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ABSTRACT

This study attempts to analyze the effects of an
income maintenance program on state and local tax
shares and the provision of public services, in

the agaregate and the mix, The theoretical analysis
1s bhased uprn the emerging theory of public goods
and collective choice develoned by Buchana, et al.,
and traditional demand theory.

The general conclusions of this study are that a
naticnal negative income tax program based upon
the general features of the federal income tax

. including deductibility of state and local texes,

will tend to:

(1) increase or decrease local (or state) public
expenditures in poor or wealthy localities
(or states), respectively, and increase state
and local expenditures in the aggregate;

(2) increase the rate of migration of the wealthy
to suburban tax havens;

# (3) increase the regressiveness of state and

.. local tax sharing arrangements;

(4) increase local political tensions to the
extent that phenomena (2) and (3) above
arc inhibited by cultural and institutional
inflexibility;

(5) eliminate or significantly reduce cash
transfer programs at the state and local
level, but not significantly affect more
directed welfare programs such as family
services; and ‘

(6) increase the public (as opposcd to private)
provision of quasi-public services and
reduce the use of user-charge financing of
public services in favor of general tax
financing,

The study then goes on to suggest means by which
the central hypotheses of this paper may be tested.
In general, social cxperimentation can play but

a minor role here, the bulk of the research

cffort having to rely on the more traditional
modes ¢f econcmic and social empirical research.



Incone ifaintenance and the State and Local

Tax~Expenditure Package

A much neglected phenomena in public finance is the dimpact of the
foderal income tax structure, more particularly the deductibility of
stat.. and local taxes, on state and local tax-expenditure decisions.
O0f course, it is widely recognized that the deductibility feature re-
duces the marginal cost of public expenditures at the state and local
level and thus has a positive cffect on their aggregate amount; but
the nature of this cffect has not been rigorously specified nor has
much attention been paid to its empirical measurement., The purpose of
this paper is to approach this problem with special reference to the
possilble adoption of a negative income tax or other income maintenance

program,

The predictive model developed below will be based primarily om

the newly cmerging thecory of public goods and political decision making.

At the forefront, of course, is the work of Buchanarn and his colleagues

and disciples.! I wish to make it very clear at the outset that I make

no claim to breaking new theoretical ground in the fundamental theory; nor

will the models be as rigorously specified as thoy are in conventional -

econcmic theory of market and private goods. The state of the emerging

theory of public goods and political docision dozs not permit such

lgec. [2, 3, 4, and 5]. The work of Arrov [1] and Downs [6] alsoi

bears on these questions as do many others. See [3 and 5] for cxcel-~
lent bibliographies on the development of the new theory.
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rigor and I do not bridge that gap. Rather, I will couch the problem
at hand, predicting impact of income maintcnance on local tax-expenditurc
decisions, in terms of reasonable or common sensc derivations of the
new theory.

The questions to be asked fall into three broad categories: what
impact will an income maintchance progran have én (1) aggregate tax-

borrowing-expenditurce decisions by localitics, (2) tax sharing arrange~

‘ménts, and (3) the mix of public gervices provided?

" . The questions are asked within the framework of a federal system

. of decision making; that is, public goods and tax decisions are made at

three diffcrent levels of'government, national, state, and local. I
accept national or federal decisions as given, except, of coursc, the
basic decision to be comsidered, the adoption of an income maintenance
prqéram. This fedcral progranm would impinge on states and localities in
three basic ways. (1) It would provide a public service, welfare inAthc
form of transfers to the poor, that may induce reaction in the provision
of substitutable and complementary local services. (2) It would induce
@ggregate income effectsiin the varicus localities, positive in poor
localities, negative in rich. (3) It would induce price effecets in all
localities because of the feature of the federal income tax that provides
for deductibility of local taxes for federal tax purposes and for non-

rcporting of municipal bond interest.

