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Introduction

The United Statescontains more than 80,000
separategovernmental units. If noned these
unitsoverlapped, each government would serve
fewer than 2,000 individuals. Governmental
unitsdo overlap, however, resultingin severa
layersdf jurisdictions. Residentswithinametro-
politan areatypically receive publicservices
from amunicipality, atownship,acounty, and a
host of special districts.

Inaddition, a each leve of government,
severd Smilar governmental units may provide
serviceswithin the same geographical area. For
exampl e, the Chicago metropolitanareaaone
containsmore than 250 municipalities, each
respons blefor the samearray of governmental
functions. Overlapping these governmentsare
835 gpecid districts, which usualy perform only
asnglefunction, such as providingregiona
transportationor enforcing environmental pro-
tection regulations.

Theimpact of thisstructure on government
behavior isvaried, and the net effectsare not yet
fully understood. Criticsof the decentralized
structure of local governmentsblamethe pro-
liferation of local governmentsfor what they see
to be"runaway" spending. They argue that
duplicationaof effortsby similar but independent
jurisdictionswithin the same geographical area
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isan inefficient way to providepublicservices
and that the resultingfragmentationcould ne-
gateany benefitsderived from economiesd
scale.

Proponentsdof adecentralized publicsector
counter with the argument that it fosters
increased efficiency in the production of public
goods. They maintain that competitivepres
suresinduceloca governmentsto adopt the
most efficient provisiontechniquesand to tailor
thelevelsdf provisond publicgoodsto the
preferencesaf societal subgroups (Oates[1972]).

The phenomenal expansionof the locd pub-
lic sector addsfuel to thiscontroversy.Since
1950, state and locd government expenditures
haveincreased a afadter rate than either the
gross national product, federa expenditures, or
expenditureson private-sector services. State
and loca governmentscurrently claim17 per-
cent of total personal income, in contrast to10
percentin 1950. Currently, they spend twoand
one-half timesmorethan thefedera govern-
ment spends on civilianservicessuch aseduca
tion, roads, welfare, public health, hospitals,
police, and sanitation.

How much of thisgrowthisdueto govern-
ment structure and how much isdue to other
factors, such as demand for locd services,isan
empirical question. Even the effect of govern-
mental structure can work in opposite direc-
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tions. For instance, adecentralized public sector
may increaseloca publicspending dueto
duplication of efforts, but a the same time,
competition among these units may constrain
spending. The net effect of our present govern-
mental structure on government spending
dependsonwhich of thesevariousfactorsis
more important.

Tofurther complicate matters, thereare two
distinct typesof loca governments. One type
providesavariety of servicesto asubgroup of
the county or metropolitan population, while
the second type typically providesasingle serv-
iceto theentirelocd area. Possibledifferencesin
behavior of these two government typesmust
be taken into account. Two previousstudies,
one by Oates(1985)and afollow-upby Nelson
(1987), have estimated the rel ationship between
decentralizationand government spending, but
without conclusiveresults.'

The purpose of this paper isto continue the
inquiry into the rel ationship between decentral -
izationand thesizedf thelocd publicsector. We
test the decentralization hypothesis proposed
by Oates, in which an increasein the number of
governmental unitsreducesloca government
spending asapercentagedt personal income.
However, unlike Oates (and Nelson), we contend
that the hypothesizedeffectswill most likely be
observed a the metropolitanand county levels
(referredto asthelocal leve), not a the state or
national levels. We believethat most of the "disci-
pline" derivedfrom competition for households
and firmswould be observed a theselevelsof
disaggregation, becausetheselevelsmore closdy
approximatelocal labor marketswithinwhich
firmsand labor are most mobile. Oates(1985), in
fact, arguesthat the "discipline’ resultingfrom
fiscal competition should increase asthe geo-
graphical szedf the unit of analysisdecreases.
However, neither Oates nor Nelson usesaunit of
analysslessaggregated than the state.

