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.. state and community. -

pe _nally rewardmg
- 'me—gives an excellent overview of de- -

opinions about those developments..
" Ome also sees more clearly the connec-
© tions between decisions made in Wash-
" ington, DC, and their effects -on
government and citizens: inone’s home

Unfortunately, man y i'ederal state,

. and local officials do not have. many op- -,
. portunities to acquire a broad overview. ;-
* 1Al of us in our various capacities as state

_legislators, governors, mayors, county

. officials, members of Congress, and ‘ex- -

' ecutive branch officers are mainly con-

.. cerned, as we should be, with the needs -
‘of our constituencies, departments, and

committees. The pace of public Ife is -

O fast enough today, and it is no mean

.. - achievement 1o stay on top of our princi- -

i palrmponsﬂ)mnesaselected ofﬁc:alsor
appomted executives,
Ch The price of this pace, though is
.. losing “sight of broad and powerful
. trends having significant consequences -

~for our own responsxbﬂltzes and capa- .
* bilities, and we do not look over the in-

* tergovernmental fence often enough
‘10 see what is happening in someone
else’s yard, We are frequently sur-
prised, therefore, when strange objects

- velopments in our federal system, as
. well as opportunities to hear different -

suddenly come flying over the fence. .
. This limited awareness is evident
in a forthcoming ACIR report on fed-

" ‘eral preemption of state and local au-
~thority. A survey of various state
" officials found many are not aware of -

the - ‘dramatic -increase in - federal.
; .p_r_eemption during the past two ‘de-.
; mu:;a, or uf the Suupﬁ 'uf PLCDJLIPI;UII " the issue
" today. There is' some awareness. of
“preemption inthose fields of special
concern to. part:cular officials, but not -

history. This does not even count the

implied preemptlons discovered by -
courts in their readings of federal stat-

utes or the administrative preemptions

- implemented by federal agencies in
 their interpretations of federal stat-
‘utes. Thus, preemption is a deep well
“of  seemingly constitutional authority
* {ie., the supremacy clause) from which
fédefal officials can draw endless power. -
. Although ACIR recognizes the
_need and validity of preemption in lim- -
““ited ‘areas, the Commission has ex-- S
< for preempnon ina footnate on page 561

pressed concern - about the pace and

scope of preemption. Interestingly, the -
Commission 'is finding some strange'. .
bedfellows who share this concern, in--
“cluding interest groups previously sup- -

portive of preemption. This is so

‘because preemption continues to in-

terfere with or short circuit nearly ev-
‘eryone’s state and local agendas—

- whether conservative, middle-of-the-
ro0ad, or liberal. As state and local gov- .
-ernments become more active and in-

novative, citizens in those arenas
increasingly resent interests trying to

frustrate their efforts by convincing the

Congress, the White House, or the
courts to preempt state and local author-
ity. Today, moreover, it is hard to argue,
at least with a straight face, that the fed-

have t ly si '
other words, the last 10 percent ofour

eral government is a better champion of

good, fiscally responsible government
than most state and local governments.
~As initial steps toward limiting and
making preempiion more sensble,

ACIR has recommended that the Con-

gress adopt a “preemption note” process
that. will '(1) Taise consciousness about
et ] '\‘-'} Uﬂmﬁmsu the &ﬂgﬁ‘,ﬁ 1c

consider the possible effects on state and

local " ‘governments of any proposed
_preemption, (3) make congressional in- .
tent to preempt explicit, if preempt:on is o

fact th _toftheCo

preempt state or: loca

1 certainly hope a bipartisan ooﬁéeﬁ- '.

sus can be forged in support of more lim-
‘ited, essential, and sensible preemption.

After all, the dramatic rise of preemp-
tion has been a bipartisan joy ride, with
both Democrats and Republicans advo-
cating preemptions {o suit their particu-
lar interests. ‘Of course, in fairness, it
should be noted that members of Con-

“gress are ot “always aware of . the
‘preemptive consequences of legislation -

until some  judge, bureaucrat, or con- -
gressional staffer discovers a justification -

of a comunittee report. :
1t is time, therefore, to stop, take a’

ook at the whole preemption picture, . -
‘and ask if the race to preempt is wise .

- policy. Preemption jeopardizes the rights .

of state and local self-government made -
available to citizens by a federal system.

If state and Iocal governments are to be-
‘come mere marionettes, then citizens
‘may need to consider amendments to
our_fundamental compact ‘of self-
- government—the Constitution of the

Umted States of Amenw

David E. Nething
North Dakota Senate
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On-_ the ACIR_ Agenda

T The last meetmg of the: Advisor ohn' Strem!au deputy director of  proaches. This repo
__Comrmssnon on: Intergovemmental- he policy planning staff at theDepart- ~.mation: to. help states imp:
:Relations was held in Washington, DC r_nent of State, spoke to the Comm1s- . own accommodations

“.on June 22, 1990; Following are high-
lights’ from: the agenda and Comm
sion actions.. ..

. -Senator Jerzy Regulslu of Poland st
i undersecretary for Local Government::
'."'_Refotm, bnefed the. Comxmssxon on i

'moved mcreasmgly toward annexanon
‘cases. Some commissions have devel-...
_oped new: medxatmg roles, and county

nd city representatives in most of the - ;_-'chal Erq:enence i 1989, was publxshed-?
b

pposition to- rising !axes, and the
nplications of mandates. for: locaij'.
lf-govemment 1In the seven states -

:'The report, The Ve i:nie C"aﬁ for. Tax:

Exempt Private-Activity Bonds: State and

Connecticut, Florida, Massa-

-New: York, Ohio,  Rhod

-:prohlemsforthefederal system_orUS Island, and South-CaroIma-.—'thereiha :

E oreagn pohcy there are. x_ssues ‘of * been an effort to work out an accom-

' ; i These -modatlon ‘with local govemments on::
fthese 1ssues, usmg a vanety of ap~_-

."maj}or of Colo'redd Spnngs, was

elected president.of the U.S. Confer__
ence of Mayors at the I une eonference =
in Chicago.. :
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Commissioner Snyder
Named
County Leader of the Year

Commissioner James . Snyder of
Cattaraugus County, NY, was selected
as County Leader of the Year by
American City and County. He is featured
in a cover story in the July 1990 issue of
the magazine.

An ACIR for Poland?

At the invitation of the govern-
ment of Poland, Bruce D. McDowell,
ACIR’s director of Government Policy
Research, met with officials from Sep-
tember 1-7 to explain the structure and
operations of ACIR and the benefits it
provides in the American system of
government. He made a presentation
to the first meeting of deputy minis-
ters, appointed by the Prime Minister
as a working committee on the reform
of local government. He also met with
the chief representative of USIA in the
U.S. Embassy.

There is strong interest in estab-
lishing an ACIR-like organization in
Poland. Its function could be crucial in
bringing together elected national and
local leaders with the appointed pro-
vincial leaders who are struggling to
decentralize many of the local func-
tions that were nationalized a half-cen-
tury ago. McDowell and ACIR analyst
Carol Cohen will be returning to
Poland in October to follow up on this
concept and other methods of assisting
the development of local self-govern-
ment. This follow-up trip will be made
under the auspices of the Johns Hop-
kins University and funded by the
Rockefeller Brothers’ Fund.

South Carolina ACIR
Tax Primer

In a September 18 meeting, mem-
bers of ihe South Carolina ACIR
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approved publication of a study of the
state and local tax system. The study
contains a set of 15 recommendations
plus nine additional options for reform
of the intergovernmental aid structure.
The study will be published in Novem-
ber. The research was a cooperative
effort involving analysts from Clemson
University, and the U.S. and South
Carolina ACIRs. This year marks the
tenth anniversary of the South Caroli-
nz ACIR, and the commission has
issued a booklet outlining it reports
and recommendations for state and
local government. For further infor-
mation call South Carolina ACIR at
(803) 737-1705.

ACIR Helps
U.S. Corps of Engineers
with National Drought Study

In accordance with an interagency
agreement, ACIR has begun working
with the U.S. Army Corps of Engineers
on institutional studies as part of a
three-year National Drought Study
cailed for by the Congress.

As a first step, ACIR has sub-
mitted to the Corps a brief report
entitled “Intergovernmental Coordi-
nation for Drought-Related Water Re-
source Management.”

The report reviews historic efforts
at coordinating intergovernmental wa-
ter policy, management, and opera-
tion, and also develops hypotheses for
coordination for testing in model
drought studies to be carried out by
different types of institutions in several
parts of the country.

State ACIR Conference
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hosted by the Rhode Island State-
Local Relations Commission and coor-
dinated by Craig Zimmers of the Ohio
State and Local Government Commis-
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. mental Perspective will feature ar-

Island, September 23-25, 1990. Com-
missioners and staff from the U.S.
ACIR and 14 states were represented:
Connecticut, Florida, Louisiana, Mis-
souri, New Jersey, New York, North
Carolina, Ohio, Rhode Island, South
Carolina, Utah, Virginia, Washington,
and Wisconsin. Topics of discussion
included new or innovative projects,
marketing state ACIR recommenda-
tions, and the relationship between the
Commission and state ACIRs.

In the Next Issue
of Intergovernmental
Perspective

The fall issue of Intergoverrn-

ticles on a set of key intergovern-
mental finance issues.
m State and Local Budget

Policy
o

® Deductibility of State and
Local Taxes

® Earmarking State Reve-
nues

m Representative Thax System
# Needs and Fiscal Capacity
m State Bond Rating Process

® The Coming Changes in
Government  Financial
Reporting
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Federal
Preemption
of State

- Branch
Banking Laws
under FIRREA

Sandra B. McCray

In August 1989, the Congress enacted the Finan-
cial Institutions Reform, Recovery, and Enforcement
Act (FIRREA or FIRRE Act) to “staunch massive
losses in the thrift industry” and “restore public
confidence in the savings and loan industry.”! Es-
timates of the losses differ depending on the as-
sumptions underlying the estimate. For example,
in May 1990, Treasury Secretary Nicholas Brady
estimated the cost at from $89-$130 billion. That
estimate was calculated on a present value basis
(i.e., assuming that the bill for the bailout was
paid right now). A recent General Accounting Of-
fice (GAO) report, which included the interest ex-
pense to finance the bailout over a 40-year payout,
estimated the cost at $325-$500 billion. GAO’s
least-cost estimate of $325 billion is based on opti-
mistic assumptions regarding interest rates and
the economic outlook. Given a sharp rise in inter-

est rates or an economic downturn, costs could

reach $500 billion.

In FIRREA, the Congress attempted to resolve the
thrift crisis by contributing public funds to close insolvent
institutions and to recapitalize the thrift deposit insurance
fund, and by modifying the regulatory framework govern-
ing the industry. The act established the Resolution Trust
Corporation (RTC) and charged with overseeing the liqui-
dation of the thrifts closed between January 1989 and Au-
gust 1992. Although the act primarily affects savings associ-
ations, several sections also have an impact on banks.

This article analyzes two sections of the act that affect
the dual banking system by preempting state branch bank-
ing laws. Section 217 (8) has been interpreted by the RTC
as gverriding intrastate branching restrictions, and Section
206 (e) contains an explicit congressional mandate to ig-
nore the corporate walls separating commonly controlled
banks when one or more of the banks is in danger of failing.
By setting up a system of cross guarantees among affiliated
banks across state lines, Section 206 (e) effectively trans-
forms bank subsidiaries into bank branches, thereby abro-
gating state control of interstate branch banking.

Overview of the Dual Banking System

The dual banking system refers simply to the power of
both state and federal governments to charter and super-
vise banks.2 Yet, without two fundamental ingredients—
state/federal regulatory competition and state control of
branch banking—the dual banking system has little sub-
stance. Both components have been a part of the dual
banking system since its inception. State/federal regulato-
ry competition, whereby state and federal regulators com-
pete to make their charters more desirable, began with the
passage of the National Bank Act in 1864. Regulatory diver-
sity, which is a direct consequence of the ability of new and
existing banks to choose the set of laws and administrators
under which they will operate, is the heart of the dual
banking system. Supporters of the dual banking system
deem this aspect of the system a boon to banks and con-
sumers by encouraging innovation, increasing competi-
tion, and preventing economic concentration, as well as
curbing arbitrary or discriminatory regulatory practices.’
Among the new products and technologies that have origi-
nated in the states are real estate mortgages, checking ac-
counts, electronic funds transfers, automated teller ma-
chines, and NOW accounts.

State control over branch banking, the second essen-
tial ingredient in the dual banking system, began early in
the history of state banking. Initially, most state laws pro-
hibited or limited branch banking in order to prevent un-
due concentration in the banking system. Branch banking,
it was thought, would squeeze out small independent
banks, thereby hindering development of the West. Grad-
ually, however, states relaxed anti-branching laws for
state-chartered banks, allowing them to branch intrastate.
In 1927, the Congress granted similar powers to national
banks in the McFadden Act. In deference to state control
over intrastate branching, this act permits national banks
to operate branches within the state in which their
home-office city is located only to the extent that state law
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- allows state banks tobranch. Currently, 13 states have laws

: resmctmg intrastate branch banking. Typically, these re-
-+ strictions do not apply to savings associations.

