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The great growth of air traffic in the 1960s was not accompanied by
'cdmbérable provision of facilities. Severe inadequacies became manifest
with many traffic slowdowns. The Airport and Airway Development Act of
1970 provided a remedial program of expansion and improvement to be
financed in major part by new taxes on users, the revenue from which was
to be placed in an Airport and Airway Trust Fund.3! Grants of $250
million yearly were authorized for five years for construction and
modernization of airports serving certified airlines. The distribution
was to be: one-third according to the area and population of a state;
one-third according to the relative number of passengers emplaned; and
one-third at the discretion of the Secretary. The federal share of an

approved project was not, as a general rule, to exceed 50 per cent.

Waste treatment and water facilities. The problem of pollution became
an important public issue in the 1960s and 1970s. It seemed that our
increasing standard of living was being accompanied by increasing environ-
mental deterioratiom. As part of its response to this danger, Congress
provided a great variety of grant programs to encourage state and local
~planning, research, demonstration and construction. . The obstacles to.
action were numerous. Planning and/or action concerning water pollution
by single communities, or even states, was often ineffective because the
appropriate unit was a river basin. Construction of municipal waste
treatment facilities was ineffective unless action could be taken with
respect to industrial pollution. Federal standards of water quality
applied only tb interstaté waters, and application of such standards

elsewhere encountered many problems, legal and economic.32

Federal programs to control water pollution stem from the Water
Pollution Aet of 1956 (which has frequently been amended). The federal

government began to make grants which would reimburse up to 55 per cent

31 The 1974 revenue of the Fund was $838 million, of which $652 came from
taxes on domestic passengers.

32 For Brief éxéﬁiﬁaﬁions of the problems and proposed remedies, see
Setting National Priorities, The 1972 Budget (Brookings, Washington,
1971), Chapter 12; <ibid., The 1973 Budget, Chapter 1l.
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of the construction costs of waste treatment plants. Allocation to the

states was according to population and per capita income.

In 1972\Congress committed the nation to an ambitious set of goals
with respect to clean air and water. Policy relies on a regulative
approach and on subsidies for construction of facilities. The most
significant shift in policy was to order limitation, and eventually
elimination of effluent discharges into water and air.33 The grant
provisions raised the authorization and lifted the federal share of cost
for construction of facilities from 55 per cent to 75 per cent. Allocation
of grants to the states is to be on the basis of need as determined by the
Environmental Protection Agency (EPA). Applicants had to submit plans
and estimates for approval by the EPA. The act provided for reimbursement
to communities which had earlier constructed facilities without federal

grants;

The largest current federal financial effort to control and abate
pollution is aimed at water pollution. This is 80 per cent of the total,
and by far the largest item is for grants and loans to construct municipal
‘waste treatment facilities.3* Most of the anti-pollution programs have,

since 1970, been consolidated in the EPA.

Project Grants

The dominant type of specific purpose grant, until recent years, was
the formula grant. = Allocation of federal grant money among eligible
recipients (state or local governments) was by a formula established by law

or regulations, and all eligible recipients were entitled to an allotment.

33 Allen Y. Kneese and Charles L. Schultze, Pollution,Prices, and Public

- . Policy, (Brookings, Washington, 1975), are very critical of this policy.
They present 'an alternative strategy with two central components: a
set of national effluent and emission charges ... and the creation of
a set of regional authorities, under federal guidelines, to undertake
the large-scale planning and public works construction needed for
effective control of pollution in entire river basins or in the air
above whole regions' (pp. vii-viii).

3% Budget of the United States, Special Analyses, Fiscal Year, 1976,

p. 270.
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In the case of the project grant, the allotment remains in the hands of
federal administration. ’Eiigible recipients may éoﬁﬁete fof grénté to
be drawn from the fund allotment by submission of projects for approval;
or rejection by federal administrators through a review and evaluation
process. An in-between situation is when the allotment is to the state
governments by a formula. Thereafter, the allotment is drawn on by
submission of piecemeal projects to the appropriate federal administrator
for review. Such a grant is to be regarded as of the formula type.
Highway grants are an example. Each state government is allotted

a definite sum which is drawn down, bit by bit, through project applications.
The important feature of the distinction is that, for project grants, the
decision making is centralized at Washington, whereas for formula grants

it is shifted to non-federal units, usually state governments.35

Project grants can, and should, be targeted at objectives which are
closely defined. They should not, therefore, be simply supportive, i.e.
they should not simply lift from the grantees part of the financial
burden of providing services or facilities (as is the case with a pure
general purpose grant). Project grants should be for services which are
'new' in type; they should, besides, provide for appraisal and evaluation

of their achievement.

The rapid growth of project grants in the 1960s was a matter of

concern in some quarters. The Advisory Commission on Intergovernmental

Relations, in 1967, wrote as follows: 36

The increasing reliance on project grants has important
implications for the grant-in-aid system. It tends to
diminish the National Government's certainty that Federal
funds are being applied most effectively to meet nationally

35 The centralization of decision making for project grants is imperfect
since it often is diffused among many federal administrators so that
even within an agency (such as HEW) overall. coordination .is loose.
This impairs the advantage of better targeting which is expected to
accrue through use of project grants.

36 Advisory Commission on Intergovernmental Relations, Fiscal Balance in

the American Federal System (1967), Vol. 1, p. 138. The total number

of grant authorizations in 1966 numbered 379, of which formula grants

numbered 99 and project grants 280. Ibid., p. 151.
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determined minimum requirements throughout the country.

First, Congress leaves it to administrators to apply such

distribution formulas, sometimes pursuant to legislative

guidelines, imposing heavy pressure on administrators to

weight both program and political considerations in their

decisions. Second, it places a premium upon the ability

of applicants to know what aids are available, to prepare

persuasive applications, and to expend the necessary

efforts in following through to see that grants are forth-

coming. By and large, this means that the state and local

governments that are well organized and staffed will win the

project grants. Yet they may have a relatively low index

of need for the projects, or have a relatively high index

of fiscal capacity with which to meet the need.

The growth of project grants was directly related to the launching
of the New Society programs in the 1960s. Federal officers in these years
promoted, solicited and offered technical assistance to grant programs
more aggressivly than in the past, and they also asserted more control
over content and administration. Project grants fitted this pattern.
They provided for review of individual applications, for selectivity
concerning their content and the choice of grantees, for aiming at
defined objectives, and often for administration by new bodies loyal
to the federal agencies rather than to the 'establishment', i.e. state-
and local governments. Some of the new programs could have been
handled by formula grants, but a model was desired which asserted a
greater federal control, and here the project grant was an appropriate

instrument.

The anti-establishment bias rested on the opinion that in the fields
of welfare, or health, or education, or transportation, the establishment
was not innovative. It was more conscious of unsatisfied old needs than
of new needs; it was sometimes inert and lazy. These were faults which,
in affluent and revolutionary times, seemed both serious and remediable.
Since formula grants and large-scale project grants played into the hands
of the establishment, the establishment should be by-passed and subverted
by multiplication of project grants awarded to new sets of recipients by

federal administrators who imposed and kept tight controls.

Still another influence which, at the time and subsequently, has

operated to encourage use of project grants has been limited appropriations.
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To spread a small appropriation for a formula grant thinly over the nation
ﬁéuid be ineffective; severe diseconomies of (small) scale would result.
And yet to take no action to fulfil political promises would be unacceptable.
Project grants provided the Executive branch and the Congress with a means
by which some action could be taken since coverage would be confined to a

limited number of grantees.

What is the rationale of project grants? In testimony in support of
project grants before Congressional Committees, two broad characteristics

Or purposes recur. Projects grants are intended:

(1) to develop innovative programs and methods;
(2) to meet needs for governmental action of limited

geographical scope.37

These characteristics connote that each particular project grant be

transient in time and self-limiting in scope. The aim of a pilot and
demonstration program is to secure information which will either enable
a full-fledged program to be launched or, conversely, indicate that the

program should be withdrawn. Evaluation is, therefore, an essential

. feature.

The whole gamut of project grants should be frequently reviewed to
determine their conformity to, and deviation from, these characteristics.
Prima faecte, any project grant which has existed for more than five years

is suspect. So is one which has attracted a large number of applicants,

37 An example is provided by the testimony of Seéretary Wilbur Cohen

testifying on the Intergovermmental Cooperation Act of 1968 (90th
Congress, 2nd Session, HR No. 1845 to accompany HR .18, 826). He
declared that project grants should be used as supplements to formula
grants 'to support services to meet health needs of limited geographical
'scope or of specialized regional or national 31gn1f1cance. These
grants provide a mechanism for directing funds where they are most
urgently needed, where they will be used most effectively, and where
‘they will develop new and innovative pub11c health programs which
promise the most far-reaching effects. The elimination of categorical
restrictions on the project grants has also encouraged the introduction

. of. a wide array of new methods of prov1d1ng for various kinds of
health services. Among the new activities are family planning,
comprehensive health services development, alcoholism programs, and
encouragement of group practices.’
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which has many more applicants than funded approvals, and which has not
provided for evaluation of its success or failure. When pilot and
demonstration programs are so inadequately designed and operated that

evaluation of achievement is not possible, the programs belie their name.

A review of project grants would aim at making decisions concerning

(a) consolidation, (b) conversion into formula grants, and (c) non-renewal.

Consolidation of project grants would not, per se, reduce the
discretionary power of a federal department. It would simply reduce
multiple applicants and the administrative burdens arising out of numerous
separate programs, and it would give the federal administrator the chance

to shift the emphasis of programs in accord with reappraisal of needs.

Conversion would reduce federal power, shifting more responsibility
to state-local governments for meeting the priority needs of their
citizens. It would,.of course, simplify administrative procedures by
reducing or eliminating the number and the variety of applications and
application procedures, of grant conditions, of accounting problems,

\

and of matching requirements.

Non-renewnl should be the fate of project grants not subject to
consolidation or conversion.

The faults of current project grants can be grouped under three

heads: (a) proliferation has brought complexity, (b) such grants are

a threat to federalism, (c) they infringe horizontal equity.

(a) The most commonly voiced, and well documented, complaint against
project grants is that their number and variety are so great that a
premium is placed upon the ability of potential applicants to know what
is available, how to prepare applications, and how to lobby them to
funding. This ability and these skills are unlikely to be correlated
with governmental needs, with the result that poor governments, and
citizens for whom they have responsibility, are neglected. Multiplication
of project grants, and the resultant problems of administration and
delivery, have created other perversions. The flexibility of project
grants has become a licence for federal administrators to frame incon-

sistent patterns and to impose capricious rules. It is neither an
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excuse nor a vindication that these mistakes have been inadvertent.
Selection and funding of projects has, to an appreciable extent, been

politically motivated as a type of pork-barrel spending.

(b) The most philosophical - and most fundamental - criticism of
the current chaos of project grants is that the basis and logic of
federalism have been threatened. Programs have been put in operation
which conflicted with the desires of responsible state and local officials.
In such case, rational priorities to demands on limited community
resources are difficult to frame; the decision-making function at state
and local levels is eroded; achievement of standards of horizontal

equity across the nation is defeated.

(c) According to the rationale for project grants stated earlier,

each particular grant should be:

(i) transient in its time period;
(ii) self-limiting in scope;

(iii) so framed as to be capable of evaluation.

What is objectionable to continuance, year after year, of a project

grant?  When such a grant has fulfilled its purpose of demonstration, or

_experimentation, or innovation, continuance infringes the principle of

horizontal equity. Certain governmental services are, through the grant,

- rendered to people incertain geographical areas and not rendered to

similarly situated people in other areas. Equals are not treated equally;

- instead the federal government, through the grant, is being indefensibly

discriminatory. = The argument that it is better to render benefits to a
limited clientele than not to render them at all is unacceptable. It
assumes that no substitute exists on which the money spent for a

particular project could be used, and this is nonsense.

