
Economics: 

Laffer curve and tax revenue when the tax rate is reduced: 

The Laffer curve depicts the relationship between the tax rate and tax revenue, the following 

diagram shows the Laffer curve: 

From the above diagram it is evident that at a zero tax rate the tax revenue is zero, as the tax rate 

increase tax revenue increases to appoint where it starts to drop, the idea behind this decline is 

that as when the tax rate is high then workers will have no incentive to work, therefore 

depending on the level of tax rate the tax revenue will either decline or increase, if the tax rate is 

above the optimal level Te then an increase in tax rate will reduce revenue, however if the tax 

rate is below the optimal tax rate then an increase in the tax rate will increase tax revenue. 

Relationship between tax and deadweight loss: 

There is a relationship that exist between taxes and deadweight losses, when a good is not taxed 

and the price and quantity is at equilibrium then we do not have deadweight loss, when a tax is 

introduced then there is an increase the level of deadweight loss, the tax is intended to provide 

government 

revenue but this results to a loss in producer and consumer surplus, however the loss in producer 

and consumer surplus is not equal to the government revenue and for this reason the difference is 

the deadweight loss, therefore when a tax is increased then the deadweight loss also increases. 

GDP and goods and services not measured: 

There some good and services that are not considered when measuring the GDP, these include 

illegal trade of good and services which are not included in calculating GDP, example illegal 

drugs. GDP also does not include voluntary work example work without pay or services that 

involve non payment. 

Steps followed by the BLS in constructing the CPI:  

The calculation of CPI by the Bureau of Labor Statistics involves first observing and recording 

price changes for a wide range of products in the urban areas, these price changes are then 

weighted by the proportion of consumer income used to purchase these products, the final step is 

to publish this result for use in the calculation of CPI and inflation. 

Major problems of using the CPI: 
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There are some problems associated with using the CPI as a measure of living costs, one of the 

major problems is the substitution effect which states that consumers will substitute high price 

goods with lower priced goods and this may lead to biased CPI estimates. The other problem is 

the other problem is the quality bias where increases in the prices of goods may be as a result of 

an increase in quality and not as a result of inflation in the economy, finally the other problem is 

the new products problem where the new products are not immediately introduced into the 

calculation of CPI and this leads to estimation bias. 
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