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- Microeconomic functions of government, the way government affects the allocation of resources and the distribution of income. The macroeconomic functions of government- the use of taxing, spending, and monetary policies to affect the overall level of unemployment and price level.  

- Public finance economists analyze not only the effects of actual government taxing and spending activities, but also what these activities ought to be.

The legal framework

- The first recorded taxes under the French regime were export taxes on furs.

- As trade increased, taxes on imports (customs duties or tariffs) and excise taxes on items such as tobacco supplanted export taxes as the main source of government revenues.

Federal government

- Section 91 of the 1867 Constitution Act gives the federal government the power “to make laws for the peace, order, and good government of Canada.”  Includes the power to raise money by any system or mode of taxation, section 25 prevents federal govt. from levying taxes on provincial lands and property. 

- Intent was to balance responsibilities with revenues. To achieve this the federal govt. provided statutory subsidies to provinces for general govt., justice, education, welfare, and internal transport services.

Provincial and local governments

- The 1867 Constitution Act limited to the use direct taxation within the province in order to raise revenue for provincial purposes. (Direct tax: imposed on the individual who is expected to bear the tax)

- Taxes on gasoline and motor vehicle licenses were introduced by the 1920s as a way to finance the road systems because of increasing use of automobiles and trucks.

The size of government

Three types of approaches to measure the size of govt. by the volume of its annual expenditures:

- Purchases of goods and services: the govt. buys a wide variety of items, everything from fighter planes to services provided by forest rangers.

-Transfers of income to people, businesses, or other govts. : the govt. takes income from some individuals or organizations and gives it to others. Examples are welfare programs such as Guaranteed Income Supplements under the Old Age Security Act and farm programs that guarantee prices for certain commodities.
-Interest payments: the govt. often borrows to finance its activities and, like any borrower, must pay interest for the privilege of doing so.

Accounting issues

A loan guarantee, in finance, is a promise by one party (the guarantor) to assume the debt obligation of a borrower if that borrower defaults. A guarantee can be limited or unlimited, making the guarantor liable for only a portion or all of the debt.

- By making loan guarantees now, the govt. is committing itself to some expenditures in the future.  

- Govt. pension plans, including the Canada and Quebec Pension Plans (CPP and QPP), also result in contingent liabilities. 

-Govt. should also fully account for contingent liabilities associated with contaminated sites and the contingent liabilities of aboriginal claims.

-The size of the official govt. budget depends on some rather arbitrary accounting decisions concerning whether and how certain items are to be included. 

-Considerable caution is required inn interpreting budgetary figures.

Hidden costs of government

- Regulations ensuring sanitary conditions in slaughterhouses, dairies, and bakeries were among Canada’s early health regulations that raised costs for businesses. 

-Permit and inspection fees increase the price of housing.

-Tax expenditures refer to the value of incentives and preferences given through the tax system for purposes that could be achieved through direct expenditures.  

Expenditures 

1. Health and social welfare
2. Education
3. Transportation, communication and protection of persons and property
- Much of the govt. budget consists of so-called entitlement programs- programs whose cost is determined not by fixed dollar amounts, but by the number of people who qualify.
Revenues
How are govt. expenditures financed?
- Tax revenues since roughly 80% of total govt. revenue comes from taxes.
- The personal income tax is the single most important source of revenue (36%)
- The federal govt. relies heavily on the personal income tax, collecting more than half of its tax revenues from its source.
-In contrast to the subnational (i.e. provincial and local) level, the federal govt. does not receive any revenue from property taxes. (exclusively in domain of provincial and local govt. and accounts for about 22% of their tax revenues)
- Federal transfers to provinces (and provincial transfers to local govts.) address the persistent gaps in revenue and expenditure shares. 

CHAPTER 2

Welfare economics

-Welfare economics, the branch of economic theory concerned with the social desirability of alternative economic states (relies heavily on indifference curves).

- This approach uses the concepts of efficiency and equity to evaluate the alternatives.

Pure exchange economy (see figure 2.1 page 21)

- An analytical device known as the Edgeworth Box depicts the distribution of apples and fig leaves between Adam and Eve. 

- The length of the Edgeworth box represents the total number of apples available in the economy

- The height is the total number of fig leaves 

- Any point within the Edgeworth box represents some allocation of apples and fig  leaves between Adam and Eve.

- Indifference curves with greater numbers represent higher levels of happiness (utility).

- An allocation such as point p (figure 2.3 page 22), at which the only way to make one person better off is to make another person worse off, is called the Pareto efficient. 

- Pareto efficiency is often used as the standard for evaluating the desirability of an allocation resources. If the allocation is not Pareto efficient, it is “wasteful” in the sense that is possible to make someone better off without hurting anybody else.

-Pareto improvement: a reallocation of resources that make one person better off without making anyone else worse off.

 - The locus of all the Pareto efficient points is called the contract curve (denoted mm in figure 2.7 page 24)

- For allocation to be Pareto efficient (to be on mm), it must be a point at which the indifference curves of Adam and Eve are barely touching. 

Mathematical terms: the indifference curves are tangent- the slopes of the indifference curves are equal.

- The absolute value of the slope of the indifference curve indicates the rate at which the individual is willing to trade one good for an additional amount of another, called the marginal rate of substation (MRS)

- Pareto efficiency requires that marginal rate of substitution be equal for all consumers

An economy with production

-Production possibilities curve shows the maximum quantity of fig leaves that can be produced along with any given quantity of apples 

- (figure 2.8 page 25) The ratio of distance wy to distance xz is called the marginal rate of transformation (MRT) because it shows the rate at which the economy can transform apples into fig leaves

- MRS measures the absolute value of the slope of the indifference curve

- MRT measures the absolute value of the slops of the production possibilities curve

- Marginal cost (MC) the incremental production cost of one more unit of output


The first fundamental theorem of welfare economics

- The first theorem of welfare economics states that a Pareto efficient allocation of resources emerges. In effect, this stunning result tells us that a competitive economy “automatically” allocates resources efficiently, without any need for centralized direction. 

Fairness and the second fundamental theorem of welfare economics

- Utility possibilities curve derived from the contract curve (figure 2.10 page 29). It shows the maximum amount of one person’s utility given the other individual’s utility level

- All points on or below the utility possibilities curve are attainable by society; all point above it are not attainable. By definition, all points on UU (figure 2.10) are Pareto efficient, but represent very different distributions of real income 

- Social welfare function: which embodies society’s views on the relative deservedness of Adam and Eve. Imagine that just as an individual’s welfare depends on the quantities of commodities he or she consumes, society’s welfare depends on the utilities of each of its members. 

- Society is better off when any of its members becomes better off

Figure 2.11 (page 29) depicts a typical set of social indifference curves

- Their downward slope indicates that if Eve’s utility decreases, the only way to maintain a given level of social welfare is to increase Adam’s utility and vice versa

- The level of social welfare increases as we move toward the northeast, reflecting the fact that an increase in any individual’s utility increases social welfare, other things being the same

Figure 2.12 (page 30)

- Point i  is not as desirable as point ii (point ii is on a higher social indifference curve that point i) even though point i is Pareto efficient and point ii is not. Point iii is preferred to either of these; it is both efficient and “fair”

- The First Fundamental Theorem of Welfare Economics indicates that properly working competitive system leads to some allocation on the utility possibilities curve

- Government intervention may be necessary to achieve a “fair” distribution of utility

- According to the Second Fundamental Theorem of Welfare Economics society can attain Pareto efficient allocation of resources by making a suitable assignment of initial endowments and them letting people freely trade with each other, as in Edgeworth box model

- Second Welfare Theorem is important because it shows that, at least in theory, the issues of efficiency and distributional fairness can be separated.

- If society determines that the current distribution is unfair, it need not interfere with market prices and impair efficiency. Rather, society need only transfer resources among people in a way deemed to be fair 

- Musgrave (1959) developed the concept of merit goods to describe commodities that ought to be provided even if the members of society do not demand them. Govt. support of fine arts is often justified on this basis

- The great advantage of welfare economics is that it provides a coherent framework for thinking about the appropriateness of various govt. interventions

- Every govt. intervention, after all, involves a reallocation of resources, and the whole purpose of welfare economics is to evaluate alternative allocations

CHAPTER 3

Market failure and the resource allocation role of government

- A market economy may fail to generate an efficient allocation of resources for two general reasons: market power and nonexistence of markets 

Market power

- The First Welfare Theorem holds only if all consumers and firms are price takers 
 
- If some individuals or firms are price makers, then the allocation of resources will generally be inefficient
 
WHY?

