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INTRODUCTION 

Has federal a id  t o  states and l o c a l i t i e s  during recent  
decades increased t h e  burden on l o c a l  taxpayers? The 
evidence, s u r p r i s i n g l y ,  seems t o  argue t h a t  it has. Instead 
of permi t t ing  states and l o c a l i t i e s  t o  reduce t h e i r  taxes ,  
funds from Washington have l ed  t o  l o c a l  t a x  increases .  What 
has  been intended as aid,  t he re fo re ,  has become a burden. I t  
is  t h i s  burden, i n  p a r t ,  that t h e  Reagan Adminis t ra t ion 's  N e w  
Federalism could l i gh ten .  

g ran t s  and genera l  revenue shar ing  grew i n  real  terms a t  a 
compound annual rate of 8.1 percent  between 1960 and 1980. On 
a per c a p i t a . b a s i s ,  t h e  real growth for the two decades was, 
of course,  a t  a lower b u t  s t i l l  s t r i k i n g  ra te  -- 6.9 percent.  
Representing about one t en th  of state and l o c a l  government 
revenues i n  1960 (as w e l l  as 1950),  federal a i d  by 1980 had 
p r a c t i c a l l y  doubled its con t r ibu t ion  t o  state and l o c a l  
revenue co f fe r s .  

Federal a i d  i n  t h e  form of c a t e g o r i c a l  and block 

T h i s  dramatic growth i n  the  dependence of subordinate  
governments on t h e  federal t r easu ry  occurred a t  a t i m e  of 
s teady growth i n  the  revenues c o l l e c t e d  by s ta te  and l o c a l  
governments from their  own sources ( r e l a t i v e  t o  t h e  growth i n  
revenues of t h e  f e d e r a l  government). Between 1960 and 1980, 
r e a l  per capita taxes  c o l l e c t e d  by state and l o c a l  governments 
(excluding federal aid and charges) grew a t  a compound yea r ly  



rate of nea r ly  3 percent .  Dur ing  t h e  same per iod ,  federal 
t a x e s  per capita inc reased  a t  a compound rate of 2.4 percent .  
The e x t r a o r d i n a r i l y  s t r o n g  p o s i t i v e  a s s o c i a t i o n  between growth 
i n  .state and l o c a l  t a x e s  €mxuam so- and federal a id  
raises i n t r i g u i n g  q u e s t i o n s  concerning t h e  i n t e r p l a y  between 
federal and s ta te  f iscal  au tho r i ty .  One of t h e  more 
important  is: Does a cause-and-effect r e l a t i o n s h i p  e x i s t  . 

between t h e  r ise i n  federal a id  and t h e  rise i n  state and 
l o c a l  taxes? 

Arguing t h a t  economic power should be r e tu rned  t o  t h e  
people  through t a x  cuts and reduct ions  i n  federal s o c i a l  
programs, i nc lud ing  a i d  t o  s ta te  and l o c a l  governments, the  
Reagan Adminis t ra t ion has sought t o  restructure f iscal  
federalism, f i r s t  by reducing t h e  federal a id  l e v e l ,  second by 
c r e a t i n g  block g r a n t  programs out  of former categorical g r a n t  
programs, and t h i r d  by having s ta te  governments even tua l ly  
assume f u l l  f i n a n c i a l  r e s p o n s i b i l i t y  f o r  more than 40 aid 
programs. These s h i f t s  a lso lead t o  q u e s t i o n s  concerning t h e  
i n t e r a c t i o n  of federal and subord ina te  government f iscal  
powers. Many commentators assume that t h e  t r a n s f e r  t o  the 
states of the  funding of the a i d  programs, prev ious ly  funded 
i n  p a r t  by t h e  federal government, w i l l  e n t a i l  i n c r e a s e s  i n  
s t a t e  and l o c a l  taxes .  

The purpose of this paper is  l imi t ed  t o  s o r t i n g  o u t  
t h e  t h e o r e t i c a l  and working r e l a t i o n s h i p  between federal a id  
and t h e  t a x  l e v e l s  of subord ina te  governments. More 
s p e c i f i c a l l y ,  t h e  a n a l y s i s  provides  t h e  basis f o r  p r e d i c t i n g  
t h e  effects of both reducing the  funding l e v e l  of f i sca l  
federalism and s h i f t i n g  from c a t e g o r i c a l  t o  block g ran t s .  
Addit ional  research w i l l  involve empirical tes ts  of t h e  
p r e d i c t i o n s  developed he r  e. 

_- 

A c e n t r a l  conclusion of t h i s  i n s t i t u t i o n a l  and 
t h e o r e t i c a l  a n a l y s i s  i s  t h a t ,  by design,  federal aid has  been 
an important  p o s i t i v e  f o r c e  behind t h e  growth i n  s ta te  and 
l o c a l  t a x  c o l l e c t i o n s  over the' p a s t  two decades. Fur the r ,  
compared t o  c a t e g o r i c a l  g r a n t s ,  block g r a n t s  reduce the 
tendency of subord ina te  governments t o  grow i n  response t o  an 
expansion of t h e  federal funding. Therefore ,  c o n t r a r y  t o  
popular presumption, a reduction i n  t h e  l e v e l  of federal a id  
and a greater use  by t h e  federal government of block g r a n t s  
can be expected t o  lead, get@- , t o  a reduct ion  i n  
s t a t e  and local t a x e s  from their  own sources. The New 
Federalism of t h e  Reagan Adminis t ra t ion is a sub t l e  means of 
c o n t r o l l i n g  growth i n  government a t  a l l  l e v e l s .  These 
conclus ions  are supported by empir ica l  s t u d i e s  t h a t  are being 
eva lua ted  by the  author  and t h a t  w i l l  be reported i n  a la ter  
paper . 
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CURRENT POLICY PROPOSALS 

The i s s u e  of t h e  interdependence of federal a i d  and 
s ta te  and l o c a l  t a x e s  undergirds  t he  theory of both f iscal  
federalism i n  a "compound r epub l i c "  and c u r r e n t  p r e s i d e n t i a l  
policy.  The Reagan Adminis t ra t ion,  acknowledging t h a t  by 1982 
t h e  federal aid system had become an unwieldy bureaucratic 
maze of hundreds of g r a n t  programs w i t h  thousands of rules  and 
mandates for state and l o c a l  governments, has  proposed c u t s  of 
as much af 60 pe rcen t  i n  t he  t o t a l  funding l e v e l  f o r  the  a i d  
programs. These proposed c u r r e n t  dol lar  c u t s  are t o  be 
phased i n  by 1991 and w i l l  simply accelerate the d e c l i n e  i n  
real d o l l a r s  of a id  begun i n  1978 under t h e  Carter 
Administration. 

