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No one can quarrel with the requirement that the budget plan should be designed to maximize 
social welfare… 

       Musgrave and Peacock (1958, ix) 
 
 
At first sight it might be argued that anyone who set himself up as a judge and wished to 
establish standards for the distribution of expenditure or amounts of revenue different from those 
approved by Parliament, must belong to one of three categories: either he must be mentally the 
equal of that average intelligence [in Parliament], in which case he could not arrive at a 
different judgment; or he must be inferior to it, in which case his opinion would be less reliable; 
or he must be superior to it, which could not be proved. 
                Pantaleoni (1883, 17) 
 
 
 
Economic journals continue to publish a steady stream of articles dealing with the public sector. 
Readers familiar with this literature will notice a crucial difference however. The field is passing 
through a transitional phase. A central paradigm – the model of the social planner – is losing its 
long-held grip as an organizing principle. And although the search for a new coherence is 
apparent in much of recent work, it has not yet resulted in a different analytical view that enjoys 
widespread acceptance. 
 
The current tension is foreshadowed by the two quotations at the head of this chapter, although 
they belong to much earlier periods. Richard Musgrave and Alan Peacock wrote in mid-century. 
They expressed their belief in the importance of maximizing social welfare in the introduction to 
their famous collection of classic articles in public finance published in 1958, and there is little 
doubt that it was a view widely shared by economists of the day. In fact, it remained the 
dominant theoretical approach for another three decades or more in much of the literature dealing 
with public sector issues. The longevity of the social welfare approach occurred in large part 
because the early contributions to the theory of taxation, by Edgeworth (1897), Ramsey (1927) 
and Pigou (1951), and the work by Samuelson (1954) and others on public goods and the use of 
the social welfare function in public economics, were later reinforced and extended in important 
ways by the literature on optimal taxation.1 

 
While Musgrave and Peacock provided a clear statement of the prevailing consensus, their 
collection of readings also had a second, quite different and somewhat subversive effect.2 The 
Classics introduced the English speaking world to the writings of earlier European thinkers that 
had pursued a different approach, but who had little impact on the English and American 
economic literature. Two names – those of Knut Wicksell and Eric Lindahl – are now widely 
known, but other continental writers included in the collection, such as Maffeo Pantaleoni, have 

                                                      
1 The optimal tax approach is presented in Mirrlees (1971) and Atkinson and Stiglitz (1980). A more complete 
discussion of the relevant history of thought would of course have to mention many other significant contributions. 
2  The quote continues “but much needs to be added to this formula”, and the research published by the two writers 
covered a much wider range of topics than the above phrase would indicate. See especially Musgrave’s Theory of 
Public Finance (1959) which heavily influenced the development of the field.  
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received less attention. Yet, like Wicksell and Lindahl, he recognized what would be revealed as 
the Achilles heel of social planning in a much later time. Because of the very nature of public 
sector activities, budgetary decisions have to be made by collective institutions, such as 
parliaments. A planner model, however elegant, cannot come to grips with this central fact. 3 

  
The work by the continental writers who had suffered neglect in the first half of the 20th century 
became the source of a new and vigorous field of research in the second half dealing with 
collective choice and governing institutions. It developed largely alongside public finance and 
often had only limited influence on traditional writings, even though many of the questions 
raised by scholars using the new approach had direct relevance to matters of taxation and public 
expenditures. By the end of the century, work on collective choice provided a fully developed 
counterpoint to the social planning approach, and became one of the major reasons for the 
current unsettled state of public sector analysis. 
 
The main criticisms of the social planning model may be summarized in three points. First, 
social planning does not provide any basis for empirical research designed to explain observed 
features of actual fiscal systems or policies. Second, there is a growing insistence among social 
scientists that behavioral assumptions in the public sector should be consistent with those 
stipulated for actions in the private economy. And third, there is a new challenge to social 
planning as the appropriate foundation for normative analysis.  
 
The present chapter is written with this background in mind. We begin by outlining the structure 
of public sector economics when collective choice is regarded as an essential component of the 
framework of analysis, and point out the key issues that must be faced by economists and 
political scientists who insist that collective institutions cannot be ignored in research on public 
budgets and taxation. The analysis is comprehensive in the sense that both positive and 
normative aspects are considered in some detail. References to the vast literature on the political 
economy of public finance are necessarily selective;  we attempt to provide a point of view on 
the field rather than a survey. 
 
While the emphasis is on the role of collective choice in the analysis of the public sector, the 
discussion applies more broadly. The transitional phase mentioned earlier affects all analysis of  
public policy. The search for a new coherence is a wider effort that must of necessity extend 
beyond the limited scope of the present discussion. 
 
