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Preface

Public finance is a huge field. A short introduction can hardly do justice
to it. This introduction is intended for students who have some back-
ground in economics and who want a broad overview of the field, and
for economists who have specialized in other branches of economics
and want to have a taste of public finance. Public Finance has many
followers, many sub-branches, and, increasingly, different views. It is not
a self-contained field, because it is interconnected with macroeconomics,
welfare economics, public choice, public administration, political science,
tax administration, tax law, public policy, cost benefit analyses, law and
economics, and some other areas. There is even public finance focused on
advanced countries and public finance focused on developing countries.

Inevitably, political views play a major role in what ideally should be
objective analyses. These views often predispose an economist, perhaps
subconsciously, to accept some conclusions and some policies, more
readily than others. Public finance is also a field of study in which think-
ing has changed significantly over the years. In some earlier periods, the
economic role of the government had often been seen as detrimental to
that of the market. In others, it has been seen as a necessary complement
to it.

The author of this book has his views and biases. However, having been
engaged in this field for many decades, he has seen his biases, or at least
his way of looking at some issues, change. At times he has been surprised
by these changes, and even a little embarrassed by them. But, then, he has
been reminded of the reply that Keynes gave to someone who accused
him of having changed his position on a particular issue. Keynes’ reply
was: “when I am faced by different evidence, I change my position, what
do you do, sir?”

xi
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Over recent decades there have been reasons to revise one’s positions,
because of changes that have taken place, in both the market and in the
government operations. The changes have had the same effects as those
produced by weeds in gardens. Sometimes, they point to the need to
change the design of the gardens’ landscape.
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1 Introduction

Public finance is a branch of economics that has grown in importance
and scope over the past couple of centuries. It would not exist if all
individuals acted in a purely individual capacity and in strictly selfish or
personal interests; if there were no collective needs; and if there were no
community authority. Public finance would also not exist in a society that
had eliminated completely the freedom of actions of individuals and had
imposed absolute obedience to a central authority. As the British econo-
mist, Hugh Dalton, put it in his classic Principles of Public Finance: “in the
Soviet Union . . . public finance merges into Public Economy as a whole,
and is dominated by central planned direction of all the economic activ-
ities of the community towards certain deliberately chosen ends” (1954,
pp. 161-2), and “The individual taxpayer fades into the background and
the public enterprise becomes the chief taxable subject” (p. 162).

Both markets and governments can be more or less efficient, in the use of
resources and in what they do, and the economic role that the state plays
can vary among different countries. In some, that role is very large; in
others, it is much smaller. However, in all countries, it is larger today than
it was in the 18th and 19th centuries (see Tanzi and Schuknecht, 2000;
Lindert, 2004).

Public finance deals with the financial and economic operations of
individuals as parts of communities. It deals with the public part of what
is called “economics”. Public finance does not concern itself with the
financial or the economic behavior of single individuals, legal persons, or
families, in their private activities, except for some of their operations that
are in reaction, or response, to government policies. These include, for
example, the reaction of free individuals to high tax rates, and to welfare
programs; or in their anticipation of government actions, as assumed
for example by the “Ricardian Equivalence Hypothesis”, or by models of
“rational expectations”, a la Lucas.



4 ADVANCED INTRODUCTION TO PUBLIC FINANCE

Public finance deals with the choices that groups, or communities, make
as groups, and with the pursuit of collective interests that can be better sat-
isfied by joint actions (see the Introduction to Flora, 1909, for an early and
sophisticated discussion of this issue). These collective choices may relate
to defense against hostile foreign groups, to the provision of some public
goods, including those related to individual protection and justice, and
to others. An important question is, inevitably, how the preferences of
individuals should be reflected, or aggregated, into those of whole groups.

The group, or the community, may embrace a very large number of indi-
viduals, as it does in China, India, the USA, Brazil, and elsewhere; or very
small ones, such as Andorra, Belize, San Marino or Monaco. Many coun-
tries are still organized around national groups, so that their community
reflects national or historical traditions and characteristics. However,
migration, globalization, the existence of large, multinational corpora-
tions, membership in international organizations, and other trends, over
past decades, have weakened the link that once existed between national
groups and states. These trends have also created some collective needs
and “public goods” (or “public bads”) that extend beyond the frontiers
of single groups, or countries. They have created, increasingly, a need
for a multi country, or global, public finance, and for actions taken in an
international setting. The fight against global warming and global epi-
demics are good examples of such a need, as are efforts to combat global
terrorism, crime, and money laundering.

Global public finance does not yet exist as a separate field. It will undoubt-
edly grow in importance and will require more attention in the future.
One day there is likely to exist a branch of public finance called Global
Public Finance. If one day the world should establish some form of global
government, public finance would have to deal with the objectives, the
financial needs, and the scope of that government. For the time being,
much of the government scope remains national and group or country
specific, although global needs and global constraints have become
increasingly evident and felt. The number of public goods with global
dimensions and importance has been increasing, especially over recent
decades, creating needs for additional international institutions such as
a World Tax Organization or Authority (see Tanzi, 2016).

What makes some finance public rather than private is that it deals with
financial and economic relations among large groups with respect to
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some economically significant variables of group importance. The term
Public Finance has become a bit of a misnomer, because, today, the field
studies more than the revenue or the finance side of governments’ oper-
ations, those being the operations that attracted most of the attention of
economists in the distant past, when public expenditures were strictly
limited; they were generally better defined; and economists considered
them necessary, but not particularly productive or worthy of much
attention; or justifying higher taxes. At that time the focus was on which
taxes to use, and who should pay them. Today, a great deal of what we
still call public finance deals with issues on the expenditure side, and with
regulations.

In his Principles of Public Finance, originally published in 1922, a book
that ran to many editions, many printings, and publication in ten lan-
guages, Hugh Dalton, who had served as Chancellor of the Exchequer and
President of the Board of Trade of the UK, wrote that “English economists
as a body have had surprisingly little to say concerning the principles of
public expenditure” (1954, p. 139). He cited an early American writer
(Adams), who, in a book called Science of Finance, said:

[T]he older English writers did not need a theory of expenditure, because the
theory of government which they held implied a fixed limit to government
functions . . . every particle of expenditure beyond what necessity absolutely
requires for the preservation of social order and for protection against foreign
attack is waste and an unjust and oppressive imposition on the public.

That statement implies that there is a clear understanding of what the
fixed limit of public spending and its composition are, and that any
public spending beyond that limit would only do damage. Given this
understanding, all the attention could be directed on how to finance that
spending. This explains why (British) economists had focused exclusively
on taxes. Dalton added that “This barren and negative view of the proper
economic activities of the State still finds some support, even if it is
seldom expressed in such extreme terms” (1954, p. 139), and “Modern
[Anglo-Saxon] economists have been slow to correct vulgar prejudices
on this matter and to place the whole question, from the point of view of
principles, upon a rational footing” (p. 140). As evidence, he cited a March
9, 1952 article, in the Sunday Times, which indicated that, in the USA, this
“emotive and question-begging language” was still common (p. 140).
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The situation would start to change rapidly in the 1950s. In those
years these attitudes were still more prevalent in the USA than in
European countries and they have continued to survive, especially among
Anglo-Saxon economists. However, today, Public finance deals with both
the taxing and the spending side of the public sector’s operations. Paul
Samuelson (1958, p. 332-8) took to task a prominent English economist,
A. C. Pigou, for having devoted 200 of the 285 pages of his A Study of
Public Finance, published in 1928, to traditional tax analysis, while largely
ignoring public spending. Samuelson could have done the same with
Flora’s important, 1909 public finance book, cited earlier, which, out of
about 700 pages, had dedicated only 33 pages to government spending.
Or, with the better-known 1936 book by De Viti De Marco, which did
not address public spending at all. Thus the sin of omission was not
exclusively a British or American defect, though it may have been more
frequent in those countries.

While in the distant past there seemed to have been little or, at least, less
disagreement on the (limited) areas to be publicly financed, and the view
was that the less public spending there was, the better it was for public
welfare, today it is the spending side of the public budget that attracts
more, or much, of the attention of economists and politicians, and a large
part of public debates and disagreements. However, financing issues
(both by taxes and increasingly by debt) have remained important. Today,
there are some economists that criticize what they call “austerity” (control
over public spending) even in countries where governments spend half of
their countries” GDPs. There are even economists who believe that higher
public spending could be financed by public debt without difficulties or
limits, a position that would have horrified past economists.

Today, financing difficulties occasionally put limits to the spending action
of governments. Public debt, which has become increasingly available to
most countries, has made the relation between public revenue and public
spending less rigid than it has been in the past. A more liberal, or more
relaxed, attitude toward public borrowing has loosened the link that once
existed between finance and public spending. The determination of which
expenses to finance and how to finance them has become an important
part of public finance. There has been also an increasing blend between
public finance and financial economics.
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Because public finance is undoubtedly the most political part of econom-
ics, it remains one of the most controversial. Public finance economists
have tried to develop universal and objective laws and principles that, at
least in general terms, should guide the actions of governments both on
the revenue and spending side, principles of neutrality, efficiency, equity,
sustainability, optimality, and others. However, the attitudes of the popu-
lations of different countries, and of individuals at different income levels
within countries, continue to favor and to demand government actions
that often diverge from those principles. Furthermore, empirical studies
have often provided conflicting results, on some important, assumed,
relations. They have failed to make public finance a “science”, one capable
of overriding value judgments, as some 19th-century economists had
thought was possible.

In today’s more democratic world, politicians pay more attention to the
demands of the electorate, and to the pressures that come from politically
powerful groups, than they do to some of the principles developed by
economists. Economic principles do not finance elections — lobbyists and
some groups do. This conclusion seems to have become more valid in
today’s more populist and less equalitarian times than in earlier decades.
Still, hopefully, at least some of the general, basic principles developed by
influential economists should provide useful guidance to policymakers,
especially when they have been widely endorsed by the economic profes-
sion. Otherwise, we will have a situation in which economic principles no
longer provide any compass to help guide public policy. Since the Great
Recession of 2008-09, some commentators have written about the “twi-
light of economists” and about their declining influence, because of often
lack of agreement among them on basic principles and policies.

On some important issues, there are now wide differences among econ-
omists, which are in part caused by their different political views, and in
part by conflicting results obtained from empirical studies. Econometrics
has not provided the clear answers that it had been expected to provide
in the 1960s. Some economists continue to prefer small governments and
low taxes, because they believe that these leave more liberty to individuals,
are more efficient, and promote faster economic growth. Others prefer
larger governments, which in their view make society more equitable,
increase economic opportunities for all citizens, reduce some important
financial risks and, some argue, even increase the economic liberty of indi-
viduals in the lower levels of income distribution. For these individuals,
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economic freedom and increased opportunity may be even more impor-
tant than narrowly defined political liberty.

The late James Buchanan and Gordon Tullock, and economists associated
with the School of Public Choice, have been concerned about budgetary
decisions that are based predominantly on majority rule, because those
decisions may be opposed by, and may reduce the liberty of, minorities.
They have followed a tradition that goes back to Wicksell, which, in
democratic countries with universal suffrage, taxing and spending deci-
sions based exclusively on majority rule might not reflect the “voluntary
consent” of many citizens. In other words, democratic rules might lead
to the exploitation of richer citizens by the masses (see the discussion
of Wicksell’s work in Richard Wagner, 1988). It should be mentioned
that at the time when Wicksell did his writing, socialism was growing in
popularity in Europe, and socialist thinking, with democratic rule, could
easily have led to the result that Wicksell feared. Therefore, unanimity,
or qualified majority rules, or other constraints, as those imposed by
some constitutions (such as the US Constitution), might be considered
necessary to neutralize worrisome electoral decisions in some areas, such
as those concerning budgets.

However, constitutions, such as the US Constitution, are documents that,
regardless of their merits and their beautiful wording, were often drafted
centuries ago. They inevitably reflect the particular circumstances, atti-
tudes, and power structures of the countries at the time when they were
written. Unless significantly and occasionally amended, they may reflect
the interests and the views of the few and mostly rich individuals who
had drafted these documents. Thus, the fundamental question remains,
whether majority rule or constitutional rules ought to be given more
weight, in purely economic matters, at the present time, when they
conflict.

Many economists tend to give more weight to the economic aspiration
of large percentages of living individuals, individuals that have a more
expansive view of what the government’s role should be, in societies that
may be becoming more unequal. They tend to give less weight to the
views of dead political figures and more to the democratic aspirations of
the living, as long as those aspirations do not challenge fundamental civil
rights and do not clearly damage economic developments. This is the area
in which, in principle, economic analysis ought to help. Economic anal-
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ysis cannot be constrained by the constitutions of particular countries. It
should have a more universal application.

These different views have made public finance both an exciting and
a controversial field. It could be added that both sides of the debate often
pay little attention to the needs, or the interests, of future generations.
Those needs appear to be increasingly endangered by some ongoing
trends. It is also an interesting, philosophical question whether future
generations have, or should have, rights that could influence current
policies.

Finally, many of the more recent popular textbooks in public finance have
been written by American economists, or by economists trained in US
universities, and mostly for American students — they reflect American
attitudes, values, history, and institutions. This is especially the case with
respect to the economic role of the government, and to issues related to
taxes, spending and fiscal federalism. These textbooks have influenced
foreign writers. This is especially the case in areas such as Public Choice,
and in the relations between central (or national) and sub-national (or
local) governments, which often reflect particular political attitudes.

The present book is aimed at an international readership. Its author was
born and raised in Italy but was educated in a top US university, where he
had the good fortune to study with some of the leading economists and
public finance scholars of the time. He spent a good part of his profes-
sional life in the USA, first teaching in two universities and then working
for almost three decades in senior positions at the International Monetary
Fund (IMF). There he led technical missions to countries, supervised
research activities, and provided guidance to countries in public finance.
He also spent some years as a member of the Italian government. In all
these activities he could observe directly the operations of governments,
some from inside, and to analyze public finance issues as they developed
in many countries, from both a practical and a conceptual perspective. As
a consequence of this background, the author has aimed at making this
book more cosmopolitan, more practical, and less US-centered, than are
many textbooks. He hopes that he has succeeded in this objective.

In the USA, especially since the 1980s, developments in public finance
and policies seem to have become somewhat detached from those
of many other advanced countries, and especially from those in the
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European continent. This has made the USA a bit of an outlier on the
global stage, unless one believes that the outlier is not the USA but the rest
of the world. This has been another reason for the attempt to make this
book less US oriented and more universal.

Another characteristic of the book has been the attempt to put some
theoretical developments within a historical context, in the belief that,
as Friedrich Hayek concluded, Economics and Public Economics cannot
be separated from the historical context in which concepts and develop-
ments evolved. Public finance cannot be provincial in time and place. It
is not, and cannot be, pure science, a science not affected by history and
by social context. The development of public finance must incorporate,
or at least take into account, historical and social developments. At times,
concepts that have attracted many pages in academic textbooks, but little,
if any, attention in the real world, have been given less coverage in this
book. This may be the case especially in some of the theoretical analyses
of taxes, such as tax shifting, optimal taxation, and in the theory of fiscal
decentralization. Especially the latter has reflected specific, American,
historical developments, which were significantly different from those of
many other countries.

Finally, with the expansion of the role of government in dealing with
recessions, since the Great Depression of the 1930s and the Keynesian
Revolution, a new important branch of economics, “Income Theory”
or “Macroeconomics”, has been created. Because it became significantly
detached from traditional public finance, it was somewhat difficult to
decide how much of that new field to include in a public finance textbook.
The author hopes that the coverage that has been provided of the stabili-
zation role of the government is adequate. Space limitations have played
an obvious role in what could be covered.



2 Why public finance?

2.1 Introduction

Fundamental questions to start with when examining public finance
are the following: In a democratic country with private property and
that has a free market, a market that produces goods and services that
citizens want and can buy, and that creates jobs and generates incomes
to the factors of production (capital and labor), why is there a need for
public finance? Why does the state have to play an economic role, when
the market is expected and is assumed to be able to deal with the eco-
nomic activities and the needs of private individuals and enterprises? Put
another way, should the government play an economic role in such an
economy? If the government must play an economic role, what role, and
how big, ought it to be?

The above questions have concerned philosophers, social scientists, econ-
omists and just plain citizens for centuries. The answers to these ques-
tions can follow purely technical lines, or they can recognize their political
nature. The answers have changed over the years, and they continue to
differ today among economists and countries. The answers cannot be
strictly scientific and must be seen as significantly time-determined and,
inevitably, political and subjective. We shall start with some technical
answers on which there ought to be more agreement among economists.

11
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2.2 Reasons for government intervention

2.2.1 Provision of pure public goods

In a book on public goods, James Buchanan stated that “People are
observed to demand and to supply certain goods and services through
market institutions. They are observed to demand and to supply other
goods and services through political institutions. The first are called
private goods; the second are called public goods” (Buchanan, 1968, p. 1).
The need for governments to play an economic role is assumed to depend,
first of all, on the existence of what economists call public goods. That
existence has been recognized and discussed at least since the later part of
the 19th century (see e.g. Sax, 1887). Discussions on public goods became
more precise and more technical when Paul Samuelson (1954; 1955)
published two widely cited articles that explained the technical character-
istics that made some goods public and the reasons why they have to be
supplied by the government. The central point was that there are some
needs of individuals living in communities that a free market cannot
satisfy. Therefore, some representative of the community (assumed to be
the government) has to intervene to provide those goods. Some examples
can help explain why.

Take, first, the possibility that a country, or a community, might be at
risk of invasion by other countries or communities. Protection against
foreign invasion may be seen as not just the personal need of some, or
many, citizens, but as a fundamental community objective. Many citizens
would want to promote it, by allocating some community resources to
protecting the community. Illegal immigration also creates a need for
some resources to be used to protect frontiers from unwanted, illegal
crossings. Some elements among the country’s population may engage
in crimes against honest citizens. It would, therefore, be desirable to have
a police force and a justice system to reduce the frequency of crimes.
There may also be a need for city streets, city lights, canals, and other
major infrastructure that the private market may not provide. A govern-
ment will need some public employees, and some policymakers to run
government’s institutions, to register births, marriages, property rights,
some contracts, and so on.

If the above public goods are considered necessary, and if they are desired
by the country’s citizens (that is, if there is a collective demand for them),
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they must be collectively provided, because the free market will not do it
(see Samuelson, 1954, 1955; Buchanan, 1968; Head, 1974). The reasons
for this conclusion are essentially two and they were spelled out clearly in
Samuelson’s articles. They have to do with two characteristics specific to
these goods that make them different from private goods.

The first characteristic is the generality, or the non-exclusivity, of the
benefits that these goods provide. While the benefits that individuals
receive from the use of private goods or services (such as bread, apples,
haircuts), rest with the specific individuals who buy and use them, and
are not available to others, once a public good has been provided and has
become available, say defense for the country, all the individuals who live
in the country potentially benefit from its provision, even if they have not
contributed, or have refused to contribute, to the financing of the public
goods’ provision. No one can be excluded from the benefits provided by
the public good once that good has been provided. A free rider’s problem is
created by the difficulty of exclusion of those who do not wish to contribute
to its financing. Although the benefits from the public goods are shared by
all citizens, they are not necessarily equally valued by them.

The second characteristic that makes a good public, is that once it is
provided, more beneficiaries can be added to its consumption and can
benefit from it (at the same time) without increasing the cost of providing
it or reducing the benefits to others. Thus non-exclusivity in use and the
possibility of adding more users at no extra costs to its consumption, make
these goods pure public goods, and different from private goods. The use
of some private goods, such as books and cars, can be shared but not at
the same time, and within strict limits. Because of the two characteristics
mentioned, no private person or enterprise would have an interest in
providing these public goods at their expense. If a private agent provided
them, he/she would not be able to exclude free riders from the benefits
that the goods provide, those who would benefit from the goods’ provi-
sion but would not be willing to contribute to their cost.

Because of the two reasons given above, the government has to provide
them, using public resources. However, the actual supply of the needed
public goods might be bought by the government from private enter-
prises, rather than be produced directly by the government. This is often
the case with military equipment and with large public investments and,
in more recent years, with an increasing number of previously public



14 ADVANCED INTRODUCTION TO PUBLIC FINANCE

activities, including security services, which are financed by the govern-
ment but provided by the private sector. In the distant past mercenaries
were often used to fight wars to defend countries. Now private volunteers
are used and compensated by governments.

For some public goods, such as defense spending, public roads, and some
others, there may be a debate as to how much of the public good (say how
much defense spending, or how many public roads and of what kind)
ought to be provided. Different citizens may have different preferences.
The theory on the existence of public goods does not answer this impor-
tant question. Some citizens might see a greater need for some public
goods than others. There may be also some private interests (some rent
seeking) that may push the government to spend more for these goods
than might be necessary or desirable. The reason is that some indirect
benefits from the provision of public goods may occur to private enter-
prises or to some politicians. For example, some private enterprises might
sell weapons to the government and benefit from larger defense spending.
And some politicians may benefit politically from having military bases
located in their geographical areas. Therefore, some public goods may be
over- (or also under-) supplied.

While the public goods reflect collective needs, the benefits that different
citizens receive from them are not the same. For example, some citizens
may have less interest than others in having the country protected against
foreign invaders (see Tanzi, 2018a, pp. 175-9). But there are no revealed
preferences available so that the differences among citizens cannot be
taken into account in determining how different citizens should contrib-
ute to the financing, on a benefit-received principle of taxation.

The above, separate but important issues have attracted less attention
than they deserve on the part of public finance scholars (but see Tanzi,
1972). There has been more agreement that public goods should be pub-
licly financed, and some debate on how common public goods are, but
less about how to determine how much to provide, and who should pay
for them. In some of his writing, James Buchanan has pointed out that
the provision of public goods is determined by demand and supply con-
ditions and cannot be assumed to be outside political considerations. The
desirable tax incidence may be influenced by the perceived distribution of
the benefits that citizens derive from the public goods. These considera-
tions may have become more important in recent times.
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In the 1960s, there was a lot of not very productive discussion about how
to make individuals reveal their preferences for public goods. However,
even if the preferences had been known, there would remain the problem
of how to aggregate them, to determine the level of the provision of
public goods. In today’s world, pure public goods account for a relatively
modest share of advanced countries’ total public spending. They have
not been the main cause of the growth of public spending over recent
decades. In several countries their share of GDP has even fallen. President
Eisenhower, at the end of the 1950s, called attention to the possibility of
“rent seeking” associated with defense spending, because, in his view,
some vested interests were pushing the American government to spend
more on defense than he thought desirable. Various studies have also
shown that some public investments — called “white elephants”, “roads
to nowhere” and “cathedrals in the desert” - are at times promoted by
private interests, and are accompanied by acts of corruption. They are not
genuine public goods.

2.2.2  Provision of quasi-public goods

Beside “pure” public goods, there are “quasi”-public goods. The latter bear
some relation to public goods but raise more questions about whether the
government has a genuine responsibility to provide them. One reason
is that individuals who may not wish to pay for their use (potential free
riders) could be excluded from their use. However, exclusion may be
costly and not desirable on social grounds. For some of these goods (basic
education, city roads and other infrastructure, health expenditure, and so
on), there may be also limits to the possibility of adding users at no extra
cost. The reason is that adding too many users would lead to congestion,
which would reduce the value of the good and its characteristic as public.

Examples of quasi-public goods are city streets. It would be just too costly,
or too impractical, to exclude citizens, who do not wish to contribute to
the cost of building the streets, from using them. When too many indi-
viduals or cars use the streets at the same time, there may be congestion,
defying the “additive” characteristic of the pure public goods. Modern
technology has made it possible in some cases to charge cars, at low cost,
for the use of streets in city centers, during particular hours of the day;
or to use tolls to reduce congestion and user costs for some roads. There
may come a day when particular monitors, worn by pedestrians, might
also make it possible to charge individuals for the use of city streets and
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sidewalks. Technology has the power to change some public goods into
private goods, just as it can change some monopolies into competitive
markets. However, there are cases where the exclusion from the use of
particular, quasi-public, goods, while easy, may not be desirable. For
example, exclusion from vaccination against some infectious diseases for
individuals who do not wish to pay for the cost of the vaccination may be
easy but not desirable. Exclusion from access to primary public schools,
for non-paying children, may also be easy. However, it would not be
desirable on social grounds.

2.2.3 Merit goods

In his influential 1959 book, The Theory of Public Finance, Richard
Musgrave introduced the concept of merit wants or merit goods. He
argued that these are goods which society might wish to promote, even
though they are not and do not have the characteristics of public goods.
Thus their promotion would not be justified on allocation grounds, but
on social grounds. These “merit wants and goods” can be subjected to
exclusion, but they are “meritorious” and thus worthy of public support.
Musgrave mentioned “public luncheons” for school-children, subsidized
low-cost housing for low-income families, and “free education” (1959,
p- 13).

Public support for merit goods might be more easily provided through
the tax system, by allowing rebates against the payment of income tax
liabilities for the money that taxpayers spend on the purchase of these
“merit goods”. The use of “tax expenditures” for this purpose in the USA
was introduced in the 1960s and has grown over the years. There are now
about 150 such tax preferences in the US tax code. These tax expenditures
have become common in some countries but much less so in others. They
do not help families that are too poor to pay income taxes.

2.2.4 Patriotic goods

One could add “patriotic goods” to the list to be financed publicly. These
would include, for example, publicly supported spending on national
monuments, national parades or support for national arts. As illus-
trations, the French government supports French language courses in
foreign countries, the Italian government subsidizes some opera perfor-
mances, the USA has allocated significant public resources for historical
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sites and for historical museums that promote some aspects of US culture,
and several countries support costly national parades.

The concept of merit good has been criticized by some American econ-
omists on the grounds that it is based on value judgments and not on
allocation principles, as are presumably public goods. However, much of
public spending (including defense spending) and much public finance
are based on value judgments. It is an illusion to continue to believe
that public finance can be value-free, as was attempted by the “Marginal
Revolution in Economics” during the last third of the 19th century (see
Collison Black, Coats and Goodwin, 1973). Public finance cannot be
value-free in a society that has some community spirit and some commu-
nity objectives, which include empathy for other community members. In
criticizing attempts to make public finance value-free, Buchanan (1968, p.
v), wrote that “[in the past] traditional public finance [had] been applied
Marshallian economics with a liberal side dosage of utilitarian nonsense”.

2.2.5 Guaranteeing minimum incomes

Somewhat more controversially, and in an area where value judgment
is clearly determinant, it can be argued that there are individuals in
communities that, because of mental or physical disabilities or other
circumstances (e.g. young and orphaned, a single woman with small
children), are not able to earn an income to sustain themselves. In some
societies where the family (and not the individual) is considered the main
component of the community, family members may have a legal and not
just a moral obligation to support economically the disabled members of
their families. In past societies, asylums for the insane and orphanages for
orphans were often publicly financed even in laissez faire societies.

In modern, advanced, societies, there continue to be reasons to support
some of the above individuals using public resources. The alternative may
be seeing some individuals living and dying in the streets. It should be
pointed out that some of the leading libertarian economists and political
scientists, including Friedrich Hayek and Karl Popper, supported the idea
of providing some minimum income to everyone, and Milton Friedman
supported the idea of a negative income tax (see Green, 1967).

Once the concept of a public obligation for people in need is accepted,
questions of definition and of controls become important. When is
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a person so disabled that he/she cannot earn an income? Did the person
have some incentive that contributed to placing him/her in their present
condition? Increasingly the disability has become a question of degree,
and not a black and white question. When is a person truly disabled and
unable to earn an income? How is the decision made to assist or not
a given person? Who makes it? Political, administrative and governance
problems inevitably arise in these decisions. Should the individuals be
forced to accept jobs that government bureaucrats consider them capable
of performing? Should the jobs be privately offered, but publicly subsi-
dized; or should they be public? All these questions point to the benefits
that can be derived by having some universal public programs that reduce
personal financial risks and that are accessible to everyone. They also
point to potential problems that may accompany the actual use of such
programs.

The range of individuals that deserve to be socially supported through
means-tested programs has been extended with the passing of time, going
beyond the truly disabled or incapable. They may now include individuals
with minor disabilities, those temporarily unemployed, those considered
“old” or “poor”, single women with children, and others. Therefore,
numerous assistance programs have been justified on the principle of
need in many countries. Their use reflects the belief that restrictions to
accessing these programs reduce the number of those who accede to
them, compared with universal programs which are accessible by all, and,
because of that, are more expensive, and may cover some “undeserving”
individuals.

In many countries, workers are required to pay taxes on their wages
during their working lives. These payments, called “contributions”,
go into special accounts that are used to cover pension costs and some
other costs, such as medical expenses when the workers retire. In other
countries, general revenue, and not taxes on wages, is used for paying
social pensions and health-related expenses not linked to previous “con-
tributions”. In a growing number of countries, vital or basic incomes are
being considered to ensure that all citizens have available some minimum
income, to support them at some low, basic level. In principle the provi-
sion of a basic income might make it less necessary to have means-tested
public programs.
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2.2.6 Market failures

For a long time there was a belief, among orthodox economists, that
markets were essentially efficient. Being efficient, they justified laissez
faire policies by governments that would promote economic progress,
a concept that became important in the 19th century and was associated
with economic growth and with the belief that everyone would benefit
from it. There had been little, sustained, real economic growth (little
progress) in the world in the millennia that had preceded the Industrial
Revolution. Laissez faire policies had been expected to require low taxes,
little government spending and very limited public interventions. They
placed a lot of trust in the work of the free market.

Because of the often bad, mercantilist and interventionist experiences
on the part of past governments, there was great skepticism, among
non-socialist economists, about the merit and the justification of govern-
ment interventions in economic matters. Laissez faire policies came to be
widely recommended and endorsed by classical economists. The prevail-
ing views of these economists were influenced by, and were consistent
with, an evolutionary view of changes in the market and in the world.
Some called this view Social Darwinism. It was a “survival of the fittest”
ideology, inspired by Darwin’s theory of evolution, believed to bring
a better future for society over the long run.

However, there were many sympathizers of some forms of socialism who
were not happy with the status quo, and were not willing to wait for the
long-run beneficial effect of “progress”. These sympathizers included
some economists who thought that particular policy changes could
improve matters in the short run, and who demanded more govern-
mental interventions in the economy. There were also many full-fledged
socialists who were skeptical of the market, including Karl Marx. In 1848
socialist demands led to revolutionary acts, in Paris and in several other
European cities. The writings by Karl Marx, and by some other socialists
had become influential with many common citizens and workers in
several countries.

The structure of economies and the still relatively limited democratization
of many countries in those early years played important roles in pro-
moting the low tax levels and low public spending that prevailed. The
informal structures of economies, especially in the earlier years of the
Industrial Revolution, had made it difficult for governments to raise high
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tax levels, and in many countries few citizens had the right to vote. Those
who voted were, in many cases, the same richer individuals who paid
a large share of taxes (see Tanzi, 2018b). Throughout the 19th century,
and until the Great Depression of the 1930s, tax levels would remain low
in most countries. For example, in the USA, the tax level stayed as low as
10 percent of GDP until 1930. In Sweden it was only 15 percent of GDP
until 1940.

In 1888, a prominent and well-informed French public finance scholar,
Paul Leroy-Beaulieu, author of a monumental two-volume treatise on
the public finances of many countries, could write that a share of taxes in
the range of 5-6 percent of total income was “moderate”; that that share
became “heavy” when it reached 10-12 percent, and that it became “exor-
bitant” when it exceeded 12 percent. Once that level was reached, taxes
would inevitably damage the growth of the countries’ economies. In those
years tax levels were generally under (and at times significantly under) 12
percent of GDP (see Tanzi and Schuknecht, 2000, Table II1.3, pp. 52-3).
However, by the late 19th century taxes had started to rise, although
slowly. Tax levels generally remained in a low range until the early 20th
century and continued to grow, slowly, until World War II. Then, they
grew rapidly until the late 20th century. In the closing decades of the 19th
century, public finance scholars were already expressing concerns about
the growth of public spending that was taking place and forcing taxes to
rise. In 2018, public revenue (mostly tax revenue, including some fees,
fines and profits from public enterprises) exceeded 50 percent of GDP in
five advanced countries, and 40 percent of GDP in 17 advanced countries.
In the countries of the European Monetary Union public revenue aver-
aged 46 percent of GDP; by contrast, in the USA it was still 31 percent, or
a full 15 percent of GDP lower (IMF Fiscal Monitor, 2019).

