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Defining the Field of Study
• Public Finance – Field of economics that 

analyzes government taxation (revenue) and spending
(expenditure) activities.

• Public Sector Economics or Public 
Economics
– Terms that better capture the fundamental issues of this field of  

economics - government’s role in the allocation of real 
resources - that includes, but is not limited to, government’s 
financial behavior. 

• Focus on microeconomic functions of 
government. 
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Public Finance and Ideology
• Organic view of government

– Society is a natural organism 
• Government is the heart.
• Individuals are parts of the organism that have significance only as part of 

the community, which is stressed above the individual.
• Social (common) well being matters, not individual well being.
• Government’s goal is to guide individuals to accomplish societal goals.

• Mechanistic view of government
– Government is not an organic part of society, but created by individuals 

for individuals. 
– Social goals not important except as a collection of individual goals.
– Within the mechanistic view, there can be differences on how to weigh

the benefits for different individuals. Question: When is it correct to 
transfer property from one person to another?

• Role of Government: Libertarians vs. Social Democrats vs Paternalism
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Mechanistic View: “Classic Liberal” or 
“Libertarian”

• Extreme within the mechanistic framework.
• Government’s primary role is “referee”
• Role of Government narrowly defined:

– Define and enforce property rights and support the efficient 
functioning of markets.

– Provide some “public goods.”
– Correct some “market failures.”
– When in doubt, do not interfere.  “Government failures” 

might be worse than the “market failures.”
• Skeptical of using government for redistribution.

5

Mechanistic View: “Social 
Democratic”

• “Substantial government intervention is required 
for the good of individuals.”

• Agree with libertarians that government should 
provide public goods and correct market failures.

• In addition, government should do more.  It might 
provide a “social safety net,” guaranteeing 
availability of certain goods or services.

• Less concerned about “government failure.”
• Supports using government to redistribute wealth.
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Mechanistic View: “Paternalism” 
• Even stronger than the “social democratic” view is 

the “paternalistic” view.
• The paternalistic view argues that for certain 

decisions individuals do not maximize their own 
well being.

• Therefore, for questions related to topics such as 
environmental planning – in particular with long 
term consequences, government should decide.

• “Merit goods” are defined as goods that ought to 
be provided even if people do not demand it.
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General Purposes of 
Public Finance Policy

• Expected Impacts on the Economy
– Change aggregate demand and aggregate supply 
– Solve market failure problems

• To maximize social welfare.
(ultimate goal)
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1. Public Goods
2. Monopoly
3. Externalities
4. Imperfect market
5. Disequilibrium



Government Failure:
Systematic Failure of Government

• Limited Information
– Eg. Old-age allowance, price/income guarantees for 

farmers
• Limited control over private market responses

– Eg. Co-operations in setting up universal healthcare 
from the private sectors

• Limited control over Bureaucracy
– Eg. Controls over the illegal access of public areas

• Limitations Imposed by Political Process
– Eg., Drafting of legislations on land and property 

taxes
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Objectives of Public Finance Policy 
(Former Thoughts)

  Allocation of Resources
 Public goods

 Macroeconomic Stabilization
 Full employment 
 Stability 
 Balanced Balance of Payments

 Income Redistribution
 Economic Growth Promotion
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Musgrave, Public Finance, 1959

Income redistribution: society can exist 
with any conceivable income equality.  
But it might be a society which is not 
considered optimal by the majority of its 
citizen. In DCs : Income distribution 
leads to higher consumptionhigher
employment.

Allocation start from Adam Smith that society 
required production of certain product: public 
good. Allocate for social consumption. Leads to 
justification of taxation.

Stabilization: DCs & LDCs: DCs concern short 
term effects of policy Keynesian approaches 
adjust in manipulating AD and AS, try to keep 
actual employment close to potential level, and 
price stability. LDCs difficult to define what is 
full employment,  mostly under employment; 
technologically there is no clear 
correspondence between full employment of 
labor and capital (in what sense), and price is 
stable as long as actual gdp < potential gdp is 
not always true.

