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Preface

Both wealth and income are highly and increasingly concentrated at the top (for example, Saez
and Zucman (2016) and Piketty, Saez, and Zucman (2018)). This rise in economic inequities
evoked recent proposals for reforms of current tax systems towards more redistribution (see,
e.g., Piketty (2014)). The incidence of such redistributive policies hinges on how these policies
affect the behavior of economic agents. This classic topic in public economics is central for
understanding the intended and unintended consequences of fiscal policies from a positive per-
spective and, ultimately, for their normative desirability. Most of the theoretical and empirical
research in this area studies individuals’ behavior taking pre-tax wage and return rate differentials

as inherently given.

However, this assumption of exogenous skill differences is inconsistent with the cross-sectional
dynamics in inequality (for instance, Gabaix et al. (2016)). Moreover, it is in contrast with the
insights from the modern literature on labor and financial economics modeling the formation of
wages on labor markets and return rates on financial markets. They are, to some extent, them-
selves economic outcomes, for example, determined by individual effort, migration responses,
portfolio choices, or general equilibrium externalities. As economic outcomes, both their level

and distribution are profoundly shaped by redistributive policies.

In this thesis, I make progress towards understanding redistributive policies under endoge-
nous pre-tax incomes. In Chapter 1, I study capital taxation when the heterogeneity in return
rates endogenously forms. Chapter 2 derives the optimal labor income taxation with endogenous
pre-tax wages and migration responses. Finally, Chapter 3 studies the effects of business taxes,
another instrument of redistribution, on the endogenous profit margins of internationally mobile

firms. In the following, I describe these papers and their main results in more detail.

In Chapter 1, I investigate how the different sources of return rate inequality (see Bach,
Calvet, and Sodini (2020) and Fagereng et al. (2020)) shape the equity-efficiency trade-off of
redistributive tax policy. More specifically, I study capital income taxation in an economy in

which households’ return rates on savings correlate with ability and wealth. My main findings
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Preface

are as follows: Whereas the correlation of return rates with ability types, typically referred to
as “type dependence,” calls for higher capital taxes, perhaps surprisingly, the correlation with
wealth, labeled as “scale dependence,” lowers the optimal taxation of capital. This makes the
policy implications of rising return inequality non-trivial. The intuition is that, aside from am-
plifying capital inequality, the endogeneity of return rates induced by scale dependence makes
capital more responsive to taxes raising the efficiency costs of taxation. Therefore, it matters sub-
stantially whether return inequality reflects differences in investment talent, as in existing capital

taxation models, or results from households’ effort to increase their rate of return.

In Chapter 2, which is joint work with Eckhard Janeba, I augment the classical debate on
the optimal taxation of labor income (e.g., Mirrlees (1971)) and international labor migration
by general equilibrium effects in production. This is an important avenue since there is ample
empirical evidence of such general equilibrium effects (for instance, Card (2009)), which have
been neglected in the tax and migration literature. When regarded separately, both migration and
general equilibrium responses are known to limit redistribution — in the former case, due to a
“threat of migration” of high-skilled workers (see Lehmann, Simula, and Trannoy (2014)) and,
in the latter one, because of “trickle-down” effects in production (see Stiglitz (1982) and Sachs,
Tsyvinski, and Werquin (2020)). By considering the interaction of migration and general equi-
librium responses, I derive two novel results: Firstly, in the presence of international migration,
the trickle-down effect is self-limiting, and secondly, in general equilibrium, the threat of mi-
gration is less severe. Therefore, I conclude that the policy prescriptions derived from a simple

partial equilibrium framework without migration are more realistic than expected previously.

Chapter 3, which is joint work with Eckhard Janeba, deals with the effects of unilateral
economic disintegration, such as Brexit, on the formation of national and international policies. I
contribute to the tax competition literature by introducing international firm relocation and non-
cooperative business tax policies into a classical multi-country, multi-sector general equilibrium
trade model in a highly tractable way. Business tax policies represent any national policy that
alters the spatial distribution of economic activity. Since firms can internationally relocate, their
pre-tax profit margins are endogenous to business taxation. I predict that the UK will become a
tax haven after Brexit and that business taxes in the remaining EU converge in the long run. Third
countries, e.g., the US, appear more attractive as a business location after Brexit and, hence, can
tax more. At an international level, I show that, after Brexit, EU member countries raise their
degree of economic integration among each other and vis-a-vis third countries. Similarly, the
UK intensifies existing trade relations with other countries. Both findings suggest a backlash to

deglobalization.



In summary, this thesis demonstrates that, under endogenous pre-tax incomes, redistributive
policies have unintended consequences. As a result, tax incidence analyses need to be augmented
by wage, return rate, and profit responses that, in turn, alter households’ and firms’ incentives
on an individual level and tax revenues and welfare on an aggregate level. These considerations
lead to new perspectives on the normative question of how governments should optimally design
tax systems. Thus, the presence of endogenous pre-tax incomes widens the classical debate
on redistributive policies and creates entirely novel policy recommendations. Altogether, this
thesis calls for a better understanding of the drivers of economic inequities and their empirical

magnitude.



Chapter 1

Redistribution of Return Inequality

1.1 Introduction

Over the last decades, numerous countries have seen a rapid rise in wealth inequality. In the
U.S., for example, the wealth share of the top 0.1% has tripled over the past forty years (Saez
and Zucman (2016)). Persistent heterogeneity in the idiosyncratic returns to wealth has been suc-
cessful in explaining the observed thick tail in the wealth distribution. Such “type dependence”
can, for instance, plausibly arise from differences in entrepreneurial ability or investment talent.
In addition to type dependence, a recent wave of empirical papers documents the prevalence
of “scale dependence,” referring to a positive correlation between wealth and its return.! Scale
dependence may have various sources. Most prominently, Piketty (2014) argues that wealthier
households obtain higher rates of return than poorer ones both across and within asset classes
because they can take more risks and hire skilled financial advisers.

A well-known result in public finance is that exogenous inequality in return rates justifies
the taxation of capital (see, e.g., Atkinson and Stiglitz (1976) and Saez (2002)). However, little
is known about the policy implications of the sources of return inequality. How should capital
taxation account for the presence of scale and type dependence? How should redistribution
respond to a rise in inequality driven by return rates? Which sources of return inequality should
a government address, and which not? Can the government alter the distribution of pre-tax return
rates? To answer these questions, I study capital taxation when the inequality in return rates

comes from type and scale dependence. As a leading example, I microfound scale dependence

'For recent empirical evidence, see Bach, Calvet, and Sodini (2020) and Fagereng, Guiso, Malacrino, and Pistaferri
(2020). Moreover, it has been shown that one needs to add scale dependence to standard random growth models to
account for the cross-sectional dynamics in inequality (Gabaix et al. (2016)).

10



1.1. Introduction

on a financial market with portfolio choice and information acquisition following the argument
by Piketty (2014), as originated by Arrow (1987).

According to conventional wisdom, one might expect that when the rich experience a rise
in their return rates relative to the poor, this additional source of inequality provides a rationale
for higher capital taxes (see, for example, Piketty (2014)). However, this chapter shows that,
besides the inequality level, the source of return inequality is crucial for capital taxation: More
type dependence calls for higher capital taxes, whereas scale dependence reduces the optimal
capital tax.

The intuition is as follows. The optimal capital tax with return inequality features a classic
trade-off between equity and efficiency. Firstly, it is inversely related to the elasticity of capital
with respect to capital taxes, capturing the efficiency costs of raising taxes. Secondly, the optimal
tax rises in the observed capital income inequality, which accounts for equity concerns. This
trade-off is present irrespective of the source of return inequality (type and scale dependence).

However, these two measures that determine the optimal capital tax structurally depend on
the source of return inequality. Type dependence amplifies the observed capital inequality, which
calls for a higher capital tax. Scale dependence also increases the observed amount of capital
inequality. At the same time, unlike type dependence, scale dependence raises the elasticity of
capital due to a novel efficiency channel.

Under scale dependence, there is a two-way interplay between taxes and pre-tax returns: On
the one hand, return rates and their distribution across households shape the wealth distribution,
which serves as a critical primitive for designing a tax system. This standard channel is present
in taxation models with exogenous return inequality (type dependence only). On the other hand,
if the capital elasticity is non-zero, taxes affect the incentives to save. However, in the presence
of scale dependence, higher savings boost pre-tax return rates, yielding a convex relationship
between capital income and savings. Thus, scale dependence makes pre-tax return rates endoge-
nous to the tax system (novel channel). I demonstrate that this convexity under scale dependence
generates an inequality multiplier effect that augments the standard income and substitution ef-
fects from tax reforms.?

To provide an example, suppose that the government decreases the capital tax of an indi-
vidual. Assuming that the substitution dominates the income effect, she saves more. However,
when the amount of savings and its pre-tax return endogenously correlate, the latter also rises.
In the leading example, the individual acquires more information, e.g., via financial advisory or

financial education, and adjusts the financial portfolio. Now, she earns more on every dollar she

2Scheuer and Werning (2017) demonstrate a similar result for superstar compensation schemes and labor income
taxation.
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Redistribution of Return Inequality

invests in future consumption. In other words, saving money pays off to a greater extent. In
response, the individual saves more, which, in turn, increases her pre-tax return and so on. The
own-return elasticity measures this inequality multiplier effect as it describes the responsiveness

of pre-tax returns.

I show that the increase in the elasticity either offsets or dominates the rise in inequality.
Perhaps surprisingly, a rise in scale dependence is, thus, either neutral or calls for a lower capital
tax. In contrast, more type dependence leads to a higher optimal capital tax since it only raises
the observed capital income inequality while leaving the capital elasticity unaltered, as described.
Therefore, type and scale dependence have opposite policy implications. It does not only matter
for tax policy whether and to which extent return rates are heterogeneous across the population,
but the underlying source of return inequality is crucial for understanding how a government
should respond to rising inequality. This conclusion is at odds with Piketty (2014) (Chapter 12),

who uses scale dependence as an argument for more redistribution (via a progressive wealth tax).

The endogeneity of pre-tax return rates implies a Le Chatelier principle for capital (see
Samuelson (1947)). Under endogenous pre-tax return rates, capital responds more elastically
for flexible than for fixed return rates. As a result, an econometrician underestimates capital
elasticities if she does not account for the adjustment in pre-tax return rates, for instance, by
using data from a short time window in which return rates do not adjust. Even estimates from
long-run data may be biased. For example, a bias materializes if one estimates elasticities from
the behavior of households in the wealth distribution that do not (or only to a limited extent)
feature endogenous returns. This issue is, for example, characteristic of households from the
bottom of the wealth distribution who mostly hold cash and are unable to participate in the stock

market due to financial constraints.

Therefore, I estimate the amount of scale dependence directly. I first provide reduced-form
macro evidence by tracking the relationship between the realized return rate of the rich and their
wealth in the Survey of Consumer Finances (SCF). Then, I estimate the own-return elasticity
from panel data on the returns of U.S. private foundations. This idea is similar to Piketty (2014),
who descriptively documents the amount of scale dependence using return data from U.S. univer-
sities. Although universities and foundations are institutional investors who potentially behave
differently on the financial market, they may serve as a reasonable proxy for wealthy investors.

For comparison, I also retrieve an estimate from the study by Fagereng et al. (2020) from Norway.

This procedure yields a range of estimates of the lifetime own-return elasticity between 0.1
and 0.9. A medium value of 0.5, for instance, means that doubling the amount of savings raises a

household’s rate of return accumulated over a lifetime by 50%. The decline in the optimal capital
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1.1. Introduction

tax that this magnitude of scale dependence triggers is sizable. For an own-return elasticity of
0.5, the presence of scale dependence lowers the revenue-maximizing capital gains tax by more
than 25%.

Aside from illustrating this inequality multiplier effect on the capital elasticity, I derive a
novel, parsimonious representation of the measure of inequality that enters the formula for the
optimal capital tax. The representation relates well-known inequality measures, such as the Gini
coefficient of the capital income distribution, to the distribution’s empirically observable shape
parameter frequently considered in the inequality literature. I demonstrate how to adjust the
inequality measure for scale and type dependence and calculate optimal capital taxation condi-
tional on primitives. I also study the policy implications of the relative amount of scale and type
dependence. A boost in inequality can be completely neutral for optimal taxation. For instance,
holding the capital income tax fixed at 50%, doubling the own-return elasticity cancels out a

surge in type dependence of 17%.

These observations hold under the partial equilibrium assumption of a small open economy
and in general equilibrium. However, besides altering individual choices, in general equilibrium,
tax reforms also affect aggregate variables that feed back into individual return rates. In the
financial market example, the equilibrium stock price aggregates information and risk-taking
that depend on aggregate wealth. Thus, an individual’s pre-tax return on investment is not only
a function of her own savings but also of others’. Then, aside from an inequality multiplier
effect, tax reforms also induce inter-household effects. The reasoning is as follows. A tax reform
changes an individual’s savings and returns (due to the altered financial knowledge). As her
savings adjust, in general equilibrium, the returns of others and, hence, their savings change
as well. In response, this feeds back into the return of the first individual. I measure these
general equilibrium effects in terms of novel cross-return elasticities. In the financial market
microfoundation, I identify general equilibrium price effects that call for higher taxes in general
than in partial equilibrium. Intuitively, these price effects resemble trickle-up externalities, as in
a situation of rent-seeking where the rich take away return rates from the poor. The government

taxes these extra rents away (see Rothschild and Scheuer (2016)).

In the foundation data, I find statistically significant but economically small cross-return elas-
ticities. This finding suggests no or negligible general equilibrium forces. The point estimates
of cross-return elasticities support some features of the financial market. For instance, there are
negative effects from the top of the wealth distribution, indicating the presence of small general

equilibrium effects.
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Redistribution of Return Inequality

Related literature. This chapter relates to four strands of the literature. Firstly, I add to the
sizable literature on capital taxation. As shown by Saez (2002), return inequality provides an
essential justification for why capital taxes should not be zero, unlike in Atkinson and Stiglitz
(1976), Chamley (1986), and Judd (1985). So far, the focus in the literature has been on return in-
equality that arises from type dependence. For instance, Shourideh (2012), Saez and Stantcheva
(2018), and Guvenen, Kambourov, Kuruscu, Ocampo-Diaz, and Chen (2019) allow return rates
to exogenously differ across agents and study the equity and efficiency implications of capital
taxation. Gerritsen, Jacobs, Rusu, and Spiritus (2020) analyze capital taxation under type and
scale dependence. They show that both sources of return inequality give rise to optimal pos-
itive capital taxation and investigate the underlying mechanisms. While my model nests their
established (non-)zero-capital-taxation results, I investigate how different sources of return rate
inequality shape the equity-efficiency trade-off and demonstrate the opposing effects of scale
and type dependence on capital taxation. Gaillard and Wangner (2021) obtain similar conclu-
sions about the effects of type and scale dependence on wealth taxation in a quantitative model,

however, restricting the policy instruments to a linear wealth tax at the top.

Moreover, I introduce scale and type dependence into two well-known taxation frameworks:
the dynastic framework of linear wealth taxation by Piketty and Saez (2013) and the canonical
Mirrlees (1971) model of nonlinear capital income taxation, as in Farhi and Werning (2010).
Using the perturbation techniques introduced in Piketty (1997), Saez (2001), and, more recently,
Golosov, Tsyvinski, and Werquin (2014), I characterize the optimal linear and nonlinear capi-
tal taxation. Besides, I allow for uncertainty (e.g., Aiyagari (1994)) and full intergenerational
dynamics by restricting attention to simple tax instruments. Similarly, I separate the nonlinear
taxation of labor and capital income. These restrictions allow me to derive a clear-cut charac-
terization of the respective tax systems. However, the main conclusions regarding the presence
of scale and type dependence should carry over to a fully optimal mechanism as considered in
the new dynamic public finance literature (for instance, Golosov, Kocherlakota, and Tsyvinski
(2003)). Moreover, I abstract from the debate on the gains from selecting different tax policy
instruments, e.g., wealth vs. capital income taxation (see Guvenen et al. (2019)) or excess return

taxation (for instance, Boadway and Spiritus (2021)).

Secondly, the chapter links to the literature on redistributive taxation in general equilib-
rium. Rothschild and Scheuer (2013), Ales, Kurnaz, and Sleet (2015), and Sachs, Tsyvinski,
and Werquin (2020) extend the original framework by Stiglitz (1982). Deploying the techniques
in Sachs, Tsyvinski, and Werquin (2020), I am, to the best of my knowledge, the first one to

provide a thorough analysis of the nonlinear capital tax incidence and optimal capital taxation
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1.1. Introduction

in general equilibrium. Thereby, I extend the well-known concepts of own- and cross-wage
elasticities that matter for labor income taxation to pre-tax return rates in the context of capital

taxation.

Thirdly, in microfounding return inequality on a financial market, I add to the literature on
financial knowledge in partial (e.g., Arrow (1987) and Lusardi, Michaud, and Mitchell (2017))
and general equilibrium (e.g., Grossman and Stiglitz (1980), Verrecchia (1982), Peress (2004),
Kacperczyk, Nosal, and Stevens (2019)). To the best of my knowledge, this is the first paper
formalizing a link between redistribution and informational efficiency in Grossman and Stiglitz
(1980) financial markets. The idea that capital taxes affect the accumulation of financial knowl-
edge is, however, similar to the literature on taxation and human capital (for recent examples,
see Krueger and Ludwig (2013), Findeisen and Sachs (2016), and Stantcheva (2017)). Also,
the implications of scale dependence for capital taxation derived in this chapter are similar to
those of superstar compensation schemes for labor income taxation (see Scheuer and Werning
(2017)). However, the empirical evidence suggests that scale dependence is widely disseminated
throughout the wealth distribution, whereas superstar effects primarily manifest at the top of the

income distribution.

Fourthly, in my empirical analysis of the SCF and a large panel of U.S. foundations, I doc-
ument the prevalence of scale dependence and, more generally, return inequality as in Yitzhaki
(1987). More recently, Bach, Calvet, and Sodini (2020) and Fagereng et al. (2020) document
scale dependence with Scandinavian data. Finally, by providing estimates of own- and cross-
return elasticities, I also add to the empirical literature on estimating capital elasticities. I survey

this literature in Section 1.3.1.

Outline of the chapter. The chapter is structured as follows. First, I establish the main find-
ings in a simple conceptual framework (Section 1.2). I also describe the microfoundation and
well-known extensions to the conceptual framework. In Section 1.3, I describe the empirical
implications of my results and estimate own- and cross-return elasticities with data from the SCF
and U.S. private foundations. In Section 1.4, I provide quantitative illustrations of the effects
of type and scale dependence on the equity-efficiency trade-off and the optimal capital taxation.
Section 1.5 concludes. I relegate all proofs, model extensions, and the microfoundation to the

Appendix.

