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Dear Reader:

Until fairly recently, most
intergovernmental attention was
focused on federal grants. Now,
the federalism debate is shifting
to the revenue side of the equa-
tion.

Changes in federal tax policy
foreshadowed this shift. The Eco-
nomic Recovery Tax Act of 1981
may be viewed as the beginning
of a new chapter in federal-state-
local relations. The most signif-
icant change in inter-
governmental terms in the 1981
legislation was the Accelerated
Cost Recovery System deprecia-
tion method. Because many states
used the federal code to determine
depreciation, the new ACRS
meant the losg of millions of dol-
lars from state treasuries. Not
surprisingly, many states decou-
pled from the federal depreciation
system to avoid this loss and,
more fundamentally, state leaders
had good reason to look at the
merits of close conformity to fed-
eral tax rules.

The federal government also
raised certain excise taxes. In
1982, for the first time in 20
years, the federal cigarette excise
tax and the federal excise tax rate
on gasoline were at least doubled.
With the long federal status quo,

many states had come to view ex-
cise taxes as “their” revenue
sources and would increase these
taxes to make up for small short-
falls in their budgets. It should be
noted that this federal action did
not result in states avoiding these
taxes. In fact, several states, in-
cluding my own, have raised their
tobacco or gasoline taxes, or both,
since Congress imposed these
higher rates in 1982,

Other legislation under current
consideration would raise the ex-
cise tax on alcoholic beverages
and would make part of the tem-
porary cigarette tax increase
permanent. Another threat to
state-local use of selective taxes
comes from the Advisory Council
on Social Security which wants to
earmark revenues from excise
taxes to cover the anticipated
Medicare deficit. The debate over
curbing industrial revenue bonds
is the latest example of the im-
portance of tax policy to states
and localities.

At the Commission’s Spring
meeting, these and other proposed
federal tax changes were mea-
sured for their intergovernmental
effects. ACIR came out strongly in
favor of protecting the basic ten-
ets of fiscal federalism and the
abilities of states and localities to
raise revenues to finance the lev-
els of services they find desirable.

This issue of Inter-
governmental Perspective deals
with tax interrelationships. The
first article discusses the potential
impact on states and localities of
proposed changes in federal tax
policy. The second highlights
what local governments are doing

to make ends meet in the 1980s.
The third compares our system of
fiscal federalism to West Ger-
many’s. Unlike West Germany
where the national government
raises and redistributes revenues,
several levels of taxing authority
compete for resources within the
framework of American federal-
ism. The challenge of the remain-
der of this decade may well be
reconciling the many conflicting
interests that can arise when fed-
eral, state, and local governments
vie for the same tax dollars.

David E. Nething
Majority Leader
North Dakota State Senate
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View from the Commission I

David Nething, Majority Leader of the North Dakota Senate,
discusses past and pending changes to federal tax policy that would
directly affect state and local governments.

Intergovernmental Focus

Regional Councils Changing, Survey Finds
Intergovernmental Regulatory Reliel Act Introduced
The Supreme Court So Far ...

1984 State Tax Changes

House, Senate Consider Municipal Antitrust Liability

Juggling Intergovernmental Revenue Concerns

ACIR Senior Analyst Robert Kleine examines the intergovernmental
dimensions of proposed changes in federal tax policy. His article is
based on the recent work of the Commission’s Taxation and Finance
Section.

Local Finance: A Bootstraps QOperation

City and county efforts to diversify their revenue systems have
undergone several rather dramatic changes in recent years. ACIR
Information Officer Stephanie Becker provides an overview of some of
these changes,

Similarities and Differences: Federalism in West Germany and
the United States

Kenneth Howard, ACIR’s Executive Director, compares and contrasts
federalism in the United States and West Germany.

A Fiscal Note
Comparative tax burdens among major U.S. cities are presented by
Michael Lawson, an ACIR Analyst,

The Chairman’s View
ACIR Chairman Robert B. Hawkins gives his views on the changing
service delivery patterns appearing at all levels of government.

ACIR News

ACIR Adopts Intergovernmental Tax Policy, Takes Stand on
Municipal Antitrust

Senior Analyst Beam leaves Commission



Regional Councils Changing,
Survey Finds

Results of a 1983 survey of substate
regional councils have recently been
made available by the National Asso-
ciation of Regional Councils (Special
Report No. 91, January 1984, NARC,
1700 K Street, N.W., Washington, DC
200086). The two principal findings are
that (1) regional council activities and
funding sources have diversified
greatly, and (2) federal funding has
receded substantially—from 76% of
the typical council budget in 1977 (as
reported by the Census of Govern-
ments) to 48% in 1983. Another sig-
nificant fact that emerged is that over
half (56%) of these regional organiza-
tions have some in-house computer
capability—a completely new de-
velopment for many.

Over the past decade, land-use
planning and environmental pro-
tection concerns have remained on
the agendas of most regional organi-
zations. During the same period, ac-
tivities in the fields of economic de-
velopment, transportation, housing,
human services, management and as-
sistance, and computer services have
become much more frequently in-
cluded on these agendas. Each of the
activities mentioned above was re-
ported in the work programs of well
over halfl of the 335 substate regional
councils responding to NARC’s 1983
survey.

Revenue diversification by regional
councils has taken several forms.
States, local government, and “other”
sources of funding all support larger
proportions of regional budgets, now
that federal funds have been cut
back. State funding in 1983 accounted
for 17 percent of regional council
budgets, compared to 10 percent in
1977, while the local share of these
budgets rose from 12 to 19 percent. In
both cases, contract services became a
much more prominent part of this
funding, in comparison to grants for
general support of the regional orga-
nizations. Funds from other sources
have risen from 2 to 16 percent. They
are provided by “other” service con-
tracts {6%), regional taxes (3%), foun-
dation grants {1%), and miscellaneous
sources (6%).

In

The new roles of service contracts
may be the most significant feature of
this fiscal realignment. Combining
the state, local government, and other
service contracts, 23 percent of re-
gional council budgets now come from
such contracts—a figure roughly
eguivalent to the 28 percent reduction
in the federally-supplied portion of
the budget. Most regional council
budgets are not only substantially
smaller, but the flexibility to spend in
accordance with the council’'s own re-
gional priorities has also been re-
duced. In fact, the new service con-
tracts often provide a council with
less flexibility than the federal grants
they replaced, and they are less sup-
portive of broadly-conceived planning
activities.

Intergovernmental Regulatory
Reiief Act Introduced

On March 8, 1984, Senator David
Durenberger (MN), Chairman of the
Senate Intergovernmental Relations
Subcommittee, introduced the Inter-
governmental Regulatory Relief Act
of 1984. The bill will relieve state and
local governments from costs they
may incur when complying with fed-
eral regulations:

* by reimbursing state and local
governments for direct costs they
incur in complying with new reg-
ulations;
by requiring a reduction in ex-
isting costs either by reim-
bursement, by reducing the reg-
ulatory requirements themselves,
or by a combination of the two.
If such relief is not provided for, the
bill prohibits any federal agency or
court from enforcing the unre-
imbursed regulaton.

The bill also requires the President
to prepare an annual report esti-
mating total costs incurred by state
and local governments in complying
with federal regulations.

Senator Durenberger said that the

basic premise behind the bill is that if

Congress passes legislation to pursue
a national purpose, the federal gov-
ernment, not the states or cities,
should pay the costs of achieving it:
It's time to put an end to our un-
savory practice of shifting cost onto

nmental

state and local governments. If we

want the credit for solving social

problems, we (Congress) must state
our ohjectives clearly and vote
openly to spend scarce Federal dol-
lars to pay for the solution.

In its recently published study on
regulatory federalism, the Advisory
Commission on Intergovernmental
Relations (ACIR) has identified more
than 35 major federal regulatory
statutes employing intergovernmental
regulations that place significant fis-
cal burdens on state and local gov-
ernments.

Over the years, Congress has
passed legislation to achieve a whole
range of social and economic goals. In
implementing these programs, a sig-
nificant share of the cost has been
shifted onto state and local govern-
ments. This cost shifting occurs
through various forms of federal rules
and regulations and their interpreta-
tion by the courts. For example:

* Direct orders, which mandate
state and local actions under
threat of civil or criminal penal-
ties, such as the Equal Employ-
ment Opportunity Act of 1972;
Crosscutting, or generally appli-
cable requirements imposed on
many or all assistance programs
grants to further a wide range of
social and economic policies.
These requirements, including
bans on discrimination on the
grounds of race, sex and handi-
capped; environment impact
statement procedures; and Davis-
Bacon Act prevailing wage rules,
must be adhered to by recipients
of federal assistance or the aid
can be suspended. In a recent
OMB inventory, 36 across-the-
board requirements dealing with
various socioeconcmic issues, as
well as 23 administrative and fis-
cal policy requirements, were
identified;

Crossover sanctions, in which
the failure to comply with the re-
quirements of one program may
result in the reduction or elimina-
tion of aid funds provided under
other specified programs, as
exemplified by the requirement
that states having speed limits in
excess of 55 MPH not receive fed-



eral funds for highway construc-
tion or under the National Health
Planning Act; and,

« Partial preemptions, which es-
tablish a national federal stan-
dard, but authorize states to im-
plement the program if they
adopt standards at least as strin-
gent as the federal ones, as pro-
vided by the environmental pro-
tection and OSHA laws. In either

instance, states bear much of the
cost of implementing the federal
or greater standard.

Senator Durenberger stated that
the Intergovernmental Regulatory
Relief Act of 1984 is based on the
findings and recommendations of the
ACIR.

Furthermore, Senator Durenberger
stated his intention te introduce two
additional bills aimed at federalism
reform. One will address the technical
questions of writing and managing
federal regulations directed at state
and local governments. The other will
go to more fundamental questions of
state-federal reiations in the areas of
federal preemption of state laws and
direct federal orders that come in the
form of both legislation and court de-
cisions.

The Subcommittee plans to hold
hearing this spring on the Inter-
governmental Regulatory Relief Act
of 1984.

The Supreme Court So Far. . .

Although a few cases of extreme
intergovernmental significance re-
main to be decided—thus preventing
a final assessment of the 1983-84 Su-
preme Court Term—once again, as in
previous years, the Burger Court has
exhibited no clear voting blocs nor
any consistent view of judical federal-
ism. Hence, the states prevailed in
important grant law, Eleventh
Amendment, and antitrust cases, but
came out badly on the losing side of
the judicial ledger in the always
tension-filled realm of preemption.

At issue in the major grant law
case of the Term, Norfolk Redevelop-

ment and Housing Authority v. Ches-
apeake and Potomac Telephone Co. of
Virginia, was the Uniform Relocation
Assistance and Real Property Acquisi-
tions Act of 1970. The Act applies to
most displacements caused by gov-
ernment programs using federal
funds other than General Revenue
Sharing. The case in question arose
when Chesapeake and Potomac Tele-
phone requested relocation assistance
after it was required to move some of
its tranemission facilities from a pub-
lic right-of-way as part of a Nerfolk
urban renewal project. Although
businesses as well as people may be
considered “displaced persons” for the
purposes of the Act, public utilities
are a unique category of business,
presenting government with special
problems. For example, a long-
established principle of common law
holds “that a utility forced to relocate
from a public right-of-way must do so
at its own expense.” Thus, amici join-
ing the Norfolk Authority asked the
Court to decide that “(albsent a clear
congressional statement that public
utilities should be compensated under
the statute, the courts should be re-
luctant to interpret the law in such a
way as to obviate decades of State
common law . ...” The Court agreed
and state and local governments
chalked up their first major victory of
the Term.

The states achieved another impor-
tant win when, early in 1984, a nar-
rowly divided Court greatly expanded
the Eleventh Amendment, the con-
stitutional provision which gives
states immunity from being sued in
federal court without their consent. In
the now familiar case of Pennhurst
State School and Hospital v. Hal-
derman (the case yielded an impor-
tant grant law decision in 1981—See
Intergovernmental Perspective,
Fall 1981) a 5-4 majority ruled that
federal judges cannot order “state of-
ficials to conform their conduct to
state law.” The decision is perhaps
the most far-reaching to date in a
series of Burger Court actions de-
signed to curb the power of the fed-
eral judiciary——most notably, in the
realm of habeas corpus petitions. The
newest Pennhurst decision may pre-
vent federal judges from questioning

atate officials on their policies con-
cerning state institutions, such as
prisons and mental facilities, gov-
erned by state laws.

State interests were also victorious
this Term in the still evoiving and as
yet legally murky area of official lia-
bility under the federal antitrust
laws. In Hoover v. Ronwin, the Court
held that state bar officials cannot be
sued under the antitrust laws by peo-
ple denied admission to a state’s bar.
Arguing that Arizona bar officials, by
allowing only a set number to pass
the bar exam rather than all those
surpassing a set standard, Ronwin
sued the bar and its officials charging
a restriction of competition. By a 4-3
plurality, the Court ruled that bar
examiners are an arm of the state su-
preme court and thus are covered by
the state’s broad immunity from the
antitrust laws. Lacking a majority,
the precedential value of the decision
may be limited. However, it should
gerve as an important guidepost in
the continued development of the
Court’s thinking in this area.

The states found themselves in a
less auspicious legal milieu when
questions of federal preemption were
at issue. Thus, in Secretary of Inte-
rior v. California—a case pitting Rea-
gan Administration interests against
those of the states—a badly divided
Court ruled that states may not ob-
struct federal offshore lease sales on
the basis that such transactions are
inconsistent with state coastal pro-
tection plans.

States suffered another preemption
setback when the Court, in a one-
sentence order, affirmed an appeals
court ruling on a Connecticut ban of
double trailer trucks. At issue was a
provision of the federal Surface
Transportation Assistance Act
(STAA) disallowing states from pro-
hibiting such vehicles. Connecticut
argued that the law violated its
rights under the equal protection
component of the Fifth Amendment’s
Due Process Clause and the Tenth
Amendment. The High Court, how-
ever, chose to give its blessing to the
lower court’s assertion that: “In gen-
eral, the power of Congress to pre-
empt state legislation affecting inter-
state commerce is sweeping. |Ilt is



likely that the Connecticut statute,
even in the absence of any con-
gressional preemption, might have an
unconstitutional impact on interstate
commerce.”

Far less controversial—though a
loss nonetheless for one state—was
the Court’s unanimous decision in
Aloha Airlines v. Director of Taxation
of Hawatii. In that case, the Court
ruled that Hawaii's tax on the annual
gross income of airlines operating
within that state is preempted by the
Airport Development Acceleration
Act of 1973. Section 1513(a) of that
Act expressly prohibits states from
taxing “directly or indirectly” gross
receipts derived from air transporta-
tion.

Despite the foregoing losses, the
states were judicially blest in one
preemption holding. In Sifkwood v.
Kerr-McGee the Court was asked to
decide whether federal law preempts
state laws under which employees can
obtain punitive damage awards from
thelr employers if the compdmes al-
low their employees to become radio-
actively contaminated. Fifteen states
joined the Silkwood estate; the Rea-
gan Administration supported the
pesition of Kerr-McGee. In contrast to
the California case, Administration
policy was rebuffed and the state
position vindicated when a narrowly
divided Court found “ample evidence”
for ruling that state negligence law
may permit awarding punitive dam-

ages.

Finally, of interest to city govern-
ments attempting to deal with urban
and minority unemployment by using
set-asides, was the Court's ruling in
United Building and Construction
Trade Council v. Mayor and Council
of the City of Camden. At issue was a
Camden ordinance requiring that at
least 40% of the employees of con-
tractors and subcontractors working
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idents of Camden. The Building and
Trade Council sought to have the law
declared unconstitutional as a vio-
lation of the Privileges and Immu-
nities Clause. That constitutional
provision seeks to ensure that citizens
from one state who visit a second
state are treated in the same manner
as the citizens of the second state.

The city argued that municipal ordi-
nances, unlike state laws, are not
subject to the strictures of the Clause,
Although the Court did not declare
the ordinance unconstitutional it did
I(:‘_j(:fkl« bdlnuLll S5 LU[ILB!ILLUH l'B!IldIlU‘
ing the case to the New Jerqey Su-
preme Court for determination of con-
stitutionality. The result may thus be
viewed as a mixed blessing; the city
has been left open to constitutional
attack, but the state has been given
final legal say.

1984 State Tax Changes

This year, states with tax changes
can be divided inte two categories:
those states that are still dealing
with recession-induced problems (par-
ticularly the western and southern
energy-producing states), and those
states that are experiencing the wind-
fall from a healthy economic recovery
(primarily the Great Lakes
manufacturing-based states).

The states that still are coping with
revenue shortfalis have been raising
taxes. So far, three states have in-
creased sales tax rates. These include
Louisiana from 3% to 4%; Oklahoma
from 2% to 3%; and Tennessee from
4.5% to 5.5%. Three other western
states extended last year's sales tax
increases that were slated for expira-
tion this July. Utah maintained the
4.625% rate for three more years,
while Idaho permanently adopted a
4% sales tax rate rather than allow
the current 4.5% tax to decrease to
3% as was scheduled; and Arizona
maintained the 5% rate rather than
allow the rate to revert to 4%.

