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INCOME AN!)
THE MEASUREMENT OF THE

RELATIVE CAPACITiES OF
THE STATES

P. H. WUELLER

THE MEASUREMENT of the relative capacities of tile states to
support selected services is rapidly becoming a major problem in
federal-state fiscal relations.' The increasing attention it is receiv-
ing is in large measure attributable to the unprecedented in-
crease in federal subventions to states 2 and to a strong feeling in
some quarters that present procedures employed in connection
with the allocation of federal grants among states are not satis-
factory.3

In brief, the critics of contemporary grant allocation proce-

1 The present writer wishes to mention his close association with J. T. Wendzel.
Chief, Economic Studies Division, Soda! Security Board, Washington. D. C..
while studying some of the related problems of income, 1isiI capacity, and variable
grants. For some time it has been the writer's privilege to act as fiscal consultant
to the Social Security Board, and in that capacity he had the pleasure of close co-
operation with Dr. Wcndzel, whose broad knowledge of general theory has aided
him materially in orienting his thought along specific lines with a vicw to
directing it toward the solution of more general problems. Though indebted to
Dr. Wendze!, the present writer assumes exclusive responsibility for the reasoning
and tentative conclusions in this paper.
2 In 1929 total federal subsentions to states, expressed as percentages of state
revenues, ranged from 2.4 for New Jersey to 484 for Wyoming. In 1934 the
minimum and maximum percentages were .g for California and 163.2 for South
Dakota. See P. H. Wueller and Associates, The Fiscal Capacity of the States: A
Source Book, Social Security Board, Bureau of Research and Statistics (2d ed.;
Washington, April 1938), Tables S-I and 1V.
3 Cf. Report of the Advisory Committee on Education (Washington, February
1938), Sec. B; also, Report of the llyrnes Committee (Washington, January ig).
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dures point out that present federal .suln'cntins partake. Of tiinature of either non-match tug or constant ratt
grants and that neither device is likely to enable the rclatiel.
poor states to offer services of such quality or (luantit as appearsdesirable to the critics. li) overcome what they consider a sociallydetrimental Situation, they suggest that cOHteznpiui'y

tCChuliqtjeshe replaced or modified by 6 the introductioii of variable latit)matching grants.7 if the pohcy objectives of the advocates ofvariable grants are allowed, their i lisistence upon a change infederal allocation procedures scents justified. Nofl_mat(-lijflggrants utay not elevate specific service standards SubstafltjalI. inthe relatively poorer states, simply because the funds awarded
may be used in lieu of, rather thati in addition tO, Stf(, aJ)l)topt.ja_Lions. Federal constant ratio matching grants, on the oilier handwhile requiring the states to niatchi kdetal funds as a conditioti of
the award, in no way guarantee Inaintenan('c of service Standardson a desired level. Even if we assume that the state accepts thegrant and exerts a reasonable' tax effort by means of 'reasonable'tax levies, state service standards would, neverthelcss, be limited
by the resources of the state. The advocates of federal variable
grants contend that the differenc5 in resources of the states aresuch as to make thc maintenance of 'reasonable' service standards
impossible in the relatively poor states.

Inasmuch as the proponents of federal-state variable grantshave found the device whose use the advocate ready-made in the
fiscal tool chests of the states, it may be well to indicate briefly thenature of the type of variable grant that is at present used exten-
4 Non-niattg grants may be (lefined as transfer paynlents from one jurisdictionto another, for a spetilleti pntposc, vhidi. hoi,il, their relative Illagnimude maybe dde, zn ned partly bs imidies of pIes(1,iit'cl need and tapa I tv . ,Io not requirethe receiving jt'fls(lit (Inn to match the f,ijidc awar(le(l in an ratio whatever.5 A Constant rat to mat cht ng gran, is a transfer jxm meni front one jurisdiction toa isother, (IeiglIJ ted for a spet I he Ittirpost'. svIlich, as a con(l (inn of award reqtiirthe receiving jurisdit,it,,i to luau Ii the funds atam-(k'(I in inise proportion, theproI)ortio,taIits factor being consuiupj for all reccisiuig jurisdiciioiis.Seiiate Hill, S: 1265. 76th Cong., 1st Sets.
A sariable ratio match lug grant is a t rainier p mmient (rout one jiirisdktion toanother, (lesignateti For a speciht purpose. tthit h. as a u-omliiiomi of award, rctjtiiithe recci'. lug jurisdic,ioum to uIiatch the f,11l5 awam(te(l it, soon' proportion, (tieproportion,litv fauor l)Cing Sonic ftincti01 of a giveut receiving jurisdictiontneed a 11(1 fiscal lv c's phil ta tile t e'otui
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RELATIVE CAPACI-j-(5 OF Ill ESTATES

sively in state-local fiscal relations. The introduction of variable
ratio matching grains by state legislatures arose out of an institu-
tional situation in which certain public services were rendered
by subordinate, though semi-independent, jurisdictions. The
ratio of taxable resources to the cost of specific services varied
among these jurisdictions in such a manner as to make it virtually
impossible for some jurisdictions to attempt to fInance a specified
service of 'reasonable' quality out of tax bases designated for local
exploitation. These grants pro'ide that the matching ratio
applicable to any one subordinate jurisdiction shall he some
function of the specific need and resources of the gTant receiving
jurisdiction. Typically, the grants are so constructed that as the
value of the specific need-resource ratio increases, the reimburse-
ment fraction increases in some legislatively designated manner.
The exact functional relation between specific need-resource
ratio and reimbursement fraction is determined by the politically
effective preconceptions obtaining in the larger community.

Generally speaking, the stronger the politically effective senti-
ment for equalization of service standards throughout the state,
the more pronounced the tendency on the part of the state legis-
lature to define service standards rigorously and to permit reim-
bursement fractions to vary with local specific need-resource
ratios in such fashion as to facilitate the rendering of a standard
service by all subordinate jurisdictions, provided these jurisdic-
tions exert a 'reasonable' tax effort of their own. Whenever
perfect equalization of benefits is the policy objective, state legis-
latures will not only define and make mandatory service offering
as well as local tax effort, but also provide that the difference
between the amounts produced by mandatory local tax effort
and the cost of the prescribed service be met out of state funds.
Such a subvention is usually designated an equalization grant.

Generalizing upon the various forces responsible for the intro-
duction of grants-in-aid into state-local fiscal relations, it may be

For a descriptive catalogue of grant-itt-aid formulae. see R. J. Hinckles. State
Grants-In-Aid', State of New York, Special Report of the Slate Tax Com-
mission ('935). No. 9. For a critical appraisal of the device, see State of New York,
Report of the New York Stale Commissionof State Aid to Municipal Subdivisions.
Legislative floe. No. 58 (1936); also, V. 0. Key, The Administration of Federal
Grants to the States (Chicago, 1937). and H. J. Bitter,nan, Slate and Federal
Grants-In-Aid (New York, ig8).
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observed that the desire for inter-jurisdictional
transfers of tafunds was generated by public sentiment in a state as a wholeinsisting upon the general proustoti ol a standard

or ifliutmunilevel of some type of service despite (a) a historically
cOliditionetjsituation under which the operating functions coincjdetital tothe performance of the service in question were actually per.formed by subordinate though semi-independent governmentagencies; (b) marked differences either in fiscally exploitableresources or levels of social consciousness, which, as the casemight be, made it either financially difficult, if riot impossible, orunattractive for some minor jurisdictions to offer services orfacilities of the quality demanded by potent groups within thelarger community. Typically, when the emphasis of the statelegislature has been upon stimulation of local tax effort, constaitiratio matching grants have been employed, and when the legis-lative intent has aimed at some degree of

inter-jurisdictionalequalization of service standards, variable ratio matching grantshave been pressed into service.
When the agitation for federal-state variable grants began,students as well as policy makers attempted to follow the state-local procedure pattern closely. They set to work, attempting tomeasure the fiscal capacity oE the states, by constructing so-calledmodel tax systems, applying these systems to the economies ofthe different states, and measuring the states' fiscal capacities interms of the differences in tax yields allegedly derivable from theeconomies of different states.1°

