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1. Introduction

Most governmental structures are characterized by more than one level of
government. For instance, Spain has a central government which governs the entire
country, Autonomfas which govern smaller geographic regions, and Municipios which
govern even smaller geographic areas. In addition, Spain’s entrance into the European
Community adds an additional layer of government, Naturally, the simultaneous
governance of regions by different governmental units raises questions concerning the
appropriate level of government for the various expenditure and tax policies undertaken by
the public sector. This paper reviews the insights that economic analysis provides in

answering these questions.

Any review of fiscal federalism would be incomplete without reference to the
work of Musgrave (1959) and Oates (1972). Musgrave suggested that the functions of
government could be broken down into three parts: stabilization, allocation, and
distribution. Stabilization refers to macroeconomic monetary and fiscal policies designed
to stabilize the economy, allocation refers to the provision of public goods that are not
efficiently produced by the private sector, and distribution refers to an alteration in the
distribution of income dictated by the private market. Oates argues that the stabilization and
distribution functions should be assigned to the federal level of government, but that there

is some scope for the allocative fanction at the state and local levels.

Stabilization is assigned to the federal level since this level can rely on both
monetary and fiscal policy while local governments can only rely on fiscal policy.
Moreover, the openness of local governments will tend to diminish the force of the

Keynesian multiplier.

Oates also argues that the federal level of government should be given primary
responsibility with respect to distributive issues. He argues that a policy that attempts to
redistribute income from rich to poor within a given region will result in the immigration
of poor from other regions and the emigration of the rich from the region in question; this
migration tends to negate the redistributive goals of the regional government. This
argument relies primarily on the presumption that the mobility of residents at the local level

will tend to thwart redistributive policies of lower levels of government.
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Finally, it is argued that the atlocative function should be shared; the federal
government should provide those goods that are characterized by large economies of scale
in population while local governments should provide goods that are are "congestible” so
that lower per-person costs will not be realized as the population grows. The argument for
local provision of these latter services is that local governments can more closely match the

tastes of residents.

Many of these early ideas are still valid, though some have been modified
and many new ideas have also become known. The remainder of this paper will explain
more fully the rationale behind the assignment of different expenditure and tax functions and

will develop the more recent ideas as well as explaining the classic ones.

II. Stabilization

A. The Orthodox Approach

As mentioned above, the orthodox position is that stabilization should be
assigned to the federal level of government because that level has control over both
monetary and fiscal policy. Moreover, the mobility of goods and factors of production will
diminish any Keynesian multiplier effect. That is, the stimulation of demand in one area
would lead to an immediate movement of goods to that area from others (i.e. imports will
increase) to satisfy the increased demand; but this resuits in an outflow of financial assets
(in response to the deficit in the balance of trade), so that income will not increase much.
If goods are slow to move, labor will migrate in response to increases in labor demand so

that wages will not rise much.

While macroeconomics has undergone radical change over the past two decades,
the fiscal federalism literature has been virtually silent on stabilization policy. This has lead
Gramlich (1985) to suggest that some of the orthodox stabilization arguments are outdated
and may need to be rethought. While Gramlich holds Keynesian views and does not reject
the orthodox view on its face, he presents evidence that labor is not very mobile across
U.S. states. This leads him to suggest that states should in fact be undertaking more

responsibility for stabilization policy.



B. The Stabilizing Effect of Transfers Among Regions

In addition to Gramiich’s criticism, an argument has recently emerged from
discussions of the developments in the European Community. This argument, suggested
in papers by Eichengreen (1990) and Sachs and Sala-i-Martin (1991), is concerned with the
extent to which transfers by the central government from one region to another are
necessary for a common currency area. While this literature is not directed at fiscal
federalism per se, it has some interesting implications for the conduct of stabilization policy

in a federal system of government.

This literature suggests that intergovernmental transfers are a form of insurance.
Such tranfers will mitigate depressions or booms in any one area of the common currency
area; since individuals are risk-averse, everyone will gain from such insurance. Moreover,
it is argued that such transfers are necessary for the survival of a common currency area.
The implications for the EC are clear: the viability of a common currency in Europe may

depend on transfers that mitigate large income flucuations in any one country.

