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FEDERAL REVENUE SHARING: SOME ALLOCATION FINDINGS | /riculiurel Economics Library

AND TMPLICATIONS FOR RURAL COMMUNITIES

By
Fred J. 1tzhusen*

On October 20, 1972, Federal revenue sharing became law with the
President's signing of the State and Local Fiscal Assistance Act of 1972.
This new law makes $30.2 billion in Federal revenues available to the
50 state and over 38,000 local governments over a five—yéar period
ending in 1976. " The payments started at an annual rate of $5.3 billion
in calendar year 1972 and will increase each year uﬁtil they reach $6.4
biilion in calendar ye#r 1976. The enactment of this general revenue
sharing legislation by the 92nd Congfess is purported to give some
fiscal relief fo stateAandvlocal govérnments, to redistribute certain
governméntal respoﬁsibiiities and to promote new cooperation between the
three branchésvbf'gévernmént within the federal system [21]. |

Federal revenue sharing is one of at léast;four possible ways of
transfi7ring or redistributing federal revenues to state and local govern-

ments. Proponents of revenue sharing generally refer to "fiscal mismatch"

between the Federal and state-local governments. They contend that the

*Assistant Professor, Resource Economics, Department of Agricultural
Economics and Rural Sociology, The Ohio State University, Columbus, Ohio.
- 1/Weintraub defines the four possibilities as follows [20]:
1. Grants-in-aid for single-purpose specific projects and programs.
2. Grants-in-aid earmarked for a broad purpose such as education,
i.e., "functional-block" grants. ‘
3. Grants-in-aid for multi-function or multi-project programs.
4, Unassigned grants-in-aid (e.g. Federal revenue sharing) given
with no strings attached and generally called 'block grants'.
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ability to»generate‘revenues‘is disoortlonately under the control of thed
federal government‘while_expenditure "needs" have become increasingly
urgeﬁt at stateflocal‘levels, The suggested solution to this-problem
is "tﬁe regular distributioh of a specified portion of the federal
income tax to the states on the basis of population and wlth_few strings
attached" [1].‘ | |
' chers have:eualuated tue distribution of various types of Federal
grahts; expendituresﬁotvservlces among U.S. urban.anddrural countiesvprior
lto Federallrevenue sharing [13,14]. Conclusions ranged from the statementk
' _that "rural Americans do not share proportionately in programs funded
by the Federal government" [14, p.V] to the statement that ' 'total domestic
:Federal outlays were allocated between rural and urban areas approximately
in proportion to the population in those areas. during fiscal years. 1970,
'»1971 and 1972" [13, p.2].
fThis'paper briefly outlines the main allocation and use‘criteria
associated with Federal revenue sharing, discusses some preliminary
‘findings on use and allocation for the U.S. and Ohio, identifles some
Sources'of allocation formula bias and,suggests some allocation formula
revislous with respect to.rural communities. For purposes of this paper,'
rural comunit_ies are defined as places of less than 2,500 population.

| 2/
Allocation and Use Criteria

The State and Local Fiscal Assistance Act allocates money to states

on'the-basiS’of two formulas: a three—factor Senate formula_and a five-

2/ Information in this section was derived primarily from published material
provided by staff members of the Ohio Public Expenditure Council, Ohio -
Municipal League and State Department of Finance [2,12,16, 19]. See:
Appendix I for a numerical illustration of the allocation formula at
the local government level.
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factdr House formula. The formula resulting in the largest allocation
for any given state determines that State's entitlement or allocation
of»funds. The three-factor Senate formula for computing revenue shariﬁg
is‘bésed on state population, state and local tax effort, and the inverée
"per capita income (perrty factor) in each state. The five-factor House
forﬁula is based on state population, proportion of population urbanized;
per capita income, state income tax collections andrtax effort. The tax .
Aéffort of each state is measured by the fatio of its total net tax
collections (including taxes for education) to total personal incomelih
the state. Relative state per capita income is measured by the ratid qf
the national per capita income to that staté's per capita income.
Ailocatibn of revenue sharing funds within each state involves several
steps. First, oné—tﬁird of fhe fevenues are retained for state government.
The remaining two-thirds.df iocalvgovernment share is distributed to
couhﬁy areas bésed qponvﬁhe ratio that each county éeogrgphic area bgars
to all county geographic afeas within tﬁe state. The allocatién;ratio is -
based on the formula: population x tax effort x relative income. No
cpunty“area allocation may be léés thén 20 percent nor more thén 145vp§rcentv;
of the average per capita local share for the state. o
| ’Thevnexﬁ step is to divide each county geographic areavallocatidn iﬁtd
three posSible pafts. An Indian tribe allocation is determined based‘on
their pfdportion‘df_the county’popﬁlation. A toWnshipvand county govérhment.
allocation is thén determined,oh'tbe basis of thé‘ratip of all_toWnshiﬁ and

