
Theory of Public Finance in a Federal State

The last few decades have seen a substantial increase in the mobility of capital
and population between the individual jurisdictions of long-established fed-
eral states (such as Canada, Germany, and the United States) and among the
formerly independent member countries of the European Union. This book ex-
amines the consequences of this development for government policy. Its central
question is whether the assignment of government functions to the individual
jurisdictions in a federal state can ensure an optimal allocation of resources and
a fair distribution of income. The analysis thereby gives a new answer to the old
question about the optimal degree of fiscal decentralization in a federal state.
It shows that fiscal decentralization is a viable method to disclose the prefer-
ences of currently living and future generations for local public goods, to limit
the size of government, and to avoid excessive public debt finance. The alloca-
tive branch of the government benefits from this decentralization, although it is
difficult to obtain an income distribution much different from that induced by
the market.

Dietmar Wellisch is Professor of Economics at the Technical University of
Dresden, Germany. He has also taught or held visiting positions at Indiana
University and the University of Dortmund. Professor Wellisch is the author of
Intertemporale und internationale Aspekte staatlicher Budgetdefizite (1991) and
Dezentrale Finanzpolitik bei hoher Mobilität (1995), both published by Mohr
[Siebeck]. His articles have appeared in the Journal of Public Economics, Eu-
ropean Economic Review, Journal of Urban Economics, Regional Science and
Urban Economics, International Tax and Public Finance, Environmental and
Resource Economics, and European Journal of Political Economics, among
other English-language journals.

© Cambridge University Press www.cambridge.org

Cambridge University Press
0521630355 - Theory of Public Finance in a Federal State
Dietmar Wellisch
Frontmatter
More information

http://www.cambridge.org/0521630355
http://www.cambridge.org
http://www.cambridge.org


Theory of Public Finance
in a Federal State

DIETMAR WELLISCH
Technical University of Dresden

© Cambridge University Press www.cambridge.org

Cambridge University Press
0521630355 - Theory of Public Finance in a Federal State
Dietmar Wellisch
Frontmatter
More information

http://www.cambridge.org/0521630355
http://www.cambridge.org
http://www.cambridge.org


published by the press syndicate of the university of cambridge
The Pitt Building, Trumpington Street, Cambridge, United Kingdom

cambridge university press
The Edinburgh Building, Cambridge CB2 2RU, UK www.cup.cam.ac.uk
40 West 20th Street, New York, NY 10011-4211, USA www.cup.org
10 Stamford Road, Oakleigh, Melbourne 3166, Australia
Ruiz de Alarcón 13, 28014 Madrid, Spain

© Cambridge University Press 2000

This book is in copyright. Subject to statutory exception and
to the provisions of relevant collective licensing agreements,
no reproduction of any part may take place without
the written permission of Cambridge University Press.

First published 2000

Printed in the United States of America

Typeface Times 10/12 pt. System AMS-TEX [FH]

A catalog record for this book is available from the British Library

Library of Congress Cataloging in Publication Data
Wellisch, Dietmar.
Theory of public finance in a federal state / Dietmar Wellisch.
p. cm.
Includes bibliographical references and index.
ISBN 0-521-63035-5 (hb)
1. Intergovernmental fiscal relations. 2. Finance. Public.
3. Decentralization in government. 4. Federal government.
I. Title.
HJ197.W454 1999
336 – dc21 99-22729

CIP

ISBN 0 521 63035 5 hardback

© Cambridge University Press www.cambridge.org

Cambridge University Press
0521630355 - Theory of Public Finance in a Federal State
Dietmar Wellisch
Frontmatter
More information

http://www.cambridge.org/0521630355
http://www.cambridge.org
http://www.cambridge.org


Contents

Acknowledgments page x

1 Fiscal Decentralization: Benefits and Problems 1
1.1 Assignment of Government Functions and Mobility 1

1.1.1 Assignment of Government Functions 1
1.1.2 Mobility and Taxation: Empirical Facts 3

1.2 Purpose, Justification, and Limits of the Study 9
1.2.1 Purpose of the Book 9
1.2.2 Justification of the Study 10
1.2.3 Limits of the Study 13

1.3 Benefits of Fiscal Decentralization 14
1.3.1 Sensitivity to Diverse Regional Preferences 14
1.3.2 Preference Revelation by Household Mobility 15
1.3.3 Protecting the Interests of Future Generations 15
1.3.4 Restraining the Leviathan 16

1.4 Problems of Fiscal Decentralization 17
1.4.1 Inefficient Interregional Resource Allocation 17
1.4.2 Destructive Tax Competition for Mobile Factors 18
1.4.3 Tax Export and Spillover Effects 19
1.4.4 Suboptimal Income Distribution within Regions 19
1.4.5 Suboptimal Income Distribution across Regions 20
1.4.6 Suboptimal Stabilization Policy 21
1.4.7 Optimal Degree of Fiscal Decentralization 22

