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Abstract

This paper builds on the analysis of Panousi and Reis of a linear capital taxation model
where households face undiversifiable capital income risk and labor income risk. It highlights
the relevance of consumption taxes in this framework. This paper provides a theoretical
and a numerical analysis of the optimal fiscal policy in response to capital income shocks
and labor income shocks. The results show that consumption taxes have the same capa-
bility of providing insurance as capital income taxes, without the downside of affecting the
households’ capital decision. In this setting, the consumption tax should be used to reduce

the volatility in income and in consumption, and the optimal capital income tax is zero.
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Resumo

Esta tese alicerga-se no modelo de Panousi e Reis, no qual é determinada a forma
6ptima de tributar o capital num contexto em que existe incerteza relativamente ao retorno
do capital e ao retorno do trabalho. E realcada a importancia que a utilizacio de um
imposto sobre o consumo pode ter neste d&mbito. Esta tese deriva em termos tedricos e
analisa numericamente a tributacao éptima em resposta a choques no retorno do capital e
no retorno do trabalho. Os resultados demonstram que a tributagao do consumo constitui
uma alternativa a tributacao do capital, na medida em que permite reduzir a incerteza
sem afectar a decisdo 6ptima de capital. Neste modelo, a politica fiscal éptima consiste
na utilizacao da tributacao do consumo com o propdsito de diminuir a volatilidade do

rendimento das familias e do seu consumo, juntamente com a néo tributagéo do capital.
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1 Introduction

Over the years, several economists have focused their work on optimal taxation problems.
One recurrent result found in the literature is that capital income should not be taxed.
For instance, Chamley (1986) has shown that, in general equilibrium models with infinitely
lived agents, the optimal capital income tax should be zero in the long run. On this matter,
Lucas (1990) also argued that capital income should not be taxed. After looking at the
data for the U.S., Lucas estimated that the elimination of the tax on capital income would
increase significantly the capital stock. Consequently, there would be welfare gains, even
though these gains would be downsized due to diminishing returns on capital.

However, this result is not universally verified. Several economists have shown that
there are scenarios and market structures that justify the optimality of a capital income tax
or capital income subsidy even in the long run. For instance, Aiyagari (1995) showed that
the existence of incomplete insurance markets and borrowing constraints lead to a positive
steady-state capital income tax. The sign of this tax is justified by the fact that both these
specificities induce savings and capital accumulation. Aiyagari proved it was optimal to
set a positive capital income tax to reduce capital accumulation. Correia (1996) presented
another exception to the “Chamley theorem” (1986). Correia showed that when there are
no restrictions on the taxation of all factors of production, the zero tax on capital income
remains optimal. However, whenever one of the production factors cannot be taxed directly,
capital income tax should be different from zero. Finally, Panousi and Reis (2016) provided
another framework where it is optimal to have capital income taxes different from zero in
the long run. They showed that in the presence of idiosyncratic income risk capital income
taxes can be used as insurance with the purpose of decreasing uncertainty in this model.

In this paper, we build on the Panousi and Reis (2016) stochastic model for a closed
economy as we strive to understand if there is any alternative or complementary configura-
tion of fiscal policy that increases welfare in this economy. We will preserve the underlying
assumption that the households’ investment decision does not depend on the realization of
uncertainty to keep the tractability of the model. On the contrary, the households’ decision
over consumption is made after the households have full information regarding the shocks
they are subject to in the current period.

The theoretical and quantitative results of our work suggest a relevant role for the
consumption tax in this model. We conclude that in the presence of uncertainty regarding
capital income, the optimal fiscal policy consists in the taxation of consumption as a mean

to decrease volatility in consumption. Furthermore, contrary to what is verified in Panousi



and Reis (2016), if the instability in income and in consumption is only induced by shocks
in labor income there is a role for fiscal policy. We can use consumption taxes constant over
time to diminish the variability of consumption without distorting the investment decision.

The paper proceeds as follows. In section 2, we describe our model, in particular we
characterize the households, the firms, the government and the markets. In section 3, we
derive the competitive equilibrium solution for our stochastic model. Section 4 derives
the first best for this economy. Section 5 solves the benevolent government’s problem to
determine the optimal way to use fiscal policy in order to maximize the welfare in our
economy. In section 6, we subject our economy to capital income shocks and labor income
shocks, individually and jointly, to analyze the optimal fiscal policy in each framework.

Finally, section 7 concludes.