To test our point, we usevariouslevels of
aggregationfrom the county to thestateleve.
Wefind solid statistical support for the
decentralization hypothesisat the metropolitan
and county levels. Increasesin the number of

1 An unpublished paper by Zax (1987), recently brought to our
attention, also takes exceptionto the use of state-leve! data by Oates and
Nelson. Using county-leveldata, he finds a negativeand statistically
significant relationship between the number of governments and the size
of the local public sector. His study differs from ours in at least three
ways. First, he uses own-source revenueas a dependent variable,
whereas we use local expenditureson selected functions. Second, we
explore these effects at various levels of aggregation, not just at the
county level. Third, he finds that an increasein the number of special
districts also reducesthe size of the local public sector. We find the
opposite effect at each level of disaggregation.
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competing general-purposegovernment units
are associated with adatistically significant
decreasein the relativeincomeshare o loca
publicexpenditures. At thesametime, wefind a
distinct differencein behavior between the two
typesd government. An increasein the number
o single-purposedistrictsincreasesthe share o
personal incomegoing to loca government
expenditures. To further support our point, we
find that these relationshipsare not significant a
thestateleve, which is consistent with the
resultsof Oatesand Nelson.

I. Competition Among
Local Government
Jurisdictions

The potential benefitsd competitionamong
loca government jurisdictionsaresimilar to the
benefitsassociated with competitionin private
markets. In the privatesector, competition
inducesprofit-maximizing firmsto provide
goods or servicespreferred by consumersét the
lowest resourcecost. The motivatingforce
behind this behavior isthe choicedf suppliers
availableto consumers. If afirm raisesitsprice,
consumerswill switch to the supplier with the
lowest price, assuming that dl firmsareidentica
and that consumersincur no additional cost in
searching for another supplier. Given enough
competingfirms(thatis, choicesto the con-
sumer), no firm can set pricesabovethe per-unit
cost of production.

The same competitiveforcesexist among
loca government jurisdictions.By law, local
governmentscannot earn profits. However,
according to Niskanen (1971), publicadmin-
istratorsmay be motivated to maximizerevenue,
and thusexpenditures,in order to expand desir-
ableaspectsd their workingenvironment. Pub-
licadministratorsthereby "consume" profitson
the jobinstead of taking them home.

The capacity df governmentsto increase
revenues dependsupon the customer base—
taxpayerswho livewithin their jurisdictions. If
local governmentsattempt to raise taxesor to
reducethelevd and quality of services,then
taxpayerswill havean incentiveto locatein
neighboring jurisdictionsthat provideaservice/
tax packagemorein line with the taxpayers
preferences. Thelossd householdsand firms
reducesagovernment'stax baseand, in turn,
reducesitsability to raiserevenue.

Thus, the basisfor the constrainingeffect
o decentralizationisfounded upon the inter-
jurisdictional competitionfor mobileresources,
both labor and firms. Theline of argument
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followsthe old industrial-organi zation paradigm
of structure, conduct, and performance. Applied
to the public sector, the argument runs from an
increasein the number of independent public
jurisdictions(suppliers),to an increasein the
degreedf competition, to adecreasein the
relativesize of the public sector. However, the
efficacy of governmental fragmentationdepends
on the mobility of householdsand firms.

The net benefitof the move determinesthe
extent to which mobility occursor islikely to
occur. Thisbenefit comesfrom either the sav-
ingsderivedfrom locatingin alower-cost juris
diction or the advantagesgainedfrom residing
withina jurisdictionthat providesmore or
better services, everything else beingequal.

The costsassociated with choosing between
locd governmentsare generdly greater than the
costsincurred in searching for alternativesup-
pliersd private goodsand services. To change
local governments, ahousehold must change
residenceand incur the costsof purchasinga
new homeand findinganew job, and must bear
the emotional costsof movingto anew area.

However, thesecostsarein direct proportion
to the distanceone must movein order tofinda
more preferablegovernmental unit. For exam-
ple, if enough choicesof local governmentsare
availablewithin the same metropolitanarea,
then the discontented taxpayer may not need to
changejobsin order to change jurisdictions.
Consequently, the mobility of householdsand
firmsincreasesasthe size of thegeographical
areadecreases. Therefore, wewould expect
local governmentsto be more constrained by
competitiveforcesa the county or metropolitan
leve than at the stateor national level.

Thetwo empirical studies by Oatesand
Neson havelooked for the constraining effectof
competing jurisdictionsonly a the stateleve.
Oates proposesand teststhe hypothesisthat the
szed the publicsector should vary inversdly
with the extent of fisca decentralization,other
thingsbeing equal . He uses the number of
jurisdictionswithin each stateasameasured
decentralization. Usng state-level aggregates,
however, he finds no significant rel ationship
between state and local expendituresasa per-
cent of state personal incomeand the number
of jurisdictions.

