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The United States of America

w i l l i a m  f.  f ox

The United States has operated as a federal country for more than
200 years.1 Even so, discussion of fiscal federalism, and federalism more
generally, attracts less attention in the United States than it does in many
other federal countries. Deliberations focused on such issues as tax and ex-
penditure assignment, intergovernmental transfers, and equalization sel-
dom receive serious critical discussion in the political, media, or general
public arenas. This may be a sign that many people believe that the system
is working pretty well and does not require serious reform. An alternative
interpretation is that many issues are perceived as being more important.
In any event, the topics in this chapter receive much more attention from
analysts than they do from the general public.

Two major themes run throughout this chapter. First, the federal role in
the us intergovernmental structure has expanded over the past seventy-
five years, although not through a major change in the responsibilities un-
dertaken by state and local governments; instead, the federal government
has increasingly imposed limitations on the financing sources available to
state and local governments and has mandated the ways in which many
services are provided. Second, the ever more open economy, both across
states and across the world, has limited the ability of state and local gov-
ernments to generate revenues through their traditional sources. And the
national government, which controls interstate commerce, has been un-
willing to enable state and local revenue generation.

th e  u n i t e d  s t at e s :  a  th u m b n a i l  s k e t c h

The population of the United States was estimated to be 296.4 million
people on 1 July 2005, an 18.5 percent increase since 1990 (Table 1). The
population is 68.5 percent non-Hispanic white, 13.4 percent black or African-
American, 13.2 percent of Hispanic origin, and 4.9 percent other. The
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ethnic mix is changing rapidly as people of Hispanic origin have accounted
for about 40 percent of the nation’s population growth since 1990. The
country is geographically large, comprising 9.6 million square kilometers.

The us government structure is composed of one federal government,
fifty states, and 87,525 local governments (in 2002). In addition, the Dis-
trict of Columbia, the us capital, is an autonomous city. The states have a
median population of nearly 4.2 million, but they vary widely in geo-
graphic and population size. For example, California is the most popu-
lous state, with 36.1 million people, and exceeds Texas, the second most

Table 1
Basic political and geographic indicators

Official name: conventional long form: United States of America
conventional short form: United States
abbreviation: us or usa

Population: 296,410,404 in 2005

Area: total: 9,631,420 sq km
land: 9,161,923 sq km
water: 469,497 sq km
note: includes only the 50 states and District 
of Columbia

gdp per capita (year) $42,022 in 2005 (current $)

Constitution: Constitution-based federal republic
17 September 1787, effective 4 March 1789

Constitutional status 
of local government:

Each state has its own constitution similar to that of 
the national Constitution. Laws made in individual 
states cannot conflict with the national Constitution 
or national laws.

Official languages: There is no official language at the federal level, 
but some states have specified English.
Languages spoken in the usa:
English 82.1%, Spanish 10.7%, other Indo-
European 3.8%, Asian and Pacific Island 2.7%, 
other 0.7% (2000 census)

Number and types of constituent units: 50 states and 1 district

Population, area and per capita gdp 
of the largest constituent unit:

California
2005 Population: 36,132,147
Total Area: 423,970 sq km
gdp per capita: $44,886 in 2005 (current $)

Population, area and per capita gdp 
of the smallest constituent unit:

Wyoming
2005 Population: 509,294
Total Area: 253,336 sq km
gsp per capita: $53,843 in 2005 (current $)

Sources: us Census Bureau, Bureau of Economic Analysis, cia World Fact Book.
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populous state, by 13.5 million people. At the other extreme, seven states
have fewer than 1 million people, with Wyoming having the fewest peo-
ple, at 506,500 inhabitants.

The states have powers that are independent of the federal govern-
ment, and they delegated limited powers to the federal government
through the us Constitution. The Tenth Amendment to the Constitution
reiterates that the states retain all powers not delegated to the federal gov-
ernment. State constitutions and statutes are the primary determinants of
local government structure, which means wide differences exist across the
country. Counties are the basic unit of local government in many states,
and the 3,034 counties cover the geographic space of the United States.
There are an additional 35,933 subcounty general-purpose governments,
which are normally called cities, towns, or townships. These general-
purpose subcounty governments house 82.5 percent of the us popula-
tion. The number of general-purpose governments has grown slowly from
the 34,009 governments that existed fifty years ago, although the number
has not risen over the past ten years. 

There are 48,558 special-purpose districts. Some of these districts have the
same boundaries as do the counties in which they are located, but most do
not. Special-purpose districts are created to undertake only one or a few
responsibilities; indeed, 91 percent perform only one function. Special-
purpose districts are local governments created to deal with such issues as,
for example, education, hospitals, fire protection, housing, water supply,
sewerage, highways, air transportation, economic development, flood con-
trol and drainage, and soil conservation. The largest number of special-
purpose districts occurs with regard to education (15,014), followed by fire
protection, water supply, housing, drainage and flood control, and soil and
water conservation. The number of school districts fell dramatically because
of mergers, reorganizations, and so forth during the 1950s and 1960s, de-
clining from 67,355 in 1952 to 15,781 in 1972. School districts have contin-
ued to decline slowly since 1972. Other special-purpose districts, by contrast,
have nearly tripled, growing from 12,340 in 1952 to 35,032 in 2002.

Local governments differ radically in population size. Ninety-one coun-
ties have more than 500,000 people, while 671 have fewer than 10,000 in-
habitants. Municipal and township governments also vary dramatically in
size. More than 25,000 have fewer than 2,500 residents, and 61 have more
than 300,000 people. The total population of municipal and township gov-
ernments with fewer than 25,000 people is only 10.7 million, about 3 per-
cent of the us population.

h i s t o r y  o f  us f e d e r a l i s m
2

During the country’s first 140 years, there was strong confidence that the
private sector and private institutions more broadly could deal with public
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issues. State governments dominated the very small government structure
that characterized the United States during this era. Public service delivery,
regulatory control, and taxation by state governments and their local gov-
ernments were perceived as sufficient. The federal government’s role was
very limited, except during major wars, including the us Civil War and the
First World War, but the pattern always involved a reversion to a smaller
prewar federal government. Narrow interpretations of the federal role by
both the judiciary and political forces upheld this pattern.

