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ABSTRACT

The emergence of the expression of ‘public economics’ marked
an epistemological rupture in the economic discourse about the
state. The local problems and national intellectual traditions that
had shaped the centuries-old field of public finance were cast
aside in favour of new problems and new methods. From the
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1970s onward, public economics became an integrated inter-
national field defined by a methodological approach embodied in
general equilibrium. Mathematics and optimisation changed the
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nature of the questions considered. After briefly outlining the his-
toric constitution of the field of public finance and how it was
transformed in the middle of the twentieth century, we explain
how a new economic theory of public expenditures emerged
with one foot in the old public finance and one foot in the new
public economics. We then hint at how the integration of risk
into economic theory unexpectedly transformed the way econo-
mists conceptualised the public sector. Last, we consider how the
maximisation of social welfare functions exhibiting a trade-off
between equity and efficiency replaced principles of taxation.
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This special issue has shed new light on several important subjects in the history of pub-
lic economics; it has also raised new questions. Some relate to classic problems in the
history of economics, including how to write recent history, the separation between
positive and normative economics, and the role of the economist. Others speak to the
development and use of models, the meaning ascribed to models, rational reconstruc-
tion, and the motivation of economists. Drawing on the nine papers included in this
issue and our own previous work on the history of the field, we conclude that the
mid-century linguistic shift from “public finance” to “public economics” marked an
epistemological rupture in the normative economic discourse about the state, from plur-
alistic modes of rationalisation about policy to the unifying framework of optimisation
theory allowing for the homogenisation of efficiency and equity concerns.
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In English, the use of public economics became increasingly common following its
adoption by Leif Johansen as the title of his book (Johansen 1965)." In the interest of
clear translation, Johansen sought to distinguish his theoretical treatment of the
“problems of the public economy” from the “description[s] of national institutions,
fiscal system[s] and policy” (Johansen 1965, ix) that characterised earlier texts (e.g.,
Groves 1939; Hicks 1947). The change gained traction the following year at the
Conference on the Analysis of the Public Sector.” Rather than taxes or public debt,
the topics of discussion were social justice, public goods, public utilities pricing, and
socialist planning. Papers by Serge-Christophe Kolm, Amartya Sen, Richard A.
Musgrave, Paul Samuelson, Edmond Malinvaud and Stephen Marglin, among others,
were published in French (Guitton 1968) and in English (Margolis 1969) as Public
Economics.

The conference was an important moment in the construction of the new inter-
national field of public economics (Hauchecorne 2018, 2020). In his introduction,
Margolis remarked that it was fitting that the conference was held in France “where
there existed a tradition of economic analysis for public works planning” (Margolis
1969, xi). Indeed, the expression of “économie publique” had been used in French for
some time. In 1945, Frangois Divisia dedicated a part of his applied political economy
lectures delivered at the Ecole nationale des ponts et chaussées to the subject of
“Economie Publique”; for him, the subject comprised both public finance and public
works (Divisia 1945; Fevre and Mueller, 2023). Divisia taught Maurice Allais and
Kolm; Kolm subsequently used the expression as the title of his lectures delivered in
French at the Institut francais du pétrole in 1965 on the economic role of the state.’

Simultaneously, Margolis served as chair to the advisory Committee on Public
Expenditures, part of the larger interdisciplinary research programme on urban eco-
nomics at the US think tank Resources for the Future. The committee, to which
Musgrave and Buchanan also belonged, organised large conferences and smaller semi-
nars in the 1960s and early 1970s. In 1966, it changed its name to the Committee on
Urban Public Economics (Hoch 1969, 75). Given the rising concern associated with
urbanisation, including pollution, sprawl, segregation, violence, and poverty, urban
economics briefly emerged as a distinct research field in the 1960s before it was reab-
sorbed into public economics in the 1970s.*

By the 1970s, the importation of optimisation results from welfare economics had
completed the transformation of the centuries-old field of public finance into the new
field of public economics (Dreze 1995; Laffont 2002). Indeed, the reframing of the
central problems of the public sector into the mathematical language of equilibrium
and optimisation would likely have proven incomprehensible to public finance
experts working in the early decades of the century. We argue that changes in

! Offentlig @konomikk was first published in Norwegian in 1962.

% The conference was organised in Biarritz by the International Economic Association, of which Paul Samuelson
was at the time president.

* Kolm (1987, 8183; 2010) claimed incorrectly that his lecture notes, in French, were printed in 1964 before the
translation of Johansen’s book, making him the inventor of the label ‘public economics’. However, he seemed
to have forgotten the use made by his mentor and thesis supervisor, Divisia (see also Hauchecorne 2018).

* Public finance specialists had studied traffic congestion, the pricing of public services, cost sharing amongst
levels of government and other issues that fell at one point under the umbrella of urban economics, on which
see Kuehn, 2023; and Cherrier and Rebours 2023.
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presentation and method were accompanied by an epistemological shift in normative
theorising, especially in the field of tax theory, where a discussion of “principles of
taxation” was replaced by the maximisation of a social welfare function allowing for a
trade-oft between equity and efficiency. When public expenditures, taxation, and
redistribution were brought under the same theoretical and methodological umbrella,
public economics gained a unified framework for its varied ‘microeconomic’ subjects.
For economists of the previous generation like Musgrave and Buchanan, however,
this theoretical consistency was gained at the expense of policy relevance.

The first section of this conclusion briefly maps the historic constitution of the
field of public finance, its central problems, and its plural methodologies, with a par-
ticular focus on the United States. The distinct field was transformed in the twentieth
century to address new policy challenges and was also reshaped by developments at
the heart of the economic discipline. Still, we argue that public finance retained a
normative concern for equity inherited from natural law even after WWII, notably in
the works of Buchanan and Musgrave. In the second part of the paper, we show how
the theorisation of public expenditures proceeded with one foot in the old public
finance and one foot in the new public economics. We then hint at how the integra-
tion of risk into economic theory unexpectedly transformed the way economists con-
ceptualised the public sector, notably in the normative approaches to the distribution
of income. The third section considers how optimal taxation theory displaced trad-
itional tax principles, emerging in the interstices of these broader trends to epitomise
the transformation of public finance to public economics.

1. A History of public finance
1.1. The science of public finance

Although this has not been systematically studied, public finance has probably always
reflected the structure of the economy where a particular discourse emerged. From
the Cameralist analysis of mines and forestry dues in central Europe, to the
Physiocratic insistence of a land tax for the eighteenth century French agrarian econ-
omy, to Smith’s focus on excise and customs duties in commercial Britain, the discus-
sion of fiscal instruments reflected the flow of resources that public authorities could
tap. In this sense, both the positive and normative parts of public finance can be seen
as rationalisation of the national laws, institutions, and the practices of fiscal policy.
But the influence could be bidirectional. At the time of consolidation of fiscal states,
public finance knowledge was called to provide solutions to fiscal crises (Kennedy
1913; Silvant and Arrupe 2020). Public finance discourse has shaped political debates
and framed the language of tax reform from the sixteenth century to the present
(Desmarais-Tremblay 2022). Yet, more work needs to be done on how the inter-
national circulation of public finance ideas influenced tax reform debates in specific
countries.

In the second half of the nineteenth century, the extension of the franchise had
profound consequences in the liberal parliamentary regimes of the Western world.
Economists who specialised in public finance began to adapt their liberal principles
to mass democracies. Anticipated by writers such as Montesquieu who integrated
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fiscal issues in constitutional theory as well as by less systematic and older approaches
pertinent to state finances, such as the insurance theory of taxation
(“Assekuranztheorie”), state-individual interactions were reconceptualised as voluntary
exchanges. Fiscal justice and collective decision processes became important questions
in the writings of Maffeo Pantaleoni (1883), Antonio de Viti de Marco (1888, 1936),
and Knut Wicksell (1896).

The quest for a democratic or popular theory of public finance similarly occupied
economists in the United States during the Progressive Era. Laissez-faire policies were
seen as having led to the excesses of the Gilded Age and gross disparities in income
and power. An activist state flanked by federal agencies and informed by scientific
economics could curb pollution, educate the masses, check the concentration of cap-
ital, and bring about social justice. However, to grow the scope and scale of govern-
ment required additional resources — at a time when the burden of sales, import, and
land taxes already fell disproportionately on small landowners and the lower classes.
Tax reform was thus part-and-parcel of the progressives’ agenda for both eminently
practical reasons in addition to being a mechanism to social change (Johnson 2023).