Inareply to Oates paper, Nelson suggests
two modifications. Thefirstisto distinguish
between general-purposejurisdictions(suchas
municipdalities) and single-purpose jurisdictions
(suchasschool districtsand mosquito-abate-
ment districts). Nelson argues, and rightfullyso,
that the two typesdf districtsare not compara-
bleand consequently should not be lumped

together. The multiplicity of specid districts
withinametropolitanareadoes not necessarily
indicate that consumershaveachoice, but
rather that residentsare provided severa serv-
ices, each by adifferent district.

In addition, since many specid districtspro-
vide only minor servicesand since nearly hdf of
them lack the authority to levy taxes, Ndson
arguesthat theremay belittleincentivefor
individual sto choose between these districts.
The second modificationisto includestate-
mandated programsin the andyssto accountin
someway for differencesin functional respon-
shilitiesamong jurisdictions. With these modifi-
cations, Nelson finds the desired systemeatic
relationships, but the precision of the estimates
is below the usud acceptableconfidencelevel .2

ll. Market Structure of
Local Governments

Asmentioned previoudy,one d the prerequi-
stesfor competitionisasufficient menu of
choicesoffered to consumers. Tdlying up the
number o locd governmentsin the United
Statescastslittledoubt on the potentia for
choice. According to Aronsonand Hilley (1986),
79,862governmental unitsbelow thestate leve
existedin1977. These unitstend to fdl into two
categories. general -purposeand single-purpose
governments.

General-purposegovernments, such as
municipalitiesand counties, provideavariety of
servicesranging from fire protection to health
care. Asshown in tablel, municipalitiesnum-
bered morethan18,000in1977, or 24 percent
of dl governmental units; countiestotalled
3,042, or lessthan 4 percent. Single-purpose
units, consistingprimarily o school districts
and specia districts, comprisethe majority of
loca government jurisdictions. As noted in table
1, over 40,000governmental units have been
establishedto provide only asinglefunction.
Morethan hdf of these unitsarespecia districts,
whichincludesanitary districts,drainagedis
tricts, and soil-conservation districts.

2 Nelson does find the desired statistically significant relationship
between the number of general-purposegovernments and the size of
the local public sector using statelevel data. However, in what we take
as Nelson's most preferred specification, equation (3) and dependent
variable G*, the coefficient on the general-purposegovernmentvariable
has at-value of only 0.91. Thus, although we are in total agreement
with Nelson's methodologicalchanges, we do not believe that a clear
vindicationof the decentralization claims utilizing the state sample has
been established.



The overlapping structure of loca govern-
mentsisfar from static. Between1957 and 1977,
the number of local governmentsfdl by 22,514,
primarily from aconsciousattempt to consoli-
datelocd school districts. The reductionin the
total number of unitswould have been much

Typeof Government

Number of Units

1957 1967 1977 1982
County 3,047 3,049 3,042 3,041
Municipality 17,183 18,048 18,862 19,076
Townshipand town 17,198 17,105 16,822 16,734
School district 50,446 21,782 15,174 14,851
Special digtrict 14,405 21,264 25,962 28,588
Totd 102,279 81,248 79,862 82,290

SOURCE: Numbersobtained from Aronson and Hilley (1986), Table4-1, p. 76

greater during thistimeif it were not for the
creationadf more than 11,000 specia districts.
Between1977 and 1982, the proliferationdf
special districtscontinued, while the number
of other typesd governmental unitsremained
relatively constant.

Asexpected, local governmental unitsare
concentrated in metropolitanareas. Wefind that
countiesin Standard Metropolitan Statistical
Arees (SMISA9 have almost twice as many gov-
ernmental unitsas do nonSMSA counties—an
averaged 40 compared to 2L Theratioiseven
higher for single-purpose units(2.3to 1), but it
issmaller for general -purposegovernments(1.6
tol).Inaddition, wefind that only 25 percent
o the metropolitanareashad fewer than 10
general-purposeunitsand 14 single-purposedis
tricts. On the other hand, 50 percent of the
IMSAs contained more than 21 general-purpose
unitsand 29 single-purposedistricts.

lll. The Empirical Test

The basic relationshipto be tested is between
government performance and market structure.
The specificationand analysisin thissection
follow thelinesinitiated by Oatesand Nelson.
The principal differencein our study is that we
focussolely on loca government expenditures
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inlocal labor markets, rather than on theaggre-
gate of the stateand local public-goodssectors.
Consistent with thisfocus, we adopt two leves
of aggregation as the geographical unit of obser-
vation: the county and the metropolitanarea. In
addition, asapoint of referenceto the previous
two studies, we dso estimatethe relationship a
the statelevd.