Price and Income Effects Considered

Let me imagine that the federal government adopts a negative income

tax of the Fricduan form in which payments arc made to poor families on
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the basis of some rate times the amount thelr gross income falls shért
of cxemptions plus deductions for federal tax purposes. I will assune
that in the broad aggrcgaﬁc--thc country as a whole=-the program is fully
funded; that is, the increase in rates above the break-even point is
just sufficicent to pay the transfers to the families and individuals
X .below the break-cven point. Thus, in the whola, income effects are zero.
'ﬁi;hiu the wholz, of course, poor communities will receive more trans—
' fers to;théir pocr than the well-off will pay in higher taxecs. And rich
éommuni#ies will experience the reverse aggregate income effect. |
For the moment, howaver, let me work with a typical or average com-
. munity ;n which aggregate income effects are nil. TFor this community,
-the prdg}am induces a positive price effcct for all in the sense that the
incrgﬁfg in marginal tax rates across the board will reduce the marginal
cbst;éffiublic services to all, given present tax shares, For exemple,
previouély a tax bill of $100 to a poor family cost the family $100 since
ti:ey waid no faderal taxes to be reduced by the deduction, With thi? pro-
pran, uowever, the 3100 deduction will accord them a $30 transfer, assum-
ing a 50 percent negative tax rate. (I will overlool: the e“fect of the
standard deduction scheme which eliminates itemlzing of deductions by
many poor familiecs). Similarly, the well-off will expecrience a reduc~
tion in marginal cost of local taxes since their tax bill now reduces
their federal tax more by reason of the tax rate increasc requirad to
financé the program. Presumably, the marginal tax increase for the well~

off will be much less than that for the poor sincc their numbers are so

rany nore.
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™.
Income effects for the poor and well-off groups are opposite, how-

ever. Poor families experience a positive income effect as well as a

positive price effect since they receive the transfers under the program.-.

\\

“
Families above the break-even point will experience negative income effects .

because they pay higher taxes. Since I am assuming a typical community,

aggregate positive effects on the poor balance off negative effects felt

by the well-off.

Now, assuming that individual demand for public goods is a function
of income and price, demand for public goods by the poor will certainly
increase since their incomes have risen and the mérginal price of public
goods has fallen. For the well-off, the impact of the program or demand
is not certain, since the price effect on public goods is positive and
the income effect negative. However, if the income elasticity of demand
, for public goods is close to one, and empirical evidence indicates that
this is a fair presumption, the net effect on the demand of the well-off

will probably be slightly negative. These effects are illustrated in

Figure 1.
Figure 1
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For the well-off and the poor respectively, WW and PP represent the
initial budget lines as between public and private goods. The entire
lines are not shown (especially for the well-off) because the marginal
federal income tax rate is not comstant. I will assume constancy in.the
marginal rate in the neighborhoods shown in the graph. The slopes of
PP and WW represent the marginal cost of public goods and réflect tax
sharing arrangements and the deductibility of federal taxes. (Without
going into the detail of budget line comstruction for given tax shares,
I will point out that the more progressive [or less regressive] the
local tax sharing, the stceper will be the slope of PP relative to WW).
Assuming tax sharing remains unchanged, the effect of a negative income
tax would be to shift the budget lines to W'W' and P'P'. Note that slope
(P'Pf) > slope (PP), and slope (W'W') > slope (WW) in terms of absolute
valﬁes,

If the incomc elasticity of demand for public goods is close to
one (as drawn in Figure 1) the effect of the program is to sharply in-
crease demand for public services by the poof° The increase in demand
T.~-T. is proportionately greater than the incrcease in transfer income

170
precipitating the increasced demand because of the price effect induced

by deductability of local taxes for federal tax purposes; that is,

s '-il 2 q v - B 'l ) =]
T-T > I TO, vhere T 0 TO is the increase in demand we would expect
with no price effect (budget line P'P") and income elasticity of one.

For the well~off, the decline in demand for public goods is mild

in the sensc that it is proportionately less than the decline in dis-

posable income induced by higher taxes because of the positive price



Heing~&

sffect of higher tax rates, That is, G0~-Gl < GOmGO‘ vhere GO--GGv is the
proportionately equal decline in demand expectad with reduction in dis-

posable income with no price effects (budget line W'W") and income elas-
ticity of one.? It can be readily proved that if the increased transfers
to the poor equal the higher taxes on the rich, the sum of the increased

demands Tl—TO of the poor will exceed the decreased demands GO--G1 of

the well-off,

The Impact on Expenditure Decisions

Within a framework of majority rule political decisions, one cannot
conclude that the changes described above will nccessarily induce an
increase in the quantity of public services provided. Unfortunately,
expenditure models within a voting mechanism and many-person world are
not yét sufficiently refined to draw definitive conclusions. But, let
me proceed 1in a speculative manner to draw some tentative conclusions
bascd on relatively simple notions of collective decision making.

Suppose the rclevant model is onc in which persons have well defined
uni-modal preferenccs and majority rule prevails with no means of regis-

tering intensity of preferences.® In this case the median voter will

2yhile it is obvious that G, > G.' given mv assumptions, it is
not obvious that G, > G,, that is, that the positive price effect will
not more than offset the negative income effect. Proof that my con-
struction is accurate is complex and involves better specification of
the budget linc reductions required to make the increased federal taxes
on the well~off balance the transfers to the poor. For my purposes, it
is sufficient that Gy > GO'.

