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Vertical Fiscal Externality of Public Education and

Peer-group Effect in Human Capital Accumulation,

Mitsuyoshi YANAGIHARA
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Abstract

This paper considers the economy where both local and central governments spend education
expenditure and parents input teaching time to accumulate human capital of their children. Both
governments tax on parents’ income and spend education expenditure, so that there exists vertical fiscal
externality. As for human capital accumulation, in addition to teaching time by parents in one region, that
by parents in other regions brings about a positive peer-effect on human capital accumulation. Both
governments care for not only the welfare level of the present generation but also the economic growth rate
determined by the human capital accumulation and maximize the weighted average of these elements by
choosing tax rates and education expenditure. First, the equilibrium of a centralized economy where the
central government chooses all policy measures is described. Next, that of a decentralized economy where
after the central government chooses the fiscal transfer to the local government as well as tax rate and
education expenditure, the local government chooses these policy measures.

This paper firstly describes the equilibrium of the centralized and decentralized economy. Secondly, the
equilibrium of the centralized economy can be duplicated by choosing an adequate level of the fiscal
transfer. Finally, we investigate the tax rates and education expenditures when the peer-effect in human
capital accumulation is taken into account.
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