15



Redistribution of Return Inequality

1.2 The Model

1.2.1 A Conceptual Framework

This section describes a simple two-period life-cycle framework to think about capital taxation
under the presence of type and scale dependence. Suppose there is a unit measure of house-
holds i € [0, 1] that differ in their labor earnings ability w;. Thus, under standard monotonicity
conditions, one can interpret i as a household’s position in the income distribution. Aside from
working /; hours (in period 1), household i saves a; (for period 2) to maximize lifetime utility
u; (c1,c2,1). Households use their first-period (after-tax) labor income for consumption and sav-
ings and consume their final (after-tax) wealth in the second period. Their pre-tax return rates
on savings, r(a;,i) = ri(a;), may differ due to type dependence and scale dependence.> Type

dri(a;)
dependence refers to an exogenous heterogeneity in return rates (—5-

> (): That is, some types
can generate higher return rates than others, for example, because of an inherent investment tal-
ent or entrepreneurial skill. Scale dependence refers to a positive relationship between wealth

and its return (ar’ i)

> 0).* Observe that the presence of scale dependence does not rule out type
dependence and vice versa. Just as in reality, both type and scale dependence may co-occur in
this setting. In contrast I refer to type dependence only as a setting where all the return inequality
is exogenously given ( a’) > ( and ar’(a’) = 0). Let there be a linear tax rate Tx on capital gains
ag; = a;ri(a;) and a lump—sum transfer T. Suppose that utility is quasilinear in the consumption
of final wealth. Utility maximization yields each household’s Marshallian savings supply func-
tion a; = @; (Tx, r; (a;) ;i) and an indirect (present-value) utility U; (tx, 7). Define the elasticity

(1—1x) dli%% and the cap1tal galns elas-

of savings with respect to the capital tax rate as Cl.a’

ar,(1-1x) _ leg(aR,i)
= diog(1—1x)"

Then, the two elasticities coincide C

ticity as & Without scale dependence, households’ return rates are fixed.

1 ‘L'K) _ i.aR,(l*TK)

; , where E,- indicates that the respective

3n this section, T focus on persistent return inequality and disregard the role of luck. In the Appendix, I deal with
uncertain return rates.

“Later, I microfound the notion of scale dependence on a financial market with portfolio choice and financial knowl-
edge acquisition. Wealthy households acquire more financial information and, thus, obtain higher rates of return on
their financial investments than poorer households. This microfoundation generates qualitatively the same endoge-
nous return inequality as other potential channels would do, e.g., stock market participation costs, housing, liquidity
constraints, and insurance against consumption risk. Moreover, it fits well into the empirical setting I consider
later. The positive and normative implications for capital taxation remain the same irrespective of the underlying
mechanism that generates scale dependence.

SFollowing the capital taxation literature, I interchangeably use the terms capital income and capital gains. Similarly,
I do not differentiate between realized and unrealized returns, which is in practice an important distinction. In the
Appendix, I extend the exposition to the nonlinear capital income taxation and wealth taxes.

®This representation can also be interpreted as the static equivalent of the steady-state utility in a fully dynamic setting
(see Saez and Stantcheva (2018)).

16



1.2. The Model

elasticity is evaluated at a fixed return rate. Under scale dependence, this is not the case. Let
Ea,r __ dlog(a;)

i 7 dlog(ri)
chapter is to explore the differential equity and efficiency effects of type and scale dependence.

measure the responsiveness of savings to the rate of return. The novelty of this

The own-return elasticity € = w describes the extent of scale dependence. For simplicity,
8(ai)
let & (1=-7%) , £*", and € be constant in this section.”

A utilitarian social planner maximizes aggregate welfare at a given budget by optimally
choosing the capital tax:

{max /FU 1%, T)di subject to /’L'KaR {di>T+E, (1.1)
TK7

where {I7},. 0,1] are the household’s (weakly decreasing) Pareto weights and [;Iidi = 1. In the
following, I use this basic framework to study capital taxation under type and scale dependence,
holding all the other primitives of the economy fixed (such as the savings elasticities at a given

rate of return). I establish three novel findings that I summarize in Proposition 1.

Proposition 1. Consider the optimal capital gains tax under return rate heterogeneity.

(a) When expressed in terms of sufficient statistics, the formula for the optimal capital tax is
the same irrespective of the sources of return inequality.

(b) Under scale dependence, an inequality multiplier effect increases the elasticity of capital
income (relative to type dependence only). This effect acts as a force for lower taxes.

(¢) The optimal capital tax with scale dependence is either the same or lower than without
scale dependence (type dependence only). By contrast, the presence of type dependence raises

the optimal capital tax.

Proof. Appendix 1.A. [

Part (a). The government’s problem yields a Ramsey formula for the optimal capital tax (e.g.,
Diamond (1975))

TK . 1 (1 — 1—;) aR.i
1 o TK - zalh(l_fl() E(ClRﬁi) :| (12)
—ar,(1-1x) ; (1— 1-I)ag.; .. o
where {0 M = E(aaLI;J)CfR (1= )} nd E {ﬁ} are the average elasticity of capital in-

come and the observed capital income inequality, respectively. Irrespective of how returns form,
the optimal capital income tax is decreasing in the average elasticity of capital income which
quantifies the efficiency costs of raising taxes. At the same time, accounting for the society’s eq-

uity concerns, the optimal tax rises in a measure of the observed capital income inequality, e.g.,

"The assumption that € is constant over the population finds support in my empirical analysis of Section 1.3.
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the Gini coefficient of the capital income distribution (see below). Knowing these two sufficient
statistics is enough to characterize the optimal capital tax, which gives part (a) of Proposition 1.
However, they depend on both type and scale dependence. Therefore, I now move to a structural

approach and analyze how the sources of return inequality affect the two sufficient statistics.

Part (b). I begin with the elasticity of capital. Without scale dependence (conditional on pre-tax

return rates), capital income is linear in savings ag; (@) |¢.y, . . = ri and ap; (@) gy, =0

With scale dependence, the rate of return is endogenous. 'll“il[isl] makes capital gains éi)[(r)il\]/ex in
savings ag ; (a;) = ri(a;) and ag;(a;) = r}(a;) > 0, where T assume that households take their
equilibrium pre-tax return rates as given. To gain some intuition, consider an individual i. In a
setting with type dependence only, the individual is endowed with an investment skill, allowing
her to realize a return r;. Her capital gains proportionally rise with her amount of investment.
Off equilibrium, to obtain the same capital income as another individual i’ > i, she needs to
increase her savings substantially. Under scale dependence, the individual has the same return
rate r; in equilibrium as without scale dependence. However, she can reach the capital income of
individual i/ more easily. Still, she needs to save more. At the same time, higher savings allow
her to raise the rate of return to a higher level (in the financial market by acquiring financial

knowledge). This convexity boosts the savings and capital income elasticities, as I describe in

the following.
Without scale dependence (with type dependence only), the average elasticity of capital in-
—ag,(1— sa(l—
come is equal to the savings elasticity for a given return ¢ an{ Tk)| {ribicon = Cl.“’(l %) With

scale dependence, the savings elasticity needs to account for an endogenous return adjustment.
Therefore, the savings elasticity and, accordingly, the average capital income elasticity are re-
vised upwards

—aR,(l—'rK) —aR,(l—TK)

4 = o6 e (1.3

. 14

size of the adjustment is proportional to the inequality multiplier effect &;. The interpretation is

~ n
=1+, ( o "“) > 1 measuring an inequality multiplier effect. The

straightforward: A tax cut increases a household’s savings (when the substitution effect domi-
nates the income effect). Under scale dependence, however, as savings increase, the pre-tax rate
of return rises as well. The higher rate of return increases the incentives to saves. In response,
rates of return adjust, and so on. @; captures this infinite loop of reactions that arises with scale
dependence. As a result, savings and capital gains react more elastic to tax reforms. Since the
optimal capital tax is inversely related to the mean capital gains elasticity, its upward adjustment
provides a force for lower capital taxes. Proposition 1 (b) follows. The result resembles the

effect of superstar compensation schemes in the context labor income taxation (see Scheuer and
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Werning (2017)). Thus, scale dependence is in its implications for redistribution similar to a

superstar phenomenon.®

Part (c). How does scale dependence affect optimal capital taxes? On the one hand, as de-
scribed, scale dependence raises the observed capital gains elasticity, which reduces optimal
taxes. On the other hand, the presence of scale dependence has the potential to amplify capital
income inequality significantly because an initial level of wealth dispersion generates more re-
turn inequality which in turn raises wealth inequality. Recall that the optimal capital income tax
is increasing in the observed capital income inequality. Through this channel, one would expect
higher taxes aimed at reducing inequality. Therefore, I consider the following two comparative

statics exercises.

Firstly, I compare the optimal capital income tax with scale dependence, 7k, to the tax, de-
noted as Tg, one would obtain in a baseline economy with the same but exogenous distribution
of returns (type dependence only). This exercise is, in principle, non-trivial, as the measure

of inequality that determines the optimal tax may be endogenous to the underlying tax code

I(tx) = E {(;E_(Z—’)af’} With constant elasticities, however, I’ (tx) = 0. Therefore, compared
R.i

to an economy with type dependence that is observationally equivalent in terms of inequality

(I (tx) = 1(%k)), taxes are lower in the economy with scale dependence because the capital in-

come elasticities are higher’
za,r na
1=

-t 1+&° 1-%

(1.4)

To demonstrate the quantitative importance of endogenous pre-tax returns for optimal taxes, [
calculate the optimal revenue-maximizing capital tax with and without scale dependence in Table
1.1. Set the elasticity of savings with respect to the rate of return equal to 0.5. Table 1.1 shows

~%) and €. As usual, the larger the savings

optimal capital taxes for different values of 51.“’(‘
elasticity, the lower the optimal capital tax. A novel aspect of this chapter is to have a non-zero
own-return elasticity. As a benchmark, I consider sl-r “ = 0 in the first row (no scale dependence).
The other rows differ by the magnitude of scale dependence. An own-return elasticity of 0.5, for
instance, means that doubling the savings raises the rate of return accumulated over a lifetime
by fifty percent. This amount of scale dependence reduces the revenue-maximizing tax rate by

more than 25% (17 percentage points). In the empirical section, I identify a range of estimates

80ne can also interpret this finding as a Le Chatelier principle for capital (see Samuelson (1947)): In the long run,
when pre-tax return rates adjust, capital responds more elastic than in the short run for fixed return rates.

°In the dynastic economy of Section 1.C (Mirrleesian economy of Section 1.G), I show that a similar logic applies to
a linear wealth tax (nonlinear capital income tax).
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Table 1.1: Optimal Rawlsian Capital Tax Rate

Own-Return Compensated Elasticity
Elasticity grll-w —gos  Em®—g5  goUmw o
Baseline Model (No Scale Dependence): Exogenous Inequality in r;

=0 80 67 50

Microfounded Model (Scale Dependence): Endogenous Inequality in r;
g =0.1 78 63 46

g =025 74 58 41

=05 67 50 33

=1 50 33 20

of the lifetime own-return elasticity between 0.1 and 0.9. For éa’(l_r’( ) = 0.5, this results in a

reduction of the optimal capital gains tax between 6 and 40%.

Alternatively, one can interpret these back-of-the-envelope calculations as the difference be-
tween the optimal capital tax and the tax set by a politician who wrongly assumes that the in-
equality he observes does not come from scale dependence (but from type dependence only).
Altogether, even for a relatively small amount of scale dependence, the implications for the op-

timal tax rate are sizable.

Secondly, instead of considering two in terms of inequality observationally equivalent economies,
I compare an economy with scale dependence to one without scale dependence, holding all prim-
itives other than scale dependence fixed. Aside from the savings elasticities at given return rates,
these primitives include the wage distribution and the exogenous part of the return rate distribu-
tion that measures type dependence. One can approximate the measure of inequality as

1 a —i .
I(t)~ = =IOV (I3,i),
—1
where i denotes the household who earns the average capital income and

ar.(1—i) _ dlog(airi (a;))  ca(1-i) | pr(1-i) za(1-i) | Fr(1-0)
Ci leg(l—l) _Ci +CI ¢l€i +Cl

defines the elasticity of capital income with respect to household rank in the income distribu-
tion. As I argue in Section 1.4, for Pareto distributed capital incomes (see, for instance, Gabaix

(2009)), the latter elasticity equals the inverse of the shape parameter. Thus, this characterization
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provides a novel connection between the literature on optimal capital taxation and the measure-

ment of inequality.'?

In the context of nonlinear capital taxation (Section 1.G), I obtain an exact version of this
approximation by expressing the hazard ratio of the capital income distribution in terms of type
and scale dependence. In Section 1.B, I quantitatively analyze the performance of the approxi-
mation. The approach readily extends to the presence of income effects. Moreover, it allows me
to remain completely agnostic about the underlying processes of return formation. Also, notice

the similarity to the linearization of, e.g., steady-state equilibria in macroeconomic models.

The elasticity Ci“R’“_i) consists of two terms. The first term @ifi‘"(l_i> captures the described
effect that, under scale dependence, any initial level of wealth inequality translates into a more

pronounced degree of capital income inequality relative to a setting without scale dependence.

The second term "' = %

and their return rates (conditional on an amount of wealth). Therefore, it directly measures the

is the reduced form relationship between households’ rank

amount of type dependence in the economy.

Thus, in the absence of type dependence (Zir’(l_i) = 0), the introduction of scale dependence
is completely neutral. The rise in inequality cancels the increase in the average capital income
elasticity. With type dependence (fir’(lfi) < 0), scale dependence reduces optimal capital taxes.
Altogether, despite its potential to boost wealth inequality, scale dependence either reduces the
optimal capital tax or is entirely neutral (Proposition 1 (c)).!! One can read this result as a
possible justification for why capital taxes (e.g., in the U.S.) have not gone up, although capital
income inequality has mounted (see Section 1.3.2). If this rise in inequality came from scale
dependence, one should not tax more. However, if it was driven by type dependence, capital
taxation should be higher since type dependence raises capital income inequality while leaving

the capital elasticity unaffected. In Section 1.4, I quantitatively illustrate this insight further.

Zero-capital-taxation result. Altogether, the optimal capital tax can be expressed in terms of
primitives
W 1 5,'07(171.) +§ir,(17i)/¢i
-t 1—i ge1=)

1

COV (I3,i). (L.5)

This novel and parsimonious representation provides four conditions under which the zero-

capital-taxation result holds/does not hold. Firstly, the optimal capital tax is zero when the capital

,(1—’1'1()

elasticity diverges fi“ — oo, Secondly, one obtains a zero-capital-taxation result when each

10See Simula and Trannoy (2020) for a related attempt in the context of optimal nonlinear labor taxation.
"n Section 1.G, T derive a similar neutrality result for an optimally set nonlinear capital gains tax in a life-cycle
economy with nonlinear labor income taxes.
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household’s relative rank in the income distribution i is unrelated to the social marginal welfare
weight I; such that COV (I;,i) = 0.
r,(1-i) —0

Thirdly, there is an optimal zero capital tax in the absence of any initial inequality, (;

and fia’(lfi) =0. fia’(lfi) describes the amount of reduced-form wealth inequality measured by
the relationship between a household’s wealth and the rank in the income distribution. This
inequality measure depends on the presence of type dependence and the availability of a non-
linear labor income tax. Without a labor income tax, fi“’(lfi) = ’lwéjilw’(lfi) + ff’rfl-r’(lfi), such
that, absent of wage inequality (w; = w, Vi) and type dependence (r; = r, Vi), the optimal capital
tax is zero. In this situation, scale dependence does not play a role since there is no underlying
wealth inequality translating into endogenous return inequality. With a nonlinear labor income
tax, &) = (1= 1 (fwy)) GO0 g0 par 200 Then, absent of any type dependence
(ijl.r’(l_i) = 0), the household heterogeneity is, even in the presence of scale dependence, one-
dimensional (in terms of wage inequality w;), and the capital tax is redundant as an instrument
(see Atkinson and Stiglitz (1976)).12

Whenever there is a minimal amount of type dependence, the government wishes to levy a
non-zero capital tax even if a nonlinear labor income tax is available.!? In this case, the formula
shows that the optimal capital tax rate depends on the relative magnitude of type and scale depen-
dence fi”(lfi) /@;. This leads to the fourth condition. When the own-return elasticity converges to
the inverse savings elasticity & — CL’ the inequality multiplier effect diverges ®; — . This ob-
servation is an entirely novel zero-capital-taxation result. In this case, both the capital elasticity

and the observed capital income inequality go to infinity, but the elasticity diverges faster.

Corollary 1. Under scale dependence, a rise in capital taxation compresses the distribution of
pre-tax returns. However, this compression effect comes along with the cost of lowering mean

pre-tax returns.

Proof. Appendix 1.A.4. O]

Interestingly, under scale dependence, the distribution of pre-tax returns is endogenous to the
tax code. To see this, consider the variance of returns V (r;) and a rise in the capital gains tax

2However, the timing of the labor income tax plays a role. If labor and capital incomes are taxed in the same period,
there is no role for capital gains taxation (e.g., Gahvari and Micheletto (2016)). When the taxes are levied in different
periods and the government cannot freely borrow and save, Gerritsen et al. (2020) find a positive capital tax.

BThat is, the zero-capital-taxation result (e.g., Atkinson and Stiglitz (1976), Judd (1985), and Chamley (1986)) breaks
down. The intuition is that the presence of return inequality makes household heterogeneity two-dimensional. The
government, then, uses the capital gains tax as an additional screening device (e.g., Saez (2002)).
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1.2. The Model

d7tx > 0. Then, under scale dependence (Sl-r “ > 0), the variance of pre-tax returns declines

a1 d
4V () = =29 () ef g0 <o

In other words, the elasticity of the pre-tax return variance with respect to the retention rate is

positive ¢V():(1-7%) = %

return inequality. However, this compression effect of pre-tax returns is associated with the cost

> 0. A rise in marginal taxes, therefore, reduces the pre-tax

of diminishing mean pre-tax returns

dE (r}) = —E(r,-)g;v”;“»(”“ld_f’;( <0,
Thus, scale dependence gives rise to a new model-inherent trade-off for tax policy. On the one
hand, a government that raises capital taxes can realize novel equity gains by reducing the pre-tax
return inequality. But, on the other hand, there are novel efficiency costs from lowering the level
of pre-tax returns.

For fully type-dependent rates of return, only the distribution of after-tax returns but not
the pre-tax return distribution responds to the tax system. In the presence of scale dependence,
capital taxes also affect the distribution of pre-tax returns. As a result, distributional responses
of pre-tax returns provide a potential source for empirically identifying the magnitude of scale
dependence. If all the return inequality came from type dependence, there should be no reaction
of mean pre-tax returns and their variance to tax reforms. However, whenever there is some scale
dependence, one can observe such a response. As mentioned above, the strength of the reaction
is, in this simple framework, proportional to the amount of scale dependence, measured by 8{’“.

In Section 1.3.2, I use mean responses of the top 1% wealth group to identify scale dependence.

