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1. - Introduction

The traditional economic case for decentralised fiscal choice is based on the
welfare gains from an improved allocation of resourceswithin the public sector.
Fiscal decentralizationallows individualjurisdictions(I shall refer to them as «lo-
cal governments») to tailor the levels of local public outputs to the particular
tastes and other circumstances that characterizetheir respective communities. In
this paper, I want to explore in more depth the precise nature of these gains, the
determinants of their magnitude, and a further dynamic source of welfare gains
from so-called laboratory federalism.

But first it is necessary to address the issue of why fiscal decentralization is
needed to realize these gains. In a world of perfectinformation,a benevolent cen-
tral planner could presumably introduce the differentiation in local outputs re-
quired to maximize social welfare. The traditionalresponse to this point is to ar-
gue that, in reality, there exist important imperfections in infonnation. More
specifically, individual local governments are much closer to the people and ge-
ography of their respective jurisdictions; they possess knowledge of local pref-
erences and cost conditions that are hard to come by for a more distant central
agency. There is, in addition, a second (and I think also persuasive) point here.
There are, typically, basic political pressures for a certain degree of uniformitY
of treatment under central directives. It is not easy for a central government, for
example, to provide higher levels of services in somejurisdictions than others.
Such political constraints generally prevent central government from introduc-
ing the sort of local fiscaldifferentiation that is requiredfor optimization in a mul-
ti-level public sector. There are thus important informationand politicallimita-
tions on central government that typically prevent centralized programs from
mimicking an optimal pattern of local outputs.The welfare gains, in short, from
fiscal decentralization can hardly be expected to be realized through centralized
provision of all public goods.
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2. -Welfare gains from variations in demand: the decentralization theorem

A more systematic treatment of the welfaregains from fiscal decentralization
produces some interesting and useful insights. In this section, we focus our at-
tention on divergences in demand for local public goods and, in the next part,
we address the issue of cost differentials across jurisdictions. I will assume
throughout the discussion that there are no interjurisdictional spillover effects:
the benefits and costs of the provision of local publicgoods and services are tak-
en to be limited to local residents. '.

Figure 1 depicts the demand curves for a local public good of the represen-
tative residents of jurisdictions one and two. The assumption here is that the lo-
cal public good can be provided at a constant cost per unit per resident of Me.
The good is thus taken to be subject to congestion in the same way as a private
good.2 We see in the figure that the optimal outputs of the local public good are
EJ in jurisdiction one and E2in jurisdiction two. Suppose, however, that instead
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I There is a large literatUre on the implications of such spillover effectS. One obvious solution in prin-
ciple (but not so easy in practice) is a system of intergovermental matching grantS (or unit taxes) to the
jurisdictions that internalize the spillover benefitS (costS). Other forms of central inrervention or, alter-
natively, inteljurisdictional bargaining are also possible.

1ThiS. incidentally, is a fairly standard assumption in the local finance literatUre. It is a basic featU-
re of the Tiebout model. There is. moreover, considerable empirical support for this assumption [OA-
TES, 1996b). It will be relaxed in the next section.
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of this decentralised outcome, the central governmentdetermines that a unifonn
level of output of Ec is to be provided in all jurisdictions. It is straightforward
to measure the loss in social welfare from centralized provision: the loss is tri-
angle DCE for each resident of jurisdiction two and triangle ABC for each res-
ident of jurisdiction one. It is thus clear that. in this setting, a uniform, central-
ly determined level of local public outputs will result in a lower level of social
welfare than an outcome in which each local jurisdiction provides its own op-
timal output. This result. incidentally, is the so-called Decentralization Theo-
rem [OATES,1972, ch. 2].

In addition, we can see in Figure I just whatdetermines the magnitude of the
gain in social welfarefrom fiscal decentralization.First. it is clear that the greater
the divergence between DJand D2,the larger willbe the trianglesABC and CDE.
Fiscal decentralization is thus more important where the demand for local pub-
.lic goods has greater variation across jurisdictions. In countries where the pop-
ulation is quite homogeneous in terms of the demandfor local public goods, the
potential gains from fiscal decentralization are correspondingly smaller; we
would thus expect the political and social forces pushing for devolution to be
somewhat weaker than in countries characterized by greater divergences in de-
mands for local outputs.

