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Abstract

This thesis examines the properties of optimal fiscal policy in the long-run
and over the business cycle in general equilibrium models with agents that
differ with respect to their skills and with production processes embodying
capital-skill complementarity. To this end, the thesis is composed of four
chapters which asses different aspects of optimal fiscal policy under various
specifications incorporating labour skill and production differences as well
as different assumptions regarding the policy instruments available to the
government. The first two chapters focus on the long-run, while the last two
concentrate on business cycle dynamics. The first and third chapters examine
setups that allow households to differ with respect to their income and whose
position in the labour market with respect to their skill is exogenously de-
termined. In contrast, the second and fourth chapters consider setups where
the labour force belongs to a single household, which guarantees consump-
tion irrespective of skill level, and unskilled labour can endogenously acquire
skills to become skilled.

Chapter 1 presents a detailed numerical analysis of the effects of op-
timal fiscal policy in an economy where the households are heterogeneous
with respect to their labour and capital income. The production structure
is characterised by a CES function allowing for capital, skilled and unskilled
labour. In this setup, optimal fiscal policy in the long-run implies a non-
zero and positive tax rate on capital income together with highly progressive
labour income taxes. Moreover, the level of the optimal tax rate on capital in-
come and the progressivity of labour income taxes are sensitive to the weight
placed on the skilled agents in the objective function of the government.

Chapter 2 analyses optimal factor income taxation when there are differ-
ent returns to skilled and unskilled workers, who belong to the same house-
hold, and to capital in structures and equipment, under capital-skill com-
plementarity and endogenous skill acquisition. We find that when all factor
inputs are taxed at separate rates, both capital income taxes are zero in the
long-run, there is a subsidy to education and labour income taxes are pro-

gressive. The progressivity in labour income taxes is reduced if investment in
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education cannot be subsidised, whereas if the government can only impose
a single labour income tax, the tax on income from capital equipment will
be non-zero. These results remain valid even if the government is restricted
to satisfy a given level of debt to output ratio, although with welfare losses.
Finally, we show that the transitional dynamics of the fiscal instruments from
the exogenous to optimal taxation are not affected by the restrictions to the
fiscal policy menu.

Chapter 3 examines how income taxes are optimally distributed over the
business cycle in a model with high, middle and low income households when
the government is restricted to balance its budget in each period. The find-
ings of an empirically relevant model indicate that under optimal fiscal policy
the income tax rate of the high income households has the lowest volatility
and the income tax rate of the low income households exhibits the lowest
counter-cyclicality. If the fiscal policy menu also includes a consumption tax,
the progressivity of the income tax rates is even higher and the results re-
garding the volatilities of the income taxes are overturned. We further find
that the progressivity of the income tax rates is optimally increased after an
output-enhancing shock.

Chapter 4 undertakes a normative investigation of the quantitative prop-
erties of optimal tax smoothing in a business cycle model with state con-
tingent debt, capital-skill complementarity, endogenous skill formation and
stochastic shocks to public consumption, as well as total factor and capital
equipment productivity. We also examine the properties of optimal taxation
under a restriction on the debt to output ratio. Our main finding is that, an
empirically relevant restriction which does not allow the relative supply of
skilled labour to adjust in response to aggregate shocks, significantly changes
the cyclical properties of optimal labour taxes. This result remains valid even
in the presence of a budget rule that restricts the debt to output ratio. We
show that the key to understanding this result is that the government finds
it optimal to adjust labour income tax rates to alter the average net returns

to skilled and unskilled labour hours.
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Preface

This thesis examines optimal fiscal policy in general equilibrium models with
agents that differ regarding their skills and with capital-skill complementar-
ity in the production process. The importance of the skill premium (wage
inequality) and capital-skill complementarity is well documented in the lit-
erature. For example, Goldin and Katz (2008) have emphasized that wage
inequality since 1980 has increased to levels not seen since 1910 and that
capital-skill complementarity is an accurate way to characterize production
over the 20th century (see also Hornstein et al. (2005) and Krusell et al.
(2000)). Each chapter aims to contribute to a particular question in the
optimal fiscal policy literature. Chapter 1 examines the optimal long-run
value of capital income tax in a model with capital-skill complementarity
and households that differ regarding their skill and their holdings of capi-
tal. Chapter 2 assesses optimal fiscal policy under restrictions to fiscal policy
menu when there is endogenous skill acquisition. Chapter 3 examines optimal
income taxation over the business cycle under an empirically relevant model
with three types of households and two types of labour. Finally, Chapter
4 introduces state contingent debt and endogenous skill formation to assess
optimal tax smoothing over the business cycle.

The first chapter extends Judd’s (1985) model by assuming that house-
holds are heterogeneous regarding their labour skills, (i.e. there are skilled
and unskilled workers). Following Krusell et al. (2000), the production
function incorporates capital-skill complementarity. Although both types
of households can save, following the literature on income inequality (see e.g.
Aghion and Howitt, 1998) it is further assumed that capital market imperfec-
tions exist due to intermediation costs in capital transactions and that these
differ for the two types of households. This introduces an additional source
of heterogeneity between the two types of agents, in the form of differences
in capital holdings.

We find that under optimal fiscal policy a government that wants to
maximize the aggregate welfare of the economy should impose a positive

optimal capital income tax rate together with progressive labour income tax



rates. In this way, the government is able to redistribute income efficiently.
We also find that imperfect capital markets are the main driving force for
the positive optimal tax rate on capital income. However, when capital-skill
complementarity is present and the government cannot impose two different
labour income tax rates, the optimal capital income tax is positive even with
perfect capital markets. Since skilled labour and capital are complements, a
lower stock of capital, due to the positive capital income tax rate, reduces the
demand for skilled labour and so lowers their pre-tax wage rate. Also, since
unskilled labour are substitutes for capital and skilled labour, its wage rate
increases causing a reduction in income inequality. These results are in line
with the findings in Correia (1996) which state that under an incomplete set
of tax instruments, the optimal capital income tax is non-zero in the long-
run. Moreover, the results of this chapter are also consistent with the results
of Judd (1997) and Guo and Lansing (1999) which show that when there
is an imperfection in capital and/or labour markets then the zero capital
income tax may not be obtained in the long-run.

The first chapter complements the literature of optimal fiscal policy by
showing that when agents face different costs in accessing the capital market
and when capital-skill complementarity is present, the optimal tax rate on
capital income is positive and labour income taxation is progressive for a
reasonable calibration. In addition, optimal fiscal policy is Pareto efficient,
leading to higher welfare for each type of agent compared with the exogenous
fiscal policy case. These results maintain when the government optimally
chooses the level of consumption together with the tax rates, as in Judd
(1985). Moreover, the optimal capital income tax rate remains non-zero
even if the government is not Utilitarian, as in Chari and Kehoe (1999).

In the second chapter, we examine optimal factor income taxation in an
environment with different skilled and unskilled labour services, endogenous
skill creation, and production exhibiting capital-skill complementarity. We
work with a representative agent framework, which allows us to focus on
aggregate efficiency and abstract from potential equity considerations for op-
timal taxation. We assume that a representative household decides how to

allocate its investment in the two types of capital stock and in creating skilled



labour within the same period. Moreover, the representative household de-
cides how to allocate its time endowment into leisure, labour supply in skilled
and unskilled jobs, and in creating skill labour. Therefore, the model allows
for endogenous skill acquisition. In this framework, we derive optimal tax
policy under different scenarios regarding the policy menu available to the
government and, in particular, which tax instruments are available as well as
whether there are restrictions on issuing debt.

Our findings indicate that when the government can issue debt and can
tax the different types of labour and capital income, as well as investment
in education, at separate rates: (i) both capital income taxes are zero in the
long-run; and (ii) there is a subsidy to education; and (iii) labour income
taxation is progressive. This optimal policy results in a minor reduction in
the skill premium compared with the data average. These results remain
the same if the government can use a single tax for income from capital in
structures and equipment.

When fiscal policy menu is restricted with respect to access to an edu-
cation subsidy we find that: (i) the progressivity in labour income taxation
falls relative to the benchmark case; and (ii) capital income taxation is still
zero. However, when the government has access to education subsidy but
cannot tax income from skilled and unskilled labour separately, we find that
while the tax on income from structures remains zero in the long-run, there
is a small positive tax on equipment capital. Finally, if the government can
only implement a single labour income tax, without having access to educa-
tion subsidies, the equipment tax becomes again positive but at a lower rate
compared to the case with education subsidy and a single labour income tax.

The transition paths of the policy instruments from the exogenous fiscal
policy to optimal fiscal policy regime are qualitatively similar in each case
that we study. Our optimal policy findings are also similar if we restrict
government debt by imposing a budget rule that requires that the debt to
output ratio remains fixed at the data average. The restriction does imply,
however, a reduction in the progressivity of optimal labour income taxes.

In the third chapter we develop a model with three types of households

that are divided with respect to their income into low, middle and high. In



addition, we have two labour markets, for skilled and unskilled labour, and
we further assume that there are barriers that prevent agents from partici-
pating in both labour markets. In particular, we assume that high income
households provide skilled labour, where skilled agents are those with a col-
lege degree or relevant professional qualification. The middle and low income
households are assumed to provide unskilled labour, i.e. those without a col-
lege degree. Following Katz and Murphy (1992) and Krusell et al. (2000), we
assume that the skill premium is driven by skill-biased technical change and
capital-skill complementarities. Specifically, we assume that the production
process follows the technology specified in Krusell et al. (2000).

The assumed capital market imperfections in our model imply that house-
holds differ with respect to their participation in the asset markets. Following
the contributions of Campbell and Mankiw (1989), Mankiw (2000) and Gali
et al. (2007), we assume that a subset of the households does not have any
savings and thus earns only labour income, which it totally consumes. We
further assume that these households offer unskilled labour services, so that
the three types of households in the economy are defined as, high income
skilled agents who own assets, middle income unskilled agents who also own
assets and low income unskilled agents who do not have access to the capital
market.

Using an empirically relevant model we assess the properties of optimal
income tax rates over the business cycle. Moreover, we extend the set of
fiscal instruments by allowing the government to optimally choose a con-
sumption tax rate on top of the three income tax rates with the balanced
budget restriction. We find that the cyclical properties of the income taxes
differ significantly with each other and with those observed in the data. As
expected, given the balanced budget restriction and the instruments avail-
able to the government, the tax rates are generally more volatile and more
counter-cyclical than in the data. The overall counter-cyclicality of the taxes
is driven by the balanced budget restriction because under a negative shock
to the economy, output decreases and also capital and labour decrease, caus-
ing a reduction to labour and capital income and as a result the tax revenues

decrease. Thus, the government needs to increase taxation to be able to



finance its expenditures.

However, there are also important differences between the tax rates.
These result from the trade-off that the government faces when deciding how
to distribute the distortions reflected by the higher volatility and counter-
cyclicality of the three tax rates over the business cycle. We find that optimal
policy resolves this trade-off by keeping the lowest volatility for the tax rate
for skilled and the lowest counter-cyclicality for the hand-to-mouth house-
holds. In contrast, the middle income group, made up by unskilled house-
holds with savings, receives very volatile and very counter-cyclical taxes. For
the case where we also introduce the consumption tax we can see that most
of the aforementioned results are preserved apart from the volatility of the
income taxes. In this case we find that the unskilled agents that are able to
save have the most volatile income tax, whereas the hand-to-mouth agents
have the smoothest income tax.

We further analyse the optimal distribution of the tax burden in the
short- and medium-run in response to temporary output-enhancing exoge-
nous shocks. The government finds it optimal to respond to an increase in
the productivity of capital equipment and to public spending cuts by in-
creasing the progressivity of income taxes. The response to a positive total
factor productivity (TFP) shock implies that the progressivity of the tax sys-
tem increases after about two years. Finally, the aforementioned results and
behaviour of the income taxes after a temporary shock remain unchanged
with the introduction of a consumption tax that is optimally chosen by the
government.

The fourth chapter contributes to the tax smoothing literature by fo-
cusing on an economy where the labour force is divided into skilled and
unskilled workers. In particular, we examine the importance of differences in
the complementarity between capital and skilled and unskilled labour as well
as the endogenous determination of the relative skill supply for Ramsey tax
policy over the business cycle. In contrast to Werning (2007), we focus on
aggregate outcomes and abstract from redistribution incentives, by following
the literature that examines a division of the labour force into two types of

workers. To this end, we work with a representative household which guar-



antees its members the same level of consumption (see e.g. Arseneau and
Chugh (2012)). We thus stay as close as possible to the representative agent
Ramsey analysis of Chari et al. (1994) and extend their model to allow for
capital-skill complementarity and endogenous skill formation.

The purpose of this chapter is to undertake a normative investigation of
the quantitative properties of optimal taxation of capital and labour income,
as well as skill-acquisition expenditure, in the presence of aggregate shocks
to total factor productivity, capital equipment productivity and government
spending. We further assume complete asset markets. However, to capture
the importance of endogenous versus fixed relative skill supply, we also con-
sider a labour market distortion that restricts the ratio of skilled to total
workers to remain constant. Moreover, in our setup, the government can
borrow by issuing state-contingent debt, tax skill acquisition expenditure,
capital, skilled and unskilled labour income separately, to finance exogenous
public spending.

Our main finding is that under capital-skill complementarity, a friction
that does not allow the relative supply of skill to adjust in response to aggre-
gate shocks, significantly changes the cyclical properties of optimal labour
taxes. In particular, we first show that under endogenous relative skill sup-
ply, the optimal labour taxes for both skilled and unskilled labour income are
very smooth, with the volatility of the unskilled income tax being marginally
higher. We also find that the skilled tax moves pro-cyclically with output
and the unskilled tax is mildly counter-cyclical.

However, when the relative skill supply is constrained to remain constant
over the business cycle, the prescriptions for optimal policy markedly change.
In particular, we find that the volatility of taxes increases significantly, so
that the standard deviation of the effective average labour income tax is
about twelve times higher than the perfect labour markets case, while the
volatility of the skilled labour income tax is about two-and-a-half times higher
than that of the unskilled labour income tax. Moreover, both taxes become
strongly counter-cyclical. We show that these changes are driven from the
fact that the government finds it optimal to minimise the effects of the rel-

ative labour supply distortion by keeping the marginal rates of substitution



between leisure and consumption for the two types of labour at roughly the
same levels as under a fully flexible labour market.

Our results further show that the skill heterogeneity considered, irrespec-
tive of the presence of the labour market friction, does not affect the results
obtained in the literature regarding the cyclical behaviour of asset taxes. We
also find that the skill-acquisition tax is the least smooth of the non-asset
tax instruments when debt is state-contingent and fluctuates nearly as much
as output. In addition, irrespective of the model variant examined, all of
the policy instruments, except for the ex post capital tax and the private
assets tax inherit the persistence properties of the shocks. Finally, we find
that our main results are robust to the introduction of a budget rule, where
the government must satisfy a given level of debt to output ratio over the

business cycle.



Chapter 1: Optimal fiscal policy under skill
heterogeneity and capital-skill complemen-
tarity

Abstract: This chapter presents a detailed discussion and empirical exami-
nation of the effects of optimal fiscal policy in an economy where the agents
are heterogeneous with respect to their labour skills and capital holdings. It
is further assumed that capital-skill complementarity is present. The findings
indicate that, under these characteristics, the optimal fiscal policy suggests
a non-zero and positive tax rate on capital income together with highly pro-
gressive labour income tax rates. By further analysing the model it is found
that the driving force of the positive optimal tax rate on capital income is
the heterogeneity in capital holdings. However, the effectiveness of the pro-
gressive labour income tax rates in reducing income inequality depends on
the presence of capital-skill complementarity. In addition, we find that these
results remain robust in the case where the government doesn’t need to sat-
isfy a given level of consumption. Finally, we show that, under a Partisan
government, the level of the optimal tax rate on capital income is sensitive
to the weight placed on the skilled agents in the objective function of the
government and the progressivity of labour income tax rate is overturned. In
particular, the latter becomes regressive when the weight placed on skilled

agents exceeds a threshold value.

1.1 Introduction

The question of whether or not capital should be taxed in the long-run is
of great interest and has been the focal point of numerous studies in the
field of optimal fiscal policy. Using a neoclassical growth model Judd (1985),
assuming two types of agents (capitalists and workers), and Chamley (1986),
in a representative agent setup, are the first to show that under optimal
fiscal policy a government should not tax capital income in the long-run.

In particular, Judd (1985) shows that the zero capital income tax rate is



independent of the weight attached to a certain group of agents from the
government in its objective function. Moreover, Judd (1985) and Chamley
(1986) state that their result does not depend on the government’s ability to
lend or borrow.

Following the seminal papers of Judd (1985) and Chamley (1986) there
has been a growing literature concentrating on identifying the assumptions
under which the result of zero optimal tax rate on capital income does not
hold. For instance, Judd (1997) adds imperfectly competitive product mar-
kets and he shows that, under this setup, the optimal tax rate on capital
income is negative. The government uses a subsidy on capital income to
compensate for the loss of output and capital in the economy from the mo-
nopolistic competition.

Guo and Lansing (1999) extend Judd’s work to include depreciation of
physical capital and a tax allowance together with endogenous government
expenditures. They show that the optimal capital income tax rate in this
case can take any sign.! In another study, Conesa et al. (2009) find a positive
optimal capital income tax rate using a model with endogenous labour supply
together with life-cycle elements that can generate a labour supply that varies
with age. They also show that the magnitude of the optimal tax rate on
capital income is mainly affected by the elasticity of labour supply.?

Furthermore, optimal fiscal policy and its influence on income redistri-
bution and welfare can depend on the presence of skill heterogeneity and
whether the production function exhibits capital-skill complementarities.?
In particular, Conesa et al. (2009) show that the presence of skill hetero-

geneity will lead to highly progressive labour income tax rates. Note that

'In particular, they show that the sign of the optimal capital income tax rate depends
on the degree of monopoly power, the tax rate on monopoly profits, the magnitude of
government expenditures and the magnitude of the depreciation allowance.

2Tt is also shown that under optimal fiscal policy, the capital income tax rate will be
non-zero in the long-run if the government is not able to commit to its policies (see e.g.
Klein et al., 2008). Also, Lansing (1999), using a similar model to Judd (1985) but with
logarithmic utility function, states that optimal capital income tax rate is non-zero. That
happens because due to the logarithmic utility function, agents’ savings decisions are not
affected by future policies promised by the government.

3In particular, it is assumed that skilled agents are those with at least a college degree
or a similar professional qualification.



when capital-skill complementarity is present it is assumed that unskilled
agents are substitutes to both capital equipment and skilled agents, and that
skilled agents and capital equipment are complements of each other.

The capital-skill complementarity hypothesis has been shown in the liter-
ature (see e.g. Katz and Murphy (1992), Krusell et al., 2000 and Hornstein
et al., 2005) to explain most of the movements in the skill premium in the
U.S. for the last three decades.* Moreover, the capital-skill complementarity
assumption creates an additional channel through which the optimal fiscal
policy can redistribute income and increase overall welfare.

For instance, in the case where returns to skill are exogenously deter-
mined, the central planner can only redistribute income through higher tax-
ation of those agents in higher income brackets. When combined with the
fact that agents with higher labour return hold more capital, this model
shows that an increase in the tax rate of skilled agents will also result in a
reduction of capital accumulation. This has two knock-on effects. Firstly,
there is an increase in the returns of unskilled agents and secondly the skill
premium declines. Under this setup, optimal fiscal policy is more effective in
terms of income redistribution.

Taking the above into consideration, Judd’s (1985) model will be extended
in this chapter by assuming that agents are heterogeneous regarding their
labour skills.> Moreover, building on Judd (1985), it is further assumed
that both types of agents can save and work. Then, following Krusell et
al. (2000), the production function will be extended to incorporate capital-
skill complementarity. This way the calibrated model can replicate the wage
premium and factor input elasticities suggested in the literature.

In addition, following the literature on income inequality (see e.g. Aghion
and Howitt, 1998) it is further assumed that capital market imperfections
are present due to different intermediation costs in capital transactions for
the two types of agents. This will introduce an additional source of hetero-

geneity between the two types of agents, the capital holdings heterogeneity.

4The skill premium is defined as the ratio of the wage rate of skilled relative to unskilled
agents.

5Two types of agents will be assumed, skilled and unskilled agents.

6Note that it is also assumed that wealth and wage inequality always in the same
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Through this feature the model is able to generate heterogeneity in savings
as it is observed in the UK data. Thus, the model in this chapter is calibrated
to the UK economy.

After calibrating the model to replicate the key great-ratios as well as
the skill premium of the UK economy, the long-run solution is obtained by
initially assuming an exogenous fiscal policy. Afterwards, the assumption
of the exogenous fiscal policy is dropped and the steady-state results are
obtained in the case of an endogenously determined fiscal policy (optimal
fiscal policy), keeping the same calibration as in the exogenous case. The
results show that under optimal fiscal policy a government that wants to
maximize the aggregate welfare of the economy should impose a positive
optimal capital income tax rate together with progressive labour income tax
rates. In this way, the government is able to redistribute income efficiently.

Various versions of the model are examined to understand the main
driving force(s) behind the positive optimal tax rate on capital income and
the increase in the progressive nature of labour income tax under this setup.
We find that imperfect capital markets are the main driving force of the
positive optimal tax rate on capital income. However, when capital-skill
complementarity is present and the government cannot impose two different
labour income tax rates, the optimal tax rate on capital income will be pos-
itive even with perfect capital markets. This occurs because skilled agents
and capital are complements meaning that a lower stock of capital, due to
the positive capital income tax rate, will reduce the demand for skilled agents
and so lower their pre-tax wage rate. Also, since unskilled agents are sub-
stitutes for capital and skilled agents, their wage rate will increase causing a
reduction in income inequality.

These results are in line with the argument of Correia (1996) that under
an incomplete set of tax instruments, or in other words when there is not a
tax instrument for each input in the production process, the capital income
tax may be non-zero in the long-run under optimal fiscal policy. Moreover,
the results of this chapter verify the results of Judd (1997) and Guo and

direction. This is also suggested by the Panel Study of Income Dynamics data that Garcia-
Mila et al. (2010) analyse.
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Lansing (1999) which show that when there is an imperfection in capital
and /or labour markets then the zero capital income tax may not be obtained.

A detailed analysis of the effect of optimal fiscal policy on income redis-
tribution is provided as well as the interaction with various elements of the
model. The results suggest that the key characteristic of the model that al-
lows optimal fiscal policy to redistribute income efficiently is the capital-skill
complementarity. In its absence, the optimal fiscal policy will increase skilled
agents’ share of total income and thus cause the income inequality to widen.

The effect of capital-skill complementarity together with capital market
imperfection on optimal fiscal policy outcome has not been assessed before
in the literature in a systematic way. Therefore, this chapter complements
the literature of optimal fiscal policy in that when agents face different costs
in accessing the capital market and when capital-skill complementarity is
present the optimal tax rate on capital income will be positive, the labour
income taxes will be progressive and the government can redistribute income
efficiently. In addition, under the current setup, the optimal fiscal policy will
be Pareto efficient, leading to higher welfare for each type of agent compared
with the exogenous fiscal policy case.

The above results are robust even in the case where the government
doesn’t need to choose its tax rates so as to satisfy a given level of con-
sumption/ expenditure, as in Judd (1985). Moreover, the optimal capital
income tax rate remains non-zero even if the government places more weight
to skilled agents, who are the majority of the population, as in Chari and
Kehoe (1999).

The chapter is set out as follows. Section 2 provides a description of the
benchmark model. Section 3 describes the calibration of the parameters. Sec-
tion 4 shows the steady-state solution of the exogenous fiscal policy. Section
5 outlines the optimal fiscal problem and its solution. Section 6 compares
the results of the exogenous and optimal fiscal policy. Section 7 provides a
detailed assessment of optimal fiscal policy outcome. Section 8 provides a
welfare and income inequality analysis. Section 9 discuss the main results.
Sections 10 and 11 compare the models with and without capita-skill comple-

mentarity. Section 12 provides a discussion when government expenditures
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are endogenous. Section 13 contains a model comparison with respect to
income inequality. Section 14 includes a case study when government places
more weight to a certain group of agents. Section 15 provides the concluding

remarks of the chapter.

1.2 The model

The model economy has a large number of two types of infinitely-lived identi-
cal households who own capital and rent it to firms. Each type of household
has either skilled workers or unskilled workers that are able to save. The
size of the overall population, N, is assumed to be constant. The popula-
tion of the identical skilled workers is N, and the population of the unskilled
workers is N,, such that N = Ny + N,. For simplicity it is defined that the
share of skilled agents is ny = Ny/N, and the share of the unskilled agents
is n, = N,/N, where 1 = n, + n,. In addition, there is a large number of
identical firms and a government. In each period, households are price takers
and make decisions regarding how much to consume, work and save. Firms
act competitively and use capital together with the two types of labour to
produce a homogeneous consumption good. Government, on the other hand,
runs a balanced budget and imposes capital and labour income tax rates. The
government uses the revenue from these taxes to finance public consumption,

which has a direct impact on households’ utility.

1.2.1 Firms

All firms produce a homogeneous consumption good, Y;, using labour and
capital, and act in perfectly competitive markets, taking prices and policy

variables as given:
I =Y, — wsihypst — Wuihput — TeqtKeqr — Tstt Kt (1)
subject to Krusell et al. (2000) type of production function:

Y, = A KS %

S
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where

CL,)\,V€<0,1>; ()07IOE<_OO71)'

Also, h¢s; and hy,; denote the hours worked by skilled and unskilled
labour respectively. A.,; denotes the efficiency level of capital equipment
and A, is total factor productivity. Ky, and K., denote the stock of capital
structures and capital equipment respectively at the beginning of period .

The elasticity of substitution between unskilled labour and skilled labour
is equal to the elasticity of substitution between unskilled labour and capital
equipment, (1/(1 — ¢)). Whereas, the elasticity of substitution between
skilled labour and capital equipment is (1/(1 — p)). In addition, the income
share of capital structures is a,, while the income share of capital equipment,
skilled and unskilled labour is determined by A and v.

Under this setup the capital-skill complementarity hypothesis is present
only when ¢ > p. If ¢ or p equals zero the CES production function will
simplified to a Cobb-Douglas representation.”

Using the above production function and the fact that factors are being
paid their marginal products (perfect competition), the skill premium can
be written as the ratio of the two marginal products of skilled workers over

unskilled workers as:

Wt A=) {,, (—Aeq*tK€q7t)p +(1 - u)} o (%)w. (3)

Wyt (1 - )\) hfs,t hfs,t
If capital-skill complementarity hypothesis is present (¢ > p) an increase
in capital equipment, ceteris paribus, will increase the skill premium. This
is called, following Krusell et al. (2000), "the capital-skill complementarity
effect". In addition, if the ratio of unskilled to skilled labour increases the skill
premium will increase as well, again assuming all the other factors remain

constant. This is called by Krusell et al. (2000) "the relative supply effect".
Both of the productivity shocks, A.,; and A;, are assumed to follow

"If o, p = 1 there is perfect substitutability and if ¢, p = —oo there is perfect comple-
mentarity.
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exogenous AR(1) processes with zero mean, constant variance and covariance
equal to zero.
The law of motion for aggregate capital stock for the two types of agents,
J = s,u where s and u denote skilled and unskilled agents respectively, is:
Ki],tJrl = (1 - 5i)Kz'J,t + Ii],t (4)
note that ¢« = st, eq, where st and eq denote capital structures and capital
equipment respectively. The depreciation rate is 0 < §; < 1 and Iz] , is the

aggregate investment in new capital ¢ for the agent of type j.

1.2.2 Households

The representative household j € {s,u} in each period maximizes its ex-

pected lifetime utility:
Ui =E Yy Bu(C), 1) (5)
i=t

where 0 < 8 < 11is a constant discount factor and denotes the time preference
of the individual; C7; and [;; are total effective consumption and leisure
respectively at period i for the agent of type j; and u(-) is the utility function
that is increasing, strictly concave and three times continuously differentiable
with respect to its inputs.

Moreover, it is assumed that the effective consumption has the following

constant elasticity of substitution (CES) representation:
_e\ #1/p
Cr, = aC” + (1) (Gt) } (6)

where C}; is private consumption for agent of type j and @: is the aver-
age public consumption share of a representative agent (@: = GY/N), which
households take as given. Also, a and 1 — a are the share parameters on
effective consumption (0 < a < 1) of private and public consumption re-

spectively and 1/(1 — p) is the elasticity of substitution between public and
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private consumption.®

Utility function The utility function applied is the following non-separable
utility function:

(c) )"

1—0

u(Cji, i) =

(7)

where ¢ > 0 represents the coefficient of relative risk aversion and ~, 1 —
v (v € (0,1)) are the relative shares on utility of effective consumption
and leisure respectively. Moreover, 1/0 is the elasticity of intertemporal
substitution of effective consumption in any two periods. Therefore, the
larger the elasticity, which means the smaller o, the more willing is the

individual to substitute consumption for leisure over time.

Budget constraint FEach type of household faces the following time con-

straint:
1= lj,t + hj,t (8)

where h;, is the amount worked in period ¢ from agent of type j. The above
equation states the fact that in each period households split their endowment
of time between leisure and work. In this case it is normalized that the
endowment in each period is equal to one.

In addition, the two types of household j have the following budget con-

straint:

- w SN2 N
Ci+ + Iz‘J,t = (1- Tj,t)wj,thj,t - wj [(th,t) + (Kgq,t) ] + 9)
+(1 —77) (Tstﬂngt,t + T€q7tKgq,t)

where 1); > 0 captures the transaction costs of holding capital for each type
of household. Therefore, ¥, can be interpreted as a form of imperfection in
capital markets and may be due to cost of information in legal issues or gov-
ernment regulations or even fees that need to be paid to intermediates. The

transaction costs are being introduced to capture the heterogeneity among

8Note that CES representation can be transformed to a linear specification if p = 1.
In the case where p — 0 it will be transformed into a Cobb-Douglas specification.
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the two types of agents in asset holdings, following Aghion and Howitt (1998).
In addition, 7%, and 7} are the tax rates on labour income for each type of
agent and on income from capital in period t.” Therefore, the first term on
the right-hand side of the above equation is the after tax return from labour
and the last two terms represent the cost of holding capital and the after tax

capital income.

1.2.3 The government budget constraint

The government runs a balanced budget in every period which is given by:

—C

Gt = nNg (ngtw&thst) + Ny, (Tzu,twu,thu,t) + (10)
+T: (Tst,tht,t + Teq,tKeq,t) .

The above equation assumes that the revenues from taxes are being used
to finance public consumption/expenditures. Under the exogenous fiscal pol-
icy regime, the government’s policy instruments (tax rates on capital and
labour income) are calibrated and given for any period ¢. The long-run value
of government consumption, @: , follows residually after the realization of the
shocks.

1.2.4 Aggregate resource constraint and market clearing

It is further assumed that output can be used only for consumption (private
and public) and for investment. That gives the following aggregate resource

constraint:

NY, = NG, + N,Cyy+ NyCuy + N, (I8 + 1) + N, (I3, + IS +
FN [ (K2)" + (K20 + N, [ (K257 + (K2,)°]

91t is assumed that capital is owned by households and is rented out to firms. This
assumption makes the firm’s maximization problem static and as a result much easier to
deal with.
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or after replacing equation (4):

Y, = ng (K, —(1— 55t)f<§t,t + Ko — (=0 K2,,) + (1)
+nsCs ¢ +n,Couy + Gy +
+1, (K;;Hl - (1- 6st)th7t + :q,t—i-l -(1- 5eq)Kgq7t) +
st | (K3 (00" | + e, | (K00 + (52,0)°]

Also, it should be noted that the following market clearing conditions

exist in the labour market:

hfs = nshs (12)
hfu = nuhu (13)

and in the capital market:
Kiy = n K;, + n KY, (14)

where N;/N = ng and N,/N = n, are the relevant shares of population of
skilled and unskilled agents respectively.

The labour market clearing conditions show that the labour demanded
by firms is equal to the labour supplied by households. Also, the capital
market clearing condition shows that the stock of capital structures and
capital equipment rented by firms is held entirely by skilled and unskilled

agents.

1.3 Decentralized competitive equilibrium

Given an initial level of capital stock for structures (K, o) and equipment
(Keq0), the three policy instruments (73, 7., 77) and the exogenously set

of stationary AR processes, the DCE system of equations is characterized
by a sequence of allocations {C;;, h;, Kﬁt’tﬂ, Kgq?tﬂ, Y; 122, prices {w,
Tstts Teqtlicg, and the remaining policy instrument {C’:}fio such that: (i)
households maximize their welfare and firms their profits, taking policy and

prices as given; (ii) government budget constraint is satisfied in each time

18



period; (iii) all markets clear.'’

1.4 Calibration

The model is calibrated according to the UK economy for the period 1960-
2010. The sources that have been used to obtain the data for the UK economy
are: the OECD, ECFIN, World Bank, Labour Force Survey and the Office
for National Statistics.

Initially, following the data obtained from the Labour Force Survey (Quar-
ter 4, 2010), we make the assumption that 60% of the population is skilled,
which means that they have obtained at least a college degree or similar
professional qualification. Therefore, the share of skilled agents, ng, is set
equal to 0.6 and the relevant share of unskilled agents, n,, is set equal to
0.4. Moreover, the model assumes that skilled agents earn on average more
income than the unskilled agents. As a result, following the Annual Survey
of Hours and Earnings from the Office for National Statistics, the ratio of
the income of the upper 60% of the population over the income of the lower
40% of the population for the UK economy is equal to 1.41. But since it is
assumed that the agents with higher wealth are the skilled agents, it can be
stated that the skill premium, which is determined as the ratio of the skilled
agents’ wage rate to the unskilled agents’ wage rate, is also equal to 1.41.
This is consistent with other studies that also report the skill premium of
the UK (see e.g. Machin, 1996 and Angelopoulos et al., 2012a).

The cost of capital holdings for the unskilled agents, v,,, is set two times
higher than the relevant cost for the skilled agents, 1/, to replicate the wealth
distribution observed in the data. This way the high-income agents (skilled
agents) can hold two times more capital than the low-income agents (un-
skilled agents). This result is also consistent with the Panel Study of Income
Dynamics (PSID) data, as Garcia-Mila et al. (2010) report. Note that the
magnitude of the cost of capital holdings is calibrated so that the capital to
output ratio observed in the data can be replicated, given the value of the

depreciation rate and the rate of time preference.

10The DCE system of equations can be found in the Appendix A.
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The parameters of the production function, a., p, @, A and v affect the
level of the skill premium through the returns to capital equipment, capital
structures, skilled and unskilled labour, together with the complementarity
between the four factors. For the calibration of those parameters we follow
the works of Krusell et al. (2000) and Lindquist (2004) and as a result the
elasticity of capital equipment to skilled labour, 1/(1 — p), is set equal to
0.67 and the elasticity of capital equipment to unskilled labour, 1/(1 — ¢),
is set equal to 1.67.!' Meaning that ¢ = 0.401 and p = —0.495 and also
that skilled agents are more complementary with capital equipment than
the unskilled agents. Moreover, the income share of capital structures, a..,
is set equal to 0.118 and the relevant shares of composite input, A\, and
capital equipment at the composite input, v, are set equal to 0.7 and 0.595
respectively. These parameters are consistent and within the boundaries that
the literature suggests (see Hornstein et al. (2005) for a review).

The total factor productivity parameter, A;, is set equal to 1.5 with per-
sistence parameter, p,, that is calibrated using data from the Office for
National Statistics (from 1998-2009) and taking into account the assumed
AR(1) process. The persistence parameter is found to be p, = 0.92 (signif-
icant at 1% level) with a standard deviation equal to 0.05. The efficiency
level of capital equipment is normalised to unity and data are not available
to calibrate accordingly its persistence and standard deviation.

Regarding the calibration of tax rates the OECD Statistics for the period
1970-2010 have been used and it is concluded that the average capital income
tax rate, 77, is equal to 0.44 and that the average labour income tax rate is
equal to 0.26. Since the effective labour income tax rate needs to be equal to
the weighted average of the two labour income tax rates (skilled and unskilled
labour income tax rates), the skilled labour income tax rate, 7, is set equal
to 0.3, and the unskilled labour income tax rate, 7, equal to 0.2.'2

The value of the private to public consumption elasticity, p, is set equal

to 0.6, which means that private and public consumption are substitutes.

UNote that Krusell et al. (2000) estimates the parameters of the production function
using a two-step version of simulated pseudo-maximum likelihood.

12Thus, 0.26 = nsTY +n, 7y, where ng and n,, are the relevant shares of the population
for the skilled and unskilled agents respectively.
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Furthermore, the relative weight of private consumption, «, in the compos-
ite consumption is set equal to 0.9, following the work of Baier and Glomm
(2001). The depreciation rates are calibrated so as for the model to replicate
the data average of the overall investment to output ratio for the UK. There-
fore, the depreciation rate of capital structures, d,, is set equal to 0.035 and
the depreciation rate of capital equipment, ¢,, is set equal to 0.07.
Regarding the weight of the composite consumption in utility the work
of Kydland (1995) has been followed and 7 is set equal to 0.34. This is equal
to the ratio of total hours of work over the total number of hours available
for either work or leisure, as obtained from the OECD database. Finally, the
value of the intertemporal elasticity of consumption (1/0) is set equal to 0.5

(¢ = 2) which is common in the literature.