county government adjusted taxes (excluding taxes for education and user



charges) to the total adjusted taxes in the county area. Theiremaining |
proportion is allocated to the city and village units of’povernment.

County, township, city and village local government units receive
btheir respective allocations on the basis of the same formula usedvto
determine the county geographic area allocation; i.e., oopulation x tax
effort x relative incone; The same uoher (above 145‘percent)_and lower
.(below 20 percent) adjustments provided‘for county geographiclareas are
also_applied‘to the townships, county, and municipal units of government
within each countf geographic area. One exception is that any local unit
of government»receiving less than 20 percent of the average per capita
local share for the state may have the- allocation increased to the 1ower
of either the 20 percent level or 50 percent of its adJusted taxes and
intergovernmental transfers. Finally, if any allocation is less than
$200, or any unit of local government waives its entitlement, that amount
is allocated‘to the countﬁ government.

| State governments,are not restricted in their use of revenue sharing

funda-as.long”aS»expenditures are made inlaccordance with‘state lawvand
‘doﬁnot violate the State and LocallAssistance\Act's prohibition on
diScrimination and use ofbrevenue;sharing in federal‘matChing programsr\
-~ States must also comply with Davis-Bacon wage guidelines and the prevailing .
wage rate guidelines foripersOns employed‘in revenue sharingifinanced |
programs where these guidelines are applicable [12].

There are eight priority categories in which 1ocal governments. nmay
:spend revenue sharing monies for operating ‘and maintenance costs. They

_are: public safety (law enforcement, fire protection and building’code.
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enforcement), enVirOnmental protection (sewage‘disposal, sanitation,
and pollution abatement); pnblic transportation (transit 8ystems,‘streets
and roads) health ,recreation, libraries, social services for the poor
or aged and financial administration.. Local governments may also spend
'their allocations on any capital expenditure permissible under state and
local law [17] |

Althongh the eight‘priOrity categories are quite general, several
important qualifications need to be made. .Flrst? the priority categories
do:not include,operating expenses for general administration. Secondly,
tne‘categories=do not'includefoperating‘expenditures for education or
melfare, Eurthermore,vnot all debts may be retlred with revenue sharing
ﬁonies, i.e., the debt’muSt have been_incurred in‘a priority area since
Jannary l, 1972_and_mnst be in compliancé witn anti~-discrimination,

matching and wageeguidelines;.

Some Preliminary U. S. Findings on lse
Available data on Federal revenue sharing include dollars’recelved
.tnrough the~thirdlentitlement period (1/1/73 to 6/30/73) andlthe egpected
1974 alloéation (7/1/73 to 6/30/74)."Data'arejalso available‘on planned
' use of funds for the third entitlenent periad (1/1/73 to 6/30/73).
xBased on these data, some preliminary findings emerge. Contrary tolearly
speculation, more.money has been earmarked for operatino and maintenance j
Vexpenses (57 percent) than for capital expenditures (43 percent). State

governments have allocated 75 percent and local governments 48 percent
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of their revenue sharingifunds to operating and maintenance expenses.

