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Introduction

One of the central questions in local public finance is: How do households select a community in
which to live? These notes provide an intuitive overview of the academic literature on this
question.2 Scholars have also considered two related questions: How do communities select the
level of local public services and tax rates? Under what conditions is the community-choice
process compatible with the local voting process? These two questions are not addressed here.®

The literature on community selection is often traced back to a famous paper by an economist
named Charles Tiebout, who argued in 1956 that people shop for a community, just as they shop
for other things.) This process came to be known as "shopping with one's feet." The Tiebout
model became very influential both because it identified an important type of behavior to be
studied and because it implied that the process of allocating people to communities has certain
desirable properties. To be specific, Tiebout claimed that this process, like any unfettered market
process (without externalities) is efficient. As it turns out, Tiebout's analysis was highly
simplified, and indeed left out both the housing market and the property tax, which is the main
source of local revenue in the United States. Thus, many people regard this analysis as
unrealistic and reject its efficiency conclusion, but others think that this conclusion is still
correct, at least to a first approximation.

These notes review the literature since Tiebout. They start by addressing the way a household
decides how much to pay for housing in a given community, called bidding, and what happens

when different types of households compete for housing, called sorting. The notes also consider



an important empirical phenomenon, called capitalization, which is a test of bidding and sorting
models, and explore the normative issues first raised by Tiebout.

Bidding
The central positive question addressed in these notes is: How does the housing market allocate
households to communities when local public services and property taxes vary from one
community to the next? A broad consensus has emerged concerning the appropriate way to
analyze this question. This consensus has general applicability to any country with active
housing markets, reasonably mobile households, and multiple local governments that exhibit
some variation in public service levels or tax rates. It evolved from the insight made famous by
Tiebout, namely that households care about local public services and local taxes and compete for
entry into the most desirable communities. This consensus has two components: bidding and

sorting.

Bidding analysis builds on a variety of assumptions that roughly characterize urban areas in the
United States. First, this analysis assumes that households fall into distinct income/taste classes
and that all households care about their consumption of housing, public services, and other
goods. Households within a class are considered to be identical in their demands for these things,
but many classes may exist. Households are also assumed to be mobile, that is, to be able to
move costlessly from one jurisdiction to another. This assumption implies that an equilibrium
cannot exist unless all people in a given income/taste class achieve the same level of satisfaction
or, to use the economist's term, of utility. In other words, any household that does not reach as
high a utility level as do similar households will have an incentive to move, and this type of
moving behavior will lead to a situation in which all similar households have the same utility

(and no household has an incentive to move).

All households who live in a jurisdiction are also assumed to receive the same level of public
services, and residence in a jurisdiction is assumed to be a precondition for the receipt of public
services there. Each urban area is assumed to have many local jurisdictions, which have fixed

boundaries and vary in their local public service quality and property tax rates. Finally, in most



models, households are homeowners, not renters, and local public services are financed through

a local property tax.

These assumptions are used to understand where people live and how much they pay for
housing. Thus, they are introduced in a basic analysis of the housing market in which households
compete with each other for access to the most desirable locations. In this context, the most
desirable locations are those with the best combination of high-quality public services and a low
property tax rate. Households compete for entry into desirable locations by bidding against each
other for housing. To proceed with our analysis, therefore, we must consider bidding behavior in
a housing market.

An analysis of bidding behavior depends on four key concepts. Housing is measured in units of

housing services, which provide an index of the size and quality of a housing unit. For our

purposes, we can think of housing services as simply the size a house in square feet, although the

concept is easily generalized to consider other features of housing. The price per unit of housing

services is the associated price concept per unit time, say per year. The rent for a housing unit
equals the price per unit of housing services multiplied by the number of units of housing
services the unit contains. If the unit is an apartment, this rent is equivalent to the annual contract
rent. If the unit is owner-occupied, this rent is not observed in the market place but is implicit.
The value of a housing unit is the amount someone would pay to own that unit; it equals the

