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This paper studies the choice between centralization and decentralization of fiscal policy in a political
economy setting. With centralization, regional delegates vote over agendas comprising sets of region-
specific projects. The outcome is inefficient because the choice of projects is insufficiently sensitive to
within-region benefits. The number of projects funded may be non-monotonic in the strength of project
externalities. The efficiency gains from decentralization, and the performance of “constitutional rules”
(such as majority voting) which may be used to choose between decentralization and centralization, are
then discussed in this framework. Weaker externalities and more heterogeneity between regions need not
increase the efficiency gain from decentralization.

1. INTRODUCTION

There is, in many countries, continuing discussion over the desirable degree of fiscal
decentralization. For example, in the United States, there has been debate about the appropriate
sharing of tax and expenditure powers between Federal and State governments since the drafting
of the U.S. Constitution (Inman and Rubinfeld (1897 In Canada, similar debates have been
made more acute as a result of Quebec separatism (Jastaiof1986)). In the European Union,

the principle of subsidiarity, introduced in the Maastricht Treaty, “remains vague and capable of
conflicting interpretations” (Beggt al. (1993)).

The earlier literature on decentralization, and in particular Oates’ seminal work (Oates
(1972)) gave the following account of costs and benefits of decentralization. Sub-central
governments may find it hard to coordinate to internalize inter-jurisdictional externalities, or
to exploit economies of scale, in the provision of regional public goods. On the other hand,
the cost of centralization is less “responsiveness” to the preferences of regions in the choice
of type or quantity of public good by government. Specifically, in Oates’ work, the cost of
centralization was modelled pslicy uniformity i.eit was assumed that if a regional public good
were provided centrally, it would be provided at the same quantity per capita in every tegion.
This leads to the conclusidifOates’ “decentralization theorem”), that there is an efficient level
of decentralization of the provision of a public good, where the additional benefit from less policy
uniformity is balanced by the loss due to less efficient internalization of externalities.

While providing important insights, Oates’ account suffers from the probltmat the
hypothesis of “policy uniformity” is not derived from any explicit model of government
behaviour. Indeed, explicit models of collective choice tend to give a different account of

1. Other authors have extended this policy uniformity outcome to other instruments such as taxgdtest¢n
and Roland (1997)).

2. See p. 35 of Oates (1972).

3. Itis also not consistent with the evidence in that, typically, spending by central governments is not uniform
across regions in per capita terms. For example, the formulae used to allocate U.S. federal block grants depends not only
on population, but also on income per capita, tax raising effort, and several other factors (Boadway and Wildasin (1984)),
and this is also true of other countries with formula-based intergovernmental grants (Costello (1993)).
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what might happen with centralized provision of local public goods. For example, the large
“distributive politics” literature on the centralized provision of local public goag.{Veingast
(1979), Shepsle and Weingast (1979), Ferejohn, Fiorina and McKelvey (1987)) tends to conclude
that local public goods will only be provided to “minimum winning coalitions”, rather than
uniformly.

However, the distributive politics literature cannot be applied directly to refine Oates’
argument, as it does not model the benefits of centralization that arise from the internalization
of externalities. The first objective of this paper is to integrate these two literatures, by
formulating a model where (i) with centralization, legislative behaviour is rigorously modelled,
with the primitives being legislative rules, rather than outcomes; (ii) externalities between regions
generated by region-specific projects give some rationale for centralization. A second objective
is to apply this model to study the nature of the inefficiency of centralized decision-making, and
derive conditions under which decentralization may be more efficient.

Absent externalities, our model is in many respects standard in the distributive politics
literature. Specifically, every region has a discrete project which generates both intra-regional
benefits and external benefits (or costs). All voters within a region are identical, but regions
may vary both with respect to the cost and the benefit of their project, and in the externalities
they impose on other regions. With decentralization, regions both choose and finance their own
projects. With centralization, regional delegates form a legislature, which then decides on which
projects are to be financed out of the proceeds of a national incorfie tax.

In this legislature, the policy space is multi-dimensional and so majority voting is generally
not transitive. So, we proceed by imposing some minimal rules on the legislature. Specifically,
delegates first propose alternatives (bundles of projects) for consideration, and then, all proposed
alternatives are then voted on according to an amendment agenda. Following Ferejohn, Fiorina
and McKelvey (1987), we assume that the agenda must have the feature (very widely observed
in practice) that a distinguished status quo alternative exists, which we take to be the alternative
of no project in any region. With a distinguished status quemy‘ agenda must have the
feature that the last vote fits the bill as amended against the statiqlgerejohn, Fiorina and
McKelvey (1987)). These legislative rules describe a multi-stage game played by the delegates.
The equilibrium outcome is a set of projects chosen for funding.

In general, the equilibrium set of projects will depend on the order of items on the agenda.
This is undesirable as then the predicted outcome with centralization will depend on the fine
detail of the legislative process. Our first reSudtates that with a distinguished status quo,
the order of the alternatives on the agenda is in famjevant if there exists a Condorcet
winner (CW) in the subset of policy alternatives that are preferred to the status quo; in this
case, the only possible equilibrium outcome is this “restricted” CW. We then establish some
assumptions on the structure of the externalities under which there exists a unique restricted CW.

The nature of this restricted CW is the following. Every regioimposes anet spillover
on every other region, which comprises the project spillover, mini/s tax share of the cost
of fundingi’s project. By assumption, all regions agree on the sign of net spillovers. If all net
spillovers are negative, the restricted CW funds projects in the simple majority of regions whose
projects impose the smallest net spillovers (in absolute value) on the others. Otherwise, it funds
the set of regional projects whose net spillovers are all positive.

This characterization of the outcome with centralization has two important implications.
First, the set of projects funded iasensitive to within-region benefit§o, we can justify

4. We extend the distributive politics literature by not requiring this tax to be levied at a uniform rate across
regions.
5. This result is a generalization of Theorem 1 of Ferejohn, Fiorina and McKelvey (1987).
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rigorously the widely-made assertion that centralized government is less sensitive to the “tastes”
of citizens than decentralized governmérecond, the number of projects funded is not
everywhere monotonic in the number of projects with positive net spillovers: when this number
rises from zero to one, the number of projects funfidid.

Building on this characterization of the centralized outcome, the second contribution of the
paper is a thorough investigation of the efficiency gains from decentralization, both in the sense
of aggregate surplus, and in the Pareto sense. Oates (1972) showed that if policy uniformity is
assumed, the surplus gains from decentralization are higher when (i) regions are heterogenous
and/or (ii) inter-regional spillovers are small. In our model, where policy uniformity is not
exogenously assumed, it is not obvious that these results should extend. We find that while
conditions can be found under which they do, there are some important qualifications.

First, the gain in surplus from centralization is not necessarily everywhere increasing in
the size of the externality; this is related to the non-monotonicity of project funding as net
spillovers increase. Second, the conditions under which increased heterogeneity increases the
efficiency of decentralization are quite stringéiiinally, we find that centralization only Pareto-
dominates decentralizationd. all citizens prefer the first arrangement) when all net spillovers
are positive and there is minimal heterogeneity between regions, but by contrast, even if there are
no spillovers someregion will strictly gain from centralization, so decentralization canerbe
Pareto-preferred in this ca8@his is because the cost-pooling will always benefit some high-cost
region.

A third contribution of the paper is to study the choice of constitution by majority and
unanimity rule. If project costs are sufficiently heterogenous, a majority will always prefer
decentralization when there are no spillovers. Conversely, when all net spillovers are positive,
and there is minimal heterogeneity in costs, a majority prefers centralization.

The rest of the paper is laid out as follows. Section 2 reviews some related literature
while Section 3 exposits the model. Section 4 analyses political equilibrium under centralization.
Section 5 derives conditions under which centralization or decentralization is the more efficient.
Section 6 considers issues of constitutional design. Section 7 considers the robustness of the
results to various extensions of the model, and also discusses applications. Section 8 concludes.

2. RELATED LITERATURE

There is already a body of wotkvhich addresses (explicitly or implicitly) the choice between
centralization and decentralization, while taking a political economy approach to the modelling
of government behaviour (Alesina and Spolare (1997), Bolton and Roland (1996, 1997), Cremer
and Palfrey (1996), Ellingsen (1998), Besley and Coate (1997)). However, Alesina and Spolare

6. This equilibrium benefit-insensitivity is closely related to Olson’s (1986) concept of “internality”: As he says,
“the gains from providing a local public good of exogenous domain can greatly exceed the costs of providing it, but with
a unitary national jurisdiction, the number of losers from the national taxes that would finance the public goods will be
far larger than the number of gainers. Thus the provision of the local public good will fail to command a majority of the
larger jurisdiction”.

7. This is consistent with the results of Wallis and Oates (1988) and others, who do not find any strong evidence
that linguistic and ethnic heterogeneity lead to greater fiscal decentralization.

8. Infact, we prove a stronger result: decentralization can never be Pareto-preferred if every project that is funded
under decentralization is also funded under centralization.

