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Chapter 1

Introduction to Normative Public Sector Theory

1.   Text presents mainstream normative economic theory of the public sector
	a.  Almost all micro oriented
	b.  Main competitors
		1).  Theory of public choice following James Buchanan
		2).  Behavioral economics

2.  The four fundamental normative questions
	a.  Legitimacy—what areas can government legitimately become involved in
	b.  What decision rules should government follow in each area
		1).  (a) and (b) comprise the theory of public expenditures
	c.  How should government finance these expenditures—theory of taxation
		1).  Sometimes subsumed within theory of public expenditures; e.g., externalities
		2).  If not, then need separate set of principles to design taxes
	d.  Within a federalist system of governments, two sorting or assignment questions
		1).  Which governments should perform the legitimate functions of government
		2).  Where should each person live

3.  Philosophical underpinnings of theory of public expenditures
	a.  Answer to legitimacy questions depends on economic system chosen
	b.  Choices range from: 
		1).  Centrally planned socialism (centralized decision making, use of national plan to process information and allocate resources, public ownership of capital, use of moral suasion as incentive)
		2).  Market capitalism (decentralized decision making by individuals and firms, use of markets to process information and allocate resources, private ownership of all resources, use of material incentives)
	c.  Public sector theory in West closely tied to market capitalism
	d.  Based on humanism:  idea of promoting individual development and well-being
	e.  Consumer (producer) sovereignty the fundamental normative value judgment of all of Western economics
		1).  People (firms) the best judges of their own self-interest, well-being
		2).   Argues in favor of decentralized market economy
	f.  Legitimacy of government in economic affairs based on market failure
	g.  Goal of government is pursuit of efficiency and equity as way to promote individuals well being
	h.  Efficiency:  pareto optimality
	i.   Equity:  end-results equity and process equity
		1).  End-results equity-judges whether outcomes fair; distributive justice
			--elusive goal:  no convincing argument for a particular optimal distribution of income, well-being
			--in  a tax/ transfer redistributive program, when to stop; how to balance gains of winners against losses or losers in a redistribution
			--Thurow:  equality of people deeply held in US--inequality of income always has to be justified
			--horizontal equity widely valued:  equal treatment of equals
		2).  Process equity—judges rules of the game
			--Nozick:  any outcome of a fair game is fair
			--problem:  is economic "game" fair? People start at very different points; e.g., whether born to rich or poor parents matters
			-- equal opportunity or equal access widely valued concept of process equity
			--also, social mobility, the ability to move through the distribution over time
	j.  Government as agent
		1).  Only preferences of individuals matter, not government officials
		2).  Limits the political content of the normative economic theory
		3).  Issues arise as to whether a policy is viable
			--social decision theory:  considers whether democratic voting consistent with efficiency and equity
		
4.  The two fundamental theorems of welfare economics
	a.  Given perfectly competitive markets and a number of technical assumptions on consumption and production, including no externalities, enumerated in the text
		1).  A competitive equilibrium is a pareto optimum
		2).  Any pareto optimum can be achieved by a competitive equilibrium with a suitable distribution of resources
	b.  End-results equity remains an issue even if both theorems hold
		1).   Need societal judgment on whether the distribution generated by the economy is acceptable
		2).  If unacceptable, what is the optimal distribution
	c.  Allocational issues require breakdown of one or more of the market or technical assumptions
[bookmark: _GoBack]	d.  Traditional concerns for public sector theory are externalities and decreasing cost production
	e.  More recently, legitimacy seen to result from private or asymmetric information
		1).  Ensure even-handed market exchanges; bureaus of weights, measures, workplace safety; people want independent certification of product quality
		2).  Private insurance markets vulnerable to principle-agent problem, with insured (agents) having information advantage over insurers (principals)
			--adverse selection:  multiple risks among insured unknown to insurers; insurers forced to charge one premium
			--moral hazard:  insured can influence the probability of a payoff unbeknownst to insurer
		3).  Threatens government-as-agent principle if people will not tell the truth about their preferences, characteristics to the government officials
			--mechanism design problem:  designing mechanisms such that utility-maximizing strategy for individuals, firms is to tell the truth about themselves
		4).  Can be viewed as source of all government activity
			--if information perfect, incentive for everyone is to extract all pareto-superior gains from any situation
			--only need left would be to solve the distribution question at societal level; end-results equity or distributive justice
			--transactions costs are a limiting factor if large number of individuals or firms involved
	f.  US federal, state, local expenditures almost all justified by some form of market failure

5.  Theory of Taxation
	a. Arises if public expenditure theory does not indicate how to finance particular expenditures
	b.  Efficiency issues
		1).  Design taxes that collect a given amount of tax revenue with minimum distortion
		2).  Substitute one set of taxes for another to reduce overall distortion/inefficiency
	c.  End-results equity
		1).  Taxes necessarily part of optimal redistribution
	d.  Additional goals:  ease of administration and simplicity; examples:
		1).  Try to limit tax evasion under private information
		2).  Simplicity to promote taxpayer compliance

6.  Fiscal Federalism
	a.  Why have more than one level of government?
		1).  One common answer:  lower level governments better know preferences of citizens; provide services at lowest level government consistent with efficiency and equity
	b.  Movement of people in response to public services, taxes in localities can generate inefficiencies; multiple equilibria, or no equilibrium
		1).  Also severely limit ability to redistribute
	c.  Knowledge of people at local level when voting for policies an important consideration:  Nash assumption or something more sophisticated

7.  Theory of public choice following Buchanan's critique of mainstream theory
	a.  People don't change their views; not self-interested in private affairs, other-interested in efficiency and equity in public affairs; instead, always self-interested
	b.  Efficiency test of government:  efficient if government gives people what they want--definition of legitimacy of government intervention
	c.  Only achieve that definition of efficiency in democracy under unanimity
		1).  Unanimity also consistent with pareto-optimality definition of efficiency
	d.  Unanimity impractical
	e.  Best alternative:  policies are legitimate if would have been passed unanimously at the constitutional convention
		1).  Major policy changes require amendments to the constitutional convention
	f.  Gives political content to public sector theory
	g.  Problem:  if everyone always self-interested even in government affairs, is there any such thing as good citizenship? 
		1).  Thin normative appeal thin relative to mainstream theory's quest for  efficiency, equity

8.  Behavioral public finance
	a.  Attempt to understand psychological basis of preferences
	b.  Help to explain anomalous behavior, behavior that is clearly not utility maximizing but is widespread
	c.  Two examples that are important to public sector economics
		1).  Framing effects
		2).  Present-biased preferences/self-control problems
	d.  Anomalous behavior challenges fundamental assumptions of normative public sector theory
	e.   In terms of positive theory, understanding anomalies can suggest policies that better meet government objectives
	f.  No general psychological theory of behavior has yet been developed by behavioral economists to replace mainstream economic theory
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