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Abstract

The advances in the economics of the public sector during the past quarter century have
been as pronounced as in any field within economics. Public finance has become a rigorous
branch of applied microeconomics, incorporating the best thinking and most advanced tools
of both theoretical economics and econometrics. In the remarks below, I will focus on a few
key areas in applied and theoretical tax and expenditure policy, drawing both upon the
academic work of myself and others, and my experiences in the policy arena, both as
Chairman of the Council of Economic Advisers and as Chief Economist of the World Bank.
I shall address both the questions of what we have learned in the past few decades as well
as the questions where further research is needed.
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1. Tax theory

1.1. Pareto efficient taxation

One of the most significant insights — obvious from current perspectives —
was the recognition that all taxes induce distortions, but that the total dead weight
loss of the tax system was not minimized by minimizing the number of
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1distortions. Perhaps the second most significant insight — again obvious from
current perspectives — was that one could approachefficient taxation using the
same concepts that economists had long used in analyzing efficient allocative
mechanisms, that ispareto efficient tax structures were those such that no one
could be made better off,given the technological and other constraints, without
making someone else worse off. With a specified social welfare function, one
could choose which among these Pareto efficient tax structures maximized social

2welfare. The third important insight was the recognition of the key role played by
these constraints, especially theinformational constraints. Lump sum taxation was
clearly Pareto efficient, if the government had all the information about each
individual and could tax each differentially. However, if, for instance, government
could not observe each individual’s ability, but could observe hisincome and
expenditures on particular commodities, then taxes had to be based on those
variables. But in that case, it turned out Pareto efficientcommodity tax structures
did not look anything like those that Ramsey had characterized; for instance, if
there was separability between leisure and consumption, then there should be no
commodity taxation at all. Ramsey’s analysis (and that of Diamond and Mirrlees)
had an additional implicit and unrealistic constraint: that income could not be

3,4taxed.

1.2. The problem of robustness

This highlighted one of the most vexing aspects of these advances in the theory
of taxation: even the fewqualitative results turned out not to be robust, even
though the way of approaching the problems of taxation proved very insightful. To
cite but two other examples: the powerful Diamond–Mirrlees theorem on the
desirability of production efficiency, which implied that one should not have a
corporate income tax nor tariffs, turned out to require 100% profit taxation and the

5ability to impose a complete set of commodity taxes. The Mirrlees result that the

1Ramsey (1927). While Ramsey’s analysis was embedded in Pigou’s classic work (1918), and
reportedly drew the attention of Samuelson in a memorandum written during World War II, and was
seemingly independently discovered by Boiteaux (1956) in the context of regulation, it seemingly did
not enter into the mainstream of American public finance until Diamond and Mirrlees’ classic paper
(1971), which, for the first time, set the issues in the context of a general equilibrium model.

2The concept of Pareto efficient taxation was developed and reviewed in Stiglitz (1982a, 1988) and
Brito et al. (1990).

3Even if there was not a Pareto efficient income tax, but a linear or progressive income tax, the
commodity tax structure looked markedly different from that of Ramsey and Diamond and Mirrlees.
See, e.g. Atkinson and Stiglitz (1976) and Stiglitz (1988, 1998a).

4In developing countries, it is often more difficult to impose an income tax. But even then the
Ramsey analysis has limited applicability, because thestructure of the economy is so markedly
different; one has to worry about impacts, for instance, on migration, and, if there is unemployment, for
instance, because of efficiency wages, the impact of different taxes on that. See Sah and Stiglitz (1992).

5See Dasgupta and Stiglitz (1971, 1972), Naito (1999).
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limiting marginal tax rate with an optimal utilitarian tax was zero at first looked
like it held far more generally than in the model he had analyzed, analyzing
optimal taxation with a utilitarian social welfare function — it held for any Pareto
efficient tax structure; but then it turned out that it was far less general — it held
only if relative wages were fixed, unaffected by, say, the relative supplies of

6skilled and unskilled labor, a highly implausible assumption.

1.3. Robustness in incidence analysis

The sensitivity of the results on what was a desirable tax structure carried over
to the theory of tax incidence, with many of the insights yet to be fully integrated
into standard policy analysis. If imperfect information played a central role in
constraining tax systems, it similarly played a central role in affecting economic
organization. Agency problems abound. And agency problems have marked effects
on economic behavior, and therefore on the incidence of taxation. To take but one
example: Earlier analyses of the incidence of the corporation income tax were
befuddled by the fact that in a standard neoclassical model, firms could borrow as
much as they wanted at the margin; as a result, marginal finance could be thought
of as debt finance; but with interest deductibility, this meant that there was no
marginal distortion. But with imperfect information, there could be credit rationing
(Stiglitz-Weiss, 1981), and a massive literature confirmed that credit rationing was
important, particularly for small and medium sized firms. Moreover, many firms

7were also equity constrained , that is, could not issue more equity shares.
Therefore, they had to rely on retained earning for investment. In this theory, then,

8,9it is the average tax rate, not the marginal tax rate, that matters.

