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CHAPTER 1

A MULTIPIE THEORY OF THE PUBLIC HOUSEHOLD

Modern capitalaism is a mixed economic system. The larger part
of the national output is purchased by private consumers and investors, and
the larger pert of the product is produced and supplied by private firms. The
distribution of income is determined largely by the owner-ship of factors of
production and by their earnings in the market. At the same time, a substan-
tial share of the nation®’s preduct goes to satisfy public wants, a substantial
part of private income originates in the public budget, and public tex and
transfer payments significantly influence the state of private distribution.
Moreover, budget policy affects the level of employment and prices in the pri-
vate sector. Thus ours is a mixed symbtem, including & sizable and vitally impor-
tant sphere of public economy ealong with the market sector.

A . INTRODUCTION

The complex of problems that center sround the revenue-expenditure
process of govermment is referred to traditionslly as public finance., Following
this concention, the same term is used in the title of this volume, but with
much hesitation, While operations of the public household involve money flows
of receipts and expenditure, the basic problems are not issues of finance. They
are not concerned with money, liquidity, or capital markets. Rather, they are
" problems of resource allocation, the distribubtion of income, full employment,
and price-level stability and growth. Therefore, we must think of our task as
an imestigation into the principles of public economy; or more precisely, on
those aspects of economic policy that arise in the operations of the publie
budget,

Theories of Public Economy.

Economists have paid much attention to the formulation of theories
that examine the problems of consumer households, business firms, cooperatives,
trade unions, and other decision-meking urits in the economy. While much remains
40 be done, we can boast of a fairly adequate frams work in which to explore
these mabters., No such success can be claimed for occasional attempts to develop
a corresponding theory of the public sector.

Such a theory cen be approached in two ways. First, we attempt to
state the rules and principles that make for an efficient conduct of the public
economy. In other words, we determine the optimsl budget plan on the basis of
initially defined conditions and see how it can be achieved., This we refer tec
as a normative or optimal theory of the public household, In the second approcach,
we attempt to develop & theory that permits us to explain why existing policies
are pursued and to predict which policies will be pursued in the future. Such a
theory of budget policy may be thought of as e sociology of fiseal politiecs, For
purposes of either approach, the economic consequences of legislative action
must be determined. For the first approach, we must know how the market rescts
to various tax or expenditure policies so that we can choose that policy which
gives optimel results, For the second approach, we must know how the market
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reects sc thet we can predict further changesz in policy that will be generated
by these reactions.

For purposes of this study, our concern is primarily with the first
or normative view. A theory of fiscal politics is interegting and importent but
will be referred to onlu in cccasional connecticns, (1) Our normative model of
public economy is not designed to be realistic in the sense of describing what
goes on in the capitals of the world, Rather, it is designed to show what would
go on if an optimzl result were achioved. Nevertheless, our model is not without
close relation tc social and ecomomic institutions, The framework of a nermative
theory of public economy itself depends upon the political and social valuss of
the society that it serves; and the implemsntation of the optimal budget pian
depends upon the functional relationships that prevail in the market sector of
the economy.

Our *ask will bs to examine how the objectives of the budget plan
can be determired in an optimal fashion, and how they can be implementsd accor-
dingly. The introductory chapters of Part I are designed to give a general frame
work of ammlyzisz, covering the entire rarge of problems to be considered later
on, Meny difficulbies dealt with at a later point are overlooked for the time
being. In Part II, we examine how the optimal cbjectives of budjet poliecy ecan
be determined. In Pert III, we deal with the implementation of budget polisy in
a classical system, where there is no problem of gstabilization policy. In Pard
IV, we consider the implementation of budget policy in a compensatory system.

Three Objectives of Budget Policy.

There is no simple set of prineiples, nc uniform rule of normative
behavior thet may be spplied to the conduct of public economy . Rather, we are
confronted with & number of separate, though interrelated, functioms that require
distinct solutions, Our first task is 4o sort out these objectives, to state
the issues, and to see how objectives and issues are related.

In order to obtain & comprehensive, if highly simplified, view of
the problem, let us observe the determination of budget policies in an imaginary
state, where efficient standards of fiscal planning prevail, The responsibilities
of the Fiscal Deparitment in cur imaginary state ere derived from a multiplicity
of objectives. For present purposes these ars grouped under three headings: The
use of fiscal instruments to (1) segure adjustments in the allocation of resour-
ces; (2) secure adjustments in the distribution of income and weslth; and (3)
secure economic stabilization.

Lot us now think of each of these functions as being performed by
a particular granch of our imaginary Fiscal Department. These branches may be
referred 4o respectively as the Allocation, Distribution, and Stabilization
(1)'On fiscal politics see Joseph Schumpeter, "Dis Krise des Steusrstaates™,
Zeitfragen sus dem Gebiete der Soziologie, Graz, Austria, 1918. "English trans-
lations ®The Crisis of the Tax State™, Inter. Econ. Papers, N° 4, pp.5-38, London
1954), - For a Marxist interpretation see Rudolf Goldscheid, ™Wesen und Aufgabe
der Finsnzwissenschaft vom Standpunkte der Soziologie™, Handworterbuch der Finanz-
wissenschaft, Tubingen, Germany, 1926, vol. 1 (English translations R.A. Musgrave
and Alan T. Poacock (eds.) Classics in the Theory of Public Finance, Inter., Eco.
Association, Mecmillen & Co. Lid., London, 1958)



Branches. The manager of the Allocation Branch must determime what adjusiments
-in allocation are nesded, who is to bear the cost, and what revenue and sxperdi-
ture policies are requirsd to achieve the desired objectives. The manager of tie
Distribution Branch must determine what steps are needed to esteblixh the desired
or “proper® state of distribution, and the manager of the Stebilization Branch
must decide what must be dome to secure price=level stability and full employ=-
ment .

‘ For reasons to be explained later, each manager is to plan his job
on the assumption that the other two branches will perform their respective
cunctions properly. In other words, the diversion of resources to gatisfy pu=
blic wants is to bs planned in the Allocation Branch on the asumption that re-
sources are fully employsd and that the proper distribution of income has besn
-secured. Ths propsr or desired distribution is to be planned in the Distribu-
tion Branch on the assumption that a full-employment income is availaeble for
distribution and that the seatisfaction of pulbic wants is taken cars of. Fing-
lly, the mansger of the Stabilization Branch iz +to determine what fiscal sctions
are needed to maintain the required level of aggregate demand, given the propesr
state of distribution and diversion of resources to the satisfaction of publie
wants.

In this way, budget policy is determined as the result of three
interdependsnt plans, each of which involves differsnt objectives and princi-
ples of action. These subplans may then bs cleared and consolidated into a net
budget involwving but a single set of tax and expenditure measures. This, how-
ever, is a matter of convenience only, The basic task is to arrive at efficient
budget planning for each of the three lavels.

B. THE ALLOCATION BRANCH

One iz tempted teo describe the function of the Allocation Brameh
as providing for the satisfaction of public wants, but this does not tell us
much. It merely poses the problem of how tv define public wants. This cannot
be done readily in gensral term#, since different situations give rise to dif-
ferent types of public wants. We shall get further, therefore, if we viesw the
function of this branch as that of securing necessary adjustments in the allo-
cation of resomrces by the market. We mey then exsmine the various situations
in which such adjustments are required ant thus securs a more specific view of
the nature of the public wants to be met in each case,

Situations Calling for Adjustments in Allocatipn.

The pricing mechenism of the markst secures an optimal allocstion
of resources, provided that certain conditions are met.(l) These conditions are
met reasonably well over wide areas of economiec activity, so that the bulk of
the allocating function may be left to the forces of the markst. In these areas,
public policy need not concern itself with matters of allocation. Yet conditions
arise in many conmections where the forces of the market cannot securs optimal
results. Here we ars faced with the problem of how public policy can intervens
to secure ¢ more efficient resource allocation. In some cases, the required
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(1) See, for instance, A.P. Lerner, The Economics of Control, The Macmillan
Company, New York, 1944, chap 2,
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edjustment ic mads best through budget policy, while in others, different
techniquer ere more suitable. Let us note briefly the major situations whers
probleme of allocation policy must be faced.

To begin with, an oscagions for adjustment arises where, for ins-
titutional reasons, the organization of industry preclusdes free entry, 5o
that allocation diverges from thet obtained under purely compstitive conditions.
This io the general case of monopoly control., The existence of markst imperfec—
tions must be allewed for in the determination of efficisnt budget policy, and
‘budget policiec may be used to remove them, However, the regulation of comps-
tition is not primerily a problem of budget pelicy. More commonly, it is dealt
with by legislation to control industrial organization or to regulate the price
and output policites of firms. Since our study is concerned with budget poliey,
this aspect of allocation control snters our discussion only in a collateral
WaY o
A segond and more difficult problem of adjustment arises in the
case of lumpiness of productive factors and of production processes that invel-
ve decreasing coct, These conditions may not only lead to monopoly, but thewm
make it futile to demsnd that the monopolist behave like a competitor. Optimal
determination of output requifes an equating of average revemnue with marginal
cost, Under conditions of decreasing cost, the firm cannot be expected to follow
such a policy, sines it involves a loss, A tax-subsidy process =and, hence,
budget policy= iz required to secure an ppiimal cutput.

Woxt, we have situations shers external esconomies or diseconomies
are generated by the opsration of particular individuals or firme. Establishment
of an expengive stors may increess real estate wvalues in the neighborhood, even
though the ctore cammot collect for the serviecsz thus rendered. A railroad into
new territory may lead to gaine in economic development that greatly exceed the
profits to the rarticular railroad. Since the markst psrmitc & price to bs char-
ged for only a vart of the services fendered, the development may be unprofita-=
ble from the private, but profitable from the public, point of view. Similarly,
private operationc may involve soecial coots that are not reflected in private
coot caleoulations and , hence, are not sccounted for by the merket. A factory

~ may pollute the air and damege an adjoining resort. The smoke nuisance iz a

coot to the particular community, yet it is not a private cost to the firm.
The resort owners canmot collect from ths firm ocince they cennot prevent its
uge of the ccmmon air. Thus, what ic profitabls to the private firm may be
unprofitable from a gocial point of view,

Other discrepancies may arise from differences between publie and
private risk, and sgain others from differences betwsen public and private time
preferences. Indeed, if we asgsume that any ome psrson's welfars depends on
that of all othersc - a case of keeping up with the Jonsses~ we must conclude
that the seatisfaction of all private wants involves gains and losses that are
not acounted for in the market.

