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City Economies 

• Smaller Jurisdictions face significant mobility 
that  limits and shapes local governments. 
– Tiebout, variety and incentives. 

– Mobility puts behavioral responses on steroids.    

• Cities are the absence of physical space 
between people and firms– externalities 
abound, making government necessary.   
– Contagious disease, fire, congestion, crime 

– Large fixed cost infrastructure is standard.   

 

 



Institutions relate to Urban Structure 

• The Property  Tax dominates local revenues– bigger cities, 
perhaps with more market power, use other taxes.  
– Real property is observable, relatively immobile and 

capitalization has other positive effects.         

• Intergovernmental Transfers are a large share of local 
government spending 
– Redistribution and fiscal stabilization.  

• City governments have declined substantially as a share of 
GDP and national spending, but are still more autonomous 
in the U.S. than much of the world.  

• Cities are typically quite constrained in their ability to 
borrow for current expenditures– but they sure try.   
– Ricardian equivalence and the property tax.  



Outline of Paper 

• Functions and Powers of Cities Government 

• Core Economics of City Government  

• The Provision and Financing of Core City 
Services 

• Redistribution in Cities and its Financing 

• City Spending over Time: Infrastructure and 
Deferred Compensation 

• Urban Political Economy 



Functions and Powers of Cities 

• Cities are always creature of state government, 
and have no separate constitutional status.    

– Strong limitations on borrowing, taxing, etc.   

• Their functions differ both within and across 
states– abundant overlapping jurisdictions make 
it difficult to use census of governments data on 
expenditures and taxes.    

• Schooling is the largest local spending areas, but 
police, fire and utilities.    
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City Economies 
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Interpreting Density and Productivity 

• Density Productivity (agglomeration 
economies)  
– Lower costs of moving goods, people and ideas 

– Lower shipping costs (Krugman, 1991), Labor 
market pooling and spread of knowledge 
(Marshall, 1890), division of labor (Smith, 1776),  

• Productivity  Density (either reflecting 
geography, Bleakly, or random productivity).  

• Sorting of more able people into cities.    



Evidence on these Issues 

• Individual Fixed Effects estimates that look at migrants 
(city effects remain but typically take time to appear  
cities and learning). 

• Historic instruments (soil, etc.) continue to productivity 
productivity today (Ciccone Hall, Duranton).    

• Soil also relates to building height which predicts 
productivity.    

•  Quasi-random shocks (Greenstone, Hsieh, Moretti– 
million dollar plants).    

• Amenity related shocks (supply) don’t yield clear 
results.    



Urban Externalities 

• Contagious disease, clean water and sewage. 
– The clean water problem is hobbled by both 

information and externalities from illness.   

• Fire.   

• Congestion in transport. 
– Public role in roads also relates to hold up 

problems.   

• Crime (not really an externality but has similar 
features.   





http://upload.wikimedia.org/wikipedia/commons/b/b5/Burr.jpg
http://upload.wikimedia.org/wikipedia/commons/0/05/Alexander_Hamilton_portrait_by_John_Trumbull_1806.jpg


Author: Branille 

http://upload.wikimedia.org/wikipedia/commons/3/30/ChaseBankChinatownManhattan.jpg




0

5

10

15

20

25

30

35

H
o

m
ic

id
e
s
 p

e
r 

1
0
0
,0

0
0
 R

e
s
id

e
n

ts

Year

Homicides in New York City
1800-2000



Urban Mobility in the U.S. 

• Mobility rates are high in the U.S. and typically 
much higher than the rest of the world.  
– But our mobility elasticities w.r.t local policies are 

too few (Haughwout et al., Blank, 1998, Borjas).   

• Sorting across space is large and poor people 
often live disproportionately in cities.    

• Urban assets get capitalized in housing values 
as well as moving population and incomes.    

• Local housing policies shape growth.    
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Level Spending on Core Services 

• Do we have too much or too little spending on 
things like crime, schools and sewers? 

• The crime literature has more consensus, 
because of estimated significant impacts of police 
spending on outcomes (Levitt, 1995, Evans and 
Owens, 2007). 
– Less consensus on incarceration.      

• The schooling literature has far more 
heterogeneity between Krueger (2003) to 
Hanushek– skepticism about knowing how to 
spending money effectively.    



Public-Private Mix 

• Should these services be provided by private (perhaps 
non-profit) or public entities?  

• BIDs, Charters, Volunteer Fire Depts., Water Companies 
• Hart/Shleifer/Vishny emphsize benefits of soft 

incentives for public enterprises.     
• Innovation and rules (Charter Schools).   
• Evidence on benefits from move from privatepublic 

(Troesken) and public private (recent cost-
containment work).     

• Public control can be a tool for fighting corruption 
(street cleaning in NYC)– but perhaps the needis to 
have change back and forth between systems. 



Paying for Services at the Local Level 

• User fees vs. property taxes vs. other tax 
revenues.   

• User fees are most relevant in transport and 
utilities–  hard to imagine in fire and schools. 