The Great Depression in the 1930s, followed by the Second World War
and then the Korean War, created sustained centralizing forces that lasted
for the next forty to fifty years. The greater central role existed for so long
that it still has not been fully reversed. The courts interpreted the constitu-
tional basis for the federal role much more broadly during this time. Fed-
eral finance of a wide range of programs, including Medicaid (health care
for low-income individuals), Medicare (health care for the aged), Social Se-
curity, and large grant programs for state and local governments, was be-
gun, although some of these specific programs did not start until the 1960s.

The last several decades have witnessed a more balanced federal system,
although federal influences remain strong in many areas that have tradi-
tionally been in the purview of state and local governments. Shannon gives
three explanations for the current federal environment.3 First, middle-
class voters, who dominate the political landscape, will not be sufficiently
conservative to move the United States back to where state governments
dominate. The population appears to have grown more conservative, and,
although there is talk about states’ rights, the demand for federal expendi-
tures for defence, security, and other purposes precludes a significant fall
in federal spending relative to gdp. Citizens have become accustomed to
certain government expenditures and would not be comfortable with a
move back to the very small federal (and overall) government structure
that existed prior to the Great Depression. 

Second, middle-class voters are unlikely to prefer movement back to a
larger federal role. Confidence in the federal government’s ability to deal
with many of the large problems facing the United States has waned. Vari-
ous crises can precipitate a greater federal role for a period of time, such as
the relatively strong support for defence and national security that was
stimulated by international terrorism, but the pendulum will probably
swing back to a more balanced role between the federal and state and local
governments. 

Third, going forward, Shannon expects “middle-of-the-road” federal-
ism, with neither the federal government nor the states dominating the
government structure. Having said this, the political forces in place could
result in slow trends towards either the federal or state governments’
playing a larger role. A good bet is that state and local governments will
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remain the dominant service providers but that the federal government’s
influence will remain significant (and could become even greater).

a s s i g n m e n t  o f  s e r v i c e  r e s p o n s i b i l i t i e s

What is true of many countries is also true of the United States: summariz-
ing the relative service delivery roles played by the federal, state, and local
governments is not simple because many services have been unbundled,
with each arena of government taking responsibility for different compo-
nents. Data on expenditures and revenues tell part of the story but fail to
explain fully the nuances of the intergovernmental relationships. This
section summarizes the expenditure responsibilities, while the following
section summarizes the revenue structure. 

The federal versus state/local role is generally based on history and prac-
tice, and most service delivery is not specifically articulated in the us Con-
stitution.4 Table 2 illustrates the levels at which services are generally
assigned. The assignment of service responsibilities at the state versus the
local level can vary widely across states based on constitutional and statu-
tory provisions, making generalizations difficult. Some state constitutions
provide specific assignments. For example, many state constitutions assign
responsibility for education to state governments, but even here every state
except Hawaii either assigns or delegates most provision of primary and
secondary schools to local governments. The national, state, and local
governments frequently share responsibility, at least to some extent, for
delivering most services. The federal government generally plays a much
smaller overall role in direct service delivery than do the state and local
governments, but the federal government often has important influence
over service delivery. Federal grants, loans, and cost sharing that come with
various restrictions, as well as federal laws and regulations, are frequently
used to leverage federal priorities far beyond the narrow area in which the
funding is provided. 

Federal mandates are also used to assert federal priorities over state and
local governments. Unfunded federal mandates can be an important source
of expenditure growth for state/local governments. Congress enacted legis-
lation in 1995 requiring the federal government to determine the costs of
such mandates, whether by congressional or administrative action, but the
costs are seldom financed directly by the federal government. Gallo exam-
ines the act and applauds the increased supply of information, but she ques-
tions the long-term effect on federal decisions as the legislation is narrowly
constructed.5 The Center for Budget and Policy Priorities estimated that un-
funded federal mandates cost the states $73 billion more than was provided
between 2002 and 2005 in the areas of election reform, No Child Left
Behind education reform, and education of disabled children.6 
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In fact, what are often termed mandates by the states come in two gen-
eral forms. In some cases, Congress, using its control over interstate com-
merce, directly requires state or local governments to provide certain
services in certain ways. Restrictions on drivers’ licences and voter registra-
tion are examples. But a number of areas, such as constitutional rights, are
specifically excluded from the unfunded mandates legislation. Alterna-
tively, Congress may link conditions to grants, and state/local governments
may argue that these are mandates. However, the legislation does not re-
gard conditions on grants to be mandates. The No Child Left Behind legis-
lation is probably best characterized as an example of the latter type of
mandate. Federal influence over state behaviour is more likely to come
through grants than through direct requirements, and what is listed as a
mandate may be changes in federal programs that can be costly to subna-
tional governments, in part, because they alter the financing relative to the
pre-existing conditions.

The system generally follows the subsidiarity principle, with decisions
made at the level of government closest to the people, because the system
of government was created with strong state governments and a relatively
weak national government. As noted above, the balance of power has
shifted dramatically over the years as a result of large growth in federal rev-
enues that are often used to encourage particular state/local behaviour,
court rulings that have expanded the federal role relative to the state/local
role, and congressional legislation based on expansive interpretations of
constitutional provisions, such as the interstate commerce clause.

