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Please, prepare for the seminar.  
 

 

 

Problem 1 

Assume that a worker works h hours facing a fixed wage rate w and a tax rate t.  

Denote by R the income that the agent reports. Let ( )g wh R  be the concealment 

cost needed to avoid detection. The utility of the agent is  
( ( ), )u wh tR g wh R h    

a) Explain the arguments of the function.   

b) Characterise (by first order conditions) the optimal choices of R and h.  

c) Show that the evasion is a function of t, which you may denote ( )f t  allowing 

R to be expressed as ( )wh f t  . 

d) Inserting these expressions into the utility function, analyse the effect of t on 

labour supply h. 

e) What is the social cost of evasion in this model?  

 
 

Problem 2 

Suppose that a person supplies n units of labour and fails to report e units of 

income. The person faces a wage rate w, a regular (statutory) tax rate t, an 

exogenous detection rate p and a penalty tax rate if evading taxes.  

It is suggested that rather than taking p to be exogenous one may assume that p is 

given by a function i. p(e),  ii. p(e/wn) or  iii. p([((1-t)wn+te)/(1-t)wn].                     

Discuss conceivable arguments for each of these functions.  

 

Problem 3 

Suppose investors can deposit money in a tax haven in order to evade taxes. There 

is a probability p of being detected. If not detected, evading an amount e will yield 

a tax saving te when the ordinary tax rate is t.  If detected there is a loss  ( )t e   

where  is a penalty tax rate. We assume that the tax haven will charge a fee c per 

unit of e, where c is perceived as exogenous by the tax evader. However, we also 

assume that the charge will be increasing in the total demand e, so that  (e)c c – an 

effect not allowed for by the tax evader. (The charge will be higher the more 

popular the tax haven is.) The net benefit of the tax haven is supposed to be 



(e)c e  where is a loss which is assumed to reflect disutility from being under 

international pressure to abandon its policy. An increase in  can reflect mounting 

international pressure. Assume that the probability of detection is given by the 

function ( ; ( ) )p e c e e  . It is increasing in the amount evaded (e), and decreasing in 

the net benefit of the tax haven since a larger net benefit is supposed to diminish 

the probability that the tax haven may abandon its policy of secrecy. You may 

assume that second order derivatives are zero. From the perspective of the evader 

the argument after the semi colon, ( )c e e  ,  is perceived as exogenous. 

Consider the simple case where the evader is concerned with the expected net gain 

from tax evasion:  (1 ) ( )p te p t e c e      

a) Characterise (by first order conditions) the optimal choice of e. 

b) Suppose there is an exogenous increase in reflecting increasing 

international pressure on the tax haven. Derive the effect on e, and 

c) discuss the various channels through which e is affected by the increased 

international pressure.  

d) Discuss the relevance of the analysis.   

 

Problem 4 

Consider Mirrlees and Diamond’s model of social insurance. The utility of a 

working person, a non-working person able to work, and a person not able to work 

1u ( )c , 2u ( )c  and 3 2u ( ) u ( ) bc c  , respectively.  

a) Explain why a first best allocation would require  1 3u ( ) u ( )c c  . 

b) Explain why a first best allocation may not be achievable.  

c) Explain intuitively the case for discouraging savings in this model. 

d) Discuss the assumptions of the model.  


