Why Study

Public Finance?

n March 23,2010, President Barack Obama signed into law the Patient

Protection and Affordable Care Act, commonly known as the ACA.

This law proposes to transform the system of health care coverage and
financing in the United States.

Under the ACA, the government is projected to spend nearly $1 trillion on
public health insurance and subsidies to private health insurance coverage over
the coming decade, offset by spending reductions on existing public insur-
ance programs and new taxes on the medical sector and the wealthy. Insurance
companies will no longer be able to discriminate against sick patients, and
individuals who can afford health insurance will be mandated to purchase it
or pay a penalty. In addition, dozens of new initiatives will be undertaken in

an attempt to control runaway health care spending in the United States. The
Congressional Budget Office (CBO) projecied that, when the ACA is fully

implemented, 32 million more Americars Wl lidve health insurance, and the

government’s deficit will fall by more than: 5100 bilion. On the other hand,
the Centers for Medicare and Medicaid Services projected that the law would
at the same time raise health care spending in the United States by 1-2% over
the next decade.’

The ACA is likely most important piece of social policy legislation enacted
in the United States in the past 40 years.Yet despite its passage, the ACA con-
tinues to be debated ferociously in Congress, in the states, and in campaigns at
all levels of government. Supporters argue that the bill corrects failed insurance
markets, reduces the economic burden on the uninsured, and moves to control
health care costs in the long run. Representative Nancy Pelosi, a Democrat

who was Speaker of the House of Representatives during the initial debates
over the ACA, said the law was

....personal for millions of families who've gone into bankruptcy under the
weight of rising health care costs. . . .And it’s personal for 45,000 Americans
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ho have lost a loved one each year because .they didn’t
w .. Today, we have the opportunity to com_
£ our society and pass health insurance

and their families :

and couldn’t get health insurance..

i business 0

lete the great unfinished iness R
feform for all Americans that is a right and not a privileg

President Obama made his argument that

This law will cut costs and make coverage more .affordab.le f(c)lr families
and small businesses. It’s reform that brings—that begins to br1ng11 own our
government’s long-term structural deficit. It’s r.ef.'orm that finally lexz{end,s
the opportunity to purchase coverage to the nnH19ns who currently don’t
have it—and includes tough new consumer protections to guaran.tee greateg
stability, security, and control for the millions who do have health insurance.

Opponents of the legislation viewed the ACA as an unwarranted expan-
sion of government power into the health care sector—;-lnd an. enormous
expansion of government spending at a time of record deficits. Representative
John Boehner, a Republican who succeeded Nancy Pelosi as Speaker of the
House, issued a press release entitled “ObamaCare “Will Increase Spending,
Increase Taxes, & Destroy Jobs in America’,” and said that “Between reports
from the Kaiser Family Foundation and the Seattle Times indicating that
health care costs will skyrocket under ObamaCare, the Democrats’ claims that
their government takeover of health care will make health insurance more
affordable doesn’t pass the straight-faced test.”* Afier the vote to pass the ACA,
Republican Representative (and presidentia “clat
truly a sad weekend on the House floor 2:
of the Constitution, disregard of the will of the

\

#date) Ron Paul said, “It was

ssed further dismantling

recple, explosive expansion
of the reach of government, unprecedented corporate favoritism, and the
impending end of quality healthcare as we know it”

The debate over the ACA is far from over. The legal and political barriers
to it are daunting, but at the same time the ACA has already moved well along
the track to implementation. And even if the ACA is fully implemented as it
is written, there will be ongoing challenges in taming the explosive growth of
medical costs in the United States. Indeed, medical costs are largest and fast-
est growing source of pressure on public budgets at the local, state, and federal
levels.

The controversies over the proper role of the government in dealing with
health care coverage and costs raise the fundamental questions addressed b

the branch of economics known as public finance. The goal of public finance is
to understand the proper role of the government in the economy. On the expenditures
side of public finance, we ask: What kind of services should the government

? Pelosi quotes available at http://www.democraticleader.
/news/press-releases/2010/04/ releases-April10-hos.shtml.
* Obama remarks at the Annual Conference of the Amer

at http://www.whitehouse.gov/ the-press-office/remark
-association.

* Boehner comments available at http://www.politifact.com/ohio/ statements/2011/mar/31/john-boehner

/house-speaker-john-boehner-lab els-money-health-car/ and http:// healthcarereform.procon.org/view
.answers.php?questionID=001526.

5 .
Paul comments available at http:// 201261ection.procon.org/ view.answers.election.php?questionID=1706.

gov/blog/?p=2209 and http://pelosi.house.gov

ican Medical Association, June 15, 2009; available
s-president-annual-conference-american-medical
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WHY STUDY PUBLIC FINANCE? s CHAPTER 1 3

rovide, if any? Wh}’ ShOUId_ the government be spending hundreds of billions
of dollars 0 provide health insurance to the uninsured (to cite just one exam-
ole)? More generally, VYhy is the government the primary provider of goods
and services such as highways, education, and transfers to the unemployed,

while the provision of goods and services such as clothing, entertainment, and

e

roperty insurance is generally left to the private sector? On the revenue side ‘

o public finance, we ask: How much should the government tax its citizens,
and how should that amount be related to the economic circumstances of
those individuals? What kinds of activities should be taxed or be given tax
relief in difficult times? What effect do taxes have on the functioning of the

economy?

1l

The Four Questions of Public Finance

In the simplest terms, public finance is the study of the role of the government
in the economy. This is a very broad definition. This study involves answering
the four questions of public finance:

» When should the government intervene in the economy?

» How might the government intervene?

» IWhat is the effect of those interventions on economic outcomes?