3For the moment I am assuming fixed tax sharing, and votes are only
taken on the expenditure level so that vote trading on various issues is
not permitted. BSee [3, pp. 101-125] for a discussion of such models.
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prevail as the decisionmaker. The impact of the negative income tax
deseribed above will then depend on the arrays of demand for public
sources bafora and after the ndoption of the program.

Consider Tigures 2(a) and 2(b) ir which two such arrays with
resultant changes arg showm. The figures are one dimensional with the
quantity of public services demanded represented on the horizontal axis.

Tha symbols w and p represcnt well-off and poor individuals respectively

z

with various initial demands for public scrvices, with w' and p’ repre-

senting their demands after the program is adopted., Tax shering is

' w' w' w' w‘l Jw' w! w' w' Quantity
W W W W W W W W w of
1 7 Public Goods
0 P p’ P ! I-"Y ? , p’ P pv
GO Gl
Figurs 2(a)
'
w' ow ow v w ow W ow' v Quantity
w W W W W W W w..u of
it P D D Public Goods
0 n’ p? nl '
€81

Figure 2(%b)

assumed to be given in cach cise and momentarily unchanscable." Refleocting

the expected changes derived in the previocus section, the w' are to the

“Constant tax sharing means that individuals will finance increases
in expenditurces by paying the same proportion of the increase as thoy
paid for the initial cxpenditure level. Tax sharing is determined on
the basis of gross local tax payments and not net of federal taxes
therchby reduccd. I think it is worthwhile noting that if tax sharcs are
imposad from outside the locality (as differentiated from internally
determinod in vhich casc expenditure and sharing decisions arc mutual),
the initial arrays are more likely to look like Figure 2(b) than figure
2(a) if tax sharing is progrzssive. Progressive sharing means that the
poor are apt to demand more scrvices and the well-off less,




ireins~-8

left of the w, and the p' are to the right of the p; thet 1s, the well-
of f show a mild decrease in demand and the poor a marked increase in

Jdamand.

Given the array in Figure 2(a) the expenditure level can be expscted

to increase from G, to G19 but tiie array in Figure 2(k) shows a reduc-

tion from G0 to Gl' What this means, of course, is that if the poor are
for the most part already demanding more public sarvices (given their
tax share) than are provided, the political forces induced by the pro-
gram are apt to result in decrcasad provision of local services as shown
in Figure 2(b). 3But, if the poor are substantizally represented below

the median demand, the program may induce an increase in public services

as shovn in 2(a).

The Impact on Tax Shares

Let me now assume the possibility of changing the tax sharing
scheme.® Because the poor have now experienced a marked decline in the
net cost of local taxes and higher disposable incomes, they may be in-
duced to offer an increasse in their tax share In trade for a higher ex-

penditure level. An analysis modified from [3, pp. 131-38] for a2 two-

"persen modal illustrates the forces at work.

Assuning a two-person loecality in which cdecisions are to be made

about tax shares and expenditure levels as indicated in Figure 3.

SBecause of state comstitutional provisions that limit tax modes
localities can use and frequent requirements of unifcrmity in assess-
ment, tax shares at the local level may be substantislly rigid, at
least in the short run. Anclysis of changes in tax shares may be more
fruitfully directed at state decisions. But, the models discussed here
nre applicable for describing expacted tax-expenditure changes at the
statc level as well as at the local lavel,
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Public expenditures are measured on the horizontal axis and tax shares
on the verticai_éxis, where T represents 1007 of taxes, and the tax
'share of well-off person W is measured upward from O and poor person
P downward from T. For example, at point Q, P pays a tax share of
(f-TO)/f‘and W pays a tax shgre of TO/T.

Lines TP and TW describe the demands for public services by P- and
.W respectively with vafying tax shares. The downward slope of TP signifies
that as his tax share increases, P will demand fewer public services.
Pregumably, there will be a point (where TP cuts the vertical axis) at
which his_tax share is so high he will not demand any public services.
The slope of TW is upward for the same reason; as W's tax share increases
he too will demand fewer services. In his case, reflecting his riches,

