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General introduction

NATURE OF THE BOOK

In many modern megacities, especially those located in developing coun-
tries, the supply of an adequate urban infrastructure, in the sense of local
public goods and services such as refuse collection, police departments, fire
brigades, medical support and educational systems, among many others, is
a pressing problem. It is precisely in these cities, where the problems emerg-
ing from the interactions among people are more acute, and local public
goods and services are more urgently required. However, many of these
cities suffer from a lack of an adequate urban infrastructure. This problem
may result from a lack of competition among jurisdictions for the provi-
sion of local public goods in those large urban regions.

Therefore, the central purpose of this book is to analyse the optimal allo-
cation of local public goods or services in large urban agglomerations and
the allocation consequences of increasing competition in their provision.
We take two innovative aspects of the concept of ‘functional overlapping
competing jurisdictions’ (FOCJ)1 – ‘de-localized membership’ and ‘uni-
functionality of jurisdictions’ – which seek to increase competition among
jurisdictions for the provision of local public goods.

De-localized membership means that individuals have the opportunity to
choose, independent of their place of residence, the local government (or
local service provider) they wish to patronize for the provision of local
public goods. This should increase competition among jurisdictions, com-
pared to traditional jurisdictions where individuals are obliged to consume
the local public goods offered by the jurisdiction where they live. On the
other hand, uni-functionality means that different local service providers
provide each facility with the various types of local public goods. This
should also help to increase competition, compared to traditional jurisdic-
tions which offer a bundle of such goods to individuals located in their ter-
ritory. This book specifically analyses the effect of these two aspects on
competition among jurisdictions in large urban agglomerations, and the
impact this probable increase in competition may have on the achievement
of the optimal allocation of local public goods.
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URBAN REVOLUTION, CITY SIZE AND THE
IMPORTANCE OF URBAN INFRASTRUCTURE
(LOCAL PUBLIC GOODS AND SERVICES)

In the twentieth century, the entire world experienced an urban revolution.
From 1300 to 1800, the proportion of the global population living in cities
remained relatively stable, at just below 9 per cent (Bairoch, 1985). This
figure rose to approximately 16 per cent by 1900, 30 per cent by 1950, and
47 per cent by 2000, and it is projected to reach 60 per cent by 2030 (ibid.;
United Nations, 2002). Virtually all of the population growth expected at
the world level between 2000 and 2030 will be concentrated in urban areas,
with most of it (approximately 95 per cent) in urban zones of less-developed
regions (ibid.).

Furthermore, the size of these urban agglomerations has increased dra-
matically. During the millennia between the origins of urbanization and the
onset of the Industrial Revolution, hardly a city in the world had a popula-
tion exceeding one million. By 1900, however, the world already had a dozen
suchcities,andaround1980thereweremorethan230,withacollectivepopu-
lation close to or slightly higher than that of the entire world population in
1700 (Bairoch, 1985). In 1975, 4.7 per cent of the world’s population lived
in cities with more than 5 million inhabitants. This figure was 6.5 per cent in
2000, and it is projected to be 8.4 per cent in 2015. Most of these large cities
are located in developing countries. In 2001, just nine of the 40 cities with
5 million inhabitants or more were located in developed countries. By 2015,
the world is expected to have 58 cities with more than 5 million inhabitants,
and only 10 of these will be in the developed world (United Nations, 2002).

There are many reasons for humanity’s ongoing shift from an autarkic
agricultural form of living to an urban one, and a considerable number of
the reasons given in the literature for this concentration of population are
economic in nature. According to Alfred Marshall ([1890] 1920), exter-
nalities are crucial to the formation of economic agglomerations such as
cities. In his well-known Principles of Economics, Marshall describes what
he considers to be the most relevant externalities: mass production, the
formation of a highly specialized labour force, the emergence of new ideas,
the availability of specialized input services and the existence of a modern
infrastructure.2

Throughout history, the availability of urban infrastructure has been one
of the most notable characteristics of cities. The congregation of a large
number of people facilitates the mutual provision of collective services or
local public goods, which could not have been obtained in isolation (Fujita
and Thisse, 2002). Examples include the Roman aqueduct for providing
water to the population, the construction of city walls in medieval Europe
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to protect urban dwellers, the agora in Greek civilization and many of
today’s local public facilities or city services such as refuse collections and
police departments, among others. This is in line with Mills’s (1967) view
that cities develop in the economy because of scale economies in production.

Nevertheless, despite the presence of increasing returns in production
(particularly in the production of local public goods), urban areas are
bounded. They have a limited size, based on the number of urban dwellers.
Therefore, scale economies in production are damped by scale diseconomies
arising in transportation. As also acknowledged by Mills (ibid.), an import-
ant factor in determining a city’s size is the trade-off between increasing
returns and transportation costs. As stated by Fujita and Thisse (2002), in
the absence of scale economies in production, there would be no cities
(backyard capitalism), whereas with no transportation costs, there would
be a single city in the economy (the world megalopolis). In addition to scale
diseconomies in transportation, there are many other problems and nega-
tive externalities involved in large agglomerations, such as pollution and
crime, which discourage a high concentration of population and suggest
the possible existence of an optimal city size.3

The criteria for evaluating the optimal size of a city have varied with time
and place. The dominant feeling across the various disciplines related to
urbanization is that most cities are just too big. Most current urban poli-
cies are implicitly based on this assumption. Megacities are viewed as gigan-
tic and dangerous autonomous organisms, whose growth should be curbed.
In these huge cities, local governments are unable to solve urban problems,
which increase in number and complexity as the population increases. One
of the crucial urban problems faced by local governments is how to ensure
adequate provision of local public goods or, in Marshall’s words, ‘infra-
structure’, such as refuse collection, police departments, fire brigades,
medical support, educational systems, transportation services, water and
sewer services, and in general collective goods aimed at solving problems
linked to the agglomeration of people. This problem is extremely severe in
large urban regions, where the provision of local public goods must be con-
tinuously and rapidly expanded in order to satisfy the growing demand.

As suggested by Marshall, the existence of modern infrastructure is one
of the crucial externalities that explain the formation of economic agglom-
erations in the first place. Nevertheless, in many modern megacities, espe-
cially those located in developing countries,4 the supply of adequate
infrastructure is currently more of a problem needing to be addressed rather
than a motivation for the agglomeration of people. It is possible that when
these cities first arose, the level of urban infrastructure served as an incen-
tive for people to concentrate there. But today, although many of the cities
suffer from a lack of adequate infrastructure, their populations continue to
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increase. For the local governments of these large urban regions, such cities
have become excessively big and unmanageable. Why have local govern-
ments failed to achieve the adequate provision of local public goods in these
large urban regions?