In an important wave of internationalisation for public finance, American econo-
mists who would set the stage for the institutionalist movement in the early twentieth
century pursued graduate studies in Germany (Carlson 1999). From the German econo-
mists, Americans specialising in public finance acquired an understanding of the tax
system situated in its historical specificity and political context and an appreciation for
statistical data collection. Both E.R.A. Seligman and Henry C. Adams adopted the
German view that public finance was a distinct science, related but not subsidiary to
economics.” And while public finance had to embrace questions of justice and fairness,
it could also contribute to scientifically training experts who could advise local commis-
sions, states, and the federal government on tax reform (Johnson 2014b).

The necessity of institutional embeddedness of public finance knowledge explains
why Seligman considered the mathematical approach of Antoine-Augustin Cournot
and F.Y. Edgeworth to the question of tax incidence as useless for policy purposes
(Moss 2003). Indeed, American public finance specialists were consumed with prac-
tical problems of taxation throughout the 1890s and early 1900, as they struggled to
convince the country to adopt a federal income tax. Direct taxation was a necessary
fiscal tool, they argued, appropriate to the modern state. As part of their campaign,
ability-to-pay replaced the benefit principle as the normative foundation of taxation
(Mehrotra 2013b). Adam Smith’s first maxim of taxation stating that everyone “ought
to contribute towards the support of the government, as nearly as possible, in propor-
tion to their respective abilities” was cited by politicians as a source of normative
authority for the new income tax, as it had been in the United Kingdom (Smith,
[1776]1976, V.ii.b; San Julidan Arrupe 2022; Daunton 2001, 179).°

The emergent fiscal needs of the Great War increased the reliance on the newly
enacted direct taxes in many countries including France, the UK and the US

> A similar disciplinary position was occupied in Italy by the Scienza delle finanze (on which see Buchanan
2001[1960], Fausto and De Bonis, 2003, and Silvestri, 2023).

© This is despite that Smith’s maxim could also lay support to the benefit principle, as Seligman (1908, 164) and
others have pointed out.
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(Cardoni 2014, Brownlee 1996). After the war, tax rates were lowered but the new
direct taxation fiscal regime endured (Mehrotra 2013a; Johnson 2011). Direct taxation
was argued to be a fair instrument by which to fund the state and public goods, while
limiting the concentration of economic power and thereby mitigating inequalities.
What was quickly realised was that defining income - particularly in a way to capture
that of capitalists and stockholders — was not simple. Anticipated by Georg von
Schanz (1896), Robert Murrey Haig, a protégé of Seligman, gave an economic defin-
ition of income as “money value of the net accretion to one’s economic power
between two points of time” (Haig 1921, 7). A decade later, Henry C. Simons refined
Haig’s accretion definition as the “algebraic sum of the individual’s consumption
expense and accumulation during the accounting period” (Simons 1938, 206).” The
Haig-Simons definition represented but one technical obstacle that public finance
economists needed to overcome to create the modern fiscal state. Subsequent decades
would be devoted to measuring income distributions, tax burdens, and tax shifting in
an effort to refine the tax code to achieve economic and political objectives
(Desmarais-Tremblay and Johnson 2023).

With a pluralistic training in economics from the universities of Munich, Exeter
and Heidelberg, Musgrave arrived in the United States in 1933, part of the second
wave of German influence on American economics. This wave was induced by
émigrés, who came in the 1930s often to escape German fascism. Emigrés included
Jacob Marschak, Oskar Morgenstern, and Joseph Schumpeter. Some found jobs in the
expanding federal bureaucracy. Gerhard Colm, for example, integrated fiscal thought
into an idiosyncratic vision of long-run Keynesianism that emphasised the stabilising
potential of built-in flexibility of the tax system. He became the Assistant Chief in the
Bureau of the Budget in 1940 and the chief economist of the new Council of
Economic Advisors during the Truman Administration. As dozens of students and
established professors left Europe, they brought with them knowledge of different
intellectual traditions that contributed to the flourishing of US economic science after
the Second World War (Backhaus 1997; Musgrave 1997; Hagemann 2011).

In his dissertation, Musgrave combined different continental traditions in public
finance from the classical triad of German Finanzwissenschaft (Lorenz von Stein,
Albert Schiffle, and Adolph Wagner) with interwar marginalist work in taxation,
including Pigou’s Public Finance (1928) and his Economics of Welfare (1932), to shed
light on the concept of the burden of taxation (Musgrave 1937). Influenced by Max
Weber, Musgrave envisaged what rational conduct of the public economy should
look like, but ran into various difficulties, notably the estimation of individual bene-
fits derived from the activity of the state. Upon graduation, Musgrave assisted his for-
mer supervisor, the classically orthodox Harold H. Burbank, in the teaching of the
undergraduate course in public finance at Harvard. Despite the year 1938, readings
assigned to the students comprised textbooks the first edition of which had been writ-
ten at the turn of the century - those by C.F. Bastable, Bullock, and Seligman (see
also Medema, 2023). Alongside those, students would have also read somewhat more

7 In other words, income is defined as consumption plus gains in net worth whether they are realised or not. It
includes, for instance, owner-occupied imputed rent.
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recent works by Hugh Dalton and A.C. Pigou, British Commission Reports and
Bulletins of the National Tax Association.®

The Keynesian revolution transformed the field of public finance. Trained in the
Midwestern institutionalist analysis of the business cycle, Alvin Hansen propagated a
domesticated variant via his fiscal policy seminar at Harvard that mixed public
finance, business cycle theory, and money and banking. With its direct pipeline to
elite economic policy-makers, the seminar had a profound influence on American
economic policy in the 1940s and 1950s (Desmarais-Tremblay and Johnson 2019).
Musgrave’s work for the Federal Reserve Bank and his regular participation in the
seminar undoubtedly influenced his foundational characterisation of the role of gov-
ernment as allocation, distribution, and stabilisation. A history of the mutually consti-
tutive relationship between public finance and macroeconomics in fiscal policy
theorising could add valuable insights to understanding both post-war economic pol-
icy choices and the direction and shape of state-sponsored economic research.

1.2. Post-War public finance

As we argued in the introduction to this special issue, the fiscal needs of the Second
World War led to a fundamental reconsideration of the tax system in many coun-
tries. In the US, personal and corporate income tax rates were increased significantly,
and the excess profit tax was reinstated. From a tax paid only by those in the upper
parts of the income distribution, the personal income tax became a mass tax
(Brownlee 1996). While rates were reduced post-war, the proportion of the popula-
tion subject to an income tax remained high, leading to growing interest in the nor-
mative basis for tax policy. Perceptions of fairness were also being shaped by the
expansion of federal and state statistical capacity. Beginning with the federal personal
income tax in 1913 but vastly expanded under the New Deal, various federal agencies
developed surveys to capture trends in personal income and consumption. During
the Second World War, these studies were bolstered by new efforts to track produc-
tion, rationing, bond-buying, and savings (Bowman 1946). Before the war, two
important studies attempted to estimate the distribution of the tax burden; both con-
cluded the tax system was U-shaped, regressive at the lower end of the income distri-
bution and only becoming progressive at high income levels (Blough et al. 1937;
Colm and Tarasov 1940). In 1949, Musgrave embarked upon a project to generate
estimates of the post-war distribution of the tax burden, with the goal of providing
better information to policy-makers. “The question of who pays the taxes must be
answered ... informed judgment ... should prove a better basis of policy than random
guesses or political slogans” (Musgrave et al. 1951, 1). Although Musgrave had access
to new and better sources of data, the methodology still required a large number of
assumptions about the shifting of the various taxes, particularly of the corporate
income tax (Musgrave et al. 1951; see also Desmarais-Tremblay and Johnson 2023).
Nonetheless, Musgrave et al.’s (1951) empirical estimates were in high demand, dis-
cussed widely in congressional committee hearings and at conferences of tax experts.

