
PREFACE

Revising a textbook is not unlike renovating your home. Cer-
tainly, the motives are the same. You want to bring it up to date
and add new features, remove things you don’t like, develop a
new appearance and impression, and improve functionality, flow,
and continuity. Of course, you also want to make the final prod-
uct more attractive to potential buyers. Added to this is a con-
flicting desire to maintain the integrity of the original structure
as well as to preserve the tried, true, and familiar. The main dif-
ference, at least in the case of a public finance textbook, is sheer
necessity. People can choose whether or not to renovate their
homes, but in the fast-changing world of public finance, textbook
material becomes obsolete in short order. It is a matter of revise
or demise. One example is the federal budget. When I wrote the
first edition, unified budget deficits of over $100 billion had been
the norm for twenty years. In the second edition, it was neces-
sary to address the issue of actual and projected surpluses large
enough to pay off the entire national debt within a decade.

Revision and renovation have some other things in com-
mon. At the planning stage, ambition runs wild and no change
seems too big. Later, reality sets in and you begin to wonder
if, perhaps, a certain room (or chapter) does not need a com-
plete makeover. But midway through the renovation, you are
overwhelmed by the disarray and wish you had left things the
way they were, or could start afresh with a whole new blue-
print. You have nagging doubts about whether the object of
your attention will ever be whole again, and, if it is, whether
the patchwork will show. I hope that all traces of construction
are gone and that instructors familiar with the first edition will
find this not just a different book, but a better one.

NEW FEATURES IN THE SECOND EDITION
Authors sometimes experience a flicker of guilt in preparing
a new edition. Was this new edition really needed, or is it just
a marketing ploy? I have no such feelings. As a remodel, the
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second edition of Public Finance and the American Economy is an ambitious
undertaking. The changes are too many to enumerate, so I will simply highlight
the main ones.

Brand New Chapters
In addition to other changes, there are two whole new chapters. A new Chapter 7
contains a systematic description of the theory of government redistribution and a
complete analysis of the different reasons for government transfer programs. There
is also new information on the existing distribution of income and wealth, includ-
ing cross-country comparisons. The chapter explains in more detail than most the
benefits and costs of redistribution and the equity-efficiency trade-off.

Chapter 17, another new chapter, outlines the main options for federal tax
reform, including the national retail sales tax and other reform proposals in the news,
such as the flat tax and the consumed-income tax. In each case, the efficiency, equity,
and administrative implications of the reforms are identified and analyzed. The cases
for and against taxing consumption rather than income are fully discussed, along with
the different methods of taxing consumption. Reforms that would shift the tax sys-
tem toward taxing wealth or taxing pollution are also described and analyzed.

New Material Added in Many Chapters
Many chapters have been changed and rewritten to make them more interesting
and exciting for students to learn and instructors to teach. For example, Chapter 3
on public goods now includes the theory of privately provided public goods and a
discussion of the use of electronic tolls to reduce road congestion. Chapter 4 on
externalities looks at the U.S. experience with traceable permits in sulfur dioxide
and other pollutants. Chapter 8 on the antipoverty programs describes the recent
welfare reforms in depth and has an expanded section on new methods of measur-
ing poverty. Chapter 9 on Social Security and Medicare has extensive coverage of
the potential reforms to these programs, including privatization. The chapter also
describes the experience of other countries that have tried different reforms.

Chapter 10 uses the topical issue of tobacco taxes to explain the basic theory
of an excise tax, and Chapter 11 contains a diagrammatic explication of Harberger’s
general equilibrium model of tax incidence. Chapter 12 features a new treatment
of the issue of tax fairness and also uses the methods of tax policy analysis to explain
the double dividend of environmental taxes. In Chapter 13, the “marriage tax”
debate receives additional coverage. The chapter also includes new material on the
problems of measuring income for tax purposes. A summary of new methods and
research on the effects of income taxes on the labor supply is found in Chapter 14.
The difficult material on business income taxation in Chapter 15 has been revised
extensively to make it more interesting for students to read and easier for them to
understand. The chapter also has a new section on “corporate welfare.”

