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Abstract

This paper analyzes an endogenous growth model where agents have
different factor endowments and government finances public expendi-
ture by imposing two flat-tax rates, one on capital income and one on
labor income. The main finding is that, in the absence of lump-sum
redistributions, heterogeneity of endowments is crucial to determine
the optimal fiscal policy; in particular, taxing capital income is always
optimal.
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FISCAL POLICY AND WELFARE 3
I. Introduction

This paper analyses optimal taxation in a model of endogenous
growth where agents have different endowments and government
finances public investment by means of two flat-tax rates, one on
labor income and the other on capital income.

It is a common finding in literature that optimal fiscal policy in-
volves zero capital tax. Judd (1985) shows that the optimal fiscal
policy in the standard neoclassical growth model should not tax cap-
ital whenever other financing sources are available (see also Cham-
ley (1986)) and Lucas (1990) extends this conclusion to endogenous
growth models with human capital (see also Jones, Manuelli and
Rossi (1997)). Finally Judd (1999) finds the same result in a growth
model with public expenditure.!

However all these results are based on a representative agent
hypothesis?; when we consider agents with heterogeneous endow-
ments, this has implications in terms of income distribution. The
fiscal regime where the tax rate on capital income is zero maximizes
the growth rate but damages agents who have a low endowment of
capital; then, even for a social planner indifferent to equity taxing
income capital would be optimal.?> The result holds provided that
more efficient redistributive instruments are not available.*

Welfare analysis is here based on the Lorenz dominance concept.’
Two paradigmatic fiscal policies are determined: the former max-
imizing a Rawlsian welfare function (the social planner cares only
for the worst-off agent) and the latter the simple sum of all the in-

!Many contributions highlight the time inconsistency of this fiscal policy (see for example
Alesina and Rodrik (1994)). However, as we will show, the optimal fiscal policy in our model is
time-consistent because it also maximizes the output of every period (see Benhabib, Rustichini
and Velasco (2001)).

2Judd (1985) claims that his result also holds for an economy where individuals have different
factor endowments.

3A social planner is considered to be indifferent to equity if she/he ranks alternative fiscal
policies on the basis of the simple sum of individual utilities. This may be considered as a
measure of efficiency in an economy where agents have heterogeneous endowments.

4Stiglitz (1987) stresses the importance for welfare economics to study a world without
discriminatory lump-sum taxes, given their difficult implementation.

®See Shorrocks and Foster (1987). This is the main difference with respect to Correia (1999).
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dividual utilities (a possible measure of efficiency). These two polar
cases are the bounds of the interval to which all socially optimal
fiscal policies belong; intuitively the higher the social planner’s in-
equality aversion, the closer will be the welfare-maximizing fiscal
policy to that which maximizes the Rawlsian welfare function.

The main result is that for any uneven distribution of initial fac-
tor endowments, the fiscal policy which maximizes growth does not
belong to the set of socially optimal fiscal policies. In other words,
if initial endowments are heterogeneous, taxing capital income is
a necessary condition to maximize welfare. The distortion in the
accumulation of capital for poor agents is more than offset by the
increase in redistribution, at least for the fiscal policy where tax on
capital income is zero.

The key aspect of the model is to consider explicitely a growing
economy: Judd (1999), pag. 5, shows that a constant positive tax
rate on capital income is equivalent to an explosive commodity tax
rate; the latter implies a explosive distortion and therefore it sug-
gests not to tax capital income. However, to balance Government
budget, the lower is the tax on capital income the higher is the
tax on wage income. In turn, higher tax on wage income implies
a decrease in the initial consumption of all agents, whose effect is
also explosive in a growing economy.® Moreover, the poor agents
are the more affected by this decrease in the initial consumption,
since they are relatively more endowed of labor. Therefore some
agents, typically the poorest, get the maximum utility by a positive
tax on capital income, which implies a lower tax on wage income.
This also explains because differently from Judd (1985), pag. 72,
in our model workers prefer a positive tax on capital income in the
long-run.

The paper extends the literature on optimal taxation of capital
income. Judd (1985) . From an analytical point of view the model is
close to Alesina and Rodrik (1994), but they consider taxation only
on capital and do not focus their attention on the welfare effects

6The difference in the consumption paths corresponding to different levels of tax on wage
income is growing at the same rate of the growth rate of economy.
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of different fiscal policies; the same consideration holds for Bertola
(1993). Judd (1999) analyzes the welfare property of the taxation
of capital income in a model where public expenditure is productive
and optimally decided, but all agents have equal endowments, which
leads to the standard result of zero optimal taxation on capital
income.” Judd (1985) find the same result in a heterogeneous agents
economy, but as stated above, he considers an economy not growing
in the long-run and this is crucial for the result.

It is worth to remark that the positive tax on capital income is
not the result of limiting our analysis to log-utility as in Lansing
(1999); in fact, Appendix E shows that the same finding is found
when agents have an intertemporal elasticity of substitution of con-
sumption different from 1.

Finally our result is a contribute to the literature on time-consistent
fiscal policy

We refer to Shorrocks and Foster (1987) for the (generalized)
Lorenz dominance concept; however, while there are many applica-
tions of this concept in static welfare analysis, in a dynamic frame-
work, to our knowledge Karcher, Moyes and Trannoy (1995) is the
only contribution. Finally Correia (1999) is very close to our ap-
proach; however, she uses a different criterion (differential domi-
nance instead of generalized Lorenz dominance) to rank alternative
fiscal policies. In this respect, our results are more directly related
to the standard welfare analysis.

Appendix D extends the model to an economy with leisure.

The paper is organized as follow. In Section II. the basic model
is presented and it is determined the fiscal policy which maximizes
the growth rate; Section III. introduces the welfare analysis and
compares socially optimal equilibrium and maximizing growth fis-
cal policies. Finally, Section IV. shows how taxing capital income is
always optimal if agents have heterogeneous endowments. Conclu-
sions and references close the paper. Calculations and extensions

"Judd (1999), p. 16, claims that Jones, Manuelli and Rossi (1997)’s result of positive tax on
capital income in steady state is due to the exogenous rule adopted by government to decide
public expenditure.
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are gathered in the Appendix.

II. The model

Assume that the aggregate production function is:®

YV = AKGV LY, with 0 < a < 1, (1)

where Y is aggregate production, K is the capital, L is the labor, A
is a scale parameter and G is a factor provided by the government,
which produces a positive externality on all the other productive
factors. G could be considered as productive services supplied by
the government to every firm.”

Assume G is financed with a balanced budget, such that

G =7rK + 0L, (2)

where 7 and v are two different flat taxes, respectively, on capital
income and on labor income. Private factors receive their marginal

productivity; this implies that:!°
r=ads o+ (1 - a) 7]1% =r(7,7) and (3)
w=1-a)Asjar+(1—a)y] = K=w(r,MK. (4
Notice that % > 0, g—; > 0, ?9—1;) > (0 and g—: > 0, i.e. there is

a positive externality of public investment on factors’ income. By
substituting (2), (3) and (4) in (1), it follows that:

Y=Aijar+(1—a)y] * K. (5)

Equation (5) makes it clear that this is an AK model, that is a
model where the marginal return on the cumulative factor remains
constant, instead of decreasing, as the factor accumulates. More-
over, assume that factors cannot be subsidized and therefore 7 and
v belong to the range [0, 1].

8The time index will always be omitted if this does not create confusion.
9Y can be seen as the aggregation of N production functions y; = AGlfakil*alil*a.
10For the sake of simplicity the total quantity of labor L is normalized to 1.
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There are N consumers with different initial factor endowments.
Each consumer maximizes his intertemporal utility, taking as given
the aggregate variable paths.

