


‘Ile Tenth Amendment to the
United States Constitution reads,
“’rhe powers not delegated to the
United States by the Constitution, nor
prohibited by it to the States, are re-
served to the States respectively, or to
the people.”

The 19S0s was indisputably the de-
&~de of state governments. Those in
doubt need only take a Iouk at virtually
any major domestic policymaking arena
—\velfare reform, early childhd &tre,
education, environmental protect ion,
hopelessness, ifirastnrcture, foreign
trade promotion, and health-care mst
containment. The states have become
the dynamos of the federal system.

Across the nation, state constitu-
tions are emerging from the shadow of
the U.S. Constitution and becoming
recognized as guaranteeing freedoms
found nowhere in the federal dot”.
ment. These developments have been
highlighted in two recent ACII< re-
ports: State Constitutional Lan? Cases
and Materials and State Constitutions in
the Federal System.

Why this outburst of state activ-
ism? For the most part, it happened be-

cause, by the end of the 1970s, the
federal ~overnment was overpmmis-
ing, overspending. and overstepping it-
self. But with the efforts started by
President Ronald Reagan, the idea of
New Federalism began. and states en-
tered into an era of heroic pnlicy exper-
imentatic>n. ‘f’he states became the
places where innc~vation and activism
are found, which is something ACIR
helped bring to the public’s attention in
its pioneering report on The Question of
State Government Capability.

While this concept oi New Feder.

alism holds much promise, to make it
work, a more orderly and reasonable
division of responsibilities between the
federal government and state and local
governments must take shape in the
1990s. For the federal-state partner-
ship to truly excel, intergovernmental
cooperation is a must.

Unfmtunately, there simply has
been tw little cuncem for the dissemi-
nateion of information from Washington
that cnuld make this partnership work
more smmt hly, Far tuu often, federal
departments that fund state and lucal
government have not followed up with
advice and assistance on how to take ad-
vantage of new ideas, research, and tech-
nology. Federalism must be sha~ened
by e~ertke if it is to realize its putentiaI.
One area in which ACIR has auught to
facilitate shatig, for example, has been
in its design of a national Clearinghouse
fur State and Lwd Initktives on F’ro-
ductivity, ‘lechnolo~, and Innovation,
to be operated by the U.S. Department
uf Cummerce.

When we talk of the partnership be-
tween federal and state governments, I
cntision a [>usiness we of union more
than a fcdeml lbureaucra~, namely, a
partnership where the shadng uf ideas
and knowledge is encouraged. A few
federal programs are faking shape slung
these lines. These programs send con-
sultants into the field to educate people
and share ideas.

An example of this inforura-
ti(>n-sharing service is the National Insti-
tute of Corrections (NIC). Because of
the nationwide problem of pfiwn over-
crowding, NIC has a progrnm that sends
consultants into tbe field to educate cor.
rections officials iu new management
techniques to prevent prisun violence
and jailbreaks, and to raise staff morale.

The use of traveling experts, how-
ever, is an idea that could be spread
much more widely, not only with feder-
al programs but alSo with state a“d 10.
Cal agencies or programs that have
created successful ideas. State and 10.
cnI governments, too, should have the

~PPOflunitY to take their ideas on the
road, establishing networks of knowl-
edge among states. The possibilities

are endless, and for this reason. ACIR
has sought, for example, to assist the
federal Office of Persunnel Manage.
ment to reinvigorate the lPAs inter-
governmental mobility program.

It appears that tbe role of the states
in federalism will mntinue to grow in the
lMs. For this cuncept to prosper, states
WI have to continue to be creative, and
the federal government till have to ti-
crease its cuopemtion.

Ted Strickland
President

Coloradu Senate
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~CIR News

On the ACIR Agenda

The last meeting of the Advisoty
Commission on Intergovernmental
Relations was held in Washington, DC,
on January 26. Following are Klghlights
from the agenda and Commission ac-
tions

Intemationel Competitiveness
Roundteble

The issues of the nation’s competi-

tiveness in the world economy and in-
tergovernmental policy formulation
were discussed by the Commission dur-
ing its review of the 1990-1993 research

agenda. One outcome of this discus-
sion was a roundtable on competitive-
ness, held in conjunction with the Jan-
uary 26 meeting of the Commission.

The panel was invited to make pre-

sentations on the topic of “U.S. Com-
petitiveness in the World Economy.”
Participating in the roundtable were
Paul M, Meo, Chief of the Internatio-

nalTrade Division of the International
Bank for Reconstruction and Develop-
ment me World Bank] Lee O.
Smith, Executive Director of the New
York State Industrial Cooperation
Council; Robert 1? Strauss, Professor
of Economics and Public Pulicy and Di-
rector of the Center for Public Fina-
ncial Management at Carnegie-Mellon

University, Pittsburg~ and Alice M.
Rivlin, Senior Fellow in the Economic
Studies Program at the Brookings In-
stitution, Washington, DC. (See page 5
for the roundtable report.)

Clearinghouse Report

The Commission approved puhli-

cat ion of the report Scope and Design of
the Clearinghouse for State and Loerd
Initiatives on Productiviv, Technolo~,
and Innovation, including findings and
recommendations. The report will be
published in April.

ACIR assisted the U.S. Depart-
ment of Commerce in designing the
Clearinghouse, which was authorized

hy Section 5122 of the Omnibus Trade
and Competitiveness Act of 1988 to as-
sist state and local governments in
their efforts to enhance business com-
petitiveness by spreading the word
about the many creative steps being
taken by those governments.

Netionel Conference
on Stete Taxetion
and Regulation of Sanking

Chaiman Robert B. Hawkins, Jr.,
gave the welcoming remarks at the
opening of this national conference on
state taxation and regulation of bank-
ing, held in Washington, DC, on De-
cember 13, 1989. More than 160 peo-
ple, representing 37 states, attended
the conference, cosponsored by ACIR
and the National Conference of State
Legislatures, Multistate Tax Commis-

sion, and National Center for Policy
Aftematives. Papers from the anfer-
ence will be published this summer.

Governors Speak Out

Governor George A. Sinner of
North Dakota was quoted in the Wmh-
ington Post as asking House Speaker
Thomas S. Foley on Febmary 27 at

the National Governors’ Association
Meeting, “Can’t Congress please let us
run the states?” Many governors also

e~ressed concern about the accumu.
Iatlon of funds m the federaI highway
and ai~ort trust funds. Governor John
Ashcroft was quoted in the same story
as saying, ‘“There’s no stomach on the
part of Missourians to ante up again for
highways when the federal gover-
nment is hoarding dollars they’ve al-
ready paid.” Governors Sinner and

Ashcroft are members of the ACIR.

State Constitutions

Two of the cmrnt~’s most active

state bicentennial commissions on the
US. Constitution, New York and Vir-

ginia, have urged state groups to take

action on ACIRS 1989 recommenda-
tions on state constitutional law. In a
letter signed jointly by Stepherr L.
Schechter of New York and A.E. Dick
Howard of Virginia, these commissions
communicated ACIRS findings and
recommendations to state chief jus-
tices, law *hool deans, state humani.
ties CUUnCils, state sucial studies coun.
cils, and othe~s.

ACIR’S report State Constitutional

Law: Cases cmd Materials will be re-
printed this summer with a supplemen-
tary update in order to meet the needs
of law xhnols that are now offering
courses on state constitutional law.

Study of State-Local
Fiscal Relations In Hawaii

ACIR staff and a group of consul-
tants recently completed a comprehen-
sive study of fiscal relatinns between
the state end the four county govern-
ments in Hawaii. The study was per-
formed under a contract with Hawaii’s
second ~ Review Commission.

The report on the study reviews
the histoty of the Ahrha State’s fiscal
system, estimates the relative reve-
nue-raising abilities and public-service
needs of each of the crmnties, and eval-
uates the vertical and horizontal bal-
ance of the system. The repmt also
includes an appraisal of the property
tm in Hawaii, a discussion of the poten-
tial for development fees and exactions
in the state, and an analysis of a wide
range of policy options for improving
Hawaii’s intergovernmental system.
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ACIR Roundtable
on International Economic Competitiveness

American
Competitiveness ‘“bert‘“ :;:

in the World Laurence Marks

Economy

The United States currently efioys the highest
standard of livinr? in its history. When all the eco-
nomic factors are added up, Americans are
among the world’s most comfortably housed, safe-
ly and efficiently transported, and adequately fed
people. We are able to afford billions of dollars of
consumer goods and services. Moreover, for de-
cades, each generation of Americans has been
able to count on having a standard of living high-
er than that of the prec~lrsg generation.’

As we approach the 21st century, many fear that the
nation will be unable to deliver on the promise of higher
living standards for succeeding generations, and that even
our present standard may be out of reach for a growing
proportion of the population. This fear is linked directly to
concern over the decline in America’s position in the world
economy and its global “competitiveness.”z

The evidence of decline ranges from anecdotal state-
ments relying on a kind of end-of-season football poll
mentality (eight of the world’s ten largest business firms
are Japanese) to more ~stematic discussions regarding the
United States’ shift in the mid-1980s from a net foreign
creditor to a net fnreign debtnr. Proposed policy solutions
range from admonishing American business to pay more
attention to the benefits of incremental advances in tech-
nology to a crisis call for overhauling many of the nation’s
institutions and policies in order to establish unified and/or
managed national economic strategies.

ACIR is conmmed about these issues for three reasons.
First, state and local governments are rapidly becom-

ing involved in international economic affairs, especially in
promoting expm’ts and recruiting foreign investment.

Second, proposals to reform the federal system are
emerging. Some proposals call for extensive federal
preemption of state regulatory policies (e.g., in banking,
telecommunications, and insurance) andlor increased fed-

eral management of traditional state and local spending
responsibilities (e.g., K-12 education). Other proposals ad-
v~te outright federal prohibition of state political prac-
tices, such as setting economic and fiscal policies by initia-
tive in California. Still other proposals are based on the
argument that the diversity and creativity inherent in our
nmrcentralized federal system has given and will continue
to give tbe United Statesa long-run economic advantage in
the global economy.

Third, although the underpinnings of the concern for
competitiveness can be understood best from a macro-
economic perspective, many of the policies for dealing with
the concern are macroeconomic and, within the micro
framework, highly intergovernmental.

The Threshold Issues

There are several key “threshold” issues related to the
competitiveness debate, which give rise trr some critical
questions. Is there a problem? If so, why? What is the
evidence of a decline in US. competitiveness or world
economic power, and hnw is that related to living stan-
dards? What are the basic determinants of competitive-
ness? What are the overarching policy implications for
federalism and intergovernmental relations?

The answer to the first question is “yes.” there is a
problem, if one defines it as a decline in the relative posi-
tion of the United States as a world econnmic power and in
terms of the economic statistics of trade relationships and
the ability of U.S. firms to SCOin world markets. But, even
if there were no evidence of a decline in the United States
world economic position, the issues would still be of para-
mount importance. The overriding goal of economic policy
is—or ought to be—to improve people’s living standards.

The evidence of the change in the economic position
of the United States in the developed world is readily
available: the United States share of world Gross Domes-
tic Product (GDP) has fallen from 27 percent in 1950 to 18
percent in 1987.3 Japan’s GDP grew from only 9 percent of
United States GDP in 1950 to 36 percent in 1987. West
Germany grew from 11.I percent to 18.3 percent. Similar,
albeit smaller, changes were registered for France, Italy,
and Canada. Among the six major industrialized nations,
only the United Kingdom’s GDP performance has de-
clined relative to that of the United States.

Looking at the GDP data, there are two important
clemcrrts worthy of note. First, the trends are nearly four
dccadcs old. In fact. except for Japan, during t he 1980s. the
U.S. position improved somewhat relative to that of the
other countries.

Second, the biggest gainers, Japan and West Germany,
are also the two clearest beneficiaries of post-World War II
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United Slates foreign poliq, which had as onc of its cor-
nerstones a rebuilding of the economies of its former mili-
tary enemies. A success? Indeed.

Why, then, the sudden concern? In part, it is a superfi-
cial one, spurred by the power of the anecdote—Japanese
investors buying Rockefeller Center, television specials on
the “me decade,” and high school achievement scores un-
adjusted for important structural changes in schooling.

Some of the reasons for concern have more systematic
and persistent bases. Consider, for example, recent
changes in key elements of the nation’s economic profile:

In terms of GNP permpita, tbe United States led
theworld’s economies throughout the 1960s and
early 1970s. Since 1973, however, the United
States’ rank has fallen from first to ninth place,<

Each year since 1982, tbe United States has run a
curcent account deficit—basically, the difference
between exports and imports plus payments, such
as interest and dividends.s

Beginning in 1985, the United States shifted from
net foreign cceditor to net foreign debtor, a status
that was typiral of the United States until shut
19~.6

The national saving rate has declined by nearly a
third since 1981, generating the need for a net cap-
ital inflow from foreigners well in excess of $lfMl
billion a year for each year since 1984,7

Between 1981 and 1987, the productivity of Anreri-
can business ba.s grown only 1.5 pcccent a year. M-
though this is an improvement over the 1973-1981
perid, it represents a cate well below that of the
rest of the pust-Wodd War II periud?

Tkken alone, none of these statistics is a particular
reuse for alarm. ~ken together, their direction cannot be
dismissed as unimportant. Indeed, when tbe economj~
linkages are understood, it is not unreasonable to conclude
that if the economics are not reversed, there is a possibility
that by the 21st century we will end up with a falling stan-
dard of living.

Role of Domestic Policy

As competitiveness has emerged as a major topic for
national debate, different arguments have been put forth
to explain the root causes of tbe problem. Some are meri-
torious, but too “micro” to be fully adequate to the task
(e.g., we have uncompetitive costs of capital formation),
Other arguments are the topic of considerable disagree-
ment (e.g., American business managers concentrate too
much on short-term profits; leveraged buyouts are bad;
service workers make “second rate” contributions to out-
put). Still other arguments are mostly myth (e.g., union
wages price us out of markets; we have overemphasized
basic research at the expense of market-driven research).
And, finally, some arguments are just self-delusion (e.g.,
blaming the “other guy,” such as “Japan bashing”).

To understand tbe sources of concern about competi-
tiveness, one must focus on two failings of the nation’s
domestic macroeconomy inadequate national saving and
falling productivity. Once these two elements are under-

stood, some of the poliq solutions, including tbe opportu-
nities for intergovernmental actions, can be discussed
more fruitfully,

Excessive Spending, Inedequete Sevbrg

There is a direct link between the nation’s domestic
saving rate and its international trade imbalances and abil-
ity to sell its goods and services in the world’s markets. How
we define and address tbe policy options that emerge from
this relationship will have an important bearing o“ the
larger question of future living standards.

To understand this linkage, it is impmtant first to under.
stand a fundamental economic proposition: irr oder to pay
for tbe sum of its e~enditures for private investment gds
(additions to the stink of productive rapital), government
activities (Iucal, federal, state), and inr~rts of foreign mm.
mndities, a nation must rove-abstain from spending,q

Dnmestic Saving and World made. There are three
sources of national saving-persons (e.g., savings ac-
counts), businesses (retained earnings), and governments
(budget surpluses).

ff, as in tbe United States in recent yeara, the nation’s
spending exceeds its saving, the gap must be fifled by wme
outside wurce. This is accnmplkhed by having foreignem buy
our currently produced domestic products (e~rts) and/or by
krrowing from foreigners or selling assets to them.

The fmt stmteW—e~rdrrg enough gds and servi-
ces—has been inadequate, In fact, de.~ite the 1988-S9 ~rt
boom, the United States mntinues to impn more than it

e~fis. ‘f’bis fact, in turn, bas been a major reason why o“r
current amunt balance has heen negative since 1982.

That leaves us with one other choice–relying on net
capital inflows from abruad. This has been going on in sutTi-
cient magnitude w that the United States ia now a net debtor.
Aa a nation, we have srdd more aasets and Mrrowed more
money from abroad than foreignem have from us.

Wiry We Need Foreign Capitak The 1980s. Of the
three potential sources of saving, two account for most of
the 1980s decline. Whereas the savin8 by business has been
relatively stable since 1980 (falling only from 12.5 percent
to 12.2 percent of GNP between 1980 and 1988), the per.
sonal saving rate, although remaining positive, has fallen
by more than a third (5.0 percent of GNP to 3.0 percent).

The big dissaver has been the government sector in
general (an average 2.6 percent of GNP) and tbe federal
government in particular. For a variety of institutional as
well as economic reasons, the state and local sector bas
been generating sucpluses (i.e., taxes exceed spending),
The federal government has run tbe largest deficits—has
done its greatest net dissaving-in the nation’s peacetime
histo~. In short, the federal deficit and the international
deficit, while perhaps not twins, are close relatives.

The Competitiveness Unk. Does a persistent gap be-
tween the nation’s total spending and total saving worsen
the ability uI’firms to sell in world markets? The answer is a
qualified “yes.’” The effect takes hold over the long run,
and can happen in a couple of ways. One way hastodowith
the interaction between the nation’s resulting net debtor
position and the foreign exchange markets. fn order for
foreigners to buy U.S. output or assets, and/or loan us capi-
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tal, they must use dollars. This has the effect of increasing
the demand for the dollar in world markets. But, as the val-
ue of the dollar rises, so does the price of U.S. exports.
This, in turn, reduces the competitiveness of our e~ort in-
dustries. Other things being equal, the price of German
automobiles falls relative to American models.’”

A second and more important way that reduced na-
tional saving can lead to a decline in competitiveness is
related to the use of the foreign capital inflow. If the
capital inflow is used to finance the current level of con-
sumption spending, including consumption spending by
governments, then we may live well today, but we do so at
the expense of accumulating a foreign debt that will have
to be financed out of tomorrow’s income. This produces a
burden on fut ure generations in the form of a standard of
living lower than it otherwise would have been.

If, however, the capital inflow is used to finance new
net investment that will provide a base for future United
States economic growth, then our future standard of living
may not be reduced. As a nation, we must still finance the
accumulated debt, but this may be more than offset by the
benefits gained from our increased stock of private capi-
tal. ” To some extent, this is happening today. Data com-
piled at the Federal Resesve Bank of Philadelphia indicate
that the news is not all bad. More than half (about 55
percent) of the 1980s net capital inflnw was used to finance
increased net investment.12

Finally, it is important to note that a key force fnr
improvement is demographic. As this nation’s population
ages over the next 20 years, the U.S. saving rate is expected
to rise. Historical evidence indicates that the bulk of per-
sonal saving is done by people in the 4S to 64 age group.
According to Census Bureau projections, this age group
will grow from about 18 percent of the current population
to more than 23 percent after 2W0.