Economic events forced me to make extensive changes to Chapter 16 on fed-
eral budget surpluses and deficits. The causes and effects of current and projected
federal budget surpluses are explained in detail, and the chapter examines the rela-
tionship between the surplus and the problem of “saving” the Social Security pro-
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gram. The chapters on state and local public finance have been consolidated into a
single section for greater continuity. Chapter 18 on state and local expenditures has
expanded coverage of spending on education, including research on school voucher
experiments. Chapter 19 discusses the latest developments in state and local taxa-
tion, with new material on the hot topic of internet taxation.

New Internet Sources and Exercises
What a difference three years make. the first edition, I spent countless hours in the
basement of the library, looking up data in obscure and hard-to-find documents.
In preparing the second edition, I spent numerous hours surfing the internet for
the most current data and interesting issues to include. In the process, I discovered
that the internet is a terrific research tool for students of public finance. At many
sites, data on government spending and taxes are readily and freely available, some-
times in spreadsheet form. To name a few, at different sites can be found the entire
Federal Budget, the Statistical Abstract of the United States, the Green Book on Enti-
tlements, and the statistical appendix to the Economic Report of the President. The
internet is also a great place to find government policy documents and studies, as
well as analysis by many “think tanks” with an interest in government policy.

Because I want to share with my readers the dozens of useful sites I located, I have
added copious references to internet sites within each chapter. Also, to give students
practice in using the internet as a research tool, I have designed internet exercises for
each chapter. Each exercise directs the student to an interesting and useful site, and
asks him or her to answer questions or analyze a policy issue based on the information
found there. In some cases, the student can actually perform government policy sim-
ulations, such as changing the tax system from an income tax to a sales tax.

New Case Studies
Engaging the student in learning was a major goal of the first edition. I have tried
to enhance participatory learning in this edition by adding case studies to each chap-
ter. In each chapter, two sections titled “A Case in Point” apply the material learned
in the chapter to a real-world problem. Each case is followed by questions designed
to provoke students into thinking more deeply about the issue and are also useful
for generating informed classroom discussion. Many cases are based on all-new
material. In Chapter 1, a case examines the government’s balance sheet and the
question of government solvency, and in Chapter 2 a case on the deadweight loss
of Christmas illustrates the concept of deadweight loss. Chapter 4 presents a case
study on tradeable pollution permits so the student can learn how these markets
work in practice. Coalition busting is the subject of a case in Chapter 6, which
explores the implications of nontransitive majority voting for legislative decision
making. In Chapter 7, a case on measuring the marginal cost of redistribution is
used to explain the equity-efficiency trade-off. A case in Chapter 8 requires the stu-
dent to estimate the cost of expanding Medicaid to cover everyone without health
insurance, and Chile’s privatized social security system and Canada’s single-payer
health system are the subjects of cases in Chapter 9. The “case of the double divi-
dend” helps students understand the material they learned in Chapter 12, and a case
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in Chapter 17 estimates the rate of tax needed if the federal government were to
adopt a national retail sales tax. In other cases, I have expanded on examples used
successfully in the first edition.

CONTENT AND ORGANIZATION
Despite the many changes in the second edition, I have endeavored to preserve the
main content and organization of the first edition. The book is organized tradi-
tionally, with the chapters divided equally between spending programs and revenue
policies. Although I have followed the usual approach of presenting the spending
topics before the tax topics, the chapters are written so that instructors who prefer
to cover taxation first can do so without loss in continuity. As in the first edition,
Part One provides an overview of the basic facts about government spending and
revenue, and Part Two covers the theory of market failure, public goods, and exter-
nalities. One pedagogical change is that Part II now focuses exclusively on govern-
ment policies that change the allocation of resources and the impact of these policies
on economic efficiency. Issues and policies concerning equity and the distribution
of income have been consolidated in Part Four to provide a more coherent treat-
ment. Of course, efficiency and equity concerns are typically entwined in the real
world of policy, but my experience has been that the systematic treatment of these
different issues aids student learning and understanding. I have taken special effort,
however, to explain and illustrate that efficiency and equity are often in conflict,
which often causes disagreement about the best policies to choose. As in the first
edition, Part III covers two aspects of the government decision-making process—
public choice and benefit-cost analysis.

