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Abstract

In recent years, many governments in developed and developing economies have implemented
reforms to decentralize tax raising powers, the supply of public services, and other functions
previously delivered by central governments, with the aim of achieving greater government
accountability and more efficient and effective public services. In this thesis, | examine
empirically the effects of fiscal decentralization on several key areas of public policy, including:
poverty and income distribution (chapter 3), public healthcare and public education (chapter 4),
and citizen trust in government (chapter 5). In order to examine the effects of fiscal
decentralization | produce a fiscal decentralization dataset comprising of a range of indicators
for tax and spending decentralization; subnational government autonomy; local government
accountability and local government size (land area and population). Using this dataset, |
produce the following findings. First, in chapter 3 tax and spending decentralization can help
reduce income inequality in high income countries, and increase absolute poverty in low and
middle income countries. Furthermore, fiscal decentralization appears to be more beneficial for
the poor when the average size of local jurisdictions is smaller. Second, in chapter 4 | find that
there is no clear relationship between fiscal decentralization and the level of public healthcare
and public education provided. Instead, fiscal decentralization appears to improve vaccination
coverage over time, when subnational governments have autonomy over expenditure, and when
there is a higher level of public spending on healthcare. Third, in chapter 5 I find that fiscal
decentralization has no clear effect on citizen trust in government; however, tax and spending
decentralization has contrasting effects depending on the number of tiers of government
(government structure) and the average population size of local jurisdictions. The main
conclusion is that fiscal decentralization can have an impact on the key areas of public policy
examined in my research, however these effects are often not observed through tax and spending
decentralization, but rather other aspects of fiscal decentralization, including the closeness of

local government to local citizens, local government autonomy and accountability.
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Introduction

Over the course of the last 30 years there has been a gradual move towards more decentralized
government, particularly in developing countries. Dillinger (1994) notes that in a sample of 75
developing and transitional economies, all but a dozen have embarked on some form of
decentralization. Faguet (2004) comments that government decentralization is a part of broad
reforms for development in Asia, Africa and Latin America. In practice, decentralization reforms
present themselves as increases in subnational government spending and local government
accountability. For example, Stein (1998) observes a small, but steady increase in subnational
government share of total government spending — roughly 4% between 1985 and 1995. This
increase in spending has also been accompanied by political autonomy reforms, particularly in
Latin America, where local government executives (mayors) that were at one time appointed by
the central government, are now elected by local citizens.

Yet, despite the apparent trend towards government decentralization in developing
countries, they are still far behind their developed counterparts. Each of Oates (1972), Davoodi
and Zou (1998) and Bahl (1999) all observe a stark contrast in the decentralization of spending
between more and less economically developed countries. Whilst subnational governments
account for roughly one third total government expenditure, subnational governments in

developing countries account for roughly less than half (between 11% and 20%).

Part of the reason for this push for more government decentralization, particularly in developing
countries, is the expected benefits of fiscal decentralization. The benefits of fiscal decentralization
include improving government responsiveness to the diverse local demands of local citizens
(Oates, 1972), which could ultimately improve public sector efficiency (Davoodi and Zou, 1998).
Fiscal decentralization could also lead to competition between subnational governments and

consequently, reduce excessive taxes (Brennan and Buchanan, 1980) and provide sustained
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economic development at the local and national level, which many believe centralized
administration has failed to deliver (Oates, 1999).

Fiscal decentralization is not without its critics however. Opponents of fiscal
decentralization consider the potential dangers of subnational and local government autonomy
(Prud’homme, 1995). These dangers include a race to the bottom in taxes on capital (Hoyt, 1991),
lower spending on social services and redistribution (Keen and Marchand, 1997), inter-regional
differences in investment, productivity and public spending (Cai and Treisman, 2005), and lower
spending on goods and services that exhibit positive externalities (Besley and Coate, 2003).

Furthermore, recent studies on the effects of fiscal decentralization have examined other
aspects of decentralization that are often overlooked in favour of the more conventional measures
of fiscal decentralization, namely subnational government share of revenue and expenditure
(Stegarescu, 2005). Treisman (2002) and Ivanyna and Shah (2014) have developed new datasets
on subnational and local government autonomy and accountability, while Ebel and Yilmaz (2003);
Thornton (2007a) and Altunbas and Thornton (2011) have incorporated a range of indicators of
other aspects of fiscal decentralization in their empirical research. Often, the effects of fiscal
decentralization on public sector size, economic growth and corruption are sensitive to the chosen

indicator of fiscal decentralization.

