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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

LEARNING OBJECTIVES
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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 used
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 15.2Government Revenue Sources and Expenditures: 2009

The four panels show the sources of government revenues and the shares of expenditures on various activities for all
levels of government in the United States and the European Union in 2009.

Sources:Survey of Current Business, August 2011, Tables 3.2 and 3.10.5; Laurent Freysson, ÒGeneral Government
Expenditure Trends 2005Ð2010,ÓEurostat Statistics in Focus42 (2011); Laura Wahrig, ÒTax Revenue in the European
Union,ÓEurostat Statistics in Focus26 (2011).
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Responding to Market Failure
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Public Goods
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External Costs and Benefits
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Imperfect Competition

&C�6�E:G;:8IAN�8DBE:I>I>K:�B6G@:I��EG>8:�:FJ6AH�B6G<>C6A�8DHI�&;�8DBE:I>I>DC�>H
>BE:G;:8I��=DL:K:G��>C9>K>9J6A�;>GBH�;68:�9DLCL6G9�HADE>C<�9:B6C9�8JGK:H�6C9
L>AA�8=6G<:�EG>8:H�<G:6I:G�I=6C�B6G<>C6A�8DHI� DCHJB:GH�>C�HJ8=�B6G@:IH�L>AA�7:
;68:9�7N�EG>8:H�I=6I�:M8::9�B6G<>C6A�8DHI��6C9�I=:�6AAD86I>DC�D;�G:HDJG8:H�L>AA�7:
>C:;;>8>:CI

�C�>BE:G;:8IAN�8DBE:I>I>K:�EG>K6I:�B6G@:I�L>AA�EGD9J8:�A:HH�D;�6�<DD9�I=6C�>H
:;;>8>:CI��H�L:�H6L�>C�I=:�8=6EI:G�DC�BDCDEDAN��<DK:GCB:CI�6<:C8>:H�H::@�ID
EGD=>7>I�BDCDEDAN�>C�BDHI�B6G@:IH�6C9�ID�G:<JA6I:�I=:�EG>8:H�8=6G<:9�7N�I=DH:
BDCDEDA>:H�I=6I�6G:�E:GB>II:9�$DK:GCB:CI�EDA>8N�IDL6G9�BDCDEDAN�>H�9>H8JHH:9
BDG:�;JAAN�>C�6�A6I:G�8=6EI:G

Assessing Government Responses to Market Failure

&C�:68=�D;�I=:�BD9:AH�D;�B6G@:I�;6>AJG:�L:�=6K:�G:K>:L:9�=:G:TEJ7A>8�<DD9H�
:MI:GC6A�8DHIH�6C9�7:C:;>IH��6C9�>BE:G;:8I�8DBE:I>I>DCTI=:�B6G@:I�B6N�;6>A�ID
68=>:K:�I=:�:;;>8>:CI�G:HJAI�0=:G:�>H�6�EDI:CI>6A�;DG�<DK:GCB:CI�>CI:GK:CI>DC�ID
BDK:�>C:;;>8>:CI�B6G@:IH�8ADH:G�ID�I=:�:;;>8>:CI�HDAJI>DC

#><JG:������ DGG:8I>C<�*6G@:I�#6>AJG:�G:K>:LH�I=:�EDI:CI>6A�<6>C�;GDB
<DK:GCB:CI�>CI:GK:CI>DC�>C�86H:H�D;�B6G@:I�;6>AJG:�&C�:68=�86H:��I=:�EDI:CI>6A�<6>C
>H�I=:�9:69L:><=I�ADHH�G:HJAI>C<�;GDB�B6G@:I�;6>AJG:��<DK:GCB:CI�>CI:GK:CI>DC�B6N
EG:K:CI�DG�A>B>I�I=>H�9:69L:><=I�ADHH�&C�:68=�E6C:A��I=:�9:69L:><=I�ADHH�G:HJAI>C<
;GDB�B6G@:I�;6>AJG:�>H�H=DLC�6H�6�H=69:9�IG>6C<A:

 =6EI:G����-J7A>8�#>C6C8:�6C9�-J7A>8� =D>8:

����0=:�.DA:�D;�$DK:GCB:CI�>C�6�*6G@:I�"8DCDBN ���



Figure 15.3Correcting Market Failure

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 produces
Qm units of a public good. The efficient level,Qe, is defined by the intersection of the demand curveD1 for the public

good and the supply curveS1. Panel (b) shows that if the production of a good generates an external cost, the supply

curveS1 reflects only the private cost of the good. The market will produceQm units of the good at priceP1. If the

public sector finds a way to confront producers with the social cost of their production, then the supply curve shifts
toS2, and production falls to the efficient levelQe. Notice that this intervention results in a higher price,P2, which

