
Chapter 4

Selected Uses of Economic Growth

A GREAT FINANCIER is said to have remarked that compound
interest is the eighth wonder of the world. No doubt he was referring

to its remarkable properties in enhancing private fortunes. However, those
concerned with national policies for economic growth have also become
aware of the power of compound interest. If the American economy con-
tinues to grow at 4 percent a year, output will double in 18 years, triple in
28, quadruple in 35. If that potential is wisely and efficiently shared among
competing uses, great advances in the economic well-being of all Americans
are assured.

Literally billions of private and public decisions determine the distribution
of the growing gross national product (GNP) among consumption, invest-
ment, and Government purchases, and—within each of these categories—
among the myriad of individual goods and services the economy can provide.
Consumption decisions of households and the investment decisions of
business firms determine the uses of output in the private sector. But these
decisions are inevitably affected by public policies. Monetary and credit
policies and changes in tax rates and tax incentives restrain or encourage
consumer and business outlays and influence their composition.

The budget-making process at Federal, State, and local levels determines
the share of output used to meet public needs. Taxes and public spending
represent a substantial share of the national product. Moreover, in a
growing economy with given tax rates, tax revenues move upward strongly
over time and call for continued decisions on increases in public expendi-
tures, tax reductions, and debt management. Public policy cannot be
neutral in its impact on the allocation of the gains from economic growth.
How these gains should be distributed must be squarely faced as an issue of
public policy.

PRIVATE AND PUBLIC GOODS

Households directly purchase the greater part of our national output
to meet their wants and needs as consumers. Personal consumption ex-
penditures now constitute 63 percent of GNP. The share has been as low as
52 percent in World War II and as high as 83 percent in the depression
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year 1932, but has recently been relatively stable. Most of the future
increase in output will surely take the form of more goods and services for
consumers.

CONSUMER CHOICE

Growing incomes will enable households to enjoy continuing increases in
their standards of living. For those families which are now poor, higher
incomes will mean more of those types of goods and services which most
Americans now regard as necessities—adequate and varied diets, sufficient
health care, satisfactory housing, a good education for their children.
Even for Americans well above the poverty line, a significant share of the
growth in incomes will be devoted to these basic items. With higher incomes,
the proportion of the budget spent for various types of goods shifts in fairly
predictable ways—toward consumer durable goods, travel, recreation, and
other leisure-time activities. Rising incomes provide for more freedom, more
security, more comforts, more cultural opportunity, and more variety in life,
permitting the greater fulfillment of personal aspirations.

EXTERNAL EFFECTS

The buyer receives satisfaction from most purchases he makes, and he
pays the cost. Society as a whole has no important concern about whether
the individual chooses to eat more steak and to buy fewer new clothes,
or the reverse. But there are many instances in which one man's consump-
tion may affect his neighbors significantly. In the technical language of
economists, many economic actions have important "external effects" on
persons who are not decision-makers in the transaction and whose interests
are not normally reflected. Indeed, these actions are increasing in number
as the size, complexity, and interdependence of the American economy
increases.

An extreme form of external effects occurs in the category of commodities
called "public goods." Once created, their use cannot be effectively limited
to a group of paying customers or subscribers. A health program to eradi-
cate communicable diseases is an example of a public good. Police protec-
tion and national defense are other examples—where everyone can benefit
without reducing benefits available to others. Since no one can be ex-
cluded from the enjoyment of public goods, each person would be tempted
to let his neighbor pay for them, while he spent his own income on goods
which he enjoys exclusively. For this reason, decisions to supply public
goods are everywhere made collectively and paid for collectively by taxes.

In less extreme, but more typical cases of external effects, private decisions
would lead to some production and consumption of goods, but not the
right amount from the standpoint of society as a whole. The modernization
of one house may help to upgrade an entire block, but might not be under-
taken if the homeowner had to pay the full cost. The smoke from one
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man's chimney can spread soot far and wide—and might be stopped if the
originator paid the full costs he is imposing on others. Such cases of external
benefits, which extend to roads, parks, and education, are important reasons
for the growing responsibilities of Federal, State, and local governments.

Another part of these responsibilities stems from a social concern for
equality of opportunity and relief of human misery. There is growing
recognition that many Americans, due to accident of birth or circumstance,
do not share in the blessings of a rich society, have little opportunity of ever
sharing, and moreover, may well see their children, too, denied an oppor-
tunity to compete on an equal footing. Programs for income maintenance,
health, education, and cities reflect this recognition and social concern, as
well as awareness of the external costs and benefits.

In meeting social responsibilities of all kinds, there is often a choice
between public production and public encouragement to private produc-
tion through subsidies, regulation, or financial aids to purchasers. For
example, a comprehensive medical insurance system may reduce the
need for public hospitals for the poor. Decisions in such matters have been
made pragmatically; many are perhaps accidents of history. The postal
service is nationalized while telephone and telegraph service is provided by
regulated private enterprise. Yet these decisions have produced viable
results. In contrast with experience abroad and our own experience in
previous generations, there is no major ideological battle in the United States
today over the scope of the Government sector. Public policy now faces up
to questions of the Government-private mix in a flexible manner, endeavor-
ing to meet the aspirations of our citizenry with greatest efficiency while
maintaining an appropriate preference for decentralization in decision
making.

The increased wealth of the United States permits us to face directly
the problems of poverty, lack of education, ill health, and urban decay as
national issues requiring a coordinated policy effort. Many of these
problems can be solved most efficiently by State and local governments if
they have the resources. Other problems require national policies. The
pace of progress in meeting them will be held back as long as our com-
mitments in Vietnam absorb a substantial share of our economic growth.
But, even in this period, progress can and will be made. And, when the
welcome opportunities of peace arise, we will be ready to intensify our
efforts to build a better America.

The following sections of this chapter discuss selected areas in which
the provision of public goods, the external effects of economic decisions, or
the achievement of humanitarian goals will absorb part of the additional
output which constitutes economic growth. The conquest of poverty,
improvements in education, better health, and the rebuilding of American
cities are expensive. They will make substantial claims even on our growing
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affluence. Choices will have to be made—not to solve one problem at the
expense of another, but rather to allocate resources in such a way as to permit
balanced progress on many fronts.

INCOME MAINTENANCE

Poverty in the United States today afflicts 32.7 million Americans directly
and every American indirectly. But poverty is curable, and the Nation is
now committed to using a share of the fruits of growth to stamp out this
malady.

POVERTY AND WORK

By definition, the poor have incomes inadequate to provide even the basic
essentials of a decent life in our society. A household is statistically classified
as poor if its total money income falls below levels specified by the Social Se-
curity Administration, currently $1,570 for an unrelated individual, $2,030
for a couple, and $3,200 for a family of four. Obviously, any such statistical
classification ignores such factors as assets, particular family needs, and
the variability of income. But it helps to illuminate the extent and character
of poverty.

In the broadest sense, the poor comprise two general categories. The
first, but smaller, includes families headed by an able-bodied male bread-
winner whose wages are low or whose employment is irregular. Among
nonwhite families in the South, even breadwinners holding full-time jobs
often do not earn living wages (Table 19). For the entire Nation, how-
ever, only 6 percent of all families headed by a fully employed male worker
were below the poverty line in 1965, but this group includes 26 percent of
all poor families. Large family size was a characteristic of many of these
households. Another group—15 percent of all poor families—was headed
by a chronically unemployed man or by one who worked only part-time.

Poverty among families with able-bodied male breadwinners has declined
substantially in recent years. For example, improving nonfarm job op-
portunities, which facilitated migration from the farm, also meant a wel-
come migration out of poverty for many rural families. The number of
poor farm households fell by 53 percent between 1959 and 1965 (Table 20)
and represented only 6 percent of all poor households in 1965, although
some of the formerly poor farm families who acquired urban addresses
remained poor.

But most poor families are headed by persons who cannot or should not
be in the labor force, at least on a full-time basis. The aged, the family
consisting of a female head with children, and the disabled are increasingly
becoming the dominant groups of "hard-core poor," accounting for about
half of all poor families in 1965. Rapid economic growth and full employ-
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TABLE 19.—The poor and their work experience, 1965 *

Poor households
(millions) %

Work experience of head of household

Male
head

Female
head

Poor families

Number
(millions)

Male
head

Female
head

Incidence of
poverty

(percent) 3

Male
head

Female
head

Total.

Aged (65 years and over).
All other. . . . . . . . .

Did not work in 1965..
Ill or disabled
Other reasons

Worked at part-time jobs.

Worked at full-time jobs
Employed 39 weeks or less.. .
Employed 40-49 weeks
Employed 50 weeks or more.

0-3 children
4 or more children.

Souths

White*
Nonwhite "..

Rest of country«

White«
Nonwhite

6.1

1.8
4.3

.5

3.0

.4
1.8

1.0
.7

5.4

2.4
3.0

1.5
.2

1.3

.5

1.0
.4
.1
.4

.1

.1

.2

.1

.1

4.8

1.2
3.6

.5

.3

.2

.4

2.7
.6
.4

1.7

1.0
.7

.9

.5

.4

1.9

1.5

.8

.1

.8

11

37

29
40

66

44

23
49
24
15

11
65

24

11
51

10

8
22

1 Numbers in this table are based on the Current Population Survey. An enlarged survey of the poor,
now in progress, may show somewhat different results due to sampling error and the use of different inter-
viewing techniques.