In this thesis, | contribute to the area of fiscal decentralization by exploring empirically the effects
of fiscal decentralization. In chapter 1 | explore the fiscal decentralization literature. 1 set out
several theoretical arguments for and against further government decentralization, and | consider
how various aspects of decentralization relate to those arguments. In chapter 2 | explore the fiscal
decentralization data. | consider the limitations of the conventional measures of fiscal
decentralization and | produce a decentralization dataset that contains a range of indicators for tax
and spending decentralization, subnational government autonomy, local government
accountability and other features of fiscal decentralization. | use the theoretical arguments in
chapter 1 and the decentralization dataset in chapter 2 to examine the effects of fiscal
decentralization on several key areas of public policy. Specifically, | investigate the effects of
fiscal decentralization on poverty and income distribution (chapter 3); public healthcare and public
education (chapter 4) and trust in government (chapter 5). The contributions of this research are
several:

1. One of the main contributions of this research is to shed light on the effects of fiscal

decentralization on a particular group, namely the poor and poorest. Most fiscal
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decentralization research has examined the effects of fiscal decentralization on
macroeconomic variables, such as economic growth (see Davoodi and Zou, 1998); public
sector size (see Oates, 1985) and inflation (see Thornton, 2007b). However, some of the
aims of fiscal decentralization include strengthening ties between decision makers and
citizens (Musgrave, 1983); improving local government accountability and making
government more responsive to citizen demands for public services (Faguet, 2004). As
Dillinger (1994) comments, the effects of decentralization may not be positive, or negative,
for everyone, and certain sections of society may lose out. In this research, I focus on the
effects of fiscal decentralization on poverty; income inequality; public healthcare and
public education, and trust in government.

The second contribution of my research is a look at how the effects of tax and spending
decentralization depend on other aspects of decentralization that are often overlooked. In
the introductory chapters of my thesis | develop key concepts of decentralization (chapter
1) and | represent those concepts in an extensive decentralization dataset (chapter 2). My
empirical research in chapters 3, 4 and 5 often demonstrate that the effects of tax and
spending decentralization are mixed and statistically insignificant. Instead, the effects of
fiscal decentralization depend on many aspects of decentralization.

In chapter 3 | use my decentralization dataset to examine the effects of fiscal
decentralization on absolute poverty and income distribution (chapter 3). To my
knowledge, this is the first examination of the effects of fiscal decentralization on poverty
for a wide range of countries. | produce evidence that tax and spending decentralization can
reduce income inequality in high income countries and increase absolute poverty in low
and middle income countries. Furthermore, the average size (area) of the local jurisdiction
has a bearing on the effects of tax and spending share of subnational governments.
Specifically, smaller localities help to reduce inequality and poverty when tax and spending
is devolved to subnational governments, but the opposite is true when localities are larger.
In chapter 4, | develop previous work on fiscal decentralization and public healthcare and
public education by examining the effects of various aspects of decentralization on a range
of public services indicators. My findings show that fiscal decentralization has different
effects between different indicators of public services, and that fiscal decentralization can
improve healthcare outputs (vaccination) when subnational governments have autonomy
over spending and when total public spending is higher. Spending decentralization also

observes contrasting effects on public education, depending on whether the local executive
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is elected locally, or appointed by the central government.

In chapter 5, | examine the effects of fiscal decentralization on citizen trust in government.
Only one piece of work has examined the effects of decentralization on trust in government
across a selection of countries (see Ligthart and Oudheusen, 2015). 1 build on their research
by including measures for subnational government autonomy, local government
accountability and local government population size to produce a greater range of results.
| produce evidence that citizens are indifferent about the degree of tax and spending
decision making of subnational governments. Instead, citizens trust government less when
there are more tiers of government, and trust government more when local governments

are responsible for fewer people.
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1. An Introduction to Fiscal Decentralization
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In the first chapter of this thesis I review the fiscal decentralization literature. The aim of this
review is to establish some of the key arguments, for and against, fiscal decentralization. The
arguments that | present in this review are particularly relevant to my own research on poverty,
the provision of basic public services and citizen trust in government. In addition to reviewing
the effects of fiscal decentralization, | consider alternate forms of government decentralization
that do not meet all the conditions of fiscal decentralization, defined in the opening sections of
this chapter. It is important to consider other forms of government decentralization, as some of
the effects of fiscal decentralization may still arise without subnational government autonomy,
local government accountability and so forth.

