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The Politics and Economics of Decentralization

Bryan Ellickson¥*

Local governments have failed to cope successfully with the urban crisis.
In many cases thgir actions seem to have exacerbated the very problems they
should be trying to solve. However, despite rather widespread agreement that
existing govermmental institutions could be greatly improved, there is no
consensus on the reforms that should be made. Some observers advocate further
decentralization while others suggest that the present fragmented system be
replaced by a single metropolitan government. Although conflict over values
is partly responsible, much of this disagreement over policy reflects instead
our clouded vision of what local government is supposed to do. Nowhere is
there available a coherent theory of the proper role of locel government in
an urbanized society.

It is possible, of course, that economics simply has little to contribute
to the debate on the optimal structure of local government. In one of the
finest books written on this subject, the political scientist Robert Wood
argued that metropolitan government is justified solely on the grounds that
it will produce "a better brand of polities." He explicitly eschewed an
economic defense of metropolitan government as irrelevent, both empirically
and conceptually. His approach has much more merit than economists would
probably care to #dmit.

While the application of economic analysis to the study of political

processes needs careful qualification, economists have made some significant
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contributions to clarifying the relative benefits of decentralizing or
consolidating political Jnurisdictions. The case for decentralization is
perhaps the more straightforward. If consumers are eble to choose among &
wide variety of alternative jurisdictions, then as Charles Tiebout observed,
they will reveal more sbout the nature of their preferences than in the case
of a pure public good. Decentralization permits consumers with similar tastes
and endowments to cluster into relatively homogeneous jurisdictions where
public services can be more closely tailored to individual preferences. The
optimal degree of decentralization will represent a balance between the
benefits of jurisdictional consensus and the economies of shared consumption.
In a recent elaboration of this theme, Marti; McCuire suggests that this
process of "voting with one's feet” will become fully equivalent to a comp-
etitive equilibrium provided that it is possible for consumers to sort them-
selves into completely homogeneous jurisdictions of “efficient” size (i.e.,
in which the economies of shared consumption are completely exhausted).
Consensus within jJurisdictions will then be, by definition, complete.

The case for consolidating rather than decentralizing existing Juris-
dictions is no less compelling. The argument is essentially that decentraliz-
ation will‘reinforce the suboptimal behavior which we associate with frag-
mentation. In one of the clearest statements of this position, Jerome
Rothenberg argues that jurisdictions which are too small will fail to
internalize interjurisdictional externalities ("spillovers") and to accomplish
| a socially desirable amount of income redistribution. Although Rothenberg
is not very specific on this score, bne gathers the impression thet accounting

for these spillover and income redistridution effects could justify abandoning
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the present fragmented system in favor of a single metropolitan government.

While its intellectual appeal is undeniable, the analysis of Tiebout
and McGuire does not appear to square with the facts. There seems little
doubt that households '"vote with their feet” and that local political Juris-
dictions tend to stratify by taste and income class. However, most central
cities seem ‘o have expanded in size far beyond the point at which economies
of shared consumption are exhausted. Subdivision of existing political
Jurisdictions is, nevertheless, quite rare. Stratification of jurisdictions
has occurred, not through decentraliiation of the central city, but by the
migration of high income households to the suburbs. Once in the suburbs, the
wealthy exhibit a fondness for exclusionary zoning and a reluctance to espouse
open housing legislation which would be superfluous in an equilibrium sus-
tained by a competitive price systen.

Although Rothenberg's models provide a reasonsbly accurate description
of how fragmented local governments actually behave, his analysis does not
explain why voters have so rarely shown a willingness to experiment with
metropolitan govermment. If fragmentation is inefficient, as his analysis
suggests, then this reluctance is not easily accounted for. Furthermore, a
literal reading of Rothenberg's paper leads one to the conclusion that, if
welfare support were shifted to the federal level and interjurisdictional
spillovers internalized through an appropriate set of téxés and subsidies,
then a decentralized system of local govermment along the lines of Tiebout
and McGuire would be optimal.

While economic analysis has provided some useful insights into the

problem, the optimal structure of local govermment remains & perplexing issue.



.

It is possible that the question is simply too complex to be handled under
the present state of the art. I suggest, however, that we do have the
necessary ingredients for constructing a coherent theory of local govermment
vielding realistic implications. But construction of that theory requires a
rigorous formulation of the problem in general equilibrium terms.