Product ivity

The second and more important of the two basic mac-
roeconomic concerns is the nation’s faltering productivity
rate—the efficiency with which it produces goods and ser-
vices. “Productivity” is defined as the ratio of the value of
the nation’s output and its input. Measuring it, however, is
a crude exercise at best. Explaining the determinants of
productivity is a puzzle.

Despite these problems, there is no doubt as to the
importance of productivity. All else being equal, when a
nation’s productivity increases, so does its standard of liv-
ing. Conversely, as productivity falters, so does {he living
standard. A simple exercise illustrates the effect.l] If pro-
ductivity had continued to grow throughout the postwar
perind at the rate recorded between 194g and 1973, the
Gross National Product in 1987 would have been about a
third more than it is today. The median income of the
American family—roughly $30.~ in 1987–would have
been about $40.000. In fact, at that grrrwth rate, the U.S.
living standard would double every 35 to 40 years.

However, something happened around 1973–pro-
ductivity growth slowed to a near halt. Although this sluw-
down was experienced throughout the world, it has been
particularly evident in the United States. Thus, as one

cjbserver notes, during the next generation, the Japanese
standard of living will double while the U.S. standard will
move only a little ahead of where it is now.14

What has happened?
We don’t know–at least we do not know enough,

Some of the explanation is due to a measurement problem.
HOW. for example, does one measure the product ivity of a
school teacher who introduces students to problem-solving
skills? Also, part of the explanation of relative rates of
productivity growth can be explained by the fact that some
of our world neighbors are starting from a lower base.
Thus, an element of catch-up shows up in the data.

Cnming up with a clear set of economic explanations
for what determines productivity growth has been even
more elusive than getting the numbers right. Economists
have not been able to devise a neat system of productivity
accounts such as they have for the savings and spending
equatimrs. Studies that have sought to identify the total
contribution of tbe factors associated with productivity
gains have been able to account for only about half of the
total of postwar productivity growth. A significant fraction
of productivity growth remains ascribed to general “tech-
nological advance” that is not observed directly.’s

Nonetheless, there is some cnnsensus regarding the
factors that have contributed to the slowing of productivity
grnwth since the mid-1970s. These factors include the
entry of a growing number of people into the labor force
with little work experience, a lower level of research and
development (R&D) expenditure than in the 1950s and
1960s, a proliferation of government regulations that di-
vert the ffow of capital to less productive assets, and two
oil-price shocks. tb At the same time, it has been possible to
rule out snme of the “usual suspects,” such as the inability
of American workers to compete against workers in
low-wage countries, or that there is some sort of interna-
tional trade conspira~ designed to limit American access
to foreign markets.’7

On the other side of the ledger, we do know that
certain activities do, or at least are highly likely to, contrib-
ute to long-run productivity growth. Tb summarize:

■

●

Education. The quality of the labor force is a criti-
cal factor in explaining US. econnmic growth.
One estimate is that during 1929-1982, as much as
two-ftths of the growth rate of national income
can be attributed directly and indirectly to the
education of the U.S. workforce. The direct com-
ponent refers to the skill level of the people. The
indirect contributions are attributable to i“”ova.
tion and advances in technologies, a spinoff of the
education of the workforce. Is

Private Capital. The growth of the stock uf nonres-
idential equipment and structures per person en-
gaged in production bas been a major element in
the growth of the nation’s productivity. [t is also a
significant variable in explaining the differential
rates of productivity increase among industries.
Not only does the substitution of capital fc)r labor
raise output per unit of labor, but fixed private
capital also is a vehicle for cost-reducing techno-
logical change.”
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■ Research and Development Activities (R&D). “Tech-
nological progress is the chief force behind ob-
solescence and the force for increasing the de-
mand for new capital that embodies cost-reducing
innovations or capacity to create new products. As
several studies have shown, R& D outlays are re-
lated directly to the pace of technological process
and the ability of the nation to compete in world
markets.’”

= Pub/;c Capital, Notalone initsfindings, a recent
and especially thorough report to the President
and the Congress on the status and economics of
the nation’s physical infrastructure found public
infrastructure—e. g., roads, water and sewer ays-
tems, airports, bridges—to be highly complemen-
tary to the private capital base and an important
contributor to the productivity of the private sec-
tor. At the same time. however, the report also
concluded that there is a growing imbalance be-
tween public and private capital that “limits the
growth of the economy and the [nation’s] ability to
compete in world markets.”z!

■ A Stable Economy. Fluctuations in exchange rates
and swings in the domestic business cycle make it
difficult for businesses to be managed and produc-
tion processes to be planned. Accordingly, a more
stable economy would provide an environment for
productivity gain. Stability is a yardstick against
which the 1980s measures up quite well. Entering
with double-digit inflation, the 1980s has been a
period that has sustained the second longest eco-
nomic expansion in U.S. history,

The Intergovernmental Dimension

As the United States approaches the 21st century,
there can be little doubt that the present concern about the
link between the nation’s position in the world economy,
the degree of its competitiveness, and the outlook for
living standards is a legitimate one. This is especially true
given the two major failings of the domestic economy
excessive consumption and faltering productivity.

Within this context, three key points must be men-
tioned. First, the international economy and the economic
behavior of foreign competitors is not the real source of
the problem. American productivity and living standards
are not diminished by improvements abroad. The problem
is at home, not in Japan, the European Community, or the
developing nations of Southeast Asia. In fact, U.S. living
standards will be enhanced if those economies grow and
our trade with them increases. Economic competition is
not a zero-sum game.

Second, many of the sources of the saving and produc-
tivity concerns are subject to policy manipulation. me
range of these policies extends from such issues as the
burden of governmental regulatory policies on American
producers, the persistence of poverty, improving educa-
tion, providing increased incentives for saving, and pursu-
ing pl>licies to promote capital formation, public as WCOas
private.

Third, particularly when it comes to productivity,
many of the solutions are inherently intergovernmental. A
review of tbe fundamentals of the issue discussed above
attests to this. Afthough the responsibility for providing for
a stable economy and prnmoting national savings rests
primarily with the federal grrvemment, actions needed
with respect to nearly every other issue noted above are
intergovernmental in nature. The solutions, therefore,
must also be designed in the intergovernmental arena.
Accordingly, one of tbe tasks of ACIR in coming years will
be to participate in the design of that policy agenda.

Notes

‘ This discussion fucusm on tradable gnods a“d serviws.
Concerns such as the distribution of income and wcahh, infant
mortality rates, and the quality of social services, while certainly
important and replete with economic implications, are not
addressed directly here. For this discussion, %e Herbert Stein
on “Economic Uadership: American EmeIPtise, January/
February 1~,

2 The term ,’cumpetitivene%” has became a catchall phrase for a
series of recent emnomic events relating to the U.S. position in
the international ecmromy. Despite is common me in tbe
popular (aa WO m some academic and otber~licy)discussions,
it is rarely clearly defined.

3 Franm (11.8 to 15,9prccnt), Italy (10.4 to 15.6) and Canada (6.4
to 10.4). For a discussion, see Barry f? ffoswrth and Robrf Z
Lawencc, “Amerim in the World bnomy,” 77re Bnwkings
Review, Winter 1988/89, pp. 39-4S.

4 Data provided by International Trade Division of the World
Bank, Febma~ 1990.

s The data relating to the current account and the nation’s net
debtor status are from Stephen A. Meyer, “The U.S. as a Debtor
County Causes, Prospcts, and Policy Implications? Bt:siness
Review, Federal Reserve Dank of Philadelphia, November/De-
mmber 1989, pp. 19-31 and Table 1. Meyer also provides a
glossary and a discussion of what it means to be a ‘net debtor”
nation.

‘ Eco,lo,nic &poti of the P~sidem, 1988. Febmary 16, 1988.
7 Meyer, p. 22, and f3ns~rtb and Lawrence, pp. 39.40.
8 Econonzic Report of tize Presidemj 1988, p. 67. Tbe business

pruductitity growth rate, which is measured in terms of output
per hour for all persons, increased by an annual rate of 3.2
percent for 194SlV to 1966 fV, 2.0 Wrccnt for 1966 IV through
1973 IV, and 0.7 ~rmnt from 1973 IV to 1981111,

g f3ysaving, or abstaining from s~nding, the nation as a whole
frees U!Jreal resotrrms of land. lahr. and caDital for investment
spcndihg. The higher a nation’s income, tbe’greater its ability to
save and, thus, invest.

IOR,.tWen 19s0 and 1985. tbe value of the dollar increased bv 50
~rccnt. That rise, which w reversed betwen 1985 and “rnid~
1988, fustered a significant drop in export prices, Since mid-
1988, the dollar has appreciated. Fnr a primer on this and other
factors that determine the trade balance, see Ramon Moreno,
“A Fading Export hm? W’ek/yLelfer, Federal Reserve Bank
of San Francism, Demmbcr 15, 1989.

llwhi~b is what did CCC”rin the early history of tbe natiOn. The
nation’s railroad system WS devetopd in the 19th century
largely as the result of foreign financing. For many states, the
capital inflow is a critical part of development even today, A
rcwnt re~rt by the Hawaii Office of Stale Planning (Foreign
Investment in Hawaii. Office of Planning. Honolulu, 1989) is
explicit in its conclusion that investment in the economy is
essential to the growh and diversification of our economic
base.” For rurther discussion, see Slare Policy Repo!?s, Vol. 7,
Issue 17.1989, PD. 10-11.

‘zMeyer, p. 22, Table 2,
‘JThis example is taken from Robert E. Litan, Rokrt Z

Lawrence, a“cl Charles L Schultze, “Improving America”

8 Intergovernmental Perspective~nter 199o



Uving Standards,” me Bmki,lgs Review, Winter 1988/89, p. 28.
See also Charles C. Mann, “The Man with All the Answr’s
(kster Thurow),” Af/anfic Month/y, January 199i3,pp. 45-62.

14see ~mme”ts by hster Thurow, Adantic b’fOfllh/Y. p. 51.

,5Economic &pofl of the Pmident, 1988, P. ~~

16AljcinH. M“nneo, “Why Has Productivity Growth Declined?
Productivity and Public Investment: Nsw England Economic
&im, January/Febma~ 1990, pp. 3-22.

17wage ~ate~ are prti”ctirity determined, not determining. ~

for trade, the United States now has a deficit tith every major
region of the wrld, and the increase in the deficit is roughly
proportionate with the total volume of trade within each region.
For a discu=ion, see Bos~rth and fawrence, pp. 41-42.

InThis statement, while cmrect, should be used with caution.
Included here is a wm~nent of the ability to use “advances in
knowledge,” whether generated here or abroad. F.dmrd E
Denisen, T=nds in Americm Economic Growth, 1929-1982
(Washington DC The Brookin& Institution, 1985), pp. 28-31.

19For ~ di~~~sion, we Job” W. Kendrick, “The U.S. Business
Economy Productivity Trends and ProsWcts; The AEI
Economist, August 1986.

20Kendrick, pp. 16-17.
21~mgi/e ~o[dnda(ion8:A Remtion A,?tencak PUbliC WoAs,,The

Final Report to the President and Congress of the National
Council on Public Works Improvement Washington, DC
February 1988), p. 9, Executive Summary.

Robert D. Ebelisdirectoc Government Finance

Research, and Laurence Murlrs is o research associate

at ACIR.

National
Productivity

and Efficiency:
A World Bank

Perspective

Unlike many other institutions, the World Bank uses the
word “productivity.” We are vety much involved in handl-
ing development, and productivity is vital for that. The
Bank looks at efficiency, the wise use of resources, from a
policy orientation, which means that it Iouks at things a
little differently from OECD countries.

First, we often examine infrastructure in great de-
tail—the highways and the road systems, and, often, the
intermodal systems. The reason we look at this is because
developing countries spend from 20 percent to, in some
cases, 45 percent of gross national product on investment.
It’s a very large share of their expenditures, and some
countries spend it very inefficiently.

We also look at education systems, not only spending,
which is a proclivity of OECD countries, but also at effi-
ciency. The efficien~ of education is probably one of the
most important elements in enhancing the efficienq of the
human factor.

We look, if sub rosa, at corruption. Corruption can be
helpful, although usually it is not, and there is a corruption
factor, possibly, in a substantial number of our clients,

We look at the rules of the game. Often, you can live
with perverse rules, but when they are changed every time
an administration changes, it makes things very inefficient.
Productivity is ve~ much affected.

Then we look at incentives systems and regulations.
Too many regulations can ruin an investment climate. In
Peru, there’s a good saying: “For my friends, all I have. For
my family, something. For my enemy, the law.” The law is
the enemy of development in many countries.

Then there is the environment. Environmental issues
affect eve~body. How you address environmental issues—
in developing and developed economies—can have tre-
mendous effects on productivity you can give right or
wrong signals, and the wrong ones can be very costly.

Other important issues are investment and consump-
tion and relative national incomes. Those who say that
investment is good and consumption is bad are not neces-
sarily correct. Investment is sumetimes perverse, and con-
sumption can be very good. In one Caribbean country,
what is called “investment” is really closer to consumption.
An increase in consumption expenditures for education
could have a greater productivity effect than other types of
investment. That Caribbean countty spends the lowest share
of any developing economy on education—and it shows. In
Chile, which has probably the most efficient ecnnnmy in
this hemisphere and, in Santiago, the mnst efficicndy run
subway system in the world. when they had to look at an
additional subway line that they estimated to cost about
$250 million, they declined tn undertake the project. Over
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five years, the investment would have increased their in-
vestment ratio by 2 to 3 percent of GNP and probably
wnuld have had zero effect on growth.

It has been said that the United States enjoys the
highest standard of living in history. From a real consump-
tion standpoint—lonking at physical indicators and using a
U.S.-weighted market basket for purchasing power com-
parisons–this may be an accurate statement. But when
you look at productivity, when you look at the dollar va-
lues–that’s what you trade and how you compete –on that
basis–per capita GNP—the United States is well below
most developed OECD countries.

In 19SS. the percapita GNP of the United States wnsjust
below $20,~. Switzerland was much higher, over $29,~.
Also quite high were Lwembourg, Japan (over $23.M),
Finland, Denmark, and a few other economies. West Germa-
ny and the United States are shut the same. The idea that
the United States is the most sffluent muntty and cen cteter-
mine its poticies from that height is fallacious today.

Moreover, these inceme figures partly reflect prtiuctiv-
ity and wage vminnces. US. industrial wages in many areas
are below those of West Germany and the EC countries, and,
often, Japen. The preductitityof the American workeras
determined by the marketplace—especially in c~rting ti-
dustries-k below that of many of its OECD patinem.

The situation could beceme relatively wome over the
longer term. The avernge competitor for the United States is
investing at least 20 percent, and usually 25 percent, of GNE
and their investment is quite efficient. Moreover, if there is
any shift noticeable in foreign views, it is a wider acceptance
of the imprtance of efficienq. Eastern Europe wants to
become more efficient. EC in 1992 will enhance the efficien-
cy of a pretty efficient outfit. The Bank is now cxpccdng far
higher growth rates in Europe than before.

The next point is research and development (R&D).
The United States spends, as a percentage of GNR about
2.5percent on R& D–it’svery high; it used to be the world
standard. What is surprising is the tremendous increase of
R&D outlays in some other countries, Everyone knows
about the large increase of Japanese private R&D. Korea
also is an interesting case; it went in five or six years from

approximately 0.7 percent of GNP to river 2 percent. More-

over, itshifted drasticall ythcpcrcentageof the financing
from about 80 percent by government to the reverse today,

There are some other points to remember when you
thinkahuttheUnited Statesworkforce .Oneisthegrecvth
of out-sourcing, Japan smvived the high yen by quickly
out-sourcinga lot of low-value activities. Out.snurcing was
tiually invented in the United States, with the maquilladom
indushiea, the growth of e~rt prcrcessing mnes, and the
shifting ofassemblage and olherlow-value activities outside
theUnitedStates. Yetthcaccelcration oftheseout-wurcing
activities throughout the world, while it makes for a more
dynamicglobalmarketplace, meansthatthework forceinthe

United States must Irebettertrnined, more efficient, and
more predictive if it is to cempctc with the higher technolo~
and higher resnurce useofother similar economies that are
now out-sourcing as well.

The final point is a technical issue involving what are
called tradablcs and non-tradables. Some can argue that
the sizeoftheUnitcd Statesecnnnmy anditsvc~large
service sectors mean that we dn not compete in the
non-tradable, mostly service, area. We don’t have to worry
that much about them. If their wages go far higher than
their productivity, it’s not that bad.

Technologically, however, we are in a situation where
economists have a hard time determining what is tradable
and non-tradable. We are competing in many non-tradable
areas, in many service areas. The Saturday morning car.
toons that children see arc made in Manila. Software is
made in India and even Santiago, Chile. These services are
becoming tradables. U.S. policy is to accelerate this shift.
At the Uruguay round, the U.S. hasvirtually prrrposed that
almost every itcm in the national accounts be treated legal.
Iy as a tradable entity.

Paul Meo is chief of the International Trade Divi-

sion of the World Bunk.

I cot!grrdrrlate you tnost erdhusi,rsticrdly I{pol!yo!tr “Shtte Co)rstitlltiollal Lnw. ” I’d bee!l hopi?lg for SOIIICti!!rc tknt n
clzsebmk woltldbe p!tblis{led. Witlttlle ~ou?i!lg i!lterest i!lrelin!?ce bystnte co{trts o?ltlleir ou,!!cottstitlt tiotls, if's bretrz,ery
badly needed. I shall cmhsiflly encotlrogt? any dcflns I r!(fr i)zto to follow tl?e le(!d of tire otl?er [flu] SCIIOOISalrea,ty usiflg it.

William J. Brennan, Jr.
Supreme Court of the United States

State Constitutional Law: Cases and MaterialsI
‘fhii is the first major colldion of couti c-, law journal afiiclm, and other materials ever to be made available on a

bread range of state constitutional law affecting the W stat= State consti~tion?l law is Ming “discovered” by a ~wing
number of acholan and practitioner in the legal and political communlhm ‘Tbls unique, up–ttiate soumebook fills a gap
in the law and political science hteratim and hlghligh~ a new development in American federalism.