The fiscal federalism literature has rarely considered this insurance argument.
Yet, it has some interesting implications for stabilization policy. First, it supports the view
that stabilization policies should be carried out by the central level of government.
Insurance is provided to guard against unpredictable fluctuations in income across regions.
If flucuations in income across regions are random and labor is immobile at least in the
short run, then all will benefit from provision of the insurance, but a region will be unable
to provide the insurance because its revenues will fall in conjunction with the incomes of

its residents; therefore, the federal government should provide the insurance.

A second implication of the insurance argument is that it provides an additional
rationale for lump-sum grants to relatively poor regions, or at least to regions that are
currently depressed. As will be discussed later, the justification for such grants has
traditionally been concerned with equity; the insurance argument suggests an efficiency

rationale since everyone will be made better off by provision of the insurance.



III. Allocative Issues

The decentralization of certain public services provides benefits to the economy
because resources may be allocated more efficiently, and so more and better services can
be produced by middle and lower level governments for the same cost as would be incurred
had those services been centrally provided. However, decentralization also may present
certain problems in the efficient allocation of resources. We first consider the beneficial

effects of decentralization and then discuss certain efficiency problems that may arise.

A. The Efficiency Benefits of Decentralization

1. Satisfaction of Different Demands for Public Services

Probably the most widely discussed benefit of decentralization is that it allows
different regions to failor the services that are provided to the needs of the community. For
instance, a large urban area may need a very different transportation system than a smaller
rural area. A central government may be unaware of the different needs of the areas, or
may have a very crude mechanism to allocate funds for tramsportation, Since local
governments are much closer to their citizens, they may be better able to discern these
different needs and provide the appropriate type of transportation system. In addition, the
citizens of a particular region may be more willing to pay for a transportation system that
is more closely tailored to their needs. Another example might be education. A community
that contains many children per household may be willing to spend much more on education

than a community with few children per household.

Moreover, diversity in demand for services is not limited to the physical
characteristics of a particular community. Just as the demand for products in the private
market depends on prices, income, and tastes, 5o too does the demand for public services.
Thus, in a society that is diverse in tastes or income, it can be expected that certain groups
will have a higher demand for certain services, will value these services more than other

groups, and will therefore be willing to spend more on such services.

Just as efficiency in the private market is characterized by the satisfaction of

diverse demands, resources in the public sector will be allocated more efficiently if diverse



5

demands can be satisfied. Suppose, for instance, that a consumer in the private market
wishes to buy blue shirts while his friend wants to buy white shirts. Clearly, the two
consumers will be happiest if the first consumer is allowed to buy blue shirts while the
second buys white shirts. If we require both consumers to buy white shirts, the consumer
who wants blue shirts will be unhappy. If the public sector produces shirts, the
decentralized solution in which one region provides blue shirts and another white shirts will
better satisfy consumers than the centralized solution in which only white shirts are

provided to both regions.

For the public sector to satisty diverse demands for services, two components
are necessary. The first is decentralized services, which allows a variety of options from
which consumers can choose. The second ingredient is the ability to freely choose a region
in which to live, Thus, a consumer who prefers a large amount of public services and is
willing to pay for these services, but who happens to live in a region that provides very
little in the way of public services, can move to a region that better satisfies his preferences.
The ability of consumers to choose the region which provides the level of services most
closely tailored to their needs has been termed "voting with the feet" and is associated with
the work of Tiebout (1956).

2. The Explicit Link Between Benefits and Costs

The mechanism of voting with the feet suggested by Tiebout implies that
decentralization coupled with the ability to freely choose among communities provides a
way for the nice efficiency properties of the private market to be duplicated by the public
sector. However, for the Tiebout mechanism to work perfectly, several conditions need to
be met. The first requirement for decentralization to be perfectly efficient is that public

services are priced properly.

The proper pricing of public services, whether provided locally or nationally,
begins with the basic proposition that an individual’s tax payments and the services provided
by the government be as closely linked as possible, with the individual’s tax payment
corresponding to the share of public benefits that he receives, and that this link be as clear
as possible to the citizens. By closely linking the benefits that an individual receives from

a public service to the cost of providing the service, the citizen will be best able to judge



whether or not he would like to pay more in taxes to finance additional services.

