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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.




New Worlds
to Explore

Empirical Focus

We have substantially rewritten Chapter 2 (“Tools PART 1| Geting St
of Positive Analysis™) to include a description of
recent innovations in empirical public finance. o whch et o o8 A oo T s S 53

Figure 2.1 Multiple regression analysis

more reliable in Panal B than in Panal C, bacause the dala polnts in Panel C are more scattered

Further, we incorporate the lessons of Chapter 2 AT 6 disaiiiie .
in our discussions of empirical evidence , "
throughout the book. Our goal is to make sure I
that readers understand what constitutes credible }
|

empirical evidence of the effect of government
programs and taxation.

Intervept of regression line

Ll [ xpanded
ExrenNaALLTIES Externalities Coverage

When maem v happig he 1 i Kty with bivarelf anal hir e ivonmen

We have included a greatly expanded chapter
on externalities (Chapter 5), focusing more
on incentive-based regulations, such as

I
bt Baviag disin
bugan hy distin-

emission fees and cap-and-trade programs.
This chapter also includes more examples
of applications to environmental policy.

Fxtonalins CHAPTER § 93
Fignes 5.12
¥ i Cap-and-trade
utside the i § versus emissions.
fee whe
marginal soclal
o s o wa benefits are
‘Woatbar eality In & clastic and costs
o T s outeide e P are uncertain
marts mecharism 1 Whon marginal soctl

cosis e higher than
watod, ca-and-Liade
Mer achiows (00 Much
poluion mduction and an
. fow 3<iVoves 100
"

would set the fee at /= in order to achieve a reduction of e*. As before. if A/ rns
out 1o represent the true costs, then this outcome s efficient. Recall that with an
emissions fee, the level of pollution and thus pollution reduction) chunges as the




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
economic tools covered in previous
chapters to this very important issue.

The HEartH CARE MARKET

PWHAT'S SPECIAL AR
HEALTI CARL

(JOVERNMENT AND THE
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The Role of nsurance
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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
can fail to achieve efficiency or
equity. The discussion presents
justifications for social insurance
programs, with a specific focus
on health insurance. The second
health care chapter (Chapter 10)
provides an in-depth discussion
of government’s role in the health
care market.



R

CUITrernt 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.

PUBLIC: EXPENDITURE: PUBLIC
GOODS AND EXTERNALITIES

It Three 4

PUBLIC: EXPENDITURE:
SOCIAL INSURANCE AND
INCOME MAINTENANCE

NV ool sl e, el o sl fonl e i F o sty fous

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

, g -
EMPIRICAL EVIDENC i f T % S N L
IRICAL EVIDENCE 1 2%912 E«}(E (S

The Effect of Air Pollution on Housing Values

' 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

i ed Housing

. _“Policy Perspective”: These boxes provide details on
"ﬁ/recent or proposed policies that aim to address the is-
~ sues discussed in the text. Like the “Empirical Evi-
r o dence” boxes, these flow uninterrupted in the text, us-
ing a fade-in bar for delineation.

Expanded
End-of-Chapter Material |

As in previous editions, each chapter ends with a Summary
bullet point summary of key concepts, as well as R e
: a set of discussion questions. The Eighth Edition

also includes many new discussion questions.
Some of them are computational in nature, and
others give students the opportunity to apply the
material to current public policy controversies.

e advantage of employer-p
rather than infivid,
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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.

oo 1t

The Incantive o
ouple pay o

pariuet rice
s snaiaion

w

each persan the
maximum he or she {5
willing 1o pay far the

Howewer. people iy have incentives 1o hide 1 eferences for n public

good. Ad
Exe to foot the entire tall. he can sl enjoy the show and ver have more money 1o
spend on apples and fig leaves. Someone who lets ofher peaple pay while enjoying
the benefits humself is known as o free rider. OF cowrse. Eve also woulld like 1o be
a free rider Hence. the market may fall short of providing the efficient amount of
the public good. No automatic tendency exists for markets 10 teach the efficient
allocation i Figure 44

Even 1f consumpt 15 exeludable, marker provision ot a nonrival good 18 hikely
to be mefficient. Suppose now that the Nireworks display 1s exeludable. people can
ot see the show without purchastig an admission ficket 1 sers large coliseum
A profit-masimizing entreprencur sells fickets For a fireworks display of & parneu-
lar size, the additional cost of another person viewing 11 s zera (because the display
18 nonrval), Effictency requires that every person be admined who calies the dis
play at more than zero. that 1s, people should be admitted as lony as the benefir 1o
them exceads the incremental cost of zero, Hence, efficrency iequires a price of zera
Hut if the entrepreneur charges everyone a price of zero, then she cannot stay in
business

Is there o way out”? Suppose the following 1w conditiong hold. (1) the entrepre
feur knows each person’s demand curve for the public good. and (21 1t s difticult
or imposstble to transfer the good from wne person to another Under these two
conditions. the entrepreneur could chasge
1 procedure known as perfect price discrimination. People whe

ach person ar mdividual price based on

willingness 10 §

mager alued the rocket display at only a penny would pay exactly that amount. even they

would ot be excluded. Thus. everyone who put any positive vatue o the show would
anend, which is an efficient vuteome ™ However, bevause those who valued the dis
play a ot would pay a very high price. the entreprenenr would be able w0 stay 10
busimess.

Pesfect price discrimination may sesm 1o be the solution until we recall i the
fust condition requires knowledye of everybody's preferences Bt 1t individunly
demand curves were known. there would be no problem m determining the optimum
provision in the first plave ” We conclude that even if 3 noneal commodity 1
excludable. private provision 1 likely 10 Lead 10 efficiency problems

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

Doing Research in Public Finance

Animated PowerPoint Slides—New!

The Eighth Edition includes new, in-depth, comprehensive Power-
Point slides with animated graphs and figures that appear as
if drawn line-by-line to clarify difficult concepts for stu-
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.

. @ Public Finance data available on internet

(elick to connect)
& Resources for Boonpimiss ob i Inlemet

Test 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.

INnstructor s Resource CD  1sen: 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.

Online Learning Center www.mhhe.com/economics/rosen8e 34

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.

&l




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
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