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PREFACE

The fifth edition of Public Finance: A Contemporary Application of Theory to Policy
has been revised to help focus on emerging fiscal issues of the next century. The text-
book continues its comprehensive treatment of economic theory and applications in
the field of public finance. Institutional material is integrated with the theory and ap-
plied to current issues, emphasizing microeconomic analysis of government func-
tions, expenditures, and finance.

International issues are achieving greater significance in public finance. To pro-
vide resources on global issues, each chapter of this textbook has a separate Interna-
tional View feature that provides information or analysis on fiscal issues in other na-
tions or explains how increased integration of the U.S. economy into a vast global
economy affects economic policy. Each chapter also contains a Public Policy Perspec-
tive that applies the text analysis to a current issue and provides facts on the U.S. pub-
lic sector.

This book is adapted easily to a variety of approaches to teaching public finance
and incorporates detailed analyses of both expenditure and revenue aspects of public
finance. I also provide an abundance of real-world examples and data to provoke stu-
dents’ interest, presenting an unbiased exposition of the field of public finance by dis-
cussing opposing views of important issues.

CHANGES IN THiS EDITION

The fifth edition has been extensively updated and revised. Gross domestic product,
as opposed to gross national product, is now used to compute ratios showing the
share of government in the economy. Many of the International Views and Public
Policy Perspectives have been updated, and several are new, added to highlight cur-
rent issues.

Changes in public policy regarding government assistance to the poor, Social Se-
curity, health benefits, and taxation also are reflected in the revised text. Social Secu-
rity is now the single most important federal government program, having surpassed
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national defense in 1993 for the first time. The revision of the book reflects the con-
tinued growth of Social Security and other entitlement programs in the United States
by providing up-to-date analysis of these programs. The analysis of income support
programs now includes a section on the newly expanded Earned Income Tax Credit
(EITC) as a means of subsidizing the working poor.

The analysis of Social Security pensions highlights problems associated with
aging populations. Chapter 8 has been thoroughly updated to reflect changes in the
Social Security and tax law. It includes analysis of the privatization of Social Security
systems to deal with problems induced by aging of the population under pay-as-
you-go systems. Coverage of intergenerational and distributive effects of Social Se-
curity are better highlighted in this new edition. The discussion of the Medicare
program has been condensed and much of the more detailed analysis of problems
of the Medicare system is now in Chapter 9, integrated with analysis of health care
policy.

The chapter on government and health care (Chapter 9) has been revised and re-
organized to provide more analysis of the peculiarities of the market for health care
services in the United States. Basic supply and demand analysis is used to look at
health care policy issues from an economic perspective. Although recent proposals
for reform are considered, the goal of the chapter is to discuss issues in health care
policy emphasizing the role of government in the financing and provision of health
care. The analysis of trends in health care spending in the United States has been up-
dated, and recent projections of future health care spending are presented. A new
section on the impact of asymmetric information in the market for health care has
been added, along with analysis of the effects of such information imperfections on
the functioning of the market. The analysis of health insurance has been revised to in-
clude more analysis of risk. Supply-and-demand analysis is used to examine factors
leading to inefficiency and high cost in health care markets. A new Public Policy Per-
spective examines why growing health care costs are an economic problem for the
United States. New sections in this chapter analyze Medicare and Medicaid, along
with recent trends in spending and policy for these existing government health insur-
ance programs. A new section on health care reform has been added to the chapter to
discuss issues and policies relating to the role of government in markets for health
care and health insurance. Included in this section is analysis of universal coverage
and gaps in U.S. health insurance coverage in the 1990s, along with analysis of uni-
versal entitlement systems, managed competition, and national health insurance.

The continued openness of the U.S. economy is reflected throughout the book
via revision of many of the International View features to discuss recent international
agreements under GATT and NAFTA. On the tax side, there is more analysis of taxa-
tion in foreign nations with particular emphasis on the use of the value-added tax in
Europe, Canada, and other nations.

All the tax chapters have been updated to reflect changes in tax law since 1993
and recent empirical research on the economic effects of taxes. Chapter 12 has been
revised to reflect changes in deficit reduction laws in the United States and recent
trends in both the deficit and economic analysis of its effects. A new section on the ef-
fect of deficit finance on political equilibrium has been added. The analysis of the ef-
fects of the federal deficit on credit markets and national saving has been updated,



and a new section of the incidence of deficit finance has been added. The analysis of
the national debt has been updated with the latest available data.

