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ABSTRACT
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-

The Laffer curve showing tax revenue as a function of the tax on the
 prevailing money wage is derived from the aggregate supply of labor function.
"mﬂ]‘, the possible trade-off beiween tax revenue and employment (or

tal output) is considercd. Then the tax is shown to result in wage rigidity
downward even wnder competitive condition. Some policy implications and



A THEORETICAL DERIVATION OF THE LAFFER CURVE
AND THE EFFECT OF THE TAX ON WAGE AND EMPLOYMENT

By
- Casimiro V. Miranda, Jr.*

I adhered scrupulously
to the precept of that brillians
- theoretical physicist I.
Bolizmann, according to whom
matters of elegance ought to be
lefi to the tailor and to the
- cobbler.

Albert Einstein

I. Introduction

The controversy surrounding the Laffer curve, a strictly macroeconomic
‘concept that relates total tax revenue to the tax on wage income, lies in the problem
of determining the actual tax rate that maximizes tax revenue and consequently where
the economy is on the curve. While the curve is of the right shape as deduced from
a description of the macroeconomic behavior of workers (taxpayers) that affects total
tax revenue due to changes in the tax rate on wage income, the tax discourages work
and encourages tax avoidance only at the downhill side of the curve up to the point
where the confiscatory tax rate is 100.0 percent. In this regard, we quote at length
from Edward Meadows .|

*Professor, School of Economics, University of the Philippines.

‘Edward Meadows, "The Ideas of Arthur Laffer,” Ecopomic Impact, No. 35,
I981/3. International Communication Agency, Washington D.C. pp. 20-21,




“Where are we on the curve? . L

..the curve itself,.. diagrams one;of the most basic propesitions in
acnm.:-mn:ﬁ' At the lefi-hand side of the scale, the government imposes no
income taxes on income and so gets no income tax revenues: Moving right
along the scale, as the tax rale increases, so do revenues. But when the rates
get high enough to discourage work and encourage tax avoidance, ever-higher
rates produce less revenue (the down side of the hill). If the tax rate reaches
100 percent, it yields zero revenues--no one would bother to earn taxable
mcome 1f the government confiscated all of it

What's controversial is Laffer’s assertion about where we are on the
curve. He says we are descending the right-hand slope.... |

Laffer’s friends...don't make such daring claims. .. Paul Craig Roberts

who helped write the !{m]r[mm tax-cutting bhill. __thinks we are still on the
left-hand slope of the curve... S - -

This controversy about the Laffer curvz provides the rationale for the objective
of this work which is to derive the curve more precisely from a basic theoretically
and empirically received concapt, = the, upward sleping aggregate supply. of Jabor
function. It will be shown that the shape.of the Laffer curve, particularly its peak
point, depends on the shape of the supply: of labor function from which it is derived.
The peak point of the curve, of courss, deiermines the tax rate on income that
maximizes tolal revenve.  Under alternative shapes.of the supply of labor function,
the peak,points of the corresponding: Laffer curves vary with. the tax rate that
maximizes revenwe. As a coroliary,: the: possible. trade-off. between revenue
maximization and the I-l:rﬁ'e!ﬂf employment (or todal output) from the stast of taxation
and as the tax increases, along the uphill side of the Laffer curve is considered. As

to what the confiscatory tax rate is, this question is left to empirical investigation.




While the derivation is made to provide a firm theoretical and empirical bases for the
curve, the more interesting ﬂﬁﬁ?mt mﬂn‘ﬁnpunanl p:ﬁi:i:,r‘implica_ﬁnps is the effect
uflhe ta.t on lhc Imri:.I.'%Df e'nﬁ:li:-jrm‘éﬂt ai'ld-'heum'nn total uf:-'utpul brought about by the
be:?mmr ui' wage and’ changf:s in labor’s Suppl:,r decision’ due to the income tax.