' We thus find & wide array of situstions where the market mechanism
infolves varying degrses of inefficismey in resowrce allocation -inefficiencies
that arise collateral to the satisfaction of private wants, never-thelsss, the
setisfaction of such wants in most casss io bent left to the markst. Depending
upon the naturs and severity of the inefficisndies, corrsctive action may be
desirable and reapible; but such action as is taken remains more or less mar-
ginal,
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Let us now turn to situations where the markst mechanism fails
altogether and where the divergence between the svcisl and private products
becomes 2ll-inclusive., This is +the case of socisl wanbs proper,the first {ype
of public wants to bs considred. Social wants are those wants scatisfisd by
services that must be consumed in equal amcumts by all. People who do not pay
for the services cannot be excluded from the benefits, they will not engage
in voluntary paymsntc. Hence, ths narket cannot satiefy cuch wants. Budgetary
provision iz nseded if they are to be zztisfied 2t all. Determination of the
required budget plan is complicated by *two factors, both of which ariss bscause
the ssme amount of services must be consumsd by all.

A primary difficulty srises bscause trus preferences are unknown,

Since, as ws have noted, no one can be excluded from the bensfits thet result,
" consumers will not readily reveal their prefsrences before it can decides how
to satisfy them officiently. A way must therefors be found by which %o induce
people to reveal their prefsrences.

A second difficulty erises even if we assums that the trus prefe-
rences of all individuals are known, The difficulty srises because thers ig
no single moat efficisnt molution to the satisfaction of social wants or %o
‘the problem of supplying services that are comsumed in equal amounts by all.
This difficulty exists, at least, if we apply the criterion of efficlency =as
understood in the determinaticn of marke® price. Therefors, a more specific
~ welfare function 18 nseded to mecwrs an optimsl solution. These are the twe
issues which comprise the crux of the problsm to be sclved by the Allocation
Branch.

The suggestsd distinction between private and social wants is
not of an sbteeclube sort. Inefficiencies srise in the satlisfoction of private
wants through the merkst process, snd whersver such ic the case, ome could
say that an elemsnt of social want is involved, The difference is essentially
one of degrse, but the same may be said for most catsgories in economics, @.8.
consuption and capital formation. The distinetlon remains of fundamenbtal im=-
portance. In ths case of private wants, the divergence between private =znd
social produst is = more or less marginal matber; in the case of social wantzs,
_ the difergence becomes of the essence. Private wants are provided for adequa-
tely by the markst. S8ocial wante must be satisfied through the budget if they
are to be satisfisd at 2ll. For purposes of publie policy,the dirference in
degree thus becomsz an important difference in substance,

So far, we have considered sibtuations where corrective peolicy is
required in order to secure an allocation of resources that is in lins with
consumer praferences. A different type of intervention occurs where public¢ po=
‘licy aims at an ellocation of resources which deviates from that reflected by
consumer govereignty. In other words, wants are zatisfied that could be servi-
ced through the markst but ars not;, since consumers choose to spend théir mo-
ney on other things. The reason for budgstary action in this case is not %o
be found in the technical difficultiss that arise becauss certain services
are consumed in squal amounts by all. Separate amounts of individual consump-
tion are possibl . The reason, then, for budgetary action is to correct indie
vidual choice. Wanbs setisfied under thene conditions constitute a secoxd typs
of public wants, and will be referrsd to asn merit wants., The problem they pose
nust be distinguished clarly from that pomed by sveial wanbts.



Social Wants,

Let us now take a closer look at the nature of social wants. Such
wants cannot bte satisfisd through the mechanism of the markst because their
enjoyment cannot be made subjeft to price payments.

Exchange in the market deperds on the existence of property titles
to the things that are to be exchanged.,If & consumer wishes to satiofy his
desire for any particular commodity, he must meset the terms of exchange set
_ by those who happen to pogssess this particular commodity, and vice versa. That
is to say, he is sxcluded from the enjoyment of any particular commodity or
service un less he iz willing to pay the stipulated prics to the ownsr, Thie
may be referred %o as the exclusion principle, Whers it spplies, the consumer
must bid for the commodities he wants, His offer reveals the valus he assigns
to them and tells the entreprensur what to produce under given cost gonditions,

This mechanism breake down with social wants, where the satisface
tion deriwed by eny individual consumer is independsut of this own conbribution
Such, at least, iz the case where the individual consumer is but ons among many,
and any contribution he may render covers only & small part of the total cost.

_ Consider, for instance, such items as a flood-control project, the more gensral
benefits of which sccrue to an entire regiony & sanitery campaign that raises
the generasl level of health throughout an area; expenditures for the judiamcisry
sustem that secure internal safety and enforee contractusl obligations; or pro-
tection against foreign sggression. A1l thess contribute to the welfare of the
whole community. The bensfits resulting from such services will accrue %o all
who live in the particular place or sociaty where the services are rendered.(l)
Some may benefit more than others, but everysne knows that his benefit will be
independsnt of his particular contribution, Henss, as we have said, he cannot
be relied upor to make & voluntary contribution, The govermmsnt must step in,
and compulsion is called for,

The difficulty thus created would be slight if the problem were
merely one of ccllecting tax bills, Unfertunstely, this is not the case. The
tax collector, wkils important, doss not solve the problem of the economist,
The latter must determine what expenditures should be made and what taxes
should be collected, To do this, a way must be found to determine peoplef’s
trus preferences in social wants, i.8., the preference pattern by which they
rate the satisfaction of their total wants, private and social. The difficulty
arises becauze the merkst mechanism fails as & device for resgistering consumer
preferences. Since ths services that satisfy social wants can be had without
reyment, the individual consumer need not revesl his evaluation thereof (end
invite corresponding tex ssssssments!) through market vids, Because of this,
(1) It is evident that the case of social wants must involve Jjoint consumptions
but joint consumption, as usually defined, doss not nscessarily invelve sosial
wants. A circus performance involves joiht consumption on the part of those who
attend. Yet entrance fees can be charged, different amounts can be consumed by
various people, and the service can be provided through the market., Demand
schedules can be addsd horizontally, (Ses p. 78.) For a social want to arise,
the condition of equal consumption must apply to all, whether they pay or not.
In other words, we must combine the condition of joint consujption with that
of inapplicability of the exclusion principle. Only then will demend schedules
be added vertically.
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signals are lacking and trus preference seales for social wants are unknown.
Such, at least, is the cass with central finance, In the case of local finenee,
gome registration of preferences may occcur by moving from less to more gonge=
nial fiscal communities, a factor that will be disregarded for the tims being,.

Since the market mechanism fails to reveal consumer preferences
in social wants, it may be asked what mechanism there .is by which the governw
ment can determine the extent to which rescurces should be released for the
satisfaction of such wants; the extent to which particular social wants should
be satisfied; and the way in which the cost sghould be spread among the group.
In a democratic society, the decision to satisfy ome or another social want
carmot bs imposed in dictatorial from. It must be derived, somehow, from the
effective preferences of the individual member of ths group, as determined by
his tastes and his "proper" share in full-smployment income.(2) A& political
process must be substitutsd for the merkst mechanism, and indibiduals must be
made to adhere to the group decision., As shown leter on, the problem is %o
determine the kind of voting process or group dscision that offers the best
approximation to the solution (or ome of the mclutiems) that would bs chosen
if trus preferences were known,

The preceding argument is based om the premise that individuals
can evaluate social wants, that is, that such wents form part of individual
preference scales along with private wants, Without this, no determination of
public preferences can be made that meets the requirements of a demccratic
society as we undorstand it. Thie epproach differs from an slternative view,
according to which sccial wants are collsctive in naturs esnd are experienced
by the group as & whols or its leaders, as distinct from its members, It is
futile t¢ debats which of thess is the correct interpretation, Let us look
upon our prsferencs for the individualistic over +the organic view asz a matter
of value judgment end be content to show that our fermulation makes empirical
sense. I see no reason why individuals zhould not be able to evaluate %he
benefits they derive from the satigfaction of social wants, along with ths be=-
nefits they derive from the satisfactimn of private wants. Te be sure, it may
be simpler to asssss the advantages of installing & lock in ore's own house
than to appraise the precize benefits one dérives from military protection
against foreign inzvasions or ons may find it simpler to measure the advantages
of improving ons*s own yard than to evaluate ome's gain from the installation
of public parks . Such differences in degree may exist, but they are not inhe-
rently a matter of public vwersus private wants, Similar distinctions arise
between various types of private wants, some of which are more immediate (such
as medical consultation in the case of illness) and some of which afe more
remote (such as preventive medical care). Considerations of this sort, there-
fore, do not contradict ocwr basic proposition that social wants are an inte-
gral part of the individual’s preference pattern,

Individuals, at the seme time, are social beings, dependsnt in
their preferences and actions on their social enviromments, and their relations
to others., While all wants are evaluated in terms of individual preference
patterns, these patterns are not determined in a Robinson Crusoce setting, All
(2) Az noted befors, the budget of ths Allocetion Branch is planned on the asunp=
tion that the Distribution Branch hes provided for the proper distribution of
income and thet the Stabilization Branch has provided for a full-employment
level of incoma.



sorts of social motivations enter, be it with regard to private or to publie
wants. While social preference must be anchored in individual valutation, i%
does not follow that people sre selfish monsters. Altruistic or social motiva-
tion mey be imbedded in ths structure of individual preference patterns. A
person may favor expenditures for courts or for education, not only bacause
they will improve his sefety, incrsase his learning, give the pleasure of dea-
ling with more educated neghbors, or because he expects them to think well of
him if he appears socially minded; he mey favor them simply because he feels
thet he should contribute to the good 1ife of others.(l)

Such consideration will be present in varying degreess but they
will not be so etrong or universal as to justify the assumption that people
will reveal their trus preferences in social wants on a volunbary bagig, inde=
pendent of any assurance that the sams will be don® by others., With all dus
allowsnes for social interdependence and altruistic motivation, such an assump-
tion would ks unrealistic and inconsistent with the premises of all cther phases
of ecommic snalysis, The first difficulty of the Allocation Branch, therefore,
is how to induce peopls to reveal their individual preferences in social wants.

_ Suppose, now, that this part of the task hes been zccomplished
in some fashion., We may expect to find that individual prefereuces differ with
regard to social as well as to private wants. In the case of private wants,
such differences are reflected in the purchase of verying amounts of goods and
services at @ common price. This solutiom is inepplicable to social wamts,
since the seme amount of goods and sdrvices must be consumsd by sll. If costs
are to be allocated in response to individual preferences, different prices
must be charged to various consumers, or different tex assessments must be
placed on varicus votsrs. This suggests that a solution may be obtained which
is analogous to that of efficient pricing in the market, Unfortunately, this
is not the case, The condition of equal conmsumption by all doses not permit &
single most efficient solution; or, to put it more precisely, it permits such
a solubion only on the basis of & social preference functioh that goes musch
beyond the conditions of efficiency requifed to evaluate the allocation of re-
sources in the provision for social wants, a problem that remains even if ine
dividual preferences can be determined.

Taxes imposed by the allocation Branch are designsd to cover the
cost of public services. Will the distribution of these tax payments-be regre-
ssive, proportional or progressive? Since thsy are to express the individual's
valuation of social wants as based on the proper distributiin of income, the
answer depends on the income alasticity of sccial wants. If this elastiecity
in the typical case tends to be unity, tax contributions will be proportionals
if it is above unity, they will be progressives; and if it is below unity, they
will be regrsssive. In any case, note that the considsrations tehind the ques-
tion of progression are quite differemt in this context from considerations
arising in conmection with distributionsl edjustments.