6And indeed, under plausible assumptions it turned out that Pareto efficient taxation required
negative limiting marginal tax rates, a highly political unsavory result. This result also does not hold if
there is an open-ended probability distribution at the top. (Then the limiting tax rate can be quite high.
See Diamond (1998) and Saez (2001) If earnings are risky and there is no market to ensure labor
earnings then too the top rate can be much higher. See Varian (1980), Stiglitz (1982a).

7See Greenwald et al. (1984) and Myers and Majluf (1984).
8Some empirical work verified this perspective: see, in particular, Fazzari et al. (1988). For

theoretical analyses, see, e.g. Greenwald and Stiglitz (1987, 1989).
9There were, in addition, a number of other problems with the theory, not all of which have yet been

fully resolved (see Stiglitz, 1998a). For instance, as taxation occurs over time, optimal taxation at datet
should incorporate information revealed in previous dates; individuals, knowing that, will alter their
behavior. There are thus important issues associated withdynamic consistency in optimal taxation over
time. (See Brito et al., 1991). A second example: The mathematical structures underlyingoptimal tax
theory often imply that some form of randomization would be desirable, but this seems as politically
unpalatable as a zero marginal tax rate at the top. See Stiglitz (1983a), Brito et al. (1995).
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1.4. Agency theory in the public sector

Agency problems arise in the public sector no less than they do in the private.
There has been increasing awareness of the prevalence of corruption in many

10developing countries, and the consequences for development. While there was
considerable progress during recent decades in understanding the implications of
transactions costs (including compliance costs) in the design of tax systems and

11the consequences of tax avoidance and evasion , there has been much less
progress in the analysis ofcorruption resistant tax systems. This is a subject of
enormous practical as well as theoretical concern. The standard prescriptions, e.g.
of the IMF, in response to problems of insufficient revenue due to incomplete
enforcement of the tax laws is to increase the power of the tax police (the internal
revenue services), but in countries with inadequate and corrupt judiciary, this has
often done more to increase corruption, to enhance the ability of the government
officials to extract moneyfor their own purposes from the taxpayer than it has
done to increase the revenues of the public fisc. There has been a furtherindirect
effect in creating a more adverse business climate. The scope for corruption is
affected by the ease with which the variables which determine the tax base are
determined; this affects thediscretion at the disposal of the tax administrator. This
is another example of how modern information economics has affected modern tax
theory: traditional (Pareto) optimal tax theory focused on the restrictions imposed
by what is observable. But in many, perhaps most, cases, the issue is not just
observability. It is the costs and accuracy of observations. The costs of observation
affect the transactions costs of the system; noisy observations can be thought of as
resulting in a form of random taxation, which (the problems posed by non-
convexities aside) would normally be thought of as lowering social welfare; but
imperfect observability also enhances opportunities for corruption.

1.5. Reforms that increase equity and efficiency

Agency theory had one further extremely important implication for tax policy:
traditionally, it had been arguedin theory that issues of distribution and efficiency
can be separated, and that in practice, in the absence of lump sum taxes, there was
a trade-off. Agency theory emphasized that there were some redistributions which
both increased equity and efficiency (see Stiglitz, 1998c and other papers in the
Birdsall et al. volume). A land reform that took land from a few landlords and

10See, for instance, theWorld Development Report (1998).
11See, for instance, Slemrod and Yitzhaki (2000), Andreoni et al. (1998), and Stiglitz (1983b, 1985).
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gave it to the tenant farmers would increase social welfare with any equalitarian
12–14social welfare function.

1.6. The unit of analysis: looking inside the household

15An area that economists are just beginning to explore , in which similar issues
arise, concerns the unit of analysis. When attention is turned from the household to
the individual, it becomes clear that regardless of the model of the family that one
employs (i.e. whether it is a bargaining model, or an integrated household

16maximizing a social welfare function ) the incidence of tax and expenditure
policies may look markedly different. For instance, the corporate income tax
encourages consumption inside the corporation, and thus, even were it reducing
inequalities between high income households (with corporate capital) and low
income households (those without), may increase inequality among individuals

17(using standard measures.)