2 Households are defined here as the total of families and unrelated individuals.
3 Poor families as percent of the total number of families in the category.
* Percent not shown because of small number of families.
« Estimated by Department of Health, Education, and Welfare.
«Less than 50,000.

NOTE.—Poverty is defined by the Social Security Administration poverty-income standard; it takes
into account family size, composition, and place of residence.

Detail will not necessarily add to totals because of rounding.

Sources: Department of Commerce and Department of Health, Education, and Welfare.

ment can do little to solve their problems. For them, cash benefits are
essential.

For those of the poor who can work full time, economic growth and full
employment will continue to erode poverty. But for them, too, cash
benefits are required to alleviate the immediate rigors of poverty, while
they take training, while they are being relocated, while they seek and
find jobs.

INCOME MAINTENANCE AND THE POOR

Income maintenance programs financed by Federal, State, and local
governments provide some support for millions of the poor. The poor,
like others, enjoy protection under major social insurance programs,
such as Old-Age, Survivors, and Disability Insurance (OASDI),
Health Insurance for the Aged, and Unemployment Insurance. Roughly
one-third of OASDI benefits, which totaled $18 billion in 1965, went
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TABLE 20.—Number of poor households and incidence of poverty, 1959, 1962,
and 1965

Characteristics of head of household

Total

Aged (65 years and over)3

White
Male
Female

Nonwhite
M a l e . . _ __-
Female.

All other *

Farm

White
Male
Female

Nonwhite
Male
Female

Nonfarm

White
Male
Female

Nonwhite
Male .
Female

Addendum:

Poverty income gap7

Number of poor households
(millions)»

1959

13.4

3.9

3.5
1.6
1.9

.4

.2

.2

9.4

1.5

1.1
1.0

.1

.4

.4

.1

8.0

5.7
3.5
2.2

2.2
1.3
1.0

1962

12.6

3.8

3.3
1.4
1.9

.4

.2

.2

8.9

.9

.7

.6

.1

.2

.2

7.9

5.5
3.5
2.0

2.4
1.3
1.0

1965

11.5

3.8

3.4
1.3
2.1

.5

.2

.3

7.6

.7

.5

.4

.1

.2

.2

7.0

4.9
2.9
2.0

2.0
1.1

.9

Billions of dollars

13.7 12.8 8 11.0

Incidence of poverty
(percent) 2

1959

24

49

47
36
63

73
66

82

20

40
34
32
57
86
86

18

15
10
37

47
38
68

1962

22

41

39
28
56

64
54
75

18

31

25
24
39

81
79

17

14
10
34

47
38
68

1965

19

39

37
24
55

65
54

78

15

24
18
17
40

76
76

15

12
8

30

37
29
58

Percent of GNP

2.8 2.3 | 81.6

1 Households are denned here as the total of families and unrelated individuals..
2 Poor households as percent of the total number of households in the category.
3 Includes only one- and two-person households with head aged 65 years and over.4 Includes all households headed by a person under 65 years of age and families of three or more headed

by an aged person.
»Less than 50,000.
e Percent not shown because of small number of households.
7 The poverty income gap is the amount which would raise money income of all poor households over the

poverty threshold.
s Preliminary.
NOTE.—Poverty is denned by the Social Security Administration poverty-income standard; it takes into

account family size, composition, and place of residence. Poverty-income lines are adjusted to take account
of price changes during the period.

Detail will not necessarily add to totals because of rounding.
Sources: Department of Commerce and Department of Health, Education, and Welfare.

to the poor and another two-fifths went to households which otherwise
would have been poor. Other programs, such as Public Assistance, Food
Stamps, and Commodity Distribution, provide most of their benefits to the
poor. Expenditures under these programs totaled nearly $7 billion in fiscal
year 1966.

Public Assistance

The major income maintenance program aimed directly at the poor is
Public Assistance. In many respects, this program still reflects conditions
that surrounded its adoption in the depression years of the 1930's, when
President Roosevelt saw one-third of the Nation as economically deprived.
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At that time it was designed to make cash payments to those who were un-
employable and unable to help themselves because of identifiable family or
personal characteristics, including old age, death or absence of the bread-
winner, disability, and blindness. But the program has never been adequate,
and with the Nation's growing affluence its shortcomings are even less
tolerable.

The States pay 41 percent of the costs of Public Assistance, and they estab-
lish standards of eligibility. In response to general financial pressures,
many States have cut costs by establishing low standards of need and im-
posing stringent requirements relating to length of residence, other income
and assets, and relatives' responsibility. Less than half of the poor fall within
the Public Assistance categories; as a result of State eligibility requirements,
only 22 percent actually receive any help; and for those on the rolls actual
payments typically fall far below need even as defined by the State itself.

One of the Public Assistance programs, Aid to Families with Dependent
Children (AFDG) can actually promote family dissolution. Because it ex-
cludes families in which there is an employed (or in some States, employable)
adult male, a man unable to provide adequately for his wife and children
can make them eligible for cash payments only by deserting them. The
Unemployed Parent Program under AFDC, introduced in 1962 and now in
operation in 21 States, therefore represents a gratifying step toward improv-
ing the present Public Assistance system.

However, other problems with Public Assistance remain. For example,
some of those who receive aid may be discouraged from helping themselves.
The cash payments are intended for those with no earning capacity and
are curtailed to the extent that recipients have earnings. While relatively
few recipients of Public Assistance can work, some mothers with dependent
school-age children and most fathers under the Unemployed Parent pro-
gram, who might supplement their benefits with earnings, are discouraged
from making the effort by knowledge that their assistance payments will be
reduced one dollar for every dollar of earnings.

The President is proposing important amendments to the Public Assistance
system this year. They would require each State, as a condition for Fed-
eral support, to make assistance payments at least sufficient to bring house-
holds up to the needs standards which the State has established and to
update these standards as conditions change. The proposed legislation
would also alter the payment formulas to encourage self-support.

The categories of persons eligible for aid under Public Assistance were set
up in the 1930's. At that time, poverty was so extensive that benefits could
be provided only to those obviously unable to support themselves.

But these categories no longer seem adequate for a rich and prosperous
society. In particular, it is necessary to consider the plight of one group ex-
cluded from virtually all existing programs—the 4 million poor households
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headed by an able-bodied male under 65 who is, nevertheless, an inadequate
breadwinner. In the longer run, education, training, health and rehabilita-
tion services, counseling, employment information, and other supportive
services are the key escape routes from poverty for potential full-time workers
with currently inadequate earning capacity. In the interim, ample benefits
to families with children have particular priority because they can help to
end the poverty cycle in which blighted environment denies poor children
the skills and the attitudes they need to break out of poverty as adults.
Mothers with dependent children have particular needs for day-care schools,
family management education, and transportation. Special programs, keyed
to special problems, can reinforce a more general program of cash payments
based on need.

TOWARD IMPROVED INCOME MAINTENANCE FOR THE POOR

Ideally, an income maintenance system should provide benefits on the
basis of need, without degrading means tests, while preserving incen-
tives for self help. These goals could be achieved through broadening
the Public Assistance program or through new techniques, such as a mini-
mum income allowance or negative income tax. Much public atten-
tion recently has been focused on methods of guaranteeing a minimum
income, perhaps sufficient to eliminate poverty altogether.

In considering these or any other new approaches, the question of in-
centives has to be faced squarely. The poor cannot be expected to work
without pay, any more than can the rich. If sufficient cash support were
offered to raise each poor household's income to a fixed minimum, such as
the poverty threshold, then recipients would have no incentive to obtain
outside earnings up to the level of the income guarantee. Every dollar
earned would be offset by a dollar of cash support lost. Indeed, some
persons whose incomes were only slightly above the poverty threshold might
find it attractive to reduce their work effort and to receive cash benefits.
Incentives for self help would thus be dulled. But if benefit payments were
cut back by only a fraction of any additional outside earnings, some benefits
would be paid to families with total incomes above the poverty level, increas-
ing the cost. There is an abundance of assertion and anecdote regarding the
impact of work incentives on low-income Americans, but little real knowl-
edge. The Office of Economic Opportunity and the Department of Health,
Education, and Welfare are each planning to undertake some pilot studies
in the coming year.

SOCIAL SECURITY

Under the Social Security Act of 1935 and successive amendments,
spectacular advances have been made toward providing all Americans with
basic social insurance protection against loss of income due to old age and
retirement, long-term disability, and joblessness. Most social insurance
programs provide protection against these designated risks for the whole
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population, not just for the poor. Old-Age Insurance under the Social
Security Act is the basic retirement system for nearly all Americans. It
insures many Americans against the risk of poverty in their old age:
30 percent of the aged would be in poverty but for Social Security. Never-
theless, nearly two-fifths of all aged remain poor. This proportion will
decline under existing law, since new retirees will have longer and higher
wage histories which will entitle them to greater benefits.