This chapter is organised as follows. In section 1.1 | define the concept of fiscal
decentralization. | briefly touch upon the case for fiscal decentralization, specifically in the
allocation of government resources at the local level (Oates, 1972), before defining other forms
of decentralization. In sections 1.2 and 1.3 | present the case for fiscal decentralization (1.2)
and highlight some of the dangers associated with subnational government autonomy (1.3). In
section 1.4 | consider how each form of decentralization discussed in section 1.1. relate to the
different arguments for and against fiscal decentralization. | include a discussion on an alternate
form of decentralization, known as partial fiscal decentralization (see Brueckner, 2009), where
subnational governments have autonomy over expenditure, but not taxation. Finally, I conclude

this literature review by leading into chapter 2: “measuring fiscal decentralization”
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1.1. Concepts of Decentralization

One of the main problems in the fiscal decentralization literature is how we define what fiscal
decentralization means. As Treisman (2002, 2007) explains, fiscal decentralization is often
used to represent different things. If it is unclear what fiscal decentralization means, then it will
not be possible to understand the effects of fiscal decentralization. In this section | provide a
definition for fiscal decentralization based on several key contributions from Oates, Treisman
and others, that encompasses the various aspects of fiscal decentralization. 1 also define

alternate forms of government decentralization that may be more common in practice.
1.1.1. Fiscal Decentralization

Fiscal decentralization is the distribution of tax and expenditure decision making between the
different tiers of government, that together form a federal state (Oates, 1972). Within a federal
state, each tier of government is responsible for some tax and expenditure functions (Gordon,
1983), but no tier is responsible for all functions. The distribution of tax and expenditure
functions between tiers of governments depends on the various advantages of fiscal federalism,
which I will discuss later in this chapter.

Oates’ definition covers several aspects of government decentralization. These aspects
are: i) the share of government activity at the subnational government level (distribution of
responsibility), ii) the discretion subnational governments have over certain tax and expenditure
(autonomy), iii) the direct accountability of local governments to local constituents
(accountability). Each of these aspects of fiscal decentralization can be understood as alternate
forms of government decentralization (see Treisman, 2007). However, fiscal decentralization
is defined as all of these aspects in one. Fiscal decentralization depends on the distribution of
government activity; discretion over government activity, and the extent to which local
government is accountable directly to local constituents.

As Treisman (2002) explains, it is not simply a matter of fiscal decentralization or fiscal
centralization, but rather the organisation of powers to tax and spend between a multi-tiered
government. Therefore, fiscal decentralization concerns the degree to which subnational
governments determine taxation and spending, relative to the central government.

Fiscal decentralization is about more than the share of government activity for each tier

of government. A second important aspect of fiscal decentralization is that subnational
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governments should have discretion over the functions that have been devolved to them. The
roles and responsibilities of subnational governments should be clearly defined, and free from
any influence from the central government (Oates, 1972). The autonomy of subnational
government concerns certain constraints imposed by the central government. We can think of
constraints as either constitutional constraints, budget constraints or the appointment of local
government officials by the central administration (Prud’homme, 1995). In the absence of such
constraints, we have fiscal decentralization. Where such constraints exist, subnational
governments do not have the necessary degree of autonomy to constitute fiscal decentralization,
though some form of government decentralization may still take place. As Tanzi (1996)
explains, fiscal decentralization concerns the authority of subnational governments, determined
by the constitution, to raise revenue and allocate expenditures. Autonomy of subnational
government decision making is a necessary condition of fiscal decentralization.