1.7. Imperfect competition

Information problems were not the only reason for dissatisfaction with the
competitive equilibrium model that underlay most incidence analysis. Many
markets are characterized by imperfections of competition, and incidence of taxes
and subsidies in such markets may differ markedly from that in competitive

18markets.

12There were other instances, arising out of other market imperfections (some of which could be
related to imperfections of information): educational programs, like Head Start, that enhanced
opportunities for low income children, seemed to yield high returns, and thus increased both equity and
efficiency.

13Because with imperfect information and incomplete markets, market failures are pervasive (the
economy is essentially never constrained Pareto efficient), the scope forcorrective taxation is much
larger; there is even considerable scope for redistributive taxation that, at the same time, makes
everyone better off. See Greenwald and Stiglitz (1986), Arnott and Stiglitz (1986), Stiglitz (1998a).

14Another major advance in the last quarter century is in the analytic tools with which we assess
inequality, growing out of the work of Atkinson (1970), building on Rothschild and Stiglitz’ analysis of
the measurement of risk. That work was subsequently extended by Dasgupta et al. (1973) and
Rothschild and Stiglitz (1973). In the concluding sections of this paper, I remark on some of the
limitations of that approach.

15Though which was addressed in an unpublished paper a quarter century ago (Apps and Stiglitz,
1979).

16See World Bank (2001).
17There is a parallel between the earlier analysis of the impact of taxation in an economy with a large

informal sector and the analysis here. Household production can be viewed as a particular form of the
‘informal’ sector, one that remains important even in advanced industrial economies, and one has to be
sensitive to the effect of taxation on the formal sector in shifting production into this informal sector.

18See, for instance Stern (1987) and Cremer and Thisse (1994). Hoff and Stiglitz (1997) analyze the
incidence of interest rate subsidies in the context of a monopolistically competitive model of the capital
model, with markedly different results from those that emerge from the standard competitive model.
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1.8. Tax paradoxes: insights in the limitations of the old paradigms

The discrepancy between the predictions of the simple theories and observations
was brought home by a number of tax paradoxes, which did as much to highlight
limitations in the standard model of the economy as they did those of tax theory.
The most widely discussed was the dividend paradox (Stiglitz, 1973) — the
observation that there are ways of transferring funds from the corporate to the
household sector which result in less of a tax burden than dividends, and yet firms
continue to pay dividends. There are other paradoxes, relating to accounting
practices (in inflationary periods, LIFO results in less of an overall tax burden than
FIFO, though many firms continued to use FIFO; there are managerial compensa-
tion schemes which provide as strong incentives as current schemes (and less risk

19bearing), but entail less tax burden ). It is noteworthy that as some of these
paradoxes have been widely discussed, they have begun to disappear, reinforcing
the conclusion that, in my judgment, the numerous attempts to resolve the

20paradoxes are unconvincing . (There remains a debate about whether the
persistence of these practices is a result of inefficient (non-value maximizing)
firms, or value maximizing firms exploiting irrational investors. My unscientific
interviews with firm managers has led me to the conclusion that both are true:
most were unaware of the issues, but when they were pointed out, concluded that
they would continue to behave as they had, because the ‘market’ would not
understand any change in practices, as beneficial as it might be to shareholders in
the longer run. The firms that changed most quickly were those that were closely
held.)

2. Taxation in practice

2.1. The conflict between trends in theory and trends in practice

If the thrust of the new public finance was to argue that in general, non-linear
and highly differentiated taxes were desirable, the thrust of tax reform was to
simplify the tax code and reduce differentiation. In Europe there was a movement
towards greater reliance on a single rate VAT, which reduced at least the seemingly
progressivity and (with a few exceptions) the role differentiated commodity
taxation. This movement was partly based on the difficulties of even advanced
industrialized countries in implementing a comprehensive progressive income or
expenditure tax. Elsewhere, the IMF pushed countries which were even unable to
implement a comprehensive VAT in that direction, seemingly oblivious to the fact

19See Stiglitz (1982b, 1987c).
20See, for instance, the brief discussion in Stiglitz (2000a). The fact that there has been a marked

change in distribution to more tax advantaged forms is consistent with the views presented here.
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that when the tax is collected only from (a part of) the formal sector, typically 50%
or less of GDP, it was highly distortive, and worse, suppressed the very sectors that

21should have been encouraged as part of the process of development.
Similarly, while optimal commodity taxation suggested that it would be

22desirable to tax ‘bads’ (like pollution) , the attempt to introduce a carbon tax by
the Clinton administration was sorely beaten back. In that case, thepolitical
economy of tax reform was clear: the vested interests who saw themselves
disadvantaged by the tax mobilized far more effectively than the public interest
groups that were concerned about the environment.