-~ In 1966, the Congress honored state dominion over in-
terstate branching by passing the Douglas Amendment to
‘the Bank Holding Company Act, which prohibits the Feder-
al Reserve Board from approving the acquisition of

" out-of-state subsidiary banks by bank holding companies
unless state law expressly allows such entry.

From its inception, the American banking system has
been plagued with problems of mismanagement and fraud
on the part of bank owners and carelessness and inexperi-
ence on the part of regulatory authorities, leading to bank
panics and crashes. Typically, following each panic and
crash, the Congress added new layers of federal regula-
tion. For the most part, however, the Congress has sup-
ported the dual banking system by allowing state banks to
avoid much of the added federal regulation.

The staggering losses incurred as a result of the sav-
ings and loan failures have altered the traditional congres-
sional response to such crises. Although FIRREA does not
change the rules affecting regulatory competition between
state and federal banks,* the act does override state re-
strictions on branch banking, o

Does FIRREA Preempt State Laws . e
Restricting Intrastate Branching? L S

Section 217(8) of FIRREA amended section 13 of the
Federal Deposit Insurance Act by adding a new subsection
(k). This new section describes the conditions under which
FDIC may approve mergers, acquisitions, and consolida-
tions involving failed savings associations. According to
FIRREA, FDIC and the Resolution Trust Corporation, a
temporary agency managed by FDIC, are charged with the
duty of disposing of thrifts that fail between January 198%
and August 1992. Subsection (k) 1 of the act expressly per-
mits mergers, consolidations, and asset transfers between
savings associations and insured banks:

(1) (A) () . . . Notwithstanding any provision of
State law, upon determination that severe finan-
cial conditions threaten the stability of a signifi-
cant number of savings associations, or of savings
. associations possessing significant financial re-
- sources, the Corporation, in its discretion and if it
determines such authorization would lessen the
risk to the Corporation, may authorize

(I) a savings association that is eligible for assis-
tance . . . to merge orconsolidate with, or to trans-
ferits assets and liabilities to, any other savings as-
sociation or any insured bank; . . .

'Subsection (k) (4) contains the branching provisions.

. If a merger, consolidation, transfer, or acquisition un-
der this subsection involves a savings association eligible
for assistance and a bank or bank holding company, a sav-
ings association may retain and operate any existing branch or
branches or any other existing facilities. If the savings associ-
ation continues to exist as a separate entity, it may establish
and operate new branches to the same extent as any savings

association that is not affifiated with a bank holding company
and the home office of which s located in the same State.

This latter section has generated intense controversy - -

between federal and state regulators, as well as litigation in
three states. RTC has interpreted this section of the actto - -
allow banks that acquire a failed savings association to op-
erate the branches of the association as banks notwith-
standing state law limitations oniintrastate branchbanking.
State regulators, however, argue that the subsection is
clear and unambiguous. A savings association that is ac-
quired by a bank under the provisions of (k) (1), maycontin-
ue to operate its existing branches even though it is nowa
subsidiary of a bank holding company, so long as the sav-
ings association maintains its identity as an association.
Moreover, if the acquired savings association retains its
identity as an association, it may establish and operatenew -
branches just like any other association in the state. Ac-
cording to state regulators, subsection (k) (4) does not
preempt state branch banking restrictions. '
Ironically, these very state law limitations on intra-
state branch banking make a failed thrift worth more toa
potential bank purchaser. A bank that purchases a failed
savings association and operatesitsbranchesasbanks gains

. acompetitive advantage over all other banks that remain

subject to state branching restrictions. Although RTC’s in-
terpretation ostensibly overrides state law only in limited

- situations involving an emergency acquisition, the override.

may, in effect, preempt all state branching restrictions. A
state can restore a level playing field among banks only by
repealing its branching restrictions, thereby removing the
competitive advantage created by the federal override. As-
suming that most state legislatures will want to maintain
regulatory equity among similarly situated entities, the
RTC action, if upheld, may force states to repeal their
branching restrictions.

In support of its interpretation of section (k) (4) as
preempting state branching restrictions, RTC has argued
that: :

1) The branching section of the act [(k)(4)] ex-
pressly allows banks to retain and operate as
bank branches the thrift branches they ac-
quire; or

2} If not expressly authorized in the branching
subsection of the act, RT'C has power under
its general rulemaking authority and the
merger subsection [(k)(1)] to authorize emer-
gency transactions “notwithstanding any pro-
visions of state law”; or

3) The provisions concerning branching are ei-
ther ambiguous or sifent with respect to bank
branching, and RTC may resolve the ambigu-
ity or fill in the silence by issuing regulations
interpreting subsection (k}4). : :

To date, three federal district courts and one federal
appellate court have considered RTC’s preemptive ac-
tions. In February 1990, the U.S. district court in Colorado
temporarily restrained the corporation from consummat-
ing a transaction that would have allowed the acquiring
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bank to operate the branches of the acquiredfailed thrift as
bankbranches in violation of Colorado law. Although RTC
complained that it could not dispose of failed thrifts in the
state without the power to override state law, the agency in
fact did s0.> The restraining order was lifted when the
transaction was restructured to comply with state law. An
action challenging the RTC regulation was heard in Sep-
tember 1990 before the same court. The Colorado district
court judge ruled in favor of the state, declaring the over-
riding regulation void. In June 1990, a U.S. district court
judge in New Mexico upheld the RTC override of New
Mexico law, finding that the broad general rulemaking au-
thority granted the agency was sufficient to support the
preemption.5 The latter two casesare on appeal before the
10th Circuit Court of Appeals.

On August 28, 1990, the 8th Circuit Court of Appeals
rendered the first appellate decision on the preemption is-
sue. In a 2-1 decision, the 8th Circuit reversed the Arkan-
sas district court and upheld RTC’s regulation preempting
state law. The court applied the standard set forth in Chev-
ron v. Natural Resources Defense Council.” According to the
Chevron standard, a court that reviews an agency’s con-
struction of a statute must consider two questions: (1) Did
the Congress directly speak to the precise question at is-
sue; and (2) Did the Congress explicitly leave a gap for the
agency to fill? If the first question is answered affirmative-
ly, the agency must follow the dictates of the Congress. If
the Congress did not speak to the precise question at issue,
the agency can fill the gap by regulation, and courts must
uphold the regulation if it is a “permissible construction”
of the statute. Using this standard, courts routinely defer
to the agency’s construction of a statutory provision.8

The majority opinion rejected RTC’s first argument,
finding that the Congress had not spoken directly to the is-
sue of whether banks that acquire savings associations may
operate their existing branches as bank branches. Al-
though the reason for this conclusion is not entirely clearin
the opinion, it appears that the court viewed the failure to
delineate any conditions under which a bank could merge
with a savings association and convert the savings associ-
ation branches to bank branches as evidence that the Con-
gress did not speak to the issue. Having thus disposed of
the first question under the Chevron standard, the court
then upheld the preemptive regulation under RTC argu-
ments 2 and 3 above. The court found evidence of ambigu-
ity in the contradictory arguments made by the litigating
parties and evidence of a gap in the failure of Congress to
speak to the issue of bank branches.

A dissenting opinion found that the Congress had ad-
dressed branching directly, allowing only savings associ-
ations to operate branches and foreclosing any inconsis-
tent regulatory action on the issue. Thus, there was no
need to move on to the second Chevron test.?

Broader Preemption Significance
The significance of this preemption issue is broader
than its immediate effect onthe laws of some 13 states. The
RTC position expands the usual standards by which federal
agency preemption actions are measured. ]
First, the RT'C argument that its general rulemaking

authority is sufficient to allow banks to operate savings as-

P

sociation branches as bank branches skips a crucial first
question in the usual legal analysis of administrative
preemption: does the federal statute authorize (explicitly
or implicitly) the regulatory action taken by the federal
agency (i.e., does the statute authorize RTC to allow banks
to operate the branches of an acquired S&L asbanks)? Ina
recent case, which also involved a statutory dual state/fed-
eral regulatory scheme, the U.S. Supreme Court reviewed
an attempted preemption of state law by the Federal Com-
munications Commission (FCC). In Louisiana Public Ser-
vice Commission v. FCC,10 the Court held that the Commu-
nications Act did not give FCC the power to dictate to the
states in a area reserved to the states. The Court said, “a
federal agency may preempt state law only when and if it is
acting within the scope of its congressionally delegated au-
thority ... [a]n agency may not confer power upon itself.”!1

Second, to allow a federal agency to define a “gap” as
the failure of the Congress to include a statutory provision
that the agency believes is needed expands not only the
agency’s operating power but also its power to preempt
state laws. Similarly, to allow a federal agency to find ambi-
guity in contradictory arguments made by interested par-
ties also expands the agency’s preemption power. If used as
judicial standards for federal preemption, RTC arguments
2 and 3 leave little room for restraint by federal agencies or
for judicial oversight.

It is tempting for courts to relax preemption standards
in crisis situations such as the S&L bailout. The danger is,
of course, that the precedential value of the relaxed preemp-
tion standard will not be confined to subsequent crises.

FIRREA's Impact on State Pro

of Interstate Branching

Section 206 (e)(i) of FIRREA was designed to prevent
multi-bank holding companies from abandoning failing in-
sured affiliates. The act accomplishes its purpose by over-
coming the judicial wall between separately incorporated
but commonly controlled depository institutions and by es-
tablishing a system of cross guarantees among affiliated
depositories.

Subsection 206 (e) of FIRREA provides:

(A) LIABILITY ESTABLISHED— Any insured

depository institution shall be liable for any loss

incurred by the [Federal Deposit Insurancej Cor-

poration, or any loss which the Corporation rea-

sonably anticipates incurring, after the date of the

P st
enactment of the . . . act in connection with . ..

(i) the default of a commonly controlled insured
depository institution; or

(ii) any assistance provided by the Corporation to

any commonly controlled insured depository insti-

tution in danger of default.

The act does not extend the cross-guarantee liability to
bank holding companies or to non-bank affiliates. This con-
gressional mandate links depository affiliates across state
lines in a web of warranties, treating the affiliates as branches
of one bank rather than as separately chartered banks.

A review of state laws governing interstate banking
will illustrate the effect of 206(e). Although all statesallow
some form of interstate banking through bank holding

company subsidiaries, all states forbid interstate branch hank-
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ing. Thus, an out-of-state bank can branch inlo a new state
only by applyinig for a new bank charter or by acquiring or
merging with an existing bank located in the new state.

State law controls the conditions under which the
merger or acquisition can occur. A typical state law re-
quires a finding by the state’s bank rcgulator that the pro-
posed merger or acquisition will not endanger the safe and
sound operation of the existing bank. The cross-guarantee
provisions, however, may make such an assessment diffi-
cult for state regulators. Without such an affirmative find-
ing, the laws of most states require state regulators to re-
ject an application from an out-of-state institution to
merge with or acquire an existing bank.

Also, the requirement of cross guarantees can create a
regulatory disincentive. Even a well managed bank in a
state with a conscientious and competent regulatory body
is only as strong as the weakest link in its nationwide chain
of affiliates. Under the cross-guarantee system, innocent,
independently operated, healthy banks in one state will pay
a pro rata share of the losses incurred by an affiliated bank
due to the (1) negligence or fraud of the owners of the
bank, (2) the permissiveness or incompetence of other
state or federal regulators, or (3) adverse economic condi-
tions (thereby importing the adverse conditions from one
region into another).!

Federal regulators urged adoption of cross-guarantee
provisions because of the abuses that arise from conflicting
legal and practical consequences of the use of the bank hold-
ing company structure. Consider, first, the legal conse-
quences. According to the legal principle of limiteq liability,
every subsidiary corporation is a legal entity distinct and sepa-
rate frormn its shareholders. Thus, a parent bank-holding com-
pany is not legally liable for the debts or actions of its subsid-
iary banks, and a bank is not liable for the debts of its
affiliated banks. Courts will not breach the separateness of
corporations unless the corporations ignore or abuse the
principle. Typical abuses that may cause a court to “pierce the
corporate veil” and hold a corporation liable for the debts of
its subsidiary or affiliate include: (1) misleading representa-
tions and actions; (2) illegitimate activities or purposes; (3)
failure to observe corporate distinctions; and (4) inadequate
capitalization of the subsidiary or affiliate. In sum, the law has
erected a wall separating bank holding companies from their
subsidiary banks, and banks from their affiliates.

The practical effects of the bank holding company struc-
ture differs markedly from the legal consequences. In prac-
tice, banks within a multibank holding company generally
conduct business as though they were a single corporate enti-
ty. For example, profitable banks in a holding company may
reduce their federal tax bill by utilizing tax loss carry-forwards
generated by unprofitable affiliated banks; data processing
services may be provided by a parent or an affiliate; and affili-
ates may sell their credit card operations to their parent. Fre-
quently, the bigger banks within a holding company generate
most of the loan business, while the smatler deposit-gather-
ing affiliated banks provide much of the funding for the loans.