Thesea:eihees&enﬁalcmcemafmmwmk
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Il Derivation of the Eilffes Cupvs! 57
Consider Fig. A below the upper pnel 6f which g?r:aphi;i:rally' presents the labor
market. Nominal or na;anajr wage w is. measured on the vertical axis, the quantity of
labor L on the horizontal'axis. D, dnd'S; dre the apgregate demand for Iabor function
and the aggregate supply of Iabor fithctiof: respectively. Both D, and S, are, for
+ purposes of theoretical simiplificatiof’ linéar furittions 'of nominal or money wage
without tax. Nominal wage is used indtead of real wage as #n-independent variable
since i is what is sctually being taxed, ©Real 'wage however, mayhe used and gives
the same result provided the price level is‘fixed otherwise everytime the price level
-changes the rcal wage must be recalculated’ and the mhtsﬁtiﬂing tax rate revised.
This is messy becanse the tax colléctor and ‘the ‘taxpayers must agree on the method
and resultof estimation of the price Ievel. =7
 In the'upper panel of Fig A, the frdvailing equilibrium money wage without
tax is w; and-the equilibrium level of hﬁplhjriiwﬂl'ié L.. At the equilibrium wage w,
the total incomie of the total empliyed Tabor'L, is (W)(L) = the rettangle Ow_BL,.

Thus tax revenue from wage income at this initial position is zero.
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Now let the initial tax rate on the prevailing wage w,be I, whence wage
mcome after tax is now w(l-t). If at this lower wage after tax the equilibrium
quantity of labor L, conlinues to work, then total tax revenue is (w L)L, = the
l;xlmglew_[]—t,lwﬁd_ The same resultisnhiaiuedfurm{ymmlmxhast,, ts
and t, (where | <t d:t,} that sumessive{};'mducﬁ?mge after tax as long as the
equilibrium MElofe:ﬁiﬂum}em remains unchanged at L. Tmmgﬂly unrealistic
u&ewﬂnﬁpmdmcihelaffg{gimcspﬁﬁmemmumueﬁsimplypmpmﬁml
to the tax mate t. Also, this n'n;s s:mmr:r_!;}__ﬂle wmtm response 1o the rising tax
hnﬂmasdmihad.uﬂiﬂ: Mmmgmﬂcanﬂynmnhadlctsmemcmmdldeaﬂml
mmmlymummmmfumﬁmuf‘ﬂmwwm
nominal or real, not wage with the fax. ﬂmatmrduynfthmmsemnhesemﬂmﬂy
when the tax rate is cmﬁs:mtm}r ?.hetu,mtam;l!mmaqmm]m‘ﬂp:mem-
w0 that almost all of the total wage income Ow,BL, goes to tax revenue but the
mn Ievel of employment L, remains unchang:ad. Of course, this does not rule
Iﬁemﬂ&ﬂi&ylﬁ.ﬂilhcqunnﬁt}[ﬂflabﬂrL.ma}'dmﬁcmtmainmpIcyﬂdifil:u:
leisha:enuughmhcumﬂ:dﬁadhywnrkemm tnlcml:-leta:hurden What is a
LMJWEJMEHDEMMEEIMWMIMMFMM
- Ei:uﬂieampl}ruflahnralsafuncp{mufn:?ey wagewa:hmttuxnsupward
ﬂnﬂ,th:decrﬁse in wage aﬂﬂx Inxfm“':t redunéﬂlequmm}ruflahnr supplied
lim-l..mL[whenﬂleuxratelln‘lr,:smmsadsrﬂntthetax revenue from the
prevailing wage w, is (w(t (L) =|= the rectangle W.[]-EJWJ‘E which is less than the
rectangle w{1-t)w,Bd. Thﬂmfherealzstmcase wnrhers L,L.. quit the IHhurma.rkEt



when their wage income is reduced by the' tax - which is'in keeping with the behavior
of workers(taxpayers) hehind the Laffer curve and the well-known distorlionary effect
of the tax. ol w

