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Foreword

STATE AND LocAL finances have expanded remarkably over the last forty
years. The expenditures of state and local governments have increased at a
higher average annual rate than either the gross national product or the
expenditures of the federal government. The corresponding and necessary
increases in state and local revenues have been made possible by higher
property and sales taxes, greater reliance on income taxes, sharply
increased debt, and federal grants-in-aid. Perhaps the most dramatic
changes have occurred in the fiscal relations among the three levels of
government.

This edition of Financing State and Local Governments, like its prede-
cessors, examines the incidence of the major state and local taxes and
assesses the capacity of state and local governments to carry their debt
burdens. It documents recent trends and forces that have been influencing
state and local governments. Expenditure growth of state and local gov-
ernments has slowed; the federal government has cut back on the level of
its grant-in-aid programs; and the tax limitation movement has nudged the
local revenue structure toward increased reliance on fees and user charges.
This edition also includes a new chapter on financing education and
expanded analyses of debt finance, the financing of state and local pension
plans, and the state corporate income tax.

The author of the first edition of Financing State and Local Govern-
ments, published in 1965, was James A. Maxwell of Clark University.
Professor Maxwell revised the book in 1969 and, before he died in 1975,
he and J. Richard Aronson of Lehigh University revised it again for an
edition published in 1977. This fourth edition still bears the mark of
Maxwell’s remarkable understanding of government finance. Yet much
has changed since 1975, and this revision contains a significant amount of
new material.

This volume is the twenty-second in the Brookings Studies in Gover-
ment Finance second series, which is devoted to examining issues in
taxation and public expenditure policy. Work on the project as part of the
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X FINANCING STATE AND LOCAL GOVERNMENTS

Brookings Economic Studies program was initiated under the guidance of
Joseph A. Pechman and completed under Alice M. Rivlin. J. Richard
Aronson is William L. Clayton Professor of Economics and director of the
Fairchild-Martindale Center for the Study of Private Enterprise at Lehigh
University, in Bethlehem, Pennsylvania. John Hilley is senior economist
for fiscal and monetary affairs of the U.S. Senate Committee on the
Budget.

The authors wish to thank several people who helped produce this
volume. The editor was Alice M. Carroll, who also edited the second and
third editions. Her understanding of the style and substance of the volume
was a great help in preserving its original intent—to present a broad,
factual overview of state and local finance. Asuman Baskan of Lehigh
University provided excellent research assistance, and Carolyn A. Rutsch
of Brookings checked the accuracy of the data. The manuscript was typed
by Diane Steele at Lehigh University and by Anne Willis and Michelle
Adams in Washington.

The views expressed here are the authors’ alone and should not be
ascribed to the persons whose assistance is acknowledged, to Lehigh
University, to the Senate Budget Committee, or to the trustees, officers, or
staff members of the Brookings Institution.

BRUCE K. MAC LAURY
President
April 1986
Washington, D.C.



Contents

Introduction

Interstate Comparisons 2
Grants-in-Aid 3

State Taxes 4

Local Taxes 5

Nontax Revenue 6

Borrowing 7

Budgeting 7

Education Finance 8

Whither State and Local Finance? 9

. Development of the Federal System
The Historical Balance of Federal, State, and Local Power 11

Functional Distribution of Expenditures 21
Apologia for Federalism 24

. Fiscal Performance and Capacity

Patterns of Aggregate Expenditure 32

Measures of Relative Fiscal Capacity and Tax Effort 37
Patterns of Tax Preference and Utilization 40
Conclusion 46

. Federal Intergovernmental Transfers
Trends in Federal Transfers 48

The Need for Federal Grants 50

Grant Forms 53

Grant Features 58

Problems Raised by Grants 60

Functions Aided by Grants 62

Continuing Issues in Grant Design 7/

. State Intergovernmental Transfers

Structure of Local Governments 75
Transfers to Local Governments 78
Conclusion 85

10

31

48

75

xi



Xii

10.

11.

FINANCING STATE AND LOCAL GOVERNMENTS

. State Taxes on Individual Income and Sales

Taxes on Individual Incomes 86
Taxes on Sales 90
Sales Tax or Income Tax? 100

. Other State Taxes

Corporation Income Tax 103
Death and Gift Taxes 115

The Property Tax

Significance to State and Local Governments 120
Incidence and Economic Effects 123

The Base of Property Taxation 126

Assessment 128

The Role of the States in Reform 134

Erosion of the Tax Base 135

State Assessment of Property 140

Conclusion 14/

. Nonproperty Taxes and Nontax Revenue

Local Nonproperty Taxes 142
Nontax Revenue 157
Conclusion 159

State and Local Debt

Types of Debt 167

Tax Exemption 170

Debt Limitations 175

The Nonguaranteed Bond /77

Bonds for Industrial Development and Other Nontraditional Purposes 179
Reform of Borrowing Limitations /8/