2 The model

In this section, we consider a neoclassical stochastic model for a closed economy, which is
a modified version of Panousi and Reis (2016). Time is discrete and indexed by t. There
is a continuum of identical infinitely lived households of size unity. In each period, there
is uncertainty regarding the remuneration of capital and the remuneration of labor. When
a household is subject to an idiosyncratic capital income shock (7,), its pre tax rate of
return of capital may increase or decrease by an amount 7,. Additionally, if a household
faces a labor income shock (g¢), it increases or decreases the household’s remuneration of
labor by &;. We maintain the simplifying assumption that the decision of capital investment
is made before the realization of uncertainty. Therefore, the income risk has an effect on
the consumption of households but not on the investment decision. Moreover, we consider
that the income shocks (7, and ;) are independent and identically distributed over time,
so that the expectations of the households are not influenced by previous shocks. In this
framework, we consider that the firms are owned by households. However, we do not need
to take into account profits since we assume that firms behave competitively and there are
constant returns to scale in production. Lastly, we introduce an additional fiscal instrument
to the model of Panousi and Reis (2016): a non state contingent consumption tax. The

purpose of this consumption tax is to increase efficiency in our economy.



2.1 The households

Taking into consideration the assumption that households are identical prior to the real-
ization of the uncertainty, each household will solve the same maximization problem. The
households derive utility from consumption (C;). The preferences of each household are

described by the following sum of discounted expected utilities:
U=> BEu(C) (1)
t=0

where 0 < § < 1 is the factor at which the households discount future consumption.
The utility function, u(-), is strictly increasing (u.; > 0) and strictly concave (ucet < 0)
and the Inada conditions are verified.

Every period ¢t > 0, for each unit of work households receive a wage, w, plus an in-
dividual labor income shock, ;. If households transfer consumption between periods they
receive a rate of return, r;, which is taxed at the non state contingent tax rate Tf , and an
individual capital income shock, n,, which is subject to the same non state contingent tax
rate Tf . Capital is depreciated at rate, §. Households can choose to spend their disposable
income in consumption, Ct, which is taxed at the non state contingent tax rate, 7¢, or in in-
vestment. Additionally, households have to pay lump-sum taxes, T;. Thus, the household’s

budget constraint for each period t can be written as:

Ce(y,e) 14+ 78 + Kip1 + Ty = wp + & + (1 — ) Ky + (1 — 78 (ry + 1) Ky

Given the initial stock of capital Ky and the shocks to which they are subject to
in every period {n;,e:};~, , households choose consumption and capital in each period,
{Ct, Ki11}42,, to maximize their utility subject to their individual budget constraints.

Hence, the Lagrangian for the households’ problem is given by:

> Ci(ng,ee) 1 +79) + Kpq + 1T —wy — ¢
L= ZﬁtE w(Ci(ng,et)) — Ae(ny, €¢) { -0 2 e L }]
t=0

—(L = 0) Ky — (1= 7F)(re +1,) K



The first order condition for consumption, Cy(1n;, &), for ¢t > 0, is given by:

u'(Ci(ny, 1))

At(nt’et) = 1+ 7¢
t

The first order condition with respect to capital, K1, for ¢ > 0, is given by:

E[ (0] = BE | A1 (g ea1) [(1+ (1= ) (e + ) = 9] |

The optimal solution to the households’ problem is summarized by the following equa-

tions:

Ci(np,et)(1+75) + Ky + Ty = wy + &g+ (1 — 8) Ky + (1 — 77) (re + 1) I (2)

E[w“%mw&D]ZﬁE[w«mdebaH»

14+ (1—7F )
— LoD [ (= )+ —4] | @)

Equation (2) is the household’s budget constraint, and equation (3) is the Euler equation

that describes the evolution of capital along its optimal path.

2.2 The firms

The firms are perfectly competitive, so they behave as price takers and maximize their
profits in each period given the pre taxes prices of the productive factors, r; and w;. The

technology used in production uses labor and capital as inputs:

Yy = F (Ky,le)

We assume that the production function exhibits constant returns to scale, is increasing
(Fp(Ky, 1) > 0 and Fj(Ky, 1) > 0) and concave (Fir (K, ly) < 0 and Fy (K, l;) < 0) in both

factors of production and that the Inada conditions are verified.



The optimal solution to the firms’ maximization of profits implies equality between the

remuneration of factors and their respective marginal productivity in each period:
Fi(K, 1) = wy (4)
Fi (K, 1) =1 (5)

2.3 The government

We consider that the government is able to use lump sum taxes or lump sum transfers to
balance its budget. Additionally, the government has available two other fiscal instruments,
proportional non-state contingent time varying consumption taxes (7¢) and proportional
non-state contingent time varying capital income taxes (7F), that can be used to increase

efficiency in this economy. Thus, the government’s budget constraint can be written as:

Ty = E |—7§ Ce(ny,e0) — 5 (1o + 1) Kt] = —TE[Cy(ny,e1)] — Thre Ky (6)

2.4 Market clearing conditions

The equilibrium solution for this economy requires that all markets are in equilibrium.
Thus, in every period ¢ > 0, we must have equilibrium in the goods market, meaning that

the following resource constraint must be verified:

E[Ci(ng e)] + Ky — Ki(1 —0) = F(Ky, lt) (7)

Moreover, it is required equilibrium in the labor market, which implies that the labor
demand must be equal to the labor supply. In this model, we assume that the labor supply
is inelastic and equal to one. Hence, we should consider an additional market clearing

condition, that must be verified in every period:

=1 (8)



3 Competitive equilibrium

Definition 1 A competitive equilibrium is a set of allocations {Cy, K1} , prices {wy, m¢}og
and taxes {Tf, Tf, Tt}zo such that: (i) the households mazximize their lifetime expected util-
ity subject to their budget constraints, taking prices and taxes as given; (ii) firms mazimize
their profits subject to the technology constraints, taking prices as given; (iii) the government

satisfies its budget constraint in every period; and (iv) markets clear.

