gress

FOUNDATIEGH

The New Democratic Federalism
for Europe: Functional, Overlapping
and Competing Jurisdictions

The Political Economy of Secession Bruno S. Frey, Reiner Eichenberger

A Source Book . . . . .
If one thinks of the state as being the main provider of public goods, one

cannot fuil to notice that public goods and their provision rarely coincide

with political jurisdictions. This point was already made by Sydney and

Edited by Beatrice Webb in their Constitution for a Socialist Commonwealth of
. : Great Britain before the advent of formal public goods theory. From this
Jurgen G. Backhaus very basic observation it follows, however, that one should build juris-
dictions around the provision of public goods. This is the suggesiion
made by Frey and Eichenberger. Obuviously, this notion pushes the con-
cept of secession fo its logical limits. The state is eventually decomposed
in its public goods elements, as the competing jurisdictions overlap.
Whenever a new demand for a public good arises, a new jurisdiction can
) ‘ Jorm, thereby «seceding» from the larger composite, yet still remaining

within it or attached to it through overlapping.

Detmar Doering

Chapter {: Funclional, Overlapping and Competing Jurisdictions (FOCJT)
The Basic Concept

Benevolent attempis to inform politicians and governments of how to
undertake the right> policy must necessarily fail: all too often the inter-
ests of government (which is composed of selfish individuals) are in con-
flict with the interests of the citizens. Politicians have little reason to hold

~ back their own interests. Elections, taking place only once every four
years, are not able to sufficiently restrict politicians’ selfish behaviour.

Neue Ziircher Zeitlﬂlg Publishing Therefore the institutional conditions have to be designed so that
© slronger incentives are imposed on politicians and governments to ful-
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petition makes governments suppliers of policies that take care of citi-
zens’ demands and thus increase welfare — no less than economic com-
petition makes suppliers of goods and services take consumers’ wishes
into account. Neveriheless political competition has often been disre-
garded, especially in today’s EU. There is a wide consensus that a
«democracy deficit- exists al the European level. This gap could be
bridged and large welfare gains could be attained if the market for gov-
ernment services were opened for competitive public jurisdictions
focusing on the production of particular services instead of yielding pow-
er over a particular territory.

The concept of a new federalism proposed here is called FOCJ (Func-
tional, Overlapping and Competing Jurisdictions}. It allows the emer-
gence of political bodies whose size corresponds 1o the tasks to be fulfilled.
Examples are functions such as education, public transport, waste water
treatment, public security or defence. The geographic extension of a
FOCUS (as the singular of FOCJ is to be called) is driven by the present
and future physical extension of a problem rather than by historical, more
or less randomly established, boundaries.

FOCJ are characterized by four properties:

1. A FOCUS is determined by the goal or function to be fulfilled. Its size
has to match its task.

2, FOCJ are overlapping, that is, each function requires a corresponding
geographical extension.

3. FOCY compele for communes and citizens, and they are subject to
democratic political competition. Popular referenda, and possibly citi-
zens' meetings, may be used for that purpose in addition to the normal
representative political institutions. '

4, FOCJ are jurisdictions with the power to raise taxes with which they
finance the expenditures needed to fulfil their functions,

TOCJT emerge because they are desired by the citizens as they can be
well monitored and controlled by them. The concept is based on ideas
received from <public choices, «constitutional economics and various ele-
ments of the «economic theory of federalisms. It differs completely from
the existing federalism of the EU and from various reform concepts, in
particular, the principle of subsidiarity. FOCJ bear some similarity to a
Eurcpean integration proceeding with «different speeds> and «variable
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geometry: whereby integration can take place in a differentiated way - a
concept vigorously rejected by most European pol’iticians.