» Why do governments choose to intervene in the way that they do?

In this section, we explore thess {our guestions within the context of a
specific example: the market I ogii issurance, in which individuals pay a

3 e, in return for which insurance

.lis if they are ill. This is only one of
et is snvolved, but it is a particularly use-

monthly premium to insurance
companies pay the individuais
many markets in which the gove
ful example, since health care spending is the single largest and fastest-growing
part of the U.S. government’s budget.

When Should the Government Intervene in the Economy?

To understand the reason for government intervention, think of the economy
25 a series of trades between producers (firms) and consumers. A trade is effi-
dient if it makes at least one party better off without making the other party
worse off, The total efficiency of the economy is maximized when as many
efficient trades as possible are made.

The fundamental lesson of basic microeconomics is that in most cases the
competitive market equilibrium is the most efficient outcorme for society—that is, it
is the outcome that maximizes the gains from efficient trades. As discussed
in much more detail in Chapter 2, the free adjustment of prices guarantees
that, in competitive market equilibrium, supply equals demand. When supply
equals demand, all trades that are valued by both producers and consumers are
being made. Any good that consumers value above its cost of production will

&

public finance The study of
the role of the government in
the economy.

four questions of public
finance When should the
government intervene in
the economy? How might
the government intervene?
What is the effect of
those interventions on
economic outcomes? Why
do governments choose to
intervene in the way that
they do?
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If the competitive market equilibriu

society, why do governments Intervenc
markets? There are two reasons why gove.rnr'nen.
market economies: market failures and redistribution.

Market Failures The first motivation for government involvement in the
economy is the existence of market failures, pro.ble.ms tgﬁat_ causeTahrmarket
economy to deliver an outcome that does not maximize €Imciency. 9ugh~
out this book we discuss a host of market failures that 1mpe.de the operatlo.n of
the market forces you learned about in basic microeconomics. Here we .brl.eﬂy
explore a failure in the health insurance market that may cause its equilibrium
outcome to be inefficient.

At first glance, the market for health insurance seems to be a standard text-
book competitive market. Health insurance is supplied by a large number of
insurance companies and demanded by a large number of households. In the
market equilibrium where supply equals demand, social efficiency should be
maximized: anyone who values health insurance above its cost of production
is able to buy insurance.

In 2010, there were 49 million persons w2k st health insurance in the Unit-
ed States, or 18.5% of the non-eldesiv poyp «ii {25 we’ll discuss in Chapter 15,
the elderly are provided universal health cowesage in the United States under
the Medicare program).® The existence o) sach 2 large number of uninsured
does not, however, imply that the market doesr s work. After all, there are many
more Americans who don’t have a large-screen TV, or a new car, or 2 home of
their own. That a small minority of the population is uninsured does not by
itself prove that there is a problem in the market; it Jjust implies that those with-
out insurance don’t value it enough to buy it at existing prices.

Is this equilibrium outcome, which leaves 49 million people without health
insurance, the most efficient outcome for society? It may not be, as the fol-
lowing example shows. Suppose that I am uninsured, and as a result do not
get my yearly vaccination for influenza. By not getting my flu shot, I increase

my risk of getting the flu, and increase the risk of passing it on to all of the
students who come into contact with me and have not had flu shots. If these
students become ill, their medical costs will rise and their performance in class
will worsen. Thus, the total or social value of health insurance is not Just the
improvement it causes in my health, but also the Improvement it causes in my
students’ health, which lowers their medical costs and improves class perfor-
mance. Thus, I should have insurance if the tota] social value, both to myself

and to others with whom I have contact, exceeds the cost of that insurance

When I make my insurance decision, however, I don’t consider that total
social va11.1e, only the value to myself. Suppose that I value the insurance at
less than its cost because I don’t mind getting the flu, but that society values

® Employee Benefit R esearch Institute (2011).
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the jpsurance at more than its cost because it is very costly for my students |
to go © the dczctor a.nd to perform poorly in class if they get siZk In iﬁ's
situation; I won’t buy insurance, even though society (which includes.me 1csl
my students) would be better offif I did. In this case. the competitive out =

has Ot maximized total social efficiency. ’ it

This is an example of a negative externality, whereby my decision im;
on others COSts that I don’t bear. As a result of this negative externaﬁose;
am underinsuring myself from society’s perspective because I don't ltf?:’ke
;nto account the full costs that my medical decisions impose on others. We
will discuss externalities in much more detail in Chapters 5 and 6 but. this
example illustrates the type of market failure that can cause the cor,npetitive
equilibrium to deliver a socially inefficient outcome. Later chapters in the
book discuss other types of market failure as well.

If the competitive equilibrium does not lead to the efficiency-maximizing
outcome, there is the potential for efficiency improvement through govern-
ment intervention. Since the government can take into account not only my
costs and benefits but also the costs and benefits to others, the government can
compare the social costs to the social benefits more accurately and induce me
to buy insurance if the total benefits exceed the total costs. As we emphasize
in answering the fourth question, however, the fact that the private market
outcome is not efficiency-maximizing does not imply that government inter-

vention will necessarily improve efficiency.

S APPLICATION!