~ia volume was compiled by Professor Rn&fl E Williams, Rutgem University %hml of Law, Camden, New JeMy

M-1 59 1988 480 pages S25

(see page 28 for order form)
1

10 Intergovernmental PempactiveWnter 1990



New York’s
Competition

Experience

Statement
of Lee O. Smith

New York State has been looking at the issue of competi-
tiveness very closely for the past couple of years. In 1987,
Governor Mario Cuomo appointed the Commission on
Competitiveness and Trade, a group of business leadem,
e~erts, labor leaders, and public representatives to try to
deal with an inconsistency in the way the state economy
was performin~ We had record job growth during most of
the 1980s, and the unemployment rate was coming down.
At the same time, the state was losing manufacturing jobs,
which was causing concern. Even though people tend to
think of New York as having an economy powered by finan-
cial services in the metropolitan area, in fact there were
well over a million manufacturing jobs in the state.

The first thing the commission did was try to analyze
the relationship between New York’s manufacturing job
loss and the increasing national trade deficit. We discov-
ered—we expected-a very high correlation between the
growth of imports and the loss of jobs. We did not expect to
find that the job 10SSwas in the most profitable sectors of
the economy. The five sectors that had the highest rates of
growth and profits in the 19dOs and early 1970s were the
ones that suffered the greatest losses in the 19WS.

We also discovered a vety strong correlation between
the decline of exports and our manufacturing job loss, and
we were reminded of the extent to which the state’s econo-
my was dependent on e~orts—much of which had to do
with the decline of Latin America as an impoctant market
for our e~orters.

The New York Commission spent a good deal of time
coming to grips with those findings and trying to reach
agreement on the meaning of “competitiveness.” It was
finally decided that the most sensible definition was the
one used by the President’s Commission on Competitive-
ness. “rhat definition links the competition between busi-
nesses to the standard of living. In other words, competi-
tiveness is the ability in an open global economy to produce
goods and services that are successful and that can main-
tain the standard of living and create the wealth needed to
meet social and investment needs.

The President’s Commission repotted a set of warning
signs of Americans- and New York State’s— economic prob-
lems The fit warning sign was the unprecedented trade
deficit.

The United Sates ran trade surpluses until about
1980; by 1987, the trade deficit hit $170 billion.

The second warning sign was the fact that the United
Statesbecame a net dcbtorfurthefirst time in this century.
The debt is about $550 billion, and at the current rate we’ll
be a trillion dollars in debt to foreign lenders within the
next four years.

The thud warning sign was the fact that import penetm-
tirm had occumcd in almost every sector. The com~titive-
neas issue used to be thought of aa something that affected
only the rust belt states—the steel industV, the automtiie
companies, etc. As the economy pmgre=d in the 19~,
more sectom became ~sed to competition and stinted to
see 10SSof market share. That has mntinued, and, today, the
big challenge is in financial setices, where there have been
tremendous in-roads by mmmercial investment fms and
banka in the American financial market.

The fom’th warning sign ws our slippage in technology.
Until the 1984k, the United States ws the undisputed leader
in technolo~, investment in R&D, and innovation. We be-
gan to lose that, and the decline has accelerated in the last
several years. It was repmted recently that United States

COIpOmtiOnS are spending less on R&D than ever before,
The fiith warning sign was increased levels of volatility

in the markets and risk and business failure in the 19tUls,
during the periml of economic expansion, than we had ever
seen before. An historical perspective is necessmy to see
the extent to which volatility and risk have become endem-
ic in the economy. That is the kind of thing that discourages
planning and long-term investment and contributes to the
great number of business failures and closings.

The last warning sign was the fact that for many Amer-
icans the standard of living basically stagnated in the 1980s
and continues to do so.

All these warning signs added up to one conclusion,
which is that we are losing ground. We are not doing as well
in the global economy as we should be.

In wme respects, the situation we face is the result of our
success. me New York Commtion tried to point this out.
After World War II, the United States set out a clear plicy to
build up the emnomies of other countries. We wanted Japan,
Gecmany, and the rest of Europe to recover; we wanted a
gfcbal ecnnomy of growth, an open economy of trade. We
have meated the world we wanted. We wanted strong com-
petitors and strong economic centers all around the world.
Now we have to learn to live with the mnscquences.

Reviewing the warning signs two years after the Presi-
dent’s Commission report was issued, the trade deficit is
down about one-third, but it seems that the improvement
has stopped and projections are for deficits of at least $120
billion over the next four or five years. The current ac-
count, which is the broader measure, is also going to re-
main in the negative range.

Debt has increased. Risk in the economy is about the
same. Growth is about the same. In terms of technolo~,
the slippage has been accelerating in the last two years.
Impocts have increased, but exports also have increased.

An encouraging sign in New York is the willingness of
small and medium stied companies to explore the possitilli-
tics of exporting. We have a large number of qualified
companies that can export. but in surveys and discussions
with these companies. the Commission found that many of
them have never tried it, know very little about it. and find
very little assistance. New York was at fault in that regard.
Wc thought that if we organized a few trade shows and had
a few manufacturers’ shows, that would be enough. But it
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is much more difficult than that. AS a result, the state is
developing some new initiatives in that area.

Living standards have remained about the ~me d“r.
ing the past two years. One of the brightest spots in the last
several years has been the growth of productivity in man.
ufactu ring. There has been a great deal of discussion abuut
the weaknesses of overall productivity, but I think the
problem is in the service sector of the economy, not in
manufacturing. The fundamentals have not changed that
much in the last couple of years: the United States is still
losing ground in the global economy. This has been masked
by the fact that unemployment has been relatively stable,
inflation has been relatively stable, and competitiveness
problems affect individual industries and individual com-
munities in different ways, Competitiveness is not agener-
alizcd thing that everybody feels at once, like high unem-
ployment, Therefore, competitiveness doesn’t really
generate the kind of concentrated political initiative that
other kinds of economic problems produce.

The President’s Commission tried to address in some
detail how we were going to prosper in this open economy,
Obviously, tariffs and quotas and protection are not going
to be the long-term answer for the United States.

You have to get back to the basic fundamental strategy
of our economy to understand the current situation. We
discovered in the 1930s that if you were going to have the
technology of mass production you had to have mass con-
sumption. We set out to create a consumer society, and we
did that ve~ well. We created a mass consumer society
with a broad middle class. In the process, however, we
forgot about the production side of the economy, the fact
that we need to have an economic system that can produce
as much as we consume. Governmental policies were more
concerned with regulating companies and trying to restrict
actions that might have adverse effects on consumers. One
of the major probiems is that we arc consuming much more
than we produce.

In New York State, we do not advocate cutting con-
sumption as the solution. The answer is to raise the level of
production and the quality and skill of the productive sec-
tor of the economy. We think that the trade deficit and the
Iuss uf competitiveness have nuw become structural prob-
lems. We don’t think dollar devaluation or cutting the
budget deficit arc adequate responses; the problems are
too deeply embedded in the economy.

Just take one example, the electronics indusby, which
is a very big industry, American consumers have no choice
but to buy foreign-made products. And the same is becom.
ing true in other sectors. So long as people are consuming,
they are going to be buying imported goods,

The question is, how are we going to increase our level
of exports? How are we going to recapture markets so that
we can balance off the inevitable 11OWof imports in our
economy?

There is an important opportunity for the federal gov-
ernment to help the states in this regard. In the past de-
cade, many states have taken initiatives to increase com-
petitiveness, ranging from job training to support for R&D
at universities, help in exporting, and some financing pro-
grams. The tradition of positive programs to help compan-

ies and communities increase their competitiveness is ac-
tive and thriving in state and local governments.

The job for the federal government is to find a way to
support state initiatives in a way that encourages the states
to experiment, to adapt the best practices from other
states, and to help finance new initiatives. We cannot run a
nafinnal competitiveness strategy from Washington alone.
It has to be decentralized, that’s the nature of our economy
and of decisi unmaking. We should see, though, a real part-
nership between the federal government and the states,
Such a partnership has tremendous promise. and probably
will not be costly to do.

One of the first things that should be done is for the
federal government to provide more suppnrl for educa-
tinn. It is fine for national goals to be articulated in Wash-
ington, but the resources are needed in the states. The
United States does not spend enough on education. Con-
tra~ to some assertions, we are not the world’s leader in
per capita spending on education; we are way down com-
pared to some other countries. The policies that need to be
implemented to make us more competitive are really of
two types. Some of the policies have to be industry-spec~lc.

The United States has to make the 1~ the decade in
which it regains its mpacity to preduce. me challenge k to
produce more than we consume, not to cut the level uf
consumption, and the federal government has an impotint

OPWfiunltY tO bufl,d on what the states have started a“d to
create a Pamnersh!p that can be succesaf”l in restoring and
strengthening the productive capacity of the economy.

The New York Commission studied five industries
that were important in the state. The MfT Commission on
Productivity studied ten industries. The point of indust~
studies is very important: general macroeconomic policies,
whether dollar devaluation or cutting the budget deficit or
lower interest rates, affect different industries in different
ways. Some industries are not really affected by the level of
the dollar. Other industries are very sensitive to it. Policies
are needed to address the needs of those industries. At the
same time, other policies must support improvements that
help eveqbody, fur example, in education.

Lee O. Smith is esecutive director of the New York

Sl[ite Irrdustriul Coopereriion Council.
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The EC
Challenge to Statement of

State and Local Robert F! Strauss

Governments

The effect of increasing world competition on the private
U.S. economy is very important, but I want to shift the
discussion to the impact of such competition on our state
and local government institutions.

First, let me define competition, then deal with its
implications. Competition means, quite simply, that com-
panies do not have control overprice. When they dominate
a market, they can set a high price, and can earn extra
profits or “economic rents.” What has happened in the
American economy in the 1980s—and for many companies
in Pittsburgh in particular-is that many companies have
less control over price than they did in the 1970s and 1960s.
Instead, world markets are setdng those pcices.

The implications for government are very profuund.
When a company does not have control over its price and is

t@g to keep its shareholders happy, it must minimize its
costs. Various tases and, implicitly, the benefits one gets from
those ties in tbe way of services, become much more sensi-
tive than when a fii has control over price and csn share
anme of these economic rents with fabur and government.

Inmeased world mmpetition will have profound effects
on prewures for lower taxes and irnpruved services. me
ACIR and state and local governments need to Iuuk into the
next century to re~nd to this new @ of pressure. Euro-
pean imegmtion, or 159L h the fmt place where thu pres-
sure ia mming from. These pressures wifl come at a time
when other aspcers of our entionment are changing.

me rate of change in technoloW ia going to mntimre to
be very fast. We are going to see breakthrou@s in biological
tience that will make the recreation of life possible. me
computer chip and all that it has implied for the last 30 years
wifl continue to change the way we Imk at the world in terms
of mmmunications. For example, it is a technological fact
that we could have duect representation through cable W if
we wanted to —wmething that may strike fear in the beans
of all elected representatives in our many governments-but
we do have, tith the technolo~ of the 19~ and 1~, ways
to reshape the WY we make public decisions.

For government in the next few years, however, I ex-
pect little to change. With respect to the federal setting, it
is likely that trench warfare on the budget will continue.
Some people call this the politics of blame, or “after you
Afphonse” federal tax policy to see who’s going to blink
first, the legislative or executive branches of government.
A best guess is that the fiscal impasse will continue.

In state government, reelection and reapportionment
will be the dominant themes.

Such governmental stasis comes at a time when West-
ern European integration will increase pressure on our

institutions. It is clear that the EEC will move to a common
monetaty base and seek increased coordination of fiscal
policy. The easy flow across national hundaries of capital
and labor will occur. Aa a result, the EEC will regain two
advantages that we have had for many, many years. Europe
will become a mass consumer market that will attract
American capital and ideas and become an easier place to
do business than before. Companies are investing therein
anticipation of 1992 in order to gain access to this mass
consumer market. Unless we refashion our local institu-
tions to eliminate some of the heterogeneity that makes
doing business in the United States difficult, the shift of
capital and ideas will be profound.

Also, the events in Eastern Europe have implications
for the politics of the United States. People here have seen
on television that there can be massive political and social
change. If people become increasingly unhappy with the
gridlock in the federal government, there could be some
unusual behavior as people tey to find ways to break some
of the gridlocks on political, financial, and swial issues in
the federal, state and local sectors. This may have an effect
on our willingness to take political risks in the U.S.

me issue into the nd centmy that mnfronts our feder-
al system is how to make the state and lucal sector more
hospitable, and less heterogeneous while still allowing diver-
sity. That ia the challenge of the new competition before the
state and local sector. %me may Ionk to federal leadership to
solve this problem however, federal leadership without fed-
eral funds will not be sufficient. It is a hard fact of life that
moral suasion tithout dollara does not go VeIYfar. If there is
going to be a meankgful response, it will come from in-
creaacd cooperation from state and local governments.

There are two areas where the states and their locali-
ties must act to remain competitive. The first area involves
regulation and the semnd involves fiscal institutions. The
area of regulation involves the adoption of uniform pos-
tures toward historically regulated industries (e.g., tele-
communications, transpmtation, and banking) and in such
local areas as building codes.

We need to develop more rules across the count~ that
will lead to more unifom regulations. To the extent the
states can agree on common treatment of things—such as
how big a truck should be, how low speed limits should be,
and how roads should be built—there will be long-term,
national benefits. This is going to have to come from what I
like to call a “Bottoms-Up Federalism” rather than what
John Shannon used to call “do-it-yourself federalism.”

With respect to fwl institutions (to remain competitive
tis-a-vis the EEC), greater harmonization among the states
must =ur. A meaningful re~nse by the states must in-
clude increasingly common definitions of taxable bases, with
slates allowed to choose different tax rates. Up until Euro-
pean integmtion, the concurrent t~g authority allowed by
our federal Constitution. and the presence of signtiicant ecn-
nomic rents, allowed for both substantial heterogeneity and
W,m + l-l governments. An integrated Europe with uni-
fom regulato~ and fiscal institutions will make our situation
an historical Iuxmy we can no longer affnrd.

Beyond achieving greater uniformity in fiscal base def-
initions, state and local governments need to address some
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other structural matters. The ACIR can provide leader-
ship in these matters. One issue is to match financing
methods with the nature of sewices that are provided by
the state and local governments, This rnea”s at the IOCaI
level: (1) financing municipal services by the property tax
and user fees, and (2) financing the lo&Il share of education
with a local income tax, and the state share with a state
income or sales tax. For states it means, state aid for tax
exempt property and either revenue sharing to address
commuter problems or enabling local government to im-
pose commuter taxes.

Second, there is a need to sort out state and local
responsibilities. This means (1) state assumption of much
Of the costs of courts, (2) a more substantial state rOIe in
paying for the foundation costs of education, and (3) [be
phasing out of unfunded state mandates,

Third, there isa need to take up the old issue of bow to
consolidate governments. “I%is is snmcthing that was per.
mitted in Pennsylvania’s 1967 Constitution, but for which
the legislature has never authorized legislation.

Finally, we not only have to make our institutions
more homogeneous at the state and local level, we also
need to improve the quality of our public outputs. I have
several suggestions here, which are perhaps unusual:

First, the public sector, including the federal gover-
nment, needs to think in terms of an analoW to shareholder
repns, so tbe people really know what they are getdng for
their taxes,

Second, since I expect there to be greater state aid to
local government in the future to balance out disparities, at
least in tbe area of education. there is going to be a great
need to create political recognition for raising state funds
and giving thcm to local government. I like to call this
giving credit to the state elk hcmtcrs for bringing home tbe
elk to their local, elk-eating officials,

Third, there is a need for state and local gover”me”ts

to reward public managers for success in risk-taking and to
penalize them for failure. This involves a wholly new atti-
tude toward public servants. In the area of education, if we
e~ect our principals to be more productive managers and
to take risks, then they need to be paid better fcrr their
successes and they need to be fired for their failures,

Finally, we need to improve campaign fiiancing, the
quality of our ~litical Ieadcrahip, and the ethical base of
public sefice.

Maybe I am jaded, cnming from western Pennsylvania,
but when our local scbonl board in Pittsburgh started hand-
ing out Visa cards to defray “administrative expenses” of
board members, I felt that they had gone tnn far.

The problem of local corruption or quest ionable ethics is
not just a problem of one paci of the United States. It is a part
of Iwl government ti many states. ff we are going to ti-
prove the quantity and quality of public outputs, we must
change the way we fiiance our elections, do sume[hing with
mlaries tn make public semants better paid for the work they
do, and then finally insist on a higher ethical standard,

In order to achieve greater homngerreity in mrr state
and local institutimrs, we need to address periodically the
areas in which states should cooperate, and build ways on a
continuing basis for the states to do so. The states may have

to contemplate sub-federal legislatures to deal with inter-
state spillovera of many programs, especially if federal
leadership is limited to moral suasion. There is no ccmstitu -
tional impediment for this, and it maybe the only way that
groups of states can get the resources necessary to even nut
interstate spillovers of costs and benefhs.

In sum, I envision significant pressures on state and
local government in the 1990s resulting from European
integrating. Whether we can respond effectively to make
our state-lwal regulatory and fiscal environment more
uniform in order to meet this challenge is the question I
hope the Commission revisits in this decade.

Robeti P Strauss is director of the CerrterforPublic
Firrcrrrciul Murrcrgemerrt, Carnegie Mellon Universi~,

Pittsburgh.

NEW AVAILABLE IN APRIL

State and Local Initiatives
on Productivity, Technology,
and Innovation:
Enhancing a National Resource
for International Competitiveness

The Omnibus Trade and Competitiveness Act of198g
established inthe U.S. Department of Commercea
Clearinghouse fnr State and Local Initiatives on Pro-
ductivity, Technology, and Innovation. The act recog.
nizes that many state and local governments are “act-
ing boldly and pragmatically” to address the competi-
tiveness issue.

ACIR assisted the Department of Commerce irr
determinirrg appropriate roles for the Clearingbcruse
that would be of greatest suppnrl to state and I@l mm.
petitiveneas initiatives. After a year of research and
consultation, ACIR remmmended an overall design
and a series of prinrity activities for the Clearinghouse.
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This volume includes

ACIR’S findings and recommendations on the
setup, operations, and funding of the Clearing.
house;

ACIRS design report to the Department of
Commerce;

Four researcb papers, with extensive reference
sections, on a survey of trends in state policies
and programs, the transfer of federally devel-
oped technology to the private sector, experi-
ences of other clearinghouses in science and
technology and economic development, and
sources of information for small technology-
based business: and

Three guides to published directories, national
clearinghouses, and program developers and ad-
mmistrat[]rsin tbe fields of productivity, tcchnol.
ogy, and innovation. -

A-l 14 1990 app. 200 pp. $25

(see page 28 for order form)
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The Challenge
of Competition

to Fiscal
and Functional

Responsibilities

Statement
of Alice Rivlin

National economic policy-what we want for the economy
and how to get it—and federalism—what should be the
division of functions between the federal government and
states and localities—are not new subjects. What is new,
and very important, is bringing them together.

