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1 Introduction

Since the 1980s, government decentralization has occurred in many countries through the spreading
of international liberalism and democracy, and efficient management of the government sector. As
part of this process, taxation and expenditure authority has been delegated to local or lower-level
governments.

There exist various rules for the setting of local tax rates across countries. For example, in Japan,
which is a unitary state, the local tax system is uniformly designed by the central government based
on the Local Tax Act and there is no discretion for local governments even for local consumption
taxes. Alternatively, in the United States, which is a federal state, each state government can freely
set the local tax rate. In the European Union, the value-added tax rate can be set differently across
countries, but the standard tax rate is regulated to be at least 15%. However, it is natural in the EU
that after delegating taxation authority to local or lower-level governments, the central or upper-level
government still has an incentive to affect the regional resource allocation through ex post transfers
among regions/countries. Such ex post interregional transfers may be designed to compensate for a
lack of financial resources.

When the central government sets transfers ex post by considering differences in marginal utili-
ties among regions from a social perspective, it might transfer resources from rich regions with lower
marginal utilities to poor regions with higher marginal utilities. Given such ex post transfers, local
governments will set tax rates that are too low (excessive consumption) or undertake excessive expen-
diture ex ante, if the authority to set tax rates or expenditure ex ante is delegated to them and the
central government cannot change these effective levels ex post through transfers among regions. This
is because they anticipate ex post central transfers to provide the goods that have not been committed
to by local governments ex ante.

An important issue in this context is how central governments delegate authority to local gov-
ernments in the decentralization process and what types of policy should be determined by the local
governments. Silva (2014) analyzes the policy choices of local governments and considers national
public goods with perfect spillovers as a type of local public good (such as reduction of greenhouse
gas emissions) and shows that the first-best allocation can be achieved in the case where only national
public goods are provided by local governments ex ante. ! Silva (2015) analyzes a model with multiple
public goods and shows that if the central government optimizes all goods ex post (no commitment by
the local governments ex ante) including consumption (through income transfer) by setting transfers
among regions ex post, then the first-best allocation can be achieved.

However, Silva (2014, 2015) does not discuss the delegation of taxation authority to local gov-
ernments. In fact, commitment to the local tax rate is not examined in any previous papers. The
question regarding how taxation authority should be delegated can be answered by analyzing a model
that allows tax commitment, which is a generalization of Silva (2014, 2015). The present paper does
not intend to analyze decentralized leadership. Rather, we aim to provide a general framework to
synthesize the different views related to the various types of decentralized leadership models and pro-
pose the conditions for deriving efficient policies by local governments in relation to the delegation of
taxation authority.

When the authority to set tax rates and/or expenditure levels are delegated to local governments,
they can commit to these levels of expenditure and/or residents’ consumption through the local income
tax rate ex ante. Subsequently, the central government can carry out ex-post transfers to fund the

!Some previous studies have analyzed decentralized leadership. Akai and Sato (2008) analyze how the inefficiency of
public goods, i.e., whether they are under- or oversupplied, changes depending on the type of commitment. Caplan and
Silva (2000, 2011) provide a similar analysis, but focus on the effect of labor mobility.



goods that have not been committed to by local governments ex ante.

For example, suppose that two types of public goods are financed by local income taxes. If local
governments are allowed to commit to the amounts supplied of the two public goods but do not commit
to the local income tax rate ex ante, the central government will optimize consumption through a
change in the local income tax rate by central income transfers among regions ex post. However, in
the case where the local governments commit to the amounts supplied of one public good and the tax
rate ex ante, the central government will optimize the supply of other public goods through ex-post
transfers among regions.

The former case where the local income tax rate is not committed to ex ante is a centralized
economy in terms of taxation setting because the local governments have no authority regarding the
tax rate decision. However, the latter case where the local income tax rate is committed to ex ante
is a decentralized economy in terms of taxation setting because the local tax level can be committed
to ex ante by the local government. Therefore, analyzing these cases is useful for determining how to
evaluate the decentralization of local taxation authority.

To address these issues, we analyze all plausible cases of policies that local governments can commit
to ex ante and clarify the general conditions under which the first-best allocation is achieved, depending
on the various levels of spillovers of local public goods and various types of multipolicy commitments.

The main results are as follows. When taxation authority is not delegated and local governments
commit to the amounts of two public goods ex ante, as long as both are pure public goods, the first-
best allocation is achieved. This result is an extension of the result of Silva (2014). In addition, even
when the local governments commit to only the amount of one pure public good ex ante, the first-best
allocation is also achieved, regardless of the degree of spillovers of the other uncommitted public good.
However, we show that, even if local governments only commit to the amount of one pure public good
ex ante, the first-best allocation is not achieved when taxation authority is delegated.

These curious results, which are obtained by analyzing multipolicy commitment to the levels of the
tax rate and expenditure, might be useful for considering how taxation authority should be delegated.

This paper is structured as follows. The basic model is explained in Section 2. Several cases are
analyzed in Section 3. The results are presented in Section 4. Section 5 concludes the paper.

2 The Model

Our model is based on Silva (2015). Consider an economy with I > 2 regions. There are I local
governments and one central government. We denote the size of the population in region 7 by n;
and the fixed amount of per capita income by y;. Define the total population and income in this
economy as Z@I n; = N and Z{ n;y; = Y. We assume that n; and y; may differ between regions, but
each region is occupied by representative households, which therefore removes intraregional preference
heterogeneity.

