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HERE HAS BEEN growing attention in re-

cent years to the financial burdens im-

posed on business by federal regulation.
Popular resistance to rising local taxes, drama-
tized by the success of California’s Proposition
13 two years ago, has also received a steady
stream of publicity. Yet remarkably little at-
tention has been given to the mounting costs
that federal regulation now imposes on local
governments—even though these costs are, in
many cases, a significant element in the heavy
revenue demands of those governments. While
the federal government is prohibited under the
Constitution from imposing direct taxes on
state and local governments, it has been able to
force them, like private industry, to shoulder
the costs of complying with a wide variety of
federal requirements adopted in pursuit of na-
tional objectives. And, like private businesses,
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local governments must either cut existing op-
erations or find some way to pass these costs
along.

One way for local officials to accomplish
the latter, apart from increasing local taxes, is
of course to seek further financial assistance
from the federal government itself. Indeed, the
publicity routinely accorded federal grants to
local governments—always welcome to politi-
cians at both levels—has probably been a ma-
jor factor in obscuring the size of federally
imposed costs from the attention of local tax-
payers. That is not to say that federal aid to
local governments has been insubstantial. Di-
rect federal grants to cities rose from $1.3 bil-
lion in 1970 (equal to 9.6 percent of total local
taxes) to $10.2 billion in 1978 (equal to 37 per-
cent of total local taxes).

These figures, impressive as they are, may
be misleading, however, because many grants
come with regulatory strings attached, others
with hidden costs—and such assistance can end

REGULATION, JULY/AUGUST 1980 29



FEDERAL SOLICITUDE, LOCAL COSTS

up, at least in raw dollars, costing cities more
than it brings in. The fact is, that despite the
dramatic increase in overall federal contribu-
tions to local treasuries, the sums many cities
must spend to comply with federal regulatory
requirements can absorb a substantial share of
the total funds they receive under various fed-
eral programs.

Yet generalizations in this area must be
guarded. While federal grant outlays are easy
enough to compute, the costs of complying with
regulatory requirements are always difficult to
determine, and especially so in this area where
circumstances (and therefore cost effects) vary
markedly from:city to city. To set the problem
in more concrete terms, we undertook last
year, on behalf of the Joint Economic Commit-
tee of Congress,' a detailed study of compli-
ance costs for a limited sample of communities
and a select number of federal regulations. Of
the hundreds of existing federal mandates that
affect local expenditures, we focused our atten-
tion on six major programs, chosen primarily
because local officials had described them to us
as notably expensive or intrusive. The pro-
grams were: the Clean Water Act Amendments
of 1972 and 1977, the 1976 Amendments to the
Unemployment Insurance Compensation Act,
bilingual education requirements (under the
1974 Bilingual Education Act and the 1964 Civil
Rights Act), the Education of All Handicapped
Children Act, transit accessibility requirements
for the handicapped (under the Rehabilitation
Act of 1973), and the Davis-Bacon Act. Our
sample of seven jurisdictions was selected to
include communities from all parts of the
country, varying in population (from 39,000 to
848,000 as it turned out) and also varying wide-
ly in per capita income and local tax burdens.
The seven were: Alexandria, Virginia; Burling-
ton, Vermont; Cincinnati, Ohio; Dallas, Texas;
Fairfax County, Virginia; Newark, New Jersey;
and Seattle, Washington.

The figures we present here were gathered
from inspection of local agency records and
from interviews with local officials. As we were
more concerned with reliability than complete-
ness in cost estimates, we limited our cal-
culations to the incremental costs of local
compliance, and typically did not factor in ad-
ministrative or overhead costs, or allow for
the costs associated with secondary economic
effects—all of which would have been quite
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difficult to quantify. Thus our figures gener-
ally understate the total compliance costs as-
sociated with these six regulatory programs.