- A firm with market power may be able to raise price above marginal cost by supplying less output than a competitive firm would

- One of the necessary conditions for Pareto efficiency that relative prices equal relative marginal costs of production is violated

- Monopoly: where there is only one firm in the market and entry of new firms is blocked

- Natural monopoly: occurs when the production of some good or service is subject to continually decreasing average costs- the greater the level of output, the lower the cost per unit

- Any given output can be produced at the minimum total cost if it is produced by one firm

- A natural monopoly creates a role for govt. either in the form of regulation or public ownership of the firm

- Oligopoly: a few sellers 

Nonexistence of markets

- A market for a commodity does not exist, then we can hardly expect the market to allocate it efficiently

- Asymmetric information: one party in a transaction has information that is not available to another

- Insurance companies need to raise premiums or reduce the coverage, in the face of large payouts

- Premium and coverage adjustments would make grade insurance less attractive, perhaps to the point where no student would be willing to buy a policy

- The phenomenon we have described here is called moral hazard. It occurs in an insurance market where the insureds’ actions can affect the probability or the magnitude of a loss, and the insurance company cannot observe the individuals’ actions

- Adverse selection: t refers to a market process in which undesired results occur when buyers and sellers have asymmetric information (access to different information); the "bad" products or services are more likely to be selected. For example, a bank that sets one price for all of its chequing account customers runs the risk of being adversely selected against by its low-balance, high-activity (and hence least profitable) customers.

- Adverse selection is a problem of hidden info whereas moral hazard is a problem of hidden action
Externalities and public goods

- Externality: a situation in which one person’s behaviour affects the welfare of another in a way that is outside existing markets

- Public good: a commodity that is nonrival in consumption- i.e. the fact that one person consumes it does not prevent anyone else from doing so well- and nonexcludable- i.e. it is impossible (or very expensive) to prevent anyone from benefitting from the good

Economic justice and the redistributive role of government
 
The government of Canada and the provincial governments are required to:
(a) promoting equal opportunities for the well-being of Canadians
(b) furthering economic development to reduce disparity in opportunities 
(c) providing essential public services of reasonable quality to all Canadians
- If society determines that the current distribution of resources is unfair, it is necessary to interfere with market prices and impair efficiency. Rather, society need only use lump-sum taxes and lump-sum transfers to change the distribution of resources in a way deemed to be fair
- A lump-sum tax or transfer is an amount that is independent of the individual’s behaviour 
Figure 3.1 (page 41)
- If the government could use lump-sum taxes and lump-sum transfers to reallocate resources between Adam and Eve, then any allocation on the FF frontier could be achieved
- If the social welfare function displays a basic preference for equality, then a social indifference curve would be tangent to the FF frontier at the point ii and this point could be achieved with appropriate lump-sum taxes and transfers to Adam and Eve
- By varying income tax rate along CC. The CC curve lies inside the FF frontier because the tax transfer mechanism distorts the individuals’ behaviour by including them to work less
- This leads to a less efficient allocation of resources than could be achieved if the govt. had full info about the individuals’ characteristics and behaviour
- In effect, society is faced with an equity-efficiency trade-off when it uses a distortionary tax-transfer mechanism to redistribute income

Macroeconomic dysfunction and the stabilization role of the government 
- Govt. expenditures could be increased or tax rates could be cut when private aggregate demand declined to stabilize the aggregate demand for labour and keep the economy at full employment

Taxation: mankind’s great invention
- Taxation has allowed our society to harness resources for collective purposes that have vastly improved our material well-being
- For example, everyone relies on transportation facilities (sidewalks, streets, highways), govt. can provide these facilities because they are able to obtain command over resources
The alternative to taxation
Borrowing: governments can obtain command over resources by borrowing funds from savers and using to purchase goods and services and to make income transfers. Governments often use this method of finance when resources have to be mobilized quickly and for a limited period, as in the case of a war, or to finance large capital expenditure. Over the last thirty years govt. frequently borrowed (run deficits) to finance current expenditures.
Expanding the money supply: national govt. can also finance their expenditures by creating more money. Governments often rely on this method of finance in national emergencies, such as wars, and some Latin American countries have used it to finance their ongoing activities. However, expanding the money supply inevitably leads to inflation.
Conscription( same drawbacks as inflation tax, it is inequitable and inefficient): govt. can also obtain resources by conscripting or expropriating them. A govt. can simply compel individuals to supply the land, labour, and capital that the govt. needs. Often used in wartime, when need to obtain resources is extremely urgent.
Charging for govt. services: charge for the public services that the govt. provides. Main reasons why user fees cannot completely replace taxation are:
- public services such as public health measures are public goods
- exclusion may be very costly
- even if exclusion is feasible, charging for the service is inappropriate if the service is nonrival
- user charges cannot be used to pay for welfare services and other governments programs that are intended for the redistribution of income
Criteria for evaluating taxes
Equity: one of the main advantages of taxation over the other means of financing govt. activity is that the burden of obtaining the resources can be spread over a large segment of the population and not just the owners of the resources required by the govt.
Equity taxation can be characterized according to:
- the benefit principle: the tax burden should be distributed in relation to the benefit that an individual receives from public services 
- the ability to pay principle: the tax burden should be distributed in relation to an individual’s ability to pay taxes
- The benefit principle can be applied to the financing of public sector activities where there is a clear link between an activity and the benefit that an individual receives
There are two dimensions to equity based on ability to pay:
- horizontal equity or equal treatment of equals: two individuals who have the same ability to pay should pay the same amount of tax
- vertical equity or unequal treatment of equals: the total tax burden should be higher for those who have a greater ability to pay
- Taxes impose burdens by altering the prices of the commodities that consumers purchase and altering the returns that the owner of inputs- land, labour, and capital- receive when they sell or rent these inputs
- Taxes have efficiency costs when they cause firms to produce alternative products or to use alternative methods of production and when they cause households to alter their consumption, savings, work, or investment decisions
Compliance and administration costs: these are costs that are imposed on the private sector in complying with the tax system and the costs incurred by the public sector in administering the tax system. Compliance costs are incurred in maintain tax records, completing tax returns, and learning new tax procedures when the tax system changes
Visibility: public awareness of taxation levels is essential in achieving a reasonable balance between the private and public sectors’ provision of goods and services