Section I of this paper develops a framework for analyzing the allocation
of local public goods within a general equilibrium context, drawing heavily
upon the analysis presented in Ellickson (1972). I begin by defining the
concept of a jurisdiction and the production possibilities open to each
Jurisdiction in producing public goods. Two equilibrium concepts are then
introduced, one treasting the assignment of consumers to Jurisdictions as
predetermined and the other meking the assignment endogenous to the analysis.
Although it is the latter equilibrium concept that is relevant to the issue
of an optimal system of jurisdictions, standard existence proofs apply only
to the former concept. Thus, the possibility arises that a price system
éustaining an optimal assignment may fail to exist. A simple three-person
example is presented which illlustrates this possibility.

While the existence of a market for local public goods is thus open to
doudbt, & price system of this sort may exist under some circumstances. In
particular, by adding a fourth consumer to our three-person exemple, we
satisfy the assumption of McGuire that consumers be able to stratify into
completely homogeneous jurisdictions of efficient size. In this case a price
system does exist which sustains an endogenously determined assignment of
consumers to Jurisdictions.

Qur four-person example provides the focus for the rest of this paper.
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In Section II we find thet this example yields implications quite in accord
with reality. Less wealthy consumers may vote against subdivision of a
heterogeneous jurisdiction even though decentralization would lead to a more
efficient allocation of resources. If stratification of jurisdictions occurs
without compensation, then the poor will be worse off in "real" terms. The
enalysis provides a rationale for revenue sharing with redistribution from
rich to poor jurisdictions. Finally, an explanation for why wealthy Juris-
dictions may resort to exclusionary zoning emerges quite naturally from this
example. In the concluding section, I will discuss some of the more general
implications of this analysis concerning the optimal degree of decentrali-
zation of local government.

I The Market for Local Public Goods

Consider an economy with one type of public good, m types of private
good and n consumers. Let N = {l,...,n} denote the index set of consumers

in the economy. A Jjurisdiction is a subset J<.N of consumers who share

consumption of the public good. A partition is an assignment of consumers
to jurisdictions such that each consumer belongs to one and only one Juris-
diction.l An allocation is a vector (gl,...,gn;xl,...,xn) where g, represents
the level of public service and xi, itself a vector in Em, the bundle of
private goods consumed by the ith consumer. Each consumer has a preference
ordering } i over the points (g:.L ;xi) in his consumption set Xi'2 The ith
consumer owns an initial Eundle, Vs of private goods. No public goods are
initially owned,.and public goods are unnecessary as a productive input.

To simplify the exposition, I will assume that, in the absence of the

public good, we are dealing with a pure exchenge economy: i.e., there is no
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production of private goods. However, private goods can be used to produce

the public good. For each potential jurisdiction JEC.N we define a production

possibility set Y(J ) such that yJ = (g ByseeesBy ;z) is possible for the jurisdi-
ction

Jj if and only if yJEY(Ji) where z is the input of private goods into the

production of the public good. I will assume that Y(JJ) is a closed convex

cone and that OEY(JJ) (i.e., inaction is possible) for every JJCZN. Now

consider any partition P = {Jl,...,Jr} assigning each consumer to one and

only one out of a set of r separate Jurisdictions.3 The aggregate production

possibility set Y(P ) under the partition Pk is then defined as Y(Pk) =

Z Y(J ). An allocation (gl,..., o ,...,xn) is feasible under the partition

.J.‘k 1

n
P if (gl,...,gn;z) EY(Pk) where z =i§l (xi-wi) is the aggregeste input of

private gobds into public good production. Given our assumptions on the Y(JJ),
Y(Pk) will also be a closed convex cone.

The concept of a Lindahl equilibrium for & pure public good, as formu-
lated by Foley, is easily extended to the case of an arbitrary partition.

Definition: A Lindahl equilibrium under the partition P -{Jl,... ,Jr},

k* T

with respect to w = (wl,...,wn) is a feasible allocation (gl,...,gn;xl,...,xn)

and a price system (p;,...,pg;px);:o such that

n i n - - - -
(a) ;I PyE; * P = 12 gg +p "z for all (gl,...,gn;z) € Y(Pk);