To determine incremental costs, we identi-
fied all direct local expenditures under our six
programs that would not have been incurred
in the absence of the federal requirements. In
other words, where existing local programs
overlapped with federal requirements, we
counted as “costs”’ only the proportion of total
outlays that exceeded the level considered nec-
essary by local officials. Thus if local engineers
believed secondary treatment of waste water to
be sufficient to meet health and environmental
objectives, but tertiary treatment was required
by federal standards, only the differential be-
tween the two would be identified as an incre-
mental cost. Similarly, if prior to the promul-
gation of federal standards, a local school
district was already providing its handicapped
students with educational services and if these
were later acknowledged by federal officials as
sufficient to meet the standards, we would find
no incremental cost.

Accounting for Costs

The overall costs that these programs imposed
on our sample of jurisdictions were substantial.
As Table 1 indicates, incremental operating
costs under five of our six programs totaled
$51.9 million in 1978, or $19 for every resident
of the seven jurisdictions.? In addition, the in-

... the aid that the seven jurisdictions
received under federal revenue sharing
averaged about $25 per capita a year—es-
sentially the same as what it cost them ...
to comply with these regulatory programs.

cremental capital costs incurred by the seven
jurisdictions, shown in Table 2, totaled $113.5
million. When capital outlays were amortized
over a twenty-year period at 8 percent interest

1 The data in this article are based, in part, on a report
that the authors prepared for the Joint Economic
Committee of Congress.

2 The costs associated with the Davis-Bacon Act are not
included in the tables because those costs are difficult
to cumulate.
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and added to operating costs, total locally fund-
ed incremental costs ranged from $6 per capita
in Burlington to $52 per capita in Newark. The
average across the seven jurisdictions was $25
per capita.

One statistic can put the figures in Tables
1 and 2 into sharp perspective: the aid that the
seven jurisdictions received under federal rev-
enue sharing averaged about $25 per capita a
year—essentially the same as what it cost them,
on average, to comply with these regulatory
programs. (Revenue sharing is designed to re-
lieve revenue strains on state and local govern-
ment by providing federal contributions that
local governments can freely devote to their
own needs and priorities, rather

... from the local perspective, at least,
virtually all of the incremental costs asso-
ciated with these programs must have
exceeded the perceived benefits—else the
programs would have been undertaken
without a mandate from Washington.

do not entirely overlap) services or benefits
already being provided. The incremental costs
of these programs, then, generally reflect ex-
penditures that the local governments might
have made on their own, but have not, in fact,

than those mandated by the federal
government.) There was substan-
tial individual variation within the

Table 1
INCREMENTAL LOCAL OPERATING COSTS, 1978

(in $ thousands)
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no reason to believe that a larger
sample would show a different ov-
erall pattern.

Table 2
INCREMENTAL LOCAL CAPITAL OUTLAYS

(in $ thousands)
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wished to make. Thus from the local perspec-
tive, at least, virtually all of the incremental
costs associated with these programs must have
exceeded the perceived benefits—else the pro-
grams would have been undertaken without a
mandate from Washington. From a national
perspective, of course, the perceived benefits
may still justify the investment, but this does
not make it any easier for local jurisdictions to
swallow the costs involved.

Varying Burdens

The variation in individual cost burdens is a
matter of considerable interest in itself, what-
ever the overall cost average may suggest. We
had not anticipated such sizable divergence
when we began our study—nor, we suspect, did
Congress when it enacted these particular re-
quirements. Nonetheless, it is plain that signifi-
cant inequities, or at least incongruities, in the
distribution of these regulatory costs do exist.
And when one looks more closely at any of these
programs—at how they generate local costs and
at the sources of the cost variations—it seems
clear that such effects could scarcely have been
avoided.

The Clean Water Act. The Clean Water Act,
by far the most expensive of our six federal
programs, sets minimum discharge standards
for municipal waste-water treatment plants.
Prior construction activity played an impor-
tant role in determining the incremental costs
of these federal standards for the different
cities in our sample. In Burlington, Vermont,
for example, the fact that an advanced sewage
treatment plant had been built before enact-
ment of the 1972 Clean Water Act Amendments
meant that the incremental costs of the new
federal standards were low. Indeed, increased
federal involvement worked to Burlington’s ad-
vantage, making the city eligible for more fed-
eral financial support than had been available
previously. Cities that had not seen the neces-
sity for sophisticated waste-water treatment
plants before 1972 (whether from differing geo-
graphic and economic circumstances or differ-
ing local attitudes) naturally found the new
federal standards more costly.