Other significant tax increases in-
clude:

« Arizona raised the cigarette tax
rate from 13¢ to 15¢ per pack and
hiked excise taxes for spirits, wine,
and beer;

+ Louisiana increased the cigarette
tax rate from 11¢ to 16¢ per pack,
changed the motor fuel tax from 8¢
te 16¢ per gallon, instituted a new
5% tax for on-premise consumption
of aleoholic beverages, and raised
insurance premium, severance, and
hazardous waste taxes. A con-
stitutional amendment will be re-

ferred to the voters to increase the
corporate income tax base. This tax
package, including the proposed
amendment, totaled over $700 mil-
tion.

Oklahoma raised the gasoline tax
from 6.6¢ to 9¢ per gallon, hiked al-
cohol excise taxes by 25%, and re-
pealed the sales tax exemption for
beer and cigarettes;

South Dakota will maintain the
13¢ per gallon motor fuel tax which
was enacted as a temporary meas-
ure in 1981;

Tennessee increased the corporate
franchise tax and insurance pre-
mium tax;

-

Utah raised the franchise and net
income tax and severance tax on oil,
gas, and hydrocarbons, and hiked
the motor fuels tax from 11¢ per
gallon to 14¢ per gallon;

L]

Washington instituted a $30 per
month commuter tax targeted at
Oregon residents;

Vermont temporarily increased the
personal income tax from 26% to

28.5% of federal tax ]llclhl!lb_)’ and

placed a 20% surcharge on cor-
porate income;

Connecticut raised the motor fuel
tax from 14¢ per gallon to 15¢ per
gallon and provided for an annual
one cent increase for each year until
1991 when it will reach 23¢ per gal-
lon;

West Virginia taxpayers will vote
on a November legislative refer-
endum to amend the constitution
and raise the sales tax from 5% to
6%.
Major tax increases are now pend-
ing in the Alabama, Connecticut,
Mississippi, and South Carolina legis-
latures.

Conversely, tax talk in the Great
Lakes area centers around tax de-



creases. At this time, Wisconsin has
taken action to lift the 10% surtax on
personal and corporate income taxes,
and Minnesota decided to remove its
10% surtax-—both retroactive to
January 1984. A personal income tax
decrease Is imminent in Michigan.
Reductions in income taxes also ap-
pear likely in Delaware and Pennsyl-
vania.

Other tax decreases include:

» Georgia exempted prescription
drugs from the sales tax begin-
ning in fiscal year 1986, becoming
the 44th state to do so (5 states do
not have sales taxes);

« Nebraska reduced the personal
income tax from 20% to 19% of
federal tax liability, auto-
matically triggering a reduction
in the corporate income tax be-
cause the corporate rate is com-
puted as a set percentage of the
individual rate;

« South Dakota and Washington
lowered severance taxes;

. Tennessee will phase out the
sales tax on food plii‘CuaSt":S over
three years beginning in 1985;

« Colorado will allow the 3.5%
sales tax rate to decrease to 3% as
scheduled;

Hawaii will provide a $1 credit
for each exemption on the per-
sonal income tax as mandated by
the constitutional budget surplus
provision; and

» Rhode Island decreased the per-

annal income tax from 26% of fod-
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eral tax liability to 24.9%.

House, Senate Consider
Municipai Antitrust Liability

When the Congress adopted the
Sherman Antitrust Act of 1890 it in-
tended to circumscribe potentially
anticompetitive activities of private
trusts and cartels, not the public sec-
tor. In the 1943 Parker ruling, the
Supreme Court affirmed that states
were free of antitrust scrutiny. It was
assumed that local governments were
similarly immune.

But in its 1978 plurality decision in
Lafayette, the Court brought local
government activities under the reach
of this body of law. In the most pub-

licized case in this regard—Boulder
(1982)—the Court ended any auto-
matic immunity enjoyed by localities
by ruling that home rule by itself
does not constitute a sufficient grant

OI duuwruy lUI' 1ULdl guveuuiem,b to
act anticompetitively.

Local governments are now being
sued with increasing frequency for li-
censing, franchising, zoning, and reg-
ulatory decisions that by definition
displace or restrain competltmn
These cases are resulting in large
costs even when local governments
win. A case recently lost by a local
government will cost it $28.5 million
uniess the decision is overturned.
Concerned with the growing costs to
local governments, both in terms of
finances and their ability to govern,
committees in both houses of Con-
gress held hearings on this issue
within the last few months.

The Subcommittee on Monopolies
and Commercial Law of the House
Committee on the Judiciary held
hearing on March 29 on three bills
introduced by members of that Sub-
committee aimed at providing relief
to local governments. Presided over
by Rep. Peter Rodino, chair of the
Committee, and the bills’ authors—
Representatives Edwards, Fish, and
Hyde, respectively—the witnesses
provided strong testimony, though
few surprises. The testimony of state
and local officials representing the
National Association of Attorneys
General (NAAG), the National
League of Cities (NLC), the National
Association of Counties (NACo), the
National Institute of Municipal Law
Officers (NIMLOQO), and the National
Conference of State Legislatures
{(NCSL) closely followed the position
of their associations, further under-
scoring the sharp differences on this
issue between the state and local lev-
els (see Intergovernmental Per-

spective, Fall 1983),

Most important, perhaps, was the
apening statement by Rep. Rodino in
which he asserted several limits or
legislative approaches to this prob-
lem. In setting the context for this
hearing, he questioned whether the
Supreme Court’s ruling in Boulder

. truly represents a bold new de-
parture, or merely a clarification of

developments long in the mak-

ing. ...” Further, Rodino stressed

that any legislative solution would

face the problem of offering

. some measure of protection to

local units without running afoul of
the Tenth Amendment and its ad-
monitien to the federal branches of
government to avoid interfering
unnecessarily into the relationship
between the States and their politi-
cal subdivisions.

Congressman Radino also noted that
State immunity is not absolute, thus
a state cannot exempt “. . . private
conduct which is violative of the anti-
trust laws simply by authorizing it.”
The hearing before the Senate Ju-
diciary Committee on April 24 en-
abled a number of Senators, the Ad-
ministration and others to clearly

gtate their nositions. Senator Thur-

state their positions. Senator Tt
mond, Chairman of the Committee
and author of the bill on which this
hearing focused, began by stating
that “. .. a legislative response to
Boulder is necessary.” His emphasis
on rapid congressional action to pro-
tect local units stands in sharp con-
trast to a statement he made nearly
two years ago that congressional ac-
tion would await state and local
agreement on the appropriate solu-
tion.

Mayor Joseph Riley of Charleston,
South Carolina, a member of ACIR,
testified on behalf of the NLC and
underscored the threat to local
Ilnances anu governdm.e Lapamuuea
posed by their exposure to numerous
and costly antitrust suits. The mayor
caused a stir by noting a pending
antitrust suit against a village of
about 600 people in Colorado for
roughly $850 million—more than
$140,000 per village resident. He
extrapolated that a comparable suit
against the U.S. as a whole would
seek in excess of $35 trillion! To re-

Av +hi 4y
medy this situation Mayor Riley

urged that Congress amend the anti-
trust laws to provide a broad immu-
nity for localities similar to that en-
joyed by the states.



Juggling
Intergovernmental
Revenue

Concerns

by Robert J. Kleine

Government watchers have documented
the rise, distribution, and decline of fed-
eral intergovernmental aid. Washington’s
regulation of state and local activities has
also been examined. The judiciary’s role
likewise has been scrutinized and its im-
pact on the federal system substantiated.
Little noted, however, are the complex
webs of tax interrelationships and how
the search for revenues to finance the
three levels of government leads to com-
petition for tax dollars.

Table 1 shows how the national government domi-
nates the total revenue system although its position has
declined relatively over the last 20 years. Large federal
tax cuts in the last three years and a flurry of tax ac-
tivity at the state-local level have combined to reduce
the federal share, but the national government still col-
lected 61.7% of all government receipts in 1983, Given
the need to reduce the deficit and to finance en-
titlement programs, the federal share may begin rising
again.

This article reviews various revenue-raising proposals
with particular attention given to their inter-
governmental dimensions, This review, however, in no
way constitutes an endorsement of any of the tax
changes discussed. Rather, as the boxed information on
page 9 of thig Perspective tllustrates, the Commission
voted against raising specific taxes and favors ap-
plying the revenues from anyv additional taxation
strictly to reducing the deficit. The Commission further
urges that Congress consider a wide array of ap-
proaches to move toward budgetary balance, including:
expenditure cuts; a separate capital budget: a line-itern
veto, and, a constitutional mechanism to ensure bal-
anced budgets.

Four tiax policy issues are of special concern Lo stale
and local governments: continued federal deductibility
of state and local taxes, the tax-exempt status of inter-
est on municipal bonds, the possibility of a national
consumption tax, and federal re-entry into the excise
tax field.

THE FOOT IN THE DOOR

Conflict between the three levels of government over
the revenue pie is not new but it is now growing in in-
lensity. Two major federal tax actions since 1981 have
already had a significant impact on state and local
revenue-raising abilities and may foreshadow further

GOVERNMENT RECEIPTS, BY LEVEL OF
GOVERNMENT
SELECTED YEARS, 1954-1983
(Percent Distribution)

Federal' State Local
1954 70.9% 14.9% 14.1%
1959 69.4 15.6 15.0
1964 66.0 17.4 16.6
1969 66.4 18.5 15.2
1974 63.2 20.9 15.9
1879 64.5 216 13.9
1980 64.5 217 13.7
1981 65.5 209 13.4
1982 63.5 22.2 14.4
1983 (est.) 61.7 23.1 15.2

*Includes social insurance contributions.

Note: Percentages may not equal 100 because of rounding.

Source: ACIR, Significant Features of Fiscal Federalism, 1982-83
Edition, M-137, January 1984, Tabie 22.




ACIR’s Tax Policy

At its March meeting in Phoenix, Arizona, the
Advisory Commission on Intergovernmental Rela-
tions adopted the following recommendations re-
garding federal revenue actions to reduce the
budget deficit.

(1) FISCAL DISCIPLINE—The Commission de-

(2)

(3)

sires to make clear that its recommendations

concerning the intergovernmental implications

of any action to strengthen the federal revenue

system are coupled with two additional rec-

ommendations for building greater fiscal dis-

cipline into the federal budget process:

¢ that the deficit be steadily reduced and that
until the budget is balanced revenues gen-
erated by any additional taxation be applied
only to reducing the deficit; and

& that to move toward budgetary balance as
quickly as possible, Congress give attention
to the widest array of approaches available
to achieve balance—including expenditure
cuts, a separate capital budget, a line-item
veto, and a constitutional mechanism to en-
sure balanced budgets.

PRIOR CONSULTATION—The Commission
recognizes that the federal tax system could be
restructered in ways that would affect state
and local funding. The Commission recom-

mends, therefore, that national pelicymakers

consult extenswely with state and local elected
officials before charting any major new course
for federal revenue policy.

In particular, broad federal income tax re-
form which redurces or eliminates a wide ranges

form which reduces or eliminates a wide range
of tax benefits may substantially restrict two
provisions of the present income tax that pro-
vide fiscal assistance to state and local
governments—deductibility of state and local
taxes and the tax exemption of interest on
state and local bonds. Therefore. such federal
tax reform and revenue raising efforts should
include explicit consideration of potential
harm to state and local ability to raise rev-
enues and to borrow funds.

NO INCREASE IN FEDERAL SELEC-
TIVE EXCISE TAXES—The ACIR has con-
cluded that the benefits the national govern-
ment would derive from increasing selective
excise taxes would be more than offset by the

4)

(5)

(6)

negative effects such actions would have on
state and local revenue-raising ability. The
Commission recommends that Congress resist
pressure to increase federal reliance on selec-
tive excige taxes

OPPOSITION TO FEDERAL VAT—The
Commission concluded that a major intrusion
into the consumption tax field by the federal
government would restrict the ability of state
and local governments to increase their sales
taxes, would provide a powerful new engine for
federal spending, and would reinforce the cen-
tralization and fiscal dominance of the
national government at the expense of state
and local governments. The Commission there-
fore recommends that the federal government
refrain from enacting a major consumption tax
as an additional revenue source or as a re-
placement for other federal taxes.

RETAIN INDEXATION—The Commission
reaffirms its support for indexing the federal
personal income tax. If and when Congress
raises income taxes, the tax increase should be
the consequence of direct legislative action and
not the result of inflation-induced bracket

creep.

NO VOLUME CAPS ON TAX-EXEMPT

BONNG _Thas Oammigeinn concliidas that

APVFLNEZ L1 1IT ULILIHISIIUEL CULIVIUMGD LIIAU

state and local interests in issuing tax-exempt
bonds for private forms of economic develop-
ment must be balanced against federal aver-
sion to financing private projects that are

wu’]n]v VIDWDI" ag not r]nuﬂ'r‘vrnu' Fﬂf]ﬂ?‘ﬂ] AS-

sistance. The Commission opposes the im-
position of new federal volume caps. It recom-
mends, however, that Congress build on the
reforms enacted in TEFRA by: (1) eliminating
tax-exempt financing for projects that do not
merit federal assistance or that do not con-
tribute to economic development; (2) elimi-
nating certain opportunities for “double-
dipping” in which private businesses benefit
from federal tax benefits in addition to tax-
exempt financing; and (3) limiting the total
amount of “small issue” IDB’s allowed any one
user. The Commission noted, however, that
these restrictions should not apply to residen-
tial housing bonds and economic development
bonds for distressed communities.

9
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conflicts. The first was the new Accelerated Cost Recov-

Quatom | ALRY werrrf :
ery System tACRS) depreciation method, contained in

the Eeonomic Recovery Tax Act of 1981, which affected
most. state corporate income tax collections. Second, ex-
cise tax increases on cigarettes and gasoline in 1982
ended the national government’s long hiatus from the

nv;uu\ tay field
VXL [R50 G 8 L) L4

ACRS—To Decouple or Not: That Was the Question.
The Economic Recovery Tax Act of 1981 was the most
iar reaching (hdnge in the tax system since World War
1. Several provisions in this legislation affected state
and focal revenues. The most significant of these
changes, ACRS, has already reduced state and local
revenues by more than a billion dollars and will con-
tinue to depress revenues through 1986, Since ils en-

actment states have had to decide whether to follow the

new federal provisions. A number of states have decided
to disallow all or a portion of ACRS. (See the histing in
Table 2.3

The revenue loss was a major concern to state and
local officials, but not Lthe nnlv concern. The mmattention
to the intergovernmental 1mpl|L.1L10na of the 1981 legis-
lation gave governors and mavors reason to take a
much harder look at the advantages and disadvantages
of close conformity with the federal tax code.

Federal Re-entry into the Excise Tax Field. After two
decades of relative indifference to selected excise taxes,
the national government stepped up 1ts use of these
revenue sources. In 1982 the federal cigaretie excise tax

wias doubled from 8 cents per pack to 16 cents, effective

January 1, 1983 (to revert to 8 cents in September
1985), the first increase since 1951, In the intervening
vears the states took full advantage of federal inaction
in the cigarette tax field as the state share of total

.
federal-state cigarette collections increased from 255

percent in 1951 Lo 61.1 percent in 1982, Renewed fed-
eral interest in selective excise taxes is especially sur-
prising because President Reagan in early 1981 specif-
ically mentioned these tax sources as part of his effort
to turn back revenues and (‘Xl)(’n(ll“ll(" responsibilitics

to state and local governments.

Subsequently the Surface Transportation Assistunce
Act of 1982 raised the federal exase tax rate on gaso-
line from 4 cents to 9 cents per gallon, the first increase
sinece 1959, During this period stute governments raised
the motor fuel rate from an average of 4.65 cents per
gallon in 1950 to 9 cents per gallon in 1982, In 1983,
stale taxes on motor fuel ranged from a low of 5 cents
in Texas to 17 cents in Minnesota.