Chapter 14 has been extensively revised to reflect changes in the tax law in 1993,
Analysis of taxable income, tax preferences, and tax rate structure has been updated
to reflect rules prevailing in 1994. A new Public Policy Perspective uses estimates of
effective average and marginal tax rates in 1994 to examine the progressivity of the
federal income tax. The analysis of excess burden of tax preferences has been revised.
Chapter 15 has been revised to reflect changes in the corporate income tax structure
and rules enacted in 1993 and effective 1994.

SPECIAL FEATURES OF THIS BOOK

In addition to the boxed features that provide discussion of international issues and
public policy, each chapter also has pedagogical features, including learning objec-
tives and concept checks.

To facilitate learning, basic concepts are set in bold type when first introduced,
and every chapter concludes with a summary, a list of important concepts, and a short
“forward look” that explains the relationship between that chapter and those to fol-
low. Also, each chapter contains ten questions for review. These questions are not
problem sets; rather, they are designed to assist students in reviewing the material
covered in the chapter by posing questions related to the major points or ideas devel-
oped in the text. Four problems are also included after the review questions. Each
chapter has an annotated bibliography that offers suggestions for further reading and
in-depth study. The bibliography should prove particularly useful in courses with as-
signed term papers. Liberal use is made of footnotes throughout the book to provide
additional source material and to explain and document material. A glossary at the
end of the book lists all important concepts in alphabetical order for easy reference.

I have attempted to make this book as self-contained as possible. The book can
be used by students who have only minimal backgrounds in economics. Appendices
to several chapters facilitate this process. For those weak in basic microeconomic the-
ory, Chapter 1 includes an appendix that provides students with a handy source of
reference for basic microeconomic tools, including concise and simple explanations
of such concepts as indifference curves, income and substitution effects, consumer
surplus, producer surplus, cost, and production theory. This appendix is not designed
to provide class material, but it will aid students in understanding the analysis used
throughout the book. In classroom testing of this textbook, my own students found
the appendix to Chapter 1 a welcome addition to an intermediate-level economics
course textbook.

More in-depth analysis of efficiency is provided in an appendix to Chapter 2,
which uses Edgeworth-Bowley box diagrams to derive efficiency loci.

The appendix to Chapter 11 derives formulas for the excess burden of taxation
and discusses the relevance of compensated demand and supply curves to tax analy-
sis. The appendices to Chapters 2 and 11 are designed to cover more technical mate-
rial and may easily be skipped without loss of continuity.

PREFACE +
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PosSIBLE COURSE QUTLINES

This book contains more material than could possibly be covered in a one-semester
(or one-quarter) course in public finance. Individual instructors who teach one-
semester courses will find enough material in this book to tailor such courses to their
own particular needs and interests. Those who teach a two-semester sequence in the
microeconomic aspects of public finance could cover Parts One and Two (the expen-
diture aspects of public finance) in the first semester and Parts Three, Four, and Five
(government finance and fiscal federalism) in the second semester. Instructurs who
wish to teach the macroeconomic aspects of public finance easily could supplement
the material in the text with excerpts from one of the many good macroeconomic
books on the market.

I suggest four possible course outlines for a one-semester course, each outline
having a particular emphasis. Instructors may adjust these outlines in accordance
with their own preferences.

Outline 1: Basic Principles of Public Finance

For intermediate economics courses, with students who have had at least one course
in basic microeconomic theory.

1. Chapters 1-5: The economic basis for government activity. Efficiency, market
failure, externalities, public goods, public choice, and political equilibrium.

2. Chapters 10-12: Principles of government finance.

Chapters 14-17: Application of tax theory to tax policy.

4. Selections chosen from Chapters 6, 7, 8, 9, and 18: Topics in public policy or
state and local finance, chosen as time permits and in accordance with the inter-
ests of the instructor.

w

Outline 2: The Functions of Government
and Government Expenditure

For courses that specialize in public policy and government expenditure, with stu-
dents who have had at least one course in economics.

1. Parts One and Two: The economic basis of government activity and application
of that theory to selected policy issues.
2. Part Five: State and local government finance.