Proposition 2. In the financial market microfoundation, general equilibrium price effects pro-

vide a force for a higher capital gains tax in general than in partial equilibrium.
Proof. Appendix 1.A.S. L

In Appendix 1.E, I microfound the notion of scale dependence (for a short description, see Sec-
tion 1.2.2). On a financial market, households optimally choose their portfolio and the amount of
information they wish to acquire. Wealthier households invest more and, thus, have a higher in-
centive to gain financial knowledge than poorer investors. As a result of their better knowledge,
the former obtain higher rates of return than the latter households. Portfolio returns become
scale-dependent. In general equilibrium, an investor’s rate of return is not only positively asso-

ciated with her portfolio size but also depends on others’ investment decisions r; (a,-, {aiticpo, 1}>'
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_ dlog[ri(*)]
— dlog(ay)

the amount of investment by another household i’ (similar to the cross-wage elasticity in Sachs,
Tsyvinski, and Werquin (2020)).14

The cross-return elasticity vy measures the responsiveness of a household i’s return to

I show that for linear costs of information acquisition and when everyone acquires knowl-
edge, a change in the savings by a household i’ leads to the same percentage change in the return
rate of any other household i }/lr = %6;’“. Moreover, 8, is decreasing a;. The semi-elasticity is
positive for small values of a; and negative for large ones. These general equilibrium effects are
similar to trickle-up forces, where a cut in the capital income tax of the rich shifts economic rents
from the bottom to the top. The intuition is as follows. When the substitution effect dominates
the income effect, a tax cut on the rich’s capital income increases their portfolio size and finan-
cial knowledge. Accordingly, their returns rise (¢, > 0). This channel is also present in partial
equilibrium. However, in general equilibrium, aggregate information also grows as the rich be-
come more informed, and the value of private information declines. As a result, the reward for
the relatively small amount of information the poor purchase goes down, leading to lower return
rates for them (5;’“ < 0). Thus, the tax cut on the rich increases their return rates but reduces

those of the poor.

The formula for the optimal linear capital tax in general equilibrium is given by

T I (-6 ™) ) aws
1—1% - zaka(I*TK)E E (ag.) ’

(1.6)

where }/ir’(l_r’( ) = A lef’(l_Tk Jdi’ summarizes the general equilibrium effects. Suppose that

the cross-return elasticities average out such that [, ylf’.‘;,di’ = 0.15 Then, one can show that the

. . .. zag,(l
average capital gains elasticity, { a0l

A (1) _ rl, Jy 6, (=) gt < 0. Both the general equilibrium effects and the adjustment of

1
the capital income elasticity call for a higher capital tax.

-, . . . T
K>, declines relative to the partial equilibrium. Moreover,

For small general equilibrium forces (8, ~ 0 and t¢* ~ 75¥), one can use a first-order
Taylor approximation to compare the optimal capital income tax in general equilibrium to the
tax rate set by a politician who wrongly assumes that only partial equilibrium forces are present.

Accordingly, this politician sets a tax, TLF, that generates a capital income distribution for which

4Instead of studying a financial market, one could also consider a standard production function that, for instance,
exhibits decreasing returns to scale. Then, a household’s return function depends on aggregate capital and, thus, on
others’ capital supply. In any case, the cross-return elasticity describes this dependence.

15Tn the empirical analysis (Section 1.3), I find some support for this assumption.
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the tax is optimal (as proposed in Rothschild and Scheuer (2013, 2016)). The optimal general
equilibrium tax rate is larger than the one in this self-confirming policy equilibrium ’L'I?E > 7PE.

Alternatively, one may approximate the measure of capital income inequality in the formula
for the optimal capital tax conditional on primitives as in part (c¢) (see Appendix 1.A.5). For
the given specification, the capital income inequality is higher in general than in partial equilib-
rium, whereas the capital income elasticity is, again, revised downwards. Consequently, in both
comparative statics exercises, general equilibrium forces call for more redistribution in general
equilibrium. This result is intuitive because, as with trickle-up effects, cutting the capital tax
would shift resources from poor to affluent households and lower welfare.

One may think about this as a situation of rent-seeking, where the rich take away capital
income from the poor. It has been shown that it is optimal for the government to tax these rents
away (see Piketty, Saez, and Stantcheva (2014) and Rothschild and Scheuer (2016)). Of course,
this does not mean that the capital tax should be higher or lower than in the setting with type
dependence only (without scale dependence). This comparative statics exercise only compares
capital taxes in partial and general equilibrium. To evaluate whether the presence of endogenous
return rates in general equilibrium should lead to more or less redistribution relative to a situation
where return rates are exogenous, one needs a precise notion of the relative strength of partial
and general equilibrium forces. In the empirical section, I attempt to disentangle these.

One can also interpret this result in connection with the integration of financial markets.
As markets become internationally more connected, general equilibrium effects vanish (ylc f,l —
0). Foreign investors gain better access to a country’s financial market. Vice versa, domestic
investors can participate in foreign markets more easily when integration proceeds. As a result,
domestic investors’ impact on the return rates on the financial market is inversely related to
the degree of integration. In this economy, the optimal capital gains tax and, thus, the level
of redistribution declines with the international integration of financial markets. Therefore, the
decline in the U.S. capital income taxation in the past decades is consistent with a reduction in

general equilibrium effects due to financial market integration.

1.2.2 Microfoundation, Extensions, and Discussion
In the following, I discuss the model’s main assumptions, their generality, potential extensions,
and the policy implications of the framework.

Microfoundation. To begin, I describe the financial market of Appendix 1.E as one potential
microfoundation of scale dependence. I consider a repeated Grossman and Stiglitz (1980) finan-

cial market, where households optimally choose their portfolio consisting of a risk-free bond and
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a risky stock and acquire information about the stochastic fundamentals that drive the stock’s
payoff. In the rational expectations equilibrium, the stock price clears the market for individuals’
portfolios, and the implied informativeness of the price is consistent with individuals’ informa-
tion acquisition.'® I incorporate taxes into this market and demonstrate the functional form of
own- and cross-return elasticities in a linear example. Moreover, | include career effects and
explicitly add type dependence. Interestingly, the presence of type dependence affects the distri-
bution of own- and cross-return elasticities in the financial market.

Even though scale dependence arises, in this leading example, from information acquisition
on a financial market, the exact source of scale dependence is, in principle, unimportant for tax
policy. In partial equilibrium, only the magnitude of the own-return elasticity throughout the
wealth distribution, Slr’a, matters. Nevertheless, to identify general equilibrium effects, if present
at all, the sources of scale dependence are relevant to the extent that they may enter differently

into the cross-return elasticities, ;.
b

Discussion and extensions. The chapter’s message is not that taxes should be lower with return
inequality than without. Instead, I analyze the differential policy implications of type and scale
dependence. Also, lower taxes in the presence of scale dependence do not mean that the govern-
ment should let wealth and return inequality grow indefinitely. Firstly, there might be an upper
bound on households’ long-run return rates, naturally limiting the amount of scale dependence
and, thus, the upward adjustment in capital income elasticities. Secondly, the optimal capital tax
rises with observed capital income inequality to combat rising inequality.

As already mentioned, most of the simplifying assumptions in this section are inessential for
the main results. In Section 1.C, I introduce type and scale dependence into the dynamic bequest
taxation framework of Piketty and Saez (2013), in which a government taxes the intergenera-
tional transmission of wealth. The environment features income effects, the presence of labor
income taxation, uncertain returns, and dynastic considerations. I demonstrate that Proposition
1, Corollary 1, and Proposition 2 carry over to this setting. However, the formulas for optimal
wealth taxation now include aggregate wealth and labor income elasticities as well as distribu-
tional parameters of labor income and of received and left-over wealth. Moreover, the suffi-

cient statistics are adjusted by another version of the own-return elasticity si{f = %W

. . . . .. 31()8 1+”i,t it s\t f o
Similarly, a modification of the cross-return elasticity yl.l;,rt”“ = { agog(j )r}, 6[0111)] enters the
"y I.IJ

formula for the optimal wealth tax in general equilibrium.

In Section 1.G, I consider the nonlinear taxation of capital income in a canonical two-period

life-cycle framework (Farhi and Werning (2010)). Using standard perturbation techniques, I

16For a more detailed exposition, I refer to Section 1.E.
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derive the nonlinear incidence of capital taxes in partial and general equilibrium and the optimal
tax system. Also, in this environment, Proposition 1 continues to hold. Moreover, by expressing
the hazard ratio of the capital income distribution in terms of type and scale dependence, I derive,
in the context of optimal nonlinear taxation, an exact version of the approximative formula for

the optimal linear tax in part (c) of Proposition 1.

As noted by contributors to the literature (e.g., Guvenen et al. (2019)), a capital income and
a wealth tax do not coincide with return heterogeneity. In the Guvenen et al. (2019) frame-
work, type dependence generates return inequality between potentially liquidity-constrained en-
trepreneurs. A wealth tax can raise efficiency relative to a uniform capital gains tax as the former
effectively levies a lower (higher) tax on capital incomes of individuals with a higher (lower) en-
trepreneurial talent and an exogenously higher (lower) rate of return. In their framework, return
rates are independent of the amount of savings for unconstrained entrepreneurs and, given their
calibration of the production function, even decreasing in the amount of savings for constrained
ones. Therefore, the positive correlation between return rates and wealth in Guvenen et al. (2019)
solely arises from type dependence. My model nests this type of return inequality. With scale de-
pendence in the setting of Guvenen et al. (2019), there would be additional efficiency gains from
wealth taxes because the lower tax on high-return individuals increases their pre-tax returns and
further expands the tax base. This chapter aims to study the effects of scale and type dependence

on redistribution where efficiency is one (but not the only) important dimension.

Furthermore, I deal with other policies such as financial education consistent with the lead-
ing financial market example (see Section 1.G). Although such policies may be better suited to
address return inequality directly, empirical evidence suggests, nonetheless, a residual amount of
return inequality governments cannot shut down. The reason is that these policies are also costly,
giving rise to a trade-off between equity (reduction in return inequality) and efficiency (educa-
tion costs). Similarly, a government would also face information acquisition costs if it provided a
sovereign wealth fund open to everyone and large enough to absorb all private investment rents.
Aside from information costs, such a fund may give rise to other inefficiencies, for example,

agency frictions and diversification limits.

Even if these costs declined substantially, it seems unlikely that scale dependence would
vanish. For example, in the financial market, the unpredictability of stock market returns may
prevent the dissolution of scale dependence. Therefore, in this chapter, I take as given existing
inefficiencies that create a residual amount of inequality and analyze tax policy for this given

residual inequality.
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Finally, the welfare weights may be endogenous to the amount of scale dependence. In the
spirit of Saez and Stantcheva (2016), one may generalize the notion of social marginal welfare
weights. For example, equity considerations may lead to even lower taxes when a given amount
of return inequality comes from scale dependence instead of type dependence only. In the latter
case, rich individuals obtain higher rates of return than the poor, for instance, because of an
inherent talent they received from their parents. Under scale dependence, individuals may inherit
a sizable fortune that allows them, for example, to hire skilled financial advisers the poor cannot
afford. More generally, they are gifted by their parents with the absence of frictions the poor
have to face. However, the rich still need to incur costs to obtain higher rates of return than
the poor, for example, by taking effort. Thus, to some degree, these higher returns reflect a fair
compensation for costs the rich undertake. In that sense, scale dependence may reduce inequality
concerns in a society, thus, further lowering the optimal capital tax from an equity perspective.

At the same time, political economy considerations may counteract this force. For example,
suppose the political power in a society is endogenous to an individual’s wealth. In that case, the
amplification of wealth inequality by scale dependence causes may create a rich elite that either
directly influences tax policy by running for a political office or indirectly by lobbying. Thus, as
Saez and Zucman (2019) proposed, it may be desirable in the interest of sustaining democracy to
set wealth taxes higher than the revenue-maximizing rate to prevent an “oligarchic drift.” From
this perspective, return inequality may provide a rationale for higher capital taxes irrespective of

its source.

1.3 Empirical Analysis

As described, scale dependence affects optimal tax policy by altering the observed capital in-
equality and standard elasticity measures. Therefore, in this section, I analyze the empirical
implications of scale dependence. First, I describe the conceptual issues posed by scale depen-
dence for estimating capital gains and savings elasticities and revisit estimates from the literature
(Section 1.3.1). Next, Section 1.3.2 provides reduced-form macro evidence of scale dependence
using the Survey of Consumer Finances (SCF). Finally, I directly estimate own- and cross-return

elasticities using panel data on U.S. foundations (Section 1.3.3).

1.3.1 Empirical Implications of Scale Dependence

Conceptual description. First, I describe the implications of scale dependence for estimat-
ing capital income and savings elasticities. The standard procedure to estimate the elasticity
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of capital (é:f’ ’(14’()) or capital income (£ R’(FTK)) is to consider individual- or region-specific

1

time-variation in tax rates and study the effects on capital or capital income. Along these
lines, consider a tax reform, d7Tg, and abstract from income effects. Then, under scale de-

pendence, the percentage change in the capital holdings of household (or region) i is given by

da; _ _507(1*‘%) dtg

o= o Cl.“”dr—:". Similarly, the change in the household’s capital income reads as

dagi _ _gflR,(l*TK) ldrK + (1 + C?J) dri
— 1 ri *

ag; 1 Tk

This formulation immediately reveals the econometric implication of scale dependence for
the estimation of long-run capital elasticities. In the presence of scale dependence, estimates
from data that implicitly hold the return rate fixed (dr; = 0) suffer from an omitted variable bias
when trying to identify the long-run elasticities. Then, the estimation misses the adjustment of
returns (dr; > 0), and the error term has a non-zero expectation, conditional on the covariates,
violating a critical identifying assumption in empirical studies. If Cl-a’r > (), the point estimates
are biased downward. In other words, wealth and capital income appear to be less responsive

than they are in reality.

In the following, I describe three scenarios where this may be the case. Firstly, estimates may
be biased when the empiricist does not correctly observe fluctuations in return rates. For data
from a short time window, this is likely the case. In the short run, a household’s return rate forms,
for instance, conditional on her financial knowledge or advisers and a given financial portfolio.
In the longer term, she may react to tax reforms, e.g., by hiring other financial advisers, altering

the portfolio allocation, and adjusting the pre-tax return rate.

Secondly, using data from tax records, the empiricist misses unrealized capital gains. These
are not only but particularly relevant for households from upper parts in the wealth distribution,
who, for instance, buy stocks or private equity and hold them for a long time. Therefore, the
empiricist does not observe substantial parts of the adjustment in their capital income in response
to a tax reform even if the data cover an extended period. This problem also applies to housing,

intangible properties, and other assets whose market value only reveals when sold.

Another issue is extrapolating estimates from one group to another in the wealth distribution,
even if they are unbiased for the former group. This non-comparability is because portfolios
and their flexibility differ significantly across the population. Households from low parts of the
wealth distribution mostly hold cash and do not participate in the stock market. Median fami-
lies have mostly housing. For wealthy households, financial and business assets are pervasive.
Therefore, one cannot infer estimates of capital income elasticities from the poor to the rich and
vice versa. To overcome these issues, one may directly estimate own- and cross-return elasticities

throughout the wealth distribution (see next sections).
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Relation to the empirical literature. Now, I summarize two strands of the empirical literature
in the light of the described issues. The first strand regards the estimation of the capital income
elasticity with respect to the capital gains tax. In the second strand of the literature, contributors
estimate the elasticity of capital to wealth taxes. Unfortunately, the number of studies that explic-
itly address scale dependence is limited. This does, of course, not mean that the other estimates

are wrong, but their scope of application depends on the nature of policies under consideration.

Contributors to the empirical literature on the capital income elasticity, starting from Feld-
stein, Slemrod, and Yitzhaki (1980), employ microdata and time-series mainly from the U.S. In
this literature, the focus lies on the estimation of realization elasticities (for recent contributions,
see Bakija and Gentry (2014), Dowd, McClelland, and Muthitacharoen (2015), and Agersnap
and Zidar (2021)). The authors distinguish between transitory and permanent responses. Per-
manent responses seem to be more relevant for long-run tax policy. However, the estimates also
need to account for scale dependence in return rates to apply to long-run capital taxation. Exist-
ing studies may not capture them because they are from a short-time window and only include

capital gains realizations.

Unlike the sizable research on the elasticity of taxable income, only a few studies have, so
far, attempted to estimate the elasticity of capital with respect to wealth taxes. Zoutman (2015)
studies the impact of a capital tax reform on wealth accumulation in the Netherlands, noting
that the portfolio composition changes over time and responds to the tax reform. However,
the data only include cash returns (e.g., dividends and interest), thereby lacking a measure of
actual returns. Briilhart, Gruber, Krapf, and Schmidheiny (2016) analyze Swiss time-series and
microdata. Since capital gains on movable assets are untaxed in Switzerland, they cannot directly
observe individual return rates. Interestingly, their capital elasticity estimates appear stable over
the (upper parts of the) wealth distribution, suggesting uniform own-return elasticities aside from

homogeneous intertemporal substitution and tax evasion responses.

Seim (2017) provides evidence of bunching at exemption thresholds in Sweden. Whereas
being suited for identifying avoidance and evasion responses, such estimates need to be inter-
preted locally for the respective wealth group and may not represent real responses in the long
run (see Kleven (2016)). In Denmark, Jakobsen, Jakobsen, Kleven, and Zucman (2020) estimate
the wealth elasticity in a difference-in-difference setup. The estimates do not represent the entire
population since the Danish wealth tax only applies to wealthy households in the observation
period. To sum up, this literature pays closer attention to unrealized capital gains, which is nat-

ural, given its objective to estimate the wealth elasticity. However, the estimates are not readily
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generalizable to long-run wealth elasticities across the wealth distribution without knowing the

amount of scale dependence.

1.3.2 Macro Evidence

In the following, I propose two approaches to directly estimate the amount of scale dependence
that one can use to accommodate the capital elasticity and inequality measures appearing in
optimal tax formulas. As I demonstrate in Sections 1.2 and 1.4, adjusting these measures for the

estimated magnitude of scale dependence is important.

Survey of Consumer Finances. In the spirit of Corollary 1, I estimate scale dependence using
the time series of a population group’s average return rate and wealth. I extract the household-
level asset data from the SCF for 1949-2016 provided by Kuhn, Schularick, and Steins (2020).
The representative repeated cross-section contains detailed information on household wealth,
portfolio composition, demographic characteristics, and capital income in the U.S. I define net
wealth as the market value of all financial and non-financial assets net of the value of total debt.
Since income from pension funds and life insurance is exempt from capital taxation, I exclude
these assets from the wealth concept.

I divide a household’s capital income by the invested capital to calculate each household’s
realized return rate in a given year. Note that capital income is reported retrospectively in the
sample. Therefore, to avoid reverse causality, I approximate the invested capital in a period by
subtracting the past year’s capital income from the current year’s net wealth. Moreover, I com-
pute a time series of capital income and wealth shares of the top 1% in the wealth distribution. I
also add data on capital taxation from the U.S. Department of the Treasury.

Figure 1.1 displays the evolution of wealth and return inequality in the U.S. over the past
decades. The rise in the top 1% capital income share (blue dashed line) is more pronounced than
the increase in the respective wealth share (solid blue line). Thus, pre-tax return inequality has
grown, consistent with the rising average realized return rate for the top 1% (red line). Simul-
taneously, the rich experienced a reduction in the capital gains tax rate (black line). Altogether,
this suggests that the decline in capital taxation in the U.S. intensified pre-tax return inequality,

which is in line with Corollary 1 in Section 1.2.

Estimation of own-return elasticity. The proposition also suggests using responses of aggregate
variables, e.g., mean return rates, to identify scale dependence. In this spirit, I regress the average

realized return rate of the top 1% on their log mean wealth, giving a highly significant estimate
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Figure 1.1: Evolution of Inequality and Capital Taxation in the U.S.
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of 0.01.17 For an average realized return rate of 1.5%, this estimate translates into a lifetime

own-return elasticity of £ ~ 0.78 (see below for a more detailed description).