1 T oex . i.‘ '— i . = »
(v) ir (gi,xi) >3 (gi,xi), then Pe8; +p, X > P& * P X =DV

GQI—"P

Observe that there is a separate public good price, , for each individual.
4

In the Lindahl equilibrium produbers maximize profits and consumers maximize

utility teking prices as given. It is not difficult to prove that a Lindahl

equilibrium under a partition exists and is Pareto efficient relative to

the partition.u



A Lindahl equilibrium under a partition is clearly not the type of
price system that Tiebout or McGuire have in mind. In their analysis the
assignment of consumers to Jurisdictions is not predetermined: prices are
supposed to determine an optimal partition as well. The definition of o
Lindahl equilibrium under a partition contains no information about production
possibilities under alternative partitions. This information is contained,

however, in the following aggregate production set:

I= P g}? Y(Pk)
k
where (- is the set of all possible partitions. Replacing ‘.'Y(Pk) by Y in the

definition of a Lindahl equilibfium given above yields a definition of a

global Lindahl equilibrium. If a global Lindahl equilibrium exists, then it

is in the core and it is globally Pareto efficient.5 However, the usual
methods of proving existence break down in this case because convexity of
the‘Y(Pk) no longer guarantees convexity of the aggregate production possibi-
lity set. An example in which no global equilibrium exists even though there
are allocations in the core is presented belov.

We will illustrate the preceding discussion by considering & three-person
economy in which all consumers have identical tastes represented by the
utility function

u, = X8 (i=1,2,3) .

1 1

For any Jurisdiction J,, the wvector y(JJ) is technically possible if and

J
only if

y(JJ) = (sl,ga,g3;z) € Y(JJ)

We will assume that any one-person jurisdiction can produce one unit of
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the public good using al units of the private good. Thus, if consumer 1

forms a Jurisdiction,

(1,0,0 —e,) € ¥(1) .
If Y(1) is a cone, then any scalar multiple A(1,0,0; ~a,
¥(1) . Assuming that these are the only production possibilities for the

), A0, is also in

Jurisdiction i s
¥(1) = {y(1) | ¥(2) = A(1,0,0; -e;), A2 0} .
We will assume that the single member jurisdictions 2 and § are also capable
of producing one unit of the public good using ay units of the private good,
and the production possibility sets Y(2) and Y(3) are defined accordingly.
We will assume that two-member jurisdictions can produce one unit of the
public good using a2 units of the private good. We then define
¥(12) = {y(12) | y(32) = AM(1,1,0; -a,) , A20}-
for a Jurisdiction formed by consumers 1 and 2; Y(I3) and Y(23) are defined
in the same way.
Finally, if all three consumers form a single Jurisdiction, then
¥(123) = {y(Z3) | y(I23) = A(1,1,1; -a ), A2 0} .
If we assume that reducing the size of a jurisdiction never makes 1t
more costly to provide a given level of the public good, then we must have

a2 a% a If al=a2éa then g is & pure public good, and any Pareto

1= "= "3 3?
efficient allocation can be achieved through a three-person jurisdiction.
If, on the other hand, either of the inegqualities holds strictly, then the
public good is subject to "crowding" end decentralization may be required in

order to obtain an efficient allocation of resources.

Consider the case where al=a2=l and a3=3/2. Yo additional resources



are required to provide the same level of public service to two consumers
rather than one, but increasing the size of jurisdiction from two to three
members requires fifty percent more input if output quality is he}d constant.
Assume thet initial endowments are wl=w2=2 and w3=l. The only allocstion

in the core 8 is (gl,g2,g3;xl,x2,x3) = (2,2,1/2; 1,1,1/2) which is achieved
wnder the "stratified" partition {12,3} . This decentralized system of
jurisdictions reflects a balancing of Jurisdictional consensus and the econo-
mies of shared consumption, and the allocation is sustained by a Lindahl

;,pz ,pz;px) =
(1/2,1/2,1;1) where the private good has been chosen as numeraire, setting

equilibrium relative to the partition with price vector p = (p

px=l.9 This Lindahl allocation is globally as well as relatively Pareto
efficient. However; it is not a global Lindahl equilibrium. For example,
the vector (él,§2,§3;5) = (1/2,2,2; -5/2) is feasible under the partition
{1,23}, and it yields a profit p+(1/2,2,2;~5/2) = 3/k > O vhich violates
condition (a) of the definition of a global Lihdahl equilibrium. The Lindahl
prices sustaining the core allocation under the partition {i§,§} do not yield
accurate information concerning the profitability of allocations achievable
under alternative assignments of individuals to Jurisdictionms.