Local government ¢ provides two local public goods, g1; and go;, which are measured in per capita
terms and may generate interregional spillovers. Local government ¢ levies a lump sum tax ¢; on all
residents who live in region 7 and this revenue is used for the provision of the local public goods g;;
and g9;. In the presence of central transfers for private consumption, the consumer’s budget constraint
becomes:

ci+ti=y;i+ 8¢, i=1,---,1 (1)

where s¢; is the per capita income transfer allocated to region ¢. When local government ¢ commits
to t;, then s.; = 0. Therefore, ci is also committed to when ¢; is committed to.



Suppose that the fiscal transfers are “earmarked,” which means they are used for a specific pur-
pose.? Thus, the public-good-specific budget constraint for the supply of public good m is:

emi:gmi—smi,izl,'--,f,m=1,2 (2)

where s,,;, m = 1,2 denotes the per capita subsidy (or tax) for the supply of public good m from the
central government to region ¢ and g,,; is the actual provision of public good m in region i. When local
government ¢ commits to g,,;, then s,,; = 0. Furthermore, e,,; is the ex ante determined expenditure
that the local government ¢ tentatively allocates to the supply of public good m. Therefore, the budget
constraint of the local government i is:

ti = (g1i — s1i) + (920 — s2i) = €1 +egi, 1 =1,---, 1 (3)

The central budget constraint is:

I I I
Znisci =0, Znisli =0, stm‘ =0 4)

Seiy S1i, and So; can be either positive or negative. The central government can control them to pursue
its own objective, but cannot commit to the transfer policies; therefore, the transfers are optimized
ex post.

Given the central and local budget constraints, we can describe the overall resource constraint as

follows:
D mici + Y nigi+ Y nigai =Y nyi =Y (5)

The residents’ preferences are assumed to be expressed by the following local utility function 3:

I
Ul(ciy g1is g2i) = ulci) + (1 — Av(g1:) + AV anglj

J

I

J
where ¢; = y; — t; + S¢; is private consumption, and A and p are parameters that represent the degree
of spillovers of gi; and ga;. u(c;) represents utility from consumption. (1 — A)v(g1;) and (1 — p)h(g2i)
are the direct effect, and AV (Zj n; glj> and uH (Z; n; 92]') are the spillover effects from g1; and go;

provided by all regions, respectively.

To abstract considerations of political economy and address the commitment problem, suppose that
the central and local governments are benevolent. To be precise, the central government determines
transfers to maximize a utilitarian objective, i.e., the sum of local utilities:

I I
W = Z ni |u(e) + 4 (1= XNv(g) + AV Z njgij
7 J

I
+9 (1= w)h(ge) + pH Z 1592 (7)

2Boadway (2004) calls the transfer type gi; + g2; = ti + s; a “net” grant.
8 Akai and Sato (2008) also use the same functional form. This form of public goods can reflect all levels of externalities
between national public goods and private goods by changing A and u.



However, the local government aims to maximize the welfare of its own region expressed by Eq.(6)
with contributions of other regions in V(-) and H(-), i.e., gm;(j # 7) being taken as given.
The timing of the game is defined as follows:

0. Nature determines the type of commitment policy variables for each local government.

1. Local government ¢ chooses the levels of the policy variables determined in Stage 0, taking the
choices made by the other local governments as given, 1 = 1,--- , 1.

2. Having observed the local policies determined in Stage 1, the central government designs the
transfer policies with the levels that have not been committed by the local governments. Finally,
given all policies by governments, each individual consumes and gains utility.

Because the concept of a subgame perfect Nash equilibrium is applied, we solve the model backwardly.

3 First-best allocation

Before illustrating the subgame-perfect equilibrium, let us consider as a reference the first-best allo-
cation that is determined by maximizing social welfare, W, subject to the resource constraint:

max W
Ci,91i,924

s.t. Znici + an‘gu + Z nige; =Y

The first-best allocation is characterized by:
u’(ci) = (1 — )\)’U/(gli) + )\NV/ (Z nigh)

:(1—u)h/(ggi)+uNH/ (angm) =, z:l7 ’I (8)

7

~ is the Lagrangian multiplier associated with the constraint of the above optimization problem. From
the first-order conditions, we have:

ci=c" =992 =92 Vi (9)
In the case of A = u =1, g7 and ¢5* are coincident with the well-known Samuelson condition:

NV'(Ngy*)  NH'(Ngs¥)

’LLI(C**) - u/(c**)

=1 (10)

However, when A = p = 0, the first-order conditions are rewritten as follows:

v(g1") _ h(g5")
’LL/(C**) U,(C**)

=1 (11)

Likewise, when A = 1,4 =0 or A = 0, u = 1, the first-order conditions become NV'(Ngi*)/u'(¢**) =
R (g3*)/u/ (¢**) =1 or v'(g7*)/u/(¢™*) = NH'(Ng3*)/u'(¢**) = 1 respectively.

In the following sections, we compare the various cases of ex ante commitments of local governments
and analyze whether the above first-best conditions are achieved.



4 Analysis of some cases

4.1 Various types of policy commitments of local governments

We analyze the various cases of local governments’ policy commitments. In Case A, local governments
tentatively choose e1; and eg; in Stage 1, and all policy variables g4, go; and t; are determined through
the central transfers ex post. Silva (2015) refers to this model as “universal decentralized leadership,”
but does not consider the spillover of local public goods. In contrast, this paper considers the spillover
of local public goods and demonstrates whether efficient allocation will be achieved.