 
1. The structure of public sector economics when collective choice matters 
 
The analysis of public finance in modern democratic societies usually begins with a discussion of 
what markets can and cannot do. This approach is a natural consequence of work based on the 
first theorem of welfare economics which links competitive private markets with efficiency in 
resource allocation. The public sector is treated as an adjunct to the private economy and as an 
aid to the efficient performance of competitive markets, which may fail when externalities or 
public goods are present. 
                                                      
3  In his discussion, Pantaleoni suggests that parliamentary decisions can be evaluated by comparing them to similar 
choices made by other legislatures, thus pointing toward the comparative study of institutions.  
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Although it is acknowledged that there are prerequisites for the functioning of markets, their 
nature is analyzed only infrequently in the literature. Among the preconditions is the existence of 
secure property rights. They are needed both in the private economy and in the public sphere, 
where they include the rights to vote and to participate in other ways in public life. As in the case 
of all rights, those in the public sector must be well-defined and be subject to conditions that 
circumscribe how and when they can be exercised.  
 
Figure 1 gives a schematic presentation of the structure of public sector analysis. We begin with 
private and public property rights in the top box, which also lists behavioral assumptions 
concerning private agents, another necessary starting point for any empirical and theoretical 
examination. Given this basis, we can develop the analysis of markets and market equilibrium on 
the one hand, and of equilibrium outcomes in the public sector on the other. The diagram makes 
clear that consistency in approach is important for a successful understanding. Behavioral 
assumptions affect the analysis of both the private and the public economy, with scholars of 
collective choice arguing that human motivation must follow the same principles in both areas 
even though constraints facing individuals may systematically differ between private and public  
choice settings. 
 
In accordance with our focus, the diagram gives more space to the public sector, while also 
pointing out the interdependence between public and private spheres. Since the public sector 
must deal with situations where markets fail partially or completely, other decision mechanisms 
are needed. This is indicated by the top box on the right side of the diagram, which lists 
collective choice together with the electoral institutions required for the functioning of 
democracy.4 One should note that the enforcement of rights generally falls into the public sector, 
one of the crucial difficulties of democratic societies, since public as well as private property 
rights are usually enforced through public means.5
 
Market failure arises primarily because of non-excludability in the case of public goods  
and common pool resources, and because of prices that do not reflect the welfare consequences 
of private decisions, in the case of externalities.6 When of necessity markets are replaced with  
collective choice, other difficulties arise. Most prominent is the separation of spending and 
taxing, a term that refers to the severance of marginal benefits from marginal costs in 
consumption decisions for publicly provided goods. Because there is no complete revelation of 
preferences for public goods, and because of the corresponding difficulty of matching an 
individual's tax liabilities with his or her benefits, separation of spending and taxing and the 
attendant free riding become major problems.7  The usual outcome is a system of compulsory 

                                                      
4 We refer here to 'institutions required for the functioning of democracy' as our concern in this chapter is with 
collective choice in democratic societies. It should be noted that some of the important activities observed in 
democracies, such as the acquisition of information by the authorities about the preferences of citizens, will also 
occur in non-democratic regimes even though there are no elections and little civil liberty.  
5 Rights can also be privately enforced at higher cost. The study of such situations of 'structured anarchy' is an area 
of public finance that has not been well-explored. For further discussion and references, see Skaperdas (2003). 
6  Recent studies of market failure and the role for government include Salanié (2000) and Glazer and Rothenberg 
(2001). 
7  For a classic exposition of free riding, see Olson (1965). 
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taxes levied in accordance with ability to pay or other non-benefit principles, with user fees 
being used where feasible to retain some elements of the benefit principle.  
 
Coercive action is represented by a separate box that lists it together with rent seeking. Once 
coercion enters, it can take on a life of its own. The literature on collective choice is filled with 
discussions and examples of coercive behavior by the majority, or of such behavior by minority 
or special interests made feasible by particular institutional arrangements.8 Appropriation of 
resources via collective choice leads to competition by those who want to share in rents obtained 
in this manner, and thus to the dissipation of resources in the rent seeking process.9 As in any 
system of governance, there will in addition be agency problems related to the monitoring of 
politicians and public servants, who may engage in rent seeking behavior on their own behalf.10  
 
One should note that the traditional public finance literature only rarely deals directly with 
coercion and rent seeking. The topic is often avoided with the assumption that a benevolent 
planner makes decisions that maximize welfare for the group as a whole. 
 
While redistribution through the public sector generally has a coercive aspect, voluntary  
redistribution is also possible and can be encouraged, or subsidized, by various policies.11  
Particularly in its publicly aided version (which also may contain an element of coercion), 
charity can become an important part of economic life. This is indicated by a third, separate box 
in the diagram. 
 
Competition among political actors, whether vigorous or somewhat attenuated, leads to a set of 
policy outcomes. The size and structure of the budget are determined for the current year, and 
promises are made about the future, even though such promises are suspect due to the inability of 
current majorities to tie the hands of future electoral winners.12  Other instruments such as 
regulation and the law also form part of the equilibrium. Policies determined in this way must be 
seen against the background of the market economy. In a complete system, the private and public 
economies interact, as indicated in Figure 1 with arrows going in both directions, to determine 
private prices and quantities together with specific public policies. 
 