Table 1.1: Calibration

Param. Definitions Values
O depreciation rate of capital structures 0.035
Oe depreciation rate of capital equipment 0.070
15} time discount factor 0.976
v effective consumption weight in utility 0.340
a private consumption weight on effective cons. 0.900
ﬁ private to public consumption elasticity 2.500
o coefficient of relative risk aversion 2.000
(8 cost of holding capital (skilled) .0035
W, cost of holding capital (unskilled) 0.007
N population share of skilled agents 0.600
Ny, population share of unskilled agents 0.400
Q. income share of capital structures 0.118
11,, capital equipment to skilled labour elasticity 0.670
ﬁ capital equipment to unskilled labour elasticity 1.670
A income share of composite input to output 0.700
v income share of capital eq. to composite input  0.595
7 average wage tax rate for skilled agents 0.300
T average wage tax rate for unskilled agents 0.200
7 average tax rate on capital income 0.440
A constant parameter productivity 1.500
Ay efficiency level of capital equipment 1.000
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1.5 Exogenous fiscal policy

Tables 1.2 and 1.3 present the steady-state results when the fiscal policy is

exogenously determined.

Table 1.2: Exogenous steady-state results

Param.  Definitions Exogen.
Kz, cap. structures skilled agents hold 0.54
K, cap. equipment skilled agents hold 0.85
K cap str. holdings of unskilled agents 0.27
K, cap. eq. holdings of unskilled agents 0.43
hg working time by skilled workers 0.28
hy working time by unskilled workers 0.29
(O consumption of skilled agents 0.23
ct consumption of unskilled agents 0.18
Y output 0.42
(_Jc government spending 0.14
T" tax rate of returns on capital 0.44
TY wage tax rate of skilled agents 0.30
T wage tax rate of unskilled agents 0.20
Tt pre-tax returns on capital structures 0.11
Teq pre-tax returns on capital equipment 0.18
Wi pre-tax wage rate of skilled agents 0.96
Wy, pre-tax wage rate of unskilled agents 0.68
ws/w,  pre-tax skill premium 1.41
% after-tax skill premium 1.23

Table 1.4 includes the results from the data averages and the relevant
results from the calibrated model for the great ratios. The calibrated model
is able to replicate with accuracy the capital to output ratio and the skill
premium. Also, at the same time the model is able to match the data for
the UK for the investment to output ratio and government expenditures to

output ratio.

1.6 Optimal fiscal policy

Under optimal fiscal policy the policy instruments are no longer exogenously

determined. The government chooses optimally the level of labour and cap-
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Table 1.3: Great ratios and welfare

Param. Definitions Exogen.
K:/Y K& over output 0.78
K:, /Y K, over output 1.22
K%Y K@Y over output 0.26
K /Y K, over output 0.41
C*/Y  cons. of skilled ag. over output 0.33

C"/Y  cons. of unskilled ag. over output 0.17
G /Y  government spending over output 0.34

I5/Y  investment on KZ, over Y 0.03
I:,/Y  investment on K, over Y 0.09
IY/Y  investment on K% over Y 0.01
It /Y investment on K over Y 0.03
U average lifetime welfare!® -90.01
U? s.s. welfare of skilled agent -86.88
U s.s. welfare of unskilled agent -94.71

Table 1.4: Great ratios and skill premium

Param. Definitions Data Model
K/Y capital to output 2.67  2.67
cly consumption to output 0.62  0.51
1Yy investment to output 0.15  0.15
G/Y government cons. to output 0.38  0.34
wg/w,  pre-tax skill premium 141 141

ital income tax rates to achieve a maximum aggregate welfare of the two
types of agents. Early studies, such as Judd (1985) and Chamley (1986),
have shown that under optimal fiscal policy capital income tax rate should
be zero in the long-run. To obtain these results government must commit
to its policies and not re-optimise in the future, otherwise the equilibrium
outcome from the optimal fiscal policy is not sustainable.!*

Therefore, in this section it is assumed that the government choose and
commits to a policy at ¢ = 0 and it does not re-optimise in the future. Then

the agents and firms form their decisions taking into account government’s

14Note that the assumptions made in the previous section regarding the agents, firms,
government’s budget constraint and market clearing conditions continue to apply in this
section.
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policy. As a result, the government will take its decision of optimal taxation
by taking into account the DCE system of equations, as it has been presented
in the previous section and it is outlined in the Appendix A.

It is assumed that the government wants to maximize the aggregate wel-
fare of the lifetime utility of the two types of agents choosing {7}, 7%,, 7%, }+—0
to finance its consumption, which is assumed to be constant and equal to the

exogenously determined fiscal policy, having the following objective function:
max Zﬁt (nSUS (C’;t, h&t) + n,U, (C’Z’t, hu,t)) (15)
t=0

subject to the DCE system of equations

Taking into consideration the setup of the model, as it has been outlined
earlier, the government chooses optimally the following variables C,:, Cy,
Dsty Nt K;t,tJrlv Kesq,tJrl?
three tax rates {T:,ngt,T,}f’t}.ls Note that government consumption / ex-

Kﬁt,tﬁ*l? Kgq,t+17 wS,t; wu,t; T5t7t; Teqﬂf, 5/;57 phlS the

penditures is being targeted to be the same as in the exogenous case study.
Therefore, it is assumed that the government needs to finance its expendi-
tures through taxation without being able to borrow. This way the results
of the model are comparable with the literature (see e.g. Garcia-Mila et al.,
2010).

The dual approach is applied for obtaining the steady-state results (see
Tables 1.5 and 1.6 in the next section), taking into account the calibrated
parameters as presented in the previous section.

In addition, following Lucas (1990) the welfare gains from adopting the
optimal fiscal policy instead of the exogenous fiscal policy are being esti-
mated. Thus, we calculate the percentage of consumption that the agent
would be willing to give up while he/she is under the optimal fiscal policy in
order to be indifferent between exogenous and optimal fiscal policy. There-

fore, a positive value indicates that the agent is better off under the optimal

15This is the dual approach of optimal fiscal policy and it is presented in the Appendix
A.
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fiscal policy.

LUE \ T
-1 2,588 1

1,88

where, 1 = a, s, u for aggregate economy, skilled and unskilled agents respec-
tively and ss indicates that the lifetime utility is calculated at the steady
state. Also, LU represents the lifetime welfare at the steady state. The su-
perscript on the lifetime welfare indicates the fiscal policy regime. So, it is

either E for the exogenous fiscal policy or R for optimal fiscal policy.'6

1.7 Exogenous vs. optimal fiscal policy
1.7.1 Steady-state

The results from the exogenous and Ramsey policy in the long-run are given
in Tables 1.5 and 1.6. Comparing the two policies it can be seen that under
optimal fiscal policy the capital income tax rate is reduced. Also, the skilled
labour income tax rate has increased to balance the budget constraint and
the unskilled labour income tax rate remained relatively stable.!” Therefore,
under the current setup of the model, with capital-skill complementarity
and capital market imperfection, the optimal capital income tax rate will be
positive and equal to 6%. This result contradicts the early studies of Judd
(1985) and Chamley (1986) that suggested a zero optimal tax rate on capital
income. But as it will become clear in the next session, the positive optimal
tax rate on capital income is present under current setup due to the capital
market imperfections, as in Judd (1997) and Guo and Lansing (1999).

The systematic assessment of how optimal fiscal policy is affected when
the economy exhibits capital market imperfection, in the form of different cost
of capital holdings, and capital-skill complementarity, is worth noting in this
chapter and contributes the related literature. Therefore, in the next section

we examine how the long-run optimal fiscal policy changes when there is

16 Appendix A shows the derivation of equation (16).

I7Note that this result is affected from the assumed calibration. For instance, if unskilled
labour is less substitutable with capital then their wage tax rate will be higher than the
exogenous case, but still very close to the exogenous case.
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no capital market imperfection and/or no capital-skill complementarity and
compare these results with the literature.

It is also important to note that the assumed skill heterogeneity leads
to optimally progressive labour income tax system. As Conesa et al. (2009)
suggest, skill heterogeneity leads to higher progressivity of the labour income
tax rate. But also, under the current setup of the model, the government
can affect optimally the after-tax skill premium and as a consequence labour
income inequality. Thus, the government takes into account the effect of its
policies on the returns to skill and income inequality and then forms the
optimal progressive labour income tax rate.

The capital-skill complementarity assumption creates an additional chan-
nel through which the optimal fiscal policy can redistribute income and in-
crease overall welfare. For instance, in the case that the returns to skill are
endogenously determined and agents with higher labour return hold more
capital, an increase in the tax rate of capital income will also result in a
reduction of capital accumulation. The decrease of capital stock levels will
result in an increase of the returns to unskilled agents and also skill premium
will decline as a consequence. As a result, under this setup, optimal fiscal
policy is more effective in terms of income redistribution.

In addition, skilled agents will keep working less than the unskilled agents
but this gap will increase and both will work less in comparison to the ex-
ogenous case due to the increase in capital holdings for both agents.

Under optimal fiscal policy, skilled agents will choose similar amount of
consumption as in the exogenous case and their capital holdings will increase.
On the other hand, the unskilled agents will increase both their consumption
and capital holdings. In particular, skilled agents hold the 66.7% of capital
as it was expected from the imposed calibration. Thus the capital income
distribution will remain the same as it was in the exogenous case.

Moreover, the after-tax skill premium will decrease under optimal fiscal
policy. This result occurs because the effect from the higher progressivity of
the labour income taxes is larger than the effect of the higher pre-tax wage
rates. Since the capital income distribution remains constant, due to the

exogenously determined cost of capital holdings, the change in the after-tax
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wage rates will be the main determinant of income inequality:.
Therefore, now that the progressivity of labour income tax rates is endoge-
nously determined the government will choose to impose a more progressive

labour tax system to reduce income inequality.

Table 1.5: Steady-state results of exogenous and optimal fiscal policy

Param.  Definitions Exogen. Opt. Policy
Kz, cap. structures skilled agents hold 0.54 1.00
K, cap. equipment skilled agents hold 0.85 1.55
K cap str. holdings of unskilled agents 0.27 0.50
K, cap. eq. holdings of unskilled agents 0.43 0.68
hg working time by skilled workers 0.28 0.25
hy working time by unskilled workers 0.29 0.28
(O consumption of skilled agents 0.23 0.24
c consumption of unskilled agents 0.18 0.21
Y output 0.42 0.48
C_JC government spending 0.14 0.14
7" tax rate of returns on capital 0.44 0.06
TY wage tax rate of skilled agents 0.30 0.52
Ty wage tax rate of unskilled agents 0.20 0.19
Tt pre-tax returns on capital structures 0.11 0.07
Teq pre-tax returns on capital equipment 0.18 0.11
W pre-tax wage rate of skilled agents 0.96 1.41
Wy pre-tax wage rate of unskilled agents 0.68 0.78
W /Wy skill premium 1.41 1.81
gj—gjjj after-tax skill premium 1.23 1.06

Therefore, the reduction of the capital income tax rate causes an increase
in the total stock of capital through an increase in investment. The increase
in the stock of capital will have a positive effect on output. Moreover, since it
has been assumed that skilled agents are more complementary with capital
equipment than the unskilled agents, the increase in the stock of capital
equipment will cause an increase in the demand for skilled labour. This in
turn will cause an increase in the pre-tax wage rate for skilled agents and
as a result there will be greater disparity between the skilled and unskilled
agents’ pre-tax wage rates. This is the reason for obtaining a higher pre-tax

skill premium under the optimal fiscal policy case study than the exogenous
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Table 1.6: Great ratios and welfare under exogenous and optimal fiscal policy

Param. Definitions Exogen. Opt. policy
K:JY K over output 0.78 1.24
K:, /Y K, over output 1.22 1.68
KLY K@Y over output 0.26 0.41
Ky /Y K@ over output 0.41 0.56
C*/Y  cons. of skilled ag. over output 0.33 0.30
C"/Y  cons. of unskilled ag. over output  0.17 0.18
(_JC /Y government spending over output 0.34 0.30
I5,]Y  investment on K2 over Y 0.03 0.04
I;,/Y  investment on KJ over Y 0.09 0.12
IL/Y  investment on K% over Y 0.01 0.02
It /Y  investment on K¢ over Y 0.03 0.04
%4 aggregate lifetime welfare -90.01 -85.73
Wwe s.s. welfare of skilled agent -86.88 -83.60
w s.s. welfare of unskilled agent -94.71 -88.93
€, - - 13.34%
&, - - 10.69%
&, - - 16.90%

fiscal policy case study.

1.8 Comparison of welfare and income inequality

The welfare for both types of agents will increase under optimal fiscal policy
due to the increase in consumption and the decrease in working hours for
both agents. Therefore, the optimal fiscal policy under this setup is Pareto
improving since both agents are better off than the exogenous case.

The last three rows of Table 1.6 report the percentage of consumption that
the agent would be willing to give up under the optimal fiscal policy in order
to be indifferent between the two policies. The results report that skilled
agents are willing to give up 10.7% of their consumption before returning
to the exogenous fiscal policy. Unskilled agents, on the other hand, are
willing to give up 16.9% of their consumption. Both percentages are positive
meaning that both agents are better off under optimal fiscal policy. Also, the

optimal fiscal policy regime is more beneficial for the unskilled agents than
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the skilled agents because they are willing to give up almost 6% more from
their consumption than the skilled agents so as to be indifferent between the
two policy regimes (£, > &,).

Moreover, it can be examined how income inequality is affected between
the two cases. For the income inequality analysis the two representative
agents are being used and it is examined how the available income is split
among them. In the exogenous case the representative skilled agent’s share
of total after-tax income is 58.5%.'®

This can be split to labour income share and capital income share. Note
that both agents have the same returns to capital and the same capital income
tax rate. Since capital holdings for skilled agents are twice as much as the
unskilled agents’, due to the exogenous cost of capital holdings, the after-tax
capital income ratio between skilled and unskilled agents will always be equal
to 2. Meaning that skilled agents will always hold 2/3 of total capital income.
This result will hold for both the exogenous fiscal policy and optimal fiscal
policy.

Therefore, the after-tax labour income share (which is equivalent to the
after-tax skill premium) will be the important factor for determining the
overall income share of skilled and unskilled agents. The after-tax skill pre-
mium in the exogenous case study is 1.24 and under optimal fiscal policy it
declines to 1.06.

Since the after-tax capital income share remained unaffected and the
after-tax skill premium decreased, the overall income share of skilled agents
has decreased as well. That means that under optimal fiscal policy the gov-
ernment manages to redistribute income more equally among the agents. In
particular, under optimal fiscal policy the after-tax income share of the rep-
resentative unskilled agent is 42.9%, which is 1.4% higher than the exogenous
case.

The above analysis indicates that when both agents hold capital at con-

stant rates and also have the same returns from capital, the only way that

'8The income of the representative agent is calculated as the after tax income from
labour plus the after tax income from capital holdings: (1 — 7% )w;h; + (1 —77)(r*' K}, +
rqugq) where, the subscript j = s, u denotes the type of agent.
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government can redistribute income efficiently is through the progressive tax
rates of labour income.
As a result, under this setup, the optimal fiscal policy can be Pareto

improving and also reduce income inequality in the economy.

1.9 Analysis of the results

The model presented in the previous section includes the following elements:
(i) capital-skill complementarity, (ii) capital market imperfections through
the cost of capital holdings ¢, > 0, for i = s,u, (iii) two different labour
tax rates for the two types of agents, (iv) the aggregate economy is being
discussed instead of a simple representative agent model, and (v) the pro-
ductivity of the two types of agents is being set to be equal and only the
capital-skill complementarity drives the skill premium to increase.

To understand and isolate the main driving forces of the main findings: (i)
the non-zero optimal capital income tax rate and its magnitude and (ii) the
progressivity of the labour income tax rate; several versions of the benchmark
model will be considered.!? Table 1.7 summarizes the results of the optimal
fiscal policy when several of the elements mentioned earlier are not present.?

The first column in the table takes into account the fact that the produc-
tion function exhibits capital-skill complementarities. In the case that this
element is not present the Cobb-Douglas production function, with constant
returns to scale, is being used instead where the two types of agents are as-
sumed to have the same share in the production process. The second column
takes into account the presence of capital market imperfections. When this
imperfection is not present it is assumed that only skilled agents have access

to perfect capital market (v, = 0).2!

9The progressivity of labour income tax rate is determined as the difference between
the skilled agents’ labour income tax rate and the unskilled agents’ labour income tax rate
(re — ).

20Note that in every model the parameters that are re-calibrated to match the great
ratios are in the production function and within the boundaries suggested in the literature.

2INote that when both agents have access to perfect capital markets, ¢, = 1, = 0, the

DCE system doesn’t have a unique solution.
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Moreover, when the representative agents are being used instead of the
aggregate economy, the element presented in the third column is not present.
When the elements in fourth column and fifth column are not present the
agents have different productivity and they face the same labour income tax
rate respectively.

The main findings from the analysis are: First, the capital-skill comple-
mentarity is an important element for the progressivity of the labour income
tax rate and not for the non-zero optimal capital income tax rate. Second,
the capital market imperfection is the main driving force of the positive op-
timal capital income tax rate. Third, the different labour income tax rate
among the two types of agents, besides being the essential factor of the
labour income tax rate progressivity, is also a key element for the optimal
capital income tax rate when the production function exhibits capital-skill
complementarity. Fourth, the productivity of the two types of agents and

the aggregate economy affect only the level of the after-tax skill premium.

1.10 The model without capital-skill complementarity

In the case without capital-skill complementarity the Cobb-Douglas produc-
tion function is being used instead. This case is helpful for reproducing the
results of Judd (1985). The model in row M1 is a replication of Judd’s model
with a representative capitalist and worker, perfectly competitive markets
and a single labour income tax rate. Therefore, the model in that row can
replicate the result of zero optimal capital income tax rate.

Note that the model in row M1 makes the assumption that both agents
can save and work. But in order for the model to have a unique solution is
being assumed that only the capitalist (which is assumed to be the skilled
agent) has access to perfect capital market (¢, = 0), whereas the worker
(which is assumed to be the unskilled agent) needs to pay a cost of holding
capital. However, in this case the optimal solution indicates that the worker
will choose not to hold capital at all.

This result can be shown taking into account the two Euler equations for
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capital structures (A33, A37) of the two agents at the steady state:*?

1

E = Tst(]- — TT) + (]. — (Sst) — 277Z)5K§t
and .

B = T5t<1 — TT) + (1 — 6st) — 2qu;l}/

since the left hand side of the above equations is identical, the right hand

side of the two equations should be equal:
rse(1 —=7") + (L= 0a) = 20 K5 = ra(1 = 77) + (1 = 0) — 20, K
taking into account the fact that ¢, = 0:
ra(1—7")4+(1=06g) =ra(1—7") 4+ (1 —dy) — 2¢, K"

2¢9,K; =0

and since, 1, > 0, the unskilled agents will not hold any capital at all no

matter how large is the value of v,
K% =0

Therefore, setting 1, = 0, for i = s, or ¢ = u, will always result to the
capitalist and worker economy where only the capitalist holds capital.

Taking the above into consideration, Judd’s (1985) theorem 4 is reinforced
because even if only one of the two types of agents has access to perfect capital
markets the optimal tax rate on capital income is zero. Specifically, when
either of the two agents has no cost of holding capital the other agent will
decide not to hold capital at all and the economy will be populated with
capitalists that work and save and workers that only work.

When the production function doesn’t exhibit capital-skill complemen-

tarities the zero optimal tax rate on capital income will remain valid even

22Tt makes no difference if the Euler equations for capital equipment are being chosen
instead.
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if the government can tax differently the labour income of capitalists and
workers as the model in row M5. But in this case the government will choose
to increase the progressivity of the labour income tax rate by taxing more the
labour income of the agents that hold capital. As a result the after-tax skill
premium is lower than the exogenous case which means that the government
redistributes income to workers (the agents that do not hold capital) through
labour income taxes.

As a result, with a single labour tax rate for both agents and no cost
of capital holdings for the skilled agents (no capital market imperfection),
the optimal policy suggests that capital income tax rate will be zero and
the labour income tax rate will increase to balance the budget constraint.
Thus the level of government consumption will remain constant, as in the
exogenous fiscal policy case. But in the case where the government can
impose two different wage tax rates, it will choose progressive labour income
tax rates.

The difference in the productivity between skilled and unskilled agents
affects only the progressivity of the labour income tax rate and as a conse-
quence the after-tax skill premium (see the difference between the models in
rows M5 and M6).

The progressivity that a model without capital-skill complementarity re-
ports is at the range of 0.11-0.14 with an exemption of 0.24 for the case where
all elements are present (model in row M4). The progressivity reported from
these models is lower than what it is observed in the data, apart from the
case where it is equal to 0.24.23

When the model assumes that both types of agents have access to im-
perfect capital markets (¢, and v, are positive but ¥, < 1,) the optimal
tax rate on capital income becomes positive. This positive result on capital
income tax rate is not affected from any of the other elements considered
earlier (see models in rows M3, M4, M7 and M8).

Therefore, for the case without capital-skill complementarity the neces-

23The data from the UK government in 2012 report that the progressivity of income
tax rate between the high income earners and the rest of the population is approximately
equal to 30%.
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sary condition of a non-zero optimal tax rate on capital income is that both
agents have a positive cost of capital holdings. This result indicates that
the main driving force of the non-zero optimal tax rate on capital income,
under no capital-skill complementarity, is the imperfection in capital markets

through the cost of holding capital.

1.11 The model with capital-skill complementarity

When the model exhibits capital-skill complementarity the lower optimal
capital income tax rate will benefit more the skilled agents (all the models
in rows M9-M19). That happens because the increase in the stock of capi-
tal, due to the lower capital income tax rate, will also increase the demand
for skilled agents and their wage rate, driving the pre-tax skill premium to
increase.

In the case with a single labour tax rate the government will not be able
to redistribute efficiently the income among the agents (see model in rows
M9, M11, M12 and M14) and as a result the after-tax skill premium will
remain high.

In the models where only the skilled agents have access to perfect capital
market (), = 0 and v, > 0), the model collapses to the capitalist and
worker situation, as it has been discussed in the previous subsection (see
models in rows M12-M15). However, when capital-skill complementarity is
present, the result of optimal tax rate on capital income is different than the
Cobb-Douglas specification. In the case where the government cannot tax
differently the labour income of the two types of agents, the optimal tax rate
on capital income will be positive, as the models in rows M12 and M14. This
result is valid even when a representative agent model is being solved or even
when the productivity is different among the two types of agents.?*

The intuition of this result is that in the case with capital-skill comple-
mentarity the government can redistribute income efficiently from skilled to

unskilled agents through the tax rate on capital income when there is only a

24 Also, Conesa et al. (2009) obtain a similar result. Using a life cycle model they show
that when the government cannot impose a labour income tax rate that will depend on
age, the optimal capital income tax will become positive.
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single labour income tax rate. This result is different than the Cobb-Douglas
case, presented in the previous section, because now skilled agents are com-
plementary with capital. Thus, a lower stock of capital, due to the positive
capital income tax rate, will also reduce the demand for skilled agents lower-
ing their pre-tax wage rate. In addition, since unskilled agents are substitutes
with capital and skilled agents, their wage rate will increase. As a result, in
the case of capital-skill complementarity, if the government cannot impose
two different labour income tax rates, it can still redistribute income through
the taxation of capital income.

But when the government has access to two different labour income tax
rates, as the models in rows M13 and M15, and when only skilled agents have
access to perfect capital markets, the government will prefer to redistribute
income efficiently by increasing the progressivity of the labour income tax
rate. Therefore, in these models the optimal capital income tax rate is zero,
as in the Cobb-Douglas cases. However, with capital-skill complementarity
the progressivity of the labour income tax rate is much higher than the Cobb-
Douglas case studies and it can replicate the progressivity observed in the
UK economy. In addition, because of the higher labour income tax rate
progressivity the after-tax skill premium is much lower than the previous
case.

The result of high labour income progressivity is similar to Conesa et al.
(2009) result. In a life cycle model with heterogeneous agents, with respect to
labour productivity, they show that capital income tax rate will be positive
and the government will choose to redistribute income through increasing
the labour income tax rate progressivity.

In the case where both agents have access to imperfect capital markets
(¢, and v, are positive but with ¢, < ¢,), as in models in rows M9-M11,
the government will always impose a positive capital income tax rate. This
result is not affected from the other elements of the model.

To summarize, the above analysis indicates that the main driving force
of the non-zero optimal tax rate on capital income is the imperfection in
capital markets, as in Judd (1997) and Guo and Lansing (1999). In addition,

there is a case study where the non-zero optimal tax rate on capital income
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can be obtained even with perfect capital markets. That happens when
the government cannot impose two different labour income tax rates, which
verifies the argument of Correia (1996). In this case, the government can still
redistribute income through capital income taxation due to the presence of

capital-skill complementarity.

1.12 Optimally chosen government consumption

The models in rows M16-M19 make the additional assumption that the gov-
ernment can also choose optimally the level of government consumption. In
this case the qualitative results remain the same as before. However, pro-
gressivity of labour income tax rate is even higher when the government has
access to two different labour income tax rates. Also, the unskilled labour
income tax rate becomes negative (subsidy) and the optimal capital income
tax rate remains positive but lower than the benchmark case (models in rows
M16-M17).

Under this setup the level of government consumption that will be chosen
depends on its weight in the effective consumption. This is denoted with the
parameter o in Figure 1.1.%° indicates how the government consumption,
capital and labour income tax rates change as the share of government con-
sumption to the effective consumption increases. The model presented and
analysed in the figure is the model in row M17 from Table 1.7, where all the

elements of the model are present.

25 At the benchmark case the weight of the government consumption to the effective
consumption is: 1 —a =1—-0.9 = 0.1. So as a decreases the weight of the government
consumption on the effective consumption increases.
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When the share of government consumption on the effective consumption,
(1 — a), decreases so does the level of government consumption, all the tax
rates and the after-tax skill premium. However, even though the labour
income tax rates for both types of agents decrease the progressivity of the
labour taxes increases. That occurs because when the tax rate on capital
income decreases the government relies more on the labour income tax rates

for income redistribution.

1.13 Assessing income inequality

Table 1.8 summarizes the results of income inequality under optimal fiscal
policy for various versions of the model. The last two columns of the table
compare the overall after-tax income share of the skilled agent. If this share
declines, when the optimal fiscal policy is in place, it means that unskilled
agents have higher share of the overall after-tax income and as a result income
inequality is reduced.

Note that the table does not include a column for the change in the after-
tax capital income because the capital income share of each type of agent
is assumed to be fixed. In particular, skilled agents will always hold two
times more capital stock than the unskilled agents due to the assumed cost
of capital holdings. This will result in the skilled agents having two times
higher capital income than the unskilled agents, given that the returns to

capital and capital income tax rate is the same for both types of agents.
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Taking the above into consideration the important factor that will reduce
income inequality is labour income tax rates. The government will not be
able to reduce income inequality unless it has access to two different labour
income tax rates. In fact, optimal fiscal policy with a single wage tax rate
will increase income inequality between the two types of agents (see models
in rows L3, L4, L6 and L7).

The capital market imperfection element is affecting the level of income
inequality and income distribution among the two types of agents. When
there is no capital market imperfection (meaning that only skilled agents have
access to perfect capital markets, ¢, = 0 and ¢, > 0, and as a result only
skilled agents will hold capital) the optimal fiscal policy will result in even
higher income inequality. Also, skilled agents will hold a larger proportion of
total after-tax income when the same model is compared with the case where
capital market imperfection is present (see models in rows L1-1.2, L.3-1.4 and
L6-L7).

When capital-skill complementarity is not present, the optimal fiscal pol-
icy cannot redistribute income efficiently. As a result skilled agents’ share
of income increases when the optimal fiscal policy is in place (see models
in rows L1-1.4). But when capital-skill complementarity is present and the
government has access to two different labour income tax rates for each type
of agent, the skilled agents’ share of total after-tax income in the economy

decreases but they still hold the majority of the available after-tax income.

1.14 Partisan policy

Throughout the analysis so far it has been assumed that under optimal fis-
cal policy the government wants to maximize the aggregate welfare in the
economy. Under this assumption the central authority does not show any
preference towards a certain type of agents. This means that in the objective
function (17) the weight parameter for skilled agents will be equal to their

share in the economy.?%

26 Therefore, under the calibration provided in a previous section: w = ny, = 0.6. As a
result the relevant weight in the objective function for the unskilled agents is: (1 —w) =
n, = 0.4.
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This section will re-assess the optimal fiscal policy outcome for the case
where the central authority places more weight to one of the two types of
agents. The only difference with the analysis provided in the optimal fiscal

policy is that the objective function of the government will become:

max Y B (w x U (Coy hag) + (1= w) x Uy (Chy s hut)) (17)

t=0

subject to the same DCE system of equations as presented in the Appendix
A for the optimal fiscal policy.

The procedure is identical to the optimal fiscal policy presented earlier
with the only difference that here the variable that determines the weight the
government places to a specific type of agents is not equal to the share of each
type of agent. In this subsection the variable, w, can take any value between
0 and 1. For example, when this value exceeds 0.6 the government places
more weight to skilled agents, since at the calibration subsection earlier on
we assumed that skilled agents are 60% of the population. As a result, the
assumption of a Benthamite government, where w = 0.6, will be dropped
and a Partisan government will be assumed instead.

Figures 1.2 and 1.3 present how the tax rates, income inequality and main
macroeconomic variables react as the variable w increases when the Partisan
government sets the optimal fiscal policy.

In particular, Figure 1.2 shows that as the weight placed to skilled agents
increases the optimal tax rate on capital income declines. But when w ~ 0.76
the optimal tax rate on capital income reaches the lowest value of 5%. After
that point optimal capital income tax rate increases again. Therefore, under
the assumed setup and calibration the optimal tax rate on capital income will
be positive irrespectively of the weight the government places to a certain

group of agents.

42



“JUSWIULISAOS UesIIeJ & Jo Adrjod [eosy rewnpd() :g'T oInSi

Wit
L a0 g0 o 70

alej|ain pa|[Ixsun

Witag,
L a0 50 o ]

i (|43 ¥ejegy

Wit
g0 ]

[41]

alej[am pajiys
Witag,

[41]

e afiem payitg
Whag,
g0 70

Rwssaifond xepnoge

a0 50

TIENS
]

[41]

alg)am |ej]
TIENS
]

| 20 50

aleys awoau) suaie paj|iys xelEly

I

| 20 90

itap,

v [41]

ajed xe} awoaul jeyden

520

Annn

alel afeuanag

ajel afejuaslisd

43



“JUSWIULIOAOS UeSI}IeJ ® Iopun

R
90 ]

41

SO[(BLIBA DTWOU0I0.I08

nding
WBiap
oo ¥

A1)

| Bl

#0155 [eydes pajsun

UTENY
90 (]

4]

40

Anage| pajii3

]

R
2 90 ] 4]

yaogs dinba jendes pajiysun

WBiap
B0 90 f0 20

205 “s [endled pajxg

UTENY
an 90 ] 4]

OIWINSLI0T PaYIHSUR

ra

1]

1]

B0

I
90 ¥

z

0

yaols ‘dinba |eded pajys

Wi,
g0 #0

7

0

noge pafisun

TN
90 4l

LOROWNSU0D PB| IS

gl

Za

ra

1]

uo Adrjod [eosy rewrydo Jo 1090 9y T, €T 9IS

anje s alels Apeals an|ea alels Apeals

ane s a1els Apealsg

44



The upper middle graph in Figure 1.2 shows the evolution of labour tax
progressivity (defined as 7, — 7;,). For very low values of the variable w
progressivity shows a slight increase but once it exceeds the value of 0.13 it

starts to decline. The labour tax progressivity will become negative, which

w

means that 77 < 77,

value of 0.75.
The upper right hand side graph and the middle left hand side graph of

when the weight placed to skilled agents exceeds the

Figure 1.2 show the evolution of after-tax skill premium and after-tax share
of skilled agents on total income respectively. Both of these variables are
positively correlated with the weight placed to skilled workers. In particular,
the skilled agents will hold the majority of the after-tax income when w
becomes higher than 0.45.

The other two graphs in the middle row show the evolution of the wage
tax rates for both agents. For skilled agents the wage tax rate decreases
at a relative constant rate as variable w increases. On the other hand, the
unskilled wage tax rate decreases for low values of the variable w and it starts
to increase when the weight exceeds the value of 0.2.

The bottom row in Figure 1.2 shows the effects on the aggregate, skilled
and unskilled agents’ welfare. Regarding aggregate welfare the graph shows
that it increases at an increasing rate as w increases, with the exception of
the range 0.2 — 0.4 where aggregate welfare increases at a decreasing rate.
Skilled agents’ welfare has a positive relationship with w. But the welfare of
unskilled agents increases until the variable w reaches the value of 0.3 and
then it starts to decrease. The welfare of skilled and unskilled agents becomes
equal when the government places a weight of 45% to skilled agents in the
objective function.

Figure 1.3 includes graphs that show the evolution of the stock of capital
held from each type of agent. The results are very similar between the two
types of agents and the two types of capital (capital equipment and capital
structures). Specifically, as the variable w increases the stock of capital in-
creases as well until the point where the optimal tax rate on capital income
starts to increase again. That happens when w exceeds the value of 0.75 for

capital structures and 0.81 for capital equipment.
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The graphs for the evolution of skilled consumption and skilled labour
supply are positively correlated with w. Whereas, the evolution of unskilled
agents’ consumption increases for small values of w but when it exceeds 0.3
declines. The level of labour supply of the unskilled agents exhibits a negative
correlation with w. Finally, output follows the same pattern as the stock of
capital, it increases as w increase but it starts to decline when w is higher
than 0.78.

The main conclusions from the above analysis are: (i) the non-zero result
of the optimal tax rate on capital income is not affected from the weight the
government places to a certain group of agents, but the magnitude of the
optimal capital income tax rate is affected; (ii) the progressivity of labour
income tax rate turns negative, which means that 7%/ < 7, when the weight
placed to skilled agents exceeds the value of 0.75; (iii) aggregate welfare has a
positive relationship with the weight the government places to skilled agents;
(iv) as the optimal tax rate on capital income decreases the stock of capital
increases and, due to the presence of capital-skill complementarity, skilled

labour increases as well.

1.15 Concluding remarks

This chapter studied the outcome of optimal fiscal policy under skills and
capital holdings heterogeneity. It is further assumed that the production
function exhibits capital-skill complementarities. This way the model is able
to reproduce the wage premium and factor input elasticities suggested in the
literature.

The results suggested that under optimal fiscal policy a benevolent gov-
ernment will not choose to eliminate the tax rate on capital income, as Judd
(1985) and Chamley (1986) suggest. The analysis showed that the main
driving force of the non-zero optimal tax rate on capital income is the imper-
fection in capital markets, which is in line with the results of Judd (1997) and
Guo and Lansing (1999). However, in the case where the government cannot
impose two different labour income tax rates, the positive optimal tax rate

on capital income will appear even if there is no capital market imperfection,
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verifying the argument of Correia (1996). In this case the government will
redistribute income through capital income taxation due to the presence of
capital-skill complementarity. But when capital-skill complementarity is not
present the non-zero optimal tax rate on capital income will appear only if
the capital market imperfection is present.

Another important result is the progressivity of labour income tax rates
under optimal fiscal policy. In particular, when capital-skill complementarity
is present and the government has access to two different labour income tax
rates, income inequality will be reduced through the lower after-tax skill
premium. But the government cannot reduce income inequality when capital-
skill complementarity is not present. Therefore, under optimal fiscal policy
the government is able to reduce income inequality and improve the welfare
for both types of agents making the outcome Pareto efficient only when
capital-skill complementarity is present.

These results remain valid even if the government doesn’t need to satisfy a
given level of consumption and as a result can optimally choose the tax rates
and the level of government consumption. Finally, the conclusions remain
valid even when the government places more weight to a certain group of
agents, as in Chari and Kehoe (1999).

