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Executive Summary 

This professional paper identifies the shortfall of Minnesota city finances, reviews 

the academic literature on the relationship of size economies of city services and analyzes 

the effect of population size on Minnesota municipal government expenditures. Of 

significant importance is the answer to the following question: “Does size economies exist 

for city government?”  

The major findings follow: 

There has been a decrease in Minnesota property values, a decrease in local 

government aid, and a perceived inability of Minnesota Cities to meet their current fiscal 

obligations. Minnesota has the fifth highest local governments (city or county) per person 

in the nation. This has led to many government officials and citizens to consider 

consolidation, citing economies of scale, as an option to save money. Size economies occur 

when the average unit cost decreases as quantity produced increases. For a city 

government to display size economies, as population increases, expenditures per capita 

would decrease. The majority of studies focused on size economies suggest that there are 

limited or no cost efficiencies associated with larger services or population size. At very 

low levels of population — less than 100 — size economies can exist but quickly level out 

to a constant return to scales. The data analysis conducted uses all 855 cities in Minnesota 

ranging from 2001-2010 to compare expenditures per capita as a function of population. 

The analysis showed a constant price of government around $1,000 per person.  

There are two theories of why this occurs. The first is that cities operate as a 

perfectly competitive market with perfect mobility, perfect information, and identical 
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services which leads to a stable long run price. This theory is quite implausible and leads to 

a second non-competitive theory that cities do not represent a perfectly competitive 

market and require a lengthier explanation. If size economies do exist for certain services, 

they are consumed by budget-maximizing bureaucrats who capture and spend savings 

before they can be passed on to tax payers in the form of decreased tax burden. This 

creates a situation in which the price of government, or expenditures per capita, hovers 

near a constant rate regardless of city size. The high end of this range is limited by people’s 

willingness to pay the budget-maxmizer’s price and the low end by their desire for constant 

services. This constant price of government is known as the thermostat effect1 and in 

Minnesota it keeps the price of city government near $1,000 per person.  

This study does not dispute that studies of size economies of certain services 

indicate there could be unrealized efficiencies for certain cities and certain services. Rather, 

that this solution does not directly address the current problem of decreasing the tax 

burden of the municipal governments.   

Recommendations: 

1. In order to decrease the tax burden, size efficiencies must be found and/or 

programs cut and the budget must decrease before the budget-maximizer can 

institute a new program.  

2. Further analysis of Minnesota cities' individual services should be conducted to 

determine which services might be combined. 
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1.0 Introduction 

This professional paper identifies the shortfall of city finances, reviews the academic 

literature on the relationship of size economies of city service providers and analyzes the 

effect of population size on Minnesota municipal government expenditures. 

Of significant importance is the answer to the following question: “Does consolidation save 

taxpayer money?”  

Section 2 explains the current financial outlook of Minnesota city budgets and why 

cities now, more than ever, are exploring every possible avenue to save money. 

Additionally, this section shows why citizens and government official alike have honed in 

on consolidation as a means of saving money. 

To give the reader an understanding of basic economic theory, section 3 provides a 

brief overview of size economies. Particular attention is paid to the long run average cost 

curve as this illustration is the basic building block that drives size economies theory. I 

conduct a literature review to give context to size economies. Discussions on size 

economies of cities date back to 1902, but there was an explosion of analyses beginning in 

the 1960s corresponding to both the socio-economic situation and the increased 

availability of data.  With the increased access to information, improved communication 

technology, and the improved of means of transportation, many considered consolidation a 

possible way to save money in city governments.  

Section 4 consists of both the methodology and results. 855 Minnesota city budgets 

from 2001-2010 were obtained through the Minnesota State Auditor’s Office. The budgets 

consisted of itemized expenditures and revenues totaling 143 metrics per year. Each city 
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did not report the same data points making total expenditures (which includes debt 

service) and population, the most consistent and best metric to use in this study. A 

regression was run using panel data, both cross-sectional (all cities for each year) along 

with time-series (each city over the 10 year period) producing 8,550 data points. To 

support the basic regression, two graphs were created to easily illustrate the comparison of 

traditional long run average cost curves with the original data. 