Earmarked Revenues, Retirement Systems,
and Capital Budgets

The Budgetary Process 183

Earmarked Revenues 188

State and Local Retirement Systems 194

Capital Budgets 203

Education Finance

Trends in Enrollments and Expenditures 270

The Federal Role in Financing Education 272
Equity in Education 214

Expanding Parental Choice in Education 218

86

103

120

142

160

183

208



CONTENTS

12. Whither State and Local Finance?
Revenue and Expenditure Limitations 223

Deductibility of State and Local Taxes from Federal Income Taxes 229

Conclusion 232

Appendix: Statistical Tables

Bibliography

Index

1-1.

1-2.

1-3.

1-4.

3-1.

3-2.

3-3.

Text Tables

Trends in State-Local Expenditures and Federal Grants-in-Aid, 1954
and 1975-84

Percent of Direct General Expenditure for Civil Functions by the
Federal Government, 1958, 1968, 1978, and 1984

Percent of General Expenditure for Civil Functions by All Levels

of Government, 1958, 1968, 1978, and 1984

Federal Intergovernmental Payments for Selected State-Local Civil
Functions, 1958, 1968, 1978, and 1984

. States Accounting for Highest and Lowest Proportions of State-Local

Direct General Expenditure, 1984

. States with Highest and Lowest Per Capita General Expenditure,

Excluding Federal Grants, 1984

. Per Capita Direct General Expenditure and Distribution of Total

General Expenditure of State-Local Governments, by Function,
1984

. Variation in Per Capita Expenditure of States by Percent of

State-Local Direct General Expenditure, by Function, 1984

. Tax Base and Tax Rate Data for Three Hypothetical States, Each

Having Three Residents

. Relative Fiscal Capacity and Tax Effort under a Representative Tax

System (RTS), by State, 1982

. Relative Fiscal Capacity and Tax Effort Based on Per Capita

Personal Income, by State, 1981

. Distribution of States by Percent of Total Revenue Collected from

Property Taxes, 1984

. Distribution and Rank of Major Sources of State Tax Collections,

1922, 1938, 1948, 1968, and 1984

. Distribution of States by Percent of Total State Tax Revenue

Collected from Selected State Taxes, 1984

Historical Trend of Federal Grant-in-Aid Outlays, Selected Years,
1950-84

Federal Grant-in-Aid Expenditures, by Function, 1972, 1976, 1980,
and 1984

Federal Expenditures for General-Purpose, Broad-Based, and
Specific-Purpose Grants, 1972, 1976, 1980, and 1984

Xiii

222

235
255
259

21
24
25
27
32

34

37
38
39
41
42

43

46
49
51

52



Xiv

3-4.

3-5.
4-1.

4-2.

4-3.
4-4.

5-1.

6-2.
7-1.

7-2.
7-3.

7-4.

7-5.

FINANCING STATE AND LOCAL GOVERNMENTS

Federal Tax Expenditures Aiding State and Local Governments,
1984

Federal Intergovernmental Transfers to Local Governments, 1984

Number and Type of Governmental Units in the United States, 1957,
1967, 1977, and 1982

Tax Collections and Direct General Expenditure of State and Local
Governments, Selected Years, 1948-84

State Intergovernmental Payments, by Purpose, 1984
State Intergovernmental Expenditure, State Direct General
Expenditure, and Local General Revenue, Selected Years, 190284

State Individual Income Tax Collections, Highest and Lowest States,
1984

. State Revenue from Selective Sales Taxes, 1984
. Distribution of States by General Sales Tax and Individual Income

Tax Collections Per Capita, 1984

. Distribution of States by General Sales Tax Rate, as of December

1984

. Incidence of Federal and State-Local Taxes under Most Progressive

and Least Progressive Assumptions about Tax Burdens, by Income
Class, 1980

. Distribution of States by Collections Per Capita from State

Corporation Income Taxes, 1984

State Corporation Income Tax Revenue, Selected Years, 1948-84
Property Tax Collections and Total Federal, State, and Local Tax
Collections, Selected Years, 1902-84

General Revenue of Local Governments, 1927 and 1984

Local Government Property Tax, Tax Revenue, and General
Revenue, by Type of Governmental Unit, 1984

Estimated Effective Property Tax Rates under Two Sets of Incidence
Assumptions, by Income Class, 1980

Distribution of States by Ratios of Assessed Value to Sales Price of
Real Property, 1956, 1966, 1971, and 1981