Finally, when we drop the assumption of the Benthamite planner and
we allow for a partisan government, then we found that the non-zero result
of the optimal tax rate on capital income is not affected from the weight
the government places to skilled (or equivalently unskilled) agents. However,
the level of the optimal tax rate on capital income is sensitive to the weight
of the skilled agents in the objective function of the Partisan government.
Moreover, the progressivity of labour income tax rate is overturned (it be-
come regressive) when the weight placed to skilled agents exceeds the value of
75%. Also, aggregate welfare exhibits a positive relationship with the weight

the government places to skilled agents.
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Appendix A

A Chapter 1

A.1 First order conditions
A.1.1 Households
In period ¢t households solve the following maximization problem:

)

ll
maX EOZB Ci ) )

hj e, Ket1

p1/p ) ]
i = [aC]‘ft +(1—a) (Gt> } , subject to their
budget constraint depending on the type of the agent:

where, [;, =1 —h;, and C7 G

Cir + ]gt,t + qut = (1- T;'ljt)wjihjt + (1 —77) (Tst,tth,t + Teq,tKgq,t) -
—v, [(K3)" + (K2,.)°]

or if we replace the capital evolution equations:

(1 B T;ljt)wjvthjvt + ( ) (Tst thtt + Tegq, tKeq t) —
i 2
oy [ ()" + (K2,
= Cji+ th,t+1 (1 -4, )Kstt + Keq i — (1— 5eq)Kgq’t

Cir + th,t—&—l + Keq 1 = (=70 wjthi + (A1)
=T + (1= 6)] KLy +
+ (1= 7)reqe + (1 — deq)] Kgqt
—; [(th,t)Q + (K20 } :

(
(

Also we should note that the stock of capital structures and capital equip-

ment in period ¢ are known and as a result households want to maximize the
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two types of capital in period ¢+ 1. In addition, Ej is the conditional expec-
tation in the initial period given the available information in that period.
If it assumed that A; is the Lagrange multiplier associated with the budget

constraint, equation (A1), the following Lagrange equation is obtained:

o (a0t t 0 -) (@) ] 0 ey
l—0o

FAi (1 = 77wy eribj i + (A2)
(1= h)ratess + (1= 6)] Klyyys +

+ [(1 — T i)Teqeri + (1 — de )} Kgq,t+i -

—; [( st t+z) + (Kiq t+z) } — Clpri — th,t+i+1 - Kgq,t+z’+1)~

Since the aim is for the maximization problem to be solved for a period
s >t it would be easier, for the derivations later on, to write equation (A2)

as:

Eo{szt:1 B[ [“CJM it (1—a) (G:ﬂ‘) H] " (= Ry ™ +
1—0o

+At+i(_< — T Wil et +

[0 =7 + (L= 0a)] K2, pys —

o [(B%)” + (K,00)7] +

+ [(1 — Ty i) Teqeri + (1 — de )] Kgq t+i

—Cii — Kﬁt,t+i+1 - Kgq,t+i+l)] +

([act,+ - ) (&))" (1= mpy—ye

+587t[ 1—0

AL = T wshye s [(12,)" + (K2,.)7] +

_|_
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+ [(1 - TZ)Tst,S + (1 - 6815)] th,s o Cj,s o Kﬁt,erl - Kgq,erl) +
-+ [(1 — Tg)'req,s + (1 - 56(])] Kgq,s] +

—_C

([acﬁﬁl +(1—-a) (Gs+1>“:| " (1= hjepi) ™)

s—t+1
+477 e

_I_

_C

w1/ 1
aCli+ (1=a) (Gi) | (= by )

l1—0

_|_

+ f: ﬁ"[([

t=s—t+2

A0 ((1 = T8 Dwiasihyeri + (1= 75 raas + (1= 8a) ] K2 4y +

+ [(1 — Tipi)Teqa+i + (1 — 5eq)} Kgq,t+z’ -
j 2 i 2 . .
_wj [(th,t-i-i) + (Kgq,t—&-i) } - Cj,tﬂ‘ - Kﬁt,t-‘ri—i—l - Kgq,t+i+1)]} :

Next the first-order conditions are presented at time s > ¢:27
Private consumption in period s:
_c /u
o ([act -0y (@) ] (1ny e
8£ B 8{/8 t[ [ Js ( >1_:|0— J —ASC]'75:|} B 0

0C; 0C;

(1= 0)aCt " (aCl, + (1 - a) (Gj)“)”/““““

1—0

X

0 = Bs—t[
x (1 — hj7s)(1*7)(1*0) — A]

0 = #hact;t (ack + (- a) (6)) T

x(1 — hy )10 _ A,

X

since 0 < # < 1 and as a result it cannot be zero:

_ c> u> (v/m)(1-0)-1

’YCLCﬁS_l (aC’j’fs +(1—a) (Gs (1 — Ry )0=0) = A

2TFor simplicity all the factors that do not affect the derivations are removed from the

first-order conditions.
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Labour in period s:

oL

=0
oh,

([acs, + (1 -a) (6))] My

l1—0

a s—t
0 = a—hs{ﬁ [
+E A (wj (1 =755 )his]}

Js

+

0 = 5”[(_1) (1=7)1-0) (aC;fS + (1 —a) (GE)H)WM)G_U) X

1—0
X (1= hy )0 4 BA(w;0(1—72))]

(1) (s + (= ()) T e
— Byl - 7) (A4

2,8
Capital structures in period s + 1:

oL 8{63 t( th s+1)}

- -
8th ,5+1 aK:Zt ,s+1
+

8{/89 t+1ES -5+1[((1 Ts+1),r\5t \5+1+(1 5St)) st ,5+1 w]( st a+1)2}}

J
6Kst,s+1

=0

—3 At B Ay (et (L= 750) + (1= o)) =
—As + BEAwpr (rararn (1= 7040) + (1= 0) — 20K, SH)] 0
As = BE[Asis (ransrn (1= 7000) + (1= 0u) = 20K 010)] (AD)
Capital equipment in period s + 1:

oL — s~ t( As Keq s+1)}
K’ oK’

+
eq,s+1 eq,s+1 5
+8{557t+1ES [AS+1 [[(1 7’5+1)qu 5+1+(1 65‘1)] eq,s+1 w ( eq, s+1) :|}

J
aI(eq s+1

=0
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_ﬁs_tAs + ﬁs_H-lES[Aerl (Teq,s+1<1 - 7-7;+1) + (1 - 21/} Keq s+1)
_As + BES [As+1 (Teq,S—&-l(l - TZ+1) + (1 - ) 21/} eq, s+1)] 0

Ay = BE[Asia (Teq,s+1(1 = Toy1) + (1= deg) — 29, K5, S+1)] (A6)

Now, since we know that:

() i f ey (/m)(1-0) -1 o)
ac,., = yaC, (aC’w +(1—a) (GS) ) (1—hjs)

equation (A3) can be written as:

ou (+)

= A, A
0C; s (A7)

By using equation (A7) for period s and for one period ahead (s + 1)
equations (A5) and (A6) will become:

_c\ 1\ (v/m(1-o)-1
’yaCj‘gl <aCJ’fs +(1—a) (Gs> ) (1—hy )(1’7)(1"’)

— wy (/) (1-0)
ﬁEs[('VaCﬁsL (GC s+1 T (1- ( s+1>
X (1= o)D) (rg (1= 70) + (1= 0g) — 2%K§t,s+1)]

du (-) du (-) .
ac;, - BES[@CJ-,SH (Tst,sﬂ(l —Top1) + (1 —0s) — 29, th s+1)] (A8)
and
_c (v/mw(1-0)—-1
1aCE (aCl 4+ (1= a) (G1)) T (1= )00
wy (v/p)(1-0)-1

= ﬁEs[(”Yanl‘f;il (G’C#s—s—l +(1— ( s+1)

X(l - hj75+1)(1_’Y)(1_U)) ( (18"1‘1(1 s+1) (1 - 5 ) 2,¢jKZq,s+1)]
ou (- ou (-

0 A (Teqys+1(1 - 7'2+1) + (1= deq) — 29K, s+1)] (A9)

= [FE,
(90]‘73 5 [80]‘734,_1
The above equation is the well-known Euler equation and defines the

consumption-savings optimality condition. Sets the marginal return of sub-
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stitution between present and future consumption equal to the after tax
returns on savings. Households equate the cost from saving one additional
unit of today’s consumption to the benefit of obtaining more consumption to-
morrow. Therefore, the above Euler equation describes the optimal trade-off
between current and future consumption.

Dividing equation (A4) by equation (A3) gives:

—_c\ m\ (v/w)(1-0o)
(1—7) (aCj‘fs +(1—a) (GS) ) (1 = hy,)A-n0=0)=1

’Yaoj’-fs_l (ac_;fs +(1-a) <Gz>u>(v/u)(la)1(

EsAg(wj (1 — T}‘js))
A,

1 — hy,)1-0=0)

ou(-)  Ou(-)
Ohjs  OC;,

Which is the consumption-leisure optimality condition. Under that con-

Ey(w;s(1=7Y)) (A10)

dition the marginal rate of substitution between leisure and consumption
equals the after tax wage rate. Shows that the agent (worker) equates the
marginal utility from a marginal increase in leisure to the utility from working
an equal amount and getting more consumption.

In addition to the above the transversality condition needs to be added:

o Oug ()
+ t
tllgloﬁ 8Cj’t

J _
Ki,t+1 =0

The intuition of the above condition is that in an optimal path, the val-
ues of capital stock for a given period far enough into the future have zero
weight to the maximization problem. In addition, the transversality condi-
tion states that the utility gains from accumulating capital eventually grow
slower than 1//3. This condition is crucial in order for the economy to reach a
stationary state equilibrium, otherwise it would be optimal for the individual

to postpone consumption forever.
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A.1.2 The firm

Firms select the quantity of each type of labour that they are going to hire
and the amount of capital (both structures and equipment) that they are

going to rent in order to maximize their profits:

)so/p+

Ht - hs,t,hug}%i,tKeq,tAtKgﬁt [)\ (V (AGQ7tKert)p + <1 B V> h?&t

c

(L= NhF, ] —wihpe —

_wu,thfu,t - Tst,tht,t - Teq,tKeq,t-

The relevant first-order conditions for period ¢ are:

For the skilled agent:
ol 0

Ohfsy

I—a"\ ¢ ., “
0 = /\(1_’/)< ” )Eph?s,%Athtc,tX

X P‘ (V (Aeq,tKeq,t)p + (1 - V) h?‘s,t)v/p +
YY) T

wsy = A1—v)(1l—a h?;;AtKgf’t X
1—a®
/o] e L
% A (V (Aeq,tKeq,t)p +(1-v) h}gfs,t)cp g '
+ (1= M) n%

fu,t

wee = A(L—v)(1—a) bl AKSY, (A12)
1—a®
/ 2 -1
y A (v (AegiKeqr)’ + (1 —v) h?sjt)cp P
+ (1= X) A%

fu,t

For the unskilled agent:

oIl
Ohfuy
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1 _ C
0 = (1-2) ( wa )gohmAtKggt x
X P‘ (V (Aeq,tKeq,t)p + (1 - V) h?s,t)v/p +
+ (1 - )\) h?u,t] 1;’1L_1 — Wyt -

war = (1=X)(1—a)hf  AKY, x

fu,t
1-a® 4
y A (V (AeqﬂtKeq,t)p + (1 - V) h?&t)(p/p ’ .
+ (1 - )\) h?u,t
wye = (L=A) (1= a%) Ay A, % (AL3)
1-a® 4
y A (V (AeqﬂtKeq,t)p + (1 - V) h?&t)(p/p ’ .
+ (1 - )\) h?u,t

For capital structures:

oIl

=0
a[(st,s

0 = [A (v (AeqiFoqa)’ + (1= 0) 12 )"+ (1= N R%,, ] 7 x

fu’t
CAKG !
Xa th gy~ Tst,t .

Tstt = CLCAtKgZ;lX (A14)

oA (v (AeqiBKegs)’ + (1 — 1) hgs,t)W/p ] e

F (1R

fu7t

For capital equipment:

Oll,
0K g s
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1 _ C
0 = /\y( ¢ ) CpAP KP VA K, x
p b

© eq,t*req,t
1—a®
/ ) -1
« [ A (V (Aeq,tKeq,t)p + (1 — V) h?S,tyD g ] — Teqt
+(1=2MX) h‘;u,t 7
regt = Av(1—a®) AL KD TAKS, X (A15)

/ 1=a®_ 4
% A (V (Aeq,tKeq,t)p + (1 -v) h?s,typ ’ ‘ .
+(1=X h?wt

Where under the assumptions of homogeneous of degree one production
function, perfect competition and free entry of new firms into the market,
firms that already exist in the market make zero profits and as a result we
have:

Y = wgihpsy + Wuithpur + oK + Teqifeqr (A16)

A.2 Decentralized competitive equilibrium

This section presents the solution of the decentralized competitive equilib-
rium (DCE) where households maximize their welfare and firms their profits,
also all constraints mentioned above should be satisfied, including the market
clearing conditions.

Therefore, given an initial level of capital stock for structures and equip-
ment (/o) and (K.p), and given the exogenous processes A;, Aq,t, @ com-
petitive equilibrium is characterized by the sequence: {Cs¢, Cut, hsyt, Ry,
Kypons Koyt Kl yins Klyoins War, Wats Tavss Tegas Gy, Yi}i2osatisfying the

following conditions:

A.2.1 The first-order conditions of skilled households

ou (+) Au (+) ) s
ac,, = /BES[—aCS,t-‘rl (T’St,t+1(1 —Tyq) +(1—0g) — 2w8Kst,t+1)] (A17)
ou (+) Au (+) ) S

aCs,t B BES[aCs,t-H (T€q7t+1(1 B Tt+1) T (1 o 6€q> - 2Q/JSK'eq,tJrl) ] (A18)
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_c (v/m)(1—0)
(1—7) <a0§ft +(1—a) (th) i (1— h&t)(lf'y)(lfa)fl

_c (v/p)(1—0)—1
’mCéf{l (aCﬁt +(1—a) (Gt)ﬂ> e (1 — hy,)1-"01=0)
= Ey(w,,(1-717,)) (A19)

A.2.2 Budget constraint of skilled agents

Csi + Kst,t—&-l + Keq t+1 = (1- ngt)w&th&t + (A20)
+ (1= 7p)rsee + (1= 05)] Ky +
+ (1= 7 reqr + (1 = 0eg)| K2y —

v, [(K5)" + (K207

A.2.3 The first-order conditions of unskilled households

0

2ul) ( 3 BE(57 <t+>1 (ratesn (1= 7500) + (1= 6u) — 200, K% . )] (A21)
0 %)

a@é( 3 BB <t+)1 (Fegrsr (1= 7041) + (1= 60g) — 20, K2 1)) (A22)

_c (v/u)(1—0)
(1—7) (aC’qjt +(1—a) (th) e (1 — hy,) -1

_c (v/m)(1-0)-1
yaCliyt (aij,t +(1-a) (Gt>“> . (1 = hy,)d-70-0)
- Et(wu,t<1 7)) . (A23)

u,t

A.2.4 Firms’ first-order conditions

c

Wst = /\(l—u)(l—a)nfjhg’t At( stt)a X (A24)

A (V <A§q,t (Kfq,ty) +(1-v) n§h§7t> ©/p N
+ (1= nEh,
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c

Wy = (1—X)(1—a%)nhe; A, (K;”t,ty X (A25)

u'“u,t
w/p SR
Ao (a2, (18,)) + 0 )+ |
+ (1= A)nghy,
c a®—1
rae = oAy, (KL)% (A26)

c

Ao (At (52)) + -y ag ) ]
+ (1= \) A7 ngh?

u'“u,t

—1 a‘
Fegt = Av(1—a%) AL, (Kfq’ty A, (stt,t> X (A27)
p w/p S
A (A (KL.) ) + (= vymeng, )+
+ (1 = A)nghl,
where K{t =n K}, +n, K}, for i = st, eq.
A.2.5 The behaviour of the exogenous processes
log(Ar) = (1 — pa)log(Ao) + palog(Ai-1) + e (A28)

IOg(Aeqﬂf) = (1 - pAeq) IOg(Aeq,O) + Piaeq lOg(Aeqﬂf—l) + Edeqpt (A29)
A.2.6 Government’s budget constraint

_C

Gt = Ny (ngtws,thst) + m (Titwu,thu,t) + (A30)
+74 (Tst,t(nsKjt,t + ”qut,t) + Teq,t(nsK:q,t + nUKgq,t))
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A.2.7 The aggregate resource constraint

Y, = n, (Kjt,t—i—l —(1- (5st)cK§t,t + :q,t—i—l - (1= 5eq)qu,t) +
+1sCst + 1y Cut + Gy + (A31)
+1,, (K;;’Hl -(1- 5st>K;Lt,t + (;uq,t+1 -(1- 56‘1)[(5%75) +
st | (K3)" o+ (K2)"| + e | (K)* + (5,07

A.2.8 The production function

Y, = At(nsKst,t + nqum)ac X (A32)
)N (v (AL, (n K5, +nu K )P) + (1= v)nfht, )7 +

1—a®

+(1-X) nfhﬁt} ®

Thus, there is a system of fourteen equations with fourteen unknowns
which describes the DCE: Cy 4, Cu, sty I, Ky yiq, K K¢ K

. eq,t+1» st,t+1> eq,t+1»
Wsty Wyt Tstts Teqt, Gy, Yz, together with 2 exogenous processes { Ay, Aeqﬂf}.28

A.2.9 The steady-state

The equations that describe the equilibrium of the economy are nonlinear
and as a result it may not permit analytical solutions. Such systems are
usually solved using a log-linear approximation around the steady state and
then solving the resulting log-linear system of equations. Therefore, the
behaviour of the system will be determined in the steady-state. The steady-
state value of any variable will be presented with a bar above the variable
and by dropping the time index (i.e. K; = K;;; = K). The deterministic
steady-state is defined when all the errors of the AR(1) processes are equal
to zero and all of the variables in equations (A17-A32) are constant.

Under these assumptions the steady-state conditions include the follow-

ing.

_C)u)(v/u)(l—o)—l

28Where: gggz = 'yaCﬁs_l (aCﬁs +(1—a) (GS (1 — hy)t=70=9)
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The first-order conditions of the skilled household:

= (Fa(1=7") + (1= by) — 20,K3)) (A33)

|

1 _ r 5
5= (Teg(1 =7') 4+ (1 = beq) — 20,K2,) (A34)
) _Cc\ M
(1—7)<aCS+(l—a)(G>> B »
_p—1 _ :w3(1_7-5>
~aC, (1 — hy)
The budget constraint of the skilled agents:

(A35)

Co = [(L=7)Fu— 0] Ko+ [(1=7)Feg — 0eg) Koo+ (A36)
—wSKKZ)-+(K;)]

The first-order conditions of the unskilled household:

t
+(1 = 7)) wshs

1/ ., L
5= (ra1 =77+ (1= 6)) = 20, K, (A37)
1 B . —u A
5= (Fea@ =77+ (1= 60) = 20,K,,) (A38)
_p _C\ M
(1—7)<a0u+(1—a)<G>> ) i
—T =w,(1-7,) (A39)
~vaC, (1 —hy)
The firms’ first-order conditions:
_p—1_ _a®
wy, = M1—v)(1-a)n’h., AK. x (A40)

c

A (V (AZinz) +(1-v) (nsﬁs>”) ¢/p+ 1

" F(1-N) (nuﬁu)‘p
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e = (1=N(1-a)n?h, AK., x (A41)

1—a®

y |: A (y (A;f(;) +(1—-v) <nsh3>p>¢/p—|— ] o

+(1-=X) (nuﬁu>

-1

7_"5,5 = CLCAKst X (A42)

a®

X [ Ao (AL + () (m)) "+ ] -

+ (1) (k)

_p —p—1_ _af
Feg = W(l—a9) A K. AK, x (A43)

c

A (V <;l:ql_(:q> +(1—-v) (nshs>p)‘p/p+ -
F(1- N (nuﬁuy

-1

X

where K; = n K + n, K" for i = st, eq.

The behaviour of the exogenous processes:

log(A) = (1 = pa)log(Ao) + palog(A) (A44)

1Og(Aeq) = (1 - IOAeq) log(Aeq,O) + Paeq log(Aeq) (A45)
Government budget constraint:

—_C

G =n, <?;U@3715) + 1y (ﬁﬂ;uﬁu) +7 (?stf(st + ?eqf_(eq) (A46)
The market clearing condition:

Yy = nyCs+n,Cy+n, (5stf_(zt + 5eqf<;> + Ny (5stf_<:t + 5eqf_(zq) +
e, | (K)o (60) | | (52)+ (52)'] - aan
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The production function:

1—a
©

—-p _s —u\P —p\®/p
A (VAeq (nsKeq + nuK6q> +(1—-v) n§h$>

X —p
+ (1 = X)n?h,

(A48)
All the exogenous processes can be simplified even further. For example

consider equation (A44):

log(A) = (1 — p,)log(Ag) + palog(A) &

log(A) = log(A)

which means that the steady-state of neutral technology shock (A) depends
on its long-run value(Ag). The long-run value of neutral technology affects
only the scale of the economy (see King and Rebelo (1999)) and hence is
normalize to be equal to:

A=Ay=15

Moreover, the exogenous process of the capital equipment efficiency be-

comes:

IOg (Aeq) = log<Aeq,0)

which also means that its steady state depends on the long-run value.?

A.3 Optimal fiscal policy

The competitive equilibrium using the dual approach of the optimal fiscal pol-
icy is presented from the Euler equations of the representative skilled agent,
the skilled agent budget constraint, the Euler equations of the representative
unskilled agent, firms’ first-order conditions, government’s budget constraint,

aggregate resource constraint and the production function, as presented in

29The long-run values of the exogenous processes are presented at the calibration sub-
section.
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the decentralized competitive equilibrium section previously.
1 . S S u
Government will choose: Csy, Cuy, sty s Kopyyr, Kopiirs Keipi
u ' w w 3 3 3 3
Keq,t+17 Wty Wot, Tstts Teqits Yer Ths Tot> Tyt DO MAXimize equation (15) subject

to the DCE system of equations. The associated Lagrange equation is:

o0

> B (U (Cyhas) + nuUs (Copo i) +
t=0

Au () . ) du ()
+A%<6[m (Ts,t-&—l(l - 7—1€Jr1> + (1 - 58) - 2¢5Ks,t+1)] - Ws,t)

du (-) , du (-)
+A?(5[m (reqs1(1 = 71) + (1 —0e) — 20, K2, 1)) — aC.,
+A (wg (1 T;’ft) —

_e\ i\ (v/mw)(1=0)
(1=7) (aCty+ (1= a) (G))") (1= byt

_ — )+

_e\ m\ (v/p)(1-0o)—1
’yaC’gt_l (aC’;ft +(1—a) <Gt> ) (1 = hy,) =1 0=0)

+A?((1 - ngt)ws,ths,t + [(1 = 7175 + (1 — 6)] Kj,t +
F A= 7)res + (1= 0)] K2, —

S 2 S 2 S S
_ws [(K&t) + (Ke,t) } o CSJ o Ks,t+1 - Ke,t+1) +

ou (- D (-
AN (a1 = 7) + 18 = 20, K] - S

ou (- (-
+A?(6[0C€L (t"l)‘]. (T(i,t-‘rl(l - T:—‘rl) + (1 - 56) - 21/Jqu’t+1)] - a’lé(( t)) +

AT (w1 —Tat) —
(1- <&C’“ (1—a (@;) u)(v/#)(lo) (1- hw)(l—ﬂ(l—v)—l

_c (v/w(1—0o)-1
(aC’” (1—a) (Gt)“) (1= hyy)a-10-0)

—l—Af(w&t - A (1 - l/) (1 —a )h?s iAtKg; X

1—a®

-1
x N (AL KLY + (=), )+ (=N RG] © )+

FAD (e — (1= A) (1= a®) B%, L ALK x

63



XA (ALEL) + (=) b )+ (=N, )+
AL (s — (i) ) +
A (rey — Av (1 — a®) A2 KT AKE, %

X< A (v (A K2) +(L=0) g ) 4+ (=N 7 )+
+A 2( Mg ( stws thst) — Ny (T twu thu t) -
X -)\ ( (AZ,tKé), ) 1 -V h?s t)cp/p h?u t- Tp _1) +

+A12(G —ns (T twsthst) —ny (1o twuthut) —

—Ty (s 4Kt +TerKer)) +

FAB(Y, = Gy —ny (K2 — (1= 6K, + K2y — (1= 6)K?2,) —
—ny (K — (L= 00K + Ky — (1= 6)KY,) = nsCoyp — nyCuuy —
g, [(120)" + (12,)°] = ma, [(K2)" + (52)7]) +

FA (Y, — ALK, %

X (A (ALEL) + (L= G )+ (=N ] 7).

The above procedure is known as the dual approach. One important
step that is necessary to be taken into account using that approach is that
the above set up needs to include besides periods ¢t and ¢t + 1 for all of the
constraints, as in the exogenous case in the previous section, also period
t — 1 in order to include all the appropriate variables when the first-order
conditions are being calculated.

Then the system of equations is numerically solved using Matlab and
the unique steady-state or long-run solution of the optimal fiscal policy is

presented in Tables 1.5 and 1.6 in the main text.
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A.4 Welfare gains between policy regimes

In order for the welfare gains to be estimated the following equation is used,
as in Lucas (1990):3
LUE\ T
-1 1,88
S’L LUZ]ES

The value of &; gives the compensating consumption supplement moving

from the optimal fiscal policy regime to the exogenous fiscal policy regime.
Therefore, a positive value of ¢, indicates that the agent ¢ is better off under
the optimal taxation regime and the welfare improvement is measured in
terms of consumption.

To get the above equation we have initially assumed that we want to
calculate what percentage of their consumption the agents are willing to give
up to be indifferent between the two policies, exogenous and optimal fiscal

policy. Therefore, we use the following equation:
> B (UF (1= €)Chy hie)) = 38" (UF (Cips i)
t=0 t=0

where ¢ = s, u determines if the agent is skilled or unskilled.

It can be shown that the above equation can be written as:
(1 - fz')z(lig)LUiR = LUZE

where LU, is the lifetime welfare of the agent of type 1.

LUF

_ ¢ v(1—o) — i
(e - A49
§=1- (L—Uﬁ) (A49)

which is the equation that we have used to calculate the consumption that

the agent is willing to give up so as to be indifferent between the two policies.

30Note that the superscript E stands for the exogenous fiscal policy case, while the
superscript R denotes the optimal fiscal policy.
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Chapter 2: Optimal factor income taxation

with endogenous skill supply

Abstract: In this chapter we analyse optimal factor income taxation when
there are different returns to skilled and unskilled labour as well as to capital
in structures and equipment. In a setup employing capital-skill complemen-
tarity and endogenous skill acquisition, we consider restrictions on the tax
policy menu, and on the debt to output ratio under exogenous spending
policy. We find that when all factor inputs, as well as investment in skill
acquisition, can be taxed at separate rates, both capital income taxes are
zero in the long run. Moreover, there is a subsidy to education and the tax
rate on skilled labour is higher than the tax rate on unskilled labour. The
progressivity in labour income taxes is reduced if investment in education
cannot be subsidised. If the government cannot tax income from skilled and
unskilled labour separately, the tax on income from structures remains zero
in the long-run, but there is a small positive tax on equipment capital. These
results are not qualitatively affected by a budget rule that restricts debt to
output, although the latter implies welfare losses. Finally, the transitional
dynamics of the fiscal instruments from the exogenous to optimal taxation

are not affected by the restrictions to the fiscal policy menu.

2.1 Introduction

The literature on optimal taxation has extensively examined the question of
which factor of production should be taxed, assuming that the policy-maker
wishes to maximise aggregate welfare under commitment and has access to
distortionary taxation only. The prescriptions for optimal taxation are gen-
erally shown to depend on the underlying market structure and policy imper-
fections (see e.g. Mankiw et al. (2009) and Ljungqvist and Sargent (2012)
for an evaluation of this literature).

A particular focus of research in this area has been the taxation of capi-
tal, following the seminal contributions of Judd (1985) and Chamley (1986),

which showed that in the benchmark neoclassical model, although initially
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the tax rate on capital income can be very high, in the long-run it should
be zero. Extensions to the benchmark neoclassical model have established
the importance of market failures and restrictions on the policy menu. For
instance, Judd (1997) and Guo and Lansing (1999) have shown that when
markets are not fully competitive the optimal tax rate on capital income in
the long-run will be non-zero. Moreover, Correia (1996) has shown that when
there is an incomplete set of tax instruments, the optimal taxation on capital
income will be non-zero to compensate for the missing tax instrument.

A second focus of research is the taxation of labour income when labour
supply decisions have intertemporal implications. For instance, when labour
income taxation has implications for the accumulation of labour augmenting
technology in the form of human capital, there is an incentive for the govern-
ment to use taxes to encourage human capital accumulation (see e.g. Jones
et al. (1997)).

In this chapter, we revisit optimal factor income taxation in an environ-
ment where there are different skilled and unskilled labour services, endoge-
nous skill creation, and production exhibits capital-skill complementarity. In
particular, we consider the production technology in Krusell et al. (2000),
also used in e.g. Lindqvist (2004), He and Liu (2008) and Pourpourides
(2011), since this has been shown to match the data on the skill premium
very well. In this framework, there are two types of labour services, capturing
skilled and unskilled labour supply, and two types of capital stock, on struc-
tures and equipment, the latter of which complements skilled labour more
than unskilled so that changes in its accumulation are skill biased. As is well
documented in the literature (see e.g. Katz and Murphy (1992), Hornstein
et al. (2005) and Acemoglu and Autor (2011)), this economic environment
will lead to a wage premium accruing to skilled labour.

In this economic structure, new questions naturally develop within the
two focal points in the literature, namely the optimal tax on capital and
labour income. In particular, regarding capital income taxes, are both capital
taxes optimally zero in the long-run? And, if there is an incomplete tax
instrument set, which tax rate differs from zero? How does wage inequality

due to capital-skill complementarity affect relative labour income taxation?
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And, what implications does endogenous skill creation have for labour income
taxation (perhaps under incomplete taxation)? We aim to answer these
questions.

We work with a representative agent framework, which allows us to focus
on aggregate efficiency and abstract from potential equity considerations for
optimal taxation. Hence, our results regarding the optimal factor income
taxation are directly comparable to the representative agent literature dis-
cussed above. We build on and extend the model in He and Liu (2008) to
capture capital-skill complementarity and endogenous skill acquisition in the
same economic environment.?' In particular, we assume that a representative
household decides how to allocate its investment in the two types of capi-
tal stock and in creating skilled labour within the same period. Moreover,
it decides how to allocate its time endowment into leisure, labour supply
in skilled and unskilled jobs, and in creating skill labour. Therefore, the
model allows for endogenous skill acquisition. The production side is mod-
elled as in Krusell et al. (2000). In this framework, we derive optimal tax
policy under different scenarios regarding the policy menu available to the
government and, in particular, which tax instruments are available as well as
whether there are restrictions on issuing debt. We assume commitment and
an exogenous spending policy.

In other recent work, Angelopoulos et al. (2014), we analyse optimal
tax smoothing under skill heterogeneity and capital-skill complementarity,
when the government has access to state-contingent debt and a complete
set of state-contingent tax instruments, in a stochastic environment with
endogenous and exogenous skill supply by different workers. In contrast, our
interest here is in the long-run and transitional implications of optimal factor
return taxation in a deterministic environment with a representative worker,
allowing for capital-skill complementarity and endogenous skill accumulation.

We calibrate the model under exogenous policy to data averages for the

US and calculate optimal tax policy for different options regarding the tax

31The model in He and Liu (2008) provides a convenient framework. However, He and
Liu (2008) do not examine optimal policy. Since our aim here is to analyse optimal policy,
we modify the model in He and Liu (2008) to allow for an endogenous labour-leisure choice,
which is important when examining optimal labour taxes.
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menu available to the government. We find that when the government can
issue debt and can tax the different types of labour and capital income, as
well as investment in education, at separate rates: (i) both capital income
taxes are zero in the long-run; and (ii) there is a subsidy to education and
progressive labour income taxation. This optimal policy results in a minor
reduction in the skill premium compared with the data average. These results
remain the same if the government can use a single tax for income from capital
in structures and equipment.

However, when the policy menu is restricted with respect to access to
an education subsidy and/or differential labour income taxation, the above
results change. In particular, considering first the case where investment in
education cannot be taxed/subsidised: (i) the progressivity in labour income
taxation decreases relative to the benchmark case; (ii) capital income taxa-
tion is still zero. When the government cannot encourage skill acquisition by
providing education subsidies, taxation of skilled labour income needs to be
lowered relative to unskilled labour income to provide increased benefits to
skill supply.

Next, considering the case where the government has access to the edu-
cation subsidy but cannot tax income from skilled and unskilled labour sep-
arately, we find that while the tax on income from structures remains zero
in the long-run, there is a small positive tax on equipment capital. Since
equipment capital complements skilled labour, this tax on equipment capital
allows the government to implement indirectly a higher tax burden on skilled
labour supply, relative to unskilled, which is optimal as discussed above given
the education subsidy. The economic structure considered here therefore pro-
vides an example where the two intertemporal wedges differ qualitatively in
the long-run.

Finally, if the government can only implement a single labour income
tax, without having access to education subsidies, the equipment tax becomes
again positive but at a lower rate compared to the case with education subsidy
and a single labour income tax. A relatively lower tax on equipment capital,
which is complementing skilled labour, allows the government to implement

indirectly a lower tax burden on skilled labour supply, relative to unskilled.
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The transition paths of the policy instruments from the exogenous fiscal
policy to optimal fiscal policy regime are qualitatively similar in each case we
study and reflect the broad patterns obtained in the literature. In particular,
there is a very high initial capital taxation, which facilitates the accumulation
of assets, followed by quick reductions towards their steady-state values. Our
optimal policy findings are similar if we restrict government debt by imposing
a budget rule that requires that the debt to output ratio remains fixed at
the data average. This restriction is motivated by the experience of the last
decades in advanced economics and results in welfare losses of about half a
percentage point over the lifetime relative to the absence of the budget rule.
However, the results regarding optimal taxation in the long-run and in the
transition are not affected qualitatively. The restriction does imply, however,
a reduction in the progressivity of optimal labour income taxes.

The rest of the chapter is set out as follows. Section 2 provides a de-
scription of the model. Section 3 describes the calibration of the parameters
under exogenous fiscal policy. In Section 4 we present and discuss the main
results for optimal policy, together with the transition paths of the policy

instruments. Finally, section 5 concludes the chapter.

2.2 The model

The economy is populated by a representative household which supplies
skilled and unskilled labour services. Following He and Liu (2008) skilled
labour supply requires the creation of skill, which is determined by time and
goods. There is also a representative firm that uses two types of capital,
structures and equipment, along with skilled and unskilled labour for the
production of a homogeneous product. Following Krusell et al. (2000) and
Hornstein et al. (2005), skilled labour is assumed to be more complementary
to capital equipment than unskilled labour. Thus, capital equipment accu-
mulation leads to higher skill premium, defined as the ratio of skilled wage
rate over the unskilled wage rate. In contrast, increases in the relative supply
of skilled labour tend to reduce the skill premium. Finally, the government

finances exogenous public spending by issuing debt and taxing investment in

70



skill creation and all sources of income.

2.2.1 The representative firm

The representative firm produces a homogeneous consumption good, Y;, using
labour and capital, acting in a perfectly competitive market, taking prices

and policy variables as given:
I =Y, — ws,ths,t - wu,thu,t - Teq,t[?eq,t - Tst,tf?st,t (18)
subject to a Krusell et al. (2000) type production function:

Y, = A (f(atc,t> X

S

X [)\ <V (quytf?f%t) +(1-v) Eé}) o +(1— Aﬁji,t

where

ay/\77/€ (07]-)’ w,pE (_0071)

and E&t and ?Lu,t denote skilled and unskilled hours worked respectively; A,
is the efficiency level of capital equipment and A; is the total factor pro-
ductivity; I?st,t and I?eqyt denote the stock of capital structures and capital

equipment respectively at the beginning of period ;32

wsy and w,; are the
returns to skilled and unskilled labour; and r.,; and 74, are the returns to

capital holdings in equipment and structures respectively.

First-order conditions Firms select the quantity of each type of labour
that they hire and the amount of capital (both structures and equipment)

that they rent in order to maximize their profits:

II, = max A, <I?st7t) " (A <V (Aeqvtf?eqop +(1-v) E’;J o + (20)

1—a®

~o ~ ~ ~ ~
+ (1 - )\) huﬂf] ¢ = ws,ths,t - wu,thu,t - Tst,tht,t - req,tKeq,t

32For example, capital structures comprise buildings; and capital equipment scientific
and professional equipment and machinery.
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yielding the following first-order conditions:

wey = A(1—v) (1—a*) 03 A (z?“) X (21)

' <V <Aeq’tf(eq’t>p +(1- V)ﬁt) .
+(1=X) %i,t

X

wu,t = (1 - )\) (1 - ac) Ei,;lAt ([?st,t)ac X (22)

A (V (Aeq,th(eq,t)p + (1 _ V)%§:t> w/p "
* (1 o )‘) %3715

Kst,t :

Poa = A A X (23)

’ <V <Aeq7tf€eq’t>p +(1—-v) EQ’;) "
+(1-=2MX) Ei,t

Feg = W (1= a%) AL Kl Ay (Kog) ™ (24)

eq,t*req,t

~ p ~ N\¢/p %_1
A(¥ (AcqiBeqe) + (1= ) RE,)
+(1 -\ R,

Where under the assumptions of: homogeneity of degree one production
function, perfectly competitive markets and free entry of new firms into the

market, firms that already exist into the market make zero profits giving:
}/t = ws,ths,t + wu,thu,t + rst,tht,t + Teq,tKeq,t (25)
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2.2.2 The representative household

The lifetime utility of the representative household is given by:

U= iﬁtu(C’t, l) (26)

where 0 < 8 < 11is a constant discount factor and denotes the time preference
of the individual; C} and [; are total consumption and leisure for the represen-
tative household respectively at period t; and u(-) is the neoclassical utility
function that is increasing, strictly concave and continuously differentiable.

The assumed utility function is the following:

(cprnn

1—0'1

U(Ct, lt) == (27)
where (01,7) > 0 represent the preference parameters of the representative
household. Specifically, v determines the weight given to consumption, and
o1 is the risk aversion coefficient.

The representative household has the following time constraint:
1= lt + hs,t + hu,t + e (28)

where hg,; and h, + denote skilled and unskilled labour work time respectively
in period ¢t and e; is time invested in education or other training for skills
acquisition in period . The above equation states that in each period the rep-
resentative household splits its time endowment between leisure, education
and work. The endowment of the representative household in each period is
normalised to one.

The skill creation equation is similar to He and Liu (2008) and is given

by:

3

hey = f(Ingre)) = B [(Ing)* (er) ] (29)

where I;,; > 0 determines the investment of goods in creating skills. The
shares of goods and time in the creation of skills are given by o and 1 — «

respectively, with a € (0,1). The parameter B > 0 determines the efficiency
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of the skill-creation process. Finally, £ > 0 is a measure of the returns to scale
and should be less than one to ensure that the model has a unique solution
(see also e.g. He and Liu (2008)).

The law of motion for the two types of capital stock , i = st, eq, where st
and eq denote capital structures and capital equipment respectively, is given
by: N N

Kiti1=01-0)K,1+ L, (30)
where, the depreciation rate is 0 < §; < 1 and I;; is the investment in new
capital ¢ at period t.