2.2. The difficulties of engendering support for good tax policies

Other instances of seemingly sensible tax policy were stymied either because
they were sensible — the lack of rents entailed a lack of support — or because of
shared popular misunderstanding. For instance, the Clinton proposal to stimulate
the economy through a net investment tax credit had the virtue of providing a high
level of ‘bang for the buck’, strong marginal incentives without large losses to the
Treasury. But that was precisely why it failed to win business support — it gave
them too little. While the corporate income tax is widely criticized by economists
because of its distortions, the inequities associated with double taxation, and
because of its lack of transparency (the difficulty of telling who really bears the

23incidence, with the incidence likely being either on workers or
24entrepreneurship ), it has proved difficult to abolish, or even to reform substan-

tially, partly because corporate interests believe it is a tax on them, and therefore
they have fought hard against it; but the very fact that they have done so has
reinforced the view of other groups that it is a tax on corporate interests, and
therefore it would be inequitable to abolish it.

2.3. Lessons from the 1986 tax reform

25The one seemingly major ‘successful’ tax reform in the US, that of 1986,
should have brought home three lessons: The first is that there are large capital
asset effects associated with any tax reform, and there are real and distributional

21See Emran and Stiglitz (2000).
22See Sandmo (1975) and Stiglitz (1998a).
23Assuming that the elasticity of supply of capital is fairly large.
24See Stiglitz (1973) Because of interest deductibility, the tax is not a tax on capital at the margin,

even when the supply of capital is not perfectly elastic, and accordingly is an infra-marginal tax.
25How significant it was in practice is a question raised by the some of the papers in theJournal of

Economic Perspectives symposium on the tax reform (Summer, 1987). Still, while the changes in
distribution and incentives may not have been as large as its proponents suggested, the elimination of
some of the loopholes had some effects — with some blaming the real estate collapse and the
subsequent recession on the 1986 tax reform.
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26consequences that result. Second, it is hard to design revenue neutral, let alone a
revenue and distributional neutral tax reform that will muster support. The passage
of the 1986 tax reform was partly based on the smoke and mirrors of accounting
tricks, partly based on the lack of transparency of the corporate income tax. An
increase in the corporation tax helped pay for the overall reduction in the
individual income tax. Of course, individuals pay the corporate income tax; but
because they do notperceive that to be the case, enough people can believe that
someone else is paying the tax (‘the corporation’) that they can believe that they
are net winners. And that brings me to the third point: given the uncertainty about
the consequences, in fact theexpected gains from reform have to be positive for
the reform to muster support. But that is impossible in a revenue neutral tax reform
with rational expectations. Thus, either there has to be some sleights of hand — as
in 1986 — or some tax reduction. Given the budget stringency during the first
Clinton administration, it was impossible to have anything but a revenue neutral
tax reform; and this effectively precluded tax reform. But the lessons of 1986
seemed to have been lost on the Bush administration, which first pushed forward a
large tax cut, and following that — when there was no money left in the till, began
to discuss tax reform, e.g. reduction or restructuring corporate income taxes.

2.4. A tax reform for the future

Equally sad, and hard to reconcile with standard approaches to political
economy, was the failure of Clinton in his second term, as the budget surpluses
loomed on the horizon, to try to push forward with a major tax reform more
consistent with Democratic principles. I and others had proposed a reform that
would have both reduced compliance and administration costs and lack of support
for ‘Democratic’ expenditure policies arising in part from the intrusive nature of
the Internal Revenue Service. While most Americans pay relatively small amounts
in income taxes, their dislike of the individual income tax is related to the fears
that it invokes as much as it is to the amounts extracted from them. Increasing the
standard deduction to, say, $90 000 would have removed two thirds or more of all
taxpayers from the rolls, and at the same time, would have eliminated for most of
the remaining taxpayers all the distortions associated with the current income tax.
It would have, furthermore, simplified the administration of the code. The resulting
revenue gap could be made up by a combination of a broad based VAT (or an even
broader based GDP) tax and environmental taxes. Still broader political support

26These consequences would not occur, or would be far less important, in the typical neoclassical
model, but are of first order importance, e.g. in models with imperfect capital markets arising from
imperfect information. See, e.g. Greenwald and Stiglitz (1993).
It is remarkable that these effects often remain ignored by advocates of policy reforms, e.g. at the IMF,
who seem particularly insensitive to the importance of their implications for the timing,sequencing,
and pacing of reform.
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could have been had by a slight reduction in the marginal rates of remaining
payers of the individual income tax. The Treasury opposed discussions of tax
reform, and it was never clear whether this came from a natural conservatism,
from a worry that tax reform would risk some of the tax privileges of the corporate
and financial interests from which they drew their support (as the 1986 reform

27had), or whether it was based on a political calculus that such reforms would fail
to win enough support in a Republican controlled congress to win passage. Still,
had the Administration brought forward such a tax reform proposal, it would have
put on the table a viable alternative to the tax bill that was passed.

