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The Economics of Federalism
Bruce H. Kobayashi & Larry E. Ribstein
January 6, 2006
Abstract

This is the introductory essay for the Economics of Federalism, a book edited by
the authors and forthcoming in Edward Elgar Publishing’s ECONOMIC APPROACHES
TO LAW series. This essay discusses the major issues and theories concerning federal
political systems, which we define as systems that have a hierarchy of at least two distinct
“state” and “central” levels, each with a well-defined scope of authority. The essay
discusses two branches the economics literature. The first branch, on competitive
federalism, stems from Tiebout’s 1956 article. It focuses on the horizontal structure of
federalism and examines jurisdictional competition between state governments for
mobile individuals and resources. The second branch of the literature, on fiscal
federalism, examines the vertical structure of federalism, or the division of public
services and taxing power between the central and state governments. The essay also
examines applications of the economic analysis of federalism to specific areas of the law,
including corporate law, antitrust law, environmental law, choice of law rules, contractual
choice of law, and public choice theory.



|. THE TIEBOUT THEORY

Il. OTHER BENEFITS OF FEDERALISM.
A.EXITRIGHTS AND VOICE
B. THE PROMOTION OF ECONOMIC GROWTH AND DEVELOPMENT
C. FEDERALISM, INNOVATION, AND INFORMATION

D. THE OPTIMAL SCALE OF GOVERNMENT

lll. PROBLEMS OF FEDERALISM.
A. SPILLOVERS
B. DISTRIBUTION ISSUES
C. CONSTRAINTS ON MOBILITY

D. USING GRANTS TO SOLVE PROBLEMS OF FISCAL FEDERALISM.

lll. THE SIZE, SHAPE AND EXISTENCE OF FEDERAL SYSTEMS

IV. CONSTRAINTS ON THE FEDERAL GOVERNMENT

V. SUPPLY SIDE CONSIDERATIONS

VI. EFFECT OF FEDERALISM ON POLITICAL STRUCTURE

VIl. COORDINATION AMONG SUBORDINATE STATES

VIIl. FEDERALISM AND INDIVIDUAL RIGHTS

IX. LEGAL CONSTRAINTS ON FEDERALISM

X. SPECIFIC APPLICATIONS
A. CORPORATE LAW
B. ANTI-TRUST AND REGULATION

C. ENVIRONMENTAL LAW

10

11

11
11
12

12



D. PROPERTY AND TRUST LAW 13

E. WELFARE REFORM 13
F. TAKINGS 13
G. MARRIAGE AND OTHER SOCIAL POLICY ISSUES 13
H. LAW AND DEVELOPMENT 14
XI. CONCLUSION 14

Federal political systems have a hierarchy of at least two distinct levels, referred
to here as “state” and “central,” each with a well-defined scope of authority so that each
level is autonomous within its scope (Riker 1964). Federal structures are used in many
countries (Riker 1964). The primary economic question is how to allocate government
functions and means of carrying out these functions among governments at different
levels of the hierarchy. One main branch of the economic literature, the literature on
competitive federalism, focuses on the horizontal structure of federalism. These articles
examine jurisdictional competition between state governments for mobile individuals and
resources (Tiebout 1956). A second main branch of the literature is that on fiscal
federalism literature (Oates 1972; Breton 1988). These papers examine how the
provision of public services and taxing power should be divided between the central and
state governments — that is, federalism’s vertical structure. The central government
should use fiscal policy to correct spillovers and other distortions that result from
uncoordinated state policymaking. Any study of federalism ideally should cover both the
horizontal and vertical structures of government (Keen & Kotsogiannis 2002). But
because this may not be practicable, analysts often have focused on one or the other.

I. THE TIEBOUT THEORY

The economic theory of federalism began with a study of taxes and provision of
public goods. The modern literature on the economics of federalism is often traced back
to Tiebout’s (1956) article on state public expenditures. Tiebout argued that Samuelson’s
(1954) hypothesis that governments would under-produce public goods did not
necessarily apply to the provision of public goods by competing state governments.
Tiebout, in effect, viewed these governments as markets in which individuals, like
consumers, choose the jurisdictions that best satisfy their preferences for public goods
and taxes. Under this view, public goods would be efficiently allocated when (1) people
and resources are mobile, (2) the number of jurisdictions is large, (3) jurisdictions are free
to select any set of laws they desire, and (4) there are no spillovers (Oates, 1972).