1.3.3 Micro Evidence

As argued in Section 1.3.1, using realized return rates to identify scale dependence may be prob-
lematic because a substantial share of capital gains is unrealized. Therefore, in the following, I

provide evidence from microdata that captures realized and unrealized returns.

Foundation data. I use the publicly available panel data on U.S. foundations that annually
report their wealth and income to the IRS in the 990-PF form. The stratified random sample
covers approximately 10% of the foundation population. This procedure is similar to Piketty
(2014), who uses pooled returns data of U.S. universities. The micro-files on foundations cover
the years 1986 to 2016. They include market-valued wealth levels, portfolio compositions, and
capital income. All observations are on an individual level.

The foundation data set has three main advantages. Firstly, it allows me to follow the relation

between return rates and wealth on an individual (foundation) level over a long period. Sec-

17With the maximum capital gains tax rate as an instrument, an IV regression yields a similar but at the 5%-level
insignificant point estimate.
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ondly, although foundations are institutional investors who potentially behave differently on the
financial and non-financial markets, they may serve as a reasonable proxy for wealthy investors.
Their portfolios’ size is similar, and their assets are also partly shifted to legal entities instead of
private bank accounts. Thirdly, as mentioned, the data set contains both realized and unrealized
capital gains, and foundations explicitly report donations and withdrawals.

The main disadvantage of the data set, e.g., compared to the SCEF, is its limited generaliz-
ability to household behavior. The average foundation has a substantially larger endowment than
the average household, and, even conditional on the same wealth level, investment behavior may
differ. However, one may argue that foundations provide a reasonable proxy for the rich with a
similar portfolio size who partly shifts their assets to these entities. Nonetheless, one should be

cautious when interpreting the findings in the context of households.

As in Fagereng et al. (2020) and Bach, Calvet, and Sodini (2020), one can directly calculate
the investment return of foundation i during a period #, r; ;, as the market-value capital income
(both realized and unrealized) divided by the average invested capital in that period. Denote
foundation i’s assets at market value at the beginning of year / as a; ;. All the observations are
in 2016 dollars. By construction of the empirical specifications below, I only use foundation-
year observations with positive beginning-of-year assets. Moreover, to avoid outliers, I exclude
foundation-year observations with return rates above 25% and below —25%.'% As in Saez and
Zucman (2016), I classify foundations by their market-value wealth at the beginning of each year
into wealth groups g = 1,...,7 (index set I,). In Table 1.2, I display descriptive statistics for these
different wealth groups.

The first three (four) wealth groups capture the bottom 50% (90%) of foundations. The last
two groups cover the top 1% and the top 0.1%, respectively. Foundations achieve a median return
rate of 4.9%, with a median portfolio size of $6978721. There is a substantial degree of het-
erogeneity. Foundations differ in their endowment size (wealth inequality) and their investment
returns (return inequality). Whereas small foundations (below $100k) attain an annual return of
2.7%, the top 1% of foundations gain 5.8% on their investments. A 1% increase in the endow-
ment size is associated with a reduced-form rise in the annual return rate of 0.2%. Notice that
the average foundation is substantially wealthier than the typical household. At the same time,
their return rates are comparable. Accordingly, the amount of scale dependence is likely to be
underestimated in the data, and the resulting estimates can be considered conservative.

I81f one leaves out foundation-year observations with return rates below the 2.5th and above the 97.5th percentile, the
results will be similar. The uncut sample features a kurtosis (above 100000) far beyond any threshold proposed in
the literature for evaluating outliers and fat tails (e.g., see Kline (2015)). After cutting the sample in the proposed
manner, the kurtosis drops to 3.7, thus resembling a normal distribution’s tail behavior.
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Table 1.2: Summary Statistics

Wealth Relative Wealth Level Return Rate
Group I, g Group Size Mean Mean Std Dev
Below $100k 1 7.9% 40574 2.7% (0.072)
$100k to $1m 2 20.6% 416464 4.9% (0.076)
$Imto $10m 3 24.6% 3708 144 5.1% (0.084)
$10m to $100m 4 39.9% 31065438 5.0% (0.088)
$100m to $500m 5 5.7% 197396730 54% (0.091)
$500m to $5bn 6 1.1% 1207748745 5.8% (0.090)
Above $5bn 7 0.1% 10238369724 57% (0.097)

Note: 254570 Observations.

Estimation of own-return elasticities. To disentangle the role of type and scale dependence for
this return inequality, I utilize the data’s panel structure in the following. Like Fagereng et al.
(2020), I regress return rates on beginning-of-year net wealth

log (1+4riy) = €-log(ajp) + fi + fu+ uip, (1.7)

where f; and f;, are individual and time fixed effects. € measures scale dependence, whereas f;
captures the amount of type dependence. Therefore, individual-specific time variation in wealth
identifies scale dependence that arises from any direct or indirect source (e.g., portfolio choice,
financial information, stock market participation costs, or liquidity). For instance, donations or
withdrawals trigger such time variation in portfolio size.

There may be nonlinearities in scale dependence. In the example of the financial market in

Section 1.E, there are decreasing returns to scale. There, the own-return elasticity decreases with

wealth. To capture these nonlinearities, I estimate an alternative specification

7
log(1+rip) =€-log(ain)+ Z gy -log(aip) Dy, g + fit fn+tin, (1.8)
§'=2
where Dy, , s is a dummy variable, indicating a foundation /’s affiliation to group g in period h.

In Table 1.3, I report the estimated coefficients of specifications (1.7) and (1.8). They reveal
a highly significant amount of scale dependence. Doubling a foundation’s endowment raises its
annual return rate by 0.23 percentage points (annual own-return semi-elasticity). There is no
evidence for increasing or decreasing returns to scale. Interestingly, for high foundations sizes,

the point estimates of (1.8) show (slightly non-significant) decreasing returns to scale that would
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Table 1.3: Own-Effects Regressions

Constant Returns to Scale Incr./Decr. Returns to Scale
(L.7) (1.9) (1.10) (1.8)
€ 0.0023*** 0.0022*** 0.0001*** 0.0027***
(0.0004) (0.0004) (0.0000) (0.0005)
& 0.0002
(0.0001)
& 0.0002
(0.0002)
&4 0.0001
(0.0002)
& —0.0002
(0.0002)
& —0.0003
(0.0002)
& —0.0008
(0.0006)
Individual FE Y Y Y Y
Time FE Y Y Y Y
Observations 254570 254570 254570 254570

Note: Standard Errors (in Parentheses) Clustered by Foundation; ***p < 0.01, **p < 0.05, *p < 0.1.
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be in line with the financial market example in Section 1.E. Thus, whereas the specification
cannot confirm the parametrization in the financial market, it does neither reject it.

In specifications (1.9) and (1.10), I replace log net wealth in (1.7) by foundation’s group
affiliation and percentile in the wealth distribution, both based on foundations’ beginning-of-
year net wealth:

log(1+rip) =€-gin+fi+ futuin, (1.9)

and
log(1+rip) =€ pin+ fi+ fo+wip, (1.10)

where g;, and p;, measure foundation i’s wealth group affiliation and percentile in period h.
Again, there is significant scale dependence.

Including lagged foundation wealth into (1.7) does not change the results qualitatively. In-
strumenting foundation wealth in (1.7) with three-year lagged donations yields the same results.
Estimating (1.7) separately for boom and bust years (1990, 2001, 2008, and 2009) shows that
scale dependence is driven by boom years. Large foundations realize large capital gains (losses)
during boom (bust) years because they take more risks than small ones (higher return variance).

Now, 1 translate the scale dependence estimated with (1.7) into a value for the lifetime own-

return elasticity 8 . Multiply the estimate of (1.7) by —= H mh

, where r,, , = 4.9% is the median
return rate, to get an estimate of the period-h own- return elastrcrty of a representative founda-
tion (gi.h ~ 0.05). To compute the lifetime own-return elasticity, consider the compound return
rate R, = (1 + rmJl)H — 1. Accordingly, one obtains an expression for the lifetime own-return

H. (lJrrm,h)Hi1 dlog( 1+r,‘7h)
ijt dlog(a,-vh)

elasticity € = . For 1, , = 4.9% and H = 30, this yields an estimate of

—

€ = 0.1. Even this conservatively estimated effect leads to a notable adjustment of the optimal

capital tax.

Comparison to Fagereng et al. (2020). By comparing the estimate of (1.10) to the one in
Fagereng et al. (2020), one can immediately see that the predictions from the foundations’ data
set may severely understate the amount of scale dependence among households. Based on the
wealth distribution in Norway and the estimated scale dependence in Fagereng et al. (2020), I

calculate an estimate of the lifetime own-return elasticity of eir “ 2 0.9 in their data set,'® which is

19Using the wealth distribution reported in Table 1A of Fagereng et al. (2020), I regress the household percentile on
log wealth ( d[)(i"’ y = 0.1443). Then, note that dri”' — Drin _dpin__ yhere i

Tog(an) — @Pin diog(ais)’ apir = 0.1383 (see Table 9 in

Fagereng et al (2020)), to obtain an estimate for the period-h own-return semi-elasticity. Finally, for r, h= 3.2%

(reported in Table 3 of Fagereng et al. (2020)) and H = 30, I obtain a period-k own-return elasticity of el'h ~ 0.6

and a lifetime own-return elasticity of & ~ 0.9. For r,, , = 5.6%, as in the SCF data, €)' ~ 0.4 and & ~ 0.7.
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higher than the estimate obtained in the microdata but close to the reduced-form macro estimate
(Section 1.3.2).

Estimation of cross-return elasticities. Recall that, in general equilibrium, a household’s return
rate, r; (ai, {ay} i’e[OJ})’ depends not only on one’s own savings but also on those of others. A

. . . .y d(1 ih i
change in the savings by household i’ also affects household i’s return (L) _ ghira . dain

1+rip i,h ajpy +

day . . . . .
I %172“. a“, 2 di’. To bring this formulation closer to the data, consider the discrete counterpart

d(l+r;1h) _ 1+ra dalh+z l+ra d“i’,h
14rip i,h il ll’h ap,

In the following, I estimate the magnitude of general equilibrium effects (for each wealth

group). To be able to identify cross effects, I impose more structure on these effects I assume

l+ra 1
1—|—}"i7

cial market example (Section 1.E). Moreover, let general equ111br1um effects be similar within a

that they are constant over time and multiplicatively separable Vi / h’ as in the finan-
wealth group R~ 5 , forall i’ € Iy and let 5 , be small ( ~ 0). In the estimation, I verify
the latter assumptlon. Deﬁne the mean return 1n wealth group g as [, (r,-’h). Then one can write
the effect on returns as

d(l14+r; d day 1
( + ruh) H»ra al h ik Z sr/ah ai h . + Ui,
L+rip Aif = ieT, G 1+Eg (rin)
Erer, [ (1B (rin) ) (87,83, )+ (Be () —ria) 83, | aay
() (008 () @

For small cross effects (5r, h) and return rates (r;, — g (ri7h)) and similar cross-effects in

with a bias term u;;, =Y,

each wealth group (51" P g. ), the bias term becomes negligible u; , ~ 0. Therefore, I specify
the econometric model by augmenting (1.7) with cross effects

7
log(1+rip) =€-log(ain)+ Y, 8 -log (ag ) - gin+ fi+ fu+uin (1.11)
g=1

and, controlling for group-specific effects,
7

log(1+rip) =€-log(ain)+B-gin+ Y, 8 -log (agn) - gin+ fi+ fi+uin (1.12)
g=1

where, again, g;; indicates foundation i’s group affiliation and log (ay ) = Yrer, log (arn)

measures the wealth level of group g in period A.

There are two sources for identifying §,: movements in the groups’ wealth levels and foun-

dations’ mobility between wealth groups. Changes in the foundations’ group affiliation arise
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Table 1.4: Inter-Group Mobility

gin=1|8n=2|8nr=31|8nr=4|8r=5|8nr=06|8nr=7
8in-1=1 15370 599 70 19 1 1 0
gin1=2| 1073 | 43217 | 1239 | 30 1 1 0
gin-1=3 29 1106 52820 1553 13 2 0
8in-1=4 6 10 1035 89911 1151 16 0
8ih-1=75 0 0 1 718 12519 218 1
8ih-1=06 0 0 0 1 134 2536 14
8ih-1="1 0 0 0 0 0 6 216

Note: 225637 Observations.

from donations, withdrawals, and investment returns in the past. In Table 1.4, I display the

amount of inter-group mobility.

As the diagonal of this mobility matrix reveals, there is a substantial group persistence (96%
of observations). The majority of foundation mobility is between adjacent wealth groups. There
is slightly more upward than downward mobility. Overall, 9048 foundation-year group move-
ments identify the inter-group cross effects.

In Table 1.5, I show the coefficients estimated from (1.11) and (1.12). The estimated scale
dependence (own-return elasticity) remains relatively stable. Moreover, there are statistically
significant cross effects. The estimates reveal no clear relationship between J, and g’. In the
financial market example of Section 1.E, this relation would be negative. However, the sizes of
the significant coefficients are, from an economic point of view, negligible. The estimates justify
using small general equilibrium forces (5]} A~ 0) in the comparative statics (Sections 1.2 and
1.C) and validate the identifying assumption that u; , ~ 0 (for 6;’7‘;1 ~ 6;;?,1).

If at all, the estimates of &7 are economically relevant. As group 7 represents the top 0.1% of
foundations, this indicates the presence of negative effects from the top, as in the general equi-
librium financial market. Moreover, using the estimated coefficients from specification (1.12), a
simple Wald test does not reject the hypothesis that [, i,’;.',di’ = 0 at the 5% level, which is in line
with the assumption in the theoretical section.

To account for potential group-specific nonlinearities in cross effects, 8, ,», I re-estimate

¢'\8
equations (1.11) and (1.12). Again, the estimated cross effects are economically small. Moreover,
the estimates do not reveal noteworthy nonlinearities. Therefore, I abstain from reporting them

separately.

Altogether, I find a statistically significant and economically meaningful amount of scale

dependence. The preferred estimate leads to an own-return elasticity of 0.1. Using the statis-
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Table 1.5: Cross-Effects Regressions

Constant Returns to Scale Constant Returns to Scale

(1.11) (1.12)
€ 0.0008* 0.0025"**
(0.0004) (0.0004)
] —0.0005* x1073 0.0007*** x1073
(0.0003) x1073 (0.0002) x1073
& 0.0006 x1074 —0.0031*** x1074
(0.0010) x1074 (0.0009) x104
5 0.0030*** x10~4 0.0049*** x107%
(0.0007) x1074 (0.0007) x 1074
S, —0.0023"** x1074 —0.0038*** x107*
(0.0007) x1074 (0.0008) x1074
s 0.0076 x1074 0.0306*** x1074
(0.0049) x10~4 (0.0055) x1074
b 0.0036*** x1073 0.0024** x1073
(0.0011) x1073 (0.0011) x1073
& —0.0022"** x1072 —0.0037** x1072
(0.0007) x1072 (0.0007) x1072
Individual FE Y Y
Time FE Y Y
Observations 254570 254570

Note: Standard Errors (in Parentheses) Clustered by Foundation; ***p < 0.01, **p < 0.05, *p < 0.1.
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tics reported in Fagereng et al. (2020), I retrieve an estimate of 0.9 in their data set close to
the reduced-form estimate from the SCF in Section 1.3.2 (0.8). In all cases, the resulting ad-
justment of capital elasticities and inequality measures and the implications for tax policy are
quantitatively important. The cross-effects estimates are statistically significant but economi-
cally unimportant, suggesting either no or only small general equilibrium effects. Some of the
cross-effects estimates seem to be in line with the specified general equilibrium financial mar-
ket model. More research is needed to assess how far the estimates from foundations apply to

household data and whether general equilibrium effects are present.

1.4 Quantitative Illustration

Now, I provide a quantitative exploration of the theoretical results in Section 1.2 for an em-
pirically plausible range of type and scale dependence (see Section 1.3). First, I illustrate the
inequality multiplier effect showing the efficiency effects of scale dependence. Then, I show
how to adjust capital income inequality measures for scale and type dependence. Finally, I con-
duct comparative statics exercises of optimal capital gains taxes with respect to type and scale

dependence and demonstrate how their relative magnitude matters for optimal taxation.

1.4.1 Inequality Multiplier Effect

As I show in Proposition 1 (b), scale dependence gives rise to an inequality multiplier effect
that amplifies the capital income elasticity and reduces the optimal capital gains tax. To demon-
strate the quantitative importance of this multiplier effect, I consider, as a first exercise, a set of
economies that differ in the magnitude of scale dependence measured by the own-return elastic-
ity. From now on, I set the reduced-form savings elasticity with respect to the rate of return to

g =0.5.

The Left Panel of Figure 1.2 displays the relationship between unadjusted and adjusted capital
income elasticities. The former can be interpreted as the reduced-form elasticity EHR’(FTK) |{,,.}1€[0_1]
that describes the short-run responses of capital income, holding return rates fixed. As explained,

‘L'K)

the adjusted capital elasticity ZuR’(l_ accounts for the endogeneity of return rates that makes
capital more responsive. As one can see from the figure, the upward adjustment for a given un-
adjusted elasticity is notable even for smaller values of the own-return elasticity. The higher the
underlying unadjusted elasticity, the higher this difference. Moreover, for a given adjusted elas-
ticity measure, the unadjusted elasticity substantially declines in the value of scale dependence.

Altogether, scale dependence increases the efficiency costs of raising capital taxes.
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Figure 1.2: Elasticity Adjustment
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Whereas the measure of capital income inequality, such as the Gini coefficient, is (relatively)
easy to observe, the degree to which portfolio returns are scale-dependent and, thus, the size of
the correct adjustment of the capital gains elasticity is not. Therefore, I demonstrate the effects
of observing the elasticity incorrectly, given that scale dependence shapes the capital income
distribution. The Right Panel calculates optimal revenue-maximizing capital gains taxes (I; = 0)

for different values of 7'~ ™

)|{,l.}l_6[07]]. For this objective function, the measure of capital income
inequality that carries equity concerns plays no role in the optimal capital gains taxation. The
red line is the benchmark where are all return inequality is exogenous (type dependence only).
One can observe that scale dependence substantially reduces the optimal capital gains tax (blue
lines). The higher the unadjusted elasticity and the greater the amount of scale dependence, the
larger the adjustment in the optimal capital gains tax. For instance, an own-return elasticity of
0.25 leads to an adjustment in the capital elasticity of more than 42% . For an unadjusted capital
income elasticity of 0.25, the resulting scale-dependence induced reduction in the optimal capital

gains tax is around 8%.

1.4.2 Capital Income Inequality

In the previous exercise, I studied the effects of scale dependence on efficiency. However, type
and scale dependence also affect a society’s equity concerns. In the formula for the optimal
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capital gains tax, equity concerns are summarized by the inequality measure

(1-I})ag i:| ar.(

E e = “Icov I,i
i E (ar,i) e &).

This exercise aims to demonstrate how to adjust the measure of capital income inequality by the

presence of scale and type dependence.