On several occasions, federal regulators have described
the abuses that can arise from transactions among commonly
controlled institutions. For example, the subsidiary or parent
may overcharge its affiliated bank for data processing services
or may underpay such affiliate for its credit card operations.
Further, a small bank can continue to advance money to its
affiliated lead bank, despite the fact that the small bank

knows it is funding loans that are pushing the lead bank to-
ward insolvency. Also, a bank holding company can transfer
(at inflated values) bad assets of several affiliates to one bank
within the helding company and then allow that “bad bank”
to fail. Yet, before the passage of section 206(¢), if a bank
failed (whether due to poor management, fraud or economic
downturns), neither its parent bank holding company nor its
affiliated banks were legally liable for the losses, even though
they may have contributed to the problem and may have suf-
ficient funds to cover some of the losses without compromis-
ing their own solvency.

This dilernma had frustrated federal regulators for
some time. The Federal Reserve Board attempted to deal
with interaffiliate transactions by adopting its
“source-of-strength” regulation and policy, by which bank
holding companies must use their resources to provide as-
sistance to their ailing affiliated banks. In a recent case in-
volving a bankrupt Texas bank holding company, the U.S.
Court of Appeals for the Sth Circuit struck down the
board’s source-of-strength doctrine, however.13

The legal history of the case goesback several years. In
an earlier case, FDIC filed a $847 million claim against
MCorp, alleging that the holding company had siphoned
money from at least 12 of its banks before they failed. By
the time the Federal Reserve Board filed its suit, MCorp
had sought the protection of the bankruptcy court, and the
Comptroller of the Currency had declared 20 of MCorp’s
subsidiary banks insolvent. The bankruptcy court enjoined
the board from pursuing enforcement actions against
MCorp. On appeal, the 5th Circuit Court held that the
board lacked the statutory authority to force MCorp to
transfer assets to its failing subsidiary banks. According to
the court, the Bank Holding Company Act “does not grant
the Board authority to consider the financial and manage-
rial soundness of the subsidiary banks after it approves the
application [for operation as a bank holding company] . ..
such a transfer of funds would require MCorp to disregard
its own corporation’s separate status; it would amount toa
wasting of the holding com“pany’s assets in violation of its
duty to its shareholders.”1

Critics of the cross guarantee provisions do not dispute
the potential for abuse and concomitant danger to the de-
posit insurance fund that can occur as a result of the bank
holding company structure. Critics maintain, however,
that the cross guarantee provisions are both too broad and
too narrow, as well as inconsistent with another general
policy of FDIC that relies on the doctrine of limited liabil-
ity to protect the integrity of the fund.

First, the cross guarantees are too broad in that they
apply to innocent banks as well as those that have partici-
pated in risky or fraudulent activities with their affiliates.

Second, the cross guarantees are too narrow in that (1)
they apply only to institutions affiliated at the time of failure,
thus “creating an incentive for holding companies to sell or
otherwise separate the healthy insured institutions prior to a
failure”15 and allowing the holding company to pocket the
proceeds from the sale; and (2) they fail to reach the bank
holding company itself. This latter omission is serious be-
cause a parent bank holding company is not only the entity ul-
timately in control of the activities of its subsidiary banks but
also, as the recipient of dividends from its subsidiaries, it is of-
ten the entity with the most significant financial resources.
Moreover, according to FDIC Chairman 1. William Seid-
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man, “holding companies are finding it advantageous or pru-
dent to transfer traditional banking activities and assets (such
as data processing and trust operations) to nonbank subsid-
iaries in order to remove assets from the potential scope of
the cross guarantee provisions.”16 Unfortunately, the recent
decision by the Sth Circuit Court of Appeals striking down
the Federal Reserve Board’s source-of-strength doctrine pre-
cludes the inclusion of bank holding companies in the cross
guarantee requirements, at least after the fact.

Third, FDIC has long required state banks to conduct
certain activities—including securities—in separate sub-
sidiaries in order to take advantage of the doctrine of lim-
ited liability. By abrogating that doctrine in FIRREA, the
Congress may have compromised the doctrine’s future
ability to protect the fund.

With the passage of FIRRFEA, the Congress adopteda
solution to the holding company structure problem that
breaks with its long tradition of deferring to state control
over interstate branch banking. The financial health of a
depository institution in one state is now directly tied to the
condition of its affiliates in other states. Despite the sweep-
ing nature of the cross guarantee provisions, however, other
proposed remedies to the abuses created by the bank hold-
ing company structure are not adequate. A less sweeping
alternative to the strict liability imposed on all affiliated
depository institutions under FIRREA might focus on
transactions among banks under common control. For ex-
ample, Section 23B of the Federal Reserve Act prohibits
member banks and their subsidiaries from engaging in cer-
tain transactions unless the transactions are “on terms and
under circumstances, . . . that are substantially the same, or
at least as favorable to such bank or its subsidiary, as those
prevailing at the time for comparable transaction with or
involving other nonaffiliated companies.”1?

Such “arm’s length” examinations require constant
and close scrutiny of each interaffiliate and parent/sub
transaction, however. The experience of other federal reg-
ulators with arm’s length examinations has not been reas-
suring. For example, the IRS is authorized under section
482 of the Internal Revenue Code to conduct arm’s length
examinations of transactions among U.S. multinational
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corporations. Recognizing that business iransactions
among corporations under common control are not neces-
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sarily conducted at arm’s length and can lead to tax eva-
sion, the Congress gave IRS authority to inject economic
reality into intercompany transactions. Using section 482,
IRS scrutinizes transactions among commonly controlled
corporations, determines whether the parties dealt with
each other at arm’s length, and, if not, reallocates income
and expense among them in order to reconstruct the true
taxable income of those affiliates subject to U.S. tax. The
section 482 rules of IRS have spawned decades of litigation
but no reliable principles to aid either IRS ora taxpayerin
determining whether a particular expense or price is one at
arm’s length. In fact, after decades of conducting costly
arm’s length examinations, IRS, weary of the battle, is
drafting procedures that will remove the necessity of such
determinations. Given the inability of IRS, with its team of
expert international auditors, to construct and enforce a
meaningful arm’s length policy, there is no reason to expect
federal bank regulators to fare any better.

In summary, the cross guarantee provisions of FIR-
REA appear to be the best interim solution to the holding
company problem. In the long run, the Congress and/or
the Federal Reserve Board must find a remedy for abuses
originating at the bank holding company level.

Abill recently introduced by Sen. Donald Riegle con-
tains one such remedy. SB 3103 would require bank hold-
ing companies to maintain the capital of their insured de-
pository subsidiaries. The bill also would extend the cross
guarantee liability under FIRREA to the nondepository af-
filiates of insured depository institutions and limit the ag-
gregate liability of nondepository affiliates to 5 percent of
the assets of the insured bank at the time of its failure.

Effect on the Dual Banking System and on State Laws

State control over branch banking has been an impor-
tant component of the dual banking system since itsincep-
tion. Both sections 217(8) and 206(e) limit state control
over branch banking. The former section is, however, the
more serious intrusion into state authority. Whereas the
provisions to override state law in section 206(e) are the re-
sult of a decision by the Congress, those in section 217(8)
are the consequence of an questionable interpretation bya
federal agency. Moreover, they are not limited to failures

of depository institutions. If the RT'C suspends state
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Price: $225—Six-year set

Price: $60 (for FY83-87 inclusive)
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Finance Data Diskettes

1988 Now Avalilable for State-Local Government Finance Data. The diskettes developed by ACIR provide access |
to Census finance data in a format not previously available, and are designed for easy use. State-by-state data for 129 reve- |
nue and 200 expenditure classifications, population, and personal income are included for state and local governmentscom- !
| bined, state government only, or all local governments aggregated at the state level.

$100—FY1988 $60--FY1987
A demonstration disk for the State-Local Finance Data is available for $5.

State Government Tax Revenue Data, FY1983-87. This diskette makes the state tax portion of the state-local
government finance series available six months earlier than the full series. Four years of taxrevenue data (FY1983-87)
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branching limitations for one group of banks, all other
banks are placed at a competitive disadvantage. To restore
a level playing field among similar entities, states will be
forced to suspend branching restrictions for all banks.

Further, the majority opinion by the 8th Circuit Court
of Appeals has significantly expanded the situations under
which federal agencies may preempt state laws. If followed
by other circuit courts or if upheld by the U.S. Supreme
Court, the reduced preemption standards will leave little
room for restraint by federal agencies or for judicial over-
sight, whether applied to state bank laws or other state laws
unrelated to banking.

Notes

15eeS. Rept. No. 19, 101st Cong,, 1st Sess 3 (1989) and H.R. Rept.
No. 54 (I), 1015t Cong., 1st Sess. 307 (1989) respectively.

2For a description of the dual banking system, see Advisory
Commission on Intergovernmental Relations, State Regulation
of Banks in an Era of Deregulation (Washington, DC, September,
1988).

3Critics charge that the dual banking system fosters & competi-
tion in laxity, resulting in a regulatory race to the bottom.

4FIRREA did, however, end regulatory competition between
state and federal savings associations. According to new Section
28 of the Federal Deposit Insurance Act, state chartered savings
associations may not (1) engage as principal in any type of
activity, or in any activity in an amount, that is not permissible
for a federal savings association, (2) directly acquire or retain
any equity investment of a type or in an amount that is not
permissible for a federal savings association, or (3) directly or
through a subsidiary acquire or retain any corporate debt
security not of investment grade. Exceptions allow state savings
associations to engage in the prohibited activities or investments
if FDIC has determined that the activity or investment poses no

significant risk to the deposit insurance fund and the savings .

association is and continues to be in compliance with the new
fully phased-in capital standards (applicable to prohibitions 1
and 2 above), if the equity investment is acquired and held bya
service corporation (gpplicable to 2 above), or if the corporate debt
is acquired and held by a qualified affiliate (applicable to 3 above).
Section 28 thus compels regulatory parity between state and federal
savings associations, except when federal regulators specifically
allow regulatory competition. One avenue left open to state conirol
is narrow. Apparently, state legislators and regulators may allow
state associations to act as apents in offering new products and
services to customers, regardless of federal law.

5 After issuance of the TRO, RTC restructured the transaction so
that each branch office of the acquired thrift would be operated
as a separate national bank.

$Independent Community Bankers of New Mexico v. The
Resolution Trust Corporation, No. CIV 90 532, June 15, 1990.

7467 U.S. 837 (1984).

#1f the Congress has not addressed the precise question at issue in
a lawsuit, either a court or an agency entrusted with the duty of
administering a statute will be asked to interpret the statute.
Given the choice between a judicial construction of the statute
and an agency interpretation, the Supreme Court chose the
latter, formulating a rule of deference to administrative
interpretation. See, e.g, Mourning v. Family Publications
Service, Inc, 411 U.S. 356 (1972); Young v. Community Nutrition
Institute, 476 U.S. 974 (1985); Chevron U.S.A. v. Natural Res.
Def. Council, 467 U.S. 837 (1984). Note, however, that none of
these cases involve preemption of state law.

? The dissenting opinion also criticizes the majority opinion and
cites the following legislative history: “The [act] grants 10 the

e P

P70 authority similar to FSLIC's emergency authority to
arrange acguisitions of failing thrifts. The amendments also
remove the procedures under current law that give priority to
in-State thrift acquirers of failing thrifts. The acquisition of failing
thrifts by banks or bank holding companies is authorized. A thrift
subsidiary of a bank or bank holding company may branch in the
same manner as a savings association (not affiliated with a bank
holding company) that has its home office in the same state as the
home office of such thrift subsidiary.”
10476 U.S. 355 (1986).

11476 U.S. at 374. The Court cited two reasons for using this test
for preemption. “First, an agency literally has no power to act,
let alone preempt the validly enacted legislation of a sovereign
State, unless and until Congress confers power upon it. Second,
the best way of determining whether Congress intended the
regulations of an administrative agency to displace state lawis to
examine the nature and scope of the authority granted by
Congress to the agency.”

2gubsection 206 (¢) (5) gives FDIC authority to exempt any
insured depository institution from the requirement of cross
guarantees when it determines that the exemption is “in the best
interests of the Bank Insurance Fund.”

3 MCorp Financial, Inc., et al. v. Board of Governors, 900 F24 852
(5th Cir., 1990).

MIbid, p. 863.

S Testimony of L. William Seidman, Chairman, Federal Deposit
Insurance Corporation, before the Subcommittee on Financial
Institutions Supervision, Regulation, and Insurance Committee on
Banking, Finance and Urban Affairs, U.S. House of Representa-
tives, March 14, 1990.

¥Thid., p. 20.
1712 U.S.C. section 371c L
3900 F2d at 862.

Sandra B. McCray is a Colorado lawyer who writes
frequently on state tax and regulatory issues. She is an

independent consultant and teaches at the Universityof -

Colorado Graduate School of Business.

