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Abstract

The paper formulates a normative theory of taxation that incorporates both economic structure and
political institutions as essential elements. Such a theory has interesting parallels to optimal taxation,
including large information requirements. We discuss solutions to the information problem in a
competitive political economy. The answer appears to lie in a decentralized information gathering
and policy process rather than in the development of simplified guidelines for central planners. The
paper proposes a framework to examine the effects of decentralized decision making, imperfect
political competition and political institutions on tax policy outcomes.



1. Introduction

Optimal taxation (OT) has been the most influential theoretical analysis of taxation in the past
two decades. Developed as an extension of welfare economics, OT is normative in character and
attempts to design tax systems or policies to be implemented by a planner having no political or
economic agenda of his own. Optimal tax plans reflect the two concerns most widely emphasized in
normative analysis, efficiency and distribution. Most commonly, they are designed to collect a fixed
amount of revenue in a manner that keeps welfare losses to a minimum, while at the same time
achieving the distributional goals expressed in a given welfare function.

Although the OT literature contains a rich variety of theoretical results, it has had a limited
impact on the design of actual tax policies. Those concerned with the reform of particular tax
systems raise two fundamental criticisms. The first concerns the informational requirements of OT
policies. Since optimal tax plans take account of the general equilibrium structure of the economy,
they tend to be highly complicated and complex. Implementation of optimal commodity taxation, for
example, would require very extensive information on economic margins and elasticities. In practice,
such knowledge can be acquired only at very high cost. The problem is particularly acute in
developing countries, where the necessary information systems are largely absent, but it also exists
in more developed nations, where planners face a bewildering array of different goods and market

conditions.

Suggestions in the OT literature for dealing with the information problem center around rules
of thumb, or simplified guidelines such as tax neutrality. As one writer concerned with the fiscal
experience of developing countries has put it:

While not nearly as intellectually satisfying a guide to tax policy as "optimal taxation,"

neutral taxation is to be preferred as a benchmark until such time as analysts are able to

identify optimal departures from neutrality in real world policy settings, and until such time

as administrative capacities are equal to the task of operating necessarily complicated optimal
tax structures. In both developed and developing countries that time will not likely arrive



before the twenty-first century.'

A second line of criticism directed at OT theory focuses on the decision-making process.
Since tax systems or policies must be adopted in a political setting, one may question whether
normative analysis can abstract from the collective choice process that underlies the determination
of goals and the adoption and implementation of policy. While writers on OT at times acknowledge
the existence of political constraints that may prevent adoption of suggested tax policies or force
alterations in their design, they have not as yet dealt with collective choice as an integral part of their
framework.’

In the present paper, we pursue two related aims. We first draw attention to recent
developments in the theory of probabilistic voting, making it possible to formulate a normative theory
of taxation that incorporates collective choice as an essential element. Such a theory has many
interesting parallels to optimal taxation, including large information requirements. We then focus on
possible solutions to the information problem in this different setting. The answer appears to lie in
a decentralized information gathering and policy process rather than in the development of simplified
guidelines for improving the decisions of central planners. The paper proposes a framework to
examine the effects of decentralized decision making, imperfect political competition and political

institutions on tax policy outcomes.

2. From OT to ORT

Recent developments in the literature on probabilistic voting models provide a basis for
incorporating collective choice into a normative tax theory that may be called optimal representative
taxation (ORT).” Let us consider the nature of equilibrium policy outcomes in an ideal

representative democracy where' political competition is perfect. By a perfectly competitive
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democratic state we mean one in which free entry into the competition for office forces political
parties to continually maximize expected votes.® Assume the electorate is divided into H interest
groups of n, identical voters. Let the probability of voting for the incumbent party (i) by a
representative member of group h be a function of the utility differential that results from policy

platforms, including the fiscal system, offered by the incumbent and the opposition (0):

Py =S = V)
where v, refers to an indirect utility function of the representative individual in group h. The

expected vote for the incumbent party, that is for the government, is then

- EV, =Y n ~f0 - V). (D)

The choice of fiscal policies is constrained by a government budget restraint

R(.G) = G. | N )
wﬁ%ere t is a vector of J tax rates and G is the level of a single public good. It is assumed that the
general equilibrium structure of the econmﬁy'is implicitly incorpofated through this budget restraint
and {ria the indirect utility functions.‘ | |

~ . An optimal platform for the incumbent government requires that t and G be adjusted until
the expected vote function (1) is maximized subject to (2). The first order conditions for the choice -
of tax instrument t, is of the form:
Y nh%% - xg_i -0, k<1,2,..7, 3)
where A is the Lagrange muitiplier associaté& with the budget restraint and. 7 is the number-of tax
rates. An analogous condition describes the optimal choice of the level of the publié géod.

