
Studienbegleitende Diplom- und Master Modulprüfung Winter Semester 2014-2015
Exam for Optimal Theory of Taxation

(Finanzwissenschaft IV: Optimalsteuertheorie)

You have to answer all questions.

Section A: Theoretical and Short Questions (20P)

1. What do the rules of optimal commodity taxation seeing in class state? (6p)

2. What is the second dividend of an Eco tax? (4p)

3. In a household with home production, how should goods that can be produced at home be taxed in comparison
with others? Why is this so? (5p)

4. In the basic model of international tax competition, what is the condition for Pareto optimality? For which
value of n (number of countries) Pareto optimality is achieved? What happens when n is di¤erent to that of
Pareto optimality? (5p)

Section B: Exercise Questions (40P)

Exercise 1

Consider an economy populated by two types of individuals: High and Low productivity. There are n individuals
with high productivity and (1�n) individuals with low productivity. They di¤er in their wage rate: wh and wl for
high and low productivity individuals, where wl < wh. Each consumer has 1 unit of time to allocate between working
and leisure. Consumers care about consumption and leisure/labor according to the following utility function,

u (ci; li) = c

i (1� li)

1�

Consumers have to work to obtain income so that they can purchase consumption goods. The price of consumption
goods is normalized to 1. The government can perfectly observe the type of each individual. Thus it imposes a tax
schedule consisting of the following: It imposes a proportional income tax on high productivity individuals, t and it
gives a lump sum transfer to low productivity individuals, b. The tax raised by means of taxing high types�income
is used only to �nance the lump sum transfer given to low types.

1. Set up the budget constraint and the maximization problem of a representative high productivity type.
Determine the optimal functions ch (t) and lh (t) and show that lh (t) is the following

lh (t) = :

(8p)

2. Determine the indirect utility of a representative high productivity type. (3p)

3. Set up the budget constraint and the maximization problem of a representative low productivity type. De-
termine the optimal functions cl (b) and ll (b) and show that ll (b) is the following

ll (b) = 1� (1� )
�
1 +

b

wl

�
:

(8p)
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4. Determine the indirect utility of a representative low productivity type.(3p)

5. Given that the income tax levied is to be used only to �nance the transfers. Write down the constraint of the
government. (4p)

6. Assume a utilitarian welfare function. The government wants to maximize the total welfare function by
choosing (t; b) subject to its constraint. What is the optimal tax schedule (t�; b�)? (8p)

7. Imagine that the government now cannot di¤erentiate between the types. Explain how the problem will
change. What condition has the government to take into account when choosing the optimal tax schedule?
(6p)
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