THE PROBLEM OF THE PROVISION OF LOCAL
PUBLIC GOODS FROM THE ECONOMIC
PERSPECTIVE

Before answering the previous question, let us first discuss some important
contributions to the economic literature relating to the problem of the pro-
vision of local public goods, which has been viewed as problematic by many
authors. Paul Samuelson defined public goods as ‘collective consumption
goods . . . which all enjoy in common in the sense that each individual’s
consumption of such a good leads to no subtraction from any other indi-
vidual’s consumption of that good’ (Samuelson, 1954, p. 387). In his well-
known paper ‘The pure theory of public expenditures’, he argues that in
some sense, no ‘market-type’, solution exists to achieve the optimal provi-
sion of public goods.

Charles M. Tiebout was the first to point out that most public goods are
locally supplied. In his classic paper, Tiebout (1956) suggests that in an
economy of local public goods, the optimal allocation can be decentralized
through competition among local governments. Tiebout imagines a system
of jurisdictions in which each government offers its own package of public
goods/tax structures, and these compete with one another for consumers.
By migrating to the jurisdiction that respects their tastes in public
goods/tax schemes, consumers reveal their preferences. Competition
among jurisdictions and ‘voting with the feet’ may lead to the efficient pro-
vision of local public goods. Tiebout did not specify a complete model; it
was left to later authors to suggest different models in which his ‘compet-
ing jurisdictions’ result in the optimal provision of local public goods.

Following these later studies, we can identify the conditions under
which Tiebout’s hypothesis holds. The first crucial condition is the cost-
less mobility of people among jurisdictions. Tiebout’s intuition proved
correct with respect to the relevance of individuals’ mobility among juris-
dictions to the achievement of the optimal provision of local public
goods. The opportunity to change one’s place of residence and move to
another jurisdiction if a particular local government does not fulfil one’s
expectations frees individuals from becoming ‘captured demand’ for their
local governments. This may motivate local governments to provide the
local public goods preferred by individuals at the lowest possible cost in
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order to keep these citizens under their jurisdiction, and thus to provide
the public goods efficiently. Nevertheless, costless mobility of individuals
guarantees only that the achievable utility for identical individuals is
equalized across jurisdictions. It cannot eliminate inefficiencies, which are
common to all local governments.5

A second crucial assumption required for the Tiebout hypothesis to hold
is the existence of a large number of jurisdictions. This assumption, explic-
itly made by Tiebout in his original paper, is crucial in order to ensure com-
petition among jurisdictions and to avoid situations such as the one
described in the example in note 5. If there are a large number of local gov-
ernments (or local service providers), the impact of the actions chosen by
any single local government on the common utility level is negligible, and
thus local governments can be seen as ‘utility takers’ (this would be equiv-
alent to competitive firms that are price takers). It can be shown that if local
governments take the common utility level in the economy as given, the first
best optimum can be sustained as a free-entry equilibrium among local
governments. In the literature, utility-taking local governments are referred
to as ‘perfectly competitive jurisdictions’.

Nevertheless, perfect competition among jurisdictions is extremely
unlikely, since perfect competition requires an infinity of jurisdictions, just
as perfect competition between firms requires an infinity of firms. In an
economy with a finite number of jurisdictions, jurisdictions will not be
‘utility takers’, as noted by Scotchmer (1986). In this case, local govern-
ments may seek to manipulate the utility level of individuals. However,
despite the existence of a limited number of local governments, the equi-
librium allocation will be similar to the optimal one as long as there is free
entry and exit in jurisdiction formation. In this case, the local monopoly
power of the incumbent local governments will be constrained by the threat
of an entrant who can steal their customers. The equilibrium allocation
converges to the optimal one as the optimal jurisdiction size decreases with
respect to the economy.6

Another relevant assumption is the existence of an appropriate number of
people in the economy. In the literature, this assumption is usually referred
to as ‘the integer problem’.7 This assumption may appear very technical;
however, its implications are important for what follows. If N/n* is not an
integer (where N is the total population and n* the optimal number of indi-
viduals in a jurisdiction), this implies that the population cannot be divided
into optimal consumption groups. If N/n* is not an integer and there are a
large number of local governments (implying that they are utility takers),
the utility-taking equilibrium will not exist.8 On the other hand, if the
optimal jurisdiction size is large with respect to the population, implying
that there are only a few jurisdictions which will behave strategically with
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respect to one another, and there is free entry and exit in jurisdiction for-
mation, the fact that N/n* is not an integer matters because the jurisdiction
sizes will be much bigger than the optimal size. However, it will still not pay
to form a new jurisdiction, and thus the utility of the individuals will be
much lower than at the optimal allocation. The equilibrium allocation con-
verges to the optimal level as the optimal jurisdiction size decreases with
respect to the economy.

Up to this point, all of the crucial assumptions that we have analysed in
order for the Tiebout hypothesis to hold are similar to those necessary for
a market of private goods provided by firms with U-shaped average cost
curves which are ‘perfectly contestable’, in the sense used by Baumol
(1982). They are also similar to the necessary conditions for the optimal
allocation of club goods within a system of profit-maximizing clubs.9

Nevertheless, in pointing out the analogy between private goods and
local public goods, Tiebout did not specify the objective function of the
jurisdictions. Much of the debate arising from his work has focused on this
question. The answer to the question of whether the provision of local
public goods by local jurisdictions à la Tiebout will be efficient depends on
the objective pursued by these local governments. Different authors assume
different objectives to be pursued by local governments; for instance, some
presume that jurisdictions will coalesce whenever it is in the interest of all
members of a coalition to do so, that jurisdictions will seek to maximize the
welfare of current residents, or that fiscal policies are decided by vote. Other
authors view local governments as less benevolent to residents, and thus
seeking, for example, to maximize their budgets subject to zero loss con-
straint, in a situation where the salaries of the local administrators depend
on the level of expenditures.10

