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The Analysis of
Expenditure Policy

FOCUS QUESTIONS

1 What are the major steps in the analysis of a public expenditure
program?

2 What are some of the reasons why the actual effects of a
government program are different from those that are intended, or
those that are apparent at first sight? What is meant by the incidence
of a program? .

3 Why are some programs said to be inefficient?

4 How in practice are the distributional impacts of a program
assessed?

5 What is meant by the trade-off between equity and efficiency? Is
there always such a trade-off?

% Why might an understanding of the political process be relevant for
an understanding of the design of government programs?

At least since the beginning of the 1990s, there have been calls for change
In major segments of the American economy-—its health care and educa-
tion systems; for major reforms in welfare and social security; for cutbacks in
some programs, such as defense, and expansions in others, such as those
aimed at developing new technologies. This chapter provides a framework
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for thinking systematically about such policies: questions that need to be
asked, and methods that can be employed to help answer them. :

Policy makers need such a framework in order to address increasi.ngly
complex issues. Indeed, the complexity of most government programs is so
great that Congress delegates responsibility for working out most of the de-
tails (within guidelines Congress has set up) to the executive I.)ranch. in a
process called rule making, agencies of the executive branch (hke. the Envi-
ronmental Protection Agency or the Department of Transportation) spell
out these details, and the public is given time to comment. The Office of
Management and Budget (OMB) within the Office of the President pro-
vides guidance to the agencies in how to go about this process. Currently,
OMB guidance closely reflects the framework discussed in this chapt.er. ‘

This framework for analyzing public expenditures provides guidelines
for applying the efficiency and equity criteria presented in Chapters 3 and
5, It is not a simple formula that can be applied blindly to all problems, but
rather a list of considerations that should be raised. Some may be more xjele-
vant to certain government programs than to others. The kinds of questions
we are ultimately interested in addressing are:

® Why is there a government program in the first place?

° Why does the government program take on the particular form that it
takes?

s How does the government program affect the private sector?

» Who gains and who loses as a result of the government program? Are the
gains greater than the losses?

e Are there alternative programs that are (Pareto) superior to current gov-
ernment programs (that is, in which some individuals can be‘made better
off without adversely affecting anyone else)? Are there alternative programs
that have different distributional consequences but that at the same time
achieve the program’s primary objectives? What are the impediments to the
introduction of these alternative programs?

We begin by breaking down the analysis of public expenditures into ten
steps: (1) the need for a program; (2) market faitures ad(?lressed by the pro-
gram; (3) alternatives to the program; (4) particular design features of t]’-le
program; (5) private sector responses; (6} efficiency consequences; (7 d.ls-
tributional consequences; (8) equity-efficiency trade-offs; (9) public policy
objectives; and (10) the political process.

NEED FOR PROGRAR

1t is often useful to begin the analysis of a public program by investigating
the program’s history and the circumstances under which it arose. Who
were the individuals or groups who pressed for its passage, and what were
the perceived needs that it supposedly addressed?

MARKET FAILURES

For instance, when the bill establishing the social security program was
passed in 1935, the United States was in the midst of the Great Depression.
Up to that time, few employers provided adequate pensions for their em-
ployees, and the private market for annuities (insurance policies that pro-
vide individuals with a given annual income from retirement until death, re-
gardless of how long they live) was undeveloped; many individuals had
failed to save adequately for their retirement, and many who had saved had
found their savings wiped out by the stock market crash in 1929. The failure
to have adequate savings was not as irrational and improvident as it appears
to us today; in those days, many individuals continued to work until they
died. They needed life insurance to look after their family after their
demise, but not pensions for themselves. But in the Great Depression, many
of these individuals lost their jobs and had no unemployment insurance. It
was widely felt that society had to make some provision for them and that it
was preferable to do so on a systematic basis rather than just to solve the im-
mediate problems of the time.

MARKET FAILURES

"The second step in the analysis of public programs is to attempt to relate
the need, the source of demand, to one or more of the market failures dis-
cussed in Chapter 4: imperfect competition, public goods, externalities, in-
complete markets, and imperfect information. In addition, we saw in Chap-
ter 4 that even if the economy is Pareto efficient, there are two further
arguments for government intervention: first, that the distribution of in-
come emerging from the market economy may not be socially equitable;
and second, that an individual’s own perceptions of her welfare may be an
inappropriate or inadequate criterion for making welfare judgments. There
are merit goods, which the government should encourage, and merit bads,
which the government should discourage or prohibit,

In some cases, the nature of the market faiture is obvious: national de-
fense is a pure public good, and as we argued earlier, in the absence of public
provision, such goods will always be in undersupply. In other cases the an-
swers are not so obvious, and economists may not agree about the nature of
the market failure. Some economists believe that education is a public good,
for example. But most economists argue that it is essentially a private goed {in
the technical sense defined in Chapter 6) and that to find an explanation for
its public provision one must look elsewhere: for instance, at capital market
imperfections; at the distributive consequences of public provision; or at edu-
cation as a merit good, essential for the functioning of a democratic society.

The fact that there is a demand for the public provision of some good
or service does not in itself imply that there has been a market failure. Some
demands for public provision arise from an inadequate understanding of
the market and of the government’s capabilities for making things better.
Identiifying whether there is or is not a market failure is an essential step in
identifying the appropriate scope for government action.
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HIGHER
EDUCATION

IN THE UNITED
STATES

in the United States, higher education illustrates several of the
alternative forms of government involvement. It is publicly
produced: every state has its own system of universities, colleges,
and junior colleges. Though direct aid to private universities is
limited in the United States, in other countries {such as Canada) it is
common, and is granted on the basis of the number of students
enrolled. In the United States the federal government provides
considerabte aid to research universities through a variety of
programs of support for basic and applied research. Most federal
support to higher education, however, takes the form of support to
the consumers, the students. Though there have been no general
programs of support, there have been three major selective
programs. First, since World War 1l a large number of veterans have

attended colleges and universities at government expense. Second
federally guaranteed loans to lower- and middie-income individuais,
often at subsidized rates, have made higher education more
financially accessible. In 1993, these loan programs were greatly
expanded; the government now directly provides loans, and it has
introduced new, more flexible, loan programs (where repayment
rates depend on income). Third, the government provides grants to

fow-income individuals (called Peli Grants) to enabie them to go to
college.

