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Unit 1

Centuries have passed, mixed feelings about government remain, and much of the
controversy still centers around its financial behavior. The subject about the taxing and
spending activities of govemnment is called public finance. This term is something of a
misnomer, because the fundamental issues are not financial (that is, relating to money).
Rather, the key problems relate to the use of real resources. For this reason, some authors
prefer the label public sector economics or simply public economics.

We focus on the microeconomic functions of government, the way government affects the
allocation of resources and the distribution of income. We also will study how government
policies affect the incentives of workers, investors, and corporations to engage in productive
activities. In economics, however, we study the ways individuals make choices to use scarce
resources to satisfy their desires. Also we study the role of markets as a means of establishing
prices that influence individual choices to use resources.

Public finance is the field of economics that studies government activities and the
alternative means of financing government expenditures. As we study public finance, we will
learn about the economic basis for government activities. A crucial 6bjective of the analysis is
to understand the impact of government expenditures, regulations, taxes, and borrowing. on
incentives to work , invest, and spend income . This text develops principles for understanding
the role of government in the economy and its impact on resource use and the well-being of
citizens. '

However, the scope of public finance is sometimes unclear. Governmental regulatory
policies have important effects on resource allocation. Such policies have goals that sometimes
can be achieved by government spending or taxing measures. For example, if the government
wishes to limit the size of corporations, one possible policy is‘to impose large taxes on big
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Finance

corporations . Another is to issue regulations making fims that exceed a particular size illegal .
However, while corporate taxation is a subject of intense study in public finance, antitrust
issues receive only tangential treatment in public finance texts and are covered instead in
courses on industrial organization. While this practice seems arbitrary, it is necessary to limit
the scope of the field.

Public finance economists analyze not only the effects of actual government taxing and
spending activities but also what these activities ought to be . Views of how government should
function in the economic sphere are influenced by ideological views concerning the
relationship between the individual and the state. Political philosophers have distinguished
two major approaches.

Public finance is the field of economics that studies government activities and alternative
means of financing government expenditures. Modern public finance emphasizes . the
relationships between citizens and governments. Government goods and services are supplied
through political institutions, which employ rules and procedures that have evolved in
different societies for arriving at collective choices. Increasing in government goods and
services require decreased private use of resources. Government goods and services are
usually made available without charge for their use, and they are financed by compulsory
payments (mainly taxes)levied on citizens and their activities. The distribution of tax burden
itself is determined through the political interaction of citizens.

In modern mixed economies, the size of the government sector range between one-
quarter and one-half of gross domestic product. A major goal in the study of public finance is
to analyze the economic role of government and the costs and benefits of: allocating resources
to government use as opposed to allowing private enterprise and households to use those

resources.,

a Organic View of Government ]

Society is conceived of as a natural organism. Each individual is a part of this organism,
and the government can be thought of as its heart. Yang Chang-chi, Mao Tse-tung’s ethics
teacher in Péking, held that “a country is an organic whole, just as the human body is an
organic whole. It is not like a machine which can be taken apart and put together again.”The
individual has significance only as part of the community, and the good of the individual is

..



defined with respect to the good of the whole. Thus, the community is stressed above the
individual . For example, in the Republic of Plato, an activity of a citizen is desirable only if it
leads to a just society. Perhaps the most infamous instance of an organic conception of
government is provided by Nazism: “National Socialism does not recognize a separate
individual sphere which, apart from the community, is to be painstakingly protected from any
interference by the State-:- Every activity of daily life has meaning and value only as a
service to the whole.”

The goals of society are set by the state which leads society toward their realization. Of
course, the choice of goals differs considerably. Plato conceived of a state whose goal was the
" achievement of a golden age in which human activities would be guided by perfect rationality

on the other hand, Adolf Hitler viewed the state’s purpose as the achievement of racial
purity: “The state is a means to an end. Its end lies in the preservation and advancement of a
community of physically and psychically homogeneous creatures.” According to Lenin, the
proletarian state has the purpose of “leading the whole people to socialism--* of being the
teacher, the guide, the leader of all the working and exploited people.”