Let [; be the labor endowment of agent i and k; her/his capital
endowment; therefore, her/his income will be expressed by

yi = ki [(1 = 7)r(7,7) + (1L =) w(T,7)oi], (6)
where Kl
o; = kil, o; € [0, +00) (7)

is the relative factor endowment of the i-th agent.
The instantaneous utility function has a logarithmic form, such
that every agent maximizes!!

Ui = / eipt 1og (Cz) dt, (8)
0

where p is the intertemporal discount rate.
Given the time paths both of the tax rates and of the capital
aggregate stock,'? the maximization of U;, subject to:

ki = ki [(1 = m)r(r,7) + (1= ) w(r,7)ai] — ¢, (9)

yields the following optimal consumption path:
&
5= (=) - (10)

Suppose that fiscal policy is constant over time (like Alesina and
Rodrik (1994)).1% Then it is possible to demonstrate that equation

11See Appendix E for an extension of analysis to the case of CES utility function U; = C;Tﬂ;l,
where 1 is the intertemporal elasticity of substitution of consumption.

2Interactions among individuals actually occur only through the decisions on 7 and v because
r and w are independent of capital stock (see (3) and (4)).

13This is not source of limitation of the analysis; Appendix A contains a proof that the
optimal fiscal policy is actually constant over time. However, the more general procedure of

solution appears very tedious and not very intuitive from an economic point of view.



8 D. FrascHI

(10) is also the growth rate of K and k; along the individual optimal
path,'* such that

& kK

S (1 — — = . 11

T n o x Umnrmy) —e=n(n) (11)

Therefore 1 (7,7) represents the steady state growth rate as a

function of the sequence of tax rates on capital income and labor
income; moreover (7) and (11) highlight the fact that the relative
factor endowment o of every agent does not change over time.

By (9), (10) and (11) the instantaneous level of consumption
along the optimal path can be calculated, that is:

¢i = [(1 =y)w(r, v)oi+ p| ki. (12)

The linear relationship between ¢; and k; causes aggregate saving
to be independent of endowment distributions and therefore fiscal
policy affects the dynamics of the economy just by changing the
price of factors; this property directly derives from the assumption
of homothetic preferences.!®

The optimal fiscal policy for the i-th agent solves the following
problem:

max U; = /e”t log (¢;) dt (P1)
{777}20
0
¢; = [(1 =) w(r,v)oi + pl ki
ki K
st. 4 = =— =
7,7 €10,1]

We stress that the two tax rates are not assumed to be constant;
the current value Hamiltonian for problem (P1) is given by!®

H =In{k; [(1 = y)w (T, 7) o0 + pl} + Mk [(1 = 7) 7 (7,7) — p]

14This is a standard result of AK growth models, where economy jumps instantaneously to
its steady state (see Barro and Sala-I-Martin (1999)).

15For a similar argument see Correia (1999).

16We ignore the constraints on 7 and « in the formulation of the Hamiltonian, but we will
take them into account in the discussion of the results.
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The following are necessary and sufficient conditions for the opti-
mum:!’

OH
or 0; (13)
H
%7 0, (14)
- oOH
A=pA— ok (15)
lim e " \k; = 0. (16)

t—00

From (13), (14) and (15), it follows that:8

7_:(1_00(1_7). (17>

Equation (17) shows that there is a linear relation between the in-
dividual optimal tax rates; this will be fundamental in determining
the politico-economic equilibrium because it allows a generalization
of the median-voter theorem to be applied.

Equation (17) represents a static optimal condition; indeed, it
can be verified that to maximize the net total output with respect
to 7 and ~, that is

Y—G:A%K{[awu—aml‘% - [m+(1—a)ﬂ%}, (18)

tax rates have to satisfy equation (17). From the latter result we
can conclude that every fiscal policy, and therefore also the optimal
fiscal policy of i-th agent, satisfying equation (17) is not subject
to the time inconsistency problem (see Benhabib, Rustichini and
Velasco (2001)).

The optimal tax rate on capital income for agent ¢ follows by

1"Under the usual hypothesis of concavity of the hamiltonian function with respect to state
and control variables.
18See Appendix B.
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substituting (17) in (13):1

M] : (19)

7, = max |0, ——
ro;

1 l1-a
where 7 = aAa (1 — ) o is the value of r when (17) holds. We

are implicitly assuming that 7 > p, which represents a necessary
condition to have a positive steady state growth rate.
Therefore the optimal tax on labor income will be:

ol () (5]

The optimal tax rate on capital income for the ¢-th individual
7; will be zero if her/his relative factor endowments is less than
or equal to 1 and positive for values greater than 1. Moreover, 7;
is constant over time, such that the optimal fiscal policy implies
constant tax rates. The individual optimal tax rate on a factor is
inversely proportional to her/his relative endowment of that factor;
for example if her/his relative capital endowment falls (i.e. o; in-
creases), then the optimal tax rate on capital income increases (see
(19)). Moreover, provided that equation (17) holds, w and r are
independent of 7 and 7.

To examine this point in greater depth, assume constant tax
rates (this property holds for each agent’s optimal fiscal policy, see
(19)). Solving the integral in (P1) yields the following expression
for individual utility:

1 l—7)r(m,v)—0p
U(O'i77'77):E{log{k?[(l—’}/)IU(T,’}/)O'i—l—p]}—|—( ) p( ) }
(21)
The first term of (21) is consumption at time 0 (denote this
as level effect), while the second term is proportional to steady

9From (65), (11) and (71) it follows that

p 1

Tro; + p o

Solving for 7 we obtain equation (19).
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state growth rate n (denote this as growth effect). The individual
optimal fiscal policy is determined by the trade-off between these
two effects; maximizing the growth rate, on the contrary, amounts to
considering only the second effect. If equation (17) holds, the growth
effect and the level effect are, respectively, negatively and positively
related to 7. The level effect positively depends on ¢. This explains
the relationship between individual preferences on fiscal policy and
relative factor endowments given by (19).

II.A. Maximum growth

To understand how fiscal policy affects the steady state growth
rate expressed by (11), consider equation (12), that shows how the
ratio between ¢; and k; varies along the balanced growth path as
a function of the tax rates. Notice that the higher the tax rate on
capital income, the higher is the instantaneous level of consumption
for a given k;; this, in turn, implies a lower investment rate and
therefore a lower growth rate (see Bertola (1993)). The following
Proposition states the fiscal policy which maximizes the growth rate:

Proposition 1 The fiscal policy which mazximizes the growth rate
n(7,7) is given by (7*,7*) = (0,1).
Proof. Consider the derivative of equation (11) with respect to
On (1,7) On (1,7)
—— s 0eTr<(l—a)(l—7), /—L >
- r<(-a)(i-y), 22
0 V(r,7) and 7,7 € [0, 1], then the fiscal policy which maximizes
growth is given by (7%,7*) = (0,1). m
The intuition is straightforward: the growth rate of output de-
pends on the accumulation of capital and, because the saving rate

7 and 7. Since

positively depends on its return, taxation of capital income reduces
the incentives to accumulate. This does not hold for labor because
it has an inelastic supply. Allowing for leisure, the tax rate on labor
income which maximizes the steady state growth rate +* will be
equal to m < 1, where 7 is inversely proportional to the elasticity of
substitution between leisure and working time; more details on this
case are reported in Appendix D.
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Finally, we note that it is the accumulation of capital that gen-
erates growth, while the level of G affects only the production level;
this rules out the possibility that, in order to maximize the growth
rate, capital income has to be taxed.

For simplicity and because this is not a source of limitation of
the analysis, in the following assume that every agent has the same
labor endowment, such that a difference in o reflects different capital
endowments, that is:

1
li=l=2Vie{l,. N} (22)

This assumption makes o inversely related to the level of indi-
vidual income, so that all results can be also interpreted in terms
of income.