In 1997 a new form of federal support was introduced, a tuition tax

credit for the first two years of college for lower- and middle-income
families.
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ALTERUNATIVE FORMS OF CGOVERRIMERT
INTERVEMTION

Once a market failure has been identified, a variety of government actions
might address the problem. The three major categories of government ac-
tion are public production; private production with taxes and subsidies
aimed at encouraging or discouraging certain activities; and private produc-
tion with government regulation aimed at ensuring that firms act in the de-
sired way.

If the government decides to bear responsibility for production, it must
decide on how the output is to be allocated. It can charge for the good at
market prices; it can charge for the good at something approximating the
cost of production, as it typically does for electricity; it can charge for the
good, but the charges can be much less than the cost of production, as it
typically does for higher education; it can provide the good free of charge
and uniformly, as it does for elementary school and secondary school edu-
cation; or it can allocate the good or service in some way corresponding to a
perceived need or benefit. In countries like Britain, where medicine is pro-
vided for free, it is obviously not provided equally to all individuals. Needs
differ. The decision as to who gets how much of the available supply of med-
ical services is left to doctors (operating within guidelines set up by the gov-
ernment, in consultation with them).

Similarly, if the good is to be privately produced, the government must
decide whether to: (a) contract directly for the commodity but retain re-
sponsibility for distributing it; (b) provide a subsidy to producers, with the
hope that some of the benefits will be passed on to consumers through
lower prices; or (c) provide a subsidy to consumers. And if some form of
subsidy is desired, government must decide whether it should be provided
through the tax system or through a direct grant. If a subsidy is granted, the

terms have to be decided upon—for example, how restrictive eligibility
standards should be. All of these possible forms of government action are
observed. .

The importance of identifying alternative programs is increasingly rec-
ognized. Frequently new programs can be devised that attain the objectives
of older programs at less cost and more effectively. “Social innovation” is no
less important than technological innovation. Today, there is increasing em-
phasis on the use of markets and marketlike mechanisms.

ALTERNATIVE FORMS OF GOVERNMENT
INTERVENTION
1 Public Production
Free distribution
Distribution at below cost of preduction
Distribution at cost
2 Private Production
Government subsidies to (taxes on) producers
Government subsidies to (taxes on) consumers
Direct government distribution
Government regulation
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FIGURE 10.1

THE IMPORTARMCE OF PARTICULAR
DESIGN FEATURES 8

The detailed provisions of a program, for instance 'the_ precise st.at_emertllts
concerning the eligibility standards, are often cruClal.m determlmng the
efficiency and equity consequences of the program. Fairness al‘ld efﬁCI(?nlcy
require making a number of distinctions t'hat,_ though clear in prlrl.llmp e,
are difficult to apply in practice. The distinction between. tfhose who are
hungry and those who are not is an important one, but dev1'51ng a Progra}:m
to provide food for the hungry requires some easy way of identifying who
the hungry are. Too narrow a definition will result in many of thos:l: w .;)1
are needy not receiving aid. Too broad a set of (?llglb.lllty standar hs w1b-
result in many individuals who are not needy receiving aid, much to the 3
jections of other taxpayers who are having to f:clmtrlbu'te to'th.ese mdrlfw t111-
als’ support. Thus, because of the imp0351.bll1ty of identifying perfectly
those who are truly deserving of aid, there is a tra‘de-off, when designing
regulations, between two types of errors: denying a1d_ to those ‘.rvho axi% clle-
serving and granting aid to those who are not deserving (see ‘Flgure Q).
Different individuals may judge the importance of these two kinds of errors
dlffe;'?lrétg;sign of eligibility standards has further effects, as individuals may
alter their behavior to gain eligibility or to receive larger bene'ﬁts. There has
been concern, for instance, that welfare programs that pt"owde fu‘nds on_ly
to single mothers discourage marriage. Food stamps, which prom;le1 asm:
tance to people with low available income, offer another example of altere

The Trade-off in Designing Regulations When eligibility standards are loose,
many individuals who are undeserving will qualify for a|d.‘When standards
are tight, many deserving individuals will not qualify for aid.
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PRIVATE SECTOR RESPOMNSES
TO GOVERNMENT PROGRAIMS

incentives. To calculate the amount of income available for spending on
food, expenditures on housing are subtracted from the individual’s take-
home pay. But this may alter behavior: the individual who spends more on
housing receives more in food stamps. Food stamps, a program intended to
encourage better nutrition among the poor, may—because of the particular
way it has been designed—encourage more expenditure on housing.

PRIVATE SECTOR RESPOMSES
TO GOVERRMENT PROGRAMS

One of the central features of a mixed market economy like that of the
United States is that the government has only a limited degree of control
over it. The private sector may, for instance, react to any government pro-
gram in such a way as to undo many of its alleged benefits. For example,
when the government increases social security benefits, the welfare of the
aged may not increase in the long run by the full corresponding amount; in-
dividuals may be induced to reduce their own savings for retirement, and
children may be induced to provide less support for their aging parents,
Public support may thus “crowd out” private support, eroding the impact of
the program.

In considering the consequences of a government program, one needs
to look at the long-run consequences, after all producers and consumers
have adjusted their behavior, as well as the immediate impact. One of the
major impacts of rent control, for instance, is that the supply of new hous-
ing dries up, the effects of which are felt only gradually.

Calculating the full private-sector responses is often one of the most dif-
ficult and contentious aspects of analyzing a government program. To what
extent, for instance, will a government subsidy to builders of lower-income
housing result in higher profits, thus benefiting the building industry? To
what extent will competition in the industry bid these profits away, lowering
the price and increasing the supply, thus benefiting the intended beneficia-
ries? The answers depend on views concerning the housing and construc-
tion markets. How competitive is the building industry? If it is competitive,
what is the elasticity of supply? What is the elasticity of demand?’