Unemployment compensation. Under the
1976 amendments to the Unemployment Com-
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pensation Act of 1974, state and local govern-
ments were required to finance unemployment
insurance coverage for their employees, if they
wanted private employers in the state or local-
ity to continue receiving federal tax credits for
unemployment compensation payments. By
this measure, Congress was able to shift the
burden of claims payment from the federal
budget, where it had rested for two years, to
state and local budgets.

In 1978 and 1979, the costs of this program
to local governments were lower than expected,
because employment opportunities in the pri-
vate sector were expanding and fiscal condi-
tions in many of the nation’s cities were im-
proving. However, if the current recession
deepens and leads to widespread layoffs in both
private and public employment, the costs of
paying unemployment insurance claims to gov-
ernment workers could be quite substantial.
Yet national economic trends rarely have the
same effect on all parts of the country. As un-
employment patterns ‘vary, so too, of course,
will the cost impact of unemployment compen-
sation. Ironically, then, under the current
scheme, the cities and counties that are poorer
or are suffering greater economic dislocation
will have to bear heavier costs in this area than
the more affluent or more economically stable
jurisdictions.

Bilingual education. Current federal law
directs that all school districts offer formal
bilingual education training to any group of
twenty or more students who speak the same
foreign language. The impact of this require-
ment is dictated in large part by the demo-
graphic make-up of a community, which, in
turn, largely corresponds to geographic loca-
tion. Port and border cities, such as Newark
and Dallas, have large non-English speaking
populations which require expensive bilingual
programs. By contrast, cities lying further in-
land tend to have more homogeneous popula-
tions and therefore do not incur comparable
costs.

Another variable accounting for some of
the variation in incremental costs in this area
is the willingness of local ofhicials to comply
with federal standards. Political will is, of
course, as much a matter of public (or official)
attitudes as of fiscal constraints. The refusal,
for example, of Fairfax County, an affluent
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suburb of Washington, D.C., to follow the bi-
lingual education guidelines of the Department
of Health and Human Services (HHS) results
in part from opposition to the social and edu-
cational theory they imply. In addition, the
county notes that its students come from fifty
different language backgrounds, fifteen of
which are spoken by more than twenty stu-
dents. Were it to follow the HHS guidelines,
the county would incur the expense of spon-
soring bilingual programs in fifteen different
languages, including Urdu, Hindi, and Laotian.

Were it to follow the HHS guidelines, the
county would incur the expense of
sponsoring bilingual programs in fifteen
different languages, including Urdu, Hindi,
and Laotian.

Continuing legal and illegal immigration
can be expected to increase substantially the
costs of providing bilingual education in com-
ing years. At the same time, many cities will
face overall declines in public school enroll-
ment, even with an influx of new immigrants,
so that in their cases the proportion of overall
costs consumed by bilingual programs will also
grow.

Education for the handicapped. The 1976
Education of All Handicapped Children Act
required, among other things, that school dis-
tricts identify all unserved handicapped chil-
dren, that all handicapped children from ages
three to twenty-one be given a “free, appropri-
ate”’ education, and that handicapped students
be educated with nonhandicapped students to
the maximum extent appropriate. This pro-
gram is now the most rapidly rising category
of public expenditure in the nation. In Fairfax
County, Virginia, for example, outlays for
handicapped education have increased three
times faster than outlays for other school serv-
ices since the enactment of federal legislation.

Here, as in other program areas, the
amount of activity undertaken in advance of
federal regulation was a prime determinant of
local incremental costs. Cincinnati, for exam-
ple, already had an existing program for handi-
capped children that was well enough devel-
oped to meet new requirements. By contrast,

Dallas had only a skeletal program in place, so
that costs soared after promulgation of federal
standards.