Verit Wants,

The type of public wants dealt with under social wants are wants
whose satisfaction should be subject to the principle of consumer soversignty.
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(1) See po 88.
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The basic ruls is that resources should be allocated in response to the effec-
tive demand of comsumers, determinsd by individual preferences, and the prevai-
ling state of distribution. Indeed, social wante are quite similar in this fun-
damental respect to private wants.

We now turn 4o our second category of public wants. Such wants
are met by services subject to the exclusion principle and are satisfied by
the market within the limits of effective deamand. They become publie wants
$f considered so meritorious that their satisfaection is provided for through
the public tudget, over and above what iz provided for through the market and
paid for by private buyers. This second type of public wants will be referred
to as merit wants, Public services aimed at the satisfaction of merit wants
include such items as publicly furmished shool luncheons, subsidized low=cos®
housing, end free education. Alternatively, certein wants may be stamped es
undesirable, and their satisfaction may be discouraged through penalty taxaltion,
as in the case of liquor.

The satisfaction of merit wambs cannot be explained in the sams
terns as &he satisfaction of social wants, While both are public wants in that
they are provided for through the putlic budget, different principles apply.
Social wents constitute & special problem because the same amount bust bs con-
sumed by 2ll, with all the difficulties to which this gives rise, Otherwise,
the satisfaction of social wants falls within the realm of consumer sovereignty,
as does the satisfaction of private wants. The satisfaction of merit wants by
its very nature, involves interfersnce with consumer preferences.

In visw of this, does the satisfaction of merit wants have a place
in a normative theory of public economy, based upon the premise of individual
preference in & democratic society?. A position of extrems individualism could
demand thae®t all merit wants be disallowed, but this is not a sensible view, To
begin with, situations arise that seen to involve merit wants but on closer
inspection involve social wante, Certainm publie wants may fall on the border
line between private and sccial waents, whare the exclusion principle can be
applied to part of the bensfits gained but not to all. Budgetary provision for
free educationsl services or for free health measures are cases in poimt. Such
measures are of immediate bensfit to the particular pupil or patient, but apart
from this, everyoms stands to gein from livirg in a more educated or healthier

community. Wants that appsar to be merit wants mey involve substantial elements
of social wants,

Morecver, a case for the satisfaction of merit wants add for inter-
ference with consumer soverseignbty, narrowly defined, may derive from the role
of leadership in a democratic society. While consumer soversignty is the genew-
ral rule, situastions mey arise, within the context of & democratic community,
where an informed group is justified in imposing its decision upon others. Few
will deny that there is a case for regulating the sals of drugs or for providing
certain health facilities. The advantages of educeticn are more evident ot the
informed, thus justifying compulsion in the allocation of resources to educa-
tion; interference in the preference patiterms of familiss mey be directed &t
protecting the interest of minors; the freedom to belong may overrids the free-
dom to exclude, and so forth. These are methers of learning and leadership which
efe an essential part of democrscy reasonably defined and which justify the sa-
tisfaction of certain merit wants within a normetive medel.



The basic doctrine of consumer sovereignty, finally, rest on the
azsumption of compleste market knowledge end rational appraisal. In the modern
economy, the consumer is subject to advertising, screeming at him through the
media of mass communication and designed to eway his choice rather than to give
complete informacion, Thus, there may arise a distortion in the preference s
structure that needs to be counteracted. The ideal of consumer sovereignty and
the reality of consumer choice in high-pressure markets may be quite different
things. At the sams time, the satisfaction of merit wants remains a precaricus
task, Interferences with consumer choice may occur simply because a ruling group
considers its perticular set of mores superior and withes to impose it on others.
Such determimation of wents rests on an authoritarian basis, nct psrmisszible in
our normative model based upon & democratic society.

To the sxtent that merit wants are admitted, the provision for
such wants differs basically from the provision for social wants. In the case
of the latter, the problem is one of giving effect to individual svalwations.
Eveon though policy will not be determined by urnanimous vote, the task remains
one of fitting the result as clesely as possible to individual tastes and effec-
tive demands, Mejority rule is a necessary svil to approximate the desired re=
sult, not a principle desired as such, In the case of msrit wants, however,
the very purpose may be one of interference by some, presumably the mejority,
into the want pattern of others, The sclution to the determination of social
wants, based on the trus preferences of all individuals elike, does not apply
in this case.

Providing for ths Satisfaction of Public Wants,

Supposs, now, that it has been decided which public wants, sccial
or merit, shall be provided for through the public budget. What, precisely, do
we mean by saying that the govermment must “provide™ for the satisfaction of
such wants?

We mean, simply, thet the goods and services needed to satisfy
public wants must be paid for cut of general revenue. The goods and services
must be supplied free of direct charge to the user; at the same time, they need
not be produced underthe direct management or supervision of the govermment.
This is an important distinction to be made in order to avoid confusion,

Consider, for instance, the case of military protection. Provision
for protection means that rescurces must be diverted to the construction of

~ guns or of neval vessels., It does not mean, necessarily, that the guns or chips

should be constructed by a public enterprise =or, necessarily, by private firms,.

Ono mey coneider also the matter of public playgrounds. The problem here is %o

determine the amount and type of playground facilities to be provided; but the

docision to provide for such facilities does not tell us whether they should

be supplied by public enterprises or through contract by private construction

companies.

To bring out this distinetion, we may visualize +two economies,
one in which all goods are produced by the govermment eand sold on the market,
and enother in which all goods sre produced privately but purchased by the
govermment and distributed free of direct charge. In the former case, there is
no provision for publie wants, while all produetion is under public menagement.
In the latter case, there is no public production, bub all resocurces are devoted
to provisicn for public wants., Provision for public wants, therefore, does not
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require public production management, just as public production management
does not require provision for public wants, Quite different criteria apply
in determining the proper scope of each,

The Function of Expenditure and Taxes in the Allocation Branch.

Suppose that the satisfaction of certain public wants is decided
_ upon and that the cost of the necessary resource withdrawals is to be placed
upon certain psople. It remains to be seen how this plan can be carried cut,

The desired transfer of rescurces may be accomplished by comman-
deering such rescurces or products directly, This is done customarily in the
case of military cervice, where the soldier's wage falls short of the valus
determined in a free market; a2 somewhet similer situation exists where use
is made of the right of eminent domein. The same procedurs could be followed
in other cases as well. If, , for instence, *ie govermment wishes to obtain
& battleship, and steel is nseded, steel may be commandesred and transferred
from the precduction of passenger cers, and lsbor 2y be conscripted and trans-
_ ferred from other uses to produce more stee, This would accomplish the purpose
of securing the battleship for govermment use, btut it would place the entire
cost on the producers of stes, It would be an absurd cost allocation, avoidas-
ble by tax finence. By levying taxes, private demand is reduced and rescurces
are released. By spending the proceeds, these resources are transferred from
private to public.use. The desired result in resource transfer is obtained in
both cases, but the distribution of cost is now independent of the particular
resources that are transferred. It can bte spresd in any way that may appear
desireble,

The tax-purchase mechanism as a means of resource transfer thus
permits & cost allocation quite indsvendent of the ownership distribution of
the resources that are 4o be transferred. The entire process may bs though of
as & combination of direct rescurce transfer by commendesring with & tex-com-
pensation scheme =0 as to ob%tain the propsr allosation of costg. For the Alloe-
cation Branch, the need for securing & cost distribution independent of the
particular resource transfer is the function end raison d'sntre of taxstion,
This must be kept in mind, lest overemphasis on the function of the Stabiliza=-
tion Branch lead to the misleading conclusion that the only function of taxa-
tion is to prevent inflation.

Requirement of Balance im +he Budget.

The twsic task of the Allocation Branch iz to choose among alter =
native uses of resources, Thus, the problem is essentially one of opportunity
cost. If resources are to be used for the satisfaction of certain public wants,
they will not be available for the satisfaction of other public or private wants.
In this basic sense of opportunity cost, the budget of the Allocation Branch
must always be balanced., The smount of rescurces withdrawa from private use must
equal the amount of resources added to public use. This much follows from owr
initial rule that the budget of the Allocation Brandh must be planned in a full-
employment context,.

At the seme time, it does not follow that the budget of the Allo-
cation Branch must always be balanced in the sense that expenditures are matched
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by tax receipts. Such will be the case if the satisfaction of all public wants
is in the nature of current consumption, but nmot if capital cutlays are made,
In the case of capital outlays, the releases of resources from private use and
their transfer to the satisfaction of public wants may be accomplished proper ly
through a borrowing-purchase mechanism rather than a tax-purchase mechanism.
The charge to be covered currently by tax receipts equals the cost of current
services and depreciation in valus of public capital assets, Nevertheless, the
cost of capital outlays must be imputed to the beneficiaries and be coverad inm
taxes over the lifetime of the capital asset.

With this qualification, we may conclude that the budget of the

Allocation Branch must be balanced, even in the financial sense of equality
between expenditures and tax receipts. The financial balance merely expressess
the underlying real balance between the benefits derived from the satisfaction
of public wants and the opportunity cost of withdrawing resources from the sza-
tisfaction of private wants, At the same time, we shall find that there iz m

conflict whatzoever between this principle of balance in the budget of the
Allocation Branch and the wuite different principle of imbelance in the budget
of the Stabilization Branch,

C. THE DISTRIBUTION BRANCH

The function of the Allocation Branch may be considered the cla-
ssical function of budget policy. Indesd, there was & “ime when the provision
of public services was considered its only legitimots function, and it was
argued that ®the fiscal problem purs and simple® should not be confused with
"lien consideration of social and economic policy". Subsequently, however, most
people came to resognize that the revenus-sxpenditure process of govermment is
bound to have social and economic effects, and that these may be aimed usefully
at purposss not directly connected with the immediste objective of satisfying
public wants. Adjustments in the state of distribution sre one such PUrpOS® o

In formulating the budget of the Allocation Branch, we assume that
there exists a desired or proper state of distribution to begin with, This is
necessary for two reasons. Unless the state of distribution i{s given, indivi-
duals cannoct transleate their preferences, whethar for private or public wants,
into & pattern of effective demand., And unless the given state of distribution
can be accepted as the proper ome, the resulting pattern of effective demand
cannot be accepted in furnishing a guide to the efficient use of resources,

It is the task of the Distribution Branch to determine and secure this proper
state of distribution. In so doing, the Distributisin Branch may assume that
the satisfaction of public wents is determined correctly by the Allocation
Branch and that full employment and price-level stability are meintainsd by
the Stabilization Breach.

The Tax-Transfer Process of the Distribution Branch.

The distribution of income and wealth in & market econony depends
on a number of factors including the lawa of inheritance, the distribution of
innate talents, the availability of educational opportunities, social mobility
and the structure of markets., As a result of these factors;, a state of distri-
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bution, with a given degree of equality or inmequality, comes about. This state
will seem appropriate to soms, while others will prefer a greater, and still
others a lesser, degree of equality.