present value of the flow of net rental services associated with ownership.®

The price per unit of housing services is assumed to be constant at a given jurisdiction; that is,
each unit of housing services in a given jurisdiction costs the same amount. However, this price
(and hence both rent and value) varies across jurisdictions as the quality of public services and
the local property tax rate varies. Consider first the case of a single income/taste class, that is, of
an urban area in which all households are alike. Because households are mobile, as well as alike,
each household must achieve the same utility level. As a result, households who live in
jurisdictions with relatively desirable service-tax packages must pay for the privilege in the form
of higher housing prices; otherwise, these households would be better off than households in
other jurisdictions and those other households would have an incentive to move. Another way to



put this is that households who end up in jurisdictions with relatively undesirable service-tax
packages must be compensated in the form of relatively low housing prices. This analysis can be
summarized in the form of a bid function, which indicates the maximum amount a household
would pay to live in a jurisdiction as a function of the desirability of the service-tax package

there.

This logic is summarized in Figures 1 and 2. In Figure 1, a household's bid, expressed as a price
per unit of housing services, is on the vertical axis and the quality of local public services is on
the horizontal axis. In this figure, the property tax rate is held constant. As the quality of public
services goes up (holding taxes constant), households' bids for housing go up. In other words,
people are willing to pay more for housing in a jurisdiction with better public services. Figure 2
plots household bids as a function of the property tax rate (holding public service quality

constant). The higher the property tax rate, the lower the bid, all else equal.

Thus, the consensus view described in these two figures predicts that rents will increase with
public service quality and that property values will be higher in communities with higher public
service quality and or lower property tax rates, all else equal. One way to test this view,
therefore, is to determine whether rents and property values do, in fact, depend on these
variables. The empirical evidence on this phenomenon, which is called "capitalization,” is

discussed in a later section.

Sorting

Figures 1 and 2 describe the housing bids for one type of household but do not reveal how
different types of households are sorted into jurisdictions. The key to understanding sorting is to
recognize that bid functions like the one in Figure 1 are steeper for some types of households
than for others. The steepness of a bid function indicates the extent to which a household type's
bids for housing increase when the quality of public services increases. The steepness of a bid
function matters because landlords (or housing sellers) prefer to sell to the household type that is
willing to pay the most per unit of housing services. Thus, as shown in Figure 3, households with
relatively steep bid functions win the competition for housing in locations where the quality of
public services is relatively high, and households with relatively flat bid functions win the



competition for housing in locations where the quality of public services is relatively low. For
example, the group with the steepest bid function in this figure wins the competition for all levels

of public service quality above Ss.

Under normal circumstances, high-income households have steeper bid functions than low-
income households. In other words, high-income households are willing to pay more for an
increment in public service quality. This does not mean that high-income households
intrinsically value service quality more than do low-income households (although this might be
true); instead, it simply means that high-income households, who after all have greater resources,
increase their bids for housing by a greater amount when service quality goes up.

This relationship between income and bid-function steepness implies that high-income
households live in locations with relatively high quality public services, a situation often called
"matched sorting." This situation is illustrated by Figure 3 when the steeper bid functions (the
ones to the right) belong to a higher-income classes and the flatter bid functions (the ones to the
left) belong to a lower-income class. In this case, it is clear that the highest-income households

win the competition for housing in the highest-service jurisdictions.

Figure 3 also reveals that low-income households win the competition for housing in
jurisdictions with relatively low public service quality, such as the jurisdictions providing quality
below S;. How, one might ask, can low-income people ever outbid high-income people for
housing? The key to answering this question is to remember that bids are expressed per unit of
housing services. Hence low-income people win the competition because they bid a high amount

per unit of housing services but consume a relatively low guantity of housing services. If housing

services are measured in square feet, then low-income people select small apartments or double
up so that they consume very few square feet per capita. In Figure 3, low-income households bid
more per square foot than high-income households in jurisdictions with low levels of S, and a
landlord (or seller) in those jurisdictions can make more money by renting (selling) to low-

income people who double up than to high-income people who do not.



