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Abstract This article revisits the influential “Leviathan” hypothesighich pos-

its that tax competition limits the growth of government spending in decentralized
countries | use panel data to examine the effect of fiscal decentralization over time
within countries attempting to distinguish between decentralization that is funded
by intergovernmental transfers and local taxatiBinst, | explore the logic whereby
decentralization should restrict government spending if state and local governments
have wide-ranging authority to set the tax base and esjgecially on mobile assets

In countries where this is most clearly the cadecentralization is associated with
smaller governmenSecond consistent with theoretical arguments drawn from wel-
fare economics and positive political econgrhghow that governments grow faster

as they fund a greater portion of public expenditures through intergovernmental
transfers

For good or il fiscal decentralization is commonly thought to restrict the growth
of government spendingust as tax competition in an era of globalization is be-
lieved to place constraints on the revenue-raising capacity of governnietets
jurisdictional competition within decentralized countries is believed to hamper
government’s ability to taxFor those who see government as a revenue-hungry
beast this is a welcome muzzld-or othersfiscal decentralization creates a wor-
risome “race to the bottom” that favors capital over labor and prevents govern-
ments from providing important collective good3ushing the normative and
ideological questions asidthis article seeks to determine whether there is a link
between decentralization and smaller governmanfirst glance the proposition
seems doubtfulthroughout the era of globalization and fiscal decentralization in
the latter part of the twentieth centurublic sectors have grown faster than pri-
vate sectors around the worl®n averagegovernment expenditures accounted
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FIGURE 1. Government expenditure as share of GDP: Average for 29 countries

for around 39 percent of gross domestic prodi@bP) in 1978 while by 1995
the average had increased to more than 45 percent for a sample of twenty-nine
countries (See Figure 1! The growth has been particularly pronounced in the
1990s

Political scientists and economists have long sought to explain cross-national
variation in levels and changes in government expenditften with mixed suc-
cessAlthough the academic literature focuses almost exclusively on central gov-
ernmentsthe growth of state and local public sectors has been more pronounced
in relative termsThis article directs attention to the balance of taxing and spend-
ing authority between central and subnational governmémtdoing sg it returns
to one of the oldestand perhaps least successtHiplanations of fiscal scale with
a new perspective and new dat¥ith their famous “Leviathan” hypothesi&eof-
frey Brennan and James Buchanan posit that “total government intrusion into
the economy should be smalleeteris paribusthe greater the extent to which
taxes and expenditures are decentralize®epicting government as a revenue-
maximizing LeviathanBrennan and Buchanan argue that as long as some individ-
uals and firms are mobildéiscal decentralization forces governments to engage in
tax competition thus destroying Leviathan’s monopoly on taxation and bringing

1. The data set used to create Figure 1 is introduced bé&lbe twenty-nine countries are those for
which a full time series from 1978 to 1995 was availablth the exception of a small number of
missing observations that were interpolated to create the)chart

2. Brennan and Buchanan 198Ib.
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government spending closer to the preferences of citiZEnis argument dove-
tails with other less cynical suppositions that decentralization helps resolve an in-
herent agency problem between citizens and government

This hypothesis was the subject of several empirical analyses in the.1980s
Though fiscal decentralization has been linked to lower government spending in
some US., Canadianand Swiss case studigsross-national studies have been
unable to demonstrate the hypothesized relationsihipleed Wallace Oates has
declared Leviathan a “mythical bedst More recently Ernesto Stein demon-
strates that fiscal decentralization is actually associated with larger government in
Latin America®

However this article argues that existing cross-national studies are insufficient
to dispel the myth of Leviathan for two reasomsrst of all, they employ cross-
section averages or single-year snapshblais they shed little light on the dy-
namic nature of decentralization and the growth of government—both of which
are processes that unfold over tint@overnance in many countries around the
world is undergoing a major transformation since the 198D®ss-national
empirical analysis demonstrates that a pronounced trend toward fiscal decentral-
ization is linked with transitions to democracy—especially in lafgemerly cen-
tralized countried Using the same group of twenty-nine countries as Figure 1
Figure 2 shows that average state and local expenditure as a share of the total
government sector has jumped from around 20 percent in 1987 to 32 percent in
1995 Thus it may be inappropriate to conduct empirical analysis as if all coun-
tries have reached a long-term equilibrium

Second until very recentlyinsufficient attention has been given to the precise
institutional incentives created by different forms of decentralizatdrove all if
decentralization is to have a constraining effect on the growth of government
must occur on both the expenditure and revenue sitlethe vast majority of
countries howeverincreased state and local expenditures are funded primarily by
grants shared revenuesr other sources that are controlled and regulated by the
center Expenditure decentralization without corresponding local tax powers will
not engender the tax competition that drives the Leviathan maubgl will it
strengthen the agency relationship between local citizens and their representatives

On the contrarydecentralization funded by “common pool” resources such as
grants and revenue-sharing might have the opposite efdgcbreaking the link
between taxes and benefitsere expenditure decentralization might turn the pub-
lic sector’s resources into a common pool that competing local governments will
attempt to overfishDepending on whether funded by local or common pool

3. For example Marlow 1988 Joulfaian and Marlow 1990Grossman 1989and Feld Kirch-
gassnerand Schaltegger 2003

4. For an exhaustive literature reviesee FeldKirchgéssnerand Schaltegger 2003

5. Oates 1985

6. Stein 1999

7. See Panizza 199@&nd Garrett and Rodden 2Q03
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FIGURE 2. Fiscal decentralization, 29 countries

resourcesdecentralization might either retard or intensify the growth of govern-
ment Thus meaningful cross-national analysis requires data on transfgenue-
sharing and local taxation that have heretofore not been examined

This article reexamines the link between decentralization and the growth of gov-
ernment by addressing each of these problefnst, rather than concentrating
exclusively on cross-country variatiphuse panel data from a large group of coun-
tries spanning the years from 1978 to 1997 and use an error-correction setup to
distinguish between transitory and long-term effe@scond while expenditure
decentralization is rather easy to measure across coungtibsational revenue
autonomy is often swept under the rug in empirical research because it is concep-
tually complex and difficult to capture with cross-national détsa correctivel
use a new data set that aims to pinpoint different aspects of subnational revenue
autonomy

The analysis demonstrates quite clearly that the effect of decentralization on
government size is conditioned by the nature of fiscal federal@ther things
equal decentralizationa relative shift in revenue from the center to the sub-
national governmentswhen funded by common pool resourcissassociated with
faster growth in overall government spendihg contrast though the result relies
on a smaller samplalecentralization that is funded by autonomous local taxation
is associated with slower government growth

The rest of this article proceeds as followWw$he next section reviews and ex-
pands on existing theories linking decentralization and the size of government
The following section introduces the data set and empirical approach and then
estimates a basic model exploring the conditional effects of decentralization on
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government size for a large sample of countriBlse next section takes a closer
look at the role of intergovernmental transfers by conducting separate analyses of
central and subnational expenditurgg¢hile the global data set is useful for dis-
tinguishing between budgetary grants and various forms of “own-source” sub-
national revenugit is poorly suited to examine state and local tax autononimg
following section takes up this task with a smaller data set composed of countries
from the Organization of Economic Cooperation and Developn®&CD). The

final section concludes and points out avenues for further research

Decentralization and Government Spending
Perspectives on the Size of Government

A good deal of variation across countries in the size of government can be ex-
plained by examining the demands of citizens for public spendimich are to a
large extent shaped by demographic and geopolitical fackansinstancecoun-
tries with a large portion of the society above or below the working age might
have larger government&ccording to popular interpretations of “Wagner’s Law
the income elasticity of demand for government output is greater than whiigh
leads to an increasing government share of total output as the economy expands
Additionally, the distribution of income before taxes and transfers within a coun-
try might shape the strength of demands for redistributiénother literature ex-
amines the role of international trade and demands for government sp&nding
Most models of government spending in the public finance tradition ignore the
problem of preference aggregation—government is by assumption a benevolent
despot that implements socially optimal polici€sAn alternative body of re-
search in political economy examines government size as reflecting the optimal
policy of the median votefFrom either analytical perspectivgovernment spend-
ing is viewed as ultimately “responsive” to underlying exogenous prefereMees
another perspective views government spending as inherently “excgsbiak-
ing seriously the problem that demands by citizens for public spending are satis-
fied through an agency relationship that is fraught with difficult®g no means
does governmental policy necessarily represent the ideal point of the median voter
First of all, officials might abuse the natural information asymmetry between rul-
ers and ruled and line their own pockelsading to a larger public sector than

8. See for example Meltzer and Richard 198land Bolton and Roland 1997
9. Cameron 1978 argues that smalben economies are more likely to develop strong labor move-
ments and left-wing partiegnd in turn these political conditions have been conducive to the growth
of the public economyAlternatively Rodrik 1998 argues that increasing trade interdependence height-
ens insecuritywhich in turn strengthens demands for public sector risk-sharing
10. The classic text is Musgrave 1959
11 Adistinction between “responsive” and “excessive” explanations for the growth of government
spending was made by Buchanan 19THe distinction is explored empirically in the.8 politics
literature See for example Berry and Lowry 1987
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citizens would preferThis has been the concern of the vast public choice litera-
ture on “rent-seeking which departs from traditional public finance models and
derives its analytical insights from assuming that governments maximize “perks”
or “rents” that are at odds with the interests of vot&rs

Secondin the institutional political economy literaturpoliticians are viewed
as primarily interested in reelection rather than rents or social welféer elec-
toral incentives combined with the constraints of legislative institutipmsight
lead them to tax and spend mdi@ less than the median voter would prefém
important literature in this vein examines the possibility that representatives will
seek to externalize the costs of government expenditures in their jurisdiction onto
citizens of othersturning public revenue into a common pool that is quickly over-
fished'® As a consequence of the incongruence between spending and taxation
that arises when geographically targeted expenditures are funded with general tax-
ation representatives misperceive the costs of spending and demand an “exces-
sive” amounj because they take into account all of the benefits but only consider
the share of taxes that falls on their constituefitss might lead to spending that
exceeds the socially optimal amouAtcording to Buchanan and Wagrtéra fur-
ther problem is that voters do not fully understand the relationship between cur-
rent deficits and future taxes—they simply reward spending and punish taxation
Politicians with electoral motivations face incentives to take advantage of their
“fiscally illuded” voters with excessive deficit-financed spendiegpecially in elec-
tion years