it may be that he will still demand some public services if his tax share were

Figure 3
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100 percent as indicated by the intersection of TW and his 100 percent
vector extending from T. If we assume now that W is allowed to deduct
his taxes for outside (federal and perhaps state) tax purposes, his de-
mand line can be expected to shift upward to TW' where the vertical dis-
tance between the lines reflects the rate of tax savings by reason of
deductibility. Consider that points P and W represent some optimum point
at which each would wish to be if he could make the total decision. The
fact that peint W is not on the horizontal axis reflects some notion of
equity that may motivate W, and point W' represents the same point with
dedictibility. Point P is similarly not on P's zero percent vector ex-
tending from T by reason of a feeling heé ought to pay at least something.
The lines TW, TW', and TP are derived from the tangency of indifference
contours radiating from W, W' and P, respectively, and tax share vectors.
The lines I_ and IW show two such contours for P and W passing through Q;
they must be tangent at that point. Note that the demand lines reflect
public service demands at stated tax shares. I could also derive lines
that show willingness to pay tax shares at various levels of expenditures.
These lines will in general differ from my demand lines TW and TP, but they
are not shown because I do not need them for my analysis [3, pp. 133-134].
Suppose P and W grope for and find point Q at which both are sat-
isfied with expenditure G, given thelr respective tax shares (T—TO)/f
and Tolf. Point Q 1s pareto optimal, but it is only one of many such
optimal points indicated along the dark line W'QP. Thus, I cannot con-
clude that W and P will necessarily find Q. They may grope their way

to some other point on W'QP, all of which represent a stable equilibrium
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in the sense that a movement cannot be made from any such point which will

make both simultaneously better off. However, i1if i assume that the bar-
gaining pfocess takes the form of finding a point at which agreement on
public expenditures can be made with spécified tax shares, point Q is
the only point at which this occurs and I can assume it will be ultimately
reached. At point Q, public exbénditures are Go; W's net tax share is
(f—T'O)/i; and the federal government picks up share (TorTO')/E because
W can deduct his gross tax bill TOGO from his federal income tax.

Now consider Figure 4 which shows the impact of the adoption of a

negative income tax that allows both P and W to deduct local taxes for

purposes of detérmining federal taxes whether positive or negative. . W's

Figure 4
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optimal position will likely shift down and to tha left to point W

(i’ allowing for deductibility) because of the negative income effect
of the program. P's optimal position will likely shift down and to the
right to ¥® because of the positive income effect, from which line HIF
represents F's new demand line. Line NIP' is P's effective demand line
reflecting the deductibility of his local taxes under the new program
vhere the vertical difference between ['TP and NTE' reflécté the marginal

tax rate paid by P. If the marginal tax rate paid by the poor is high

(say 53 percent). the difference between WIP and NTP' will e marked.

-

Lipes XTW and I'TW' represent the nmew demand lines for W, before aand after

deductibility respectively. If the negative income =ffect for W more
than offsets his positive price effect (as is lirtely) line NTW' will
be everywhere to the left of line TW', although the veortical difference
between HTW' and HIW will be greater than the difference betwcen TW'
and TW by reason of the increcase in the marginzl tax rate paid by W.

How if I assume that P and W start bargaining from scratch under
the same procedure as before, they will untimatcly reach Ql at which P
pays net tax share fle")/E, W pays net tax share T'/T; and.thm fedgral
government picks up shave (Tl”le)/ia The gross tax shares (not allowing
for deductibility) of P and W respectively are (§~Tl)/§ and TI/T.

Given the assumptions, Ql necessarily lies below QO; that is, the

gross tax shares of P and W will have increased and dacreased respectively.

In the context of this rarified two-~person model, this suggests that a
nagative income tax will lead to arn increase in gross local tax shares

paid by the poor and a dacrease in tax shores by the rich, which ecan be
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fairly tramslated into a reduction in progressivity or increase in regress
sivity of the tax structure. The net tax share of the well-off will
clearly decrease since gross shares are lower and the rate of saving from
deductibility (the marginal tax rate) has increased. Het tax sharcs of
the poor may increasc or decrease depending on how the curves are drawn,
or the relative strengtns of the price and income effects of the program
on both the poor and the rich.

While Figure 4 shows an increase in public expenditures from Go to G19
this is not a necessary rasult since the new curvas could have been drawn,
incorporating all assumptions, for which Q1 could have fallen to the left
of QO. However, given that WIP' has a steepcr slope thaﬁ TP, and NTW'
has a steeper slope than TW' reflecting the positive price effcct of the
progranm on both P and ', it would také a particularly strong negative in-
come effect on W to yvield this result.

It will be ctvious to the roeader that this znalysis glosses over
the difficulty of specifying the decision process that allows P and W
to arrive at Ql, If I had taken QC as the initial point from which bar~-
gaining takes placc after adoption of the program, it is unlikely that
Ql would be reached. Indeed, given the indifference contours shown in
Figure 4 passing through QO’ the endpoint of the bargaining process will

be somewhere in the new locus of optimal points EWVQlNP’ between the

two contours. (I’ and I’ cannot be tangent at 9. after adoption of the

\ o) o

program since the shift from P to HP' and W' to i’ has shifted the com-

tours so that thez new locus of optimal points has shiftad to HW'QlHP“)4

However, since I’W is likely to be downward sloping to the right of QO-—
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the move frowm W' to FW' has shifted ¥W's coantour map to the lzaft--the
ultimate solution point will show 2 reduc2d gross tax share for ¥ and
increased gross tax share for P, although the changs will not be as
marked as ths change fron QO to Ql’ fowever, in this case public ex-

penditures will necessarily incrzass.