With the passage of time, it was increasingly felt that thisapproach was unsatisfactory," because, in essence, it defined thestates' capacities to perform certain public functions in terms ofthe investigator's preconceptions regarding the proper relation
The term fiscal capacity may be Ieritalively defined a a given insestigatOr'sconception of the proper ratio of taxes coHeciibk to some nteasI,re or selectedmeasures of wealth.

in For an illustration of this procedure, see Mabel Nesseomer, An Index ofTaxpaying Ability of the Stales (Bureau of Publications, I co her', college. Columbia University,
'935); also L. L. Chism. The Economic Aha1:1 if the States 10Finance Public Sc/tools (Bureau of Publications,

'Feacher', College, ColumbiaUniversity, ig6).
1J. R. Blough,

'Equalization Methods for the Distribution of Federal ReliefFunds', The Social Sers'jce Review, IX (Scptemlwr 1q35), f23 IF.
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RELATIVE CAPACITIES OF THE STATES 441

of the private and public economies of the different statcs.'
Increasingly, the interest of those concerned with federal-state
variable grants has shifted from attempts to define and measure
the fiscal capacities of the states in terms of some necessarily
higher subjective frame of reference to possible approaches to the
proximate measurement of the states' capacities to support essen-
tial or desirable services regardless of whether these services are
made available through the instrumentalities of the private or
the public economies.'3

In the following pages an attempt is made (i) to investigate the
possibilities of using income as a basic gauge in approximating
the relative capacities of the states, (2) to consider what seem to
12 In passing. another serious methodological defect of the model tax system ap-
proach may be pointed out. All model systems are but idealizations of contemporary
state-local tax systems. Hence, somewhat more than half of the yield of any one
of the systems, when applied to the economy of a given state, is cicmivetl from
capital base taxes. Capital value is essentially a long run coilcept. imnplpng
perpetuity. Contrariwise, fiscal capacity, to be of significance for variable grant
purposes, must be essentially a short run concept. relating to some such period

as one fiscal year or a few fiscal years. If capital values and fiscal capacity are
to be related, the time periods with which either concept is associated must be
made comparable. Formally, this may be done either (a) by as.sociating the concept
of fiscal capacity with a time period of indefinitely long duration, or (b) by ad-
justing the capital value or values in question. by introducing what may be called

a liquidity coefficient. The first solution is meaningless relative to the problem in
hand, because what is to be measured is possible tax effort, that is, the maximuns

ratio of taxes collected to some measure of wealth over a relatively short period.

The second solution, while not meaningless, is cumbersome, unless one can
conceive of a liquidity coefficient that is independent of the inconse that has been

derived or has a high probable derivability in the immediate future. In addition.
there is reason to believe that the model tax system approach involves double
counting of the same wealth phenomena. For instance, in addition to the capital
value base, represented in the main by realty taxes, the model systems operate with

a personal income tax. To be valid, this procedure presupposes that the ratio
of taxable income derived from real estate to all other taxable income is constant

for all states. On the basis of the limited evidence available, it would seeni that
the assumption in question is not substantiated by observable facts.

In the present imsstitutiomial set.Up. the private econom would seem to differ
from the public primarily by visiue of differences in motivating forces and the
criteria by reference to which their respective operating efficiencies are judged. In

the private economy the motivating force would seem to be the chaimcc at profit

realization and the operating criterion, the magnitude of the positive difference
between out.paments and receipts. Contrariwise, the motivating force in the
public economy would seem to be the production of services that are not pro-
duced in desired quantity or quality irs response to the profit motive and the
performance criterion, the judgment of the politically effective sector of the social

group, a judgment typically not susceptible LO pecuniary acquisitive tests.
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be sonic flbljui pIOt)leliIs at tCtl(l I hg C U rien t at t dnJJ)ts to (level01)
federal-state variable grant prtportieuiality factors on flk' I)
of differcitces in the incomes of the residents of the various states

For purposes of first apprOXimation, it Seems useful to think
of a definable social group as a ch)SCd Ui)ivcrsc whose rai.wn (l'er
is the establishment of relations designed to facilitate the prothic.tion and distribution of those goods and services its

COflStjILiChltparts consider essential or desirable. If we postulate the desir-
ability of maintaining the group's capital intact, the rate at which
desired goods and services become available at an instaiit in time
may be conveniently thoLiglit of as being measured by the rate of
flow of income produced at that instant.'

Though for Some operat bus the Concept of i noonIC producedis useful, it seems inadequate for the purpose of approximatj,g
the relative capacities of the states, simply because it is not in its
entirety aIlocaI)le among the states,'5 If a jurisdictiona' locus is
to be assigned to income, the concept of income paid out 18
Personal income must apparently be utihife(I, The income paidout that accrues to the residents of a given state measures the

income produced may he dei.iied as the marke, value of all commoditjproduced plus ihc market salue of all lwrsotial scrvices rendered minus themarket value of the fraction of the group's sLot k of goods that was destroedcoincicicittal to ilic production of both goods and serskes oser a given interval.CI., Si mon KU!mlCts, Xationaj lnro,nu', I Q2c-, 0 2, Senate I)oc tat. d Cong., ud
Sess. (Washington, 1934), p. ..
15 This statement is riot intended to imply that iiwoi,e produced could not beallocated among the states if one chose to postulate institutions haskailv dif-ferent from those rtI)scrsalslc in the COflIetIlporary United States. Such allocationand actual transfer presuppo..es the establish cue and enlOrcenierit of rules ac-cording to whkh it is to be nude, I he Ior,nulat ion of sudu rules iniplics that themarker is superMaled by some toIahitariti, authot itv that performs the allocation.This paper, hoiseser procceths on th assuu,1,t ion that tile rita, Let is to he re-tamed as the rinzar allocating agent of income Sec R. R Nathan, Part Six.1 Income paid out is debited as the "mo,,cy receipts anti the money equisalentsof the recipts in kind", whirl, accrue to nat ,,,al persons ocr a giveli inteisalof titHe. Cf., Ku,nets, o. cit., p. i - Ihie diticre,,te hietweeti inunuc produced aridIncome paid out user cansparalihe inlcrsals of time is measured hi business v-ings, positive or negative,

17 For the sake of bresity, inconie paid nut svill henceforth be referred In asinConte. However, the genictal sentiment of the (:onlcrence on Rescanh in Na-tiojial Income arid Vctjth has hcn to reserve th term initonic' For 'incomepro(Iticc(l' Zlfl(l to designate what has bee,i called income paid out' h theterm 'agglegate of Iliconie pa'. titcnn to mdi'. iduals'. 5cc Siwli,-'., 101IO?1CS UriCand Ta'j,. -
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rate at which goods and services become available to its residents
in both their individual and collective capacities1

If the above considerations are allowed to stand, personal in-
come accrued to the residents may be looked upon tentatively
as a measure that makes it possible to compare the relative
capacities of different states. However, before the possibilities of
comparing the states by means of the income measure are con-
sidered in detail, it seems necessary to introduce an institutional
complication. So far the argument has proceeded on the assump-
tion that the income accrued to the residents of a given state may
be devoted entirely to the purposes of the state's private and
public economies. This assumption, though convenient, does
violence to the facts, because the federal government draws upon
these incomes by means of federal taxes.