The economic situation facing the United States for
the foreseeable future is very challenging. There are sever-
al new elements that we have not had to deal with before.
One factor is the increasingly interlocked and competitive
global economfi the other is that we are no longer domi-
nant, and we are not going to be. We are just one of the
major players, and we have to recognize that.

The first thing to think about is what we want for the
U.S. economy as we look ahead. That can be summed up in
a few words, namely, sustainable growth in which all
groups share. That phrase carries a lot of freight, but the
three elements, namely, growth, sustainability, and all
grou~s sharing, are all important for both domestic and
Fnter’national ;easons.

We all understand whv we need growth—per capita
growt~ a rising standard o~ living. Th;definiti6n of com-
petitiveness as that which gets you a rising standard of
living is as good as any. We need a rising living standard for
obvious domestic reasons, but also to be the kind of world
leader we want to be to command respect and to have the
resources to contribute to joint peacekeeping efforts and
environmental efforts.

Growth has to be sustainable–and it has not always
been—and that again is important for U.S. leadership in
the world. Growth cannot beat the price of degrading the
environment. If we’re going to tell the rest of the world to
cooperate on reducing the threats to the global environ-
ment, we have to be doing a good job ourselves.

Growth cannot be only for the favored few or even for
the favored many, if identtilable groups are being left out.
Again, reversing the current trend to inequality is impor-
tant for domestic stability and for having a voice in what
happens in the rest of the world.

What is it going to take to make sure that we have
growth in our standard of living? During the last couple of
decades, we have grown in large part by putting more
people to work. me influx of the baby-boom generation–
and their mothers—into the labor force and the declining
unemployment rates since the deep recession of the early
1980s have ensured that the U.S. had at least a modest rate
of growth. We can no longer count on those auurces. We
cannot get unemployment down much more without risk-
ing inflation. We will eWerience slow growth in the labor
force for the foreseeable future. The only way that we are
going to get a rising standard of living in the future is by
increasing the productivity of people who are at work.

We now realize that growth is going to take consuming
Icss and investing more. Investment is not always efficient,
but we really do not know any other ways to assure future
growth except to take part of our current consumption and
invest it to increase productivity. That means physical,
human, particularly, and intellectual investment.

What is new in the last few years is the realization that
all three kinds of investment are going to require the joint
efforts of the private and public sectors. There is a new
consensus in the business community that private invest-
ment isn’t everything, that we have lagged in training, in
education, in public infrastructure, and in the extent to
which our public bodies are fostering intellectual invest-
ment in research and development.

Many questions arise about how we are going to do
this. A big question is how we are going to get the savings
that we need for this investment.

The realization that we need to improve our public
investment over the new few years brings us to the federal-
ism subject and to a major choice for the federal system:
who takes the lead in this kind of public investment, the
federal government or states and localities?

Not surprisingly, many people Imk to the federal grw-
emment to take the lead, but that presents two big problems.

One problem is that the federal government is broke,
there simply are no available resources for major new
federal initiatives until we get the federal deficit under
control (the budget deficit is a major use of our national
savings). There is no apparent political interest in raising
federal taxes to a level needed to do both of those things.
Much more important is the fact that the federal govern-
ment is not the right government to undertake most of
these kinds of public irrvestment e~enditures. It may be a
blessing that we have this fml situation, lest we launch irrto a
new lWS federal-govemment-does-everythtig approach.

It may be time to take a new look at governmental
functions and at sorting out who does what best. Very
briefly, there is a case for the federal government perform-
ing inherently national functions, such as defense and eco-
nomic policy, trade policy, the interface between our coun-
try and others, and those functions for which uniformity is
essential. The Social Security system is a gmd example of
the need for uniformity; one would not want 50 different
social security systems. We should e~and the federal role

in social insurance and in correcting problems, like air
pollution, that produce major spillovers across borders.

mere are other areas of public actitity in which diversity
and experimentation are desirable. and in which citizen par-
ticipation and visible accountability are important. Those are
the kinds of thirrgs that state and local governments ought to
do–education, child development, training, most kinds of
public infrastructure, and economic development.

The federal government probably would not be very
good at industrial policy, but there has been quite a lot of
success with state and local industrial policy. Local govern-
ment working with local indust~ to improve the conditions
for competitiveness of that indust~ or that area seems
appropriate.

If one were to accept that division of responsibility,
there remains the problem of funding. The state funding
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problcm has always been a difficult one, for two reasons:
states compete with each other, and states have unequal
resources. Afthough it has been possible for strong gover-
nors and mayors and legislatures to explain to the public
why tax increases are necessary and to get them, it is always
a difficult thing to do.

We need to think abut how to mitigate the resource
problem of state governments. That is probably more impr-
tant than how to wlve the resource problem of the federal
government, at least with respect to this set of issues, We
need to start thinking more about what I would call “common
t=es’’—tmes with a common rate for all states. Such taxes
might be centrally collected and shared by the states.

For example, one could think of a value added ta at a
common rate, say 5 percent, which would raise at least $100
billion, to be shared by the states on a population basis,
One could think of that as a federally enacted collective tas
put into a revenue sharing fund or as something that the
states together decided was needed. Tbe value added tax
possibility is only an example of a generic approach to state
t=ation that ought to reconsidered for the future,

One could think of a common energ tm. We’re going to
need to taa’ energ so that we use it more efficiently, M
ener~tm that rose slowly andprcdictably ovcrtimewould
encourage investments in fuel conservation. ‘flIe praeeds
muldbeshared by the states. Onecould think ofacommon
retail sales tax or even sharing a national retaif sales tax
bctwecn tbefederal government and the states. Agawline
tax could be handled that way. ~ere are many poxibifities.

The main point is that strengthening public invest-
ment is an important aspect of economic policy that ought
10 be done by the states and local governments. Hence, we
need to think about moving states away from competing to
have lower taxes and toward competing to hire better ser-
vices. That takes a common tax base,

Where does that leave the federal government? Does
it do anything for the federal deficit? Not directly. It would
leave the federal government with the same problem, but
witha newopportunity to resolve it: as the states became
more clearly in charge of this range of investments and had
more adequate funding to do so, it would be possible to
devolve some of the remaining federal functions–and
there aren’t that many—back to the states. This would not
solve the federal deficit problem, but it would take some of
thepressure off. People would begin to realize that they
should look not to the federal government for those things,
but to states and local governments.

That doesn’t leave the federal government with noth-
ing to do. Foreign affairs, national economic policy, trade
policy, and social insurance are all going to be important,
and some of the investment that we need. as in basic
research, should be done by the federal government, How-
ever, it dots suggest that a new configuration of responsibi.
Iities and funding isnecdedbetwcen the states and the
federal government as we move into this newperic)dof
economic development and competition,

A/ice M. Rivlirr isoseniorfellow in the Economics
Studies Program at The Brookings Institution.

The
Discussion

Hawkins: Are there any questions?

Frasen Just a minor point. Mr. Smith, will you repeat your
seven warning signs?

Smith: The first warning sign was the growth of the trade
deficit, which was unprecedented. The second was the
growing indebtedness at all levels. The third sign was the
high levels of risk and volatility in the markets. The fourth
was relatively slow growth, The fifth was loss of our lead in
technology and innovation. The sixth sign was the penetra-
tion of imports in every sector of tbe economy. And the
seventh was lower standards of living.

Ruvim What are the panelists’ thoughts on how immigra-
tion—particularly illegal immigration—affects the corn.
petitive issue? Because that’s one trade area we don’t have
a deficit in.

I think there was a comment that there wo”ld”,t be fu.
ture economic competitiveness—or that there wouldn’t be
future economic growth—as a result of the increase in la-
bor force immigration. I would agree with that, but I’d like
to hear some more reaction.

Rivlin: Amoderate level of immigration ispositive for our
economy and gives us, in geneml, quite hard-working and en-
ergetic workers, as they have @me for generadons. I don’t
think iflegal immigration isw much an ecunomic question.
We ought to decide what level of immigmtion we want for
ecunomic and other reasuns, and then enforw the law.

Strauss: I have a simple attitude toward immigration. ff peo-
ple want to mme, and they want to participate in our tiety
andcbeyourlaws, they should be welmme. We have set up
quotas and severely restricted labor supply. ff you believe in
urmpetition among wmpanies, you ought to believe in com-
petition among folks. We have benefited from immigmtion,
and f don’t agree tith the current Iaw restrictions that we
have imposed. It would be a wurce of labor that would offset

wme of the demogtaphim that are facing us.

Ruvim I cetiainly am not suggesting that we raise barriers.
The question simply is what the impact of immigmtion-par-
ticularly illegal immigration-might be on the mmpetitive.
ness issue. Does this hamper our mmpetitiveness? Does it
enhance our cumpetitivenes? Does it have any effect at afl
on our competitiveness in glokl ecnnomies? Wfticularly
when you consider that we are sitting to the north of a region
that has nearly 45 percent of its pnprdation under the age of
15, with viflually miniscule job future$ and a region from
which the migration wifl continue to come.

Smith I think that there is a relationship between immi-
gration and competitiveness, which has to do with the fact
that our traditional markets for exports in btin America
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have collapsed because of the third world debt problem,
and many of the economies to the south of us have had se-
vere problems. The inrmigrstion by those people hasn’t been
an act of free wifl, it’s been an act of economic survival. It’s
not clear tome tbt the inffux of millions of immigrants helps
our competitiveness particularly. It encourages employers to
follow low-wage strategies instead of increasing investment
in equipment and R&D, and I don’t think that we want to
compete in the world economy based on wages.

The problem is to aulve the third world debt issue so
that the economies to the south of us can rebuild and
strengthen themselves and people can find employment

OPPOtiUnitieS in their own homelands rather than being

forced to come to the United States.

Meo: You asked us a demand question, a pull question, but
there is a push question as well. Look at Mexico. The excel-
lent changes in Mexico’s economic policy are not fully un-
derstood. Mexico has essentially said it’s determined to be-
come a major economic actor in this hemisphere in the 21st
century. I begin to have hope that they will be able to gen-
erate jobs and have a much more open economy in the fu-
ture. A derivative and very important part of that will be
United States openness to this highly competitive situation
developing in Mexico.

Strarrss:I’m sort of bemused bythisdiscussion, living in
Pittsburgh, and watching steel and auto decline because
they were in part high-wage industries that ceased being
price cutters. We are talking about fundamental economic
forces. One of the economic benefits of having illegal im-
migrants—who I think ought to be legal—is that given
their skills there’s a broader supply of labor and it’s kept
wages in those industries relatively low, which has had a
beneficial effect on prices. There are linkages among mar-
kets that are indisputable. If you WYwe should restrict im-
migration, we should bid up wages, we will find that we
can’t compete in certain areas in world markets.

Meo: I think this is the gutx Are they going to produce fu-
ture automobiles in Puebla or Pittsburgh? If you bring the
Pueblans into Pittsburgh, you can keep the wage rates
down relatively and probably make Puebla less attractive
for Honda, which is snooping around. If you do a sector
deal with the Mexicans, and if you continue with the legal
requirements for immigration, you’ll make it more attrac-
tiveforlhose jobs to degenerated in Puebla. ‘f ’hereare
these trade-offs, if you will, everywhere.

Ruvim Would you say that immigration is a topic that needs to
. be Iuuked at in temrs of its ramifications on our competitive-

ness, that our immigration Wliv is sumething that does af-
fect our competitiveness and that we need to further evaluate
the manner in which it affects mmpetitivene=?

Mere It is something that you should look at because not
very widely known is the implication of the U.S. position in
the Uruguay round. The U.S. wants a right of establish-
ment in some sesvice areas. They do not believe that a bank
can have free service exchange unless it can open a branch
office in, forexample, India, and ithaspushed this at the
Uruguay round: the right of establishment would be nego-
tiable. The Indians, of course, respond by seeking a similar
right of establishment for construction, for example. If you

take one establishment right, you must at least talk about
the other one. Depending on results of theround in the
future–I don’t believe this issue will be resolved in the
near future—how much of immigration is pan of your
trade or your competitive policy is going to be an issue.

Snyder Several months ago, in BSUWIS I went by a buifding
that I was told holds 8,~ workers who are part of the Euro-
pean Emnomic Community, which everybody is excited
abuut. And I suspect that most people in ourcounby have
never heard of it, let alone are excited about it. How dws the
World Bank see the impact of the EC on our economy?

Mew I’m surprised that the vast majority of Americans
don’t realize how the European community, the 12, works,
and, more importantly, the deals the EEC has with E~A
for example, and the East Germans. For example, today an
East German has abetter trade relationship with the EEC
than the United States, which is fascinating when you re-
member who belongs to whose pact. The E~A econo-
mies, Scandinavia, Switzerland, and Austria, have free
trade in all manufactured goods with the EEC.

me EEC is the world’s largest cxpmter. It prubably wifl
aumr have the world’s largest GNP. It is slightly below the
United Statea, at excca.sive exchange rates. ff they go to a
single moneta~ act as well, it wifl likely be a vesy strong cum-
pctitor for the dollar, and the U.S. abtity to bumow and Mu-
ence financial markets wifl be strongly diminished.

mere alau are implications for the United States in the
fact that the European Communities’ Commissioner is the
consulting chairman of the Wstem European aid groups, i.e.,
they have a strong interest and have accepted the Ieademhlp
in unde~king the recmrstnrction of the emnomies of East-
ern Europe. One would presume they would view with aume
~pathy fufiher bade arrangements and deals in that area.
This has a major impact on the United States. The authorities
are fully aware of it, of coume; the United States spends a lot
of dnre lwking at these things.

Snydec It is amazing that those countries have accom-
plished what they have, in view of their histoty, that they
have been able to come together to the point where the
Japanese are more concerned about them than they are us.

Strickland What is the prospect of wining to a common rate
of exchange or a common dollar ti the near future?

Mew I suspect it may take a little longer. Some of the
suuthem group of EEC countries have just entered the
market, so it’s going to be an interesting challenge. The
EEC commissioned an econometric study of the impact on
the EEC 12 of the single integrated market act. The esti-
mate, which most people feel is probably conservative, is
that it will give them a buust of about 3 to 5 percent of their
GNP. Evexy year for the past three years, the bank has had to
up its estimation of EEC growth rates. It’s a ve~ favorable
ecunomic expansion.

Fraser: Moving this into the social or public policy area,
I’ve been watching the growing pnvecty in my community,
and, as far as I an tell it’s linked to the intematirmaltitimr of
our economy. We see industrial jubs moving to low-wage ar-
eas, wme out of the countw. In effect, our labor is having to
cnmpete with third world labur. As I reflected and thought of
totally porous hundacies, f’ve assumed that over time we
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would become a mirror image of the third world or of the oth-
er industrial countries, but that we lack some of the basic sup-
IKIrt systems that they provide to their people. My imprexion
is that the intemationaltition of our economy is leading to
grotig irrequity in the United States. Is that accumte?

There are other consequences as well. According to
Julius Wllson, the 10SSof blue-collar jobs is contributing to
the accelerating rate of single-parent families. That’s hav-
ing consequences in our cities: a very rapid growth in
non-marriage families, and the growth of gangs, mere’s a
whole spill-out of social pathology that seems to tie back
somewhat to the internationalization of our economy.

Smith: We’ve had a tremendous loss of manufacturing jobs
in the five boroughs of New York City. A lot of those jobs
were held by members of the minority community. There is
no doubt that the blue-collar sector of the economy has
been hit hardest by international competition and that peo-
ple who lack skills and education, the people for whom
there hasn’t been sufficient public investment made, are
going to fall behind. The point that Alice Rivlin made
about public sector investment is really essential. If we are
going to have the people capable of producing high value
goods able to create wealth, we have to give them more
training, more education, more preparation. And I think
that the internationalization of the economy has contrib-
uted directly to the growing inequality.

Rivlin: I think it’s the wrong emphasis in the sense that it
suggests that internationalization is basically bad for the
economy. I think not; it’sbasically good. We do have a high-
er standard of living because we trade with the rest of the
world, and if we cut ourselves off, it will be worse,

We are motig more and more toward a seticc econo-

my, not just because of internationalization but for many rca.
wns, and that’s happening all over the world, We need to rec-
ognize that getting productivity up in the seriice industries k
what our future standard of living really depends on.

Not that manufacturing doesn’t matter, but we are ac-
tually doing quite well in manufacturing productivity, and
that’s pact of the problem: fewer people are working to
produce the same output in manufacturing. We need to
turn our attention now to how to give the people who work
in service industries the basis for higher productivity. That
is not something that could be changed by closing our bor.
ders to either goods or people.

Strauss: HeaW industy–autos and steel, for example–
was able to pay high wages because they dominated their
domestic and, to some extent, international markets.
That’s gone. There’s downward pressure on wages.

We need to create a safety net that works w that income
security provides mcdest litig with dignity. We also need to
ensure that there are employment and retraining opportun-
ities for adults, and that we invest in our young people.

The United States is going to prosper in the future by
the quality of its ideas and its people. Without ideas and
people and products, you cannot make profits, you cannot
pay high wages. If you don’t invest in people and in the cre-
ation of innovation in federal, state, and local govern-

ments, then you will not grow. There will not be as big a pie
to divide up. That seems to be fundamental,

We have reduced what we’re doing in public universities
and in private univemities. But that’s not the only problem,

New York has done some veq interesting things in the
area of vocational education, trying to refashion it into sci-
ence and technology edumtion,

We have to invest in new ideas and recogntie that ideas

are transmitted now in a matter of months rather than
yeam—wme of our foreign cnmpetitom come to our markets
and get our ideas before we take thcm to production, The is-
sue is our people and our ideas, and that’s how we’ll grow.

Hawkins: Dr. Strauss, I see a contradiction between what
you’re saying now and in your statement. In one sense, you
say we need Icss heterogeneity at the local Icvel, we need
metropolitan consolidation, but isn’t that the management
strate~ of the 1950s rather than of the infnrmati~)nal age
of the 1980s?

Strauss: We could afford not to do it in the 1950s because
we were in a different economic position. We dominated
world markets then. The economic assumptions facing our
economy are very different.

Hawkins: But what can we gain from metropolitan consoli-
dation? Political leadership? More efficient public service
delive~?

Strauss Yes. And less harassment, corruption. and interming-
ling with the private sector au that it can go shut ils busi-
ness. I wouldn’t minimize this issue. Time is a fixed rewurce.
When the private sector has to spend inordinate amounts of
time understanding a zmring law or a tax structure, it will go
to State Y instead of State X. We behave in our own private
lives the same way. We look for convenience as well as
quality. And with 82,~ local governments, we’ve got a
ways to go.