In addition, the household has the following budget constraint:

b
Ct + Ist,t + [eq,t + (1 — 7_?) Ih,t + ;ﬂ_+bl
t
= (1 — 7} )wsthsy + (1 — 7 )wy thy i+
+ (1 - Tgt,t)rst,tht,t +(1 - Tzq,t)req,tKeq,t + by (31)

where, b;, 1 is the payout value of bonds bought by the household at period t;
r? is the return to bonds; 75, 7%, Ty and T, , are the tax rates on skilled and
unskilled labour income and on income from capital structures and capital
equipment in period ¢ respectively. Moreover, 77 is a subsidy for investment
in goods for skills acquisition. Therefore, the first and second terms on the
right-hand side of equation (31) give the after tax return from labour, the
following two terms represent the after tax capital income and the last term
denotes the revenues from bonds bought in the previous period.

The representative household chooses {Cy, hst, hut, €, Int, Kot i1, Kegirt,
bey1}22, given prices and taxes so as to maximize equation (26) subject to
equations (27) - (31).

First order conditions Assuming that A; and M; are Lagrange multi-

pliers associated with the budget constraint and the skill creation equation

respectively, the first-order conditions for the problem of the household are
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given by the following Lagrange equation:

Coili]) "
L= maxZﬂ < 0 +

+ At“(ot” + (L =78) Ine — (1= T8 ) Ws il ori—
bii
- (1 - T?—i—i)wwt-‘rihu?t—i—i + tJZ—H — bt+7;—
i

- [(1 - Tgmﬂ-)?”st,tﬂ‘ +(1— 5stﬂ Kot pyi + Kot priv1—
- [(1 - Tzq,t+i)req7t+i + (1 - 5eq)} Keq7t+i + Keq7t+z‘+1)+

+ My (hs,tJri — B [(Iner4)” (€t+i)1_a]5h> :

Maximisation implies:

Ctl
UCt - _At
hs,t:
Uhs,t + Mt — At(l — T?)w&t =0
Po
Uhu,t — At(l — T?)wuﬂg =0
Kst,t+1:
Ay = BAsir (o (1 — Tarr1) (1 — 0st))]
Keq,t—i-l:
At = B[At+1 (Teq,t-i-l(l - Tzq,t—l—l) + (1 - 5eq)]
€.
Uet —_ Mtfet - 0
Ih,t:
A (1_Tt) Mtf[ht:
byt 1
At_b = BAi41

t

(32)

(40)

where U, is the derivative of the utility function with respect to the variable
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Equation (38) implies that: M; = U,,/f.,. By substituting equations (33)
and (38) to (34-40) we obtain:

U,
0= Uhs,t + f_ + Uc't(l - T?)w&t (41)
0= Uhs,t + UCt(l - T?)wu,t (42)
UCt: B[Uct-!—l (Tst,t+1(1 - Tgt,tJrl) + (1 - 65t)) ] (43)
Uc,= /B[Uct+1 (Teq,tﬂ(l - Tzq,t+1) +(1- 56(1)) ] (44)
U, (-
a1 -+ g =0 (15)
U,
b Ci
r? = 46
! BUCH—I ( )

where 43 and 44 are the two Euler equations for capital structures and capital
equipment respectively and demonstrate the effect of the two intertemporal
wedges, 74, ;. q1, and T¢ ;4.

Combining equations 43, 44 and 46 we get the following equations:
=g (1 — Terrr1) T (1= dst) (47)

,rllf) = Tegir1(1 — Tzq,t+1) + (1 = deqg) (48)

which define the no-arbritrage conditions for capital and bonds ensuring that
the three assets have the same rate of return in equilibrium.

The following transversality conditions are also added for i = st, eq:

b
lim 8'Ug, —++ = 0 (49)
t—o00 7"t
tlim /BtUCtKi,t+l =0 (50)

The intuition of the above conditions is that on an optimal path, the
values of capital stock and bond holdings for a period far enough into the

future have zero weight to the maximization problem. Therefore, the utility
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gains from accumulating capital and bonds eventually grow slower than 1/4.
This condition is crucial for the economy to reach a stationary equilibrium,
otherwise it would be optimal for the household to postpone consumption

forever.

2.2.3 The government budget constraint

The government needs to satisfy the following budget constraint in each

period:

b
Gg -+ T?Ih,t + bt = was,thst + Tgwu’thuyt —+ :ﬂ_—’—bl‘i‘ (51)
t

T 'S
+ Tst,trst,tht,t + Teq,treq,tKeq,t'

The revenues from taxes and debt are being used to finance public con-
sumption expenditures, a subsidy to investment in education and repayments
on existing debt. The level of Gf is calibrated to obtain a debt to output
ratio equal to 53%. Under optimal fiscal policy we keep the level of G¢ fixed
over time to the value obtained under the exogenous fiscal policy and we let

the government choose optimally the tax rates and the level of debt.
2.2.4 Aggregate resource constraint and market clearing condi-
tions

Output can be used for consumption (private and public) and for investment.

That gives the following aggregate resource constraint:
}/;5 = GC + Ct + [st,t + [eq,t + [h,t- (52)

In addition, the following market clearing conditions for the input markets

are always satisfied:

Kst,t = Kst,t (53)
I?eq,t - Keq,t (54)
fﬁ&t — hs,t (55)
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hut — hu,t- (56)

)

2.2.5 Competitive equilibrium with exogenous fiscal policy

The decentralised competitive equilibrium (DCE) with exogenous policy is
summarized by a sequence of allocations {Cy, Kt i1, Kegir1, Psts Put, €t
]h,t, bit1, f(st,t, [?eq,t, ﬁs,t, ?Lw}fio, prices {ws,t> Wty Vst req,t}toi() and one
residual policy instrument {G¢},°, such that the representative household
solves its optimisation problem and the firm maximizes profits, taking prices
and tax rates as given; the government budget constraint is satisfied and all
markets clear. The DCE system of equations is presented in the Appendix
B.

2.3 Calibration

We calibrate the model under exogenous fiscal policy to match the key great-
ratios of the annual data of the US economy for the period 1970-2011. Table
2.1 below reports the model’s quantitative parameters. Starting with the
share of leisure in utility, (1 — 7), we calibrate it to 0.65 so that, in the
steady-state, the household devotes about one third of its time to labour
and education. The relative risk aversion parameter, o = 2 is commonly
employed in the literature.

The elasticities of substitution between skilled labour and capital and
between unskilled labour and capital (or skilled labour) have been estimated
by Krusell et al. (2000). Following the literature (see e.g. Lindquist (2004),
and Pourpourides (2011)), we also use these estimates, to set ¢ = 0.401 and
p = —0.495. Moreover, the income share of capital structures, a®, is set equal
to 0.12, as in Lindquist (2004). The remaining parameters in the production
function are calibrated to ensure that the steady-state predictions of the
model in asset and labour markets are consistent with the data. In more
detail, the unskilled labour weight in composite input share, (1 — ) = 0.3,
is calibrated to obtain a skilled to unskilled labour of about 79% and the

capital equipment weight share in composite input, v = 0.47, is calibrated to
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obtain a skill premium of about 1.64.3> We also normalize the steady-state
values of TFP and capital equipment efficiency to unity (i.e. A=A, =1).

The depreciation rates of capital structures and capital equipment, o =
0.08 and 4., = 0.1, are calibrated to obtain an annual capital to output ratio
of about 1.94, which is consistent with the annual data reported by the BEA

34 In addition, those values are in line with the works of

on capital stocks.
Greenwood et al. (1997) and Krusell et al. (2000). The time discount factor,
£ = 0.96, is set to obtain a post-tax post-depreciation annual real rate of
return on capital of roughly 4.17%, which coheres with the 4.19% obtained
in the data from the World Bank.?

Regarding the endogenous skill acquisition equation, the returns to scale,
&, is calibrated to be equal to 0.425, so as to obtain an investment in edu-
cation to output ratio of about 1.8% which is similar to the average private
expenditure on education in the US.3¢ The weight on time investment, 1 — a,
is set equal to 0.45 to get an average time in education as a share of total non-
leisure time of about 5%.37 Finally, the efficiency of skills transformation, B,

is normalised to unity.*®

33The target value for the skill premium is obtained from U.S. Census data and the
skilled to unskilled labour is obtained from the Acemoglu and Autor (2011) dataset for
the past 20 years.

34Specifically, the BEA Table 1.1 on fixed-assets has been used to obtain the time series
for capital stock for 1970-2011.

35The data refers to the annual real interest rate from World Bank Indicators database
for the period 1970-2011 (i.e. FR.INR.RINR).

36Using annual data from U.S. National Center for Education Statistics,Digest of Edu-
cation Statistics, for the period 1970-2011 the relevant share to output is about 2%.

37To obtain this value we assume that the total time spent in higher education is on
average 4 years. Note that the average working period is 35 years. Therefore, the per-

4

centage of time spent in education is 5z = 0.1143. Taking into account that on average in

the U.S. 40-45% of the overall population are college educated (see Table 4 of the Census
Bureau, Survey of Income and Program Participation), we get that: % x 0.45 = 0.0514.
Therefore, in the U.S. the average time spent in higher education is about 5.1% of the
labour force.

38These parameters are within the boundaries suggested in the related literature a (i.e.

Heckman, 1976 and Stokey,1996) although in a different setup.
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Table 2.1: Calibration

Param. Definitions Values
O depreciation rate of capital structures 0.080
Oe depreciation rate of capital equipment 0.100
16} time discount factor 0.960
ol weight attached to consumption in utility 0.350
o1 coefficient of relative risk aversion 2.000
« weight on goods inv. for skills creation 0.550
B efficiency of skills transformation procedure 1.000
& returns to scale in skills creation 0.425
af income share of capital structures 0.120
1%/) capital equipment to skilled labour elasticity 0.670
ﬁ capital equipment to unskilled labour elasticity 1.670
A income share of composite input to output 0.700
v income share of capital eq. to composite input  0.470
T8 skilled labour income tax rate 0.250
T unskilled labour income tax rate 0.200
T tax rate on capital structures income 0.310
Teq tax rate on capital equipment income 0.310
Th subsidy for goods invest. in skills creation 0.000
A constant parameter productivity 1.000
;leq efficiency level of capital equipment 1.000

Finally, we use the ECFIN effective capital and labour tax rates from
Martinez-Mongay (2000) to obtain an average tax rate for capital and labour.
Therefore, we set the tax rate for both capital income 7g, = 77, = 0.31 and

the two labour income tax rates 7% = 0.20 and 7° = 0.25.%° Given that it

39Tn particular, we use the LITR and KITN rates for effective average labour and capital
taxes respectively from 1970-2011, as they treat self-employed income as capital income
in the calculations.

4ONote that the calculation of the effective labour income tax rate is equal to 0.22.
But since we assume that the skilled and unskilled labour income is taxed differently we
decompose the labour income tax into skilled and unskilled tax so as the weighted average
of the two tax rates equals 0.22.
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is difficult to obtain data for the education investment subsidy, 7", we set
it to zero under the exogenous fiscal policy. We finally set the value of gov-
ernment expenditures, G° = 0.0320, to obtain a steady-state debt to output
ratio, b/Y = 53%, which is equal to the average debt to GDP ratio obtained

in the data.!

2.4 Exogenous steady-state

Under exogenous fiscal policy we solve the decentralized competitive equilib-
rium system of equations, as it is outlined in the Appendix B, keeping the
tax rates at their calibrated values. Table.2.2 presents the steady-state re-
sults of the exogenous fiscal policy model together with the US data averages
for 1970-2011. We also present a more detailed set of results regarding the

exogenous fiscal policy in Table.2.3.

Table 2.2: Steady state of exogenous fiscal policy

model data

C/Y  0.5631 0.6397
K/Y 19461 1.8951
I/Y  0.1810 0.1462
I,/)Y 0.0177 0.0212
b/Y  0.5281 0.5300
hs/h, 0.7953 0.7633
G°/Y  0.2382 0.2031
w®/w*  1.6431 1.6590
et 0.0417 0.0419
0.0530 0.0514

¢
hs +hu +e

2.5 Optimal fiscal policy

In this section we discuss the Ramsey solution of optimal taxation, where it is

assumed that the government chooses the series of taxes and debt to finance

4 The source of that time series is: FRED Economic Data on Gross Federal Debt as a
percentage of GDP, 1970-2011.
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exogenously determined public spending, with the objective to maximise
the welfare of the household. The government, in other words, wishes to
minimise the welfare costs of taxation. The optimisation is subject to the set
of equations that characterize the DCE. To obtain the second best allocations,
it is assumed that the government has access to a commitment technology
in order not to re-optimize in the future.

To solve the optimal fiscal policy problem we follow the primal approach.
Therefore, initially we derive the present discount value of the household’s
lifetime budget constraint using the transversality conditions for bonds and
the two types of capital, presented earlier, and the Arrow-Debreu price of
the bond. The next step of the primal approach is to substitute out of the
present discount value of the budget constraint prices and taxes using the
first order conditions as they have been presented in equations (41) - (46)
and, in the Appendix B, in equations (21) - (24). These substitutions lead
to the implementability constraint. The implementability constraint and
the aggregate resource constraint are the restrictions to the maximisation

problem of the government.

2.5.1 Implementability constraint

The implementability constraint is derived from the present value of the
household’s lifetime budget constraint. Starting from ¢ = 0 and by adding
future budget constraints for the household, taking the transversality condi-

tions into account, we get:

e }( =) 1) =

= [ ] {(1 = 7)) ws ths i+ [(1 — T4 Wyt ot }+ (57)
+b0 - 7-st(]>708150 + (]- - st } Kst 0+
+ { - eq,O)TEKLO + ( - eq } Keq,O-

Following Ljungqvist and Sargent (2012) we set the Arrow-Debreu price
t—1
as: ¢ =[] (rf)_l, Vt > 1, with ¢§ = 1, and we re-write the above equation

1=0
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as:
z%qg (Ct + (1 — T?) [h,t) =
t=

= > a{(1 = ) weshs i+ (1 = T W) Pt }+ (58)
t=0

+bo + {(1 =75, 0)rst0 + (1 = 6at) } Koot
_'_ {(1 - Tzq,O)TaLO + (1 - 66(1)} Keq,O

Then if we use equations (41) - (46) to substitute out prices and taxes,

we can write the household’s lifetime budget constraint as:

- U, U.,
Zﬁt [Uc,tct - <—f1h,t> I + (Uhs,t + f_) It + Uhu,thu,t:| =A, (59)
t=0 et “t

where,

bo+ [(1 - T;t,o)rst,o +1— 531&} Ko+
Ao=Ucyp T
+ [(1 - Teq,())re%o + - 66(]] Keq,O

Equation (59) is the implementability constraint.

2.5.2 The primal approach

Under the primal approach the government maximises the following objective
function: .
max ) _SU (Co, b, hu, 1) (60)
t=0
subject to the implementability constraint (59), the skill creation equation
(29) and the aggregate resource constraint (52), by choosing: {Cy, hgy, hyy,
Kst7t+17 Keqﬂﬁ—l—l; ) ]hs,t}f?iOJ given {bOa qu,07 T;&,o: Kst,Oa -Kveq,O}'42
Following Ljungqvist and Sargent (2012) we initially determine a pseudo-

value function and assuming that ® is the Lagrange multiplier with respect

42We do not examine the problem of initial taxation and thus not allow the government
to choose optimally the capital income taxes at t = 0.
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to the implementability constraint we define:

U,
V(Cy, hsgy g, € @)=U (Cy, hs g, hugs €4) ‘HI){UC,tCt— (—’flh,t) I+

€t

U,
+ (Uhs,t + f_) hst+Up, thut}- (61)

Now we can write the Lagrangian equation for the optimal taxation under

the primal approach:

T = BV (Cp hay, hug. e, ®) + (62)
t=0

+ 60,0V, — G} —Cy — Iy — Ky pa+
+ (1 - 5st)Kst,t - Keq,tJrl + (1 - 6eq)Keq,t]+
+ Cy [hst — fUns er)] — PAg

where

1—a®

Yi= A (thit) [)‘ (v (AL Klp) + (1= v) hg,t)wp +(1-A) hi’t] ’

and 0, (, > 0 Vt, is a sequence of Lagrange multipliers with respect to the
aggregate resource constraint and the skill creation constraint respectively.

Given the initial values of capital taxes, debt and the two stocks of capital,
equation J is maximised with respect to {C}, hst, hut, Kstiv1, Kegit1, €,
Iy, +}22, and for ¢ = 0 equation J is maximised with respect to {Co, hs o, huo,
e, In,0}. This means that at t = 0 the first order conditions are different
from t > 1:

Ver=06;,t>1 (63)

Vit = =0Yy, 1 —C,, t>1 (64)
Viet = —0Yh, e, t>1 (65)
Vet =G fer, t 21 (66)
Vie =0+ fr,e, 120 (67)

84



0 = P01 Y1 +1—0g], t >0
0 = 041 [Yic,ypr1+1— 08¢, t >0
Voo =60+ PAc
Vieo = =00Yh, 0 — (o + PAp,
Viwo = —00Yn, 0 + PAy,

‘/e,O - CO fe,O + q)Ae

(70)
(71)
(72)

(73)

where Y, ; is the derivative of Y}, presented above, with respect to variable

at time ¢.

Therefore, the first order conditions for the government’s problem are:

e fort=0:
Vieo=—Voo— PAc) Y, 0 — (o + PA,,

Vo = —Veo — PAc)Yi, 0 + PAL,
Veo = Co feo+ PA.
Vi =Co [0+ Voo — PAc
Voo — PAc = Vo [Yi,1 +1— 64

Voo — PAc = Ve [Via + 1 — 0eg)

Yo=G+Co+Ino+ Kg1— (1 —05)Ks 0+
+ Keq}l + (1 - 66(])[(6(],0

hs,o = f(]h,m 60)

o fort=1,2,3.T—-1:
Viet = =VouYnot — G

Viat = Vi Yn, s

85
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Ve,t = Ct fe,t (84)

Vit =Ver+ G fr,u (85)

Vor = BVeus Y1 + 1 — 04 (86)

Ver = BV [Yiog i1 + 1 — Oegl (87)

Y, =G +C+Ins+ Kap1 — (1 — 05t) Kgp 1+ (88)

+ Keq,t+l + (1 - 561])[(5‘1775

hsi = f(Ings €1 (89)
o fort="1T:
Vier = —VerYn.r —Cp (90)
Vhwr = —VorYn,r (91)
Ver =Cr fer (92)
Vi,r =Vor+Cr i1 (93)
1= 5 Yk + 1= 0] (94)
1 =0 [Yg,o+1—0c) (95)
Yr =G+ Cr+ Inr + 0K + 6egKegr (96)
hsr = f(fh,T, er) (97)

To solve this system, we initially guess a value for ® and solve equations
(74)-(97) for an allocation {Cy, hsy, hugs Kstir1, Kegitt, €, Inots ¢ 352 The
system has [(8 x T') + 1] equations and it is solved using standard non-linear
numerical methods (see, e.g. Garcia-Mila et al. (2010), Adjemian et al.
(2011)). Then we test if the implementability constraint (59) is binding and
we increase or decrease accordingly the value of ® until the implementabil-
ity constraint is satisfied. We set the initial conditions for debt, the two
stocks of capital and the two capital income taxes equal to their exogenous

steady-state, to calculate the dynamic transition path from the exogenous
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to optimal fiscal policy steady-state. To ensure that the variables converge
to the optimal fiscal policy steady-state, we set the value of T' = 250. The
results indicate that in model convergence has been achieved after the initial
150 periods.

2.5.3 Flexible debt: steady-state and lifetime welfare

We first present results from the case where no additional restrictions are
placed on government debt, other than (59). Table 2.3 presents the results
for the steady-state and for lifetime welfare for optimal fiscal policy together
with the relevant steady-state of the exogenous fiscal policy for different
assumptions regarding the policy menu set. In the penultimate row of the
table we present the lifetime welfare in each case study by taking into account
the transitional dynamics from the exogenous fiscal policy to optimal taxation
(these will be examined below in more detail). The last row presents the
compensating consumption supplement, ,for each model compared to the
benchmark specification under a full instrument set in the second column.
As a result, a negative value of ¢ indicates that the lifetime welfare, taking
into account the transitional dynamics, is lower under that restriction in the
policy instrument set compared to the benchmark specification.*?

The optimal policy results in the steady-state are consistent with the
related literature (see e.g. Judd (1985), Chamley (1986) and Ljungqvist and
Sargent (2012) ch. 16 for a review of the literature). Therefore, as it is
expected from the literature, under a complete set of fiscal instruments and
shown in column 2 in Table 2.3, the optimal tax rate on capital income is
zero in the long-run. In our case study we find that this is true for both
capital taxes and remains true even if we do not tax differently the returns
from capital structures and capital equipment.** Compared to the exogenous
fiscal policy at the steady-state of optimal fiscal policy capital accumulation
is higher due to the elimination of the intertemporal wedges.

The optimal labour income taxation is progressive in our setup, with a

43The calculation of the compensating consumption supplement is presented in the Ap-
pendix B.
44These results are not shown here to save on space but are available on request.
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larger difference between the two labour income taxes compared to exogenous
fiscal policy. The increase in the returns to skilled labour, brought about by
the skill biased increase in the capital equipment stock (in turn achieved by
the elimination of the capital taxes) allows the government to tax skilled
labour income more than unskilled, without reducing skilled hours. Indeed,
under optimal fiscal policy, skilled hours are slightly higher than the unskilled
hours, compared to the exogenous fiscal policy. This is further encouraged
by a subsidy to spending in education. Therefore, skilled hours rise more
relative to unskilled, and the representative household decides to invest more
in skill creation, mainly through goods investment because of the subsidy in
the investment of goods for skill acquisition. The increase in skilled hours
reduces the skill premium compared with the exogenous fiscal policy case
study, despite the rise in skill-biased equipment capital.

Next we restrict the choice of fiscal policy instruments for the govern-
ment. First, we do not allow the government to use two different labour
income tax rates, i.e. we impose that 7§ = 7%; this is Model 1.%> This allows
us to examine the long-run optimal capital income tax and specifically we
can assess if one of the two capital income tax rates will become non-zero in
order to compensate for the missing labour income tax. In other words, un-
der this specification we can examine optimal capital income taxation under
incomplete set of fiscal instruments.

Then, as an alternative specification, we impose a different restriction
to the set of fiscal policy instruments by not allowing the government to
use a subsidy to goods investment for skill creation (Model 2). This is an
interesting case study because we can examine under this setup how the
government will incentivise the skill acquisition and what happens to the
progressivity of the labour taxes.

Finally, we restrict even further the set of fiscal instruments by combining
the previous restrictions (Model 4). In this extension of Model 2 we can

investigate the effects on the optimal capital income tax rates.

45Note that we have also examined the case where the government is not able to impose
two different capital income taxes. In this case the results are identical to our benchmark
model and the government still optimally sets a zero capital income tax.

88



Table 2.3: Comparison of steady state optimal tax results

Param.  Exogenous | Opt. policy Opt. Policy  Opt. policy = Opt. policy
policy endog. b/Y endog. b/Y endog. b/Y endog. b/Y
with 75= 7% and 7= 0 Té= T
and 7= 0
(Benchmark) (Model 1) (Model 2) (Model 3)
Y 0.1342 0.1692 0.1678 0.1644 0.1640
C 0.0756 0.0899 0.0889 0.0882 0.0877
K 0.0913 0.1669 0.1655 0.1622 0.1618
Keq 0.1698 0.2891 0.2866 0.2802 0.2794
hg 0.1177 0.1351 0.1397 0.1305 0.1329
hy 0.1480 0.1337 0.1236 0.1316 0.1268
e 0.0149 0.0145 0.0167 0.0177 0.0185
I,JY 0.0177 0.0297 0.0301 0.0200 0.0209
K,/Y 06805 0.9863 0.9863 0.9863 0.9863
Keq/Y 1.2656 1.7088 1.7076 1.7040 1.7036
éc 0.0320 0.0320 0.0320 0.0320 0.0320
cly 0.5631 0.5315 0..5298 0.5363 0.5350
GC/Y 0.2382 0.1890 0.1905 0.1944 0.1949
b)Y 0.5281 -0.4958 -0.5333 -0.5686 -0.5691
1Y 0.1987 0.2498 0.2497 0.2493 0.2493
T 0.3100 0.0000 0.0000 0.0000 0.0000
qu 0.3100 0.0000 0.0240 0.0000 0.0116
T° 0.2500 0.3182 0.2762 0.2827 0.2663
T 0.2000 0.2331 0.2762 0.2460 0.2663
Th 0.0000 0.4509 0.3783 - -
ws/wu 1.6431 1.6408 1.5117 1.6609 1.5961
LU -75.4549 -75.0366 -75.0744 -75.1884 -75.2002
(0 - - -0.1440% -0.5790% -0.6241%

We start with the case where we reduce the available set of fiscal policy in-

struments by assuming that the government can only impose a single labour
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income tax rate for both types of labour, keeping the subsidy in the invest-
ment of goods for skills creation (Model 1). In this case we observe that the
tax rate on capital equipment is not zero in the long-run. This result cohere
with the argument of Correia (1996) that if there is a factor of production
that cannot be taxed then the long-run value of the optimal capital income
tax is not zero. However, in our case we have two different capital income
tax rates, one for capital equipment and one for capital structures. There-
fore, it is not obvious which of those fiscal instruments the central planner
will use in order to compensate for the missing labour income tax. Under
the current setup we can see that the optimal taxation in the long-run sug-
gests that the tax rate on the returns to capital equipment will be non-zero
and positive, while the tax on structures remains zero. Equipment capital
complements skilled labour, thus the tax on equipment capital allows the
government to implement indirectly a higher tax burden on skilled labour
supply, relative to unskilled, which is optimal as discussed above given the
increase in skill-biased capital.

Moreover, in Model 1 the unskilled labour income tax rate is higher rela-
tive to the benchmark case working as an incentive for the unskilled agents
to create skills and as a result there is no need for the skill premium to be
high to enhance that incentive. Thus, in this case we observe a lower skill
premium compared to the benchmark model.

Since in our current setup we assume that there is a representative house-
hold, we cannot examine the effects of optimal fiscal policy on income in-
equality. However, we can evaluate the aggregate welfare losses associated
with policy restrictions. In particular, we can see in Table 2.3 that when
the government has a more restricted set of policy instruments, i.e. compar-
ing Model 1 to the Ramsey case, the lifetime welfare of the representative
household is lower compared to the benchmark case with a full set of fiscal
policy instruments. This is expected since the government is restricted from
using two different labour income taxes. Therefore, it is expected that as
the restrictions to the set of fiscal policy menu increase, the compensating
consumption supplement should get larger in absolute magnitude, but with

a negative sign.
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We then move to the case where we restrict the set of policy instruments
by not allowing the government to use a subsidy to goods investment for
skills acquisition (Model 2). We can see that we still obtain the optimal zero
capital income tax in long-run. Moreover, the progressivity of the labour
income taxes remains, although the unskilled labour income tax is higher
and the skilled labour income tax lower compared to the benchmark case.
Thus, when the government cannot encourage skill creation by providing
education subsidies, taxation of skilled labour income needs to be decreased
relative to unskilled labour income, to provide higher benefits to skill supply.
Specifically, the skill labour income tax is almost three percentage points
lower then the previous case, whereas the unskilled labour income tax has
increased by one percentage point. In addition, in this case the lifetime
welfare of the household has decreased compared to the benchmark case and
compared to Model 1. This means that the use of education subsidy is an
important tool for the government.

Finally, we reduce even further the set of fiscal policy instruments. In
this case (Model 3), the central planner can only impose two different capital
income tax rates and a single labour income tax. Therefore, now the planner
doesn’t have the subsidy to skill acquisition and the two different labour
income taxes at its disposal. In this case we find again the result of non-zero
optimal capital equipment income tax rate at the steady-state but this time
the tax rate is lower than in Model 1. This implies that the tax on the returns
to capital equipment will be the fiscal instrument that will compensate for
the loss of the two different labour income taxes from the fiscal policy menu.
Interestingly, even in this case the optimal tax rate on the income from capital
structures remains zero. Thus, when there is a restricted fiscal policy menu
the government finds it optimal to always use the tax rate on the returns
from capital equipment accordingly so as to compensate for the missing fiscal
policy instrument. Regarding the skill premium we can see that in this case
it is lower compared to the benchmark case but higher compared to Model
1. This is observed because in this case the skilled labour income tax is the
lowest compared to the benchmark and the other models and it is used as an

incentive mechanism for skills acquisition instead of a high skill premium.
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2.5.4 Transition path

Figure 2.1 presents the transition path associated with the optimal taxation
for our benchmark model.*® We present the dynamic paths implied by op-
timal policy for the capital structures tax, capital equipment tax, debt to
output ratio, the two labour income taxes and the subsidy to investment in
education as the economy transitions from the exogenous fiscal policy steady-
state to the optimal taxation steady-state. The first row of Figure 2.1 shows
that in the first period skilled and unskilled labour income are subsidised at
rates 10.4% and 24.9% respectively. The subsidy to the investment in skill
acquisition is equal to 5.3% in the first period. In the second period the
skilled tax labour income tax increases to almost 35.7% and then it gradu-
ally decreases to its long-run steady-state reported in Table 2.3 (benchmark
model). The unskilled labour income tax in the second period is equal to
25.5% and then it gradually converges to its long-run value under optimal
taxation. The subsidy to the investment in skill acquisition becomes 45% in
the second period and then follows the same pattern as the labour income
taxes.

The second row of Figure 2.1 shows that in the first period, since capital
is already in place (predetermined), the two capital income tax rates reach
a confiscatory rate of about 268% and 245% for capital structures and cap-
ital equipment respectively. In the second period, the two tax rates become
1.3% and 0.48% for capital structures and equipment respectively and then
slowly converge to zero. The high capital taxation in the first period allows
the government to create a first period stock of assets via lending to house-
holds. Then in the second period the government assets decrease due to the
sharp decrease in capital income taxes and then they slowly increase again
mainly due to the decrease in the subsidy for skill acquisition. The income
from assets is used to subsidise investment in goods for skill creation and to
compensate for the zero capital income taxes, without the need to resort to

significantly high labour income taxes.

46Note that we do not present the transition paths for every model presented in Table
2.3 since they are qualitatively and quantitatively similar.
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Figure 2.1: Transition path of the policy instruments

2.5.5 Budget rule

Table 2.4 presents the steady-state results under optimal fiscal policy under
a budget rule. In particular, we assume that the government is required to
keep a fixed debt to output ratio when choosing optimal taxation. This is an
empirically relevant restriction since in recent years most advanced economies
had debt targets to respect. Table 2.4 includes in the first column the results
from the Ramsey case and this is followed by the results under the budget
rule under the full set of tax instruments. The remaining columns present
results obtained by imposing the same restrictions on the instrument set as

in Table 2.3, for the case of budget rules.
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Under a compete tax instrument set and a restriction that the govern-
ment needs to keep a fixed debt to output ratio equal to the average debt
to output ratio observed in the annual US data for the period 1970-2011 we
have the results in the second column, under the label of Model 4. In this
case we observe that both labour income taxes are higher and the subsidy is
lower compared to the benchmark case in order for the government to be able
to satisfy a given level of debt to output ratio. However, we still observe that
the progressivity of the labour income taxes is present although the difference
between the two labour income taxes has decreased compared to the bench-
mark case. Specifically, the skilled labour income tax is almost 1.5 percentage
points higher and the unskilled labour income tax almost 3 percentage points
higher than the benchmark case study. The optimal capital income taxes are
again zero in this case. Finally, the compensating consumption supplement
is negative 0.28% which means that the representative household is worse off
under this setup compared to the benchmark case. This is expected since
the government is restricted from issuing debt. Therefore, again we expect
to see that as the restrictions to the set of fiscal policy menu increase, the
compensating consumption supplement should get larger in absolute terms
but with a negative sign. In addition, it is expected that the lifetime welfare
under a fixed debt to output ratio should be lower compared to the cases
where the government was able to issue debt.

In Model 5 we restrict the government from issuing two different labour
income taxes, under the budget rule. In this case we observe that the optimal
tax rate on capital equipment is non-zero, similarly to Model 1. Specifically,
in this case the optimal tax on capital equipment is equal to 1.86%, which
is lower compared to the 2.4% under Model 1. Therefore, the result that
under an incomplete set of fiscal instruments the government is using the tax
rate on capital equipment, and not that on capital structures, to compensate
for the missing fiscal instrument remains even with a fixed debt to output
ratio. Similarly to Model 1, the skill premium is being reduced compared
to the benchmark and the exogenous fiscal policy model. That happens
because in Model 5 the unskilled labour income tax rate is higher relative to

Model 4 case study, working as an incentive for the unskilled agents to create
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skills and there is no need for the skill premium to be high so as to enhance
that incentive. In particular, in this case the unskilled labour income tax is
almost 3.7 percentage points higher than in Model 4, and the skilled labour
income tax is almost 3.5 percentage points lower than in Model 4 with a full
set of fiscal instruments but without flexible debt. In addition, we can see
that in Model 5 the lifetime welfare of the representative household is lower
compared to Model 4 and compared to the benchmark case with a full set of
fiscal policy instruments.

In the case where we restrict the government from issuing a subsidy to
goods investment for skills acquisition (Model 6) we observe that the optimal
tax rate on both capitals is zero. In addition, the progressivity of the labour
income taxes is still present although it has decreased compared to Model 4.
Specifically, the labour income tax has increased by 1.5 percentage points and
the skilled labour income tax has decreased by almost 3 percentage points
compared to Model 4. Thus, similarly to Model 2, when the government
cannot encourage skill creation by providing a subsidy to education, taxation
of skilled labour income needs to be decreased more relative to unskilled
labour income tax, so as to provide incentives for skills acquisition. Finally,
the lifetime welfare of the household has decreased even further compared to
the benchmark case and compared to Model 4.

In Model 7 we restrict even further the set of fiscal policy instruments.
In this case the government cannot issue two different labour income taxes
and also cannot impose a subsidy to the investment in education. Under
this specification we get a non-zero tax on capital equipment which is lower
compared to Model 5, at 0.88%. Regarding the level of the labour income
taxes we observe that it is marginally lower than Model 5, similarly with the

case studies where the government was able to issue debt (Models 1 and 3).
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Table 2.4: Comparison of steady state optimal taxation results with fixed

debt to output ratio

Param.  Opt. policy | Opt. policy Opt. policy Opt. policy Opt. policy
endog. b/Y | fixedb/Y  fixedb/Y  fixed b/Y  fixed b/Y
with 75=7% and 7'=0 7%= 7Y
and 7= 0
(Ramsey) (Model 4) (Model 5) (Model 6) (Model 7)
Y 0.1692 0.1653 0.1642 0.1613 0.1610
C 0.0899 0.0876 0.0867 0.0859 0.0856
K, 0.1669 0.1630 0.1619 0.1590 0.1588
Keq 0.2891 0.2828 0.2812 0.2754 0.2751
hs 0.1351 0.1323 0.1362 0.1285 0.1306
hay 0.1337 0.1300 0.1214 0.1278 0.1238
e 0.0145 0.0147 0.0166 0.0173 0.0180
[h/Y 0.0297 0.0269 0.0270 0.0193 0.0200
Ka/Y 0.9863 0.9863 0.9863 0.9863 0.9863
Keq/Y 1.7088 1.7108 1.7125 1.7077 1.7088
Gc 0.0320 0.0320 0.0320 0.0320 0.0320
clYy 0.5315 0.5297 0.5281 0.5327 0.5316
C_;C/Y 0.1890 0.1934 0.1947 0.1983 0.1986
b)Y -0.4958 0.5281 0.5281 0.5281 0.5281
1Y 0.2498 0.2500 0.2502 0.2497 0.2498
Tt 0.0000 0.0000 0.0000 0.0000 0.0000
qu 0.0000 0.0000 0.0186 0.0000 0.0088
T8 0.3182 0.3338 0.2983 0.3058 0.2924
T 0.2331 0.2619 0.2983 0.2757 0.2924
Th 0.4509 0.3934 0.3199 - -
ws/wu 1.6408 1.6329 1.5222 1.6454 1.5909
LU -75.0366 -75.1101 -75.1550 -75.2752 -75.2888
(0 - -0.2801% -0.4513% -0.9112% -0.9632%
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2.6 Concluding remarks

In this chapter, we analysed optimal factor income taxation when there are
different returns to skilled and unskilled labour and capital in structures and
equipment, under capital-skill complementarity and endogenous skill acqui-
sition. We worked with a representative agent framework, which allowed
us to focus on aggregate efficiency and abstract from potential equity con-
siderations for optimal taxation. In the model considered, a representative
household decides how to allocate its investment in the two types of capi-
tal stock and in creating skill labour. Moreover, it decides how to allocate
its time endowment into leisure, labour supply in skilled and unskilled jobs,
and in creating skill labour through education time. Therefore, the model
allows for endogenous skill acquisition, which is modelled following He and
Liu (2008). The production side is modelled as in Krusell et al. (2000). In
this framework, we derived optimal tax policy under commitment and ex-
ogenous spending policy, by considering various assumptions regarding the
availability of tax instruments and debt to the policy-maker.