In the following, we mainly analyze the following two types of plausible situations: the situation
where the authority to set the tax rate is not delegated to the local government (commitment without
tax rate) and the situation where the authority to set the tax rate is delegated to the local government
(commitment with tax rate). By comparing these two cases, we demonstrate whether it is socially
desirable for the tax rate to be selected by the local governments. Furthermore, the former situation
(commitment without tax rate) is divided into two cases. In Case B, local governments commit to
two local public goods g1; and go; ex ante. In Case C, local governments commit to only one public
good g1; and choose the tentative level of public good eg; ex ante. By considering both Cases B and
C, we compare the case where the local governments only commit to one specific public good with the
more general case of committing to multiple public goods, under no commitment for the tax rate.

In addition, the latter situation (commitment with tax rate) is also divided into two cases. In Case
D, local governments commit only to tax rate £1;. Note that the commitment to the tax rate affects
private consumption because the (actual) tax rate t; = y; — ¢; is not changed ex post by a central
income transfer. Local governments only choose the tentative amounts of local public goods (e1; and
e9;) in Stage 1. In Case E, local governments commit to both g1; and ¢; ex ante. By considering Cases
D and E, we compare the case where the local governments only commit to the tax rates with the case
where they commit to both the tax rate and the amount of public goods. Table shows the timing of
policy variable determination in each case. Silva (2014,2015) calls the case where authority is partly
delegated to the local government and the timing of the choices of local public goods is separated as
“selective decentralized leadership.”

In the following subsection, we analyze Cases A—E and clarify how resource allocation becomes
efficient, which is the first-best allocation.

4.2 Case A: Universal decentralized leadership

In Case A, each local government never commits to all policies, which are the actual tax rate and
amount of public goods, and they choose only the tentative level of expenditure on public goods 1
and 2, i.e., e;; and eo; ex ante. Therefore, the central government can adjust private consumption
(the actual tax rate) and the two public goods by setting the appropriate transfers ex post. Now, the
optimization problem solved by the central government ex post is given as follows:

max an u(e) + < (L= XNv(gri) + AV anglj

SciyS14,524
J

+ 0 (1= w)h(gai) + nH | > njg
J

s.t. ZSCZ‘ :O,ZSU :0, ZSQi =0



Ex ante Ex post
Universal No
decentralized | o oooi| CaseA 91i, 92 ti
leadership
Commitment | Case B 91i 92i t;
without
. tax rate
Selective Case C 91 ti, 92i
decentralized
leadership _ Case D t; 910 92i
Commitment
with tax rate
Case E g1 ti 92i

Table: Various types of policy commitments of local governments

The first-order conditions become:

w(ef) =~ i=1, 1 (12)
(1 — p)l (g3) + N H' (meﬁ) =g, i=1,,1 (14)

where ny,’yf‘ and *yé“ are the Lagrangian multipliers associated with the constraint of the above
optimization problem ) . s, = 0,)>,s1; = 0 and ), s; = 0, respectively. Condition (12) states
that the central transfers earmarked for consumption are chosen to equalize the marginal utilities of
consumption across regions. Conditions (13) and (14) show that the central transfers earmarked for
expenditure on public goods are chosen to equalize the marginal utilities of consumption of public
goods across regions. Therefore, we obtain that c;‘l =cA, gﬁ = gfl, gé“i = gé“ for all 3.

Let € = (em1,€m2, - ,emr) denote the vector of regional levels of expenditure on public good
m, m = 1,2.. Now, let ¢*(e1,e2) and s,,;(e1,es) denote the central government’s best-response
functions, ¢ = 1,--- , I and m = 1,2. Substituting these functions into the central budget constraints,
we obtain:

ZWCA(GL ex) =Y — Zni(eu + e9;) (15)

)

D nismi(er,ez) =0, m=1,2 (16)
i
Differentiating Eqgs.(15) and (16) with respect to e,,;, m = 1,2, we obtain:
dcA (- .
Oemi N

8sli - .
> (aem> =0,1=1,2 (18)



Now from Eqgs.(13) and (14), we obtain:
gl?(elaez) = 91?'(61,62) = giAa Za] = ]-7” ' )Ia l= ]->2 (19)
where gfr‘n(el, €2) = emi + Smi(e1, e2). Differentiating Eq.(19) with respect to e,,; yields

A

A2, 14 Osmi _ Osmj _ Yin;
8emi aemi 8emi aemi ’
A

(‘3ng~l _ Osy;  Osyy aglj

8emi 8emi 8emi 8621' ”

ia.jzlu"'7jai7éj7m:172 (20)

hL,i=1,--- I, Iim=12 1#m (21)

Considering Eqs.(20) and (21) together with Eq.(18) yields

6Smi —(N — nz)

- =1, I, m=1,2 92
8em2 N 7Z ) ) 7m bl ( )
OSmj  mi . . o

— =1.... T =1.2 23
aemz N, Z?] ) ) 7Z#J7m ) ( )
a .

W0, =1, 0, Lm=1,2 l%m (24)
Oemi

In Stage 1, local government ¢ chooses e; and eg; to maximize the representative resident utility,
taking the choices of all other local governments as given. The optimization problem considered by
the local government 7 is given as follows:

max u(c? (e, e2)) + (1= A\)o(gi'(e1,€2)) + AV (Ngi'(e1, e2))
+ (1 — p)h(g3'(e1, €2)) + uH (Ng3' (e1, e2))

The first-order conditions become:

u’()@ +(1— )\)v’(-)ag1 + ANV’ () 991
€1 €1 €1i
+(17u)h’(-)%+,uNH’(~) 292 =0, i=1,-,1 (25)
1i 1i
d (% 1) Ny () 2
€9; €2 €2;
()22 N (22 Z0 i1, (26)
€2; €2
We can rewrite Egs.(25) and (26) as follows:
W/ (e™) = (1= A/ (") + ANV’ (Ng{™) (27)
W () = (1= b (g5") + pN H' (Ng5'") (28)

A* designates the solution to the problem in Case A. Eqs.(27) and (28) are consistent with the
optimization condition Eq.(8). Therefore, the first-best allocation is achieved regardless of the degree
of spillover, i.e., the values of A and p. Now, we obtain the following Lemma.