The traditional economic theory of federalism lakes the extension of
jurisdictions as a given. The analysis is concerned with which activities
are allocated to what levels of government; the existence of an optimal
degree of centralization is presumed. This study breaks with this concept.
The <optimal degree of centralization> varies according to functions and
changes over time. In addition it is taken into account that decisions made
in the current polilico-economic process systematically tend to lead to
over-ceniralization because many political actors have a self-interest in a
strongly ceniralized state. The concept of FOCJ is, therefore, process-ori-
ented: FOCJ form an adaptable federal network of governmental units
that depend closely on citizens’ preferences and adjust to the «geography:
of problems —as long as the citizens dominate the formation process of the
FOCIL ‘

The fifth freedom suggested here goes beyond the four economic free-
doms (the free mobility of goods, services, labour and capital) and is based
on a constitutional decision. The European Constitution or a related treaty
must provide the lowest political units (the communes), and possibly also
individual citizens, with a guarantee of participation in FOCJ. The citizens
must have the right to decide for themselves whether their commune
should join a particular FOCUS, and what its constitution should look like.
Al the same time they must have the right to leave the jurisdictions they
belong to either totally or with respect to particular functions. When they
decide to exit they must receive a tax rebate corresponding to the cost of
the services they no longer consume. The emergence of FOCI must not be
blocked by the existing political institutions. Every citizen and commune
must be able to place a formal complaint with the European Constitu-
tional Court if they feel that the foundation of FOCJ is hindered.

In the following section the four characteristics of FOCJ are discussed
maore extensively.

FOCI are Functional

Turisdictions perform their activities more efficiently the closer the
match between the consumers and those who pay for services, that is, the
smaller the «pilloverss are, the more these units are able to exploit
«economies of scales, and the more closely the supply can be adapted to the
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demand exerted by the citizens. The various public services (for example
parks, schools, wasie treatment plants, national defence and so on) extend
very differently over physical space and have different degrees of scale
economies (or diseconomies). Moreover demand varies strongly over
space because it depends on several factors which can differ strongly
according to location. As a consequence it is efficient when not all services
are provided by the same governmental unit but are instead supplied by
specialized functional jurisdictions adjusted to the corresponding tasks. In
FOCJ functions are not defined in a technical way but in a manner rele-
vani to citizens. Thus a FOCUS does not necessarily specialize in fire fight-
ing in a narrow sense, thal is, by putting oul existing fires. Rather it will
pursue an integrative approach by combining fire prevention (for exam-
ple through government intervention), fire fighting (by the five brigade),
and reducing the utility losses caused by fires (by public and private insur-
ance).

FOC) are Overlapping

FOCJ that perform different tasks overlap. A citizen is, therefore, a
member of several jurisdictions. FOCJ, moreover, need not have a monop-
oly of supply for a particular function. Several FOCJ providing the same
functions may offer their services in a particular geographic area. This
kind of overlap extends the choice set of citizens and strengthens compe-
tition among the suppliers of public services. Such overlapping, non-con-
tiguous jurisdictions contrast with the traditional notion of federal and
national states which presume the geographical unity of the state, The two
kinds of overlap just sketched reinforce each other.

FOCJ are Competitive

The governments of FOGJ are subject to two mechanisms forcing there
to cater to the preferences of their members: the option for citizens and
communes to exit FOCJY establishes competition similar to markets, and in
addition their voting rights establish political competition. Exit from FOCJ
does not necessarily require geographic mobility; citizens or communes
may switch membership without moving physically. The threat of exit is,
therefore, particularly effective. The importance attributed to exit in our
concept of FOCI strongly coniradicts the prevailing concept of national
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and federal states which prohibits exit. Secession has indeed often been
prevented by brute force, the American civil war (1861-65) or the Swiss
Sonderbundskrieg! being pertinent examples.

The Furopean treaties so far do not contain any concrete conditions for
exiting the EU, nor do they specily the division of jurisdictions at lower
levels (nations, states, Lander, provinces, regions and so on). The concepl
of FOCJT and of the fifth freedom could fill this gap in the future European
Constitution. Exit should be resiricted as little as possible in order to
strengthen competition between governments. The exact conditions for
exit can be regulated by contract among the members of a FOCUS, which
would then have the nature of a constitution. For entry, in contrast, a
FOCUS must be allowed 1o ask for a price. As is the case in «clubs, entry
cost may serve as prices for the use of public goods and for internalizing
the cost of external migration. Such explicit prices are more efficient than
mobility restrictions and regulations such as «zoning laws> which lead to
higher real estate rents and prices. Entry prices also serve to capture the
consumer reuts of the people and communes entering the FOCUS. This
also provides the governments of a FOCUS an incentive to offer attractive
services to potential members. It should not be feared that such entry
prices will be set strategically and at too high a level because the compe-
tition among FOGI calls for prices that are in line with the value of the cor-
responding services.