CHAPTER 4
Public goods denied
National defence is a example of a pure public good defined as follows:
- Consumption of the good is nonrival- once it is provided, the additional resource cost of another person consuming the good is zero
- Consumption of the good is nonexcludable- to prevent anyone from consuming the good is either very expensive or impossible
A private good like pizza is rival and excludable
Even though everyone consumes the same quantity of the good, there is no requirement that this consumption be valued equally by all
-Indeed, people might differ over whether the value of certain public goods is positive or negative
Classification as a public good is not an absolute; it depends on market conditions and the state of technology 
- Consumption of an impure public good is to some extent rival or to some extent excludable
A commodity can satisfy one part of the definition of a public good and not the other
- Consider the streets of a downtown urban are during rush hour. In most cases, nonexcludability holds, because it is not feasible to set up enough toll booths to monitor traffic, but consumption is certainly rival.
A number of things that are not conventionally thought of as commodities have public good characteristics  
- Consumption of the income distribution is nonrival, and therefore it is a public good
Private goods are not necessarily provided exclusively by the private sector
- Medical services and housing are two examples of private goods sometimes provided publicly. Public goods can be provided privately (think of an individual sponsoring a fireworks display).
Public provision of a good does not necessarily mean that it is also produced by the public sector
- Garbage collection (some communities produce this service themselves) public sector managers purchase garbage trucks, hire workers, and arrange schedules. In other communities, the local govt. hires a private firm for the job and does not organize production itself.
Efficient provision of public goods
- To derive conditions for efficient provision of public goods useful re-examining private goods form a slightly different point of view form that in Chap 2
- Finding the market demand at any given price involves summing the horizontal distance between each of the private demand curves and the vertical axis at that price. This process is called horizontal summation.
- In consumer theory, a utility maximizing individual sets the marginal rate of substitution of fig leaves for apples (MRSfa) equal to the price of fig leaves (Pf) divided by the price of apples (Pa).
MRSfa(Adam)= MRSfa(Eve) = MRTfa
- This equation is necessary condition for Pareto efficiency derived in chap 2. As long as the market is competitive and functions properly, the First Welfare Theorem guarantees that this condition holds.
Deriving the efficiency condition
- It is impossible for one person to exclude the other from watching the display (fireworks is a public good)
- Efficient provision of a public good requires that the sum of each person’s marginal valuation on the last unit just equal the marginal cost
- Private good, we horizontally summed the individual demand curves. That procedure allowed Adam and Eve to consume different quantities of fig leaves at the same price
- A public good must be consumed in equal amounts. (the group willingness to pay is found by vertical summation of the individual demand curves)
- Private good everyone has the same MRS but people can consume different quantities; therefore demands are summed horizontally over the differing quantities
- Public good everyone consumes the same quantity but people can have different MRSs. Vertical summation is required to find the group willingness to pay
- For standard private goods everyone sees the same price and then people decide what quantity they want
- For public goods everyone sees the same quantity and the people decide what price they are willing to pay
MRS(Adam) + MRS(Eve)= MRT 
- For a private good efficiency requires that each individual have the same marginal rate of substitution and that this equal the marginal rate of transformation 
- For a pure public good the sum of the marginal rates of substitution must equal the marginal rate of transformation because everybody must consume the same amount of the public good 
MRSra(Adam) + MRSra(Eve) = MRTra      (4.2)
Optimality condition is:
MB(Adam) + MB(Eve)=MC                    (4.3)
- Social marginal benefit equals the marginal cost of producing another unit of the public good
- The efficiency condition for a private good described by equation 4.1 can also be stated in terms of marginal benefit and marginal cost (same equation as above)
Provision of public goods financed by distortionary taxation
- The condition for the optimal provision of public goods given by equation (4.2) or (4.3) is based on the assumption that lump-sum taxes are used to pay for the public good
- When a public good is financed by distortionary taxation, the cost of providing an additional unit of the public good is affect in two ways:
Increasing distortionary taxes to finance an additional unit of public good further distorts the allocation of resources in the economy and reduces economic efficiency. The cost of raising an additional dollar of revenue through a distortionary tax is called the marginal cost of public funds (MCF), generally greater than one.
The gross cost of providing an additional unit of the pubic good with distortionary taxation is MCF * MC
Providing an additional unit of public good may affect the government’s tax revenues thereby affecting the net cost of the public good 
- The provision of a public good would reduce the government’s tax revenues
- MR is a positive number if the public good generates revenues for the govt. MR is negative if provision of the public good reduces tax revenues
- The net amount of revenue that the govt. has to raise when it provides an additional unit of public good is (MC-MR) This additional net revenue has to be financed through increases in a distortionary tax, and therefore the total cost to the society of providing the additional unit of public good is MCF * (MC-MR)
MB(Adam) + MB(Eve) + MCF * MR= MCF * MC                 (4.6)
-When the MR is positive it can be viewed as an indirect benefit of providing the public good, and this additional benefit should be added to the direct marginal benefit, MB(Adam) + MB(Eve), to obtain the total benefit from additional public good provision. Each additional dollar of tax revenue allows us to reduce our reliance on distortionary taxes, and therefore the social value of the additional revenue is MCF * MR. If the MR is negative, then it is an extra cost of providing the public good and should be added to the cost term on the right-hand side of equation (4.6)
- When the MCF is greater that one and the MR is positive, MCF * (MC-MR) may be either greater or smaller than MC. Thus, with distortionary taxation, the cost of society of providing public goods may be either greater or less than it would be with lump-sum tax financing
Problems in achieving efficiency
- When a private good is exchanged in a competitive market, an individual has no incentive to lie about how much he or she values it
- For a nonexcludable public good, however, people may have incentives to hide their true preferences
- This incentive to let other people pay while you enjoy the benefits is known as the free-rider problem
- The entrepreneur could charge each person an individual price based on willingness to pay, a procedure known as perfect price discrimination 
The privatization debate
-Privatization means taking services that are supplied by the govt. and turning them over to the private sector for provision and/or production. Privatizing a publicly provided good is usually possible only when the good in question is excludable
Public versus private provision
- The commodity “protection” can be obtained from a publicly provided police force, Alternatively, to some extent, protection can also be gained by purchasing strong locks, burglar alarms, and bodyguards which are obtained privately. 
What criteria should be used to select the amount of each input? There are several considerations:
Relative wage and material costs: if the public and private sectors pay different amounts for labour and materials, then the less expensive sector ir preferred on efficiency grounds, ceteris paribus.
Administrative costs: under public provision, any fixed administrative costs can be spread over a large group of people
Diversity of tastes
Quality of information
Distributional issues: (fairness) Commodity egalitarianism may help explain the wide appeal of publicly provided education-people believe everyone should have access to at least some minimum level of schooling. 
Public versus private production
- Private ownership leads to lower costs in the long run 
Incomplete contracts: In cases where the private sector cost is lower than that in public sector and relatively complete contracts can be written, a strong case can be made for private production
Market environment: The merits of privatizing retail liquor stores are inherently difficult to evaluate because, while retail prices increased, the total cost to the consumer, including time and transportation costs, may have decreased. Furthermore, while the product selection in individual stores decreased, the range of products that consumers can access if they visit different stores has substantially increased. Finally, the gain in overall employment in the retail sector has to be set against the decline in the wage rates
Public goods and public choice
-Private markets are unlikely to generate pure public good in Pareto efficient quantitates 
CHAPTER 5
Externalities
- Dioxin is responsible for birth defects and cancer among other health problems
- An externality is a cost of benefit that occurs when the activity of one entity (a person or a firm) directly affects the welfare of another in a way that is not transmitted by market prices; externalities adversely affect economic efficiency
Externalities have several important characteristics: 
Externalities can be produced by consumers as well as by firms 
ex. Just think of the person who smokes a cigar in a crowded room, lowering the others’ welfare by using up fresh air, the common resource
Externalities are reciprocal in nature (it depends on the costs of alternatives for both activities)
Externalities can be positive or negative
ex. Getting hepatitis A vaccination before a trip, there is a benefit to you in that you face a significantly reduced probability of contracting the disease. In the case of a positive externality, an inefficiently low level of the activity is undertaken 
The distinction between public goods and externalities is a bit fuzzy 
- Public goods are activities that are intentionally produced to provide benefit to a community, whereas externalities are activities where the effect on the community is the unintended consequence of an activity that an individual or firm undertakes for its own benefit
Graphical analysis (p.67  Figure 5.1)
-The horizontal axis measures the amount of output Q, produced by Bart’s factory, and the vertical axis measures dollars
- The curve labelled PMB indicates the private marginal benefit to Bart of each level of output; it is assumed to decline as output increases
-PMC(private marginal cost) reflects payments made by Bart for productive inputs and is assumed here to increase with output
- As a by-product of its activities the factory produces pollution that makes Lisa worse off
-MD(marginal damage) is drawn sloping upward, reflecting the assumption that as Lisa is subjected to additional pollution, she becomes worse off at an increasing rate
- From a society’s point of view, production should occur as long as the marginal benefit to society (SMB) exceeds the marginal cost to society (SMC)
- First inputs purchased by Bart (value reflected in PMC)
- Second is the marginal damage done to Lisa as reflected in MD
- Social marginal cost is PMS plus MD
- Graphically the social marginal cost schedule found by adding together the heights of PMC and MD at each level of output 
- From a social point of view efficiency requires production of only those units of output for which SMB exceeds SMC. Thus, output should be produced just up to the point at which the schedules intersect, at Q*
Implications
- First, from this model we observe that there is no reason to expect private markets to produce the socially efficient output level when externalities are present 
- Finding the right amount of pollution requires trading off its benefits and costs, and this generally occurs at some positive level of pollution
- Geometrically, the net benefit on a given unit of output is the vertical distance between PMB and PMC
- This area dcg in figure 5.2, the dollar value of this loss equals 337.5$ (calculated as 0.5 x (60-45) x (110-65))
- Same time, Lisa becomes better off because the less Bart produces, the less the damage done to her fishery. For each unit that Bart’s output is reduced, Lisa gains an amount equal to the marginal damage associated with that unit of output. In Figure 5.2, Lisa’s gain for each unit of output reduction is the vertical distance between MD and the horizontal axis 
- Therefore, Lisa’s gain when output is reduced is the area under the marginal damage curve between 45 and 60 units 
Which pollutants do harm?
- Total suspended particles (TSPs) are widely considered to be the air pollutant most damaging to health 
What is the value of the damage done?
-Some attempts have been made to infer it indirectly by studying housing prices
- This price differential measures people’s willingness to pay for clean air 
Bargaining and the Coase Theorem 
Consider Figure 5.2
- Bart would be willing to not produce a given unit of output as long as he received a payment that exceeded his net incremental gain from producing that unit (PMB-PMC)
- Lisa would be willing to pay Bart not to produce a given unit as long as the payment was less that the marginal damage to her 
- MD > (PMB-PMC): the payment Lisa would be willing to make exceeds PMB-PMC at every output level above the efficient level of 45 units. At output levels lower than 45 units, the amount of money Bart would demand to reduce his output would exceed what Lisa would be willing to pay
Two important assumptions played a key role in preceding analysis:
1. The costs to the parties of bargaining are low
2. The owners of resources can identify the source of damages to their property and legally prevent damages
Coase Theorem implies that once property rights are established, no govt. intervention is required to deal with externalities
Mergers
-The market, then, provides a strong incentive for the two firms to merge- Lisa can buy the factory, Bart can buy the fishery, or some third party can buy both of them. Once the two firms merge, the externality is internalized  
Social conventions
- Unlike firms, individuals cannot merge to internalize externalities
- “Before you undertake some activity, take into account its external marginal benefits and costs.” Some more precepts, then, induce people to empathize with others, and hence internalize the externalities their behaviour may create
Taxes
- A Pigouvian tax is a tax levied on each unit of s polluter’s output in an amount just equal to the marginal damage it inflicts at the efficient level of output 
Figure 5.3 reproduces the example of Figure 5.1
- The marginal damage done at the efficient output Q* is distance cd. (This is the Pigouvian tax)
- For each unit he produces, Bart has to make payments both to the suppliers of his inputs (measured by PMC) and to the tax collector (measured by cd)
- To maximize his net benefits from producing and consuming output, Bart produces up to the output at which marginal benefit equals marginal cost. This now occurs at the intersection of PMB and PMC + cd, which is at the efficient output Q*
- Tax revenue is cd x id 
- It would be tempting to use these revenues to compensate Lisa, who is still being hurt by Bart’s activities, although to a lesser extent than before the tax
- The key point is that compensation to the victim of the pollution is not necessary to achieve efficiency 
- The tax approach assumes that it is known who is doing the polluting and in what quantities
Subsidies
- In Figure 5.4, Bart’s private marginal benefit at output level Q1 is measured by the distance between PMB and the horizontal axis, ge.
- The marginal cost of producing at Q1 is the sum of the amount Bart pays for his inputs (which we read off the PMC curve), and the subsidy of cd that he forgoes by producing (the perceived marginal cost schedule is PMC + cd
- For these output levels, the total opportunity cost, PMC + cd, is less than the private marginal benefit 
- Instead of having to pay the tax of ijcd, Bart receives a payment equal to the number of units of forgone production, ch, times the subsidy per unit, cd, which equals rectangle dfhc (Figure 5.4)
- The subsidy may cause so many new firms to relocate on the river that total pollution actually increases
- The subsidy payments have to be raised by taxes levied somewhere in the economy 
- In general, taxation distorts people’s incentives and it is not obvious that these distortions effects would be less costly than externality itself
Creating a market
Emissions fee:  govt. imposes a tax on each unit of pollutant instead of each unit of output 
- Figure 5.5: the horizontal axis measures emissions of pollutant and the vertical axis is measured in dollars
- Reducing emissions (moving from right to left along the MD schedule) generates benefits for Lisa since less damage is inflicted on her fishery  
Abatement activities: emission reducing activities that include changing production technology, switching to cleaner inputs, or reducing output 
- From an efficiency standpoint, emissions should be reduced as long as the marginal benefit from emission reductions exceeds the marginal abetment costs 
- Bart incurs abatement costs equal to area acd while the benefit to Lisa from the reduction in emissions is equal to area abcd. The net efficiency gain is equal to area abc
- Each polluter reduces emissions until his marginal cost of abetment is just equal to the 10$ emissions fee
- Since Homer and Bart face the same fee, the marginal cost of abatement will be equal across the two polluters. An appealing feature of the emissions fee is that it ensures that the total cost of abatement for a given reduction in emissions are minimized
- The govt. could introduce a cap and trade program
- The permit price is determined by the interaction of the supply and demand for permits
Figure 5.6
- With the auction, the permit revenue E x p* goes to the govt.; with the other scheme, the money goes to the firms that were lucky enough to initially receive free permits
- An advantage of price-based mechanisms, such as emissions fees and permit trading schemes, is that they generate incentives to achieve emissions reductions in the most cost-effective way
- Both emissions fee and the cap and trade approach achieve the efficient level of pollution
- The cap and trade approach has some practical advantages over emissions fee. One of the most important is that the cap reduces uncertainty about the ultimate level of pollution
- If the govt. is certain about the shapes of the marginal abatement cost and marginal damage schedules of Figure 5.5, then it can safely predict how an emissions fee will affect behaviour. But if there is poor info about these schedules, it is hard to know how much a particular fee will reduce pollution  
- Some potential problems with the auctioning scheme. Incumbent firms might be able to buy pollution permits in excess of firms’ cost-minimizing requirements to deter other firms entering the market
Regulation
- Incentive based approaches provide polluters with financial incentives to reduce pollution. Command and control regulation, as an alternative to the incentive-based approaches, can take a variety of forms, such as technology or performance standard
- Such regulations require a given amount of pollution reduction with limited or no flexibility as to how it might be achieved and are, as a result, less flexible than the incentive-based approaches 
- In general each firm’s appropriate reduction in output depends on the shapes of both its private marginal benefit and private marginal cost curves. Hence, a regulatory rule that mandates all firms to cut back by equal amounts leads to some firms producing too much and others too little 
Positive externalities
- Supposed that when a firm does research and development (R&D), the private marginal benefit (PMD) and private marginal cost (PMC) schedules are as depicted in Figure 5.8
- In Figure 5.8, the marginal benefit to other firms of each quantity of research is denoted EMB (for external marginal benefit). The social marginal benefit of research is the sum of PMB and EMB, which is depicted as SMB
- Efficiency requires the equality of private marginal cost (which in this case equals the social marginal cost) and social marginal benefit, which occurs at R*. Hence not enough R&D is done
- Just as a negative eternality can be corrected by a Pigouvian tax, a positive externality can be corrected by a Pigouvian subsidy 
- Specifically, if the R&D conducting firm is given a subsidy equal to the external marginal benefit at the optimum- distance ab in Figure 5.8- it will be induced to produce efficiently
- When an individual or firm produces positive externalities, the market underprovides the activity or good, but an appropriate subsidy can remedy the situation
A cautionary note
People understand if:
- they can convince the govt. that their activities create beneficial spillovers, they may be able to dip into the treasury for a subsidy
- Requests for such subsidies must be viewed cautiously for two reasons:
1. One way or another, the subsidy has to come from resources extracted from taxpayers
2. When the presence of a beneficial externality is claimed, its precise nature must be determined. The fact that an activity is beneficial per se does not mean that a subsidy is required for efficiency. A subsidy is appropriate only if the market does not allow those performing the activity to capture the full marginal return