Grants are an essential mechanism for federalism. Through them many
goVérnméﬁtél bfogfamé will be operatéd By>stéterahd local goﬁérﬁﬁehts:ﬁifﬁ
some federal guidance and financial assistance. The grants should,
preddmihantly,‘be'of the formula type. 'Expéfience‘shows; however,;that
categorical programs require periodic appraisal and modification if they
are to be responsive to changing public needs. Sometimes the programs

should be broadened into block grants, and even converted into general
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purpose grants. But sometimes the programs should be reshaped, and here

a principal instrument should be the project grant. 1t can be used to

probe behind the facade of established methods and to expose the inertia

of some state and local programs.

Another use of project grants is to deteet what are urnmet public
needs and to design programs by which these needs can best be met. A
project grant, so long as its coverage and scope are modest, can be
targeted and tailored with precision; it can be framed so as to secure
an evaluation of output. Not only will these features make for
efficiency, they will also serve as safeguards when evaluation indicates
that the project should be withdrawn.

The future of the project grant should, therefore, be as an
instrument of cautious federal leadership in renovating and reshaping

its intergovernmental grant programs.
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Appendix Table ITI-1

FEDERAL GRANTS BY CATEGORIES,
Fiscal Years 1973 and 1963

1973 1963
Public assistance 7,295 2,580
Maintenance 5,729 2,477
Social services 1,538 -
Other 28 103
'Health 5,669 442
Medical assistance 4,596 150
Health services delivery 549 106
Mental health 319 -
Health services, planning and development 159 185
Preventive health services 46 -
Other - 1
' Education 4,348 55
Elementary and secondary education 1,819 -
Vocational education 592 42
Federally affected areas 519 329
Child development 372 -
Health manpower education 297 -
Higher education activities 187 -
Educational professions development 112 -
Institutional training 203 -
Agriculture extension work 157 71
Other 90 117
Economic opportunity and manpower , 3,635 334
Emergency employment assistance 1,002 -
Manpower unemployment trust fund and
state administrative expenses 814 330
Community action program 687 -
Neighbourhood Youth Corps 412 -
Manpower trailning services = = C ’ S 80 C=
Grants for employment services 64 -
Operation mainstream 64 -
Public service careers 35 -

Other 467 4
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Appendix Table III-1 (continued)

1973 1963
Misc. social welfare 5,635 912
Food stamps 2,161 19
Child nutrition programs 1,175 263
Low-rent public housing 1,049 170
Social and rehabilitation services 665 -
Other . 585 460
Highways 4,724 3,023
Highway trust fund 4,605 2,983
Other 119 40
Urban affairs 2,315 199
Urban renewal . 1,011 187
Model cities program 589 -
Urban mass transportation 316 -
Water and sewer facilities 157 -
Other 242 12
Agriculture and natural resources 347 96
Flood prevention 86 -
Agriculture experiment stations .72 -
Other 189 -
Miscellaneous 2,517 179
Construction of waste treatment facilities 684 52
Law enforcement assistance 538 -
Disaster relief 374 31
Appalachian regional development programs 251 -
Airport program 232 52
Other 438 44
Total, specific purpose grants 36,485 8,324
Revenue sharing 6,636 -
Total grants 43,121 8,324

Source: Sophie R. Dales, 'Federal Grants to State and Local Governments,

Fiscal Year 1973', Social Security Bulletin, October 1974,

PP. 26-35. I was provided with work sheets by Ms. Dales, and
was, therefore, able to break down the aggregates, although the
breakdown for 1963 is very imperfect. The source document is
Federal Aid to the States, Department of the Treasury. A
Catalog of Federal Education Assistance Programs is issued
yearly by HEW. A Catalog of Federal Domestic Assistance is
compiled yearly by the Office of Economic Opportunity,




Iv SPECIAL REVENUE SHARING

The recent growth in the number and variety of specific purpose
grants in the United States has Been remarkable. Federal grant
authorizations grew from 160 in 1962, to 379 in 1967, to 420 in 1969,
and to 550 in 1974.! Growth in complexity, while not quantifiable,
surely much outpaced the growth in numbers. As a result, a formidable
information gap was created because state and local officials could not
know what was available; 'grantsmanship' was stimulated, and this enabled
the alert rather than the deserving government to secure federal money.2
The certainty is, moreover, that the federal government, misled by its
superior fiscal power and by a lack of appreciation of the limitations
of conditional grants, has sometimes substituted federal preferences for
those of the states. When the federal government offers a grant which
will pay for an increase of 25 per cent in the supply of a state service,
it can reasonably ask that no reduction should occur in the prior amount
supplied by the state. But when the federal government offers a grant,
a condition of which is that every $100 of additional expenditure for a

~state service will earn a grant of $33.33, it will often be distorting .
the pattern of state spending. The federal government often has failed

to appraise practicalities by imposing controls which were too detailed

1 The figure for 1974 is given by Representative L.H. Fountain, Hearings
on the New Federalism, of the Intergovernmental Relations Subcommittee,
. 93rd Congress, 2nd Session (1974), p.l. The other figures are taken
- from Advisory Commission on Intergovernmental Relations, Fiscal Balance
in the American Federal System, (Washington, 1967), Volume I, p. 151.

2 problems which bothered state and local governments were: different
matching requirements; different procedures to process grant applications;
the growth of project grants and the administration of them by different
levels of federal officials even within a department. Efforts were
.made by federal agencies (notably OEO and HEW) to catalogue the grants.

. But the catalogues themselves were bulky and intricate, -and they became
obsolete with great speed. Other efforts have been made such as
briefing sessions for state and local officials, creation of federal
task forces and interagency committees to simplify administrative
procedures. All of these, however, are similar to the labours of
Sisyphus.

57
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as well as inappropriate to the diversity of state-local needs. It has,
in short, centralized decision making beyond the limits of effective

federalism.

While remedies are easy to formulate, they are very difficult to
apply. A few of the grants have achieved their purposes and should be
pruned. Related categorical grants should be bundled into blocks;
specific conditions should be broadened; allocation and matching formulas
should be simplified; the flow of information between federal and state
officers should be improved and speeded up. These generalizations have
been endorsed by Presidents, individual members of Congress, commissions
of investigation, and many students of intergovernmental finance. But
achievement has moved with glacier-like speed. In 1966, after two
decades of agitation, Congress passed a Partnership for Health Act which
was hailed as the beginning of a trend towards consolidation of the
numerous and piecemeal health grants. Many state and local governments
failed to get the message. They felt that the general federal power
to examine their health programé was excessive, and they successfully
urged the . Appropriation Committees to vote several new grants of which
the use was narrowly restricted to specific categories of persons.

When, in 1968, the President requested larger grants for vocational
education, coupled with consolidation of many categories into a general
grant, Congress enlarged the grants and aqlso the number of authorizatioms.
The evidence is, then, that the interest groups who want earmarked money,
the Congressmen who delight to make announcements to the local press of
bits and pieces of grant allotments, have built up a feudal bureaucracy
which can often frustrate the broader perspectives of national political
and executive leaders. As the Advisory Commission on Intergovernmental
Relations has observed, balkanized bureaucracies, segmented Congressional
committees, and fragmented program administration all stand in the way of
a well balanced and more decentralized federalism. In the 1960s their
limited outlook created a functional and administrative chaos of
categorical grants. The bureaucratic entanglements were so vast and

complicated that reform by Congressional initiative seemed impossible.
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In 1971 President Nixonltriedvanothg; tack. Since incremental
’réfofm’oflgfaﬁfslbf Cénéfeés ﬁaé not working, why not ask Congress to
delegate the procedural steps to the Executive.3 If Congress would
give the President the power to group and restructure grants, subject
to the proviso that a plan would go into effect automatically ninety days
after submission, progress might be made. Within the ninety day period

Congress would have its say. This proposal received no consideration

on Capitol Hill.

The Nixon administration, which had made grant reform a major feature
of the New Federalism, came up next with the proposal of special revenue
sharing. This was offered in the State of the Union Message of January
22, 1971 (at the same time as general revenue sharing). Some one hundred
and thirty categorical grants were to be bundled into six packages - law
enforcement, manpower training, urban development, transportation, rural
development, and education. The first year appropriation was to be
$11.4 billion (of which $1.0 billion was 'new' money in excess of the

$10.4 billion from consolidation), divided as follows:

Billions of
' Dollars

Education S 3.0
"Rural community development 1
Urban community development 2
Manpower training ' 2
Transportation 2
Law enforcement 0
. Hold harmless reserve 0

Was special revenue sharing just another name for block grants?
Some spécial features had been added in an effort to enlarge the
. discretionary power of state and local governments and to attract their
political support. Special revenue sharing would require no matching,
no .maintenance-of effort, and-no -prior project- approval.  “Within each -
of the six broad areas, recipient governments would have the authority to

spend the federal money on programs of the_highest_priority‘to_them,“j

3 Reorganization of federal agencies had been accomplished in this manner.

Presidential Message, January 26, 1971. See Congressional Almanac,
1971, p. 8-A.

% presidential Message on Special Revenue-sharing, 92nd Congress, lst
Session, March 2, 1971.
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Deletion of matching and of maintenance of effort were important shifts.

Most federal grants required state-local matching at a flat rate (usually
50-50) or at a variable rate dependent on some measure of fiscal capacity;
many grants specified that state and local spending from their own sources

should continue at the pre-grant level. The requirement of maintenance

of effort meant that receipt of a federal grant should not bring fiscal
relief to the recipient government (as would be the case if its prior
level of expenditure was decreased). The requirement was aimed at
preventing substitution, the receipts from a grant permitting decrease

of the prior level of state-local spending from own sources on the aided
service. The decrease could be used for other purposes or it could
enable a tax cut. A maintenance of effort requirement has little
meaning when applied to a service on which state-local expenditure, prior
to the grant, is small. It does have meaning when applied to a service
on which state-local spending is large and well established. In such
case, the possibility of substitution is great. But even then the
requirement is important and effective only in the short rum. Once the
grant money (the new money) is committed to spending for the specific
“activity - once it is added to total spending - the government has lost
its freedom to substitute. The grant is no longer free money. An
attempt to reduce the level of the new spending made possible by it wouldm
be almost as difficult as reduction of the level of any kind of spending.
With the passage of time, therefore, the maintenance of effort requirement

1

becomes unnecess ary.

The matching requirement is significant. By it the federal govern-
ment implies that the division of spending responsibility and of benefits
is the same as the matching ratio. The federal government, in effect,
pays state and local governments to act as its agents in providing an
additional supply or improved quality of services beyond what they,
themselves, consider appropriate. Conditions and controls are necessary
to indicate what are the federal standards and to see that they are
achieved. In the early stages of a grant a pattern must be established
which satisfies the federal objectives. But as a grant matures - as
state and local governments accommodate themselves to the federal

conditions - the federal government can well loosen and relax these
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conditions; it can permit some d1ver81ty in the pattern 1n order to
' adJust to state differences. Moreover, it can bundle together related
grants into blocks with simplification of formulas, economy of

administration, and gain in flexibility.

Some such justification lay behind the proposal of special revenue
sharing. In addition, the belief was widespread that the federal
government, through the matching ratio, had sometimes pushed states and
local governments into distortion of their spending priorities.
Rectification seemed to require that matching be eliminated; state and
local governments were to be allowed to reduce or expand whatever
services within the bundle that they chose. Annual submission of a
state plan of program objectives and proposed uses of grants was required.
But the submission did not have to secure federal approval; the federal
. role was limited to review and comment. Decentralization - a shifting
of responsibility for decisions from Washington to the states = was the

motivation of the New Federalism.