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

generates external benefits is subsidized. That would shift the market demand curve toD2, which intersects the

market supply curve at the efficient quantity. Finally, Panel (d) shows the case of a monopoly firm that producesQm

units and charges a priceP1. The efficient level of output,Qe, could be achieved by imposing a price ceiling atP2. As

is the case in each of the other panels, the potential gain from such a policy is the elimination of the deadweight loss
shown as the shaded area in the exhibit.
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Income Redistribution
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Figure 15.4Federal Transfer Payment Spending

The chart shows federal means-tested and non-means-tested transfer payment spending as a percentage of GDP
from 1962Ð2010.

Source: Congressional Budget Office, The Budget and Economic Outlook: Fiscal Years 2004Ð2013 (January 2003),
Table F-10 for 1962Ð2002; thereafter Congressional Budget Office, The Budget and Economic Outlook: Fiscal Years
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2011 to 2021 (January 2011), Table E-10 with means-tested as medicaid plus income security and non-means-tested
everything else.
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Case in Point: Externalities, Irrationalities, and Smoking

© 2010 Jupiterimages Corporation

/BD@:GH�>BEDH:�IG:B:C9DJH�8DHIH�DC�I=:BH:AK:H��6H:9�HDA:AN�DC�I=:�9:<G::�ID
L=>8=�HBD@>C<�H=DGI:CH�I=:>G�A>;:�:ME:8I6C8N��I=:�8DHI�E:G�E68@�D;�8><6G:II:H�>H
:HI>B6I:9�ID�7:�������0=6I�8DHI��D;�8DJGH:��>H�6�EG>K6I:�8DHI�&C�699>I>DC�ID�I=6I
EG>K6I:�8DHI��HBD@:GH�>BEDH:�8DHIH�DC�DI=:GH�0=DH:�:MI:GC6A�8DHIH�8DB:�>C
I=G::�L6NH�#>GHI��I=:N�>C8G:6H:�=:6AI=�86G:�8DHIH�6C9�I=JH�>C8G:6H:�=:6AI=
>CHJG6C8:�EG:B>JBH�/:8DC9��HBD@>C<�86JH:H�;>G:H�I=6I�9:HIGDN�EGDE:GIN
0=>G9��DI=:G�E:DEA:�9>:�:68=�N:6G�6H�6�G:HJAI�D;�H:8DC9=6C9�HBD@:�26G>DJH
:HI>B6I:H�D;�I=:H:�:MI:GC6A�8DHIH�EJI�I=:B�6I�67DJI�����E:G�E68@�&;�6�I6M�L:G:
ID�7:�76H:9�HDA:AN�DC�:MI:GC6A�:;;:8IH��DC:�LDJA9�6AHD�C::9�ID�G:8D<C>O:�I=6I
HBD@:GH�6AHD�<:C:G6I:�:MI:GC6A�7:C:;>IH�0=:N�8DCIG>7JI:�ID�G:I>G:B:CI
EGD<G6BH�6C9�ID�/D8>6A�/:8JG>IN�6C9�I=:C�9>:�HDDC:G�I=6C�CDCHBD@:GH�0=:N
I=JH�HJ7H>9>O:�I=:�G:I>G:B:CI�EGD<G6BH�D;�I=:�G:HI�D;�I=:�EDEJA6I>DC�/D�;GDB
I=:�E:GHE:8I>K:�D;�:MI:GC6A>I>:H��I=:�DEI>B6A�I6M�LDJA9�7:�A:HH�I=6C�����E:G
E68@

 ><6G:II:�I6M:H��I=DJ<=��6G:�BJ8=�=><=:G�I=6C�I=6I�/=DJA9�I=:N�7:��&H�I=6I
;6>G��,C:�G6I>DC6A:�>H�H>BEAN�I=6I�UH>CV�I6M:H�6G:�6�HDJG8:�D;�<DK:GCB:CI
G:K:CJ:�"8DCDB>HIH�'DC6I=6C�$GJ7:G�6C9��DIDC9�(DHO:<>�HJ<<:HI�HDB:I=>C<
:AH:TI=6I�6C�:M8>H:�I6M�DC�8><6G:II:H�D;�6H�BJ8=�6H������E:G�E68@�B6N�68IJ6AAN
>BEGDK:�I=:�L:A;6G:�D;�HBD@:GH�/BD@:GH��I=:N�6G<J:��6G:�UI>B:�>C8DCH>HI:CIV
)68@>C<�H:A;�8DCIGDA�DG�L>AAEDL:G��I=:N�H::@�I=:�>BB:9>6I:�<G6I>;>86I>DC�D;�6