Objectives of Public Finance Policy 
(Recent Thoughts)

 Maintain of competitive economic environment
 Maintain of economic stability
 Income redistribution
 Environmental protection and preservation
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The World Bank, The State in the Changing World:1997

Two Streams of Recent Thoughts

 Market Based Strategy
 Government moderates and guides the economy
 Create market environment

 Total government control
 Centralized decision-making
 Rigid planning
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Public Choice Theory (1)
Credited to James Buchanan (Nobel Laureate 1986)
• Believed individuals self-interested in both private and 

public economic affairs
• Government is just another venue through which to 

pursue economic self-interest
• Buchanan’s Public Choice Theory adds political content 

to concept of individual decision-making
– Argues that government is efficient only if it 

establishes rules that allow people to get what they 
want from government.

Public Choice Theory (2)
• Therefore, what would be an efficient (Pareto Optimal) decision 

rule?
• Unanimity: only way to make at least one person better off 

without making anyone worse off.
– Problem: Unanimity is impractical

• As number of citizens increases what are chances anything 
passes?

– Solution: Buchanan argues that unanimity should only be 
required when government first agrees on its decision-making 
process.

• After that, all decisions can be made by different rule (i.e. 
majority rule)

How do Mainstream and 
Public Choice Theories Compare?

• Similarities: Both argue that democracy is process that is most 
consistent with decentralized market economy that honors 
consumer sovereignty

• Differences:

Public choice Mainstream

Adds political content Ignores political content 
wherever possible

Focuses on process Focuses on outcomes

Assumes narrow self-interest 
in private and public affairs

Assumes narrow self-interest 
in private affairs only

Pros and Cons of 
Public Choice Theory

More desirable aspects Less desirable aspects
Better able to explain and predict 
actual government behavior

Has a thin normative base which 
makes correct decisions on 
government intervention in cases 
of market failure difficult to 
determine

Focuses more on process than 
outcomes

Belief in self-interest in all aspects 
of life appealing to economists

Ignores possibility that individuals 
have sense of community



And Finally…
• Recent experiments (Behavioral Economics) suggest that 

individual behavior is often more consistent with 
Mainstream view
– Individuals appear more self-interested in market 

experiments than in public good experiments

What is the suitable role of the state?

– Expenditure side: Which type of public goods should the 
government produce/provide?

– Revenue side: How should the government collect 
revenue?
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Four Basic Questions for 
Public Finance Policy

• When should the government intervene in the economy? 
• How might the government intervene?
• What is the effect of those interventions on economic 

outcomes?
• Why do governments choose to intervene in the way that 

they do?
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When should the government 
intervene in the economy? 

• Generally, perfectly competitive market will lead to 
“efficiency” in the economy. 

• It is difficult to say that government intervention is 
right or wrong.  We usually consider:
– Efficiency
– Equity
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EFFICIENCY

• In the market economy, the efficient point would be where 
the demand and supply intersect.

• In terms of public goods: national defense, public cleaning, 
etc. 
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EFFICIENCY

• Efficiency is mainly a positive concept (more in Topic 2)
• Economists measure efficiency as Pareto Optimality

• Definition: An economy-wide allocation of resources 
is efficient if in order to increase one person’s utility at 
least one other person’s utility must be decreased.

Example
• An allocation in which, originally, I have everything and 

you have nothing is an ‘efficient’ allocation (Pareto 
Optimal). 
– The only way to make you better off is to take some 

away from me.

EQUITY (FAIRNESS)

Equity is mainly a normative concept (more in Topic 2)
End-results equity 
• Asks whether outcomes are fair. 

– For example: Is it fair that over half of income in 
Thailand goes to 1% of households? If not, what should 
be done to correct it?

Process equity 
• Asks whether rules determining process are fair, regardless 

of allocation. 
– For example: Do children of wealthy families start with 

an advantage due to their family’s wealth? If so, then 
what should be done to level the playing field?
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Equity
• From income distribution statistics in Thailand, less than 

20% of the riches owns at least 50% of the nation’s 
income.

• However, redistribution usually causes inefficiency.
– New laws related to redistribution can change 

individual’s behavior, eg., taxing the rich and giving the 
poor may cause both groups of people to work less. 
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Redistribution
• The government is concerned about the how much 

individuals in the society will get.  
• When a poor person donates 1 more Baht, there is generally 

higher social utilities sacrificed by the poor than when a 
rich person donates 1 more Baht.  

• Redistribution is the transfer between one individual or 
group to the other in the society.

26

27

• Market fails to produce the right amount of the 
product

• Resources may be
–Over-allocated
–Under-allocated

LO1 5-28

Market Failure



How might the government 
intervene?