A Digression on Political Tensions

I think it worthwhile to consider the impact of a2n income main-
tenance program on such a noneconomic variable as ''pclitical tensions."
By this term, I mean to infer the degree to which individuals partici-
pating in the political process are dissatisfied with outcomes. One
economic manifestation of political tension may ke mobility in the
clagsic Tiebout sense [7]. If people are sufficisntly dissatisfied with
the structure of taxes and services, they may move to another community
in which decisions are more to their taste. If we invoke immobility,
particularly for some economic or racial classes, monifestation of
political tensions way take the form of protest movements, violence, and
the 1ika.

Mew let me return to the assunption of fixed téx sharing arrange-
ments in localitics as deterimined by constitutional structure and refer
back to the analysis illustrated in Figures 2{a) and 2(b). If Figure
2(b) depicts the typical situati§n«~the pocr tend to have positive excess
demands for public services and the well-off negotive exccss demands—-—
the adoption of an incomsz maintenance progran in the face of fixed tax
shores will tend to increase political tensions. The poor will experience

incrcased demands for public services, but the lavel of services may not
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change or uéy gvern decline, The well—-off comversely have'reduced deman&é
which may or nay not be realized in expenditure reduction. While mo-

\
t1lity wmay syphon off the tensicn in a2 more desirable fashion, the -
likelihood that it is the well-off who move may lesve thLe poor cven less
satisfied sincz tax shares leave with the novers.

Of course, if the poor are suﬁsténtially below the median demand
to start with, the effect of the program may be to dininish political
tensions of the typz described here. While I cannot claim to have the

1.

pulse of the people, intuition tells mc that this lat;er case is not as
likely to exist in communities across the country as is the former case.

3ince one of the hoped for outcomes of an income maintenence pro-
grail at the federal level is to reducs political tensions by improving
the economic position of the poor, I find it an interesting hypothesis
that the program way actuzally increzsse tensions at the local level
because of a changed structure of demands for local services and in-
flexibility of tax sharing schemes. It would be 2 soclal tragedy if
an Iacome wmaintonance progran resulted in grestayr social conflict din
localities because the poor were even uore frustrated tﬁan before in
their demands for community scrvices,

Of course, flexibdlity in taﬁ shares would tend to mitigate the
forces described abovae. If the results described in the previous sec-—
tion could obtain, incrcased local tax shares borne by the poor after
the program were adopted weuld tend to reduce their positive excess
denands for services and also mitigats the negative excess demands of

the well--cff, 21l of which would tand to reduce politicsl temsions.
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These results may 5@ Lomoaned by those whoe stronglv advocate adoption
of an income maintenance progran designad to reduce the incidence in
poverty, because increased tax shares borne by the poor at the local
level would seem to frustrate this objnctive, at least partially; how-
over, the realities of human behavior and social conflict must be con-
fronted, ard adjustment in loecal tax shares pay be required to balance

the political pressures generated by the progran.

The Hix of Public Services
Presumably, the adoption of an income maintenance program will

affect the mix of public services provided at the state and local level

bacause of 1ts impact on complementary and substitutable public scrvices.

Without going into the detail of a2 well known econonic analysis, this
progran should have the effect of reducing local demand for substitu-
table services and increasing demand for complementary services. The
difficulty in implementing the analysis to make specific predictions
lies in identifying the characteristics of complementarity and substi-
tutability among the variaty of public services generally available at
the state and local level,

The simpiest case 1s that of local and state welfare services; a
national income maintenance program is clearly a substitute for these
prograng and can thus be expectcd.to reduce state and local provision
of such services. However, looking beyond the broad aggregate of
velfare services into the deteills of specific programs, one finds
varying degrees of substitutability among the specific services. An

income maintenance program involving cash tramsfers is highly
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substitutable for state and local programs invclving cash transfers such
as aid to dependent children (federally funded in part), "county‘pensions,"
and the like. However, other welfare programs such as family service
agencies, mental health clinics, and public housing arc far‘less suﬁ*
stitutable for cash transfer:programs. Each of these programs provides
a specific service to the poor (not exclusively) at a subsidized rate.
If we increased cash transfers and removed the subsidized programs, the
nix of services,; private and public, acquirzd by the poor would be very
different. This just says that if you replace a specific service, say
free medical service, with an equivalent cash fransfer, it is unlikely
that recipients will use the .cash to acquire the same service. They may
acquire some of it, but most certainly they will channecl part of the
cash transfer intc other goods and services.

