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1 Taxes

• An excise tax is a tax that is charged on each unit of a good or service sold. The
government uses such taxes to raise revenue for its services. Excise taxes are the
very definition of unfair taxation because they are levied on rich and poor at the
same rate.

• Who actually pay these taxes? The answer is that it depends on the elasticities
of demand and supply for the good the tax is levied on. The tax acts as a wedge
between the price that the consumer pays and the price that the seller receives. The
difference goes to the government. So we don’t know from before who is actually
going to pay the taxes unless we have specific information on the elasticities of
demand and supply. The fact that the consumers see the tax on their bills does not
mean that they pay all of it. Similarly, The fact that the producers write the check to
the government also does not mean that they pay all of the tax.

• When taxes are levied on producers, it means that price the producer sets has to be
discounted by the tax. The supply curve shifts up (or left).
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An excise tax imposed on 
producers shifts the supply curve 
up by the amount of the tax. We 
observe that equilibrium quantity 
falls from Q* to QT. However, 
although the tax is imposed on 
producers, they don’t pay the 
whole of the tax. What happens is 
that the consumers pay Pc and 
producers actually receive Pp 
because an amount equal to BC 
they have to give back to the 
government. So, the producers 
actually pay a part of the tax 
(PpP*) and the consumers pay the 
remaining part (PcP*). 

Figure 1: Taxes on producers

• When taxes are levied on consumers, it means that price the consumer pays has to
be discounted by the tax. The demand curve shifts down (or left).

• To determine how pays the taxes, we have to compare the equilibrium without the
tax and the equilibrium with the tax and it all depends on the elasticities. The tax
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An excise tax imposed on 
consumers shifts the demand 
curve down by the amount of the 
tax. We observe that equilibrium 
quantity falls from Q* to QT. 
However, although the tax is 
imposed on consumers, they 
don’t pay the whole of the tax. 
What happens is that, as the 
equilibrium moves from A to C the 
producers receive from the 
consumers price Pp. Consumers 
also have to pay the tax (BC) to 
the government. So again the 
producers pay a part of the tax 
(PpP*) and the consumers pay the 
remaining part (PcP*). 

Figure 2: Taxes on consumers

burden is divided between consumers and producers. The consumers are paying a
distance P∗PC over the equilibrium price P∗. The producers receive a distance P∗PP

below the equilibrium price P∗. The government receives the amount of the tax (BC)
per unit sold, or the area of (BC)(PPPC).

• When the elasticities of demand and supply are equal, the tax buren is divided
equally. In general, the tax burden is borne by the group that has the most inelastic
curve. That is, if the demand (supply) is more inelastic than the supply (demand),
then the consumers (producers) pay most of the excise tax.
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The same tax as in the previous 
case (equal to the distance BC) 
now affects mainly the 
consumers. Consumers pay the  
P*Pc  part of the tax, while 
producers pay P*Pp. Therefore 
the tax burden mostly falls on 
consumers because of their low 
elasticity. Consumers need the 
good a lot and this is why they are 
willing to pay most of the tax on 
top of the good’s price. 
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Figure 3: Demand elasticity < Supply elasticity

• What the government collects from taxes also depends on the elasticities. the lower
the elasticities, higher the tax revenue.

• Excise taxes reduce consumer and producer surplus and also they impose on society
a deadweight loss.
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The same tax as in all the 
previous case (equal to the 
distance BC) now affects mainly 
the producers. Consumers pay 
the  P*Pc  part of the tax, while 
producers pay P*Pp. Therefore 
the tax burden mostly falls on 
producers because of their low 
elasticity. Consumers do not need 
the good a lot, while producers 
have an inelastic supply. This 
means that they don’t react a lot 
to price changes. 
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Figure 4: Demand elasticity > Supply elasticity
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By reducing the quantity 
transacted from Q* to QT, an 
excise tax reduces consumer and 
producer surplus. Consumer 
surplus falls by the areas A and B. 
Producer surplus falls by the 
areas C and D. Government 
revenue is areas A and C. Areas 
B and D do not get produced at 
all. They are the deadweight loss. 
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Figure 5: Loss in surplus

• On top of the deadweight loss generated due to decreased transactions, we have to
take into account the administrative costs of a tax. These are the resources actually
used by the government to collect the tax and by taxpayers to pay it, over and above
the amount of the tax. Here are included costs such as time spent on filing returns,
cost to hire an accountant, cost to maintain the IRS, resources used to evade the tax,
etc. Therefore the total inefficiency caused by a tax is the sum of its deadweight loss
and its administrative costs.

• If the government’s goal is to generate as little as possible deadweight loss, then
excise taxes should be levied on goods that have inelastic demand or supply curves
or both. When the elasticities are low, the quantity transacted does not fall a lot (e.g.
smoking). This means that the deadweight loss caused by the excise tax will be low.

• However if by imposing the tax, the government aims to limit some activity, then
excise taxes should be levied on goods that have elastic demand or supply curves
or both. When the elasticities are high, the quantity transacted does fall a lot. This
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means that the unwanted activity will be considerably limited.

Inelastic supply 
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When the supply is inelastic, the 
deadweight loss generated by an 
excise tax is small. The flipside is 
that if the government actually 
intended to limit the taxed activity, 
then it didn’t achieve its purpose. 

Figure 6: Inelastic supply
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