9. One should also note the work of Edwards and Keen (1996) and Seabright (1996), where government is
modelled as a Leviathan. The problem with such models of government behaviour, however, is that they are not based
explicitly on the primitives of voters, legislative rules and the principal-agent relationship between voters and bureaucrats.
There are also a number of papers which model government as welfare-maximiziegy(€zdllaud, Gilbert and Picard
(1996), Gilbert and Picard (1996), Klibanoff and Poitevin (1996), Seabright (1996)). The challenge for these papers is
to explain why decentralization might ever be welfare-superior to centralization; if central government can precommit, it
can always replicate the decentralized outcome.
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(1997), Bolton and Roland (1997) and Cremer and Palfrey (1996) follow Oates in assuming that
centralized policy is uniform?

Bolton and Roland (1996) and Ellingsen (1998) depart from Oates’ assumption, but in
settings where there are two regions (or groups) of unequal size, so the larger group dictates
policy. In Ellingsen, the policy decision is the level of expenditure on a pure (national) public
good, so if it is provided at a given level in one region, it is also provided at that level in the
other region de factouniformity). Bolton and Roland (1996) analyse a model where two groups
of agents value different public goods, and one group is larger than the other, so only the public
good of the majority is provided—agaide factouniformity.

Finally, there is the independent contribution of Besley and Coate (2000), which is much
closer to this paper. In fact, the two papers are very complementary. First, unlike this-haper,
Besley and Coate (2000) focus on the rolestrhtegic voting for delegate® the legislature.
Specifically, in their model, populations in regions are heterogenous, and any citizen may stand
as a candidate for election. So, voting in a delegate with a strong preference for public spending is
a precommitment mechanism that allows that region to capture more of the available tax revenue
for its own projects. This is a source of inefficiency with centralized provision.

Second, in order to focus on strategic voting, Besley and Coate assume just two regions,
and very special rules of operation of the legislattfr@®y contrast, in this paper, we study a
many-region model where the rules of operation of the legislature are the minimal ones needed
to ensure a determinate outcome, given the underlying intransitivity of majority voting over the
policy space.

This difference in approach generates differences in conclusions. For example, Besley
and Coate show that if regions are identical, then decentralization produces a higher level of
economic surplus when spillovers are small enough (Proposition 2 in their paper), and therefore
Pareto-dominates centralization. In contrast, Proposition 4 below shows that in our setting,
decentralization can never Pareto-dominate centralization, even when spillovers are zero.

3. THE MODEL
3.1 Preliminaries

There are an odd number= 1, ..., n of regions or districts each populated by a number of
identical individuals with a population size normalized to unity. In each district there is a discrete
projectx; € {0, 1} which if undertaken(x; = 1), costsc; units of a divisible private good. The
project in regiori generates benefit for residents of, and also external benedif for residents

of regionj # i. By definition,g; = 0. The externalityej; may be positive or negative. We also
assumdy; # ¢ to avoid dealing with non-generic cases that complicate the statement and proof
of results.

10. In Bolton and Roland (1997), the centralized case is what they call “unification”, in which case policy
(an income tax) is uniform across two regions. In Cremer and Palfrey (1996), an abstract policy variable is set at the
same level in every region with centralization. Alesina and Spolare (1997) consider a model where the number and
geographical size of units of government is determined endogenously, but within the borders of each unit, policy (the
level of government services) is uniform.

11. We abstract from this important issue in our model, by assuming that the population within any region is
homogenous.

12. They consider two scenarios, the non-cooperative and the cooperative. In the first, each of the two delegates
to the legislature (there are only two regions in their model) is chosen as agenda-setter with probability 0.5, and then
chooses public good levels in both regions to maximize his own utility only. In the cooperative case, the legislature is
assumed to maximize the sum of utilities of the two delegates.
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LetF = {i € N | x; = 1} be the set of regions that have funded projects. Then all residents
of regioni have identical preferences ovérand the private good of the form

. bi+yi+2j€,:e,j ifi € F,
LY X er A ifi ¢F,

wherey; is the level of consumption of the private good. Note at this stage, our modelling of
externalities is completely general, except that utilities are assumed additively separable in the
different external effects.

Aresident of regiom has initial endowment af; units of the private good. Every resident of
i pays an income tax levied at rdaten this endowment, either to regional or central government.
So, the budget constraint for any resident of regiaa y; = (1 — tj)w;j. So substituting this
constraint into (3.1), and suppressing the constan pive get

o b — tjwi —i—ZjeFaj ifi e F,
= —tia)i—i-zje,:aj ifi ¢F,

For future reference, note that however projects are funded, a project is effidgiehe benefit,
plus any externalities, exceeds the dast

b + ZjeN €ji > G. (3.3)

(3.1)

(3.2)

3.2 Decentralization

With decentralizatiodt* the project is funded by a regional income tax, so the regional budget
constraint igjw; = ¢ if the project is undertaken. So, from (3.2), the net benefit of the project
to any resident i¥%;, — ¢;. We assume a decision about the project is made by majority voting
over the alternativeg; € {0, 1}. So, as all agents in a region are identical, the outcome under
decentralization is simply that the projectiins funded ifb; > ¢;. So,D = {i |bj > ¢ } is the

set of projects funded under decentralization, and for future reference, note that the payoff to a
resident oi can be written

u

bi—c+> ipaj ifbi>g,
id—{ ' jep =l T (3.4)

- ZjeDaJ' if b <g.

Comparing the decentralized project funding rule with (3.3), it is clear that in the presence of
externalities, the outcome with decentralization is generally not efficient.

3.3 Centralization

We assume that in this cadmththe decisions about which projects to fund, and the setting of
a tax to fund them, are made by a legislature that comprised of delegates from all fégitres.
distributive politics literature assumes that it is a constitutional constraint that the income tax rate

13. In the sense of maximizing the aggregate surplus in the economy, which is well-defined, as preferences are
linear in income.

14. Obviously, in this simple framework, there is no difference (for a particular region) between decentralization
and secession. In a richer model, such as that of Bolton and Roland (1997), one can distinguish between the two, for
example in the degree to which factors of production are mobile.

15. This is the way that centralization is usually defined, but there are of course, two alternative lpadsabf
centralization; the first isentralized expenditurevhere projects are decided upon by central government, but are funded
by regions as in Section 3.2 above, and the seocemdralized fundingwhere projects are decided upon regionally, but
funded through a national tax (these alternatives are discussed in Lockwood (1998)).
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is uniform across regions. We will generalize this by allowing the legislature to set different taxes
across regions. So, the national government budget constraint is

ZieN tiw = Zjec Cj, (3.5)

whereC is the set of projects funded with centralization. Throughout the analysis, we will assume
that therelative tax rates ard; /tj exogenously fixed, although obviously the actual taxes will
vary with project provision. It follows from (3.5) that given a set of proje€tsany resident of
will pay tax of
ti wj
t|a)| —)\,| ZIGCCJ’ )\,| = ZleNtla)I’ (36)

so thati; is the (exogenousjost shareof residents of. In the special case of equal incomes
(wi = w) and a uniform taxt; =t,i € N), cost shares are equa. A; = 1/n. We will assume
only thati; > 0,i € N in what follows.

We make the reasonable assumption that the delegate from regiarst be drawH
from the (homogenous) population in that region, consistently with the citizen-candidate model
(Besley and Coate (1997)). Combining this with (3.1), (3.2), and (3.6), we see that the payoff to
both any resident of regidnand its delegate from any set of funded projéctis

bi —Ai Y ccCi+ DY ica; ifieC,

ut(C) = jeC ™) jeC =1 T 3.7
2 {_)‘iZjeCCJ+ZjeCaJ ifi ¢ C. 3.7)
This indicates that with centralization, there &n kinds of spillovers at work; the first are
the project spillovers, captured by the terags and the second are tlest-sharingspillovers
captured by the termis cj. Thus regiori benefits from a project in regionby thenet spillover

oij = &j — AiCj, i # .
By definition, oij = 0. Net spillovers play a crucial role in what follows. Indeed, we can
reformulate (3.7) more compactly as
bi —AiG +> i .coij ifieC,
¢C) = jeCTl
ui () {Zjecai] if i¢C.

The setC of projects is determined by voting in a legislature, as described below. The choice of
C will generally not be efficiente. will not satisfy (3.3), as is discussed in detail in Section 4.2.

(3.8)

3.4. Discussion

Several features of our model merit comment at this stage. First, we have chosen to work with
discrete regional public goods (projects). Discreteness is not unrealistic; many publicly funded
infrastructure projects, such as airports, roads, universiigsare discrete, although there is
often a range of options on the scale of the project. However, modelling variable scale gives
rise to additional problems: when projects are non-binas. ére variable in size), voting
intransitivities over the space of alternatives with centralization become more serious, and it
becomes correspondingly more difficult to find simple and unrestrictiegislative rules that

16. Of course, if voters in a region had differing preferences over projects, then the choice of delegate would be
non-trivial, and some explicit modelling of the procedure for the selection of a delegate would be appropriate. This issue
is pursued in Besley and Coate (1997).