The national government has exclusive responsibility for several services,
including national defence (although state militias exist), international af-
fairs, and the postal service. Shared federal, state, and local responsibility
exists for a number of services, including the judiciary, police, environ-
mental protection, parks, and economic regulation, with each level having
different responsibilities. For example, with environmental issues, the fed-
eral government often has responsibility for interstate regulatory issues
while states have responsibility for more localized concerns. State and local
governments have nearly exclusive responsibility for a number of services,
including fire, education, libraries, solid-waste management, sewerage, wa-
ter supply, and transit. As noted above, the federal government has an im-
portant influence on service delivery, even with these “exclusive services.”

Data can provide some evidence on the service-delivery assignments. In-
terestingly, the us Bureau of the Census provides detailed data on state
and local expenditures but does not provide comparable data on federal
expenditures.7 However, the census provides employment data for the fed-
eral, state, and local governments, and this can give some indication of ser-
vice-delivery responsibility.8 Local governments employ about five-eighths
of the 18.2 million public-sector non-military workers in the United States.
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The majority of local government workers are employed in education, par-
ticularly in elementary and secondary schools. States employ nearly one-
fourth of total civilian government workers, while the federal government
hires the remaining one-eighth. 

Exclusive responsibility can be seen in areas where the government has
100 percent or 0 percent of expenditures (see Table 3). For the federal
government, examples include defence, the postal service, and space re-
search. The shared roles in the judicial, police, corrections, health and
hospitals, parks, natural resources, and air transportation services are
readily apparent. Much of health care is provided through the private sec-
tor, but public-sector hospitals and clinics are also common, and regulatory
responsibility is vested in all three orders of government.

The federal and state governments share responsibility for social insur-
ance. The federal government is responsible for the Social Security pen-
sion program and the Medicare program. States provide food stamps,
Medicaid, and the major welfare program, Temporary Assistance for
Needy Families (tanf). However, the federal government finances tanf

(through a block grant) and food stamps and provides between one-half
and three-fourths of Medicaid costs (through a matching grant). States are

Table 2
Legislative responsibility and actual provision of services by different levels of government

Legislative responsibility 
(de jure) Public service

Actual allocation of function 
(de facto)

State/local Higher education State/local

State/local Primary/secondary education State/local

Federal Defence Federal

Federal/state/local Police Federal/state/local

State/local Fire Local

Federal/state/local Corrections Federal/state/local

Federal/state/local Health/hospitals Federal/state/local

State/local Solid waste Local

State/local Sewerage Local

State/local Water Local

Federal Postal service Federal

Federal/state/local Parks and recreation Federal/state/local

Federal/state/local Highways State/local
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mostly responsible for administering these programs, but service provision
is tightly constrained by federal rules. States have varied to some degree in
their Medicaid and tanf programs but must obtain a waiver from federal
rules in order to do so. Experimentation by the states with these programs
is generally regarded as a good laboratory for identifying better ways, often
defined as lower-cost ways, of structuring them. 

Water, electricity, gas supply, and sewerage are exclusive state and local
responsibilities, although the federal government plays some regulatory
and fiscal roles in all of these fields (such as through water quality stan-
dards established by the us Environmental Protection Agency). The public
sector produces the services in some cases, and the private sector does so
in others. State or local governments continue to provide regulatory over-
sight in places where the private sector produces the services, but most of
the employment for delivering these services would not be reflected in
Tables 2 and 3. 

Overlap and confusion in service delivery responsibilities arise both hor-
izontally between local governments and vertically across levels of govern-
ment because it is not always transparent which government is accountable
or should be responsible for service delivery, although the problems are
not generally egregious. The response by all governments to Hurricane

Table 3
Direct expenditures by function and level of government, percentages

Function Federal State or provincial Local All

Defence 100.0 0 0 100

Interest 65.7 13.8 20.5 100

General administration 40.0 25.9 34.1 100

Law and order 100

Economic services 100

Social services 100

Health 66.8 14.5 18.7 100

Education 4.4 26.4 69.2 100

Subsidies 100

Total 45.7 24.4 29.9 100

Local Public services1 8.7 27.0 64.2 100

1. Let “local public services” include: primary and preschool education, secondary education, public 
health, hospitals, urban highways, urban transportation, drinking water and sewerage, waste collection, 
electric power supply, fire protection, public order and safety, police.
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Katrina in 2005, the most severe hurricane to strike the United States in
many years, is an excellent example. Elected federal, state, and local offi-
cials are all pointing the blame at each other, with the federal government,
rightly or wrongly, being perceived by many citizens as having failed the
most severely. One possible outcome is that the federal government may
effectively become responsible for responding to many localized emergen-
cies that might have been better undertaken by the states.

Individuals who do not fully understand that they are paying separately
imposed federal and state income taxes is another source of confusion that
can limit accountability for specific taxes. Individuals might wish to voice
complaints about service delivery but might not be able to readily deter-
mine which office or which government to contact. Overlapping service
delivery also occurs, and this leads both to confusion and to potentially
higher costs. For example, there is likely to be confusion over environmen-
tal regulation at the federal versus state levels. Also, it may be unclear to cit-
izens whether federal, state, county, or city law enforcement officials are
responsible for certain tasks.

ta x  a s s i g n m e n t s

Federal, state, and local governments overlap considerably in their use of
revenue sources (see Table 4). The us Constitution imposes relatively few
limitations on taxation at the us federal (Article 1 Section 8) and subna-
tional government levels. A prohibition against taxing exports from a state
is the only notable explicit restriction in the us Constitution on state tax-
ing authority. The us Constitution of 1788 formerly required direct fed-
eral taxes to be apportioned equally across the states, but the Sixteenth
Amendment to the Constitution was ratified in 1913 so that an income tax
could be imposed consistently across the states.9 Implied restrictions also
arise. The prohibition against state taxes distorting interstate commerce
arises from the dormant commerce clause and is a very significant limita-
tion on the ability of states to tax. The inability of one government to im-
pose tax on another government came from an 1819 Supreme Court
decision.10 Federal limitations on state and local taxation are discussed in
more detail in the next section. 