Although we must conclude that it is, in general, unreasonable to expect
prices to provide much guidance in determining en optimal pattern of decent~
ralization, this does not mean that a global Lindehl equilibrium can never
exist. In particular we expect the effects of nonconvexity to be attenuated
if the efficient size of Jurisdictidhs is, in some sense, small relative to
the number of consumers. Along these lines McGuire has suggested that a

situation in which consumers are able to sort themselves into completely
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homogeneous jurisdictions of efficient size will be favorable to the
existence of a ﬁarket for local public goods.

In our three~person example, the wealthy consumers are able to form
an efficient two-person jurisdiction, but the third consumer must go it alone.
Suppose that we add a fourth consumer with endowment wh=1. Retaining the
same assumptions on the production possibility sets for jurisdictions of size
three or less, we define

Y(1238) = {y(1238) | y(133%) = A(1,1,1,1; ~g,), A2 O}
where production vectors now take the form (gl,ga,gs,gh;z) and where @)=2.
Thus, we still have a type of "constant returns to scale" for jurisdictions
- containing two members or more, and the two consumer types are able to strat-
ify into homogeneous two-person jurisdictions.

Consider the stratified pertition {12,34} . The Lindahl equilibrium
relative to this partition results in an allocation

/{2;1) for i = 1,2
(g;3%,) = g
\(1;1/2)for 1 = 3,k
If we again set Px=l for the numeraire commodity, all consumers face the
same Lindahl price p;=l/2. The Lindahl tax amounts to fifty percent of the
value of each consumer's endowment:lo tl=t2=l and t3=th=l/2.

In contrast to the results for the three-person example, the Lindahl
equilibrium relative to this partition is also the global Lindahl equilibrium:
each consumer maximizes utility subject to his budget constraint ngi+px'xi=
B,V evaluated at prices pé=l/2 and‘px=l, and there is no other feasible

allocation under this or any other partition that is more profitable than

the Lindahl allocation. Therefore, this allocation is globally Pareto
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efficient and in the core.ll In this exemple, at least, the Tiebout-McGuire
hypothesis is borne out: a price system exiéts which guides consumers and
producers to an optimal pattern of decentralization.

It wguld be appropriate at this point to characterize in general terms
the conditions under which this type of "Tiebout equilibrium" will exist.
While some results along these lines have been obtained, they will be presented
on another occasion. This paper will focus instead on exploring the properties
of the simple four-person economy described above.

I1 The Politics and Economics of Decentralization

The global Lindahl equilibrium that we have determined for our four-
person economy possesses some of the most important attributes of a standard
competitive equilibrium: producers maximize profits and consumers paximize
utility tskirg prices as given in a manner precisely analogous to a competi~
tive equilibrium for a private good economy; the Lindahl equilibrium is
globally Pareto efficient; and the Lindahl equilibrium is in the core. It is
even possible to prove an analogue of the 1limit theorem of Debreu and Scarf,
though we will not present that result here.

But our simple economy differs fron a competitive private good economy
in two significant respects. In the first place, the aggregate production
possibility set ?emains non-convex even though the addition of a fourth
consumer suffices to establish the existence of a global Lindahl equilibrium.
Secondly, the decision to form a particular set of Jurisdictions involves an
intrinsic "political" element to the extent that such decisions are determined
through some type of voting process. The presence of non-convexity is

responsible for the jurisdictional stratification characteristic of
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decentralized local government. The implications which follow from recognizing
the political nature of the decentralization issue, which we have ignored

so far in our discussion of the global Lindahl equilibrium, will be the

subject of the present section.

A, Stratification Through Subdivision

Suppose that the four consumers in our economy find themselves residing
within a single Jurisdiction. When all four consumers must share consumption
of the public good, Pareto efficiency implies a unique level of public good
supply:12 g = 3/2. The Lindanl equilibrium relative to the partition {i§§z}

results in an allocation
{f(3/2;1) for i = 1,2

X

kg ix,) =
1 (.(3/2;1/2)for i= 3,k

sustained by & price vector
(p;,p:,pg,pg;px) = (2/3,2/3,1/3,1/3;1)

where we have arbitrarily set px=l.

This allocation is neither globally Pareto efficient nor in the core.
It is possible through decentralization to make everyone better off. The
Lindahl allocation under the stratified partition {12,3%} is, on the other
hand, both globally Pareto efficient and in the core. Will the residents
of the single jurisdiction agree, under these circumstances, to subdivide?
Compare the utility vectors resulting from the two Lindahl equilibria:
( ) (" (3/2,3/2,3/4,3/4) under{123k}
A { (2,2,1/2,1/2)  under(13, 0.