Lemma 1.
The first-best allocation is achieved regardless of the degree of spillover of public goods.



The intuition is as follows, First, in Case A, all goods including consumption are not committed ex
ante and desirably equalized by central transfers ex post. Therefore, efficient allocation among goods
is achieved. Second, note that the degree of spillover of public goods does not distort the resource
allocation because the ex post transfers designed by the central government internalize any degree of
spillover of public goods.

4.3 Selective decentralized leadership: Commitment without tax rate

In this section, we analyze commitment without tax rate, which corresponds to a centralized economy
where the authority to set the local tax rate is not delegated to the local government.

4.3.1 Case B: g1; and g9; are chosen ex ante

Case B stipulates that g1; and go; are chosen ex ante and ¢; is adjusted after the ex post transfer
to balance the local budget, i.e., taxation authority is centralized. In the following, we proceed
backwardly, starting from Stage 2. The optimization problem solved by the central government in
Stage 2 is given as follows:

max E n;
i

Sci

u (yi — ti + Sci) + {(1 — /\)U(gh‘) + )\V <Z nigh) }
+ {(1 — w)h(gai) + pH <Z niQQi) }

(2

s.t. Znisci =0
i

where s.; is the per capita income transfer. As local governments commit to gi; and go; ex ante, sy;
and s9; are zero in Case B. The first-order conditions become:

W(cPy=78i=1,- 1 (29)

+B is the Lagrangian multiplier associated with the constraint of the above optimization problem.

These conditions imply that the consumption level is perfectly equalized ex post, i.e., cf} = B for all
i. We obtain consumption from ¢? = y; + s, — t;, > niti = > ni(gu + g2i):

1
CB = N(Y — Znigli — Zniggi) =M (30)
7 7

Therefore, c? is given as increasing functions of M, dc®/dM = 1.

In Stage 1, accounting for the ex post central policy, which is summarized by ¢®(M), the local
governments independently choose g1; and go; to maximize local utility in region 7. Their optimization
problem is expressed as:

914,924

max u(c?(M)) + (1 = Nv(gu) + AV (Z nigu’)

)

+ (1 — p)h(g2i) + pH (Z nig2i>



The first-order conditions become:

n; .

(1 — )\)U’(gh —|— A’)’LZ anglz = NZUI(CB*), 1= 1, . ’I (31)
n; o

(1= w)h'(g57") + pmi H ngzz = () i=1 T (32)

B* designates the solution to the problem in Case B. The right-hand side is the regionally perceived
marginal benefit of the local public good, whereas the left-hand side represents the marginal cost from
the regional perspective. 1 —n;/N is the portion of the cost accruing to the other regions. The result
of Case B is summarized as the following Lemma.

Lemma 2.

(a) Assume A\ = = 1. Then the first-best allocation will be achieved in the subgame-perfect equilib-
TIUM.

(b) Assume X\, € [0,1). Then:

(b-1) gP* > gi*, g8 > g5*,cB* < ™, where gB* =>".nigB /N, m =1,2.

dW

mlg

< 0.

—Bx*
mi=Y9m;

(b-2) gB* is overprovided in the sense that

See Appendix 1 for the proof. With A =y = 1, local public goods g1; and go; have perfect spillover
effects. Therefore, the amounts of public goods become too small as each local government accounts
for only n;/N of their benefits. However, ex post central transfers (s.; in this case) give the incentive
for local governments to supply the public goods excessively. The supply costs of public goods ¢i;
and go; become n;/N. This means that these effects are perfectly offset, which ensures that the first-
best allocation is achieved. By rewriting Eqs.(31) and (32), we can derive the first-best condition;
NV'()/u' () = NH'()/u'(-) = 1. If X < 1(u < 1), g1i(g2i) does not have a perfect spillover, then
the oversupply incentives associated with the ex post transfers dominate the necessity level caused
by the spillover effect. With A = 0(x = 0), ¢14(g2;) is similar to private consumption, and we have
V() /() = (R(+)/u/(-)) = ni/N by rewriting Eq.(31) ((32)). Now, the per capita supply costs of the
public goods become n;/N; therefore, gi1;(g2;) is overprovided from a social welfare viewpoint.

Finally, we can easily confirm that n;/N is the inefficiency parameter that induces the biased
incentive. As n;/N approaches one, social welfare improves. This is because the free-rider incentive
that leads to commitment to the smaller levels ex ante and the expectation of the additional transfer
ex post is reduced as n;/N approaches one.

4.3.2 Case C: ¢y; is chosen ex ante

Case C stipulates that, while gi; is chosen and committed to ex ante, go; and t; can be adjusted after the
ex post transfers to balance the local budget. Now the local governments choose the tentative amount
of expenditure for go;, i.e., eo;. Thus, the optimization problem solved by the central government in



Stage 2 is given as follows:

w(y; —ti + sei) + {(1 — Mv(gi) + AV (Z nini) }

(2

+ {(1 — p)h(eg; + s2;) + pH (Z ni(ez; + 32i)> H

)

s.t. Znisci = 0, ZniSQi =0
i i
The first-order conditions become:
w(c) =98, i=1,-- 1 (33)

(1= wh'(g5) + uNH'(Y “nig) =75, i=1,--- I (34)

(2

where %C and 720 are the Lagrangian multipliers corresponding to the constraint ), n;s,; = 0 and
>, nis2 = 0 respectively. Eq.(33) states that the central transfers earmarked for consumption are
chosen to equalize marginal utilities of consumption across regions. Eq.(34) shows that the central
transfers earmarked for expenditure on public good 2 are chosen to equalize the marginal utilities of
consumption for public good 2 across regions. Therefore, we obtain that ciC =%, gg = gQC for all 3.

