
Chapter 3 (pp 140-163)

February 13, 2017



Homework for February 13, 2017

ÅRead Chapter 3, pages 140-163—Taxes

ÅWork through example 3.6 and plot figures 3.6 and 3.7. 
send plots and programing to wmgavin@gmail.com

ÅFind data on the web for Mexico and the United States 
for 1990 to present
Ålevel of real consumption, 
Ålabor supply, wage rate, unemployment rate, and
Åthe population.

ÅYou can find Mexican data on the Fed’s website, F.R.E.D, 
under the category of international data

ÅSend data to me in an excel file



http://fred.stlouisfed.org/graph/?g=cGOG


http://fred.stlouisfed.org/graph/?g=cGOO


http://fred.stlouisfed.org/graph/?g=cGOW


http://fred.stlouisfed.org/graph/?g=cGOy


http://fred.stlouisfed.org/graph/?g=cGP9


Quiz 7  

1. What is a Laffer Curve?

2. How does a tax on consumption goods affect the 
equilibrium for consumption, labor, and utility.

3. How does a tax on labor income affect the 
equilibrium for consumption, labor, and utility.

4. Which delivers greater revenue for the 
government, a 20% tax on labor income or a 20% 
tax on consumption goods.

5. State one condition under which the revenue 
both taxes will be equal.



A goods tax and the budget 
constraint
ÅIf you are going to add government in 

macroeconomic model with microeconomic 
foundations
ÅIf the government raises revenue with a tax, what do 

they do with it.
ÅYou need to take account of the governments budget 

constraint.  (Today, just one period—Taxes must equal 
spending when there is no borrowing and no saving)
ÅWhat are lump-sum taxes and transfers? What mistake 

are we making when we assume lump sum taxes?
ÅWhat are the budget constraints for HH, firm and 

government?



Budget Constraints with a goods 
tax
ÅGovernment?

ÅHousehold?

ÅFirm?

ÅNow set up the model with a goods tax and show 
the MRScx



Budget Constraints with a labor 
tax
ÅGovernment?

ÅHousehold?

ÅFirm?

ÅNow set up the  problem with a labortax and
computethe MRScx
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Figure 3.6 A 20% tax on goods with 
transfer

plot(2*c, 2, 3.5, ymin=4, ymax=8) + plot(4*c-4*(c^2-6)^.5, 2, 3.5, ymin=4, 
ymax=8)+point((2.83,5.65), size=30)+plot(.5*((1.1*8*c)-((((1.1*8)^2)*c^2-
4*96)^.5)), 2, 3.5, ymin=4, ymax=8, color='red') + point((2.657,5.313), size=30, 
color='red')
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Figure 3.7 A 20% tax on goods with 
transfer

plot(2*c, 2, 3.5, ymin=4, ymax=8) + plot(4*c-4*(c^2-6)^.5, 2, 3.5, ymin=4, 
ymax=8)+point((2.83,5.65), size=30)+plot(.5*((1.1*8*c)-((((1.1*8)^2)*c^2-
4*96)^.5)), 2, 3.5, ymin=4, ymax=8, color='red') + point((2.657,5.313), size=30, 
color='red')
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Figure 3.12:  A 20% tax on labor with 
transfer

plot(1/2*(1/l^ .5), 4, 12, ymin=0.12, ymax=0.25, color='red') 
+point((6.853,0.156), size=30, color='red')+plot((1/(8*(12-l)))^.5, 4, 12, 
ymin=0.12, ymax=0.25, color='red')+point((8,.177), size=30, color='red') 
+plot(1/(2*(19.2-1.8*l)^.5), 4, 12, ymin=0.12, ymax=0.25, color='black') 
+point((6.853,.191), size=30, color='black')
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Regulations and Implicit Taxes
ÅExplain how environmental regulations can be like 

taxes.

ÅExplain how banking regulation can be like taxes.

ÅExplain how medical regulation can be like taxes.

In each case, what happens to the implicit revenue 
that is collected.



Moral Hazard

Åmoral hazardoccurs when one person can act to reap 
benefits while someone else bears the cost of that 
action.
ÅGive examples in the insurance industry

ÅWhat is the moral hazard that was created when the US 
government bailed out Bear Stearns in March 2008?

ÅWhat is the moral hazard associated with 
unemployment benefits? Welfare programs in general?



Homework for Feb 15

ÅRead chapter 4

ÅReplicate figures 4.1, 4.2, 4.3 and 4.5