The Measles Epidemic of 1684-1391
One of the illnesses for whisF =i ciiliren are supposed to be immunized is
measles. Measles is transmitted from person to person by respiratory droplets
and is characterized by a high fever and severe rash that lasts five to six days. In
the early 1960s, there were thought to be 3 to 4 million cases annually in the
United States, resulting in 500 reported deaths each year. Other costs associ-
ated with measles infection included medical expenditures and work time lost
for parents in caring for sick children.
Then, in 1963, a measles vaccine was introduced. Measles vaccination greatly
reduces, but does not eliminate, the chance of contracting measles, and the vac-
cine can wear off over time if you don’t get periodic “booster” shots to reacti-
vate the immunity. As a result of the vaccine, measles cases had become relatively
tare in the United States by the 1980s, with fewer than 3,000 cases reported per
year and very few deaths. Over the period from 1989 to 1991, howevet, there
was a huge resurgence in measles in the United States, with over 50,000 cases
and 123 deaths from a disease thought to be largely eradicated. What happened?
In retrospect, it is clear that this outbreak resulted from very low

immunization rates among disadvantaged inner-city youths. One-third of all

"W
©ood and Brunell (1995).
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a negative externality because t s
these other children would become sick, W

o et d to this health crisis in the early 19905
The federal government responded to L1518 1 . '
first tl?rough pfblicly encouraging parents to get thelr chlidren. 1m1rrl1111n;2ed,
and then through an initiative that paid for the vaccines for low-1nco am-

ilies. The result was impressive. [mmunization rates, which had n;;;r liieen
above 70% before the epidemic, rose to 90% by 1995. And, byhl , there
were only about 300 confirmed cases of measles. Government intervention

clearly reduced this negative externality. )|

Redistribution The second reason for government interventi_on is
redistribution, the shifting of resources from some groups in society to
others. Think of the economy as a pie, the size of which is determined by
the social efficiency of the economy. If there are no market failures, then the
private market forces of demand and supply maximize the size of the pie; if
there are market failures, there is the potentil for the government to increase
the size of the pie.

The government may care not only abaus the size of the pie, however, but
also its distribution, or the size of each person’ys shice. For reasons we discuss in
Chapter 2, society may decide that the rescurce allocations provided by the
market economy are unfair; for example, society may view another dollar of
consumption by a very rich person as less valuable than another dollar of con-
sumption by a very poor person. The primary way to correct such misallocations
is through government interventions that redistribute resources from those
groups that society has deemed “too well off” to those groups that society has
deemed “not well off enough.” For example, in the United States in 2010, 70%
of the uninsured are in families with incomes below $50,000. Thus, society may
feel that it is appropriate to redistribute from those with insurance, who tend to
have higher incomes, to those without, who tend to have lower incomes.

In some cases, society can undertake redistributions that change only
the dlstrlbuti.on-of the pieces and not the size of the pie itself. Usually,
hovx'fever, redistributing resources from one group to another will entajl
efficiency losses. These losses occur because th

point. For example, if we tax the rich to distribute money to the poor, then
this tax may cause the rich to work less har :

d (since they don’t get to take
home as much money from their work) and the poor to worl% less hard




general, then, therc? will .be a trade-off between the size of the pie and

e distribution of the pie, which we .call an equity—efficiency trade-off. Societies

ically have to choose between pies that are larger and more unequally
distribu':ed and pies that are smaller and more equally distributed.

1
]

How Might the Government Intervene?

Having decided whether to intervene, the next question is how the
government should do so.There are several different general approaches that

the government can take to intervention.

Tax or Subsidize Private Sale or Purchase One way that the government can
try to address failures in the private market is to use the price mechanism, whereby
government policy is used to change the price of a good in one of two ways:
1. Through taxes, which raise the price for private sales or purchases of
goods that are overproduced, or

5. Through subsidies, which lower the price for private sales or purchases of
goods that are underproduced.

Returning to the example of health insurance, one key element of the
ACA is the subsidization of health insurance costs for low income families,
although, to make things confusing, those subsidies are delivered through the
tax code as a tax credit that offsets the cost of insurance.

Restrict or Mandate Private Sate or Purchase Alternatively, the government
can directly restrict private sale or purchase of goods that are overproduced, or
mandate private purchase of goods that are underproduced and force indi-
viduals to buy that good. The ACA miandates that individuals purchase health
insurance or face a tax penalty Many oiher nations, such as Germany and
Switzerland, mandate that almost ali cirizens have health insurance coverage.

Public Provision Another alternacive is to have the government provide the
good directly, in order to potentially attain the level of consumption that max-
imizes social welfare. In the United States, more than one-quarter of the pop-
ulation has insurance that is provided to it directly by the government; Canada
and many other developed nations have publicly provided health insurance for

their entire populations.

Public Financing of Private Provision Finally, governments may want
to influence the level of consumption but may not want to involve them-
selves directly in the provision of a good. In such cases, the government can
finance private entities to provide the desired level of provision. For example,
the 2003 legislation to add a prescription drug benefit to the U.S. Medicare
insurance program for the disabled and elderly involves federal government
reimbursement of private insurers to provide prescription drug insurance.

As you can see, there is a wide spectrum of policy options.When considering
how to intervene, policy makers should evaluate alternative options carefully
before deciding which option is best. This evaluation leads naturally to the

third question: How can we evaluate alternative policy options?

WHY STUDY PUBLIC FINANCE?

» CHAPTER 1

7
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In assessing the effects of governmen

keep in mind that any policy has direct and indirect effects.

aterventions, policy makers muyg

Direct Effects The direct effects of government intervent1;>1n§ agehthnse
effects that would be predicted if individuals did not changeht eir behavior
in response to the interventions. For examplf:, suppose that ‘td.e gcf);rernmslxiu
wants to try to address the problem of the uninsured by providing tree public
health care. as is done in the United Kingdom. The government co.rnputes

- that, with 4’9 million uninsured, and an average cost of treating each unlnnu.red
person of $2,500 per year, this intervention would cost abont .$125 b11hnn
per year. This is a huge amount, but it is much smaller than eX?stmg spendmg
on health care by the U.S. government ($818 billion). According to this cal-
culation, we could cover all of the uninsured for less than 3.5% of the federal
budget of $3.7 trillion.®

Indirect Effects The indirect effects of government intervention are
effects that arise only because individuals change their behavior in response
to the interventions. For example, being vins
can change about themselves; it 15 w0t 2

being male or African American. By
are uninsured, the government prov:

ured is something that people
sonal characteristic such as
calth care to those who
_ incntives for those paying for
their own health insurance to drop thai insurance and take part in the govern-
ment’s free health care program.

