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Richard A. Musgrave

One of the key issues to be settled among the members of s.ocialy is how to dislribute
the tax burden, based on the premises or social contracl by which they are joined. Different
conceptions of that setting may be expected to yield different views of the good tax system. My
purpose is to examine that linkage. There is, to be sure, no single version of that setting which
can claim to be the correct one. _l_’armulal.ions range from natural-law based entitlement Lo
earnings, over utilitarian commilment to maximum aggregate welfare, to fairness rules such as
ability-to-pay or maximin. To choose among Lhem is not a matter of economics only. Their
consequences for individual liberty, social harmony and stability must be allowed for as well, and
the observer's own sense of distributive justice also enters. No attempl is made here to render
such a choice. Rather, | wish to examine how normalive views of Laxation fit into the internal
logic of alternative models and how this relationship has developed. As Schumpeter aptly put it: "It
may or may not be the economist’s business to posit imperatives, but it certainly is his business

to rationalize given imperatives by analyzing their implications™ (Schumpeter, 1954, p. 946 ).

This nexus is of special interest with regard to the role of deadweighl loss in tax
design. Along with the "optimal laxation™ model (Diamond and Mirlees, 1972), that concept has
now moved to the cenler of tax theory. Dating back to Marshall (1890), Ramsey (1927) and .
Pigou (1928), the idea was not a new one. Allowance for deadweight loss in measur.ing tax burden
only capped the utilitarian quest for least total sacrifice as the supreme principle of taxation.
Nevertheless, focus on deadweight loss as an inherent component of tax burden profoundly changed
the climate of tax analysis. If the tax dollar costs more than what government gets, the true cost of
public services is magnified and their efficient scale is reduced; and if deadweight loss rises with

the marginal rate of tax, the case for progressive taxation is weakened. On both grounds, focus



on Ceadwelght losa polnled Lo an irkecend Maw in public secior operalion. Wihers pravica
concern had bean wilh privale sector failu~e fn the provision of sccral goods, atlenticn now shilted

to public sector failure ln meeting ils task |

ReMedlimg this skrategic role of dead welght loss, much hias Dean Said on how Lo
messura and minimize iLs burden. Al The szme Gme, no allenllon has been given to |13 “standing”
— @ lerm suggested 10 mn by P:lnr-Ell.:.n-mﬂ == in the broader context of social conbract theory.
AS wa view Lhe nature of Lasallon war U varlous conlracl models, special atlenlion will s De

given Lo thds azcecl.
Lockoan Enlitlerment and Benafil Taxation

We begin with the Locisen enlitlemenl to earnings andils corollary of tensfil
la=atlon. Given by natural redsss oe revetalion, 20 srquad Locke, tha syslam of nalursl liberly
leaves Lhe frults of nalure Lo man in commen, bul the frulls of labor to Lhe worker alora:

*Though Lhe aarth, and sl inferior creatures e common Lo ATl Man, yel every man has

& praperly bh Dila own gerson. This n Body has soy righl Lo bub hirmsall. Whalscer

Lhen he remoess cul of e siade Lhal nslurs hath provided, and lefl it in, he has mixed

his lebor with, and has joined Lo il someting Lnal 1 bl owi, Bnd tharsby makes il hig

property ” .

In this way, man comes “to have a properdy in aeeeral pacts of thal which God gava irankive in
commen, and Ihat wilhoul any express Compacl of ahl Lie Commerers.” (Locke, 1790, p. 328).
Tha wery process of incoma crealion slso yiolds (63 jusl dislribulion. Hence Lhare is no place for

redalribglion in 4t Lockean syutem.

An sxception 1o Lhe enlillemenl rule only arisss wilh Lhe return to land end nalural
resources. Such returns by their vary nalure cannot be raced Lo Individuad allorl pd thareTore
remain subjecl Lo common claim. To overcome Lhis exception, & baseline concept wes suggested,
selling n date beyond which ths common claim ceases Lo gpply (Nozick, 1974). This, however,
hardly disposes of (he issus. Renls srise and changs in Lhe course of economic dewelzprnent, and
renl seeking |5 an ongoing process. There remang (he Gueslion of how the common claim ahould
be masigrad among indkAduals and how this merges wilh the econamisl’s afficiency view of renl as
Lhe prime bese lor texalion (R A. MHusqrave, 1983). The renl of lend, however, forms anly a

minor part of total income end ils speclal problem may fe pasisd over hare.

As Lo the remaindar, we take Lockeen enlitlement to apply Lo capilal as well as to lzbar
income. Even though Locke's discussicn was in terms of tabor, both involve sgaaration from
nslura ard may be included. ‘we Lhereby pass over the suspicion thal wages sre more deserved, a
suspiclan contalned in Le phitpsaphical traditien from Arislolle Lo Aquines and still elive in the

stalulery Lax dislirclicn between “earned” and “wniearnad ~inComa.