8 https://www.irwincollier.com/harvard-undergraduate-public-finance-reading-list-and-semester-exams-burbank-
and-musgrave-1938-1939/
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While corporate representatives often challenged the new post-war high-tax regime as
detrimental to business and national economic growth, public finance economists
were generally supportive of the expansion of government entailed.

Having completed his military obligations, James M. Buchanan enrolled at the
University of Chicago in 1946, where he studied price theory with Frank Knight and
fiscal policy with Simons (Johnson 2014a; Marciano 2019a). Buchanan’s quick conver-
sion to classical liberalism at their hands would motivate his individualistic and gov-
ernment-sceptic reimagining of public finance in the 1960s.” In his doctoral
dissertation, Buchanan recognised that federalism was not efficient from an economic
standpoint, yet from a neo-Jeffersonian political perspective, federalism had to be pre-
served (Marciano 2020). Local autonomy safeguarded individual liberty against the
expansion of the federal government (Buchanan 1948, 10-12). From Knight (1935)
and Simons (1934), Buchanan adopted the idea that that liberal democratic societies
relied on consensus building through discussion; his innovation was to emphasise the
importance of rules design to shape the arena in which the discussion could take
place. Keenly aware of the fundamentally normative nature of public finance,
Buchanan argued that economists should make explicit their political value judgments
as part of their policy advising (Buchanan 1948, 18; see also Simons 1934).

Buchanan sought an abstract and general solution to the fiscal problem
(Buchanan 1948, 5). With an integrated national market where goods, people, and
firms could move freely and a political system in which different states and cities
each had their own fiscal rules, the “equal treatment of equals” would become
Buchanan’s cardinal virtue of the fiscal system. Simons recognised this principle as
an important aspect of justice in taxation, but he did not want a “casuistic” discus-
sion on the meaning of equity to interfere with resolving technical issues in taxation
(Simons 1938, 30 and 139). More inclined to the benefit principle than the progres-
sives’ ability-to-pay, Buchanan rooted his treatment of taxation in the work of
Aristotle, Thomas Hobbes, John Stuart Mill, and Wicksell, in addition to a host of
German-language interwar scholarship. Drawing from Henry Sidgwick, Pigou had
argued that when it came to equity, “different persons should be treated similarly
unless they are dissimilar in some relevant respect” (Pigou 1928, 9, italics in ori-
ginal). Simons had distinguished considerations of equity with persons in “similar
financial circumstances” from those applying to persons in “different economic
(wealth and/or income) levels” (Simons 1950, 8).'° These ideas formed the basis of
Buchanan’s principle of “‘equal treatment for equals’ and its corollary ‘unequal
treatment for unequals™ (Buchanan 1948, 31). The originality of Buchanan’s con-
ceptualisation was to compare individuals not merely on the basis of their fiscal
burden, but on the net effect of benefits minus taxes, which he called the “fiscal
residuum” (Buchanan 1948, 44). Buchanan was well aware that the benefit principle
of taxation had fallen out of favour at the turn of the twentieth century, seen as

? Several abrupt personnel changes in public finance at Chicago left Buchanan to write his dissertation on fiscal
federalism under the newly hired Roy E. Blough (Johnson 2014a; Mitch 2016). Buchanan seemed little influ-
enced by Blough, although they would have agreed on the general point that acceptable standards of justice in
taxation were necessary for the functioning of economic and political organisations (Blough 1944a, 24).

1% Simons died in 1946. His Federal Tax Reform was published posthumously in 1950. However, drafts had been
circulating since at least as early as 1944.
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incompatible with a modern fiscal state that relied on income taxation (Ibid., 36).
Nonetheless, he was sympathetic to de Viti de Marco’s (1936) methodological lens
of looking at fiscal processes as an exchange between individuals and the state.
Acknowledging Musgrave’s (1939) critique of the voluntary exchange models,
Buchanan still aligned himself with Wicksell (1896) and Lindahl (1919). The fact
that it was difficult to measure the benefits accruing to individuals from public
expenditures did not mean that they were not real. For the purpose of comparing
the fiscal residuum between individuals living in different states, it was sufficient to
impute benefits on the basis of expenditures per capita (Buchanan 1948, 53-54).
Thus, Buchanan’s normative solution to the question of fiscal equity was to call on
the federal government to act as “adjustor of the total fiscal system” by providing
unconditional grants to equalise the fiscal residuum of individuals “with those of
other individuals in similar economic circumstances throughout the whole federal
state” (Buchanan 1948, 192 and 53; see also Buchanan 1949, 1950).

Tax incidence, fairness, and policy design, particularly as they intersected with con-
ceptions of the role of the state, continued to occupy Musgrave’s attention throughout
the 1950s. With his deep knowledge of public finance traditions, Musgrave was aware
of how ability-to-pay had been interpreted in radically different ways over the previ-
ous centuries. Principles of justice in taxation inherited from the seventeenth century
natural law and passed down through Smith, Sidgwick, Pigou, and Seligman had to
be reinterpreted for the age of the mass tax. In Theory of Public Finance, Musgrave
(1959) advanced his novel distinction between horizontal and vertical equity
(Desmarais-Tremblay 2021a). Although the difference had been noted in passing by
Simons (1950) and given the new expression of “equal (unequal) treatment for
(unequal) equals” by Buchanan (1950, 1951), Musgrave’s treatment broke new
ground. What it did not do was prescribe specific tax rates. While people in different
positions had to pay different amounts of tax, there was nothing in Musgrave’s for-
mulation to set tax rates or to specify proportionate differences. Rather than a theor-
etical question, Musgrave believed that the level of progressivity was a matter for
society to decide via its political process. Musgrave’s monograph was used for the
graduate teaching of public finance for decades. Yet, in retrospect, the grand synthesis
he attempted between continental European public finance traditions, neoclassical
welfare economics, and American fiscal policy discussion often appears more like a
“collage” than a stylistically uniform painting (Medema 2023). Indeed, the pluralism
that characterised interwar American economics had not yet vanished from the field
of public finance. Laurence Moss (2005) argued that the echoes of interwar institu-
tionalism in Musgrave’s explicitly moral purpose and the policy orientation contrib-
uted to the book’s successful reception.

Other public finance economists trained in the interwar period also adapted to the
growing formalism and the place of fiscal policy in the post-war period. Harold
Groves replaced much of the institutional description of tax systems in his early text-
book editions with new chapters on fiscal policy; he simultaneously incorporated
more theoretical economic analysis (Groves 1939, 1964). Much the same could be
said of Shoup’s Public Finance (Shoup 1969). Published at the twilight of his aca-
demic career, the textbook reflected the long legacy of institutionalist public finance
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at Columbia that originated with Seligman and ran through Haig and William
Vickery (Medema 2006).

The teaching of public finance in British universities was moving in a similar direc-
tion. Although her own textbook offered no theory of expenditures and harkened
more to Adam Smith than Pigouvian welfare theory, elsewhere Ursula K. Hicks pro-
vided an early, though not always articulate, voice for a modernised public finance.
She insisted the field needed to break from its narrow focus on finance to consider
problems of distribution and governmental expenditures (Hicks 1938; 1955). Expanded
scope was also needed to address the growing size of government and account for the
welfare state. While the insight first emerged in her thesis, her Public Finance (Hicks
1947) offered a more comprehensive bridge between welfare theory and public finance,
recognising the usefulness of a coherent theoretical foundation for the field while still
acknowledging the importance of social and historical context.

On the policy front, many of the same issues dominating US discussions achieved
even greater urgency in Britain, given the heavier tax burden and the necessity to
rebuild after the war. The war had reinvigorated the ancient attention paid to govern-
ment financing in emergency and exigent circumstances. In addition to Keynes, theo-
rists such John R. Hicks and Lionel Robbins and public finance specialists such as
AR. Prest, Hugh Dalton, and Ursula Hicks worked on problems at the intersection
of debt financing, tax burdens, money, and macroeconomic outcomes. After the war,
the question of the tax burden remained at the forefront of public discussion, with
the British government reprising its use of Royal Commission enquiries.'’ The Royal
Commission on the Taxation of Profits and Income (Prest 1956) reaffirmed the coun-
try’s commitment to a progressive income tax and highlighted many of the same
problems assessing the corporate tax as Musgrave et al. (1951) had encountered.
When attention was given to tax principles, equity concerns still trumped those of
efficiency (Prest 1956).

