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Dear Reader:

Fifteen years ago, as we prepared
for the Bicentennial period, I wrote an
article that emphasized the problems
of federalism in a society where big-
ness seemed to be everything and
trends toward nationalization pre-
vailed in virtually every sector of the
polity. Two years later, the looming cri-
sis to which that article pointed—the
imperial presidency atop a Washing-
ton-oriented power pyramid-—came to
a head in the Watergate scandal and
the events that accompanied it.

As it turned out, the political pa-
ralysis and subsequent resignation of
Richard M. Nixon from the presidency
was something of a turning point in
American intergovernmental rela-
tions. With the White House unable to
function, the task of resolving key pol-
icy issues in the wake of the oil crisis of
1973-1974 and the last days of the Vi-
ctnam War fell to the governors, who
rose to the challenge and rediscovered
that the states are polities and their
chicf executives could be, indeed
should be, policymakers.

The mid-1970s brought wide-
spread disiflusionment with Washing-
ton and big government generally, re-
inforced by the apparent failure of
many federal programs to deliver as
promised. After the Ford interreg-
num, Jimmy Carter became the first
governor elected president since
Franklin Roosevelt, Carter’s election
was widely interpreted as a slap at
Washington. Whatever the final judg-
ment on his administration, he did set
in motion certain revolutionary trends.

Carter was succeeded by another
former governor, Ronald Reagan, who
brought with him a well-articulated
states’ rights philosophy, which in-
. claded practical steps to reduce the
size, scope, and inftuence of the fed-

eral government. Here, too, the final
verdict on his administration is far
from being in. Nor was everything that
he did supported by the federal system.
Nevertheless, Reagan did recast the
debate in such a way that the idea of
the states as polities with rights once
again becarne an acceptable position.

The Reagan administration also
reduced the heavy hand of the fed-
eral government in intergovernmental
policymaking and administration in
myriad small ways, not only through
budget cutting but also through a re-
laxation of federat administrative regu-
lations and overall interference, and a
deliberate effort to channel federal aid
through the states. Aswe approachthe
end of the Reagan years, it is safe to say
that the states as policymakers are
stronger than they were eight years
ago.

Even the Supreme Court of the
United States periodically lessened its
assault on federalism. This was true
despite the Garcia decision, whose im-
plications, or durability for that matter,
are not entirely clear. Although the
post-Warren court did not quite re-
store federalism as a central value, it
does seem to be more of a value than it
was under the Warren court.

Meanwhile, the reduction in fed-
eral aid, coupled with changing demo-
graphics, has weakened the formerly
dominant big cities. The urban popula-
tion is no longer simply decentralizing;
it has become a noncentralized “rur-
ban” population to match the non-
centralized federal system, creating
new modes of development and inno-
vation, mostly in srnalier jurisdictions.

These trends have combined with
a new energy in the states to give the
states the initiative in the American in-
tergovernmental system. The culmina-
tion of a generation of institutional
reform, a decade of paralysis in Wash-
ington, and new times in which the
directions for solving new problems
require a lot of definition and experi-
mentation strengthen this movement
toward state initiatives. Even the me-
dia have begun to recognize this new
phenomenon and to pay attention to
the states.

Indeed, the states are part of a

general trend toward  diffusion.
Whereas economic concentration was
still considered to be the hallmark of
efficiency 15 years ago, today it is
widely reported that most new jobs are
created by small businesses. Many big
firms are in deep crisis as they try to
compete in the world market. Con-
glomerates have turned out to be inef-
ficient, and problems of excess mass
arc widespread even among the more
conventional industrial giants.

One reason for the new state en-
ergy is their sheer size and power as po-
litical entities. In 1987, the gross do-
mestic product of California passed
that of Great Britain, making Ca-
lifornia’s economy the fifth largest in
the world after the United States, Ja-
pan, West Germany, and France.
While California had the largest state
economy, 23 states were in the top 50
economies in the world. This was re-
flected in the states’ expanded role in
international economic affairs.

All told, the half-generation from
1973 to 1988 has featured the revival of
the states, the reassertion of state pow-
ers within the federal system, the re-
awakening of the states as polities, and
even, to no small extent, the refocusing
of pubtic attention on the states as the
most energetic of American govern-
ments. This has not been a return to
the “good old days” of dual federalism,
however, because it has been accom-
panied by Supreme Court decisions
that continue to challenge the consti-
tutional position of the states, presi-
dential initiatives that often support
national business interests at the
states’ expense, and increasing con-
gressional interference with the states’
prerogatives in intergovernmental
programs by assumptions of new ru-
lemaking powers through statute to re-
place some of the administrative regu-
lations reduced by the Reagan ad-
ministration. Even so, the nation has
taken a step in the right direction.

DYe,-

Danie! J. Elazar
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ACIR Staff Appointments Announced

John Kincaid has announced the
appointments of Dr. Robert I, Ebel as
director of Government Finance Re-
search, and Dr. Bruce . McDowell as
acting director of Government Policy
Research. Dr. Robert W. Rafuse, Jr.,
has joined the ACIR staff on detail
from the U.S. Department of the
Treasury.

Ebel, a former ACIR Scholar-in-
Residence, was most recently the di-
rector of the Public Finance Program
at 'The Urban Institute. He has served
as congressional aide to U.S. Sen.
Dave Durenberger, and was the execu-
tive director of both the Minnesota Tax
Study Commission and the Washing-
ton, DC, Tax Revision Commission.
Ebel has also been an economist in the
Office of Policy Development and Re-
search at the U.S. Department of
Housing and Urban Development.

McDowell served on the ACIR
staff from 1972 to 1983, first as a senior
analyst in the Government Structures
and Functions Division, and later as
executive assistant fo the Executive
Director. From 1986 to 1988, he was
director of Governmental Studies for
the Nationa! Council on Public Works
Improvement. His former positions in-
clude senior planner with the Mary-
land-Nationat Capital Park Planning
Commission, assistant director of re-
gional planning for the Mctropolitan
Washington Council of Governments,
and consultant to the Housing and
Home Finance Agency (predecessor of
HUD).

Rafuse will be developing the con-
cept of the Representative Expendi-
ture System for ACIR. The RES takes
into account the differences in the cost
of providing services among the
states—e.g., states with younger popu-
lations have a greater demand for
spending on education, and states with
more poor people have a greater need
for welfare spending—and seeks to de-

termine what state-by-state expendi-
tures would be in various program-
matic areas if each state provided the
national average level of services.
Rafuse is on detail from the U.S.
Treasury where he is director of the
Office of Regional Economics. He was
Deputy Assistant Secretary {State and
Local Finances) of Treasury from 1979
to 1987.

ACIR Will Cosponsor
Conference on Homelessness

ACIR has joined the Home Build-
ers Institute and the National Associa-
tion of Home Builders as a cosponsor
of a national symposium, “Builders Ex-
amine the Many Faces of Homeless-
ness: Laying a Foundation for Action.”
State Senator David E. Nething of
North Dakota, a member of ACIR, will
address a conference session on behalf
of ACIR. Senator Nething will discuss
ACIR’s findings and recommenda-
tions on homelessness, which will be
published in the next issue of Intergov-
emmental Perspective. In  October,
ACIR will publish a collection of pa-
pers presented at its own conference
on homelessness.

A large group of national organi-
zations, businesses, government agen-
cies, and members of Congress is also
cosponsoring the November meeting.
For program and registration informa-
tion, contact the Home Builders Insti-
tute, 1-800-368-5242, ext. 494 (in
Washington, DC, 822-0494).

The symposium, to be held No-
vember 17-18 at the Washington Hil-
ton Hotel, will focus on improving the
number and quatity of housing options
for the homeless, and discuss workable
program and policy solutions that can
be implemented in local communities.
In addition to workshops on various
types of housing options, the sympo-
sium sessions will discuss the nature

and extent of the homeless problem,
how individuals cope with homeless-
ness, housing industry solutions, gov-
ernment and private initiatives, em-

ployment and training,
issues.

and legal

ACIR-NCSL Meeting on
Telecommurtications

ACIR and the National Confer-
ence of State Legislatures will hold a
conference on November 30 in Wash-
ington, DC, to address the array of
complex regulatory and tax issues fac-
ing state legislatures as a result of the
dramatic changes in the structure of
the U.S. telecommunications industry.
The program will include an overview
of changes in the industry, economic
development impacts, tax issues and
alternative approaches, and a discus-
sion of recent state experiences. For
further information, contact Anita
McPhaul at ACIR, (202) 653-5536.

In Memoriam

ACIR was saddened to learn of
the death of two former Commission
members and distinguished public ser-
vants in September.

Robert E. Merriam served as
ACIR chairman for eight years, from
1969 10 1978. A Chicago businessman,
Merriam served as a city alderman and
also held several senior posts in the Ei-
senhower Administration, including
assistant to the President.

Price Daniel served on the Com-
mission from 1967 to 1969 in two ca-
pacities, as a private citizen and as di-
rector of the Office of Emergency
Preparedness in the Johnson Adminis-
tration. A three-term governor of
Texas, Daniel also served in the Texas
House, was the state’s attorney gen-
eral, was elected to the U.8. Scnate,
and was a justice of the Texas Supreme
Court.
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Ronald Reagan

| hope that history will record that this former
governor not only talked about the need to get the
federal government off the backs of the states,
but as President did, in fact, fight the use of fed-
eral grant-in-aid dollars first as bait, then as a
club, and sought to return power and responsi-
bility to the states, where they belong. And I am
confident that history will also find that the
states were up to the challenge, and that Amer-
ica entered a new era of democracy and had a
new birth of freedom,

Many business people speak of the necessity to “flat-
ten hierarchies.” Simply put, this means that company
presidents listen to and work with the men and women on
the shop floor, in the stores, and driving the trucks. Along
these lines, schelars tell us that one of the great advan-
tages entrepreneurial firms have over giant corporations is
that they do this better.

Apparently, the most modern business consultant has
rediscovered a wisdom known to our Founding Fathers—
that the genius of America, whether in governing our-
selves or in providing our daily bread, is in the ordinary
man and woman. America’s strength and wisdom have
never come from the power and cleverness of those on top,
but from the strength and wisdom of the American people.
And after years of skepticism, the wisdom of our founders
isonce more the accepted guide to practice in Washington.

In the last seven and a half years we have broken the
federal government of its compulsion to control every
breath the states take. Dozens of categorical grants have
been consolidated into nine block grants, putting power
that was once in the hands of federal agencies back into the
hands of governors and state legislatures. Federal controls
on the states have been loosened in other areas. Federal
agencies are required to consult more often and in greater
detail with state and local officials on issues dealing with
federal grants and economic development aid to their ar-
eas. Uniform rules have been issued governing grants and
cooperative agreements,

Too often in the past, when Washington listened to
the states, it heard only what it wanted to hear. Today
things are different. At the heart of this new era in Ameri-
can government is not the idea that the federal govern-
ment will merely et the states toss ideas into a suggestion
box, but that Washington will also honor the leadership
role the states have to play. From education to transporta-
tion to helping America’s poor and homeless, the states
have led. While Washington has been caught up in parti-
san intrigue, the states have gone out and done the job.

All this vitality in our states could not have come forth,
of course, if our nation had remained stuck in the era of
stagnation and infiation of a decade ago. State and locat re-
ceipts have doubled in the last decade—dollar for doflar, a
bigger climb than we had in federal revenues. Some of this
was because, with our 1981 tax cuts, with tax reform in
1986, and by restraining some Washington eager beavers,
we've broadened the tax base of the states and kept the
federal government from preempting state revenue
sources.

