Grassroots graft - corruption in state governments
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The notion of passing out taxpayer money like Christmas candy was bad enough. But then I started to wonder how someone who had not yet taken office, much less served long enough to slip some pork into the state budget, could get his hands on "discretionary funds." After some digging, reporters for the Locke Foundation's Carolina Journal discovered that the money had come from a secret $21 million slush fund, known to only a few legislative leaders. The money had been "reappropriated" from surplus funds in a reserve account for the repair and renovation of state buildings. As is typical of such shenanigans, negotiators had inserted the reappropriation with four cryptic lines in the middle of the night during the previous year's state budget deliberations.

Legislative insiders and their political consultants doled out this money with abandon. Several grants were timed to help embattled incumbents cut ribbons a few weeks before an election. In other cases, the money appeared to be payback for favors done by rank-and-file lawmakers or wealthy contributors.

The grants were hard to justify on policy grounds. Wealthy Pinehurst, home to some of the world's ritziest and most famous golf resorts, got money for a new fire truck. Several senators and representatives steered money to local nonprofits which they served as board members. The Andrew Jackson Memorial and Museum, located along the South Carolina line near a "birthplace" most historians view as mythical, got a $200,000 check - twice its annual operating budget. The same state senator who obtained that grant (and who serves on the museum's board), gave government money to another nonprofit (for which he is also a board member) in a revealing manner. According to a local newspaper, The Enquirer-Journal, he attached the check to a football and threw it across the room to the group's founder during a benefit roast. It seems that dispensing taxpayer money had become a game to him and many of his colleagues.

Some lawmakers used the money to entice private groups onto the public dole. In one case, Playspace, a nonprofit museum and entertainment facility for children in Raleigh, had been on the verge of establishing itself as a self-sufficient organization. After years of receiving state and local grants, Playspace had ended its grant requests, planning to rely on admissions and membership fees as well as private donations. But in December 1996, at the urging of Sen. Eric Reeves (D-Raleigh), Playspace accepted a $5,000 check from the state.

Legal action on some of the improprieties we uncovered is pending. But to our dismay, the slush fund scandal was only the beginning. The Locke Foundation began receiving a steady stream of anonymous tips about wasteful spending and political influence. In 1996, a former employee of the state's Division of Motor Vehicles named Algie Toomer received a controversial $100,000 settlement from the state for employment discrimination. As lawmakers convened hearings in 1997 to investigate the matter, we obtained an exclusive interview with Toomer and his attorneys. He told us about illegal campaign fund raising among rank-and-file DMV employees.

There seemed to be a climate of "pay to play" at the DMV, with workers not so subtly promised that the governor would be apprised of their financial support or lack thereof. On a single day in February 1995, Toomer and some 80 of his Department of Transportation colleagues made contributions to Gov. Jim Hunt's 1996 campaign kitty. More than one-third of the employee donors received pay raises or promotions within a couple of months. According to a report by the watchdog group Democracy South, the contributions were often collected and "bundled" by politically appointed DOT supervisors, who used the cash to strengthen their connections to the governor's office.

By the time we published Toomer's allegations in the August 1997 Carolina Journal, the rest of the news media had begun their own scandal investigations. In September, The (Wilmington) Star-News reported evidence that the governor, his secretary of transportation, Garland Garrett, and his campaign finance director, Jim Bennett, had promised a seat on the North Carolina Board of Transportation, a powerful appointed panel, to a campaign contributor for $25,000. The allegation came to light because the donor, James Allen Cartrette, didn't get the appointment and started complaining about it.

Is selling a government post and then reneging on the deal, among other things, a case of mail and telephone fraud? Columbus County District Attorney Rex Gore looked into the matter and decided not to indict anyone, but he made it clear that he believed the charge. "I personally believe that Mr. Cartrette fully expected to get a DOT position," he said. "I personally believe that Mr. Garrett and Mr. Bennett did little to lead him to believe otherwise. I might get a conviction at the corner store, but I could not in the courtroom." A federal investigation is ongoing.

Another spate of news stories, in The Charlotte Observer and The (Raleigh) News & Observer, reported that several Board of Transportation members - and even, in at least one case, the governor himself - had pushed for highway projects to benefit themselves or political patrons. In August 1.997 the Locke Foundation joined with three left-of-center policy groups in a joint request for a state performance audit of DOT and prosecution of wrongdoers. The resulting audit called for significant changes in DOT structure and operations.

The problems in North Carolina's transportation department - from excessive politics to insider dealings and mismanagement - led to the resignation of the secretary of transportation, the state highway administrator, and two board members. In February 1998, the FBI, the U.S. Department of Transportation, and the Postmaster General's Office (which handles mail fraud) announced a wide-ranging investigation of North Carolina's DOT.