State constitutions also include some restrictions on states’ taxation pow-
ers, with the major limitation being that state constitutions cannot impose
restrictions that run counter to the national Constitution. In turn, states
determine, either statutorily or constitutionally, the authority of local gov-
ernments to levy taxes. For example, several states have limited the annual
growth rate in assessments for property tax purposes. 

The federal government raises just over one-half of both total tax reve-
nue and total revenue (see Table 5 for total revenues). A limited form of
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specialization has developed by tax source, though each order of govern-
ment uses multiple tax sources. The federal government specializes mostly
in the individual income tax, which raises more than 80 percent of federal
tax revenue. The federal income tax also collects about 80 percent of total
us income taxes. In addition, the federal government collects almost all
insurance-trust revenue. 

Property taxes are used almost exclusively by local governments and gen-
erate nearly three-fourths of local revenues. Most local governments with
taxing authority can levy property taxes, although there are frequently
some state controls and regulation over the base and rate. Specifically,
property tax is often thought of as the main source of education finance,
with non-education special districts using the tax much less than school
districts. The role of property taxes in local finance has slowly diminished
over time; as some states have given local governments tax alternatives and
the role of states in financing education has risen. Thirty-four states allow
local sales taxes, and thirteen permit local income taxes, which are often
wage taxes rather than broad-based income taxes. The heavy reliance on
property taxes has generated considerable controversy in a number of
states, particularly when property values have risen rapidly (as has oc-
curred in recent years). For example, in 1994 Michigan lowered local
property taxes and replaced the revenues with a 2 percent increase in the
state sales tax. New Jersey, Texas, and a number of other states are cur-
rently debating alternatives for changing local school financing by reduc-
ing reliance on the property tax.

On average, states have more balanced tax structures than do the federal
or local governments. States raise an approximately equal amount of reve-
nue from sales and individual income taxes. Forty-one states impose a
broad-based income tax, and forty-five levy a general sales tax. States are
the predominant users of sales taxes and motor vehicle licence taxes, and
they are the heaviest users of selective sales taxes.11 Averages fail to reflect
clearly the diversity that exists across states. New Hampshire has neither a
broad-based income tax nor a sales tax. Oregon raised 70.0 percent of its
state tax revenue with the individual income tax in 2004, while nine states
raised essentially no revenues from this tax.12 Tennessee and Washington
State generate more than 60 percent of their collections from the sales tax,
while five states raise no revenues from the tax. State and local govern-
ments collect almost all user fee revenue, which is consistent with the
greater service delivery role played by these governments.

States differ radically in their capacity and willingness to raise tax reve-
nues. Figure 1 illustrates the wide variation across states in capacity to
raise tax revenues, using per capita personal income as a proxy for capac-
ity. Per capita income in the highest-income state, Connecticut, is 88 per-
cent higher than in the lowest-income state, Mississippi. Cost-of-living
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differentials probably explain some of the differences in income (no reli-
able cost-of-living index exists for all states), but significant real income
differences exist as well.

Wide differences exist in the extent to which states raise taxes from their
own resources. States and their local governments are best combined for
cross-state comparisons because of differences in the relative service deliv-
ery roles played by states versus local governments across the country.
Figure 2 shows that the average state collected 10.4 percent of personal

Table 4
Tax assignment for various levels of government

Determination of Shares in revenue (%)

Base Rate

Tax collection 
and 

administration Federal State Local
All

levels

Federal

Personal income Federal Federal Federal 100 100

Corporate income Federal Federal Federal 100 100

Gasoline1 Federal Federal Federal 100 100

State or Provincial2 

Personal income State State State 0 100

Sales State State State 0 100

Gasoline State State State 0 100

Property State State State/local 0 100

Motor Vehicle Licence State State State 0 100

Alcohol/tobacco State State State 0 100

User fees State State State 0 100

Local 3

Property State/local Local Local 0 100 100

Sales State/local State/local State/local 0 100 100

Personal income State/local State/local State/local 0 100 100

Excises State/local State/local State/local 0 100 100

User fees State/local State/local State/local 0 100 100

1.  Shared through grants.
2.  Often shared by individual state laws.
3.  Practices differ widely by state.
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income in taxes during 2002 (the most recent year for which local tax reve-
nue data are available), but the collections varied from 13.1 percent in New
York to 8.4 percent in Tennessee and New Hampshire. Per capita tax collec-
tions vary even more because there is a positive correlation between per
capita income and taxes as a share of personal income. For example, New
York has the fourth highest per capita income and Tennessee has the thirty-
fifth highest. New York collects $4,684 per capita in taxes, 114 percent
more than Alabama (forty-first highest in per capita personal income). 

Disparity in the capacity of local governments to raise revenues is signifi-
cant in every state. For example, New Jersey, the third highest state in
terms of per capita personal income, reports that household income varies
from $93,432 in Somerset County to $33,858 in Cumberland County – a
nearly threefold difference.13 Similarly, local governments vary widely in
the extent to which they choose to tax themselves. For example, the prop-
erty tax rate imposed in New Jersey varies about 2.5-fold across counties.
Relatively poor Camden County has a median effective property tax rate of
3.49 percent, while relatively wealthy Cape May County imposes a median
effective rate of 1.37 percent. 

f e d e r a l  l i m i t at i o n s  o n  s t at e  f i s c a l  a c t i v i t i e s

The us Constitution imposes two basic constraints on state and local gov-
ernment fiscal actions. First, states are prohibited from discriminating
against interstate commerce. This limitation arises from the dormant com-
merce clause because it is not explicitly mentioned in the us Constitu-
tion.14 Second, states are prohibited from taxing international trade. The
limitation on taxation of international trade does not arise as a frequent is-
sue, although it was widely discussed a decade ago when some states sought
to use a worldwide unitary approach to tax corporate income. In addition,
the us Constitution supersedes the state constitutions when conflicts arise
between them.