Numerous articles have tested empirically the assumptions and hypotheses the
Tiebout model generates. Early tests of the hypothesis postulated that housing prices
would correlate negatively with local government tax rates and positively with local
government spending levels. Oates (1969) found that housing prices negatively related to
the effective tax rate and positively with public school expenditures per pupil. However,
critics noted that no such relationship should exist in full Tiebout equilibrium, when taxes
equal the price of efficiently provided local government services (Hamilton 1976). Thus,
the rejection of the null hypothesis of no relationship between housing prices and fiscal
variables indicated that such a Tiebout equilibrium did not exist. Epple et al. (1978)



showed that correlations between housing prices and local government fiscal variables
cannot test a more refined hypothesis based on the Tiebout theory.

A second set of papers testing the Tiebout theory used sub-county data to examine
whether lower mobility costs were associated with greater Tiebout sorting. Gramlich &
Rubinfeld (1982) estimated public spending demand functions and found that variance in
local spending demand within communities was significantly lower than the statewide
variance. This finding is consistent with Tiebout sorting of individuals with similar
demands for public spending. Gramlich & Rubinfeld also found that estimated
preferences for median voters in urban areas were consistent with actual levels of local
government services provided. However, the results were weaker in rural areas, where
mobility costs are higher. These results are consistent with local jurisdictions providing
the desired level of services in the presence of low mobility costs. On the other hand,
Rhode & Strumpf (2003) found that decreased mobility costs over time were not
associated with increases in intercommunity heterogeneity in local taxation and service
levels, which is inconsistent with Tiebout sorting. This suggests that forces reducing
cross-community heterogeneity overwhelmed Tiebout forces over time.

Il. OTHER BENEFITS OF FEDERALISM.

The literature on the economics of federalism since Tiebout has articulated
several benefits of federal systems in addition to the sorting and matching theorized by
Tiebout. While many these benefits are supported by exit rights and mobility, some are
not dependent upon such mobility (Oates, 1972; 1999).

A. EXIT RIGHTS AND VOICE

By letting a voter supplement his “voice” with an option to “exit” the jurisdiction,
exit rights under federalism can powerfully check state governments’ powers to tax and
regulate (Epstein 1992). Exit rights effectively bring market forces to bear on political
structures. While the literature on competitive federalism largely has focused on exit
rights, some have pointed out that there is an optimal balance of exit and voice. These
tradeoffs can be complex, as ease of exit theoretically can reduce use of voice to a sub-
optimal level Hirschman (1972) analyzes these tradeoffs generally in the context of firms
and of unitary governments, but does not explicitly address federalism issues.
Decentralized federal political structures may be optimal even in the absence of viable
exit rights because reducing the size of the jurisdiction may enhance the exercise of voice
(Brennan & Buchanan 1980).

B. THE PROMOTION OF ECONOMIC GROWTH AND DEVELOPMENT

Federal systems can increase economic growth and development. The theory
known as “market preserving federalism” sets out several conditions under which a
federal system will effectively preserve markets and provide incentives for economic
growth and development (Weingast 1995; Qian & Weingast 1997). Under this theory, a
nation adopts political institutions that credibly commit it to self-enforcing structure of
limited government. Under this self-enforcing design, state units have primary regulatory
responsibility, there are no barriers to trade, and state governments face “hard” budget
constraints in the sense that they can neither print money nor engage in unlimited
borrowing. Under these conditions, property rights will be respected and contracts
enforced primarily at the state level. The self-enforcing design also must constrain the
power of the federal government. Thus, the central government would have authority
only over national issues and could not undo state protections, and states would not have



incentives to defect from this agreement by free-riding. The jurisdictions would interact
through a common market, which fosters growth and development.

C. FEDERALISM, INNOVATION, AND INFORMATION

A federal system has the potential advantage over a unitary system that the state
jurisdictions can be laboratories to experiment with various mixes of laws, taxes and
services (Oates 1999). The notion of the states as laboratories has great intuitive appeal
and therefore has influenced the legal treatment of federalism. For example, Justice
Brandeis, in his oft quoted dissent in New State Ice Co. v. Liebmann, 285 U.S. 262, 311
(1932), noted that “it is one of the happy incidents of the federal system that a single
courageous State may, if its citizens choose, serve as a laboratory; and try novel social
and economic experiments without risk to the rest of the country.” State by state
determination of issues is less likely than federal government determination to result in
nationwide uniform policy choices, especially if individuals sort themselves according to
their heterogeneous preferences. The advantages of state variation over centralized
uniformity are emphasized by the competitive federalism literature and underlie the
“decentralization theorem” of fiscal federalism literature (Oates 1999).