. Hiustrative Calculation of a Coefficient of Dispersion for Nine

Properties

. Coefficients of Intra-area Dispersion for Principal Median

Assessment Ratios for Nonfarm Houses, Selected Local Areas,
1956, 1966, 1971, and 1981

. Distribution of Selected Local Areas by Coefficient of Intra-area

Dispersion for Assessment Ratios of Nonfarm Houses, 1956, 1966,
1971, and 1981

. Distribution of States by Coefficient of Intra-area Dispersion for

Nonfarm Houses, 1956, 1966, 1971, and 1981

. Homestead Exemptions in Twenty States and the District of

Columbia, 1981

. Percent of Local Tax Revenue Collected from Various Sources,

Selected Years, 1948-84

59
73

76

81
82

82

88
91

95

97

100

104
105

121
122

123

125

129

130

131

133

134

137

144



CONTENTS

8-2.
. Local Nonproperty Taxes as a Share of Total Local Tax Collections,

10-2.

10-3.
10-4.
10-5.

10-6.

Local Nonproperty Tax Revenue, by Type of Tax, 1973 and 1984

Selected Cities, 1973 and 1984

. Local General Sales Taxing Units and Their Rates, by State, 1984
. Local Income Taxing Units and Their Rates, by State, 1984
. Reliance on Local Income or Wage Taxes, by Selected Large Cities,

1972 and 1984

Local Government User Charges, 1957, 1977, and 1983
State Government User Charges, 1973 and 1984

State and Local Debt Outstanding, Selected Years, 1902-84

Interest Expenditure of State and Local Governments per $1,000
of Personal Income, Selected Years, 1902-84

. Indexes of State and Local Debt, Selected Years, 1938-84
. Change in Per Capita Total Debt of State Governments and

Forty-eight Largest Cities, 1966-84

. Debt Service Estimates of State and Local Governments, 1966,

1973, and 1984

. State Long-Term Debt, by Function, 1941, 1973, and 1984
. Long-Term Debt of Forty-three Largest Cities, by Function, 1941,

1973, and 1984

. Outstanding Long-Term and Short-Term State and Local Debt,

1966, 1973, and 1984

. Yields on High-grade Long-term Municipal and Corporate Bonds,

Selected Years, 1928-84

. Estimated Holdings of State and Local Securities, by Type of

Owner, 1966, 1973, and 1984

. New Long-Term, Tax-Exempt Bonds by Traditional and

Nontraditional Purposes, Selected Years, 1970-82

. Governmental Insurance Trust Revenue, by Purpose and by Level of

Government, 1984

Number of Beneficiaries and Ratio of Beneficiaries to Membership
in State and Local Retirement Systems, 1957, 1962, 1967, 1972,
and 1982

Assets of State and Local Retirement Systems, 1957, 1962, 1967,
1972, and 1982

Receipts and Payments of State and Local Retirement Systems,
1957, 1962, 1967, 1972, and 1982

Pension Fund Estimates and Annual Benefit Levels under Various
Assumptions Concerning Wage Growth and Interest Rates

Mlustrative Effect of Capital Budgeting on Total Annual Spending
and Taxing

-1. Expenditure for Education, Selected Years, 1930-84

2. Expenditures of Educational Institutions, by Source of Funds, 1970,

1976, and 1982

. School Enrollment, 1900, 1940, 1960, 1970, and 1984

XV

144

145
146
150

151
157
158
162

163
164

165

166
167

168

170

173

174

180

189

198

199

200

201

205
209

209
210



Xvi

A-2.

A-3.

A-4.

A-S.

A-6.

A-8.

A-9.

A-10.

A-11.

A-12.

A-13.

A-14.

A-15.

A-16.

A-117.

A-18.

FINANCING STATE AND LOCAL GOVERNMENTS

Support for Public Elementary and Secondary Education, Selected
Years, 1920-84

. Highest and Lowest Expenditures for Public Elementary and

Secondary Schools, by State, 1984

. Measures Limiting State Expenditures or Collection of Revenue,

1976-82

Appendix Tables

. General Expenditure for Civil Functions, by Classification of

Intergovernmental Payments and Level of Government, Selected
Years, 1902-84

Tax Collections, by Type of Tax and Level of Government,
Selected Years, 1902-84

Direct General Expenditure for Civil Functions by All Levels of
Government, Selected Years, 1902-84

General Expenditure for Civil Functions as a Percent of Gross
National Product, by Level of Government, Selected Years,
1902-84

Annual Rates of Increase in State and Local Expenditures, by
Function, 1958-73 and 1973-84

General Expenditure for Civil Functions by State and Local
Governments, Selected Years, 1902-84