To illustrate this, I set the Pareto weights to I; = 2(1 —i). This rank-dependent function is
known as the Gini social welfare function introduced by Sen (1974). In line with the litera-
ture on wealth and income inequality, suppose that capital incomes are Pareto distributed (e.g.,
Gabaix (2009)). Then, the elasticity of capital income with respect to the household rank is con-
stant Ci”R’(l_i) = —1/Aq,, Where A, is the shape parameter of the (steady-state) capital income
distribution. Moreover, the inequality measure /(7x) is equal to the Gini coefficient. Using the
parametrization of welfare weights, COV (I;,i) = —1/6. Moreover, I set i = 0.8. This value is
consistent with a shape parameter of A,, = 1.6 (see Saez and Stantcheva (2018)). In Appendix
1.B, I analyze the performance of the approximation for different levels of inequality (4,,) and
alternative social welfare functions (I;). Moreover, I omit the endogeneity of i in this section. In

the robustness analysis of Appendix 1.B, I take the endogeneity explicitly into account.

Using this parametrization, I now demonstrate how the inequality measure (Gini coefficient)

differs in the short run (unadjusted inequality) and the long run (adjusted inequality). Notice that

one can decompose capital income 1nequahty into wealth and return 1nequahty, since ar,(1=0) _
¢ a(1=0) 4 Ci (=) Return inequality C 8 a(1=0) 4 C (=) depends on the degree to
which it is driven by scale dependence, € C and a measure of type dependence, C )

that describes the exogenous differences in return rates. The former depends on the amount of

. ~ . za,R| zR1,(1-0) | za,r pr(1—i)
wealth inequality Ca’(H) = ¢i§-a’(lfl) S 11_ gf & that is also a function of type and scale

dependence (C " and &)

On the left-hand side of Figure 1.3, I display a situation where all the capital income and
gk CRI (=) _ ). Without any un-
derlying inequality (C = 0), both the adjusted and the unadjusted inequality measures and,

wealth inequality is entirely driven by return inequality ({;

thus, the optimal capital tax rates are equal to zero for any amount of scale dependence. A pos-
itive amount of type dependence gives rise to capital income inequality. With scale dependence
(e"* > 0), the adjusted inequality is larger than the unadjusted one. This adjustment is moderate

in the absence of any additional source of inequality (£ & G eR070) ),

However, the difference between the two inequality measures is more sizable when there is

i) _

another source of wealth inequality, as shown in the Right Panel, where I set Eﬁ’Rl ;R (1=
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1.4. Quantitative Illustration

Figure 1.3: Inequality Adjustment
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—0.18.29 Therefore, a high long-run Gini coefficient of capital income (adjusted inequality) is
not necessarily driven by growing type dependence (unadjusted inequality). Under scale depen-
dence, the rich become richer because they are rich. Their accumulation of wealth makes capital
income more unequal in the long run than in the short run. This effect is more substantial when
there is more underlying inequality.

.ll./Rl 5R17(171)
1

To provide an example, without an underlying inequality (ft = (0), an own-return

elasticity of 0.25 adjusts the Gini coefficient from 0.2 to 0.23. For Z:’l.“’Rl ;1317(1—") = —0.18, the

adjustment is more pronounced (from 0.2 to 0.27).

1.4.3 Optimal Capital Gains Taxation

Altogether, scale dependence raises the elasticity of capital income and amplifies capital income

inequality. Although type dependence also contributes to capital income inequality, it does not

201 obtain this value in two steps. First, I calculate the shape parameter of the return rate distribution Cir’<17i). In
line with Saez and Stantcheva (2018), let Cl-aR’(l_’) = —1/1.6. Moreover, I set Cia’(l_l) = —1/A, = —1/3, which is
consistent with the fact that the top 10% wealth share is twice the top 1% wealth share and four times the top 0.1%
wealth share (see, for instance, Piketty (2014)). Accordingly, Cir’(l_’) = CiaR’(l_l) - Cl.“’(l_l) ~ —0.3. Secondly, I

assume that, in the baseline scenario, half of the return inequality is driven by type dependence, Eir’(lfi) = %Cir’(lfi),

and the other half is due to scale dependence, 8{'“{{1"(171‘) = %Cir’(lfi). This assumption implies an own-return
elasticity of € & 0.45 that is just in the middle of the range identified in Section 1.3. Moreover, it gives the value

of {17~ o.18.
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Figure 1.4: Optimal Capital Income Taxation
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alter the capital income elasticity. Therefore, the implications for tax policy of rising return
inequality are non-trivial.

In this numerical exercise, I explore the role of type and scale dependence for the optimal
taxation of capital gains, holding all other primitives fixed. This illustrates Proposition 1 (c).
Again, let £ = E017%) — o5 ZeR R — 018 7=0.8, and [; =2 (1 —i).

In the Left Panel of Figure 1.4, I present the optimal capital gains tax as a function of the
reduced-form return inequality that measures type dependence, (fl-r’(] . As argued theoretically,
more type dependence (smaller fir’(l_i)) translates into a greater capital income inequality. Thus,
arise in inequality that is induced by type dependence calls for higher capital taxation. However,

this adjustment in the optimal tax is weaker the greater the magnitude of scale dependence.

For example, consider an increase in type dependence from —0.1 to —0.2. Without scale
dependence, this leads to a rise in the optimal capital gains tax by 45%. For an own-return

elasticity of 0.25, the respective increase is 40%.

The Right Panel of the figure shows the optimal capital tax for different values of scale
dependence, measured by the own-return elasticity. A rise in inequality triggered by more scale
dependence tends to reduce the optimal capital gains tax rate. The adjustment due to scale
dependence depends on the amount of type dependence. Without type dependence, there is
no adjustment (full neutrality of scale dependence, red line). Thus, the larger the underlying

type dependence, the stronger is the reduction in optimal capital income taxes due to a scale
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1.4. Quantitative Illustration

Figure 1.5: Type vs Scale Dependence
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dependence-induced rise in return inequality. For example, given a type dependence of Zfl.r’(l_l =
—0.1, a rise in €"“ from 0.2 to 0.4 lowers the optimal capital gains tax by around 6%. This
reduction is more pronounced (more than 8%) when type dependence is, for instance, fir’(lfi) =
—0.2.

To further explore the relative importance of scale and type dependence, I finally compute the
isoquants of the optimal tax function in Figure 1.5. Consider a rise in capital income inequality
that is driven by both type and scale dependence. The figure reveals that a rise in inequality
does not necessarily alter optimal capital taxation. There are combinations of type and scale
dependence for which rising inequality is entirely neutral for tax policy. For example, at an
optimal capital tax of 50%, a rise in scale dependence from £ = 0.2 to €"* = 0.4 cancels out
an increase in type dependence by 17%.

In this section, I quantitatively explored the consequences of scale and type dependence for
common sufficient statics, such as the elasticity and inequality of capital income, as well as the
optimal capital taxation. Altogether, these measures may substantially differ in the short and long
run due to the endogeneity of pre-tax return rates. Moreover, type and scale dependence have
opposing effects on optimal taxation. While a higher scale dependence tends to reduce taxes
because the adjustment in the efficiency costs dominates the inequality rise, type dependence
raises optimal taxes as the efficiency channel is absent. Overall, one cannot infer from an increase
in capital income inequality that capital taxes should rise. Depending on the source of this
inequality rise, it can have qualitatively opposing policy implications. This difference can be

quantitatively considerable.
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1.5 Conclusion

This chapter introduces scale and type dependence into the optimal taxation of capital. 1 show
that it does not only matter if and how much return inequality there is, but the source of inequal-
ity is essential for tax policy. Both type and scale dependence raise capital inequality. Scale
dependence, however, makes capital more elastic to tax reforms, expanding the efficiency costs
of capital taxation. I show how to adjust standard sufficient statistics that determine the capital
elasticity for scale dependence. These need to account for an inequality multiplier effect between
wealth and its pre-tax return.

When scale dependence raises inequality, optimal capital taxes decline because the inequality
multiplier effect offsets the increase in the observed level of inequality. Conversely, capital tax
rates should increase if the same rise in inequality were driven by type dependence. As a conse-
quence, a government should address changes in capital inequality very differently depending on
their source. Therefore, exploring the magnitude of scale dependence relative to type dependence

is an important avenue for future research.
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Appendix

1.A Proofs for Section 1.2

1.A.1 Part (a) of Proposition 1

With and without scale dependence, the government solves max [, I;U (tx;i)di subjectto [; Txag di >
TK

E. Assume that the optimization problem is concave. Taking the derivative of the Lagrangian
function .Z = [,I;U (tx;i)di+ A [ f; tkag idi — E| with respect to T, the first-order condition
reads as

du 31 ' a — .
/(B/l)(rK’l)di—i—/aRidi: K /aRic,.R*“ w) dj. (1.13)
i dtg i 1—tx Ji
With a utility function that is quasilinear in the consumption of final wealth, the first-order effect

dU(’L’K i)

on household utility is given by = —ag,; and the shadow value of public funds is equal to

= [.Iidi = 1. Simplify (1.13) to obtain the Ramsey formula for the optimal capital gains tax.

1.A.2 Part () of Proposition 1

Without scale dependence, the average elasticity of capital income simplifies to

1 17K aRl l TK)d — ~.aR,(17‘L'K) — ~.a,(1711<) 1 14
E aRl l Cl Cl ( * )

[

|{r, ze()l

W and @; = (1 + € ’a) ¢;. With scale dependence, the

for constant elasticities. Define ¢; =

household elasticity of savings
C.a./(l_f,() _dlog(a;) __dlog (a;) | dlog(a;) dlog|ri(a;)] dlog(a;)
’ “dlog(1—1x) dlog(1—1tx) "icon ™ dlog(r;)  dlog(a;) dlog(1— tx)
—C 1 ’L'K +Car rac 1 ’L'K C ,(171’[{)
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and the capital income elasticity

CFIR’(FTK) _ dlogairi(a;)] __dlog (a;) dlog|ri(a;)] dlog(a;)
' ~dlog(1—1¢)  dlog(1—1x) dlog(a;) dlog(1—tx)

= (14 &™) = (14 /) .

both account for the endogenous return rate. Then, the average capital income elasticity with
scale dependence

1 TK / ra 1 ‘L']() 1+8r.a (1—1.']()
1+¢ ; di=——"1— 1.15
g (reed g (1.15)

Ry (1—7x) > zaR7(1—’L'K)

is larger than the one without za for €7 > 0.

|{ri}ie[071]

1.A.3 Part (c) of Proposition 1

The response of the inequality measure / (7Tx) can be written as

1 fagidi- f;(1 - I)ag; ¢ "™ di— [ ¢S gp di- [ (1 -T;) ag di

I’(TK>:*1_TK (fiaR,idi)z

TK)

For constant elasticities fia’(l_r’( ) £, and £/, the capital income elasticity, Ci%(l— , is also
uniform across the population. Accordingly, the denominator of I’ (tx) is equal to zero.

Define i such that a:r;(a;) = E (a;ri(a;)). Then, approximate each household’s capital in-

come around the one of household i, a;r; = azr; (a;) — 24 '(’ ) halrl( a;) + o (i—1i), such

d(1-i) ¢
l;+o (i —1), where {™® = dlog(aR’; Therefore, for

that 4"~ ari(a;)  agi—E(ari) _Cam(l i) = Togli=7)-
08

l
azr; al) E(aR,,-) l 1
constant elasticities,

e O

SR [0 (-] = T cov ().
—i —1

Moreover, the wealth elasticity with respect to the household rank can be written as

dlog(a;) dlog(RU)’ +a’log( )dlog(ri(ai))’

dlog (Ry;) dlog(1—1) Vb0 ™ dlog (r;) dlog(1—i) i
dlog(a;) dlog (ri(a;)) dlog(ai) —  (zar #R.(1-i) | Farzr(1—i)\ _ . Fa(1-i)
dlog(r;) dlog(a;) dlog(l—i)_ (C & +C C )_(P’Ci '

get=i -
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1.A. Proofs for Section 1.2

where R; ; is a household’s first-period (after-tax) labor income. Hence, the respective capital
income elasticity is given by

ar,(1-i) _ dlog(airi(a;)) a(1-i) | 9log(ri(ai)) _ @ Fall=i) | Fr(1-0)
G = dlog(1—1) (14+¢&)¢" WH &

ic[0,1]

and the optimal tax rate reads as

za,(1-i) zr,(1-i)

1 &

LSO B 1 i S e
-t 1-i o™

Note that, for given elasticities and Pareto weights, this formula is not entirely in closed form
since the household that earns the mean capital income i is an endogenous variable. I omit this

endogeneity for simplicity.

1.A4 Corollary 1

The change in mean returns, E (r;) = [;r;(a;) di, from a tax reform dtg can be expressed as
dloglri(a;)] dlog(a;) o odtx

dE (r;) = — [ri(a :

(ri) /,-r ) = log () dlog(1 -0 T &

ra #a,(1— dtg
= —E(n)g "

Similarly, differentiate the variance of returns, V (r;) = E (r}) — E (ri)?,

T y d
dv (r;) = —2E (2) /¢ fK)l_TK +2E ()2 era g1 I_TI;K
() d
=2V (r;) &L (-m) 4K
I—TK

Whenever § > 0, dE (r;) < 0 and dV (r;) < 0.

1.A.5 Proposition 2

Optimal taxation in general equilibrium. As in 1.A.1, one calculates the social planner’s first-
order condition

dU TK, dU TK, ) d}’l’ da,v

dl”l i dai/ dT[(

/(17'//1) ————di +/F//1 di’di+/.aR7idi /R,C”R (=) ;.

(1.16)

1—1g
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where the second term on the left-hand side of (1.16) collects cross-effects in each households’

ey . . . dU i .
return rates. Note that by the quasilinearity of the utility function fl:f( 0 _ (1 —1x)a;. Using

the definition of cross-return elasticities, the first-order inter-household effects simplify to

dUu (TK;i) d}’, dal / / (1-1%) 5
n/a) =l Tiag,
/,- (1) =20 [ S ari [ 70" aidi

leading to the optimal capital gains tax in general equilibrium.

Elasticities in general equilibrium. Observe that, aside from collecting general equilibrium ef-
fects, one needs to adjust the elasticities. With multiplicatively separable cross-return elasticities
Y’ = 18, the savings elasticity is

diog (@) diog|ri ()] _diog(ar) .,
v dlog (r;) dlog(ay) dlog(1—1k)

—(]),Ca(] ‘L']( +¢1Car /éruc 1 ’L'K)d/

Cia,(lfrl() _Cl a,(1—1x) +Car rac (1-1)

Multiply the left-hand side by 6; and integrate out to get

/Sra (1= TK /5rad (Pl J(1—1%) +¢1 ar/éra di /Sru (1= TKd

na j. a,(1-1x)
- /6ﬂ di' '(Pi i )
i

where the second equality follows by the simplifying assumption that cross-effects average out
fi/ V;’i.’,di’ = 0. Moreover, if 5;’6’ decreases in i’ (whereas return rates increase in i’),

ccow( 5”) /,“,d’ ( > (5’“)_—1@(;)1@(5}").

>0 <0

Then, E (8,) = [, 8;“di’ must be negative and the elasticity is smaller in general than in partial
equilibrium

C,-“’(”K)‘<1+§”¢l 8 >¢,§ 1m0 < g™, (.17

Notice that the savings elasticity is increasing in i.
The elasticity of capital income can be written as
dlog (air;) dlogri(-)] dlog(ar) /
7 dlog (r,) dlog(ay) dlog (1 —1k)
= (1+&<)gei-m) 4 (Hff”) s ™ar (1.18)

gt = (14 gfy g™

1
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1.A. Proofs for Section 1.2

Assuming positive savings elasticities, the second term on the right-hand side is, again, negative
since
/5”‘ =gt —cov (&7, ™) +E () E (&) <0,
\W_/%/_/

<0

<0 >0

Thus, in general equilibrium, one needs to downward adjust the capital income elasticity
G < (g G < (1) g

Furthermore, the general equilibrium welfare effects 3!~ ™) = 1 i 87g U=%)gif are negative
because [, 6,“¢; a(1=7) gt < 0.

Comparative statics 1. This comparative statics compares the optimal general equilibrium cap-
ital tax to one in a self-confirming policy equilibrium. Firstly, express the capital gains elasticity
in Equation (1.18) as

a - ra za,r za,(1— na g 1
G — (1) oGk (14 Erg) 9T [ gais,(19)

C1

2

where ¢; > 0 and ¢; < 0 are constants. Use this expression to write the measure of inequality
that serves as a sufficient statistic for the optimal capital income tax as

—cy E(a;)E(Ijag;) — E (agr;) E (I;a;
1) = o TR r B,

Notice that COV (I}, ag ;) <0, COV (I3,q;) < 0, and, by the fact that capital income is convex in
savings, COV (I3, ag ;) < COV (I3, a;). Therefore, I (’L'[?E) is negative since

E (a,-) E (ECZRJ) —E (CZR’,') E (Eai) =K (a,-) C@V (E, aR.,‘> —-E (aR_,i) (C@V (E, a,')
E (ar,;) [COV (I;,ag ;) — COV (I3,a;)]
\“,_/

>0 <0
+E((1—ri)a;) COV (I3, ar;)
>0 20

for r; € [0, 1].

In the following, I approximate individual and aggregate variables in general equilibrium
(and evaluated at the general equilibrium tax) around the values one would obtain when having
the partial equilibrium tax rate. In other words, to show that TICgE > T;;E , for small general
equilibrium forces (5;’“ ~ 0 and ’L',?E ~ I’;E ), I apply a Taylor expansion to the optimal capital
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income tax
N ) )

GE —
1— Tx E {(Cl + r.%EC?) aR.i (TI?E):|

A household’s capital income in general equilibrium is approximately

daRﬁ,-
d (1 — TK)

GE

ari (18°) = ar; (t£°) — (t¢F — 1£%) +o (18" — ¢F)

PE TIC(;E —TF (1-x) PE GE  _PE
= ag (% )—wé ' agi (g ) +o (1" —7%")
K
PE TI((;E - TII;E PE GE _ _PE
= aR,i (TK ) — WC]aR’i (TK ) +0 (TK — TK ) P
K

keeping in mind that the elasticities are evaluated in general equilibrium. Similarly, approximate
aggregate variables

B[ ag; (10F)| = 1B [ar, (£F)] + o8 [as ()]

—MCZE [a '(‘L'PE)} +0(TGE—TPE)
l—Tlng 1 Ri\ ‘'K K K

and

E [(1 e (1 n yir,(lfrw))) ar. (TIC(;E)} —F {(1 -L (1 +%(,(1frw))) ag. (T[I;E)}

ek — " -~ (-PE GE _ _PE
—WCIE [(I—E)GR,, (TK )]"_O(TK — Tk )
K

E[(1-I})agi(tk")]
exElars (1) to express

PE
Use the fact that, in the self-confirming policy equilibrium, ITKW =
'K

the general equilibrium tax in terms of the one in partial equilibrium

w % Ao (e¢F —bF), (1.20)
[ cGF  1-1F
where
o E{B%"("TW)aR_;(TI’;E)} B r,‘gE—rﬁEc
PR (7 C:0) I
= oE [ai (TI[;E )] 7GE _ 1PE
1 — K K ¢4
C]E[aR‘i(T,[;E)] 1*71[(’E
(1-tw)

Noting that A > 1 since %_r, < 0 and ¢; < 0, as defined in Equation (1.18), concludes the

proof.
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1.A. Proofs for Section 1.2

Comparative statics 2. In this exercise, I compare the optimal capital gains tax in general
equilibrium to the one in partial equilibrium holding all other primitives of the economy fixed. As
in part (c), define i as the household who earns the average income ag; = E (ag ;) and approximate

each household’s capital income around the income of i such that ?R’ y =1+ Cl-”R’i’%.; +o(i—1i).
Then, notice that, in general equilibrium,

" dlog (r;) dlog(ay) dlog (ry)

v dlog (ay) dlog(r,-/) dlog(a;)
L o 1 )

_ g,z+ argra q,t+cia7r 5racar 6ir,aCia,zdi

,rl

Cia,izg i 5 N ragaz_i_clar Cia’idl

Assuming that ¢ is constant and using the fact that [, 8 di=0, g =L Lerer et = ¢, 8
which confirms the conjecture. Similarly,

dlog (r;) dlog(ay) dlog (ry)
zdlog(az)dlog( ) dlog (a;)
= (14§ + G = al +

Ca;g,i — (1 +8ir,a) CiaJ_’_ gir,i_i_

1

§di

Therefore, the relationship between household percentiles and their wealth and capital income

remains unchanged because general equilibrium effects cancel out.