In a more recent literaturd?ersson and Tabellini argue that majoritarian—as
opposed to proportional—elections increase competition between parties by fo-
cusing it in some key marginal districtwhich leads to policies favoring targeted
redistribution at the expense of broad public goods and social insurance pro-
grams®® They also argue that presidential regimes encourage more intense com-
petition than parliamentary regimesghich leads to fewer renttess redistribution
and smaller government in the forriér

Such institutional arguments hold constant demands for expenditure—as deter-
mined by demographiceconomic growthtrade and so on—and examine the
role of institutional incentives structuring the agency relationship between citi-
zens and politiciansOne common thread in these arguments is the notion that
institutions can strengthen or undermine the ability of citizens to discipline gov-
ernment’s “natural” tendency toward excedsone assumes that the natural ten-
dency of government is to overspenchproved oversight should lead to smaller

12. An engaging debate between these perspectives is presented in Buchanan and Musgrave 1999

13 See Buchanan 197and WeingastShepsleand Johnsen 1981

14. Buchanan and Wagner 1977

15. Persson and Tabellini 2006haps 8—9 Milesi-Ferrettj Perottj and Rostagno 2001 derive rather
similar predictions from a model focusing on how electoral institutions affect voters’ strategic delegation

16. Persson and Tabellini 200@hap 10. Empirical support is provided in Persson and Tabellini
2002
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governmentBut in more recent literaturenstitutions affect the size of govern-
ment in ways that do not require rent-seeking assumptiosstutions might sys-
tematically provide career-oriented politicians with incentives to overfish the
common revenue poobr to favor one group over another—rural over urban dwell-
ers residents of marginal or “swing” districtthe middle classor perhaps capital
over labor In this view institutions that favor voters with strong preferences for
public goods or redistribution should be associated with larger government

Decentralization as a Constraint on Leviathan

Each of these intellectual traditions has posited a link between fiscal decentraliza-
tion and the size of the public sectdiirst to the extent that fiscal decentraliza-
tion brings government “closer to the people” and facilitates a better match between
local preferences and local policjés may enhance the information available to
voters about government activities and put them in a better position to sanction
poor performance or rent-seekimerhaps even clarifying the tax-benefit link and
reducing the problem of fiscal illusidr Besley and Case argue that “benchmark
competition” allows voters in adjacent jurisdictions to compare directly tax prices
paid and public goods receivealssessing whether decentralized governments are
wasting or stealing resourc&If one assumes that a component of tax revenue is
always stolen or wastethaving a more efficient jurisdiction next door might put
limits on the size of that component

However such argument linking decentralization and enhanced accountability
require hefty assumptions about the quality of the local democratic process and
the information available to voterEinder plausible conditionslecentralization is
just as likely to lead to capture by local interest groups and increased corrtiption
Moreover given the limited resources that citizens have to invest in monitoring
the fiscal activities of government is plausible that they are better equipped to
monitor only one level of government—the central government—and any decen-
tralization of spending or taxing authority will undercut monitorfigraking a
different perspectiveWallace Oates questions the link between better monitoring
and smaller governmenpointing out that if decentralization enhances oversight
of governmentvoters might actually demand more spendikigowing that less of
it will be dissipated in renté' In short the arguments asserting a relationship
between decentralizatipmmproved accountabilityand smaller government are
driven by rather strong assumptions about the preferences of voters and po-
liticians. Moreover the logic of each of these arguments requires not only the

17. For a welfare economics perspectigee Oates 197For a public choice perspectiveee Bucha-
nan 1995

18 Besley and Case 1995

19. See Bardhan and Mookherjee 20@bdden and Rose-Ackerman 19%hd Treisman 2001

20. Franzese 2001

21 Oates 1985 gives credit to John Wallis for formulating this argument
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decentralization of expenditure authority but also tax authofitgtronger tax-
benefit link clearer informationstronger incentives for monitoringnd bench-
mark competition will not arise if taxation remains centralized

In addition to strengthening monitorintax decentralization might help resolve
the common pool problenConsider a “fiscally centralized” system where local
public goods are funded through general taxation and allocated in a central legis-
lature featuring district-based representatiorthe basic common pool setugach
district decides on the supply of public goo@dsd the centralized tax rate is re-
sidually determinedThe common pool problem arises because each district inter-
nalizes the benefit of its public goods but internalizes only a fraction of the social
marginal cost of higher taxeSpending should be lower in an alternative decen-
tralized scenario in which all public goods must be funded at the district level by
local taxes However the existence of the common pool problem in practice de-
pends a great deal on the specifics of legislative organiZ&tamd can be rather
easily circumvented by determining the size of the budget before addressing allo-
cation or by delegating authority to a strong finance minister or presitfefihe
presence of a legislative common pool problem is very difficult to pinpoint using
cross-national dat&o it is difficult to identify the countries in which fiscal decen-
tralization might solve it

The literature on tax competition—which spans the perspective of public ghoice
public financeand institutional political economy—provides the most unambigu-
ous link between fiscal decentralization and smaller governnigngnnan and
Buchanan made the argument that under decentralizagiovernment’s quest
for rents and revenue is undermined by the need for jurisdictions to compete with
one another for mobile sources of revertieh much earlier version of this
argument was made by Friedrich von Hayelho laid out a vision of “interstate
federalism” in which “the methods of raising revenue would be somewhat re-
stricted for the individual statedlot only would the greater mobility between the
states make it necessary to avoid all sorts of taxation that would drive capital or
labor elsewhergbut there would also be considerable difficulties with many kinds
of indirect taxatior’ 2° In this “excessive government” public choice perspective
tax competition reduces rents afence a smaller public sector enhances overall
welfare

A similar connection between tax competition and smaller government has also
been established in public economics models with benevolent despots in an opti-

22. Inman and Rubinfeld 1997 contrast “minimum winning coalition” legislatures and “universal-
istic” legislatures The latter are more likely to demonstrate the common pool probMoreover
weak or fragmented coalition governments may find it difficult to withstand spending preasure
Rattsg 2000A less political model is presented by Persson and Tabellini 1@9#hich subnational
governments bribe the central government to provide them with a larger share of common resources

23 See Von Hagen 1998

24. Brennan and Buchanan 1980

25. Hayek 1939 270, 1948 260. This argument has recently been extended to explain commit-
ments to the preservation of marke®&ee for example Weingast 1995
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mal taxation framework® But this perspective often views the result as pushing
public spending away from the social optimum rather than towarthit compe-
tition is viewed as a problem to be solved with central government intervention
Not surprisingly the debate has taken an ideological towféen turning into argu-
ments about the appropriateness of radically different optimistic and cynical as-
sumptions about the motivations of politicians

However one need not make blunt assumptions about benevolent or malevo-
lent politicians to derive a link between tax competition and small government
The same result can be obtained by adopting an institutional political economy
perspective and analyzing a conflict between owners of relatively mobile and less
mobile assetsSpecifically decentralized capital taxation implies not only a shift
in the burden of taxation toward owners of immobile asset$ under very plau-
sible conditions it also implies smaller government

Consider a closeatentralized country witi identical districtswhere each dis-
trict consists of individuals divided into cleavages based on the relative mobility
of the assets from which they receive their incofiaor versus capitaland own-
ers versus rentersarmers versus light manufacturingdlso assume that these
moving costs are exogenous and that—especially plausible for labor and capital—
the owners of relatively immobile assets outhnumber the owners of mobile assets
(by the same margin within each district and in the country as a whiwehis
centralized systenthe level of spending on public goqds®, is determined by
the national median voter—an owner of relatively immobile assets—and distrib-
uted to the districts according to populatidn this scenaripthe national median
voter will choose to externalize as much of the fiscal burden as possible onto own-
ers of more mobile assetim the extreme casé¢he tax rate on mobile assets is set
at the revenue-maximizing rate at the top of the Laffer cufiye while the rate
on immobile assefsI®, is set at zerolgnoring deficit financgthe level of public
expenditure is

G® = M(Tg) + 1(T) ()

whereM is the value of mobile assets ahds the value of immobile assetBe-
causeT;® is zerq public expenditures are simply equal MX(T,5).

Contrast this with a decentralized setting in which the same districts are inde-
pendent jurisdictions who set their own tax rates and choose their own levels of
spending Spending in the decentralized systeBf, is a summation of the level
chosen by each individual jurisdictiomhe median voter within each jurisdiction
still prefers to externalize the same portion of the fiscal burden onto owners of
mobile assetdbut the latter are now free to shop around for jurisdictions that can
offer them a lower tax rateUnless the jurisdictions can form a cartét the

26. For examplesee Zodrow and Mieszkowski 198&nd Wilson 1986For a literature reviensee
Wilson 1999
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presence of fiscal competition it will be impossible for any jurisdiction to charge
TS The less mobile within each jurisdiction must compete with those in other
jurisdictions for mobile individuals and firms to taand T, falls to the equilib-
rium value in the intergovernmental marketplaéspecially when the relevant
distinction is between capital and labtabor will be forced to lower capital tax-
ation to preserve jobd'he only way to maintain the same level of public spend-
ing as in the centralized scenario is for each jurisdiction to r&jge the point
wherel (T,%) = M(T,S — T.9). Stripped of the power to externalize the funding of
public goods onto the mobil@wners of immobile assets must now choose only
the level they can afford by taxing themselvdshey choose to make up the full
difference decentralization would merely entail a shift in the tax burden from the
mobile to the immobileln the more likely event that the immobile majority de-
mands higher levels of expenditure in the centralized scelfatiere the tax bur-
den falls on concentrated owners of mobile capjtex decentralization implies
that expenditures fall below the level that the median voter would select in a world
where the exit power of the mobile minority is limitéd

In sum whether one travels the roads of welfare econonpesblic choice or
institutional political economyone arrives at the same hypothestsough with
radically different normative interpretatiansther things equaldecentralized
taxation—in particular capital taxation—restricts the size of governnidrdugh
decentralized taxation might reduce agency costs as thellsimplest and most
compelling logic involves limitations on the taxation of mobile capital