In additlon, 17 6 percent of the state governments and 27.5 percent of

the locel governments_have utilized Federal revenue sharing funds to avoid
or lessen debtvincreases. Furthermore,‘33.8 percent‘of the»etate governmenrs
and 50.8 percent'of therlocal governments will reduce, prevent increase,
pprevent'enectment or reduce the rate of increase in taxes with their |
;aliocations. |

| Table 1 summarizes the third entitlenent period‘planneo use reporrs
py’expenditure categories. In proportion of ﬁotallcapital, operating .
‘and maintenance expenditures, public safety ranks first folloned by edu-
- cation, transportation, general government, ennironment/conservation,
health,'recreation/culture, social'services, financial adminietration;
housing/community-development, libraries, and economic development.

The first three expenditure categories (public safety, education, and
transportation) account for 58.6 percent of the total Federal revenue v

7 sharing fundS'allocated for the third entitlement period. Data were not"
-available for a more'deteiled breakdown on usebbj-type‘end size of local 1

government.

Some Allocation Findings for Ohlo
One-third of the 1974 Federal revenuing sharing Ohio allocation of
$242.4 million will provide state government in Ohio with $80.7 million
vinrfiscal year‘1974.. The remeining two-thirds or:$161.7 million'w111 |

be dietributed‘among Ohio's iocal governments on,tHe.baéis of tne standardized



Table 1. Planned Use of Federal Revenue Sharing Funds by

State and Local Governments (1/1/73 to 6/30/73).

Amount Allocated .

Percent of

Categories (Millions of dollars) Total
Public Safety | 696.40 23.5
Education 651.43 22.0
Transpo:tation 388.75 13.1
General Government ©311.70 10.5
Environment/Conservation 225.55 7.6
Health 173.99 5.9
Recreation/Culture 142.92 4.8
Social Services 109.09 3.7
Financial Administration 41.48 1.4
Housing/Comﬁunity Development 37.43 1.3
tibraries 21.48 0.7
Economic Development 11.92 0.4
Other 147.86 6.5
TbTALS 2812.14* 100.0

*Does not include all planned use reports due to late filing by some

units of government.

SOURCE: [17]
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allocation forﬁulas digéﬁssed éariier. The same local government. allo~
“cation‘formulés app1y in all states, thus the allocatién fin&ingS'for>Ohio
éhbuldvbe feasonably representative of the situations in other’stétes.
| Ohid has oVeriﬁ,ZOO total'uhits‘of iocal goverﬁﬁent including 88
~counties, 229 citigs,:707b§iliages, 1,324 tbwnships, 625 séhooi distficts>
and 2281special districts.‘ Most of these units of locél government aré
directly or indirectly but not edually affected by révenue sharing. -Some
geheral comparisons by’tfpe and size of local governmeht in‘Ohio iilﬁstrate
“theidifferential imﬁaCt of Féderal revenue éharing‘allocatiéns;

Iﬁ fiscal yéar 1974, estimated Federal revernue shafing payments to
Ohio local governméhts will totai $92.0 'million (37.9 peréent) to munici-
 pa1itiés, $54.2 million (22.4 percent) to counties and $15.5 miilién

(6.4 pefcent)‘to townships. An analysis in Ohio TownshipuNéws estimated

the proportion of Federal re&enﬁe shéring paymenfs to Ohio municipalifies‘
above andbﬁelbw 2,500 pop@lation in 1972 [16]. Applying'this proportion
. to the projected 1974 payﬁents to Ohio municipalitiés results in estimated |
vpayments of $86.4 million (35.8’pércent) tovmunicipalitiés ovér 2;500v
and $5.6 million‘(Z.l pefceht)‘to municipalities under 2,500 population.

| Addifidnal'iﬁsights éfé provided by-making;per éapiﬁa‘cdmparisbﬁs’
.between thgfrespecti§e units of“local‘government.“ This typéJof_comparison
iis’coﬁpliéaﬁed by the fact that residen#s»df any given township, viliage'
or city,aré'élsg residenfs_of_ahd sérved ﬁy county gbvérnmént, County
' goverﬁmeﬁﬁ popglétion is aésuﬁed equal.to'tptal céuhty area population and

toﬁhshipvpbpulatiQnAis,assumed:to equal'total'éoﬁnty area population
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minus‘village aﬁd city populationbwithin the’eounty‘area. Given these
and previous assumptions, Federal revenue eharing paymeﬁts in Ohio for
fiscal year 1974 are estimated at SS.lO per capita for county governmeots,
$5.53 pet_caoita for townships, $9.93‘per caoita for municipalities

under 2,500 and‘$11.85 for municipalities over 2,500 pooolation. Per
'capita Federal revenue sharing payments to be made to each of the 88

~ county governments in 1974 range from $2.7? to $13.84.