Suppose that half of the non-elderly who are privately insured behaved
this way. This would add another 38 million persons to the pool using this
public source of care. If each person in this group also costs $2,500 on aver-
age, the government cost of the program would almost triple, to $340 billion
per year! On the other hand, if only 10% of the privately insured behaved
this way, the government cost of the program would rise to only $165 billion
per year.

The key question for evaluating free public health care for the uninsured
is therefore: How many privately insured will drop their privately purchased
coverage to join a free public option? This is an empirical question. The public
ﬁnance economist needs some means of drawing on data to make the best
estimate of the extent of such movement. Throughout this book, we discuss a
variety of ways that empirical public finance economists make such estimates,

and hoW economists use these to inform their understanding of the effects of
alternative government interventions.

¥ Office of Management and Budget (2006a), Table 3.1.
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The CBO: Government Scorekeepers

Empifical economics is not just Fhe plaything of academ-
s, The methods and results derived from empirical eco-
pomics are central to the development of public policy
ot all Jevels of government. A particularly good example
of the power of empirical economics is provided by the
CBO. ‘

The CBO was created in 1975 with a mission to
provide Congress with the objective, timely, nonpartisan
analyses needed for economic and budget decisions.” The
CBO increasingly plays a critical role as a “scorekeeper” for
government policy debates. Legislative spending proposals
that are to become law must first have their costs estimated
by the analysts at the CBO. Given budgetary pressures on
the federal government, policy makers have increasingly
referred their legislation to the CBO earlier and earlier in

the development process. If they know what “score” their “We don’t use the Congressional Budget Office.”

spending proposal will receive (.e., how much the CBO says
it will cost), they can tailor the proposal to fit within a given budget target.
It is not an overstatement to say that the economists who work at the CBO

frequently hold the fate of a legislative proposal in their hands. Indeed, the
large price tag that the CBO assigned to the Clinton administration’s plan to
reform health care in the United States in 1994 is often cited as 2 key factor
in the defeat of that proposal.’’ The CBEO played an e¢qually influential role in
the 2009—2010 debate over health: care refurm thot led to the ACA—as one
reporter wrote, “the 25-page ‘scor=’ ¢ - ation was treated as holy writ
in Washington.”"! The methods we sucy 3 L.hapter % and many of the results
that we learn about throughout this beok ate central to the internal delibera-
tions of the analysts at the CBO. ¥

Why Do Governments Do What They Do?

Finally, as students of public policy, we must recognize that we cannot simply
model governments as benign actors who intervene only to mitigate mar-
ket failures or assure the proper distribution of social resources. In practice,
the government faces the difficult problems of aggregating the preferences of
millions of citizens into a coherent set of policy decisions, raising the fourth
question of public finance: Why do governments do what they do? Note the

ﬁVer that perjod,
P WWW-Washingtonpost.com/wp—dyn/content/article/2010/03/18/AR2010031805445.hm11.




political economy The theory
of how the political process
produces decisions that affect
individuals and the economy.
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important difference between this questiqn and the secon'd (I-IOW shoy,
governments intervene?). The second question g normclzt‘we qQuestion, o
concerned with how things should be done. This is a positive qQuestion, one |
concerned with why things are the way they are. ‘

To answer this question, we will turn in Chapter 9 to the tool.s of politj, ad
economy, the theory of how governments make public policy decisiop,

Governments face enormous challenges in figuring out whatf the public Wangg |
and how to choose policies that match those wants. In addition, governmep, |

may be motivated by much more than simply correcting market failures or
redistributing income. Just as there are a host of market failures that can inter.
fere with the welfare-maximizing outcome from the private market, there are
a host of government failures that can lead to inappropriate government inter.

ventions. Politicians must consider a wide variety of viewpoints and pressures,

only two of which are the desire to design policies that maximize economic
efficiency and redistribute resources in a socially preferred manner.

One only needs to look at the wide variety of health insurance policies in
very similar countries to see that governments may have more in mind thap
simply efficiency or redistribution. Why ‘does the United States rely primar-
ily on private health insurance, while Canada, a similar country bordering the
United States, relies on national public health insurance? Why does Germany
mandate private health insurance coverage, while the United Kingdom pro-
vides free natiora! health ape Coming back to the first question (When

should the gov: rivzied), then, we have an additional concern that
must be addressed Bt meoviuending government intervention: In prac-
tice, will the goversnir: actually reduce or solve the problem? Or will gov-
ernment failures cause he problem to Erow worse?

1.2

Why Study Public Finance? Facts on Government
in the United States and Around the World

Thus far, we have clarified what public finance is. But it still may not be clear
why you should spend your precious time on this topic. What makes pub-
lic finance so compelling is the dominant role that governments play in our
everyday lives. In this section, we detail that role by walking you through the
key facts about government in the United States and other developed nations.
In addition, to motivate the study of public finance, we propose some interest-
ing questions that arise from these facts.