Last year, the governor announced reforms aimed at reducing the number of patronage employees in the department and tightening procedures for hiring and promotion. State lawmakers are debating DOT reforms that include downsizing the board, tightening ethics guidelines, reorganizing and privatizing transportation divisions, and handing over highway revenues and authority to local governments.

You might think this long ordeal has validated rather than tarnished the processes through which North Carolina fights corruption. After all, the news media, with a little prodding, did leap into the fray. The legal system, creaking and groaning all the way, did begin investigations and forced some crooks from office. Hunt was forced to cede some power and go through the toughest political scandal of his career. Yet the governor's approval numbers are through the roof. North Carolina voters have either tuned out the scandal stories or concluded that "everyone does it, so why pick on Hunt?"

State corruption is far harder to combat than corruption in high-profile Washington or in local government, where decisions receive more local media coverage and where citizens can attend meetings and corral officeholders. States are the middle, "missing" layer of government. Press contingents in state capitals have been shrinking for years. Many voters lack basic information about who governs their state and what they do.

It will take more than exposes and lawsuits to clean things up in state capitals. It will take basic changes in what state governments do and how they do it. Here are a few of the most important reforms:

* Toughen civil service and contracting rules. I was a reluctant convert to this idea. I used to think that rigid rules for hiring state employees and awarding contracts were unnecessary impediments to running government more like a business. Now I recognize the truth: Government can't and shouldn't be run like a business. It doesn't face the discipline of the profit motive. It relies on attitudes and behaviors fundamentally different from those confronting entrepreneurs. The alternative to civil service protections for employees is not a merit system but selling jobs to campaign donors. Exempting state agencies from bidding procedures means buying office supplies from an agency head's cousin.

* Cut back regulation. There are good economic and moral reasons for minimizing the encroachment of the state into private decisions. But one of the most persuasive arguments is that appointments to regulatory agencies and specific regulatory decisions are often bought by high-dollar donors. One glaring example is nursing home regulation, as the Kentucky case showed. In many states, operators who want to open new homes must obtain a "certificate of need" from state regulators. Coupled with state authority over nursing home reimbursements from Medicaid and other programs, this power makes the nursing home industry a reliable source of campaign cash. Other big campaign players in most states include the gaming industry, real estate developers, home builders, and health care lobbies such as optometrists and chiropractors - all of which worry about regulation.

* Fightpork-barrel spending. While discretionary funds tapped by lawmakers for pet projects in their districts make up a relatively small percentage of most state budgets, they consume a tremendous amount of time and result in a disproportionate amount of corruption. Consider state funding of the arts. While the Locke Foundation has long opposed such spending on principle, over the short term we have settled for reforming the process by which the money is distributed. Grants to local arts groups now must go through an open process of application, priority setting, merit consideration, and approval, which will reduce the amount of logrolling and waste.

As long as human nature remains what it is, there will be potential for official corruption. Government will always be necessary to carry out essential functions such as law enforcement. For the foreseeable future, education and some kind of social safety net are likely to remain government responsibilities as well. Finding ways to carry out these functions without buying and selling influence is a critical challenge, one that advocates of limited government should make their own.

Contributing Editor John Hood (locke@interpath.com) is president of the John Locke Foundation, a nonprofit think tank based in Raleigh.
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AMERICA'S higher-education lobby has enjoyed spectacular success over the past three decades. By zealously marketing their degrees as indispensable to employment and a ticket to personal fulfillment, universities have convinced millions of mediocre students to enroll, spend gobs of (mostly) other people's money, and then fail their way off the campus to make room for warm bodies. In a cycle as regular as the tides, administrators first raise tuition, then go before state legislatures and Congress complaining about rising tuition, seeking more subsidies purportedly to benefit their cash-strapped customers. At the same time, universities have vastly expanded business enterprises on their campuses, such as hospitals and sports teams, that often boost their immediate cash flow and always boost their sales pitches to wealthy donors and powerful politicians.

Nice work if you can get it. And with Barack Obama in the White House, universities will be getting a lot more. Conservatives need to understand both the details of his proposed largesse and the political circumstances in which he proposes it. And they need to craft alternative policies that, rather than simply obstruct, put Obama and the Left on the defensive.

In his first address to Congress, President Obama called it every American's patriotic duty to enroll in post-secondary education, repeating the thesis, long discredited by careful research, that maximizing university attendance creates large economic benefits. "That," the president said, "is why we will provide the support necessary for you to complete college and meet a new goal: By 2020, America will once again have the highest proportion of college graduates in the world."