If it could be safely assumed, as apparently it sometimes is,'5
that the ratio of federal tax collections to the income of the resi-
dents of the states is constant, the impact of federal taxes upon
the income of the residents would in no way affect the relative
capacities of the states. However, the nature of federal levies.

taken in conjunction with observable differences in the fiscally
significant sectors of the frequency distritnitions of state incomes

as well as differences in state institutions, lends credence to the
belief that the impact of federal taxes upon state incomes varies

widely.
Concretely, the severity of the impact of federal taxes upon the

incomes of the residents of different states is influenced by

is Strictly speaking. income paid out as defined aboe measures onis the rate

at which goods and services furui;hed through the moue' exchange eroiiOniv
become available at an instant in time. To get a more adet1uate measure of

wellare levels, all goods and seryices furnished through channels other than

the exchange economy could be added to the first. For purposes of measuring

welfare levels or relative state capacities. the ideal concept would dehne income

as the algebraic sum of (a) the market value of rights exercised in consumption.

and (h) the change in the value of the store ot proper:s rights' over an intersal

of time. Cf. H. C. Sinioris. Personal iniome Taxatwu Chicago. 5937). p. r,o.

Failure to take account of non-market economy senices is likek to introdii&e

an error into the determination of the relative eapacities of the states, unless

it ean he established that the ratio of non-market econoIi1 goods and sersices

to market economy goods and ser'.ices is the sante for all stales. SudenLs of

national income have, however. strefiLlousi' objected to including changes in

the value of existing property rights. Le.. capital gains, in national income. See

espcciall t'olu,ne One, Part Fotir.
19 Senate Bill, 5: I2fi, op. cit.
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numerous factors, such as (a) the frequency distrjhtjtj11 of pei.sonal income within a given staLe; (b) the type of tax Systenwhich obtains in a given state; (c) a state's basic insti
Inasmuch as both federal personal income tax rates and fed.eral estate tax rates are, respectively, increasing

functions ofpersonal income and net worth of estates, th ratio of federajincome taxes and estate taxes paid and payable to iflco ofresidents increases as the positive skewness of the in(ome fre-quency distribution increases. In other words, the fiscally signift.cain sector of a state's frequency distribution of personal inconiesis a determinant of federal tax impact. There is ample evidencethat the value of this determinant is niarkedly different fordifferent states.2°

Further differences in the impact of federal taxes upon theresidents of different states reliect differen(-es in the fiscal systemsof the states in respect of the quantitative importance of specialassessments or betterment taxes. Betterment taxes, in currentpractice, are deductible in determining liability under the fed-eral income tax. Hence, as the ratio of betterment tax collectionsto total tax collections increases, the impact of the federal incometax upon the income of the residents of a given state decreases.
Again, there is evidence that the impact of the federal estate taxis not uniform throughout, It is sometimes alleged that theTreasury. in determining the value of the real estate componentof a given estate, is guided by and perhaps leans heavily uponlocal assessments Hec, the market-assessed value ratios thatprevail in a given state must be admitted as a determinant offederal tax impact. Last hut not least, the impact of both federalpersonal income and estate taxes varies with the presence orabsence of the IflStitUtjo of community of property in a givenstate. The relative importance of this factor cannot now he ex-pressed quantitativel, although its presence in some states butnot in others Presumably tends to distort the picture. Likewise.the impact of federal excises can hardl' he assumed uniform. Tomention but one Outstanding illustration, there are still somenominally dry states, despite the repeal of the eighteenthamendment

20 Wucjler op. cit., State Table Ii,
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RELATIVE CAPACITIES OF THE STATES 445

The above instances are cited merely to cast doubt upon the
apparently widely held belief 21 that the impact of federal taxes
can reasonably be presumed to be uniform throughout the states.
It would not seem to require labored argument to show that,
inasmuch as there is a strong presumption that the impact of
federal taxes varies from state to state, all federal taxes paid out
of personal income must be subtracted in order to obtain the
income totals at the disposal of the residents of the states which
measure their general capacity.22

Comparison of total state capacities,23 adjusted for differences
in the impact of federal taxes, is not socially meaningful unless
related to general need or presumed general need. It seems
reasonable to assume for purposes of first approximation that
general need, in contradistinction to a specific need or selected
specific needs, is directly proportional to population. If this
assumption is accepted, total income of residents, adjusted for
net federal drains and divided by total population, or per capita
income,24 would seeni to furnish the foundation for quantitative

21 Subscription to this belief seems to be implicit in the model tax system approach,
for, in essence, that approach seems to proceed upon the assumption that the
application of a given tax system to the economies of different states will abstract
like percentages of the liquid wealth of different states. Cf. footnote to above.
22 The amounts of the income of residents of a given state abstracted by means
of federal taxes during one interval of time accrue in the form of income to
the residents of the same state or other states at a succeeding interval. In other
words, if the time interval chosen for computation purposes is selected judiciously.
the results of the computations for the different states will represent personal
income of state residents minus net federal drains.
23 The above definition ol capacity implies that the market is accepted as the
arbiter of state income allocation. It has been suggested from time to time that
income originating is a superior criterion for the purpose in hand to income
actually accrued. This view, of course, rejects the arbitration of the market.
but fails to suggest a satisfactory substitute. In practice, the proponents of this
view would urge that the income of the stockholders of an oil company originated,
say, in Texas. and that part of it should have been kept in Texas in the first
place by means of severance taxes. The advocates of this view, however, fail to
specify the nature of ihe standard by reference to which they would determine
how much should have been kept in the first place. In view of the contemporary
scramble for revenues, there is good reason to believe that Texas. or for that
matter any other state, keeps. its the first instance, as much as competitive con-
ditions allow.
24 See Nathan, Part Six, for a discussion of some of the statistical difficulties in
obtaining per capita income.
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approximation of the relative general capacities Of tlW (lifer.
ent states.

According to this reasoning, per capita iilcOmcs as lileasured
over a given interval indicate the rclative general

('apacities of
the states. When factored they may be designated c011e('ti\ely as
the general capacity series or capacity in(lex of the States. Inter-
preted in terms of more or less, this iiiiex makes posihle the
generaliiauon that a state that is associated with a flhlniher of
smaller value than some other state has a lower capacit than the
second state. In other words, the capacity index, constructed on
the basis of income accrued to the residents of the states over a
past interval, facilitates measurement of the differences that
obtained in the respective states' general capacities tO satisfy
competing spect tic needs over that interval.

Before possible uses of the index for federal-state variable
grant purposes arc considered, it must l)e pointed out that the
index describes a situation that is in equilibrium, in the sense
that during the interval in question the federal government has
completely redistributed all tax funds collected during the inter-
val. 1-lence, upon termination of he interval, the federal govern-
ment is without funds to redistribute by means of variable grants
or any other reallocation device. If the printing press is disre-
garded, all federal hinds to i)C redistributed UJX)il termination
of the interval must be obtained either by (i) additional taxation
or () the withdrawal of some federal sul)vention made during
the interval by reference to which the capacity index was
constructed.

If we assume that policy makers decide to obtain federal
25 'the tel-ni general capaeüv mar he defined as the ellcciire power of a definablesocial group to satisf Competing specific needs on a certain level.
2f1 Needless to say, the possible iniposnion of additional taxes presents problemsof crucial iInportaii((. which cannot he deali ssitli even tciitatisei in this paper.in passing, howc.r, it mar IK' j)Oiii(eti Out ihat an illlensj%e stiiiiv of the stateucm d isi ri liiii lulls oF nc.In te a iid the t pes of i ilcowe d isi losi t iOn (5 piC2111asscie i,iied ii 1(11 titlferetit SC(tOl-s ol the IreqIlelits oil-ye iiiigtil aid toiisiderablill .tproi lila t tug a I at i(ili;iI soiii ti(tii -Stic Ii a si uth liliglil make it possible toforflitiljt i('IiI.iljsC regartliug tile relat 15)11 ol modes of income dis-1)Os (thu a tid etonotnlr p1 ogress,rogresc living define5! is i) a ii increase inthe ai CJ limier (he incuinC dist u il (iou cuist', (II ( I) a lt'St'Iij Iii (11 the positiveskew uf (lie itit 5'. (II (1 ) Sill he ( oiiil nu ia I wi I ot (.t) a iid ti)t iui,s las i iig the founda-ion for a rat iou,i I fiscal polics that i,.i IHdics that gis cii a us object ire whateveissotilsl be iii forej to the Inca us I ha u II! I ls i K' esl)ecI ed to fad! -



polntlO

tH*itflI

ado

pacitV

Pt--il'1jj :

inodtb
as

RELATIVE CAPACITIES OFT HE SI ATFS

funds for reallocation among the states by means of additional
taxation, it goes without saying that the capacity index must be
adjusted to take account of the additional federal drains upon
the incomes accruing to the residents of the states. Again, if we
assunie that the funds to be reallocated by means of variable
grants are to be obtained by withdrawing a previously granted
subvention, the capacity index must be adjusted to take account
of the withdrawals.