The logic of sorting implies that jurisdictions tend to be homogeneous in terms of income and
preferences, but it does not rule out the possibility of heterogeneous jurisdictions. In fact, if a
jurisdiction provides a level of public service quality at which the bid functions of two groups
cross, both groups are content to live there. This situation is illustrated by Si, S,, and S; in Figure
3. At each of these public service levels, two groups bid the same amount for housing, so a
jurisdiction delivering any of these service levels will contain two household types. Moreover, it
is possible to have a sorting outcome in which many different household types bid the same
amount per unit of housing services in a relatively large jurisdiction, such as a central city, and

hence all live there.

The sorting analysis in Figure 3 does not consider property taxes. As it turns out, this is entirely
appropriate because property taxes do not affect sorting even though they affect bids. The
outcome reflects the fact that all household types, regardless of income or preferences, are
willing to pay $1 to avoid $1 of property taxes. The same cannot be said for public service
quality. Some groups are willing to pay more than others for an improvement in service quality,

which is precisely why the bid functions in Figure 3 do not all have the same slope.

Although property taxes do not affect sorting, it is instructive to draw another version of Figure 3
that has property taxes built in. To take this step, we must first consider Figure 4, which presents
a household's demand curve for local public services. Recall that a demand curve indicates the
marginal benefit from some good or service, that is, the amount a household (or set of
households) is willing to pay for an additional unit of that good or service. In Figure 4, a
household receiving a relatively low service quality is willing to pay a relatively high amount for
an increment in service quality, whereas a household receiving a relatively high service quality is
only willing to pay a relatively small amount for a comparable increment. In other words, the

marginal willingness to pay for local public service quality declines as service quality increases.

Although the marginal willingness to pay declines with service quality, the marginal cost of an
increment in service quality is constant. In other words, it takes the same property tax increase to
fund a one-unit increase in service quality whether one starts from a low or high public service

quality in Figure 4. As service quality increases, therefore, the net willingness to pay for an



increment in public service quality declines and may eventually become negative. At very high
levels of service quality, in other words, the small benefit from an increment in quality may be
outweighed by the required property tax increase.

This situation is illustrated in Figure 5, which now has community income on the horizontal axis
and housing bids on the vertical axis.® In this figure, one must distinguish between the income
of a class of households searching for housing, which determines the slope of their bid function,
and the income of an existing community, Y, which determines the service quality and property
tax rate there. As community income increases, the demand for public service quality increases,
but any increase in service quality must be funded with higher property taxes. As a result, bid
functions now increase at relatively small levels of service quality, but then become flatter and
eventually decline as service quality increases. Figure 5, like Figure 3, illustrates that household
types with relatively steep bid function (presumably high-income households) win the

competition for housing in jurisdictions with relatively high service quality.

An alternative approach to sorting was proposed by an economist named Bruce Hamilton in
19752 This approach adds several additional assumptions.®) First, it assumes that housing
suppliers respond to any variation in the price of housing across communities by expanding the
supply of housing in communities with higher prices. This assumption implies, unlike the
conventional view, that the price of housing will not be higher in a community with higher
public service quality or lower property tax rates. Second, this approach assumes that a
jurisdiction can use zoning restrictions to set the consumption of housing at exactly the optimal
level. 2 This assumption is important because it rules out the possibility that low-income
households want to move into high-income communities in order to take advantage of the large
tax bases there. After all, the property tax a household pays depends not only on its own property

value but also on the average value of the property in its jurisdiction.

A more formal statement of this issue requires a new concept, namely, a household's tax price for
local public services. In the case of a private commaodity, a household can purchase as much as it
wants at the posted market price. In the case of a local public service, however, the amount a
household pays for an increment in service quality depends on the property tax system. The tax
price is simply the household's share of any increase in property taxes needed to fund an increase



in public service quality. Even for a given type of household, this tax price can vary widely
across jurisdictions, in part because some jurisdictions have more expensive houses and in part
because some jurisdictions have far more commercial and industrial property than others. The
tax price is lower in a district with a great deal of commercial and industrial property because
much of the burden of any school tax increase falls on commercial and industrial taxpayers, not

on homeowners.