As we have already noted, the effects of a government program rmay
hinge critically on seemingly innocuous design features. Economists look
for marginal incentive effects. Two programs giving the same average subsidy
can have quite different marginal incentive effects. A food stamp progratmn
with a $200 cap on benefits may have no marginal effect for those individu-
als who spend more than $200 on food. An analysis of the magnitude of the
demand and supply responses from the private sector—and thus of the efe

fects on price and quantities—must pay careful attention to these marginal
incentives.

! Elasticity of supply is defined as the percentage change in quantity supplied as a
result of a I percent change in price; elasticity of demand is defined as the percent-
age change in quantity demanded as a result of a 1 percent change in price.
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INERFICIEMEY

EFFICIEMNCY CONSEQUERICES

The next steps in expenditure policy analysis entail identifying the efficiency
and distributional consequences of each alternative program and assessing the
extent to which alternative programs can meet the objectives of public policy.

Government programs may result in inefficiencies both in the produc-
tion of a good or service and in levels of consumption. In Chapter 8 we sug-
gested that the government’s decision to produce a good or service itself, to
purchase the good or service from private firms but distribute it itself, or to
have private firms produce it and market it subject to government regula-
tion may significantly affect the costs associated with producing and deliver-
ing the given good or service.

We also suggested that when consumers had an element of choice, the
competition among providers would likely increase the efficiency with
which the goods or services were provided as well as make what was pro-
duced more responsive to the needs and desires of consumers. These argu-
ments are less persuasive if consumers have limited information concerning
the product they are purchasing (such as medical care}, or if consumer con-
cern about costs is reduced because the government pays all, or a substan-
tial part of the costs (again, as in the case of medical care).

For many programs, it is useful to distinguish between substitution effects
and income effects. Whenever a government program lowers the price of
some commodity, there is a substitution effect: the individual substitutes the
cheaper good for other goods. For example, with tuition subsidies for higher
education individuals substitute education for other goods they might have
spent their money on. On the other hand, grants to individuals that make
them better off but do not alter the relative prices of different commodities
result in an income effect: an individual changes his expenditure pattern be-
cause he is better off. In many cases, there is both an income effect and a
substitution effect, and both alter the individual’s behavior. Normally, how-
ever, it is only the substitution effect that we associate with inefficiency.

To see this, assume that the government gives an individual food stamps to
buy $10 worth of groceries every week. Prior to this, the individual’s budget
constraint was the lower one in Figure 10.2. By giving up $1 of groceries the in-
dividual could acquire $1 more of other goods. The food stamp program shifts
his budget constraint to the right. If the individual now wants to consume
more than $10 worth of groceries, he still must give up $1 of other goods for
each extra dollar of groceries consumed; there is no substitution effect. There
is, however, an income effect—the individual now has $10 extra to spend. The
effect on food consumption is the same as giving the individual an equivalent

‘amount of income (except in the case where the individual would prefer to

consume less than $10 worth of food each week). The food stamp program
has altered his behavior; he consumes more food (B) than he previously did
{A). But notice that he does not increase his food consumption by the full $10;
he spreads this extra income between food and all other goods, just as he
would have with $10 more of income. Because_there is no substitution effect,
there is no inefficiency associated with this food stamp program.

EFFICIENCY COMSEQUENCES

FIGURE 10.2 Income' Effect Giving free food has an income effect but no substitution
effect: its effects are identical to giving an individual extra income.

To see the substitution effect, assume, in contrast, that the government
has agreed to pay for 30 percent of food purchases. This lowers the cost of
food. The new budget constraint is shown in Figure 10.3, Now there is 2 sub-

FIGURE 10.3

.Substitut.ion.Effect When government pays a part of the costs of food, there
is a substitution effect. The slope of the budget constraint changes. in this

figure, the government pa i i
X ys a fixed fraction of the cost of food, regardles
the amount the individual consumes. e o
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stitution effect. Food is cheaper relative to all other goods, so the budget
constraint rotates as shown. Note that in Figure 10.2, by contrast, the new
budget constraint associated with the food stamps is parallel with the origi-
nal budget constraint. (There is also an income effect in Figure 10.3, be-
cause with cheaper food the individual not only consumes more food, he
can consume more of all other goods.)

It is important to distinguish between income and substitution effects.
In some cases, the government may wish to encourage or discourage a par-
ticular economic activity; in that case, it may want a large substitution effect.
Thus, if there is a belief that poor individuals do not attach sufficient impor-
tance to housing, and the government wishes to improve the quality of
housing they purchase, then a program in which the government pays a
fraction of housing expenditures (which has, as a result, a substitution ef-
fect) will be more effective than a flat housing grant, which (unless it is very
large) has only an income effect.

On the other hand, if the government is primarily concerned with how
well off different individuals are, then programs that do not alter marginal
incentives are preferable; such programs do not cause the inefficiencies as-
sociated with the substitution effect.

Returning to the case of food stamps, we can see how a change in the
design of the program avoids the inefficiency generated by the substitution
effect. When the program was established in 1964, participants purchased
food stamps at a discount from their face value, so the government paid a
fraction of the costs of stamps. Thus, food stamps worth $100 might cost a
poor person $70; she might be allowed to buy, say, up to $2000 of food
stamps. She might, in fact, purchase only $1000 worth of food stamps—for a
total subsidy of $300. Today, the government simply gives a low-income indi-
vidual a fixed amount of food stamps, and so long as the amount given is
equal to or less than the amount the individual would spend on food any-
way, this is equivalent to an income grant.

