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Plan of these talks

1. Selected views of local political roots of underdevelopment

Edward Banfield, Moral Basis of a Backward Society (1958).

Louise Fortmann, "Role of local institutions in communal area development,"
Botswana report (1983). http://pdf.usaid.gov/pdf docs/PNAAT392.pdf

2. A model of leadership and foundations of the state
"The autocrat's credibility problem and foundations of the constitutional state,"
American Political Science Review 102:125-139 (2008).

3. A model of moral hazard in local public investments

4. A model of success or frustration of unitary or federal democracy

"Federalism and incentives for success of democracy" Quarterly Journal of Political
Science 1:3-23 (2006).

5. A model of investment and liberalization with mobile resources (Tiebout?)

"Capitalist investment and political liberalization," Theoretical Economics 5(1):73-
91 (2010).

Many argue federalism helps when it lets local public goods be fit to local tastes,
harms when it causes cross-regional spillovers of public goods to be ignored.
I'll try to argue federalism changes the nature of political competition at all levels.



Suppression of local leadership as moral basis of a backward society
Edward Banfield, Moral Basis of a Backward Society (1958), pp 155-163.

"That the Montegrani cannot act concertedly in the common good 1s a fundamental
impediment to their economic progress."

"Amoral familism is not a normal state of culture. It could not exist for long if there
were not an outside agency, the state, to maintain order and mitigate its effects.

Except for the intervention of the state, the war of all against all would sooner or
later erupt into violence, and the local society would either perish or produce the
'social contract' philosophers write about."

"The larger society has prevented indigenous adaptation of this kind without making
possible the full assimilation to itself of the local culture."

"A few persons, at least, must have the moral capacity to act as leaders.
These need not act altruistically; they may lead because they are paid to do so.
But they must be able to act responsibly to inspire morale in organization."

"The extreme centralization of power in the prefect, which is now one of the
conditions preventing the development of a competent political style in the
village, could be used to further an educational program."

"The suggestion here is for the rapid devolution of as many governmental functions
as possible from the ministries in Rome first to the provincial prefects and then
from them to local bodies which demonstrate capacity for self-government."



Fortmann: Role of local institutions in rural development (Botswana, 1983)
http://pdf.usaid.gov/pdf docs/PNAAT392.pdf

Rural residents have been asked to set up governing forms without powers over
issues that concern them. They have too much to do, so they stay away.

There 1s often tension between the Village Development Committee (VDC) and the
Kgotla (traditional village assembly), which 1s devastating to rural development.

The Kgotla is unlikely to ever have its own executive capabilities.

The VDC can not communicate effectively with villagers without the Kgotla, and it
lacks effective power to discipline free riders in community self-help projects.

A Member of Parliament and District Councillor supposedly present local views to
the Government but are separated from villagers by a wide cultural gap.
Some villages haven't seen their MP for years. Behavior of councillors 1s similar.

Those traditional leaders who truly have followers have weak links to Government.
Those with strong links to Government (councillors, MPs) have few followers.
VDC leaders are weak on both sets of links.

The major problem is that responding to villagers is at the bottom of everyone's
priorities, because literally no one is accountable to villagers.

There exists at the village level the skill and organizational capacity to allow local
institutions to assume a major role in self-sustaining development.

The key is to provide such local institutions real power to raise revenue, incur
expenses, and enforce decisions, with some basic administrative assistance.



Ostrom: Principles for governance of common-pool resources (CPR)

. Boundaries: the set of users and their entitlements should be clearly defined.
. Congruence: users' duties should be broadly proportional to benefits.

. Collective choice: rules can be modified by a large majority of users.

. Monitoring and sanctioning by users or by agents accountable to users.

. Graduated sanctions, mild for first offense.

. Conflict-resolution mechanisms are essential.

. Recognition of the users' organization by higher authorities.

. Nested organizations, small to large, can better govern a system of resources.
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From Elinor Ostrom's Nobel lecture, "Beyond markets and states: polycentric
governance of complex economic systems" (2009).

CPR-use rights may be efficiently distributed to groups of various sizes as well as
well as to individuals, but these rights depend on political voice.