Subdivision improves the welfare of the wealthy consumers, but the poor

consumers are made worse off. Thus, unless offered compensation, the poor
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will vote against subdivision.

If we make a minor simplification, this result can be given a graphical
interpretation. We will assume that consumers of the same type receive the
same level of utility. The utility frontier under the partition {1234} is
given by:

Pou = 2 ey, =
i=1 % T ‘igf&) Ihay, = 9/2.
For the stratified partition {12,3h}, the utility frontier is
1/2 /2 _ , &
(u+u, )™ + (u3+uu) = (iglwi)/a’aa = 3/2.

1l 2 w

utility frontiers take form:

Setting u. =u.=u_for the wealthy consumers and u3=uh=u.p for the poor, these

u + u, = %-under {1234}

(2uw)l/c + (2up)1/2 = 3/2 under {12,354} .
These frontiers are labeled C ("centralized") and D ("decentralized")

respectively in Figure 1. The shift from point A (corresponding to the

3/1
1/2

Lindahl allocation under the partition {1234}) to point B (corresponding to
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the global Lindahl equilibrium) improves the welfare of the wealthy consumers,
but it decreases the welfare of the poor. The welfare of both consumer types
can be improved through subdivision by moving to a position such as B', but
this requires the wealthy to compensate the poor for the change.

Thus, to the extent that stratification takes place through subdivision,

the core as we have defined ;3}3 understafes the bargaining power of the poor.
In other words, it is quite possible that, contrary tq our implicit assumpt-
ion, exclusion will not be costless. The fact that subdivision of existing
Jurisdictions is a relatively rare phenomenon suggests that, for one reason
or another, these exclusion costs are quite substantiai.

B. Stratification of Existing Jurisdictions

While subdivision of existing jurisdictions is uﬂcommon, stratification
of existing jurisdictions occurs quite frequently. Suppose that our four
consumers now find themselves residing in two separate heterogeneous Juris-
dictions of size equal to two. For concreteness, we assume that the partition
is {EE,EE} . Assume for the moment thst transportation costs are sufficiently
high to prevent these consumers from "voting with their feet! -~ they are
locked into their respective jurisdictions.lh The Lindshl equilibrium

relative to this partition results in en allocation giving

/ (3/2;1) to i =12

(g.3x.) =
. (3/2;1/2) to i = 3,k
which is identical to the Lindehl allocation under the partition {1234} .
Now imagine that the transportation system has improved so dramatically

that voting with one's feet is completely costless. Consumers can now arrive

at the stratified global Lindahl equilibrium without resorting to & vote to
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change the size of jurisdictions. In the global Lindahl equilibrium, the
poorer consumers, faced with the Lindahl prices, have no incentive to move
into the wealthy Jurisdiction. Stratification can occur in this fashion,

15 This scenario

therefore, without compensation of the poor by the wealthy.
seems to be not at all unrealistic. Williams et al. found that the outer
ring of communities which effectively became suburbs of Philadelphia during
the period 1950-1960 stratified during the same period. I suspect that a
similar process has taken place in many if not most of our metropolitan areas.

While stratification of existing jurisdictions may move the economy in
the direction of a global Lindahl equilibrium, the process is likely to fall
short of a globally efficient allocation of resources. Many Jurisdictions,
particularly the central cities, are far too large. If we relax our assumption
that intra-metropolitan commuting is costless, then the failuré of existing
jurisdictions to subdivide will lead to an excessive expenditure on transport-
ation. Some high income households who would otherwise wish to live near
the center of the metropolitan area will decide not to because of the poor
quality of public services avallable in the central city. More significantly,
low income households who wish to live near suburban jobs will find that
suitaebly inexpensive housing is unavaeilable. The commuting expenditures of
low income residents of the central city who travel to suburban job locations
may be substantial, perhaps large enough in some cases to make unemployment
a more attractive alternative.