The above statistics give an idea of the changes that had taken place by the
second half of the 20th century. These changes had happened in countries
that were still democratic and with free markets. Some of the biggest
public spenders (the Scandinavian countries and a few others) were
countries that, in most relevant indices, were ranked very high among
countries. These indices included personal freedom, labor participation,
indices of happiness, indices of competitiveness, and others. These
countries are a challenge to the concern that had been expressed by Paul
Leroy-Beaulieu, and to the hypothesis, later summarized in the Laffer
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Curve, which have made higher taxes enemies of economic growth and of
economic freedom. This continues to be a concern for many economists.

While laissez faire remained an important guiding principle for many
economists and governments in the later part of the 19th century and the
early part of the 20th century (at least until the 1930s), market failures
and abuses, especially the existence of monopolies, had become progres-
sively more evident and more difficult to ignore. Laissez faire had started
to collide with the democratic aspirations of many voting citizens and
workers. Market failures and abuses were attracting increasing attention
on the part of some economists and other observers, including major
writers. They also started to invite some governments’ interventions in
the economy, and changes in policies.

In The Gilded Age (1873), Mark Twain took American capitalism to
task because of its corruption and abuses. A Swedish dramatist, August
Strindberg (1849-1912) commented that “economics [had become] the
science by which the economic elite remained the economic elite”, and
Thorstein Veblen launched his attacks on orthodox economics and on
some aspects of capitalism (see Veblen, 1948). Adolph Wagner theorized
that the role of government was bound to grow and that it would include
wealth redistribution. In Germany, Otto von Bismarck had given a new
and important role to the government by guaranteeing the pensions of
workers. In 1913, the USA introduced a tax on high incomes. In several
countries, labor unions had acquired increasing power and were promot-
ing strikes.

However, many classical, orthodox, economists continued to mistrust
governments more than they did the market, and continued to have more
faith in the work of the market than in that of the government (see Ropke,
1969; Le Grand, 1991; Kirzner, 2001). The Austrian School continued to
be particularly influential in promoting trust in the market, and many US
and British economists continued to share that trust. In the USA many
economists, especially at the University of Chicago and at Columbia
University, continued to express faith in the work of the market and to
complain about growing government interventions.

At the beginning of the 20th century, US president Theodore Roosevelt
had seen the need to regulate monopolies to limit their enormous power
and profits, which had made some of their owners among the world’s
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richest and most powerful individuals. The attention on monopolies con-
tinued in the 1930s in the USA when new regulations were introduced by
the Franklin D. Roosevelt administration. Around the turn of the century,
the high concentration of income in a few hands, and the lagging levels
of real wages, which had contributed to making a very uneven income
and wealth distribution, had attracted the attention of some major econo-
mists, including Adolph Wagner in Germany and Vilfredo Pareto in Italy.

The concentration of income and wealth would fall significantly during
the Great Depression and World War II, periods when high marginal tax
rates were introduced on high incomes, and when profits fell, although
these extremes flattened out up to the 1970s. Gini coefficients would start
rising rapidly in the 1980s and in later decades, and few individuals would
end up owning large shares of the total wealth (see Saez and Zucman,
2019).

In the 19th century, the high concentration of wealth in the hands of
a few had contributed to promoting the growth of socialist movements
and labor unions. European labor unions had been more sympathetic to
Socialist ideologies, while American labor unions had focused more on
pushing for higher real wages and for better working conditions. In time,
the power acquired by the labor unions would start interfering with the
work of the free markets, leading to complaints, even by Keynes, in the
1920s (see also Perlman, 1949). Most orthodox economists continued to
have faith in the market and to be critical of a larger government role until
after the Great Depression and World War IL

In the USA taxes on income had been introduced in 1913 but by that
time they had become common in other advanced countries. In the USA,
income tax had been introduced with very low rates and with very high
personal exemptions, and against strong resistance from the relatively
few, powerful individuals who would pay them. In future years, taxes on
incomes would become major sources of public revenue in most indus-
trial countries. They would also become increasingly popular with the
general public, and more progressive, until the 1970s. They would help
finance the high spending levels of many governments.

At the beginning of the 20th century increasing attention was paid to
income and wealth inequality, as is the case in more recent years. In 1912
that led to the development, by Corrado Gini, of a statistic to measure
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income inequality, called the Gini coefficient. By that time, Wagner,
Pareto and some other economists had been paying increasing attention
to income and wealth inequality. In a small book published in 1926,
Keynes had predicted the end of laissez faire and a growing role for gov-
ernment in the economy. That role was needed to correct for what he saw
as growing economic inefficiencies and difficulties.

The end of laissez faire would have major implications for what was then
called the “science of public finance”, which had minimized the role of
government. The 1917 Bolshevik Revolution in Russia, and the spread
of socialist thinking in several countries (e.g. Germany, France, Italy, the
UK) must have played a role in some of these developments, as would
the Great Depression, especially in the USA which had been less influ-
enced by that thinking. The government role in promoting some income
redistribution would become one of the objectives that governments were
expected to promote.

The Great Depression of the 1930s would be an eye opener for econo-
mists and for policymakers. It would dramatically change the science of
public finance. For an increasing number of economists, the Depression
was a clear indication, if they needed one, that unregulated, free market
laissez faire was no longer an acceptable ideology, and its results were no
longer welcome. Nevertheless, some influential economists (including
prominent examples such as von Mises and Hayek, and later Friedman
and others) would continue to believe that interference with the free
market had contributed to the Great Depression, or, at least, had made
it “Great”, and that a free market would continue to generate the best
possible outcome in the long run. Similar comments would be made by
conservative economists about the Great Recession of 2008-09, which
some blamed on government intervention.

The period after World War II brought rapid and fundamental changes
to the role that governments played in the economy and in public finance.
In the 1940s and 1950s the search for “market failures” by economists
intensified (see e.g. Chamberlin, 1948; Bator, 1958; Robinson, 1963). The
discovery of “market failures” would invite and justify new governmental
interventions to correct the failures. It would also give prominence to
other economists, such as Kenneth Galbraith, whose 1958 book, The
Affluent Society, had commented negatively about the existence of great
private wealth and great public poverty that existed at that time in the
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USA. Galbraith’s book became a rare bestseller for an economics book
and helped to promote some rethinking on what governments were doing
and should do.

The 1950s would be a decade of fundamental changes in economic think-
ing, both in the USA and in other countries, even though orthodox, classi-
cal thinking retained some influence. More significant changes in policies
would come in the 1960s, especially in the USA, while in some European
countries they had started in the late 1940s with the introduction, in the
UK, of some of the reforms that had been proposed by Beveridge in 1942,
especially in public health. Before addressing market failures, and the role
that they would come to play in changing the policies of governments, it
might be useful to be reminded of the main thinking that had prevailed
among orthodox economists until that time.

First, the prevailing view among most economists had been that the
market was basically efficient and, in the long run, it would promote what
was called a Pareto optimum. This view incorporated an evolutionary
view of the market and of social developments. A Pareto optimum implied
the existence of an equilibrium in the allocation of resources, which once
reached, would not make it possible to improve welfare by reallocating
resources, or redistributing income. Therefore, at the optimum, it was not
possible to make someone better off without making someone else worse
off (see Mishan, 1965). Very able mathematical economists of the past
had offered proof of this conclusion, using highly powered mathematics.
A fundamental assumption was that neither individual producers nor
individual consumers had the power to affect market prices. Prices were
determined by the market and were given for consumers and producers.
This conclusion was challenged by the existence of monopolies and
monopolistic practices, and by other market failures.

Second, at the Pareto optimum, all the incomes that individuals received
were legitimately and fully earned, and deserved. They did not contain
unearned “rents”, or monopoly profits. The incomes reflected what each
individual had contributed in genuine value to the total output and to
the incomes that the market had generated. As a consequence, taking
incomes from high-income individuals to give it to lower income ones
would be tantamount to stealing from the former. Interpersonal utility
comparisons were ruled out.
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Third, at the equilibrium of the Pareto optimum, forced income redis-
tribution could not play any desirable role, such as making income
distributions more equitable, because redistributing income would upset
the optimal allocation of resources. Unless there were market failures that
made the Pareto optimum less relevant, or unless society concluded that
equity was more important than efficiency, redistribution of income by
governments should not play a role. In the 1950s, market failures came
to be recognized as being common and important, and views started
to change about what a fair income distribution should be and became
more egalitarian. This would make public finance less scientific but more
realistic than it had been.

2.2.7 What were the main market failures?
2.2.7.1 Monopolies

The existence of monopolies and cartels had been recognized for a long
time, and some actions had been taken in the past to deal with them. The
view had been that there are natural monopolies that make competition
impossible in some areas. These had been considered isolated cases
(railroads, highways, telephones, electricity, airlines, water provision and
some others). Some countries had chosen to nationalize these enterprises,
others to regulate them. In some cases new technologies would, in time,
remove the monopoly status of some enterprises. These isolated cases had
not been believed to affect competition in the rest of the economy.

2.2.7.2  Monopolistic competition

Concerns about the existence of widely spread monopolistic compe-
tition, which had been raised in the 1940s by E. H. Chamberlin and
Joan Robinson, brought some new thinking about the work of markets.
The work by Chamberlin and Robinson had shown that monopolistic
competition was not limited to a few isolated cases. It tended to be wide-
spread, and to have broader implications for the efficiency of the market.
Monopolistic competition raised questions about the assumption that
individual buyers and sellers had no influence on the prices that they
faced. The existence of many monopolistic practices implied that perfect
competition was indeed rare in the real world.
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2.2.7.3 Missing markets

Another market imperfection that attracted some attention in the 1950s,
initially on the part of Kenneth Arrow, was the possibility that, for some
individual needs, no market would develop to satisty them. This might be
especially the case with some insurance needs. If individuals would like to
be insured against specific events (such as becoming unemployed, getting
a divorece, financial penalties for incorrect assessment of tax liabilities) but
being insured against these events might encourage the insured to act in
ways that might precipitate the event, allowing them to claim payment
from the insurance company, then a market would not develop for those
needs. This might be important especially in the health sector.

2.2.7.4 Asymmetry in information

Asymmetry in information in market exchanges can also damage a market,
as George Akerlof would show in a 1970 article about the market for used
cars, which he had called a market for “lemons”. That article earned
him the Nobel Prize in economics. When asymmetry in information is
present in a market exchange, as it is likely to exist in the market for used
cars (in which the seller knows whether a car has serious defects, while
the buyer often does not), this asymmetry inevitably distorts the market.
Asymmetry in information and “moral hazards” may exist in other areas.
There are many areas where full information is missing on one side of
an exchange, and areas where this happens have been growing in impor-
tance in the current world (see Tanzi, forthcoming). Manipulation and
deception have also been increasing for a number of reasons, among them
changes in the structure of the market and globalization (see Akerlof and
Shiller, 2015). Putting it differently, the areas in which full information is
available, ex ante, to both sides of a market transaction have been shrink-
ing, making the free market less efficient than it had been assumed to be.

2.2.7.5 Externalities

A market failure that attracted increasing attention during the second half
of the 20th century was negative externalities. Externalities had attracted
less attention in a world in which most activities were largely rural, and/
or based on small, cottage-type, economic activities that left little traces
on the environment. In that world the legitimate or normal activities
of individuals and of small enterprises (to distinguish them from illegal
activities) tended to have little or no impact on other individuals, or on
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the environment, and, generally, could be and were ignored. However,
over time, with the development of large cities (that brought into closer
proximity many individuals), with the growth of large and often polluting
industrial enterprises and activities, with new technological develop-
ments, and with the growth of activities of large mining, chemical and
energy enterprises, externalities became more frequent, harder to ignore,
and often more damaging to some.

Negative externalities came to be seen by an increasing number of econ-
omists as significant market failures because they tended to make private
costs, for those who generated the externalities (say the polluters), differ
from the social costs, to society. This failure required governmental inter-
vention, as had been recognized by Arthur Pigou in 1920. Externalities
might require and justify taxing or regulating those who generate them;
or might require compensating those negatively affected by them. Their
existence raises questions about the welfare implications of laissez faire
and about the wisdom for governments of not intervening.

In 1960, Ronald Coase (a future Nobel Prize winner in economics) argued
in an influential paper that, at times, the activities that create negative
externalities might be socially important, and that it might be too costly
for a society to prevent, or tax, them, as Pigou had recommended. Coase
suggested that private agreements, achieved through direct negotiations
between those who generate the externalities and those who are damaged
by them, might result in some financial compensation and would make
the intervention of the government unnecessary, allowing the activity that
produced the externality to continue to operate.

Questions of timing, as to which activity (that of the generators of the
externalities, and those who were damaged by them) had come first, might
also be legally important in assigning costs and settling legal disputes.
Legal issues would become important in dealing with externality cases.
The legal issues raised new questions, and made the original (Pigou’s)
analysis seem too simple. Coase’s article led to the creation of the new,
important and related field of Law and Economics (see Malloy, 1990;
Dnes, 2018). Externalities also have implications for cost-benefit analysis
of major projects, when the social costs diverge from private costs.

Because of externalities, regulation has become a major and controversial
instrument of governmental intervention, and of public finance. In the
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USA, official regulations now cover many thousands of pages of official
documents, and many thousands of people have found well-paid jobs,
some administering regulations and some fighting them, or lobbying
against new and old regulations. This development has created contin-
uing conflicts between legislators and regulators, on the one hand, and
the regulated enterprises (especially in the energy, financial and private
health sectors) and affected citizens, on the other. While some citizens
see the need for stronger regulations, the regulated enterprises focus
on the cost that the regulations impose on them, and on the restriction
of their economic freedom. Regulations have dramatically changed the
allocation of resources that an unregulated market would have generated.
Regulations can be assumed to become progressively more important in
future years.

Regulations have become an important battleground in today’s world of
ideas. James Buchanan once remarked that regulations had been politi-
cized and were being abused by governments and bureaucrats interested
in increasing their political powers. Others have complained that some
activities are not being regulated enough, creating significant safety
problems for citizens and future problems for the planet. The differences
in assessment may relate not only to ideology but also to the relevant time
horizon. The reason is that the costs to the regulated are often immediate
and fairly certain, while the benefits to society may be delayed and may
also reflect more uncertainty.

Science inevitably plays a role in some regulatory decisions. The conflict is
also determined by the importance that one attaches to the freedom and
the standard of living of some living individuals, as compared with the
welfare of future generations. Externalities that cross national frontiers
(and, in the USA and other federations, also those that cross state or
regional lines) tend to attract less attention from the governments of the
countries or the states that must make the decisions, than regulations that
are strictly local. Issues of impact measurement and scientific evidence
enter into these debates, because scientific conclusions may not yet be
settled with a reasonable degree of certainty.

In some ways this debate is an extension of the past one between support-
ers of laissez faire and individual freedom, on the one hand, and those
who saw the need for greater intervention by governments in limiting
smoking, on the other. Those who supported laissez faire and individual
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freedom, and there were many of them, did not worry much about exter-
nalities connected with smoking in general, and with smoking in public
places, restaurants, planes, classrooms, movie houses and so on that
created health costs for non-smokers.

The debate about externalities now extends beyond national frontiers
because many negative externalities have become increasingly global,
or at least multinational. Some public goods or bads have also become
global (see Kaul et al., 2003). What is to be done about global externalities,
causing “global warming”, the extinction of many species, contamination
of the oceans and so on? According to many reputable scientists, global
warming risks becoming the mother of all negative externalities because
it might change the world we live in for the worse, making it increasingly
uninhabitable for many (see Wallace-Wells, 2019).

Many decisions continue to be made by national governments, while
some important public goods and externalities have become global and
require global solutions. Governments mainly focus on their national
interest and on current generations. They pay little or less attention to the
future, or to the globe. The invisible hand that guides markets seems to be
largely absent, inactive, or truly invisible, in a world with global activities
but without global governance (see Tanzi, 1998; Tanzi and Davoodi,
1998). The invisible hand has so far remained largely invisible or ineffec-
tive in issues such as global warming (see Nordhaus, 2019a; 2019D).

2.3 Concluding remarks

Especially after World War II, an increasing number of economists
and citizens started calling for more governmental intervention in the
economy. The Great Depression and the publication of Keynes The
General Theory in 1936, had raised fundamental questions about what
governments could, or should, do to help stabilize economies. This was
a new kind of governmental intervention. The Great Depression had
created a great psychological fear among economists that the Depression
would return after the war and would become a permanent phenomenon.
That fear had given support to the novel and radical view that govern-
ments could and should play a stabilizing role in the economy, and to the
view of other economists that some safety nets for citizens were needed.
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After encountering earlier resistance by the then leading economists, the
“Keynesian Revolution” put laissez faire economists on the defensive (see
Stein, 1969 and Tanzi, 2018c for reviews of early criticisms of The General
Theory).

In 1959, Richard Musgrave provided a timely synthesis of what the main
roles of governments should be in modern, democratic countries, with
market economies based on private property. He argued that govern-
ments’ fundamental roles could be placed into three broad categories: (a)
allocation of resources, to correct for the existence of public goods and
for market failures, (b) stabilization of the economy, to reduce the nega-
tive impact of business cycles, and (c) redistribution of income, to make
income distribution more in line with society’s preferences.

Musgrave recognized that the redistribution role that had been largely
ignored by non-socialist economists in the past, would be aimed at pro-
moting income distribution that the majority of the population would
consider fair, thus challenging those that the free market would generate.
Musgrave perceived that the determination of the desired distribution
would be largely based on political decisions and not on technical or sci-
entific considerations. Different countries or governments, and different
individuals at different income levels in the same countries, might have
different views of the socially desired income distribution, but only the
democratic, political process could help determine the desired distri-
bution and the policies required to achieve it. Musgrave was aware that
promoting a different income distribution to the one determined by the
market might generate political opposition and also some efficiency costs.

The distribution of income within a country would no longer be the
accidental consequence of market forces and of institutions created
over centuries by past governments, such as the right to inheritance and
intellectual property, limited liability for the shareholders of corpora-
tions, favorable treatment of capital gains, and many others that, often
in non-transparent and non-obvious ways, contribute to the income dis-
tribution that the market generates. Those legal institutions significantly
influence the Gini coefficients, before governments intervene with their
spending and taxing policies. The belief that the income distribution that
is created within a relatively free market economy is strictly the result
of the value that each market participant contributes to the economy is
a convenient illusion, used to justify whatever results the market gener-
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ates. Most pro-market economists have failed to recognize the extent to
which past institutions and past rules contribute to today’s incomes of
many individuals (see Tanzi, 2018a).

The enlarged government role has required different policies, new institu-
tions and new policy instruments. It will continue to need new knowledge.
The new role has inevitably attracted strong opposition from conservative
and libertarian quarters, and from economists that continue to have
great faith in the virtue, ethic, and results generated by the free market.
Conservative economists have continued to be concerned about restric-
tions on individual freedom - they believe a larger government role inev-
itably imposes on individuals, and on the effect that government policies
might have on personal incentives and on the dynamism of economies.

In the 1960s these concerns led to the creation of a new school of thought
in economics, the School of Public Choice. They also stimulated the rise
in importance of the Chicago School, which became a strong advocate of
the free market and replaced in influence the Austrian School as the main
defender of the free market. James Buchanan became the main, or most
visible, thinker in the School of Public Choice, while Milton Friedman,
for many years, became the main exponent of the Chicago School. Both
would win Nobel Prizes for their contributions to economics, and both
would have major influence on economics and on public finance (see
Mueller, 1989 for a description of the School of Public Choice; Van
Overtveldt, 2007 for a description of the Chicago School. See also Le
Grand, 1991; and Buchanan and Musgrave, 1999 for a fascinating debate
between the authors in Munich).

In 1961 James Buchanan had recognized that “Public Finance seems to be
on the threshold of becoming one of the most stimulating fields of inquiry
in all social sciences” (NBER, 1961, p. xii). He recognized that “The prac-
titioner . . . is appropriately impatient at the seemingly irrelevant attempts
of the welfare economists to develop the models of an ideally neutral fiscal
system” (pp. xii—xiii). He recognized that public finance, because of its
political nature, could not be “scientific”.

Obviously, the possibility that market failures may be replaced by govern-
ment failures must be recognized.






3 Stylized views of
government

3.1  What kind of state is in power?

Most of the writings by economists on public finance are influenced by
how they see the normative role that they expect the state to play in the
market. What are the concerns that, in their views, should guide policy-
makers, especially those in democratic countries with market economies,
when the latter make policy decisions? These concerns depend largely
on the perceptions that economists have formed of how governments
operate. As a popular public finance textbook put it:

Public finance economists analyze not only the effects of actual government
taxing and spending activities but also what those activities ought to be. Views
of how a government should operate in the economic sphere are influenced by
ideological views concerning the relationship between the individual and the
state. (Rosen, 2005, p. 4, emphasis added)

Clearly, public finance cannot be considered a “science” free of value
judgments. Over the years and in different countries there have been
different views of the role that governments should play in the economy.
The French and the Americans have different views. We shall outline,
briefly, some of the main views, starting with those assumed, in much
of the public finance writings, by American, British and most other
Anglo-Saxon economists. In the wider world there have been, and there
still are, different types of governments. Therefore, the study of public
finance cannot be made to depend only, or predominantly, on one of
these “idealized” types. In the real world, the types described below are
rarely found in their pure form. Nevertheless, the different governments
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that one finds in specific countries bear some closer relations to one of the
ideal types, rather than to the others.

3.2 Individualistic state

Especially in the USA and in Anglo-Saxon countries, most of which are
organized as fiscal federations, the predominant view of the government
type, the one that has influenced much of the academic writing on public
finance in those countries, has been associated with what might be called
an individualistic view of the government. Rosen (2005, p. 5), provided
a nice definition of such a government, attributing it to a 19th-century
American statesman, Henry Clay, who, in 1829, stated that “Government
is a trust, and the officers of the government are the trustees, and both
the trust and the trustees are created for the benefit of the people”. Rosen
added that “[t]he individual rather than the group is at the center stage”
(2005, p. 5).

In some sense, the above view of the government (which in the USA has
been largely based on the principles expressed in the US Constitution)
contrasts with the view that the government exists to satisty (and because
it satisfies) collective needs, rather than those of undefined individuals.
The implicit view is that groups, even democratic majorities, cannot
impose rules on individual citizens or minority groups. The only views
that would seem to be legitimate are unanimity rules. However, since only
few, male individuals had then the right to vote in Clay’s time, it is not
clear how unanimity rule could ever be achieved in those circumstances,
or what it would mean.

The individualistic view of the state raises fundamental questions about
how individuals express their views, and how those views are taken into
account and consolidated. It raised even more questions at the time when
Clay wrote it, when the share of the US population that could vote was
very small. Are the electoral rules legitimate? Are the individual’s views
expressed in elections, in surveys, in large meetings, or in other ways,
including, today, through social media? If individuals express them in
elections, is the right to vote universal, or are some or many excluded from
voting for various reasons? Are the reasons for that exclusion legitimate?
How many people actually vote? Of those who vote, do they understand



STYLIZED VIEWS OF GOVERNMENT 35

what they are voting for? And how do we take into account the views of
those who do not vote, which can be a large share of the population? Do
those views count? Are the preferences expressed by different individuals
given equal weight, even when those preferences may be differently felt
by them? Does “fake news”, or selective social issues (such as the right to
abortion and similar), influence the way people vote?

All the above questions have strong implications for Clay’s view, and
for the individualistic view of the role of the state. And most of the
above questions continue to be important in the present-day context
of American and, to some extent, Anglo-Saxon countries. The above
questions inevitably lead to doubts about whether concepts such as “the
public interest” and “social welfare”, which are widely used in public
finance writings, can be extracted from electoral results, or have a specific
meaning. Unless those concepts are clearly defined, they cannot have
real-life meanings, as they are often assumed to have in economic anal-
ysis. They are not substantive concepts. Can these concepts be identified
by the preferences expressed by voters? Giving the difficulties of defining
them, the mathematical symbols that identify them, which modern econ-
omists often use, may give an impression of rigor and precision, but that
does not make them any more concrete.

In the 1950s, when there were increasing calls for a larger economic role
for the state, calls that still appealed to the individualistic conception of
the state, some important economists and political scientists raised doubts
about the possibility of determining the public interest or social welfare
from the votes that were cast during elections. Especially important was
a book by Kenneth Arrow (1951), who was undoubtedly one of the giants
among 20th-century economists. Arrow listed a series of reasonable con-
ditions that would have to be satisfied to reach a consensus that could be
identified as the “public interest” or “social welfare”. His conclusion was
that it would be almost “impossible” to satisty all of those conditions. This
came to be called the Impossibility Theorem. Duncan Black (1958) raised
similarly relevant questions.

In another book that would have a great influence on many economists,
especially on those connected with the School of Public Choice, Anthony
Down (1957) argued that, in democratic countries, different political
parties would compete for votes and would propose different policies.
Therefore, citizens were exposed to both an economic and a political
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market. The economic market offered many products that could be
bought with dollars. The political market offered different policies that
could be bought with votes. Competition among political parties would
presumably lead to a political equilibrium, one similar to the market
equilibrium, which competition among firms was assumed to achieve in
a competitive economy.

Down’s work attempted to extend the concepts of competition and
equilibrium to the political arena, an idea that, later, would be further
developed by James Buchanan and his followers in the School of Public
Choice. An implicit assumption in Down’s work was that politicians were
essentially honest, kept their promises and, more importantly, that voters
were well informed and rational, and that they voted. It will be argued
later that, as policies become many and more complex, the assumption
that voters are well informed and rational becomes increasingly ques-
tionable. As a consequence, the political market loses a great deal of its
presumed efficiency (see Tanzi, forthcoming).

3.3 Organic state

In some countries, especially in those organized around populations that
have strong national links and common history and traditions, the view of
the state that prevailed, especially at certain times, was that of an organic
entity. This was the state that some major philosophers, such as Hegel,
had visualized in Germany. In such a state, the individual citizens become
like the water of a river. They keep changing, but the nation and the river
remain essentially the same. This view attracted followers in Germany
and in some other countries, where many citizens saw the nation as being
more important than the individuals who lived in it at any one time - the
state represented a national community and not the individuals living in
it. In this setting there may be national goals that are considered more
important than the goals of individual citizens (on this, see Veblen, 1948,
“The Dynastic State: The Case of Germany”, pp. 547-72).

This organic definition seems to bear some similarity to a view expressed
by Edmund Burke, when he wrote that “society is a partnership of the
dead, the living and the unborn”. A government that is based predom-
inantly on the desire of (or of some of) the individuals living at one
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time is less likely to pay full attention to the needs of future, yet unborn,
generations. As a consequence, problems such as “global warming”, con-
tamination of the oceans, reduction of biological diversity, debt accumu-
lation, poor upkeep of infrastructure, excessive use of antibiotics, rapid
exploitation of irreplaceable resources, and others, are all public finance
problems that receive less or little attention. This problem was also clearly
recognized by Dalton (1954), when he wrote that . . . since the commu-
nity outlasts the individual . . . the statesman should regard himself as
trustee for the future . . . making a more generous provision for the future
than would be made by private individuals left to themselves” (p. 16). In
this definition the statesman seems to be a different trustee to the one in
Clay’s definition. Dalton also believed that the costs and the benefits of
future generations should be discounted at a zero rate.

3.4 Paternalistic state

An Italian variation of an organic state is what could be called a paternal-
istic version (see Tanzi, 2000, chapter 1). A paternalistic version is one
in which the state takes upon itself the making of some decisions, even
some that may go against the wishes of the majority of current voters. It
does so under the belief, by the policymakers, that they know better than
the average voter what is good for the country. It is a “father knows best”
notion of decision-making. It resembles the modus operandi of some
private corporations where the CEOs make all the important decisions,
and it reflects to some extent Dalton’s view expressed above. The govern-
ments of some countries (Singapore? China?) may reflect this version. Of
course, this version can easily be abused by governments that are not truly
paternalistic, but claim to be.

Results from “behavioral economics” in recent years (which have shown
that individuals can and do act irrationally) can justify some government
policies (which may go against the free choices that individual citizens
would make). Policies against smoking and the consumption of drinks
with too much sugar might be considered examples of a paternalistic
approach. And so could be policies that force individuals to buy protec-
tion against old age and illnesses, to attend school until a given age, and
SO On.
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The literature on “behavioral economics” has been growing at a fast pace
over the past couple of decades. It has been reporting on many examples
of irrationality on the part of individuals when they are free to choose (see
Shiller, 2000; Ariely, 2008; Kahneman, 2011; Thaler, 2015). Behavioral
economics may in time be better integrated with public finance, and may
provide more justification for some kinds of paternalistic governments.
In some cases, it might justify a tutorial role, one that directs (or, occa-
sionally, forces) individuals toward making presumably more rational
choices.

J. S. Mill (2004 [1848]) had hinted at such a tutorial role, when he wrote
about a “. .. not authoritative” role, “. . . when a government, instead of
issuing a command and enforcing it by penalties, adopts the course so
seldom resorted to by governments, and of which such important use
might be made, that of giving advice, and promulgating information . ..”
(p. 857, emphasis added). However, Mill also warned that “every increase
of the functions devolving on the government is an increase in its power

” (p. 859), and “the depositories of power who are mere delegates of
the people, that is of the majority, are quite as ready . . . as any organs
of oligarchy, to assume arbitrary power, and encroach unduly on the
liberty of private life” (p. 860). One can see in this warning the fear of
a Leviathan government and the concerns expressed later by the public
choice literature.

Some countries that have combined a market role with a strong
government-guiding role might claim to follow some sort of tutorial role
to promote general welfare. These countries have governments that are
organized around clearly organic or national concepts, with some totali-
tarian inclinations. In more democratic countries the tutorial role would
have to be a much softer one, and be largely limited to the provision of
useful information and light “nudges”. Obviously a tutorial role may
easily become a suffocating role.

As Alan Peacock (1992) emphasized in a survey of the then public choice
literature, “the composition and powers [of governments] vary in time
and in place depending on which economic group formed the ‘Political
Enterprise’” (p. 95). He stressed that what we should have learned from
the Italian Scienza delle Finanze is that “the study of the supply side of
political decision making is essential if we are to understand why govern-
ment has grown . . .” (p. 95). The behavior of that side cannot be taken
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for granted, as was done by public finance scholars in the individualistic
conception of the state.

Next, we take a closer look at the Italian Scienza delle Finanze, and espe-
cially at its views of the monopolistic role of the state, views that are gener-
ally less known to most public finance scholars, but that are, nonetheless,
important for understanding public finance.

3.5 Monopolist state

The Italian Scienza delle Finanze, a lesser known school, due in part to
linguistic and, perhaps, ideological obstacles, identified as one of the
typical government types the monopolistic state. The Scienza delle Finanze
— which had developed mainly during a difficult historical period for Italy
(after the Italian Unification of 1861) and partly during the fascist years
after 1923 - saw the government’s actions in a different light. Only a small
part of the extensive and rich literature of the Scienza delle Finanze has
been translated into English, and much has been forgotten. (For a few
exceptions, see De Viti De Marco (1936), a book that deals exclusively
with the revenue side of the budget, the side that mainly interested
English-speaking readers at that time; and a few items in Musgrave and
Peacock (1958) and Musgrave and Shoup (1959).)

Few aspects of the vast Italian public finance literature have found their
way into the modern public finance literature, mainly through the work
of James Buchanan, who, in 1956, spent a sabbatical year in Italy and was
exposed to some of that literature which, as he reported later, was an “eye
opener” for him, and greatly influenced his thinking (see Buchanan, 1960;
Buchanan and Musgrave, 1999, p. 19). Later, the work of other members
of the Public Choice School, such as Richard E. Wagner (1976), Mueller
(1989, pp. 342-3) and others also helped.

Especially influential was Puviani’s Theory of Fiscal Illusion, and the
adoption by other public finance scholars of the concept of the govern-
ment as a Leviathan, or a monopolist (see Mueller, 1989, pp. 266-73; see
also Hobbes 1963 [1651] who was the first to use the term). More than
a century ago, Pareto had believed that “governments try to get from the
taxpayers all that they can; [and that] they are never stopped by lack of
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needs to be satisfied; the only obstacle is the resistance of taxpayers” (see
Pareto, 1964 [1916], vol. II, p. 646, own translation). This view was held
by Pareto in a period when laissez faire ideology was still assumed to drive
the actions of governments.