2. Towards public economics
2.1. Welfare economics and public expenditures

Mid-century public finance economists perceived that welfare economics could pro-
vide a coherent theoretical foundation for the field. However, integration of the two
was far from straightforward. Pigou’s concept of national dividend, measured in mon-
etary terms, was one attempt to provide an objective measure of welfare (Cooter and
Rappoport 1984, Backhouse and Nishizawa 2010; Takami 2014). Still, his willingness
to engage in interpersonal utility comparisons was challenged on methodological
grounds, leading economists to develop an ordinal interpretation. While following
Pareto and Robbins seemed to provide a more scientific foothold, this choice limited
the ability of economists to make policy recommendations. Economists quickly found
themselves limited to pointing out incoherence, waste, and inefficiencies, restricted to

! Following the First World War, the Commission on the British Income Tax (1920) and the Colwyn
Committee (1927) both took up problems of the definition of income and provided some of the earliest
empirical estimates of the tax burden; their method and findings influenced both Blough, Shoup, and
Newcomer (1937) and Colm and Tarasov (1940).
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only considering uncontested Pareto-improving policies. For example, provided that
agreement could be reached on the benefits of flows of services, cost-benefit analysis
provided engineer-economists with a metric to assess the social desirability of public
infrastructure. Pricing natural monopolies at marginal costs could also be recom-
mended based on a consensual concern for efficiency (Desmarais-Tremblay, Johnson,
and Sturn 2023). In retrospect, what was lacking was a framework by which to evalu-
ate policies affecting equity and distribution.

With the groundwork laid by Foundations of Economics (Samuelson 1947),
Samuelson engineered the first significant application of the social welfare function to
problems of the public sector (Samuelson 1954). The exercise was undertaken specif-
ically to illustrate the usefulness of mathematics for solving economics problems
(Pickhardt 2006). Referring to “collective consumption goods which all enjoy in com-
mon in the sense that each individual’s consumption of such a good leads to no sub-
traction from any other individual’s consumption of that good”, Samuelson (1954)
derived the conditions to reach a Pareto-optimal allocation in an economy with pri-
vate and collective goods. Due to the possibility of free riding, no decentralised mar-
ket could attain this optimum, argued Samuelson. The specific allocation attained
depended on the choice of the social welfare function optimised by an omniscient
social planner. As such, Samuelson’s model successfully demonstrated how welfare
economics could solve a crucial problem of the public sector by respecifying it within
the framework of modern neoclassical theory. Given “jointness of consumption” of
collective goods, Samuelson concluded that efficiency called for public subsidy of
pure public goods.

Not all economists were convinced by Samuelson’s individualistic conceptualisation
of public goods. For example, Colm (1956, 409) was “unwilling to accept the philoso-
phy or the semantics which ma[de] Samuelson speak of the individual’s ‘enjoyment’
of national defence.” Musgrave accepted the ingenuity of Samuelson’s conceptualisa-
tion but found it was not sufficient for constructing a theory of the public sector that
accounted for the plurality of activities done by modern states. Out of the range of
goods provided by government, one category was what Musgrave termed a merit
want - these were needs such as housing for the poor, the satisfying of which was
considered socially important. Although these types of needs could technically be ful-
filled by private goods, Musgrave argued it made sense for government to supervene
(Desmarais-Tremblay 2017a). Ubiquitous incentives to free ride meant that coercion
in tax collection was a necessary facet of the system. Combined with Musgrave’s
(1959) suggestion that governments were justified in the choice to provide such
goods - even in violation of consumers’ sovereignty — his approach was judged as
unacceptable paternalism by many. Compared to Samuelson’s definition of a pure
public good, the failure of merit goods to take hold can be attributed both to its loose
definition and the difficulty to reconcile the concept into the individualistic frame-
work of the neoclassical individual utility and social welfare functions (Desmarais-
Tremblay 2019).

One strategy that proved fruitful in the conceptualisation of mechanisms for the
provision of public goods was the idea of decentralisation. Samuelson had argued
that the absence of a decentralised mechanism to reach an optimal allocation with
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public good was a matter of indisputable logic. In contrast, Charles Tiebout (1956)
suggested that in a spatial setting of local public finance, households could be induced
to reveal their preferences if mobility was allowed, and neighbouring suburban towns
would offer different packages of public services and tax arrangements in equilibrium.
Tiebout assumed that citizens would vote with their feet, moving to the location that
best matched their preferences. As a left-leaning liberal, Tiebout may have intended
his model to be a provocation to show how far the logic of market allocation could
be stretched in the face of public goods (Singleton 2015). Samuelson could not con-
done the implications of the model. In a segregated America, he contended that
“people often like heterogeneity even though it involves conflict;” departing from an
agnostic scientism, he argued that “people want to ‘improve’ their community” rather
than “run out” on their “social responsibilities” (Samuelson 1958, 337). Samuelson’s
desire to normatively judge social outcomes illustrates the difficulties economists
faced living within the constraints of their models (see also Coker and Marciano,
2023).

Buchanan strongly believed that decentralisation was part of the solution, but he
also thought that mobility patterns assumed by Tiebout’s model would create ineffi-
ciencies (Boettke and Marciano 2017). The failure to come to an agreement with
Samuelson on the issue of revealed preferences and individual-market incentives
served as a challenge for Buchanan to articulate his own theory of public goods. His
answer was to focus on small-scale public goods provided by private institutions that
exclude non-paying individuals from the benefits (Coker and Marciano 2023). In the
case of club goods such as swimming pools or highways, the exclusion mechanism
induced preference revelation (Buchanan 1965). Moreover, by charging individualised
prices, clubs could account for any loss in benefits generated by the congestion of
increased membership (Marciano 2021).

Mancur Olson (1965) extended the problem of free riding as a general explanation
for the failure of collective action in groups. By 1970, economists had devised a tax-
onomy of goods based on assumptions of rational behaviour that was quite different
from the legal and administrative classification of public expenditures (on which, see
Hunter 1930). According to Musgrave (1969), the consumption of goods could be
rival or nonrival, and their provision could be excludable or nonexcludable. Taken as
binary, these two criteria generated four possibilities: from pure private goods, to
pure public goods, with toll goods (nonrival and excludable) and what Ostrom and
Ostrom (1977) would later call common pool resources as intermediate cases, while
Buchanan’s club goods combine excludability with variable degrees of rivalry
(cf. Musgrave and Musgrave 1973). Showing a greater degree of institutional sophisti-
cation than Samuelson’s 1954 definition, this typology was a rationalisation of
government expenditure even if it was not meant to be an actual description.
As a normative typology, it provided a prima facie case for government
intervention - although Buchanan and later Ostrom would argue that clubs and com-
mons could organise themselves voluntarily without the need for government inter-
vention. On a methodological level, what is striking is that Musgrave’s typology was
constructed on qualitative criteria. In this respect, Musgrave’s theorising shared more
with the nineteenth century classification of activities in public finance than the
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mathematical modelling of Samuelson. While Musgrave’s typology continues to dom-
inate introductory textbooks, it was Samuelson’s approach that was picked up in the
theoretical public economics literature from the 1970s onwards. It would notably
spark attempts to construct mechanisms to incentivise individuals to reveal their pref-
erences for public good, the history of which is still unwritten.

2.2. Risk and uncertainty

One profound ontological difference between the conceptualisation of the public sec-
tor in its relation to individuals in public finance and that of public economics is the
introduction of uncertainty. While further research is needed to fully understand this
transformation, we note a few important contributions. During the war, Evsey Domar
and Musgrave (1944) had shown that the income tax did not reduce the incentive for
firms to take on risk, as long as tax law allowed for full-loss offset. Their argument
was inspired by the non-quantifiable understanding of uncertainty of Knight, Keynes,
and Albert G. Hart, rather than conceptions of calculable risk.

During his war work at the Treasury, Vickrey (1939, 1945) studied the tax treat-
ment of the insurance industry. He then pondered whether a von Neumann-
Morgenstern utility function over risky alternatives would be a good way to model
preferences in order to derive the optimal level of tax progression. Individual choice
over risk provided typically utilitarian thinking with a new way to move from indi-
vidual rationality to normative questions of social justice.'?

