f ede ra l  a id  t o  a i rpo r t s ,  

and a id  t o  mass t ranspor ta t ion  systems. 

Unconditional Grants. Recently, a g rea t  deal  of a t t en t ion  has been 

- given t o  t h e  concept of block o r  unconditional grants .  One proposal 

would set up a permanent t r u s t  fund t o  d i s t r i b u t e  an amount equal t o  one 

o r  two percent of the  f ede ra l  income t a x  base mcng the  states on a per  

c a p i t a  basis. This approach would, of course, reduce the  r o l e  of t he  

Federal  Government both i n  the  na t iona l  economy and i n  r e l a t i o n  t o  state 
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and l o c a l  government action. 

zing e f f e c t  between high incoine and low income s t a t e s ,  but  would have 

no e f f e c t  on the  o v e r a l l  progressivi ty  of t h e  t a x  s t r u c t u r e  o r  on t h e  

importance of the  automatic s t a b i l i z e r s .  

It would also exercise  a moderately equali-  

This method--quite ccmparable t o  the Treasury d i s t r i b u t i o n  of 

1837, discussed below--might be f a r  frcm an unmixed blessing f o r  urban 

areas  because f e d e r a l  funds would be funneled e n t i r e l y  through the  state 

governments. It could increase the problems t h a t  t he  t y p i c a l  metropolitan 

areas face i n  obtaining "fair" shares of s t a t e  funds from t h e i r  respect ive 

l e g i s l a t u r e s .  Perhaps, scme imagination and thought might be devoted 

t o  methods of including l o c a l  as w e l l  as s t a t e  governments as r e c i p i e n t s  

of the  federa l  funds. This, of course, r a i s e s  some fundamental questions 

concerning the r o l e  of urban areas i n  a f e d e r a l  form of government. 

Professor Musgrave of Princeton has described the  i ssue  as follows: 

"To what extent i s  the a b i l i t y  of lover l e v e l  governments t o  d e a l  with 

f i s c a l  i s sues  impaired by a lack of matching between e x i s t i n g  borders 

of f i s c a l  respons ib i l i ty  ( i .e . ,  s t a t e s ,  c i t i e s )  with the  regions (e.g., 

metropolitan areas  and regions cu t t ing  across s ta tes)?"-  The 
/ I2  

i n s t i t u t i o n  of a new s t a t e  revenue source ( i .e .  block grants )  might w e l l  

be the occasion f o r  an improved matching of f i s c a l  requirements and 

c a p a b i l i t i e s .  

Tax Sharing. It has been suggested t h a t  a designated pcr t ion  of 

f e d e r a l  tax revenues be distribGted t o  the  s t a t e s  on the  basis of source 

of cgllectioii .  

h igh tax payments, receiving the l a r g e r  shares.  

t h i s  method would also diminish the  f e d e r a l  ro le ,  because the state 

This would c lear ly  r e s u l t  i n  high inccme s t a t e s ,  with 

Like the block grants ,  
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governinents would be l e f t  f r e e  t o  detentline the  a l loca t ion  of t h e i r  funds. 

I n  general, it would alSo have similar e f f e c t s  on progressivi ty  and 

s t a b i l i t y  aspects of the  o v e r a l l  t ax  s t ruc ture .  

would c rea te  the  same sharing problems f o r  urban ccmmunities, i t  would 

tend tq benef i t  the l a r g e r  urban areas  t h a t  f requent ly  a r e  located i n  

s t a t e s  w i t i z  above-average per capi ta  incomes. 

Although t h i s  proposal 

Tax Credits.  This approach would provide f e d e r a l  inccme taxpayers 

a more l i b e r a l  write-off of s t a t e  and l o c a l  taxes by providing them en 

option e i t h e r  t o  deduct t h e i r  s t a t e  arLd l o c a l  tax payments from taxable 

income, as they can do now, or tg deduct s t a t e  and l o c a l  tax payments 

( i n  excess of some percentage of t h e i r  n e t  taxable inccme) from t h e i r  

f e d e r a l  tas bi l l s .  The major benef i t s  would accrue t o  persons i n  t h e  

1 G w  and middle t a x  brackets who car ry  above-average state tax  loads. 

I n  cont ras t ,  persons i n  the high t a x  brackets already enjoy a l i b e r a l  

write-off through itemization. 

governments an incentive t o  place more re l iance  on inccme taxes  i n  order 

t o  maximize t a x  c r e d i t  p o s s i b i l i t i e s .  