Elazan Isn’t that an argument for more competition
among local governments rather than less competition? If
businesses are going to go where they can find a better
deal, why would you want to consolidate and create the sit-
uation of local government monopoly?

Strauss: There’s obviously going to be a trade-off bet ween
the number of people you want to do business with and the
best price.

Hawkins But isn’t there an inherent contradiction? Econo-
mists emol the vitiues of mmpetition in the private sphere,
but when it comes to the public sphere, they say we need a big
public monoply.

Strauss: My point is, for example, 1 come from a county
with 132 municipal governments and 1.4 million people,
That makes little sense.

Hawkins: Wc did economy-of-scale studies in Califc>rnia in
1973. Look at Los Angeles County. According to tried and
true methods of your profession, they should have had dis-
economies of scale in every public good they produced. But
the county was right at the mean because it has to compete
with 80 little cities,

(continued on page 23)

18 Intergovernmenti PerspectiveMnter 19W



~ntergovernmental
Digest

President Bush Reef firms President George Bush has reaffirmed his support for President Ronald Reagan’s

Federalism Executive Order Federalism Executive Order No. 12612 (October 26, 1987). In a February 16, 19W,
memorandum to the beads of all executive branch departments and agencies, the
President stressed “that the principles of this order are central to my Administra-

tion.” The order requires the federal departments and agencies to prepare
federalism assessments of propused legislation and regulations that would have
major implications for state and local governments. This requirement is meant to
minimize federal intrusion into areas of government for which the state and Incal
governments have responsibility.

After studying the impact of federal tax changes and mandates on the nation’s

cities and towns for the past two years, the “Athony Commission” has released
its final report, Preseming the Federa/-State-Loca/ Partnership: The Role of Ta
Exempt Financing. The commission, which was headed by Representative Beryl
Anthony, documents the burdens mandated on cities and towns over recent years
as a result of changes in federal fiscal and tm policy and makes several recom-
mendations to the Congress, including

Anthony Commission
Issues Final Report

A broadening of the definition of public purpose bonds to include facili-
ties that are publicly owned and operated, or where tbe general public is
the primaty beneficiary of a privately owned facility and the private own-
er receives no other tax benefits.

A halt to federal efforts to limit the market for tax exempt bonds further
through such proposals as the alternative minimum tax.

Congressional repeal of the current law requiring that a portion of gen-
eral obligation and revenue bonds be under the volume caps.

An increase in the current arbitrage rebate exemption for small issuers
from $5 million annually to $25 million.

Congressional action to halt the use of retroactive effective dates in tax
legislation affecting municipal bonds.

Federal Court Reform Watch fur the April 2 report of the Federal Courts Study Committee created by
Could Increase State Coste Congceas in 1988. me committee sees a need for drastic federal mum refmm. In

light of federal budget mnstmints. the committee is likely, among Othcr things. tO
recommend ways to reduce the caselwds of federal wm’ts by (1) narrowing awess to
federal courts, (2) channeling certain cases to administrative tniunals, and (3)

diverting cases to state murts. The cummittee may remmmend, for example, the
elimination of most divemity jurisdiction cases (see Inrergowmmenfa/ Pcrs%crive,
Spring 19S9), thus increasing state murt caseloads. Major factors drivtig refom are

the dmmatic increases in appeals cases and drug prosecutions. Appeals from district
comt dectilons, for instance, have increased from one in evey 42 cases 40 yearn ago
to abut one in every eight cases tuday. Drug prosecutions now aaunt for shut 25
percent of the total federal criminal dueket, 44 peccent of all federal criminal trials,
and 50 percent of all criminal appeals. Some federal judges now spend 70 percent of
their time on drug cases. Onc result of federal com’t refom is likely to be inure work
and rests for state courts.

Federel Mandate Costs Governor Ned McWhcrter has issued a report on “The Impact of Federal Man-

in Tennessee end Mlchigsn dates on the State of Tennessee.” me governor estimates that state custs incumed
from exisdng federal mandates will increase from $11.6 miflion in FY 1987 to $127.8
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Federal Aid Still Shifting
from Places to Persons

Foreign Aid Coming to the U. S.?

Federal Court Applies VRA
to State Judicial Districts

Will Statea Limit
Congressional Terms?

Who Will Enforce Feir Housing?

miI1iOn in FY 1995-an amount equivalent to a 1/4 cent ssles tax increase or a 5-cent

gus tax increase in the state. Michigan alw hss issued a re~rt on the “Current
Impact of Unfunded Federsl Mandates and Reductions.” The mst to the state of
Michigan of current unfunded mandates is expected to increase from $45.7 miflion in

FY lM to $89.7 million in FY 1591. When reductions of federsl funding are added
in, the rests increase to $64.0 million in FY IM and $124.7 million in FY 1991. The
re~rt notes that the FY lM cost of $64.0 million k larger than the FY lW general
budget of 8 of the state’s 19 depafiments.

The U.S. Department of Health and Human Smvices now accounts for 47 per.
cent of all grant dollars disbursed by the federal government. Other federal
departments and agencies are far bebind: Transportation, 14 percent; Housing
and Urban Development, 11 Percen! Agriculture, 9 percent; Education, 9 percent;
Lalmr, 5 percen~ Environmental Protection Agenq, 2 percent; and all others, 3

percent. This k a dramatic shift from lW, when tcmr~rtation represented 43
percent of the total and health represented only 3 percent.

At the request of the governors of Arkansas, Louisiana, and Mississippi, the
Japanese E~ort-Import Bank is considering making low- interest loans to under.
developed areas in those states. Generally, these loans are reserved for third
world nations. The potential projects being considered—mostly industrial

parks–have a total estimated value of $3 billion.

Last December, a three-judge federal appeals court handed down a decision that

aPPlies tbe Vofing Right~Acf tO judicial electiOn districts. The court ruled that new
district lines or the addition of judges must be precleaned mrder Sect iOn 5 i“ thOse
states where state legislative and local election districts are required to be
cleared. This is the first time that the act has been applied to judicial districts,

Proposals to limit congressional terms have sparked interest in some state capi.
tols. Initiul pro~sals have called for mr amendment to the U.S. Constitution to limb
the number of terms that can be sewed by members of Congress, but wme states are
mnsidering whether an amendment is necewry. Article I of the U.S. Constitution
specifies the Iengtb of House and Senate terms and certain other qualifications, but
not numbers of terms. Consequently, states maybe able to Omit the number of terms
served by members of Congress by statute or state constitutional amendment.
Opponents of a limit argue that in a dcmocmq the people should be free to elect
whomever they tish as often as they wish, and that term Iiiits will reduce the

experience and ~ertise needed for an effective Congress.

Under the 1988 Ftiirb’ousingAcf, HUD has written regulations that require state
legislatures to reenact their fair housing laws to match tbe new federal act word

for word, and to provide substantially more unreimbursed legal assistance than in
the past if they want to retain tbeirenforcement prrwersin this field. Currently, 38
states and 84 lucal gt>vernments are certified by HUD to handle housing discrimi-
nation cases. It appears that many of these governments will not be able or willing
to be recertified under the new rules. If that happens, 3,500 cases per year could
be shifted to HUD, the Justice Department, and the federal courts. ACIR has
bad informal contact with the U.S. Conference of Mayors and the National
Association of Regional Councils, which have begun to look into this situation.
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Reilly Seeke
Omnibus Environment Lew

Will Chemical Industry Seek
Federal Preemption of State
Environmental Innovation?

Slow Glow
for Nucleer Waste Dump

Bloomingdales Wins One
on Bellas Hess

North Dakota Wine One
on Be//as Hass

EPA Administrator William K. Reilly, in a speech to the Natural Resources
Defense Council on November 27, 1989, advocated a single new environmental

law that would encompass the existing nine major statutes and emphasize
pollution prevention and risk reduction. According to Reilly, “Under the
existing environmental programs, each with its own statutory mandate, we have
no mechanism—indeed we have no authority—to compare environmental risks

across programs and to concentrate on those areas where we can realize the
greatest benefits for human health and the integrity of natural systems.”

The chemical industry is monitoring environmental legislation in such trend-
setting states as California, Florida, Georgia, Illinois, Massachusetts, New
Jersey, New York, North Carolina, Pennsylvania. and Texas, where many envi-
ronmental protection innovations are originating. The indust~ believes that such
innovations increase the complexity and costs of doing business. Therefore, as the
states seize more initiative on environmental matters, industry pressure for
uniform federal standards may rise.

The decision to build a nuclear waste repository in Nevada, which the Congress
thought it had settled in 1987, appears to be stretching out to an indeterminate
date. Nevada is resisting the federal move on environmental grounds, and the
federal government is suing the state to allow the project tn move ahead. The
facility was originally scheduled to open in 1998, but even the most optimistic
estimate now does not contemplate operation before 2010. The White House has
agreed to appoint a civilian waste negotiator to work with Nevada under a
provision of the 1987 act that has never been used.

Legislation is under consideration to overturn the 1967 Be/las Hess decision,
which held that mail order houses could not be required to collect state and local
sales and use taxes on mail-order sales for states in which their only business
presence is distnbudng catalogs and other ads. Congress has yet to act. In 1985,
ACIR recommended that Congres enact legislation to negate R//as Hess. ACIR

estimates that in 19W the total revenue loss to the states was $2.4 btilion. This has
spurred many states to pass laws to reduce the loss of tax revenues duc to Be//as Hess.
State legislative action has, in turn, genecated court challenges. ‘Dre mnst recent
state court decision on the issue mmes from Pennsylvania where, in 1985, the
Department of Revenue ordered Blwmingdale’s By Mail to register and begin
coil-ing use tax on sales of merchandise in the state. On two separate occasions,
Revenue Department employees who pu~hased memhandise from By Mail were
able to return those items at an in-state Blonmingdale’s store. The Department
cuntended that such costomer contacts went beyond those protected by Be//us Hess.
‘fbe Pennsylvania cnurt disagreed, reasnning that Bloomingdales’ By Mail has insuf-
ficient nexus with Pennsylvanians because “Blwmingdale’s stores in Pennsylvania do
not solicit orders on By Mail’s behalf nor act as its agents in any fashinn and By Mail
does not solicit orders fnr Blwmingdale’s.”

Chicago-based Spiegel. Inc., has agreed out of court to start collecting the 6
percent use tax on =Ies to North Dakota residents. With the support of the
Multistate ~ Commission, the state had initiated a lawsuit to require Spiegel to
collect the tax. Had the lawsuit been fully litigated, it could have been an impor-
tant test of state laws enacted to bypass Be//as Hess. Spiegel indicated that the
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Southeastern Interstate
Seles Tex Compact

Stete Texetion of Pensione
Crosses State Linee

Court Seye Stetes Cen Tex
Selee of Religioue Articles

Single Administrative Grents
Forthcoming?

costs of litigation would have been greater than the sales tax revenues to be paid,
North Dakota accounts for less than 1 percent of Spiegel orders.

Tbe Southeastern Association of ~ Administrators has prompted 11 states to
sign an interstate sales compact to exchange information on interstate sales and
encourage businesses in their states to collect tbe =Ies tax voluntarily in states
where they make regular sales, The states are Alabama, Arkansss, Florida,
Georgia, Kentucky, Louisiana, Mississippi, South Carolina, Tennessee, Virginia,
and West Virginia,

California has begun to tsx the retirement incomes of fornrer residents who
earned their federal, state, local, and private pensions when they lived in the
state. This so-called “source tax” could be especially attractive to other high-tm
states, and could reach into low-tax states, where many retirees locate, as well as
foreign countries. Tbe National Association of Retired Federal Employees has
warned its half-million members to watch for expansions of the source-tax
concept. Nevada, where many Californians retire, has become so concerned
about this new tsx that it has passed a law prohibiting California tax collectors
from placing liens against property in Nevada to enforce the source tsx.

On January 17, tbe U.S. Supreme Court ruled unanimously that states may apply
their general sales taxes to religious organizations’ sales of religious bmks and
articles. The Court’s ruling in Swuggefl Miniseries v. Ca/ifomia was confined to
whether the taxation of roles of religious articles violates the U.S. Constitution’s
First Amendment guarantee of freedom of religion. The Court said that it does
not. Jimmy Swaggert Ministries, which challenged the California tax on nearly $2
million in sales during the 1970s, also had tried to challenge the state’s tax on its
mail-order sales, arguing that the organimtion’s connection with Califomis was
too remote for the state to have constitutional authority to apply its tsx (the Bel/as
Hess issue). However, because the California courts had refused on procedural
grounds to rule on this aspect of the case, the Supreme Court said that it did not
have the jurisdiction to rule on it.

Since 1987, the National Governors’ Association (NGA) and the National Asso-
ciation of State Budget Officers (NASBO) have worked to implement a pilot
Single Administrative Grant (SAG) program. Under SAG, the federal govern.
ment would award a single grant to states to administer AFDC, Feud Stamps, and
Medicaid. The pilot project, highlighted in tbe 1991 federal budget ~Mvancing

States as Laboratories”), is e~ected to begin in October 199U. Meetings will be
held between NGA, NASBO, OMB, and other federal representatives to resolve

basic issues in the federal version of the SAG Memorandum of Understanding
(MOU). NASBO’S 1988 MOU had proposed a SAG amount based on the historic
ratio of federal administrative payments to benefit payments under the three
programs. Under the federal proposal, the SAG amount would be f~ed at a
state’s FY 1989 administrative expenditures, adjusted for changes in prices.

Several other issues need to be resolved before negotiations with individual
states can take place to begin the project.

22 lntergovernmentd PerspectiveNnter 1~



The Discussion (continued flom page 18)

StmusS Let me talk about California in exactly that vein.
There is a virtue in dealing with one unit that is levying
taxes to provide public services rather than 47. And even
though California has by most measures been a high-tax
state, it has continued to prosper. One of the reasons is be-
cause the quality of the state and local public sector has
been high. Consolidation of governments and getting them
to a more efficient We are separable issues, truth of which
make it easier for the private sector to survive.

Hawfdns I’ve been to many conferences in the last year lis-
tening to people talk to state and Incal officials about the
imperatives of the new age. It always ends up that there has
to be structural realignment. But you can achieve coordi-
nation in more than one way. One way is through the old
industrial welfare state bureaucrat approach, which the
private sector is getting rid of evesy day. Another way is to
create—and this is one of the great challenges for federal
and state officials—the policy structures that allow local
governments to solve problems.

In Caliiomia, you can say we need a regional transporta-
tion czar in the Bay Area becauw the local governments til
not plan rationally. I say, as long as the state and feds aay you
ran get in your car and get on the freeway at any time at zero
cnst, there is nothing Id governments can do.

If we had a set of mtioml policies that created incentives
for locals to do it, they rnuld do it. Isn’t that a more optimal
solution than having a metropulhan government do it, im-
pose it? Many times it is the incentives of the state and feder-
al fmlicies that are creating the problems in the first place.

Strarssx But it’s also the case that Ioral government exists,
by its vet’y definition, understate law. And that if the incen-
tives were changed, you’d have to mandate or restrict what
local governments can do. I see several areas where con-
solidation makes a lot of sense.

I am not saying we should go to county government for
all general services, go to 3,000 general governments and
eliminate the cities. But if you look around the country at
39,0001-1 governments, it’s hard to understand why we
have townships in urban areas. Because the pulitical ratio-
nale for creating these organimtions was based on eco-
nomic and social and technological structures that are 100
to 200 years old. The states need to take another look.

Hawkins: I could make a ve~ persuasive argument that we
want more units of government rather than less, and here’s
the basis of the argument: We are creating a world in which
the rate of change is growing almost geometrically. You
have modem science combined with the incentives of a
market-driven economy that is accelerating out of pace.
The net effect of that is we’re destroying institutions. What
I see and hear is that people want community and they
want control of their lives. They see themselves living in
this tremendously competitive economic sphere in which
we have less control. People want local governments as a
form of community. Not evet’ything is economics. There
are social and political forces operating out there which I
don’t think we understand yet. In San Francisco, neighbor-
bocd groups are stopping more and more things, and busi-

ness leaders are getting upset with that: we can’t build a
stadium, we can’t do this, we can’t do that. There are some
pretty strong desires being expressed by a wide range of
people. How are we going to sell them on the idea that they
really shouldn’t have the kind of control they have over
zoning and housing and transportation, etc.?

Our political leaders are not going to say San Francisco
is an irrational form of government and we need to consoli-
date it with all those little jurisdictions down the road.

Strauss: San Franci~o is a metropolitan government in it-
self. People want contrnl of their schnnls and what happens
to their kids. They want safe streets and their garbage
picked up, and I don’t think they’re particular whether it’s
done by a little town of 5CKIor a city of 50,00il or 2W,~. I
think you have to Ionk at education versus all the other ser-
vices, bemuse education is what touches the core of every
family. In the area of general government, and I’m not
talklng about consolidating school districts, there’s an eco-
nomic and administrative rationale for doing that. People
also want to have honest police and gocd fire protection,
and if that means a larger unit of government, then so be it.

Weisx In New York people are concerned about more than
just the control over schools. In my area, we have tremen-
dous overdevelopment, to the extent that it could swamp
communities, and people are up in arms about it.

We had, starting about 1949, the creation of cnmmuni-
ty boards. There are 62 of them throughout the city. No-
body guessed that the City of New York rated 62 different
small communities. But those boards have the capacity to
allow input from the community, not to the total satisfac-
tion of the people but sufficiently as they get resources, to
be able to have an impact on what happens in their commu-
nities. It’s not an easy choice.

Hatins: In California we fmd that a lot of theac small units
are very rational emnomically; they mntract with the county,
they mntmct with private Iauyem, th~ create joint pnwers
agreements kuse people want the small communities.

me political dmensions of managtig th~ new infOnna-
tional, highly competitive age is going to present our elected
leaders with many challenges that are going to he different.

Snyde~ I would just like to mention that Governor Mario
Cuomo of New York, in his budget proposal, suggested
consolidation among communities in the state.

Hawkins: What has been the evidence in the performance
of consolidation of schools? Didn’t the professional edura-
tors aay that schools of 5,~ were the rational size to pro-
vide education? Wasn’t that the dominant ideology?

Strausx The argument for jointure is not just one of mini-
mum cost. It’s also tn provide, in the case of education,
electives, and so forth. Remember, I’m talking about two
things uniformity in revenue institutions so that the public
sector can become easier to deal with, and consolidation
where there’s an economic and political rationale.