Given this, conditions (2), (3), (4), (5), (6), (7) and (8) are sufficient to characterize
the competitive equilibrium for our economy. We are able to summarize these equilibrium

conditions in the following equations:

Ce(ngee)(1+75) + Key1 — {B[Cy(np, e)] = F(Kp, 1) + e+ (1= O) Ky + (1= 7/ )0, Ky (9)

p |G o TR o (- b (Bl ) ) =)
(10)

The equation (9) is the households’ budget constraint written as an individual resource
constraint. In this model, we have an individual resource constraint instead of an aggregate
resource in the sense that each household faces different income shocks. Condition (10) is the
Euler equation that characterizes the investment decision in our economy. This condition
is the same for every household due to our assumption that the investment decisions are

made before the realization of the shocks, meaning that they are not conditioned by them.

4 First Best

In this section, we define the first best solution for our economy. We derive the solution
of this problem through the maximization of the households’ lifetime utility subject to the

aggregate resource constraint:

max U = ZﬁtE [w(Ce(ny, €1))] st.  ECi(ng,e)] + K = F(Ky, 1) + (1 - 6) Ky
=0



Thus, the Lagrangian for this problem can be written as follows:
oo
L=> B'Eu(Ci(n,en)] = M{E[Cilny )] + Kepr — F(I, 1) — (1= 6) Ky}
t=0

The first order condition for consumption, Cy(n;, &), for ¢t > 0, is given by:

B (Cilm, ) = A,
which implies that C¢(n;,€:) is the same for all shocks so Ci(n,,e¢) = Ct.

The first order condition for consumption, K;,1, for t > 0, is given by:

=Xt + A1 (1 + Fr(Kiy1,1) —=0) =0

Hence, the first best solution can be summarized by the following equation:

E [W (Cy)] = BE [u' (Cp11)] (1 + Fir(Kiga,1) = 0) (11)

In the first best situation, the optimal level of consumption and the investment decision
are equal for all households independently of the shocks they may face in each individual
period. Using fiscal policy, this outcome can be replicated with a proportional consumption
tax. Through the taxation of consumption, we can reduce the volatility in consumption,
since we reduce the disposable income in the good state of nature more than the disposable
income in the bad state of nature. Furthermore, as we distribute the government revenues

as lump-sum transfers the expected value of consumption remains unchanged.

5 Planner’s Problem

In this section, we derive the optimal taxation policy for our stochastic economy. We
consider a benevolent government that is able to choose the allocations that maximize the
welfare in our economy.

The problem the benevolent government has to solve is the maximization of the lifetime
utility of the households subject to the competitive equilibrium conditions. Hence, the

Lagrangian for this problem can be written as:



= 2 BEu
~ S BE [ Ct(mft))]

u' (Cry1(M110€641)
+ Z /Bt+1HtE ( ttl )
L+,

F(K;1) —e— (1= 0)Ky — (1 — mH)n, K,

(Co(nye0)) — py(1y, &0) { Ci(nyyet)(L+75) + Kip1 — 75E [Cr(ny, €0)] — }]

(1 (1= ) [Floi1, 1)+ 1] 6)]

The first order condition for consumption, Cy(n;, &), for t > 0, is given by:

u” (Ce(ny, €t))
147§

(1 + (1 - Tt> [Fu(Kp 1) +n,] — 5)]

u' (Cr(ng0)) = pe(neet) 1+ 70) + py

"
_MtflE |:u (Ct(nbet))
1+ 75

(12)

The first order condition with respect to capital, Ky, 1, for ¢ > 0, is given by:

E (i, e0)) = BE | proa(irseeen) [1+ Fe(BKopn, 1) + (1= mHne =] | (1)

u (Cry1 (g1, €041))

+ E
B L+7i,

(1 - Tf+1> Fro(Kit1, 1)]

The first order condition with respect to the non state contingent capital income tax,

TfH , for t > 0, is given by:

W (Cry1(Nes1,€041))
IT+75,

E [pt+1(77t+1’5t+1)77t+1Kt+1] = —u,FE

[Fr(Kig1,1) + ﬂt+1]] (14)

Finally, the first order condition with respect to the non state contingent consumption

tax, T, ,fort >0, is given by:



E [pr(n0:20) (Colner 1) — ECips21))] = —mE [—“(C(””] (15)

(14 7¢)?