As we have seen, this version of food subsidies has only an income ef
fect, while the earlier version has a substitution effect as well. The substitu-
tion effect introduces an inefficiency: the true cost of groceries—the
amount of other goods that society must give up to obtain an extra unit of
food—remains unchanged. For each additional doliar of food consumed,
society must give up $1 worth of other goods. But under the original version
of the food stamp program, individuals only had to pay 30 cents for a daol-
lar’s worth of groceries. Such a discrepancy gives rise to inefficiency.

Figure 10.4 shows how the new form of the program can cost the gov-
ernment less—and leave poor individuals receiving the subsidy just as well
off as before. BB represents the budget constraint before any food subsidies.
The line BKB' represents the budget constraint under the original form of
the food stamp program, where the government pays for a fixed fraction of
the costs of groceries, up to some limit. After that limit is reached (repre-
sented by the point K) individuals have to pay the full price of groceries.
The individual chooses the point E, where her indifference curve is tangent
to the budget constraint. The magnitude of the subsidy is the difference be-
tween what the individual has to pay and what society has to forgo; it corre-

EFFICIENCY CONSEQUENCES

FIGURE 0.4

Im'efficiency Associated with Old-Style Food Stamp Program Under the
original form of food stamps, the government paid a fixed fraction of the
costs of groceries, up to some limit, generating the budget constraint BkB’
The new form (BLB"), where the government pays for a fixed amount of fo.od,

can make individuals just as well off, but cost less. The “savings” is
represented by the distance £G.

sponds to the vert?cal distance between the before-subsidy budget constraint
a.nd the after-subsidy budget constraint at the e
tion of groceries, the distance AE.

_ Figure 10.4 also includes a budget constraint for the food stamps given
in tl.}e f:OII'Il’l of a fixed amount to be spent on food. How do we knltnvg that
the individual is just as well off? Because the income grant was set so that
the budget constraint it produced would be tangent to the indifference
curve thrt:')ugh E. By definition of indifference curves, then, the individual i

just ‘as satisfied at /7 as at £, But the income grant costs the}government Ies;S
Again, the cost of the program is represented by the vertical distance be:
tween the before-subsidy and after-subsidy budget constraints. The size of
the grant, HF, is smaller than the size of the 30 percent subsi.dy, AE? T}?e

quilibrium level of consump-

9 .

co’{}z;z_e Eh;é no:le Lhac; th:le budget constraint segment LB" is parallel to the budget
int f8-—the individual has to pay the full margi

: gimal cost of food, and so the
l:ir_ade off between food and other goods is unchanged. Thus, AG = FH (the vertical
tlst;ln(:'ehbetwn'aen two parallel li.nes is everywhere the same). The inefficiency associ-
ate dm;l the 30 percent subsidy is thus measured by EG; the government must
Spend that amount extra o leave the individual just as well off as he would have

been with an income t. EGi - - :
subsidy. grant. EG is the deadweight loss associated with the inefficient
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reason for this is simple enough: When individuals have to pay the full price
of food at the margin (that is, when they have to pay $1 for §1 more worth
of groceries), they value the increased consumption of groceries by pre-
cisely what they have to forgo in other consumption goods, But when indi-
viduals are given a 30 percent subsidy, they then purchase groceries up to
the point where they value $1 worth of groceries at 70 cents, which is the
cost to them of the $1 worth of groceries.

But note that under the new form of food stamps, individuals consume
less food than under the old form. If the purpose of the food stamp pro-
gram is to encourage food consumption—because, for instance, govern-
ment believes that individuals, in maximizing their own utility, will not con-
sume enough food—then the old form, where the government in effect
Jowers the price of food to the poor, is more effective.

DISTRIBUTIONAL COMNSEQUENCES

Tt is not always easy to ascertain who really benefits from 2 given govern-
ment program. Consider, for instance, the Medicare program, under which
government finances most medical care for the aged. The aged clearly ben-
efit greatly from the program; but to some extent, the federal aid substitutes
for money that families of the elderly would have contributed (public ex-
penditures thus crowd out private expenditures), and to that extent, the
true beneficiaries of the program are not the elderly but their children.
With this sort of analysis, economists seek to identify a property they call the
incidence of a government expenditure program or tax, that is, they seek to
answer the question of who really benefits from, is hurt by, or bears the bur-
den of the program or tas.

Government programs often induce a variety of responses from the pri-
vate sector which result in changes in prices. Thus, a program’s effects can
extend well beyond the people direcdy affected, and often the beneficiaries
are different from those that were intended. There has been considerable
concern that, at least in the short run, federal subsidies for private housing
for the poor simply increase the price of housing, making the true benefi-
ciaries the slum landlords, not the poor.

The effect of a government subsidy is illustrated in Figure 10.5, which
shows the demand and supply curves for housing. In the short run {panel
A), the supply of housing is assumed to be very inelastic because it takes
some time for new housing to be constructed. Assume the government has
passed a general subsidy for housing, the effect of which is to increase the
demand for housing (the demand curve shifts up). Note that in the figure,
almost the entire subsidy is reflected in the increased price of housing; the
actual level of housing services provided increases very little. In the long
run, of course, the supply response is likely to be larger; hence in Figure
10.5B the longrun supply curve is fairly flat, showing that a small percent-
age increasc in the price, given enough time, elicits a fairly large increase in
the supply of housing. In the short run, the beneficiarics of housing subsi-
dies are the current owners of houses; renters find that virtually their entire

DISTRIBUTIONAL
CONSEQUENCES

FIGURE 10.5

bemandave
after subsidy . .© i

UT-GQUANTITY.

LouTe :
- OF HOUSING): -

Short-Run .amd Lont::j-Run Incidence of Expenditure Program (A) In the short
run, a.sub5|dy may rpcrease price more than quantity. Thus landlords may
benefit from a housing subsidy given to help the poor acquire better

housing. (B) In the long run, the out i
X put response wilf be | i
response smaller. i eroerandthe price

subsidy is reflected in higher rents (the shift from fto p'). In the long run
howe\_rer, renters are better off, as the increase in the quantity of hogusin ’
supplied (from Q to (') serves to limit the price increase. i

Mass transit subsidies provide another example: Who benefits from a
new su_bway system? At first glance, the answer seems obvious: subway riders
But this may be incorrect. Those who own houses or apartments r?ear the.