• Resource Allocation and Growth
– Tax structure, price of public goods, public debt 

management, governmental institutions, efficient allocation 
of resources, savings, capital accumulation, growth

• Economic Stability (Short-term and long-term)
– Aggregate demand, savings, etc.

• Equity verses Efficiency
– Tax structure, expenditure policy, social safety net
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Recall the Objectives
• Moderate the economy;

– Adjustment of aggregate demand and aggregate supply
– Correct market failure, eg., universal healthcare project, 

education reform projects.
• So that social welfare will be maximised
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However, the government may be unable to focus on any one particular role.

Efficiency of Public Finance Policy 

In employing fiscal tool to moderate aggregate demand (in the short-
run), the outcomes depend on:

• Private response (consumption, investment, savings, imports, 
exports)

• Macro policies: Monetary policy, exchange rate policy, 
international capital flows

• External factors
• Public expectations and credibility of the state.
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Compositions of the Public Sector in Thailand
• Central government
• State enterprises
• Local government
• Debts
• Funds in the State Budgets
• Independent Organisations
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Government at a Glance:
The Legal Framework



What is the effect of those 
interventions on economic outcomes?
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• Market failure
– Market fails to produce the right amount of the 

product
–Resources may be

• Over-allocated
• Under-allocated

– Effects on consumer surplus, producer 
surplus, efficiency gain/loss, equity, 
externalities, net gain/loss (cost-benefit 
analysis)

Why do governments choose to 
intervene in the way that they do?

• Legal framework of the nation
• Social value judgment
• Socio-politico-economic 

circumstances
• Composition of the citizens

Phijaisanit (2017) 34

Government at a Glance:
The Legal Framework (Case of US)

• Federal Government: Constitutional 
Provisions

• Article 1, Section 8
– Congress will “pay the Debts and provide for the common Defense and general Welfare 

of the United States.”
– “The Congress shall have Power to lay and collect Taxes, Duties, Imposts and Excises.”

• Article 1, Section 9
– “No…direct Tax shall be laid, unless in Proportion to the Census or Enumeration herein 

before directed to be taken”.

• 16th Amendment
– “Congress shall have power to levy and collect taxes…”

• 5th Amendment
– “No person shall be…deprived of life, liberty, or property, without due process of 

law…”
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Government at a Glance:
The Legal Framework (Case of US)

• State Governments
– Federal Constitution gives state governments board 

autonomy to spend and tax.
– Federal Constitution 10th Amendment controls states’ 

international economic policy.
– States’ Constitutions vary in spending and taxing 

restrictions and the economic issues with which they deal. 

• Local Governments
– Derive power to tax and spend from the States.
– Fiscal independence of local governments.
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Government at a Glance:
The Legal Framework (Thailand)

• 1991 Thai Administration Act
– The executive branch of the central government is composed of 

ministries.
– On the regional level, the heads of provincial and district offices are 

officials that have been appointed by various ministries of the central 
government. For example, the Ministry of the Interior appoints staff 
members from its Department of Local Administration to act as 
provincial governors and as the heads of districts in 76 regional 
provinces. Except for the governor of Bangkok (which is not 
considered a province), who is the only elected governor in Thailand, 
the provincial governors and district heads are appointed by the 
Ministry of the Interior.
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Government at a Glance:
The Legal Framework (Thailand)

• The 76 provinces are subdivided into districts, sub-districts 
(tambon), and villages. Local governments are responsible for 
local administration within different areas of geographical 
coverage. Broadly speaking, local governments in Thailand 
can be classified into the following five categories:
– Provincial Administrative Organizations ( PAOs) - 76 units
– Municipalities (MAs) – 2,010 units
– Tambon Administrative Organizations (TAOs) – 5,765 units
– Bangkok Metropolitan Administration (BMA) and
– Pattaya City.
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Legal Framework and Guidelines for 
Thailand’s Budget Design

• 1. Ratio of Public Debts to GDP not more than 50%
• 2. Debt service no exceeding 15%
• 3. Budget Deficit not more than 2% of GDP
• 4. Annual borrowing not more than 20% of total annual budget 

plus not more than 80% of the principle repayment budget
• 5. Capital expenditure no less than 25% of total budget
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Government at a Glance:
The Size of Government

How to measure the extent to which society’s 
resources are subject to control by government. 
• Annual expenditures

• Types of government expenditure
– Purchases of goods and services
– Transfers of income
– Interest payments

• Budget documents 
– Unified budget: Itemized list of federal government revenues and 

expenditures. 
– Regulatory budget: Economic costs of government regulations.
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The Size of Government 
Government Expenditures as a % of GDP (2011)

Source: Organization for Economic Cooperation and Development [2011b].