The alcoholic beverage tax was the only major selec-
tive excise tax that was spared in the 1982 legislation,
but legislation currently moving through Congress
would raise that tax too, with the proceeds used to re-
duce the federal budget defieit. Other legislation re-
cently passed in the House would retain 4 cents of the
J-cent cigarcite tax increase on 4 permanent basis.
State-local reactions to the cigarette excise tax increase
were different than those to the gasoline excigse tax in-

tfor
State Corporation Income Taxes at End of 1983
ACRS Part of ACRS
Allowed ACRS Allowed Not Allowed
Alabama Arkansas California
Alaska (1) Connecticut Georgia
Arizona Florida New lersey
Colorado Kentucky (4) (4}
Delaware Maine (4} New York
Hawaii Minnesota {4) Cregon
idaho North Dakota (5)
Hlinois Ohio (4)
Indiana Pennsylvania (4)
lowa South Carolina
Kansas Tennessee
Louisiana Virginia
Maryland West Virginia
Massachusetts
Michigan {2)
Mississippi
Missouri
Montana
Nebraska
New Hampshire
New Mexico
North Carolina
Oklahoma
Rhode Island
Utah
Vermont
Wisconsin {3}
District of
Columbia
{1} Depreciation for oil and gas producers and pipelines is com-
puted on the basis of section 167 of the Internal Revenue
Code as that section read on June 30, 1981,
{2) No corporation income tax. ACRS allowed for personal in-
come tax. Depreciation not relevant for single business tax.
{3) ACHS not available for public utilities nor for property located
outside the state.
{4) ACRS allowed in full for individuals.
(5) Individuals filing the short form are allowed ACRS in full.
Source: Federation of Tax Administrators, Tax Administration
News, Vol. 48, No. 2, February 1984,

crease. Proceeds rom the cigarette tax were not shared
with state and local governments, but a portion of the
new gasoline tax revenues was carmarked to maintain
and construct state highways and roads. Under-
standably, preemption appears more tolerable when
federal revenues are shared, but 11 may remain an im-
portant concern even when states and localities are
sparcd the burden of raising taxes for specifie purposes,
Another threat to state-local use of selective excise
taxes comes from a different direction. The Advisory
Council on Social Security has urged Congress to raise
federal excise tax rates on aleohol and tobaeco and to
earmark these revenues to cover a portion of the pro-
jected $200 to $3040 billion Medicare budget deficit ex-



pected Lo accumulate by 1995, This recommendation
't (L.’})él!‘t‘ o from past social sec Ln;fy
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financing practices. When faced with past shortfalls,
the national government inereased tax rates or broad-
ened the tax base. But the numerous social security tax
hikes in recent years and waning public support now
make it increasingly unpopular to move in that direc-
tion,

The Social Security/Medicare financing problem com-
bines with the massive federal budget deficit to pose a
major threat to state-local use of excise taxes. A dra-
matic increase in federal exelse taxes would not only
make it more difficult for state and local governments
to raise these taxes, but would also reduce consumption
of the taxed 1tems and hence decrease the revenues
available to the state-local sector, Excise taxes have
been used in the past to close small gaps in state budg-
ets at relatively little political cost; state officials will
be unhappy if large national increases take away these
frasy” revenue sources.

THE CURRENT PROBLEM:

rateY Y1 o II\'I'IIII'\ Al & "Wy FF= 4

CONFLICTING ALTERNATIVES

Large national budget delicits create problems for
federalism in two fundamental ways, First, if the defiait
is not reduced, public and private-sector competition for
funds will push up interest rates and slow economic
growth. Evidence is mounting that “crowding out” i
heginning to oceur as privale credit demands expdnd
with economic recovery. Three-month Treasury Bill

rates increased from 8.7 percent in November 1983 to
almoest 10 percent in April 1984, High interest rates
were largely responsible for the recessions in 1980 and
1982 which created the most serious fiscal problems for
state and local governments since the 1930s. The ex-
tended cconomie downturn forced state and local gov-
ernments to make deep budget cuts, enact large tax in-
creases and use up surpluses and “rainy day” funds.
These governments are in a weak p()HHl{)n to face an-
other financial erisis if the economic recovery falters
during the next year.

Second, actions to reduce the national budget deheit
may involve expenditure reductions and tax increases
that will almost certainly have an immediate impact on
the fiscal condition of state and local governments as
well as a longer-range impact on their revenue raising
apabilities. Of particular concern o state and local
governments are the potential impacts of federal tax
changes on the deductibility of state and local taxes,
tax-exempt bonds and tax “headroom,” especitadly with
respect to consumption and exeise taxes. The next sec-
tion discusses the various federal revenue optlions in the
context of these state-local 1ssues. These options are
summarized in some detail in Tables 3 and 4.

Among the options discussed, delaying indexation
and imposing a surtax on incomes would have the least
disruptive intergovernmental effects. Two options,
broadening the base of the income tax and adopting a
flat-rate income tax have perhaps the greatest potential
to affect states and localities. The final option dis-
cussed, adoplting a national consumption tax, falls in

the murky middle. In the latter case, the inter-
g(\UI\rl1rT1nlr1[;gl nnn wt der N ends to a l_u‘sf(' d!\‘!’l‘i'(‘ on the
type ()Fumhumptmn tax ddnptod, how hlgh ‘the rate 15,
and how the tax is designed and collected.

Delay or Repeal Indexation of Federal Income Tax.
Eliminating indexation which 15 scheduled to begin on
January 1, 1985 would reduce the budget defient by an
estimated $17 billion in FY 1986 and by $65 billion 1n
FY 1989, Some state and local officials favor delaying
or repealing indexation because it would do the least
damage to state and local fiscal interests. Although
higher federal income tax rates could increase pubhic
resistance to state-local tax increases (particularly in-
come taxes), higher national rates would increase the
value of items which are tax deductible and of the in-
terest exemption accorded municipal bonds. On balance,
therefore, it would be far less disruptive to state and
local interests than the other major revenue
alternatives—hroadening the income tax or enacting a
new tax. Indexation's proponents, including ACIR, base
their support on four major considerations:

« Fiscal Accountability- Indexation msures that
higher effective income tax rates are the product of
overt legislative action rather than the automatic
consequence of inflation.

« Tax Equity--Increases in tax liability should be
based on real rather than nominal income changes.

» Public Sector Growth—Without indexation there s
a bias toward expanding the public sector because
inflation automatically pushes taxpayers into
higher tax brackets, generating unlegislated rev-
CRues.

« Fiscal Imbalances  Without indexation, inflation
agprravates intergovernmental fiseal imbalances be-
cause the national government is the primary ben-
eficiary of “bracket ereep.”

Impose Surtax on Individual and Corporate income
Taxes. A 10 percent surtax would raize about $41 hil-
lion annually and would have roughly the same impact
on state and local governments as repeal of indexation.
Iigh federal income taxes would, as discussed above,
have some positive intergovernmental effects but would
probably stiffen resistance to raising state and local
taxes even more than would repealing indexation.

The major problem with the surtax, as with repeal of
indexation, 15 that it does nothing to address the eco-
nomic and tax-equity weaknesses of the federal income
tax. In fact, 1t exacerbates these weaknesses.

Broadening the Base. Proposals ta broaden the base
of the personal income tax would make a fundamental
change in that tax, climinating many i hot most 1items
ol tax preference (e, exclusions, deduction=, exemp-
tions, and credits), The amount nl' revenue g('nvmlpd
would depend on the specifies of the proposal the most
commonly discussed proposals wuu]d INCTRUSe revenue
about $45 to $50 billion annually. tSee Table 4 for an
cnumeration of many of the tax pu-lz-rvnv(-s that would



Table 3

Major Revenue Proposals For Reducing The Federal Budget
Deficit—A Comparative Analysis

KEY POLICY CONSIDERATIONS

EFFECTS AT FEDERAL LEVEL EFFECTS AT STATE-LOCAL LEVEL
) Political Administrative Economic Tax Equity Fiscal
Effect on Effect on EHfect on Effect on Threatens
Ease of Poiitical Ease of Capital Effect on Effect on Effect on Effecton  Valug of S-L  Effect on S-L Sales
Tax and Implemen- Account- Taxpayer Formation Work Economic Progres- Horizontat  Tax Deduc-  Tax-Exempt Tax
Description tation’ ability® Complianee  Incentives?  Incentives?  Distortions? sivity? Equity? tibiligy? Bond Status?  Position?
INCREASE TAX RATES
1. Repeal ingividual fair to very no change  no change stightty slightiy slightly slightty enbances enhances ne
income tax indexing good poor weakens WOrse reduces WwOrse value vaiue
2. Add 10% surtax to fair to good no change slightly stightiy slightly no change slightly enhances enhances ne
individual & corporate good weakens weakens WOFSE WOrse value value
income tax
BROADEN BASE OF
INDIVIDUAL INCOME TAX
1. Close major tax fair to fair slightly ng major n0 major slightly no majer stightly major major no
loopholes {no tax rate good improves change thange improves change improves weakening weakening
reduction)®
2. Switch to modified fair to good considerahly stightly consider- consider- slightly censider- Hajor major no
flat rate income tax poar improves weakens ably ably reduces ably weakening®  weakening
improves impraves improves
3. Switch to a2 compre- very good greatly slightly greatly greatly greatly greatly complete complete no
hensive, flat rate socr improves improves improves improves reduces improves eliminatiocn  elimination
income tax
ENACT NEW CONSUMPTION-
TYPE TAX
1. Add 2 bread-based fair to good no change  no change  no change no major shghtly no major no change ng change e]
energy tax good change reduces change
2. Add a Value-Added Bl poor no change® slightly no change no major slightly no majcr no change  no change possibly’
Tax {consumption-type} to Improves change reduces change
to current law® good®
3. Switch to a per- very good greatly greatly consider- greatly skghtly consiger- complete complete a0
sonal expenditure tax poor improves improves ably improves reduces ably elimination  elimination
improves improves
Source: ACIR staft, April 16, 1984,
'0n a scate of 1 to 4, very poor =1, poar=2, fair=3, and good=4. “Assumes that virtually ail of additionat revenue cbtained from the tax will
“Fair to good™* and “fair to poor” cccupy intermediate positions. See be used for deficit reduction and not as a supplement for the elimination
alsc Note 5. of any existing federat tax.
Refer to Table 1 for a complete listing of selected tax foophicles. From >Poer'" accountability i the tax is hidden; “good’ political accountability
that selection, the largest revenue saurces woutd be: eliminating the ex- if the total tax is stated separately at the retail levai,
clusion for private-purpose tax-exempt bonds, repealing deductibility of “Fase of tax compliance will be unchanged for individual taxpayers. al-
consumey interest payments, taxing 50% of Social Sec;;raty benefits, re- though business taxpayers may find tax administration more complex,
pealing the state and iocal sales tax deduction, and taxing some gepending oz its exact form.
empioyer-paid health benefits. ) "The seriousness of the threai is determined largely by the height and
*Complele elimination of the sales and personal property deduction cou- visibility of the tax. A VAT with a relatively high rate, say 8%, that is
pleg with a major reduction in the value of the real property and per- stated separately at the retail level would he highty restrictive. Con-
sonal income tax deductions. versely, a VAT with a relatively low rate, say 3%, that is hidden in the

retail price would be far less restrictive.




likely be eliminated.) Two of the items frequently tar-
geted for elimination are that state and local sales tax
deduction and tax-exempt interest on private-purpose
municipal bonds.

Removing the sales tax deduction would, in effect, in-
crease the sales tax burden on state and local taxpayers
by $3.6 billion, or 7 percent. The incidence of this
change, however, would be progressive because the im-
pact would be heaviest on taxpayers in higher tax
brackets. Low-income taxpayers would gencrally not be
affected; only 8.4 percent of all taxpayers with Adjusted
Gross Incomes of $15.000 or less claimed the sales tax
exemption in 1981

Kliminating the tax-exempt status of private-purpose
municipal bonds would inhibit an important tool for
cconomic development. However, all states and local-
ities would be affected so no single entity would be
placed al a competitive disadvantage. Furthermore, re-
maoving the tax-exempt status might reduce the volume
of such honds and lower the interest costs on public-
purpose tax-exempt bonds. The report of the Committee
on Ways and Means of the U.S. House of Representa-
tives on the Tax Heform Act of 1983 observed:

-the committee is concerned that the expanding
volume of private-activity bonds has inflated tax-
exempt mnterest rates, thereby increasing the costs of
© and lo

al hrn‘rnwln(r for traditional nublie Dur-

VLIALLILIRANINAL Uil P

poses (schools, roads, publlc projects, ete.). Co

petition from private-activity bonds may L}'IUH [orcv
state and local governments to choose between rais-
ing taxes, in order to meet incredscd burr()wmg cosis,
or nmwdlm: a lower level of service

Broadening the federal tax base offers one important
advantage for state and local governments. The income
tax bases of most states and cities are closely tied Lo the
national government’s definition of “income.” An in-
crease in the federal income tax base would result in
higher revenues for state and local governments.

From a tax policy standpoint, broadening the base of
the national income tax would case taxpayer com-
pliance and treat equals more equally.

The Flat Rate Income Tax. The flat-rate income tax
has generated considerable interest in recent years and
has been put forward 1n several legislative proposals.
The Bradley-Gephardt proposal named for its chief
sponsors, Senator Bill Bradley and Representative
Richard Gephardt, has probably attracted the most at-
tention and for that reason its provisions provide the
hagis for this analysis of the flat rate option.

This proposal 1s a4 modification of a pure flat-rate in-
come tax in that several tax preferences would be re-
tained and there would be four tax brackets with a
maximum rate of 30 percent.

'Individuai Income Tax Returns, Statistics of Income, 1981, Tables 1.1
and 2.1.

“Tax Reform Act of 1983, Report of the Committec: on Ways and
Means, U.S. House of Representatives on H.R. 4170, Vol. 1, 1983, p.
375

The interest in a flat-rate income tax is sustained by
widespread pubhic belief that the federal personal in-
come tax 1s badly flawed. This strong feeling is docu-
mented by ACIR’s 1983 public opinion poll. For the
fifth year in a row, the federal income tax received
more “votes” than any other major tax when respon-
dents were asked “Which do you think 1s the worst
tax—that is, the least fair?” (See Table 5.

The public’s aversion to income taxes can be ex-
plained by examining responses Lo two other questions
in the ACIR poll. When asked: “If federal tax col-
lections must be increased, which way is best?” 39 per-
cent of the respondents chose cutting back on all
itemized deductions. Raising tax rates was the second
choice, favored by 21 pereent of those surveyed. The
survey also asked: “Which one Lhdnge wuuld make the
tax system more fair: (1) Make upper income taxpayers
pay more, (2) Reduce taxes on lower income persons,
i3) Make business pay more, or (4) Leave the tax sys-
tem alone?” The first choice, selected by 49 percent, was
to make upper income Laxpayers pay more. The fourth
choice—leave the tax system alone-—was selected by 15
percent of those surveyed.

The poll results indicate that the federal income tax
Is unpopular because it 15 perceived as complex and un-
fair. Taxpayers believe that there are too many loop-
holes and that these loopholes are used by the rich to
unfairly reduce their tax liability. Although these
abuses may not actually be widespread, the perception
exists and i ois st rvngi hened by the complexaty of the
federal income tax.” The fact that people earning the
same income can be treated very differently under the
federal tax code fosters public hostility. This differential
treatment is highlighted by comparing the relatively
higher tax liabilities of persons who save their money
with those who borrow heavily, deduct interest pay-
ments and hence lower their tax liability. In addition to
the revenue foregone through legal deductions, tax
preferences may also encourage tax evasion. The [RS
estimated that the national treasury lost $87 billion
through evasion in 1981, The entire system has become
s0 complex that taxpayers are spending about $9 to $10
billion annually preparing their returns.

To summarize, a flat-rate income tax, whether com-
prehensive or modilied, 1s appealing because, by elimi-
naling tax preferences, equals are treated more equally,
economic distortions are reduced and the whole process
15 vastly simpiified. Such a change could help restore
taxpayer confidence in the tax system and reduce eva-
ston. Lower rates might also improve work incentives,
increase incentives for capital formation and contribute
to reducing tax evasion, These beneficial effects might
be realized despite ehiminating tax preferences aimed at
encouraging imvestment, such as Individual Retirement

“Internal Revenue Service data for 1980 indicate that 96 percent of tax-
payers earning $100,000 or more a year (and claiming a deduction for
state and Ioc:al taxes or morgage interest) had a mdrgmdl tax bracket of
between 50 percent and 70 percent
*fRobert E. Hall and Aivin Rabushka, Low Tax, Simple Tax, Flat Tax,

McGraw-Hill, 1983, p. 6. 13



Tab!e 4

A Comparative Description Of The Major Revenue

Estimate of Total
Additional FY 85 to
Revenue FY 89

for FY 85 Revenue
: in billions* Estimate
Tax Change {Source) in billions Tax Rate Tax Base

INCREASE TAX RATES $17 (CBO, %165 N/A Adjusting the individual income tax to
' FY 86) changes with Consumer Price Index is

1. Repeal individual income scheduled to begin January 1985, Under

tax indexing indexation, income tax brackets, standard
deduction, and personal exemptions will be
adjusted to annual infiationary economic

. changes.

2. Add surtax to individual  $39 (CBO)  $230-245 10% Existing individual and corporate tax base

& corporate income tax surcharge would be used with a 10% surcharge piaoed
on tax liability.