* subway will find that their houses and apartments are more sought after; the

increased demand for these residences will be reflected in the rents that the
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INCIDENCE
OF EDUCATION
TAX CREDITS

In the 1996 election, President Clinton proposed a $1500 tuition tax
¢credit for the first two years of college for students who cbtained a B
average. The B average requirement was intended to encourage
students to work hard. With the tuition tax credit, a middle-income
family that spent $2000 in college tuition on their freshman daughter
would be able to reduce their tax bill by $1500. It was as if they paid
their full taxes, and then the federal government sent them a check
for $1500. By subtracting the $1500 directly from the tax payment,
this “round trip”—money going to the government and then coming

back—is avoided.

While the intent of the tuition tax credit was to help middle-class
families with children in college, to increase enroliment, and to
encourage better school performance, there was considerable
controversy about the true incidence.

» Many states charged less than $1500 for community colleges.
There was a concern that they would (perhaps gradually) raise
their tuition—after all, with $1500 coming from the federal
government in tax credits, individuals could afford to pay more

for tuition.

s Colleges could offset the increased tuition costs for those whose
parents did not receive the tuition tax credit by giving them
scholarships; but they might not, in which case some kids would find
college less, not more, affordable. Since most A and B students already
go to college, the program might not increase enrollment much

among them, but it might reduce enrollment among C students
Alternatively, teachers might worry that by giving a low grade—.even
a C—"chey might shut off a kid's chance of staying in coflege, by
cutting off the tuition tax credit. There may be grade inﬂa'tiron. But

with grade inflation i [
hard.g , better students may have less incentive to work

¢ If states did raise their tuition, then at least some of the benefits
}Nould accrue to state governments, rather than to the taxpayers. This
is the “true” incidence. Education still might be helped, if the sta;te
spent most of the increased tuition revenue on educatiron' on the
o:ther hand, the state might reduce its educational expenéjitures and
give a tax cut to its taxpayers. Then the true incidence would beron
the states’ taxpayers in general, not just those who had children in
college. If the state reduced taxes at the top, then what had appeared
jco be a middle-class tax break would become a tax break for upper-
income individuals, as a result of shifting. °F

J Simi.larly, private schools might be induced to raise their tuitions
enabling them to pay higher faculty salaries or support more

research. Again, the incidence is markedly different from that
intended.

As aresult of concern about some of these perverse incentive effects—
as Wlell as complications in implementation—when the tuition tax
credit was enacted in 1997, the B requirement was dropped. It is too

soon to tell to what extent the tuition tax credit wi )
it redit
tuitions. will lead to higher
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owners can charge (and in the market value of the houses and apartments).
The commuter who owns no real estate finds that he is better off because of
the better subway service, but worse off because of the higher rents, and the
two effects are likely to cancel out. The true beneficiaries are the property
owners near the subway lines. _

The subway example illustrates a general principle: The benefits of gov-
ernment programs are often capitalized in the value of scarce assets associ-
ated with obtaining those benefits (land near the subway stops). In that
case, the true beneficiaries are those who own the asset at the time the pro-
gram was announced (or passed, or when it came (0 be believed that the
program would pass). By the same token, the costs of a program are often
capitalized, so that a tax on land is reflected in the value of the land; the
true costs are borne by those who own the asset at the time the tax was an-
nounced (or passed, or when it came to be believed that the tax would be
passed). When those who benefit from a government program arc different

EVALUATIMNG THE
DISTRIBUTIORMAL
CORSEQUERICES

;flrorn those tl'{at the program was intended to help, we say that the benefits
ave been slu‘ftec'l, or that the actual incidence (those on whom the benefits
actually fall) is different from the intended one. Considerable research in

recent years has been devoted to determini inci
ermining the actual i -
ernment programs. ¢ neidence of gov

A§ we have noted, different individuals receive different benefits from a
given government program. Although it is obviously not possible to identify
how much afach individual benefits, it may be important to know how differ-
€nt groups in soclety are differentially affected. Which groups we focus on
may vary from program to program, and benefits may vary within a particu-
lar income group. Thus, a program of rebates for heating-oil expenditures
for people whose income falls below a particular level obviously benefits the
poor more than the rich, but it benefits some poor (those who consume a
lot of heating oil, those who live in the Northeast) more than others (those
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who live in the Sun Belt). If the variability of consumption of heating oil
among the poor is very large, this rebate program may be viewed as an un-~
fair way of helping the poor, unless those who consume a lot of heating oil
are viewed as particularly deserving of assistance.

In other cases, we may attempt to identify how producers are affected
differentially. This typically is the focus of analysis in the evaluation of pro-
grams aimed at aiding particular industries, such as agricultural price sup-
ports. In still other cases, such as the social security program, we may be
concerned with the differential impact on the present elderly versus the im-
pact on the young—the elderly of the future, We refer to these impacts as
the program’s intertemporal distribution effects—distribution effects over
time. In still other cases, we may wish to identify the regional impact or the
impact on cities versus suburbs, or urban versus rural areas.

