
Economics, Politics and 
Public Policy

LECTURE 1
Based on CORE’s 

The Economy : Chapter 22
https://core-econ.org/the-economy/book/text/0-3-contents.html

https://core-econ.org/the-economy/book/text/0-3-contents.html


Overview

 LECTURE 1

– Government as an economic actor

– Modelling government conduct – a dictator model

– Median voter model 

 LECTURE 2

– Democracy makes a difference to economic outcomes

– Economic, administrative, and political barriers

– Case study – Govt policy on climate change

– Conclusion – what can economics do?



Economic agents and institutions

 Economic agents

– The firm

– Households

– Government 

 Institutions (Rules)

– E.g. the market

– Regular elections

– Primogeniture

 Economic agents act in an institutional context. 

 The interaction between agents and the design of institutional structures 
results in different economic outcomes. 

Preferences
Constraints
(Incentives)



The economic role of 
government



Government as an economic actor

 A government allows people to do things together that they could not 
do individually

 Governments also engage in activities that vastly improve living 
standards and the quality of life for their citizens, for example

– Reduce poverty

– Economic security

– Increased life expectancy, reduced child mortality

 The idea of public or collective goods



USA Government spending as a share of GDP

Source data : Mauro et al (2013)
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South Africa: National government revenue and expenditure
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Unique aspects of government

 Much larger than any other economic agent

 Legitimate use of force, coercion and extraction

 Make rules for society

 Obligations to citizens based on rights

 Provision of universal, free services

 Power to redistribute incomes 

 Given these unique powers and attributes government is often seen 
as part of the solution and part of the problem. 

government: Within a given territory, the only body that can dictate what 
people must do or not do; and can legitimately use force and restraints on 
an individual's freedom to achieve that end. 



Government as a solution

 We would expect government to:
– Ensure that mutual gains from economic interactions are fully realised
– Ensure that these economic gains are shared fairly

 There are many examples of governments doing this:
– Competition policies: To reduce the price-setting powers of monopolies. 
– Environmental policies: To reduce emissions of pollutants. 
– Subsidies: For research and development
– Ensuring stable expectations of demand: So that firms will invest. 
– Public provision of healthcare or compulsory insurance. 
– Providing information: To allow people to make better decisions, such as 

the risks associated with financial products, children’s toys, and foods. 
– Central bank policies: That require commercial banks to minimize their risk 

exposure by restricting the leverage of their balance sheets. 
– Minimum wage laws: That prohibit contracts that pay below a stated 

minimum. 



How government achieves its goals

Governments pursue these objectives by some combination of four types of
instruments:

1. Incentives e.g. taxes or subsidies that encourage investment in 
certain areas

2. Regulation e.g. regulate price fixing by bread cartel

3. Persuasion or information: e.g. health warning on cigarettes and 
alcohol 

4. Public provision: e.g. public schools or free legal representation in 
court for low income people



Government as part of the problem

 To accomplish its socially desirable objectives, governments must have 
extraordinary powers to acquire information and to compel compliance. 

 This creates a dilemma.

 For government to be an effective in solving problems, it must also 
be powerful enough to potentially become a problem itself. 

 Its power could, for instance be used for wrong things: 

– the use of force to silence opposition 

– The corrupt acquisition of personal wealth for government leaders



Limits on the power of government

 Societies have devised various ways to limit the damage that the abuse 
of government powers can inflict

– Democratic institutions: To allow citizens to dismiss a government 
that is using its powers for its own benefit, or the interests of some 
other small group, for instance through regular elections

– Institutional checks and balances: Legal and constitutional 
restrictions on what the government can do, or separations of power 
that require one institution to consult with others before acting. 

 Even with good institutions, governments do sometimes fail (there is 
government failure and market failure)

 The development of the modern state involved a shift from 
personalized, arbitrary power to public service with limits on the 
arbitrary exercise of power. 



Example of a natural monopoly

 A natural monopoly occurs in an industry with a falling long-run average cost 
curve, so that it is impossible to sustain competition. 

 The efficient solution is to have one large company (An example is electricity 
transmission)

 Privately owned monopoly

– Reduce costs to increase profit

– Restrict output and charge higher prices

– Monopoly profits at the cost of inefficient output

 Government-owned monopoly 

– Incentive to reduce costs?