86 s t a t e ,  governments by s&tening r e s i s t a c e  t o  increases  i n  s t a t e  and 

l o c a l  taxes. 

econcmy and vis-&-vis state and l o c a l  governments. A t  the  same time, 

t h e  s t rength of the  b u i l t - i n  s t a b i l i z e r s  and the  progress iv i ty  of the 

o v e r a l l  tax st ructuze would tend t o  decl ine because t h e  Federal Govern- 

ment would be a smaller f i s c a l  f a c t o r  i n  the na t iona l  economy. 

This methcd would give s t a t e  and l o c a l  

This could help local ,  as wel l  

Also, the  Federal r o l e  would be reduced i n  both the  na t iona l  

Outright Reductions i n  Federal Inccme Taxes. This i n d i r e c t  approach 

t o  a iding state and l o c a l  governments voula perniit them t o  increase 

t h e i r  tax r a t e s  v i thout  increasing the  t o t a l  tax b i l l  of t h e  average 
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c i t i zen .  

however, and hardly has any posi t ive e f f e c t  on i n t e r s t a t e  income equa l i -  

zation. 

(as wel l  as l e s s  an t i cyc l i ca l ) ,  because the Nation would be placing 

g rea t e r  re l iance  on proportional and regressive state and l o c a l  taxes  

and less on progressive f ede ra l  taxes i n  financing dcmestic needs i n  

the  public sector .  The r o l e  of the  Federal  Government, both i n  r e l a t i o n  

t o  s t a t e  and l o c a l  governments and t o  ove ra l l  economic a c t i v i t y  would be 

diminished w i t h  a reduction i n  its f i s c a l  resources. 

It a l s o  introduces major questions of i n t e r s t a t e  r iva l ry ,  

The ove ra l l  na t iona l  tax s t ruc tu re  would become less progressive 

My purpose i n  analyzing the  impacts of the s i x  proposals i n  scme 

Given a soc ie ty  d e t a i l  has been t o  show t h a t  the choice i s  not  easy. 

w i t h  p l u r a l  object ives ,  no s ingle  f i sca l  approach would s a t i s f a c t o r i l y  

meet more than a few of them--and might adversely a f f e c t  other  goals. 

Direct Federal expenditures might optimize income s t a b i l i z a t i o n  and income 

red i s t r ibu t ion  objectives,  but bypass ccmpletely both s t a t e  and l o c a l  

governments. 

meets s t a t e  and l o c a l  public needs only ind i rec t ly ,  i f  a t  al l .  

sharing and block grants  provide f o r  t he  a l loca t ion  of public funds mcng 

programs t o  be made individually by the states, who presumably a r e  more 

familiar w i t h  the  needs and desires  of t h e i r  res idents  than the na t iona l  

government; however, no provision i s  made for the  burgeoning f inanc ia l  

requirements of counties, school d i s t r i c t s ,  and c i t i e s  and towns. 

T m  reduction decreases the s ize  of the f ede ra l  sector ,  bu t  

Tax 

A review of past periods i n  American h i s to ry  where Federal  Budget 

surpluses were familiar yields results which m a y  be useful  f o r  ana ly t i ca l  

as w e l l  as f o r  anecdotal purposes. 

of scme--"the good old days" occurred during the years  1825-1836. 

By the  object ive standards-at least 



These twelve f i s c a l  years represent the  longest period i n  American 

h i s t o r y  i n  which t h e  Federal Budget continuously reg is te red  a surplus. 

By and large,  the  revenue excesses, which resu l ted  frcm tariff  d u t i e s  

and land sales ,  were devoted t o  reducing the  na t iona l  debt. Apparently, 

the  bureaucracy was not  too resourceful i n  those days. 

1832 were only a l i t t l e  higher than i n  1825 ($17 mil l ion  versus $16 

mil l ion) .  