The analysis of the results is in section 5 and discusses a purely competitive model 

compared to a non-competitive model.  This study suggests the non-competitive model 

occurs in city governments.  

Section 6 gives policy recommendations to politicians, appointed officials and 

citizens regarding the future of city consolidation and calls for more research on shared 

services. 

2.0 Minnesota City Financial Outlook 

Each year the city of Shorewood, Minnesota is required to balance its budget or, 

more specifically, ensure total expenditures does not exceed total revenues. This is not 

unique to Shorewood or even Minnesota as all state and local governments are required by 

their own state law to balance their budgets yearly. Shorewood — like many cities in the 

United States and Minnesota — faces an increasingly difficult time balancing their budget 

while simultaneously delivering the services demanded by its citizens.  There are many 

reasons this is true: decrease in property values, perceived inability to meet financial 

obligations, decrease in local government aid, and unprecedented city bankruptcies 
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2.1 Painful Property Taxes 

The housing bubble collapse of 2006 has had second and third order effects that are 

markedly worse than simply the loss of housing equity to the general public. The decrease 

in the property value has led to a decrease in the ability to fund city programs as most cities 

generate the preponderance of their revenue through property taxes. 

Table 1: U.S. Federal System of Generating Revenue 
  Primary Secondary Tertiary 

Federal Income tax     

State Sales tax Income tax   
Local 

Property tax Income tax Sales tax (City & 
County) 

 

Property taxes are calculated by using the below formula: 

(Total Proposed Local Budget – Total of Other Local Revenues) = Property Tax Levy   

(Market Value of Your Property) X (Assessment Ratio) = Assessed Value of Your Property 

Your property tax =   (Property Tax Levy) X (Assessed Value of Your Property) 

(Total Assessed Value) 

 

The tax burden of each individual piece of property is simply a fraction of the total 

value, so as property values decreased and government expenditures stayed flat, the 

property tax grew to a larger ratio. Consider if your house was originally worth $100,000 

and your taxes were $2,000. Assuming the crash decreased the estimated value by 25%, 

your house would now be worth an estimated $75,000.  Yet, you still pay $2,000 in 

property taxes because all property value decreased keeping your share the same. As 

shown mathematically and with the example illustrated above, the only way to decrease 
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property taxes or tax levy is to generate revenue in other ways or decrease expenditures. 

But people’s frustration over the $2,000 tax feels like a lot more as it makes up a larger 

percentage of the home value. This decrease in net worth has spawned a movement to 

lower property taxes while keeping services similar. 

2.2 Decreased Ability to Meet Financial Obligations 

The League of Minnesota Cities conducts a survey of City Finance Officers each year and 

in 2009 the results led to many worried about the future of municipal finances. Some of the 

key findings are highlighted below: 

 Nearly nine in 10 (88 percent) city finance officers report that their cities are less 

able to meet fiscal needs in 2009 than in the previous year; 

 Final numbers for 2008 reveal that city expenditure growth (4.9 percent) outpaced 

city revenue growth (3.4 percent); 

 As finance officers look to the close of 2009, they predict that revenues will decline 

(-0.4 percent), while spending will increase by 2.5 percent; 

 To cover budget shortfalls and balance annual budgets, cities are instituting hiring 

freezes and laying off personnel, as well as delaying or cancelling planned 

infrastructure projects.2 
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As depicted by Figure 1, the perceived ability of city finance officers to meet their 

budget goals has begun to drop following the economic downturn of 2006. The increase in 