BROADEN BASE OF $25 (ACIR  $170-210 No change  Under the Tax Equity and Fiscai

INDIVIDUAL INCOME TAX based Responsibility Act of 1982, numerous minor

. estimates tax changes were made 10 raise large
;)OC:“;?:ST%)LL?” o in tax from CBO & amounts of revenue. The revenue estimates’
rat gs) g OMB) assumes closing the following commonly

discussed-tax preferences (loopholes); tax
50% of social security and railroad

retirement benefits over a specified
threshold; tax unemployment compensation
& workmen's compensation benefits; limit -
morigage interest deductions to only
primary residences; repeal charitable . .
contributions for non-itemizers; eliminate the
tax-exempt status for-newly issued private-
purpose state-local bonds; and repeal state
& local sales tax deductions. '

2. Switch to modified flat $45 (ACIR  $225-250  14% upto Under the current Bradiey-Gephardt

- rate tax estimates $40,000 proposal, there would be a base tax rate of
: - assuring a "26% $40,001 14% and two surtax rates of 12% and 16%
15% suttax) ' $65,000 depending on income level, The personat”

30% over exemption would rise 1o $1,600 for each
$65,000 taxpayer and the standard deduction would
{for joint be $3,000 for single taxpayers and $6,000
returns) " for married taxpayers. This measure would -
greatly broaden the income tax base, but
retains the popular deductions for interest
paid on home mortgages, charitable
contributions, large medical expenses, and
state and local income and real property
- taxes. These deductions, however, apply
only to income taxed at the 14% rate.

3. Switchtoa - © $45(CBQO) ~ $225-8250  22% A flat rate tax would provide one tax rate for

comprehensive, flat rate . - o : _ - all taxpayers and eliminate ail tax

L . income tax . . L L preferences. To match current individual
- : . . : : income tax receipts of about $300 billion,
CBO assumptions are based on a 19% tax
rate and raising the personal exemption to




Proposals For Reducing The Federal Deficit

Tax Change

Estimate of Total
Additional FY 85 to
Revenue FY 89
for FY 85 Revenue
in hillions* Estimate

Tax Rate

Tax Base

(Source) in billions

$1,500 from $1,000 and the zero bracket
amount to $3,000 for single tax filers and to .
$6,000 from $3,400 for joint retums. .
Assuming a 15% increase (or $45 billion} in
revenue was desired, a 22% tax rate-would
be required.

ENACT NEW
CONSUMPTION TYPE
TAX

1. Add a broad-based
energy tax

2. Add a Value-Added tax
{consumption type)

3. Switch toa personal
expenditure tax

$11 (CBO) $83

$54 (ACIR)  $310-340

$43-61

$215-305
{Brookings) :

5%

3%

Similar to
current
income tax
system

A broad-based energy consumption tax .

‘would tax domestic & imported energy,

including petroleum, natural gas, coal,
hydroelectric & nuclear power. The CBO |
revenue estimate is based on the value of
energy produced, but altemative
approaches could include taxing the units
produced (such as tons or barrels} or the
amount of heat content produced by each
energy source measured by Bntlsh Thermai :
Units {BTUSs).

A value-added tax is a tax on the value that
a stage of production adds to a product.
This added value is the sales price of the
products sold, minus the purchase price of
the-inputs or raw materials used in.
production. The tax is levied at each stage .
of production-and during resale. A
consumption-type VAT would show the
amount of VAT t6 be paid by the consumer
separate from the selling price of the
product. This tax would share certain
characteristics with a state sales tax. A VAT
can be-devised 10 exclude from taxation
business capital formation expenditures.

A personal expenditure tax is similar to an
income tax, but rather than taxing income
eamings, it would tax individuals’ spending
& exempt from taxation savings &
investment. The tax rates; personal
exemption, & zero bracket amount can be
formulated to be progressive. The major
source of additional tax revenue would be
derived from eliminating most tax
preferences now in the federal tax code.

*Hevenue eshmates from the Congresaonal Budget Office and the Office of Managemant and Budget were made in February 1984.

_ Soume ACIR staft (March 20, 1984). -
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Accounts, accelerated depreciation, and favorable
treatment of capital gains.

The lat-rate income tax still has serious drawbacks,
particularly a comprehensive one. First, there are seri-
ous transition and political problems. For example,
eliminating the deduction for charitable contributions
could hurt charities and eliminating the deduction for
mortgage interest would create financial problems for
many homeowners by sharply increasing the overall
costs of homeownership and reducing the value of their
homes. Second, the henehts would be greater for high-
income taxpayers because their marginal rates would
probably drop the most, thereby reducing the progress-
ivity of the federal income tax. Finally, eliminating tax
preferences or reducing marginal tax rates, or doing
both, would have serious implications for state and
local governments. A comprehensive flat-rate income
tax would climinate the tax-exempt status of interest
on municipal bonds and the deductibility of state and
local taxes. thus raising interest costs for state and
local governments and increasing the burden of state
and local taxes. A modified lat-rate proposal (such ax
the Bradley-Gephardt il avoids this first inter-
governmental pitfill by retaining the tax exempt status
for interest on general obligation (GOY bonds deemed
for “public purposes.” However, this distinction between
types of tax-exempt bonds could ereate problems for
those governments that issue revenue rather than tor
in addition tor GO bonds. Bradleyv-Gephardt also retains
the deduction for state and local income and property
taxes but would eliminate sales and personal property
tux deductions. Even a modified flat-rate tax such as
Bradley-Gephardt would have intergovernmental
effects 1L could, for instance, encourage state-local in-
come taxes relative 1o sales taxes, Also, the lower mar-
ginal tax rates in Bradley-Gephardt and other flat-rate
proposals would reduce the value of deductibility and of
the tax-exemption for municipal bond interest. In facl,
the proposal provides for these deductions to be claimed
at the lowest tax rate, 144

The Mat rate proposals would not, of course, restrict
state use of sales and exelse taxes. In addition, i those
states and localities where income taxes closely follow
federal defimitions, increased imcome tax revenues re-
sulting from the broadened federal income tax hase
might actually reduce the need for state and local tax
increases.

Value-Added Tax (or Other Consumption Taxes).
d
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ix (VAT or other consumption-hased
taxes such as a national sales tax or a personal ex-
penditure tax are appealing as a natienal revenue
source because large amounts of revenue can be raised
at low rates ($19 billion per one pereent in 1985 Fur-
thermore, taxes on consumption are viewed as more
conducive o saving and imvestiment than are taxes on
income. The VAT is also attractive Lo economists be-
cause it is neutral: that iz, all factors of production and
all forms of business are taxed equally. This neutrality
reduces the importance of tizxes in the business decision
process and minimizes economic distortions.

The value-added tax is imposed on the value a firm
idds to the goods it purchases from other firms. The
firm adds this value by using its labor force, machinery,
huildings, and capital to handle or process the goods
and services 1t purchases. Value added is the differencs
between a firm's sales and its purchases, or alterna-
tively, the sum of its labor costs, profits, rent, interest,
royalties and other operating costs,

Although the VAT 15 an attractive revenue source, it
has several weaknesses (hat make quick adaeption at
the national level unlikely. First, erities argue that all
consumption tuxes are regressive because low-income
persons spend a higher percentage of their income than
do high-income persons. Sccond, some fear that the
VAT could be a powerful engine for increased federal
spending because s broad buase enables a low rate to
generate substantial revenues. Third, many businesses
may oppose o VAT hecause it 1s not based on ability-1o-
pry and 1t would cover many unincorporated firms not
accustomed to paving business taxes. Fourth, and of
particular relevance to this article, state and local offh-
clals fear that a national VAT could limit their ability
to rase sales taxes. A VAT is generally viewed as a
form of retail sales tax, and 1= use at the national leved
might affect public acceptance of higher sales taxes at
state and local levels. How restrictive a federal VAT
might be will be determined largely by two factors—its
rale and its visibilitv, For example, a VAT with a rela-
tively high rate of sayv 3 percent that is stated sepa-
rately at the retail Tevel would be lnghly restrictive,
Converszely, o VAT with a relatively Tow rate tsay 3
percent) that s not stated separately but is hidden in
the retail price would be far less restriclive,

Interestingly, ACIR opinion polls have found that the

May May Sept. May

1983 1982 1981 1980
Federal Income Tax 35% 36% 36% 36%
State Income Tax 1 11 9 10
State Sales Tax 13 14 14 19
Local Property Tax 26 30 33 25
Don’t Know 15 9 9 10

Table 5

Which Do You Think Is The Worst Tax—That Is, The Least Fair?
May May May May April
1979 1978 1977 1975 1974 1973 1972
37% % 28% 28% 30% 30% 19%

May March

11 1t 11 10 10 13
18 17 23 20 20 13
32 33 29 28 3 45
10 11 10 14 1 11

Source: ACIR, 1983 Changing Public Attitudes on Governments and Taxes, $-12, 1983, p. 1.




Description of Michigan VAT

The only state that levies a value-added tax
(VAT) is Michigan. The Michigan VAT took effect
on January 1, 1976, and replaced seven other
business taxes, including the corporate income tax,
the corporate franchise tax, and personal property
taxes on inventories. Because the VAT is the only
major business tax in Michigan, other than the
local property tax, it is known as the Single Busi-
ness Tax.

The Michigan VAT is of the modified, con-
sumption type and is calculated using the additive
method. The taxpayer begins with federal taxable
income and adds to it the other components of
value-added: compensation, interest paid, depre-
ciation, royalties paid, and dividends paid. A full
deduction is allowed for capital investment each
vear. There is a $40,000 small business deduction
(which is phased out as profits increase), a credit
for firms with gross receipts of $3,000,000 or less
and low profits, a deduction for firms with com-
pensation costs in excess of 63 percent of the tax
base, and a limit on the tax base of 50 percent of
gross receipts for all firms, The original legislation
included a number of special transition deductions
that have been largely phased out. The tax is col-
lected in four quarterly payments and an annual
settlement. The rate is 2.35 percent, which has not
changed since the tax was enacted.

The yield of the tax in its first full year, FY
1977, was $803.5 million. The yield in FY 1983
was $999.7 million and the estimate for FY 1984

is $1.135 billion.

American public does nol have as negative a view of o
broad-based consumption tax (he it a VAT or a national
sales tax) as state and local officials may fear, par-
ticularly when measured against an income tax. In its
E483 poll, ACIR found that 52 percent of the public
favored a national sales tax as a source for additional
revenue (f revende had to be raised), while only 24
percent favored increasing the federal income tax.
There ure several ways to allay state-local fears
about the VAT. OUne is to share the revenues with
states and localities, either directly through a grant or
indirectly by allowing optional local taxing authority

and providing a credit for a state or local VAT, Another

way Lo reduce state-local opposition would be to make
the VAT look more like a business activities tax and
less Tike a retail sales tax. This appearance could be
given by using the additive method of calculation, add-
ing up the components of value-added. as is done in
Michigan, or by including the tax in the price rather
than stating it separately. (All European countries that
use the VAT, except Denmark, bury the tax in the
price.) These practices may appear devious, but they
would likely reduce the restrictive impact of a VAT on
state and tocal sales taxes. (The personal expenditure

tax, which looks very much like an income tax, would
probably not have a restrictive effect on sales taxes, but
a national sales tax, which directly competes with state
sales taxes, could be highly restrictive) Finally, the
tremendous productivity of the VAT could reduce the
Lax™s restrictive nature because a low rate could raise
substantial revenues while minimally interfering with
state and Tocal sales taxes.

CONCLUSION

Resolving the federal deficit problem will un-
doubtedly involve tradeoffs among many competing in-
terests. A proposal that constitutes good tax policy may
appear less desirable when its intergovernmental im-
pacts are carefully weighted. No proposal has vet been
advanced that can address all the problems of our
intergovernmental system without creating other prob-
lems.

By their very nature, the goals of comprehensive tax-
ation conflict with the goals served by various tax pref-
erences. From the intergovernmental viewpoint, most
important are the potential threats to the deductibility
of state and local taxes and to the exclusion of interesi
on municipal bonds. Also of concern are changes in the
national tax system that would limit the ability of
stutes and localities to raise revenue. However, inter-
governmental concerns do not stand in isolation,
Weight must also be given to the impact changes might
have on equity, progressively, simplicity, capital forma-
tion, work incentives, and economic distortions.

It might scem easiest to reduce the federal budget
deficit by increasing rates on existing taxes, but this
approach foregoes the opportunity to make changes in
the federal tax system that might well serve other im-
portant nattonal goals, including making the tax svs-
tem fairer, restoring taxpayer confidence, and removing
tax barriers to economic growth. Further, to reiterate
ACIR policy adopted last spring, policy makers should
pay attention to the widest possible array of options to
restore fiscal diseipline to the budgetary process.

Achieving any of these goals without weakening the
position of state and local governments in our federal
system will not be easy, but national policymakers
should carefully balance federal revenue needs against
the many competing and conflicting federalism inter-
ests.

Robert JJ. Kleine is a Senior Analyst in
ACIR’s Taxation and Finance Section. Other
members of the Section contributing to the
report on which this article was based include:
John Shannon, Daphne Kenvon, Susannah
Calkins, Emmeline Rocha, Karen Benker and

Mark Menchik.
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Local Finance:
A Bootstraps
Operation

by Stephanie Becker

Over the past decade, three major jolts
have altered the landscape of local gov-
ernment finance. First, local financial
emergencies—particularly in New York
and Cleveland—stunned the municipal
community in the mid 1970s. Secondly,
beginning in 1978, the taxpayers’ revolt
drove home the message of the public’s
aversion to property taxes and of a wide-
spread desire for slower government
growth. Third was the decline in federal
aid, first in relative terms in the late 1970s
and then in absolute terms in the early
1980s.

This article will explore the effect of these three jolts
on local efforts to diversify their revenue systems. Rev-
enue diversification began in earnest after World War II
when local governments sought to reduce reliance on
the property tax while increasing revenues through
local sales or income taxes. This type of revenue diver-
sification continues to the present day, but local sales
and income taxes have been joined by an array of non-
tax and other tax sources. Further, the revenue diver-
sification movement has taken a new twist; revenues
are increasingly viewed by local officials as not merely
sources to be tapped, but something government leaders
can help create.

REVENUE DIVERSIFICATION

Taxation is frequently likened to plucking a goose; in
both, the object is to gain the most feathers with the
least squawking. For most years in our nation’s history,
the favored local “feather” was the property tax which
in 1932, provided about two-thirds of the funds for all
local governments combined. By the beginning of this
decade, that proportion had fallen to about one-quarter.
Increasing federal and state aid undoubtedly was a
primary factor behind the declining role of property
taxes. Other influences, however, were important. Col-
lectively they can be termed revenue diversification or
“anything but property taxes.”

Not all local governments have traversed the diver-
sification path at the same speed. As Chart 1 indicates,
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cities have been able to tap nonproperty revenue
sources somewhat more readily than countics or school
districts. However, two caveats must be kept in mind.
First, national averages always conceal tremendous
variations within our diverse system ol fiseal federal-
st Chities 1in New Hampshire are stll extremely de-
pendent on the locat property tax  in 1982, that tax ac-
counted for 75% of all their own-source revenue. By
comparizon, Alabama eities have virtually shed therr
property tux skin - their property tax produced only 70
of their own-source revenue in 1982

The seeond caveat 15 even more important; it would
be very risky to muake a straight line extrapolation from
past trends and prediet that most cities and counties
will soon he able to throw away their property tax hair
shirts, In fact, adthough it woeuld be misleading to infer
i property tax comeback, colleetions have been rising.,
In fiscal 1982, property tax receipts climbed $6.9 bil-
lion, the sccond consecutive vear this revenue growth
has exceeded 9% 7 Although the percentage of local
revenues that comes from property taxes also went up,
from 30.7% in 1980 to 31.7% in 1982, the first time
since World War [l that this proportion rose.

Property Tuax Revenues Up. A survey of the Joint
Keonomie Committee CJIECH aind the Government
Finance Officers Association (GFOA) noted that in-
creased property tax revenues were “due to the di-
minished rportance of intergovernmental payments in
total revenues.™ Although this may be true statisti-
cally, it mav also have been that the drop in federal
grants, along with a decline in other tax revenues due
to the recession, left local officials with Little choiee but
to increase their reliance on property taxes or drasti-
cally reduce public services.

[n fact, total local government spending either has
dechined or remained static for every vear since 1978
when inflation is taken into account (=ee Table 11
When intergovernmental revenues are separated out,
however, o =lightly different picture emerges, Local
government spending from their own revenue sources
has actually increased modestly since 1979 Clearly,
local povernments were bearing down somewhat harder
on local taxes to make up for lost federal or state
Money.

Further, aithough property taxes may be ex-
periencing a modest renaissanee, their basie un-
popularity will probably prectude a return to their his-
torie role. In each of the 12 vears ACIR has polled the
public on the question “"Which tax do you think is the
worst?” the property tax won over ali other state-local
taxes.' In fact, for & years, it was judged the worst tax
overall.

