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Policy has been revised to reflect new challenges to governments since 2001.

As the U.S. economy sought to recover from recession and the effects of ter-
rorism, the federal budget surplus shriveled and metamorphosed into a deficit
that is expected to remain with us for most of this decade. Part of the 2000 surplus
financed tax reforms and tax rate reductions. The budget deficit has also deep-
ened as a result of new demands for homeland security and national defense in a
new age of global risk of war and terrorism.

State and local governments also face new fiscal issues. Many cut tax rates in
the booming 1990s. But as the economy slowed in 2001, these governments found
revenues falling short of demands for new public expenditures, particularly for
health care to the needy. Health care now absorbs 20 percent of combined state
and local government budgets. As enormous budget shortfalls emerge for most
state governments, they are being forced to cut back spending and raise taxes and
user charges (including college tuitions) to meet constitutional mandates to bal-
ance their budgets. State governments are also cutting fiscal assistance to local
governments to balance state budgets, which in turn forces local governments to
either cut spending or raise taxes or do both.

We touch on all these emerging issues wherever relevant throughout this new
edition. Fundamental controversies still rage about how to deal with the Social
Security system as the population ages. Congress is still grappling with demands
from the elderly to expand Medicare to include some coverage for prescription
drugs. While the rate of growth of spending for health care slowed somewhat in
the late 1990s, it accelerated after 2001 and governments at all levels are seeking
means of slowing the growth of health care spending. The role of government in
supporting education still remains an important issue. All these perennial and
emerging government expenditure issues appear in this new edition.

The text retains its in-depth coverage of tax theory and policy issues. Sections
on taxation have been updated to include new developments in theory and to dis-
cuss the effects of tax reforms recently enacted, as well as current issues of con-
cern. The discussion of the federal budget balance has been revised to reflect the
return to a deficit position. Finally, more has been added on state and local gov-
ernment tax and expenditure problems.

The eighth edition of Public Finance: A Contemporary Application of Theory to

CHANGES IN THIS EDITION

The eighth edition continues to cover current issues in public finance. The latest data
are used to make sure all charts, tables, and analyses are timely and relevant. More
material is provided throughout the text on state and local government issues and
problems. Each new text is now packaged with Infotrac® College Edition. This

vii
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SPECIAL FEATURES OF THIS BOOK

Preface

searchable on-line library provides students with access to various articles and Web
sites to assist with further study of the issues in the text and in finding material for use
in writing term papers. When appropriate, each chapter also has a reference to the
Thomson-Southwestern Economic Policy Debates (EconDebate Online). This service pro-
vides students the opportunity to obtain more information and directly access articles
and other useful material on key policy issues that are covered in the text. The end-of-
chapter sections contain discussion questions relevant to the debates referenced.

The text has also been updated on expenditure and regulation issues relating to
environmental protection, homeland security and national defense. Current data on
poverty and recent research on the impact of the new U.S. system of assistance to the
poor, TANF (Temporary Assistance to Needy Families); on incentives to work; welfare
caseloads; and the well-being of the needy is used to evaluate welfare reform. Present-
day issues relating to government provision of Social Security pensions and health care
are discussed. The impact of the Medicaid program on state budgets is highlighted.

The tax chapters have been revised to include and analyze the provisions of the
Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) and the Jobs
and Growth Tax Relief Reconciliation Act of 2003. In the chapter on income taxation
you will find expanded coverage of the alternative minimum tax and its growing
impact on taxpayers. We offer new analysis of the state corporate income taxation.
Analysis of retail sales taxes has been expended to discuss structural problems with
the tax that contribute to state and local government fiscal problems. Property taxa-
tion and intergovernmental fiscal assistance statistics have been updated.

N 2 - SIS —

In addition to the boxed features on international issues and public policy, each chap-
ter also has pedagogical features such as learning objectives 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 the chapter and those that fol-
low. Also, each chapter includes questions for review. These questions are not prob-
lem sets; rather, they are designed to help students review the material covered in the
chapter by presenting questions related to its major points or ideas. Five problems fol-
low the review questions. Each chapter also has an annotated bibliography offering
suggestions for further reading and in-depth study. The bibliography should prove
particularly useful in courses in which term papers are assigned. All chapters have
references to Internet sites. 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 and defines all important concepts for easy reference.

I have attempted to make this book as self-contained as possible; even students
with only a minimal background in economics can use it. Appendixes to several
chapters facilitate this process. For example, Chapter 1 includes an appendix that
can be used as a convenient reference tool for students unfamiliar with basic
microeconomic theory. It features simple, concise explanations of concepts such as
indifference curves, income and substitution effects, consumer surplus, producer
surplus, cost, and production theory. Although the appendix is not designed as
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course material, it will help students understand, as well as review, the analyses
used throughout the book.

An appendix to Chapter 2 provides a more in-depth analysis of efficiency
using Edgeworth-Bowley box diagrams to derive efficiency loci. The appendix to
Chapter 11 derives formulas for the excess burden of taxation and addresses the
relevance of compensated demand and supply curves to tax analysis. The appen-
dices to Chapters 2 and 11 cover more advanced material and may be skipped
without loss of continuity.