A major task of political economy is to explain observed policy choices. In addition, we are 
interested in the normative evaluation of equilibrium outcomes. Because of the absence of 
market prices for public goods, the measurement and evaluation of public sector outcomes raises 
difficult questions. The traditional literature on public finance has emphasized the excess 
burdens of taxation that are related directly to the separation of taxing and spending alluded to 

                                                      
8  Riker (1986) provides a stimulating introduction to the art of political manipulation. 
9  Classic treatments of rent seeking include Tullock (1967) and Krueger (1974). Mueller (2003) analyzes the 
literature.  
10 Gordon (1999) provides a history of the idea of checks and balances as a method for controlling government. On 
the problem of bureaucracy, see for example Niskanen (1971), Huber and Shipan (2002) and surveys by Wintrobe 
(1997) and Moe (1997). A recent study of the agency problem is provided by Besley (forthcoming).   
11  See, for example, Hochman and Rogers (1969) and Andreoni (1990).  
12 The commitment problem is discussed at length by Drazen (2000). Marceau and Smart (2003) is a recent 
contribution, where vested interests attenuate the problem by engaging in political action to protect themselves from 
expropriation.   
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earlier. Benefit-cost analysis is a second tool that is often employed to evaluate policies, although 
observed prices must be complemented with a range of imputed ones in many cases.  
 
As in other areas of economic life, inefficiencies in the public sector occur primarily when there 
is a divergence between private and social costs or benefits for particular decision makers. The 
term “decision externalities”, contained in the final box in Figure 1 referring to the public sector, 
thus summarizes a wide range of governing failures that arise in public life, much as market 
failures arise in the private economy. For example, because taxes paid and benefits received by 
each individual cannot be closely linked, there is a tendency for politicians in all electoral 
systems to view taxable activity as a common pool, and to overuse this pool in an attempt to 
deliver benefits to favored groups at the expense of the general taxpayer.13  
 
Normative analysis of decision externalities generally relies on the planner model, in which ideal 
policies are those chosen to maximize social welfare. In this framework, all decision externalities 
can be internalized by the planner, subject to information and transactions costs that are part of 
the state of nature.  
 
If we drop the planner and enter a world where collective institutions are needed because of the 
very nature of public goods, it becomes more difficult to define ideal conditions. 14 We are faced 
with hard choices between imperfect alternatives. This challenge is one of the reasons for the 
uncertain state of public finance, as discussed in greater detail in section three. 
 
 
2. Applied general equilibrium analysis and the fading luster of the median voter  
 
We begin our discussion of contemporary applications and issues by focusing on the equilibrium 
use of policy instruments. In the next section we consider normative issues that arise when we 
attempt to evaluate equilibrium policy outcomes. 
 
Over four decades ago, Arnold Harberger (1954, 1962) enriched the field of public finance by 
showing how a practical equilibrium analysis of the incidence and excess burden of taxation 
could be accomplished.15 Harberger's framework could be used to uncover the long run incidence 
of taxation, which differs from nominal incidence, and to actually value the excess burden 
associated with alternative tax blueprints. It filled a need for an analysis that incorporates general 
equilibrium theory yet is still simple enough to allow numerical calculations in policy-relevant 
situations.  
 

                                                      
13  This problem may be exacerbated by universalism - the tendency for legislators to agree to an excessive level of 
taxation in order to avoid the uncertainties of vote-cycling. See, for example, Shepsle and Weingast (1981). Ostrom 
(1990) considers how a variety of institutions may evolve so as to attenuate common pool problems. 
14 In particular, it is no longer obvious what transactions costs are given by the state of nature, and what such costs 
are a result of social organization.  
15  The work of Harberger has been extended by Mieszkowski (1967) and Mieszkowski and Zodrow (1986) among 
many others. The Harberger-type model has also been implemented in a computable equilibrium context (e.g., 
Shoven and Whalley 1992). 
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Progress in political economy requires a similar advance.16 Taxes, public services, regulations  
and laws are jointly determined by political competition against the background of the market  
economy and political institutions. However, modeling this equilibrium structure in a realistic yet 
simple manner remains an outstanding challenge. Establishing a framework for applied analysis 
in the presence of collective choice is harder than the task faced by Harberger, since both 
political and economic margins are relevant to optimizing agents who operate in both sectors.  
 
The situation in the 1960's and 70's was less demanding. Following the seminal work of Bowen 
(1943) and Black (1958) on the median voter, it seemed that a marriage of the Harberger 
tradition and the median voter model could yield a manageable framework. If preferences are 
single peaked, the median voter is decisive, and we can solve for an economic and political 
equilibrium by maximizing the welfare of the median voter subject to the structure of the private 
economy. Notable examples of this approach include empirical models of the size of government 
by Borcherding and Deacon (1972), Bergstrom and Goodman (1973) and  Winer (1983). It also 
forms the basis for analysis of  coercive redistribution by Romer (1975) and Meltzer and  
Richard (1981,1983) in which the response of labor supply to taxation limits the extent to which 
the median voter is successful in taking resources from the rich.  
  
However, the luster of the median voter model is fading. Indeed, as Tullock (2004) notes, the 
single-peaked preference relation was a "broken reed" from its inception. Even when preferences 
are well-behaved, the median voter model has no equilibrium under pure majority rule unless the 
issue space is uni-dimensional. 17 And most issues are more complex than can be represented by 
one dimension, at least in the minds of legislators and voters. Although a specific budget item 
may be debated, participants are aware of a multiplicity of links to other budgetary issues. No 
doubt the fading of the median voter was substantially hastened by the proofs by McKelvey 
(1976) and Schofield (1978) showing that vote-cycling is endemic when the issue space is multi-
dimensional.  
 
