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Abstract

This paper proposes a framework for studying policy making in a federal system
in the presence of spillover externalities. Local jurisdictions choose local policies
by majority rule subject to standards that are set by majority rule at the federal
level. We characterize the induced preferences of voters for federal policies, prove
existence of local majority rule equilibrium, provide an example of nonexistence
of global majority rule equilibrium, and explore the welfare properties of federal
standards in the presence of spillovers.



1 Introduction

A common justification for the role of a federal governmentis to solve problems of
externalities between the members of the federation. These externalities can take
many forms, indeed it is difficult to imagine public policies that are immune to
interjurisdictional externalities. Health and education policies are obvious exam-
ples, as are environmental, industrial, and agricultural regulation. Even policies
that are nominally local, such as zoning laws and criminal statutes, have signifi-
cant implications for the welfare of adjoining jurisdictions. If each district makes
decisions independently, there will a failure to equate marginal social cost with
marginal social benefit, due to the gap between private cost and benefits and so-
cial costs and benefits. The potential of a significant welfare-enhancing role of
centralized policy making by a federal government is obvious. In fact, if one sim-
ply applies the same basic principles from which Coase argued for the merger of
two firms when there are production externalities, then the logic is compelling.
But are these the right principles to apply? In this paper, we demonstrate that this
line of argument can be misleading.

On the one hand, the merger metaphor seems to capture the correct logic, since
we are considering public goods, which will not be provided efficiently by markets
due to free rider problems. While they can be locally provided, their effects spill
over to other districts. Therefore, this puts us in a second best situation, and
so traditional economic theory suggests that either mergers or rationally chosen
taxes and subsidies should work. In fact, this traditional approach has spawned
many papers in the fiscal federalism literature. A typical model of this genre
follows roughly the following scenario. Local governmental units apply taxes
and subsidies to finance the production of public goods, as a second best method
for (partially) correcting for externality-induced inefficiencies. These externalities
may be either direct, or indirect, for example due to congestion effects resulting
from relocation of residents in response to takéhese taxes and subsidies are
derived by maximizing a utilititarian social welfare function, usually assumed
to be the same in all districts, subject to technological constraints, and market
conditions of demand and supply. A noncooperative game ensues between the
local districts, with each district taking as given the economic and fiscal behavior
of the other districts. At a Nash equilibrium, each district chooses its own taxes
and subsidies to maximize the same social welfare function, but applied only to
their population. This equilibrium is then compared to a “cooperative” solution
in which taxes and subsidies are decided centrally, in a manner that can rationally
correct for the externalities between districts (subject, of course, to second-best

1See, for example, Gordon (1983) and the references cited there. A number of other papers
look at issues related to mobility and “voting with your feet”, in the tradition of Tiebout. See for
example, Epple and Romer (1991).



considerations?.

On the other hand, at all levels of government, these decisions — taxes, sub-
sidies, regulations, etc. — are made by political, not economic, institutions. This
means that the natural mechanisms for aggregating preferences and deciding pol-
icy involve legislatures, elections, and voting, instead of firms, markets, buying,
and selling. This key difference — the political dimension — suggests serious lim-
itations of the standard economic approach. These limitations can be viewed as
falling into two categories.

The first is normative: the efficiency problem is compounded by a preference
aggregation problem. While, with some stretch of the imagination, one can treat
firms as unitary actors, such an assumption is quite dubious in the case of voters,
politicians, and governments. Voters typically have idiosyncratic preferences over
policy choices, and these may differ systematically across jurisdictions. It is this
heterogeneity that creates the preference aggregation problem, so federal and local
policies are chosen by voting schemes which require a different approach than
the standard normative analysis of externalities. In fact, the welfare function to
maximize is itself determined endogeously by the political process. Consequently,
different districts may implicitly optimize much different welfare functions, and
the aggregation of these welfare functions into a “federation” welfare function in
some cases may not even be well-defined.

Second, the mechanisms available in the political arena are not as rich as the
mechanisms available in an economic setting. In particular, a feature that is vir-
tually universal to political processes is that direct side payments are limited or,
in some cases, altogether absénthis changes the nature of equilibrium in the
models and the nature of second best solutions. In particular, with voting mech-
anisms instead of side payments, equilibrium in the resulting game is driven by
marginal actors who are pivotal in a voting game. In contrast, equilibrium in
market games is determined by marginal utilities and costs, which are the driv-
ing forces behind standard efficiency concepts of either the first or second best
variety. Unfortunately, there is no guarantee that the preferred policies of the piv-
otal voters, say the median voters, lead to outcomes closely resembling classical
economic efficiency.

