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FEDERAL AID TO THE STATES:
IS THERE REGIONAL BIAS?

by
Richard B. McKenzie

INTRODUCTION

Does federal aid favor one region over another? 1Is the
sunbelt booming because it has garnered a disproportionately
large share of federal handouts?

Such questions concern policymakers, especially those in the
North. There people fear that the presumed warped flow of federal
dollars away from industrial northern tier states and toward
southern and western states is partially responsible for the
relatively sluggish economic growth in northern states.

By one measure, the concern is well founded, for there is
wide variation in total and per capita flow of federal aid to the
states, as evidenced in Table 1. Measures of the "balance of
payments" with the federal treasury do in fact indicate a regional
bias.! Most (but not all) deficits in the federal balance of
payments are found in northern states--that is, they pay out more
in federal taxes than they get back in federal aid; most surpluses
are found in southern and western states.

The Northeast-Midwest Institute, a research arm of a coalition
of 213 northern members of Congress (prior to the 1982 reapportion-
ment), has estimated that in the period from 1975 to 1979, the

Lillian Rymarowicz, "Tabulations: Estimated Federal Tax Payments by
Residents of Individual States Compared to Estimated Outlays in the
States, Fiscal Year 1979" (Washington, D.C.: Congressional Research
Service, July 9, 1980), pp. 1-2 and 5-6.

Note: Nothing written here is to be construed as necessarily reflecting the views of The Heritage Foundation or as an
attempt to aid or hinder the passage of any bill before Congress.




Table 1 - Federal Grants to States, Total and Per Capita, 1970 and 1979
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UNITED STATES

For details on programs covered, see U.S. Depértment of the

Data includes (a) direct

cash grants, (b) outlays for grants-in-kind, (c) payments to non-

profit institutions when approved by government, (d) payments
to Indian governments, (e) payments to regional commissions,

Treasury, Federal Aid to States, 13980.

Source:



(f) payments for research and development, and (g) shared
revenue. It does not include (a) federal administrative
expenses, (b) grants directly to profit-making entities

and nonprofit concerns not covered abovz, (c) payments

for basic research, and (d) payments for coods and services
purchased by the federal government. Programs under 92
headings were covered in 1979. Total federal aid repre-
sented 12.4 and 16.6 percent of total federal expenditures

in 1970 and 1979, respectively.



Northeast and Midwest area? sent O washington $165 pillion more
in federal taxes than it received back in federal outlays. In
1979, the Northeast-Midwest region received $.84 from the federal
government for every federal tax dollar extracted.3 Yet, bY
other measures of the distribution of federal aid evaluated 1n
this article, the frostbelt has no cause for complaint. After
adjusting for regional population and income differences, federal
aid encompassing all aid categories 1s found to be fairly evenly
distributed across states. In other words, the regional differ-
ences in the distribution of federal aid are mainly a reflection
of differences in regional populations and incomes. 1f the
North has cause for complaint, it is of the piases that exist in
the distribution of various categories of federal aid (programs
covering welfare, housing, highways. etc.) and 1n the progressive
income tax system that obliges high income states to pay relative-
1y higher federal tax rates. The results of this study suggest
that the way federal taxes are collected and federal aid 1is
distributed is probably fostering the growth of relatively low
income states at the expense of high income states.

AGGREGATE FEDERAL AID FLOWS TO STATES
The Unadjusted Flows

on the basis of primitive analysis (not reported in detail
here), 1if total state aid 1is regressed against only dummy variables
for the eight Census Bureau divisions other than the gouth Atlan-
tic,* a regional pias is found clearly to exist. Relative to the
south Atlantic, however, the bias for 1970 and 1979 is solely 1in
favor of the Mid-Atlantic. BY peing located in the Mid-Atlantic

in 1970, a state received on average a 1ittle more than $1 pillion
in additional federal aidj; the. advantage to states in the division
in 1979 was 3.5 times that amount, reflecting the more than
threefold expansion in total federal aid over the interim.