Our dataset consistsaof observationson loca
public-sector characteristicsand rdevant demo-
graphicfeatures of more than 2,900 counties
and 280 SMSAsin 1977. This year was chosen
for two reasons. Firgt, it is consistent with the
studiesby Oatesand Nelson. Second, some
information, such as state mandates, was avail-
able only during this period. We haveanalyzed
more current dataon local-government expen-
dituresfor 1985, whiledtill using state mandates
from the earlier period, and find no qualitative
differencesin the results.

Variables

Locd government performanceis measured by
expenditureson the mgor loca publicservices
asapercentaged persona incomein either the
county or the SVISA, whichever isappropriate.
Weincludeloca expenditureson local schools,
public welfare, fire and police protection, sanita-
tion, and local parks.3

The key explanatory varigbleis market struc-
ture, which ismeasured by the number of loca
governmentswithin the appropriate unit of
observation. Locd governmentsare divided
into the two classesdescribed earlier: general-
purpose and single-purposejurisdictions.4
Three different measures o the number of loca
governmentsare used in theanayss. Thefirst
measureissmply the total number of each class
of locd governmental unitsfound within the
appropriate unit of andyss(county or metro-
politan area). Thesecond method normalizes
the number of units by thesize o the popula
tion served by dl of theselocd governments.
The third method dividesthe number o juris-

3 Nelson did not include police protectionin his estimation. We find,
however, that the results are not sensitiveto its inclusion or exclusion.

W 4 The number of general-purposegovernmentsis the sum of the
number of county and municipal governments, except in Pennsylvania,
New Jersey, and the New England states, where townships are also
included. The number of single-purpose governmentsis the sum of the
number of townships, school districts, and special districts, exceptin the
aforementioned states, where townships are not included. The reason for
the exceptionsis that the functional responsibilities closely resemble
municipalities in these states.



dictionsby the total land areain the county or
IMSA. Thislast method accountsto some
degreefor the ease of mobility among the
variousgovernmental units.

The other explanatory variablesincludestate
mandates, per-capitapersona income, popula-
tion, and intergovernmental grantsasa percent-
ageof total locd tax revenues. Thefirg three
variablesmay be considered proxiesfor the
demand for local publicservices. As Nelson
notes, state mandates may impose binding mini-
mum constraintson certain local government
activities. Asdefined by the Advisory Commis
sionon Intergovernmental Relations (ACIR),
which collected the data, astate mandateisa
legd requirementimposed by the state that a
local government must undertake aspecified
activity or provideaservicethat meetsmini-
mum statestandards.5 The presencedf such
restrictionswould, therefore, be positively
associated with the relativesize of theloca
public sector.

The demandfor loca publicservicesshould

be positively related to personal income, accord-

ing to traditional consumer demand theory
However, the relationship betweenper capita
income and government spending asa percent-
age of personal income has been subjected to
considerableempirical scrutiny Investigation

of Wagner's"law" or, perhaps morecorrectly,
Wagner's hypothesisof apositivecorrelation
between income and government'srelative
clamson that income, has sparked much
research and has kindled considerablecontro-
versy® To our knowledge, the empirica studies
haveadl involved national samples. Our study
will provideasmpletest of Wagner's"law" &
thelocd levd.

Anincreasein population, holding other
variablesconstant, would also be associated
with alarger local publicsector. Thisresultin
some waysfollowsthe thinkingof Wagner, who
saw an increasein population density and
urbanizationleadingto increased public expen-
ditureson personal protection and economic
regulation (Bird[1971)).

Theratiodf intergovernmentalgrantsto local
tax revenues measuresthe extent to which loca

5 The ACIR surveyedlocal governments about 77 functional
subcomponentsin five broad areas: state personnel, other than police,
fire, and education (15 components); public safety (31); environmental
protection(8); social services and miscellaneous(10); and education (13).