Work using a median voter model that we cited earlier is restricted to dealing with one issue, 
usually the size of government or an average tax rate that balances the budget. What should the 
analysis of the public finances include when policy issues are more complex? A reasonable 
answer is that a political economy of public finance should concern itself with actual features of 
public activities and financing, and include analysis of at least some of the following issues: 
  
(i) the division between public and private activity 
(ii) the size of government 
(iii) the structure of taxation, including the choice of bases, rate structures and special provisions 
and the structure of public expenditure 
(iv) the incidence and full cost of fiscal systems, including excess burden and the cost of rent 
seeking 
(v) the nature and extent of redistribution, which necessarily raises multi-dimensional issues 
(vi) the relationship between fiscal and other policy instruments such as regulation and law 

                                                      
16 The paper by Besley and Coate (2003), accorded the Duncan Black prize for the year, represents an argument for 
the use of general equilibrium analysis in studying public policy in a collective choice setting.   
17 Attempts to extend the median voter to deal with complex policies using single-crossing restrictions on 
preferences have not been successful in going beyond two issues.  
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(vii) interjurisdictional competition and the role of multi-level governance in federal systems 
(viii) international competition and the structure of national public sectors 
(ix) dynamic issues including the choice between current taxation and debt, intergenerational 
redistribution and the consistency of public policy over time 
(x) the relationship between electoral and legislative institutions and all of the issues listed  
above.   
   
Although this list looks daunting, one should realize that successful research will focus on a few 
of these issues at any one time.  
 
At present there are three promising approaches to replace the median voter model as a basis for 
analysis of these issues. We provide a brief introduction to these frameworks and to some of 
their applications below. Each of the models establishes an equilibrium where otherwise only a 
vote cycle would occur by introducing constraints on the ability of candidates to create winning 
platforms regardless of what the opposition has proposed. The models are distinguished by the 
nature of these constraints, by their treatment of party competition, and by the role that is 
formally assigned to interest groups.  
 
2.1 Three contemporary approaches to modeling political equilibrium  
 
Probabilistic spatial voting  
 
The most prominent of the recent frameworks builds on a long tradition in the study of  spatial 
voting following the seminal work of Hotelling (1929) and Downs (1957). Probabilistic spatial 
voting models formalize the Downsian conception of party competition.18  Two or more parties 
compete for votes by maximizing expected electoral support. Individuals vote sincerely on the 
basis of how proposed policies will influence their welfare, and voting behavior is uncertain at 
least from the perspective of the parties. This uncertainty makes each party's objective 
continuous in its policies, and thus opens the door for a Nash equilibrium in pure strategies 
despite the complexity of the issue space.19  If expected vote functions are also concave, so that 
parties can choose optimal strategies, an equilibrium will exist and may be unique.20   
 
Since there is always a chance that a given voter may support any party, equilibrium policy 
choices reflect a balancing of the heterogeneous interests of the electorate. In some versions - 
e.g., Coughlin and Nitzan (1981) and Hettich and Winer (1999) - each person 's welfare is 
weighted in equilibrium by the sensitivity of his or her vote to a change in welfare. (This result is 
important for the discussion of normative issues and we return to it below.)  Party platforms 
converge in equilibrium, raising the question of how parties maintain their organizations. 
 

                                                      
18 Contributions to spatial voting include, among others, Coughlin and Nitzan (1981), Hinich and Munger (1994), 
Merrill and Grofman (1999) and McKelvey and Patty (2001). 
19 Lin, Enelow and Dorussen (1999) show that a certain degree of uncertainty in voter preferences is required for 
equilibrium to exist.  See also Lindbeck and Weibull (1987). 
20 Usher (1994) suggets that supremely contentious issues must be kept out of the political arena to preserve 
equilibrium: if policy platforms become highly polarized, the probability that some radical voters will support the 
more disliked party may fall to zero. In that case, expected vote functions may not be globally concave. 
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An important variant of the spatial voting approach emphasizes the existence and role of interest 
groups and activists who offer political resources to particular parties in exchange for policy 
compromises.21 Interest groups alter the weight placed on the welfare of various groups. Party 
platforms do not converge, as movement towards the center comes at the cost of contributions 
from activists who prefer less centrist policies. This opens the door for discrete changes in policy 
when the incumbent loses. Miller and Schofield (2003) suggest that party re-alignments and 
possibly large swings in policy may occur in response to the changing character of interest 
groups. 
 
The models of Grossman and Helpman (1994, 2001) and of Dixit, Grossman and Helpman 
(1997) are in essence similar to the spatial voting model with interest groups. This approach 
emphasizes the exchange of policies for resources between an incumbent and several interest 
groups using the menu-auction theory of Bernheim and Whinston (1986). The government plays 
off one group against the other in order to capture as much as possible of their surplus, which is 
then used to gain electoral advantage. The framework gives more limited attention to the 
modeling of the broader context in which electoral competition occurs. 
 