The central government theoretically can conduct limited policy experiments even
without a federal system (Oates 1999). But a partitioned federal system at least increases
the likelihood such experimentation may occur. State governments are better informed
than the central government as to their constituents’ needs. (Oates 1999, 1972). Because
decentralized governments are presumably closer to their constituents, they are much
more likely to possess superior knowledge of local preferences and cost conditions
(Hayek 1945). And while the central government theoretically can employ local agents,
local government agents have stronger political incentives than those of the central
government to take their constituents’ preferences into account (Oates 1999). These
information and political advantages suggest that states will have a comparative
advantage over the central government in producing variation and experimentation. On
the other hand, state politicians may under-produce costly innovation if those in other
states can free-ride on them (Rose-Ackerman 1980, Strumpf 2002), unless quasi-property
rights or other institutional mechanisms are available to address this free-riding (Ribstein
2004).

D. THE OPTIMAL SCALE OF GOVERNMENT

State governments may be able to operate closer to the optimal scale than a
unified government (Tullock 1969). Although central government provision of services
can internalize spillovers, at some point of expansion the costs of political bargaining
among individuals and groups may exceed internalization benefits. These costs are likely
to increase with the size of government for several reasons. First, governments operating
with a larger scope or scale cannot use the sorting and matching function, and thus must
offer larger bundles of services to a larger and more heterogeneous set of constituents.
This may dissatisfy individual constituents on a larger number of issues. Optimal division
between the federal and local governments therefore requires balancing the
internalization of spillovers with these scale effects. Federal structures also can enhance
the exercise of voice by decreasing the size of the political unit (Brennan & Buchanan
1980). Thus, even if the central government would more efficiently carry out some
activities, considerations of “political efficiency” may justify assigning such functions to
the states.



I1l. PROBLEMS OF FEDERALISM.

The literature on federalism has identified several problems with decentralizing
government authority.

A. SPILLOVERS

Public goods and costs may spill over from one state jurisdiction into others
(Sandler & Culyer 1982).. This would give each jurisdiction suboptimal incentives to
provide public goods, or incentives to permit harmful activities whose effects are felt
mainly in other jurisdictions. For example, a subordinate jurisdiction has little incentive
to provide for the nation’s defense because other jurisdictions could free-ride on these
defense costs. A jurisdiction might have incentives engage in tax exportation by taxing
activities whose main benefits are felt elsewhere or revenues earned elsewhere (Gordon
1983; Oates and Schwab 1988; Inman and Rubinfeld 1996, Shaviro 1992). Jurisdictions
also may choose to permit activities such as pollution and gambling that cause harm in
other jurisdictions (Donahue 1997).

B. DISTRIBUTION ISSUES

Mobility within a federal system may affect the distribution of resources
(Buchanan 1952). States competing for business and capital may have incentives to levy
lower or more regressive taxes to attract the more mobile wealthy while providing fewer
services for the less mobile poor (Epple & Romer 1991). This may particularly be a
problem if the central government devolves welfare responsibilities to the state
governments, as has been occurring in the U.S. (Donahue 1997). More generally, the
presence of both mobile and non-mobile resources can cause states’ tax policies to favor
mobile resources and thereby distort factor prices and utilization. Factor mobility may
decrease welfare under certain circumstances (Flatters, et al. 1974).

C. CONSTRAINTS ON MOBILITY

Many of the advantages of federalism depend on an optimal level of mobility of
citizens and resources that does not always exist. State jurisdictions may impose taxes
and tariffs or exit restrictions that impede movement between jurisdictions (Epstein
1992). Mobility also may be constrained by jurisdictional differences in legal rights,
cultural and ethnic affinities, language barriers, and family ties.

Constrained mobility may have distributional implications because some groups
of citizens are less mobile than others. For example, retirees and childless individuals
may be more mobile, resulting in state policies designed to attract them at the expense of
the less mobile. Businesses generally may be more mobile than individuals, as business
is becoming increasingly national and international and states therefore increasingly
fungible as business environments (Donahue 1997).

Mobility can also create problems when some factors are not mobile. As noted in
part B, for example, when capital is mobile, but individuals are not (Oates and Schwab
1988), mobility can cause distort both the fiscal and policy decisions of heterogeneous
local jurisdictions. Similar distortions will occur when individuals are mobile, but capital
(e.g., land) is not (Epple & Zelentiz 1981; Buchanan & Goetz 1972).