The Size and Growth of Government

ed during the Great Depression and 8T€W even more dramatically during
WWII, hitting a peak of almost half of GDP in 1943 From the 1950s
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Federal Government Spending as a Percent of GDP, 1930-2011  From 1930 to 201 1, fed
eral government spending as a share of GDP has grown from less than 3% to 24%. The huge spike
in spending over the 1941-1945 period was due to the massive increase in defense expenditures

during World War Il.

Source: Office of Management and Budget (2011a), Table 1.2.

through the present, the size of government has averaged around 20% of
GDP, although it grows during recessions such as those in the early 1980s,
the early 1990s, and the most recenit tew years, reaching more than one-
quarter of GDP in 2009.

This growth is mirrored in other ¢eveloped nations, as seen in Figure 1-2.
This figure shows the growth of goverament spending since 1960 in the
United States, Sweden, Greece, and the average for the industrialized nations
that are part of the Organization for Economic Cooperation and Develop-
ment (OECD). The patterns are quite interesting. In 1960, the United States
was squarely in line with the average of the OECD in terms of the govern-
ment spending share of GDP.!? Yet, government growth was much faster in
other OECD nations in the 1960s and1970s than in the United States, so that
by 1980 the U.S. government share was much smaller. Greece started with a
government share well below that of the United States in 1960, but govern-
ment tripled as a share of Greece’s GDP, so that today its share is much larger
than the US, government’s share. In 1960, Sweden’s government’s share of
GDP was similar to other nations’, but this share grew enormously, so that by
the early 19905 government spending was about two-thirds of Sweden’s GDP.

T
Note that the size of government as a share of GDP is larger in Figure 1-2 than in Figure 1-1; this is

“cause Figure 1.2 includes all levels of government, while Figure 1-1 is for federal government only.
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Total Government Spending Across Developed Nations, 1960-201 3 = Government spending as a share of GDP has
grown throughout the developed world, but the pace of growth has varied. The United States has seen a modest growth in its
government share over this period, while government spending in Greeca has mare s iripled as a share of the economy.

Sources: OECD, 1982 (Table 6.4), OECD, 1986 (Table 6.5); OECD, 1992 (Table 6,5), OECD, 1995 iTabia € ) DFA2, 2007 dn £ 4, G500, £003; QZCD, 2011 (Annex Table 25).

#iien rapidly and now accounts

for slightly more than halt i £

B, borely more than Greece.!®
» What explains the grovih in government spending over the twentieth
century?
Decentralization

A key feature of governments is the degree of centralization across local and
national government units—that is, the extent to which spending is concen-
trated at higher (federal) levels or lower (state and local) levels. Figure 1-3
shows government spending in the United States divided into the share of
spending by the federal government and the share of spending by other lev-
els of government: state, county, and local governments. The federal govern-
ment provides the majority of government spending in the United States,
but other government spending is quite large as well, amounting to roughly
one-third of total government spending, and over 10% of GDP. The level
of centralization (the share of spending done by the federal government)
varies widely across nations, sometimes rising to almost 100% in countries
where the federal government does almost all of the government spending.

‘l .

*The fact that Sweden has survived the recent economic
despite similar-sized government sectors, suggests that so
driving these nations’ relative performances.

downturn much more successfully than Greecé:
mething other than the size of government is
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{
: , What is the appropriate extent of centralization and
,f decentralization in government activity? = FIGURE 1-3
—
:’ o i
sp ending, Taxes, Deficits, and Debts
| When YOU run a household, you live on a budget. Outflows
ies, rent, clothin i . Stateflocal
of cash for groceries, g g, entertainment, and other expenditures
ses MUSE be financed by inflows of cash from work or other
rces. Any excess of income over spending is a cash flow pedangl
sou b d & X i expenditures
surplis that can be saved to finance your own spending in
future periods of, by way of an inheritance (also referred to .
b a bequest), your children’s spending after you pass on. Any
shortfﬂu of income below spending is a cash flow deficit, and k
must be financed by past savings or by borrowing from others.
Any borrowing results in the b.ulldup of some household debt, Federal vs. State/Local Government
which must ultimately be repaid from future inflows of cash. Spending, 2011 e State and local
Fundamentally, the finances of the government are no different. spending today amounts to roughly one-
Its outflows aré government spending and its inflows are tax reve- third of total government spending in
d & h . . the United States, at over 11% of GDP.
nues. If revenues exceed spending, then there is a budget surplus; if
reVCnueS fall ShOI't ofspending, there is a budget deﬁcit. Each dollar Source: Office of Management and Budget (2011b), Table 15.2
of government deficit adds to the stock of government debt. That
s the year-to-year shortfall of revenues relative to spending;

is, the deficit measure
the debt measures th

debt must be finance
national area, or by borrowing from citizens of other areas or other nations.

The three panels of Figure 1-4 show government spending and revenues,
the deficit or surplus, and the level of government debt for the U.S. federal gov-
ernment. As shown in panels (a) and (b), with the exception of an enormous

nmatched by increased taxation during World War 11
budget was close to balanced until the

e accumulation of past deficits over time. This government
d by borrowing from either citizens of one’s own local or

increase in spending u

(1 941-1945), the federal government’s
Jate 1960s. From the mid-1970s through the mid-1990s, there was a relatively

large deficit that rose to about 5% of GDP. This deficit shrank dramatically in

the 1990s, and actually turned into a sizeable sarpius by the end of the decade.
But the United States was back in defoi by the early twenty-first century, at
levels similar to those in the 1970s. The deficit bas become very large in recent

years, reaching levels not seen in the p zeriod.
The resulting implications for the - leist are shown in panel () of

Figure 1-4. The stock of debt rose sharpl

30s. The debt has risen considerably
e-1990s, and now is over 60% of
debt to the level of debt of other

her debt levels than most other

y 10 World War 11, then fell steadily
19

until large deficits caused it to rise 111 the
since, with a brief pause in the mid- to lat
GDP, Figure 1-5 compares the level of US.

developed nations. The United States has hig
s load remains well below others.

comparable nations, but it
nd a larger national debt?