As the fax rate t increases, tax revenue increases up 1o the tax rate t = ILI 3
‘t, af which it reaches'its maximum since al point A of the segment OB of the linear
supply of labor function OS,, AB = GA so that AB/OA = 1.0. Thus at point A, the
maximunm tax ‘revenue from wage income i (w(tJ(L.) = the rectangle w,(1-1,)w.aA
at which the quantity of labor supplied - 'still at the prevailing wage w, that is being
taxed - decreases furthér from L, to L, Thereafter as'the tax rate increases, revenue
starts to decrease unfil it 1§ zero at'thé confiscatory tax rate say, t — 1, since at the
wage after tax w,(1<,) which may still' bé positive, all workers withdraw from the
labor market. It should be notédf that s shiwn I:I}r!he supply of laﬁurcuna, not all
workers (taxpayers) react in-the same wdy (o changes in the tax rate, which is to be
expected because not all of fiem have the same perception of What is 1 tolérable or
intolerable tax burden. However, s the tax rate increases, there is an increasingly
unanimous reaction of workers to what would be the confiscatory tax.

" At this juncture, it is important o note that the confiscatory lax rate which in
the examipile shown in‘the upper paief of Fig. ‘A is 1, fied not be 100.0 percent. The
confiscatory tax rate at which all workers withdraw from the Tabor markei will depend
on the workers” perception -::-f_me tax hurden hence it can be any rate, perhaps much
lower than '100.0 percént. “For example, a 70.0 p&mmt la':-:j on '!A"EL:E“E- income or va

non-wage income maybe considered confiscatory by taxpayers for being a very heavy




tax burden. The British 1ax op tea that spasked the Amegican war of: independence
must have been much lower than, 100.0 percent.. Thus a confiscatory tax rate maybe
defined as that tax rate which workers(laxpayers) feel as too onerous so that ‘they
e avoid paying the (ax or, all or most of them quit the labor market altogether.
Whatever, is, the cunt,'lscatcn' tax-however, the shape of the curve that emerges from
this discussion is shown in the.lower panel of Fig. A. i

- The perfectly symmetrical curve ODE in.the lower panel of Fig. A - a result
of the linear labor supply function OS, in theupper panel - which shows the, tax
revenue function B = fit) is the Laller curye,; The Laffer.curve can also. be
penerated whatever is the prevailing wage that is taxed. 1f instead of the equilibrium
Wage w, the prevailing wage that is faxed,is w, af 3,tax rate that, yields the tax
F,EFH,“P‘ 19 the rectangle w.(1-Lichy, and then, w, at a;tax rate that yields the
; ' imum revenue shown by the rectangle - wo{1-t)Aew,, and 50,00, a curve of similar
S 25 ODE in fhe lower panel of Fig, A is gencrsted. OBG being a triangle,
-_:;—u revenue is the rectangle w(L-t\Aew. singe, AB/QA = eB/G: = .1.0.
Thereafier as the tax rate increases, revenue, decreases. . v .
., The Laffer curve.peed got be perfectly symmetrical sipce if it.js, given the
F.# the tax,rate, it will sjmply; be the; rate.a. the, middle of the range that will

BRI o aiet al omenn vopthalil s Tl it e

Mymap §oaan
 *The Tinear suppr}r {.rf Tailm' fm‘r:hun 15 ; i :hw,(l—t} where w, 13 the wage thal

'Hﬁtﬂghzadauhe:mtet Whgmcm“mmmm(mﬁﬂrwm]mku
bwJtF). Since w, is fixed, R = f(1),
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maximize revenue. It is only for purposes of theoretical simplicity that the linear
supply of labor function shown in the upper panel of Fig. A which yields the
perfectly symmetrical Laffer curve in the lower panel whose maximum tax revenue
h-ﬂipﬂ'mtnatmem&_ml&fismﬂﬂinﬂﬁsﬂudy.

