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Why should you study Public Economics?

Public Economics = study of the role of the government in the economy
(Gruber, 2005)

Government is instrumental in most aspects of economic life:

1. Regulation: Government in charge of huge regulatory structure
2. Taxes: Governments in advanced economies collect 30-50% of

National Income in taxes
3. Expenditures: Taxes fund public goods (infrastructure, public order

and safety, defense) and the welfare state (Education, Retirement
benefits, Health care, Income support)

4. Macro-economic stabilization through central bank (interest rate,
inflation control), fiscal stimulus, bailout policies

⇒We pool a large share of our incomes through government
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Three Questions in Public Economics

1. When should the government intervene in the economy?

2. What are these interventions and their effects?

3. Why do governments choose to intervene in the way that they do?
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When should the government intervene in the economy?

1. Market Failures: Market economy sometimes fails to deliver an
outcome that is efficient

⇒ Government intervention may improve the situation

2. Redistribution: Market economy generates substantial inequality in
economic resources across individuals.

⇒ People willing to pool their resources (through government taxes
and transfers) to help reduce inequality
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Main Market Failures

1. Externalities: e.g., greenhouse carbon emissions

⇒ corrective taxation or regulation

2. Imperfect competition: e.g., monopoly

⇒ antitrust policies

3. Imperfect of asymmetric information: e.g., health insurance markets
may exclude part of the population

⇒ mandatory insurance

4. Individual failures: e.g., myopic people may not save enough for
retirement

⇒ institutions in place help people save over their lifecycle
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Case Study: Measles Epidemics

• Measles is an extremely dangerous virus for young children.

• The vaccine against measles was introduced in 1963, and cases quickly
became relatively rare worldwide.

• Yet measles outbreaks have been reported in several developed
countries over the last decade.

• Insufficient vaccine coverage has been identified as the main reason for
most outbreaks (“anti-vax” movement).

• In reaction to a measles outbreak, the Italian government made 12
vaccines mandatory for children attending school up to age 16 in 2017.

⇒ Typical case of a negative externality that arguably justifies
government intervention.
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Case Study: Measles Epidemics

Global Vaccination Rates and Measles Prevalence
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Case Study: Measles Epidemics

The Measles Outbreak in Italy
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Inequality and Redistribution

• Even if market outcome is efficient, society might not be happy with the
market outcome because market equilibrium might generate very high
economic disparity across individuals

• Governments use taxes and transfers to redistribute from rich to poor
and reduce inequality

• Redistribution through taxes and transfers might reduce incentives to
work (efficiency costs)

⇒ Redistribution creates an equity-efficiency trade-off

• Income inequality has soared in the United States in recent decades and
has moved to the forefront in the public debate (Piketty, 2014)
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Case Study: The Rise in Inequality

Source: Piketty et al. (2018)
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Case Study: The Rise in Inequality

Source: Piketty et al. (2018)
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Case Study: The Rise in Inequality

Source: Piketty et al. (2018)
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Case Study: The Rise in Inequality

Source: World Inequality Database
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Case Study: The Rise in Inequality

Source: Saez and Zucman (2019)
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What are the effects of interventions?

1. Direct Effects: The effects of government interventions that would be
predicted if individuals did not change their behavior in response to the
interventions

⇒ Direct effects are relatively easy to compute

2. Indirect Effects: The effects of government interventions that arise
only because individuals change their behavior in response to the
interventions (sometimes called unintended effects)

⇒ Empirical public economics analysis tries to estimate indirect effects
to inform the policy debate
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Case Study: Taxing Superstar Inventors

Source: Akcigit et al. (2016)
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Reform #1: The US Tax Reform Act of 1986 reduced top marginal tax rates
from 50 percent to 28 percent.
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Reform #2: The Danish tax reform created a preferential tax scheme for
foreign researchers and high-income foreigners. Instead of the usual top tax
rate (of 60 percent), foreigners were taxed for three fiscal years at a flat rate
of 30 percent for their 1991–1995 income and then at another reduced rate of
25 percent after 1995.
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Real Life Policy-making: The US Government
Scorekeepers

• The methods and results derived from empirical economics are central
to the development of public policy at all levels of government.