» What are the costs of having larger deficits a
Figure 1-6 shows the spending and revenues of state and local governments
ingly, unlike the federal government,

over time in the United States. Interest
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Federal Revenues and Expenditures, Surplus or Deficit, and Debt, 1930-2011 ¢ For most of the
twentieth century, except for the World War Il period, federal government tax receipts have kept pace with
expenditures. But expenditures have exceeded receipts by several percentage points of GDP on average
since the 1970s. The resulting federal government debt is now at over 60% of GDP.

P

Source: Office of Management and Budget (2011a), Tables 1.2 and 7.1. (Debt figures for 1930-1939 come from the U.S. Department of.the Treasury's Bureau of the
Public Debt.) ‘
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state and local government’s budgets are always very close to balance:
there is very little deficit overall across the state and local governments in
any year.
> Why are state and local governments able to halance their budgets,
while the federal government is not?

i Gl o 8 SRt LTRSS
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Revenues

/ Surplus/Deficit

o 1 Y SN L Yol IPRGH it AEETW PRI ITT ORRE NV COY A IRt O SR
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) ’
State and Local Government Receipts, Expenditures, and Surplus, 1947-2011 e State and local rev-
enues almost always exceed expenditures, although surpluses have been close to zero in recent years.

Vce: Offce of Management and Budget (201 1b). Tables 15.1 and 15.3.
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public goods Goods for which
the investment of any one
individual benefits everyone in a
larger group.

social insurance programs
Government provision of
insurance against adverse
events to address failures in the
private insurance market.

s INTRODUCTION AND BACKGROUND

Distribution of Spending
Thus far we have discussed only the
the United States, and not on what t

sum total of government spending
hese funds are spent. Figure 1-7 sho |

ies for the fe d
i : several broad categories edery
the distribution of Sg Z?ljl?ogc:lc;f::ernments in 1960 and 2010. Several cqy_ |

iy i |
clusions are apparent. First, the composition of federal government spepq.

» hanged dramatically over time. In 1.?60, nearly h.alf of
ing [panel (a)] has change tional defense, military expenditurey
federal government spending was 01.1 na ' b G Wl ano i

: broad. Defense is a classic example of W A HOLigY
g alzl?ome Oc;sal oods for which the investment of any one individuyy]
l(;aelrllepﬁl:s :Clafge(; g;oip of individuals: if I purchased a missile to protect
Boston, that would benefit not just me, but all of the residents of the c1ty..As
we will discuss at length in Chapter 7, the privaFe secto%‘ may und.erprowde
such public goods: if I bear the full cost of buying a missile, but it bepeﬁts
everyone in town, then I probably won’t spend the. money on that missile,
This makes provision of public goods an important job for t_he government,
as reflected in the large share of goveruruent spending in this area.

Today, however, defense spending has fifen to less than one-fifth of the
federal budget. The offsetting spending gisw*h can be found largely in two
areas. The first is the Social Security program, which provides income sup-
port to the elderly who are retired frem their jobs. This is the single largest
government program in the United States teday, consuming about 16% of the
entire federal budget. Another large and rapidly growing category is health
care programs, a variety of federal government interventions to provide health
insurance for the elderly, the poor, and the disabled; these programs consume
over 25% of the budget.

Programs such as Social Security and government health insurance pro-
grams are called social insurance programs, programs designed to address
failures in private insurance markets. As we discussed earlier, private health
insurance markets may not provide the appropriate amount of health insur-
ance to the population. This market failure has motivated the government to
intervene in health insurance markets; indeed, almost one-half of all health
spending in the United States is done by governments. Similarly, the federal
government is concerned that individuals may not plan appropriately for the

decline in income they will face when they retire, which motivates the exis-
tence of the Social Security program,

government and stat

> Are large government interventions in insurance markets warranted
?
and do they correct or exacerbate market failures?
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The Distribution of Federal and State Expenditures, 1960 and 2010 e This figure shows the changing
composition of federal and state spending over time, as a share of total spending. (a) For the federal government,
defense spending has fallen and Social Security and health spending have risen. (b) For the states, thg distribution has
been more constant, with a small decline in education and welfare spending and a rise in health spending.

Source: Bureau of Economic Analysis, NIPA Table 3.16.
e

Distribution of Revenue Sources

Figure 1-8 breaks down the sources of federal and state and local revenue over
Firne.The major source of revenue for the federal government [panel (a)] is the
dividual income tax, a tax levied on the income of U.S. residents. This tax pro-
Vides somevwhat less than half of federal revenues and has remained roughly con- |
Stan as a share of revenues over time.The ma:jor shift over time at the federal IC.VCl
bas been the rapid shrinking of corporate tax revenues, the funds raised by taxing

RS



the incomes of businesses in the United States. While corporate tax Tevenye,
once provided almost 25% of federal government reve.nue,. they'now Provig,
only about 13%. There has also been a sizeable reduction in excise taxes, taeq
levied on the consumption of certain goods such as tobacco, alcohol, or gasoline,

The decrease in revenue from these taxes has been largely replaced by the
growth of revenue from payroll taxes, the taxes on worker earnings that fing
social insurance programs. Payroll taxes differ from the income tax in that the
income tax includes all sources of income, such as the return on savings, while
payroll taxes apply solely to earnings from work. Payroll taxes have growp
from a sixth of federal revenues to well over a third.

m FIGURE 1-8
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The Distribution of Federal and State Revenues, 1960 and 2011  This figure shows the changing composition
of federal and state revenue sources over time, as a share of total revenues. (a) At the federal level, there has been

a large reduction in corporate and excise tax revenues and a rise in payroll tax revenues. (b) For the states, there has
been a decline in property taxes and a rise in income taxes and federal grants.