Under realistic conditions, exit is not sufficient to secure efficiency. As
long as individuals have no political rights the governments have consid-
erable discretionary power and can deviate from the preferences of the
citizens. Thus FOCJ guarantee political competition by their democratic
institutions. The citizens can elect the legislative and the executive of the
various FOCJ they belong to. In addition they should also have access to
direct-democratic instruments to control government. This allows them to
participate in agenda-setting in the political process (the right for initia-
tives) and to demand vote on the decisions taken by the government (the
right for referenda). These popular rights lead to & better fulfilment of cit-
izens’ wishes in the political process. When the citizens have the right to
initiate propositions, the institutional details of a FOCUS need not be
determined by a higher governmental level. The citizens themselves can
create the democratic institutions of the various FOCJ they belong to.
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FOCI are Jurisdictions

A FOCUS is a formal political unit with powers to regulate and to tax.
The membership of a FOCUS can be defined in two different ways. In the
first case the smallest political units, normally the communes, may be the
members. In that case an inhabitant of a commune automatically
becornes a citizen of those FOCJ to which his or her commune belongs.
Exit is possible only by leaving the commupe. In the second case an indi-
vidual citizen can decide freely whether he or she wants te be a member
of a particular FOCUS. An example are FOCJ for the supply of basic edu-
cation, which may well have individuals as members. Individual or com-
munal membership may be the more appropriate solution, depending on
the function. A strong form of individual choice opportunities may under-
mine public redistribution schemes. If desired, redistribution and a min-
imum Jevel of public services can be guaranteed by a higher political unit.
Membership in a FOCUS offering the public service in question can be
made obligatory, and the guality may be prescribed. Citizens can be giv-
en the option of choosing which school-FOCUS to enter but in order to
ensure that people without children contribute to school taxes, every cit-
izen must be a member of some school-FOCUS. In order to prevent the
founding of school-FOCJ without services and taxes {designed for citi-
zens without children), minimum service levels can be prescribed.

Advaniages of FOCJ

Based on the four main characteristics discussed above FOCJ have var-
ious advantages over traditional forms of public organization. Strength-
ening the democratic instruments and exit options helps the citizens to
express their demands and to effectively control the governmeni. The
concentration of a FOCUS on one or at most a few public services makes
it easier for the citizens to evaluate efficiency and to compare it to other
FOCGJ. As many public services have a relatively small number of users,
most FOCJI are likely to be smaller than many of today’s jurisdictions
which further reduces the information problem. The easier it is for indi-
viduals to exit, the meore political information transforms itself into a pri-
vate good, and the stronger are the incentives of the citizens to acquire
knowledge about the political issues at hand. ‘Fhis in turn improves the
functioning and efficiency of the democratic institutions.
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FOCJ strengthen the ability of governments to fulfil citizens’ prefer-
ences. Due to their spatial flexibility FOCJ are able to exploit economies
of scale and minimize spillovers, that is, services unpaid by the users. The
public services can, therefore, be supplied at a particularly low cost. If the
benefits of a particular function spread over a large area and falling aver-
age cost prevails, FOCJ can adjust. Thus, for example, a FOCUS for
defence might embrace large parts of Europe and even couniries beyond.

The tax autonomy of FOCI gives sirong incentives to use the financial
means in an economic way. FOCJ will, therefore, not autematicaily pro-
duce the services offered themselves but concentrate more on their pro-
vision. If it is less expensive they will rely on outsourcing, that is, they will
buy the service from the cheapest supplier. In this respect FOCI help to
strengthen markets and to redress the public sector. But the concept of
FOC] does not just amount to privatization. In the case of FOCJ, the deci-
sion to produce privately develops endogenously as a result of the incen-
tives the governments of FOCJ face. Privatization is not imposed from out-
side and is, therefore, less subject 10 ideological vagaries.

