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BACKGROUND

• Reforms in public health care systems
• Regionalisation of expenditure, i.e. fiscal 

federalism
– Need to control expenditure and its

composition
– Resources equalisation



BACKGROUND

The traditional literature on fiscal federalism
deals with local public goods

Health care is something quite different:
• Impure public good
• Merit good
The provision of these goods opens a very

interesting debate on fiscal federalism as
regards local taxes and grants in aid. 



MOTIVATION

The organisation of health care provision in 
Italy and especially its finance has quite
peculiar characteristics.

Two elements in particular:
a) Soft budget constraint
b) Patient’s mobility





…cont

Several explanations are possible. A pure 
soft budget constraint motivation probably
too naive

We argue that the soft budget constraint is a 
solution of a Nash game between regions
with excess capacity and the one that are 
less efficient.



INTERPRETATION
The less efficient local authorities prefer to send

their citizens to receive services outside their
region instead of becoming more efficient. 

The more efficient region, due to the shape of its
utility function, prefers to produce more goods
than are locally needed. 

The lack of coordination between local objectives
and total welfare means that this policy is
optimal at local level, but inefficient at Central
Government level. 



…cont

The outcome of such game is a welfare loss. 
There are in fact two clear losers:

• a) the whole community, which would be
better-off if hard budget constraint rules
were imposed;

• b) the users of the services in the regions
where soft budget constraint is widespread
who have to travel and incur private costs.
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THE MODEL
Country is divided into two local authorities

Fixed quantity of health care 

Financed through a linear income tax

Identical but in their income and the cost to produce health care. 

Local authority A  is richer and more efficient so that the same level of 
fiscal effort produces more services in A than in B.
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CENTRAL GOVERNMENT 
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Grants-in-aid and local taxes
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Decentralised decision
Hard Budget constraint
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SOFT BUDGET CONSTRAINT
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LOCAL AUTHORITY B
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LOCAL AUTHORITY A
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EQUILIBRIUM
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DISCUSSION

• Decentralised solution not first best in this
context

• The net gainer of the soft budget 
constraint policy is not necessarily the 
local authority that incurs in the deficit

• Lack of coordination in the policy and 
fiscal illusion create this problem





THE EXAMPLE

The presence of a soft budget constraint is 
welfare decreasing for the community as a 
whole, but it shares the benefits between 
the two local authorities in ways that have 
not been explored so far. The real winner 
is in fact A, the local authority that 
respects its budget and that appears to be 
the virtuous one.



CONCLUSIONS
• Soft budget constraint arises from a bargaining 

solution between the Regions in which they 
anticipate that the deficit will have to be covered 
at central level.

• The use of a soft budget constraint along with 
passive mobility in fact reduces total welfare of 
the population that has to move and usually this 
aspect is not sufficiently taken into account by 
the decision makers

• The distribution of the benefits may be different 
from what expected