So the formation of local CPR governance organizations is intrinsically political.

Higher authorities may view them as potential sources of political competition,
or as sources of benefits for political supporters.

Conjecture: Where local authorities are democratically elected, they may be more
receptive to the formation of efficient CPR users' organizations.



Some cross-national empirical studies

Information about sub-national political institutions in many countries has been
collected by United Cities and Local Governments:
http://www.cities-localgovernments.org/gold/

Other sources of information on local democracy in developing countries
http://home.uchicago.edu/~rmyerson/research/locdemocinfo.pdf

Raul A. Ponce-Rodriguez, Charles R. Hankla, Jorge Martinez-Vazquez, Eunice
Heredia-Ortiz, "Rethinking the political economy of decentralization: how
elections and parties shape the provision of public goods," (Aug 2012).
http://papers.ssrn.com/sol3/papers.cfm?abstract 1d=1903106

They develop an international dataset on sub-national political institutions and
find that a combination of municipal elections and party centralization tends to
improve educational outcomes.

Rubin Enikolopov and Ekaterina Zhuravskaya, "Decentralization and political
institutions" Journal of Public Economics 91:2261-2290 (2007)

In a cross-national study, they find that devolving fiscal authority to sub-national
governments can improve public services when parties are centralized.



Preliminary model of institutions, from games with multiple equilibria

"Justice, institutions, and multiple equilibria," Chicago J. International Law 5:91-107 (2004).

Imagine an island principality which is inhabited by peasants who are randomly
matched each day to play rival-claimants games with r>0, «>0:

Player 2 claims Player 2 defers
Player 1 claims -K, - K r,
Player 1 defers 0O, r 0,0

There are three equilibria: (1 claims, 2 defers) yielding payoffs (r,0),
(1 defers, 2 claims) yielding payoffs (0,r),
(each randomly claims with probability r/(k+r)) yielding with payoffs (0,0).
Suppose that the established ruler can designate either peasant, and then they will
focus on the equilibrium in which the designated player claims.

Common recognition of the ruler's focal authority can give force to such rulings.
No outside force is needed. The ruler could charge up to r for such claiming rights.

This model, with its multiplicity of equilibria, can sustain many political institutions.

Natural assumption: ruler's status is achieved by victory in a contest where having
more supporters (captains) increases a contender's probability of winning.

If peasants always recognize as ruler the leader whose army has won the most recent
battle, then active support of captains is needed only when a challenger arrives.
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Captains' trust of their leader in contests for power
"Autocrat's credibility problem and foundations of constitutional state," Amer. Poli. Sci. Rev. 102:125-139 (2008).

My "Autocrat's credibility problem" (4PSR 2008) focuses on a leader's need for
supporters (captains) to help him compete for power in establishing his state.
Initial supporters must be motivated by expectation of future rewards if they win.

But a leader's promises would be doubted 1f nothing could constrain him to fulfill
past promises when his rivals have been defeated.

A strong competitive leader needs some institutional court where his promises to
supporters can be credibly enforced.

Supporters can constitute such a court when they share group identity and norms
so that, if he cheated any one of them, then he would lose the trust of all.

Contrast absolutism where each supporter has bilateral relationship with prince;
weak court where they communicate but cannot cause downfall.

Main result: In negotiation-proof equilibria of sequential contests for power, a
contender cannot recruit supporters without a court where they can depose him.

Medieval oath of "aid and counsel."
Courtiers, always wary of ingratitude, judge their leader even as they serve him.



A model of contests for power

On an island, the winner of the most recent battle 1s the ruler and gets income R.
Battles occur when new challengers arrive, at a Poisson rate A.
(In any time interval € P(challenger arrives) = 1—e%* =gl if £=0.)

A leader needs support from captains to have any chance of winning a battle:
Proby(leader with n supporters wins if rival has m) = p(n|m) = n%/(n*+m°).
This is a standard contest success function with parameter s=1.

A captain's cost of supporting a leader in battle is c.