Social philosophies or persomal predilection with regard to equa-
lity or insquality differ. Yet within certain limits there is likely %o exist
at any time and place more or less widely accepted mores with regard to certain
basic aspects, of the problem. In our society it is agreed that babies should
not go short of milk, that old psople should be cared for, that ceses of ex=
treme poverty should be teken care of, and so forth. Beyond this, opinions
differ, but few will deny that some situations arise in a democratic socisty
where an interference in the state of distribution is called for. This being
the case, a mechanism must be provided by which cofrections in the state of
distribution can be made in an orderly fashion and in a way that does ths least
damage to an efficient functicning of the econcumy.

Such a mechanism iz given by the tax and transfer system of the
Distributios Branch. This, %o be sure, is not the omly way in which adjustments
in the state of distribution can be mads, Minimum-wage legislation, price sup-
port for certain farm crops, tariff protection, fair-trade legislation, and so
forth ere all policies with important distributiomal results and, to a large
degree, distributional objectives., From the economist's point of view there is
however, an & priori preference for the budgetary epproach. This approach %o
income transfer, if implemented properlt, invelves e minimum of interferencs
in the allocation of resources as determimed by the pricing system. Unless such
interference iz warranted as an objective in itself, this quality of nsutrality
renders the budgetary epproach a superior technique. Budgetary action is also
more efficiemt in that it psrmits us to reach all members of any desired group
and not only those who engage in particular occupations or sets of market tran-
sactions, such as farmers, importers , or unionized worksrs.

Suppose now that the proper stats of distribution has been dete -
mined. The corrections to be applied are found by comparing this norm with the
prevailing state. The sasiest and most direct way of implementing the desire
adjustment is through a system of taxes and transfer payments. In fact, the
latter may bse thought of simply as negative taxes,

Contrary to the expenditures and taxes of the Allocation Banch,
wich are designed to move resources from the satisfactifin of private to the
satisfaction of public wants, the taxes and transfers of the Distribution
Branch are designsd to shift resources from the disposal of one individual
to that of another, As in the case of the Allocation Branch, the budget of the
Distributién Branch is planned on the assumption that full employment is pro-
vided for by the Stabilization Branch. The budget must again be balanced in
real terms. Sinee the problem is viewed against the backdrop of a full-employ=-
ment income, the same amount of real resources that is withdrawn from X will
be placed at the disposal of Y.

As with the Allocation Branch, this bslarce in real Lerms need
not exclude the use of loan finsnce as a means of accomplishing distributionsl
objectives. For instance, low incomes mey be taxed heavily during a war, but
refundabls taxes may be used to arrange for z subsequent readjustment, As in
the preceding case, this is a temporary matter only, Over a longer period, the
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transfer budget will have to be balanced in both the financial and the real
sense.

The ™Proper® State of Distribution.

It is easy to conclude that distributional adjustments may be nse-
ded at times and that such adjustments shculd be implemented through the budget
of the Distributlon Branch. The difficulty is to decide wha%t the proper state
of distripution should be. This decision evidently cannot bs made by a market
process, since the nature of exchange presuppeses title to the things that are
%0 be exchanged. A political process of decision making is needed, and before
this can function, there must bs some distribution of weights in the political
process, Thers must be a distribution of rights to vote,

Leaving for later consideration how this political process can be
determined, let us nots some of the issuss inherent ih the metter of distrib:-
tion., Democratic thinking, based on the postulate of men's individual worth,
seems to establish a presumption in favor of equality, both political aund eco-
nomic. But equality applied to economic matbters can be interpreted in diffe-
rent ways, and the cholce among different interpretations is a matter of valus
Judgment, To soms, equality may imply actual equality in economic welfare at
any given time; to others, it may imply the quite different concept of equali=
ty of opportunity; and still others may inberpret equelity in terms of maximum
walfare to all members of socisty.

If the criterion of welfare is accepted, this does not necessarily
require actual squality in the distributisn of incoms, which would follow only
if all pecpleo are similar in their propensity to enjoy income. More likely
than not, they will differ in this as in uvther respschz. The conclusion, there-
fore, may well be cms of unsven distribution, a result that hardly corrssponds
to the commonly understood meaning of equality. Morsover, there iz doubt whether
interpersonal c¢omparisons of welfare can be made st all in meaningful sense.
Indeed, economists now widely hold to the wisw thet such comparisons must be .
ruled out, For thsse reasoms, it is tempting to interpret the concept of equa~
lity (or degree thereof) s cutright equality of cbjectively measurabls incoms
or wealth rather than as subjective equality of weifare. In other words, social
policy could be based on the assumption of equal capacity to enjoy income even
though capacitites are, in fact, unequal.

If the criterion of equality of opportunity is accepted, we are
still faced with & number of different interpretations. Equality of opportunity
can be taken to mean equal educational fasilities, allocation of jobs on the
basis of competitive performance rather than connectioms, snd so forth. Above
all, the idea of egqual opportunity involves mebility between various positions
in the income scals. Fizcal policies aimed at greater equality in the one sense
of the term may interfere with other espects of equality, thus requiring a care=
ful weighing cf the various objectives,

Finally, we must allow for the fact that the total income (defined
to include goods and leisure) aveilable for distribution may itself be a func-
tion of the state of distribution. Desired changes in the state of distribution
may ingrease the total cake to be divided, or they may decrease it. If there is
8 conflict, the case is not mecessarily in faver of the greater income and

N e —
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ageinst the preferred state of distribution., This is a matter of tests, but
it is clear that the cost of lesser cutput must be weighed in such a2 case
against the advanteges of distributional change. Similarly, sccount must be
teken of such changes in social or political envirorment as may be imduced
by various diztribution policies.

It is evident from all this %that the concept of a proper stats

of distribution, necessary though it is to the formulation of & complete bud-
get theory, leads into a most difficult set of ethical, social, and economic
problems. In additidn, the implementation of distributional objsctives raises
difficulties of a technical sort. It is by no means obvious how to measurs
the relative sconomic positions that are to be adjusted, While the most® widely
accepted criterion is incoms, this iz not the only possible ones and granted
 that incoms is to bs taken as the criterioh, it is ty no means obviuus how
income is to te definsd.

A proper definition of incoms iz important, rot only to establish
equity in a vertical sense - that is, to plan taxes 2nd transfers so as to
adjust relative positions; it is important also to sstablish squity in & hori-
zontal sense - that iz, to give equal treatment to pebple in equal positions.
The complexity of modern economic oreamization iz such that income may accrue
in a variety of forms and through meny different chennsls., Thus, there arises
the problem of designing the tax and traunsfer structurs so ag +o give equsl
treatment o people who are in basically equal pozitions but who differ regard-
ing the form in which their income scoruss,

Relation to Taxation in the Allocation Branch.

In discussing the fuhction of the Allocation Branch, cur premiss
has been that the satisfaction of sccisl wants must be related to individuel
evaluations of the benefits received, If we sssume +that this can be dons effec-
tively, a clear distinction may be drawn vetwsen taxstién by the Allocation
Branch and texetion by the Distribution Branch. Tax payments to the Allocation
Branch may be progressive, proportional, or regressive, depending on the income
elasticity of social wents, The taxtransfer mschanism of the Distribution
Branch, in turn, mey be progressive or regressive, depending cn the desired
type of distributional adjustment.

The proper state of distribution, as determined by the Distribue
tion Branch, will be defined in terms of income earned, minus such taxes or
plus such transfers as the Distribution Branch chooses to impcse., Taxes and
transfers of the Stabilization Branch, as noted presently, will be distribu-
tionally neutral, and the Distribution Branch will disregard taxes collscted
by the Allocation Branch. Such taxes, like other personal uses of income, may
be locked upon as expenditures, whether for coneumption or capital formation,
that are made in relation to the taxpayer®'s own evaluation of the social wants
being satisfied,

A%t the same time, there remains an interdependence of the two
budgets., The programs of the Allocation Branch depends upon the pattern of
effective demand as set by the adjustments of the Distributiom Branch. The pPro=
gram of the Distribubtion Branch depends upon the distribution of factor incomes
in the markst, as affected by the policies of the Allocation Branch,
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Unfortunately, such a clear-cut distinction betwsen taxation at
the two levels iz not quite permissible, For ome thing, we have noted that
there is mo single optimel solution to the satisfaction of social wants even
if preferences are known; and the choioce between the warious possible solutious
involves distributional considerations. For amother, the satisfaction of merit
wants is associated frequently with distributional considerations. Subsidiss
in kind, for instencs, may be given for the satisfaction of certain private
wants. Free cherity clinics may be furnished, or subsidies may be given to low-
cost housing, the benefits of which will accrue to low-income families. Such
programs have o dual nature. Thsy may be locksd upon both as operations of the
Allocation Branch in the satisfaction of merit wants and as cperations of the
Distribution Branch in the redistribution of income., Alternatively, the same
objectives may be achieved through cash suwbeidies to individuals based on
the condition that the payments must be spent in a prescribed way, Thus, sub=
sidies in kind may be locked upon as redistributional arrangements made condi-
tional upon certain uses of the grants received., The Distribution Branch, s¢cord-
ingly, must allow for the distributional implications of provision for merit
wants in the Allocation Branchg snd the Allocation Branch, in considering the
satisfaction of merit wants, must allow for distributional adjustments in kind
made by the Distribution Branch,

Notwithstanding these difficulties and overlaps, I think it useful
to main®ain a distinction beween the problems of the Allocation Branch and those
of the Distribution Branmch. This, at lemst, is preferable to the other extrems,
ipherent in the ability-to-pay approach, of discarding the asgignment of benefits
from public services and of considering the plocement of the entire tax bill as
o dietributional problem, If this is dome, nothing is gained by maintaining a
distinction betwseen taxation by the Allocation Branch and taxation by the Dis=-
tribution Bramch. To be sure, we may still think of the taxes of the Allocat on
Branch as allocated on  proportional bagis, and of the textransfer process of
the Distribution Branch as providing fof a proper state of distribution, defi-
ned now with reference %o income left after payment of taxes to the Allocation
Branch, Or we may assume that the Allocation Bramch initially sets aside such
resources o8 are needed to satisfy public wants, and that the Distribution
Brahch concerns itself with ths distribubion of the remaining resowrces only,
The result is the same sithsr way., Unless the Allocation Branch succesds to o
significant degree in imputing benefits to individual tax=payers, there is no
- point in distinguishing betwsen tax distributions by the two Branches,

D, THE STABILIZATION BRANCH

The function of the Stabilization Bramch differs sharply from

that of the other two. Its concern is not with the allocation of resource bete
ween public and private, or between altermative private, wants. Rether, it is
with mointeining e high level of resource utilization and o stable value of
money. Though the newest of our three btranches of budget policy, the Stabiliza-
tion Branch has been in the limelight during the last 20 years. The problem of
compensuatory finence was posed first by the depression of the thirties and
recagt subsequently by the inflation pressure of the war and the years that
followed, There is little reacson to expect that fubure decades will provide

o more stable sstting unless appropriate policies ore undertoken. Even if the
shadows of wor should pass, the problem of imstability will remain. & free
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economy, if umcontrolled, tends towards more or less drastic fluctuations in
prices and employmsnt; and apart from relatively short-term swings, malad just=
ments of 2 secular sort may arise towsrds umemployment or inflation., Public
policy must assume a stabilizing function in order to hold within tolerable
limits departurs from high employment and price stability.

