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Public Economics: introduction
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 P.E. is the study of economic policy, with emphasis 
on taxation

 Originally it had much to do with collection and 
disbursement of government revenues

 Now it includes basically all aspects of government 
economic intervention

 Long tradition of PE: Ricardo (1817): debt; Cournot
(1838) incidence of taxation in imperfectly 
competitive markets; Edgeworth (1925): taxation on 
multi-product firms; Pareto (1909): foundations of 
social decisions; Ramsey (1927): optimal taxation.



Public Economics: introduction
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 PE uses both positive and normative approaches;

1) Positive issues: determining the effects of 
alternative policies  (Equilibrium changes due to 
the introduction of a policy);

2) Normative: determining optimal policies 
(Evaluating the welfare changes of a policy).

1) Needs a theory that describes agents’ choices and 
how these choices compose a (general) equilibrium

2) Needs an objective function for the policy-maker 
providing a measure of the performance of a policy 
on society’s welfare



Public Economics: introduction
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 Although PE has a long tradition, many subjects 
presented in this course date back to the 1970s, when 
micro-macro-GE and game theory were used in PE.

 Diamond and Mirrlees (1971) contribution on duality 
and the use of GE are pivotal.

 Also numerical methods are increasing in PE: 
simulations and empirical estimations



Public Economics: introduction
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 Summarizing PE method: MIXED ECONOMY where 
individual decisions are respected and gov’t may 
intervene to affect theirs choices. 

 The policy-maker chooses policy parameters so as to 
change individual choices in order to achieve a 
“preferred” equilibrium.

 Benchmark is the assumption of an omniscient 
planner



Motivation
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 1) Organization of economic activity must generate a revenue 
requirement. E.g. law enforcement, criminal laws and means 
of defense in general. These are costly activities=>need of 
collecting revenue to provide required finance by the State.

 Hence, PE studies how this revenue can be collected at the 
least cost to the economy (either in a positive or normative 
sense): efficient and feasible set of taxes

 2) Other cases for State intervention: 

a) Market failures (externalities, public goods, imperfect 
competition or information);

b) Other cases: poverty and income redistribution; education, 
social security and pension systems; here the efficiency 
issue is compelling. The State must improve upon the 
market.



Efficiency vs equity
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 Typical trade-off in PE: efficiency and equity

1) A policy will generate a loss to society (due to the 
resources used and economic distortions). 
Minimizing these losses is the efficiency aspect of 
policy design

2) The State can also aim at reducing inequality, even 
at the cost of reduced economic activity

Example: optimal taxation of commodities. 

Counter-fact: uncertainty and pensions



Some Figures on Complementary Social Security 
(from Corsini and Spataro 2014, JPET)
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Share of GDP and (Total Assets, billion USD) held by Pension Funds, 
OECD (source: Thomas, Spataro & Mathew,  2014, JFinStab)
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Comments & Questions
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 Differences among countries!

 Where do these differences come from?

 What are the effects of social security on individuals’ 
choices  (savings, retirement, economic activity)

 What is the “optimal level of social security”?



European Union issues
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 Many economic policies now are influenced by the 
European Union legislation



European Union issues
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 If one aims at understanding the current policies on 
deficits, debt, pensions and taxation the EU must be 
properly taken into account. In this respect, the aim 
of the course is twofold

A) Provide information about the economic content of 
the agreements at the European level

B) Provide insights into the efficiency of the European 
processes and rules



The social protection expenditure divided by functions 
in the European union in 2011 (% of GDP)
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Data on social protection and pensions in Europe
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Taxes (source: European Commission)
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Source: EU Commission
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Source : EU
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Taxes
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 Labour taxes the largest source of tax revenue in nearly all Member States 
 The largest source of tax revenue in the EU28 is labour taxes, representing more 

than half of total tax receipts in 2012 (51.0%), followed by consumption taxes 
(28.5%) and taxes on capital (20.8%). 

 Labour taxes were the largest source of tax revenue in 2012 in twenty four Member 
States, and in thirteen Member States they accounted for more than half of total tax 
revenue. 

 The highest shares of taxation from labour were observed in Sweden (58.6%), the 
Netherlands (57.5%), Austria (57.4%) and Germany (56.6%). Only in Bulgaria 
(32.9%), Malta (34.6%), Cyprus (37.1%) and the United Kingdom (38.9%) was the 
share below 40%.

 Consumption taxes were the largest source of tax revenue in 2012 in four Member 
States: Bulgaria, Croatia, Malta and Romania. The highest shares of taxation from 
consumption were recorded in Bulgaria (53.3%), Croatia (49.1%) and Romania 
(45.1%), and the lowest in Belgium (23.7%), France and Italy (both 24.7%). 

 Taxes on capital accounted for the smallest share of tax revenue in all Member 
States in 2012. Shares of more than 25% were registered in Luxembourg (27.5%), 
the United Kingdom (27.4%), Malta (26.6%) and Cyprus (26.1%), and of less than 
10% in Estonia (7.1%) and Slovenia (9.8%). 



Main messages 
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Revenues  

- EU tax revenues continued to recover in 2012, and 
estimates for 2013 suggest revenues will continue to rise

Rates :

- Upward trend in VAT rates since 2009 continued in 2014  

- 3-4 year trend of rising top PIT rates levelled off in 2014

- Top corporate rates remained little changed across the 
EU 

- Tax shift •

- Growth-friendly taxation: increase in consumption taxes, 
little change in labour taxes



Issues
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 What is the rationale behind these trends?

 Is this process moving towards efficiency?

 These are some of the topics that will be covered in 
this course



Tax revenue in EU
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Tax evasion in Europe
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Further data
27

 http://ec.europa.eu/taxtrends

 http://ec.europa.eu/taxation_customs/index_en.h
tm

http://ec.europa.eu/taxtrends
http://ec.europa.eu/taxation_customs/index_en.htm