While challenging young people to achieve their potential is praiseworthy, the president is mistaken on two important points. First, the goal of leading the world in college graduation is neither achievable (because of our demographics) nor particularly worthwhile. Far greater economic and social benefits would accrue from boosting high-school graduation and encouraging hands-on vocational and technical training. Second, spending tens of billions of additional federal dollars on grants, loans, and tax credits is unlikely to boost college graduation much anyway--though it may well boost attendance, and thus revenue for the colleges.

The Obama administration is certainly committed to the spending part. The president's stimulus monstrosity raised the maximum Pell Grant by $500 (to $5,350) and expanded eligibility. It provided massive bailouts to state governments, allowing them to mitigate funding cuts to public colleges and universities in the midst of budget deficits, and even more massively expanded federal spending on scientific research, which will largely flow to campuses. The bill expanded federal work-study and loan-guarantee programs. And it transformed a nonrefundable $1,800 tax credit (the Clinton-created Hope Scholarship) into a $2,500 tax credit that is now partially refundable (the American Opportunity Tax Credit). Next came the outline of Obama's proposed budget, which would further boost research subsidies and eliminate longstanding federal guarantees for private lending in exchange for a federal-government monopoly over student loans.

Much of this agenda is deeply misguided. Unfortunately, much of it is also popular. Millions of Americans are either saddled with big student debts, struggling to pay tuition for current college students, or worried that they won't be able to afford the tuition when their younger children grow up. Many will welcome another political promise that help is on the way--but when universities raise their prices again to capture most of the new federal aid, these voters won't know to blame Obama and the Democratic Congress.

[ILLUSTRATION OMITTED]

The basic problem here has been well understood since at least Bill Bennett's tenure at the Education Department in the 1980s: When Washington or the states expand government aid, they make parents and students less sensitive to price. The dynamic is similar to the third-party-payment problem in health care. If it looks like someone else is footing the bill, customers are less likely to go without or shop around for a better deal.

The result is that as subsidies rise, most of the benefit goes to universities and their employees, in the form of higher tuition and fees. Some students may end up going to college who previously could not, but most will be unprepared for college-level work. Even after extensive remediation during their freshman and sophomore years, many will either drop out--the six-year graduation rate is less than 60 percent--or further depress academic standards as the faculty inflates grades to keep them enrolled and happily filling out laudatory course reviews.

So simply shoveling additional taxpayer dollars into universities doesn't significantly increase the nation's human capital. It just redistributes money from the general public to affluent professors and residents of college towns. Fiscal conservatives are right to object.

At the same time, conservatives need to grapple with another insight: Because college is essentially an investment, college expenses should be tax-deductible to some degree, for the same reason that IRAs and 401(k)s are and should be tax-deductible. If the government taxes your income before you have a chance to invest it, it lowers the return you make on the investment. If it then taxes whatever return you do make, it has charged you a higher effective tax rate than it would have if you'd simply spent the money--thus favoring consumption over investment. People respond by spending instead of investing, denuding the capital stock of the economy and inhibiting long-term growth.

Educating your children certainly can be an excellent investment, increasing their future (taxable) income. But successful investing depends on the freedom to choose among competing options and to reap the consequences of your choices. The Left has adopted the language of investment to market its latest spending binge while refusing actually to treat education as an investment by enacting policies that will encourage real growth and progress. Instead of simply saying no to Obama's agenda, conservatives should retort: "Absolutely, we should help American families invest in their children's education. But why are you being so unfair and stingy about it?"

Specifically, conservatives should offer a counterplan with three elements:

First, in lieu of modestly increasing the higher-education tax credit, we should propose a universal tax credit for deposits into Coverdell educational-savings accounts (ESAs) and 529 plans, both of which currently allow people to save money for college expenses tax-free. We should then suggest that families be given wide latitude in using these funds: for college tuition and fees, textbooks, educational technology, tutoring, and home-and private-school expenses.

There is some useful precedent. Coverdell ESAs already allow some K-12 expenses. In addition, embedded within the stimulus bill is a temporary provision allowing parents to spend their 529 dollars on computers for educational use even if their children are not yet enrolled in college. The provision expires in 2011. Why should it? Parents will love the idea of gaining more access to their own funds.

Expanding federal tax relief for educational savings has several advantages. It builds on an existing structure used by millions of Americans. Some states already offer tax deductions for deposits into 529 accounts, so legislatures could easily transform them into true parent choice. And focusing deductions and credits on educational savings rather than same-year educational expenditures would help break up the tuition-cost spiral by giving families the same tax benefit even if they shop around for lower tuitions and fees. Those who choose schools that charge lower tuition should be able to accumulate their unspent funds, tax free, for future educational needs--or even for retirement, though in the latter case the withdrawals ought to be taxable.
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