When the provision of local public goods is cast into the framework of
club theory without regard to geography, each local public good can be
fully financed by the appropriate user charge. The user charges are not only
sufficient to cover the costs involved, but they also yield the appropriate
incentive for optimal decision making regarding the supply of local public
goods, as in the standard private-good case. Hence, in this ‘lack of geogra-
phy’ setting, the optimal allocation of local public goods can be decentral-
ized through a Tiebout system of local jurisdictions whose objective is to
maximize profits. However, local public goods are not supplied by flying
clubs to flying individuals. The services are provided at specific locations,
and the beneficiaries of the services reside at other specific locations. This
follows from the fact that residence requires space, and therefore, individual
customers are spread out geographically. Thus, the provision of local public
goods is associated with specific costs, such as transportation to the facil-
ity supplying the local public good, or a decreasing level of service with
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increasing distance between the public facility and the beneficiaries’ resi-
dential location. When the club theory setting is modified by assigning loca-
tions to local public goods and their patrons, the optimal allocation can no
longer be sustained through user charges alone. At the optimal allocation,
the revenue derived from the user charge falls short of the provision cost,
and the deficit is just equal to the aggregate land rent generated by the
differences in accessibility to the local public goods experienced by users. In
this case, the optimal allocation can be decentralized if local jurisdictions
maximize profits plus land rent (Hochman et al., 1995).

According to several authors, there is a missing agent in Tiebout’s local
public-good setting; namely, a land developer who capitalizes the benefits
of the public good in the land rent. In such an institutional context, com-
petition among land developers may lead to the efficient provision of local
public goods. Indeed, jurisdictions which are identified with land develop-
ers can profit by respecting their residents’ tastes when the provision of
public goods is capitalized into land prices. Thus, if capitalized land values
are included in profits, jurisdictions have an incentive to organize their
affairs efficiently (Fujita and Thisse, 2002).

In summary, if (i) there is costless mobility of people between jurisdic-
tions, (ii) there are a large number of jurisdictions or free entry and exit in
jurisdiction formation, (iii) there are an appropriate number of people in
the economy or the optimal jurisdiction size is small with respect to the
economy and (iv) local governments maximize profits plus land rent, this
decentralized mechanism of competing jurisdictions à la Tiebout will result
in the optimal provision of local public goods.

However, these crucial assumptions of Tiebout’s hypothesis are unlikely
to materialize in reality, especially in countries with large metropolitan
regions. This makes it problematical to achieve the optimal provision of
local public goods by means of Tiebout’s competing jurisdictions.

Let us now return to the initial question of why local governments have
failed to achieve the adequate provision of local public goods in large urban
regions. The reasons for local governments’ failure to achieve this goal vary
from region to region. To gain an idea of the possible problems involved,
let us consider the case of one of these large cities, Santiago de Chile.

SANTIAGO DE CHILE: A CASE OF LACK OF
COMPETITION AMONG JURISDICTIONS FOR THE
PROVISION OF LOCAL PUBLIC GOODS

According to the last census (2002), the metropolitan region of Santiago
had a population of approximately six million, with a growth rate of some
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1.5 per cent per year (INE, 2001).11 The units of government responsible for
the provision of an important part of the local public goods at the local level
are the so-called ‘municipalities’. The municipalities provide various types
of local public goods12 (such as refuse collection services, basic health-care
centres, security systems, schools and so on) and enjoy a territorial monop-
oly within their particular area, which means in general terms that all the
people living there are obliged to pay taxes to their municipality and to use
the services it provides.13 These jurisdictions are relatively independent from
the central government, despite the fact that there is a body of the central
government above them, the Ministry of Housing and Urban Planning
(MINVU), which in some sense plays the role of a metropolitan local gov-
ernment in the provision of local public goods or solutions to urban prob-
lems involving many municipalities (such as metropolitan parks, link roads
and so on).14 As the population of the city of Santiago has increased, so has
that of some municipalities to the point where the central government has
decided to form a new municipality. The creation of a new municipality to
provide the full range of services for a new population group is a very
complex and time-consuming process in contrast to the rapid increase in
urban population, and during this process, the existing municipalities are
unable to satisfy the increasing demand for local public goods.

In the case of Santiago, this local government structure results in a very
low level of competition among local governments for the provision of
local public goods. As explained above, there are two levels of local gov-
ernment, the local jurisdictions (municipalities) and the central govern-
ment body acting as a metropolitan government (MINVU), each of them
faced with varying degrees of intensity with regard to competition among
governmental units for the provision of local public goods.

In the case of the local jurisdictions, a small and finite number of munici-
palities comprise the metropolitan region. It is very difficult for new munici-
palities to emerge. On the one hand, the decision to create a new municipality
is made centrally. At the same time, many of the local public goods provided
by municipalities involve sunk costs, in the sense that many of them are tied
to a location and their use is not easily altered. Furthermore, the fact that a
municipality must provide the full range of services to the new population
means that a very high investment is involved in the formation of a new
municipality, including many types of sunk costs, as previously explained.
All these factors suggest that there are high barriers to entry and exit in
municipality formation, and thus that the number of jurisdictions is rela-
tively fixed in the metropolitan region of Santiago.

On the other hand, competition among existing municipalities is not very
intense, because there is low mobility of individuals among different loca-
tions. High costs are incurred in a move from one place of residence to
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another, such as those involved in the search for new housing. In addition,
individuals incur a variety of sunk costs at their current residences, and
there are many other reasons why individuals are relatively fixed to their
locations. In the case of the MINVU, there is no competition at all, because
it is a central government body.15

All these factors suggest that there is a lack of competition among local
governments in the metropolitan region. On the one hand, competition
among municipalities is restricted by individuals’ mobility costs, the limited
number of jurisdictions and the barriers to entry and exit in municipality
formation. On the other, the MINVU is in effect monopolistic with respect
to the provision of local public goods or the solution of urban problems
involving many municipalities. This lack of competition may serve to
impede the adequate provision of local public goods in the case of large
urban agglomerations such as Santiago.

Several questions emerge from the previous discussion. How can com-
petition among local governments in large urban agglomerations be
increased? And, if it is possible to increase local government competition,
would this gain in competition result in the efficient provision of local
public goods in such agglomerations, or at least in an improvement over the
original situation? At what point will an increase in competition represent
an improvement in public welfare? Who will be the winners and/or losers
of such an increase in competition?

