Chapter 8 Notes:  Application:  The Costs of Taxation
1. Review

a. Both buyers and sellers are worse off when a good is taxed.

b. A tax raises the price buyers pay and lowers the price sellers receive.

2. The Deadweight Loss of Taxation.

a. Buyers and sellers share the burden of the tax, regardless of how it is levied.

b. A tax on a good causes the size of the market for the good to shrink.

c. How a Tax Affects Market Participants

i. To analyze how taxes affect economic well-being, we use tax revenue to measure the government’s benefit from the tax.

ii. The losses to buyers and sellers from a tax exceed the revenue raised by the government.

iii. Deadweight loss is the fall in total surplus that results from a market distortion, such as a tax.

d. Deadweight Losses and the Gains from Trade

i. Taxes cause deadweight losses because they prevent buyers and sellers from realizing some of the gains form trade.

3. The Determinants of The Deadweight Loss

a. When supply is relatively inelastic, the deadweight loss of a tax is small.

b. When supply is relatively elastic, the deadweight loss of a tax is large.

c. When demand is relatively inelastic, the deadweight loss of a tax is small.

d. When demand is relatively elastic, the deadweight loss of a tax is large.

e. The greater the elasticities of supply and demand, the greater the deadweight loss of a tax.

4. Deadweight Loss and Tax Revenue as Taxes Vary

a. The government’s tax revenue is the size of the tax times the amount of good sold. 