Remember. al.w, that my perspective is that of the Mo-
nonghahela River, where Iiltle communities sprang up like
mushruuma, each tith a mill and a wonderful revenue base.
Now. the mills are gone, and they can’t redevelop the river
tmvns because they can’t agree on a common development
strate~. And that’s true in other parts of the country.
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Frasen I see the tendency going in both directions. Policing
is now going back to what was called community-based pol.
icing. The new police chief of New York City is talking the
same way, and he came from Hnustnn. On the other hand,
it’s clear that some functions have to be more adequately
managed in broader geographical terms. It’s the kind of ar-
gument that doesn’t lend itself to generalization or sire.
plicity it becomes, rather, working out the function or the
kind of context.

I wanted to go back to Dr. Rivlin’s comment. When I
stated my proposition about internationalization of tbe
economy, I wasn’t arguing against it, I was arguing for a
recognition of its impact. I don’t find that recognition being
extended very broadly, particularly outside of Washington.

We talk about an educated wurk force, but we’ve got 40
percent of our black kids and 75 percent of our Native
Americans not finishing high school, In Minneapolis, three
years ago, we had ~ kids in gangs; now the police depart-
ment estimates it’s 2,0CSI. I do not understand the visiting
of a set of international policies on the American people
without any effort to restore equity in the outcome.

Mr. Hawkins: In San Francisco, in the three lowest high
schools, which are compenwtory high schools, we spend
almost $ 10,0~ per year per student. ~ey are the lowest
high schools in the state and have been for years. You can
send your kid to the best high school in San Franci~o for
about $8,0W. But that’s not the issue. The issue is incen.
tives, and how you involve the parent and the student.

Education has been dominated by a demand and control
structure philowphy for yeara, and we know now that what
makes a productive xhool k the nexus in the classroom. The
challenge to us h the public sphere ia hnw we restructure the
public sector to make the achuels more productive.

Mr. Strarrsx The educational issue is the nne that the states
and Iecal whonl districts are going to fetus on. The federel
government til provide wme moral encom’agement but
really no money, so there will be some mnfusion.

,4.s a society, we let collective bargaining relations in
the public sector, and especially in education, mirrnr in-
dustrial labor relations. And while industrial labor rela-
tions have changed in reaction to world economic forces,
that hasn’t happened in the public sector.

Today, in Pennsylvania, if the school district has a

strike, they can still get their state aid as lnng as they do 180
days by the end of the fiscal year.

We have incentives built into the public sector in terms
of education labnr relations that put the kids last. And we
have to figure out new ways to protect teachers’ rights and
deliver services to kids so that we address what Mayor Fras-
er was talking about, beceuse we’re wasting human re-
sources in ve~ large amounts.

@
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Significant Features
of Fiscal Federalism

1990 Edition Volume I

Budget Processes
and Tax Systems

New in the 1990 Edition

➤ Federal and State Budget Processes

➤ Expanded FederalTaxSection

➤ State SeveranceTaxas

➤ Property Tax Relief Programs

➤ Property Classifications

➤ Sales Tax Exemptions on Services

➤ Corporate Income Apportionment

significant Featurea of Fiscal Federalism,
1990 Edition, Volume 1,is ACIR’S convenient

source of upto-date comparative data on fed-
eral, state, and local taxes and budget pro-
cesses.

Significant Featurea of Fiscal Fedaraliam is
for policymakers, fiscal analysts, and other
public finance practitioners, educators, and all
citizens interested in the government finance
system.

Significant Features of Fiscal Federalism in-
cludes federal individual income tax rates; state
and local individual income tax rates updated
through Novembar 1988; detailed information
on standard and itemized deductions, exemp-
tions, and exclusions to income for federal and
state income trees; tax rate and baee informa-
tion on social security and unemployment insur-
ance; general sales tax rates and exemptions;
federal and state tax rates for cigarettes, alco-
holic beverages, and gasoline average effective
property tax rates for each state; estate, inheri-
tance, and gift taxes; state and local prope~
transfer taxes; and automobile fees and taxes.

M-169 1990 $17.50

(see page 28 for order form)
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~ ACIR Publlcdtlons ~

Local Revenue Diversification:
Rural Economies

.8TH,Emm
~is ixthe fourth study in ACIRS series on local revenue diversification

(the others are on user charges, lB1 inmme tases, and local sales taxes).
Thii re~rt singles out a VdIC type of government rather than a ~ of
revenue. Rural Iucal governments (icludtig nonmetropnlhan counties,

small towns and tovinahipa, and rural achnnl dktricts and special districts)
have been under prexaum to diversify revenue wurces, but they face unique
challenges and fomridsble barriem both economic and statutory.

SR.13 Iw 60 pages $8

Local Revenue
Dlver*lflcOtlon\

Rural
Economloa

Local Revenue Diversification
Local Sales Taxes

Local sales taxes are the second largest source of local tax revenue in

the United States, used in approximately 7,~ jurisdictions in 30 states.
The tas is particularly important to cities, wherein 1987 it accounted for
10 percent of own-source revenues and 17 percent of local t= collections.
This report updates two earlier ACIR reports on the sales tax (1961 and
1974), including data on its continued growth and the results of recent re-
search. It describes the development and use of the local sales tax, dis-

cusses its rationales and effects, identifies design considerations, and
outlines current issues.

SR.12 1989 56 pages $8
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(see page 28 for order form)
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Local Revenue Diversification:
Local Income Taxes

This study is one of a series on ways in which local governments can
lessen their reliance on property taxes by diversifying their revenue
bases. The local income tax is important for a number of large cities. In
most cases, local income taxes must be authorized by the state legisla-

ture, and they are most often used by general purpose local governments.
Typically, the local income tm is an alternative rather than a complement
to a local sales tax. All states that authorize a local income tax:dso havea
broad-based state income tax.

SR.1O 1988 52 pages $5

LocalRevenua
Dlvemlncatlon

LOoal
Incnme Taxes

$

Local Revenue Diversification:
User Charges

Dramatic changes in fiscal federalism have renewed interest in

charging for publicly provided goods and services. This report examines
the themy and practice of user charges. The conditions under which user
charges are feasible are examined, along with the advantages and disad-
vantages of substituting user charges for general revenue.

SR.6 1987 60 pages $5

(see page 28 for order form)

Local Revenue
Diversification

User Charges
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~ ACIRpublications ~

State Constitutions in the Federal System:
Seleeted Issues and Opportunities
for State Initiatives

The American federal system rests on two constitutional pillars–
the 50 state constitutions and the United States constituting—but for
many citizens, state constitutions are out nf sight and out of mind. This
study examines recent developments in state constitutional law, focusing
on issues that highlight the importance, variety, and innovativeness of
state developments. The report looks at state government structure,
equality, economic and property rights, education, civil liberties. defen-
dants’ rights, and workers’ compensation.

A-113 1989 136 pages $15

State Taxation of Banks:
Issues and Options

This is the second repofi in a two-part study of state regulation and

taxation of banking. The study focuses on taxation of banks, including re-
view of constitutional and legal issues, tax pnlicy, defining a taxable enti-

ty, net income tas base, administration, and current practice.

M.168 1989 48 pages $10

(see page 28 fnr order form)
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State
and Local

Initiatives on
Productivity,
Technology,

and
Innovation

Bruce D. McDowell

Strengthening the competitive position of
American businesses in the global economy has
become a pervasive challenge for all govern-

ments in our federal system. As such, competi-
tiveness has become a prominent motivator of
innovations in state and local economic develop-
ment programs.

The Omnibus Dade and Comptbivmess Act of 1988 in-
cluded a pro~lon to establiih in the U.S. Department of
Commerce a Clearinghouse for State and Local Initiatives on
Prtirrctitity, T=hnolo~, and Innovation. In introducing this
proposal, Semtor Dale Bumpem of Arkanws noted that
many state and 10KS1governments are “acting boldly and
pragmatically” to addres the competitiveness issue. His pro-
Psal was a modest one to assist state and Iml governments
in their efforts to enhance business competitiveness by
spreading the word about the creative steps being taken by
those governments, as well as abut related activities of the
federal government.

The Department of Commerce asked the AdvisrIty
Commtilon on Intergovernmental Relations to help develop
strong relationships with state and local governments and to
&ssist irr designing appropriate roles for the new Clearing-
houac that would be of greatest SUPPII to state and Iural
rompctitivenes initiatives. The Commission staff conducted
a year of research and consultation with state and Iecal gov-
ernments, appropriate federal agencies, and a range of pri-
vate-sector organizations. The Commission recommenda-
tions supporting the new enterprise were made to the
Commerce Depmtment on September 28, 1989, and the
re~t’t is to be published this Spring.

The Commission’s key finding is that many of the
functions envisioned for the Clearinghouse by the Con-
gress are being perfomed by a variety of state, local, and
federal agencies, and some private sector units. It is essen-
tial therefore, that the Clearinghouse establish a nondu-
plicating niche, linking the other actors together into a
readily accessible and highly utilized network and enhanc-
ing their operations.

Assisting Businesses to Compete

Internationally competitive businesses must be
state-of-the-art, highly productive, farsighted, and wise to
the ways of international markets. Many businesses
achieve these characteristics by themselves, but others
need help in doing so. They may need help to acquire new
technologies, install flexible manufacturing processes that
can be more responsive to quickly changing markets, ob-
tain favorable financing (whether it be seed capital, ven-
ture capital, or pemranent capitalization), develop ade-
quate management capacity, understand export markets,
have access to trained labor pools, obtain space to e~and,
and enjoy good labor-management cooperation. a favor-
able business climate, and adequate patent protection.
Any given business may need only one or a few t~es of
assistance, but, in the aggregate, the business commu-
nity—especially the sector consisting of smaller busi-
nesses—is likely to need all of these forms of assistance if it
is to achieve its full potential for succeeding in increasingly
demanding domestic and international markets.

Many state and local governments offer business assis-
tance programs such as business incubators, venture capi-
tal. seed capital, foreign investment, research parks, ex-
port marketing services, vocational and technical training,
higher education, and joint industry lacadcmic research
and development resources. At the same time, the federal

government offers assistance in (1) commercializing feder-
al research findings, (2) disseminating published federal
research results, (3) making federal laboratories available
for testing and for joint research and development projects
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State Technology Programs–Lessons

it is clear that there are major flaws in the way
many states are conducting their technology strategies,

The most serious problems appear to be the follow-
ing

Too few states have done their homework by per-
forming serious strategic audits. Such audits are a
necessaty first step if strategic plans are to be devel-
oped on tbe basis of accurate, in-depth information
about what is happening in state economies and
where state innovation systems are failing.

Too few states have developed wholesaling strate-
gies which give them leverage over investment de-
cisions in the private sector.

Too many state technology dollars have gone into
physical infrastructure–new buildings, new labo-
ratories, and new research parks—rather than in-
tellectual infrastructure.

States have focused too much of their attention on
;echnology development, and too little on technolo~
ransfer and technology deployment. Serious commer.
:ialization strategies and technology transfer c>rganiza-
ions are rare, as are active, comprehensive technology
~eploymcnt programs. Even rarer are significant pro-
;rams designed to encourage the new labnr-manage-
nent relations needed to get the most nut of comput-
:r-driven production technologies.

Most state strategies consist of independent pro-
;rams run at tbe state level rather than comprehensive
]rograms run at the regional Icvel.

Few state progmms are a~ressively measuring per.
‘nr?nance and rrutcomes, and even fewer are funding on
hat basis.

Few states are working with industrial sectors and
regional clusters within their bollndaries to improve
th;ir competitive edge.

Few states are working aggressively to change tbe
culture of academia.

The most popular technology program mcdel, the
industry-university research center, appears seriously
flawed. In most programs, academia is clearly in tbe
driver’s seat, and business is not intimately involved in
defining the research agenda. Aa a result, tnu little tech.
nology transfer is taking place.

These problems are not overwhelming, and they
should by no means call into question the validity of
state efforts to stimulate technological innovation. They
are simply the price we pay for experimenting. The im-
poflant conclusion is not that our experiments have
been flawed, but that if we are to truly take an exper-
imental attitude, we must cnntinue to learn from our
mistakes and to refine our experiments. The lessons
provided in this book are an attempt to help with that
process, They should not be taken as final conclusions,
but as the collected wisdom, at this pnint in time, of many
of those who have been involved irr this burst of qer.
indentation over the past five ycara. ~ey are not intended
to nffer conclusions abmrt particular program$ but to sug.
gest the right questions to ask as ~licyrrrakers try to evalu-
ate the effectivene~ of their programs.

Reprinted from: David Osborne, State Twhrrof~Bo-
granrs: A Preliminary Analysis of tisson.r Learned ~ashirrg.
ton, DC The Council of State Pnli & Planning Agencies,

YNovember 1989). Available for 10.00 per copy from
CSPA, 4~ North Capitol Street, Suite 2S5, Washirrgton,
DC ml,

with industry and amdemic institutions, and (4) supporting
small business development.

In addition, several national clearinghouses assist busi-
nesses in finding information about federal, state, and Incal
initiatives for prnductitity and tecbnolo~ improvements.
These include a re~sitory of information on state technolog
extension services at tbe National Institute of Standards and
Technolo~, tbe joint information program of the National
League of Cities and Public Technologies, Irrmrporated, the
NTIS Center for Utilization of Federal Technolo~, the De-
partment of Commerce Productivity Center, the NASA
technolo~ utilization centers, tbe Federal Labnratmies Con-
smtium, the Small Business Development Centers, the Tech-
nohr~ Applications Itiorrrration System of the Strategic De-
fense Initiative Organization, and the Catalog of Federal
Domestic Assistance,

One recent survey suggests that state governments have
taken the lead in protiding assistance to help U.S. manufac-
turers obtain and use technologies, mticmize their man-
ufacturing pr~esses, and improve their prtiuctivity and
profitability. Of the $620 mitlion identified by the National
Governors’ Aswiation and the National Institute of Stan-
dards and Tcchnolo~ as being spent on such programs in
1988, state governments provided 48 percent of the funding,
the federal government provided 26 percent, and the remain-

ing 26 percent mmc from a ambmation of irrdust ~, universi.
ty, and Iucal government snurces.

Some sources of business productivity and technology
assistance provide only passive infnmation dissemination.
Examples are program catalogs and directories, passive
clearinghouses, newsletters, and articles.

Other sources of assistance provide brokering ser.
vices: that is, they attempt to match businesses with infer.
mation and assistance sources directly related to identtiied
needs. Examples include interactive clearinghouses, pub-
lic economic development agencies, and private technolo-
gy and management improvement brokers.

Still other sources of business assistance provide
hands-on help. Examples include federal laboratories, uni-
versity research units, joint ventures among industries (in-
cluding industry/federal and indust~/university crmsor-
tia), business assistance offices, job training and education
units, and financial institutions.

Any given business may need only one type nf assis-
tance, but it is impnrtant tn have all three types of assis-
tance available for those businesses that may need them.

Gaps in ausiness Assistance

Despite tbe seeming surfeit of information sources on
productivity and technology innovations, deficiencies exist
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in serving business needs. Many businesses and the state,
local, and federal officials attempting to serve them are
unaware of the varied infomration sources and assistance
resources available. Furthermore, it is not always easy to
obtain this infomration.

For example, an evaluation of 19 directories of technolo-
g and productivity pmgmms shows substantial information
overlap, but alan some gaps. In large part, these limitations
reflect differences in objectives and targeted audiences.
Wme duectories are designed primarily as “phone tika.”
They list mntact information for a broad array of programs,
with little or no dehptive information. Other directories
identify state progms tithin a pmticular catego~, such as
rapital assistance programs or university-based technolog
centers. StiO other directories review initiatives for a selected
number of states. Although the directories, taken as a whole,
provide a gond picture of the activities in the federal and state
governments, few people have access to all of these suurces,
and they mntain ve~ little information about local gover-
nment initiatives.

Another limitation of directories is that they get
out-of-date quickly, as states create new programs and
dismantle or restructure old ones. State and lml officials
frequently resist resurveys because of the administrative
burdens involved in completing extensive questionnaires.
Such resistance is strongest when the survey comes from a
far-off federal agency with little promise of returning
benefits to the respondent.

The other major deficiency in assisting businesses to
become more competitive in international as well as
domestic markets is that technology and productivity inno-
vations have not been analyzed adequately. Most clear-
inghouses and directories are largely or completely de-
scriptive. They give little guidance to a potential imitators
to what works best and the conditions under which success
can be attained. Some of the best known programs have
been evaluated, and the National Conference of State
Legislatures maintains a computerized file of legislative
audit evaluations, but there is relatively little agreement
about how such evaluations should be performed or their
validity. In addition, there has been little evaluation across
groups of prngrams of similar types. ~us, it is difficult to
advise the Congress, state legislatures, city and county
governing bodies, and others about what works best,
where, and under what conditions.

Afthough tbe Omnibus Trade and Competitiveness Act
af 1988 prohibits the Clearinghouse from evaluating indi-
vidual state and local initiatives unless requested to do so
by the program’s sponsor, the law clearly anticipates the
Clearinghouse providing policy analysis that could help
elected officials to choose better programs for future sup-
port. This could be accomplished by peer reviews of groups
of programs, focusing on the “lessons learned” rather than
on comparisons and ratings of individual programs (SCCbox
on page 30). To assist others in evaluating their own pro-
grams, or programs under their official purview, the Clear-
inghouse should develop, through broad consultation pro-
cesses, sound evaluation criteria to be applied sensitively
by others who will assess productivity and technology inno-
vations objectively.

Benefite of the New Cleeringhouae

EWeriences of earlier clearinghouses provide lessons
for establishing the new clearinghouse in the most benefi-
cial way. Some clearinghouses that have emphasized the
accumulation of very large amounts of disparate informa-
tion in a single data bank have become too difficult tn
maintain, too impersonal in their operations, and too re-
mote from the sources of hands-on assistance that a busi-
ness often needs to cope with specffc problems. Often,
requests for information are difficult to frame in terns that
elicit an appropriate response from the system, and, fre-
quently, the response produces an overwhelming flood of
information, most of which turns out to be irrelevant.
Cooperation from data suppliers usually wanes after the
initial start up, and maintenance costs grow too high. In
short, a series of smaller, decentralized. relatively special-
ized clearinghouses operating close to the information
sources that they rely on have proved to be more successful
than the larger, more diffuse efforts.