The citizen-candidate  
 
The citizen candidate model of Osborne and Slivinsky (1996) and Besley and Coate (1997) deals 
with the instability of majority rule by modeling the number of competing citizen-candidates in 
an election.22 The policy implemented is that most desired by the winning candidate; this feature 
ensures commitment to policies proposed by candidates during the election. There are no 
political parties to deal with free-rider problems in political organization or to establish 
consistency through reputation.   
 
Every voter is considered a potential candidate. Equilibrium occurs when no voter wishes to 
change his or her vote, no citizen-candidate wishes to withdraw from the race, no one else wants 
to enter, and one of the candidates is destined to win by obtaining a plurality. It is not easy to 
become a winning candidate in this world, and most citizens will stay out of the race or face only 
the certain loss of fixed entry costs. For this reason, pure strategy Nash equilibria in this model 
often occur.23

 
 The party coalition model 
  
A third type of model, due to Roemer (2001) and Levy (2004), emphasizes the formation and 
role of political parties. Parties are coalitions of individuals or interest groups having differing 
objectives. Levy's version emphasizes the role of parties in establishing a commitment to a range 
of policies that individual candidates cannot credibly propose on their own.  
 
In Roemer's framework parties are coalitions of militants who want to announce a policy as close  

                                                      
21 See Aldrich (1983), Austen-Smith (1987) and Schofield (2003) among others. 
22 Only the Besley/Coate version deals with issue spaces that are multi-dimensional, though the basic ideas in the 
two papers are similar.  
23 Usher (2003) argues that equilibria are so prevalent that the model is not sufficiently restrictive concerning 
possible policy choices. Roemer (2003) offers a similar criticism.  
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as possible to their ideal point, regardless of the probability of winning, and of opportunists who  
want to maximize the probability of election.24 Party platforms represent a preference ordering 
on the issue space that is the intersection of the preference relations of each faction. Each party 
coalition by definition prefers its own policies to those of the opposition. An equilibrium in pure 
strategies may exist because it is hard for each party to alter its platform while still maintaining  
agreement among its own coalition members no matter what the opposition proposes.25  
 
 2.2  Applications to public finance 
 
Analysis that is successful from both a theoretical and empirical point of view has two 
components: First, it is based on an underlying model that confronts essential issues and stylized 
facts, especially the observed stability of multi-dimensional policy structures. Second, empirical 
work directly linked to this framework is carried out on one or more of the key topics in public 
finance.  
 
Most applications when issues are multi-dimensional have used some type of probabilistic spatial 
voting model. Since it is reasonable to assume that expected support for a party will rise with the 
welfare it can deliver to voters and interest groups, every party has an incentive to make the 
excess burden that will result from its proposed platform as small as possible, subject to 
judgements about the distribution of political influence. Thus a spatial model in which parties 
maximize support from a heterogeneous electorate is well suited to the study of how the full 
costs of taxation are reflected in the fiscal system. When there are information and 
administration costs attached to the use of policy instruments, tax and expenditure structures that 
economize on such costs emerge in the equilibrium. (Hettich and Winer 1988, 1999).  
 
This framework has been used successfully to study complete fiscal systems across space and 
time as well as more narrowly defined issues.26 Applied work has also been carried out using the 
Grossman-Helpman model. This research is mainly directed at trade policy including the use of 
non-tariff barriers.27  
 
As yet there is little empirical work that utilizes the citizen-candidate model or the party coalition 
framework. Although these models show promise for empirical research, the difficulties of 
applying them in practice have not yet been extensively explored. (But see Roemer 2001 and Lee 
and Roemer 2004)28  
                                                      
24 There is a third group - the reformists - who maximize their expected utility. They do not alter the equilibrium 
since their preferences are a combination of those of militants and opportunists.  
25 Interestingly, an equilibrium exists only if there are at least two issues. Roemer does not consider this a limitation 
since most important issues are multi-dimensional.  
26 On fiscal systems see, for example, Kenny and Winer (2001), Hettich and Winer (1984,1999 chps 9 and 10) and 
Ferris and Winer (2003). On more specific fiscal issues see, for example, Congleton and Shugart (1990) and Profeta 
(2002) on pensions, Chernick and Reschovsky (1996) on progressivity among U.S. states, and Kenny and Toma 
(1997) on the choice between income taxation and the inflation tax. 
27 Applications of the Grossman-Helpman model to trade issues have recently been extensively reviewed by 
Feenstra (2004, chapter 9). The model has also been used to consider other types of polices, such as environmental 
taxation and regulation (e.g., Fredriksson 2001).  
28 Roemer (2001, chapter 10) applies his model of party unanimity Nash equilibrium to the longstanding question of 
why capitalists are not expropriated by the poor. He answer is that electorally successful coalitions usually require 
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There are two challenging problems that are common to all of the models when they are applied  
to real data: (i) the difficulty of distinguishing between economic welfare and political influence; 
and (ii) the problem of identifying the role of electoral and legislative institutions. The 
distinction between economic welfare and political influence plays a central role in historical 
work on the evolution of tax systems, but it has proved difficult to separate the two empirically29. 
However, Rutherford and Winer (1990) and Hotte and Winer (2001) calibrate the political 
influence of several income classes in an applied probabilistic framework that incorporates the 
Gemtap tax model. Goldberg and Maggi (1999) and Gawande and Bandyopadhyay (2000) 
estimate the weights placed on contributions by special interests and by consumers in a 
Grossman-Helpman model of non-tariff barriers.30  
  