_ W (G &1) (1 + (1 - Tf) [E3 (K, 1) +m] = 5>]

+1y 1 E
it (14 75)°

5.1 Optimal taxation policy

Lemma 1 The Fuler equation never binds, if and only if the capital income tax is always

equal to zero.

Proof. Firstly, we consider that the capital income tax is zero and derive the planner’s
problem without using the Euler equation (10) as a restriction. The first order conditions
for consumption (Ct(n,, ¢)) and capital (K;41) in this maximization problem can be written
as:

u (Ci(ng,e)) = pe(ng,e0) (14 75)

Elpi(ng,e0)] = BE [ proa(ern, ee41) [1 4 Fr(Kig1,1) + 140 — 0] ]

Together these first order conditions imply that equation (10) is verified:

5 |:u/((;'t(fr]t’gt)):| _ 8E |:’U/(Ct+1(77t+175t+1)) (14 F(Kyp1,1) 4+ 1, — ]

147§ 1476,

Thus, we know that when the capital income tax is zero the multiplier associated with
the Euler equation (10), p, is zero.

Then, we consider that the multiplier associated with the Euler equation (10), p,, is
zero. Given this assumption, we can use the expression of the multiplier associated with
the individual resource constraint (9) for period ¢t + 1 (p;,1) to write the derivative of the

Lagrangian with respect to the capital income tax as:

oL

aTktJrl

w (Cry1(Mi41,€041))
1+ 7ot

= _BtHE [pt+177t+1Kt+1] = _5t+1E Nep1 K41 (16)



Under the optimal taxation policy, it is optimal to tax consumption at the highest
rate possible. When the consumption tax is infinite, the derivative of the Lagrangian with
respect to the capital income tax (16) is zero. Consequently, we should set the capital
income tax to zero in this set up. Therefore, we conclude that when the Euler equation

does not bind the optimal capital income tax is zero m

Proposition 1 In the presence of idiosyncratic capital or labor income risk, the optimal

consumption tax is infinite and the optimal capital income tax is zero.
Proof. We are going to assume that the Euler equation is not binding (u, = 0). Given this,

we can write the derivative of the Lagrangian with respect to the consumption tax (77) as:

oL
ors

= —B'E [p;(ny,€1)(Ci(ny, €1) — E[Ci(ny, 1))

From the first order condition for consumption (Cy(n,,£¢)), we derive that the multiplier

associated with the individual resource constraint (p,(n;,ct)) is given by:

u' (Cy(ny 1))

pt(nt7€t) = 1 + TC
t

Using the expression above for the multiplier associated with the individual resource
constraint, we are able to rewrite the derivative of the Lagrangian with respect to the

consumption tax as:

2 o[ 0y, ) - BlC D)
"(C
= —ﬂtCOU [W’Ct(nt’Et)]

The optimal taxation policy regarding the consumption tax depends on the sign of this
derivative. Given the properties of the utility function that we considered, we know that
the marginal utility of consumption decreases with consumption. Therefore, we know that
the covariance between consumption (Cy(n;,¢e;)) and its marginal utility (v’ (Ci(n,et))) is
negative. Consequently, the first order condition for 7§ is positive, which means that it is

optimal to set 7¢ as high as possible, to infinite if have no additional restrictions.

10



We need to check that if 4 = 0 and 7€ is infinite, then the first order condition for the
capital income tax is met, so all first order conditions are met. We are able to prove that
using the expression of the multiplier associated with the individual resource constraint for

the period ¢ + 1 (p;41(ny11,€¢+1)) and equation (14):

u (Cra1(yy1s€041))
L+7i,

E [pt-l—l(nt—i-l?5t+1)77t+1Kt+1] =0<—=FE N1 K1 | =0

As we have seen, it is optimal to tax consumption at the highest rate possible. When
the consumption tax is infinitely large, the derivative of the Lagrangian with respect to the
capital income tax is equal to zero. Since it is optimal to set the capital income tax to zero,

our initial assumption holds, in other words the Euler equation does not bind. =

Corollary 1 Under the optimal policy (consumption tax is infinite and capital income tax

is zero), the economy is in the first best.

