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; 1 The General Accéunt1ng Office assessea the likely
;mpact of- réglaclng personal income with the Representative Tax
System (RTS) on the distribution of federal aid amobng the statés in
three formula-based programs. These programs were the General Fiscal
Assistance Act of 1972, known as thé Revenue Sharing pragram, Title
XIX of the Social Security Act, known as Medicaid; and the vacat1anal
Education.Act of 1963. The analyses indicated that if rapla21ng
personal income with the RTS were the only change made in the three
férmulas, fedeg@l funds would be redistributed away from states with
high revenue raising potential from-nonincome revenue sources. These

were primarily states with relatively high energy production and, to
a lesser extent, high pfapefty’values and retail sales. However, the
fatggnale for feplac1ng personal income with the RTS would argue in
favor of additional formula changes as well. When additional formula

" changes were considered, ng general distributional pattern emerged.
This was because the dlstzibutlanal outcome was sensitive to which
program was being.considered and to precisely what other formula
changes would be likely to be made. Appendixes present data tables
with results of the -analyses. (YLB) . o i
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zf»f".:'-lnfc:rmatmn Regardlng The Effect of Applylng
= The Representative Tax System To The General
‘& Revenue Sharing, Medicaid, And Vacatlanal

Educatlan Programs L

The Representatlve Tax System (RTS) isa statlstical indicator of
. States’ pOtEﬂtIEI ability to raise tax revenues for the support of
_public services. This method of measuring States’ revenue raising , - v .
abilities was developed by the Advisory Commission on Intergov- o o o e
ernmental Relations. In the past, GAO hasconcluded thatthe RTS . - ' : '
is a better measure of States’ revenue raising potential than . = - .
,persanal mcome (the most commcnly usad ITIEESUFE) - ' ' I o
. 3 : i . R
. GAO was asked tcr determlne the llkely m‘npact of replacmg? S s
.personal income with the RTS on the distribution-of Federal aid = - o
among the states in three” formula based programs: General’
.Revenue Sharing, Medicaid, and Vocatmnal Educatlon o -

GAC) fgund that rf replamng persanal mcome wuth the RTS were‘---.

from- States wnth relatlvely Iarge non- lﬁcome revenue sources
such as energy production and retail sales. However, this outcome |
would likely not qccur because the rationale for using the RTS - N \
“ would probably support ‘additional formula charnges as well. When - L

additional formula-changes were considered, no general pattern. - . - R
of winners and losers emerged. This was because the“distribu- *

. tional outcome is sensitive to which program was being consid- Lo
ered and to precisely what or.bg formulachanges would likely be- - :

*onjunctmn with substumtmg the RTS for: personal_

. ."_made in g
A income. [ .. - [ .
S e

8 -

T U.5. DEPARTMENT OF EDUCATION - e
MATIONAL INSTITUTE OF EDUCATION
EDLIEQIDNAL HE:ﬁURCEE INFORMATION
CENTER (ERIC)
./ This dosumemt haz besn reproduced 3s . i
- fg;givé‘a frem the porzon of afganmizalioh S .. X . T e

.

griginatihg it.
+ 1 Minar a\;ngéé have busn made (o impreve

- " - - .GAO/GGD-83-106
SEPTEMBER 9, 1983
- g = - &

wprgducn@n guality.




I ., . : * . \
. \
. -
o -7
- = s - - - A B . o - 4
i Request for copies df GAO reports should be
' sent to:
‘ ~ U.S. General Accuuntingiéﬁicé . ‘
. o . Document Handling and Inﬁ:rmatmn N
. Services Facility” -
. P.O. Box 6015 s
Gaithersburg, Md. 20760

Telephane (202) 275-6241

Thé first five copies of individual reports are
free of charge. Additional copies of baund
o : audit reports are $3.25 each. Additional
‘capies of unbound report (i.e., letter reports)
and most other publications are $1.00 each.
\ There WI|| be a 256% discount on all orders for
100 or more copies mailed to a single address
. Sales orders must be prepaid on’a cagh check,”
or money order basis. Check should be made

out to the “"Superintendent of Documents’'.