Limitations arising from states’ inability to distort interstate commerce
are imposed both by federal court limitations on state actions and by con-
gressional legislation. The us Constitution gives Congress control over in-
terstate commerce, which means that congressional legislation can define
when states violate interstate commerce. Many examples of congressional
and judicial constraints on states exist, but only a few are given here. No ef-
fort is made to describe the long string of court rulings and legislative ac-
tions related to interstate commerce. The constraints on state governments
almost always prevent states from taking advantage at the expense of other
states. There are cases where national and potentially state policies may
cause the home state to be disadvantaged relative to others, and the courts
have generally ignored these effects. 
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The us Supreme Court has ruled that states can only require vendors
with physical presence in the state to collect the state’s sales tax, the larg-
est average state tax source.15 This limitation allows easy tax planning be-
cause vendors can purposely sell into a state from remote locations and
avoid the compliance responsibility as well as the tax burden (which is
either a legal burden of the vendor or the consumer, depending on the
state in question). Combined state and local sales tax rates can be as high
as 11 percent, so this can be an important advantage for remote vendors.
As a result, rapid growth of Internet and mail-order-based transactions has
cost states a significant share of sales tax receipts, amounting to about
$19.2 billion in 2006.16,17

State taxation of corporate income is increasingly difficult, at least in
part because of increasing globalization.18 States that tax corporate income
apportion the corporate tax base for multistate firms. Court rulings have
also established the environment within which state corporate income
taxes are collected. For example, in 1977 the us Supreme Court set up a
framework for determining when a corporation’s income can be taxed in
any given state.19 Specifically, the Supreme Court ruled that state taxes
must be (1) on activity sufficiently connected to the state, (2) fairly appor-
tioned across states, (3) nondiscriminatory, and (4) related to state ser-
vices provided. 20 A federal circuit court ruling in 2004 has attracted
considerable attention because it potentially would have prevented states
in the sixth circuit from adopting many types of tax incentives, specifically
incentives that lower a firm’s tax burden when it expands in the incentive-
granting state but not when it expands the same activity in another state.21

The us Supreme Court ruled that the plaintiff did not have standing to
bring the case to court, but the issue is likely to reappear somewhere for
reconsideration by the court system. 

The us courts have in some cases also required state and local govern-
ments to provide non-residents with equal access to services. Thus, resi-
dents can move from one state to another and, within thirty days, can gain
access to services such as education, welfare, and health care for the poor.
This appears to have limited the extent to which some state and local
governments are willing to expand delivery of certain services.

Congressional legislation can preempt state or local governments from
imposing taxes in cases where Congress believes that state or local taxation
would distort interstate commerce. Such legislation has been important in
some cases, and the Federation of Tax Administrators (an association of state
revenue departments) has identified twenty-eight examples of preemp-
tion.22 For example, Congress passed the Internet Tax Freedom Act in 1998
and has extended it twice, most recently until 2007. The legislation prevents
states from imposing discriminatory taxes on the Internet. It also precludes
states from taxing charges for access to the Internet. If interpreted narrowly,
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the latter does not represent significant foregone revenues for the states, but
states continue to be concerned that firms will bundle activities together and
define the entire set as access, resulting in a much larger revenue loss. Fur-
ther, Congress has not acted to require remote vendors to collect the state
sales tax, as limited by the Quill case, despite the admonition by the Supreme
Court in its Quill opinion to address the issue. “Temporary” legislation en-
acted by Congress decades ago (Public Law 86–272) precludes states from
collecting corporate income taxes from firms whose only relationship with
the state is to solicit for the sale of tangible personal property. This legisla-
tion offers significant opportunities for tax planning and results in “nowhere
income” – income not taxed by any state. 

Congress currently has several pieces of legislation before it that
address many of these same issues. For example, legislation has been pro-
posed to (1) allow states to tax corporate income only when firms have
physical presence in the state, (2) make the Internet Tax Freedom Act
permanent, and (3) allow states to require remote vendors to collect the
sales tax on their behalf in cases where the states have simplified their
sales tax. Congress seems unlikely to enact any of this legislation during
the next year or two because of the different political perspectives within
the business community and between the state and local governments
and the business community.

Strong constitutional restrictions preventing state discrimination against
interstate commerce serve the country well in terms of allowing an unfet-
tered economic union. Labour, capital, and trade are freely mobile both
inside the country and, at least from the state and local perspectives, out-
side the country. While encouraging the mobility of resources helps
develop a seamless economic union, state and local governments face sig-
nificant challenges in raising tax revenues in a very mobile environment.
The country continues to grapple with how tax structures should be de-
signed to keep impediments to the open economy small. Similarly, the
country still has to determine the best ways for states to raise tax revenues
in a very open/mobile economy.

Intergovernmental Financial Relationships

Federal and state governments have independent control over their tax
bases and rates, given the limitations described above. The flexibility af-
forded to local governments varies across states. Governments are not re-
quired to coordinate their tax bases or rates, and differences exist in the
tax bases used by every state and by the national government. Similar or
identical bases are more common for local governments within states,
but wide differences exist in some cases. For example, Colorado allows
local governments to set their own local sales tax base. In some other
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states, such as Virginia, the state sets the local sales tax rate and base,
making the tax more like a grant program.

Federal, state, and local tax structures are often intertwined, despite
their legal and constitutional independence. Most states require individu-
als and corporations to begin calculation of their income taxes with some
variant of the federal definition of taxable activity. For example, thirty-
seven states start calculation of their individual income tax base using
federal definitions, twenty-seven employ federal adjusted gross income (in-
come before exemptions and deductions), and ten use federal taxable
income. Having said this, federal law allows states to piggyback their in-
come tax on the federal income tax, but no state has chosen to do so. State
estate and inheritance taxes are also linked to the federal estate tax,
although the latter is being phased out over a number of years. 