The easiest way to derive an expression for a tax price is to combine a single voter's property tax
payment with the local government budget constraint. A household's property tax payment, T,
equals an effective property tax rate, t, multiplied by the value of the household's property, V, or
T = tV. A local government must set spending per household, E, equal to the property tax rate
multiplied by average property value per household, V*, or E = tv*.2% This government budget
constraint implies that the tax rate must equal spending divided by the tax base or t = E/V*.
Substituting this tax rate into the household's tax payment, we find that T = E(V/V*). This result
implies that the tax-price equals (V/V*). The amount someone spends on a private good is the
quantity of the good multiplied by the price. In this case, the quantity of the local public services
is E, and its "price" is (VIV*).

Now we can return to the issue of sorting. Consider a household with a house value (V) equal to
$100,000. If it lives in a community where the average property value (V*) equals $50,000, then
its tax-price is 2, whereas if it lives in a community where the average property value equals
$200,000, its tax price is only 0.5. In other words, moving from the first community to the
second is equivalent to cutting the price it pays for local public services by 75 percent!
Obviously, the household will make this move unless the price of housing is higher in the second
community. The Hamilton assumption rules out this type of move, and hence the need for price
variation across communities, by forcing all households in a given community to purchase the
same value of housing. The household in this example cannot move into the second community
under the Hamilton assumption because everyone in that community must purchase a house
worth $200,000. Thus, an equilibrium can be attained with the same housing price in both

communities.



With the Hamilton assumptions, the sorting diagram takes yet another form, as shown in Figure
6. Two features of this figure should be emphasized. First, every household lives in the
jurisdiction that provides the service-tax package it is willing to pay the most for, which is, by
definition, its optimal service-tax package. This outcome is efficient because no household can
gain by moving to another jurisdiction. Thus, the Hamilton assumptions reproduce Tiebout's

main normative result, namely that a system of local governments is efficient.

Second, in Figure 6 the price of housing is the same in every community. In other words, the
Hamilton assumptions ensure that there is no capitalization. The price of housing does not reflect
the quality of local public services or the local property tax rate. A simple test of the validity of

the Hamilton model, therefore, is to determine whether capitalization exists.
Capitalization

A famous article by an economist named Wallace Oates in 1969 first tested the hypothesis that
house values depend on local public service quality and on local property tax rates, a
phenomenon known as capitalization.® His strong evidence for capitalization in a sample of
communities in New Jersey stimulated dozens of additional studies on the topic. This section
briefly reviews recent findings on the capitalization of both local property taxes and local public

service levels.

Property Tax Capitalization

Property tax capitalization arises from the basic equality between the value of an asset, in this
case a house, and the present value of the net benefits from owning it. The amount someone is
willing to pay for a house is the present value of the rental benefits minus the present value of the
property tax payments.@ As noted earlier (see footnote 5), the value of a long-lived house with
an annual rental value equal to R (and no property taxes) can be written as V = R/r, where r is a
discount rate. Annual property taxes equal tV, and the present value of this tax stream is tV/r.

Thus, with property taxes, the house value formula is V = (R/r) - (tV/r). Solving this equation for



V yields V = R/(r + t). As illustrated in Figure 2, this relationship between house values and
property taxes also can be derived from a bidding model.

This formulation assumes that a $1 increase in the present value of property taxes leads to $1
decrease in the value of a house, which is equivalent to assuming full (or 100 percent)
capitalization. The empirical literature on this topic is designed to determine whether
capitalization exists and to estimate the degree of capitalization. Let stand for the degree of
capitalization. If equals 0.5, for example, then a $1 increase in the present value of property taxes
leads to a $0.50 decrease in the value of a house. With this amendment, the above formula can be

re-written as follows:
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The objective of the literature on property tax capitalization is to estimate "beta."”