Proof. From the individual resource constraint (9), we know that when the consumption

tax is infinite consumption is constant and equal to average consumption.

lim Ctim,ﬁt)(l 78— TEE[Ct(ﬁt,St)]
T{—00 TtE[Ct(ﬁt,Et)] Tf_’OOTtE[Ct(ntagt)]
+ lim F(Kt, 1) +e&r + (1 — 5)Kt + (1 — Tf)’l’]th — Kt+1
7§00 TiE[Ce(ny, €1)]
— fim Sy

ri—00 E[Cy(ny, €t)]

Furthermore, under the optimal policy, the first order condition with respect to capital
in the planner’s problem (13) and the first order condition with respect to capital in the
first best (11) are equal:

E[UI(Q(W]:@)E[“/(Q(W

1+ Fo(Kpsq, 1) + (1 — 78 —5}
o D) [14 K, )+ (= s =]

= B[ (Ci(ny,e0))] = BE [u' (Crs1 (g1, €041))] (1 + Fi(Kip1,1) — 0)

11



In conclusion, under the optimal fiscal policy, we are able to fully eliminate the volatil-
ity in consumption. In other words, every household has the same level of consumption
independently of the income shocks they are subject to in each period. Therefore, we are

able to achieve the best welfare situation for our economy. m

6 Numerical simulation

In this section, we simulate numerically the steady state for our economy in order to further
analyze the optimal taxation policy in this framework. In particular, we consider what is
the optimal taxation policy if, for exogenous reasons, the consumption tax is not allowed
to be infinite. In this case, we will set the consumption tax as high as possible, but we may

use the capital income tax to reduce consumption volatility.

6.1 Model specification and parameterization

The technology is defined by a Cobb-Douglas production function, where the income share
of capital, «, is equal to 0.5 and the total productivity factor, A, is equal to 1. The
rate at which the capital is depreciated, ¢, is equal to 0.25. Furthermore, we considered
that households discount future consumption at a rate, 5, equal to 0.8. Lastly, the utility
function we used in this analysis is isoelastic, with a coefficient of risk aversion, o, equal to
1.5. Considering this parameterization of our economy, we then modelized uncertainty in
such a way that in each period there are two possible states of nature that occur with equal

probability.

6.2 Optimal taxation policy with only capital income risk

Firstly, we considered that in each period households were only subject to capital income
shocks (7). Given our simplifying assumption regarding the possible states of nature, we
have that in each period households face either a positive capital income shock (n = 6) or
a negative capital income shock (n = —6). In other words, the households’ pre tax rate of
return of capital can increase 6 or decrease 6 in each period. In figures 1 and 2, we consider
that 0 is equal to 0.5.

Figure 1 illustrates the optimal taxation policy when households face only capital in-
come risk. The optimal capital income tax decreases as we increase the consumption tax.

Moreover, through the taxation of consumption we are able to raise the steady state level

12



of capital. This happens because there is a trade-off between the capital income tax and
the consumption tax. The purpose of the capital income tax in this model is to provide
insurance against the idiosyncratic capital income risk, since it reduces the volatility in in-
come and consequently the volatility in consumption. If we reduce the consumption tax we
decrease the insurance capability of this fiscal instrument. However, at the same time we
are increasing the capital income tax, which can also be used as an instrument to diminish
volatility in our stochastic model. However, using the capital income tax has a cost since it
also affects capital accumultation. Notice that although we vary the maximum consumption

tax between 0 and 100%, the optimal capital income tax does not vary much.

Steady state capital with
optimal taxes

Optimal capital income tax

0.2 1.5
015 1
—_— 1
0.1+ o
0.5 | S
0.05 f ] —
0 ‘ ‘ ‘ ‘ 0 ‘ ‘ ‘ ‘
0 0.2 0.4 0.6 0.8 1 0 0.2 0.4 0.6 0.8 1
Consumption tax Consumption tax
Consumption without capital
Consumption with optimal taxes income taxes
1.5 ‘ ‘ ‘ ‘ 1.5 ‘ i
Chigh Chigh
Clow Clow
1 1
0.5 I 05t [
0 : : : : 0 : : : :
0 0.2 0.4 0.6 0.8 1 0 0.2 0.4 0.6 0.8 1
Consumption tax Consumption tax

Figure 1: Optimal consumption tax with capital income risk

Figure 2 confirms the results obtained in Section 5.1. If we have no restrictions on the
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level of the consumption tax, the first best is attainable. As seen, the optimal taxation
policy is not to tax capital and to tax consumption at an infinitely large rate. However,
we see that it takes an incredibly large consumption tax to reach our limit result. If this
scenario was feasible, the steady state level of capital would converge to the first best level
of capital, and the volatility of consumption would be fully eliminated. Thus, we would

achieve the best possible welfare in our economy.

Steady state capital with
optimal taxes

Optimal capital income tax

0.2 1.5
0.15
17 I
011
0.5 |
0.05
0 : : : : 0 : : : :
0 10 20 30 40 50 0 10 20 30 40 50
Consumption tax Consumption tax
Consumption without capital
Consumption with optimal taxes income taxes
1.5 ‘ ‘ ‘ ‘ 1.5 ‘ ‘
Chigh Chigh
Clow Clow
1 1
05/ . 051/
0 : : : : 0 : : : :
0 10 20 30 40 50 0 10 20 30 40 50
Consumption tax Consumption tax

Figure 2: Optimal consumption tax with capital income risk, as the maximum

consumption tax increases
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6.3 Optimal taxation policy with only labor income risk

We now consider that households make their decisions in the presence of only labor income
risk (g). In each period, households may be subject to a positive labor income shock (¢ = 7)
that results in an increase on their labor remuneration of ~, or they may face a negative

labor income shock (¢ = —v) that reduces their labor remuneration by «. In the following

graphical analysis we considered a v equal to 0.5.