Consideration musl 2lso be given to whelher enlillement applies Lo 2ll earnings cr to
those in a compelitive markal only, prasuining @ rale of comgendalion equa’ 1o marginal producl
and procicl pricieg in line wilh marginal cosl . The enswer, In Lacke’s spirtl, shauld be In Lhe
affirmalive. Compelitlve pricing is required and the resulting gains ik producer snd congumer
surplus are Lo be viewad as dessrved . Only then will Lha Invsible hand of Lhe market secure an
sulcomm LFal {5 nol only efficient but also jual, This dualily is al the feert of Locke's banige view
of Lhe nalural order and Smith's pramdse Lhal salf-interesl, even il conlrary to the acler's (nlent,

lurns out Lo serve tha commen qood ( A. Smilh, 1759; R. A thegreve, 1976),



But ke funclion of Lhe markel. as Locka and Smilh well knew, is nol zil-inclusive.
Properly must ba prolecled ard prolaciion muai be paid for, “and s fit everyone wha enjoys his
share of the prateclic, shauld pay oul af his eslata his share for the maintenance of it.” {Locke,
1790, p.408). Jusl Laxalipn In Lha Lockesn syslem, Lherefore, maans banefil taxalion, a
principle which, in line with the enlillemenl rule, cails far social geods Lo be priced in analogy

to privale gsods in a cormnpetilive markel.

The same grircipls esplies In bolh cases, bul wilh a difference. while privale goods
are rival in cocsumplion, social goods are ned. Privale good X, if consumed by A, cannol also be
consumed by B.  Seciat goodd generals hanedils ihe consumptien of which Is nonrival. Their
benefils can i g joyed by both, widheut thersby InlerTering wilh each other. Efficiency.
Lherefare, calls for supply to be entended Lo Lha peint whera marginal cost malches Lhe sum of
rrargingd ubllities derived by the consumers {Samuelson, 1954). Contrary to Lhe case of privale
goads, indlviduals now shase Lhe seme quanlily. bul where marginal evaluations differ, jusl

diztribulion aof Lhe resulting surplus now calls for differential Lax prices.

The raliomale Tor pricieg social goods in line with benefit taxation Lhus readily
follows, ard efTiciency-minded economisia should rejoice whare nesds Can e mat In Lhe socia
mude. Tha banafils of Lhe sarme resource are Lhereby permitied to be enjoyed more widely. The
prablem, however, is how La imgdement efficient provisicn of such geods, In order Lo oblain the
benefils of privale goods, consumers must bid for Lhem in Lha markst and Lhereby reveal their
prefecemces. Unless Lha price is pad, Uy will be excluded from consumption.  In the case of
social goods, exclusion does rol apply, either because AL Is inapplicable or inan"n’-u::ient.2
Available Mresly , hey naed nad e bid Tor In the macket. Corgumers act 43 fred riders and Lhere

will b ni gutamedlc Sreferssce revelation.  Abseal duch informalion, oeither (ye ¢ificient

provision of soclal geods moe Ihedr equilable pricing can procesd, Costumar bidding al the merkel

musi Lhus be replaced by & palilical process of budgel delerminallun:

where Locke Lhought his nalurat erder of properly righls Lo hold wilhout & contract,
Lhat order musi nrow ba supplernenlad by @ contraclual agreement 10 expedils this process. In line
wlith uniform eppliceddon of the entillemenl rule each person is given equal weighl, end & budget
specilying expendilures and lax sxsignments (s to be vated upon. Since lax assignmenls Lhus
determired will have to be met, volers will wish to choosa a budgel patlern Lo thalr liking. 1T
incomes and preferences wera Lha seme, or 2ero transaection costs permitlsd unlimited
bargaining, a warimaus vale would resull. Bul such Is not the case, 50 that a majorily rule must
ke accepted (Wicksell, 1896) and writlen Inlo lhe contracl. Hajortty rule falls short of an
optimal solullom, but it is the best thal can b dore.  This {s nol surprizing  Although Locke
recoghized the axisience of social goods, their provision fatls culdide Fs naleral order. Mol

smanabls Lo markel-enircad preference revedadion, a second-basl safulien has Lo be accepled.

Nor is {his Lhe enly imperfeclion. In desigedng the vole, lax prices are Lo be
dalerminad S0 855 1o spproximais 1ne preferances of payeess. I incomes and prafesences wera (he
same across imfividuals, Lhe same price would apply Lhrougbdcl and could ba fmposed in lump~
sum form. Oniy ils level would has Lo be delermirad. Bul incomes and prelerences Sar, and 5o
do evaluallons placed on public services. DilTerentlalion |5 needed bul the Lax vols, i only fer
repsors of leasibilily, canved 1isd milllans of Indpidual Lax prices.  Irdividuala hive Lo be
grouped and a genarally spplicable fermuola has Lo & chasan, including a lax b4se and rate
structure (rem which individual Jlasililies can be derived. Thal loemols should be Ieddcaliva of
laxpayers’ svaluslicra a3 evidenced by thelr scpaaimic characleristics. Since Lhe value placed on

a given leve) afl public sarvices will depend on the level of incomss, a broadly defined incComs (or,



for lhal maller, sxpendilura) concepl will be an appropriale tax base; and since marginal
valuzlions will Fise with Lhe level of inceme, 50 will the appropriale tax price. An incoms Lus
formula, wilh a rate struclure based on Lhe ohaervalli JnCema weallcily of demand for related

private goods thus offers a useiul approdirmalion.