¢
!

d

4

(./"’sz
P
Al ¥
) L
-;1. L .
£y / i X s

ERIC

Aruitoxt provided by Eic:



‘past GAO has concluded that the RTS is a better approach for

‘\,’ s : [ ‘ R
RN = . PR : ‘, AR - s

\L - N ;5 \ K
X L AL

UNITEB STATES GENERAL ACE‘GUNTING QFF E
WASH!NETﬁﬂi . c;: 20848

=

B-212913° . :

Ve
&
R . - 3 . . : e

The H@nérablé Llayd BEﬁtEéﬁ

\ - .

- This letter is ln .rasponse <1564 July 25, 1983, fequest
anarsubgéquent discussion with yojr Etaff asklng us ta pravﬁ&e
information on. the effect the Repre .
would probably have on Federal aid ta Statés if, 1t were u,ed in

three formula-based programs:. (1) the Géneralelscal Assistance

Act of 1972, known as the Revenue Sharing pfggfam, (2) Title XIX'

of the Social Security Act, known as Medicaid;.and (3) the
Vocational Education Act of -1963. This review was performed in
accordance with genera;ly a::egted gavernment audlt standards.

o Curréq;ly, EéfSénal income is used in these three programs
to reflect States' revenue rajising abilities. However, in the .

this purpose because it includes a measure of nearly: all the -
major revenue sources States can tap using a variety of taxes.”
It measdres the amount of revenue each State would raise if an

identical set of tax rates were applied to a camprehens;ve sat

of tax bases such as income, property, retail sales, and energy
production. Because an identical set of tax rates are used,
States only differ in the size of their tax bases -and thérefare

the RTS ccmpares States' revenue raising Eﬁteﬂtlél.

Our analysis, indicates that if replacing. gefsanal ln:ame ;
with the RTS were the only change made in the three formulas we

. considered, Federal funds'would be reédistributed away from

States w;th high -revenue f%}s;ng pﬂténtlal:from non- "ome
revenue source. , These are. prlmarlly ‘States with relatlveiy high
energy Qréauct;d;. and to a lesser extent high property values
and retail- sales. However, the rationale for replacing personal
income with thé- RTS would argue in favor of additional formula
changes -as well: When we éansldeféd additional changes likely
to be made ,in FOnjunEt;éﬁ with using the RTS, no general

b

S . (018990)

United States Senate ' : S sgsfgj?-
De af Sen or Be ntsén- 3 - . - C,




B-212913 S R o

\ s - .. . . ;
distributional pattern emerged. : Energy producing States weré -
as likely to have their Federal funding increaseg as decreased: .
under these formula changes. This is because the¥distributional
outcomeé was sensitive to- -which program was being considered and-
precisely what additional formula changes\ are likely to be made.

IMPACT OF USING THE RTS IN

THE REVENOE GHARING PROGRAM . -~ '~ . @

A With respect to the distribution of Revénue Sharing funds,
you requested GAO to mdke three analyses comparing: (1) the _
effecﬁ{cf replacing personal income with thesRTS in the current
' three-factor and five-factor formulas; (2) the effect of the
two-factor formula contained ¢ -Senate bill S. 700 using popula-
tion and the RTS; and (3) th. ..fect of the two-factor formula
‘contained in Senate bill S. » ~ except using personal income in.
place of the RTS. : "

The curygnt program distributes $4.6 billion annually among
States using(two different formulas, a three~factor and a five-
factor, formula. Each State receives its allocation .under the

_formula which provides the largest allocation. Then each
‘State's allocation is proportionately reduced to ensure that the’

resulting State allocations sum to $4.6 billion. The three-

factor formula is based on population, the inverse of States'
relative per capita income! and each State's tax collections as

a percentage of its personal income. (referred to as tax B
effort). The three factors are multiplied together and States
are allocated funds on the basis of tha%; respective shares of

\ the total. : ‘- : e N ) ] W

The fiverfactor formula is based on the above thtee factors
(population, inverse relative per capita’ income.and tax effort),
and two additional factors, urbanized population, a&nd State in-
come tax collections. However, in this formula each of the five
factors are added instead 'of being multiplied together. Conse-
quently, 22 percent of the $4.6 billion is distributed on the
basis of each State's share of population, 22 percent on the
basis of each State's share of the urbanized population, 22 per-
cent on the basis of each State's share of population weighted
by its inverse relative per‘“capita income; .17 pergent. on the
basis of each State's share of all State tax collections weight-
-ed by its tax.effdrt (i.e., the ratio of State tax collectionse
to State personal income) and 17 percent on the basi% of each
State's share of State incorme tax collections.?