I n  1981 P res iden t  Reagan proposed f u r t h e r  t h a t ,  i n  t h e  
f iscal  1983 budget, 83 categorical g r a n t  programs be combined 
i n t o  s i x  block g r a n t s  t o  t he  s t a t e s ,  and t h a t  the funding 
l e v e l  of the' block g r a n t s  be reduced by 25 pe rcen t  below t h e  
t o t a l  of t h e  83 c a t e g o r i c a l  g r a n t s  i n  f iscal  1981. Congress 
passed l e g i s l a t i o n  t h a t  combined only 56 categorical g ran t s .  
The r e s t r i c t i o n s  Congress placed on t h e  new broader block 
g r a n t  programs make it doubt fu l  t h a t  t h e  measures w i l l  achieve 
t h e  desired f l e x i b i l i t y  f o r 2 s t a t e  and l o c a l  governments i n  
the i r  use  of federal funds. 

I n  e a r l y  1982, t h e  Adminis t ra t ion unvei led a more 
comprehensive program f o r  reshaping f iscal  federalism. The 
f i n a l  ve r s ion  of t h e  New Federalism is h ighly  unpredic tab le ,  
b u t  an examination of t h i s  f i r s t  federalism proposal  is 
i n s t r u c t i v e  of t h e  type of pfogram t h a t  may w e l l  emerge. 
key f e a t u r e s  are as fol lows:  

1. Procrr;un. Under the  Adminis t ra t ion ' s  f i r s t  
federalism package submit ted i n  1982, t h e  federal government, 
beginning i n  1984, would assume f u l l  f i n a n c i a l  r e s p o n s i b i l i t y  
for Medicaid, whi le  t h e  states would assume f u l l  funding of 
A i d  t o  F a m i l i e s  w i t h  Dependent Chi ldren and food stamps. The 
Adminis t ra t ion estimates t h a t  i n  1984 t h e  s ta tes  w i l l  save  
approximately $19 b i l l i o n  i n  Medicaid payments and incu r  
between $15 and $16 b i l l i o n  i n  a d d i t i o n a l  expendi tures  on AFDC 
and food stamp programs. ( I n  a la ter  ve r s ion  of t h e  "swap" 
component of the program, t h e  federal government r e t a i n e d  
r e s p o n s i b i l i t y  f o r  food stamps.) 

Its 

2. p z a .  The Adminis t ra t ion ' s  f i r s t  
federalism program mandated t h a t  between 1984 and 1991  
r e s p o n s i b i l i t y  f o r  43  categorical g r a n t s  would be r e tu rned  t o  
t h e  states. The a d d i t i o n a l  c o s t  of these programs t o  t h e  
s ta tes  would be about $30 b i l l i o n  i n  1984. (The second 
proposa l  developed by t h e  Adminis t ra t ion inc reased  the number 
of turnback programs t o  50.) 
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. E x c i s e  t axes  on tobacco, 3. Fuad 
a lcohol ,  gaso l ine ,  and w i n d f a l l  p r o f i t s  were t o  be set aside 
t o  provide an annual t r u s t  fund of $28 b i l l i o n  f o r  t h e  states. 
Each state 's  share of t h e  t r u s t  fund " w i l l  be based on i ts  
1979-1981 share of s p e c i f i e d  federal g r a n t s  now slated f o r  
Iturnback'  . ., with an adjustment f o r  any g a i n s  or l o s s e s  
f o r  i n f i v i d u a l  states r e s u l t i n g  from t h e  Medicaid-welfare 
swap. 

. .  

n 

. F i n a l l y ,  between 1984 and 
1987, states would have a choice whether they  would cont inue  
t o  r e c e i v e  c a t e g o r i c a l  g r a n t s  or change t o  funds (called 
"super revenue shar ing")  from t h e  t r u s t  funds. After 1984, 
t he  assumption of r e s p o n s i b i l i t y  f o r  the c a t e g o r i c a l  g r a n t  
programs would be mandatory. Between 1988 and 1991, 
a l l o c a t i o n s  from t h e  t r u s t  fund'would be reduced t o  zero. 

c u t s  i n  real  dol lar  a id  mayl , lead even tua l ly  
t o  even g r e a t e r  r educ t ions  i n  real s ta te  and l o c a l  
expendi tures .  A $10 b i l l i o n  reduct ion  i n  federal a id ,  for 
example, can be expected t o  lead t o  more p a n  a $10 b i l l i o n  
decrease i n  state and l o c a l  expendi tures .  Although it may 
seem somewhat c o u n t e r i n t u i t i v e ,  given popular a n a l y s i s  of 
federal a id  programs, s ta t i s t ica l  a n a l y s i s  suppor ts  such a 
conclusion. 

. .  4. .~ 

I f  t h e  view tendered  i n  t h i s  paper is c o r r e c t ;  these 

PERSPECTIVES ON FEDERAL A I D  

A p o s i t i v e  r e l a t i o n s h i p  between federal aid and s ta te  
and l o c a l  t a x e s  can be deduced from o p e r a t i o n a l  and 
i n s t i t u t i o n a l  as w e l l  as theoretical pe r spec t ives .  The 
reasons f o r  t h e  a n t i c i p a t e d  p o s i t i v e  r e l a t i o n s h i p  should 
t h e r e f o r e  be explored i n  both t h e  i n s t i t u t i o n a l  and t h e  
conceptual  s e t t i n g  . 