But more than that, our states—like our citizens—
have known the blessings of the longest peacetime eco-
nomic expansion on record. Since the recovery began,
America has created more than 17 million jobs, and the
percentage of the labor force employed this year is the
highest, not only in the history of the United States, but in
the peacetime history of the industrial world. At the same
time, unemployment is at the bowest level in 14 years, and
the income of the typical American family, after dropping
almost 7 percent Letween 1977 and 1981, has scared
nearly 10 percent in the last eight years,
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Since 1982. U.8. manufacturing production has risen
ata faster fate than Japan’s. One authority on manufactur-
ing said not long ago that we have become the most com-
petitive manufacturing nation in the world. Asa result, we
are today exporting chopsticks and Hondas to Japan;
highly processed, high tech sand to Egypt; and, all in all,
more goods and services than ever before in our history.

As our nation’s most effective sales men and women,
governors have seen the result on overseas trade missions.
From Japan to Germany, governors have persuaded inter-
national business to invest in America and create new jobs
here and, in the process, have seen the respect and awe the
American economy commands around the world.

But state governments see the sunshine of our expan-
sion in other ways as well. Thanks to the strong rises in the
financial markets since 1982, state and local pension
funds, with few exceptions, have shared in the growth of
America in these years. Since 1981, total assets in state and
local government pension reserves have more than dou-
bled.

Guiding the policies that have given America what
one economic writer has called the “silent boom” is the
wisdom that has guided federal-state relations in the past
seven and a half years: flattening hierarchies, with less
power for Washington, and more for the people. However
you describe it, it has produced in America a blooming of
entreprencurship, investment, innovation, and opportu-
nity unlike the world has ever seen.

Some say this blooming has gone hand-in-hand with a
rise in greed. But every governor can point to just the op-
posite—to the record highs in charitable contributions; to
the growing endowments of schools, universities, and mu-
seums. Yes, thanks to the silent boom and to a re-
discovered initiative, state and local governments, to-
gether with private charities and churches, have done
more for those in need than ever before.

Looking at all this, T can’t help thinking that, while
much of the 20th Century saw the rise of the federal gov-
ernment, the 21st Century will be the Century of the

Ctatae Nun
States. I've always believed that America is strongest and

freest and happiest when it is truest to the wisdom of the
Founders. In Federalist 45, James Madison wrote that,
“The powers delepated by the . . . Constitution to the Fed-
eral Government, are few and defined. Those which are to
remain in the State Government are numerous and indefi-
nite.,” Or, to put it another way, “We the People.” Solong
as we remember these words—“We the People”—and
make them our guide, so long as we remember that Amer-
ica has always drawn its inspiration from the people and
has always been governed best when governed by those
governments closest to the people, America will remain
strong and free, the envy of the world.

This article is adapted from President Ronald
Reagan’s address to the Annual Meeting of the Na-
tional Governors’ Association on August 8, 1988,
in Cincinnati, Ohio.

Significant Features of Fiscal
Federalism 1988 Edition, Volume Ii

Contains completely revised and up-to-date
information on federal, state, and local revenues
and expenditures; public sector employment and
earnings,; and selected additional topics. For
policymakers, analysts, researchers, educators,
and all others interested in the intergovernmental
fiscal system, Significant Features provides:

historical and state-by-state data

8 trends and regional comparisons
B expenditures by function
= constitutional and statutory restrictions on

state and loca! spending and debt

B per-capita rankings on state-local revenue,
expenditure, and debt

Highlights
The federal debt has reached an all-time high in

It Hi nat
absolute dollars, but not as a percentags of

GNP or per capita, inflation-adjusted dollars,

Al governments are spending more than ever in
absolute doliars and per capita, constant dol-
lars, but not as a percentage of GNP.

The increase in the relative share of the federal
budget devoted to Social Security and Medi-
care rose from 5% in 1954 to 27% in 1987.
Conversely, national defense spending

dropped from 53% in 1954 to 28% in 1987,

In 1978 the federal govemnment provided 27% of
all the money spent by state and local govermn-
ments. This figure is projected to drop to 17%
for 1988,

The overall trend in government employment has
been downward for the last ten years. Local
governments have the largest number of em-
ployees by a wide margin: 9.7 miflion as
against 4.1 million for the states and 3.0 mil-
lion (civilian) for the federal government.

Significant Features-Volume If for 1988 can-

tains 58 tables on revenues and expenditures and

Allan ~f atntn rqnllin e amrd a cuhinrt indaoy 10

|‘1 !auu:a Ul DL 1Al ine IHD al i G O S I RaTA LY
Volumes | and il

M-155 1 152 pages $10
M-155 128 pages $10
Baoth Volumes $15
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John Sununu

The powers not delegated to the United
States by the Constitution, nor prohibited by it to
the States, are reserved to the States respectively,
or to the people.

Amendment X,
Constitution of the United States

Iwo hundred years ago, the Founding Fathers
worked hard to establish an effective and appro-
priate constitutional balance between the states
and the nation. Although today we have a strong
foundation in our Constitution, in recent dec-
ades the structure that rests on it has begun to
lean perilously away from the states toward
Washington, ).C. Unless we restore the balance,
we run the risk of letting our federal structure
lean so far that it might eventually topple.

Two U.S. Supreme Court cases, Garcia v. San Antonio
Metropotitan Transit Authority (1985) and South Carolina v.
Baker (1988), have brought to a head concerns about the
erosion of state authority. By making the Congress the ar-
biter of its own actions, which affect the states, these two
decisions not only weakened (some would say eliminated)
Tenth Amendment protection but alse undercut the abil-
ity of states to attend to their responsibilities.

The Garcia decision ignored state authority and effec-
tively rescinded the constitutionally mandated division of

power between state and federal governments. In South
Carolina. the balance was tilted cven further toward a con-
centration of power in the federal government. The
court’s decision to eliminate the tax-exempt status of state
and local bonds could have a devastating effect on state
and local governments.

These two decisions are hardly exceptions to the pat-
tern of recent years. They consolidate a variety of congres-
sional acts. Today the federal government is free to regu-
late every minute detail of state administration and
management. These include police powers, personnel
procedures, pensions, fringe benefits, financial accounting
procedures, and every sector of the economy now under
state regulation.

The convoluted new concept of state prerogatives
postulated in the Garcia decision argues that since the
states are able to receive (and presumably reject) federal
monies, the states have therefore retained all of their
rights and their sovereignty. That assertion is wrong. If
anything, the situation with regard to federal grantsargues
just the opposite. The federal government has learned
very well that it can use both carrots and sticks to abrogate
traditional rights.

As a result of overcentralized federal power, the
states cannot do the jobs that they must do as effectively
and efficiently as they must. It is time for America’s citi-
zens, acting through their state governments, to check and
reverse the overcentralization of power and to bring gov-
ernment authority closer to the people through their par-
ticipation at state and local levels. During this Bicenten-
nial celebration of the United States Constitution, it is
appropriate for us to take a long hard look at our current
situation—and move aggressively to remedy it.

Accordingly, during my chairmanship of the National
Governors’ Association last year, T asked the nation’s gov-
ernors to undertake an in-depth study of federalism and of
the relationship between the states and the federal gov-
ernment. As a result, the governors have called on the
Congress to adopt a constitutional amendment to clarify
and simplify state authority for initiating constitational
amendments,

Americans need governments that respond to their
needs and concerns, governments that make good deci-
sions about what to do and then implement those decisions
with fairness and efficiency. Americans need governments
that can and will build partnerships with the private sector,
governments that can adjust to a changing world.

For two centuries, federal, state, and local govern-
ments have worked together in constantly changing pat-
terns. Their relationship has been affected by many fac-
tors. It has been shaped by the relative speed and
efficiency of enacting and implementing state programs,
the scope and breadth of state action, new federal legisla-
tion, and a growing body of constitutional case law result-
ing from Supreme Court decisions. In most instances, the
intergovernmental system has worked, sometimes well,
sometimes slowly. In other instances, the system has
proven unresponsive or inflexible,

Some problems require national action, and in other
cases slates do not have the fiscal resources to act on their
own. The challenge is to assure that each level of govern-
ment refains the freedom and authority it needs to carry
out its own responsibilities well, without unnecessary lim-
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its and constrainis. Retaining the vital balance presents a
serious constitutional challenge that must be addressed di-
rectly and openly.

The Supreme Court’s recent decisions have made it
clear that little protection is provided for the states under
the Tenth Amendment. The court has suggested that the
states must seek to limit federal power through the politi-
cal process, rather than relying on the limitation included
in the initial delegation of powers to the federal govern-
ment. In essence, this approach treats states as another
special interest group, rather than ag true partners in the
federal system,

While the simplest answer is the model established
200 years ago—for the states to convene a constitutional
convention to renew the commitment to power shared be-
tween the states and the federal government—current
fear of a runaway convention has forced the states to rely
on the Congress to voluntarily give up powers they have
centralized on the national level. History makes it clear,
however, that power is rarely given up voluntarily.

The impact of this problem is now more acute as a re-
sult of the South Caroling v. Baker case. In that case the
court repealed the last vestiges of intergovernmental tax
immunity and reinforced its intent to remove itsclf from
defining clear lines between state and federal authority.

For this reason, the governors are convinced that a
meastred, practical constitutional solution to the federal-
ism issue is needed—a solution that restores the states’
ability to initiate constitutional change without being sty-
mied by the threat of the perceived problem associated
with a convention, a sofution that assures the people of a
continued say in the decisions about the basic structure of
the nation and the appropriate roles of each level of gov-
crnment.

Such a solution is clearly possible within the current
intergovernmental structure. As the Governors’ Task
Force on Federalism noted, “The Constitation envisioned
that amendments could be initiated by both the federal
government and the states. However, the fear of a ‘run-
away’ convention has effectively closed the door to state-
initiated amendments. Until recently, the Tenth Amend-
ment was thought to protect the states and localities from
an uncontrolled expansion of federal power through legis-
lation and regulatory action.” Now, however, the Supreme
Court has efflectively removed that protection, and the
Congress is free to act without constitutional constraints.
Furthermore, the concern over a constitutional conven-
tion has blunted the balancing capacity originally provided
in the Constitution.

Therefore, the governors have called on the Congress
to restore the intended states’ ability to initiate amend-
ments. Congress can do this by referring to the states a
constitutional amendment that would create a more prac-
tical route under Article V for states to initiate amend-
ments to the Constitution.

Under this approach, two-thirds of the states could
pass memorials that seek the addition of a specilic consti-
tutional amendment. Unlike the petitions for a constitu-
tional convention that must be scrved on the Congress,
these memorials would be filed with every state. When the
necessary 34 states is reached, the proposing states would
appoing representatives to a Commitice on Style to recon-
cile the details of the language of the various memorials.

When a majority of the states represented on the Commit-
tee on Style approve the proposed amendment, it would
be submitted to the Congress. A two-thirds vote by both
houses within the next congressional session would be nec-
essary to stop the amendment from going back to the
states for ratification. If the Congress did not vote by two-
thirds to stop the amendment, it would be submitted to the
states for ratification by the required three-fourths. This
reasonable, measured approach can restore the balance of
power without any radical alteration of the structure, proc-
ess, or specific responsibilities exercised today. It would,
however, return a parity to the system of review and re-
dress. _

Beyond this broad restoration of the intended balance
is the specific issue created by the South Carolira v. Baker
case, in which the court held that the Congress has the
right, if it wishes, to tax the earnings of individuals from in-
terest payments on state and locat bonds. I believe that we
must remove the question of the future tax status of state
and local bonds from the congressional arena. Such bonds
are a critical revenue source for important governmental
projects, and their use should not be subject to taxation or
regulation by the federal government. This issue also
should be addressed through a constitutional amendment.

The federal system works because it is dynamic and
flexible, because it encourages and facilitates change. It
works because it provides opportunities [or experimenta-
tion and innovation. It works because it allows for diversity
among the states and becauvse, by preserving government
close to the people, it assures greater responsiveness and
accountability.