This link between benefits and costs of government programs has an important
implication for the financing of expenditures provided by lower levels of government. In
particular, it suggests that lower levels of government should finance their spending from
their own revenue sources rather than from outside revenue sources. Without such own-
financing, the link between benefits and costs is broken. For instance, if a local
government relies on the central government for financing, it will ask for as much money
as possible and it will spend all the money it receives since its citizens bear only a small
share of the costs of the program. The citizens have no incentive to ask their elected
representatives to control spending since there is no clear link between tax payments and
local service provision. Thus, a first principle for financing of lower levels of government
is that, to the extent possible, lower levels of government should rely on their own revenue

sources,

3. The Decentralized Tax System and Migration Efficiency

A second question concerning the proper pricing of decentralized public service
relates 1o the type of tax system that is most appropriate for decentralized governments,
That is, given that lower levels of government finance their own expenditures, what type
of tax system is most appropriate? To answer this question, one must first understand

something about the production function for public goods.

A "pure” public good in the sense of Samuelson (1954) is characterized by
declining per-person costs of production as the population that consumes the good rises,
For instance, a missile may provide a given level of protection to 10, 100, or 1000 people
for a given total cost. Thus, the per-person cost of protection is much cheaper for 1000
people than for 10. Such a good can be most efficiently provided by the central level of
government since this level of government serves the most people and thus provides the

lowest per-person cost.

Other goods that are provided by the government are subject to "congestion,"
This term is used to describe goods whose total cost of production rises with the number

of consumers. For instance, a small public park may be able to serve 10 people at the same
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total cost, but beyond this some crowding or congestion takes place so that the park may

have to be twice as large to accomodate 20 people.

In fact, many empirical studies of goods that are provided by local governments
in the United States suggest that the production function of these goods exhibits constant
marginal congestion costs.! That is, if it costs $1 to provide the good to 1 person, it will
cost $2 to provide the good to 2 people, $3 to provide the good to three people, and so on.
Such goods provided by the government are referred to as "publicly provided private
goods."” Since there is no cost advantage to the provision of such goods by the central
government, and diverse tastes can be satisfied if provided by local governments, these

goods are more efficiently provided by lower level governments.

What is the most efficient tax system that can be used as a pricing mechanism
for these local public goods? Traditionally, efficiency in a Tiebout model has been
concerned with migration. For migration efficiency, each person should pay the additional
cost of providing the service to him. Since each person can freely move to a community
that provides the level of public services that he is willing to pay for, mobiiity insures that
each person is satisfied with his tax payment and the level of services that are provided, and

the tax system insures that each person pays the additional cost of providing service to him.

To illustrate, suppose that it costs a jurisdiction $100 per person to produce one
unit of public service and that each of two jurisdictions have 10,000 people. If jurisdiction
I provides 1 unit of the public service and jurisdiction 2 provides 2 units, it will cost $1
million to produce the public service in jurisdiction 1 and $2 million in jurisdiction 2. A
tax system that charges each person the cost of providing the public service to him will

charge each person $100 per unit of public service.

To see why this is efficient, remember that we have assumed the additional cost
of public service to be $100 per-unit per-person, and consider an individual in jurisdiction
I who decides that he wants to consume more public services and so contemplates a move
to jurisdiction 2. His move will impose costs of $200 on that jurisdiction since jurisdiction

2 must provide 2 additional units of the public service. But notice that his tax payments

! The first studies were done by Bergstrom and Goodman (1972) and Borcherding and
Deacon (1971). See Inman (1979) for a review of studies thereafter.
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will be just equal to the additional costs he imposes. He will only move if he is willing to

pay the additional cost of consuming additional public services.

One might note that the tax system described above is the infamous "poll tax"
that helped bring down the Thatcher government. Thus, it seems to be an unpopular tax
both with citizens and with politicians. We will consider the effect of other tax systems

later in this paper.
4. Political Behavior and Efficiency

Efficiency depends not only on an efficient migration pattern, but also on the
provision of an efficient level of public services within a region, which in turn depends on
the voting procedure and the internal allocation methods of government, While the actual
workings of a government can become quite complex, economists have suggested some

simple models that try to capture the important political aspects.

One model of political behavior that is popular among economists is called the
"median voter model." This model suggests that politicians will act to satisfy the
preferences of the median voter. The idea behind this is that the politician will be able to
obtain the 50 percent of the vote necessary for election by satisfying the preferences of the
median voter. Although the model depends on many assumptions, it has an important
implication: democracy works. That is, politicians will submit to the will of the people (or

of the average person) in making decisions.