The problem that arises concerning electoral systems is the implicit manner in which they 
usually enter the analysis. Modeling outcomes under proportional representation is especially 
difficult because of the need to deal with post-election coalition formation. Some progress has 
recently been made however. Persson, Roland and Tabellini (2004) have constructed a spatial 
voting model in which the formation of coalitions under proportional representation and the 
emergence of single party government in a majoritarian electoral system are explicitly 
represented.31Austen-Smith (2000) looks for conditions under which the fiscal system under PR 
may be more redistributive than in a majoritarian system. Baqir (2002) provides empirical 
evidence of the positive relationship between the number of legislators in a municipal system and 
the extent of the common pool problem. Inman and Rubinfeld (1996) discuss the benefits of 
federalism as a means of attenuating the common pool problem in national legislatures. And 
Hettich and Winer (1999, chapter 11) relate the size and frequency of tax changes to the greater 
transactions costs of legislative actions in the U.S. system of checks and balances as compared to 
the Canadian parliamentary system. 32  
 
A balanced empirical view of the evolution of fiscal structure will include political influence, 
governance, and the more mundane factors that shape economic interests. It is not clear at this 
time what empirical importance should be attached to each of these elements, or even if such 
generalizations are possible. Further work on separating out the roles of political influence, 
electoral institutions and narrowly defined economic interests is high on the research agenda. 
 
  
                                                                                                                                                                           
support from some people for whom income is not the only salient dimension and who do not, as a result, favor 
radical redistribution. Lee and Roemer  apply a similar model empirically to consider the relationship of racism and 
redistribution in the United States - showing as a by-product that two dimensions are required to understand the 
nature of redistribution. 
29 See for example Gillespie (1991) on Canadian tax history. 
30 Rutherford et al find that the influence of lower income voters in the U.S. increased over the decade of the 1970's, 
and the Goldberg-Maggi and Gawande-Bandyopadhyay papers show that consumers are more influential than 
special interests. Mueller and Stratmann (2003) also investigate  the role of influence (with political participation as 
a proxy) using international panel data.  
31 Their empirical results suggest that majoritarian systems have smaller public sectors, which they attribute to the 
ability of such systems to deal more easily with common pool problems in public finance compared to coalition 
governments that often arise under PR. 
32  Kirchgaessner (2002) more extensively reviews the evolving empirical literature on the effects of constitutional 
and legislative constraints on fiscal policy.   
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3. Normative analysis, the invisible hand and the problem of creeping constraints 
 
Normative analysis has a long tradition in public finance. In his massive and erudite History of 
Economic Analysis (1954), Joseph Schumpeter reviewed an extensive, and by now largely 
forgotten, literature created by those he called cameralists or consultant administrators. This 
diverse literature spanning more than 200 years had a central goal, namely to advise the 
sovereign on the management of the nation state.  
 
Long-held attitudes die hard. When Knut Wicksell reviewed the literature on the public sector in 
1896, a time when democratic governments had been in power for some time in the United 
States, England, and several European countries, he wrote, perhaps somewhat wistfully: 
 

Even the most recent manuals on the science of public finance frequently leave the 
impression, at least upon me, of some sort of philosophy of enlightened and benevolent 
despotism, and they seem to represent a running commentary on the famous rule 
'Everything for the people, nothing by the people' -- or, at most, with the faint-hearted 
addition 'perhaps a little by the people.'  (Classics, 82) 

 
Many of those who created the modern literature on public finance never abandoned the goal of 
advising the sovereign on how to do the best for the people. It is true that questions were 
formulated more precisely and that the tools of analysis became more powerful. Yet, the 
enlightened sovereign somehow survived, having taken on the disguise of a benevolent social 
planner.33  
 
Wicksell’s challenge to the profession was profound; it was a call to create a positive and 
normative analysis of public policy by the people. Although the literature on collective choice 
has taken up the challenge, it has been more successful in dealing with the positive side. 
Normative analysis conducted from a collective choice perspective remains limited largely to the 
discussion of constitutional design and has failed so far to influence applied work dealing with 
taxation and public expenditure.34 In most instances, quantitative analysis of a normative nature 
remains linked firmly to the social planner model. 
 
In his own work, Wicksell focused on the optimality of decision procedures rather than of 
outcomes, an emphasis that later on led directly to the literature on constitutional choice. He was 
also concerned about coercion exercised through majority rule and proposed qualified unanimity 
as a solution.35

 
3.1  Efficiency and the failure of political institutions 
 
If we accept the existence of majority rule, the problem is different from the one formulated by  
                                                      
33  A balanced view of the ensuing literature will acknowledge Harsanyi's (1955,1977) defense of utilitarianism as a 
basis for social action, a framework which relies in part on an organic view of the state (Mueller 1996, 64). 
34 On the constitutional approach, see Buchanan and Tullock (1962) and textbook treatments by Mueller (1996) and 
Cooter (2000).  
35 Lindahl (1919) went further and suggested a process that would result in an efficient allocation of public goods. 
Well aware of the assumptions necessary for the success of his model, he specified an equal distribution of power 
among participants. For a stimulating restatement of the Wicksellian approach, see Buchanan (1976).   
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Wicksell. A normative analysis of majority rule that parallels neo-classical welfare economics 
will include three elements: (i) an analogue to the first theorem of welfare economics; (ii) a study 
of the failure of political or collective choice institutions (or “political market failure”) that is 
derived from this theorem, and (iii) the measurement of departures from the first best. Only steps 
one and two have received much attention so far.  
 