Once the decision regarding the sources of federal variable
grant funds has been made,27 the properly adjusted capacity
index, it would seem, could be utilized in connection with the
determination of the variable grant proportionality factors, on
the basis of which the federal government would match state
appropriations for one service or for selected services. One simple
solution suggested by the above argument would utilize the
reciprocals of the components of the capacity index as propor-
tionality factors.28 Such a procethire is not only feasible but might
be rational if the federal government made variable ratio block
grants 29 to the states and permitted the states to budget the sum
total of their receipts, including federal grants, as their judgment
dictated.

jute the attainment of the given ends. Ever since the publication of E. R. A.
Seligman's Thea' and Praclice 01 Proessive Taxation, in the 'nineties, it has
been an article of faith with legislators that the overall effective tax rate assessable
against taxpayers should he sonic increasing function of income magnitude. It
is suggested that while this view may have lweii entirely reasonable when taxes
absorbed hut a small fraction of national income, it is essentially static in the
sense that it fails to consider the probable effects upon the future behavior of
aggregate income and hears reinvestigation.
?T If federal variable grant funds are ohiained In the withdrawal of some current
federal subvention, e.g., the present constant ratio niatcliing grants, the cost of
variable grants to the Treasury might conceivably be lower than the cost of
currently made subsidies.
28 The capacity index would apparently continue to serve a useful purpose eveis
ii the proportionality factors were not allowed to vary over so wide a range as
might be indicated by the capacity reciprocals. The extent of the range over
which it is desirable to allow proportionality factors to vary must he determined
in large measure by (i) the decision as to the degree of equaliiation desired: (2)
the sources of federal funds; () the probable sources of state matching funds.
29A variable ratio block grant may be defined as a transfer pa%ment from one
jurisdiction to another, which is not designated for SHIV specific purpose, hut which
as a condition of award requires the receiving juris(ltction to match the funds
awarded in some proportion, the proportionality factor being sonic function of
a given receiving jurisdiction's general iseed and fiscally exploitable resources.
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However, the use of the (q)acit% reciprocals.
whUfl CiBf)Jo.edas proportioiiality tactols Ifl (Oflflection vith the avaiding ofvariable ratio matching grants for .ceci/zed Juncijo,i

iflq)liessubscription to the postulate that speci fic needs aic
P'OPoFtionalto general needs. I'ubljc opinion, whose tict tim nw. lie ten[atively accepted, apparently does iiot SUt)Scribe tO thi5 proposition.° Nevertheless it Would seem that the capacity recipro(.aIs

suggested above could be put to use even though the proportioiality of general and specific needs is fbi granted. Absetite ofP10})Ortioflality, if more than an tnlsubsfa,1(jate(t Claim, ismeasurable .4 priori, there SCCIUS flU reason (I) SflsI)ect that themeasured specific iieed differences could not he associated withthe capacity reciprocals. The combinatic,ii of need differencesand capacity reciprocals might then he 05c(! as l)rolrtio,litfactors in Connection with the alloatiun of variable grants forspecific functions, provided the reasoning that has led to thedevelopment of capacity recipro(-a Is is a(ceptcd.If the major Consideratjis set forth above are granted, thefollowing generali,atioi5 seeiii valid: (a ) the )rOhlein Presentedby federal-state variable ratio nlatchil)g grants is paitnariI a proli-lem in territorial or Jurisdictional ilicoliie tratisfers, and, as such,implies the problem of I)etSollal raiisfers; (2) inasnnichas the raison d'être of variable grants is luconiC transfers, fleas-tired income differefl(es must enter Iliti) the composition of theProportion;ility factors for which such grants provide; (j) stateper capita income differences flwastlre the (lifkreaues in thestates' general Capacities to satisfy competing specific needs;(4) hence, the factored state per capita income reciprocals mayserve as federal_state variable grant proportionalit. factors: () ifdifferences in selecte(l SI)ecilic needs are not j)Ioport ioiial todifferences in general need, the (Icvjatiiis mu he measurable,and, if measural)le they may he ifltIo(l(mcej as J)Ioportionalityfactor Coethcieiits

3) LegiIa lois, act I hg upon I he asuinpl lou i of lana Ii w hii designingSaria He granh, would t('iI(t In generate a It'Ii(ICI)(- iin a u it propirt ionalit.F1ot ever. the i)iiili)sopllv iliac Vou Id tnakt nei i a I ii 'on I Ii ,rci1,i-t R)FljhiV 36Slilluption is t tie SetS .iiiti ihesl% iii tiit pIP lostjJi ci nclt'i Is tig ariutilt' grants.l tc I he lat Ici pi O( eec Is ii pan tile assil IIIJH lijii tii,i I iii (el (ii a&ij ilI iileflts olpopu Lii loll 1(1 it JIires,ut. l ('(I Cl;ita iiijt iii list lit' P.IPIII 1(115.1 it'd 11)1 iarher tIitirecnov,
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In conclusion, the writer would like to point out that his
observations are not offered as the solution to the federal-state
variable grant problem. Rather, he has essayed to define and
relate what seem to him the significant variables that characteriie
the issue. If his suggestions stimulate further and better thought,
he will have accomplished his aim.



I)iscussion

I GERHARD COLM

Dr. %Vueller suggests in his thoughtful paper that variablematching ratios should he used in allotting grants and that theratios should \'ar) according to the Glj)aCit iCS and UCCdS of thestates. He argues that general ucc(1 can he represented by popula-tion figures an(l that capacitY can he iIWdStiretl l)\ income re-ceived. I-Ic therefore suggests that the ratios be modified accord-ing to a reciprocal in(Iex of income per caj)ita for the variousstates. This proposal has the great advantage of simplicity com-pared with suggestions to baSe grants oii inure specific measure-ment of fiscal capacity and need. I agree with I)r. \Vnehler'sprox)sal but wish to examine two isstIle hjctioiis.First, it may be (1uesuoned whether income is really the bestavailable measure of the capacity of a state. Dr. Wuellcr suggeststhis method as an alternative to the attempts to measure fiscalcapacity by using a 'model system' of state and local taxation. 1do not discuss here the adjustments of income rcccivcd proposedby I)r. \Vuchlcr, but assume that he applies a measure of incomeat the disposal (if individuals, business,' associations, and publicauthorities. Income received then secnis adequately to measurethe funds available for the satisfaction of puhli( as well as pri-vate needs. The point has been made h- Mr. Martin thatalthough Dr. \Vuellcr objects to the a pplication ot a 'model tax'system, suck a system is implicit in his own proposal. It Wasargued that using unoine asaardstick ol capacity is justifiedonly if individual inwme taxes arc regarded as the ideal methodof taxation, and if the possibility of business taxation is neglected.Such a criticism may he ill ust rated h the hollowing example.(:onsidei- two states. A and B, w'liose residents receive the same
I iit'tt' iiiiiv (lIt II,u-IlI't)II)nh,i1 111111US .iI(' tel lee (ei',iceei.
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DISCUSSION 15'