The concentration of a FOCUS on one public service does not only
result in the advantages of specialization. FOCJ are a means to open polit-
ical markets which are otherwise strongly dominated by the cartel of
politicians, the classe politique. Competent outsiders have a chance to
offer their services. While in today’s jurisdictions most politicians are
above all generalists catering for a multitude of services, in contrast, the
government of a FOCUS will be run by specialists in a particular function.
The narrower tasks to be fulfilled in FOCJ allow many political posts to be
occupied part time or by volunteers, which further opens political mar-
kets. The functional focus on particular tasks also helps groups devoted Lo
one theme to enter the political process. They no longer have to try to gain
political power over many different issues but can instead concenirate on
issues they really care for. Ecologically oriented parties, for example, need
no longer take a position on foreign policy but can fully devote themselves
to a FOCUS concerned with the natural environment. A minority (for
instance, an ethnic group) which disagrees only with some aspects of gov-
ernment policy relevant to them can establish a FOCUS devoted to these
special public activities. A particular advantage of such a partial exit is that
fewer trade restrictions are erected than when a new jurisdiction is found-
ed which cares for all activities. In this respect FOCJT are an institution of
market-preserving federalisms.
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The fifth political freedom strongly changes the nature of the national
states. FOCJT do not destroy them but establish new alternatives. F'OCJ will
only fulfil those public services delegated by the citizens becanse they are
able 1o provide them more cheaply and more consonant to the citizens’
wishes. The national states will still perform those functions which they
provide more efficiently. The primacy of the national siate over lower lev-
el units (provinces, Lander, regions, communes) is, however, ended.

Claimed Disadvaniages

As mentioned above the strengths of FOCJ have been siressed. Now
some of the (presumed) weaknesses are discussed.

Exit is Cosily

When individ:aal citizens and whole communes leave a FOCUS, there
is not only a (welcome) allocation effect but income distribution may be
negatively affected. Exit will, therefore, never be agreed to by all persons
imvolved. In some cases serious political and even military conflict may
result. When FOCJ are founded it is, therefore, necessary o set the pro-
cedural rules under which exit takes place. In contrast to what is often
feared, the experiences with exit, new foundations and mergers of com-
munes and even whole cantons in Switzerland and of various types of
jurisdictions in the USA, demonstrates that in most cases these changes
take place in a democratic and peaceful way. These jm‘isdi%tional changes

are, of course, preceded by long political negotiations whose efficiency is .

determined by the legal and institutional rules existing. The fifth freedom
suggested here will be more effective when the various jurisdictions are
forced by constitutional decree 1o indicate their dax price menu. These
menus show how much tax revenue is needed to perform a particular
public service. These tax prices can then be used to calculate the tax
rebates granted when a citizen or COMUNE leaves a jurisdiction.

Citizens are Overburdened
In a federal network of FOCJ every person is a citizen of many juris-
dictions. It may be thought that the many elections and referenda in the

various FOCJ may overburden the citizens who then react with political
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absiinence. This fearis unwarranted. First, a low rate df vote participation
is not a problem as such. Rational citizens do not vote as long as they are
satisfied with the services provided by the (FOCI) governments. The same
holds if they have no clear preferences among the alternatives offered 1o
them. In contrast citizens with particularly strong views as well as those
dissatisfied with the government’s activities are more likely to participate
politically. Whati maiters is that the citizens react when they dislike what
the persons in charge of the FOCJ offer.

Second, in a network of FOCJ the citizens find it easier to evaluate the
public services provided. Today, itis nearly impossible to compare the ser-
vices between jurisdictions because there is a large amount of cross-sub-
sidization between the various departments and public services offered,
and public bookkeeping is difficult to comprehend. In conirast, wheén
FOCJ exist, the citizens automatically see the tax prices of the various
public services. Third, the citizen’s scope for participating in the political
process in the case of FOCJ should be compared to their implicit absti-
nence in the traditional system. Many dimensions of services which in
FOCJ are highly visible and can be easily evaluated, are hidden in today’s
jurisdiciions where a voter must simultaneously evaluate all dimensions.
Finally, the task of making political decisions can be made easier by new
jnstitutions which emerge for that purpose. For example, the timing of the
various elections in various FOCIJ can be synchronized. Delegates of the
citizens may be active in several FOCI, and in referenda the citizens may
follow the recommendations offered by the parties and interest groups
they trust. '