2007 is due to the lag that occurs between private market revenues and public revenues 

which take anywhere between 18 months to a few years to catch up. Minnesota cities are 

currently feeling the effects of the downturn and are actively looking for ways to save 

money. In the short run, cities have turned to hiring and pay freezes and delaying capital 

improvements to slow down their expenditures. 4 Additionally, they have relied heavily on 

increasing fees for services to add revenue as this is the most responsive and quickest way 

to generate funds. Yet these techniques cannot sustain cities in the long run and most cities 

realize that a more in depth analysis of expenditures is required. Minnesota cities of all 

sizes and jurisdictions will be in deficit by 2015 unless revenues and expenses dramatically 

change. 5 

Figure 1 
Percent of City Financial Officers that 
predict they will be able to meet their 

financial needs 
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2.3 City Bankruptcy Scares 

The number of cities that face fiscal crisis is rising and the specter of facing a 

bankruptcy has many people worried. Three large California cities declared Chapter 9 

bankruptcy in the summer of 2012: Stockton, Mammoth Lakes and San Bernardino.  These 

high profile cases have caused numerous city officials to sit up and take notice of the 

decrease in revenue coupled with the same level of service demands. To compound the 

hysteria, local news programs have been airing segments predicting the collapse of many 

local government bond systems.6 This puts city officials in the unenviable position of 

having to find a way to save money yet deliver adequate services.  

2.4 Decreases in Local Government Aid 

The first Minnesota Local Government Aid (LGA) distribution occurred in 1971 and 

provided funds for counties to conduct human services. 7 Functionally, there are two 

primary reasons why LGA exists: (1) the higher level of government has a larger 

administrative capacity to collect tax revenue, specifically income tax and (2) the higher 

level government collects from a different tax base. Consider the primary revenue 

generators for each echelon of government, local (city and county), state and federal.  Again 

referring to our revenue generating table (table 1) we can see that for a locality to use sales 

taxes in their budget they would primarily rely on the state to distribute that money down. 

Each tax base affects every demographic dramatically differently. A good example would be 

a retiree that lives in a large home, their tax burden would rely much more on property tax 

and much less on income or sales tax. If local governments were then forced to generate 
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more revenue through their primary mean, they would have to rely on their primary means 

or property tax. When LGA gets cut, it disproportionately affects the retiree.  

Table 2: Decrease in LGA 

Year 
Total 

Minnesota LGA 
($) 

2006 484,558,200 

2007 484,558,200 

2008 430,638,682 
2009 481,521,933 

2010 426,535,519 
8 

The decline in LGA from 2006 to 2010 of nearly $60 million is only 1% of the all 

Minnesota city expenditures. In that same time period city expenditures rose 2.6% 

implying that if LGA was to maintain its same percentage of city revenues that it would 

have to increase by 2.6% instead of decrease. The decrease of 1% and the increase in 

expenditures yields a 3.6% shortfall. 

2.5 Why People Consider Consolidation 

The need to decrease costs and improve efficiency has become a common mantra 

among those operating within the public sector and seemingly the quickest way to 

accomplish this is through consolidation of government entities. Efficiency has become a 

strong value where many believe that if organizations are combined, redundancy can be 

eliminated and money saved. The Minnesota Legislative Auditor was commissioned in 

2011 to conduct a study on the fiscal effects of consolidation. The report was released in 

April 2012 and consisted of literature reviews as well as surveys sent out to all Minnesota 

Cities. Two of the most relevant findings are listed below: 
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1. “Consolidation can be a costly, controversial, and complicated undertaking, with no 

guarantee of savings or more efficient operations due to differences among potential 

partners in resources, services, other factors. 

