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Discussion Section 9 - Solutions

QUESTION 1 (Commodity Market - Ex 13.3 extended)

Let’s think that we can approximate the tax system in the US with a flat rate tax, as in

chapter 13 in the book.

(a) What happens to the commodity market if Obama decides to raise the tax rate

from τ to τ ′ > τ permanently.

There are two valid explanations. First, the permanence of the increase

in the tax rate, τ , induces almost no change in the desired savings, so

the cutback in goods supply is roughly equal to the fall in consumption

demand. However, since investment demand also declines, the overall

change in commodities demand is larger than that of the supply.

Another explanation is that since capital is fixed, commodities supply

cannot adjust as much as commodity’s demand, where consumption and

investment adjust immediately.

(b) Explain why this policy reduces the after-tax real interest rate in the short run, but

raises the before-tax interest rate in the long run.

(c) How does the latter affect the stock of capital?

A rise in the tax rate discourages consumption and investment demand

and shifts aggregate demand more to the left than it shifts the aggre-

gate supply curve. Therefore, the after-tax real interest rate declines.

Although the after-tax real interest rate declines, the net effect is a

decrease in investment demand which reduces the capital stock in the

long-run because the tax change is permanent. Notice that the condition

(1 − τ)(MPKt − δ) = r̃ implies that it is still true that MPK − δ = r since

r̃ = r(1 − τ). The long-run decline in K raises MPK, and therefore must

be associated with a long-run rise in r.

QUESTION 2 (Labor Market - Ex 13.5)

Could Obamas policy from question 1 reduce real tax revenues? How does the answer

depend on the response of labor supply to changes in the after-tax marginal product of

labor?

Real tax revenue is Tt/Pt = τ(Yt − δKt−1 − Et) so an increase in the tax rate

may reduce real tax revenue only if output falls enough. However, in order

for this to happen, labor must supply must be highly sensitve to changes in

the tax rate.
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QUESTION 3 (Supply side economics - Ex 13.6)

How can an economy benefit from lowering the tax rate? (Consider wealth effects of

taxes)

It is called supply-side economics, when taxes are excesively high, beyond τ ∗

in the following graph, a cut in the tax rate would yield larger tax revenues,

while reducing the distortions to the economy. This is, it will also increase

output, consumption and investment.

QUESTION 4 (Aggregate Wealth effect - Ex 14.7)

Assume that taxes are lump sum. Suppose that the government cuts current taxes and

runs a budget deficit, but the real public debt remains constant from period 2 onward.

Also, government consumption and real transfers in every period do not change. Discuss

the aggregate wealth effect that results from the government’s current tax cut. How does

this effect depend on the following considerations:

(a) Households with infinite horizon?

There is no aggregate wealth effect from the tax cut, because the lifetime

income of an infinitely lived household is unaffected. The tax cut now

implies a tax increase in the future.

(b) Finite lifetimes?

If people have finite lives and don’t care about descendants they will

feel wealthier because they will perceive that the taxes will be borne by

others they don’t care about. If they do care about their descendants

then we are back in the case with infinite horizon households: they won’t

feel wealthier.

(c) The existence of childless persons?

Wealth increases for people with no children, but decreases for people

with more than the average number of children. So the net effect could

be zero.
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(d) Uncertain about who will pay the higher future taxes?

If people are risk averse, uncertainty will imply a negative wealth effect.

(e) The possibility that the government will print more money in the future rather than

raising taxes?

This raises people’s expectation of future inflation, which is a problem

only due totransactions costs, but as long as these are small people will

not significantly less wealthy, however, transaction costs tend to be high

with high inflation.

(f) The imperfection of private loan markets?

People will consume more today, due to the tax cut, and less tomorrow

due to the tax raise, this will generally be worse than what they would

have done if the loan market was not imperfect (smooth consumption)

so they suffer a negative wealth effect. It ends up being as if they were

less wealthy.

QUESTION 5 (The Regan Tax-Cut Plan - Ex 14.9)

President Reagan’s initial proposal in 1981 for cutting U.S. federal income-tax rates in-

volved roughly a 23% overall reduction in rates. The full cut was to be phased in over a

three-year period ending in 1983. The plan involved also gradual reductions over time in

real government expenditures when expressed as a fraction of real GDP.

Consider an alternative plan that would have yielded the same present value of real

tax revenues but that implemented the entire cut in tax rates in 1981. Assume that real

government expenditures behave the same way as under Reagan’s plan. Compare this

plan with Reagan’s with respect to the effects on work effort, production, and investment

over period 1981-83.

The two plans are identical with respect to the paths of government spend-

ing and the wealth effect created, if any. They will only differ in the timing

of tax cuts.

Under the Reagan plan, taxes were higher in the early part of the 3-year

phase of the plan and lower later. These implies that there will be intertem-

poral substitution effects on consumption and work effort. First, for a given

value of the after tax real interest rate, both policies will create the same

wealth effect on consumption demand. If we assume, for simplicity that there

will be no wealth effect, consumption demand will be unaffected. However,

labor supply will decrease now and increase later because, households can ap-

propiate a higher portion of the MPL in the latter years of the 3 year phase.

This is, the disincentive to work now is stronger than the disincentive to work

in the future.

The net effect is that, relative to the latter years of the policy, the earlier

period would be characterized by lower employment, output and investment
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and a higher real interest rate since the commodities supply curve will shift to

the left, while the commodity demand curve will not change. In contrast, an

immediate tax-cut to the long-run tax rates would have induced no intertem-

poral effects of that kind.

TA: Gabriel Martinez 4 11/21/2014