Third, subnational governments should be held to account for the decisions that they
make. Each tier of government and unit of government within that tier has a duty to a particular
group of people within the entire population of that country. Fiscal decentralization requires
that when a subnational tier of government provides a particular function, tax or expenditure,
that affects a subset of the population, those citizens that are affected must be able to control
directly the decisions made by that subnational government. If this is not the case, then
subnational government will be accountable to the central government, which will maintain a

degree of control over the decisions that subnational governments make.

Finally, we may understand fiscal decentralization as fiscal federalism, where a government
consists of centralized and decentralized levels of decision making, where the choices that are
made at each level of government are determined by the demands of the residents of their
respective jurisdictions. Subnational governments operate as individual units of governments,
but are part of a sphere of a coordinated effort for certain policies. Oates (1972) explains that
fiscal federalism, the model of fiscal decentralization, requires the above strict conditions and
that, in practice, fiscal decentralization (or fiscal federalism) is in fact rare, with only a dozen
or so countries classified as federal states!. Often central governments exert a greater degree

of control over subnational government decision making.

! Qates (1972) refers to the categorisation of fiscal federalism by Elazar, whose work is cited in Treisman (2008).
Treisman notes that of 164 countries, only 19 countries are classified as having federal governments
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1.1.2. Other Forms of Decentralization

Recently, many academics have sought to distinguish between fiscal and other forms of
decentralization. There are three important reasons why we should consider other forms of
decentralization, and how they differ from fiscal decentralization.

The first reason is the incorrect labelling of fiscal decentralization in practice. Oates
(1972), Boadway and Shah (2009) and Brueckner (2009) explain that fiscal decentralization is
quite rare. Subnational governments may account for a range of government activity, yet the
degree to which subnational governments have discretion over devolved functions is often
limited. For example, subnational governments tend to have less control over taxation and
depend upon transfers from the central government. This enables the central government to
mandate subnational government expenditure through transfers (Treisman, 2002; Boadway and
Shah, 2009). When subnational governments have some autonomy over expenditure, but not
over revenue, we should recognise this as a different form of decentralization.

The second reason is the link between the decentralization theory and the different forms
of decentralization. Some of the key arguments in the fiscal decentralization literature do not
necessarily require that subnational governments have autonomy.  Therefore, fiscal
decentralization may not be necessary to achieve some of the supposed aims of fiscal
decentralization.

The third reason is the limitation of data and the representation of fiscal decentralization.
The empirical research in this area continues to encounter problems of representation, where
fiscal decentralization is difficult to measure in a single indicator. For example, the most
common measure of decentralization used in empirical research captures the share of
subnational government activity, but not extent of autonomy that the subnational government
has.

For these reasons, it is important to distinguish between the different types of
decentralization; to understand what effects each form of decentralization can have, and to
examine those effects in practice through empirical research. Before addressing the problems
of measuring fiscal decentralization in chapter 2, | will address the other forms of
decentralization that are touched on in the literature, and distinguish between them and fiscal

decentralization in this introductory chapter.
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Partial Fiscal Decentralization:

Partial fiscal decentralization refers to a scenario where subnational governments depend on
transfers from the central government to finance local expenditure (Brueckner, 2009).
Subnational governments are provided with funds through intergovernmental transfers, from a
central pot of funds controlled by the central government. The subnational government is
responsible for allocating expenditure according to the demands for certain goods and services
at the local level. In this scenario, the subnational government has autonomy over expenditure,
but does not have the power to raise revenue and control the budget. Critically, partial fiscal
decentralization cannot constitute fiscal decentralization because the central government exerts
influence over subnational government decision making (through intergovernmental transfers).
Therefore, we must distinguish between these two forms of government decentralization.

In practice, partial fiscal decentralization is more popular than fiscal decentralization.
Compared to federal countries, most countries observe a “greater degree of central government
control over the public sector” (Brueckner, 2009: 23). Oates (1972) identifies only a small
number of countries meeting his criteria for fiscal federalism, and Treisman’s (2008) updated
decentralization dataset refers to only a small number of countries as federal states?.
Subnational governments are often reliant upon transfers from the central government.
Boadway and Shah (2009) observe this, where subnational governments in developed countries
receive 1/3 of their total budgets from intergovernmental transfers, and in developing countries,
the proportion is even higher, at 60%.