D. USING GRANTS TO SOLVE PROBLEMS OF FISCAL FEDERALISM.

Some of the spillover problems discussed above can be solved through grants by
the central to state governments (Inman & Rubinfeld 1996, 1997; Gordon 1983; Oates
1972; Oates 1999; Epple & Romer 1991). The central government could make
conditional grants to be spent in particular ways if the purpose of the grant is to provide
incentives for the production of public goods that otherwise would be subject to free-rider
problems. On the other hand, the grant could be unconditional as to use if it is intended
to solve distributional inequities between jurisdictions (Buchanan 1952).

Much of the discussion of grants ignores public choice issues concerning what
lower level jurisdictions do with the grant money. There may be “flypaper” effects, as
grants intended to induce voters to finance public goods that have benefits outside the
jurisdiction actually may “stick” at the central level, thereby expanding the size of
government (Oates 1972; Brennan & Buchanan 1980; Hines & Thaler 1995; Fisher
1982).

The central government has other mechanisms at its disposal to deal with inter-
jurisdictional issues, including directly providing the service (as with national defense),
reducing tax rates or providing deductions for taxes paid in the disadvantaged states
(Inman & Rubinfeld 1997). Again, this discussion often ignores the public choice issues
concerning whether or not the central government will use available fiscal policies to
counter these spillover effects (Inman & Rubinfeld 1996). There is little evidence that
federal grant-in-aid policies and other vertical intergovernmental transfers are consistent
with reducing inter-jurisdictional spillovers (Inman 1988).

Even without central government intervention, state governments could minimize
inter-jurisdictional problems through the form of taxation (Krelove 1992, Meyers 1990).
For example, states could discourage jurisdiction-shopping for tax rates, facilitate
redistribution of income, or avoid externalizing tax burdens by relying on taxes tied to in-
state benefits, taxes on immobile property, or taxes based on residence (head taxes)
(Oates 1999; Oates & Schwab 1988). However, an efficient result may hold only in
limited circumstances (Inman & Rubinfeld 1996). Where individuals have homogenous
preferences and taxes are limited to head taxes, a decentralized economy with mobile
individuals and capital will achieve tax efficiency (Tiebout 1956). Tax efficiency can be
achieved in such an economy when states use source-based taxes (taxes that tax factors
where they are employed and tax goods and services where they are purchased) in
addition to head taxes. However, tax efficiency under in the presence of source taxes
requires that states do not act myopically when setting these taxes (that is, the states’ tax
setting decisions must recognize the effect these decisions will have on equilibrium taxes)
(Inman and Rubinfeld 1996).

1. THE SIZE, SHAPE AND EXISTENCE OF FEDERAL SYSTEMS

Which countries are likely to be, and to remain, federal systems, and how these
systems will be organized geographically, depends to some extent on the costs and
benefits of federalism for a particular country. Under the “decentralization theorem”
(Oates 1972), it is more efficient to provide public goods through the state than the
central government if consumption levels depend on geography, assuming that the costs
of providing the public goods are the same for the central as for the state government.
Although the desirability of heterogeneity may justify smaller state jurisdictions, such a
division entails offsetting costs, including more inter-jurisdictional spillovers and higher
costs of collective decision- maklng because of the need to maintain multiple government



units (Tullock, 1969).

Competition between jurisdictions theoretically can check the size and scope of
individual jurisdictions, and thereby reduce the overall size of government (Grossman
1989; Brennan & Buchanan 1980; Hayek 1948, Persson & Tabellini 2000; Weingast
1995). Brennan & Buchanan’s “Leviathan theory” views the central government as a
tax-maximizing monopolist constrained only by the possibility that individuals will
withhold their labor. In contrast, decentralized government forces politicians to compete
for mobile individuals and capital. Thus, under this theory, “total government intrusion
into the economy should be smaller, ceteris paribus, the greater the extent to which taxes
and expenditures are decentralized.” (Id at 185). On the other hand, rent-seeking
competition between local governments can increase the size of government (Anderson
& Tollison 1988).

Numerous articles have empirically examined the Leviathan hypothesis with
mixed results. For example, Oates (1985) found little evidence of correlation between
measures of decentralization and the size of government based on cross-sectional data.
Zax (1989) found that decentralization that increases competition between local
governments decreased the size of government, while decentralization that sacrificed
scale economies increased the size of government. Rodden (2003) tested the Leviathan
hypothesis using panel data and additional explanatory variables and found that
decentralized governments funded by autonomous local taxation have smaller public
sectors. In contrast, decentralization funded by revenue sharing grants or centrally
regulated state taxation is associated with larger government.