Further liberalization in benefits—particularly in minimum benefits—can
hasten the day when all Americans will be assured, upon retirement, of a
pension adequate to prevent poverty. Americans with incomes well above
poverty levels also want and are willing to pay for increasing social insurance
protection. Therefore, the President is proposing a substantial liberalization
of retirement benefits under Social Security, involving an increase in the
minimum benefit from the present $44 a month to $70 a month, and a 15
percent increase in all other benefits coupled with an increase in the earnings
base. Modernization and improvement of the Federal-State unemployment
insurance system is also being proposed, in which extended benefits for the
long-term unemployed will be coupled with automatic access to training
and retraining and other rehabilitative services.

In the last Congress, important amendments to the Social Security Act
were enacted to provide health protection for the aged through Medicare
and to liberalize Social Security benefits. With enactment of the new pro-
posals, retirement, disability, and unemployment will have been transformed
for most Americans who have worked from risks which had to be borne
unaided into contingencies against which a substantial measure of public
protection is afforded.

EDUCATION

Outlays for education have been rising by IOJ/2 percent a year for the last
decade, making it one of the major U.S. growth industries. Direct costs for
formal schooling in the current school year will total $49 billion (Table 21),
nearly 6^2 percent of GNP.

Education in the United States is both a public and a private undertaking.
About three-fourths of the costs of education are paid through government
budgets; tuition, endowments, and earnings of private institutions meet the
remainder of the bill. The Federal Government has long played a role in
certain phases of education and has recently taken new large steps. Still,
the bulk of public costs are borne by State and local governments.

VALUE OF EDUCATION

Education provides benefits both for the person receiving it and for
society at large. For the individual, education produces both quantifiable
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TABLE 21.—Costs of formal education, 1966-67
[Billions of dollars]

Item Total
Elementary

and
secondary
education

Higher
education

Direct outlays-

Student tuition and fees
State governments
Local governments
Federal Government
Endowment, charity, and earnings of institutions..

Indirect costs: Forgone student earnings i_.

48.8

3.6
14.7
15.7
6.1
8.7

20 to 30

32.0

10.7
15.3
2.3
2.8

8 to 12

16.8

2.7
4.0
.4

3.8
5.9

12 to 18

i Assuming 75 to 85 percent of students 16 years and over could find empoyment at from $1,000 to $4,500
per annum depending on age and previous amount of schooling.

NOTE.—Includes current and capital costs of public and private schools; excludes such items as on-the-
job training and other education outside the school. Data are estimates for school year 1966-67.

Detail will not necessarily add to totals because of rounding.

Sources: Department of Health, Education, and Welfare and Council of Economic Advisers.

benefits, such as the chance for a higher paying job, and intangible rewards,
such as the ability to live a fuller life in every sense. Some of these benefits
are private consumption; others are "investment in human capital" which,
like investments in machinery or plant, yield profits over a period of years.

Increase in Earning Power

Many studies show that the quantity of education a person has received
and his earning power are closely correlated. Of course, family income
and family connections, and place of birth or residence—to say nothing of
native ability and motivation—all tend to result in both higher educational
attainment and higher income. However, even after taking account of
such factors, a dramatic story of the net contribution of additional schooling

TABLE 22. Earnings of males, by years of school completed and other characteristics,
1959 *

Age group by years of school completed
White males

North

$3,180
4,227
5,357
7,244

3,703
4,928
6,257
9,975

South

$2,361
3,632
4,782
6,554

2,737
3,895
5,733
9,006

Nonwhite males

North

$3,090
2,746
3,618
4,229

2,839
3,469
4,220
4,477

South

$1,717
2,017
2,309
3,155

1,800
2,199
2,788
3,289

27-37 years of age:
0-4 years
8 years
12 years
16 years

42-52 years of age:
0-4 years
8years
12 years
16 years

i Unweighted average of the earnings of single-age groups of 27, 32, and 37 years of age and 42, 47, and 52
years of age, respectively.

In computing the earnings, the following variables were held constant: rural or urban origin, size of family,
marital status, 5-year residence in one State or not, and foreign or domestic born parents.

Source: Calculated by Council of Economic Advisers from tables in Giora Hanoch, Personal Earnings
and Investment in Schooling, an unpublished Ph. D. dissertation, University of Chicago, December 1965.
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to earnings emerges. Table 22 records some of the results of a study of the
income and education of 34,180 employed males, classified according to
a variety of personal characteristics. It shows, for example, that in 1959 a
white, male, high school graduate living in the North (aged 42 to 52) earned
27 percent more than an elementary school graduate whose other measured
characteristics were identical, and a college graduate earned 59 percent
more than a high school graduate.

Social Benefits

Some scholars have used evidence on private returns from education to
estimate the returns on investments in education for the society as a whole.
Some studies suggest that more than one-fifth of economic growth in the
United States during the last three or four decades is attributable to increases
in the average educational attainment of the labor force, with perhaps an-
other one-fifth attributable to the general advance of knowledge.

But many qualifications are required in any attempt to estimate the re-
turns to society from the benefits to individuals who receive education.
For example, employers often use educational achievement as a kind of intel-
ligence or ability test in selecting employees—as a "ticket of admission"
to better paying jobs. To this extent, education tends to yield higher re-
turns to the individual than to society.

On the other hand, education yields substantial external benefits which
will not show up explicitly in the incomes of the educated. Our economy
and our society are built on the assumption of virtually universal literacy,
which permits information to be transmitted immediately and directly
to everyone. Well-educated workers are more adaptable to changing eco-
nomic conditions. Education can help to reduce antisocial and criminal
behavior. It is essential for political democracy.

Education and the Disadvantaged

In the absence of public expenditures to provide schooling at reduced
prices to all persons, education—like other commodities—would be pur-
chased in largest quantities by the well-to-do. Since education in turn
raises the capacity to earn, this would tend to perpetuate and aggravate
income inequality. Poverty would run through generations in a
vicious circle. The importance of education as a qualification for well-
paying jobs and the recognition that all Americans must be provided with
the opportunity to join the economic mainstream together emphasize the
responsibility of governments to help finance education.

Many of the underprivileged, particularly members of ethnic and racial
minorities, have received less than their share of education. Measured by
average years of schooling completed, nonwhites are today about where
the white population was at least two decades ago. Some of the gaps
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are being reduced or even eliminated (Chart 13). Nearly all whites and
nonwhites now complete elementary school, but the gap in high school
completion rates remains large even among the 20-24 year old group.
Moreover, nonwhites often receive not only less, but also poorer, formal
education. Also, education acquired in pre-school years and outside the
school is impaired when parents and companions suffer from educational
gaps. Hence, far larger efforts for the educationally disadvantaged are
necessary to bring about true equality of educational opportunity.

It was in recognition of the national importance of education that the
Federal Government undertook a major new initiative with the Elementary
and Secondary Education Act of 1965, which provides financial help on the
basis of the number of children from low-income families. Under this
Act, the Federal Government is spending $1.2 billion in support of ele-
mentary and secondary education in the current fiscal year, tripling the
support it provided only 2 years ago. The "Head Start" program has
demonstrated great capacity for benefiting disadvantaged, pre-school chil-
dren. The Administration is therefore proposing that the benefits of this
program be extended by providing a follow-up program in the early ele-
mentary grades.

TRENDS IN DEMAND AND COSTS

Between 1956 and 1966, enrollment in full-time elementary and secondary
day schools in the United States increased by 33 percent, from 37.2 mil-
lion to 49.7 million. This sharp increase is attributable to the postwar spurt
in birth rates and to greater school attendance by teenagers. Because
roughly half of high school graduates continued on to college while the
number of students graduating from high school rose sharply, college and
university enrollment doubled from 2.9 million in 1956 to 6.0 million in 1966.

In the next decade, elementary and secondary school enrollments will in-
crease only about one-fourth as much as in the past decade. Demand for
college education, on the other hand, is expected to continue increasing rap-
idly, as the proportion of youths completing high school rises and as some-
what more than half of high school graduates go to college. Projections
for the future also point to a continued very rapid rise in the fraction of labor
force entrants with a college education, which could reduce the returns
from higher education.

Outlays per student-year of formal education at all levels have risen by
nearly 90 percent during the past decade. The increase may reflect, in
part, improvements in the quality of education, but it also reflects higher
costs of education. A major factor in the increase in costs has been the
dramatic rise in professional salaries at all levels, as increased demand for
teachers outran the growth of supply, especially since entry requirements
for teachers were raised in many areas. Salaries rose substantially faster

146

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Chart 13
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than wages generally, and, in response, an unusually large number of former
elementary and secondary teachers returned to the classroom.

Enrollments are expected to rise less rapidly over the next decade than
the number of college graduates available to teach in elementary and sec-
ondary schools or than the number with advanced degrees available to
teach in colleges and universities. However, it may take special efforts to
meet acute present shortages of teachers with specialized skills, such as
nursery school instructors, teachers of remedial reading, and teachers of the
emotionally handicapped. In the recently initiated Teacher Corps, the
Federal Government helps to support teams of specialized teachers who work
in slum areas at the request of the city. The expansion of special programs for
the disadvantaged will require a major increase in the supply of teachers in
these specialties.