What does the median voter model imply about the economic efficiency of
political decisions? Political decisions will not necessarily be economically efficient under
majority rule, and will depend on the tax-price faced by the decisive voter. One interesting
result that has emerged is that, if preferences are symmetric, then the satisfaction of the
median voter’s preferences produces a level of public services within a jurisdiction that is

economically efficient.?

2 See Bergstrom (1979).



5. Competition Among Unrestricted Governments

An additional issue that has arisen recently is the effect of competition among
governments at lower levels. Since competition among firms in the private market is
normally thought to improve the allocation of resources, so too competition in the public

sector among lower levels of government should lead to an efficient solution.

Two issues have arisen recently in this regard. The first is whether competition
will lead benevolent governments to choose an efficient tax system and provide public goods

efficiently, The second concerns the control of the growth of government.

The argument that competition among lower levels of government will lead to
efficient tax-expenditure decisions has been suggested recently by Oates and Schwab (1988).
They argue that competition will lead governments to impose taxes that just reflect the
benefits of the services that are provided. If taxes are set too low, the desired level of
services cannot be funded; if taxes are set too high, resources will leave the jurisdiction.

Therefore, taxes will be chosen that reflect the benefits of public service provision.

The result that competition leads to an efficient outcome depends to some extent
on the behavior of politicians. The Oates/Schwab argument that competition leads to

efficient tax and expenditure decisions depends on an efficient voting model.

A quite different argument concerning the benefits of competition depends on
a model of political behavior that suggests that government is a "Leviathan" that has growth
rather than the preferences of the electorate as its objective. This Leviathan model of
government behavior suggests that governments are inefficient overspenders, and is

associated with the work of Brennan and Buchanan (1980).

In this context, it is argued that competition will limit the inefficient growth of
government. The empirical evidence on the Leviathan theory is somewhat mixed and does
not directly address efficiency questions; rather, the empirical evidence is used as a test of

the different theories of political behavior.
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B. Externalities: The Efficiency Problems with Decentralization

The previous section has argued that decentralization of certain services will
result in a better allocation of resources in the economy. It was also noted that certain
restrictions are necessary for the efficiency properties of a decentralized public sector to
work perfectly. In this section, we explore the problems that may arise from

decentralization.

These problems all stem from what economists term "externalities.”
Externalities arise when one person or firm’s actions affect another without the effect being
reflected in a market price. For instance, a firm may lower its costs by producing in a way
that creates a lot of air pollution. While the air pollution is a real cost to society, the firm
does not have to pay for this cost in the private market. The private market thus produces

too much pollution,

1. Non-Benefit Pricing in the Public Sector

One externality can arise from a tax system that does not conform to the
efficient "poll tax" system mentioned in the previous section. Suppose, for instance, that
an income tax system is used. The income tax provides an incentive for individuals to
move to a wealthier jurisdiction. To see why, suppose that it costs a jurisdiction $100 per
person to produce public services. If each of two jurisdictions have 10,000 people, it will
cost $1 million to produce the public service in each jurisdiction. Suppose one jurisdiction
has total income of $10 million while the other has total income of $100 million. To pay
for the public service, the first jurisdiction must impose a 10% tax while the second must
impose a 1% tax. An individual in the poorer jurisdiction will therefore have an incentive
to move to the richer jurisdiction since he can consume the same level of public service but

pay only a 1 % tax.

To see why this is inefficient, consider again a production function that exhibits
constant marginal congestion costs. Since we have assumed the additional cost to be $100
per person, the individual that moves to the richer jurisdiction will impose costs of $100
on that jurisdiction. Unless his income happens to be $10,000 (the average income of the

richer community), he will impose costs that differ from his tax payments. Since the
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average income of the poorer jurisdiction is only $1000, it is likely that his tax payments
will fall tar short of the additional costs he imposes, and the richer community will have

to make up the difference in higher taxes.

While this is clearly a problem in theory, evidence in Goodspeed (1989)
suggests that it may be much less of a problem in practice. While the income tax provides
some incentive to move to the richer community, housing prices are likely to be higher in
that community as well. Thus the individual must weigh the benefit from his tax gain
against the increased housing costs he will face. Since housing is such a large part of an
individual’s budget, he is much less likely to move, and the efficiency problem associated

with the use of income taxes by lower levels of government is likely to be quite small.