. State and Local Expenditures as a Percent of Total Direct General

Expenditure for Civil Functions, Selected Years, 1902-84
State-Local Per Capita General Expenditure Including and
Excluding Federal Grants, by State, 1984

States’ Ranks in Per Capita Income and Per Capita General
Expenditure, Excluding Federal Grants, 1984

Percent of State Tax Revenue Collected from Selected Taxes, by
State, 1984

Relative Per Capita Redistribution of Federal Income Attributed to
Grant and Equalization Measures, by State, 1982

State Intergovernmental Expenditure, by Function, Selected Years,
1902-84

State Intergovernmental Expenditure as a Percent of Local General
Expenditure, by Function, Selected Years, 1902-84

State Individual Income Tax and General Sales Tax Collections Per
Capita, Ranked by State, 1984

Operating Revenue and Expenditure of Local Utilities, 1953, 1963,
1973, and 1984

State Government User Charges, by Major Categories of
Governmental Service, 1953, 1963, 1973, and 1984

Per Capita Personal Income and Per Capita Long-Term State and
Local Debt Outstanding, by State, 1984

Long-Term Debt of State and Local Governments Outstanding at
End of Fiscal Year, 1949, 1957, 1968, 1978, and 1984

211
212

224

237

238

239

239

240

240

241

242

243

244

245

246

246

247

248

249

250

251



CONTENTS

A-19.

A-20.

A-21.

1-1.

5-1.

9-1.

10-1.

Distribution of States by Percent of State Government Net
Long-Term Debt in Full Faith and Credit Form, 1941, 1949, 1966,
1973, and 1984

Net Long-Term Nonguaranteed State Government Debt, Per
Capita, of States without Full Faith and Credit Debt, 1941, 1966,
1973, and 1984

State Expenditures and Revenues for Public Elementary and
Secondary Schools, Ranked by Total Expenditure, 1984

Figures

Percent of General Expenditure for Civil Functions by Federal and
State-Local Governments, Selected Years, 1902-84

. Relative Use of Various Taxes by Federal, State, and Local

Governments, Selected Years, 1902-84

. Percent of General Expenditure for Selected Civil Functions

Contributed by Federal and State-Local Governments, 1958, 1968,
1978, and 1984

. States Ranked by Per Capita Income and Per Capita General

Expenditure, Excluding Federal Grants, 1984
Major Sources of State Tax Collections, 1984

Tax Collections and General Expenditure of State and Local
Governments, 1948-84

. Distribution of State Intergovernmental Expenditure, by Function,

Selected Years, 1902-84

. State Intergovernmental Expenditure as a Percent of Local

Expenditure, by Function, Selected Years, 1902-84

Distribution of States by General Sales Tax and Individual Income
Tax Collections Per Capita, 1984

Percent of State and Local Debt in Full Faith and Credit and
Nonguaranteed Form, 1949, 1957, 1968, 1978, and 1934
TNustrative Effect of Capital Budgeting on Total Annual Spending
and Taxing

Xvii

252

252

253

15

16

26

35
45

80
83
84
96
178

206




Introduction

WHICH LEVEL of government, the federal or the state and local, bears
major responsibility for providing civilian (nondefense) services in the
United States? The answer is state and local, and by a considerable mar-
gin. In fact, when it comes to civilian services, state and local govern-
ments together spend more than two and one-half times as much as the
federal government. Education, roads, welfare, public health, hospitals,
police, sanitation are primarily state and local responsibilities, and their
cost falls mainly on state and local sources of revenue.

A great surge of state and local activity began after World War II.
Spending on their functions had been reduced or postponed during the war
and the Great Depression that preceded it. With the end of war, both the
need and the desire grew to expand and improve the nation’s capital and
social infrastructure. For many years the increase in state and local spend-
ing was unambiguous. Whether spending was measured in nominal terms
or on an inflation-adjusted basis, in per capita terms or in relation to gross
national product, the rising trend was clear. But between 1978 and 1982
per capita state-local spending in constant-dollar terms actually declined
and, in 1984, real per capita expenditure had almost reached the level of
1978. Will state and local expenditures resume their upward trend or have
new public priorities been established? This is one of the main concerns of
this book.

What governmental functions are mainly state and local? Education is
the single most important responsibility of state and local governments,
but in recent years spending growth has slowed and education expenditure
now claims a smaller share of the gross national product than in the 1970s.
On the other hand, government spending on public welfare and health has
exploded, growing more rapidly than either total state and local expendi-
tures or the GNP. Also, the aged have become a larger proportion of the
population and continuing advances in medicine have lengthened lives and
enlarged the range of treatments. This has resulted in relatively large
increases in expenditures on health and hospitals.