Under appropriate conditions concerning the density functions in (1), and assuming Nash
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behaviour by political parties in their choice of platforms, equilibrium in the two party zero-sum
electoral game will exist and is unique (see for example Coughlin 1992, Mueller 1989 chp.11).
Existence depends on the continuify of the expected vote functions (1), a continuity which stems from
the probabilistic nature bf voting behaviour. Uniqueness of equilibrium policy platforms is assured
if the expected vote functions are strictly concave in the policy instruments t and G.

An important feature of the equilibrium described above is that it is consistent with the
attainment of Pareto-efficiency. To see that this is so, it suffices to consider the nature of the fiscal

system that solves the following problem:

max S = Bh A
(.G} 2,0 (4)

subject to (2)

where 6, = n,- df1dv, » which can be thought of as the weight implicitly assigned to group h by the

political system, takes on the value it attains in the Nash equilibrium. If we can show that the fiscal
system that solves (4) is identical to the fiscal system that solves the first order conditions (3), then
we will have shown that the choice of policies that maximizes a weighted sum of voter utilities also
maximizes expected votes in a competitive political system, and hence that the politically optimal
fiscal system is consistent with Pareto-efficiency in the allocation of resources.’

In f_act, the first order conditions for a solution to (4) are identical to those in (3)'.' Unless the
“political support" function S in (4) is maximized, it ‘is possible for a party to increase its expected
vote by making some voters better off without making any othérs worse off. Competition in the
struggle for office will ensure that no such opportunities remain in equilibriu}m. Thus it is clear that,
under the _ conditions outlined above, if an equilibrium policy platform exists: (i) it can be

characterized by solving the problem in (4), and (i) the tax system that is part of the equilibrium



policy platform will be consistent with efficiency in the social allocation of resources.

Even though the support function in (4) is a weighted sum of utilities, it should not be
thought of as a social welfare function that is being maximized by a social planner or tax theorist.
The solution to the synthetic optimization problem in (4) represents a useful way of characterizing
the equilibrium choice of policies in a perfectly competitive political system. ORT is concerned with
the relationship between political institutions and the normative character of tax policies in a political
equilibrium. A similar concern also lies behind the first theorem of welfare economics, which relates
market structure to the Pareto efficiency of equilibrium. ORT thus involves a type of investigation
quite different from OT, which focuses on the choice of policies by a central planner that are

compatible with an exogenously specified norm.

3. ORT and the Information Problem
To develop a comprehensive blueprint of the tax system, an OT planner needs knowledge of
the social welfare, function, as well as data on preferences, endowments and technology for all
participants and sectors in the economy. If we restrict the analysis to commodity taxation, the
primary need is for information on demand functions and commodity characteristics. Stern has
recently discussed the conceptual problems involved in the generation of such data:
The derivation of the appropriate set of commodity taxes requires information concerning
patterns of complements and substitutes that is very difficult to extract from the data. Our
attempts to extract it will require specifications of functional forms, which, as we saw, may
have a profound effect on the recommendations. As Deaton ... observes: 'In consequence,
it is likely that empirically calculated tax rates, based on econometric estimates of
parameters, will be determined in structure, not by the measurements actually made, but by
arbitrary, untested (and even unconscious) hypotheses chosen by the econometrician for
practical convenience' (1987, 51).

One should recognize that similar difficulties would also arise in an ORT context, if someone were

instructed to calculate tax rates that maximize expected political support. As in OT, a planning
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solution to the ORT problem would require information on preferences, endowments and technology,
or on appropriate proxies for these characteristics of economic structure. |

There is a major difference in information requirements between the tho approaches,
however, which can be seen by comparing the first order conditions (3) with thoseé for a standard
OT problem of choosing t and G to maximize a social welfare function V(t,G) = V{ v,(t,G),
v,(t,G),..., vy(t,G) } subject to the goﬁernment budget restraint (2). For any tax instrument t,, the

solution to the OT problem requires that:
av
> W R0 k=120 6
hov, or, or, _
Thus while an OT planner needs instructions concerning the marginal social worth of each

individual, aVIdv,. a full solution to the problem of maximizing political support requires knowledge

of how changes in the welfare of members of various interest groups, caused by the adjustment of
tax rates, affect the probability of voting. In (3) and (4) these factors are represented by the terms
6,. ORT therefore assumes that political parties can solve problems which have exterisive information
redﬁiferﬁems of a political nature that play no pan in OT analysis and ﬂqat'w'é'uld further increase
the costs of reaching a centralized .solution to the information problem.