In Fig. B, the upper panel shows two examples of non-linear supply of labor
ﬁmdiﬁm,ﬂsuwhﬁhyﬂquﬂmnmmmWMmm,ﬂmimMmm
rate t1 dthenm—qmmﬂiﬁhlﬁﬁucmeﬁhﬁﬂmmmﬂdnimdﬁumirand

_ﬂ&,m?ﬂﬁw%mmwﬁgm ﬂpﬂlﬂﬂﬂltﬂzfﬁl‘:ﬂﬂf
 the also non-symmetrical L#rerw ONE derived from it. The single-peak feature
ﬁﬂulaﬁercuncmmilumﬂwmsmves]weﬂmsghunufﬂmlmw
mﬂu,wheﬂxrlmrm*mhw Inmgmﬂu]mmn-lmeaﬁabwmnﬂy
nmhunnarytlaﬂjclty,ﬂlrgygtymlﬂnﬂﬁimd_ iy
.ghMMMm?hmmmﬂfmmwycuwehm, the
| shap mwﬁﬁtﬂmmﬁmewmmwmmm
ale that maximizcs revenue. Also, whu;:ﬂmnmunmy:ismthemmnmlht
Thaachniﬂlhpﬁﬁflhﬁ’SprI}'Dflﬂhm'c’mt however, cannot be
minc ﬁﬂﬁﬂﬂﬂﬂ}’hﬂﬂﬂxlﬁrwghmgmu:]mk Once the actual skape of
ppl nflahn:fnnchmliskmwn the:aqtm]sha;tufﬂmuﬂncurvemllalrm
d gwmﬂmacmfmrale,whﬁ:mcmcmmymunthenuwemhﬁ
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1) As the tax increases, the level of employment decreases.

2).. On the upward sloping side of the Laffer curve up to its peak pmm where
lax revenue is maximom, there is a trade-off between revenue and employment (or
total vulput), that is, as the revenue mcreases (decredces) crﬁ;&lu'}rln:m {or total
output) decreases(increases), while on the downward sloping side of the curve, as the
tax revenupe decreases(increases) emiployment (or (otal output) cmehgh
decreases(increases).

The first of these two general conclusions is no more than the result of the
behavior of v-wkm 1N response Lo the increasing tax as described carlier that yields
the Laffer curve. It has, however, serious implications o the behavior of wage and
employment or total output since the “wage ‘that is''being taxed cannot remain
unchanged because it must Biveivay as the 6k erodes the jevel of en:-p;iuynmm

With regards to the second, the trade-off betwein fevenue and employment
along the uphill side of the carve makes i difficult, if not impossible, to mannnze
tax revenue without increasing unemployment and consequently, decreasing the level
of total output, a

The actual shape of the Laffer Curve as derived from the getygal shape of the
supply of labor function, gives the previiling wage, has ﬁﬂ'ilfever',' cerlain mmm;n
implications on the presence and extent of the trade-ofF between revenue'and the eve]
of employment. If the actual shape of the curve s ONE in the lower panel of Fig.
B 50 that the tax rate that maximizes Tevenue 15 very iow, the trade-off s may ﬂﬂt exist

at all or at most it maybe very weak making révénue’ maximization possible with little

G




or no decrease in the level of grployment heace with-little or no decrease also in the
level of tofal output. Indegd, ifjthe true maximum point of the Laffer curve is very
close to the yertizal (revenue R) axis;he tax rate that maximizes revenue maybe
m.h}r.mnqkm;mbt low and tolerable enough tax burden so that the trade-off
is non-existent - tax revenue is maximized aad the full employment level of total
in sharp contrast to this, the trade-ofi’ between revenue and employment becomes
cffective and more pronounced as the pesk point of the Laffer.curve decurs farther
""El’ from the vertical axis along.with the revenue-maximizing tax rate. in all of
these cascs, fhe, crucialyariable is the revenue-maximizing tax rate - the higher this
%Fﬁﬂtﬂ' will be the. extept,of the trade-0ff. . 1 e
., Bath of the general conglusions however, haye very significant implications
to, fiscal andfor monetary: policies when Jinked with the behavior of
sal wage and the level of employment due to the income tax. This aspect of the

cal derivation of the Laffer curve will,be the highlight of the following section