Outline 3: Tax Theory and Policy

For courses that emphasize taxation, with students who have had at least one course
in economics.

1. Chapters 1-2: The functions of government and the concept of efficiency.
2. Chapters 10-17: Government finance, tax theory, and tax policy.



Outline 4: Public Policy

For courses in public affairs or public policy, with students who have had little or no
background in economics.

1. Chapters 1-2: Efficiency, markets, and the economic basis for government
activity.

2. Selections from Chapters 3-5: Chosen as appropriate to subject emphasis and
backgrounds of students. The topics could include externalities, public goods,
and political equilibrium.

3. Selections from Chapters 6-9: Issues in public policy. The instructor might wish
to omit some of the more difficult sections in these chapters.

4. Chapter 10: Introduction to government finance.

5. Selections from Chapters 11-17: Topics in tax policy, chosen according to the
extent to which the instructor wishes to cover the subject.

6. Selections from Chapter 18: Topics in fiscal federalism, chosen according to the
objectives of the course. More difficult sections could be omitted.

ANCILLARY MATERIALS

Instructor’s Manual/Test Bank

I have prepared a concise Instructor’s Manual/Test Bank that has been completely re-
vised for this fifth edition. It should be useful to instructors who wish to arrange their
lecture notes so that they correspond to the text. The Instructor’s Manual summarizes
the instructional objectives of each chapter and offers suggestions for supplementing
text materials and developing lectures. The Test Bank includes true/false, multiple-
choice, and essay questions for each chapter. Answers to end-of-chapter problems
appear in the Instructor’s Manual.

Study Guide

A Study Guide, written by Michael Peddle, Northern Illinois University, includes a
list of chapter objectives, problems, chapter summaries, and chapter review ques-
tions designed to help your students master topics you cover in class and to prepare
for examinations. The “Issue in Brief” section in every chapter presents an applica-
tion of material in the chapter and includes discussion questions.

The Dryden Press will provide complimentary supplements or supplement pack-
ages to those adopters qualified under our adoption policy. Please contact your sales
representative to learn how you may qualify. If as an adopter or potential user you re-
ceive supplements you do not need, please return them to your sales representative
or send them to:

Attn: Returns Department

Troy Warehouse

465 South Lincoln Drive

Troy, MO 63379

PREFACE +

xi



xii

4+ PREFACE

Acknowledgments

I am indebted to many friends and colleagues for their criticism and encouragement
during the preparation of this book. The manuscripts for the previous editions were
reviewed by Dwight Blood, Eric Fredland, Richard McHugh, David Orr, Craig Stub-
blebine, David Terkla, Donald N. Baum, Temple University; Yuval Cohen, Rutgers
University; Randolph M. Lyon, University of Texas at Austin; James P. Marchand,
University of California at Los Angeles; Patricia N. Pando, Houston Baptist Univer-
sity; Michael T. Peddle, College of the Holy Cross; John A. Sondey, University of
Idaho; John P. Tillman, University of Wisconsin at LaCrosse; Marcus Berliant, Uni-
versity of Rochester; Timothy J. Gronberg, Texas A&M University; Roberto N. Ifill,
Williams College; Charles R. Knoeber, North Carolina State University; Stephen E.
Lile, Western Kentucky University; James R. White, Hamilton College; Wade L.
Thomas, Ithaca College; Gary M. Pecquet, Southwest Texas State University; Joseph
J. Cordes, George Washington University; Lori Alden, California State University—
Sacramento; Frederic Harris, University of Texas at Arlington; Charles G. Leathers,
University of Alabama; Janet Kohlhase, University of Houston; George Zodrow, Rice
University; Robert C. McMahon, University of Southern Maine; William E. Even,
Miami University; Joseph J. Cordes, The George Washington University; Sherry
Wetchler, Tthaca College; Kathleen Segerson, The University of Connecticut; Charles
L. Ballard, Michigan State University; Virginia Wilcox-Gok, Rutgers University;
J. Fred Giertz, University of Illinois; and Alvin E. Headen, Jr., North Carolina State
University. In preparing the fifth edition I have benefited from comments of Lloyd
Orr, Indiana University; Davis Taylor, University of Oregon; Samuel H. Baker, Col-
lege of William and Mary; Mark Showalter, Brigham Young University; and William
Kamps, South Dakota State University.