When a program’s benefits accrue disproportionately to the poor (they
receive more than their contribution to the costs of the program through
the tax system), we say that its distribution effect is progressive. If the bene-
fits accrue disproportionately to the rich, we say that the program’s distribu-
tion effect is regressive,

There are often controversies about who are the real beneficiaries of a
program, and one’s perspective on its distributive impact is determined in
large part by the group one is focusing on. For instance, government sup-
port for higher education is often viewed as enabling the children of the
poor to go to college, and thus is viewed to have a positive redistributive im-
pact. But children of the middle and upper-middle classes are more likely to
avail themselves of a higher education. Thus, general subsidies—such as re-

duced tuition for all students—disproportionately benefit children of mid-
dle- and upperincome families. Indeed, by some calculations they benefit
more than their share of taxes—educational subsidies to higher education
are thus regressive. This is in contrast to targeted subsidies—such as scholar-
ships for children from low-income families. Even then, it is not clear that
parents’ income provides the appropriate focus of attention; the beneficia-
ries of education are not the parents but the children; it is they who will re-
ceive higher wages as a result of their increased level of education.” Those
who hold to this view often favor student loan programs. Let us contrast the
distributional consequences of direct state support for universities (allowing
them to charge a low tuition) with the distributional consequences of a stu-
dent loan program. Those who avail themselves of higher education will, on
average, have a much higher income than those who do not. A loan pro-
gram may thus be more progressive than the current system, where even
low-wage high school dropouts are called upon to provide some support for
higher education. Loan programs introduced in 1993, which allowed repay-
ments to be related to students’ incomes, increased progressivity still fur-

3 With middle- and upper-income parents who would have sent their children to
college anyway, the true beneficiaries may be the parents, who save on the money
they otherwise would have spent; but to the extent that parents use this money to in-
crease the bequest they leave to their children, it is the children who really benefit.

DISTRIBUTIONAL
CONSEQUENCES

FAIRMESS AND
DISTRIBUTION

ther. si . . .
than, stl}rllce students w‘ho wmd-up making higher incomes in effect pay more
a foie v:;ho receive low incomes. As this example makes clear, one’
ew of the distributional impact of a ’ .
government program depend
only on what groups one focu g ternativs
ses upon but also on the available al i
to a given program. The rel ice i rogram verous no
. evant choice is seldom one
program versus no
sp;l:;eg;am% bzt 01;:': igl;pe of program versus another. Thus, the present state
of ard to higher educationmay b ive
‘ y be more progressive than a totally pri
vate education system; but its distributi i Eovonoe
; tstributional impact ma
. y look less favorable
when contrasted with a system of loans for higher education

‘I:;)tl}lluscalhdlfs;ussiions commonly focus on the equity of various proposals
each side claiming that its proposals i i ,
are more fair. Notions of faj
uniortunately, are not well d i i ave conflicr
' s efined; different individual h i
ing views of what is fair. A middl  Chindren bt Ha
. e-class couple who love chi
decided for financial r imi ildren sty e
easons to limit the number of child
two may feel that it is unfair for el o s
. them to have to su ta chi
ily of ten children whose ’ e et bin e
parents don’t want to use mod bi
methods and cannot afford ir ki ithout oo
to send their kids 1o colle i
‘ e withoul govern-
ment assistance. A couple who h g y
. ave saved $40,000 to put a child
college may feel that it is unfai ’ b 1o veceive n oy
air that they are not entitled i
. to recelve a gov-
E;nmenthgrant or loan, when their next-door neighbors, with the samf:g in-
er;f.: (who ha}ve put nothlr}g aside for their children’s education), enjoy ex-
}() h'n;le vacauons every winter and are entitled to a government grant
which depends not only on family income, but on assets) 5

CONSEQUENCES OF PUBLIC PROGRAMS

i .
Government programs may crowd out private actions; equivalently

private actions may largel ; . e
net effect. y largely offset public actions, resulting in a small

2 Government programs give rise to income and substitution effects.

The substitution effect is rel -
. ated to the .
incentives. magnitude of the marginal

3 Inefficiencies in public
programs are related to i
the substitution effect. the magnitude of

_4 l:’he incidence of a program describes who actually benefits from, or
is urt by, the program. The actual incidence is often markedly '
different from the intended or apparent incidence.

f Thke)- ben.ef.its‘of a program may be capitalized, in which case the
rue gneﬂcuanes are those who own the asset in which they are
capitalized at the time the program was started {or announced).
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An unmarried person and a family with both spouses working may both
think it unfair that their expected returns from social security are so Jnuch
lower than those of an individual whose spouse does not have a job outside
the home. But an individual whose spouse does not work outside the home
may feel that it is fair that he receive more, since his family has not had the
benefit of a second income.

EQUITY-EFFICIERICY TRADE-OFFS

Because of the ambiguities associated with using the term “fair,” economists
try to avoid it in their analysis; rather, they focus on identifying the impact
of programs. Economists begin their analysis of any program by looking for
Pareto or near-Pareto improvementis, changes in the program which make
someone, or some groups, better off, without making anyone, or almost
anyone, worse off. Rent control, it is argued, in the long run fails to benefit
renters, as the supply of housing dries up. There are better ways of helping
low-ncome individuals obtain housing. Welfare programs that create a
sense of dependency among welfare recipients do not serve the beneficia-
ries well. If taxpayers invested a little more money in training and educa-
tion, in the long rumn, beneficiaries would be better off, and the tax burden
resulting from support of the welfare population might aciually be reduced.
There are alternative market-based ways of dealing with pollution, such as
fines and tradable permits (see Chapter 9) which can achieve higher levels
of pollution reduction than a system of strict regulation, at lower costs—
benefiting both the environment and the economy.

Unfortunately, while there is considerable scope for such Pareto or
near-Pareto improvements, in many expenditure programs trade-offs exist
between the objectives of efficiency and equity (redistribution of income or
benefits to the needy). It may be possible to design a more progressive cx-
penditure program, but only at some cost. An increase in social security
benefits may be desirable from the perspective of certain distributional
goals, but the increased benefits may lead to earlier retirement, and the
higher taxes required to finance them may decrease work incentives.
Higher unemployment compensation 1nay provide increased income to
some who are among the most needy, but unemployment insurance may
make some individuals feel disinclined to find another job.

Disagreements about the desirability of different programs often arise
from disagreements not only about values, the relative importance of equity
versus efficiency considerations, but also about the nature of the trade-offs,
how much loss of efficiency would result from an attempt to change a pro-
gram’s structure of benefits to make its distributional impact more progressive.

