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A New Look
at Public Finance

The British philosopher and mathematician Bertrand
Russell wrote, “Change is one thing, progress is another.”

In this eighth edition, we have made many substantive changes that reflect the progress
that has been made in the field of public finance. At the same time, we have been
careful to stay focused on the central mission of the book—to explain as clearly as
possible how the tools of economics can be used to analyze government expenditure

and tax policies.

In some respects, the field of public finance is quite different than it was even just a few

years ago. On the empirical side, there have been exciting applications of experimental
and quasi-experimental techniques to measure the impact of public policies. On the
theoretical side, the integration of the analysis of government spending and taxation

with basic economic theory has improved.

This book incorporates these recent developments and along the way takes its readers to

the frontiers of current research and policy. While the information presented is cutting
edge and reflects the work of economists currently active in the field, our approach
makes it accessible to undergraduates whose only prior exposure to economics is at the

introductory level.

Each chapter of this eighth edition has something new. Rather than provide a long list

/ of changes, we will instead highlight the major changes.
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New Worlds

to Explore

Empirical Focus

We have substantially rewritten Chapter 2 (“Tools
of Positive Analysis”) to include a description of
recent innovations in empirical public finance.
Further, we incorporate the lessons of Chapter 2
in our discussions of empirical evidence
throughout the book. Our goal is to make sure
that readers understand what constitutes credible
empirical evidence of the effect of government
programs and taxation.

PART | Getting Started

Figure 2.1 Muluple regression analysis

Panel A shows there s 2 positive comelation between hours of work and after-tax wages. Panel B shows the regression line that fits through these data
points, which yields an estimate of the magndude of the relationship between the two variables. The estimated relationship between the two vanables s
more reliable in Panel B than in Panel C, because the data points in Panel C ate more scattered.

A A scatter diagram B Arepression line € Aregression line in & scatter
diagram with increased
dispersion
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Eredie® xpanded
EXTERNALITIES Externalities Coverage

When wn 1 Ay b i in ey with Aself o b emsomment

twaties, paper mills produce the chem

We have included a greatly expanded chapter
on externalities (Chapter 5), focusing more
on incentive-based regulations, such as
emission fees and cap-and-trade programs.
This chapter also includes more examples
of applications to environmental policy.

Eataalie CHAPTER 5 93

Figure 5.12
Cap-and-trade
versus emissions
fee when
marginal soclal

s are
clastc and costs
M

pollibon redeton 30d a0
smvssions foe xenws 100

. e coluton redecton
e Howers, 30 arissons 1o
s more whcant

Podtution
redoction

would set the fee at /* in order to achieve a reduction of ¢*. As before, if MC™® turns
oul to represent the true costs, then this outcome is efficient. Recall that with an
emissions fee, the level of pollution (and thus pollution reduction) changes as the
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Another large change is the inclusion of
a chapter on education (Chapter 7). A
stand-alone chapter on education pres-
ents a useful opportunity to apply the R ———
economic tools covered in previous Te T
chapters to this very important issue.

Health Care

Health care is an ever more prominent item on the
economic policy agenda, so we have added an addi-
' tional chapter on this topic. The first health care
- ; chapter (Chapter 9) now includes a detailed explana-
: tion of insurance markets and
how private insurance markets
GOVERNMENT ANID “THE can fail to achieve efficiency or
MarkeT FOR Hearrn Care i equity. The discussion presents
. Justifications for social insurance
. programs, with a specific focus
- on health insurance. The second
. health care chapter (Chapter 10)
i provides an in-depth discussion
of government’s role in the health
!

> WHAT'S SPEC 1Al
HEALTT CARE!

T holth of th peopl e watly the fombation speom ubich alt thess hopipin s amed
ot dfund

Ihe Role of Insurance

care market.
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Current Issues

Throughout the text readers will find the
latest findings in the literature applied to
the analysis of new policies and policy
proposals. For example, we have signifi-
cantly expanded the chapter on Social Se-
curity (Chapter 11), with particular em-
phasis on various reform proposals.

Part Two

PUBLIC EXPENDITURE: PUBLIC
GOODS AND EXTERNALITIES

PUBLIC EXPENDITURE:
SOCIAL INSURANCE AND
INCOME MAINTENANCE

mment plays in health insurance markets. Chapter
y. 8 program for reticees that provides (smong
against the possibility that people may use up theis
they do

. government programs that redistribute income are ako
nsurance—they protect pacple against the risk of ling In abject

tor 12 uses the theory of welfare economics to discuss the
conceptusl basis for income redisuibiution, and Chaptar 13 analyzes the major
antipaverty pragrams in the United States

other things) insur
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Will s il el e, 188 st 30l ficd s, i Hom st ot

challnges th

Soclal Securnty expenditures (143/-20081
siogn 10 2005 So0M Sacsry exacdtures m

Organization

The most significant change to the
organization of the book is the division
of the part on public expenditures into
two parts: one on public goods and
externalities, and the other on social
insurance and income maintenance.
The motivation for this change is the
increasing government role in provid-
ing social insurance. We now present
more material on the fundamental
economics of insurance and the pros
and cons of government involvement
in insurance markets.




New Ways to Learn

momoenes e | 1EXE BOXES

Traditional text boxes can disrupt the flow of a book,
causing many students simply to skip them. Therefore,
we have introduced “partial” text boxes that are inte-
grated into the text both substantively and visually.
This allows for content elaboration without sending a
signal that it is separate from the rest of the text.

“Empirical Evidence”: These boxes draw on the
material discussed in Chapter 2 to discuss the spe-
cific studies used to estimate the effects of the poli-
cies cited in the text.