17. Of course, if the rules are restrictive enough, an equilibrium will always exist, even with projects with infinitely
variable scale. For example, the legislative rules in the Baron—Ferejohn (1989) model define a game between legislators
which has a unique solution in this case (see Section 7.2 for further discussion of this model).
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will result in a determinate outcome (see Ferejohn, Fiorina and McKelvey (1987) for more
discussion).

Second, following nearly all the literattfeon decentralization, we have assumed that
Coasian bargaining between regions to internalize externalities is impossible or prohibitively
costly. In this context, there may be several reasons why this may be the case. For example,
the external benefits may be very diffusely spread across the population, as may happen with
infrastructure projects such as roads. Again, regional governments may not be well-informed
about the external benefits accruing to their residents. Finally, there may be no enforceable
mechanism for making side-payments at the regional level. An example here would be sulphur
dioxide pollution crossing state boundaries in the U.S.

Turning to centralization, we have assumed tleddtive taxes across regions are fixiee.
are not chosen by the legislature. While this significantly generalizes the usual assumption in the
distributive politics literature of a uniform tax across regions, it is the radihocassumption in
the model, and as such, obviously needs some justification. The first justification is the following.
In practice, individual tazodes(e.g. rates of tax, exemptiongtc) set nationallyare almost
always uniform across regions; ge factodifferential taxation of regions occurs only because
of their differing demographic and economic structures. Second, as shown in Section 7.1, if
relative taxes arendogenous i.ehosen by the legislature, there are multiple Condorcet winning
policies, each of them involving only one region paying the costlgdrojects. So, in this case,
we have multiple outcomes, none of them very plausible.

4. POLITICAL EQUILIBRIUM WITH CENTRALIZATION
4.1 Legislative rules and political equilibrium

The choice set of the legislature can be thought of as the set of sub$etdafwhere choice of
F € N means that projedtis funded iffi € F. Also, we writeF > G when at least as many
voters strictly prefelr to G asG to F; that is, =" is the weak binary preference relation over
N induced by majority voting? The corresponding strict binary relation is denotedby- G.
Finally, we will take thestatus qudo be a situation with no project in any regida,= ¢: this
is very natural if projects can only be built, not destroyedy @san be taken to incorporate all
previous projects.

Say that an alternative € A is aCondorcet winner ifC € A if F cannot be defeated
by anyG € K in a majority votei.e.if F > G, all G € K. Our space of alternatives is multi-
dimensional, and so one might conjecture that in general, no Condorcet winner (CW) will exist in
N. Infact, in the special case of our model without externalities, it is well-known that generally,
there is no CW in\/ (Ferejohn, Fiorina and McKelvey (1987)). Example 1 below shows that
there will also generally be no CW with externalities.

So, we must assume that the legislature has some rules for structuring voting. Following
Farquarson (1969) and Ferejohn, Fiorina and McKelvey (1987), we defilagerdato be a
set of alternativesd = {F1, F», ..., Fk}, i € N together with a rule that specifies the way in
which votes over the alternatives are taken. Without much loss of generality, we restrict attention
to amendment agendawer A. An amendment agenda is simply a permutation of the list of
alternativegF1, Fo, ..., Fx),i.e.(Gy, G2, ..., Gk), plusa sequence d&f— 1 votes or ballots. At
the first ballot, all delegates vote @y vs. G, and the winner (by majority vote) is then paired
with Gz in the second ballot, and so on. Finally, say that an agenda is an amendment agenda

18. An exception is Klibanoff and Poitevin (1996).
19. Thatis, # |uf(F) > uf(G)} > #i [u°(G) > uf(F)}. Note that in defining this preference relation, we are
assuming that voters who are indifferent betwé&eis abstain.
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with a distinguished status quibthe status quo is added at the end of the list of alternatiees
(Gy, ..., Gk, 0). Given A4, there again ark! possible amendment agendas with a distinguished
status quo. More formally, let : K — K, K = {1, ..., k} be a permutation function, arid be
the set of all such functions. So, following Banks (1985), any amendment agenda is characterized
by ar e I1; specifically,z (i) is the position of alternativ€; on that agenda, sB1 = F, -1y,
G2 = Fr1(p etc.

The legislative rules studied in this paper can then be described as follows:

Stage 1 Delegates € N simultaneously propose sefs C N of possible alternatives for
consideration. The set of alternatives on the agendeasUicn Aj, with A = {F1, Fo, ..., F}.

Stage 2 Delegates vote in the — 1 ballots in the amendment agendac IT with a
distinguished status quo.

So, for a fixedr, our legislative rules comprise kastage game played by the delegates
(the proposal stage, and the- 1 ballots). We assume that weakly dominated strategies are not
played in the voting subgarfiéof Stage 2. Call any subgame-perfect equilibrium of the game that
satisfies this restriction political equilibrium The political equilibrium will imply a particular
choice,C, of a set of projects to be funded, and we refeCtas thepolitical equilibrium outcome.

We take this to be the outcome under centralization.

The legislative rules described above are rather general. First, thegrapgeten the sense
that we allow for endogenous choice of items to be placed on the agenda. Second, the structure
of the agenda is quite general, in the sense that the alternatives (other than the status quo) can
be on the agenda enyorder. Third, as emphasized by Ferejohn, Fiorina and McKelvey (1987),
the feature of the status quo being the last item on the agenda is found in almost all legislatures
in practice. In practice, it arises when a bill is proposed, amendments to the bill are voted on, and
finally the (possibly amended) bill is moved.

The second reason—apart from its empirical importance—why we assume a distinguished
status quo is that without it, if there does not exist a CWirit is well-known that the outcome
of the voting subgame will depend onin general (Banks (1985)), implying that the politi-
cal equilibrium outcome may depend on the particular choice of amendment ageyzhal4-
dependendeThis is a very undesirable feature of the model, as we wish to have a prediction of
the outcome under centralization that is independent of the detail of the legislative rules. The fol-
lowing result describes precisely to what extent a distinguished status quo eliminates the problem
of agenda-dependence. Assume that no region is indifférbatween any two alternatives:

AD. uf(F)#uf(G),allieN,F,GeN.

Finally, define\Vy = {F € N'|F > @} to be the set of those alternatives that beat the status quo.
Then we have?

Lemma 1. If AO holds, and W is the unique Condorcet winnerAfy, then W is the
political equilibrium outcome for allr € IT i.e. the political equilibrium outcome is agenda-
independent.

20. Note that in any political equilibrium, voters vot®n-myopically from the fact that the equilibrium is
subgame-perfect. The subgame-perfect voting strategy profile is sometimes known as sophisticated voting (Banks
(1985)).

21. Note that ag, G may only differ in one project other thafs, A0 implies thatjj # ok alli, j, k € N with
i # ] # k. We will also assume that; # O for convenience.

22. This, and all subsequent results, are proved in the Appendix, where a proof is required.
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This lemma is a generalization of Theorem 1 of Ferejohn, Fiorina and McKelvey (1987)
to the case of externalities, and endogenous agenda formatiostgge 1 above). It says that a
distinguished status quo eliminates agenda-dependence in environments when there is a unique
CW in \. The intuition is simple: first, iiV is on the agenda, it is always the unique outcome of
the voting subgame, as no other alternative can simultaneousiy\baatl the status quo. Given
this, some voter always has the incentive to put it on the agenda at stage 1. For suppose not; then,
the political equilibrium outcome will be some # W. But F must also be weakly preferred
to the status quae. be in V. So, asW is the unique CW inVy, it must be true thatv >~ F,
implying that at least one voter preféféto F. This voter then has an incentive to propd¥eat
stage 1.

Our next task is to find conditions that will ensure that there is a unique C¥jjiand to
characterize this CW. Less interested readers may skip directly to Section 4.3.

4.2. Conditions for a unique Condorcet Winnerif

We begin by making two quite weak assumptions. The first says that each region derives a greater
benefit from its project than its share of the cost under centralization:

Al. b > AiG,i € N.

Next, take two regions, j. We assume thatgets a positive net spillover from a third regikn
iff j doesi.e.all regions agree on thegnof net spillovers from projects:

A2. oik >0 ojk > 0,alli, ke Nwithi 5 j #k.

As the cost-sharing spillover is negative, A2 is automatically satisfied if all externalities are non-
positivei.e. gj < 0. We can now defindl* = {j e N |O'ij >0, Vi #j }to be the set of regions
which all regions agree have positive net spillovers, andiet # n*. Also, letm = (n+1)/2.

Our first result is:

Lemma 2. Assume that®-A2hold. Thenif > m, N* is the unique Condorcet winner
in ' (and therefore\y).

The intuition here is simple. As the net spillover from every projedtiinis positive every
region prefersN* to some proposal that gives projects to fewer regions. Also, a majority of
regions {.e.alli € NT) preferN™ to a proposal that gives projects to more regions, as the net
spillover from any projectij ¢ N* is negative. Consequentl* beats every other alternative
in V. This result doesiot generalize to the case where only a minority of the projects have
positive net spillovergm > n* > 0), as the following example shows.