'See "The Property Tax Paradox.” by John Shannon in Inter-
governmental Perspective, Fall 1883, p. 30.

“News Release, Tax Foundation, March 20, 1984,

‘John Petersen, “City Revenues: Tax Rates and Collections,” Re-
sources in Review, January 1984 p 9

*1983 Changing Public Attitudes on Governments and Taxes {S-12).
ACIR, Washington. D.C.

Table 1
Total Local Government Spending
in per capita, constant (1972) dollars
Including Federal Excluding Federal
& State Aid & State Aid

1978 $558 $275
1979 544 266
1880 541 268
1981 526 268
1982 523 273
1983 est. 523 276

Source: ACIR.

With property taxes now increasing, the natural
question is whether they will fuel similar renctions in
the future. Weighing against another round of property
tax-inspired rebellions is the faet that in 1983, property
tax revenues, although still increasing, were not rising
nearly as quickly as they did the previous two years.
Also, many cities have studiousty avoided property lax
rate hikes; in the National Journal survey, for exam-
ple, only four of the Nation's 25 Targest eities 1Bal-
timore, San Antonio, Indianapolis, and Milwaukee:
raised property tax rates last vear.” In the JEC survey,
only in the largest cities did the growth i property tax
revenues exceed the inflation rate in 1982, Overall, the
JEC data revealed that “property tax levies have not
kept. pace with the growth in the market value of real
property, thus leading (o a reduction in the effective
property tax rate.™

Sales and Income Taxes—Property Tax Alterna-
tives of Choice. Given difficultios with property taxes,
then, when state law has permitted (or when state au-
thority could be obtained), localities have diversified
their revenue mix. Most frequently the chosen alterna-
tive has been the sales tax. Some 6,000 jurisdictions
now levy local sales taxes, compared to 4,462 in 1973,
Cities rely on sales taxes Lo the tune of over one-
quarter of their total tax revenues. Counties are not far
behind with about 17% of their tax base coming {rom
sales taxes, o proportion that nearly doubled in the
1971-81 decade. Over the same period, sales taxation by
special digtricts—oespecially transit districts -climbed at
an even laster elip, from 5% to 18% of their revenues.

Only shightly more than half €270 of the states, how-
ever, authorize local sales taxes, a number unchanged
since 1974 when Wyoming joined the hist. Within the
27 states where they are allowed, local sales taxes have
gained wider aceeptance and account for sizeable shares
of revenues in several large cities (see Table 2

Local income taxes are the third biggest local tax
source, but their authorization is hmited to only 11
states. They are, however, very important to many
cities in these states. In six large cities, income taxes
provide over 60% of total tax collections (see Table 3.

“Stanfield, Rochelle, “America's Oldest, Largest Cittes Seem to Have

Found a Formula for Survival.” National Journal, Washington, DC
“Patersen, p. 9




Table 2

Reliance On Local Sales Taxes By
Individual Large Cities

General Sales and Gross Receipts
Taxes as Percent of All Taxes for:

Fiscal Year Fiscal Year

City and State 1971-72 1981-82
Buffalo, NY 7.2 !
Chicago, IL 14.1 16.7
Dallas, TX 19.6 27.3
Denver, CO 410 47.5
El Paso, TX 22.2 24.8
Fort Worth, TX 236 29.6
Houston, TX 25.0 29.9
Kansas City, MO 56 16.4
Long Beach, CA 225 22.3
Los Angeles, CA 195 239
Nashville-

Davidson, TN 22.4 31.0
New Orleans, LA 41.2 48.5
New York, NY 13.5 17.6
Oakland, CA 221 20.8
Oklahoma City, OK  37.8 68.5
Omaha, NE 26.6 42.3
Phoenix, AZ 39.0 415
St. Louis, MO 1.7 18.5
San Antonio, TX 26.5 458
San Diego, CA 29.1 40.3
San Francisco, CA 13.3 11.8
San Jose, CA 235 30.8
Seattle, WA 14.4 14.4
Tulsa, OK 55.1 80.5

Note: “Large cities” are those with at least 300,000 residents in both
1970 and 1980 enumerations. Washington, D.C., is excluded
as outside a state-local system. The large cities listed indi-

ara thaon thot lauiand o aanaral anlacs Ar Aarcoco ranaindo
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fax in at least one of the two fiscal years: 1971-72 and

1880-81.

Source: ACIR staff compilation based on U.S. Bureau of the Cen-
sus, City Government Finances in 1971-72 (GF72, No. 4,
Table 7) and City Government Finances in 1981.82

(GF82, No. 4, Table 7).

‘Buffalo rescinded its

sales tax.

are imposed, voter reluctance in recent vears to higher
taxes has slowed thut not stappedi their growth. Loceal
revenue diversification efforts in the late 149705 and
carly 19805, then, mvolved casting o wider net. This
net more and more frequently included user fees and
honefit-based taxes,

Pay-as-you-go government. Kevenues (tom user
fees inereased about three-fold from 1971 10 1981 Lo $56
billion " In a May 1983 survey of over 500 municipal
finance offices, ACIR found that raising user fees was
the most frequently undertiaken action cited thy 7279 of
respondents) o raise revenues. Califorma’s experience
after Proposition 13 was to sharply step up user fee
fevies and rates—in 1977-T3. California local govern-
ments derived only 13.4% of ownesource revenues {rom
fees texeluding utilities fees) but m T980-81 the pro-
portion was 189.5% . Whother increased fiseal pressure
will spur more locahties Lo follow Cahifornua’s payv-us-
vou-go example remains to be seen. With o few excep-
tions, aceeptance of u=cr fees appears to vary by region
tsee Table 4 and in some areas, such as New Fagland,
Il(llilll\)lhlll lldllll re Lo user foes ‘\"\'i” !i'la\l to <hift lu fore
they can become important revenine sources.

Because user feex have inereased dramatically, espe-
cially i Califormia and other =tates where they have

i~

“Local Aternatives to the Property Tax: User Charges and Nonproperty
laxes.” A working paper prepared for the Academy for State and Local
Government, Dacember 1983, p. 8

Table 3
Reliance On Local Income Or Wage
Taxes By Individual Large Cities

Income Taxes
as Percent of All Taxes for:
Fiscal Year Fiscal Year

Although income tax revenues have increased some-
what, from 4.6% in FY 72 to 5.8% of all local taxes in
FY 82, the number of local governments with this au-
therity has risen only modestly in recent years,

(Jnl\ Ohio, Al: 1h imin, Missouri, and New Ym‘k allow

y hsth loon ]l G te A P
u‘uu;_, Bolh o income taxes and saies taxes

- But even
in those few states, usage 1s highly l"(!btll(t(‘d. In prac-
tice, only Birmingham, Kansas City, 8t. Louis, and
New York City employ both forms of nonproperty tax-
ation.
Rovenue

( hicrora
ROVeRUL |

I LWo Dlgpe Wl revenue
rasers-—sales and income taxes-—-has obvious disadvan-
tages as a nationwide solution (o local ;)mhlvms Even
in those states where locals sales and/or income taxes

wrstfical
SRR

City and State 1971-72 1981-82
Baltimore, MD 14.2 216
Cincinnati, OH 57.7 727
Cleveland, OH 47.8 72.2
Coiumbus, OH 78.2 83.7
Detroit, MI 35.1 479
Kansas City, MO 37.0 32.7
Louisville, KY 55.6 64.5
New York, NY 21.0 271
Philadelphia, PA 62.5 66.4
Pittsburgh, PA 16.8 24.4
St. Louis, MO 29.4 31.4
Toledo, OH 74.9 76.8
Note: “Large cities” are those with at least 300,000 residents in both

Large GBS are mose

1970 and 1980 enumeration. Washington, D.C., is excluded
as outside a state-local system. The large ciiies listed indi-
vidually are those that levied an income tax in at least one of
the two fiscal years: 1971-72 and 1981-82.

Source: ACIR staff compilation based on U.S. Bureau of the Gen-

sus, City Government Finances in 1971-72 (GF72, No. 4,
Table 7) and City Government Finances in 1981-8
(GFB2, No. 4, Table 7).




State and Region 1972 1982
U.S. Average 22 .34
Mew England
Connecticut .07 0.11
Maine .08 0.16
Massachusetts 11 0.19
New Hampshire .09 0.11
Rhode Island .06 0.07
Vermont .06 0.09
Mideast
Delaware .49 0.60
Dist. of Columbia A7 0.10
Maryiand A7 0.26
New Jersey 2 0.16
New York A7 0.20
Pennsylvania .20 0.24
Great Lakes
lllinois 15 .22
Indiana .25 0.50
Michigan 27 0.35
Ohio 23 0.27
Wisconsin 15 0.50
Plains
lowa 24 0.40
Kansas 22 0.35
Minnesota .24 0.59
Missouri .25 0.35
Nebraska .22 0.41
North Dakota .18 0.28
South Dakota A3 018
Southeast
Alabama .67 0.85
Arkansas 56 0.78

Table 4
Local Government Current Charges Per Dollar of Local Taxes,
Fiscal Years 1972-1982

Florida .50 0.57
Georgia .66 0.75
Kentucky 40 0.40
Louisiana 27 0.43
Mississippi 70 1.12
North Carclina .36 0.51
South Carolina .49 0.66
Tennessee 42 0.47
Virginia .21 0.22
West Virginia 37 0.54
Southwest
Arizona .20 0.37
New Mexico .85 0.55
Oklahoma 41 0.44
Texas 33 0.38
Rocky Mountain
Colorado 22 0.27
Idaho 37 0.67
Montana A5 0.19
Utah 23 0.30
Wyoming .43 0.33
Far West
California .18 0.43
Nevada 44 0.96
Oregon 21 0.29
Washington .41 0.60
Alaska 70 0,59
Hawaii 10 0.12

Source: ACIR staft computations based on U.S. General
Accounting Office, "Including User Charges in the General
Revenue Sharing Formulas Could Broaden the Measure of
Revenue Effort,” PAD-82-23, September 2, 1982, Table
12, pp. 50-51; and U.S. Department of Commerce, Bureau
of the Census, Governmental Finances in 1981-1982.

been traditionally accepted, some have assumed that a
massive switch from tiaxes to fees 1s underway. A work-
ing paper written for the Academy for State and Local
Government discounts this assumption. Although rev-
enues from user fees have increased, reliance on them
as a source of finance has increased only for a few gov-
ernment functions.” Rather, because spending for func-
tions generally financed by fees has risen especially
sharply, associated user charge revenue has also risen
sharply. The examples cited in the study are utilities
and airports, both of which are user-charge-financed ac-
tivities that have experienced substantial spending in-
creases sinee the early 1970s,

Earnings on *idle cash’ and other local revenue
sources. State and local governments capitalized on
the high interest rates of the 1970s and early 1980s 1o
the point where interest carnings beeame a significant
revenue source. Local governments earned $13.7 billion
in interest in 1982, up from just $5 billion in 1977.
Large and medium size cities and counties have become
increasingly sophisticated in investing their “idle” cash
and 18 states have established local government in-
vestment pools to help smaller localities make the most
out of their short-term investments. Interest carnings
have been one of the hottest growth ilems on the non-
property tax side of the ledger but whether or not they
will be able to maintain their startling growth rate will
depend not just on local investment savvy but on pre-
vailing interest rates generally, 21
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Table 5

Local Selective Excise Tax Revenue Compound Average Annual Growth
Rates by Type of Excise, by State, 1971-72 to 1981-82

State

Alabama
Alaska
Arizona
Arkansas
California

Colorado
Connecticut
Delaware
Florida
Georgia
Hawaii
ldaho
lllinois
Indiana
lowa

Kansas
Kentucky
Louisiana
Maine
Maryland

Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Montana
Nebraska
Nevada

New Hampshire
New Jersey

New Mexico
New York
North Carolina
North Dakota
Ohio

Oklahoma
Oregon
Pennsylvania
Rhede Island
South Carolina

South Dakota
Tennessee
Texas

Utah

Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

Med:ian state”

Motor

Total  Fuel

Alcohol

8.4% 4.6%
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11.6
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13.8
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N = new in period;
Medians were calculated using only those states in which the tax was used in both years.

R - repealed in period; —

not used either year,

Source: U.S. Bureau of the Census, 1972 Census of Governments, Vol 4, No. 5, Compendiurn of Government Finances (Washington:
Government Printing Office, 1974), Table 46; and data for 1981-82 pravided in advance of publication by the U.S. Bureau of the

Census.




Table 6
Composition of State Aid
{$ in Billions)
1957 1962 1967 1972 1977 1981 1982

Education 57% ($4.2)  59% ($6.5) 62% ($11.9) 58% ($21.2) 61% (337 0) 63% ($57.2) 63%($60.7)
Public Welfare  15% ($1.1)  16% ($1.8) 15% ($ 2.9) 19% ($ 7.0) 14% ($ 7} 12% ($11.0) 12%($12.0)
General Aid 9% ($0.7) 8% (30.8) 8% ($ 1.8) 10% ($ 3.8) 10% (S 6.4) 11% ($ 9.8) 10%($10.0)
Highways 15% ($1.1)  12% ($1.3) 10% ($ 1.9) 7% ($ 2.6) 6% (s 36) 5% (% 47) 5%($ 5.0)
Other 5% ($0.3) 4% ($0.5) 5% ($ 0.9) 6% ($ 2.2) 9% ($ 5.4) 10% ($ 87) 9%($ 9.2)

Sources: The States and Intergovernmental Aids (1977), ACIR Report A-59, p. 10, Stale Payments to Local Governments, v. §, No. 3, of

state intergovernment expenditure to federal government.

the Census of Governments, U.S. Census, p. 14; State Government Finances in 1981 and 1982, U.S. Census, p. 10, adjusted for

Also included in the “evervthing but property taxes
category” are a number of other items. For example,
revenues from selective excise taxes imposed by local-
ilies are growing as shown in Table 5. Local business
mcome licenses and taxes also fall mto this category.
Revenues from local business income taxes vary
widely—from over 31 billion in New York City Lo less
than $500.000 in Flint, Michigan, according to a sam-
pling of large cities that impose these taxes. Local
business taxes perhups more than any other single tax
hecome enmeshed in the debate over taxes and business
locational decisions. Although many argue that local
taxes are but o minor component in this process, the
lear of driving business away (coupled with state pre-
emption of business income taxation and other factors
make hikes in this nonproperty tax unlikely ™

Intergovernmental Aid. Intergovernmental aid was
an important force allowing localities to lessen their
dependence on properly taxes in recent decades. The re-
sult, however, was increasing dependence on federal
and state grants. In 1962, for every dollar of taxes
raised, local governments received i3 cents from Wash-
inglon; in 1974, that figure had reached a high water-
mark of 18 cents for every local tax dollar ' By 1982,
showing the reversal of this trend, federal aid was only
13 cents for every dollar raised locally. State aid to
locahities also increased over the same 20 year period
but the rise was neither as dramatic nor the fluctu-
alions as great,

Most analysts do not foresee a quick return to the
days of rapidly increasing federal aid. In fact, many bhe-
lieve that federal grants witl do well just to keep pace
with inffation and will continue to lag behind local rev-
enue growth,

State aid, on the other hand, may fare better. One
obvious reason is that the states themselves are enjoy-
ing better fiscal health and will presumably be in an
improved position to assist their tocal governments.
State intergovernmental aid, although more than keep-
ing pace with inflation (see Table 61, has slackened
somewhat as total state spending slowed down during

""Trends in the Fiscal Condition of Cities: 1981-1983." Jont Economic
Committee. Washington, D.C., November 1983, p. 44

'""ACIR, Significant Features of Fiscal Federalism, 1982-83 Edition.
Washington. D.C.

the past few years. By comparison to other revenue
sources, however, state aid has been strong and grow-
ing, up by 7.4% to cities according to the JEC survey.
Because so much state aid goes for education tover 60%
of total state mid), renewed emphases on education re-
form and improvements may spur state aid in the fu-
ture. After education assistance and public welfare,
general “no strings” state aid to local governments
ranks next in terms of state intergovernmental spend-
ing. This type of state assistance is a larger source of
revenues to cities, counties and other localities than
either local sales or income taxes ibut not both com-
bined). General state aid then should be given its due
in any discussion of local revenue options and revenue
diversification.