From an i n s t i t u t i o n a l  pe r spec t ive ,  a p o s i t i v e  l i n k  
between federal a id  and s ta te  and local t a x e s  can be 
established t e n t a t i v e l y  by cons ider ing  t h e  o p e r a t i o n a l  
complexity and b u i l t - i n  i n c e n t i v e s  of t h e  system. The g r a n t s  
system involves  more than 500 programs ( e x a c t l y  how many 
depends on which programs are counted and who does t h e  
count ing)  , adminis tered by sco res  of agencies  and bureaus6 
many of which have overlapping and c o n f l i c t i n g  a u t h o r i t y .  
The number of g r a n t  programs by category are l i s t ed  i n  Table 
1. I n  1978, for example, there were 35 p o l l u t i o n  c o n t r o l  
programs, 36 t r a n s p o r t a t i o n  programs ( n o t  all adminis tered by 
t h e  Department of T ranspor t a t ion )  , 78 h e a l t h  programs, and 
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Table  1 

. . .. 

CATEGORICAL GRANT PROGRAMS, 1978 

Budget Subfunction 
Number of 
Programs 

Department of Defense - Military 
General Science and Basic Research 
Energy 
Water Resources 
Conservation and Land Management 
Recreational Resources 
Pollution Control and Abatement 
Other N a t u r a l  Resources 
Agricultural Research and Services 
Mortgage Credit and Thr i f t  Insurance 
Other Advancement and Regulation of. Commerce 
Ground Transportation 
Water Transportation 
Mass Transportation 
Air Transportation 
Other .Transportation 
Community Development 
Area and Regional Development 
Disaster Relief and Insurance 
Elementary, Secondary & Vocational Education 
Higher Education 
Research and General Education Aids 
Training and Employment 
Other Labor Services 
Social Services 
Health 
Public Assistance & Other Income Supplements 
Hospital and Medical C a r e  fo r  Veterans 
C r i m i n a l  Jus t ice  Assistance 
General Property and Records Management 
Other General Government 

Total 

5 
1 
6 
7 
13 
10 
35 
4 '  
9 
2 

.. 2 
36 
2 
8 .  
3 .  
1 
5 
36 
9 
70 
10 
21 
23 
1 
47 
78 
27 
5 
13 
1 
2 

492 

SOURCE: Advisory Commission on Intergovernmental Regulations. 
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more than 1 0 0  educa t ion  programs. I n  1980,  25,  p e r c e n t .  of the  
approximately $80 b i l l i o n  i n  a id  went d i r e c t l y  t o  l o c a l  
governments, up from 8 pe rcen t  i n  1960. A l l  i n  a l l ,  by 1980 
fou r - f i f  t h s  of t h e  local governments, or 65,000 j u r i s d i c t i o n s ,  
rece ived  federal aid either d i r e c t l y  from the federal t r e a s u r y  
or i n d i r e c t l y  through s ta te  qovernments charged wi th  the 
r e s p o n s i b i l i t y  of dispersal. 

State and l o c a l  t a x e s  can be -- and of n e c e s s i t y  are -- used t o  f i n a n c e  the search through this b u r e a u c r a t i c  maze 
f o r  programs i n  which t h e  p r o b a b i l i t y  of success i n  secu r ing  
g r a n t s  war ran t s  t h e  time devoted t o  completing a p p l i c a t i o n s ;  
many of which end up encompassing hundreds of pages of 
j u s t i f i c a t i o n  for t h e  requested monies. These search costs 
impinge on state and local budgets. 

The Advisory Commission on Intergovernmental  Re la t ions  
( A C I R ) ,  i n  a survey of 442 g r a n t  programs i n  e x i s t e n c e  dur ing  
1975, found t h a t  two-thirds of the g r a n t s ,  amounting t o ' 6 0  
percent  of the,  t o t a l  g r a n t  funds f o r  the year ,  were "project 
g r a n t s , "  meaning t h e  funds were d i s t r i b u t e d  predominantly by 
a d m i n i s t r a t i v e  d i s c r e t i o n .  An a d d i t i o n a l  8 pe rcen t  was 
d i s t r i b u t e d  according t o  a blend of formulas and 
a d m i n i s t r a t i v e  d i s c r e t i o n .  But a s i z a b l e  p ropor t ion  of t h e  
formula and f ormula/project g r a n t s  was bgsed on formulas , 

cons t ruc t ed  by the  adminis te r ing  bureau. 

-- used t o  lobby for the d i s c r e t i o n a r y  government g ran t s .  The 
g r a n t s  system, i n  o the r  wordsr induces s ta te  and l o c a l  
governments t o  become classic r e n t  seekers. O f  course, t he  
n e t  effect of the g r a n t s  system on state and l o c a l  t a x e s  

.depends on t h e  a b i l i t y  of s ta te  and l o c a l  governments t o  cover 
t h e i r  s ea rch ing  and lobbying costs wi th  a d d i t i o n a l  federal 
d o l l a r s .  The often-made assumption t h a t  such costs are 
r e a d i l y  and f u l l y  compensated by federal g r a n t s  must  be 
ques t ioned  because of t h e  dynamics of any g r a n t s  system. The 
lobbying of one or s e v e r a l  s tate and l o c a l  governments (which 
even tua l ly  may be f u l l y  compensated f o r  their lobbying and 
searching  c o s t s )  can i n f l u e n c e  o the r  governments t o  e n t e r  t he  
compet i t ive  game f o r  g r a n t  favors .  I n  t h e  two-party 
compet i t ive  case, t h i s  can be i l l u s t r a t e d  by r e a c t i o n  curves 
t h a t  p r o j e c t  outward and c r o s s  a t  a9 ever  higher e q u i l i b r i u m  
as t h e  t o t a l  federal a id  increases .  