Examplel. Assumen = 3, = 3, gj = 05,i # ], andcl_l Cr =2, 03=3 b =
2. So, net spillovers arg; = 0-5—¢;/3, ] # i, implying oi1 = 6, Ojp = 6, 0i3 = —%
SoN* = {1}, and thusn* = 1 < 2 = m. Now, from (38), payoffs from any seE of funded
projects are
c _ 2—Ci/3+2je|:oij ifi e F,
“WF)—{ e Ol ifi ¢ F.
Define the non-empty alternatives M as:N = {1,2,3}, A = {1,2}, B = {1,3}, E =
(2,3}, Nt = {1}, F = {2}, G = {3}. Then it is easy to check using payoffs in (4.1) that

4.1)
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regions 1, 2, 3 have the following rankings ov€r

1:NT>1A>1B>1N>=1@>1F>1G>1E,
2:A>2F>2N> E>>NT >0 >2B >>G,
3:B>3N53G>3E>3N+>3A33@>3F.

Then the set of those alternatives that beat the status quo in majority vote is
Ny={GeN|Gx>0@={A B E,N" N}

It is then straightforward to check that given the above rankings, there is no GVY.iFirst,

as externalities are uniform, no alternative with two projects that does not minimize total project
cost can be a CWe. A > B, E. Finally, there is a cycle in the remaining alternativesvit N

> A> N> Nt

Intuitively, the voting cycle inNj arises for the following reason; only project 1 has a
positive net spillover, so on externality grounds, a majority of delegates all prefer just this one
project to be funded, rather than two projects, and two projects, rather than three, but projects 2
and 3 have high benefits for the regions concerned, so a majority also prefer all projects to be
funded.

The example also makes clear however, that the only way that this cycle can be avoided is
by makingeither delegate 2 or delegate 3 prefdr = {1} to N = {1, 2, 3}, for examplé3, by
loweringb, or bs. For then, as delegate 1 preféts to N, we would haveN™ > N, breaking the
cycle and makingN ™t the CW. The following assumption extends this reasoning to the general
case:

A3. If1 <n* < m, then for anyL such that# =1 > m, at least — (m — 1) of the
delegates$ < L strictly preferN* to L.

Assumption A3 ensures that when a majority of net project spillovers are negative, within-
region benefits are not so high so that any majority of regions all prefer projects in their regions
to be funded in preference to the $ét of projects. It is easily checké@that in Example 1
above, A3 reduces to the requirement that either delegate 2 or delegate I\orefeN.

Given A3, we can now show that a CW emerges even wher m :

Lemma3. If 1 < nt < m, and in addition A&-A3 hold, then N is the unique
Condorcet winner inV.

Note however, that under the conditions of Lemma 3, projects are only funded in a minority of
regions (and possibly only one!).

We now turn to the case where all projects have negative spillgners= 0). Here, we
assume that all regions have the satnal ranking of net spilloverse.

M. ok > oy & ojk > oj,all(, j), (k1) e N x Nwithi, j £k, 1.

23. Fori = 2,3 to preferN™ to N, we need eithelp, — 2/3+1/6 — 1/2 < 1/6, orbz — 1+ 1/6 — 1/6 < 1/6,
which reduce tdx, bz < 7/6.

24. Note that in the examplé, = A, B, E or N. In the first case, wheln= 2, at least 2- (2 — 1) = 1 delegates
inL = A, B, E must strictly prefeN* = {1} to L. By the argument in Example N7 is preferred by a majority to
A, B, E so this certainly holds. In the second case, when3, at least 3- (2 — 1) = 2 delegates ilN = {1, 2, 3} must
strictly preferN+ = {1} to N. By the argument in Example N7 is preferred by delegate 1 8. So, A3 requires that
one of delegates, 3 preferN+ to N.
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Note that this is automatically satisfiednif= 3. Given A4, we can define unambiguously
the m regions with the net spillovers that are least damaging for other regions. Without loss
of generality, order the regions by decreasing net spillexeri < j < ok > oy for all
i,j,k €e Nwithi # j # k. By A2, A4, this ordering is well-defined and unique. Then let
M ={1,2,..., m}. For example, if there are no externalitieg (= 0), M is simply the set ofn
regions with lowest project costs, as thapn = —AkG;.

Our next assumption just says that all regions M strictly prefer alternativeM to the
status quoFormally, using (3.8), this requires:

AS. bi —AiG + X jemaij >0, i e M.

Assumption A5 places a lower bound on the spillovers between membéfts of conversely,
on theb;. For example, if there are no externalities; = —Aicj) then A5 just requires
miniem (B /2;) > ZjeM cj. Then we have:

Lemma 4. Assume that®-A2, A4, A5hold. If nt = 0, then there is no Condorcet winner
in A/, but M is the unique Condorcet winner iN.

The intuition is as follows. First, when net spillovers frat projects are negative, the
proposalM beats any proposal that gives projects either to more regions, or to a different set of
m regions. But, neverthelesb] cannot be a CW, as it is beaten—for example—by a proposal
that only gives a project to regions in a subsetfBut, this last proposal imposes a negative
net spillover on a majority of regions, and so is then beaten bgtttas quo.

Finally, we comment on Assumptions AO-A5. First, note that Assumptions AQ, Al, A2
are needed for all results, whereas A3 is needed for Lemma 3, and Assumptions A4, A5 are
needed for Lemma 4. Example 1 shows why A3 is required. Assumption AO holds generically.
Assumptions A4, A5 could be relaxed somewhat, but at the cost of greater complexity (see
Lockwood (2001)). This leaves Assumptions Al, A2. An Example in Appendix A.1 shows that
when A2 is violated, generally, there may not be a CW eveljjnthe set of those alternatives
that are not beaten by the status quo. Assumption Al is made for convenience only.

Taken together, these assumptions still allow a reasonably rich structure of externalities. For
example, AO-A2, A4, A5 are consistent with the case of negative “atmospheric” externalities,
such as greenhouse gas emissions, under certain parameter restrictions. Suppose that a project
in region j emits amounts; > O of greenhouse gasses, and the damage to regfoym
aggregate emissionsds Z]-E,: 8j. In this casegj = —a;jdj, and, assuming equal cost-sharing,
oij = —(8j +cj/n). Then, A2 is automatically satisfied, and A5 is also satisfied it «;.

4.3. The outcome with centralization

We can now combine Lemmas 1-4 as follows. Lemmas 2—4 assert that if AO—A5 hold, the
conditions of Lemma 1 are satisfied whdh= N+ or W = M as appropriate, so we hate:

Proposition 1. If AO-A5 hold, then there is a unique political equilibrium outcome C,
where C= NTif nt >1,andC= M ifnT =0.

25. Note that, we only need a distinguished status quo in the case of negative spillovers. As a “global” CW exists
with at least one positive spillover, in that case voting am@yagenda would yiel€ = N*.
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Proportion of projects funded

A

m/n

1/n

FIGURE 1

The proportion of projects funded when externalities are uniform. Note: bold line denotes the proportion of projects
funded as a function of e

Proposition 1 has the following striking implicatioA%First, it is clear from the definitions
of N*, M that we havebenefit-insensitivityf the outcome; specifically, the set of projects
undertaken in political equilibrium, being™* or M, is determined entirely by the spillovers, and
is thusindependendf the local benefitd; of the projects (subject to Al, A4 being satisfied).
This makes precise the idea, expressed in Oates (1972) and elsewhere, that centralization means
that decisions are less responsive to regional preferences.

A second implication is clearest when we assume that externalitiemdcem i.e. ¢ = e,
i,j € N, j # i and cost shares are equa. »; = 1/n, i € N. In this case, w.l.0.g. order
the regions by increasing project co®. ¢ < ¢ < ...cy (no two project costs can be the
same by AQ). Then, clearl\™ = {i ¢ N|e—¢/n > 0}. So, ifckp1/n > € > ck/n, then
Nt = {1,2,...k}, so exactlyk lowest-cost projects will be funded in political equilibrium.
Also, if e < c1/n, them lowest-cost regions will get projects. So, it is clear that the number of
projects funded, @ = c, is non-monotonién the size of the externality, as is shown in Figure 1.
Specifically, when the spillover is of intermediate siie.(c;/n < € < ¢n/n), ¢ actually falls.
As remarked above, the intuition is that with intermediate externaldlesegions may prefer the
funding of projects in a few very low-cost regions to gtatus quowhereas when externalities
are very low (or zero) thetatus quacan only be defeated by a “minimum winning coalition”.

26. This result extends Theorem 1 of Ferejohn, Fiorina and McKelvey (1987) in two directions. First, we allow
for project spillovers, and second, we allow for endogenous agenda formation. In our setting, their result was that with
gj = 0, proposaM is the unique outcome of the voting subgame described in 4.1 above, whatever other motions were
on the agenda.
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4.4. Political economy vs. policy uniformity

We can compare this political equilibrium to the outcome in our model under Oates’ assumptions
of policy uniformity and a benevolent social planner. Here, policy uniformity requires that either
all projects are undertaken, or none of them are. So, as utility is transferable, a social planner
would opt for all projectF = N) over no projects iff the sum of utilities frotk = N is

positivei.e.
ZieN(bi -G+ ZieN ZjeN G = 0.