In our four-person economy, stratification without compensation reduces
the welfare of the poorer consumers while improving that of the rich. The

distribution of income has, therefore, become less equitable in real terms.
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However, this increased inequity is not reflected in the distribution of
wealth which remasins unchanged both before and after taxes. The distribution
of income after taxes has remained relatively constant in the U.S. since
World War II. To the extent that our analysis of the effects of stratifi-
cation is applicable, the distribution of income in "real" terms may have
worsened apprecisbly. For those in dire poverty, increased federal welfare
expenditures may have offset these effects to some extent. The consumers
who have felt the adverse impact of stratification most sharply are, therefore,
probably those who are in the lower middle class, precisely those individuals
associated with the "tax revolt" and alienation from the political process.
The popularity of federal revenue sharing may be a response to increasing
stratification of urban local govermments. The federal tax system fof the
most part treats individuals with the same income in the same way, but this
policy will be inappropriete to the extent that metropolitan areas exhibit
varying degrees of stratification. "Horizontal equity" will then require
compensation of the residents of low income communities by the residents of
high income communities, & function vhich revenue sharing schemes are clearly
designed to gerve. In an ideal system of local government finance, revenue
sharing would probably be undesirable; however, it is a natural response
given present institutional constraints.

C. The Pole of Exclusionary Zoning

In a global Lindahl equilibrium the poor have no incentive to move into
wealthy jurisdictions: the flat Lindehl taxes are an effective exclusionary
device. But wealthy suburbs in fact seem to fear the possibility of low

income households moving into their community, and as a result they resort
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to exclusionary zoning. Are these fears groundless and zoning ordinances
unnecessary to maintain stratification? While exclusionary zoning would be
unnecessary if revenue were raised through Lindahl taxes, local governments
usually rely instead on some form of property tax. Because we have not
introduced a housing commodity into our analysis, we cannot discuss the

impact of a property tax on the behavior of local government. We will consider
instead a tax proportional to the vélue of a consumer's endownent, PV,

In all of the examples we have discussed, the Lindahl tax ti is equal
to 50% of the value of the individual's endowment. Thus, the Lindahl tax
can be interpreted as a proportional tax of 50% of wealth: ti=.5pxwi.
However, while the wealthy will have no incentive to move into the poor
jurisdiction, the poor consumers will move into the wealthy community if
they believe that they will be charged not the flat Lindahl tax but a tax
equal to 50% of the value of their endowment. Because the tax rate is .5
in either jurisdiction and better services are available in the wealthy
community, the poor consumers will move into the wealthy jurisdietion. Of
course, this Jurisdiction can no longer continue to finance the same level
of public service when the per capita tax base has fallen unless the tax
rate is increased. In our example, the tax rate remains unchanged in the
new Lindahl equilibrium but the level of public good output falls from 2 to
3/2. As a result, the welfare of the wealthy consumers will decrease, but
the poor consumers are better off than they were in the stratified Lindahl
equilibriuﬁ.l6 To prevent the influx of the poor, the residents of the
wealthy Jurisdiction could switech %o the flat Lindahl tax. But if, for
some reason, this is impossible, then they may rationelly decide to enact

some zoning ordinances.
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If residence in & Jurisdiction entails the purchase or rental of a
house, then exclusion may also be accomplished by bidding up the price of
housing. However, in an earlier paper [Ellickson(1971)] analyzing a strati-
fied equilibrium for a model with a housing éommodity and a property tax,

I demonstrated that high income households will be able to maintain strati-
fication in this way only if the public good and housing are not too
substitutable in consumption. If, on the other hand, they are relatively
good substitutes, then high income households ﬁay decide to require minimum
standards for lot size, floor space and the like in order to maintain
stratification.

IIT The Optimel Structure of lLocal Government

The theory of local public goods presented in this paper needs to be
elaborated in a number of directions, The numerical example we have discussed
cen be easily modified to permit more than two wealth classes, and the
conclusions we have reached carry over directly. However, sufficient cond-
itions for the existence of a global Lindahl equilibrium should be explored
within the context of the general model. VWhile our discussion has been
confined to an economy with a single type of public good, the analysis should
be extended to the case of local governments providing a number of different
public services.’? A realistic theory also requires explicit introduction
of a housing commodity and a transportation system. In spite of these limit-
ations, the results obtained so far suggest that a coherent theory of local
public goods 'is well within our grasp.

What do:the results we have obtgined so far imply about the optimal

structure of local govermment? The first point to emphasize is that the case
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for decentralization on efficiency grounds is very strong and that this

case does not hinge on the existence of a global Lindahl equilibrium.18

The optimal degree of decentralization depenés crucially on the extent to
which provision of public goods exhibits economies of scale. There seems

to be widespread agreement that, for most local public goods, economies of
scale are insignificant after jurisdictions reach a size of 50,000 or so.