INCREASING COMPETITION AMONG
JURISDICTIONS BY UNI-FUNCTIONALITY AND
DE-LOCALIZATION OF MEMBERSHIP

A new approach has emerged in the literature which seeks to increase com-
petition among jurisdictions by unbundling the activities of a jurisdiction
and opening up each individual activity to competition. In order to gener-
ate competition among these new ‘uni-functional jurisdictions’ effectively,
the proponents of this approach argue in favour of de-localization of mem-
bership. These two factors, the unbundling of activities (uni-functionality)
and de-localized membership, seem to be crucial for increasing competition
among local jurisdictions in large metropolitan areas.

De-localized membership means that individuals have the opportunity
to choose, independent of their place of residence, the local government (or
local service provider) they wish to patronize for the provision of local
public goods. This would lead to additional local competition among
neighbouring jurisdictions, which is absent from Tiebout’s classical juris-
diction concept, as well as from Santiago’s municipalities.16 This is because
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while people may remain relatively fixed to their locations, and thus moving
to another jurisdiction may be very costly, the opportunity to choose the
jurisdiction they want to patronize, independently of where they live,
reduces the jurisdictions’ monopoly power. Nevertheless, because local
public goods are provided at specific locations in space, while the users of
these services reside at other locations, the use of these local public goods
will involve specific costs (such as transportation costs to the facility sup-
plying the local public good, or decreasing levels of service as the distance
between the public facility and the users’ residence increases), and thus we
should expect that jurisdictions will still enjoy some kind of local mono-
poly power over the people living nearby.

At the same time, the unbundling of activities is also important for
increasing competition, because if each facility of the various types of local
public goods is provided by different local service providers, free entry and
exit in at least some types will be more likely than in the case of a complex
multi-purpose jurisdiction supplying many types of local public goods, as
seen in Tiebout’s classical jurisdiction concept as well as Santiago’s munici-
palities. Furthermore, uni-functionality would also reduce the severity of
the integer problem, at least for the provision of some local public goods,
namely those whose optimal consumption group is small in comparison
with the region’s total population.

The idea of introducing these two elements in order to increase compe-
tition among local governments and thus achieve the optimal provision of
local public goods was first presented by Frey and Eichenberger (1995,
1996a, 1997, 1999), who introduced the FOCJ concept.17

This concept proposes a new kind of political unit aimed at solving spe-
cific local problems, such as the provision of local public goods or ser-
vices. Briefly, FOCJ are democratic governmental units which provide
only one local public good to a group of people (uni-functionality), who
freely choose to join this FOCJ, independently of the place of residence
(de-localized membership), in order to obtain the benefits of the local
public good, and who pay a fee (or tax) directly to the FOCJ for their use
of it.

FOCJ are ‘functional’, because they specialize in one function and their
size (in number of users) is determined endogenously, in the sense that the
size is not established previously, but has to match its tasks in order to
exploit economies of scale, reduce the possible spillovers and adapt the
supply to citizen demand. Accordingly, they differ from the traditional
jurisdictions, which provide all local public goods in a predefined territory,
where the extension of the jurisdiction is a given and people who live at a
specific location have to patronize the local public goods provided by the
specific jurisdiction responsible for that territory.
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Because each FOCJ provides a different kind of local public good, with
different cost functions and preference levels, the optimal FOCJ size in
terms of members will vary among different local public goods, and thus
the FOCJ will overlap. Accordingly, FOCJ that perform different tasks
overlap and a citizen is, therefore, a member of several jurisdictions.

FOCJ are subject to two competition mechanisms, forcing them to cater
for the preferences of their members: the option for citizens to exit FOCJ
(without changing their place of residence)18 establishes competition
similar to markets, and in addition their voting rights establish political
competition.

FOCJ are formal political units with power to regulate and to tax, and are
thus called ‘jurisdictions’. These governmental units are financially inde-
pendent from the central government. Consequently, the prices they charge
to users must at least equal the costs of providing the local public good.

It is argued that the increase in competition for the provision of local
public goods implied by the creation of FOCJ, should lead to the optimal
provision of these kinds of local public goods, or at least should represent
an improvement over the classical concept of jurisdiction19 in the achieve-
ment of this goal.

This concept has been discussed extensively to date, relying on verbal
economic reasoning. While it appears to offer several advantages, many
open questions remain regarding this new concept of jurisdiction:

● How many different types of FOCJ should exist? What is their
optimal size, and what are the determinants of this?

● Does competition between FOCJ lead to an optimum? In particular,
will the equilibrium location of their local public goods be efficient?
How should exit and entry be regulated? (What about the possibil-
ities of excessive or insufficient entry?) How would price policies be
determined? How can they be optimized?

● Do FOCJ really overlap, and is this overlapping efficient? Are there
areas of interdependence among different types of FOCJ, such as
complementarities? What implications does this have? (Possible
monopolization?) Are FOCJ ‘better’ in comparison with the classi-
cal all-purpose jurisdictions (Tiebout’s jurisdictions)?20

● Is some degree of coordination between FOCJ necessary? Can coop-
eration between FOCJ solve the allocation problems that emerge in
competition? Under what circumstances? What degree of cooper-
ation between FOCJ is adequate? (Partial or full cooperation?) How
should cooperation between FOCJ be regulated? Would cooperation
between FOCJ lead to the formation of a cartel of local service
providers? (Possible collusion?)
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SCOPE AND PLAN OF THE BOOK

This book analyses the optimal allocation of local public goods in a spatial
context21 and the allocation consequences of increasing competition in a
decentralized provision of them. We take two innovative aspects from the
FOCJ concept – de-localized membership and uni-functionality of juris-
dictions – and examine the effects of these two specific aspects on compe-
tition among jurisdictions in large urban agglomerations, and the impact
that this probable increase in competition is likely to have on the achieve-
ment of the optimal allocation of local public goods.

We concentrate on local public goods with high fixed costs, where it pays
for groups to consume collectively (since the average cost decreases with the
group size), and it is also possible to exclude others from consumption of
the group’s own units of the good (for example, refuse collection, medical
services, public transport, school systems, water and sewer services and
so on).22

Although the FOCJ concept has many interesting dimensions as
explained above, it is not the intention of this book to analyse fully all the
aspects involved in it. However, the analysis presented here serves as a
benchmark in order to study these two features. Thus we shall address
the earlier questions with regard to this new concept of jurisdiction,
with the proviso that when we refer to FOCJ we are referring only to our
interpretation of the concept relative to the aspects of it that are under
consideration.