1.5 Outline of the Book 22

2 Locational Efficiency and Efficiency-Supporting Tax Systems 27
2.1 Efficient Locational Pattern 28

2.1.1 The Model 28
2.1.2 First-Order Conditions 30
2.1.3 Efficient Interregional Resource Distribution 32

v

© Cambridge University Press www.cambridge.org

Cambridge University Press
0521630355 - Theory of Public Finance in a Federal State
Dietmar Wellisch
Frontmatter
More information

http://www.cambridge.org/0521630355
http://www.cambridge.org
http://www.cambridge.org


vi Contents

2.2 Efficiency-Supporting Tax Systems 35
2.2.1 Private Behavior 35
2.2.2 Efficient Taxation 37

3 Perfect Interregional Competition 40
3.1 Fiscal Decentralization with a Complete Tax

Instrument Set 42
3.1.1 Private Behavior 43
3.1.2 Local Government Behavior 45

3.2 Fiscal Decentralization with an Incomplete Tax
Instrument Set 46
3.2.1 A Direct Household Tax Is Not Available 47
3.2.2 A Direct Firm Tax Is Not Available 48
3.2.3 An Undistortive Tax Is Not Available 50

3.3 Appendix 53
3.3.1 First-Order Conditions and Migration Responses 53
3.3.2 Distortionary Taxation 55

4 Interregional Tax Competition for Mobile Capital 58
4.1 Underprovision of Local Public Goods 60

4.1.1 Private Behavior 60
4.1.2 Regional Government Behavior 63
4.1.3 Central Government Intervention 66

4.2 Tax Competition and Regional Size 69
4.3 The Advantage of Small Regions 71
4.4 Restraining the Leviathan by Interregional Tax

Competition 74
4.4.1 Government Behavior 75
4.4.2 Fiscal Decentralization with Undistortive Taxes 76
4.4.3 Fiscal Decentralization with Interregional

Tax Competition 77
4.5 Property Tax Incidence and Land Taxation 79

4.5.1 The Traditional View 79
4.5.2 The New View 81
4.5.3 The Benefit View 82
4.5.4 Land Taxation 85

4.6 Appendix 86

5 Optimal Structure of Local Governments 88
5.1 Tiebout and the Theory of Clubs 90
5.2 The Henry George Theorem 92
5.3 Overlapping Market Areas of Local Public Goods 95

© Cambridge University Press www.cambridge.org

Cambridge University Press
0521630355 - Theory of Public Finance in a Federal State
Dietmar Wellisch
Frontmatter
More information

http://www.cambridge.org/0521630355
http://www.cambridge.org
http://www.cambridge.org


Contents vii

5.3.1 The Optimal Allocation 95
5.3.2 Private Behavior 98
5.3.3 Decentralization through Competing Metropolitan

Governments 99
5.3.4 Decentralization with Smaller Jurisdictions 100

5.4 Appendix 102
5.4.1 Optimal Allocation with Overlapping Market Areas 102
5.4.2 Optimal Decentralization through Metropolitan

Governments 103

6 Incentive Equivalence through Perfect Household Mobility 105
6.1 Tax Export and Spillover Effects with Household Mobility 106

6.1.1 Private Behavior 106
6.1.2 Regional Government Behavior 108

6.2 Tax Competition and Household Mobility 111
6.2.1 Private Behavior 111
6.2.2 Regional Government Behavior 113

6.3 Appendix 115
6.3.1 Tax Export and Spillover Effects 115
6.3.2 Tax Competition 116

7 Efficiency and the Degree of Household Mobility 118
7.1 Efficient Allocation 120

7.1.1 The Model 120
7.1.2 First-Order Conditions 122

7.2 Decentralized Nash Equilibrium 124
7.2.1 Private Behavior 124
7.2.2 Regional Government Behavior 126
7.2.3 Transfer-Constrained Region 127

7.3 Different Degrees of Household Mobility 129
7.3.1 Perfect Household Mobility 129
7.3.2 Perfect Immobility of Households 130
7.3.3 Imperfect Household Mobility 131