I suspect that this figure ; ~ossly overstates the adventages of larger juris-
dictions. Throughout this paper I have substituted the phrase "economies

of shared consumption” for the more usual "economies of scale" in order to
suggest that a jurisdiction be regarded as a consumption unit rather than a
production unit. There is no reason why & jJurisdiction must produce the
public services that 1t consumes. Just as a household purchases services
produced by "pirms", a jurisdiction can contract out for public services,
and experience with tae "Lakewood plan" in Los Angeles indicates that a
procedure of this sort is quite feasible. If contracting for public services
is allowed, then economies of shared consumption probably Jjustify Jurisdictions
no larger than a small neighborhood; The crucial constraint on reduction

of jurisdiction size, in that case, is likely to be the cost of making coll~
ective decisions. Meny suburbs appear to perform this function quite effect-
ively with no more than 5,000 households within their boundaries.

As stated a moment ago, decentralization can be Justified whether a
global Lindahl equilibrium exists or not. The significance of a global
Lindehl equilibrium, if it exists, is that a price system is provided which
will guide consumers and prodﬁéers to an efficient pattern of decentralization

and that the price system takes & particularly simple form: -everyone within
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a jurisdiction will pey the same tax. If the optimal size of jurisdictions

is small relative to the population of the metropolitan area, as I suggest

in the preceding paragraph, then the conditions guaranteeing existence of a
global Lindehl equilibrium are likely to be satisfied. In any case, I

suspect that a system of flat taxes will lead to an allocation that is approx-

19 Because the costs of administering

imately a global Lindahl equilibrium.
a more complicated pricing scheme sre probably substantial, the "near
equilibrium" achieved under a system of flat taxes may well be efficient in
some broader sense.

In an optimally decentralized system with globel Lindahl pricing,
exclusionary zoning would be superfluous. Although the use of zoning was
not inconsistent with an efficient allocation of resources in owr four-person
example, it will be undesirable in a more realistic setting. If we relax
the assumption that utility functions are jdentical, then zoning can lead to
inefficient exclusion from‘Jurisdictionsproviding high quality public services
of low income consumerswith a strong preference for public goods. Zoning may
also be undesirable on other grounds: e.g., it may serve as a mechanism to
exclude people on the basis of rece. Thus, in a decentralized system with
Lindahl pricing a strong case can be made for a strict curtailment, if not
elimination, of the zoning powers of local jurisdictions.

Although decentralization may result in a more efficient allocation of
resources, there is no reason to expect lower income households to accept
such a progrem. Local government is under considerable pressure, particularly

from the courts, to provide equal public services to everyone within a

metropolitan ares. High income households would benefit from decentralization,
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but low income households have much to gain from consolidation. The need
for a compromise seems obvious and, in fhat spirit, a strong case can be
made for the establishment of a metropolitan government. This government
should, at the very least, be given responsibility for planning land use,
developing a metropoliten transportation system, regulating pollution and
congestion through an appropriate system of taxes and suﬁsidies and providing
those services which exhibit substantial economies of sgale. Although more
controversial, a strong argument can be made for financing public schools
through metropolitan government with complete equality of expenditure per
pupil throughout the metropolitan area.

Establishment of a metropoliten government along these lines would
probably be opposed by most high income households. Howevef, in exchange for
their acceptance of this proposal, any.group of consumers would be permitted
to form a separate jurisdiction to provide the remaining types of public
services. By offering something to both low and high income groups, &
proposal of this sort might be able to avoid the fate of mbst proposals for
local governmental reform.

Although the analysis is obviouslydifferent, the approach to local
government developed in this paper is consistant in a fundamental sense with
the work of Rothenberg and Wood. Both authors emphasize the perverse impact
on local government of jurisdictional stratification motivated by a desire
to avoid income redistribution. Wood characterized the nature of politics
within fragmented local governments as more akin to a "spirit of fraternity"
than the ideal of ‘grassroots democrac&." While acknowledging that neigh-
borhood jurisdictions have a legitimate role to play, he argues that genuine

"politics" -~ in contrast to club formation -~ can take place only at the
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metropolitan level. Thus, he reached the conclusion that metropolitan
government can be jJustified on the grounds that it produces "a better brand

of polities." Our analysis suggests that a restructuring of local government

along those lines would produce a better brand of economics as well.
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FOOTHOTES

% Assistant Professor, University of Californis, Los Angeles. I
gratefully acknowledge my great debt to Jerome Rothenberg whose approach
to urban economic analysis stimulated my interest in the subject. However,

I bear full responsibility for the contents of this paper.