6 Bennettand Johnson (1980) provide a comprehensive summary of
the debate and a compendiumof the empiricalresults. Ram (1987)
appearsto have made the most recent contribution to the literature.
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governmentsrey on higher-level governments
for funds. Becaused the matching provisionsdf
many federd and state grants, we would expect
the grantsto stimulateloca government
expenditures.'

Results

Fourteen separate model swere estimated: one
for eachlevd o aggregationand for each mea
sure of decentralization. The estimatesdisplayed
in table 2 for one df the modelsare typical of the
resultsfoundfor the other models. Wefind that
an increasein decentralizationd general-pur
posegovernments, measured by any one o the
three measures,isstatisticallysignificantly re-
lated to adecreasein theszed thelocal public
sector. Thisfindingsupports the decentraliza
tion hypothesis: anincreasein jurisdictional
fragmentationis associated with adecreasein
local budget share.

On the other hand, wefind that an increase
in the number of single-purposeunitsincreases
thelocd budget share. Thissuggeststhat the
costsd providingservicesthrough specid dis
trictsoutweigh the constraining effectsthat
competition may imposeon spending or the
savingsthat result from economiesof scale.
Thus, our resultssupport the argument that the
proliferation of specid districtshasincreased
local spending.

The negativeand significant coefficient on
per capitaincomeisevidenceagainst therele
vance o Wagner's hypothesisapplied to the
local government sector. At the state levd, we
find apostiverdationship, as does Oates. A
negativecorrel ation betweenlocal public-expen-
ditureshareand incomeis not unexpected,
however. Mod studiesd local public-expendi-
turedemandfind incomee adticitiesthat are
significantlylessthan unity, whichimpliesa
declinein aggregate budget share asaverage
community incomerises.8

The positivecoefficients on the population
and intergovernmental transfer variablesare
consistent with our earlier discussion.

B 7 King (1984) offers a comprehensive summary and critique of the
effects of grants on local government spending.

8 Inman (1979) includes a summary of studies of the demand for
local public services.



Mean Coefficient

Variddles (Standarderror) (T-gatistic)
Number of general- 28.8 -.015

purpose units (40.83) (4.48)
Number of single 54.1 .005

purpose units (80.55) (2.79)
Per capitaincome 6.67 -.317

($1,0009) (.98) (2.87)
Ratiodof transfers 1.18 559

tolocal taxes (.53) (3.02)
Populationin SUSA 5.53 .45

(100,000s) (10.04) (3.85)
Totd state 37.0 083

mandates (11.92) (11.59)
Constant 5.23

6.17)

Dependent variable:

local expenditures 6.94

per personal (1.80)

income
Number of 289

observations
R-square 43

SOURCE: Government expenditure datafrom Census of Governments,
1977; personal income and popul ation datafrom the Bureau of Economic
Analysis;state mandates compiled by the ACIR.

Various Measures of
Decentralization

The conclusion that increased decentralization
of general-purpose governmentsis associated
withasmaller local public sector issupported
by our andyssregardiessof which measure o
decentralizationis used. Asseen in table 3, not
only are the coefficientsstatistically significant at
thel percent leve for SVISAsand counties, but
the magnitudesdf the dadticitiesarealso of
smilar magnitudes, with few exceptions. For
example, a the VA levd (columnl), wefind
that a10 percent increasein the number o
genera -purpose jurisdictionsreducesthelocd
publicsector'sshare of personal incomeby 0.6
percent. In the casedof SVISAS a0 percent
increasein general-purposegovernmentswould
mean only an additional three units.
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However, when state-level dataare used, the
datistical sgnificance of the estimatesfals below
the 10 percent confidenceleve. The only excep-
tion istheeffect of the number of general-
purposegovernments, whichisstatisticaly 9g-
nificant right a thel0 percent levd.

Table3 dso revedsthat thesizeof thelocal
publicsector a the SVISA levd isdightly more
responsive to achangein the number of general-
purpose governmentsthan to achangein the
number o single-purposegovernments. This
rel ationship holds no matter which decentraliza-
tion measureis used, but islessconsistent a the
county levd.