2. Benefit Spiliovers

One can think of a public service as having benefits over a given geographic
area or number of people. A pure private good benefits one person while a pure public
good benefits everyone. Trash collection by one truck benefits the area that can be covered

by the truck during a given time period.

Olson (1969) has suggested that the optimal level of government to provide a
good is that level that exactly matches the geographic area of benefits. If the benefits from
a public good provided in one jurisdiction "spill over" into another jurisdiction, an
externality is created because the government does not take into account the benefit

provided to people who are outside of its area of influence.

For instance, one might argue that the benefits of education extend to an entire
country. To the extent that lower levels of government provide public services that benefit
larger geographic areas, public services will be underprovided in a decentralized public
sector since the benefits that accrue outside the region will not be taken into account when

decisions concerning the level of service are made.

3. The Production Function

The production function provides a third area in which externalities may be
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present so that a decentralized public sector provides inefficient levels of public services.
As we have mentioned, to the extent that public goods enjoy cost savings as population
increases, decentralization becomes less desirable. Thus, the shape of the cost function with

respect to population is important.

We have mentioned that many public services provided at the local level in the
U.S. have been found to be characterized by constant marginal congestion costs.
Presumably, production is governed more by physical laws, and is unlikely to change
drastically from country to country. Still, to the extent that the production process is
different, country differences will be important. In addition, previous work in this area has
come under some scrutiny of late, but recent evidence has not been able to reject the basic

findings of the previous work.’

An important aspect of the production function for education has been discussed
in the United States. The idea is that a child’s education depends on the characteristics of
his peers.* That is, it has been suggested that, given all other inputs into education, a child
will obtain a better education the more educated are his peers. Thus, a child from a poorly
educated family will obtain a better education if his schoolmates come from highly educated
rather than poorly educated families. Conversely, a child that comes from a highly

educated family will be worse off if his peers are poorly educated.

Since the decentralized solution would most likely result in relatively
homogeneous schools, this aspect of the production function, if true, has profound and
difficult implications for society. It suggests that a mixing of children from poorly and
highly educated families will make the children from poorly educated families better off and
those from highly educated families worse off. Society will be better off with this mixing
if it values the gain to children coming from poorly educated families more than the loss

of the children coming from highly educated families.

3 See Qates (1988) and Edwards (1990).

4 See Bradford, Malt, and Qates (1969), de Bartelome (1990), and Oates and Schwab
(1991).
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4, Competition Among Restricted Governments

We discussed above the argument that competition among governments will lead
to a more efficient allocation of resources. There are certain exceptions to this efficiency

argument, however.

First, if there are restrictions on the types of taxes that governments can impose,
an efficient outcome may not be possible. For instance, if only taxes on mobile resources
are available, a government may impose inefficiently low taxes so that the mobile resource

does not flee. The consequence of low taxes is, of course, low service levels.”

Second, just as in the private market, the presence of market power by a single
jurisdiction can thwart the efficiency properties of decentralization. That is, monopolistic

or oligopolistic behavior by a jurisdiction will normally result in inefficient output levels.®
5. Grants as a Corrective Mechanism

We have noted several problems that may result from decentralized decision-
making. Some, such as the externality caused by local income taxes, are not likely to result
in large efficiency losses. For those externalities resulting from decentralized decision-
making that are perceived to cause problems, a literature on grants from the central to
lower levels of government has been developed. This literature suggests that "matching

grants” can be designed to correct for the inefficiency.

To see how a matching grant would work, suppose that education is
decentralized and provides benefits to society as a whole that are not taken into account by
lower levels of government. The central government can design a grant to encourage
spending on education. For each dollar of local government spending on education, the
grant would designate additional money from the central government that could be spent on
education. This is called a "matching" grant as opposed to a "lump-sum"” grant because the

central government matches funds that are allocated for education by the local government.

5 See Wildasin (1989) and Wilson (1987), for instance.

6 See Mintz and Tulkens (1986).
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Thus, matching grants can be used to correct for any externality-related
inefficiency resulting from decentralization.” A matching grant is preferred to a lump-sum
grant for this purpose because the matching grant has both income and price effects and

therefore encourages more spending by the local government for a given grant level.
IV. Redistributional Issues
A. The Appropriate Level of Government for Redistribution

As mentioned previously, the orthodox position is that redistributional activities
should be undertaken by the central level of government. Two arguments are used to
support this. One is that redistribution from rich to poor on the local level will result in
an outflow of the rich and inflow of the poor that will largely nullify the desired
redistributional change. A second is that redistribution provides benefits to society as a
whole; thus, spillover benefits will result in inefficiently low levels of decentralized

redistribution.