New from ACIR

Representative Expenditures:
Addressing the Neglected Dimenslon
of Fiscal Capacity

This information report presents an approach to
the measurement of the relative public service needs
of the states that is analogous to the Representative
Tax System. The fundamental prerequisite for any
measurement of service costs—and ability to raise re-
venue—is that it abstract as completely as possible |
from the actual tax and expenditure policies of any in-
dividual state. Variations in costs among the states
will depend on three general classes of factors: legal
requirements, prices, and scope of services.

M-174 approx. 150 pages $20
(see page 29 for order form)
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ACIR Publications

Mandates: Cases in State-Local Relations

This information report on state mandates attempts to shed some
light on an increasingly controversial aspect of state-local relations. The
current concern centers around several issues, including the decline in

federal aid relative to own-source revenues, the shift of more program-
matic responsibility from the federal government to state and local gov-
ernmients, questions of accountability, public opposition to rising taxes,
and difficulties in meeting mandates. The cases in this report come from

-seven states—Connecticut, Florida, Massachusetts, New York, Ohio,
Rhode Island, and South Carolina.

M-173 1990 80 pages $10
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Disability Rights Mandates: .~ SR

Federal and State Compliance S T B o

with Employment Protections _ : . ——

and Architectural Barrier Removal v/ .:ig:?eomﬁm "
‘and Architectural Barrier Removal .

This policy report examines the question of whether the federal gov-
ernment practices what it preaches by comparing federal and state com-
pliance with disability rights mandates that apply to both governments.
The report explores how intergovernmental policymaking may be made
more effective and how cooperation can be fostered in the intergovern-
mental system in order to implement policy nationwide.

A-111 1989 136 pages $10 e

(see page 29 for order form)
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ACIR Publications

1990 Changing Public Attitudes on Governments
- and Taxes

... 'This staff report contains the 19th annual ACIR opinion survey. The
poll has been conducted by The Gallup Organization since 1983. Every
year since 1972, citizens have been asked what they think is the worst tax,

. that is, the least fair. This year, citizens chose the local property tax as

- worst, followed closely by the federal income tax. Asked for the second
year to identify the government from which they get the /east for their
. mioney, citizens picked the federal government. Other questions thisyear
included trust and confidence in government to handle a range of foreign
‘and domestic issues, the overall performance of governments, and rating
of governmental cooperation. ,

- 819 1990 40 pages $10
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N Local Revenue DiVe_rsification:

' Rural Econonnes

" Thisisthe fourth study in ACIR’s series on local revenue dxversxﬁmtxon '

(the others are on user charges, local income taxes, and local sales taxes).
“This report singles out a specific type of government rather than a type of
revenue. Rural local governments (including nonmetropolitan counties,
small towns and townships, and rural school districts and special districts)
have been under pressure to diversify revenue sources, but they face unique
challenges and formidable barriers, both economic and statutory.

CSRI3 - 19%0 60 pages $8

(see page 29 for order form)
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- Ohio and Mlchngan are challengmg IRS rules tequxrmg tax payments on theu’

IRS ruling that the Michigan Education Trust pay corporate taxes on its earnings.

B college tuition trust funds. Michigan has filed suit in federal court contestmg an

The trust has accumulated some $350 million from more than 40,000 prepald i

tuition contracts. The corporate taxes, which the Michigan Trust has paid since " =

1988, are over and above the deferredfederal taxes that student beneficiaries will - .
pay when they withdraw earnings for tuition payments. Michigan arguesthatits =~ .~

trust should be treated asan essential state govemmental function exempt from.
federal corporate taxes. The Ohio Thition Trust isalso askmg IRS to classxfy these.

s SR state trusts as exempt. essential functions. - . . : _
1GR-Downshift at GAO o Ina reorgamzanan move; the U.S. General Accountmg .Offxce ‘has: sharpzy
ool oo oo Creduced the namber of staff in its intergovernmental relations group from 45-50
o staff years ‘to 10 staff years. This shift parallels similar moves by other federal

» ' recently completed réviews of intergovernmental trends that develope
" the*1980s and state responses to fiscally distressed: l1pcalities. The shift.
" sources will allow GAO to focus on pressing national issues facing the Congress,
. such as the budget deficit and the savings and loans debacle. The smaller intergov-'
- ernmental staff will shed some of its peripheral responsibihtxes- d is kkely tofocus
.onbroader intergovernmental issues, such as the ON :

~apencies in reducing their emphas:s on intergovernmental issues. ‘group’

e e 3---_managementandihcevoluhonofblockgrantéover wpastdecade.-- .
_ States Funding - According to a new Clean Water Financing Update issued by EPA, 44 states have T,
“More Wastewater 'I\-eatmem -+ established revolving loanfunds to finance wastewater treatment facilitiesin lieu- -

of discontinued federal grants. The rest of the states are expected tohavesuch . -

funds by October 1, 1990. New York State’s ‘program is said to be the biggest. - - -
 Basedona$212 million federal capitalization grant inMarch 1990, the state went -~~~ =
~ to the bond market for a.first installment on what is to become a $4 billion -

-7 oversubscribed by more than five times. The EPA Office of Municipal Poltution

" help states, municip
: iques :for financing enmonmenta! infrastructure projects. -

gulations:avoid discrimination between in-state and out-of-state companies.

- reflected strong cross-pressures from consumer advocates and insurance com-

-----

S P : © 77" they are operating in conformance with state laws.
" ‘Government Budget Deficits Rising ~ * In the first quarter of 1990, all governments (federal; state, and local) recorded a
.t ... seasonally adjusted, annualized deficit of $130.1 billion. The total deficit consisted of

a surplus of $127.6 billion in social insurance funds (mainly Social Security and
" Medicare for the federal government and employee retirement funds for state and
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*program by the year 2000. The first $166.5 million bond issue received a Moody’s: -
“rating of Aa, the second h1ghest, and an A rating from Standard and Poor’s,its = "

: “third. h:ghest rating, Both ratings are higher than those received by thecityand i
" “the state for other purposes. The interest rate was 7.5 percent, and the issue was

" Controlis estabhsinng a National Environmental Financing Information Network 10 L
es, and EPA offices to identify, evaluate, andnnplement R

std5years, {ederal leg1slat10n has exempted the msurancé 1ndustry - _. -
from federal regulation, leaving the field clear for the states so long as their

The House Jidiciary Committee, however, has passed and sent to thefloorabill -~
‘that would significantly alter the present law. The Committee vote, split 19-17, . ©

.. panies. Many consumer groups ‘believe that some states have not donea goodjob
- of keeping the insurance industry competitive. The bill would outlaw price fixing, -
.. allocation of territories, and other antwompeutwe activities under the federal’
-~ ‘antitrust laws and allow policyholders to sue the insurance compames even 1f.



local governments) and a deficit of $257.7 billion in other funds. The total federal
deficit in 1990 I was $168.2 billion, up $34 billion from 1989. The social insurance
fund surplus shrank by $4.5 billion between 1989 and 1990 I ($63.8 billion vs. $59.3
billion), and the deficit in other funds rose from $198 billion to $227.5 billion. In 1990
I, the total federal deficit was 3.1 percent of GNP, with the social insurance funds -
running a surplus of 1.1 percent of GNP and other funds running a deficit of 4.2
percent of GNP. In 1990 I, state and local governments combined recorded an
annual budget surplus of $38.1 billion. The total surplus was made up of a surplus of
$68.3 billion for social insurance funds and a deficit of $30.2 billion in other funds.
Since 1984, total budget surpluses have shrunk from 1.7 percent of GNP ($64.6
billion) to 0.7 percent in 1990 L Social insurance fund surpluses have ranged between
1.2 and 1.3 percent of GNP from 1984 to 1990 1, while other fund balances went from
a surplus of 0.5 percent of GNP in 1984 to a deficit of 0.6 percent of GNP in 19901,

Budget Surplus or Deficit as a Percentage of GNP, 1978-1990 I, National Income and Products Accounts Basis

_FEDERAL

Percent of GNP
U A N

Social
Insurance
Funds

&

Percent of GNP

82 83 84 Vaars 85 86 87 88 89 901
STATE-LOCAL
_l Social
Insurance
Total (] _'I Funds
Oer
Funds

82 83 84y, .85 8 8 8 8  90I

Sources: 11.S. Department of Commerce, Bureau of Economic Analysis. Survey of Current Business, July 1990, pp. 40, 58; ACIR, Significant Features of
Fiscal Federalism, 1990 Edition, Volume 2, M-169-11, pp. 38-39.
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ACIR Publications

Intergovernmental Regulation
of Telecommunications

This policy report examines, evaluates, and makes recommendations
onthe key intergovernmental regulatory issues that arise asa result of the
changing institutional and econornic structure of the telecommunications
industry.

State regulators are experimenting with new regulatory schemes for the
restructured industry, and some have moved ahead of FCC, introducing di-
versity and flexibility.

Technological advances also are changing the face of telecommunica-
tions (e.g., fiber optics and increasing use of digital switches). ACIR con-
cludes that FCC has frequently preempted state law, and that continua-
tion of such a policy may result in a {oss of the lessons to be learned from

cinta avharimantatinn
SO N ‘JAF\’I AREANARLCLAL/LL,

A-115 1990 48 pages $10

The Volume Cap on Tax-Exempt Private-Activity Bonds:
State and Local Experience in 1989

The unified volume cap was adopted as part of the Tax Reform Act of
1986 and set a limitation for eachstate equal to the greater of $50 per cap-
ita or $150 million, effective in 1988. Despite the significance of the legis-
Iation, little is known about the states’ operations under the cap. The
states were surveyed to determine the priorities they use to allocate pri-
vate-activity bonds between state and local governments, the volume and
composition of the bond allocations, and suggestions for reform of the

volurme cap rules.
M-171 1990 40 pages $7.50

(see page 29 for order form)
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Creation
of ACIR

-wy

Wm. G. Coiman
and Delphis C. Goldberg

On the occasion of the Eisenhower Centen-
nial, October 14, 1990, it is appropriate to recall
the dramatic changes in intergovernmental re-
Jations that occurred during Dwight D. Eisen-
hower’s two administrations and the events
leading to the creation of the Advisory Commis-
sion on Intergovernmental Relations. These de-
velopments included economic, fiscal, political,
and administrative changes in the federal sys-
tem as well as the creation of institutional struc-
tures in the executive branch and the Congress
for assessmg, addressing, and i‘neulatmg federal-
state-local relationships. The successive changes
in these relationships from 1953 to 1960 oc-
curred during a period of international and do-

mactio vnlatility and cantroversy,
MECOVAL YASAGIRALASY SRALNS WASALNE WV WR L ye

The outbreak of war in Korea in 1950, continuing in
1953, French and British colonial conflict in Southeast and
South Asia and Africa, the triumph of Communism in Chi-
na, and the rise of Soviet nuclear capabilities had replaced
the temporary peace with multiple wars and partiaI remo-
bilization. The Cold War continued unabated d uunng the
Eisenhower years, even while Americans were busyraising
children, buying television sets, moving to suburbs, and lis-
tening to the new Rock ‘n’ Roll.

Domestica]ly, various developments carried substantial

AP SRR I SEO Iy R SR, P

imiplications for MCIEOVCITIIETAL relations:

® The continued urbanization and suburbanization
(some called it“Levittowning”) of America, accom-
panied by the start of the interstate highway pro-
gram in 1954 and direct federal grant assistance to
local governments under the Housing Act of 1954,

m  The U.S. responses to the launching of the
USSR’s Sputnik, which included the National De-
Jfense Eduction Act, marking the first federalaid for
K-12 public education instruction._

m  The U.S. Supreme Court’s mandate to desegre-
gate public schools (Brown v. Board of Educa-
tion) in 1954, which triggered widespread feder-

al-state and state-local controversy, includine

SrBLN QLI SSGILTIVRGL LANNRLUVLISY, dillauaing

the dispatch of U.S. troopsto Little Rock and Ei-
senhower’s assumption of command of the Ar-
kansas National Guard.

m  The initiation of federal aid to states and locali-
ties in 1956 for the construction of wastewater
treatment facilities.

During the New Deal and the succeeding Truman ad-
rninistration, the role of the federal govemment in domes-

U.C d.udlfb IldU UCLUIIIE muLn ldfgf.'.l' lnruugn mc mmauon OI
a broad series of federal grants to state governments.
These grants began to go directly to local governments for
airport construction in 1946 and urban renewal and hous-
ing in 1949, Legislation establishing or expanding a grant
program typically carried requirements and mandaies for
the recipient governments. This expansion of federal
money and control into many areas of domestic policy and
governance that previously belonged to state and local gov-
ernments was becoming a major political and philosophical
issue by the early 1950s.
A Commission on Intergovernmental Relations,
1953-1955

Following the Republican Party convention of 1952, its

nomines Dwioht N Ficenhowser, retired oeneral andthen
nommnee, Dwight 2. SIsennower, relired general and inen

Columbia University president, met with Sen. Robert A
Taft in New York to discuss the upcoming campaign. Taft
expressed several policy priorities, including the establish-

ment by the next administration of a bipartisan body to ex-
amine federal-state relationshins and to make recommen-

Gl ALl QAT G e SR itonir P Qe st 357 SRR R0 2SN

dations for their redirection. Followmg his inauguration,
Eisenhower sent to the new 83rd Congress in March 1953a
proposal to establish a Commission on Intergovernmental
Relations. The Congress responded promptly; on July 10, a

hill creatine the commission was sioned into law (PL. &3- "'}Q\
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The commission comprised 15 members appointed by
the President, with no more than nine to be of the same po-
litical party, and five each from the Senate and the House,
with no more than three in each case from the same party.
The chairman and vice chairman were to be designated by
the President. The commission was to have completed its
work by March 1, 1954. Its final report went to the Presi-
dent on June 20, 1955, and from him to the Congress on
June 28. The commission became known as the Kestn-
baum Commission from the name of its second chairman,
Meyer Kestnbaum of Chicago, board chairman of Hart
Schafner and Marx. The first chairman, Clarence Manion,
dean of the Notre Dame University Law School, left after
a few months due to White House concerns about his pub-
lic speech-making, which it was feared would undermine
public confidence in the new commission.