2. Minnesota has over 2,700 local units from very large to extremely small. Minnesota 

ranks second in the nation in total local units and fifth in local government units per 

capita.”9 

As of 2007, Minnesota had the fifth most of local government units (LGUs) per capita 

and second most overall within the United States. This creates situation in which each 

government entity within the state is under intense scrutiny to validate its own 

functionality within the governmental organizational structure.  
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Table 3: Nationwide Local 

Government Units rankings 
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3.0 Basics of Sized Economies 

Economies of scale or size economies is based on the production function which 

simply states that things produced occur based on how much effort or inputs are applied 

towards it. Size economies states that as inputs —land, labor, and capital—increase the 

cost per unit decreases. In city government, the unit produced is the satisfied citizen. For 

size economies to exist in city government, increasing the size of a city's inputs should 

decrease the cost per happy citizen, or average unit cost (AUC). Economies of scale in the 

private sector refer to declining long run average cost as scale or total quantity produced 

increases.11  

To determine if size economies exist in the production function: 

Production outputs increase  

Average Unit Cost should go down  

 

Figure 2 represents the different outcomes that can occur within the context of the 

production and the average unit cost.  Consolidation represents an attempt to achieve 

economies of scale or size economies by decreasing cost as size increases. 
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The traditional economic theory suggests that figure 2d or the U-shaped graph 

would occur in production functions with economies of scale. Grant Forsythe summed up 

the economical jargon best in his 2010 work on sized economies of cities, “In general, 

economic theory holds that as the physical scale of production increases, production 

processes will first exhibit increasing returns to scale, followed by constant returns to 

scale, and finally by decreasing returns to scale.” 13 

 

A) Decreasing 

Average Unit Cost 

C) Increasing Average 

Unit Cost 

D) Decreasing then 

Increasing Average Unit Cost 

B) Constant   Average 

Unit Cost 

E) Decreasing then 

Constant Average Unit 

Cost 

F) Constant then 

Increasing Average Unit 

Cost 

Figure 2: Traditional Size Economies Possibilities: 
Average Unit Cost (AUC) as a function of Quantity Produced (Q) 

Q 

Q 

Q 

Q 

Q 

Q 
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3.1 Other Size Economies Studies 

There have been numerous articles published on the topic of size economies of cities 

since the compilation of data began in the early 1900s. Some suggest that an optimal city 

size exists; Ebenezer Howard wrote in Garden Cities of Tomorrow in 1902 optimal city size 

was found to be 32,00014 which was corroborated in 1937 by William Ogburn’s Social 

Characteristics of Cities in which he found an efficient population to 30,000 and 50,000 15 

This topic went relatively untouched until the latter half of the 20th when an explosion of 

writings on the topic occurred due to both the increase in reportable data and the 

increased use of statistical models using the computer.  

3.2 Arguments that Economies Exist 

Consolidation and size economies of cities have garnered much attention across the 

country in recent years. Grant Forsythe of Eastern Washington University, literature review 

of 2010 resonates nicely with Marc Holzer’s review in 2009 at the Rutgers School of Public 

Affairs in Newark, New Jersey. Holzer’s findings were :  

• “There is an inverted U-shaped relationship between size and efficiency on a general 

level. Efficiency increases with population size up to about 25,000 people, at which point it 

is stable until about 250,000 people, and declines with population after that. In essence, the 

curve states that the smallest and largest municipalities are least efficient. 

• The (inverted) U-shaped relationship is not consistent when evaluating specific service 

types.”16 



 

14 
 

Increasing the efficiencies of government are important to continue to deliver 

quality services at a lower cost, but on their own they do not solve the crux of the dilemma 

for current cities, how to save the taxpayers money.  

3.3 Against Consolidation 

In their 2002 article, Do Economies of Scale Exist in Australian Local Government?, 

Joel Byrnes and Brian Dollery argue against the supposition that population size would lead 

to economies of scale of local government, “in principle, population size need bear no 

systematic relationship to scale economies at all.”17 

This is supported by Forsythe in his concluding remarks, “Overall, the majority of 

these studies suggest that larger municipal service units are not associated with a lower 

average cost per citizen served.”18 Grant Forsythe’s compilation of these papers in 2010 

provides a table that shares the differing opinions of size economies studies (see appendix). 