• The Congressional Budget Office (CBO) “scores” policy proposals by
estimating their budget implications.

• CBO scoring uses the theoretical and empirical tools of public finance.

• CBO scores can determine the fate of legislation.

• https://www.cbo.gov/
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Why do governments do what they do?

• Political economy = the theory of how the political process produces
decisions that affect individuals and the economy

e.g., understanding how the level of taxes and spending is set through
voting and voters’ preferences in a democracy

• Public choice is a sub-field of political economy from a Libertarian
perspective that focuses on government failures

• Government failures = situations where the government does not act for
the benefit of society

e.g., a government captured by a dictator or special interests
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Normative vs. Positive Public Economics

• Normative Public Economics = analysis of how things should be

e.g., Should the government intervene in the health insurance market?
How high should taxes be?

• Positive Public Economics = analysis of how things really are

e.g., Does government-provided health care crowd out private health
care insurance? Do higher taxes reduce labor supply?

• Positive Public Economics is a required first step before we can
complete Normative Public Economics

• Positive analysis is primarily empirical and normative analysis is
primarily theoretical
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Spending, Taxes, Deficits, and Debts

• If revenues exceed spending, there is a budget surplus.

• If revenues fall short of spending, there is a budget deficit.

• Each dollar of government deficit adds to the stock of government debt.

• Thus, the debt measures the accumulation of past deficits over time.

• This government debt must be financed by borrowing from either
citizens of one’s own local or national area or from citizens of other
areas or nations.
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Key Trends

• Government growth: Size of government relative to National Income
grows dramatically over the process of development from less than 10%
in less developed economies to 30-50% in most advanced economies

• Government size stabilizes in richest countries after 1980

• Government growth is due to the expansion of the welfare state: (a)
public education, (b) public retirement benefits, (c) public health
insurance, (d) income support programs

• Government spending > taxes: Most rich countries run deficits and
have significant public debt (relative to GDP), particularly during the
Great Recession of 2008-10 and Covid 2020-21
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General government expenditure by function in the US

In 1960, nearly half of federal government spending was on national defense. Today, however,
defense spending has fallen to less than one-fifth of the federal budget. The Social Security
program is the single largest government program in the United States today.
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State/local government expenditure by function in the US

Education, welfare, and public safety for almost 40% of state and local government spending.
The major development has been the parallel growth in healthcare spending and the reduction in
education spending.
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Sources of the general government revenues in the US

Corporate tax revenues once provided almost 25% of federal government revenue, they now
provide only 11.6%. Payroll taxes have grown from a sixth of federal revenues to well over a
third.
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Sources of the state government revenues in the US

Over the past 40 years, the substantial drop in revenue from property taxes has been made up by
rising federal grants and income taxes.
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General government revenue and spending in the US
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General government US deficit
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Total Government Debt in the US (% of GDP)
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Source: OECD statistics
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Source: OECD statistics
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Source: OECD statistics
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Source: OECD statistics
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Regulatory Role of Government

• Another critical role the government plays in all nations is that of
regulating economic and social activities

• Some examples of regulatory organizations in Europe

– European Food Safety Authority (EFSA)
– European Medicines Agency (EMA)
– European Environment Agency (EEA)

• Some examples in the United States:

– Food and Drug Administration (FDA)
– Occupational Safety and Health Administration (OSHA)
– Environmental Protection Agency (EPA)

• Recently, there has been a lot of discussions about how to properly
regulate big data companies (e.g., social media).
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Conclusion

• It is clear from the facts presented here that the government plays a
central role in the lives of citizens.

• It is also clear that there is ongoing disagreement about whether that
role should expand, stay the same, or contract.

• The facts and arguments raised in this chapter provide a backdrop for
thinking about the set of public finance issues that we explore in the
remainder of the lectures.
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