.Sources of Allocation Bias

' Some genefal patterns emerge from the analysis of Federal fevenue'
sharing'allocations Withio Ohio. Omn a pef eapita basié, municipalities
(villages and cities) are favored over township and county governments.
This‘findihg is reinforced by the fact that residents of villages aad
cities also beﬁefit from:Federal revenue éharing funds allocated to
eounty ooVernﬁents. Larger municipalities'(over 2 ,500 pépulation) appear
" to fare somewhat better than smaller mun1c1palities (under 2,500 populatlon)
on a per. capita basis. Simllar flndings would be exnected in other states.
The measurement of adiusted taxes in the. t?x effort formula may prov1de |

3 :

a partial explanation for these findings. ' ngher tax{effort is intended

to result in 1arger‘revenue sharing allocations. However, tax effort at

. : ’ a /
§/ b : adjusted taxes of the county, township
' or municipal government
aggregate incomeb/ of the county, townshlp,
or municipal government -

Tax effort =

a/ ‘Adjusted taxes for county, municipal or township government are all

- those general purpose taxes enacted or collected by the unit of
government during its fiscal year. Adjusted taxes exclude all taxes
“enacted for schools or other educational purposes as well as receipts
from service charges, special assessments,'interest earnings, or fines.

b/ Aggregate income for any local government unit means total money income

- - as defined by the Bureau of the Census. in the 1970 Census of Population

"and Housing._‘
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| the local level'excludes user charges for servicesisuch'as water supply,

- sewage, and waste dispoSal It also excludes the services of volunteers
such as firemen and - hospital workers. To the extent that smaller commu-—
nities substitute user charges for general revenue financing and volunteer.
for paid effort, their "taxbeffort" and thus their revenue sharing payment
_is decreased. | |

Some comparisons from the 1967 U.S. Census of Governments are helpful

in determining the direction and magnitude of these sources of bias 1n
assessing tax effort.4/ For example, municipalities under 2,500 population
collected 108 percent of total utility expenditures from user charges

while municipalities over 2,500 collected 96 percent of_utility-expenditures
fromjuser'charges, All_other usericharges and specialiassessments wered
27.6 percent of total.revenues.in communitiesiunder.Z 500 population and
18.9° percent of totalirevenue in: communities over 2 500 population [18

p. 32] The substitution of volunteer for paid effort is more difficult

to measure and evaluate due primarily to qualitative considerations Hou~'
ever, ‘it would agpear that volunteerism in government (particularly in

fire protection) 1is predominately a phenomenon of small rather than large_

communities;

4/ The AdviSorv Commission on: Intergovernmental'Relations has completed a
rather comprehensive evaluation of alternative measures of tax capacity
» and effort which provides additional insights [9]

5/ Per capita exnenditure comparisons are void of qualitative controls.
“Given this limitation, 1967 U.S. Census of Government data show fire

' department per capita expenditures of $2.50 for municipalities under
2,500 and $11.87 for municipalities over 2,500 population. Since
salaries comprise approximately 85 percent of the average paid fire
department% total budget, these data appear supportive of the above

' statement on volunteerism as predominately a small place phenomenon.»_
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Conclusions and Implications

Some preliminary findings on the use of Federal revenue sharing
funds are: (1) over half of the funds (57 percent) have been eérmarked
for operating and mainfenaﬁce expenditures by state and local governments
in total, (2) a significant proportion of state and local governments have
utilized Federal revenue sharing funds to avoid or lessen debt increases
and to reduce, prevent increase or reduce tﬁe'rate of'increase in taxes,‘
and (3) the top three expenditure categories (public safety, education,
and tranpbrtation) account for 58.6 percent of the‘total Federal revenue
sharing funds allocated.