1 In the case of a pure public good, all consumers belong to a single
jurisdiction. However, we will regard as admissible any assignment of
consumers to jurisdictions provided that it forma a partition.

2 Because no theorems are proved in this paper, it serves no useful purpose
to summarize the assumptions made in Ellickson (1972) concerning the
preference orderings and consumption sets. It is important to note,
however, that I am assuming that individual preference orderings axre
independent of the partition. While consistent with the analysis of
MeGuire, this assumption is quite restrictive and will be relaxed at a
later date.

3 An assignment {J,,...,Jr} is a partition if and only if de“xJJ,'= $ all

j#3' and J;épk JJ = N

4 See Ellickson (1972).

5 Loc. Cit., Theorem 1. In contrast, & Lindahl equilibrium under & partition
need not be in the core and is necessarily Pareto efficient only relative
to other allocations which are feasible under the same partition. For &
more complete discussion of the core analysis, see Ellickson (1972).

6 This example is discussed in greater detail in the paper cited above.

7 To simplify notation we will denote the jurisdiction {1} vy 1, {2,2} vy 12,

ete.
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An allocation is in the core if and only if it is not possible for any

coalition of consumers using only their own resources to obtain a higher
level of utility for each of its merbers. In this example, the utility

2 .
vector {ul,ue,u3} is in the core if and only if uizyi/h for all i,

2 , ) 2
ui+uyi (wi+wj) /b for all i, j with i # J and u,+ujtug = (wl+w2*w3) /4.

9

10
11

12

13

1k

15

16
7

For a complete discussion of how to determine the Lindahl equilibrium for
this example see the paper cited above.

By definition, the Lindahl tax ti = p:gi for each consumer i.

Loc. cit., Theorem l.

The unique Parefo efficient level of the public good is given by the

b
expression g = (I w
f=1 1728

In other words, the core must be redefined to reflect the power of indi-
viduals to block changes in Jurisdictional structure through the political
process.

If I can be permitted some literary license, I am assuming that consumers
have no feasible alternative but to live near their place of work.

Of course, in this four-person example it is reasonable to suppose that
the poor consumerswill refuse to move. If we replicate the economy SO
that there are many consumers of each type, then this difficulty can be
eliminated.

The example discussed in part A of this section is directly applicable.

In the most obvious extension of the.model, a separate set of jurisdictions
will exist for each public good. However, it seems alnost certain that

efficiency will require Jurisdictions to supply Jjointly a number of public

services.



-25-

18 In our three-person example, the partition which will be efficient

19

20

depends on the degree of equality desired by society. If the allocation
is to be relatively equitable, then the partition {i§§} is optimal. If

a substantial degree of inequality can be tolerated, then the partition
{IE,S} will be optimal. In the fowr-person example, on the other hand,
the partition {iEgi} will be optimal only if complete equality is desired:
i.e., ul 2-u3 uh, and even in that case the same allocation can be
obtained under a stratified partition (e.g., {12, 34} if W, SW oS h)

The type of theorem I have in mind is ‘discussed in Chapter 5 of Arrow

and Hehn.

I am borrowing here a phrase from Buchanan.



26~

REFERENCES

K.J. Arrow and F.H. Hahn, General Competitive Analysis, San Francisco, 1971.

J.M. Buchanan, “An Economic Theory of Clubs,” Economica, Feb. 1965, 32, 1-1k4.
H. Scarf and G. Debreu, "A Limit Theorem on the Core of the Economy, "

International Economic Review, Sept. 1963, L, 235-2L6.

B. Ellickson, "Jurisdictional Fragmentation and Residential Choice," American

Economic Review, May 1971, 61, 334-339.

"A Geperalization of the Pure Theory of Public Goods," UCLA Working

>

Paper{Number 14, June 1972 (to be published in The American Economic
Review).
D. Foley, "Lindahl's Solution and the Core of an Economy With Public Goods,"

Econometrica, Jan. 1970, 38, 66-T2.

M. McGuire, "Group Segregation and Optimal Jurisdictions," mimeographed paper
prepared for the meeting of the Committee on Urban Economics, Toronto

1971 .
C. Tiebout, "A Pure Theory of Local Expenditures," Journal of Political

Economy, October 1956, 6k, Li6-Lkal.