‘Co-ordination is Needed

Tt often proves useful to co-ordinate the activities of various FOCT but
co-ordination is not necessarily good as such. It often benefits govern-
ments and politicians to establish cartels and to exploit the voters. In anet-
work of FOCJ the peed for (welfare-enhancing) co-ordination is reduced
becaunse they emerge exacily in order to minimize spillovers and to use
economies of scale. As long as there are spillovers hetween FOCJ there
are incentives to adjust accordingly the extension of the respective FOCJ
or to found new ones. FOCJ can thus be interpreted as democratic and
competitive mechanisms of co-ordination. As changes in size are always
cosily, not all externalilies between FOCT will be internalized. However,
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from a comparative point of view, it should be noted that externalities also
exist between the administrative units in traditional all-purpose jurisdic-
tions. There are, for instance, many aspects which must be co-ordinated
between the ministry of transport and the minisiry of the environment.
The guestion therefore arises in which syslem are there stronger incen-
tives to negotiate and when are the bargaining costs smaller. The public
officials in the various ministries have only weak incentives to co-ordinate
their activities. They dislike the fact that their discretionary power is
reduced by effective co-ordination. Bureaucrats in traditional ministries
are, moreover, not dependent on following the citizens’ wishes. In con-
trast politicians in FOCJ are given strong incentives to negotiate with oth-
er governments because their re-election and the chance of having refer-
enda approved directly depends on citizens’ satisfaction with their policy.
As long as the cilizens desire more co-ordination, it is Jikely to be supplied
by the governments of FOCJ. There is a close analogy between the co-
ordination among FOCJ and among firms. The latter is an everyday phe-
nomenon typical for markets as the newer industrial organization
literature shows. Some of the ideas discussed there, for example, the

development of industry standards, can be transferred to the concept of
FOC). ‘

Intensive Preferences are Difficult to Reveal

The functional separation among FOCJ renders vote trading and there-
with a wellare-enhancing revelation of intensive preferences more diffi-
cult. In traditional jurisdictions, groups with strong preferences for par-
ticular public services can trade their vote with groups particularly
interested in other public services. However vote trading does not neces-
sarily increase welfare. It is beneficial for the participants but disadvan-
tageous for those groups left out, According to the vote trade paradox, an
exchange of votes can worsen the utility of all participants when public
activity also involves redistributive effects (which is the rule).

Preference intensities can to some extent also be revealed in popular
votes and in elections for positions in FOCJ. Intensive preferences raise
vote participation and make it more likely that a citizen casts his or her
vote in favour of the preferred alternative. Moreover an individual can
allow himself or herself to take into account the particularly intensive
demands of other persons, as its influence on the result of a vote is small.
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Finally, minorities with intensive preferences can establish a FOCUS
designed to care for their special interests.

Redistribution is Impossible

An important critique of FOCJ argues that in such a network, income
cannot be redistributed hecause the recipients of higher mcomes evade
the respective taxes by exiting to a FOCUS with low tax rates and little
support for the poor. This argument is also relevant for traditional feder-
alism. New empirical research has, however, established that redistribu-
tion is alse feasible in strongly decentralized states. Thus a considerable
part of redistribution in Switzerland takes place at the level of cantons and
even communes. One of the major reasons that redistribution is feasible
at this level is due to the stronger local identity of citizens in strongly
decentralized political systems. A strong local identity supports the inchi-
nation to redistyibuie income in favour of the disadvantaged members of
the community, and to bear the respective taxes. (Small) communities
even foster co-operative behaviour, as has also been argued by Bowles
and Gintis (1998). The mobility of persons and firms is, therefore, lower
than normally assumed. In the EU, for instance, mobility between the
member states is rather low. Only five per cent of EU citizens live outside
their mother country.

If the possibility of redistribution is considered to be too small by the cit-
izens, a higher-level political unit (such as the government of the IU) can
be granted limited power for redistribution by constitutional consent.
Alternatively a special FOCUS designed to redistribute income may
emerge; in order to survive it needs to establish barriers to exit and entry.
After all the existing national states and lower units are undertaking redis-
tribution on the basis of democratic decisions by the citizens; the same
outcome may be expected to emerge in the case of FOCJ - provided the
electorate is satisfied with the redistribution process taking place.