The evidence on allocation bias suggests at least one change in the
tax effort component of the Federal revenue sharing allocation formula
of significance to rural communities. It would seem desirable to include
total revenues collected for any community service as tax effort regardless

of whether these revenues are from user charges or taxes. Utilizinp 1967

Census of GovernmenF détaritAwould appear that this change alone could
resultrin an average increase of aﬁproximatély 35 percent in federal
- revenue sﬁaring payments to municipalities under 2,500 population.

.Similar implications may exist for rural counties and townships.
Adjustments for volunteer effort would be much more complicated.
However, in the case of fire prbtection, the American Insurance Association

currently utilizes a convetsion factor of four volunteers equal to one
paid fireman in grading a community fire department and.eétablishing a
base fire insurance raté [15]. A similar procedure might be qtilized

in determining the "tax effort eguivalent" of volunteer vs. paid firemen

-in those communities that have opted for volunteer fire protection.



D1g . SR : 'v.;
It is‘uniikE1y thét these suggested changés in thé,ﬁeasﬁremen; -
éf tax effort coul& béiimblemgn;ed before.the\¢urient FederaI'révenﬁe
sharing 'progra,m' éxpiresi in .19;76{ ‘ wae'ver, t_:heré .sée‘ms‘ ‘tc;‘be, .considérablé
sﬁppdft fo? Fédéral revende-éhéring and‘itsbrenéwalvappears ;o bé.a-
strong prospect. It is-héped_ﬁhét thése suggééted changeswili-af’least
~be given a*heéring duriﬂg the political process of pfogram modification»_

and renewal.
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APPENDIX I HOW FEDERAL REVENUE SHARING ALLOCATIONS ARE MADE TO LOCAL
GOVERNMENTS WITHIN A COUNTY AREA

Formula _ . Illustrative Example

The county-area allocation is distributed in each

county area among the county, all municipalities ) M

as a group and all townships as a group. o County X
County-area allocation: : ' . : $1,016,000

2. The countngovernmentfs share is determined by

this formula:
a. Total adjusted taxes of county governmenf ' . '$1,000,000
, divided by : O
b. Total adJusted taxes of all governments in county area $4,000,000=
. .25
¢. The county-area allocation ' ; , ' . $1,016,000 \
is multiplied by the resultant figure v .25
to determine the county-government share of the - $ 254,000
county~-area allocation, : .
The share of the aggregate of municipal and township
government is ' .
a. The county-area allocation o ' ' . $1,016,000
less : - .
b. The county-government share ' , -254,000=
¢. The remainder is the allocation for all municipalities $ 762,000
(and townships, if any) : '
4. The share of each municipality is determined by this formula:
. . City I . : city 1I
a. Population of municipality 20,000 : : 15,000
multiplied by ' ' . . v
b. General Tax effort of municipality ' .01 - ' .015
(total taxes of municipality .. $1,000,000 : $750,000
divided by T : ¥
total income of residents of muni-: . .
¢ipality) o : . $100, 000, 000=. 01 $50,000,000=. 015
‘multiplied by - : '
c. Relative'per”capita income of . A .
municipality . ; , ' : .93 - ) 1.4
{county-area per capita income - . . $2,800 , - $2,800
divided by - , o : T
per capita income of municipality) $3,000=.93 - ' $2,000 =1.40
; 20,000 x .01 x .93=186 15,000 x .015 x 1.40=315
4, The products determined thus for each : - o
municipality are totaled. _ ; 186.1 + 315= 501
e. The product of each municipality , .. 186 : 315
is-divided by : o : + : 3
the sum of the products of all municipalities . .
in the county area , _ o 501= : 501=
: » 371 : .629
f. The allocation for the aggregate of municipal : .
and township governments : $762,000 | A $762,000
is multiplied by the resultant figure ’ ‘5211= - _.629
to determine each municipality's allocation ,$282 702 | - - $479,298

In this example County X is assumed to have two cities and no townships.

L e T e e B e . T
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