ndirect taxes and subsidies
Why are cigarettes so expensive? And why is education free in state schools? Certainly tobacco is not that difficult to grow, and obviously a day of teaching is actually very expensive when you have to pay for teachers’ salaries and school bills. Yes, cigarettes should be cheaper and primary school should be more expensive – in a free market.
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But, many of the things we buy and sell are regulated by the state for political and social reasons. If cigarettes were cheaper, more people would probably smoke, which is bad according to most politicians. If school was so much more expensive, not many children will study, which is also bad, for society.
To turn what would be a bad outcome into a good one, governments impose taxes and subsidies. Let’s see why and how governments manipulate markets in order to make people’s lives better...
Taxes
The first type of government intervention we will examine is indirect taxes, also known as excise taxes in the US. While direct taxes are taxes on income, indirect taxes are the taxes on goods and services that you pay, when you buy something. Governments choose what to tax for very precise reasons. For example, cigarettes are heavily taxed because:
1. They are demerit goods (i.e. whose consumption is socially undesirable) and reducing the number of smokers is often a social objective (smoking affects both the smokers’ health and people around them).
2. Demand for cigarettes is inelastic, given the lack of substitutes and because of addiction.
Therefore, indirect taxes are imposed to discourage the consumption of demerit goods or, as we will see in the next section, goods with negative externalities. Moreover, they are imposed toraise government revenue that can be spent on public goods and services such as health care.
Two types of indirect taxes can be imposed:
· specific (flat rate) taxes: these are set on a per unit basis. It means that, for example, every packet of cigarettes bears a tax of $1.
· ad valorem taxes: these are set as a percentage of the price. E.g. the UK imposes a 20% VAT (value added tax, or, sales tax) on most goods and services.
We can see how a flat rate tax impacts the market for cigarettes in the following diagram:
[image: Flat taxes shift the supply curve]
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When an indirect tax is introduced:
1. The price of cigarettes goes up from P1 to Ptax.
2. As price goes up, the quantity demandedgoes down from Q1 to Q2.
3. The government collects a revenue equal to the rectangle B - D - Pfirm - Ptax.
4. Surplus is lost in the measure of the A-D-B triangle: both consumer and producer surplus decrease, hence we call this triangle a “welfare loss”. However, in this example the government is acting so that people’s health improves. Therefore, this area is actually a welfare gain, in this example.
The diagram thus shows how, by imposing a flat-rate tax on cigarettes, the government achieves the objectives of discouraging consumption of a demerit good and raising tax revenues. However, you should be able to discuss the effect on welfare that a tax causes: on the one hand, consumers lose some surplus as the price increases; on the other hand, producers lose some surplus too as they have to give some of their revenue to the government.
 
Examiner Tip
As HL students, you should also remember that tax incidence depends on the relative elasticity of supply and demand (see Lesson 1.2. Price elasticity of demand and 1.2 Price elasticity of supply). In short, when demand is more inelastic, consumers pay a greater share of the tax burden. Cigarettes will fall under this case. When demand is more elastic, producers will pay a larger share of the tax burden instead. In the extreme cases of demand being perfectly inelastic (like HIV medicine), consumers will pay the entire tax burden.
Subsidies
Some goods and services have demerit characteristics, but others have a positive effect on society when consumed. This is the case of merit goods and goods with positive externalities. In this case, governments would want to incentivise their consumption. This is often achieved through subsidies.
 
Important
Subsidies are payments to producers, set to lower production costs and increase the equilibrium quantity in the market, as this is deemed to be beneficial for society.
Subsidies are widely used in education. The fees we pay for school are often less than the full cost of education, as the state provides money to school directly to pay for teachers and buildings. The effect on the market (e.g. for education) of a subsidy is as follows:
[image: Subsidies shift the supply curve]
When a subsidy is introduced:
1. The price of education (e.g. school fees) goes down from P1 to Psubsidy.
2. The quantity of education (e.g. number of students) thus increases from Q1 to Q2.
3. The amount paid by the government is equal to the rectangle E - A - Psubsidy - Pfirm.
4. Total surplus increases by the size of the B - A - E triangle.
Therefore, the overall effect of a subsidy to education is to increase the total consumption of this service by lowering the final price to consumers. This is done through a direct payment to producers (i.e. schools). While total welfare (consumer + producer surplus) increases, the money to pay for this subsidy will have to be raised elsewhere through taxation, and we have seen that taxes, in turn, may decrease surplus.
 
Be Aware
Hence, be careful! When evaluating the pros and cons of subsidies and taxes, always hint to the fact that a welfare loss in one market may be compensated by a gain in another, and vice versa.
 
What you should know
· Governments intervene in markets to increase the consumption of merit goods and goods with positive externalities, as well as todecrease the consumption of demerit goods or goods with negative externalities.
· Taxes raise the price of products and reduce the quantity consumed.
· Consumers pay a higher share of the tax burden the more inelastic demand is.
· Subsidies lower the price of products and increase the quantity consumed.
· The welfare effect of taxes and subsidies depends on the nature of the goods taxed/subsidised. It is hard to evaluate the net welfare effect in isolation.

image1.jpeg




image2.jpeg
Flat rate tax

Price

P, tax g

L

Q, Quantity




image3.jpeg




image4.jpeg
Impact of a subsidy

Price

S+
subsidy

Py @
P + subsidy @-----oemrnery

o Q Q Quantity




