
[Unfortunately, a one-time technical problem makes uploading of the actual SmartBoard 
notes impossible.  This is a recap of certain key points.] 
 
This is a course in public sector economics, not just public finance.  We study the 
economic rationale for government activity, which provides a foundation for the 
economic analysis of public policy. 
 
More precisely, the economy analysis of public policy has the following components: 
 

a) Find a market failure, if there is one.  Market failure means inefficiency, and 
inefficiency is a normative basis for having a public policy.   

  
After we are done reviewing math and microeconomics, we study some (but not 
all) of the basic market failures.  This is what we mean by a foundation for the 
economic analysis of public policy. 

 
b) If there is a market failure, ask whether the policy is designed with the market 

failure in mind.  Will it work?  Note that if the policy involves spending money, 
its description should take into account “where the money comes from.”  

 
c) Whether or not there is a market failure, ask whether the policy is cost effective.  

Whatever the goal, is there a cheaper way to achieve it? 
 
d) Ask about unintended consequences of the policy and possible conflicts with 

goals besides those stated for the policy. 
 
 

We consider b), as well as c) and d), in specific examples. 
 

The second part of the course (about the last 11 lectures) focuses on “tax policy.”  This 
analysis generally takes total government spending as given.  It then asks about the cost 
effectiveness and unintended consequences of raising the required revenue in different 
ways.  This perspective reflects the institutional fact that, at least for central governments, 
“where the money comes from” is often a separate question from how the money should 
be spent. 
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