We found that when all factor inputs, as well as investment in skill acqui-
sition, can be taxed at separate rates, both capital income taxes are zero in
the long-run, there is a subsidy to education and the labour income taxes are
progressive. However, if the government has access to the education subsidy
but cannot tax income from skilled and unskilled labour separately, while
the tax on income from structures remains zero in the long run, there is a
small positive tax on equipment capital. If the government can only imple-
ment a single income tax, without having access to education subsidies, the
equipment tax is again positive but with lower magnitude. Moreover, we
found that the restrictions to fiscal policy menu do not change the result of
progressive labour income taxes qualitatively, however, more restricted pol-
icy, in the form of unavailability of education subsidies and budget rules, is

associated with decreases in progressivity.
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Appendix B

B Chapter 2

B.1 DCE system of equations

Here we present the equations of the exogenous decentralized competitive

equilibrium:
Uet S
0=U,, + 7 -+ Uc, (1 — 75)ws ¢ (B1)
0=Uy,, + Uc,(1 — 73 )Wy (B2)
UCt: B[Uct-!—l (Tst,t+1(1 - Tgt,t-i—l) + (1 - 65t)) ] (B3)
UCt: /B[Uct+1 (req,tﬂ(l - TZq,tJrl) + (1 - 56(1)) ] (B4)
U.,
Uct(l - T?)—i__flh,t: 0 (B5)
U
b Ci
r, = B6
! /BUCH-l ( )
w57t:A (]_ — V) (1 — a,c) hg;lAt (Ksut)ac X (B?)
1—a® -1
A A K + (A=) i) ]
+ (1= A) by,
Wy, t= (1 — )\) (1 — CLC) hﬁ;lAt (Kst’t)ac X (B8)
1—a® -1
A Aaa Ky + =) 1)
+ (1= A) by
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B.2 Compensating consumption supplement

In order for the welfare gains to be estimated the compensating consumption

supplement will be calculated, following Lucas (1990):
VE(C.1) = V(1 = 4)C,1) (B15)

where VP is the lifetime welfare of the representative household under the

Benchmark model and under optimal fiscal policy and V4 is the lifetime
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welfare of the representative household under optimal fiscal policy and under
several restrictions to fiscal policy menu. Note that in both regimes we
calculate the lifetime welfare by taking into account the transition period
from the exogenous to optimal fiscal policy. The lifetime welfare is calculated

as:

VE(C ) =) B (UM (C, 1)

and

VA(L=)C 1) = B (U (1= ¢)Ch )

where UP and U represent the within period welfare.

Therefore, equation (B15) will become:

[e.o]

> B (U (Cil) Zﬁ (U (1 = )Cy, 1))

t=0 t=0

v (Cy, ly) = iﬁt ((1 - w)’YOt'yltl—w) 1—01

—o 1-— 01
con )
l 1 01)( t
Ct7 t Z/B 1— o1
(co)
B L) = 1 o y(l—0o1 t
(Coy 1) = ZB B
VB (Cply) = (1 — ) 0oy 4
B
(1 o w)'y(lfal) — (V )
(V4)
VB 7a-en rm
- (7)
where we multiply by 100 to obtain a percentage rate:
VB ~y(I—=0o1) 01)
Vpoa=|1— (VA) x 100 (B16)
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Chapter 3: Optimal income taxation over

the business cycle

Abstract: This chapter examines how income taxes are optimally distrib-
uted over the business cycle in a model with high, middle and low income
agents when the government is restricted to balance its budget in each pe-
riod. The model incorporates capital-skill complementarity and the agents
are assumed to have different access to labour and capital markets. This
allows us to develop an empirically relevant model that is able to match
the cyclical characteristics of the US economy. The optimal fiscal policy re-
sults indicate that the income tax rate of the high income agents has the
lowest volatility and the income tax rate of the low income agents exhibits
the lowest counter-cyclicality. Moreover, the optimal income tax rate of the
middle income agents is found to be very volatile and counter-cyclical. We
also examine the effects on optimal income taxation under a different fiscal
policy menu that also includes a consumption tax. In this case we find that
the progressivity of the income tax rates is even higher and that the results
regarding the volatilities of the income taxes are overturned. We further find
that, in both of the case studies, the progressivity of the income tax rates is
optimally increased immediately after a positive shock to capital equipment
efficiency and a reduction to government expenditures, whereas it optimally

increases after two years with a positive shock to total factor productivity.”

3.1 Introduction

There is a growing literature that examines the characteristics of optimal
taxation over the business cycle (i.e. Chari et al. (1994) and Arseneau and
Chugh (2012)). The optimal taxation literature acknowledges the fact that
the set of fiscal policy instruments and the imperfections in capital and labour
markets are essential for the behaviour of optimal fiscal policy. For instance,

while in a frictionless labour market the labour income tax should optimally

4TThe CESifo 2013 working paper (4468) by Angelopoulos, Asimakopoulos and Malley
entitled "The Optimal Distribution of the Tax Burden over the Business Cycle" is based
on this Chapter.
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not vary much over the business cycle and remain a-cyclical, Arseneau and
Chugh (2012) show that under search frictions in the labour market, the
optimal labour income tax becomes very volatile and counter-cyclical. More-
over, Stockman (2001) shows that a balanced-budget restriction leads to an
increase of the optimal volatility of the labour relative to capital taxes.

In a different literature, Hornstein et al. (2005) and Acemoglu and Autor
(2011) provide empirical evidence that the capital-skill complementarity in
the production process drives the growing wage inequality observed in the
data. Moreover, Campbell and Mankiw (1989), Mankiw (2000) and Gali et
al. (2007) show that the existence of a subset of the population that doesn’t
have access to capital markets, "hand-to-mouth" agents, is essential for shap-
ing the economic policy under uncertainty. Despite the aforementioned re-
search, the optimal taxation literature has not yet examined optimal income
taxes over the business cycle under imperfections that limit the participation
of households in markets for skilled labour and capital.

Income taxation has naturally been a focal point for the research on
economic policy under income inequality (see e.g. the work reviewed and
analysed in Kocherlakota (2010)). This is because, on one hand, progres-
sive income taxation can be used to reduce income inequality and promote a
fairer distribution of income. On the other hand, the disincentives associated
with taxation and, in particular, with progressive taxation, need to be taken
into account. In light of this, the normative properties relating to the pro-
gressivity of the tax system have been extensively analysed (see e.g. Mankiw
et al. (2009) for an assessment of this literature). However, the response of
optimal income taxes in business cycle frequencies to exogenous productivity
and government spending shocks, under a balanced budget and both wage
and asset inequalities, has not been examined. This is particularly relevant
given the presence of these inequalities and the current economic reality that
severely limits the use of debt to respond to economic fluctuations in most
advanced economies. In such an environment, the revenue requirements for
governments that are faced with exogenous aggregate shocks need to be fi-
nanced by unpleasant taxes, so that a pertinent question for policymaking

becomes how to distribute the tax burden over the business cycle to min-
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imise the negative effect of distorting taxes. In addition, it is important to
understand how optimal income taxation behaves when there is a richer set
of fiscal instruments. For that reason we extend the fiscal policy menu of the
government by introducing a consumption tax and we re-assess the reaction
of the optimal taxation over the business cycle.

In a related literature, Aiyagari (1994) examines the effects of idiosyn-
cratic shocks on income inequality. Specifically, he assumes that agents
are ezr-ante homogeneous but ez-post heterogeneous due to the idiosyncratic
shocks. As a result agents tend to accumulate capital via a precautionary
motive. This capital acts as self-insurance against potential future negative
shocks. Moreover, Aiyagari (1994) examines only the steady state equilib-
rium and there are no aggregate shocks to the economy.

The New Dynamic Public Finance (NDPF) literature extends Aiyagari-
Bewley model by assuming that agents are privately informed about their
skills and productivity. This way optimal taxation depends on income, risk
aversion and distribution of skills, and provides a trade-off for the govern-
ment between incentives to labour and equality among the agents. Kocher-
lakota (2006) challenges the argument of Chamley (1986), that government
can impose only linear taxes, because in practice governments are able to
use nonlinear taxes. Thus, Kocherlakota (2006), following Mirrlees (1971),
introduced nonlinear taxation in an economy populated with heterogeneous
agents in terms of labour productivity. As in Mirrlees (1971), NDPF makes
the assumption that people differ in their skills, which are private informa-
tion, and also skills change stochastically over time.

Therefore, under the NDPF theory the government pre-commits to a tax
schedule that can only depend on income and not skills. This way the gov-
ernment has an unrealistically large set of policy instruments at its disposal
which is very difficult to monitor at each point in time.*® Moreover, due to
the large complexity of the model it is not feasible to be calibrated to cap-
ture some key characteristics of the economy and a static analysis is usually
performed.

Taking the above into consideration, in this chapter we analyse the op-

48Note that in our model the government can observe the skills of the agents.
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timal income taxation over the business cycle when the government runs a
balanced budget. To this end, we develop a model that is able to replicate the
cyclical properties of the economy and the empirical observations on wealth
and wage inequality (skill premium).? Therefore, we build a model where
the production process exhibits capital-skill complementarities, the labour
market is fragmented regarding the skill supply and the agents have different
access to asset markets with a subset of the population being excluded from
holding assets.

Thus, the model has three types of households that are divided with
respect to their income into low, middle and high. In addition, we have
two labour markets, for skilled and unskilled labour and we further assume
that there are barriers that prevent agents from participating in both labour
markets. In particular, we assume that the high income households pro-
vide skilled labour, where skilled agents are those with a college degree or
relevant professional qualification. The middle and low income households
are assumed to provide unskilled labour, which means that are those with-
out a college degree. The production structure implies that there are two
wage rates in the model, skilled and unskilled wage rate, leading to a skill
premium.’® Following the contributions of Katz and Murphy (1992) and
Krusell et al. (2000), we assume that the skill premium is driven by skill-
biased technical change and capital-skill complementarities. In particular,
we assume that the production process follows the technology specified in
Krusell et al. (2000) which has received empirical support and has been
shown to match the behaviour of the skill premium in the data.

Capital market imperfections imply that households in our model differ
with respect to their participation in the asset markets. In particular, fol-
lowing the contributions of Campbell and Mankiw (1989), Mankiw (2000)
and Gali et al. (2007), we assume that a subset of the households does not
have any savings and is thus earning only labour income, which it totally

consumes. We further assume that these households offer unskilled labour

49The skill premium is defined as the ratio of the wage rate of the skilled agent over the
wage rate of the unskilled agent.
50Tn our setup we assume that skills are endowed, so taxes do not affect skill acquisition.
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services, so that the three types of households in the economy are defined as,
high income skilled agents who own assets, middle income unskilled agents
who also own assets and low income unskilled agents who do not have access
to the capital market.

Our work on this chapter deviates from the representative agent litera-
ture on optimal taxation, such as Chari et al. (1994) and Stockman (2001),
by emphasizing on the importance of skill and asset market imperfections
that generate wealth and wage inequality, as well as the balanced budget
restriction on the behaviour of optimal taxation. Compared with the litera-
ture of optimal taxation with heterogeneous agents (i.e. Kocherlakota (2010)
and references therein), our modeling emphasizes on wage inequalities that
are generated by capital-skill complementarities together with the inequal-
ity from the asset market participation and focuses on the business cycle
properties of income taxes.?!

We calibrate a version of the model with exogenous tax policy to the U.S.
quarterly data and find that the model fits the data very well with respect
to key long-run stylized facts as well as the cyclical properties of the data,
including the empirical findings that the skill premium is effectively a-cyclical
and not volatile (see e.g. Lindquist (2004) and Pourpourides (2011)). Hav-
ing established the empirical relevance of the model, we then characterize
optimal policy, by letting the government choose the income tax rates opti-
mally over the business cycle to maximise aggregate welfare given its revenue
requirements. Moreover, we extend the set of fiscal instruments by allowing
the government to choose optimally a consumption tax rate on top of the
three income tax rates with the balanced budget restriction.

We find that the cyclical properties of the income tax rates differ signif-
icantly with each other and with those observed in the data. As expected,
given the balanced budget restriction and the instruments available to the
government, the tax rates are generally more volatile and more counter-

cyclical than in the data, as in Stockman (2001). The counter-cyclicality of

1Specifically, this literature emphasizes on the unobservability of idiosyncratic labour
productivity, which then generates wage inequality. In this chapter we make the assump-
tion that skills are observable, since they depend on the level of education.
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the taxes is also driven from the balanced budget restriction because under a
negative shock to the economy, output decreases and also capital and labour
decrease, causing a reduction to labour and capital income and as a result
the tax revenues decrease. Thus, the government needs to increase taxation
to be able to finance its expenditures.

However, there are also important differences between the tax rates.
These result from the trade-off that the government faces when deciding how
to distribute the distortions reflected by the higher volatility and counter-
cyclicality of the three tax rates over the business cycle. On one hand, such
distortions have a large impact on hand-to-mouth households, since they are
less able to smooth shocks. There is thus an incentive to minimise the im-
pact of policy for this type of household. On the other hand, tax-induced
distortions to skilled households have the strongest propagation effects in the
economy, given the complementarity of skilled hours with equipment capital.
Therefore, there is also an incentive to minimise distortions to the choices of
skilled households, since this acts to amplify external shocks. Optimal policy
resolves this trade-off by keeping the lowest volatility for the tax rate for
skilled and the lowest counter-cyclicality for the hand-to-mouth households.
In contrast, the middle income group, made up by unskilled households with
savings, receives very volatile and very counter-cyclical taxes. For the case
where we also introduce the consumption tax we can see that most of the
aforementioned results are preserved apart from the volatility of the income
taxes. In this case we find that the unskilled agents that are able to save
have the most volatile income tax, whereas the hand-to-mouth agents have
the smoothest income tax.

We further analyse the optimal distribution of the tax burden in the
short- and medium-run in response to temporary output-enhancing exoge-
nous shocks. The government finds it optimal to respond to an increase
in the productivity of capital equipment and to public spending cuts by in
creasing the progressivity of income taxes. In the case of capital equipment
technology shocks, in particular, the government finds it optimal to redis-
tribute some of the gains to skilled workers, who are the main beneficiaries

of such changes, to the more constrained households in the labour market.
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This is achieved by increasing the high-income tax and reducing the other
two taxes. Public spending cuts allow the government to reduce all income
taxes, but the reduction is higher the lower the income level of the household.
Finally, the response to positive total factor productivity (TFP) shocks im-
plies that the progressivity of the tax system increases after about two years.
The sensitivity of the income of hand-to-mouth households with respect to
TFP shocks implies that the government needs to use a pro-cyclical tax on
impact in this case to help smooth consumption. As a result, income taxes
to low income agents increase immediately after positive TFP shocks so as to
smooth consumption. The aforementioned results and behaviour of the in-
come taxes after a temporary shock remain unchanged with the introduction
of the consumption tax.

The rest of this chapter is organised as follows. Section 2 provides a
description of the structure of the model. Sections 3 presents the cyclical
properties of the data. Section 4 outlines the calibration of the model. Sec-
tion 5 analyse the results of the exogenous fiscal policy case study. Section 6
provides a description of the cyclical properties of the model under optimal
fiscal policy. Section 7 presents the optimal distribution of the tax burden
over the business cycle. Section 8 presents a robustness analysis and section

9 concludes the chapter.

3.2 Model

Our model is developed to capture the key business cycle features of an
economy characterised by imperfections that limit participation in labour
and capital markets. We first consider a fragmented labour market, so that
there exist separate markets for "skilled" and "unskilled" labour, defined
as workers with and without college education, and assume that there exist
socio-economic barriers that do not allow mobility between the two types

of labour.??> This is motivated by empirical evidence which suggests that in

52Under a setup with longer horizons it is logical to let the agents move between the two
types of labour through human capital investment and/or university education (i.e. He
(2012) and Angelopoulos et al. (2013d)). In that case, the social mobility is essential for
assessing the long-run equilibrium together with the transition path (see e.g. Matsuyama
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business cycle frequencies the share of college educated population in the data
has low volatility and is effectively uncorrelated with output. In particular,
using the data in Acemoglu and Autor (2011), we find that the standard
deviation of the cyclical component of the skilled population share, relative
to that of output, is 0.27, while its correlation with output is -0.18.>> These
findings suggest that the imperfections (in the form of, e.g. socio-economic
barriers relating to access to education) which determine participation in
labour markets are indeed more restrictive in shorter, business cycle horizons.
Then we follow Hornstein et al. (2005) and Acemoglu and Autor (2011),
who examine the relation between skill premium and wage inequality, and
we introduce two labour inputs in the production process, skilled and un-
skilled labour. In addition, we also introduce two types of capital, structures
and equipment. Specifically, we make the assumption that skilled agents are
complements with capital equipment and that the unskilled agents are sub-
stitutes with both capital equipment and skilled labour. This way the skill
premium is sensitive to changes in the productivity of capital equipment, i.e.
it will increase with positive shocks to capital equipment productivity.
Furthermore, following Schmitt-Grohé and Uribe (2003), Aghion and
Howitt (2009, ch. 6) and Benigno (2009) we introduce a transaction cost
for participating in capital markets. Given inequalities in asset ownership,
and in particular, evidence that suggests higher wealth for skilled relative
to unskilled workers®, we distinguish these costs between skilled and un-
skilled households. This leads to different asset holdings across workers, and
in particular, implies that a subset of the population is excluded from the
asset markets (see e.g. Aghion and Howitt (2009, ch. 6) for capital market

imperfections and agent heterogeneity). Excluded agents are thus not per-

(2006) and Aghion and Howitt (2009, ch. 6)). However, in this chapter we focus on
business cycle frequencies and we take the barriers that lead to the split in the labour
force to skilled and unskilled workers as given.

?3We obtained those results using annual data for the period 1962-2008 from Acemoglu
and Autor (2011) for the share of college educated population and GDP data for the same
period from the U.S. National Income and Product Accounts (NIPA). Then we calculated
the cyclical component of those series using the HP-filter with a smoothing parameter of
100.

»Data from the 2010 U.S. Census show that agents with at least a bachelor degree are
two and half times wealthier than those without a bachelor degree.
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mitted to accumulate capital stock to smooth consumption, as they consume
all their (labour) income (see e.g. Campbell and Mankiw (1989), Mankiw
(2000) and Gali et al. (2007) for hand-to-mouth consumers). We also assume
that hand-to-mouth households offer unskilled labour services.

Taking the above into consideration we have an economy with agents that
are heterogeneous with respect to capital holdings and skills. In particular,
we have three types of households: (i) skilled households, s, that supply
skilled labour and have access to asset markets; (ii) unskilled households, u,
that supply unskilled labour and have access to asset markets; and (iii) hand-
to-mouth households, h, that supply unskilled labour and do not have access
to asset markets. Moreover, we assume that the shares of the population
for each type of household are constant and exogenous. For simplicity, we
also assume that the total size of the population, IV, is constant. Setting as
N, the number of the skilled households, as N, the number of the unskilled
households and as N}, the number of the hand-to-mouth households we have
that: N = Ny + N, + Nj,. We further define the relevant populations shares
as ng = Ng/N, n, = N, /N, and n,, = 1 — ny — n,. We further assume that
the economy is populated with N identical firms and a government.

In each period, households act as price takers and make decisions re-
garding how much to consume, work and save. Firms act competitively and
employ two types of capital stock together with the two types of labour to
produce a homogeneous product. The government runs a balanced budget
and imposes different tax rates on each income level. It also uses the revenue

from these taxes to finance public spending.?®

3.2.1 Households

We denote with the subscript j = s, u, h, the three types of households. Each

household maximizes the expected lifetime utility:

Uj = EtZﬁtU(Cj,ta Cje-1,1j0) (%8)

t=0

»Note that we also provide an experiment where the government can issue a single
consumption tax on every household.
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where FE; is the conditional expectations operator at period t; 0 < < 1is a
constant discount factor; C, and [, denote private consumption and leisure
respectively at period t. In addition, we assume that each type of household
faces external habits in consumption, as in Campbell and Cochrane (1999)
and Ljungqvist and Uhlig (2000), that helps the model replicate the cyclical
moments in the data.’® This is captured by C;,_; that denotes the average
consumption of the j-type household in period ¢t — 1. Finally, u(-) is the
utility function that is increasing, concave and continuously differentiable.
The utility function is given by:
[(Cia = wCa) 131"

l1—0

w(Cit, Chamr, i) = (99)
where w measures the weight attached to external consumption habits within
each type of household; o > 1 is the coefficient of relative risk aversion; and
0 < v < 1 is the weight of effective consumption in utility.

A household of type j faces the following time constraint:
1= lj,t + hj,t (100)

where h;; is hours worked in period t.
Additionally, skilled and unskilled households face the following budget
constraint:

Cia+ 1, + 15, = (1 — mj)wjehe + (1 —754) (M KI, +riKS,) — Ti—

(101)
2 e \2
— Y ((K;'I,t) + (K7,) )
while hand-to-mouth households face the following budget constraint:
Ch,t = (1 - Th,t)wu,thh,t —T. (102)

%6Thus, we assume that there is "catching-up with the Joneses in the neighborhood",
since each household compares its consumption level to that of its own socioeconomic
class. Ljungqvist and Uhlig (2000) provide a detailed discussion on several versions of
catching-up and keeping-up with the Joneses and internal versus external habits.
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Note that the superscript ¢ = ¢, e in capital refers to structures, ¢, and
equipment, e. In addition, Iﬁt is investment for i-type of capital from j-type
of household at period ¢; K7, is the capital stock for i-type of capital from
J-type of household at period t; w;, is the wage rate at period ¢ for j = s,u
since we only have two types of labour (skilled and unskilled); v, is the
capital transaction cost for j = s, u; and T} is a lump-sum tax.

Equations (101) and (102) capture several key features of the model.
First, the households differ in their labour income, as there are different
wage rates for skilled and unskilled households. Second, the households also
differ in their capital income, since they face different transaction costs. In
particular, the hand-to-mouth households implicitly face transaction costs
that are infinite, so that they are excluded from the capital markets. The
remaining households face finite transaction costs, modelled here as quadratic
functions of the capital stock, following e.g. Persson and Tabellini (1992) and
Benigno (2009). These may differ so that the households can be differentiated
with respect to their steady state holdings of wealth. Third, there are two
types of capital holdings, in structures and equipment, which pay different
rates of return. The importance of allowing for the two types of capital is
explained below in the discussion of skill-biased technology in production.
Fourth, for each level of income, as reflected by the household type, there is
a different income tax rate.

Finally the motion of the capital stock for i-type of capital and for j = s, u
type of household is:

K?,tﬂ = (1 - 5i)K;,t + [;,t (103)

J

where, 0 < §° < 1 is the depreciation rate for the i-type of capital.

The optimality conditions Each household j = s,u chooses {C}¢, hj,
K, 15,372, to maximise (98) subject to (99), (100), (101) and (103), by
taking tax rates, prices, and external consumption habits, ﬁj,t_l, as given.
Similarly, hand-to-mouth households, j = h, choose {C},+, hn+}52,, to max-

imise (98) subject to (99), (100) and (102), by taking tax rates, prices, and
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external consumption habits, Uh,t,l, as given.
Optimality conditions skilled households

Consumption at time t¢:

(1—o)vy

[(Cs,t - wcs,t—l)’y (1 - hs,t)liv]
Os,t - wcs,t—l

0= + A (104)

Labour at time ¢:

— 1—0)(1—
[(Cs,t — wCs,t,l)V (1-— hs,t)l v}( )(1—7)

0=—
Cs,t - WCs,tfl

— A\ (1= 7)ws; (105)

Capital structures at time t + 1:
0 =X +B{EA [(Torn — D1y + 20K, 0] + B (07— 1)} (106)
Capital equipment at time ¢ + 1:
0= )‘? + 5 {Et)‘i-i-l [(TS,tJrl —1)riy + 2¢SK§7H_J + Et)‘?-i-l (6° — 1)} (107)
Investment in capital structures at time ¢:
0=\ —\ (108)
Investment in capital equipment at time t:
0=\ —\ (109)
Capital structures evolution equation:

0= Kq,t+1 - (1 - 5(1) Kg,t - [sq,t (110)

s

Capital equipment evolution equation:

0= K:,t+1 — (1 -0 Kse,t - [se,t (111)
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where A}, A7 and A} represent the Lagrange multipliers associated to the bud-
get constraint, capital structures and capital equipment evolution equations
of the skilled agent.

Optimality conditions unskilled households

Consumption at time t:

[(Cuy = wChyy) (1= o)1

0=
Cu,t - WCu,tfl

+ A (112)

Labour at time ¢:

(1=0)(1—7)

[(Cup = wChp1)" (1= hu)' 7]

0=—
Cu,t - wc’u,t—l

— At (1= 7o) wy,  (113)
Capital structures at time t + 1:
0=X +B{EN G [T — 1) iy + 20,50, ] + BN (67— 1)} (114)
Capital equipment at time ¢ + 1:
0=A+78 {Et)‘tlJrl [(Tu,t+1 — iy + 2qu5,t+1} + Et/\erl (6° — 1)} (115)
Investment in capital structures at time ¢:
0=\ — A (116)
Investment in capital equipment at time t:
0=\ —\¢ (117)
Budget constraint:

0=Cyy+ [Z,t + ]ue,t - (1- Tu,t) T?—Kg,t —(1- Tu,t) TfK{i,t— (118)
- (1 - Tu,t) wu,thu,t + E + wu [(Kgyt)2 + (int) 2]
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Capital structures evolution equation:

0= Kq,t+1 - (1 - 5q) Kg,t - Ig,t (119)

u

Capital equipment evolution equation:

0= KZ,t—H - (1 - 56) KZ,t - Ii,t (120)
where Af, A> and A’ denote the Lagrange multipliers associated with the
budget constraint, the capital structures and capital equipment evolution
equations of the unskilled agent.

Optimality conditions hand-to-mouth households

Consumption at time t:

[(Ch,t - (“')Ch,tfl)’y (1 _ hh,t)l_’y] (1—0)y

0=
Ch,t - WCh,tfl

+ A (121)

Labour at time ¢:

—y1(1=0)(1—=7)
[(Chs = wChi-1)" (1 = hny)"] 7
0=—-"— ’ : — A (1— v (122
Cht — wCh1 ‘ Th) Wae - (122)
Budget constraint:
0=Cht— (1= 7he) Wathne + T (123)

where )\Z is the Lagrange multiplier with respect to the budget constraint of

the hand-to-mouth agent."”

3.2.2 Production and firms

Fach firm maximises its profits in perfectly competitive markets, by using
labour and capital inputs to produce output, Y;. The production function

follows the specification in Krusell et al. (2000) which has been shown to

>TNote that based on Walras’s law only N —1 constraints are required in the decentralized
competitive equilibrium. Thus, here we drop the budget constraint of the skilled agent.
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match the behaviour of the skill premium in the data.’® Specifically, there
are two types of capital used in production, capital structures and capital
equipment, denoted respectively as th ! and th “, and two types of labour,
skilled and unskilled, denoted respectively as hf’t and h{;t. The production
function is given by a constant returns to scale technology assumed to take
a constant elasticity of substitution (CES) specification, where it is further
assumed that skilled labour, hf}t, is relatively more complementary to cap-
ital equipment, th “, than unskilled labour, hf;t. This is captured by the

following production function:

Y = A, (thvQ)a X

1—a

oo ()Y omm (1)) w00 04) ]

(124)

where,

O<a,\v<l, —co<p,p<l;

A; denotes the total factor productivity (TFP) and A$ denotes the efficiency
level of capital equipment. In addition, ¢ and p are the parameters deter-
mining the factor elasticities, i.e. 1/(1 — ¢) is the elasticity of substitution
between capital equipment and unskilled labour and between skilled and un-
skilled labour, whereas 1/(1 — p) is the elasticity of substitution between
equipment capital and skilled labour. Moreover, the parameters a, A, v de-
note the factor shares.

Under this specification, capital-skill complementarity is obtained if 1/(1—
p) < 1/(1 — ). Appendix C analytically confirms that the skill premium,
defined as the skilled wage rate over the unskilled wage rate, is increasing
in capital equipment, th “, and decreasing in the relative supply of skilled
labour, %, for the parameter restrictions considered.

Moreover, we assume that TFP, A;, and the efficiency level of capital

8Similar studies that also incorporate the same specification of the production function
are: Lindquist (2004), Pourpourides (2011) and He (2012).
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equipment, A¢, follow a stochastic exogenous AR(1) process:

Appr = (1= pa) A+ paAs + & (125)
G = (L= pae) A+ e A7 + e/ (126)

where ¢! and e are independently and identically distributed Gaussian
random variables with zero means and standard deviations given respectively
by 04 and o 4¢.%

Under this specification, when capital equipment productivity, Af, in-
creases the productivity of skilled workers will be enhanced more compared
to the productivity of unskilled workers. This effect is called the skill-biased
technology. Hence, the model is consistent with the empirical evidence that
points to rising productivity of capital equipment and a rising skill premium
over the recent decades (e.g. Katz and Murphy (1992), Krusell et al. (2000),
Hornstein et al. (2005) and Acemoglu and Autor (2011)).

Taking prices and taxation as given, firms maximise their profits:
Ht = }/;5 — w&thit — quhq];t — TfKtﬁe — TgKif’q (127)

subject to the technology constraint in (124). Note that in equilibrium,

profits are zero.

Optimality conditions Here we present the optimality conditions of the
firms that choose {hit, hit, Ki*, K[} to maximise (127) subject to
(124), taking tax rates and prices as given.
Capital structures at period t:

oYy

0= ek rd (128)

»We assume that TFP and the efficiency level of capital equipment follow exogenous
processes due to the significant role attached to them in the literature on the skill premium
and economic fluctuations (see e.g. Lindquist (2004) and Pourpourides (2011)).
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Capital equipment at period ¢:

KMy,
KEeop @)= [(apy (57°) + = v) (1,)']

0=— —r¢ (129)

w/p

where f = A {v (47 (K7°)] + =) (1)}

Skilled labour at period t¢:

Ty (h{j,t)w.

Ay (thﬂ)a A1=v)(1—a) (hgt)pﬂg

0= h‘g,tQtl (Q%)‘%l [u (Ac)? (th,e)f) () <h£7t)p] — Wsy (130)
where Q? = {1/ [(Af)ﬂ (th,ey} (=) (hgt)P}so/p
Unskilled labour at period t:
Ay (K17) (1= @) (1= ) (g + )
0= — Wyt (131)

a—1
QF () (nuhuyg + ninhiy)
3.2.3 The government budget constraint

The government runs a balanced budget in every period given by:

C
Gy = NgTs 1 Ws thgt + My Tyt Wy thoyt = N Th g Wey thop 1+ (132)

+ Ts.iNs (er;{t + Tste?t) + Tty (T?K;it + erS?t) + T

where GY is the average government consumption per agent.

In this chapter we pay attention only to the revenue side of the budget
constraint. Therefore, we assume that government consumption is wasteful
and follows an exogenous AR(1) process. Thus its fluctuations act as ex-
ogenous spending shocks which require a change in the tax revenue collected
(for a similar approach regarding G¢, see e.g. Chari et al. (1994), Stockman
(2001) and Arseneau and Chugh (2012)):

G5 = (1= pge) G+ peeGy +&f° (133)
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where £ is independently and identically distributed Gaussian random vari-

able with zero means and standard deviations given by oge.

Regarding the tax rates, we consider below policy regimes where they are
exogenously set or they are optimally chosen by the government. Following
Arseneau and Chugh (2012), when we consider how the model economy be-
haves in response to exogenous fiscal policy, we use lump-sum taxes as the
residual variable in the government budget constraint, since for this exper-
iment we are not studying government financing issues. However, for the
optimal policy analysis, again as in Arseneau and Chugh (2012), lump-sum
taxes are fixed to zero.

In the literature that examines the optimality or not of tax smoothing
(see e.g. Chari et al. (1994) and Arseneau and Chugh (2012)), the gov-
ernment budget constraint includes debt. In contrast, here we focus on the
optimal allocation of the tax burden over the business cycle given the revenue
requirements of the government. Hence we do not allow the government to
issue debt to balance the budget (see also Stockman (2001), who considers
optimal capital and labour taxes with and without access to debt, albeit in

a different setup).

3.2.4 Resource constraint and market clearing conditions

The labour and capital market clearing conditions are given by:

h! = ngh (134)
hi = nyhy 4+ nphy, (135)
K} =n,K!, + n,K,,. (136)

which means that skilled and unskilled labour demanded by firms is equal to
skilled and unskilled labour supplied by households in each period. Also, the
supply of capital by households is equal to the capital demanded by firms.

118



The aggregate resource constraint is given by:

Yy = Gf +n5Cop + 1uCup + 15 Chiyp + 1 (12, + I2,) + 0o (12, + I ) +
gt | (K2 + (K)"| + nath, | (K2)" + (K2’ (137)

where Y; = A, <th’q>a X

1—a

. [A{u [0y (57) ]+ =) (5) )"+ 0= (hi’tﬂ w

3.3 Exogenous policy

In this section we examine the cyclical properties of our model when the tax
rates are not optimally chosen by the government but instead they follow
an exogenous stochastic process. Therefore, we calibrate our model so that
it generates empirically relevant business cycle fluctuations. We concentrate
on the key labour market dimension that determines inequality, i.e. the skill
premium, when driven by the empirically relevant government spending and
income tax rate processes. Thus, we further assume that the three income

tax rates follow an exogenous AR(1) processes given by:
Tj,t+1 = (1 — p]) Tj + )OjTj,t + Ezj (138)

where j = s,u, h and ¢, are independently and identically distributed Gaussian

random variables with zero means and standard deviations given by o..

3.3.1 Decentralized competitive equilibrium

Taking into account the starting values for the stock of capital structures, K¢,
and capital equipment, K§, the three policy instruments (74, Ty, The) and
the stationary stochastic processes { A;, AS, G¢}:2,, the decentralized compet-
itive equilibrium system of equations is characterized by a sequence of allo-
cations {Cy, Cuy, Chty Nsty Pty Ping, Kg,tJrl? Kse,t+17 KZ,t+17 Ki,m, Ig,tv Iﬁ,tv

Iiy, 15 320, prices {ws, way, 1{, 75}, and the residual policy instrument

{T};}2, such that: (i) households maximise their welfare taking policy, prices
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and aggregate variables as given; (ii) firms maximise their profits taking pol-
icy, prices and aggregate variables as given; (iii) the government budget con-
straint is always balanced; (iv) market clearing conditions are satisfied and
(v) the external consumption habit satisfies the following;: Uj,t—l =Cj1.

Therefore, the full decentralized competitive equilibrium (DCE) system
of equations is given by equations (104)-(138).

3.3.2 Data analysis and targets

We aim for the exogenous-policy model to replicate the long-run great ratios
and key labour market averages as well as explaining the cyclical volatilities
and correlations with output of key variables in the economy. We use quar-
terly data for U.S. economy, which are obtained from datasets constructed by
Lindquist (2004), Piketty and Saez (2007), Castro and Coen-Pirani (2008),
Pourpourides (2011), Arseneau and Chugh (2012) as well as data series from
the Bureau of Economic Analysis (BEA).%

Table 3.1: Business cycle statistics of main endogenous variables

Variable Correlation with output Standard deviation
Y 1 0.013-0.014
C 0.83 0.011-0.012
1 0.76-0.91 0.037-0.063
IUU’—Z 0.09-0.19 0.006-0.013
hs 0.42-0.69 0.008-0.010
Iy 0.59-0.73 0.006-0.012

Sources: The data ranges are constructed using the results reported in

Lindquist (2004), Castro and Coen-Pirani (2008) and Pourpourides (2011).

Table 3.1 reports the data volatilities and correlations with output from
existing studies for variables which correspond with key endogenous variables
in our model. These are quarterly data for the period 1979-2002 (Lindquist
(2004)) and 1979-2003 (Castro and Coen-Pirani (2008) and Pourpourides

60 At this point I would like to mention my gratitude to Matthew Lindquist and Daniele
Coen-Pirani for sharing their datasets.
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(2011)). Their cyclical component has been obtained by taking the loga-
rithms of the series and then using an HP-filter with a smoothing parameter
of 1600.9 As can be seen in Table 3.1, these studies document some in-
teresting results regarding the labour market statistics. In particular, they
point out that the skill premium is effectively uncorrelated with output and
smoother than output in business cycle frequencies. Moreover, the cyclical
properties of the labour supply of skilled and unskilled workers do not differ
qualitatively, both having a positive correlation with output, while being less
volatile than output. The statistics regarding consumption, investment and

capital are similar to those commonly obtained in macroeconomic research.

Table 3.2: Data averages and business cycle statistics of policy variables

G Teo—100 T20-60  To-20
Averages - 0.247 0.180 0.144
Autocorrelations 0.770  0.950 0.920 0.890
Correlations with Y -0.066 ~ 0.587 0.654 0.198
Standard deviation  0.014  0.006 0.005 0.004

Sources: The statistics are obtained using the data from Piketty

and Saez (2007), Arseneau and Chugh (2012) and BEA.

Moreover, Table 3.2 presents the averages, autocorrelations, volatilities
and correlations with output of the government consumption and the three
income tax series. The government spending series is obtained using quar-
terly data from the BEA for the period 1979 to 2002.5> The income tax data

61The skill labour supply in those studies is obtained by dividing the labour force into
two groups according to their education. For instance, the agents with 14 or more years of
education form the skilled workers. This criterion makes an underlying assumption that
workers with a college degree will be employed in high returns or high skilled occupations,
Acemoglu and Autor (2011). However, it should be noted that Acemoglu and Autor (2011)
have used annual data for the supply of skilled and unskilled labour and the associated
skill premium, whereas in our analysis we use quarterly data. Even show the results
of Acemoglu and Autor (2011) about the average skill premium and its volatility and
correlation with output does not differ significantly from our results. Specifically, using
their data we find that the mean value of the skill premium is 1.60, while its cyclical
standard deviation and correlation with output are 0.49 and -0.13 respectively.