Figure 3 illustrates the optimal taxation policy in the presence of only labor income
risk. The first result is that the capital income tax should be zero independently of the
consumption tax. Since in our model the capital income tax was used as insurance against

capital income shocks, it is reasonable that in this particular scenario it should be set to

Zero.

0.2

015

0.1r

0.05

1.5

051

Optimal capital income tax

0.2 0.4 0.6 0.8 1
Consumption tax

Consumption with optimal taxes

Chigh
Clow

0.2 0.4 0.6 0.8 1
Consumption tax

1.5

05

1.5

05

Steady state capital with

optimal taxes

0.2

0.4 0.6
Consumption tax

0.8

Consumption without capital

income taxes

Chigh

Clow

0.2

0.4 0.6
Consumption tax

Figure 3: Optimal consumption tax with labor income risk
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Furthermore, from the results of Section 5 we know that the households’ decision over
capital at the steady state level is not affected by the consumption tax. This is verified
in the second frame, where we see that the steady state capital level is equal to the first
best capital level. Even though the households’ decision regarding capital is not affected
by the consumption tax, this fiscal instrument is relevant in this framework. Similarly
to what happens in the presence of idiosyncratic capital income risk, the consumption
tax can be used to reduce the volatility of consumption. In the bottom frames, we see that
when the government increases the consumption tax the volatility of consumption decreases.
The intuition is that in the good state of nature, when the households face positive labor
income shocks, the government uses proportional consumption taxes to reduce consumption.
In the bad state of nature, the government also taxes consumption, however there is a
positive income effect due to the lump-sum transfers that results in an overall increase in
consumption. By increasing consumption when a household faces a negative labor income
shock and decreasing consumption when a household is subject to a positive labor income
shock, the consumption tax behaves once again as an insurance.

Figure 4 reinforces the results obtained in Section 5.1. Once more, we see that the
optimal taxation policy in our economy is setting the capital income tax to zero and taxing
consumption as much as possible. As the consumption tax rate converges to infinity, we
observe that the consumption in the good state of nature decreases significantly and that
the consumption in the bad state of nature increases exponentially. If it was feasible to
apply such tax rates, the variability of consumption would be entirely suppressed and we

would be in a first best situation.
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Figure 4: Optimal consumption tax with labor income risk, as the maximum

consumption tax increases

6.4 Optimal taxation policy with capital income risk and labor income

risk

In this section, we will consider that households may be subject to both types of risk

simultaneously. Furthermore, we will assume that the capital income shock and the labor

income shock are correlated.
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6.4.1 Negatively correlated capital income risk and labor income risk

We start by considering a perfect negative correlation between the income shocks.

consider that in one state of nature a household faces a negative capital income shock
(n = —0.2) and a positive labor income shock (¢ = 0.5), whereas in the other state of

nature the household is subject to a positive capital income shock (7 = 0.2) and a negative

labor income shock (¢ = 0.5).

Figure 5 illustrastes the optimal taxation policy with capital and labor income risk when

the magnitude of the labor shock is high. In this set up, we conclude that it is optimal to

subsidize capital and that the subsidy decreases with the consumption tax.
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Figure 5: Optimal consumption tax with negatively correlated capital income risk

and labor income risk




In Figure 6, analyze the optimal fiscal policy in this set up as we increase the range
of possible values for the consumption tax. We observe that if we use an infinitely large

consumption tax instead of subsidizing capital we eliminate the variability in consumption

and the steady state level of capital converges to the first best level of capital.
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Figure 6: Optimal consumption tax with negatively correlated capital income risk

and labor income risk, as the maximum consumption tax increases

6.4.2 Positively correlated capital income risk and labor income risk

We then considered a perfect positive correlation between the income shocks.

In other

words, we assumed that in one state of nature a household faces simultaneously a negative

capital income shock (n = —0.3) and a negative labor income shock (¢ = —0.1), whereas
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in the other state of nature the household is subject to a positive capital income shock

(n = 0.3) and a positive labor income shock (¢ = 0.1).