Although this equation is fairly simple, it has proven to be difficult to estimate for several
reasons.2 First, it involves a non-linear relationship between t and V, even after taking
logarithms, so it cannot be estimated with linear regression methods. As a result, existing studies
use various approximations or non-linear estimating techniques. When data on tax and house
value changes over time are available, simple but exact functional forms are possible. Let
subscripts indicate time periods, then (1) leads to
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where "delta" indicates a change over time. If t; is roughly constant (as it might be within a
single jurisdiction after a comprehensive revaluation of all property), then both of these

equations reduce to a constant multiplied by the change in a tax variable. The second equation



can be estimated, for example, when tax payments undergo a large change, as in the case of
Proposition 13, a property tax limitation passed in California in 1978.

Second, the value of the discount rate, r, is not observed, and the form of equations (1) and (2)
precludes separate estimation of r and . Most studies follow Oates by estimating a value of /r,
assuming a value for r, and then calculating the implied value of % The trouble with this
approach is that the value of depends on an untested assumption and different studies use
different values of r. In fact, the most extreme estimates in the literature, in either direction, are

driven largely by extreme assumptions about r.

Third, the asset-pricing logic behind equations (1) and (2) requires assumptions about house
buyers' expectations. To be specific, this logic predicts that a $1 increase in the present value of
future property taxes will lead to a $1 decline in house value (i.e. "beta” = 1), but it does not say
that current tax differences will be fully capitalized if they are not expected to persist. Virtually

all the literature estimates the capitalization of current property tax differences. Under the

assumption that current differences will persist indefinitely, the assumption that "beta"” = 1 makes
perfect sense. In fact, however, current differences may not be expected to persist. In this case,
the capitalization of current tax differences, the "beta" in (1) and (2), is related to the
capitalization of the present value of the expected tax stream, say , as follows:

B=p(l-(Cl+n)¥], [ }]

where N is the length of time current tax differences are expected to persist. The theory indicates
that "beta prime™ = 1, but the estimated clearly need not equal 1, and indeed need not equal the
same value under all circumstances. For example, if current property tax differences across
communities are expected to disappear in 10 years and r = .03, then (3) implies that the estimated
"beta"” will be only 26 percent even if "beta prime™ = 1.



Virtually every study of property tax capitalization finds a statistically significant negative
impact of property taxes (or property tax changes) on house values. The vast majority these
studies use data from the United States, but a few use data from Canada. Estimates of vary
widely, but if r is set at 3 percent, the estimates of "beta™ for the best studies fall between 15 and
60 percent. No study yet provides a definitive estimate of "beta prime,"” but several recent studies
provide some evidence that it is close to 100 percent. These results are consistent with the

consensus bidding/sorting model, but strongly contradict the Hamilton approach.

Public Service Capitalization

Figures 1 and 3 show that the price of housing services, P, is a function of local public service
quality, S. It follows that apartment rents and house values are also functions of S. Many studies,
again starting with the study by Oates, have tested this prediction. As it turns out, finding public
service capitalization is intrinsically more difficult than finding property tax capitalization,
largely because the demand for public services varies across households. As noted earlier, any
household will pay $1 to avoid $1 in property taxes, but households differ in the amount they are
willing to pay for another unit of public services. Moreover, the quality of local public services is
notoriously difficult to measure, and existing data often do not provide information on many

dimensions of service quality.

One approach is to use spending per capita as a measure of public service quality. This was the
approach used by Oates, who focused on education spending. As it turns out, spending is a fairly
poor measure of service quality because it assumes, contrary to extensive evidence, that $1 of
spending per capita buys the same public service quality in all communities. Several more recent
studies use student test scores or crime rates or similar measures to determine the quality of local

public services. This is a more reasonable approach if the required data are available.

Virtually all studies of public service capitalization find a positive, statistically significant impact
of public service quality on house value (or rent).£% One study finds, for example, that moving
from the last to the first decile on a fourth grade reading score would increase median property

values in a community by $4,300, all else equal.



A few studies have identified special circumstances that yield particularly compelling evidence
about the capitalization of local public services. One study compare the values of houses that are
located in the same municipality but in different school districts, a situation made possible by
unusual jurisdiction boundaries in the Cleveland area. After controlling for a long list of housing
and neighborhood characteristics and accounting for differences in school property taxes, this
study finds that people are willing to pay quite a lot, up to $2,171 per year, to live in a good
school district instead of a poor one. Another study compares the market values of houses on
opposite sides of attendance-zone boundaries in the same school district. These houses obviously
share many neighborhood characteristics other than school zone, thereby minimizing problems
that can arise from omitted variables. This study also finds that housing prices increase with

school quality.