Of the commission’s 15 presidential appointees, six
were governors. One of them, Alfred E. Driscolt of New
Jersey, was designated as vice chairman. Three members
came from the federal executive branch (Treasury, HEW,
and Labor), three from universities, one from city govern-
ment, and two from the business sector.

The commission’s work was comprehensive. Its final
report on federal-state-local relations—described as “the
first official undertaking of its kind since the Constitution-
al Convention of 1787” —contained a broad yet penetrat-
ing analysis of the federal system. Of particular note were:

1) Proposed criteria for federal involvement in state
and local matters, both regulatory affairs and finan-
cial responsibility and participation;

2) Proposals for change in 17 functional areas, from
agriculture to welfare; and

3) Reluctant acceptance of the then prevailing
grant-in-aid system.

Especially important were the Commission’s recom-
mendations for enhancing and sharpening federal policy
and operational attention to intergovernmental relations
in the Congress and the executive branch. These institu-
tional proposals were:

u  Astaff agency in the executive branch to serve
as a “permanent center for overall attention to
the problems of inter-level relationships.”

m A special assistant in the Executive Office of
the President to give exclusive attention to,
and advise the President on, state and local
governmental relationships.

m  An “Advisory Board on Intergovernmental
Relations” formed after presidential consul-
tation with “associations that represent vari-
ous levels.”

a Intensified attention by the Bureau of the
Budget (BoB) to intergovernmental relations.

m  Assistant secretaries (for intergovernmental
relations) in some departments.

s Intensified attention to intergovernmental
relations by the Congress, including the possi-
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ble creation and maintenance of “active sub-
committees on intergovernmental relations in
the Committees on Government Operations.”2

President Eisenhower moved promptly to implement
the proposals for the executive branch. Former Arizona
Governor Howard Pyle had been appointed as administrative
assistant to the President in early 1955 and subsequently con-
centrated on intergovernmental relations. Kestnbaum also
joined the administration as a special assistant in October
1955. A staff person for intergovernmental relations was des-
ignated within the administrative management side of BoB
and a similar focusing of responsibility was initiated within
those departments and agencies having extensive fiscal or
other involvement with state and local governments. (In
1959, on the depanure of Governor Pyle, Robert E. Mer-
riam, a special assistant to the President for interagency af-
fairs, assumed the additional intergovernmental role.)

Eisenhower’s Philosophy

The President subscribed personally to an intergov-
ernmental philosophy that coincided with the thrust of the
Kestnbaum Commission’s report. In a May 13, 1958, letter
to Speaker Sam Rayburn, Eisenhower specifically en-
dorsed a key principle enunciated in the report:

Leave to private initiative all the functions that
citizens can perform privately; use the level of
government closest to the community for all public
functions it can handle; utilize cooperative intergov-
emmental arrangements where appropriate to at-
tain economical performance and popular approval;
reserve national action for residual participation
where state and local governments are not fullyade-
quate and for the continuing responsibilities that
only the National Government can undertake.

In a speech at Williamsburg, Virginia, to the 49th an-
nual Naticnal Governors' Conference on June 15, 1957,
Eisenhower drew comparisons between the increasingly
centralized power of the federal government and what he
called “the dark background of Eastern Europe . . . the re-
sults of extreme and dictatorial concentration of power”
and predicted that “if present trends continue, the States
are sure to degenerate into powerless satellites of the Na-
tional Government in Washington.” He went on to say that
although he was opposed to federal expansion he had
found it necessary to “urge federal action in some areas
traditionally reserved to the states,” mentioning “temporary”
aid for school construction as an example. He then called on
the governors to join with his administration in creating a
joint task force for action, with three responsibilities:

® T designate federal or federally related func-
tions that states were ready to assume and fi-
nance.

a  To recommend the revenue adjustments, in-
cluding transfers of federal tax sources, re-
quired to enable such assumption.

®  To identify emerging functions likely to re-
quire federal or state assumption in the fu-
ture and to recommend approprlate divisions
of program and fiscal responsibitity.4

On the following day, the Governors’ Conference au-
thorized its executive committee to help the administration



form such a task force. Its membership was completed and its
formation announced on T uly 20. There were seven federal
members (the secretaries of the Treasury, Labor, and HEW;
the director of BoB; and three presidential assistants, includ-
ing Pyle and Kestnbaum) and ten governors. Treasury Secre-
tary Robert Anderson and New Hampshire Governor Lane

Dwinell were co-chairmen of the committee.

The Joint Federal-State Action Committee, 1957-1959

In its two years of existence (being supplanted by the
permanent ACIR in late 1959), the committee reviewed a
number of issues and made two major recommendations:

1) Amendment of the Atonic Energy Act to grant
the states a greater share of the responsibility of
promoting and regulating the powerful uses of
atomic energy, which was passed by the Con-
gress in 1959,

2) Assumption by the states of full administra-
tive and financial responsibility for vocational
education programs and local waste treat-
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ment facility construction (i.e., repeal of
these two major grant programs), to be ac-
companied by repeal of 40 percent of the 10
percent federal tax on local telephone ser-
vice.> The second recommendation went to
the heart of the President’s Williamsburg
challenge to the governors to join with the ad-
ministration to identify one or more grant
programs for federal divestiture to the states
along with commensurate revenue Sources.

Hearings held by the House Intergovernmental Rela-
tions Subcommittee in February 1959 disclosed that the relin-
quishment of 40 percent of the telephone tax would provide
the wealthiest states with considerably more revenue than
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tain far less revenue than they would need to continue the
vocational education and waste treatment programs; this de-
spite the fact that the federal government would have given
up about $150 million of revenue in exchange for being re-
lieved of $84.5 million in grant expenditures. Consequently,
the Joint Action Committee’s proposal would not have met
the presidential objective of an equitable trade of revenue
sources for cessation of grants. The committee’s co-chairmen
acknowledged that they had not been able to find a way to
correct this imbalance.® The Congress rendered the proposal
moot by repealing the telephone tax in its entirety.

The committee made other recommendations, includ-
ing one for future study. These included: (1) state inclusion
of radiation hazards in workers’ compensation laws; (2)
tightening of federal regulations governing the transporta-
tion of migrant laborers; (3) improved coordination of fed-
eral and state estate and inheritance taxes; (4) congressio-
nal action to recognize state legislative jurisdiction over
federal Iands within the state; (5) transferability of funds
among federal public health service grants;.and {6)federal
payments in lieu of taxes to state and local governments.

Congressional Actions on Intergovernmental Relations,
1955-1959
Following its transmittal to the Congress, the final re-
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Government Operations committees of each house. On
the House side, the committee chairman referred the re-
port to the Intergovernmental Relations Subcommittee,
chaired by L.H. Fountain (D-NC). The Senate committee
had no such counterpart subcommittee, so the full com-

mittes handled the report.

Although relations between the federal government and
the states and municipalities had been within the scope of the
House and Senate committees on Government Operations
from 1946 onward, the central concern of both had been leg-
islative oversight of federal departmental and agency opera-
tions. The study of intergovernmental relations via subcom-
mittees did not begin until 1955 in the House and 1962 in the
Senate. When the Kestnbaum Commission report was as-
signed to the House Intergovernmental Relations Subcom-
mittee, Fountain initiated reviews of the report and brought
in as a consultant former commission staff member D.C,
Goldberg. The subcommittee had two objectives: first, to dis-
charge its general responsibility for studying federal-state-lo-
cal relations, with particular emphasis on grant programs, and
second, to evaluate the Kestnbaum recommendations and
ascertain what action was and/or should be taken concerning
them. Questionnaires were sent to relevant federal depart-
ments and agencies, all governors, and selected state, city,
and county officials soliciting their views on existing alloca-
tions of responsibility for intergovernmental programs and
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piled and published.
Subcommittee hearings in Washington and at eight re-

gional locations were held in 1957-58. Testimony was solic-

ited from all 48 governors and from a representative sam-
p]a of state leoiglative leadere. mavare and conntv nffirialc
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Some 121 witnesses were heard and statements were re-
ceived from others. Hearings for federal officials adminis-
tering federal grants were held in Spring 1958. The sub-
committee report of the hearings and its own findings and
recommendations were approved by the full Commitiee
on Government Operations in August 1959.%

With few exceptions, the subcomrmiitee found favorable
acceptance throughout the nation of the grant-in-aid process
and of most existing grant programs. However, dissatisfaction
was expressed about some of the conditions attached to grant
programs. Contrary to the allegation frequently voiced that
federal administrative expenses were excessive, the subcom-
mittee found no evidence of such so-called freight charges. It
also found the grant system to be a useful vehicle for harnes-
sing cooperative governmental efforts in the accomplishment
of national legislative purposes.1®

Among its other findings, the subcommittee reported:
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m  Toaconsiderable extent, the growth of federal ac-
tivities was attributable to state constitutional and
statutory limits on their powers and those of their

local governments. Urban areas also were not
fairly represented in the state legislatures.

= Grant program expansion was attributable partly
to the “failure” of the states to meet urgent public
needs. Oiher factors inciuded the low fiscal capac-
ity of some state and local governments, the in-
creasingly interstate character of socioeconomic ac-
tivity, extensive federal legal power and fiscal
capacity, and the tendency of interest groups to con-
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centrate their efforts on the fedem! government.
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a  Strengthening of state government was an impor-
tant objective deserving much more attention.

m  Strengthening the states by devolving federal rev-
enue sources was of limited utility because the
need for public services was often greatest in low
fiscal-capacity states and responsibility cannot be
created by a trade-off of grants and tax sources. The
initiative must come from the states and localities.

m  General agreement with the Kestnbaum Com-
mission’s interpretation of federalism and its views
concerning grants was evident, but while the recom-
mendations had stimulated some federal improve-
ment in grant procedures, they had little effect on
the states. The states showed little interest in as-
suming a more activist service and regulatory role.

®  Occasional studies and ad hoc committees were
useful, but were not an effective substitute for
continuous review of intergovernmental pro-
grams and problems from the standpoint of the
federal system as a whole.

» A “broadly based Advisory Commission on Inter-
governmental Relations, drawing its membership
from the Congress, the executive branch, gover-
nors, state leglslatures, mayors, county officials,
and private citizens”!1 should be established.

A bill to implement the recommendation for an Adviso-
ry Commission on Intergovernmental Relations was drafted
by the subcommittee and refined in consultation with other
comnmittees of the Congress regarding possible jurisdictional
questions, such as exemption of the proposed commission
staff from the civil service laws. The subcommittee staff also
met with the executive directors of a number of interest
groups, including organizations of state and local government
officials that would be affected by the proposed legislation.

Although it was clear that Chairman Fountain would
be the principal House sponsor of the legislation, with the
support of Rep. Florence Dwyer (R-NI), the ranking mi-
nority member, it was important to obtain active Senate
sponsorship as well. Sen. Edmund Muskie (D-ME) agreed
to assume this role. As a former governor of Maine anda
respondent to the subcommittee questionnaire, he had a
special interest intergovernmental relations.

Identical bills to establish an Advisory Commission on
Intergovernmental Relations were introduced in the
House on May 6, 1959, by Fountain and Dwyer (HR 6904
and HR 6905). A companion Senate bill (5. 2026) was intro-
duced by Muskie for himself and 25 cosponsors.

Joint hearings were held on these bills in June 1959 by
the House Intergovernmental Relations Subcommittee
and by the Senate Committee on Government Operations
represented by Senator Muskie. The witnesses included
members of Congress, gOvernors, mayors representing the
American Municipal Association and the U.S. Conference
of Mayors, the National Association of County Officials,
and members of the former Kestnbaum Commission. Tes-
timony and statements favoring the legislation were re-
ceived from 22 governors.