62The data we have used refer to government consumption expenditures and gross in-
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are obtained using the Piketty and Saez (2007) dataset, which reports an-
nual data on income tax rates per income group (in quantiles) for the period
1966-2001.9 As we explain below, we calibrate the share of hand-to-mouth
agents to be 20%, the share of unskilled workers who also have savings to
be 40% and the share of skilled workers to 40%. Since our model predicts
that the income levels of these three groups increase in the order mentioned
above, we use the Piketty and Saez (2007) dataset to obtain three income tax
rates, the first for the lowest quantile, the second as the average for the two
middle quantiles, and the third as the average for the two top quantiles. We
use these series of tax rates as proxies for 7, for j = h,u, s, in our model.

In Table 3.2 we can see that the income tax of the hand-to-mouth agent,
To—20 (bottom quantile), is 14.4%, the income tax rate of the unskilled agent,
T20-60, 18 18.0% and the income tax of the skilled agent, Tg9_100, is 24.7%.
This also suggests that the income taxation is progressive in our setup.%*

Regarding the business cycle statistics of the tax series, the results suggest
that, as expected, these are highly persistent and have low volatility. The
spending process is less persistent and more volatile. The correlations with
output suggest that all the tax rates are pro-cyclical and the government
spending is essentially uncorrelated with output. Finally, using data on the
productivity of capital equipment from the BEA for the period 1988-2011, we
estimate the autocorrelation of HP-filtered series to be 0.975 and its standard
deviation to be 0.007.9

vestment as they are reported in NIPA Table 1.1.5. In order to obtain the statistical
properties of the cyclical component of the series, we transform the series into logarithm
and then we apply the HP-filter with a smoothing parameter of 1600.

63 These tax rates refer to average tax rates by income groups. To obtain quarterly series
from the annual data, so that the cyclical statistics from the tax series are comparable to
the remaining data used in the analysis, we follow the interpolation method in Litterman
(1983). We use as an indicator variable the quarterly time-series of labour income tax
rates from Arseneau and Chugh (2012). To obtain the cyclical component of the series we
again use the HP-filter with a smoothing parameter of 1600.

64 Piketty and Saez (2007) pay particular attention on several aspects of the progressivity
of income taxation. However, in our chapter we focus mainly on income taxation for the
three income groups that best correspond to the household disaggregation in our model.

65We also used annual series for the three income taxes and we found that the main
statistical results are qualitatively similar.
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3.4 Calibration

The calibration of the parameters of the model is either based on data or by
targeting the long-run values and cyclical properties (correlation and stan-
dard deviation) of the key endogenous variables to be consistent with the

data. Table 3.3 summarises the calibrated parameters.

3.4.1 Population shares

Regarding the population shares we assume that n, = 0.4, n, = 04, n, =
0.2. The share of skilled households is calibrated according to the data in
Acemoglu and Autor (2011), where the share of the population with a college
degree is about 45%. Then we split the unskilled households into those who
can access the asset market and those that cannot (hand-to-mouth agents).
The share of the hand-to-mouth population has been shown by the empirical
evidence of Traum and Yang (2010) to be equal to 18%. In addition, Cogan
et al. (2010) estimate the share of the hand-to-mouth population to be equal
to 26.5%. Our calibration of 20% for the share of the hand-to-mouth agents
falls within that range. The split in those population shares is also consistent
with data from the 2010 U.S. Census, where the share of the population with
a college degree is equal to 43%, whereas the share of the population without
asset holdings is 18.7%.%6

3.4.2 Tax-spending policy

As we mentioned earlier, the population shares we have assumed are helpful
for approximating the effective income tax rate for each group using the
income tax data per income quantile from Piketty and Saez (2007). As a
result, under exogenous fiscal policy, where we assume that the three income
tax rates follow an exogenous AR(1) process, we set their constant term equal
to the average value of 7¢_s0, T99_go and Tgg_100, for hand-to-mouth, unskilled
and skilled agents respectively, as they are presented in Table 3.2. Moreover,

we set accordingly, following the results in Table 3.2, the autocorrelation

66These data are obtained from Table 4 of the Census Bureau, Survey of Income and
Program Participation.
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parameters of the AR(1) processes, p;, and the standard deviation of the
cyclical components, o; for each type of income tax. Similarly we set the
autocorrelation and standard deviation parameters of the AR(1) process for
government consumption. We also calibrate the long-run value of government
spending targeting a public spending to output ratio of 19%, consistent with

the data discussed above.

3.4.3 Production and capital and labour markets

For the calibration of the elasticities of substitution between skilled labour
and capital equipment, (1/1 — ¢), and between unskilled labour and capital
equipment (or skilled labour), (1/1 — p), we follow Krusell et al. (2000)
and we set: ¢ = 0.401 and p = —0.495. For the rest of the parameters
in the production function we follow Lindquist (2004), He and Liu (2008),
Pourpourides (2011) and He (2012) so as our calibration is within the range
of values they suggest and we also target the long-run values of our model
in asset and labour markets to be consistent with the data. Therefore, we
calibrate the income shares A and v aiming a skill premium of about 1.65 and
a labour share of income of 69%. Both of these values are consistent with the
U.S. data. Specifically, the value of the skill premium is obtained from U.S.
Census data and is within the range of estimates in Table 3.1.°" Also, the
data for the labour income share as a percentage of GDP are obtained from
BEA data on personal income for the period 1970-2011. The productivity of
capital structures, «, is set as in Lindquist (2004). The calibrated parameters
in the production function are generally very similar to those estimated or

calibrated in the literature.

67The source is the Current Population Survey, 2011 Annual Social and Economic Sup-
plement from the U.S. Census Bureau.
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Table 3.3: Model parameters

Parameter  Value Definition Source
0<d’7<1 0.016 depreciation rate of capital structures calibration
0<6°<1 0.028 depreciation rate of capital equipment calibration
0<pB <1 0990 time discount factor calibration
0<w<1 0.580 habit persistence parameter calibration
0<vy<1 0.225 weight attached to consumption in utility calibration
o>1 2.000 coefficient of relative risk aversion assumption
0<a<1 0.130 income share of capital structures assumption
l%p 0.669 capital equipment to skilled labour elasticity assumption
ﬁ 1.669 capital equipment to unskilled labour elasticity assumption
0<A<1 0.560 share of composite input to output calibration
0<wv<1l 0.580 share of capital equipment to composite input calibration
0 <%< 1 0190 government spending calibration
P, >0 0.0002 transaction cost for skilled agents calibration
0,> 0 0.0018 transaction cost for unskilled agents calibration
Ts 0.247 average income tax rate, skilled data
Tu 0.180 average income tax rate, unskilled data
Th 0.144 average income tax rate, hand-to-mouth data
Stochastic processes
oA 0.004 standard deviation of TFP calibration
Pa 0.950 AR(1) coefficient of TFP data
O ge 0.007 standard deviation of cap. equipment data
P e 0.975 AR(1) coefficient of cap. equipment data
Or, 0.006 standard deviation of income tax, skilled data
Pr. 0.950 AR(1) coefficient of income tax, skilled data
Or, 0.005 standard deviation of income tax, unskilled data
Pr., 0.920 AR(1) coefficient of income tax, unskilled data
Or, 0.004 standard deviation of income tax, hand-to-mouth data
P, 0.890 AR(1) coefficient of income tax, hand-to-mouth data
OGe 0.014 standard deviation of public spending data
Pae 0.770  AR(1) coefficient of public spending data
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The depreciation rates of capital structures and capital equipment are
calibrated to obtain a quarterly capital to output ratio equal to 6.95 in the
steady state. This is within the range presented in Table 3.1 and is con-
sistent with an annual capital to output ratio of 1.74, obtained using BEA
annual data on capital stocks from 1970 to 2011. In particular, we set the
depreciation rate of capital equipment as 0 = 0.028, which is within the
range of the values that Lindquist (2004) and Pourpourides (2011) have used
and then we calibrate the depreciation rate of capital structures residually
as 09 = 0.016.%®

We set the transaction cost parameters as 1, = 0.0002 and 7, = 0.0018.
There are two targets for these parameters. The first is that the total capital
holdings for skilled households in the deterministic steady state is 2.5 times
higher than for unskilled households. This ensures that the model’s steady
state matches data from the 2010 Census,® which indicate that the wealth
of the population with at least a bachelor degree is two and half times more
than those without a bachelor degree. The second target is that in the steady
state the transaction costs cohere with a real return to capital (that excludes

depreciation and taxes) of about 1% per quarter.™

3.4.4 Utility function

As far as the utility function is concerned, we set the coefficient of relative risk
aversion, o = 2, following previous studies (e.g. Schmitt-Grohé and Uribe,
2007). The time discount factor, 5 = 0.99, is calibrated so as to replicate the
investment to output ratio observed in the data. The weight of consumption
to utility, v = 0.225, is calibrated targeting a steady state value of labour
time for each household equal to one third of its time. For the consumption

habit parameter, w, we follow Christiano et al. (2005) that suggest a value

68For example, Krusell et al. (2000) use the following depreciation rates 67 = 0.0125
and §° = 0.031; whereas Pourpourides is using: ¢¢ = 0.014 and ¢° = 0.027; and Lindquist
sets 07 = 0.014 and 6° = 0.031.

69The specific information is obtained using Table 1 from the 2010 U.S. Census Bureau,
Survey of Income and Program Participation.

"0The real return to capital at an annual frequency is 4%, using data from the World
Bank.
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within the range of (0.52 — 0.71) and we also target the model’s predicted

volatility of consumption to be similar to the data presented in Table 3.1.

3.4.5 Technology

The two technological processes, TFP and productivity of capital equipment,
are assumed to follow an exogenous AR(1) process. We normalize the con-
stant terms of those processes to be equal to unity, A =1 and A° = 1. We
also used a time series on the productivity of capital equipment as it is re-
ported by BLS for the period 1988-2011, and we estimated its autocorrelation
and standard deviation, after we HP-filtered the series, to be p, . = 0.975
and o4 = 0.007 respectively, and these are the values we use for the re-
spective exogenous process.”! In addition, following Lindquist (2004) and
Pourpourides (2011), we set the autocorrelation parameter of TFP equal to
0.95, while o4 is calibrated to match the volatility of output observed in the
data (see Table 3.1).

3.5 Solution and results

Table 3.4 compares the steady state solution of the decentralised competitive
equilibrium (DCE) system of equations presented earlier for the key variables
with the respective data averages. To study dynamics, we compute a first-
order approximation of the equilibrium conditions around the deterministic
steady state, by implementing the perturbation methods in Schmitt-Grohé
and Uribe (2003).”™ We use the first-order accurate decision rules to simulate
time paths of the equilibrium under shocks to total factor productivity, capi-
tal equipment augmenting technology, government spending, and income tax
realizations, that are obtained from the distributions specified above. We

conduct 1000 simulations, each 296 periods long. We drop the initial 200

"I The time-series on the productivity of equipment capital is obtained from the Bureau
of Labor Statistics and refers to annual data. The respective quarterly series is obtained
using the methodology in Litterman (1983), where the indicator variable is the quarterly
time-series of total investment for the same period. The series is then logged and HP-
filtered with a smoothing parameter of 1600.

"2Note that the results we present in this chapter are first-order approximations. Using
a second-order approximation doesn’t change our conclusions.
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periods so that the remaining series length of 96 periods corresponds with
the number of observations in the data, i.e. 1979:1-2002:4. For each simula-
tion, we then compute the required moments and report the means of these
moments across the simulations in Table 3.5. This table also reports for com-
parison the predicted business cycle statistics from the studies of Lindquist
(2004) and Pourpourides (2011).

Table 3.4: Steady state of the exogenous policy model
Variable Model Data Variable Model Data

Lt 6.946 6.550 b, 0.362 0.317
& 0.151 0.159  hy 0.364  0.348
g 0.653 0.659  h, 0398 -
& 0189 0195 % 1649 1.659
T'net

0.010 0.010 “’7h 0.699 0.686

In Table 3.4 we can see that the steady state values of the model are
quantitatively similar to those observed in the data. At this point we need
also to mention that in our model the ratio of average hours worked by
unskilled workers over that of skilled workers is equal to 1.027, and is similar
to the 1.099 suggested in the data (using U.S. data from the Bureau of
Labor Statistics (BLS)).”™ The implied Frisch labour supply elasticities from
our model are: 1.08 for skilled, 1.07 for unskilled and 0.93 for hand-to-mouth
workers. These values are also consistent with the related literature (i.e.
Browning et al. (1999), Chetty et al. (2011), and Keane and Rogerson
(2012)). Finally, Table 3.4 indicates that the income share from labour is,
w5”5hs+w“’$h“+w“"hhh = 0.699, which is similar to the value of 0.686 obtained
in the data.™

" (Castro and Coen-Pirani (2008) using quarterly U.S. data from 1979-2003 gets an
unskilled to skilled labour supply ratio equal to 1.030. Our model prediction of 1.027 for
the weighted ratio of unskilled to skilled labour coheres well with this figure.

" See, BEA Table 2.1 for the period 1979-2002.
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Table 3.5: Business cycle statistics of the exogenous policy model

Correlation with Output Standard deviation

Variable Model Lindquist Pourpourides Model Lindquist Pourpourides

(2004) (2011) (2004) (2011)
Y 1 1 1 0.014  0.013 0.014
C 0.89 0.81 0.93 0.012  0.006 0.012
I 0.80 0.96 0.76 0.048  0.053 0.040
e 0.15 0.06 -0.09 0.005  0.003 0.005
hs 0.68 0.81 0.95 0.005  0.006 0.007
B 0.28 0.95 0.54 0.004  0.006 0.012
hy, -0.42 N/A N/A 0.007 N/A N/A

Turning to the business cycle statistics in Table 3.5, the overall fit is
comparable to existing research on business cycle models with the skill pre-
mium (see e.g. Lindquist (2004) and Pourpourides (2011)). In particular,
the model matches the key stylized facts of the skill premium in the data,
i.e. that it is effectively not correlated with output and that its volatility
is less than that of output (refer to Table 3.1). In addition, the model pre-
dictions regarding the second moments of the hours worked are generally
consistent with the data both qualitatively and quantitatively. However, the
model quantitatively under-predicts the correlation of unskilled hours with
output. The model also matches the second moments of consumption and
investment. Overall, the model’s predictions regarding the key endogenous

variables are empirically relevant.”™

"Note that the data sources for the series in Table 4 include: (i) BEA, NIPA Table 1.1.5
for output, investment and consumption; (ii) BEA, NIPA Table 1.1 (line 3 plus line 21
minus line 7) and Tables 7.1A (line 30) plus Table 7.2B (line 32) for the capital stock; (iii)
BLS, Current Employment Statistics survey for hours worked; (iv) World Bank for the real
rate of return; (v) BEA, NIPA Table 2.1 for labour’s share in income; and (vi) U.S. Census
Bureau, Survey of Income and Program Participation for the skill premium. Comparable
averages are obtained using the dataset in Lindquist (2004), for those variables that are
similar in both studies.
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3.6 Optimal taxation over the business cycle

Having established the empirical relevance of the calibration, we now discard
the exogenous processes for the income tax rates in (138) and instead assume
that the paths of these tax rates are optimally chosen by a government that
seeks to maximise a utilitarian objective function under commitment, taking

the revenue requirements as given.

3.6.1 The problem of the government

The government chooses optimally the paths of the income taxes so as to
maximise the aggregate welfare taking into account the decentralised system
of equations, presented earlier, under the following assumptions:"® (i) the
government takes spending as given. Specifically, government expenditures
will still follow an exogenous stochastic process as presented in equation
(133); (ii) the government is able to tax only the total income of each agent
and as a result the government is restricted to implement an incomplete tax
system;”” and (iii) the government is not able to issue debt. Treating the
spending side of the budget as given is a common assumption in the analysis
of optimal taxation and allows us to focus on the revenue side of the budget.
The assumption of having an incomplete set of taxes, via allowing only for
income taxation to be present, is motivated from the current fiscal policy
framework where governments are not able to tax each source of income
differently. Finally, the assumption of no debt is again driven from the current
economic framework where most of the developed economies have high levels
of debt and as a result they are not able to use it as a smoothing instrument
against economic fluctuations.

Given the imperfections in labour and capital markets and the aforemen-

"6We also keep lump-sum taxes fixed to zero, as is common for optimal taxation analysis.
We note, however, that our results do not change qualitatively if we keep the lump-sum
instrument fixed to its steady-state value obtained from the model under exogenous fiscal
policy.

"We do not allow the government to has a complete tax system at its disposal (see
e.g. Chari and Kehoe (1999), for the definition of a complete tax system) motivated from
the practical policy implementation and the fact that the governments are restricted to
impose a single tax rate on capital and labour income.
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tioned restrictions on fiscal policy, the key question is: what is the optimal
income taxation and how the government distributes the distortions over
the business cycle? The requirements imposed on the tax system certainly
dictate some properties that optimal income taxation must satisfy over the
business cycle. In particular, we would expect income taxes on average to
be more volatile compared to the data since tax smoothing via public debt
or expenditure management is not an option. We would also expect them to
be generally counter-cyclical, given that negative shocks that reduce the tax
bases necessitate a rise in the tax rates to make up for the loss in the tax
revenue (see Stockman (2001) for a similar result). However, allowing the
government to choose different tax rates for each income group, implies that
the government still has to decide on whether these tax rates should have the
same volatility and co-movement with output over the business cycle and, if
not, how to set these cyclical properties for each tax rate.

We examine the problem of a government that has Utilitarian preferences,
so that its objective function is given by the expected lifetime utility of the
weighted average of the welfare of the three types of households, where the
weights attached to each type are equal to the population share of that type,
n;. Thus, in our setup, the government chooses the three income tax rates
{76t> Tu, Tha } 20 and the following variables{Cj, hj, K, 1, I}, wj, 711820,

for i = s,u and j = s, u, h, to maximise:

U9 = EtZﬁt [Zj:suhnju(cj’t’cj’t_hlj’t) (139)
t=0 Y

subject to the decentralised competitive equilibrium system of equations as
they have been presented earlier in equations (104) — (137). Note that fol-
lowing Arseneau and Chugh (2012) we set {1} = 0}{°,. In addition, the
government takes into account the externalities that appear through the con-
sumption habits, when implementing its optimal policy. Finally, we assume
that the government commits to its policy.

As in the exogenous-policy baseline, we first compute the determinis-

tic steady state equilibrium under optimal policy and next approximate the
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dynamic equilibrium paths using the first-order approximation of the equilib-
rium conditions under optimal policy for time ¢t > 0 around the deterministic
steady state of these conditions. As is common in the literature (see e.g. Ar-
seneau and Chugh (2012)), when characterizing asymptotic policy dynamics,
we also make the auxiliary assumption that the initial state of the economy
at t = 0 is the steady state under optimal policy. We use the first-order ac-
curate decision rules to simulate the optimal policy equilibrium under shocks
to TFP, equipment capital efficiency and government consumption spending
that are obtained as in the exogenous policy experiments in the previous

section.”®

3.6.2 Properties of optimal taxes over the business cycle

Table 3.6 presents the optimal properties of the tax system under shocks to
all stochastic processes. As it can be seen by the steady state income taxes,
optimal tax policy is progressive and, in fact, relatively more progressive
compared with the data averages. In particular, 7, > Tg0_100, Tu < T20-60,
Th < To—20- This is noteworthy since the progressivity of the tax system as
captured by the three tax rates considered here has indeed increased since
the mid-1960s (see e.g. the data in Piketty and Saez (2007)).3° Therefore,
the assumed imperfections and inequalities in our model justify progressive

income taxation.

"8The business cycle statistics are calculated in this case as in the exogenous policy
case. Thus, we perform 1000 simulations under shocks to the exogenous processes, each
simulation is 296 periods long and then we drop the initial 200 periods. Afterwards, we
get the business cycle statistics for each simulation and we calculate the averages across
the simulations.

" Note that we observe the largest difference between the optimal income tax and the
data in the case of the hand-to-mouth households. In practice, though, subsidies that
are targeted to a specific group of agents alleviate part of the tax burden for that group,
leading to a more realistic distribution of the tax burden in our model that is closer to
reality. However, we do not discuss further about the targeted subsidies since for the
optimal taxation case we do not include any lump-sum transfers.

80Using the dataset of Piketty and Saez (2007) we find that for the period 1966-2001
the income tax of the high income earners has increase 5 percentage points, whereas the
income tax of the middle income group agents has decreased 4 percentage points and for
the low income groups agents has decreased 5 percentage points, similar to our results.
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Table 3.6: Optimal tax policy

Ts Tu Th
Steady state 0.285 0.143 -0.041
Autocorrelations 0.754 0.832 0.891

Correlations with Y -0.461 -0.732 -0.110
Standard deviation 0.012 0.070 0.173

These results in Table 3.6 further suggest that the volatility and co-
movement of optimal taxes with output differ significantly with each other
and with the data reported in Table 3.2. As discussed above, the policy
problem we consider implies that the tax rates need to be generally more
volatile and more counter-cyclical, compared with the data. However, Table
3.6 also reveals important differences between the tax rates. These result
from the trade-off that the government faces when deciding how to distrib-
ute the distortions reflected by the higher volatility and counter-cyclicality
of the three tax rates over the business cycle. On one hand, such distortions
have a larger impact on hand-to-mouth households, since they are less able
to smooth shocks. There is thus an incentive to minimise the impact of pol-
icy for this type of household. On the other hand, tax-induced distortions
to skilled households have the strongest propagation effects in the economy,
given the complementarity of skilled hours with equipment capital. There-
fore, there is also an incentive to minimise distortions to the choices of skilled
households, since this acts to amplify external shocks

Delving deeper into the cyclical properties of each income tax rate under
optimal fiscal policy we can see that the volatilities are higher than those ob-
served in the data. This is expected given the balanced budget restriction we
imposed together with the restricted set of fiscal instruments. Note that the
volatilities observed in the data are similar across the three income tax rates
with the income tax for the high income earners having the highest volatility
and the income tax for the lowest income earners the lowest volatility. How-
ever, under the optimal taxation the volatilities of the three income taxes

have significant differences. In this case the income tax of the lowest income
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group is the most volatile and the income tax of the highest income group is
the smoothest.®!

A smoother income tax creates fewer distortions in the household’s op-
timisation problem. Since income taxes are the only choices for the policy-
maker in this framework, implying that smoothing is not possible for all tax
rates, the government finds it optimal to keep the tax rate which distorts
incentives the most, the smoothest. Given the higher complementarities of
skilled hours with equipment capital, implying that tax-induced fluctuations
in skill supply propagate more in the economy via the equipment capital
channel, the government finds it optimal to keep the tax to skilled house-
holds the least volatile. In contrast, since hand-to-mouth households do not
own capital stock, their choices affect the endogenous propagation mecha-
nism in the economy the least, so that their taxes are optimally the most
volatile.

Regarding the cyclicality of the tax rates over the business cycle, we
found in the data (Table 3.2) that taxes are positively correlated with out-
put. Specifically, the data indicate that the correlation of the income taxes
with output are: 0.587 for skilled income tax; 0.654 for unskilled income
tax; and 0.198 for hand-to-mouth income tax. As expected, the results in
Table 3.6 confirm that the correlations become negative when the tax instru-
ments are the only optimally chosen instruments in the government’s budget
constraint. However, the results also indicate that the optimal correlations
of the tax rates are symmetrically opposite to the data correlations. For
example, the strongest pro-cyclical tax in the data becomes optimally the
strongest counter-cyclical, while the least cyclical in the data becomes the
least counter-cyclical. Hence, the requirement of the government to make the
tax system generally counter-cyclical, is not translated into a proportional

reduction of the correlation coefficients of all tax rates.®?

81The results we obtain regarding the magnitude and range in volatilities of the three
income tax rates are within the range of the optimal volatilities for tax instruments con-
sidered in the model with search frictions and government debt in Arseneau and Chugh
(2012) and the neoclassical model with a balanced budget restriction in Stockman (2001).

82The literature has not examined the behaviour of different income taxes under opti-
mal fiscal policy, like in our chapter. However, it has been shown that market frictions
are important for defining the optimal cyclicality of the tax rates. For example, under
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Counter-cyclical taxes intensify fluctuations in income, as they amplify
the effects of exogenous productivity shocks. Therefore, a government that
needs to make use of counter-cyclical taxes over the business cycle, does so
with a view to minimise the distortions that they cause. In this setup, it
is optimal to minimise such policy distortions to the income of the hand-to-
mouth households, by making their tax rate to be the least counter-cyclical.
This is because these agents are the most exposed to economic fluctuations.
Comparing skilled and unskilled households, it is optimal to least distort the
choices of skilled, given the higher complementarities of skilled hours with
equipment capital. As a result, the unskilled workers face the most counter-
cyclical income tax.

Finally, the persistence of the income taxes (autocorrelation) is optimally
chosen to be similar across the three taxes. Compared with the data, the
persistence of the income taxes is slightly lower under optimal fiscal policy,

especially the skilled income tax.

3.6.3 Changing the set of fiscal instruments

In this section we extend the set of fiscal instruments and we allow for the
government to optimally choose a consumption tax that is the same for each
type of household, together with the three income tax rates. Through that
experiment we assess the properties of optimal income taxes over the business
cycle and especially the differences compared to the previous case where we
had a more restricted fiscal policy menu. Note that in this case we keep the
same calibration presented earlier.®?

Table 3.7 presents the results of the optimal taxation under the different
set of fiscal instruments. The optimal long run value of consumption tax
is 27.8%, leading to a reduction of the optimal income tax rates compared

to the previous case, with the unskilled income tax rate becoming also a

a neoclassical model the labour income taxes are generally pro-cyclical, while in model
with labour marker frictions, like Arseneau and Chugh (2012), the labour income tax is
optimally counter-cyclical.

83In other words, we make the assumption that under the exogenous fiscal policy the
consumption tax was zero.
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subsidy.®* Moreover, the progressivity of the income taxation has increased
even further. Now the difference between skilled and unskilled income tax
is 20.7% from 14.2%, also the difference between skilled and hand-to-mouth
income taxes is approximately 50% from 32%.

The persistence of the three income taxes is similar with the previous
case study. In addition, the autocorrelation of the consumption tax is on the
same range with the income taxes and it is also similar with the data (0.813).

As in the case with a more restricted set of fiscal instruments, we still
observe that the correlation with output and volatility of the income tax
rates is different compared to the data reported in Table 3.2 and they are also
different compared to each other. Specifically, the correlation of the income
tax rates with output remains on the same level as in the case without the
consumption tax. The correlation of the consumption tax with output is
optimally chosen to be procyclical.

However, we observe significant differences in the volatility of the tax
rates compared to the previous case. In this case the income tax rate for the
hand-to-mouth agents becomes the smoothest (it was the most volatile in
the previous case) because now those agents face an additional distortion in
their income coming from the volatility of the consumption tax. Therefore,
the government finds it optimal to smooth out their income tax rate since
those agents are more exposed to shocks, due to their exclusion from the
asset markets.

Regarding the skilled and unskilled income tax, we can see that in this
case again the skilled labour income tax is the least volatile because the
government has an incentive to minimise tax-distortions to their income.
That happens because under the capital-skill complementarity channel the
volatility of skilled labour supply, driven from tax fluctuations, can propagate
more in the economy than the unskilled labour supply, and thus it can amplify

the effect of the shocks to the economy. Finally, the optimal consumption

84 At this point we should mention that we used quarterly data from 1970-2012 on
sales taxes, so as to create a time series for the consumption tax. The data have been
downloaded from FRED. Then we have HP-filtered the data and we found that the mean
is 4.7%, the standard deviation is 0.018, autocorrelation is 0.813 and the correlation with
output is equal to 0.76.
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tax is set to be the least volatile of all fiscal instruments because of its direct
effect to households’ utility.

Table 3.7: Optimal tax policy with consumption tax

C

T Tu Th T
Steady state 0.142 -0.065 -0.361 0.278
Autocorrelations 0.794 0.797 0.869 0.827

Correlations with Y -0.375 -0.712 -0.112 0.385
Standard deviation 0.019 0.150 0.017 0.011

3.7 The optimal distribution of the tax burden over

the business cycle
3.7.1 The case with three income taxes

In this section we analyse how optimal income taxes and the key macro-
economic variables behave following a temporary standard deviation shock
to total factor productivity, productivity of capital equipment and govern-
ment spending. Figure 3.1 presents the impulse responses (IRs) from an
output-enhancing shock.®® This allows us to evaluate how the government
optimally distributes the tax burden in the short- and medium-run in re-

sponse to output-enhancing exogenous shocks.

85Note that Figure 3.1 plots the percent deviations from the steady state for every
variable.
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A positive shock to total factor productivity will lead to higher immediate
income tax rate for the hand-to-mouth agents (7). The increase of the
income tax of the hand-to-mouth agents is only present in the short-run
because the government wants to smooth out their consumption. In addition,
in the short-run the income taxes of the other two types of agents decrease,
as the government can reduce these taxes and maintain the same level of
tax revenue, given the rise in tax bases. The income tax of the unskilled
agents exhibits the highest reduction compared to the skilled income tax. As
a result, the progressivity of the income taxes is mixed after a TFP shock,
since the income tax of the low income agents increases, whereas the income
tax of the middle income agents decreases more compared to that of the high
income agents.

In the medium-run we can see that the income tax of skilled agents in-
creases above its steady state. As the economy returns to the steady state,
it is optimal for the government to generate the tax revenue required by
increasing faster the tax rate for the largest income source, so that it can
maintain a low tax rate for unskilled and hand-to-mouth for a longer time.
Figure 3.1 also shows that the increase in equipment capital and decrease
in relative skill supply induced by the changes in TFP and income taxation
increase the skill premium. As a result, the skill premium is procyclical.

The impulse responses of the optimal income taxes are different under
a positive shock to the productivity of capital equipment. In particular,
this shock creates an increase in wage inequality, reflecting the rise in the
productivity of skilled labour via capital-skill complementarity, to which the
government responds, by increasing the tax for skilled workers and decreasing
the tax for unskilled workers.®® Hence, in this case, the government finds
it optimal, given the exogenous productivity gains for skilled households, to

redistribute the tax burden in favour of the unskilled households. As a result,

86 However, the stock of capital equipment decreases following the positive shock to its
productivity. That happens because of the important income gains of skilled workers as a
result of the increase in the returns to capital equipment. This effect causes a reduction
of the investment in capital equipment, leading to an increase in consumption. Lindquist
(2004) gets a similar reaction of equipment capital although in a model without optimal
taxation.
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income taxation becomes more progressive.

After an output-enhancing temporary reduction to government spending
all taxes can fall, since the government needs to generate less tax revenue.
However, driven by the incentive to support the households who are most
constrained in the asset market, the reduction is bigger for the income tax of
the hand-to-mouth agents, followed by that of the unskilled agents. There-
fore, a temporary spending cut is followed by an increase in the progressivity
of income taxes. The reductions in the income tax rates lead to a propor-
tionately larger increase for the supply of unskilled labour, relative to skilled,

which in turn increases the skill premium.

3.7.2 The case with different fiscal policy menu

In this section we present the reaction of the optimal income taxes and the key
macroeconomic variables following a temporary standard deviation shock to
total factor productivity, productivity of capital equipment and government
spending. Note that, as we presented in the previous section, the shock
to government spending is an output-enhancing shock (negative shock to
government spending). Figure 3.2 presents the impulse responses under each
shock.®"

Comparing the responses of the model with the consumption tax and
the model without, we can see that there are no qualitative differences in the
reaction of the optimal income taxes after a temporary shock to the economy.
Regarding the reaction of the optimal consumption tax, we can see that under
a TFP shock it increases in the short-run so as for the government to smooth
out shocks to consumption. In the medium-run the optimal consumption
tax decreases and falls below its steady state and then it converges slowly
to its long run value. Under a capital equipment productivity shock the
consumption tax has a similar reaction with the TFP shock but with a smaller
magnitude. Finally, under an output-enhancing government spending shock
the optimal consumption tax decreases in the short-run below its long-run

value, as the rest of the income taxes.

87Note that again Figure 3.2 plots the percent deviations from the steady state for every
variable.
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3.8 Robustness of results

In this section we analyse the robustness of the optimal reaction of the income
taxes under the exogenous shocks we assumed in the previous sections and
for our benchmark case study (without consumption tax). In Figure 3.3, we
show, for each exogenous shock, the optimal path of the three income tax
rates starting from the non-stochastic steady state. For comparison, we also
present the optimal paths under the benchmark case analysed above.

Specifically, we consider three alternative calibrations and present the op-
timal taxes in each case, in response to exogenous output-enhancing shocks.
In Model 1, we set the transaction costs to be five times higher, for both
skilled and unskilled workers, compared to their benchmark calibration (see
Table 3.3 for the benchmark calibration). In Model 2 we impose a higher
capital-skill substitutability compared to the benchmark case, by setting the
parameter p equal to —0.40.%% Finally, in Model 3 we impose a lower capital-
skill substitutability compared to the benchmark case, by setting the para-
meter ¢ equal to 0.30.%

The general message from Figure 3.3 is that the responses of optimal pol-
icy are quantitatively very similar across the different model variants. Hence,
our results regarding the optimal reaction to exogenous shocks are robust to
changes in the magnitude of transaction costs and production function elas-

ticities.

88Following Cantore and Levine (2012), in Model 2 we re-calibrate the following para-
meters in the production function, A = 0.5676 and v = 0.5243, so as the factor shares
remain the same and the production function is uniquely identified.

89Tn Model 3 we re-calibrate A = 0.5727 and v = 0.5808.
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3.9 Conclusions

In this chapter, we studied the optimal progressivity and cyclical properties
of the income tax system over the business cycle in a model with capital-
skill complementarity, a wage premium to skilled workers and labour and
asset market imperfections. In particular, we assumed that a share of the
population provides skilled labour services, whereas the rest of the population
provided unskilled labour services. In addition, we assumed that a subset
of the population did not have access to asset markets due to participation
premia. It was shown that the model was able to replicate the empirical
characteristics of the key macroeconomic variables over the business cycle as
well as the key features of wealth inequality and labour markets.

Our analysis considered the problem of a government that chose the paths
of income tax rates to maximise aggregate welfare. For that reason we con-
strained the set of fiscal instruments of the government and we focused only
on income tax rates. In a different experiment, we also introduced a sin-
gle consumption tax to the fiscal policy menu. Afterwards, we assessed the
cyclical properties of the optimal income taxes under this setup and their op-
timal short-run and medium-run behaviour under several temporary output-
enhancing exogenous shocks.

With respect to business cycle properties, we found that each optimal
income tax had a different correlation with output and a volatility that was
also different from the data. In particular, the optimal fiscal policy results
indicated that the income tax rate of the high income agents had the lowest
volatility and the income tax rate of the low income agents exhibited the
lowest counter-cyclicality. Moreover, the optimal income tax rate of the
middle income agents was the most countercyclical and volatile. In addition,
we examined the effects on optimal income taxation under a different fiscal
policy menu that also included a consumption tax. In this case we found
that the progressivity of the income tax rates was even higher and that the
results regarding the volatilities of the income taxes were overturned.

Finally, we found that, in both of the case studies, the progressivity of the

income tax rates was optimally increased immediately after a positive shock
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to capital equipment efficiency and a reduction to government expenditures,
whereas it optimally increased after two years with a positive shock to total

factor productivity.
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Appendix C

C Chapter 3

C.1 The skill premium

Using equations (130) and (131) implies the following expression for the skill

premium:

Wst Al —v) (hfsc,t>p1 el
wy; (1= N) <hf )«pl (“t) / (C1)

u,t

p p
where Z; = v [(Ate)p (th’e> ] +(1—v) (hf;t> .

The skill premium is increasing with respect to capital equipment as
long as the equipment-skill complementarity is present, i.e. p < 0, and

the unskilled agents are substitutes to both of them, i.e. 0 < ¢ < 1. Also,

for the ag;’}fe; > 0 condition to hold it is necessary that 0 < A, < 1 which
t

is satisfied through our calibration as in Krusell et al. (2000):

0 <$Zi> A1 -v) <h£’t>p1 e\p e\ 1y e/o—2
a(th,e) BTSN (h{my_l (o= p)v (A7) (K{) (BN (C2)

P Ws.t
Woy ¢

Moreover the skill premium is decreasing to skilled labour supply, W <

o(2) aaow (W)
o) T gy ST @

<lo+ == (i)"]

A1—v)
(1=2)

where the terms that define the sign are: > (0 and the term inside the

—1
squared brackets p+(p — ¢) (1 — v) (hgt>p < 0 (due to the fact that p < 0
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and 0 < p < 1).

P Ws t
Wy ¢

Also, the skill premium is increasing to unskilled labour supply, o( : ) >
wu,t

0 ;U;i — hic,t -
) Ehi,tg B A(51— A)) 1) %X (04)
fo o (Y] -0 ()

A(1—v)
(1=2)

A(1—v)
(1=2)

now the crucial terms are:

(1 — ¢), where > 0 and also (1 — )
since 0 < ¢ < 1.
The last two derivatives, (C3 — C4), imply that the skill premium is

decreasing with respect to the relative labour supply of skilled over unskilled

/
agents, i.e. 0 (%) /0 <Z}i) < 0.
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Chapter 4: Tax smoothing in a business cy-

cle model with capital-skill complementarity

Abstract: This chapter undertakes a normative investigation of the quan-
titative properties of optimal tax smoothing in a business cycle model with
state contingent debt, capital-skill complementarity, endogenous skill forma-
tion and stochastic shocks to public consumption as well as total factor and
capital equipment productivity. We also examine the properties of optimal
taxation under a restriction on the debt to output ratio. Our main finding
is that, an empirically relevant restriction which does not allow the relative
supply of skilled labour to adjust in response to aggregate shocks, signifi-
cantly changes the cyclical properties of optimal labour taxes. This result
remains valid even in the presence of a budget rule that restricts the debt to
output ratio. We show that the key to understanding this result is that the
government finds it optimal to adjust labour income tax rates to alter the

average net returns to skilled and unskilled labour hours.””