United
States
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Comparative Overview of Budget 
Allocation among Selected Asian Countries
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The Size of Government 
Composition: 2011 Federal Expenditures & Revenues

Source:  Economic Report of the President, 2012 [p. 413].
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The Size of Government 
Composition: 2011 State & Local 

Expenditures & Revenues

Source: Economic Report of the President 2012 [p. 419].
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Thailand’s Budget Allocation
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Comparative Overview of Budget 
Allocation among Selected Asian 

Countries
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Comparative Overview of Budget 
Allocation among Selected Asian 

Countries
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Comparative Overview of Budget 
Allocation among Selected Asian 

Countries
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Comparative Overview of Budget 
Allocation among Selected Asian 

Countries
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Thailand’s Post-1997 Crisis 
Government Spending Pattern
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Thailand’s Post-1997 Crisis 
Government Spending Pattern
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Thailand’s Post-1997 Crisis 
Government Spending Pattern
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Thailand’s Post-1997 Crisis 
Government Spending Pattern
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“Six Months Six Policies”Program
during Samak Sundaravej’s

Government
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Thailand’s Post-1997 Crisis 
Government Spending Pattern
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Thailand’s Post-1997 Crisis 
Government Spending Pattern
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Why Are Large Deficits Bad?

• Large deficits raise interest rates, which, in turn, 
discourages investment
– For US, the real interest rate (the nominal interest rate less 

the rate of inflation) during the latter half of the 1980s and 
all of the 1990s was three times as high as the real interest 
rate in Japan and it was much higher than those in most 
Western European countries as well   

• What are the negative sides of having deficits?
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Why Are Large Deficits So Good?

• On the positive side, budget deficits stimulate the 
economy
– We would do well to remember that John Maynard 

Keynes would have advocated running surpluses and 
paying off the debt during periods of prosperity 
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Will We Be Able to Balance Future Budgets?

• A recession, a decline in stock prices, a tax cut, or an 
increase in government spending programs can easily 
eliminate any surpluses and replace them with deficits

• After the year 2015, as the baby boom generation attains 
senior citizenship, the Social Security Trust Funds in 
many developed countries (and for Thailand which will 
become Ageing society as well) will be quickly depleted
– Unless the government has already raised Social Security 

taxes or cut benefits, the federal budget surplus will 
quickly become a large and growing deficit
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Should the Budget be Balanced?
 Most economists don’t believe the government 

should be forced to run a balanced budget every year 
because this would undermine the role of taxes and 
transfers as automatic stabilizers.

 Yet policy makers concerned about excessive deficits 
sometimes feel that rigid rules prohibiting—or at least 
setting an upper limit on—deficits are necessary.
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Example: The US Federal Budget Deficit & The Business 
Cycle

The budget deficit as a percentage of GDP tends 
to rise during recessions (indicated by shaded 
areas) and fall during expansions.

These Deficits 
help end the 
recessions
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Thailand’s Budget Balance (% GDP)
Deficits and Surpluses: 1979-2015
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Deficits

Deficits

Surpluses, 
1990s

-6.00%

-4.00%

-2.00%

0.00%

2.00%

4.00%

6.00%
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Long-Run Implications

 The government budget accounting is usually 
calculated on the basis of fiscal years. 

 Persistent budget deficits have long-run 
consequences because they lead to an increase 
in public debt. 
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The Public Debt
• Differentiating between the Deficit and the Debt

– The deficit occurs when government spending is 
greater than tax revenue

– The debt is the cumulative total of all the 
government budget deficits less any surpluses

• Suppose that our deficit declined one year from 200 
billion Baht to 150 billion Baht

• The national debt would still go up by 150 billion Baht
• So every year that we have a deficit – even a declining 

one – the national debt will go up
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Thailand’s Public Debt as % of GDP, 1996-2015

Debt Burden
• Is the national debt a burden that will have to be 

borne by future generations?
– As long as we owe it to ourselves, the answer is no.
– If we did owe it mainly to foreigners, and if they wanted it 

paid off, it could be a great burden.
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Difference Between Individual and 
Government Debt

• Paying interest on the internal debt 
involves a redistribution among
citizens of the country.
 It does not involve a net reduction in income of the 

average citizen.
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 External debt – government debt owed to 
individuals in foreign countries.



