Fiscal decentralization can improve allocation of resources better than the federal government.
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The theory and practice of fiscal decentralization traditionally has had little overlap with the objective of economic growth. Only very recently have normative discussions of fiscal decentralization added economic growth to the traditional list of public finance objectives: efficiency in the allocation of resources, equity in the distribution of income, and economic stabilization. 8 The empirical studies that have attempted to estimate possible effects of fiscal decentralization on economic growth, reviewed below, have only appeared in the past few years. The basic economic argument for fiscal decentralization is that it can provide greater economic efficiency in the allocation of resources in the public sector. 9 Under the assumption public officials respond to the desires of their constituents, subnational governments are better able to match these preferences, especially when these preferences differ across jurisdictions. These gains in efficiency are enhanced if taxpayers are mobile because they can migrate or sort themselves out among the jurisdictions that best match their preferred tax-expenditure package, as first discussed in Tiebout's (1956) seminal piece. 1o In short, if preferences for public goods differ across regions or individuals, the level of welfare achieved through a uniform provision of public goods by a central government is inferior to that which can be attained by a decentralized provision which allows for differences across jurisdictions. Thus fiscal decentralization is concerned with the assignment of expenditure functions and tax revenue sources among different levels of government (federal or central, state or provincial, and local or municipal) to best achieve an efficient allocation of resources. 11 Efficiency is one of the three objectives, the other two being income redistribution and macroeconomic stability, initially stated by Musgrave (1959) and widely accepted as guiding government policy. But if decentralized governments can play an important role in efficiency, there is wide consensus that the objectives of income redistribution and macroeconomic stability are better pursued by the central or federal governments. Even though subnational governments may differ in their preferences for income redistribution, the mobility of households and businesses will tend to make differences in redistributional policies self-defeating because the rich would move out of and the poor would move into the jurisdiction. 12 Attempts to implement macroeconomic stabilization by sub national governments will also be ineffective because of the considerable economic "leakages" associated with local expenditures.
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