Procedure

Our proposal of functional, overlapping and competing jurisdictions
with a large amount of autonomy may appear radical at first sight. Tts
chances of realization seem rather small under present conditions in

Europe. It is certainly true that FOCJ deviate strongly from federalism as
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it is practised today, for example, in Germany or Austria. As the Lander,
and also the communes, have only very restricted taxing power, they
depend on ceniral government to a large extent.

The arguments in this study are developed in the following way. Chap-
ter 2 develops the strength of FOCJ with respect io decentralization and
democratization. Chapler 3 discusses how FOCJ can be implemented.
Chapter 4 compares FOCJ to theoretical federalism and deals with the
alleged problems. Chapter 5 looks at the already existing, <bastard> FOCJ,
that is, governmental units which share one or several of the characteris-
tics of FOCJ.

Part IT of the study is more specifically devoted to FOCJ. in Europe.
Chapter 6 discusses federalism as it exists in Europe today, and Chapter 7
analyses how FOCI can be applied in Europe.

Part I Yooks at how the concepi of FOCI can he used beyond Europe.
Chapter 8 considers the relationships of Europe with the rest of the world.
Chapter 9 shows how FOCJ can be of great use in developing coumtries.
The study ends with general conclusions (Chapter 10).
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Chapter 4: FOCI Compared

No institution is in all respects optimal; each one has its strengths but
also its weaknesses. This also applies to the concept of FOCI. For that rea-
son it is important to compare FOCT to institutions designed to deal with
similar issues and to perform similar tasks instead of identifying the non-
opumal aspects and leaving it at that. This procedure coustitutes the
essence of the comparative institutional approach which has proved to be
successful in economies for a considerable number of years.

First FOCJ are compared o the theoretical alternatives of federalism
proposed in the literature (section 4.1). FOCJ are then examined with
regard to how they deal with particular problems and compare how alter-
native institutions cope with them (section 4.2).

Comparison to Theoretical Federalism

The economic theory of federalism has developed diverse models deal-
ing with particular aspects of federatism. In various aspects, the idea of
FOCI can be considered to be a further development as well as an inte-
gration of these various models or building stones.

Spatial competition

A model developed by Tiebout (1956) focuses on the competition
between jurisdictions triggered by the mobility of the citizens. The analo-
gy to democratic competition is sought by calling this process «voting by
foot.. This model deals exclusively with the «xit and entry> mechanism.
Govermmental units can be seen as enterprises offering public services in
exchange for tax revenue. A citizen is assumed to move without incurring
ary cost to that jurisdiction which offers the most advantageons combi-
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nation of services and taxes to him or her. As a result of competition, per-
fecily responsive governmental units are led to flfil the citizens’ prefer-
ences effectively, and to offer public services at the lowest possible cost.
Under these restrictive conditions it can be shown that local public goods
are provided efficiently.

The concept of FOCT also emphasizes competition belween public
uniis and uses it to provide the necessary incentives to politicians and
managers to take care of the citizens’ preferences. In contrast to the
«voting by foot> model, the governments of FOCJ do not have a monop-
oly of supply over a particular geographical area but various public sup-
pliers may compete against each other in the same area. As a conse-
quence the citizens do not have to move geographically when they
switch from one public supplier to another. While the assumplion of
costless mohility for the citizens is obviously unrealistic in Tiebout’s
model, it is much more appropriate for FOGJ. Hence mobility will ceteris
paribus be stronger in a net of FOCJ, and competition between jurisdic-
tions more intensive.

Another difference to «voting by foob is that the geographical extension
of FOCJ is not predeiermined but adjusts to the extent of spillovers and
economies of scale. This fact provides another advantage of FOCJ over the
Tiebout concept: other things being equal, FOCJ are able to provide a giv-
en public service at lower cost because there are less inefficiencies due to
anon-identity of consumers and taxpayers, and the size of production can
be chosen so that economies of scale can be exploited and average cost
minimized. .