This approximalbon 35 sacured, however, al an efficlency cost. As Lhe lax is linposad,
the Laxpayer finds his/her nel wage rale reduced and respoends by substiluting leisure lor
income. Tax labllity is cut dherely, bul 8 depdweighl loas in L form of reduced worker surpius
is added, Ergaging in lox maicance (o corcepl Lo be dislingulshied from illegal lax evasion or
non—compllance with the taw) still lewes the Lowpayer wilh a net gain, but Lhe Lolal burden

pxceads whal the Treasury gets In revesis.

Haw then is this excess borden or deadweighl loss to be dealt with in the context of
berefit Lazallon® Standard economic malysis weidd suggest Lhat It be treated a3 a cosl which
should be allowed (or, aleng wilh other cosls, in determining efTiCienl sulcomes The actl ef Lax
avildance (3 viewed as a ulility-maxkmizing adaplaticn Lo a change In retative prices, not
difTererd in nalure from similae 8djustments io mark ol-induced price chage, Tax avoidance |n
Lhat view reflects ertillemant to uss one's own resources to sdvanlage, Lhus being nel cnly
afficiend but also jusl. Awvaldaris s Slanding end desdweighl loss is & cosl o be allowed for in
setting the Cerell Lax. This reasoning, however, overlaoks an kxsantial point, The reduclion in
the nel wagh rale caused by Inserticn of the Lax wedge. difTers from a markel-induced change in
faclor prices. Markel-induced changes, Hke the weather, fispen Lpon Laxpayers withoul theiwr
awn daing, while the Lax wedgs imalements o socinl conbract Lo which Lhe Laxgayer 15 8 parly. The
purpage of tha coslrack, m lng wilh Locksan enllllemant is to charge bensfit taxes, rafTecling as

closely as possible Lhe Laxpayers margmal evalualion as il would be ferthooming If Lhe tax were

Imposad In lump-sum form, Avoidance, urefarLakan Lo Morestall this cutcome, bacomss a breach
of conbract. The resulting deedweighl loss becomes & salf-inficled burden and thus loses

contraclual siending.

whal are the consacuences regirding the benefit tax which policy should try Lo
approximate? If avoidance is given siarding, deadwelghl loss s # Tegitimale parl of Le burden,
As helween laxpayers with equal incomes, tax liabltity should then vary inversely with desd-
welght loss and directly wilh the elasticly of labor suply. The provision of soclal goads should ke
carried Lo Lhe poinl where marginal benefil equals marginal cost, Incluctng that of deadweighl
lass. Bul If deadweight loss s seen to lack slanding, iLs sell-infiicled burden is no longar Lo ba
crediled when setling the svoider's tax liabillly, nor should |t ks allowed lor in setling the
approprlale levet of public services, The correcl fulcama s Implied in the Lirdshl anid

Seenua lson formulations, would then match that under |ump~sum taxalion.

Ad roled Defore, It skould not be surprising hal & Lockean solullon to social good
pricing can only be epproximaled. The basic difficuily does not arise from the mers facl of non-
rival consumplion. [T preferences were known, thel fealure could be readily incorperaled
inlo the Lockean syslem. Ralher, Lke difficully erises because prefersrces are nol krown and

musl be ascerlalned vis 8 polllical process.

Welfpre Maximlzslion andd Least Tolal Sacrilice

We naw lurn Lo Lhe ulllilarisn madet wilh [l quile differenl scenarlo. The

entillement claim s discarded &5 13 e prernlaa Lhat the shape of just dislribulion s prescribed

by nalural taw. Mankind is sel fres to srcange 3Es awn ordar, includieg The 2lxle of dial-sbullon,



and rational calculus 18 to give Lha correct selution. We begin wiih the classics veraiin s Lhes

role Ly mrandments.

Clazsical Warsion

A3 sleted in Lha opening sanlence of Benthamy Lrestiss on “The Principles of Morals
ard Legislation™
“Nature bas plaged man widsr the governance of gain and phassure. 1 13 5150 Mor them
alone Lo paint oul whal we cughl Lo do, 85 wall as Lo delermine whal we shall do.”
(Bentham, 1789, p. 1 ).
An acllon is Lo be approved or rejected, deptading en whelher i1 creates ulllily, |e, whether il
#ds Lo or sublracls from Heasee o sallsfactlpn. This holds lor governmental as well as (or
privale actlon, Mrom whilch Benlham draws his rathee beroic conclualon :
“The inlerast of Lhe communlily Lhen 1S what? =-- Lhe sum of Lhe interesld of Lhe
several memdars who tompese iL." (Bentham, 17689, 9. 3 )
An acllon which =srves bo masimiza this sum (s Lhasglora he eigh scilon. Incoms or weailh as
means to hagpiness are La be dislribuled w0 2s Lo maximize the aqqruqate.hu::pmu!s dertved
Yherelrom. Froceeding Mroen Lhis pramies, and assuming incomd meailabliz Tor disbribution to be
fixed, Benlham Yaler sdded Lhase proposillons:
(1) apersond happiness Inceesaes wilth his wealth,
{2) Lhe rich parices excess of happiness W pob 23 great as his excess of weallh;
(3} lhereforce, the mora squal the distribelion of weallh, the graater will tolal heppinass be.
{Bentham, 1802, p. 46 ).
Since {olsl happingss is Lo be masimized, an squal dislributicn of incoma (o callad for. Implicil