income. A has large factories which ship gcxxls throughout the
country afl(l which disburse earnings to security holders through-
out the country. B is a rural state with small scale production,
where income produced is identical with income received. A's
fiscal capacity is apparently greater than B's because A can in-
crease its revenue at the cost of other states by various methods
of business taxation. Such business taxes may either absorb some
of the profits which otherwise would go to the security holders
residing outside the state or, if prices increase because of these
taxes, they may absorb consumer purchasing power. Dr. Wueller
disposed of this argument by assuming that the revenues raised by
such business taxes must appear somewhere in the income re-
ceived; e.g., in the income of teachers or officials of that state. He
assumes that "in view of the contemporary scramble for revenues"
each state already taxes business "as much as competitive condi-
tions allow". It might be concluded from this statement that an
increase in such business taxes could not change the relative
capacity of a state. To my mind such a conclusion would not be
valid. It is true that a single state cannot increase business taxes
without due consideration of the tax policy of competitive states.
But if all states increased these types of taxes equally, it would

not mean that time fiscal capacity of all states would be increased
in the same proportion. States with relatively more productive
facilities employed in interstate commerce and finance would
increase their capacity more than states with predominantly
local production or states in which many security holders reside.

However, if the states make more use of this tax source for

internal fiscal purposes the increased tax revenue will appear
somehow in the income received (unless the money is spent for
purchases from other states). Therefore it seenis to me that the
measurement of capacity by income received does not involve

an implicit assumption of a model tax system, hut that it is to

a certain extent determined by the tax system actually used.
This argument to my mind is not of very great practical impor-

tance. Possible objections against using either 'income produced'

or a 'mo(lel tax system' seem of much greater weight. I therefore

agree with Dr. Wueller's practical conclusion.
A second objection might be raised against the assumption

that the population can be used as a measure of general need. It
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seems to me hat there are dilferenres in the (This required li)1satisfying public and private needs from state to state, So thata different portion of the capacity is absorbed in fulfilling thesame type of service in various states. The (i)StS of shelter aredifferent in various regions. 1)ifferent expenses are required forprotection against cold, and similarly, the costs of governmentservices differ between sparsely and densely settled regions,between rural and industrial areas, between plains and mout.tains. If a northern state shows income per capita four times ashigh as a southern state it would hardly be right to conclude thatthe northern state is four times as well equipped for fulfillingadditional state functions. Yet. I hesitate to suggest that a (lirectmeasurement of general need should he applied as one variablein the matching ratio. The measurement of standard householdCOStS ifl various regions is not yet sufficiently accurate for such apractical use and the measurement of standard governmentcosts has hardly been attempted. Until much more progress hasbeen made in this respect. the use of per capita figures as anapproximation seems justified.
The use of income per capita as the basis of variable matchinggrants has two defects. First, such an index makes no allowancefor the fart that it is more difficult to collect money from individ-uals with a generally low income level than from wealthy indi-viduals or large corporations. It may be assumerl that this tend.ency acts against the states with low incomes per capita.On the other hand, the omission of the direct measurement ofgeneral, private and public need may act against the interests ofthe wealthier states since there is sonic reason to suppose that inthese states costs for private and public goods and services arehigher than in the states with lower average incomes. It is difti-cult to say which of these opposite tendencies is mole iuipOrtaflt.If it is believed that the second tendency outweighs the first, thematching ratios should vary less than the inromime per capita fig-ures. The inadequate

measurement of need also leads o theconclusion that grants for specific
PtITPOSCS must he based on agauge that includes a direct measurement of specific needs (e.g.,housing, unemployment, costs of education). Here again wesupport a practical proposal of I)r. Wuellers by a somewhatdifferent argument.
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II E. L. DULLES

The manner in which state incomes are measured is clearly
dependent on the purposes for which measurements and rank-
ings based on these measurements are used, as brought out in
the discussion of Dr. Wueller's paper. I think there may be some
misconceptions prevalent as to the nature of the purposes that
now influence practical procedures in the United States. The
comments on model tax programs for states and on the measure-
inent of state capacity made earlier by educational and other
groups seem to me to indicate clearly the possibilities of mis-
understanding tendencies today and tomorrow.

In my opinionand it must remain an opinion rather than a
factthere has been a marked departure from the earlier ideas.
Those now working in the field tend, with certain exceptions, to
stress not the importance of influencing the fiscal policy of the
states in a constructive way or even of measuring capacity rela-
tive to need, a somewhat later development, but of looking at
the matter to a considerable extent as a question of equalizing
the flow of purchasing power and the demand for consumers
goods. Combined with this effort is the hope that this will in-
crease national stability and expand national production. Im-
plicit in some recent ideas relatt e to comparison of states is the
notion that if we can 'prime the pumps' of demand and produc-
don in certain states, the nation as a whole will benefit and

uppoii unemployment be reduced. Some may question the efficacy of a
program based on such an idea others may accept it but I think
one must watch carefully in the consideration of any set of rank
ings or any comparisons that may become available in the future
to see whether there has been a shift toward this particular

perd' approach. I am inclined to think that the Byrnes' bill does repre-
sent this approach, and that the Wagner bill combines something
of this idea with an attempt to emphasize need. Dr. Wueller's
discussion of net federal drains is pertinent in this connection.
It would carry no weight with those who wish to stress the pur-
chasing power equalization whereas it has more significance to
those who wish to talk about capacity relative to 'need'. The
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three approaches.

1)r. Wueller's paper deals with the economic capacits- of thestates and takes no account of the political iIiStItLitiOflS by which
economic capacity is COnvCrtC(l intO f)Ul)lit revenue and themeans of supporting public functions. For example. the distribu-tion of income has beeti mcnuone(l UI the foregOing discussionand the opinion expressed that it should not be leFt out of the pic-ture in determining state capaity. Is an even (listril)uuon ofincome a favorable or unfavorable factor in relative capacity? Onemay answer affirmatively on the ground that even distribution re-duces extremes of wealth and poverty, neither of whu ii is econom-ically desirable; hut he may also answer negatively on the groundthat an even distribution allows little free surplus (above neces-sary expenditures) and that only such free surplus is a proper sub-ject for taxation. Regardless of the correct answer to this questionit illustrates the importance of the tax ssLeni in determining theability to support public functions. As a matter of fact incomeis the basis for only a very small proportion of state taxation andmore taxes are based upon income produced in a given statethan upon the income received by its residents. It might hepossible for a state to have a relatively high economic capacitywith relatively small potentialities (or revenue tinder existingtax institutions. Some of the ecouoirnc power might not be con-vertible into fiscal power.
I)r. \Vueller has mentioned attempts to take account of taxinstitutions by estimating and comparing yields of a model taxsystem in the various states. This is obje ted to on the groundsthat the choice of a model tax plan is subjective. The objectioncould be avoided were the actual tax plan employed instead ofa model one. The actual tax plan would necessarily represent asort of COIISCflSUS of procedure in the states. For example. thepercentage of state and local revenue derived from property.income, and sales taxes might be used to give these taxes proper
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DISCUSSION 45

weight. The average rate of tax upon each of these bases might
he applied to determine relative fiscal capacities. The great ob-
jection to this proposal is that the statistics on the distribution of
wealth and sales by states are much less satisfactory than those
for the distribution of income received. Nevertheless the use of
per capita net income received as the sole criterion of fiscal
capacity when the tax system in many cases taxes everything

except such net income, seems imperfect.