The feasibility of planning in the face of large information requirements is a classic question
in the history of economics. The context in which the traditional debate was carried oﬁf concerned
the choice between centralized planning and the use of markets. Among the most influential ideas
in the debate were those advancedrby Hayek (1945), who argued 'étréngly that only decentraiized '
markets could solve the immense task of processing the iriformation necessary fb reach efficient
gconomic outcomes.

The historical debate points in a rather different direction from the OT literature, where



simplified central planning rules have been proposed as primary solutions to the information
problem.’ It suggests that a more effective approach may be to decentralize policy making into
separate, semi-independent areas within a hierarchical policy making structure, while at the same
time creating an institutional framework within government that mobilizes special interests to provide
valuable information as part of their attempts to influence policy outcomes. (One may note that the
most commonly used OT formulation subsumes a segmentation or decentralization of policy by
separating taxation from expenditures, although authors to not generally justify this assumption by
making reference to the information question.)

The study of policy making in modern societies indicates that decentralization of policy areas
is a common feature of democratic government. While the apparent lack of coordination that may
result is often decried by economic analysts, this lack may well represent part of a rational response
to information problems associated with complex policy choices.

Decentralization is a well-known aspect of budgetary policy in many countries. In the United
States and Canada, for example, decisions on taxation and expenditures are taken separately at the
political level, and implemented by separate administrative bodies, while special procedures, such
as annual budget resolutions or cabinet directives, are used to maintain broad overall coordination.
As far as taxation is concerned, further segmentation of policy making and administrative
organization tends to occur in accordance with particular fiscal instruments or major tax bases. To
fully understand the nature of ORT, it is necessary to define and examine the losses and gains
associated with such segmentation, and to relate them to the provision and processing of economic

and political information necessary for effective policy.



4. Decentralization, Information and Co-ordination.

A major purpose behind decentralization of decision making is to economize on information
collection and processing costs and to permit specialization in the knowledge required for the choice
of particular tax instruments.” Decentralization for this purpose also leads to the problem of co-
ordinating decision makers. In this section we consider decentralization as a method of coping with
the planning problem outlined in (3) or (4) and investigate the associated co-ordination problem. We
proceed by defining two polar tax systems: one chosen in a world where information is costless -
equivalent to a complete solution of the planning problem - and a tax system where co-ordination
among decision makers is so costly that no co-ordination among them is attempted, and we argue
that the standard of reference lies between these solutions.

Our discussion of tax policy making and equilibrium tax systems does not allow for the
principal-agent problems that often arise when the policy process disperses decision making power.
We assume that all decision makers have the same basic objective in mind, and leave the study of
the interaction between decentralization of tax policy making and principal-agent problems for future
research..

We begin with three simplifications of the model of equilibrium policy choices in (4). First,
given the lack of knowledge concerning the influence of public expenditures on individual
preferences and on the magnitude of private taxable activities, it seems reasonable to suppose at the
outset that the level of G cannot be chosen so as to influence the level of taxable, activities. We
therefore assume that tax bases, however defined, are independent of the level of public services G.
Second, we assume that it is possible to distinguish between short-run, mainly distributional, impacts
of changes in tax policy from longer run effects that involve substantial induced changes in private

behavior. Together these two simplifying assumptions suggest that the support function S in (4) can



be written as:

S =SB0, G) ©)
where t = (t;, t5,..., t;) is a vector of tax rates and B‘ = B{B,(t), By(1),..., B(t;)} is a vector of the
corresponding tax bases, and where the possibility that each tax rate may affect a large number of
tax bases is explicitly écknowledged.s-Third, we assume for purposes éf the following discussion
that the deﬁnition,lthough not the level, of egch tax base is exogenous.®

We shall introduce the problem of co-ordinating tax policy into our framework by thinking
of each tax base as being under the control of a separate group of decision makers who can
detérmine the tax rate levied on that base. The problem of coordinating decision makers so that the
ger‘geral equilibrium effects of separate choices concerning tax rétes 'are takeﬁ int§ abcount will be
of ;;entral concern in what follows.