New Methods

Learning can be improved and the costs of education lowered by a
variety of changes in techniques and technology: new curricula and methods
of instruction including team teaching, more job specific and employment
oriented curricula; upgraded and more flexible school systems; greater ap-
plication of learning theory; incentive pay systems; full utilization of physi-
cal plant, especially during nights and summers; and use of subprofession-
al aides to economize on professional time. The Joint Economic Commit-
tee last year surveyed professional opinion on these and other technological
developments. Educational television, teaching machines, computerized
education, and programmed learning promise future educational break-
throughs—perhaps more quality improvement than cost reduction for some
time. Many of the newer techniques remain to be tested in practice, and
further research is required.

Forgone Earnings as a Cost

From the private point of view, forgone earnings (the sacrifice of oppor-
tunity to work full-time) are a significant part of the costs of secondary and,
particularly, of higher education. Many potential students forgo educa-
tion because they are unwilling or unable to defer careers, marriage, and
present earnings. But society can afford to wait for the returns more
patiently than many of the young, especially the poor. Thus, the private
costs of forgone earnings may exceed the social costs, thereby creating a
deficiency of demand from a social point of view.

College students could afford to wait more readily for future earnings if in-
vestment in human capital could be financed as other forms of investment are
financed, by borrowing against future earnings. In particular, students en-
counter problems of raising sufficient funds without collateral. To fill gaps
in private financial markets, a number of Federal and State student loan pro-
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grams have been initiated since 1958. A guaranteed student loan program
relying on private bank participation was provided in the Higher Education
Act of 1965, but its launching was slow, partly because of the tight money
conditions of 1966. Additional steps are underway to strengthen and ex-
pand this program. However, proposals for new financing techniques over
the longer run need and deserve careful exploration. Some interesting
proposals would provide for student loans with repayment scaled to the
borrower's earnings after graduation.

Over the next decade education will claim an increasing share of our grow-
ing incomes in a number of ways. First, throughout the society, average
educational attainment is likely to increase. Second, significant efforts will
be made to improve the content and quality of education. Finally, society
will endeavor to assure that those disadvantaged groups now receiving edu-
cation of below average quality and quantity should have full access to educa-
tional opportunities. The distribution of responsibility between the public
and private sectors varies among these areas. Private choices will largely
determine the increases in average educational attainment, mainly through
greater enrollments in colleges. Both private and public efforts will be
required to improve quality. The achievement of equality in educational
opportunity will be a top priority public responsibility.

HEALTH CARE

Americans are demanding, receiving, and paying for more and better
medical care every year, both as consumers and as taxpayers. Despite rising
costs, the Nation is demanding for everyone—whether he can personally
afford the costs or not—medical services which a few decades ago were
available only for the well-to-do.

Health care has become one of the largest industries in the United States.
It employs over 3 million people, more than do the steel, automobile, and air-
craft manufacturing industries combined. In 1965, total expenditures for
health services, medical research, and new facilities totaled $40.8 billion,
about 6 percent of GNP (Table 23). Public expenditures account for one-

TABLE 23.—The Nation's health budget, 1965
[Billions of dollars]

Expenditure category

Total expenditures

Hospital and nursing home care
Services of physicians, dentists, and other pro-

fessionals
Drugs and eyeglasses, and appliances. _ _
Research
Construction
Allother

Total
expendi-
tures i

40.8

14.7

12.7
6.0
1 5
2 0
3.8

Con-
sumers

28.1

8.9

12.0
5.8

1.3

Federal
Govern-

ment

5.3

2.2

.2

.1
1.3
.3

1.2

State and
local

govern-
ments

5.0

3.2

.5

.1

.1

.3

.8

Philan-
thropy

other

2.5

.3

.2
1.3
.6

1 Direct outlays for health care, including net cost of medical insurance. Excludes indirect costs of ill-
ness, such as income lost through illness.

2 Less than $50 million.

NOTE.—Detail will not necessarily add to totals because of rounding.

Source: Department of Health, Education, and Welfare.
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fourth of the total health budget of the Nation, just the reverse of the
situation in education.

The methods by which health care is produced, distributed, and financed
have been changing rapidly. Home visits by physicians have become un-
usual. The total number of doctors has changed little, but the number of
specialists is increasing while that of general practitioners is falling. More
services are being dispensed through hospitals, where specialists are aided by
elaborate equipment and auxiliary health technicians. Group practice is
becoming more common and medical insurance more important. These
changes will continue and will influence the quality and cost of medical
care in the coming decade.

DEMAND FOR MEDICAL CARE

Health research and the control of contagious disease are prime examples
of public goods which would not be produced in adequate amounts with-
out Government subsidy. Health care outlays which increase the Nation's
productivity are investments in human capital—like outlays for education.
But the major part of health care is a consumption item, reflecting the value

Chart 14
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which individuals place on their own and others' comfort and, indeed, on life
itself. Like food, clothing, and shelter, some medical care is a necessity.
But the notion of what is necessary changes as society becomes increasingly
wealthy and technologically advanced. Medical research generates new
cures or treatments of illnesses previously considered incurable, and this
adds further to demands. And habits such as cigarette smoking, increased
use of automobiles and pesticides, and growing urbanization and industriali-
zation have aggravated various health hazards.

American performance in medical research has been outstanding. But
the spread of knowledge and best practices has been slow and spotty. The
health care of sizable groups of Americans lags seriously behind that of the
majority. For example, the average life of nonwhites is 7 years shorter than
that of whites; a newborn nonwhite child is nearly twice as likely to die
in its first year as a newborn white child; and maternal mortality is four
times as high for nonwhites as for whites. There are also important dis-
parities among areas and regions. Low-income States have fewer doctors
and nurses than high-income States. Infant mortality in Mississippi is twice
that in Massachusetts. The poor and especially poor children receive less
health care than other Americans (Table 24).

TABLE 24.—Physician and dental visits per year, by age and family income, 1963-64

Family income

Physician visits per year by age group

Under 15 15-64 years 65 years
and over

Dental
visits

per year

Under $2,000. . . .
$2,0Q0-$3,999____.
$4,QG0-$6,999
$7,000 and over..

2.0
3.0
3.8
4.5

4.5
4.4
4.7
4.9

6.1
6.7
7.0
7.3

0.8

1.4
2.3

NOTE.—Data are based on household interviews during the period July 1963 to June 1964.
Source: Department of Health, Education, and Welfare.

Although U.S. health expenditures have risen steeply, mortality rates,
which fell sharply in the first half of the century, did not decline significantly
during the last decade (Chart 14). Moreover, our record with respect to
life expectancy and infant and maternal mortality lags behind that of other
advanced countries, which have lower average incomes.

Expansion of Insurance

The expansion of medical insurance coverage has had a major impact on
the demand for medical services. About 81 percent of the population under
65 has some private hospital insurance coverage today, and 76 percent some
surgical coverage, compared with 9 percent of the population in 1940. In
1965, about $8.7 billion—nearly one-third of consumer outlays for health—
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was reimbursed by private medical insurance. However, most of the poor
and many of the aged remained completely unprotected until last year.

Legislation enacted in 1965 closed the biggest remaining gaps. With the
enactment of Medicare, practically all of the aged now have hospital insur-
ance, and about 94 percent have insurance covering part of the cost of doc-
tors5 and other bills. Under the same legislation, medical payments under
Public Assistance are to be replaced by 1970 with new State programs of
medical assistance for the poor under Medicaid.

COST FACTORS

The costs of medical care, which have been rising about twice as rapidly
as average consumer prices over the past decade, jumped 6^2 percent during
1966. The most rapid increases have been in hospital rates and, more
recently, in doctors' fees. Prices of drugs and medicines have not risen in
recent years. But neither have they been reduced.

The shift to hospital treatment, the increasing use of outpatient and emer-
gency facilities, and the spread of group practice have enabled physicians
to use their time more efficiently. Prepaid medical care encourages early
diagnosis and prompt treatment, which can save both money and lives. New
drugs and medical practices, which shorten hospital stays, have partly offset
the increases in costs per hospital day. But hospital rates have soared as
patients have received more professional services, more laboratory work,
more drugs, more treatment by increasingly complex and costly equip-
ment. In many areas, duplication of expensive and seldom used equipment
in several hospitals has contributed to rising costs. Labor requirements in
hospitals have also risen sharply. The number of employees per patient has
almost doubled in the last 20 years. Simultaneously, the wage gap between
hospital workers and employees with corresponding skills elsewhere has
narrowed in response to strong demands for workers in health occupations.

PROSPECTS FOR THE COMING DECADE

With both costs and demand rising strongly, it seems likely that public
and private health expenditures, which rose from 4J4 percent to 6 percent
of GNP in the past decade, will continue to command an increasing share
of the Nation's resources. The bulk of these outlays will be made by con-
sumers, as they have been in the past. Public expenditures will be particu-
larly important to break supply bottlenecks, and to close gaps in health
care associated with poverty.