Probabilistic voting models have been used to develop analogues to the first theorem for political 
economies. Coughlin and Nitzan (1981), McKelvey and Patty (2001) and others show that 
political competition forces parties to adopt policy platforms that are consistent with Pareto 
efficiency. Chen (2000) extends this result to allow for bargaining among legislators. If people 
vote instrumentally and parties maximize expected support, competition forces parties to 
maximize a weighted sum of utilities, a result referred to as the representation theorem.36 
Otherwise, one of the parties could increase some voters' welfare without reducing that of others, 
thereby improving its chance of electoral success. In a  competitive equilibrium, no such Pareto-
improving policies will remain. The weighted sum of utilities that is maximized is not a social 
welfare function, since the weights are determined within the model by voting behavior. 
 
In this world, the distribution of political influence matters. Parties are forced to a point on the 
Pareto frontier that will be more favourable to politically influential groups whose  
weights are relatively large. This fact is the source of some difficulty in assessing the normative 
properties of political equilibria: what may appear to be inefficiencies in taxation, such as 
inequalities in the marginal cost of funds across tax sources, may represent the minimum price of 
satisfying legitimately exercised political influence in a democratic society.37

 
The work shows that under certain conditions there is an invisible hand in democratic politics. 
Becker (1983) reaches a similar conclusion by arguing that those who lose from inefficient 
policy suffer losses that exceed the gains realized by the winners, and will spend more to push 
the equilibrium towards the Pareto frontier.38 Based on empirical research, Lindert (2004) argues 
that the full cost of social welfare in advanced democracies has in fact been kept reasonably low. 
In a related way, Wittman (1995) argues that the public sector is as efficient as the market if one 
is careful to make a balanced assessment of private as well as of public failures. 
 
The work by Becker and Wittman falls into the Chicago School, where emphasis is on the 
pervasive role of competition in pushing politicians to adopt welfare-improving policies39. In 
contrast, the Virginia School led by Buchanan sees political failure as endemic.40 The latter 
group is largely concerned with the creation of constraints that limit coercion and rent seeking 
and reduce the misuse of authority by elected officials and public servants.41 A full argument will 
encompass both points of view. It would include a study of conditions under which equilibria are 
efficient, and a theory of political failure.  
                                                      
36 For further discussion see Hettich and Winer (1999, chapters 4 and 6). 
37 A simple mathematical illustration of this point is found in Winer and Hettich (1998).  
38 Aidt (2003) provides further examination of Becker's approach by endogenizing political participation.  
39 See also Stigler (1972) 
40 For a recent debate between the two camps, see the exchange between Wittman and Niskanen in Winer and 
Shibata (2002, 101-122.).  
41 Brennan and Buchanan (1980) and Buchanan and Congleton (1998) specify the nature of tax structures that will 
limit the extent of the damage.  
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As an example of the analysis of political failure, consider the role of campaign advertising. If 
such advertising reduces private information costs about policy platforms or candidate quality 
without biasing the information received, it is welfare enhancing. According to the representation 
theorem mentioned, outcomes must then lie on the Pareto frontier (Hettich and Winer, 1999 chap 
6). On the other hand, campaign advertising may affect voting behavior independently of the 
implications of platforms for welfare or of the quality of the candidates. In those cases, 
advertising may not be welfare enhancing, and restrictions on campaign finance may be 
warranted.  
 
The debate about the usefulness of advertising in private markets thus has its counterpart in the 
political context. The debate remains unsettled: Wittman (2004) argues that advertising on behalf 
of special interests helps uninformed voters to make better electoral choices; Coate (2004) 
studies situations in which the usefulness of advertising in allowing voters to better judge the 
quality of candidates is 'too low' because voters think that excessive advertising reflects 
undesirable promises made to rich special interests. This debate has implications for the 
efficiency of equilibrium, the regulation of campaign finance and the organization of political 
life in general. It shows that a type of welfare analysis is emerging in which the standard of 
reference is an equilibrium in a well-functioning democracy. 
 
Besley and Coate (1997) also direct our attention to political failure using their citizen-candidate 
model. They explore a situation where there is one candidate who is more competent than the 
others (i.e., she can deliver more output per unit of revenue). But she loses to a less competent 
candidate because he can credibly promise a level of public services that is more in tune with a 
majority of voter preferences. No other candidates can enter the race and still expect to win.  
 
Besley and Coate implicitly adopt a standard of reference where we always can find a competent 
candidate who shares the preferences of the majority. Questions that arise in this context relate to 
the supply of such candidates, and to the relative importance of competency in comparison to 
other factors. They call for specification of a first best political equilibrium, thus taking us 
beyond the boundaries of the social planning model.  
 