After the war, prominent theorists at the Cowles Commission, including Jacob
Marschak and Tjalling Koopmans, and at the University of Chicago, including Milton
Friedman and Leonard J. Savage, refined the concept of expected utility. The norma-
tive turn at the Cowles commission (Herfeld 2018) would make their work more dir-
ectly relevant to public economics. Relying on axiomatic mathematics and pairwise
comparisons of alternatives, Arrow shifted the terms of the discussion on the ques-
tion of social welfare with his impossibility theorem. But, while he cited Vickrey
(1945) and was concerned with problems of risk from early on, Arrow believed that
the issue of risk was orthogonal to the problems exhibited by his multi-profile frame-
work of Social Welfare Functions: “It has nothing to do with welfare considerations,
particularly if we are interested primarily in making social choice among alternative
policies in which no random elements enter. To say otherwise would be to assert that
the distribution of the social income is to be governed by the tastes of individuals for
gambling” (Arrow 1951, 11; Dimand 2023). Yet, through his work at Cowles, Arrow
became a major contributor to the economics of risk, including issues of measure-
ment and allocation. Also initially reluctant, by 1952, Samuelson had been converted
to the new understanding of utility (Moscati 2016).

12 “If utility is defined as that quantity the mathematical expectation of which is maximized by an individual
making choices involving risk, then to maximize the aggregate of such utility over the population is equivalent
to choosing that distribution of income which such an individual would select were he asked which of various
variants of the economy he would like to become a member of, assuming that once he selects a given econ-
omy with a given distribution of income he has an equal chance of landing in the shoes of each member of
it” (Vickrey 1945, 329).
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John Harsanyi sought to formalise political theory through “maximising behav-
iour” (Fontaine 2010, 151). In his first paper, Harsanyi (1953) suggested that the von
Neumann-Morgenstern conceptualisation of choice under risk might give new life to
a cardinal understanding of utility. While the new welfare watershed had sucked the
air from the utilitarian argument for income redistribution based on the declining
marginal utility of income, Harsanyi candidly argued that a disinterested judgement
on the income distribution could be modelled as a choice involving risk: “An individ-
ual’s preferences satisfy this requirement of impersonality if they indicate what social
situation he would choose if he did not know what his personal position would be in
the new situation chosen (and in any of its alternatives) but rather had an equal
chance of obtaining any of the social position” (Harsanyi 1955, 317). Harsanyi was
the first to apply the framework of the individual decision under risk for justifying
utilitarian social welfare functions in a single-profile context (see also, Hammond
1987, Weymark 1991). By translating the linear structure of the expected utility func-
tion to social welfare, he rehabilitated utilitarianism as an ethically relevant
framework."?

In 1964, John Rawls discussed a draft of his Theory of Justice at the preliminary
meeting of the Public Choice Society; in attendance were Buchanan, Harsanyi, and
Olson, in addition to Gordon Tullock, Anthony Downs, William Riker, and Vincent
Ostrom (Amadae 2003, 149; Buchanan 2003). Over the next decade, Rawls continued
to engage with economists, exploring the construct of rational choice as it related to
the “original position” of his contractarian approach to justice.

Rawls explained that the utility principle was deficient as a principle of justice
because it did not care about the distribution of welfare amongst individuals; the
Pareto criterion similarly failed because it only provided a partial ordering of distri-
butions (Rawls 1967, 64). Not unlike what Harsanyi and Buchanan and Tullock
(1962) had envisaged, Rawls argued that the resolution of the unacceptable sacrifice
of liberty for some to increase the welfare of others lay in the design of the decision
process, the rules of the game. Rawls argued that an impartial choice made from
behind a “veil of ignorance” could mitigate the possibility of unjust outcome by
agreement over reasonably acceptable principles for a fair society. It was important to
get the institutional structure of society right “since even a perfectly efficient price
system has no tendency to determine just distributive shares when left to itself”
(1967, 79).

In the published version of his Theory of Justice, Rawls upheld his two principles
of justice: equal liberty and the difference principle. The difference principle would
remove the “indeterminateness of the principle of efficiency by singling out a particu-
lar position from which the social and economic inequalities of the basic structure
are to be judged” (Rawls 1971, 75). Inequality would be acceptable as long as society
worked towards improving the expectations of the worse-oft members. This implied
making interpersonal comparisons, which Rawls suggested should not be based on

'3 Both Vickrey’s (1945) and Harsanyi’s (1955) papers would be cited as precursors to the public economics lit-
erature of the 1970s, breaking away from the new welfare constraints and operating a return to utilitarianism
(Sandmo 2015). They received many citations since their authors each received an economics Nobel in the
1990s, but citations to either of them were quite esoteric after their publication. According to Google scholar,
Vickrey’s paper was cited only 22 times and Harsanyi’s only 45 times before 1971.
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utility or merely on income, but on an index of primary goods composed of “rights
and liberties, powers and opportunities, income and wealth (1971, 62). Rawls went to
great length to explain the original position and how it should lead to the difference
principle, often drawing analogy with economic choice under uncertainty. Yet, the
maximin remained a heuristic, or an analogy, as the participants of the deliberation
behind the veil of ignorance had “no basis for attributing probability” to their
respective positions in the society once the veil would be lifted (Rawls 1971, 155;
Igersheim 2023).

In 1963, Arrow dedicated a series of lectures to the Theory of Risk-Bearing. His
concomitant paper in the American Economic Review secured the place of moral haz-
ard as a paradigmatic case of market fajlure (Latsis and Repapis 2016). Arrow’s lec-
tures, together with Pratt (1964), helped to crystallise the conception of risk that
proved central to the first papers published at the end of the 1960s by the young
Agnar Sandmo, Stiglitz, Kolm, and Atkinson. Indeed, in his groundbreaking paper on
the measurement of inequality, Atkinson (1970) made the surprising claim that his
interest in measuring inequality was stimulated by reading a draft of Michael
Rothschild and Stiglitz 1969s Cowles Discussion paper on “Increasing Risk: A
Definition and Its Economic Consequences” that cited Arrow’s Helsinki lectures
(Arrow 1965), a book which Stiglitz had reviewed the previous year. Just as a cer-
tainty equivalent could be calculated for a gambler facing a lottery, Atkinson calcu-
lated the “equally distributed equivalent income” of a given distribution as “the level
of income per head which if equally distributed would give the same level of social
welfare as the present distribution” (Atkinson 1970, 250, Hauser 2023). This allowed
Atkinson to define an index of inequality characterised by a parameter of “aversion
to inequality.” In a paper presented at the Conference on the Analysis of the Public
Sector (1966) and published shortly before Atkinson’s, Kolm (1969) proposed a simi-
lar notion of “equal equivalent,” that is “the individual income which, if everybody
had the same income, would yield a situation as good as the one under consider-
ation.” This allowed Kolm to define as a measure of “social injustice” the difference
between “the per capita income and this equivalent” (Kolm 1969, 150). Because polit-
ical philosophy had “failed to propose scientific criteria” for dealing with distributive
justice, contra Rawls, Kolm proposed to do so “with the traditional tools of efficiency
analysis” (1969, 147). What was common to both Atkinson and Kolm, thanks to the
use of continuous functions, was a presumed trade-off between total welfare and
equality.

3. Optimal taxation
3.1. The early days

From the Classics through Pigou, public finance economists devoted significant atten-
tion to the incidence and relative economic burden of taxes. The mathematician
Frank Ramsey (1927) reframed the question to consider a situation where a given
amount of revenue had to be collected by taxing commodities with different elastic-
ities of demand. Ramsey’s rule demonstrated that to minimise utility loss, “taxes
should be such as to diminish the production of all commodities in the same
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proportion” (Ramsey 1927, 54; see also Duarte 2009). Although Pigou devoted five
pages to Ramsey’s finding in his public finance treatise, the rule failed to gain traction
in public finance - likely attributable to the mathematically sophisticated exposition.
Indeed, citation counts in JSTOR for the first three decades after its publication are
in the single digits (Duarte 2010, 132). John R. Hicks, Harold Hotelling, and Marcel
Boiteux reached similar conclusions regarding tax rates in other contexts, leading to a
‘rediscovery’ of the Ramsey Rule in the middle of the century (Duarte 2010, 123).