The existence and shape of federal systems also depend on political
considerations. For example, the U.S. has jurisdictions of many sizes and shapes that do
not seem to mesh with demographic or other characteristics and that have not changed
significantly despite changes in underlying costs and benefits. Thus, Riker (1964)
emphasizes the “military condition” — the objective of the central government to expand,
coupled with offering a threat or opportunity to the lower level jurisdictions. The
institutional economics theory of federalism discussed below may offer at least a partial
explanation.

V. CONSTRAINTS ON THE FEDERAL GOVERNMENT

A viable federal system requires a central government to deal with free-riding and
other refusals to cooperate by state governments (Riker 1964; Persson & Tabellini 19964,
b; de Figueiredo & Weingast 2005). But there is a danger that the central government will
eliminate the benefits of diverse jurisdictions by exercising too much power (Riker
1964). A fundamental dilemma of federalism is how to have a central government that is
strong enough to provide a check on the lower level governments, but is not so strong
that it overwhelms the states (Riker 1964). This dilemma is a difficult one, because state
governments cannot easily prevent the central government from seizing power other than
by seceding, which would destroy the union, or by refusing to empower the central
government at the outset. Thus, federalism must be self-enforcing (de Figueiredo &
Weingast 2005).

One prominent theory holds that durable, market-preserving federalism (see
discussion above) is self-enforcing (Weingast 1995; Qian & Weingast 1997; McKinnon
1997). Borrowing from institutional economics and the theory of the firm, these writers
argue that institutional constraints prevent the central authority from *“overawing” the
state units. The equilibrium is maintained because the nation’s constitution coordinates



and enforces citizens’ views about the appropriate limits on government. In the absence
of such a consensus, the central government would form coalitions that defeat state
governments’ power. For example, federalism in England was built on powerful state
justices of the peace who cared about state prosperity. After the Glorious Revolution the
country reached consensus on the need to limit the monarch’s power. In the U.S.,
Jacksonian democrats held power by establishing various constraints on the national
government, including a 2/3 rule for nominating candidates for presidency, which gave
southerners a veto over national policy. Critics of the theory note several shortcomings,
including the lack of empirical support and uncertainty as to the conditions necessary for
the creation and maintenance of a federal system (Rodden & Rose-Ackerman 1997).

Another theory rests on national politicians’ incentives to maximize political
support, which may sometimes require not alienating state interest groups (Macey 1990).
This theory explains why the federal government has not sought to seize power on
several issues such as corporate law despite its constitutional power to do so.

V. SUPPLY SIDE CONSIDERATIONS

The advantages of federalism depend significantly on the individual incentives of
political actors. As explained immediately above, these incentives help explain why
central government politicians respect the power of state governments. But it is also
necessary to explain why state government politicians would have an incentive to engage
in jurisdictional competition. It has been argued that they may not, since they are not
rewarded for successful innovations and may suffer political penalties for unsuccessful
innovations (Rose-Ackerman 1980). However, this ignores the incentives of citizens and
interest groups, particularly including lawyers, to supply innovations (Ribstein 2004;
Sitkoff & Schnazenback (2005).

VI. EFFECT OF FEDERALISM ON POLITICAL STRUCTURE

The above discussion focuses on issues relating to allocating power between the
central and state governments. There is a further question whether federalism matters to
decisions made by the central government — that is, whether those decisions depend on
whether the country is federalist or unitary. There are theoretical reasons to believe that
they do, and some anecdotes to support the theory (Rose-Ackerman 1981). Citizens may
vote against national laws that restrict their states” ability to export costs and support laws
that reduce the extent that other jurisdictions seek to impose on them. National support
for a law therefore may depend on whether the nation has a unitary or federal structure.
For example, a state’s residents may support a national law that bans gambling if their
own state can allow it, or may support a national law that bans gambling everywhere,
thereby preventing neighboring states from imposing on them the costs of legalized
gambling. Also, citizens in states adopting minimum wage and pollution laws may favor
federal preemption to prevent other states from imposing costs on them, but states
without these laws may benefit from national diversity, particularly as more states adopt
the laws. Thus, it is not clear a state consensus points the way to a national law.
Moreover, federalism creates interest groups based on geographical location that might
not exist under a unitary system (Oates 1999; Grossman 1989).