Then, one can approximate the capital income inequality in general equilibrium as
r,(] —’L'[() _
1-1I; l—i-)/[ ag.i =1
E ( ( >> %E|:< (1+')/l(1 T]{))) <1+Cia1wl.l>:|
1

E(CIRJ')
|-&[mre (g )],

< 0. Therefore, capital income inequality is

_ (g {(1 )

~.ll o~

which is larger than Z,’“’” [(1 -1 ﬂ since %n(l—fx)

larger in general than in partial equilibrium. Using the above-derived relationships and observing
that E (") < 0, the average capital income elasticity

aR71 k) ar.i aR (1-t) 5. agr.i a,(1— TK) za,r / rnaya,(1=t) ;0| ;.
di = 1 1+ 5 di'| d
EaR, EaRl |: +8 )C ( +Cl )I", C l:| !
1+ &7 (14 &) E(a;) (1-t
Sy el | l E(8) | < & x)
g (* e Bl ) <28

is revised downwards in general equilibrium. Altogether, ‘CKE >7T holdlng all primitives other

than the cross-return elasticities fixed.
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Figure 1.B.1: Approximation Error (Gini Social Welfare Function)
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1.B Approximation Error

In Sections 1.2 and 1.4, I employ a first-order approximation of the measure of capital income
inequality, allowing to remain agnostic about the distributions of wealth and return rates. The
meaningfulness of this approach hinges on the performance of the approximation. Therefore, I
now make specific distributional assumptions and compare the resulting exact measures of capital
income inequality to their approximation. In the following approximations, I also account for the
endogeneity of the household that earns the average capital income.

Following the literature on wealth and income inequality (see, for instance, Gabaix (2009)),
suppose that capital income is Pareto distributed P (ag; > ag) = ai‘;’jla;l“’?. Observe that, under this
assumption, Cl.aR’(lfi) = —%. In the quantitative illustration of Section 1.4, I assume the Gini
social welfare function, due {[?o Sen (1974): I} =2 (1 —i). This section extends the exposition to
a more general class of rank-dependent social welfare functions I; = % (1- i5‘1) where 6 > 2.
This class is the so-called Lorenz or “A” family introduced by Aaberge (2000) that nests the
Gini social welfare function (6 = 2). Using these assumptions, one can derive the exact measure
of capital income inequality. For 6 = 2, the inequality measure is exactly equal to the Gini

coefficient E | (1 —I;) % = Tzlrl

Figure 1.B.1 compares this exact expression to the proposed approximation for a range of
values for A,,. Overall the approximation performs well. Especially for a lower amount of
inequality (larger A,,), the approximation and the exact version of the Gini coefficient coincide.

For a high level of inequality (small A, ), the approximation will overstate the Gini measure and,
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Inequality Measure

Approximation Error

Figure 1.B.2: Approximation Error (“A” Family)
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thus, the optimal tax rate. The approximation error is, however, limited (= 0.045) for the value
used in Section 1.4 (A,, = 1.6).

One can also study the approximation performance for other welfare functions. A higher

value of 0 means more weight on higher percentiles. In the limit (§ — oo), the “A” family tends

to the purely utilitarian case (I; = 1). Figure 1.B.2 displays the approximation error for different

values of 6. The upper two panels show the relationship between the inequality measures and

the shape parameter for § = 3 and & = 107, respectively. Now, the approximation understates the

measure of capital income inequality. However, the bias appears unsystematic over the range of

shape parameters A,,and is declining in §. I further illustrate this observation in the lower panel

by depicting the approximation error for different values of 8, holding the shape parameter fixed.
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1.C A Dynamic Economy

In this section, I incorporate type and scale dependence into the dynamic bequest taxation model
of Piketty and Saez (2013) that can be interpreted as a theory of capital taxation. I show that the
main results from the previous section carry over. I discuss the main differences arising from a
fully dynamic setting relative to the conceptual framework of Section 1.2. Moreover, I derive the
optimal tax in general equilibrium. Finally, I deal with the role of uncertainty, which is present

in the financial market of Section 1.E.

1.C.1 Environment

First, I describe the economic environment closely following Piketty and Saez (2013). Consider

a discrete set of periods ¢ € {0, 1,...}. In each period, there lives a generation of measure one.

Preferences and technology. Each household i,7 from dynasty i € [0, 1] in generation ¢ differs
in a labor skill w;,, which may correlate across generations. Let the distribution of skills be
stationary and ergodic. Individual i,z supplies labor /;; to earn a pre-tax labor income y; ;; =
w;«li; which is taxed linearly at rate 7, ;. Let E; be an exogenous transfer. At the beginning of
a period, each household receives a capital endowment (inheritance) a;; > 0 from the previous
generation that carries a yield of r;; and is taxed at rate, TW7,.21 Suppose the initial distribution
of a; o is exogenously given.

Households can take effort x; ;1 at a cost v (x;,41) to increase the rate of return rl’-’t (xis) >0
(e.g., financial advisory or financial knowledge acquisition). Let the usual monotonicity condi-
tions hold. That is, effort choices, as well as savings, and, hence, labor and capital income are
increasing the index i.>? Intuitively, the higher an individual’s hourly wage, the more she will
work, and the more resources she can transfer to the retirement period. Moreover, an individual’s
incentives to take efforts to increase her capital gains rise with her position in the pre-tax wage
distribution. Accordingly, there is scale dependence. That is, larger portfolios earn higher rates
of return than smaller ones r;; = r;; (a;;) where rl’-J (ai;) >0 and rl’-f[ (ai;) < 0. When the costs

are deductible from the tax base, define r;; = ri; (xi;) — v (xi;) /ai,. Return rates may also differ

2'With return heterogeneity, it has been noted that a tax on wealth is not equivalent to a tax on capital income, T ;1.

They yield different implications for efficiency (Guvenen et al. (2019)). That is, only when r;,+1 = r;41 for all
i, agisr1 (1= Twys1) = igp1 [L4+ (1 = Tgeq1) re41] if and only if Tg 1 = Twq1 % In this chapter, I
disregard the important debate, which of the two policy instruments is more suitable in a given situation, and focus
instead on the implications of endogenously formed return inequality for redistribution. Formally, with heteroge-
neous returns, a rise in the wealth tax by d Ty 1 also shifts the implied personal capital gains tax for any individual
i upwards: dTW,H—l = dTK757[+1 l:—lrtﬁ > 0.

22In Section 1.G, I address monotonicity more formally.
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1.C. A Dynamic Economy

exogenously due to type dependence: % > 0. In Section 1.E, I microfound this setup: There,
returns form on a financial market in general equilibrium, making returns a function of one’s

own and everyone else’s choices, 7;; <a,-7,, {a jvt} > For the moment, I shut down general

Jelo,1]
equilibrium effects.

Household problem. Households optimally supply labor and use their after-tax, disposable in-
come for consumption, ¢;;, and transfers into the next period (bequests), a; 41, to maximize their
utility Ui (¢ig, @011, ) Where agipr1 = aipq1 (1+rigq1) and g,y = agiig1 (1 —Tw,sq1) are
the pre- and after-tax final wealth. Altogether, households solve

max Ui (cig,ar i1 (1= Twit1), lis, Xigt1) (L.2D)

Cipslig Qi g 1% 141

subject to their budget constraint ¢;; + a; ;1 = ari; (1 —Tw;) +wiglis (1 —70;) + E;. As re-
turns result from effort choices (x; ;4 1), households take their rate of return r; ;4| as given, when

choosing a;;11. The first-order condition for the optimal level of a;; is given by % =

- it
AU, (-
8Qi:;§_1) (1 - TWJ_._]) (1 + ri,t—i-l)-

Denote a; = [;adi, ag; = [;ag;.di, c; = [;ci di, and yr , = [;y;,di as the aggregate variables
in period t. Suppose that the economy converges to a unique equilibrium with ergodic steady-

state distributions of earnings and wealth that are independent from the initial endowments a; (.

1.C.2 Optimal Taxation in Partial Equilibrium

In the following, consider the optimal long-run tax policy in the steady-state equilibrium, (T, 7, E).
Again, denote I;; > 0 as the Pareto weights. The government maximizes the sum of weighted
utilities

max | I; Uiy (aie (1+7i) (1= Tw) +wigliy (1= 7L) + E —aijg11,

w,TL J |

digt (L4 rigr) (1 —w) i) di (1.22)

subject to the balanced period budget twag, + T1yr, = E and scale dependence r;; = ri; (aiy).
Observe that, for a given amount of E, Ty and 77 are directly linked to each other. For a budget
neutral reform of the tax system, a change in Ty triggers an according adjustment in 77 and vice

versa.
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dlog(aiy
Elasticities. As before, denote the savings elasticity as ;" ;= _ Olog(air)

8108( n)
as g, = % and ¢ = ;- Ca = > 0 as the measure of the inequality multiplier effect. It
’ it

1,t ll

the own-return elasticity

dlog|1+ris(a;
is useful to define another version of the own-return elasticity as 81+m = %.
it

With exogenous rates of return (type dependence), the elasticity of savings and initial wealth
of household i reads as

gosli-m) _ dlog (ais) _ dloglais (1+ris)]
it

= _os\di) | > 0.
dlog (1 —1y) . dlog (1 —1y) £y >

With endogenously formed returns (scale dependence), the elasticity of initial wealth before and
after interest are given by

g0 = ook g, g
and
Ciizzk,(lfrw) _ dlogc[lalio,zg((ll—i—r;;/()ai,z))] e = (1 +£1+ra) Cft,(lfrw)v
respectively. Observe that, due to the endogeneity of returns, C“R’ (=) -, Cft’(lfrw > Cl . (1-w),

Moreover, define the long-run elasticity of aggregate wealth and labor income with respect to
their retention rate as

gar(1=7w) _dlogars) |
dlog (1 —w)

and
puti-n) = o8y
dlog (1 —1)

As in Hendren (2016), these policy elasticities ey and ey include own- and cross-price effects
as they feature behavioral responses to a budget-neutral reform of both 7y and 7;. Observe that

one can decompose {%:(1=%) = Cg&(l—rw) + CIZR’(l—Tw) + CEam(l—rw)’ where
Gt = [ Ra gy
4 Ji

is the elasticity of savings at the mean rate of return R = [;r;, (a; ) di,

ap,(1— 1
i = — i) Rl Gy di
aRry Ji
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1.C. A Dynamic Economy

captures the reaction of savings with return heterogeneity, and

a - 1 Tya — za,(1— .
gt = E/[sz’(l TW)—CI-,[(I TW)} (L +ris (air)] ai di

characterizes the effects from the endogeneity in returns. This decomposition nests the setting of
Piketty and Saez (2013) in which Cf,R’(FTW) =0 and CEaMl*TW) = 0. Observe that CER’(FTW) >0
for rl{’t (aiy) > 0. Hence, for a given distribution of wealth and returns the elasticity of wealth,
Gar (=) g larger under scale dependence (when returns form endogenously) than under type
dependence (part (b) of Proposition 1). Also note that, by the construction of scale dependence,
Corollary 1 applies: Z,’ (=) _oe mClt(l W) > 0 and C (=) _ & (1 W) 5 0 for
constant elasticities.

Distributional parameters. Denote g;; = ,,ag’c’ / [+ T /l ac )dz as the social marginal wel-
fare weight of an individual 7,7 in monetary units. Define the ratlos

7mmal — 1+ iy al il ] Qi
/g, =i
aRt

and

—_fi Ait+1 .
aflnal = /giJ 2 dl
i

AapR

as the distributional parameter of initial and final wealth before interest (received and left be-

quests). Similarly, define the distributional parameter of labor income y; = [ gi; yy LL"’;’di. For a
given unweighted population mean, a small distributional parameter indicates a strong taste for
redistribution. Alternatively, fix the redistributive goal of the society. Then, a high concentration

of the respective variable leads to a low value of the distributional parameter.

Steady state. To derive the optimal tax formula, one needs to find the combination of tax rates
that leads to no first-order welfare gain for any budget-neutral tax reform. First, I describe the
set of budget-neutral tax reforms (dtw,dt.,dE) with dE = 0. Accordingly, it follows from the
government budget constraint that d Ty and d 7y relate to each other in the following fashion

agedty (1= ¢ W)y g (1 gret-m ), (1.23)
1—1w 1—1

Using the envelope theorem and imposing that the first-order change in welfare equals zero
dSWF =0, yields an optimality condition for the capital tax

/gi,t
l

l_CaR 1 Tw) ‘L'W

_<1+€a1e,1 Tw )ClR,i,thW"|-yL” -

(1—-1 TL
VLt ]—C)’L, L) —

Y g d Ty — f*”;drwl di=0. (1.24)
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Redistribution of Return Inequality

There are three effects of a rise in the capital tax. The first one describes the negative effect on
initial wealth, whereas the third term the one on final wealth. The second term is the positive ef-
fect of the reduction in the labor income tax resulting from budget neutrality. Use the definitions
of aggregates and distributional parameters to rewrite Equation (1.24)

_ CaR,(l—rW) Tw 1

_ giirial <1 n 5ak,<1—rw>) ! al™l =0 (1.25)
w

(1—-7)
I—C)’L Ll

where 5“1?7(1_“”) = [ CaR’ (1=w) 8ir aR”dl/ Jigii R”dl is the welfare-weighted average initial

wealth elasticity. From these arguments, Proposmon 3 directly follows.

Proposition 3 (Optimal capital tax in steady state). The optimal capital tax in the long-run

steady-state equilibrium is

mmal —final
1-2 (1f§n‘ W) B )(1+C“R (1- fWM%)
TW = mmal T (126)
1+CaR,1Tw 5 (1_CyL,1TL1L)<1+CaR,1Tw>

for a given labor income tax .
Proof. Appendix 1.D.1. L

This proposition replicates the tax formula by Piketty and Saez (2013). Hence, I obtain a
version of the neutrality result (Proposition 1 (a)) in the previous section: The sufficient statistics
that describe the optimal capital tax are the same with and without scale dependence. As already
mentioned, these sufficient statistics are, however, endogenous to the process of return formation

and to the capital tax.

Comparative statics. To establish part (c¢) of Proposition 1 in this economy, I introduce (a
small amount of) scale dependence into an economy without scale dependence that is otherwise
observationally equivalent. Thus, I focus on the first comparative statics exercise in Proposition
1 (c), holding observables fixed. In this setting, this means fixing the labor supply elasticity
(4 (1 _TL)), the distribution of labor income (y; ), labor taxes (77,), and the social marginal welfare
weights (g;;). Let the individual wealth elasticities be uncorrelated with the marginal welfare
weights such that (f ar,(1-tw) — = {9 (I=m)_ Moreover, I take the above-described elasticities of

returns (¢ and 81+m) and savings (C“ " and C (1=7)

) as given and omit distributional effects
on the aggregate elasticity ({ ar,(1-7w)) that may, for instance, arise when there is a correlation
between elasticities and wealth. Of course, these simplifications neglect the endogeneity of these

measures to capital taxes and the allocations that will change when introducing scale dependence.
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1.C. A Dynamic Economy

However, they allow for a tractable analysis of taxes with and without scale dependence (T and

T, respectively).

As described, under scale dependence, the wealth elasticity has to be upward revised (part (b)

of Proposition 1), providing a force for lower wealth taxes. Formally, @ (1=w) > ¢ar,(1-w) |{,i}i€[0 :

since § gR =) < 0. The economic intuition for this result is the same as in Section 1.2. Capital

gains are convex under scale dependence. This convexity makes household wealth more elas-
tic to tax reforms. Since the optimal tax rate is inversely related to this elasticity, this channel
initial

YL

- + All the distributional effects on the
L 14-¢or-(1-7w)

optimal capital tax vanish. Relative to an economy with type dependence that is otherwise ob-

calls for lower capital taxes. For example, when wealth is infinitely concentrated (% — 0 and

a_final

— 0), the capital tax rate reduces to Ty =

servationally equivalent in its wealth and returns distribution, the presence of scale dependence
raises the wealth elasticity (> (1=W) > gar,(1-w) |{,l.}i€[0 1]). As aresult, Ty < Tyy.

Nonetheless, scale dependence may raise wealth inequality relative to type dependence. A

lower tax under scale dependence may decrease @/

. This channel calls for higher taxes. In
other words, the expression in Proposition 3 is not in closed form. For small policy changes
(tTw =~ Tw) from introducing a small amount of scale dependence (el-r f ~ 0),23 one can use a

first-order Taylor expansion to approximate aggregate wealth

- Ty — 7 _ -
ar, (Tw) = ary (Tw) 1+;V_—fvy§“k*“ W o (tw — ), (1.27)

bearing in mind that the elasticity {“# ‘(1=m) peeds to account for scale dependence. Therefore a
rise in the wealth tax diminishes the aggregate wealth level in the economy. Formally, ag, (tw) >
ag (‘fw) for Tw > Tw.

Simultaneously, the wealth inequality in the society ultimately declines in response to a rise
in the capital tax

1_|_f'¥vifw a,(1-ty)

oo o) 1) AL ) a2
+ 450

If Ty > Ty, a/™ (1) < @™ (%y) since the elasticity of aggregate wealth is larger than the
aggregate savings elasticity (% (1=™) > ¢a(1=w) Therefore, rise in the capital tax lowers the
concentration of final wealth (higher a/™el) However, when one only introduces a small amount

21n Section 1.G, I deal with a similar comparative statics exercise without imposing any assumption on the size of
policy changes.
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of scale dependence, this effects disappears
@™ () = @™ (Tw) + o (tw — Tw).
Interestingly, the initial (weighted) inequality is also unaffected by the tax scheme
amitial (gy) =@l (2,) + o (tw — B ). (1.29)

The reason is that, in this specification, the decline in aggregate wealth just offsets the rise in
unweighted initial inequality when individual wealth elasticities do not correlate with marginal
welfare weights (é ar,(1=tw) — rar,(1=m)) Consequently, Proposition 1 (c) approximately holds
in this economy: The wealth tax in an economy with a small amount scale dependence is lower
than the one in an (in terms of @™ and @/™%) observationally equivalent economy without

scale dependence as in the former the elasticity of capital is higher.?*

Dynamic efficiency. Suppose that the government chooses (7w, 7r/) to maximize

SWF = Z ﬁt /E,tUi,t (a,-J (1+ ”i,t) (1— TWJ) +widiy (1- TLJ) +E —aizya,
=0 t

aisr1 (1 +rig) (1= twegr),liy) di (1.30)

subject to the set of period budget constraints Ty ;ar; + 71 ;yr = E; and scale dependence r;; =

rit (aiz), where B € [0,1] denotes the generational discount rate.