Taxpayer resistance can be reduced by the use of government trickery, or
reliance on “fiscal illusions”. Fiscal illusions are tools that monopolistic
governments use to extract more revenue from tax-averse citizens (see
Tanzi, 2000, chapter 1 for a short description). At that time, the ecology
of taxation was still making it difficult for governments to extract higher
revenue from taxpayers (see Tanzi, 2018b). Government education on
the benevolent use of taxes, or government propaganda and use of “fiscal
illusions”, can try to reduce taxpayers resistance. Some surveys have
indicated that the greater is the citizens’ trust in a government, the greater
may be the taxpayers’ compliance.

The fundamental innovation of the Scienza delle Finanze was that of
seeing the normal government role in the economy in a less favorable
light than Anglo-Saxon economists had seen it in those years (see espe-
cially Fasiani 1951 [1941]). The view that prevailed in the Scienza delle
Finanze was that the state, and the government that represents it, almost
always originated out of the conquest, or the domination, of one group
over other groups. This domination leads to the distribution of political
power, which in turn leads to distributions of income and wealth that are
not as equitable as they could, or should, be. Pareto (1953 [1896-97]) and
especially Achille Loria (1913 [1886]) had expressed similar views. Based
on his historical research in 1896, Gaetano Mosca (1938) had concluded
that in all societies some small groups (leading classes, elites or plutoc-
racies), acquire great political influence over governments and their
policies, and that power determines the economic outcomes.

We should worry about how much views that have been recently
expressed by economists and by others have come to resemble, without
their authors’ recognizing it, the views theorized by the Italian Scienza
delle Finanze a century ago. Recent developments may have moved
individualistic governments toward monopolistic ones by increasing the
influence of some groups, such as the managers of large enterprises, those
at the top of wealth distribution, and others. Among several relevant,
recent books that have argued along the above lines, see MacLean (2017)
and Levitsky and Ziblatt (2018).



Public finance instruments and
techniques






4 Government tools

To promote their goals and to exercise their responsibilities, different
governments have used various instruments over the centuries. The use
of instruments has changed with time and place; some are now more
used than they were in the past, others less so. The quality and the type of
government, authoritarian or democratic, and efficient and less efficient,
have determined, to some extent, the instruments that governments
choose, or rely upon. As its name implies, the study of public finance
traditionally focused on the financing side of government operations,
namely on taxes and, to a lesser extent, public debt. For a long time, public
finance books were mainly books on taxation.

4.1 Regulations

Regulations were also important instruments frequently used by gov-
ernments in the past, because they required little financing. Their effects
were, thus, less discussed, except when they were criticized, as in Adam
Smith’s The Wealth of Nations (see, e.g. De Viti De Marco, 1936; Dalton,
1954; Musgrave, 1959; or even recent textbooks such as Rosen, 2005, in
which regulations attract only a couple of pages). Especially in the second
half of the 20th century, public spending had been added to the study of
public finance and had become more important, but regulations were still
little discussed.

Beside the instruments mentioned above - taxes, debt and regulations
- governments have relied and continue to rely on other instruments to
achieve the goals of allocation of resources, stabilization of economies,
and redistribution of income and wealth. In this chapter we address,
briefly, the use of these less important instruments. In some countries and
at some times, they became important, but they still attracted little atten-
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tion from public finance scholars, and public finance textbooks continued
to ignore them. Some brief descriptions may be justified in a book that
deals with the economic actions of governments.

4.2 Conscription

The instrument of conscription was important in the past. Governments
simply appropriated the time and the work of some individuals to pursue
particular objectives. This appropriation was equivalent to heavy taxes on
those individuals, and of taxes that were highly regressive. Many of the
large public works of the distant past, such as pyramids in Egypt and in
Central America, were built by individuals forced to provide their work,
at times as slaves, against some meager subsistence. The same was the
case with the building of the Great Wall and canals in China, and of the
cathedrals and protective walls for cities in medieval Europe. The author-
ities simply forced some individuals to provide their time and work. Wars
were also fought by (often) forcing able-bodied individuals to serve in the
army. The use of this instrument may have helped convey the impression
that, in the distant past, individuals always paid little in taxes. This was
true in a statistical sense, but not in an effective sense, at least for some
individuals.

4.3 Ownership of assets

In many countries governments own significant public assets, such as
land, buildings and natural resources, among others. In the USA the
federal government, in some “states” such as Nevada, owns more than
half of the states” land. In other countries, valuable mineral resources,
such as petroleum, natural gas, copper, iron, became government prop-
erty when the resources were discovered. In still other countries, such as
Italy, the government owns many man-made assets that in the past had
been owned by religious orders or by civil authorities that no longer exist,
such as convents, castles, fortresses, jails, unused churches and palaces.
In Italy, all land near the coastline, outside of cities, is also owned by the
government.
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The market value of these assets can be high. In the past, they had been
used by their original owners before they became public property.
Decisions have to be made about what to do with them, how to use them
productively, and whether to sell them to raise revenue that can be used
for various purposes. These decisions involve potentially important
public finance issues and are often controversial. A prevalent view among
economists is that public assets are not used as productively as they could
be, so that it would be good to privatize them.

Public assets may be kept under-utilized, or they can be put to productive
uses, including those of satisfying social objectives, as for example public
land is kept as national parks, or beaches are available to all citizens. In
these cases the social (but not the financial) rate of return may be high,
but it is difficult to measure. In many cases these assets may be utilized
in some public sector’s activities, such as school buildings or buildings
used by the military. When this is the case, the use of the assets is often
not counted as a budgetary cost of providing the particular public service,
such as education or defense. Therefore, the real cost of providing
those services may be underestimated (see Tanzi and Prakash, 2003 for
examples).

Some such assets may be kept to meet future government obligations,
such as pension systems, or simply to increase the net worth of the public
sector, a concept that New Zealand has used to evaluate the economic
status of its public sector. A higher public sector’s “net worth” might
reduce the current cost of borrowing for the government. The concept
of net worth of the public sector deserves more attention on the part of
public finance scholars; however, it is difficult to measure. For example,
it is difficult to put a value on assets owned by the government that, for
constitutional reasons, cannot be sold. Various legal or even political
obstacles might make it difficult to sell some of these assets, especially in
federations.

4.4 Public enterprises

In several countries (e.g. France, Italy, Russia, China, the UK) some enter-
prises were nationalized at some point in time. Many were nationalized
during the Great Depression, to prevent them from going broke, or after
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World War II, as a consequence of socialism’s growing popularity. Some
countries created public enterprises, which were often connected with
public transportation and the provision of drinking water, because these
ventures were assumed to be “natural monopolies”. Some of them were
later privatized, especially in the 1990s when market fundamentalism
became popular.

Enterprises may be public, either because of their monopolistic character
or because they are seen to serve important social objectives (including
national security) better than private enterprises. Some of them are pro-
ductive, others less so. Some need subsidies. In the 1980s and 1990s, when
“market fundamentalism” became popular, many economists came to
believe that the private sector was inherently more efficient than the public
sector in running enterprises, which led to the boom in privatization. In
some countries, such as Italy, privatization was also promoted by the
need for government revenue when increasing taxes was difficult. There
was also the belief that privatization would make the enterprises more
efficient because they would be exposed to competition. Unfortunately,
the process of privatization did not always deliver the expected beneficial
results and, recently, some economists have questioned the assumption
that public enterprises are naturally less efficient.

4.5 Use of contingent liabilities

Another instrument that governments often use is contingent liability.
Contingent liabilities are implicit liabilities that show up, or attract
attention only when governments are called to honor them. These liabil-
ities range, for example, from guaranteeing saving deposits for citizens,
to guaranteeing pensions for public employees, guaranteeing rates of
return for investors that have built infrastructure using public-private
partnerships (PPPs), and guaranteeing bonds that support mortgages of
individuals who buy houses. Debts incurred by sub-national governments
or by public enterprises can at times become liabilities for national gov-
ernments; some are implicit.

These contingent liabilities are important in determining the allocation
of resources but they do not show up as liabilities in normal budgets
until governments are called to satisfy them, as many had to do during
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the 2008-09 recession and during other crises. Contingent liabilities are
important instruments of fiscal policy. They are instruments that have
been increasingly used in recent years and they deserve more attention on
the part of economists and public finance textbooks.

Since the 1990s, various governments have reduced their spending on
public investments by providing guarantees to private investors who
carried out major financing, using private funds with some public
guarantees. These guarantees, associated with PPPs, created potential
future risks for government budgets (for some examples, see Polackova
Brixi and Schick, 2003; Levitt, Scott and Garvin, 2019). Governments are
exposed to (implicit or explicit) contingent liabilities in financial sectors
when banks assume high risks and they are deemed “too big to fail” (see
Schuknecht, forthcoming). The large rise in both public and private debt
in recent years must have created increasing fiscal risks for governments
in future years.

4.6 Timing maneuvers

At times, governments use delays in making payments or they anticipate
the collection of taxes to achieve particular fiscal, cash, objectives. Delay
tactics are employed in many areas, such as payments to suppliers for
goods and services provided (to show better cash results); repayment of
loans to banks; reimbursement of value added taxes (overpaid by export-
ers); salaries to employees; and repayments of the principals on loans. In
extreme cases default on the principal due to creditors, and not on the
interest due, is used. Finally, public expenses may be reduced by delaying
the needed operation and maintenance of public infrastructure, or even
delaying required public investment. Attempts have been made in recent
years to make more use of accrued accounting rather than cash account-
ing, but this is not always easy or possible.

4.7 Fines and fees

Governments that experience difficulties in raising needed revenue from
taxes have at times increased user fees for public services (e.g. for obtain-
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ing passports or driving licenses, access to national parks, public schools
and some public health services, use of public utilities). Fees can provide
some revenue in addition to the information that they provide about the
demands for some services (see Brownlee, 1961). Governments have also
increased the value, use and frequency of fines (e.g. for parking viola-
tions, speeding, and other, often small, misdemeanors). These fines have
increasingly been used as an easier way to raise public revenue, especially
by local governments (perhaps excessively so in some cases) who have
increased penalties financially and seemingly set traps for drivers to catch
minor traffic violations.

The distributional implications of these fees or fines are obvious but
have attracted little attention. They may also have reduced the number of
minor violations. In some countries taxes on some kinds of betting, and
on the use of some drugs such as marijuana, have become easy revenue
sources, as have been other “sin taxes”, on smoking, drinking and gam-
bling. Some of these methods employed by governments may be examples
of the “fiscal illusions” which Puviani (1973 [1903]) wrote about a century
ago. They can be justified by the argument that they reduce “sins” and bad
behavior.

4.8 Maturity of public debt

The maturity of public debt can be changed to reduce the costs of bor-
rowing for the government, or to promote some other specific objectives,
for example by replacing more expensive long maturity debt with cheaper
shorter maturity debt. This change makes the short-run debt burden for
the government lighter but it exposes the country to greater longer term
dangers. The rise in the activities of hedge funds have facilitated some of
these maneuvers, as has reportedly happened in Greece and some other
countries in recent years. The growing complexity of the financial market
has not only facilitated these operations but has also made them less
transparent and often more risky.
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4.9 Tax amnesties

Several governments have occasionally used tax amnesties to obtain addi-
tional short-run revenue from taxpayers who have not paid past taxes, or
who have intentionally cheated the government over tax payments. Tax
amnesties are not likely to increase revenue over the long run and may
even reduce it. However, in the short run they may increase government
revenue. Tax amnesties are often announced as being the last ones, to
encourage taxpayers to take advantage of them and cleanse their past
records. However, taxpayers may formulate rational expectations that,
if amnesties have been used in the past, they are likely to be used in the
future. Therefore, they may continue with, or may even intensify, their tax
evading behavior in future years.

4.10 Appeals to patriotism

To assist governments in dire financial need, especially during major wars
or catastrophes, governments have appealed to citizens’ patriotism. In
exceptional cases citizens have been asked by their governments to buy
war bonds or, in extreme cases, even to donate their wedding rings to the
state to fund major wars.

All the above instruments play, or at times have played, some important
roles in providing financial resources to governments, or in allocating real
resources to them. They are all part of public finance. The use of some
of them changes little the official look of public budgets, but makes them
less transparent measures of the real, fiscal situation of a country. Fiscal
outcomes and fiscal policy become progressively more complex, and their
effects become more difficult to assess properly using the standard, avail-
able statistics of fiscal deficits and public debts. These are the statistics that
receive much attention on the part of macroeconomists and the public.
Complex models are often developed by economists based on statistics
that are not as accurate as they ought to be, and are less indicative of the
true fiscal situation of countries. Public finance scholars, and also macro-
economists, should pay more attention to these issues rather than ignore
them as they often do.



50 ADVANCED INTRODUCTION TO PUBLIC FINANCE

4.11 Privatization of government operations

Some governments, including that of the USA, in recent years, have
reduced the number of public employees and have kept down their
salaries. They have hired private enterprises and private consultants to
perform some of the functions that in the past have been performed by
regular government employees. These functions now include, among
others, national security, providing meals to jails and to public schools,
issuing parking fines, repairing roads, making public investments, renew-
ing passports and driving licenses, running jails and hospitals, and regu-
lating some financial activities (and to some extent even drafting tax bills).
In this way a government can show less public employment and more
market use, but, often, without genuine financial saving and with some
compromise in its regulatory and other functions. Public employment
may go down, as it has in some countries, while public spending and
public debt may go up.

This has happened in the US federal government in recent decades,
where the number of public employees has been reported to have fallen.
This fall has reduced: (a) the staff of senators and congressmen, to the
point that some tax laws and regulations are now written by lobbyists;
(b) the staff of the Internal Revenue System (the US tax administration),
significantly reducing the number of tax audits and affecting tax revenue;
(c) the number of regulators, reducing the ability to regulate in important
sectors, including the safety of new aircraft; and (d) the number of scien-
tists working in important fields.

The border between public and private has become more blurred. The
“common areas”, areas that are neither fully in the private sector nor in
the public sector, have grown, facilitating acts that have allowed private
providers (a) to inflate the costs of the services that they provide to the
public sector; (b) to inflate the costs of investments made on behalf of
the government; and (c) to charge governments for work not actually
performed, or performed badly. In some cases public sector inefficiency
has been traded for private sector corruption.

As a consequence, the social status of government jobs, and possibly
the average ability of those who choose government careers, has also
declined over the years. Many able individuals are now more likely to
choose a career in the financial market rather than in the public sector,
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or to take on senior public positions that will allow them to land highly
paid jobs in the private sector (e.g. banks, think tanks) after a short public
career. There are now many examples of these transitions by previously
high-level public servants.

4.12 Rationing and price controls

Finally governments occasionally use the rationing of some goods that
have become scarce, and controls over some prices, especially during
emergencies, including wars. These tools obviously have redistributive
effects and, if sustained over time, lead to inefficiencies and corruption.
The use of price controls, related to products or services that benefit from
temporary monopoly power, such as new medicines, is now the topic of
much debate in some countries. Here the goal of stimulating the search
for new cures for illnesses collides with that of protecting patients from
exploitation, making it a difficult area for public finance.

All the above tools indicate that governments can influence economies,
including the allocation of resources and the distribution of income, in
various ways, apart from the traditional ones on which public finance
scholars have focused, that is, the official public budget. Even stabilization
objectives can to some extent be promoted by changing regulations that
have become obstacles to economic activities. Removing some obstacles
to investments and to the labor market can provide a stimulus to the
economy, helping Keynesian countercyclical policies. These possibilities
should receive more attention on the part of public finance scholars.
However, the more governments rely on these other tools, the more diffi-
cult its task becomes.






5 Guiding tax principles

5.1 Introduction

Public finance started mainly as a study of tax principles, at a time when
the government goals of redistributing income and stabilizing economies
did not exist. The main concern of public finance scholars, especially in
democratic countries, was how to make citizens pay for the limited, gov-
ernment expenses, in ways that would be bearable for them and the least
damaging to economic activities. Were there scientific principles that gov-
ernments could follow to make taxes less burdensome and damaging? In
countries with “monopolistic states” the main concern was how to reduce
the resistance of taxpayers to paying taxes, by using “fiscal illusions” and
other strategies. There was a belief among scholars that a science of public
finance could be created.

A tax is a compulsory charge imposed by a government on some, hope-
fully well-defined tax base, for indirect taxes, and well-defined taxpayers,
for direct taxes. What distinguishes it from a fee is the absence of a direct,
immediate, quid pro quo between taxpayer and government. In years
past, tax revenues were used to finance relatively well-defined and limited
government activities.

Economists did not consider public spending as productive. It promoted
expenses that were not seen as useful, such as the luxurious lifestyle of
royal families and other rulers. Therefore, the general rule was: the less the
better, and the less the spending the lower the taxes. There was no view
that public revenue might be used to make the distribution of income and
wealth more equitable; that it could help deal with business cycles; or, that
it could promote general welfare in other ways.

53
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Laissez faire or classical economists believed that tax revenue above some
essential minimum would be wasted by governments, and higher taxes
would have damaging effects on economic activities. This view was made
clear by Leroy-Beaulieu (1888), cited earlier in Chapter 2. David Ricardo
(1973 [1817]) dealt mainly with taxation, writing that “. . . the great evil of
taxation is to be found, not so much in any selection of its objects, as in the
general amount of its effects taken collectively” (p. 95). Ricardo paid a lot
of attention to tax shifting, pointing out that the final burden of a tax does
not always rest on the subject on which it is originally placed.

More than a century later, even Keynes would believe that taxes could be
too high, and that a tax level greater than 25 percent of GDP should be
considered a limit to the desirable tax level (see Clark, 1964). Other such
citations, expressing concern for the effect of high taxes, can be easily
found. In the USA, the total tax revenue during the 19th century was well
below 10 percent of GDP and it remained at that level until before the
Great Depression. The tax revenue of the federal government was only
2-3 percent of GDP, partly collected from import duties, until the intro-
duction of the income tax in 1913.

5.2 Adam Smith’s tax canons

In a long chapter on Public Revenue in The Wealth of Nations, Adam
Smith (1999 [1776]) dealt with the characteristics, or the canons that
a good tax system should satisfy in a democratic country with a market
economy. His concern was mostly with efficiency, the allocation of
resources and the concept of equality before the law. Smith paid attention
to equity but mainly to horizontal equity, that is, to the tax treatment of
individuals or families in similar conditions. He listed four canons of
taxation that are still useful today, though they may no longer be consid-
ered sufficient by tax experts. These canons were: certainty, convenience,
economy and equity. A few, brief comments on these principles seems
appropriate.

Smith asserted that a tax liability should be clearly determined and known
with certainty by taxpayers. Taxes should not be levied arbitrarily, and
taxpayers should know exactly what they owe, and also when and how
the owed tax should be paid. Taxpayers should not have to live with the



GUIDING TAX PRINCIPLES 55

worry, or the uncertainty, that they might have paid too much, or too
little; or that, at a later time, they might be faced with requests from tax
authorities for additional payments, or even with penalties, for having
paid too little, or too late. The act of paying the tax should be simple and
should not require additional costs beyond the tax payment itself. As
Smith put it: “Every tax ought to be so contrived as both to take out and
to keep out of the pockets of the people as little as possible over and above
what it brings into the public treasury of the State”. What, today, we call
compliance costs, costs beyond the tax payment itself, should be zero, or
close to zero.

Smith did not specifically consider efficiency costs, costs attributed to dis-
tortion of market equilibrium created by taxes. Those costs would become
important in the tax analysis of later years, when economists discovered
the concepts of marginal utility and equilibrium, and they became con-
cerned with market distortions created by taxes. Later years’ analysis
would stress that taxes should not distort the economic behavior of
taxpayers, or the allocation of resources that the free market would create.
These distortions would be called dead weight costs for the economy,
because they change the allocation of resources in markets and the free
choice of taxpayers. Dead weight costs are created when taxes change
the behavior or the choices of taxpayers, or the allocation of resources,
beyond those created by the impact of the taxes on the spending power of
citizens, the so-called income effects.

Finally, taxes paid should reflect some principle of social justice, by which
Smith seemed to mean respect for horizontal equity, the view that two tax-
payers in similar situations should be treated equally. At that time there
was no view that taxes should respect vertical equity, or should consider
taxpayers’ ability to pay. Generally, at that time, taxes tended to be regres-
sive with respect to income or wealth, and income taxes did not exist, or
were not important. However, Smith wrote that “. . . as nearly as possible
[the tax contribution of the subjects] should be in proportion to the
revenue which they respectively enjoy under the protection of the state”.
Therefore, there was no view of progressivity but one of proportionality.

Let us add a few additional comments on the above characteristics, start-
ing with certainty. The law should inform taxpayers on the exact amount
that they owe, in connection with a given taxable action, and also when
the tax payment is due. Taxpayers should not need to negotiate with tax
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collectors either the amount of the tax or the timing of the payment.
When taxes are imposed arbitrarily, or when tax laws are complex and
lack clear and objective criteria that determine the tax due, taxpayers
face uncertainty, and uncertainty is rarely a desirable characteristic in the
economic world. Presumptive and forfeit taxes were, and at times still are,
widely used in some countries. Those taxes use(d) criteria that might have
been somewhat arbitrary, or might have followed specific, though ques-
tionable, rules. They are still widely used today in developing countries
(see Tanzi and Casanegra, 1989).

In later chapters we shall come back to the issue of tax complexity, an
issue that, in many countries, has become much more important with
the passing of time, and that merits more attention than it has received
by tax experts and governments (see Tanzi, forthcoming). The introduc-
tion of modern accounting methods and of withholding at the source of
the tax, during the 20th century, reduced some of the tax uncertainty.
Unfortunately, the pursuit of increasing numbers of social and economic
objectives by governments through tax systems have made the tax laws of
many countries more complex, reducing the certainty that Smith’s canons
advocated.

Complexity has increased the scope for different interpretation of laws
on both sides of the tax payment act. It has also contributed to frequent
disagreements between taxpayers and tax administrators, which are not
always settled by tax audits. Uncertainty has led to the creation and the
growth of a large, sophisticated and growing industry of tax advisers and
consultants that, by absorbing many talented resources, must be con-
sidered a significant dead weight for modern economies. That industry
has also increased the search for tax avoidance, to be distinguished from
explicit tax evasion, thus raising equity questions.

Convenience in the payment of taxes has become a smaller problem over
the years. The reason for this is that some sales taxes (value added tax,
taxes on gasoline and other excises), can now be collected directly by
the sellers when the taxable purchases are made, and some income taxes
can be withheld directly by employers when they pay wages to workers.
Other taxes (such as those on income not withheld at source and taxes on
property) can be paid by sending checks to the tax administrations, and/
or by using the banking system to make the payments. These options were
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not available in the past, when payments had to be made in cash and in
person, and at specific places.

5.3 Compliance costs

For middle-income taxpayers, compliance costs have increased signifi-
cantly over recent decades, due largely to the growing complexity of tax
laws and to the fact that, in many countries, taxpayers are required to
prepare their own tax declarations. Estimates of the hours required to
prepare tax declarations have become available from some sources. Tax
complexity has made it difficult for many taxpayers to determine precisely
and with certainty what they owe, and it has encouraged more attempts at
cheating. Some data indicate that complexity is greater in countries with
federal systems.

“Tax gaps”, between what is estimated to be owed to the government and
what is paid, have become available for several countries and seem to
have increased over the years. The cost for taxpayers of determining what
is due has also gone up, and in a non-equitable way (see Evans, 2003).
Compliance costs, as shares of taxpayers’ income, have been estimated to
be less for large corporations and rich individuals who can hire tax experts
than for those with lower incomes, except those who do not need to
present a declaration because of low taxable incomes. Estimates of annual
global tax evasion, made by the OECD, the IMF, the Tax Justice Network
and some private sources, indicate that they now run into hundreds of
billions of dollars.

5.4  Ability to pay

Because of the objective of making income distribution more equitable,
something that has been endorsed in many countries over recent decades,
and because of the recognition of the important role that taxes can play
toward achieving that objective, the principle of ability to pay and the
related one of vertical equity have become increasingly important. As
a consequence, the benefit-received approach has become less important,
except for some specific taxes, such as those on gasoline and properties.
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The concern for vertical equity was especially reduced in the 1980s and
in later years in some countries, while concerns for efficiency increased
as a consequence of the “supply-side revolution”. Efficiency of taxes and
allocation of resources received more attention from tax economists.
Some recognized the potential conflict that may exist between efficiency
and equity. The more one worried about allocation, the less one would
have to worry about equity and ability to pay (see Davie and Duncombe,
1972, pp. 154-5).

The growing complexity of tax systems and the greater use made of “tax
expenditures”, “tax incentives”, and other “special tax treatments” by
different categories of taxpayers, in addition to different possibilities of
tax evasion, inevitably affect the allocation of resources and create issues
of equity. Horizontal inequity is officially created and condoned when two
taxpayers with similar incomes end up being subjected, by official rules,
to different tax burdens. The same happens when two enterprises with
similar profits pay different taxes because of different tax incentives or tax
rules. In today’s world some of the most profitable technologically based
enterprises, such as those that rely on the Internet and sell their services
globally (e.g. Apple, Google, Facebook, Microsoft) are paying little taxes
on their profits because of existing rules.

Modern governments often intentionally cause, with their policies, what
could be considered horizontal inequity, when they try to promote spe-
cific goals. Ironically these policies are created to improve general equity,
as, for example, when two families with the same income, but different
sizes, or different acquisition of merit goods, end up paying different
taxes. These officially promoted “inequities” are used to achieve particu-
lar social objectives.

Depending on the political biases of economists, some favor these policies
while others, while not favoring them, do not necessarily consider them
economically damaging. The public finance literature has continued
to assign significant weight and to allocate many pages to tax-induced
distortions. We shall discuss some of them below, in the contexts of
supply-side economics and optimal taxation literature (see earlier discus-
sions in Dalton, 1954; Groves and Bish, 1973; Rosen, 2005).

During Adam Smith’s time there had been no view, or at least no consen-
sus, that taxes should be progressive, or that they should favor particular
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taxpayers” behavior. This would have been considered to be against the
natural order of things. Taxes on those with lower incomes often tended
to be heavier as shares of their incomes than those on the rich, because
most taxes were on basic commodities. The view that ability to pay should
be a criterion for taxation became popular mainly in the 20th century.

Conservative, or libertarian, economists, such as James Buchanan and his
followers in the School of Public Choice, and members of the Chicago
School, have at times questioned tax progressivity and have expressed
preference for proportional and flat taxes on grounds of efficiency,
simplicity, and because of how they interfere less with the free choices of
individuals. Flat taxes made their way back in the tax systems of several,
especially transition, economies in the 1990s (see Hall and Rabushka,
1995). Many of these countries had had relatively even income distribu-
tions in those years.

The “ability to pay principle”, often identified with the level of income,
has a lot of intuitive appeal, but there remains the problem of how to
measure ability to pay. The economic literature has tried to solve that
problem by assessing the sacrifice that taxpayers experience when they
pay taxes. Principles of “equal sacrifice”, “proportional sacrifice” or
“minimum sacrifice” have been considered in the theoretical literature.
These measures of sacrifice give different answers. They all depend on the
relationship assumed between the (actual or permanent?) income of indi-
viduals and the utility that the income provides to them. In any case, there
remains the fundamental problem that the concepts are not concretely
measurable. There also continues to be disagreement among experts
on whether the tax unit should be the individual, the family (and how
defined?), or the household. Also, wealth as a tax base has been receiving
increasing attention from some quarters.

5.5 Benefit received

A tax principle that was considered important is that taxes, or at least
some taxes, should reflect the benefits that citizens receive from public
spending (see Musgrave, 1959, chapter 4). This principle had been sug-
gested as far back as 1677 by William Perry. It was raised in connection
to the question of who should pay for the public goods that governments
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made available. The Italian Scienza delle Finanze had simply assumed
that the benefits that individuals or families received from public spend-
ing could be considered to be broadly proportional to their incomes or
their total spending. Therefore taxes broadly proportional to incomes or
spending would satisfy the benefit-received principle. The Anglo-Saxon
literature had generally tried to be more precise. It may be useful to cite
from a standard public finance textbook, Davie and Duncombe (1972,
p. 145), which reflected that view:

[T]axes are regarded as the prices citizens pay for the goods and services they
buy through their government, and are assessed on each citizen according
to the benefits he directly and indirectly receives. Direct sale to buyers . . .
where the [government] department [is] making the sale is . . . expected to
be self-supporting from revenue, represents charging on the benefit principle
... The Federal motor fuel excise tax and most state gasoline excise taxes are
earmarked for highway construction and maintenance . . . These taxes are
basically assessed on the benefit principle.

The view that taxes are prices for goods offered by the government has
been a popular concept. These taxes are based on the principle that
those who use the roads or other public goods, including protection
and defense, should be the ones to pay for the services received. This is
the concept of earmarking, which is closely associated to that of benefit
received. However, for many years in the USA it has been politically
impossible to adjust the (specific) motor fuel excise taxes, even for infla-
tion. This has led to a fall in revenue and the deterioration of many roads
and bridges. Opposition to tax rises has come mainly from states with
low population density and with lower per capita incomes, where the
residents have to travel longer distances by car.

The above is a classic example of how distributional considerations have
entered into technical tax decisions, including those on benefit taxation.
All earmarking taxes are subject to the same political issues, proving
that public finance decisions remain inherently political in democratic
countries. As Davie and Duncombe (1972) recognized, “[t]he ability to
pay principle takes the position that the benefit principle is irrelevant”
(p. 148). Changing from a system where governments are financed on
the basis of the benefit principle to one based on ability to pay represents
a fundamental adjustment. However, the problem also moves from how
to define “benefits received” to how to measure “ability to pay”.
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5.6 The Laffer Curve

During the 1970s, economists rediscovered the importance of the supply
side of economies, the side that had attracted much attention in the
19th century, but which had been largely ignored during the Keynesian
Revolution. In the mid-1970s, Arthur Laffer advanced (on a napkin in
a restaurant in Washington DC to a group of conservative politicians)
a hypothesis that suggested that high marginal tax rates on income might
have strong detrimental effects on the economic performances of individ-
uals. The reason he gave was that taxes reduced the efforts of taxpayers by
reducing the financial compensation they received for their efforts. This
made them work less and prefer more leisure. High marginal tax rates
were also likely to promote a return to more tax evasion.

Laffer argued that when a country used high marginal tax rates its
economy would experience both an output and a revenue loss. By reduc-
ing its high marginal tax rates, the country would experience faster eco-
nomic growth and its governments would obtain more revenue because
of higher growth and lower tax evasion. Therefore, reductions in marginal
tax rates would be self-financing. They would provide a proverbial “free
lunch”.

Conservative economists and politicians enthusiastically endorsed the
new, politically attractive theory, and several, especially, Anglo-Saxon
countries, in the 1980s and 1990s followed Laffer’s advice and significantly
lowered their marginal tax rates. In the USA the highest marginal tax rate
for individuals was reduced, within a few years, from 70 percent (and over
90 percent in earlier years) to 28 percent by the 1986 Fundamental Tax
Reform of the Reagan administration, giving large windfalls to individuals
with very high incomes. The Wall Street Journal, conservative think tanks
and conservative economists and politicians became fervent promoters of
the new theory (see Malabre, 1994; Tanzi, 2014a). The 1986 US tax reform
had an almost immediate impact on the tax systems of other countries
(see Tanzi, 1987). Some very high-income individuals (millionaires), saw
their tax burden collapse and their after-tax income rise dramatically,
making income distribution less even.

The Laffer Curve changed the social and economic landscape. It became
an influential and easy to understand “political instrument” that, in the
USA in 1986 and later in some other countries, led to large tax rate reduc-
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tions and to changes in income distribution, and in political power in the
following years. The Laffer Curve became a very influential theory and
a leading tax principle, in spite of its rather shaky theoretical foundations
and its questionable social outcome. By reducing tax rates, a policy always
welcome to individuals in the highest income brackets, and for conserv-
ative governments, it contributed to significant increases in Gini coeffi-
cients (see Slemrod and Bakija, 2004). Recent Federal Reserve statistics
have reported that in the USA in 2019, the top 1 percent held 56 percent
of the value of all US shares (Federal Reserve, 2020).