With this decentralized format, many constituents can
benefit from the new Clearinghouse for State and Local
Initiatives on Productivity, Technology, and Innovation.
State and local governments want more timely infnmration
about each others’ programs, as well as analytical guidance
about which ones wnrk best. In addition, they want more
readily available information about sources of federal as-
sistance. At the same time, federal agencies charged with
responsibility fnr promoting the commercialization of fed-
eral research to assist the national economy cnuld use this
Clearinghouse to help market their inventions and re-
search findings more effectively to a broader range of state
and Incal governments and the businesses dealing with
them. The Congress e~ects assistance from the Clearing-
house in helping it determine the best ways to reinfnrce
state and local efforts to enhance the competitiveness of
American businesses and stimulate the growth of the na-
tion’s ecnnomy.

Next Stepe

To help move this effort along, ACIR adopted a series
of recommendations at its January 1990 meeting urging the
U.S. Department of Commerce to put the Clearinghouse
into operation quickly, proposing that many existing clcar-
inghnuses affiliate with this new effort, suggesting that a
variety of related federal agency efforts be focused on
support of those affiliates. and urging the President and
the Congress to consider a modest increase in the Clear-
inghouse budget.

These four recommendations reflect the Commis-
sion’s conviction that it is in the national interest, and
relatively inexpensive, for the federal government to en-
courage and reinforce state and local initiatives aimed at
improving American businesses’ capacity to compete suc-
cessfully in world markets.

Bruce D. McDowell is directoc Government Poliq
Research, ACIR. This article is drown from a report

rrdopted by the Commission on January 26, 1990.
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Reassessing
Competition
among State

and Local
Governments

Daphne A. Kenyon

A Imost a decade ago, the Adviso~ Commis-
sion on Intergovernmental Relations investi-
gated the phenomenon of competition among
state and local governments.! Specifically, inter-
state tax competition was the subject of one of a
series of reports on disparities in regional
growth. The major question raised by the Com-
mission was ‘(whether federal intervention is
needed because interstate competition for indus-
try has reached a point that is demonstrably ad-
verse to the economic health of the states and the
nation.”j The 1981 report’s general evaluation of
tax competition was negative.

ACIR argued that tax competition could lead to

Inadequate state and local spending;

A shift away frer faxesbased on ability-to-pay
An increase in the proportion of taxes paid by indi-
viduals rather than by businesses; and

Wasted resources as state efforts to attract mobile
indust~ from other states result in a “zero-sum
game.’”

In 1987, ACIR commissioned another look at competi.
tion among governments entitled “Inter jurisdictional W
and Policy Competition: Good or Bad for the Federal Sys-
tem?” The prospectus for the project noted that some re-
cent research had arrived at a favorable assessment of
interjurisdictional competition. For example, Charles
McLure argued that “the likely benefits of reducing tax
competition are relatively sligh t.... On the other hand, the
benefits of tax competition are potentially quite impor-
tant.”4 Albert Breton, who has been developing a theory of
competitive federalism, based in part on economic theo-
ries of competition, concluded:

Markets, when they are well structured and compet.
itive, do a goixf job over the longer term in allocating
resources in ways that mtiize the well being of
the population. . . What is les accepted, but an
ides in which I nonetheless believe just as strongly,
is that governments, when they are well structured
and mmpetitive, do as good a j~ as markets, and
like them over the longer term, allocate resources in
ways that maximize the well being of peoples

The Commtilon’s prospectus taiaed three key ques-
tions

What forms does interjurisdictional competition take?

Does the nature, character, or intensity of competition

differ across different activities?

Under what circumstances, can competition be re-
garded as beneficial or detrimental?

The reassessment nf interjurisdictional competition
commissioned by ACIR was intended tn be both a review of
the theoretical and empirical literature on interjurisdic-
t ional compctit ion and a conceptual e~loration of the topic.

This article summarizes some of the key findings of the
Commission’s research,’ This summa~ focuses on ways in
which the current findings dtifer from those in the 1981
report.

There is much more to inteq”urisdictional competition
than competing for potentially mobile businesses through the
use of negotiated tax packages,

State and local governments compete along several di.
mensions. In addition to tax competition, state and local
governments are involved in sewice and regulato~ com-
petition. In the sewice area. one might consider interjuris-
dictional competition in the areas of education, public wel-
fare and public works infrastructure. In the regulatory
sphere, right-to-work laws and laws regulating workers’
compensation insurance have been ident~led as potential-
ly important to a state’s business climate.
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Furthermore, because taxes pay for services, tax com-
petition cannot always be divorced from service competi-
tion. Thus, in many instances, it is better to speak of fiscal
competition—which includes both tax and service compe-
tition. Thii view, taken to its extreme, haa mnsumer-voters
and businex owner’s and managers shopping among immu-
nities for the best “package” of taxes and services:

Even focusing on taxes alone, it is clear that tax com-
petition is a broader concept than the crafting of special
deals for identifiable business firms. Frederick Stocker has
distinguished four kinds of tax competition:

1. Competition with respect tooveralltm levels.

2. Competition with respect tothelevels ofspec~lc
taxes (e.g., corporate income tax, individual in-
come tax).

3. Competition with respect tospecific features of
tax laws designed to attract certain industries
(e.g., state efforts to design favorable apportion-
ment formulas for their corporate income taxes).

4. Competition toattract specific firms through ne-
gotiated tax packages containing tax concessions
or abatements.g

States or localities might use any nne of these avenues
in order to attract or retain business firms. Evaluation of
the results of tax competition will differ depending on
which avenue for competition is the focus. For example,
state policies that try to maintain generally low overall tax
levels might be viewed more favorably than policies that al-
low a governor to negotiate on an individual basis with par-
ticrdar chief executive officers. In the first instance, no
business firm can claim that a tax “giveaway” has created
an inequity between an existing and an incoming firm.

Finally, competition among state and local govern-
ments can take two formx active rivalry or implicit compe-
tition. Active rivalry exists when state and local govern-
ments compete for industrial plants that will provide jobs
for fnreign investment, for high-income citizens, and for
tourists. Implicit competition, which may be as pewasive as
active rivalry, can be defined as the way in which the free
movement of goods, services, people, and capital con-
strains the actions of independent governments in a feder-
al system. An example is the constraint placed on a city’s
ability to aid the homeless that results from a belief that
such aid will attract “undesirable” homeless people from
other jurisdictions and encourage outmigratinn by “desir-
able” high-income families who would foot tbe bill.

lrrte~urisdictional competition serves as one regulator of
aur federal system.

Competition among governments places certain
bounds on tbe actions of the 50 states and 83,237 lwI gov-
ernments in our federal system. For example, what con-
straint prevents one state from levying a personal income
tax at a 50 percent rate, or another from offering free col-
lege education to all state residents while another state
abolishes its university system? These are extreme exam-
ples, but they make a point: interstate competition will
tend to narrow, but certainly not eliminate, the diversity
among the states.g

If one jurisdiction levies too high a tax burden relative
to others with which it competes for jobs and residents,
economic growth will be slnwed. ~”Similarly, if a state did
not meet minimal national standards in its university sys-
tem, it would have a great deal of trouble attracting indus-
try. The choice of Iucations that our competitive govern.
mental structure presents to individuals and businesses
constrains the range of policies government can adopt
because, over time, individuals and businesses can “vote
with their feet” and move to other jurisdictions.

Competition has been a key concept in economics ever
since Adam Smith explained it in the Wealth of Notions
(1776). According to Smith, competition is the force that
turns individuals, each acting in his or her own self-inter-
est, to benefit society as a whole. The interaction of
self-interest and competition produces an economic sys-
tem that appears to be regulated by a benign “invisible
hand.”

According to some economists, competition among
governments may play a role parallel to that of competition
in markets.jl Just as market competition produces an eco-
nomic system responsive to consumer needs, interjurisdic-
tional competition can produce a government system re-
sponsive to voter desires. To some extent both systems
appear to be regulated by Smith’s “invisible harrd.”

There IS, however, a set of impm’tant circumstances in
which the “invisible hand” is not benigo. These are the cir-
cumstances of “market failure,” namely, the inability of mar-
kets to protide certain grinds either at all or at the most
efficient level. An important type of market falure ati!es
when an emnomic activity causes incidental btmefits or dam-
ages to others (“third pamies”) and for which no mechankm
exists for mmpenaatirrg or pnaliziig those who init ially gen-
erate the activity. Air or water pullution provides the classic
example of such an “external” or “apiflover”’ effect.’1

Just as the analysis of private market competition has
pointed to externalities as a major cause of market failure,
the existence of spillovers between governments may ne-
gate the potential benefits of competition among govern-
ments. Fnr example, competition among governments may
have hahul effects when gnvemments are allowed to “ex-
wrt” cenain wial costs (e.g., ~Oution or the budens of
providtig welfare services) to residents of other jurisdictions.

Inte~’urisdictianal competition does not necessarily de-
press state and local service or revenue levels.

In reviewing the histmy of state and local revenue sys-
tems, John Shannon argues that:

me remarkable revenue performance of rrur W
state-l-l systems since the end of Wnrld War 11
has tmucked into a tucked hat the old conventional
wisdom-that states and their Iucalities were des-
tined to have anemic revenue systems because they
were “crippled by fears” of intergovernmental com-
petition. . . . As a percent of grox national product,
state-lml own source revenue has risen from 6.6
percent to 12.1 percent [from 1949 to 1987.] 13

Perceptions of state and lucal officials also provide evi-
dence that competition does not necessarily hold down
state-local spending or revenues. Parris C,lcndcning,
county executive of Prince George’s County, Maryland,
has described how competition with surrounding counties
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put pressure on his county to improve its school system, In
order to pay for this, the county raised $100 million in addi-
tional revenues, 14

Why did the previous literature maintain that inter-
jurisdictional competition was bound to depress service
levels of state and local governments? The old consensus
focused almost totally on the tm side of the fiscal equation.
This led to a confused analysis of the results of competition
among governments. If high-income citizens and busi-
nesses cared only about the level of taxes they pay, compe-
tition would appear to lead to an ever lower level of taxa-
tion and, inevitably, to inadequate service Ievels.ls

Some recent research, with an emphasis on a package
of taxes and expenditures, brings a bit of balance to this
discussion. By looking at botb sides of the budget equation,
support has been generated for the view that although high
tax levels can reduce the attractiveness of a particular state
or local government, high service levels (often measured
by the proxy “expenditure level”) increase the attractive-
ness of that same government. For example, empirical
studies of mobility and the determinants of state economic
growth have shown that spending on education tends to
increase property values, draw immigrants, and increase
the rate of state economic growth.lb

It is impmtant to note, though, that tbe effects of inter-
jurisdictional mmpetition on state and local Wending vmy by
setice area. It ispussible forintecjucisdictional mmpetition
topromote higbersetice levels uncertain areas and to de-
pre~ service levels in other areas. Even proponents of the
new view of competitive federalism are mncemed abut the
effects of interjutiictional mmpetition on the level of ser-
vices in those areas that are likely to generate sign~icant
beneficial spillovem (e.g., care for the homelem).

Current research co~rms the tendency for inte~”urisdic-
Iional competition to reduce reliance on abiliWto-pay taxes.

Another traditional concern regarding irrterjutiictional
tax mmpetition has been that it appeared to pressure state
and lucal governments to turn away from abflity-to.pay taxes
and toward more regressive taxes. Wallace Oates and Robect
Schwab recently reexamined the effects of interjurisdictional
fml competition on the abdity of governments to redistrib-
ute income.’7 They make two impotiant points.

Fret, mmpetition among governments prcduces a vs-
tcm in which all 1=1 government (and to a Iexer extent,
state government) taxes will tend to become benefit taxes.
That is, in equilibrium, the taxes that individuals and busi-
nesses pay til tend to equal the respective values they place
on public setvices received. Thus, in a competitive ention-
ment, business @es are unlikely to be used for -1 pro-
grams, parks, or education. Business taxes will, however, be
of sufficient magnitude to pay for such business-specific ser-
tices as ~lice protection, public utilities, and roadways.

Tbe second major point is that any evaluation of this
tendenq for state and local governments to adopt benefit
taxes depends crucially on the federal mle in redistributive
policy. If the federal government provides the right
amount of support for low-income households, the state
and local fiscal system that results from a competitive

environment will be efficient and will not create inequities,
If the federal government does not fulfill the redistributive
role, however, one can be critical of interjurisdictional
fiscal competition for making it impossible for state and
Imal governments to fill that gap.

mere is less concern about reduced state and local re-
liance on business taxes.

According to the past consensus on the effects of in-
terjurisdictional competition, a related harmful effect of
competition among states and localities was a shift from
taxes levied directly on businesses to those levied directly
on individuals.ls The presumption was either that taxes on
business bad a more progressive incidence than taxes on in-
dividuals or that good public policy consisted of levying a
substantial amount of taxes on businesses because they as
well as individuals should bear their fair share of taxes.

The progressivity part of this argument is flawed. To
see this, one must begin by recognizing that, ultimately,
people, not institutions as such, pay taxes. A tax on the
business enterprise is paid by owners of the firms’ capital
and property, its workers, and/or its consumers. To put it
another way, although it is clear that the impact (site of the
legal monetary obligation) is on the business entity, the
incidence (the change in the distribution of income due to
the tax) is always on individuals.

The key “gressivity” question is, then. which set of
individuals—owners, workers, or consumers—bears the
ultimate burden? If the tax falls on the owners of capital or
property who tend to have relatively high incomes, the tax
burden will be progressively distributed. If, bowever, the
tax is shifted to workers (in the form of lower wages) or
cunsumers (higher product prices), then the taxis probably
regressive in effect.19

What is the net effect? That depends on a variety of
market factors, which, in turn, vary by type of business
activity. Suffice it to WYthat from the viewpoint of a single
state, an increase in general business taxation will probably
not be exported to nonresidents, but will be shared by tbe
workers, consumers, and owners of immobile capital and
land who reside in that state, ~us, there is most certainly a
regressive element to business taxes. That leaves the state
personal income tax as the primaty tool for introducing
progressivity into a state/10cal tm system.

Does this mean that “equity” requires that no state or
local tax should be imposed on business? Not at all. There
is also a “benefits received element to tbe equity concern,
Within this context, there are at least two just~tcations for
state taxation of business, both of which are based on the
“benefits received principle of taxation. The first: since a
state is an open economy, taxing income at its source is the
only procedure available for assessing individuals, wherev-
er they reside, for the benefit of public services that accrue
to thcm indirectly through the business entity. The second
ratiunale nc]tes Ihat since businesses receive business-
specflc benefits of government services (roads, sewage
treatment, education for the workforce, ~licc and fire pro-
tection), economic efficien~ requires that the cost of the=
services (government opefat ing as a factor of production)
should be reflected in the overall cost structure of the firm.20
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Thus, although the “gressivity” argument probably
leads to less concern today regarding reduced state and
local reliance on business taxation than at the time of the
last ACIR report onintemtate tax competition, there is,
nonetheless, a good case to be made for state/local taxes on
business. Ideally, the “fair share” amount of the tax would
be related to the sum of the benefits received by business
owners and factor suppliers.

Efforts to use tax incentives to attract mobile industry
arestill generally in disfavor. Current research on inter-
jurisdictional competition is still generally critical of indi-
viduall ynegotiate dtwpackage sdesignedtolure new in-
dustry or to retain existing industry. Some of the standard
criticisms apparently still hold, and, in some cases, these
criticisms have been buttressed by additional research.

Dick Netzer’s analysis of the explicit effofts by states
and localities to influence l-tion decisions of attracting
business firms through tax incentives concludes that such
activity is likely to have a negative-sum effect until all
jurisdictions are offering equal incentive packages, at
which time these efforts at economic development collec-
tively have a zero-sum effect. He comes to this conclusion
from the assumption that tax incentives merely shift eco-
nomic activity around, and, in many cases, shift the activity
from its most productive use to a less productive use<’

Larry Ledebur and William Hamilton take another
tack in their criticism of state and Iml tax concessions to
business. They have done cost-effectiveness studies for a
variety of such incentives, where the benefits measured are
those received by the firm in question, and the costs are the

OPPOrtunity cOsts borne by the subsidizing government.
Ledebur and Hamilton conclude that tax concessions are
not cost-effective. State and lucal government revenues
forgone through tax eWenditures are greater than benefits
derived from recipient firms. It is unlikely that any form of
tax concession can be cost-e ffective.zz

Ledebur and Hamilton’s criticism of tax incentives
used to attract mobde businesses is even more condemna-
tory than Netzer’s. Accurding to Netzer, tax incentives are
a waste of resources from society’s point of viey according
to Ledebur and Hamilton, tax incentives are likely to be a
waste of resources for the jurisdiction offering them, too.

A few analysts note instances in which special tax incen-
tives can be sensble. For -mple, Nonm Noto describes the
prucess a community must go through in an emnomic cri.sii.
She points out the high anomie and psychic rests incurred
by households forced to uprmt themselves in the search for
new jobs. When all these -ts are accounted for, the benefits
of ~ecial m concessions may exceed the custs. Noto pints
out further that rigorous analysis must be done to detefmine
when, if ever, targeted tax Concessions might be preferred to
general tax cuts. The old consensus fased on the inequities
of favoring a mebiie fm over an irnmubiie one. However, if
fms differ in the benefits they can offer to communities in
which they can potentially Iucate, it is not clear that their tax
Iiibdities should not dffer alsu?)

Concluding Note

Over the last decade, interest in the effects of mmpeti-
tion among state and lucal government has remained intense.

A wealth of theoretical and empirical research has added to
our understanding of interjurisdictional competition. Com-
pared to ten years ago, wme conclusions about the effects of
interjutiictional competition have changed. Most signifi-
cantly, sume of the potential benefits of competit ion among
state and IM1 governments have been recugntied.
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1986 State Fiscal Capacity
and Effort

ACIRdeveloped the Representative Tax System (RTS)
and the Representative Revenue System (RRS) to im-
prove on available measures of state fiscal capacity
and effort.These measures show state and IocaI
governmentcapacityto collect tax aswell asnontax
revenue. With 1986 Stflte Fiscal Cap flcity nrr(i Effort,
ACIR – in conjunction with Price Waterhouse – con-
tinum its tradition of providing information on the
relative economic well-being and fiscal performance
of the states.

c1

c1

D

Why measure state fiscal capacity?

To facilitate comparative fiscal analysis, by
state and by revenue base

To provide pempective on economic trends

To aid in designing federal grant formulas

Why use the RTS and RRS?