Figure 10.6 shows the equity-efficiency frontier for a hypothetical pro-
gram and the indifference curves for two individuals. In panel A, Scrooge is
much less willing to give up efficiency for a gain in equity than is his brother,
Spendthrift. F; represents the point on the trade-off curve that is optimal as
Spendthrift sees it, while E; is optimal from the point of view of Scrooge. Not

surprisingly, Scrooge chooses a point with higher efficiency but lower equity
Tprisngly g P g ¥ q

EQUITY-EFFICIENCY TRADE-
OFFS

FIGURE 90.6

“EFFICENCY [

ndthrift's
difference

Sources olf Differences in Views Concerning Public Programs (A) Scrooge and
Spendt!:nrlft have the same perceptions concerning trade-offs but differ in
values (indifference curves). (B) Scrooge and Spendthrift differ in their
perception of the nature of the efficiency-equity trade-off.

than does Spendthrift. Thus in panel A, the source of the disagreement
about policy is a difference in the values held by the two indiw'duals.gr

On t}%e other hand, panel B depicis a situation where the differences
about policy arise from differences in judgments concerning the nature of
tl‘1e trade-off, Scrooge thinks that to get a slight increase in equity one must
give up a lot of efficiency. On the other hand, Spendthrift thinks that one
can geta large increase in equity with just a slight loss in efficiency.

. I.t‘or instance, if the main reason that unemployed individuals do not ob-
tain Jobs is that there are no jobs available, then the size of unemployment
insurance may have little effect on search. But if unemployment insurance
has Ilt[le‘effect on job search, there is not much trade-off between efficien
and equity, and the frontier is consistent with Spendthrift's perceptions;ci)g
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POLITICAL PROCESS

EQUITY-EFFICIENCY TRADE-OFF

1 Sometimes programs can result in Pareto improvements, making
some people better off without making anyone worse off.

2 More typically, there are trade-offs between equity and efficiincy;
more progressive tax systems reduce marginal incentives to work.

. s a sionif.
job search is very sensitive to unemployment c.omlpensat'lon, the-rfl 1; a Cs;)gr; £
icant trade-off, and the equity-efficiency frontier is consistent with 3Croog
erceptions. ‘ _
’ T}})le equity-efficiency trade-off is encountered repeatedly in (tihe'e'valu;
n
tion of the detailed provisions of any government p;ogfram. g}hebrie;;:czmat |
1 that those who benefit trom the 5
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i i to bear its costs. To many people,
is, those who use it) have s e e
i pitd i ke someone who does no
for equity reasons; it is unfair to ma . ; over
bridgqve [?;y for it. But there is an efficiency cost in money Iand tmg:.‘ the
wages of toll collectors and the time of motorists. Moreover, 1f. scumt(i:1 nvizrz
are discouraged from using the bridge (when itis below capacity), there
further efficiency loss from underutilization.

PUBLIC POLICY OBJECTIVES
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: ffect on economic efficiency and ibut
B et i d e of objectives.
i erned with a broader rang )
But government policy may be conc : Phjective
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For instance, government may o which ot
i i i i d class backgrounds are mixed tog
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in schools. It may be concerned no - wil . e e
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with the physical appearance o o0 these
alternative objectives are fairly well defined, the gox‘fernment can stﬂ‘l:e o
use of a variety of instruments for attaining them; it can, for instan b, o
make use of private producers, by imposing regulations on ther;}, 'ot:ie zro e
ting standards that have to be met for individuals or ﬁ@s to be.e igible t h
ceive subsidies. Thus the government has specified tha't institutions receivi £
federal grants must comply with certain affirmative action regulau(t)ils.specﬁy
i difficult for the governmen
In some cases, however, it may be , _ '
clearly (and in advance) all of its objectives, or to artlcula,(II:e bthlerrfl :}I‘: t‘:ne rfiz;g
i ds. There is widespread belief that privat
of a set of regulations or standar . rea e il
‘ i bsence of well-articulated and enforced regulations, 3
D rerane. pro imizi i dless of alternative objec-
i z zing behavior, regardles
simply pursue profit-maxinm . . e
i h circumstances, there is an arguw
tives that they may affirm. In suc nst2 5 : Lo
the government to assume direct responsibility for the a(}:)uwty. Buzi t;) ;};amh
is i i i it for Congress or the executv
tent that this is true, it may be d1fﬁc.u ! e
to clearly specify the objectives it wishes the bureaucrats responsible for

plementing its programs to pursue. In that case, the bureaucrats will be left
with considerable discretion, and the discrepancies between how they exer
cise that discretion and the intent of, say, Congress may be significant.
Similarly, there is concern that whenever the government finances an
activity, it will almost inevitably impose a set of regulations, some of which
may have adverse effects, particularly on economic efficiency; thus many of
the alleged efficiency advantages of private production may be lost. These
concerns have been raised, for instance, in discussions of school voucher

programs, which would provide students with funds that could be used at
any school, private or public.

POLITICAL PROCESS

In a democracy, the design and adoption of any public expenditure pro-
gram involves many individuals and groups, with various objectives and vari-
ous beliefs about how the economy works. The program that eventually is
adopted represents a compromise among their views; it probably will not
conform to the views of any one individual and may seem to be inconsistent
with any single set of ohjectives. If two chefs disagree about the appropriate
liquid to add to a sauce, one arguing for lemon juice and the other for
cream, the compromise solution of adding a little of both may be disastrous,
‘with results inconsistent with any culinary objective.

The study of the political process by which a particular expenditure
program was adopted may be insightful for several reasons. First, we may be
able to understand why the program looks the way it does. Consider the
government program fo stabilize farmers’ prices. There is a market failure
that this program addresses: the inability of individuals to obtain insurance
for many of the important risks they face, including the risks associated with
the variability of prices.* But 2 closer examination of the price stabilization
program suggests that if that were the only ohjective, it would be designed
in a quite different way. What farmers care about is income risk—not just the
variability of price, but the variability of all the factors that go into determin-
ing net income (including output and costs). In some cases, the price stabi-
lization program may actually increase income variability. In fact, reducing
risk is probably not the true objective: the real objective is to transfer re-
sources (income) to farmers from the rest of the population. Yet if that is
the objective, there are more efficient ways of transferring resources to the
farmers; outright grants would be preferable to the present program. But if
that objective were made explicit—if the transfers were made comspicu-
ous—they might not get approved. Voters in urban districts might strongly
oppose them, while they do not oppose the present form of inefficient sub-
sidies, simply because they are not fully aware of the nature of the transfers.