– Pressure to provide employment

– Provision of services to favoured interest groups

 There can be both market failure and government failure. 



A “dictator model”



Modelling government Preferences and feasible sets

 Model the government as a single individual (a king or dictator)

 Assume the dictator is a political monopolist: No electoral competition 

 The dictator has preferences and constraints

 His preferences are entirely selfish. His goal is to maximize the amount 
of revenue he extracts from the population for himself over the duration 
of his term in office. 

 But there is a feasibility constraint: If the dictator takes too much from 
the population, he could be removed by an uprising or revolution



Simplifying assumptions of dictator model

 The dictator decides on how much tax he will collect from the citizens 

 Part of the tax is spent on the citizens (basic health services or 
schooling) 

 The other part of the tax is kept by the dictator: this is “political rent”, 
the money that he extracts for his own enrichment

 Tax revenue = Public services + political rent

 The dictator wants to maximize the total political rent that he can expect 
to get over his period in office, not just the rent he can get in any 
particular year. 



A forward-looking dictator

Total rent: (T-C) x D



Duration curve

At the heart of the model is a negative 
relationship:

• If taxes are set high then the dictator’s 
duration in office is short

• If taxes are set low then the dictator’s 
duration in office is long

Hence, the duration curve is downward sloping



Interpreting the duration curve

 Dmax where the duration curve meets the cost line – the dictator maximizes 
his/her time in office at Dmax by taking zero political rent i.e. all tax revenue 
is used to pay for services for the people

 Duration curve is downward sloping as any annual tax rate above the cost of 
public services will reduce the dictator’s years in office

 Duration curve does not go below the cost line because if it did, the dictator 
would be paying out of his or her own pocket towards public service. 

 The duration curve is the feasible frontier for the dictator. 

– It represents the feasibly constraint

– Points above the feasibility constraint are not possible

– Points in the feasible set above the cost curve result in positive rents for 
him or her.



Iso-rent curve

 Expected rent = (T – C) x D

 Expected political rent = rent per year x expected duration (in years)

 The dictator’s total expected revenue is equal along each iso-rent curve

– On each curve (T-C)D is constant

 The higher the curve (the further from the origin) the higher the total 
expected revenue

 The dictator maximises his or her expected rent where the slopes of the 
duration curve and the dictator’s isorent curve are equal (at their 
tangential intersection)



Maximizing total political rent

B the slopes of the isorent curve and the duration curve 
are the same.  The dictator maximizes his or her political 
rent by imposing the tax T* and expecting to stay in office 
for D* years, making a total rent of (T* − C)D*. 

A: the dictator would do better by raising tax revenue and 
bearing the shorter expected stay in office.

F: a lower tax rate would increase expected political rent. 



Impact of competition

 Now assume government leadership is no longer 
represented by a dictator; instead by a governing elite, 
unified by a common interest such as membership in a 
political party

 removal from power or the duration of its time in office, is 
not the removal of an individual, but rather of the political 
party e.g. by losing an election

 Increased competition flattens the slope of the duration 
curve



Competition changes the feasibility constraint

 the intersection with the y axis is lower 
because competition means that the 
maximum amount that can be taxed a 
year is less than if there is no competition

 the flatter duration curve shows: 

– each level of taxation is associated with 
a reduction in the current governing 
elite’s period in power

– each period of duration is associated 
with a reduced ability to extract higher 
political rents (higher taxation)

 NB: no change in Dmax as the maximum 
duration continues to be where no 
political rent is taken 



Conceding democracy to stay in power?

 Faced with unrest, an undemocratic governing elite could attempt to 
increase the stability of the system by using repressive and coercive 
powers

 But there are limits to the effectiveness of such ‘police state’ strategies 

 An alternative way to ensure stability may be to introduce reform i.e.  
changes in the political system that make it more democratic 

– democratic reforms leads to a shifting of the duration curve to a lower 
intercept on the y-axis due to less taxing power 

– Further out on the x-axis due to increased durability and stability of 
the government after reforms



Democratic reforms

 The greater expected rent at A′ is 
shown by the larger area of (T** − 
C)D** as compared with (T* − C)D*