State and l o c a l  t a x e s  can be -- and of n e c e s s i t y  are 

Fur the r ,  as Gordon Tullock has shown, when t h e  number 
of game p laye r s ,  or r e n t  seekers, is "large" (and there were 
80,000 governmental u n i t s  i n  the U.S. i n  t h e  l a t e  1970s) and 
t h e  s lope  of the marginal cost curve of r e n t  seeking is  " l o w , "  
t h e  rent-seeking expendi tures  of a l l  s ta te  and l o c a l  
governments can, i n  e q u i l i b r i u m ,  efgeed t h e  t o t a l  va lue  of the 
r e n t  (federal a id)  t h a t  is  sought. Granted, compet i t ion f o r  
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g r a n t s  i s  restr ic ted both by t h e  use  of formulas and by . 

minimums and maximums on t h e  amounts t h a t  can be d i s t r i b u t e d  
t o  governmental u n i t s .  Nevertheless ,  t o  es tabl ish a p o s i t i v e  
r e l a t i o n s h i p  between federal a i d ' a n d  s ta te  and l o c a l  t axes ,  
such an extreme equi l ibr ium cond i t ion  as i l l u s t r a t e d  i n  
Tu l lock l s  work need n o t  e x i s t .  A l l  t h a t  is requ i r ed  i s  f o r  a 
p o r t i o n  of t h e  rent-seeking expendi tures  t o  be a "tack-on' t o  ; 
t h e  l e v e l  of government revenues t h a t  would be c o l l e c t e d  i n  
t h e  absence of f iscal  federalism. To t h e  e x t e n t  t h a t  a 
p o r t i o n  of t he  s ta te  and l o c a l  governments' rent-seeking c o s t s  
are absorbed .by t h e  f e d e r a l  government, t h e  rent-seeking cost  
curves  of s ta te  and l o c a l  governments are lowered, i n c r e a s i n g  
t h e  p r o b a b i l i t y  t h a t  t h e  r e n t s  w i l l  be absorbed by t h e  
c o l l e c t i v e  rent-seeking expendi tures .  

Of t h e  442 programs i n  t h e  A C I R ' s  1975 survey, 64 
percent  of t h e  formula based c a t e g o r i c a l  g r a n t s  inc luded  
matching p rov i s ions ,  under which s ta te  and l o c a l  governments 
were required t o  f i n a n c e  a po r t ion ,  and sometimefla major 
po r t ion ,  of p r o j e c t s  from t h e i r  own t a x  sources. 
pe rcen t  of t h e  p r o j e c t  g r a n t s  requi red  a nonfederal  match. 
How these matching p rov i s ions  affect  t o t a l  s ta te  and l o c a l  t a x  
c o l l e c t i o n s  depends on (1) t h e  e l a s t i c i t y  of demand f o r  t h e  
subs id i zed  goods and s e r v i c e s ,  ( 2 )  t h e  e x t e n t  t o  which only 
marginal u n i t s  are subs id ized ,  and (3) t h e  degree t o  which t h e  
g r a n t s  system induces a r e a l l o c a t i o n  of s ta te  and l o c a l  t a x  
monies away from nonfedera l ly  subs id i zed  t o  f e d e r a l l y  
subs id ized  programs. A f e d e r a l l y  subs id i zed  good wi th  an 
e l a s t i c  demand can lead t o  greater s ta te  and l o c a l  
expendi tures  even i f  a l l  marginal ( those u n i t s  bought because 
of f e d e r a l  ,subsidy) and inf ramargina l  ( t hose  u n i t s  purchased 
i n  t h e  absence of t h e  subsidy)  u n i t s  are subs id ized;  t h e  lower 
p r i c e  ( n e t  of federal subsidy)  combined w i t h  t h e  
p r o p o r t i o n a l l y  greater q u a n t i t y  w i l l  result i n  g r e a t e r  
expendi tures .  O f  course,  i f  t h e  federal government s u b s i d i z e s  
goods and services no t  provided o r i g i n a l l y  by s ta te  and local 
governments, then  any s ta te  and l o c a l  expendi tures  mus t  come 
e i t h e r  from g r e a t e r  t a x  c o l l e c t i o n s  or o the r  s ta te  and l o c a l  , 

programs, or both. 

Sixty-pqe 

Although nothing c e r t a i n  can be said a-&&zA. about 
t h e  impact of federal g r a n t  matching p rov i s ions  on s t a t e  and 
l o c a l  t axes ,  t h e r e  are s e v e r a l  i n s t i t u t i o n a l  reasons f o r  
expec t ing  a p o s i t i v e  r e l a t i o n s h i p .  First ,  empir ica l  s t u d i e s  
have tended t o  show t h a t , p u b l i c l y l g r o v i d e d  goods and s e r v i c e s  
have low e l a s t i c i t y  c o e f f i c i e n t s  . However, fo l lowing  an 
expansion i n  t h e  scope and magnitude of s ta te  and local 

. government through t h e  g r a n t s  system, an expansion of these 
governments i n t o  product  and s e r v i c e  markets t h a t  have p r i v a t e  
s u b s t i t u t e s  might  be a n t i c i p a t e d .  T h i s  would imply a gene ra l  
i nc rease ,  over time, i n  t h e  e l a s t i c i t y  of demand for s ta te  and 
l o c a l  products  and s e r v i c e s  a long with t h e  growth i n  t h e  