Because projects are discrete, policy uniformity would appear very suboptimal. However, it is
easy to show (along the lines of the examples in Section 5 below) that under some conditions, it
may yield higher surplus than both the outcome of the political equilibrium under centralization,
and decentralization. In particular, policy uniformity is sensitive to benefits in a way that the
political economy outcome with centralization is not.

5. WHEN IS DECENTRALIZATION MORE EFFICIENT?

Now that we have characterized the outcome of the political process with centralization, we are
in a position to assess the relative efficiency of centralization and decentralization. The earlier
literature usually defines efficiency in the sense of the maximization of aggregate $ursum

of utilities.?” The informal conclusions of this literature are that decentralization yields a higher
level of surplus than does centralization if (i) inter-regional externalities are small; (ii) regions
are relatively heterogenous. For example, on (ii) Oates (1972, p. 37) says: “the welfare gain from
the decentralized provision of particular local public good becomes greater as the diversity of
individual demands within the country as a whole increases”.

In this section, we investigate whether these results carry over to our model. It is not obvious
that this should be so, as here the cost of centralization is not policy uniformity, but rather
insensitivity of decision-making to project benefits. We find that while conditions can be found
under which both statements are true, there are some important qualifications, especially in the
case of heterogeneity. We also consider an alternative and stronger definition of efficiency. If
the aggregate surplus is greater under decentralization, then decentralization is unambiguously
potentiallyPareto-preferred. But this is only of interest if lump-sum transfers between regions are
possible at the point where the choice between centralization and decentralization is made. So,
we also investigate under what conditions (de)centralization is Pareto-preferred without lump-
sum transferge. unanimously preferred.

5.1 When is decentralization potentially Pareto-preferred to centralization?

Denote by W9, W¢ the aggregate surplus (sum of utilities) from decentralization and
centralization respectively. The following way of writing these surpluses is illuminating. First,
from (3.4), we see that

d _ . :
WY = E N maxb; — ¢, 0} + E IeN E jeDaJ-
Also, after simple arrangement of (3.7),

W = ZieN X" (b _Ci)+ZieN Zjecai’

27. For this to be well defined, individual utilities must be linear in income (transferable utility). This is usually
the case in the formal modelling, as it is in this model.
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wherexic =1iff i € C. So, the gain in aggregate surplus is

We—we =3 imaxb— i, 0 —xC b —c)l+ ) (30 e =Y ei)- 6B.D)

The first term in (5.1) captures the fact that decentralization is always more responsive to regional
net benefits from projects, and is always non-negative.

The second term involving project spillovers only, may be positive or negative.
Decentralization is inefficient here in the sense that project externalities are not internalized at all
(D does not vary with thej ). Centralization may be more efficient as project externalities are
partially internalizedthrough the legislative process (from PropositioiClis increasing in the
number of projects with positive net spillovers as longnas> 0).

We first turn to the question of when decentralization or centralization is the more efficient.
First, we can prove the following:

Proposition 2.  Assume that 8-A5 hold. If there are no project spilloversi{e= 0), then
decentralization is more efficient &= W¢) and strictly so unless B= M. If project spillovers
are positive and large enough in the sense thatzDN ™, then centralization is more efficient
(W9 < W¢) and strictly so unless B= N+,

This result establishes that when project spillovers are zero, decentralization is more
efficient, but when project spillovers are large and positive (in the sense that the number
of projects with positive net spillovers exceeds the number of projects funded under
decentralization), centralization is more efficient. Note there is an asymmetry here—it is not
generally the case that centralization is more efficient when project spillovers are large and
negative.

One might conjecture from this result that the gain to centralization woukvbeywhere
non-decreasing in the number of projects with positive externalities. In fact, this is not the case,
as the following example shows. The intuition is related to the non-monotonicity of the number
of projects ine discussed above in the case of uniform externalities; specifically, in the example,
an increase in the externality magducethe set of projects funded with centralization, while
(by definition), leaving the set of projects funded under decentralization unchanged.

Example2. The example has five regions. We assume uniform externalities, equal cost
sharesg; =1, co=1+¢, 1/5>e>0,c3=3, 4 =4, c5s=5 by =by=byg=Dbs =
6/5, bz = 29/10. So, costs and within-region benefits are suchEhat {1, 2}. To analyse the
case with centralization, we first proceed on the assumption that AO—A5 are satisfied, and then
check that this is the case.

Recall thatsj; = oj = e— ¢j/n. Initially e = 1/10. So a® < ¢1/5,0j < 0,all j € N, so
nT = 0, and from Proposition I = {1, 2, 3}. Then

WC —WI9 =bg—c3+4e=—-01+4(01) > 0,

i.e. centralization is strictly more efficient. Now let increase toe¢ = 1/5 + § so that
c2/5 > € > ¢1/5, sont = 1. Then, assuming A3 is satisfied, from Propositio€ 1= {1}, so
now

We—W9 = 46 —(p—cp) = —-1—45 +¢ <O.
So, in this exampleW® — WY is not everywhere non-decreasingen

It remains to show that AO—A5 hold in this example for both values. dfis clear that A1
holds, and AO holds as long as# ¢ /5. As externalities are uniform, A2, A4 are satisfied. A5
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requiresh; +2e > 1+ ¢/5, i =1, 2, 3, which clearly holds. Finally, it can be shown (proof on
request) that A3 is satisfied.

We now turn to investigate whether decentralization becomes more desirable as regional
characteristics become more heterogenous. The first issue is how to measure heterogeneity. As
regions differ in cost and benefit characteristics, at first sight a natural definition of increased
heterogeneity might be a mean-preserving spread (MP&}harthe distribution of benefitgr
costs, or both, across regions. However, a moment’s reflection indicates that it is heterogeneity
of the net project benefitsy; = bj — ¢ that is important in Oates’s argument cited above;
for if all regions have the same net benefit, there is no efficiency loss from policy uniformity,
no matter how the gross benefits, or the costs, of projects vary across regions. Indeed, if we
measure heterogeneity in terms of net benefits, we can obtain a result, albeit under some stringent
conditions. We will assume:

P6. {wvklken is symmetrically distributed around zero.

Also, define asymmetricmean-preserving spread ¢iyx}ken to be an MPS of this
distribution that results in a symmetric distribution with mean zero. We will of course, only
consider the class of symmetric MPSs such that assumptions AO-A5 are satisfied both before
and after the chang®.Then we have:

Proposition 3. Assume that ®-A6 hold, and that either ()¢ < Oalli,j € N or
(ii) costs G remain fixed. Then the efficiency gain from decentralizatio,, VW<, does not fall
following a symmetric MPS in the distribution of the net project benffitken .

The intuition behind this result is as follows. Assumption A6, plus the construction of the
MPS, implies that net benefits do not change sign following the MPS; they rise (fall) only
in regions where they were initially positive (negative). So, the set of projects funded under
decentralizationD, is unchanged following the MPS. Also, (i) or (ii) implies that the set of
projects funded under centralizatidd, is unchanged following the MPS. Finally, the fact that
net benefits rise (fall) only in regions where they were initially positive (negative) implies that
the gain in “responsivenesgg. the first term in (5.1) cannot fall—and will usually rise.

Perhaps the most restrictive condition in Proposition 3 above is that net benefits are
symmetrically distributed with mean zero. However, both parts of this condition are necessary,
in that it is possible to find examples where a symmetric MPS in net benefits leatiItmahe
gain from decentralization when either part of the condition is relaxed.

Example3. Suppose that there are three regions ranked by increasingegastc, < c3)
with vy = v —3§, v2 = v > 0,v3 = v + §, (S0 that net benefits are symmetrically distributed, but
with positive mean) and —§ > 0O initially, and that externalities are uniform, wigh> c3/3, and
finally that cost shares are equal. So, it is efficient to fund all three projects. That is also initially
the outcome under centralizatio; = {1, 2, 3} ase > ¢3/3, from Proposition 1. It is also the
outcome under decentralization, gs> 0,i = 1,2, 3. Now increase (this is a symmetric
MPS in the distribution of net benefits), so tha2e < v — § < 0, and suppose that this change
takes place through changes in project benefits only. Then, project 1 is no longer funded under
decentralization, although it is still efficient (ag + 2e > 0). As neither costs, nor the size of

28. Inthe case of uniform externalities, the main requirement is from A&ﬁhat% Zj eMCj—C—(m-1e=
vj,1 € M.Butaslongag; <0,i =1,..., m — 1, A5 is consistent with A6.
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the spillover.e, have changed, centralization is still efficient, as before. So, now decentralization
is less efficient than centralization.