 The intersection with the y axis is lower 
indicating that the maximum amount 
of tax per year will be less under the 
reformed regime

 But Dmax is also assumed to increase 
with the political reforms (indicating 
that the new reformed political regime 
is more stable then the old)

A greater degree of democracy might allow the elite an even greater expected rent 
at the point A′ where increased duration more than compensates for reduced tax 
collection



Democracy and the 
median voter



The median voter model

 A puzzle: why in democratic two-party systems, parties often offer 
programs that are remarkably similar

 The median-voter model offers an explanation

 Imagine a situation in which there are only two parties:

– one of which represents the ‘left’ of politics (favouring higher taxes 
and government spending)

– the other the ‘right’ (favouring lower taxes and government 
spending). 

 Key question: If the parties care only about winning an election at which 
point on the political spectrum will the programmes that they offer 
voters be? 

 (Key assumption: parties care more about winning power than ideology)



Ice-cream on a beach

April has the whole beach to 
herself so it doesn’t matter 
where she is located. 

She sets up at A0

Along comes Bob, where will he locate in order to maximize his sales? He might reason that the 
market to the right of April is larger than the market to the left, so he will locate in the middle of the stretch 
of beach to the right of April, at point B0. 

Bob could shift to B1. The customers to his right will now have to walk farther to get ice cream, but they 
would not switch to April who is even farther away. He will therefore be able to gain a few customers to 
his left, while losing none of those customers to his right. 

But this is not an equilibrium: April, will shift immediately to the right-hand side of Bob to get the larger market. 

April and Bob sell the same ice-cream. People are distributed evenly along the beach, and buy ice-
cream from whoever is closest

Bob gets all of the bathers to 
his right and as well as of those 
to his left who are closer to him 
than to April. 



Ice-cream on a beach (2)
But then Bob will do the same, and they will keep leap-frogging over each 
other …

…. until they are back-to-back in the middle of the beach at AnBn

At this point, neither has an incentive to move as they have divided the customers 
exactly in half.

These are the kind of forces that will shift two political parties to centrist policies.



What if voters boycott the election?

 If the bathers on the far-left part of the beach are not going to buy ice cream 
under any condition 

 They are like the citizens who decide to boycott the election and decide not 
vote. 

 Then April and Bob will maximise their votes by locating in the centre of those 
who do vote at points An′ and Bn′. 

 For example if 50% of voters on the left (25% of overall voters) boycott, the 
median voter theory tells us that party platform will be centred to the right at 
points An′ and Bn′ which are 12,5% to the right of centre where (100 - 25)/2 = 
37,5% of voters are to the left and 37,5% of voters are to the right.



Relating this back to politics

 We can think of voters as arranged along a left-to-right spectrum much as 
the customers are arranged on a beach. 

 If there are two parties competing for votes, and voters will always vote for 
whichever party offers policies that are closest to their views

 the median voter model tells us that the only equilibrium would be for both 
parties to propose policies in the middle of the left-right spectrum. 

 we would expect to see that voters in the middle of the left-right political 
spectrum would be offered two party platforms very much to their liking. 
(like not having to walk far to get an ice cream)

 those more distant from the centre would have to choose between two 
platforms. One would be a little better than the other, but they wouldn’t like 
either platform very much. (like walking far to get an ice cream)



What is a swing voter?

 The citizen in the centre—called the median voter—has two advantages. 

 First,  he or she gets to choose between two platforms very close to her 
preferences. 

 Second, he or she is a ‘swing voter’. 

 What is a swing voter?

– if a family who were previously slightly to Bob’s right moved to the left, 
they would be likely to end up closer to April than to Bob. April would 
now have more customers than Bob, and Bob would want to relocate to 
the left

– This would not be true if a family far from Bob’s right chose to move a 
little way to the left as they would still buy ice cream from (vote for) Bob

 In politics, when swing voters change their political preferences just a 
little, by moving to the other side of the parties in the centre, the 
parties in the centre move too. 



What happens when there are three parties?

 Where there are three parties, the median voter model predicts that 
equilibrium will not be achieved over time as when there are three 
people selling ice-cream.

 This is because for at least one of the sellers there will always be a more 
profitable location than the one that they find themselves in.  

 In each period one of the sellers (the one located between the other 
two) will have an incentive to change his or her position in order to gain 
more customers.  