Moreover, to avoid trivial results in the following assume, if not
otherwise specified, that ¢ is uneven distributed, that is:

Ji,j € {1,..., N} with i # j such that o; # o;. (23)

III. Normative analysis

The aim of this section is to rank consumption paths in welfare
terms. In this contest the distribution of capital will be crucial
to determine the optimal fiscal policy. Heuristically if every agent
has the same capital endowment, then ¢ = 1 and the fiscal policy
7 = 0 and 7 = 1, which maximizes steady state growth rate, will
maximize welfare as well. Thus in this representative agent economy
there would be not any trade-off between equity and efficiency (this
is the Judd (1999)’s finding).?

However this result does not hold any more if agents have hetero-
geneous endowments; in particular, on the condition that lump-sum
redistributions are not available, we will demonstrate that there
is no more a perfect correspondence between fiscal policies which

20Notice that if assumption (22) does not hold, o; = 1Vi does not imply all agents’ endow-
ments are equal.
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maximize welfare and steady state growth rate.?!

In the economy there are many Pareto optima; indeed the opti-
mal fiscal policy of every agent is a Pareto optimal allocation, but
these are not the only ones. In particular, since the individual utility
function is concave,?? the set of Pareto optima is an interval whose
bounds are for every tax rate, respectively, the optimal fiscal policy
of the agents with the highest and the smallest value of ¢. Thus the
fiscal policy which maximizes the growth rate is not the optimum,
but only one among all the possible Pareto optima.

The following analysis is focused on all combinations of (7,7),
constant over time, belonging to the line segment (17).2* Given
these assumptions, the indirect utility of agent ¢ becomes:

Ul(o;,7) = % {log{k‘? [r7o; + p] } + u _Tp)F_'O}.

Since every fiscal policy can be expressed as a function of only tax
rate of capital income 7, for the sake of simplicity in the following
we will refer only to this variable to indicate fiscal policy, when this
is not source of confusion.

To rank in welfare terms the elements of the set of Pareto optima
we need to postulate a social welfare function. Assume that the
welfare function is additive-separable, that is:

N
W=> ¢(U(m).

The social planner’s inequality aversion is expressed by the form
of ¢ (+); for example, if she/he were indifferent to inequality, ¢ (-)

2'We do not discuss the case of redistribution of initial endowment (i.e. confiscation of
capital) leading to a uniform distribution of factors among agents, due to of both its possible
intertemporal inconsistency (see Alesina and Rodrik (1994)) and its difficult implementation
(see Lucas (1990)).

22This can be checked by (21), using equation (17).

Z3This is not a source of limitation for the analysis because relationship (17) between the
two optimal tax rates does not depend on agents’ endowments. Moreover, we have shown that
also individual optimal fiscal policy provides for constant tax rates. Finally, it will be shown
that relationship (17) is always satisfied when the social planner maximizes the simple sum of
individual utilities.
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would be linear in its arguments. In an economy with heterogeneous
endowments the latter case is a natural candidate for representing
an efficient index of fiscal policy.

Finally, we define the optimal fiscal policy:

Definition 2 (Optimal fiscal policy) Let (TW,’}/W) be the opti-
mal fiscal policy, where

S0 (0 w»] : 24

VW:1—< =) (25)

III.A. Generalized Lorenz dominance and ranking of fis-
cal policies

A very useful concept in welfare analysis is the (generalized)
Lorenz dominance; the latter allows to rank alternative fiscal poli-
cies in welfare terms. In particular, Shorrocks and Foster (1987)
state the following Theorem on the relationship between additive
separable welfare function and (generalized) Lorenz dominance?:
Theorem 3 Assume that ¢/ (-) > 0 and ¢" (-) < 0 and let U™ =
[(_] (o, 79), ..., U (o, Tq)} be a utility vector of length N, whose ele-
ments are ranked in an increasing order, i.e. U (01, 7) < U (09, 77) <
. < U(oy, %), then

N N
GL™ (p) = GL™ (p) Vpe[0,1] > ¢ (U (05.74) = > ¢ (U (0, 77))

Jj=1 Jj=1

S Ulg:.r4
where GL™ (p) :M, q:A,B,p:% and S =1,...,N.

24In general Shorrocks and Foster’s Theorem refers to a ranking of alternative (income)
vectors. Since balanced consumption path is a matrix (the set of consumption paths of all
agents) and not a vector, an aggregation is necessary. We use an aggregate index for the
consumption path of each agent, her/his intertemporal utility U. Other approaches are possible;
see for example Karcher, Moyes and Trannoy (1995).
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The GL7(p) is the (generalized) Lorenz curve and U™ is said
to dominate U7 according to the Lorenz dominance principle; re-
fer to Shorrocks and Foster (1987) for the proof. If GL™ (p) were
not always above GL™ (p), then a univocal conclusion could not be
reached without imposing other constraints on the form of ¢ (-) (see
Dardanoni and Lambert (1988)).

The definition of efficient fiscal policy in heterogeneous agent
economies is controversial; according to our approach we measure
the efficiency of a fiscal policy by the simple sum of individual util-
ities. In the following we give the definition of efficiency improving
fiscal policy:%

Definition 4 (Efficiency improving fiscal policy) Let 7 and
78 be two fiscal policies; then 7 is more efficient than 75 if GL™" (1)
GL™ (1).

Finally, as regards equity the following definition states the fiscal
policies that present an efficiency-equity trade-off:

Definition 5 (Efficiency-equity trade-off fiscal policy) Let
™ and 8 be two fiscal policies; then T is more equitable than T8
and 7P is more efficient than T if 3p € (0,1) such that Vp € [0, p]
GL™ (p) = GL™ (p) and ¥p € (p,1] GL™" (p) < GL™ (p).

The intuition is straightforward: if the change from fiscal policy
78 to 74 causes an upward movement in the part of the Lorenz
curve nearer to the origin and a downward movement in the other
part, then fiscal policy 74 is related to a lower inequality but a lower
efficiency than 72. Figure 1 shows this case.

FIGURE 1 HERE

In Figure 1 77 is an efficiency improving policy with respect to
74 (the sum of individual utilities increases), but it also implies a

250ur definition of efficient improving fiscal policy is different from that used by Correia
(1999); in fact we refer to the sum of individual utilities, while Correia (1999) considers the
utility related to average endowment. In the latter case the most efficient fiscal policy is always
7 = 0, because average endowment corresponds to o = 1.

>
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greater inequality (the poor agent has a lower (relative) utility).
Thus the change from fiscal policy 72 to 74 implies an efficiency-
equity trade-off.

In our framework the generalized Lorenz curve is defined as (see
Theorem 3):

i In(r70; + p) K| + 5 [(“)M]

1 P

<
I

pN

for S = 1,..., N; the derivative of GL" (p) with respect to 7 shows
how fiscal policy affects the Lorenz curve:

OGL™ (p) (1 & o ST
or - (,O—N> [ZTraj+p_p] . (26)

Theorem 3 can be applied only if 66?57;(19) does not change its sign

for S=1,...,N.
From equation (26) it follows that:

S
o,

ifjls =S > 1=

OGL" (p)
or 7=0

>0 S=1,.,N, (27)

where p7 is the mean of distribution of o of the first S agents. The
condition expressed by (27) is intuitive: since agents with a ¢ no
greater than 1 prefer 7 = 0 (see (19)), for every S = 1,..., N the
Lorenz curve shifts up or down as 7 becomes greater than 0 depend-
ing on the mean of the o of the first S agents being, respectively,
greater or smaller than 1. Therefore from Definition 4 if 66157;(1)
were greater than 0 then 7 = 0 could not be the most efficient ﬁsTc_a(i

policy.
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III.B. Optimal fiscal policy

This section characterizes the set of all possible optimal fiscal
policies.

