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A few simple topics to cover…. 

• How do gov’ts intervene in economies?
• Why even have a gov’t?
• If we have a gov’t, what should it do?
• How should we pay for it?

…and, why can’t we have everything we want?
• Finally, what does the resulting flow of funds look

like in Tennessee?

All through the “lens” of traditional public finance; 
not political science, politics, law, or ideology  



ALL txns voluntary w/  
no gov’t intervention 

 
Resource allocation 

determined by initial 
“endowments” and 

voluntary transactions 
 

“Pure Free Market 
Economy” 

NO voluntary txns free of 
gov’t intervention:   

 
Gov’t controls resource 

allocation across 
individuals in the 

economy 
 

“Command Economy” 

Where are we on the spectrum of  
gov’t intervention in the economy ? 



 
 
 
 
 

“Pure Free Market 
Economy” 

 
 
 
 

“Command Economy” 

How do gov’ts intervene in the economy? 
 
• Property rights and their enforcement, public safety (minimal) 
• & taxes, subsidies, mandates, fines, regulations, etc. (moderate) 
• & centrally planning production and price-setting (extreme) 



 
 
 
 
 

“Pure Free Market 
Economy” 

 
 
 
 

“Command Economy” 

Even moderate taxes/subsidies change relative prices… 
but not due to scarcity or preferences,  
which shape supply and demand in the free market: 
 

• Gas car vs. electric car 
• Labor vs. leisure 

 
…taxes/subsidies distort private choices and create inefficiency,  

not always resolved by how we use the revenues. 



So, why let gov’t intervene in markets at all? 

Stability 

Efficiency Equity 



Stability 

Efficiency Equity 

To smooth the economy’s 
growth path: 
monetary policy, fiscal policy, 
risk management 

To change the distribution of 
resources across households:  

redistributive tax and 
spending provisions 

To improve market 
allocative function…  
taxes/subsidies, fines, 
grants, etc. 

So, why let gov’t intervene in markets at all? 



Another complication…Federalism 

Federal 

State 

Local 



So, now which LAYER should intervene? 
“Fiscal federalism” 

Stability 

Efficiency Equity 

monetary policy, fiscal policy, 
risk management 
 
STATES OR FEDERAL? 

redistributive tax and 
spending provisions 

 
STATES OR FEDERAL? 

taxes/subsidies, fines, 
grants, etc. 
 
STATES OR FEDERAL? 



…focus on efficiency rationales 

• Market failures  
– “Public goods” 
– Externalities (negative, positive) 
– Asymmetric information 
– Natural monopoly 

• Fiscal federalism principles 
– Correspondence 
– Subsidiarity 

 
 

Efficiency 



Revenue side Expenditure side 

 
OK, if we decide to have gov’t,  

how do we pay for it?  
 

Public finance is… 
      SOURCES          and         USES of funds 

 



Revenue side Expenditure side 

(Selling) Taxing Spending 



Revenue side Expenditure side 

(Selling) Taxing Spending 

Tax (or subsidize) NOW:   
residents; non-residents, 
directly; non-residents 
indirectly (revenue from a 
higher gov’t) 

Tax LATER:   
Borrow in bond market (pledging 
future taxes or future revenues from 
project); match lifespan of asset to 
lifespan of payments 

…Emphasize BENEFITS principle (efficiency) 
or ABILITY TO PAY principle (equity) 

…Dedicate funds to a single purpose 
(“earmarked”) or for general use 



Revenue side Expenditure side 

(Selling) Taxing Spending 

Spend NOW:   
Current transfers (redistributive programs) 
or payments for goods and services 

Spend LATER:   
Rainy Day Fund; infrastructure 
investment with bond 
proceeds; pledged future 
transfers or payments 



Making choices: why can’t we have 
everything we want? 

Executive 
Preparation 

Legislative 
Consideration 
and Adoption 

Budget 
Execution 

Audit and 
Evaluation 



In-migration and 
out-migration 

Demographic changes 

Implementation 
Challenges 

Limits and cost 
of data 

External 
Accountability 

Agency 
Requests 

Macroeconomy; 
State economy 

Revenue 
Forecasts 

Policy 
Priorities 

Creditworthiness  
(rating agencies) 

Policy 
Priorities 

Institutional 
Constraints 

Revenue 
Realities 

Revenue 
Forecasts 

Unexpected 
Events 

National fiscal 
and monetary 

policy 

Internal 
Accountability 

Norms 

Executive 
Preparation 

Legislative 
Consideration 
and Adoption 

Budget 
Execution 

Audit and 
Evaluation 



Balanced budget 
req’t 

No long-term 
debt for current 

operations 

Constitutional 
expenditure 

limitation (w/out 
special law) 

“Copeland Cap” 
(1978) 

Tennessee State Constitution 

Limit on 
unfunded 
mandates 

Statutory limit on borrowing: via constraint on debt 
service (principal and interest payment on outstanding 
debt), which cannot exceed 10% of previous year’s 
general fund revenues (NASBO, 2015) 

Statutory measurement of economic growth for 
“Copeland Cap”: via growth in personal income… 

Institutional 
Constraints 

http://www.comptroller.tn.gov/repository/NR/CopelandCapReport.pdf


US median household income   $53,046 US mean HH income   $73,487 

TN median household income   $44, 298 TN mean HH income   $61,291 

Figure based on data from US Census – Selected Economic Characteristics 2009-2013 ACS 5-year estimates 

State 
economy 

http://factfinder.census.gov/faces/tableservices/jsf/pages/productview.xhtml?pid=ACS_13_5YR_DP03&prodType=table


Norms 

TN ranks 49th in state and local tax collections 
as a percent of personal income (2012):   
TN 7.9%, state average 10.2% 

Figures based on data from Tax Policy Center (taxpolicycenter.org); underlying data from US Census 

Alaska – 23.8% 
Hawaii – 12.0% 

TN 

AK ND NY 

State 
economy 

http://www.taxpolicycenter.org/taxfacts/displayafact.cfm?Docid=531


Ratings:  Moody’s Aaa; Fitch Aaa; S&Ps AA+ 

S&P ratings 2001-2014: 

Creditworthiness  
(rating agencies) 

Figure from Pew Trusts (2014, June 4). 
“State credit ratings from Standard & 
Poor’s, 2001-2014” Stateline.  

Ratings from State of Tennessee 
(accessed 8/19/2015). 
“Transparent TN - Fiscal 
Strength & Efficient Gov’t.” 

http://www.pewtrusts.org/en/research-and-analysis/blogs/stateline/2014/06/09/sp-ratings-2014
http://www.pewtrusts.org/en/research-and-analysis/blogs/stateline/2014/06/09/sp-ratings-2014
http://www.pewtrusts.org/en/research-and-analysis/blogs/stateline/2014/06/09/sp-ratings-2014
http://www.pewtrusts.org/en/research-and-analysis/blogs/stateline/2014/06/09/sp-ratings-2014
http://www.tn.gov/transparenttn/section/Fiscal-Strength-Efficient-Government
http://www.tn.gov/transparenttn/section/Fiscal-Strength-Efficient-Government


Tensions and trade-offs: Most of the time, TANSTAAFL 
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