As a rule—with several big exceptions—states tend to
emphasize either general aid or do-it-yoursell local tax
diversification, but not both, Rather than representing
a conscious either/or choice, in practice, many general
aid programs were created out of political realities
rather than by public finance considerations, For exam-
ple, revenue sharing in Michigan began as a package
deal to gain acceptance of a state sales tax. Also, o sub-
stantial portion of states’ general aid is carmarked 1o
reimburse local governments for state-mandated prop-
erty Lax exemptions such as circuit breakoers,

ENTREPRENEURSHIP

Another strategy for managing local finances s to cut
expenses and/or expand the tax base. [n some ways,
local officials have always pursued these two alterna-
tives, but in recent years their efforts have assumed
new, entrepreneurial dimensions. No less than a re-
definition of the role of local government is involved:

This new definition puts city government at the very
heart of what happens to the community in all
areas—Ifrom economic development to education, from
cultural affairs to health issucs—without the as-
sumed responstbility for actually providing these
services.'!
The new, entrepreneurial class of local leader also
seeks Lo create a climate conducive to investment, hope-

""The Entrepreneur in Local Government, ¢d. by Barbara H. Moore.
International City Management Association. Washington, D.C., 1983,
p .
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fully providing employment and tax dollars.

Throughout American history, the role of the mu-
nicipal corporation has dramatically changed. Before
the Revolutionary War cities were primary actors in
commerce and trade. By the end of the nineteenth
century, theirs had become a minor role, subordinate
to the private corporation and the state legislature.
After the Second World War cities became respon-
sible for land use planning and the delivery of an ar-
ray of social services. Now the erisis of our cities re-
guires a new role, one more directly related to the
creation of primary wealth ™

Mayor Henry Cisneros of San Antonio, Texas has
made creating a climate conducive to investment his
number one priority. Baitimore has been called the
“Cinderella City” because of its dramatic, if uneven.
turnaround. New York City, where only six years ago
the guestion was whether or not to formally declare
bankruptey, has tried and (by the Financial Control
Bourd's assessmentt succeeded in improving produc-
tivity with a shrunken waork furce and can now market
bonds and notes on a regular basis.

In many respects fiscal realities gave birth to the new
tocal entrepreneur. Like their counterparts in business,
public entrepreneurs have often had to act to cut their
losses. In municipal terms, because city governments
are highly labor-intensive operations, payrolls had to be
cut. All 25 cities in the 1983 National Journal survey
had reduced, frozen or slowed the growth of their work
forces. Chicago, for example, faced a $150 million po-
tential deficit and the new mayor cut Imnpublu mfetv
personnel by 15% during his fivst six months in office.
Overall local government employment fell for the first
time in modern history 1n 1981, down nearly 200,000
from its all time high of 9.4 million in 1980. Cities with
longstanding financial problems began cutting back in
the 1970s. Detroit, for example, has cut its workforce by
26%% since 1978.

In City Money, the authors point out that a “city los-
ing lnhu. and nnr)ul‘nlnn can he flae .1”\; sound 11 itx nuh-
hc ]l‘d(l('l‘- trim expenditures in pmpmtmn to dulmm;:
resources.” In fact, they atiribute city survival in the
19805 to an urban fiscal retrenchment that began much
carlier—1974 to be exact. The fuct that New York City
did not begin pulling back earlier led to its {inancial
crises, in contrast to a city such as Pittsburgh which
tailored expenditures more closely to diminished re-
sources. New York City's current fiscal health can be
attributed both to retrenchment and to its highly diver-

glf‘ll#(l oeonnmy .
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Changes in the ways services are delivered are
harder to quantify than employment levels or even ser-
vice levels. Nonetheless anecdotal evidence is mounting
that rather dramatic changes are occurring in the ways
public services are being delivered. For example, mu-

Yibid, p. 61.
"Terry Clark and Lorna Ferguson. City Money, Cofumbia University
Press, New York. 1983, p. 6.

‘ ‘ The most important
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government survival mix may
well turn out to be the decidedly
entrepreneurial approach being
taken by more and more local

leaders. , ,

nicipal departments are bidding against private con-
tructors to provide city services. Or. city halls and
county seats are co-providers with private suppliers. At
the same tirme cities continue to transfer certain func-
tions 1o other levels of government—such as Rochester.
NY transferring police services 1o Monroe (ounty-—or
they hive entered into providing services in new areas.

Collectively, the many changes localities are under-
gomg amount 1o a bootstrap operation. Whether
through searching for new revenues, cutting back ser-
vices, changing service delivery, or spurring economic
development, cities and counties weathered the finan-
cial crises, taxpayer revolts, and federal aid cuts of the
19705 and early [980s, But not all local governments
are outl of the fiscal woods and many are still having a
hard time recouping and regrouping following these
three jolts and the recession. It s in helping localities
still in need that the state’s role may turn out Lo be
critical. It is the state, after all, that can allow or disal-
tow revenue diversification, provide equalizing ad
among jurisdictions, and ofter seced money for com-
munity investment. Qutside assistance from whatever
source, hawever, will be noe substitute for local boot.
straps. The most important ingredient in the local gov
croment survival mix may well turn out to be the de-
cidedly entreprencurial approach heing taken by more
and more local leaders.

Stephanie Becker is ACIR's Public Infor-
mation Officer. This article is based on the
Commussion’s Tax and Finance Section study,
Local Revenue Diversification, being readied
for publication.



Similarities and

Differences:
Federalism in
West Germany
and the United
States

TrF

by S. Kenneth Howard

Startled, stimulated, reassured and re-
signed are all emotional reactions this au-
thor felt during two days of intensive
roundtable discussions and many infor-
mal conversations that were held between
small German and American delegations
assembled to discuss the workings of their

respective federalisms. This paper cap-
el b : :

[ ) R SN

sules the most striking similarities and
differences that emerged during a bi-
lateral symposium. These gleanings
seemed to arise under three general head-
ings: the effects of history and cultural
values; the powers and roles of the states;
and the impact of parties and the media.
The first three sections that follow will
take each of these categories in turn. Be-
cause these three sections tend to high-
light differences, a fourth and final sec-
tion will focus specifically on similarities.

THE EFFECTS OF HISTORY
AND CULTURAL VALUES

The forms and practices of any government refleet,
the history from which they have emerged and the cul-
tural values they are intended to promote. In the case
of Germany, history is replete with constant warring
among lercely independent mini-states. All Lthose
lovely castles along the Rhine symbolize this inde-
pendence, reflect the need for protection from one an-
other, and highlight the relatively small physical ter-
ritory dominated by any one sovereign. This German
history predates by many hundreds of years and Ameri-
can experience with independent states. When each
country laced the task of nadion building, the chal-
lenges and approaches had to be different hecause cach
had to deal with its own unique historieal forees.

Americans were Leving to govern a territory which
was much larger and more culturally diverse than that
of their German counterparts. Indeed, Americans take
pride in their diversity. We see it as a hallmark of our
system and we encourage it In establishing a nation,
the American Founders had to recognize that separate
sovereign and independent governments were already
n existence and functioning. In fact, had those gov-
crnments not been in place, it would probably have
heen impossible to organize a revolution, to win the re-
sulting war and to govern after that war. When the
members of the Constitutional Convention assembled,
they did so as representatives of states, voting was done
on i state-byv-stale basis, and ratification required indi-
vidual state conventions. The Constitution is a creation
of “We the People of the United States™ but both the
process of its creation and the document itself had to
recognize the practical reality of existing states.

The German experience was gquite different. Their ery
in nation building was “Unity, unity, unity.” To Ameri-
cans, states are “complete” governments, not just parts
ol « total. Germans are much more willing to tolerate
governments which are not nearly so sell sufficient,
asking only that these governments be integrated and
coordinated into a whole that makes sense. In cliche
terms, the Americans stressed dual federalism, the Ger-
mans cooperative federalism,

The Germans are deeply fearful that inequalitics will
foster disunity. Their demand for equality in a variety
of public policy fields seems extreme to Americans to
say the least. For example, college admissions in Ger-
many are centralized nationally so that each applicant
is assured of equal consideration for all the schools in
the country and the available intellectual talent is
spread more evenly across the schools. Student prefer-
ences and “market” processes are far less determinative
than in the U.S.

Not surprisingly. the Germans have developed a very
elaborate set of tiscal mechanisms for equalizing public
services and tax burdens throughout their different
governments.! There are fiscally richer and poorer

1. For further information on German intergovernmental fiscal rela-
tions, see Studies in Comparative Federalism: West Germany
{M-128), Advisory Commission on Intergovernmental Relations,
Washington. D.C.. 1981
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German and American
Federalism

Under the aegis of the Konrad Adenauer Foun-
dation and the Council for International Urban
Liaison and with financial support from the Ger-
man Marshall Fund, delegations from the United
States and the Republic of West Germany met in
Buehlerhoehe, West Germany, last September to
discuss the problems their respective nations face
in making a federal system work. The American
delegation included four past or present members
of the U.S. Advisory Commission on Inter-
governmental Relations (ACIR): Governor Scott
Matheson of Utah, Mayor Tom Bradley of Los
Angeles, Ambassador Richard S. Williamson, and
Congressman Robert 8. Walker of Pennsylvania.
Other members of the delegation were former
Minnesota Governor and U.S, Senator Wendell
Anderson; Scott County (lowa) Supervisor Maggie
Tinsman who is also Chairperson of the lowa
ACIR: Lou Winnick of the Ford Foundation; and
John Herbers of the New York Times. The Ger-
man participants included Dr. Wolfgang Zeidler,
President of the Federal Constitutional Court;
Minister of State Friedrich Vogel; Chief Mayor
Manfred Rommel of Stuttgart; Dr. Franz Rudolf
Klein, President of the Federal Fiscal Court; Dr.
Wilhelm Kewenig, a state senator from Berlin; Di-
rector Hans Ruhe of the Federal Ministery of
Finance; Dr. Thomas Loffelholz, Editor in Chief of
the Stuttgarter Zeitung; and Stuttgart City
Manager, Dr. Wolfgang Schuster. The symposium
was coordinated and directed by Professor Horst
Zimmermann of Marburg University and Dr. S.
Kenneth Howard, Executive Director of ACIR.

areas i Germany as in the US In Germany, far more
cqualization oceurs through the tax system and through
revenue redistribution than through standardizing or
centralizing services. However. the latter has occurred.
For example, police protection is a state, not a local
function. and teachers are paid by the states, not by
tocalities or school distriets.

Nonetheless, it 18 the tax sharing and redistribution
system that provides most of the equalization effects.
The tax sharing system is manipulated in such o way
that unrestricted revenues are allocated 1o the poorer
states over and above what they raise from their own
resources using Lhose same taxes, Those inerements for
the poorer states would otherwise have accrued to the
richer states because of their stronger resource bases,
This redistributional mechanism is available because
certain specific taxes are constitutionally or legally
shared between the state and national povernments.
and sometimes with local units as well. But how those
receipts are divided among the various states 15 deter-
mined by formulas that recognize differences in fiseal
capacily, speciat financial burdens, the degree of ur-

hanization and population density, and national aver-
age tax capacity. As a general rule. no state has re-
sources available for providing public services that are
fess than 924 or more than 1104 of the national per
capita average. Having some states directly send part of
their tax revenues into a nationwide equalization fund
for redistribution to poorer states cuts across the grain
of American notions about state sovereignty, a concepl
the Germans easily let yield to the need for equity.

In fact the German Basic Law (Constitution) pro-
vides:

The Federation shall have the right to legislate in
{hese matters to the extent that a need for regulation
by federal legislation exists because the maintenance
of tegal or economic unity, especially the main-
renance of uniformity of Jiving conditions bevond the
territory of any one tstate), necessitates such regula-
Ltion.”
In short, the German drive for unity is so concerned
with equality in service levels and tax burdens that it
makes virtually unconstitutional a federalism that
siresses diversity!

Nor does the influence of this emphasis stop with
Jegal and fiscal matters, 1t aftects government strue-
tures as well, Diserepancies and differences can be
mitigated by reducing the number of governments,
thereby broadening the reach of the remaining ones.
Cenerally, fiscal capacity differences between different
governments within a common geographic area will be
smaller in scale as there are fower governments in-
volved. The Germans have pursued just such o logie for
promoting equality, having in recent yvears reduced the
number of governments by two-thirds, from 24,000 Lo
K000, There is little possibility anything comparable
could be accomplished in the United States,

THE POWERS AND ROLES OF THE STATES

In many ways German states ' Luendery hold powers
American state officials would deeply envy. On the
other hand, they lack strength in areas Americans
deermn fundamental 1o having effective power and to ex-
ercising 1t well, Interestingly, both countries are cur-
rently struggling internally with issues surrounding
the role of the states in a federalism.

The most powerful tool in the hands of the Laender s
the Bundesrat, o unique second house in a national bi-
cameral legislature, The Bundesrat reviews all Bun-
destagr (Parliament -initiated laws which might affect
state interests and can approve, alter, ar veto such
legrislation. This power of review affeets about H0% of
all legislation passed and it is especially mmpoertant in
fiscal affairs.

Formally known as the Council of Constituent States.
the membaers of the Bundesrat are appointed by the
stite governments and may be removed by them. In

2. Aricle 72 (2) 3



Excerpts From “Notes On
West Germany”’

by Anthony Downs
POPULATION

The Federal Republic of Germany (West Germany)
had a 1981 population of 1.4 million persons in
an area of 96 000 square miiesm-about the size of
Oregsn or W yommg {each of which contains fewer
than 2.7 million people). So West Germany has
27.3% of the total population of the continental
U.5. in 3.2% of its total area. West Germany’s
population was 50.2 million in 1950, rose to 61.8
million in 1974, and has declined since then. Its
growth after 1945 included over 14 million refu-
gees. That inflow was cut off by construction of the
Berlin wall in 1961. East Germany’s 1981 popu-

lation was 16.8 million in an area about the size of
ﬂhln \l'l"\lr"h had 102 millinn nannla i 1Q8N0
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West Germany is now experiencing a notable mi-
gration of households from north to south quite
similar to our movement from the Northeast and

Midwact ¢n tha Qoiith anmd Wact thonioh ralagtivyals;
IaWesy Lo i Sl alill vy SSr—uldUUgnl Fciavivery

smaller. It is occurring for similar reasons, too: the
south has a more attractive climate and geog-
raphy, many older persons are retiring there, the
fastest-growth industries are located there, and

the alder maore ohsolete heavv industries are in
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the north in the Ruhr area. Hence housing prices
are higher in the southern states than in the
north, and vacancies are rising in the indus-
trialized Ruhr.

INCOME AND POVERTY

Why has Germany been more successful in almost
eliminating poverty among its citizens than the
1J.S.? This was the most intriguing question raised

I’\\? myr Ii"lclf ncnnrﬂn"v anr'p f]’\ﬂ IT q IQ nﬂ"]‘lﬂnq a
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bit wealthler My discussions with West German
economists and others indicate that these West
German traits lacking in the U.S. help explain
this result:

¢ The West German government inherited a
tradition of paternalistic care for the working
class by the government that started with Bis-
marck. There was no such tradition in the
U.8. until the New Deal of the 1930s, and
even than it was not universally accepted as
desirable or necessary.

« By the end of World War II, nearly all West
German citizens, from the very richest to the
very poorest, had personally experienced the
hardships of extreme deprivation and loss,

both economic and personal. Everyone saw the
desirability of creating a social welfare system
that would help those injured by forces beyond
their control to survive at a decent minimum
standard of living,

« Until recently, the West German population
consisted almost entirely of persons of German
ethnicity who spoke German. This homo-
genelty prevented any large groups from be-
mg considered SOCiﬁu_y’ or otherwise inferior u_y
the majority, and therefore discriminated
against in any way. That has clearly not been
the case in the U.S, We have a long history of
ethnic discrimination, and many social aid
programs predominanu y serving blacks or

other minority groups have been limited in
resources for that reason.

» West German public education is far more
equal in quality all across the country than
US. pubhc education. All schools are financed
by the state and national governments, not
local governments; hence they receive about
the same funding per student regardless of
where they are located. Also, teachers are
civil servants who cannot refuse assignment
to specific jobs; so the quality of teaching is
much more even geographically. Finally, the
vast majority of students come from
ethnically-similar homes with parents highly
regpectful of the value of education.

This drastic reduction of poverty through oper-
ation of a welfare state has some costs, too, though
it is hard to prove exactly how large they are. Tax
receipts as a fraction of gross domestic product in
1980 were lower in the U.S. than in West Ger-
many but higher in France and Sweden than in
West Germany. Fringe benefits now comprise
about 70% of total wage costs per worker, and it is
difficuit to fire workers once they have been hired.
Firms are reluctant to hire additional workers,
preferring instead to substitute capital for labor.
Moreover, small businesses have more difficulty
getting started than in the U.S. All these factors
may be related to the much siower growth of em-
ployment in West Germany than in the U.S,, and
the supposedly larger extent there of the so-called
“underground economy” that does not pay taxes.
There is now pressure to shift to a 35-hour week
to spread the work around. But doing so without
reducing worker incomes would increase labor
costs and thus reduce the competitiveness of West
German products in world markets.

Anthony Downs is a Senior Fellow with the Brookings
Institution in Washington, D.C.
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fact, the states” governors decide who will represent
each state in the Bundesrat and for how long. In prac-
tice, the effective working membership of the Bundesrat
consists primarily of career bureaucrats, most of whom
come from the ministries of the formally-designated
members. Voting is weighted shightly to recognize popu-
lation size differences among the states, but each state
casls its votes as a block.