4

IThe inverse of a State's relaﬁive\pe: capita income is defined
as the ratio of the U.S. per capita income to State “per capita

income. - )

his ‘factor has a maximum and a minimum applied to it.

e
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e & L0 i1 700 was 1ntfaduced in the EEth Céngréss and\ 
‘ N ;htééﬁ .and f;ve—factar formulas and .replace
o-factor - formula using Qa§ulatlan and the
éaatcr formula therefore eliminates three
sed to allocate revenue sharing funds: (1) .
atlan, (2) tax eff@rt-fand (3) State income
‘his formula therefare :gprgsents ‘a -funda-—
~ederal pﬁllcy regarélng ‘the- §is&r;bgtlcn of*

Rev - SFLri o unds Spegifically, h;gh tax effort States wauld
no L . sarded, for their high tax effort and, conversely,
low = 2 " 3tates. would no longer be penal;;eé States with
z 1z Y pulatlons would no longer be given an extra suba
si ‘ 1+ antive for States to felﬁﬁmafe heav1ly ofi the in-
con = = A= 4 revenug source would be eliminated;:and, finally
for N t;me, thﬁ RTS would be used to recsga;ze differ-
enc.: 1 ° .ates' revenue raising abilities rather than personal
inc .. “e'measure :ufféntly used. ' L o

The” two-factor formula was proposed by Senator Durenberger
because it is claimed to be more responsive to dlffe:enéeg among
States in their EESPEEE;VELablllt;éS to raise revenues in.sup-
port of State and local public services. This recognition, it
is argued, would be a better way for the Federal aid system to
. counteract Elsgal d;sparlt;es among States. (

geghaééicgy and Analysis

The data used in :alculatlng State allatments by éhe

current formula, using the RTS, is based on entitlement péfléd
14 data (October l, 1982 to September 30, 1983} -and the 1981
"standard” RTS as calculated by the Advisory Commission on
Intergovernmental Relations. Calculations of the .two-factor:
formula use 1981 data for population, personal income, and the
RTS. Second, substituting the RTS in- the .existing three-factor
and five-facter formulas means that (1) per capita income would
be replaced by the RTS measured on a- per capita basis, and (2)
the tax &ffort factor would be measured as the ratio of.State
tax collections to the RTS capacity measure, both measured in
total dollars. Finally, -the two-factor formyla would contain
minimum per capita grant of $15.00. The aﬁallést per "capita
grant was $15. 05. / L i

il

N
A’ comparison of the three alternatives [(1l) using ‘the RTS

in the current formula; (2) using a two-factor formula with ,
population and the RTS; and (3) a two-factor formula with papu"
lation and personal income] is dummarized in table 1 on page 5.
Replacing’ ‘'personal income with the RTS in the existing formulas
would increase Revenue Sharing allocations for 21 States and

reduce them for the remaining 30 States.? The five State$ with

3The District of Calumbla is treated as a State in the Eé?éﬁuée
SHaring program.

I
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.thé largest increases are high tax effort and/ar highly urban=
ized States. 1In contrast, the five Etates with the largest de-=
clines all have significant. levels of énérgy resources. The

. reason the lgs;ng States outnumber the ga;n;ng States is that
the use of the:RTS in camputlng tax effort in the five-factor
formula increases New York's allocation dramatijgally because of
its large tax effort. Its allocation increases by $130 million,
which is larger than the total revenue sharing allocation of all

- but 10 States, thus causing a magcflty of States tc have thél:

‘allocation reduced. ‘ . .

s+ The two—ﬁact;r ngmula, using population and the RTS, pro-
duces dains for 27 States and losses for the remaining 24, 1In
this case the five largest gainers are 4ll States with low tax
effort, reflecdting ‘the elimination of tax effort from the form-
ula. PFour *o¢f the five losers are States with significant energy
resources. The ore exception’' is the District of Columbia, which-
loses under this alternative because. urbanlzéd population is
eliminated in the twgifactgf formula.