In the context of locally provided public goods and multiple jurisdictions,
there is even a third difficulty, in that the political decisions at the local and fed-

2Some of the same issues arise in problems of production externalities with multiproduct (or
multiplant) production, where cartels or mergers can perform functions similar to those of a central
government.

3This paper does not provide an explanation for this. There are, in fact, some possibilities for
transfers, under the guise of campaign finance, vote trading, cross jurisdictional block grants, and
other products of distributive politics. However, to a first approximation transfers can be viewed
an very limited.



eral levels are dependent on each other. On the one hand, local jurisdictions are
constrained in their policy choices by decisions at the federal level. But there are
effects in the other direction as well, since federal policies are made by legisla-
tive policies that are composed of representatives of the various jurisdictions who
anticipate the effect of federal policies on their jurisdictions.

This paper considers a very simple version of the problem of externalities
with two levels of government, one level, which we call the local level, and an-
other level, which we call the federal level. A local public good is provided and
financed by each jurisdiction at the local level and there are positive spillovers
across local jurisdiction$.Voters have single peaked preferences along a single
issue dimension. Local jurisdictions make decisions independently by majority
rule, taking into account the equilibrium policies of other jurisdictions. We as-
sume the political process is open and competitive, so equilibrium outcomes are
determined by the preference of the median voter in each district. In the autarchy
equilibrium, without any federal policy, the public good is underprovided, rela-
tive to the optimal level computed using a utilitarian welfare function constructed
from the utility of the median voter in each district. The policies of the federal
government are limited to simple constraints on local policies, which wdechll
eral standards. They impose lower bounds on the amount of public good that each
district must provide. We assume that federal standards are chosen according to
majority rule.

The presence of a federal government creates a two-stage game, where the fed-
eral standard is decided first by majority rule, followed by a noncooperative game
between the median voters of local jurisdictions. Because the federal stage is fol-
lowed by a local policy making stage, the voter induced preferences over federal
standards is complicated. We characterize these preferences and show that they
are generally multi-peaked, which can lead to a non-existence problem. However,
by extending a result of Kramer and Klevorick (1975) we establish existence of
a local majority rule equilibrium, and characterize the range of equilibrium out-
comes.

We then illustrate the welfare effects of federal standards by comparing regimes
with and without federal standards. When the spillover effects are small, federal
standards lead teorse outcomes than the autarchy solution: equilibrium federal
standards are sé&bo high relative to the optimum. That is, while the autarchy
solution results in underprovision of the public goods, federal standards overcom-
pensate if the spillover effects are small.

We show that the regime with federal standards always leads to higher produc-
tion of the public good. Hence, to a first approximation, the relevant consideration
is whether or not the spillover effect is sufficiently large to warrant federal inter-

4The model can be easily translated into a model with negative spillovers.



vention. However, in general it is not possible to unambiguously sign the welfare
effects, since there are systematic redistributive features to federal standards. In
particular, low demanders of the public good from districts who are also relatively
low demand districts are made worse off. Not surprisingly, it is the voters from
high demand districts who are made better off. The reason for this is that federal
standards create a constraint that is only binding on the lowest demand districts,
and can actually lead to a reduction in production by the high demand districts.
This paper is not the first to model the political dimension of federalism is-
sues. In Cemer and Palfrey (2000, 2002), we investigate political equilibrium
models of federal standards in the absence of externalities. Bednar (2001) models
the federation stability problem as a repeated game in which local jurisdictions
can “cheat” on public policy agreements. A similar motivation lies behind the
analysis of De Figueiredo and Weingast (2001) and the empirical work of Alesina
and Spolaore (2002). €émer and Palfrey (1996, 1999) characterize voter prefer-
ences over different rules of representation and degrees of centralization, derived
from both individual and jurisdictional characteristics, and study the theoretical
implications of these induced preferences for constitutional design. In a different
vein, a number of papers are concerned with the issue of interjurisdictional redis-
tribution and the efficiency implications of different federal structiré&nally,
there is a large literature in the Tiebout (1956) tradition that investigates mobility
across jurisdictions which we do not consider here.

2 TheBasic Modd

We consider a federation composed ofdistricts, where D is an odd integer
greater than or equal t& Each districtd = 1,2,..., D has an odd number of
voters, and we assume that each district has less than half of the total number of
voters in the federation. Each district chooses a leyek R of a local public
good with positive spillover across districts.

Specifically, we assume that the utility function of votén districtd (denoted
(,d)) is given by

wia) = tigln(zg+ X _gq) —xqg fxy+ X _4>0,
AT —0 otherwise,

whereX_; =3, , x4, 8 € (0,1) andt;; > 0.” The coefficient3 measures the

5See for example Persson and Tabellini (1996).