g r a n t s  system. The greater the number of p r i v a t e  
a l t e r n a t i v e s ,  t he  g r e a t e r  the e l a s t i c i t y  of demand. One 
prominently c i ted s tudy  on t h e  impact of federal a id  on s t a t e  
and l o c a l  expendi tures  found t h a t  i n  t h e  t e n  survey areas 51 
pe rcen t  of local projects w i t h  federal and s ta te  aid would n o t  
have been undertaken i n  t h e  absence of t h e  federal aid. 
Eleven pe rcen t  would have been undertaken only p a r t i a l l y .  
O f  a l l  t h e  categorical g r a n t s  t h a t  t e  ACIR classified by 
purpose, 57 pe rcen t  were wholly or i n  part designed t o  
stimulate a c t i v i t i e s  t h a t  otherwise would no t  have been 
undertaken by s ta te  and l o c a l  governments; one-third of t he  
formula g r a n t s  were a l s o  " s t imu la t ive"  i n  na ture ;  and many 
g r a n t  programs were designed t o  "add to"  t h e  capacitx50f s ta te  
and l o c a l  governments t o  provide goods and se rv ices .  
Admittedlyr these obse rva t ions  do no t  mean t h a t  s ta te  and 
l o c a l  t a x e s  must always be dr iven  upward by federal aid 
(programs funded p a r t i a l l y  by t h e  federal government may 
replace o the r  programs i n  s ta te  and local government budgets) .  
However, it c e r t a i n l y  should no t  be concluded, as it o f t e n  is, 
t h a t  federal a id  n e c e s s a r i l y  supplants  t h e  need f o r  s ta te  and 
l o c a l  taxes .  Obviously, t h e  matter must be submit ted t o  
empirical tests. 

14 

Second, given the  d i s c r e t i o n  bureaus and agencies  have 
i n  a l l o t t i n g  their  funds,  s ta te  and local  governments are 
fo rced  t o  compete for federal aid i n  terms of t h e  types of 
p r o j e c t s  unaertaKen, t n e  l e v e l  a t  wnicn tne  programs are 
funded, and t h e  state and l o c a l  governments' shares of t h e  
p r o j e c t  costs. Such competi t ion can d r i v e  up t h e  t a x e s  t h a t  
s ta te  and local governments are required t o  c o l l e c t .  Although 
the  r e n t s  may n o t  be f u l l y  dissipated w i t h  the competit ion,  
fhn p n m n n f i f i u n  nvnpnIpcL- n x r n r  f i m n -  pan 1 n a A  +n rrrna+nr faun= 
V.." uw.Ur" - *v * . "  ~ L W U I I Y ,  W . I L  -*.ur, "Y.. *I-- v- =*"YL.bL L.YI.bY 

imposed on s ta te  and l o c a l  cons t i t uenc ie s .  

Thi rd ,  revenue sha r ing  e x p l i c i t l y  in t roduces  " tax 
e f f o r t "  ( i . eOr  s t a t e . a n d  l o c a l  t a x e s  as a percent  of s ta te  and 
l o c a l  incomes) as a f a c t o r  i n  t h e  formula used t o  d i s t r i b u t e  
any given amount appropr i a t ed  by Congress. The higher t h e  t a x  
e f f o r t ,  t h e  greater the federal aid.  Thirty-two o the r  formula 
g r a n t s  are founded p a r t i a l l y  on some f a c t o r  r ep resen t ing  
" f i n a n c i a l  need," most o f t e n  per capita incomf6 
t h e  cases, however, "need" i s  l e f t  undefined. Supposedly , 
high income states and l o c a l i t i e s  exper ienc ing  s e v e r e  
f i n a n c i a l  ex igencies  would s t i l l  q u a l i f y  f o r  a id  on t h e  basis 
of need, even though the need may have been s e l f - i n f l i c t e d ,  as 
i n  t h e  case of many urban areas. From previous  research, t a x  
e f for t  i s  known as one of the most prominent p o s i t i v e  
d e t e r m i w n t s  of the  d i s t r i b u t i o n  of federal a i d  a c r o s s  
states. 

Such t a x  effor t  provis ions ,  e x p l i c i t l y  w r i t t e n  i n t o  t h e  
formulas or i m p l i c i t l y  employed by g r a n t  a d m i n i s t r a t o r s  i n  t h e  

I n  some of 

1 
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u s e  of the i r  d i s c r e t i o n a r y  au thor i ty ,  e f f e c t i v e l y  'reduce the  
marginal price of s ta te  and l o c a l  government goods and 
services ( s i n c e  a dol lar  of s ta te  and l o c a l  t a x e s  can buy more 
than  a do l la r ' s  worth of goods and s e r v i c e s ) .  And they  
conver t  a p o r t i o n  of the federal budget i n t o  a common access 
resource,  g i v i n g  r ise t o  expendi tures  t o  use ,  and poss ib ly  
overuse,  t h a t  resource.  By r a i s i n g  i ts  own t a x e s  i n  response 
t o  t he  way i n  which t a x  e f f o r t  i s  employed, a s ta te  can tap 
i n t o  t h e  t a x  bases of .other states and e x t e r n a l i z e  its own 
product ion cos t s .  An i n c e n t i v e  inhe res  i n  such a s o l u t i o n  f o r  
a l l  states t o  i n s t a l l  new t a x e s  or i n c r e a s e  o ld  ones and t o  
avoid t a x  decreases ( s i n c e  a c u t  i n  s ta te  and l o c a l  t a x e s  
would lead t o  an i n c r e a s e  i n  t he  e f f e c t i v e  t a x  p r i c e s  of goods 
and s e r v i c e s  due t o  a reduct ion  i n  federal ai,d). 

The e x i s t i n g  brand of fiscal federalism f o r c e s  s ta te  
and local governments i n t o  a classic p r i s o n e r ' s  dilemma: On 
t h e  one hand, i f  they  raise t axes  independent ly ,  they  a c q u i r e  
access t o  the  federal t r e a s u r y ,  thereby r a i s i n g  their  budget 
t o t a l s .  On t h e  other, i f  they  d o n ' t  raise taxes ,  then their 
share of the federal a id  budget can s l i p  wh i l e  other s ta te  and 
l o c a l  governments are r a i s i n g  t he i r  t a x e s  t o  g a i n  a 
compet i t ive  edge. To the  e x t e n t  t h a t  area growth is  dependent 
on the  d i s t r i b u t i o n  of f e d e r a l  aid,  s ta te  and l o c a l  
governments t h a t  s t a y  o u t  of t h e  competi f ive s t r u g g l e  can be 
doomed t o  r e l a t i v e l y  lower growth rates. Such a 
noncompetit ive.  response t o  t he  emergence and growth of f iscal  
federalism may lead only t o  an i n c r e a s e  i n  a s t a t e  or l o c a l  
government's "fiscal residuum" ( t o t a l  t a x  . c o l l e c t i o n s  minus 
t h e  va lue  of the  p u b l i c  goods and s e r v i c e s  provided) .  T h i s  
i n c r e a s e  i n  f iscal  residuum can occur because states t h a t  do 
n o t  respond compet i t ive ly  t o  t h e  t a x  e f f o r t  factors  i n  g r a n t  
programs w i l l  shoulder ,  through the federal t a x  system, a 
greater share of the  c o s t s  of goods and s e r v i c e s  produced i n  
o the r  states and l o c a l i t i e s .  