is that New York and-California both lose under this alternative
becausk their high tax effort and h;ghly urbanized populations
are no longer reflected in the two factor: formula. Together
they would lose.$187 million which when redistributed among
smaller S;até; pfaéucés more gainers than }aséfsi

UTEE reason there-‘are more gaining States than losing States
a

The twg=factor: fatmula basag én\PéESQﬂal ‘income rather than
.the RTS prgduces even more gainers, 33 compared to' 18 States
that lose Again, -the five.States with the largest gains ara
all low tlax effort States. Now, however, the five largest
losers are.all h;gh tax efﬁa;; Sﬁates,‘anly two of whléh have
significant energy resources. . -

-

___ The reasogon for the large jincrease in galnlng States is that
Eﬁfikrgna of shifting funds from a few high tax effort and high-
ly urbanized States cha:actér;st;cxaf the two-factor formula is
even more prevalenti-when personal income is used instead of the

- RTS... The 18 ‘losing States would lose a total of 5382 million

" under thi¥ alternative. .Five States-—-New York, Calf{fornia,
Alaska, Massachusetts and Ney Jersey--lose $323 million or 85
percent of the total, thus enabling a 1afae magarlty ‘'of the re=
maining States to galn. . . i .

Deta of the ;mpax;'t x:!f ‘these three altéfgatives on the 50
ates and the District of Columbia are shown in Appendix I,
where. 5tates are listed alphabet;cally, and in Appené;x II-where
# Stapés are listed according to t'21f percentage gain under al*
‘ternative (1). -
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SR -for Distributing Revenue Sharing Aid _
L . .‘i - N B - . ‘ N (ﬂ@itéia) . “,* .' v‘- -B\

LY

%) = ¥ (2) ¢ : ; . ’(3)

Formula alternatives

Numbé:;affgaiging States ¢ 21 ' 7 : ??7 : - 33

Number o 1asihg States . 30 24 18

- AL - .
(percent) RI (34.5)  IN (37.9) NH' (38.4) )
' NY (27.8) NH (36.7) IND (36.8)
PA  (11.3) MO {33.3) MO (35.0)
N WIS (10.3) OH (29.6) [TEN (28.0)
MI  (8,2)  TN'(28.2) FL  (27.4)
- Five largest losers _ n * o7
(percent) . . 'TALK (54.5) ALK (83.3) ALK (83.3)
; NM -(B0.4)  DBC *¥39.9) DC  (48.5)
WYO (49.3)° NM .(38.6) NY (31.5) =
‘ND (41.3) WYO (36.6) WYO (25.8) ;
-~  MT '(36.8) ND (28.9) -MASS (21.2) ¢

;Ef(l);éuftént formulas using the RTS; (2) the S. 700 twd-Ffactor E o
formula. based on the RTS; and (3) the S. 700 two-factor form- '
ula based on personal income. . y

IMPACT OF USING THE RTS

IN THE MEDICAID PROGRAM . -

The Medicaid program is an open-ended entitlement program
whereby the Federal government reimburses States for a certain
percentage .of eligible program expenditures. Federal reimburse-
ment for fiscal yvear 1982 are currently estimated at $16.4 bil-
lion. The Federal match varies based on the square of State per

) caplta  income. Y : ‘ . Y

In our report on the Medicaid .matching formula# we sug- .
gested five options designed to make the formula’ more eguitable ™~
from the standpoint of achieving two policy objectives, (1).re-
ducing disparities in program benefits provided to recipients

_living in diffefent States and (2) equalizing States' tax bur- &’
dens associated witl financing their shatre-of prdgram costs..
Two of the five options we presented sabstitute the RTS for

o Eérsanal income because we concluded that the RTS was a better
neasure of a State}é ability to finance program costs. However,-
- . v

e

4"Changing Medicaid Formula Can 'Improve Distribution of Funds to
. States“r(GAQ/GGDsEB—27; Mar. 9., 1983). - . ,

N~

Lo
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it shauld be pointed out that 1f replacing pe:sanal income with
the RTS were the only change made it would reduce tax burden .
disparities at the expefse of . producing greater program- benefit
disparities. Canséquently, if the RTS is used in,the Medicdaid
formula, other changes discussed ,in our repart should also be

e T

made to insure that bgth g@lizy cbjéctzves are bétter real;zed. ’ ]

7fe éemﬁnstfatés anly thé lmpact af us;ng tha i )
burden e«:;u:,ty,P by c@mpar;ng twa alternatifé

Our analysis
RTS to improve ta
formulas:
(1) Reglacing QEE capita income sgquared, wh;éh appeafs n
the current formula, with a per capita RTS squared,
and keeping the m;n;mum Federal share at 50. percent.