The Bundesrat is not simply a second house; it exists
separately from the Parliament. There may have been
some similarities between the Bundesrat and the U.S.
Senate before the popuiar election of Senators was rat-
ified in 1913, but there is certainly little today.

Furthermore. the law requires that the associations
of state and local governments he consulted as policies
and statutes affecting these governments are being de-
veloped. The American system contains no comparable
legal assurance of broad-scale participation by repre-
sentatives of state and local governments.

Finally. the national government is prohibited from
dealing directly with local governments. There are no
national-local grants, for example. Everything must go
through the states. Anyvthing the national government
does for or with local governments is completely at the
sufferance of the states. There simply are no such
“things” as federal-local intergovernmental relation-
ships.

Envy among American state officials decreases
sharply when they understand that German states have
no independent taxing authority. Most state revenue
comes from taxes which by national law are distributed
in set proportions amony the three levels of government
or are divided between the states and the national gov-
ernment. The actual rates and coverages of these
shared laxes and of those taxes assigned exclusively to
the states are determined by the national government.
To the extent that these tax sources are economically
sensitive tmost arel, the states must ride with the eco-
nomic tide, having virtually no taxing authority of
their own with which to offset economic vicissitudes.
The equalization advantages of the German tax-sharing
system have come at the expense of state fiscal au-
tonomy.

The Bundesrat also cuts two ways. I elearly gives a
stronger hand to the states” governors, but it does Jittle
to enhance state legislatures. Indeed, German state
legislatures are {ar less powerful than their American
counterparts, especially in the fiscal field. Much of what
the Laender parliaments adopt must conlorm with
national “framework” laws and there are relatively few
areas without such national legislation. German leaders
recognize this weakness and are trying to find appro-
priate ways Lo enhance the role of state legislatures.

(Given their lack of power in other fields, and their
very powerful role vis-a-vis their local governments, it
is not surprising that the German state legislatures
spend a lot of time regulating local government activi-
ties, much to the consternation of German local offi-
cials. Indeed. one felt very much at home listening to
mayors Lalk about their relations with their state gov-
ernments, no matter which lunguage was being spoken.

‘ ‘ The German penchant for
regulation and legalization gives
sustenance to the state

legislatures. § 5

The German penchant for regulation and legalization
gives sustenance to the state legislatures. They regu-
late local governments so closely that even zoning
changes and many kinds of budget actions require state
approval. Furthermore, there 15 no such thing as an in-
dependent local schoob board on the German local gov-
ernment scene. I the states are in many ways admin-
istrative arms of the national government, the local
governments are lackeys of the German states.

The American system may have nothing really com-
[mmblc to the Bundesrat, but some means are available
for reviewing the geographic or territorial impacts of
proposed legislation and policies. For example, many
states and several large cities try to protect and pro-
mte their legislative and program interests by main-
taning offices in Washington, D.C. These offices ob-
viously test every major proposal by asking: What does
this do for us in iname of jurisdiction? In addition, a
variety of regional organizations have been created to
look out for “western,” “southern”™ or other such inter-
ests. There are even regional groupings among the
members of Congress with staffs and other capabilities
for appraising proposals in terms of their specific geo-
graphic implications. Nonetheless, these mechanisms
pale 1n comparison with the Bundesrat for assuring
that speciflie stale interests and concerns are reflected
in natienal policy deliberations and programs.

Discussions about the rotes of the states also gener-
ated many “sounds-just-like-home” feelings! Clearcut
distinctions or dichotomies i roles between national
and state governments will probably never work in
highly volatile political settings. Ambitious politicians
rarely want Lo acknowledge that an issue 15 outside
their purview; if they can’t appear to be in control they
at least want to appear informed, concerned and striv-
ing to improve things. Practicat polities tend to oblit-
crate finely honed separations—a dynamic balancing
act 15 always in process.

The German Basic Law recognizes this reality more
forthrightly than the American Constitution. Both
documents itemize functions which are exelusively
national, such as defense and issuing currency. The
U.S. Constitution uses a “residual powers” approach for
everything else, while the German Basic Law dis-
tributes the remaining functions in a much more
defined way. Certain functions are listed as “con-
current”—where state action is possible as long as fed-
eral actton has not been taken. Other functions are
listed as cooperative—hoth ean operate in these fields
with the extent of “cooperation” to evolve through the
political process. The Basic Law even specifies how the
costs of supporting these latter joint tasks will be al-
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stresses in both nations’ efforts to make federalism
work: acid rain and distributing the proceeds from sev-
erance taxes. The difficulties encountered in reconciling
national and state interests in both of these areas are
comparable on b of the Atlantic.

Clear ly power in each country has tended over the
years to become more and more centralized. Given their
stronger imperial history, Germans may be more prone
than Americans to accept such hierarchial tendencies,
but neither nation has been unafTected by the various
social forees (war, recession, modern tec hnulngy and
broad social movements) that encourage centralization
of governmental power. Nonetheless, Americans would
probably never tolerate having their states become ad-
ministrative arms of the national government to the ex-
tent that such o condition exists in Germany today.

PARTIES AND THE MEDIA

h sides

Governments are controlled and shaped by politics.
Politics in turn are heavily affected by parties and the
media. [L s in these areas that the sharpest contrasts
emerge in the ways that the Germans and the Ameri-
cuns make their federal structures work . As for parties,
there are important national differences in their legal
standing, their ability to discipline members, and in the
way campaigns are [inanced. The media contrasts are
equally vivid.

Unhike American parties, German political parties
are speeifically mentioned in the constitution. Indeed,
German parties are recognized as organizations of gov-
ernment and governance: in terms of standing and
privilege they are on a legal par with other con-
stitutional entities. As might be expected, there is o
great deal more national legislation concerning parties
and elections in Germany than in the United States. In
the U.S. virtually all of this field is governed by indi-
vidual state legislation,

Beyond their legal role, the German parties play an-
other vital role in policy development. Most major pub-
lic policy issues are thrashed out and debated through
party circles and processes hefore they emerge in the
formal public consultative and legislative arenas. The
parties, for example, offer o route mayvors can and do
use to get attention divected to local concerns that are
common nationwide. German parties are not just
election-campaign phenomena as parties tend to be in
the United States; they arc an established and re-
spected mechanism for raising, analyzing and resolving
major substantive policy issues. Some observers would
even contend that having the parties in this role is
what enables the formal governmental systems, inelud-
ing federalism, to work.

By European standards, there is no discipline in
American parties. Indeed, American politicians can of-
ten gei more attenbion and media coverage by boiting a
party or by actually campaigning against it than by
any other action. In a political system where name rec-
ognition is a major key to success, parties can be useful

whipping boys ax well as help!ul symbols.

Az in most European parliamentary svstems, a Ger-
man party is far stronger and far more p()lltl(“l“_v sig-
nificant than its’ American counterpart. Part of its
strength and discipline stems from ideological con-
Hld(‘ldll()l]\ but thh fmu' should not bhe overstated. (:( -
man part mnuch clearer than
those of /\n werican parties, but wide shadings of npmmn
exist within German parties as well. Furthermore, the
Germans are hvginning to see non-partisan “parties”
‘md urg' m/ limns tnerease at the local level and

i)u‘wllluu\l dre

rroups are also emerging. Hois not
('Iun wh lt m]patt lhose new tendencies may have on
the basic party structure which has dominated Ger-
mzmy since the end of World War 11,

The most ngnlllhlﬂ[ mstruments for pmnmtm;_f Ger-
my ibtle than ideologrical
mmpat(lbllltv inclusion on the ballot and campaign fi-
nancial assistance. The American system is dominated
by single-member-district and winner-take-all practices

which place tremendous emphasis on the individual
candidate, Furthermore. the American pe

riraate nermore, e Amoerican poer
primary elections means thal an lndl\ldtld' can obtain
a party’s label and ballot position without having any
or much support within the party’s organization and
leadership. Primaries ()hvl(llh]\' wvakc'n party discipline
and they are virtu any. Primaries
make campaighs more cu'«tlv .md give stn-n;_{th to in-
terest groups and single-issue organizations that have
money and human resources to offer 4 campaign. Such
groups arc not unknown in Germany, butl they are far
less powerful than in the United States.

To get on a German ballot, a candidate needs the en-
dorsement of the party. Few candidates run as indi-
viduals for specific seats. Most of the seats in the
national and state legislatures are alloeated pro-
portionally according to the vote cach party garners
througrhout the jurisdiction doing the electing. The in-
dividuals who get these non-candidate-specific seals
come off party “lists.” The nearer one stands to the top
of the list, the more likely one s to win a seat, The
party must win more and more votes for candidates
placed lower and lower on the lists to win one of the
proportionally assigned seats. Assuming a reasonably
competilive jurisdiction, persons listed early are rela-
tively assured of election. These are the “safe” seats in
German politics. One's placement on the “list.” how-
ever, is up to the party, an obvious inducement Lo party
fmltv

The party is also the key to campaign financing. For
the most part campaigns are publicly financed in Ger-
many. Although individual contributions are sought
and given, they are not the backbone of campaign fi-
nancing and the sophisticated diveet mail solicitation
that has become commaonplace in the United States is
simply not done in Germany. The public funds are put
al the disposal of the party for it to use as it sees fit,
Individual candidates, especially ones disloyal to the
party, have a hard time attracting campaign funds un-
der these conditions,

Media costs now constitute the largest exenditure in

re far !\'.‘rn suntie tn
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most major American political campaigns. In the

o o pynaratoac o

TTenidond Qboadonen a1 s P
uUniteqa Stales, the free market oper ong hoth the

avca amuug LICFULE LLis
print and the clectronic media. In Germany, the elec-
tronic media, both radio and television, are publicly
owned and operated. The print media is not so con-
gtrained.
Under legislation s
national government allocates radio and television time
to the parties in accordance with the proportion of votes
each received in the last relevant election. The parties
in turn determine how that tirme will be used. Indi-
vidual candidates simply cannot “buy” time, This ar-
rangement enhances party discipline further and re-
duces the tendency for successful candidacy to be a
function of one’s ability to raise money by whatever
means. These arrangements also tend to minimize the
advantages of running a negative campalgn against an

Fe
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individual opponent.

To assure some objectivity in news coverage, indi-
vidual reporters are given a lot of independence 10 the
German electronic media, with the expectation that
they will use this independence in a professionally re-
sponsible manner. Such reporters also enjoy much
greater job tenure than their American equivalents.
German parties understand well that whoever is in con-
trol today may be out of power tomorrow. Fears seem
almost non-existent in Germany that the government
will abusce its control of the electronic media for cam-
paign purposes and self-promotion.

TENDENCIES AND SIMILARITIES

Despite the sharp differences in their political party
practices and their media settings, the German and
American systems seem to be moving down some simi-
lar paths, some of which may be more paralleling than
converging, but at least they are not diverging.

In both nations, present interest in governmental de-
centralization may reflect current economic conditions
more than changes in underlying political values, Both
nations are coming out of deep economic recessions.
When fiscal resources are scarce, all sorts of ideas get
reconsidered, including greater governmental de-
centralization. However, the basic social forces which
encouraged more and more centralization in the Nrst
place have not really abated. [t remains to be seen
whether the decentralization movement in either coun-
try can sustain itsell after economic recovery.

Rebalancing either federalism probably means mov-
ing more resources and powers toward local govern-
ments. The extent to which such shifts take place in
either country depends primarily upon the actions of
state governments. How the states choose to treat their
local governments on a variety of matters will keenly
affect how much decentralization actually occurs.
Within the state governments, the state legislatures
seem most important, particularly in the extent to
which they want to continue heavy-handed regulation
of local fovernments, especially in Germany. How the
state legislatures respond to the leadership of their re-
spective governors and to the concerns of their local

governments is an unsettled but challenging issue in
hath nationsg

Both countries are reconsidering how they distribute
the various governmental functions among the different
governments. In the United States, this process has
come to be known as “sorting out.” It was given a sharp
forward thrust by President Reagan’s New Federalism
proposals. The German concern is more subdued at this
time, but serious questions are being raised about the

joint state-federal functions and whether or not they

should be rearranged in significant ways. Some changes
may be accomplished statutorily, but others would re-
quire constitutional amendments. The complexity and
political difficulty of this undertaking are recognized in

NOTES...

URBAN PLANNING, AFFAIRS,
AND POLICIES

A rather authoritarian planning tradition in
West Germany influences the layout and op-
eration of urban areas, as well as many other
aspects of life. For example, housing construc-
tion quality standards are even higher and
costlier than in the U.S. Retail stores are not
open evenings or on Sundays because of oppo-
sition from unions and owners. Television
programming is heavily influenced by gov-
ernments. There are two national channels
and one regional one, and they operate for
many fewer hours than in the U.S.

+ In West German urban areas, central-city
boundaries have been extended out to en-
compass most surrounding built-up areas.
State legislatures did this in the past decade
without major opposition from the suburbs.
This extension permits more coordinated con-
trol of land-use developments in fringe areas,
and helps reduce the relative fiscal burdens of
central-city governments.

» Because central cities influence land-use reg-
ulation of surrounding areas, they have
slowed development of outlying shopping
centers. This plus their excellent public tran-
sit systems have kept downtown retail dis-
tricts the main centers for retail shopping in
each metropolitan area. Most big cities have
extensive pedestrian malls in the hearts of
their downtowns, under which run urban
subway systems. Qutside downtowns, there
are serious parking shortages, and cars are

jammed onto parkways and along curbs

everywhere.
—Anthony Downs




‘ ‘ The American concern
with altering current fiscal
interrelationships seems driven
by necessity; the German
interest seems more motivated

by ideological considerations.
Nonetheless, the issue is common
to both and changes seem in the

offing. j j

both countries but in both the matter is on the public
agenda even though changes in either nation will prob-
ably be slow in coming,

Both nations are also looking at the extent and
nature of their intergovernmental fiscal arrangements,
but from very different motivations. (Germuns are won-
dering whether their large-scale tax-sharing system
unduly reduces political accountability al the state and
local levels. They inereasingly appreciate the adage
that those who enjoy the pleasure of spending should
also suffer the pain of levying taxes to support that
spending. Where state and local governments raise
relatively little own-source revenue, pittances hy Amer-
ican standards, one would expect the issue of political
accountability to be far more telling, but the more seri-
ous debate on this issue is currently taking place in the
United States, not Germany.

Present American concern about fiscal inter-
dependencies is a direct outgrowth of large federal defi-
cits and the recent recession. The national government
15 trying to reduce its deficits and raising additional
revenues will probably be one major component of that
etfort. States have seen the recession simply wipe out
their accumulated surpluses and they have been forced
into enacting more and more tax increases just to sus-
tain services at levels approximating their current ones.
In the taxation field, there is little new under the sun.
Both levels of government might tap the same sources
of revenue in ways that would prove mutually unde-
sirable. Finding additional national revenues by closing
certain so-called “tax expenditures,” such as the federal
income tax exemption given to interest earned on stale
and locai bonds, will set off sharp conilicts within the
American federal system.

The American concern with altering current fiscal
interrelationships seems driven by necessity; the Ger-
man interest seems more motivated by ideological con-
siderations. Nonetheless, the issue is common to both
and changes seem in the offing.

Both nations are experiencing mounting legalization
of their intergovernmental processes. The German drive
for legal perfection far exceeds American faith in per-
fecting government and society through statulory and
legal means. Americans complain about the extent of
government regulation, but the Germans leave them
far behind when it comes to amplifying framework

legislation through regulations. German governments

at all levels seem far more Iug 1”\1 constrained than

American ones in their ability to take action. The ple-
thora of Taws and regulations surrounding German gov-
grnments appears to he far more constraining and ac-
tion inhibiting than that surrounding governments in
the United States.

Finally, German tolerance and desire for diversity
and for greater state and local autonomy appear to be
growing. Germans are becoming ]nU‘L.iHlIlf_{lV aware of
the many costs that accompany their insistenee on
nearly absolute equality as the price of unity. In this

respect, they would like to move further (llnng the path
followed by the United States.

CONCLUSION

Differences in the way federalism is practiced in the
United States and Germany probably demonstrate that
each nation is doing what it should: governing in a
manner true to its unique history and cultural values.
There are obvious differences in the extent to which
cach nation believes that equity and fairness require
equality. But “equity,” “fairness” and “equality” are
Just words or concepts subject to diverse definitions and
practical applications. Are they to be provided in terms
of geographic areas, living standards, opportunities, in-
come levels, some of these, or none? Value judgments
and shadings of the highes't political order are required
in dealing with such issues. Thus politics, appropri-
ately, will continue to ‘-»hdpt’ how either federalism
evolves and the differences that emerge may be a
healthy indication that polities are alive and well in
both nations.