Decentralization as a Boon for Leviathan

The intergovernmental tax competition literature resonates with theories of glob-
alization and public spending familiar logic holds that as countries open capital
markets and compete for foreign investmembvernments are forced to reduce
capital taxation and ultimately either shift the burden of taxation onto the immo-
bile or reduce public expendituregven if the medianpresumably immobile
voter prefers higher expenditures in a world of perceived increasing economic in-
security and governments are primarily interested in making voters htqgpgon-
straints of competing for mobile capital may force government expenditures below
this ideal point

There is a very important differenckowever between global tax competition
and fiscal decentralization within countries—the presence of a central government
“Leviathan” No system of fiscal federalism is anarchiven in the most decen-
tralized fiscal systemsuch as Canada and the United Statles activities of the

27. Again, the empirical prediction is clegout the normative implication is naPersson and Tabellini
200Q chap 6, provide a more complete dynamic model of distributive battles between capital and
labor in the context of mobility with a similar resulThey point out that even though equilibrium
expenditure is pushed below the ideal point of the median ytateicompetition might nevertheless be
socially desirable because it lends credibility to a policy of nonconfiscatory capital ti®ut tax
competition the government cannot commit ex ante not to over-tax capital after it has accumulated
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central government are interdependent with those of the subnational governments
In more centralized systemsuch as the United Kingdom or Norwagovern-
ments regulate virtually every aspect of local taxatiexpenditureand borrow-
ing. In all systems of fiscal federalisnsubnational governments are agents not
only of local citizensbut also—and in some cases much more so—agents of the
central government he vision of unconstrained tax decentralization in the simple
decentralization scenario above is unrealidticaddition to direct regulatiqrcen-
tral governments alter the incentives of subnational governments through intergov-
ernmental grants

Such grants can affect the link between fiscal decentralization and the size of
government in several wayBirst of all, in the traditional public economics liter-
ature on fiscal federalisngrants are made by benevolent central governments pri-
marily to internalize externalities and solve coordination problebhsder the
reasonable assumption that a shift toward greater local government resources and
autonomy leads to increased interjurisdictional externalities and coordination prob-
lems the demand for corrective intergovernmental transfers will incrdaseen-
tralization funded through grants might also be associated with a larger public
sector if something exogenqusuch as a baby boom or terrorist thrgatreases
the demand for local public goodsuch as primary education or emergency pre-
parednesswhich in many countries are funded through general taxes that are
transferred to statesowns or districts In fact, the global trend toward fiscal de-
centralization has occurred almost exclusively through increased grants and shared
revenues rather than the devolution of tax authotitynewly decentralizing de-
veloping countriesthis fact is shaped in part by the challenges of developing ef-
fective systems of local tax administration in the context of povergional
inequality and administrative underdevelopment

It is relatively clear from public economic theory that increased grants should
be associated with increased subnational expenditlinea model that focuses
on the indifference of the median voter between spending income on public and
private goodsBradford and Oates posit that the effect of a grant can be equiva-
lent to that of a reduction in taxes to individual taxpay&r8vhen grants go up
the median voter will demand some increase in the consumption of private.goods
However unless one makes the extreme assumption that the income elasticity of
demand for public goods is zermcreased grants should have a positive effect
on spending by local governmenidoreover a massive empirical literature span-
ning many decentralized countries shows not only that increased grants have pos-
itive effects on local expenditurgbut in contrast to the “equivalence theorém
very little if any of the windfall is absorbed by tax reductioough the un-
derlying logic is poorly understogodhe “flypaper effect"—the observation that
money “sticks where it hits"—is one of the most enduring empirical results in
public economicg®

28. Bradford and Oates 1971
29. For a review of theoretical and empirical studisse Hines and Thaler 1995
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Existing literature provides much less insight into what happens to the budget
of the central government when it increases grabtsincreased intergovernmen-
tal transfers supplement or replace existing central government expenditures? The
latter is possible but seems unlikeRor instanceif an increase in grants is moti-
vated by demands to solve an interjurisdictional externality problem or respond to
rising demands for local public goadhere is no compelling reason to believe
that demands for other forms of central government expenditure will wars&org
though somewhat ambigugusne might expect that other things equatreasing
reliance on intergovernmental grants will be correlated with larger government
purely from a welfare economics perspecfivathout the introduction of rent-
seeking and electoral motivatians

But the adoption of a public choice or institutional political economy perspec-
tive makes the case much stronger practice intergovernmental grants are not
distributed by benevolent central planndvsit rather by strategic politician®o-
litical incentives might create a distributive logic in grant programs that puts up-
ward pressure on the size of governmeabvernments will not compete if they
do not tax or if fiscal equalization schemes guarantee them a flow of revenue that
undermines their incentives to exert tax efféfrin fact some public choice scholars
view intergovernmental grants as cartel-like collusion among subnational govern-
ments to avoid the discipline of tax competitithAlternatively revenue-sharing
and transfer schemes might originate as attempts by less mobile gsugbsas
farmers and laborey$o exert voice at the center to avoid the deleteridasthem
effects of tax competitionContrary to the simple scenario described ab@wen
in the most decentralized countrjgle central government reserves the right to
tax mobile capital This gives the “losers” from tax competition a chance to mo-
bilize at the central levellf the power to set tax rates on mobile capital
is devolved to lower-level governmenisnmobile asset owners might attempt to
raise the federal tax rates on mobile capital to make up for the difference between
M(TS) andM(TY), distributing these revenues through grants or revenue-sharing
programs

Secong returning to arguments about agency and monitgrdegentralization
might actually distort information and weaken oversight if funded by intergovern-
mental grants rather than local tax effofhe involvement of two or three levels
of government in fundinglegislating and implementing the same policies makes
it difficult for voters to identify and punish waste and rent-seekigreover the
center-local agency relationship is laden with adverse selection profdhecesuse
local governments have incentives to exaggerate costs and distort information when
reporting to the center to receive larger transf@scentralization funded by in-
creased transfers might muddle rather than clarify the link between taxes and ben-
efits which increases the likelihood of fiscal illusioim addition to the problems

30. Careaga and Weingast 2000 refer to this as the “fiscal law of 1 oVém which revenue-
sharing programs undermine incentives for fiscal effort among recipient governments
31 See Grossman 198and Grossman and West 1994
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of complexity and opacityintergovernmental grants create the appearance that
local public expenditures are funded by nonresidecasising voters to demand
an excessive amoupt In this context legislators face strong incentives to over-
fish the common revenue pool as described apl@agling to larger government if
the budget process and organization of the legislature do not place firm limits on
overall expendituresRather than ameliorating the common pool prohleecen-
tralization funded by increased transfers might exacerbate it

The problem is only compounded if local governments have access to indepen-
dent borrowingin which case the fiscal illusion associated with intergovernmental
transfers can soften the local budget constraint and create an intergovernmental
moral hazard problenfor a variety of reasongentral governments might find it
difficult to commit to a policy of ignoring self-induced subnational fiscal crisss
pecially when these threaten to undermine the stability of the banking sysdtem
macroeconomyand the country’s credit ratingot to mention the government’s re-
election chance® Heavy dependence on intergovernmental transfers increases the
likelihood that central government officials will be held politically responsible for
local service reductions or defaultslocal tax autonomy is limited and subnational
governments are dependent on a large and increasing flow of finance from the com-
mon revenue pool to fund public expendituresters and creditors are likely to per-
ceive an implicit bailout guarantéé This encourages local governments to borrow
aggressively rather than adjust in the face of revenue shortétempting to ex-
ternalize the costs of adjustment onto other jurisdictitisofinancing obligations
undermine the center’'s commitment to ignore subnational fiscal wibedong-
term result will be higher expenditures at every level of government

Though the normative implications diverge widebye can derive the same em-
pirical prediction from public economicgublic choice or institutional political
economy decentralization funded by intergovernmental grants from the common
revenue pool will be associated with higher overall government spending

The Conditional Effect of Fiscal Decentralization
on the Growth of Government

Depending on the precise nature of political and fiscal incentive structiseal
decentralization might lead either to a smaller or larger public seStome vari-

ant of the “Leviathan” hypothesis should hold if a shift toward greater local gov-
ernment expenditure as a share of the total public sector is driven by a shift toward
greater local tax autonomiylore preciselydecentralization should lead to smaller
government if it explicitly shifts taxation—especially of mobile assets—from the

32 For an overview of concepts and measurements of fiscal illusion and a literature ,reeew
Oates 1991For a theoretical application to intergovernmental grants in particséar Oates 1979

33. See RodderEskelandand Litvack 2003

34. See Rodden 2002003 and Eichengreen and Von Hagen 1996
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center to the subnational governments without a corresponding increase in central
government taxatiarOn the other handhe common pool hypothesis holds that

if decentralization is funded by intergovernmental transfers or revenue-sharing
schemesit will be associated with a larger public sector

Previous Studies

In the first study to use cross-national evidence to assess the Leviathan hypoth-
esis no distinction was made between the Leviathan and common pool hypoth-
esesand the measures of decentralization were quite simple—subnational revenue
and expenditure shares of the total public se€iaWhile Wallace Oates found no
significant relationshipmore recent work by Ernesto Stein and his associates finds
a significant positive relationship between decentralizatineasured in a similar
way) and the size of governmetft They introduce intergovernmental grants into
their analysis and find thatonsistent with the common pool hypotheglss re-
lationship is compounded by dependence on intergovernmental transfens-
over, the Stein study demonstrates the advantage of using a small data set with
cross-section averages allows one to focus on specific aspects of the inter-
governmental system—such as the procedures through which grants are formu-
lated and distributed—that might help shed further light on the common resource
problem
However this empirical approach does not allow for the possibility that the re-
lationship between decentralization and government spending might be reversed
in those countries where decentralized spending is funded primarily by local taxes
In other wordsit only tests a version of the common pool hypothesis and ignores
the Leviathan hypothesithough the two are not mutually exclusiveEhus in the
analysis that followsl attempt to improve on previous attempts to distinguish
between decentralization that is funded by grants and “own-source” local revenue
Perhaps the most serious disadvantage of previous empirical approaches has
been the exclusive reliance on cross-section rather than diachronic vaffation
more convincing test of the relevant hypotheses would examine both cross-national
and within-country changes in the nature of fiscal decentralization that might,speed
retard or perhaps even reverse the growth of the public se€tars in the analy-
sis that follows | use a data set composed of yearly observations from the period
from 1978-97 for forty-four countries—all of the countries and years for which
sufficient time-series data are availaldéong with smaller subsampleBhese in-
clude countries from every continent and level of developmBascriptive statis-
tics and further details about the dataset are provided in the Appendix