CHAPTER 6
- The art of govt. consists in taking as much money as possible from one class of citizens to give to the other
Distribution of Income
- Tracing out these cumulative income shares 2008 yields the curve 0ab, commonly referred to as a Lorenz curve (Figure 6.1)
- If income is distributed equally, the Lorenz curve will coincide with the 45* line. The more unequal the distribution of income, the further away the Lorenz curve will lie from the diagonal 
- Globalization and welfare cutbacks implemented in the 1990s are often blamed for the increasing polarization in the income distribution
- Poverty line: a fixed level of real income considered enough to provide a minimally adequate standard of living
- The most widely used poverty lines are Statistics Canada’s Low Income Cut-Off lines, commonly referred to as LICO
- The 2008 low income cut-off lines are based on an analysis of the 1992 expenditure pattern of households and define the income level at which families usually spent 54.7 percent or more on food, shelter, and clothing
- The low income cut-off lines are adjusted using an equivalence scale for the size of the household and the size of the community in which the household lives
- The low income cut-off for an unattached individual in 2008 living in an urban are with a population exceeding 500,000 was 22,171$ and 15,562$ in a rural area. For a family of four, it was 41,198$ in a large urban area, and 28,361$ in a rural area 
- Public and private pension benefits have contributed significantly to this decline
- Despite the progress that has been made in reducing the incidence of poverty among the elderly and children, poverty rates for some groups remain high 
- Table 6.1(p.89) shows there is a significant variation in the incidence of low income across provinces and across family types
Interpreting the Data
- Survey of Labour and Income Dynamics (SLID)
- In-kind transfers and payments in commodities or services rather than in cash are excluded but obviously affect an individual’s standard of living 
- Gifts, inheritances, and the implicit rental income from owner-occupied housing are other forms of in-kind income that are not included in the Statistics Canada data
- Economic families are defined by Statistics Canada as a group of individuals sharing a common dwelling and related by blood, marriage, or adoption
- Unattached individuals are either living alone or living in a household with other unrelated individuals 
- Comparing the standard living of families and unattached individuals is difficult because while families have to spread their income among several individuals, there can also be economies from living together, especially in the consumption of housing 
- Earner income depends on items as diverse as physical strength, intelligence, effort, education, marriage decisions, the existence of race and sex discrimination, the presence of public welfare programs, and luck 
Utilitarianism
- Conventional welfare economics posits that the welfare of society is defined by the well being of its individual members
W=F(U1,U2,….Un)
- A change that makes someone better off without making anyone worse off increases social welfare
- This utilitarian maxim is usually interpreted by economists as implying a social welfare function that is simply the sum of individuals’ utilities. It is referred to as an additive social welfare function: W= U1 + U2 +…+ Un
- Redistribute income as long as it increases W
Assume:
1. Individuals have identical utility functions that depend only on their incomes
2. These utility functions exhibit diminishing marginal utility of income- as individuals’ incomes increase, they become better off, but at a decreasing rate
3. The total amount of income available to society is fixed 
- In Figure 6.3, the horizontal distance OO’ measures the total amount of income available in society
- Because Peter is richer than Paul, Peter’s loss in utility is smaller than Paul’s gain, so the sum of their utilities goes up
- Geometrically, the area under each person’s marginal utility of income schedule measures the change in his utility induced by the income change
- The sum of their utility therefore increases by shaded area cefd
- Only at point I*, where incomes and marginal utilities are equal, is social welfare maximized 
Assumption 1: The validity of the notion that individuals have identical utility functions is fundamentally impossible to determine (satisfaction cannot be objectively measured)
Assumption 2: The assumption of decreasing marginal utility of income. Government redistributive policy cannot change social welfare 
Assumption 3: By this assumption, the total amount of income in the society, distance OO’, is fixed. The size of the pie does not change as the govt. redistributes its pieces
The Maxim Criterion
- The form of the social welfare function plays a crucial role in determining the appropriate governmental redistribution policy 
- According to Equation (6.4) W= Minimum (U1,U2,…,Un), social welfare depends only on the utility of the person who has the lowest utility
- This social objective is often called the maximin criterion because the objective is to maximize the utility of the person with minimum utility
- The maximin criterion implies that the income distribution should be perfectly equal, except to the extent that departures from equality increase the welfare of the worst-off person 
- Figure 6.4 illustrates the policy prescriptions for the distribution of income given the additive social welfare function described by equation 6.2 and the maximin criterion given by equation 6.4
LOOK AT FIGURE 6.4 (p.94)
- Initial distribution of utilities absent govt. intervention is given by point i
- Panel a considers the optimal redistribution given the additive social welfare function 
- Social welfare is highest at point c when incomes (and the resulting utility levels) are equal 
- Any redistribution that reduces a rich person’s utility and improves the utility of the least well-off individual, increases social welfare 
- Society’s welfare is now maximized at point d where incomes and utility are no longer equal. Redistributive policy moves the economy from point i to d 
- Original position an imaginary situation in which people have no knowledge of what their place in society is to be 
- Rawls believes people’s opinions concerning distributional goals are impartial and fair
- He then argues that people adopt the maximin social welfare function because of the insurance it provides against disastrous outcomes (his analysis is controversial)