2.5. Towards a more general theory of tax reform

One of the important lessons to emerge from the experiences of attempted tax
reforms of the past quarter century is how hard it is to effect change. It is not easy
to translate the ideas that are beloved by economists into legislation, whether it is
base broadening (the comprehensive income tax) or efficiency enhancing (the

28consumption tax or environmental taxes — taxing bads rather than goods).
This has motivated research inreform. There are two strands of this research to

which I wish to call attention.
There have been some significant advances in the general theory of tax reform

(and reform more broadly) — even when we cannot delineate or describe easily
the ‘optimal’ tax policy we may be able to describe reforms which are welfare
improving under a weak welfare criteria (Pareto efficiency, equalitarian social

29welfare functions) .
To me, the most significant challenges to those who wish to understand how to

improve policy are the following two: Having argued that the ‘optimal’ tax policy
is highly sensitive to the constraints, the question is, what are the relevant
constraints? Repeatedly, I have seen what had previously been taken as a political

27Certainly, Treasury opposed even the use of the term ‘corporate welfare,’ as if it would ignite
unnecessarily class warfare or consciousness.

28The consumption tax was supported in terms of encouraging growth (since savings were exempt),
enhancing efficiency (since it eliminated the intertemporal distortions in consumption) and transactions
costs (since much of the complexity of taxation is related to the taxation of capital.) The intellectual
foundations were somewhat weaker than its proponents would admit, since it was only under somewhat
restrictive conditions that it could be shown that it was optimal not to tax interest income. (See, e.g.
Atkinson and Stiglitz, 1976 and Stiglitz, 1998a).

29For instance, there are conditions under which we can say that raising the tax on the least taxed
commodity and lowering the tax on the most taxed commodity are welfare enhancing. See, e.g. Hatta
(1986). But, unfortunately, results obtained to date have limited applicability, for many of the reasons
cited above: the models often assume a structure in which theoptimal tax is proportional taxation (i.e.
there is a fixed factor, taken as the numeraire, so that proportional taxation is equivalent to a tax on that
fixed factor, and therefore non distortionary; it is remarkable how difficult it is, even then, to be sure
that a movement towards proportionality is welfare enhancing. See, e.g. Emran and Stiglitz (2001) in
the context of a developing country where there is a large informal sector that cannot be taxed directly.
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constraint seemingly vanish, replaced by some new alleged constraint. It is clear
that political processes cannot handle well ‘complexity’ — though they can clearly
go beyond the simplicity of a single tax rate.

Secondly, while traditional normative theories often seem to ignore political
processes, it is clear that one can do more than justdescribe the evolution of the
economy. There are ways of affecting that evolution; it is clear that change is
affected by perceptions of equity, and that information about incidence, and the
way that information is presented, can affect those beliefs. A more complete
theory of reform, that would inform those wishing to affect change about the
circumstances under which change can most likely be affected, how to create those
circumstances, and how to enhance the likelihood of reform remains one of the
great challenges for the coming decade. I shall have a few more words to say
about this at the end of the section.

3. Expenditure policy: theory and practice

Advances in the analysis of expenditure policy paralleled many of those in tax
policy, with similar gaps between practice and theory. The market failures
approach provided the unifying theory that was missing in earlier accounts of the
role of government, identifying areas in which markets by themselves fail to

30provide efficient outcomes. But while the market failures approach has domi-
nated normative theoretical discussions over the past half-century, it has con-
fronted three problems.

3.1. Limitations to the market failure approach: the pervasiveness of market
failures

First, it is now recognized that market failures are pervasive — markets do not
result in (constrained) Pareto efficient outcomes whenever markets are incomplete
or information is imperfect, that is,always (Greenwald and Stiglitz, 1986, 1988).
Such a wide compass for intervention provides insufficient guidance to what
government should do.