No ome can predict whether +the vwias in the ysars ahead will be
towardz inflation or deflation. Much depends on the outlook for peace and war
and on the resulting level of military sxpenditures in the budget. In any case,
there iz 1littls resson to expect that stabilizing policy will become unnecessa-
ry. While much hes been said in recent years abourt the growing strength of
built-in stabilizers, these remain to be tested; and contrery to current bslief
the inherent tendency toward instability may incresse rather than decline as
the economy develops and gains in complexity. At the same time, the szocial ¢li-
mate grows lsss tolerant toward the hardships of unemployment, snd similar atti-
tudes mey develop sith regard to inflation, It is thus of paramount importance
for the success cf free economic systems to dsvelop compensatory measures which
can maintain high employment when private conomic sctivity threstens to slacken
and which can maintein price-level stability when demsnd threstens to excesed
available suppliss,.

Underlying Principles.

The heasic logic of compensatory finence is simple enough, and may
be sumsrizsed in a few ruless

1. If invcluntary unemployment prevails, increase the level of
demend sc &s to adjust aggregats expenditures urwerd to the value of oubpub
produced at full employment,

Zo If inflation prevalls, reduce the level of demand so as to
adjust eggregete expenditurss downward to the value of oubtput msasured in
current, rather than rising, prices.

3, If full employment and price=level stability prevail, maintain
the aggregate level of monsy expenditures to prsvent unemployment and inflation,

The first rule es based on the propositions that fiscal policy may
be used bto increase the aggregate level of expenditures and that this will raise
the level of employmsnt. The level of demand may be raised in a number of ways.
The govermment may undertake to incresse ite own expsenditures on goods and ser-
vices; it may take steps leading to an increase in the level of private expen-
ditures is dssired, this may be secured by raising transfer peyments or redu-
cing taxes, thus increasing the amount of income available for privats use.

If both public and private expenditures are to be increase, an increase in pue
blic goodzs and service expenditures will be combined with e lesser increase

in transfers or a reduction in taxes. The required magnitude of adjustment
under the various approaches will differ in order %o obtain the same result.
Some measures may serve to induce an independent incresse in privete expendi=
tures, or havs pump-priming effects; others msy lower private investment.
However this may be, totel expenditures on currently produced goods and servie
ces8 can be incresssed through continued fiscel action, and such an incrsase can
be obtained either by increasing government expenditurss on goods and services



and/br by inecreasing disposable income available for private expenditures,

Undar conditions of depression, an increase in expsnditures ordi-
narily leads to an increase in resl outpubt and employmsnt. Unemployment will
be substantial, business will have excess capacity, and the supply of additio=
nal output will be highly elastic., If there is an increase in demand, supply
will incresse initislly elong & more or less horizontal schedule. In the pro-
cess of spproaching full employment, totsl supply will become less elastic,
and incressing expsnditures will be dissipated mors, largely in rising prices.
The level of prices may well begin to rise before reasonably full employment
is restored; but this may happsn whether the incresse in employment is dus
to public policy or an autonomous recovery of privete spending.

The second ruls of compensatory finance relates to a situation
where total expenditures exceed feasible outpub valued at current prices. Let
us assume & situation of mors or less full employment, so that the supply of
total output is quite inelastic, An increass in the level of aggregate demand
now produces inflation. Fiscal adjutments must bs made thet prevent a poten~
tial incresse in the level of expenditures from coming aboub. The required
adjustments ars the inverse of those used im the deprsssion case. Govermment
expenditures on goods and services may be reduced, tax rates may be inecreased,
and transfer peyments may bs cut,

Again, there is no doubt that fiscal adjustment can be made that
will hold expenditures down, However, s number of difficulties may arise that
render control of the inflation more troublesome than contreol of depression,
The retes of taxation nseded to reduce expenditures sufficiently %o check iue
flation may be zo high as to deter work incentives. More important, market
structures and the behavior of powsr groups may be such that a basic conflict
ariges between the objectives of price-lewsl stability and full employment.
This difficulty again is not pesculiar to fiscal meesurss but has become ons
of the major problems of stabilization at largs. )

Turning now o the third rule of compensatory finance, we note
thet maintenance sf a high level of employment with price-level stability
does not imply e constant level of aggregate demand. Stabilizetion policy in
a growing economy doss not mean that the level of income is to be stabilized.
On the contrary, the policy must provide for an expansion of demand commensu=
rate with the growing capacity to produse. It must be designed teo result in
a rate of growth that moves along an equilibrium path, so that high employment
and price-level stability are maintained in the process of expansion. Whether
it will always be posszible to satisfy all thres objectives remains for later
considerationg it also remains to be seen how a c¢hoice can be made betwsen
elternative rates of equilibrium growth. We shall find that the problem of
growth enters at the level of the Allocatiom and Distribution Branches as well
as in comnsction with sbabilization, For this reason, growth has not been assige
ned a separate branch; bubt the system may be readily adjusted to include it,

Nature of the Budget Plan,

In its simplest terms, the budget planning of the Stabilization
Branch may be described as follows:; First, the mansger of the Stabilization
Branch must appraiss the level of aggregate expenditurss that will be forth-



coming in the absence of such & budget. Thiz includss expenditures on goods
and services by the Allocation Branch as well ss private expenditures on in-
vestment, concumption, and net exports., Sincs privats sxpenditures depend on
the distribution of income, the plans of both the Allocatiom and the Distri-
bubion Branches must be taken as givenm., Next, hs must estimsts the lewel of
aggregate demand msedsd to maintein full utilization of resources at the pre-
sent level of prices. Finzlly, he must compare this hypothetical level of de-
mand with the level of expenditure fortheoming in the absence of a stabiliza-
tion budget, and provide for taxes or transfer payments o compensate for the
difference.

If exransion is nseded, the Stabilization Branch will provide
for the required level of transfer psyments. It will operate with transfer
payments bscause thess do not invelve decizion over the allocation of resour-
ces, The Stabilization Brench will not reiss the level of putlic expenditures
on goods and services because this would irtsrfers with the satisfection of
public wants as plennsd by the Allocation Branch, If comtraction is needed,
ths Stabilization Branch will impose the reguirsd level of taxation. It will
refrain form reducing goods and service expenditursz, so as to avoid interfer-
ing with the zatisfactich of public wsnts, In other words, countercyclical
variations in the level of goods and service sxpsnditures of govermment will
be undsrtaken oxly to the sxtent that ths Allocation Branch finds itself cone
fronted with sushk fluctustions in the demand for the satisfaction of social
wants.

Since the 8tabilization Branch does not pursus distributional
objectives, its transfer payments or taxed will be proportional to the proper
distribution of incoms as determinsd by +the Disztribubtion Branch. Provided that
the tudget of the Allocation Branch is determined on the besis of individual
preferences, taxes paid to, and benefits derived from, the budget of the Alle-
sstion Branch will not be deducted in defining the proper state of distribu-
ti@no

By the very mnature of the stebilization functicn, the budgst of
the Stebilization Branch will include &t any ome time either texss (if the
level of sxpenditure is otherwiss excessive) or transfers (if demand is other-
wise deficisnt). It will nover include both tuxes and transfers. The budget
of the Stabilization Branch, if it existsz at all, will be a surplus or a
deficit budget. It will be in balance only in a situstion that requires both
taxes and transfers to stay at the zero level; that is, 2 situstion where pri-
vate expenditures plus expenditures by the Allccation Branch ere at just the
right level in the absence of a stabilizimg budget policy.

The funotion of taxetion in the context of ths stehilization
budget is only to prevent inflatiocn, just a3 the function of transfers is
only to prevent deflation. Thus, we have a third function of the revenue-expen=
diture process, quite distinet from those cbserved in the Allocation and the
Distribution Braunches.

Monstary snd Debt Policy ,

Fiscal adjustments are not the only means by which economic ste-
bilization may be secursd, Other spproaches such e¢ monetary and debt policies,
or possitly wage and price controls, must be considered as well, Just as the
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budgetary function of the Allocation Braach must be seen in the broader conbext
of all public policies aimed at sdjustments in allocation, 50 the budgetary
function of stabilization must be sesn in the troader context of other stebi-
lizatidn policies. The budgetery sction requirod by the Stabilization Branch
thus depends upon the restrictive or sxpansionsry nature of other measures

that are taksm., The more that is dons by othsy techniques such as monetary

and debt policy, the less need be done through budgetary action, In this way
other techniques of stabilization policty may be readily built into our frame-
work,

For purposes of this study, the array of other approaches o sta-
bilization enters primarily in the form of monstary and debt policy. Thess
policies offer the msjor alternative to stabilization by budget policy, and
they are linmked directly to budget msasures that irvelve a deficit or swplus.
Since the budget of the Stabilization Bramch ig necessarily a deficit or a
surplus budget, it must be decidsd how %o finsnce the dsficit or how to dige
pose of the surrlus., In eithsr cass, thars results a change in the structurs
of claims, whish in turn may affect the level of private spsnding. The most
effective gsolution iz through the crsatiocn or the destruction of money, This
follows from the hypothesis that investment is relatsd inverssly to interest
end that private consumption is relatsd rositively 4o the velue of total claims
heldo

Lf tax rates ere raised and the sdditionsl proceeds are withheld,
the resulting effact updn the level of private expenditures will bs restrice
tive in various respscts, Not only will consumption expenditures éeclins becau=
se disposable inuome has been reduced (the incoms effect on somsumption) bub
they may dsclins evsn further becauss consumer holdings of money claims are
reduced (the asset effsct on coasumption) ., Morsover, imvestwment may contrect
bscauge the ratio of money aupply %o debt aupply has besen reduced, thus incree-
ging the rate of Iintersst (the cluin effsct on investment), If the surplus
funds are no% retainsd bub ussd to pay off debt, the income effect or CONIWRP=
tion will be the same; the asset sffect un cengumption will provs more questio-
nable, as it now osperastes threugh a rsduction in the holding debt; and +he
claim effsct on imvestment will te reverssd, since the withdrawal of public
debt depresses +*he rate of interest, thus irducing imvestment. The net result,
therefore, will tsnd 4c be less restricetive,

For similsr rsasons, expansivrary action is mors effective if
the additional espenditurss are Pinanced scur of new monsy then if they are
financed out of “orrowed funds, If new monsy is used, all effscts are expan-
sionary. More income i recelved, more claime sre held, and the miz of oube
standing elaims has becoms more liquid, If the 4ranzfers are financed by borrow-
ing, the asset «ff6ot on consumers is agaia poesitive, since total holdings of
morey and public debt are increassds but the olaim effect on investment becomes
restrictive, cince the asset mix has becoms less ligquid. Thusz, the net expan=
sionary effect is weakensd,

Similar considerations hold with regard tc policies of dedbt mans-
gement. The choies in meeting deficit or surplus is not only between momsy and
debt finanee bui also between warious forms of dett finance, invelving different
types of obligations, Moreover, ths problem of debt mamagement is not limited
to decisions that relate +o changes in the total volums of claims but includeg



the much broader problem of possible changes between types of claims within
a given total., It follows from all this that no charp line of distinction cem
be drawn between fiscal and monetary policies for stabilization. In dealing
with the former, considerable attention must also be paid to the latter.