Now modify the example so thai < v2 = 0 < v3, i.e.net benefits have mean zero, but are
no longer necessarily symmetrically distributed. Suppose als@ih#&t 2e > 0 so it is efficient
to fund all projects. Initially, the set of projects funded under decentralizatidh is {2, 3}.
Now consider a (non-symmetric) MPS with changing to—§, with § < 2e andvz changing
to v3 + &, with the change taking place through changes in benefits only. Then following the
MPS, only the project in region 3 is funded with decentralization, but it is still efficient to fund
project 2 (as—§ + 2e > 0). So decentralization becomes less efficient. But by the previous
argument, centralization is just as efficient as before.

These examples indicate that Proposition 3 is unlikely to generalize significantly. So, the
belief that “increased heterogeneity” leads to increased relative efficiency of decentralization is
not generally confirmed by this model. The underlying reason is that in our model, the cost of
centralization is not policy uniformity, but lack of responsiveness of decision-making to project
benefits.

5.2 When is decentralization actually Pareto-preferred to centralization?

Proposition 2 above implies that when project externalities are zero, decentralization is more
efficient than centralization according to the aggregate surplus criterion, but when project
externalities are large and positive, the reverse is the case. One might conjecture that there
must be some way of choosing the remaining parameterd{thadc;) so thatall agents can
share in the relevant efficiency gdie. so that decentralization isnanimouslypreferred when
the spillover is zero, and centralizationusanimouslypreferred when it is large and positive.
Surprisingly, it turns out that only the second half of this conjecture is true. Moreover, the
condition required for it to be half-true is that both project benefits and project costs (not just
net benefits) are sufficiently homogenous.

Say that the regions arehomogenous there exists a number > 0 such that

b —b| <&, ¢ —T| < e, alli e N,

whereb = %ZieN b, T = %ZieN ¢; are average project benefit and cost respectively. We
assume thab = T. Finally, defineu’ = uf(C), whereC is defined as in Proposition 1. We then
have:

Proposition 4. Assume B-A5 hold. If all projects have positive net spilloveirs™ = n),
and D # N, then, there exists ary > 0 such that if the regions are-homogenous, with
g0 > ¢, then centralization strictly Pareto-dominates decentralizaﬁoﬁ > uid, i € N). But,
even if all projects have no spillovetsj = 0), then decentralization never Pareto-dominates
centralization(u? > uid, some ) if costs are sufficiently equally sharétl/n < 4; < 1/m, all

i € N).

Note first the striking result that even if there are no spillovemsneregion will strictly
gain from centralization, so the choice of decentralization can never be unardbis is

29. In fact, with equal cost shargs; = 1/n), the last result in Proposition 4 can be strengthened to the
following: if externalities are non-positive; < 0), or all projects funded under decentralization are also funded under

centralization D < C), u® > uid, some € N. So, in these cases, decentralization never Pareto-dominates centralization

(see Lockwood (1998) f'or details).
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because the gain though cost-pooling will always benefit some high-cost region. Second, we see
that with sufficient homogeneity across regions, and strongly positive externalities, centralization
is Pareto-preferred.

6. CONSTITUTIONAL DESIGN

At some initial constitutional design stage, regions choose between centralization and
decentralization. In practice, constitutional (re)design occurs through the political process, via
what Buchanan (1987) calls constitutional rules. Depending on the nature of the constitution,
reallocation of tax and spending powers may be decided upon by ordinary legislation in a national
parliament, or ma3f require formal constitutional amendment, which may in turn, require
referenda. In unitary states, such referenda may be only national, such as the 1975 referendum
in the U.K. to decide on membership of the European Union. However, in truly federal states,
constitutional amendment always requires, in some way or other, approval of a (super)majority
of the constituent states or regiotis.

In this model, as all voters in a given region are identical, and all regions have identical
populations, constitutional rules of this type reduce to a simple regional referendum: regions (or
their delegates) vote on thetatus quovs. the alternative, and thstatus quds selected unless
a proportio? of at leasta of regions prefer the alternative. We focus on two special cases;
ordinary majority rule(e = 0-5), and unanimity rulée = 1). We focus on the extent to which
Proposition 4 above extends to these two alternative decision¥ulsisthis stage, we do not
specify whether thetatus quas centralization or decentralization.

6.1 Majority rule

With majority rule, (de)centralization is selected if (of the regions that are not indifferent) a
majority strictly prefers (de)centralization. In this case, it is possible to find conditions, on the
distribution of costs onR#, sufficient for decentralization to be chosen when project externalities
are zero, and for centralization to be chosen when externalities are large. Say that cests are
homogenoud there exists a number such thatic; — €| < ¢, alli € N, wheret = % Yien G
Also, let 8y, be the median benefit in the distribution of benefits across regions. We have:

Proposition 5. Assume B-A5 hold andX; = 1/n,i € N. If there are no externalities
(&j = 0), and costs are sufficiently heterogenous % Z'jn:l cj) then majority rule selects

decentralization, whatever the status quo. If all projects have positive net spillavers: n),
Bm > C+ ZJGN/D gj, and d # m # n, then there is ag > 0 such that if costs are-
homogenous, withy > &, then majority rule selects centralization, whatever the status quo.

30. Constitutional amendments are used routinely in Switzerland, and less frequently in the U.S., Canada and
Australia, to reallocate tax and spending powers (Wheare (1963)).

31. Constitutional amendments in Australia and Switzerland require majority approval of the population as a
whole, and also majorities in all the regions (cantons), but in the U.S., approval of a superni@jehitgf the states is
required (Wheare (1963)).

32. Inthe event of a tie, we assume that the status quo is selected, which we take w.l.0.g. to be decentralization.

33. Of course, to the extent that constitutional revision is costly or infrequent, regions will takesateview of
project costs and benefits, and so from this perspective, regions will be more homogenous than at the stage when projects
are actually chosen. In the extreme case, one can imagine all regiong argeidentical, in which case (assuming
that behind the veil of ignorance, agents evaluate lotteries according to the expected utility criterion, Harsanyi (1953)),
agents will simply choose the alternative that maximizes the expected value, or equivalently the sum, of utilities. In this
case, every region would choose decentralizatiowif > WC under both unanimity and majority rules, in which case
decentralization or centralization would be selected given the relevant conditions in Proposition 2.

34. Plus a weak lower bound on the median benefit.
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For the case of large positive externalities, this result can be contrasted with Proposition 4:
whereas we needed homogeneitybioth costs and benefits to get a result about unanimous
preference, we need only homogeneity in costs and a weak condition on the median benefit to
get a result about majority preference.

6.2 Unanimity rule

In this case, we can state some results as simple corollaries of Proposition 4. Birst B, and

if the status quds centralization, then thstatus quowill neverbe defeated. Conversely, if the
status quds decentralization, then it will be defeated only if externalities are strongly positive
(n* = n) and preferences are sufficiently homogenous. So unanimity rule gives a very strong
advantage to thstatus quadn our setting.

7. SOME EXTENSIONS AND APPLICATIONS
7.1 Endogenous taxes

If taxes are endogenously chosen by the legislature, the legislature votes over the expanded set
of alternatives where taxes are unrestricted except that they must achieve budgetitalance

S= {(tl,-n»tn’ F) ‘Zin:ltiwi :ZieF ¢, FCN, ¢ em}.

The obvious (and well-known) problem here is thdiateverthe restrictions on externalities ,

there can be no CW iB. To see this, fix a set of projecks let S(F) be the subset of alternatives
whereF is fixed, and consider sonmee S(F). Thens can obviously be beaten l&f € S(F)

where ing/, the taxes for a majority of regions sare cut bys and the taxes of the remaining
regions raised to balance the budget. The same argument obviously applies even if we restrict
attention toS;, the subset of alternatives that beat $letus quan a majority vote.

One obvious objection to this argument is that it relies on the fact that there is no lower
bound on taxes. For example, suppose that we reduire 0 to prevent regions paying
themselves subsidies financed by taxes on other regions. Then, it is possible to show that for a
fixed F, there aren Condorcet winners iI5(F ), each of them involving complete expropriation
of one regiore.g. fwi = ) ;g G, tj =0, j #iif i is expropriated.

Assuming regioni to be expropriatedi.e. restricting attention to proposals i§ =
{(tr,....th, F) | tiwi = Y jcgG, F C N, tj =0, j # i}, one can then define net project
spillovers asoij = gj — Cj, okj = &j, K # i, and relative to these spillovers, Lemmas 2-4
continue to hold given the Assumptions AO—A5. So, given these assumptions, there will be a
uniqgue CWs in the subset of§ preferred by a majority of voters to the status quo. So, overall,
there will ben CWs(sy, ..., &) in the subset of preferred by a majority of voters to the status
quo, where théth CW has regiom funding all projects. So, even with “reasonable” lower bounds
on taxes, there will be no determinate outcome with majority voting.