35. Oates 1985

36. See Inter-American Development Bank 198nd Stein 1999

37. For a critique of cross-country regressions on government size without a time-series compo-
nent see Berry and Lowery 1987
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Dependent Variables

The dependent variable for the regressions presented below is a measure of total
public-sector expenditure as a percent of GDis is calculated for each country-

year by taking the sum of expenditures of the cents#te and local govern-
ments from the IMF Government Finance Statistié&S>® and dividing by GDP

(from the IMF’s International Finance Statistic§ The regressions in the next
section also examine central and subnational expenditure shares of GDP separately

Main Independent Variables

For the purposes of this artigléotal government revenue can be broken down
into three types

e Central revenueRevenue that is raised and spent by the central
government

» Grants Revenue that is raised by the central government and transferred to
lower-level governments

» Own-source subnationaRevenue that is raised and retained by lower-level
governments themselves

Fiscal decentralization is defined as a decline in central revenue relative to grants
and “own-source” subnational revenWhile critically important the distinction
between grants and “own-source” revenue is often difficult to make in practice
Fortunatelythe GFS distinguishes between “grants” and various forms of “own-
source” subnational revenuéocal taxes user feesinterest incomgand so ol
However the residual category of “own-source” revenue is not necessarily a proxy
for tax autonomybecause it fails to distinguish between tax revenues that are
legislated and collected locally and those that accrue to the subnational govern-
ments automatically through revenue-sharing schedg&a result “own-source”
revenue measured with the GFS may not be ideal for a cross-country analysis of
public spendingbecause it does not fully capture the directness of the tax-benefit
link or the likelihood of tax competitignboth of which may be undermined by
revenue-sharing programs or central regulation of local tax rates or.bases

Neverthelessthe distinction is important&and these data are quite valuable for
the analysis of changes over time within countrilse GFS classification “grants”
refers to explicit intergovernmental transfers that appear in the yearly budget but
exclude recurring automatic distributions of shared taXéss the grants reported

38. To avoid double-counting intergovernmental transfénsthe expenditures of the center and
again at subnational leveJgrants are subtracted out

39. Surprisingly all of the existing papers on globalization and the size of the public sector only
measure central government spendifty example Rodrik 1998 Garrett 2001and Quinn 199Y. The
measures used in these studies are virtually identical to the central government component of the vari-
able used herécorrelation.97), but these studies severely underestimate the size of the public sector
in the United StatesCanadaSwitzerland and several other highly decentralized countries
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by the GFS reflect the subnational revenue flows that are most subject to central
government discretion—arguably the type of transfer that is most likely to create
a common resource dilemma or encourage bailout expectatitsrge grants to
lower-level governmenigaken as a percent of total public sector revenue at all
levels of governmen(center+ state+ local), are a useful source of variation over
time within countries to test the common pool hypothe$hss variable captures

the effect of a shift in the balance of revenue from the center to the subnational
governments that is funded by budgetary grafite second independent variable
“own-source” subnational revenue as a share of total reyerapgures the effect

of a relative shift that is funded by taxesser feesrevenue-sharingand other
types of revenueTaken togetherthese two variables capture the effects of two
different types of fiscal decentralizati6h

Estimation Technique

To assess properly the effects of different types of decentralization on the size of
governmentit may be important to distinguish between short-term and long-term
dynamics The arguments relating decentralization to the size of government are
best understood as pertaining to long-term equilibhiavariety of factors might
cause a transitory one-year increase in subnational revenue as a share of the total
without altering any of the incentives discussed ab®etheyto shed light on the
long-term “moving equilibriunt an error-correction modelECM) is attractive

By estimating changes in the dependent variable and including both changes and
lags of the independent variabjésis possible to distinguish between short-term

or transitory effects of different types of decentralizatiand the effects of a long-

term moving equilibrium levelThe error-correction version of the basic model
can be expressed as follows

ALOG GOVERNMENT SIZE
= Bo + B, LOG GOVERNMENT SIZE ,
+ B,ALOG GRANTATOTAL REVENUE
+ B3LOG GRANTATOTALREVENUE
+ B,ALOG OWNSOURCE SUBNAREV/TOTAL REVENUE
+ Bs LOG OWNSOURCE SUBNAREV,/TOTAL REVENUE_;
+ XCONTROLSt+ XCOUNTRY DUMMIESt ¢ (2
40. In a preliminary set of regressiofisot reported, | confirm the finding of Oates 1985 that when

measured simply as subnational expenditures or revenues as a share of jhuetatairalization has
no significant effect on government size
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The coefficients of interest agg; and8s, which estimate long-term effect

Im-Peseran-Shin and Levin-Lin tests for unit roots lead to the conclusion that
the two decentralization variables are station@ogal public expenditure as a share
of GDP exhibits a pronounced upward tremadt tests conclude that the first dif-
ferences used as the dependent variable are stationary

It is important to include fixed country effects for several reaséirst of all,
even with a large and carefully selected matrix of control varigliteis likely
that without the country dummigthe analysis would suffer from substantial bias
owing to omitted variables that help determine long-term cross-country differ-
ences in levels of public expendituddloreover | have argued that the GFS dis-
tinction between grants and “own-source” revenue is more useful within countries
over time than across countrjeso it is prudent to focus on long-term within-
country changes with a fixed-effects madel

There is considerable debate about the appropriate estimation technique for such
a model The results presented below are from models that use the panel-corrected
standard errors to deal with heteroskedastititywever the presence of the lagged
level of the dependent variable can bias the fixed-effects ordinary least s(Qa&s
estimator even if the error term is not correlated over tim@anels where the time-
series dimension is longhis bias may not be severEhe data set used in this sec-
tion does cover a reasonable number of yéh8y8—97, but in order to include as
many countries as possiblecluding some in Sub-Saharan Africa and Central and
Eastern Europdor whom data were available only for shorter perigdise panels
are unbalanced and include a smaller number of years for some coumtriesl|
have exploredl) subsamples that allow for balanced panels and a long time-series
dimension and (2) a variety of alternative estimation techniques—described
below—Dbut each yields very similar results to the results reported in the tables

Control Variables

The models presented below include a matrix of control variables suggested by
the existing literature on the growth and size of governmEnt most of these
variables as wellit is useful to examine separately the effects of first differences
and lagged levelgFirst, | include several variables that might affect the demand
for public expendituresTo take account of government attempts to smooth tax
rates over time or conduct counter-cyclical policy in the short-temnthe possi-

bility of the long-run “Wagner’s law” effectl include both changes and lagged
levels of real GDP per capitgurchasing power parity in international dollafg
Demands for welfare spending might be driven by demograpisicd include

41. Logarithmic transformations of the fiscal variables are used because they improve the fit of the
model and facilitate interpretation of coefficients

42. In addition a Hausman test rejects the random effects estimatat the country dummies are
jointly significant

43. Taken fromPenn World TablesData set available athttp://pwt.econupennedy. Accessed
7 July 2003
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changes and lagged levels of population and the “dependency ratio"—the portion
of the society above or below the working &eCountry size(square kilometeps

is included in some of the regressions as wédl control for the arguments dis-
cussed above about trade and capital account openngss changes and lagged
levels of tradgGDP ratios to capture the international integration of national goods
and services markettn addition capital account openness is a dummy variable
from the IMF’s annual Exchange Arrangements and Exchange Restrictions de-
scribing whether countries impose significant restrictions on capital account trans-
actions(coded as “0Y or not(“1” = open.

Next | include variables that control for the effects of institutioBemands for
redistribution may be harder to ignore in more democratic countoigs on the
other handit is plausible that citizens have better control over rent-seeking poli-
ticians in democracie3o deal with these possibilitiekinclude changes and lagged
levels of Gurr's 20-point scale of democragtgken from the Polity 98 Data Set
In addition there is a large literature linking divided governméint presidential
systemgand fragmented governing coalitiofia parliamentary systemso “wars
of attrition” and budget deficit® The implications of such political fragmenta-
tion for fiscal scale are less cle&ut it seems plausible that “wars of attrition” in
systems with large debt levels create a status quo bias in expendRuresasure
of executive and legislative fragmentation that bridges the parliamentary-presidential
divide by incorporating both institutional and partisan veto players is included in
the World Bank’s Database of Political Institutio®P1).*® If the effect of polit-
ical fragmentation on expenditures is through slowed adjustnikist variable
should be interacted with the lagged debt le®Bdcause debt data are unavailable
for many countriesthe central government’s lagged defi€®DP ratio is used in-
stead To control for the possibility of electoral spending cyclegclude a dummy
variable for federal executive election yeaatso taken from the DPNext, given
the arguments of Persson and Tabellini about presidential versus parliamentary
regimes | include a variable from the DPI that takes the value zero for presi-
dential systemsone for systems with assembly-elected presidesms two for
parliamentary systemginally, to control for the effect of government partisan-
ship | include a variablgalso from the DBlthat takes the value-1 when the
executive is controlled by the lgf® for the centerand 1 for the right”

44. Taken fromWorld Development Indicatord00Q

45, See Alesina and Drazen 199%nd Roubini and Sachs 1989

46. The variable called ‘cHecks2A” is the sum of 1 for the president and 1 for each legislative
chamber in presidential systeniegislative chambers are not counted if elections are noncompetitive
or if list proportional representatiofPR) is used and the president controls more than 50 percent of
the body For parliamentary systems is the sum of 1 for the prime minister and 1 for each coalition
party The number is reduced by 1 if closed lists are used and the prime minister is in the co&lition
noncompetitive electionshe number of coalition parties is reduced to zdtimally, the index is aug-
mented by 1 for every veto player whose left-right orientation is closer to the opposition’s than to the
average of the rest of the government

47. All of the models presented below were also estimated with a full matrix of year dumimies
these were never jointly significgmor did they affect the substance of significance of the results
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TABLE 1. Estimates of changes in the size of government