Sinee stabilization may be =mpproached by alternative routes invol-
ving different fiscal measures or combinations of fiscal and debt or monetary
measures, there remeins the questison of wich policy or which policy mix should
be chosen. This decision must be made partly in terms of administrative feasi-
bilities, but they do not decide the whole issue., Consideration must be given
as well to important collateral effects -affects that may differ under various
approaches. They may bear upon the efficiency of resource use, the state of
distribution, or the rate of growth thus. rendering the ch01ee of optimal
policy a difficult mat%ere
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CHAPTER 2

INTERDEPENDENCE AND CONSOLIDATION CF SUBBUDGETS

Thus far we have considered the gensral problems encountered in
preparing the budget plans for each of the three branches. We now turn to a
more specific statement of the subbudgets =their interdependence and consoli-
dation into & single net budget plan.

A, ILLUSTRATION OF A HYPOTHETICAL BUDGET

While the subplans of the *three hbranches pursue distinct objec-
tives, they nevertheless comprise an interdependsnt system. This we have smpha-
sized already by instructing the manager of each bransh to assume that the ma-
nagers of the other branches will do their respsctive jobs, The formulation of
the three budgets in en interdependent system may te showa best by a simple
model of equatioms, but we shall begim with e numerical illustration,

To simplify matters, the illustration of Table 2=l involves a
community consisting of two individuals, X and Z. We begin with the situation
shown in case 1. Total expenditures or sales receipts in the economy equal
$1.000, including $800 of sales to private buyers and 8200 of sales to govern-
ment, To simplify matters, we assume that earnings from all sales are divided
so as to give 30 per cent to X and 70 per cent te Z, We thus ocbtain the distri-
bution of total earnings shown in lines 1 to 3, where X receives 30 per cent
and 2 receives 70 per cent, Total earnings equal $1000 which is the full-employ-
ment income at preveiling prices.

In dealing with the subbudget, let us begin with the Allocation -
Branch., Since we ere confronted with an interdependent system;, any other se-
quence will do as well, If socisl wants sre to be satisfied in accordance
with individual preferences, outlays will depend on how much X and 2 wish to
spend for this purpose, This depends on their preferences and on the amounts
of income svailable to them. These amounts are shown in line 5. They include
earnings (line 3), taxes or transfers of the Distributiom Branch (line 13),
and texes or transfer of the Stabilization Branmch (line 16). Both lines 13
and 16 are given for purposes of planning the budget of the Allccaticn Branch
80 that line & may be computed readily.

Lot us now overlook all the difficulties noted in the preceding
chapter and proceed on the heroic sssumptién that X wishes to spend 10 per
cent of his incoms for the satisfaction of public wants,while Z wishes %o
spend 20 percent. They are billed the corresponding smounts of tax, as shown
in line 8., The proceeds are used to purvhase geccds and services for the satis-
faction of social wants (line 9). These expenditures are not reflected as pri-
vate receipts in line 9 because they are recorded already as earnings in line
2. We assume that the outlays of the Allocation Branch do not involve capitd
formation, sc that the question of loan finance does not arise. As shown in
1line 10, the budget of the Allocation Branch is balanced.

We now turn to the budget of the Distribution Branch., The receipt
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o Page leA
TABLE 2~1 BUDGEA DETERMINATION AND CONSOLIDATION (#) B
(In Dollaes)
‘ CASE 1 CASE 2 CASE 3
. INDIVIDUALS INDIVIDUALS INDIVIDUALS
" BUDGET BUDGET
X 7 X+ X Z X4z X 2 X+Z BUDGEP
Private sector:
1. Earnings fronm sales to private buyers {$ - 7) 240 860 800 211 k93 704 228 533 761
2. Earnings fron sales to government (9) £0 140 200 89 207 296 72 167 239
3. Total earnings {1 = 2 ) 300 7700 1000 300 700 1000 300 700 1000
4, Available income afber-distributional adjustmens (3 - 13) 400 800 1000 800 600 1000 300 T00 1000
5, Avallable income, final amount (3 = 13 = 15) 500 750 1250 369 554 923 420 981 1ko01
&, Private expenditurss on investiment 150 225 75
7. Privabe expanditures on consumption 350 300 650 258 221 W79 294 392 486 Ex
Budget of $he Allocation Branch: o
8, Taxes = 50a 150-2004200-7h= 222~ 296+29€- LU2=197 = 239 + 239
90 Purcnagesooo'c.oos'ooooo.oooooaooaooooooon-oocasuooocnonaooooo soscescconsso 2O€'t¢oooouoooooo 2960000000000\"’ M 239
10, Balance (8 = 9 ) = 50 «150=200 O~The 222296  Ow U22197- 239 0

Budget of the Nistribution Branch

11, Taxes
12, Transfers

.13, Balance (11 - 12)
1‘;. M%-ﬁoho..éﬂ.00..00‘0000‘0.0‘9.0..9000.00.'.0"'00U.OO’DOGQOO.

15, Transfers

16. Balance (14 = 15)
Net Budget:

17. Taxes, total

18, Transfers, total
19. Purchases (9)

. 2C, Bglance {17 = 18 = 19 =)

=100=100+
+100 +100=

100 « 100-100+ 100
1004100 + 100~ 100

+100= 100 4.0

+100+ 1506250=

0+100-100 0 0

pooococevceo-aoeven = 51”’ #6‘77’ ?’

25000‘90O'oos‘o.oooo+120+281+u’01 had

401

+100+ 150+250-

- 50- 250300+

saoessc000G000

250 =31 ~HE<TT+ 77+120+2814401 o

3001053684736 13= §2-197-239+

3304100, ., . +1002960F 12042814401

200aaooooaoﬁlm=$2§é§¥%ﬁ%ﬁ%ts°oa’

ko1

239
4o1

239

+150- 100+ 50-

250e 52358373+ 77+ 78+ 8U4+162-

401

(#) The figures shown in this table are derived from the sysbem of squabions glven in geetion 3 of Lthis chapber; certain simpiifications have

have been made, however,

For case 1, we assume that Y= 1000, J=0.4, m=0,3,n = 0,3, and Is 150, To simplify maibers, egs. (2-2) to (2-5) are replaced by the simpie

assymtion that Th= 0.1 (E% 17 %hnd that 25 = 0,2 (8% - 73

=g ) Also, egs. (P=12} and {2-13) have now been replaced by simple assumption that CX

(8o 2/ = TX ) and that CZe 0.4 (3%®- 7,7 12)
For case 2, we assume I = 225, TX= 0,2 (E¥ « 7l - 3% ), ang 22
For case 3, we azsume I =

= O,k (E®

= 0,7

TH o T% ) Obherwise.

75 and J = 0,3 Obherwise, the assumpbions are as in case 1, Were items 40 NOb.ececossscscssccscoscssno
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of earnings in the market, as shown in limss 1 %o 3, is given for purposss of
planning by the Distribution Branch., Of total earnings of $1.000, 30 per cext
goes to X and 70 per cent gouss to 2. Let us suppose, now, that it has been de-
cided to raise X's share o 40 per cent, putting aside again the difficulties
that arise in reaching such & decision. The tax and transfer measures required
to accomplish this redistribution are shown in lines 1l to 13, If line 13 is
added to line %, we obtein the available income shown in line 4, This adjusted
positior conforms to what we have assumed tc be the proper state of distribu-
tion. As seen in line 13, the budget of the Distribution Branch is in bslance.
Payments and receipts cancel out for X and Z as a group.

There remains the budget of the Stabilization Branch., From an
analysis of available resources, the full=employment output or income at pre-
vailing pricesc is found to wqual $1.,000, To obtain full employment, $1.000
must be spent on current output, including privets outlays on consumption
and investment az well az goods and service expenditures of the Allocation
Branch. Suppeose, now, that private invesimsnt is indspendent of income and
budget policy srd iz fized at $150, ae shown in lins 6. There is no need to
specify how this total is divided between X end Z. Since goods and service
expenditures by the Allocation Branch have been determined at $200, private
outlays on consumption must equal $1.,000 = § 200 - $150 = § 650,

The manager of the Stabilization Branch now determines the amcunt
of disposable inccme needed to call forth this level of private consumption
and imposes texes or pay transfers to provide for it. Tc simplify mattsrs, let
us essume that past experience shows that X will consume 70 per cent and that
7 will consume 40 per cent of his dispcsable incoms. We may then determine what
consumption would be in the absence of any asction by the Stabilization Branch.
By applying these ratios to the adjusted available incomes, as shown in line 4,
we f£ind that tctal consumption would amount to $520, This falls $130 short of
the required level of $650, The Stabilization Branch, therefors, must meke
transfer paymsnts =0 as to raise consumption by $130.

Wo ¥mow that 30 per cent of these pyaments must go to X and 70
per cent to Z, so as to leave the ®proper™ state of distribution undisturbed.
' We alsoc know that X will spend 70 per cent of his transfers, while 2 will spend
40 per cent. From this we can conclude that total transfers of $250 are requi-
red. The resulting pauments to X and Z are shown in line 16, The resulting to=-
tal availahle income is recorded in line 5. The corresponding level of consump-
tion expenditures is shown in line 7, and total expenditures are at the desired
level of full employment,

Ag shown in line 16, the budget of the Stabilization Branch records
a deficit equal to its transfers. X and Z %ogether show a net receipt of this
amount.

The reader should keep in mind that this model is based on highly
simplifying assumptions. The difficulties involved in determining social wants
and the proper state of distribution have been assumed away. The relationships
by whixh the level of income is determined have been oversimplified, and func-
tional relationships that are not easily dstermined have been taken as given.
These simplificatioms will be dropped as cur study proceeds. Now we are inte-
rested only in the basic principle of simulbtuneous planning of subbudgets, and
this principle continues to apply even if more complex systems are introduced.
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Thus, investment may be mads 2 dependent wariable, asset effects on consumption
may be allowsd for, amd liguidity preferencs may be intreducsd, AlL this come
plicates the ploture, Tut the general nature of our problem remains the sams,

The planning of the subbudgets has thus besn completed, and the
cbjectives of all three branches have been mat. The manager of the Allocation
Branch is satisfied that scciael wants have been provided for and that the cost
hes been alloscated in accordance with individusl preferences; the manager of
the Distribution Branch is satisfied that the proper distribution of income
has been established; and the menager of the Stabilization Branch is satisfied
that aggregate demand has been set so as to meintain full employment and price=-
level stability.