IV. Conclusion

We havefound asignificant relationship be-
tween governmental structure and government
size. Two basic relationshipsemergefrom the
andyss Fird, anincreasein the number of
general-purposegovernment unitswithina
metropolitanareaor county boundary reduces
theshared personal incomegoing to theloca
publicsector. Second, an increasein single-
purpose government units has the opposite
and equally significant result of increasingthe
Szed thelocd publicsector.

The differencein behavior betweenthe two
typesdf governmentsunderscoresour conclu-
sion that competitionamonglocd general-pur
pose governmentsconstrainsloca government
spending. Recdl that suppliersaredisciplined
by the presence o other suppliersonly when
they providesimilar servicesto the same mar-
ket. General-purposegovernments meet this
requirement moreclosdaly than do single-pur-
pose governments. Typicdly, asingle-purpose
government isthe solesupplier o aspecific
servicewithinalocd market, whereas each
general-purposedistrict providesasmilar array
of services.

Thus, the existingstructure of government
createstwo opposing forcesaof government
behavior. Competition among general-purpose
units, such as municipalities,constrai nslocal
governmentspending. On the other hand, the
overlappinglabyrinth of single-purposegovern-
mentsstimulates|oca government spending.

Much o the current arrangement of local
governmentsresulted from attemptsby states
and locdlitiesto respond to changing conditions
within the variousconstraintsimposed on
them. Asa practica matter, statesand munici-
palitieshavelimited ability to respond to chang-
ing conditions. Statesare constrained by locd
loydties, vested interests,and theinertiadf the
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Leve of Aggregation

Measure of County
Competition MA All Non-Metro Metro State
A. Number of units
General-purpose -.063 —-.045 —.043 —-.054 —.069*
Single-purpose 040 034 .046 042 .005**
B. Number of units per capita
General-purpose -.076 —-.036 —-.062 —.068 —.032**
Single-purpose 050 035 .045 033 019**
C. Number o units per square mile
General-purpose —-.065 -.018 -.022 -.016 —
Single-purpose 055 005 -.028 023 —

Note: Numbers are expressed as el asticities. All estimatesare significant at the1 percent level unless denoted by an asterisk. Asingle
asterisk denotessignificance at the 10 percent level but lessthan 5 percent level. A doubl e asterisk denotes significance at lessthan the
10 percent level. The estimates are derived by regressing the local government expenditures asa percent of personal income against
measures of government competition, population, per capitaincome, intergovernmental revenue, and state program mandates.
Estimates of atypical regression equation areshownin table 2.

SOURCE: Authors.

statusquo. The power o localitiesto handle
publicservicesis often made difficult by state
statutesthat limit powersto tax and to incur
debt.

Sincethelate1950s, specid districts have
been established asameansdf circumventing
these constrai nts by shifting responsibilities
away from general governments. The federd
government hasfurther stimulated the creation
of specid districtsthrough "direct advocacy;”
Many federa agencieswould rather dedl directly
with officiasof special districtsthan with offi-
cidsfrom general governmentssuch ascounties
or municipalities(Aronsonand Hilley [1986]).

In the past few years, anumber o states have
begunto take asystematiclook & the current
structure of local governments. Severd states
have established advisory commissionsto con-
sider reorganizing and streamlining the per-
ceived fragmentedsystem o loca governments
that dot their landscape. These commissions
appear to be particularly concerned about how
the large number of specid districtsaffectsthe
provisond services.

Our andysisprovidessomeinformationthat

may be useful to thesereformefforts. First, our
resultssuggest that reform effortsdirected
toward special districtsare well-guided. Clealy,
an increasein the number of single-purpose
governments, which consist mostly o specia
districts,increasesgovernment spending.
Although these resultsare very strong, we
should caution that we have not been ableto
control entirely for differencesin the levd o
servicesprovided by these governments. It may
be the case that part of the observedincreasein
spending associated with greater numbers o
unitssimply indicates that additional special
districtsare providingadditional services.

Second, our resultswarn against lumping
together general-purposeand single-purpose
governmentswhen consideringstreamlining
loca government structure. We show that the
two different types of governmentsexhibit
distinctly opposite behavior.

Third, our resultssuggest that acompetitive
environment amongspecific typesd loca gov-
ernments can constrain government spending
and promote theefficient provisiondf loca
public services.
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