Actions to Improve Health Care

A serious obstacle to the improvement of health care is the shortage of
doctors, nurses and other professional health workers. The Public Health
Service estimates that about one-half million professional and subprofes-
sional health workers are needed to bring standards throughout the country
up to those of the northeastern region. Several recent Federal legislative
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actions have been designed to help to meet the growing need. The Health
Professions Educational Assistance Act of 1963 extended grants for con-
struction of medical and dental training facilities and initiated programs of
student loans. Subsequent legislation expanded the scope of Federal assist-
ance to cover the training of nurses and subprofessional health personnel,
and added scholarships, assistance for school operations, and traineeships
for teachers in the health professions. Other general Federal manpower
programs are also engaged in training subprofessional health personnel.
Last year, the President appointed a National Commission on Health Man-
power, due to report this June, to review remaining needs and to recom-
mend further remedies.

These new directions in Federal programs are a much-needed complement
to long-established support in the areas of research and construction. Under
the Hill-Burton Act, enacted in 1946, more than $8.2 billion, including
$2.6 billion of Federal funds, have been earmarked or spent for construction
or modernization of hospitals or extended care facilities with a capacity of
358,000 beds.

Although the shortage of nursing homes and other facilities for the aged
is acute in some areas, a considerable number of vacancies exists in other
areas. The development of needed additional centers for group medical
practice will be assisted by legislation enacted in 1966 to permit Govern-
ment mortgage insurance for group practice facilities.

Considerable private and public effort is needed to hold down costs.
Most health care is now dispensed either in a physician's office or through
hospitals. Decreases in costs are possible through the increased use of clinic
stations, outpatient facilities, diagnostic and treatment centers, supervised
home care, and group practice. Careful study of new arrangements to make
better use of scarce skills and facilities must be followed up by incentives for
more efficient operation and distribution of health services. Hospital cost
accounting and average cost pricing should be reexamined, particularly to
assure that capital costs are rationally allocated over time and among uses.
It is essential to avoid any tendency to control costs less carefully as a result
of the increasing scale of insurance and prepayment.

As long as poverty persists, Federal, State, and local governments have
a major commitment to help those unable to purchase their own care. And
programs to promote the training of health personnel, support medical re-
search, and improve health care systems impose particular responsibilities
on governments at all levels.

CITIES

Americans have been flocking to urban areas since the Revolutionary
War, when 95 percent of them earned their livelihood on the farm. Today,
about two-thirds reside in metropolitan areas, roughly half in central
cities and half in suburbs. Almost all the growth in the total U.S. popu-
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lation over the next decade will be in metropolitan areas and, as in the
last decade, in suburbs rather than in central cities. But suburbanites also
have a major stake in the quality of central cities, since they continue to look
to the city for jobs, recreation, and culture,

Throughout history, people and jobs have congregated in cities: the people
came in search of jobs; and the jobs came because employers found benefits
in urban location. Firms could pool costs with other firms and share
overhead facilities. Specialized services were available to cater to the
sporadic and unpredictable demands of a large number of enterprises.
Firms could locate close to their suppliers' warehouses and could count on
being able to meet unanticipated requirements on very short notice, thereby
economizing on inventories. It was highly advantageous to locate near
ports and rail hubs, which in turn became virtually the center of the city's
economic organization.

The city has lost some of its economic advantages, however. Many of the
benefits from urban location arose from savings in transportation and com-
munications costs, but the automobile and truck have drastically reduced the
cost advantage of the central city. The automobile increased congestion on
old city streets, laid out for other transportation modes, and simultaneously
made the location of factories and warehouses near beltways and inter-
urban highway connections more advantageous. The development of more
efficient, faster communications media has also reduced the advantages of
central city locations, especially for factories and goods-handling enterprises.

The city has made vital contributions to economic growth in the
past, and can continue to do so in the future. But the city needs moderniza-
tion and revitalization to become a more pleasant place in which to live and
work, and a more effective contributor to economic growth and productivity.
Both aspects will involve private investment in housing and in plant and
equipment, and a variety of public actions and expenditures.

ELEMENTS OF THE URBAN PROBLEM

Despite their earlier advantages and the continued preference of many
Americans for urban life, cities today suffer from a wide range of economic,
financial, and social problems.

Cities have become congested and noisy. Traffic jams, packed subways
and buses, and crowded airports are not only unpleasant but impose real
economic costs in the form of wasted time, reduced efficiency, and, in some
cases, personal injury and property damage. Noise causes distraction and
discomfort. Crime and delinquency seem to be increasing. The problems
of air pollution are becoming more and more acute. City water systems have
to remove increasing amounts of chemicals and wastes. Trash, junk, and
dirt make life in cities both more expensive and less pleasant. The problems
of poverty and unemployment among the young and disadvantaged are on
occasion brought to national attention through mass protest or social unrest.

It is true that important progress is being made. Housing is better than
at any time in the past; communication is faster; city dwellers are healthier,
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T A B L E 25.—Characteristics of population by area

Characteristic All areas

Metropolitan

Central
cities

Outside
central
cities

Xon-
metro-
politan

nonfarm
Farm

Population (millions) 1

Percent of population:
Children under 18 years of age2

A ged (65 years and over)
Non white
Poors

Median family income (dollars).

191.5

36.4
9.4

11.8
17.1

6,569

58.3

33.6
10.4
21.6
18.2

64.3

37.6
7.3
4.4
9.6

7,772

57.1

37.6
10.6
9.4

22.4

5,542

11.8

38.7
9.9

12.4
26.5

3,558

1 Excludes inmates of institutions and all members of the armed forces except those living off post or
with their families on post. Metropolitan data exclude and farm data include the relatively few farms
within Standard Metropolitan Statistical Areas.

2 Never married children living in families.
3 Poverty is defined by the Social Security Administration poverty-income standard; it takes into ac-

count family size, composition, and pla'ce of residence.

Note.—All data from Current Population Survey, March 1966, except median income from March 1965
Survey.

Sources: Department of Commerce and Department of Health, Education, and Welfare.

better educated, and wealthier. Incomes in cities are lower than in suburbs
but higher than in rural areas (Table 25). But concern about cities is grow-
ing because the standards of all Americans are rising and because the poor
rightly insist on sharing access to the bounty that most Americans enjoy.
In particular, the concentration of poverty among racial and linguistic mi-
norities in congested areas leads to a problem which is considerably larger
than the sum of its parts.

Shifts in Jobs and Population

As industry has moved to the suburbs, so have job opportunities. In
7 large metropolitan areas, for example, 975,000 new jobs became avail-
able in the suburban ring in the period 1948-62, while the central cities
of the same metropolitan areas were gaining only 60,000 new jobs. The
central city gains were all in finance, insurance, real estate, and services.
In manufacturing, the 7 central cities lost 150,000 jobs while their suburban
rings gained 250,000.

Throughout the 19th century and the early part of the 20th century, the
growth of cities was spurred by immigration from abroad. The city pro-
vided the immigrant with his basic requirements at low cost—neighbors of
similar origin, inexpensive housing near his job, schools, health services, and
convenient shopping. Since the 1920's immigration from abroad has been
replaced by migration from rural areas. With flagging demand for low-
skilled workers, the cities have been relatively less successful with the new
migrants. And for the Negro migrant into the city, racial discrimination
in housing and inadequate commuter transportation facilities have made it
difficult to follow the jobs to the suburbs.
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Urban Blight

Meanwhile, the physical plants of cities have been aging and deteriorating.
Because the very heart of the city is still highly attractive to many kinds of
enterprises, it frequently pays to tear down old buildings and replace them
with new and more suitable structures. But, outside the very heart of the
city, private demand for replacement is inadequate to bring about the
renewal of the large nearby "gray areas" of housing which were yesterday's
"suburbs" and are today's slums. Once blight begins, natural market forces
quicken the decay over a large area, as the deterioration of neighborhoods
weakens incentives for any one landlord to maintain the condition of his
property.

Mismatch Between Costs and Benefits

Urban blight is only one example of how external effects of private actions
affect the modern city. The man who drives to work considers that the
convenience of driving his own car outweighs the inconvenience of con-
gestion. But his reckoning neglects the costs he imposes on other com-
muters by increasing the congestion on the highway. In making location
decisions, an industrialist will not necessarily consider the pollution of air
and water which his factory causes. Should he decide to leave the city,
his calculation will ignore the impact of his departure on city revenues or
the local rate of unemployment. In these cases, private benefits exceed
private costs; but because costs to the city, or even to society at large, are
not adequately considered in the decision, the action may be harmful.

These discrepancies between private and social calculations distort choices
among alternatives and constitute an important part of the cities' problems.
All too often, the benefits accrue privately while the costs appear in a city's
budget.