Pareto Efficient Income Redistribution 
- We assume that redistribution makes some people better off and other worse off
- Redistribution was never a Pareto improvement- a change that allowed all individuals to be at least as well off as under the status quo 
- Imagine that high-income individuals are altruistic, so their utilities depend not only on their own incomes, but those of the poor as well. Under such circumstances, redistribution can actually be a Pareto improvement 
- Indeed, efficiency requires that income be redistributed until Peter’s gain in utility from giving a dollar to Paul just equals the loss in Peter’s utility caused by lower consumption
- If the govt. uses its coercive power to force everyone who is wealthy to redistribute income to the poor, economic efficiency increases 
Nonindividualistic Views 
- Social welfare is some function of individual’s utilities, and the properties of the optimal redistribution policy are derived from the social welfare function
Cash versus In-Kind Transfers
- Many transfer programs involve either the provision or the subsidization of a specific commodity
- Figure 6.5 (p.98) the total cost of the housing voucher to the govt. is equal to C2- C’2 or, equivalently, the vertical distance x
- Now suppose that instead of the housing voucher, the govt. gave her the equivalent lump-sum cash subsidy X
- This would increase her total income Y + X, and her new budget line would be ZZ’
- Figure 6.5 shows that in this instance the recipient is indifferent to whether the transfer takes the form of a housing voucher or a cash transfer
- This result depends on the individual’s preferences and in particular whether the housing transferred via the voucher is greater than the amount of housing the individual prefers to consume, Figure 6.6 illustrates this possibility 
- In-kind benefit programs may also involve higher administrative costs than an equivalent cash transfer



Asymmetric Information

- A govt. may have difficulty in distinguishing the “truly needy” who deserve a cash transfer from others who might try to take advantage of a cash transfer program pretending to be needy

- An in-kind transfer may help screen the truly needy from the pretenders

- A utilitarian would continue to prefer any allocation along cd, whereas a Rawlsian would prefer the equal utility combination at e where H/h is spent on therapy. The key point is that, with asymmetric info in-kind transfers may be an efficient policy tool

Commodity Egalitarianism 
 
- Commodities should be distributed equally

- With cash subsidies, the govt. cannot ensure that commodities are distributed equally since recipients are free to spend their cash however they please. In-kind transfers can overcome this problem

Paternalism

- When donors care about recipients’ consumption of certain commodities a policy of redistributing income via these commodities can be viewed as an attempt to correct an externality

- In-kind transfers may also be attractive politically because they help out only the beneficiary, but also the producers of the favoured commodity

- A transfer program that increases the demand for housing benefits the building industry, which therefore becomes willing to lend its support to a political coalition in the favour of the program 
 
- There is a widely held view among economists that in-kind transfers are less efficient than cash transfers, but in-kind transfers may be efficient policy instruments if it is difficult to identify the needy or if one does not accept the individuals’ preferences as the basis for making transfers 

CHAPTER 7

- Public choice: economic principles to the understanding of political decision-making

- Public choice models assume that individuals view of govt. as a mechanism for maximizing their well-being

Unanimity Rules

- Instead of each individual facing the same price, each faces a personalized price per unit of public good, which depends on his or her tax share. The tax shares are referred to as Lindahl prices

Feasibility of unanimity rules

- The Lindahl model shows the tax shares and level of public good provision that are agreeable to all members of society

- On the basis of their respective demand schedules, Adam and Eve vote for the number of rockets they want

- If agreement is not unanimous, the auctioneer announces another set of tax shares. The process continues until Adam and Eve unanimously agree on the quantity of rockets

- Lindahl’s procedure has two main problems

1. It assumes people vote sincerely. Strategic behaviour may prevent Adam and Eve from reaching the Lindahl equilibrium
2. Find the mutually agreeable tax shares may take a lot of time