The prospective overall impact of elimination of matching and
maintenance of effort was less revolutlonary than was 1mag1ned. Most
of the programs proposed for inclusion in spec1al revenue sharlng were
well established; expenditure on them was, and had been, a regular part
of state and local budgets. Although shifts in emphasis within a broad
category were to be expected, the aggregate of state and local spending
was likely to continue to be sustained. Only when the grants in a
bundle were new, or were of the project variety, did special revenue

sharing threaten severe cutbacks.

In what follows, an outline of each of the special revenue-sharing

proposals, and of its treatment by the Congress, will be offered.

Law Enforcement

The direct constitutional powers of the federal government concerning
criminal law enforcement are few. But Congress has been forced to create
and define a 1arge number of crimes in order to carry out its enumerated
powers, and it has built up also a general police power. The commerce

clause has been used widely to curb antisocial activities. One early
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measure which illustrates the scope of the Congressional power was the
Mann Act of 1910; and in upholding its constitutionality the Supreme
Court, speaking through Justice McKenna, made one of its most striking
generalizations concerning federalism:

'Our dual form of government has its perplexities, State

and Nation having different fields of jurisdictiom, ...

but it must be kept in mind that we are one people; and

the powers reserved to the states and those conferred on

the Nation are adopted to be exercised whether independently

or concurrently to promote the general welfare, material

and moral.'®

As it became clear that modern facilities of communication, modern
weapons, and urbanization had strengthened the hands of the criminal and
enlarged the effective area in which criminals operate, Congress enlarged
the federal personnel and facilities which enforced its laws. But the heart
of the crime problem consists of offences which are within state and
local jurisdiction, and therefore no remedy for crime can be found which
does not place a primary responsibility upon the states and localities.

The device of federal grants is a natural instrument to facilitate this

policy.

The story can best be picked up with the omnibus Crime Control and
Safe Streets Act of 1968. In response to public alarm over mounting crime
rates, the act aimed at encouraging state and local governments to prepare
and adopt comprehensive plans for law enforcement, to strengthen their
actual enforcement, and to develop new methods for prevention and reduction
of crime. Rejecting the proposal of the Johnson administration to provide
categorical grants administered by the U.S. Attorney General, Congress
moved toward a system of block grants to state governments. Each state
government was to frame a statewide approach to law enforcement, and to
exercise control over a system of grants. Distribution of the grants was

largely on the basis of population.

On March 2, 1971, President Nixon proposed, as a further step, a

system of special revenue sharing for law enforcement® which would liberalize

5 Hoke v. United States, 227 U.S. 308 at 322.

6 92nd Congress, lst Session, Diocument 92-56. This was the first of the
recommendations for special revenue sharing. See also 93rd Congress,
lst Session, Presidential Mes;sage of March 14, 1973, Our Federal System
of Criminal Justice (House Document No. 93-60).
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the federal grants gnd egla;gg Fbelf;geQOQ‘of Fhe‘spgtg governments to use
them.’ As before, comprehensive state plans were to be prepared and sub-
mitted to the federal Law Enforcement Assistance Administration (LEAA) for
review and evaluation. But the requirement of prior approval by LEAA in
order to receive grants was to be dropped, and so also were the requirements
of matching and maintenance of effort. The basis for allocation of 85 per
cent of the law enforcement grants was to be population; 15 per cent was to
be awarded at the discretion of LEAA. The states were required to pass
through to the local governments an aggregate amount proportionate to the

amount spent by them on law enforcement and criminal justice in the preceding

fiscal year.

The President continued to press for special revenue sharing during
the next two years. Congressional response came with enactment of the
Crime Control Act of 1973. At the Congressional Hearings, mayors of big
cities complained that the existing and proposed system spread the grants
over too wide a geographic area; they argued that the grants should be
concentrated in high-crime communities, i.e. the big cities. Congress
was not sympathetic to this plea. It pointed out that, during the years
'1969-72, the cities (¢containing 49 per cent of the population of the nation)
had received, on the average, almost 65 per cent of all LEAA funds assigned
~ to local governments. Congress was also unsympathetic to the special
revenue-sharing approach, preferring to endorse block grants, subject to
LEAA approval of state plans, with some matching. But ;he matching
requirement was reduced from 25 per cent to 10 per cent (except that, for
construction of facilities, a 50 per cent requirement was retained). The
new matching was to be wholly in cash, and not at all in kind, thereby
eliminafing what the House Committee on the Judiciary described as
'imaginative book-keeping by recipients and nightmarish monitoring problems
for LEAA charged with ensuring compliance'.7 The grants for law enforce-
ment ‘- the heart of the’ LEAA program - could be used for public protection,
recruitment and training, public education, construction, police-community
‘relations, etc. A pass-through requirement assured that about 70 per cent
of a state's block grant and 40 per cent of a state's planning moneys would
be received by units of local government. In essence, then, state govern-
ments were assigned the tasks of planning, of project approval, and of

monitoring federal grants for law enforcement. Appropriations for LEAA

7 93rd Congress, lst Session, House Report No. 93-249, p. 6.
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grants in fiscal 1974 were $871 million, of which 65 per cent was to improve

and strengthen law enforcement.

Urban Development

Federal involvement in community development started with the Housing
Act of 1949, and thereafter expanded enormously in direction and expenditure.
Congress provided programs of homeownership assistance, rental assistance
which subsidized renters, and low-rent public housing; it provided tax
preferences for homeowners, and many programs to reduce the risk of
investing in mortgages; it gave grants to local governments to stimulate
urban renewal, model cities, and water and sewer provision. The claims
made for these programs when they were launched were often so extravagant
that fulfilment was not feasible. In the 1970s, after passage of a
quarter—century, the results seemed meagre even when related to modest
standards of accomplishment. At various times experimental projects were
introduced in an effort to reiieve the disarray into which the housing
programs had fallen. In 1966, for example, a Model Cities program was
added for the express purpose of substituting general, flexible, and co-
" ordinated support for the variety of separate and independent grants. A
selected number of cities - 150 - was given grants according to a formula,
the major requirement being that they use the money to improve conditions
in their poorest neighbourhoods. Each city was to make a comprehensive
plan to deal with its main problems; the plan was to be reviewed and
approved by the Model Cities Administration; thereafter the agencies
which dealt with federal urban problems were to give cooperative support
in order to provide 'an integrated assault on urban blight'.8 The
existing programs for planning, housing, water and sewers, education, and
training and employment services were to be coordinated. Participating
cities were to receive federal grants up to 80 per cent of what they would
contribute to the existing federal programs in the plan. Unfortunately,
the programs were over-regulated and underfunded. The Model Cities
Administration limited the discretion of the cities by extensive and
detailed regulations; federal agencies which operated federal programns

were seldom cooperative.

This was the background when, on March 8, 1971, President Nixon

proposed special revenue sharing for urban community development.9 It

8 Report of the Council of Economic Advisers, January 1967, p. 169.

% 92nd Congress, lst Session, Document No. 92-61. President Nixon on January

3, 1973, suspended homeownership assistance, rental assistance, and low-rent
public housing.
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aimed at remedying the two basic problems .afflicting the .existing system:.

aid was excessiveiy fragmented, and spending was subjected to excessive
federal controls. Decisions had been bhiassed toward federal viewpoints
which often did not reflect the variety of local preferences and needs.

In pursuit of the national interest in meeting urban problems, the error
had been to assume that this interest required more uniformity in programs
and more federal controls than was the case. Since the effects of the
programs were largely local in character, local governments were in the

best position to make efficient decisions concerning them.

The special revenue-sharing program proposed that four categorical
grants (then spending $2 billion annually) administered by the Department
of Housing and Urban Development (HUD) - urban renewal, Model Cities, water
and sewer grants, and loans for rehabilitation of existing structures - be
consolidated into one. The grants administeredrby the Office of Economic

Opportunity for its Community Action Programs would also be added.

The grant money was to go mainly (80 per cent) to Standard Metro-

politan Statistical Areas (SMSA's)10 of which there were 247 in the nation.

- Allocation was by a formula which would 'take into account the number. of.

people living in an area or a city, the degree of overcrowding there, the
condition of its housing units, and the proportion of its families whose
income is below the poverty level'.l! The remaining 20 per cent of the
grant money was to be left with the Secretary of Housing and Urban Develop-
ment for use as 'hold harmless' funds to relieve units which received less
from the formula than they had received from the old categorical programs.
The recipients could use their grants for any activity eligible under the
old system, but the amounts assigned to each would be a local decision.
'Cities would be asked simply to indicate how they planned to use their

funds and to report periodically on how the money was expended.'12

10 An SMSA is an area which contains a central city or cities with an
.aggregate population of 50,000 or more, and with surrounding counties
which are socially and economically integrated with the cities.

11 presidential Message, p. 7.

12 rpid., p. 8.
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When Congress in 1973-74 got around to consideration of the Better
Communities Bill,it was of two minds. While receptive to consolidation
of granfs and the notion of increasing the discretionary power of recipient
governments, Congress was unwilling to give up requirements for prior
planning reports to HUD, performance statements, and matching. Some
Congressmen worried also that block grants might not target the grants
adequately toward low-income people, and that communities in the existing
categorical programs would suffer from reduced grants if the number of
recipients was expanded. By miracles of compromise, however, a new
measure, the Housing and Community Development Act of 1974, was framed
and passed. While not special revenue sharing, the Act did consolidate
the major categorical programs of HUD - urban renewal, neighbourhood
development programs, rehabilitation loans, neighbourhood facilities,
open space land, basic water and sewer facilities, model cities - into a
block grant, allocated by formula. The new grant, which authorized
$8.4 billion over three fiscal years, 1975-77, is to be distributed
80 per cent for SMSA's and 20 per cent for non-metropolitan areas. The
formula for distribution of the grants had three determinants:

(1) population, (2) poverty (double-weighted), and (3) the extent of
housing overcrowding. All cities with populations of 50,000 and over,
central cities of SMSA's, and urban counties, are entitled to formula

funds. No matching is required.

Distribution of the funds by formula was, however, complicated by
extensive 'hold harmless' provisions. If an eligible recipient had
received as categorical grants an amount which was less than its formula
entitlement as a basic grant, i.e. if the formula grant exceeded the
prior brqgram level, the recipient was to be ﬁphased—in' to its full
formula level over a three-year period. In the opposite situation, when
the level of receipts for priof programs of a recipieﬁt exceeded the
formula entitlement, the recipient was to be held harmless for the first

three years, i.e. it was to get grants equal to the prior level of receipts.13

13 Explanation of how the prior level of receipts was calculated is too
complicated to be presented here. Roughly, a five-year average of
grants for urban renewal, open space land, water and sewer facilities,
public facility loans, rehabilitation loans, and neighbourhood facilities
was reckoned, and a shorter average of grants for neighbourhood
development facilities and model cities.
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In the next three years, by a phase—down , the hold harmless payment was
to be reduced As a further protection agalnst shock Congress, after

three years, was to review the application of the formula in order to be

assured of its equity.