In view of the simplifying assumptions just introduced, the planning problem in (4) cah be

restated as:

max  §(7, B®), G) - M
i, G}

subject to
Y, B0 =G. ®)

The first order condition for instrument t, is: |

38 oS 9B
a_g,l“’,.f a_Bk'?: +C} =X =X {B(l+¢)+D} ®)

1

where
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S 0B,
= 2 10
Ef"”‘ 0B, ot,’ (10

3

' 3B,
D = Ej#k et ‘ (11)

ar,
and- where A is the Lagrange multiplier associated with the government budget restraint,

€, = 0B,J0t, + 1./b, is the elasticity of base B, with respect to tax rate t,, and A, represents the gain

in support from raising rate t, and spending the resulting revenue on public services. An aﬁalogbus
condition holds for the other tax rates and for the level of public services. The terms included in D
in (11) reflect interdependencies in the choice of rate t, and rates on other bases that occur because
bases are linked. The cross-effects summarized by C in (10) reflect the consequences for political
support of interdependencies between bases. Both C and D will be smaller in the short-run than over
tonger horizons because tax elasticities tend to grow with time.

For later use, we shall assume that all the terms on the Iéft side of (9) are negative. The
intuition'here is that an increase in the kth rate will cause a loss ir'l‘supp‘o'rt for three reasons: (i) the
imipact éffect on support of a small increase in the kth rate, the first term on the left side of ©), will
be negative; (ii) there will be a further loss of support because of the direct, negative effect of the
kth rate on the size of the kth base, hence the second term on the left side of ’(9) is also assumed to
be negative; and (iii) the cross effects of t, on other bases B; will, on balﬁnce, lead to yet further
losses in support, represented by C < 0. We shall also assume that each of these three terms is
decreasing (élgebfaically) with t,.

We shall ‘also assume that all of the termis on the right side of (9)‘are positive: (i) as usual -
we assume that increasing the level of public services generates additional support, hence A > (;

(ii) it is reasonable to expect that as the kth rate increases, revenue from the kth base does as well
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so that B,(1 + &) > 0; and (iii) we assume that on balance the substitutions away from the kth
taxable activity as t, increases lead to additional revenues, represented by D > 0. Again we shall
also assume that these three terms are declining with the kth rate.

A full solution to the set of first order conditions of which (9) is a part is equivalent to a full
solution to the problem in (4). Such a solution is feasible only if information and co-ordination costs,
especially those that arise in connection with the interaction terms C and D, are negligible. Such a
solution is represented in Figure 1 by ¢

[Figure 1 here]

In the figure, which is a partial equilibrium representation of the solution to the complete se; of first
ordgr equations, the line MS graphs the_ change in the left éidc of the first order condition (9) as the
kth rate changes. The left side of (9) represents the known or perceived loss in support from raising
the kth rate, and in the figure this loss is shown as increasing (in absolute value) with ¢ in
ac_cprdance‘ with the assumptions made above. The n;,hange in the fight side of (9) as t, changes is
represented by the line lab.elIe,d M. The right side of (9) shows the perceived increase in support from
spending the extra revenue that results from a small increase in t,. In the figure, and also in
accordance with the assumptions made above, this increase in support is assumed to be declining
with t,. Note that in the case where information is costless, the perceived curves also represent actual
losses and gains in support.’

At the other extreme to a world of costless information is a choice for t, that reflects
completely uncoordinated decentralization of decision making; that is, a situation where each
instrument is assigned to a separate group of decision makers with the additional instruction that no
co-ordination between decision makers to take the interaction terms in (9) into account is to be

attempted. This is a world where the government perceives that the costs of acquiring information
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about C and D are prohibitive, or where it perceives that co-ordination costs are so high that using
any information about C and D does not increase net support. In that case, t, is set according to (9)
after setting C and D té zero. Each decision maker thus takes into account only the distributional ahd
incentive effects associated with his or her own instrument and ignores the implicatiohs for support
that follows from the effects of his decision on the tax bases assigned to other decision makers. Since
information about the C and D terms is lacking or not used, the resulting tax rate is shown in Figure
1byt,, where the line MS’, representing the left side of (9) with C set equal to zero, intersects the
line A, which represents the right side of (9) with D equal to zero.

It can be seen from Figure 1 that complete decentralization leads to a net loss of support
equal to the triangle abc.'® This net loss can be decomposed into the difference between the loss
in support from raising the kth rate from t,” to t, equal to area t,"abt,’, and a gain from spending the
extra revenue, area i, act, . Note that even though t, is chosen assuming D = 0, the full increase in
support from using the revenue generated still occurs.