Leaders and captains are risk neutral and have discount rate 9.
[Ex: R=90, A=0.2, s=1.5, ¢c=5, 0=0.05]

Consider a leader with n supporters, expecting all rivals to have m supporters.
If leader promises income y to each supporter then, when there is no challenger,
a supporter's expected discounted payoff is U(n,y|m) = (y—Ac)/[0+tA—Ap(n|jm)].
For the captains to rationally support in battle, p(njm) U(n,yjm) —c = 0.
Lowest y satisfying this participation constraint is Y(n|m) = (0+A)c/p(n/m).

The leader's expected discounted payoft is:

V(n,yjm) = (R—ny)/[0+A—Ap(n|m)] when he rules without challenge,
W(n,ym) = p(n/m)V(n,y/m) on the eve of battle.

With optimal wage scales, the leader gets v(njm) = V(n,Y(n/m)|m) in peacetime,
w(njm) = W(n,Y (njm)m) on eve of battle.



Forces that can be credibly recruited under different types of regimes

An absolute leader can cheat anyone without others reacting (so y independent of n).

Against m, a force of n captains is feasible for an absolute leader 1ff there 1s an
income y such that y > Y(njm) and V(n,yjm) = V(k,yjm) Vk<n.

Fact: If n s feasible for an absolute leader with incomes y then there exists k>n
such that v(k|m) > V(n,yjm) and w(k/m) > V(n,y/m).

An absolute leader could always benefit from committing to maintain a larger force.

When captains (courtiers) communicate at the leader's court, an unjustified dismissal
of one captain could cause all others to lose trust of the leader.

Against m, a force size n 1s feasible with a weak court iff
v(njm) = v(0|m) = R/(0+A).

Fact: If m is weak-court feasible against m, then some n>m yields w(n/m) > w(m|m).

In a strong court, loss of confidence at court could stimulate challenges and cause the
leader's downfall. Against m, n 1s feasible with a strong court iff v(njm) = 0.

A force m 1s a negotiation-proof equilibrium 1ff w(m|m) = max_ ., w(njm),
so any new leader before the first battle would want the same force size m.
Fact: If m is a negotiation-proof equilibrium, then no positive force n>0 is
feasible against m for an absolute leader or a leader with only a weak court.

A leader needs a strong court to recruit any positive force m in this equilibrium.
10



Example: Optimal supporting forces for different regimes against anticipated
rival forces, when R=90, 6=0.05, A=0.2, c=5, and s=1.5.

A leader wants his force n to maximize w(n/m) over all n feasible for him.
(In an oligarchy, the optimal force n would maximize w(n/m)/n.)

45 - Supporting force, n Best responses:

for a strong-court leader
for a weak-court leader
----- for an absolute leader
for an oligarchy

. = - - - - - SESe——

O 5 10 15 20 25 30 35 40 45

Rivals' forces, m
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Constitutional constraints from supporters' fragile trust of their leader
Constitutional constraints are not the fragile creation of modern democrats.

To recruit the support that 1s needed both to win power and to wield it,
a leader must be credibly constrained to keep his promises to his supporters.
They need a forum for communicating grievances against their leader, and they need
a sense of group identity so that they'd all react if any one of them were cheated.
Participation in court may be required, as well as support in battle ("aid & counsel").

The patterns of behavior that a leader must maintain to keep his supporters' trust may
be regarded as an informal personal constitution for the leader.

This personal constitution requires the leader to appropriately reward supporters, but
other forms of behavior may be required.

A leader may fear to violate a formal constitution when his political relationships
were developed 1n its context, so that violating it would shock his supporters.

So constitutional government can be based on supporters' fragile trust of their leader.
But a new constitution cannot make leaders violate their personal constitutions.
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A model of moral hazard in local public investments

Consider a community with some large number n of residents.
Each period, a local public agent can make some investment nk in a local public
good, where k>0 1s a decision variable that must be controlled by one agent.

The agent cannot be prevented from diverting public investment funds into his
personal consumption, and he can then flee to consume this with impunity.
Only the agent can directly observe how much he is actually investing.

Each resident can benefit from the local public good only by making a small private
co-investment ¢ which only the resident can observe.

Each resident who co-invests has an independent probability 1t(k) of getting the
success payoff V, or otherwise 0, and only the resident observes this payoff.