Model 1: Model 2:
sample with smaller balanced
five-year cutoff panel sample
Dependent variable
A LOG TOTAL EXPENDITURE/GDP
Independent variables
A LOG GRANTS/TOTAL REVENUE 0.007 (0.030 0.049 (0.030*
LOG GRANTS/TOTAL REVENUE{_1 0.033 (0.015** 0.047 (0.015)***
A LOG “OWN-SOURCE” SUBNATIONAL REVENUE/
TOTAL REVENUE 0.032 (0.043 —0.012 (0.033
LOG “OWN-SOURCE” SUBNATIONAL REVENUE/
TOTAL REVENUE;_ —0.086 (0.028*** —0.073 (0.029***
Control variables
A LOG GDP PER CAPITA —0.346 (0.118*** —0.595 (0.144)***
LOG GDP PER CAPITA{_1 0.025 (0.073 —0.012 (0.079
A LOG POPULATION —1.345 (1.182 —2.133 (1.44))
LOG POPULATION;_1 —0.067 (0.115 0.121 (0.109
A DEPENDENCY RATIO 0.662 (0.947) 2.048 (1.20D)*
DEPENDENCY RATIO¢—1 0.215 (0.192 0.490 (0.186)***
A TRADE/GDP 0.023 (0.115 0.057 (0.088
TRADE/GDP;_1 0.004 (0.059 0.020 (0.07H
OPENNESS 0.036 (0.018** 0.068 (0.017)***
A DEMOCRACY —0.008 (0.005 —0.003 (0.006)
DEMOCRACY{-1 —0.001 (0.005 —0.007 (0.006)
CENTRAL GOVT. SURPLUS{_1 —0.907 (0.425** —0.769 (0.298)***
VETO PLAYERS 0.005 (0.004 0.005 (0.009
VETO PLAYERS X CENT. GOVT. SURPLUS;_1 0.126 (0.072* 0.151 (0.073**
EXECUTIVE ELECTION YEAR —0.001 (0.023 0.034 (0.019*
SYSTEM (preg/parl) 0.020 (0.022 —0.024 (0.03H
PARTISANSHIP OF EXECUTIVE —0.008 (0.007) —0.002 (0.005
LOG TOTAL EXPENDITURE/GDP;_1 —0.432 (0.087)*** —0.372 (0.075***
Constant ™20 (2.196) —-1.924 (1232
Observations 514 310
Number of countries 44 24
R? 0.45 039

Note: Panel-corrected standard errors in parentheBe®d effects mode]scoefficients for country dummies not
shown
w < 01 **p < .05, *p < .1.

Results

Table 1 presents two sets of resulidodel (1) uses an unbalanced panel of all
countries for which at least five time-series observations were posshikegroup

Following the arguments of Easterly and Levine 198ibdels were also estimated that controlled for
ethnic fractionalizationlas measured in thAtlas Narodov Miral964 and presented in Taylor and
Hudson 1972 This variable was unavailable for several countries and the data are of questionable
quality. In any casethe inclusion of this variable for a smaller sample did not affect any of the results
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includes forty-four countries with 503 total observations with an average of twelve
years per countriModel (2) uses the best possible complete balanced pamkish
includes twenty-five countries from 1980 to 1993

The results are consistent with the “common pool” hypoth&3tiser things equal
the predicted effect of a long-term 10 percent increase in grants as a share of total
government revenugor example going from 10 percent—the mean value for the
entire data set—to 11 perceris somewhere between a08 and 005 percent
increase in the growth of the public sectdhis result withstands a number of
robustness checks and alternative estimation technidadsact, a relaxation of
the five-year time-series cutoff allows for the inclusion of 600 observations from
fifty-nine countries which also yields similar resultSimilar or even more pro-
nounced results were found no matter what criteria were used for the inclusion of
casesand the result is not affected by dropping countries or even entire retfions
Finally, because of the potential bias associated with including the lagged level of
the dependent variable in a fixed effects mod@hilar models were estimated
using the Praise-Winsten transformatias well as the generalized method of mo-
ments(GMM) estimator derived by Arellano and Banagain yielding very sim-
ilar coefficients and standard errors

The negative coefficient on lagged “own-source” revefa® a share of total
revenue is intriguing but difficult to interpretit would appear that other things
equal a relative shift in resources away from the central government—if funded
by sources other than budgetary grants—actually curbs the growth of govern-
ment This variable is not an acceptable proxy for the type of decentralization
implied by the Leviathan literatuyréut the result invites the more refined analysis
pursued below®

A Closer Look at Grants

Fiscal decentralizatigrwhen funded by intergovernmental transfers from the cen-
tral governmentis associated with increasing overall public expendituiidris
far it is uncleay however whether this is driven by expenditures at the sub-

48. Separate effects were also estimated for federal and unitary coyraniéshe coefficients are
quite similar for both

49. The coefficients for most of the control variables behave as expethednegative short-term
coefficient for GDP per capita would seem to indicate counter-cyclical expenditure policy or smooth-
ing. Because GDP is the denominator in the dependent varidtitesuggests that expenditure growth
lags behind the growth of the private sector during short-term booms and exceeds the growth of the
private sector during short-term downturhsrger countries demonstrate faster-growing government
spending The dependency ratio is a good predictor of government spending in the smaller sample but
not the larger sampJavhich includes more non-OECD countri€3pen capital accounts are associated
with faster government growtiThe conditional coefficients involving veto players tell a surprising
story When lagged deficits are largacreasing the number of veto players has a slight negative effect
on government growttbut the effect becomes positive for a lagged surphisally, election years are
associated with higher expenditures in the smaller sample
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national level the central levelor both This section examines central and sub-
national expenditures separateéRather than examining grants and “own-source”
local revenues as portions of total revenues as befoee they are entered as
shares of GDP to facilitate direct comparisons of their stimulative effects on ex-
penditures at each level

AGOVERNMENT SIZE= 8, + 8, AGOVERNMENT SIZE ,
+ B,AGRANTSGDP,
+ B3 ALOG GDP PER CAPITA
+ SPANEL DUMMIESH ¢ 3)

where government size is eitheUBNATIONAL EXPENDITURE/GDP (model 3 or
(CENTRAL GOVERNMENT EXPENDITURES-GRANTS)/GDP (model 4 in countryi at
yeart. Borrowing from the empirical literature on the flypaper effébe primary
goal is to estimate the effect of changes in grants on changes in expenditures to
obtain the marginal effect of a one-unit increase in grants on expendifufés
basic question of this section is whether increased grants substitute or comple-
ment other forms of subnational revenue or central government expenditure

First of all, when a subnational government receives an increase in gvetmas
portion of the increase goes to increased expenditures versus decreased local tax-
ation? This is the key empirical question of the flypaper literatboe the regres-
sion in whichsUBNATIONAL EXPENDITURE/GDP is the dependent variab{enodel 3,
it is not necessary in three-tiered systems to combine the state and municipal sec-
tors as aboveRathey because subnational rather than total expenditures are being
estimatedthe state and municipal sectors in such systems can be entered as sep-
arate panelsroviding a greater number of observations

Model (3) in Table 2 affords a simple estimation of the flypaper effect using
each state and local sector used in Model 1 aéuée coefficient forA GRANTS/
GDP is close to unityA one-unit increase in grants is associated with @/Qunit
increase in expenditures by subnational governmentthe literature on the fly-
paper effectthis is at the upper end of the spectrum of findings for block grzints
Aggregate data for entire state or municipal sectors are quite,@ndtthe grant
programs around the world vary widely from specific-purpose matching grants to

50. Though similar results with a slightly better fit can be obtained using logarithmic transforma-
tions of the fiscal variablesere the interpretation of the coefficients is more intuitive using the raw
data

51 The overall fit and results of mode(d) and (5) are unaffected by the inclusion of the control
variables included in modeld) to (3).

52. Endogeneity likely biases the results of flypaper models using.@b®ve all expenditures
will affect grants in countries using matching graris alternative is the GMM estimator derived by
Arellano and Bond 1991This approach uses first differences and instrumental variable estimation
where the instruments are the lagged explanatory variables and lagged dependent tiariiffe-
ences. This approach yields a coefficient 0f93. Using a range of different samples and estimation
techniques0.93 was the lowest coefficient obtainexhd the highest was slightly over 1
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TABLE 2. Estimates of changes in the size of subnational and central
government, disaggregated analysis

Model 3 Model 4

Dependent variable A SUBNATIONAL A NON-GRANT CENTRAL

EXPENDITURE/GDP GOVT. EXPENDITURE/GDP
Independent variables
A GRANTS/GDP 0.975 (0.074)*** 0.537 (0.314)*
A LOG GDP PER CAPITA 0.002 (0.002 —-0.063 (0.044)
A DEPENDENT VARIABLE{_1 —0.053 (0.073 —-0.122 (0.154)
Constant 003  (0.003 0.017 (0.024)
Observations 597 507
Number of panels 53 44
R? 0.41 007

Note: Panel-corrected standard errors in parenthessmates for fixed unit effects not reported
e p<.0L**p<.05*p<.l

open-ended block grants—but these results suggest that as an empirical phenom-
enon the flypaper effect is quite universaubnational governments appear to spend
virtually all of the grants they receive from higher-level governments

The next question is whethewvhen central governments increase their expen-
ditures on grants to subnational governmetitere is a corresponding decrease in
direct(nongrant central government expenditur@dodel (4) uses the same inde-
pendent variables as mod@) but examines the central government’'s expendi-
tures(net of grant} insteacP® If increased grants merely substitute for forms of
expenditure that were formerly provided directly by the center coefficient would
be negativeThe results presented in Table 2 show that the coefficient is actually
positive (though only significant at the 10 percent lexelincreasing transfers are
associated with increases in other forms of expenditure as well

In short this section has added precision to the relationship between grants and
the growth of government demonstrated in the previous sedticneased grants
to subnational governments appear to supplement rather than replace existing cen-
tral government expenditure programehile virtually the entire increase is spent
by the recipient government

A Closer Look at Tax Autonomy
The negative effect of “own-source” revenue decentralization on the growth of

government discussed above is interestimg it must not be construed as support

53. Similar to modelq1) to (2), the subnational variables are once again state-local aggregations in
three-tiered systems