In 1951, Samuelson provided a theoretical analysis of the Ramsey result as part of
his consulting work for the U.S. Treasury, which was then considering various plans
to raise taxes to fund the Korean War. In his analysis, Samuelson maximised the util-
ity of a representative agent, abstracting from questions of equity. Qualifying Ramsey,
Samuelson concluded that to minimise the deadweight loss, excise rates should be set
to achieve “an equal percentage change in all goods and services,” assuming that the
consumer’s loss of income was compensated - that is, the ad valorem tax rates
depend on the Slutsky compensated elasticities. Samuelson inferred that once we con-
sider the burden of any tax that is not lump sum, the arguments of Irving Fisher
(1939) and Pigou (1928) against the ‘double taxation’ of savings under a personal
income tax were not definitive. There might be cases where the burden of a given set
of excise taxes was higher than that of an income tax, or the other way around, but
he saw no “a priori presumption that one case is likely to be more optimal than the
other” (Samuelson 1986, 142).

Given the technical difficulties of application, it is perhaps not surprising that
Samuelson’s formal analysis failed to manifest in the package of tax hikes proposed
by the Treasury to Congress.'* Although Congress did increase excise and income
taxes, the general trend since the Second World War was for decreasing reliance on
indirect taxation. In Ramsey’s era, indirect taxation had until very recently been the
primary source of fiscal revenues in Britain as well as in the United States. But when
Samuelson wrote his memo for the U.S. Treasury, excises accounted for less than half
of the revenues collected."

With no obvious policy usefulness and relying on mathematics beyond reach of
many economists, Samuelson’s memo remained unpublished for many years.
Musgrave (1959) concluded against Pigou (and Ramsey) that a “neutral” pattern of
ad valorem taxes was preferable to selective excise at differential rates. In a footnote,
he uncharitably dismissed Ramsey’s result as embedded in old welfare economics
assumptions.'® Like Samuelson, Musgrave concluded that when lump-sum taxes were
unavailable and when labour supply responses were allowed, “there is no general pre-
sumption that one [selective excise] or the other [income] tax is superior. The only
over-all conclusion that one may venture is that the best taxes are those on goods
(including leisure) which have the lowest rates of substitution.” (Musgrave 1959, 152).
For Musgrave, efficiency concerns had to be balanced against potentially conflicting

' https://www.jct.gov/CMSPages/GetFile.aspx?guid=e8c41b1f-d45a-4911-8ca8-9e90eb607693. On the Revenue
Act of 1951, see also Miller, 1952.

" Bank of England, A Millenium of macoeconomic data, A27, https://www.bankofengland.co.uk/statistics/
research-datasets. White House, Office of Management and Budget, Historical Tables, Table 2.1, https://oba-
mawhitehouse.archives.gov/omb/budget/Historicals

16 Bishop (1968) later pointed out Musgrave’s misinterpretation.
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equity considerations, but he did not conceptualise it in terms of a homogenous
trade-off. Because tax policy was as much art as science, the expert needed to recom-
mend taxes that would be acceptable to politicians on both grounds (Musgrave
1959, 158).

3.2. The turn of the 1970s

Ramsey’s optimal taxation framework remained marginal in public finance until the
late sixties, not even appearing in Shoup’s (1969) treatise. Despite no specific inten-
tion to work on problems in public economics, reactions to his solution for public
goods provision periodically drew Samuelson back to the problem. In 1966 at the
Conference on the Analysis of the Public Sector in Biarritz, Samuelson provided a
more general framework for the optimal provision of collective goods which included
taxation. The Ramsey Rule was presented as a special second-best case scenario
(Samuelson 1969, 123).)” Samuelson’s Treasury memo also received a second life with
the increased mathematical sophistication of the newest generation of economists.'®
For instance, Peter Diamond had becoming familiar with Ramsey’s (1928) work on
savings while working on his dissertation. His transition to the problems of public
finance and collaboration with James Mirrlees led to two joint papers on optimal tax-
ation and public production; the very short reference lists included both Ramsey and
Samuelson on optimal taxation (Diamond and Mirrlees 1971a, 1971b; see also Duarte
2010).

The challenges of conducting recent history of economics means little work has
yet been done on the generation of economists who finished their studies in the
1960s and launched the optimal distribution literature - individuals including Stiglitz,
Mirlees, Diamond, Atkinson, and Partha Dagupta. Of the turn-of-the-seventies contri-
butions (such as Baumol and Bradford 1970, Diamond and Mirrlees 1971a, Dixit
1970, and Atkinson and Stiglitz 1972), Mirrlees’s (1971) paper on optimum income
taxation was the most directly embedded in the public finance literature. Though tak-
ing his departure point as Vickrey (1947), Blum, and Kalven (1953), Musgrave
(1959), and Shoup (1969), his analysis looked nothing like theirs. Mirrlees argued
that there was “virtually no relevant economic theory to appeal to” to determine the
optimal progression of income tax. Assuming a benevolent and perfectly informed
government, an up-to-date theory would be based on the maximisation of a utilitar-
ian social welfare function. Individuals were identical in their consumption-leisure
utility functions, but they were distinguished by their level of ability to earn (skills)
which Mirrlees represented by a continuous density function. The optimum tax

'7 Note that this general framework started with a social welfare function whereas in the 1951 Treasury memo,
Samuelson restricted himself to the framework of Ramsey of a single utility function, even if he had already
defined the concept of the social welfare function in his Foundations in 1947. Whether Ramsey’s utility
referred to a representative agent or something like a social welfare function is subject to interpretation. In
any case, Ramsey’s function was likely interpreted as the former by postwar economists (Duarte 2009).

'® By the middle of the decade, Atkinson remarked to Samuelson “about once a month, I get someone suggest-
ing to me that it would be very nice if the Journal of Public Economics could publish your famous US
Treasury memorandum on the Ramsey problem” (1976). A.B. Atkinson to Paul A. Samuelson, 25 May 1976.
PASP, Duke University, Box 143, cited by Roger Backhouse who has generously shared with us a draft chap-
ter of the second volume of his biography of Samuelson. Samuelson’s memo was finally published in 1986.
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schedule thus depended on the distribution of skills and the form of the utility func-
tion assumed. With a larger dispersion of skills, the optimal marginal rates were
found to be higher, leading to more redistribution as a part of the population would
choose not to work and live off the subsidy (pay a negative income tax). Mirrlees
(1971) calculated a few examples of income tax schedule and was surprised to find
fairly low (and declining) marginal rates ranging from 15 to 50 percent at the top of
the ability distribution. He concluded that “the income tax [was] not as effective a
weapon for redistributing income, under the assumptions we have made, as one
might have expected” (Mirrlees 1971, 206). In retrospect, Mirrlees (1997) recognised
that his surprising result came in part from the high (unitary) elasticity of substitu-
tion between consumption and labour of his utility function. The more agents
responded to wage incentives, the less redistribution the social planner should achieve.
Just as labour and capital were more or less substitutable as inputs in the production
process, Mirrlees embedded the trade-off between consumption and leisure to attain a
given level of utility in his conceptualisation of the rational agent behaviour as part of
his calculation of the socially optimum tax schedule. The trade-off between efficiency
and equity was thus derivative of the more fundamental trade-off between work and
leisure.'” Although this neoclassical model owed to Edgeworth, Wicksteed, Knight and
Robbins’s conceptualisation of leisure (Derobert 2001; Montesano and McLure 2021), it
is interesting to note that Dalton (1923) and Black (1939) had both studied the trade-
off in the context of the effect of the taxation of income on the elasticity of the “supply
of efforts.” Mirrlees added the Hicksian idea of substitution, the Bergson-Samuelson
social welfare function, and presented his argument in theorems and proofs using
modern algebra and calculus.

