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FOREWORD

The first edition of Harvey Rosen’s Public Finance has been such a suc-
cess because it provides a careful balance between theoretical analysis
and applications to the current policy debates. I am certain that students
have also been grateful for Professor Rosen’s very clear and engaging
style of writing.

This very readable and useful text is just what one would expect from
Professor Rosen. His own research is always motivated by a concern for
real issues, and his conclusions are based on careful empirical analysis.
That spirit of inquiry makes its way into the pages of this book just as it
does into his many professional articles in the leading academic journals.

This second edition reflects the important tax legislation that has been
enacted since the first edition was written as well as the recent academic
contributions to the field of public finance. The recent Tax Reform Act
represents a major application of many of the ideas that public finance
economists have discussed over the years. This new edition helps stu-
dents see the ways in which professional economics thinking has been
reflected in this landmark legislation.

I can strongly recommend Harvey Rosen’s Public Finance for any
student who wants to understand modern public finance and its applica-
tions to economic policy.

Martin S. Feldstein
National Bureau of Economic Research
Cambridge, Massachusetts



PREFACE

Organization

““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 expenditure and tax policies 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 profes-
sion’s dirty laundry in public. My feeling, however, is that *‘full disclo-
sure’’ 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. More-
over, the links between economic analysis and current political issues are
constantly emphasized.

Part One consists of two short chapters that provide a broad perspective
on the role of government in the economy. Part Two discusses the meth-
odological tools used in the study of Public Finance. These include the
methods of empirical analysis (Chapter 3) and the fundamentals of theo-
retical 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; various government programs are
described and evaluated. Part Four (Chapters 13 through 15) provides a
theoretical framework for discussing taxation. The major revenue raising
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instruments are analyzed using this framework in Part Five (Chapters 16
through 21). Finally, Part Six considers public finance in a multijurisdic-
tional setting; Chapter 22 deals with the special issues that arise under a
federal system of government, Chapter 23 concerns international 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 graduate
programs in public administration. It is assumed that readers are familiar
with microeconomic theory at the level of the standard introductory
course. Some use is made of indifference curve analysis, a topic that is
not covered in all introductory courses. Indifference curves are carefully
explained in the Appendix to the book. In addition, this Appendix pro-
vides a brief review of other topics in basic microeconomics: supply and
demand, marginal analysis, and production possibilities curves. This re-
view 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 bibliogra-
phy that appears at the back of the book. These references vary consider-
ably in technical difficulty; those who wish to pursue specialized topics
further have to pick and choose.

‘“‘Are you doing anything beside updating the tables?’’ That’s the question
many of my colleagues asked when they heard that I was revising Public
Finance. The answer is, ‘‘Quite a bit, actually.”’ In addition to being
reorganized, the material on the expenditure side of the budget (Part
Three) has been substantially augmented with new chapters on income
maintenance (Chapter 9) and health care policy (Chapter 11). There is also
more discussion of such theoretical contributions as preference revelation
mechanisms and principal-agent models, and their links to policy issues
like “‘privatization’’ and defense contracting.

On the revenue raising side (Part Five), a new chapter on debt (Chapter
18) brings together the institutional, theoretical, and empirical work on
this important source of government finance. Moreover, the chapters
dealing with federal taxation have been thoroughly revised in light of the
Tax Reform Act of 1986.

However, the basic thrust of the book is unchanged. As in the first
edition, the goal is to interweave institutional, theoretical, and economet-
ric material in such a way that students come away with a clear and
coherent view of governmental spending and taxing.
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