Access to public transit for the handi-
capped. The requirement that public mass
transportation facilities—bus stops, train sta-
tions, and rail and bus services—be made ac-
cessible to the handicapped derives primarily
from Section 504 of the Rehabilitation Act of
1973. Our inquiry was confined to the costs
arising under federal standards of April 1976,
which called upon local governments for “spe-
cial efforts” to meet the needs of the handi-
capped, among other things, by making at least
half of their bus fleets wheelchair-accessible.
Jurdisdictions that were not due to replace a
large proportion of their operating fleet were
likely to incur much higher expenses, since it
is much more expensive to retrofit existing
buses with wheelchair lifts than to purchase
new buses having lifts incorporated into the
original design. (For a general survey of the
new and more costly regulations issued in May
1979, see “Regulation Gone Amok”’ by Timothy
Clark, Regulation, March/April 1980.)

The Davis-Bacon Act. The local burdens
imposed by this act, under which the Depart-
ment of Labor sets minimum wage scales for
federally subsidized projects, were significant
in several of the jurisdictions studied. In Ver-
mont, for example, Davis-Bacon wages for car-
penters were 16.4 percent higher than carpen-
ters’ wages on nonfederal work, and in Dallas
the difference between Davis-Bacon pay scales
and locally established wages averaged 20 per-
cent. In the case of this program, the variation
in incremental costs is largely attributable to
the strength and political leverage of local
labor unions. Thus, for three of our cities lo-
cated in states where the unionized proportion
of the labor force is larger than the national
average, we found that prevailing wage levels in
construction were high, so that Davis-Bacon
requirements imposed little added cost. But in
states where the unionized proportion of the
labor force is relatively small, such as Texas
and Vermont, the effect of the act was found
to be pronounced.

The fiscal context. Even where the incre-
mental costs of a program (by our method of
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calculation) appear to be roughly comparable
for two cities, the actual fiscal impact of those
costs may be significantly different. Some cities
receive matching funds from their state gov-
ernments for certain projects (construction of
waste-water treatment plants, for example) or
benefit from offsetting state contributions in
other areas. Similarly, some cities have a broad
and healthy tax base, allowing them to cover
increased costs with only slight increases in
local tax rates. On the other hand, cities with
less generous or reliable revenue sources (or
greater cost burdens in other areas, resulting
for example from a larger number of welfare
recipients) may find that the same federally
imposed costs present a far more dangerous
or difficult fiscal strain.

Hidden Costs

The importance of assessing the regulatory
burdens imposed on state and local govern-
ment is starting to be recognized within the
federal government. The Committee on the
Budget of the House of Representatives, for
example, recently recommended that all House
committees (except Appropriations) include
with all new bills an estimate of the potential
cost impacts on state and local governments.
But trying to project in advance the costs of
new regulatory requirements can be very diffi-
cult. Beyond the problems stemming from the
great variation in impacts from one city to
another, programs often have hidden costs that
are easily overlooked at the outset. In our own

Beyond the problems stemming from the
great variation in impacts from one city
to another, programs often have hidden
costs that are easily overlooked at the
outset.

limited study, we encountered more than a few
of these hidden costs or unanticipated perverse
effects.

Induced demand. Programs that heavily
subsidize the construction of new facilities,

whether a limited-access highway or a treat-
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ment plant, can result in inefficiencies by stimu-
lating excessive engineering and overcapacity.
This comes about because local governments,
whose contribution to construction costs is
relatively small, have no short-run incentive
to economize at the beginning of the project.
Following the construction, they will frequently
channel development into the neighboring area
so as to absorb the excess capacity created and
thus to justify the capital investment. More-
over, the presence of the new facility can in-
duce additional demand.

...cost projections made at the time that
the requirements are initially formulated
tend to be unrealistically low because they
... underestimate total demand.