The primary objective of the act was 'the development of viable
urban communities by providing decent housing and a suitable living
environment and expanding economic opportunities, principally for persons
of low- and moderate-income. This objective is to be achieved through
elimination of slums and blight and detrimental living conditionms,
conservation and expansion of housing and housing opportunities, increased
public services, improved use of land, increased neighbourhood diversity,

and preservation of property with special values. 'l

What must a community do to secure funding? It has to submit a
three-year summary plan and a one-year application indicating specificallyk
the activities it means to undertake. Community needs and objectives
have to be identified, and a strategy to meet them has to be formulated.
Programs to eliminate or prevent slums and blight, and to provide better
communlty facilities, are to be spelled out. Moreover, an appllcant has
to submit a detailed hou51ng ass1stance plan wh1ch 'surveys the condition
of the community's housing stock and assesses the housing assistance neéeds
of lower income persons residing or expected to reside in the community'.15

A realistic annual housing goal was to be indicated.16

| In add1t1on to the requlrements concernlng applications, communltlesb
k had to comply with the Civil Rights Act, to ensure citizen participation,

and to meet their environmental responsibilities.

) ———

‘ % gy.s. Department of Housing and Urban Development, Summary of the
’ Housing and Commoity Development Act of 1974, August 22, 1974,
p. 1.

15 1bid., p. 2.

16 The basic grants provided for community development were not, however,
to be used for housing. Inclusion of -a housing plan in the applications

submitted by communities was meant to serve as a tie-in to federally
assisted housing.
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Federal grants received by communities could be used for a wide
range of purposes - for acquisition of real property which is blighted
or deteriorating, and appropriate for rehabilitation; for construction
of public works; for clearance and removal of buildings; for relocation
payments, etc. Activities for which HUD categorical grants prior to the

new act could not be used were forbidden.

What were the federal duties?  Applications sent to HUD for appraisal
had to be approved within 75 days after receipt unless HUD found that the
description by the community of its needs and objectives was plainly
inconsistent with the facts, or unless it determined that the application
was not in compliance with the law. HUD was to review perforrance of
approved applications at least once annually, and to make 'adjustments
in assistance amounts' where it found that the program had not been
carried out, or where the 'recipient does not have the continuing

capacity to carry out the program in a timely manner"' .17

The community development program, on its face, moved strongly
toward decentralization. A formula grant replaces ten categorical
- project -grants; allocation, application, and administration are simplified.
The number of applicants is enlarged with reduction of the opportunity
for grantsmanship by applicants. The federal role becomes mainly one
of review and monitoring of community programs; detailed approval and

supervision of projects are discarded.

Manpower

The job market has imperfections which produce heavy costs in
unemployment and loss of earnings. Accordingly, cautious governmental
intervention in the market process has appeared to be needed. In the
1960s intervention by the federal government took the form of the
Manpower Development and Training Act of 1962. A major force behind
its enactment was the fear that changing technology was making labour

skills obsolete, and that the federal government should assume some

17 1bid., p. 3.
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- responsibility for adjusting to the situation by development of an learly .
warning system'. It would identify impending job dislocations caused
by rapid technical changes, and it would see that retraining programs kept
pace with technical advances. Althoﬁgh worry about automation continued,!8
the Economic Opportunity Act of 1964 shifted the emphasis of manpower

programs toward disadvantaged persons.

All of the dozen categorical training programs which existed in 1971
provided approximately $1.5 billion as grants. These fell into three
main groups:

(1) General manpower programs which were aimed at the hard-core
unemployed. Training for this group was provided in institutions through

~grants to local project sponsors by a formula based on the size of the
labour force in the area, the level of unemployment in the area, and a
variety of other job-related factors. On-the-job training was also
provided through contracts negotiated by state employment service

offices with employers who agreed to hire disadvantaged workers.

(2) Training programs which were aimed at welfare recipients.
One example is the Work Incentives Program (WIN), offering incentives

to train to mothers receiving welfare payments.

'(3) Training programs which were aimed at the young. The best
known example is the Job Corps, a national program which does not

utilize grants to sponsors. Another is the Neighbourhood Youth Corps.

‘The wide range of manpower activities includes the following:
Recruitment, counselling, placement, and follow-up services.
Classroom instruction in both remedial education and occupational
skills.
Training on the job with both public and private employers,
aided by manpower subsidies.
Job opportunities, including work experience and short-term
employment for special age groups and the temporary unemployed,
~and transitional public service employment at all levels of

government.

18 gee Chapter 3 of the Annual Report of the Council of Econovic
Advisers, 1964. :
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Ancillary services like child care assistance, relocation

assistance, and minor health services.

On March 4, 1971, President Nixon proposed special revenue sharing
to substitute for the existing manpower programs which, he declared, were
overcentralized and 'far less effective than they might be in helping the
unskilled and the disadvantaged'.19 They failed because, one, they did
not recognize that the job market is 'thousands of interacting but
separate markets spread all over the economic and geographic map of the
United States and two, that the labor force is actually 87 million
individual men and women with a wide diversity of training'.20
Application of categorical nation-wide programs meant that those areas
with needs which did not fit the model were pushed by grants into
programs of low local priority; their money (as well as the federal
grants) was spent inefficiently; and their administrative officials
wasted time in discovering and following federal rules. The programs
were in error because they often ran 'against the grain of the Federal

system'.?2!

‘'The Manpower Revenue-sharing Act proposed by the Administration
was to repléce the manpower provisions of the Economic Opportunity Act.
Funding would be increased for 1972 from $1.7 billion to $2.0 billion.
85 per cent of the federal money would go as graﬁts to state governments
and to governments of cities and counties with a population of 100,000
or more; 15 per cent would be provided to the Secretary of Labor to

fund special activities.?2

The formula would allocate grants to an

area by its proporticnate number of workers, its unemployed persons, and
its low-income adults. Matching and maintenance of effort requirements
were discarded; decisions on what to spend would be up to each govern-

ment. = Each would, however, be required to publish yearly, prior to

13 presidential Message, March 4, 1971, Rvenue-shari ng for Manpower,
92nd Congress, lst Session, Document 92-59, p. 4.

20 1pid., p. 2.
21 1p¢d., p. 3.

22 To be used for staff training and demonstration programs.
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receiving the grants, a statement of its program objectives and projected,
uses of funds. The Labor Department was to publish evaluations of program

effectivenessv

Over the next two years a complicated struggle ensued in the
Congress. Both House and Senate held hearings on manpower training
legislation. The Nixon administration, however, decided to implement
manpower revenue sharing by administrative action, even though Congress
regarded these moves as an infringement of its law-making authority.
Another major difference of opinion arose over public service employment.
How many transitional public service jobs should be created? Congress
wanted to expand much beyond what the administration thought to be wise.
The debate did, however, build up an opinion favourable to decentralization
and decategorization of .training programs, although differences of opinion
persisted concerning how power over, the programs was to be distributed
among the different levels of governments, and between governments and

community action agencies.

In 1973 Congress passed the Comprehensive EmpZoyment and Training Act
(CETA), sh1ft1ng most of the respon31b111ty for admlnlstratlon ~of manpower
Iact1v1t1es from the federal government to state and local governments.

“ By Title I, grants were given to governments of localities with population
over 100,000 and to state governments in areas'nOtICOVeredvby a local
prime sponsor - a total of 500 ‘prime sponsors'(instead of over 10,000
separate contractors under the prior system). 80 per cent of the Title I
grants was allocated as follows:23 50 per cent on the basis of the amount
received in the prior year, 37.5 per cent on the basis of relative un-
employment in the area, and 12.5 per cent on the basis of the relative
number of low-income families. No area was to receive less than 90 per
cent of the amount it had received the prev1ous year. The grants were
block grants to sponsors who would plan and operate what programs they

chose. atchlng ‘and malntenance of effort were not requlred

23 The 20 per cent of funds not subject to the formula is to be used as
follows: 5 per cent for special grants for vocational education,
4 per cent for state-provided manpower services, 5 per cent to promote
combinations of prime sponsors, 6 per cent at the dlscretlon of the
Secretary. - S : C C



72

Among the purposes for which the funds may be used are:

'Recruitment, orientation, counselling, testing,
placement, and follow-up services.

Classroom instruction in occupational &ills and
other job-related training, such as basic educationm.

Subsidized, on-the-job training by public and private
employers.

Allowances for persons in training.

Supportive services such as necessary medical care,
child care, and help in obtaining bonding needed
for employment.

Transitional public employment program:’s.'zl+

The full gamut of programs financed under previous manpower legislation
is included. The authorization in 1974 for Title I was $1,190 million,
for Title II $250 million, for Titles III and IV $360 million - a total
of $1,800 million.

Altogether the legislation represented a considerable move toward
- special revenue sharing. - Prime sponsors are,; however,required to
submit plans to the Labor Department for review and approval before the
grants are allocated, and the Secretary of Labor may withhold if he

determines that a prime sponsor is not complying with an approved plan.25

Title II of CETA%® provided for grants to transitional public

employment programs in areas with a 6% per cent (or more) unemployment

24 y.s. Department of Labor, Manpower Administration, The New Manpower
Aet - A Swmary, p. 2. :

25 A National Commission on Manpower Policy is to be appointed to try

to tie together and evaluate the manpower programs, and to report

its findings annually to the President and to Congress. Each state

is to set up a Manpower Services Council to review the plans of prime

sponsors and of state agencies providing manpower services, and to

make recommendations for coordination.

26 The Emergency Employment Act of 1971 was the model for Title II.

This act provided federal grants for a Public Employment Program (PEP)

to state and local governments of which the unemployment rate was

~equal to or greater than 6 per cent. The grant allotment was based

on the relative number of unemployed. $750 million was authorized

for fiscal 1972 and $1.0 billion for fiscal 1973.
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rate for three consecutive months, Eligible recipients were prime

sponsors as defined in Title I. 80 per cent of the funds under Title
II was to be allocated according to an unemployment yardstick (the ratio
of number of unemployed in the area to the total number of unemployed in
all eligible areas); the remaining 20 per cent was to be allocated at .
the discretion of the Secretary. The authorization was $250 million

for fiscal 1974, and $350 million for fiscal 1975.

When the employment situation continued to worsen, Congress in
December 1974 enacted the Emergency Jobs and Unemployment Assistance Act
which, in Title I, authorized $2.5 billion for public service employment
in fiscal 1975, using the CETA structure as the administrative base of

the program.27

Eligible applicants are state and local governments which
are qualified as prime sponsors under Title I of CETA. 90 per cent of
the funds are allocated as follows:28 50 per cent according to the ratio
that the number of unemployed in the area of an applicant bears to the
number of unemployed in all areas; 25 per cent according to the ratio
that the number of unemployed in an area in excess of 4.5 per cent of the

labour force bears to the number in excess of 4.5 per cent in all areas;

' 25 per cent according to the ratio that the number of unemployed in areas

qualifying for assistance under Title II of CETA (i.e. 6% per cent or more)
in the jurisdiction of an applicant bears to the number residing in all
qualfying areas. The fact is that public service employment will, for

the immediate future, be the dominant manpower program.

Rural Community Development

On March 10, 1971, President Nixon proposed special revenue sharing
for this purpose, consolidating the following eleven programs: Appalachian

Regional Commission, Title V Regional Commissions, Economic Development

27 Title II established a new program of federally funded unemployment

assistance benefits, and Title III authorized $500 million for job.
creation in areas of high unemployment.

28 10 per cent is to be a discretionary fund in the hands of the Secretary.
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Administration, Resource Conservation and Development Program, Cooperative
Agricultural Extension Service, Rural Water and Waste Disposal Grants,
Rural Environmental Assistance Program, Forestry Assistance Grants, Great
Plains Agricultural Conservation Program, Water Bank Program, Tree Planting
Grants. In 1971 spending for these was $921 million. To this amount
$179 million of new money was to be added, making a total of $1,100 million
at the outset which was 'to be shared among all the States for fully dis-
cretionary spending to meet their rural needs and accelerafe their rural

development"'.29

Distribution was to be by a formula based on three
factors: relative rural population, relative rural per capita income,
and a state's change in rural population compared to the change in
population of all states. Intrastate distribution was discretionary;

matching and maintenance of effort were not required.