Let g1 = (911,912, - ,911) denote the vector of regional amounts of provision of public good 1.
As with Case A, we can define ¢©, gg and s,,,; as functions of g; and es, i.e., ¢“(g1, ez),gg(gl, e2)
and s9;(g1,e2), i =1,---1I.

In Stage 1, accounting for the ex post central policy, local governments choose gi; and eg; inde-
pendently to maximize the local utility in region i. Their optimization problem is expressed as:

91i,€24

max u(c”(g1,e2)) + (1 — Nv(gu) + AV (Z nigu)

(2

+ (1= w)h(g5 (g1, e2) + nH (Ng§ (g1, e2))
The first-order conditions become:
o C
()
g1

I g
I - I 2 1.
WG+ (L= H (G2 + uNH'()

+ (1 =X+ V() =0 (35)

dg§
aEQi

=0 (36)

10



These conditions can be rewritten as follows: *:

(1= N (g5) 4+ AV’ (Z n,gﬁ*) = %u’(cc*), i=1,---,1 (37)

)

(1 — w)h'(95) + uNH'(NgS§*) = ' (%), i=1,--- , I (38)

C* designates the solution to the problem in Case C. The right-hand side of Eq.(37) is the regionally
perceived marginal benefit of the local public good g1;, whereas the left-hand side of Eq.(37) represents
the marginal cost from the regional perspective. 1 —n;/N is the portion of the cost accruing to the
other regions. Eq.(38) is also a condition of the supply of public good go;, which is not biased. From
these conditions, we obtain the following Lemma.

Lemma 3.
(a) Assume X\ = 1. Then the first-best allocation will be achieved in the subgame-perfect equilibrium.
(b) Assume X\ < 1. Then:
(b-1) g&* > gi*, " < g3*,c¥* < ¢, where g&* = > n;ig$*/N.

dw
dgi;

(b-2) g$* is overprovided in the sense that < 0.

—aC
91i=97;"

See Appendix 2 for the proof. Lemma 3 is similar to Lemma 2 in Case B. With A = 1, the local
public good g1; has a perfect spillover effect; therefore, the amount of gy; is too small. However, ex post
central transfers create an incentive for local governments to supply more of public good 1. Therefore,
these two effects are perfectly offset and the amount of g1; supplied becomes efficient. However, the
local public good go; with any level of spillover is internalized by the central ex post transfer. Thus
the supply of go; also becomes efficient. Therefore, the first-best allocation is achieved regardless of
the value of u.

4.4 Selective decentralized leadership: Commitment with tax rate

In this section, we analyze commitment using the tax rate, which corresponds to a decentralized
economy where the authority for setting the local tax rates is delegated to the local governments.

Lemmas 2 and 3 imply that the first-best allocation is achieved when taxation authority is not
delegated. We examine how this desirable result is affected by a decentralized economy with a tax
rate commitment.

4As > nic =Y — > nigii — Y niea;, we obtain the following equation:

C C .
ac :8c :—E,izl,---l
8621‘ agh‘ N

And we also obtain

6926;- 1 832i o n;

= =—,1=1,---1
8621‘ 8e2i ]\/v7 ! ’
dg1: g5 .

— =0 =1..--7T
Oez; 3911‘ e ’
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4.4.1 Case D: t; is chosen ex ante

In Case D, local governments choose t; ex ante and can commit to its level, i.e., taxation authority
is delegated. Recall that t; = e1; + eq;, therefore local governments determine ej; and eg; before the
central government chooses the transfers. Now, because local governments commit to t; in Stage 1,
the central government chooses the transfers for the provision of public goods 1 and 2, i.e., s1; and so;.
Then, the optimization problem considered by the central government in Stage 2 is given as follows:

max an u(e;) + {(1 — ANv(ey; + s15) + AV <Z n;(ey; + 51i)> }

514,524
7

+ {(1 — p)h(ez; + s2;) + nH (Z ni(e2; + 32i)> H

(2

s.t. Znisli = 0, Z?’LZ’S% =0
i i

The first-order conditions become as follows:

(1= (g1)) + ANV (ngﬁ) =P =1, 1 (39)

3
(1—w)h (95)) + uNH' (angzﬁ) =y, i=1- 1 (40)
7

where 4P and 72 are the Lagrangian multipliers corresponding to the constraints > nis1; = 0 and
>, mis2 = 0 respectively. From these conditions, we have that gﬁ = gP ,g£ = g¥ for all i. As
51; = g1i — €1; and sg; = g9; — €2, we obtain:

1
91D+92D:N2nitiER (41)
1
where g and g2 are increasing functions of R, i.e., dg¥’(R)/dR + dg¥ (R)/dR = 1.
In Stage 1, local governments choose feasible (e11,e12,--- ,e1r) and (e21, €22, - ,ear). Let ey, =
(€m1,€m2, - »emr), m = 1,2.. Now we can denote g~ and s,,; as functions of e, i.e., g”(e1,e2)

and sp;(e1,ez), m=1,2.