This view has not gone unchallenged, however. In particular, Pauly (1973)
suggests that redistribution can be viewed as a local public good for which different regions
have different demands. He suggests that people care more about the poor within their own
region than the poor outside their region. Consequently, the same efficiency argument
suggested previously, that decentralization allows the satisfaction of diverse demands, can

be applied to redistribution.

In addition, Tresch (1981) suggests that the central and lower levels of
government may have different redistributional goals. He argues that the appropriate level
for redistribution depends on the relative superiority given to the redistributional preferences

of the central versus lower levels of government.
B. The Redistributional Role of Grants

In addition to the role of grants as a corrector of externalities, grants from the

federal government to lower levels have also been discussed as a redistributional tool. The

7 See Boadway and Wildasin (1984) and Brown and Oates (1987), for instance.
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discussion of this issue has taken place in the U.S. judicial system as well as in economic
journals. Such grants are often termed "equalizing grants" because the stated purpose is
to equalize tax bases across jurisdictions.

There may be an economic justification for these grants if, for instance, poor
communities face higher costs of providing public services. For example, in an earlier
section, the effect of peers on the level of education a child obtains was discussed; these
peer effects may lead to higher costs in poorer jurisdictions to obtain a given level of
education. If equal access to a good education is a societal goal, grants that equalize the
cost per pupil may be justified. This efficiency rationale for redistributional equalizing

grants has recently been explored in Oates and Schwab (1991).

However, in some cases, grants that redistribute income from rich to poor
regions can have a perverse effect. Suppose, for instance, that the goal is to redistribute
from rich to poor people. Further suppose that some rich individuals live in a poor region
and vice-versa; while redistributive grants for this case would be progressive on average,
such grants would actually be taking some income from the poor who happen to live in a

rich region and redistributing this to the rich that live in the poor region.

Recent work by Wildasin (1990) suggests a redistibutional role for matching
grants.  Wildasin suggests that redistribution by one jurisdiction will affect other
jurisdictions because migration of poor laborers to the redistributing jurisdiction will depress
wages there and increase wages in the region from which emigration takes place. This
externality leads to too little redistribution, and matching grants should be used to encourage

redistribution by local governments.

C. The Redistributional Role of Income Taxes

The orthodox prescription for redistribution to be a function of the central
government suggests that taxes based on ability-to-pay, such as an income tax, should be
used primarily by higher levels of government. Some doubt is cast on the orthodox
efficiency argument because it has not held up to recent empirical scrutiny; recent work by
Goodspeed (1989) suggests that the efficiency loss that would result from migration induced
by local ability to pay taxation is likely to be quite small for the United States. This result

implies that local governments in the United States could use income taxes if they so desired
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without large efficiency losses, and it should be feasible (from an efficiency standpoint) for
other countries to use ability to pay taxes at the local level for purposes of fiscal
redistribution.

In addition, certain OQECD countries rely primarily on ability to pay taxes at the
state and local level. For instance, according to the OECD (1989), nearly 100 percent of
the state and local tax revenues of Sweden and Finland were in the form of income and
profits taxes in 1987. Other OECD countries follow the orthodox prescription. For
instance, Australia, Greece, Ireland, the Netherlands, New Zealand, and the U.K. all had

zero revenue from income taxes at the state and local levels in 1987.

The apparent inability of the traditional arguments to explain the observed
pattern of local income taxes in the OECD and the recent empirical evidence that
contradicts the orthodox efficiency argument led Goodspeed (1991) to suggest that countries
are able t0 choose from a range of redistributive mechanisms. More specifically, he found
evidence to support his hypothesis that countries will differ in the extent to which income
taxes are used at lower levels of government depending on the relative importance of
redistribution within and between regions, the demand for redistribution in a country, and

the cost of redistribution.