VIl. COORDINATION AMONG SUBORDINATE STATES

As discussed above, state jurisdictions may have incentives to externalize costs,
inadequate incentives to produce public goods with extra-territorial benefits, or an
inability to effect socially desirable redistribution because of the mobility of citizens and



resources. The central government may be able to remedy some of these problems, but
the remedies may be ineffective, and may lead to giving excessive powers to the central
government. This raises the question whether there are more cost-effective ways to
reduce inter-jurisdictional costs.

One possible approach is through design of the decision rule at the central
government level. Under a system of “cooperative federalism” the central government
can act only upon a unanimous vote of the states’ representatives (Inman & Rubinfeld
1997). However, a unanimity rule would entail high decision costs and might impede
effective central government action (Buchanan & Tullock 1962). Agreement might be
secured by compensating jurisdictions that would lose through a central government
decision, provided the states can agree on allocations (Inman & Rubinfeld 1997). The
problems of cooperative federalism are reflected in the failure of the Articles of
Confederation in the U.S. and in Europe’s difficulties in coordinating fiscal policies
(Inman & Rubinfeld 1997).

Other alternatives include compacts (Oates 1999), and voluntary coordination
among the states. One possible mechanism of cooperation is the central promulgation of
“uniform” law proposals. However, coordination problems remain, combined with
political costs at the uniform lawmaking level (Ribstein & Kobayashi 1996).

The states can coordinate through courts’ application of choice-of-law rules
(Baxter 1963). State A’s courts have incentives to apply State B’s laws in order to
encourage State B lawmakers to reciprocate by enforcing State A’s law. States may apply
laws other than their own to achieve a variety of goals, including predictability and
decision-making by the courts with knowledge about state conditions (O’Hara & Ribstein
2000). State lawmakers have incentives to enforce contracts to apply the law of a
particular state and provide for adjudication in that state. If states do not enforce such
contracts, parties may completely avoid contacts with the state, thereby inflicting costs on
interest groups in the state (Ribstein 2003). These choice-of-law rules do not, however,
fully solve coordination problems as long as the federal constitution does not prevent
state legislatures from overriding them (see Part 1X).

VIll. FEDERALISM AND INDIVIDUAL RIGHTS

The above discussion focuses on fiscal federalism. But there are also important
federalism issues regarding problems of social policy. For example, should the states be
permitted to decide issues regarding abortion, the right to die and same sex marriage?
Many of these issues involve individual rights that are embodied in the national
constitution. Recognition of some fundamental rights may be necessary to ensure popular
acceptance of a federal system. For example, if federalism favors racists, and “if in the
US one disapproves of racism, one should disapprove of federalism” (Riker 1964 at 155).
It arguably follows that citizens’ acceptance of devolving authority to the states can be
increased by protecting some individual rights from erosion by the states. Also, central
government recognition and enforcement of individual rights enables the mobility among
jurisdictions that is essential to a federal system. On the other hand, national recognition
of rights undercuts the competition and diversity advantages of a federal system. In some
situations, including marriage, the federal system might reach an efficient compromise by
permitting affected parties to contract for the law of a particular state (Buckley &
Ribstein 2001).
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IX. LEGAL CONSTRAINTS ON FEDERALISM

The federal constitution sets out the relationship between the central government
and state governments. The constitution may not determine the actual relationship
between government units, or may be significant mainly in representing a consensus rule
with which the parties have expressed willingness to comply. This Part will focus on the
US constitution as an example of the types of rules that deal with the above problems.

The federal constitution must give the central government some power to regulate
spillovers among the states. Thus, the “commerce clause” of the U.S. Constitution,
article I, 8 8, clause 3, provides that Congress has the power "[t]o regulate Commerce . . .
among the several states.” The problem is limiting the federal government’s power to the
spillover situation (Kitch 1980). For example, in Gonzales v. Raich, 125 S.Ct. 2195
(2005), the Supreme Court held that the Commerce Clause authorized regulation of
intrastate growing of marijuana because the marijuana might enter interstate commerce,
although the effect of its doing so was probably minimal.

If the federal government lawfully exercises power, its statutes must take
precedence over state law to the extent they conflict. The “Supremacy Clause,” U.S.
Constitution article VI, § 3, clause 2, so provides. The courts must then interpret the
statutes to determine whether they permit avoidance by inconsistent state law. Again, the
courts can significantly expand federal government power, consistent with the language
of the Constitution, by broadly interpreting federal statutes.

