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Preface

“It is a foolish thing to make a long prologue.” (II Maccabees 2:32) I shall
follow this Biblical advice, and be brief in describing the features of this
book. The field of public finance has been changing rapidly in recent
years. On the theoretical side, one of the main achievements has been to
integrate the analysis of government spending and taxing more closely
with basic economic theory. A prime example is the literature on optimal
taxation, which has attempted to derive prescriptions for government
fiscal behavior using standard economic tools, rather than to annunciate
a set of ad hoc “principles” for tax design. On the empirical side, the
most exciting development has been the widespread application of the
tools of econometrics to understanding how tax and expenditure poli-
cies affect individual behavior, and how the government itself sets its
policies.

The results of modern research have been slow in entering traditional
texts. This book brings its readers up to many of the frontiers of current
research. The approach to the material, while quite accessible to under-
graduates, is basically the approach shared by most economists who are
now active in the field.

The development of public finance has not proceeded free of contro-
versy. In this book, disputes concerning both methodological issues and
substantive problems are discussed at length. One reviewer of an early
draft of the manuscript warned against displaying too much of the pro-
fession’s dirty laundry in public. My feeling, however, is that ““full dis-
closure” should apply not only in the market for securities, but in the
market for ideas as well.

There is some tendency for economic analysis to lose touch with the
reality it is supposed to describe. I have tried to avoid this tendency. The
relevant institutional and legal setting is described in ample detail.
Moreover, the links between economic analysis and current political
issues are constantly emphasized.

Organization

Part One consists of two short chapters which provide a broad per-
spective on the role of government in the economy. Part Two discusses
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the methodological tools used in the study of Public Finance. These
include the methods of empirical analysis (Chapter 3) and the funda-
mentals of theoretical welfare economics (Chapter 4). The remainder of
the book follows the conventional tactic of analyzing government expen-
diture and revenue raising activities separately. Part Three (Chapters 5
through 10) deals with the expenditure side of the budget; various gov-
ernment programs are described and evaluated. Part Four (Chapters 11
through 13) provides a theoretical framework for discussing taxation.
The major taxes are analyzed using this framework in Part Five (Chap-
ters 14 through 18). Finally, Part Six considers public finance in a multi-
jurisdictional setting; Chapter 19 deals with the special issues that arise
under a federal system of government, Chapter 20 concerns interna-
tional issues.

Some instructors may choose to do the tax side (Parts Four and Five)
prior to the expenditure side (Part Three); the book is designed so that
this can be easily done. In the same way, the chapters within Parts
Three, Four, and Five can generally be taken up in any order desired
without serious loss of continuity.

This book is designed for use in undergraduate programs, and gradu-
ate programs in public administration. It is assumed that readers are
familiar with microeconomic theory at the level of the standard introduc-
tory course. Some use is made of indifference curve analysis, a topic that
is not covered in all introductory courses. Indifference curves are care-
fully explained in the Appendix to the book. In addition, this Appendix
provides a brief review of other topics in basic microeconomics: supply
and demand, marginal analysis, and production possibilities curves.
This review should be adequate to refresh the memories of readers who
have been away from microeconomics for a while.

It is hoped that this book will whet readers’ appetites to learn more
about public finance. To this end, a large number of articles and books
are cited within the chapters and at their ends. A typical citation consists
of the author’s name with the date of publication following in brackets.
The full reference can then be found by consulting the consolidated
bibliography that appears at the back of the book. These references vary
considerably in technical difficulty; those who wish to pursue special-
ized topics further have to pick and choose.
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Part One




Introduction

People’s views on how the government should conduct its financial
operations are heavily influenced by their political philosophies. Some
people care most about individual freedom, others care more about pro-
moting the well-being of the community as a whole. Philosophical dif-
ferences can and do lead to disagreements as to the appropriate scope
for government economic activity.

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

Chapter 1 discusses how political views affect attitudes toward public
finance, and Chapter 2 outlines the operation of the U.S. system of
public finance. Together these two chapters provide a broad perspective
which it will be useful to remember as various details are discussed in
the rest of the book.







CHAPTER 1

Public Finance and Attitudes toward
Government

Sometimes it is said that man cannot be trusted with
the government of himself. Can he, then, be trusted
with the government of others? Or have we found
angels in the forms of kings to govern him? Let
history answer this question.

Thomas Jefferson

The year is 1030 B.c. For decades, the Israelite tribes have been living
without a central government. The Bible records that the people have
asked the prophet Samuel to “make us a king to judge us like all the
nations” [I Samuel 8:5]. Samuel tries to discourage the Israelites by
describing what life will be like under a monarchy:

This will be the manner of the king that shall reign over you; he will take
your sons, and appoint them unto him, for his chariots, and to be his
horsemen; and they shall run before his chariots. . . . And he will take
your daughters to be perfumers, and to be cooks, and to be bakers. And
he will take your fields, and your vineyards, and your oliveyards, even
the best of them, and give them to his servants. . . . He will take the tenth
of your flocks; and ye shall be his servants. And ye shall cry out in that day
because of your king whom ye shall have chosen. [I Samuel 9:11-18]

The Israelites are not deterred by this depressing scenario: “the peo-
ple refused to hearken unto the voice of Samuel; and they said: ‘Nay; but
there shall be a king over us; that we also may be like all the nations; and
that our king may judge us, and go out before us, and fight our battles’ ”
[I Samuel 8:19-20].
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This biblical episode illustrates an age-old ambivalence about govern-
ment. Government is a necessity—"‘all the nations” have it, after all—
but at the same time it has undesirable aspects. These mixed feelings
toward government are inextricably wound up with its taxing and
spending activities. The king will provide things that the people want
(in this case, an army), but only at a cost. The resources for all govern-
ment expenditures ultimately must come from the private sector. As
Samuel so graphically explains, taxes can become burdensome.

Centuries have passed, mixed feelings about government remain,
and much of the controversy still centers around its financial behavior.
This book is about the taxing and spending activities of government, a
subject usually called public finance, but sometimes referred to as pub-
lic sector economics or simply public economics.

Our focus is on the microeconomic functions of government, the way
government affects the allocation of existing resources and the distribu-
tion of income. Nowadays, the macroeconomic functions of govern-
ment—the use of taxing, spending, and monetary policies to affect the
overall level of unemployment and the price level—are usually taught in
separate courses. '

It is not always exactly clear whether certain subjects “belong” in
public finance. Governmental regulatory policies have important effects
upon resource allocation. Such policies have goals that sometimes can
also be achieved by government spending or taxing measures. For ex-
ample, if a goal of the government is to limit the size of corporations,
one possible policy is to impose large taxes on big corporations. An-
other policy is to issue regulations making firms that exceed a particular
size illegal. However, while corporate taxation is a subject of intense
study in public finance, antitrust issues are generally treated only tan-
gentially in public finance texts, and are covered instead in courses on
industrial organizaton. Such a practice seems arbitrary, but it is neces-
sary to limit the scope of the field. This book follows tradition by confin-
ing most attention to governmental spending and revenue-raising activ-
ities.

ALTERNATIVE VIEWS OF GOVERNMENT

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

Organic View

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. The



