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by t and we multiply income by ¢, then the budget line won’t change at
all.

We can also consider price and income changes together. What happens
if both prices go up and income goes down? Think about what happens to
the horizontal and vertical intercepts. If m decreases and p; and ps both
increase, then the intercepts m/p; and m/ps must both decrease. This
means that the budget line will shift inward. What about the slope of
the budget line? If price 2 increases more than price 1, so that —p;/p2
decreases (in absolute value), then the budget line will be flatter; if price 2
increases less than price 1, the budget line will be steeper.

2.5 The Numeraire

The budget line is defined by two prices and one income, but one of these
variables is redundant. We could peg one of the prices, or the income, to
some fixed value, and adjust the other variables so as to describe exactly
the same budget set. Thus the budget line
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since the first budget line results from dividing everything by ps, and the
second budget line results from dividing everything by m. In the first case,
we have pegged p, = 1, and in the second case, we have pegged m = 1.
Pegging the price of one of the goods or income to 1 and adjusting the
other price and income appropriately doesn’t change the budget set at all.
When we set one of the prices to 1, as we did above, we often refer to that
price as the numeraire price. The numeraire price is the price relative to
which we are measuring the other price and income. It will occasionally be
convenient to think of one of the goods as being a numeraire good, since
there will then be one less price to worry about.

2.6 Taxes, Subsidies, and Rationing
Economic policy often uses tools that affect a consumer’s budget constraint,

such as taxes. For example, if the government imposes a quantity tax, this
means that the consumer has to pay a certain amount to the government
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for each unit of the good he purchases. In the U.S., for example, we pay
about 15 cents a gallon as a federal gasoline tax.

How does a quantity tax affect the budget line of a consumer? From
the viewpoint of the consumer the tax is just like a higher price. Thus a
quantity tax of ¢ dollars per unit of good 1 simply changes the price of good
1 from p; to p; +t. As we’ve seen above, this implies that the budget line
must get steeper.

Another kind of tax is a value tax. As the name implies this is a tax
on the value—the price—of a good, rather than the quantity purchased of
a good. A value tax is usually expressed in percentage terms. Most states
in the U.S. have sales taxes. If the sales tax is 6 percent, then a good that
is priced at $1 will actually sell for $1.06. (Value taxes are also known as
ad valorem taxes.)

If good 1 has a price of p; but is subject to a sales tax at rate 7, then
the actual price facing the consumer is (1 + 7)p;.> The consumer has to
pay p1 to the supplier and 7p; to the government for each unit of the good
so the total cost of the good to the consumer is (1 + 7)p;.

A subsidy is the opposite of a tax. In the case of a quantity subsidy,
the government gives an amount to the consumer that depends on the
amount of the good purchased. If, for example, the consumption of milk
were subsidized, the government would pay some amount of money to each
consumer of milk depending on the amount that consumer purchased. If
the subsidy is s dollars per unit of consumption of good 1, then from the
viewpoint of the consumer, the price of good 1 would be p; — s. This would
therefore make the budget line flatter.

Similarly an ad valorem subsidy is a subsidy based on the price of the
good being subsidized. If the government gives you back $1 for every $2
you donate to charity, then your donations to charity are being subsidized
at a rate of 50 percent. In general, if the price of good 1 is p; and good 1 is
subject to an ad valorem subsidy at rate o, then the actual price of good 1
facing the consumer is (1 — o)p;.?

You can see that taxes and subsidies affect prices in exactly the same
way except for the algebraic sign: a tax increases the price to the consumer,
and a subsidy decreases it.

Another kind of tax or subsidy that the government might use is a lump-
sum tax or subsidy. In the case of a tax, this means that the government
takes away some fixed amount of money, regardless of the individual’s be-
havior. Thus a lump-sum tax means that the budget line of a consumer
will shift inward because his money income has been reduced. Similarly, a
lump-sum subsidy means that the budget line will shift outward. Quantity
taxes and value taxes tilt the budget line one way or the other depending

2 The Greek letter 7, tau, rhymes with “wow.”

3 The Greek letter o is pronounced “sig-ma.”