My secretary, Janet Stern, provided expert clerical assistance handling drafts of
the manuscript.

Jeanie Anirudhan, Daryl Fox, Michele Tomiak, Melinda Welch, and Carlyn
Hauser have been very helpful in guiding the fifth edition through its various phases.

David N. Hyman
Raleigh, North Carolina



ABOUT THE AUTHOR

David N. Hyman, Professor of Economics at North Carolina State University, has
taught both undergraduate and graduate courses in public finance there since 1969.
Professor Hyman received his Ph.D. in Economics from Princeton University. He
has held Woodrow Wilson, Earhart, and Ford Foundation fellowships and was a
Fulbright senior research scholar in Italy in 1980. Professor Hyman is a member of
the Academy of Outstanding Teachers at North Carolina State University and in 1982
received the Alumni Association Outstanding Teacher Award. He is the author of sev-
eral widely used textbooks in economics and has published scholarly articles in the
National Tax Journal, Public Choice, the Journal of Economic Education, and other
respected academic journals. He is a referee for the Public Finance Quarterly and
other scholarly publications.

Professor Hyman served the President’s Council of Economic Advisers as a con-
sultant under the Reagan administration and as a senior staff economist under the
Bush administration. He has also been a guest scholar at the Brookings Institution
and has worked as a government budget analyst and as an economist for the Board of
Governors of the Federal Reserve System and the U.S. Comptroller of the Currency.

Professor Hyman is also a photographer whose palladium and platinum prints
are in the permanent collection of the Corcoran Gallery of Art in Washington, D.C.
His photographs have been exhibited by galleries and museums and have been pub-
lished in art books and on the covers of several novels.

2es
X111



PART I

Chapter 1
Chapter 2
Chapter 3
Chapter 4
Chapter 5

PART 11

Chapter 6
Chapter 7
Chapter 8
Chapter 9

PART II1

Chapter 10
Chapter 11

CONTENTS IN BRIEF

ﬁgwwvimmf@%&/w@ 1

INDIVIDUALS AND GOVERNMENT 3

EFFICIENCY, MARKETS, AND GOVERNMENTS 47
EXTERNALITIES AND GOVERNMENT POLICY 87
PusLIiCc GOODS 123

PuBLIC CHOICE AND THE POLITICAL PROCESS 150

in the Unitod Ttatos: Telected Fiswes 187

COST-BENEFIT ANALYSIS AND
GOVERNMENT INVESTMENTS 189

GOVERNMENT SUBSIDIES AND INCOME SUPPORT
FOR THE POOR 217

SOCIAL SECURITY AND SOCIAL INSURANCE 258
GOVERNMENT AND HEALTH CARE 291

&mmwzy gwwmmm %Wﬁw«w 331

INTRODUCTION TO GOVERNMENT FINANCE 333

TAXATION, PRICES, EFFICIENCY,
AND THE DISTRIBUTION OF INCOME 363

XV



xvi 4 CONTENTS IN BRIEF

Chapter 12 BUDGET DEFICITS AND GOVERNMENT DEBT 403
. 77
PART IV Sazalion - UW and Tyclure 431

Chapter 13 THE THEORY OF INCOME TAXATION 433

Chapter 14 TAXATION OF PERSONAL INCOME IN THE
UNITED STATES 461

Chapter 15 TAXATION OF CORPORATE INCOME 491
Chapter 16 TAXES ON CONSUMPTION AND SALES 516
Chapter 17 TAXES ON WEALTH, PROPERTY, AND ESTATES 542

PARTY  Sate and Local Government Finance 51

Chapter 18 F1SCAL FEDERALISM AND STATE AND
LoCAL GOVERNMENT FINANCE 573



CONTENTS

PART I e %omwwm PBases
%46 gwwmm@f@%m@ 1

Chapter 1 ~ INDIVIDUALS AND GOVERNMENT 3

Individuals, Society, and Government 4
The Allocation of Resources Between Government and Private Use 5
The Mixed Economy, Markets, and Politics 7
INTERNATIONAL VIEW
Economic Reform and the Role of
Government in the Former Soviet Union 10
Government Expenditures in the United States 11
Financing Government Expenditure in the United States 19
PuBLIC PoLiCY PERSPECTIVE
The Provision of Public Elementary and Secondary Education
in the United States: The Limited Role of the Federal Government 22
Market Failure and the Functions of Government:
How Much Government Is Enough? 25
Summary 26
Appendix 1: Tools of Microeconomic Analysis 28