Particular provisions of public programs are likely to have strong distrib-
utional consequences for particular groups in the population. If one group

* Futures markets now enable farmers to divest themselves of some of the risks asso-
ciated with price variability.
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can be suitably organized, it will attempt to induce the political process o
adopt provisions that are to its benefit. Tn Chapter 9 we discussed the regula-
tions providing for scrubbing the smoke emitted from burning coal. These
regulations may have an enormous effect on the relative demand for hard
(or western) coal and bituminous coal, and hence on the incomes of both
miners and coal producers in different parts of the country. The shape of en-
vironmental legislation and regulation may be affected as much by these par-
ticular distributional consequences as by overall efficiency considerations.

A second reason why it may be helpful to study an expenditure pro-
gram’s adoption process is that in democracies, programs respond at least
in part to the desires and perceptions of voters. Because programs have to
be explained and “sold” to voters, there is a premium on simplicity. Also,
programs often look different from the way that economists think they
should be designed because voters often do not understand the true inci-
dence of a program. For instance, most voters think that half of the cost of
sacial security is paid for by contributions from the employer; most econo-
mists believe that the true incidence is the same as it would be if social secu-
rity contributions were paid entirely by workers. In this case, the confusion
over incidence has few consequences, but in many other programs, this con-
fusion can have significant impacts, as we shall see in later chapters.

Finally, the design of programs may affect the extent to which they are
subjected to political pressures or corruption. Corruption is an increasing
concern in many countries. It can take a variety of forms. In modern democ-
racies, special interests contribute to campaigns, often in an attempt to
“buy” legislation that favors them; in many countries, bureaucrats use their
discretionary powers to extend favors in return for bribes. In New York City,
there have been extensive reports of bribes to building inspectors, more to
ensure that they inspect the building in a timely way (so that there will not
be costly interruptions to construction) than to give approval to a substan-
dard building. The more discretion that is left to bureaucrats, the more po-
tential there is for the exercise of political influence and corruption.

Accordingly, in evaluating alternative policies, one needs to take into
account the political process, what the legislation might look like after it has
been subjected to the political process, and what the consequences of the
program will be, knowing that it will be administrated by bureaucrats, prob-
ably not unlike those administering other government prograins, and sub-
ject to the same kinds of incentives.

10 THE ANALYSIS OF
EXPENDITURE POLICY

REVIEW AND PRACTICE

SUMMARY There are ten major elements in the analysis of public expenditure
programs:
1 Identifying a need, the source of demand for the government program;
2 Identifying a market failure (if it exists) and ascertaining whether what
is at issue is a concern for {(the consequences.of) the distribution of income
or the provision of a merit good;
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REVIEVY AND PRACTICE 3 Identifying alternative programs that might address the perceived

problems;
4 _In ascert?mmg and evaluating the impacts of alternative programs
paying attention to the importance of particular design features; ’

5 Identifying private sector responses;
]

7
8

9 Identify'ing the extent to which alt B
, ernafive pro : .
policy objectives; and programs achieve public

Identifying the efficiency consequences of alternative programs;
Identifying the distributional consequences of alternative programs;

Identifying the trade-offs between equity and efficiency considerations;

‘10 Identifying how the political process affects the design and
implementation of public programs.

KEY CONCEPTS Crowding out Shifting
Substitution effect Intertemporal distribution effects
Income effect Progressive
Incidence Regressive
Capitalization
QUESTIONS

I Explain how the following actual design features have an important
effect on the consequences of government programs:

a The income ceiling for eligibility for food stamps is reduced by
expenditures on housing.

AND PROBLEMS

b Until _re'cently, whether an individual between sixty-five and seventy
was eligible for social security benefits depended on her income
calculated on a month-by-month basis.

c An ex-spouse becomes eligible for social security benefits only if the
marriage lasted at least ten years.

Can you th1n1.< of other instances where particular design features have
seemingly unintended consequences?

2 Who may be the actual beneficiaries of the following government program
:)}: proposed programs; that is, taking into account how individuals respond to
€ government program, who is actually better off as a result of the program?
a Medicare .

b Housing subsidies for the poor

¢ FEducation loans
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Can you think of other programs whose actual beneficiaries may differ from
those the program seemingly intended? h

3 In Chapters 12 to 16, we will use the framework we have discussed in this
chapter to analyze several different government programs. Before reading
those analyses, see if you can answer the following questions for each
program:
a What were the original sources of demand for the program? What
perceived need was it intended to address?

b What are the market failures that gave rise to the programs

What are the possible forms of government intervention? Are there
particular design features that have had, or currently have, an
important impact on the program’s effectiveness? How do private
sector responses weaken, or reinforce, the intended effects of the
program? What is the true incidence of the program?

d What are the major efficiency consequences of the program?
Does the program entail any effective redistribution of income?

f Are there important instances of trade-offs between equity and
efficiency in the program’s design?

g What are some alternatives for meeting the program’s objectives? To
what extent might they do a better job—for example, by reducing
distortions and increasing the equity of the programs?

h How has the political process affected the nature of the present
program? '
4 Draw the budget constraint between housing and “other consumption”
for an individual on food stamps, where the amount of food stamps the
individual receives depends on his income net of housing costs. Doesit
make a difference whether the individual is consuming an amount of food
equal to, less than, or greater than his food stamp allotment?

5 State governments effectively subsidize tuition in state universities and
colleges. How might this affect the amount of education that individuals
get? Is there a substitution effect? Is there a market failure that this
program might be addressing? Are there alternative ways of addressing it?