In Stage 1, the local government 7 chooses e1; and eo; considering their influences on transfers and
taking the choices of all other local governments as given. Then, the optimization problem considered
by local government ¢ is given as follows:

max u(y; — ti(e1, e2)) + (1 — No(g7 ((e1, e2))) + AV(Ng{ (e1, e2))

€14,€24
+ (1 — wh(g5 (e1,e2)) + pH(Ng5 (1, e2))

The first-order conditions become:

oti dgy’ dgP ol dgl .
_a Y /9291 11991 0992 11095 _ .
! )3611- =00 €14 ANV )3e1i = wh( )86’“' +HNHL )aeli 0 ¢=L-1
(42)
9% Ogt dgr’ g5 g% .
_ (. _ (. 1 AN _ . 2 1. 2 _ _
# )8621' 1= )362@' ANV )3ezi =i )8621' +RNH )aezz‘ 0. e=1, 4
(43)
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Because dgP/de1; = 1 + 0s1;/0e1; = n;i/N,0gP /0er; = 1 + 0s1;/0e1; = n;/N,0g% [0ea; = 1 +
0s2;/0ea; = n;/N,dgP [0es; = 0s1;/0ea; = 0, and dgd’ /de1; = Dsq;/0e1; = 0, we can rewrite these
conditions as follows®:

W (eP?) = T[(L= Mo (gP) + ANV (NgP)] i =1, 1 (44)
W (eP") = 5 (1= WH(g8") + nNH'(NgP™)] i = 1,1 (45)

D* designates the solution to the problem in Case D. Interpretation of these equations is straight-
forward. The right-hand side is the regionally perceived marginal benefit of private consumption,
whereas the left-hand side is the marginal cost from the regional perspective. 1 —n;/N is the portion
of the cost accruing to the other regions. The result of Case D is summarized as the following Lemma.

Lemma 4.

(a) The first-best allocation is never achieved in the subgame-perfect equilibrium, irrespective of the
level of spillovers, \ and p.

(b) For any A\ and p:
(b-1) gP* < gi*, gP* < g5*, and ¢ < &P*, where eP* = ZiniclB*/N.

(b-2) cP* is overprovided in the sense that ‘gg

< 0.
ci:ciD*

See Appendix 3 for the proof. Ex post equalization of the marginal utilities of g1; and go; gives
rise to an ex ante free-riding motive among regions that set and commit to the lower tax rate ex ante,
implying a higher level of consumption. In contrast to Case B, overconsumption is not solved even
in the case of A = 1(u = 1). Eq.(44) ((45)) becomes u/(cP*) = n;V(NgP*)(= n;H'(NgF*)), which
is different from the Samuelson condition (10). In this case, there is no commitment to supplying
public goods; therefore, there is no incentive to supply greater amounts of public goods, unlike in
case C. However, as shown in Case A, the ex post transfers successfully internalize the spillovers
in the case of noncommitment to public goods. As a result, the spillover effect of public goods is
internalized in this case. However, the result is not efficient because the central government tries to
internalize the spillover effect of public goods by ex post transfers among regions, but the lower tax
rate (overconsumption) is committed to ex ante and cannot be adjusted ex post, i.e., the supply of
public goods is biased as a result. This is because the tax rate is committed to ex ante; therefore, ex
post income transfers are not allowed. Setting a lower tax rate to increase consumption is desirable
for local governments.

PAs 3 nis1i =0, 3, nis2; = 0 and g/, (e1, e2) = emi + Smi(e1,e2), m=1,2i =1,...,I, we obtain:

Osmi _ =(N—=m) 49y .1

867711' N

O3m; 95mi (N -—mi) . .
O€mi + O0emi T N N’ m y4 4] 3 s 'L#]
8;;]‘ =0,lm=1,2,1l#m, i,j=1,---1
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4.4.2 Case E: g1; and t; are chosen ex ante

In Case D, we show that only tax rate commitment is always inefficient. However, we have already
confirmed that the expenditure commitments in Cases B and C may be desirable. Can we restore
efficiency (relative to Case D) when there is commitment with respect to one public good, as inspired
by the efficient result in Case C? To answer this question, we analyze Case E.

Case E is basically the same as Case C, except that local governments commit to ¢; in addition to
g1i- As g1; and t; are committed to ex ante, s1; and s.; are equal to zero, and the central government
can adjust public good go; by setting the ex post transfer. Therefore, the optimization problem solved
by the central government in Stage 2 is given as follows:

max an u(ci) + {(1 — Nv(g1i) + AV (Z nini) }

524
2

+ {(1 — p)h(ez; + s2;) + pH (Z ni(ez + 522‘)) }]

)

s.t. ZniSQz‘ =0
i
The first-order conditions become:

(1= wh'(g5) + uNH'(O “migg) =~F, i=1,--- I (46)

(2

where v is the Lagrangian multiplier associated with the constraint of the above optimization prob-
lem. The central government transfer for the supply of go; will perfectly equalize the supply of the
public goods, gfi = g¥ for all i. We obtain the following equation from g1; = ey; and g& = eq; + s9;,

1
9o = N § nl(tl glz) =R (47)

where g is an increasing function of R’ that is dg’ /dR' = 1.
In Stage 1, local governments maximize local utility with respect to g1; and ¢;. Their optimization
problem is given as follows:

gii,ti

max u(y; —t;) + (1 — Nv(g1;) + AV <Z nigh)
+ (1 — wh(gy (R")) + nH (Ng§ (R'))

The first-order conditions become:

u'(cF*) = "N (1 — )R (¢F*) + uNH'(NgF*)], i=1,--- 1 (48)
(1= (g5") + AmV’(Z nigl;’) = nﬁ (1 — ) (gF*) + uNH'(Ng§*)], i =1, .1 (49)

where E* designates the solution to the problem in Case E. The right-hand side is the regionally
perceived marginal benefit of the public good g1; and private consumption, whereas the left-hand side
represents the marginal cost from the regional perspective. 1—n;/N is the portion of the cost accruing

14



to the other regions. Comparing this to Lemma 3, the result of Case E is summarized as the following
Lemma.