City Finances

The sheer proximity of large numbers of people brings special problems
and costs to city governments. Cities must supply services to commuters as
well as to residents: transportation, clean water, opportunities for recrea-
tion, and, perhaps most vital of all, economic opportunity. The city's in-
habitants demand services from government that may be provided privately,
or even be unnecessary, in the countryside. All these requirements place
heavy burdens on public finance in the city. Thus, more is spent for govern-
ment in cities than in other areas; on a per capita basis, medium-size cities
spend more than small ones, and large cities still more (Chart 15). The
relatively high per-capita tax base in cities is more than eaten up by higher
costs and outlays.

On the revenue side of the ledger, there are few taxes which cities can
effectively collect. Heavy property taxes can drive wealthier homeowners
into the suburbs. When applied to business property, such taxes can

156
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Chart 15
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accelerate the loss of jobs. Income taxes that can be administered by a
city government are apt to be crude and unprogressive payroll taxes. And
retail sales taxes administered by cities can sometimes be evaded on large
purchases.

Finally, the historical boundaries of the city government's jurisdiction
have become increasingly inadequate for planning, financing and executing
efficient programs and policies in water supply, air and water pollution
abatement, transportation, and many other fields.

In short, too many cities realize the worst of all possible worlds, with
strained budgets, inadequate expenditures for public services ranging from
education to law enforcement, burdensome property taxes which spur the
exodus of wealthier taxpayers and discourage job-creating business, and
partial, excessively costly solutions to problems that extend far beyond the
city's jurisdiction and control.

MEETING THE CITIES' PROBLEMS

Both public and private investment will be required on a large scale over
the next decade to improve the quantity and quality of city housing, to
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modernize public transportation, and to upgrade other services provided by
city governments to their residents. But money is by no means the only
requirement.

Eliminating Racial Discrimination

The removal of the barriers of racial discrimination in housing and jobs
will pay large returns at little cost. If the Negro could secure the kind
of housing that he is willing and able to pay for in the location of his choice,
and if he could compete on equal terms for employment, the ordinary
processes of the market would lead to substantial improvements in the
housing stock and would eliminate some of the worst manifestations of
poverty. Racial discrimination imposes large costs on the city. Un-
employment is higher, income is lower, housing conditions poorer, and
welfare budgets larger than they would be if the Negro were free to seek
his best options. To begin to unlock the resources of the city, the re-
sources of individuals must be unchained. The only cost entailed will be
the sacrifice of prejudices.

The human resources of the city are also wasted by inadequate train-
ing and education and by outmoded public transportation systems. The
demand for unskilled labor is rising very slowly, and jobs of all descriptions
are increasingly located outside the city. Training and education, as well as
better public transportation, are therefore indispensable in bringing enough
jobs within reach of the city's labor force.

Improvements in income maintenance programs, discussed earlier in this
chapter, are especially urgent in the city, where the physical concentration
of poverty magnifies health, welfare, and safety hazards. The elimination
of racial discrimination in jobs and housing, the alleviation of extreme
poverty, and more adequate education and training for the city's popula-
tion would, in combination, gradually cure many of the city's present ills.
But some ailments require more than this.

Housing and Urban Renewal

Housing is a key additional requirement. It has been estimated that,
for the Nation as a whole, about 2 million housing units a year will have to
be built over the next decade to meet population growth and to replace
units too dilapidated to be worth repairing. It is clear that most
housing will be built either in cities or their suburbs, and that much
replacement building will be in the central cities themselves. Most of this
new construction will be financed privately, as it is now. But public efforts
will also be needed to assist the poor—urban and rural—to acquire the
housing they need.

While the Federal Government has been assisting local highway con-
struction and urban renewal for many years and has helped to remove
many unsightly slums, it has been slow in aiding those displaced by some
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of the projects. After the demolition of unsatisfactory housing, the poor
have sometimes been worse off, having to crowd into the reduced supply
of cheap housing still available.

Public policies for housing the city's poor have advanced through
several stages. Newly constructed public housing has been made available
at low cost to those with incomes below a fixed level. To assure that only
the poor occupy such housing, families are required to vacate if their incomes
rise substantially and if there is other good housing they can afford in the
community. This tends to leave in public housing the chronically poor
families, least able to help themselves. Moreover, local public authorities
have had difficulty producing an adequate number of housing units through
this approach.

Rent Supplements. The newly adopted Rent Supplement program offers
promise of increasing the supply of low-income housing by tapping private
resources. Under this program, multifamily housing will be constructed
and operated by approved nonprofit or limited profit private sponsors.
Subsidies to tenants are provided for the difference between a fair market
rental of such apartments and 25 percent of the assisted tenant's income.
The recipient pays more of his rent as his income rises, but he is not obliged
to move out.

Model Cities. Public programs for renovating the cities have long taken
cognizance of the fact that a blighted residential area cannot effectively be
restored one house at a time. But these programs have not often been
applied to the full area for which integrated advance planning is required,
and have not included a full range of public services which must be coordi-
nated in an effective area-wide attack. The Model Cities legislation,
enacted last year, was drafted in recognition of the need for an integrated
assault on urban blight. It provides for the coordinated use of already
existing Federal grant and loan programs—for planning, housing, water
and sewers, health and social services, education and training, and employ-
ment services—and perhaps even more important, it pays for part of the
cost of locally designed and administered programs in the demonstration
area which are not covered by other programs. As funding increases, it
will become a major forward step in a cooperative Federal-local coordinated
effort toward urban renovation.

Community Action Programs. Solution of the problem of poverty, like
that of urban blight, requires a coordinated attack. Especially in cities, the
interaction of people and the interrelations among such problems as low
incomes, lack of education, substandard housing, and ill health mean that
a piecemeal approach is inadequate. More than 1,000 Community Action
Agencies supported by the Office of Economic Opportunity, now provide
this coordination, bringing together needy clients and available services.
Neighborhood centers are serving as a vehicle for decentralizing and im-
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proving the delivery of social services to disadvantaged people. The Ad-
ministration is requesting that funds be provided to increase the services
which can be made available in rural areas as well as in cities.

Cost Reduction. Opportunities to reduce the cost of housing improve-
ments must be sought and pursued. The high cost of construction labor
puts a premium on the use of labor-saving devices. But institutional barriers
to the introduction of new techniques must be overcome. More needs to
be done in research and experimentation leading to the development and
perfection of new techniques. And new ways must be sought to use public
funds to harness private initiative and private resources.

Pricing Policies

Finally, the potential efficiency of the market should be recognized in all
areas of city life. Transportation is a notable case where the logic of the
price system is often violated. Bridge and tunnel tolls typically remain the
same whether the road is jammed or empty. If polluters were forced to
bear the costs imposed by their actions, the quantity of pollution would
be substantially reduced. Subsidized airport landing fees may encourage
excessive private use of crowded facilities. The pricing of public trans-
portation often fails to take into account the external benefits arising from
decongestion of highways. Similiarly, more rational pricing systems for
water and sewer service in many of our cities could both increase efficiency
in the use of existing capacities and reduce the planning and financial
burdens of city governments.

Summary

The fundamental challenge to the city is to achieve an orderly transition
to a new pattern of land use which reflects the new requirements of in-
dustry and people. All of its policies (zoning, taxation, transportation)
and all of its investments (in housing, public buildings, and education)
must be geared to encourage the emergence of the new patterns. This is
essentially what is meant by comprehensive planning, and it is the kind of
objective which is sought in the Model Cities program and planned metro-
politan development incentive grants. The recently established National
Commission on Codes, Zoning, Taxation and Development Standards will
explore ways by which cities can undertake creative change.

The cost of dealing with the overwhelming problems of poverty, housing,
physical and human renewal exceeds the revenue potential of many cities.
If each city were required to achieve a financial balance within its own
borders, it would be forced to neglect some of the most pressing social prob-
lems of our time. There is no escape from the conclusion that the Federal
Government must continue to provide a share of the resources cities need to
remain engines of economic and social progress.
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FEDERAL, STATE, AND LOCAL FISCAL RELATIONS

Since World War II, State and local expenditures have been growing far
more rapidly than Federal outlays. To finance their budgets, these gov-
ernments have increased tax rates and assessments frequently; yet State and
local debt has increased sevenfold. Over the same period, Federal receipts
have generally kept pace with expenditures in peacetime, despite reductions
in tax rates; and the net Federal debt has risen only one-fifth, falling sharply
in relation to GNP.

The problem of matching revenues with expenditure responsibilities
is a never-ending one in our Federal system. Partly by historical accident,
the Federal Government has developed the best source of revenue, namely
the income tax. But increasing urbanization and other factors have swelled
the demand for public services which are regarded as primarily the respon-
sibility of State and local governments—both by tradition and by the prefer-
ence of the American people for keeping government as close to home as
possible.

TAXATION

The Federal Government obtains two-thirds of its revenues from taxes on
personal and business incomes. Despite its imperfections, the Federal
individual income tax is one of the best taxes ever devised. By taxing larger
incomes at higher rates, it squares with the American notion of equity. Its
revenue yield rises strongly as the economy grows. It serves as a built-in
stabilizer by varying with economic fluctuations. By comparison with
other taxes, it interferes least with job choices and expenditure decisions.