0 By mgur, fageroe S I RUL LY MR T R T T PR URS ool | o L 1 T e X W PR B

WL The Tax and the Behaviorof Wage and Employment: -

.+ ~The focal point.of this section js. the: more significant first general conclusion
of the preceding section hat, the, quantity, of labor supplied must fall as the tax on the
;n::valhqg money wage iRcreases. because. the wage:after tax to which the supply of

labor responds decreases.and. as. this_takes. placesthe wage offer (without tax) of

1k



employers increases. « With- this ‘reselt ifom the desivation of the Laffer curve, an
atiempt is now made 10 expldin the impact'of the ti%'on the behavior of wage and the
level of aggregate employment (or unemployment) which s perhaps, the most
important concern of macroeconomic policy as it affects the Tevel of total output.

- Consider the upper panel of Fig.' A once more. It is clear that the equilibrium
wage w, that is being taxed cannot keep on prevailing under the distortionary impact
of the tax which is, to decrease the leve! of employment as workers who consider the
tax burden increasingly onerous withdraw from the labor market thus pushing the
demand price for Iahﬁr upward beyond w,.  When money wage after tax falls to
w,(1-1), the withdrawal of labor LiL, from 1he labor market shrinks fhe e
labor supplied to L, thus mau:rg the dtmand mce for labor m w,, the mune;.r wagc
(without tax) that employers are w:-.IImg to pa}r L, of Ial:u:rr Clﬂ:ﬂrnutanﬂy, an excess
uf su;n;:ll:,.r over the demand for la{“mr at the d&maml price w[ n,]ual lo the ]}crrm;untai
Ime segment hn opens up. Umler mmpmu\rt mmhlmn ﬂ:s Hﬂjllsl.!.'ll’lﬂm pm:f.'.ss
towards the full empioyment ﬁqull'll:num u.ragc W, cannot take plar:e hmauqe the
situation is brought ahmt by the exugmuusly dﬂﬁ‘muw{l tax, not by an_v rranmmqe
disequilibrating mdugenum. lengc in the Iabur nm:k::f. 3

Th:: questions leel_v rc:lale:d to lhls are: {a} whm !ﬂppms. to u::: w-;uimn l I
who wnﬂld:ew from the labor :mrl:c: when nmney u.aga Hﬂﬂi‘tﬂ.ﬂ. dcaré:asm to w {! lu}
from the prevailing money wage hefure: tax w,? {h} -.wli the_-,r remain unemp]-nj-ed and
gcr on welfare or receive memplu}rmtnt hellel'l:a wlm:h are aI] tax Ime fm- tlu: rest of

Ll L]

their lives? Tu answer these queslxms mnsid:r the wmkcrs mppl_-,r uf lalzmr demmn

12




ces funther the downward wage inflexibility. The

= the line segment. hg,-=. ed that withdrew: from the labor

se-in their wage income after the tax may rejoin the labor
mey wage offer of emplovers is high enough to offset 4be tax wit, or

 part of it. That is, these workers revise their supply price # such
.&. which must be matched,by employers’ demand price.

e W - w, il'Fig. A, thit is employers'demand price w, ‘matches
supply price w, J;tmm{ﬂl who are willing to work will get

m“‘""l’“""’ ling wage w, however, only L, can be employed
._T.._.. ﬂplt,t&,;wi!_linﬁ 1o, work is Wjﬂillll::]r}[:ﬂ there is involuntary

to the horizontal !“Mﬁgmm hn th::mmsufihe supply of

I T B R T | o ] I

and fwfalmatﬂweprevaﬂm% wagf: H’l - w,. The line segment
TR R L R ) R LR T § i :

ly L:L, = by = cd, themnnut;,rcﬂahnﬁmtmﬂ:dmwduemum

gy = s | 1R el B o B AL T

ng to rejoin the Iahur mrkﬁtaﬂhl:wage wy but also those who

mtﬁtl.pa.l;l]ﬂ:samewage

2 eppiar 6 ER | g
-4-- ling Wﬂéﬂwn.ﬂwduﬂmhummmm
: "“ﬂg‘ éﬂﬂmﬂym;“;m“mm‘i ched by employers” demand
ufmpl;}:mau:;umﬂ:jhylhem '].11|.r5 mﬂessthr:taxrs
e T R 3 LA | R I P e
| ﬁi E‘jasrhcally rl:aiix;dflﬂlsm:h rmte: -‘.:lrF auxmﬂtﬂmiaﬂwmkm
_J-_-; ke 4 TREN I FE Tadanae el

