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Abstract:

This paper studies the optimal degree of fiscal decentralization in a dynamic general
equilibrium model of a federal economy where governments decide optimally on budget size
(tax rate) and its allocation between public education and infrastructure spending.
Infrastructure productivity can differ across regions. This assumption (well supported by
empirical evidence) highlights regional heterogeneity in a previously unexplored dimension.
We find that full centralization of tax and expenditure policies is the optimal fiscal
arrangement when infrastructure spending productivity is similar across regions. When
regional differences are not too large, the partial centralization regime (common tax rate but
region specific budget allocations) is optimal. Only when the differences are sufficiently
large does full decentralization become the optimal regime. National steady state output, on
the other hand, tends to be highest under full decentralization. The paper provides a
theoretical justification for the mixed results of empirical studies testing the Oates conjecture
by showing that under reasonable parameter values, full centralization dominates partial
decentralization, despite being inferior to complete decentralization.
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