Whether the lowering of marginal tax rates also contributed to higher
economic growth and to more public revenue, as had been claimed, has
remained a hotly debated and controversial issue. Empirical evidence
indicates that reductions in the rates were not self-financing. The first
President Bush had to increase tax rates a few years after the 1986 reform.
Public debt has increased in many countries in recent decades, in spite of
unusually low financing costs; and it has increased even more in the USA.
Nevertheless, the Laffer Curve has been a “principle” that has guided tax
policy and has influenced the tax policy decisions of many countries since
the 1980s. Globally, marginal tax rates on both individuals and enter-
prises were significantly lower than they had been in the 1970s (see Tanzi,
2011a, table 1.5, p. 21).

5.7 Taxes and efficiency

It had been a firm belief for classical economists that taxes can change the
economic behavior of economic agents, reduce economic efficiency and
lower the rate of economic growth of countries. Leroy-Beaulieu (1888)
had believed that this was possible even when the tax level of a country
was as low as 12 percent of GDP, at a time when the taxes that existed
were low. Even President Kennedy endorsed this view, when, in a speech
delivered in New York in December 1962 before he started reducing
taxes, he stated that: “[I]t is a paradoxical truth that tax rates are too
high today and tax revenue is too low, and the soundest way to raise the
revenue in the long run is to cut the rates now”.

The Laffer Curve was based on the same belief as was held in the past
— it was a modern and more radical extension of it. Discussions of the
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efficiency costs of taxes now fill many pages of public finance textbooks,
as they did in the 19th century, and have been dealt with at length in
welfare economics and in books on taxation (see Musgrave, 1959, chapter
7; Slemrod and Bakjia, 2004; Rosen, 2005; and many chapters in Dalton,
1954 for informed earlier discussions. Basic references to the enormous
literature on welfare economics are Pigou, 1932; Graff, 1957; Mishan,
1965; and Hicks, 1981).

Public finance books argue that income taxes with high marginal rates
reduce an individual’s incentive to work or work hard, because they
reduce the net of tax compensation received, and because of the implicit
subsidies that taxes give to leisure. Taxes can also reduce the incentive to
save if the return on saving is highly taxed. They can encourage shifts from
better-paid, but more demanding, activities, to less demanding and lower
paid ones. Excise taxes can make individuals shift their consumption from
higher taxed to lesser taxed products, especially if the products are a close
substitute. Income taxes can reduce capital accumulation if the return on
capital is highly taxed, and can encourage some individuals to move from
visible, taxed occupations, to more difficult to tax underground activities,
or to difficult to tax foreign activities, while encouraging tax evasion (see
Tanzi, 1980d). They may even induce individuals to remain single or get
married, and get more or less children, depending on the tax treatment
of families. They may encourage some individuals or some enterprises
to accumulate more debts, if the servicing of the debt reduces taxable
income.

All of the above reactions are of course possible. However, they all ignore
the use to which the government will put the money. Therefore, the reac-
tions are based on what economists call “partial analyses”. Some of the
above potential reactions to high marginal tax rates might result in lower
growth rates and in lower government revenue. Others may just result in
lower assumed welfare. All the above effects are possible and the analysis
of those possibilities fills many pages of books on taxation. However, it
is one thing to theorize about these effects and another to prove their
existence or importance.

The theory has suggested more certainty than the empirical evidence sup-
ports. While many empirical estimates have tried to measure those effects,
the results have been far less certain than one would like them to be. By
choosing specific studies, one can support or reject some of the theoretical
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conclusions. Some empirical studies have concluded that a high tax level
reduces the rate of growth of economies; others have challenged that
conclusion, and several European countries have continued to do well in
spite of having some of the highest tax levels in the world.

It is worthwhile to cite one of the major students of these issues. In an
important empirical study published in The American Economic Review
in 1957, when marginal tax rates were very high, George Break concluded
that “. . . the results showed no . . . rise in the incidence of disincentives

.7 even though there was “. . . a chorus of complaints, vehement and
eloquent against ‘penal’ taxation”. In addition, at the conclusion of
an important book, Welfare States, Taxes and Work Incentives, A. B.
Atkinson wrote:

Many people hold strong views about the effect of the welfare state on eco-
nomic performance. These views are highly influential in policy-making, yet
they are all too often based on a superficial analysis of economic behavior and
unsupported by rigorous empirical evidence to how work incentives have in
fact been affected. (Atkinson and Mogensen, 1993, p. 288)

In the 1960s, when UK marginal tax rates were very high, an important
public finance British economist could report that

... aseries of empirical studies of the effect of income tax on work effort in the
United Kingdom [indicated] that [w]hilst some people worked less as a result
of high marginal rates of income tax, others were impelled to work more.
None of the studies revealed significant net disincentive effects. (Sandford,
1969, p. 240)

There are various shortcomings in most of the empirical studies. First,
as mentioned earlier, they generally ignore the uses to which revenues
are put. Those revenues might finance essential infrastructure or highly
productive public investments, or research and development (R&D) that
opens new frontiers. Or, they may reduce important risks for taxpayers,
lessening their need to spend their own money to protect themselves
from those risks. In Scandinavian and some other countries, authorities
have encouraged the opening of facilities to care for young children and
old people, making it possible for many women to join and/or remain in
the labor force, something not available to American women as there are
no publicly financed créche or childcare day center facilities in the USA.
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The more efficient and the more focused a government is in the use of
the taxes it collects, the less negative is likely to be the impact that the
taxes will have on economic growth and economic welfare. For example,
Scandinavian countries have some of the highest labor force participation
rates in the world, in spite of very high taxes. The negative impact of high
taxes requires also inefficient use of tax revenue by governments.

The view that the government is always inefficient and the private sector
is always efficient is a convenient libertarian belief. Also, the substitution
effects of taxes are given prevalence over the income effects, which may
be important for many individuals. There is also the hidden assumption
that individuals face free and costless choices: between occupations, in the
number of hours that they work, and between work and total leisure. The
existence of these choices is another strong assumption that often con-
trasts with the reality that most workers, and especially most dependent
workers, face in today’s world. Furthermore, only a very few individuals
are exposed to the highest marginal tax rates, the ones that attract much
of the attention of researchers. Most workers are exposed to the rates
determined by their income levels, which are much lower.

At high-income levels — say at the rates that affect the top 1-5 percent of
income distribution - tax studies give no weight or importance to psy-
chological considerations such as professional reputations and standing
of taxpayers, or to other factors that often accompany incomes subject to
high tax rates. The studies allocate all importance to financial incentives
and none to reputational incentives. The former are seen to predominate
in the behavior of individuals. This contrasts with the observed behavior
of many successful individuals who are often guided by professional
ambition, and who are not likely to want to endanger their achieved
professional standing and reputation by reducing their effort because the
marginal tax rates on their extra income are high. The idea that successful
and highly paid athletes, surgeons, artists, CEOs, and others will work less
and will endanger their professional standing, because of high marginal
tax rates, is not likely to reflect reality in many cases. A major review of
many empirical studies that had dealt with the impact of tax rates on labor
force participation found little effects of tax rates on work incentives (see
Keane, 2011). The Scandinavian and some other countries that have some
of the highest taxes in the world continue to have the highest labor force
participation rates.
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A more consistent result of economic analysis has been that high marginal
tax rates on labor may discourage labor force participation by a second
(female) member of a family or household; may encourage jobs in the
underground economy; and may encourage attempts at tax evasion.
However, empirical studies of the incentive effects of taxes in Sweden,
the UK, Germany and Denmark all found relatively small or insignificant
effects (see e.g. Atkinson and Mogensen, 1993).

One problem with empirical studies is the assumption that the world
would be the same if no taxes were levied and if no government expendi-
tures were financed by taxes. Taxes have not only potential substitution
effects but also real income effects. Substitution effects receive much of
the attention, but income effects can also play important roles. An indi-
vidual who chooses leisure over work, because of the high tax on wages,
must still deal with the loss of income that he/she experiences, and with
some risks that he/she will continue to face. And the government that
loses revenue may not be able to finance programs that make it possible
for women with children to get jobs, or that reduce some financial risks
for citizens, or that help economies grow.

The leisure that individuals may choose will not buy them bread for their
table, or milk for their children, unless a generous government compen-
sates them with free public transfers for the income loss, thus creating
potential “poverty traps” that in some cases may become important. As
to the shifting of occupations, or the reduction of hours worked, the
assumption in tax analyses is that these changes are often possible, easy
and relatively costless. In the real world, often, they are not.

Taxes reduce the disposable income of individuals, while they increase
that of governments, thus, in principle, creating a zero sum transfer
between individuals and government. However, taxes also create dis-
tortions that can create excess burdens. Excess burden is defined as an
economic cost that is in excess of the payment of the tax, and that creates
a net loss to society. This makes the tax payment neither a zero sum trans-
fer nor an equal financial transfer between taxpayers and governments.

Excess burdens may be created when, because of taxes, individuals change
their behavior from a presumably optimal level, by, for example, choosing
leisure over work, less demanding jobs over more demanding jobs, and
so on. Excess burdens are also created when individuals buy untaxed, or
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lower taxed items, over taxed, or highly taxed products; or when individ-
uals choose consumption over saving, when the capital that is acquired
with saving is highly taxed.

Some excess burdens are financial; others are purely psychological. The
latter may not result in measurable changes in GDP, but may result in
changes in welfare. Theoretical excess burdens are defined as costs to the
economy that arise from tax-induced distortions of optimal choices. Some
excess burdens may arise from distortions created by indirect taxes on
consumption and direct taxes on incomes. Some basic assumptions are
necessary to estimate these excess burdens and equity or re-distributional
aspects are generally assumed away in those estimations (see, for exam-
ples, Harberger in NBER, 1961, and Harberger, 1964).

Some excess burdens have been shown graphically, using areas under
demand and supply curves and pointing to areas lost under the curves,
due to the taxes imposed. These areas are presumed to indicate utilities
that individuals lose, and output that suppliers do not produce because of
taxes. Equilibrium prices are assumed to be determined by the intersec-
tion of supply and demand schedules, in the absence of distorting taxes.
Taxes move prices away from their equilibrium levels, leading to the loss
of some areas below the schedules. These lost areas are assumed to repre-
sent welfare losses. This is the case in the “Harberger triangle” that is due
to the burden created by the existence of taxes on corporate profits. These
taxes are assumed not to be shifted to those who buy the output.

Questions that are often raised are: How much impact on economic
growth can be accounted for by differences in tax levels? And how
much real (rather than imagined) costs are generated in the economy
by tax-created distortions? A lot of literature has dealt with these two
questions, especially in the 1960s and 1970s, and similar questions have
continued to be raised in more recent decades. There are some forms of
excess burdens, including compliance costs, that are different from the
more theoretical concepts of burdens based on lost utility. Some excess
burdens can actually be measured, and they definitely imply real costs and
lower efficiency. Others may simply reduce the theoretically measured
welfare value by changing the preferred allocation or choices. These may
not necessarily lead to reduced, measured output.



68 ADVANCED INTRODUCTION TO PUBLIC FINANCE

In a well-working economy, taxes should not bring distortions and should
not impose “excess burdens” if these can be avoided. But taxes are needed
by governments to finance important activities, and economies need gov-
ernments. In today’s world, avoiding all tax burdens is an impossible and
unworthy task. The best that governments can do is to be aware of their
existence and to try to reduce or minimize them, at not too high social
costs. Furthermore, there are questions as to whether private markets
always allocate resources rationally. The real world is one of second-best
choices, not one of optimum outcomes.

It must also be asked whether normal people, as distinguished from
economists, place as much importance on some forms of excess burden
(such as, for example, item shifting, because of different excise taxes) as
economists assume they do. How much real burden is there when I shift
my purchase from oranges to apples, when an excise tax has been put on
oranges? Economists that deal with real tax reforms, rather than with the
rarified world of tax theory, seem to give much less importance to some
of the theoretical issues of excess burden. They give far more importance
to the administrative feasibility of proposed reforms, to their impact on
revenue and to equity considerations. Furthermore, oranges may be easier
to tax than apples, and apples may be produced in poorer areas.

A tax that, for theorists, would not impose any “excess burden” (as that
concept is defined) is a lump sum tax. This is a tax collected in equal
amounts from everyone, rich or poor, young or old, sick or healthy,
employed or unemployed. Such a tax would presumably satisfy the
requirement that all citizens contribute to the provision of a country’s
public goods, and that the tax should not change the existing market
equilibrium because it cannot be avoided by some actions of individual
taxpayers. Such a tax might even make sense in a country with a rela-
tively even income distribution. However, such an “efficient” tax has not
attracted many followers in the past, and it attracts even fewer in today’s
world, with its greater concern about equity and income distributions.
As Rosen (2005) asked: “If lump sum taxes are so efficient, why aren’t
they widely used?” (p. 308). Such a question is obvious and important. It
suggests that, at times, economists see the world in a peculiar way, which
may help to explain why economics seems to be having less of an impact
on many decisions today than it should have.
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These “efficient” lump sum taxes are not used because they defy basic,
common sense criteria of fairness; and these criteria are far more impor-
tant to normal individuals than they have been to theoretical economists.
Dalton (1954) recognized this problem. As he put it in his popular and
influential book, “From the point of incentives, a poll tax [an equal tax
on everybody] is one of the best forms of tax. But from the point of view
of distribution . . . it is one of the worst” (p. 81). When the author of
the present book taught public finance, decades ago, an African student
once commented that such a tax would make many Africans flee into the
jungle. Another one suggested that it might make some commit suicide.
And, as prime minister of the UK, Margaret Thatcher discovered that this
tax could be more hated than any other form of tax.

Perfectly proportional income taxes, or “flat taxes”, collected with
uniform, low rates (from individuals or from families?) may better satisty
some efficiency criteria, but they have also received little backing in the
real world, except in a few transition countries, because of their perceived
inequity and because of the low revenue that they would generate in
countries in need of revenue. Wide-based value added taxes, levied with
one, low, rate would also come close to satisfying some efficiency criteria.
However, many countries that use that tax have preferred to apply higher
rates to finance spending, and have often used rates that are differentiated
on the basis of the assumed necessity of the taxed products, giving more
importance to equity than to efficiency. In the process, they have defied
the Ramsey Rule, the rule that states that, for commodities that are not
related, the tax rates should be inversely related to their elasticity. In other
words, the most essential commodities, because of their lower demand
elasticity, should be taxed at higher rates.

Two questions remain: If a government must deal with issues of income
distributions, with distributions that are considered inequitable by the
majority of the citizens; and if it cannot do it with taxes, but it does not
have the revenue to do it with spending, then what other way is there?
Does it have the option of ignoring the issue? The conclusion must be
that the amount of attention that economists have allocated to some finer
theoretical issues of excess burden issues that a former head of the tax
program of the OECD called “the metaphysics of tax policy”, may reflect
a relatively inefficient use of their time (see Messere, 1993, p. 37).
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Equity considerations have become important in today’s world and much
more important than they used to be in the distant past. They have come
to overwhelm in importance some efficiency considerations. As someone
once asked, ironically: “how many ‘Harberger’s triangles’ are needed to
fill an ‘Okun’s gap’?” Arnold Harberger has been a pioneer in using equi-
librium models in taxation. The “Okun’s gap” is the gap in output created
by high unemployment. It was named after Arthur Okun, a leading
economist in the 1960s and 1970s (see Okun, 1970; 1975). Okun’s gap,
associated with lost output due to unemployed workers, obviously has
more relevance for the welfare of citizens than do theoretical “Harberger’s
triangles”.

5.8 Optimal taxation

Before closing this chapter some mention should be made of an area of
public finance that has attracted considerable theoretical attention in
recent decades, but far less real-world interest, in spite of claims to the
contrary made by some of its followers (see e.g. Boadway, 2012). That
area is optimal taxation. That topic has different dimensions and is linked
with the earlier discussion of excess burdens. It is also very complex. It
attracted considerable interest from some leading economists over the
years, including some who received Nobel Prizes in Economics, such as
James Mirrlees and Peter Diamond.

Optimal taxation may have started with the so-called Ramsey Rule,
named after the economist (Frank Ramsey) who first proposed it, in 1927.
Its most essential element is the rule that states that in order for excise
taxes not to disturb the production equilibrium that presumably exists
in an efficient market and maximizes welfare, the greater the elasticity of
demand for a product is, the lower the tax rate on that product should be.
It is better to tax with the highest rates products for which the demand
is inelastic, which are often basic necessities, than less necessary, luxury
products, for which the demand is elastic. Most normal citizens would
consider this rule strange or even absurd and, not surprisingly, govern-
ments have regularly ignored it.

The implications of this rule are important and not socially, or adminis-
tratively, desirable. First, the rule implies that basic necessities, products
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that have the lowest demand elasticity because they are necessities and
are demanded by all individuals including those with the lowest incomes,
should be subjected to the highest tax rates. Second, that there should be
as many rates on as many products with different elasticity. Third, that
the government must know the elasticity of the products to determine
the tax rates to apply. It is easy to see why this rule has not attracted many
real-world followers in societies that, today, pay attention to equity and to
administrative simplicity. Both equity and administrative considerations
disqualify the use of that rule. Optimal taxation also disqualifies progres-
sive income taxes and favors flat taxes because of the impact that high tax
rates are assumed to have in the choice between work and leisure.

Can optimal taxation provide some guidance on the issue of how
consumption should be taxed, and on how progressive income taxes
should be? Some economists have argued that it can. The issue of how
progressive a tax system (and especially a personal income tax) should
be, has been and remains a most contentious issue in public finance. Can
optimal taxation theory be of some help in answering that question? (See
Slemrod, 1990; Mankiw, Weinzieri and Yagan, 2009; and Boadway, 2012
for contrasting views.)

A basic assumption has been that the marginal utility of income and of
any commodity that a person consumes diminishes with the increasing
level of income, or with the increasing consumption of a product. This
diminishing utility is what makes demand curves downward sloping. In
principle, it implies that income taxes could be set so that they are paid by
those with the highest incomes, making the distribution of income, after
the payment of taxes, more equal. However, high tax rates on individuals
with high incomes would generate Laffer Curve reactions on their part,
aimed at reducing their tax burdens. This would lead to inefficiencies.
Therefore the tax rates might be equilibrated, to achieve the objectives of
both redistribution and efficiency.

Some tax schedules (such as “linear” taxes) may help achieve that objec-
tive. They would redistribute income with less (or without) disincentive
effects. But higher tax rates would be needed. The more elastic is the
supply of labor with respect to tax rates the lower must be the rate of
income tax. Income tax may require the assumption that the value of high
income falls in the same way for different individuals, and that they all
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react in the same way to the tax. That is an assumption that many econo-
mists have rejected, and one that might conflict with other goals.

These and several other theoretical models developed by optimal taxation
theorists indicate that, as Musgrave (1959) concluded, the question of
how progressive a tax system should be is and must remain a political
question, one that cannot be answered scientifically. It also cannot be
completely ignored because of possible efficiency considerations. Long
before Musgrave, Léon Walras had stressed in the 19th century that issues
of income distribution are not “scientific”, and that, for economics to be
considered a “science”, it should not deal with those questions, because
equity issues require (non-scientific) value judgments.

In the real world, those issues also depend on practical questions, such as
collection costs, administrative difficulties, and on the reactions by tax-
payers (including potential tax evaders) to the tax rates. They also depend
on the ecology of the tax system and on how well the market is working
(see Tanzi, 2018b). When “crony” or “casino” capitalism is believed to
exist and to have become significant, and the market has become less
efficient, the importance of theoretically determined efficiency criteria is
likely to be much reduced, because the assumption of an efficient market
is no longer sustainable. If there are already inefficiencies in the market,
second-best solutions become more attractive, even theoretically.

In conclusion, the search for efficient (or magic?) formulas, often based
on unrealistic assumptions, is and is likely to remain a futile effort. The
truth is that no tax is truly neutral and that, in the real world, the use
of taxes must consider various aspects and objectives, which include
revenue needs, allocation of resources, equity, administrative difficulties
and increasingly global aspects. The more attention is paid to one of these
aspects, in isolation from the others, the more negative is likely to be the
effect of the others. The quantification of the effects is rarely easy and
never uncontroversial. Common sense must continue to be given its due.

In the decades after World War II, equity considerations and revenue
needs became more important than they had been in earlier times.
However, starting in the 1970s and especially during the 1980s and 1990s,
some economists revived the importance of efficiency and tried to reduce
that of equity. Because of the alleged conflicts that they saw between
efficiency and equity (see Okun, 1975) for the following two decades
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equity objectives were awarded less importance by some economists
and by some countries. However, following the 2008 financial crisis and
recession, equity objectives are assuming more importance in the second
decade of the 21st century and they are likely to continue to influence the
choice of taxes in future years.

To the above trend must be added the growing impact of complexity that
often accompanies the use of taxes when the number of objectives that
governments want to promote increases, as is the case in recent years.
These trends have implications for optimal taxation. As Rosen (2005)
concluded: “optimal taxation . . . pays little attention to the institutional
and political setting in which tax policy is made” (p. 343). He also quoted
Holcombe (2002), who had argued that “in the presence of real world
political institutions, policy recommendations based on optimal tax logic
may actually reduce welfare” (cited in Rosen, 2005).

Before closing this chapter we may add a few words about the impact that
the Marginal Revolution in Economics had on tax theory. That revolution
was developed by economists William Stanley Jevons, Carl Menger, and
Walras (among others) during the last three decades of the 19th century
(see Stigler, 1973). That theory became popular with economists at a time
when economics was trying to become “scientific” and a “university
profession”; and when “the sovereign importance of policy questions
diminished” for classical economists (Stigler, 1973, p. 311). This removed
economics from the reach of common people.

Classical economists became interested in the “science” of economics,
not in the policy implications of it. As Stigler (1973) concluded: “[the
Marginal Revolution] took no important part in any policy-oriented
controversy up to World War I” (p. 312). The fact that the “Marginal
Revolution” considered the pursuit of income redistribution unscientific,
and thus not deserving of the attention of a “science” of economics, is part
of the explanation. During those years public finance became the “Science
of Public Finance”.






6 The development of
modern tax systems

6.1 Qualitative changes in taxation

In this chapter we shall report on development in tax systems over the
past two centuries. Taxation was the part of public finance that attracted
much of the attention of economists in earlier times. Until World War II
there had been little attention paid to public spending by public finance
scholars, except for occasional, random observations, mainly stressing
that it should be kept at a minimum, or concerns that it had started to rise.
Today’s tax systems are different from those of a century ago. They are
different in the bases they rely on, in the amount of revenue they generate,
and in the objectives that governments try to achieve through their use.
Taxes are now used to promote a large number of economic and social
objectives, besides raising revenue.

We shall start by giving some description of important qualitative
changes over the years. Later, we shall provide some statistical informa-
tion on how the advanced countries’ tax burdens changed over the very
long run. Both supply and demand considerations have determined the
kind of tax systems that the advanced countries have today (see Tanzi,
2018b). Most governments are now freer to choose the tax systems that
they want, although there are still important political and administrative
considerations. In recent decades, globalization and tax competition have
been added to these considerations.

We shall list the main bases on which taxes can be imposed, and discuss
how the use of these bases has changed (see Tanzi, 1973 and 2018b for
more detailed descriptions). Historically, the first important tax base was
probably real wealth, mainly land and buildings. In the past the wealth
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that individuals or families owned was mostly in concrete and visible
forms, such as land, buildings, cattle and occasionally gold and silver.
These were visible tax bases. Wealth received a lot of attention in Ricardo
(1973 [1817]) and also in book V of Mill (2004 [1848]). Transfer of wealth
inter vivos and also the passing of wealth to heirs at death, attracted the
attention of governments and often comments by economists, some of
whom thought that it should be taxed and some that it should not.

6.2 Taxes on wealth

Many governments that taxed wealth found it convenient to develop
official registers, called cadasters, for real properties. These cadasters
described the physical characteristics of the properties taxed (land and
buildings) such as their size, the fertility and quality of the land, and
other characteristics. These cadasters were used to assign values to
properties that formed the bases for the wealth taxes. The cadasters
required occasional revisions to keep them in line with market and other
changes. Economic developments, urbanization and inflation could and
did change the values. Large infrastructures, such as roads, canals, and
later airports and others, built in the vicinity of private properties, could
change the value of properties. These developments created arguments
for so-called “betterment taxes”, taxes to share in the “rents” that the
properties had received from them.

Attempts were occasionally made to introduce some progressivity in
these property taxes, for example by making the tax liability depend
on the number of windows of houses, or on their frontal width. These
aspects inevitably generated taxpayers’ reactions to change the elements
that called for higher taxes. It was one of the earliest forms of evidence
available to economists that taxes can induce taxpayers’ reactions aimed
at reducing their tax liabilities, and can distort the resource allocation. In
those years most of the properties were visible and owned by individuals,
rather than by legal entities such as corporations.
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6.3 Taxes onincome

In the distant past the modern concept of income did not attract as much
attention as that of wealth, and as it does today. Generally, individuals
and families were defined by their visible wealth. There were no statistics
of personal incomes on which taxes could have been assessed. The stand-
ards of living of families, and their ability to pay taxes, were determined
largely by their visible wealth. Except for rare episodes, such as during
the Napoleonic Wars, when in England income taxes were used to help
finance the wars, income taxes were only rarely used, until later in the
19th century. However, some other parts of total income, such as wages,
rents and interest received, were occasionally taxed (see Ricardo, 1973
[1817], chapters X and XVT; Mill 2004 [1848], book V, chapter III).

Because of industrialization and economic developments that would pro-
gressively change the structure of the economies, and because of political
developments that were extending the power to vote to larger shares of the
populations, 20th-century tax revenue from income became progressively
more important and soon surpassed that of taxes on wealth. Income taxes
were first introduced as taxes on specific incomes as scheduler taxes with
different rates on different kinds of incomes. Some countries, such as
Italy, also started aggregating the incomes from the different schedules
into a comprehensive income, which was taxed at progressive rates. This
was the beginning of the “comprehensive income tax”. A prominent pro-
fessor at Columbia University, Edwin Seligman, had been highly skeptical
about the feasibility of taxing comprehensive income (Seligman, 1908).

6.4 Excise taxes and taxes on local markets

Beside the taxes on wealth and real property, countries levied taxes (called
excises) on the sales of specific products. Among these the main commod-
ities were tea, coffee, sugar, tobacco, alcohol, salt and fruit. The imposition
of some of these taxes led, occasionally, to strong popular reactions from
those taxed, as happened in America in the 18th century with the taxes
on tea, and in the Kingdom of Naples in the early 17th century with taxes
on fruits (see Adams, 1998). Some of these taxes, such as those on salt
and tobacco, were at times collected by government monopolies. There
were also presumptive taxes on vendors in local markets, and on the
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transportation of some products within countries, especially when goods
entered towns. In medieval European towns, doors in city walls provided
convenient points to tax some products before they were allowed inside.

6.5 Taxes on foreign trade

Other important revenue sources were taxes on imports, collected when
ships reached national ports, or when foreign goods crossed national
frontiers. Import taxes raise the domestic prices of imported products for
domestic consumers and provide implicit subsidies to the local producers
of similar products - the higher the duties, the greater the implicit subsidy
to local producers. Therefore, import duties make it possible for less effi-
cient domestic activities to operate by reducing the foreign competition
that they face. They also encourage smuggling activities.

In Fiscal Systems, Richard Musgrave (1969) referred to import duties
as convenient “tax handles” that governments often use because these
taxes are easy to collect. This facility often invited their use. They have
remained important revenue sources in many countries. For much of
the 19th century they provided significant shares of the revenue of the
US federal government. They were also adopted as policy instruments to
provide protection to favored domestic activities. These taxes were widely
used even at a time when economists advocated, and countries claimed to
be following, laissez faire policies.

In the 1950s and 1960s, in Latin American and other developing countries,
import duties became important tools for promoting industrialization,
through “import substitution policy”. That policy was then promoted by
Raul Prebisch, an influential Argentine economist. It aimed at replacing
imported products with locally produced industrial products. It was
a popular policy, adopted by many developing countries. Unfortunately,
it often failed to deliver on that objective. Enterprises got used to the
protection and the government subsidies that they often received. The
subsidies contributed to the creation of large fiscal deficits, which were
often financed by money creation (“inflationary finance”).

“Inflationary financing” led to high inflation, balance of payment dif-
ficulties and other economic problems for several countries, including



THE DEVELOPMENT OF MODERN TAX SYSTEMS 79

Argentina (see Tanzi, 1991, part 3; Tanzi, 2018e). Today, many develop-
ing countries continue to impose import duties for both protection and
revenue reasons (see Tanzi, 1991, chapter 14, for earlier data on many
countries). Throughout the 19th century, starting with the tariff of 1789,
the USA used import duties to both raise revenue and provide protection
to “young industries”. This protection conflicted with the theory of free
exchange, but had the backing of some economists, including the father of
John Stuart Mill, in the UK, Friedrich List in Germany and many industri-
alists. The manufacture of cotton, woolen-based products, iron, and some
others, received significant protection at various times. Several tariffs
were imposed in the USA during different periods of the 19th century,
some as war tariffs (see Taussig, 1892).

Some countries have used export taxes on some products over which they
believed that they had some market power, as, for example, Brazil did on
the export of instant coffee, or Argentina with soya. These taxes are also
imposed to get revenue from the export of some agricultural exporters
when it is not easy to tax them with income taxes. Export taxes reduce
domestic prices of exported products, thus stimulating their domestic
consumption. By taxing the exportation of the products, they reduce
exporters’ earnings, leading to lower production and exports (see Tanzi,
1991, chapter 15).

6.6 Taxes on events and legal documents

In the past some countries imposed taxes on special events, such as
weddings, funerals and the receiving of nobility titles. These events
created “financial illusions”, using Puviani’s term, and made it easier for
governments to impose some taxes (see Puviani, 1973 [1903]). Also, some
countries have used and continue to use stamp taxes on particular legal
documents (passports, licenses, formal contracts, official documents,
etc.).
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6.7 The ecology of taxation

Various developments (some political, some structural), over many
decades, have changed the socio-economic ecology within which coun-
tries’ tax systems operate. This change made it easier for governments to
increase tax revenue and to introduce new forms of taxation (see Tanzi,
2018b). The first of these developments was an increase in the share of the
adult population that acquired the right to vote. In the 20th century that
right was extended to most adult populations, including women, making
it easier for democratic governments to gain popular support for higher
tax revenues, when the higher revenues collected from progressive taxes
and spent on social programs benefited most citizens. Therefore, the
demand for higher tax revenue was increased.

A second development was the structural changes that took place in the
real economies of many advanced countries, enabled by the Industrial
Revolution, that led to the creation of large enterprises that hired
thousands of workers and produced a large output and sales of goods,
concentrated in a few places (see Ashton, 1948; Weber, 1961 [1923]). As
a consequence of these developments, in the 20th century, comprehensive
income taxes and general sales taxes became possible tax bases.

A third development was the combination of better-trained and
better-paid public employees, with the increasing use of modern account-
ing methods, which became necessary to control activities within large
enterprises. For governments, this facilitated the introduction of modern
taxes, such as the personal income tax, the tax on the profits of enterprises,
and general sales taxes. It would have been difficult to use these taxes
before the advent of modern accounting and of large enterprises. Income
and sales taxes would become the “work horses” of modern tax systems
(see Tanzi, 2011a). In the USA, the creation of modern bureaucracies,
especially in the federal government, would come later than in Europe,
mostly in the 1930s (see Fogel, 2000).

With larger tax revenue and better bureaucracies the economic role of
governments could evolve and become a modern one (see Hicks, 1947;
Colm and Helzner, 1961; Rolph and Break, 1961). In the USA there was
a big jump in public spending, from less than 10 percent of GDP in 1929
to 28 percent in 1958, largely due to defense spending. That spending,
as a share of GDP, would fall after World War II, leaving more space for
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higher social spending, especially in the 1960s (Rolph and Break, 1961,
p. 19). Over the next half century, there would be relatively little further
increase in the share of taxes and spending in the USA, compared to
European countries.