Chapter2  EFFICIENCY, MARKETS, AND GOVERNMENTS 47

Positive and Normative Economics 48
Normative Evaluation of Resource Use: The Efficiency Criterion 49
Markets, Prices, and Efficiency Conditions 54
PusLIC PoLICY PERSPECTIVE

The Tax System and the Birthrate—

An Example of Positive Economic Analysis 59
Market Failure: A Preview of the Basis for Government Activity 62
Equity Versus Efficiency 64

xvii



srs
Xviil

4+ CONTENTS

Positive Analysis Trade-Off Between Equity and Efficiency 66
INTERNATIONAL VIEW
Agricultural Subsidies, International
Trade Restrictions, and Global Efficiency 68
Summary 68
Appendix 2: Welfare Economics 71

Chapter3 ~ EXTERNALITIES AND GOVERNMENT PoLIcY 87

Externalities: A Classification and Some Examples 88
Internalization of Externalities 94
Property Rights to Resource Use and Internalization of Externalities:
The Coase Theorem 102
Environmental Protection Policies in the United States 111
PusLiC POLICY PERSPECTIVE
Marketable Pollution Rights for Electric Power Generation 117
INTERNATIONAL VIEW
Global Pollution: Externalities that Cross Borders 119
Summary 120

Chapter4  PUBLIC GOODsS 123

The Characteristics of Public Goods 124
Provision of Private Goods and Public Goods: Markets and Government 128
The Demand for a Pure Public Good 134
Efficient Output of a Pure Public Good 136
PuBLic PoLICY PERSPECTIVE
Defense Spending in the United States and the “Peace Dividend” 140
The Free-Rider Problem 144
INTERNATIONAL VIEW
The Marginal Cost of the Persian Gulf War to the United States and
How International Cost Sharing Financed It 147
Summary 148

Chapter5  PUBLIC CHOICE AND THE POLITICAL PROCESS 150

The Supply of Public Goods Through Political Institutions: The Concept of
Political Equilibrium 151
A Model of Political Equilibrium Under Majority Rule 156
Uniqueness and Cycling of Outcomes Under Majority Rule 160
The Political Process: Politicians, Logrolling, and Bureaucracy 169
PuBLIC POLICY PERSPECTIVE
Public Choice in U.S. Cities: Do Political Institutions Matter? 170
Voting on More than One Issue at a Time: Logrolling 174
Special Interest Groups and Their Impact on Political Equilibrium 178
INTERNATIONAL VIEW
Tariffs and Import Quotas on Textiles and Apparel in the
United States: Special Interest Groups in Action 180



Bureaucracy and the Supply of Public Output 181
Summary 184

PARTLL  Government Eaprondstiones and @oﬁcy
in the United States - Tetectod Sisues 187

Chapter6  COST-BENEFIT ANALYSIS AND
GOVERNMENT INVESTMENTS 189

Economic Analysis for the Budget Process: Achieving the Least-Cost Means of
Accomplishing an Authorized Objective 190
Cost-Benefit Analysis 194
Analysis of Government Investments: Cost-Benefit Analysis in Practice =~ 204
INTERNATIONAL VIEW
Government Infrastructure Investment in Less-Developed Nations 205
PuBLIC POLICY PERSPECTIVE
A Cost-Benefit Analysis of the Job Corps Program 212
The Role of Cost-Benefit Analysis in Budgeting 214
Summary 214

Chapter 7 GOVERNMENT SUBSIDIES AND INCOME SUPPORT
FOR THE POOR 217

Poverty in the United States 219
INTERNATIONAL VIEW
How Protectionism in Industrialized Nations Contributes
to Increased Poverty in Less-Developed Countries 221
Government Programs to Aid the Poor: The Basis and the Trade-Offs 222
Government Programs of Assistance to the Poor in the United States 223
Subsidies and Transfers to Individuals: Economic Analysis of Their Effects 298
Subsidies to Housing and Food 236
INTERNATIONAL VIEW
Food Subsidies in Less-Developed Countries 240
The Impact of Government Assistance Programs for the Poor on the Work Incentive
of Recipients 243
PusLIC PoOLICY PERSPECTIVE :
Work and Welfare Benefits: The Bitter Trap 246
Programs with No Status Tests: The Negative Income Tax and Subsidies to the
Working Poor 249
Programs to Aid the Poor and the Distribution of Money Income in the
United States 255
Summary 256

