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Recap



Principles of taxation

• Two broad categories of taxes: (i) Direct taxes on individuals and
corporations; and (ii) indirect taxes on a variety of goods and services.

• The five accepted properties of a “good” tax system:
1. Economic efficiency: the tax system should not interfere with the

efficient allocation of resources.
2. Administrative simplicity: the tax system ought to be easy and

relatively inexpensive to administer.
3. Flexibility: the tax system ought to be able to respond easily, in some

cases, automatically, to changed economic circumstances.
4. Transparent political responsibility: the tax system should be designed

so that individuals can ascertain what they are paying, and evaluate how
accurately the system reflects their preferences.

5. Fairness: the tax system ought to be fair in its relative treatment of
different individuals.

6. In many developing countries (and even in some developed countries)
there is an important sixth attribute: the tax system should be
“corruption resistant.”
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Economic impacts of taxation

1. Behavioural effects: (i) Work, education, retirement; (ii) savings,
investment, risk taking; (iii) Energies devoted to avoiding taxes instead
of creating wealth; (iv) Marriage and divorce.

2. Financial effects: Fringe benefits, financial structure of firms.

3. Organisational effects: Corporations versus unincorporated enterprises;
intertwined with financial effects (banks versus insurance versus other
forms of finance).

4. General equilibrium effects: Often important indirect effects,
especially with broad-based taxes, such as on wages or interest.

5. Announcement effects and capitalisation: Future taxes on an asset
reflected (“capitalised”) in the price of the asset at the time the tax is
announced.
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General framework for taxation

1. Pareto efficient taxation: tax structures such that, given the revenue
raised, no one can be made better off without making someone else
worse off. Choice among Pareto efficient tax structures depends on
values, reflected in the social welfare function.

2. Utilitarian social welfare function: chooses the Pareto efficient tax
structure that maximises the sum of utilities of individuals; marginal loss
of utility per dollar of revenue raised must be the same for all individuals.

3. Rawlsian social welfare function: chooses the Pareto efficient tax
structure that maximises the utility of the worst-off individual.
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Tax incidence

1. The essential point about tax incidence: investigating who the end
payer of the tax or the end recipient of the subsidy is.

2. Understanding market behaviour is critical in the investigation. Main
ingredients: elasticities of supply and demand.

3. Another perspective from labour economics, e.g. the effects of a
reduction in payroll taxes (t < 0):

(a) Competitive labour market (b) Inelastic labour supply

Knowledge of the elasticities of labour supply and demand proves to be of
primary importance: a policy of lowering payroll taxes with the aim of reducing
the cost of labour in order to stimulate hiring may lead in the end to a wage
rise that leaves the level of employment where it was.
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Tax incidence

1. The essential point about tax incidence: investigating who the end
payer of the tax or the end recipient of the subsidy is.

2. Understanding market behaviour is critical in the investigation. Main
ingredients: elasticities of supply and demand.

3. Another perspective from labour economics, e.g. the effects of a
reduction in payroll taxes (t < 0):

(a) Competitive labour market (b) Inelastic labour supply

Knowledge of the elasticities of labour supply and demand proves to be of
primary importance: a policy of lowering payroll taxes with the aim of reducing
the cost of labour in order to stimulate hiring may lead in the end to a wage
rise that leaves the level of employment where it was. 6



Tax incidence: Some ideas for your 3rd-year empirical project

(a) Commuting and Taxes: Theory, Empirics and Welfare Implications

(b) The Economics and Empirics of Tax Competition: A Survey and Lessons for the EU

(c) Who Bears the Burden of Energy Taxes? The Role of Local Pass-Through
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Select Exercises



Select Exercises

1. For a particular commodity, average cost is constant and equal to
marginal cost at every level of output. The demand curve is given by
p = a− bq. Show graphically and calculate the effects on price and
quantity of a unit tax equal to t paid by producers in case the market is:

(a) Perfectly competitive

(b) A monopoly
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Select Exercises

2. Suppose that the demand for cigarettes is given by qD = 2000− 200p,
and supply by qS = 200p, where qD is the number of packs demanded,
qS is the quantity supplied and p is the price per pack in dollars.

(a) Find the price and quantity of a pack of cigarettes, assuming the
market is competitive. What is the price elasticity of demand (in
equilibrium)? Draw the supply and demand function (p on the
vertical axis, which goes from 0 to 20, and q on the horizontal axis)

(b) Show in the graph of point (a) the resulting consequences for the
supply curve.

(c) Compute the quantity after the tax, the price paid by consumers
and the (net) price received by producers. How much of the tax
can the producer shift to the consumer?
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Questions for Discussion



Discussion topics

2. (qn 8, ch. 17, from Stiglitz and Rosengard, 2015) Consider a state debating
how to finance emergency road and bridge improvements. Among the
possibilities are increased fees on drivers’ licenses, a personal property tax on
motor vehicles, a tax on automobile parts (including tires), and higher taxes
on cigarettes and liquor. Which of these taxes are benefit taxes, which are
corrective taxes, which are both? Which of these taxes is least distortionary?

3. (qn 9, ch. 17, from Stiglitz and Rosengard, 2015) Issues of efficiency and
fairness often get intertwined in complex ways. Use the perspectives on the
principles of taxation provided in the text to discuss the appropriateness of:

(a) Taxes on gasoline.
(b) Subsidies to public transportation.
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Multiple-Choice Questions



MCQ

1. Which of the following is a lump-sum tax?
(a) A sales tax.
(b) A payroll tax.
(c) A head tax.
(d) An income tax.

2. When a tax has implications for markets other than the one on which it
is imposed, these are called
(a) Announcement effects.
(b) Distributional effects.
(c) Externalities.
(d) General equilibrium effects.
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MCQ

3. The precept that people in a position to pay greater taxes should do so
is called
(a) specific egalitarianism/equalitarianism.
(b) horizontal equity.
(c) positional justice.
(d) vertical equity.

4. When a competitive market has a horizontal supply curve and a
monopolist has a horizontal marginal cost curve, which of the following
statements is true of both markets if a specific tax is imposed on each?

(a) The extent to which price rises depends entirely on the shape of the
demand curve.

(b) The extent to which quantity falls depends entirely on the shape of the
demand curve.

(c) Price will increase, and increase by more in the monopolised market.
(d) None of the above.
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MCQ (Past paper)

1. Assuming an economy with two people and two goods, at all points on
the contract curve:
(a) There is equality of opportunity
(b) The MRS for the two individuals is equal
(c) There is no poverty
(d) Utility is being maximized

2. To achieve the efficient amount of use of a public good, the
___should be equal to the ___.

(a) Average social cost; average marginal benefit
(b) Marginal social cost; marginal benefit
(c) Marginal private cost; marginal benefit
(d) Marginal external cost; marginal benefit
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Thank you for your participation!
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