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Improving Intergovernmental Finance:
A Message From the Northland

Michael J. Stutzer
Senior Economist
Research Department
Federal Reserve Bank of Minneapolis

Despite its notoriously chilly winters, Minnesota is a
very friendly state. At least, it seems so from the way the
state's government treats its local governments. All 50
U.S. states have some sort of intergovernmental finance
system—programs through which the state provides
funds and other assistance to its counties, cities, and
school districts. But Minnesota's system is exceptional.
This state offers its local governments just about every
type of finance program available elsewhere, including
payments to governments that must be spent on particular services, payments that can be spent on anything, and payments to local governments' taxpayers
rather than to the governments. Though Minnesota's
system is arguably the most complex in the nation, that
doesn't seem to deter its local governments. According
to a recent study, in only four other states are local
governments "more dependent on state aids" (Bell
1986, p. 335).
This generous complexity makes Minnesota a good
state to use to illustrate a critical study of intergovernmental finance systems. With intermittent references to
Minnesota, I here describe what seem to be the
objectives and forms of such systems, evaluate how
successful they likely are, and propose a specific change
that could make them more successful. My general
message to all states is to simplify—and be friendlier to
your ultimate constituents. For Minnesota illustrates
that, in general, these systems would be more effective
if states paid less to their local governments and more to
their taxpayers.
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Intergovernmental Finance: Why and How?

A

Tradeoff...

Traditionally, economists evaluate the actions of state
governments, like those of all other public policymaking bodies, in accord with some selected mix of two
conflicting objectives.
One is economic efficiency. This notion is very
different from the common idea of efficiency as getting
the biggest bang for the buck (cost effectiveness). It
involves instead acting in ways that affect people as
positively as possible.
The two basic actions of government—taxing and
spending—affect people both directly and indirectly.
Their direct effects are easily visible; for example,
someone pays a large tax bill and soon thereafter is
treated by a public hospital for cardiac arrest. But their
indirect effects are perhaps more far-reaching. These
include changes in the amounts people spend, save, and
invest, which then change the amount of income they
earn. The sum of direct and indirect effects on each
person determines whether or not that person is better
or worse off as a result of some tax and spending policy.
Policymakers usually propose new policies that will
make some people better off and others worse off; that
is, there are both winners and losers. If that is the best
they can do—there is no other policy that will make no
one a loser—the proposed policy is considered efficient.
Thus, inefficient policies are those which could be
changed some way to make some people better off and
no one worse off. A policy is said to be more efficient
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than another when some people prefer the former to the
latter and no one prefers the latter. Adoption of the
former policy is then said to increase efficiency.
The other traditional objective of public policies is
equity. This is the common concept of fairness or
justice, but in order to apply that to government actions,
it has been refined into two operating concepts. One is
known as vertical equity, the proposition that taxes
should be directly related to the taxpayer's ability to
pay, or more simply, those who have more should pay
more. With the ability to pay measured by personal
income or wealth or both, vertical equity is often
equated with the adoption of progressive taxes, or a
system in which the tax burden, expressed as a percentage of the ability to pay, rises with that ability.
Decreased reliance on the opposite type of system,
regressive taxes, has also been equated with vertical
equity. However, note that this equating of vertical
equity and progressivity may be somewhat arbitrary
and, indeed, is not universally accepted. After all, mildly
regressive taxes can still require a wealthy taxpayer to
make larger tax payments than a less wealthy taxpayer,
despite the fact that the former's average tax rate is
lower than the latter's. Some argue that this is still
vertically equitable. Attempts to justify progressive
taxation on economic or philosophical grounds have
been only moderately successful (Stiglitz 1987, Young
1987).
The other way of operationally defining equity is to
equate it with the proposition that similar taxpayers in
similar circumstances should bear the same tax burden,
a concept dubbed horizontal equity. This, of course,
requires decisions about what similar means in terms of
taxpayers and their circumstances (not to mention their
tax burdens). For example, one might argue that two
residents of equal ability to pay who receive the same
amount of public services in the cities they live in should
pay the same amount of city taxes. One would then be
arguing that differentiating tax burdens only on the
basis of the city lived in is not horizontally equitable.
Unfortunately, attaining efficiency and equity simultaneously is often difficult for public policymakers.
That is because few policies affect just one or the other
of these objectives or both in the direction desired.
Often, policies desirable on equity grounds are inefficient. For example, some have argued that highly progressive personal taxes, while perhaps highly vertically
equitable, cause disincentives to work and save. These
disincentives may lower the rate of economic growth.
If an alternative policy promoting higher economic
growth and sharing the wealth could benefit everyone,

the highly progressive tax would be inefficient. Similarly, policies that are efficient may be inequitable. Policymakers usually, therefore, trade off some degree of
one objective for some degree of the other, to achieve
what they consider the best possible, or optimal mix of
the two.
To represent tradeoffs involved in trying to simultaneously attain efficiency and equity, economists often
use the concept of a social welfare function. To simplify
a bit, this concept assumes that policymakers choose
their optimal policies as if they weighed individuals'
own opinions about the alternatives. But individual
opinions are not necessarily assumed to be equally
weighted in this process. Policymakers with a strong
preference for vertical equity, for example, can be
assumed to attach much higher weights to the views of
the poor than to those of the rich. By assuming that
policymakers act as if they choose a policy which
maximizes a social welfare function, economists can
capture the notion that policymakers strive to attain
their most desired mix of efficiency and equity.1

... Across Governmental

Boundaries

One way to strive for that end in a state is for the state's
government to help finance its local governments. For if
local governments tax and spend independently, and
the state intervenes in no other way, the desired mix of
efficiency and equity for all the state's residents is not
likely to be achieved. This is because, in a decentralized
system, the actions of local governments will be chosen
with only the welfare of its local residents in mind, but
those actions will nevertheless also affect the welfare of
others in the state.
To formalize this general problem, Gordon (1983)
assumes that each governmental unit in a decentralized
public finance system adopts its own tax policy to
finance the provision of services collectively consumed
by society (public goods).2 In doing so, each governmental unit adopts a tax/service provision policy as if it
maximizes the welfare of only residents of its community. Gordon contrasts the resulting decentralized tax and
spending policy with what he calls the "fully coordi1
Normally, economists recommend avoiding the tradeoff by choosing the
most equitable policy among policies that are efficient. However, that is not
possible here or wherever there are distorting taxes and constraints requiring
that individuals of identical type receive equal utility in equilibrium. Tradeoffs
will have to be made.
2
The viewpoint here is that user fees could and should be used to finance
excludable public services, like garbage collection (public services that can
easily be provided only to those who want to pay for them). Property and other
taxes are assumed to be used to finance nonexcludable public services, such as
public safety (those that if provided to some will unavoidably benefit all).
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