4.1 Introduction

The celebrated labour tax smoothing result of Barro (1979) in a partial equi-
librium setting has lead to a number of important studies on optimal fis-
cal policy over the business cycle in representative agent general equilibrium
models. For example, Lucas and Stokey (1983) formalised labour tax smooth-
ing within a complete markets neoclassical setup without capital when the
government has access to state-contingent debt. Chari et al. (1994) gener-
alised this result in a model with capital taxation and showed that Ramsey
policy dictates that the labour income tax fluctuates very little in response
to aggregate shocks and the ex ante capital income tax is approximately zero
in each period.

The literature has also examined the implications of policy frictions and

incomplete asset markets for optimal tax and debt policy, through a variety

909The CESifo 2014 working paper (4744) by Angelopoulos, Asimakopoulos and Malley
entitled "Tax smoothing in a business cycle model with capital-skill complementarity" is
based on this Chapter.
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of restrictions to the policy instrument set, government debt and capital in-
come taxation (see e.g. Stockman (2001), Aiyagari et al. (2002), Angeletos
(2002), Buera and Nicolini (2004) and Farhi (2010)). In contrast, assuming
complete asset markets, Arseneau and Chugh (2012) consider labour market
frictions which imply a division of the labour force into employed and un-
employed workers. Their model, with state-contingent debt but no capital,
suggests that optimal labour tax volatility depends on whether wages are set
efficiently.

Another important division of the labour force is with respect to the type
of labour services workers provide and, in particular, how these complement
capital in the production process. This is especially pertinent given the
empirical relevance of the wage premium accruing to skilled labour and the
roles attributed to capital-skill complementarity, the relative supply of skilled
labour and capital augmenting technical progress (see e.g. Katz and Murphy
(1992), Krusell et al. (2000) and Hornstein et al. (2005)). In an important
related contribution, Werning (2007) establishes the conditions under which
optimal labour tax smoothing holds in a model with redistribution under
complete asset markets when workers differ with respect to their productivity.
However, since the distinct types of labour are treated as perfect substitutes
in production, this setup does not capture how labour may exhibit different
degrees of complementarity with capital as in e.g. Katz and Murphy (1992)
and Krusell et al. (2000). Moreover, since the distribution of productivity
differentials is taken as exogenous, this approach also does not explain how
differences in employment type can be endogenously determined (see e.g.
Matsuyama (2006), who also reviews this literature).

In this chapter we aim to contribute to the tax smoothing literature by
focusing on the above two features of an economy where the labour force
is divided into skilled and unskilled workers. In particular, we examine the
importance of differences in the complementarity between capital and skilled
and unskilled labour as well as the endogenous determination of the rela-
tive skill supply for Ramsey tax policy over the business cycle. In contrast
to Werning (2007), we focus on aggregate outcomes and abstract from re-

distribution incentives, by following the literature that examines a division
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of the labour force into two types of workers. To this end, we work with
a representative household which guarantees its members’ the same level of
consumption (see e.g. Arseneau and Chugh (2012)). We thus stay as close as
possible to the representative agent Ramsey analysis of Chari et al. (1994)
and extend their model to allow for capital-skill complementarity and en-
dogenous skill formation.”!

Our goal is thus to undertake a normative investigation of the quanti-
tative properties of optimal taxation of capital and labour income, as well
as skill-acquisition expenditure, in the presence of aggregate shocks to total
factor productivity (TFP), capital equipment productivity and government
spending. We assume complete asset markets, however, to capture the im-
portance of endogenous versus fixed relative skill supply, we also consider a
labour market distortion that restricts the ratio of skilled to total workers to
remain constant. This assumption is supported by empirical evidence sug-
gesting that the share of college educated or skilled workers in the data has
low relative volatility and is effectively uncorrelated with output over the
business cycle. For example, the standard deviation of the cyclical compo-
nent of this share relative to the standard deviation of output is 0.27 and its
correlation with output is -0.18.92

In our setup, the government can borrow, tax skill acquisition expen-
diture, capital, skilled and unskilled labour income separately, to finance
exogenous public spending. All policy instruments are allowed to be state-
contingent. In this environment, the optimal taxes on labour income and
skill acquisition expenditure are uniquely determined. However, as is well
known, when the government has access to both state contingent debt and
state contingent capital taxation, the second-best Ramsey allocations do not
uniquely pin down optimal debt and capital taxes (see Chari et al. (1994)).

Hence, following the literature, in this instance we discuss the properties of

91Given that employment in skilled jobs is observable, we also abstract from issues
related to Mirrleesian taxation.

92These calculations are based on annual data for the share of college educated to total
working population measured in efficiency units (1963-2008) from Acemoglu and Autor
(2011) and GDP data from the US NIPA accounts (1963-2008). The cyclical component
of the series is obtained using the HP-filter with a smoothing parameter of 100.
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the ex ante capital tax rate. Moreover, we also examine the case where debt
is restricted to be state uncontingent, which allows us to calculate the ex post
capital tax or, if we also allow for state-contingent taxation of income from
bonds, the private assets tax.”?

Our main finding is that under capital-skill complementarity, a friction
that does not allow the relative supply of skill to adjust in response to aggre-
gate shocks, significantly changes the cyclical properties of optimal labour
taxes. In particular, we first show that under endogenous relative skill sup-
ply, the optimal labour taxes for both skilled and unskilled labour income are
very smooth, with the volatility of the unskilled income tax being marginally
higher. We also find that the skilled tax moves pro-cyclically with output
and the unskilled tax is mildly counter-cyclical. These results are largely
consistent with the literature and extend previous findings to a setup with
capital-skill complementarity and endogenous skill supply.

However, when the relative skill supply is constrained to remain con-
stant over the business cycle, the prescriptions for optimal policy markedly
change. In particular, we find that the volatility of taxes increases signifi-
cantly, so that the standard deviation of the effective average labour income
tax is about twelve times higher than the perfect labour markets case, while
the volatility of the skilled labour income tax is about two-and-a-half times
higher than that of the unskilled labour income tax. Moreover, both taxes
become strongly counter-cyclical. We show that the key to understanding
these changes is that the government finds it optimal to minimise the ef-
fects of the relative labour supply distortion by keeping the marginal rates
of substitution between leisure and consumption for the two types of labour
at roughly the same levels as under a fully flexible labour market. In other
words, the government adjusts labour income tax rates to alter the average
net returns to skilled and unskilled labour hours.

Compared with the extension of Chari et al. (1994) undertaken by Wern-

ing (2007), our extension does not allow for redistribution. However, our

93 As shown by Zhu (1992) and Chari et al. (1994), state-contingent capital income taxes
allow the government to implement the complete asset markets outcome, despite the lack
of access to state-contingent debt.
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results add to the findings in Werning (2007) in the following way. Wern-
ing (2007) shows that exogenous skill heterogeneity does not alter the basic
optimal tax smoothing results for a large class of utility functions, when the
assumption regarding the neoclassical production function is maintained and
the different skill-adjusted labour inputs are perfect substitutes in the pro-
duction function. In contrast, we analyse a case where skill-adjusted labour
inputs have different degrees of complementarity with capital and find that
whether this skill heterogeneity is endogenous or exogenous does indeed mat-
ter for the cyclical properties of optimal labour taxes.

Our results further show that the skill heterogeneity considered, irrespec-
tive of the presence of the labour market friction, does not affect the results
obtained in the literature regarding the cyclical behaviour of asset taxes. In
particular, the ex ante tax rate on capital is around zero for every period,
the state contingent private assets and ex post capital taxes are near zero
and are the most volatile of the non-asset tax instruments. We also find
that the skill-acquisition tax is the least smooth of the non-asset tax instru-
ments when debt is state-contingent and fluctuates nearly as much as output.
Finally, irrespective of the model variant examined, all of the policy instru-
ments, except for the ex post capital tax and the private assets tax inherit
the persistence properties of the shocks.

When we introduce a budget rule, where the government is not able to
issue debt but needs to satisfy a given level of debt to output ratio over
the business cycle instead, we find that the main results remain valid. In
particular, we find that again under an empirically relevant restriction to
relative skill supply, the volatility of the labour income tax rates increases
significantly and the effective labour income tax volatility becomes almost
nine times higher compared to the flexible relative skill supply case study.
Moreover, under the budget rule all the fiscal instruments become counter-
cyclical and they inherit the persistence properties of the shocks.

The remainder of the chapter is organised as follow. Sections 2 and 3
present the theoretical model and the Ramsey problem respectively. Section
4 contains the quantitative results. Section 5 presents the results under a

fixed debt to output ratio and Section 6 draws the conclusions.
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4.2 Model

We develop a model that extends the complete markets neoclassical setup
in Zhu (1992) and Chari et al. (1994) by allowing for a division of the
labour force into skilled and unskilled workers, an endogenous skill supply
on the household side and capital-skill complementarity on the production
side. This setup implies a wage premium for skilled labour, the relative
supply of which can be increased by a cost to the household in the form of
earmarked training expenditure.’® As in Chari et al. (1994) households save
in the form of physical capital and state-contingent government bonds.

The household is modelled as an infinitely-lived representative dynasty.
The head of the household makes all choices on behalf of its members by
maximising the aggregate welfare of the family, ensuring that each household
member experiences the same level of consumption irrespective of individual
labour market status. This is a commonly employed assumption since Merz
(1995), given that it allows for tractability when studying aggregate fluctu-
ations under heterogeneities in the labour market (see e.g. Arseneau and
Chugh (2012) for an example with optimal tax policy).

Firms use capital, skilled and unskilled labour to produce a homogeneous
product. Following Katz and Murphy (1992), Krusell et al. (2000) and Horn-
stein et al. (2005), skilled labour is assumed to be more complementary to
capital than unskilled labour. Hence, capital accumulation as well as techno-
logical developments and government policies that are capital augmenting,
increase the skilled wage premium. In contrast, increases in the relative sup-
ply of skilled labour reduce the skill premium. Finally, the government can
borrow, tax skill acquisition expenditure, capital, skilled and unskilled labour

income separately, to finance exogenous public spending.

4.2.1 Notation

The notation employed throughout follows Ljungqvist and Sargent (2012).

In particular, we assume that in every period ¢ > 0, there is a realization

94This is consistent with the literature on upward professional mobility, where there is a
cost associated with achieving the higher professional status (see e.g. Matsuyama (2006)
for a review of several models).
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of shocks (stochastic events) s; € S. Therefore, at each period ¢ there is a
history of events s' = [so, $1, S2, ..., $;] which is known. The unconditional
probability of observing a specific history of events s’ is defined as 7 (s').
For t > 7, the conditional probability of having s’ sequence of events given

the realization of s7 is defined as: m (s* | s7).

4.2.2 Households

A representative household is comprised of two types of members who provide
skilled and unskilled labour services.”> The household can invest in capital
and in state-contingent sequentially traded government bonds that mature
fully within a period. The objective function of the representative household

is given by:

o0
ZZBtﬂt (s ufce (s°) , (D (s') , [1 = oy ()] 1 (s') } (140)
t=0 st

where u(.) is increasing, strictly concave and three times continuously dif-

ferentiable with respect to its inputs; ¢; (s') is average consumption of all

household members at time ¢ given the history of events s%;% 7 (s!) and

[ (s'), denote, respectively, per skilled and unskilled member leisure time;

and 1,(s") is the share of skilled to total household members or the rela-

tive skill supply. Thus v,(s")l5 (s') and [1 — ¢,(s")] [ (s') represent average
skilled and unskilled leisure time respectively. The time constraints facing

each type of member are given by:
hy (s") +1; (s) =1 (141)

hy () + 1 (s') =1 (142)

where, h$ (s') and h{ (s') denote, respectively, skilled and unskilled labour

hours per member. The household can determine its relative skill supply

95Note that the unit mass of household members is equal to the sum of its skilled and
unskilled members.

96Since consumption is the same for all members of the household, average and per
member consumption are the same.
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by incurring an average (over all its members) skill-acquisition cost, e; (s'),

according to the following relation:

U,(s") =g [ed (s")] (143)

where ¢(.) is increasing, strictly concave and three times continuously differ-
entiable with respect to e; (s).

The household also faces a sequence of budget constraints given by:

¢t (8°) + Kerr (87) + 2o pe (se41 | 87) ber (8041 | 87) +

L (] g (o)) = [1— 7 () (1) 144)
i (s)he (1) + [1 = 72 ()] (1) [1 — ()] A (1) +

H(L=0) ke (s71) + [T =77 ()] 7o () ke ("71) + by (s | s71) Ve

where p; (s;11 | §') is the pricing kernel for government bonds in terms of ¢
goods and b;yq (si41 | ') is the state s;;1 contingent payout value of bonds
bought per member at period ¢;°7 ¢, (s') has been substituted out of equation
(143) using the inverse function of g defined as g [v,(s")] = e, (s'); 75 (s),
T (st), T8 (s'), 7¢ (s') are the tax rates on skilled and unskilled labour, cap-
ital income and skill-acquisition expenditure respectively; wy (s') and w} (s")
are the wage rates of skilled and unskilled labour respectively; r; (s') is the
return to capital; k; (s'~!) is the per member stock of capital at time ¢ given

the history of events s'~!; and 0 < § < 1 is the capital depreciation rate.

4.2.3 First order conditions for households

Substituting the constraints (141)-(142) into the utility function u(.), the
household maximises the resulting objective function subject to the sequence
of constraints in (144), by choosing {c¢; (s*), hi (s'), h¥ (s), ¥,(s"), ki1 (sY)
Vs'}2o and {bii1 (si41,8"); Vs'},o,, given initial values for by, ko. In each
time period ¢ and given history s', {bi11 (si41,5")} o, is a vector of govern-

ment bonds with one element of the vector for each possible realisation of

97Given the period t state s; | s'~! (or else the history s!), the income side of the
household budget includes revenue from bonds dated by (st | stfl).
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S¢v1. This yields six first-order conditions which are reported in the Appen-
dix.

Combining the first-order conditions for consumption, skilled and un-
skilled labour supply as well as the relative skill supply gives the following

a-temporal equilibrium conditions:

) g () [1 = i) (145)
JZf(ﬁ? = [1= w0 wp () [L= i) (146)
) () 1 ()] () - (147)

Conditions (145)-(146) equate the marginal rates of substitution between
consumption and each type of labour with the wage rates net of taxes. The
final relation given by (147) states that the marginal rate of substitution
between consumption and the relative skill supply is equal to the net mar-
ginal benefit of increasing the household’s share of skilled workers. The
latter includes the post-tax labour income from an additional skilled mem-
ber, hi (s') [1 — 75 (s')] w; (s'), less the post-tax labour income from one less
unskilled member, h¥ (s') [1 — 7§ (s")] w}* (s), less the post-tax cost for an
additional skilled member, [1 + 7¢ (s')] [gy (s")].

Substituting the first-order condition for consumption and its one-period
lead into the first-order conditions for the two assets gives the following
inter-temporal conditions equating the current cost of investing in bonds and

capital to the future state-contingent and expected benefits respectively:
ue(s")py (st+1 | st) = B (stJrl | st) ue(s1) (148)

uo(s") = BE {uc(s"™) [(1 = 751 (8"Y) s (s"7) + 1= 6]} (149)

t41
Tt4+1\S . . o . .
where % = 741 (s | s') and F is the expectation conditional on in-
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Sz+1)

formation available at time ¢ (i.e. history st), By 1 (stt) = > % X
st st ‘

Xzi11(s"™), and the summation over s'*! denotes the sum over all possible
histories 5'*1 such that s' = s'.

By combining the inter-temporal conditions we obtain:

1= Zpt St+1 | 3 [1 - 7't+1 ( t+1)] Ti+1 (StH) +(1- 5)} (150)

St+1
which ensures no-arbitrage between the investment opportunities in bonds
and capital.
4.2.4 Firms

Firms rent capital as well as skilled and unskilled labour from households to
maximize their profits using a production function F'(-) that exhibits constant

returns to scale in its three inputs:

M= F (7 (), ! (1), B (1) | = (151)

—wi (s (s) — wi(s") i (1) — ra(s") k] (1)

This yields the standard first-order conditions:

w;(s') = Fyes(s) (152)
wi(s') = Fyus(s') (153)
re(s') = Fis(s'). (154)

4.2.5 Government budget and market clearing

Given a history s', the government finances an exogenous stream of expenses
gé(st) and its debt obligation b; (s; | s'~!), by taxing capital and labour in-

come and skill acquisition expenditure, and by issuing state-contingent debt.
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Hence, the within-period government budget constraint is given by:

gi(s") = 7 (s")wi ('), ()i (") + 7 (s"wi' (") [1 — ¥, (")] X

xhit(s") + 75 (s")re(s") ke (s"1) 478 (8") g [0y (s")] + (155)
+SZpt (8041 | 8) bugn (8041 ] 87) — e (50| 8'71).

Finally, the aggregate consistency condition and market clearing conditions

for skilled labour, unskilled labour and capital are given respectively by:

F() = cls") + gi(s") + g [u(s)] + kera(s') — (1= 0) ka(s™)  (156)

Ui (s')h; (s°) = i () (157)
[1— ()] b (s7) = hT (") (158)
k(s = K (s'71). (159)

4.3 The Ramsey problem

To solve the Ramsey problem we follow the primal approach and first de-
rive the present discounted value (PDV) of the household’s lifetime budget
constraint using the Arrow-Debreu price of the bond and the transversality
conditions for bonds and capital. Second, we derive the implementability con-
straint by substituting out prices and tax rates from the household’s present
value budget constraint using the first-order conditions for the household and
firm. Finally, we derive the optimal Ramsey allocations by maximising the
planner’s objective function subject to the implementability constraint and

the aggregate resource constraint.

4.3.1 Present value of budget constraint

Starting from period 0 and by repeatedly substituting forward one-period
budget constraints for the household, we obtain the PDV of the household’s
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lifetime budget constraint:

(L= 7 ()] () (g () + 1= 72 (D] () % (160)
X 1= 1by(s)]hi (s) = [L+ 78 ()] g [ ()]} + Dot
+ {[(1 = 7& (s0)] 70 (50) + (1 — 8) } ko (delete dot)

where we have imposed the series of no-arbitrage conditions (150) V¢ and the

following transversality conditions for any s>

tlggo (sz Siy1 | s > ki1 (s') =0 (161)

hm <sz Sit1 | 8" ) Pe (5141 | 8") beya (se4a]s') =0 (162)
3t+1

=0
which specify that for any possible future history the household does not hold
t—1
positive or negative valued wealth at infinity. Defining <H pi (Siz1 | sz)> =
i=0
@ (s'), Vt > 1, with ¢(s°) = 1, where ¢?(s') is the Arrow-Debreu price, we

can re-write (160) as

S (she(s?) = 300 [(1 — 7 (1)) w (s7) ey (s (1) +

L= 7 (5] o () 11— (s () — 1+ 7% ()] g o ()]}
+bo+ {[(1 — 78 (s0)] 70 (s0) + (1 — 6) } ko. (163)

Notice that the Arrow-Debreu price satisfies the recursion:

Q?+1(3t+1) = Dt (St+1 | St) g (s"). (164)

Using the first-order condition from the sequential equilibrium for pricing

contingent claims (148) and noting that m( (s°) = 1, since, at period 0 the
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state s is known, the above recursion can be written as:

0 (t+1 t+1 t+1 uc(s"1)
o (s) = B m (s7) 0e(s0) (165)
4.3.2 Implementability constraint
First, notice that (165) implies:
ue(s?)
@) (s") = B'm (s) )’ (166)

Substituting (166) for ¢?(s'); the first-order conditions of the firm, (152),
(153) and (154) for w; (s'), wi (s') and rg, respectively; and the first-order
conditions of the household, (145), (146), and (147) for 75 (s*), 7 (s') and
77 (s'), respectively; into the present value budget constraint (163), we obtain

the implementability constraint:*®

;)SZtﬁ 7 (8Y) [ue (') ¢ (8') + ups (8) hi (s') + (167

+upu (s RE (1) + Qi (sY)] — A=0

where € (s') = [ug(s) = b (1) 22565 4 bt () 22800 | g [ ()] g (1]
A= Ao (s°) 15 (s°) i (%), ho(5°); Bos ko, 76) = e () {bo+[(1=76) i (s°) +
(1 —6)]ko} and Fy(s°) is obtained by substituting the market clearing con-
dition (159) into Fjs(s°).

4.3.3 Pseudo value function

Substituting the constraints (141)-(142) into the utility function u(.), the
government maximises the resulting objective function subject to the imple-

mentability constraint (167) and the aggregate resource constraint (156) by

9%Note that the inter-temporal first-order condition (150) has been used already in
deriving (163), while the government budget constraint is redundant, since it is a linear
combination of the household’s budget constraint and the aggregate resource constraint.
Therefore, (167) and (156) summarise all the constraints that the government needs to
respect.
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choosing {c; (s') , hj (s'), hi" (s") , ¥, (s"), kusn (") Vs*}2, given {bo, ko, 76} .°
To achieve this, we follow Ljungqvist and Sargent (2012) and first specify the

following within-period pseudo value function:

Ve () B (51) B (51) y(0); @] = e (), 1 — B (1),
L B (1) (0] Dl (1) e (1) + e (1) B (1) + (168)
Tt (1) 1 (1) + € (1)

where ® is the Lagrange multiplier with respect to the implementability

constraint.'®® The Lagrangian of the Ramsey planner is defined as:

J= S5 B (s AV (e (1) B3 () B () () @)

t=0 st

+0; (s) [ﬁ() — e (s1) — g (st) — g [10,(s1)] — ke (s)+ (169)
+(1 = )k (st 1]} — ®A

where F (+) is obtained by substituting market clearing conditions (157)-(159)
into F(-); {0, (s"); Vs'}22, is a sequence of Lagrange multipliers attached to
the aggregate resource constraint. For a given level of {bo, ko, r’g}, J is max-
imized with respect to {c; (s'), h$ (s'), h¥ (s'), 1¥,(s"), ki1 (s);Vs'}2, and
co (8°), R (s%), h¥ (s°), 1o(sY) yielding the following first-order conditions

respectively:

Ve(s) =60 (") ¢ (170)

Vie () = =0, (s") Fie (s ) >1 (171)

Vi (1) = =0, (s') Fu (s) , t > 1 (172)

Vi (s) =0, (") gy (sY)] . t>11 (173)

00 (s') = BB (") [ Fi (1) + 16|, 120 (174)
V. (s%) = 0o (s°) + @A, (175)

99Note that following the literature we do not examine the problem of initial capital
taxation and thus do not allow the government to choose 7X.
100Note that the multiplier ® is non-negative and measures the disutility of future tax

distortions.
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Vie (5%) = =0 (s°) Fpe (s°) + @Ay (176)
Vi (%) = = (s°) Fie (%) + B Ay (177)
Vs (5°) = 60 (s") g0 (s°)] + 24y (178)

where {Fj: (t), Fju (), Fj () ; Vst}oe, are obtained by substituting market
clearing conditions (157)-(159) into {Fps (t), Fpu (t), Fy (t); Vs'}°, respec-
tively. The first-order conditions derived in (170)-(178) imply that the system
of equations to be solved will be different for ¢ = 0 and for ¢ > 0. These

conditions in a non-stochastic environment are presented in the Appendix.

4.4 Quantitative implementation

In this section we quantitatively solve both the non-stochastic and stochastic
optimal policy models. Our solution approach follows Arseneau and Chugh
(2012). In particular, we first calibrate the non-stochastic model with ex-
ogenous policy. Next, we solve the deterministic Ramsey problem, starting
from the exogenous policy steady state, using non-linear methods. Since we
are interested in tax smoothing over the business cycle, we then approximate
around the steady state of the deterministic Ramsey problem to solve the

stochastic problem and obtain near steady state dynamics.

4.4.1 Functional forms

Following Chari et al. (1994) and Stockman (2001), we use a CRRA utility

function:

{led (O] () (17 1= (s 2 ()72}
ul) = (179)

g3

where, o1 and o5 are the weights to leisure in the utility function and o3 is
the relative risk aversion parameter.

The production side is given by a CES production function that allows
for capital-skill complementarity, since the latter has been shown to match

the dynamics of the skill premium in the data (see e.g. Krusell et al. (2000),
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Lindquist (2004), and Pourpourides (2011)):

F() = A, {u (n?)" + = [p (AlR])"+ (1= p) ()] 3}i (180)

where, A; is total factor productivity; A¥ is the efficiency level of capital
equipment; o < 1, and v < 1 are the parameters determining the factor
elasticities, i.e. 1/(1— «) is the elasticity of substitution between capital and
unskilled labour and between skilled and unskilled labour, whereas 1/(1—v) is
the elasticity of substitution between equipment capital and skilled labour;
and 0 < pu,p < 1 are the factor share parameters. In this specification,
capital-skill complementarity is obtained if 1/(1 —a) > 1/(1 —v).

The above functional form implies that the skill premium, defined as

ws (s?)

wi(s) can be obtained as:

) Fel) (=g ORI e o
W) Bl AL A

where Z; = p [(AF(s'))" (ki(s'™1)) ]+ (1 — p) ((s)hi(s'))”. The restrictions
placed above on the parameters of the production function imply that the
skill premium is decreasing in 1 (s') and increasing in k;(s'"!), see Appendix.

The functional form for the relative skill supply is:
gl =9[e(s")] (182)

where W > 0 is the productivity of skill-acquisition; and 0 < ~v < 1 is the
elasticity of the relative skill supply with respect to skill-acquisition expen-
diture.

Finally, we calculate the effective labour tax rate as the ratio of total tax
revenues from both skilled and unskilled sources as a share of total labour
income:

7o (st = TECwi(s (s ()i (i (=) (1w (1) )i (o). (183)

wi (%) (s*)hi (s*)+wi (s7) (1—1p4 (s*))hif ()
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4.4.2 Exogenous policy and calibration

We next present the calibration and steady state for the exogenous policy
model under both endogenous and exogenous relative skill supply. In par-
ticular, we obtain the steady state of the following decentralised competitive
equilibrium (DCE):

Definition 1. Non-stochastic DCE with exogenous policy

Given initial levels of kg and by, and the five policy instruments {75, 7%, 7%,
7¢, g5}, the non-stochastic DCE system is characterized by a sequence of
allocations {c;, hf, h' 1y, ki1 1520, prices {wi, wy, ry, pi}i2,, and the residual
policy instrument {b;,1}:2, such that: (i) households maximise their welfare
and firms maximise their profits, taking policy and prices as given; (ii) the
government budget constraint is satisfied in each time period and (iii) all
markets clear. Thus, imposing the market-clearing conditions (157)-(159),
the non-stochastic DCE is comprised of the non-stochastic version of the first-
order conditions of the household (145)-(149), the three first-order conditions
of the firm (152)-(154), the government budget constraint (155) and the

aggregate resource constraint (156).

4.4.3 Calibration

The non-stochastic model with exogenous policy is calibrated so that its
steady state is consistent with the annual US data for 1970-2011.

Utility Table 4.1 below reports the model’s quantitative parameters along
with an indication of their source. Starting with the share of leisure for each
skill type in utility, o1 and o9, we calibrate these to 0.35 each so that, in the
steady state, the household devotes about one third of its time to labour. The
relative risk aversion parameter, o3 = —2 is commonly employed in business

cycle models.
Production The elasticities of substitution between skilled labour and

capital and between unskilled labour and capital (or skilled labour) have

been estimated by Krusell et al. (2000). Following the literature (see e.g.
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Lindquist (2004), and Pourpourides (2011)), we also use these estimates, to
set a = 0.401 and v = —0.495. The remaining parameters in the production
function are calibrated to ensure the steady state predictions of the model
in asset and labour markets are consistent with the data. More specifically,
the unskilled labour weight in composite input share p = 0.272 is calibrated
to obtain a labour share of income of approximately equal to 70% and the
capital weight in composite input share, p = 0.518, is calibrated to obtain a
skill premium of about 1.64. Both of these targets are consistent with the
U.S. data for the period 1970-2011. The target value for the skill premium
is obtained from U.S. Census data and the share of labour income in GDP
is from the BEA data on personal income.'” We also normalize the steady

state values of TFP and capital equipment to unity (i.e. 4 = A* = 1).

Depreciation and time preference The depreciation rate of capital 6 =
0.07 is calibrated to obtain an annual capital to output ratio of about 1.94,
which is consistent with the annual data reported by the BEA on capital
stocks.!? The time discount factor, 3 = 0.96, is set to obtain a post-tax
post-depreciation annual real rate of return on capital of roughly 4.17%,
which coheres with the 4.19% obtained in the data from the World Bank.!3

Relative skill supply To match 1, the share of skilled workers in total
population of roughly 44% in the data, we set the elasticity of relative skill
supply with respect to skill-acquisition, v, equal to 0.2334. This share is
consistent with the data from the 2010 U.S. Census which indicates that

104 T¢ also coheres with a related

43% of the population has a college degree.
data set by Acemoglu and Autor (2011) which implies that the average share

of the labour force with a college degree is approximately 45%. We normalise

101 The data source is the Current Population Survey, 2011 Annual Social and Economic
Supplement from the U.S. Census Bureau.

102Gpecifically, the BEA Table 1.1 on fixed-assets has been used to obtain the time series
for capital stock for 1970-2011.

103The data refers to the annual real interest rate from World Bank Indicators database
for the period 1970-2011 (i.e. FR.INR.RINR).

104This information is obtained from Table 4 of the Census Bureau, Survey of Income
and Program Participation.
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skill-acquisition productivity, U to unity.

Table 4.1: Model parameters

Parameter Value Definition Source

0<oi<1 0.350 weight to skilled leisure in utility calibration
0<oy<1 0.350  weight to unskilled leisure in utility calibration
03< 0 -2.000 coefficient of relative risk aversion assumption
ﬁ> 0 1.669 cap. equip. to unskilled labour elasticity assumption
0 <lfllj<ﬁ 0.669 cap. equip. to skilled labour elasticity assumption
0<1l—pu<1 0.728 share of composite input to output calibration
O0<p<l1 0.518 share of cap. equip. to composite input  calibration
A>0 1.000 TFP assumption
Ak> 0 1.000 capital equipment productivity assumption
0<6i<1 0.070  depreciation rate of capital calibration
0<p<1 0.960 time discount factor calibration
0<~y<l1 0.189 relative skill supply elasticity calibration
v >0 1.000 productivity of skill-acquisition assumption

T* 0.310 capital income tax rate data

T 0.200 unskilled labour tax rate data

T8 0.250  skilled labour tax rate data

T" 0.220  effective labour tax rate data
T¢ 0.000 skill-acquisition expenditure tax rate assumption
g>0 0.047 government spending calibration

Tax rates and government spending Finally, we use the ECFIN effec-

tive capital and labour tax rates from Martinez-Mongay (2000) to obtain an

average tax rate for capital and labour.!” Therefore, we set the tax rate

for capital income 7% = 0.31 and the two labour income tax rates 7% = 0.20
and 7° = 0.25.1% Given that it is difficult to obtain data which cohere well

105Tn particular, we use the LITR and KITN rates for effective average labour and capital
taxes respectively for 1970-2011, as they treat self-employed income as capital income in

the calculations.

106Note that the calculation of the effective labour income tax rate is equal to 0.22.
But since we assume that the skilled and unskilled labour income is taxed differently we
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with the skill-acquisition expenditure tax rate, 7%, we set it to zero for the
exogenous policy model. We finally set the steady state value g = 0.0469,
to obtain a steady state debt to output ratio, b/Y = 53%, which is equal to
the average debt to GDP ratio obtained in the data.!

Steady state The steady state of the DCE defined and calibrated above
is presented in Table 4.2. The results indicate that the model’s predictions
for the great ratios match those implied by the data quite well. For example,
in the data for 1970-2011: g = 1.895, £ = 0.640, 5 = 0.146, % = 0.203 and
5 = 0.530.1% Moreover, the share of skill acquisition expenditure in GDP, 5,
roughly coheres with US total expenditures for colleges and universities as a
share of output equal to 6% for 1970-2010. This data is obtained from the
U.S. National Center for Education Statistics, Digest of Education Statistics.
As pointed out above, the remaining steady state variables in the exogenous

model, have been calibrated to match their values in the data.

Table 4.2: Steady state of exogenous policy

c k 7 e b g° w? net
€ 5 L € 2 z r
Yy Yy Yy Y Yy Yy w 77Z)

0.5613 1.9444 0.1361 0.0659 0.5272 0.2367 1.6344 0.0417 0.4400

4.5 Deterministic Ramsey

The deterministic version of the Ramsey problem in (170)-(178) is sum-
marised in Appendix D, (D7-D22) and is solved iteratively, conditional on
the calibration described in the previous section. In particular, we first
guess a value for ® and solve equations (D7-D21) for an allocation {c¢, A7,
h¥ v, ki1 }Ey. Then we test whether equation (D22) is binding and we
increase or decrease the value of ® if the budget is in deficit or surplus re-

spectively.

decompose the labour income tax into skilled and unskilled tax so as the weighted average
of the two tax rates equals 0.22.

107The source of that time series is: FRED Economic Data on Gross Federal Debt as a
percentage of GDP, 1970-2011.

108 Note that if model prediction for the cost of becoming skilled, 5 = 0.0659, is added
to the § ratio from the model, the sum is very close to the 5 ratio in the data.
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The initial conditions for the model’s state variables are given by the non-
stochastic exogenous steady state (see Table 4.2). For the terminal values
of the forward looking variables, we assume that after 7" years the dynamic
system has converged to its Ramsey steady state. This implies that the
appropriate terminal conditions are obtained by setting the values for these
variables equal to those of the preceding period.

The final system is given by [(5 x T') + 1] equations, which is solved non-
linearly using standard numeric methods (see, e.g. Garcia-Mila et al. (2010),
Adjemian et al. (2011), and Angelopoulos et al. (2013b)). This gives the
dynamic transition path from the exogenous to the optimal steady state.
We set T" = 250 to ensure that convergence is achieved. Our results show
that this occurs for all endogenous variables within 150 years.!?® After we
find the optimal allocation for {c;, h$, h¥, 1, kyi1}L, we obtain wi = Fjs (t),
w" = Fyu (t) and r, = Fj, (¢). Additionally, we solve for 75, 7%, 79, 7% and
77 using the non-stochastic versions of (145), (146), (147), (149) and (183)
respectively.

The Ramsey steady state is reported in Table 4.3. The results are consis-
tent with the messages from the literature initiated by Chamley (1986) on dy-
namic Ramsey taxation in a deterministic environment (see e.g. Ljungqvist
and Sargent (2012), ch. 16 for a review of this literature). As expected, al-
lowing the government a complete instrument set results in a zero capital tax
rate in the long-run. Compared with the steady state of exogenous policy, a
Ramsey government would increase capital accumulation in the steady state,
by eliminating the inter-temporal wedge. Moreover, since skilled labour is
complementing capital more than unskilled, the Ramsey government would
find it optimal to encourage an increase in the relative skill supply, since a
higher relative quantity of skilled labour increases the returns to, and thus
the accumulation of, physical capital. This is achieved by a small subsidy
to skill acquisition expenditure. The fall in the skill premium under Ramsey
policy suggests that the increase in the relative skill supply has a relatively
stronger quantitative impact than the increase in the capital stock. The

Ramsey equilibrium also implies a mild regressivity regarding the long-run

109Gee Figure 1 below for an illustration of convergence using the tax policy instruments.
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labour income taxes, revealing an incentive to encourage the labour supply of
skilled hours, consistent with the discussion above. Finally, the government
is able to reduce the overall burden of taxation, since it can finance part of

the required public spending from accumulated assets.

Table 4.3: Steady state of optimal policy

c k % e b 9° w?®

y y y y y y w
0.5444 2.6413 0.1849 0.0719 -0.7212 0.1987 1.5002

S U

T T T

n Tk T rnet ¢

0.2432 0.2591 0.2475 0.0000 -0.0644 0.0417 0.4624

We further study the transition dynamics associated with Ramsey policy.
Figure 4.1 illustrates the dynamic paths implied by optimal policy for the
capital tax, the two labour taxes, the skill-acquisition expenditure tax and
debt to output as the economy evolves from the exogenous steady state to
the Ramsey steady state. The first row of Figure 4.1 shows that in period
1 skilled and unskilled labour are subsidised at rates of 30.1% and 23.7%
respectively; and skill-acquisition expenditure is taxed at a rate of 47.3%. In
period 2, skilled and unskilled labour taxes are 26.9% and 27.6% respectively
and eventually converge to their steady state values reported in Table 4.3.
Also in period 2, skill-acquisition is subsidised at a rate of 4.1% and converges
to 6.4% in the steady state.

The second row of Figure 4.1 shows that in period 1, since capital already
in place, capital income is taxed at a confiscatory rate (approximately 318%).
In period 2, the capital tax is 0.85% and then converges slowly to zero. The
high capital taxation in the first period allows the government to create a
first period stock of assets of approximately the size of GDP, by lending
to the household. Government assets increase in future periods, after an
immediate drop in the second period due to the decrease in capital income
tax, and their income is used to subsidise skill-acquisition expenditure and
to compensate for the losses from foregone capital income taxation, without

the need to resort to high labour income taxes. These transition paths are

169



tax rates in levels

tirme

4 T 04
—tlk {left axis)

—bly {right axis) ||

tax rates and debt as a share to ¥

fime

Figure 4.1: Transition paths of the policy instruments

consistent with previous research.