Atkinson and Stiglitz (1976) returned to the debate over direct versus indirect tax-
ation, taking stock of the recent developments in optimal tax theory. Following
Diamond and Mirrlees (1971a), they generalised the Ramsey formula to cases where
individuals differ in terms of both their taste for consumption and leisure, and their abil-
ity to generate income, neither of which was assumed to be directly “observable” to the
government or taxing authority. To fall back on the Ramsey result, they then assumed
identical tastes, differentiating individuals only by ability. If only commodity taxes were
allowed, differential rates acted as a “screening device” to achieve an efficient result.
Atkinson and Stiglitz (1976) did not take into account public goods, but they did leave
room for a distributional objective. This brought into light an equity-efficiency trade-
off: taxing a low-elasticity good might be good from an efficiency point of view, but it
may be suboptimal depending on the shape of the social welfare function and the distri-
bution of abilities. In the second half of the paper, Atkinson and Stiglitz assessed
whether the availability of income taxation changed the previous results of optimal com-
modity taxation. They demonstrated that if the utility function was weakly separable
between labour (leisure) and consumption, then commodity taxation was not necessary
to reach the optimum provided that a general income tax function was available.

' The equity/efficiency tradeoff is explicit in Diamond and Mirrlees (1971a): “The optimal redistribution by this
method occurs when there is a balance between the equity improvements and the efficiency losses from fur-
ther taxation.” The expression is also used by Cooter and Helpman (1974), Sandmo (1976), Atkinson and
Stiglitz (1976), and Stern (1976).
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3.3. Maximin

Discussing Mirrlees (1971), Atkinson (1973) tweaked the social welfare function to
put more weight on the utility of the worst-off individual. He demonstrated that an
optimal marginal rate in the order of 50 percent could be derived in the limiting case
of “maximis[ing] the utility of the worse-off person” (Atkinson 1973, 95). This result
was an extension of his work on the measurement of inequality; it was also a refer-
ence to Rawls’s maximin (Rawls 1967; 1971; Walraevens 2023). For Atkinson, the
“maxi-min criterion did seem to capture some of the notions of ‘fairness’ which are
current in public discussion” (1973, 105). Edmund Phelps (1973) also considered the
implications of Rawls’s maximin for optimal labour taxation. Although Phelps
acknowledged Rawls’s criticism of utilitarianism, he remarked that “Rawls’s original
position is reminiscent of the neo-utilitarian approach of Harsanyi and Vickrey in
which an individual’s ‘ethical preference’ is for that social structure, with its redis-
tributive policies, which maximises the mathematical expectation of utility when he
believes it is equiprobable that he will be in each person’s” (Phelps 1973, 335).

Rawls responded politely to economists’ interest in his Theory, but he could not
always follow their mathematics (Igersheim 2022; 2023; Walraevens 2023). Robert
Cooter and Elhanan Helpman (1974) subsequently showed that marginal rates higher
than the ones derived by Mirrlees and Eytan Sheshinski (1972) could be obtained
with a Rawlsian maximin social welfare function and higher elasticities of substitu-
tion. Cooter and Helpman (1974) compared the optimal tax schedule derived under a
utilitarian ‘Bentham’ social welfare function, with the ‘Rawls’ maximin, but also other
distributional objectives, including ‘Nash’, ‘elitist’, ‘egalitarian’, ‘democratic’ (median
rule), and ‘max GDP.” Relying on earlier empirical work by Musgrave on the distribu-
tional effect of the tax system, Cooter and Helpman imputed the social welfare func-
tion from empirical data and found that a ‘democratic’ social welfare function “which
maximises the utility of the class of median ability” was the best fit with the data
when the distribution of wages was taken as a proxy for the ability distribution. If
ability were to be normally distributed, the Rawlsian maximin would most closely
match the observed level of governmental redistribution. Thus, within a few years of
the publication of Rawls’s Theory, a selectively interpreted version of his maximin
had entered the field of public economics as an alternative social welfare function to
compare optimal taxation schedule and income redistribution (Guizzo and Paré Ogg
2023; Walraevens 2023).2°

3.4. Musgrave and Buchanan push back

Musgrave (1974) wondered whether Rawls had gone too far deploying economic
logic. The veil of ignorance, conceived as choice under maximum risk, was “fun and
games for the economists,” but was it the proper framework for a philosophical the-
ory of justice? While Musgrave recognised that optimal taxation constituted a more

20 As Rawls put it in a letter to Buchanan: “people focus on risk aversion and maximin far too much and seem
unaware of the main features of the theory [of justice]” (Rawls to Buchanan, 25 February, 1975, James M.
Buchanan Papers, Box 84 George Mason University Libraries).
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sophisticated framework for judging the efficiency cost of various tax instruments
than the sacrifice theory, Musgrave questioned whether differences in ability to earn
should be given normative significance when thinking about tax system design
(Musgrave 1976, 13-15). While lump-sum taxes and transfer were of little practical
use, perhaps they should still form the basis of a philosophical theory of tax justice?
Rawls argued that in opting for the maximin, parties behind the veil of ignorance
would give moral significance to the negative effect on work incentives from increas-
ing taxes to redistribute income. In other words, it amounted to allowing higher-
ability individuals to reduce the level of redistribution to the poorest by having a
strong preference for leisure. From the point of view of horizontal equity, it was
doubtful whether society should accept that individuals be treated differently because
they had a higher preference for leisure (Musgrave 1974).' At the end of the day,
Musgrave’s criticism of Rawls was mainly a critique of the optimal taxation research
programme and how it conceptualised the equity-efficiency trade-off.

Buchanan’s critique of optimal tax theory was more radical. The question was not
whether the government had access to lump-sum taxes and transfer, but rather
whether assuming an omniscient social planner, as all the optimisation models did,
was realistic or desirable. Buchanan (1976) repeated his plea for an exchange
approach that integrated public goods and taxes in the same fiscal decision process.
Tax theory should not abstract from the political processes: “fiscal decisions are made
through a very complex political process which involves parties, pressure groups, pol-
itical entrepreneurs, periodic but sometimes infrequent elections, legislative assemblies
operating under complicated rules and with ordered committee structures, and bur-
eaucratic hierarchies” (Buchanan 1976, 23). Like Musgrave, he believed that opportu-
nities for political exploitation made tax equity rules necessary, but Buchanan rejected
the efforts by Musgrave and Rawls to articulate “value judgments that ‘should’ be uni-
versally held by all informed persons” (Buchanan 1976, 26). Buchanan did not think
that an economist could identify a priori the weight to give to equity and efficiency
in the tax design: “equity’ and ‘efficiency’ will characterise observed results only as
they are embodied in the choices made by individual participants” (Buchanan 1976,
21). For example, tax loopholes were a problem for “traditional proponent[s] of
equity objective” like Musgrave because they violated horizontal equity, but by the
1970s Buchanan thought an economist could not judge them as a priori bad if they
were the outcome of a bargaining process in which individuals considered them to be
the “least bad” option within the given political decision structures.

Buchanan (1972) agreed with Rawls’s characterisation of the original position as
appropriate for constitutional decision-making choices, but he criticised Rawls for
concluding that the difference principle would necessarily be selected by the partici-
pants. For Buchanan, the contractarian framework “must allow for the possible emer-
gence of many alternatives; and indeed the emphasis must be placed on the process
rather than on the specific outcomes” (Buchanan 1976, 27). In contrast the conse-
quentialist approach of optimal tax theory assumed “the presence of a decision-maker

2! In Rawls’s theory, a solution could be to include leisure in the index of primary goods upon which different
social positions were compared, a suggestion which Rawls (1974) supported, while also challenging whether
the very idea of natural ability could be well defined considering that talents were socially constructed.
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for individuals in the community,” something it shared with Musgrave’s allocation
branch of his theory of the public household. Moreover, optimal tax theory formu-
lated judgments aimed at modifying “results” (Buchanan 1976, 29).

Rawls, Buchanan, and even Musgrave to a certain degree, favoured a procedural
approach to justice based on the formulation of principles that contrasted with the
consequentialist approach of utilitarian welfare theorists, whether in its original sacri-
fice theory or the modern optimal tax theory. Both Buchanan and Musgrave left the
question of the tax rate open to the political process; similarly, the “correct” level of
redistribution could not be determined by economists, but instead depended on the
values of the members of the community. As Buchanan once wrote to Musgrave:
“both you and I are Kantians; whereas all of the optimal tax people are really
Benthamites.””* Buchanan and Musgrave theories could provide structure to the pub-
lic discourse over public expenditures and the tax system, but they could not provide
a closed model of the optimal tax schedule. Whether the new models which generated
such answers constituted progress in the field was, according to Musgrave (1976),
itself a question of value judgement.