This work differs from that of Frey and Eichenberger (whose compre-
hensive treatment can be found in Frey and Eichenberger, 1999) and pro-
vides additional insight, in that they analyse the multi-dimensional concept
of FOCJ, relying on verbal economic reasoning, while the present book
focuses fundamentally on only two aspects, namely de-localized member-
ship and uni-functionality of jurisdictions, and conducts a formal analysis
of them. This analysis helps to clarify the forces that are involved and to
understand the benefits and problems that the concept may generate
regarding the provision of local public goods.

The term ‘local service providers’ rather than ‘local governments’ is
used in the analysis for the decentralized provision of the local public
goods. This is to underline that there is no political process involved in the
analysis and that the only objective of the local service providers in this
setting is to maximize profits. This is the main difference with the concept
of FOCJ, where voting is involved and several objectives may be pursued.
However, the analysis in this book is valid even for political competition
to the extent that running public services is a source of tax income for any
politician.23
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The intention of the analysis is not to discourage or to support such a
decentralized provision of local public goods as a FOCJ system, but to dis-
cover the advantages and possible problems that such a system may have in
order to encourage its positive aspects and to solve any problems that may
arise.

The book is structured in three chapters. In what follows, the central
point of each chapter will be explained and the developed framework will
be used to provide some answers to the open questions posed above regard-
ing this new concept of jurisdiction, namely FOCJ.

CHAPTER 1: MAXIMUM LOT-SIZE REGULATION

In Chapter 1, we discuss the sample case of policies currently being imple-
mented in the metropolitan region of Santiago, which are aimed at solving
problems caused by the inefficient provision of local public goods in the
region. This example provided the motivation for analysing the problem of
the provision of local public goods in large urban agglomerations such as
Santiago.

In the case of Santiago, it is argued that the costs for some urban infra-
structure (local public goods such as police and fire departments, schools,
medical services, transportation systems and so on), which increase with
the extension of the city and are borne by the government, are not taken
into account by people when they choose their location in the city and the
amount of land to occupy, since these individuals assume that a minimum
provision of infrastructure already exists at any location. Thus, the
outcome is that people use more land, and the city area extends further than
would be the case if such costs were taken into account. This situation
accordingly results in diminished welfare.

In an effort to correct this inefficiency, a number of policies are cur-
rently being implemented in Santiago which aim to reduce the city’s
expansion by penalizing the use of large amounts of urban land (through,
for instance, a tax on vacant land) or by providing incentives for the occu-
pation of less space (as with a reduction of property taxes on smaller
houses). In general, these policies seek to restrict the space occupied by
individuals in the city in order to limit the city’s expansion and there-
fore the government’s infrastructure costs. Nevertheless, the real problem
in this case seems to be the lack of adequate incentives for individuals
and local governments to achieve the optimal provision of local public
goods.
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CHAPTER 2: COMPETING JURISDICTIONS FOR THE
PROVISION OF LOCAL PUBLIC GOODS

Chapter 2 corresponds to the central part of the book. A framework is devel-
oped to analyse the question about the optimal provision of local public
goods in large metropolitan regions. We examine the effects of de-localized
membership and uni-functionality of jurisdictions on competition among
jurisdictions in large urban agglomerations and the impact that this proba-
ble increase in competition may have on the achievement of the optimal pro-
vision of local public goods.

Using this framework, some answers can be given to the open questions
regarding this new concept of jurisdiction, namely FOCJ.24

How many different types of FOCJ should exist? What is their optimal size,
and what are the determinants of this?

An important factor in determining the optimal number of FOCJ in a
region and their optimal sizes in terms of users is the existing trade-off
between fixed and transportation costs, a classical aspect of location models.

For example, taking the case of educational systems within this frame-
work, we should have fewer universities than schools at the optimum allo-
cation in a region, if we assume that the levels of investment for the former
are higher than those required for schools. On the other hand, local public
goods characterized by high infrastructure costs (such as universities) will
have a higher user population at the optimal allocation than local public
goods requiring lower infrastructure costs. Furthermore, higher trans-
portation costs mean that at the optimum there will be more facilities pro-
viding each local public good, because the price of infrastructure relative
to transportation will be lower in this case.

Does competition between FOCJ lead to an optimum? In particular, will the
equilibrium location of their local public goods be efficient? How should exit
and entry be regulated? (What about the possibilities of excessive or
insufficient entry?) How would price policies be determined? How can they be
optimized?

With regard to these questions, we find that the effect of competition
between FOCJ on efficiency will crucially depend on the technology type
of the local public good provided, the price policy implemented and the
level of competition among regions.

In the case of local public goods characterized by ‘no location sunk cost
technology’,25 their equilibrium locations will be unique and efficient, in the
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sense that they minimize total transport costs for individuals, if the FOCJ
that provide them can charge discriminatory prices. However, if they had
to charge mill prices (that is, at the point where the service is produced, the
price is the same for everybody), the equilibrium locations could be
inefficient. In the case of ‘location sunk cost technology’,26 the efficient
locations are also an equilibrium when price discrimination is possible, but
in addition to this, we have other possible location equilibria. So in this
case, we have a multiplicity of equilibria, and we can also have location
equilibria that are inefficient.

If there is intense competition from other regions,27 competition between
FOCJ inside the region will lead to an optimum in the case of local public
goods characterized by no location sunk costs in their provision, in terms
of the optimal number and location of local public goods, if price dis-
crimination is possible. Nevertheless, in the case of local public goods that
imply location sunk costs in their provision, intense competition from other
regions may lead to insufficient entry of FOCJ for the provision of these
local public goods, and thus to inefficient allocation of these types of local
public goods by FOCJ. This implies that intense competition from other
regions will not always bring about efficient allocation under FOCJ. The
effect of this competition on efficiency will depend on the type of technol-
ogy of the local public good provided.

However, if competition from other regions is very weak,28 competition
will lead to excessive entry of FOCJ and correspondingly to excess capacity
in the region, in the case of local public goods characterized by no location
sunk costs in their provision.29 In the case of local public goods with loca-
tion sunk costs in their provision, very weak competition from other
regions may cause either excessive or insufficient entry. The precise nature
of the equilibrium pattern of FOCJ in this case, and the possible resulting
inefficiency, will depend on the history of the particular region.