in €2 |8 Une essumedion of dectineg margiral weallh or inddme udility, an aasumalion which

has remained central Lo the ulililarian modal, Tha egalllarks solulion I8 Uren qualifled by
allowing for adverse effects of redisiribulion an Lhe level of Income. Unless the fruils of labor
can be enjoyed, 50 Benlham conlinued, Induslry will be dalroysd; and whers squalily mnd security
of properly come into conflicl, Lhe former musl yleld (Benlham, [802). Bemthems solhorily
may Lhus be claimed by egalilerians snd supply-aiders elike, depending on which part of Lhe

argumenl is chosen.

Benlham's cenlral concern was wilh Lha brosder problem of optimel ircome
distribulion, an oplimal negalive income tax or tax~lransfer scheme, and nol with the narrower
chjectlve of sllocaling Lhe cosl of puiilc services armang thelr bensliciaries. Application of
wellfare maximizatlon to Lhe finence 2f public service only followed later, and a5 an ad juec lo
zbiilly -lo-pay theories of {esalion. As an alternalive Lo Lra hanefit view, & loag lins of authars
from Bodm over Smith to Mill had argued Lhat lax conlribulions, a5 & matler of lairness should be
in \ine with fecully or ahilily-to—ay. Wilh ability viewsd as a fuaction of Income, people wilh
agual comes hould pay Lhe sacme while ot wilb highér incomes should pay more, Adam
Smith, calling for taxsion In progarlion Lo Lhe incoma received under Lhe proleclion of tha state
(Smith, 1787) may ba olaced In aither the Benefil or mhillly-lo~pay camp, bul frem Mill on the
#lsam |9 clearty seb for Lhe laller. ‘With focus on gacrillce incurred rather Yhan dncoma
surrendsred, Mill held thal U dirfsrentinl shoubd b2 sat 50 a5 to impeas an equal sbaohide Jeval of
sacrifice (J. 5. Mill, 1857 ), while Sidgwick (1907} celled {for & standard af equal propartionat
sacrifica. Wilh the e of margiead ulilily analysis in Lha 1880, equal marginal sacrilce was
added as g Lhird varienl. Emioraced by Edgeworth, it soon swepl the field (Edgeworlh, 1891}
Figow subsequanily sndorsed soul marginad sacrilice as the “uldimale principle of Lasalion, 13
viabilily givan U'rr.ecl!v im Inluilion” (Plgeu, 1927, p. 42.). Underlying this Intuillon, however,

was Lha role of ageal marging sacrifice 44 o key to leasl dxlal saoriflca god hence to welfare
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maxirmization. Theras 1hws occurred @ peredigm swilch from abllily ~lo-pay a5 lairress ruie Lo
walfars maximization as a dicluen of eliliLarian afficlercy . Based on the efficiency case for
diziributing income so as 10 maximize welfare, minimum aggregala sacrifice became Lhe rule for
distrituling ine Lax burden. The essential Link Delween the conlanl of Lhe public service budget

and Lha paliern of lax finanze was Lherchy broken.

Jusl as Bentham's ;rinciple of maximum aggregele happiness had called for equal
distribullon of @ fieed Incoma tolal, so did 'l now call for minimizing lolal sacrifice by lopping ofl
fixed dncormes from the Lop dawn until Lha necedsary revenye wes reachad. Bul foliowing
Bardham's example, Lhe egalilarien conclusien and ils case for grogresilve laxation was again
qualiTied by allowance for hwe detrimental slTecls of laxation. Viewed previously in lerms of a
declinirg income base, modern analysis reglaced income dechine wilh Lhe burden of deadweight
loss. Dagirming wilh Farshall, Ramzey swd Pigou, Lhis has now reached full bloam in the oplimal
Lax model (Diamced and Mirclees, 1971). Tax avgidance, as naled belore, gersrzies 3 deadweighl
loss which ihen becomes part of tha szgregals burden Lhat |s ta be minimized. Since the
magnitude of 1oss per dollar of revenue risas with Lha merginal rale of tax, the Teast sacrifice
rule no lcnger calis for maximum prograsslan. To minimize {he sggregale burden, a balance musl
naw be slruck belween (1) Aallening ratas £0 as lo reduce deadweignl |ras and 12} sleegaining
progression sg as la place Lha burden where marginal ulilily is lower. Conslderirg bolh, oplimal
progresalon slops Tar short of what hed been pravicusly Laken Lo te Lhe case { Mirrlees, 1971 ),
Allowance lor daadwelgnl inss thus danged the econemnics, not Lo mention the polilical ecenemy of

progresshe dxantion.