Conclusion

The science of economics underwent profound changes in the middle of the twentieth
century, which in turn impacted the field of public finance. By adopting the neoclas-
sical equilibrium and optimisation apparatus, the newly emergent public economics
brought itself into alignment with the core methodology being employed across all
‘microeconomics’ subjects. In other words, public finance was a pluralist field col-
oured by national institutions and national intellectual traditions. In contrast, public
economics became a shared global discourse fully integrated in the mainstream neo-
classical approach. However, unlike the core of economics, the transition of the field
from pluralism to neoclassicism did not happen in the 1940s nor in the early 1950s
(see Morgan and Rutherford 1998; Diippe and Weintraub 2014). As late as 1959,
Musgrave’s celebrated synthesis combined the neoclassical insights of Marshall and
Pigou with Keynesian macroeconomics influenced by Hansen’s institutionalist theory
of the business cycle; partial and general equilibrium analysis was mixed with princi-
ples of taxation inherited from natural law. The German concern for communal
needs stood alongside Paretian restrictions on interpersonal comparability imposed
by new welfare economics.

The transformation that started in the post-war years would see the translation
and adaptation of the neoclassical framework from individual consumer choice to
the questions of social and collective choice. General equilibrium set the norm for
rigorous theorising across the western world. As a general theoretical field, welfare
economics lost its identity and was incorporated in the nascent field of public eco-
nomics where the social welfare function thrived, while Arrow’s (1951) critique
provoked formulations of possibility theorems (often hinging on weakening ordi-
nalist axioms) at various levels. Considered in a secular perspective, the idea that

2 Buchanan to Musgrave, 29 January 1975. James M. Buchanan Papers, Box 66, Folder 10, George Mason
University Libraries.
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the “right” government policy package could follow from postulated axioms would
probably have sounded ludicrous to the public finance experts of the early twenti-
eth century.

In a sense, the transition from public finance to public economics thus illustrates
the “long road to acceptance” of the neoclassical vision defended by Robbins in 1932
(Backhouse and Medema 2009a; 2009b) - including its ambivalence. Robbins is
important for this story in many ways. First, because he imposed a methodological
restriction on the interpersonal comparisons of welfare which gave rise to a new wel-
fare economics. Robbins was not the only one to wrestle with the question of how
scientists could formulate value judgments, but his Essay (1932) had a tremendous
influence, first on his London School of Economics colleagues and students, and then
on economists across the Atlantic well into the 1960s. In a surprising twist, von
Neuman and Morgenstern’s Theory of Games and Economic Behavior (1944), besides
promoting the use of axiomatics, indirectly licenced a return to interpersonal compar-
isons of utility provided that the situation under study was reconceptualised as a
choice under risk. By the late 1960s, utilitarianism had retuned as an acceptable way
to frame policy objectives. It would take the renewal of political philosophy and the
work of Rawls and Amartya Sen to propose alternative criteria for comparing
individuals.

Robbins also crystallised the neoclassical definition of economics as the study of
individual choices between alternative means to reach given ends. Scarcity led to
choices which the rational agent perceived in terms of trade-offs. In the interwar
period, a new consumer theory was built on these premises. In this paper we have
hinted how public finance economists gradually reconceptualised the public sector in
terms of private values (see also Buchanan 1975). First, came public goods, defined as
homogeneous quantities alongside private goods in utility functions. Then came
redistribution, which could also be conceptualised as a public good in utility func-
tions (Hochman and Rodgers 1969), or as the indirect consequence of a social plan-
ner’s aversion to inequality (Atkinson 1970). Finally, the burden of taxation was
explained in terms of a consumer’s substitution between two commodities, or
between leisure and consumption goods. The gap between individual choice and
social choice could be bridged by a social welfare function, a meta-utility function for
some (rarely well defined) individual social planner. Even merit goods could be rec-
onceptualised as private goods entering directly a non-individualistic social welfare
function (Pazner 1972).

The result of this methodological transformation was that solutions to public
finance problems that were considered “general” by Buchanan (1948) or Musgrave
(1959) were seen as incomplete and not rigorous a generation later. As Michael J.
Boskin and Stiglitz remarked, nothing embodied this change better than the shift in
normative tax theory from the enunciation of principles to the optimal taxation
paradigm:

The utilitarian framework has the advantage of providing a simple, unified, reasonably

flexible ethical basis for judging among tax systems. For instance, by positing social

welfare functions with different degrees of elasticity of substitution among the utilities of

individuals, one can consider, at the one extreme, the Rawlsian criterion of maximising
the utility of the worst-off individual, and at the other, the Benthamite criterion of
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adding up utilities. The traditional approach has involved ‘listing’ criteria, e.g. horizontal
equity, vertical equity, administrative costs, without providing any criterion for trading
off among these objectives (Stiglitz and Boskin 1977, 296).

The formulation of principles was at the heart of the normative theorising of econ-
omists like Roy Blough (1944b) and Luigi Einaudi in the 1940s, as it had been and
continued to be in other normative fields like law and political philosophy, notably in
Rawls’s Theory of Justice (on Einaudi, see Silvestri 2023). The distance between the
‘institutional” volumes of Shoup (1969) and Fritz Neumark (1970) and the papers of
Atkinson (1970), Atkinson and Stiglitz (1972), and Diamond and Mirrlees (1971a;
1971b) appeared almost incomprehensible. However, the transition did not happen
all at once. Many of the public finance academics who were trained in the interwar
period continued to defend their principle-based approach throughout their career,
notably Musgrave and Buchanan - even as they contributed in other substantive
ways to the emergence of public economics. Compared to Samuelson, who looms
large in the transition both for his solution for the optimal provision of public goods
and his contributions to optimal tax theory, Buchanan and Musgrave remained scep-
tical of the formal exercises of optimal tax theory until their deaths in 2013 and 2007,
respectively. By this time, their approach to public finance was no longer considered
theory in university economics departments. Still, their more realistic approach con-
tinues to inform public discussion over policy and the role of government, as well as
how we think about the pitfalls of majoritarian politics and the processes of tax
reform.

Two decades ago, the history of economic fields was mostly uncharted territory
(Backhouse and Biddle 2000). Public finance, public choice, and public economics
have become the subject of study both by field practitioners and by historians of eco-
nomics (e.g. Diamond 2002; Desmarais-Tremblay 2017b, 2021b; Faccarello and Sturn
2010; Feldstein 2002; Kuehn 2022; Kolm 2010; Marciano 2021; Laffont 2002; Medema
2009; Stiglitz 2018; Sturn 2010, 2016). As such, these various contributions and
including the ones contributing to the present special issue, have started to map the
evolution of the field of public finance. While many papers portrayed the specificity
of national traditions and their interpenetration, some recent ones have also focused
on the history of key models that have since become the bread and butter of public
economists.

Throughout this concluding paper, we have pointed to topics we believe need
further investigation, and we hope that this special issue will inspire new research
on the history of public finance and public economics. The differentiation, co-evo-
lution, or merging of the related and overlapping fields of public choice, social
choice, public finance, urban economics, environmental economics, the economics
of education, health economics, transport economics, industrial organisation, etc.
still call for an integrated narrative.”> Moreover, how the transition took shape
through personal interactions amongst economists in key universities on both
sides of the Atlantic and beyond is still largely unknown. The history of the public

23 Among recent contributions, see Cherrier (2017), Cherrier and Fleury (2017), Backhouse and Cherrier (2017),
Cherrier and Rebours (2023); but also, Teixeira (2000), Panhans and Singleton (2017), Panhans (2018),
Dupont-Kieffer et al. (2021), and Banzhaf (2023).
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choice society has received some attention, but the role of other large associations
like the International Institute of Public Finance (IIPF), as well as smaller ones
such as the International Seminar in Public Economics (ISPE), and the Committee
on Urban Public Economics (COUPE) invites further research. From an ideational
perspective, besides the conceptualisation of risk, which we hinted at here, asym-
metry of information is another ontological difference between public finance and
public economics which bears exploration. The expulsion of monetary and fiscal
policy leading to the characterisation of public economics as a purely microeco-
nomic field also deserves analysis. Finally, we have focused on normative theoret-
ical developments, leaving open for future contributions to explore how the
empirical turn of the 1970s fuelled by large datasets and increasing computer
power impacted the rise of public economics.
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