To solve for the optimal policy, consider a uniform, budget-neutral reform of the tax code
at a distant future point in time, 7', when all variables have converged. That is (dtw,,dt.;) =
(dtw,dtr) for all t > T. Imposing that the reform has no first-order effect on social welfare,
dSWF =0, one obtains a dynamic version of the optimality condition from above

oo () o0 1— taRaU*TW)lTW 11
_ —initial _ t—T par,(1—mw = _ t—T —w _ =final _
a <1+(1 ﬁ),;ﬁ & >+yL(1 ﬁ);ﬁ o —— 0. (1.31)
Tz

Hence, in the optimal dynamic tax formula, the steady-state elasticity is now replaced with dis-

counted elasticities. All the intuitions from the steady-state economy carry over.

1.C.3 Optimal Taxation in General Equilibrium

Reconsider the steady-state economy from before. Now, assume that returns are formed in gen-

eral equilibrium. That is, r;, (am, {ay,} }>. As in Section 1.2, define the cross-return elas-

i'€l0,1

4By similar techniques, one may analyze the impact of a small change in the amount of scale dependence.
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1.C. A Dynamic Economy

.. a _ 9log(ris) 25 ra
ticity as er i = Flog(ay,)’ Let the cross-elasticity be multiplicatively separable ¥, i t 5

(similar to the CES exaimple of Sachs, Tsyvinski, and Werquin (2020)). That is, a change in the
savings by a household i’ leads to the same change the returns of any other household i in the
percentage points. In the financial market setting of Section 1.E, this assumption holds when the

costs of information acquisition are linear and all households acquire financial information. It is

1+ra 3108(1+Vi,t) T .na
- alog(ai/’,) R T

First, note that the elasticity of wealth before and after interest are augmented by general

useful to also define another version of the cross-return elasticity Vv

equilibrium effects

\a za,(1—tw)
Ca,(lfrw) _ps gu,(lfrw)_i_(p. Ca,rfi/ 7{7{/,;¢i/,tgi/,t wodi
o v v 1—J; i'ﬁ’?t(bi',l‘ng:trdi,

and

Cft;g,(lfrw) . (1 +Cll+ra> Ci?;(lffw) (1 +Ca 1+r> /,ﬁ;;@acﬁ,}(lffw)di/,
i

respectively. The aggregate and distributional variables are defined as before. The sign and

the distribution of cross-return (semi-)elasticities, &,, determine how the wealth elasticities are

l l’ )
adjusted. In the model of Section 1.E with linear information costs, 57’ ¢ is positive for small
values of ay; and negative for large ones. This resembles a situation of trickle-up, in which
cutting the top tax shifts economic rents from the bottom to the top.

To illustrate the implications for the wealth elasticities, assume constant elasticities Z_,:iat’(] —w)

za,(1-7 c
Cu ’t( W), g = p l ", and 8 = e;? and suppose that cross-return elasticities average out such
b 9 9y

that [, y;’?,‘tdi’ = 0. Then,

r 1 T, o ca,(1—
C (=) ¢zt§,t (=) <1+Cla, (bi,zr_/.,@,fdl/) <¢i,t€il7lt(l W)
it Ji
and

1+Cal+r

ar,(1-w) _ (1 £1+ra) a(1-t)
C ' " Cl’t B +rig i’

1

8ra l Tw (1+81+ra> ¢i7t€ft7(lffw)'

ZLess heuristically, one may define the cross-return elasticity as the Gateaux derivative of the return functional
ri (a,, {a,}JE 0. 1]) That is, perturb {a,} by the Dirac measure at i/, §(i'),

o . d .
Wi = lim (“"’ {4/} jeon *“5(’/)) '

The formulation of the return functional r;(+) is such that there are no discontinuous jumps of ){ l‘f ati’ =i. Any
non-infinitesimal effect of a; on the return functional is collected in the first argument of 7; (-).
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Therefore, in this general equilibrium specification, wealth reacts less elastically to tax reforms
relative to the partial equilibrium setting.

Taking stock of all general equilibrium effects, the optimal tax rate is defined by the optimal-
ity condition

I_C{JR 1 Tw) _Tw

(=) YLt 1—Ty
1+C " )aR.i‘ +
"t YLt 1—gwli= TW)l

/gzt

(25:3

L

UH < /yzljtrfl i t-il-] TW)dl’)} di=0.

which can be written as

1_C(1R 1 Tw) _Tw

- 1 i
-ty — —final ( A1+r7(]—TW)> -
i gy (147 0 (132

_ ginitial <1+é«aR,(1—rW)) +

—TL

using the notation from above and defining

,}A,l+r,(1—fw) E/<1_~_§a1+r> <// %{Itrﬁl ,at(—«l—ITW)d /> . alHldl// ai 11

Note that §/7"(1=™) < 0. Thus, the general equilibrium spillovers do not only indirectly
enter the cost-benefit analysis through the downward-adjusted aggregate elasticities { ar,(1-7w)
and ('.f ar,(1-7w) (Proposition 2), but also directly through 91" ‘(1=m)_ The latter term accounts
for a first-order spillover effect on final wealth that reduces the aggregate costs of taxing wealth.

This effect adds to the reduction in aggregate elasticities. To sum up, I state Proposition 4.

Proposition 4 (Optimal capital tax in general equilibrium). The optimal capital tax in the long-
run steady-state general equilibrium is

. 1— a”;;'“l (1 . CyL (1—w) 1ELTL> (1 +§aR,(1—Tw) 4 Eﬁ[ﬁ:’:[ (1 _'_,)’}1+r,(1—fw)>)

TW - —initial 2 (133)
I (R D)
for a given labor income tax 7.
Proof. Appendix 1.D.2. [

Comparative statics. To establish the comparative statics of optimal capital taxation, as in
Proposition 2, I follow the reasoning in Section 1.C.2. I introduce (a small amount of) general

equilibrium effects into the partial equilibrium economy with scale dependence that is otherwise
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observationally equivalent. I fix the labor supply elasticity (CYL’(]_TL)), the distribution of la-
bor income (y; ), labor taxes (7.), and the social marginal welfare weights (g;;). Suppose that
the individual wealth elasticities do not correlate with the marginal welfare weights such that
§ar(1=mw) — ¢ar.(1=w) and hold the above-described elasticities of returns (¢ and &' *"*) and
savings (fia’r and fft’(lfr“’)) constant. Moreover, I omit any distributional effects on the aggre-
gate wealth elasticity (% (1=™)) Let the amount of scale dependence and general equilibrium

forces be small (Zjif’t“ ~0and 8" =~ 0).

To compare the wealth tax in partial equilibrium, 757, to the one in general equilibrium, t$F, 1
approximate the endogenous distributional variables on the right-hand side of Equation (1.33).

Again, a higher capital tax (e.g., TV?,E > T‘,I;/E ) reduces aggregate wealth (e.g., ag, (‘Cv?,E ) <agy (T{;E ))

4 (GE _ PE T — T ar,(1-Tw) GE _ .PE
re (T5°) = ary (Ty") I+ = ¢ +o (" — ). (1.34)
w

However, under the assumptions mentioned above, there are no first-order effects on initial
and final wealth inequality: @™ (tgE) = @initial (¢fF) 4 o (¢ — thF) and @™l (15F) =
alinal (‘L'VI‘),E ) +o0 (T‘?,E — ‘L'VI‘J,E ) Accordingly, only the adjustment in the aggregate wealth elas-

ticity, {%®(1=™)  and the general equilibrium effect, §*"(1—w)

, affect the optimal capital tax
rate. To sum up, when general equilibrium forces and scale dependence are small, the optimal
capital tax is higher in general equilibrium compared to the self-confirming tax in an (in terms
initial

of @ and @/™4!) observationally equivalent partial equilibrium economy.”® This result is

intuitive given the presence of trickle up.

1.C.4 Uncertainty

In this section, I consider the Barro-Becker dynastic model extension in Piketty and Saez (2013),
which allows for uncertainty in the rates of return r;;. In this framework, individuals do not
only care about their well-being, but also about the one of their children. As before, the gov-
ernment chooses a linear, deterministic tax system (77, Tw,,E;). Household i in period ¢ op-
timally chooses (I, a;;+1,ei;) to maximize U;; = u;; (c,l,e) + BE; [Ui;+1], where B < 1, sub-

jectto ciy+ajrr1 = (1 —twy)aris + (1 — ) yris + E;. For any a;;41 > 0, the Euler equa-

tion reads as ag’éi(t)ai7t+1 =B (1 —twst1)Es |ariss1 a’::: } In the beginning of period 7 + 1,
stochastic returns have realized so that one can summarize the set of Euler equations as _ﬁnf’ =

26Using similar approximations, one may evaluate the impact of a small change in the amount of general equilibrium
forces.
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—initial —

B(1— TW,H)_’”’”“Z with the definitions from the deterministic version of the model @"/[* =

i
[:8i0 aR”“dt and @/ = [:8i0 a;t“ di and Pareto weights {167i}ie[0 ot

7 aR t+1

Suppose that the economy features an ergodic equilibrium with long-run variables indepen-
dent from initial values. Let tax policies as well as individual choices converge. In the following,
I consider the utilitarian (I; = 1) optimal long-run policy in the ergodic steady-state equilibrium.
Suppose, without loss of generality, that this equilibrium is reached in period 0. The government
chooses (7, Tw, E) to maximize the steady-state discounted expected social welfare

SWF.=Y B'E[ui, (1 —tw)aris+ (1 = 1) yLis + E —aigr1,1ig)] (1.35)
=0

subject to Twag; + TryL, = E. The optimal tax system can be described by the optimality con-

dition
dSWF.=0=E [ag"c"_(() ) (1—1w)dag, 0] —E [wam,odw}
= [dui (- Ju
- ¥ 5| 2 oy any | - ¥ | 254
t=0 Ly

which, using the individual’s first-order conditions and budget neutrality of the tax reform and

defining Cl.aR’(l_TW) = %, simplifies to

— -a i : ag,(1—
_ ZBIE I;f_(())aR,i,O (1 + Ci ,(1 rw))]

t=0
I i _ rag,(1—twy) _Tw__
. ZﬁzE iz (+) sy n duis (')aRJ (1 g ! 1—TW> YL,z (1.36)
8c,~,, 1— 1w &C,'J <1 _ C)L (1—7w) T ) YLt
| 17TL
Since the economy is in the ergodic steady state, the optimal tax formula reads as
__R\Ainitial _ z _ —final
- LB (gt (5 (14 fonlimmn 4 G20
Ty = (1.37)

1_|_C11R7(1*TW) w (I_Cﬂ,l rw)1 )(1+Cak (1— Tw)

with the only difference to Proposition 3 that !

is weighted by (1 — f3) to account for the
fact that one discounts the costs of taxing future generations. Altogether, including uncertainty

into the economy does not alter the implications of endogenous return inequality.
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1.D Proofs for Section 1.C

1.D.1 Optimal Linear Wealth Taxation in Partial Equilibrium

Elasticities. In the presence of scale dependence, the elasticity of initial wealth before and after
interest can be derived as

a,(1-1y) dlog (aiy) dlog (ai;) dlog[ris(ais)] dlog(aiy) za (1)
' B ¢ = 0., & 1.38
& diog (1~ ) = ¥ dlog (r) ~ diog(aiy) dlog(1—oy) * ~ O 49
" dlog |1+ ris (aiy)]
flRa(l—’CW) _ 0og +ri.,t [, fl,(l—Tw) — (1 -]+r7a flv(l—Tw) 139
Cl’[ dlog (1 —ty) +&if ( &, )Cm 5 (1.39)
respectively.

Optimal capital tax in steady state. Budget neutrality of the tax reform implies

dtwag, +twdag, = —dTyrL, — TrdyL;

l—tw dag, Ty l—1 dyL; 7
<~ d 1— : =—d 1— :
TW“’“’( ary d(l—rw)l—rw> Tm”( v d(l-1)1-1.)°

which simplifies to Equation (1.23).

Ui () AU (-) (1=Twys1 )ar g+
deiy 044y Qi1

To obtain Equation (1.24), plug the households’ first-order conditions
and Equation (1.23) into

oU; :
dSWF = /th L1(1 —ww) dag s — agidtw — wigi,d7)d /Ez i ag,is+1dTwdi
lt+1

J(l—tw) _Tw
I_TWdaR‘t Li tl_CaR' "z Qi1 .
:/gi.t "L ag i dTw — ag i dTw + 2L W agdTy — L dry | di,
i77 | aris dww ' yro 1= gml-m) J 1 — 1y

and set this expression equal to zero. Equation (1.25) follows from

1 __ Fag, (1 ‘L'W TW
o fe TP il |
1

lf-‘rl
YLt I—C}ul ) l‘L'L th‘L' —lid -
ag,(1—tw) aR,, ) o
a f-gnC d 1_Cak’( W)
/g” Ritgil 14 = -ty /g VLit 4o
i

= (14 g™ agggday + 22

1

— —w
AaRiit + (]71' ) T
AR 8t dl 1= Qon(tmm) A YLt

1 Biriat1 5.
l—1tw Ji agy

Rearrange this equation to get the optimal wealth tax in Proposition 3.
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Comparative statics. Now, I approximate individual and aggregate variables in in the presence
of scale dependence (and evaluated at optimal tax rate) around the values that would emerge
without scale dependence. Memorizing that the elasticities account for the presence of scale
dependence, household wealth is approximately given by

- . \dag; -
ag,is (tw) = aris (Tw) + (tw — Tw) dRV’;’l +o(tw —Tw)
_ = TVV aR7(17’Ew) ~
= ag,is (Tw) 1+ 1 — +o(tw —Tw).
Tw
Integrate out to get Equation (1.27)
_ TW —w aR, (1—tw) ~ . -
aR,t(Tw) = aRJ( 1 TW agRir (Tw)dl—l—O(TW —’L'W) .
- z

Plug Equation (1.27) and

. TW (1— - . -
/gi,tai,t(fw)dl /gltalt(fw)dl+ 1 /gi,t iﬂ,ll( TW)ai,t (Tw)dl—{—O(Tw—Tw)
i - i

into

. i : Tw — 7T - T
afmal(rw):aR,t( W) |:afmal(fw)+ w W/ . iat,(l Tw) alt( Ty )

— di| +o(tw —7
ag (Tw) I -7y ar; (Tw) ] (T = 2w)

.. 1 n T
_ =final (= W — W 2a,(1-1w) oz
a™ (tw) I B g [1+ a5 o ]+0(TW Tw),
where 1 use the definition of {%(1-W) = = . C,t (1=w) glta” di/fl-g,-,,%”’tdi. Assuming that the

savings elasticities are uncorrelated with the marginal welfare weights (o(1-W) = ga.(1-mw)
Equation (1.28) follows. Proceed along the same lines, to obtain Equation (1.29)

ainitial (TW) _ az‘nitial (%W aRs (%W) 1 Tw — w2 CHR (1-tw) "‘O(TW _ %W) .
ag; (Tw) 1 —1w

Then, ginitial (TW) _ ginitial (fw) +o (TW . fw), for éa&(l—rw) _ CGR’(I_TW)-

68
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Dynamic efficiency. Plug the households’ first order conditions and Equation (1.23) into dSWF =

0 to get
0= Zﬁ /Fl,aU” (1 —1w)dag,is —aridtw — yLidt|di— Z B’ /th t+lath+1dTWdl
= a;
:—Zﬁ /g AR, 1+CaR7] ’L'W> yL-,i,tl_ fam(lirm]jjﬂW di
it VL I_CtyL,(l—rW)lziLrL

Z B/ dig+1

and use the definitions of the distributional parameters to show Equation (1.31).

‘L'Wt

1.D.2 Optimal Linear Wealth Taxation in General Equilibrium

Elasticities. The general equilibrium savings elasticity is given by

dlog(azt) a,r ora (1—tw) / 1 TW
dlog( )|Erlt+c Cll + ’ylr

(1— T, 1-
= (pi,tgf; W) 4 T(Pi,tci‘j; 51 aC a TW)dl/,
it

Ciatv(lfrw) _

using the multiplicatively separable cross-return elasticities 5 = %{5;’“. One can simplify the
second term on the right-hand side to

/slrac (1— rw) / r?q)ltcltl l'wd +/ r?q)zt /6;;/41 //1 T ) di’

1 ra (I—1w) ;u
= S (Pi’,tC"j di
1_([ r?q)lt,;r,d/f” it it

The wealth elasticity can be derived as

ar(1-t) 14+ra) ga(1—ty) dlog (ais (1+ris(ais))) dlog[1 +ri; (-)] dlog (ar,) p
Cis (1+£ )Cit |Edi
’ ’ 7 dlog(1+ri;) dlog (ay,) dlog(1— 1)

(1+£1+ra> Cia’t,(lfrw) 1_’_441 1+r /ylll-i-tra ,tl Tiv) di'.

(I=tw) sa,r
’ Cl',l‘ ’

average out [y }/;f, A i’ = 0, these expressions 51mphfy to

Under the assumption that fiat’ and 8 * are constant and cross-return elasticities

a,(1— za,(1— 1 a,r na g
gl — g, gadi=ow) <1+r.¢i,zé,,; 5 d/) < g, gt (1.40)
it i
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and

+ ga A+r

71 ) 1+ 717
Gt = (1) G

0 G5 /6if:‘t’di’< <1+£1+’“) 01, E50™) (1.41)

1
3 ) + Ji 3,~7’adi'-/—di, =0.
i Fig

~ - ——
>0 >0

since [, 6,di’ < 0 for [, 5 di’ —(C@V(

Optimal capital tax in steady state. Observe that there are inter-household welfare effects from
the endogeneity of each household’s return rate in other households’ savings

Wy 1/d108[ai,z(1+”i,t (ais))] dlog L +ris ()] dlog (ar) pdi
daj, oy Ny dlog (T4 1) dlog (az,) dlog(1—y) "
air+1 aU[Z()( al+r)/ 1+ra ga,(1—=Tw) ;.

= : ’ 1 AP di'.
I*TW ac,‘J +C i ’ylvl i CI »f !

Insert this equation and, as before, the households’ first-order conditions and Equation (1.23)
into

ASWF = /F,t L 1(1 = tw) dag.i; — agssd T —wisliydt)d /17, " apiidTydi
lH—l

+ [, 20 o, ansn [ 208l 0t ol (0 o)

Ayl dlog(1+riy) dlog (a[/J) dlog (1 —w) E

Set this expression equal to zero and use the definitions of the distributional parameters to get

Equation (1.32). Equation (1.33) follows from rearranging Equation (1.32).