The diverse character of the [ederal system must be
preserved if the nation s to respond to the new challenges
that confront us in our third century. While the apparcnt
simplicity of homogenized national action is attractive, the
fact remains that many problems are not simple and not all
problems can be addressed on a national level or national
scale alone. The flexibility and innovation that have char-
acterized state government in the past will be even more
important in a complex and rapidly changing future.

The task will not be easy, but we must devote real ef-
fort to preserving the balance so carefully crafted by our
founders. Qur constitutional history has heen full of diffi-
cult choices. We cannot avoid this new challenge,

We know the states are key providers of governmental
services as well as the laboratories of government. As we
rejoin the debate and give direction to the way in which our
federal system will evolve, we must work to see that we
preserve and enhance the states’ mandate for the future.

States must take a leadership role. We must demon-
strate our ability to respond to public needs in a timely and
effective manner. Over time, it is this performance that
will provide the most compelling argument for the federal
system.

Governor John Sununu of New Hampshire is
the immediate past chairman of the National Gov-
ernors’ Association, and is vice chairman of
ACIR. This article Is adapted from NGA's August
1988 publication Restoring the Balance: State
Leadership for America’s Future.
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Robert M. Isaac

].he eyes in the audience glaze over when I tell
them I am going to discuss federalism as it exists
today. How can I possibly convey the seriousness
of the problem, the extent of the intergovernmen-
tal imbalance, and the emptiness of the Tenth
Amendment protection for the states?

Ioften include in speeches to groups of constituents a
statement to the effect that Congress ordered the City of
Colorado Springs to hire 18 additional fire fighters in 1986,
and that they, the local taxpayers, were required to pay for
them. My audiences have found it difficuit to understand
how Congress’ authority to do this stems from a constitu-
tional provision enabling Congress to make all laws neces-
sary and proper for carrying into execution the “power to
regulate commerce with foreign nations and among the
several states and with the Indian tribes.” T then explain
that the law in question is the Fair Labor Standards Act,
which has been applicd to state and local government em-
ployees with the blessing of the United States Supreme

Court in the 1985 case of Garcia v. San Antonio Metropoli-
tan Transit Authority.

[ then guote the fotlowing statement of Chief Justice
Chartes Evans Hughes from the case of AL A4 Schechter
Poultry Corp. et al. v. United States, decided in 1935:

If the commerce clause were construed to

reach all enterprises and transactions which coutd

be said 10 have an indirect c¢ffect on interstate

commerce, the federal authority would embrace

practically all the activities of the people, and the

authority of the state over its domestic concerns

would exist only by sufferance of the federal gov-

ernment.

The prophetic nature of that statement is best illus-
trated by the Garcia opinion, and was highliphted in Jus-
tice Sandra Day O'Connor’s dissent, in which she states:

The central issue of federalism, of course, is
whether any realm is left open to the states by the
Constitution . . . whether any area remains in
which a state may act free of federal interference.

Apparently, there are no such areas today,

In my opinion, the continuing erosion of the original
design of the Constitution poses a threat to our freedom
and our basic form of government. Congressional action
and court interpretations seem far more concerned that
the end is achieved than that the means are appropriate. It
is ironic that we found the Supreme Court freeing Con-
gress from any restraint in its actions with regdrd to states
just as we approached the 2006th anniversary of the Consti-
tution, & document which envisioned the relationship be-
tween the federal government and the states to be one
characterized by a distinct limitation of the federal power.
The framers of the constitution, and the people, con-
sented to be poverned in a certain way. They feared too
much power in a strong central government, and thus they
specified and limited the delegation of power to the fed-
eral government, reserving to the stales or to the people
all power not deleg’tted

Granied, times have changed, but I truly believe that
judicial permissiveness toward the federal government has
totally changed the intergovernmental relationships envi-
sioned by the framers and included in the constitution.
Chief Justice Roger B. Taney issued a warning, which I be-
lieve has been ignored, when he said, “If we are at liberty
tor give old words ncw meaning . . . there is no power which
may not, by this mode of construction, be conferred on the
general government and denied to the states.”

At first [ thought that the Garcia decision, together
with Congress’ penchant for applying conditions (o the
spending power (whether or not the conditions were re-
lated to the purpose of the act in question), and the use of
the supremacy clause (even in areas in which the federal
law did not conflict with statc and local law), had clearly
placed all power in the central government and that no
more damage could be done. I was wrong. Adding to the
annoyance of the federal government setting drinking
ages, speed limits, and retirement ages. we must now cope
with the 1988 decision in South Carolina v. Baker. In that
case, the court upheld Section 310(b)1) of the Tax Equity
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and Fiscal Responsibility Act of 1982 (TLI'RAJ, which re-
moved the federal tax exemption for interest earned on
publicly offered long-term bonds issued by state and local
governments unless those bends were issued in registered
form. Not content with a ruling on the issue in question
the court took the opportunity to overrule the 1895 case of
Pollock v. Farmers' Loan and Trust Compuany. Thus, the
court eliminated the long-standing rule that had invali-
dated federal taxation of interest derived from state and
tocat bonds.

Now, in addition to the commerce power, the spend-
ing power and the supremacy clause, the Congress is free
to deny tax-exempt status to state and local bonds or to
condition tax exemption on policy conditions that strike
the Congress’ fancy at any particular time. Tax exemption
for general obligation bond interest, for example, could be
conditioned on conforming the project to Davis-Bacon
prevailing wage requirements. Arbitration and collective
bargaining could be mandated directly, pursuant to the
Garcia decision, or made conditions of individml projects
funded by state and local bonds in order to qualify for tax-
exempt treatment. Such conditions could increase the cost
soas to eliminate the benefit of tax-exempt financing alto-
gether, or simply force state and local governments to ac-
cept intruqive and expensive conditions out of necessity in
tight of the massive infrastructure requirements of state
and local governments.

The Federal Tax Code has been used as a vehicle to
carry out federal policy for many years, but to set that pol-
icy through conditions of tax-exempt treatment for state

vl 1
and local projects where debt service is to be paid solely by

state and local taxpayers would, in my opinion, be outra-
geous. But, there I go, speculating about dire conse-
quences that may not occur, parading the “horribles” after
being told not to worry. Chairman Dan Rostenkowski of
the House Ways and Means Committee, in a statement re-
leased on Apnl 20, commented that it has been the pre-
sumption of Congress for the past 20 years that the matter
of federal tax trcatment of state and local government
bonds was a matter of statutory law and not one involving
constitutional principle. To calm our fears, I suppose, he
states, “There is no reason to believe that today's court de-
cision will either prompt or deter future Congressional ac-
tion.” Further soothing comments came from Sen. Lloyd
Bentsen on the same day when he stated, “The fact is, the
tax exemption for genceral obligation bonds is extremely
popular in the Congress.” And then on June 30, Rep.
Larry Combest submitted a resolution to the House Ways
and Means Committee, which resolved that “it is the sense
of the House of Representatives that federal laws regard-
ing the taxation of state and local government bonds
should not be changed in order to increase federal reve-
nucs.” In light of all the assurances, why do state and local
lcaders feel uneasy?

I believe our insecurity is justified and well founded. 1
am convinced that the budget deficit will continue to reign
over any federalism principles because Congress and the
Administration are unwilling politically to take on the tre-
mendous outlays in the form of entitlements to individuals
not based in need, and since defense expenditures, en-
titlements, and interest on the debt now absorb nearly all
of the projected revenues. The Congress will, I believe,

continue to scek ways to cut expenditures where the con-
stituencies are the smalktest and the weakest, and avoid for-
going revenue by tinkering with the tax code so as to in-
crease revenue at the expense of state and local
governments. Unfortunately, tax exemption for federal
ohligationg 15 viewed hv manv in Coneress as a negessary

VIUELDO LIRS o YFLAD Tiiciady w4 1L

and appropriate mcthod of imancm;, federal needs
whereas state and local obligations are seen from the point
of view that the investor is receiving an unfair break. Thus,
the loophole must be eliminated.

House Ways and Means Committee member Bob
Matsui recently expressed concern that the federal gov-
ernment will be looking seriously at municipal bonds as a
means of meeting the Gramm-Rudman-Hollings targets
next year. He indicated further that unless stat¢ and local
public officials mounted a concerted campaign, further
bond restrictions were a certainty next year.

In the face of expanded use of the spending power, the
unrestrained use of the supremacy clause, and the unlim-
ited power of the Congress under the commerce clause,
we have been told that Congress will restrain itself. We are
also advised to use our substantial lobbying power in the
political process in the event that the Congress does not
exercise that restraint, so that we might, I suppose, as
James Madison suggested, “by the election of more faith-
ful representatives, annul the acts of the usurpers.” Justice
William Brennan noted in the South Carolina decision
that there was no evidence that the state had been denied
participation in the national political process or “singled
out in a way that left it politically isolated and powerless.”
It makes me wonder if that is true when one observes that
the meetings of the House Ways and Means Committee
on the Tax Reform Act of 1986 were closed, and the fact
that state and local governments are not members of
PACs, and that nearly 50 percent of the federal budget ex-
penditures are directed to individuals, most of whom are
organized into large fobbying groups. Unfortunately, some
in the Congress view any organization representing state
and local governments as just another interest group.

In view of the foregoing, and in speculating on what
may be in store regarding states’ rights as a result of past
congressional and judicial action, the words of Justice
Robert H. Jackson in Youngstown Co. v. Sawyer, the 1952
steel plant takeover case, may give us a clue. He saw in the
government’s plea for a resulting power to deal with a cri-
sisoran emf.rg,ency according to the necessitics of the case
the unarticulated assumption to the effect that “necessity
knows no law.” In the minds of some, the budget deficit
may well have reached crisis proportions, creating a sense
ol necessity, even urgency, to foster legislation without re-
gard to any federalism prmuplc As for the opinions of

judges, he states that they “often suffer the infirmity of

confusing the issuc of a power’s validity with the cause it is
invoked to promote. . . .” The tcndcncy is strong, he said,
“to emphasize tramicnt results upon policies . . . and lose
sight of cndurmg conm,qucncu upen the hahnccd POWET

Robert M. Isaac ayor f ‘olorado Springs,
- ~ L D

olorado, and a membe
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Federalisi
‘e Pull
gether?

Pam Plumb

Many analogies have been used to describe
the structure of American federalism. Since the
City of Portland, Maine, where I serve as a city
councilor, is famed for its seafaring heritage, |
propose using the analogy of a rope, such as that
employed to lift a heavy sail or to pull a heavy
load.

The three strands of the rope are federal, state, and
local povernment. In such a rope each strand is itself com-
posed of smaller strands, which may be conceptualized as
the individual units of government or in the case of the fed-
eral government as its major branches and agencies. To-
gether the strands support each other and provide the ag-
gregate strength to bear the load. While each of the major
strands is identifiable, all the strands arc interrclated and
interwoven. This is an apt description of the highly inter-
dependent governmental arrangements which have
evolved in the United States to deal with the increasingly
complex bundle of public policy challenges that confront
us as a nation.

The United States has achieved great things in 200
years of federal organization, but great challenges remain.
We are well advised as a nation to equip ourselves with the
best organizational “rope” possible to meet these chal-
lenges.

Just as a rope is weakened and made less capable if
one of its strands is thinner, shorter, or severed, so too, the
American system of government is not as capable if some
of its constituent units are weakened or overloaded. I be-
lieve that our system of federatism is currently weakened
by an overcentralization in which the federal strand is as-
suming too great an importance and shifting too much of
the load to the state and local strands.