An obvious explanation for the regional pias in total aid is
the concentration of the country's population in the Mid-Atlantic.
Hence, federal aid per capita was, in independent runs for 1970
and 1979, regressed against the eight dummy variables for the
regions. The results of those runs are reported in Table 2.

e e ———

2 The Northeast-Midwest area includes the states of Connecticut, Delaware,
I1linois, Indiana, Iowa, Maine, Maryland, Massachusetts, Michigan, Minnesota,
New Hampshire, New Jersey, New York, Ohio, Pennsylvania, Rhode Island,

Vermont, and Wisconsin.

& Jacqueline Mazza and Bill Hogan, eds., The State of the Region in 1981:
Economic Trends in the Northeast and Midwest (Washington: Northeast-Midwest
Tnstitute and Northeast-Midwest Congressional Coalition, 1981), p- 37-

4 The selection of the Census Bureau division that would not be included in
the regression equations was more or less arbitrary. The South Atlantic

was chosen simply because of the author's personal interest in the region.
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Relative to the South Atlantic, there was no apparent bias in
1970 and 1979 for four of the eight divisions, New England,
Mid-Atlantic, East North Central, and West North Central. There
was 1n 1970 a statistical bias in favor of the other four (at a
confidence level of .10 or below). However, by 1979 only the
positive bias in favor of the Pacific remained highly significant.
That finding must remain suspect because of the relatively low F
value for the equation.

The Adjusted Flows

The federal aid system has been designed intentionally to
remedy problems of "fiscal disparity" among states--that 1is, to
redistribute government purchasing power from financially strapped
states to financially streng states.® 1In the federal grant
formulas, state income per capita often is used as a proxy for
states' fiscal capacity, whereas state and local taxes per capita
have been employed to reflect '"need" for federal assistance.

From earlier empirical work on the determinants of the distribution
of federal aid,® it is known that state and local taxes per

capita, state income tax per capita, and the proportion of the
state's population residing in urban areas are reasonably powerful
determinants of the flow of federal funds across states. Therefore,
our analysis of regional bias of federal aid to states per capita
was extended to include three variables along with the eight
regional dummy variables.

The results of investigations of federal aid flows for 1970
and 1979, adjusted for tax, income, and urbanization differences,
are reported in Table 3. As in earlier work, the investigation
revealed state and local taxes and state income in 1970 were
insignificant determinants of the flow of federal funds across
states. On the other hand, the degree of urbanization was negative
and highly significant. Vis-a-vis the South Atlantic, there was
also a highly significant bias (at the .10 level or lower) in
favor of four divisions, Mountain, Pacific, East South Central,
and West South Central. Looked at differently, after adjusting
for income, state and local taxes, urbanization, and population,
the other four regions (New England, Mid-Atlantic, East North
Central, West North Central) did not, within the limitations of
this study, get their "fair share" in 1970. That is, they received
less than would have been expected based upon the states' fiscal
capacity and need and degree of urbanization. It should be

2 Categorical Grants: Their Role and Design (Washington: Advisory Commis-
sion on Intergovernmental Relations, 1978). See also Berrier E. Frye and
Richard B. McKenzie, "Impact of Federal Aid on State and Local Taxes"
(Clemson, South Carolina: Economics Department, Clemson University,

1982).

e Richard B. McKenzie and Bruce Yandle, "The Distribution of Federal Aid to
States: The Impact of Delegation Size" (Clemson, South Carolina: Economics
Department, Clemson University, 1982).
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stressed that such a favorable bias in 1970 for several south-
western and western divisions translated into a regional bias
against one prominent Sunbelt division, the South Atlantic.
The bias was not totally against the Frostbelt.

Further analysiz indicates that the regional bias that
existed in 1970 had been eliminated by the end of the decade. As
opposed to regional biases driving the distribution, federal aid
was being dispersed to a much greater extent on the bases of
state and local taxes, positive and significant at .0001 confidence
level; state income, negative and significant at the .001 level;
and urbanization, -negative and significant at the .008 level.
(Without including the urbanization variable, the general conclu-
sions reported in Table 3 remain unchanged.)