Majority Voting Rules
- With a majority voting rule, one more than half of the voters must favour a measure for it to be approved 
- Although each individual voter’s preferences are consistent, the community’s are not. This phenomenon is referred to as the voting paradox
- Agenda manipulation is the process of organizing the order of votes to assure a favourable outcome   
- A related problem is that paired voting can go on forever without reaching a decision. The process can continue indefinitely, a phenomenon called cycling
- We define a peak in an individual’s preferences as a point at which all the neighbouring points are lower. 
- A voter has single-peaked preferences if, as she moves away from her most preferred outcome in any and all directions, her utility consistently falls. 
- She has double-peaked preferences if, as she moves away from the most preferred outcome, utility goes down, but then goes up again 
The median voter theorem 
- The median voter as the voter whose preferences lie in the middle of the set of all voters’ preferences; half the voters want more of the good than the median voter, and half want less
- The median voter theorem states that as long as all preferences are single peaked, the outcome of majority voting reflects the preferences of the median voter  
- When all preferences are single peaked, majority voting yields a stable result, and the choice selected reflects the preferences of the median voter. However, when some voters’ preferences are multipeaked, a voting paradox may emerge
Logrolling
- Another possible problem with simple majority voting is that it does nit allow people to register how strongly they feel about the issues
- Logrolling systems allow people to trade votes and hence register how strongly they feel about various issues
Arrow’s Impossibility Theorem 
A collective decision-making rule should satisfy the following criteria:
1. It can produce a decision whatever the configuration of voters’ preferences. Thus, for example, the procedure must not fall apart if some people have multipeaked preferences
2. It must be able to rank all possible outcomes
3. It must be responsive to individuals’ preferences. Specifically, if every individual prefers A to B, then society’s ranking must prefer A to B
4. It must be consistent in the sense that if A is preferred to B and B is preferred to C, then A is preferred to C
5. Society’s ranking of A and B depends only on individual’s rankings of A and B. Thus, the collective ranking of defence expenditures and foreign aid does not depend on how individuals rank either of them relative to research on a cure for AIDS. This assumption is known as the independence of irrelevant alternatives
6. Dictatorship is ruled out. Social preferences must not reflect the preferences of only a single individual
- They say that society’s choice mechanism should be logical and respect individuals’ preferences. Unfortunately, the stunning conclusion of Arrow’s analysis is that in general it is impossible to find a rule that satisfies all these criteria
- A democratic society cannot be expected to be able to make consistent decisions
- Arrow’s theorem does not state that is it necessarily impossible to find a consistent decision making rule. Rather, the theorem only says that it cannot be guaranteed that society will be able to do so
- Real significance of Arrow’s theorem is that it shows the need for a virtual uniformity of tastes if a democracy is to work
- Arrow’s theorem says that it may be impossible to make such decisions, and hence we cannot assume that a social welfare function really exists
Elected Politicians
- Median voter theorem: if individual preferences are single peaked and can be represented along a single dimension, the outcome of majority voting reflects the preferences of the median voter 
Single dimensional rankings
- If all political beliefs cannot be ranked along a single spectrum, the median voter theorem falls apart because the identity of the median voter depends on the issue being considered
Ideology
- The model assumes that politicians are simple vote maximizers, but they may care about more than just winning elections 
- The tension between maintaining ideological purity and winning power by adopting a less doctrinaire platform with a broad electoral appeal was a constant source of conflict 
Personality
- The assumption that voters’ decisions depend only on issues may be unrealistic. Personalities may sometimes be more important
Leadership
- Politicians passively respond to voters’ preferences. But these preferences may be influenced by the politicians themselves. This is just another way of saying that politicians provide leadership  

Decision to vote
- The analysis assumes every eligible citizen chooses to exercise his or her franchise 
- A free-rider problem emerges= each individual has an incentive not to vote, but unless a sizable number of people do so, a democracy cannot function
Public Employees
- Bureaucrats have been the target of much bitter criticism. 
- They are blamed for being unresponsive, creating excessive red tape, and intruding too much into the private affairs of citizens
- Bureaucrats provide valuable technical expertise in the design and execution of programs
- Another important function of bureaucrats is to provide accurate documentation of public sector transactions to ensure that al eligible citizens receive equal treatment from a particular publicly provided service, and to prevent various forms of corruption
- Niskanen suggested that power, status, and so on are positively correlated with the size of the bureaucrat’s budget and concluded that the bureaucrat’s objective is to maximize his or her budget 
- In Figure 7.5 (p.119), the efficient level is Q*, where the slopes of VV and CC are equal. Thus, the bureaucrat’s desire to build as large as an “empire” as possible leads to an inefficiently large bureaucracy
- An important implication of Niskanen’s model is that bureaucrats have incentives to expend effort on promotional activities to increase the sponsor’s perceptions of the bureau’s benefits- to shift up the VV curve
Special Interests
Source of income: Capital or labour
- According to orthodox Marxism, people’s political interests are determined by whether they are capitalists or labourers 
- Even though there is a tendency for those with high incomes to receive a disproportionate share of their income from capital, much of the income of the rich is also derived from labour
- Thus, it is difficult even to identify who the capitalists are and who the labourers are
Size of Income
- On many economic policy issues, the rich and the poor have different views, independent of the sources of their incomes 
Source of income: Industry of employment
- Both workers and owners have a common interest in govt. support for their industry
Region
- Residents of geographical regions often share common interests
Demographic and personal characteristics 
- The elderly favour public health care and generous public pensions; young married couples are interested in good schools and low payroll taxes
- Religious beliefs play a major role in debates over the funding of abortion and provincial funding of private schools
- Ethnic groups differ on the propriety of govt. expenditure for minority language education
- Gender is an important basis for interest-group formation
How individuals with common interests actually manage to organize themselves?
- Belonging to group may require membership fees, donation of time, and so forth
- Each individual has an incentive to let others do the work while he or she reaps the benefits, becoming a free rider
Rent Seeking
- Using the govt. to obtain higher than normal returns (“rents”)
- Rent-seeking behaviour generates a deadweight loss for society- a waste of resources- because the increases in prices distort consumers’ choices and because lobbyists spend their time influencing legislators and running public relations campaigns instead of using resources to produce new goods and services
Patronage
- Whether interest groups should be publicly funded depends on whether the groups represent the truly disadvantaged, whether the interests represented by the groups are “narrow” or “broad” and whether “levelling the playing field” is worth the potential for abuse
The judiciary
- Court decisions on the legality of various taxes have major effects on govt. finance
- The judiciary also affects the expenditures side of the budget 
Journalists
- The ability to bring certain issues to public attention gives the press considerable influence
Experts
- Legislative aides who gain expertise on certain programs often play important roles in drafting statues 
- They can also affect outcomes by virtue of their ability to influence which items are put on the legislative agenda 
Explaining Government Growth 
- A growing public sector is not a uniquely Canadian experience, as the figures for a few other Western countries in Table 7.6 indicate (p.123)
Citizen preferences
- Growth in govt. expenditure is an expression of the preferences of the citizenry 
Marxist view
- In the Marxist model, the private sector tends to overproduce, so the capitalist-controlled govt. must expand expenditures to absorb this production
- Typically, this is accomplished by augmenting military spending 
- The state attempts to decrease worker discontent by increasing spending for social services
- Eventually, rising expenditures outpace tax revenue tax revenue capacity, and the govt. collapses
Chance events
- In contrast to the theories that view govt. growth as inevitable are those that consider it as the consequence of chance events
- Occasionally, however, external shocks to the economic and social system “require” higher levels of govt. expenditure and novel methods of financing  
Societal attitudes
- Popular discussions sometimes suggest that social trends encouraging personal self-assertiveness leads people to make extravagant deans on the political system 
Income redistribution
- It has been hypothesized that govt. grows because low-income individuals use the political system to redistribute income toward themselves
Why not a huge once-and-for-all transfer as the poor confiscate the incomes of the rich?
- One reason is because, in Western countries, property and/or status requirements for voting have gradually been abolished during the last century
- One problem with this theory is that it fails to explain the methods used by govt. to redistribute income
- Govt. programs that benefit different income classes can exist simultaneously, so various views of govt. redistribution are not necessarily mutually exclusive
Controlling Govt. Growth
- Two types of argument are made in the controllability debate. One view is that the basic problem results from commitments made by the govt. in the past, so there is very little current politicians can do to change the rate of growth or composition of govt. expenditures
- Second argument, our political institutions are fundamentally flawed, and brining things under control is more than just a matter of changing the entitlement programs. A number of remedies have been proposed
Change bureaucratic incentives
- Niskanen, who views bureaucracy as a cause of unwarranted govt. growth, suggests that financial incentives be created to mitigate bureaucrats’ empire-building tendencies 
Change fiscal institutions
- Paul Martin (1996) described three principles in the federal government’s political strategy for controlling govt. spending during his tenure as Finance Minister from 1993 to 2002
1. Establish short-term targets with prudent fiscal assumptions. This forces politicians to deal with budgetary balance on a continual basis, rather than postponing decisions to later years
2. Use program reviews to allocate the cuts. Instead of unilateral spending cuts across department, ministers are obliged to prioritize programs
3. Engage in public consultation. An open process increases public input, confidence and understanding
 