A widely-held view in the literature is that the case for devolving expenditure is greater
than the case for devolving revenue (see Prud’homme, 1995; Boadway and Shah, 2009). The
view in the literature is that fiscal decentralization may be welfare enhancing if it improves the
allocation of resources according to heterogeneous demands across the population (Oates,
1972). However, the devolution of revenue could obstruct national objectives such as
redistribution and stabilisation of the national economy. | will go into this in greater detail

during this literature review

Electoral Decentralization:
Another related concept of decentralization is known as electoral decentralization. Even if
subnational governments have autonomy over expenditures and/or taxes at the jurisdictional

level, the decisions made by subnational governments will depend on who they are accountable

2 Only 19 countries out of a total 164 are classed as federal states in Treisman’s dataset.
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to. If the central government appoint subnational government executives then they may simply
act as representatives of the central government at the subnational government level (Boadway
and Shah, 2009). In the absence of electoral decentralization, the incentives for subnational
governments (to be re-appointed), will depend upon the agenda of the central government, and
not the local constituencies. If subnational governments are elected at the local level by those
affected by the policies of the subnational government, then subnational governments have an
incentive to respond to the demands of local citizens.

Treisman (2007) explains that electoral decentralization can provide certain benefits,
such as bringing governments closer to the people, and by improving the knowledge of
governments of the demands (tastes and preferences of local citizens). Even in the absence of
much subnational government activity or autonomy, electoral decentralization may provide a
means for the central government to extract information from local citizens, for example,

through local elections.

Local vs. Subnational Government:

Treisman (2002) and lvanyna and Shah (2014) explain that decentralization is not simply a
matter of central government vs. non-central government (subnational government)®. Also,
subnational government will not have a consistent definition between countries, where some
countries observe more complex government structures than others®. Therefore, fiscal
decentralization should not simply consider the range of responsibilities and decision making
carried out by any subnational government, but the distribution of powers between the
subnational governments. If a given set of government functions are delivered by the regional
government, this would constitute less decentralization than the exact same functions delivered
by the most local government.

The reason why it is important to consider government structure and the distribution of
powers between different tiers of subnational governments is because the decentralization of
functions to local governments intensifies the effects of fiscal decentralization. For example,
the degree of mobility of citizens will be greater between local governments than regional®

governments. Mobility leads to competition between government units; hence decentralization

3 In the empirical literature decentralization is often represented through the proportion of government activity
delivered by all tiers of government beneath the central government, known as the subnational government.

4 Treisman’s (2008) decentralization dataset includes a measure for the number of government tiers (including
central government). The number of tiers of government can vary between 2 tiers and tiers. In China, there are 5
tiers of government: provinces, prefectures, countries, towns.

5 Subnational governments have different names for different countries, regional or state is often used to portray a
decentralized tier of government that is not the smallest (local).
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to local governments will intensify that competition. Similarly, if certain public goods and
services exhibit economies of scale, then local governments will lose out more than regional
governments. Boadway and Shah (2009) explain that regions may be sufficiently large that
there is little difference between centralized provision and regional provision. Barankay and
Lockwood (2007) explain that local governments would lose out the most.

In practice, different tiers of subnational government can occupy different
responsibilities. Wallis and Oates (1988) shows that state governments account for more
government revenue and expenditure than local governments. They also show that at the
beginning of the 20" century local government dominate state government responsibility and
that only over the course of 80 years toward the end of the 20" century that state governments

accounted for more government activity.

1.1.3. Considering Fiscal and Other Forms of Decentralization and the

Literature

As explained earlier, one of the reasons why it is important to distinguish between fiscal
decentralization and other forms of decentralization is because not all of the decentralization
theory relates specifically to the conditions of fiscal decentralization. As Treisman (2002,
2007) explains, fiscal decentralization is frequently used to represent alternate forms of
government decentralization, and certain arguments are incorrectly associated with types of
decentralization that do not fit the theory. Boadway and Shah (2009) provide an in-depth
discussion of the problems associated with fiscal centralization and how a balance between
subnational government discretion and central government control could produce more
favourable outcomes of government decentralization. If the objective of decentralization is to
induce a provision of public goods and services that is responsive to the heterogeneous needs
of the population, perhaps other forms of decentralization can effectively achieve this objective,
without the risks associated with subnational government autonomy (Prud’homme, 1995).
Seabright (1996) also touches on this point, explaining that fiscal decentralization may not be
a pre-requisite of a non-uniform set of public policies, merely that fiscal decentralization,
specifically direct accountability of subnational government decision making, can induce that
outcome. However, Besley and Coate (2003) argue that there is neither theoretical, nor
empirical evidence that suggests a central government cannot provide a non-uniform set of