The Change in the Aggregate Flows Between 1970-1979

The results of our investigation of the determinants of the
growth in real federal aid going to states are summarized in
Table 4. The change in real per capita federal aid between 1970
and 1979 was regressed against state and local taxes per capita,
state income per capita, degree of urbanization, and the eight
regional variables. The table reveals a very strong positive
relationship between the growth in state and local taxes per
capita and federal aid per capita. It also shows, relative to
the South Atlantic, a strong regional bias against the Mountain,
East South Central, and West South Central. One plausible expla-
nation for this latter finding is that the federal aid system was
designed to aid disproportionately the relatively low income
states; and since states in those three regions at the beginning
of the decades generally ranked low in per capita income and
experienced relatively faster growth in state income through the
decade, they did not share--as was intended--in the growth of
fiscal federalism. The lack of significance attached to the
change in the urbanization variable suggests that the disadvantage
experienced by urban areas in 1970 was not in any statistically
reliable way altered by 1979.

DISAGGREGATED FEDERAL AID FLOWS TO STATES

The Unadjusted Flows

Aggregate data on federal aid flows can hide variations in
the distribution of funds under various program categories. A
positive regional bias inherent in highway programs can offset a
negative regional bias in social service programs. Federal aid
under six major programs operating in 1979--health and welfare,
education, housing, environmental protection, employment training,
and highways--was analyzed on a per capita basis for regional
biases. The results, unadjusted for state income, state and
local taxes, and extent of urbanization, are shown in Table 5.
Using a .10 significance level as a benchmark, the following
observations can be drawn. Relative to the South Atlantic,



Table 4 - Change in Real Federal Aid Per Canita,

Adjusted, between 1970 and 1979

Census Bureau Significance
Divisions Estimate T-Statistic Level
IntercepF 0.0765 6.62 0.0001
New England 0.0167 1.25 0.2197
Mid Atlantic 0.0164 1.01 0.3199
East North Central 0.0097 0.74 0.4661
West North Central -0.0028 -0.23 0.8174
Mountain -0.283 -2.38 0.0230
Pacific -0.0121 -0.81 0.4240
East South Central -0.0299 -2.07 0.0461
West South Central -0.0415 -2.85 0.0072
Change in Real State 0.1875 4.27 0.0001
and Local Taxes Per
Capita
Change in Real State 0.0022 -0.19 0.8501
Income Per Capita
Change in Percentage of -0.0005 -1.17 0.2505
Population in Urban
Areas
Mean 0.0799
R? 0.7270
F value 8.72 0.0001
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0o The New England, Mid-Atlantic, and East North Central
divisions enjoyed a regional advantage in securing federal
aid for health and welfare services on a per capita
basis;

0 No division experienced an advantage in the distribution
of federal aid for education;

o The New England and Mid-Atlantic divisions benefitted
disproportionately in housing aid, whereas the Mountain
division was disadvantaged;

o The New England and East North Central divisions received
a significantly greater amount of aid for environmental
protection than other divisions;

0 The West North Central and Mountain divisions were disad-
vantaged in terms of the amount of employment assistance
aid received from the federal government; however,

o The Mountain states enjoyed an advantage in the amount of
highway aid received.

Aside from federal aid to education, the regression equations
are reasonably strong in their explanatory power, even without
adjusting for important economic forces.

The Adjusted Flows

Along with the dummy variables for the Census Bureau divisions,
state and local taxes per capita, state income per capita, and
the extent of urbanization were regressed, in independent runs
for 1979, against the above six categories of federal aid per
capita. Because of changes in the way in which federal aid was
categorized during the decade, a comparison between 1970 and 1979
findings was not attempted. Only the results for 1979 are reported
in Table 6. Relative to the South Atlantic Division, the following
conclusions can be drawn:

o The New England, Mid-Atlantic, East North Central, and
West South Central divisions received health and welfare
benefits disproportionate to their population, income,
taxes, and degree of urbanization;

o Although all of the regional variables have negative
signs, as in the unadjusted runs, there was no statistical-
ly significant regional bias in the distribution of
education benefits;

0 Federal aid for housing favored the New England states
and worked to the disadvantage of the Mountain and Pacific
states;



S010°0 96°¢ 018870 Sb°0 1000°0 ov's ‘angea 4
£59¢°0 £€180°0 TE1S°0 Y
9%20°0 0910°0 v8ET "0 ueay