Neither t,” nor t,’ is politically or economically efficient. The first solution presupposes that
information is costless while the second would be optimal .only if there are no benefits to information- -
acquisition or co-ordination across decision makers. The best feasible solution involves trading off
the gains in support form using better information with the political costs of doing so. These costs
include the loss in support that occurs because resources are diverted to information and coordination
activities away from the provision of public goods. The politicaily optimal rate on base k thus lies
somewhere between the two rates shown in Figure 1. The replication of the optimal political program
by the problem in (4) suggests that this intermediate rate.will be Pareto-efficient,

Further characterization of the tax system corresponding to this rate remains to be

accomplished. One way of proceeding may be to recast the analysis as a statistical decision problem
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and to assume that policy makers determine the optimal rate by using resources to reduce the error
associated with estimation of the C and D terms. In this context, it may also be possible to specify
restrictions on C and D that are implied by the structure of the model and that decision makers can
exploit in making their choices.

While such extensions appear promising, they have implications that go beyond the purpose
of this paper. Formal introduction of uncertainty in one part of the model calls for a reformulation
of the remaining parts of the theoretical framework. Voters, for example, may have imperfect
information on the impact of government policies, while politicians must guess the extent of voter
knowledge when choosing particular policies. The model of expected vote maximization, as reflected
in (4), does not take account of the effects of such uncertainty and would have to be expanded to

serve as a basis for a broader analysis of this nature."

5. Political Market Failure and the Policy Process

Normative analysis has two aspects; the search for optimal outcomes and the analysis of
market failure. While we have concentrated so far on the first aspect, we also want to suggest how
the analysis can be related to the second type of investigation.

The demonstration in (4) that the equilibrium is efficient depends on the existence of political
competition. It is essential to ask what happens to policy choices when political competition is weak
and political markets "fail". The challenge to the researcher is to find a link between .the functioning
of political markets and the operation of particular policy processes and to illustrate the nature of the
inefficiency that arises.

While imperfect or weak political competition must ultimately refer to a lack of free entry

into the political marketplace, modelling the consequences of this lack ofentry is not straightforward.
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One possible consequence is that the government may not be under sufficient pressure to resist the
demands of certain interest groups, and may give in to their demands without taking into account the
broader social implications of doiﬁg so. Such a case has recently been characterized by Rodrik (1992)
as subordinate government,

To investigate such a situation in the present framework, assume there are just two tax bases,
domestic production B; and imports B,, and assume that the incumbent party is partly subordinate
to the interests of domestic producers who seek protection against foreign competition but who are
not stfong enough to dictate actual tariff and other tax rates. Foilowing Rodrik, we model this type
of government as one that acts as a Stackelberg follower of domestic producers who (as a group) are
the. leader in the policy process that results in the setting of tax rates. This is the exact opposite of
the situation in problem (4) where tax policy is set by the government after taking the effeclts of
taxation on private behavior fully into account.

By a Stackelberg follower of domestic producers, we mean that the governmeht sets tax rates
while taking the behavior of domestic producers, as represented by B;*, as given where

B = argglza_x VAB.1(B).1(B), G(Bj.)_) (12)

J

is the level of activity chosen by domestic producers taking into account the reaction of the
government to their ‘demands’. '

In order to compare results with .those given previously, we continue to assume that the
government seeks to maximize expected support, so that the problem for the government now is:

max S

{r,G} i> T By By, G) ) 13
G :

subject to
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(14a)

1B, + 1,8, = G. (140)

Since (13) is subject to the additional constraint (14a), the maximum value of S cannot attain that of

the support function‘in problem (4).

The first order condition for tax rate t, is:

oB
A BT oy e e (80D (15)
k k £
where (14a) implies that
cr =99 (16)
0B, ar,
D' =1t- .a_B_f = (17)
or,
- The- first order condition for rate t; is:
-{g‘; +C7 Y =N =\-{B +D") (18)
where
v 05 9B (19)
, 0B, ar,
S - 9B
DV =y . __* _ ‘ 20
A | (20)

Since equations (15), (16) and (17) imply that the interaction effects C' and D' will be

ignored in the setting of t,, we have the same solution as that represented by t,” in Figure 1. In our
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framework, therefore, subordinate governments will choose tax rates on activity not controlled by
powerful interests as if the costs of information and co-ordination in the setting of these rates are
prohibitive. Alternatively, we can say that these rates will be set as if complete decentralization was
the most desirable policy process.