POSSIBLE COURSE OUTLINES

This book contains more material than could possibly be covered in a one-
semester (or one-quarter) course in public finance. Instructors of one-semester
courses will find enough material to adapt to their own needs and interests.
Teachers of the two-semester sequence of the microeconomic aspects of public
finance could cover Parts One and Two (the expenditure aspects of public finance)
in the first semester, and Parts Three, Four, and Five (government finance and fis-
cal federalism) in the second. Instructors of the macroeconomic aspects of public
finance could supplement the material in the text with excerpts from one of the
many excellent macroeconomic books available.

I suggest four possible course outlines for a one-semester course, each out-
line having its own emphasis. Instructors may adjust these outlines according to
their 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.

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

4. Selections from Chapters 6 — 9 and 18: Topics in public policy or state and
local finance, used as time permits and according to the instructor’s interests.

OUTLINE 2: THE FUNCTIONS OF GOVERNMENT AND GOVERNMENT
EXPENDITURE
For courses focusing on public policy and government expenditure, with students
who have had at least one course in economics:
1. Parts One and Two: The economic basis of government activity and applica-
tion of that theory to selected policy issues.
2. Part Five: State and local government finance.
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OUTLINE 3: TAX THEORY AND POLICY

For courses addressing taxation, with students who have had at least one course
in economics:

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

2. Selections from Chapters 3-5: As appropriate to subject emphasis and student
background. Topics could include externalities, public goods, and political
equilibrium.

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

4. Chapter 10: Introduction to government finance.

5. Selections from Chapters 11-17: Topics in tax policy, chosen according to
depth of coverage.

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

ANCILLARY MATERIALS

INSTRUCTOR’S MANUAL/TEST BANK

I have prepared a concise Instructor’s Manual/Test Bank for this eighth edition. The
Instructor’s Manual summarizes the objectives for each chapter and offers sugges-
tions for supplementing text materials and for developing lectures. The Test Bank
for each chapter includes true/false, multiple-choice, and essay questions.
Answers to end-of-chapter problems are included in the Instructor’s Manual. This
ancillary is also available at http:/ /hyman.swlearning.com as downloadable
Microsoft Word® files under the Instructor Resources tab.

LECTURE PRESENTATION IN POWERPOINT®

Robert Guell (Indiana State University) has developed a PowerPoint slide pres-
entation that professors can use to save valuable class preparation time. This sup-
plement covers all the essential topics presented in each chapter of the book.
Graphs, tables, and examples are developed sequentially, much as one might
develop them on a blackboard. Additional examples and applications are used to
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reinforce major lessons. Slides are crisp, clear, and colorful. Instructors may adapt
or add slides to customize their lectures. The PowerPoint presentation, along
with a separate presentation containing all of the text’s tables and exhibits, is
available at http:/ /hyman.swlearning.com.

STUDY GUIDE

I have also prepared a Study Guide that includes a list of chapter objectives, prob-
lems, chapter summaries, chapter review questions, and Internet exercises to help
students master topics covered in class and to prepare for examinations. The
“Issue in Brief” section in every chapter presents an application of material in the
chapters and includes discussion questions.

TEXTBOOK SUPPORT WEB SITE: (HTTP:/HYMAN.SWLEARNING.COM)

Visit the support Web site for this textbook (http:/ /hyman.swlearning.com) to
find free Instructor and Student resources available to customers. Web sites listed
at the end of the chapters in the book are included as study tools at the site.

ECONOMIC APPLICATIONS: (HTTP://ECONAPPS.SWLEARNING.COM)

This site includes South-Western’s dynamic Web features: EconNews, EconDebate,
and EconData Online. Organized by pertinent Economic topics, and searchable by
topic or feature, these Web features are easy to integrate into the classroom.
EconNews, EconDebate, and EconData all deepen your understanding of theoreti-
cal concepts through hands-on exploration and analysis for the latest economic
news stories, policy debates, and data. These features are updated on a regular
basis. The Economic Applications Web site is complimentary to every new book
buyer via an access card packaged with the book. Used book buyers can purchase
access to the site at http:/ / econapps.swlearning.com.

INFOTRAC® COLLEGE EDITION

InfoTrac College Edition is packaged with every copy of the textbook. It is a fully
searchable, online university library containing complete articles and their images.
Its database allows access to hundreds of scholarly and popular publications—all
reliable sources, including magazines, journals, encyclopedias, and newsletters.

TURNER LEARNING/CNN ECONOMICS VIDEO WITH INTEGRATION GUIDE

Professors can bring the real world into the classroom by using the Turner
Learning/CNN Economics Video. This VHS video provides current stories of eco-
nomic interest. The accompanying integration guide presents a summary and dis-
cussion questions for each clip. The video is produced in cooperation with Turner
Learning Inc. Contact your South-Western/ Thomson Learning sales representa-
tive for ordering information.
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