We also find that FOCJ offering local public goods will choose, at equi-
librium, to charge discriminatory prices based on location, in favour of the
more distant locations. As argued above, the achievement of an efficient
allocation of local public goods by FOCJ necessarily requires spatial price
discrimination.30 Mill pricing will typically increase the inefficiencies iden-
tified under discriminatory pricing (at least for the case of no location sunk
cost technologies) and in general, the opportunity to charge discriminatory
prices with respect to location increases competition and improves welfare
in a spatial context.

Do FOCJ really overlap, and is this overlapping efficient? Are there areas of
interdependence between different types of FOCJ, such as complementarities?
What implications does this have? (Possible monopolization?) Are FOCJ
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‘better’ in comparison with the classical all-purpose jurisdictions (Tiebout’s
jurisdictions)?

In the case of Tiebout’s jurisdictions, which provide all types of local public
goods (as with the case of Santiago’s municipalities), overlapping of juris-
dictions31 is not possible, because each one has a territorial monopoly over
a particular region, meaning that all the people living there must pay taxes
to that jurisdiction and use the services it provides. An important element of
the idea of FOCJ is the possibility that these jurisdictions may overlap, in the
sense that many different local service providers may extend over the same
geographical area, thus potentially increasing competition and utility for the
individuals living there. It is reasonable to expect that the incorporation of
de-localized membership in addition to uni-functionality of jurisdictions in
the case of FOCJ may imply the overlapping of jurisdictions. However, in
the case of FOCJ offering homogeneous local public goods,32 optimality
requires no overlapping, and at equilibrium they will never overlap.

The possibility of overlapping and the idea of unbundling the services pro-
vided by local service providers is related to the existence of different types
of local public goods which are not perfect substitutes for one another. For
example, in the case of schools, if these are identical in all aspects, at equi-
librium individuals will simply choose the nearest school. This implies that
FOCJ providing identical schools will never overlap. This will also repre-
sent the optimal distribution of individuals, since if everyone patronizes the
nearest school, total transport costs will be minimized. However, if schools
can be differentiated, for example in the second language that they teach,
with some offering English and others French, they will no longer be
perfect substitutes for each other. Some people may prefer English and
others French, and in this case, these particular FOCJ may overlap. If local
public goods are not substitutes at all, but rather perfect complements – as,
for example, schools and universities – their particular FOCJ will always
overlap.

Thus, in order to analyse the question of overlapping service areas and
the idea of unbundling the services provided by local service providers, we
consider a setting containing different types of local public goods. In such
a setting, if competition among regions is very weak, the opportunity to
unbundle activities may increase competition and the aggregate utility for
individuals in a region. Nevertheless, this will only be possible if there is
competition for all types of local public goods. If there is a monopoly local
government for at least one type, and we assume that local public goods are
perfect complements between types, all the gains from increased competi-
tion in the other types of local public goods will be redistributed to the
monopoly local service provider.
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It is important to make clear that this result should not be interpreted as
a rejection of the concept of FOCJ in the sense that it can be understood
as a statement about FOCJ being never beneficial to the individuals or that
the assumptions for them to increase the utility of individuals are too unre-
alistic or too tough to be satisfied. Actually, we could expect that, within
our model, FOCJ increase the utility of the individuals with respect to all-
purpose jurisdictions. This is because the assumption of competition in all
local public-good types is not necessarily so unrealistic. We could expect to
have some degree of competition always, if the market areas are not too big
(de-localized membership allows that) and because local public goods are
likely to have some degree of substitution between types. In addition, in the
case of all-purpose jurisdictions, low mobility among individuals leads to
less intense competition among jurisdictions. In such a situation, the addi-
tion of de-localized membership under FOCJ introduces a new source of
local competition into the system, which is absent in all-purpose jurisdic-
tions, and guarantees a minimum utility level for individuals, which is
higher than in all-purpose jurisdictions.

Furthermore, the fact that the competitive pressures may be increased
with FOCJ, could imply that the utility of the individuals increases.
However, this is not always so. Actually and as explained above, in the case
of homogeneous local public goods, we could get insufficient entry (by fixed
technology) under a decentralized provision like the one under FOCJ,
which will imply a lower utility for the individuals than that at the optimal
allocation. In this case we should be ready to take measures to increase
entry and so enhance the utility of individuals. On the other hand, an
increase in the competitive pressures does not necessarily mean that this
will increase welfare,33 and this is an important variable to look at when we
evaluate the benefits of alternatives for the provision of local public goods.

The point of the result discussed here, and of the main results of the
analysis, is to shed some light on which aspects we should be aware of in
order to achieve gains with a decentralized provision of local public goods
such as a FOCJ system, in terms of utility for the individuals in this par-
ticular case, or more generally in terms of welfare in the case of other
important results of the book (such as that of the necessity of price dis-
crimination for efficiency).

CHAPTER 3: COOPERATION BETWEEN
COMPETING JURISDICTIONS

In Chapter 3, we address the question about the possible benefits and prob-
lems resulting from cooperation between FOCJ. One alleged problem of
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this system of uni-functional competing jurisdictions concerns coordin-
ation among the large number of FOCJ. Many critics of FOCJ argue that
some coordination should exist among them. However, as argued by the
proponents of this system, although such coordination often makes sense,
and it is possible if required, it is not good in itself, but it can be used to
maintain a cartel in which to evade, or even exploit, the desires of the popu-
lation (Frey and Eichenberger, 1995; Frey, 1997).

Accordingly, we use the framework of Chapter 2 to analyse the equilib-
rium allocation of a system of FOCJ characterized by cooperation, in
order to compare this equilibrium allocation with that achieved through
competition and with the optimal allocation. Using this framework, we can
provide some answers to the open questions mentioned above regarding the
possibility of cooperation with respect to our interpretation of this new
concept of jurisdiction.

Is some degree of coordination between FOCJ necessary? Can cooperation
between FOCJ solve the allocation problems that emerge in competition?
Under what circumstances? What degree of cooperation between FOCJ is
adequate? (Partial or full cooperation?) How should cooperation between
FOCJ be regulated? Would cooperation between FOCJ lead to the formation
of a cartel of local service providers? (Possible collusion?)