Yet another difference is that Tiebout’s governments provide the whole
set of public services demanded by the population (they are APJ) while
FOCI are restricted to one function each. They can, therefore, exploit the
advantages of specialization and the corresponding cost savings.

Finally, Tiebout assumes that the competition via mobility suffices to
bring about a public supply conforming to the wishes of the citizens. Polit-
ical competition via elections and referenda, which in FOCI plays a cru-
cial role, is implicitly considered to be superfluous. This is correct in a
model with costless mobility and perfect competition between govern-
mental units which are taken to be <black boxes without lives of their
OWIL AS these assumptions certainly do not apply in reality it seems rea-
sonable to complement competition via mobility by competition via demo-
cratic institutions as envisaged in FOCJ.
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Our concept of FOCJ attributes a crucial role to competition via exit and
entry but puts it into a more realistic setting. FOCS work, and do so even
more efficiently without having to make the strongly restrictive assump-
tions of the Tiebout model. N

Exit and Voice

The concept of competition by mobility has been joined with political
competition by Hirschman (1970). He coined the corresponding terms
«exits and «oices which have become commmon Currency in economics.
Voice may take place within (elections and referenda) or outside (illegal,
demonstrations, uprisings, revolutions) a constitutionally regulated
framework. Originally Hirschman looked at exit and voice as substitutes.
On the basis of the insights gained from the breakdown of the German
Democratic Republic (GDR) he changed his views: the two mechanisms
may well Supp(;rt each other (Hirschman, 1993). When a government is
forced to tolerale exit (as was the case with the government of the GDR in
the form of emigration through Hungary to the West), the citizens remain-
ing in the country tend to interpret it as a sign of weakness. Voice in the
form of demonsirations is then considered to be more effective and less
dangerouns than before which leads te mass participation. This in turn
may induce the police to tolerate the demonstrations (as it did in the last
days of the GDR).

The concept of FOCJ builds on both exit (and its correlated eniry) as
well as on voice in its institutionalized variant. The two forms of compe-
tition are mutuaily reinforcing. It is taken for granted that the threat of exit
is not sufficient to force the governments of FOCT to fully meet the citi-
zens’ preferences. As a resull of decisions and transaction costs, citizens
may be unwilling to leave the FOCJ they presently belong to. Though it
suffices that exit is undertaken by a few anarginal> citizens, the barriers
to switching may still be so large that governments of FOCJ enjoy consid-
erable discretionary power, This may especially happen when members
of FOCJ are composed of communes rather than individuals because an
implicit, and even explicit, coalition among the various politicians
involved may not be excluded. Political competition via elections and ref-
erenda then helps to further reduce polilicians’ discretionary power.

246

Clubs

In the economic theory of federalism, clubs are private institutions that
provide their members with public goods. The respective services are
thus freely available to all chub members but not to those outside the club,
that is, they have a local dimension. The optimal club size in terms of
members is reached when the marginal cost caused by an additional
member corresponds to the marginal utility of the consumption made
possible by this additional entry. This model according io Buchanan
(1965) postulates a club size corresponding to the extension of the public
good in question. The number of club members is a control variable as
only those who are ready to pay the corresponding marginal cost are
admitted. :

The club concepl is closely related but not jdentical to FOCI. Tt is also
emphasized that a FOCUS provides for one particular public good or ser-
vice, and in particular, that its size adjusts to the economic conditions
revealed by benefits and cost. <Local: public goods are also considered in
the sense that members of FOCJ may enjoy thejr benefits while outsiders
do not. However the term docal> does not necessarily mean small scale;
some FOCJ (an example is defence against outside aggression) may
extend over a large area (in the case of defence, for example, certainly
beyond the national states and even beyond Europe, as the North Atlantic
Treaty Organization (NATO) shows).

In contrast to Buchanan’s clubs, FOCJ attribute a large role to the for-
mal political participation rights of the citizens. Clubs are private; their
membership is based on a private contract while FOCJ are public juris-
dictions with the constilutional power to impose taxes.