/“Policy Perspective”: These boxes provide details on
recent or proposed policies that aim to address the is-
- sues discussed in the text. Like the “Empirical Evi-
. dence” boxes, these flow uninterrupted in the text, us-

| ing a fade-in bar for delineation.

;Expémdéd |
End-of-Chapter Material

As in previous editions, each chapter ends with a summary

‘bullet point summary of key concepts, as well as =
'a set of discussion questions. The Eighth Edition : ?
also includes many new discussion questions. T *
Some of them are computational in nature, and :
‘others give students the opportunity to apply the \'

'material to current public policy controversies.

|
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While we keep the end-of-book glos-
sary from previous editions, a new
feature is the inclusion of the defini-
tions of key terms in the margins of
the text. This allows readers to obtain
brief definitions of these terms with-
out interrupting the flow of their

reading.
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free viges

The Incantive ta ot s0ar
Sucsle pay 91 public

go0d while you anjey Ihs
N

wiiling 1o pay lor the
goed.

However. people may have meentives 1o de their true preferences for a public
oo Adam may falsely clum that freworks mean nothing to him. I he can et
Eve 10 foot the entire bill. he can sill enjoy the show and yet have more money o
spend on apples and fig leaves. Someone wha lets other people pay while enjoying
the benefits himself 1s known as a free rider. Of course. Eve also would Iike to be
a free nder. Hence. the market may fall short of providing the efficient amount of
the public good. No automatic tendency exists for markets to reach the efficient
allocation m Figure 4.4

Exen if consumption 1s excludable. market prosision of a nonrnal good 1s likely
1o be metficient. Suppose now that the fueworhs display s \l-k people can
not see the show without purchasing: sin admission tichet 1o Diseum
A profit-maximzing entreprenenr sells tickets For a fireworks rlhpl M of a parmieu-
lar size. the addimonal cost of another person viewing 118 zero (because the display
is nonrival) Efficiency requires that esery person be admited who values the dis
play at more than zero; that is. people should be adminted as long as the
them exceeds the icremental cost of zero. Hence. efficiency requires a price of zero
But if the entreprencur charges everyone a price of zero, then she cannot stay i
business

Is there 2 way out” Suppose the following two conditions hold (1) the entrepre
neur knows each person’s demand curve for the public good: and (2) 1t 15 difficult
or impossible 1o transfer the good from vne person o another Under these two
conditions. the entreprencur could (harge cach person an mdwidual price ba
willingness 1o pay. a procedure known as perfect price discrimination. People who
valued the rocket display at only 2 penny wonld pay exactly that amount. even they
would not be excluded. Thus, everyone who put any positive value on the show would
attend. which s an eflicient outcome * Howeser. because those who salued the dis-
play a lot would pay a very high price. the entreprencur would be able to stay n
business.

Perfect price discrimination may seem 1o be the solution until we recall that the
first condition re s ces. But it mdniduals’
demand curves were known, there swould be no problem i determining the opiimum
provision n the first place” We conclude that even if 2 nonrnal commodity 1s
excludable, private provision s likely 1o lead 1o efficiency problems

o

Captions
We have included brief, easy-to-understand
captions for all tables and figures.
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Up-to-date Tools
and Supplements

e ez

Doing Research in Public Finance

Animated PowerPoint Slides—New ! [ it

(click to connect)

The Eighth Edition includes new, in-depth, comprehensive Power- . Resourses for Ecoporits a the datemet
. . 3 . " =’ U5, Censtis Bureau
Point slides with animated graphs and figures that appear as  Uiisenity of Mishisaals Office of T olicx
if drawn line-by-line to clarify difficult concepts for stu- §& | caénu:i_engnmér;ieniion Crowd Out
¢ Education?

dents. Many chapter presentations also include hypertext
links to sub-component slides and data sources, allowing the
instructor the flexibility to pursue certain topics further in a
presentation while spending less time on others.

[est Bank
Public Finance has been known for its strong, rigorous test bank ques-
tions, and the Eighth Edition continues this tradition. The test bank has
been expertly updated to reflect the cutting-edge changes in the text,
and the optional computerized format is perfect for generating custom
exams and quizzes.

Instructor’s Manual

Like the test bank, the instructor’s manual has been updated in both content and structure for su-
perb content correlation and for ease of use.

e~ EevAe 3 S B LS s o ) ) o

Instructor s Resource CD  isen: 0073272302

The IRCD includes the PowerPoint slides, the Test Bank, and the Instructor’s manual, all in one
convenient place. It also contains a convenient digital image library of all the figures in the text,
essential for customizing class multimedia presentations.

On“ne Learning Center www.mhhe.com/economics/rosen8e

In the Online Learning Center, students can access PowerPoint slides and interesting web
links, while instructors can also access a downloadable version of the Instructor’s Manual and
link to resources like PageOut.



Despite these many modifications, the basic thrust of the book is unchanged.
As in the previous editions, the goal is to interweave institutional, theoretical,
and empirical material to provide students with a clear and coherent view of
government spending and taxing.

During 2003-2004, we worked together at the Council of Economic Advis-
ers. People frequently ask us whether this time in government changed our
views of the role of economics. We certainly learned an enormous amount
about fiscal institutions and the policymaking process. But we both came away
from the experience more convinced than ever that modern public finance pro-
vides a practical and invaluable framework for thinking about policy issues.
In this textbook, we have tried to do just what we did when we worked in
Washington—to emphasize the links between economic analysis and current
political issues.

Harvey S. Rosen and Ted Gayer