6See for example Epple and Romer (1991) or Nechyba (1997).

"Implicitly, we are assuming that all districts are the same size, so that their externality effets
are symmetric. This is easy to generalize, but at some cost to notation.



strength of the spillover effeét.The votertype, ¢4, is exactly the ideal point of
voter (i,d) if x4 = 0 for all ' # d. WhateverX _,, higher types prefer a higher
level of the public good in their own districts than do lower types.

Let t; be the median type in district For convenience, we assume that each
district has a different median type, and that districts are labeled in order of their
median type, so that

d<d/<:,>td<td/,

and within district we assume that the index of voters is ordered by type, so that
P <i =ty < tig.

There is substitutability between production in one’s own district and pro-
duction in the other districts, and the spillover coefficignnheasures the degree
of substitutability.

2.1 Externality-induced preferences

Due to the spillover effects, a voter’s preferences over local public good provision
in their own district actually depend on the amount of the public good provided by
the other districts. Given any profile of public good production by the other dis-
tricts, z_4 = (x1,...x4-1, T4+1, ...xp), theconditional ideal point of voter (i, d),
which we denote byt;;(z_,), is obtained by differentiating,, to get the first
order condition

Tig(x_q) = tiy — BX_q.

The second order conditions for a maximum hold, so this characteiizeeal
policy, given the policies in the other districts. There are several interesting fea-
tures of thesexternality induced preferences. First, every voter’s ideal point is
decreasing in the public good levels of all other districts. This represents the
substitution effect of the spillovers. The greater the spillover, the greater the sub-
stitution (free riding) effect.

It is also easy to see that all voters are better off as other districts produce
more, since the externality is positive. It is this free rider problem that leads to the
intuition that federal standards may increase efficiency. However, this free riding
problem also leads to complex strategic interactions between the districts, since
the (conditional) ideal point of the median voter in a district will depend on the
policies adopted by the other districts. A second feature of the induced preferences
is that the identity of the median voter in a district is independent of the policies
of the other districts, since each ideal point is simply shifted downward by the

8The boundary case gf = 0 that corresponds to no externality was studied in Cremer and
Palfrey (2000, 2002).



constantG.X_,;. Because they are all shifted down, the order of the conditional
ideal points is preserved.

3 Equilibrium without a federal policy

We first consider the case where there is no federal policy. That is, the districts
are unconstrained, and each district is free to choose any policy level in their own
district. As in Cémer and Palfrey (2000, 2002), the game within a district is
modeled as a competitive outcome, driven by the preferences of the median voter.
This can be rationalized as the equilibrium of a game between jurisdictions, where
the preferences of each district are represented by the preferences of its median
voter. A Nash equilibrium of this game will result in a profile of district policies,

r* = (x7,...,x7,) such that, for all/, =; is the conditional ideal point of the median
voter in districtd, givenz* ;. Since the identity of the median voterdrdoes not
depend onx_, the first order condition for distriet, is

xrl =tq — ﬁXida

or

whereX™ = " x7 is total public good production. The maximization problem

is concave, so this is indeed a maximum. This condition implies a simple but im-
portant result. As a consequence of the substitution effect, increased public good
levels in one district leads to lower public good provision in all other districts.
Combining the first order conditions for all districts and solving gives:

PN
1+ (n—-1)p
tg
. td_ﬁu(nd—i),@ 1

3.1 Socially optimal production

We now show that in equilibrium total production is less thati, the socially
optimal level. To show this, define a socially optimal profile of outputs as a vector
** = (27, ..., x7,) that maximizes the sum of the utilities of the median voters of
all districts:

Z (taln(zq + BX_q) — z4) -

d=1



The first order conditions for a maximum with respecttoare

—}-ﬁX** Zﬁ **—FﬁX**,_

d'#d
Because, andx,; + X _,4 are strictly positive for alt

tq
— <1
ry o+ X

which impliest; < 23" + X*%. Summing these inequalities yields

D D
D ta< )y (a +5X7)
d=1 d=1
which implies
X** > Zd td — X*
1+ (n—-1)p

4 Equilibrium with afederal policy

As shown above, the free riding problem results in underprovision of the pub-
lic good when each district decides independently. There is a potential role for
federal policy to remedy this problem. In this section, we consider the effect of

a simple federal policy called siandard. The federal standard, denotéd im-

poses a minimum level of the public good that must be produced by each district.
There are many examples of such standards. For example, in environmental pol-
icy, the US federal government sets water quality standards, air quality standards,
and emissions standards for automobiles and industrial plants. States and local
jurisdictions in many cases tighten these standards, as does California in the case
of emissions standards for new automobiles.