The relationships between federal and state and local personal and cor-
porate income taxes extend to administration as well. Each state has its
own tax administration but relies heavily on federal audits and databases to
assist in collection. 

The institutional linkages between tax bases mean that tax policy deci-
sions made by one level of government frequently have implications for
other levels. There is scant evidence that these vertical externalities are
given serous consideration when policy decisions are made. The federal
government has made numerous tax policy changes in recent years by
changing tax bases (frequently narrowing them) and lowering tax rates.
Accelerated depreciation provisions and a production credit for manufac-
turers are two recent corporate income tax base changes. Nonetheless,
many national officials (including Larry Summers, former secretary of the
us Treasury) have said that they did not consider effects on state and local
governments when decisions were made on federal policy. 

In many cases, because of the lost revenues, states choose not to con-
form to federal policy changes. In other cases, states have defined their
tax base using the federal legislation that existed at a particular point in
time, and the state legislature must act to bring the state tax into confor-
mity with new federal legislation. But, decoupling from the current fed-
eral provisions raises compliance costs. For example, nineteen states have
chosen not to conform to the production credits that were part of the
American Jobs Creation Act passed by Congress in 2004. The result is that
firms must calculate their corporate tax liability using different provisions
across states and between the state and federal governments.23 The bur-
dens from tax provisions that differ across the states can be expected to
continue growing as the economy opens up to even greater international
and interstate activity.

Vertical competition between governments may also exist, and it is an
empirical question as to how one level of government responds to policy
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decisions at another level. The notion is that imposition of a tax by one
level of government reduces the tax base available for other govern-
ments.24 The affected local governments could either raise their rate to off-
set the revenue loss or lower their rate because the tax is less productive.
Research has yet to reach a solid conclusion regarding the direction of
these relationships. Some evidence suggests that states tend to raise their
gasoline and tobacco tax rates in response to federal increases,25 suggest-
ing that states raised their rates to offset the base decline. Also, research on
the us individual income tax has found that states tend to increase their
personal income and their sales tax rates in response to federal income tax
rate increases.26 However, there has been too little research to reach a firm
conclusion on how federal tax changes affect the states. 

Horizontal relationships between states or between local governments
can also be important, both in terms of how revenues are distributed across
governments and how the governments compete for the tax base. States
have considerable flexibility in how they structure their taxes, and this can
increase compliance costs. One example of this is the way that revenue
from the major state taxes (i.e., individual income, corporate income, and
sales) is distributed across states in those cases where the taxpayer or the
activity crosses state boundaries. Personal income tax revenue from wages
is generally distributed between states based on where the income is
earned.27 Non-labour income is taxed in the state of residence. Sales taxes
are due in the state where the goods and services are to be enjoyed or used
– that is, on a destination basis. This is normally presumed to be the place
where possession of the goods takes place.28 Corporate income taxes are
distributed by formula, although formulas differ significantly across states. 

These general approaches suggest much more uniformity than is
present in practice as the details of each tax tend to vary by state. As a re-
sult, compliance burdens are increased for firms or individuals that oper-
ate in multistate environments. Indeed, the us Supreme Court ruling in
the Quill case was based on the notion that remote vendors, complying
with the taxes of many state and local governments, bear higher burdens
than does a domestic firm in a single state. Little reliable evidence exists on
the compliance burden.

States also cooperate in collecting taxes. Many states participate in com-
pacts with other states to share information on issues such as compliance.
The Multi-State Tax Commission is one such organization that also con-
ducts audits of some multistate taxpayers. 

More than forty states, in an extraordinary act of cooperation, worked
together over the past six years to create the Streamlined Sales and Use Tax
Agreement (ssuta).29 On 1 October 2005, nineteen states signed on as
initial members by enacting the legislation that was developed through the
process. The ssuta is intended to simplify the sales tax and structure it on
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a destination basis so that states are better able to collect their sales taxes
on remote transactions. The ssuta is a wonderful example of state coop-
eration, but cartels of this type are difficult to develop and hold together,
even when the related structures represent good tax policy (which is gener-
ally true of the ssuta).

i n t e r g o v e r n m e n t a l  g r a n t s

As in nearly every country, the national government finances much more
expenditures and services than it delivers. Intergovernmental transfers
from the federal government have generally followed the historical pattern
of federalism. Federal grants were very small in the early years of the
United States, but grants for capital purposes (and, to a lesser extent, for
other uses) rose rapidly during the Great Depression of the 1930s, particu-
larly when measured as a share of federal outlays. Grants declined during
the centralizing period of the Second World War but afterward proceeded
to rise nearly continuously as a share of gdp and of outlays until the late
1970s.30 Grants fell as a share of gdp and of federal outlays during the ini-
tial period of what was described above as balanced federalism through the
early 1990s. Grants have risen again over the last fifteen years and, in 2003,
were the greatest share in history of both gdp (3.6 percent) and federal
revenues (17.9 percent). 

Over 600 grant programs exist for state and local governments. The
grants are provided in many different forms, including project, categori-
cal, and block grants. Some have matching components and others are
structured through formulas. Still, except for a few specific areas, the over-
all federal-to-subnational intergovernmental grant system is relatively
small compared with what we see in us history or in many other coun-
tries.31 As described below, the recent rise in grants has been focused on a
narrow set of areas, particularly health care. There is no form of general
revenue sharing, although a limited revenue-sharing program existed
from 1972 through 1986. The federal intergovernmental grant system is
primarily intended to provide a degree of equalization across people, not
to equalize subnational government service delivery, with most of the
money intended to support low-income people. 