F i n a l l y ,  f iscal  federalism should be designed t o  
pursue gene ra l  p u b l i c  purposes,  n o t  narrow i n t e r e s t s  reflected 
i n  r e d i s t r i b u t i v e  programs. The p r e s e n t  g r a n t s  system, 
however, has a l l  t h e  markings of special i n t e r e s t  l e g i s l a t i v e  
e f f o r t s .  Grant programs can be counted f o r  almost every 
conceivable  purpose, r e f l e c t i n g  t h e  particular i n t e r e s t s  of 
t h e  congress iona l  committees supe rv i s ing  t h e  programs and 
blocks of congress iona l  votes .  It  appears t h a t  g r a n t  programs 
have been heaped on t o p  of g r a n t  programs. 

The growth i n  t h e  number and scope of programs over 
t h e  years can be expected t o  occur as a consequence of the  
federal government's attempts t o  raise s ta te  and l o c a l  t a x e s  
and as a consequence of s ta te  and l o c a l  government attempts t o  
avoid t a x  i n c r e a s e s  by meeting matching requirements on g r a n t s  
by s h i f t i n g  funds around i n  the i r  budgets. When t h e  federal 
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government provided t h e  f i r s t  matching g r a n t  program, say i n  * 

educat ion,  s ta te  and l o c a l  governments may have responded by 
drawing t h e  s t a t e  and l o c a l  match requirement from, say,  t h e  
p o l i c e  budget, which became "def ic ien t . "  A matching g r a n t  
program may then  have been devised t o  overcome the  de f i c i ency  
i n  t h e  p o l i c e  budget, which may have given rise t o  a 
de f i c i ency  i n  health expenditures.  The g r a n t  system could 
have, i n  o the r  words, effected budgetary d e f i c i e n c i e s  a t  t h e  
s ta te  and l o c a l  l e v e l s ,  g iv ing  b i r t h  t o  t h e  f u r t h e r  expansion 
of the  g r a n t  system ( t o  t h e  e x t e n t  t h a t ,  as noted a t  t he  
s t a r t ,  more than 500 programs are involved) .  I n  s h o r t ,  one 
consequence has  been a cons ide rab le  expansion i n  t h e  scope of 
state and local programs -- a n d - i n  t h e  process ,  an i n c r e a s e  i n  
s ta te  and l o c a l  taxes .  

Conventional publ ic  f inance  d i scuss ions  of fiscal 
federalism are concerned wi th  how federal g r a n t s  can best be 
used t o  overcome e x t e r n a l i t i e s  i n  t h e  product ion of s ta te  and 
l o c a l  goods and se rv ices .  Albert Breton develops an 
"economically optimum c o n s t i t u t i o n "  t h a t  p a r t i t i o n s  government 
r e s p o n s i b i l i t i e s  according t o  the spatial  coverage of t he  
b e n e f i t s  €§om the governmentally provided goods and 
se rv ices .  Under such a c o n s t i t u t i o n ;  t h e  n a t i o n a l  
government would. produce "na t iona l"  goods, r eg iona l  
governments, " reg iona l"  goods, and so f o r t h .  A "perfect 
mapping" of government r e s p o n s i b i l i t i e s  would e x i s t  when t h e  
b e n e f i t s  of t he  goods extended only t o  t h e  boundaries  of t h e  
government producing t h e  goods. I n  a similar manner, Mancur 
Olson develops t h e  concept of "fiscal equivalence" f o r  
i d e n t i f y i n g  t h e  ogbimum d i s t r i b u t i o n  of government 
r e s p o n s i b i l i t i e s .  A system of governments established w i t h  
complete f iscal  equivalence would be one i n  which only those  
who bene f i t ed  from a p a r t i c u l a r  government's a c t i v i t y  paid f o r  
those  b e n e f i t s  . 

Both au tho r s  base their  o r g a n i z a t i o n a l  structures on 
the  i n e f f i c i e n c i e s  created by t h e  e x i s t e n c e  of e x t e r n a l i t i e s  
i n  s ta te  a29 local government product ion and t a x i n g  
dec is ions .  I n  both cases public goods and s e r v i c e s  are 
underproduced. When, f o r  example, e x t e r n a l  b e n e f i t s  flow i n t o  
another  governmental j u r i s d i c t i o n ,  t h e  government producing 
t h e  goods cannot c o l l e c t  f o r  a l l  b e n e f i t s  received. I t  m u s t  
therefore f a i l  t o  produce a l l  u n i t s  f o r  which t o t a l  marginal 
b e n e f i t s  exceed t h e  to t a l -marg ina l  c o s t  of production. 
S imi l a r ly ,  underproduction can occur because of t h e  l imi ted  
t ax ing  power of l o c a l  governments: i f  t a x  rates are raised 
independently by one l o c a l i t y ,  a part of its t a x  base w i l l  be 
induced t o  migrate t o  some po in t  j u s t  across t h e  
j u r i s d i c t i o n a l  boundary, creating what is  known i n  t h e  
l i t e r a tu re  as the  "border effect." Again, l o c a l  governments 
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are 'unable  t o  raise the i r  t axes  s u f f i c i e n t l y  t o  cover t h e  
t o t a l  c o s t  of the  optimum product ion l e v e l .  To achieve  t h e  
optimum, Bretdn and Olson recommend a d j u s t i n g  t h e  boundaries  
t o  " i n t e r n a l i z e  the e x t e r n a l i t i e s . "  The g r a n t s  economy 
developed a t  t h e  federal and s t a t e  l e v e l s  i s  a device  f o r  
moving c l o s e r  t o ,  i f  n o t  f u l l y  achieving,  a perfect mapping or 
complete f iscal  equivalence.  