public policies across the country. They also cite empirical evidence whereby infrastructure
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investment from the US federal government differs (US highway). However, this does not
mean that a fully centralized government is in effect here, there may be other types of
decentralization at play that enable a central government with control over fiscal revenues to

establish a heterogeneous provision of public goods and services.

1.2. The Case for Fiscal Decentralization

The fiscal decentralization literature begins with the view that the most efficient public sector
cannot be realised through a centralized government. Therefore, the efficient allocation of
public goods and services to all citizens within a country cannot be achieved when decisions
are made solely by a single central administration. Musgrave (1960), Oates (1972) and
Boadway and Shah (2009) explain each government has three main functions. The first is to
ensure an equitable distribution of income and to redistribute income between citizens. The
second is to maintain a stable economy, with high employment, low inflation and sustainable
growth, through fiscal and monetary policy. The third is to allocate tax revenues to a wide
range of public goods and services that are demanded by the citizens. It is a widely-held view
that of these three objectives (redistribution, stabilisation and allocation), two of them are best

achieved through a strong central government, coordinating policy across the country.

Redistribution:

Many argue that fiscal decentralization could harm efforts to achieve equitable distribution of
income across the country. The main problem is that decentralization and redistribution will
ultimately be self-defeating, as citizens are more mobile at the subnational government level
than they are moving between countries. As Prud’homme (1995) explains, subnational
governments may be unwilling or unable to levy higher taxes on the wealthiest citizens, who
will be able to exit a jurisdiction with higher taxes. Subnational governments will either reduce
taxes on the wealthiest to attract them, or they will drive them away by attempting to redistribute
incomes to the poorest living in the jurisdiction. Thus, the scope for redistributive programs is
limited at the local government level due to the mobility of residents, which all other things

equal, will be greater the smaller the jurisdiction (Oates, 1972: 8).
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Stabilisation:

Oates gives one example where decentralization could have devastating effects on the national
economy. His example, where local governments are able to print money, would result in local
government using monetary policy, as oppose to fiscal policy, to raise sufficient revenue. With
all governments seeking to finance expenditures this way, the consequence would be high levels
of inflation.

Allocation:

Whilst the case for fiscal decentralization with respect to redistribution and stabilisation is
weak, the case for fiscal decentralization and allocation is strong. Oates (1972) and others argue
that a fully centralized government cannot achieve an efficient allocation of goods and services.
Whilst there are certain goods that should be provided by the central government, such as
national defence, which have large fixed costs and benefit everyone in the country equally,
other goods and services exhibit spatial characteristics (Tanzi, 1996) and are best delivered to

subsets of the population according to need (Oates, 1972).

Following on from the work of Oates (1972) and Boadway and Shah (2009), | make the case
for fiscal decentralization with regards to the benefits of allocation. | refer to several key pieces
of work in this section. First, Oates (1972) presents the basic premise for the decentralization
of public policy. Second, Tiebout (1956) explains how differentiated public policy between
regions can induce a more efficient allocation of resources. Third, Brennan and Buchanan
(1980) explain how mobile citizens can discipline against rent-maximising governments.
Finally, Seabright (1996) and Besley and Case (1995) explain how the direct accountability of
local government decision making to local citizens ensures local governments are responsive
to local demands for public policy.

At the end of this section | will demonstrate that in order to achieve an efficient
allocation of public goods and services, set out in Oates’ decentralization theorem, subnational
governments require discretion over spending, taxation, and local citizens should have direct
control over the actions of subnational governments through local elections.