3.2  Sustainability under majority rule 
 
Another approach to normative work that takes account of collective choice focuses on the study 
of the compatibility of policies with democratic equilibria. An example is the work of Galasso 
and Profeta (2004), who consider the effect of aging on social security in selected OECD 
countries. Aging of the population leads to a rising dependency ratio making it more difficult to 
finance the system, and also has a political effect as older voters become more numerous and 
influential. The two effects are counter-balancing, and may or may not result in a pension system 
that is more generous.  The authors look for policies that are likely to be able to cope with the 
tension between these two forces, and suggest that increasing the retirement age will be more 
acceptable to the electorate than a cut in benefits. Such an extension slows the growth in the 
dependency ratio and also reduces support for increasing the generosity of benefits.  
 
Using a similar framework, Uebelmesser (2004) determines the latest point in time when a  
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majority of voters would support pension reform, calculating that Italy has only a year or two,  
while Germany and France have until 2012 and 2014. Finally, in related work Buetler (2002) 
uses Swiss referenda data to test an empirical model that predicts support for and against 
extension of the retirement age. 
 
An important question in research of this type concerns measuring the 'distance' from 
equilibrium. Rutherford and Winer (1990) suggest different metrics that could be used to 
evaluate the distance of a proposed policy from that in an existing equilibrium. Such metrics are 
required for a more formal statement about the democratic feasibility of alternative proposals.  
 
3.3  Creeping constraints 
 
Proponents of social planning have responded to some of the criticism from work based on 
collective choice. An example is Boadway’s (2002) scheme for politically constrained analysis 
that distinguishes among four stages: analysis at the constitutional, the legislative, the 
implementation and the market response stage. At each level, participants take as given the 
outcomes of previous stages and anticipate the results of subsequent stages. Use of the planner 
model is advocated within this more restrictive framework at each stage.42

 
Boadway’s framework gives formal recognition to the frequent use of ad hoc constraints in 
traditional analysis designed to relate outcomes more closely to the real world. Although the 
framework is a thoughtful response to the need for collective choice, it cannot avoid the 
underlying problem arising from specification of a standard of reference. A planner operating in 
a more limited context remains a planner. The question of whether advocated outcomes are 
efficient in comparison to an optimal political equilibrium remains unresolved. Boadway’s 
observation that “it is not necessary for normative policy models to be realistic to be useful” does 
not deal with this point. 
 
 
4.  Concluding Remarks 
 
The political economy of public finance stands at a cross roads. The planner model that  
has long dominated analysis is losing its hold on much of the literature, with the need for 
assuming consistent motivations of actors in both the public and private sectors being widely 
acknowledged.  
 
Research on collective choice, by now a voluminous literature of its own, provides the means for 
including collective decision making as an essential part in the examination of public sector 
issues. Until recently, it has appeared that the median voter model would readily serve this 
purpose, but the model has proven a fragile basis for theoretical and applied research because it 
cannot cope with the multi-dimensionality of budgetary choices. 
 
After considering the nature of essential questions faced by researchers in the political economy 
of public finance, the chapter reviews alternatives to the median voter model. These are 
frameworks that interpret public policies as equilibrium outcomes in a multi-dimensional setting. 
                                                      
42 Boadway also credits this scheme to Motohiro Sato.  
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Most important among them are probabilistic spatial voting, the citizen-candidate model and the 
party coalition model. All have the promise of leading to applied research, where observed data 
on taxation and expenditures are explained with formal statistical methods. However, only 
probabilistic spatial voting has been used so far to study actual public sector policies in 
considerable detail. 
 
The challenge for empirical work is thus two-fold: To choose a systematic approach from 
available models (or to develop a new model) and to adapt it to study specific questions 
concerning budgetary outcomes. The task is made more daunting by the complexity of general 
equilibrium analysis that incorporates an explicit political model, as well as a characterization of 
the private economy. The task is not impossible, however, as proven by a limited number of 
studies that achieve this aim.  
 
A similar challenge applies to normative analysis. Once we abandon the construct of a central 
planner who maximizes a welfare function, we must develop an alternative that uses outcomes in 
an ideal collective choice framework as the basis against which to judge the efficiency of 
outcomes. While work on issues of this nature has started, it remains in its infancy and, at this 
time, serves mainly to critique the older planning approach. In particular, there is little work that 
connects particular political failures with specific observed features of existing fiscal systems.   
 
The somewhat unsettled state of political economy of the public sector provides great  
opportunities for imaginative and innovative research. If we look at the history of economic 
thought, we discover that consensus in a field is often achieved after the most interesting 
possibilities have been exhausted and the path-breaking work has been done. Because of the 
complexity of issues, researchers in the field will be well advised to listen to Martin Shubik’s 
dictum that “the suitability of a model depends as much on what is left out as on what is put in”. 
With this in mind, the development and use of a unified framework to study the public sector in a 
multi-dimensional general equilibrium setting promises to be a rewarding task. 
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Figure 1  

The Basic Structure of Public Sector Political Economy 
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