Another important change in the USA was the increasing use of taxes in
promoting some “meritorious spending”. Since the 1960s, “tax expendi-
tures” and other forms of tax preferences were provided to taxpayers to
promote some socially desired objectives (house buying, contributing
to charities, educational expenses, and many others). Stanley Surrey,
a Harvard lawyer at the US Treasury, was partly responsible for this
change, which promoted social objectives with less use of public spending
and more use of tax expenditures. The net result has been that some tax
systems, especially in the USA, have been made increasingly complex.
And complexity has introduced other problems by making the system
more difficult to comprehend and more costly to comply with (see Tanzi,
forthcoming).

6.8 Essential tax statistics

It would be useful, at this point, to provide some statistical information on
the changes in tax levels and tax structures during the 20th century. These
statistics convey a more precise idea of how much the world of public
finance changed over the long run. Some of the data provided might not
be strictly comparable over long time periods because they originate from
different sources. However, what is of interest at this point is to convey the
broad order of the magnitude of the changes. The source for the data that
start in 1965 is the OECD (2019). Those for the earlier period come from
Tanzi and Schuknecht (2000).

We start with some data borrowed from Tanzi and Schuknecht (2000,
table IIL.1, pp. 51-2) for the period 1870-1960. Around 1870 the tax
levels of advanced countries (for which data are available), were generally
under 10 percent of GDP. Only three countries had levels that exceeded
this. These were countries facing special situations, including wars. The
average tax level remained largely unchanged until 1913, during a period
of intense globalization and economic development. It increased to about
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14 percent by 1920, partly due to the impact of World War I, and rose to
about 17 percent by 1937, partly due to the fall in GDPs in some countries.

In those years the ideology of laissez faire was still dominating the
thinking of many economists and the policies of several governments,
but it had started to be challenged by the New Deal in the USA and with
related policies in other countries during the depression years. By 1960,
the tax levels for the countries for which data are available, rose to 29
percent of GDP. By this time, laissez faire ideology had been abandoned
by many governments and economists, the economic role of the state
had expanded and it required more public revenue and increasing use of
regulations.

During the 1960s and until the end of the 20th century, tax levels would
continue to rise, but the rate of increase would slow down in the 1980s
and 1990s, when “market fundamentalism” and some attempted return
to a lighter version of laissez faire would become popular with some
economists and governments, especially in Anglo-Saxon countries. By
and large, the tax increases came to an end in the new century, with very
few exceptions. The data reported below are for a larger group of OECD
countries, the available data set being larger than used above. During later
years, the countries included some lightly taxed ones, such as Singapore,
Korea and Mexico, which pull down the average for the group.

The average tax to GDP ratios for the whole OECD group was, in 1965,
24.9 percent. The highest ratios were those of France, 33.7 percent;
Austria, 33.5 percent; Germany, 31.6 percent; and Sweden, 31.4 percent.
The average ratio for the six Anglo-Saxon countries was almost the same
as that for the whole OECD, about 25 percent of GDP. Twenty years later,
in 1985, the average for the OECD countries had risen by six points, to
31.5 percent of GDP, but the addition of Korea and Mexico to the group,
both low-tax countries, again biases the average downward. By this time
six OECD countries had tax ratios that exceeded 40 percent of GDP.
They were: Austria, 40.4 percent; Belgium, 43.5 percent; Denmark, 43.6
percent; Norway, 41.9 percent; France, 42.0 percent; and Sweden, 44.8
percent. The average for the six Anglo-Saxon countries in 1985 had also
increased to 30.4 percent, a level well below that of several European
countries.
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By the late 1980s, economic thinking connected with supply-side eco-
nomics, market fundamentalism and the Laffer Curve had acquired
many converts among both economists and politicians, especially in
the Anglo-Saxon countries. Prime Minister Thatcher in the UK, and
President Reagan in the USA, had embraced this new thinking, giving
it a lot of political traction. By 1986 the conservative ideas had inspired
the US “Fundamental Tax Reform” of the Reagan administration, a tax
reform that, in the USA, would dramatically reduce marginal tax rates
and expand the tax base by eliminating many special treatments in an
attempt at tax simplification, while sustaining the tax revenue because of
fiscal imbalances. That reform influenced, or pushed, other countries to
reduce their marginal tax rates in a clear and early example of global tax
competition or, perhaps, of US ideological dominance at the global level
(see Tanzi, 1987; 2014b).

The upward trend in tax levels by most OECD countries was reduced by
the US 1986 reform. However, market fundamentalism would prove to
be more successful in reducing marginal tax rates than average tax rates;
and even less public spending, which continued to rise in many countries,
proving that it is easier to cut taxes than public spending. These trends
would lead to significant increases in public debt. Between 1985 and 2005,
the average tax ratios for the OECD countries rose only marginally, from
around 32 percent in 1985 to around 33 percent. There were no further
increases after 2005 for the whole group. But the average tax rates in a few
individual countries continued to rise. For most countries the highest
average tax rates had been reached before the end of the 20th century.

The countries with tax burdens above 40 percent remained the same, and
the average tax ratio for the six Anglo-Saxon countries also remained the
same, at about 31 percent of GDP in 2005. The USA in 2005, with a tax
ratio of about 25 percent of GDP, had become an outlier among advanced
countries. Only a few emerging and transition countries within the OECD
had lower tax ratios. Remarkably, the USA had not experienced any sig-
nificant increase in its tax burden in half a century. Wagner’s Law (state
spending increases in proportion to income growth) did not operate in
the USA, especially on the tax side.

In spite of the above, complaints about high taxes and their impact on
economic freedom intensified among American politicians, economists
and many US citizens. These complaints would lead to statutory tax
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reductions in the “Tax Cut and Job Act” of 2017, the recent law that
reduced the US tax to GDP ratio. Some other countries had reduced the
marginal tax rates but not tax revenue by introducing dual income taxes.
Dual income taxes tax income from capital sources at flat rates, without
providing those incomes with a personal deduction allowance against
tax payment, or any other deductions (see Muten et al., 1996; Sorensen,
1998a).

The highest tax levels had been experienced by Sweden in 1987 (50
percent of GDP), Denmark in 2005 (48 percent of GDP), Belgium in
2013-14 (44 percent of GDP), France in 2014 (45 percent of GDP),
Finland in 1994 (46 percent of GDP) and Norway in 1986 (44 percent of
GDP). Remarkably, the economies of these countries had survived, and
their labor force participation had remained high, challenging some of the
conclusions from tax theory. However, these countries had made changes
to their tax systems, aimed at reducing the highest marginal tax rates
and making their tax systems broader-based and simpler (see Sorensen,
1998a; Tanzi, 2011a, table 1.5, p. 21).

6.9 Tax bases and tax structures

As tax levels have increased over recent decades, the tax bases that coun-
tries relied on in the past to collect most taxes have also changed. Taxes
on specific items of consumption have become relatively less important
and, with time, more focused on just a few items, such as tobacco, alcohol
and petroleum products. Some of these taxes can be justified by health,
environmental or benefit-received considerations. In recent years, these
taxes have accounted for about 10 percent of total tax revenue. They
have remained more important in the USA, which does not have a value
added tax, but where many states have taxes on final sales, which may be
as high as 10 percent. A good part of the revenue from these taxes comes
from petroleum products, justified on environmental grounds and the
benefit-received principle, and from so-called “sin taxes”.

Taxes on real properties have also lost their relative importance in most
countries over the long run. However, they have remained important in
a few countries, especially in the USA, where they help finance local gov-
ernments. These taxes are justified on the ground that property owners
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receive benefits from various free services provided by local governments,
especially the urban properties. These benefits include, for example, city
streets, street lighting and cleaning, garbage collection, city parks, and
police and fire protection. In the USA revenues from these taxes have
remained important and have continued to finance local public schools
and some other services. The implication of this use is that lower property
values in poorer areas often lead to lower tax revenues and, consequently,
to poorer public schools and local services perpetuating disparities in
economic opportunities among children.

The use of these taxes suffers from the fact that the market values of the
real properties are known only when the properties are sold. However,
the tax is levied annually, ad valorem and proportionally, with the con-
sequence that it is applied only on estimated or “assessed” values. These
values can be wrong, especially in times of inflation or when there are
major urban developments and changes in particular areas. Furthermore,
the tax becomes a kind of poll tax on property owners, because it does
not fall in times of economic crises. It is no surprise that it has remained
unpopular and relatively unproductive in most countries. As a student of
this tax in the USA put it:

During the past century, no major fiscal institution, here or abroad, has been
criticized at such length and with such vigor; yet no major fiscal institution has
changed so little in modern times. There is a vast literature on the property tax;
yet less is known about its overall impact, its incidence, and its effects, than is
known about any other major tax. (Netzer, 1966, p. 1)

Taxes on general wealth have also been used by various countries but
they have remained relatively unimportant in terms of revenue in most
of them. In recent years their use has been recommended by some econ-
omists and politicians. They have been endorsed to reduce the growing
concentration of wealth that has taken place in recent decades. However,
the fact that, today, wealth ownership is much more individually concen-
trated but its allocation more globally spread, and that it has become much
less “real” and more “liquefied” in the forms of shares, bonds, works of art,
and other less tangible and visible assets, raises question as to whether
wealth taxes could prove to be effective revenue sources. Gabriel Zucman
(2015) has estimated that many trillions of dollars, a not insignificant
percentage of the world’s wealth, are now stashed in “offshore accounts”
under fake names. It would be difficult to tax this wealth without a high
degree of international cooperation and exchange of information among
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tax administrations, cooperation that is unlikely to happen any time soon.
It would also violate constitutional rules in some countries.

Most of the increase in tax levels over recent decades has come from taxes
on the incomes of individuals and on the profits of corporations (and
from separate taxes on wages, such as payroll taxes). Wages have provided
a convenient tax base, including individual income taxes, social security
contributions, and payroll taxes, but their share of national incomes has
been falling in recent years. Taxes on the profits of corporations are now
also threatened by globalization and by the growth of technologically
based corporations with global scope. Individual income taxes and cor-
porate profit taxes have been used as general revenue, available for any
use, while the other taxes on wages have often been earmarked for special
programs, including retirement pensions and public health programs that
benefit workers and their families.

In many countries, some of the taxes on wages are paid by both employ-
ees and employers, often making the cost of labor, for employers, more
expensive, and reducing demand for labor, unless the taxes that employers
pay reduce before-tax nominal wages (that is, are shifted to the workers),
as they would be in a truly competitive market (see Van der Ploeg, 1998).
To some extent taxes on incomes have retained and, in recent decades,
have increased some of the “scheduler” characteristics that they had had
in some countries a century earlier. Therefore, comprehensive individ-
ual income taxes have tended to become less comprehensive. Different
incomes have also been subject to different rules and rates, making
income taxation increasingly complex. The spreading of the income of
some individuals and corporations among different countries has also
contributed to the growing difficulties that governments are having in
taxing the incomes of the rich and the profits of global corporations.

No country has introduced a truly comprehensive income tax, one that
would aggregate all sources of incomes, and would tax the total, aggre-
gated income of taxpayers with uniform rates, rates that could be propor-
tional or progressive. Such a tax could include also corporate profits in
the incomes of shareholders, in addition to unrealized capital gains. Some
countries have financed pensions and other general benefits with general
taxes, avoiding the negative impact of high taxes on the demand for labor,
and considering social pensions as a right of citizens, a right not linked to
the tax contributions of workers out of wages.
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Because of the change in the ecology of taxation now underway, as for
example the growth of corporations that sell Internet services globally,
the taxation of global profits has been creating growing difficulties. Some
of the largest global corporations have been paying little taxes, given their
global profits. They have been shifting their profits to places where they
are taxed minimally. Clearly these trends need to be studied and new
thinking needs to be developed to deal with them. Inaction is not likely to
be an attractive option.

The other major tax development in the past century was the introduction
of non-cascading, general sales taxes and, especially, of value added taxes.
These taxes were first introduced in France, in the mid-1950s and have
spread globally, becoming the second most important revenue source
and, in many developing countries, even the first. Because these taxes are
calculated on the value added by enterprises and not on the total value
of their gross sales, they are not cumulative. They do not distort relative
prices and do not encourage vertical integration of enterprises. The basic
assumption is that taxed enterprises shift the value added taxes they pay
on to the consumers of their products or services by increasing the price
of what they sell. Therefore, these taxes are assumed to be borne by those
who consume the final, taxed products.

These taxes are imposed on imports when the imported goods enter
a country, and they exempt exports when goods leave a country. They
are not supposed to distort trade relations among countries and cannot
be used by countries to promote import substitution. In many countries,
value added taxes have replaced turnover or general sales taxes that had
existed before. By being cumulative, or cascading, those taxes had dis-
torted relative prices. The use of value added taxes has improved the allo-
cation of resources, both within and across countries. Their introduction
has been an important technical innovation in taxation over past decades,
and most countries were wise to make use of them.

The USA has remained an outlier with respect to this tax. It is now the
only OECD country, and one of the few remaining countries in the whole
world, not to have value added taxes. There are also no general sales taxes
levied by the US federal government, but many sub-national governments
have used taxes on final sales. Many US states use these less productive
taxes that encourage tax competition among American states. In the USA,
consumers often cross state lines to buy taxed products in states where



88 ADVANCED INTRODUCTION TO PUBLIC FINANCE

the sales taxes are lower or zero. Some sellers of particular products (espe-
cially alcoholic beverages and tobacco) intentionally place their selling
outlets near the borders of states where the taxes on those products are
higher (see Tanzi, 1995).

Value added taxes can be levied as a uniform tax rate on all products and
services, or they can be levied with differentiated rates, including a zero
rate, among different categories of products and services. Generally the
more basic, or more necessary, the products are, the lower the rates are
for equity reasons. A statistic that measures the share of a country’s total
consumption (what each 1 percent unit of the general value added tax
rate generates in revenue), provides an estimate of the revenue efficiency
of the tax. Empirical studies have indicated that this statistic ranges from
as low as 0.2 percent in some countries to a high of about 0.8 percent
elsewhere. A country that wishes to obtain high tax revenue with a rela-
tively low general rate must tax a wide base. Some European countries use
rates as high as 25 percent on very wide bases, generating large revenue
with relatively few distortions in relative prices and few administrative
complications.

Many governments use multiple rates, including a zero rate, on products
considered necessities (medicines, newspapers, etc.). They do so in the
belief that this rate differentiation makes the incidence of the tax more
equitable. Some empirical studies have disputed that conclusion and have
concluded that multiple rates do not necessarily make a value added tax
more equitable. However, the belief that they do makes many govern-
ments continue to use multiple rates, claiming that they are more caring
of those on lower incomes. It is one of the many illusions that affect tax
policies — one that few governments are capable of resisting.

Value added tax has proven to be an important revenue source in both
advanced and developing countries, and a source that, broadly, respects
a principle promoted by several leading economists of the past (including
Thomas Hobbes, J. S. Mill, Alfred Marshall, A. C. Pigou, Irving Fisher
and Luigi Einaudi) that taxes should be imposed on consumed income
rather than on received income. Value added taxes exempt saving and
tax directly things and not persons. They do not take into account the
personal situations of individuals and families.
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Value added taxes do not answer a fundamental question often asked:
What should be taxed: income or expenditure? Putting it differently, is it
possible to tax differently spending units (households, families or individ-
uals) and not just categories of products, and base the tax on how much
the spending units spend? This discrimination would leave a free choice
among different products and would not interfere with the market alloca-
tion of what to produce, but it would discriminate between spending and
saving, favoring saving. Such a tax would focus on the spending level of
taxpayers, making it a sort of direct tax.

Nicholas Kaldor (1955) made a strong case that taxes should discourage
unnecessary consumption and promote saving and capital accumulation,
especially in poor, developing countries. In a book that attracted much
attention at that time, he proposed an expenditure tax, a direct tax on
personal expenditure. Such a tax could be proportional or progressive. It
could replace personal income taxes by shifting the tax base from income
to consumption. Such an expenditure tax was recommended to India,
Sri Lanka and other developing countries. It would make the tax system
more equitable with respect to consumption, more pro-growth and more
efficient in market allocation. The tax would not discriminate between
different products, leaving to the market the function of allocation, and
to consumers the choice of what to buy. The expenditure tax proved to be
administratively too complex and did not survive the test of time.

The personal income tax has also not been as successful in developing
countries as it has been in advanced countries. The reasons range from
structural, political and administrative obstacles, to the use of personal
exemptions that are often too high, thus eliminating much of the potential
tax base, and to the low rates used, especially on capital incomes that in
developing countries are a much larger share of total national incomes
than in advanced economies. The personal income tax may also have
a greater negative impact on reported income, especially when applied
with high progressive rates (see Tanzi and Zee, 2000).

The value added tax has been more successful than the personal income
tax in developing countries. Some of these countries now collect large
revenues from that tax. It can also be successfully used for stabilization
purposes because of its immediate impact on consumption when tax rates
are changed, and short collection lags compared with income taxes.



90 ADVANCED INTRODUCTION TO PUBLIC FINANCE

6.10 Marginal rates in income taxes

Over the years that followed World War II, there were large increases in
the highest marginal tax rates of personal income taxes. In some coun-
tries those rated reached or exceeded 90 percent, on high incomes. In
those years, few concerns were expressed by economists about potential
negative effects on the economic performance of those who paid the high
marginal rates, amounting to relatively few people overall. In the 1980s
and 1990s, because of the popularity of the Laffer Curve, there were
strong pressures on governments to reduce the highest rates.

Pechman (1987, table 1 A-1, p. 313) provides a history of Federal
Individual Income Tax Exemptions, and First and Top Income Bracket
Rates until the Fundamental Tax Reform of 1986 for the USA. When the
personal income tax was first introduced in the USA in 1913, the first rate,
applied on incomes over what was then a very large personal exemption
of $4000, was only 1 percent. The top rate, applied on incomes over half
amillion, was only 7 percent. The marginal tax rate was sharply increased
during World War I, to 77 percent on incomes over $1 million, a level that
was indeed very large, and that only very few individuals reached. The
marginal tax rate fell back to 24 percent by 1929.

The highest rate started rising rapidly after 1931 and reached 79 percent
in 1936-39, and 94 percent in 1944-45, and on much lower marginal
real incomes. It remained at 91 percent in the 1950s until 1963, when,
in 1964, it was reduced to 70 percent, but on a lower level of marginal
income. It stayed at about that level until 1981. During the first Reagan
administration in 1981, an early reform reduced the rate to 50 percent and
the major reform of 1986 reduced it to 28 percent, effective from 1988.
This was indeed a very large fall, from the pick of 94 percent. The 1986
reform also reduced the number of income schedules to three, making the
tax far less progressive than it had been. Through demonstration effects,
this reduction led to significant reductions in the rates of several other
countries. The highest rates on the profits of corporations had remained
low until World War II. They generally increased in later years, until the
1980s, when they were also sharply reduced in many countries.

Tanzi (2011a, table 1.5, p. 21) provides data on the top marginal personal
income tax rates for many OECD countries until the financial crisis of
2008-09. These rates had been high until 1981, when they had started to
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fall and fell at an accelerating pace after the US Fundamental Tax Reform
of 1986. In 1981 the average for the highest marginal rates for the OECD
countries had been about 70 percent. By 1992 it had fallen to 31 percent.
Obviously, the then popular views about supply-side economics and the
Laffer Curve had an important impact on thinking about tax policy.

The above dramatic reductions in marginal tax rates had been widely
advertised and were expected by their promoters to lead to higher growth
rates with benevolent equity effects because of expected trickle down
effects that would increase the wages of average workers. There has been
little evidence of trickle down, and a continuous debate among experts
on whether growth rates were actually increased by the rate reductions.
There has been less of a debate that the tax reductions on high incomes
contributed to making income distribution less even. The increased
unevenness in income distribution has promoted populist reactions in
several countries. In the 1990s several countries introduced flat-rate taxes.
Several of them, especially “transition economies”, have also experienced
significant increases in their Gini coefficients. It is reasonable to assume
that the tax rate reductions were major contributors to the increases in the
Gini coefficients.

The tax rates on the profits of corporations also received increasing
attention by economists during the 1980s. Some influential economists,
including Robert Lucas (1990) and Laurence Summers (1985), had argued
in theoretical papers that corporate income taxes have a strong negative
impact on economic growth because they, presumably, reduce capital
accumulation. Some economists also asked for the abolition of corporate
income taxes, questioning the rationale for their existence. Lucas had
argued that the elimination of these taxes would lead to an increase in the
capital accumulation of countries, and in the capital to labor ratio, which
would in turn lead to faster growth of the economies, and to the growth of
real wages. Unfortunately, these desirable developments did not happen.

A simple rationale for imposing taxes on corporations is that they require
government spending for the building of roads, airports, ports, and so on,
for the education and the training of future workers, for R&D, and for
other government expenses that benefit them. Therefore, they should pay
some taxes, on a benefit-received principle, by contributing to the need
for public spending. Another rationale is that, if corporate taxes were
abolished, the owners of the corporations would need to be taxed on the
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dividends distributed and on the increase in the value of their shares in
corporations. Today, unrealized capital gains are not taxed, and realized
capital gains are often taxed at reduced rates. If the owners of the corpo-
rations were fully taxed on a personal basis for corporate earnings, there
could then be some rationale for abolishing taxes on the profits of corpo-
rations. However, the need to contribute to the costs that the corporations
impose on governments would remain.

Finally, on the issue of the impact that the elimination of these taxes would
have on capital accumulation, economic growth and the level of workers’
wages, there is, inevitably, the question of timing and short-run effects. As
is often the case in economic analyses, the impact that time lags can have
on results tends to be ignored, or given little weight. There could be very
long lags between the time when corporate income taxes were removed
and an increase in the real capital stock, due to tax removal, affected eco-
nomic growth and wages. In the meantime governments would lose tax
revenue and might experience larger fiscal deficits and higher financing
costs. Also, many other things might happen. Corporations might simply
buy companies’ shares rather than acquire new capital stock, as many did
in the US after the 2017 US tax reductions.

In many countries since the 1980s, corporate income tax rates have been
significantly reduced, from 50-60 percent to 20-30 percent. This trend
has also been promoted by globalization and by the increasing tax com-
petition that it stimulates among countries. Given that corporations can
now choose more easily the countries in which they operate and where
they report profits, ceteris paribus they prefer to locate their headquarters
or to report their profits in countries where corporate tax rates are low or
in tax havens where there may not be any taxes. This encourages other
countries, and especially some small countries, to lower their corporate
income tax rates to attract tax bases.

Through “tax planning”, corporations, and especially technologically
based corporations, have been allocating increasing shares of their world
taxable profits to countries that have low tax rates or offer tax holidays.
This profit shifting and base erosion (PSBE) trend has become a major
global problem because it has led to tax evasion estimated to run,
annually, in the hundreds of billions of dollars. This trend has started to
promote some international attempts at tax harmonization (see Pogge
and Mehta, 2016; OECD, 2019). It remains to be seen how far this
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harmonization process will go in a world that seems to be increasingly
disharmonized and not much interested in international cooperation, and
where tax issues have become increasingly complex.

In conclusion, policymakers should be skeptical of magical formulas in
taxation, as they should be skeptical of similar formulas in other areas,
such as use of public debt and negative interest rates. Theoretical results
may at times conflict with common sense. Tax systems cannot lose sight
of revenue needs of countries, and of administrative and equity considera-
tions that may complicate and restrain the adaptation of reforms that may
be suggested by pure tax theory. Tax reforms should never lose sight of
the importance of tax simplicity, a factor that should always be an impor-
tant objective. Taxes should be understood by most taxpayers, and they
should not create asymmetry in their use by different taxpayers. When
tax systems become too complex, it becomes difficult for policymakers
and even for economists to predict their short-run and, especially, their
long-run effects, which may be important.

Finally, complexity in taxation and global tax competition has been
responsible for creating a new “ecology” for tax systems. It is an ecology
that is challenging the ability of many governments to raise taxes in an
equitable and efficient way. To deal with this emerging problem, it may
require the creation of a World Tax Organization or Authority, and
increasing cooperation among countries (see Tanzi, 2016).






7 Tax choices and tax
techniques

7.1 Tax choices

The literature on tax policy is enormous and it would be impossible to
summarize it in a few pages. Much of it is country specific. When it is
not, there are often conclusions, beside the ones linked to the general
principles listed in Chapter 6 that are not broadly shared by experts. This
is so for the impact of taxes on the actions of individuals and enterprises;
for the performance of countries; and for the shifting of the tax burden
from official bases to other, real bases. That shifting often depends on
how efficient a country’s economy is.

As in some other areas of public finance, value judgments and countries’
specific conditions often drive the analysis, and they largely determine
the conclusions. Therefore, what might be assumed to be universal truths
often turn out to have less general, empirical support than one would like
to have. At times, or even frequently, if one knows the biases of an analyst,
one can predict the results that he or she will obtain from an analysis. This
is the reason why public finance is no longer the Science of Public Finance
but the practice of it, and why some conclusions keep changing with the
passing of time.

The almost inevitable conflict that exists in policy between the pursuit of
equity, to be promoted through taxes, and that of neutrality or efficiency
in their use is almost always present in taxation. This conflict was much
less of an issue in the distant past, when the distribution of income was
not assumed to be a government goal; when taxation could be more
focused on narrowly defined efficiency; and when it could be based on
principles that were assumed to be “value free” and, therefore, “scientific”.

95
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This was the approach that had made public finance the Science of Public
Finance. Those times no longer exist, except in the imagination of some
economists.

In this chapter we shall go over some literature on the choice of taxes, and
on the technics of taxation. It should be acknowledged that other authors
might give importance to different issues, or might reach different con-
clusions, on some of them. It should also be added that the conclusions
reached in this chapter are based as much on the direct, practical and
academic experience of the author, over many years of professional activ-
ity in teaching, doing research and in giving advice to the governments
of many countries, as much as on the armchair theorizing of tax experts
available from the academic literature.

7.2 Taxanalysis

The analysis of taxation can focus on issues concerning: (a) the choice of
tax bases. What should be taxed: income, expenditure, wealth, or what?
(b) The economic efficiency of the taxes chosen and their potential, or
probable, impact on growth. (c) The equity aspects of different taxes. (d)
The capacity of different taxes to generate needed government revenue.
(e) The facility of tax administration. (f) Tax shifting aspects. (g) The
complexity of the taxes used, and its impact on tax evasion and tax
avoidance. (h) Issues related to international tax competition, which have
become more important in recent decades. In addition, discussions of tax
rates are always important because of the impact that they might have on
the behavior of particular taxpayers, on the incidence of the taxes and,
inevitably, on tax revenue.

Tax analysis is, in some way, always partial because it ignores the use to
which the tax collected will be put by a government. That use is obviously
important and it may also influence the taxpayers’ reactions to particular
taxes and tax reforms, unless public spending is assumed to be fixed, both
in size and in composition, and is thus not assumed to be affected by the
amount and structure of the taxes collected. This had been believed to
be largely the case in the distant past. We shall go over only some of the
above issues, focusing on aspects considered more important.
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We start with the choice of tax bases. Should income, expenditure or
wealth be taxed, as Joseph Pechman (1980) asked? A government can
choose to tax (a) income, in its entirety; or different income sources
separately; (b) the total wealth of individuals; or various components of
that wealth separately; (c) transfers of wealth, ad mortem, or inter vivos;
(d) general sales, or sales of specific products (excises); (e) foreign trade
(imports and exports); (f) citizens” heads, with poll taxes; (g) personal
expenditure (as distinguished from taxes on sales); (h) the gross assets of
enterprises; or (i) special events (e.g. marriages, funerals, inaugurations).
All the above taxes have been used, or proposed, at some point in time,
and in a number of countries. Taxes can also be based on precise values,
or on estimated, presumptive, or forfeit values.

The choice of the tax, or the tax bases to be used, will depend on revenue
needs, political considerations, concerns for the impact of the taxes on
the standards of living of particular groups, the expected impact of the
taxes on the behavior of taxpayers, administrative considerations and,
more recently, tax competition from other countries and environmental
or health considerations. The existence of high or low inflation may also
suggest that some taxes should be preferred over others. During the peak
years of the Keynesian Revolution, in the 1950s and the 1960s, the built-in
flexibility of taxes also became an important consideration in the choice.
In developing countries, the ability of a tax to accompany the growth
of the economy (called “tax buoyancy”) was considered an important
characteristic.

In today’s world, there is fairly broad, though not universal, agreement
among experts and the public that a tax on personal income: (a) can be
a good tax; (b) that it can generate much revenue and do so equitably; and
(c) that income should be taxed with progressive rates, to respect some
criterion of vertical equity; (d) that it would be wise to keep the tax base
as wide as possible to collect needed revenue with lower rates; and (e) that
it may be better to avoid using very high tax rates that are more likely to
encourage stronger reactions by at least some taxpayers at the high end of
income distribution, those who may have more options for tax avoidance.

There seems to be less agreement today than in the 1960s that a com-
prehensive income base is necessarily preferable to some alternative, for
example dual income taxes, that are now used by several countries; or
some scheduler taxes on particular forms of income (capital gains, rental
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incomes, dividends). These scheduler taxes had been used before compre-
hensive income taxes became more popular.

While the above guidelines for income taxes are fairly straightforward
and are broadly, though not universally, shared, the reality is often
more complicated when decisions must be made in the contexts of
specific countries. Then questions arise, such as: Should all income be
aggregated and taxed comprehensively? Some successful tax reforms (by
Scandinavian and other countries) have chosen to use dual income taxes,
which make an important distinction between normal income derived
from active activity by the taxpayer (income from labor and from other
normal economic activities), and passive income received from capital
sources, without the active participation of the taxpayer. Dual income
taxes tax the gross incomes from capital sources with proportional rates
that are different from the progressive rates on active income, and with
different rules. They do not allow personal exemptions and deductions
from passive capital incomes, thus achieving considerable administrative
simplicity.

Some tax economists have argued in favor of flat taxes, that is, propor-
tional taxes on income above a personal exemption, arguing that this
approach makes the income taxes simpler, less damaging to personal
incentives, and also reduces political pressures for special tax privileges
(see Hall and Rabushka, 1995). Pressures for special tax treatments are
assumed to be stronger when income tax uses high marginal tax rates.
Several “transition countries” and a few others have chosen flat taxes.

The determination of the taxing unit for the use of an income tax is also
a separate and important decision for governments to make. Should
individuals be taxed separately, in their individual capacity? Or should the
incomes of families, or households, be aggregated and taxed jointly? Or
should it be divided among the family’s components, and each part taxed
separately? And what constitutes a family or a household? Should the tax
take into account the size of the family and the ages of its components? If
yes, how? By splitting the total income among family members, as France
does? Or by aggregating the income, but giving different personal deduc-
tions for each family member? Different countries have chosen different
alternatives and there are no clear guiding principles.
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How high should the personal exemption for each family member be?
Should it be adjusted to reflect age and other characteristics, such as
potential disabilities? How many schedules should exist for the progres-
sive part of the income tax? How wide should the schedules be? And
what should be the level of the tax rates at each schedule? Obviously
the income schedules and the tax rates that apply on each of them, and
especially those that cover most workers, are important in determining
the impact of the rates on the incentives of individual taxpayers. Because
they affect many individuals, these marginal tax rates may, perhaps, be
more important than the highest marginal tax rate, the one that attracts
most of the attention of economists but which is important to only a few
taxpayers. For these very high-level taxpayers, factors other than financial
incentives (such as e.g. professional status and standing, reputation) may
be as important, or in some cases more important, than income.

Another important issue in the past in several countries has been the
presence of high inflation. Inflation has a significant impact on nominal
income schedules, and also on other aspects of tax bases (determination
of capital gains, profits, interest, measurement of depreciation allowances
and/or inputs, etc.). That impact should be taken into account. For
example, should capital gains and interest income be adjusted for the
impact of inflation on them? Changes in these “incomes” may not reflect
any change in real income. If yes, which index of inflation should be used?
(See Tanzi, 1980a.) Also the treatment of losses may be important. Should
losses be carried forward?

Some experts have argued that in the presence of high inflation, the tax
base for income taxes should be adjusted (indexed) and several countries
did try to adjust the tax liabilities for the impact of high inflation in the
1970s and 1980s. However, there are great difficulties in doing it correctly.
Some related issues would also arise in the presence of significant defla-
tion that might also require some adjustment of taxable bases.