As in Crémer and Palfrey (2000, 2002), we model the federal standard setting
process as the first stage of a two stage game. The second stage of the game is
analyzed in the same way as in the previous sectionfbdistorts the induced
preferences of the voters, so the equilibrium outputs change Avitiihis feeds
back and changes the voter’s induced preferencesiowethe first stage.

4.1 Equilibrium in the Second Stage

This section characterizes the equilibrium in the second stage. Because of the
nature of the free-riding problem, the imposition of a federal standard has subtle



consequences for the inter-district equilibrium choices pfln particular,z, is
not monotonic inF. That is, induced preferences can be either increasing or de-
creasing inf’. However, we will show thak *(F’), the equilibrium total output,
IS increasing inF'.

Recall that the Nash equilibrium of the local standard setting game without
federal standards is characterized/@yquations of the form

With a federal standardy, theseD conditions become
2y(F) =max{F ty— X", (F)}, d=1,2,...D. (2)

The solution to this set of equations is unique for eacland has several proper-
ties that are summarized below. First, for any distfidhere is some value df,

at which the constraint tha; > F' will become binding, givenX* ;. We call this
thecritical federal standard for district d.

Definition 1 Thecritical federal standard for district d, I, isthe minimumvalue
of F' for which z;(F') = F.

These critical levels are endogenous, since the critical level of digtkal
depend orF’ and the public good production of the other districts, which depend
on F', and so on. However, it is easy to show that the constraint is first binding
on district1, then district2, and so forth, so that these levels exist. Furthermore,
for anyd > 1, the output of districtl is strictly decreasing fof’ € (F, Fy;). The
reason an unconstrained district’s output is decreasigigithat the districts for
which F' is binding will be producing more, antk reaction function is downward
sloping.

Finally, it is straightforward to show that federal standards do indeed have the
expected effect of increasing total output. Obviously total output belpvis
constant, but total output &rictly increasing inf’ for F' > F. To see this, from
equation 2 simple algebra shows thatdoe 1, ..., D — 1, F € (Fy, Fy11),

(1-p)d F+ Zg:dJrl ta
1=0)+D—-d)ps  (1=p)+(D-d)pj
which is clearly increasing if. For F' > Fp, X*(F) = DF which is also

increasing in D. FurthermoreX *(F') is continuous, hence it is strictly increasing
on (F1, o0) as claimed.

X*(F) =



4.2 An examplewith threedistricts

In this subsection, we begin developing an example which illustrates the main
points of the paper. There are three districts and three agents in each district, with
£ = 0.9. The median voters for the three districts are given respectively by1,
to = 2, andt, = 3. In each district, there is also a low demand voter of tyje
and a high demand voter who has type

Figure 1 shows how the output of each district varies as a functioR.bf
For ' < Fi, none of the districts is constrained and their output is constant.
If I € (Fy, Fy], district 1 is constrained; its output is an increasing function
of F', and the two other districts free ride on this increase as their own output is
decreasing irF’. When district 2 is constrained, the output of district 3 decreases
with F' at a higher rate. Note that the relationship between outputraodly
depends on the type of the median voter and not on the preferences of the other
voters.

4.3 Induced preferencesfor F

In the previous section, we analyzed how the final stage inter-district equilibrium
responds to variations iR. The majority rule equilibrium in the first stage as-
sumes sophisticated voting, that is, voters vote over levels of the federal standard,
F, correctly anticipating the effect df on (second-stage) equilibrium policies in
each district. However, in order to characterize the majority rule equilibrium in
the first stage, we need to do more: we must derive the indirect preferences over
the federal standardy, for each votet;;. Note that these indirect preferences
are endogenously determined, in the sense that the induced preferences of voter
(i,d) depends on all the types of all the median voters in the system, through
the inter-district equilibrium outcomes. As we will see, this leads to complica-
tions similar those resulting from the double-peaked induced preferences of some
voters in CEmer and Palfrey (2002).

Figure 2 shows the indirect utility functions of the different voters for the ex-
ample of the previous sectidf .Notice first that the utility of an agent in distridt
increases whef' < Fj. Indeed, in that range an increaserinncreases total out-
put but decreases the output of districéVe also see that the induced preferences
are not single peaked. Indeed, consider the median and the high demand voter in

9Simple algebra yield§, = —9.3, F, = —2.5, andF3 = 1.1. For F < F;, we have
x1 = —9.3, 22 = 0.7, z3 = 10.7. For F' € [F}y, F3], we havezys = —3.7 — 0.47F and
x3 = 6.3 — 047F. ForF € [Fy, F3], we havers; = 3 — 1.8F. Of course, whenevef > F;,
1050me of the utility functions have been shifted up or down by a constant amount to improve
the lisibility of the figure
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district 2 (the two thickest dashed lines). As we have just discussed, their utilities
are increasing of¥}, F,]. They are decreasing ¢Rj, F3] as district 2 contributes
more to total output. However, whei becomes greater thaki; district 3 can-

not free ride any more, and there is a range over which the utility of these agents
increase with?".