Firstly, we defines two extreme fiscal policies, one maximizing a
Rawlsian welfare function, corresponding to a social planner inter-
ested only in the worst-off agent’s utility, and one maximizing the
simple sum of individual utilities, corresponding to a social planner
that aims only at efficiency. Secondly, we show how within this
range there are all candidate optimal fiscal policies; the effectively
optimal one will depend on the social planner’s inequality aversion.

According to Rawls’ principle the welfare of an economy is repre-
sented by the utility of the worst-off; this means that social welfare
is given by the value of the Lorenz curve corresponding to abscissa
%. The following Proposition states the optimal fiscal policy of a
Rawlsian social planner:

Proposition 6 Let (TR,’}/R) be the optimal fiscal policy when the

social planner has Rawlsian preferences. Then 7 mazimizes GL™ (%) ,
that 1s:
1 -1
= arg max [GLT (—)] = max [0, M] (28)
7€[0,1] N roy
and

pemf () ()

Proof. To prove (28) it is sufficient to note that U (oy,7) <
U (09, 7) < ... < U (on, ), while v# is derived from (17). m

On the contrary, if efficiency is the only goal of the social planner,
social welfare is given by the value of the Lorenz curves correspond-
ing to abscissa 1. The following Proposition states the optimal fiscal
policy in this case:

Proposition 7 Let (TE,ny) be the optimal fiscal policy when ef-
ficiency is the only goal of social planner. Then ™% mazimizes
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GL™ (1), that is:

oG ()|, 50)
or T=T7E
and
E_ 1 o E
~E =1 (1_a)7. (31)

Proof. The proof of (30) is given by the definition of efficiency
improving fiscal policy (see Definition 4), while 4% is derived from
(17). m

Proposition 7 yields the following condition:

N

O N
=0¢>E —J 32
jleEij—f—p p (32)

OGLT (1)
or

T=7F

From condition (32) it follows that 7% > 7F.26 This suggests
that 7 has to belong to the interval [TE : TR} and the higher is the
social planner’s inequality aversion the closer is 7" to 7%. With
respect to this point, note that since o4 > 01 > ... > oy then:

S . S+1 .
0 0

2.

j=1 7'770']' —|— p j=1 ’7'770'3' —|— ,0

for S=1,..,N—1and Vr € [0,1].

S - S+1
(33)
Given that 7% has to satisfy the following equality:
al oF N 0
s ™Ero;+p  p ’

it follows that:

OGL" (p)
or

S O N
:E — > (0forS=1,...N—1.
jleETUj+p P

TFo1+p = TFOj+p TRroj+p

N
ZNote that —=Z— > —ZL— Vj = 2,.., N and V7 € [0,1], hence > —pi— < % and
j=1

therefore 78 > 7.
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This means that the Lorenz curve corresponding to 7

E

Is every-
where increasing in 7%, except for p = 1; in other words an increase
E causes a decrease in income inequality (but also a decrease in
average utility).

Let 75 be the level of tax rate that, if increased, would leave
GL" (p) unchanged (remember that p = =), that is:

OGLT (p)
or

n T

= 0.

T=Ts

From (33) it follows that vector {rg}s_, is ranked in decreas-
ing order, i.e. 79 > 79,1, such that 7, = 77 and 7y = 7% (see
Propositions 6 and 7).

We see that an increase in 7 causes an upward movement of
the part of GL™ on the left with respect to the point of abscissa
p= % and a downward movement of the part on the right (here the
application of Definition 5 of efficiency-equity trade-off fiscal policy
to 7g is straightforward). Figure 2 shows two Lorenz curves, one
corresponding to 7¢ and another one corresponding to 7 > 7g; they

have to cross only in a single point.
FIGURE 2 HERE

Each 7 < 7% = 7 never maximizes social welfare because such
an increase causes an upward movement of the whole GL™ (p) curve
and therefore a welfare gain (see Theorem 3).

For every 7 > 7 an increase in tax rate causes only the left part
of the GL™ (p) curve to shift up, while the right part shifts down;
this means that the poorest agents increase their welfare, while all
the others experience reduced status; moreover, for every 7 > 7y
an increase in 7 leads to a fall in the average social welfare. Since
the higher is 7 the smaller is the number of agents preferring a rise
in 7, then if 7 were increased over 7, also the worst-off agent would
worsen her /his status; this implies that 7, = 7.

This confirms the previous intuition that 7'V € [TE : TR} and that
the level of tax rate maximizing social welfare will positively depend
on the social planner’s inequality aversion.
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The following Proposition summarizes the results:

N _
Proposition 8 Let W = >~ ¢ (U (05, 7)) be the social welfare func-
j=1

tion, where ¢/ > 0, ¢" < 0, U (0y,7) is the intertemporal utility of
agent i and U (0;,7) < U (0441,7) fori = 1,... N — 1. Then the
tax rate on capital income mazimizing welfare function ™ has to

belong to the interval [TE, TR], where T = max {O, p(%ll)] and TF
0 _ E
tEroi+p — p -

N
implicitly solves >
j=1

Moreover, according to Definitions 4 and 5, T is the most effi-
cient fiscal policy, while all the other fiscal policies belonging to the
interval (TE, TR) present an efficiency-equity trade-off.

Proof. From equation (33) it follows that 7¢ > 75,1, and since 7%

maximizes the simple sum of individual utilities, then in every econ-
omy where 7 < 7F average individual utility is lower and inequality
is higher than in the economy where 7 = 7 this means that no
7 < 7F can maximize social welfare W. Moreover in every economy
where 7 > 7% average individual utility is lower and the utility of
the poorest agent is less than in the economy where 7 = 7%; there-
fore 7' has to belong to the interval [TE , TR} . This proves the first
statement. The proof of the second statement directly follows from
Definitions 4 and 5 and from equation (33). m

Moreover:

Remark 9 The efficient fiscal policy ¥ dominates according to the
Lorenz dominance principle every fiscal policy T < 7F.

E maximizes the sum of

Proof. From equation (33) and since 7
individual utilities, a decrease in 7F causes a downward movement
of the whole Lorenz curve, which holds for every 7 < 7F. This
completes the proof. m

The next section analyzes thoroughly the case of efficient fiscal
policy. This case is particularly interesting because 7 is both the
lower bound of the set of possible optimal fiscal policies and the

most efficient fiscal policy (see Remark 9).
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IV. Efficient fiscal policy

In this section we show that taxing capital income is always op-
timal if agents have heterogeneous endowments. According to Def-
inition 4 the most efficient fiscal policy maximizes the simple sum
of individual utilities, that is:

(TE,’}/E) =arg max W =
77v€[0,1)

N
i [TR10 ) w(r o+ WD 20

P
N p
By the first order conditions it follows that:
1-— 1—
-0y
o

This result supports the previous choice to focus only on the fiscal
policies belonging to the straight line given by (17); substituting
(17) in the first order conditions of (IV.) and solving for ~y yields:?"

N o;
E_
1 TETO 4 p 1

Setting 7€ = 0in (34) yields a sufficient condition to have 7F = 0,
that is:*® N
23:1 gj
N

It can be demonstrated that j, = 1 implies o; = 1 Vi;* therefore,
provided that condition (35) holds, since every agent has the same

Mo = = L. (35>

relative endowment o = 1 and prefers 7 = 0, it follows that 7% =

7" = 0. This case corresponds to the representative agent economy

and the result coincides with Judd’s (1999) finding.

2"The logarithmic form of utility function prevents fiscal policy maximizing growth from
maximizing social welfare if at least one agent has no quantity of capital.

Z8Condition (35) could also be derived from (27).