In short, virtually every study in this literature finds evidence that the quality of local public
services is capitalized into apartment rents and house values. These results therefore support one
of the key predictions of the consensus view of bidding and sorting and contradict the Hamilton

approach.

Normative Analysis

The lasting fame of Tiebout derives primarily from his claim that "voting with one's feet" is
analogous to shopping for a commodity and leads to efficient provision of local public services.

The literature has struggled with questions of efficiency and equity ever since.

Efficiency

Although the Tiebout model did not incorporate either a housing market or a property tax,
Hamilton showed that the same result can be obtained from a model with these features, so long
as his assumptions about housing suppliers and zoning are satisfied. In particular, the Hamilton
assumptions imply that every community is homogeneous, in the sense that it contains a single
income/taste class, and that voters select the level of local public services as if it had a constant
price, just like a private good. Thus, the Tiebout analogy to shopping in a private market place is

preserved and the efficiency properties of that type of shopping are attained.



The Hamilton approach has been widely cited as proof that our system of local governments is at
least approximately efficient. However, as shown earlier, the key prediction of the Hamilton
model, namely, no capitalization, is resoundingly rejected by dozens of studies on the topic. As a
result, it makes no sense to accept the Tiebout/Hamilton conclusion that a system with many

independent local governments is fully efficient.

Instead, two key conclusions emerge from the literature. The first, which is in the spirit of
Tiebout and Hamilton, is that setting up a federal system with many independent local
governments has profound efficiency advantages over a centralized system in which the quality
of local public services is the same everywhere. This efficiency advantage arises because the
demand curve for local public services, which is illustrated in Figure 3, varies widely across

households.

Consider the two households in Figure 7. Household 1 has a low income and a low demand
curve, Dy, and household 2 has a high income and a high demand curve, D,. Each household's
demand curve indicates its marginal benefit from public services, so its total benefit from any
particular public service level is the area under its demand curve up to that service level. Now
suppose MC is the cost per unit of public services for both households.*® Then each household
would prefer to have the level of service at which its marginal benefit (its demand curve) equals
its marginal cost (= MC). Thus, household 1 would prefer to live in a jurisdiction with service
level S;, and household 2 would prefer to live in a jurisdiction with service level S,. If each
household succeeds in finding such a jurisdiction, the outcome is efficient, in the sense that no

other arrangement (short of redistribution) would make either household better off.

With a single local government, however, both households would be forced to consume the same
level of local public services, say Ss. In this situation, the level of local public services would be
too high for household 1 and too low for household 2. To be specific, the units of public services
between S; and S; would be delivered to household 1 even though the marginal benefit from each
of those units falls below the marginal cost household 1 must pay. The loss to household 1 is the

indicated shaded area. The units of public services between S; and S, would not be delivered to



household 2 even though the marginal benefit from each of those units falls above the marginal
cost household 2 must pay. The loss to household 2 is the indicated shaded area. In short, moving
from separate, homogeneous jurisdictions to a single jurisdiction leads to significant losses for
both household types. Or, to put it another way, allowing one jurisdiction to break up into
smaller, more homogeneous jurisdictions results in net benefits to both types of households and
is therefore an efficient thing to do.

The second key conclusion is that despite the efficiency of many local governments compared to
a single local government, our actual system of local governments is not nearly as efficient as it
could be. In fact, dozens of capitalization studies reject the Tiebout/Hamilton assumptions and
hence reject their conclusion of full efficiency. Instead, our system has several sources of
inefficiency that could, at least in principle, be corrected or offset by the actions of higher levels

of government.