At the joint hearings, Meyer Kestnbaum stated: “Iam
sure I need not remind you that the Commission in making
itsreport had in mind the fact that its study was only the be-
ginning of a real inquiry into the whole subject. . .. [TThe idea
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of a commission that will give the President and the Congress
the benefit of careful, incisive research and examination of
the many problems that face us in that area is sound and .
can fulfill a very important and useful function.”12
Because the proposed commission would be some-
what competitive with the Joint Federal-State Action
Committee, in which the governors were still participating,
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support of the National G()vemors’ Conference, meeting
that year in San Juan, Puerto Rico. Although Robert Mer-
riam, representing the White House at the meeting, raised
some questions, the Conference adopted a resolution in
support of the establishment of an ACIR.

The Fountain bill (HR 6904) was reported favorably by
the House Government Operations Committee on July 31,
with five amendments to incorporate recommendations
made by witnesses in the joint hearings and by the director
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mendations included: (1) enlargement of the number of
nominees to be submitted by the state-local organizations
for presidential appointment to the commission in order to
afford increased flexibility to the President and (2) provi-
sion for presidential designation of the chairman and vice
chairman of the commission from among its members.
After being reported by the committee, HR 6904 was
placed on the House suspension calendar (two-thirds vote,
limited debate, no substantive amendments). This approach

suceeeded A by a vote nf 235.31 fho l'““ nassed the House
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on August 17. The companion Senate bill was passed without
opposition on September 10, with an amendment by Senator
Mundt (R-SD) providing four county representatives instead
of the two provided in the House bill.

The ensuing House-Senate Conference agreed to
three county representatives, with a total commission
membership of 26. Six members were to be appointed by
the President—3 from the executive branch and 3 public
members; 3 each appointed by the Senate President and the
House Qpeak""; and 145 ayyuuucu uj the President from lists
numbering twice the number of membership slots—4 gover-
nors, 4 mayors, 3 state legislators, and 3 elected county offi-
cials, The lists were to be submitted by the National Gover-
nors’ Conference, jointly by the American Municipal
Association and the U.S. Conference of Mayors, and the Na-
tional Association of County Officials. For the congressional
members, the governors and the mayors, two were to be from
each political party. Not more than two of the state legislators
and county officials could be from the same party Fol[omng
acceptance of the conference r u:pm i uy both houses, HR 6904
was sent to President Eisenhower.

Maurice Stans, Director of the Bureau of the Budget,
advised a presidential veto. Some BoB staff believed that ac-
countability would be confused by making the commission an
independent agency responsible to both the President and
the Congress, rather than being part of the Executive Office
as proposed by the Kestnbaum Commission. HEW Secretary
Arthur Fleming also advised a veto, Eisenthower wavered,
but Robert Merriam urged and subsequently persuaded the
President to approve the bill on the ground that a Democratic
Congress would not allow its representatives to participate
and vote in a forum subservient to presidential control. In alf
probability, the President was influenced also by the huge
House and Senate majorities in support of the bill, making a



veto override likely. President Eisenhower signed HR 6904
on September 27, 1959, as Public Law 86-380.

The New Commission: Eisenhower’s Appointments
and the First Year’s Work, September 1959-January 1961
During October and November 1959, the designated
orgamzatlons of state and local government officials sub-
mitted their slates of nominees to the White House, The
House speaker and Senate president proceeded with their
appointments: Senators Muskie, Mundt, and Sam Ervin
(D-NC); and Representatives Fountain, Dwyer, and Wil-
bur Mills (D-AR). Robert Merriam was the key figure in
advising the President on his appointments. Frank Bane, a
Democrat and former executive director of the Council of
State Governments, was named chairman, and James Pol-
lock, a Republican and professor of political science at the
University of Michigan, was named vice chairman. The
other public member was John Burton, a Republican from
Cornell University, who had served on the Kestnbaum
Commission. Qther members were:

Governors—Robert Smylie (Idaho), Ernest Hollings
(South Carolina), Abraham Ribicoff (Connecticut),
and William Stratton (Illinois);

Mayors—Gordon Clinton (Seattle), Norris Poulson
(Los Angeles), Anthony Celebreeze (Cleveland),
and Don Hummel (Tucson);

State Legislators—Elisha Barrett (New York), Leslie
Cutter (Massachusetts), and John Noble (Mis-
souri);

Elected County Officials—Edwin Michaelian (Westches-
ter Co., New York), Edward Connor (Wayne Co.,
Michigan), and Clair Donnenwirth (Plumas Co.,
California);

Federal Executive Branch Secretaries—James Mitchell
(Labor), Arthur Fleming (Health, Education, and
Welfare), and Robert Anderson (Ireasury).

The commission’s membership reflected a widerange
of views. Following the appointment of an executive direc-
tor (Wm. G. Colman) at its second meeting, a work pro-
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gram was adopte the third meetir fay 25, 1960),

comprising the following projects:

1) Coordination of state and federal estate and in-
heritance taxes;

2) Modification of public health service grants;

3) Investment of idle cash balances by state and local
governments;

4) Periodic congressional assessment of federal
grants to state and local governments;

5) Intergovernmental responsibilities for mass
transportation;

6) State restrictions on local governments;
7) Structure and improvement of the real property tax;
8) Cooperative tax administration; and
9) Development of improved measures of state and
local fiscal capacity and tax effort.
The first two of these projects were carryovers from
the Joint Federal-State Action Committee. Reports on the

first three were completed during the course of the year
and were considered, modified, and adopted at the fourth
meeting, January 18-19, 1961, the last full day of the Eisen-
hower administration.

Relations among the commission chairman, staff, and
the Eisenhower White House were cordial and CoOpera-
tive throughout. Robert Merriam was the principal point of
contact, and he related most effectively with the commis-
sion, the two congressional subcommittees, and the orga-
nizations of state and local governments. Beginning in 1969,

Merriam served with distinction for mgbr years as chairman
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of ACIR. At the time of his death in 1988, he was serving as
vice chairman of the Eisenhower Centennial Commission.
One can speculate on the possibility that his military
background and a belief in clear and orderly delegation of
authority played at least as large a part in President Eisen-
hower’s policies as did his political philosophy, which he
sometimes depicted as fiscally conservative and socially
liberal. One of the major accomplishments during his eight
years in office was to bring to political, administrative, and
public attention the inherent values of the American system.
In so doing, Dwight D. Eisenhower served the nation well.
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ACIR Publications

State and Local Initiatives on Productivity, Technology,
and Innnavatinn® Enhancineg a National Resource
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for International Competitiveness

The Omnibus Trade and Competitiveness Act of 1988 established in the
U.S. Department of Commerce a Clearinghouse for State and Local Ini-
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tiatives on Productivity, Technology, and Innovation. ACIR assisted

Commerce in determining appropriate roles for the Clearinghouse that
would be of greatest support to state and local competitiveness initia-
tives. This volume includes:

(O Three guides to published directories, national clearinghouses,
and program developers and administrators in the fields of pro-
ductivity, technology, and innovation

(O Four research papers, with extensive reference sections, on a
survey of trends in state policies and programs, the transfer of
federally developed technology to the private sector, experiences
of other clearinghouses in science and technology and economic
development, and sources of information for small technology-

based business

() ACIR’s report to the Department of Commerce

Q) ACIR’s findings and recommendations on the setup, operations,
and funding of the Clearinghouse

A-114 1990 200 pp. $25

Residential Community Associations:
Private Governments in the Intergovernmental System?

Residential community associations (RCAs), having territorial scope
and authority to levy mandatory assessments, regulate behavior, and pro-
vide public services, such as streets, may be the fastest growing form of
“local government” today. This policy report examines the growth and

characteristics of RCAs and the opportunities and problems they pose for
state and local governments.

A-112 1989 128 pages $10
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‘ ; hen the reunification of Germany suddenly

Decame ICETISiDle Wl[ll [IIE opemng UI [ﬂE Del'llll
Wall on November 9, 1989, there was an unspoken
consensus among leading politicians in both East
and West Germany that a unified Germany
shouid be federal. Chancellor Helmut Kohl ex-
pressed this explicitly on November 20, when he
proposed to the West German Bundestag a
ten-point plan for overcoming the separation of
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LErmainy. The uliimate goal of his pian was (o
create a “new federal state of the Germans” (ein
neuer Bundesstaat der Deutschen). A clue that the
East German government was moving in the same

direction could be found in Prime Minister Lo-

thar de Maziere’s first State of the Union address,
in which he stated that reestablishment of the
East German Laender would be a precondition for

. -
German reunification.
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Behind this preference for federalism in both parts of
Germany, however, are specific differences in the reasons
why East and West Germans favor afederal system. Feder-
alism, particularly the participation of the Laender in the
national legislature, is valued above all in West Germany

asadecisive element in checking and controlling the power

of the national government. The division of powers in the
West German parliamentary system do not permit efficient
control of the executive branch. The Chancellor and the
heads of the departments are members either of the majority
party or of the leading party coalition in the Bundestag. The
executive branch and the parhamentary majority are, , there-
fore, an “action unit,” which limits the span of control of the
minority parties that make up the parliamentary opposition.

Other positive elements of federalism, such as the po-
litical autonomy of the Laender and the protection of cul-
tural, social, and economic diversity of the Laender and re-
gions, are generally regarded as less important. There are,
of course, differences between and among the Laender, es-
pecially between those in the south and those in the north,
and between the large Laender and the so-called
“city-states” (Stadtstaaten), which consist only of metropol-
itan areas. These differences, however, have been signifi-
cantly reduced by a strong pull to uniformity created in part
by socioeconomic necessities (e.g., the need for a common
market) and in part by constitutional provisions that re-
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tory” and “a reasonable equalization between financially
strong and financially weak Laender” (Articles 106 III, 107
IT). Furthermore, there is often strict uniformity in Loender
regulations due to increased voluntary coordination
among the Land governments. This trend toward a “uni-
tary federal state” | 18, on the whole, accepted by West Ger-
mans who, with the possible exception of the Bavarians, do
not strongly identify with their Bundesiand.

In East Germany, where there are more cultural and
ethnic divisions than in West Germany, there is a stronger
sensitivity to the classic concerns of federalism. This is per-
haps best exemplified in the amendment to the constitu-
tion of a unified Germany that was recently proposed by
the Sorbians (a slavic ethnic group). The amendment
weuld legally guarantee both the protection and the pro-
motion of ethnic minorities. Moreover, there is a convic-
tion that strong Land and local governments will help to
guard individual liberties, which were abolished by the gov-
ernment of the “Socialist Unitary State,” as East Germany
was called in its communist constitution.

Federalism and Constitutional Reunification

The first important step toward reunification was the
treaty (Staatsvertrag) of May 18, 1990, which created an
economic, monetary, and social union. With this treaty,
both countries entered into a “contractual community”
(Vertragsgemeinschaft) to standardize their legal and eco-
nomic systerms. However, for unification to be completed,
the procedural requirements of the West German Basic
Law had to be met. The Basic Law provides two possible
procedures for reunification: the accession of East Germa-
ny (Article 23) and the voluntary merger of both countries
via the adoption of a common constitution “by a free deci-
sion of the German People” (Article 146).

The Social Democrats and the Greens preferred the
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seen by them as being more democratic. Moreover, it
would treat the East Germarns as equal partners and would
avoid the impression of an economically forced annex-
ation. The Christian Democrats and the Free Democrats,
however, favored accession because it would be more prac-
tical and less time consuming. Eventually, the coalition of

Christian Democrats and Free Democrats won, primarily
becance the Bast German government was anxious to

achieve reunification quickly.

As a result, the unification will be accomplished via Ar-
ticle 23, which states that the West German Basic Law “shall
be put into force in other parts of Germany (e.g., in East Ger-
many)” after they have formally declared to join the Federal
Republic. This declaration was announced by the East Ger-
man parliament on August 22, 1990. The West German gov-
emment is now constitutionally obligated to accept the decla-
ration, which provides for unification on October 3, 1990.

With the accession of East Germany, the West Ger-
man Basic Law simultaneously will lose its provisional
character because the constitutional reunification order
(Wiedervereinigungsgebot) will have been met.2 With the re-
tention of the Basic Law, it is guaranteed that united Germa-
ny will be a federal systemn. After the unification, there may
be amendments to the German Constitution, but no amend-
ment is permitted to abotish the so-called “eternal” provision
of the constitution. This provision states that “amendments
of this Basic Iaw affecting the division of the federation into
Laender, the participation on principle of the Laender in legis-
lation . . . shall be inadmissible” (Article 79 III).

Reestablishment of the East German Laender

Even among West Germans, it was almost unknown
that until 1952 East Germany was composed of five Laend-
er: Saxony, Saxony-Anhalt, Thuringia, Mecklenburg, and
Brandenburg. These Laender participated in national af-
fairs through the Laenderkammer, which was composed of
delegates from the Laenderparlaumente. But the Laender-
kamrmer was neither a co-equal branch of the national par-
liament (Volkskammer) nor a “second house,” as are, for in-
stance, the West German Bundesrat and the U.S. Senate,
because the Volkskammer could easily override the votes of
the Laenderkammer. Considering that, from the very begin-
ning, the East German government was run completely by
the Sozalistische Einheitspartei, the federal arrangement was
nothing more than a disguise for Communist rule.