They measure governments’ pofeflfifil abilities
to raise revenues relative to a national
average

They ace co!llpreile?rsiz,e, measuring all major tax
sources and a substantial pofiion of nontax
sourres that contribute to a governments
ability to raise revenue

They are the oJI[y indicatom that measum fiscal
capacity on a revenue-by-revenue basis

They capture states’ opporfunitim for tfl.r
e.sporfatio}! by intimating actual tax and
nontax revenue bases and applying
average tax rates

The systems are readily fi)~dcrstafrdnblc and are
used by many federal and state
policymakers and analysts

1986 State Fiscal Capacity and Effort –

Contains tables and graphs on 30 RTS and RRS
basin, arranged both by revenue base and
by state

Discusses recent changm in states’ fiscal
capacities

Compares RTS and RRS with other capacity
measures

Provides details on the methodology

Includes histc)rical data

M-165 1989 128 pages $15

(see page 28 for order form)
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Aging

AGCNG IN AMERICA The Fedem/ Gov-

ernment’s RO/e. Congreaaional Quarterly,
Inc., 1414 22nd Street, W, Washington,
DC ~37, 1989, 102 pp. $11.95.

This CQ “cument affaN tik
deals with the elderly, Social Security,
Medicare and Mediraid, catastrophic
illness costs, and long-term rare. The
US. ~pulation is growing older. In
2s311,the fmt of the baby bourn geneca-
tion—those km between 1946 and
1~–will turn 65. By ~30, at least one
in five Arnecirans will be elderly. Be-
cause of the tremendous changes that
will orcur in American tiety, attention
is now being fccused on issues of imPr-
tance to the elderly and 10 the shrinking
younger ppulation that will have to sup-
wft a much larger clax of aged citizens.

Drugs

THE BUSINESS OF DRUG?. By Ma~ H.
C~per. CQ Pres, 1414 22nd Street,
NW, Washington, DC ~37, 1~. m
165 pp. $15.95.

Thisbmk presents a comprehensive
overview of the international business of
dmga, cnncentratirrg on the economic
forces that drive the drug market. Sepa-
rate chaptem on -irre and crock, her-
oin, and marijuana tmce the dregs from
cult ivation to refinement to their distri-
buting routes, usually in the United
States. Other chapters addresa the influ-
ence of drugs on miety and the at-
tempts of federal, state, and local gov-
ernments to disrupt the industry.

Economic Development

ECONOMIC DEVELOPMENT IN THE
STATES. Council of State Govern-
ments, Bnx 11910, Iron Works Ptke.
Lexington, KY 40578, 1989.$20 each.

The past few years have seen a tre-
mendous increase in state programs tn
sdrnulate economic growth. State offi-
cials are dtivering that many voters
rast their ballots as much in review of the

economy as in judgment of the nffice-
holder. Policymaker’a face a fundamental
challenge as they decide whether and
how to tailor incentives to attract spectiic
tiis or to offer incentives as part of
more comprehensive ccmromic develcrp-
ment strategies. To help officials make
more informed decisions, in 1988, the
CSG Policy Analysis Service undertcrnk
a study related to state busirre~ tax and
financial incentives. me study ia in three
volumes State Business Incerrtiw and
Economic GroMh: Art? They Effectiw? A
f?evim’ of rhe Literature; me Changing
Arena: State Strafegic Economic Develop-
ment, and The States and Busin~s Incen-
tives: An Invrnrory of Tm and financial
Incentiw Progmms.

Environment

ENVIRONMENTAL POLICY IN THE

1990s. Edited by Nmnran J. Vig and
Michael E. Kraft. CQ Press, 141422nd
Street, NW, Washington, DC 2W37,
1990. xiv, 418 pp. $18.95.

When the first “environmental de-
cade” was launched 20 years ago, pro-
tection of natural resources seemed a
relatively simple proposition. Great
progress has been made, but the task
has become far larger, involving
change in human behavior. This book
seeks to explain the most important de-
velopments in policy and politics and to
analyze the central issues for all gov-
ernments in the next decade. Orga-
nized in five parts, the book prnvides
a framework for analyzing poliq
changes, details policy dilemmas that
need to be resolved, discusses alterna-
tive ccrordinating mechanisms, ad-
dresses the new global environmental
agenda, and raises the issue of whether
democratic political institutions are ca-
pable of resolving the ethical and value
confticts that underlie environmental
politics.

Federalism

THE MIDWEST RESPONSE TO THE
NEW FEDERALISM. Edited by Peter K.

Eisirrgcr mrd Wdliam Gocmlcy. Univer-
sity of Wkonsin Press, 114 North
Mur’my Street, Madtin, WI 53715,
19W. xiii, 319 pp. $37.50 (cloth). $15.75
(paper).

This collection nf papers focuses
on Indiana, Illinois, Michigan, Minne-
sota, Ohio, and Wisconsin. These
states represent a wide spectrum of po-
litical cultures, from the progressive
traditions of Minnesota to the machine
remnants found in Indiana and Illinois.
The contributors examine bnw these
states adapted to block grants, how lo-
cal governments have dealt with the
new fiscal stringenq, and how state
and Ioral governments have responded
to inconsistencies and contradictory
meswges concerning federal regula-
tions in welfare, transportation, civil
rights, and environmental policy.

RESTORING BAIANCE IN THE FED-
ERAL SYSTEM. A RePrt of the lntergov-

emmental Aflairs Corruniftee. Council of
State Governments, Box 11910, Iron
Works Pike, Lexington, KY 40578, 1989.
64 pp. $30.

No issue has raised more concern
among states in recent years than the
need to restore balance between the
responsibilities of the states and the
federal government. There is no one
solution. Proposals for change have in-
cluded public education, lawsuits,
reapportionment, political pressure,
and statutory and constitutional
changes. In 1989, CSG’S Intergover-
nmental Affairs Committee undertook
to analyze the options and seek consen-
sus nn action. A repm’t setting out ten-
tative conclusions was sent tn the state
legislatures, hearings were held jointly
with ACIR throughout the country,
and other organizations were con-
sulted, This report contains selected
testimony from the CSG-ACIR hear-
ings and a statement of the intergov-
ernmental %rtnership Task Force, a
coalition formed to examine constitu-
tional refnmr.
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Finance

FINAL REPORT OF THE ANTHONY
COMMISSION ON PUBLIC FINANCE.
Government Finance OfficersAssoci-
ation, 180 Nnrth Michigan Avenue,
Suite 800, Chicago, IL 60601, 1989.58
pp. $6.00.

After a two-year study of the im-
pact of recent federal tax law changes
on state-local finance, the Anthony
Commission recommended specific
improvements in the law that would al-
low state and local governments to pro-
vide revenues for infrastructure and
would strengthen the federal-state-lo-
cal partnership. Citing the reality that
the era of substantial federal support
formany state and local projects has
ended while state and local govern-
ments’access to the tax-exempt bond
market has been reduced and made
more costly, the commission encour-
ages the Congress to reexamine a num-
ber of provisions in the Internal Reve-
nue Code that go beyond their stated
purpose of preventing abuses.

STA~-~CAL FtSCAL INDICATORS.
By Steven D. Gold and Judy A. Zelio.
National Conference of State Legisla-
tures, 10W 17th Street, Suite 21CCt,Den-
ver, CO S0265, 1~, ti, 103pp. $25.

This compendium demonstrates the

diversity in apendmg and taxing patterns
among the states and attempts to place
that diversity in perspective. The authora
selected a limited number of indlcatora
of keyrelationshlps and analyzed them
in terms of population, peraunal income,
and other demographic or ecmrnmic
measures. This volume is a mmpanion
to Refotming State hat Relotiom: A
Practical Guide.

Immigration

OPENING AND CLOSING THE
DOORS: Evaluating Immigmtion Refom
a,td Co)~Im/. By Frank D. Bean, Georges
Vernez, and Charles B. Keeley. Urban
Institute Press, 2100 M Street, NW,
Washington, DC 20037, 1989. xiv, 138

PP.

In 1988, the Rand Copra[ion and
the Urban Institute established the Pro-
gram for Research on Immigration
Policy to follow the five-year implemen-
tation prmess of the 1986 Immigration
Rrform and Control Act and to investi-

gate condnutig Wlicy issues. The fust in
a series of annual overviem, this volume
outlines general immigration trends and
~licy pro~~ls, fncusing on major his-
torical features; protilons, implementa-
tion, and effects of the reform act; and
recent trends in legal immigration and
refugee admissions,

Infrastructure

CAPITAL PROJE~5 NW .sfmfegia for
Pla]ming, Management, and Finance.
Edited by John Matzer, Jr. Intern-
ational City Management Association,
777 North Capitol Street, NE, Wash-
ington, DC 20002. 1989. 228 pp.

This bouk brings together material
that can help local managem and public
works directom sulve infrastructure
pr~lems. It shows what sume Iucal gnv-
emments have done to implement
suund planning and priority actting pro-
CCWS, monitor and aaaesa the condition
of existing facilities, and implement sys-
tematic maintenance progmms. me
tik includes case studies, charts,
checklists, forma, and other practical
tools that can be incorporated into lml
capital improvements progmms.

Intergovernmental Relationa

REFORMING STATE-LOCAL RELA
TIONS A Pmc(ical Guide. By Steven D.
Gnld. National Conference of State
Legislatures, 10W 17th Street, Suite
2100, Denver, CO 80265, 1989. niv,
159 pp. $20.

Thk tik k intended to provide
state officials and others with a cmrciae
diacuxion of plicies that can be adopted
to improve state measures affecting Iucal
governments, It takes its direction from
the recommendations of the NCSL Tksk
Force on State--l Relations. The
philosophy underlying the recommen&-
tions ia that states ought to reconsider
their pnlicies toward 1=1 governments
because nf fundamental changes taking
place in the federal system. The task
force recognized that no “grand design”
for state-lml relations can be devel.
oped to apply to all states. The guide at -
tempts to identify the majur issues that
the states may consider.

Local Government

ADMINISTRATION AND FfNANCE
OF ILLINOIS TOWNSHIPS. By Nor-

man Walzer and Nancy Baird. Illinois
Institute for Rural Affairs, Western 11-
Iinois University, Macomb, IL 61455,
1989.98 pp.

This report is based on a survey of
more than 1,400 tnwnship supervisors,
It calls attention to the needs of rural
governments and illustrates ways that
public officials have worked to find so-
lutions. The authors point out that
public services in rural areas are
threatened by property tax base de-
clines and poor lncal economic per-
formance. Population losses, increas-
ing age of residents, and low local
income compound the fiscal issues.

Mandates

COPING WITH MANDATES W7,alAm
~!e A/lema/iva? Edited by Michael Fix
and Daphne A. Kenyon, Urban Insti-
tute Press, 2100 M Street, NW, Wash-
ington, DC 2W37, IM. xiv, 110 pp.
$22.75 (cloth). $11.50 (paper).

The issue of mandates–regula.
tinns that one gnvemment impuses on
another—is complex. Mandates are a
federa-state issue, but they also affect
state-local relations. Mandating has
become an important concern to
policymakers. This volume examines
mandates in terms of their history and
recent federal and state experience in
responding to complaints from local ju-
risdictions. The contributors place the
mandate issue within three larger con-
texts policy goals of intergovernmen.
tal regulation, the inevitable tensions
in the federal ~stem, and the evolving
assessment of regulation as a policy
tool. The volume also describes and as-
sesses the effectiveness of cost esti-
mates and mandate reimbursement,
and includes case studies.

The Presidency

INVENTING THE AMERICAN PRES-
IDENCY. Edited by Thomas E, Cronin,
University Press of Kansas, Lawrence,
KS 6@45, 1989. xiii, 404 pp.

The framers of the Constitution
wanted a more authoritative and deci-
sive national government, yet they
were keenly aware that the American
people were not about to accept too
much centralized power vested in one
person. The challenge was to invent an
executive office that would be strong
enough to provide effective gover-
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nance without threatening the ncw re-
publican forms of government. This
book, through 14 interpretive essays,
tells the stow of the invention of the
Presidenq, treating the structure and
design of the office, the powers and
roles granted to the presidents, and
early precedents.

Privatization

THE PRfVA~ZAT30N DECISION Pub-
lic Ends, Ptivale Means. By John D. Dono-
hue. Basic Bonks, 10 East 53rd Street,
New York, NY 1~22, 1989. viii, 264 pp.

$22.95.

Today, federal, state, and local
governments are in a bind, pulled by
citizen demands for more and better
services and constrained by the public’s
reluctance to pay for those services
with higher taxes. Is the private deliv-
ecy of public services the way out of this

dilemma? This book looks at the ideo-
logically charged privatization debate
and assesses when privatization works
and when it does not. Comparing the
performance of private contractors and
government employees in functions as
diverse as national defense and gar-
bage collection, the author concludes
that privatization pays off only under
very special circumstances.

State Government

STATE POLfCY CHOIC~ T)le Wi$cotzsift
fipe)ie)zce. Edited by Sheldon Danziger
and John F. Whte. University of Wiscon-
sin Press, 114 North Murray Street,
Madison, WI 53715, 1988. xviii, 294 pp.

With one foot in the rustbelt and
the other in the depressed fmm econo-

my, WlscOnsin, like Other states. has
plenty of problems. Balancing reve-
nues and expenditures, expanding eco-
nomic development, containing medi-
cal costs, distributing resources to the
needy, reducing financial distress on
farmers, and responsibly exploiting
natural resources are discussed in this
volume by experts in a brc~ad range of
disciplines. The book is divided into
three major sections which deal with
budgets, finances, and conditions for
economic development; human need
and human secvice$ and agricultural
and natural resources policy.

Texat ion

TAKING CHOICES: 7/~ePo/i/ics of Tar Re-
fon>r, By Timothy J. ConIan, Margaret
T. Wrightson, and David R. Beam. CQ
Press, 1414 22nd Street, NW, Washing-
ton, DC 20037, 1990. xiii, 275 pp.
$14.95.

This volume presents a case study
of how the 1986 TwReform Act became
law. Drawing on interviews with more
than 50 high-ranking participants, the
authors examine the history of the fed-
eral income tax and the political envi-
ronment for tax reform in the 1980s.
They compare the tax reform process
with other recent policy reforms and
offer a new mndcl of the contemporary
poli~making systcm.

Telecommunication

TELECOMMUNICATIONS PoLfcY
AND ECONOMIC DEVE~PMENT T7ze
NW S/a(e Role. Edited by Jurgen
Schmandt, Frederick Wdliams, and
Robefl H, Wiwn. Praeger Publishers, 1
Madhn Avenue, Ncw York, NY 1~10,
1989.

This study of changes in telecom-
munications policy focuses on nine
states California, Florida, Illinois, Ne-
braska, New York, Texas, Vermont,
Virginia, and Washington. Data came
from industry literature, government
documents, and interviews with state
officials and private sector groups. Each
chapter examines a single state, genera-
Iy describing the wioeconomic charac-
teristics, the telecommunications indus-
tv, and the plitical culture and
policymaking environment. Each chap-
ter also e~lores the link between tele-
communications and economic develop-
ment, and state governments’ role as
users of telecommunications.

Urban Affaire

THE FUTURE OF NATIONAL URBAN
POLICY. Edited by Marshall Kaplan
and Franklin James. Duke University
Press, 6697 College Station, Durham,
NC 27708, 1990. vii, 405 PP.

Can wc furgc a ct]mprchensivc ur-
ban policy? Tlis bfmk is structured to rc-
spnd to queslicjns or ud>an need, hI is-
sues related to the e[[ect of past and
current policies on urban areas, and to
the defmitimr of ~ssible future federal

initiatives to help cities. The tik is di-
vided into five sections, examining broad
indicators of utin need and distrew
evaluating problems irr education, infra-
structure, housing, and pove~ evaluat -

ing past effottS at creating federal utian
pulicies and giving a current status re-
prt; evaluating HUD, city hall, citizen,
and nonprofit group actions in resfmnse
to utin 11s and analyzing the attitudes
of Americans toward helping the poor.
The hk contains a set of recommenda-
tions for future policies

State Regulation of Banks
in an Era of Deregulation

This policy report examines
the key intergovernmental regula-
toy issues arising from the chang-
ing economic and institutional
structure of the banking and finan-
cial sewices indust~. It reviews the
history of bank regulation and ana-
Iyzescurrent issues, focusing on the
purpose and scope of regulation
and the effects of deregulation on
the operation of the Anlerican sys-
tem of dual federal-state banking
regulation. The report also evalu-
ates and makes recommendations
on regulato~ proposals.

A-11O 1988 36pagcs $10

State
and Federal Regulation
of Banking:
A Roundtable Discussion

At the June1988 Commission
meeting, this roundtable discus-
sion was held to offer differing
pointsofviewon currentlegislative
proposalsconcerningbankregula-
tion. The pamicipants were James
Chessen, American Bankers Asso-
ciation; David T. Halvorson, New
York State Banking Department;
Sandra B. McCray, ACIR; Kathleen
O’Day, Federal Resewe Board; and
Keith Scarborough, Independent
Bankers Association of America.

M-162 1988 32 pages $5

(see page 28 for order form)
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Members of the
U.S. Senate Mayora

Dave Durenberger, Minnesota Donald M. Fraser, Minneapolis, Minnesota
Carl Levin, Michigan Robert M. Isaac, Colorado Springs, Colorado

Charles S. Robb, Virginia Vacancy
Vacancy

Members of the
U.S. House of Representativea Members of State Legislatures

Sanderhvin, Michigan John T. BraB, Tennessee House of Representatives
Ted Weiss, New York David E. Nething, North Dakota Senate

Vacancy Ted Strickland, Colorado Senate

Officers of the Executive Branch, Elected County Officiala
U.S. Government HarveyRuvin,Dade County, Florida, County Commision

Debra Rae Anderson, Deputy Assistant to the President, Sandra Smoley, Sacramento County, California,

Director of Intergovernmental Affairs Ward of SuPrviWm

Samuel K. Skinner, Secretary of Transportation James J. Snyder, Cattaraugus County, New York,
Richard L. Thornburgh, Attorney General County Legislature

ADVISORY COMMISSION ON INTERGOVERNMENTAL RELATIONS

u

BULK RATE

WASHINGTON, DC 20575 US. POSTAGE
PAID

OFFICIAL BUSINESS
PERMIT G-34

PENAL~ FOR PRIVATE USE, $300
WASHINGTON, DC


	Contents
	A View from the Commission
	ACIR News
	ACIR Roundable on International Economic Competitiveness
	American Competitiveness in the World Economy
	National Productivity and Efficiency: A World Bank Perspective
	New York's Competition Experience
	The EC Challenge to State and Local Governments
	The Challenge of Competition to Fiscal and Functional Responsibilities
	The Discussion

	Intergovernmental Digest
	State and Local Initiatives on Productivity, Technology, and Innovation
	Reassessing Compettion among State and Local Governments
	Books, etc.


