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Supervision 4
Fiscal Policy

Short questions (250 words max)

1. In the Alesina-Tabellini model, a government budget deficit bias arises because the
government aims to stimulate output above the natural rate of output. True or false?
Explain.

2. Summarize the main features of the current UK fiscal policy framework and provide a
key drawback of its fiscal mandate.

Problems

3. Suppose a government minimizes the following deadweight losses of distortionary taxes:
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where τ t is the income tax rate in period t, Yt is national income in period t, and
δ is the government’s intertemporal discount factor. The government’s intertemporal
budget constraint is given by
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where Gt denotes government purchases in period t, and r is the real interest rate.
Assume that δ = 1/(1 + r).

(a) Set up the government’s optimization problem and derive the first-order conditions.
Give an intuitive interpretation of the results.

(b) Solve for the tax rates τ 1 and τ 2. Give an intuitive explanation of the results.

(c) Explain the effect on the tax rates τ 1 and τ 2, and the primary budget deficit in
each period in case of:

i. A temporary increase in government purchases G1.
ii. An anticipated future increase in output Y2.
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4. The relationship describing the evolution over time of the debt to income ratio can be
written approximately as:

∆b = d+ (r − g)b

where b is the stock of national debt expressed as a proportion of nominal income, d is
the primary deficit as a proportion of nominal income, r is the real interest rate, and g
is the growth rate of real income. [Tripos 2009]

(a) Explain the economic intuition behind this relationship and derive it from the
budget identity of the government.

(b) Suppose the initial stock of debt is positive and the real interest rate is smaller
than the growth rate of the economy (r < g). Explain and show in a diagram how
the debt-income ratio evolves over time if

i. the government runs a primary deficit.
ii. the government runs a primary surplus.

(c) Suppose now that the existence of risk premia causes the real interest rate to be
increasing in the debt ratio such that r = r̄ + ρb, where r̄ is the real interest rate
in the absence of risk premia, r̄ < g and ρ > 0. Explain carefully how this affects
the evolution of the debt ratio when the government runs a primary deficit.
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