CHAPTER 8
- The subject of fiscal federalism explores “the roles of the different levels of govt. and the ways in which they relate to one another”
- Decentralization ratio defined as the share of total govt. expenditures made by subnational governments, exclusive of grants received from the central govt.
- The decentralization ratio is by no means a foolproof indicator
- The point is that if provincial govt. spending behaviour is constrained by the federal government, the decentralization ratio over-estimates the true extent of decentralization in the system
- If provinces effectively lobby the federal govt. to achieve their own ends, the decentralization ratio may underestimate the degree of decentralized economic power
- A number of important spending activities are mostly in the hands of provincial and local govts.
- This ia partly the result of an explicit constitutional division of powers and responsibilities between the federal and provincial governments 
- Table 8.3 shows that the provincial/local govt. level accounted for more than 75% of spending in the areas of health, education, transportation, and communications, and the environment 2008-09
- The federal govt. on the other hand, accounted for over 70% of spending in labour, employment, and immigration, while expenditure shares for protection of persons and property, and for social services, were more balanced between the two govt. levels
Community Formation
Consider group of people who wish to band together to purchase land for public park, all the members of the group have identical tastes and that they intend to share the use of the park and its costs equally
- The “community” can costlessly exclude all non-members, and it operates with no transaction costs
Two decisions must be made: how large a park to acquire and how many members to have in community
- Consider first the relationship between the total cost per member and the number of members, given that a certain size park is selected. Large the community, more people to shoulder the expense of the park and smaller the contribution
- But if the per capita cost continually decreases with membership size, why not simply invite an infinite number of people to join? The problem is that as more people join the community, the park becomes congested
- We assume the marginal congestion cost increases the number of members
- For any given number of members in the community, how big should the park be? A bigger park yields greater benefits, although like most goods we assume it is subject to diminishing marginal utility 
Optimal community
- It suggests how community size depends on the types of public goods the people want to consume, the extent to which these goods are subject to crowding, and the costs of obtaining them, among other things
The Tiebout Model
Chap 3 examined the idea that markets generally fail to provide public goods efficiently
- The root of the problem is that the market does not force individuals to reveal their true preferences for public goods.
- Everyone has an incentive to be a free rider. The usual conclusion is that some kinds of govt. intervention is required
- In equilibrium, people distribute themselves across communities on the basis of their demands for public services
- Each individual receives his or her desired level of public services and cannot be made better off by moving (or else he or she would)
Tiebout’s Assumptions
- Tiebout’s proactive assertion that a quasi-market process can solve the public goods problem has stimulated a large amount of research. Research to finding a precise set of sufficient conditions under which the ability of citizens to vote with their feet leads to efficient public goods provison
Some of the conditions are as follows:
1. No externalities arise from local govt. behaviour 
2. Individuals are completely mobile
3. People have perfect info with respect to each community’s public services and taxes
4. The are enough different communities so that each individual can find one with public services meeting his or her demands 
5. The cost per unit of public services is constant, so that if the quantity of public services doubles, the total cost also doubles
6. Public services are financed by a proportional property tax
7. Communities can enact exclusionary zoning laws- statuses prohibit certain use of land
- Clearly, it is possible for a game of musical suburbs to develop in a Tiebout model. Exclusionary zoning prevents this phenomenon and thus maintains a stable Pareto efficient equilibrium 
Interprovincial Fiscally Induced Migration 
- Tiebout’s theory applies when, in addition to wage differentials, there are also higher net fiscal benefits (NFBs) in one of the two provinces
- Net fiscal benefits are simply the value of publicly provided services minus their cost to the recipient of those services
- This migration response to differences in NFBs is called fiscally induced migration
- One proposal for correcting this inefficiency is to use intergovernmental grants to equalize NFBs across provinces
- There is some evidence to suggest that migration is sensitive to NFBs
- Day and Winer (1994) found some evidence of migration responding to differences in the levels of expenditure, transfers, and taxation across provinces, although the magnitude of these responses would likely be empirically fairly small in the short term and would take long periods of time to have a significant effect 
- They also found that migration responded to regional differences in unemployment insurance benefits
 - For Canada equalization (or, more generally intergovernmental grants) may in practice actually worsen migration inefficiencies 
- Courchene and others (1970) argued that intergovernmental transfers may make the distribution of labour across provinces worse rather than better by inhibiting migration that should come about as a result of wage differentials
- In the case of mobile capital, the tax-raising effect associated with equalization may actually help to offset the downward pressure on corporate tax rates resulting from tax competition
Optimal Federalism
What is the optimal allocation of responsibilities among levels of govt. in a federal system?
- The goal of the theory of optimal federalism is to determine the proper division of activities among the levels of govt.
- Automatic stabilizers are taxes, such as income or sales taxes that rise when the economy is strong and decline when it is weak
-  On the spending side, automatic stabilizers include govt. programs, such as employment insurance and social assistance, that rise when the economy is weak and fall when it is strong
- As long as a government’s budget includes automatic stabilizers, it will contribute to macroeconomic stabilization regardless of whether it is at the nation or subnational level 
Advantages of a Decentralized System 
Tailoring govt. to local tastes 
- In great centralized nations the legislator is obliged to give a character of uniformity to the laws, which does not always suit the diversity of customs and of districts
- It is inefficient to provide individuals with more or less of a public good than they desire if the quantity they receive can be more closely tailored to their preferences
- Under a decentralized system, individuals with similar tastes for public goods group together, so communities provide the types and quantities of public goods desired by their inhabitants 
- The logic of federalism also suggest that economic regulations enacted at the national level may not make sense in every community 
Fostering intergovernmental competition
- Many theories of govt. behaviour focus on the fact that govt. managers may lack incentives to produce at minimum feasible cost
- If citizens are aware of other jurisdictions where programs are better managed, then substantial mismanagement may cause citizens to use their vote to support political parties that promise change
- This threat may create incentives for politicians and govt. managers to produce more efficiently and be more responsive to their citizens
Experimentation and innovation in regionally provided goods and services
- A system of diverse governments enhances the chances that new solutions to problems will be sought
- It is one happy incidents of the Federal system that a single courageous state may, if its citizens choose, serve as a laboratory, and try moral, social, and economic experiments without risk to the rest of the country 
- In the past, some programs that began as experiments at the provincial level eventually became federal policy
- Due to fiscal and other pressures, we will see increasing experimentation in the delivery of health care
Disadvantages of Decentralized System 
Consider a country composed of a group of small communities
- Each community govt. makes decisions to maximize a social welfare function depending only on the utilities of its members. We consider efficiency, then equity issues 
Efficiency Issues
Externalities
- In many situations, the activities undertaken by one community can affect the utility levels of people in the other communities
- Towns can affect each other negatively as well 
- If each community cares only about its own members, these externalities are overlooked
Scale economies in provision of public goods
- For certain public services, the cost per person may fall as the number of users increases
- Communities that operate with complete independence lose such opportunities for cost savings
- Various activities are subject to different scale economies 
- Consolidation is not the only way for communities to take advantage of scale economies
Inefficient tax systems
- Efficient taxation requires that inelastically demanded or supplied goods be taxed at relatively high rates and vice versa  
- Taxes levied by decentralized communities may not be efficient from a national point of view 
- Communities may select taxes on the base of whether they can be exported to outsiders 
- Efficiency requires that local public good be purchased up to the point where their social marginal benefit equals social marginal cost 
Scale economies in tax collection
- In individual communities may not be able to take advantage of scale economies in the collection of taxes
- Each community has to devote resources to tax administration and saving may be obtained by having a joint taxing authority 
Equity Issues
Suppose that the pattern of taxes and expenditures in a particular community is favourable to its low-income members
- If there are no barriers to movements between communities, we might expect an in-migration of the poor from the rest of the country 
- As the poor population increases, so does the cost of the redistributive fiscal policy
- As the same time, the town’s upper-income people may decide to exit
- The demands on the community’s tax base increase while its size decreases. Eventually, the redistributive program has to be abandoned
- In general, research to date suggests that caution is required when decentralized jurisdictions attempt to undertake income redistribution
Implications
- Efficiency requires that those commodities with spillovers that affect the entire country- national public goods- be provided at the national level 
- One possible solution is to put all the communities that affect each other under a single regional govt.
- An alternative method for dealing with externalities is a system of Pigouvian taxes and subsidies 
- Our theory suggests a fairly clean division of responsibility for public good provision-local public goods per regions, and the national public goods by the central govt.
- Given that regions might ignore the externalities created by their actions in the absence of such regulations, the presence of regulations may improve welfare 
The role of the Constitution
- The BNA Act laid out specific responsibilities for both the federal (Section 91) and the provincial (Section 92) governments
- Federal powers include such as matters as public debt, the regulation of trade and commerce, the postal service, defense, currency and coinage, and Native peoples and lands reserved for Native peoples
- Provincial powers include such matters as provincial borrowing, the management and sale of public lands, hospitals, and asylums, and generally all matters of a local or private nature within the province  
- Section 93 also gives powers over education to the provinces
- In Section 36(2) the federal govt. committed to the principle of “making equalization payments to ensure that provincial governments have sufficient revenues to provide reasonably comparable levels of public services at reasonably comparable levels of taxation.” This brings us to the matter of intergovernmental grants 
Intergovernmental Grants 
- Table 8.2 showed that while the federal government’s share of total govt. revenue exceeded its share of total govt. expenditure, the opposite was true for provincial and local governments
- Intergovernmental grants from one level of govt. to another are the main method for changing fiscal resource within a federal system and helping to “close” the gaps between revenue and expenditure shares at the different govt. levels
- Grants help finance activities that run practically the entire gamut of govt. functions
- More than half of federal grant outlays go for programs relating to post-secondary education, health, and social assistance
- Grants are also used for general fiscal assistance, development of infrastructure, and other purposes
- One explanation for the importance of grants emphasizes that over the last several decades the demand for the types of services traditionally provided by provincial and local governments- health, education, and social assistance- has been growing rapidly  
- Grants from federal govt. to provinces, and from provinces to municipalities, provide a way of correcting thus mismatch 
- A major problem with the mismatch theory is that it fails to explain why provinces and municipalities cannot raise their tax rates to keep up with increases in the demand for local public goods and services 
- One possible explanation is that tax competition limits the extent to which provinces can raise taxes 
Conditional Grants
- Conditional grants are sometimes called categorical grants
- The donor specifies, to some extent, the purposes for which the recipient can use the funds 
Matching Grant
- For every dollar given by the donor to support a particular activity, a certain sum must be expended by the recipient
- Theory alone cannot indicate how a matching grant affects a province’s expenditure on a public good. It depends on the responsiveness of demand to changes in price
- A matching grant is a sensible way to correct for the presence of a positive externality 
Matching close-ended grant
- With a matching grant, the cost of the donor ultimately depends on the recipient’s behaviour
Nonmatching grant
- Here the donor gives a fixed sum of money with the stipulation that it be spend on the public good
Unconditional Grants
- Intuitively, as long as the province wants to consume at least an amount of the public good equal to the grant, the fast that the grant is conditional is not relevant
Why should the federal govt. be in the business giving unconditional grants to provinces?
- One reason may be an imbalance or mismatch between revenue-raising capabilities and expenditure responsibilities 
- There may be a problem of tax competition among the provinces with the result that revenues are sub-optimally low
If the goal is to help the poor, why not give them money directly?
- One possible explanation is that the federal govt. is particularly concerned that the poor consume a grater quantity of the publicly provided good
Measuring need
- In any case, an unconditional grant program requires that the donor determine which provinces “need” money and in what amounts
- The amount of grant money received by a recipient govt. could depend on such factors as the size of its tax bases, per capita income, demographics, and unemployment relative to the national average
- In Canada an important factor in determining how much a subnational govt. receives from the federal govt. is the tax effort, normally, defined as the ratio of tax collections to tax capacity
- More fundamentally, the tax effort approach may be rendered totally meaningless because of the phenomenon of capitalization
- Capitalization compensates at least partially for the differences between the towns
- Just because Gomorrah levies a tax does nor mean it is “trying harder” than Sodom, because the Sodomites have already paid for their water in a higher price for living
Intergovernmental Grants in Canada 
- Both federal and provincial governments are sovereign within their spheres of influence, while municipalities have no special constitutional stats and are creatures of provincial governments 
- Most federal-provincial transfers come under four major programs: the Canada Health Transfer (CHT), the Canada Social Transfer (CST), Equalization, and the Territorial Formula Financing (TTF).
 - There transfers make up about 85% of total intergovernmental transfers
- The territories receive about 73% of their revenues in the form of intergovernmental grants from the federal govt. 
The CHT and CST
- Provincial programs in health care are supported by the Canada Health Transfer (CHT), while the Canada Social Transfer (CST) supports provincial spending in the areas of post-secondary education and social assistance and services
- Both the CHT and CST are technically non-matching, conditional grants 
Few conditions are actually attached to the use of funds
- Important conditions are the prohibition of residency requirements to determine eligibility for social assistance, and as adherence to the five principles of the Canada Health Act 