The States rely principally on sales and excise taxes, and local govern-
ments on property taxes. Broad-based personal income taxes, now levied
by 33 States, were enacted in most cases before the Federal Government
began to draw heavily on this source in World War II. A small number of
cities use "income" taxes—usually in the form of payroll levies. Tables
26 and 27 show the relative importance of different sources of revenue
and of expenditure requirements in 1965.

Sales and property taxes are regressive. A poor family pays a substantial
sales tax in most States even if it owes nothing under the Federal income
tax. Sales taxes also discriminate among taxpayers in similar economic
circumstances. Families with the same incomes but different patterns of
consumption may pay different amounts; and large families may bear a
relatively heavier burden than small families. Moreover, the yield of
sales taxes is less responsive than that of income taxes to economic growth.
Property taxes, which are the major source of financing for education, are
especially objectionable to homeowners who have no children and cause
hardships for those who own their own homes but have relatively low cur-
rent incomes. They can also discourage private efforts to rehabilitate and
upgrade declining neighborhoods. Because so much trade and commerce
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TABLE 26.—Federal and State and local government receipts, by source, national
income and product accounts, 1965

Source

Amount (billions of
dollars)

Federal
Govern-

ment

State and
local gov-
ernments

Percentage distribu-
tion i

Federal
Govern-

ment

State and
local gov-
ernments

Total receipts.

Individual income taxes 2._- _
Licenses, fees, and other taxes and charges on per-

sons
Corporate profits tax accruals
Sales and excise taxes and customs 2

Real estate and business property taxes
Other business taxes, fees, and charges
Contributions for social insurance ___
Federal grants-in-aid

124.9

51.3

2.9
29.1
15.8

1.1
24.8

75.3

4.4

7.4
2.0

15.9
23.1
6.9
4.5

11.2

100.0

41.1

2.3
23.3
12.6

19.8

100.0

5.9

2.7
21.1
30.7
9.1
5.9

14.9

1 Based on receipts in millions of dollars.
2 Less tax refunds.

NOTE.—Detail will not necessarily add to totals because of rounding.

Source: Department of Commerce.

is interstate, attempts by States to tax sales and income often make adminis-
tration complex and costly and create problems in taxpayer compliance
and frictions among States in apportioning revenue sources.

STATE AND LOCAL FISCAL PROBLEM

The States and localities have not been idle in the face of mounting de-
mands for public services. Since 1959, for example, the 50 States have

TABLE 27.—Federal and State and local government expenditures, by major function,
national income and product accounts, 1965

Federal Government

Function
Total ex-

cluding
gran ts-
in-aid

Total expenditures-

Defense, space, veterans, and inter-
national

Education
Health, hospitals, and sanitation
Social security, welfare, and labor
Police, fire, and correction
Highways
Postal services, public utilities, com-

merce, and nonhighway transpor-
tation

Housing, community development,
and recreation

Agriculture and natural resources
Interest and general government

Amount (billions of dollars)

Grants-
in-aid to
State and
local gov-
rnments

112.2

66.0
.5

1.2
23.1

.1

2.6

.3
5.9

12.3

11.2

.4

.7

.7
4.5

3.8

State
and
local

govern-
ments

Federal Government

Total ex-
cluding
grants-
in-aid

73.7

.4
28.9
7.6
7.1
5.1

11.3

1.6

1.6
1.5
8.8

Percentage distribution '

Grants-
in-aid to
State and
local gov-
ernments

100.0

58.9
.5

1.1
20.6

.1

.1

2.3

.2
5.3

11.0

100.0

4.0
6.6
6.3

40.3

34.2

4.6
3.1
.4

State
and
local

govern-
ments

.0
39.2
10.3
9.6
6.9

15.3

2.1

2.1
2.0

11.9

1 Based on expenditures in millions of dollars.
2 Less than $50 million.

NOTE.—Detail will not necessarily add to totals because of rounding.

Source: Department of Commerce.
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enacted about 200 increases in the rates of their major taxes, and imposed
15 new taxes, including 8 new retail sales taxes.

In the years ahead, the financial pressures on States and localities in the
aggregate may moderate somewhat. The age category that produces the.
largest per capita need for public services—school-age children—will grow
less rapidly than the working age population. Nevertheless, pressures will
still be strong, especially to meet the massive problems of cities imposed
by decades of neglect. According to detailed estimates recently made for
the Joint Economic Committee, construction needs of State and local gov-
ernments in the next decade will equal those of the last decade.

Thus the financial problems of State and local governments will persist.
Currently, increased defense expenditures dominate the Federal budget pic-
ture. But over the long run, there is every prospect of a return to the fiscal
paradox of recent years—booming income tax revenues for the Federal
Government while States and localities struggle to finance their massive
program requirements.

CATEGORICAL FEDERAL AID

The Federal Government now provides many grants-in-aid in support
of specific categories of State and local expenditure. Federal grants now
constitute about one-sixth of total revenues of State and local govern-
ments. The first large Federal grant programs were for emergency relief
and public assistance during the 1930Js. Federal grants declined during
World War II, but then grew rapidly in the 1950's, with highway construc-
tion grants producing an acceleration in the second half of the decade
(Table 28).

TABLE 28.- -Growth of Federal aid to State and local governments, fiscal years
1930-68x

Function 1930 1940 1950 1955 1960 1965 19G8 3

Billions of dollars

Total Federal aid.

Health, labor, and welfare
Commerce and transportation
Education __
Housing and community development...
Agriculture and agricultural resources
Natural resources
Other

0.1

(3)

2.4

2.2
.2

(3)
(3)
(3)
(3)
(3)

2.3

1.6
.5

(3)
(3)

(3)'
(3)

3.3

1.9
.6
.2
.1
2
.1
.1

7.0

2.9
3.0
.4
.3
.2
.2
.1

10.9

4.4
4.4
.6
.6
.5
.3
.1

17.4
8.0
4.3
2.5
1.3
.6
.5
.2

Percent

Federal aid as percent of:
Federal expenditures4

State and local expenditures4
4.3
1.4

25.6
25.3

5.3
10.5

4.8
10.4

7.7
14.7

9.2
15.4

10.3
18.7

1 Grants-in-aid and shared revenues from both administrative budget and trust funds.
2 Data for 1968 are estimates.
3 Less than $50 million.
4 National income and product accounts basis.

NOTE.—Detail will not necessarily add to totals because of rounding.

Source: Bureau of the Budget.
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The last few years have seen a rapid acceleration of Federal aid through
a variety of new or expanded programs—most notably for elementary and
secondary education and to combat poverty. In fact, most new legislation
in areas discussed in this chapter operates through grants or loans to State
and local governments.

The grant-in-aid approach is flexible. It enables the Federal Government
to single out the most urgent needs and to apply suitable remedies directly.
Furthermore, by imposing matching formulas where appropriate, the Federal
Government often can enlist additional State effort in neglected areas.
Variable matching requirements are used by the Federal Government to pay
for a greater share of costs in States and areas where needs are greatest relative
to available resources. Federal grants can encourage innovation at the local
level, and provide for experimentation and demonstration where the prob-
lems are more obvious than the remedies. They can be launched modestly
and expanded upon demonstration of effectiveness. The grant approach
can spur better planning and coordination among overlapping or adjacent—
and sometimes conflicting—local jurisdictions where a regional or area-
wide problem requires a cooperative and coordinated attack.

At the same time, the categorical grant mechanism is open to some
criticisms. State and local officials are sometimes bewildered by the number,
variety, and complexity of eligibility and matching provisions of different
Federal aid programs. A special effort is necessary to keep them informed
of latest developments, so that all eligible units of government may share
equitably. And some localities resent Federal standards and "supervision"
in grant programs.

Broadening the Scope of Federal Grants

Supporters of categorical aid argue that, while there may be faults in the
present system, they are not intrinsic. Many steps have already been taken
to improve grant programs. The Bureau of the Budget has undertaken
recently to improve the coordination of Federal programs at the State and
local level. The Partnership in Health act of last year combined several
small, categorical grant authorizations into one and provided assistance for
planning comprehensive health services. Similarly, the Model Cities pro-
gram provides for the coordinated use of funds from a number of separate
categorical programs as well as from private and local government sources; it
also authorizes Federal assistance for local government programs in the
demonstration area of the city even if these would not qualify for any cate-
gorical aid. The Community Action Program offers cities support for a
broad range of activities that fit into a coordinated attack on poverty.

These new programs of broad support represent a major evolution from
many traditional types of categorical grants in which the Federal Government
pinpoints the State and local expenditures it will support.

These developments are viewed by some observers as a decisive argument
for an evolutionary approach that continues to rely on categorical aid as the
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principle vehicle by which Federal assistance should be given to State and
local governments. These observers would argue that effectiveness is limited
only by the amounts that the Federal Government can afford to channel to
States and localities, rather than by any inherent defects in the mechanism
of categorical aid.