Fiscal equivalence

This idea focuses on the requirement that an optimal allocation pre-
snmes that those benefiting from a public sexvice should also pay for it. If
public services can be consumed without paying, or alternatively, if citizens
have to pay for public services not consumed by them, biased decisions
result. Fiscal equivalence (Olson, 1969, 1986; Qates, 1972) minimizes these
spatial external effects or spillovers. For every public good there is a differ-
ent optimal size because their benefits and costs normally extend over dif-
ferent areas. Fiscal equivalence requires overlapping areas of supply.
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This'concept is again closely related to FOCJ where fiscal equivalence
also leads to overlapping jurisdictions. Fiscal equivalence does not, how-
ever, spell out the aspects of spatial competition, the dynamic adjustment
processes by exit and entry, nor political participation rights.

Comparative Problem Solution

In the following, three problem areas are discussed where the instifu-
tional conditions tend to lead to inefficiency in the allocation of resources.

The way FOCJ cope with these problems is compared to how aliternative
institetions do so.

Spillovers

Citizens paying taxes for public services they do not consume, or enjoy-
ing public services to whose provision they do not financially contribute,
is arecurrent problem with the organization of states. The present arrange-
ment where historically given governmental units have a monopoly in the
supply of a large variety of public services tends to lead to large spill-ins
and spill-outs. Even if the size of the governmental unit had been adjust-
ed in the (dlstant) past to minimize spiltovers, it is most unlikely to hold
when times have changed (the benefits and costs of a public good have
shifted over space), and when there is more than one public good.

This statement can be illustrated with the case of the national state.
Even if it were irue that the particular size of a nation was reasonably well
adjusted to the extension of the benefits and cost of the public geods then
relevant, conditions have changed since. Just consider the examples of
defence, natural environment and trade policy, for which the existing
national states in many respects are too small. Decisions made by any one
national state have strong positive or negative spillovers on other nations.
It is no accident that in all three areas attempts have been made to reach
collective agreements at a supranational level. For defence, European co-
operation has been sought (with little success so far) and NATO has been
founded which now extends far beyond the couniries at the border of the
Atlantic. To prevent unwelcome climate changes, co-operation has been
sought via international treaties, such as the Rio Convention. A mutually
beneficial move towards free trade has not only been successfully under-
taken in the European Free Trade Area (EFTA) and much more so in the
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EU, but also on a worldwide level by the General Agreement on Tariffs
and Trade (GATT) and now by the World Trade Organization (WTO).

These efforts to reduce spillovers go well beyond national states, and in
several respects reduce their sovereignty. The varions supranational
reaties and associations may be interpreted as a step in the direction of
FOCI: they tend to be (at least initially) focused on one function, and they
overlap. However several of these supranational organizations have
become multifonictional {especially the EU), and they tend to make com-
petition difficult by claiming a monopely, and by making exit and entry dif-
ficult (again the EU is a pertinent example). Moreover almest all of these
supranational organizations lack sitrong democratic features and taxing
power.

Reality also shows that existing nations tend to break up when spillovers

"are too large. Then minorities hope to be better able to solve their prob-

lems without intervention from the existing central government. Former
Tugoslavia, Czechoslovakia and the Soviel Union are examples, but simi-
lar tendencies exist also in Belgium, Spain (Basque Lands and Catalunya),
France {Corsica), Italy (Padania), or Canada (Québec). This adjustment in
size also poinits in the direction of FOCJ but the resulting new govern-
menial units are, of course, far from FOCJ: they are not functional, not
overlapping and often not competitive.

FOCI] are an institutional way to vary the size of public jurisdictions in
order to minimize spillovers. A change in size is, therefore, a normatl
occurrence. Neither are FOCT so slow and often ineffective as the coop-
eration between nations discussed above, nor accompanied by biiter
sirife as is often the case when countries threaten to, or aétua]ly do, break

up.
Economies of Scale

When the average cost of production falls with size (economies of
scale) or rises with size (diseconomies of scale), it is efticient to adjust the
respective production outfit (plant). This does not mean, however, that the
size of the jurisdiction using the respective product has to adjust. Indeed
it normally makes sense to divorce production from provision. A jurisdic-
tion in charge of the supply of a given public service may well source out
the produdtion, that is, buy the required goods or services from a produc-
er located elsewhere.
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