In the next year, Congress passed the Rural Development Act of
1972, and this Act, in the opinion of the administration, provided authority
for so many programs consistent with special revenue sharing that the

proposal of the administration was dropped.

Transportation

On March 18,1971 President Nixon proposed special revenue sharing
for transportation.30 Twenty-three categorical grant programs, receiving
grants of $2.6 billion, were to be bundled into two pieces: (1) grants
for investment in mass transit (urban mass transit, airports, highway-
related safety, highway safety), (2) grants for general transportation
excluding grants for the interstate system, but including other federal
aid highways. Matching was not to be required. Although Congress was
not receptive, it did debate many transportation questions. Should the
Highway Trust Fund be retained? Should the federal transportation

programs be restructured to coordinate all aspects of transportation?

29 presidential Message, March 10, 1971, Revenue-sharing, Community
Development, 92nd Congress, lst Session, Document 92-66, p. 4.

30 For the Presidential Message see Congressional Quarterly, 1971,
pp. 67-70A.
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Should the federal government pay more attention to urban transportation?
lin 1964 Congress had begun provision of grants which would cover two-thirds
of the net project cost of new or improved subways, commuter rail services,
bus services, and the like. (Net project cost was the part of the invest-
ment that could be repaid from passenger revenues.) At first the grants
were not taken up, and Congress by amendments in 1966-68 endeavoured to
give applicants greater assurance that grants would be forthcoming if they
embarked on the long process of building or improving transit systems.
Environmental concern, directed especially against the automobile and
highways, together with the desperate financial plight of urban mass
transit, appeared to be producing new directions in federal aid to
transportation. In 1972 a biil permitting use of the Highway Trust Fund
as a source of finance for urban mass transit failed in the last days of
the session only because of lack of a quorum. (As indicated above on
page 43, the Highway Act of 1973 made a small breach in the Highway
Trust Fund.)

In 1973 emergence of the energy crisis Brought intensification of
concern for urban transportatiom. The response of the Nixon administration
(February 13, 1974) was a modified special revenue-sharing plan (the -
Unified Transportation Assistance Program) aimed at helping cities -
especially large cities - to improve their transit facilities and highways.
$1.1 billion of grants for urban highways and $1.4 billion of grants for
urban mass transportation were to be consolidated into a single program
of $2.5 billion for 1975 and, after 1978, when the Highway Trust Fund ended,
these grants were to be financed out of general revenue with a matching '
ratio of 80 per cent federal and 20 per cent local. Over 70 per cent of
“the annual total of $2.5 billion was to go to cities with populations of
50,000 or more. The grants could be used for operating subsidies as well
as for capital improvements, and federal involvement in local decisions was
to be reduced. - The ‘proposal did indicate that federal subsidization of
urban mass transit - operating deficits as well as capital equipment - was

a political possibility.31_

31 1t indicated also adherence to special revenue sharing. The message
of the President said: 'For too long we have focussed a great deal of
attention on some forms of transportation to the detriment of others,
we have permitted decision-making at the Federal level to scramble
priorities at the State and local levels...' Congressional Quarterly,
February 16, 1974, p. 351.
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To the surprise of everyone action was taken in late 1974. Congress
promised subsidies of $11.8 billion for six years, $11.3 billion for urban
mass transit and $500 million for rural mass transit capital assistance.

Of the $11.8 billion (a) $7.8 billion was for capital improvements,

(b) $3,975 million for capital or operating grants at the discretion of
the recipient. This latter grant was, moreover, to be a formula grant
for which all urbanized areas (with populations of 50,000 or ﬁore) were
eligible. The allocation formula was to be 50 per cent by population,
and 50 perAcent by population density per square mile. The State Governors
were to allocate the grants to urbanized areas with population under
200,000 (and more than 50,000); for areas with population over 200,000,
the allocation was to be by a designated group of officials and operators.
$500 million was reserved for communities under 50,000 in population.

The federal matching ratio of funds for capital purposes was 80 per cent
or less; for operating purposes it was 50 per cent. Maintenance of
effort was required to ensure that prior state and local support would be

maintained.

. The innovation of grants for operating subsidies brought misgivings
and fears that a 'bottomless pit' had been opened. The desire for this
grant had been spear-headed by the big cities, the transit systems of
which had large and growing operating deficits. Fare increases were
unpalatable and might be ineffective. The pressure to do something for
urban mass transit was reinforced by the energy crisis and by environmental
considerations. Should not action be taken to protect urban consumers
of petroleum products against trade embargoes and against air pollution?
Congress yielded, stretching the concept of spillovers and the national
interest beyond what had previously been acceptable, and subsidizing financial
behaviour which was fa‘ulty.32 Support for the legislation was gained also
by the increase in the number of eligible recipients, and by a distribution

formula which spread the grants to transit systems over the nation.

32 During the debate in the House of Representatives much complaint was
expressed concerning the unusual parliamentary procedure. Congressional
Record, November 21, 1974, pp. H10929-47.
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Education
President Nixon, on April 6, 1971, recommended special revenue sharing

for education.33

Some thirty grant programs were to be consolidated into
five: education of the disadvantaged, education of the handicapped,
vocational education, assistance to schools in federally-impacted areas,

and supporting educationél materials and services. The total appropriation
was to be $3.0 billion for the first year - an increase of $200 million in
total spending. No state would receive less in total than it had received
under the existing system of grants. Over one-half of the total was to be

used to provide education for disadvantaged children - essentially the

ESEA programs. The federal grants were to be distributed automatically

on the basis of a statutory formula resting on total school age population
of a state, the number of students from low-income families, and the number
of students whose parents worked or lived on federal property. Grants

for vocational education would be used as each state decided. School
districts in states with children who lived on federal property would

receive grants by means of a pass—through; those with students whose parents
worked on federal property would be provided with grants at the discretion
-of.thé.state~government.' - Tt ‘became clear ‘at once that proposals for'
alteration of vocational education were not acceptable. But Congress

- was prepared to change other education grants.

Most important were the grants for ESEA. As has been indicated in
Chapter III, Congress in 1974 made extensive changes in the distribution
formula of Title I grants. It also consolidated twenty-four categorical
grants, none of them large, into one. Impact aid received minor additions
and subtractions. Programs for the handicapped received much larger
aufhorizations and will get larger future appropriations. A 'special
projects' program - a sort of incubator for new categorical aid to education -
was established, and the likelihood is that it will launch many new

experimental grants.

‘33_92nd‘Congress,_15t_Session, Special Revenue-Sharing for Education,
Message from the President of the United States (April 6, 1971).
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Conclusion

The effort at special revenue sharing by the Nixon administration was,
perhaps, a reaction of frustration at the failure of Congress to respond to
recommendations for grant consolidation. 3" Special revenue sharing went

beyond block grants since (1) it discarded matching, (2) it eliminated

maintenance of effort, (3) it .did not require federal approval of projects,
utilizing, instead, allocation of grants by formula. The wisdom of two

- of these changes may be questioned. The premise behind matching is that
a grant program normally renders state-local benefits as well as federal.
Although the matching requirement has sometimes skewed state-local
priorities, such instances represent abuse, rather than use, of a matching

ratio. Matching, which appropriately measures relative federal and

state~local benefits, is a desirable feature of specific purpose grants.

The premise behind maintenance of effort with respect to an established

service is that the recipient of a specific purpose grant should be
debarred from using the grant to secure financial relief. Although the
requirement is not susceptible of tight administration, it can be, and
has been, effective in the short rum. Project grants, as has been
afguedvinvChabtef iII, have been grossly abused, and canversion of many
of them into formula grants was indicated. This feature of special

revenue sharing had merit.

The early reaction of Congress to special revenue sharing was adverse.
On second thought, however, Congress tended to endorse decategorization -
creation of block grants, the effort at decentralization and simplification
of administrative requirements.3° The new systems of grants provided in the
1970s for law enforcement, community development, manpower training, and
transportation did indicate that the drive behind special revenue sharing

had force and appeal, even though certain of its features were rejected.

3% Richard P. Nathan, 'Special Revenue Sharing: Simple, Neat, and Correct',
State Govermment, State Government Administration, Volume VI, 1971, pp.4-5.

35 The federal field structure has been reorganized as a system of the

administrative regions, with a Federal Regional Council in each regional
headquarters city. The Joint Funding Simplification Act of 1974, as

the name indicates, is meant to simplify funding and other procedures

'where a grantee receives assistance from two or more different agencies

or programs within one agency'. Special Analyses, Budget of the United
States Government, Fiscal Year, 1976, p. 239. The federal government

is also attempting to strengthen 'the program management capability' of
state and local governments by grants and by transfer and technical assistan




\ CONCLUSION

Decline of Dual Federalism

The effort of the framers of the constitution of the United States in
1787 was to construct a dual federalism with two sovereign. levels of govern-
ment. Each level, federal and state, was given its appropriate set of
functions and revenues so that each could handle its expenditure needs
comfortably from its own revenue sources. The principle of financial
responsibility was met: no grants, general or specific, were indicated,
and no grants were provided. Marginal social cost and marginal social
benefits were equal for the federal government and for each state govern-—
ment. Benefits from the services provided by the federal government
accrued to residents over the nation and, similarly, finance of the costs
of the services were assessed over the nation. Benefits and costs of each
state government were confined to residents of each state - spillovers were
nonexistent, or unimportant, or self-adjusting. Within each state, the
state government, with sovereign power, could maintain an equilibrium among
local governments by reallocatlon of functlons and revenues, by grants, and
'by adJustment of geographlc boundarles in order to 1nternallze the exter-

nalities.!"

Although the arrangements of 1787 were less than perfect and worked less
than perfectly, they were a reasonable facsimile of dual federalism at a

time when governmental duties and taxes were light, and when mobility of

1 The delegates at Philadelphia in 1787 aimed to create a strong federal
government which might be able, somehow, to resolve the severe fiscal
problems inherited from the Confederation. They did not focus directly
on the balance between federal-state functions and revenues. Just how
the fiscal problems could be solved was dwarfed by the higher priority of
providing a viable substitute for the government of the Confederation.
'And, when after 1789, these problems were tackled, the net result was to

-strain the finances of the new federal government and to invigorate those
of the states. The financial steps taken by the Congress have a kind of
parallelism to the federal unconditional grants provided by the British
North American Act in Canada and the Constitution Act in Australia, except

" that they were not embedded in the Constitution and that they were terminal,
offering no opportunity for enlargement and revision.' James A. Maxwell,
'Federal Grants in Canada, Australia, and the United States', Publius: The
Journal of Federalism, Summer 1974, pp. 63-76.

79
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people and goods was limited. Governments did not have to jostle each
other to secure more revenue; each level had leeway to expand through

use of its own sources.

Neglecting short periods of disequilibrium, dual federalism endured
until the 1930s. Since then, increase of governmental duties, and growth
of economic mobility and integration have upset the old arrangements.

The powér of the federal government to reallocate functions is slight; its
power to alter state boundaries is nil. And yet economic growth,

increased density of settlement and developments in transportation have
impaired the significance of the state boundaries. Readjustment could,
however, be made through use of specific purpose grants, and this was done
hesitantly at first and then with exuberance. No coherent theory to
justify federal intervention was formulated. Congress acted ad hoc in
response to contemporary pressures and felt needs. Some old governmental
services wholly of state concern had, over time, become of concern to the
nation as a whole; new services, not in contemplation when the constitution
was framed, were being performed, and they often were of some national
.interest. Action through specific purpose grants to take some account of
these changes encountered no constitutional barrier. Moreover, it was :

expeditious and therefore the nation embarked, bit by bit, on extensive use.