i _‘Z; rable tax burden relative 1o wlmltw:r wage will prevail, lhe adjusl.me:nl

Rt ok ie (op Voe caroented oo

s the previous full ﬁmplnj'mem equilibrium wage [mﬂhml tax) w, will
N T P et e | R e

__':_ [Ifﬂ l'ﬂ:kll:-hl:ﬂ of the tax tS-l'llﬂ!:h, mccumnqum ut'r.hlsun revenue

- _.;_-_ vyl o et e |'_|1_. R R -.r =

wwhﬁethammnylsmih:uﬂerme and the exient ﬂfmcuadr:—
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‘off between revenue and employment) Ineffect, when workers raised their supply
price tq. W, - w, in.response o the tax, the downward rigidity of money wape
nullifics the segment On of the supply of Jabor function OS,, so that it now-becomes
the curve w,nS, giving rise to underemployment equilibrivin whére the prevailing
equilibrium nominal wage is now w; and the equilibrium level of employment is L,.
With the decrgﬁﬁ_ in the level of employment, total output must fall.

«:- The tax on wage income has thus created unﬂnpl::-}rmenl by préventing the
money wage to fall freely to the full emplu}rn:u:nl equlhhnum Wage w, am:l fur tostal
mtput tor mcmnse comespondingly. r’h& extent ui‘ the: response of wmﬁers ko IhE Lax
through changes in their supply price and the conseguent size of unn:mp]u:,.rme:m will
depend on the tax rate. ﬁm Imrﬂa:-.e.m UH.‘: tax rale: fur cxampl:: from (, to 1, will

T

raise their supply pn::e W tu = W thf: dw.:mmu pnce for labor of melr.;r}rer: u.hu.n

| T i IEITE, Lol LB

labor supply -;hrmks I' urth::r fmm L, tu LE lhux shtl‘lmg ﬂm hn::rmml.ﬂ se-gm::m of lju:

Suppl}f of labor function upwanr] rmuhrng in m-::rcas:::d uneniplu}rment l[-.:m = Im}

The new wage w, that is f:atahhshe:d is agam inflexible dnwnwmi T'hus as lJu: tax

increases and tmplﬂjp'l‘llf:}]t dacfea:;e:s lahur 5 mun:e:rac:nug wag: m:.:nr.am; furlhrr
raising unemplu].rmm!. and mim:mg tuml nutput

T

The same result i :3 uhlmnml whah:wr is ﬂm prev:a:lmg nummal or mnnf:}r \l.-:-]_g-:

thal is being taxed. Eur mlnplt ﬂ' n@ 1:. lhe [H'&vdllmg underem]:llu_-,-'ment
equilibrium * wagé that is taxed! then' Tabor's supply price wﬂ[ such

ruf

that w — sy~w, & . That i r: wurker'-: kae:p on munh:nug ihe tax ﬂlat lh:}- c:mmdf:r
unbearable, by raising their :.upply p-nu:: henr:f: shifting upw:mi the hunmnta.] ﬁcgmmt

at the higher wage that will then be established. In g:,nm'al whate:w.:r is the

14




_hp be established that js inflexible downward even under competitive

In this regard, it'is important to nofe that since labor’s supply price is such
= WorW,E OF W v.wy+ w,t which shows % asan increasing function of