Part V introduces the basic theory of taxation, including the effects of taxes on
markets, the incidence of the tax burden, and the methods for evaluating different
tax systems. Part Six provides a comprehensive and completely up-to-date exami-
nation of the federal income tax system and its effects on the economy. In another
organizational change, I bowed to convention and collected chapters on state and
local public finance in Part Seven. In the first edition, the spending policies of state
and local governments were covered in the first half of the book along with the
other spending topics. This arrangement emphasizes my belief that the important
subject of state and local government should not be relegated to the “back of the
book.” I hope that I have maintained my commitment to a greater emphasis on the
state and local sector with two strong chapters, as compared to the single chapter
devoted to the topic in other public finance textbooks.

In writing the first edition, I was guided by my belief that the subject of pub-
lic finance is essential for interpreting and understanding the parade of fiscal events
and proposals we encounter in the news practically every day. This is no less true
in the second edition. For this reason, Public Finance and the American Economy
stresses policy issues more emphatically than do many other public finance text-
books. At the same time, understanding these issues requires the appropriate back-
ground in economic methods. This text is written for students who have taken
intermediate microeconomics, or at least a solid principles course that equips them
with the requisite analytical tools, such as the indifference curve diagram. Nonethe-
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less, the book should be accessible to students who have more limited back-
grounds, provided that they are willing to do some preparation. I have used intu-
itive and diagrammatic explanations wherever possible, often coupled with
numerical examples. More technically demanding topics, such as the private pro-
vision of public goods and the Harberger model of tax incidence, can be skipped
without loss in continuity. The main Appendix can be used to review microeco-
nomic theory, as deemed necessary.

I have attempted to write a book that students will enjoy and have taken every
opportunity to pique their interest. The “Case in Point” sections are good starting
points for generating classroom discussion on current policy questions, something
that I have found highly productive in teaching public finance. The Instructor’s
Manual provides further help in using the case studies in a classroom context. Many
of the problems at the end of the chapters are also designed with classroom discus-
sion in mind, and the Instructor’s Manual is again useful in developing these ques-
tions for classroom discussion.

Two problems that all public finance instructors face are the provisional nature
of the results of empirical research and the highly politicized nature of many of the
topics we teach. Policy advocates, of course, seem far more confident than econo-
mists in their knowledge of the way things are. In discussing the debatable empir-
ical research in public finance, I attempt to make judgments without being
dogmatic. I present empirical results that I believe to be relatively robust as if they
are facts, but point out the uncertainties and defects in research that I find more
problematic. Similarly, I avoid promoting my own political viewpoint but I have
not avoided presenting the political arguments of others. I try to present the best
arguments the two sides have to offer in any debate and leave it to instructors and
students to decide which argument has greater merit.

SUPPLEMENTARY MATERIALS
An Instructor’s Manual is available to adopters of the text. It contains chapter sum-
maries, suggestions for organizing lectures and classroom discussions based on
examples from the book, answers to the end-of-chapter discussion questions, and
questions and problems suitable for problem sets, quizzes, and tests. The material
in the Instructor’s Manual draws on my experience in teaching public finance for
more than twenty years and is designed to be helpful to both more and less expe-
rienced instructors.

The textbook also has a companion web site with content keyed to pages in the
text. The site contains new questions and answers, discussion of public finance issues
in the news, suggestions for reading, and links to data and information sites rele-
vant to public finance. Visit the site at http://www.awl.com/bruce.
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