Most studies indicate that larger populations served do not decrease cost, but could lead to 

increased efficiencies. 

4.0 Methodology 

Data was collected from all 855 Minnesota cites for the years 2001-2010 via the 

State of Minnesota Auditor’s Office. The data included 143 reportable metrics that the 

Auditor’s office tracks including itemized revenue, expenditure, and city demographic data. 

This time period was chosen for a number of reasons: (1) it is recent enough to reflect 

current trends within city government;(2) the economic downturn of 2006-2007 is 
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encapsulated by the data; and (3) the population censes were conducted on either end of 

the data set. 19  

There are two types of reported municipal expenditures: current expenditures and 

total expenditures. Current expenditures do not include large capital costs that reflect debt 

service from capital expenses. Both current expenditures and total expenditures have been 

used in studies of size economies of cities. 20 Yet, not all cities itemize their expenses the 

same; intergovernmental transfers, grants, and capital purchases are routinely placed in 

different categories which creates problems when making cross sectional comparisons. 

Due to the varying size and employment of Minnesota cities, some data fields were left 

blank which included 2,568 current expenditures reports.21 Instead of omitting more than 

30% of the data points, I chose to use total expenditures in my analysis to achieve the 

largest number of data points possible.  

There are many approaches in determining the “size” of the government; 

population, full time employees and square miles all could be considered. Population 

quickly asserts itself as the best metric for examining size economies and cities. Consider 

the situation in which a police department serves a local community. As the community 

grows, so does the amount of police officers required to protect them thus the output is 

population protected making population a good proxy for production. Conversely, consider 

road maintenance which is a function of total paved surface area than population, which 

would be heavily influence by population density. Though this limitation exists, population 

is still the most readily accessible and generally acceptable measurement of city output. A 

second difficulty is the measurement of quality; city services are incredibly difficult to 

measure in terms of quality as there is not a “unit” produced by a factory, rather there is 
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simply the happiness of the citizen. To overcome the quality metric, I have used a large 

amount of data points, 8,550 to control for quality as presumably the poor performers will 

average out with the strong performers and create an average performer. 

The simplest way to determine the cost to produce these goods is to examine how 

much someone is willing to pay for them, or simply where supply price meets demand 

price. Since citizens pay for all services received in the form of taxes, and cities deliver 

based on this amount, the best data point we can find are total expenditures compared to 

population.  

Expenditures per capita and population do have their limitations as David Ammons 

and William Rivenbark argued in 2008 that efficiency should not be measure as cost per 

capita as it is too crude of a data point 22. But I am not arguing efficiency; I am arguing that 

economies of scale don’t translate into saving money.   

As noted, measuring efficiency in terms of cost per capita has limitations, but when 

examining whether municipal consolidation will indeed reduce a citizen’s tax burden, 

expenditures per capita is an appropriate metric. If two cities each had a population of 

5,000 and considered merging, it would make sense for them to project their future 

expenditures not only by combining their budgets, but also by reviewing cities with a 

population of 10,000 and similar levels of service.  

To determine if size economies exist for cities: 

Population(production outputs) increases  

Expenditures Per Capita (AUC) decreases  
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Population is determined through the census and approximated between years. 

Expenditures per capita (EPC) is calculated by taking total expenses divided by the 

population. Calculating a happy citizen is extremely difficult and subjective, but we can 

assume that since each citizen continues to live and pay taxes in their respective city that 

their level of happiness is commensurate with the services being provided for them. 23 To 

control for inflation, I used the inflation-adjusted return to put all dollar values in 2010 

dollars. To help offset the large swings in yearly expenditures per capita, I took the average 

for each city resulting in average expenditures per capita as a function of population. 

4.1 Results: 

Figure 3 depicts the entire data set with the x-axis or independent variable as the 

population and the y-axis or the dependent variable on the y-axis. This graph will then 

illustrate, using nearly 9,000 data points averaged out to 855 to show how city 

expenditures change as population changes (Note: Minneapolis and St Paul were removed 

from all data sets). 