Success probability 7(k) 1s an increasing concave function of public investment k.

Agents are risk neutral but are subject to limited liability (nonnegative payoffs).
Everyone discounts future consumption with discount factor J3.

[Example: V=100, = 0.95 k) =k/(k+25), c=23.
k) V—k— is maximized at k=25, m(k)=0.5, r=k(1-0)=1.25, residents get U=0.75.]
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Optimal investments to maximize residents' expected gains

The agent can be given an incentive to make appropriate public investments only by
rewards that depend on residents reporting high rates of success.

Consider a plan in which the agent is asked to invest nk each period and is offered
some reward r per resident, each period as long as he retains this position.

The agent cannot be deterred from stealing the intended investment nk and running
away unless the prospective reward nr satisfies nr/(1—) = nk.

The agent's minimal moral-hazard rent per resident per period is r = k(1-[3).

Then the local net gain per resident is U = n(k)V—k—r—c = n(k)V—-(2—B)k—c
which is maximized when 7'(k) = (2—)/V.

If n 1s large, then the actual fraction of successes will have a small standard deviation
o(k) = [rn(k)(1-m(k)) /n]°> around the mean m(k).

The agent can be induced to invest an amount close to the desired k by polling the
residents each period and making the agent's reward and retention depend on his
success rate being within a few standard deviations of the stipulated m(k).

If local politics generated some probability q of agents being forced out even with
good performance, then the incentive constraint would be nr/(1-0(1—q)) = nk.
Then the optimal investment k would be smaller, with ©{k) = (2-6(1—))/V.
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Using local moral-hazard rents as rewards for national political service

This incentive for the agent to invest appropriately depends on an equilibrium
expectation that the residents will honestly report when he helps them succeed.

Conversely, the residents' willingness to support the agent's retention depends on an
expectation that he can be trusted to make further public investments.

The prosperity of a community may depend on developing such an equilibrium of
trust with such agents.

In our moral-hazard model, this valuable public trust could be bestowed on anyone,
but the community must somehow coordinate on someone.

A national leader may naturally influence this selection.

The power to name the local public agent could increase the fund of rewards for
loyal supporters by the value of this moral-hazard rent nr.

If ruler can extract residents' gains U = m(k)V—k—r—c by a corresponding tax
increase, then ruler's total gains would be n(U+r) =n(n(k)V —k — ¢),
which is maximized when w'(k)=1/V.

1/V <(2-B)/V and n’ is decreasing, so the patronage benefit increases optimal k.
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National political risks of local accountability without decentralization

The national leader may benefit from nominating local agents to fill vacancies, but
their accountability depends on autonomous local power to dismiss.

Even under an optimal contract, there must be at least some small probability
€ 2> (1-m(k))» > 0 of the agent being dismissed without the promised rewards.

But we have seen that a strong leader must be vulnerable to suspicions of complicity
when promised rewards are denied to a loyal supporter.

Such dismissals can raise broad fears of the leader's temptation to wrongly fault and
replace agents, to open positions for promoting and rewarding new favorites.

This political risk can be avoided only if the local agent's re-election is clearly an
autonomous decision by the local residents, which the leader cannot control.

When information about a public agent's performance is only available locally, the
agent's position must depend on constitutionally autonomous local politics.

(It is not enough for the national leader to know that local residents were dissatisfied,
the leader must be able to verifiably prove this to his whole circle of courtiers.)
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Local accountability is problematic in a centralized political system

As the leader's primary asset is his reputation for reliable patronage, it may be hard
for him to let such patronage prizes depend on independent political forces.

Dependence on local approval admits the possibility that other local political
considerations might cause an agent's rewards to be denied.

Worse, political opponents' interference in local votes could undermine the leader's
ability to reward his supporters with local public offices.

What about decentralizing to let local communities pick their own local agents?
When political decentralization has not yet been established, a new system of local
accountability for public agents may be seen as devaluation of promised rewards.

Furthermore, fully autonomous local politics can generate new competitive entrants
into national politics, against the interests of the incumbent national leader.

An agent who has gained broad trust of people in a community could then mobilize
their support to become a new rival for higher power in the nation.