Expenditures i n  

The p o t e n t i a l i t i e s  f o r  debt reduction were soon exhausted-- 

t h e  debt was reduced from the burdensome t o t a l  of $81 mil l ion i n  1825 

t o  a more bearable $7 mil l ion i n  1832. 
LL3 

Numerous proposals were made during t h i s  period f o r  a l t e r n a t i v e  

methods of disposing of t h e  excess Federal  revenues. Tae one cdopted 

was t o  d i s t r i b u t e  t o  the s t a t e s ,  according t o  population, the surplus 

above $5 mill ion i n  the U.S. Treasury on January 1, 1837, which amounted 

t o  $37 mil l ion.  To overcome the c o n s t i t u t i c n a l  objections of scme, 

the  payments were i n  the form of loans, but  it was general ly  understood 

t h a t  the  s t a t e s  would not  be requested t o  make repayments. Histor ians  

argue over t h e  def la t ionary e f fec ts  of t h i s  large budgetary surplus. 

I n  any event, the  d i s t r i b u t i o n  t o  the states was hal ted when i t  was 

three-quarters coapleted; t h e  Panic of 1837 had turned the  surplus i n t o  

a d e f i c i t ,  and t h i s  "unique and curious measure", t o  use the terms of one 

h is tor ian ,  was allowed t o  lapse. 
- /14 

The v z r i e t y  of uses t o  which the S t a t e s  devoted these windfal l  

revenues i s  intr iguing.  

others  devoted the money t o  l o c a l  debt repayment 3 r  public works con- 

s t ruc t ion .  Scme objected t o  the whole idea.  The Georgia l e g i s l a t u r e ,  

i n  t h e i r  acceptance, s t a t e d  t h a t  they would have refused the money had 

Scme used the  funds t o  c a p i t a l i z e  the  s t a t e  banks, 



it not been f o r  t h e  provision tha t  t he  share of any refusing s t a t e  should 

be divided among the  other  s ta tes .  

observer, some of the  funds were " los t"  or  "wasted on improvements", 

t h e  major portion was u t i l i zed  fo r  education and o ther  "worthy purposes". 

Although, according t o  one scholar ly  

/15  

IMPROVING THE ALLOCATION OF PUBLIC RESOURCES 

Depending on which of the  six approaches described above a r e  

selected,  o r  some other, t he re  may be g rea t  danger of no t  obtaining 

anything c lose  t o  an optimum a l l o c a t i m  of public resources. 

p o s s i b i l i t y  ce r t a in ly  exists tha t  we, as a Nation, may  use up po ten t i a l  

increases  i n  Federal  revenues f o r  r e l a t i v e l y  low-priority programs, while 

s t a t e  and l o c a l  governments a r e  forced e i t h e r  t o  de fe r  r e l a t i v e l y  more 

wcrthwhile p ro jec t s  f o r  lack of funds, o r  t o  increase taxes which have 

adverse e f f e c t s  on econcmic s t a b i l i t y  o r  on d i s t r i b u t i o n a l  equity. 

me 

What may be required i s  the  development of sane methodology t o  

a l loca t e  public resources on scme more ra-i;ional basis than a t  present.  

An examination of ac tua l  budget documents and appropriation hearings, 

a t  least a t  the  Federal  level, revea ls  no systematic attempt t o  appraise 

t h e  d e s i r a b i l i t y  of t he  choices imp l i c i t l y  made i n  the  a l loca t ion  of 

government resources among the major a l t e rna t ive  uses. 

In prac t ice ,  t he  actual a l loca t ion  of funds among the  major 

end-purposes of government i s  the  acc identa l  r e s u l t  of a myriad of 

independent budget decis ions r a t h e r  than the  outcome of conscious choice. 

What i s  needed is a mechanism t o  permit the following types of choices 

t o  be made: between g rea t e r  welfare and econcmic growth, between ac t ive  

and passive defense, between agr icu l ture  and education, between a i r  and 



surface t ransportat ion f a c i l i t i e s ,  between d i r e c t  

and grants  t o  s t a t e  and l o c a l  governments, and so 

shows s m e  of the  kinds of implici t  choices which 

a l loca t ion  of public funds among t h e  major leve ls  

31.. 

f e d e r a l  operations 

Table 4 for th .  
L 6  

have been made i n  the  

of government. 

~ 

Basically, t h e  horizons of budget reviewers need t o  be broadened 

by enabling cross-ccmparisons not cur ren t ly  made ,  such as a tradeoff 

between an e x t r a  b i l l i o n  d o l l a r s  f o r  Federal  n a t u r a l  resources develop- 

ment o r  f o r  gran ts  t o  states f o r  education and t r a i n i n g  programs, (or  

more general)  gxrpcses. 