 
Figure 3: Minnesota Cities’ average 

expenditures per capita as a 

function of population 
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Juxtaposing a similar graph from figure 2 (Traditional Size Economies Possibilities) with 

the results assists in interpreting the data. As depicted, it initially seems that there are 

decreasing expenditures per capita which levels out to a relative constant rate. Very small city 

population levels, less than 200 seem to pull the expenditures up necessitating an examination 

into possible outliers. The mean EPC for the entire 8,526 data points is 1,077.6 and the 

median is 887.7 indicating the average price of government. 

4.2 Outliers 

As depicted, many outliers exist that are much larger than the average expenditures 

per capita. Upon further research of these outliers nearly everyone was due to an inter-

government transfer. I called each of the cities that represented the largest outliers to 

determine what caused the large increase in expenditures for that specific year. After 

numerous attempts, I was able to reach the city clerk of Forada, population 190. She told 

me that in 2007, Forada received a grant from the state to rebuild their firehouse 

skyrocketing their total expenditures. 24 Due to the small population size of Forada, the 

expenditures per capita dramatically increased (see table 4). This reflects that smaller 

Average Unit Cost 

(Expenditures Per 

Capita) 

Quantity Produced 

(Population) 

Decreasing then Constant 

Average Unit Cost 
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cities have a higher degree of variability as their expenditures per capita are less insulated 

than the larger cities.  

25 

The years surrounding the firehouse construction show the continued debt service 

which is offset by grants keeps their expenditures above the average in the following years. 

Some would argue that current expenditures would be a better metric as this would not 

include capital projects yet this would eliminate nearly 2,500 data points from the data set 

as not all cities reported their current expenditures.26 Smaller cities have a larger variance 

of per capita expenses because of the smaller population sizes which are 

disproportionately affected by one-time large transfers. 

4.3 Examination of those cities likely to consolidate 

I only wanted to examine those cities with less than 20,000 people as they would 

most likely be the ones thinking their best option was consolidation which is illustrated in 

figure 4 below: 

 

Year Population Expenditures Per Capita ($)

2001 190 546                                                    

2002 190 613                                                    

2003 190 706                                                    

2004 192 691                                                    

2005 193 804                                                    

2006 193 2,980                                                

2007 192 15,280                                              

2008 193 3,499                                                

2009 194 2,395                                                

2010 185 3,804                                                

 Table 4: Forada, Minnesota EPC by Year
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Average Unit Cost or 

(Expenditures Per 

Capita) 

Quantity Produced 

(Population) 

Constant             

Average Unit Cost 

Figure 4: Minnesota Cities’ 

expenditure per capita as a function 

of population without outliers 



 

21 
 

The fitted values line takes the average of all points in the graph showing whether 

the relation between population and expenses per capita is positive, negative, or constant. 

Remembering that the mean for the 8,526 data points is 1,077.6 and comparing that 

against the fitted line of around $1000, it can be seen that the price of Minnesota city 

government remains relatively flat. This graph shows how the preponderance of the cities 

in Minnesota hover around the $1,000 EPC as the fitted line and total average are nearly 

identical. Additionally, the fitted line appears to have a slight upward trend further 

debunking the concept that larger cities would save money.  

When comparing per capita expenditures with population, the data proved to be 

statistically significant and the size of the city does not affect the amount per capita 

spent by a Minnesota city government.  

5.0 Discussion 

There are two principle theories to explain the flat price of city government; city 

governments represent a perfectly competitive model or they represent a non-competitive 

model. Both a perfectly competitive model and non-competitive explanation are given 

below, but due to the strict requirements of a competitive model it is most likely that the 

non-competitive model explains the outcomes. 

5.1 Perfectly Competitive Market 

Long run costs go to one price point as each firm or local government charges a 

similar amount based on perfect mobility, perfect information, and similar services. 