4.4 Equilibrium in the First Stage

In Crémer and Palfrey (2002), in a different model, we showed existence of a
majority rule equilibrium in the first stage despite the fact that preferences were
not single peaked; there existed a value fosuch that there was no alternative
federal standard that was preferred by a majority’torhis result does not hold
true for the model of this paper: for instance, as we show later there is no global
majority rule equilibrium in our example.

However, a weaker majority rule equilibrium, callkxtal majority rule equi-
librium (LM RE) can be shown to exist. A local majority rule equilibrium is
any policy I’ with the property that there is no policy in the neighborhood-of
that a majority of voters prefers tb. This concept was introduced by Kramer
and Klevorick, who identified sufficient conditions for existence (Kramer and
Klevorick 1974) and demonstrated a useful application of the concept (Klevorick
and Kramer 1973).

In this paper, we use a slightly stronger definition of LMRE and present a
different existence argument. We need a stronger definition because<alF}
are a LMRE, since a small movement away frdmchanges the utility of no
agent. To eliminate these equilibria, we limit attentionstact LMRE: those
are F's such that a majority of the voters would be made strictly worse off by a
small move away fron¥'. This slight generalization would not warrant another
proof, but our proof also has the benefit of being constructive and leading to a full
characterization of strict LMRE.

Before proceeding, we use the example to illustrate the difference between
LMRE and global majority rule equilibrium. The standafd is a LMRE as a
majority of voters would refuse any small move away frém However, it is
not a majority rule equilibrium: five agents (all voters in district 3 and the high
demand voters of districts 1 and 2) preférto F5.

We now present the definition of LMRE and our main results.

Definition 2 A policy z € R isa (strict) local majority rule equilibriumf there
exist e > 0 such that for (i) for all ' € (x,x + ¢€), there exists a voter i(z") such
that U;,y (2") < Useny () and (ii) for all 2" € (x — €, x4 €), the number of voters,
g, suchthat U;(z") > U;(x) isstrictly lessthan (N + 1)/2.

12



Clearly, an LMRE must be the local maximum of the utility function of at least
one voter. We will therefore call a policyaandidateif it is the local maximum of
the indirect utility function of at least one voter.

For any candidaté’ > F}, the voters fall into one of four categories, depend-
ing on their induced preferences, locally around-or at least one voteF; is as
local maximum. For the remaining voters, the indirect utility function is either in-
creasing in a neighborhood 6%, decreasing in a neighborhood®f or has a local
minimum atF’. The following definition formally defines these four categories of
voters.

Definition 3 For any candidate F' > F}, we will say that

e ; surely votes to the rightf 7 if there is an open interval (x,y) with z <
F < y such that U; is non-decreasing on that interval. R(F') is the set of
voters that surely vote to the right of F;

e  surely votes to the lefof /' if there is an open interval (z,y) with x <
F < y suchthat U; is strictly decreasing on that interval. £(F') isthe set of
voters that surely vote to the left of F;

e | votes exactlyfor F'if F'isa (weak) local maximum of U;. £(F') isthe set
of votersthat vote exactly for F;

¢ j votes either to the left or to the rigbt F' if F'isa strict local minimum of
U;. LR(F) isthe set of voters that vote either to the left or to the right of
F.

Our main characterization result is the following.

Theorem 1 A candidate F' isa strict LMRE if and only if
N -1

[LE) +[LR(E)] = — 3)
and N1
IR(F)| + [LR(F)] < 2_ : (4)
and
F>F,. (5)

It is left to show that there exist candidates that satisfy these three inequalities.
This is done in the following theorem, which furthermore characterize the lowest
and smallest LMRE.

13



Theorem 2 F, the smallest candidate such that inequality (4) and (5) hold, and
F};, the greatest candidate such that (3) and (5) hold, are respectively the least
and the greatest strict LMRE.

Corollary 1 (Kramer and Klevorick) There exists at least one strict LMRE.

441 Proofs

For the existence and characterization proof below, we only use the following
three properties of the utility functions of the voters. For convenience we will
drop the district index and simply writ€;(F") for the indirect utility function of

the voters.

Property 1 For all i, the function U; is non-decreasing on (—oo, F;] and has a
finite number of local extrema in the region [Fy, oo).

Property 2 Thereexist auniformbound M > 0, such that for all i the function U;
isdecreasing for x > M.