• Relationship of marginal cost vs. average cost. 
• Property taxes allegedly do less to distort 

migration (fixed nature of real property).  
• They distort construction (so do land taxes).  
• Differences across space in sales and income 

taxes can allegedly greatly distort mobility.    
 



Incentive Effects of Revenue Sources 

• Clear theory on property tax impacts on local 
government (maximize local land values). 

• Commercial vs. residential tax differences will 
distort government behavior (Roger Gordon).  

• Intergovernmental transfers are meant to 
address redistribution/budget smoothing, but 
they also are used to shift incentives for local 
governments (NCLB, Race to the Top). 
– Reback, Rockoff and Schwartz (2011).   



Cities, Redistribution and Mobility 

• From Tiebout onward, the promise and pitfalls 
of mobility shape urban public finance.   

• Implies limits on redistribution (Peterson, 
1981), potential poverty traps, use of property 
tax, welfare magnets, etc., etc.   

• But surprising limited evidence on the 
mobility responses to local heterogeneity.   

• Welfare response– Blank (1988), Borjas 
(1999),  Levine and Zimmerman (1999).    



Mobility, Firms and the Rich 

• Relatively little on mobility of the wealthy 
(Feldstein and Vaillant, 1998, Bakija and Slemrod, 
2004– modest, but real effects). 

• A bit on firms (Carlton, 1983, Holmes, 1997)– but 
little about to differentiate particular policies.   

• Identifying different endogenous policies will 
always be hard, but the rise of the LBD and the 
IRS records creates more of a chance of 
estimating a wider range of mobility effects.   



Redistribution via Housing 

• Rent control literature (Friedman Stigler, Johnson, 
Frankena, Barzel, Arnott). 

• Public housing projects and LIHTC (Sinai, 
Waldforgel). Federal initiative with local partners.   

– Impact of public housing appears less negative than 
thought (Currie and Yelowitz, 2001, Jacob).   

• Section 8 Housing Vouchers (MTO Research).  

• Large policies, locally administered, great 
skepticism but limited work.   



Redistribution via Healthcare 

• Municipal hospitals typically began as a tool for 
helping the poor (Bellevue).  
– Also internalizing externalties (Typhoid Mary). 

• They continue to play this role and appear to be 
far less nimble in adjusting to changing incentives 
(Hansmann, Kessler, McClellan). 

• Medicaid reduced the perceived need for city 
hospitals and they have shrunk dramatically.   

• Significant impacts on city budgets and they were 
cut during municipal crises (Freudenberg, 2006).   



Cities and Spending over Time 

• Capital expenditures can be met with borrowing– 
some states require votes. 
– Celini, Ferreira and Moretti use discontinuities on 

school investments. 

• Current expenditures are typically meant to be 
met with current taxes (like states but unlike Feds 
who have tended to cover some shortfalls).    
– Is this optimal?  Weighing the ability to adjust to 

downturns with the advantage of fiscal discipline. 

– Constant attempts to delay spending (Pensions).  



Infrastructure Investments 

• There is an older literature running growth 
regressions on investment– but this runs against 
cost-benefit skepticism.   

• Increasing Federal role in funding seems to create 
less discipline coming from the connection 
between users and payers.   

• Agglomeration theories can bolster benefits (e.g. 
Graham, 2007), but this isn’t necessarily the right 
thing to do (Glaeser and Gottlieb, 2008).    

• Strong track record of foolish investments 
particularly in declining areas.     







Deferred Operating Expenditures 

• Public workers typically have quite high shares of 
their compensation deferred.   

• Political economy explanation– these costs are 
poorly accounted for and politicians manage to 
pass the back to their successors.  

• Novy-Marx and Rauh have done a serious of 
papers identifying that magnitude of the short 
fall using more normal accounting procedures 
than assuming 9% average growth rates.   

• Maria Fitzpatrick has a terrific paper on whether 
teachers really value their pensions.    



Years of 

Experience 

in 1998 

Fraction 

Who 

Purchase 

Upgrade by 

2009 

Fraction 

Who Retire 

by 2009 

Mean Price 

($) 

Mean Cost 

($) 

Number of 

Obs. 

1 0.40 0.02 36 3,071 6,313 

2 0.34 0.03 892 7,063 5,679 

3 0.39 0.03 1,080 11,078 5,569 

4 0.42 0.04 1,645 15,562 6,903 

5 0.44 0.05 2,151 19,773 5,606 

6 0.47 0.06 2,580 24,486 4,613 

7 0.46 0.08 3,208 29,155 4,274 

8 0.55 0.09 3,803 34,025 4,283 

9 0.53 0.13 4,379 39,190 3,747 

10 0.56 0.15 5,077 44,291 3,352 

How Much do Teachers Value Their 
Retirement Beneits?  Maria Fitzpatrick 



Urban Political Economy 

• Institutional differences– strong mayors, civil 
service, fragmentation of metropolitan areas. 

• Relatively few clear impacts on outcomes.   

• Migration interacts with mobility.  
– Ferreira and Gyourko lack of local partisanship 

– The Curley Effect 

• Political Machines and their Reforms 

• Cities within a national system– transfers to 
cities (Paris) and away from them (Albuoy).    


