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Chapter 15

Public Finance and Public Choice

Start Up: Where Your Tax Dollars Go
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15.1 The Role of Government in a Market Economy
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Figure 15.1Government Expenditures and Revenues as a Percentage of GDP

Government expenditures and revenues have risen dramatically as a percentage of GDP, the most widely us
measure of economic activity, since 1929.

Source: U.S. Department of Commerce, Bureau of Economic Analysis, NIPA Tables 1.1.5 and 3.1.
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Figure 15.25overnment Revenue Sources and Expenditures: 2009
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The four panels show the sources of government revenues and the shares of expenditures on various activitie
levels of government in the United States and the European Union in 2009.

SourcesSurvey of Current Busingssgust 2011, Tables 3.2 and 3.10.5; Laurent Freysson, OGeneral Governme
Expenditure Trends 2005D2Bah&iat Statistics in Fod@g2011); Laura Wahrig, OTax Revenue in the European
Union,&urostat Statistics in Fo22011).
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Assessing Government Responses to Market Failure
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Figure 15.Forrecting Market Failure
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In each panel, the potential gain from government intervention to correct market failure is shown by the
deadweight loss avoided, as given by the shaded triangle. In Panel (a), we assume that a private market proc
Qnunits of a public good. The efficient [gyés, defined by the intersection of the demandgtovéhe public

good and the supply cugyePanel (b) shows that if the production of a good generates an external cost, the sur
curveS reflects only the private cost of the good. The market will Qepshiteeof the good at prieef the

public sector finds a way to confront producers with the social cost of their production, then the supply curve <
to S, and production falls to the efficient [@vélotice that this intervention results in a higher Bgieghich

confronts consumers with the real cost of producing the good. Panel (c) shows the case of a good that gener
external benefits. Purchasers of the good base their choices on the private benefit, and the market demand ci
D1. The market quantity@s. This is less than the efficient qua@ifywhich can be achieved if the activity that

generates external benefits is subsidized. That would shift the market demddg whiek totersects the
market supply curve at the efficient quantity. Finally, Panel (d) shows the case of a monopoly firmQ@Rat produc
units and charges a prige The efficient level of outf,could be achieved by imposing a price cefingat

is the case in each of the other panels, the potential gain from such a policy is the elimination of the deadweic
shown as the shaded area in the exhibit.
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Figure 15.4ederal Transfer Payment Spending

Percentage of GDP

Means-Tested

1962 1972 1982 1992 2002 2010

The chart shows federal means-tested and non-means-tested transfer payment spending as a percentage of
from 1962D2010.

Source: Congressional Budget Office, The Budget and Economic Outlook: Fiscal Years 2004D2013 (January
Table F-10 for 1962D2002; thereafter Congressional Budget Office, The Budget and Economic Outlook: Fisc:
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2011 to 2021 (January 2011), Table E-10 with means-tested as medicaid plus income security and non-mear
everything else.
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15.2 Financing Government
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Figure 15.6Tax Incidence in the Model of Demand and Supply

56

Tax =_$2/Ib -

Price per pound
w

0 1 2 3 4 3 6
Millions of pounds per day

Suppose the market price of beef is $3 per pound; the equilibrium quantity is 3 million pounds per day. Now s
an excise tax of $2 per pound is imposed, shown by the vertical green line. We insert this tax wedge between
demand and supply curves. It raises the market price to $4 per pound, suggesting that buyers pay half the tax
form of a higher price. Sellers receive a price of $2 per pound; they pay half the tax by receiving a lower price
equilibrium quantity falls to 2 million pounds per day.

3: >CH:GI DJG I6M UL:9<:V 7:1L::C I1=: 9:B6C9 6C9 HIEEAN 8JGK:H &C DJG :M6BEA

I=: EG>8: E6>9 7N 7IJN:GH G>H:H ID E:G EDJC9 0=: EG>8: G:8:>K:9 7N H:AA:GH ;
E:G EDJCY [=:DI=:G <D:HID I=: <DK:GCB:CI 0=: FI6CI>IN D; 7::; 9:B6C9:9

6C9 HIEEA>:9 ;6AAH ID B>AA>DC EDJC9H E:G 96N &C I=>H 86H: L: 8DC8AJ9: I=



=6EIl:G

#>C6C8>C< $DK:GCB:ClI

-J7A>8 #>C6C8: 6C9 -J7A>8 =D>8:

7:6G =6A; |=: 7JG9:C D; I=:I6M I=: EG>8: |I=:N E6N G>H:H 7N E:G EDJC9 6C9

H:AA:GH 7:6G I=: DI=:G =6A; I=: EG>8: I=:N G:8:>K: ;6AAH 7N E:G EDJC9 &C 699
ID I=: 8=6C<: >C EG>8: 6 ;JGI=:G 7JG9:C D; I=: 16M G:HJAIH ;:GDB I=: G:9J8I>DC >C
8DCHJB:G 6C9 >C EGD9J8:G HIGEAJH 3: =6K: CDI H=DLC I=>H G:9J8I>DC >C I=:

#><JG: 06M &C8>9:C8: 6C9 |=: "A6HI>8>IN D; :B6C9 6C9 D; /JJHEBNH =DL

I6M >C8>9:C8: K6G>:H L>I= I=: G:A6I>K: :A6HI>8>I>:H D; 9:B6C9 6C9 HIEEAN AA;
E6C:AH H=DL B6G@:IH L>I=|=: H6B: >C>|>6R B3dx3B>C:9 7N |=: >CIl:GH:8I>DC

D; 9:B6C9D 6C9 HIEEAN B: >BEDH: 6C :M8>H: I6M <>K:C 7N I=: K:GI>86A <G::C
A>C: H7:DG: L: >CH:GI I=>H I6M L:9<: 7:IL::C I=: 9:B6C9 6C9 HJEEAN 8JGK:H 3:
6HHJB: I=: 6BDJCI D; I=: I6M E:G JC>| >H I=: H6B: >C :68=D; I=: ;:DJG B6G@:IH

Figure 15.7ax Incidence and the Elasticity of Demand and of Supply
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We show the effect of an excise tax, given by the vertical green line, in the same wayRatre/d 56l T ax
Incidence in the Model of Demand and Supelygee that buyers bear most of the burden of such a tax in cases ¢
relatively elastic supply (Panel (a)) and of relatively inelastic demand (Panel (d)). Sellers bear most of the bur
cases of relatively inelastic supply (Panel (b)) and of relatively elastic demand (Panel (c)).
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15.4 Review and Practice
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