The next assumption ensures that the utility functions are never locally con-
stant.

Property 3 For any x € (F}, o) there existsy > 0 such that, for all 4, U; is
strictly monotone on each of theintervals (x — n, z) and (z, x + 7).

Lemmal Ifapolicy Fisastrict LMRE then F' > F.

Proof. Becausd/;(F’) is constant or{—oo, F}| for all 4, all voters are indif-
ferent betweerF, andF;, — ¢, which contradicts the definition of strict LMRE.
|

We next establish that any LMRE is a local maximum of the utility function
of at least one agent, and these local maxima are therefore natural “candidate
equilibria”.

Lemma 2 If a policy F' is a LMRE then there exists an ¢ such that £ is a local
maximum of U;.

111 would not be an equilibrium even if we relaxed the definition of LMRES. Indeed, given
that district 1 contains less that half of the voters, there would be a majority in favor of a move to
F +e.

14



Proof. By the previous two lemmas, we knalw > F';. Suppose, for all, that
Fis not a local maximum. We will show that it is not an LMRE. By property 3,
there exists) such that for alf the functionU; is strictly monotone otz — 7, « +
n). Hence, itis either strictly increasing or strictly decreasing for at igsist1) /2
voters. Assume itis strictly increasing. Thep(z') > U;(x)for at least N +1)/2
voters and for alt’ € (x, z+n), which by definition 2 implies it is not an LMRE.
|

Lemma 3 For any candidate F' > F, {L(F),R(F),E(F),LR(F)} isa parti-
tion of the set of voters.

Proof. Follows immediately from the definitionm
This enables us to prove theorem 1.

Proof of theorem 1.

i. Necessity.

First, from lemma 1F > F} is a necessary condition for a strict LMRE. To
establish necessity of the other conditions, we suppose F| is a strict LMRE
and show that this implies inequalities (3) and (4). £(&f) satisfy the conditions
in the definition of LMRE. Since' is a LMRE, we havd/;(z) < U;(F) for at
least(N +1)/2 voters for allx € (F, F'+¢(F)). Since the function&/; are strictly
monotone o F, F' + e(F)), we get|€(F)| + |L(F)| > %52 which, by lemma 3,
implies (4). The proof that inequality (3) holds is similar.

ii. Sufficiency.

Assume now that inequalities (3) and (4) hold, &d> F,. Take anyz’ €
(F —n, I), wheren satisfies the condition in property 3. Sinceis not constant
on this open interval for any we havel;(z') > U;(F) ifand only ifi € L(F) U
LR(F). Therefore, by (3) there are fewer tha + 1)/2 voters who strictly
preferz’ to F'. Considert’ € (F, F' + n). In this case, we havé;(z’) > U;(F) if
and only ifi € R(F) U LR(F'), and therefore, by inequality (4) there are fewer
than(NV+1)/2 voters who strictly prefer’ to /. HenceF'is an LMRE. Strictness
follows from local non-constancy and lemmaa2.

Let F™ pe the greatest candiddfeFor any candidaté’ > I, let /'~ be the
greatest candidate strictly less thBnand for anyF < F'™® |et '™ be the least
candidate strictly greater than

Lemma4 For any candidate F' > F} :

i€ R(F)ULR(F™) =i € R(F)UE(F)

2We know a greatest candidate exists sifigés eventually decreasing for alll
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Proof. Consideri € R(F~) U LR(F~). BecausdJ; is strictly increasing
on (F~,F~ + n), and all local extrema of/; are candidate¥ the least local
maximum ofU; greater tharf'~ is greater than or equal #. If it is equal toF’,
theni € £(F); ifitis greater thar¥’, theni € R(F). Therefore € R(F)UE(F).
|

Proof of theorem 2 and corollary 1. As the final step in showing existence
of a strict LMRE, letF} be the least candidat€é > F; for which inequality (4)
holds. We will show that’} is a strict LMRE. Strictness follows immediately, so
we only need to verify part (i) of the definition.

Because; satisfies (4), by lemma 1, if it is not a LMRE it cannot satisfy (3),
and we must have

. . N+1
LED| + ILR(F)| > ——.
By lemma 3, this implies
. . N -1
EFD|+ [R(F])] < =5,
and by (4)
*— *— N -1
[REL)| + [LR(F)] € —5—,

which contradicts the definition of /. HenceF is a LMRE. The proof that’};
is an LMRE is similar. Existence follows immediatelm

4.5 Example (continued): Computing LMRE

Theorem 1 enables us to easily identify the set of LMRE for our example; as
indicated on figure 2, there are two of theh}; = F», andF};, = .