Fiscal Federalism and the Growth of GovernmeidtL7

for the Leviathan hypothesigVhile the GFS measure is a good st@md the only
available cross-national time-series datia drastically overestimates local rev-
enue autonomy in cases where “own-source” subnational revenue is merely the
output of a revenue-sharing scheme or where the tax ratgoatdse are set by
the central governmenFEortunately a recent report published by the OECD has
undertaken the first systematic cross-national examination of subnational tax au-
tonomy®* Although the OECD report only covers a small number of countries
and does not examine changes over fimeontains valuable new information
from which it is possible to calculate the share of total tax revenue for which
subnational governments not only collect revenugt also set the base and rate
themselve$® The OECD study reveals that some local government secach
as the Danish municipalities and counties—although they raise a good deal of
revenue—do not determine the bases and ratess the value of this variable for
Denmark is zeroAt the other end of the spectryrB0 percent of tax revenue in
Canada is legislated and collected by the provinces and local governrt®ets
the descriptive statistics in the AppengiXax competitionand hence the Levia-
than hypothesiss much more plausible in countries such as Canada than in coun-
tries such as Denmark

Because the OECD researchers collected their data in the early, 1980sse-
ful to plot the tax autonomy index against the average size of government from 1985
to 1995 One of the key lessons of the OECD study is immediately clear in Fig-
ure 3 full tax decentralization is more unusual than commonly thoughe three
developedhighly decentralized federations—Cana8witzerland and the United
States—are in a class by themselves and their public sectors are among
the smallest in the sampl8y contrast although welfare expenditures and even
revenue collection are quite decentralized in the Scandinavian coyiities the
tax ratesthe determination of the baser both are tightly regulated by the centér

Perhaps the ideal empirical test of the Leviathan hypothesis would be a “nat-
ural experiment” in which some countries radically decentralize tax authority over
time. In fact, Spain and Belgium may provide such an opportunity in the years
ahead But as a second-best approathough the degrees of freedom are Jow
the tax autonomy index is a poor proxy for actual tax competitéord there are
limits to what can be learned from cross-section avergitjés useful to estimate
a simple regression on cross-section averages to examine the long-term effect of
fiscal decentralization that features autonomous subnational tax&tiertax au-
tonomy variable can be used in an interactive specification to examine the long-
term effects of decentralization on the size of government at various levels of tax
autonomy

54. OECD 1999

55. The OECD study does not include the United States and CaRaddhese cases applied the
OECD methodology to data collected from country sources

56. Note that the index looks very different if the focus is solely on autonomy over. ratesin-
stance Swedish local governments do have wide-ranging autonomy over. rates
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FIGURE 3. Subnational tax autonomy and the size of government

LOG AVE GOVERNMENT SIZE
= B, + B,LOG AVE AUTONOMOUS TAXESUBNATREVENUE
+ B,LOG AVE SUBNATREVENUETOTAL REVENUE
+ B;LOG AVE AUTONOMOUS TAXES OTAL REVENUE

+ XCONTROLSt ¢ (4)

The second term is the long-terd985-95 average level of total govern-
ment revenues accruing to subnational governments—the decentralization vari-
able used in most previous studies using cross-country averagedirst term
measures autonomous subnational taxation as a share of subnational ranenue
the third term(displayed in its raw form in Figure)3s the multiplicative inter-
action of the first twoThis setup allows for the calculation of conditional fiscal
decentralization effects at different levels of subnational tax auton®gy re-
gression is presented in Table é&d the conditional coefficients are plotted in
Figure 4
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TABLE 3. Estimates of long-term average size of government (1985-95),

OECD sample

Dependent variable Model 5
LOG TOTAL GOVERNMENT SPENDING/GDP

Independent variables

LOG AUTONOMOUS SUBNATIONAL TAX REVENUE/SUBNATIONAL REVENUE 0.48 (0.46)
LOG SUBNATIONAL REVENUE/TOTAL REVENUE 0.57 (0.121)***
LOG AUTONOMOUS SUBNATIONAL TAX REVENUE/TOTAL REVENUE —2.93 (0.96)**
Control variables

LOG GDP PER CAPITA —-0.22 (0.17)
LOG POPULATION 0.01 (0.02
AREA (log square km 0.09 (0.03)**
DEPENDENCY RATIO 1.10 (0.85)
TRADE/GDP 1.16 (0.18)***
WESTERN EUROPE DUMMY —0.36 (0.121)**
EASTERN EUROPE DUMMY —0.18 (0.15)
Constant -0.10 (1.43
Number of countries 18

R? 0.93

Note: Model 5 is an ordinary least squar€é8LS) “between effects” modelStandard errors in parentheses

Frp < .0L **p<.05*p<.L

In spite of the small number of observatiotise variables of interest are highly
significant The R? is 0.93, while for the same model without the fiscal federalism
variables it is 061.57 In Figure 4 the horizontal axis represents the share of sub-
national revenue that is raised through autonomous local taxatioite the ver-
tical axis represents conditional coefficients for the estimated effect of revenue
decentralization on the long-term average size of governriémt bold line is the
conditional effect and the gray lines represent the 95 percent confidence interval
At the far left decentralization is driven exclusively by revenue sources that the
subnational governments do not directly contfgfants shared revenyeor cen-
trally regulated taxes This type of decentralization has a significant positive re-
lationship with the average size of governméngure 4 indicates that the majority
of the OECD cases fall in this rang®loving to the right decentralization has a
smaller positive estimated effect on the size of government as subnational govern-
ments gain tax autonomgnd the coefficient is reversed when we reach the range
of Switzerland the United StatesdNew Zealangdand CanadaObviously the neg-

57. Only the control variables that approached statistical significance are inclakbed) with re-

gion dummies
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FIGURE 4. The conditional effect of decentralization on the size of government
(model 5, cross-country averages)

ative conditional coefficients should be interpreted with cayti@mtause they are
based on such a small number of cagesindicated by the widening confidence
bands, but the results are similar if influential cases or even pairs of cases are
dropped

As a third-best approacihough the variable taken from the OECD study does
not exhibit time-series variatigiit is reasonable to assume that tax autonomy is
relatively stable over tin®¥ and estimate an ECM model similar to modéls
and (2) using the smaller OECD data sétteracting the tax autonomy variable
with the “own-source” decentralization variable to differentiate between the ef-
fects of “own-source” decentralization in countries with and without substantial
tax autonomy

Model (6), presented in Table,4akes a simple approacBiven the skew in the
tax autonomy datésee Figure B it makes sense to divide the countries into two
discreet groupsCanadathe United StatesSwitzerlangd and New Zealand can be
classified as having high subnational tax autonomy and the others .dddalel (6)
simply replicates mode(ll) but interacts the “own-source” decentralization vari-
ables with dummies for “high” and “low” tax autonom@ontrolling for grants
(which demonstrate a similar positive effect on total expenditures as in larger sam-

58. The coverage does not include recent reforms in Spain and Belgium
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TABLE 4. Estimates of changes in total government expenditure as share of

GDP, OECD sample

Model 6 Model 7

Dependent variable
A LOG TOTAL EXPENDITURE/GDP
Independent variables
A LOG GRANTS/TOTAL REVENUE 0.024 (0.014* 0.025 (0.018
LOG GRANTS/TOTAL REVENUE;_1 0.027  (0.008*** 0.015 (0.006)***
A LOG “OWN-SOURCE” SUBNATIONAL REVENUE/

TOTAL REVENUE X HIGH TAX AUTONOMY -0.270 (0.196)
LOG “OWN-SOURCE” SUBNATIONAL REVENUE/

TOTAL REVENUE{_; X HIGH TAX AUTONOMY —0.188 (0.078***
A LOG “OWN-SOURCE” SUBNATIONAL REVENUE/

TOTAL REVENUE X LOW TAX AUTONOMY 0.038 (0.015**=
LOG “OWN-SOURCE” SUBNATIONAL REVENUE/

TOTAL REVENUE{_1 X LOW TAX AUTONOMY 0.015 (0.017
A LOG “OWN-SOURCE” SUBNATIONAL REVENUE/

TOTAL REVENUE 0.043 (0.017)***
LOG “OWN-SOURCE” SUBNATIONAL REVENUE/

TOTAL REVENUE_ 0.026 (0.013**
LOG AUTONOMOUS SUBNATIONAL TAX REVENUE/

“OWN-SOURCE” SUBNATIONAL REVENUE 0.126  (0.087)
LOG AUTONOMOUS SUBNATIONAL TAX REVENUE/

TOTAL REVENUE —0.690 (0.293**
Control variables
A LOG GDP PER CAPITA —0.958 (0.103*** —1.000 (0.096)***
LOG GDP PER CAPITA{_1 —0.040 (0.057) —0.022 (0.037)
A LOG POPULATION —-1.038 (1.664 -0.214 (1.37))
LOG POPULATION{_1 0.126 (0.155 0.002 (0.006)
AREA (log square km 0.007 (0.005
A DEPENDENCY RATIO -0.662 (1.020 —0.363 (0.899
DEPENDENCY RATIO¢_ 1 —-0.072 (0.22H 0.041 (0.102
A TRADE/GDP 0.083 (0.07)) 0.122 (0.066)*
TRADE/GDP;_1 —0.002 (0.062 0.064 (0.037*
OPENNESS 0.015 (0.009* —0.002 (0.009
CENTRAL GOVT. SURPLUS;— 0.274 (0.163* 0.242 (0.177)
VETO PLAYERS —0.003 (0.009 —0.001 (0.003
VETO PLAYERS X CENT. GOVT. SURPLUS;_1 —0.094 (0.047)** —0.042 (0.038
EXECUTIVE ELECTION YEAR —-0.010 (0.01)) —-0.014 (0.010
SYSTEM (pres/parl) 0.321 (0.41)) 0.027 (0.017
PARTISANSHIP OF EXECUTIVE 0.003 (0.003 0.003 (0.003
LOG TOTAL EXPENDITURE/GDP{_1 —0.239 (0.062)*** —0.091 (0.026)***
Constant —-1.852 (2372 0.058 (0.357)
Observations 219 219
Number of countries 18 18
R? 0.54 046

Note: Panel-corrected standard errors in parentheédeslel 6 includes fixed country effectaot reported.

Model 7 includes a panel of region dummigmt reported.