29See Appendix C.
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The mean of the o distribution proves a crucial parameter; intu-
itively the greater the mean of o, the higher is the number of agents
preferring high tax rate on capital income. Moreover, o; = 1 Vi is
also the allocation of endowments minimizing u,, which suggests
that if g, > 1 then 7¥ > 0 (that is (35) is not only a sufficient, but
also necessary condition to have 7€ = 0). The following Proposition
confirms this intuition:

Proposition 10 The most efficient fiscal policy (or the optimal fis-
cal policy when the social planner is indifferent to inequality) in-
volves a positive tax rate on capital income, but the case of even
distribution of individual endowments (i.e. the representative agent
economy), that is:

g |0 ifo;=1Vi
T T\ >0 if 3i such that oy # 1

Proof. See Appendix C. =

The intuition is straightforward: given an unequal distribution
of resources, the poor agents (i.e. laborers) have such a low level of
consumption that they benefit from trading off lower growth with
higher initial levels of consumption. In fact, a positive taxation on
capital income means a greater share of total income is allocated
to labor, which implies a higher consumption in the initial periods
for all agents, but a lower growth rate. The richest agents have a
loss from this consumption reallocation, but the concave form of
individual utility function always makes the latter lower than the
gain of the poor agents.> Appendix E extends this result to an
economy where agents have a CES utility function.

In the optimal taxation literature there exists a standard result
(for a representative agent economy), that states that the optimal

30Here the difference with the definition of efficiency proposed by Correia (1999) is crucial:
she considers the utility of the agent with average endowment as a measure of efficiency of
fiscal policy, but this implies that concavity of the individual utility function does not matter.
In other words, the distribution of endowments would not affect the efficiency of fiscal policy.
Adopting the definition of efficiency proposed by Correia (1999), in this economy, independent
of endowment distribution, the most efficient fiscal policy would be always to tax zero capital
income.
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tax rate on capital income is zero (e.g. Judd (1999)); Proposition 10

states that for a heterogeneous agents’ economy exactly the opposite
holds.

IV.A. Two agent economy

This section analyzes a simple example, a two agent economy
(e.g. a capitalist and a worker like in Judd (1985)). Denote as the
iso-tax rate curve the set of all the pairs (o1, 09) that imply the same
level of 7F; from (34) this can be expressed as:

o1 (QTEF — p) + 2p
21870y (TEF — p) + p (27FF — p)

09 = —p

If 7% = 0 the slope of iso-tax rate curve is always equal to —1
and therefore the iso-tax rate curve is a straight line, while if 7% > 0
the iso-tax rate curve is concave. Since all the feasible pairs (o1, 02)
have to belong to the curve g9 = 20‘?_1,31 it is easy to verify that
lty, = 1 < 01 = 09 = 1. Moreover, for any 01,00 # 1 we have

78 > 0 and only if 01 = 09 = 1, then 7 = 0 (these results are just
an application of Proposition 10).
Finally, from (34) with a little algebra it follows that®?

el

which highlights the positive relationship between 7F and the mean
of 0. It is easy to show that u, increases as distribution becomes
more unequal.®?

Figure 3 shows in (o1, 02) space the resource constraint oo =
g1
2'0’171

and two iso-tax rate curves.

31To see this, consider that the resource constraint implies - + U% = 2, hence g9 = 2%

o1 201—1"
32Mean and variance of distribution of ¢ have a positive relationship if oy > 1; in particular

12
oo = o | 52|

2 - .
33By definiton of mean p, = (%) [Ul + 20?_1} = %, then Z‘;‘l’ = (22(;11_11))2 >0ifo; > 1

(by resource constraint % < 0).



24 D. FrascHI

FIGURE 3 HERE

Notice that the space between the straight line defined by u, = 1
(the iso-tax curve closer to the origin) and the origin is the locus
where 7% = 0; outside this space for every feasible pair (oy, 03) 7F
will be positive and increasing as long as we go away from the origin.

1

If economy is populated only by a capitalist (i.e. o¢ = 5) and

by a worker (i.e. oy — o0) like in Judd (1985), then p, — oo and

= (9) [V5-1] >0

V. Conclusions

The main finding of the paper is that in order to maximize wel-
fare taxing capital income is a necessary condition, provide that
agents have an uneven distribution of initial factor endowments and
lump-sum redistributions are not available. Therefore the represen-
tative agent hypothesis is decisive to evaluate the welfare properties
of fiscal policy. Moreover, in the politico-economic equilibrium so-
cial welfare can be maximized. In fact, even if fiscal policy of the
politico-economic equilibrium does not maximize growth, this could
be socially optimal if the social planner is sufficiently averse to in-
equality.
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Appendix

A Optimal fiscal policy for agent i

Given the paths of flat tax rates, agent i’s solves the following
problem:

U; = / e log (c;) (P1)
0
s.t. X l;;

NON

From the FOCs of Problem P1 optimal consumption path is given
by:

C;

—={1=7)r(r,7) —p=n(1,7), (36)

C;

while trasversality condition is given by:

ki
lim — exp (—pt) =0 (37)

t—00 C;

The optimal fiscal policy for agent ¢ solves the following problem
(arguments of functions are not reported):

max U; = /e_pt log (¢;) dt (P2)
{r7H2o
(fi = (1 —7)rki + (1 — ) wKl; — ¢;
¢ =ci|[(L=7)r—pl;
K=(01-7)rK+(1—-7)wK —C;
st.{ C=C[1—71)r—pl;
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Hamiltonian function for this problem is given by:3*

H=1log(¢;)+ M |[(m+p)ki+ (1 —y)wKl; — ¢;] + Aeem+  (38)
+uk [(n+p) K+ (1 —7)wK = Cl+ pcCn.

We make the standard assumptions that H is concave in control
and state variables and that constraint qualifications are satisfied
(see Seierstad and Sydsaeter (1985), pag. 381, Theorem 9 and Note
11) as well as the nonnegative constraints on ¢; for j =1,..., N.

Then necessary and sufficient conditions for the optimum are
the following (see Seierstad and Sydsaeter (1985), pag. 385 and the
following):

(7:,%i) = arg max H; (39)
(ry)€l0,1)*

- OH
N = Akp — T (40)

- OH
Ae = Aep — : 41
= B (41)

: OH
Ak = pEP = 5o (42)

: OH
HC = Hep — %; (43)
lim ke ”' = 0; (44)

t—-+00
lim A.cie ”' = 0; (45)
t—+00
tli+m purKe P =0:; (46)
tliin pcCe "' = 0; (47)
ki = ki; (48)
.k

lim — exp (—pt) = 0. (49)

t—o00 CZ‘

34 An equivalent way to tackle our problem is to introduce a Lagrangian function (see Chiang
(1992), pag. 279). On the contrary we use the approach suggested in Seierstad and Sydsaeter
(1985) (Section 6.5 and 6.6).
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From (39)-(43) we have:

(0if 0 <7 < 1;

=< >0if 7 =1; 50)
=to=h | <0if 7 = 0;
(0if 0 <4; < 1;

on
or

OH
a— =q 2>0ify =1, (51>
T =t =4 | <0if 4 = 0;
A
= =p—(1—7)r; (52)
Ak
Ae 1 N\
€9, (1 —
sy (L—7)r; (53)
' A 1— 1—
M—K:p—r—k(l—v)( )l—?"[(l—T (1 -~ ( )]
1207¢ 120 «
(54)
EC—op+ B 11y, (55)
e e
where 0; = I]gl and
OH
5 = A ki + (1 =) we K+ Aceimr +pxc K [ + (1= ) wrl+pcCnys
OH
5;:Aﬂm&+Chﬂww%%—wKM+%WWﬂmKﬁh+ﬂ—vﬁw—whwdhw

AA. Candidate solution

A way to solve Problem P2 is to verify if a candidate solution
satisfies necessary and sufficient conditions. In particular, we guess
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the solution (19)-(20) satisfies these conditions. This implies that:

is the solution of Problem P2, where 7 = aAs (1 —a) = .