Chapter 8~ SOCIAL SECURITY AND SOCIAL INSURANCE 258
Social Security in the United States 259

CONTENTS +

xix



xx 4 CONTENTS

INTERNATIONAL VIEW
Social Security Throughout the World 260
The Social Security Retirement System 262
The Return to Workers: How do Pension Benefits Compare with the
Taxes that Workers Pay? 269
PusLic PoLICY PERSPECTIVE
The Rise and Fall of Gross Replacement Rates
Under Social Security Pensions 271
Demographic Change and the Future of Social Security =~ 272
The Impact of Social Security on Savings and Work Incentives 275
Health Insurance for the Elderly: Medicare =~ 284
Unemployment Insurance 285
Summary 287

Chapter9  GOVERNMENT AND HEALTH CARE 291

Characteristics of the U.S. Market for Health Care 292
Other Features Contributing to Inefficiency and High Cost 301
Governments and Health Care: Compensating for Market Failure 303
PusLic PoLICY PERSPECTIVE

Why Worry About Growth in Health Care Costs? 304
Health Care Reform: Issues and Policies 313
Universal Coverage 319
INTERNATIONAL VIEW

National Health Insurance and Health Services in

Great Britain and Canade 324
Summary 327

PART I Financing Government Eaprendiitures 331

Chapter 10 ~ INTRODUCTION TO GOVERNMENT FINANCE 333

The Purpose and Consequences of Government Finance 334
Principles of Taxation 335
INTERNATIONAL VIEW
Taxes and Tax Rates Throughout the World 340
How Should the Burden of Government Finance be Distributed? 342
Criteria for Evaluating Alternative Methods of Government Finance 346
Alternatives to Taxation 351
Government Enterprise 357
PuBLIC PoLICY PERSPECTIVE
User Charges and Efficient Allocation of
Resources to Transportation Infrastructure 358
Summary 360
PusLic Poricy PERSPECTIVE
State Lotteries—A Government Enterprise with
a Hidden Regressive Tax on Gambling 361



Chapter 11~ TAXATION, PRICES, EFFICIENCY,
AND THE DISTRIBUTION OF INCOME 363

Lump-Sum Taxes: A Benchmark Standard for Comparison 364
INTERNATIONAL VIEW

The Lump-Sum Tax Takes Its Lumps in the UK 367
The Impact of Taxes on Market Prices and Efficiency 368
PuBLIC POLICY PERSPECTIVE

Using Excise Taxes on Alcohol in the

United States to Internalize Externalities 377
Further Analysis of Tax Incidence 378
General Equilibrium Analysis of the Excess Burden and Incidence of Taxes 384
Taxes, Government Expenditures, and the Distribution of Income 388
Summary 393
Appendix 11: The Excess Burden of Taxation: Technical Analysis 396

Chapter 12  BUDGET DEFICITS AND GOVERNMENT DEBT 403

The Federal Budget Deficit 404
Economic Effects of the Federal Deficit 409
INTERNATIONAL VIEW
The Federal Budget Deficit and International Trade 417
The National Debt 417
PUBLIC POLICY PERSPECTIVE
Social Security and the Deficit 421
Borrowing by State and Local Governments 422
Burden of the Debt 424
Summary 427

PARTIV ~ Tawalion @7'/1,9047 and Thecture 431

Chapter 13~ THE THEORY OF INCOME TAXATION 433

Comprehensive Income: The Haig-Simmons Definition 434
A General Tax on Comprehensive Income 439
INTERNATIONAL VIEW

Treatment of Capital Gains Under the Income Tax 440
Taxation of Labor Earnings and the Work-Leisure Choice 441
Labor Market Analysis of Income Taxation 446
PuBLIC POLICY PERSPECTIVE

The Incidence of Payroll Taxes in the United States 450
Taxation of Interest Income and Its Effect on Savings 452
Market Analysis of Taxation on Interest and Investment Income 455
PuBLIC POLICY PERSPECTIVE

The Supply-Side Tax Cuts of the 1980s 457
Summary 458

CONTENTS < xxi