Glven Ui canlral role of deadwreighl loss in Lha ulilitarian midedel. we again Lurn Lo ilS

conlraclual slanding . We relurn lo Benlham's herpole progosilan What ralional fndivdduats In

_1|_

saekirg Lo maximize Lhelr own wellare, will also sgrae (o maxirmize aqgregade wellare, Why
should individuals wilh supsrier earnings capacily sgres Lo share their advanlage wilh Lhoga leds
favored? They may nd il in Lhair inlerest Lo enter inla agreemenla so as (o escape Lhe
insecurily of a Hobbesrsn jungle (Buchanan, 1976}, bul thal agresmmnl would hardly ba one
which maximizes aggraqale weilfars. The conflict dissppears T, as suggesled by Hume, IL is only
‘sympalhy” which ylelds trus salisfaclion {Hume, 1793} Tha mdividual Lhen maximizes his own
satisfaclion by adopting Benlham's rule. A similar Ubame pppesrs in the early wriling of Adam
Smith whose impartisl spectalor coimsals the sellish individual {0 seek Lhe spprobalicn of others
{Smith, 1759). Bul nsilher Hume nor Smith believed Lhls advice to carry decisive weight In
human conducl. What drives {he wealth of nalions is not Lhe observer’s counsel, bul sell-
inlerestad pursuit of riches (A. Smith, 1778). Wilh J. S. Bill, Lhe premise of moral conduct
swilches from observation of human psychatogy Lo postulalicn of an elhical pramize. The
wililarian is admonis®ed to act ™ as i” Humes hiypothasis was correct. “As between his own
happirass #nd Lhal of olrers”, so ha argued, “ulililarianlszm reguires him Lo be as slriclly
Imparkial a9 a disintare=isd and berevolenl speclator. In Lha polden rulé of Jesus of Nazareth we
read the compleds spiril of (he ethics af utllity™ { ML, 1BBY, p. 163} . Even Lhough individuals
may praler alharwise, they are reguired Lo walue Lhe salisTaclion of others &5 1T I} were their
awn. Benthamn's utilitarian sglulion Lhen Lurns out Lo resl en an ethic of exlreme allruism

(Rawls, 1974, p. 189}

This contradicls Lha dmege of uldlilarianism es seetieg one's pwn saliziaclion, bat Lhe
conflicl may be cushioned by moving to 8 conbracierian formutation. Individuals will be more
wiliing to surrendsr (helr advanlsge and Lo Mollow U chserwar's counsel. provided Lhey ars
given gusurancy Lhsl others will do so as well, They will Lhen ag-ee la jein in & ulllitarian

contracl to maxirnize aggragals salizfaciion. Thus cast In a condrsclarian mode, Lhe ulililarian
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msdel (though 3Ll anchored in Milly elhic of impartislily] 43 green B mors Lenabla fgundast lon

Havirg sccepted the goal of maximun aggregate welfars, Individuals will also
swizpor|be 10 ils more limited version of minimizing sgg-egate loss In collecling a given Lax bill.
Coraislan Lherawilh, (hey should sland resdy o be Lewed on what {hair dncome would be In Lhe
absence of lax, ardd raspord a5 10 Lhe lax wed iimposed In lumg-awm form. By Lreating the tax as
If imposed in lump-sues form, Lhar; will be no subslibution affect and henca no deadweight loss,
If , however, Laxpayars (ail to cemply and engage in mvoidarce, o deadweighl loss is Incurred; bal
Lhat Toss 15 based on a breach of conlract and once more lecks alanding. Avaidence neveribeless
OCurs End canncl ba I:ll‘u-'“#‘-"l!ld . Iiooema in the abgence of Lax Cennol Be idenliled In & cun-lax
selling. The resuiling deadweighl loss, hawever, need not be heroured and compenaaied for when
musigming Lax |leodlities, The desdweight loas Lerm in the wlility funclion may be disregarded
when arriving al Lhe rate scheduls. Thal schedule will be slespér Lhan called for by Lhe opdimad
taxaticn model. While mvoidercs 301l enters in dalermining the rewerve responsa, (he sfficlency
cost of deadweighl loss 15 viewed as o self-inflicled burden and i$ disregarded. While both
solullens ara inferior Lo lump-surm Laxation, Lhe guaslion is which s sscoeed and which Lhird
best? Tha cglirmal Lax moded is mere efflicient, bul thal is nol the enlire slory. Cisregard of
cuadweight [cem may be viewed as more inllne with Impartislily and Lhe spirit of the undertying

condracl. The leasl thal can ta said is 4hal Lhe cplimal taxatian moded (5 nol 85 oplimal as ils

Llorm suggesds.
Amendimeg s

L remaing Lo rote two laler smendments Lo Lhe Classical model and Lbelr bearing on Lhe

slanding ol deadwaighl tzus. Tha earlier Mormadalion carried W brnplicl L assigmalion of an