 =6EI:G����-J7A>8�#>C6C8:�6C9�-J7A>8� =D>8:

����0=:�.DA:�D;�$DK:GCB:CI�>C�6�*6G@:I�"8DCDBN ���



8><6G:II:�6C9�I=:C�G:<G:I�I=:>G�9:8>H>DCH�A6I:G�%><=:G�I6M:H�LDJA9�H:GK:�ID
G:9J8:�I=:�FJ6CI>IN�D;�8><6G:II:H�9:B6C9:9�6C9�I=JH�G:9J8:�7:=6K>DG�HBD@:GH
LDJA9�DI=:GL>H:�G:<G:I�0=:>G�6G<JB:CI�>H�I=6I�HBD@:GH�>BEDH:�U>CI:GC6A>I>:HV
DC�I=:BH:AK:H�6C9�I=6I�=><=:G�I6M:H�LDJA9�G:9J8:�I=>H

3=:G:�9D:H�I=>H�A:69�JH��&;�HBD@:GH�6G:�UG6I>DC6AAN�699>8I:9V�ID�HBD@>C<��>:�
I=:N�=6K:�L:><=:9�I=:�7:C:;>IH�6C9�8DHIH�D;�HBD@>C<�6C9�=6K:�8=DH:C�ID
HBD@:���I=:C�I=:�DCAN�EGD<G6B�;DG�EJ7A>8�EDA>8N�>H�ID�9:H><C�6�I6M�I=6I�I6@:H
>CID�688DJCI�I=:�C:I�:MI:GC6A�8DHIH�D;�HBD@>C<� JGG:CI�:M8>H:�I6M:H�DC
8><6G:II:H�H::B�ID�BDG:�I=6C�688DBEA>H=�I=6I��JI�>;�I=:�9:8>H>DC�ID�HBD@:�>H�6C
>GG6I>DC6A�DC:��L:A;6G:�B6N�7:�>BEGDK:9�7N�=><=:G�:M8>H:�I6M:H�DC�HBD@>C<

&C�6�HIJ9N�I>IA:9��U!D� ><6G:II:�06M:H�*6@:�/BD@:GH�%6EE>:G�V�$GJ7:G�6C9
/:C9=>A�*JAA6>C6I=6C�JH:9�H:A;�G:EDGI:9�=6EE>C:HH�B:6HJG:H�6C9�K6G>6I>DCH�>C
8><6G:II:�:M8>H:�I6M:H�68GDHH�HI6I:H�ID�H::�I=:�:;;:8I�D;�:M8>H:�I6M:H�DC�=6EE>C:HH
D;�E:DEA:�L=D�=6K:�6�EGDE:CH>IN�ID�HBD@:�0=:N�;DJC9�I=6I�E:DEA:�L>I=�6
EGDE:CH>IN�ID�HBD@:�L:G:�H><C>;>86CIAN�=6EE>:G�L>I=�=><=:G�8><6G:II:�:M8>H:
I6M:H�0=>H�;>C9>C<��I=:N�6G<J:��>H�BDG:�8DCH>HI:CI�L>I=�6�BD9:A�76H:9�DC
7DJC9:9�L>AAEDL:G�6C9�I>B:�>C8DCH>HI:C8N�I=6C�DC:�76H:9�DC�G6I>DC6A
699>8I>DC

/DJG8:H��'DC6I=6C�$GJ7:G�6C9��DIDC9�(DHO:<>��U06M�&C8>9:C8:�3=:C�&C9>K>9J6AH
�G:�0>B:�&C8DCH>HI:CI��0=:� 6H:�D;� ><6G:II:�"M8>H:�06M:H�VJournal of Public
Economics���������������S������'DC6I=6C�%�$GJ7:G�6C9�/:C9=>A�*JAA6>C6I=6C�
U!D� ><6G:II:�06M:H�*6@:�/BD@:GH�%6EE>:G�VJournal of Economic Analysis and
Policy: Advances in Economic Policy�������������S��

 =6EI:G����-J7A>8�#>C6C8:�6C9�-J7A>8� =D>8:

����0=:�.DA:�D;�$DK:GCB:CI�>C�6�*6G@:I�"8DCDBN ���



ANSWERS TO TRY IT !  PROBLEMS
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15.2 Financing Government