 Once this seller moves his or her position, another of the sellers will be 
deprived of market share as he or she will locate between the other two 
and then he or she will have an incentive to move.



More realistic model of electoral competition?

 The median voter model of ice cream sellers on the beach as an 
illustration of political competition predicts similar party platforms that 
reflect the median citizen’s preferences. 

 This presents a very limited view of the competitive process. 

 Not surprisingly, we see that parties often do not all move toward the 
centre, or offer identical platforms.

 Why?



The difference between politics and ice-cream

 Factors that lead to difference political dynamics than median voter 
model

– Not everyone votes – e.g. if young people don’t vote their issues are 
less likely to be addressed

– Winning votes is not the only reason a party or candidate chooses a 
platform - it may win financial contributions from citizens or persuade 
volunteers to work for the campaign. 

– The leaders of political parties care about other things - getting elected 
isn’t the only reason they are in politics (e.g. some of them believe in 
their platform!)

– Voters are not evenly distributed - the political spectrum is not like the 
beach



Impact of party funding

 suppose that not all families will buy exactly one ice cream. Some 
families will buy lots of ice cream, whereas others will buy less

 both April and Bob would locate side-by-side as before, but nearer to 
these ice-cream-loving families 

 parties would move their platforms toward voters who could contribute 
to their election campaign – both money and time. 



Impact of fragmented and polarized electorate

 If ice-cream buyers are not spread evenly along the beach 

 e.g. there are few in the centre and most are in two groups - one is on 
the left, and the other on the right

 to make sure that many bathers don’t have to walk too far April and Bob 
would choose to move away from the centre to be closer to the distant 
potential buyers on the left or right

 Could be that Bob moves in one direction and April in the other to e.g. 
to secure enough votes to get a seat in parliament representing that 
group rather than trying to win the election over all
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Adam Smith

The man …enamoured of his own ideal plan of government, … seems to 

imagine that he can arrange the different members of a great society with as 

much ease as the hand arranges the different pieces upon a chess board… 

but in the great chess-board of human society, every single piece has a 

principle of motion of its own, altogether different from that which the 

legislature might choose to impress upon it. IF those two principles coincide 

and act in the same direction, the game of human society will go on easily 

and harmoniously , and it is very likely to be happy and successful. If they are 

opposite or different, the game will go on miserably, and the society must be 

at all times in  the highest degree of discord

THEORY OF MORAL SENTIMENTS (1759)

39



Outline for lecture 2

 Functions of government and spending priorities
Making government policy effective

– Economically feasible
– Administratively feasible
– Politically feasible

 Policy example 1: Policy to reduce carbon emissions
 Policy example 2: Allende and Pinochet in Chile

 Reading in Core textbook 
– Unit 22: Economics, Politics and Public Policy 
– Section 20.5 (Unit 20): Cap and Trade Environmental Policies 

40



Economic functions of government

1. Enforce order, property rights, contracts and the rule of law

2. Creates institutions, economic sectors and markets through coordination 
and mobilisation (e.g. industrial policy)

3. Regulation of economic activity (e.g. competition policy)

4. Mobilise revenue through taxation

5. Allocate resources to the financing and provision of non-market 
production

6. Redistribute incomes

7. Stabilize macroeconomic fluctuations 

8. Insure against risks, manage uncertainty and govern intergenerational 
rights 

41



The functions of government spending

 Government has grown larger over the last century in all countries

– As the economy developed, larger firms made it easier to tax (e.g. withholding of 
income tax at source)

– Democratic governments increased their ability to raise tax

 Democracy and economic development has also led to changes in the functions
performed by governments

– Military

– Public order and safety: police, fire, prison services, and law courts

– Economic affairs: expenditures on infrastructure such as roads, bridges and ports

– Schooling: basic education

– Social protection: Old aged pensions, child support grants

– Health: medical equipment, hospitals and public health

– Public services: running parliament, local councils, public debt transactions 

 In modern democracies, there is a element of choices over which of these functions 
to spend on



United Kingdom Composition of spending (% of functions covered)
43

Source data: Tanzi and Schuknecht (2000) Various tables in chapter 2. (NB does not include all expenditure, dates vary by function)
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Choice of resource allocation
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South Africa General Government Expenditure by Function
45