Thus, I would expect that a general income nmaintenance program
will have the effect of substantially reducing cash transfer programs
at the state and local level, but its irwma~t on specific weifare services
will be much less.

0f course, the effect on cash transfers described above will be
different in the various regions of the country. Transfers under a fed-
eral program would in all likelihood far exceed cash transfers currently
provided in the poorer regions of the country. In these areas, the effect
would probably be to eliminate state and local contributions under their
own or federally shared programs completely. In the wealthier areas of
the country, however, the likely transfer under a national program will {

fall short of current cash transfers by states and localities (including /
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federal share). In thase arcas, I would expect state and local contri-
butions to be substantially reduced, but not eliminated altogether.

Ranging beyond welfare services to other puhlic services such as
police, fire, roads, aducation, and so forth, the problem of identifying
progran impact on the mix of scrvices becomes more difficult. For example,
police protection may be conceived by a large segnent of gsociety as a sub~
stitute for welfare programs. At lcast one would think so from listening
to the views promulgataed by public office seckers. Do we vote for the man
who wants to curb violence by enlarging our protective forces, or do we
vote for the men who want to get at the “"rocts of violence," the condition
of poverty and social deprivation? To this extent, I might predict that
an income maintenance program would result in reductions in police expen-
ditures.

However, it is progran results that will eventually yield the answer,
not forward views that helping the poor will reduce social conflict. 1If,
for example, my suggestion that changed demands for local services in the
face of fixed tax sharcs uay materialize in increased local political
tensions manifested by increased violence, pclice protection then becomes
complemenﬁary to income maintenance, and increased police cxpenditures
would be expected. Similar statcments night be made about f£ire protection
to the extent that viclence and social disorder are involved. The out-~
comes here are necessarily speculative, and needless to say, impossible
to quantify short of having a body of national cxperience.

The impact of income maintenance on education expenditures is

even nore difficult to identify. To the extont that one views free
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education as partly a Welfare'service to the poor, substitutability
exists, But, to the extent that the segnent of socicty directly bone-
fitting from income maintenance views education as complementary te

fanily ecomonic standing (over and above the simple income effect), then
a deprec of complementarity exists. These questions nust currently re- |
main in the realm of speculation. The same considerations apply to roads,

recreation, and the like, only nore so,

A Word on Quasi-Public Services and Pricing Policy

Deductibility of local taxes from the federal income tax influences
the trade~off between providing some services in the public sectér or
alternatively in the private sector. Such services as roads and police
are so clearly public goods (goods with substantial externalities or
.non«exclusiveness) that they must be provided publicly 1f they are to
be generally provided at all. And within our cultural and institutional
setting other goods end scervices are equally private: clothing, food,
luxuries, and the like. But, there are a variety of services about
which localities might face a reasonable decision to produce either
publicly or privately, and the influence of deductibility here is sub-
stantial; I call these services quasi-public. At one time education
may have becen in this realm, but recent Supreme Court decisions seenm to’
have firmed up education és neceséarily a public offering. As to the
renmaining quasi-public services the impact of increased marginal tax
rates coincident with income maintenance may be to push some currently
in the private secter into the public sector.

A casce in peoint is garbage and trash ccllection. In my home
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cormunity of Urbana, Illinois, this service is provided privately and is
very cfficient in the sense that the service is excellent. Collections .
‘are frequent, careful, and ncat. In ifadiscn, Wisconsin, however, this
service is public; and to exercise a complaint, not as frequent, dam-
aging to containers, and messy. There may wcll he a cost differential
that explains the difference; but in part it nmay be due to the greater
zfficiency of service provision under competitive-market conditions.

Mow, if marginal tax rates increase substantially, especially on
the poor, there may be strong demand to previde garbage collection
puﬁlicly in Yrbanz in order to capitalize on the cost reduction due to
deductibilitf. To the cxtent that this results broadly in a shift of
functions efficiently provided in the private gector to the public
sector in which efficierncy may te less, the artificiality of socizl
costing because of deductibility may diminish aggregate soclal efficiency
in nroduction of thuse services.

Similarly, increased marginal tax rates may induce some communities
to shift from user-charge financing of public scrvices (such as pools,
parks, water, etc.), which charges are not generally deductible, to
general tax financing because general taxes are deductible. There may
be some loss of social efficicncy here.