3.2. Limitations to the market failure approach: government failures

Secondly, there has been an increasing recognition of the limitations of
government, of government failures that to some degree parallel those of the

30It is worth contrasting the standard textbook treatment of, say, 1960 — provided by Musgrave
(1959) — with more recent accounts, e.g. Atkinson and Stiglitz (1970) or Stiglitz (1986, 2000a).
Musgrave discussed theallocative role of government, as one of the three branches, or functions, of
government, but did not explicitly relate those allocative roles to thefailure of markets to solve the
resource allocation problems efficiently.
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market. But much of the analysis of public failures remains at an unsophisticated
level; for instance, the notion that political competition will result in full rent

31dissipation assumes that there is perfect competition in rent seeking; but political
competition is probably even more imperfect than economic competition, and even

32small sunk costs can result in the persistence of large economic rents.
But while it was important to recognize that there were public failures as well as

private, understanding the nature of those failures is at a far more rudimentary
stage, though there have been some advances. We understand, for instance, why
there is a need for collective action (e.g. free rider problems), that to avoid these
problems governments have to be given powers that are greater than those given to
any private individual or group (e.g. the power to tax or the power to proscribe),
that these powers have often been abused, and that therefore constraints on
government action are imposed. While the unique powers of the government allow
it to do things that the private sector cannot do, the constraints put the government
at a distinct disadvantage. There are other limitations facing government, e.g. in
making commitments. The government enforces contracts made by private parties,
but each government is sovereign, and cannot commit a subsequent government,

33though it can make change difficult. Some of the seeming public failures may be
34a consequence of inherent limitations of government, but some can be rectified.

While there has been some progress in identifying some of the inherent
limitations, much less progress has been made in understanding how to mitigate
their consequences. There are ways that government can make partial commit-
ments, by increasing transactions costs, and ways of designing incentive compat-
ible mechanismswithin the public sector (i.e. where, given the reward structures
of government officials or interest groups, they have an incentive to carry out the

35promised policies), but these remain far from well understood. More broadly,
identifying how performance in the public sector can be improved, remains one of
the key theoretical and practical issues of the future.

To some extent, the reforms that were part of the reinventing government
initiative headed by Vice-president Gore during the Clinton Administration
represented an example where practice preceded theory (though many of the ideas
were contained in Stiglitz, 1991). The initiative tried to identify ways of increasing
the efficiency and efficacy both of expenditure and regulatory policies, employing
market based mechanisms, and to make government agencies more responsive to
those that they were supposed to serve, with remarkable success in some areas,
such as Social Security. Government procurement reform, which recognized the
limitations of competitive auctions and substituted off-the-shelf items where prices

31See Krueger (1974).
32Stiglitz (1987a,b,c).
33These ideas are elaborated on at greater length in Stiglitz (1989).
34For instance, there is far more opportunity for the use of competition and market based

mechanisms than has traditionally been the case.
35See Aoki et al. (1997).
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were disciplined by the competitive market place, reflected a new awareness of the
complexity of market processes, as did the increasingly sophisticated rules for
spectrum auctions. The debate about privatization vs. corporatization or other
forms of providing incentives and constraints within the public sector too seemed

36to outpace discussions within the academic literature.

3.3. Limitations to the market failure approach: why are seemingly Pareto
improving reforms not adopted?

Thirdly, and relatedly, many of the arenas in which government has entered
actively, and more importantly, the ways in which it has entered, do not comport
well with the market failure perspectives. In many cases, the government
exacerbates the market failures; in some cases, there would seem to be reforms
which would be Pareto improving which cannot be effected, though simplistic
analyses would suggest that such reforms would be unanimously agreed upon.
Elsewhere, I have put forward some hypotheses about why this might be the

37case : interest groups realize for instance, that the political process is dynamic,
and they are concerned about the long run; thus, if a reform makes a certain
subsidy that was hidden more transparent, or it results in the formation of new
coalitions, it can adversely affect their long run prospects.

3.4. Integration of government programs

Earlier, I noted the difficulties of enacting ‘sensible’ tax reforms. Similar issues
arise on the expenditure side. For instance, while economic theory — and common
sense — would seem to argue for an integration of tax and redistributive programs,
efforts, e.g. during the Clinton administration, even to integrate the various
redistributive programs failed. Institutional political reasons, the fact that the food
stamp program was supported by agriculture, the housing program by the real
estate industry, etc. — provided the obvious explanation, but did not provide clear
guidelines about how to create a more efficient and effective system. Meanwhile,
theoretical advances helped identify the benefits that accrue from, say, an
integrated public old age pension, unemployment, and disability programs (a
variant of the Singapore provident fund), enabling the system to provide a higher

38level of risk mitigation for any level of attenuation of incentives.