Legal enterprises are subjected to taxes on their incomes or profits. As
for the tax on the income of individuals, there are many issues that arise
from these taxes, relating to the level of the rates, the determination of
the tax base, the territory to be covered by the tax, the treatment of debt
versus equity, and others. There has been some debate among tax experts
on whether corporations should be taxed separately from the individuals
who own them. Some have argued that corporation profits could be
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allocated, on an annual basis, to the individuals who own them, so that
the latter could be taxed instead of the corporation itself. Major problems
would arise by adopting this strategy as some shares are owned by other
corporations, some by pension funds, some by university endowments,
some by foreigners, and so on.

Should corporate income tax be based on income earned in the primary
country of its operation, or on its global income? If the latter, the allo-
cation of taxable income of multinationals in different jurisdictions will
raise major difficulties, unless full and accurate, country by country,
disclosure is made, or some formula apportionment is used. Formula
apportionment is supported by some experts and opposed by others,
because of difficulties in the choice of the criteria that determine the
formula (employment, sales, assets, etc.).

The above issues have become increasingly important in recent years
because of the growing role of global corporations, tax havens and
electronically based corporations that sell services rather than products
worldwide. Some very large and very profitable multinational corpora-
tions have been able to pay low levels of taxes by exploiting existing laws.
Other issues of interest to corporate income taxes are the treatment of
debt and the rules about depreciation allowances. Relying on debt, rather
than equity, can reduce corporate taxes, and debt can be obtained from
countries that have very low taxes. And the determination of depreciation
allowances, or of costs to be allocated to headquarters or to intellectual
capital, are difficult issues.

Should deductions from gross taxable income (tax expenditures, tax
incentives, and others) be allowed for particular personal expenses and
some corporate expenses? Or should the tax base be kept as wide and
clean as possible? These and many other questions are faced in real-life
tax reforms. Often there are no truly objective and universally shared
criteria to guide those who make these decisions. Each of the above
questions has been the subject of debates among tax experts, and some of
the answers to them have differed in the tax decisions made by different
countries. Some answers have also changed over the years.

Some brief comments are made in the following paragraphs on some (but
not all) of the above questions, related also to bases other than income.
The choice of the tax base depends in part on what the author of this book
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has called the ecology of taxation, that is, on the economic and social envi-
ronment in which tax systems operate. This ecology is different at different
times and in different places. It depends on the structure of the country’s
economy, on the attitude of the electorate, on the kind of government that
a country has, and on the global environment (see Tanzi, 2018b).

A country that is little globalized and that has large enterprises accounting
for a significant share of the country’s production and sales will have
more freedom in choosing a comprehensive income tax and in using
higher tax rates. Much of the tax collection will come from few, large
enterprises. That country will also be able to pay more attention to equity
objectives, through the size of personal exemptions, the treatment of the
family, the use of tax expenditures, and in some other ways. The size of
the personal exemption would be important for equity reasons, but it will
also play a role in determining tax revenue. It must bear a close link to the
per capita income of the country because, given the country’s per capita
income, the larger the exemption, the larger the share of total income
exempted from taxation. Also the structure of tax expenditures must be
well modulated, not favoring excessively either some income groups or
some actions over others.

Developing countries often choose personal exemptions that are too high
given their per capita incomes. In some cases they are many times the size
of a country’s per capita income. Therefore, they end up collecting little
revenue from personal income taxes. Generally they collect more revenue
from corporations than from individuals.

The more generous the tax expenditures allowed against taxable income,
the lower the tax revenue. Tax expenditures for individuals and tax
incentives for corporations, at times, dramatically reduce actual tax pay-
ments. Tax incentives and other deductions have become a kind of proxy
welfare system for the middle classes in some countries, especially the
USA. Welfare is provided through the tax system and not through public
spending. These incentives benefit less any taxpayers at the low end of
income distribution, who often do not pay income taxes and benefit more
from means-tested spending programs, such as food stamps. For them the
personal exemption component is important.

In recent years the rate of inflation has been low in advanced countries,
so that the impact of inflation on taxes and on tax burdens has largely
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disappeared as a current policy issue. Exceptions have been a few devel-
oping or emerging countries, such as Venezuela, Zimbabwe, Argentina
and Turkey. However, from the 1970s to the 1990s, the rate of inflation in
many countries, including several advanced nations such as the USA and
the UK, reached higher or very high levels. In some developing countries
(e.g. Argentina, Brazil, Bolivia, Peru and Mexico) and, in the 1990s, in
some transition economies (Russia and several others) inflation rate
reached hyper-inflation levels. In those years, the impact of inflation on
taxes (and also on fiscal deficits) became a hot public finance issue.

The impact of inflation on taxes was different in advanced and developing
countries, partly because of the taxes used and partly because of different
inflation rates. In advanced countries, taxpayers were being pushed by
higher inflation rates, toward higher income tax brackets, taxed at higher
marginal tax rates, even when the real, inflation-adjusted incomes of tax-
payers had not increased, or might even have fallen. Also, some tax bases
(interest incomes, inflated by the Fisher effect), capital gains and profits
were artificially inflated by inflation (unless compensated by use of high
debt, which was a deductible expense at its nominal value). This led to
higher real tax burdens on them and to higher tax revenue for govern-
ments, called the “fiscal drag”. Fiscal drag was the automatic increase in
real tax revenue for governments, which helped some advanced countries
to contain fiscal deficits that were also being distorted and inflated by the
high inflation (see Tanzi, 1980a; 1980b; 1980c).

In those years, economists debated the need for some automatic adjust-
ments to statutory tax systems to correct for the impact of inflation. Some
countries indexed parts of their tax systems, while others did not (see
Aaron, 1976). By increasing nominal interest rates (through the “Fisher
effect”), high inflation also inflated taxable interest incomes, leading
to higher taxes on those incomes and on the individuals who received
them, and to higher implicit subsidies to those who could deduct inflated
interest payments from their taxable incomes, including highly indebted
corporations and individuals who had borrowed to buy houses (see Tanzi,
1980a). The high inflation also led to distortions in the measurement
of fiscal deficits, complicating stabilization policy decisions (see Tanzi,
Blejer and Teijeiro, 2011).

In some developing countries, in those decades, and in several transition
countries, in the 1990s, the combination of very high inflation rates and



TAX CHOICES AND TAX TECHNIQUES 103

significant lags in tax payments led to large falls in real tax revenues and
growing fiscal deficits, which were financed by monetary expansion,
making the rates of inflation even higher. The effect caused by the fall in
tax revenues (caused by high inflation and large collection lags) came to
be called “the Tanzi effect” (see Tanzi, 1977). That fall was a function of
three variables: the rate of inflation, the length of the collection lag and the
initial tax to GDP ratio. The higher these three variables were, the larger
was the absolute revenue loss that governments experienced (see Tanzi,
1978b).

In some countries, such as Mexico, the large increase in nominal interest
rates, due to the Fisher effect, combined with thin capitalization, led to
very large reductions in the taxable incomes of borrowing corporations
and to large revenue losses for governments. This happened even when
corporations had remained profitable. This experience led to the use, by
Mexico, of a “gross assets tax”, a tax for which the base was the gross assets
of enterprises (see Sadka and Tanzi, 1993 for a description).

Taxes on the sale of specific items of consumption have been used by
governments for a long time. In the distant past, these taxes were on items
easy to tax, regardless of who used them. The objective of these taxes was
exclusively that of generating revenue. With time more items came to be
taxed (such as cars and other durables) and more goals were added to
reasons for taxing them. Some of these taxes were used to make particu-
lar categories of citizens pay for benefits that they presumably received
from the government for the use of particular products or services, as for
example with gasoline taxes associated with the use of free roads. Other
specific taxes were imposed to reduce, or to discourage, the consumption
of goods and services associated with “sins” (e.g. tobacco, alcohol, gam-
bling), or that created negative externalities.

Excise taxes can be levied ad valorem or at fixed, specific rates. Ad valorem
taxes have the advantage of adjusting revenue automatically for the
impact of inflation. They do not require discretionary policy changes.
They are also neutral among different qualities used of the same taxed
products, say between cheaper and higher quality cigarettes, or alcohol.
The specific excises are simpler to use, but their value falls during infla-
tion. The incidence of excise taxes is assumed to fall on the users of the
taxed products.
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With the passing of time, and with the introduction of better accounting
systems, the use of general sales taxes became possible. Originally they
were of a turnover or cascading type. As a consequence they distorted
relative prices, because each stage of the transaction was taxed on its total
value, which contained the tax imposed in previous stages. These taxes
encouraged the formation of vertically integrated monopolies to reduce
the turnover stages, and accentuated the impact of these taxes on the final
sale price. These taxes were common until after World War II. Some US
states use general sales taxes levied only at the final, consumption stage.
They do not distort the relative prices of products; however, they may
promote more tax competition among states, especially when tax rates are
high and not uniformly applied (see Tanzi, 1995).

In the mid-1950s, value added tax (VAT) was introduced in France by
Maurice Lauré. VAT taxes all the stages of a transaction but only on the
value added at each stage. Therefore, it avoids the problem of becoming
cumulative. It is collected on imports, on arrival, and exempts exports.
Its incidence is on consumption. This tax moved first from France to the
French colonies in Africa, and then to the early members of what would
become the European Union, before crossing the Atlantic. By now it has
become a widely used tax. All advanced countries, with the exception
of the USA, use it, as do most developing countries. It has become the
second most important source of revenue in the world after income tax.

Value added tax works best when it is applied with one rate on all the
goods and services consumed in a country. It has the advantage of not
taxing savings and exports, but, in the mind of some economists and
policymakers, it has the disadvantage of not distinguishing between
high-income and low-income taxpayers. Therefore, in terms of equity, it
may not be seen as equitable a tax as personal income tax. However, it can
make distinctions based on the presumed necessity of the commodities
bought. Many countries have introduced value added taxes with rates
that differentiate between necessities and less essential products. Some,
including the UK, exempt (i.e. zero rate) some essential products, to make
the tax more equitable. This approach reduces its revenue, given the basic
rate, and generally complicates the administration of the tax. VAT has
proven to be particularly productive in countries that apply it with one
rate on the widest range of consumption.
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Over the long run, several important economists, including John Stuart
Mill, Luigi Einaudi, and, later, Nicholas Kaldor, had expressed the view
that personal savings should not be taxed, because the money had already
been taxed at income stage and because it contributed to capital accumu-
lation. In the 1950s, Nicholas Kaldor proposed a direct tax on personal
consumption that would exclude personal savings and be based on the
total consumption of families — more capital creation. After some initial
interest, this tax disappeared from the attention of tax experts.

Taxes on real property have been an important revenue source in the
past, and are still important today in several countries. They are generally
levied on land and buildings. Because of the increasing concentration of
total wealth in fewer and fewer hands in recent decades, there have been
recent calls for use of taxes on the total wealth of individuals. A book by
Thomas Piketty - Capital in the Twenty-First Century (2014) — made
a strong case for taxing the total wealth of individuals because of the role
that it played in creating and perpetuating uneven income distribution.
Taxes on wealth are likely to continue to attract attention because of
the growing concentration of wealth and the fall in the share of national
income going to workers. When used, wealth taxes have generally gener-
ated little revenue, except when they were limited to real properties.

In today’s world, where the wealth of rich individuals has become spread
over many countries and is less concentrated in real property, there
are obvious questions as to how feasible a tax on total wealth would be.
Wealth can be taxed on its ownership, or on its transfer, when the transfer
is through official channels and, thus, does not take place through money
laundering or in other anonymous ways, which have become common.
The real estate market and the art market have lent themselves to some
of these anonymous wealth transfers. The transfer of wealth, especially
in the form of inheritance, had attracted the attention of economists for
a long time because it perpetuated the existing distribution of wealth and
because it created “rents” for those who received it.

In recent years there have also been proposals to tax the transfer of finan-
cial assets, to reduce the volatility of the financial markets. One such pro-
posal that received some attention two decades ago was made by James
Tobin, and was referred to as the “Tobin tax”. It attracted the attention
of some governments, and the opposition of some economists, who saw
it as interfering in the, presumably efficient, work of the financial market.
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Given the size of daily transactions in the financial market, a very small
such tax would generate large revenue. In primitive forms, some Latin
American countries (e.g. Argentina) have used it on occasion.



8 From laissez faire to
welfare states

8.1 The laissez faire period

In the distant past regulations were used by governments that were
neither necessarily benevolent nor economically sophisticated. They had
often been used to promote the private, economic interests of some indi-
viduals, by creating “rents” for some favored ones. Regulations attracted
the early attention of some economists, especially when commercial
activities were becoming more important. An early example was an econ-
omist from the Kingdom of Naples, Antonio Serra. In 1613, in a book
that Schumpeter (1954) considered the first technical book ever written
on economics, Serra recommended to the King of Naples that regulations
be imposed on the import of goods into the Kingdom, aimed at restrict-
ing their inward flow. Serra argued that the restrictions would make the
kingdom richer because, by restricting imports, they would lead to a trade
surplus and the accumulation of gold and silver. The book title was Breve
Trattato delle Cause che Possono far Abbondare I'Oro e ’'Argento dove non
ci sono Miniere.

More than a century later, regulations would attract the attention of
Adam Smith. Smith criticized government policies that interfered with
the work of the private market calling them mercantilist policies. These
policies allocated privileges and patronage rights to particular individuals,
creating de facto monopolistic power in some economic activities, and
rents for some individuals. Mercantilism had been a practice frequently
used by governments in the ancient regimes. It interfered with market
decisions. Some of these policies made little or no sense, as indicated
in a long citation by a French economist (Charles Dunoyer), describing
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regulations used in France. The citation was reported in J. S. Mill (2004
[1848], p. 863).

Laissez faire would be, in part, a reaction by Adam Smith and, after him,
other economists (including especially the French, e.g. J. B. Say, Frederic
Bastiat and Gustave de Molinari) to the use of bad regulations and other
restrictive policies used by governments. Smith, and the ideology of
laissez faire that would follow him, would criticize interference by govern-
ments in market decisions and introduce the concept of the efficiency of
free markets. Laissez faire argued that free markets could be efficient and
would promote growth. That view would be reaftirmed, especially during
the second half of the 19th century, by classical economists and would
become almost a religion for many of them.

Naturally, not all economists would share the laissez faire view, a view
that was the antithesis not only of mercantilism but also of socialism,
at a time when various forms of socialism were becoming popular (see
Ashley, 1904; Nitti, 1971). Ashley wrote that, in Germany, “the largest
numerically of all the political parties [was the Socialist party, which] . . .
had practically won the cities” (pp. 66-7). In a long, later book, assembled
from various writings published toward the end of the 19th century, Nitti
made a distinction between religious socialism, anarchic socialism and
state socialism. He stressed that catholic socialism was not new and not
necessarily opposed to a market economy. However, it required income
transfers from those who had much, toward those who had little. Such
transfers should be spontaneous, and not forced by governments. If the
transfers were truly spontaneous, and if they gave satisfaction to those
who made them, they could be “Pareto efficient”, in the sense later theo-
rized by Hockman and Rogers (1969). Nitti was a liberal economist who
became, first, finance minister and, later, prime minister of Italy.

Laissez faire aimed at sharply limiting a government’s role in economic
matters, and at giving the market more, or complete, space in economic
decisions. It wanted the market to determine what to produce and how
to distribute the income generated. Especially policies that would aim at
changing, by force or by regulations, the established social order were
regarded with suspicion, and those who advocated them were criticized
or, occasionally, even punished. For example, in 1863, the socialist econo-
mist Ferdinand Lassalle was sentenced to four months in jail by a German
court for a lecture that he had given in Berlin, in which he argued that
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indirect taxes that fell more heavily on the masses should be replaced by
direct taxes paid more by individuals with higher wealth. The accusation
against Lassalle was “incitement against better to do citizens”. Lassalle’s
trial became a cause célebre, and indicates the extent to which laissez
faire had become a cult (see Majorana, 1923 for an account of the trial).
Similar reactions would at times meet the creation of labor unions or the
promotion of strikes (see Loria, 1903; Perlman, 1949).

Some important economists of the 19th century, such as James Mill (the
father of the more famous John Stuart Mill), David Ricardo, Thomas
Malthus and others, “. . . although suspicious of state interference, recog-
nized the limits of private action, and the need for equality of opportunity
...” (Woodward, 1962, p. 445). Malthus believed that “the state could
... prevent the exploitation of the labor of children, assist in education,
and even help families with more than six children” (Woodward, 1962,
p. 445). At that time it was normal and legal to make young children work
for up to 12-14 hours a day, in mines and in other unsafe occupations
(see Ashton, 1948). The economist “Maculloch had included . . . housing
and health among the justifiable [government] regulations” (Woodward,
1962, pp. 444-5). Earlier, Adam Smith had warned about the propensity
of private operators to create cartels and thus, implicitly, recognized the
need to prevent such actions.

In the late 19th and early 20th centuries, laissez faire evolved as a more
precise, scientific and conservative doctrine, promoted by able econo-
mists, especially at the Lausanne School in Switzerland, and by Alfred
Marshall and his followers in the UK. Those views maintained that the
free market system, when not interfered with, had a tendency to move
toward a long-run equilibrium, one that would maximize the welfare
of citizens. At times, economists recognized the existence of short-run
problems, such as business cycles, very uneven income distributions and
monopolies, but they focused on the long run, and on the progressive
increase in living standards that a free market was capable of generating
by promoting progress.

These doctrines did not contemplate, or they chose to ignore, the possible
existence of differences between individual and collective interests. They
maintained that an efficient, free and private market, with competition,
would inevitably promote an economic equilibrium consistent with
the social interest in the long run. This was an evolutionary view of the
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economy, one that allowed for and accepted the existence of short-run
imperfections and problems. That view was partly influenced by the
Darwinian view of evolution, which had become popular in those years.
Promotion of the long-run equilibrium required few, essential, govern-
ment functions.

8.2 Doubts about laissez faire

However, business cycles were becoming more frequent and more intense
and, at times, of longer duration, and World War I generated high and,
in some countries such as Germany, unsustainable debts and other
problems (see Keynes, 1920; Dabla-Norris, 2019). Monopolies and other
market distortions and abuses had been growing in the late 19th and early
20th centuries, and had become increasingly difficult for governments to
ignore. Instances of workers’ strikes and the influence of socialist parties
were also on the increase in several European countries. The existence of
monopolies clearly challenged the assumption of a perfect market that
would maximize welfare. Some of these problems would become more
pronounced in the “roaring twenties”.

The existence of monopolies had been attracting the attention of both
policymakers (e.g. Theodore Roosevelt in the USA) and some econo-
mists, including Keynes. In an article on Keynes, Joseph A. Schumpeter
(1965 [1951], p. 268), suggested that for Keynes:

Laissez faire capitalism, [had been] an “extraordinary episode” [that] had come
to an end in August 1914 . . . The conditions were rapidly passing in which
entrepreneurial leadership [had been] able to secure success after success, pro-
pelled as it was by rapid growth of population, and by abundant opportunities
to invest, that were incessantly re-created by technological improvements
and by a series of conquests of new sources of food and raw materials. Under
these conditions, there had been no difficulties about absorbing the savings of
a bourgeoisie that kept on baking cakes “in order not to eat them” . . . But now
(1920) those impulses were giving out . . .

To some extent, conditions in the 1920s bear a resemblance to those that
exist today, in that a small proportion of citizens of some countries, such
as the USA, receive a very large share of the total income and as a conse-
quence generate large savings that somehow have to be absorbed by high
investments or by the consumption of those who receive smaller shares
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of the total income. This leads to much debt creation, with inevitable
long-run consequences. In the 1920s the future consequence would be
the Great Depression. At this time the future consequences of current
developments are not known, but could be equally as grave.

In The End of Laissez-Faire, a short book that he published in 1926,
Keynes stressed the need for change. He, and some other economists in
those years, “emphasized the unrealistic nature of an analysis based on
the assumption of perfect competition and a perfect market” (see the
Introduction by C. W. Guillebaud to E. A. G. Robinson’s Monopoly, 1946,
p. viii, in which he wrote that there was “a growing feeling of impatience
with the economics of the long run”, and for the anticipation of, and
demand for, “a much greater measure of conscious public control over
many aspects of economic activity than ha[d] existed in the past™ p. ix).
In some countries the greater control would come with authoritarian
(fascist) governments. In many countries the greater measure of control
over the market would come in the years after World War II. However,
greater government controls had started, to some extent, in the early
decades of the 20th century.

Greater public control would be exercised in several ways, including
through higher tax and public spending levels, and through more use of
public monopolies and regulations. The regulations would first be used
to control monopolies, cartels and other monopolistic practices; and then
to limit negative externalities. In the following chapter we shall discuss
regulations, an instrument that has received mostly negative attention
by economists, and less attention than it deserves by public finance
economists.

8.3 The coming of the welfare states

The 1940s and 1950s would see a dramatic change from policies that had
been guided by laissez faire to policies, in several important countries,
that would create more social or welfare state economies. Most of the
important changes would come between the 1950s and the 1970s. To
a large extent, the UK would be an early leader, with its welfare reforms
introduced in the late 1940s, and based on the 1942 proposed Beveridge
model. In the words of a British policymaker, Clement Attlee (in 1945),
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the British welfare reforms would aim to slay five giant evils in society:
disease, want, ignorance, squalor and idleness. To do this, higher levels
of taxes and public spending, and a growing use of regulations, would be
needed. While most advanced countries would experience these changes,
not all would become full-fledged welfare states. As we shall see later,
different countries would choose different paths to social protection.



9 On the growing use of
regulations

9.1 Introduction

Given the importance that regulations have acquired in the modern
world, it is surprising how little attention they have continued to attract
in public finance books that no longer focus exclusively on finance but
deal with the full economic activities of governments. A leading financial
economist and Nobel Prize winner has commented that regulations are
also often “omitted from discussions of financial markets” (Shiller, 2012,
p. 94). The attention on regulations has been left mostly to those who are
critical of them for ideological reasons, or for motives arising from vested
interests, either their own or those of the industries that hire and finance
them, to criticize the regulations that reduce their profits.

Many orthodox economists continue to see regulations mainly as reduc-
ing the personal liberty of individuals and the economic freedom of enter-
prises. They pay little attention to the potentially positive impact that good
regulations can have on general welfare and continue to dream of a world
without regulations. Another reason may be that many economists
consider taxation and public spending as theoretically superior ways of
dealing with some of the issues that regulations attempt to deal with (such
as environmental controls), even when replacing regulations with taxes or
spending may be too complex or impractical.

A quick survey of some major public finance books since the end of
World War II confirms the scarce attention that public finance econo-
mists have paid to regulations. Hugh Dalton’s influential 1954 book had
no references to them. Richard Musgrave’s 1959 article had only one
reference, and it was to what he called regulatory taxation. Earl Rolph and
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George Break’s 1961 book had no reference to regulations and neither did
Ursula Hicks’s 1968 book. Harold Groves and Robert Bish’s 1973 book
had a short chapter that dealt with “Tax Policy for Pollution Control”,
but, again, the emphasis was on taxation. The same lack of attention is
evident in Rosen’s 2005 book and other more recent textbooks.

9.2  Regulations as useful tools

A book that broke the mold, even though it did it in just a couple of
pages, was Davie and Duncombe’s 1972 textbook. The section on reg-
ulation (pp. 29-31) recognized that regulations are often imposed to
replace government spending or taxes, and that they affect the allocation
of resources. They also recognized that “regulatory activity is a direct
infringement of personal freedom”. For individuals who operate within
a community and not in isolation, this is not necessarily, or often, the big
problem it is assumed to be, when the regulations clearly take community
interests into account. This is what a benevolent and efficient government
should be expected to do.

Regulating gun use in the USA would clearly reduce the personal freedom
of gun owners. However, it would also reduce thousands of annual
deaths, and the fear of many schoolchildren of being shot. The social
cost-benefit result of such a policy should be obvious to any person with
a bit of common sense and a minimum community interest. Individuals
living in other civilized countries, where the use of guns is strictly regu-
lated, do not feel less free than those living in the USA. Restricting speed
limits for cars reduces the personal liberty of drivers, but it also reduces
accidents and saves lives. Restricting drinking while driving also reduces
the personal freedom of drinkers, but it reduces casualties. It should not
be too difficult to decide which is more important, even in a society that
gives great importance to individual freedom and that values the time
saved, on the basis of the income levels of individuals who save time by
driving faster. Many regulations are similar to speed limits. They limit the
personal freedom of some individuals, but they may promote important
community goals.

Societies without speed limits and other regulations, such as those on
the financial or energy markets, might provide more personal freedom
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to some individuals, and might, conceivably, generate higher profits and
faster economic growth. However, they may also generate more accidents,
more deaths, or other social costs. A financial market without regulations
might promote faster growth and more frequent financial crises, some
similar to the recession that began in 2008-09, which generated huge
social and economic costs. The lack of environmental regulations may
increase short-run economic growth and create more employment for
coal miners, but it may also lead to more deaths and other problems over
the long run due to pollution, and perhaps more serious problems associ-
ated with global warming, as Australia has experienced recently.

9.3 Regulations and individual freedom

The use of regulations requires choices by individuals versus choices of
a community. A well-working and caring community would not neces-
sarily always choose less or more regulations, as some argue. Different
governments and different communities may have different priorities. In
the USA, California is a highly regulated state, while Texas is a lightly reg-
ulated state. Some have pointed to differences between California’s more
expensive housing market (where the sector is more regulated) and the
housing market in Texas, which is cheaper and less regulated. But wages
and incomes are higher in California, and schools are definitely better.
Many Californian housing regulations have to do with safety standards to
minimize the effects of earthquakes and guard against excessive environ-
mental damage. It is not obvious that individuals as a group would like to
have less regulations in these areas.

Regulations inevitably interfere with some personal and market decisions.
That is the whole point of them; and they can definitely be damaging and
costly. Therefore, unnecessary regulations, at times defined as “red tape”,
should be fought and avoided. But the fight should be against bad regula-
tions, not against regulations. Regulations tend to be cumulative over the
years and there is no automatic and effective mechanism that eliminates
the ones introduced in the past that may have become unnecessary.
New activities may be less regulated than old activities, and at times less
regulated than they should be. It is easy to find examples of useless and
annoying regulations imposed in the past, which are no longer needed
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but still exist. This also applies the other way around, such as in the failed
regulation of plastic products.

Regulations that affect market and personal decisions are, for example,
those that restrict trade, and “occupational requirements”. In the USA,
many regulations are imposed by state governments. Regulations are
often justified, such as those that establish working hours; set safety
standards (in particular for dangerous occupations); set speed limits for
cars; require drivers to obtain driving licenses; relate to drinking while
driving; and regulate child labor. Occupational requirements for doctors
and pilots are clearly justified; those for barbers and beauty parlors are
probably not. Some of these regulations exist to create rents for some
categories of workers, and are pushed by those who benefit from them.

Many citizens would see some (though not all) regulations as necessary
and beneficial, and as improving the welfare of communities. Many
regulations are requested by groups of citizens and are not imposed
arbitrarily by bureaucrats. Most citizens would see the infringement of
the personal freedom of some individuals as being balanced by benefits to
the community. But mistakes are clearly made by over-zealous regulators,
and some regulations go farther than they should. However, it is wrong
to focus exclusively on the cost side of the regulations, as conservative
think tanks do in the USA, while ignoring the actual or potential benefits
derived from them.

9.4  Opposition to regulations

The evaluation of regulations imposed on energy, industrial, health,
pharmaceutical, and financial enterprises has become a hot issue. The
issue became particularly hot in the debate on the role that regulations,
or their lack, played in the financial crisis of 2008-09, and in the reg-
ulations introduced in the years that followed the crisis. The recession
that followed imposed enormous fiscal costs on many governments, and
great economic costs on millions of workers who lost their jobs, and on
enterprises that lost sales. These costs would have consequences for years
to come.
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Financial market operators have continued to complain that regulations
that have been imposed on them have increased their costs and reduced
their profits, and have also reduced economic growth. That might even
be true but, hopefully, the regulations have also reduced the probability
of new recession. Some highly informed observers maintain that the
regulations that were imposed would not be sufficient to prevent future
crises. Debt burdens have continued to rise, for both governments and
the private sector and for some vulnerable groups (students, credit card
users and businesses), and so have interbank connections that played
a significant role in the recession and, in the 1920s, contributed to the
Great Depression.

9.5 Good and bad regulations

The increasing complexity of financial markets has made it more difficult
to choose the right regulations and to avoid mistakes. In the USA, the
Trump administration has declared war on regulations and it has been
removing many of those imposed by previous administrations. It has been
following a kind of “regulatory rule” broadly described as “one in and two
out”. Each new regulation introduced has to be balanced by the removal
of two existing ones. This rule may have political appeal for some, but it
is hardly one reflecting a rational, or a scientific, approach. Conservative
think tanks have been reporting large financial savings from the elimina-
tion of many regulations.

In recent decades, the literature on public choice (see e.g. Buchanan and
Flowers, 1987, chapter 13; Mueller, 1989, pp. 215-18; Tullock, Seldon and
Brady, 2000) and produced by Chicago School scholars (e.g. Posner, 1975;
Stigler, 1975; Peltzman, 1976) and others, has shone a spotlight on some
negative aspects of regulation, and on the relation that may exist between
some regulations and “rent seeking” that exists when some interest groups
push for the introduction of particular regulations that restrict access to
some legitimate activities to competitors, benefiting the insiders. Articles
by Gordon Tullock (1967), and by Anne Krueger (1974), may have been
the first to recognize the rent-seeking aspect of some regulations.

This literature has focused on one potentially bad side of regulations,
a side that has led many economists to minimize or to ignore the positive
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impact of many regulations. It may thus have created a case of misplaced
attention. The existence of rent seeking should raise questions about the
benevolence and/or the competence of governments that allow these reg-
ulations to be imposed. In particular cases, the need to improve the status
of some very low-income groups may even justify the use of rent seeking,
on redistributive grounds, as is at times the case with rent controls and
some tariffs. Rent-seeking regulations to favor very poor groups may
have a desirable redistributive function that might justify some allocation
distortions and that may be justified when there are no better instruments
to help those groups.

The bias against regulations may lead to the questionable conclusion that
a world without them (a libertarian dream world) would be a better place
to live in, because it would maximize “personal freedom”. Such a world
would be the best world to live in, if everyone behaved responsibly; had
empathy for others; and if the market (and one should add the justice
system) worked perfectly. Unfortunately, this is not the world in which
we live. Edmund Burke, undoubtedly a conservative thinker, reminded
us centuries ago that: “Men are qualified for civil liberty in exact pro-
portion to their disposition to put moral chains upon their appetite”
(1899 [1790]). We have ample evidence from the daily press that many
individuals do not put those chains upon their appetite (see Shiller, 2012,
p- 88; Stenfors, 2017).

As cities became larger and more crowded in modern times, and as
enterprises became more polluting, potential negative externalities grew.
Just think of the implications of driving too fast in crowded streets, of not
stopping at traffic signs, of throwing garbage into the street, of making
excessive noise, of setting fires in parks, of generating unpleasant smells,
of producing cement or gasoline in enterprises located near large cities,
and so on. These are all activities that require some community controls
and that, by so doing, inevitably restrict the personal freedom of some
individuals, or the actions of some enterprises.

The regulations that today attract much attention in the media are those
placed on the energy, pharmaceutical and financial sectors. There are few
complaints about traffic regulations. The regulated sectors have created
powerful and well-financed lobbies to fight the regulations imposed on
them, and the lobbies have attracted very talented individuals to do the
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fighting. Some of these individuals have held high government positions
in the past, and continue to have access to government officials.

Some limited environment-related regulations are now imposed on
enterprises in particular sectors, even though growing evidence from
global warming indicates that these regulations are far from sufficient to
arrest increasingly clear and dangerous trends of damage to the natural
world. The regulated enterprises look at the regulations mainly from the
point of view of the additional costs that they impose, or will impose, on
them, and from the reduction that they bring to their profits. They ignore
the benefits that the regulations are expected to bring to the general public
and to the world at large.