The current  budgetary mechanisms do not  answer or  even r a i s e  such 

basic  a l l o c a t i v e  questions. Yet, such types of decis ions a r e  nomore 

novel than a family's  choice t o  use t h e  Christmas bonus f o r  2 new c a r  

or a vacation, o r  a ccmpany's desire  t o  a l l o c a t e  an increase i n  earnings 

t o  raiEing t h e  divident  rate or t o  embarking upon a new research program. 

The ccmpany o r  t h e  family may use r e l a t i v e l y  crude analytical- techniques 

i n  making such choices, but, a t  least  f o r  some or" them, t h e  a l t e r n a t i v e s  

are considered j o i n t l y .  The recent development and extension of program 

budgeting and cost /benefi t  analyses f o r  defense and water resources 

programs may have appl icabi l i ty  t o  the  broader questions involving 

t h e  a l loca t ion  of pbulic resmrces .  

such techniques might result i n  a more reasonable d i s t r i b u t i o n  of pub- 

l i c  resources t o  meet the needs of our urban areas. 

We do have a major educational task ahead. 

Without prejudging the  question, 

A t  present,  we may share 

W i l l i a m  Henry Sexard's lament conccrnic; tlie uses of t h e  p o t e n t i a l  

Federal  surpluses of the ' l830 's .  The following appears i n  a l e t t e r  he 

wrote i n  1836, when he was a land off icer :  

"The public fee l ing  i s  scarcely en l i s ted  y e t  i n  support of our 
noble and j u s t  measure of d i s t r i b u t i n g  the public revenue. 
People seem, so far as they f a l l  within my observaticm, t o  be 
unconcerned, as i f  e n t i r e l y  ignorant cn the  subject." &7 



a cv 
M 

x 

x 

sc 

x 

x 

x 

x 

x 

3 P 
d 

c 
d 

.. 
a, 

5 , . l  

8 



33 

Appendix A 

FEDERAL SPENDING PND THE LOCALITY 

This appendix focuses on a single  city--Atlanta,  Georgia--in order 

t o  examine the types of Federal Government funds that a re  ava i lab le  

a t  t he  l o c a l  leve l .  Obviously, a g rea t  many c i t i e s  and towns i n  the  

United S ta t e s  contain l o c a l  representat ives  of various "old-l%ne" 

federal departments, bureaus, and agencies, such as the  FBI and the  

Bureau of Labor S t a t i s t i c s .  However, there  also a r e  a g rea t  m a n y  

f ede ra l  programs of a "developmental" character.  

programs r e l a t i n g  t o  a i rpo r t s ,  flood cont ro l  pro jec ts ,  post  o f f ice  

buildings,  highways, hea l th  research, and similar "investment" type 

There are the 

pro3ects 

The Atlanta, Georgia, metropolitan a rea  presents  an in t e re s t ing  

case, no t  because of i t s  uniqueness ' .ht  because of i t s  t y p i c a l  posi t ion 

as a rec ip i en t  of and beneficiary from f ede ra l  programs and a c t i v i t i e s .  

It i s  singled out only because the information i s  ava i lab le  as the  

r e s u l t  of a spec ia l  repor t  by the  U.S. Housing and Home Finance 

The " F A  lists 33 d i f f e r e n t  f ede ra l  "developmental" Agency. 
LF 

programs, of wide var ie ty ,  i n  the Atlanta metropolitan area,  The 

funds authorized f o r  these programs in 1962, including grants  as well  

as d i r e c t  expenditures and loans as w e l l  as loan guarantees, to ta led  

$117,698,000 . 
Grants and Matching Funds, The Department of Commerce, the Depart- 

ment of Health, Education, and Welfare, t h e  Housing and Home Finance 

Agency, and t he  Federal Aviation Agency each provided one o r  more 

types of gran ts  and matching funds t o  the Atlanta area  i n  1962. 

varied from secondary road construction ($5,000) t o  air pol lu t ion  

These 
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research ($35,000). The $35,841,000 i n  grants  t o  Atlanta could be 

categorized as follows: 

Transportation faci l i t ies--pr imary roads, secondary roads, urban 

roads, i n t e r s t a t e  highway, a i r p o r t  construction, 

Education--payments t o  school d i s t r i c t s .  

Health--hospital construction, waste treatment works, a i r  pol lu t ion  

research, water pol lut ion research, heal th  f a c i l i t y  and 

construction. 