A distributive formula for each grant had to be framed. In the early years,
simple determinants, such as population, were used. Over time others, which:
appeared to be more directly relevant to the service, were invented. But the
idea that features of the different grants were related was not perceived or
was neglected. In any case, alteration of old grants was difficult. The
easy course was to drift, introducing new grants to meet new needs. The
grants became a mosaic of uneven and disparate pieces rather than a system.

Gradually a theoretical and administrative chaos resulted.

Development of Specific Purpose Grants

What did Congress hope to achieve by providing grants? 1In
general terms it wished, in the national interest, to raise the

per capita amount and/or quality of provision of certain state-local

services above what state and local governments, by themselves,
would provide. The intent was to alleviate vertical imbalance, i.e.

the fact that state and local governments in all states had come to
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have, in comparlson w1th the federal ‘government, an excess of service respon-
’31b111t1es in relatlon to thelr relatlve fiscal capacity to provide them.

This vertical imbalance arises out of two sets of forces: (1) Some state-
local governmental services, in our economically integrated nation, have

come to have a national significance. The supply and/or quality of these
services require supplementation by federal intervention‘in order to meet
national needs. (2) State-local revenues are less elastic than federal

revenues; they require federal supplementation.

Federal grants are also necessary in order to alleviate horizontal
imbalance, i.e. the fact that some states are richer and some poorer, and
that, therefore, govermments in the poorer states are not able, by exerting
equal fiscal effort, to provide their residents with a level of services

similar to the level provided by governments in richer states.

Federal grants can relieve imbalance of both types. Discriminating
use would employ specific purpose grants mainly for alleviation of vertical
imbalance and general purpose grants for alleviation of horizontal imbalance.
But - as will be argued later - subtleties of this sort did not direct
Congressional decisions. '

Table V-1 shows per capita federal expenditure on specific purpose

grants for fiscal 1973, the grénts Being claésified intobseven categofiéé,
each of which contains many programs. Since grant legislation is seldom
informative conéerning Congressional objectives, it is question-begging
to relate grant distribution to per capita personal income by states. |
‘Cohgress has, however, often favoured low—income states in allocation of
grants, although it has not acted on a systematic and organized basis.

It is of interest to examine the results of this irresolute approach.

In Table V-1 the states are split into (1) high income per capita (16
states and D.C.), (2) middle-income (17 states), and low-income (17
states). The{qpripqsrfact'emerges that_the‘middlefincome class in 1973
received lower per capita grants than did both the high and low income
classes. This U-shaped distribution holds for all but three of the
" seven categories (highways, miscellaneous social welfare and others).
Within each income class a wide interstate variation exists with respect
to receipt of grants. For example, while Ohio is high-income -

(ranking thirteenth in per capita income 1970-72), it ranked



Table V-1

Z8

FEDERAL SPECIFIC PURPOSE GRANTS PER CAPITA, FISCAL 1973

Economic
Opportunity Misc.
Public ' and Social -
States Total Assistance Health Education Manpower Welfare Highways Others
High-income : :
group¥* 180.34 - 70.25 5.00 18.84 19.10 23.20 20.46 23.49
Middle-income
group#* 148.69 41.14 4.59 18.71 13.60 23.91 22.30 24,44
Low-income :
group¥* 196.03 50.56 5.88 27.22 - 17.29 40.05 29.23 25.80

TOTAL 172.94 . 56.79 5.02 20.41 17.09 26.37 22.64 24.61

*Average per capita income 1970-72.

Source: Sophie R. Dales, 'Federal Grants to State and Local Governments, Fiscal Year 1973',
Soctial Security Bulletin, October 1974, pp. 30-1.
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forty-ninth in receipt of grants 1973.1 ’While’Nppth Carolina is a low-
liﬁcbﬁevsfété (foftf;sévéﬁtﬁ);lié £5nked twenty-seventh in receipt of grants.
And Wyoming, a middle income-state (twenty-fifth), ranked second from the
top in receipt of grants (mainly because of high grants for education and

highways).

The curious sag among the middle-income states arises because of the
presence of open-end grants and of grant determinants which enable both
the rich states and the poor states to enlarge their grants. As has been
noticed earlier, the public assistance grants are open-end and, in effect,
without ceilings on the payments which earn grants; many rich states,
therefore, earn and receiveilarge grants. For example, New York, which
ranked second in per capita income, 1970-72, received by far the largest
per capita grant for public assistance ($116.37) in 1973. (The average
for the United States was $56.79.) California, ranking ninth in per
capita income, ranked second in receipt of per capita grants for public
assistance. On the -other hand, the public assistance grants also favoured
the poor states because they were geared to cover 75-80 per cent of low
average payments and because eligibility was very largely a matter for
' state‘décision,'permitting poor states to be'liberal'ih'piacing people on
the public assistance roles. The result was that several states in the
1owfincqme class received per capita grants for public assistance which
were well above the average. A similar situation prevailed with respect
to grants for education, and miscellaneous social welfare. The effect
of these two sets of forces on the middle-income states was blunted;
they did not feel able to afford the high payments of the rich states or
the high eligibility rates of the poor states. As a result, their per
capita grahts feli betweén those of the high-income and the low-income
states. - Overall the correlation between state per capita income and
receipt of grants per capita is low and inverse - the wvalue of the Spearman
coefficient is -0.2734.

The Rationale of Specific Purpose Grants

What relationship between receipt by states of aggregate specific
purpose grants per capita and state per capita personal income should be

expected? Does such a comparison make sense? Is the answer more rational
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when the question relates to particular grants? Why should there be a
positive (or negative) relation between, say, per capita grants by states
for highway. construction and per capita state income? Or between per
capita grants by states for public assistance and per capita state income?
What are appropriate determinants for the distribution of specific purpose
grants? What general theory will serve as a framework to hold together,

and mould into a loose system, the whole network of such grants?

In recent years, the theory of spillovers or externalities has been
offered as thertheoretical justification of specific purpose grants.2
Benefits from some state services do not stop at the boundaries of each
state. Spillovers exist, and they induce states to supply less than would
be in the national interest. Federal intervention through provision of
a grant to pay for an increase in the supply and/or quality would be the
indicated technique, care being taken to prevent substitution of grant
money for existing state-local expenditures. The grant could be provided
as a percentage of eligible expenditures, the matching ratio being
proportionate to the ratio of external-internal benefits.

The explanatory merit of this theory is limited. Spillovers can
seldom be objectively measured; if they could, it seems certain that
they would differ from state to state for the same service (quite apart
from differences in fiscal capacity), and variable matching ratios of
this sort are hard to conceive. Moreover, many federal grants do not
fit into the spillover rationale. For example, public assistance grants
are to be justified on broad humanitarian grounds - the federal respon-
sibility to see that needy disadvantaged people are able to achieve a
minimum standard of living. Since state governments, left to themselves,
will not provide thié standard, federal intervention by specific purpose

grants is indicated 3. The justification of a grant is, therefore, that

2 The most extensive exposition has been provided by George F. Break,
Intergovernmental Fiscal Relations in the United States (Brookings,
Washington, 1967).

As explained above, the federal government in 1974 went beyond
specific purpose grants in aid of the adult categories of public
assistance by providing supplementary security income as a federal
responsibility.
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the federal government should pay state-local governments to act .as its
agents in achieving a level and/or quality of service which seems desirable
in the national interest. If the calculation of the amount of the
appropriate federal and the appropriate state-local payment is accurate,
state spending is not distorted by the grant. The federal expenditure,
through the grant, is (indirectly) spending for national purposes; the

state-local expenditure is (directly) for state-local purposes.

In practice, distortion sometimes does take place because the
decision as to the amounts of the respective levels of spending (and
therefore the matching ratio) is made by the federal government; it
is a unilateral decision which, even with objective intent,'msy err,
and which, if the federal decision is biassed, can distort the pattern
of state priorities. A federal-state grant with a 40-60 ratio which, <
in terms of relative benefits, should be 60-40, does bias spending toward
this grant service in comparison with spending on non-grant services.

A state government cannot rationally refuse a grant which is accepted
by any considerable number of states because rejection does not relieve
its residents from providing their slice of the federal revenue required:

' to pay the amounts earned as grants by the accepting states.

Decisions Relevant to a Grant

A New Service. In setting up a specific purpose grant, the federal
government must decide: (a) what, in the national interest, should be
the level of provision, and therefore the aggregate expenditure on the
service, and (b) what should be the federal share. Suppose the service
is a new one on which state-local expenditure is nil or insignificent.
An illustration would be construction of a system of interstate highways
accordiﬁg to national standards of traffic needs, considerations of
‘national defence, etc.. -Mileage would be selected, and expenditure needs
would be estimated. State A and State B, equal in population, personal
income, and area, but not in terrain and traffic needs, would be allotted
, d1fferent e11g1b1e m11eages and therefore different amounts of estimated
expenditure. Assume these to be $200 for A and $100 for B. The second

federal decision concerns what is the appropriate federal share. - The
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purpose is to achieve a level of provision everywhere which meets national
needs. This share would be uniform over the nation, and the appropriate
ratio would be, say, 90 per cent federal and 10 per cent state. State A

would have a grant allocation twice as large as that of State B, although

the two states are equal in population, income and area. To allocate

State A State B - Total
$ $ 5
Estimated required expenditure 200 100 300 i
Federal share (90%) 180 90 270
State share (10%) 20 10 30

the grant on the basis of these factors, or other factors not directly

related to national highway needs, would be inefficient.

A matching requirement in the case of a 'mew' expenditure is i
stimulative; it requires either provision of additional state revenue
or a reduction of other expenditure. This may or may not distort state
priorities. Sometimes a state government refrains from provision of a
desired state service - it conceals its preference - because it is afraid
of the economic impact on its competitive position.“ Each holds the
others back. Provision of a federal grant serves to break the restraint
and to remedy an existing distortion in state priorities. Careful
prior investigation, including consultation with state officials, will
enable the right choices for 'mew' grants to be made. The danger to be
avoided in use of specific purpose grants is covert coercion of state
governments. A state government, when confronted with a fait accompli
in the form of a 'mew' federal grant with conditions which are fiscally
oppressive, cannot readily refuse the grant. It will bear its share of
the cost of the grant whatever its priorities may be. Recoupment of all

or some part of the cost by acceptaﬁce of the grént is almost inevitable.®

This fear held back enactment of social legislation by the states until
the federal government broke the barrier in the Great Depression by use
of grants for public assistance and tax credits for unemployment insurance.