36See, for example, the National Partnership for Reinventing Government (1997) annual report.
37Stiglitz (1998b).
38See Stiglitz and Yun (2001). Integration is more important, the greater individuals come to rely on

public pension programs. Most episodes of unemployment represent a relatively small fraction of
individual’s lifetime income, and, were capital markets perfect, could easily be absorbed. The social
cost of unemployment is thus largely related to the inability to smooth consumption; but current
unemployment programs, while they smooth consumption, have adverse effects on incentives.
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3.5. Agriculture reform and dynamic consistency

America’s agricultural subsidy program also nicely illustrates the problems of
reform. The problems with the system are widely recognized: the distortions, the
inequities (with much of the proceeds going to upper income farmers), the adverse
effects on the environment. It is not difficult, it would seem, to design Pareto
improvements. The 1996 law superficially seemed to do that: it represented a one
time compensation to farmers, in return for a lowering of distortionary subsidies in
the future. But the reform was not dynamically consistent. The farmers accepted
the compensation up-front, but when they were confronted with adverse conditions
a couple years later on, they obtained further relief.

3.6. Privatization and the appropriate scope of public production

Traditionally, public expenditure theory focused on what the government should
finance or subsidize. But one of the major policy issues in the last quarter century
has been the role of government in production. A major change in Europe and
Japan has been privatization, and even when responsibility for production remains
in the public sector,contracting out for services. More recently, there have been a
variety of forms of public /private partnerships. Privatization has extended from
realms in which there was no obvious role for government, e.g. the production of
steel, to those in which there almost inevitably will be some role for government
(e.g. natural monopolies, prisons), and the question is what that role should be.

Agency theory suggests that there are parallel problems in large organizations
(e.g. in delegation and providing incentives) whether they are in the public or

39private sector. The one general theorem on privatization, that of Sappington and
Stiglitz (1987), suggests that the conditions under which privatization adequately
resolves problems of public interest are closely parallel to those of the fundamental
theorems of welfare economics, e.g. no externalities, complete markets, and
perfect information. While volumes described the loweraverage performance of
public bodies supplying particular services, that literature did not adequately
address the question of why it was that some of the most efficient firms (e.g. in
steel) were in the public sector, and whether there were particular practices which
might easily be imitated that accounted for their greater efficiency. Nor did the
critics of public ownership seem to anticipate either the problems associated with
the privatization process itself or the problems that were repeatedly encountered
after privatization, which in many countries in many areas led to a subsequent
renationalization (at great public expense.) Problems of corruption which eviscer-
ated the effectiveness of public corporations were amplified by the privatization
process: government officials got to divert for their own benefit not only the

39See, e.g. Simon (1991), Stiglitz (1991).
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40current rents, but the present discounted value of future rents. While this should
have (but was not) fully anticipated, one might have thought that privatization was
still desirable; having put the privatization behind, the enterprises could be
restructured in ways that ensured the efficient deployment of resources. But the
inability of government to commit itself not to provide future subsidies (especially
when enterprises were too big to fail, when they provided essential public services,
and/or when the corruption which was accelerated by the privatization process
allowed the acquiring private parties to use the gifts they received from
government to bribe government officials) often did not lead to effective

41restructuring.
These episodes have also brought home the links between economic and

political processes. Some of those who advocated rapid privatizationbefore legal
structures, e.g. relating to corporate governance or competition were put into
place, put forth political economy arguments: they argued that these reforms
would lead to a political constituency in favor of the rule of law in general and

42these reforms in particular. Critics of shock therapy (rapid privatization) argued
not only that without the legal infrastructure was it unlikely that privatization
would lead to increased efficiency, but that if done in the wrong way, privatization
could lead to a powerful constituency against the rule of law. (Neither Bill Gates
nor John D. Rockefeller were the most ardent advocates of strong competition
laws!) Unfortunately for many of the economies in transition, the critics of shock
therapy proved right.

3.7. Transparency

While the broader issues of reform have increasingly become a subject of
concern to public finance economists, one topic has become the subject of intense
political discussion, though again analytic work remains scarce. The issue of
transparency as both a subject of and an obstacle to reform has become

43increasingly clear.
While it has become politically fashionable to talk about transparency, it is clear

that selective disclosure of information (secrecy) is an important instrument by
which government officials attempt to create rents for themselves (like any other
form of artificial scarcity, that are rents associated with limitations in the available
information) and to shape public opinion. As economic theory might have

40See e.g. Stiglitz (2000b).
41These issues were of particular import in the context of privatization in the former Communist

countries, where privatization often did not have the predicted effects (see Stiglitz, 1999b). The
interaction between the privatization process and the political economy, including the support for the
rule of law, is explored, e.g. in Hoff and Stiglitz (2001).

