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Preface

¢ 6 Wt is a foolish thing to make a long prologue” (II Maccabees 2:32).

I shall once again follow this Biblical advice and be brief in describing
the features of this fifth edition. The field of public finance is quite different
than it was a generation ago. 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 lit-
erature on optimal taxation, which attempts to derive prescriptions for gov-
ernment fiscal behavior using standard economic tools, rather than to annun-
ciate a set of ad hoc “principles” for tax design. On the empirical side, the
most exciting development is the widespread application of the tools of
econometrics to understanding how expenditure and tax policies affect indi-
vidual behavior and how the government itself sets policies.

The results of modern research have been slow to enter traditional texts.
This book takes its readers to many of the frontiers of current research. The
approach to the material, while accessible to undergraduates, is the same as
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 and substantive
issues are discussed at length. One reviewer of an early draft of the manu-
script warned against displaying too much of the profession’s dirty laundry
in public. My feeling, however, is that “full disclosure” should apply not
only in the market for securities, but in the market for ideas as well.

Economic analysis sometimes loses touch with the reality it is supposed
to describe. I have tried to avoid this tendency. The relevant institutional and
legal settings are described in ample detail. Moreover, the links between eco-
nomic analysis and current political issues are constantly emphasized.

Organization

Part One consists of two short chapters that provide a broad perspective
on the role of government in the economy. Part Two discusses the method-
ological tools used in the study of public finance. These include the
methods of empirical analysis (Chapter 3) and the fundamentals of theoret-
ical welfare economics (Chapter 4). The remainder of the book follows the
conventional tactic of analyzing government expenditure and revenue-
raising activities separately. Part Three (Chapters 5 through 12) deals with
the expenditure side of the budget. It describes and evaluates various
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government programs. Part Four (Chapters 13 through 15) provides a theo-
retical framework for discussing taxation. The major revenue-raising in-
struments are analyzed using this framework in Part Five (Chapters 16
through 20). Finally, Part Six deals with the special issues that arise under
a federal system of government.

Some instructors may choose to do the tax side (Parts Four and Five)
before the expenditure side (Part Three); the book is designed so this can
be done easily. 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 curricula as well as grad-
uate programs in public administration. Readers are assumed to be familiar
with microeconomic theory at the level of the standard introductory course.
Because some use is made of indifference curve analysis, a topic not covered
in all introductory courses, indifference curves are carefully explained in the
appendix to the book. In addition, this appendix provides a brief review of
other topics in basic microeconomics, including the supply and demand
model and marginal analysis. This review should be adequate to refresh the
memories of readers who have been away from microeconomics for a while.
A glossary of key terms appears after the appendix.

The British statesman Edmund Burke noted that “To read without re-
flecting, is like eating without digesting.” To facilitate this digestive
process, each chapter ends with a set of discussion questions. Their pur-
pose is to encourage students to apply and extend the principles that they
have learned.

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. A typical citation consists of the author’s name fol-
lowed by the date of publication 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 specialized topics further have to pick and choose. In ad-
dition, at the end of the book is a list of suggested readings organized on a
chapter-by-chapter basis. They are intended to be suitable for inclusion in
undergraduate syllabi.

What's New in
the Fifth
Edition?

“Are you doing anything beside updating the tables?” That’s the question
many of my colleagues asked when they heard I was revising Public
Finance. The answer is, “Quite a bit, actually.” There are literally dozens of
new examples of how the study of public finance can shed light on contem-
porary policy discussions. On the expenditure side, the most important
changes are in Chapter 9, “Expenditure Programs for the Poor.” Changes in
income maintenance policy enacted in 1996 scrapped Aid to Families with
Dependent Children (AFDC), and replaced it with a new system in which
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the states play a larger role and there is more emphasis on “workfare.” The
new law and the controversies surrounding it are at the heart of the revised
chapter. Chapter 10, “Social Security,” also has substantial new sections. For
years, a political cliché has been that Social Security is the third-rail of
politics—touch it and you die. But now, various reforms such as privatiza-
tion are very much on the public policy agenda, and the chapter discusses
their economic implications.

On the revenue side, the chapters dealing with taxation have been thor-
oughly revised in light of the changes enacted in 1997. In addition, Chapter
20, “Taxes on Consumption and Wealth,” now contains an extended discus-
sion of the Hall-Rabushka flat tax. This proposal received a lot of attention
during the last presidential election when it was the centerpiece of Steve
Forbes’ campaign to obtain the Republican nomination, and it is likely to
surface in the next election as well.

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

Harvey S. Rosen
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