So autonomous local politics lowers barriers to entry into national politics,
making it more competitive, reducing profits for incumbent national leaders...

These considerations work against provision of efficient local public investment
where political decentralization has not been constitutionally established.
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A model of success or frustration of democracy, unitary or federal
Federalism and incentives for success of democracy," Quarterly J. Political Science 1:3-23 (2006).
Constitutions are the rules of the political game, affecting equilibrium behavior.
But new democracies cannot guarantee success simply by copying the successful
constitution of another nation. With multiple equilibria, culture matters.
What could make a nation culturally unready for democracy?

The critical aspect of culture is what people expect of their leaders.

New and established democracies differ in the reputations of their political leaders.

Any institution is sustained by individuals (officials) who expect to enjoy privileged
status as long as they act according to the institution's rules.

That is, institutions are sustained by reputational equilibria.

When democracy is new in a nation, no politician has an established reputation for
responsibly using political power to serve the general population.

Reputational incentives in old regime: to serve superiors and reward supporters.

Voters may expect the first leader to suppress opposition, abuse power to benefit
himself and his supporters; and any replacement may be expected to do same.

Federalism creates more opportunities for leaders to develop democratic reputations.

In a dynamic political game, we find multiple equilibria for unitary democracies:
equilibria where democracy succeeds, equilibria where democracy is frustrated.

But democracy cannot be consistently frustrated at both levels in a federal system.



Basic model of unitary democracy

In each period, there is an election, then leader serves responsibly or corruptly:
b = the leader's benefit (each period) when he serves responsibly,

b+c = leader's benefit from serving corruptly,

0 = politician's payoff out of office,

w = expected welfare for voters when leader serves responsibly,

0 = expected welfare for voters when leader serves corruptly,

x = expected transition cost for voters when changing to a new leader,

p = discount factor per period. All actions observable.

¢ = probability that any new politician 1s always-responsible virtuous type.
(Else normal payoff maximizer.)

Voters agree, so assume election determined by any representative voter.

Transition cost X may be due to new leader learning on job,
or to thefts by outgoing leader,
or to active voters' costs of opposing an incumbent.

("Politicians" here may be interpreted as individuals, or as parties, or as factions.)
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Equilibria in unitary democracy

At any point in any equilibrium of this game, let us say that democracy:
succeeds 1f the leader is expected to serve responsibly always (with prob'y 1);
1s frustrated 1f the leader would be reelected always even after acting corruptly.
(Success 1s optimal for voters. Frustration 1s optimal for the incumbent leader.)
In eqm, frustration implies only a virtuous leader would serve responsibly (failure).

Voters' expected benefit from democracy 1s their expected value of payoffs in eqm
minus their expected value if their current leader were guaranteed power forever:
E[NPV of voters' payoffs in eqm] - P(leader is virtuous)*w/(1-p).

Theorem 1. Suppose € <x(1-p)/w<1 and b+c<b/(1-p).

Then unitary democracy has a good equilibrium where democracy succeeds and
voters' expected benefit from democracy is strictly positive.

But it also has a bad equilibrium where democracy is frustrated and voters' expected
benefit from democracy is 0.

First condition: ew/(1-p) <x <w/(1-p), so voters would replace a corrupt leader
if replacements always serve responsibly, but not if only virtuous do so.

Here x(1-p)/w 1is the lowest probability of new leader serving responsibly such that
voters would replace a corrupt leader.

Second condition: politicians prefer serving responsibly forever over corruptly once.
20



Federal democracy.

N = number of provinces.

In each period, elect national president, then elect governor in each province, each
serves corruptly or responsibly.

b, = president's benefit (each period) when he serves responsibly,

b,+c, = president's benefit from serving corruptly,

b, = governor's benefit when he serves responsibly,

b,tc, = governor's benefit from serving corruptly,

w, = welfare for national voters with president serving responsibly,

X, = expected transition cost for voters when changing to a new president,

w, = welfare for provincial voters with governor serving responsibly,

X, = expected transition cost for voters when changing to a new governor,

0 = any politician's payoff out of office.