One aspect of this result requires special note. In order for fiscal decentral-
ization to take advantageof differing demandsfor localpublic goods, people with
similar demands must (at least to some degree) be grouped together in jurisdic-
tions. Even if there is wide variation in demand, if people are located randomly
across localities, there will be no systematic way to address these differences in
demands by varying local outputs. Thus, the extent of the welfare gains from fis-
cal decentralization depends importantly on the grouping of populations ac-
cording to individual demands for local public goods.

Such segregation can be facilitated to some extent by the mobility of house-
holds in response to local fiscal differentials. In the limiting case, the famous
Tiebout model [1956] envisions' an outcome in which perfectly mobile house-
holds locate injurisdictions that satisfy precisely their demands for local public
goods. A Tiebout equilibrium is thus one in which localities are perfectly ho-
mogeneous in tenns of demands for the local public good. Figure 1 depicts just
such an outcome. This kind of sorting process maximizes the capacity of fiscal
decentralization to promote social welfare.

At the same time, it is important to recognize that the kind of mobility postu-
lated in the Tiebout model is not necessary to the gains from fiscal decentral-
ization. Indeed, there has been a tendency in some of the literature to identify
(at least implicitly) the welfare gains from local financewith the Tiebout mod-
el. But this is a serious overstatement. Even if there were no mobility of house-
holds across jurisdictions, we would still expect to find interjurisdictional dif-
ferences in demands (and, perhaps, in costs) for public goods. And these differ-
ences would create potential gains in social welfare from decentralised public
choice. Tiebout mobility enhances these gains, but should not be viewed as their
sole source.

- --------
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Figure I provides a second insight into the determinants of the welfare gains
from fiscal decenn-alization.We see that the size of the welfare-gain-triangles
ABC and CDE depends on the slope of the demand curves. More specifically,
the steeper are the demand curves, the larger are the triangles and hence the
greater is the gain in social welfare from differentiationin local outputs. This fol-
lows because where demand is less price responsive, individual valuations of
marginal units change relatively rapidly as we move away from the optimum.3

This second result is of more than purely theoretical interest, because we have
some estimates of the price elasticity of demand for local public goods. There is
a substantial econometric literature (going back to the seminal paper Bergsn-om
and Goodman [1973]) that has provided estimates of the demand for local pub-
lic goods. And this literature suggests that the demand for most local public
goods is typically highly price inelastic - on the order of O.3 to O.4:~The im-
plication is that in the presence of significant differences in demands for local
services, the potential welfare gains from fiscal decenttalization may be large.
There is one study [BRADFORDand OATES,1974] that produced actual estimates
of these gains and found them to be quite sizeable.

3. -lnterjurisdictiorial cost differences and the welfare gains from fiscal
decentralization

Of course, cost differentials across jurisdictions (as well as differences in de-
mands) can be a source of welfare gains from fiscal decentralization. Figure 2
depicts such a case. Suppose that everyone has the same demand for local pub-
lic goods, namely demand curve DD. but that the marginal cost of providing a
unit per person differs as between the twojurisdictions (MCI, injurisdiction one
and MCz injurisdiction two). In Figure 2 the Paretoefficientoutcomes are EI and
Ez respectively. In this case, centralized provision of a uniform level of output,
E.. results in welfare losses per resident of triangle ABC injurisdiction one and
triangle CDE in jurisdiction two.

We see two results from the diagram. First, it is obvious that the size of the
welfare loss trianglesvaries directly with the magnitudeof the interjurisdictional
cost differential. The greater the distance betweenMC, and MCz, the farther will
the optimal outputs in the twojurisdictions divergefrom one another and the larg-
er will be the social loss in welfare from a centtally determined, uniform level
of output.

)This result. incidentally. is just the opposite from taXanalysis. We find in the theory of taXation that
the welfare (or deadweight) loss from a taX varies directly with the price elasticity of demand. Here the
welfare toss from fiscal cenualization varies inversely with the price responsiveness of demand. This
happens because in the case of taXation we are introducing the source of the distortion along the price
axis. while here the distortion has its source on the quantity axis.·For surveys of this econometric literarure. see Rubinfeld [1987] and Oates [1996b].