Regulated enterprises often have strong political power, ample financial
resources and more ability to organize, compared with the general public.
Therefore, they have more power in raising objections to regulations, or
in lobbying politicians against them. They can finance lobbies and influ-
ential think tanks, and can subsidize experts who defend their positions
and question the need for specific regulations. These experts often main-
tain that the regulations are not justified by definitive scientific results; or
that the costs that the regulated activities impose on the world are minor,
while the regulations reduce employment and growth. Growth is always
seen in a positive and important light, even when its distributional results
and its environmental costs may be far from desirable.

9.6  Short- versus long-run effects

A major difficulty with the evaluation of some regulations is that their
beneficial impact is often not immediately or precisely known, while their
presumed costs are. This uncertainty creates grounds for disagreements
between the regulators and the regulated. The more aggressive are the
regulators, the greater may also become the ground for mistakes by them
in overregulating. The less aggressive are the regulators, the greater are
likely to be the mistakes made by being too accommodating. Sometimes
these human mistakes may be large, but they may become evident only in
the long run.



120 ADVANCED INTRODUCTION TO PUBLIC FINANCE

This was the case in delaying regulation in the use of tobacco. The delay
led and will continue to lead to millions of premature deaths globally.
Delay in dealing with environmental problems could be even more dis-
astrous. The same debate is now underway in the use of excessive sugar
in drinks, or excessive use of plastic products. If the science behind global
warming is right, as many leading scientists believe that it is, the risk of
not regulating (or not taxing) carbon emissions might become the mother
of all risks in the long run (see Wallace-Wells, 2019). The fight against
regulations has become in part a fight against scientific evidence and
against science itself.

It would be nice to have definitive scientific answers to some potential
dangers, and to be able to make competent, objective and timely, social
cost-benefit analyses of new regulations. Unfortunately, this is not always
possible. There may also be cases, some reported in the literature on
corruption, where, corrupt public employees may introduce or interpret
regulations in ways that give them power to extract bribes from citizens
for minor or trivial infractions. Some regulations, as for example those on
land use, are generally imposed by local governments. In democratic soci-
eties, they are assumed to reflect the preferences of the citizens in those
jurisdictions. They inevitably affect the kind of houses that are built, the
amount of land that the houses require, and the price of the housing units
that are built. And they lend themselves to corruption.

Housing costs tend to be high in some cities (e.g. London, Tokyo, San
Francisco, New York) and much less in others (e.g. Houston, Dallas).
Often, the availability of land and esthetic considerations, or the need for
publicly provided infrastructure, play a role in the regulations used. Paris
is a beautiful city because of the strict regulatory controls that were exer-
cised over its buildings in the long run. Houston will never look like Paris,
but it has cheaper housing. Some regulations give more importance to
esthetic considerations; others to the market value of what is built. These
presumably reflect or should reflect community choices.

The value of houses built affects future property taxes, which in the USA
finance local spending for public education. The higher are the taxes,
the better are the public schools. Still, presumably, the outcome reflects
popular and democratic preferences, as they are seen by the governments
that represent them. Some economic historians have argued that in the
UK, when there was a demographic explosion between 1750 and 1850,
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relaxed rules on building generated good, affordable results (see Davis,
2010). Even if that conclusion were correct, it would be easy to find places
where the results were less desirable. The relaxed rules also contributed to
poor hygiene and frequent epidemics. A problem with zoning laws is that,
in environments where the builders and the regulators know one another,
corruption may influence choices and regulations may create rents for
some and costs for others.

Like any other instrument, regulations are policy instruments that can be
used to achieve desirable and less desirable goals. They can be used wisely,
or they can be abused. The result depends on the users and on the controls
that exist on the regulators and, thus, on the quality of the government.
However, the debate should be directed at specific regulations and not at
the concept of regulation in general. Regulations are and must be consid-
ered important instruments of public finance, and should not be vilified
a priori, as they have been by some economists. It is also important to
do periodic pruning of regulations introduced in the past that may have
become obsolete but that continue to be applied.

9.7 Regulations as quasi-fiscal tools

If a government wants to encourage a given activity, it can normally do so
by subsidizing that activity through a budget. This can be done by giving
it a direct subsidy, or by allowing it to benefit from a “tax expenditure”
or “tax incentive” that reduces the cost of the activity to the recipient. If
it wanted to discourage an activity it would normally tax it, or forbid it.
This would be the orthodox, or the Pigou way of dealing with positive or
negative externalities. The reality is often more complicated. Countries
often deal with externalities by using quasi-fiscal regulations. These are
fiscal actions executed through non-fiscal tools. They remain outside the
budget (see Tanzi, 1998).

In a well-functioning market economy, the use of regulations should be
limited mostly to the setting of “rules of the game” and to the protection
of citizens against potential risks. Therefore, governments could regu-
late the merger of firms and the profits of natural monopolies; require
child vaccination to prevent infectious illness; and regulate the sale of
pharmaceutical products and the activities of banks, and so on. All these
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regulations would be considered legitimate and could not be replaced by
a tax or by a subsidy.

Assume, however, that a government wants to subsidize the rental costs
of housing for poor families, and is short of money to do it with a direct
housing subsidy. Then, it could impose rent controls on landlords, which
would fix the price that property owners could charge tenants. The use of
rent controls can be decomposed in an implicit tax on the owners of the
properties, and an implicit subsidy on those who rent them. Rent-control
regulation has replaced two potential budgetary actions - a tax on owners
and subsidies to renters.

There are many regulations that, de facto, play the role of replacing sub-
sidies and taxes. The two aspects of this trade-off that are worth empha-
sizing are, first, that the use of regulations is generally simpler and less
directly costly to governments, both in administration and in financial
expenses. All that governments need to do is to issue a directive. The
second is the long-run, negative impact that these regulations have, for
example, on the housing market.

The owners of rented properties will lose interest in their upkeep, and new
houses will not be built if they will be subject to rent control. Therefore
the quality and the supply of the housing stock will progressively deteri-
orate. Housing shortages will increase with time. Those who have been
lucky to get the rent-controlled apartments or houses will be advantaged
over others. Individuals or families that are looking for rental units will
have more difficulties in accessing rental properties. Over the longer run,
this policy will have high and increasing costs on the housing market, as
the experiences of some cities has shown.

Other areas where quasi-fiscal regulations have been used are foreign
exchange and financial systems. In some cases a government may wish
to subsidize particular imports, say medicine, and it does not wish to
do so with direct subsidies to importers. It can, thus, use an appreciated
exchange rate for the import of medicines. The government compels
exporters to sell to the central bank their foreign exchange earnings,
for which they receive smaller amounts of domestic currency than they
would have received if they had been free to sell their foreign exchange in
the free market. Then the government provides the foreign exchange to
importers of medicines, who can buy foreign medicines more cheaply in
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domestic currency because of the preferential rate at which they can buy
foreign exchange.

Quasi-fiscal activities are often carried out through the financial system
in various forms. For example, until the 1980s, Italian banks were forced
to allocate some of their funds to buy government bonds that paid low
interest rates. Therefore the banks and the private savers helped finance
the Italian fiscal deficit. In the USA buyers of houses have often received
implicit subsidies that reduced their net mortgage costs. The results are
essentially the same: implicit taxes on some individuals and implicit sub-
sidies to some others.

Some recent forms of monetary policies, such as quantitative easing,
can be interpreted as indirect forms of regulation. They subsidize some
sectors, including government securities, at the expense of others (say
older people who have accumulated financial savings) (see Tanzi, 2015b).
The share of interest income in national income in the USA and in other
countries has fallen significantly in the past couple of decades because of
these monetary policies (Tanzi, 2015b). Those who had relied on those
incomes have lost out, or have been forced to put a larger share of their
financial assets in riskier equities, in the stock market, or in junk bonds.
Pension funds in recent years are likely to have shifted the allocation of
their assets from high-quality bonds to riskier equities or to junk bonds.
When stock markets face significant declines, as they will, many pension
funds and senior citizens will face major difficulties. It will be discovered
that cheap money comes with long-run risks.

9.8 Concluding comments

This chapter has dealt with regulation, a policy instrument that has
grown in importance in the arsenal of policies that governments use. If
one believes that the market operates efficiently and that it is capable of
correcting occasional but minor market failures on its own, and if the
allocation of income that the market generates is considered adequate and
not in need of change, then there should be little scope for the use of many
regulations that governments use. The above assumptions are implicit
in the criticisms of regulation that libertarian economists and regulated
activities advance against many of them.
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Unfortunately, markets do not operate as efficiently as some believe that
they do. And the distribution of income is often not what the majority
of the citizens would consider desirable in a democratic country. These
realities justify the use of some regulations. Whether those used improve
the situation or not, depends on how well a government performs its
task. The debate should be on how well a government does it, and not
on whether regulations should be used. The focus should be on specific
regulations, not on the concept of regulations. Whether economists like
it or not, regulations will become increasingly important in the future.



1 O Fiscal deficits and public
debt

10.1 Past views on public debt

In 2019, the world’s total debt was reported by the Institute of International
Finance to have reached 322 percent of global GDP, an achievement
shared by both private and public sectors. Debt has become popular,
although in the past it has not enjoyed a good reputation. Over the years,
several famous historical figures (e.g. George Washington and Napoleon)
had warned about the dangers of financing public spending with bor-
rowed money, and economists had shared those concerns.

The views of two famous economists, David Hume and Adam Smith are
worth reporting. Hume wrote:

It is very tempting to a minister to employ such an expedient [i.e. public
borrowing], as it enables him to make a great figure during his administration
without overburdening the people with taxes, or exercising immediate clamors
against himself. The practice, therefore, of contracting debt will almost infalli-
bly be abused in every government. (Hume, 1970, p. 92)

Adam Smith was equally critical of governments that relied on debts. In
The Wealth of Nations he wrote:

When national debts have . . . been accumulated to a certain degree, there is
scarce . . . a single instance of their having been fairly and completely paid. The
liberation of public revenue . . . has always been brought by bankruptcy . . .
(Smith, 1999 [1776], p. 883)
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Smith was therefore concerned with both the issue of sustainability of
debt and the fairness for creditors of its redemption. This view was later
shared by J. S. Mill, who also dealt at length with public debt.

There are, of course, situations that make it difficult for governments to
avoid borrowing or justify the “expedient” of public borrowing. These
situations include major wars and catastrophes. In the past, governments
did not have the sophisticated tax administrations that they have now;
and they did not face the accommodating “tax ecologies” that they have
faced in recent decades, ecologies that have made it far easier for them to
collect higher tax levels when needed (see Tanzi, 2018b).

In the past, in the face of sudden revenue needs, it was easier for govern-
ments to rely on loans rather than to increase taxes. Therefore, in spite of
opposition to public debt, past governments borrowed and, at times, they
borrowed more than they should have. Data on public borrowing in the
distant past are available in Leroy-Beaulieu (1888). A great deal of infor-
mation was also collected more recently by Reinhart and Rogoff (2009).

Past experiences with large public debt have been repeated by many coun-
tries in recent years, when the supply of loanable funds much increased
the facility of borrowing because of the globalization of the financial
market and the behavior of central banks. Both of these developments
made it easier, and generally cheaper, for many governments to borrow
at times even at very low or even negative rates. The result has been that,
since the 1980s, the share of public debt in GDP has exploded for many
OECD countries (see Tanzi, 2019).

10.2 The Keynesian Revolution

In recent times, many economists would not have opposed public bor-
rowing during bad times, such as recessions and depressions. The Great
Depression in the 1930s led John Maynard Keynes to write The General
Theory of Employment, Interest, and Money, a seminal book that intro-
duced stabilization policies among a government’s economic responsibil-
ities. Keynes, and later the Keynesian Revolution, changed the attitude of
many economists toward public borrowing, making them more tolerant
of it. The essence of the Keynesian contribution was that recessions are
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caused by deficient aggregate demands, and that aggregate demand could
be increased by the use of fiscal deficits, assisted by “fiscal multipliers”.

The size of the multiplier is important in determining how much initial
fiscal deficit is needed to fight a recession. That size depends on the
saving rate and on the share of the additional demand that is dissipated
in imports (the import rate) — the higher the rate of saving and import,
the lower the multiplier; the smaller the multiplier, the smaller the impact
that a given fiscal deficit will have on income. The time that the multiplier
needs to have its full effect on demand and output is also important. The
expansionary impact of the multiplier should not come when it might no
longer be needed, making it pro-cyclical. This time element has received
little attention in fiscal policy discussions.

The basic, original, Keynesian view was that fiscal policy would be sym-
metric in its impact on the accumulation of public debt over the long run.
Fiscal deficits would be needed during recessions, increasing public debt,
and fiscal surpluses would be experienced during good years, to keep the
level of public debt at a manageable and stable level over the long run.
Public debt would not become a significant player in the determination
of countercyclical policies, and the main actor would be the fiscal balance.
A less manageable and higher public debt level would require a more
conservative fiscal policy over the long run, to bring the debt level to
a comfortable position. The original Keynesian economics also did not
contemplate an active role for monetary policy - it considered monetary
policy ineffective during recessions.

In the years following World War II, some development economists
argued that the financing of major public infrastructure in developing
countries (in what were called “big push” policies) could be added to the
list of actions that could be financed by public debt. The argument was
that the building of needed public infrastructure would make the develop-
ing countries’ economies grow at faster rates. That growth would increase
tax revenue and would facilitate the repayment of public debts. This was
a supply-side argument and not a Keynesian one. Some economists also
argued that, in the absence of a developed financial market in developing
countries, government borrowing from central banks, called inflationary
financing, could be used to finance the building of infrastructure. These
views were advocated by some development economists specifically
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for developing countries. They were not part of mainstream Keynesian
€Conomics.

10.3 The golden rule

Another view that has received support from a few economists and
which, at times, has been adopted by some countries, is the “golden rule”.
That rule states that public investment ought to be excluded from public
spending in the calculation of fiscal deficits. The reason given is that
public investment makes an economy more productive and makes it grow
faster. Future generations will be the beneficiaries of the investment and
should, therefore, be made to pay for it by inheriting the cost of financing
the higher debt.

Some objections have been and can be raised to this rule. First, there is
no firm agreement among accounting experts on what spending consti-
tutes a public investment. Different countries have different accounting
rules. The more important the rule becomes, the more likely it is that it
will be abused. Second, a lot of what is called public investment is highly
unproductive because public projects are often adopted for political or
rent-seeking reasons. Third, some non-investment spending that pro-
motes productive human capital also contributes to future growth. By
giving preference to public investment, the golden rule is likely to distort
the choice of spending, making it less optimal. Fourth, while the debt con-
tracted to finance the public investment must be serviced immediately,
the supply-side impact in the economy of the investment may not be felt
for several years. Finally, when a golden rule is introduced in a country,
the current generation has already inherited a capital stock that had been
financed by previous generations. The introduction of the golden rule
would create a windfall for the current generation and create inequity
between past and future generations.

10.4 Other reasons for public borrowing

In recent years, some economists have argued for more public spend-
ing financed by borrowing, using a combination of supply-side and
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demand-side arguments. Some have argued that the USA and perhaps
other advanced countries, are now facing secular stagnation due to exces-
sive saving and a permanent lack of demand. This is not a new argument.
Alvin Hansen (1941) had argued that the USA was then facing “secular
stagnation”. Hansen’s argument was that, in the absence of productive
investment opportunities, the countries” high saving would depress aggre-
gate demand and justify expansionary fiscal policies. Of course, it could
also be argued that if such policies could not generate productive invest-
ments, policies that made income distribution more equal would solve
the problem of too much saving. Furthermore, why would a higher fiscal
deficit generate more productivity growth over the long run, when very
low interest rates had not done it in past years? And how can you have
a huge accumulation of private and public debt in the face of deficient
aggregate demand?

Some vocal macroeconomists, with easy access to the media, have argued
that if the financing cost of public spending (the rate at which funds can
be obtained) remains low, and if a country’s rate of growth is increased
in the long run by expansionary fiscal policies, the increase in public debt
will not create economic difficulties for governments, because the debt
will not grow as a share of GDP.

In favor of the above argument, some economists have pointed out
that the recent experience of the USA and of some other countries has
indicated that growth rates for economies exceed the interest rate, thus
making public debt manageable. Furthermore, the current relatively low
rates on long maturity securities (say on 30-year mortgages) suggests that
the cost of borrowing is likely to remain low for many years to come. The
conclusion is that public debt is not and will not be a problem.

10.5 The New Monetary Theory

Some of the above arguments are part of what in recent years has been
called the New Monetary Theory. This “theory” maintains that (a) where
inflation has been low and is no longer seen as a problem; (b) the current
growth rate of a country has been lower than the long-run trend (presum-
ably indicating that there are under-utilized resources in the economy,
such as a low labor force participation); and (c) where the country’s
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government can borrow its own money, at low rates, the country should
borrow, without limits, to stimulate growth by eliminating deficiencies
in infrastructure and for other needs. The additional borrowing would
have no effect on future prices and borrowing rates, and would promote
economic growth.

This theory presents a pleasant new world, one in which the age-old
“economic problem” (“too many needs, too little resources”) magically no
longer exists. It is the New World promised by the New Monetary Theory.
The elegant and technical justifications that have been used by some
economists to promote and package this theory have reminded the author
of this book of a Spanish saying: “even if you dress a monkey in silk, it
is still a monkey”. The “silk dressing” that has covered New Monetary
Theory has not made it any prettier. But only time will tell.

As mentioned, this theory may not be as new as its proponents have
implied. Seven decades ago, it was held by a few extreme Keynesians,
Alvin Hansen, Abba Lerner and others, at a time when memories of the
Great Depression (falling prices and a large unemployed workforce),
were still fresh in the mind of economists. Lerner (1948) had argued
along similar lines, as had Hansen (1941). For them, at that time, public
debt could finance any needed public spending without undesirable
consequences.

10.6 Other considerations

A few additional comments on fiscal deficits and public debts are
appropriate.

(1) In the real world, public investment is not always, or often, as pro-
ductive as some economists assume it to be. The experiences of many
countries indicate that it is often inflated by politically promoted but
unproductive projects, defined as “white elephants”, “cathedrals in the
desert” or “roads to nowhere”. Even when the projects chosen have merit,
the actual spending may be inflated by expenses that reflect rent seeking,
and by acts of corruption by others (see Tanzi and Davoodi, 1998). This

kind of “public investment” spending contributes neither to economic
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growth nor to future public revenue, even though it may still increase
aggregate demand in the short run.

All public spending financed by debt, whether productive or not, increases
the level of public debt, and thus increases the future costs of its servicing.
The amount of those future costs can never be known at the time when
the borrowing is made, unless all is financed by very long maturity debt,
which is never the case. If the current borrowing were done at long-run
maturity, its rate would increase significantly.

(2) Fiscal deficits that arise from “built-in stabilizers” during economic
slow-downs should be financed by debt. However, many economists
would disagree with the view that, when, for a variety of reasons, includ-
ing the existence of high public debt that causes concern and makes
private investment fall (as has happened in Italy and Greece), this fall
justifies a sustained fiscal injection, one that likely would make the debt
an ever greater concern. The debt level as a share of GDP remains an
important variable.

(3) Economic growth rates that may have prevailed in several countries
before the financial crisis of 2008-09 may not have reflected long-run
trends. Those rates had been artificially inflated by easy monetary policies
and by the bubbles that they had created (see Tanzi, 2013; 2015a). Nobody
really knows what the potential growth rate of a country is. Demographic
changes, environmental problems and changes in investment opportuni-
ties inevitably influence future growth rates.

A country that in the past has kept its public accounts in good order
would find it easier and be more justified in borrowing when that need
arises. Therefore, the initial macroeconomic conditions (largely the status
of the fiscal accounts) at a given moment in time, must be important in
determining the effectiveness of a fiscal policy.

There is another important initial condition in determining the likely
impact of fiscal expansion. It is the structural obstacles that exist in
a country’s economy. A fiscal expansion is likely to have less of a stimu-
lating effect when there are significant structural obstacles that limit and
reduce the productive use of capital and labor. This should be an obvious
conclusion. Strangely, it continues to be ignored by macroeconomists
when they argue against what they call “austerity”.






1 1 Public spending

11.1 Public spending: past and present

The analysis of public spending in most public finance textbooks is gen-
erally related to the spending programs and the experiences of particular
countries, especially the USA’s Social Security and Medicare, Medicaid,
and Food Stamp Program, or the UK’s National Health Service. As we
saw in earlier chapters, the general rule on public spending that had pre-
vailed in the distant past had been that it should be kept as low as possible
to minimize the negative impact that the taxes to finance it could have on
a country’s economy.

While public spending was considered largely unproductive, it was recog-
nized that some was needed to finance necessary public goods, especially
for defense and for the protection of citizens and property. It was also
recognized that these public goods needed to be financed collectively
in order to be provided. There was no rule that indicated how much
spending should be allocated to that objective, and the amount could vary
significantly. Nonetheless, the general rule was: the less spending, the
better, to keep potentially damaging taxes at a low level.

Keynesian countercyclical fiscal policy created a different and new reason
for temporarily increasing public spending, in some periods. However,
the original Keynesian policy did not promote permanently higher public
spending, although many Keynesians (though not Keynes himself) later
came to believe that a higher share of public spending into GDP would
provide more protection against feared depressions.

Public finance theory has not provided any general rule that indicates
how much a country’s government should spend, except for the rather
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general advice that, whatever spending is chosen, it should be used effi-
ciently and should not create macroeconomic difficulties. The share of
public spending into GDP in different, advanced countries now varies
a great deal, from as low as 20 percent to about 60 percent of GDP. The
choice on the spending level has been largely guided by political pressures
and by policymakers’ perceptions of what citizens want or need. Some
governments prefer to spend more than others, and some high-spending
governments today are even accused of pursuing what some call “auster-
ity”, even when they are spending close to half of their country’s GDP.

This chapter will report on some spending trends, focusing mainly on
the decades after World War II, when spending grew at a fast pace in
many countries. Some general observations will be made on major public
spending choices. Good recent sources for spending statistics in advanced
countries can be found in Schuknecht (forthcoming). For earlier periods,
see Tanzi and Schuknecht (2000) and Tanzi (2011b).

A prominent Italian economist of the 19th century, Augusto Graziani,
wrote that “[t]he increase in public spending is a phenomenon so con-
stant and so characteristic of modern States that cannot be attributed to
some accidental, or pathological, reasons” (1897, p. 171, own translation).
He added that he could not agree with J. B. Say (1886), who had argued
that that increase could be mainly attributed to the prevalence of democ-
racy because it was taking place in all kinds of political regimes, both dem-
ocratic and non-democratic. Graziani referred to the writings of Adolph
Wagner and Paul Leroy-Beaulieu in support of his observation. Clearly
pressures for higher spending were already visible at that time.

Wagner had affirmed that “in the more developed countries, public
services were in continuous extension, and this extension finds its basis
and explanation in the development of social life . . . Financial difficulties
might slow down this tendency but not stop it” (cited in Graziani, 1897,
p. 172). Leroy-Beaulieu (1888) had advanced six causes for the growth in
public spending, two that he considered “necessary” and of “economic
and administrative nature”, and four “political” and somewhat “optional”.

The two necessary causes were (a) increases in the salaries of public
employees; and (b) the extension of public services, such as public educa-
tion and public works. Some of these services were the direct result of the
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technological developments that were being created in those years by the
Industrial Revolution.

11.2 Causes for public spending growth

The two causes suggested above for public spending growth would not be
the main drivers of public spending in the 20th century. The main drivers
would be factors that neither Wagner nor Leroy-Beaulieu could have
taken fully into account: the large increase in life expectancy that would
increase the share of older citizens in populations, and the politically
driven need to promote some income redistribution toward those at the
lower end of income strata.

The increase in life expectancy, together with a shrinking in the size and
concept of what constituted a “family”, would create a need for large
transfers of incomes between generations to support individuals in their
old ages who, no longer being able to work, would require transfers or the
accumulation of assets during their working life to sustain themselves in
their retirement years. These transfers could no longer come from other
members within large families.

The accumulation of assets to sustain the old could rely on both the
rationality of the individuals themselves, if they saved large proportions
of their working-life incomes, and on the efficiency of the private market
in investing those savings at reasonable rates of return. Otherwise gov-
ernment transfers (or transfers from charities) would become necessary.
Implicit in Leroy-Beaulieu’s view was a hypothesis that would be devel-
oped more fully in 1972 by William Baumol, that (real) public spending,
as a share of GDP, tends to grow in modern societies because productivity
growth is lower in activities promoted by the government (education,
health, support for culture, etc.) than in activities that remain in the
private sector and that can benefit from innovation and competition.

Neither income redistribution nor income maintenance were listed as
necessary reasons for the growth of public spending by Leroy-Beaulieu,
or assumed to be important by Baumol. These reasons would play a role
mainly in the decades after World War IT when they would become major
reasons for much of the future spending growth. In the future, the real,
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or consumption spending by governments (the part that directly absorbs
resources) would grow less than cash spending. Furthermore, regulations
would become more important in promoting various aspects of social,
or community, living. Some of these regulations would compel citizens
to buy insurance from the private sector to protect themselves against
various risks, including in some countries those of getting old or ill.

For the group of the 20 most-advanced countries, the share of total public
spending in GDP would grow from about 13 percent in 1913 to about 43
percent in the most recent years. Much of the growth would take place in
the two decades between 1960 and 1980, and much would be connected
with cash transfers (payment of pensions, subsidies to large families and
public enterprises, and others) rather than with actual, direct, govern-
ment consumption. In recent decades the number of public employees
would even fall in some countries. After the 1980s there would be little
growth in average public spending for the whole group, in spite of the
continuing aging of the population.

11.3 Different paths in social programs

The highest spending levels as shares of GDP would be reached by the
Scandinavian countries and by a few other, European, countries, includ-
ing Austria, Belgium, France and Italy. By and large, as a group, spending
in the Anglo-Saxon countries would lag significantly behind that of the
high spenders, the former having chosen a different social model. The
European countries would create a number of universal programs acces-
sible by the whole population, financed mostly by general taxes. These
programs significantly reduced some important financial risks faced by
whole populations, such as those associated with getting ill and old, being
unable to work, or lacking education and training required for modern
jobs.

The Anglo-Saxon countries would follow a different path. They would
give priority to means-tested, government programs, aimed at protecting
only specific categories of “deserving” citizens that satisfied specified
conditions. The universal programs would, naturally, be more expensive
and require higher tax levels.
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Government direct consumption would grow less than total spending. It
would grow by about 6-7 percent of GDP between 1937 (or 1960) and
the most recent years in advanced countries taken as a group (more in
some countries). A large share of the growth in spending would be in
cash payments. The growth in government consumption would come
mainly from higher spending on education (about 2-3 percent of GDP)
and in public health (about 5 percent), while public investment would fall
as a share of GDP following completion of major infrastructure projects
(railroads, airports, ports, school buildings, etc.); spending on defense
would also fall.

The aging of the population would, increasingly, become the main driver
of the rise in total spending (for general discussions, see Tobin and Wallis,
1968; Aaron, Bosworth and Burtless, 1989; Costabile, 2008). Aging would
require increased spending for public pensions, public health and for
other age-related expenditure. Some countries would rely more than
others on private sectors arrangements, but the need to pay more atten-
tion to income distribution, especially to raise the spending power of the
old and the young, would put limits on these private possibilities. The
ratios of retirees to those of working age (the old-age dependency ratios)
have increased and have been projected to continue to rise significantly
in future years, putting further pressures on government spending to
finance public pensions and public health. Some of the assets accumulated
in the past to finance future pensions are being exhausted in several coun-
tries, including the USA, shifting some problems to the future.

It is questionable whether private sector arrangements can offer relia-
ble alternatives for the future, because those arrangements (pensions
and health insurance) would require very high saving rates by workers
during their working life, and also high and risk free rates of return
on the amounts saved. If these arrangements are not compulsory, they
would also require a lot of rationality and lack of myopia on the part of
workers. The growth of self-employed occupations in recent years (the
gig economy) is not likely to help. Recent operational changes by central
banks that have reduced interest rates on safe savings investments and
simultaneously increased those on equity markets, are also not helping
in this direction. A stock market crash, as in October 1929, would create
major difficulties.



138 ADVANCED INTRODUCTION TO PUBLIC FINANCE

Money for assisting retirees must come either from accumulated assets,
from taxing the wages of the (fewer) workers during their working lives,
or from taxing accumulated wealth and the incomes of non-dependent
workers. The fact that the share of wages in national incomes has been
falling in important countries, and that many countries are already
running fiscal deficits and already have high levels of public debt, implies
that the taxation of private wealth, accumulated in the hands of a small
share of the population, will have to play a growing role in financing
public spending in the future. Income and/or wealth taxes on those who
own that wealth will need to go up. Recent political developments in
France and Chile, related to pensions, are vivid indications of things to
come for other countries.

Educational spending has been affected by two trends. On the one hand,
there is a need to provide literacy and modern, more advanced, education
and human capital to everyone, for competitive reasons vis-a-vis other
countries in a globalized world, and an attempt to equalize economic
opportunities for all children, regardless of their social background in
a world in which life incomes depend more and more on the quantity
and the quality of the human capital that is received from a formal edu-
cation. On the other hand, there has been a decline, experienced by many
advanced countries, in the number of births and of children attending
school. That decline must have contributed to reducing the growth of
educational spending.

Even in the distant past, most governments had played some role (often
assisted by private and religious charities) in providing support to indi-
viduals who were clearly unable to support themselves, such as orphans
and those physically and mentally invalided and without family support
(see Zamagni, 2000). When the objective of redistributing income became
an accepted goal for societies, a simple policy that could have been fol-
lowed by governments was that of creating a floor for the spending power
of all citizens by raising the general tax level and distributing part of the
higher tax revenue equally to everyone, rich and poor (see Atkinson,
1995; Stern, 2016). This minimum, vital income would have been more
valuable to those with the lowest incomes. No country chose this rational,
but radical, route. Countries generally opted for the “deserving route”,
by extending the range of the “deserving individuals” who could benefit
from specific government social programs directed to them.
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There were a few exceptions, such as the UK’s National Health Service,
introduced in the late 1940s and that was intended from the very begin-
ning to be a universal, tax-financed, public program. That program was
copied by several other countries, but not by the USA. In the years that
followed, some countries extended universal coverage to encompass,
among other things, education at all levels, social pensions, assistance
to the very old and asylums for the young. This assistance was provided
free (or was highly subsidized) to everyone. The programs were usually
financed by general taxation.

Some of the countries that chose the means-tested route, such as the USA
and several other Anglo-Saxon countries, accompanied the programs
with the growing use of “tax expenditures” which provided deductions
against income tax payments to taxpayers, and who acquired particular
goods, assumed to have some social value, called “merit goods” which
included interest payments for home mortgages and for money spent on
health, education, training, donations to charities and religions, and many
others. This approach, which helped many middle-class citizens, had
a side-effect of reducing tax revenue and public spending. Unfortunately,
it also significantly increased the complexity of tax systems, making them
more opaque and less transparent, creating new problems (see Tanzi,
forthcoming).

11.4 Benefits from public spending

Public spending can have several effects on citizens and societies. It can
reduce financial risks for individuals, increasing their sense of safety,
especially when spending is associated with efficient universal public pro-
grams that reduce risks and create better opportunities for all citizens. Or,
it can benefit only those citizens who qualify as a “deserving” group when
the spending is done through means-tested programs. Public spending
can also aim at promoting better socio-economic indicators (literacy, life
expectancy, employment, low corruption, better income distribution, low
crime rates, etc.) (see Tanzi and Schuknecht, 1997; Afonso, Schuknecht
and Tanzi, 2005).

On the negative side of spending, public programs must be financed
through taxes; taxes may create distortions and dead weight costs; and
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the programs may be executed inefficiently. While some literature on
these issues, over the years, has provided conflicting results, some studies
have reported negative effects coming from high tax rates (see Tanzi,
2011b, p. 287). It has also been argued that spending programs can create
“poverty traps” and promote less risk-taking attitudes in citizens, which
libertarian economists associate with the existence of what they call
“nanny states”. As a television documentary on Adam Smith has reported
(Curiosity Stream, 2016), the effect may be that of feeding animals in
parks — they may become lazy and lose the ability to hunt for food on
their own.