" ? LV Ve ¥l r ry
S. Kenneth Howard is ACIR’s Executive
Dtrector
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by Michael W. Lawson

. in this worid nothing is ceriain but death and
taxes.”—Benjamin Franklin

Little has changed since Benjamin Franklin coined
this popular American aphorism. In fact, if Franklin
were alive today, even he might be surprised how well
this phrase has retained its poignancy over the last two
centuries!

The ACIR staff recently calculated the amount of
taxes that typical families in each state would pay in
direct taxes. The taxes included in this study were fed-
eral income and Social Security taxes, state and local
income taxes, state and local general sales taxes and
the local tax on residential property. Some of the major
findings in the study were:

(1) A typical family earning $25,000 paid 22.0% of
its income in major direct federal, state and local
taxes in 1982, For the family earning approximately
twice the median family income ($50,000}, direct taxes
represent 28.5% of family income.

(2) Without question, taxes imposed by the
national government represent the major portion
of the family tax burden. The average federal tax bite
{income and Social Security taxes) was approximately
three times that of the average state-local tax bite in
1982. For the family earning $25,000, taxes imposed by
the national government took 16.6% of family income
while state-local taxes garnered 5.5% of family income.
For families earning $50,000, the figures were 23.2%
and 5.3%, respectively.

(3) The actual amount of state-local taxes paid
varies considerably among the states. Families
earning $25,000 and residing in Detroit, Milwaukee
and Philadelphia paid over 9% of their income in state
and local taxes. Families with identical income residing
in Anchorage, Casper, Jacksonville, Las Vegas and
New Orleansg, however, paid less than 3% of their in-
come in state-local taxes.

(4) The importance of the deductibility of state-
local taxes on the federal income tax return in-
creases greatly as income rises. For example the
family earning $100,000 1 living in New York was shown
to pay $5,529 less in federal income taxes than the fam-
ily with the same income living in Anchorage. Why?
Because the New York family was able to claim a much
larger deduction for state-local taxes paid than the fam-
ily living in low-tax Anchorage. Furthermore, income is
taxed at higher (marginal) tax rates at higher income
levels so these deductions become progressively more
valuable to taxpayers as their incomes rise.

(5) The much-cited measure ‘“per capita tax col-
lections” often is an inadequate measure of tax
burden. For example, the states of Alaska and Wyo-
ming have the highest per capita state-local tax burden
in the U.S. (36,422 and $2,384, respectively—the U.S.
median in 1982 was $1,096). Yet, in terms of state-local
direct tax burden on families, Alaska and Wyoming are
at the bottom of the list—they rank 50 and 51, respec-
tively. Why is this so? Although neither of these states
has an individual income tax (and Alaska does not have
a state general sales tax), both states are able to raise a
great deal of their tax revenue from severance taxes on
o0il and natural gas. Some portion of these taxes is then
exported to non-residents in the form of higher fuel
costs to consumers and lower corporate dividends to
non-resident stockholders.

Several caveats must be kept in mind regarding these
figures. First, the figures printed in Table 1 are for
families residing in the largest city in each state. In
many instances, the figures are a reasonable estimate
of the state-local tax liability of a family residing.in
almost any city in the state. In other cases—
particularly in Detroit, Philadelphia, New York and
Louisville--the taxes in these cities would be con-
siderably more than what residents in other parts of
the state would pay.

Second, it should be noted that some states, par-
ticularly those in the southeastern and southwestern
parts of the country, rely more heavily upon user
charges to finance public services. Hence, although
taxes are a very large and important components of
what government exacts from the citizenry, they do not
constitute the entire monetary burden that is imposed
by government.

Last, and most importantly, the family tax burden
study makes no attempt to address the expenditure side
of governmental operations. Ultimately, citizens must
decide whether benefits derived from services provided
by the public sector are worth the cost of those services.
Although the C>tudy recognizes this vitally important
issue, it does not (nor could not) attempt to measure
how well that balance is achieved.

[Single copies of Tax Burdens for Families Resid-
ing in the Largest City in Each State, 1982 are
available by writing ACIR, 1111 20th St. N.W., Wash-
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Michael W. Lawson is an analyst in ACIR’s Taxation
and Public Finance Section.



Table 1

A Comparison of Direct Tax Burdens for a Married Couple with Two Dependents, Located
in the Largest City in Each State, for Selected Federal and State-Local Taxes, 1982

City and State

by Region

U.S. Median

New England
Bridgeport, CT
Portland, ME
Boston, MA

Manrhactar NH
IVIG LIS, 1Nr

Providence, Rl
Burlington, VT
Mideast
Wilmington, DE
Dist. of Columbia
Baltimore, MD
Newark, NJ
New York, NY
Philadeiphia, PA
Great Lakes
Chicago, IL
Indianapolis, IN
Detroit, Ml
Cleveland, OH
Milwaukee, WI
Plains
Des Moines, |1A
Wichita, KS
Minneapolis, MN
St. Louis, MO
Omaha, NE
Fargo, ND
Sioux Falls, SD
Southeast

Rirminaham Al
CATTTRIgricai i, A

Little Rock, AR
Jacksonville, FL
Atlanta, GA
Louisville, KY
New Orleans, LA
Jackson, MS
Charlotte, NC
Columbia, SC
Memphis, TN
Norfolk, VA
Charleston, WV

Southwest
Phoenix, AZ
Albuquerque, NM
Oklahoma City, OK
Houston, TX

Rocky Mountain
Denver, CO
Boise, 1D
Billings, MT
Salt Lake City, UT
Casper, WY

Far West
Los Angeles, CA

1 ac VYanag KW
Las vegas, isv

Portland, OR
Seattle, WA
Anchorage, AK
Honolulu, HI

As a Percentage of Income

Income Level: $25,000

Total for

Total
Federa

T o *

16.56%

16.47
16.34
15.90
16.73
16.12
16.29

16.60
16.03
15.98
16.34
15.85
15.68

16.29
16.64
15.37
16.25
15.59

16.07
16.82
16.34
16.64

16.47

Total
State-Local
Taxes

5.45%

DL

NUNPHEN COORD VIDGNNGM DB
PN ~J O £u -2 P [scRu+Nougis Qs )] e, - e R
RN =0 =0 RN =N ~NC [« T )

@ U Bln
o ninDw
RO RO

W
(o) 8 - /%)
WO~

4.46
435

4.24

80
o7
by

4.75
3.46

AW
(S -3
bl

NAEBNG NOsOS
- N0 P NDO O &
ARG 2O~

® o
o
o

Income Level: $50,000

Total for
Selected
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28.46%

27.62
29.72
29.73

AR

Total
Federal

Tomrsmatr
1axes

23.21%

23.71
22.35
22.43
24.14
22.35
22.46

22.62
22.00
2219
23.40
21.30
21.88

23.25
23.60
21.41
22.70
21.61

22.50
23.48

Nnd D4

21.61
23.32
22.97
23.93
23.79

22 39
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23.09
24.45
22.78
22.58
24.18
23.75
22.70
22.93
23.87
2293
23.40

23.21
23.75
23.40
23.79

23.44
22.50
23.36
22.62

24.61

22.74
24 61
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21.84
24.10
24.69
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*The reason that federa tax liabilities are not the same for all states is because state and local taxes have been deducted from taxable income
in the federal income tax calculations. Taxes included are federal income and Social Security taxes, state-local income and general sates taxes

and the local property tax.
Source: ACIR.
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Dear Reader:

A revolution in the provision of
public goeds and services is taking
place throughout the United States.
Governments contracting with private
organizations, cooperative agreements
among jurisdictions and provision of
municipal services by neighborhood
groups are all variations on a single
theme: New ways of producing public
goods and services are here to stay.

A decade ago conventional wisdom
held that the best way to provide pub-
lic services was through existing pub-
lic agencies. The last ten years, how-
ever, have seen cutbacks in public
funding (encouraging an intensified
search for efficiency) as well as a
growing body of successful experience
with innovative means of providing
government services.

Working under government con-
tract, nonprofit community groups in
a number of cities have begun to pro-
vide municipal services. In Kansas
City neighborhood groups perform
building code inspections. In Port-
land, Oregon a neighborhood group
has won a contract from the county to
run an alechol detoxification clinic.

Navarnmante have lang cantractad
GOVErTMIICIILE 1ave i1GNg Conracied

with profitmaking firms but the
range of functions performed has been
broadened, well beyond construction
work and trash collection. For in-
stance, RCA operates the state-owned
prison in Weaversville, Pennsylvania.
The Corrections Corporation of Amer-
ica owns and operates incarceration
facilities for the U.S. Immigration
and Naturalization Service. Localities

in Califarnia have hired nrivate oner-

in California have hired private oper
ators for hospitals and mass transit
systems while Control Data Corpora-
tion provides publicly-financed voca-
tional training in Minnesota. The
State of Utah has recently authorized
the contract provision of virtually all
public services.

A government can contract for pri-

vate service delivery and simul-
taneously provide the same service it-
self. Oldbridge Township, New Jersey
has established the policy of dual
provision for garbage removal—half
of the township is served by private
contractors and the other half by the
public works department. In this way,
the two suppliers compete with each
other, keeping a check on costs. If
either supplier became more costly
the township could easily switch to
the other. Dual provision provides
benchmarks for comparing the cost,
responsiveness, and quality of the
services delivered which enhances
governmental and citizen monitoring.

Cooperative agreements among
governments for service provision are
quite common. Three cities in Jeffer-
son County, Texas jointly operate a
firefighter training facility, a police
dispatching service and a sanitary
landfill. In addition to this example of
cooperation within the same level of
government, governments at different
levels also cooperate. State forestry
departments have long provided fire
protection to rural communities.

Public officials are increasingly
aware of yet another aspect of cooper-
ation: the fact that cooperative citizen
actions can greatly improve both the
efficiency and effectiveness of public
programs. Public services should not
be “produced” and “supplied” as if
passive consumers were being pro-
vided toasters. For example, parents
have an important rele to play in
their children's education and most of
them recognize this. Encouraged by
government, neighborhood street
watchers help police patrol oper-
ations. Citizen cleanup efforts greatly
assist the work of municipal street
cleaners. Recognizing this “co-
production” of public services is the
first step in expanding the col-

laboration between service nroviders

and citizens who are truly citizens,
and not merely passive clients of local
governments.

The recognition that certain public
services are also available privately
leads to the idea of vouchers, another
innovative delivery form. Publicly
subsidized food stamps, a form of

voucher, allow the recipient to go and
shop almost anywhere, making it pos-
sible for individuals to choose what
they judge to be the best food at the
best price. A new natienal program
offers 5,000 housing vouchers to low
income persons in 18 locations. The
vouchers supplement what the renter
can afford to pay for housing (without
skimping on other necessities), filling
the gap between what is affordable
without the voucher and what safe
and adequate housing costs in that
comrmunity. Rather than being lim-
ited to publicly built or rehabilitated
housing, voucher recipients can shop
for the housing they most prefer,
anywhere within their community.

Two fundamental ideas thread their
way through this wide range of ex-
amples. First, governmental delivery
is not necessary for every service that
the voters choose to finance publicly.
How a public service is delivered is a
different question from how that ser-
vice is to be financed. When that idea
is recognized some officials and citi-
zens will choose to move from tra-
ditional forms of service delivery to
contracting out. Freed from being in-
volved in operations they cannot per-
form well, governments can better
fulfill their fundamental respon-
sibilities of governance.

The other fundamental idea is that,
especially with the wide range of op-
tions now available, there are explicit
choices to be made in selecting deliv-
ery mechanisms for public services.
No one means of delivery works best
in all cases. Because the idea is to
widen the range of choice for means
of delivery there may be no advan-
tage in replacing a public “monopoly”
with a private monopoly. The entire
spectrum of options for providing ser-
vices should be considered.

Behind these ideas and their practi-

eal annliratinng lies cuirrant racasrek
€ai dppilCatllons jles current researcn

to improve the provision of public
services. In a recent seminar with the
ACIR staff, Ted Kolderie of the
Hubert H. Humphrey Institute of
Public Affairs at the University of
Minnesota described his research and
implementation work in the Twin
Cities area. Among other efforts, he



has developed bidding procedures al-
lowing individual neighborhoods to
choose their own form of trash enl-
lection. In addition, the ACIR is cur-
rently completing an update of its
work on intergovernmental public
service urrungements such as inter-
local contracts, joint service agree-
ments and the transfer of functions
from one level of government to an-
other. The new study will highlight
trends in local service provision,

At the forefront of the study of al-
ternative means of delivering public
services 1s [ndiana University's
Workshop in Political Theory and
Policy Analysis. A wide range of stud-
ies there, supported by the National
Science Foundation, have examined
specific public services and evaluated
their provision by a variety of public
and private organizations. Operations
in a sample of metropolitan police de-
partments were recently studied.
Compared to large cities in the same
metropolitan areas the smaller mu-
nicipalities provided police protection
better tailored to the communities
served, at less cost, more effectively
and with a higher level of citizen sat-
isfaction. The most surprising finding
was that large scale provision of
police services through municipal
consolidation is unlikely to be cost
effective.

The key principle is public man-
agement through choice. Officials now
have many tools in their toolkits.
They must choose among public, pri-
vate, and jointiy public-private means
now available for delivering public
services. Kven simply discussing al-
ternatives can stimulate improve-
ments in traditional delivery prac-
tices. In making their choices, gov-
ernment officials should be prepared
to assess the options’ costs and bene-
fits, both quantitative and qualita-
tive. Blessed by a rich array of pos-
sibilities for service delivery, we can
now begin to use new and better ways
to perform government operations
and to conduct the public’s business.

i il

Robert B. Hawkins, Jr. Chairman

ACIR Adopts Intergovernmental Tax
Policy,

Takes Stand on Municipal Antitrust
Liability

At its March 2 and 3 meeting, held
in Phoenix, Arizona, the Commission
asked that Congress not increase fed-
eral selective excise taxes or enact a
new national consumption tax. Excise
and sales taxes are simply too impor-
tant to state and local governments,
the Commission said, and a major
national move into these taxes would
restrict state and local abilities to
finance whatever levels of public ser-
vice they desire.

The federal revenue picture could
be improved by building on the re-
forms incorporated in the Tax Equity
and Responsibility Act of 1982, which
terminated the most serious abuses of
private-purpose tax-exempt financing.
The Commission recommended
against placing any new federal vol-
ume caps on these bonds but instead
advocated

« eliminating tax-exempt financing
for projects that do not merit federal
assistance or that do not contribute to
economic development;

» eliminating certain instances of
“double dipping” in which businesses
benefit from another tax benefit in
addition to tax-exempt financing; and

« limiting the total amount of small
issue IDBs allowed any one user.

The Commission specifically pro-
posed that its suggested restrictions
not apply to multi-family housing
bonds, economic development bonds
for distressed communities and
single-family housing bonds (although
the Commission did support retaining
volume caps on the latter if Congress
extends mortgage subsidy bond tax
exemptions).

In addition, the Commission re-
affirmed its longstanding support for
indexing federal income taxes.

The Commission also took up the
municipal antitrust issue at it's
March meeting. A series of Supreme
Court decisions have substantially
exposed cities, counties, towns and
their officials to federal antitrust law.
These decisions have spawned con-
siderable uncertainty at the state and
local levels as to how states can best

provide immunity to their localities,
as allowed under current Court deci-
gions. Because of this uncertainty, the|
Commission urged Congress to amend}
federal antitrust laws to establish
broad guidelines for how states may
extend the present “state actions
exemption” to their localities when
these governments are acting under
the anthority of state laws and within
their governmental capacities.

A second part of ACIR's policy rec-
ommends that the immunity be pro-
vided rapidly and in accordance with
a number of substantive principles,
including: the scope of any immunity
not be based on a distinction between
governmental and proprietary activi-
ties; local governments should be pro-
tected for any activities they under-
take for which their respective states
would be immune; any shield should
apply equally to general and special
purpose governments; the Supreme
Court's requirement that allegedly
anticompetitive activities be actively
supervised be satisfied by local super-
vision; the purpose of governments
and their officials is different than
that of private firms and people—that
is, to service the public interest—so
the rules used for judging the former
under federal antitrust laws should
consider the benefits to the public of
the actions in question; and, where
public bedies and officials are found
in violation of these laws, they should
be subject not to treble damages but
to injunction of their anticompetitive
activities.

Senior Analyst Beam Leaves
Commission

David R. Beam, a senior research
analyst with the ACIR, left in April
to join The Naisbitt Group. Dr. Beam
first became a member of the Com-
mission’s Government Structure and
Functions staff in 1974 when he was
selected as a research fellow. He be-
came project manager of ACIR's
major research, The Federal Role in
the Federal System, and, more re-
cently, directed the Commission’s in-
depth review of regulatory federalism|
The Naisbitt Group specializes in
analyzing political, social and eco-
nomic trends.
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