Function 1983/84 1993/94 2005/06 2015/16

Social services 37.8% 43.8% 45.8% 48.2%

Education 17.1% 18.3% 18.4% 18.8%

Health 9.9% 8.9% 9.7% 11.4%

Social protection 6.2% 13.0% 13.8% 13.4%

Housing and community amenities 4.6% 3.5% 4.0% 4.6%

Security 18.6% 14.6% 15.5% 12.8%

Public order and safety 5.7% 8.0% 10.4% 9.9%

Defence 12.9% 6.5% 5.1% 2.9%

Economic affairs 17.3% 12.4% 8.9% 11.2%

General public services 10.3% 14.2% 16.4% 16.1%

Debt service cost 14.3% 13.5% 9.8% 8.5%

Recreation, culture and religion 1.6% 1.5% 2.8% 2.4%

Environmental protection 0.7% 0.8%

Source data: South African Reserve Bank



Functional classification Consolidated budget
46

Health
R187.5bn

12%

Social protection
R180.0bn

11%

Human settlements and 
municipal infrastructure

R195.8bn
13%

Economic affairs
R215.0bn

14%

Defence,
public order
and safety

R198.7bn
13%

General 
public 

services
R70.7bn

4%

Debt service costs
R162.4bn

10%

Basic education
R243.0bn

16%

Post-school 
education

and training
R77.5bn

5%

Agriculture,
rural development

and land reform
R26.5bn

2%



Economic classification
Consolidated budget

47

Compensation
of employees

550 354.7 
35%

Goods and services
R 221 742.4

14%

Transfers
to households

R 257 982.9
17%

Transfers to 
municipalities

R 122 192.2
8%

Other
transfers

R 128 578.6
8%

Capital
spending
R 101 389.3

6%
Other

R 11 552.4
1%

Interest and rent
R 169 334.6

11%



Making government 
policy effective
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A puzzle

 If government action can realize potential gains, and the citizens in a 
democracy would prefer that it did, why do poverty and inequality 
persist in a democratic societies with a capitalist economy? 

 The short answer is that just as markets fail, so too do governments.

 Government policy can only be effective if:

– It is economically feasible: The policy to fix the problem, if 
implemented, must work. 

– It is administratively feasible: The government must have the capacity 
to implement the policy. 

– Special interests allow it: Those who control or can veto government 
policy must want to see the policy implemented. 



Economically feasible
 Many economic actions cannot be “decreed” by government (e.g. Government can build 

schools, but cannot legislate effective teaching). 

 The economy has millions of agents, each with preferences and constraints. Agents are 
able to choose how they respond

 Once agents have responded, the outcome can be very different from what government 
intended. 

 This is known as unintended consequences

 In order to avoid unintended consequences, a policymaker must make sure that:

– The policy does not change people’s preferences in unintended ways. A change in 
preferences might mean that behaviour changes too, which may mean the policy fails to 
hit its target. 

– The intended outcome is a Nash equilibrium: Under the new policy, people must be 
motivated to act in ways that are consistent with the objective of the policymaker. 
Private agents should not undo the desired effects. 

Nash equilibrium: A set of strategies, one for each player in a game, such that each player’s 
strategy is a best response to the strategies chosen by everyone else.
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Diepsloot, 2000
 Government builds RDP houses to solve the problem of informal settlements

 This is Diepsloot, north of Johannesburg, in 2000



Diepsloot in 2009



Consequences of a redistributive tax

■ Tax avoidance game

– Government either levies moderate taxes or 
high taxes on profits.

– Firm can either pay taxes at the statutory 
rate or hire tax lawyers to minimize tax 
obligations (at a cost of $20 million)

■ The game starts at point A. 

■ What is the Nash equilibrium?

■ When you change a policy (e.g., introduce a new tax) those affected also have options, they 
also change their strategies. 

■ Change in the tax regime may cause firms to change their strategies e.g. hire lawyers to 
exploit tax loopholes and find other legal ways of tax avoidance, or even relocate to another 
place with lower taxes. 



How does policy change behaviour? 

■ Consumption data helps reveal how the amount sold varies in response to a change in price. 

