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Econ 4622 Public Economics A2015: Seminar assignment for 1 September 
 
Please, prepare for the seminar.  
 
 
Problem 1 
Explain briefly what it means that a tax is distortionary.  
 
Problem 2 

a) State the main assumptions made in the Mirrlees income tax model.  
b) How does the model explain tax distortions? 
c) Consider the two-type model with exogenous wage rates. What is the intuition 

for the zero marginal tax at the top?  
d) Consider the two-type model with endogenous wage rates. What is the 

intuition for the negative marginal tax at the top?  
e) State some of the main limitations of the Mirrlees model as a tool for 

discussing income tax setting.  
 
 

Problem 3 
Suppose that a company has the production function f(k) where k is the capital 
invested in the company. Assume that an amount d of capital is debt and an amount 
e is equity such that k=d+e. Suppose that the interest rate on debt is r, which is also 
the interest rate that can be earned by investing the equity in financial assets. 
Assume that the latter interest is untaxed. Set the output price equal to 1. Suppose 
there is a cost of using debt finance equal to c(d) where c’(0)=0 and c’’(d)>0.  

a) Characterise the optimal values of d and e in the absence of any tax (use the 
first order conditions). 

 
Suppose there is a tax with rate t on the profits of the company. c(d) is not deductible 
from taxable profits.  
 

b) Characterise the values of e and d chosen by the profit-maximising owner 
when interest on debt and equity is deductible (called ACE=allowance for 
corporate equity), and discuss whether there is a distortion. 

c) Characterise the values of e and d chosen by the profit-maximising owner 
when interest on debt is deductible while interest on equity is not), and discuss 
whether there is a distortion. 

d) Characterise the values of e and d chosen by the profit-maximising owner 
when neither interest on debt nor interest on equity is deductible (called 
CBIT=comprehensive business income  taxation), and discuss whether there 
is a distortion 

 
 
Problem 4 
Briefly describe what the typical trade-offs made by a tax evader are.   
 



 
 
 
 
 
 
 
 
 
 