Two concurrent processes are coniributing to this ac-
celerating trend. First, the federal government is increas-
ingly mandating more requirements on state and local gov-
ernments and not providing the resources to achieve these
nationally determined priorities. Second, federal court de-
cisions and federal legislation as well as regulatory and ad-
ministrative actions are taking away (ools which have been
traditionally employed by state and local governments to
meet service needs. Thus, we see a heavier Ioad placed on
state and local governments and at the same time a trend
toward eliminating the tools required to help pull the in-
creased load.

Cities are not mentioned in the U. 8. Constitution;
thus the position of cities in relation to the federal and
state governments has to be found in the sphere of laws,
politics and state constitutions.

Why aren’t cities in the Constitution?

The omission of cities and other local governments
grows out of the period in which the Constitution was
drafted—when our forefathers did not foresee extensive
involvernent of the federal government in local affairs.
Events since that time have forged direct federal-local re-
lationships not imagined by the drafters of the Constitu-
tion. Along with the more traditional federal-state and
state-local relationships, this federal-local relationship is
an important element in the operation of our system of
governance.

Some of the other shifts which account for the absence
of city governments from the Constitution, but which ar-
gue for an important city role today, would include:

1. The shift from a predominantly agrarian to a
predominantly nonagrarian society;

2. The shift from an cxpectation of self-
sutficiency to a recognition of societal interde-
pendence;

3. The shift from the city governments of the
1780s offering a limited array of services to the
cities of today providing a wide range of serv-
ices.

Recent Supreme Court cases have made strong decla-
rations that the federal government has the constitutionat
authority to regulate cities and states with great specificity.
Just because constitutional permission has been granted
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for such broad regulation does not mean that it s good
public policy.

1 believe that dynamic cities, countics, and states as
well as the federal government are required to ensure a vi-
tal and adaptable governmental system. This is political
imperative, not a clause or an article drawn from the U.S.
Constitution.

Revitalized communication i§ critical to counter the
current deterioration in intergovernmental relationships.
Tension is inevitable in this process, but as in a good rope
the right degree of tension in the right directions is essen-
tial to the strength of the line.

The Advisory Commission on Intergovernmental Re-
lations and the similar state-level organizations serve as

it ntc
uu})ux tant L-Ulul_;uu\.,lun uf a communications St[q“’g‘j but

morc is required. [ suggest the following as beginning steps
to provide additional voices for the interests of cities and
the citizens they serve:

1. Improvements to the federal fiscal note proc-
eS8,

2. Creation of a Council of Municipal Advisors.

3. Encouraging restraint by the Administration
and the Congress.

1. Improvements to the current fiscal note process
provided for by federal law. Under this process, estimates
of the costs to be imposed on state and local governments

ad tnla rhadt Th
arc chuu ed to be attached to all federal leglﬁlat}{;u 1i1€5¢

estimates of the cost impacts of federal legislation are cur-
rently provided at the time of floor consideration in each
house and frequently not far in advance of a vote. To be
most useful, such cost estimates should be delivered prior
to congressional subcommittee consideration of legisia-
tion, and revisions should be made to such estimates at the
point that major amendments are made to the proposals.

2. Creation of a Council of Municipal Advisors within
the Executive Office of the President fo review the impact
of all proposed regulations and legislation prior to its im-
plementation. Both presidential candidates have commit-
ted in writing to establishing communications channels
with municipal officials. Vice President George Bush has
indicated that one mechanism he would use is establish-
ment of a Presidentiat Task Force on Urban Alfairs, with
membership primarily from the ranks of municipal offi-
cials. Governor Michael Dukakis has indicated that he
would establish a federal ¢ counterpart {0 the Local Gov-
ernment Advisory Committee in Massachusetts. Thesc fo-
Tums, if convened on a systematic basis, would be valuable
in the attempt to maintain a continuing dialogue on mat-
ters of mutual concern.

3. Encouraging restraint on the part of the Admini-
stration and Congress in their enactment of new duties te
be imposed on state and local governments without pro-
viding funding or access to funding sources. To achieve
this purpose, municipal, state, and county officials will

have to take up the challenge issued by the Supreme Court
to be more political as they approach the Congress and
Administration with problems and challenges. At the
same time Congress and the Administration would be well
served to consider more often the impacts their actionsare
having on state and local government capacity.

Just as better use of the fiscal notes process by Con-
gress is needed, so the Administration should be more vig-
orous in performing the analyses of impacts of federal ac-
tions on state and local governments called for in the
Executive Order on Federalism issued in October 1987,

The American system of government remains vital
and capable of adaptation, but increased mandates, fed-
eral restrictions on revenue and borrowing powers, and
declining leveis of fiscal assistance threaten to makc
America’s governments less able to deal with continuing
change in society. There are many legislative, constitu-
tional, and political changes which are being proposed to
alter these trends. In order to begin evaluating these
changes, we must find ways to encourage and assure a rein-
vigorated, informed and continuing discussion betweenall
levels of government.

While some would argue that recent federal actions

have pushed state and local governmentsto the end of the

federalist rope, I believe that we have no real choice but to
grasp the rope where we are and begin searching for ways
to pull together more cooperatively. These efforts will ex-
pose the tensions that exist in the current arrangements.
However, if the tasks are approached with goodwill and
mutual respect, our efforts will yield the better govern-
mental systems and results which our citizens deserve.

Pam Plumb, a city councilor in Portland,
Maine, is president of the National League of Cit-
ies.
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Robert B. Hawkins, Jr.

he Advisory Commission on Intergovernmen-
tal Relations has endorsed federal deficit reduc-
tion, in part because the federal debt affects
policymaking in ways that harm our federal sys-
tem. The ACIR believes, moreover, that the fed-
eral government should draw on state experi-
ences in fashioning tools to discipline its fiscal
behavior. The states have long had a good record
of fiscal discipline—buttressed by constitu-
tional and/or statutory requirements for a bal-
anced budget, debt limits, and tax and expendi-
ture limits. Furthermore, while federal debt is
incurred for current eperating expenses, state
and local debt is incurred mainly for capital
projects, which benefit present and future tax-
payers who will share the costs of these benefits.

While recognizing differences in the fiscal circum-
stances of the national and state governments, in Fiscal
Discipline in the Federal System: National Reform and the Ex-
perience of the States, the ACIR has recommended that: (1)
the Congress consider proposing a balanced budget
amendment to the U.S. Constitution; (2) the Congress and
the President consider adopting a biennial budget, a capi-

tal budget, rules of germaneness for alt bills, and taxing
and spending limits; and (3) the President be given a line-
itern veto of appropriations voted by the Congress, subject
to an appropriate override by the Congress.

Balancing the Federal Budget and the
Federal System

The Commission is very concerned that a rebalancing
of the federal budget be accompanied by a rebalancing of
power in the federal system. There isa budget deficitanda
power surplus on the national side of the federal equation.
The federal budget is out of balance in part because the
federal systemn is out of balance. The federal government
has used its spending powers, among others, not only to
strengthen national defense and public welfare, but also to
invade traditional domains of state and local authority, and
to impose requircments on states and localities. Unless
the imbalance of power is redressed, federal deficit reduc-
tion may simply shift costs to state and local taxpayers, and
compel state and local officials to make the hard political
and fiscal choices that should be made by the elected fed-
eral officials who created the budget crisis.

Deficit spending and surplus power allow federal offi-
cialsto create rules and programs without having to ask the
voters for a tax increase. Deficit spending shifts costs to fo-

ture generations, and surplus power shifts costs to state
and local governments. If deficit spending is curtaited or
eliminated, then federal officials may use their power sim-
ply to require state and local implementation of, and pay-
ment for, federal policies. Elected federal officials would

be able to claim credit for policies that work, while hiding
hehind state and local officials who would bear the onus of

B SR Gaats (UG R Ce ] LA DCal sl Lita U

asking votcrs to pay for federal policies, good and bad.

Based on its research on restoring the constitutional
balance in the federal system, the ACIR has concluded
that present trends already “indicate a basic and growing
imbalance between the fiscal side and the regulatory side
of federalism. Federal regulation of state and local govern-
ments is outpacing federal financial support.”

For several decades, federal aid to states and localities
was increased in partial compensation for the growing im-
balance of power. In cffect, the federal government pur-
chased power from state and local governments. Federal
grants to state and local governments grew from 4.7 per-
cent of all federal spending in 1955 to 17 percent by 1978.
Similarly, federal grants represented 10.2 percent of state
and local spending in 1958, but climbed to 26.5 percent by
1978. Since then, however, federal aid has been drop-
ping—to an estimated 10.9 percent of federal outlays and
17.1 percent of state-local outlays in 1989, according to the
1988 edition of Significant Features of Fiscal Federalism.
The federal government now has the lion’s share of power,
but not the money to pay for the use of all that power. In-
creasingly, state and local governments are getting stuck
with the bill.

A further decline in federal aid will be a problem for
fiscally distressed state and local gnvcrnmemc but not the
Kt:y' p'rUUlCI‘I‘l for statcs and localitics asa whote. The key 8-
sue is whecther state and local governments will have
enough authority to cope with federal deficit reductions in
ways that best suit their needs and citizens. Increased fed-
cral regulation, restrictions on state and local authority,
unfunded mandates, preemption. and invasions of state
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and local revenue sources to balance the federal budget
will enly place state and local goveraments in the same
predicament as the federal government now finds itsell.
The federal government cannot expect states and locali-
ties to pick up costs while also hampering or invading their
revenue-raising abilities and policymaking authority.

Federal deficit spending has been like a pressure
valve, allowing steam to escape from the fiscal system. If
deficit reduction closes that valve, then pressure will build
up in the federal fiscal system. If costs continue to shift to
state and local governments, then those governments will
be pushed ever more tightly against the [egal tax, debt, and
expenditure limits desired by their citizens, causing politi-
cal conflict and possibly damage to long-standing tools of
fiscal disciptine. States and localities must, therefore, have
greater policymaking authority in order to accommodate
and reduce fiscal pressures within limits of their own
choosing.

Allowing States to Opt Out of Unfunded Mandates
Along these lines, in 1984 in Reguiatory Federalism:
Policy, Process, Impact and Reform, ACIR recommended
“full federal reimbursement to state and local govern-
ments for all additional direct expenses legitimately in-
curred in implementing new federal statutory mandates,
including costs imposed by federal direct order mandates,
crosscutting requirements, partial preemptions and provi-
sions enforced by crossover sanctions.” The ACIR also
recommended “that the legislation establishing such a sys-
tem specify that no state or local government be obligated

1o carry outa federal S{atut(}[}r mandate that doeg not ful-

{ill this requirement.” These recommendations must be an
integral part of any serious deficit reduction plan if we are
to maintain our federal system.

Reducing Federal Aid in Accord with
Federalist Principles

In The Federal Role in the Federal System: The Dynamics
of Growth, the Commission also recommended that a num-
ber of grant-in-aid programs be reduced through termina-
tion, phase-out, and consolidation. Specifically, the

......

most likely candidates for consolidation should be
those which are, or could be made, (a) closely re-
lated in terms of the functional area covered; (b)
similar or identical with regard to their program
objectives: and (¢) linked to the same type(s) of re-
cipient governmental jurisdictions. The primary
candidates for termination and phase-out should
include: (a) the approximately 420 small federal
categorical grant programs, which account for

Oﬂ]:f 0 pefcen{ of all grnnf {'11an (h\ Yprograms i in

functional fields in which 1cdcral md amounts to
approximately 10 percent or less of the combined
state and local outlays, including federal aid; (c)
programs which do not embody cssential and
statutorily clearly stated national obiectives, or
which are too small to address 91gm11canl[y the
need to which they relate; {d) programs, espe-
cially small ones, which have high administrative
costs relative to the federal {inancial contribution;
(e) programs which obtain, or could obtain, most
of their funding from state and/or local govern-

ments, or fees for service, or which could be
shifted to the private scctor.