To find global equilibria, we only have to check the two local equilibria, since
all global majority rule equilibria must also be local majority rule equilibria. As
explained abové’; = F} is not a local equilibrium, as more that half of the voters
prefer £’ (see figure). Similarly, considéf}, = 2. Itis easy to check that it is also
not a global equilibrium, this time because it is “too high”. A majority of voters
(the three voters of district 1 and the low-demand and median voter in district 2)
would prefer the lower federal standafd in figure 2.

Therefore, in this example, there are two LMRE and no global LMRE.

3In our model, all local minima of the utility function of a voter are also local maxima for
some other voter. This coincidence is not required to prove the results. More generally, one would
simply redefine candidates to include all local extrema. In any case, LMREs are always local
maxima.
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5 Welfareeffectsof federal standardswith external-

Ities
We evaluate welfare on the basis of the preferences of the median voters of each
district, but the comparison between regimes is complex. First, there can be
multiple equilibria (and possible nonexistence of global equilibria), due to the
externalities.

Second, standards increase total production which is too low in their absence.
A corollary of the result on increased production is that there exists a federal
standard (not necessarily an equilibrium), such that the total production of public
good equalsX**. This follows becauseX*(0) = X*, X*(F') is continuously
increasing abové’, and X*(F) = DF for F > Fp. Hence there exists some
point at whichX*(F) = X**. Therefore, in principle for any, there is some
federal standard with the property that the resulting total production be efficient.

However, the fact that aggregate production is efficient does not imply that
the allocation of the additional output across districts is efficient, and indeed it
is inefficient for two reasons. Low demand districts bear the whole burden of
the increase, and high demand districts reduce their production in response. In
fact, high demand districts may produce even less under the equilibrium federal
standard than they do in the autarchy solution, as is true in the example.

In a previous paper (@rmer and Palfrey 2000) we showed that, in the absence
of externalities, federal standards can have a negative impact on welfare. It par-
ticular, we showed that standards make more voters worse off than better off. The
logic is that all voters have an incentive to push for standards up to their ideal
point, not taking into account the negative effect this may have on lower demand
voters. The resulting equilibrium federal standard is therefore equal to the overall
median ideal point. Districts who have medians above this point will be unaf-
fected, while more than half the voters in districts whose median is below the
overall median will be worse off.

The example shows that this logic does not extend to the case with external-
ities. In that example, both the majority of voters and the majority of median
voters are better off in either LMRE than without federal standards (see figure 2).
Therefore, either of these local equilibria would win if they were voted against a
status quo of no standard at all. One can also show that both are more efficient
than no standard using various other criteria, such as the utilitarian rule.

6 Separablepreferences

The analysis above may seem to rely heavily on the substitution effect, however
none of the characterization of local equilibrium depends on this non-separablity.
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In this section, we consider the case of separable preferences.
Consider theseparable utility function

Uig(x) = Vig(xq) + Pwia(x_a),

wherewv,, is single-peakedw;, is strictly increasing ang > 0 represents the
spillover effect.

In this case, the conditional ideal point of voterd) is the peak ot,;, which
is independent of the production in the other districts. Hence, in contrast to the
nonseparable case, the policy adopted by a district is independent of the policies
of the other districts. This implies that, = m, for all d, wherem, is the median
peak in districtd. Therefore, the equilibrium policies in the second stage, given
F, are simply

x;(F) = max[myg, F, (6)

and F; = my. As before, the utility of the voters is increasingihwhen their
district is not constrained, and can have a variety of shapes when it is constrained.
As shown in section 4.4.1, theorems 1 and 2 as well as corollary 1 hold in the
separable case.

6.1 A bound on LMRE inthe separable case

Equation (6) implies that for all, z; is increasing inF', and strictly increasing if
F > mgy. We also have

Uia(F) = vig(max[mg, F)) + Pwa(X_q(F)).
This implies several interesting results.
Lemma5 The function U,,(F') is strictly increasing on (F'y, max[myg, tq)).

Proof. For F' < my we haveU;,(F) = vjq(mg) + Bwia(X_q(F)). Since
F € (F1,max|mg,t;4]) this implies thatX _, is increasing inf’, so the second
term is increasing since;, is an increasing function. The first term is constant,
sincem, is independent of’. Next suppose;; > my andF € (my, t;q). Then
Uid(F) = v;q(F) + Pw;a(X_4(F)), and both terms of this sum are increasing in
F.om

Lemma6 Let X besuch that U, isstrictly increasing on (Fy, X) for (N +1)/2
voters, and let F*bea LMRE. Then F* > X

18



Proof. Supposé” € (Fy, X) andU,, is increasing o/, X) for (N +1)/2
voters. All of these voters are iR(F") which implies thatR(F"’)| + |LR(F")| >
(N —1)/2. ThereforeF' is nota LMRE. =

Let us define

F= r(neczl()i(max[md, tid))-

Lemma 5 and 6 immediately imply the following corollary:
Corollary 2 If F*isa LMRE then F* > F.