Source: Bureau of Economic Analysis, NIPA Tables 3.2 and 3.3.




» What are the implications of moving from taxing businesses and con-

sumption to taxing workers’ earnings?

At the state an.dllocal level [Figure 1-8, panel (b)], revenue sources are
roughly equally divided bfatween sales taxes (including state and local excise
taxes O products such as cigarettes and gasoline), federal grants-in-aid (redistri-
pution of funds from the federal government to lower levels of government),
income taxes, and property taxes (taxes on the value of individual properties,
mostly homes). Over the past 40 years, the substantial drop in revenue from
property taxes has been made up by rising federal grants and income taxes.

» What are the implications of shifting from taxation of property to taxa-
tion of income?

Regulatory Role of the Government

The discussion throughout this section has focused on the government as
an entity that exerts influence through its powers of taxation and spending.
Another critical role the government plays in all nations is that of regulating
economic and social activities. Consider some examples of how daily existence is
affected by the government in the United States:'*

» The foods you eat and the medications you take have all been approved
by the Food and Drug Administration (FDA), an agency that spends less
than 0.1% of the government’s budget each year, but whose regulatory
powers cover $2 trillion worth of goods annually, more than 30% of total
consumer expenditures. The FIDA regulates the labeling and safety of
nearly all food products and botiled warer, tests cosmetics to ensure their
safety, and approves drugs an¢ medicas devices to be sold to the public.

= GRA

» If you've lost a imb or developed carpal tunnel syndrome because of
your work, you might want o contace the Occupational Safety and
Health Administration (OSHA), which is charged with regulating
the workplace safety of the 130 million Americans employed at over
8 million job sites. In 2010, the agency sent its 1,100 inspectors on
41,000 visits to workplaces, which resulted in reports of over 96,000
workplace violations for which firms paid over $160 million in penalties.

» The radio stations in your car and the channels you watch on cable are
regulated by the Federal Communications Commission (FCC), which
regulates interstate and international communications by radio, television,
wire, satellite, and cable. Check any device in your home that emits radi-
ation of communication frequencies (wireless phones, remote controls,
etc.) and you’ll find an FCC identification number somewhere on it.

> The air you breathe, the tap water you drink, and the land your home
is built upon are all regulated by the Environmental Protection Agency
(EPA), which is charged with minimizing dangerous pollutants in the

air, water, and food supplies.

14
Infor 4 :
o i at their
http 4 n on these regulatory agencies can be found

// Www.osha,gov, http://www.fcc.gov, http://www.epa.gov; and http://www.uspto.gov.

respective Web sites: http:// www.fda.gov,
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Why Study Public Finance Now? Policy Debateg

over Social Security, Health Care, and Educatiop

No matter when you take a public finance course, it will k?e the most time.ly
economics course you will take! This is because the questions we address i,
this book are the questions that are always in the news and th'at are t}le. source
of current policy debates. Indeed, three of the major policy issues tacing the
United States today—Social Security, health care, and <?ducat10n—are each
the subject of different chapters. In this section, we r.ev1’<,aw tf'le- debate over
these issues, paraphrasing the “liberal” and “conservative” positions on each
topic. Once again, our discussion of these issues raises important questions that
we will address in the chapters on these topics.

Social Security

As just noted, Social Security is the single largest government expenditure pro-
gram. As we will learn in great detail in Chapter 13, the financing structure of
this program is basically that today’s young workers pay the retirement benefits of
today’s older retirees. So long as the number of young people remains large rela-
tive to the number of older persons, this system works. As the giant group of baby
boomers (the roughly 75 million people born between 1946 and 1964) moves
nto old age, however, the system is running into trouble: the ratio of working-
age taxpayers to elderly recipients was almost 8 to 1 in 1950, but by 2050 is
projected to be less than 3 to 1."° Indeed, our Social Security system is projected
to have insufficient funds to pay promised retiree benefits in less than 30 years. 6

What should we do about this problem? As with many questions we discuss

throughout this course, conservatives and liberals provide very different answers

to this question. Liberals argue that the Social Security system has worked well,

and that we should simply shore it up by raising the necessary resources through

higher payroll taxes or some other means. As we learn later in this book, however,

higher taxes may be costly in terms of reducing the efficiency with which the

economy operates. Moreover, they are not very politically popular!

15
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. _ S . His a come fro i sti ¢
United States. Working-age taxpayers are 18 to 64 years old. S g dennt

16 Social Security Trustees (2009).




Health Caré

As noted eatlier, there are currently 49 million Americans without any
health insurance, amountl'ng to about 18% of the non-elderly U.S. popula-
son. & Jarge body of. ev.1dence suggests that their medical treatment and
health outcomes are Slgmﬁcantly' worse as a result of their being uninsured.
Moreover, health care costs continue their long-term trend of rising much
faster than GDP———pro.Jectlons suggest that health care will consume almost
palf of our GDP within the next century, compared to just 5% in 1950 and
18% today-

While these problems have been long recognized, politicians on the left
,nd right have been battling for almost a century on how to reform health
care. Those on the left would prefer a government-based solution along the
lines of the “single-payer” system in Canada, with government-financed uni-
versal coverage and centrally imposed cost controls. Those on the right put
more faith in the private market to solve our health care problems through tax
subsidies to private insurance and increased competitive pressure in the health
care sector through more individual choice and information.