-3 -

abservabla & cardinat ubllily function, similar snd comparable scress individus) menbers of
U group. Cn Lhis basis. and glven Lie shaps of he funclion. sggregale weifars gains or losses
from transfer or wilkdeawsl of income wers apen to calculaticn.  Still underiying Plgaus rule of
squal marginal secrifice (Pigow, 1927), thase ezsumgdlons came Lo be guestionad and rajected
{Rabbins, 1939) bul were scon replaced by Lhe construcl of o subjectively-based social welfars
function (Bergson, 1938 Samusison, 1945 ), Each irdividual may construct his/her peracnal
wellare funclien, refiocting the ulility derived rom own incomne as well as from that of athers,
Lhereby permitiing allernalive slates of distribution to be ranisd &5 Lhe cbserver sees (heem. The
earlier ohjacilon np longer applied, but lo derive policy conclusions the subjective furcllons
must Lhen be combined inlo a representative gne. Based on a premdss of equal worlh, all views
are asslgned equal welghl, bul given the difficullies involved (Arrow, 19543, the outcome of fers
8 second-bast solulion only . Modern ulililartans, neveriradeay, slipulale snd roulinely apply
such functiors. Social weighls sre assigned Lo Lhe losses [inclisding deadweight tosses ) from
Laxation, and tha aggragele loss is mdnimized on thal basis. In line wilh ulililarian 4ntuition if
not social judgemant, Lhe funclion la shown Lo record dechining margins! accdal ulilily. Whereas
Uhe sardier utilitar lsn had thought to maximize wellare as based gn the chasrved capacily lo
eapsrlence satisfaction, mawlmizatio is now based on m soclally stpulated welfara Mmclion ard
the outcome depends on 1LS shape (Cooler mnd Helprman, 1974 ; Alkinson and Stiglitz, 1980 }.
Thaugh 8 major reformulalion, ihis does nol reverss oue earSier conclusions regarding Lhe
slandirg of dead welghl loss. Individuals, have agresd Lo the shape of Lhat function and to
minimize aggreqale loss based thereon. Tax avaldance Intarfe-is Lharewilh and remains of

quagliorable alanding.

A {urlher afapielion of the classical pproach dimvalved restademaent of Lhe

maximlzalion agreeménl as choice under uncerlainly  The sarller formulation fed mioed direclly
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from Mill's athical siriclure of imparliatily o ils censequanca for dislribulion.  Impartiat X,
who waluas 3 salisfaction 43 hilg owr, will 2gres 1o any rearrangemant which adds more to ¥'s
gosition than it delracts from Lhal of bis own. From lhus, agrasment Lo maximiza the aggregale
qein from redislritetion (or Lo miniicdze Lhe aqgregale turden of laxalion) wasg Laken Lo follow
direclly. Stlmuialed by its role in Lhe von Newmann-Morgenalern olilily function, mare racant
analysls reivlerpreded the impartislity principls as imvalving such a cholce.  Individuals ars
asked Lo chocse ameng alternativa patlerns of distribulion on a disinleresled basks, thal is withoul
knowing what their own position (n the sulceme will be. Placed in such a posilion, Lhey whll then
fingd 4L I Lhalr Interest o epl for @ soliflion which mausmices spyregale or, similar for a Mixed

prpulation, sverage welfare (Vickrey, 1945 ; Harsanyi, 1953, 1955).

Interpredalion of imparlislity a5 choice under uncertlainly soon galned wide
acCapiarda, nok only &4 an gilraclive woy of pubdng Lha caga. bl viewed a5 an essanlial part of
Lhe argumenl. " Meilher Lhe concepl of raticnal choice 2lone,” so it is argued, ™ nor a
comimilmant 42 fesmanilerian maralily can yield a useful ethical theory. Ralher, we nasd 2
combinalion of bolh™ (Harsanyi, 1982, p. 61). Perhaps so, bul 1he queslion IS why Lha ralional
parl of the argument musl invobve Lhe delour of Chiice under uncerlainty. 4F impartialily is
Inlerpreled Lo medn Lhal Irdividuals valve Lheir neighboury wellare as their own, a bil of
arithmatic shoualf sullice Lo rasson Lial aggregate wellacs (8 Lo be miasimized. This, te be sure,
inlarprels rallonadily as logical deduclion from (he premiss, ralber Lhan an sxerciss of sell-
intaresled preferanca; ang (o Lhal senss IL seems less “ulililaman™. But thal esercise ln gelf-
intarest only fallows an “unsellish® scceplanca of tha Imperliséty premise, posing thereby an
awkward Inconalslency in Lhe Lwo-ilep procedure. PhHosophers, alay, may have been caplured

Loo readily by Lhe sconomiad's delighl In woerlalnly analysis.