I begin with Oates (1972) decentralization theorem.
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1.2.1. ‘Decentralization Theorem’ (Oates, 1972)

The reason why allocation is best devolved to local governments is outlined in Oates’
decentralization theorem. The argument follows that where there are no cost-savings to be
made from centralized provision, and where there are no external economies, fiscal
decentralization can produce a more efficient allocation of goods and services among a
population with heterogeneous preferences. The argument assumes that central governments
tend toward uniformity in the provision of public goods and services. If this assumption holds,
for those goods and services that have spatial characteristics (Tanzi, 1996), the case for
decentralized allocation of expenditures is strengthened.

In a simple model, Oates demonstrates that collective consumption for a good that could
otherwise be consumed by individuals could lead to an inefficient outcome. If individuals are
able to consume a different quantity of goods, pareto efficiency may be realised. | outline Oates
(1972) model below.

The Model:

There are two individuals (4, B) and there are two commodities (X, Y). Commodity X is defined
as a pure private good, consumed by each individual separately. Commodity Y is defined
differently between two scenarios. In scenario 1 the two individuals consume Y separately. In
scenario 2 commodity Y is consumed jointly. However, when commodity Y is consumed
jointly it is also consumed in equal amount by the two individuals, so that Y, = Yz. The

following are the optimal solutions for each scenario:

Scenario 1: An idea of decentralization (Y consumed separately)

max U;(X,,Y;) subject to in - X,Z Y, =Y,F(X,Y) 11

MRS, = MRSy = MC 1.2
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Scenario 2: An idea of centralization (Y consumed collectively)

max U;(X,,Y;) subject to in - X,Z Y, =Y,F(X,Y),Y, = Y 1.3

MRS, + MRSy = 2MC 1.4

If there are no cost-savings to be had from greater provision (consumption) of commodity Y,
scenario 1 will generally produce a more efficient outcome than scenario 2. Only in a special
case, where both individuals would consume the exact same quantity of commaodity Y, would
scenario 2 be as efficient as scenario 1. If A and B would choose to consume a different quantity
of Y were they able to do so, then scenario 1 will produce Pareto-efficient welfare. This is

demonstrated below:

Figure 1: Oates’ Decentralization Theorem Illustrated

by =

Y

The horizontal line Y to Y’ represents the constraint of scenario 2 (centralization), where both
individuals consume Y equally. In this scenario, we are at a sub-optimal position ‘C’, where
utility curves B, and A; intersect. However, we can see that the welfare of individual A can be
improved without reducing the welfare of individual B, at point D along the contract curve.

Here, the MRS along B, (same utility as centralization) is tangent to the MRS along A, (greater

12|Page



utility than centralization). This is the pareto-optimal position that can only be obtained through
decentralized consumption in this example.

In the general model, where there are many individuals and many public goods
(Xi...Xn), and each good is consumed by a subset of the population, the responsibility of
providing that public good should be devolved to the respective government. In the case of
pure public goods, they should be provided by the central government to all citizens, but for
each good that benefits a subset of the population, there should be a subnational government to

provide that good.

1.2.2. Mobility of Citizens and Congregation of Preferences (Tiebout,
1956)

The Oates model demonstrates the inefficiency of equal consumption between individuals with
different preferences. However, Oates (1972) assumes that the central government will be
unable to differentiate public policy between geographical subsets of the population, or at the
very least, would be less efficient than the alternative: decentralized delivery. Tiebout (1956)
presents an important argument in favour of decentralization, which explains how
decentralization can ensure that governments respond to different preferences between subsets
of the population. Tiebout argues that local provision can create a competitive environment
between local governments, thereby improving the efficiency of government by minimising the
costs of delivery public goods and services to a subset of the population.

The Problem:
In a defining piece, Tiebout addresses one of the concerns of public finance — the absence of a
market based solution for the pricing and provision of public goods and services. Musgrave
(1939) and Samuelson (1954) explains this problem of the public sector. Citizens voluntarily
give up some of their income so that in return they receive a set of public goods and services to
meet their preferences. However, there is no mechanism by which the consumer (and taxpayer)
can express their preferences for a range of public goods and services. Tiebout explains that
even if taxpayers could state their preferences, they would face an incentive to understate their
demands so that they can avoid paying the correct price.

The most efficient outcome would require that: i) the government is able to ascertain
the preferences of e