0 = welfare for voters at either level with a leader serving corruptly.

p = discount factor per period.

¢ = probability that any new politician 1s always-responsible virtuous type.

Elections at each level are determined by voters' expected payoffs from this level of
government, ignoring any effects from the other level of government.

(National elections are not influenced by local effects in one province of its governor
becoming president; provincial elections are not influenced by national benefits of
searching for better presidential candidates. No provincial cost to supply president.)



Equilibria of federal democracy

Basic assumptions: € <Xx,(1-p)/w,<1, bstc,<b,/(1-p),
e<x,(I1-p)/w, <1, bj+c, < b,/(1-p), b, >b,+c,.

So multiple equilibria would exist at each level if 1t existed alone,
and governors want promotion to president.

With N large, P(no province has a virtuous governor) = (1-¢)N < e #N is small, and
so there are likely to be some provinces where politicians have good reputations
(assuming candidates are recruited independently from pop'n in each province).

At either level (national or provincial), we may say that democracy:
succeeds if voters expect leader to serve responsibly always with prob'y 1;

1s frustrated 1f the leader would always get re-elected even after acting corruptly.

Voters' expected benefit from democracy at either level is their expected value of
payoffs at this level in given eqm minus what their expected value at this level
would be if their current leader were guaranteed his office forever.

National frustration implies that a normal president will act corruptly (failure).
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Main result on federal democracy

4 eqm where provincial democracy is frustrated but national democracy succeeds
(a rare governor who serves responsibly can be identified as virtuous,

but his provincial voters still get no expected benefit from democracy, and

his virtue doesn't make him more attractive to national voters than good presidents)

4 eqm where provincial democracy succeeds but national democracy i1s frustrated

(corrupt governors would not be re-elected, so all governors act responsibly;

national voters understand that any governor would become corrupt with prob'y 1-¢
after election to the presidency, so corrupt presidents are re-elected).

But such mixed equilibria require voters to have inconsistent expectations about
democracy at different levels, and so seem less likely to be focal.

4 eqm where provincial and national democracy both succeed (presidents and
governors always act responsibly, else they would not be re-elected).

Theorem 2. In any sequential equilibrium of the federal game, as long as some
province has a governor who has not yet acted corruptly, democracy cannot be
frustrated both at the national level and at all provincial levels.

When national democracy is frustrated, in any province where voters have a
governor with no record of past corruption, the voters' expected benefit from
democracy must be strictly positive.
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Proof of main federal theorem

Proof of Thm 2. Suppose democracy is frustrated at the national level.

The current president can get his optimal outcome by always serving corruptly,
given that the frustrated voters will never replace him.

So 1f president acts corruptly this period, then he 1s normal and should be expected to
always act corruptly thereafter.

For any elected governor who has no record of past corruption, let
n = P(he is virtuous) > ¢,
Q = P(he acts responsibly this period) > w (each prob'y is given the history).

Frustration of national democracy implies governors have no hope of promotion to
president.

If provincial democracy were frustrated then a normal governor would have no
incentive to serve responsibly, and so Q would equal «.

But ©/Q = P(he is virtuous |responsible this period) < x,(1-p)/w, <1,
because otherwise national voters would use him to replace a corrupt president.

In his province, E(benefits from democracy) > (Q-m)w, > 0.

Our analysis doesn't say local government would be less corrupt than national.
Frustration of national democracy would increase incentives for governors to make
provincial democracy succeed.
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Possibility of democratic advancement makes politics more competitive

Under federalism, an anticipated frustration of democracy at the national level would
increase incentives for local politicians to make democracy succeed.

So a federal system can offer insurance against total frustration of democracy:
voters should see benefits of democracy at some level of government.

In our argument, federalism lowers entry-barriers into national politics when it
gives local leaders opportunities to prove qualifications for national leadership.

Multiparty parliamentary democracy also offers more opportunities for cultivating
independent political reputations, when small parties get ministries in a coalition.

The key to successful democratic development is to increase the supply of leaders
with reputations for using public funds responsibly to serve the public at large.

The possibility of advancement to higher office gives local leaders more incentive
to reduce corruption, with greater elasticity of demand for their leadership.

