
Rice University                                                                                                       Economics 483
Professor Zodrow                                                                               Public Finance: Tax Policy

FIRST HOUR EXAM: SAMPLE QUESTIONS
Answer all questions concisely in the blue books; anything written on your exam (which should be inserted in your blue book when you turn in the exam) will not be graded.  You may wish to use one book for scratch work and another book for your final (neat) answers, including all derivations. This is a closed book, closed notes exam, and you may not use a calculator.   The exam has a total of 100 points, with points for each question indicated in bold.  Partial credit will be given as appropriate.  Good luck! 


I.  The individual component of a direct consumption tax might be implemented in one of two ways, known as the ITP and ICF approaches.


1.
Identify these two approaches and explain how each treats saving and the returns to saving.


2.
Explain intuitively how the two approaches are equivalent in their treatment of the normal returns to saving. What is the key assumption in your analysis?


3.
 Explain how loans are treated under the ITP and ICF approaches.


4.
The current tax code allows for traditional IRAs (Individual Retirement Accounts). Is this type of IRA consistent with the ITP or ICF approach?  How does it differ?


5.
The tax code also allows Roth IRAs.  Is this type of IRA consistent with the ITP or ICF approach?


6.
Does the existence of the IRA options stimulate saving for this investor?


7.
How are loans (principal and interest) treated under the alternative of an income tax? 

II. Explain briefly how the following transactions would be treated under (a) a comprehensive Haig-Simons income tax, (b) the 1984 proposal known as "Treasury I," (c) current law, (d) an ICF consumption tax with a consumption-based business tax, (e) an ITP consumption tax with a consumption-based business tax, and (f) the Tax Reform Act of 1986.


1.  Interest expense (attributable to a loan used to finance an investment).


2.  The proceeds of a loan.


3.  The purchase of a depreciable asset.


III. Comment briefly on the following assertion: Investment is discouraged by a business level cash flow tax because above-normal returns (returns in excess of the firm's discount rate) are subject to tax.
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