(2) Replacing per capita income Squareﬁ with the RTS
- measured on a per person in poverty basis rather than

on a per capita basis, and reducing the minimum Fed-:
er ’1.Sha:a from 50 to 40 percent.. ’ o -
Méthadalagy _and Analy ;% 4 e .

Under current law, matching rates are eal:ulétga on the g
basis of a 3-year average of per capita income. Fiscal vear
1984 matching rates are based on income data from calendar. years
1979, 1980, and-1981. Therefore, we have uséd a 3-year average '
af the RTS for the same thféé year period. - -

A comparison of the two altprﬂaﬁlves is summaflzed in Table
2 on page 7. 'Eé?laCIHQ per capita income with a per Eaplta‘RT%
would benefit States where income overestimates the State's rev=
enue faLs;nq capacity and would reduce Federal support im States
where income understates their eapaslty. For exampley the five
States with the largest ‘decline in their Federal matching rate
all have significant energy resources, whose revenude ‘raising

potential is ﬁgt reflected in personal income.

This pattern changes Eaﬁhéf substantlally if other changes,
also designed to improve the. tax burden eguity, are also made.
Alternative #2 includes the number of people below the poverty
line and.geduces the minimum Federal match from 50 to 40
percent, in addition to using the RTS. This option was pre-
sented in our Medicaid report and gtav1dés the greatest degree
of tax burden equity.of the options. we ‘considered. ~ . ’ w

+ H
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o Table 2 ’
- =.E} . . R - B — + ) ) -‘
- mpact. c;!f TwWO. Alternai:;v*ae E‘t::fmulas
for Calculat;ng Medicaid Ma tching Rates
. (m:te a)
E@f@gmla Alternatives
(1) (2)
. Five largest gainers W (3=D) DC  (34)
_ {percent) HASS (2T3D) - NY {(29)
£ - RI (1=3) MISs (7)
. HD (13) GA (6)
M (12) MI  (6)
Flv% largest: losers bl (ig) NH" (33)
(percent) ' T IA (222) WIS (29)
© M (222) - MT (28)
ND {1£3) T IOWA (28)
WA (155) IND (26)
2/The two alternatives are described ar’i padgde 6. -

Inder this altetnatlve r:mly one en===rgy State (Mﬁmtana) is
among the five biggest losers. The FouT= remaining big losers
are all States with relatively lw povez=ty levels. Conversely,
four of the five biggest gainershave a high incidence of pov-
erty and relatively low revenue raising capacity. The two
~largest gainers (the District of (clumbZa and New York) are

doubly disadvantaged under the curent ==ormula because per
capita income significantly overstates *=heir revenue capacity
and understates t:%elr high incidence of . poverty.

IMPACT OF USING THE RTS IN -

THE VC)CATIDNAL EDUCATION PRQGRAM

in E‘edefai funds to States in fiscal yeér 1983,.@1’1 the basis of
an estimate of the potential nunmber of =students and per capita
income. The number of.students i3 estirmated by the number of
people between the ages of 15 and 19 ye==rs weighted 67 percent,
people between 20 and 24 years wighted 27 percent and people
between 25 and 65 weighted 6 gc:ggent.f' [

_As with revenue sharing and Medic’;aid, the rationale for
using t:hge RTS would be to reducefiscal disparities by reducing

P - . . . - 4

SThESE weights are 1mpl;ﬁ:1t: in the forme_1las whereby 50 percent
of the funds are distributed bythe 15 to 19 year olds, 20
percent by the 20 to 24 year olds, 15 goercent by the 25 to 65
year olds and 15 pét‘cfex;t by the sum of the three agé'gréups
used.



B-21200 T - o - o .