The federal constitution may not only empower the central government to act, but
also may forbid the states from engaging in regulation that has spillover effects. The
Commerce Clause of the U.S. Constitution has been held to imply a “negative” version
that restricts state power to regulate interstate commerce. Cooley v. Board of Wardens, 53
U.S. (12 How.) 299 (1851). The Supreme Court has endorsed a theory of the negative
Commerce Clause that is consistent with the economic theory of federalism in holding
that state statutes are unconstitutional if their costs fall mostly on interest groups outside
the state while groups inside the state reap the benefits (Fischel (1987), Levmore 1983).
However, the Court has applied this theory inconsistently, except to the extent that states
clearly discriminate against interstate commerce. Challenges under the Full Faith and
Credit Clause and Due Process Clauses of the U.S. Constitution to state regulation that
effects spillovers also generally have been unsuccessful (Ribstein 1993).

X. SPECIFIC APPLICATIONS

This Part discusses a few specific legal areas where federalism issues have been
particularly important.

A. CORPORATE LAW

Significant federalism issues are raised by regulation of the internal governance of
corporations and other business firms. Particularly to the extent that these firms have
owners throughout the country, it would be costly to apply different state laws to the
owners who reside in each state. The owners may agree to apply the law of a single
jurisdiction, as by incorporating there. Strict application of this rule would give
corporations significant ability to choose from among all state laws without regard to
their physical location, thereby providing an example of federalism under conditions of
complete mobility. The U.S. is a prominent example of a federal system that applies this
“incorporation-state” choice of law rule.
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On the other hand, many countries in Europe and elsewhere apply a “real situs”
rule that applies the law of the corporation’s home office. This rule provides more
mobility because it is more costly for firms to change home office than their legal state of
incorporation, this rule permits less mobility. However, the European Union appears
increasingly willing to apply the incorporation rule. Case C-212/97, Centros Ltd. v.
Erhvervs-og Selskabsstyrelsen, 1999 E.C.R. 1-1459 (1999), 2 C.M.L.R 551 (1999); Case
C-167/01, Kamer van Koophandel en Fabrieken voor Amsterdam v. Inspire Art Ltd.,
September 30, 2003), 2003 E.C.R. __ (2003).

The choice among these rules depends significantly on the extent to which the
incorporation rule permits states to export regulatory costs, or the situs rule discourages
efficient jurisdictional competition. In the U.S., the inventor of the term “race to the
bottom” argued that the incorporation rule permitted the leading state of Delaware to
export the costs of inefficiently lax regulation (Cary 1974). However, the stock markets
promote a “race to the top” by capitalizing the costs of inefficient rules in the price of the
shares (Winter 1977). Romano (1985, 2005) further developed the theory by applying
institutional economics to show how Delaware could entrench its lead in incorporations
by offering an efficient legal system. Other writers have argued that defects in the market
for incorporations enable Delaware to win the incorporation race despite adopting laws
that favor corporate managers over shareholders (Bebchuk 1992; Bebchuk & Ferrell
1999; Bebchuk & Hamdani 2002). Macey & Miller (1987) argue that Delaware wins the
race by offering laws superior to those in other jurisdictions, but that much of the
advantage is dissipated in rents to lawyers who influence the lawmaking process.
Ribstein (2004) also emphasizes lawyers’ role in the lawmaking process. Finally, there is
reason to believe that state competition has been influenced by the threat of federal
regulation (Roe 2003).

B. ANTI-TRUST AND REGULATION

The antitrust laws illustrate the coordination problems associated with multiple
jurisdictions in a federal system (Epstein & Greve 2004). Easterbrook (1983)
hypothesized that the U.S. Supreme Court’s state action doctrine might foster regulatory
competition by forcing firms that demand industry-specific anticompetitive legislation to
accept the most stringent form of regulation. However, states may thwart this approach
by externalizing regulatory costs.

Antitrust legislation also consists of rules that apply to firms generally (Sherman
Act, EC Competition Laws). Large firms operating in multiple jurisdictions may be
subject to multiple and inconsistent regulations, and therefore may have to decide
between complying with the most stringent regulation and avoiding these jurisdictions
altogether. A central government theoretically may address these coordination problems.
However, central government regulation may simply be added to regulation at the state
level (Epstein & Greve 2004; Inman & Rubinfeld 1997). Moreover, except in limited
cases, there is little evidence of coordination between central governments.

The problem of regulation by overlapping jurisdictions is not limited to antitrust
law. Similar issues arise in other contexts, including the regulation of contracts (Ribstein
& Kobayashi 2002). In these contexts, such problems may be solved by enforcing
contracts that specify the applicable law and jurisdiction.