Consider a farmer’s market that has many booths with green beans. All the products are 
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nearly identical, they can be easily tested for freshness and a simple step to the left or right 

allows mobility. This creates a situation in which all the green beans are priced at the same 

point. Since city services are priced at a similar point, a perfectly competitive market could 

be the explanation for this flat price across sizes. This could be true for city services as the 

price is the same, yet mobility, information and similarity in services can quickly be seen as 

far different which requires we look at alternatives to the competitive market model. 

5.2 Non-competitive Markets 

For a non-competitive market to exist there must be other explanatory factors that 

keep the price of city government the same. The high end of the price range occurs as the 

bureaucracy expands and adds services until a citizen gets upset and either votes in new 

leadership or moves. Then as services decline, citizens demand for endowed services 

increases keeping the budget at a stable price. 

5.3 Budget Maxmizing 

William Niskanen’s groundbreaking Bureaucracy and Representative Government in 

1971, public officials have a different budgetary incentive than private individuals. His 

theory describes the budget maximizer’s desire to increase public budgets because their 

personal utility, or level or happiness, is a function of employees and budget instead of 

saving money for the firm.  Not only does a bureaucrat gain more utility with an increased 

budget, but they can demand a larger salary as well. Conversely, a private market will 

typically seek decrease their budget in order to save the firm money and increase the 

revenue of the firm.  
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In order to provide guidance to bureaucracies, most governments operate with an 

elected oversight group. This oversight is traditionally provided by elected officials; city 

council, county commission, or state and federal oversight committees.  Yet these officials 

can fall prey to the same allures that consume the bureaucrat, as if spending more money 

will increase their self-worth through the creation of new schools, trails, roads, or other 

services.  

It is certainly counter-intuitive to believe that a bureaucrat and even elected officials 

are trying to overspend, rather than save money. Yet, Wildavsky excellently illustrates this 

point in The Politics of the Budgetary Process, “a bureaucrat must not promise more than he 

can deliver or he will pay the ultimate penalty of a smaller budget. On the other hand, if he 

does better than expected he may be rewarded with a larger budget or other 

concessions.”27  One example of this comes from the bloated Department of Defense, rather 

than return some of their annual consumables, such as training ammunition, it is 

customary to use or even throw away the ammunition in order to ensure a large allocation 

the following year.  At the municipal level, many have seen a parks and recreation program 

which is created simply to because the money was allocated and not because of demand for 

the service.   

The Niskanen model of 1971 regarding budget maximizing has come under fire 

from academics for years because it was argued that bureaucrats do not seek to necessarily 

maximize their total budgets, but rather, their discretionary budgets. Even Niskanen in 

1991 revised his initial budget maximizing assumption and that it should, “now be dropped 

entirely in favor of an assumption that they act to maximize their discretionary budget.”28 
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Any freedom in discretionary funds will be consumed by a budget-maximizing 

bureaucracy.  

5.4 Endowment Effect 

The endowment effect states that people are willing to demand much more to give 

up an object than they are willing to pay to acquire it.29 Numerous experiments have been 

conducted using behavioral economic theory in which subjects are given an object, such as 

a pen or coffee cup and then asked to sell it. With repeated accuracy, those with the object 

valued it higher than those seeking to obtain it. People do not like to give up an object or 

status they have already obtained, but what is more difficult to intuit is that seller’s loss is 

greater than buyer’s gain. Another example of the endowment effect is given by Daniel 

Khaneman, Knetsch and Thaler in their maturing wine story. A professor has owned a case 

of wine for 30 years and is unwilling to sell a bottle for $200 because they believe it is 

worth more than $200 but that same professor will not buy the same bottle of wine from 

the store for $200 because they believe that is too much. This examples again illustrates 

that once a person is endowed with something their willingness to accept is much higher 

than their willingness to pay for that good.30  

Within the context of city government and service delivery this equates to people 

unwilling to give up certain services like city parks, yet concurrently these same tax payers 

are equally unwilling to pay extra to build new ones. A study was conducted using the 

Grand Canyon within this exact context, it asked the question of how much would the 

public be willing to pay to buy it back from a corporation compared to how much would 

you be willing to sell it to that same corporation. 31 The results are staggering as people’s 
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willingness to pay is far less than the amount they would be willing to sell it for. 