(Such political elasticity can also be created in a federal system by Tiebout effects:
with national mobility of resources, local corruption erodes its own tax base...)
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A model of capitalist investment and political liberalization*

max,.o jcro.y Y(KA) = (Y(FHK)-1k)/(ptyd) s.t V(kA) > (I-A)(Ok + Y (F)/p).
F=(fixed resources), k=(investors' capital), A = (ruler's liberalized vulnerability).
Example. Consider an island with production Y(F+k) = (F+k)°4,

investors' discount rate r=0.05, authoritarian-ruler's discount rate p=0.1,
expropriatable fraction 6=1, and scandal rate y=0.1.

With F =0, optimum is k=23.61, A =0; then Y(F+k)=3.54, V(kA)=23.6.
With F =5, optimum is k=0, A=0; then Y(F+k)=1.94, V(k,A)=19.3.

K =32 maximizes Y(K)-rK, with Y(K )=4,
but is not feasible without liberalization.

The curse of natural resources even
harms the ruler here (19.3<23.6).

A=0 1s optimal VF when y=0.10.

But reducing the scandal rate to y=0.05
makes positive liberalization A optimal
for intermediate endowments
1.9 <F <10.1.

*Theoretical Economics 5(1):73-91 (2010).
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Mobility of labor between jurisdictions can induce liberalization

Example. Consider an archipelago where production is (F+k)%4L%>,

Each island has labor L=1, fixed capital F=5, r=0.05, p=0.1, 6=1, y=0.1.

When L are serfs, we get Y=(F+k)%4, optimum k=0.258, A=0; Y=1.94, V=19.3.
A free labor fringe has marginal product 0.5Y,/L = 0.971.

Suppose one island frees its serfs, extensively recruits mobile free labor at wage w:

Y (F+k) = max, ., (F+k)*4L%-wL = (F+k)"%/(4w), with L = (F+k)*®/(2w)>.

With w=0.971, we get Y(F+k) = 0.257(F+k)°8,

optimum is k=1126, A=0.931, yielding L =73.5, Y =71.36, V(k,A)=77.9.

The possibility of matching capitalist investments with additional labor creates a
strong incentive for liberalization (77.9 > 19.3).

But 73.5 > 1. If all free serfs and compete for free labor, the wage must increase.

With w=1.777, we have Y(F+k)=0.141(F+k)*® and get two optimal regimes:
liberal optimum k=47.73, 2=0.903, with L=1.89, V=5.10;
nonliberal optimum k=0, A=0, with L=0.29, V=5.10. (K, -F=57.8-5=52.8.)
Average matches supply L=1 when 44% of 1slands are liberal, 56% nonliberal,
but then 83% of workers are in liberal islands.

Is this the beneficial competition among jurisdictions that Tiebout had in mind?
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Rulers' indifference between liberalizing or not in equilibrium

Required liberalization A(k) and ruler's value V(k,A(k)) for Y(F+k)=0.1407(F+k)"®
with F=5, r=0.05, p=0.1, y=0.1, 6=1; from w=1.777.
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Conclusions

Strong candidates for national leadership motivate political supporters by promises
of future rewards but become politically vulnerable when supporters feel cheated.

Powerful offices that entail moral-hazard rents become patronage prizes that national
leaders naturally want to allocate to their political supporters.

Without constitutional guarantees of local political autonomy, however, a national
leader cannot allow these patronage prizes to depend on local approval.

Thus, dispersed local information may be used for holding local public agents
accountable only when there 1s some constitutional decentralization.

So the quality of local public services may suffer in a centralized unitary state.

Political decentralization make national politics more competitive when successful
local leaders prove their qualifications to be strong candidates for higher office.
So decentralization may be against the interests of established national leaders.

Given local rulers of small jurisdictions may have more incentive to liberalize
politically when people and resources are more mobile across jurisdictions.
Multiparty national politics may also make local politics more competitive,
as rival national parties can support alternatives to unpopular local bosses.
So multi-party national democracy may increase benefits of decentralization.

These notes: http://home.uchicago.edu/~rmyerson/research/oxford.pdf
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