Optimal capital income tax

Steady state capital with
optimal taxes

0.15 s
01 |

0.05 - I I
° 0

1.5

0.5

0.2 0.4 0.6 0.8
Consumption tax

Consumption with optimal taxes

Chigh
Clow

0.2 0.4 0.6 0.8
Consumption tax

1.5

0.5

0.2 0.4 0.6 0.8
Consumption tax

Consumption without capital
income taxes

Chigh
Clow

0.2 0.4 0.6 0.8
Consumption tax

Figure 7: Optimal consumption tax with positively correlated capital income risk

and labor income risk

Figure 7 illustrates the optimal fiscal policy in this set up. Firstly, we observe that the
optimal capital income tax slightly decreases as we increase the consumption tax. This
result is similar to the one obtained in Section 6.2. and the reasoning behind this result is
the same, we use the consumption tax as a mean to reduce volatility so the role of the capital
income tax as an insurance measure becomes less relevant. Furthermore, we observe that
under this specification of uncertainty consumption becomes less volatile as we increase the

consumption tax. Figure 8 shows that in this framework it is optimal to tax consumption at
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an infinitely large rate and to set the capital income tax to zero in order to fully eliminate

the volatility in consumption and to reach the first best level of capital.
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Figure 8: Optimal consumption tax with positively correlated capital income risk

and labor income risk, as the maximum consumption tax increases

7 Concluding remarks

In this work we show that, even though the potential of consumption taxes is neglected at

times, they can be powerful fiscal instruments. In our set up, we provide an example of a

stochastic model in which a tax on consumption can be used to provide insurance against

capital income shocks and labor income shocks.



In the presence of idiosyncratic capital or labor income risk, we concluded that it is
optimal to tax consumption at the highest rate possible. Given the reasonable levels for the
consumption tax, we are not able to eliminate the capital income tax entirely. However,
we are able to reduce the capital income tax which has a positive effect on the steady state
level of capital and on the welfare in our economy.

When households face a labor income shock, the capital income tax should be zero.
But, uncertainty created by the labor income shocks can be significantly reduced using
consumption taxes. In the periods in which a household is subject to a positive labor
income shock consumption tax is used to decrease the disposable income and consequently
decrease consumption. On the other hand, when a household faces a negative labor income
shock is able to smooth the effect of this shock due to the lump sum transfers that result
from the taxation of consumption of the other households.

In conclusion, in our stochastic neoclassical model the non state contingent consumption
tax fulfills the purpose of reducing the variability in the households’ income, thus increasing

the overall welfare in this economy.
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8 Appendices

8.1 Numerical analysis

In this appendix, we derive the expressions that were needed to the perform the numerical

analysis of the optimal taxation problem.

8.1.1 Expected value of consumption

We made the simplifying assumption that there were two states of nature to enable com-
putations. Furthermore, in order to have the expected value of the shock capital income
shock and the expected value of the labor income shock being both equal to zero (E(n) = 0
and F(e) = 0), we assumed that each state of nature occurs with equal probability.

Then, we derived the expression for consumption in each state of nature and the expected
consumption. From the individual resource constraint we know that the consumption of a

household can be written as a function of the income shocks:

Ci(ng,e0)(1+75) + Kppr — 4B [Cy(ny, e0)] = F(Ky, 1) + (1 — 0) Ky + ¢ + (1 — 75)n, K

AKY — 0K + e+ (1 —1)nK + 7.E [C(n, €)]

Given our simplifying assumption, we are able to write the expected value of consump-

tion as:

E[C(n,¢)] = 0.5C + 0.5C;

ElC(n,e)] = 05 [AKC“ — 0K —q+ (11 - TTIZWK + 7.8 [C(U,a)q
+0.5 [AKa — 0K +v— (1117:)91( +7.E [C(n,s)]]

23



AK®— 6K _AK*—4§K] [-0. .
E[C(,e)] = @55+Q5 5 } {0m+om]

147, 147 L+ 7.
L [05(1 = 70K — 05(1 — m)0K
1+ 7,
N 0.57.E[C(n,e)] + 0.57.E [C(n,¢)]
147,
AK® — K T.E C’I’},E
BlO@e) = 25 o)
e AK® — §K
ploma)l (1- o) = 2
E[C(n,e)] = AK® — 6K (17)

Finally, using equation (17) we obtain the following expressions for the consumption in

the two states of nature:

AK® — 6K — v+ (1 — 74)0K + 7.E [C(n,¢)]

Ch = C(6,—) = e
c _AK® — 0K — v+ (1 = 13)0K + 7. [AK® — 6 K]
h = 1+ 7,
v (1—7)0K
— AK® — 6K — 1
O R (18)
AK® — 0K +v— (1 —71)0K + 7. E[C(n,¢
+ T
o _ AK® = 0K 49— (1= 1)0K + 7. [AK® — 3K]
LT 1+ 7
Cr= AK® — oK + ) (1= THOK (19)
1+7, 1+7,
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8.1.2 Planner’s problem

We reach the optimal solution of the planner’s problem when the first order conditions with
respect to the decision variables are verified. Thus, we solved this problem by imposing
that the derivatives of the Lagrangian with respect to the endogenous variables needed to
be equal to zero.