■ A useful measure is the price elasticity of demand: the percentage change in demand 
resulting from a 1% increase in price, expressed as a positive number. 

■ This is a measure of the sensitivity of demand to price. Demand is elastic if this is greater 
than 1, and inelastic if less than 1.

■ Taxes on inelastic demand mostly raise government revenues. For example:
– A tax on salt. Consumers do not cut back much on their salt consumption. Its demand 

is highly inelastic, so substantial revenues could be collected.
– Taxes on elastic demand mostly change consumer behavior: This is what the 

government would like to achieve with a sugar tax.

But how will we know if the channel of causation is not from price to behavior change, 
but from information as a result of public discussion leading to behavior change?



Administrative feasibility 

 Government should have

– The capability to design and execute the policy

– Enough information to identify the correct solution

– The administrative and fiscal capacity to execute the policy

 In such cases the policy lacks administrative feasibility. 

 For example, government departments may lack the capacity to deliver 
public services, such as, schooling and health.  



Tax rate and tax base
56

Besley and Persson (2014)



Informal sector and the tax base
57

Besley and Persson (2014)



Special interests

 Even if a policy is economically feasible and could be implemented 
administratively, the government may choose not to adopt it because of 
opposition by groups (including members of the government itself) that 
would be harmed by the change.

 This would particularly be the case if certain groups benefit from the 
unfairness or the inefficiency. 

 For example, coal industry interests trying to prevent the adoption of 
lower cost renewable energy technologies



Principal-agent problem

 In a democracy, it is often said that ideally the government is the 
servant of the people. 

 In economic terms, government officials are the agents and the 
citizens are the principals. 

 But this immediately raises two questions: 

– Why would the agent (the elected official) do what the principals (the 
citizens) desire? As in any principal–agent relationship the agent 
has his or her own objectives 

– Who are ‘the people’? There are many citizen-principals and they 
have differing priorities for what the government should do e.g. 
conflicting interests in pollution abatement policies.



Holding the agent accountable

 In a democracy, elected officials are held accountable to the electorate 
by the following strategies: 

– Give the official a sufficient salary, prestige, and other amenities of 
office: The official would then like to keep the job. 

– Monitor the activities of the government: To determine the quality of 
the government’s performance using legal principles of transparency 
and judicial review, along with a free press and free speech. 

– Hold periodic elections: A government that has not performed well in 
the citizens’ eyes is replaced by a different set of political leaders. 



Downside is short-termism (political business cycle)

 Officials who are subject to periodic review have an incentive to undertake 
projects whose objectives will become visible before the next election. 

 This is called short-termism. 

 Governments, for example, sometimes introduce expansionary fiscal policies 
(cutting taxes or expanding spending) in the run-up to elections, so that 
disposable incomes will be rising and unemployment falling when people vote. 

 Attempts to push employment above the long-run sustainable level will 
eventually lead to unsustainable inflationary pressures. But these unwanted 
consequences would occur only after the election

 a partial solution is to remove some policymaking from the hands of elected 
officials, such as, an independent (not elected) judicial system, and for the 
political autonomy of the central bank



The power of smaller groups (who have a lot to lose)

 Policymaking in a democracy is also sometimes biased in favour of smaller 
groups. Here is the reason. 

 Consider a policy, such as a reduction in tariffs on imports of clothing, which will;

– make less-expensive clothing available to the population, but 

– reduce the employment and income of workers in the domestic clothing 
industry. 

 Suppose that it will confer a total of R1 million of costs on the 500 clothing 
workers and at the same time will confer R2 million of benefits on 2 million 
consumers of clothing. 

 Now consider the challenges facing those seeking to organize campaigns 
against and for the policy: 

– Each worker in the domestic industry would lose R2,000 a year if the 
legislation were passed, so most would support the ‘anti-import’ cause. 

– Each consumer would benefit by R1 if the legislation were passed, so few 
people would be mobilised around this issue.