Compounding the endowment effect is a status quo bias exists in which individuals value 

whatever the preexisting state was before examining alternatives. As cities incrementally 

budgeting as it becomes much easier to keep programs within an existing budget showing 

that the best time to capture savings is before a new program can be started.  

5.4 Flat Price of Government 

The Price of Government by Hutchinson and Osborne is predicated on the idea that 

there is a specific amount of money that each government has at their disposal. Of their 10 

recommendations one is particularly salient to this paper, “Politicians love to merge 

organizations, because it looks like they’re taking action to save money.” 32 They continue 

to argue that too often, the prospects of consolidation stem from a knee jerk reaction by 

politicians to do something which manifests itself as consolidating and centralizing. By 

showing that the price of government has remained relatively stable at 6.6 cents per dollar 

of personal income, it follows that saving money is not the result of consolidation as people 

simple have a threshold they are willing to pay. 33 

The price of government has remained relatively stable over the last 50 years. This 

is indicative of what Hutchinson and Osborne call a thermostat effect: as government gets 

too expensive people pull spending down through referendums, recall elections and in the 

rare case, movement out of the locale. If citizens' endowed services are being threatened, 

citizens will increase spending through a similar process.  As citizens are reluctant to give 

up endowed services, this price does bottom out. This creates a situation in which the price 

of government, or expenditures per capita, hovers near a constant rate regardless of city 
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size. The high end of this range is limited by people’s willingness to pay the budget-

maxmizer’s price and the low end by their desire for constant services.  

6.0 Conclusion 

My results show that economies of scale do not exist for total expenditures of 

Minnesota Cities. This is in support of Forsythe’s 2009 conclusion regarding counties, “The 

preponderance of evidence from the reviewed studies suggests: (1) there would be limited 

or no efficiency gains associated with consolidating key county services, and (2) 

consolidation would not substantially alter the county’s economic development.” 34 They 

also support the Minnesota State Legislative Auditor’s Report of 2012, “Consolidation can 

be a costly, controversial, and complicated undertaking, with no guarantee of savings or 

more efficient operations due to differences among potential partners in resources, 

services, other factors.”35 

If size economies do exist for certain services, they are consumed by budget-

maximizing bureaucrats who capture and spend savings before they can be passed on to 

tax payers in the form of decreased tax burden. Citizens are reluctant to give up endowed 

services. This creates a situation in which the price of government, or expenditures per 

capita, hovers near a constant rate regardless of city size. The high end of this range is 

limited by people’s willingness to pay the budget-maxmizer’s price and the low end by 

their desire for constant services. This constant price of government is known as the 

thermostat effect and in Minnesota this keeps the price of city government near $1000 per 

person.  
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Recommendations: 

1. In order to decrease the tax burden, size efficiencies must be found and/or 

programs cut and the budget must decrease before the budget-maximizer can 

institute a new program.  

2. Further analysis of Minnesota cities’ individual services should be conducted to 

determine which services might be combined. 

 

“Size economies have implications for policy makers. The first is that because urban 

settlements rise and thrive because market agents demand their services, they should be 

seen as creatures of the market, not creations of the state. The second is that because 

settlements of different sizes provide differing services, towns, cities, and metropolises are 

more often complements for one another, not substitutes. Third, as a corollary, 

policymakers should aim to improve the functioning of urban settlements, and not become 

preoccupied with their size.” 

    World Bank Research and Observations, 200936 
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