
Revised End-of-Chapter Exercises: Chapter 6 

Review Exercises 

1. What does tax-smoothing mean, and what is its implication for government financing? 
2. Discuss whether or not the U.S. Constitution should be amended to require the federal 

government to have a balanced budget. 
3. What is the difference between a progressive tax schedule and a flat tax? 
4. Why does the government need to supply public goods? 
5. List three reasons why Ricardian Equivalence may not hold. 
6. What is the government’s budget constraint? 
7. What is the difference between permanent and transitory government expenditures? 

 

Thought Exercises 

1. Suppose that the economy has a progressive income tax on household income.  What will 
happen to the aggregate marginal tax rate over the business cycle as GDP fluctuates 
around its trend? 

2. Suppose that households are not myopic and do not plan to leave bequests to their 
descendants.  Does Ricardian Equivalence hold in such an economy? 

 

Numerical Exercises 

1. Consider the following information describing a government’s projected budget position: 
 

Year Gov’t Spending Transfer Payments Nominal GDP 
2010 $600 $1,200 $11,000 
2011 $400 $1,500 $11,505 
2012 $150 $2,100 $11,700 
2013 $145 $2,500 $12,000 
2014 $175  $3,200 $12,500 

 
Assume that the tax schedule is given by T = -500 + 0.2Yn (Yn is nominal GDP) and that 
the interest rate on government debt is five (.05) percent.  Also assume that the 
government has zero debt at the beginning of 2010. 

a) Compute the nominal government deficit/surplus for each year. 
b) Compute the projected stock of government debt at the end of 2014. 
c) The government realizes that the large amount of debt at the end of the year 

2014 is not acceptable and decides to raise the marginal tax rate by two 
percentage points in the years 2012 - 2014.  What is the change in the stock of 
government debt in 2014? 

2) Consider the following stream of permanent government expenditures for three periods: 
G1

P = $20,000, G2
P = $21,000, G3

P = $21,500. 
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a) Calculate the present value of government expenditures, assuming that the present 
value of transitory government spending is zero and that the interest rate is 5 (.05) 
percent. 

b) Find the annuity-equivalent amount of permanent government expenditures using this 
data. 

c) Assume that the policymakers want to pursue perfect tax-smoothing (taxes are of the 
lump-sum variety). What is the tax revenue collected by the government in each 
period to cover the expenditures given above in 2b? 

3) Suppose federal tax receipts and net transfer payments depend on the level of nominal 
output in the economy, Yn, and are given by T = 0.25 Yn

 and TR = 0.075 Yn.  Nominal 
government expenditures are assumed to be exogenous, G = $2,000.  The outstanding 
nominal debt in the beginning of the year 2004 is $6,000.  Assume that real GDP in 2004 
is $10,000 and that the GDP deflator in 2004 is 0.98.  Finally, assume that the nominal 
interest rate on government debt is 2 (.02) percent. 
a) Calculate the nominal actual budget deficit and the nominal full-employment budget 

deficit for the year 2004 assuming that Potential GDP is $11,000 and that the 
government does not have to make interest payments on the outstanding debt. 

b) Calculate the nominal actual budget deficit in 2004 and include the fact that the 
government has to make interest payments on outstanding debt. 

c) What is the federal nominal debt at the start of 2005? 
d) Calculate real government debt at the beginning of 2004. 
e) Calculate real government debt in 2005 if the inflation rate during 2004 is (i) 4 

percent, (ii) 1 percent. 
 

Data Exercise 

1) Go to the BEA web site (www.bea.gov) and download annual data covering the years 2000 – 
2012 for Table 3.1 from the NIPA accounts. 

a) Construct a time series graph of the ratio of Current Transfer Expenditures as a share 
of Total Expenditures. 

2) Go to the St. Louis FRED database find data on the ratio of Total Public Debt to GDP. 
a) Construct a time series graph of your data for the years 1980 – 2012. 


