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KEY CONCEPTS

CHAPTER 13: Taxes and Transfers

- Household’s real taxes, tt/Pt, are a fraction, τ , of its real taxable income.

- Households are producers and workers, so its real taxable income equals its rela product,

plus real interest income, less an amount of tax-exempt real income.

tt
Pt

= τ(yt − δkt−1 + rt−1
bt−1
Pt

− et).

- Aggregate real tax revenues:

Tt
Pt

= τ(Yt − δKt−1 − Et).

- The budget constraint for households, thus is:
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- After-tax marginal product of labor: (1 − τ)MPLt.

- After-tax real interest rate: r̃ ≡ (1 − τ)rt.

- After-tax rate of return to investment: (1 − τ)(MPKt − δ).

- In equilibrium

(1 − τ)(MPKt − δ) = r̃

- Market clearing conditon for commodities:

Y d = Cd

(
−
r,
−
τ ,
−
G . . .

)
+ Id

(−
r,
−
τ , . . .

)
+G = Y s

(
+
r,
−
τ ,

+

G, . . .

)
- Laffer curve:
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CHAPTER 14: The Public Debt

- Nominal amount of government bonds Bg
t . Individuals holdings of bonds: bt + bgt .

Agregate private bonds, are still zero: Bt = 0, hence the aggregate quantity of bonds held

by households equals the public debt, Bg
t .

- Government’s nominal saving is the change in the dollar value of its holdings of money

and bonds. Surplus refers to positive saving by the government, while deficit refers to

dissaving.

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.

(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?

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?

QUESTION 3 (Supply side economics - Ex 13.6)

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

taxes)

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) Finite lifetimes?

(b) The existence of childless persons?

(c) Uncertain about who will pay the higher future taxes?
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(d) The possibility that the government will print more money in the future rather than

raising taxes?

(e) The imperfection of private loan markets?

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.
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