IV GORDON KEITH

Dr. Wueller proposes that an index of the fiscal capacities of the
several states to support selected services be derived from the
per capita income paid out to the residents after allowance has
been made for federal drains. In selecting per capita income as

the sole basis for his measurement of capacity, Dr. Wueller de.
liberately departs from the model tax plan approach to this prob-

lem by excluding the direct contributions of property and of
business enterprise from his index, and by making no allowance

for the effect of different distributions of income upon fiscal
capacity. I question both the theoretical validity and the practical

wisdom of these exclusions.
While it is fair to ask whether property that does not yield an

income easily measurable in terms of money contributes any-
thing to the fiscal capacity of a state, it is hard to deny that a state

with much such capital within its taxing jurisdiction is better

off than a state with little. The latter, if it is attempting to raise

the general welfare of its people, has more claims upon its income

than the former. Furthermore, property, whether it is income

yielding or not, is an existing source of tax revenue that cannot

be wholly discounted. If it is held to be desirable to give property

less weight in measuring fiscal capacity, it would seem to be more

reasonable to effect such a change under the model tax plan than

to throw it out altogether, as Dr. Wueller suggests.

Similarly the formal difficulty of estimating the extent of the

contribution business enterprises make to the fiscal capacity of

a state cannot justify the exclusion of such contributions when

they are as certain as that business enterprises pay taxes. More-
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DISCUSSiON 457

against income. Discussion of these two concepts cannot be en-
tirely separated.

Dr. Wueller points out that the use of estimated revenues
from model tax systems as measures of fiscal capacities has been
subjected to significant criticism, in part on the giounds that the
selection of models involves the investigators' preconceptions. It
is important to recognize, however, that the use of unadjusted
income data as indexes of fiscal capacities provides no absolute
solution for this problem. Such an approach merely assumes a
niodel tax system in which every dollar of income, within the
limitations of the concepts employed in the measurement thereof,
is equally taxable.'

In considering the problems inherent in the use of income data
in the construction of indexes of fiscal capacities, it might first
be profitable to consider a few generalizations 2 on the nature of
the relation between our public and private economies. (a) Tax
structures are determined by public opinion, or politically effec-
tive sentiment. (b) Further, taxes take three general forms: levies
against income, transactions, and wealth. (c) The functioning of
our government units today is such that it is extremely doubtful
that any differentiation can be made beyond the national gov-
ernment on the one hand and a combination of state-county-city-

minor divisions on the other.3 (d) There are claims against tax

revenues that have a priority status relative to other ckims. (e)
There are claims against income of such a nature that the
amounts thereof are less subject to taxation than the rest of
income.

The control of tax structures by public sentiment raises some

presumption that the assumed model tax system should be based

upon the existing system. It is not reasonable to presume that
public sentiment will approve any assumed structure that is radi-

cally different from the existing structure. Assumption of a

t Dr. Wueller implies that some dollars are not equally taxable when he recoin-

mends deduction of federal tax collections from income before computatioli of

indexes.
2 Subject, of coiiie, to the usual exceptions.
3 That is, there is a relatively distinct cleavage betwecul the SCI ICCS PCI lOIIIIC(l

by the federal givernm(Iit and by dl other goVCrIImClIt units. ihe dea;ige is
much more ragged between the services TCII(ICCCd b each of these other goeI n-

ment units.

r
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radically (Ii tIer cut structure may vel I tend to defeat the
PUrposefor which the assumption is made, since the inherent rigidity ofthe tax structure might prevent the raising of the revenue that is

presumed in the indexes of fiscal capacities. This Consideration
is especially important because the idea of variable grants appar.
ently tends to become effective in government policy when suf-ficient revenue is not raised for performance of a service at agiven level. There is merit, of course, in the apj)Iicatjofl of thesame model in all units.

If this interpretation of the importance of existing tax struc-
tures is accepted, some attention must be given to the relationbetween taxation and income. Existing tax structures levy
against income, transactions, and wealth. 'Fhe Bureau of the Cen-
sus shows in official fIgures for i 931-32 that only a small propor-
tion of state and local revenues were then derived from taxationof income as such and part of this probably represents taxeslevied against corporate income. Because of the effect of exemp-
tions and variable tax rates, even this small proportion will prob-
ably not be related directly to measures of income. Taxes leviedagainst wealth are taxes levied against valuations of future in.
come or consumption and need bear no fixed relation to current
income. Taxes levied against transactions are related to current
income perhaps even less directly.

The interlocking functioning of state, county, city, and minor
division government units in the rendering of services may bereadily demonstrated.4 This interlocking becomes importantwhen the priority of claims against tax revenues is considered
because, granted the priority, the adjustments to income figures
in recognition thereof would need to be based on the total costsof the services as rendered by all the different units. An illustra-tion of priority of claims to tax revenues lies in the reasonable
4 Financigjl Statist irs of Slate and Local Gopernme,,ts. iqa. Thesc are the latestofficial and comprehensise figures.

Such income may or may not be included, at least directly, in the measurementof intome used as a basis for computing an index of fiscal capacities. The per-centage of revenue (Ierive(l from income taxes has risen in ti,e interim but prob-ably remains definitely less thati reveuluc front other sources.In I93I-5 gosernmen cost l)atnents by counties for health anti sanitationssere 29 per cent of all such gosernni cost pasnsenls in Ohia and 17 per centin Indiana. Cities Contributesj 8 per cciii of all government cost payments forliighwass in Ohio and 25 per eni iu liidiaiia. Similar illustrations are numerous.
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certainty that such services as the protection of persons and piop-
erty will be maintained at some level or degree before services
such as the payment of pensions to the aged are initiated.

The establishment of priorities is difficult. There is a possible
presumption, however, that the services first provided by gov-
ernment are the most important, although such a presumption is
subject to limitations imposed by changing public sentiment.
Perhaps more fruitful analysis could be made in terms of the
services first curtailed when government units have adopted pro-
grams of economy. To the extent that rationalizing from the
order of establishment or curtailment of services provides a basis
for determining priority of claims against tax revenues, this prob-
lem may be solved with relative ease. Ideally, however, the analy-
sis should be made in terms of levels of services and this treatment
would be more difficult. Perhaps some workable solution is de-
rivable by an assumption of priorities on the basis of some type
of analysis suggested above with an arbitrary assignment of pri-
ority to the service to be initiated, equalized, or expanded in
such position that expenditures for services of later priority
would tend to offset possible economies in expenditures for serv-
ices of earlier priority.' Of course, the whole idea of priority of
claims is necessarily based on the assumption that tax revenues
are limited.8

Some forms of income are not subject to taxation as income,
but they are relatively limited. All, or nearly all, income is sub-
jected to taxation when translated into consumption or savings.
More important is the fact that different forms of income, con
sumption, and savings are taxed at different rates. They are
taxed at different rates both because of their inherent nature and
because of their tendency to be identified with different classes
of income recipients. The emphasis today on taxation levied on
7 For instance, assume the existence of services A, B, C. and D and the proposal
to add service E. Analysis determines the priority ranking of A, B. C. and I)
in that order. We assign E to a position between C and D on the further as-
sumption that possible economies in the cost of A, B, and C will make It possible
to continue D at some level and render service E at a defined level. This is an
illustration, not a formula.
a If government had the means ol performing all conceivable services there would
be no problem as to which services to perform and at what level. This is obvious.
but its recognilion is important because it establishes priority as a function
of revenue.
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the basis of so-called ability to pay is clear in the held of
taxation proper. To the extent that wealth and Oh are Sitflj.Jarly (liStributed the tendency is also clear for taxation leviedagainst wealth. The relation of taxation levied against tIan,1(.tions to income is less clear. Perhaps no exact (lual1titltj-e solu-tion can be formulated to express the relation of taxation toincome, but the importance of the coosidcratioii might well war-rant the assumption of sonic arbitrary per capita deductio11 irolnincome before computation of indexes of fiscal capacities.These many problems might seem to demolish the case for theuse of income data in the making of variable grants were it notthat the existence of a better basis for making such grants has uobeen demonstrated. Pending the dcvelopmctn of a better basis,it might be wisest to make adjustments to income data and toemploy these adjusted fIgures in the onstruction of indexes ohfiscal capacity. Tue need for adjustment arises from the two ideasthese comments have sought to establish; not all income dollarsare equally taxable; a priority of claim against tax revenues ex-ists. In general, the solution to the first problem will be found indetailed analysis of income by type of paylnciu,a and to the sec-ond in detailed analysis of the structure of govcrnmeiiThe adjustment procedure might follow Some such pattern asthis: (a) From total payments or come of each type in all unitsto receive the grants, deduct all collections of taxes by the gov-ernment unit making the variable grant, since the assumption ofa Superior priority for such collectioiis is '-hal to the logic ofvariable grants.° (b) From the net totals above subtract someamounts totaling to an approxitnation of the anlount of incometo which other claims exist of priority superior to oilier taxclaims. This might be a standard arnottlit varied between locali-ties on the basis of relative costs of a standai-d of living. Becauseall, or nearly all, income is subject to taxation in its (IisJ)OSjtjOfl ifPending the dcseloj,meiit of Or °pplcflicrit t nals of sue distributionsof income