Devolving Some Federal Programs

In its report on Devolving Selected Federal-Aid Highway
Programs and Bases, the Commission has also concluded
that turnbacks (simultaneous repeal of federal aid pro-
grams and relinquishment of federal tax bases) are a prom-
ising way to achieve greater political decentralization. The
Commission has recommended devolution of non-Inter-
state federal-aid highway programs, for example, and be-
lieves that turnback legistation should be based on the fol-
lowing principles:

®  An adequate transition period to allow state and
local governments to adjust to the new cnviron-
ment of increased political decentralization.

®  An adequate pass-through of state funds to local
governments during the transition period to mini-
mize fiscal dislocation and uncertainty as local gov-

Aivret . ey
ernments agjust {0 the new environment Of pOl!tl‘

cal decentralization.

® A mechanism during the transition period to facili-
tate any state legislative or constitutional changes
necessary to adjust the politicat and fiscal relation-
ship between states and their focal governments,
such as adjustments in local financial aid and
changes in laws affecting local taxing authority.
(Devolving Federal Program Responsibilities and
Revenue Sources to State and Local Governments.)

Restoring Constitutional Balance in the
Federal System

Growing concern about the expansion of federal
power relative to the states, and consternation over such
recent U.S. Supreme Court decisions as Garcia v. San An-
tonio Metropolitan Transit Authority (1985) and South Caro-
lina v. Baker (1988) prompted the ACIR in 1988 to recom-
mend that the states form a commission on constitutional
revision, and that the Congress and the states amend the
U.S. Constitution {o remove the prospect of a “runaway”
convention as an obstacle to state-initiated amendment
proposals. These recommendations reflect the Commis-
sion’s view of the gravily of the situation for federalism to-
day.

Conclusion

Restoring balance in the federal budget and balance
in the federal system must proceed in concert and with all
dclibcralc speed. State and local governments must bear a

af1hal 3
fair share of the burden of deficit reduction, but must not

become convenient receptacles for the costs of responsi-
bilities shed by the federal government. If the federal gov-
ernment expects state and local governments to sharc the
costs of delicit reduction, then the federal government
must also share power with the nation's 50 states and
83,166 local governments.

Robert B. Hawkins, Jr., is chairman of the
ACIR. This article is based on a statement to the
National Economic Commission.
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ACIR MicrocompuTer DISkeTTE SERIES

State-Local Government Finance Data—Tnese diskottes developed by ACIR provide access to Census finance data in a conven-
ient format and are designed for ease of use, The FYS6 version of this series is greatly expanded from the earlier versions. The FYBG series
contains data for 128 revenue items, 200 expenditure classifications, population and personal income. [The FY83-FY85 versions contain 66

eaTraT ttowae nemd 70 avnnnditien alooosd ok} Lo o o A R cbatn

FEVenue Hems anda (U eXpendiitire classifications. | State- u_y state data are available for state and loeal government Lumumk,u state govein-
ment only or all local governments only (aggregated at the state level). For FY86, there are six diskettes in all.

Format: Lotus 1-2-3 or Symphony
Price: $175 (four-year set), $90-~FYB6, $50—FY8S, $25—FY84; $25—FY83.

Government Finance Data for Individual Cities and Counties—The data are available for nearly all cities over 25,000

population, all counties over 50,000, and selected counties between 25,000 and 50,000. Data are for fiseal 1985 and fiscal 1984, Each two-
diskette set for each region contains data for population, 62 types of general revenue, 30 types of general expenditures, four categories of
debt, 14 revenue and expenditure categories of locally operated government utilities, and seven categories of local retirement system fi-
nances. The diskettes may be purchased by region or as a 12-region set as follows:

New England {Connecticut, Maine, Massachusetts, New Hampshire, Rhode Island, Vermont—117 cities, 37
counties)

Mideast (Delaware, District of Columbia, Maryland, New Jersey, Pennsylvania— 103 cities, 95 counties)

New York State (76 cities, 49 counties)

Great Lakes I (Michigan, Ohio—122 cities, 101 counties)

Great Lakes 1I (Illinois, Indiana, Wisconsin— 157 cities, 133 counties)

Southeast I (Kentucky, Tennessee, Virginia, West Virginia—41 cities, 137 counties}

Southeast II {(Georgia, North Carclina, Scuth Carolina—98 cities, 153 counties)

Southeast I (Alabama, Arkansas, Florida, Louisiana, Mississippi—40 cities, 138 counties)

Plains (Towa, Kansas, Minnesota, Missouri, Nebraska, North Dakota, South Dakota--78 cities, 114 counties)

Southwest {(Arizona, New Mexico, Oklahoma, Texas—94 cities, 117 counties)

Rocky Mountain/Far West (Colorado, Idaho, Montana, Utah, Wyoming, Nevada, Oregon, Washington,
Alaska, Hawaii—79 cities, 91 counties)

California (168 cities, 43 counties)

Format: Lofus 1-2-3 or Symphony
Price: F¥Y85 $850— (complete set) or $30-(per region); FY84 $475 —(complete set) or $50—(per region).

State Government Tax Revenue, FY83-87 — To aconsiderable extent, the State Government Tax Revenue Diskette containg the same
revenue fields as the State-Local Government Finance Diskettes desceribed above. However, the State Tax Diskette is distinet from the
state-local series in the following ways: (1) Tax data on state governments are released by the U.S. Bureau of the Census approximatcly six
months prior to the entire government finance series (which includes various categories of federal aid, user charges, miscellaneous generat
revenue as well as tax revenue and expenditure data}. The State Government Tax Diskette makes the state tax portion of the government
finance series available to the public a half of a year earlier than entire state-local government finance series. (2} Because the data base on
the State Government Tax Diskette is smaller than on the entire state-local government finance series, four years of data (FY83-87) arc
included inasingle diskette. 3) Unlike the state-loca! finance serics or the city-counties series, the State Government Tax Diskette docs not
centain any information on local governments nor does it coentain any expenditure data.

Format: Lotus 1-2-3 or Symphony

Price: $60 (for FY83-87, inclusive).

State Tax Resources and Utilization — This series is based on the data used to produce ACIR’s annual publication Tax Capacity
of the States (also called the Representative Tax System, or “RTS” for short). The disks, which contain data not published in the annual
report, permit users to monitor changes in tax bases and revenues, compare and contrast states’ rates, and project future revenues. The data
base includes the dollar amount of the state-local tax base, state-local tax collections, statutory state tax rates, and effective tax rates. Data
for selected years are presented for five other indiees. Most data cover 1981-85.

Format: Lotus 1-2-3 and Symphony
Priece: $200
Federal Grants by State—This series of diskettes contains state-by-state expenditures for every federal grant program —approxi-

mately 500 grants to state and local governments as weil as several hundred grants awarded to nongovernmental entities. This serics is
based solely on the Consolidated Federal Funds Repotf data collected by the U.S. Bureau of the Census. Data are available for FY 1986 and I'Y

Tn0n

1983 and are organized on a fiscal year basis; four diskettes for each fiscai year,
Format: Lotus 1-2-3 or Symphony
Price: $250—(Complete two-year set), $180—FY 1986, $100-—FY 1983.

For ardering information, please write or call:
ACIR Publications,
1111-20th Street, NW,
W ashmgton DC 20575
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New Publications

Local Revenue Diversification:
Local Income Taxes

August 1988  SR-10 32 pages $5.00

This study is one of a series by ACIR on ways in which local govern-
ments can fessen their reliance on property taxes by diversifying their
revenue bases. Among the most potentially important nonproperty taces
suitable for use by local governments is the local income tax. It is pres-
ently a modest source of revenue, but is important for a number of large
cities. In most cases, local income taxes must be authorized by the state
Iegislature, and they are most often used by general purpose local gov-
ernments, Typically, the local income tax is an alternative rather than a
complement to a local sales tax, and all states that authorize a local in-
come tax also have a broad-based state income tax.

Interjurisdictional Competition in the
Federal System:
A Roundtable Discussion

Competition in the federal system has come into focus again primar-
ily because of highly publicized examples of state and local governments
competing for cconomic investment and large federally funded installa-
tions. Such competition, of course, is not new. But the economic changes
taking place in the United States, particularly the internationalization of
the economy, have heightened the visibility of interjurisdictional compe-
tition and public concerns about it. This report contains the presenta-
tions and discussion from a roundtable session held at the March 1988
ACIR meeting on Interjurisdictional Competition: Good or Bad for the
Federal System? The report examines the various forms and intensities
that competition takes in different political contexts and geographic ar-
eas.

(see page 17 for order form)
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Recent ACIR Publications

Changing Public Attitudes on Governments and Taxes, S-17, 9/88, 88 pp. $10.00
Metropolitan Orgarization: The St. Louis Case, M-158, 9/88, 176 pp. $10.00
Interjurisdictional Competition in the Federal System: A Roundtable Discussion,

M-157, 8/88, 32 pp. $5.00
Local Revenue Diversification: Local Income Taxes, SR-10, 8/88, 52 pp. $5.00
Significant Features of Fiscal Federalism 1988 Edition

Volume I, M-155, 12/87, 128 pp. $10.06

Volume 11, M-155 II, 7/88, 152 pp. $10.00

Both Volumes Ordered Together $15.00
State-Local Highway Consultation and Cooperation: The Perspective of State Legislators,

SR-9, 5/88, 56 pp. $5.00
Measuring State Fiscal Capacity 1987 Edition, M-156, 12/87, 148 pp. $10.00
Organization of Local Public Economies, A-109, 12/87, 64 pp. $5.00
The 1986 Federal Tax Reform Act: Its Effect on Both Federal and State Personal

Income Tax Liabilities, SR-8, 12/87, 28 pp. $5.00
Governments at Risk: Liability Insurance and Tort Reform, SR-7, 12/87, 36 pp. $5.00
Is Constitutional Reform Necessary to Reinvigorate Federalism? A Roundtabile

Discussion, M-154, 11/87, 39 pp. $5.00
Local Revenue Diversification: User Charges, SR-6, 10/87, 70 pp. $5.00
The Transformation in American Politics: Implications for Federalism,

B-9R, 10/87, 88 pp. $6.00

Devolving Selected Federal-Aid Highway Programs and Revenue Bases:

A Critieal Appraisal, A-108, 9/87, 56 pp.

Estimates of Revenue Potential from State Taxation of Qut-of-State Mail Order

<
o
=
o
o

Sales, SR-5, 9/87, 10 pp. $3.00
A Catalog of Federal Grant-in-Aid Programs to State and Local Governments:
Grants Funded FY 1987, M-153, 8/87, 36 pp. $10.00
Fiscal Discipline in the Federal System: National Reform and the Experience of
the States, A-107, 8/87, 58 pp . $10.00
ORDER FORM
Mark your selections on this form and return WITH CHECK OR MONEY ORDER to:

ACIR Publications, 1111-20th Sireet, NW, Washington, DC 20575

ALL ORDERS MUST BE PREPAID.

Report Quantity Price Amount Report Quantity Price Amount
M-158 $10 — A-107 - $10

M-157 £5 - B-SR i $6

M-156 $10 - SR-9 - §5

M-155 11 $10 — SR-8 - $5

M-1551 $t0 - SR-7 —_— 85

M-154 $5 SR-6 33

M-153 i $10 ——— SR-5 e 85

A-109 - §s - SR-4 — 85

A-108 310 S-16 $10

Total Enclosed

Name
(type or print)

Organization/Company.

Address
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John Kincaid and Sandra B. McCray

Tremendous changes are occurring in the U.S. barnk-
ing system. One of the changes has been the rise of inter-
state banking. Bank holding companies and banks are
branching out into other states by (1) locating subsidiary
banks throughout the nation and (2} soliciting deposits and
offering loans to customers across the country by mail and
through electronic means in a form of “branchless bank-
ing.” A person living at one end of the country can now do
most or all banking through mail and electronic transfers
with a bank located at the other end of the country. In-
creasingly, in fact, citizens do business, directly and indi-
rectly, with many banks, both in state and out of state.