4.6 Stochastic processes

To move to the analysis of the stochastic Ramsey problem, we need to define
the stochastic processes that drive economic fluctuations. In what follows we
designate a stochastic state s at time ¢ that determines exogenous shocks to
both the firm’s production technologies, (A;, AF), and to government expen-
ditures (gf). Therefore, the optimal allocation of households will depend on

the history of events s at time ¢. Following the literature, 4;, A¥ and g¢ are
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assumed to follow stochastic AR(1) processes:

Appr = (1= pa) At padi + el (184)
Af—&-l =(1—par) A"+ p e A7 + Effl (185)
Gir = (1= pye) 6° + pgegi + €l (186)

where £/}, 5;4 ¥ and 61‘?6 are independently and identically distributed Gaussian

random variables with zero means and standard deviations given respectively
by 04, 04x and o ge.

The values for the AR(1) coefficients and the standard deviations for the
government expenditures and capital productivity exogenous processes are
data based and are estimated to be: p 4. = 0.90, p,e = 0.70, o 4» = 0.007 and
o, = 0.012.1° The autocorrelation parameter of TFP is set equal to 0.95,
following Lindquist (2004) and Pourpourides (2011), while o 4 is calibrated to
match the volatility of output observed in the BEA data.''! More specifically,
the standard deviation for TFP is set 04 = 0.8% to obtain a volatility for
output from 1970-2011 equal to 1.2%.

Table 4.4: Parameters for stochastic processes

Parameter Value Definition Source
oA 0.008 standard deviation of TFP calibration
Pa 0.950 AR(1) coefficient of TFP data
O gk 0.007 standard deviation of capital equipment data
P Ak 0.900 AR(1) coefficient of capital equipment data
O ge 0.012 standard deviation of public spending data
Pge 0.700 AR(1) coefficient of public spending data

10The government spending series refers to government consumption expenditures and
gross investment from NIPA Table 1.1.5 (1970-2011). The capital series refers to produc-
tive capital stock and is from the Bureau of Labour Statistics Table 4.1 (1988-2011). Note
that there is no data available prior to 1988 for the productivity of capital. To calculate
the statistical properties of the cyclical component of the series, we take logs and apply
the HP-filter with smoothing parameter equal to 6.25.

1 The time series for GDP from 1970-2011 is obtained from NIPA Table 1.1.5. Cyclical
output is again calculated using the HP-filter as above.
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4.7 Stochastic Ramsey

We next approximate the dynamic equilibrium paths due to three exogenous
shocks using first-order accurate decision rules of the equilibrium conditions
under optimal policy in (170)-(174), around the optimal deterministic steady-
state of these conditions described above.''? As is common in the literature
when characterizing policy dynamics, we also make the auxiliary assumption
that the initial state of the economy at ¢ = 0 is the steady state under optimal
policy.

As is well known (see e.g. Zhu (1992), Chari et al. (1994) and Ljungqvist
and Sargent (2012)), the Ramsey problem with state-contingent debt cannot
uniquely pin down the capital tax rate. Hence, we follow the literature and
calculate the optimal ex-ante capital income tax rate (see Appendix D for
details):

BEu (") | Fiu(s1) +1 — 5] — u.(s)

ﬁEtuc(Stﬂ)fk(StH)

Alternatively, by assuming that government debt is not state-contingent, we

—k oty
Ti1\S ) =

(187)

can calculate the ex post state contingent capital tax (see Appendix D for

the derivation):

(1) = (s ) (0 — 78 () g [a(sh)] — %) 1, (s71) -
= (s ()0 () R (") = T (s i (") [L= 0 (D] RE(G)} - (188)

where R, (s;) is the state uncontingent return to holding government debt.
Alternatively, assuming the government employs a state-contingent tax on
income from government bonds, we can calculate the private assets tax,

€ (s'1s?) that applies to taxing jointly the income from assets as (see Ap-

H2We use the perturbation methods in Schmitt-Grohé and Uribe (2003) to solve the
dynamic model.
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pendix D for the derivation):

b sttl
& ($t+1|st) - <Fk(8t+1)l€t+11(5t)+bt+l(St)) % {gt+l(8t+1) + o (St) N %_

=7 (Wi (87 )iy (87) iy () = 7 (s (57 x

X [1 — Py (3t+1)} h?ﬂ(stﬂ) — T (5t+1) g [wtﬂ(st“)} }- (189)

To calculate the business cycle statistics of the relevant quantities of the
model under optimal policy, we conduct simulations by shocking all of the
exogenous processes, obtain the required moments for each simulation and
then calculate their mean value across the simulations. We undertake 1000
simulations, each 242 periods long and drop the first 200 periods to ensure
that the initial conditions do not affect the results. We retain 42 periods in
our analysis to match the number of years between 1970 and 2011 used in

the calibration.

4.8 Cyclical properties

We first present the results regarding the key second moments of the stochas-
tic optimal policy problems, under different scenaria regarding the policy set
available to the government and an endogenous or exogenous relative skill
supply. This is followed by an impulse response analysis, which allows to
investigate the channels through which tax policy works over the business

cycle.

4.8.1 Second moments

We start with the cyclical properties of Ramsey taxation under endogenous
relative skill supply. The results on standard deviations and correlations with
output, for the endogenous variables of the model as well as the various tax
rates that were explained above are summarised in Table 4.5. The results
regarding optimal taxation are largely consistent with the literature and thus
extend previous findings to a setup with capital-skill complementarity and

endogenous skill supply.
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Table 4.5: Stochastic results

endogenous 1) exogenous 1

; T oz plziy) | T oz p(Ti,Y)

Yy 0.2358  0.0226 1 0.2358  0.0213 1
c 0.1283 0.0254 0.9777 | 0.1283 0.0262  0.9778
k 0.6226  0.0201  0.6021 | 0.6227 0.0185  0.5941
h# 0.3797 0.0021  0.3464 | 0.3797 0.0018  0.3933
h* 0.1825 0.0099 -0.5724 | 0.1825 0.0092 -0.5563
0 0.4623 0.0034 0.9575 | 0.4623 0.0000  0.0000
w 1.5004 0.0041 -0.9740 | 1.5000 0.0020  0.2942
s 0.2432  0.0007 0.4642 | 0.2433 0.0071 -0.9309
T 0.2591  0.0009 -0.3662 | 0.2591 0.0033 -0.9278
(1 — 77w’ 0.2414 0.0257  0.9831 | 0.2414 0.0266  0.9819
(1—¢)(1—7"w" | 0.1831 0.0237 0.9878 | 0.1831 0.0247  0.9874
" 0.2475 0.0005 0.1022 | 0.2476 0.0061 -0.9350
= -0.0645 0.0169  0.0951 | -0.0645 0.0000  0.0000
T* -1.8e-5 0.0010  0.5765 | -3.6e-5 0.0008  0.6178
7 0.0142 0.1330 -0.2085 | 0.0152 0.1393 -0.2238
¢ -0.0125 0.0855  0.2015 | -0.0149 0.0943  0.2150

In particular, the ex ante tax rate on capital is effectively zero and is
around zero for every period. Moreover, when debt is not allowed to be
state-contingent, the state contingent private assets and ex post capital taxes
are near zero, have low correlations with output and are the most volatile of
the tax instruments. These results are similar to findings in the literature to
date. Also consistent with the labour tax-smoothing results in the literature,
both labour taxes have very low standard deviations relative to output, as
the government finds it optimal to minimise the distortions introduced by
labour taxes over the business cycle by keeping them relatively smooth and
letting the remaining state-contingent policy instruments respond to exoge-
nous shocks. However, they exhibit different correlations with output. The
tax rate on skilled labour income is pro-cyclical, whereas the tax rate on

unskilled labour income is mildly counter-cyclical. The skill-acquisition tax
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is the least smooth of the tax instruments when debt is state-contingent and
fluctuates nearly as much as output. Moreover, it is mildly pro-cyclical.
Finally, the labour income taxes and the ex ante capital income tax in
this model inherit the properties of the exogenous processes. As can be seen
in Table 4.6, the autocorrelations of these instruments follow the autocorre-
lations of the exogenous processes, so that when shocks are autocorrelated
as in Table 4.4, so are the tax rates. However, if we assume that the shocks
follow #id processes, the autocorrelation of the tax rates generally becomes
very small.!'® On the contrary, the autocorrelations of the ex post capital
tax and of the private assets tax do not follow the autocorrelations of the

exogenous processes. This is again similar to previous findings.

Table 4.6: Autocorrelations

autocorrelated shocks 11d shocks
endogenous 1) exogenous % | endogenous )  exogenous 1)
T8 0.7848 0.9054 -0.0290 0.0778
T 0.9231 0.9213 -0.0068 0.7635
" 0.7738 0.9114 -0.0630 0.1658
T¢ 0.8048 1.0000 0.0462 1.0000
Tk 0.7353 0.7441 -0.0436 -0.0388
7r -0.1621 -0.1604 -0.5029 -0.4999
19 -0.1744 -0.1602 -0.5062 -0.5013

We next examine how the prescriptions for optimal policy are affected by
a friction in the labour market that does not permit changes in the relative
skill supply over the business cycle. As discussed in the introduction, this
restriction is empirically relevant.''* This is also consistent with the litera-

ture on optimal policy under heterogeneity in labour productivity (see e.g.

113Note that under exogenous v, 7¢ is constant since skill acquisition expenditure is
constant. Thus 7% has a unit AR(1) parameter for both the autocorrelated and iid cases.

4Note that the benchmark model developed earlier does not capture this empirical
feature when relative skill supply is endogenously chosen. In particular, when the model is
simulated under the exogenous processes in Section 4.4, it produces an HP filtered series
for 1, (s*), which has a correlation with similarly detrended output of about 60% and a
relative-to-output standard deviation of 50%.
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Werning (2007) for a review of this literature), which typically assumes that
the distribution of labour productivity is exogenously determined.

To analyse the effects of a fixed relative skill supply over the business cy-
cle, we obtain the first-order conditions for optimal policy incorporating this
rigidity and then approximate these conditions around the Ramsey deter-
ministic steady state with endogenous 1, (s') in Table 4.3. The latter avoids
approximating around the steady state in which the relative skill supply is
restricted over both the short- and long-run. Thus, we set 9, (s'), for each
possible history s, to be equal to the steady state value from the determin-
istic Ramsey problem with endogenous 1), (s*) in Table 4.3. This also means
that skill-acquisition expenditure e; (s*) and the respective tax rate 7¢ (s")
are also set to their respective values in Table 4.3.1'5 The results pertaining
to the business cycle properties of the economy under optimal policy in this
case are presented in the last three columns of Table 4.5.

These results first suggest that the properties of asset taxation do not
change. However, there are important differences regarding labour income
taxation. In particular, the two labour income taxes become quantitatively
more volatile, so that the effective labour income tax rate, 7 (s'), is about
twelve times more volatile. Also note that the labour tax volatility increases
asymmetrically, so that 7¢ (s') is about two-and-a-half times more volatile
than 7¥ (s'). Finally, both labour taxes become strongly counter-cyclical.
Thus, under capital-skill complementarity, imposing the restriction that the
relative skill supply does not change over the business cycle has important
implications for the business cycle properties of labour income taxation.

The key to understanding these changes is to note that the rigidity of
1, (s') over the business cycle creates a distortion in the labour markets that
is reflected in the difference between the a-temporal first-order conditions of
the household given by (145) and (146) and the corresponding conditions
when the relative skill supply is fixed, 1. This distortion drives a wedge

15Note that 7¢ (s') needs to remain constant if skill-acquisition expenditure remains
constant. Otherwise it would turn to a lump-sum tax, which is ruled out in Ramsey
second-best analysis. Moreover, if skill-acquisition expenditure remains constant, there is
no margin in the household decision for 7¢ (s?) to affect. Thus there is no reason why it
should change.

176



between the average net returns to labour supply in the perfect and imperfect
labour markets, or, alternatively, a wedge between the marginal rates of
substitution between leisure and consumption. Thus these wedges for skilled

and unskilled workers respectively can be defined as follow:!!

i (') = [1—75 (s")] v, (s") w; (s") = [1 =75 (s")] vy (") (190)
hw (s) = [L=7t ()] [1 =0, (] wi (") = [L =77 ()] (1 = 9) @7 ()

where hatted variables denote the distorted case.

Our results make clear that the government wishes to minimise these
wedges over the business cycle and this is achieved by setting 7} (s') and
7, (s') so that paths for the skilled and unskilled average net return under
the market distortion are as close as possible to the paths of the corresponding
quantities without the market distortion. Table 4.5 clearly shows that second
moments of these returns are very similar and this is further confirmed when
we examine the impulse responses below. On the contrary, the inter-temporal
margins are not directly affected by the rigidity in the relative skill supply.
Hence, the optimal policies regarding asset taxation are not qualitatively

different between the two models.

4.8.2 Impulse responses

To further explain the previous results and examine the optimal response
of taxation to changes in exogenous productivity and government spending,
we plot the impulse responses of key endogenous variables after a temporary
1% shock to the exogenous distributions in 2, 524 “ and &/°. These plots are

shown in Figures 4.2-4.4 below.

16Given that in both models considered here (i.e. with flexible and rigid relative skill
supply) it is assumed that the government needs to resort to distortionary taxation, the
first-best cannot be achieved in either case. Hence, the best that the government can do
in the presence of the market friction in the form of rigid relative skill supply is to achieve
the second-best allocations in the labour markets, represented by Ramsey taxation under
flexible relative skill supply in (145) and (146). This is reflected in the definition of the
labour wedge created by the rigidity in the relative skill supply in (190).
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After a positive TFP or capital equipment shock (see Figures 4.2 and
4.3), the capital stock, k;, increases, since the productivity of capital in-
creases. As shown earlier (see Appendix), this tends to increase the returns
to skilled hours more than the return to unskilled, given capital-skill comple-
mentarity. In the flexible labour markets model, the increase in the returns
to skilled labour also leads to an increase in the relative supply of skill, v,,
which, other things equal, tends to decrease the skill premium (see Appen-
dix). These two forces, on balance, lead to a decrease in the skill premium,
Z—z shown in the Figures. The government finds it optimal to respond to these
S}thCkS by keeping the labour income taxes (77 and 7}) relatively smooth ,
consistent with the tax smoothing literature. Optimal policy also encourages
the accumulation of skill by decreasing 7¢.!17

Under the relative skill supply restriction, the increase in the capital stock
cannot be followed by an increase in 1), (see again Figures 4.2 and 4.3). There-
fore, the returns to skilled and unskilled labour, w; and wy', respectively, now
follow different paths, summarised by the increase in the skill premium. Ce-
teris paribus, this drives a wedge between the average net returns to skilled
and unskilled labour hours under the restricted model, relative to those from
the flexible labour markets model. To minimise the effects of the relative
labour supply distortion, by keeping the marginal rates of substitution be-
tween leisure and consumption for the two types of labour at roughly the
same levels as under a fully flexible labour market, the government adjusts
the optimal response of the labour income taxes, as can be seen in the plots
for these returns. Indeed, the response becomes more counter-cyclical, to
smooth the response of average net returns to skilled and unskilled labour,
so that these last two quantities exhibit, post shock, effectively identical re-
sponses with their corresponding quantities in the flexible labour market.
Note also that the change in 77 is larger than 7}, since, given capital-skill
complementarity, w; is affected more by the increase in the capital stock than

wy'. Thus a larger adjustment in policy is required.

7However, note that the smoothness of the labour income taxes is not due to the skill-
acquisition subsidy, since a version of the model where 7¢ (s*) is fixed over the business
cycle provides very similar second moments and impulse responses. These results are not
presented here to save on space but are available on request.
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A temporary reduction in government spending in Figure 4.4, does not
have direct productivity effects in these models. However, it allows the gov-
ernment to temporarily reduce the tax burden on labour income and thus
encourage labour supply. In the model with endogenous relative skill supply,
a small reduction in 7 increases the average net return to skilled labour both
directly and indirectly, via the induced increase in v,. The latter happens
because the increase in skilled labour raises the return to capital as well and
thus the returns to investing into skill-acquisition. On the contrary, under
the restricted relative skill supply assumption, the indirect effect is missing
and thus 77 needs to be increased by more, to maintain the same average net
return to skilled labour hours. The unskilled labour supply does not affect
capital accumulation as much (given capital-skill complementarity). Hence
it does not need to be changed by as much under endogenous relative skill
supply. In turn, this implies that no big changes are required in the opti-
mal response to 7} when relative skill supply is fixed, to maintain the same

average net return to unskilled labour hours.

4.9 Imposing a budget rule

Table 4.7 presents the steady state results of optimal fiscal policy under a
budget rule. In particular, we assume that the government is required to
keep a fixed debt to output ratio when choosing optimal taxation. This is an
empirically relevant restriction since in recent years most advanced economies
have had debt targets to respect. The Ramsey steady state with a fixed share
of debt to output is reported in Table 4.7 along with the steady state results

from our benchmark model with flexible debt.
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Table 4.7: Steady state of optimal policy with fixed debt to output ratio

c k i e b g w*

y y y y y y w
Benchmark 0.5444 2.6413 0.1849 0.0719 -0.7212 0.1987 1.5002

Fixed b/Y 05418 2.6356 0.1845 0.0702 0.5272 0.2036 1.5190

s u n k a net ¢

T T T T
Benchmark 0.2432 0.2591 0.2475 0.0000 -0.0644 0.0417 0.4624

Fixed /Y  0.2688 0.2820 0.2724 0.0000 -0.0394 0.0417 0.4581

T T

The results are similar with the benchmark model under flexible debt.
The main difference is that under a budget rule the labour taxes are higher
and the subsidy to skill acquisition expenditure is lower, in order for the
government to finance a given level of government expenditures without the
use of debt. These results are consistent with Stockman (2001), although he
imposes a fixed level of debt instead of a fixed debt to output ratio.

We further examine the transition dynamics associated with Ramsey pol-
icy under a budget rule. Figure 4.2 presents the dynamic paths of the fiscal
policy instruments implied by optimal policy as the economy evolves from
the exogenous steady state to the Ramsey steady state with a fixed debt to
output ratio. Figure 4.2 shows that under a budget rule, in period 1 skilled
and unskilled labour are subsidised at rates of 14.1% and 10.4% respectively;
and skill-acquisition expenditure is taxed at a rate of 36.4%. Therefore, the
labour income subsidy in the initial period is almost half under a fixed debt
to output ratio compared with the flexible debt case study presented earlier.
In the second period, skilled and unskilled labour taxes are 29.3% and 29.7%
respectively and eventually converge to their long-run values. Moreover, in
period 2, skill-acquisition is subsidised at a rate of 2.6% and converges slowly
to its steady state. As a result, the subsidy to skill acquisition is lower under
the budget rule and it exhibits smaller fluctuations in the first two peri-
ods. The capital income tax in the first period reaches again a confiscatory
rate (approximately 278%). However, in period 2, the capital income tax is

subsidised in this case at 0.28% and then converges slowly to zero.
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Figure 4.5: Transition paths of policy instruments under a fixed debt to
output ratio

4.9.1 Cyclical properties under the budget rule

Following the same approach as before, we initially present the results regard-
ing the key second moments of the stochastic optimal policy with a fixed debt
to output ratio, under two different cases: endogenous and exogenous relative
skill supply. Table 4.8 presents the cyclical properties of Ramsey taxation
under endogenous and under exogenous relative skill supply and Table 4.9
presents the autocorrelation of the policy instruments.

In particular, we find that the labour income taxes are higher and the
skill-acquisition subsidy is lower under the budget rule compared to the flex-
ible debt regime on average over the business cycle. This is expected because
under the budget rule and the zero optimal capital income tax, the govern-

ment is not able to borrow to balance the budget and it needs to satisfy its
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expenditures through labour income tax revenues. The capital income and
private asset taxes in this case are again close to zero but larger in absolute
terms compared to the flexible debt regime. Moreover, both labour taxes
are again smooth over the business cycle and counter-cyclical to output. The
skill-acquisition and capital income tax are the least smooth of the tax instru-
ments. These results cohere well with the related literature (see e.g. Chari
et al. (1994) and Stockman (2001)).

Moreover, apart from the labour income taxes, we find that under the
budget rule the capital income tax and the private asset tax also inherit
the properties of the exogenous processes. Thus, the autocorrelations of
these instruments follow the autocorrelations of the exogenous processes and
under iid processes of the shocks the autocorrelation of the policy instruments
generally become very small.

From Table 4.8 we can see again that even under the budget rule the
government wants to minimise the labour wedges over the business cycle
by setting the paths for the skilled and unskilled average net return under
the market distortion as close as possible to the paths of the corresponding
quantities without the market distortion. Therefore, the second moments of

these returns are very similar under flexible and fixed relative skill supply.
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Table 4.8: Stochastic results under fixed debt to output ratio

endogenous 1) exogenous 1

x; T; or  p(Ti,Y) T; oz, p(T5,Y)

Y 0.2302 0.0220 1 0.2302  0.0206 1
& 0.1247 0.0255 0.9718 | 0.1247 0.0262 0.9725
k 0.6067 0.0177 0.6112 | 0.6067 0.0162 0.6044
h?® 0.3725 0.0023 0.1536 | 0.3725 0.0020 0.1381
h* 0.1795 0.0106 -0.5581 | 0.1795 0.0098 -0.5456
Y 0.4581 0.0033  0.9601 0.4581 0.0000  0.0000
:5—2 1.5192 0.0042 -0.9726 | 1.5188 0.0018  0.2620
75 0.2688 0.0005 -0.6211 | 0.2689 0.0061 -0.9569
T 0.2820 0.0009 -0.7595 | 0.2820 0.0031 -0.9654
(1 — 77w’ 0.2318 0.0255 0.9803 | 0.2318 0.0262 0.9792
(1—¥)(1—7%w" | 01773 0.0238 0.9841 | 0.1773 0.0246  0.9839
T 0.2724 0.0006 -0.8611 | 0.2725 0.0053 -0.9627
T¢ -0.0395 0.0193 -0.2436 | -0.0395 0.0000  0.0000
Tk 0.0003 0.0137 -0.8388 | 0.0004 0.0101 -0.8396
0.0386 0.0110 -0.6631 | 0.0307 0.0102 -0.8488

Focusing on the effects of a fixed relative skill supply over the business
cycle with given skill-acquisition expenditure e; (s*) and respective tax rate
7% (s') on optimal taxation under the budget rule, we find that the prop-
erties of optimal asset taxes do not change. However, as in the case with
flexible debt, there are important differences regarding labour income taxa-
tion. Specifically, the two labour income taxes become quantitatively more
volatile, so that the effective labour income tax rate, 77 (s'), is now about
nine times more volatile. In addition, under the budget rule we again obtain
the asymmetric increase in labour tax volatility. The 75 (s') is about two
times more volatile than 7V (s"). Therefore, the fixed relative skill supply
has significant implications of the business cycle properties of labour income

taxation even under a budget rule.
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Table 4.9: Autocorrelations under fixed debt to output ratio

autocorrelated shocks 11d shocks
endogenous 1) exogenous ? | endogenous 1) exogenous 1)
T8 0.3814 0.9114 -0.0388 0.0166
T 0.6866 0.8519 -0.0274 -0.0139
T" 0.5083 0.9066 -0.0340 0.0092
T¢ 0.7987 1.0000 -0.0581 1.0000
Tk 0.8897 0.8743 -0.0522 -0.0439
& 0.5475 0.5810 -0.2513 -0.3934

4.10 Conclusions

Motivated by the empirical relevance of the wage-skill premium and the roles
played by capital-skill complementarity, the relative supply of skilled labour
and capital augmenting technical change, this chapter contributed to the
tax smoothing literature by undertaking a normative investigation of the
quantitative properties of optimal taxation of capital and labour income, as
well as skill-acquisition expenditure, under flexible or fixed debt to output
ration, in the presence of aggregate shocks to total factor productivity (TFP),
capital equipment productivity and government spending.

Our main finding was that under capital-skill complementarity, a friction
that did not allow the relative supply of skill to adjust in response to aggre-
gate shocks, significantly changed the cyclical properties of optimal labour
taxes. In particular, we first showed that under endogenous relative skill
supply, the optimal labour taxes for both skilled and unskilled labour in-
come were very smooth, with the volatility of the skilled income tax being
marginally higher. We also found that the skilled tax moves pro-cyclically
with output and the unskilled tax was mildly counter-cyclical. These results
were largely consistent with the literature and extended previous findings to
a setup with capital-skill complementarity and endogenous skill supply.

We also found that, when the relative skill supply was constrained to

remain constant over the business cycle, the prescriptions for optimal policy

187



markedly changed. In particular, we found that the volatility of taxes in-
creased significantly, so that the standard deviation of the effective average
labour income tax was about twelve times higher than the perfect labour
markets case, while the volatility of the skilled labour income tax was about
two-and-a-half times higher than that of the unskilled labour income tax.
Moreover, both taxes became strongly counter-cyclical. We further showed
that the key to explaining these changes was that the government found it
optimal to adjust labour income tax rates to alter the average net returns to
skilled and unskilled labour hours.

Our results further showed that the skill heterogeneity considered, ir-
respective of the presence of the labour market friction, did not affect the
results obtained in the literature regarding the cyclical behaviour of asset
taxes. In particular, the exr ante tax rate on capital was around zero for
every period, the state contingent private assets and ex post capital taxes
were near zero and are the most volatile of the non-asset tax instruments.
We also found that the skill-acquisition tax was the least smooth of the non-
asset tax instruments when debt was state-contingent and fluctuated nearly
as much as output. Irrespective of the model variant examined, all of the
policy instruments, except the ex post capital tax and the private assets tax
inherited the persistence properties of the shocks.

Finally, we found that the introduction of the budget rule doesn’t affect
our key results. However, under a fixed debt to output ratio all fiscal in-
struments are counter-cyclical and inherit the persistence properties of the

shocks.
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Appendix D

D Chapter 4

D.1 Household’s first-order conditions

The household’s first-order conditions for consumption, skilled labour supply,

unskilled labour supply, debt, capital and the relative skill supply are given

respectively by the following relations:

ups(s') = =)y (s") { [1 = 73(s)] wy (s7) }
e (8') = =A(8) [L = ¢y (sN)] [1 = 7/(s")] wi' (")
e (8°) M(s")pe (5041 | 8) = Bregn (5770) A (57)
T () Ael(s') = B3 e (s71) A (s771) x

St+1

X [Tt+1 (s"1) [1 - 7'ft€+1 (Stﬂ)] +01- 5)}}

uy(s') = =Ae(s){hi (s") [L — 75 (
X [1 — Ty (st)} wy' (st) — [1 + T

+Q
— (V)
V2]
-
SN—"
—_
[vwnmmn
Q
<
—~
V2]
"~
SN—"
| E—
—

D.2 Deterministic Ramsey system

(D6)

In a non-stochastic environment, the first-order conditions derived in (170)-

(178) of the main text become:

e fort =0:
Vs (0) = — [Vo (0) — A Fys (0) 4 DA

Vi (0) = = [V2 (0) — A Fyu (0) + B A

Vi (0) = [Ve (0) — @A [gy (0)] + Ay
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V. (0) =BV, (1) |F, (1) +1— 6| + ®A. (D10)

F[-(0)] = co+g°+ g (1) + k1 — (1 = 6)ko (D11)

o fort=1,2,3.T—1:

Vi (£) = = Ve (t) Fis (2) (D12)

Vi (t) = =Vo () Fyu (1) (D13)

Vy (1) = Ve (t) lgw (1) (D14)

V.()=pV.(t+1) |[F(t+1)+1—6 (D15)

FI ()] =ce+ g +9g@) + ke — (1 —0)k (D16)
o fort="1T:

Vi (T) = =V (T) Fys (T) (D17)

Vi (T) = =V (T) Fye (T) (D18)

Vy (T) = Ve (T) [9y (T)] (D19)

1:5[ﬁk(T)+1—5 (D20)

F[-(T)) = or + ¢° + g (¥r) + dkr (D21)

e lifetime implementability constraint:

T
> Bluc () ¢ + upshf + wpnhif + Q]—A =0 (D22)

t=0
where A = u, (0) {bg + [(1 - TS)ﬁk (0)+ (1 — 5)} kzg}, the Lagrange multi-

plier 6; has been replaced with V. (¢) using (170) and (175) in the main text
and the notation X (¢) denotes the time period ¢ quantity of X.
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D.3 The effects of k; and v, on the skill premium

Differentiating the skill premium, given by (181) in the main text,with respect
to k; we have (note that we do not use the s’ notation to keep the presentation

simpler):

u
wy

(%) = {Abvp (Afk)" ki) [0 = p) ()" + p (AFk)"]7 7

Ok
(= v i) =) (= p) (2= 1))+ u

This is positive if a > v,a,v < 1,0 < p,u < 1.
Differentiating (181) with respect to 1, gives:

0(3)

Iy

a_g
v

= —hi (Y1) (1= p) (1= p) [(1 = p) (V1)) + p (ATke)"]" " x

(1 - P) (¢th§>y +p [Afkt]y - a(wthf)”—
x —vp (AFk:)” + ap(v,h;)"+ +
+vipp (Afkt)y — ayp (Az]tfkt)y
+ [phied (1= 4,) hi')°]

Focusing on the term in the squared brackets we need to test if that term
is positive. If this is true then the above derivative is negative due to the

negative sign at the beginning of the right hand side.

(1 - P) (wthf)" +p [Afkt]y - a(¢thf)y_
—vp (AFky)” + ap(,hi)"+
by (Afk)” — av,p (AFk:)”

having in the first row the terms with labour and in the rest the terms with
capital:
(1= p) (:hi)” + ap(ihy)” — a(i,hy)’—
—vp (Afk)” + p [Afk,]" +
+ui,p (Afke)” — ayp (Afke)”
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(Vhg)" [1—p+ap—a]+
+ (AFk)" [p — vpl +
+y, (Afky)” [pv — ap)

(h) (1= p) (1 —a)] + |

+p (AFk)" (1= v)] +
+yp (Afke)" [(v — a)]

(¥:hi)" [(1=p) (1 —a)] +
+p (Afk) " [(1 = v) + 4, (v — a)]

The first row is positive because (1 — p) > 0 and (1 — a) > 0. Therefore, if
(1 —v)+1, (v —a) >0 the term in the squared brackets is positive.

1-v)+¢Y,(v—a)>0
(=) > (v~ a)
(I =v) >t (a—v)
(1—-v) > o,

(@ —=v)

Note that: “=2 > 1, since 1 > a = 1 —v > a—v. Since 0 < ¢, < 1 we

a—v)

—~

(2
finally have that g%tt) < 0.

To summarize:

S0 = R (L= ) (1= ) [(1 = ) (0ih)” + 0 (AF)]" "

(Vh?)V (1= p) (1 —a)] +
+p (Afky)" (1= v) + ¢, (v — a)]

+ [phidf (1 =1, h)°]

is negative if [(1 —v) 4+, (v —a)] > 0 or =% > ¢, which is true because

bt 4

v s 1, sincel>a=1-v>a—vand 0 <, < 1.
a—v
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D.4 Ex ante capital tax

Assume that the government uses a capital tax that is not state-contingent,

so that its value for period ¢t + 1 is decided using the history s'. Define

this uncontingent tax as 77, ;(s') and note that it needs to satisfy the Euler-

equation from (149) in the main text, so that the Ramsey allocations are

preserved:

ue(s") = BE; {uc(st+1) [ﬁk(stﬂ) [1— 75 ("] +1 - 5} } (D23)

where we have used Fy,(s""1) = 41 (s"!). Hence, 7F,,(s") needs to satisfy:

ue(st) = BE; {uC(StH) [ﬁk(sfﬂ) [1—7F (D] +1— 5] } . (D24)
By comparing (D24) with (D23), we see that 75, (s") needs to satisfy:

By {ue(s™) [ B [L=7ha (D] +1- 0] } = (D25)

_ g, {uc(stﬂ) [ﬁk<sf+l) (1= 75 ()] +1 - 5] }
implying that:

Eyuc(s™1) [Tfﬂ(stﬂ)ﬁk(stﬂ)]

_ (D26)
Etuc<5t+1)Fk (St-i-l)

?erl(St) =

This gives 77 '.1(s") the ex ante capital tax interpretation, since, by multiply-
ing both numerator and denominator in (D26) by kyy1(s"), this expression
provides the expected tax revenue from capital income as share of the ex-
pected capital income, where the expectation is calculated using information
at period t.

To obtain the ez ante rate stated in equation (187) of the main text, we
first expand the Euler-equation (D23):

u(s') = BB (s Fi(s'™Y) — BB (s rh (87 (s 4+ (D27)
+ BEwu(s") (1 — 6)
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and note that Eyu.(s") 7k, (s™1) Fi(s"1) in (D27) equals 75, (s*) Eyue (") x
x F},(s™*1), using (D26). Substituting this expression back into (D27) we

obtain:
ue(s') = BEu (s Fe(s') = 8714, (s) Brue(s™ Fi(s™)+ - (D28)
+ ﬁEtuc(stH) (1-=19).

Finally solving (D28) for 7}, (s") gives the ex ante capital tax rate reported

in equation (187) of the main text.

D.5 Uncontingent debt
D.5.1 Ex-post capital tax

The treatment of state-uncontingent debt and presentation follows Chari et
al. (1994) and Ljungqvist and Sargent (2012, ch. 16). Assume that the
government issues uncontingent debt, b;;q (s*) which has a risk-free return

R, (s!). The budget constraint of the government in period ¢ is written as:

g(s') = (Y () (1) B3 (sh) + (Y () [1 =y ()] BiCs1) 4
i () g ()] + 7H(s)r (D ka(stY) + B2C) gy (o)
(D29)

The budget constraint of the household in period ¢ is given by:

6 (51) e () + 2 1k 7 (5] g 1, (1)] = (1= 7))

xcwp (s') ¥y (s7) by (s7) + [1 =77 () Jwy (") [1 =, (")) i (") +
+(1—=96)k (st_l) + [1 — Tk (st)} T (st) ky (St_l) +b; (st_l) (D30)

which implies that the first-order condition with respect to holding bonds is

given by:
1 Ue St+1
EERTE)
Ry (s?) uc(s)

(D31)
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Note that the right-hand side of (D4) needs to be the same as the right-hand
side of the first-order condition with respect to bonds in the case of state-
contingent debt, so that the implied allocations from the two problems (i.e.
with and without state-contingent debt) are the same. In turn, this implies

that the risk-free (or uncontingent) return needs to satisfy:

1
R, (st)

= Z bt (8t+1 | St) . (D32)

st+1,gt

To obtain an expression for b,.; (s") for a given period r, we work as
follows. We multiply the budget constraint of the household in (D30) for
periods r and r + 1 by 7, (s") and 7, (s"*1) respectively, sum the resulting
budget constraint in r 4 1 over all possible realisations s, ; and add it to the
budget constraint in period r. We then use the first-order conditions of the
household to simplify the expression and continue this forward process until
time period T" — oo. By imposing the appropriate transversality conditions
we obtain an expression for b, (s") as a function of identified equilibrium

paths given in:

. _ , (&) ﬁtf'rﬂ. St uc(st)c St +u S(St)hf st +u u(St)h?’ St +Q St
b (57) =R, (57) 5o 32 melleetehen (oo ni (o e o0 (o) 200

t=r+1 st

— R, (8") kg1 (57) (D33)

where, €, (s') is defined in the main text under equation (167). Hence we
can use (D31) to obtain R; (s*), (D33) to find by, (s*) and finally (D29) to

calculate the ez-post capital tax reported in equation (188) of the main text.

D.5.2 Private assets tax

Assume that the government issues uncontingent debt, b, (s'), which has
a risk-free return R; (s?), satisfying (D32), but which is taxed using a state-

contingent tax vy (s'*1). The budget constraint of the government is now
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written as:

gt(st) = 7(s")w; (s, (5°) By (s") + 7(s")wi'(s") [1 — ¢, (s7) ] B (s")+
7 (s") g [0 ()] + 7i (") ru(sVhe(s' 1)+ (D34)
s')

bt+1( ¢ -1
)1 o) o)

while the budget constraint of the household becomes:

Ct St) + kt+1 (St) + Et(st) + [1 + T? (St)] g [¢t(8t)] =
(") Py (8" B (') + [1 = 7 (s")] wy* (s') X (D35)
+ (1= 8) ke (s"71) + [ — 75 (s1)] 74 (s7) %

which implies that the first-order condition with respect to holding bonds

becomes:

Z 57Tt+1 st s ) ue(s™) [1 — Ugi1 (st+1)] ) (D36)

st+1st ( )

The introduction of the new assets tax has to be such that the equilibrium
allocations obtained without it are respected. Hence the asset tax must be
such that makes the right-hand side of (D4) and (D36) equal. Hence, the

asset tax must satisfy:
B (s v (st“) =0 (D37)

which implies that at time period ¢, the expected value of the asset tax in
period t + 1, valued in terms of utility, has to be equal to zero. Therefore,
(D37) implies that R, (s*) in this case is given by (D31) as well. Moreover,
by working as above, we substitute household budget constraints in (D35)
forward, using the household first-order conditions, the transversality condi-
tions, the restriction in (D37) and the restriction that the asset tax in the
initial period under consideration is zero (equivalent to the zero capital tax

in the initial period), we can show that debt can be obtained by the same
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expression as (D33).
The private assets tax is defined as the tax revenue from assets over

income from assets. In particular:

(D38)

3 (st+1|st) = Tr (s F (8™ ) kg (87) + v (s77) byg (s7)
! Fk(3t+1>kt+1(5t> + b (St) '

Solving (D34) for v; (s') by (s*~!) and substituting this into (D38) we have

the expression for &, (s"*!|s?) reported in equation (189) of the main text.
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