Urban fac i l i t i es - -urban  renewal, urban planning. 

Direct Federal Expenditures. I n  additon t o  the above grants-in-aid,. 

the Veterans Administration and the Departments of Agriculture, Defense, 

and I n t e r i o r  each conducted several  developmental a c t i v i t i e s  i n  

Atlanta i n  1962. These programs were mainly i n  various f i e l d s  of 

n a t u r a l  resource development. I’he following is  a c l a s s i f i c a t i o n  of 

these various d i r e c t  federa l  expenditure programs, which t o t a l ed  

$2,296,000 i n  1962. 

Natural resource developerit--Altoona Can recreat ion f a c i l i t i e s ,  

Buford Dam construction, flood prevention, watershed 

invest igat ion,  construction of park f a c i l i t i e s ,  r ehab i l i t a t ion  

of park f a c i l i t i e s ,  inves t iga t ion  of f i sh  and wi ld l i f e ,  

s a l ine  water research. 

Health--veterans hosp i t a l  a l t e r a t i a e .  

Agriculture-farm research. 

Defense--construction of reserve, na t iona l  guard, and other  f a c i l i t i e s .  
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Loans and Advances. Loans t o  individuals ,  business firms, and 

l o c a l  governments i n  the A t l a n t a  area were a l s o  made or planned for 

i n  1962 by the  Department of Agriculture, the  Housing and Hcme Finance 

Agency, t h e  Small Business Administration, and the  Veterans Admini6tratiOn. 

These c r e d i t  operations ( to ta l ing  $534,000) cane within the following 

categories  : 

Urban f a c i l i t i e s - - d i r e c t  housing loans, advances f o r  public works 

planning. 

Agriculture--farm loans, rural housing loans. 

Business--loans t o  small businecs. 

Insuring and Leaseback Programs. Final ly ,  th ree  d i f f e r e n t  agencies 

provided loan insurance and guarantees t o  t he  Atlanta area i n  1962-- 

the  Department of Agriculture, the Veterans Administration, and t h e  

Housing and Home Mnance Agency. Cne agency--the Post Office Depart- 

ment--entered into"1easeback" agreements with pr iva te  companies f o r  

the  construct icn of post  offices. 

The loan insurance and guarantee programs do not  involve any 

federa l  expenditure, other than for  administration, except i n  the  

event of defaul t .  Under t'ne "leaseback" program, t h e  Post  Office 

obtains  the  use of a building constructed t o  i t s  spec i f ica t ions  

and makes payments on a lease over an extended period of time ra the r  

than paying t h e  f u l l  cos t  of the f a c i l i t y  i n  cash a t  the outset .  

The Federal  Government insured or  entered i n t o  leasback agree- 

ments i n  Atlanta i n  1962 aggregating $78,966,000. The programs may 

be c l a s s i f i e d  as follows: 



Urban f ac i l i t i e s - - in su red  housing loans, public  housing construction, 

guaranteed veterans housing loans. 

Agriculture--insured farm ownership loans. 

Government operations--post o f f i ce  bui lding leaseback. 

Comments. The above descr ip t icn  of f e d e r a l  developmental programs 

i n  the  Atlznta metropolitan a rea  i n  1962 shows t he  g r e a t  va r i e ty  of 

government p ro jec t s  i n  a s ing le  c i t y  i n  a s ing le  year. This saiaple 

of f ede ra l  p ro j ec t s  yielded programs covering t ransportat ion,  education, 

heal th ,  urban development, agr icul ture ,  and business, as wel l  as 

defense and government operations. 

The f e d e r a l  agencies involved were the  Departments of Agriculture, 

Commerce, Defense, Health, Education, and Welfare, and Post Office, 

t h e  Federal  Aviation Agency, t he  Housing and Hcme Finance Agency, t h e  

Small Business Administration, and the  Veterans Adminis t ra t im.  

The f i n a n c i a l  methods used include g ran t s  and matching funds, 

d i r e c t  f e d e r a l  expenditures, loan and advance loan programs, and 

insuring and leaseback programs. 

Rote: Adapted frcm H.L. Weidenbaum, Federal  Budgeting: The Chcice 
of Government Programs, 1961; ( repr in ted  i n  Congress and the  
Federal  Budget, Washington, D.C., American Enterpr ise  I n s t i t u t e ,  
1965, pp. 19-22). 
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