Interstate banking poses a number of tax and regula-
tory challenges to the states. Forty-six states have enacted
interstate banking laws as a first response to these chal-
lenges (see Table 1), The ACIR has been conducting re-
search on state taxation and regulation of banks and will is-
sue its first report, entitled State Regulation of Banks in an
Era of Deregulation, in October 1988. The second phase of

the research involves an examination of the principal is-
sues and options in state taxation of banks.

The challenges faced by states include: (1) the adop-
tion of jurisdiction rules that create tax parity between
domiciliary banks (i.¢., banks that are chartered by or are
headquartercd in onc’s own state); and nondomiciliary
banks (i.e., banks that are chartered by or are headquart-
ercd in another state but conduct business in one’s own
state)and (2) the search for an apportionment formula for
taxation that reflects how and where multistate banks carn
income.

Basically, the spread of interstate banking poses three
tax problems for the states: (1) the in-state activitics of
nondomiciliary banks may escape taxation, thus putting
domiciliary banks at a competitive disadvantage, (2) state
taxation of nondomiciliary branchless banks may result in
double taxation, thus putting out-of-state banks at a com-
petitive disadvantage, and (3) the use of differing and con-
flicting formulas by states to apportion bank income can
create administrative burdens and overlapping taxation.
Accordingly, interstate banking is causing states to
reexamine their bank taxes and, in some cases, o experi-
ment with new tax formulas. New York and Minnesota, for
example, recently enacted changes in their bank tax laws.

The ACIR has undertaken a study of state taxation of
banks in order to examine the issues involved in the taxa-
tion of interstate banking and the options available to
states. One element of this research was a survey of exist-
ing state tax practices, the summary results of which are re-
ported here.

In April 1988 a guestionnaire was mailed to bank-tax
administrators in all 50 states and the District of Colum-
bia. A follow-up mailing was made to states that did not re-
spond to the first mailing. This survey was conducted
jointly with the Federation of Tax Administrators, which
FTA provided close cooperation and valuable support, es-
pecially in handling the mailings of the questionnaire. Us-
able responses were received from 49 states plus the Dis-
trict of Columbia.

State Taxes Levied on Banks

The most widely used bank tax is a franchise tax, levied
by 69 percent of the responding states and the District of
Columbia. The popularity of the franchise tax is due
largely to two factors.

First, a franchise tax has significant revenue advan-
tages for states. According to federal law, states cannot in-
clude the value of or income from federal obligations in
their tax base unless they adopt a “nondiscriminatory fran-
chise or other nonproperty tax.,” Because federal obliga-
tions ordinarily comprise a large {raction of a bank’s assets
and income, failure to use a franchise tax for banks can be
costly for statcs.
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Tabie 1
State Interstate Banking Laws and Effective Dates

Regional?
Reciprocity
Required/
Trigger to

Nationwide! Nationwide

Alaska 7/82

Arizona 10/86%
Idaho 1/88

Kentucky 1/86%
Maine 1/78%

New Jerscy 1/88%
New Mexico 1/90°8
New York 6/824 5
Oklahoma 7/87
Rhode Island 1/884 &
South Dakota 2/884 &
Texas 1/87¢

Utah 1/88
Washington 7/874
West Virginia 1/88
Wyoming 5/87

California 7/87
Colorado 7/888 &
Delaware 1/88
Illinois 7/86
Indiana 1/87
Louisiana 7/871°
Michigan 1/868
Nebraska 1/90
Nevada 7/836 8
Ohio 10/85%
Oregon 7/867
Pennsylvania 8/865
Vermont 1/88%

Source:  Conference of State Bank Supervisors, August 1988.

Regional® States without
Reciprocity Interstate
Required Banking

Alabama 7/87 Hawalii

Arkansas 1/89¢9 Iowa
Connecticut 6/835 Kansas
District of Columbia 11/83 Montana
Florida 7/85 North Dakota
Georgia 7/85

Maryland 7/85

Massachusetts 7/83%

Minnesota 7/86

Mississippi 7/88

Missourt 8/86

New Hampshire 9/875

North Carolina 1/85

South Carolina 7/86

Tennessee 7/85

Virginia 7/85

Wisconsin 1/87

1Any out-of-state bank holding company can acquire an existing aad/or new {de novo) host-state bank.

2 An out-of-state bank holding company can acquire a host-state bank onlyif (1) the principal place of business of the holding company is in
one of the states named in the host state’s statute, and (2) the other state accords equivalent reciprocal privileges to the banks of the host
state. After a certain date, set forth in the statute, any out-of-state bank holding company can acquire an existing and/or new {de novo)
host-state bank.

3An out-of-state bank holding company can acguire a host-state bank only if (1) the principal place of business of the holding company isin
one of the states named in the host state’s statute, and (2) the other state accords equivalent reciprocal privileges to the banks of the host

state.
4Reciprocity requirement.
5De novo entry permitted.

8De novo entry permitted after specified time period —Arizona (6/30/92), Colorado (7/1/93), Nevada (7/1/90), New Mexico (7/1/92), and

Texas (9/1/2001).
7Qregon law has no reciprocity requirement.

8States which drop reciprocity requirement after trigger-~Colorado and Nevada.
9Effective date 1/89, unless determined otherwise according to statutory specifications.
10 After 7/1/94, an out-of-state bank holding company may open any new bank or acquire a nonestablished LA bank if the acquirer has an

established LA bank.

Second, the use of a franchise tax for banks tends to in-
crease the neutrality and fairness of a state’s tax system.
States that choose a direct net income tax for banks, for ex-
ample, must exempt the value of and/or income from fed-
eral obligations from their bank tax base. This exemption
can cover from 10 to 60 percent of a bank’s income. By
contrast, federal obligations typically constitute an insig-
nificant percentage of the assets and income of nonbank
corporations. Therefore, unless states offer a comparable
reduction in the tax base of competing nonbank institu-
tions, the use of a direct net income tax will generally favor
banks over nonbank corporations.

Of the 35 states that reported using the franchise tax,
20 states (61 percent) measure the tax by a bank’s net in-
come. In addition to, or instead of, a franchise tax, 19 of the
responding states (38 percent) levy a direct net income tax,

7 (14 percent) impose a bank shares tax, 4 (8 percent)levya
gross receipts tax, and 6 (12 percent) impose another type
of tax on banks. Judicial interpretations of the U.S. Consti-
tution probably account for the use of a direct net income
tax alone or in conjunction with a franchise tax. According
to its interpretations of the commerce clause in the carly
part of this century, the U.S. Supreme Court ruled that
states could not tax businesses operating in interstate com-
merce by means of a franchise tax, but they could do so
with an apportioned direct net income tax. The court’s rul-
ings led many states to adopt either a straight, direct, net
income tax or a system by which the in-state business of
banks was subject to a franchise tax while their interstiate
business was subject to a dircct nct income tax.
Interestingly, there are regional differences in bank
tax practices. Fully 81 percent of the responding states in
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the South, 73 percent in the Northeast, and 70 pereent in
the Midwest fevy a franchise tax as opposed to only 42 per-
cent of the states in the West.! In contrast, 54 percent of
the responding states in the West and 41 percent in the
South levy a net tncome tax, as epposed toonly 22 percent
of the states in the Northeast and 18 percent of the states
in the Midwest. No northeastern state reported using a
gross receipts tax, although this tax is used by one midwest-
ern, one southern, and two western states. None of the re-
sponding states in the West reported using a bank shares
tax, which is levied by 33 percent of the eastern states, 9
percent of the midwestern states, and 18 percent of the
southern states. Although these percentages do not di-
rectly reveal it, the total number of states using a bank
shares tax has been dwindling in recent years.

The bank shares tax was more widely used prior to
1983 because an 1864 federal law restricted state taxation
of national banks to a real property and/or bank shares tax.
The 1983 Supreme Court decision in American Bank &
Trust Co. v. Dallas County, however, hastened the demise
of the bank shares tax by severely limiting its revenue-
raising capability. In its ruling, the court struck down a
Texas bank shares tax because the tax, which the court
found to be a property tax, included the value of federal
obligations in its base in violation of federal statutory law.
Currently, only seven states use a bank shares tax, and at
least two of those states are reviewing that tax for possible
changes.

Another finding from the survey is that in taxing
banks, 32 states (64 percent) include the value of, or in-
come from, state obligations {(e.g., bonds), and 25 states (50
percent)include the value of, or income from, federal obli-
gations. Federal law prohibits a state from including the

aliia ~f f faor 1 nhligat inn the maeac,
vaiue ok, OF income irom, icdera: Godgadons in ind meas-

ure of its tax unless it uses a nondiscriminatory franchise (or
other nonproperty) tax. A state franchise tax is deemed
discriminatory and in violation of federal law if it includes
the value of or income trom federal obligations in the base
while exempting the value of or income from its own state
or municipal obligations. Thus, every state that taxes fed-
cral obligations must also tax its own state obligations. Be-
cause states are usually loathe to tax the obligations of
their own government while exempting those of the fed-
cral government, the federal law has the effect of creating
a partial tax parity among state and federal obligations. No
federal statute or judicial decision prohibits a state from

chmg the mwme lr()m the obligations of other states
from its own n!ﬂ‘n“ ions, how-

tRegions were defined in accordance with official Census catego-
ries: Northeast—Maine, New Hampshire, Vermont, Massachu-
setts, Rhode Istand, Connecticut, New York. New Jersey, and
Pennsylvania; Midwest—Ohio, Indiana, Tllinots, Michigan, Wis-
consin, lowa, Missoun, Nebraska. Kansas. Minnesota, North
Drakota, and South Dakota: South—Belaware, Maryland, Vir-
ginia, West Virginia, North Carolina. South Carolina, Georgia,
Florida, Kentucky, Tennessee, Alabama. Mississippi, Arkansas,
Texas, Oklahoma, and Louisiana; West—Montana, Wyoming,
Colorado, Utah. Idaho., Arizona, Nevada, New Mexico. Califor-
nig, Oregon, Washington. Alaska, and Hawan.

ever. This fact apparently accounts for the finding that
more states tax state obligations than tax federal obliga-
tions; the state obligations being taxed are those of other
states.
Banks Versus Other Firms

Twenty-seven of the responding states (54 percent) do
not tax banks in the same manner as they tax general (non-
financial) business corporations. The remaining 23 states
(46 percent) do tax general business corporations in the

ma manner ac hanle Tha nea af an indongtru_ereapifis
SAmMe manner as odnks. 1af€ Bse 01 an HNOUSITY -5 v

bank tax by most states appears to be the result of two his-
torical forces. First, until 1976, federal law restricted the
methods by which states could tax national banks. Second,
untif the 1980s, most banks occupied a narrow niche in the
business of financial intermediation. The business of bank-
ing was confined to soliciting deposits and making short-
term commercial and consumer loans. Today, however,
federal law provides that states are free to tax banks in any
manner they choose, as long as the tax does not discrimi-
nate against national banks. Also, banks now engageina
wider variety of business activities, such as securities, in-
surance and real estate, thus competing directly with non-
bank entities in these areas. The number of states that
question the continued use of an industry- spccific bank tax
in this new competitive environment may well increase in
the near future.

Again there are regional differences. Fully 77 percent
of the states in the West and 53 percent in the South tax
banks in the same manner as thty do other business corpo-
rations. Oniy Z{} percent of the states in the East and 25
percent in the Midwest reported doing so.

Forty of the states (80 percent) tax savings and loan in-
stitutions in the same manner as banks. Here there are no
marked regional differences, although slightly fewer states
in the South (67 percent) tax savings and loan mstitutions
in the same manner as banks.