Low significant the above cffects may be would be difficult to
neasure, Adoption of income maintenance may precipitate only minor
shifts in pricing policy or quasi-public service provision, in which

case the problem is of small concern. 0r, of coursel the.ecfiect may be

1more substantizl.
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Income Maintenance Without Deductibility

The considerations of the proceding sections have tecn based on
the assumption that irncome maintenance would take the form of a negative
income tax under which the poor could deduct state and local taxes for
purposes of determining their cash transfer. If the progran were inte~
arated with the federal income tax, this would he a likely format.” How-

different structurs in wvhich transfers are

o

aver, the progran nay have

based on gross income rather than taxable income., Or transfers may
simply amount to children or family allewances in which income is no
test. In such cases, the poor would not experience the reduction in
cost of state and local public services assumed akove. However, hecause
I assume any progran is fully funded under the income tax, the well-off
will necessarily expericnce an increase in marginal tax rates and conse-
quent lowering of the price of such services regardless of the progran
adopted,

If I conducted a new analysis for a program with a non-deductibility
‘feature for the pcor, the forces I previously identifiocd would be similar
but less strong. Some price effect would remain because of increased
marginal tax rates on the well-off, but the income effccts would clearly
dominate. The impact of this consideration on specific hypothescs that

might be derived fronm the analysis will be indicated in the next section.

Summary of Hypotheses

The hypothesas advanced below reflect the foregoing analyses and
a liberal imput of my intuition about the underlying bchavioral pattern

of the people, pnor and well-off alike, who would be affected by an
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income maintenance program. A tenative hypothcses may be advanced with
cther behavioral assumptions, but I will leave thesc to the reader.

1. I poor communities, an income naintenance program (herecafter
reforrad to as program) will tend to increase local government cxpendi-
tures.

2. In cormmunities dominated by the well-off, local expenditurcs
will tend to decrease as a rssult of the progranm.

3. In average coumunities, or communities liberally represented
by both peor and well-off, I would expect little chance in putlic ox-
renditurces, but sliphtly positive if any.

4, The prégram will tend to Increase the dispersion of positive
and negative cexcess demands for public services and thus increasec “po-
litical tensions.”" Here the question of deductitility of state and
local taxes for purposes of deternining negative tax transfers is crucial
in deternmining the significance of this cffect.

5. As a result of 4 above, the program will tend to increase the
rate at which the rich migrate to wealthy "tax havens."

6. The program will tend to increase the regressivity (or reduce
progressivity) of state and local tax shares. But, inflexibility irmposed
by most state constitutions on local tax forms will substantially restrict
this outcome to statc tax shares. In other words, I would cxpect tax
changes at the state level in the faée of the pregran to result in a
less progressive (or again, more regressive) tax structure, Again, thé
question of deductibility of taxes by the poor is crucial; this effect

will be nwch more significant if deductibility is a2llowed. To illustrate
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thq fornm in which this effoct might be realizad, states now exenpting
fcod from their salcs tax, may renove this exemption. IHere the inter-
action of all of the above hypotheses becomes apparent: this outcome-—
reducticn in propressivity--may lead tc greater increases or smaller
reductions in expenditures (hypotheses 1, 2, and 3) and may mitigate
the coffects of the program on political tensions and nmobility (hypo-
theses 4 and 5).

7. Hypotheses akbout the impact of the progran on the mix of
putlic services are, as indicated carlier, highly spcculative. Given
this qualification, I wculd expect welfarc SO:vices provided at the
state and local level to diminish (relatively) in the broad aggregate.
Within the apgregate, the program can be expected to reduece drastically,
if not eliminate completely, state and local financed cash transfer
programs. But, I would expect épacific service corientcd welfare programs
to be affected much less. In other words, the county pension may be-
coe a thing of the past, but mental health clinics and fanily scrvice
agencies will continue to operate.

Since so many state and local welfare programs arec financed in
part by the federal government, outcomes here are likely to be dominated
by federal posture regarding other welfare programs in the face of |
adoption of an incone maintenance program. For example, 1f the program
were adopted, AFDC would likely be altered drastically. Such alteration
would probably influence state and local contributions to this particular
welfare service far more than simple adoption of the program itself. This

factor confouncds the problem of predicting program impact, and will
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subsequently naike impossible the isolation of prosran impact after it is

adonted.
Predicting program impact on other state and local public services

is so highly speculative, I will not attempt to framc specific hypotheses
regarding that impact.

8. Adoption of the program will induce some communities to nzke
rnublic provision for some services previously provided in the private

sector., BExamples here are garbkage collection, recreation facilitics

a

and parking. Similarly, scme communities may shift from usar-charge
financing of particular pullic services to penceral tax financing in
order to capitalize on the tax savings from deductibility. In toth of
thase coses, deductibility of state and local taxes for purposes of

nsfers is crucial. Provisions for deductibility would
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accéentuate these effects; non~deductibility would nake the effects ninimal.