)

ro;

éi = p]ACZ max [170i] ;

C = pK,
R 1
& =
Ak + pAe
pr = —Apli;
ALy
pe =
P

l1—o

AB. Check of candidate solution

(56)

57

o8
59

60

(
(
(
(
(61
(

)
)
)
)
)
)

62

Equations (56)-(62) causes variables k;, ¢;, K and C' to grow at
rate 7 = (1 —17;)7 (see constraints Problem P1), while A\g, A\., px, po
and pg to grow at rate —7 (see equations (40)-(43)). This implies

that trasversality conditions (44)-(47) and (49) are satisfied.

To complete the check we verify that (50) and (51) (i.e. 39) are

satisfied.

From (3), (4), (57), (61) and (62) we have:

OH

or
OH

vy

T:’TA_’L’;’Y:;)/Z'

= —TiTk; ()\k + )\cg) ;
T=T3, Y= ki

_ (1‘@)(1_0‘”@“&%).

« .
)
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Firstly suppose that o; > 1. Equations (56)-(58) imply that:

—1
PRI/ B
ro;

R aT;

Yi = - 17
—

C; = sz’%

and therefore from (63)-(64) and (50)-(51):

7A'Z'77]€Z' ()\k; + )\C,OO'Z') = O;

1—#)(1—a)F
( TZ); @)T(Ak+AcPUi):O;

By setting \) = pl_f,-(;'—l) and \) = —m (see equation (60))

both conditions are satisfied, i.e. A\ + A.po; = 0.
Finally suppose that o; < 1. Equations (56)-(58) imply that:

722'20;
Yi = L3
¢; = pk;

and therefore from (63)-(64) and (50)-(51):

—TiTk; ()\k + Ac%) < 0;

i

(1 —Aoz)r > 0.
QacC;

Again both conditions are satisfied. This completes the check
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B Derivation of equation (17)

The following are the first order conditions of problem (P1)

OH _ _(1=7)woi (1 —=7)r, —1];
37_(1—wwm+p+A&K1 )77 =] (65)

OH _ oi[(1—)w, —u]

)\k‘l 1 - ;
(97 (1 . 7) wo; + i + [( 7-) T’Y] (66)
A 1
= - l0=nr g, (67)
or or ow ow
where r, = 5 Ty = 8—7’ w, = 9 and w, = 8—7
A solution to (67) is
T =P (68)
Equations (68), (65) and (66) yield:
p r—1—=7)r;
= ; 69
1=y woi+p (A—=7v)wyo;’ (69)
P _ (1 - T) Ty (70)

(1—Ywoi+p o [(1—7)w, —w]

Substituting equation (69) in equation (70), given that w =
(1-a)

—, leads to

r—(1—79)r, _ rr (1 —7)
(1—7)r, r—(1—7)r,

from which

(1-yn(1-a)-a’r—a(l-—a)y _ (1-71-0a
_(1_7)(1_@2 ar+(1—a)y—(1—a)(1—71)’
and finally
S (1 N O‘)Oé(l - 7)’ (71)

which represents equation (17). Finally, notice that (68) satisfies
the transversality condition (16).
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C Proof of Proposition 10

The proof consists in two steps: the first is to prove that if factor
endowments are even distributed, i.e. o; = 1 Vi, then 7% = 0,
while the second step proves that if factor endowments are unevenly
distributed then 7% > 0.

The first step is proved by verifying that 1) 7 = 0 is a solution
of condition (34) if 4, = 1 and that 2) y, = 1 < 0; = 1 Vi. The first
point follows directly from (35), while the second requires a lengthier
demonstration. First of all, note that the resource constraint implies
lk—;{ +...+ f—;}f =1 or a% +...+ % = N¥_ which yields j, = Hj\rzl ;.
Now let’s suppose for argument’ sake that u, = Hj\; o; = 1, but
that 0,0, # 1, where ¢,z <€ {1,..., N} and ¢ # z. Since p, =
Hévzl o; =1 then % = 1, from which 0, =2 — 0, and 0,0, = 1;
but (2—0.)o, = 1 implies (0. —1)* = 0 which is verified only
for o, = 1; this contradicts the assumption o, # 1. Therefore
e =1 0, =1Vi.

The second step is proved by induction. In particular, we verify
that an increase in inequality of endowment distribution due to a
reallocation of capital between two agents implies an increase in 7.
In fact, starting from an even distribution of resources, it is intuitive
to conclude that any other feasible distribution can be generated by
a series of reallocations between two agents that increases inequal-
ity; therefore, provided that an increase in inequality of endowment
distribution implies an increase in 7, all uneven distributions will

be characterized by a 7% > 0.

Suppose that o, > 0., where ¢,z € {1, ..., N} and to redistribute
some quantity of capital from agent ¢ to agent z; this causes an
increase in o, and a fall in o, that is an increase in inequality.
Moreover let k = kq + k. be the total amount of capital of two

agents, from which Ui — Ui = %, where ¢ = KTZ is a constant. It
q z
: o =2
easily follows that o, = 2~ and % = ——2 .
9q=0 %q (04—0)

%Indeed if L =1 and [; = Vi, then [ = +.
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Now calculate the total differential of (34), that is:

(i) 2

=t (rE7a; + p)° (TE70; + p)”

[\)

dO’j

and, provided that Ui + Ui = % and do; = 0 Vi, © # q, z, the above
q z
equation becomes

= 2

» (ZN ro? ) )

=1 (rE7o; + p)’

=1 (rEFa; + p)’

N Fo? 21070, + —20) oqpr
o (Z 0; ) _, [ ( TVTo, p) (oq T) 0gprT
It follows that:

dr¥ >0 0,26 >0,

that is
dr¥ >0 0, > 0..

This completes the proof.

D Leisure in utility function

The aim of this Appendix is to show how the fiscal policy which
maximizes the growth rate changes if labor has an elastic supply.
For simplicity the log-linear utility case will be analyzed, that is:

Vi=(1-¢)logc; + ¢logp;,
where p; is leisure and ¢ € [0, 1] measures the elasticity of substi-

tution between leisure and working time. By normalizing to — the

(TEqu + P)Q (TEF&Uq +p (Uq - 5)>2

doy,.
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total amount of time disposable per period to each agent it follows

that:
1

i == — b
Pi= N

As in the case of inelastic labor supply, wage and interest rate
are defined by:

—Oé

r=aAs [ozT—l—(l—oz)fy]— o =71(1,7); (72)

12«

L~ K=w(r,y) K, (73)

b= (1-a)A% [ar + (1 —a)y] =

where L = SV I,
Agent ¢ solves

7 1

U, = —pt o)1 : | — ;)| dt 74
0

ki = (L =7)r(m,v)ki + (1 — ) w(r,v)Kl; — ¢;. (75)

The first order conditions (necessary and sufficient for the opti-
mum) are

St (76)

L Ay ulnyK; (77
Nl

A=Al — (1= 7)r(r,)]; (7

lim e~ \k; = 0. (79)

t—00

It is possible to show (see (76), (78) and (79)) that the steady
state growth rate is

G ki
77(7_77):0_:]{_:(1_7_)70(7_77)_/) (8())
and therefore from (75) the level of consumption is:

= (1 = y)w(r, )i K + pk;.
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The latter can be used to calculate the optimal level of working

L 1=6_ ook,
N =y uw(ny) K

By aggregating it yields the aggregate supply curve of labor
¢p
L=(1-¢) — :
(1 =) w(r,7)
Note that w(7, ) is a nonlinear function of L (see (73)) and this,
in general, does not allow an analytical solution. Since the intention

time:

(81)

of this Appendix is only to provide an example of the effects of an
elastic supply of labor, for the sake of simplicity in order to obtain
an analytical solution set a = %

The steady state growth rate will be given by ( see (72), (80) and

(1)) 1
nmy) =5 =) [(59) =) - 32%] - p.