Turning now to the implementation of the subbudgets, it appesrs
that the goods end service expenditures of the Allogaticn Branch must be carrisd
out as provided for in its budget. All other items may be submitted to a cleam-
ing procedure, Consider, for instance, the case of X, who is to pay $50 in taxes
40 the Allocation Branch, %o receive $100 in transfers from the Distribution
Branch, and %e obtain another $100 in tranzfers from the Stabilization Branch.
Matters will be simplified by paying him = met transfer of $100 ¢ §100 - $50
= $150, In the ceze of Z, by & similar procedurs ws arrive at a net tax oblige-
tion of §$100.

This gonsolidsition is shown im lines 17 to 20 of Teble 2=l , We
£ind thet X receives net trapnsfers of §180, whils Z pays nst taxes of $100.
The excess of trsnsfer over taxss is $E0, The med budged, ez shown in line 20
runs & deficit of $250, obtained by adding the excess of transfere over taxes
to the goods and service sxpernditures of the Allocation Branch. The deficit in
the net budget, morsover, squals the defisit of the Stabilizatiorn Branch, since
the budgets of the other two branches are in balance. Finally, the deficit
squals the excess ¢f available income (Line B) over the sum of private axpen-
ditures (lines & and 7) end public expanditures su goods and services (lize 9).

Thess numericsl resulis follow from cur particular assumptions,
and a different picturs could readily be cbtained by varying them. In case 2,
we double the fraction of income spent on the sstisfaction of public wanbs
and reise private investment by 50 per cent. In case %, we rsduce privats in-
vostment by 50 per went and omit distrivutional adjustments. Otherwise the
sesumptions of cese 1 are held unchanged. The result in case 2 is a situation
whore both X and Z are subject to tax paymeants in the net budget, which now
incurs a surplus, In case 3, we obtain & situstion whefe both X and Z receive
transfors in the net budged, and & large deficit is needed. Case 2 could be
taken to reflsct = war or a high-level defense economy or & boom situatlong
end case 3 could bes taken to reflect a state of potentially deep depressiom.
Other illustrations msy be added to show how varlious objectives in the svb-
budgets can combine to different patterns of ned budget, but the table should
suffice to 1llustrate the principle involved.

B. A SIMFLE MODEL
We now turn to a mors preciss statement of the problem in terms

of a simple system of interdependent equations. We retain our asgunption that
there are two taxpayers and only one type of public service, end make use of



the following sumbola-:

Parameters ‘ . B
. Y « income at full employment

I =~ expenditures on privete investment
Uy = cost of goods provided for by the Allocation Branch
Ub - cost.of goods supplied to satisfy private wants
m ~ fraction of earnings from sales to private buyers, going to X
v =~ fraction of sarnings from sales to govermment, going to X
J - fra@tion of avallable income under proper distribution.

: ) : . : going to X

- Variables

; B = factor sarnings
G = prxvate consumption
G - -g@odm ‘and service expenditures of Allocation Branch
T - 4ax payments (-) or tansfer receipts (=)
B -~ budget balance, surplus (=) and deficit ( y
Pp - price of goods purch&sed prlvately
p§ -.5price payablo by X for good pr&v1ded by the Allo@atlon
: Branch
'pﬁ - prmce payabie by 2 for goods prcvx&ed by the Allocation
Branch

Throughout, we shall use gupsrscripts x and 2z to indicato indivie
duals X and 2 respectivaely, and subscripis a,d, snd & to indicate transactions
by the Allocation, Distribution, and Stabxl1?a&10q Branches, respectively.
Subscript n will be us gsed to refer %o trapsactions in the net budget.

We mey now state the con&xtzows that must be met by the budget
plans of the three branches, holding constsnt in each cuss the variables deter-
mined in the budgets of the other two braunches. Thersafter, the three subbud-
gets will ho cong ol*datad into & netd budget.

The Subbudgets.

The Ludget @f the Allocatlon Brgn@h must meet the following con-

ditions: . . .
G = Tg™ ¢ Tg” : (2-1)
P g%
Té’x =2 (Ex - de . TSX ), — (2-2)
B . . p
2. . pA .z CE 2 2 P Q,Z ) P
TaZ 2 To% [(BE = Ty = T2 ), =2 (2-3)
L - o Py :
P ;K P x o X
ik : - pult - 38 U, U a (2-4)
Pe Pp s Ps Taz

(2-5)

3 Fd
3
N
1}
e N ls o}
Le] ii‘»’
/";\A
A
-
'Ud
©
m"ﬁ}%'a
LS
aver”’



Holding constsnt the values of Tq3 Tg%, E¥, and E? as determined by the budget
of the Distribution Branch, and the valuesg of Tg*and Tg%as deterrined by the
budget of the Stabilization Branch, the sbove five equations permit us to de-
termine the values of G, TgX, Ts%, pa¥/pp , and py2/ Pp o

Lccording to equation (2-1), total expenditures for the satisfac-
tion of public wante are determined as the sum of the contributions of X and
Z, The budget of Allocation Branch is in balance, assuming that the social
wants provided for are in the nature of current consumption. The contributions
of X and Z are determined, according to equations (2=2) and (2-3), as func-
tions of available income, of the relative prices of goods provided for by the
Allocation Branch, and of goods purchased privatsly. (1) Available income is
defined as sarnings minus taxes (or plus transfers) of the Distribution and the
Stalibilization Branches. Taxes imposed by the Allocation Branch are not deduce
ted, since they are the wery item that is to be determined.

Note that the prices of public services are not the same for X
and Z, While both share in the seme amount of public services, the allocation
of the unit cost ¢f such services bewsen them depends upon their respective
valuations of soeial wants, The nature of these wants is such that differencss
in effective dsmand by different consumers must be reflscted in different pri-
ces, At the ssms time, both X and Z pay the same price in their private pur-
chases, Thus they are confronted with different sets of relstive prices when
choosing between gosds purchased privately and goods provided for by the Sta-
bilizeticn Branch. The respective prics ratios are determined in equations
(2-4) and (2-5). They ers functions of costs se well as of the sharss in which
X and Z respectively contribute to the outlays of the Allocation Branch.(2)

- KB O D D o S e o .

(1) If public wants commot be determined on the basis of individual evaluations,
the taxes of the Allocation Branch must be alloczted by some pattern determined
on an-authoritarisn besis, Suppose this isg proportionate to the "proper™ state
of distribution. At the Allocation Branch level, egs., (2-2) and (2-4) are re-
placed by

Te® = J(Ta® + Te® )

The three equations for the Distribution Branch remsin unchanged. Those for the
Stabilization Branch remain unchanged as wsll, with the exception of (2-12)
and (2-13), Equation (2-12) now becomss

C* = C* (BF = 1% = 14X T.X)

with corresponding adjustments fof'(2-15). We thus have three oquétions less,
The two price retions previously counted as unknown drop out, as does G, which
is now given by authoritarian decision.

(2) 10 simplify matters, we assume that goods produced +o satisfy social and
private wants ars both produced under conditions of constant unit cost, Intro-
‘duction of varisble unit costs requires the addition of cost functions and
substitution of absclute values for tax ratios in sqs, (2-4) and (2-5).



man

The budget of the Distribution Branch must meet the following

conditions: .
EX = m(Cc ¢ I) + v (2-6)

B¢ = Y - EX (2=7)

EX - T4 = (E’F + EZ) (2-83

¢ s - Tg® (2-9)

Holding constant the valus of G as determined by the Allocation
Branch;, and of C as determined by the Stabilization Branch, the above four
equations permit us to determine the value of EX ;, EZ ;| T4* , and Ty %,

The Distribution Branch determives what fraction of total income
X and Z are to receive and provides for the required transfers of texes, Acoor-
ding to equation (2-6), the share of X in totel earnings is given as a function
of the allocation of the product between goods and services supplied to satisfy
social and private wants, This function,thers represented by the simple coef-
ficients m and v, depends upon the resources supplied by X and 2 and the pro-
duction functions of goods supplied to mset the two types of wants. Equation
(2-7) shows that the sum of factor earninge, including the shares of X and Z,
is equal to incoms. Equation (2~8) shows the tex on X or the transfer to X =
needed to set his shafe at the desired fraction j. If & transfer is mede, T is
negative and the term ~ TgX becomes o positive smount,

Since outlays for payments to the Allocation Branch are considered
a use of income, the Distribution Branch does not deduct taxes paid to the
Allocation Branch in defining income for distributive purposes. Taxes or trans-
fers of the Stabilization Branch may be left out of consideration as well, since
they are proportional to income as adjusted by the Distributioh Branch. As
shown in equation (2-9), the tax on X is sguel to the transfer to Z, or vice
versa, the budget of the Distribution Branch being again in balance.

The budget of the Stabilization Branch, finally, must meet these

conditions:

Y = G + C ¢ I (2=10)
C = CX ¢ (= 3 (2-11)
CX g CX |(EX = Tg® - T.x ), BaZ (2-12)

- : : _ Pp |

IA r . Pt E&Eﬂ
CZ = CZ [(BE = Tg4d - T.%2 ), (2-13

‘ ‘ Pp A

Ts* = J(Tg® ¢ TgZ ) (2-14)

Holding constant the values of G, pgx /bp as determined by the
Allocation Branch, and the values of Ty* and Tg% a3 determined by the
Distributitn Branch, these five equations permit us to fetermine C, CX¥ , G2
Tﬂx s and Tsz e

and paz/bp




As shown in equation (2=10), full employment income Y is equal to
the total of goods and service exponditures, including purchases by the Alle-
‘cation Branch es well as private consunption and investment. According to equa-
tion (2-11), total consumption expenditures for the satisfaction of private
wants equals the sum of consumption sxpenditures by X and Z. In equations (2-12)
and (2-18) such experditures are shown as Punctions of svailsble incoms and
of the relative prices of goods needed in the satisfaction of public and of
private wents, Available income is definsd egain as earnings minus texes paid
to the Distribution and Stabilization Branches, plus transfers received from
them. It is thus similar to the concept of available income used in equations
(2-2) and (2-3), taxes of the Alloctaion Branch being again disregsrded.
Equation (2-14) shows that “axes or transfors of the Stabilization Branch must
be in line with the proper distribubtion of income as determined by the Distri-
bubion Branch. The policy of the Stabilization Branch, ss noted before, should
be distributionally neutral,

Thug the substance of the budget dotermimstion is completed, We
have, in &ll, fourteen equations that permit us Yo determine our fourteen
unknowns, thet is, G, TgX ;| TgZ , p,X /b? s po /%p s BX , E% , Tg* , T4%
C, CX, C%, T,% , and Tg%,

Consolidation,

There remaing the mors or less clerical task of consolidating
these subbudgets inte a single net budget plen. Adding together the various
taxes and transfers, we obtain the following three squationse

T ¢ Tp¥ = G = B (2=15)
Tyt s TR e T8 ¢ I (2-16)
Tn¥ s TP T 4 TE (2-17)

Equation (2-16) defines the balance (¢ for surplus, - for deficit)
in the consolidated budget. This balance equale net tex receipts (tax receipts
minus transfers) minus expenditures by the Allocation Branch. Rquations (2-16)
end (2-17) difine met tex paymonts (v) or “ransfers (~) for X and Z as the sum
of their respective taxes and transfers under the three subbudgets, Since all
values except Ty* Ty®? and B have been determined by cur preceding set of m
?quat§onss these additicnal unknownsz may be found from equations (2-15) %o

2=17),

Some Complications.