C. ENVIRONMENTAL LAW

Environmental law seems to offer a good example of state coordination problems
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because of states’ ability to export costs and incentives to free ride on regulation in other
states. However, Revesz (2001) has shown that public choice theory does not necessarily
predict that the state rather than central government regulation would under-protect the
environment. Environmental interest groups may face greater free-rider problems than
business groups in obtaining federal regulation, but may have more power at the state
level. Moreover, states have incentives to protect the environment in order to compete
for firms and citizens on the basis of environmental quality. There is data that U.S. states
effectively protect the environment and that citizens’ heterogeneous preferences can
account for regulatory differences among the states. There is also evidence that federal
regulation often has inappropriately targeted intra- rather than interstate environmental
issues (Adler 2005).

D. PROPERTY AND TRUST LAW

There is a developing literature on the federalism of property laws. A study of the
demise of the U.S. “rule against perpetuities,” which restricts the terms of trust
instruments, shows an active, lawyer-driven state competition (Sitkoff & Schanzenback
2005). Bell & Parchamovsky (2005) propose enabling a corporate-type state competition
for real property rules.

E. WELFARE REFORM

Welfare reform exemplifies the tradeoffs between providing a “laboratory” for
development of policy and facilitating export of costs beyond state borders (Donahue
1997, Oates 1999, Brown & Oates 1987, Levine & Zimmerman 1999, Gramlich and
Laren 1984). These tradeoffs are being tested in the U.S. as welfare reform at the federal
level has devolved responsibility to the states. Although states competed to be “welfare
magnets” prior to federal welfare reform, the dynamic may have changed in recent years.

F. TAKINGS

Federalism presents a potentially interesting perspective from which to examine
state takings. Competition in the market for development may constrain state
governments from engaging in exactions, thereby rendering less necessary constitutional
protection (Been 1991). Resolution of this issue depends on the costs of mobility.

G. MARRIAGE AND OTHER SOCIAL POLICY ISSUES

One of the most important modern federalism issues is the extent to which federal
constitutional and statutory law is appropriate to protect individual rights from erosion by
the states. As discussed above, protection of such rights may be important in ensuring
mobility within a federal system and citizens’ willingness to accept devolution to the
states. On the other hand, devolution to the “laboratory” of the states may be the best
way both to develop social policy and to satisfy heterogeneous preferences. This may be
particularly true for same sex marriage, where many of the relevant issues are in the
nature of contract enforcement and therefore arguably can be left to resolution by the
parties to the relationship (Buckley & Ribstein 2001). There are also contract-type issues
with regard to the right to die, particularly in regard to promulgation of “durable powers
of attorney” that leave medical instructions when one becomes incompetent. Abortion
involves a clearer conflict between state policy and individual preferences. Nevertheless,
there are questions as to whether the right to an abortion is the sort of fundamental right
that should be protected at the federal level, or instead is an issue that can be devolved to
the state governments.
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The difficulty of these issues is indicated by the fact that federal systems have
adopted differing responses to questions of allocation of authority. For example, while
the Supreme Court of Canada has clearly recognized a constitutional right to same sex
marriage (Klarman 2005), it is unclear whether the Supreme Court of the U.S. would go
that far (Lawrence v. Texas, 539 U.S. 558 (2003)).

H. LAW AND DEVELOPMENT

A critical modern federalism issue is the extent to which federalism should be
promoted for developing countries. The success of federalism in developed countries in
encouraging markets and property rights suggests that this approach would also work in
developing countries. On the other hand, the Tiebout conditions arguably cannot be met
in many such countries because of citizens’ lack of mobility resulting from, among other
factors, the presence of community-specific public goods, cultural and language
differences and strong norms limiting acceptance of outsiders. Also, state governments
often have weak information, accounting and accountability and low-quality public
bureaucrats as compared with the central government (Bardhan 2002; Oates 1999 at
1144; Martin & Lewis (1956), Shah 1998).

XI. CONCLUSION

Federalism will continue to be important as rapidly developing technologies and
business practices raise questions about the appropriate locus of taxation and regulation.
Some government functions inevitably will continue to be provided at the local level,
while others need to be provided by the central government. A form of government that
both promotes local services and enforcement of property rights and deals with
coordination problems has obvious benefits. The problem lies in devising mechanisms
and structures that maintain the appropriate balance between central and local
government power.
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