80£6°0 60°0 £000°0 ET1L°0 LE°0- S100°0- GETT"0 29°1 LLEO°0 Le43u3) yinos 3ssp

€296°0 8570 ¢¢00°0 16(8°0 91°0 9000°0 2261°0 ge’l 60€0°0 {eJ3ua) yinog jse3

09060 e o- 000" 0~ ¥996°0 ¥0°0- 1000°0- SELL"O 6€°1 10€0°0 REE Y NLL

185070 G6°1- 0900°0- 0268°0 vi°0- ¥000°0- 8/81°0 125 G6520°0- utejunoy

ehe6°0 01°0 €000°0 ¥869°0 6€°0- £100°0- G9v6°0 L0°0 €100°0 LeA3Ua) yjJaoN 3sap

168970 ob°0- ¥100°0- G22e’0 be 1- (V00" 0- 1280°0 8L°1 (8E0°0 teJjua) yjJaon 3se3

bv10°0 G672 L010°0 66€2°0 61°1- _vmoo.o- ¥100°0 ehe €880°0 JL3Ue(IY PN

£650°0 b6 1 G5900°0 98€Y° 0 8L°0- 8200°0- €000°0 66°¢ 2¢80°0 pue|bul may
1000°0 86 01 1v20°0 1000°0 Ve (L SL10°Q 1000°0 ¢s’8 8vi1-o 1dasuaju]

_m>ew!,iMMwm_amum 3jewLysy 18A97 | o13s13e35 | 33 ewt)sy [3A87 | 213s13e3s | @jew|)s] SUOLSLALQ

ERILAT! -1 aoued| -1 . aoued} -1 neaang snsuaj

-JLublg -jLubtg -JLubig

6L61PRISNEPRUN  <531406070) Aq e11de) 434 piy |easapay - ¢ a|qey




13

0I10°0 £6°2 200070 90°§ 0910°0 vl 2 anjeA 4
) LEIE"0 996v°0 LBYE"0 24
0vv0°0 6¢¢0°0 ¢L10°0 ueay|
91€EC "0 86°0- L¥10°0- BE1Z'0 92°1- ¢200°0- v8LE"0 68°0- 6400°0- | [®e43U3) YINOS JSIaM
6298°0 (1°0- 9200°0- B8YE 0 G6°0 9100°0 926€°0 98°0- L¥00°0- | Lea3us) yjnog 3se]
08v0°0 b0 ¢ ¥820°0 1/¥9°0 9%°0 £000°0 016270 (0°1 ¥500°0 Ititoeg
2050°0 20°¢ L¥20°0 9€90°0 16°1- £200°0- €LV6°0 L0°0- 2000°0- urejunoy
v6(8°0 S1°0 6100°0 9000°0 SL°E- 5500°0- SGE9°0 8y 1- ¢200°0- LeAJu3) YjaoN 3IsaM
118170 9€°1- 0610°0- 6v0v°0 v8°0- €100°0- 6980°0 SL°T 0600°0 Le43ua) yjaoN 3se3
vov1-0 By 1- Sv20°0- 9011°0 £€9°1 1€00°0 £5€2°0 02°1 ££00°0 uwucu_w< PIW
BYEY 0 6/°0- v010°0- S012°0 21 6100°0 vL00°0 2872 LETO"O pue|buj map
1000°0 56 6¢t0°0 1000°0 v9°€2 8£20°0 1000°0 99" ¢ 8V10°0 1daosualy]
19A97 | D13s13e3s | ajewt)sy [3A97 [ d13sijels| ajeuysy 13A37 | J43sL3e3s | ajewy)sy suotsiaLqg
3Juedi -1 aoued| -1 aJued| -1 neaung snsuaj
-41ubig -3 Lubys -3 1ubig
sAemyb Ly bututea) juawAo|duy UoL333304d [eIUBWUOILAUT

panuijuoy . ajqe|



13

0 Only New England received more than its proportionate
share of environmental protection funds (the adjustments
eliminated the regional bias found above for the East
North Central);

O West North Central took in less than its proportionate
amount of employment training aid (the disadvantage of
the Mountain states was eliminated by the adjustments);
and

0 New England, Mid-Atlantic, and East North Central states
experienced a disadvantage in the distribution of highway
funds.