So, with differentiated taxes, some much stronger structure must be imposed on majority
voting to ensure a determinate outcome. One such structure would be the legislative bargaining
game of Baron and Ferejohn discussed befoit.is, however, easy to show that in the one-
shot closed rule version of the game with differentiated taxes, and assuming a lower bound on
the taxes to ensure existence, the agenda-setter can use the differentiated taxes to extract all

35. Arather different approach to the non-existence of CWs when unrestricted transfers between voters is possible
has been taken by Myerson (1993) and Lizzeri and Persico (2001). They work with a Downsian framework where two
office-motivated parties can choose transfers between voters. Due to the non-transitivity of majority rule, there is no
political equilibrium, but equilibrium is restored if randomization over transfers is allowed.
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the surplus from the other regions, and so effectively becomes a social planner, choosing the
efficient (surplus-maximizing) set of projects. So, in this setting, the Baron—Ferejohn model is
“too” restrictivei.e. it ensures a determinate outcome with differentiated taxes, but does not allow
it to be inefficient.

7.2 Alternative models of legislative behaviour

In structuring majority voting, we have assumed a two-stage process; first, a (binary) agenda is
formed, and then voting takes place. The other leading model of legislative behaviour is the Baron
and Ferejohn (1989) model of legislative bargaining, which has been applied to public finance
issues by Persson (1998), Persson, Roland and Tabellini (2000) amongst others. This model
imposes much stronger restrictions on the behaviour of the legislature than we have made in this
paper. This is clear if we consider the “one-shot” closed-rule version of the Baron/Ferejohn model
that has been used by other authors in public finance settings. In this version, each legislator is
chosen with probability An to make a proposal which is then voted on in a pairwise comparison
with the status quoafter which the game ends. This is in contrast to our procedure, veliere
agents can make proposals, which are then voted on sequentially.

A second problem with the Baron/Ferejohn model—other than its restrictiveness—is that it
is possible that even when a Condorcet winner exists, alternatives other than the CW alternative
will be chosen in equilibrium. The reason is that the legislator who is selected to make a
proposal then chooses her proposal to maximize her payoff, subject to the constraint that at
leastm — 1 other legislators also prefer that proposal to $itetus que and the solution to
this constrained maximization problem need not be a®Wn example illustrating this point
is given in Lockwood (1998). In general, however it is possible to show that this divergence
between the CW outcome and the Baron/Ferejohn equilibrium outcome is negligiblewidien
large (Proposition 9 in Lockwood (1998)).

7.3 Vote-trading

It is often asserted that legislators have an opportdhfty “vote trading”, that is, an agreement
between two or more legislators for mutual support, even though it requires each to vote contrary
to his real preferences on some legislation (Ordeshook (1986)). A standard way of modelling
vote-trading is to suppose that legislators can form coalitions to coordinate their strategies.
Associated with any coalitio’® C N is a characteristic function i.ea set of feasible utility
vectors for that coalition. In our model (given the agenda-setting and voting procedure described
in Section 4.1 above), the set of feasible utility vectors $os defined as the set th& can
guarantee themselves by coordinating their agenda-setting and voting behaviour. Then, given the
characteristic function, the core of the voting game can be defined, and a point in the core (if the
core is non-empty) is an equilibrium with vote-trading.

More formally, say that-* < N is anequilibrium with vote-tradingf no coalition of
delegatess can form, and by co-ordinating their votes, achieve an alternative outGowigich
is strictly preferred toF* by all i € S. Then it is easy to prov8 the following. Assuming that
AO0-A3 hold, ifn™ > 0, thenF* = N7 is the unique equilibrium with vote-trading.

36. In particular, the proposer may wish to grant herself a project, even though a majority of other delegates may
prefer the proposerot to have a project.

37. Ifthe legislators could make monetary side-payments in exchange for votes, this could be analyzed in the same
way, and we would find that the efficient (surplus-maximizing) set of projects would be the unique choice. In practice, of
course, paying for votes is usually illegal.

38. See Lockwood (1998) for a formal statement and proof of this Proposition.
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So, in the event that at least one project has a positive externality, there is a unique
equilibrium with vote-trading, which coincides with the outcome of the voting game studied
above. This proposition has a striking implication thatif > 0, the outcome with vote-trading
is exactly the samas with no coordination between legislators. Specifically, coordination does
not allow legislators to incorporate the benefits of projects into the political decision-making
process. So, Propositions 2-5 of the previous section, concerning the relative efficiency of
(de)centralization, continue to hold.

7.4. Universalism in Congress

Our extension of the distributive politics model to allow for spillovers provides an alternative
explanation for the empirical phenomenon of “universalism” in the U.S. Congress. This refers to
the empirical regularity that packages of region-specific policies in the U.S., such as harbours,
urban renewal programmes, military procuremeit, funded by Congress provide benefits to
more than a bare majority of states (Shepsle and Weingast (1979)). This is regarded as a puzzle
because decision-making is by majority vote, not unanimity vote, so it might be expected that
only “minimum winning coalitions” of states might have projects funded (Inman and Rubinfeld,
199%).

The leading® existing explanation for universalism is that before the identity of the
minimum winning coalition is determined, €. behind a “veil of ignorance”) legislators prefer
universalism (all projects funded), rather than just a majority, and so legislators enter into an
implicit agreement to provide projects universally (Weingast (1979), Shepsle and Weingast
(1979), Niou and Ordeshook (1985)).

Our paper provides an alternative explanation for universalism. It is clear from Proposition 1
that when externalities are large and positing, may be close to or equal o, so (almost)
all regions will have their projects funded. So, in our setting, universalism arises not though
implicit cooperation, but through the fact that legislative rules allow for (partial) internalization
of externalities.

8. CONCLUSIONS

This paper has presented a model where the relative merits of centralization and decentralization,
and the performance of various constitutional rules for choosing between the two, can be
evaluated. One key feature of the paper is that in the centralized case, we present a fully
explicit model of a national legislature, where legislative rules, rather than behaviour, are taken as
primitive. An important finding is that the uniformity of provisionesdogenouslgetermined by

the strength of the externalities. When externalities are large and positive, an outcome closer to
universalistic provision, rather than just a bare majority of funded projects, will occur. Moreover,
this characterization of the behaviour of the legislature is robust to the introduction of logrolling,
and of different specifications of the legislative rules.

This model allows to investigate in detail both the relative efficiency of centralization and
decentralization, and of the performance of various constitutional rules for choosing between
them. To some extent, our analysis confirms Oates’ insights that decentralization is the more
efficient arrangement when externalities are small and/or regions are heterogenous. However, the
conditions required for increased heterogeneity to imply increased efficiency of decentralization
are strong, essentially because the cost of centralization is not policy uniformity, but inefficient

39. For an alternative explanation of universalism, see Groseclose and Snyder (1996).
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choice of projects due to cost-sharing and lack of responsiveness of the legislative process to
benefits.

One limitation of the analysis is that it only considers two regimes, one where decisions
about local public goods for all regions are centralized, and the other where they are all
decentralized. In practice, in many federal and unitary states, such as the U.K., some regions
(e.g.Scotland) have more fiscal powers than others. In future work, | plan to use the tools of this
paper to analyse this kind of partial decentralization.

APPENDIX

A.1. An example with no Condorcet winnet\fy when A2 is violated

Assumen = 3, = % ¢ =0,b =3,i =1,23,ande;» = —2.25,e13 = 2,1 = 2,603 = —2:25,e37 = —1.5,
e3»> = —1. Note that regions,3 do not agree on whether the externality from 1 is positive or negative, (and neither do
regions 12 agree about the externality from 3), so A2 is certainly violated.
Define the non-empty alternativesi as:N = {1,2,3}, A={1,2},B=(1,3}, E={2,3}, F = {1}, G = {2},
H = {3}. Then using the formula (3.7), it is easy to calculate that regions have the following rankings'over

ILB>1F>1N>1H>1 A>10>1E>1G,
2A>2G>y N> F>2E>>@>2B>oH,
I H>3E>3B>3N>30>3G>3F>3A

Then the set of those alternatives that are not beaten by the status quo in majority vote is
Ng={FeNI|F>=0}={A B E,F,H N}

Note from the regional rankings th&t < B, B < E,E < F, F < N, H < N, and finallyN < B, so that there is no
CW in V.

A.2. Proofs of Lemmas and Propositions

Proof of Lemmal. (a) Consider first the voting subgame given age(@a, Go, ..., Gk, #). Assume thatwW
is on the agenda. As the agenda is an amendment agenda, the uniqgue SPE outcome of the voting subgame can be
characterized in terms of theophisticated equivalent agen@Banks (1985)). The sophisticated equivalent agenda of
(G1,Go, ..., Gk, 9 is a(G¥, G"ZZ . G’lg, #) which satisfies:

1. Gf = Gk if Gk > ¢, andf otherwise,
2. G =G if G| > G, allm > |, andG, > ¢, andG} = Gy, otherwise, all 1< | < k.

Note that under the assumptions madedd and A0), the voting subgame is a tournament. As the game is a tournament,
and as weakly dominated voting strategies are ruled out, it is a well-known result that the unique SPE outcome of the
voting subgame ié;’{ (Banks (1985, Theorem 2.2)).