The cost of a federal grant in taxes to the citizens of a 'rich' state
will often exceed its grant allotment. The diminution in costs through
non-acceptance of the grant will, however, be less - usually much less -
than the amount of its grant allotment.
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An Establzshed Service. Suppose a federal grant 1s prov1ded for an
established state serv1ce, i.e. one on whlch the state governments are
making substantial expenditures of their own volition out of their own
revenue sources. The federal government offers a grant because it
believes that, in the national interest, the supply is inadequate in
amount or deficient in quality. As in the other example, an estimate
should be made (a) of the aggregate required expenditure and (b) of the
federal share. The federal government will not aim at stimulating state
expenditure; it will be content if the existing level is maintained.
Indeed, since the aim is not to provide fiscal relief, the federal govern-
ment should insist, as a condition, that the grant is not used to reduce
the states' own expenditure; i.e. it should impose a maintenance of
effort requirement. The grant money will be utilized to pay the states
to act for the federal government in increasing the supply and/or improving
the quality of the service. If, for example, the existing level of
aggregate expenditure is $300, and the federal reckoning is that another
$300 should be added, then the overall ratio would be 50-50. Maintenance

of this ratio requires no increase of state spending, no reduction of

“state spending for other purposes, and no undermining of state freedom of .

choice of their expenditure patterns.®

6 A matching ratio, even when it reflects accurately relative federal-
state benefits from the grant expenditure, can produce indirect
substitution. For example, new interstate highways attract traffic
from other roads,. and therefore state. expenditure on these other roads -
would be curtailed. Substitution of this sort is difficult to measure;
it could not be checked by federal conditioms. Selma Mushkin and John
F. Cotton, Functional Federalism: Grants-in-Aid and PPB Systems,
(George Washington-University, Washington, 1968), pp. 94-8, review
studies which examine whether or not selected federal grants have brought
stimulus or substitution. . They conclude that the studies are incon-
clusive. The difficulty is that a comparison must be made between
actual state-local expenditure after the grant, and an estimate of what
would have been spent without- the grant. - :The plausible opinion-is-
advanced by Thomas O'Brien, 'Grants-in-Aid: Some Further Answers',
National Tax Journal, March 1971, pp. 65-78, that federal grants have
stimulated state-local spending net of grants for the aided functions,

* but reduced their spending for unaided services.
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Maintenance of effort and matching requirements are easier to police
for some services than for others. When federal definition of state-
local expenditure which is eligible to earn grants is imprecise, and when
the grants are open-end, recipient governments are tempted to load non-
eligible spending on to the grant program. This has been a serious fault

of the public assistance programs. Sometimes the intent of a matching

requirement is evaded by cuts in expenditure which did not earn grants,
with transfer of the 'saving' to expenditure which earned grants. If
maintenance of effort is to be effective, receipt of a grant should, in
most circumstances, bring an increase of aggregdte expenditure equal to
the amount of the grant. But policing is effective only with respect to
maintenance of expenditure on the particular service eligible for the
grant. The entire budget of each government in receipt of a grant cannot
be scrutinized. The requirement of maintenance of effort is, therefore,

effective only in the short rum.

Open-end vs. Closed Grants

The examples given above assume that the specific purpose grant is
closed, i.e. that the federal government determines the annual amount of
the grant, and that the decision to close the grant automatically
determines the matching ratio. Professor George F. Break has argued

for an open-end grant. He writes: ... The grantor should agree to

share whatever program costs the grantee wishes to incur and not limit J

its support to some fixed amount each year.'’ Although the decision
concerning the matching ratio would be made by the federal government,
the decision concerning the amount to be spent yearly would be left to
the grantees (the state governments) . The federal government would
simply respond to state spending decisions; it would give up control
over the amount of its spending for specific purposes. This is one

major fault of the open-end grant.

7 George F. Break, Intergovernmental Fiscal Relations in the United
States (op. cit.), p. 78.
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A major assumption behind the open-end grant is that the services
‘eligible to earn grants can be defined with fair precision and that bdliciﬁg/
is not difficult. This is not often the case. Regularly, the content
of an eligible service has been, and can be, enlarged beyond what Congress
intended or desired. Grants often go to segments of a state-local service,
the boundaries of which are imprecise. Public assistance grants, .-for
example, went to categories of needy people, with some categories excluded.
The evidence is that many states placed ineligible people in the categories
in receipt of grants, thereby cutting back on their own spending. This
substitution is a second major fault of the open-end grant. Moreover, the.
substitution, even if detected, is not easy to remedy because the persons ‘

affected are needy (though ineligible).

The conclusion which flows from these faults is that open-end grants
should be confined to services for which objective methods of testing in-
eligibility can readily be framed and and utilized; these are rare.8
Closed grants dd, however, have the practical fault that they require
review over time by the Executive and the Congress. Governmental priorities
and preferencés chénge; the aﬁnual allocation and the time-period of a
~closed grant,shouldvbe.appropriate.to:each»particulaf graht; ~ 'What these -
should be cannot even be broached here. The way to»refprm requires that

the Executive branch and the Congrésé'shoﬁld give up their practice of
handling grants on an ad hoc basis, and assign to an intergovernmental body -
an Advisory Commission on Intergovernmental Relations - the technical task

of appraising additions and modifications to specific purpose grants, and
of'exeréiéing a general superintendence in an effort to mould them into a

system.

8 My opinion that open-end grants distort the behaviour of recipient
governments, and that the federal government should rely on closed
grants, appears to be consistent with the opinion of Albert Breton.

He writes: '... Only a higher level govermment can compute the
marginal social costs of the benefits that spill over the frontiers
of jurisdictions and only that government can equalize them.' 'A

Theory of Government Grants', The Canadian Journal of Economics and.
Political Science, May 1965, p. 183.
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The position argued above holds that properly designed specific
purpose grants should contain matching requirements, thereby affirming
that the spending brings state as well as federal benefits. The ratio
should be the result of estimates of the relative federal-state benéfits
and the relevant federal-state expenditures. It is an error to decide
first on the ratio and to leave the aggregate levels of expenditure to
follow as a consequence. This is a political shortcut which neglects
objective estimates of relative benefits and is subject to grave abuse.
Specific purpose grants also should contain provisions for federal
supervision in order to achieve the federal objectives which are the

justification of the grants.9

Equalization

What is the place of equalization in use of the specific purpose
grant? By equalization in this context is meant the redistribution of
income among the states. When money is collected through the progressive
federal tax system and then spent in grants, redistribution occurs, not
indeed as a specific federal objective, but.as a by-product, unless the
grant allocation and spending corresponds, state by state, with the
incidence of the taxes. This redistribution may be called tax

equalization. It will not be considered in this monograph.

In addition, Congress provides redistribution by (a) its allocation
of grants and (b) by its matching requirements. The argument offered

here is that, in allocating grants, no direct recognition should be given

9 It follows that I disagree with several Australian economists.
Professor R.C. Gates writes that specific purpose grants undermine
the freedom of the states to determine their own expenditure priorities
(Intergovernmental Relations,in Australia, R.L. Mathews (ed.), Angus
and Robertson, Sydney, 1974, p. 170). Professor W. Prest states that
'matching funds can only be obtained by reducing expenditure in some
field, often equally important ...' (¢bid.,p. 194). Professor Mathews
declares, similarly, that matching causes diversion of expenditure, and
that specific grants without matching are 'more likely to achieve an
efficient allocation of resources ' (Zbid., p. 227). I do not question
that, in practice, specific purpose grants have sometimes had these
faults; I do assert that these should be considered to be abuse of
grants.
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to state fiscal capacity (by use of such determinants as inverse per capita
income). It is not logical to use a general measure of state fiscal
capacity (which, inversely, measures general state fiscal need), as a
measure of state need for a particular governmental service. The allocation
should be according to estimates of what would be required state by state,

to 1lift the provision of a particular service to acceptable levels. If,

as in the example given earlier, the specific purpose is an interstate high-
way system, the efficient allocation, state by state, is unlikely to bear
any relation to state fiscal capacity; to put factors in the formula which
reflect variation in state fiscal capacity would be an error. But when |
the specific purpose is some welfare service, the federal allocation to

poor states will be relatively large simply because poor states will have
‘many needy persons and because the amount of indicated expenditure on them
will be relatively large. Alabama, for example, which has a population
approximately equal to that of the state of Washington, might be allotted
twice as much for a welfare grant because the federal government might
reckon that twice as much is required to meet program need. Such a grant
would be equalizing, i.e. redistributional in terms of the states as units.
But this is not_the direct objective; it is a byproduct. The objective
‘6f‘the grant is to achieve a federally-desired improvement in the performance

of a particular state service.

It follows that a specific purpose grant should 7ot employ variable-
matching, i.e. that the ratio for a poor state be, say, 25-75, and that for
a rich one 75-25, the limits being inverse to per capita income. Instead,
it should be unifofm at, say, 50-50.10 A poor state (Alabama) would get
twice as much in grants for the welfare service as a rich state (Washington),
but it would also have to provide twice as much from its own services.

Is this inequitable? @ Not, in my opinion, when a system of general purpose
grants is operative which aims directly at fiscal equalization. When,

as in the United States, general purpose grants were notoperative, intrusion-

10 This scheme is in disagreement with = that offered by Professor R.L.
‘Mathews in Fiscal Equalisation in a Federal System, R.L. Mathews (ed.),
Centre for Research on Federal Financial Relations, The Australian
National University, Canberra, 1974.
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of considerations of fiscal equalization into the formulas of specific

PP

purpose grants was an indirect attempt to alleviate horizontal imbalance.
But the attempt was illogical because the device was inappropriate to

the task. The results show that equalization was not achieved.

Appendix Table V-1 presents figures by states of per capita personal
income for calendar year 1972, and of specific purpose grants and revenue-
sharing grants for fiscal 1973. When each series is ranked and a Spearman j
coefficient calculated, the relationship between income and specific
purpose grants turns out to be negative but insignificant (the value of
this coefficient is -0.2734). As the table shows, some 'rich' states -

New York, Hawaii, Alaska - receive large per capita specific purpose

grants, and some 'poor' states - Tennessee, South Carolina, Georgia - i

receive low ones,

The specific purpose grant is only one fiscal device which should
be utilized in a federation; it serves chiefly as a partial remedy for

11 But this type of grant cannot be used effectively

vertical imbalance.
for many state-local governmental services of which performance differs
from state to state, and intrastate, not because of differences in fiscal.
capacity, but because of different needs and preferences. And yet the
level of performance of these heterogeneous services not in receipt of w
specific purpose grants is affected by the differing fiscal capacities of
governments. The appropriate remedy is the general purpose grant so
framed as to raise the general revenue capacity of governments (both state W
and local) in poor states to some acceptable level. The main objective
of the general purpose grant should be revenue equalization - mitigation w
of horizontal fiscal imbalance. With enactment of the State and Local
Assistance Act of 1972, the United States took its first step - a

faltering and uncertain one - in this direction. f

The fiscal imbalance inevitable in a federalism could also be
alleviated (1) by a shift of performance of governmental services from

the state-local to the federal level and (2) by a shift of revenue sources

11 1ts effect on horizontal imbalance is important only when the grants
go primarily to welfare activities, and, as Table V-1 shows, it is
not then always important.
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from the federal to the state-local level. The former move, which offsets
' vertical imbalance, is centralization; it is a'move‘away‘frdm federélism;
Although centripetal forces in modern society have brought some moves
toward centralization in performance of governmental duties, other forces,
centrifugal in nature, indicate that the states should be built up as
effective regional governments. The states, as geographic units, can
handle many government services more flexibly, and therefore more in
accord with the variegated demands of citizens, than can the federal

government.

The latter step - strengthening the revenue sources of state govern-
ments - is decentralizationm. Federal withdrawal in whole or part from
levy of excises on liquor, tobaéco products,and motor fuel would allow
state governments to pick up revenue sources which they could handle with
efficiency, provided that federal legislation defined their right to tax
interstate commerce. Another move, favoured by many members of Congress,
would be a credit allowed to individuals against their federal individual
income tax liability for payment of state individual income tax.12 For
example, the allowable credit might be, as a ceiling, 10 per cent of the
federal liability of an indiwvidual. 1 Thé-immediate-effect>ﬁould be to
reduce this liability in the 41 states with individual income  taxes.

These states would be expected to alter their taxes so as to ‘pick up'
these reductions. In the nine states without income téxes, the credit
would provide a strong incentive to enact 'pick-up' income taxes. A
credit would inevitably be a much more valuable revenue source to the
rich'than to the poor states. While helping to offset vertical imbalance,
it would increase horizontal imbalance. It is, therefore, not an -

alternative, but it might be a complement, tc equalization grants.