The Public Debt
• When do we have to pay off the debt?

– We don’t.  All we have to do is roll it over, or refinance it, as 
it falls due

– Each year several hundred billion baht worth of government 
securities fall due

• By selling new ones, the Ministry of Finance keeps us going
– In the future, even if we never pay back one baht of the debt, 

our children and our grandchildren will have to pay hundreds 
of billions of baht in interest

• At least to that degree, the public debt will be a burden to future 
generations

85

Interest Rates and Debt Burden
• The interest rate determines annual debt service.
• The annual debt service is the interest rate on debt times the 

total debt.
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Interest payments on the debt is government revenue that 
cannot be spent on social security or welfare.

 That is what people mean when they say a 
deficit is burdening future generations.

The Public Debt
• Why not go ahead and just pay off the debt?

– Economists predict that following this course would have 
catastrophic consequences

– If we tried to pay off the debt too quickly, it might even send us 
into a deep depression

– If we keep running large surpluses and pay down the national 
debt, this will cause a problem for both the Fiscal and 
Monetary Sectors

• As the national debt goes down, eventually there would be no securities 
for them to buy

• Still, it is a whole lot better to have problems like these than those 
caused by running huge budget deficits every year 
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The Size of Government 
Revenues

• At the Federal level, the personal income 
tax is the single most important source of 
revenue.

• At the State and Local levels:
– Grants from the federal government are over 

20% of revenues
– Sales taxes and Property taxes are each about 

18% of revenues. 
• Changes in the Real Value of Debt is also an 

important source of government revenue. 
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Thailand’s Post-1997 Crisis 
Government Revenue Structure
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Thailand’s Post-1997 Crisis 
Government Revenue Structure

90

Thailand’s Post-1997 Crisis 
Government Revenue Structure
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Politics and Prospects of Thailand’s 
Public Finance
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Politics and Prospects of Thailand’s 
Public Finance
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Topic1 Summary
• Public Finance/Public Sector Economics focuses on 

government’s role in the allocation of real resources - that 
includes, but is not limited to, taxing and govt spending.

• The Mechanistic view vs. Organic view of government.
• The legal framework and fiscal rules/guidelines in each 

country outlines the roles of and constraints placed on state, 
and federal government economic activity. 

• The expenditure and revenue structure of the public sector 
determine the impacts on public debts and fiscal policy 
implications in the future.
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Appendix: 
Doing Research in Public Finance

• Public Finance journals
– International Tax and Public Finance
– Journal of Public Economics
– National Tax Journal
– Public Finance
– Public Finance Quarterly

• General-interest journals
– American Economic Review
– Journal of Economic Perspectives
– Journal of Political Economy
– Quarterly Journal of Economics
– Review of Economics and Statistics
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Doing Research in Public Finance
• Other sources

– Journal of Economic Literature
– Brookings Institution’s Studies of Government Finance
– Congressional Budget Office reports
– National Bureau of Economic Research working papers
– Tax Foundation’s Facts and Figures on Government Finance

• U.S. Government Printing Office publications
– Statistical Abstract of the United States
– Economic Report of the President
– Budget of the United States
– U.S. Census of Governments
– Historical Statistics of the United States from Colonial Times to 1970
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Doing Research in Public Finance

• Public Finance data available on Internet
–Resources for Economists on the Internet 

(www.rfe.org)
–U.S. Census Bureau (www.census.gov)
–University of Michigan’s Office of Tax 

Policy Research (www.otpr.org)
–Urban-Brookings Tax Policy Center 

(www.taxpolicycenter.org)
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Homework
(Students are expected to prepare to discuss their answers in the 
next class- participation scores will be noted.)
• Explain how you would expect a libertarian, a 

social democrat and someone with an organic 
conception of the state to react to the following 
laws:

a) A law prohibiting receiving compensation for 
organ donation

b) A law mandating helmet use for 
motorcyclists.

c) A law mandating child safety seats.
d) A law prohibiting prostitution.
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