D. Redistributional Expenditures

Of course, in addition to redistribution through the tax system, redistribution
can occur through expenditures that are targeted to the poor. The orthodox argument,
recently codified by Brown and Oates (1987), suggests that migration induced by such
expenditures can cause increased costs of redistribution for lower levels of government.
This represents an externality that will result in lower transfer payments if redistributional
expenditures are decentralized. The conclusion again follows that the central government

should take responsibility for redistributional expenditure programs.

As with redistributional taxes, the case against decentralized redistributional
expenditure policies depends on the mobility of residents or on the possible consequences
that are perceived by local public officials. Empirically, this is a very difficult matter to
sort out because it is difficult to determine the degree to which observed welfare payments

that are decentralized would differ from a hypothetical centralized solution.
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Of the evidence that exists, Brown and Oates suggest that mobility is strong
enough to support centralization of redistributional expenditures. However, Gramlich
(1985) notes that migration between U.S. states is much less than within states, and suggests

that states should perhaps be doing more in the way of redistribution.

As a final note, it should be added that, along with much of the public finance
literature, we have discussed tax and expenditure policies separately. However, it is
important to note that it is the combination of tax and expenditure policies that is of
importance, and the empirical literature on the effect of the combined tax-expenditure
package is lacking. The reason is that it is quite difficult to assign the benefits received by
individuals from many public expenditures. Yet, to properly assess both allocative and
redistributive aspects of the impact of decentralization, the effect of both the expenditure

and tax system should be simultaneously considered.
V. A Summary

A federal system of government in which tax and expenditure responsibilities
are shared by different levels of government can provide an efficient and equitable
framework for government. To conclude, we will review the basic propositions suggested

by the literature on fiscal federalism.

The primary benefit of decentralized government is that, for many public
services, it provides a more efficient system of government than a centralized system.,
More specifically, decentralization provides a link between the benefits and costs of public
services. This link allows citizens to evaluate the relative costs of different programs, and
demand moi€ or less government services by either voting or moving to a community that
provides better services. Moreover, the ability of lower level governments to determine
their own tax-expenditure package allows ditferent preferences to be satisfied. People with
a strong desire to consume public services can locate in jurisdictions that provide a lot of
services if they are willing to pay higher taxes for such services. By providing competition
between communities, decentralization may also lead to more efficient service provision and

competition for votes may lead politicians to be more responsive to citizen demands.

The design of a decentralized system should not constrain the types of taxes that
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can be used by different levels of government, except by providing a framework in which
beneficiaries of public services (i.e. residents) are taxed. Lower level governments will
then have an incentive to choose taxes that are best suited to their needs. Some economies
in the administration of lower level taxes may be realized by a central collection agency,
although local authorities, by being “closer to the people,” may be better able to detect tax

evasion.

Some efticiency problems may arise in a decentralized system because of
externalities. In some cases, such as the use of income taxes by lower levels of
government, these externalities are not likely to be large so that the national government
need do nothing. In other cases, matching grants should be used to correct for externalities;
for instance, such grants could be used to encourage services such as education that provide
positive spitlover benefits. Of course, matching grants will be effective only if lower levels

of government raise their own revenue and hence have some expenditures to match.

Some equity problems may arise in a decentralized system of government so
that redistributive policies should be undertaken primarily through the national tax and
welfare system. However, to the extent that the distribution of income within a region is
unequal, there is some scope for redistribution by lower level governments. For instance,
the use of income taxes by lower levels of government may be appropriate for redistributive
reasons if the distribution of income within the region is unequal., Equalizing grants may
be a component of redistibutive policy. However, such grants should be used primarily to
guarantee certain societal norms such as equal access to educational services, and not as a

primary tool for equalizing incomes.

Finaily, specific purpose lump-sum grants should be used to establish a floor
for services such as education and health that are deemed to be necessary for basic well-
being. The lump-sum grants may have an equalizing component for services that are more
expensive to provide in poorer or more urban areas. For efficiency purposes, it is desirable
for the tloor to be low enough so that own-source revenue is used at the margin; this will
establish the important link between benefits and costs of services. However, the actual

level of the floor depends on societal values,

Thus, a decentralized system of government provides many advantages in terms
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of efficiency. Some externalities may also be generated; to the extent that these are large
in magnitude, the central government can use matching grants to correct the resulting
misallocation of resources. The equity properties of a decentralized system are harder to
evaluate. While a good case can be made for centralized redistributive policies, there is

some scope for lower level governments to engage in redistributive policies as well.
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