Two potential sources of inefficiency are particularly important.L2 First, local governments are
not nearly as homogeneous as the idealized Tiebout/Hamilton view implies. Indeed, as shown
earlier, heterogeneous communities are possible, even likely, in the consensus bidding/sorting
analysis. Moreover, it can be shown a large central city is likely to provide a level of public
services below the efficient level. If so, state or federal subsidies to city governments could
actually enhance efficiency.22 Second, unless all the Hamilton assumptions are satisfied, the
property tax, like other taxes, distorts household behavior and leads to a deviation from the
efficient level of local public services. Scholars do not agree on the best way to eliminate this
distortion. 2%

Equity

When local governments have considerable autonomy, as in the United States, and sorting
occurs, some jurisdictions have much higher incomes and tax bases than others and end up with
much higher quality public services. This effect is magnified by the fact that high-income
jurisdictions tend to have favorable environments for providing public services and hence

relatively low public service costs.?2 Moreover some jurisdictions have extensive commercial



and industrial property, which lowers their tax-price and thereby raises the quality of public

services voters select.

Because the system of local governments is established by higher levels of government, by the
states in the United States, for example, higher levels of government bear ultimate responsibility
for the nature of this system. As a result, higher levels of government may be concerned with
variation in local public services, and may want to compensate local governments for
unfavorable fiscal factors that are outside their control, such as a low tax base, high input prices,
or a harsh environment. This compensation by a state can take the form of an intergovernmental
aid program that accounts for tax-base and cost differences across communities or of institutional

changes, such as regional tax-base sharing or allowing cities to tax suburban commuters.

Fairness issues assorted with bidding and sorting have long been recognized in the case of
education, both by academics and policy makers. Moreover, many American states, often in
response to a court ruling, now provide higher grants per pupil to school districts with lower
property values per pupil. Some grant systems are designed to bring all school districts up to a
minimum spending level, and others are designed to ensure that all districts that levy the same
property tax rate will receive the same spending per pupil. No existing grant system eliminates
the correlation between property wealth and school spending, but some of them undoubtedly

lower this correlation significantly.

The consensus bidding model also raises a different sort of equity issue that is related to the
timing of ownership, not to the income distribution. To be specific, an unanticipated change in
service quality or property taxes in one jurisdiction relative to others leads to capital gains or
losses for the owners of property there at the time of the change. In fact, if capitalization is
complete, the capital gain or loss equals the present value of the stream of annual changes in
service benefits or taxes, and these owners bear the entire burden of the change. Moreover,
households who buy a house from one of these owners in the future bear no burden at all because
these future buyers will be compensated for higher taxes or lower service quality in the form of

lower housing prices. As a result, capitalization creates classes of households based on the timing



of their home purchase, instead of their income or wealth. Some policies are unfair because they
arbitrarily benefit or harm people in some of these time-dependent classes relative to others.

Consider, for example, a community in which poor assessing practices lead to effective property
tax rates, that vary widely from one house to another.22 In this situation, an unanticipated
revaluation that brings all houses to the same effective tax rate will result in capital losses for
houses that were previously underassessed and to capital gains for houses that were previously
overassessed. These gains and losses are largely arbitrary and hence unfair; a long-time owner
whose house was previously underassessed could be said to be paying back tax breaks in the
form of a capital loss, but the same loss falls on a recent buyer who gained nothing at all from
the past underassessment. One cannot avoid this problem, however, by retaining the poor
assessing system, because such a system hands out regular, small, unannounced effective tax rate
cuts or increases as it allows assessments to diverge from market values. The resulting
incremental gains and losses also are arbitrary, and hence unfair. The only way out of this
dilemma is to pay the one-time fairness cost of revaluation and then keep assessments up to date

in the future.

Conclusions

In sum, state and federal governments making decisions about a federal system face many
challenges in designing the appropriate policies. Many people have the general presumption that
decentralization promotes efficiency at the expense of fairness. However, this presumption
should not be pushed too far. Some policies to promote decentralization may enhance efficiency
while violating some standards for fairness, but other decentralization policies may enhance
efficiency and fairness simultaneously. Moreover, the conclusion that decentralization tends to
promote efficiency does not imply that any particular federal system is as efficient as it could be.
Indeed, state and federal governments may find many ways to promote efficiency even in a fairly

decentralized federal system.
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