#ep < 01, **p < .05 *p <.l
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FIGURE 5. The conditional effect of “own-source” decentralization on the size of
government (model 7, time series cross-section)

ples abovg long-term “own-source” fiscal decentralization has a large negative
effect on the growth of government in Cana&witzerlangd New Zealand and
the United Statesand a positivethough not quite statistically significaneffect
elsewherg®

Another approach is taken in mod@l), which uses the full range of variation
in the (logged tax autonomy index by interactingUTONOMOUS SUBNATIONAL
TAXATION/SUBNATIONAL “OWN-SOURCE” REVENUE With the lag ofsUBNATIONAL
“OWN-SOURCE REVENUE”/TOTAL REVENUE. This allows for the calculation of con-
ditional coefficients that capture the estimated long-term effect of “own-source”
decentralization at different levels of tax autonoffiyFigure 5 plots the condi-
tional coefficients over the sample rangbowing that the effect of decentraliza-
tion is neutral or slightly positive for the majority of OECD countries where most

59. This result has been subjected to the same alternative specificagmmstivity analysisand
sample restrictions as described aholee result is similar with or without the United States or Can-
ada but the significance falls below the 10 percent level if the most influential case—Switzerland—is
dropped

60. A disadvantage of this approach is that it is not possible to include fixed country effects because
of their correlation with the tax autonomy variabModel (7) includes a panel of region dummies
instead The results are not substantially altered by the inclusion of dummy variables for influential
cases or simply dropping influential cases from the analysis



Fiscal Federalism and the Growth of Governmeii23

subnational revenue generation is regulated by the cevitering to the right—
where state and local governments obtain larger portions of their “own-source”
revenues from taxes over which they directly control the base and rate—tax de-
centralization is associated with smaller government

Although falling short of incontrovertible propthe results presented in this
section should at least revive the Leviathan debBté as with the positive ef-
fect of intergovernmental grantthe results do not suggest how to discriminate
among the possible causal mechanisiiex competition might suppress govern-
ment spending by limiting the taxation of mobile assé&ds if one adopts the
perspective that democratic governments naturally tend toward exgesser
reliance on local taxation might reduce fiscal illusidighten the tax-benefit
link, and strengthen incentives for oversigherhaps through benchmark com-
petition Alternatively decentralization might simply resolve the common pool
problem associated with centralized budgetitihgpugh in this case one might ex-
pect to find that any tax decentralization would reduce the size of government
regardless of how the base and rate are determinbith is apparently not the
case

The most important weakness of the analysis conducted in this section is its
reliance on three cases—the United Sta®sitzerland and Canada—that might
be “special” for some reason other than tax decentralizatorthat may have
something in common that drives both tax decentralization and smaller govern-
ment®! If so, one must go beyond the simple common thread of “federalism
traditionally defined as special rights and protections for provinces in the consti-
tution and representation in an upper legislative chanfbar example Germany
and Austria have these features without tax decentralization or small public sec-
tors The introduction of a federalism dummy variable does not change any of
the results in this articlenor does it approach statistical significaifé&\ more
likely omitted variable has something to do with mutual suspicions owing to past
civil wars or racial and linguistic differences that may have had a role in sup-
pressing both the centralization of taxation and the growth of governrRent
haps the next step in this literature—both as a solution to the endogeneity problem
and a way of choosing among the various causal mechanisms described above—is
to go beyond the recent time slice and conduct a comparative historical analysis
of (de)centralized taxation and the growth of government

61 Of course the results are also only as trustworthy as the quality of the tax autonomy variable
which is still a very rough approximatiofror example subnational governments in some countries
such as Swedeiave considerable autonomy over the tax rate but not the bédseh may neverthe-
less facilitate competitianWhen autonomy over the rate only is used to construct the varigide
results are not statistically significant

62. Another possible omitted variable concerns the size and structure of jurisdidiaespossibil-
ity raised in the Leviathan literature is that tax competition is more intense when jurisdictions are
small and plentiful In practice howevey smaller jurisdictions are less likely to have tax autonomy
Variables such as the number of jurisdictipkBometers per jurisdictionand persons per jurisdiction
have been introduced the regressions above without producing significant.results
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Conclusions

Those who are alarmed that the global trend toward fiscal decentralization entails
dangerous tax competition have little to feand those who envision smallenore
efficient government have little to celebrateven in the most developed coun-
tries subnational expenditures are most often funded by revenue-sharing schemes
taxes that are controlled by the central governmenbutright intergovernmental
transfersIn general the trend toward fiscal decentralization is not moving coun-
tries closer to Hayek’s “economic conditions of interstate federalism” or Wein-
gast’s “market-preserving federalisithese envision powerfukelf-financing local
governments and a credibly limited central governmérainything decentraliz-
ing countries are moving closer to the overlappiimgertwined multitiered state
described by Fritz Schar$f in which the finances of the central and local gov-
ernments are increasingly difficult to disentangle

However neither the rarity of subnational tax autonomy in practice nor skepti-
cism about revenue-hungry monsters implies that the link between tax decentral-
ization and smaller government should be rejecReht-seeking assumptions are
not necessary to see that interjurisdictional tax competition limits the ability of
immobile asset owners to tax more mobile asset owrfarsvious cross-national
studies may have been looking for Leviathan in the wrong places using the wrong
techniquesUsing a limited OECD samplehis article presents evidence that
decentralization—when funded primarily by autonomous local taxation—is asso-
ciated with a smaller public sectdrhis helps explain why support has been found
for the Leviathan hypothesis in time-series case studies of the United States
ada and Switzerland but not in larger cross-national studi&hen funded by
revenue-sharinggrants or centrally regulated subnational taxatidiscal decen-
tralization is if anything associated with larger government in the OECD sample
examined in this articleUsing a much larger global samplis article has also
shown that decentralization funded by direct intergovernmental transfers is asso-
ciated with a larger public sector—a heretofore untold part of the story of govern-
ment growth around the world during the past twenty y8&ré/hen central
governments increase transfers to subnational governmets do not reduce
their own direct expenditureand subnational governments spend virtually every
dollar of increased transfers

One should be careful about divining normative or policy implications from
these resultsBoth of the main results are consistent with “responsive” and “ex-
cessive” notions of government expendituaed both are consistent with fiscal
decentralization either improving or diminishing the welfare of the representative
voter Perhaps tax decentralization unjustly favors owners of mobile capital and
leads to the underprovision of public goods or redistribytiout it might also

63. Scharpf 1976
64. For individual case studies see Borge and Rattsg 280@ Winer 1980
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eliminate wastgimprove accountabilityand help government commit to a policy
of nonconfiscatory capital taxatioivioreover decentralization that is funded by
intergovernmental grants or revenue-sharing might reflect an efficient response to
new demands for public goods that local governments are well positioned to pro-
vide but poorly equipped to fundemands for decentralization—especially when
part of the process of democratization—might be accompanied by demands for
increased redistribution and risk sharing that can only be funded by the central
governmentBut on the other handhere are good reasons for concern that in-
creased reliance on intergovernmental transfers generates agency and common pool
problems especially when subnational governments have access to credit markets
and the central government is politically we®k

Given the problems associated with fiscal indiscipline and debt in countries that
have decentralized by expanding intergovernmental transfésgempting to con-
clude that the correlation between grants and larger government is indicative of
the inefficiencies highlighted in theories of “excessive” governmidntvever such
a conclusion would require theory and evidence about why countries choose de-
centralization in the first plageand how they choose their mixtures of grants
revenue-sharingand local taxesAn increase in grants or revenue-sharing might
represent an attempt by the center to shed uncomfortable responsibilities or a strat-
egy in the game of distributive politicbut it might also represent a response to
citizens’ demands for better local services

In short this article has presented some interesting correlatiousthe empir-
ical setup does not allow for strong conclusions about causdlitig is often the
case with cross-country regressipndich are most useful when they shape—and
in turn are shaped by—careful case studigsplicitly comparative county studies
are the best way to clarify the causal mechanisms linking intergovernmental fiscal
structure and governmental spendifi@ sort out the causal mechanisms behind
the results in this article and get a clearer picture of their normative and policy
implications it is necessary to make cross-national and time-series variations in
the vertical fiscal structure of government endogendudifficult, but rewarding
further step for cross-national research is to explore political and economic his-
tory to find instruments for the relative centralization of taxation and expenditures
across countries and over tirffe

Fiscal decentralization likely has far-reaching implications not only for govern-
ment’s size but also for its quality and accountabilitfhe devil is in the details
and many questions remain unanswerdt in the final analysisempirical in-
vestigation cannot answer a question that is at its heart ideolodieslathan
will always be a dangerous beast for some and a figment of the imagination for
others

65. Rodden 20022003
66. For first attempts that ignore the distinction between grants and subnational taxation and focus
on recent decadesee Panizza 199@nd Garrett and Rodden 2003
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Appendix: Descriptive Statistics and Country Coverage

Mean Std. Dev. Min. Max.
Forty-four-country sample (models 1, 3, 4)
TOTAL EXPENDITURE/GDP 0.41 015 007 102
SUBNATIONAL EXPENDITURE/GDP 0.12 009 0002 Q36
NON-GRANT CENTRAL GOVT. EXPENDITURE/GDP 0.30 Q012 007 095
INTERGOVERNMENTAL GRANTS/GDP 0.04 004 00001 018
GRANTS/TOTAL REVENUE 0.11 009 00004 Q42
“OWN-SOURCE” SUBNATIONAL

REVENUE/TOTAL REVENUE 0.17 013 002 Q055
GDP PER CAPITA 8651 5178 837 18975
POPULATION (millions) 54.36 13243 025 91360
AREA (log square km 173174 183339 2639 741570
DEPENDENCY RATIO 0.61 014 044 098
TRADE/GDP 0.67 Q39 009 209
OPENNESS 0.41 049 0 1
DEMOCRACY 6.37 577 —-10 10
VETO PLAYERS 2.95 171 1 13
CENTRAL GOVT. SURPLUS/GDP —0.04 Q05 —0.30 Q05
SYSTEM (preg/parl) 1.45 085 0 2
EXECUTIVE ELECTION YEAR 0.06 023 0 1
PARTISANSHIP OF EXECUTIVE 0.10 085 -1 1
OECD sample (models 5, 6, 7)

AUTONOMOUS SUBNATIONAL TAX REVENUE/

SUBNATIONAL REVENUE 0.09 016 0 Q52
SUBNATIONAL REVENUE/TOTAL REVENUE 0.37 016 Q09 Q73
AUTONOMOUS SUBNATIONAL TAX REVENUE/