Testing the Hypotheses

Because the hypotheses advanced above concern the agsregete effects
of an income mainteonance program, thay are not amenable to direct test
or quantification of naraumeters through social experimentation. Measuring
program impact on public scrvice provision in localitics would require
a long~term saturation project in many communities and total replication
of the progran including the balaﬁcing increase in taxes on the wealthy
menbers of the comnmunity. Obviously, such cxperiments are impossible to
rerform at this stage.

Powever, it may be possible to deternine scme of the individual be-

havioral inputs in the analysis via experimentaticn, and thus to refine
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predictions about program impact. For example, 1if we could determine

the btefore and after demands of program reciplents for local public
services we might et some insight into the questions raised in the
analysis. This information may be gleaned from interviews resarding tax-
expenditure attitudes, or from actual behavior such as voting patterns,
especially on bond issue referenda, and attachment to or activity in
behalf of political organizations. However, it would be crucial here
that the experimcntal program replicate as closely as possible the national
program under consideration. Most crucially, deductibility of state and
local taxes for purposes of determining transfers would have to be in~
cluded in the experiment if gzrounded conclusions were to be reached about
a national program in which such deductibility were included.

On the whole, however, I believe that the sirnificant qucstions
raised in this paper will have to.be approached by more traditional methods
of political, sociclogical, and économic research. At this point, it
would be presumptuous for me to detail the precise methods by which tests
of my hypotheses and quantification of the forces at work could bLe
accomplished. Rather, I will illustrate the methods of analysis that
might be employed toward this end.

The impact of the federal income tax with its features of progres-
sivity and deductibility of local and state taxes is difficult to
ascertain directly btecause of its pervasivencss and 1its uniformity
throughout the country. One might undertake a longitudinal study in
which he sought to examine tax-expenditure behavior at the state and

local level in response to significant changes in the federal tax. For
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example, in response to changes in progressivity, did states and localities
follow up with systematic changes in the progressivity of their tax
structures? When federal tax rates were increased (or decreased) signifi-
cantly, did states and localities systematically change pricing policies
on the various public services amenable to user-charge financing? Can
we idéntify systematic responses in state and local expenditures to
changes in the federal tax?

The difficulty of all this is of course apparent. As in all time-
series analyses, especially those with no cross-section controls, it is
difficult to determine the flow of causality. Is there the famous Z
factor that precipitates both changes, changes in the federal tax and
the supposed state and local response? And, in this case, there are
sc few significant changes in the federal tax covering a large span of
years, it would be difficult to control for the underlying institutional
and cultural patterns that play so large a role in the responses to be
analyzed. However, some insight might be gleaned from a historical
analysis despite all the piltfalls.

Since direct cross-section analysis of the impact of the federal
tax is out of the question, one would have tc construct a suitable
analogue if cross-section analysis were to be employed. One possibility
here would be to identify the responses of localities in the various
states to differentiai state tax structures. If we would note that
localities in states with no income tax, or perhaps a proportional
income tax (2.g., Illinois), showed systematically different responses
than localities in states with highly progressive income taxes (e.g.,

Wisconsin), we might infer something about the impact of progressivity
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- and deductibility on local tax-expenditure behavior. For example, if

Illinois localities have a greater propensity to employ user-charge f£i-
nancing than do Wisconsin localities,; the inference might be made that
progressivity and deductibility do significantly affect pricing policies,
and thus that changes in the federal tax structure would induce such
responses across the country. Or, 1f we discover that localities have
systematically different tax-expenditure packages in the various states
with significantly different tax structures, suitable inferences might
be made about the impact of the federal tax onm the local tax-expenditure
package.

As to hypotheses 4 and 5, it may be possible to identify the impact
of differential state tax structures on the geographical dispersion in
the income distribution in metropolitan areas and make the required in-
ferences. To illustrate, if we discovered that metropolitan areas in
states with a highly progressive income tax were more fragmented and di-

verse in per capita income than similar areas were In states with no in-

come tax, hypotheses 4 and 5 would tend to be confirmed. Professor Charles

Cnudde suggested to me that we might alsc gain some insight by looking at
differential annexation procedures anl responses in the various states to

gain similar insight. He also suggested that we might identify different

voting patterns for referenda and make inferences about the impact of state

tax structures on excess demands for public services.
The difficulties with cross-section analyses are also apparent and
manifold, but in this case two stand out. Differentials in state tax

structures are small compared to the contemplated change in the federal



Heins~-28

income tax accompanying an income maintenance program, and thus the
forces detailed in the hypotheses may be at work but unidentifiable
through the noise. And, it would be difficult to control for the under-
lying structural and cultural differences between the states and might
simultaneously impinge on both the causal and the caused factors making

definitive conclusions impossible. Nonetheless, the effort must be made.
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