' Because societal goals can differ, a crucial question is how they are to be selected.
Proponents of the organic view usually argue that certain goals are natural for the societal
organism to pursue. Pursuit of sovereignty over some geographical area is an example of such
a natural goal. (Think of the Nazi drive for domination over Europe.) However, although
philosophers have struggled for centuries to explain what natural means, the answer is far
from clear. -

e Mechanistic View of Government ]

In this view, gq&emrnentis not an organic part of society. Rather, it is a contrivance
created by individuals to better achieve their individual goals. As the American statesman
Henry Clay suggested in 1829, “Government is a trust, and the officers of the government are
trustees; and both the trust and the trustees are created for the benefit of the people.” The
individual rather than the group is at center stage. :

Accepting that government exists for the good of the people, we are still left with the
problem of defining just what good is and how the government should promote it. Virtually
everyone agrees that it is good for individuals when government protects them from violence.
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To do so’ government must have a monopoly on coercive power. Otherwise , anarchy develops,
and as the 17th century philosopher Thomas Hobbes noted, “The life of man ( becomes)
solitary, poor, nasty, brutish and short.” Recent events in Somalia, in which no effective
national government exists and violence is widespread, confirn Hobbes’s observation.
Similarly,in The Wealth of Nations, Adam Smith argues that govemment should protect “the
society from the violence and invasion of other independent societies,” and protect “as far as
possible every member of the society from the injustice or oppression of every other member
of it”.

The most limited government, then, has but one function——to prevent its members from
being subjected to physical coercion. Beyond that, Smith argued that government should have
responsibility for “creating and maintaining certain public works and certain public
institutions, which it can never be for the interest of any individual, or small number of
individuals to erect and maintain” . Here one thinks of items such as roads, bridges, and
sewers—the infrastructure required for society to function.

At this point, opinions within the mechamstlc tradition diverge. Libertarians, who believe
in a very limited government, argue agamst any further economic role for the government. In
Smith’s words, “Every man, as long as he does not violate the laws of justice, is left perfectly
free to pursue his own interest his own way” . libertarians are extremely skeptical about the
ability of govemments to improve social welfare. As Thomas Jefferson pungently put it,
“Sometimes it is said that man cannot be trusted with the government of himself. Can he,
then, be trusted with the govemment of others? Or have we found angels in the forms of
kings to govern him? Let history answer this question.”

In contrast, those whom we might call social democrats believe that substantial
government intervention is required for the good of individuals. These interventions can take
such diverse forms as safety regulations for the workplace, laws banning racial and sexual
discrimination in housing, or welfare payments to the poor. When social democrats are
confronted with the objection that such interventions impinge on individual freedom, they are
apt to respond that freedom refers to more than the absence of physical coercion. An
impoverished individual may be free to spend his income as he pleases, but the scope of that
freedom is quite limited. Of course, between the libertarian and social democratic positions
there is a continuum of views with respect to the appropriate amount of government

intervention.
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° Individuals and Government ]

Public Finance is nothing else than a sophisticated discussion of the relationship
between the individual and the state. There is no better school of training than public
finance. )

People’s views on how the govemment should conduct its financial operations are
heavily influenced by their political philosophies. Some people’s top priority is individual
freedom; others place more emphasis on promoting other aspects of the well-being of the
community as a whole. Philosophical differences can and do lead to disagreements as to the
appropriate scope for government economic activity.

However, forming intelligent opinions about public policy requires not only a political
philosophy but also an understanding of what govemment actually does. Where does the legal
power to conduct economic policy reside? What does government spend money .on, and how
does it raise revenue?

What would it be like to live in a nation without government? There would be no
system of courts to administer justice. Provision of national defense and homeland security
would be difficult or disorganized with no central government to maintain and supply the
amed forces, and welfare that provide income support to the elderly, the unemployed, and the
poor or disabled. How would police and fire protection be provided? Driving on roads and
over bridges that we take for granted could also be a problem because virtually all the
highways, streets, and the other public transportation infrastructure we use every day are
supplied and maintained by governments or their agencies. There would be no publicly funded
elementary and secondary schools. Higher education, which is heavily subsidized by both the

central and local govenm:eﬁt, also would be in trouble. The system of health care depends on

government programs to pay the medical bills of many of the poor, the elderly, and veterans.
Institutions ranging from medical schools to public clinics and hospitals would have their
operations impaired without government support.

Now that we have finished reflecting on what our life would be like without government,
we can better appreciate how much we rely on govemment services each day. However, the
role of government in society is hotly disputed because we differ in our assessments of the
costs and benefits of government programs, Many people think the role of govemnment in the
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Finance

economy needs to be expanded and look to government to help solve their own problems.
Others think the role of government in the economy is already excessive and would like to see
its scale of influence reduced.

Governments are organizations formed to exercise authority over the actions of people
who live together in a society and to provide and finance essential services . Many citizens and
resources are employed in the production of govenment services. Individuals pay taxes and,
in many cases,are recipients of income financed by those taxes. For example, Social Security
pensions, unemployment insurance compensation, and subsidies to the poor are financed by
taxes.