= i L C

tax buden disparit—ies between States. (onseqrTuiently, we have
~analywd two alterr—matives far incorporating th-e& RTS into the
formulis used to d=stribute ‘vocational ecucatie—n funds; (1)
replaw per capita income with a per-capita RT== and (2) replacge
per cpita income wezith the RTS éxgz‘es§ed on a. =Der student in-
stead o a pezl: cap:ta basis."

hcomparison <>f the two alternative reve—als only minor -
diffetnces betweerm them. This is becawe the number of stu-
dents ls highly cor—related with populatim. TITne majority of
Statesvwould lose L=nder .both options. Mhe £five= biggest gainers
are, agaln, States where per capita income ove——estimates the
_ States revenue rafZ sing capacity and thefive Eoiggest losers are
all stites with sicgnificant energy prodution =whose revenue
raisin potential £- S not reflected by thir pe—= capita income.
Appeniires III and IV show State allocatins feor fiscal year
1983 iid how these allocations would Chage uncder each of the
altérntives. Appemndix III lists States alphar;ﬁet;:ally and
Appendly IV lists t—=hem by the per;ent change . 1= Féderal aid

under ilkernative C 1). %
Table 3 ’
. Impe=ct of Two &ljze;r’lative Formu_—_1 as
for Disstributing Vocational fducat—Son Aid
Alternative (! Altérnative (2)
N (Per Capita RIS) :{ RTS Per Student)
Numberof gaining == tates 16 21
Numperof losing St—ates _ 32 27 "
No change 3 3
Five lirgest gainer—s NY (21) NY (18)
{ petent) CONN (14) MD {16)
MD (12) RI (14)
NJ C12) ~ MASS (13)
RI  (12) _ CONN (13)
Five lagest loserss . NM .(23) oK (20)- .
(perent) LA (21) WVA (18)
OK . (20) NM (18) -
- TX (19) TX (17)
wva | 0M14) LA (15)

6This {y similar t&- alternative '2 in theledice==id formula where
the I§ was expres. sed relative to the nmber c>f people in pov-
erty. The only di fference is that vacational education pro-

videsservices to students while Medicid pPov=ides services to

peobli in poverty. *©
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- We did not obtain agency cAmintse— AS agranggé with your
raffice we are ignding c=opies AF s re=port té the Secretaries
‘of the Departhremts of t::he Tﬁ%as‘s{f? He==lth'and Human Services-

~ and Education, Co= .

. If we canbe of - frmarthay agyjtance=, or if you have_any , .
guestions please 'call ¥=rE. Jel‘:fy ¢ Fagt:rup of 'TIV staff at T
275-6169. R » N

- ‘ glnwr%ly yaufs, .o
0T A ! .
' . e ’ v,nlllanz J. Aﬁdétsaﬁ Lo e -
: ptecteor ) t
, %
X ’ .
L S
) :
/ |
. .
3
i b - 9 - ~ - = = - 5 = L.
%
S‘I’j
vy 1= )
= o ) @




- 'II_,'.?.?- ,I‘::q : i =I.

Eﬂﬂ?hﬁl

. ETATF HHHE“ E

u USE THE RIS

- POPULAT]

lLlElHl g

- ALASKA -

- ARIZOMY ©

~ ARRANSAS -~ -
EEMIFUHHII N

- COLORADD -

T EABUEEBYERIN



S P

2

-, ] g L

.

;:i ETATF T

hl-‘&i_ _-
‘e

*.iti | i

t
m IS THE |
o pom

I !-I- . '

D

E - "
-'I'—F'l P
ALA I

R 1) ﬂmcn

NTOMING

,:?',HEHTH DAKOTA ‘f
T

LOUTSIANA

=EY BIIaE



;.; :Eézgﬂn

" CORPARISON

| STATE WAD

~KLAmAmY.
-~ BLASKA-
. MMERICAN

ANSAS
‘CALIFORNI



R iZ ﬁﬂr‘ﬁfi fsm

: B -'-.,..f. . .
. .i’. ‘% - . . ﬁ 1 |

.- .
& £ T g L )

S *E STATE AAS

Ok

_LOUTSIAN)
ﬂ L!ﬂﬂﬁq

1; L
ﬂﬂinun_
IEHA FRGEY
2G0T DAl




