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Emmanuel Saez

Midterm Exam

March 8

Exam Instructions:

• Explanation should be written using pens (we recommend black or blue ink,

as these often scan the best). No pencils, except for graphs.

• You must submit your solutions using the exam packet provided. If you need

more room to write your answers or need to re-draw a graph use the extra pages at the

end. Make sure to note it clearly and accurately if your solutions continue on a different

page.

• Do not write your solutions on pages that say “Do not write on this page”.

Answers written on these pages will not be graded.

• When time is called, STOP writing, immediately CLOSE your exam packet and hold

it up until it is collected by one of the GSIs.

• Show your work. Credit will only be awarded on the basis of what is written on the

exam.

• Sign the academic honesty pledge. Cheating will be punished.



Student Name:

Student ID Number:

Affirm the academic honesty pledge below. For those writing on a non-printed copy,

please just write “Academic Honesty Pledge as on exam”, and sign your name.

If you do not affirm this pledge, your exam will be marked invalid.

0. ACADEMIC HONESTY PLEDGE

I confirm that I have abided by all academic honesty rules for UC Berkeley and Economics 131.

I confirm that I did not see this exam before my official exam start time. I confirm that I have

not shared and will not share this exam with anyone else. I confirm that I haven’t copied from

anybody else’s exam.

Signature:
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1. True/False/Uncertain (Questions 1a-e) (15 points, 3 points per question.)

Explain your answer fully based on what was discussed in class, since all the credit is based

on the explanation. Your grade depends entirely on the substance of your justification, not on

whether you are correct in writing “True” or “False”. Note that it is possible to answer each

question for full credit with three sentences or fewer, and answers longer than ten lines long will

not be graded.

(a) With a Rawlsian social welfare objective, the income tax rate should be set to maximize

tax revenue.

(b) Means-tested transfers combined with taxes on the rich only is more redistributive than

universal transfers combined with taxes on everybody.
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(c) Evidence from lottery winners shows implies that taxes can have a positive effect on labor

supply.

(d) According to labor supply theory, the EITC should decrease labor supply along the in-

tensive margin.

(e) Taxing goods whose demand is price inelastic has low efficiency costs and therefore these

goods should be taxed more.
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2. Incidence of Commodity Taxation (5 Points)

Consider the following market for brownies at Yali’s. Suppose the demand for brownies is given

by QD = 500 − 30P , where P denotes the price and Q denotes the quantity of brownies

demanded. The supply for brownies is given by QS = 20P .

(a) Compute the brownies market equilibrium. What are the equilibrium price and quantity?

(1 Point)

(b) Calculate the elasticity of demand εD and the elasticity of supply εS at the market equi-

librium price and quantity. If a tax is imposed on brownie purchases, do you expect

consumers or producers to bear more of the tax burden? (2 Points)
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(c) Now suppose a tax of t = $5 is imposed on each brownie that is purchased. Compute

the brownie market equilibrium with the tax. What are the new equilibrium price and

quantity? (1 Point)

(d) What is the deadweight loss associated with the tax? How much revenue does the gov-

ernment raise? (1 Points)
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3. Labor Income Tax (10 Points)

Suppose we are in a country where there have historically been no taxes. After a long strike

in which participants asked for more redistribution, the government implements the following

reform:

• Income up to $100: Subsidized at 20% (-20% marginal tax rate)

• Income between $100 and $200: Exempt from taxes (0% marginal tax rate)

• Income above $200: Taxed at 40% (40% marginal tax rate)

(a) In this country, we assume that everyone receives $5 per hour of work. Graph the budget

constraint before and after the reform is implemented (Hint: the budget line is continuous

and there are three brackets). Put labor (in hours per week) on the x-axis and consumption

on the y-axis. Label the x and y values of each kink point, and the slope of each of the

three segments of the graph. At how many hours of work is your pre-tax (and transfers)

income the same as your post-tax (and transfers) income? (2 Points)
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(b) One of the strike participants chooses how many hours she wants to work. Her prefer-

ences over aggregate consumption, c, and labor, `, are represented by the following utility

function:

U(c, `) = c+ θ ln(31− `)

θ is a parameter reflecting drudgery of work (i.e. how painful the work is). Assuming

θ=60 for the strike participant, solve for her optimal choice of labor before and after the

redistributive reform is implemented. Please explain your reasoning. Hint: you can use

any method of optimization discussed in class.(4 Points)
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(c) Was the striker’s decision to join the strike justified (i.e. is she better off after the strike)?

Explain how you would proceed to answer this question without necessarily making the

actual computations. Hint: ln(12) ≈ 2.5 and ln(11) ≈ 2.4. (2 Points)

(d) Assume there are ten individuals in this economy. Nine identical strike participants who

choose the same `∗ after the reform (same `∗ found in (b)) and one high earner person

working enough hours to be affected by the top marginal tax rate (i.e. this person has an

income above $200). How much this person must earn before taxes (and transfers) for the

reform to be budget balanced ? (1 Points)
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(e) Assuming that the reform budget is balanced, what is the high earner person post-tax

(and transfers) income ? (1 Points)
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[Do not write on this page.]
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Use this page for calculations, scratch work, etc..
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Use this page for calculations, scratch work, etc..
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Use this page for calculations, scratch work, etc..
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