The composition of federal grants has changed radically in recent
years. Grants to state and local governments for redistribution to individ-
uals have risen, and other types of grants have fallen. In fact, grants for
capital and other state and local purposes are the lowest share of gdp

(around 1.2 percent) since the late 1960s, while grants for individuals
have risen to 11.4 percent of gdp. The rapid rise in health care costs, and
therefore in the Medicaid program, has been the driving force behind
the growth in transfers for people.
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The amount of transfers is decided annually by congressional decisions.
However, some programs, such as Medicaid and tanf, have been estab-
lished as entitlements (with carefully established eligibility requirements),
and the basic structure is changed infrequently. Total federal grants in
2003 were $387.3 billion, which represented about 22.0 percent of total
state and local revenue. State governments received 88.5 percent of these
transfers, but some of the grants are subsequently forwarded to local gov-
ernments. Two major categories of grants – health and income security –
representing more than two-thirds of grant funds, are primarily transferred
to state governments so that they can be further transferred to individuals.
These funds are transferred as grants because state and local governments
administer the programs. Medicaid grants were $160.8 billion of the
health-grant programs, and income security is primarily composed of fam-
ily assistance, housing, and child nutrition. A degree of equalization is built
into these programs through the specific grant structures,32 and this can
indirectly influence states’ ability to deliver other programs. Strong sup-
port for equalizing programs does not exist across states, despite the wide
differences across the United States in taxable capacity.33 

The other large grant categories, transportation and education, are
more likely to support state service delivery, but these programs generally
do not have strong equalization components. Rather than being “entitle-
ment” payments, the specific amounts are often determined through the
annual budget process or by agency decisions. Grant programs are often
discretionary at the national level. The interstate highway system is funded
with shared federal and state grants. The federal government normally fi-
nances 90 percent of the construction cost and the states finance 10 per-
cent. Both governments rely on gasoline taxes that are levied per gallon of
gasoline to finance their expenditures. 

States have sought to leverage federal grants in a number of ways, as can
be evidenced by the Medicaid program. First, some states appear to claim a
wide range of expenditures as being appropriate for the Medicaid pro-
gram and, thus, eligible for the federal matching grant. Second, states have
sought to provide their matching component through various creative
means. For example, Tennessee created a “services tax” on hospital health
care during the early 1990s and used this revenue to finance the state’s
share of the Medicaid program. Hospitals made the payments but received
the money back in Medicaid revenues, allowing the state to draw down the
federal funds with no state share. The federal government disallowed this
scheme based on the argument that the state was not in fact matching the
federal grant, but other states have sought to use similar funding sources in
subsequent years. These schemes are generally disallowed.

State and local income, sales (taxpayers can deduct either their income
or sales tax but the sales tax deduction was available only during tax years
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2004 and 2005), and property taxes are deductible expenses in determin-
ing federal individual income tax liabilities. Various interpretations are
given to the linkage that this establishes between the federal and state and
local governments, one of which is that deductibility is a form of grant to
the state and local governments, although it may be better seen as a tax ex-
penditure. Deductibility lowers the cost of paying state and local taxes, but
it only saves the average federal income taxpayer about 5 percent of the to-
tal liability for these taxes.34 Some political conservatives oppose deduct-
ibility, arguing that it subsidizes government and thereby encourages
larger government. In any event, the benefits to state and local govern-
ments are poorly targeted to achieve particular objectives.

State Grants to Local Governments

States often provide grants and shared taxes to local governments. State
government grants to local governments are nearly of the same magnitude
as federal grants, totalling $370.6 billion in 2003.35 However, some of these
grants may be the pass-through of federal grant funds. Federal and state
grants together provide 40.6 percent of local government revenue. In ad-
dition, shared tax revenue in some states is probably not included in these
grant funds, depending on the specific accounting arrangements. In
Tennessee, for example, approximately 7 percent of state tax revenue is
shared with local governments through a wide range of mechanisms. Some
portion of most taxes is shared with local governments, using either situs
based distribution of the revenues or some type of formula. Sharing of gas-
oline tax and state sales tax revenues comprises most of the distribution.

Table 5
Vertical fiscal gaps, 2003/04

Total revenue collected 
(us$000)

Total revenue available, 
including net transfers
for that level of gov’t

(us$000)
Expenditures 

(us$000)

National 1,798,093,000 1,798,093,000 1,900,743,000

Subnational 1,464,058,004 1,889,740,590 2,260,330,261

State/provincial ,799,442,877 1,194,055,987 1,016,469,065

Local  ,664,615,127 1,094,729,372 1,243,861,196

All levels 3,262,151,004 4,086,878,359 4,161,073,261

Author’s calculations from http://www.whitehouse.gov/omb/budget/fy2005/pdf/hist.pdf 
and http://www.census.gov/govs/estimate/0400ussl_1.html.
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The dominant state transfer program in nearly every state is for financ-
ing primary and secondary education. The specific grant structure differs
across states, but similarities exist in the basic design. A number of states
build the grant around ensuring that local governments have sufficient re-
sources to deliver an adequate level of education. Some degree of equaliza-
tion is usually built into the grants, along with incentives to achieve certain
objectives (such as to meet class-size expectations). Equalization is fre-
quently based on both the capacity to raise revenues locally and the expen-
diture needs in the community. 

State constitutions often have provisions indicating that the state will
provide education, although local governments are usually the providers.
These provisions have led to court suits in about half the states, based on
the argument that the state is not ensuring that equal education is being
provided in all local jurisdictions. The suits have been upheld in many
states, although in some cases the courts have ruled that the state constitu-
tion does not establish a requirement that education be provided equally
or adequately across the state. States, such as Texas and Tennessee, have
lost multiple cases based on different aspects of equalization. 

m ac r o e c o n o m i c  m a n a g e m e n t

us government agencies have exclusive control over monetary policy and
predominant influence over fiscal policy, although state and local govern-
ments undertake some fiscal policy actions. No mechanism exists for coor-
dinating the fiscal policies of federal, state, and local governments. 

