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Introduction

 Why do governments carry out economic policy? 



Justice



 Defence budgets (for example, DE 
1.4% to 2% of GDP)

 Trade sanctions (for example, Oil
imports in the US and CAN, export
controls – hardware)

 Financial sanctions
 Against individuals

 Banks (for example, SWIFT exclusion)

 Central Bank (freezing of international 
reserves) 

National interest



Growth and efficiency

growth, growth and growth



Ecology



Social contract theory

 Legitimacy of state authority over
individual 

 State of nature absent political order

 Rational individuals will engage in social
contract to trade some freedoms against
more security

 Law and state not natural and only
legitimate to the extent it fulfills such tasks.



 Combined with libertarian
thought

 Government intervention
beyond the necessary
minimum is not legitimate
 Assumtion: everybody is happy 

with the basic functions
 State does the least minimum

to sustain market economy
 Law and order, in particular

property rights
 Defense
 Infrastructure  

Social contract theory



 Conditions for allocative efficiency in welfare
economics
 Complete markets

 Competition 

 Deviations from those assumptions lead to
outcomes that are not pareto efficient (idle
resources, waste, …)

 Market failure can assume many forms and can
happen cumulatively

Market failure



Monopoly, oligopoly, monopolistic
competition

 firm would not loose all customers
upon price increase
 Natural monopoly, Transport

 Strategic behaviour

 Patents

 As opposed to perfect competition, 
firms set price such that marginal 
revenue equals marginal cost

Market failure

MC



Public goods: 
 Non-rivalrous

 Non-excludable

 Free riding: People continue to use
something without necessarily paying
for it
 difficult to privately provide

 Underproduction

 Examples?

Market failure



Public Purpose



 Chang: Most successful economic decelopment to be observed in 
countries without “Laissez-faire” capitalism 
 Building up industries with subsidies, taxation and regulation
 UK 18th century: Technological progress emerges behind high and long-lasting 

trade barriers 
 High tariffs on manufactured goods imports, low tariffs for raw material imports, export 

subsidies
 Corn laws: Export Imperialism. “Kicking away the ladder” argument

 USA: Infant industry protection – protection for new firms until they reach
international competitiveness
 Between 1816 and the end of the second world war, US tariffs on imported were among

the highest in the world on manufactured goods imports
 International lobbying for free trade not before end of WWII. 

Public Purpose



 Economic policy is supposed to promote 
development towards certain social goals –
environmental goals

 Directed technological change: not necessarily
the deficiencies of model market: 
„Transformational growth trajectories“

 Interaction of public and private agents

 Example: Appollo mission

Public Purpose



Public Purpose



Public Purpose



 Harmony: Approaching one goal also contributes to approaching
another goal

 Conflict: Goals are contradictory

 Neutrality: Approaching one goal does not affect the others

 Exercise: 
 Groups of 3

 All three minutes get rid of one goal

Trade-offs



Trade-offs

“efficiency is 
bought at the 
cost of 
inequalities in 
income and 
wealth”



Trade-offs



 Klein, Michael. „How People Form, and Change Their Opinions on 
Economics (Re-Broadcast) | Econofact Chats“. Econofact. Zugegriffen
6. Oktober 2022. https://econofact.org/podcast/how-people-form-
and-change-their-opinions-on-economics

 Task: See online. 

 Reading the text, you should think particularly about: 
 What would be a rational agent benchmark in voting behavior? 

 What is polarized reality? 

Next session