The extent to which individuals have the right to participate in decisions that determine
what governments do vary from society to society. What governments do, how much they
spend, and how they obtain the means to finance their functions reflect political interaction of
citizens. Political institutions constitute the rules and generally accepted procedures that
evolve in a community for determining what government does and how government outlays are
financed. Through these mediums, individual desires are translated into binding decisions
concéming the extent and functions of government.

Such' democratic institutions as majority rule and representative government offer citizens
an opportunity to express their desires through voting and through attempts to influence the
voting of others. Under majority rule, one alternative (such as a political candidate or a
referendum to increase spending for education)is chosen over others if it receives more than
half the votes cast in an election. Just as economic theory is usefully applied to analysis of
market interaction and individual choice, so can it be applied to political interaction and
choices. Modern economics bases the study of government activity on a theory of individual
behavior. .

0 The Allocétion of Resources )

The former Soviet republics and those nations of Eastern Europe formerly dominated by
Communist regimes are transforming their centrally planned economies into mixed economies.
This process of transition involves privatizing government-owned resources and the
introduction of free markets.

‘What is it about free and competitive 'markeéts that works to squeeze' more out of
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productive resources than has been possible in centrally planned economies? Can we rely on
markets to satisfy all the desires of individuals? When do markets fail to supply useful goods
and services, and when does the profit motive, which is necessary to keep a market system
going, result in undesirable side .effect? To answer such questions, we must first develop
some norms for evaluating resource use. We must then examine how well markets achieve
results that satisfy the criteria we set up to evaluate resource use. Afier we evaluate free
market performance, we can then discuss possible defects of markets and examine how these
defects give rise to demands for government goods and services.

A useful starting point for analyzing government activities is the study of the role of
markets in allocating resources . Markets facilitate exchange of goods and services and inputs.
Free exchange between buyers and sellers in unregulated, competitive markets often achieves
outcomes that rate high in terms of the standards of economic performance used by many
economists . However, markets cannot be relied upon to supply all useful goods and services,
and sometimes market transactions have undesirable side effect, such as pollution. In those
circumstances, government supply of goods and services through political institutions can
result in net gains to citizens’ well-being.

Government provision of goods and services requires labor, equipment, buildings, and
land, The real cost of government goods and services is the value of private goods and
services that must be sacrificed when resources are transferred to govemment use. When
citizens pay taxes, their capacity to purchase goods and services for their own exclusive use
(such as automobiles, clothing, housing, cameras, and dining out)is reduced. Resources that
are thereby diverted form private use are purchased or otherwise obtained by government.
Taxes also have indirect costs because they distort choices. Taxes affect ‘prioes of goods and
services and the incentive 1o work, save, and allocate expenditures among goods and services.
Taxes impair the operation of the economy by inducing individuals to make choices based not
only on the benefits and costs of their actions but also on the tax advantages or disadvantages
of their decisions. The distortion in resource use and loss in output that results from the effect
of taxes on incentives is also part of the cost of government activity.

The resources governments obtain are used to provide citizens with goods and services,
such as roads, police and fire protection, and national defense. These government goods and
services are shared by all; they cannot be used by any one citizen exclusively. Other goods
and services provided by government are limited in availability to certain groups,such as the
aged or children, as with Social Security pensions and public schooling..

. 7 .




Finance

The trade-off between government and
private goods and services can be illustrated
with the familiar production-possibility curve.

@ o

As shown in Figure 1.1, this curve gives the
alternative combinations of government goods
and services and private goods and services

that can be produced in an economy, given its

Government Goods
and Services per Year
Q

productive resources and technology and

assuming that resources are fully employed. 0 )é M

2 1
Private goods and services are those items, Private Goods and Services
such as food and clothing, which are usually per Year

made available for sale in markets.

. Figure 1.1 A Production-Possibility Curve
Government goods and services, such as

The production-possibility curve = shows
alternative combinations of government goods
and services and private goods and services
1.1, MX, units of private goods and services. that can be produced in an economy. The curve
are forgone by individuals so that government  assumes that productive resources and

roads, schooling, and fire protection, usually
are not sold in markets. At point A in Figure

can provide 0G, units of goods and services.  technology are given. An increase in
Resources that would have been employed in ~ government goods from 0G, to 0G, requires a
producing private goods and services are used sacrifice of X,X; units of private goods per

year

by the government to provide services and
exerf:_is& its functions. _
An increase in the amount of government goods and services provided per year from 0G,

to 0G, requires a reduction in the amount of private goods available per year.In Figure 1.1,
the annual amount of private goods available declines from 0X, to 0X; as the economy moves
~ from point A to point B on the production-possibility curve. For example, suppose that
individuals demand more environmental protection services. To make these services available,
govemnments might raise taxes paid by firms that pollute the air or water or they could enact
more stringent regulations that prevent pollution. The new regulations or taxes are likely to
increase costs of production for business firms, causing the prices of products produced by
these firms to increase and quantities demanded in the marketplace by consumers to decline.
The new policies will result in improved environmental quality—a government-supplied
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good—but will also require that households sacrifice consumption of private goods and
services to pay for the cleaner environment.