greater e f f i c i e n c y  i n  product ion,  as i m p l i c i t l y  envis ioned i n  
Breton and Olson 's  work, would be l a r g e l y  i n d i f f e r e n t  t o  t h e  
method by which extended product ion was t o  be f inanced  -- 
whether a l l  marginal and inf ramargina l  u n i t s  were subs id ized ,  
marginal u n i t s  were subs id ized ,  or t h e  necessary revenues were 
raised by higher  federal t a x  rates or f e d e r a l l y  induced h igher  
s ta te  a n d ' l o c a l  t a x  rates. Under such a benevolent,  
a l t ru i s t i c  government, the  t a x  revenues of s t a t e  and l o c a l  
governments may go u p  or down w i t h  an ex tens ion  of t he  g r a n t s  
economy. 
employed and, as noted above, on t h e  e las t ic i t ies  of demands 
f o r  t he  subs id i zed  goods and se rv ices .  

A federal government i n t e r e s t e d  s o l e l y  i n  achiev ing  

What happens depends on t h e  method of f inanc ing  

However, p r e d i c t i o n s  regarding t h e  d i r e c t i o n a l  
i n f luence  of federal a id  on state and local t a x e s  can be 
garnered from a maximizing model of government. Conventional 
public f i n a n c e  t h e o r i s t s  tend t o  assume by impl i ca t ion  t h a t  
t h e  federal government is  a nonmaximizer, i.e., it is  more or 
less unconcerned w i t h  how it can best u s e  i ts fiscal  powers t o  
i ts  own advantage. Hence, the  e l a s t i c i t y  of demand is 
important  i n  address ing  t h e  ques t ion  of whether s ta te  and 
l o c a l  t a x  c o l l e c t i o n s  go up  or down when t h e  federal budget i s  
changed. A federal government i n t e r e s t e d  i n  maximizing its 
own in f luence ,  'given its own l imi ted  budget resources and t h e  
n e c e s s i t y  f o r  t h e  pol i t ical  goodwill  of members of Congress, 
w i l l  seek, t o  the e x t e n t  poss ib l e ,  (1) t o  s u b s i d i z e  only 
marginal u n i t s  ( i n  which case t h e  e l a s t i c i t y  of demand for t h e  
i n d i v i d u a l  p u b l i c l y  provided goods and s e r v i c e s  does no t  
matter) and (2)  t o  f i n a n c e  only a part of t h e  a d d i t i o n a l  
u n i t s ,  which can be accomplished by us ing  federal a id  t o  p u l l  
up s ta te  and l o c a l  t a x  rates. 
uniformly reduce t h e  e l a s t i c i t y  of demand faced by i n d i v i d u a l  
government u n i t s .  E i t h e r  of these methods minimizes t h e  cost 
t o  t h e  federal t r e a s u r y ,  which may seek t o  maximize i ts  
in f luence ,  and t o  t h e  p o l i t i c a l  o p e r a t i v e s  i n  Congress, who 
may seek t o  maximize the i r  p o l i t i c a l  for tunes .  

good from Q1, t h e  e q u i l i b r i u m  q u a n t i t y  i n  t h e  absence of 
federal aid, t o  Q , t h e  s o c i a l  optimum, can be achieved w i t h  
minimum expense t b  t h e  federal t r e a s u r y  by g ran t s  covering 
s l i g h t l y  more than t h e  d i f f e r e n c e  between t h e  marginal c o s t  
curve  (MC) and t h e  demand curve ( D ) r  or the shaded t r i a n g u l a r  

Tax i n c r e a s e s  a c r o s s  a l l  s ta tes  

I n  terms of F igure  1, expansion of a l o c a l l y  provided 
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Figure  1 
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area. The l o c a l  government would have t o  raise a d d i t i o n a l  
t a x e s  t o  cover t he  remaining area between Q 
demand curve,  
if highly  i n e l a s t i c  goods were subs id ized ,  on t h e  margin, by 
t h e  federal government, Of  course, when t h e  a id  i s  withdrawn, 
product ion w i l l  r e t u r n  t o  Q1 and l o c a l  t a x e s  w i l l  con t r ac t .  

Fu r the r ,  as argued by t h e  author and Robert Staaf, 
s ta te  and l o c a l  o f f i c i a l s  have an i n t e r e s t  i n  suppor t ing  a 
g r a n t s  economy tf2St induces upward p r e s s u r e s  on a l l  state  and 
l o c a l  t a x  rates. Under their model of monopoly government, 
revenue sha r ing  (as w e l l  as o the r  g r a n t  programs) is a device  
by which s ta te  and l o c a l  governments seek t o  c a r t e l i z e  t he  
government m a r k e t ,  ove r r id ing  the i r  compet i t ive  dilemma and 
t h e  r e l a t i v e l y  low e l a s t i c i t i e s  of demand they  confront .  When 
governments are forced t o  ope ra t e  independently of one 
another ,  their t a x  rates are he ld  i n  check by t h e  a b i l i t y  of 
people and i n d u s t r y  t o  "vote  wi th  their  feet." One means of 
going beyond t h e  compet i t ive  t a x  equ i l ib r ium is for t h e  
federal government t o  apply uniform t a x  rates a c r o s s  t h e  
country and t o  d i s t r i b u t e  t h e  proceeds t o  s ta te  and l o c a l  
governments i n  t he  form of aid.  Another means of 
accomplishing t h e  same o b j e c t i v e  is  for t h e  federal government 
t o  induce subord ina te  governments t o  raise their t a x - r a t e s .  
From t h i s  pe r spec t ive ,  t h e  matching requirements are - 
e f f e c t i v e l y  between t h e  d i f f e r e n t  l e v e l s  of 
government, each i n t e n t  on s h i f t i n g  a greater p o r t i o n  of the 
n a t i o n ' s  income i n t o  the  public s e c t o r .  