State Constitutional Limits
In the vast majority of states, there are no constitu-

UL)[L:N limiis on state iaxation ()I banks. ]:’UILy Six \70 per-
cent) of the responding states reported no constitutional
timits on state taxation of domestic banks and savings and
loan institutions. The two responding states with such lim-
its are located in the South and West.

Lxcept for three states—one each in the Midwest,
South, and West—45 of the responding states (94 percent)
have no constitutional limits on state taxation of out-
of-state banks or savings and loan institutions. Similarly,
except for one state in the South and three in the West, 44
of the responding states (92 percent) have no constitu-
tional Limits on state taxation of income from state or mu-
nicipal obligations.

Taxation of interstate Bank Income

The survey results presented in Table 2 indicate that,
with one exception, most states do not have statutes that
permit them to tax major categories of income earned by
out-of-statc banks that do not have a physical presence in
the state. Nevertheless, some states report that 1hcy do tax

41 .

such income by administrative practice. Generally, the
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greatey the physical presence ol an out-of-state bank, the
more likely a state s to tax that in-state operation.

The fact that large numbers of states do not tax a frac-
tion of the income of out-of-state banks that conduct their
in-state activities without a physical presence (i.e., banks
that conduct their business selely by mail or through elec-
tronic means) is due primarily to past judicial interpreta-
tions of the commerce clause. According to its interpreta-
tion of the commerce clause in the early part of this
century, the U.S. Supreme Court invalidated all state
taxes on multistate corporations, holding that such taxes
created multiple taxation and thereby burdened interstate
commerce. Gradually, however, the court changed its in-
terpretation of the commerce clause. If the multistate cor-
poration had an office in the taxing state, the court often
upheld the state’s tax against a commerce clause chal-
lenge, finding that the tax fell on a local business rather
than on interstate commerce. Later, the court found the
existence of an in-state employee to be sufficient to sustain
a state’s tax. Still later, the court announced a general rule
allowing states 1o tax an apportioned share of the income
of a nondomiciliary corporation. The court found that the
use of an apportionment formula solved the problem of
multiple taxation.

Some observers argue, however, that a remaining im-
pediment to state taxation of interstate business can be
found in the Supreme Court’s 1967 decision, National Bel-
las Hess v. Department of Revenue of the State of Hiinois,
which prohibits urapportioned state sales taxes on mail-
order sellers. Other observers maintain that this decision
does not apply to apportioned net income taxes, and that,
therefore, states are free to broaden their tax jurisdiction
rules as interstate branchless banking becomes more
prevalent.

There are also some regional differences in state taxa-
tion of interstate bank income. Generally, states in the

Midwest more often tax interstate bank income than do
states in other regions. For Category 1 in Table 2, the Mid-
west at 50 percent is well ahead of other regions (20 per-
cent in the South, 10 percent in the Northeast, and 9 per-
cent in the West). For Category 2, the West at 39 percent is
ahead of other regions (27 percent in the Midwest, 17 per-
cent in the South, and 10 percent in the Northeast). For
Category 3, the Midwest at 50 percent is again ahead of
other regions (20 percent in the South, 18 percent in the
West, and 10 percent in the Northeast). Similarly, a larger
percentage of states in the Midwest (60 percent) tax the in-
terest income in Category 4 than do states in the West (42
percent), South (43 percent), and Northeast (20 percent).
For Category 5, however, the Midwest and the South are
tied at 80 percent, although the West (70 percent) is close
behind, but far ahead of the Northeast (30 percent). In all
categories, except Category 1, the Northeast has the small-
est percentage of states taxing interstate bank interest in-
come.

The results displayed in Table 2 also point up the
problem of equity in interstate bank taxation. The ACIR
does not advocate increased bank taxation or a particular
bank tax policy, but it should be noted that states that do
not assert tax jurisdiction over the kinds of interstate bank
income listed in Table 2 need to examine whether they are
placing their domiciliary banks at a competitive disadvan-
tage. At the same time, a state that bases its taxation
on the entire net income of its domiciliary banks needs to
determine whether other states are taxing the out-state-
portions of that same income, thereby subjecting
domiciliary banks o double taxation,

Licensing Out-of-State Bank Operations

The survey results displayed in Table 3 show that most
states are not active in registering or licensing the loan and

Table 2
Categories of Interstate Bank Income Potentially Subject to State Taxation
Percent of Leading
Does state tax .. . ? Responding States Tax
(income category) Yes No Region*
1. Interest income from loans made by an out-of-state bank which has
no office, employees or representatives in state to a resident of the Midwest
state and secured by personal property located in state. 22 78 30
2. Interest income from credit cards issued to state residents by an West
out-of-state bank which has no office or employees in state. 21 79 39
3. Interest income from loans to residents in state made by an
out-of-state bank which has no oflice, employees or representatives Midwest
in state and secured by real property located in state. 24 76 50
4. Interest income from loans solicited by in-state representatives of Midwest
out-of-state banks (e.g., call programs). 40 60 60
5. Interest income from loans solicited at foan production offices Midwest
located in state but closed at the out-of-state home office of the & South
soliciting bank. 67 33 80

*Region with highest proportion of states reporting a tax on cach category of interstate bank income, Table shows name of region and

percentage of states in the region levying a tax.
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Table 3
State Registration or Licensing of Qut-of-State Bank Operations

Percent of
Does state license ... ? Responding States Leading
(business activity) Yes No Region*
1. Require the agent or representative of an out-of-state bank who West
solicits loans or deposits in state to register or apply for a license. 21 79 40
2. Require an out-of-state bank which solicits toans or deposits in state West
through an agent or representative to register or apply for a license. 38 62 44
3. Require an out-of-state bank which solicits loans or deposits in West
state through a loan production office to register or apply for a license. 54 46 80

*Region with highest proportion of states reporting a requirement in each category. Table shows name of region and percentage of states in

the region imposing the requirement.

deposit activities of out-of-state banks. Only where an out-
of-state bank operates a loan production office do more
than half of the states require registration or a license.
Again there are regional differences. States in the West
are more active in registering or licensing out-of-state
banking operations than are states in other regions. In
Category 1, 31 percent of southern states, 10 percent of
midwestern states, and none of the responding northeast-
ern states require a license. Requirements are imposed in
Category 2 by 38 percent of the states in the South, 40 per-
cent in the Midwest, and 25 percent in the Northeast. In
Catcgory 3, requirermnents are imposed by 60 percent of
midwestern states, 38 percent of southern states, and 23
percent of northeastern states. Thus, as in the taxation of
interstate bank income (Talle 2), fewer states in the
Northeast than in other regions require registration or li-
censing of out-of-state bank activity.

Tax Apportionment Formulas

Thirty-two (64 percent) of the responding states said
that they have a statute, regulation, or administrative pro-
cedure that governs the apportionment of the income (or
other tax measure used) of a multistate bank. Of the 32
states that use an apportionment formula, 11 (or 22 per-
cent of the 50 states) have adopted the three-factor “Mas-
sachusetts” formula consisting of property, payroll, and
sales.

The Massachusetts three-factor formula was devel-
oped to apportion the income of multistate manufacturing
companies and was later codified (with some modifica-
tions) in the Uniform Division of Income for Tax Purposes
Act (UDITPA). However, the UDITPA formula specifi-
cally excludes financial institutions from its provisions.
The formula is not well suited for apportioning the income
of financial institutions because it does not include intangi-
ble property, which comprises most of the assets of a finan-
cial institution, in the property factor. For this reason, the
states that have recently revamped their bank taxes have
cither dropped the property factor entirely or have
changed the make-up of the property {acter to include in-
tangibles.

No commonality exists among the 21 states that use an
apportionment formula other than the UDITPA. The lack

of uniformity among state apportionment formulas can
Iead to overlapping taxation of bank income because state
formulas that assign particular pieces of interstate bank in-
come to specific states are likely to clash.

Future Plans

In terms of the immediate future, 30 states (60 per-
cent) responding to the survey have no plans to change the
formula currently used to apportion the income of banks
for tax purposes. The remaining 16 states (32 percent) ex-
pect changes to be made in their formula. (Eight percent
did not answer this question.)

Similarly, 34 of the responding states (68 percent) in-
dicated no plans to broaden state jurisdictional rules in or-
der to tax the income that out-of-state banks receive from
banking transactions with in-state residents solely by mail
or through electronic means. Again, § percent did not re-
spond to this question, leaving 12 states (24 percent) with
reported plans to broaden jurisdictional rules.

Conclusion

The results of the ACIR/FTAsurvey show thata num-
ber of states are beginning to meet the tax challenges
posed by interstate banking. For example, 10 states re-
ported that they have broadened their tax jurisdiction
rules to allow them to tax the in-state activities of out-of-
state branchless banks, thereby creating greater tax parity
between in-state and out-of-state banks. Nevertheless,
much remains to be done. For example, states have made
scant progress toward finding a uniform rule to apportion
the income of multistate banks. The states have, however,
entered a period of experimentation that may lead to the
identification of the most effective method for taxing
banks in the new world of interstate banking—a method
that would promote uniformity among state bank taxes
and cquity for in-state and out-of-state banks.

John Kincaid is executive director of ACIR,
and Sandra B. McCray is the principal analyst for
the Commission’s studies of bank regulation and
taxation.
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Debra L. Dean

In recent years, the Advisory Commission on Inter-
governmental Relations, along with many state and local
officials, has expressed concern about continuing changes
in the balance of power in the federal system. State and lo-
cal governments have experienced a long-term erosion of
authority, despite many signs that they have, for the most
part, significantly improved their governing capabilities in
recent decades. In addition, with the decline in federal aid
to state and local governments since 1978, those govern-
ments have been called on by their citizens to maintain
services, stimulate economic development, and perform
new functions.

As state and local governments take on more respon-
sibitity, public attitudes toward these governments—the
willingness of citizens to support them with taxes and to
trust them with powers—will accupy a place of central im-
portance in the analysis of the federal system. How are
state and local governments perceived by the public, com-
pared to the federal government and to each other? Do
Americans have confidence in their state and local govern-
ments, and do they believe that those governments oper-
ate efficiently?

One indication of public attitudes toward government
can be found in the annual opinion polls commissioned by
ACIR and condicted by the Gallup Organization. These
polls show that Americans evaluate state and, especially,
local governments at least as favorably as the federal gov-
ernment, and sometimes more favorably.

In 1987, ACIR explicitly asked respondents: “Overall,
how much trust and confidence do you have in your fed-
eral, state or local government to do a good job in carrying
out its responsibilities?” (See Table 1).

Table 1
Perceptions of Confidence and
Efficiency of Government

Federal State Local
Confidence (1987)
A great deal 9 11 16
A fair amount 59 62 57
Not very much 24 19 16
None at all 4 4 7
Don’t know/No answer 4 4 4
Performs Efficiently? (1988)

Federal State Local
Almost all the time 2 3 5
Most of the time 23 33 41
Some of the time 48 47 37
Hardly ever 23 13 13
Don’t know/No answer 5 4 4

Asthe top half of Table 1 indicates, state governments
and, cspecially, local governments compare very favorably
with the federal government in terms of overall public con-
fidence. The proportion of Americans expressing “a great
deat” of confidence was highest for local government, fol-
lowed by the state and federal governments. The propor-

tions of respondents expressing no confidence were quite
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Figure 1

Comparison of Opinions about the Level of Government that Provides
“The Most for Your Money,” 1972-88
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small, ranging from a total of 4 percent for the federal and
state governments, to 7 percent for local government,

In 1988, ACIR asked a different question intended to
provide another perspective on how Americans view their
federal, state, and Iocal governments. Respondents were
asked: “In your opinion, does the federal government,
your state government, or your local government perform
its duties efficiently and at the best cost possible?” (See
Table 1). Once again, attitudes toward state and local gov-
ernments were at least as favorable as those toward the
federal government.