…some are more equal than others

 All citizens are legally equal in their rights, 
but some have much more power to 
influence government policy than others. 
 This impact on the principal-agent question 

of “Who are the people?”
 Wealthy citizens may have a 

disproportionate voice in a democracy 
because: 
– Wealthy citizens invest
– Wealthy citizens donate to politicians
– Wealthy citizens control communications
– Wealthy citizens employ lobbyists



Policy example 1: 
Limiting carbon 
emissions with cap and 
trade
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CO2 and climate change



How can we achieve efficient abatement? 
 Government wants to limit CO2 emissions by a certain amount

 Reducing emissions requires firms to abate: i.e. lower their emissions

 Assume that pollution is proportional to output: Different industries show a 
different level of pollution per unit of output (e.g. electricity production vs 
services)

 Abatement is more costly for high polluting industries

 Scientists know how much emissions need to be reduced in the economy.

 Government does not have information on the cost of reducing pollution in each 
firm. 

 This means a policy of instructing firms how much they can emit may be 
administratively infeasible. 

 Also employment and incomes are related to the output/production (which is 
directly related to pollution). If output is cut haphazardly, and jobs are lost, the 
policy can become politically infeasible. 



Cap and trade
 Cap and trade policies are a way of implementing some desired level of 

emissions (or abatement required)

 The objective is that the abatement should be done by the firms for which this is 
least costly because this saves scarce resources that can be used elsewhere

 How it works

– The government decides how much abetment is required (in tonnes of CO2)

– It issues permits to companies. Each permit allows a company to emit 1 tonne 
of CO2 (i.e. not abate) for free. The total number permits adds up to CO2 
emissions target. 

– The firms submit permits to government to cover their emissions: For each 
tonne of emissions produced, firms are required to provide one permit to the 
government. 

– Any firms caught violating the law (i.e. if they emit more CO2 than the permits 
they have), the are penalized with large fines. 

– The permits are traded: Firms that produce little pollution or have low costs of 
abatement may have excess permits, which they can sell. 

– Trade occurs until the gains from trade are eliminated. 
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Marginal cost of abatement
68

The marginal private cost of abatement (MPCA) of firm A is shown in red. 
It rises as its engages in abatement. 
Firm A uses a relatively low-emissions technology to produce its product. 



Marginal cost of abatement
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The marginal cost of abatement (MPCA) of firm B
is shown in blue and measured on the right-hand axis.

It rises as Firm B engages in more abatement. 
Firm B uses a more emissions-intensive technology 
to produce its product, 

Therefore its marginal cost of abatement is 
higher than for Firm A 

The slope of the blue line (Firm B) is 
steeper in absolute value terms than 

the slope of the red line (Firm A) 



Issue permits
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Government hands out 
an equal number of 

permits to each firm in 
the industry



Firms abate for “free” to permit allocation
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Firm B has a higher MPCA. If it 
can buy a permit to pollute 
more from Firm A for a price 
less than its marginal cost, it will 
purchase the permit, rather than 
abate. 

This creates the possibility of 
gains from trade in permits. 

Firm B will buy permits from 
A for as long as MCPA of 

firm B exceeds the MPCA of 
Firm A, both benefit by A 

selling permits to B



Trade
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There is trading until the 
MPCA is equalized 

across all firms
(at point X). 



Gains from trade
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The shaded triangle shows the gains from trade 
created by the market for permits. 

The green area above the red dashed line is the share 
of the gains from trade that Firm B receives, while the 
area below is Firm A’s share of the gains from trade. 

P* is the permit price and is 
equal to the marginal cost of 
abatement in the economy. 



Example of successful cap and trade policies

 One of the earliest cases of successful emissions trading was the sulphur 
dioxide (SO2) cap and trade scheme in the US

 Implemented in the 1990s and intended to reduce acid rain

 By 2007, annual SO2 emissions had declined by 43% from 1990 levels

 Despite electricity generation from coal-fired power plants increasing 
more than 26% during the same period



Where cap and trade was not successful

 The European Union Emissions Trading Scheme (EU ETS), launched in 
2005, is the largest CO2 cap and trade scheme in the world, including 
11,000 polluting installations across the EU

 The EU ETS has been not successful due to the fact that the permitted 
level of emissions was too high (too large a cap).  Too many permits 
were issued.