Government goods and services are, by and large, distributed to groups of individuals
through the use of nonmarket rationing. This means that govemment goods and services are
not made available to persons according to their willingness to pay and their use is not
rationed by prices. In some cases, the services are available to all, with no direct charge and
no eligible requirements. The provision of national defense services is one strong example of a
good that is freely available to all and not rationed by prices. In other cases, criteria such as
income, age, family status, residence, or the payment of certain taxes, fees, or charges are
used to determine eligibility to receive benefits. For example, to receive Social Security
pensions in the United States, individuals must be of a certain age (or be disabled), have
worked for a certain period of time (about 10 years) while covered by Social Security, and
must have paid their share of Social Security taxes during that time. Similarly, a fare must be
paid to use public transportation facilities in cities. If the fares paid do not cover the full cost
of operating the system, the deficit is made up by taxes levied by government.To be eligible
for elementary schooling in a given school district, children must reside within the boundaries
of that district. . '

In public finance, we study how the means of rationing the use of government goods and
services and financing their resource costs affect incentives, resource use, and production

possibilities .

e The Mixed Economy, Market,and Politics )

Most nations today have mixed economies. A mixed economy is one in which government
supplies a considerable amount of goods and services and regulates private economic activity.
In such an economy, govenment expenditures typically amount to between one-quarter and
one-half of GDP. Taxes absorb at least one-quarter of national income in the typical mixed
economy, and governments usually regulate private economic activities and use taxes and
subsidies to affect incentives to use resources.

In a pure market economy, virtually all goods and services would be supplied by private
firms for profit and all exchanges of goods and services would take place through markets,
with prices determined by free interplay. of supply.and demand. Individuals would be able to
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‘purchase goods and services freely, according to their tastes and economic capacity ( their
income and wealth) , given the market-determined prices.In mixed economies, provision of a
significant amount of goods and services take place through political institutions. This involves
interaction among all individuals of the community , rather than just buyers and sellers—as is
the case when goods and services are provided by markets.

In a market, buyers are not compelled to purchase something they do not want . Political
decisions, however, often compel citizens o finance govemment services and programs,
regardless of their personal preferences.

In a pure market economy, all productive resources are privately owned by individuals
who decide how to use these resources. These individuals, together with others living in their
households, make decisions about how to use the resources they own. Their decisions are
influenced in part by market prices for goods and services. They offer their resources for sale
as inputs in the marketplace.

Private business firms are organized to hire resources in input markets to produce goods
and services desired by household members. The products, in tum, are sold by businesses to
households in output markets. .

In a perfectly competitive market economy, no seller can influence prices. Instead, prices
are determined by free play of the forces of supply and demand. Given market prices,
households decide to sell the resources they own, and finns decide which inputs to buy and
what outputs to produce. This process is summarized as a simple circular flow diagram in
Figure 1.2.Let’s first look at the relationships that would exist in the economy if there were
no governments. The lower loop of the diagram represents the input markets, where
households sell the resources to firms for market-determined prices. The upper loop is the
output market, where an array of outputs is offered for sale to households, which, in tum, pay
for them with the dollars earned from the sale of their members’ productive resources. The
distribution of income depends on the distribution of ownership of productive resources and
the prices and other financial retuns that resource owners receive from employment of those
resources in production. In a pure market economy, all goods and services would be produced
by business. ‘

In a mixed economy, government pérticipates in markets as a buyer of goods and
services. Figure 1.2 depicts government activities in the central portions of the diagram.
Governments purchase inputs from househiolds and acquire ownership rights of such
productive resources as land and cap’ital‘. Governments use these inpuis to. provide goods and
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Figure 1.2 Circular Flow in the Mixed Economy
The upper and lower loops represent transactions between
households and business firms in markets. Households use the
income they earn from the sale of productive services to purchase

the outputs .of business firms. The inner loop represents transactions
between households and government and between business firms
and government. Governmenis purchase productive services from
households and outputs of business firms. These purchases are
financed with taxes, fees, and charges levied on persons and firms,
and the inputs acquired are used to provide government services
and transfers ‘

services that are not sold to households and business firms but are made available though U nit

nonmarket rationing. However, governments do sometimes own and operate enterprises such as 1

the postal service, railroads, liquor stores, and state lotteries.
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