The above model is based on highly simplified assumptions regar-
ding not only the determination of social wanrts and distributionsl objectives
but also the relationship by which income is determined. While nothing would
bas gained for present purposes from e more complex model, let us note briefly
cortain difficulties relating to the homogeneity of the G terms in equations
(2=1), (2=6) and (2-10). The *erm G in equations (2-6) znd (2-10) oxpresses
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goods and service expenditures of govermment as included in the mationsl ine
come accounts. The term G in equation (2=1) expresses the absorption of resour-
ces in the supply of goods and services for the current satisfaction of social
wants. The two concepts may differ for wvarious reasons,

Parchases by the Allocation Bramch may imvolve existing assets
rather than current output. In this case, they will nok appsar in the G term
of equations (2-6) and (2=10), but they may be paid for by taxes and bs inclu~
ded in the G term of equation (2-1). Further differences arise in the case of
capital outlays by the Allocation Bramch, Since the G term of equation (2=1)
records the cost of public services consumed during the budget period, capital
outlays must be spread over the lifetime of the asset. The G term of equation
(2-1), therefore, may be smaller or larger than that of (2=6) and (2-10), where
the capital outlay is included at the time when it iz made, Further complica=
tions develop in the case of public subsidies. Subsidy payments by the Alloca-
tion Branch, or speration of govermment enterprise st = loss, involve the pur-
chase of goods and services for the satisfaction of social wants end are pro=
perly included in the G %erm ag used in equatiocm (2-1) end (2-6)s but they
are not part of G as defined in commection with (2=10). These and other com-
plications must be kept in mind; in s more elaborate modsl they would have to
be taken care of,

Next, thers iz the more basic diffisulty that the process of eve-
luation which applies to the case of public wants differs from that which applies
to private wants, Yet, our medel implies that the values of C and I, as meas-
uwred in terms of merket price, afe homogensous with the valus of G, a3 meag~

- sured by cost., Thus, there remains the gemsral problem of valuation of public
services in the gocial accounts = a problem thut will be examined in scme
detail later om. Finally, the govermment may engage in ad justments, such as
controls over imperfections in competition, where no transfer of resources to
the satisfaction of social wants is involved snd nc corregponding value of G
results. Such adjustments are not accounted for, or ars rscorded imperfectly,
in the above system., Notwithetanding these emissions and simplifactions, the
system serves o gring out the esasential problems to be met in connection with
the different budget functions.

C. FISCAL EFFICIENCY AND FISCAL POLITICS

The administrative case for budget consolidetion is self-svident,
since it would bs clumsy and wasteful +o operate three separate sets of budget
transactionsz when the very same objectives can be accomplished in consolidated
form. But this conzclidation is s matter of administrative expediency only; we
must mt lose sight of the baeic principls that the cousolidated budget has no
retionale on ite own and is nothing but a reault obtsined by the clearing of
distinet subbudgets, each of which involves quite different considerations amd
plenning objsctives.,

Consolidation, to be sure, presents no dangers in our imaginary
model of efficient budgeting, It is an administrative device, an uninteresting
clerical cperation undertaken after easch of the subbudgets has been formulated
on its own merits. But in the real world the matter is regarded differently;
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there the tendency iz to view the budget in consolidated terms from the outszet,
and thus 4o confuse the underlying issuss in the planning stage.

Compensatory Adjustments and the Allocation Branch.

In our normetive model, experditures of the Allocation Branch are
taken as given for purposes of the Stabilization Branch, just as the conditiom
of full empléyment and price-level stability is given for purposes of the
Allocation Branch, The Stabilization Branch, sccordingly, is restricted %o tax
and transfer operations; and the allocation of resources between the satisfac—
tion of public and private wants must be planned on the assumption that all
aveilsble resources are ubtilized fullye

in this efficient aystem, individual X, who places littls walue
on the satisfaction of public wants and favors & small budget for the Allocae
tion Branch, msy consistengly advocate compeusatory action to check depression.
Similarly, %, who favors a large budget for the Allocation Branch, may congise
tently argue for vigorous compensatory action in = boom. By supporting antide-
presgion sction, X arguss for transfer payments; he contemplates increased =
service programs only if, and to the extend that, there has been a bons fide
inereaze in the dsmand for the satisfaction of social wanbts. By supporting
anti-inflation action, Z favors higher %exes and no cutbacks in service pro-
grams unless justified by a reduced demexd for the satisfaction of social
wante, Putting it differemtly, there is wno place in such & system for actifle
cial ditch-digzing progrems, Such messures, to be swee, are botter than unem-
ployment, but they sre inferior to transfer payments that lead to the employe
ment of rescurces that satisfy the more important private wants. By the very
same token, there is no excuse for cutbtlng useful public services to curtail
demand, since demand may be curteiled by raising taxes.

The reader will recognize readily that this ie not precisely what
happens in practice. The enthusiasm for budgetary measures to check depression
in the thirties was considerably greater among those who emphasized the satise
Paction of socisl wants: and the case for budgetkary measures in the current
inflation setting is argued with more enthusimsm by those who favor an inciden-
tal cutback in social services. These relationships are of great interest and
are crucial %o an wunderstanding of fimeal politics, but they do not contribu-
te +to an efficient policy of budget determimetion.

Efficient policy must recugnize the basic distinction between the
satisfaction of social wants as a matber of allocation, on the one side, and
the stabilizing mction of budget policy s a transfer measure on the other,

At the same %Hime, situacions mey arise whers ccuntercyclical variations in
goods and service expenditures of the govermment are justified. Countercyclical
variations in the timing of public works may be desirable where unemployment

is of & regional rather than a national character, or in order to avoid the
weste of excess capacity caused by temporary dislocatiom. Moreover, we shall
note that cyclical fluctustions mey involve a countercyclical shift in the d
demend for services aimed at the satisfaction of social wants. For these and
other reasong, the activities of the Allocation Branch may be influenced to
some degree by the requirements of the Stabilization Branch, and some counter-
cyciical fluctuation of public services will e in order. Nevertheless, the



besic principle remains - that the stebilization function may be psrformed
without inferior rescurce allocation = that iz to say, without causing an
excessive or a déficient level of public service.

Compensatory Adjustments and the Distribution Branch.

Similar considerations apply t2 the relation between the Btabili-
zation and the Distribution Branches, In the efficient system, the desired
adjustments in distribution ere applied to the distribution of sarnings at a
full-employment level of income, and the tax or transfer policies of the Sta-
bilization Branch sare distributionally neutral. This is the case, even though
changes in tre =tate of distribution may have repercussions upon the level of
demard and upon the required budget of the Stebilizatiom Branch.

Suppose that, under conditions of depressicn, regressive texes
are more deflatiorary per dollar of yield than progrsssive texes. If i+ is
desired to conduct compsnsatory policy with a minimum deficit, progressive *
taxes are required. Therety compemsatory sciion ls rendered attrective to
those who favor pragrsseion and unattractive to those who do nct. Other cbjec-
tives may lead to differsnt pairings., In the efficient budget, such distortions
are rot pernmitted to cceur. Distritvubionml correctives are applied by ths Dise
tributidn Branch witheut reference to Stabilization; and the Stebilization
Branch mukes itz proporiiomal ‘ransfers or imposes its proportional taxes at
whatever level masy be reguired, im view of the resuliing legvel of private expen=-
ditures,

Agsin, We can recognize how the wizlng °f cbjectives may enter
the politics of figeal policy. The case egalnst gonzumption taxes in the
thirties was mede with perticular empresis by thoss who not only fevorsd come
sensatory poliey but who sympathized with sims degras of income redistribu~
tion. And the pustewar cass against progresive texes is made with particular
vigor by those who not only favor growth and price-lsvel stability but whose
distributicsal veluse sre such as to oppess squalizing taxss,

Distributional Considerations and the Allocation Brancii.

Similar considerstion, finally apply to the relationship betwsen
the Allocation and the Distribubion Branch. In our sfficient system, the degree
of income redistribution is determined independéntly of the scops of resource
allocation for ths catisfaction of social wantss and the distribution of taxss
imposéd ty the Allocation Brahch is 2 matber of incoms elasticity of social
wants, not of redistridution. In practice, the two issues are mixed with each
other, The degree to which distributional objectives are feasible tc attain
may depsnd upon the level of public services, and the level of putlic services
may be détermined by distributionsl considerations rather than by & bons fide
demand for the sstisfaction of sccial wants,.

The dirsction of bias will differ with the state of fiscal develop-
ment. When the budget is still small, relative to national income, the degree
of equalization will be a direct function of ths level of resource ellocation
4o social wentz = that is, s function of the level of public goods and service
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expenditures. The votsrs cean expect new serviess to bs financed by additionsl
taxes on the "rich®; and the voting coalitions will form accordingly. The poor
will favor & largs budget for the Allocation Branch, since 1little or no net
cost ig involved; the rich will opposs i%, since the unit price of additionmal
services is excessively high. In an early state of devslopment, the poor will
tend to outnumber the rich, and the bias will be toward a budget for the Alle-
cation Branch which sxceeds that permissible in the efficient system.

As this development continuss and the relative weight of the bud-
get increases, the high incomes aré absorbed more and more in texation., The
tax base begins to extend downward; the marginal dollar in the ‘tax base is
now located at the lower rather than the upper end of the scale. The marginal
cost of additional services becomes excessively expensive for the lower-incoms
groups, while the higher-income groups tend to méintain their opposition to a
large budget. The weight of voter opiniom shifts, and we arrive at a situation
where the bias tends %o be towards an sxcessively small budget for the Allooca-
tion Branch,

Whetover the merite of this particular diagnosis, & proper sepa=-
ration of functions not only serves to classify the requirements of efficient
budget planning but also offérs s key to an understanding of the politiss of
fiscal pclicy. With all this, we do not wish to suggest that various issues
of public policy may not be combined in the efficient system and votsd upon
in conjustion. On the contrary, we shall fird that reaching an agreement on
issues is facilitated precisely whare the proper combinations can be devised;
and that the constructive comtribution of *ne politician lies in his ability
to assemble such combinations, A%t the same time, this combining of inherently
independent issues to secure sgreement differs sharply from a linking of issuss
that is eccomplished not by choiss or bargaining but by failure to undsrstand
that, in fact, the izsues may be handled independently. It is this lattsr
practice that givee rise to the inefficienciss dealt with here .,

8ode Gobeles 8eode %l &l &ebede