The lack of serious interest in federalism in East Ger-
many became very clear in 1952. The Laender, including
East Berlin, were reconstituted in 15 districts (Bezirke), in
the course of which the old Laender boundaries were often
ignored, The Laender were never legally abolished, but
they became insignificant as political entities.

Nevertheless, many East Germans remained com-
mitted to their Laender. This became evident in the recent
constitutional debates. The argument was made that restora-
tion of the Laender within the old boundaries of 1952 would
not be appropriate because of changes in the social-economic
structures of the areas during the past 38 years. The East
German government discovered that any restructuring of the
Land boundaries along functional lines would not be ac-
cepted by the people, who no longer wanted to be identified
as citizens of East Germany, but as citizens of their Land.

This had to be taken into consideration by the Volk-
skammer, which on July 22, 1990, enacted the law for the
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creation of the Laender (Laendereinfuhrungsgesetz}. This
law provides for the five Laender: Mecklenburg-Vorpom-
mern, Brandenburg, Saxony-Anhalt, Saxony, and Thurin-
gia. However, because the new boundaries do not match
those of the old Laender in 15 counties (Kreise), the ques-
tion of which border territories should go to which Land
had to be settled in advisory referenda.

Further correction of the boundaries is possible, The

Laendereinfuhrungsgesetz explicitly states that all cities and
townships can join the Land t¢ which they belonged in
1952. This has to be requested by advisory referenda and
submitted to the respective Land government for its con-
carrence. The boundary changes so created must be
settled by compacts between the Laender. By now, about
140 cities and townships have made such a request.

East Berlin has been given the semi-autonomous sta-
tus of a Land until unification is accomplished. After that,
it remains to be decided if Greater Berlin (composed of
East and West Berlin) will be combined with Brandenburg
to form the Land Berlin-Brandenburg.

The first elections for the Land parliaments (Land-
tqge) are scheduled for October 14, 1990. The election sys-
tem provides for proportional representation combined
with single-member districts. The candidates of small par-
ties, however, can gain a seat only if their party gets at least
5 percent of the votes of the Land electorate, or gains at least
one seat in three districts. Exempted from this § percent
clause are ethnic minorities, if they enter the election with
their own candidates, as is done, for instance, by the Sorbians.

Inevery Land, the legislative representatives are orga-
nized in one chamber, and the number of seats in the legis-
lature isbased in each Land onits population. According to
this, Brandenburg will have 88 representatives, Meckien-
burg-Vorpommern 66, Saxony 160, Saxony-Anhalt 98, and
Thuringia 88.

The first Landtage also will serve as the constitutional
convention of their Land. This function includes not only
the adoption of the Land constitution (Landesverfassung)
but aiso the power to decide the siie of the Land capital
(Landeshauptstadt). As far as one can now see, it seems al-
most certain that Potsdam will become the capital of Bran-
denburg, Dresden of Saxony, and Erfurt of Thuringia.
Whether Halle or Magdeburg will become the capital of
Saxony-Anhalt and if Schwerin or Rostock will become the
capital of Mecklenburg-Vorpommern is still controversial.

Political Representation of the East German Laender
in the United Germany

Considering the upcoming reunification, the East
German national parliament has not provided for the res-
toration of the Laenderkammer; instead, the parliament
has passed a transitional provision. The Land prime minis-
ters and the mayor of East Berlin have a suspensive vetoin
national Iegislation, which can be overridden by the Voik-
skammer with a two-thirds majority. After reunification,
the East German Laender will become members of the
Bundesrat through which the West German Laender now

“participate . . .in the lcgislatxon and administration of the
Federation” (Article 50). Unlike the U.S. Senate, the
members of the Bundesrat are not selected by direct popu-
lar election. They are, rather, members of the Land gov-
ernments, which appoint and recall them. Because the
members are subject to instruction by their Land govern-



ment, the Bundesrar is sometimes called “an assembly of
Land ambassadors.”? The Basic Law provides that “each
Land shall have at least three votes; Laender with more
than two million inhabitants shall have four, Laender with
more than six million inhabitants, five votes.” (Article 51
II). The votes of each Land can be cast only as a block vote.

If this apportionment formula is applied to the Bundes-
rat of the united Germany, each East German Land would
have four votes. In total, the East German Laender would
get 20 votes, increasing the total number of votes in the
Bundesrat from 45 to 65.

Critics have suggested that retention of this formula
will intensify the misrepresentation of some of the large
West German Laender, considering that the distribution of
votes is already far from proportional to the populations of
the Laender. They point out that North Rhine-Wesphalia
alone has as many inhabitants as all the East German
Laender together. In addition, if the current formula is main-
tained, the East German Laender will have 30.8 percent of
the votes in the Bundesrat, although their portion of the pop-
ulation of the united Germany is just 21.4 percent.

Itisnot surprising, therefore, that the large West Ger-
man Laender, in particular, have taken reunification as an
opportunity to try to alter the distribution of the votes in
the Bundesrat. They have proposed an amendment to the
Basic Law that would provide a new apportionment formu-
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la for the Land votes in the Bundesrat. Laender with up to 2

million inhabitants would have three votes, those with 2-3
million inhabitants four votes, those with 3-5 million inhab-
itants five votes, those with 5-7 million inhabitants six
votes, those with 7-12 million inhabitants seven votes, and
those with more than 12 million inhabitants eight votes.

The new formula is intended above all to guarantee
the absolute veto power (Sperrminoritat) of the larger
Laender over constitutional amendments in the reunited
Germany, Under the current formula, these Laender
would lose their veto power, which, instead, would accrue
to the East German Laender and Greater Berlin,

If the new formula is implemented, North Rhine West-
phalia (16.9 million inhabitants) would have eight votes; Ba-
varia (11.1 million inhabitants), Baden Wurttemberg (9.5 mil-
lion inhabitants), and Lower Saxony (7.2 million inhabitants)
would have seven instead of five votes; Hesse, with a popula-
tion of 5.6 million would have six votes instead of four; Saxony
(4.9 million inhabitants), Greater Bertin (3.5 million) and
Rhineland Palatinate (3.7 million) would have five instead of
four votes. There would be no change for Schleswig Holstein
(2.6 million), Saxony-Anhait (3.1 million), Brandenburg (2.6
million), Thuringia (2.5 million), and Mecklenburg-Vorpom-
mern (2.3 million), each of which would have four votes. The
small Laender, Hamburg (1.6 million), Saarland (1.1 million),
and Bremen (0.6 million), would continue to have three votes
each. The total number of votes in the Bundesraf would in-
crease from 45 to 78.

1t is very likely that the proposed amendment will be
enacted because both the East and the West German gov-
ernments agreed to it in the second state treaty on August

11l
25, 1990. Even so, for the amendment to clear all barriers

to passage, it must be approved by two-thirds of the mem-
bers of the Bundestag and receive two-thirds of the votes of
the Bundesrat. This constitutionally required approval will
not be unconditional. The smaller West German Laender
already have exnressed verv clearlv that their apprg\;a[ can
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be attained only under the condition that in case of a new
delineation of territory in the united Germany, the consent
of the affected Laender must be obtained. As a result, the
recent debate about restructuring the West German Land
boundaries for technocratic reasons (e.g., administrative
efficiency) seems to have ended before it really started, be-

cause the smaller Laender will block any major changes in
borders affecting them.

Financing the Federal System of the United Germany
Considering the backward econoniy of East Germany
and its international debts of 31.5 billion marks, it is not as-
tonishing that the question of how to finance unity has
turned into a political battleground. This is true especially

because the East German Laender will be unable to carry
out their governmental activities without financial aid. Ac-
cording to preliminary estimates, their presumptive tax
revenues will amount to just one-fourth of the revenues
raised by the West German Laender.

The East German Land governments, therefore, will
probably have to operate frugally. The likelihood of enhanc-
ing their own-source revenues by raising taxes or adopting
new taxes is very limited. In the German federal system, the
power lo levy taxes (Stewerfindungsrecht) is reserved almost
entirely 1o the national government. Most taxes are fixed, ei-
ther by type or by proportion, to a level of government by the
constitution or by agreements between the national govern-
ment and the Laender. The national government has exclu-
sive use of the excise taxes, such as the tax on oil, on tobacco,
on alcohol, as well as a few other taxes. The Laender have ex-
clusive title to such taxes as the wealth tax, the automobile
tax, the inheritance tax, and a few others. Local governments
have only two exclusive taxes: the property tax and the tax on
local businesses. All of these exclusive taxes taken together
constitute about 20 percent of total tax revenues.

The vast majority of all tax revenues (about 75 percent
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of the total internal revenue sources) comes from shared

taxes, distributed among all three types of government.
These taxes are the income tax, the corporate tax, and the
value added tax. While the national government and the
Laender share equally the revenues from income taxesand
corporation taxes (a share of the income tax has to be ac-
crued to the local governments), the shares of the national
government and the Laender of revenue from the value
added tax are determined every second year by a federal
statute requiring the consent of the Bundesrat. (The cur-
rent distribution formula provides 65 percent for the union
and 35 percent for the Laender.)

Despite unification, the West German Laender have
decided that the East German Laender will not be immedi-
ately included in the distribution of shared taxes. West
German Land governments claim that their revenue losses
would amount to between 4-3 billion marks for each of the
following four years if they had to share their portion of the
value added tax with the East German Laender, asrequired
by the currently valid formula. They have suggested that
until the end of 1994 the East German Laender should re-
ceive about 40 percent of the share due to them. Beginning
in 1995, their respective shares would be fully allocated to
them. This compromise was adopted by the second state
treaty, which also fixed the participation of the East Ger-
man Lagender in the system of subnational fiscal equaliza-

tion (horizontaler Laenderfinanzausgleich),
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As directed by the Basic Law, a certain percentage of
the revenues of the financially strong Laender are granted
to Laender “whose per capita revenue . . . isbelow the average
of all the Laender combined” (Article 107). If this constitu-
tional provision is applied immediately after rennification, all
West German Laender, even the financially weak ones, will
have to grant supplementary shares to the East German
Laender. Therefore, the West German Laend governments
unanimously rejected the immediate participation of the East
German Laender, withholding equalization payments until
1995.

Both compromises will force greater fiscal responsibi-
lities onto the East German Land governments, especially,
because borrowing as an avenue of revenue enhancement
also is more or Iess blocked.

The East German Laender are legally entitled to bor-
row, as are the West German Laender, which are heavily in-
debted (in 1986 their debts amounted te 262 billion marks).
However, given the enormous costs to the East German
Laender of adopting the vast body of West Germany’s so-
cial, econamic, and environmental regulations and of ma-
jor infrastructure repair, there is too little leverage left to
use borrowing as a tool to finance government functions.
Although the West German government has drafted pro-
visional regulations to give the East German territory the
breathing space necessary to modernize its antiquated in-
dustries, the upcoming transformation of the 12-nation
European Community on December 31, 1992, into a single
regional market will put additional financial pressure on
the East German Land governments. The Brussels-based
European Commission, which serves as the executive
branch of the Community, not only has set the end of 1952 as
the deadline for applying Community food, veterinary, chem-
ical, and pharmaceutical standards in the five East German
Laender but also demands the immediate application of its
nuclear safety rules.# Even if the European Community con-
tributes about 4.5 billion marks in social, regional, and farm-
ing subsidies to the East German Laender for the next three
years, the united Germany, due to its increased population,
will have to pay the Community an additional 3.4 billion
marks a year in dues, which are based on population.
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ments of West Germany are expected to carry the main fi-
nancial burden of restoring the East German Laender to
reasonable fiscal health. As a beginning, West Germany
has established a financial pool called “German Unity,”
which provides for 115 billion marks to smooth the acces-
sion of the East German Laender.

Outlook: German Federalism in the 1990s

With the integration of five new Laender into the fed-
eral system, the condition of German federalism may best
be characterized as ambiguous. A prime example of this
ambiguity is the decision about the location of the capital of
the united Germany. Although the East and the West Ger-
man governments have agreed through the second state
treaty that Berlin will become the capital, it still remains to
be decided when Berlin will become the permanent site of
the federal government. As far as one can see now, Germany
will have two capitals for a while: Bexlin as the “ceremonial”
capital, where the office of the President (which, unlike to the
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afewfederal agencies are located, and Bonn as the “adminis-
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trative” capital, where the office of the Chancellor and most
agencies of the federal executive branch are located. The
Bundestag will probably meet in both cities:

However, what is certain is that the difficulties of
decisionmaking in the Bundesrat will increase considerably
due to the socioeconomic disparitiesbetween the Westand
East German Laender. New regional and sectional con-
flicts will emerge. The current North-East gap may be
joined by an East-West gap. Moreover, because of the cul-
tural and ideological differences between the West and the
East, which have been clearly demonstrated by the abor-
tion battle during the reunification debates,> partisan poli-
tics may become more salient in the Bundesrat. It is true
that the Bundesrat is supposed to represent Land interests
rather than party interests, but if there are different majo-
rities in the Bundesrat and in the Bundestag, as occurred
from 1972 to 1982, political conflicts will probably more of-
ten spring from diverging party interests. In the future, the
parties are expected to represent more often regional, sec-
tional, or cultural interests; consequently, the issue of sort-
ing out responsibilities between the national government
and the Land governments may come alive again. Further-
more, because of the enormous amount of money needed
to close the financial gap between East and West Germa-
ny, the question of how to finance Land and local govern-
ments will be one of the cutting-edge issues of German
federalism in the years ahead.