Lemma 5.

(a) The first-best allocation is never achieved in the subgame-perfect equilibrium, even if A\ = 1.
(b) For any A and p:
(b-1) gF* > gi*, g5 < g5*,eB* > ¢**, where gF* =3, nigl* /N, ef* =3, nicF*/N.

(b-2) gﬁ* and ¢ are overprovided in the sense that jW_ I <0, ZZ o < 0.
1t J1g

i _
ci=c;

1

See Appendix 4 for the proof. In Case E, the first-best allocation cannot be achieved even when the
public goods have a perfect spillover, i.e., A = 1, as opposed to Case C. This result is similar to Case
D where the tax rate is also committed to ex ante, except for the existence of the commitment to gy;.
First, committing to the tax rate means commitment to residents’ consumption. Local governments
have an incentive to keep residents’ consumption high by setting a lower tax rate. Secondly, commit-
ment to gi; creates an incentive to provide more public goods because of the expectation of ex post
transfers. Both effects compete with each other. While, the second incentive is offset when the public
goods have perfect spillover, the first incentive cannot be avoided. As a result, the first-best allocation
cannot be achieved even when A = 1. This negative answer to the question posed at the beginning of
this subsection demonstrates that the inefficiency of the tax commitment is strong enough to offset
the efficiency of the commitment to the perfect spillover public good.

5 Implications

We analyze Cases A—E and obtain the results summarized in Lemmas 1-5. From Lemmas 1-5, we
obtain the following proposition.

Proposition.
The first-best allocation is never achieved as long as local governments can commit to the tax rate t;
ex ante, i.e., taxation authority is delegated to the local government regardless of the degree of spillover.

Given this Proposition, the first-best allocation is never achieved in the case with commitment
to the tax rate. This means that the first-best allocation can be achieved only in the case without
commitment to the tax rate. Figure shows the areas where first-best allocation is achieved in the three
cases, A—C, where tax rate authority is not delegated to the local governments and is not committed
to, dependent on the degrees of spillovers of the two public goods. As summarized in Lemma 1-3,
(A) if nothing is committed to ex ante or (B) if g1; and go; with perfect spillovers are committed to ex
ante or (C) g1; with perfect spillovers is committed to ex ante, then the allocation becomes efficient.

Case C ' is the case where local governments commit to g9; instead of gi; as in Case C. When
local governments commit to policies, it is desirable that the policies they commit to are pure public
goods with perfect spillovers. This result corresponds to that of Silva (2014) for selective decentralized
leadership, where an efficient allocation is only achieved when the local governments commit to the
supply of national public goods.
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CaseC":

(Degree of spillover of g,) FB If g, is committed ex ante CaseB:

A ‘FB if g4 and g, are committed ex ante

T %

Case A:
FB if nothing is committed ex ante,
(only choosee, ande;)

|l Case C:
FB if g, is committed ex ante

A
FB refers the first-best allocation 1 (Degree of spillover of g1)

Figure: Areas where the first-best allocation is achieved when taxation authority is not delegated

6 Conclusion

This paper analyzes the decentralized leadership model with spillovers by focusing on which policy
to commit to ex ante. In particular, we focus on the delegation of the authority to set tax rate
(commitment to tax rate). When the tax rate is committed to ex ante, efficiency is never achieved, as
shown in Case D. This inefficiency result remains even when the public good is additionally committed
to as shown in Case E, as opposed to Case C where efficiency is achieved when the perfect spillover
good is committed to ex ante. These results imply that the delegation of the authority to set the tax
rate should be considered carefully.

Additionally, we show that when taxation authority is not delegated, the existence of spillover
effects may work well when the good committed to ex ante has perfect spillover effects, as shown in
Cases B and C.

The results of this paper expand the scope of our understanding of decentralized leadership and
are useful for evaluating future decentralized institutional design for federalism.

Appendix
Appendix 1: Proof of Lemma 2

Suppose that gi* > gP* g3* > gP*. Then we obtain:

L Y
—g - > - — g g =M (50)

M=
N

As ¢B*(M) is an increasing function of M, we have ¢?*(M) > ¢**. Now comparing the subgame-perfect
equilibrium solution with the first-best allocation solution, we have:

(1= )0 (9 + ANV/(NgP") = o/ (P () 65
(1= N0/(g7") + ANV/(Ngi") = /(™) 52
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Because c?*(M) > ¢**, we have u'(cP*(M)) < u/(¢**). Then, we obtain the following inequality.
N /¢ Bx 10 sk / —Bx / *ok
(1=2A) Ev(gli)*v(gl) +AN [V!(Ng™) = V'(Ngi")] <0 (53)
(2

Bx

As gi* > gP* and N/n; > 1, the above inequality holds only if gB* > gi* for all i. However, this
—B*

contradicts g* > gP*. Therefore, gP* > gi* holds. Using a similar procedure, we obtain g&* > g3*.
Social welfare in the equilibrium is given by:

W = Nu(cP*(MP*)) + an v(gB*) + ANV( ang

Zm 95") + uNH ng
Z nigli =y nigﬁ*]
%

Differentiating the above equation with respect to gi; and evaluating the equilibrium, we have:

where M* =

dw
dgii

dCB*(M*)
dM*

+ (1= M)nv' (g2 + ANn; V() (54)

= —ng/(")
911':95*

Rewriting the above equation, we obtain:

1 dW N
sl =y (1= ) et <o (55)
i AG1ilg);=gB~ [y

Using a similar procedure, we can show that n%g;; p— (1 —p) (1 — %) h’(gQB;*) <0. O