'o Note the ditiictdt of assigiiiiig (le(tlIctjoiis as th;irges ag;iirlst tspcs of pay-nient. Tb is ii IIli( u ltv Shoti Id not (1011(1 the t he,,, v, Jil O%(- Cr. ' rut r,,i bet tCia ppro.tch otlers it self pout iii g the des C IOj)rIICii I of Si/C (Iislit I iii i it tfl of I ncnie.Si ru Ia r t rca t men t niigh t a Iso lie gi sen to hoi mu ings of the ii ii it niaki rig the'amiable giant to the cxterit that Sl1( h 1511 rowing. illerer' 0 ta I i letti , but sudian adjustment is not
pracri(al)Ie because of the (IIIIi(liItv of ide,ui5 lug geographicsources of funds.
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not in its rC(:eipt, these deductions caii be merely approximatiolls
to the amount of income pCr capita hot subject to taxation Ufl(lCr
the general pattern of taxation standardized from existing tax
structures.'1 (c) Adjust the remainders for all units in such man-
ner that each dollar of combined type of income or payment
totals will be equally taxable. This process would be essentially
one of applying different weights to different type of income pay-
ment remainders.12 (d) Convert the figures for all units adjusted
in step (c) to the level of the sum of the remainders (b) for all
units. This amount is gross potential tax revenue by definition,
since prior claims to income have been deducted in (a) and (b).
(e) From the gToss potentials above, subtract amounts deter-
mined to be superior claims on tax revenues. The resulting net
revenue potentials will serve as a basis for computing indexes of
fiscal capacity.

VI HANS NEISSER

Dr. Wueller's index is based on two premises, that 'ability' can
be measured approximately as average income in the state, and
that 'needs' are approximately proportionate to population. I
shall not attempt to discuss here the validity of these standards;
rather I shall attempt to present the logic of the regional income
concept to be applied if these standards are accepted. The prob-
lem is: to what extent must federal taxes be considered as reduc-
ing ability, and federal disbursements as increasing it? From a
theoretical point of view, any state finds itself in a situation
strictly analogous to the situation of tIme nation as a whole in rela-
tion to foreign countries. Now, we define the available income in
the United States as given by the value of the net output plus or
minus the balance of the current debt payments from or to for-
eign countries; voluntary contributions sent abroad are not
treated as reducing available income.
11 Persons at or below these levels will pay taxes, but the ;InSotIflt of such taxes
should be approximately equivalent to the additional taxes peisotis above these
levels would have paid had all their income been stibjeU to taxation.
U Note that payments of (liffcrcnt types may be taxable (lirecily or intlimertly
more than 015CC and in ,iiorc than one jurisdiction. Further, this adjument or
equalization lutist also take care of the equation to income of taxes les icd against
transactions and wealth as well as income, consumption, and savings.
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Correspondingly the available income in a region
or state isequal to the value of the net Output pLUS Of HUflLIS current debtpayments from or to 'abroad'; 'abroad denotes here not oni) theother states but also the federal government.

The value of the private net output is equal to the sum of netincomes plus cost taxes minus subsidies. Cost taxes are all taxespayable by an entrepreneur and deductible from his taxable in-come. It does not matter by what authority these cost taxes areimposed, whether by the state or by the federal
government, butit matters where they are imposed. Tariff duties, for example,affect only the price 0/import goods, which do not represent apart of the net output in the state. On the same grounds the in-come in state A is not affected by excise taxes or sales taxes im-posed on capital goods produced in state B by either federal orstate government, even if these goods are exported to and uti-lized in state A.

The 'public income' in any state is given by the net value ofservices performed in the state by the government, exclusive ofmere 'transfer expenditure'. Services of the federal governmentare on the same footing as services performed by the state or mu-nicipal government. A difficulty is created by the centralized serv-ices of the federal government, i.e., its activities in Washington,D. C., the costs of the army and navy. etc. One can either leavethem out of consideration or distribute them among the statesaccording to some standard.
Main interest centers around the correction of the value of thenet output to allow for current debt payments. Interest, rent, anddividend payments from firms in one state to residents of an-other state i-epresent the one item. The other item is representedby federal taxes. From the outset it is clear that no 'federal drain'from the state is created by cost taxes which, not being levied inthe state (according to the prm(:iple stated above), do hot affectthe income in the state; and it follows too, that it does not mattermuch which federal cost taxes were included in computing thevalue of the 11va net output of the state: because the federalcost taxes included cancel out against the corresponding item inthe federal drain. The items that really count are federal non-Cost taxes, especially income and estate taxes.Against the federal drain, constituted as just (lescril)ed. we
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have to put, in the 'balance of payments' of the state concerned,
the 'federal reflux', i.e., payments from the federal treasury to
the state rcgardlcss from what sources or for what purpose. In
other words, the available income in the state consists first of the
services of certain federal officers residing in the state, and sec-
ond, of the income these officers receive from Washington and
enjoy as members of the community they are living in. To con-
vince oneself that flO double counting is involved one has only
to consider the limiting case in which the total federal drain is
returned as salary for, say, federal judges residing in the state:
the net federal drain is zero and the services of the judges are a
part of the income in the state.

If the regional income, determined in the way just indicated.
is to be used as the basis for assigning federal grants, then it must
not be overlooked that such grants would form a part of the fed-
eral reflux and, therefore, would increase the regional income.
The most logical thing to do is to include the grant in question
in the 'hypothetical' regional income and to compare it with the
'hypothetical' income in other regions. Otherwise, splitting tip
the grant in successive portions would affect the result.

Dr. Duties' comments on Dr. Wueiler's paper serve to bring to
the fore a confusion that seems to account for much of the failure
of the author and the other commentators to see eye to eye. Dr.
Wueiler objects to model tax systems while Dr. Groves and Dr.
Keith defend them; Mr. Martin and to some extent Dr. Groves
suest that a particular model tax system is implicit in Dr.
Wueller's scheme and that this implicit system is undesirable
since it assumes all taxes directly related to income; Dr. Wueller's
reply seems to be that this is not a valid objection because the
assumption is not far from the truth, but that it would not mat-
ter even if the assutnption were far from the truth because the
additional tax income appears in the accounts as income of gov-
ernment officials; Dr. CoIm agrees with Dr. Wueller's conclusion
but for only the second of the two reasons advanced.