From (18) it can be seen that a subordinate government will set the rate on the protected
domestic market tj at a level that does not take into account the direct incentive effects of taxation
(including the effect of tj on Bj). Thus a subordinate government chooses an inefficient policy both
because it ignores incentive effects concerning the activity of special interests, the conclusion reached
by Rodrik, and because it relies on decentralized decision making to an extent not justified on the
basis of information and co-ordination costs.

While more detailed research is needed on the factors that determine political competition,
and on their effects on the policy process, the analysis suggest a direction for future work. There is
a parallel between the more traditional study of economic markets and the examination of political
processes in ORT. In both cases, identification of market failure can serve as a first step in the

development of policy recommendations leading to greater efficiency.

6. Tax Policy in Congressional and Parliamentary Political Systems

The formal political model of probabilistic voting is based on a very general description of
political competition. In reality, such competition takes place under additional restrictions imposed
by specific constitutional arrangements. We use our framework to show that such restrictions matter
for equilibrium outcomes and to comment briefly on how they may be evaluated normatively. As a
way of simplifying the complex issues, we proceed by comparing tax policy making under two

different and well-known constitutional arrangements; the congressional system ofthe United States
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and the parliamentary system of Canada.”

The tax policy process in the congressional system, as described for example by Breton
(1991) and Pechman (1987, chp.3), directly involves members of the executive and legislators from
both the House and Senate in lengthy negotiations on tax proposals. The negotiations required to
fashion the necessary compromises often centre on the work of standing tax committees in both
branches of Congress that have the power to initiate and to block tax legislation. The possibility of
exerting meaningful influence at several points in the process, such as in the tax writing committees,
draws representations by lobbyists on behalf of various interest groups. The large number of
legislators and interest groups involved and the intensity of the resulting negotiations makes the
process of passing tax legislation "a gruelling experience, demanding physical stamina as well as
analytical and political acumen" (Pechman, p. 62).

The policy process in the Canadian parliamentary system, described by Breton (1991) and
Hartle (1982), differs radically from that in the United States. Its most important phase occurs within
the federal-bureaucracy, especially the Department of Finance, and is usually conducted in secret.”
Ministers heading other departments, and even the Prime Minister, normally exercise only minor'
influence. The secrecy of the tax policy process, together with the fact that most tax legislation is
fashioned behind the closed doors of a non-partisan bureau, makes it difficult for ordinary members
of parliament and representatives of interest groups to have a direct impact on tax legislation.
Influence may, of course, be exerted indirectly in the course of political debate. But on the whole,
the tax policy process in the Canadian system is less responsive to representations by legislators and
lobbyists than its counterpart in the congressional system.

While the representation of special interests is more muted and indirect in the parliamentary

system, control over the revenue implications is much more direct; The doctrines of cabinetsolidarity
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and budget secrecy, as well as the strong support by the Prime Minister for the Minister of Finance
give the lafter substantial control over the expenditure and tax policy processes. All tax policy
proposals must pass through his hands or the hands of his senior officials. He can ask for changes
in the proposals put forward by specific branches of his department if the aggregate revenue
implications of proposed legislation are inconsistent with overall expenditure targets. Most
importantly, he can ask for changes in particular aspects of the tax code without rejecting the whole
package of reforms, so that the cost of co-ordinating amendments to proposals is substantially lower.
The U.S. President can also reject specific proposals, but only by vetoing the entire package. As
Breton (1991, 34) points out, such a veto is a crude instrument compared to the power exercised by
the Minister of Finance, and can be used only sparingly because it may create difficulties in the
future when the support of members of Congress is required on other matters.

To translate the effects of differences in policy processes into our framework, it is useful to
first define an optimal rate in the presence of costly information and positive coordination costs,
when no specific constitutional structure exists. This rate, shown as t, in Figure 2, occurs where MS,
intersects A,. It is analogous to the optimal rate lying between t,” and t, in Figure 1. In establishing
the optimal rate, the interaction terms C and D in (9) are taken into account subject to the crosts and
benefits of acqﬁiring information and coordinating decision makers. Both political systems create
conditions that lead to departures from this rate.