GENERAL SUPPORT GRANTS

Others contend, however, that broader "general support" grants are
needed as part of Federal support to States and localities. In principle,
these grants would have no strings attached, and would be available for gen-
eral budget support rather than tied to specific activities or programs. Direct
transfers without supervision would leave the States and cities free to set
priorities and to design remedies for local problems. The unconditional
grant approach lends itself readily to "equalization," to take account of
differences in income levels and fiscal capacity among the States. Many
proposals recommend setting the size of such grants as a percentage of col-
lections under the Federal individual income tax. One would earmark 5
percent of collections from the Federal individual income tax for general
support grants to the States.

Critics of general support grants have questioned whether State govern-
ments would spend the added revenues wisely, whether they would maintain
their own revenue efforts, and whether they would provide adequately for
their own cities. Unconditional grants to the States are viewed by some as a
threat to additional Congressional appropriations for categorical grant pro-
grams which provide direct assistance to cities and their pressing problems.
Also, if States had a claim on a share of Federal revenues, they might oppose
Federal tax reduction even when needed to combat recession. And if the
cut were nevertheless approved, its effectiveness could be weakened by a
resulting cutback in State outlays.

Supporters of revenue-sharing point out that formulas can be devised to
cope with cyclical swings in general support grants and to channel funds to
localities as well as States. However, there are obvious difficulties.

Under some proposed compromise arrangements, a fixed level would be
established for total Federal financial aid to State and local government,
designed to cover both categorical grants and general support. Categorical
grants would continue to be appropriated as at present; and the balance of
the support would take the form of untied grants going to cities as well as
States. The untied portion would serve as an "overhead" payment to be
used by States and cities to strengthen their own programs and their plan-
ning. Such a compromise is intended to provide some assurance of continued
Federal support for categorical grant programs which have established their
merit, while enlarging opportunities for State and local initiative and
responsibility.
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CREDIT FOR STATE INCOME TAXES

An additional method of enlarging State revenues in the context of an
improved over-all national tax structure has been proposed by the Advisory
Commission on Intergovernment Relations. The suggestion is that a credit
against Federal personal income tax liability be given for up to 40 percent of
State income taxes paid. This credit would provide powerful incentives:
the 17 States which do not now have broad-based individual income
taxes would be strongly induced to enact them; States which already have
income taxes would be encouraged to rely on them more heavily. A State
could then augment its revenues through income taxation with a net in-
crease in the burden on State taxpayers equal to only 60 percent of added
revenue. Through the credit device, the States would, in effect, be collect-
ing part of their income taxes from the Federal Government.

Federal tax credits to influence local tax policy are not new. They are
applied to estate or inheritance taxes paid to States, and they are used under
the Federal-State unemployment insurance system.

The tax credit device has been subjected to certain criticisms. First,
by their very nature, tax credits provide more help to rich States than to poor
States, because the amount of assistance depends on the tax base of each
State. Second, the proposal does not in itself provide direct aid to the cities.
Third, the Federal tax credit adds to State revenues only when and if the
States act to initiate or raise rates on income taxes; the initial impact merely
lowers Federal taxes for people who now pay State income taxes.

JOINT REVENUE COLLECTION

It has also been proposed that the Internal Revenue Service (IRS) expand
its current assistance to the States in their income tax collection efforts. At
present, there is cooperative exchange of information between Federal and
State revenue officials. But the IRS could act as collecting agent for State
income taxes. The State rate structure would be applied against the Federal
definition of taxable or adjusted gross income or Federal tax liability itself.
Joint revenue collection is a modest proposal which could be enacted on its
own merits or as a supplement to the larger plans. It might encourage addi-
tional States to enact income taxes, and should certainly simplify life for both
taxpayers and revenue officials in States which already use income taxes.
It would, of course, be necessary for the States to follow Federal concepts of
taxable income, which may not always accord with their own.

OTHER ISSUES OF TAX COORDINATION

Among other problems requiring better coordination of Federal-State-
local taxation is one dealing with the exemption from taxation, under the
Federal individual income tax, of interest paid on State and local govern-
ment securities. Because of the exemption, these governments can borrow
more cheaply—paying lower rates of interest and competing more effectively
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for funds against other borrowers in capital markets. However, the exemp-
tion also reduces the progressivity of the Federal individual income tax,
since it produces much bigger tax savings to those in high income tax
brackets than to those taxable at lower rates. This is a relatively inefficient
means of channeling aid: the Federal Government loses far more revenue
than the States and cities gain in reduced interest costs.

Apart from the general question of interest exemption, and of immediate
concern, is the use of so-called industrial development bonds. Through
the use of these bonds, localities have passed to private industries the benefit
of the exemption of their interest from Federal tax, in many cases without
assuming any real obligation for repayment of the bonds. This questionable
practice is becoming increasingly widespread, and the lack of any obligation
by the locality authorizing the bonds permits proliferation without limit.
The use of the Federal tax code in this fashion is inefficient and inappro-
priate.

Another fiscal problem concerns State taxation of corporate income.
Since most corporate income is generated by interstate corporations, States
must establish formulas to apportion the income assumed to be earned from
business done in other areas. The formulas give various weights to such
factors as location of plant, percent of payroll, sales destination, location of
sales offices, and "origin" of sales. In 1966, after several years of study, the
House Judiciary Committee recommended legislation that would require a
uniform State formula based solely on two factors, property and payroll.
The States have responded unfavorably to this proposal. As an alternative,
additional Federal grants to the States might be used to persuade them to
relinquish a tax which is more efficiently collected at the national level.

CONCLUSION

Expenditures for income maintenance, health, and education, and
revenues of States and cities, have grown faster than GNP since the mid-
1950's. Expenditures for educational services and health care combined
have risen from about 8J4 percent to 12^2 percent of GNP, and expendi-
tures of States and localities have expanded from 8J/2 percent to 11 percent
of national output in the past decade. Federal transfer payments to persons
have risen from 3 percent to 4^2 percent of GNP. Through their dollar
votes on the market and their votes at the polls^ Americans have reaffirmed
their strong desires for greater expenditures in these areas.

In response to the wishes of the public, these areas will continue to absorb
a significant fraction of the gains from economic growth. But it is impos-
sible reliably to forecast how rapidly these outlays will grow, or to set in
advance meaningful targets for how fast they should increase. Opportuni-
ties for progress in these areas will be influenced by the urgency of competing
claims on output, ranging from national defense to the unlimited aspira-
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tions of private consumers, and from conservation of natural resources and
improvements in the quality of our environment to industrial research, de-
velopment, and investment. In peacetime the Nation will face repeated and
difficult—though welcome—choices about how to distribute fiscal dividends
between public programs and tax reductions. These decisions should be
responsive to changing circumstances.

Moreover, it is not possible to stipulate "needs" in the areas discussed in
this chapter. If needs are merely what survival requires, most of what is
needed is now available. And if needs are everything that could be reason-
ably desired, then they will not be fully met for generations.

A rational balancing of opportunities and alternatives, will undoubtedly
call for some progress in all of these—and other—priority areas. Most
of the choices, both public and private, will be incremental in character.
The individual chooses whether or not to visit his dentist, weighing the need
against other uses of funds; he does not decide on health in the abstract
or in the large. Similarly, the Federal budgetary process is full of efforts
to cut low-priority expenditures marginally in order to expedite a promising
new program like model cities. Even major program decisions which will
be faced in the years ahead—such as whether or not to set a minimum in-
come floor to combat poverty, or whether or not to select any of the proposed
innovations in the area of Federal-State-local fiscal relations—could also be
approached on an incremental basis. In making these budgetary decisions, it
is vitally important that goals and objectives be defined precisely, that all
alternative methods of reaching them be considered, that costs and bene-
fits be quantified as far as possible; only then can the most efficient means of
achieving the objectives be chosen. The Planning-Programming-Budg-
eting System recently initiated by the Bureau of the Budget and the
executive agencies of the Federal Government is designed to advance this
systematic approach.

This chapter has attempted to raise some issues which will require difficult
choices. Collectively such decisions will determine the directions of social
progress in the years ahead.

It is clear that social progress will make important claims on the Federal
budget. There is no easy way to define the Government's appropriate
role. But the pursuit of public interest and the exercise of public responsi-
bility need not add dollar-for-dollar to the bills of taxpayers or to the size
of Government. Much of our advance in health, education, and cities will
be financed through the budgets of consumers and businesses. The energies
and outlays of private enterprise can be stimulated by wise and imaginative
public policies relying on enlightened regulation, carefully designed fees
and subsidies, appropriate tax provisions, Government loans and insurance
programs, and improved functioning of the market economy so that actual
prices become better signals for estimating social costs and benefits.

Within the public sector, another set of issues arises: whether particu-
lar programs can be administered and financed most effectively by Federal,
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State, or local governments, and how the over-all division of responsibili-
ties can assure adequate financing for priority social needs through an
equitable tax system.

The aspirations for material and social progress are boundless; the limits
of our potential progress are set by the resource costs and the level of pro-
ductivity in our society. It can be confidently forecast that the problem
will be to find the means to fulfill our public and private aspirations rather
than to deal with any redundancy of resources. A decade from now, major
gains will have been made, but there will still be a large inventory of unmet
desires and unsolved social problems, requiring public and private efforts
to channel a substantial additional portion of our growing output toward
priority uses.
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