; mt,ﬂmchmthatwhenmttumremmﬁd[t—ﬂ} nr- W, = w, the full
. I fi HO TR L

ymen! equ‘]ihmmmge That is, when t=0), wagehnumm fully flexible and
_-ﬂ' mlmlm-e ::mdm-:m 1he. Bd_l:l.lﬁtlrlflllt t-::wa:ds the %uJI]rn:IIw@Jlo}rhl;;e;l]:équ;]i;mum
Wﬂmﬂ ;a'k& plam i s E
A mm:etmal rauunale.hfurr Jtiréjjlv;]l—ﬁ;nu Keynm WagE suci:mm
;:I :|IL mmequem |l.‘.:5lﬁ thaj; ﬁ:ll e.nmlo}rrmnt equrllll}m[wn fevel of total
tput is L ]Wﬂlﬂdal n&m&ly; thm‘.. wage l't,gldll'j" duwnwmi is simply due to the tax
e i

aiscs the dﬁmnd ansl szrppl}r ;lnt:e ul’]ﬂ:urr airm'e its full employment level and
ﬂumts lts ad_mslmem tuwards l'uIJ em;:lnjrnxnt_ S:mpl}r put, wage rigidity

:Iuwnm:d:snmtmg Illl:l]'!;thﬂll ﬂmﬂlﬂmhumr}rmmufummmtaxmthe labor

il £ RS AN | Al

mmtei Acmrdmgly mwclum}- unampln}mt mayhe :aﬂﬂ'mﬂi as_follows:

FLLLE B

wmi:m m ﬂmmse:lvns mwhmmnly unemp]n}ral when they are looking for

[ BER | Ly T B

wmkhut c:annut ﬁml wnrl: atthe.pmfa;hngmnenge that employers are willing,
lupa:.randﬂutwurkersmnsmmll uﬂ‘ﬂihcmmetax

S F LEURE | L P Rl |'-I Yaiiks e

B_-,r wa_v .ﬂf r.:c_rncludmg th13 m-:_uun,,ﬂle effg_:t‘s of the income tax and the

48 &5

imposition of 3 minimum wage on the: labor mearket are briefly compared. The slight
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difference: lies in the causal sequence of the chiangés in Wige and employment. While
in the case of the income tax it is the decréise in the level of employment as workers
withdraw from the labor market due to the tax that drives up the Wage, in' the case
of the mimimum wage imposition, it 15 the compulsory wage Hik¢ that decreases the
level of employmient. Both the income fax and tie minimum wage are. however.
exogenously determined and have the same distortionary ‘effect on the labor market -
they increase wage above the equilibrinm level and make it inflexible downwards
creating unemployment even tnder competitive condition and concomitantly H:iiﬁcing

the level of total output.

IV.  Conclusion SO i

Since a more precise fornmilatitn of the Laffer curve entailed thi 'tse of the
supply of labor function, when the demand for labor is hn:ﬁgm into the scenario to
complete the ingredients of the labor market, serious problems ererge famely, (1)
the possible trade-off’ between tax revenue maximization - if the ECOnOMY is on the
uphill side of the' Laffer curve - and the level of ehap]uyiin:nt (or tokal output) and.
(2) the adverse effect of the tax on wage on the full employment level of total output
as the tax could result in wage inflexibility downward preventing adjustment towards
the full employment level even under competitive condition. &

These problems may bear on some of the views and/or jdeas involving the
short-run and long-run effects of fiscal andfor monetary policies, among m_.hﬁs, ol

the level of employment and total outpul. These views and/or ideas are:
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a) The Keynesianunderemployment equilibrium fevel of total output-and its
clesely allied tax-based fiscal policy as wage stickiness downaward may not be a short-

b) The short-run and long-run effects of changes in money supply and its
closely allied rational expectations hypothesis as they bear on changes in the Jevel of
employment and total output. ., . e .

€) The Phillips curve as the income tax raises money wage, prevents its

=mployment, cyclical unemployment, and structural unemployment, all
of which are inter-related and highly relevant especially to developed sconomies.
_ i mﬁumzqu at alkbe "najural”. but man-made - it is due to the

pe susly determined income tax. ., . . i a

9.4 fermative less distortionary, form of taxation and its corresponding less
.-_} :: __'_'II o 3

1] ﬁwﬁﬁmmﬂmmﬁuymFﬂgrms of most developed countries.
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