Firstly, we set the first order condition with respect to the capital income tax (74) to

zero and obtained an expression for the multiplier associated with the Euler equation (u):

oL

=
8Tf+1

u (Cy1(Nyy1,€041))
L+7i,

= -p'tE [Pt+1(77t+1a 5t+1)77t+1Kt+1] —8'wPE [Fk(KtH’ 1)+ ntH] =0

u' (C(n,€))

D (53 1.1) +41] =~ o]

<:>,uE[

Fu(K, 1) + n@ — Ep(n, K]

0.5C7 +0.5C;° 0.5C770 — 0.5C;°0
= pu [ h1 — L_F(K, 1)+ h = L } = —(0.5p,0K — 0.5p,0K)
0.5C7° +0.5C7° 0.5C70 — 0.5C;°0
= n 090 agcet h L = 0K (0.5p, — 0.5p;,)
1+ 7, 1+ 7,
0.5C7° +0.5C7° 0.5C770 — 0.5C;°0 cre
= pu ht L_qAK* ! 4 h L = 0.50 K —
1 + Te 1 + Te 1 + Te
O_C—U—l

—050Ku—t—— [(1—74) [0AK* T — 9] —§
ce oCo 1

—0.50K—1— 1+ 050 Ku—"—— [(1—71) [0AK* T+ 0] — 6
T+ 7. e J=
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wsorc (297 [ foart 1) -4
C—O’—l
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(I1+7¢)
0.5C; 7 + 0.5C;7 0.5C; 70 — 0.5C; 0
h TN (K1) 4 ot ’
1+ 7. 147,
O'Ciail C—cr O—o
+0.50K | ——— [(1 —73) [0AK*1 — 9] — ¢ _ L Yn
< J2 (1 + TC)2 |: [ :| ] 050K 1 + py 1 + =
0505 (257 11— 1) [aAK" + 6] — 5]
—0. —_— —TE) | —
i (1+ 7o) g |
o (G G’
1+7. 147,
~ K= C—O’ + C—o‘ O—a’—l (20)
“h U pk) 40K | (- AK*1 —g] — 5
R R | s [ [ | 4]
C,°0—C0 oC; 7!
Zh Z L gk b [(1 - AK* 1 4 0] —§
1+ ((1+Tc)2 (=mle =)

Afterwards, since we know that the first order condition with respect to consumption
also needs to be binding, we were able to derive an expression for the multiplier associated

with the individual resource constraint as a function of the income shocks (p(n,¢)):

oc
act (nt ) Et)

u” (Ce(ny, €t))
14 7¢

(1 n (1 _ Tf) [Fu(Kp, 1) + 1] — 5)}

U (Co(ng,ee) = pe(ng,e)(1+75) + 1y

u" (Cy(ny, €t))

— F
Hi—1 [ 1+7¢
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pre)1+7) = o (COne)) - w LDy | I
+/‘W (1= 7%) [F(K, 1) + 7] — 0]

u(Cn,e)) | u"(Cn,¢))
1+ 7 : (14 7.)?

p(n,€) = [(1=7) [Fi(K, 1) + 7] — 0]

co  gC!
BTN

p(1n,€) [(1—74) [@AK* + 7] — 6] (21)

From equation (21) we can derive the expression for the multiplier associated with each

state of nature:

Ch—O' O_Ch—o'—l
1+ 7. “(1+rc)2

pr, = p(0, =) = [(1—74) [@AK* + 0] — 4] (22)

Cl—a O_Cl—a—l
T+7e "1+

p=p(=0,7) = [(1—73) [0AK*" — 6] — 4] (23)

Finally, using equations (22) and (23) we imposed that the first order condition with
respect to capital needed to be binding:

or
OKi+1
Elp(n,e)] = BE [ Prs1(Mig1s Et41) [1 + Fip(Ke1,1) + (1 — Tf+1>77t+1 - 5”
u' (Ct+1(77t+175t+1)) k
+0uE 1475, (1 - Tt+1> Fip(Kit1,1)
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Elp(n,e)] = BE[p(n,e) [L+ Fp(K, 1) + (1 = 75)n — 0]]

+68uE [UI(C(W’E)) (1 —7x) Frr (K, 1)}
1+7,
050, +0.5p,] = B0.5p, [1+aAK* ™ + (1 —74)0 — 4]

+80.5p; [1 + ¢ AK*™ ! — (1 — 73)0 — 6]

0.5C7 +0.5C° o
+,uﬁ[ h1+Tc L _a(a—1)AK 2(1—Tk)]
[ph + pl] = 5ph [1 + aAK* ! + (1 — Tk)9 — (5] (24)
+8p [1+AK* ™ — (1 —713,)0 — 6]
CIZU + C’l_g a—2
+u3 [ 17 ala—1)AK*™= (1 — Tk):|

In conclusion, after imposing that the first order conditions for the capital income tax
(1r) and for consumption (Cy(n;,e:)) were equal to zero, we found the optimal taxation

policy by choosing the tax rate that made equation (24) binding.
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