 After the financial crisis in Europe, economies slowed and emissions 
levels fell

 With the supply of permits exceeding demand, the price of permits fell 
dramatically,

 the fall in permit prices led to several high-CO2 emitting coal power 
plants reopening, because dirty technology was profitable again

 To get around this in the UK, for example, uses a carbon price floor, 
which sets a minimum price for permits to avoid the ‘virtually free 
pollution’ outcome that occurs when permit prices crash



Permit prices in the European Union
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Thinking about cap and trade
 The government created a market where one did not exist

 It did this by establishing a property right: a right to pollute backed by a 
government license/permit

 There are many markets that operate on this kind of basis (e.g. taxi operators in 
New York City  require a medallion)

 Note that enforcement by government is important, and not necessarily simple:

– Information is required to monitor emissions of all firms. (administrative 
feasibility)

– (If we have this information, why do we need cap and trade? Perhaps this is 
easily observable, while cost structures are not)

– What if the largest emitters are owned by government? Would they lobby for 
exemptions (Political feasibility, special interests)

 Markets also incentives technological change and investment decisions. 

 As the EU example shows, changing conditions can sometimes require 
adjustment to property rights, but if this happens to frequently the market itself 
will be undermined. 
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South Africa has introduced a carbon tax

 Ideally a tax on fossil fuels could entirely offset the external effects of carbon 
pollution 

 With the added advantage that businesses and others would then face less 
uncertainty about the cost of burning carbon

 A tax on carbon would raise the cost of emitting carbon in exactly the same way 
as having to pay for an emissions permit would do (in fact, the effect on costs 
would be identical if the market-determined cost of the permit were to be the 
same as the tax rate per tonne of emissions set by the government)

 The effect of the increase in costs would be higher prices of emissions-intensive 
goods and hence, ceteris paribus, demand for such goods would fall

 Both the cap and trade and a carbon tax are said to be a way to ‘put a price on’ 
the external effects of carbon emissions. 



Policy Example 2
Allende and Pinochet 
in Chile
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Chile in the 1970’s
 In 1970, the socialist Salvador 

Allende was elected president of 
Chile in a surprise victory, on a 
platform promising greater public 
services and nationalization of many 
of firms

 Wealthy people were worried about 
higher taxes, policies favouring their 
employees that would mean paying 
them higher wages, and the 
possibility that the government or 
even workers might expropriate

 If the wealthy thought that the firms they owned would be less profitable in the 
future, they would have no incentive to invest in increasing the assets of the 
firm. 

 Rather than invest in these firms, the wealthy might then invest in another 
country (known as capital flight), in housing, or in other Chilean assets more 
likely to be valuable in the future. 



The stock market and the democratic election of Allende



Coup against Allende

 In 1973 the Chilean armed forces attacked the presidential palace, 
defeating troops loyal to Allende. 

 They took over the government, ending democracy and replacing 
Allende with the unelected General Augusto Pinochet. 

 The wealthy anticipated that Pinochet would introduce pro-business 
policies, so stock prices rose again….

 The Pinochet dictatorship would remain until a constitutional 
referendum in 1988 demanded a return to democracy, which the armed 
forces respected. 

 Once again, a sharp change in behaviour of the wealthy is recorded in 
the stock market prices on the day following the referendum…. 



The stock market and the coup against Allende



The stock market and the referendum on democracy



Allende’s programme might be described as..

 Economically infeasible: 

– He could not force private firms to invest in Chile, and without their 
investment the economy would stagnate or even shrink. 

 It was politically infeasible: 

– Though democratically elected he did not control the Chilean armed 
forces which, with the support of businesses and the USA, turned 
against him. 



Conclusion

 Politics and policy is the ‘hand behind the invisible hand”

 As Laswell suggested, Politics is all about: 

– who gets what 

– who gets to be what 

– who gets to do what 

 The reason is that political processes determine the rules of the game—
the basic institutions that govern how we interact in the economy



So what can economics do?

 Economics is an essential tool to understanding how government policies can 
both increase the size of the pie and ensure its fair division. 

 Economics can help to adequately address the problems of inefficiency and 
unfairness in our economies, by designing policies that are both economically 
and administratively feasible. 

 Economics can also play a role in making good policies politically possible: 
economic reasoning can have a powerful effect on public understanding of 
what can be done in the economy, and even on what ought to be done. 

 Economics will help us to understand how the capitalist revolution and 
democratic revolution of the past few centuries together are changing our 
circumstances, and how we in turn might participate in this process of change. 
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