As the bottom half of Table 1 indicates, local govern-
ment was more likely to be seen as being the most effi-
cient. A total of 46 percent of all respondents said that lo-
cal government performs efficiently either “almost all” or
“most of the time.” The local government figure is higher
than similar ratings for state government (36 percent) and
the federal government (25 percent).

The generally higher rating of local and state govern-
ments compared to the federal government may be a new
development, as can be seen from results of earlier ACIR-
sponsored surveys. Since 1972, ACIR has asked the
American public: “From which level of government do you
think you get the most for your money--federal, state, or
local?” (See Figure 1}).

In 1972 more than one-third (39 percent) of the re-
spondents said that they got the most for their money from
the federal government. Local government was runner-
up, selected by 26 percent, followed by state government,
chosen by 18 percent.

Although the trend s not uniform, the gap between
the proportion of respondents choosing the federal gov-
ernment as giving “the most for your money” and the pro-
portions choosing state and local governments is nearly
gone. The percentage of respondents choosing the federal
government as giving “the most for your money” was 28
percent in 1988 —down from 1972; 27 percent of the re-
spondents picked state government, and 29 percent picked
local government, for a three-way statistical tie.

Clearly, whatever opinions may have been prevalent
in the past, state and local governments no longer play sec-
ond or third fiddle to the federal government in the pub-
lic’s opinion. These findings suggest that a rebalancing of
the federal system may be starting, at least in terms of pub-
lic attitudes toward the state and local participants in the
system.

Debra L. Dean is a public opinion analyst at
ACIR.
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With the publication of State Constitutional Law: Cases
and Materials this fall, ACIR will highlight a new develop-
ment in American federalism: the revival of interest in
state constitutions and state constitutional law, Compiled
for ACIR by Professor Robert F. Williams of the Rutgers
University School of Law, Camden, New Jersey, the report
is the first major collection of cases and other materials
ever to be made available on a broad range of state consti-
tutional law issues affecting the 50 states.

The study of American constitutional law has long
been dominated by a virtually exclusive focus on the fed-
eral Constitution and its judicial interpretation. Legal
scholars, political scientists, and the media have contrib-
uted to this narrow focus by their preoccupation with con-
stitutional matters as defined by the U.S. Supreme Court.
In fact, however, the federal Constitution is “incomplete,”
in the sense that it relics extensively on mechanisms estab-
lished in state constitutions and leaves nearly all matters
within the sphere of state power to be rcgulated by state
constitutions and statutes.

Since the early 1970s, however, many states have ex-
perienced a “constitutional revolution™—a revolution in
which, among other things, independent state judicial in-

terpretation of individual rights provisions of state consti-
tutions have become an important dimension of state con-
stitutional development. Prior to the turn of this century,
major state constitutional innovation was concerned pri-
marily with changes in constitutional texts. Similarly, the
wave of state constitutional revision that took place be-
tween 1945 and 1970 dealt with revisions to and moderni-
zation of the constitutions themselves. The renewal of in-
terest in state constitutional law during the past decade,
however, has involved more active state court interpreta-
tion of state constitutions.

State constitutional interpretation always has been
important in areas of civil litigation, such as state taxation
and eminent domain, and in areas of criminal procedure,
such as bail rights. Now, however, a broader spectrum of
the private bar and a growing number of law professors,
political scientists, and other citizens are discovering state
constitutional law for the first time. This discovery is
largely attributable to the more than 400 cases during the
last 20 years in which state supreme courts have relied on
independent and adeguate interpretations of their own
constitutions (1) to provide greater civil liberties protec-
tions for their citizens than are required by United States
Supreme Court interpretations of the federal Constitu-
tion and (2) to insulate their decisions from U.S, Supreme
Court review. This phenomenon has been called the “new
judicial federalism.”

These cases, being concerned with the extent and limit
of governmental powers and with the interpretation of
constitutional provisions in litigation, have capturced the
attention of the legal and political community. This new
attention, however, has generally been limited to state
constitutional protections of individual liberties as an al-
ternative to federal constitutional protections. The ficid of
state constitutional law, however, like federal constitu-
tional law, is by no means limited to cases involving the ap-
plication of state bills of rights. The structure and power of
state and local governments, state-local relations, thestate
judicial system, taxation and public finance, and public
cducation ali are affected by the state constitution and its
interpretation. Furthermore, the basic issues governed by
state constitutions do not differ significantly from one
state to another. Yet, state constitutional law has not been
widely treated as a serious matter of political or legal the-
ory or as a subject for comparative treatment; rather, it
usually has been thought of as a parochial matter. It is tm-
portant to recognize. however, that the recurring themes
and issues found throughout state constitutional law make
it susceptible to treatment on a comparative or “all states™
basis.

{continued on page 27 }
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Robert Gleason

Depending on your point of view, 1988 was an occa-
sion either to celebrate or lament the decennial of the tax-
payers’ revolt. In June 1978, California’s Proposition 13,
limiting local property taxation, sparked a nationwide
movement for tax restrictions. Though in varying degrees
and in different forms, this movement eventually affected
revenue raising ability not only for state and local govern-
ments in many parts of the country but for the federal gov-
ernment as well.

Yet, a decade after the tax revolt started, statistics on
government revenues and expenditures in ACIR’s new
Significant Features of Fiscal Federalism, Volume II, show
that the trends were somewhat ambiguous, and conclu-
sions as to the movement’s impact can depend on which
statistics are cited.

Revenues

Per capita revenue collections by state and local gov-
ernments have outpaced inflation since 1979, exceeding
the rate of growth in revenue collection by the federal gov-
ernment, On the other hand, state and local revenues
measured as a percentage of personal income have re-
mained fairly steady.

In constant (1982) dollars, per capita federal-state-
local government receipts rose by 16 percent, from $4,408
in 1979 to $5,105 in 1987. However, while state and tocal

own-source receipts (excluding federal aid) rose by 23 per-
cent per capita during this period, Washington’s receipts
rose by a smaller 12 percent. As a result, state and local
governments (inctuding school districts and special dis-
tricts) accounted for slightly more than half of all growth in
government revenues since 1979, even though the federal
government approaches being twice the size (as measured
by tax collections) of all state and local governments com-
bined.

I'here was also a difference in the growth of the fed-

eral government’s revenues as a percentage of Gross Na-
tional Product compared to state and local governments.
While the federal government’s revenues as a share of
GNP increased from 20.1 percent to 20.4 percent between
1979 and 1987, the state-local share of GNP rose from 11
percent in 1979 to 12.2 percent in 1987,

Even though state and local revenues increased as a
percentage of Gross National Product, a large portion of
tax revenue growth was attributable to economic growth
because real GNP rose by 20 percent from 1979 to 1987.

Nevertheless, while total state-local revenues in-
creased asa percentage of GNP, revenues from traditional
broad-based taxes declined from 9.6 percent of GNP in
1978 to 8.8 percent in 1986. Significant Features notes that
this difference between total receipts and traditional tax
collections occurred because “state and local government
officials have replaced tax revenue—income, sales, prop-
erty, and license taxes--with higher levels of user charge
revenues as well as revenue from lotteries, special assess-
ments, mineral royalty fees, and other misceltaneous gen-
eral revenue.”

As to whether state and local taxpaver burden has de-
clined during the past decade, the report concludes:

Yes . . . and no. Nationwide, state-local tax
revenues expressed as a percentage of personal
income have dropped by about 1.5 percentage
points over the past eight years, falling from 12.8
percent of personal income in 1978 to 11.3 per-
cent in 1986. . . . [But, because of higher user
charges, lotteries, and other assessments}, overall
levels of state and local own-source revenue held
at approximately 16 percent of state personal in-
come.

Expenditures

While spending by atl governments continued to grow
during the past decade, there has been a rather dramatic
shift in cxpenditure patterns between the federal govern-

ment and the 50 states and more than 83.00@ 1(“'"'] governe
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ments. There has also been a transformation in federal
government spending prioritics over the past three dec-
ades.

The $1.57 tritlion that federal, state, and local govern-
ments (including school districts and special districts)
spent in 1987 represented a 26 percent increase, in per-

capita constant (1982) dollars, from 1979. While the fed-
eral government accounted for roughly two-thirds of this
increase in absolute dollars, the percentage increases were
about equal for the federal government and for state and
local governments.

More recently, however, the trend has been for state
and local expenditures to grow at a faster rate than federal
expenditures. Since 1984, the percentage of per capita,
real-dollar growth in state and local spending has been 17
percent, compared to 6 percent for the federal govern-
ment.

In addition, there has been a significant shift in the in-
tergovernmental “mix” of outlays over the past decade.
Excluding national dcfense, international affairs, Social
Security, and interest on the national debt the federal
government accounted for 45 percent of all “traditional
domestic spending” in 1977; by 1986 the percentage had
dropped to 38 percent.

This shrinking of the federal government’s role in tra-
ditional domestic spending is a corollary to the long-term
shift in the federal government’s “big ticket™ spending pri-
orities—defense, Social Security, and interest on the na-
tional debt. While there was little change between 1954
and 1987 in the total share of federal spending devoted to
these three functions {roughly 70 percent), Significant Fea-
fures notes that:

The real story is the changing mix among
these three functions. In 1954, 59 percent of the
U.S. budget was dedicated to national defense; in-

terest, 7 percent; and Social Security, 5 percent.
In 1052‘7 national defenge had fallen to 28 percent

L LW § 1Y

of the budget, while Social Security had shot upto

27 percent, and interest had increased to 13 per-
cent,

Robert Gleason is director of Communications

at ACIR.

The Renewed Importance of State Constitutional Law
(continued from page 25 )

All 50 states have constitutions. These documents, al-
though varying widely as to detailf and length, perform the
same general function in our federal system of law and
govemmcnt This function is very different from that of
the Constitution of the United States—the constitution
usually thought of when we refer to “constitutional law.”

A state constitution serves as a charter of law and gov-
ernment for each state—the supreme law of the state —
and prescribes in more or less detail the structure and
functions of government. Further, state constitutions
serve as limitations on the otherwise plenary, sovercign
power of states to make law and govern themselves. At the
outset, this fundamental point regarding the legal and po-
litical function and effect of state constitutions must be un-
derstood. By contrast, the federal Constitution isa grant of
enumerated powers on which all exercises of federal
power must be based. The states delegated to the federal
government certain powers and agreed to restrain them-
selves with respect to other powers and functions. Suchre-
straints are found in the federal and state constitutions.

A study of state constitutional law, while pointing out
similarities, also highlights the diversity in the legal and
governmental systems of our 30 states. Many common
themes appear in the constitutional law of all states be-
cause they confront many of the same issues, but those is-
sues may be resolved differently in each state.

In recent years, educators in law and political science
have noted the absence of state constitutional law in the
curriculum and called for courses and materials on the
subject. This gap has been acknowledged by judges as well
as by educators. ACIR’s State Constitutional Law: Cases
and Materials is intended to fill a major gapin the teaching
of American constitutional law, and to contribute to the in-
creasing interest in active state court interpretations of
state constitutions.

State Constitutional Law; Cases and Materi-
als (M-159, 470 pp., $25), will be available from
ACIR in October.

Metropolitan Organization: The St. Louis Case

September 1988 M-158 172 pages
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metropolitan area— particularly St. Louis County—has a governmental
structure that is among the most compiex in the United States. The re-
port describes the dynamics of “a productive metropolitan community of
communities,” and chaiienges many of the traditional approaches io
metropolitan reform. ACIR offers this report in the spirit of seeking to
learn through discussion, debate, and analysis how to improve the waysin
which we govern ourselves.

(see page 17 for order form)
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