and Q2 under t h e  
State and l o c a l  taxes would h ave t o  go up even 

Whether e f f i c i e n c y  rises or f a l l s  w i t h  an ex tens ion  of 
f iscal  federalism is unclear .  Production may be extended up 
t o  or beyond t h e  optimum l e v e l .  C lea r ly ,  from this maximizing. 
government pe r spec t ive ,  s ta te  and l o c a l  government t a x e s  
should be induced upward. The maximizing revenue l e v e l  of the 
federal government, however, may be una l t e red  by t h e  
i n t r o d u c t i o n  of fiscal federalism. On t h e  o the r  hand, t h e  
government can, through the g r a n t s  system, spread its revenues 
over a greater q u a n t i t y  of goods and s e r v i c e s  i n  i ts  o b j e c t i v e  
func t ion ,  whatever its o b j e c t i v e  f u n c t i o n  happens t o  be. 

CATEGORICAL VS. BLOCK GRANTS 

Categorical g r a n t s ,  by d e f i n i t i o n ,  are q u i t e  
r e s t r i c t i v e ,  l eav ing  s t a t e  and l o c a l  o f f i c i a l s  l i t t l e  leeway 
i n  determining how federal funds are spent.  A c a t e g o r i c a l  
g r a n t  f o r  p a t r o l  cars may spell  o u t  i n  some detai l  what types  
of cars can be purchased. Block g r a n t s  o f f e r  s ta te  and l o c a l  
governments cons ide rab le  d i s c r e t i o n  i n  determining spending 
a l l o c a t i o n s .  Funds may be provided, f o r  example, " t o  improve 
p o l i c e  r ead iness , "  a s u f f i c i e n t l y  gene ra l  o b j e c t i v e  t h a t  
a l lows  the  subord ina te  government t h e  freedom t o  spend t h e  
funds  on o f f i c e r s  or equipment, or even f i r e  power. Bu t  w i t h  
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categorical g r a n t s ,  subord ina te  governments are more l imi t ed  
i n  the i r  o p p o r t u n i t i e s  t o  u s e  federal funds f o r  the  needs t h a t  
might  otherwise have been f inanced  by s ta te  and/or l o c a l  
t a x e s  . 

L e f t  t o  the i r  own devices  i n  r a i s i n g  revenue, states 
w i l l  seek an e q u i l i b r i u m  l e v e l  of t a x a t i o n  c o n s i s t e n t  w i t h  
competi t ion from o the r  states. 
t h e  states i n  lump sum form, t h e  compet i t ive  d r i v e  of states 
f o r  a greater t a x  base w i l l ,  i n  equi l ibr ium,  induce states t o  
respond t o  t he  a v a i l a b i l i t y  of federal funds by lowering the i r  
own t a x  c o l l e c t i o n s .  The penal ty  t o  the  states f o r  lowering 
t a x e s  under lump sum g r a n t s  i s  zero. The very d i s t i n c t i o n  
between c a t e g o r i c a l  and block g r a n t s  implies t h a t  t h e  pena l ty  
fo r '  s u b s t i t u t i n g  federal f o r  s t a t e  funds i s  greater under 
c a t e g o r i c a l  g ran t s .  I t  fo l lows  t h a t  t h e  d i s t i n c t i o n  impl i e s  
greater oppor tuni ty  f o r  s u b s t i t u t i o n  of federal f o r  s ta te  
funds under t he  block g r a n t  programs. Fur the r ,  a s h i f t  of a 
given number of do l la rs  from categorical t o  block g r a n t s  w i l l  
lead t o  a reduct ion  i n  s ta te  taxes. The commonly voiced 
concern t h a t  "block g r a n t s  reduce federal c o n t r o l  of s ta te  and 
l o c a l  government" speaks t o  t h i s  p red ic t ion .  

If funds are handed over t o  

CONCLUSION 

The exac t  effect of P res iden t  Reagan's New Fiscal 
Federalism on s ta te  and l o c a l  t axes  is  n o t  completely clear. 
I t  w i l l  depend u l t i m a t e l y  on t h e  r u l e s  f o r  a l l o c a t i n g  federal 
funds under the new system, i f  a new system is ever enacted. 
Although fewer federal funds may be involved and a greater 
share of t h e  funding l e v e l  w i l l  be made i n  t h e  form of block 
g r a n t s ,  the importance of t h e  amounts of s ta te  and local t a x e s  
i n  determining t h e  d i s t r i b u t i o n  of federal a id  even tua l ly  may 
be enhanced. 

To date, t h e  Reagan Adminis t ra t ion has  provided only 
t h e  broad o u t l i n e  of its programs; and because of t he  
oppos i t ion  t o  t h e  program voiced by s ta te  and l o c a l  
governments, the New Federalism may n o t  t a k e  f i n a l  shape u n t i l  
1983. C r i t i c i s m  from s ta te  and local o f f i c i a l s ,  however, may 
be construed as  t e n t a t i v e  confirmation of t h e  c e n t r a l  
p ropos i t i on  of t h i s  paper: across-the-board reduc t ions  i n  
federal aid w i l l  resul t  i n  a reduct ion  i n  s ta te  and l o c a l  
taxes from t h e i r  own sources ,  perhaps n o t  immediately bu t  
even tua l ly ,  when s ta te  and l o c a l  governments are able t o  r i d  
themselves of t h e  f i x e d  c o s t s  of c u r r e n t  programs. State and 
l o c a l  o f f i c i a l s  sense  th34competi t ive b ind  t h a t  t h e  new 
program imposes on them. Off ic ia l s  may b a l k  a t  t h e  program, 
b u t  s ta te  and l o c a l  taxpayers  have every reason t o  welcome it. 
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