The Federal Reserve (fed) conducts monetary policy in the United
States. An independent board composed of seven members who are ap-
pointed by the president and confirmed by the us Senate manages the
fed. Board members are appointed for nine-year terms (presidents are
elected for one four-year term and may succeed themselves once) and
may be reappointed for additional terms. The fed Open Market Com-
mittee oversees the direction of monetary policy. The committee is
composed of the seven members of the Board of Governors and five
presidents from the twelve regional Federal Reserve Banks. The fed ap-
pears to see price control as its major goal but is free to consider other
goals, such as economic growth and currency exchange rates. Maintain-
ing stable growth appears generally to play a strong secondary role as a
policy goal. States have no authority to print money or to engage in
monetary policy.

The national executive and legislative branches make most fiscal policy
decisions. The national government has full control over its budget com-
position, expenditure levels, tax levels, and extent of debt. The national
deficit was $415.2 billion in 2005, equal to 3.3 percent of gdp. 
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States also control their budget composition, expenditure levels, and tax
levels as described above. Forty-nine states have either constitutional or
statutory requirements that their operating budgets be balanced, which
would appear to limit their capacity to undertake fiscal policy. However,
states have many means of sidestepping the balanced budget require-
ments, and state economic development policies may have greater poten-
tial to influence economic activity than has traditionally been expected.36

The federal government has no balanced budget requirement and, as
noted above, has been running significant deficits in recent years.

State and local governments borrow primarily for capital projects, but they
have also borrowed for operating purposes (despite the balanced budget
limitations), as is illustrated by California’s borrowing $15 billion in recent
years. In most cases, state and local governments use debt without any ex-
plicit intent to influence macroeconomic conditions. State and local govern-
ment long-term debt totaled $1.81 trillion in 2003, up 7.5 percent from the
previous year.37 The use of debt has grown at a compound annual rate of
5.8 percent since the early 1990s. Local governments rather than states hold
most of the debt (61.5 percent). Almost all of the debt (97.8 percent) is long
term, and 38.1 percent of the long-term debt is guaranteed with the “full
faith and credit of the government.” The remaining 61.9 percent is not
guaranteed and often has a specific revenue source pledged for repayment.
The debt is used mostly for a wide range of capital projects, with 23.8 per-
cent being public debt, where the revenues were used to finance private-
sector activities. Much of the debt is used for construction of schools.

The federal government effectively subsidizes state and local debt since
the interest earned on these securities is exempt from the federal per-
sonal income tax. Proposals to make the interest taxable are raised from
time to time, often based on the argument that the exemption costs the
Federal Treasury more than it benefits it. President Bush’s Tax Reform
Panel did not recommend eliminating the exemption of state and local
interest payments.38 

In terms of macroeconomic management, state and local governments
have been much more aggressive in using the tax code to pursue economic
development strategies that are linked to individual businesses or eco-
nomic sectors than in using fiscal policy. State and local governments pro-
vide concessions for the sales, property, corporate income, and individual
income taxes to recruit businesses. In some cases, the concessions are avail-
able to any firms meeting specific characteristics, which are often specified
in terms of firm size, industry, or location. In other cases, the concessions
are specific to individual firms. Governments also offer a range of spend-
ing incentives, such as training, infrastructure, free land, or site develop-
ment. The greatest attention has focused on incentives offered by state and
local governments to recruit automobile plants.
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Each level of government is normally left to its own resources to accom-
modate the effects of cyclical macroeconomic slowdowns. Two cases in the
past several decades where the national government stepped in to assist
states during fiscal stress can be noted. The first involved loans to a
number of state unemployment insurance systems during the very strong
economic downturn of the early 1980s. Most states are precluded by con-
stitution or statute from carrying shortfalls across fiscal years, and a series
of loans were made to rescue unemployment insurance programs that
were in serious fiscal difficulty. Second, Congress provided $20 billion to
states during 2003 and 2004 to soften the blow of the sharp downturn in
tax revenues experienced by many states between 2001 and 2003.39 In ad-
dition, states often have rainy day, or budget stabilization, funds to help
smooth over economic transitions. These funds are generally relatively
small, amounting to much less than 5 percent of expenditures.40 Local
governments seldom have rainy day funds, but they do have year-ending
balances that can, to some degree, serve a similar role. 

c o n c l u s i o n

The us system of federalism has evolved over the years in response to vari-
ous economic, political, and international forces, and the likely scenario is
that it will continue changing in future years. The major shift has been to-
wards a much larger role for the national government relative to that
which existed in the first two-thirds of the country’s history. Having said
this, general service delivery responsibilities and major own-source reve-
nue categories across levels of government have not changed radically dur-
ing the last thirty to forty years and, in many cases, for much longer.41

Instead, the changes are more subtle in terms of growing limitations that
the national government places on state and local governments’ ability to
raise revenues and increased mandates on the ways in which they deliver
services. Forecasting the future is always fraught with risks, but the most
likely outcome is for the national role to remain strong and more likely to
expand than to contract. 

The growing degree of economic mobility, both around the world and
within the United States, poses the greatest threat and largest issues for state
and local governments. In particular, the forces arising from mobility (such
as greater difficulty in monitoring taxable activities, easier tax planning, and
greater tax competition) significantly limit the ability of state and local gov-
ernments to raise revenues using some of their traditional sources. Raising
revenue is particularly problematic since us Constitutional rulings leave
much of the control in the hands of Congress. Congress has been reticent
thus far to enable the states to levy effective taxes, particularly because it
receives political benefits from narrowing the capacity of state and local
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taxation without suffering from the revenue consequences of its actions. Ef-
fectively, this means that Congress has paid relatively little attention to the
sustainability of state and local fiscal systems, while focusing on national
political issues and national revenue systems. 
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