- Most proponents of income tax credits would allow state individual
income tax payments to count no matter what the structure and features of
the state tax. - And yet many state taxes have inequitable features -
notably those by which states reach outside their boundaries to catch
12 Por a detailed examination see James A. Maxwell, Tax Credits and

Intergovernmental Relations (Brookings, Washington, 1962).
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income falling within the jurisdiction of other states and which bring
inconvenience and extra costs to millions of taxpayers. Why should a
federal credit perpetuate, and probably multiply, such burdens? If the
federal government were willing to provide a tax credit in order to
relieve state fiscal need, a fair condition might well be that the states
make their income tax base conform approximately to the federal base.
This would be of enormous advantage to the nation, quite apart from the

financial help it would give to state governments.




United States

Connecticut
New York
New Jersey
Delaware
Alaska
Illinois
Nevada
Hawaii
California
Maryland
Michigan
Massachusetts
Colorado
Ohio-

Rhode Island
Washington
Pennsylvania
Kansas
Florida
Indiana
Nebraska

Wyoming
Iowa
Virginia

- Minnesota
Missouri
Oregon
Arizona
Wisconsin
New Hampshire
Montana
Texas
Georgia
North Carolina
-Oklahoma
Idaho
North Dakota
-Utah. . :
South Dakota
Vermont
Tennessee
Kentucky
West Virginia
New Mexico

South Carolina
Alabama
Arkansas
Mississippi

Income

$
4,492

5,328
5,242
5,232
5,188
5,141
5,140
5,078
5,031
4,988
4,882
4,881
4,855
4,574
4,534
4,483
4,472
4,465
4,455
4,378
4,366

4,355 .

4,330
4,300
4,298
4,296
4,293
4,287
4,263
4,255
4,241
3,999
3,991
3,909
3,799
3,795
3,780
3,738

-3,728 - -

3,699
3,686
3,671

3,610

3,609
3,594
3,564

3,543 .

3,477
3,420
3,365
3,137

Appendix Table V-1

PER CAPITA PERSONAL INCOME, CALENDAR 1972, SPECIFIC PURPOSE GRANTS
AND REVENUE SHARING GRANTS, FISCAL YEAR 1973, ALL STATES

Specific
Purpose
Grants

$

151.36
220.89
138.87
175.73
591.93
161.00
200.29
212.98
189.85
160.14
160.66
179.77
182.39
122.70
214.53
209.18
168.01
143.00
127.53
100.24
123.21 .
233.04
118.53
145.26
165.19

. 151.13

201.23
160.90
134.60
- 158.65
267.33
149.15
160.92
146.59
194.79
186.64
208.88
191.78
245.48
254.99

199.66
263.49

Revenue
Sharing
Grants Income
$
27.21 1
40.15 2
28.28 3
35.41 4
25.02 5
30.38 6
27.45 7
36.58 8
34.41 9
32.87 10
30.95 11
35.86 12
29.09 13
24.71 14
31.17 15
28.21 16
29.13 17
28.87 18
25.53 19
26.88 20
.31.93 . . = 21 .
36.23 22
32.74 23
27.80 24
33.94 25
25.88 26
30.26 27
32.66 28
-36.87 29
27.04 30
35.63 31
26.72 32
29.08 33
32.65 34
28.14 --35
35.40 36
43.83 - 37
34,25 - - - 38 -
44,56 39
39.87 40
30.72 41
37.85 42
33.01 43
36.47 44
38.81 45
41.19 46
33.88 47
32.25 48
34.53 49
48.91 50
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Source: Same as for Appendix Table, Chapter III.

‘Rank
Specific Revenue
Purpose Sharing
Grants Grants
38 43
9 5
44 38
27 15
1 49
32 32
17 42
11 10
23 18
36 23
35 30
26 13
25 35
48 50
10 29
13 39
29 34
43 37
46 48
50 45
47 028
8 12
49 24
42 41
31 20
39 47
15 33
34 25
45 9
37 44
3 14
40 46
33 36
41 26
20 40
24 16
14 3
21 19 - -
7 2
5 6
30 T
...... 18 8
19 22
4 11
2 7
12 4
28 21
22 27
16 17
6 1



APPENDIX: NOTE ON GENERAL REVENUE SHARING

Federal general purpose or unconditional grants first attracted
Congressional and public attention in 1964 when a Task Force on Inter-
governmental Fiscal Cooperation recommended their provision.1 Although
President Johnson did not accept the plan, other political figures offered
bills to the Congress. Prospects for action increased when Richard M.
Nixon, the Republican candidate for the Presidency, endorsed 'revenue
sharing' in February 1968. In August 1969, as President, he sent a
message to Congress which made a formal proposal. Interest mounted when,
in January 1971, he recommended a substantial increase in the amount of
revenue sharing and when in mid-year Wilbur D. Mills, the chairman of the
Ways and Means Committee, switched from opposition to support of revenue
sharing. Under his orders a new bill, quite different from the adminis-
tration bill, was drafted by the staff of the Joint Committee on Internal
Revenue Taxation, and this bill, after many tribulations, passed the House
of Representatives on June 22, 1972. When this bill came before the Senate
Finance Committee, the Nixon administration, with some reservations, decided
"to give its support to the new plan. - The Finance Committee, while favouring
revenue sharing, made several amendments to the House bill, of which the
most important was a change in the allocation formula. By the House bill,

allocation to the states had five determinants: population, per capita.

income (inversely), urbanized population, tax effort, 15 per cent of revenue '

from personal income taxation; by the Senate bill, allocation had three
determinants: population, per capita income (inversely), and tax effort.
The House formula was favourable to highly populated and rich states; the
Senate one to rural'and poor states. Another difference was that the House
bill had a list of priority categories on which revenue-sharing grants to

localities were to be spent, whereas the Senate bill had none.

! The Task Force was instigated by Walter W. Heller when chairman of
the Council of Economic Advisers, and was headed by Joseph A. Pechman
of the Brookings Institution. The proposal came, therefore, to be
called the Heller-Pechman plan.
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The Finance Committee bill passed the Senate on September 12, 1972,
éndlwés’éehtvétloﬁée'to’Conference. It seemed unlikely that agreement
could be reached before the life of the 92nd Congress came to an end.

But a powerful lobby of state and local officials insisted that, somehow,
the flow of revenue-sharing grants should be started, and the Conference
Committee did produce a bill. With respect to the formula, the decision
was that each state would be assigned its entitlement under the version
which gave it the larger amount. This step would, of course, raise the
total allotment. As a remedy, however, the allotment for each state was
cut by the percentage excess of the total (8.4 per cent for the first
year). The Conference bill expanded the list of priority-expenditure
categories of the House bill, thereby making'the list ineffeétive as a

2

directive, since a smaller portion of the budget, ipso facto, was

ineligible. The Conference Report was accepted by House and Senate on
October 12 and 13 respectively. On October 14 the second session of the
92nd Congress came to an end, and on October 20 President Nixon signed the

State and Local Fiscal Assistance Act of 1972.

The act provided general purpose grants of $30,236 million for five
‘years (January 1, 1972 to December 31, 1976), one-third going to the state
governments and two-thirds to general purpose local governments (numbering
38,873). As indicated above, two different formulas allocate the grants
to each state area, i.e. to the state government and the local governments
of a state. For the calendar year 1972, the allocation to thirty-one
states was based on the Senate formula, and that to twenty-nine states
and the District of Columbia on the House formula. Within each state

area the allocation of the amount of the grant to general purpose local

2 The first version of the House bill had a maintenance of effort
provision which required local governments to spend on the priority
categories, from their own sources, as much as they had in the two
preceding years. When this was deleted, most of the force of the
requirement was destroyed. A local government could assign
revenue-sharing grants to the categories, diverting revenue from
its own sources to other purposes.
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governments is, in general, according to a three-factor formula:

population, per capita income (inversely), and tax effort.3

The complexity of the allocation formulas mirrors the variety of
purposes which proponents of revenue sharing wished to meet. Heller
and Pechman were interested in combating 'fiscal drag' in the economy
of the nation and in 'equalizing' the fiscal positions of rich and poor
governments ;% others desired governmental decentralization, or slowing
down the growth of specific purpose grants, or reduction in state and
local taxes, or helping local governments (especially the large cities).
While the revenue-sharing bill wasbeing framed, a great many different
formulas were tried out on the computers, and the quantitative results
with respect to each state or Congressional district affected the attitudes
of members of Congress. Very obviously the determinants in the formulas
do not pull in the same direction. And the remarkable fact that two
sets of formulas are in operation confounds rationality; it creates a

dualism without parallel in any other federal fiscal measure.

The formula allocations to local governments are subject to two
ceilings and one floor. - No county area or city or township can receive
per capita more than 145 per cent or less than 20 per cent of the state-
wide per capita amount available for local distribution. No local govern-
ment can receive annually more than 50 per cent of the amount it received

from (non-school) taxes and intergovernmental receipts.

Tax effort for a state area is calculated as the ratio of total state

and local tax revenue to personal income of the residents of the state.
For local governments tax revenues are 'adjusted' to exclude revenue

used to finance education. The adjustment was made in order to get
around the awkward:-fact that, while some general purpose local governments
have the responsibility for financing education, in other areas indepen-
dent school districts have the responsibility.

The value of the Spearman coefficient for state per capita income in
relation to revenue-sharing grants is -0.393, indicating a slight negative
correlation. Some ‘'rich' states - New York, Hawaii, Massachusetts,
Delaware - receive high grants, and some 'poor' states - Oklahoma,

Georgia - receive small ones. The spread between low and high grants

is modest.
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Slnce the revenue-sharlng act is limited to a five-year perlod the
questlon of replacement is a live issue, and several studies of the act
have been made.” What uses have been made of the grants? The findings
of the Brookings report are that local jurisdictions used 57.5 per cent
for "mew' purposes, and 35.7 per cent for substitution (such as tax
reduction, or tax stabilization, or avoidance of borrowing); state

governments used 35.7 per cent for 'new' purposes, and 64.3 per cent for

substitution.

What are the main suggestions made for alteration in the act?
Abolition or modification of the 145 per cent ceiling and the 20 per cent
floor is stressed in the Brookings report. The 145 per cent ceiling had
served to reduce the allocationsof large municipalities, notably of several
large cities. Its elimination would 'benefit the most hard-pressed local
jurisdictions, curtail the law's bias in favor of multilayered local
government, simplify its administration, and make the resulting allocations
far more understandable to concerned officials and the public' (p. 169).
The 20 per cent floor had 'a strong tendency to shore up marginal juris-
dictions'. The Brookings report also advises replacement of per caplta
"income as a measure of relative fiscal capac1ty for state areas by a
measure of 'potential tax capacity', and for individual municipalities,
townships, and county areas by a measure of 'equalized taxable property
values' (p. 168). The provision of the law which mandates that two-
thirds of the total grants go to localities would be altered so that the
state-local proportion 'would vary from state tc state according to the
relative fiscal roles of the two levels of government' (p. 169). A
uniform split (one-third, two-thirds) is unfair because it fails to take
account of the marked variations in the division of state-local fiscal

responsibilities from state to state.

STwo studies deserve mention here, one by the Brookings Institution
(Richard P. Nathan, Allen D. Manuel, Susannagh E. Calkins, and Associates,
Monitoring Revenue Sharing) and one by the Advisory Commission on Inter-
Governmental Relations (General Revenue Sharing: An ACIR Reevaluation).
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The reevaluation of revenue sharing by the ACIR leads to a
recommendation for renewal, with a shift to permanent trust fund
financing which would be provided by a constant percentage of the
federal personal income tax base. Retention of the present

distribution formula is advised.®

5 Report, p. 26, p. 30.
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