Proof. Uy, is strictly increasing o/, max|my, t;4)]. Hence, if ' < F the set
R(F') contains at leastN + 1)/2 voters, and thereforg' is not a LMRE. m

The most relevant of these results for welfare comparisons is corollary 2. That
is, the set of LMRE is bounded below by the standard that arises as a global
majority rule equilibrium when there are no externalities. This allows some direct
comparisons with results in €mer and Palfrey (2000), where we showed that
in the absence of externalities (= 0), there was an inefficiently high global
equilibrium equal taned [t 4).

Corollary 2 shows that a small increasedrfrom 0 toe > 0 will lead to an
LMRE greater thar?”, which is greater thamed|t,;,;]. By continuity, efficiency
would require a standard strictly less thand|t;,], and hence lower federal stan-
dards for values of close to0.

Therefore, the negative effects based on utilitarian criteria for welfare (sum-
ming utilities) still hold if the spillover effects are small. However, the results that
more voters are worse off than are better off may no longer hold, sine® im-
plies that many of the high valuation voters who are indifferent between regimes
wheng = 0, now are strictly better off with federal standards, due to the spillover
effects. That is, withs = 0 a majority would oppose a regime with federal stan-
dards, but for small values of > 0 a majority would prefer a regime with federal
standards to a regime with no federal standards. This implies that even though the
externalities are very small, the majority of voters would impose an increase in
production on low demand districts.

7 Conclusions

The presence of externalities has complex consequences on equilibrium federal
standards. Naive intuition suggests that federal standards may be a valuable way
to overcome the free riding problem among districts in a federation. However, this

19



intuition is complicated due to non single peaked preferences and the equilibrium
effects of federal standards on the subgame between local districts.

The first result of the paper is that majority rule equilibria may no longer exist.
Preferences are not single peaked, since low demand voters are worse off when
the standard binds for their district, but then better off when the standard binds
for other districts. This can lead to majority rule cycles, as demonstrated in the
example.

Second, in spite of the potential cycling problem, local majority rule equi-
libria are guaranteed to exist. Of particular interest are the strict local majority
rule equilibria which create binding constraints on some districts, with these con-
straints creating secondary effects through the equilibrium in the district subgame.
We identified the properties of local majority rule equilibria and characterized the
range of these equilibria. The range can be quite large, as demonstrated in the
example.

Third, the welfare effects are more complicated than in the original model of
Crémer and Palfrey (2000), where there were no spillover effects. The sets of
voters who benefit or are made worse off follows an interesting pattern. Federal
standards increase the total level of spending on public goods above an ineffi-
ciently low level. However, this increase in federal standards is achieved in an
inefficient way, because the standards bind first on low demand districts, and last
on the highest demand districts, while precisely the opposite pattern would be op-
timal. This problem can be exacerbated by a substitution effect, whereby high
demand districtseduce production at the same time that low demand districts
are forced to produce more. Thus, low demand voters from low demand districts
are made worse off by federal standards, while voters in high demand districts
are big winners. Their districts produce less, but they benefit from the spillovers
generated by increased production in low demand districts.

Because of the confounding effects of higher total production, but perverse
distributive effects across districts, we obtained few unambiguous results about
the welfare effects in this model. However, in the case of separable preferences,
we are able to obtain stronger conclusions since the subgame between the districts
is very simple. In that case, we obtain lower bounds on the LMRE which indicate
that if the spillover effects are sufficiently small, federal standards will be set too
high, as in Cemer and Palfrey (2000). However, in contrast to that earlier paper,
a majority of voters may be made better off even with small spillovers.

While the approach taken here sheds some light on the effectiveness (or inef-
fectiveness) of federal standards to overcome free riding between districts, it begs
the question of what alternatives may be possible, and how well these alternative
institutions perform. Hence we see a mechanism design approach as a natural
next step in the research agenda. The idea would be to model institutions, in a
general way, as game forms that provide the right incentives for more efficient
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district decisions for local public good production. The use of federal standards,
whereby a federation-wide minimum is established is perhaps the simplest class
of such mechanisms. More complex mechanisms would allow for the possibility
of different standards for different districts, in the form of granting exceptions or
exclusions, or possibly employ the use of non-majoritarian methods for voting
over mechanisms. Such arrangements could possibly overcome some of the per-
verse distributive effects of simple federal standards, and would also be consistent
with features of some existing federal policies.
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