42See Boyko et al. (1996).
43Interestingly, while transparency has entered into the political lexicon recently, it has long been

among the desiderata of good tax systems, as listed in standard textbooks. See, e.g. Stiglitz (2000a).
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predicted, certain agencies and government officials (e.g. in Treasury and the US
Trade Representative) had greater incentives to engage in this form of behavior,

44and became more adept at doing so. This literature may represent the beginnings
of a literature onthe political economy of information (paralleling that on the
economics of information), and it may eventually shed light on a number of
seemingly anomalous behaviors. For instance, why has there been such a penchant
for tax expenditures rather than direct expenditures — is it the lack of transparency
of such expenditures, the difficulty of seeing who really benefits, or is the
electorate really subject to asize-of-government illusion?

In some cases, economists’ discussions have contributed to public confusions.
For instance, in Europe, many of the problems of persistent unemployment were
attributed to high social insurance taxes. Yet competitive equilibrium theory
suggests that such taxes should merely result in adjustments in factor prices, not

45unemployment. It is not even clear (as is typically argued) that social security,
where benefits increase in tandem with contribution, leads to reduced labor supply,
i.e. forcedsavings may actually lead to an increased labor supply under plausible
conditions. Adverse effects may arise from redistributive policies associated with
social insurance — but such adverse effects would arise whether such redistribu-
tion was conducted through the tax system as well. These are the well-known

46trade-offs.

4. Concluding remarks

At one level, there has been enormous progress and change in thinking about the
role of the state in the economy. Today, everyone recognizes the importance of
market failure and the need for collective action. At the same time, there is a
consensus about the central place of the market in the economy. In a sense, there
has emerged a consensus behind the ‘Third Way,’ between socialism and laissez
faire. But within those wide bounds, debate continues: there is a major difference
between Bush’s compassionate conservatism or Clinton’s New Democrats, and
within Europe, differences are every bit as large.

Differences of view arise partly out of differences in models of the economy
and models of the government: how large are the market failures? How large are

44For more extended discussions, see Moynihan (1998) and Stiglitz (1999a). For a discussion of the
debate about transparency in the context of the East Asia crisis, see Furman and Stiglitz (1998) and
Stiglitz (2002).

45To be sure, if there are high minimum wages, then an increase in social security taxes necessarily
increases the marginal cost of labor — unless there are efficiency wage effects. The issue whether
moderate increases in minimum wages have the adverse effects predicted by standard competitive
models remains highly controversial. See Card and Krueger (1994, 1995), Deere et al. (1995), and
Neumark and Wascher (1992).

46For a more extensive discussion of the issues raised in this paragraph, see Stiglitz (1999c).
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the public failures? How easy is it to rectify the market failures? To rectify the
public failures? Sometimes, differences in views seem designed to justify
particular special interests (or at least have that effect): Certainly, part of the
incentive for privatization of social security in the United States, with its efficient
social security administration, is the extra revenues that would be derived by the
financial community; what would appear as higher transactions costs (an adverse
consequence to most public policy analysts) appears as higher incomes to those
marketing the new products (a positive consequence to most in the financial

47community.)
Advances in the economics of the public sector should have shifted the balance:

we now know how to design better tax systems, that reduce the dead weight loss,
for any given amount of revenue raised or redistribution. We now know better how
to use market mechanisms in the public sector to improve its efficiency and
efficacy. Similarly, we are now more aware of the pervasiveness of market
failures, and of the possible complementary relationships between the public and
private sector, especially in areas like finance, where information problems are
important and where market failures have repeatedly had large systemic conse-
quences. Yet, at least in the United States, the balance of public sentiment seems to
have shifted in the opposite direction. There is an interesting question — perhaps
more a matter of the sociology of political activity than of conventional economics
— of why that is the case.

As always, though, in matters of public policy, part of the differences in views
arise from differences in values, in the relative weighting put on equity, and on
alternative conceptions of equity. The latter represents one of the more important
changes in public policy thinking over the past quarter of century: an evaluation of
economic systems not just in terms of final outcomes (e.g. the steady state
equilibrium distribution of income), but in terms of dynamics and process — we
evaluate systems in terms of the equality of opportunity, in the seeming fairness of
the system. Here too, practice may have outpaced theory: there has been only
limited progress inwelfare economics in developing the conceptual frameworks

48and analytic tools. This too remains one of the important challenges for the
coming decades.

47See, e.g. Orszag and Stiglitz (2001). Murthi et al. (1999) estimate that even in the U.K., with its
highly developed capital markets, benefits are reduced by around 40% as a result of transactions costs.

48Even in the limited domain of ranking stochastic processes that describe income/wealth mobility
(as compared to the significant progress made in ranking income and wealthdistributions (cf. Atkinson,
1970; Dasgupta et al., 1973, Rothschild and Stiglitz, 1971, on the one hand, or Kanbur and Stiglitz,
1986, on the other. For a broader discussion, see Stiglitz, 2000c).
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