TOTAL REVENUE 0.04 008 0 Q30

Note: The forty-four-country sample used in models3] and 4 includes all of the following countriewhile the
smaller “balanced panel” sample used in model 2 includes only the countries in:italisgalia Austria Belgium
Bolivia, Brazil, Bulgaria Canada Chile, Colombig Costa RicaDenmark Fiji, Finland, France Germany Greece
Iceland India, Indonesia Iran, Ireland, Israel, Italy, Kenya LuxembourgMalaysia Mexicqa NetherlandsNew Zea-
land NicaraguaNorway, PanamaParaguayPery Philippines Romania South Africa Spain SwedenSwitzerland
Thailand UK, United StatesandZimbabwe The countries included in the smaller OECD sample used in models 5
6, and 7 are displayed in Figure 3

References

Alesina Alberto, and Allan Drazen1998 Why Are Stabilizations Delayed? [fhe Political Economy
of Reform edited by Federico Sturzenegger and Mariano Tomn7adsil03 Cambridge Mass: MIT
Press

Arellang Manuel and Stephen Bond 991 Some Tests of Specification for Panel Datonte Carlo
Evidence and an Application in Employment EquatidReview of Economic Studiés (2):277-97

Bardhan Pranaband Dilip Mookherjee200Q Capture and Governance at Local and National Levels
American Economic Revie@0 (2):135-39

Berry, William, and David Lowery 1987 Explaining the Size of the Public SectdResponsive and
Excessive Government Interpretatiodsurnal of Politics49 (2):401-40



Fiscal Federalism and the Growth of Governmeii27

Besley Timothy, and Ann Casel994 Incumbent BehaviorVote-Seeking Tax-Setting and Yardstick
Competition American Economic Revie8b (1):25-45

Bolton, Patrick and Gerard Rolandl997 The Breakup of NationsA Political Economy Analysis
Quarterly Journal of Economic$12 (4):1057-90

Borge Lars-Erik and Jgrn Ratts®?002 Spending Growth with Vertical Fiscal Imbaland@ecentral-
ized Government Spending in Norwal880—-1990Economics and Politic44 (3):351-73

Bradford David, and Wallace Oate4971 Towards a Predictive Theory of Intergovernmental Grants
American Economic Reviefl (2):440-48

Brennnan Geoffrey and James Buchanah98Q The Power to Tax: Analytical Foundations of a Fis-
cal Constitution Cambridge Cambridge University Press

BuchananJames 1977 Why Does Government Grow? Budgets and Bureaucratedited by Tho-
mas Borcherding3—-18 Durham N.C.: Duke University Press

. 1995 Federalism as an Ideal Political Order and an Objective for Constitutional RefRari
lius 25 (2):19-27

BuchananJamesand Richard Musgravel 999 Public Finance and Public Choice: Two Contrasting
Visions of the StateCambridge Mass: MIT Press

Buchanan James and Richard Wagnerl977. Democracy in Deficit: The Political Legacy of Lord
KeynesNew York: Academic Press

CameronDavid R 1978 The Expansion of the Public Economd Comparative AnalysisAmerican
Political Science Review?2 (4):1243-61

CareagaMaite, and Barry R Weingast 200Q The Fiscal Pact with the DeviA Positive Approach to
Fiscal FederalisnRevenue Sharingand Good Governanc®aper presented at the Conference on
Political Institutions and Economic Growth in Latin Amerjdspril, Stanford Calif.

Easterly William, and Ross Levinel997. Africa’s Growth Tragedy Policies and Ethnic Divisions
Quarterly Journal of Economic$12 (4):1203-50

EichengreenBarry, and Jirgen von Haget996 Fiscal Restrictions and Monetary UnidRationales
RepercussionReforms Empirica23 (1):3-23

Feld Lars Gebhard Kirchgassneand Christoph Schalteggddecentralized Taxation and the Size of
GovernmentEvidence from Swiss State and Local Governmedigpublished manuscriptniver-
sity of St Gallen Switzerland

FranzesgRobert 2001 The Positive Political Economy of Public Del#tn Empirical Examination of
the Postwar OECD Experiencegnpublished papetniversity of Michigan Ann Arbor.

Garrett Geoffrey 2001 Globalization and Government Spending Around the Wdgldidies in Com-
parative International DevelopmeBb (4):3—-29

Garrett Geoffrey and Jonathan RoddeB003 Globalization and Fiscal Decentralization? Gover-
nance in a Global Economy: Political Authority in Transitioedited by Miles Kahler and David
Lake Princeton N.J: Princeton University Preggorthcoming.

GrossmanPhilip J 1989 Fiscal Decentralization and Government Siga Extension Public Choice
62 (1):63-69

GrossmanPhilip J, and Edwin G West 1994 Federalism and the Growth of Government Revisited
Public Choice79 (1-2):19-32

Hayek Friedrich von 1939 The Economic Conditions of Interstate Federalidiew Commonwealth
QuarterlyV (2):131-49 Reprinted in Friedrich von Hayek 957 Individualism and Economic Order
Chicago University of Chicago Press

Hines James R Jr, and Richard HThaler 1995 Anomalies The Flypaper EffectJournal of Eco-
nomic Perspectives (4):217-26

Inman Robert and Daniel Rubinfeld1997 The Political Economy of Federalisrim Perspectives on
Public Choice: A Handbogledited by Dennis Muelle73—-105 Cambridge Cambridge University
Press

Inter-American Development Ban997 Fiscal Decision Making in Decentralized Democraciks
Latin America After a Decade of Reforms, Economic and Social Progress in Latin America .Report
Washington D.C.: Johns Hopkins




728 International Organization

Joulfaian David, and Michael Marlow199Q Government Size and Decentralizatidvidence from
Disaggregated Dat&outhern Economic Journ&lb (4):1094-1102

Marlow, Michael 1988 Fiscal Decentralization and Government SiReblic Choice56 (3):259—-69

Meltzer, Allan, and Scott Richard1981 A Rational Theory of the Size of Governmerdournal of
Political Economy89 (5):914-27

Milesi-Ferretti Gian Marig Roberto Perotfiand Massimo Rostagn@001 Electoral Systems and Pub-
lic Spending Working Paper 0422. Washington D.C.: International Monetary Fund

Musgrave Richard 1959 The Theory of Public Finance: A Study in Public Economgw York:
McGraw-Hill.

Oates Wallace 1972 Fiscal FederalismNew York: Harcourt Brace Jovanovich

. 1979 Lump-Sum Intergovernmental Grants Have Price EffebisFiscal Federalism and

Grants-in-Aid edited by P Mieszkowski and W Oakland 23-3Q Washington D.C.: Urban

Institute

. 1985 Searching for LeviatharAn Empirical Study American Economic RevieWb:748-57

. 1991 On the Nature and Measurement of Fiscal lllusidrSurvey In Studies in Fiscal Fed-
eralism edited by Wallace Oated31-48 Brookfield Vt.: Edward Elgar

Organization of Economic Cooperation and Developm{@&CD). 1999 Taxing Powers of State and
Local GovernmentOECD Tax Policy Studies Ndl.. Paris OECD.

Panizza Ugo. 1999 On the Determinants of Fiscal Centralizatidrheory and Evidencelournal of
Public Economic¥4 (1):97-139

PerssonTorsten and Guido Tabellini1994 Does Centralization Increase the Size of Government?
European Economic Revie38 (3—4):765-73

. 200Q Political Economics: Explaining Economic Policgambridge Mass: MIT Press

Quinn Dennis 1997 The Correlates of Change in International Financial Regulattonerican Po-
litical Science Review1 (3):531-51

Rodden Jonathan2002 The Dilemma of Fiscal FederalisnGrants and Fiscal Performance Around
the World American Journal of Political Sciencé6 (3):670-87

. 2003 Hamilton’s Paradox: The Promise and Peril of Federalisanpublished book manu-
script MIT, Cambridge Mass

Rodden JonathanGunnar Eskelandand Jennie Litvack2003 Fiscal Decentralization and the Chal-
lenge of Hard Budget Constraint€ambridge Mass: MIT Press

Rodden Jonathanand Susan Rose-Ackermat®97 Does Federalism Preserve Marke¥é®jinia Law
Review83 (7):1521-72

Roubini Nouriel, and Jeffrey Sach4989 Political and Economic Determinants of Budget Deficits in
the Industrial Democracieg€uropean Economic Revied3 (5):903-33

Rodrik, Dani. 1998 Why Do More Open Economies Have Bigger Governmedtitnal of Political
Economy106 (5):997-1032

Scharpf Fritz, Bernd Reissertand Fritz Schnabell976 Politikverflechtung: Theorie und Empirie des
kooperativen Foderalismus in der Bundesrepubiikonberg Germany Scriptor Verlag

Stein Ernesto 1999 Fiscal Decentralization and Government Size in Latin Amerdcaurnal of Ap-
plied Economicg (2):357-91

Taylor, Charles and Michael Hudson1972 World Handbook of Political and Social Indicator&d
ed New Haven Conn: Yale University Press

Treisman Daniel 2001 The Causes of Corruptiol Cross-National StudyJournal of Public Eco-
nomics76 (3):399-457

Von Hagen Jirgen 1998 Budgeting Institutions for Aggregate Fiscal Disciplivgorking Paper BO1-
1998 Bonn Center for European Integration Research

Weingast Barry. 1995 The Economic Role of Political InstitutionMarket-Preserving Federalism and
Economic Developmenfournal of Law, Economics, and Organizatitf (1):1-31

Weingast Barry, Kenneth Shepsjeand Christopher Johnseh981 The Political Economy of Benefits
and CostsA Neoclassical Approach to Distributive Politicdournal of Political Economy89
(4):642—-64




Fiscal Federalism and the Growth of Governmeii29

Wilson, John 1986 A Theory of Interregional Tax Competitioddournal of Urban Economic4d9
(3):296-315

. 1999 Theories of Tax CompetitiarNational Tax Journab2 (2):269-304

Winer, Stanley 1980 Some Evidence on the Effect of the Separation of Spending and Taxing Deci-
sions Journal of Political Economy91 (1):126—40

World Bank 200Q World Development Indicators on CD-ROM/ashington D.C.: World Bank

Zodrow George and Peter MieszkowskiL986 Pigou Tiebout Property Taxationand the Underpro-
vision of Local Public GoodsJournal of Urban Economic49 (3):356-70