LEARNING OBJECTIVES

� "MEA6>C�I=:�67>A>IN�ID�E6N�6C9�I=:�7:C:;>IH�G:8:>K:9�EG>C8>EA:H�D;
I6M6I>DC

� !>HI>C<J>H=�6BDC<�G:<G:HH>K:��EGDEDGI>DC6A��6C9�EGD<G:HH>K:�I6M:H
� !:;>C:�I6M�>C8>9:C8:�6C6ANH>H�6C9�:MEA6>C�6C9�>AAJHIG6I:�I=:�8DC9>I>DCH

JC9:G�L=>8=�I=:�7JG9:C�D;�6C�:M8>H:�I6M�;6AAH�B6>CAN�DC�7JN:GH�DG
H:AA:GH

&;�<DK:GCB:CI�H:GK>8:H�6G:�ID�7:�EGDK>9:9��E:DEA:�BJHI�E6N�;DG�I=:B�0=:�EG>B6GN
HDJG8:�D;�<DK:GCB:CI�G:K:CJ:�>H�I6M:H�&C�I=>H�H:8I>DC�L:�:M6B>C:�I=:�EG>C8>EA:H�D;
I6M6I>DC��8DBE6G:�6AI:GC6I>K:�INE:H�D;�I6M:H��6C9�8DCH>9:G�I=:�FJ:HI>DC�D;�L=D
68IJ6AAN�7:6GH�I=:�7JG9:C�D;�I6M:H

&C�699>I>DC�ID�>BEDH>C<�I6M:H��<DK:GCB:CIH�D7I6>C�G:K:CJ:�7N�8=6G<>C<user fees�� �
L=>8=�6G:�;::H�A:K>:9�DC�8DCHJB:GH�D;�<DK:GCB:CI�EGDK>9:9�H:GK>8:H�0=:�IJ>I>DC
6C9�DI=:G�;::H�8=6G<:9�7N�EJ7A>8�JC>K:GH>I>:H�6C9�8DAA:<:H�6G:�JH:G�;::H��6H�6G:
:CIG6C8:�;::H�6I�C6I>DC6A�E6G@H�#>C6AAN��<DK:GCB:CI�6<:C8>:H�B><=I�D7I6>C�G:K:CJ:
7N�H:AA>C<�6HH:IH�DG�7N�=DA9>C<�7DC9H�DC�L=>8=�I=:N�:6GC�>CI:G:HI

Principles of Taxation
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Ability to Pay
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Proportional Tax
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Progressive Tax
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Personal income tax rate applied to
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Types of Taxes

Figure 15.5Sources of Government Revenue

The chart shows sources of revenue for federal, state, and local governments in the United States. The data omit
revenues from government-owned utilities and liquor stores. All figures are in billions of dollars. Data are for 2007.

Source: U.S. Bureau of the Census, Statistical Abstract of US, 2011 (online) Tables 434 and 473.
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Personal Income Taxes
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Sales Taxes
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Tax Incidence Analysis
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Figure 15.6Tax Incidence in the Model of Demand and Supply

Suppose the market price of beef is $3 per pound; the equilibrium quantity is 3 million pounds per day. Now suppose
an excise tax of $2 per pound is imposed, shown by the vertical green line. We insert this tax wedge between the
demand and supply curves. It raises the market price to $4 per pound, suggesting that buyers pay half the tax in the
form of a higher price. Sellers receive a price of $2 per pound; they pay half the tax by receiving a lower price. The
equilibrium quantity falls to 2 million pounds per day.
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Figure 15.7Tax Incidence and the Elasticity of Demand and of Supply

We show the effect of an excise tax, given by the vertical green line, in the same way that we did inFigure 15.6 "Tax
Incidence in the Model of Demand and Supply". We see that buyers bear most of the burden of such a tax in cases of
relatively elastic supply (Panel (a)) and of relatively inelastic demand (Panel (d)). Sellers bear most of the burden in
cases of relatively inelastic supply (Panel (b)) and of relatively elastic demand (Panel (c)).
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Case in Point: What Are Marginal Tax Rates?
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Marginal Net Tax Rates on Current-Year Labor Supply (Individuals,
percentages)
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ANSWER TO TRY IT !  PROBLEM
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15.3 Choices in the Public Sector

LEARNING OBJECTIVES
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The Public Choice Perspective
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Economics and Voting: The Rational Abstention Problem
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Legislative Choice and Special Interests
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15.4 Review and Practice

Summary
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NUMERICAL PROBLEMS
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