As we explain in Chapter 2, the absence of coordination between FOCJ
may fail to achieve an optimal allocation of local public goods under some
circumstances.34 Accordingly, some level of coordination could be neces-
sary. However, we find that the possibility that cooperation between FOCJ
may solve the allocation problems that emerge in competition will crucially
depend on the degree of cooperation and the relevant geographical struc-
ture for the analysis.35

Under partial cooperation (that is, the non-cooperative choice of loca-
tions followed by cooperative pricing), the equilibrium locations of the
local public goods provided by two FOCJ would be inefficient if we con-
sider an asymmetrical geographical structure as in the Hotelling (1929)
setting.36 This holds for both price regimes: mill and discriminatory prices.
Under such a geographical structure, discriminatory prices with respect to
locations can help solve this problem and achieve the optimal location
choices at equilibrium, but only if competition is guaranteed and partial
cooperation is ruled out.37 Accordingly, partial cooperation leads to addi-
tional efficiency problems with respect to competition in this context.

However, as Chapter 3 explains, the inefficient location choices crucially
depend on the asymmetrical geographical structure of the Hotelling
setting. If we consider instead a symmetrical geographical structure, as in
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the Salop (1979) setting, we would find that competition and partial coop-
eration lead to the same location choices at equilibrium under both mill and
discriminatory pricing, which are the optimal locations.

In general, under the assumption of a symmetrical geographical struc-
ture, efficient equilibrium location choices will always be obtained for local
public goods provided by FOCJ. The problem of inefficient equilibrium
location choices arises when there is some ‘hinterland’ to be captured and
FOCJ have to charge mill prices. In this case, competition and partial coop-
eration both lead to inefficient location choices, as explained above.
Accordingly, we should analyse whether a higher degree of cooperation
may lead to the optimal allocation of local public goods in this case.
Consequently, in the last part of Chapter 3, we analyse whether full coop-
eration (that is, the cooperative choice of locations and prices) can achieve
this goal.

Normally, we would expect that full cooperation would be equivalent to
a monopoly situation, and under both symmetrical and asymmetrical geo-
graphical structures, and under both price regimes, a monopoly local gov-
ernment would choose the optimal locations for its local public goods in
order to maximize its profits, and thus it would be efficient in this sense.38

Accordingly, in our setting, this would imply that full cooperation by
FOCJ under an asymmetrical geography and mill pricing should lead to
efficient location choices for their local public goods at equilibrium, and in
this sense it would imply increased efficiency when compared with compe-
tition or with partial cooperation. Nevertheless, and as we show in
Chapter 3, full cooperation is not completely equivalent to a monopoly
local government, as explained above. Under mill pricing, full cooperation
can lead to inefficient location choices in an asymmetrical space, as would
competition and partial cooperation under mill pricing in such a setting.

Under full cooperation, local service providers remain independent units,
and thus, once the locations of their local public goods are chosen in a coop-
erative manner (assuming that these are difficult to change once chosen),39

they may still deviate in prices, because these can easily be changed.
If the penalty for deviating from the cooperation price agreement is very

low, as reflected in a relatively low value of the discount parameter, full
cooperation with optimal pricing will not be sustainable at all locations,
and it may not be sustainable at the efficient locations. Thus, in order to
choose the location pair that maximizes their cooperative profits, FOCJ will
have to look for a location pair that will result in the highest possible sus-
tainable cooperative profits, given such a low discount parameter. In the case
of relatively low discount parameters, sustainable cooperative profits will
be maximized at locations that are farther away than the efficient ones, and
for low enough values of the discount parameter, maximum differentiation
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from full cooperation will be obtained at equlibrium, as with competition.
So, for a low discount parameter, competition, partial cooperation and full
cooperation between FOCJ will lead to inefficient location choices for local
public goods under mill pricing within an asymmetrical space, which will
be equivalent in terms of welfare (total transport costs will be identical in
all three cases).

NOTES

1. FOCJ is a concept that proposes a new kind of political unit aimed at solving specific
local problems, such as the provision of local public goods or services and was developed
by Frey and Eichenberger (1995, 1996a, 1997, 1999).

2. Most of the factors currently used in the field of economics to explain economic agglom-
erations can be found in the work of von Thünen ([1826] 1966) and Fujita and Thisse
(2002). See Fujita (2000) for more details.

3. The problem of city size is not new. In fact, both Plato and Aristotle addressed it with
regard to Greek civilization. Aristotle insisted upon the existence of a minimum and par-
ticularly a maximum size – a limit that should never be surpassed. Plato was more
explicit, stating that the ideal republic would have 5040 citizens. If one interprets ‘citi-
zens’ as being equivalent to heads of household, this implies a population on the order
of twenty thousand people. Aristotle stressed the problems of security in overly large
cities. But for both, by far the most important criterion for determining the proper size
of cities was political in nature, and intimately linked with the problem of communica-
tion. The city must remain sufficiently small to permit the holding of public meetings
with all citizens present (Bairoch, 1985).

4. As stated above, most of these large cities are located in developing countries.
5. For example, suppose that for some reason there were only two local governments (or

local service providers), each providing only one local public good, such as a school,
which is limited in capacity. Let us also assume that there is a large population, which
would like to attend one of these schools; that is, a population that by far exceeds the
capacity of both schools. In this case, despite the mobility of the individuals involved,
both local service providers would be able to charge extremely high taxes to the popula-
tion and provide them with low-quality services, because competition between individu-
als for the service provided by the local service providers is very high. Thus, the two local
service providers would not really compete with each other. In this case, they would act
as two monopolists. The fact that people can move freely between schools, or decide not
to attend any school, only means that at equilibrium individuals will obtain the same
utility. But this utility will be much lower than that which could be achieved at the
optimal allocation, if local service providers were providing an appropriate number of
schools for the population.

6. See Scotchmer (1985) for a derivation of this result in the case of club goods.
7. See ibid. for a discussion about this assumption in the case of club goods.
8. This is shown in ibid.
9. See Berglas (1976b) and Scotchmer and Wooders (1987).

10. See Wagner and Weber (1975).
11. INE: Instituto Nacional de Estadísticas (National Statistics Institute), Santiago de Chile.
12. ‘Provide’ does not necessarily mean that the service is directly supplied to the individu-

als by public enterprises. In many cases, these services are financed by the municipality
but supplied to the individuals by private firms.

13. This is a very simplified way of describing how this system works, which we have given
in order to concentrate on the aspects of it that are relevant for our study.
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14. There are other bodies of the central government that act at a city level, but the MINVU
is one the most important ones.