Now asW is on the agenday = Gy, for some 1< | < k. Now, note thaWW > G}, allm > |. For suppose not.
ThenGy, > W, somem > |. But by constructionG}, > #, so thatG};, € Ny. It follows thatW cannot be the unique
CW in Ny, contrary to assumption. This is a contradictionVgo- G}y, allm > |, after all. But then from 2 above, we
see thaG|" = W.

Next, note that ifG]" = W, G*_; = W also. For suppose not: th&)_; > W andG,_; > ¢, by 2 above, which
is again a contradiction. Repeating this argument, we see eventuali@hatW. So, we conclude that WV is on the
agenda, it is always the unique SPE outcome of the voting subgame.

(b) Now consider the proposal stage. Suppose\hat.A in political equilibrium. Then, the equilibrium outcome
will be some othelF € N (which will generally depend on the agend But asW is the unique CW inVj, there
must be somé € N who prefersW to F (otherwise, all delegates would preférto W, contradicting the fact thaw is
a CW inNy). So,i prefers to deviate by including/ in his proposed set of alternatived;, contradictingW ¢ 4. ||

Proof of Lemm&.  For anyF C N, definev (F) = }_j < oij. So, we can write the payoff toif F is funded
under centralization as
b — ¢ +vi(F) ifieF,

i (F) ifi¢F. (A1)

uf(F) = {
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Note that by construction dfi+, v (NT) > v; (F), all F ## NT. Now letL c N be an arbitrary set. We will show that
N* > L. Then, using (A.1), and assumption Al, we see that following a switch from fundityN*, we have the
following gains for alli e (N/L)UNT =S

uS(NT) —uf(L) = vi (NT) — v (L) > 0, ieN/(LUNT) or ieLnNT, (A.2)
uS(N) —uf(L) = [ — Aici 1+ vi(NT) =i (L) > 0, ieNT/(LANT).

So,uf(N*1) > uf(L) foralli € S.Now asnt > m, #S= s > m, so a strict majority prefeN* to L, i.e. N > L. |

Proof of Lemm&. We will show thatN*+ >~ L foranyL c N, L # N7T. Define the seB exactly as in the proof
of Lemma 2. Ifs > m, then the argument is as in the proof of Lemma 2. Howeventas< m, it is now possible that
s<m.

Case l.L NNt = ¢. HereS= N/L, sos = n — I, sos < m can occur iffl > n—m = m — 1, or equivalently
if | > m. To show thatNt > L in this case, it is certainly sufficient to have that- | — (n — m) delegates e L
strictly preferN™ to L; for then,s +k > n — | +1 — (n — m) = m delegates overall strictly prefét* to L. But by
assumption A3k > | — (m— 1) =1 — (n — m) delegates$ € L strictly preferN* to L.

Case Il:L N Nt = ¢. Here,N/L c S, sos > n —1, so again it is sufficient foNt > L thatk > 1 — (n —m) =
| —(m—1) delegates < L strictly preferNT to L, and again this follows from A3. ||

Proof of Lemmat.  We show that whem™ = 0, M is a Condorcet winner iV = {F € A'|F > @} but not in
N. First, if L > @, it must be the case that#= | > m. To see this, note that delegates N/L always preferf to
L because following a switch fromito L, regionsi € N/L have a net gain OE]-GL aij < 0 from the switch. Now if
#L < m, delegates € N/L are in the majority, implying > L.
So, letL € N be such thatl =1 > m. It is then sufficient to show tha¥l is preferred to any.. Also, recall that
regions are ranked in terms of increasing (negative) externality. Butddv:

c c _ o . f
uf(M) —uf(L) = (ZiEM/(i}U” ZjeL/{i}m])’ ieMnL, (A3)

ue(M) — uf(L) = bj — g + (ZJGM/{”mj —ZieLaij), i e MN(N/L). (A.4)

From the facts (i) thabjj < O, and (i) by constructionM comprises the regions with the smallest negative
externalities, the bracketed terms on the RHSs of (A.3), (A.4), must be positive. Also, by Alxic; > 0. So,
uf(M) —uf(L) > 0, i e M,soM > L. ||

Proof of Propositior2. (i) Wheneg; = 0, from (5.1), we have
wd—we =" maxbi -0 - xM(b — )1 = 0.

Asb; # ¢, i € N, the inequality is strictilD # C = M.
(i) From (3.8), we can write

LD DIRCESILIED DUND DI IP (A5)
Also, from (3.4), we get, after simple rearrangement;
Wd:ZiED(bi _C‘)+ZieN ZjeDaj (A-6)
= ZieD(bi —HG)+ ZieD ZjeN/{i](_kjci) +ZieN ZjeDe”
= ZieD(bi —AG)+ ZieN/{j} ZjeD(_“ci) +ZieN Zjeoe'i
= ZieD(bi _MC‘)JFZieN ZjeDUij'
Now, assuméd € Nt = C. Then from (A.5), (A.6), we have:

C d _ i~ -
We-WI=3" pbi =k + 0 (Do p i (A7)
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Now, by A1, the first term is strictly positive i # C. Also, by the construction ol = C, oij > Oforalli € N,
j € C, andojj = 0. So, (A.7) is certainly strictly positive iD c C. ||

Proof of Propositior8.  From (3.4), (3.7) we can write

we _Wczzjeo/c vi _ZjeC/D Ui +ZieN <ZjeDaj _Zjecqj)' (A-8)

Now, any symmetric MPS can be decomposed into a sequence of simple symmetric MPSs (Rothschild and Stiglitz
(1970)), so it is sufficient to show that the result is true for a single simple symmetric MPS. First, recall that we have
ordered the regions by increasing cost. Reorder them by increasing net benefit

vy < V2o < v,

where vm = 0 from assumption A6. With this ordering, a simple symmetric MPS{@fiken, {vy)keN. is @
transformation such tha, ; = vm_i — 4, v;nJri = vm4i + 6, for some 1< i < m—1, andv’ = vj all other
j. Butitis clear that this transformation leavBsunchanged (as ng changes sign), and (weakly) raisgﬁ eD/C Vi
_and (weakly) Iower{je(_:/D vj. The proof is completed by noting that if (ea)J < 0, or (ii) costs are left unchanged
in the MPS, then net spillovers are left unchanged, and so from PropositiGnslleft unchanged. So, from (A.8),

wd — WE cannot fall following the simple symmetric MPS. ||

Proof of Propositiond. (i) We first prove the first part of the Proposition. 8= {i € N | bj > ¢j}, then fore
small enough, and recallifg# T by assumption we see

Now, by assumptiond  n so we are in the case wheve< €. So, fore small enoughp = ¢ and so uid =0,ieN.
Also, by assumptio€ = N* = N. So,

c ) ) -
U =bi — g +Zj€NU”.

So, to showu? > uid,i € N, we only need show thaf® > 0. Buthj — 2j¢; > 0 by A1, andsjj > 0, alli, j € N, i # ]
asNt =N.

() We now prove the second part of the Propositiong|f = 0, thenojj = —ijcj < 0. In this case, from
Proposition 1,C = M, soi € M/D only get a project with centralization. So, by A5, alle M/D strictly prefer
centralization. So, the only way in which decentralization could be Pareto-preferretighf = 4, i.e.if M c D.
Assume that this is the case. But then, supposing that regions are indexed by increasing project egsk: dridn by
assumption, we have:

d _p _ism _ m-o_.c
Um—bm Cm<bm mzjleJ <bm Amzj:lcl = Un,

i.e.the agent with the median cost strictly prefers centralization. So, decentralization can never be Pareto-préferred.

Proof of Propositiorb. (i) When g = 0, clearly alli not in C = M strictly prefer decentralization, as
maxb; — ¢j,0} > f% ZjeC Cj. As #C = m, andn is odd, it suffices to find only one € C who strictly prefers
decentralization also, and we are done (for then a strict majority will prefer decentralization). Now note that given A4,
andojj = —cj/n, regions are ordered by increasing cost. S@omprises then lowest-cost regions, so by definition,

1 € C. So, combining this fact witb; < % er“:l cj, we see
ud > by —cp > ul = b flzm Ci
1= 178 Ty Lyl

So, 1 prefers decentralization, as required.
(i) If Nt =N, then

u’ =1by _E+Zjequ’ uid = max(bj —ci,0}+zj€De,j.

By assumptiongd # n # m. Assume first thah > d > m. Now, as|¢; —T| < ¢, andgj > 0, if we chooses small
enough, then

c . . . . ' o d
ue > b — g +ZjeNe,] —e>Dh —¢ +Zj€DqJ =ud,
foralli € D. So, a majority strictly prefe€ to D if costs are homogeneous enough.
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Now suppose thal < m. Then for alli € D, we can show thaniC > uid as before. Also, by definition g8m,
we can findm — d members ofN/D with b; > Bm. Let the set of such members BeThen for alli € S, for ¢ small
enough:

C ! c . c . .
i R N e D D DD

But by assumptionm — € + ZieN/D gj > 0. So, fore small enoughyf® > uid = ZieD &j,i € S Butthen overall,
a strict majority of regions prefer centralization.||
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