These confusing and contradictory attitudes can, it seems to

VII MILTON FRIEDMAN
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me, h resolved if we follow Lij) the hint that Dr. Dulles lets drop.Dr. Groves, Dr. Keith. Mr. Maruu, and, I believe, l)r. (AiIm in-terpret the PCE capita income figures primarily as iniended tomcasure i elative capacity to sec u ic reven ties for governmentfunctions, i.e., as intended to measure relative fiscal capacity. Intheir view, Dr. \Vueller takes the concern of the government unitthat is contemplating
the making of grants--preSUlnal)l y the fed-eral governmentas primarily the maintenance of t lie functionsof the governments to whom the grants are nla(lepresuiflablythe statesat a level fairly uniform from state to state. The levelof activities other than those financed by public bodies is takento be either of no concern or of oniy secondary concern to thegovernment making the grants. II this interpretation were ac-cepted, and strictly adhered to, the objections of the commenta-tots wQtIl(l have to be granted almost complete validity. Therelevant question from this point of view is the amount the statescan raise as revenues; and if taxes based on or closely related toincome do not provide the greater part of the revenues of thestates, it will be a pure accident if per capita iflCOiW is a goodindex of fiscal capacity in this sense. Moreover, it is no answer tothis criticism that the tax receipts appear as the income of gov-ernment officials and therefore are fully taken into account h'measures of per capita income. This is the same sort of lifting-oneself-by-the-bootstraps argument as the contention that becauseindividuals spend their incomes, a particular finn can pay anyamount to its employees, since the more it pays the more it getsback. The point is that SO far as part of the funds paid to govern-ment officials are returned to the state in the form of taxes, thismerely means that the nd cost of government services is less thanthe figuresentered in the books; and the larger the total sum paidto employees the greater the reverse flow. Bin obviously this inno way accounts or allows Ioi differences in the ease with whichthe funds to meet this tie! cost can he obtaUle(l from the rest ofthe coinmunity--the real point at issue.Another interpretation of the purpose for which the per capitaincome figures are to he used is,

however, possible. One may in-terpret them as uwasuriug the capacity of the states to performboth government aII{1 private activities, i.e.. as uuwastiriti relativeeconomic capacity. Under this interpretation the purpose of
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grants by the federal government would he to equalize the level
of real income among the states whether this income is provided
by public or private activities. From this point of view, the use of
per capita income can no longer be objected to on the grounds
that many taxes are neither based on nor closely related to in-
come. The character of the tax system will determine the rela-
tive share of public and private activities in a state's economy; it
will only indirectly affect the absolute level of 'real' income, ex-
cept as one state can through taxation divert to itself income
that would otherwise have gone to a different state. Further, the
inclusion of both the incomes of public officials and the taxes
paid out of income in measuring the per capita income of the
state is entirely valid and completely ai'.ws for the direct in-
fluence of differences in tax systems.

It is not entirely clear to which of these interpretations I)r.
Wueller adheres. His seemingly studied avoidance of the modi-
fier 'fiscal', his repeated reference to 'public and private econ-
omies' in discussing services, and the internal structure of his
argument all point, though by no means unambiguously, to ad-
herence to the second interpretation.

A clear differentiation between the two interpretations sug-
gested serves to clear up several difficulties in addition to those
already mentioned. Consider, for example, the question whether
federal drains should be deducted in computing per capita in-

come. If the per capita income figures are interpreted as measures

of fiscal capacity, the first interpretation and if there is a clear
separation between the functions of the federal government and

of the state and local governments then the federal drains clearly
should be deducted, for they represent part of the income of the

state that cannot possibly be used to finance functions of the

state or local governments. On the other hand, if the per capita
income figures are interpreted as measures of economic capacity,

the second interpretation the treatment of federal drains de-
pends, in theory at least, entirely on the use made of them. That

portion of the funds that is used to provide services enjoyed by

the residents of a state, or that is returned to the state in the form

of grants, clearly should not he deducted; the remainder equally

clearly should be deducted. (The remainder might of course he

either positive or negative.)
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residents is higher the larger the size of community in which they
reside. Because of the greater importance of large cities in New
York per capita income in New York State would, under these
conditions, be considerably higher than per capita income in
Alabama. In making equalizing grants based on measures of per
capita income, funds would be raised in New York State and
transferred to Alabama. The net result, in the absence of at-
tempts to equalize incomes within the states, would be that the
poor farmer in Alabama would be subsidized, and the equally
poor farmer in New York taxed! If the differences among sizes of
community in average income reflected in the main differences
in cost of living, the end product would he even more undesir-
able. In that case, equal standards of living in two states would
necessarily be rendered unequal by equalizing grants. This tend-
ency would be even stronger if, as Dr. Coim suggests, the cost of
rendering the services supported by the grants varied in the same
manner as cost of living in general.

I am not of course suggesting that the hypothetical situations I
have outlined are correct and adequate representations of the ex-
isting situation. But the chance that they are not completely
unreal seems sufficiently great to raise a serious question as to the
wisdom of utilizing state per capita income figures as the basis
for apportioning equalizing grants before the nature of state dif-
ferences in per capita income and of size of community differ-
ences in cost of living are thoroughly investigated.

VIII P. H. WUELLER

I should like to take this opportunity to call attention to an
apparent misunderstanding between myself and the commenta-
tors on my paper. As Mr. Friedman has pointed out, one "may
interpret"' my suggestions as being concerned with the proxi-

'In the spirit of 'vindictiveness'. I beg leave to point out that, in my opinion.
Mr. Friedman's phrase "may interpret" accords the commentators a inore lavish
measure of the benetit of doubt than they are entitled to. In partial stibstantiation
d this opinion, it may be pointed out that, seemingly, only two of the seven
commentators (Gordon Keith and J. L. Martin) criticize my proposal on the as-
sumption that the formulation and quantification of some concept of liacal capacity
is the issue under comideration, Dr. Groves, on the other hand, though observing
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terms of the investigator's Preconception as to the 'ploper' rela-
tion of the private to the public economy. Again, use 0 the aver-
age tax system seems unsatisfactory, because to be truly repre-
sentative it would make extensive use of capital values for tax
base purposes.4

Third, Mr. Martin, though apparently accepting inCome as a
basic capacity gauge, proposes to use the measure in a somewhat
different manner from that suggested by me. Mr. Martin seems
to object to the suggested use of income data on two grounds. In
the first place, he seems to be of the Opinion that the suggested
approach implies subscription to the postulate that "all income
dollars are equally taxable". Second, he feels that "a priority of
claims against revenue exists" which the suggested approach al-
legedly disregards. Mr. Martin's first contention seems to lose its
relevance if it is clearly realized that I aimed at suggesting a ineas-
ure of economic rather than fiscal capacity. In considering Mr.
Martin's second contention, it is well to remember that one of
the purposes of variable ratio grants is to change the "existing
priority of claims against tax revenue".3

In conclusion, it ma be perinissil)le to call attention to some
of the possible objectives of federal-state variable ratio matching
grants. As Dr. Dulles has pointed out, different interests may wish
to use the federal-state variable grant device for different pur-
poses. To clarify my position, I should like to state that through-
out my paper, I proceeded upon the assumption that it was the
purpose of federal variable grants to facilitate some degree of
equalization of service offerings.

Last, as regards the probable degree of equalization that could
reasonably be expected if federal-state variable grants were incor-
porated into the contemporary institutional framework, I share
Mr. Friedman's point of view. He suggests that at least iii those
4 Cf., ibid.
5 To the extent that Mr. Martin's priority argument is a logical derivative
of his claim with resjecL to the alleged rigidity of tax systems, it is of doubtful
validity. The term 'rigid', which Mr. Martin applies to statc tax systems, is HoL
meaningful unless related to some point of reference. Some such necessary rela-
tion Mr. Martin fails to establish. However, tax systems, that is, the absolute
and relative yield of specific tax bases, nominal and effective rates carried by
specific bases, as well as the relative magnittide of total revenue fractions devoted
to specific purposes, exhibit higher rates of change than some basic series such
as income paid out, population, volume of product. and sales.






