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@ What is the government’s main duty?
e Governance

@ Regulation
@ Protect Property right

Provide Public goods
Internalize Externalities
Antitrust
Redistribution
Stabilization

@ Market Failure

@ Government Failure
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Government Objectives

@ Ramsey Government: Optimum Aggregate Welfare
@ Mirrlees Government: Optimum Socially Welfare

e Maxiizing a social optimum function which is a weighted average of
HHs’ welfare.
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Financing Governments' Expenditures

Taxes (Corporate taxes, Value-added tax, Personal Income, Social
Security Taxe, Excise Tax, Import Taxes)

@ Debts

@ Money (Seigniorage)

@ Natural Resources Income like Oil Income or ...
°

Selling Assets
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@ A simple model

e Household
e Production
o Government

@ Types of taxes

e Labor income Tax
o Capital Income Tax
o Consumption Tax
o

Natural Resources Lump-sum Tax
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Model: government

@ Government Expenditures = G = T =Taxes
0 g =¢(G—5") where p <1:
o S’ is the subsidy transfers from government

@ ¢g could be public or private goods that government produces with
some level of efficiencies, usually less that one (mostly close to zero ;) )

e Explanations of ¢; and S
e What does Government actually do

o When it receives taxes?
@ When it produces a public (or private) good?
@ When it redistributes the taxes?
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Model: Labor Income Tax

@ Firm problem:

@ Household Problem

max U (¢p, ¢g, h)
c,h

st.c, = (L—1)wh+ 5

where t is the tax rate and S’ is the subsidy transfers from government

o Example:

24/ —h
rrgix Cp + ¢

st.¢, = (L—1)wh+§
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Model: Labor Income Tax

e Equivalent problem

mahx2ﬁ—h
st. C = (l-1)wh+S

where S = 5"+ ¢,
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Model: Labor Income Tax

@ HH’s Solution

S
h = (1- B
A=0w-G"FTw
c = (1—-1)°w?
@ Firm’'s solution:
w=A
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Model: Labor Income Tax

@ Suppose S'=0= S =¢; =G = pTwh

e Equilibrium

T+ ¢T

_ 1-7 _ 2

4 (1—T+4>T) (1-7)A

Welfare = (1_T+2¢T) A(l—1)
1—-1+¢1
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Model: Labor Income Tax

o Laffer Curve

G=T=1(1-1)A

» Tax rate
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Model: Capital Income Tax

@ Production:
Y = AK*®

@ Household

(o]

max Y B'U (ct)

Ct-kt+1 t=0
s.t. ¢ + kt-l—]. - (1 - 5) kt = (1 - T) [Vt‘kt + 7'(t]

o Government
Gt == Tt == T(Vtkt + T[t)
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Model: Capital Income Tax

@ Solution: Vet
et B(1-54 (1- 1) ve)
Uct+1
@ Firm:
e = Yi— Vikt
vi = aAK*!

e Government: Assume ¢ =0
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Model: Capital Income Tax

@ Steady State Equilibrium

1 = 11 (1-6+(1—1)aAKL )
= o
o = (js0-0) —eaar
v o= ( 1—T>H:Y0(1—T)f“a

,_.
-

Cs = (1—T)AK”‘ 0Kss = G (1 —1)T¢
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Model: Capital Income Tax

o Laffer Curve: .
Gss = Tos = KgT (1 —17)T0

» Taxrate

n—a
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Model: General Taxation

@ Production:
Y = AKYL1¢

@ Household

[ele]

max Z B'U (ct, It)

Ct,Ke+1 =0
s.t. Ct + kt+l — (1 — 5) kt = (1 — T/t) Wt/t + (1 — Tkt) (Vtki’) + TT¢

@ Government

Gr = Ty = Tiewele + Tue (Veke + 7T4)
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Model: General Taxation

o Optimum Ty, T : Solution:

T = Ofort>1
Ty = Tyfort>0
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Complement public good

@ For each G :there is a tax rate 7 (G) to finance G and also C; = ¢G

@ HH Welfare
U (G G (1), 1" (1)

@ Government problem: Choose G s.t.

mGaXW <¢G.T(G))

+ —
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Government Expenditures Effects

Distortion and productivity Effect

°
@ Crowding out Consumption
@ Crowding out Investment

°

Fiscal Multiplier
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