15. Note that the possible creation of a truly metropolitan government, which is being
widely discussed in Santiago, does not guarantee that competition at this level will
increase. As we shall explain below, a metropolitan government for Santiago would face
almost no competition from other metropolitan regions. On the one hand, the country
has few if any other large cities, which offer similar living conditions to the population,
and thus individuals are relatively ‘locked’ into their metropolitan region. On the other,
individuals’ decisions to live in one city or another seem to be determined mainly by the
location of their employment. The supply of local public goods is a less important vari-
able in their location choice. This implies that in metropolitan regions, the location of
people is not very sensitive to changes in the provision of local public goods, above some
minimum level, and thus we can consider people to be relatively fixed to their locations.
Furthermore, the barriers to entry and exit in municipality formation, as discussed
above, would be substantially increased in the case of metropolitan regions. The com-
plexity involved in the formation of a new metropolitan region is well known, and it is
also well known that once such a region is formed, there is a kind of ‘snowball effect’ in
which a growing number of agents seek to congregate in order to benefit from a greater
diversity of activities and a higher level of specialization (Fujita and Thisse, 2002). All
these arguments suggest that competition among metropolitan regions for the provision
of local public goods or solutions to urban problems that involve many municipalities
would be virtually non-existent.

16. In Tiebout’s local public goods model, individuals are mobile in the sense that they can
choose a jurisdiction or location to occupy, but once they have settled there, their level
of access to public goods is irrelevant. Individuals cannot use the public goods of a
neighbouring locality even if those public goods are physically closer to them. In the case
of Santiago, the municipalities exercise a territorial monopoly over their particular
areas, meaning that all their inhabitants must pay taxes to them and use the services that
they provide. In this sense they are similar to Tiebout’s jurisdictions. Providing individu-
als with the opportunity to choose the local service provider they wish to patronize for
the provision of local public goods, independent of the location of their residence, brings
a new, competing force into the system.

17. Although the singular of FOCJ is FOCUS, in the text FOCJ will be used for both the
singular and plural forms.

18. Note that this source of competition is possible, because of de-localized membership.
Furthermore, uni-functionality is also relevant for increasing competition, as explained
above.

19. The ‘traditional’ or ‘classical’ jurisdictions, comprise the Tiebout concept of jurisdiction,
which was explained above. The Santiago municipalities are similar to this concept of
jurisdiction, as stated earlier.

20. The Tiebout concept of jurisdiction encompasses ‘traditional’, ‘classical’ or ‘classical
all-purpose’ jurisdictions. The Santiago municipalities are similar to this concept, as
explained above.

21. By ‘spatial context’ we mean basically considering transport costs.
22. These are also the types of local public goods on which Frey and Eichenberger (1995,

1996a, 1997, 1999) mainly concentrate in their analysis.
23. It would be interesting to analyse political inefficiencies and self-interested behaviour of

politicians and whether the incentives of politicians are different in FOCJ (in the broad
sense of the concept) compared with the all-purpose jurisdictions for reasons other than
competition. However, this is beyond the remit of the present analysis.

24. Note, ‘FOCJ’ refers to the interpretation of the concept relative to the aspects consid-
ered in this book.

25. ‘No location sunk cost technology’ refers to the local service provider’s ability to reallo-
cate its local public good without incurring any additional costs; that is, there are no sunk
costs in its chosen location and corresponding market segment. This is the case, for
example, with the technology used in collective transportation services such as buses and
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taxis, where there may be high fixed costs represented by the buses and taxis serving a
particular area, but these can easily be reallocated to another area if necessary, at almost
no cost. Thus, if competition in a region is too intense, the local service provider offering
the transportation service can easily (in terms of cost) reallocate its vehicles to another
region where it can achieve higher profits. Another example of local public goods with
no location sunk cost technology is refuse collection services.

26. ‘Location sunk cost technology’ refers to the local service provider’s inability to change
its chosen location and corresponding market segment once it has been selected. Local
public goods that are located in space are typical examples of sunk cost technologies, for
example, schools and health-care centres. Once they are located at a point in space,
it would be very costly to change their location. Their fixed costs are location specific.

27. ‘Very intense competition from other regions’ means that there is costless mobility of
people among regions, and a large number of regions exist, or there is free entry and
exit in the formation of regions, and this will be reflected in that the achievable utility
in alternative regions will be the highest possible within the economy in question (that
is, the utility obtained when the local public goods are provided efficiently, at the
optimal allocation).

28. ‘Very weak competition from other regions’ means that there are high costs involved in
changing one’s place of residence, or the number of competing regions is low and there
are entry and exit barriers to the formation of new jurisdictions, and this will be reflected
in a very low utility level achievable in alternative regions.

29. One example of excessive entry when the technology of the local public good is charac-
terized by no location sunk costs is the case of the collective transportation services in
the metropolitan region of Santiago, particularly the micros (buses). The micros are pro-
vided by independent small firms (each having a very small number of micros, many with
only one) which compete with one another for customers. The result of their competi-
tion is an excess capacity of micros in the region, as evident in the extremely low average
passenger rate for each bus.

30. This is also true in Tiebout’s setting. Actually, charging taxes (or prices) according to
land rent values to achieve optimality in Tiebout’s setting is a form of spatial price dis-
crimination.

31. ‘Overlapping of jurisdictions’ means that more than one is active in the same geograph-
ical area.

32. ‘Homogeneous local public goods’ are local public goods that are identical in all aspects,
except for their location in space. In a spaceless framework, these local public goods
would be perfect substitutes.

33. The increase in competition may imply excessive entry and be inefficient in this sense, as
explained above.

34. Competition among FOCJ may lead to inefficiencies such as inefficient location choices
for local public goods when charging mill prices or excessive or insufficient entry of local
service providers, with a correspondingly reduced level of welfare.

35. We analysed only the case of cooperation among FOCJ that provide homogeneous local
public goods.

36. In this case, minimum differentiation (that is, both facilities located at the centre of the
region at L/2, where space in the region is described by the interval X = ([0, L]) is the only
equilibrium. Given that the efficient locations are those that minimize total transport
costs (in this case at L/4 and 3L/4), this equilibrium is inefficient.

37. As we explain in Chapter 2, under competition, the use of discriminatory pricing leads
to the optimal location choices of two competing local service providers in an asym-
metrical geographical structure.

38. Actually, Friedman and Thisse (1993) argue that, in a Hotelling model with quadratic
transportation costs, the equilibrium locations under mill pricing and full cooperation
with equal profits are the same as the efficient locations.

39. Here we are assuming fixed technology for the local public goods.
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