The same is true of a new public service.
For example, the number of children desig-
nated as handicapped grew substantially after
federal legislation was passed, and their par-
ents are now asking for even more comprehen-
sive educational services. Indeed, it appears
that the parents of handicapped children have
increasingly come to regard these specialized
services as strict entitlements rather than as
merely desirable benefits. Expansion of earlier
programs has sparked litigation in many areas
by parents demanding yet wider expansion of
services. Thus, cost projections made at the
time that the requirements are initially formu-
lated tend to be unrealistically low because
they almost necessarily underestimate total de-
mand.

Operating costs. 1t is essential that pro-
grams having a large capital component, such
as the Clean Water Act and Section 504 of the
1973 Rehabilitation Act, explicitly take into ac-
count long-term operating and maintenance
costs. Many a community, for example, has
built an advanced sewage treatment facility
with large federal contributions, without iden-
tifying at the outset the ongoing nonreimbursa-
ble costs it will have to bear. Yet these have
now proved to be very heavy indeed, in part
because such a large portion of operating ex-
penses relate to energy and labor costs—both
of which, of course, have soared in recent
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years. Thus, in Dallas, operating costs for the
local water treatment facilities rose from $1.3
million in 1975 to $8.7 million in 1978—363 per-
cent in just four years. Yet while the capital
costs of this program and others like it are
heavily subsidized by the federal government
(up to 85 percent of costs), no federal reim-
bursement is available for operating and main-
tenance expenses.

Price effects. Federal as well as local plan-
ners also need to recognize that certain federal
directives will stimulate demand for a product
or service, producing significant price effects.
When large amounts of federal aid become
available for a particular program, the prices
of the associated goods and services will rise
to reflect the increased demand. And since the
goods and services are needed for programs
that are mandated by, and often heavily sub-
sidized by, the federal government, the price
increases will effectively reduce the amount
that available funds can buy without reducing
total demand.® This pattern applies to a broad
spectrum of goods and services, including
sewage treatment equipment and health-care
services. For example, between 1972 and 1978,
when federal aid for medical care expanded
from $23 billion to $54 billion, medical care
prices increased by 66 percent, considerably
more than other services. Thus, over two-thirds
of the additional $31 billion in aid was absorbed
by price increases. In situations of this kind,
funds set aside for state matching purposes
shrink, putting localities in the unexpected
position of having to absorb a higher share of
total outlays.

Local conditions. Federal planners can too
easily overlook differences in local conditions
when enacting general standards. For example,
using the lift design for the handicapped was
not feasible in Burlington, Vermont, because of
local weather conditions. A standard that can
only be functional for a few months each year
is obviously questionable, but national stand-
ards do not always provide appropriate excep-
tions. Where such special circumstances do not
impose higher costs, they may still seer1 more
burdensome to the localities involved, because

3 Where program costs are federally subsidized, price
increases would have to exceed the perceived local
value of the subsidy for demand to fall.

the accompanying benefits are so evidently
limited.

Reimbursement: Who Should Pay?

The present system of reimbursement for lo-
cally incurred costs is almost as haphazard as
the distribution of regulatory costs themselves.
Congress cannot begin to sort through the cur-
rent tangles, however, until it establishes a
clearer set of priorities among regulatory ob-
jectives. A few elementary distinctions may
help in the first steps of this sorting.

The present system of reimbursement for
locally incurred costs is almost as hap-
hazard as the distribution of regulatory
costs themselves.

In the first place, it is useful to distinguish
federal requirements that are compulsory from
those that are conditions of assistance and thus,
at least in theory, elective. Federal mandates
that order local governments to engage in or
refrain from certain actions are obviously the
most restrictive form of regulation. Relatively
rare because of the constitutional and legal
problems they impose, such mandates bind
state and local governments in much the same
way that traffic laws bind individual citizens.
The Clean Water Act, for example, requires
municipal waste-water plants to meet certain
minimal discharge standards, regardless of how
the plants are financed. Where congressional
goals are so pressing or critical as to justify a
mandatory requirement, they may also be cru-
cial enough to deserve federal subsidy, particu-
larly if the cost of the requirement is substan-
tial. The common sense of public policy dictates
that the federal government should not leave
local governments with a financial incentive to
noncompliance.

