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Government and the Economy
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LECTURE 1
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Role of the Government in the 
Economy
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Roles of Government in the Economy 

In the Wealth of Nations, Adam Smith enumerated 
four “justifiable” functions of government: 

1. the duty of protecting the society from violence and 
invasion by other independent societies;

2. the duty of protecting every member of society 
from injustice and oppression of every other 
member of society;
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Roles of Government in the Economy
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3. the duty of establishing and maintaining those 
highly beneficial public institutions and public 
works which are of such a nature that the profit 
they earn could never repay the expense to the 
individuals to provide them and which it, 
therefore, cannot be expected that they would be 
supplied in adequate quantities; and 

4. the duty of meeting expenses necessary for support 
of the sovereign
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Definition of Public Finance
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 Public Finance – the field of economics that 
analyzes government taxation and spending 
policies

 Public Sector Economics

 Public Economics 
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Definition of Public Finance
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• Public Finance deals with the taxing and spending
activities of various governmental units.

• However, the resources for all government 
expenditures ultimately come from the private sector.

• So, public sector decisions  affect private sector 
decisions in many ways both large and small.

• The overall impact of public sector decisions must be 
examined in the context of their impact on private 
sector behavior.
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Government as a Decision Unit
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 Public finance studies the economic activity of the 
government as a unit.

 In studying this unit, in some sense, we treat it as 
analogous to a person.

 For example in studying the economic activity of  a 
person we would want to know
 how the person earns his/her income and how much the person 

earns.

 how the income is spent.

 how the individual makes decisions or choices among 
alternatives.

Government as a Decision Unit
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 Similarly, in studying the public economy, we want to 
know
 how factually the government secures its revenues -- both 

process and amounts --.
 how the revenues are spent.
 how the government makes decisions or choices among 

alternatives.. Here the analysis becomes very complicated 
because, while for an individual we are  examining a single 
mind, for governmental decisions we are looking at a 
collective mind or political process. Moreover, an individual’s 
decision is one among many decisions, government decisions 
can impact the behavior of many individuals.
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The Field of Public Finance
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• Public Finance is the area of economic theory devoted to 
the study of how government policy -- tax and expenditure 
policy-- affects microeconomic behavior as well as 
aggregate economic activity.

• Public finance does not concentrate on financial 
arrangements of government but on the economic 
consequences of public policy on 
– Resource allocation: Allocation
– Income distribution: Distribution
– Level of economic activity: Stabilization
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ALTERNATIVE VIEWS OF 
GOVERNMENT’S ROLE IN SOCIETY
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 Organic view of government

 Mechanistic view of government
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Organic view of government
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Society is conceived of as a natural organism. Each 
individual is a part of this organism , and the 
government can be thought of as its heart and 
mind.

Historically, it has taken extreme forms
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Organic view of government
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 For example, Yang Chang-chi, Mao Tse-tungs, ethics 
teacher, states that “A country is an organic whole just 
as the human body is an organic whole. It is not like a 
machine which can be taken apart and put together 
again. The individual has significant only as part of the 
community and the good of the individual is defined 
with respect to the good of the whole.” 

 In the organic approach, the community is stressed 

above the individual.

Mechanistic view of government
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 The government is not part of the social machine. It is 
a contrivance -- another machine-- created by 
individuals to better achieve their individual goals. 

 The individual rather than the group is at the center 
of the system. (Government as a democratic process)
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Legal Framework of Public Finance
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 Political Institutions constitute the rules and generally 
accepted procedures that evolve in a community for 
determining what  government does and how 
government outlays are financed
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Legal Framework of Public Finance
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Public Expenditures Public Revenues Local
Governments

Greek
Constitution
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GROWTH OF GOVERNMENT
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 To what extent are society’s economic resources 
controlled by the public sector?

 Has this control over resources been growing over 
time? 
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Growth of government
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Public Expenditure (% of GDP), 1870-2014
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Source: 2023 OECD Government at a Glance
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Source: 2023 OECD Government at a Glance
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Source: 2023 OECD Government at a Glance
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Source: 2023 OECD Government at a Glance
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Percent of women in minister / deputy minister positions
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Government Debt
% GDP
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Trust in National Government
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Trust in National Government
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REGULATORY ROLE OF 
GOVERNMENT
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 Another critical role the government plays in all nations is that of regulating 
economic and social activities. Examples:

1) EU Minimum Wage Directive adopted in October 2022 and must be 
transposed into national law by November 2024. One of its key goals is to 
establish a framework that sets adequate levels of statutory minimum 
wages, aiming to ensure decent living and working conditions

2) The European Medicines Agency is a decentralised agency of 
the European Union responsible for the evaluation, supervision and safety 
monitoring of medicines

3) The European Food Safety Authority (EFSA) provides independent scientific 
advice on food-related risks. EFSA issues advice on existing and emerging 
food risks. This advice informs European laws, rules and policymaking – and 
so helps protect consumers from risks in the food chain

4) The European Environment Agency (EEA) is an agency of the European 
Union that delivers knowledge and data to support Europe's environment 
and climate goals.To what extent are society’s economic resources 
controlled by the public sector?
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