- The CHT transfer consists of a cash component and a tax point component and are currently allocated to provinces on an equal per capita basis 

- The CST also has a cash and tax component 

Equalization

- This program is the main vehicle for addressing fiscal disparities across provincial governments

- Prior to 2004, equalization took the form of a lump-sum grant- unconditional and open-ended

- Payments from the federal govt. to provinces were determined by comparing the fiscal capacity of each province with a given standard 

- The federal govt. begins by measuring provincial fiscal capacities for five tax bases: person income tax, business income tax, consumption tax, property tax, and natural resources 

- The system is known as the representative tax system

- The next step is to determine how much revenue a province would generate in per capita terms if it levied the national average tax rate on its tax

- Revenues are then compared to the per capita revenues that could have been generated by levying the same tax rate on the standard base, where the standard is defined as the national average

- The province’s per capita deficiency is added up for all five tax bases and multiplied by the province’s population to arrive at its equalization entitlement before adjustments 

- In Budget 2007, the federal govt. introduced a fiscal capacity cap to ensure that equalization payments would not lift a province’s total fiscal capacity above that of any non-receiving province 

- The federal govt. also announced that only 50% of natural resource revenues would now be included for equalization would not lift the fiscal capacity of any one receiving province higher than the average of all receiving provinces

- Finally, a ceiling was imposed on the annual growth in total payments
Territorial Formula Financing (TFF)

- The program is similar in nature to equalization and is designed to allow the three territories to provide public services comparable to those available in the provinces

Other

- Infrastructure grants in Canada generally take the form of a closed-ended, matching grant

- The grants flow through provincial governments to help fund longer-term infrastructure projects

- Also included in the category are federal grants in lieu of taxes ( a replacement for property tax on federal buildings and lands since the Crown cannot be taxed), transportation grants, and other items

Grants and Spending Behaviour

Whose indifference curves are they?

- According to the median voter theory (Chapter 7), the preferences are those of the province’s median voter

- Bureaucrats and elected officials play a passive role in implementing the median voter’s wishes 

- This phenomenon has been dubbed the flypaper effect because the money seems to stick in the sector where it initially hits

- Some explanations of the flypaper effect focus on data and econometric issues while others focus on the role of bureaucrats and politics

- As budget maximizers, the bureaucrats have no incentive to inform citizens about the community’s true level of grant funding

- By concealing this information, the bureaucrats may trick citizens into voting for a higher level of funding than would otherwise have been the case

- According to this view, the flypaper effect occurs because citizens are unaware of the true budget constraint 