Far more common than direct and uncon-
ditional mandates are requirements that are
formulated as conditions for receiving federal
assistance. Even within this category, however,
certain further distinctions must be observed.
Some regulatory programs set extensive and
complex conditions that local governments
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must meet to receive any federal funds, re-
gardless of the immediate aim or purpose of
the particular funding arrangements involved.
Standards developed under the 1973 Rehabil-
itation Act, for example, require architec-
tural modification for wheelchair accessibility
(through ramps, elevators and so on) for any
local “program”—mass transit, education, rec-
reational services, and so on—which receives
any ‘“federal financial assistance.” Similarly,
Title VI of the 1964 Civil Rights Act prohibits
discrimination “on the basis of race, color or
national origin” in all programs receiving fed-
eral financial assistance, and it is from this
statute (under the “national origin” category)
that bilingual education requirements have
been imposed on all school districts receiving
federal aid of any kind. While local govern-
ments can theoretically avoid the costs of com-
plying with such requirements simply by re-
fusing all federal aid, that is a nearly impossible
recourse, in practical terms, for most cities.
Yet the cost of compliance with these over-
arching requirements bears no relation to the
number or size of the grants that trigger their
operation. If such requirements are not to de-
feat the purpose of particular federal grants
(by forcing massive diversion of local pro-
grams), the larger costs involved ought to be
reimbursed. On the other hand, if the purpose
of the federal requirement is to suppert a ju-
dicially declared constitutional entitlement—
perhaps in response to local denial of that en-
titlement or inaction—then the claims of cities
and counties for federal reimbursement are not
compelling.

Nonreimbursement of regulatory costs is
most easily justified where local costs repre-
sent the front-end costs of obtaining federal
subsidies for discrete programs or projects.
One example would be the requirement that
cities provide matching grants to demonstrate
proper levels of commitment to federally sub-
sidized efforts. Another would be local govern-
ments’ obligation to pay Davis-Bacon wages as
a simple quid pro quo for federal construction
grants. In each case, unrelated federal projects
and programs would remain unburdened by
federal conditions.

This basic division of regulatory costs must
still accommodate certain exceptions and quali-
fications, however. Conditional subsidies for
particular projects may be generally legiti-

36 AEI JOURNAL ON GOVERNMENT AND SOCIETY

mate, but they obviously are counterproductive
where they incorporate perverse incentives for
expensive, overcapacity construction—as some-
times happens with federal subsidies to waste-
treatment plants. On the other hand, the con-
tinuation of tax subsidies as a quid pro quo for
local participation in efforts aimed at easing
municipal financial distress makes little sense
if the cost of complying with subsidy condi-
tions mounts in direct proportion to financial
distress within the recipient city. This is, as we
have seen, what will happen with the Unem-
ployment Insurance Compensation Act Amend-

In cases ... where the costs of compliance
are inversely related to the ability to pay,
there is need for a reimbursement formula
that takes varying fiscal capacity into
account.

ments of 1976. In cases of this sort, where the
costs of compliance are inversely related to the
ability to pay, there is need for a reimburse-
ment formula that takes varying fiscal capacity
into account. Finally, reimbursement should
be made available when localities experience
rapid demographic and environmental changes
that significantly expand the burden of earlier
federal requirements. A particularly vivid ex-
ample of this is the sudden arrival of thousands
of Cuban refugees to Miami, triggering a man-
datory expansion in the city’s bilingual educa-
tion programs. The rationale for federal reim-
bursement in such cases is evident.

THE SUGGESTIONS WE HAVE OFFERED are only a
beginning, of course. Yet if even these rough
guidelines had been acknowledged prior to the
imposition of the regulatory programs ex-
amined here, the programs would certainly
have emerged with different substantive re-
quirements and different funding strategies
than they did. In the last decade, Congress has
often enacted extensive requirements for local
governments with too little thought for the
costs involved. Now that the bills are coming
due—and proving to be substantial—Congress
will have to give more attention to how they
are paid. u