Once more, Lhis reformulation of the ulllitarian srguenent.  doas nal averlurn e
earlier conciusions regerding dhe sianding of deadwasghl loss. Tax avaldarca, underlaken [n Lhe
delansas ol anlitlement Lo pre-Lax earnings, is Inconsislent wilh a social contract Lo accepl choica

urder unrerlaiaty. Avaidance once more lnvalves non—empllance snd Iacks slending.
Rules of Fatrmess

Equal sacrifice rules, prior Lo their conversion intn marginal and Lhereby least lalal
sacrifice lerms, were meant lo offer rules of fairness |n t23lgring the lax burden. Depinning
wilh enlitlement (o pre-lax income, the Laking shauld be sgread in a Maie fashion. Equsl stsafule
sacrifica would refecl Lhe princice of egual worlh, equal proporlional sacrifice would viaw
fafmnens as calling for ratallve sositions Lo be left unchanged. and so forlh. Varlous mesninghal
rules may be posed, but whal mailers fieca s thal lax avoldance once mure inlarferss wilh their
corracl imglsmuniadion, 4.8, apgdication as measured rom the laapayer's pasition In shzence of

Lax. Ths slanding of deadweight loss = agaim lafL In queslion.

It remains to note Rawl's principle of maximin as & quilds 1o lair laxatisn {Rawls,
197¢). Simitar to Lhe utililarian medel, enlitlemenl |5 discarded. dndividusls place themsalves In
sn erlginal posilion, whers they agree \o be deprived of morally relevant information Tegqarding
their own andowments 3 They will Lhen adopt twa taalc principles of Justice, i.e. (1) each
Indiviceal has #n aqual righl Lo Hberly compatitle with & similar right lor others, ard (2)
social and economic ireguality is Lo be subject Lo Lhe condition of saciring {a) (he greatast
eupecead benefil of Lhe least advanlsged and (b) a fair equatily of oppartunity. These Lwo
principles are Lsten Lo Mollow from the pramdsa of equal righls 85 defined by Lhe origlned posilion.

In comibiration, they provide more sssurancs of lndividl righis than does the utliitarian rule of
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manimizing aggregate welfare. They Uwed fomenand acCeplance in the original pasilicn whereas

Lhe udililarian principle Laken by ilsell weuld not.

As in Lhe meo—ulililarian formulaleon, e arguimesl again cenlers on ridicnal choice
weder ancarizinky, made from bishing 2 veil of lanorance in the original positien. Probspbilily
anain enlers s an ingvilabla consequence of \he cantracl doctrine in lerms of rational chaice,
{(Rawls, 1971, p.172) and cur Edr]l;l‘ reservaddons agaln apply. Maximin mighl be recanciled
with e utiliLerian approach by substilutlng sggregate wellare masdmizallon for condillon Za
{Rawls, 1974). This, however, implies Lha unseslisiic assumplion that cholce wedsr uncertainly
will in fazl yield 2 maximin galullon, Inereby reguiring a premise of exlreme risk averilon,
i.6. an infirilely high marginal ulilily of wnoome at Lhe botlom of the scale (Arrow, 1970).
Fearful of ending up in thal posilion, Indrvidcals will Lhan sgres Lo Lhe maximin rule. This
rationale bresks down if & subsislence Inceme |5 1aken oz 333ured and Concérn 15 with Lhe stals of
dslribulies above Lhad level  Chooce pnder uncartainty will then teave Inequalily al & higher

level Lhan under masimin,

A belter cass lor maximn may well be arrived al by replecing te underlying slhic
of impartiality wilh one of dishike of supariarily. Bul lel us follow Rawls own formulallon, and
consider how avoldance ard ¢eadweighl loss Tare under b3 maximin rule. 1L is evident Lo begin
wilh that Lhe rule becomes inleresting only once sarnings are vartable, i e. Laxpayers ergage in
svoldance.  €iven fiwed indomes, an egalifar ian selution woddd fellew. Avoidance and Lhe
consegquenca of deadwalgil Toas &re Lhws Inherent in the maximin proposilion. Bul es=uming its
inharant assunplion of exlrame risk aversion, such deadwsiohnl losses as resuvll al Lhe Lop will
Ee swarmied by the infinilely high utilily gain al the bollom. Marginet Lax rates will thys be
raised Lo the painl ef declining revenue, no maltar how Jerge Lhe Nnile «3lus of deadweigrl loss

which % incurred in the proc H.s.“

Bul tax #eidance, asnoted before, hardly fits the terms of the origins] pisltion.
Having sqreed to replace enlillamanl wilh impartial chaice, conlracless skoold nol then

Inlerfere with {13 implemanlallon via avoidance. Haximin |5 ilsell & secend besl concept, only.

Conclysian

The preceding discusslon has applled Lhe loglc of alternativa social conlracts la the
design of an oplimal Lax syslem, Not sumprisingly, we found the optimal arrangemanl to differ
‘wilh Lhe nalure of the imsarlying conlracl; but In sach case, allowance for deadwelghl loss proved
of questionatie slanding . Lest Lhis cenclusion eppear Loo slrong, some quafifications may te
added.