Appendix 2: Proof of Lemma 3
Suppose that gi* > g&*. As ¢&* + ¢g§* = +(Y =3, ¢5%) = M, we obtain:

_ Y O
M,:N_ 1C
Y *k *ok

C'*

C'x

As c“*(M’) and ¢$*(M’) are increasing functions of M’, we have ¢“* > ¢** and ¢g§* > g3*. Now
comparing the subgame-perfect equilibrium solution with the first-best allocation solution, we have:

(1= X of (965%) + ANV/(N ) = (M) (57)

(2

(1 =XV (g7%) + ANV (Ngi*) = o/(c*) (58)

Because c“*(M') > ¢**, we obtain the following inequality:

(1=2) nﬁv’(gﬁ*) — ' (g7)| + AN [V/(Ngi™) = V(Ng{*)] <0 (59)

i

As gi* > glc* and N /nZ > 1, the above inequality holds only if g};

contradicts g7* > 91 .

% > g** for all i. However, this
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Social welfare in the equilibrium is given by:

W = Nu(c¥* (M) + Z niv(g5;) + )\NV(Z nig$;")

3 NG + N HOYE")

- Z nzglcz*]
i

Differentiating the above equation with respect to ¢; and evaluating the equilibrium, we have:

/ 1
where N

Co (11"
Z;Z gl ”iu/(')dccm(}{) + (1= M (g57) + AN V()
=il (1= mh'() +uNH’(')]M (60)
dM'*
Rewriting the above equation, we obtain:
1 dw —(1—-\) <1_N> 69 <0 O o)
ni dgui 91i=9%;" ng

Appendix 3: Proof of Lemma 4

Because niclp* = n;y; — nit; and Y, nit; = NgP* + NgP*, we have (> niti)/N = gP* + gP* =
Y/N — éP* = R. Now, suppose that ¢** > ¢”*. Then we obtain:

Y
o ED* > C** = R** (62)

As gP*(R) and gP*(R) are increasing functions of R, we have gP’*(R) > g;* and gP*(R) > ¢5*. Now
comparing the subgame-perfect equilibrium solution with the first-best allocation solution, we have:

T (e = (1= A/ (gP") + ANV (NgP) (63)

7

' () = (1= N (g7) + ANV (Ngi™) (64)

As gP* > g%, we have (1 — M)/ (gP*) + ANV/(NgP*) < (1 — M\)v'(g7*) + ANV/(Ng;*). Therefore, we
obtain following inequality.

NP — (e < 0 (65)

ng

Becaube N/n; > 1, the above inequality holds only if CZ-D * > ¢** for all i. However, this contradict

The soc1a1 welfare in the equilibrium is given by:

W= Zniu(CiD*) — A)No(gP*(R*)) + ANY(NgP*(R"))
+(1— p)Nh(gs*(R*)) + uNH(Ng5*(R"))

Y — ZWCZD*]

h =
where R N
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Differentiating the above equation with respect to ¢; and evaluating the equilibrium, we have:

aw / 1 / 217/ dng*
=nu'(-) — — [(1 = NNV () + AN“V'(-
G| =m0 7 [0 OO ANV
-1 VK () + NP 2 (66)
N . a dR*
Rewriting the above equation, we obtain as follows:
1 dWw B N\ ,, p«
7’)7 dci e = <1 — m) u (Ci ) < 0 ‘:’ (67)
Appendix 4: Proof of Lemma 5
Suppose that gi* > gf*, > E{E*. Then we obtain:
R = Z o > nicf* _ > nigﬁ*
N N N
Y _Ex —Ex
= N E ij
Y kok
>N_C 9" =R (68)

Since g&*(R') is increasing function of R’, we have gi* > g*. Now comparing the subgame-perfect
equilibrium solution with the first-best allocation solution, we have

T (eP?) = (1 - ) (F) + nNH(NgE*) (69)

(2

u'(¢™) = (1 = p)h(g5") + pNH'(Ng5") (70)

From the assumption g&* > g3* we have (1—u)h' (g5*)+uNH'(Ngl*) < (1—p)h (g5*)+uNH'(Ngs*).
Therefore, we obtain following inequality.

N
—u/(cP*) —u(c™) <0 (71)
ng
Because N/n; > 1, the above inequality holds only if ciE* > ¢** for all . However, this contradicts
* > ¢P*. However, comparing the subgame-perfect equilibrium solution with the first-best allocation
solution of gy, we have:

(1- ) [ivv

)

(915°) = v’(gi‘*)] +AN[V/(Ngr™) = V'(Ngi*)] < 0 (72)

As gi* > gP* and N/n; > 1, the above inequality holds only if g&* > gi* for all i. However, this

contradicts g7* > g&*.

The social welfare in the equilibrium is given by:

W = an an v(gE*) + ANV ang
+(1 *M)Nh(QQ (R'))+MNH(N92 (R)

/ 1
where R * :N[Y — ancf* — Zn,gﬁ*]
i i
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Differentiating the above equation with respect to ¢; and evaluating the equilibrium, we have:

dw / /493" (R™) n; )98 (R™) n
=nu(-)—NA1—wh' (') —=—F— —uNH' () N———+——
Tor |y, =00 = N =W O T = N N (73)
Rewriting the above equation, we obtain:
1 dw oy N, . N,
e e = O ) = (= ) <0 (74)

In a similar way, differentiating the above equation with respect to ¢; and evaluating the equilibrium,
we have:

1 daw

N,
o —(1-N(1- ") ()<0 O (75)

n;

_E
91i=91;"
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