The passage of the ACA represented an attempt to walk the middle ground
between these views. As we discuss in detail in Chapter 16, the ACA expanded
the government’s role by increasing regulation of insurance markets, mandat-
ing insurance coverage, and introducing large new subsidies for the purchase
of health insurance. At the same time, the ACA relies on expanded private
health insurance through state exchanges, through which individuals are given
a competitive set of choices from which to choose a health insurance plan.

But the ACA only starts us dow: e moad toward health care cost control,
with many critical decisions ¢ be ezade in the years to come, most impor-
tantly about how the nation will uluinaicly constrain its explosive health care
spending.

» Is the expansion of insurance coverage mandated under the ACA the
best way to bring medical security to uninsured Americans? Or would
more private insurance competition and less government regulation do
more to ensure our health and financial protection?

» Can increased competition and choice in medical markets bring rising
health care costs under control? Or will more government regulation
and control over the health economy be necessary to deal with the
most important fiscal issue facing the United States over the coming

century?

Education

There is an enormous dissatisfaction with our current educational system,
highlighted by the dismal performance of U.S. students on international
tests. A 2009 study assessing the math, science, and reading skills of 15-year-
01513 ac10ss 65 countries found that U.S. students ranked only 17th in reading
Skills, 23¢ in science skills, and 35th in math skills, below the international
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ond behind nations such as ‘Esto.ma,.Hunga &
avcragel 1d.17 While this dissatisfaction is Wldespread, :
and Poland. great differences across the poliy;

ain !
there azcteri)lrr;ceof how to address this Rroblem_ Libey.
cfsl ;Egerally believe that the problem is that we hyy,
a

not put enough resc?urces into f(_)ur ;ci:flitrlsoril dsyrs:lem
They argue that hlghCF pay tor 5 lore
resources to schools in disadvantaged areas are requireq

to improve the performance of the US system.
Conservatives argue that our system is fundamentally
broken and that more resources will not sol\-fe the problem
The problem, they argue, is that the public -schools that
dominate our primary and secondary educa}tlonal systex.n
are local monopolies, with no incentives to improve Fheu
performance. What is needed instead, they a'rg'ue, is to
inject into education the same type of competitive forces
Big deal, an A in math. That would be a D in that have worked so well in other sectors: give students a
S s choice of what school to go to, public or private, and pro-
vide them with the resources to make that choice effectively by issuing vouchers

for educational expenses that they can use to attend any school they want.

com. Rights Re:

© The New Yorker Collection 1998 Mike Twohy from carts

> Can more spending solve the problems of the LS, educational system?
If not, can competition work in the o 1caring market as well as it has in
other markets? How do we dea! with @ who are “left behind” by
such a system, in areas where there ap cas sebosh: and insufficient choice?

14
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basc?}l'll;;e. Presumption is thye (he competitive
€quilibrium leads to the outcome that maximizes
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»QUESTIONS AND PROBLEMS

2. How has the compositici: i *

4 Having decided whether to intervene, the govern-

ment needs to decide how to intervene. There are
many policy options that can be pursued to achieve
the same goal, such as public provision, mandates for
private provision, and subsidies to private provision,

g When deciding how to intervene, the government

needs some approach for evaluating the impacts of
Jlternative interventions on the economy. The tools
ofempirical economics provide one such approach.

g A major question for public finance is: Why

do governments choose to pursue the policies
that they do? We are particularly concerned
about government failure, whereby government
intervention can make problems worse, not better.

8 Government, which consists of both national

(federal) and local units (states, counties, cities,

and towns), is large and growing in the United
States and throughout the world. The nature of
government spending and revenue sources is also
evolving over time as governments move away
from being providers of traditional public goods
(such as defense) to being providers of social
insurance (such as Social Security and health
insurance).

Governments also affect our lives through regulatory
functions in a wide variety of arenas.

Public finance is central to many of the policy
debates that are active in the United States today,
such as those over the Social Security program,
health care, and education.

1. Many states have language in their constitutions
that requires the state to provide for an “adequate”
level of education spending. What 15 the econom-
ic rationale for such a requirement’

2}, s€ate, and
local government spending ck the past
40 years? What social and ecor 5 might
have contributed to this change in how govern-
ments spend their funds?

3. Some goods and services are provided directly by

the government, while others are funded public-
ly but provided privately. What is the difference
between these two mechanisms of public financ-
ing? Why do you think the same government
would use one approach sometimes and the other
approach at other times?

4. Why does redistribution cause efficiency loss-

es? Why might society choose to redistribute
resources from one group to another when

doing so reduces the overall size of the economic
pie?

S. Consider the four basic questions of pub-

lic finance listed in the chapter. Which of these
questions are positive—that is, questions that can

be proved or disproved—and which are norma-
tive—that is, questions of opinion? Explain your
answer.

6. One rationale for imposing taxes on alcohol

consumption is that people who drink alcohol
impose negative spillovers on the rest of society—
for example, through loud and unruly behavior or
intoxicated driving. If this rationale is correct, in
the absence of governmental taxation, will people
tend to consume too much, too little, or the right
amount of alcohol?

What is the role of the Congressional Budget Office
(CBO)? Why is independence and impartiality
important when conducting empirical analyses?

. To make college more affordable for students from
families with fewer resources, a government has
proposed allowing the student of any family with
less than $50,000 in savings to attend a public
university for free. Discuss the direct and possible
indirect effects of such a policy.

The country of Adventureland has two citizens
Bill and Ted. Bill has a private legal business. He
earns $50 per hour. At a tax rate of 0%, Bill works
20 hours. At a 25% tax rate, he works only 1€