1. Guesdionirg the sltanding of deadweighl loss in seeking the besl available selullon doss not
render ILs afTiciency cosl irrelevant. Deadweighl lamses which resull frem markel
imperfections in the conducl of private transaclions ara bolh costly and inequilabla.
Deadwelghl 1nsses due 1o lax aveldance diifar becauss Lha laspayer Lhereby negades adharence
to previously agreed upon lerms. Al Lhe same Lime, lhere is no virlue or efficiency gain in
imposing tax penellies. Where two Lax bases do equally wall in approximating the contraclusl

goal, Lhat wilh the smaller deadvesighl Joss shculd be chosan. S

2. Subsequenl disallowsnce of ihe remalng 1055, moremar, need nol be Lola. As previously

noted, the solutlen may seek a compromise between Lhe scontmist’s concepl of gffickency and
what is conslcered |usl under Lhe social conlract, Lhereby granling partial allowanca for

deddwaighl loss.. An analagy is fzun in Lhe application of Paratisn sconomics Lo lecal rules.

A Lhefl which imposes no properly cammmjs, #3 Lhe Paretian might hold, is costless end hance

Jusias ne proseculion cosl. As Paralo would have buen quick to note, dhis overlosks Lhs

facl thal acoremic efTiciency is rol all Lhers 5 to juslice, and Lhal righls granted by Lhe
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socal conlract are a soclal goed which deserve proteclion al a cost ( Lewin and Trumbull,
1991). By way of compromise, e spoaopsiale MNne might be sel Mgher if the property Is

darrimged .

3. While it has Been of inleresl 1o view Lhe tax irglicatlons of sltarnalies conlracts, sociely

need nol make an exclusive chaice ameny them, There Is no inconsislency in comiining
ulllilarian concerra for radisleibulion 5o as to assure fminimim Tevels of income, with
adharerda Lo entitlemenl over Ehe remaicdzr of lhe range. Given such a satting,
conglderations of entitlemenl may erker inlo setling tax rates, 1o combire with those deawn
fresn am ulllitarizn or Aswlsian pramise.

The Locksan premise af enlillement, as we nated [n the initial section, excludes redislrizulicn
ard calls for taxation to be modeled on Ui banefit patlern. Bul benelit Laxation remalss an
imporlanl garl of Lhe problem s il Lockesn redistribulion vy disallowed and a utilitarian
or Rawlsian agproach is foflowed. Heving estabdished Lha approprisle 2lale of distribation,
Lhy provision for social geods still calls Mor finance by benelit baxation, nol enly lo secure
just pricing bt also to indace preference rovelatlon. A bridgs belween Lhese two spheres
was provided Mrst by Wickastls proposilion thal benelil taxatisn to be jusi musl ba
matched by a jusd stale of dislribulion, 8 s2quence which alse undertles my distinctian
(FusSiprave, 155R) balween Lhe goalylics of the aliocation and dislribution branches of Lke
fi2cad sy slam, 6 Wwhile Lhis distincisen has been accepled widely as a way of dividing up the
problem, il was desigrad primarily lo seperale bwo anelytical issues. This Insighl s lnsl

In the <lassica) tradilion From Ml Lo gplimal Llaxaticn, wihere Lanalion is viewed

a5 a saparale |ssus. Linkage 1o Lhe expendilure dide of Uhe budgat follows anly in the context
of general walfare masimizaiion | where prefearences lor social goody are baken as given. The
rola of Laxallom in Securing prafererce revelslion and sguilable charging fiw social goods Is

Lhereby diaregarded
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Factnoles

Wilh focus on deadwaighl 10ss we here pass over other delects in the fiscal process dys to
Imperfections In Lhe voling process and self-serving inlerference by “burssucrals” and -
politicians™ (Buchanen end Tullack, I962; Buchanan, 1975 ; R . A, Musgrave, 1981), as wall
es the use of otherwise Imperfect Laszilon na & correclive force ( Erennan end Buchanan,
1980},

Exclusion is impraclicahle [or benefils such ss sgfueity pravided by national defense or
improved air quality provided by anvironmenlal massursi, Exclusion by toll is feasible
regarding the benafils of highwey Lrmoel or Drosdoasi Fecegplion; bul unless there is crowding
an efficiency cost of underutilizalion resulls. Bafars resiriction is sppliad, thel cosl fas Lo
b measurad sgainst the gain of praferance revelalion.

Tha construcl of chelca under uncerlainly 85 seen by both Harsanyt and Rawls lmgplies Ll
Individuais, in line with tha elhics of impartialily, disregard ralevenl information ragarding
Lhetr own prospacts, and Lhen chaodn snorg allernalive dislritillors frem beahlnd a veil of
Ignorance (Dworkin, 1973). This di{Ters from ba-gaining In & Hobhaale conlexl where
proapagls, wilthout volunlary surrender of {nformation, may In Fact be uncesiain

(Buchanan, 1976 ).

This corclusion, of course, dees not hald If maxfmin I= apolied Lo slfnceting limited Lax
lakililies over a range of Mnils woome ulllilles (Alkinson end Sriglilz, 1980, p. 421),

bul in thal case U [s difffcull Lo see why Uh# maximin rizie weuld be chosen in the contest of
an yncarialnly model.

Allernative tax sources, g3 slressed In the optimal dax literature bul darsgeded here,
Includs selaclive Ccomemodily as well a3 ncoms bases.

This seperation becormas blurred whare disbritidion (s viewed in In-Xind Lerma snd socied

350405 are proddedd In Lhek conlmel
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