7.4 Appendix 133
7.4.1 First-Order Conditions 133
7.4.2 Expressions of a Transfer-Constrained Region 136

8 Decentralized Redistribution Policy 137
8.1 Uncoordinated Regional Redistribution Policy 139

8.1.1 Private Behavior 139
8.1.2 Socially Optimal Allocation 141
8.1.3 Regional Government Policy 142

© Cambridge University Press www.cambridge.org

Cambridge University Press
0521630355 - Theory of Public Finance in a Federal State
Dietmar Wellisch
Frontmatter
More information

http://www.cambridge.org/0521630355
http://www.cambridge.org
http://www.cambridge.org


viii Contents

8.2 Internalizing Fiscal Externalities 146
8.2.1 Central Government Intervention 146
8.2.2 Corrected Equilibrium 148

8.3 Appendix 149
8.3.1 Derivation of Welfare Effects 149
8.3.2 Central Government Intervention 150

9 Decentralization and Intergenerational Problems 152
9.1 Efficient Allocation 155

9.1.1 The Model 155
9.1.2 First-Order Conditions 156

9.2 Decentralized Environmental Policy 158
9.2.1 Private Behavior 158
9.2.2 Local Government Behavior 160

9.3 Local Public Debt 162
9.3.1 Private Behavior 163
9.3.2 Local Government Behavior 164

9.4 Appendix 166
9.4.1 Decentralized Environmental Policy 166
9.4.2 Nonneutrality of Local Public Debt 168

10 Informational Asymmetry between the Regions and
the Center 170
10.1 Optimal Redistribution with Complete Information 172

10.1.1 Private Behavior 172
10.1.2 Regional Government Behavior 175
10.1.3 Socially Optimal Allocation 176

10.2 Incomplete Information, Adverse Selection, and Optimal
Redistribution 177
10.2.1 Incentive Compatibility Constraints 177
10.2.2 Central Government Policy 179

10.3 Incomplete Information and Moral Hazard 181
10.3.1 Private Behavior 181
10.3.2 Regional Government Behavior 183
10.3.3 Optimal Policy with Incomplete Information 183

10.4 Appendix 187
10.4.1 First-Order Conditions of the Central

Government Problem 187
10.4.2 First-Best Optimum 188
10.4.3 Optimum with Incomplete Information and

Adverse Selection 188

© Cambridge University Press www.cambridge.org

Cambridge University Press
0521630355 - Theory of Public Finance in a Federal State
Dietmar Wellisch
Frontmatter
More information

http://www.cambridge.org/0521630355
http://www.cambridge.org
http://www.cambridge.org


Contents ix

10.4.4 Optimum with Incomplete Information and
Moral Hazard 188

11 Conclusions 191
11.1 Efficiency and Decentralization 191
11.2 Redistribution and Decentralization 193
11.3 Policy Applications 194

11.3.1 Tax Autonomy of Local Governments 195
11.3.2 Interregional Tax Competition 195
11.3.3 Restructuring of Jurisdictional Boundaries 196
11.3.4 Degree of Higher Governmental Intervention 197
11.3.5 Redistribution Policy within the Regions of a

Federal State 198
11.3.6 Redistribution Policy across the Regions of a

Federal State 198
11.3.7 Harmonization of Debt and Pension Policies in

the EU 199

References 201
Index 211

© Cambridge University Press www.cambridge.org

Cambridge University Press
0521630355 - Theory of Public Finance in a Federal State
Dietmar Wellisch
Frontmatter
More information

http://www.cambridge.org/0521630355
http://www.cambridge.org
http://www.cambridge.org


Acknowledgments

In preparing this study, I have received support from many individuals. First,
I thank Scott V. Parris, the Economics Editor of Cambridge University Press,
for pleasant and fruitful cooperation, and also three anonymous readers of an
earlier version of the manuscript for encouraging me to present a more updated
study on several recent developments in the area of local public finance. Next,
I benefitted greatly from discussing many topics presented in this book over
several years with my various coauthors Wolfram F. Richter, Uwe Walz, and in
particular David E.Wildasin. Indeed, it was Dave Wildasin who stimulated my
interest in issues of local public finance. Without his support, I would never
have written this book.

In addition, I thank Jan K. Brueckner, Helmuth Cremer, Michael Keen, Mau-
rice Marchand, Gordon M. Myers, Wallace E. Oates, Pierre Pestieau, David
Pines, Robert M. Schwab, Hans-Werner Sinn, and John D. Wilson for bring-
ing my attention (or providing access) to important published and unpublished
work as well as for their comments during the preparation of this book. I also
discussed the contents of this study several times with Elke Baumann, Ulrich
Hange, Jörg Hülshorst, and Jörg Kroschel, who read the entire manuscript more
than once. I thank them for their patience and hope that they forgive me my
pedantry. Of course, none of them bears any responsibility for remaining errors
and omissions, and it is not their fault if the text lacks the elegance of a native
English writer.

Finally, and most importantly, I am grateful to Dorothee for her endless pa-
tience and for releasing me from many problems of daily work over a long
period of time without giving up her own career.

My thanks to all.

x

© Cambridge University Press www.cambridge.org

Cambridge University Press
0521630355 - Theory of Public Finance in a Federal State
Dietmar Wellisch
Frontmatter
More information

http://www.cambridge.org/0521630355
http://www.cambridge.org
http://www.cambridge.org