[Figure 2 here] -

The preceding sketch suggests that the cost of co-ordination involved in realizing the full
revenue implications of any tax system are lower in the parliamentary than in the congressional
system, since any part of a tax proposal can be easily altered by the Minister of Finance, while in

-the congressional system such an alteration is subject to extensive renegotiation among legislators
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and between Congress and the President. Thus, it is cheaper for a parliamentary government to use
information about the interdependencies between tax bases summarized by D in (11). Assuming
everything except the costs of taking the cross-effects in D into account in the same in the two
systems, we can represent the outcomé in the parliamentary systefn as t,P in Figure. 2, where ‘)\k*’
intersects MS,. The curve N lies above A, since the terms in D will be taken more fully into account
and are assumed to be positive. Note that we keep the MS, curve fixed when shifting the A, curve,
on the assumption that the introduction of an exogenous constitutional structure which reduces the
costs of coordination does not lead to a reailocation of scarce resources from coordination to
information acquisition. Otherwise, the effective MS .curve would differ from the one shown in
Figure 2.1 |

The description of the two policy processes suggests that more information about the political
consequences of taxation is provided to legislators in the congressional than in the parliamentary
system and that the costs of acquiring information about the political margins in C are lower in the
U.S. In the congressional system, interest groups have a greater incentive.to. supply information to
the executive and to legislators on the consequences for political support of: proposed tax changes
than in a parliamentary system, where access to the cabinet is limited and individual legislators have
little independent authority. If we assume that interest group competition generates accurate rather
than biased information, and that everything besides the costs of coordination is the same in the two
systems, the outcome in the congressional system can be represented by t,° where MS,° intersects
A8 MS,” lies above MS, since by assumption the terms in C are negative (i.e., they represent
opposition to taxation) and interest group competition supplies accurate information about these
terms. Again we shift only one curve and ignore a possible reallocation of resources to coordination.

One may note that the coordination costs of taking political effects of tax proposals into account
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would be lower in a parliamentary system, if the Minister of Finance did know them. But since the
role of special interests is muted in comparison to the U.S., less information is supplied in the
normal course of events. Thus, in Figure 2, the information supplied by the operation of special
interest politics is not reflected in the curves defining the equilibrium rate for the parliamentary
system.

The analysis represented by Figure 2 indicates that the basic nature of political institutions
shapes tax policy outcomes, and that the congressional system tends to produce lower equilibrium
tax rates than the parliamentary system.

The analysis also has implications for tax reform. Periodic reform may be viewed as a way
of coping with the build-up of mistakes concerning the interdependencies represented by the C and
D terms as well as with the tendency for these terms to increase in importance over time. The
difference in political institutions will play a role in determining the frequency of such coordinating
tax reforms. We have shown elsewhere (Winer and Hettich 1991) that tax reform happens more often'
in the parliamentary system of Canada, where transaction costs of tax changes are lower, than in the'
congressional system of the United States, where tax policy is subject to much more extensive
political negotiation. One would expect this to be true particularly for reforms aiming to reestablish
coordination, since transaction costs play an especially significant role in this case."

Since the C and D terms are effective whether or not the government knows them and
whether or not coordination is attempted, we should expect to observe efforts in the two countries'
to take the interaction terms on both sides of-equation (9) into account. In the congressional system,
attempts to replicate the direct authority exercised by a Minister of Finance include the Congressional
Budget and Impoundment Control Act of 1974 and the Gramm-Rudman-Hollings Act of 1985

(McCubbins 1991). In the parliamentary system, the Minister of Finance regularly meets with
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representatives of various interest groups while the rather powerless standing committees of the
House of Commons hold hearings to learn the views of special interests, communicating the results
to the government through party caucuses and official reports.

Whether these policy initiatives and procedures are the best methods consistent with the basic
character of the respective political systems remains an open question. It is tempting to conclude that
tax policy making in the U.S. would be improved by giving the President a line-item veto similar
to the one exercised by the Prime Minister and the Minister of Finance, and that policy in the
parliamentary system would be improved by reforms enhancing the incentives of interest groups to
supply information to members of Parliament. However, when evaluating proposals for constitutional
reform it is not sufficient to consider fiscal issues. Changing a basic institution has implications for
many aspects of policy making. Moreover, it is necessary to consider the reasons why such
institutions exist in the first place. In the absence of a model that encompasses the evolution of
institutions, it is useful to uncover the effects of constitutional structures on particular policy areas
like taxation. As this knowledge accumulates, it may be possible to evaluate alternative constitutional

proposals for reform of the tax policy process.

8. Conclusion

Recent advances in the theory of probabilistic voting provide the foundation for developing
a normative theory of taxation that includes collective choice as an integral part. While such a theory
has many interesting parallels to optimal taxation, there are also significant differences.