2
The derivative of n with respect to v is equal to
1 1— 2
377(T7’7):_(1_T)[ ¢_ ¢/0 2:|7
oy 2 2 (1=9)
from which:
o op
7" =min |0,1 -2 :
[ VT=9)
ovy*

< 0, strictly if ¢ < ﬁ

Thus, if ¢ > 0 then v* < 1 and 5

(see Section II.A.); it is worth noting that this result contrasts with

Lucas (1990). However many empirical works have found ¢ very

low, so that setting ¢ = 0 does not seem a very strong assumption.
The derivative of n with respect to 7 is equal to

377(77’7) 1[ 2¢p —|—(1_¢)(1_7)—T(1—¢):|,

o 2[(1—~) 2

from which:

7" = min [ 200 1] .
Vor(1—9¢)
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Therefore, 7% = 0 iff ¢ = 0 (the case of inelastic labor supply) and

88; > 0, strictly if ¢ < then (7%,7*) = (1,0)

and the steady state growth rate will be negative.

finally, if ¢ > =1

1+4 ’ 4

E CES utility function

This Appendix extends the analysis to the case where the utility

is:
() " =1
I —p

that is, the elasticity of substitution of consumption is constant and
equal to % We stress that a CES utility function is a necessary
condition to have a steady state.

The i-th agent solves

I

oo

N
max U; = /e_ptLdt (P1.A)

{C'i}fio 1 - 2
0

st ki =k [(1—7)r(r,7) + (1 =) w(r,y)oi] — ci.

Given the time paths both of the taxes and of the capital aggregate
stock, the solution of problem (P1.A) yields the following optimal
consumption path:

¢ H

It is possible to demonstrate that (82) is also the growth rate of K
and k;, such that

& ki K (1=7)r(r,y)—p

- Q= = — = — . 83

Therefore 7 (7,7) is the steady state growth rate; finally, the

instantaneous level of consumption along the optimal path is given
by:

G_(-nrr)-p -

(p =) A =7)r(r,7) +p (1 =) w(r 7)o + pl ki
L

C; =
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The optimal fiscal policy for the i-th agent solves:

(0.¢] 1—

max U; = /ept(cz) it dt
{Tﬁ}t—o 0 1 - ILL

o =1 A=71)r(r) + p(d =) w(r 7)oi + plk;

, H
s.t. K

EK n(7,7)

(P2.B)
p

Assume that = 4 (¢ — 1) > 0 in order to have for every feasible

T
7 a definite integral in (P2.B). The current value Hamiltonian of
problem (P2.B) is given by

{{(p—1) A =7)r(r,7) +p(l =) w(r,7)o;: + pl k¢}1“+

= ptr (1= p)
(84)
[A=n)r(my)=p| 1
AR z pror (U= p)

The following are the necessary and sufficient conditions for the
optimum:

OH
H
%—7 =0, (86)
- H
A= p\— gk and (87)
lim e "' \k; = 0. (88)

t—00

From equations (85), (86) and (87), it follows that:°

7_:(1_05)(1_7). (89)

36The calculations are available on request.
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Hence, substituting (89) in (85):

(0= 1) [2 4+ (= 1)
ploi—1)+1

7, = max |0,

11—«

1 e
where 7 = aAa (1 — «) o is the value of r when (89) holds.
On the assumption that tax rates are constant, solving the inte-
gral in (P2.B) yields the following expression for individual utility:

(=) (= D)r(ro) +pl =)ot o)

prm (1= p) (k§)" " o= (1= p)n (1,7)] !

Ui (O_ia T, 7) -

(91)
1

p(l—p)
It is analytically convenient to focus attention only on fiscal poli-

cies which can be a Pareto optimum; substituting (89) in (91) and
1-a

by using the relationship w (7,v) = (T) r(7,7), it follows that:

() M Bk St DY s B R
" (L= [E= (1 —p) (1 =7) p(L =)

£:37

Notice that U is concave with respect to 7 i
po; — o+ 1> 0;

since this condition has to hold for every 7, assume that

< , 92
p< 1= (92)
where & = min {o;})*, < 1.
3T fact:
&U _ FKL) TR 1 - Fr o ! (poy — it 1)
or? Z (roi+ (=) (n=1)+2)" (- (1=7) (u—1)— £)*]

from which a necessary condition to have %2:{ >0is (uo; —p+1) > 0.
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EA. Maximum growth

The following Propositions state the fiscal policies that maximize
the growth rate and that of politico-economic equilibrium:

Proposition 11 The fiscal policy that maximizes the growth rate
n(7.7) is given by (77,77) = (0,1).

Proof. Consider the derivative of equation (11) with respect to 7
0
n(7,7) g 21(7) -
or 0y
0 V(7,7), then the fiscal policy which maximizes growth is given
by (7%,7*) = (0,1). m
In the following assume that every agent has the same labor
endowment, such that a difference in o reflects different capital en-
dowments, that is:

and 7. Since >0 7<(l—a)(l—17)

1
li=1==Vie{l,..,N}. (93)

Moreover, to avoid trivial results assume, unless otherwise spec-
ified, that ¢ is unevenly distributed, that is:

3i,5 € {1,..., N} with i # j such that o; # 0.

EB. Normative analysis

As stated above we focus our attention only on fiscal policies
satisfying relationship (89). Substituting for v in (91) yields the set
of all individual utilities associated to 7:

[0(01,7), . ,U(on,T) ],

whose elements are ranked in increasing order, i.e. U (o1,7) <
U(og,7) < ... < U (on,T).
Assume that the welfare function is additive-separable, that is:

W=> 6(U0;7); (94)
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Let 7' be the tax rate on capital income which maximizes the
welfare function, that is

W — arngaX [qu (U (Uj,T))] . (95>

Let the (generalized) Lorenz curve be:

6L () = —
:iiu” (k‘é)l—u [MTgi—(l_M) (1—7')—|—§}1_M ) 5
V& mwrE--pGon] N

11—«

1 l1-a

for S=1,..., N and where p = % and 7 = ada (1 —a) o .

The first derivative of GL (p, T) with respect to 7 shows how fiscal
policy affects the Lorenz curve:

OGL (p,7) _ XS: (KDt tol ™ oy = 1) (2 =1+ p(1—7)) — 7]
SN [E ot proy — (L= ) (L= )] [ =) (L= ) — ¢]
(96)
The following Proposition states the optimal fiscal policy for a
Rawlsian social planner:

Proposition 12 Let (TR,’yR) be the optimal fiscal policy when the

social planner has Rawlsian preferences. Then T mazimizes GL (%, T),
that is:
R I (97)
and
v = min [1, 1-— Oz(lgma)[i([fmﬂf):l)ﬂ (98)

Proof. To prove (97) it is sufficient to note that U (oy,7) <
U (09, 7) < ... < U (on, ), while v# is derived from (89). m
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The following Proposition states the optimal fiscal policy when
welfare is the simple sum of individual utilities, that is efficiency is
the only goal of the social planner:

Proposition 13 Let (TE, ’yE) be the optimal fiscal policy when wel-
fare is the simple sum of individual utilities. Then TF mazimizes
GL™ (1), that is:

oG ()| 99)
or T=7E
and
E_ 1 a E
vr =1 (1—0z>T : (100)

Proof. The proof of (99) is given by the same definition of the
generalized Lorenz curve, while v¥ is derived from (89). m
Since 7 solves the condition (99), i.e