Overall, the negative influence of urbanization on the
distribution of aggregate federal aid per capita, discussed in an
earlier section, appears to have been due to the way in which
federal highway and environmental protection funds were distribu-
ted. Given the absence of highways in metropolitan areas, those
findings are not unexpected. The distribution of environmental
protection funds to cities is, however, surprising.

State income had a negative effect in three of the aid
categories: health and welfare benefits, education, and housing--
a finding in line, apparently, with the presumed redistributive
objectives of the programs. On the other hand, federal environmen-
tal protection funds were positively affected by state income,
suggesting that environmental protection redistributes purchasing
power from low to high income states.

Except for two categories, environmental protection and
employment training, state and local taxes had a significant
positive effect on the distributional flows of federal aid. 1In
the case of environmental protection, the state and local tax
variable is negative and statistically significant. In the case
of employment training assistance, a statistical relationship
cannot be established.

THE NORTHEAST-MIDWEST VERSUS THE REST OF THE COUNTRY

Aggregate Federal Aid Flows

What is to be made of the Northeast-Midwest Congressional
Coalition's contention that its region is failing to get its
"fair share" of federal aid?? To address that issue directly,
additional regression equations were run, using a dummy variable
(with 1 for the states in the Northeast-Midwest coalition® and 0
for all other states). The results for the aggregate flow of

Mazza and Hogan, op. cit., p. 43.
See footnote 2 for the states included in the Northeast-Midwest.

[e4]
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federal aid are reported in Table 7. It recounts the same story
reported above: after adjusting for per capita income, state and
local taxes, and degree of urbanization and in terms of aggregate
aid flows, there is a strong bias against the Northeast-Midwest

in 1970, but not in 1979.9 That general conclusion is unaffected

by the elimination of the urbanization variable.

Disaggregated Federal Aid Flows

Table 8 reports the last step in our analysis, the flow of
aid by categories to the Northeast-Midwest in 1979. That analysis
reconfirms our results reported above, namely that the Northeast-
Midwest area as a whole was favored by federal health and welfare,
housing and community developnment, and environmental programs.
Those advantages were obscured in the aggregate data by the
negative effects of federal education programs (nonsignificant)
and highway programs (significant).

CONCLUSION

In light of the volume of attention in the media to the
ngunbelt-Frostbelt confrontation," the biases (or absence thereof)
in the regional distribution of aggregate federal aid are somewhat
surprising. The few biases found in this study favor the Frostbelt,
especially when unadjusted aggregate aid levels are considered.
However, many of those biases disappear when the aid flows are
adjusted first for population differences and then for measures
of state and local fiscal capacity. The analysis presented here
indicates that the South Atlantic may be as disadvantaged as the
Mid-Atlantic with regard to the per capita federal aid it received.

Generally, the results indicate a strong bias against the
Northeast-Midwest in 1970, which evaporated during the decade.
Perhaps, northerners'! concern over the distribution of the federal
aid stems from the fact that during the 1970s they saw their
advantage from the federal aid system wiped out by the realignment
of political power.

Will a cutback in federal aid to states disadvantage any
particular region of the country? It is not totally clear. The
Northeast may lose part of the advantage it has garnered through
health and welfare, environmental protection, and housing and
community development programs. However, the Northeast area of
the country, which generally has higher than average incomes,
will no longer have to endure the negative consequences of federal
aid programs that tend to redistribute income from high to low
income states. If the aid cuts are made across the board and are

& The correlation coefficient between personal income and the Northeast-
Midwest dummy variable is 288 for 1970 and .277 for 1979, which indicates
an absence of a problem of multicolinearity.
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accompanied by cuts in federal tax rates, this study leads to the
conclusion that the higher income states in the Northeast-Midwest
will gain on balance: they will not be discriminated against in
terms of federal aid flows (given the 1979 findings), and they
will gain by way of disproportional reductions in federal taxes

paid.

The author is a senior fellow at The Heritage Foundation on leave from
the economics faculty at Clemson University. He is indebted to Ben Hawkins,
Bruce Yandle, and referees for helpful substantive comments in the development
of this paper, to Lisa Kiel for editorial assistance, and to Curtis Middleton
for the computer work. A revised version of the paper is scheduled for publica-
tion in 1983 in Review of Regional Studies.