Although the information requirements of OT are extensive, those of representative taxation
are even larger, since knowledge of political margins must be added to relevant data of an economic

nature. We argue that decentralization of policy making is the best solution to the information
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problem. The paper describes a policy regime where decentralization occurs in accordance with
established tax bases. While good information is available on the direct impact of tax rates on a
particular base, specialized decision makers must make a costly effort to determine the cross-effects
of rate changes on other tax bases. The paper develops interaction terms characterizing such cross-
effects and uses them to examine the nature of the information problem and the choice of optimal
tax rates. The analysis is simplified by abstracting from the effects of decentralization on the
principal agent problem.

Efficiency in representative taxation requires competition in political as well as in economic
markets. We illustrate how a particular type of noncompetitive political behavior can effect the
treatment of cross-effects among tax bases and the choice of tax rates. Furthermore, we examine tax
policy under congressional and parliamentary government in order to study the effects of stylized
political institutions on decentralized policy making and the information problem.

The addition of collective choice gives a different thrust to normative analysis, directing
attention away from the preparation of optimal tax plans to the study of political competition and the
possible effects of political market failure on the policy process. A new welfare economics may
become possible that combines the analysis of institutions with the examination of economic incentive
effects, pioneered by optimal taxation. Much work remains, however, until the examination of
political behavior and institutions, information problems, and the formal analysis of fiscal effects all

become part of a cohesive normative theory, of taxation.
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Endnotes

1. The quote is from Gillis (1989, 515). Bird also draws attention to the "chasm" that exists between
optimal tax theorists and practitioners (1992, 38). Harberger (1990) suggests simplified policy rules
based on packages of complementary or substitute goods. For a review of the issues concerning
uniformity versus selectivity in commodity taxation, see Stern (1990).

2. The best-known example where the political environment is acknowledged without being
integrated into the analysis is found in the Meade Report (1978, 44). Ahmad and Stern (1991, 69)
and Stern (1990, 105) also make reference to the possible influence of interest groups once optimal
tax provisions have been established.

3. For the theory of probabilistic voting models, see for example Enelow and Hinich (1984) and
Coughlin (1992).

4. Maximization of expected plurality could also be used as the party's objective without altering the
argument. Maximization of plurality or votes seems a reasonable objective to impute to political
parties that are uncertain about who their opposition will be in the next election.

5. The general idea here is to use an artificial planning problem that has a solution with well known
properties as a means of studying the characters of an equilibrium. The trick is to find such a
problem having a solution that replicates the equilibrium in question.

6. For an interesting review of this debate, see Simon (1982, chp. 2).

7. A decentralized tax policy process can also be described as a piecemeal policy process. An
interesting, early discussion of the advantages of piecemeal policy making in the tax field is provided
by Bird (1970, 455-457). Bird also remarks on the obvious connection between piecemeal policy
making and Lindblom's (1969) argument for incrementalism in policy making.

8. Each tax rate could also be thought of as a set of closely related tax instruments. Note that in
specifying (6) we have not exploited the linearity of the support function in (4). In future work it
may be of interest to do so.

9. In a completely general model, the formation of tax bases would be endogenous. Use would be
made of the near-decomposability (in the sense of Simon 1981, chp.7) of the economy and political
system into semi-independent segments to group taxable activities into bases that are largely
independent, so as to economize on the need for co-ordination in tax policy making. Decentralization
of economic policy-making along these lines has also been advocated by Tinbergen (1954) among
others. See Hettich and Winer (1988) for further discussion of the sorting of activities into tax bases.

10. It should be recalled that the triangle is a partial equilibrium representation of the loss in support.

11. It may be noted here that OT rules of thumb are not derived in a framework that explicitly
includes an information problem for tax policy makers.



26

12. The term 'argmax' refers to the value of Bj that maximizes the welfare of domestic producers

13. Breton (1991) provides an interesting comparison of the structure of decision making in

parliamentary and congressional systems, as well as a review of literature on this topic.

14. Occasionally a 'White Paper' may be issued that sets out a proposed reform for general

discussion, but this is an infrequent occurrence.

15. The extent of the reallocation between coordination and information acquisition will depend on
the precise conditions under which coordination and information are produced.

16. For a recent discussion of the nature of information provided to legislators by interest groups,
see for example Austen-Smith and Wright (1993).

17. Maslove (1989) has observed cycles of tax reform in the Canadian parliamentary system. A
complementary view of tax reform is found in van Velthoven and van Winden (1991).