OGL™ (1)

-+ —0 (101)

E

T=T

@zf#¥@—n<—uwu—7»—ﬂhﬂ,

24+ purPo;— (L—p) (1= r5)]"

j=1
it follows that 7% > 7%, Indeed, note that:*®

A - (E-1+p0-7)—7]

Etpror—(1-p)@-7)]"

o (o — 1) (E—1+u(1—1)) 7]

2+ proj— (1—p) (1—7)]"
N and V7 € [0, 1], from which

Vi=2 ..

u—l

¥ o ] R
2 e, — (= =

Jj=1

38Since (uo; — p+1) > 0 Vi (see (92)), then

U _ oy KD Tt (poy —pt D)
d1do; (proj+ (1 —7)(n—1)+ 2 )1+N .
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that yields 7% > 7%. Heuristically the set of all possible 7V be-

longs to the interval [TE TR}, and the higher the social planner’s

inequality aversion, the closer is 7' to 7%

To examine this point in greater depth, note that since o4 > o1 >
.. > oy then:
1[ (o;—1) (’3 1+p(1- ’7') T] S+1 0771[(0]—1 ( —1+p(1- ’7') T]

[0 Z [

>

— Ctproj—(1—p)(1-7) — +uro;—(1—p)(1-7)
j=1 [ ] > j=1 [ ] (102)
S S+1
for S € [1,N — 1] and V7 € [0, 1].
Given that 77 has to satisfy the following equality:
iajﬂl J]—l)(——l—l—,LL(l—T ))—TE}:O
L e — (- (1) |
it follows that:
OGL’ (p) :iaé“ (- —14p(=7) -7
or  |,_.r st [2+prFo;— (1—p) (1—7F)]" -

forS=1,...,N —1.

This means that the Lorenz curve corresponding to 7% is every-
where increasing in 7%
in 77 causes a decrease in inequality, but also a decrease in average
utility. Let 75 be the level of tax rate that if increased would leave

GL7 (p) unchanged, that is:

OGL" (p)
or

, except for p = 1; in other words, an increase

T=Ts

From (102) it follows that vector {Tg}gzl is ranked in decreas-

ing order, i.e. 79 > 79,1, such that 7, = 7% and 77 = 7% (see

Propositions 12 and 13).

N

Proposition 14 Let W = (o, T ) be the social welfare

function, where ¢/ > 0, ¢" < O U(az, T) the intertemporal utility
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of agent i and U (0;,7) < U (0441, 7) fori=1,...., N —1. Then the
tax rate on capital income mazximizing welfare function ™ has to

5 (or—1)[ B+ (- 1)}]

belong to the interval [T T }, where T

= max [O p(or—1)+1

M 1 (O’j*l) %71””# 177_E 77_E
and 7F implicitly solves gZ:1 [EQ‘FFLTEU(j(l/Lg(].TE))%# ]

Moreover, according to Definitions 4 and 5, 7% is the most efficient
fiscal policy, while all fiscal policies belonging to the interval (TE, TR)
present an efficiency-equity trade-off.

= 0.

Proof. From (102) it follows that 7¢ > 7,1, and since 7% maxi-

mizes the simple sum of individual utility, then in every economy
where 7 < 7F average individual utility is lower and inequality is
higher than in the economy where 7 = 7%; this means that any
7 < 7F cannot maximize social welfare. Moreover, in every econ-
omy where 7 > 7 average individual utility is lower and the poorest
agent is worse off than in the economy where 7 = 7%; therefore the
tax rate on capital income maximizing welfare function 7"V has to
belong to the range [T T ] This proves the first statement. The
proof of the second statement directly follows from Definitions 4

and 5 and equation (96). m

EB.1. Efficient fiscal policy

According to Definition 4 the most efficient fiscal policy maxi-
mizes the simple sum of individual utilities, that is:

(TE,’TE) =argmax W =

Ty
S (i\iTH p11—n
_izu (k5) [MTUZ I-pa-n+e " 5
N = p) P [8 = (1= p) (1= 7)] Np(1—p)
By the first order conditions it follows that:
1 - 11—
_-a)-y)
«

and
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05_1 [(o;—1) (2 =1+ p(1—7F)) —7F]
Z [§+M7E0j—(1—ﬂ)(1_TE)]N

Jj=1

= 0. (103)

Setting 7¥ = 0 in (34) yields a sufficient condition to obtain
% =0, that is

N
» ot oj—1) =0, (104)
j=1
that is o; = 1 Vi (or p, = 1).%
The following Proposition characterizes the most efficient fiscal
policy:

Proposition 15 The most efficient fiscal policy (or the optimal fis-
cal policy when the social planner is indifferent to inequality) in-
volves a positive tax rate on capital income, but the case of even
distribution of individual endowments (i.e. the representative agent
economy); that is:

g |0 if o; =1Vi
TS\ v >0 if 3 such that oy # 1

Proof. This proof follows closely that of Appendix C. The proof
consists of two steps: the first is to prove that if factor endowments
are evenly distributed, i.e. o; = 1 Vi, then 7¥ = 0, while the second
that, if factor endowments are unevenly distributed, then 77 > 0.
The first step is proved by verifying that 1) 7% = 0 is a solution of
condition (103) if p, = 1 and that 2) u, = 1 < 0; = 1 Vi. The
first point follows directly from (104), while for the second refer to
Appendix C. The second step is proved by verifying that an increase
in inequality of endowments’ distribution due to a reallocation of
capital between two agents implies an increase in 7. Suppose that
o, > 0., where ¢,z € [1, N] and to redistribute some quantity of
capital from agent ¢ to agent z; this causes an increase in o, and a

39See Appendix C.
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fall in 0., that is an increase in inequality. Moreover, let k = kg+ k.
be the total amount of capital of two agents, from which Ui + Ui = %,
q z

where ¢ = % is a constant. It easily follows that o, = Umiq& and
q
Zgz =G 52&)2' Given the total differential of (94), that is:
q q
N O*W N PW
j=1 012 i=1 0700
2 . 52d
where %TVK < 0, provided that UiquUL = %, dog, > 0, do, = —(gr—f_f")g

and do; = 0 Vi, © # q, z, the above equation becomes

j=1 012

B NOOPWN (KD ol (nog — p+1)
m_(_E: >_ {Vu—r)

hence:

o (= 1)+ p+ prrcy)
I L — 1
_ ol (no, —p+1) - bdo,
F(l—7)(p—1)+p+prro] "
drf >0 <
oy (pog — p+1) N

7 (1=7) (n—1) + p+ prroy)

ol (po, —p+1)
_Vu—fﬂu—n+p+wﬁ@Wﬂ”>0
The last inequality holds if:*!
ol (poy —p+ 1) [F(L=7) (u=1) + p+ prro )

o (oo — p+ 1) [F(L—7) (n—1) + p+ prra,

that is:
o, r(1—=7)(n—1)+ p+ prro,]\"*
(Oz F(1=7)(p—1) +p+/m’0q]> )
. ((udq—uﬂ) Fl—7)(p— 1>+p+m7’0z]) -
(po. —p+1)[F(1—7)(p—1)+p+prroy '
It is easy to check that both members are greater than 1, such that
dr? > 0. m

40This is the second order condition to have a maximum.
41For condition (92) both o, — pu+ 1 and po, — pu + 1 are nonegative.

> 1,

_|_
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GL™(p)\
Y
GL™ (p)
GL™ (p)
b1 P
Figure 1: efficiency-equity trade-off
GL™(p)
GL™ (P}
21 p

Figure 2: effect of an increase in 7
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__~Resource constraint

Iso-tax curve 7% > 0

Iso-tax curve 7% = 0

01

Figure 3: two agent economy
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