The relevant literature is extensive and generally country specific; lack of
space prevents its coverage in this short book. However, several European
countries, including Scandinavian countries, which have high tax levels
and universal public programs that reduce some important risks for all
citizens, and where the programs are financed by relatively broad-based
and non-complex taxes, including VAT, do not seem to have paid a steep
price for the high tax and public spending levels. They have continued to
be highly competitive, in spite of earlier warning by economists (see e.g.
Thakur et al., 2003; for a more complete discussion of this issue, see Tanzi,
forthcoming).



1 2 Fiscal federalism

12.1 Unitary and federal countries

Most modern, independent countries were born with either a unitary,
centralized government, responsible for all or most tax collection and
important public spending decisions and regulations for the whole
country (e.g. France), or with a decentralized, federal government struc-
ture (e.g. the USA, Canada, Switzerland, India). In the latter countries,
a central, nationwide government is responsible for satisfying nationwide
collective needs, and several, often many, sub-national governments
(called regions, states, provinces, counties, and municipalities) were given
responsibility for some localized needs.

Historical or political reasons and, to some extent size, were the major
determinants of whether a country became unitary or a federation.
Several modern countries (especially in Africa and the Middle East)
were assembled by combining separate and often diverse territories. Size
had often contributed to create greater cultural, religious and economic
differences among parts of large countries. Before modern technology
became available, communication between the distant parts had required
much time and, often, had faced problems. This had made it difficult for
representatives of distant regions to communicate with central govern-
ment officials, who resided in the capital city, and vice versa. Inevitably,
distance led to some de facto, if not always legal, independence for some
parts of large countries, as in China. In some cases it also contributed to
the development of different languages and cultures.

Today, physical distance is no longer a major problem for communica-

tion because it is now almost instantaneous due to modern technology,
and large distances can be covered in less time. However, significant cul-
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tural, religious, linguistic and economic differences may still exist among
different parts of, especially, large countries. These differences may make
different groups of the population desire or favor different levels and/or
different combinations of public goods. Consequently, they may prefer
to have different revenue levels and sources, and different regulations.
The variations may justify some administrative or legal decentralization,
which can be a factor in whether a country chooses a federal rather than
a unitary structure. Such decentralization may lead to frictions or even
conflict with the national government. This happens, for example, when
similar minimum standards for certain outcomes may be desired nation-
ally, but they may be opposed by sub-national governments.

Not surprisingly, the largest countries in the world (e.g. Russia, India,
the USA, Canada, Australia, Brazil, Indonesia, Argentina) tend to have
federal governments. These countries have a national government and,
often, two or even three other tiers of sub-national governments, which, in
turn, may include a very large number of jurisdictions. Some sub-national
governments are expected to deal with larger territories, called regions,
provinces, or states, such as California or Texas, and some with smaller
territories, such as cities, municipalities or counties.

Historically, cities always had some degree of fiscal, or at least admin-
istrative, independence, because they have specific, local needs that can
be dealt with more easily and more quickly when decisions and actions
can be taken locally. In some unitary states, as in France, this local inde-
pendence is achieved administratively by having representatives of the
national government at the local level (called e.g. prefects). In some cases
(e.g. the USA, Brazil) a high degree of fiscal independence has existed
from the beginning, for both cities and larger territories. For example,
Texas was an independent country before it became part of the USA.

From the beginning, sub-national governments may have needed, and
may have had, their own revenue sources and budgets. They may also
have had discretion over many regulatory decisions. Historically, munic-
ipalities, or cities had existed before modern nations or countries were
created. It was the inability of cities to satisfy certain collective needs
(especially protection against foreign invasions) that, in some cases, led to
the creation of countries (see Flora, 1909, p. 620). Because of their smaller
sizes, city states were less capable of defending themselves against power-
ful foreign invaders. This happened in Italy in the 16th century.
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Sub-national jurisdictions may have some, or considerable, political
power to raise their own revenue sources and to collect fees and fines from
local activities and populations. They can also have considerable discre-
tion over spending decisions and the use of regulations within their terri-
tories. This, for example, has been the case with the use of “occupational
requirements” for workers to operate in some categories and in some
areas, and zoning regulations for the use of land. At times, their political
power may not be matched by their administrative capacity to raise taxes,
leading to inefficiencies and fiscal difficulties. Because of size, national
governments normally have more capacity to collect taxes.

Some sub-national governments are allowed to issue public debt, as did
several states in the USA in the early part of the 19th century, and as
they have continued to do for capital spending in recent times, even in
the presence of balanced-budget rules. The sub-national governments of
some countries, such as those of Brazil and Argentina in the 20th century,
borrowed on a large scale. At times, they went as far as to issue short-term
bonds used as money. This power can make the budgets of sub-national
jurisdictions relatively “soft”, because, using the political power that they
may have, they may tend to rely on revenue assistance from the national
government. This is likely to lead to macroeconomic difficulties for whole
countries (see Tanzi, 2016). To some extent this problem has been faced
in recent years by that pseudo federation that is the European Monetary
Union, where some member countries (e.g. Greece, Italy, Portugal)
acquired large public debts. This situation has led some economists and
politicians to call for “socializing” the countries’ collective debt, that is,
for the collective sharing of the responsibilities for the debts of the various
parts. That situation has even led some economists to calls for printing
a parallel money by the high-debt countries.

“Soft budgets” shift the costs of public spending from some parts of a fed-
eration to the rest, thus allowing the governments of some sub-national
governments to promote their own political agenda by financing some of
their politically favored spending through revenue transfers from the rest
of the country. This has happened in several federations. Therefore, fiscal
federalism without truly enforced rules (such as effective balanced-budget
rules) can easily lead to macroeconomic difficulties. In spite of this, this
approach has continued to have some strong proponents, especially
those who believe in the magic of public spending and criticize what they
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call austerity. These individuals ask for solidarity in federations, or in
quasi-federal systems, such as the European Monetary Union.

Solidarity would require that some parts of a federation willingly subsi-
dize other parts, or that they assume responsibility for the latter’s spend-
ing actions or public debt. In some countries, such as Australia, there are
agreed rules that allow for some, regular transfer of revenue from richer
to poorer regions, recognizing the need for some income redistribution
across different parts of the country. The rules may be revised occasion-
ally to recognize changing needs.

As a general rule, the national government of a federation has, or should
have, a monopoly over the relations that the country has with other coun-
tries (including trade relations), matters of national defense, diplomatic
relations, immigration policies, the financing of nationwide infrastruc-
ture and public goods, dealing with national crimes, setting national
standards in weights and measures, and in other decisions that have
national relevance. However, there remain many other responsibilities,
some created by new technologies or social and economic developments,
in which decisions have to be made but may not be made, or may be
delayed, because there are no obvious, agreed rules to determine which
government is responsible for them. This has become a problem for some
countries.

In the economic literature of the distant past there were relatively few
discussions about questions of fiscal federalism, because political con-
stitutions, such as that of the USA, had assigned specific responsibilities
to national and sub-national governments, and spending was strictly
limited. Generally, in the past the US federal government had few func-
tions and spent only 2-3 percent of GDP in non-war years.

In his Principles of Political Economy, John Stuart Mill (2004 [1848])
made a distinction between government functions “that are inseparable
from the idea of government” and those that he considered “optional”.
He commented that continental European countries seemed to be more
inclined to expand the latter than did the UK (p. 728). It is especially in
these “optional” functions that disagreements are likely to have arisen
between central and sub-national governments because they are the ones
that have grown in importance in most countries. That growth has been
promoted by economic, technological and social changes, some con-
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nected with globalization. Different federal countries have made different
decisions (or, at times, have failed to make the needed decisions) in clearly
assigning these new responsibilities to specific parts of federations.

While there is only one national government in a federal country, there
may be thousands of sub-national governments, including those of
regions or states, and municipalities or counties. This fragmentation inev-
itably raises questions about the impact of size and economies of scale on
the productivity and efficiency of some decisions, including those related
to the collection of taxes. Size may become important in areas, such as
the efficiency of tax administrations and the extent to which the action of
a local jurisdiction (in matters of e.g. educational spending, assistance to
those with low incomes and other social programs) may create incentives
for free riders to move in from other jurisdictions. Recently, free riders
can be immigrants from other countries who may be attracted by gener-
ous welfare benefits.

It can be generalized that the smaller is a government within a federal
country, the narrower should be its area of responsibility, to minimize
spillover effects and inefficiencies, given its small size or scale. The
number of jurisdictions in a federation raises questions also about compe-
tition that may develop among them, which can have positive or negative
effects. 15th-century Italian city states, with their strong competitive
spirit, may have generated the positive phenomenon of the Renaissance,
but they may also have invited invasions by more powerful foreign
countries, which led to the economic and political decline of Italy in the
centuries that followed.

Among its many insights, John Stuart Mill’s Principles also commented
on the fact that there may be excessive fragmentation of what he called the
“public business”. In other words, there may be too many jurisdictions.
He wrote: “there are few countries in which a greater number of functions
are discharged by public officers, than in some states of the American
Union, particularly the New England States ...” (2004 [1848], p. 861). It is
obvious that he considered this fragmentation excessive and not optimal.

As a general observation, in countries where the function of the govern-
ment has grown over the past century, especially in the advanced countries
of Europe, that growth took place mainly, or more often, at the national
level, thus changing the past order of importance of the different govern-
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ment tiers. Therefore, “Wagner’s law of the growth of public spending”
seemed to characterize more closely the behavior of central governments
than that of sub-national governments over the past century. This trend
may have been in part the consequence of greater limitations in accessing
fiscal revenue that exist at the sub-national level, because of size and
administrative difficulties in raising tax revenue, and increasingly because
of tax competition from national and other sub-national governments,
and because of factor mobility (see Tanzi, 1995; Wildasin, 1998).

Tax competition increasingly exists also for national governments.
However, it is less intense (see Buchanan, 1997). The growth of the central
government was also due to the fact that citizens have wanted growing
and different government roles, and that central governments were more
efficient in managing the needed programs. Therefore the changing views
of what citizens expect their governments to do must have played a role in
transferring functions from local to national governments. Citizens also
seem to want more “optional” interventions and, for some social objec-
tives and outcomes, more implementation of minimum standards within
countries. These results can be achieved more easily and successfully by
national governments.

The above conclusion seems to be in line with the essence of Mancur
Olson’s (1969) equivalence principle. That principle states that the spatial
benefits of a given government’s public policy should be equivalent to the
administrative boundaries of the government that manages and finances
the policies. The benefits should not spill outside the borders of the
jurisdiction because of free riding and factor mobility. In a world where
the mobility of individuals has increased significantly, that principle
also implies that a government should be able to contain free riding by
individuals who live outside the jurisdiction, and also outward mobility
of some (high-income individuals) who live within the jurisdiction. The
outward move of a billionaire from a local jurisdiction can create large
gaps in that jurisdiction’s budget.

When thousands of jurisdictions (municipalities, counties, states or
regions) can make policy decisions, as happens with many federations,
and when many individuals have become more mobile, it is easy to see
how often Olson’s principle will be, or can be, violated. Some important
functions will not be performed, while others will be over-performed,
and efficiency problems will become common. Gramlich (1997, p. 74)
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reported that in the USA “there were 7500 local governments and special
taxing districts that have a large degree of autonomy .. .”.

Considerations connected with equity, the fight against poverty and the
creation of national minimum standards in some areas (e.g. education,
access to health services, results in health outcomes) have become more
important in the modern world than they were in the past. In these areas
the results, or the policy outcomes, cannot be completely left to the
market, or to the actions, or inactions, of sub-national governments, on
the grounds of preserving individual freedom for individuals and certain
groups, which is the main rationale for federal structures. For example,
the very wide differences in educational standards, life expectancy, access
to healthcare, or per capita incomes within a federal country, say within
the USA, are less acceptable today than a century ago.

These wide and, at times, extreme differences cannot be justified or tol-
erated by the political independence of sub-national governments, or by
the different desires or preferences of different groups. For example, data
published by Centers for Disease Control and Prevention (2018) have
shown that, in the USA, life expectancy for large groups (identified by
different zip codes) may vary by as much as 30 years between areas that
are as distant as nine miles (e.g. Chevy Chase and Anacostia, both in the
Washington DC metropolitan areas). Educational levels can also vary
enormously across areas, at a time when education largely determines the
life incomes of many individuals. A modern society within a democratic
country with a market economy is less likely to accept these differences,
and they can be reduced mainly by some actions of national governments.

At the time when many of the now-federal countries became independent,
governments had not been expected to have economic responsibilities that
extended much beyond the allocation of resources, necessary to provide
a few essential public goods. Public resources had been used mainly to pay
salaries for the small number of employees in public administrations, for
expenses related to national defense and for fighting occasional wars, for
building essential public roads and other essential infrastructure, and for
expenses connected with the pursuit of domestic justice and protection.
While a few of the above responsibilities were assigned to national gov-
ernments, there were other functions (such as the provision of a publicly
financed police force, garbage collection services, street lighting, the pro-
vision and maintenance of local roads, water provision), that were left to
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the sub-national governments, and especially to the cities’ governments,
to deal with. Rural areas received very few government services.

As discussed previously, in the closing decades of the 19th century several
economists were commenting, mostly negatively, about the high and
growing public spending that was taking place at the local (and mostly
city) level. That spending was leading to higher taxes. As Leroy-Beaulieu
put it:

One cannot have a good idea of the fiscal system of a country by paying atten-
tion to only national taxes. The budget of local governments reaches one third
or often one half of the national budget . . . the establishment of a local tax
system is a difficult problem. (1888, volume I, p. 708, own translation)

See also the interesting discussion of similar issues by Mill:

Those . . . who have discussed any particular question of government inter-
ference, such as state education . . ., regulation of hours of labor, a public
provision for the poor, etc., have often dealt largely in general arguments,
far outstretching the special application made of them, and have shown
a sufficiently strong bias either in favor of letting things alone, or in favor of
meddling . .. (2004 [1848], chapter XI, pp. 856-7)

The cities and provinces, or regions (states in the USA and Brazil) had
some rudimentary, local tax administrations that collected some revenue,
and some rudimentary budget offices. In some countries the local spend-
ing could be partly financed by negotiated transfers from the national
government. Occasionally the transfers could go in the other direction,
as happened under the 1777 article of confederation of the USA and also
in China (see Mihaljek, 1998, p. 193). Both the assignment of taxes and
the specific decisions of the regulatory and spending responsibilities of
national and sub-national governments, initially made, would in more
modern times, when the economic role of the state had grown, create
difficulties. The past role would become progressively more anachronistic
in several of the federal countries. However, it was not easy to change
age-old arrangements, which were often codified by the countries’ consti-
tutions. However, economic arguments should not be used to justify the
content of constitutions.

Until the Great Depression of the 1930s, in the USA about 70 percent of
all general taxes collected, and similar shares of public money spent, took
place at the sub-national level. That was the level responsible for most
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educational, security and infrastructure spending that absorbed much
of the revenue raised. Only about 30 percent (out of a total tax burden
that was then only about 10 percent of US GDP) was spent by the federal
government. Around the year 1900, total US public sector employment
had been only about 4 percent of the working population, mostly at the
local level. That share would rise to over 12 percent after World War II.

As mentioned earlier, Wagner’s “law of increasing public sector’s activi-
ties” has proven to be a more accurate description of the behavior of the
national government than that of sub-national governments. Between
the beginning of the 20th century and the 1990s, the share of total US
government expenditure, accounted for by the federal government, rose
from around 30 percent to close to 60 percent. The share accounted for
by states rose from less than 10 percent to close to 20 percent. A large
fall took place in the share of counties and municipalities, falling from
around 60 percent to under 30 percent. This fall occurred in spite of the
fast growth of cities (see Rosen, 1995, p. 509).

In the next section we discuss, briefly, how the changes reported above
match some of the theories on fiscal federalism that have dominated
thinking in recent decades.

12.2 Theories of fiscal federalism

Some of the arguments in favor of fiscal federalism have been largely
political. They are often based on the belief that governments’ activities
inevitably reduce the personal and economic freedom of citizens, and that
centralized governments that ignore the specific preferences of different
groups reduce the freedom of the individuals in those groups. The more
decentralized a country is, the more personal and political freedom is
supposed to have been preserved by its political constitution. This must
have been the thinking that drove the writing of some of the constitutions
of countries born as democratic. (For some historical experiences with
constitution, see Mihaljek, 1998.)

More recent, economic arguments for decentralization have been based
on ex ante and ex post theoretical views. The ex ante theoretical case is the
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one made most clearly by Wallace Oates in his influential 1972 book. The
ex post case is the one made earlier in 1956, by C. M. Tiebout.

The case made by Oates is based on the realization that different public
goods have different spatial characteristics. Some are supposed to benefit
a whole country, such as defense spending. Some, such as regional trans-
portation systems, forestry services, draining of swamps, and others,
benefit specific regions. Still others, such as street lighting, street cleaning,
garbage collection, and others benefit only particular districts and cities.
This differentiation requires that the supply of public goods is fitted to the
different areas’ and groups’ requirements.

When public goods are supplied by a centralized government, there is the
likelihood, or the greater probability, that the government might ignore
the various areas’ needs, or the preferences of the groups in them; or that
the government will not be well informed of the differentiated needs and,
therefore, it will supply a uniform package which will not be optimal for
all groups. As Oates put it, when “. . . the jurisdiction that determines the
level of provision of each public good includes precisely the set of indi-
viduals who consume the good” there will be “perfect correspondence” in
the provision of public goods (1972, p. 34). The supply will be optimum
for the groups.

In Oates’s normative model, if the spatial characteristics of public goods
differ, one might need to have a different jurisdiction in charge of each
public good. In theory, one would need a highly decentralized public
sector with as many sub-national jurisdictions of varying sizes as there are
public goods. In this theoretical world, “each level of government, pos-
sessing complete knowledge of the tastes of its constituents and, seeking
to maximize their welfare, would provide the Pareto-efficient level of
output . . . and would finance this through benefit pricing” (Oates, 1972,
pp. 32-4). Oates’s basic message is that centralization is costly if it leads
the government to provide a fixed bundle of public goods that differs
from the preferences of the citizens of particular regions, provinces or
municipalities.

The ex post case for fiscal differentiation was made by Tiebout, in
a much-cited 1956 paper. That paper was published shortly after Paul
Samuelson had published his two influential articles on the characteristics
of public goods, which had explained why public goods should be pro-
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vided by the government. Tiebout’s argument was different from Oates’s.
It was that a decentralized government system can become a surrogate for
competition and can bring to the action of the public sector some of the
benefits, in terms of allocation of resources, that competitive markets are
assumed to bring (see Israel, 1992). A decentralized system will generate
different bundles of public goods by its governments. The bundles will
reflect the preferences of the populations of different jurisdictions and
will offer choices to the country’s population. Each citizen will be able
to “vote with his/her feet” and move to the jurisdiction that provides the
bundle that more closely reflects that citizen’s preference. Conservative
economists saw this as a significant merit of fiscal decentralization.

When modern governments assumed the new, modern functions of sta-
bilization of the economy and redistribution and maintenance of incomes,
especially in the decade immediately following World War II, the new
government functions, which required increased public revenue, could be
pursued more efficiently at the higher, national levels. For this reason, in
The Theory of Public Finance (1959), Richard Musgrave assigned the two
relatively new government roles (stabilization and redistribution) to the
national government, in what he called multilevel finance (pp. 179-82).
He allocated very little space of his long book to questions of fiscal fed-
eralism. He must not have considered the topic particularly important.
As mentioned earlier, until the 1950s, local government activities had
attracted little attention and the importance of local governments had
been declining (see also Johansen, 1965, chapter 8 for statistical informa-
tion on several European countries).

Adam Smith hardly mentioned local governments in The Wealth of
Nations, and neither had David Ricardo in his 1823 book. Ahmad and
Brosio (2014) stated that it was John Stuart Mill who provided . . . the
first complete analysis of the economies of local government . . . that
informs the assignment of policies between levels of governments . . .”.
They added that . . . for Mill [local governments] were not appendices to
central government but had a distinct role to play, one independent of the
central government” (p. 6). These authors may have been too generous
regarding Mill’s discussion of local governments. A close reading of Mill’s
writing indicates that it was less complete and specific than implied by
Ahmad and Brosio.
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However, there is little doubt that when the role of the government
started becoming more important, especially in the later part of the 19th
century, it was at the local (city) level that it first grew, probably because
of the fast growth of cities in those years. In his remarkable, encyclopedic,
two-volume (1500 page) 1888 Traité de la Science des Finances, Paul
Leroy-Beaulieu had dedicated about 40 pages to the local governments of
several countries. The focus of these pages had been on the taxes to pay
for the higher spending, with hardly any discussion of the spending itself.
These pages included also the interesting prediction that in the future the
taxes of local governments would become less important. Therefore, cen-
tralizing trends must already have been visible at that time to informed
authors. Of course Bismarck would soon accentuate this trend with his
pension reforms in Germany.

At the beginning of the 20th century, the growing popularity of socialism
in continental European countries had created pressures for a kind of
“municipal socialism” by pushing for the “municipalization” (that is,
for the nationalization of enterprises on the part of local governments)
of enterprises engaged in providing services to local populations. These
enterprises tended to be “natural monopolies”, so they needed to be either
regulated, or made public. In the USA some of these enterprises had
started to be regulated, while in Europe they were being “municipalized”
(see Montemartini, 1902). The Scienza delle Finanze had shown more
interest in sub-national governments than had the foreign literature, even
though Italy was born with a unitary government (see Tanzi, 2018d).

In most federal states the assignments of traditional responsibilities
among different levels of government had been established by the coun-
tries’ constitutions. These legal documents had generally been written
in the distant past, at a time when the governments’ responsibilities had
been limited. The constitutions established political limits to the power
of governments, and especially to national governments. They could not
set an agenda for the future unknown needs and responsibilities of gov-
ernments. The consequence has been that, at times, there have been no
clear rules to determine which government level was responsible for new
activities, or for decisions, that had not existed, or had not been needed,
in the past. Economic development and new technologies have created
many new such needs over the years.
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The above developments have often led to difficulties and conflicts,
not easily solved by judicial systems (Supreme Courts) of countries.
Furthermore, it has become increasingly difficult to determine what is,
or should be, “rule of law”. Constitutional guidelines are at times not
very specific or helpful, while the decisions made by Supreme Courts
have become ideologically more questionable and more “politically influ-
enced”. Supreme Courts’ judges are increasingly chosen for their a priori
political views rather than for their legal acumen. This has become espe-
cially evident in recent years in the USA.

The literature on fiscal federalism has been dominated by American
scholars and American thinking. Its main selling point has been that the
populations of different parts of a country’s territory may have different
preferences for different bundles of public goods, taxes and regulations.
Therefore, the uniform packages that a unified government offered would
be too constraining and too limiting to the personal liberty of individuals
in different groups that made up a country. Fiscal federalism was seen as
a way of increasing choices by giving individuals in sub-national jurisdic-
tions some discretion over public goods packages. This policy was seen
as being welfare enhancing, compared with that of countries where the
national government made all the decisions. This position was endorsed,
with few qualifications, by some international institutions, mainly the
World Bank. Federalism would make the heavy hand of government less
heavy.

In 1961, the National Bureau of Economic Research organized a confer-
ence that included the major public finance scholars at that time. They
discussed fiscal federalism, within the context of the then growing
demands for a larger economic role by governments. The published
volume (NBER, 1961) included several papers that would help set the
stage for future thinking and writing on the matter. Among the papers
there was one by Charles Tiebout that summarized his influential views
on fiscal federalism at that time, contained in his 1956 paper. That paper
had attracted much attention and had been much cited.

Until recent decades, fiscal federalism has remained dominated by North
American thinking and institutions (both US and Canadian). In that
thinking the conclusion that it increased personal freedom was given
much weight. In more recent years, that literature has become more cos-
mopolitan and has expanded to cover issues and views common in other
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federal countries - it has become also more realistic. This more recent
literature has increasingly shown that difficulties that arise from federalist
structures, especially in meeting some minimum basic standards, such as
life expectancy and educational standards, have grown in several impor-
tant countries. Some of the assumptions in the fiscal federalism literature,
which had been accepted with few, if any, questions, are now challenged.
It is also realized that, in some cases, a federalist structure can easily lead
to highly questionable social results.

Tiebout (1956) had made the case that fiscal federalism provided a kind
of revealed preference for public goods and for a government’s economic
role, an issue that, after the publication of the two Samuelson papers
(1954; 1955) on public goods, had attracted a lot of attention from public
finance experts. Tiebout’s argument was that by offering different com-
binations of taxes and public goods within a country, fiscal federalism
offered a choice among different public goods packages. Therefore,
citizens could choose the government roles they liked, and could express
a revealed preference by “voting with their feet”. The implication was that
federalism gave individual citizens more freedom than in “unitary coun-
tries”. For economists that continued to regard the role of governments
with suspicion, this was an important advantage for “federations”.

Tiebout’s model was criticized by Samuelson and others, who were more
sympathetic to the growing role of government, and by several European
economists who were skeptical about its premises and assumptions. One
of these assumptions was the assumed knowledge on the part of normal
citizens of the policies of different jurisdictions. A second was the lack
of transaction costs associated with the move from one jurisdiction to
another. These costs, both financial and psychological, could be very
high. A third point was that many local jurisdictions had restrictions on
access to public benefits by those who moved in to an area, including
occupational requirements. A fourth was the likely presence of free rider
problems. Individuals that expect to receive welfare from more socially
generous jurisdictions are more likely to move to them, while those with
high taxable incomes may move to jurisdictions where taxes are lower.

This latter problem has become more serious today because of the greater
mobility of high-income individuals, who may move to low tax or zero
income tax jurisdictions, such as Florida in the USA, or even Singapore,
leaving large holes in the budgets of the governments from which they
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move out, say New Jersey. This problem may also exist when free and
better education, or free health services, make some individuals want to
move to particular jurisdictions and these services have to be financed.






1 3 Concluding remarks

This short introduction to public finance cannot claim to have done
justice, in any adequate or satisfactory way, to a field that has become
immense, increasingly complex and diversified, both in techniques and
in thought. Public finance is now far less unified in approach than it
used to be when it was considered a “science”. This book has focused on
ideas rather than on techniques, questioning the view that economics has
become “scientific”. Giving some mathematical symbols to some variable
that cannot be measured does not make it scientific.

The unifying paradigm that had characterized public finance in the
distant past evaporated during the Great Depression and especially after
World War II. It had been a paradigm that had seen the free market as
an efficient allocator of economic resources and an ethical distributor of
incomes. The market was assumed to need only a few simple rules and
little assistance in performing its tasks. It could be trusted with both the
task of allocating scarce resources and that of generating deserved, earned
incomes to those who provided the needed resources (land and natural
resources, capital, labor, and ideas) to the market. It was a simple, trans-
parent, efficient and optimistic world.

It was realized that a group of individuals living in a community might
have some needs that could be better pursued collectively. This required
some coordination, and the coordinating task was delegated to a central
authority called the government. The government was assumed to reflect
the interests of individuals in the community, and was expected to act on
behalf of the whole community. It would guarantee and protect property
rights, establish a few essential rules, and provide some needed public
goods. Its role would be limited, keeping low the taxes needed to finance
its activities. Public finance could be focused on minimizing the burden
that the payment of taxes imposed on citizens. There was little to say, or
to theorize, about public spending, or about regulations, and public debt
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was to be avoided. Certain basic individual rights (such as property rights,
freedom of expression and of religion, and others) were to be protected
by constitutions, even against the decisions of the majority. Rule of law
would prevail.

In the above world, the free market would reign supreme. It would
promote exchanges of goods and services, encourage specialization by
individuals, and promote productivity and, in the long run, general
welfare. Economic exchanges would be beneficial to both sides of the
exchanges. Therefore, the more exchanges there would be, the greater
would be public welfare. In this world, citizens would have the interest,
incentive and freedom to specialize and to find their own most econom-
ically attractive niche, or occupation, in that market. Each would pursue
his/her freely chosen interest, and an “invisible hand” would provide the
needed coordination for the whole market. There would be no need for
planning by a central authority and progress and economic growth would
be the spontaneous and natural outcome of this natural organization, as
Adam Smith had eloquently and beautifully explained in The Wealth of
Nations. The role of the government, in this world would be largely that
of an objective, fair and efficient referee. That role would require little
spending, low taxes and few regulations.

While the esthetic beauty and the potential efficiency of this scheme has
remained largely unchallenged in theory, and the fundamental role of
the market has not been, and cannot be, challenged by any other feasible
alternative scheme, its application to the real world, and not just to the
world of theorists, has come under increasing challenges, and not only
those of socialist thinkers, which will be ignored here. We shall mention
some of these challenges.

Governments are not run by robots who faithfully follow simple and clear
rules. Policymakers also do not have the wisdom of Solomon, the knowl-
edge accumulated by Google, and the compassion and empathy of Mother
Teresa. They are run by human beings with all the virtues, defects, vices
and irrationalities that make them human. Some of them realize that the
power and the tools of governments can be used to promote their personal
goals and the interests of their families, tribes and followers, rather than
the abstract interests of the community. “Leviathan” and “monopolistic”
governments, at times, acquire control of the government apparatus and
they are the ones that make the policy decisions even in countries that
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may superficially remain democratic. As governments grow in scope and
size, “principal-agent” problems develop within them when policymakers
are no longer able to supervise the daily activities of public employees
who, in their functions, have acquired discretion, or monopoly power, on
some operations that affect individuals and markets.

The number of more varied and complex goods and increasingly services
(including finance, health, insurance, touristic and educational) provided
by suppliers who are unknown and distant, have changed, in some fun-
damental ways, the character of the market that Adam Smith knew and
described. The complexity and the distance that now exists between sup-
pliers and consumers have created increasing opportunities to manipulate
market exchanges and, at times, also to raise transaction costs. A large and
increasingly complex market provides some opportunities for exploita-
tion. Various market failures (e.g. monopolies, monopolistic competition,
asymmetry in information, fake goods) have created increasing opportu-
nities for some market participants to exploit other market participants,
especially in recent years. In some sectors, and especially in the financial
sector, transaction costs have risen, providing high returns to those who
operate those sectors. In this sector the savings of savers are not smoothly
and cheaply transferred to the borrowers as they might have been in the
past. Those who handle the transactions take large cuts, and earnings in
the financial market as a whole have increased enormously.

Over the longer run business cycles have become more frequent and have
led to unemployment for workers who no longer have the safety nets that
had been provided in the distant past by large family units and religious or
other charitable institutions in the communities where they lived.

More democratic governments, in which most now have the right
to vote, have made citizens less tolerant of very uneven income and
wealth distributions, especially when they are connected with inheritance,
monopolies, luck, or government rules (such as monopoly protection of
intellectual property through patents), than with the ability and the work
input of a baker or butcher to produce better bread or meat to known
customers.

All the above factors, over the years, have pushed for a greater regulatory
or spending economic role by governments. That role grew during the
Great Depression and continued to grow after World War II, in some
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countries more than in others. That growth had a great impact on public
finance, a field that ceased to claim to be a science in which value judg-
ments could be excluded and scientific truths could be derived to guide
policies that would not disturb the equilibrium of the market. These
developments made public finance messier, more realistic and more
complex. Complexity increased exposure to errors and exploitation.
Attempts in the 1980s and 1990s to bring back an approach that would
give a larger role to the market and reduce that of the government lacked
realism. They could not have survived the test of time.

Fundamental questions remain unanswered: Has the larger role that the
government has assumed necessarily contributed to the improvement of
the welfare of citizens, given the real-life shortcomings and some inevi-
table problems in that role? And would a more limited role, given abuses
and distortions in the market, and the mistakes that governments make,
have generated a better world? On these questions the jury may still be
out. It is impossible to state what would have happened if the role of
government had remained limited while the market was becoming more
complex. Would the market have regulated itself better? Or would the
abuses have grown? Different economists would probably answer that
question differently.

Finally, the author of this book has become convinced that the way in
which governments intervene in the economy may be more important
than the size of their intervention, the aspect that often attracts more
attention. Interventions focused mainly on eliminating or reducing uni-
versal risks for all citizens, using transparent and broader-based taxes and
programs, are likely to achieve better results than those promoted with
means-tested programs financed by taxes that rely more on tax expendi-
tures. These programs create more complexity and more possibilities for
errors and abuses.

In conclusion, the objective of simplicity ought to be a fundamental input
in policy determination. Unfortunately, it has taken a back seat in many
countries, and in the work of most economists, compared with other
objectives.
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