The most serious challenge for the future of German
federalism, however, is the continuing process of Euro-
pean integration, which is somewhat contradictory. Onone
hand there will be a loss of power ¢ of the Laender as well as
of the federation to the European Community. On the other
hand, there are attempts to create and to keep regions as po-
litical entities within the Comrmunity. As was proposed by a
resolution of the European Parliament in 1988, each region
should even have its own parliament and its own government.
The decisive question is whether a “Enrope of regions” will
cornpensate for the powers lost by the Laender.

Notes

!The concept of the “unitary federal state” was developed by
Konrad Hesse in Der Unitarische Bundesstaat (Heidelberg: C. E

Mueller, 1962). This concept probably has had the most
significant impact on the West German theory of federalism.

2The West German Constitution is called the Basic Law
(Grundgesetz) because it was adopted only for a “transitional
period” {e.g., until the reunification of both Germanys).

3 Hans-Georg Wehling, “The Bundesrat,” Pubfius: The Journal of
Federalism 19 (Fall 1989):54.

4 Alan Riding, “Common Market Prepares for German Unity,”
New York Times, August 26, 1990.
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where medical or social factors, such as poverty or the health of
the pregnant woman, dictate. In East Germany, abortion is legal
in the first 12 weeks of pregnancy. After 12 weeks, it is illegal
with the same exceptions as in West Germany. The second state
treaty will allow East Germany to retain ifs liberal abortion law
until at least 1992. See Ferdinand Protzman, “Germanys Facing
Abortion Battle,” New York Times, August 26, 1990.

Wolfgang Welz, University of Freiburg, Germarny, was
a visiting scholar at ACIR during July-September 1990,
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Federal Government

Tse Rive oF Power: The White House Staff
and Its Expanding Role in Government. By
Bradiey H. Patterson, Jr. Basic Books, 10
East 53rd Street, New York, NY 10017,
1988.

This book is a comprehensive ac-
count of the 20 offices that make vp the
modern White House staff. Based on
interviews and a variety of official and
unofficial sources, the author portrays
the office in handling crises and in its
role as implementor, coordinator, and.
communicator of the President’s will.
Patterson calls the Office of Intergov-

‘ernmental Relations the “Ombudsman
- for Federalism.” He traces the work of

staff members for more than 30 years
in various capacities—from the 1955
recommendations of the Kestnbaum.
Commission through the development

of the New Federalism initiative in

1982 calling for a major reform of the
federal system (“fortified” by studies
from ACIR). Patterson outlines the
widely varying responsibilities (and lo-
cations) of the office under Presidents
Eisenhower through Reagan.

Federalism

" §TaTE AND LocAL GOVERNMENT N A FEDERAL
Svstem: Cases and Materials, 3rd Edi--

tion. By Daniel R. Mandelker, et al
Contemporary Legal Education Series..

‘The Michie Company, P.O. Box 7587,
Charlottesville, VA 22906, 1990, 805 pp.

_ Theauthors of this casebook are of

the view that the study of state and lo--

cal government “should be built on a
framework of the tripartite distribution
of powers, both vertically and horizon-
tally: the federal-state-local levels of
government and their interrelationship,
the legislative-executive—legislative-ju-
dicial branches of government and
their interaction. The states are seen as
playing a pivotal role in the federal sys-
tem. There has been major updating in
the chapters on federalism and govern-
mental liability for this edition. Other
chapters-include the governmental sys-
tem as a whole; local government pow-
ers; interlocal relationships; state and lo-
cal finance; public officials and em-
ployees; the state legislature; the judicia-

1y; the chief executive; and citizen action
through the courts, voter initiatives, and
referendums. :

Finance

A Stupy oF Norri Carorina Taxes anp -

Tuer Impact on Taxesvesrs. By Luciile
Howard. League of Women Voters of
North Carolina Education Fund, 215
North Dawson Street, Raleigh, NC
27603, 1990. 105.pp. -

. e ¢ ta
Using ACIR's. measures 0 SILE -pacity and revenue disparities, and the

fiscal capacity and-public opinion polls

on taxes, and -other research, the
League of Women Voters undertookto -
evaluate how state governmeént obtains

revenue, the pros and cons and impact

of changes in the tax system, alterna- -

tive revenue sources, and methods of

reimbursement to counties, The study

emphasizes a balance between point of
collection and per capita distribution of
sate-shared taxes. The report includes
chapters on tax purposes, principles,
and other considerations; state taxes,

" local taxes; highway funds; state-local

systems; and proposals for change.

DrarTiNG FEDERAL GRANT STATUTES. Studies
in Administrative Law and Procedure 90-1.
Administrative Conference of the

-United States, 2120 L Street, NW, Wash-

ington, DC 20037, 1990. ix, 285 pp.

" Over $100 billion a year of the fed-
eral budget is spent in the grantmaking
process, which, at a minimum, is diffi-

* cultto understand and harder to evalu-
* ate. Too often, administrators are con-
. strained by poorly crafted statutes. To
-bridge this gap, the Administrative
Conference prepared this guidebook

to aid congressional staffs, agency leg-
islative counsel, lobbyists, or others in-

‘volvedin drafting grant-related legisla-

tion on subjects ranging from dispute
clauses to addressing third-party rights
to writing maintenance of effort provi-
sions to sanctions for noncompliance.
According to the Conference, this guide-
book could help produce better crafted
statutes, reduce divergences, improve
agency administration, and avert need-
less uncertainty and even litigation.

Fiscas. Caractry oF PUBLIC SCHOOL SYSTEMS
w Terewssze. By Harry AL Green and

rTennsssee Advisory
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Commission on Intergovernmental

Relations, 226 Capitol Boulevard
Building, Suite 508, Nashville, TN
37219, 1990. 84 pp.

This report uses the representa-
tive tax system concept developed by
ACIR to estimate fiscal capacity for
school systems. The report defines the
concepts and outlines the difficulties of
applying them to school systems. It in-
cludes sections on equalization, tax ex-
porting and fiscal burden, tax bases, ca- -

education needs-revenue disparity.

Ttk STATE FISCAL AGENDA FOR THE 1990s. By
Steven D. Gold. National Conference

_of State Legislatures, 1050 17th Street,
~Suite 2100, Denver, CO 80265, 1990.

*vi, 1578 pp.

~ 'This book draws on and extends
recent finance research by NCSL,
drawing together the major conclu-
sions of sixreports and detailing n-
diture issues facing the states, the fiscal
environment of the 1990s, approaches
to enhancing the stability and control-
ling the size of state budgets, methods
of increasing the efficiency and effec-
tiveness of state governments, and the
state-local agenda. Among the impor-

“tant policy choices are those concern-

ing education, health care, prisons,
children’s services, transportation,
taxes, and budget policy. Four major
areas of the state-local agenda requir-
ing attention are sorting out responsi-
bilities between states and localities,
state aid programs, local tax reform,
and mandates on local governments. -

Tax Base Suarmc: An Evaluation of Its
Use and Potential in the State of Ohio.
State and Local Government Commis-
sion of Ohio, 77 South High Street,
Room 714, Columbus, OH 43266-0535,
1990. 146 pp. : .

This report begins with a discussion
of the concept of tax base sharing and a
review of its use in the United States. Tax
base sharing started with the Minnesota
Fiscal Disparities Act of 1971, and that
plan still serves as the model. The report
includes data from a commission survey
of local governments regarding their
experience and knowledge of taxbase



sharing, a discussion of legal bases for
developing such an arrangement in
Ohio, and an assessment of three tax
base sharing initiatives in the state, espe-
cially the Montgomery County program.

AR ANaLvsis or THE EFFECTIVENESS OF THE
LocaL Gavernment Fiscar RESPONSIBILITY
Act Citizens Research Council of
Michigan, 625 Shelby Street, Detroit,
MI 48226-4154, August 1990, 16 pp.

At the request of the Michigan
Commission on Intergovernmental
Relations, the Citizens Research
Council evalvated the effectiveness of
legislation that provides a mechanism
for state intervention in the affairs of
Iocal governments and school districts
when they encounter a serious fiscal
emergency. The law was passed in 1988
and was modified and extended to
school districts in 1990. Although such
intervention was possible previcusly
through the courts, there is now a mul-
tistage procedure overseen by the gov-
ernor, which can result ultimately in
the appointment of an emergency fi-
nancial manager. The report cutlines
the new procedure and concludes that
some issues—such as the appropriate
triggers for starting the process and ad-
ditional steps when the law fails to re-
solve a local emergency—need further
consideration.

Intergovernmental Relations

Dermving STaTEWIDE vs. LocaL CoNcerns:
Can It Be Done and Is It Necessary? and
Constitutional Provision Supplement.
Connecticut Advisory Commission on
Intergovernmental  Relations, 80
Washington Street, Hartford, CT
06106, 1989. 61 pp. and 112 pp.

In 1987, the commission issued a re-
port on home rule that concentrated on
the basic philosophies of home rule and
the status of state-local relations in Con-
necticut. This supplement to the report
seeks to develop the issue of “statewide
vs. local” concerns. It focuses on the oth-
er 49 states to determine if they have a
working definition of statewide vs. local
and the impact that court decisions have
had on these powers. The report also ex-
amines the general treatment of local
government in state constitutions. Elev-

en states that are generally considered to
grant broad discretionary powers to local
governments were studied in some
depth. The study examined constitutions
and court decisions, but did not include
state statutes on municipal corporations.

FeperaL-Stare-LocaL Revations: Trends of
the Past Decade and Emerging Issues.
U.S. General Accounting Office,
Washington, DC 20548, March 1990,
HRD-90-34, 66 pp.

This report notes that feder-
al-state-local relations have changed
significantly in the past decade, with
both positive and negative effects on
the capacity of state and local govern-
ments to carry out their responsibilities
across a range of domestic programs
and policies. The report discusses how
changed federalism policies and feder-
al budgetary retrenchment have
worked to broaden the role of the
states in the intergovernmental system
while federal regulatory trends have
lessened state discretion but not state
responsibilities. The report links these
factors to three emerging issues: the
broadening fiscal gap between wealthi-
er and poorer communities as a result
of reduced federal subsidies to local
governments and increased state au-
thority over some kinds of federal aid,
mounting tensions between federal,
state, and local governments over fed-
eral regulatory programs, and possible
slowing—or even reversal—of the
trends in state prominence if the com-
bination of federal budgetary retrench-
ment and expanding regulation places
too much fiscal pressure and program
responsibility on the states.

Local Government

How Cimies aNp CoUNnTIES ACHIEVE EFFEC-
mivE Partnersaies. Coalition to Improve
Management in State and Local Gov-
ernment, School of Urban and Public
Affairs, Camegie Mellon University,
Pittsburgh, PA 15213, 1990. 10 pp.

This paper is based on the “success
story” reports of four teams of city man-
agers and county administrators on the
development of closer city-county rela-
tionships. The consensus of the reports,
which were presented at an ICMA work-
shop, is that city-county cooperation is

indispensable for dealing effectively with
today’s important local issues, such as
solid wasic management, affordable
housing, children and family services,
law enforcement, transportation, and
drug control. The workshop participants
noted that to be effective, cooperation
must be fostered as part of the public re-
sponsibility.

Frorioa LocaL GovernMmENT INFORMATION
SysteM ManuaL. Volumes I and I1. Re-
vised Edition. Advisory Council on In-
tergovernmental Relations, c/o House
Office Building, Tallahassee, FL
32399-1300, 1989. 146 pp.

The Florida Local Government In-
formation System (FLGIS) was designed
to provide access to financial and demo-
graphic information on counties, cities,
and special districts. There are four ma-
jor subsystems; revenues and expendi-
tures, general and fiscal data, bond fi-
nance, and socioeconomic and demo-
graphic data. Volume I contains infor-
mation on governmental accounting
practices and explains the data in each
subsystemn. Volume II is the user’s guide,
which also contains the classification and
coding schemes for the system.

Service Delivery

THe Deuvery ofF HuMAN SERVICES WITHIN
New Jersev. New Jersey County and
Municipal Government Study Com-
mission, 142 West State Street, Tren-
ton, NJ 08625, 1990. xxiii, 150 pp.

This report identifies the state-local,
intralocal, and public-private portions of
the overall human service delivery sys-
tem as being most in need of financial
and organizational improvements. the
report recommends strengthening the
movement  toward comprehensive
county human service departments, ex-
panding the system of public-private in-
teraction through advisory councils led
by 21 county Human Services Advisory
Councils, eliminating state billing of
county governments for state programs,
ending state mandating of local govern-
ments’ payments to welfare recipients,
transferring municipal responsibility for
welfare administration to the county,
and creating a wholly permissive role for
municipal governments in human ser-
vice management. '
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