Comparative statics. As in the partial equilibrium, approximate household savings and wealth
in general equilibrium as

GE

it (TV(l;’E) =iy (TVI;/E) + % it (TVI;E) Ci?z’(hTW) +o0 (’L‘VC[;/E — TW )
w

and

T —‘L'
aRis (Tv([;/ ) gf;jt (TW )+ Vi/ TP[;EV aR.is (TW )Clatm(l Tw) +0( GE TW )
w

where, again, the elasticities are evaluated in general equilibrium. Integrate out the second ex-

pression to get Equation (1.34).
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Moreover, initial wealth can be written as

. PE _ .GE - '
ligisaris (") di+ * igisaris (<) G i

ainiial () — [kl + o (TSE — o)
Jiaris (27F)di+ B frars, (ePF) L™ di
TVI;/E TW (lR7 1 ’Cw)
__ —initial (.PE I+ o C GE _
=a"" (¢ R +o(tgF — o).
W W CaR (1-1)
Therefore, for {ar-(1=w) = gar.(1=tw) ginitial (¢CF) =gmitial (tPE) 4o (wgF — ofF). Similarly,

final wealth

Jigisaiy (T7F) di+ M= TPE fg”a”( oE) C,-a{(l_TW)di

afinal (TGE) — - o +o (T‘?/E _TW )
Jiariq (2F )dH‘ 1= ’L'PE fath(TPE> sz Vdi
. 4 Ty _z\gf Ca (1—1w)
=gl (¢PE) Tl _TT +o (t5F —thF)
1+7vlvirv,;vg gar(1-7)
simplifies to @™ (¢OF) = ginitial (tPE) 4 o (¢FE — 1F) for €] ~ 0 and &' ~ 0.

1.E The Financial Market

In this section, I develop a general equilibrium financial market model, which serves as a micro-
foundation for the endogenous formation of return inequality (scale dependence). 1 also show
how to incorporate type dependence. Recall that households work in the first period and can
transfer resources into the next period by saving parts of their labor income. In the following set-
ting, the returns on savings form on a financial market with imperfect information. For a given
amount of savings, households choose their optimal investment portfolio and can acquire infor-
mation about the stochastic returns on the financial market. This setting gives rise to inequality
in the returns to investment. As high-income individuals decide to save more than low-income
individuals, they have an incentive to acquire more financial knowledge, which allows them to
generate higher (risk-adjusted) returns.

As standard in generational models (e.g., Piketty and Saez (2013)), I subdivide the investment
period into h = 1,..., H 4 1 subperiods. For instance, for H = 30, the working life has a duration
of 30 years. In the following environment, this means that, during their working life, households
repeatedly interact on the financial market. In particular, they can adjust their portfolio and their

financial knowledge. Between subperiods, there is no time discounting.
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1.E.1 Environment

I model the financial market in each subperiod £ as in Peress (2004) version of the Grossman and
Stiglitz (1980) economy. The general equilibrium model features individuals, who differ in their
initial wealth, a; 5, which depends on initial savings a; | and returns realized before £, a financial
market with public and private signals about stochastic returns, and endogenous inequality in
investment returns. The main goal is to justify the reduced form of investment returns as a
function of initial savings r (ai, {a j}j 6[071]>' Whenever 1 drop the subperiod index 4, I refer to
the first subperiod (h = 1).

Payoff structure. In subperiod 4, household i € [0,1] invests a;, on a financial market. As
in Grossman and Stiglitz (1980), there are two assets: one risk-free asset (bond) and one risky
asset (stock). In each subperiod &, households purchase a costly private signal about the stock’s
payoff and observe a public signal (price). After that, they decide on how much to invest in the
risky and the risk-free asset. In this class of models, there exists no closed-form solution for
the rational expectations equilibrium in settings that go beyond constant absolute risk aversion
(CARA) utilities. In these models, this issue is also present when one considers redistributive
taxation. Therefore, I adopt the idea by Peress (2004) who scales the economy with a parameter
z. For a small z, one can approximately solve the model in closed form for arbitrary preferences

and nonlinear taxes.2’

In each subperiod, there is a risk-free asset in infinitely elastic supply that delivers a return
of r}{ z. The risky asset has an endogenous price P, and a random payoff ITj, that is log-normally
distributed with mean b,z and variance 62z, where log (I1},) = m,z. The mean payoff is normally
distributed bj, ~ A (E (b), Gg). In other words, in each subperiod, nature draws a stochastic
fundamental of the economy that drives stock returns. For simplicity, I assume that the draws of
by, are uncorrelated over time.

Define rf ,2 as the realized investment return of household i in subperiod h. For a small z
(e.g.,z=1/H), rlp »Z 1s small so that one can neglect nonlinearities as follows. The compound
rate of return can be approximated by R; = (1 - rflz) e <1 + rfj,,z) —1=3" ripzto(2).
Capital income reads as Ria; ] = Y, a,-7hr£ 2 +0(2). Therefore, when z = 1/H, the investment
return r; denotes the average return. Consider the setting in Section 1.C, where the government

taxes final wealth linearly according to Ty .2

2’This procedure is similar to the time increment df in continuous-time models.
28 Analyzing a nonlinear capital gains tax, T (+), with 7; (0) = 0, 7/ (0) = 0, and 7} (0) = 0, leads to the same con-
clusions (see Appendix 1.F.4). Therefore, the financial market, described here, also microfounds the formation of
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Information structure. As standard in the literature, assume that there are noise traders who
have access to other investment technologies, such as human capital, or make random errors
in their forecast of payoffs. The existence of noise traders prevents the full revelation of pri-
vate information via the publicly-observed price and, as a result, a fully efficient financial mar-
ket. Otherwise, nobody would have an incentive to purchase the private signal in the first place
(Grossman-Stiglitz paradox). Accordingly, the net supply of risky assets, 6y, is random. Assume
that the net supply is normally distributed, 6;, ~ .4~ (E (0), Gg) , and independent from payoffs.
This technicality ensures that the equilibrium price is a noisy signal about the fundamentals of

the economy.

Households can acquire financial knowledge, for example, by conducting research, obtain-
ing financial education, or employing financial advisers. In particular, they observe a noisy
private signal s;, = by + ¥, with 0;, ~ A (O, ﬁ) and can purchase a signal precision of
xip € Ry U{0} at cost v (xi7h) 7z, measured in monetary units, where v (+) is increasing, convex,
twice continuously differentiable and v (0) = 0. That is, information acquisition becomes more
and more costly. This assumption is in line with the idea that households obtain pieces of infor-
mation, and each extra piece correlates with the previous ones. Nonetheless, this model gives
rise to increasing returns to information acquisition. Moreover, assume that private signals are
uncorrelated across households and that households cannot resell their information. As in reality,

agency problems may constrain information resale or sharing.?

Timing. The timing of each subperiod is as follows. For a given amount of savings, households
purchase financial knowledge x; ,. Then, they observe the private and the public price signal.
Households form rational expectations about the payoff of the risky asset given the observed
signals and decide how much of their savings to invest in the risky asset. Formally, an investor
i chooses a share of stocks, ¢; s, and a bond share, (1—g; ), given her expectation E; j, (-|. %)
conditional on the information set .%; , where .%; , = {sm,Ph}, if a signal has been acquired,

and .%; , = {P,}, else. Finally, payoffs realize.

Household problem. Given the portfolio choice ¢; j,, the return of the portfolio reads as

_Ph

IT
I = Gih +(1—gu)rlz (1.42)

returns in the analysis of nonlinear taxes in Section 1.G. Similarly, one can consider a linear capital gains tax as in
Section 1.2.

2Observe the implicit assumption that knowledge fully depreciates intertemporally. Any departure from this assump-
tion would, just as non-convex cost functions, strengthens the main results.
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per unit of savings a; ;1. At the end of the subperiod household i’s wealth is the portfolio’s
gross return net of costs of information acquisition

_ P
Aip = Aip1 (1 + rivh,lz) —v(xip-1)z

I assume that the costs of information acquisition are monetary, realize at the end, and are de-
ductible from the base of the capital tax.

Due to the model approximation used here, the main result that the portfolio return increases
with wealth, derived in the next section, is robust to various permutations of these assumptions on
the information costs. In particular, it does not matter when the monetary costs accrue. Moreover,
when the costs of information acquisition are non-monetary, the key results will carry over with
a minor constraint on the shape of the cost function.

Final wealth, a; ;7 1, can be recursively written as

H H
aiH+1 = 4 <1 + Z "fjhz> - Z v(xip)z+o(z).
h=1 h=1

L assume that utility from final, after-tax wealth, g; ,, |, is linearly separable and isoelastic u (Qi,t +1) =

1-p
4irr1~ 1

T—p

. Then, this utility is approximately given by
ul(1—1w) (ai1 (1+R;) —v(X;))] +o(z)

where R; = Y1, rf? .z and v(X;) = Y41, v (x; ) z. This justifies the preference structure in the
dynamic economy of Section 1.C.

It remains to show that r; , = r (ai,h, {a le}j el 1]>. Firstly, note that utility from final wealth
can also be written as

Heu [(1 ) (a,~71 (1 +rflz) - v(x,-J)z)} +o(1) (1.43)

Hence, for a given distribution of initial wealth, a; 1, the repeated financial market interaction in
subperiod £ is up to a constant fully static.>® Therefore, in the following, I drop time indices in
individual and aggregate variables for notational convenience. Accordingly, in each subperiod,
households maximize their expected utility

max E; (mglx E; (u [(1 —Tw) (ai (1 +rfz) —v(x,-)z)] L%)) (1.44)

3OIncorporating dynamic aspects, e.g., the accumulation of wealth and the resulting spread in the wealth distribution,
would only strengthen the main result that wealthier households obtain higher rates of return than poorer ones.
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The set of optimal choices by household i on the financial market reads as {¢;,x;} which will
be functions of initial savings. Moreover, denote the p.d.f. of savings as g(a;) and the c.d.f. as
G (a;), respectively.

A side-effect of the model approximation is that one can rewrite the stochastic period utility
in deterministic units

E; (u [(1 —Tw) (ai(l —i—rfz) —v(xi)z)]) =u [(1 — Tyy) (ai (1 +E(rf’z)) —v(xi)z)]

+ %u” [(1—tw)a;] (1— ‘L'W)ZV(airf-’z) +o0(z).

To get this expression, approximate the expected utility around the mean portfolio return. Thus,
second-period utility features a deterministic mean-variance trade-off in the spirit of Markowitz
(1952, 1959). Households trade off endogenous ex ante risk and returns. I derive these measures

in the following. Therefore, the tax analysis with deterministic returns is sufficient.

Aggregate variables. Denote the risk tolerance of a household, who invests a;, as the inverse
coefficient of absolute risk aversion y (a;) = % With the specified utility function, y (a;) =
a;/p. In principle, ¥’ (a;) > 0 would be sufficient to obtain scale dependence.

Moreover, dropping the time index on the aggregate variables, define the aggregate risk-
taking by .7 = [; Jidi = [,y (a;)di, the aggregate noisiness by A" = [, Aidi = fi%di,
and the aggregate informativeness of the price by ¥ = [, idi= — [; V(@) ;i where ho ()=

ho(F)+xi
é + ‘Gﬂ—; measures the precision of the public signal. Therefore, the variable .7 aggregates risk
b 2]

tolerance or risk-taking of all households. .4 summarizes the noisiness (inverse precision) of
the prior, the stock price, and the private signals of households, whereas .# measures the total
signal precision relative to the total precision. Both ./” and .# are weighted by the risk tolerance.
The definition of these three variables will prove convenient when deriving the equilibrium of

the economy. Now, one can define the rational expectations equilibrium of the financial market.

Rational expectations equilibrium. Define a rational expectations equilibrium as the set of

choices {¢;,x;}, the stock’s price as a function of IT and 6 and the informativeness .# such that

ouseholds optimally choose their portfolio and signal precision
1) households optimally ch heir portfolio and signal precisi
G =¢(Si,xi,anP, 7)) = argmgx E; (u [(1 — Ty) (a,- (1 —i—r}nz) —v(xl-)z)] \ff,) (1.45)

and
xi=x(a;;7) = argmax E; mgxIEi (u [(1 — Ty) (ai (1 +r‘-"z) —v(xi)z)] \%) , (1.46)

1
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(2) P clears the stock market

/g;lidi: 0, (1.47)

and

(3) the implied informativeness of the price is consistent with observed choices of individual
information precision

_ L x(@ ) y(a)
7= 62/,-h0 (f)ﬂ(ai;j)dz. (1.48)

1.E.2 The Equilibrium

In the following, I show that, in the approximated Grossman and Stiglitz (1980) economy, in-
vestment returns and their distribution depend on capital justifying the reduced form assumption
on the capital gains functional in the sections before. I solve the model by backward induction.
First, one shows that there exists a log-linear rational expectations equilibrium and derive portfo-
lio choices and the equilibrium stock price. Then, to demonstrate that the amount of information
acquisition, x;, increases in the portfolio size, a;, one characterizes the demand for information
by the first-order condition

/ . _L . !/ .
Vi(x) = 2pa”7 (xi37), (1.49)

where .7 (x;;.#) is the expected squared Sharpe ratio of an investor. Wealthy investors purchase
more information than poorer ones. There exists a threshold value a; (.#) below which nobody
obtains information. There is a congestion effect. The threshold wealth a] (.#) is increasing in
#. Hence, arise in the aggregate informativeness lowers the number of investors who choose to
purchase information.

Furthermore, note that information is a strategic substitute. That is, x (a;;.#) is a decreasing
function of .#. The higher the informativeness of the public signal (price), the lower is the need
for acquiring private information. In other words, the information acquisition by all investors
imposes an effect on an individual investor via the equilibrium price. Investors do not internalize
this effect. Finally, it can be shown that there exists a unique scalar for .# and, thus, for .4".

Therefore, the log-linear equilibrium is unique.

Portfolio Returns and Sharpe Ratio

Now, I present the implications of information acquisition for portfolio returns. As we have
seen, wealthier investors acquire more information, even though each extra piece of information

becomes more and more costly. Does this information advantage help investors to generate
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higher rates of return? To answer this question, define the excess return of investor i’s portfolio

rf)ezzrfz—rfz.

Lemma 1 (Returns, variance, and Sharpe ratio). The expected excess return, its variance, and

the Sharpe ratio are increasing in x; which rises in a;:

B(7°2) =E(72) =z =~ (an{a} ) 0, (1.50)
V(r*e) =V (rf2) = plzfﬂ (a5 {0} e ) 40 @), (151)
and £ ()
W:\/fy (a5 {as} g 2o 1), (1.52)
Proof. See Appendix 1.F.2. ]

Lemma 1 reveals how the portfolio returns (and its risk) relate to the individual’s signal
precision x;, portfolio sizes a;, and the relative risk aversion 1/p. Both the expected excess return
and its standard deviation are declining in the relative risk aversion. Moreover, these variables
increase in the degree of individual information that rises in the portfolio size. Hence, wealthier
investors obtain higher returns and are willing to take more risk relative to poorer households.
Moreover, returns depend on aggregate information.

To sum up, an individual’s demand for stocks and information, as well as her (risk-adjusted)
return, depend on her amount of investment and, through the equilibrium price, on others’ invest-
ments. Households become richer because they are rich. As a result, the final wealth distribution
is more unequal than the initial one. This insight originates from Arrow (1987).

Moreover, an investor’s return does not directly depend on her capital tax. This feature de-
rives from the linear approximation of the economy and the CRRA utility function. Altogether,
this financial market interaction justifies the reduced form assumption on the endogenous return

inequality in Section 1.C and 1.G, r; (a,-, {aj}je[o 1])'

An Example

Suppose, for simplicity, that £ (6) = 0 and v(x;) = kx;. Due to the linearity of costs, the rents
from private signal extraction are constant conditional on a given amount of investment. A higher
degree of public information reduces one-to-one the demand for private information. Moreover,
let ag > a’ (#). Then, the elasticity of the return (in a given subperiod) with respect to the
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amount of investment is positive

e dog[B(1)]_ Jpx/Go%a)

i dlog (a;) 7 (“i’{“i}je[OJO [p+r!

Also, note that the expected return is concave in the amount of investment. Therefore, own-return
elasticity decreases with q;.

The cross-return elasticity reads as

E(rP2).a _ dlog [E (rfz)} B Z dlog [E (rf’z)] 0.l
i ~ Jdlog(ay) vl dd dlog(a;y)’

One can show that by the linearity of the cost function it is multiplicatively separable. That is,
E(rPz),a 1 E(rPz),a
,yl'.,ﬂ — IE(rlpz) 51/ .

Observe that the cross-return elasticity carries risk and information effects. Investors are re-

warded for risk that they are willing to take on the stock market. The variability of the price
measures this risk: V (log (P)) =V ( pe&) where & is the public signal and pg is the responsive-
ness of the price to the public signal. Two channels affect the amount of this aggregate risk and,

as a result, individual returns.

Firstly, a rise in aggregate information, .#, lowers the variance of & and, therefore, lowers
portfolio returns. Secondly, the sensitivity of the stock price to the price signal, pg, is determined
in general equilibrium. As the aggregate noisiness, .4, declines, the equilibrium stock price
becomes more sensitive to the price signal so that p¢ increases. Similarly, a rise in risk tolerance,
7, increases the demand for stocks intensifying the relation between the price and the public
signal. Hence, a rise in .7 (a reduction in .4") increases the variability of the public signal.

Altogether, a rise in portfolio size ay (and, therefore, in information x;/) has opposing effects
on the return of household i. For simplicity, let 62 = Gg = Gg = 1. Then, one can show that
51};E(rpz),a > 0 foray < dand 51'153(rpz),a

< 0 for ay > a. Whereas an investor’s marginal contribution
to risk is constant, contributions to information are nonlinear in the amount of investment. For

instance, the impact of wealthy investors on information is larger than the one of poorer investors
927,
(9al,2,

reduces uncertainty and, hence, the idiosyncratic reward for risk (E (rf’ z)).

(i.e., > 0). They contribute marginally more to the level of aggregate information, which

Consequently, this setting is analogous to trickle-up. Consider a tax cut on the wealth of

the rich. As a reaction, wealthy investors increase their portfolio size which allows them to
. . . . P

generate higher rates of return because they acquire more information (EEE (rraa 0). At the

same time, the level of aggregate information increases. As a consequence, the value of private
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information decreases. The reward for the small amount of private information, that poorer

E(rPz),a

households acquire, declines (61., < 0). Therefore, the tax cut shifts capital income from the
bottom to the top.

Of course, this observation holds when all households, even the poor, invest in financial
knowledge (i.e., ap > a} (-#)). Suppose that a; = a} (.#) for some i € (0, 1). Then, the poor, who
do not invest in information, may benefit from a tax cut for the rich, as they only rely on public
information. In this situation, only the middle class suffers from a loss in their rents from private

information acquisition.

1.E.3 Extensions

In this section, I extend the financial market model by considering two practically relevant mod-
ifications of the financial market model. First, I consider career effects. In the second extension,
I deal with type dependence. Throughout this section, suppose the assumptions from the exam-
ple hold. That is, let E(6) =0, o2 = Gg = Gg =1, and v(x;) = kx;. Moreover, assume that
ap > a: ().

Career Effects

Wealthy households may not only obtain high financial knowledge since their portfolios are
sizable but also because of the professional network they build during their career. In other
words, as they earn a high income and, as a result, become wealthy, they gain access to specialist
knowledge about financial markets either because they work in the finance industry or they get
to know financial experts. This channel additionally boosts their portfolio returns.

To formalize this, let v (x;,y;) where M > 0 and av(féi ) < (. The marginal costs of
purchasing information decrease with an 1nd1v1dua1 s income y;. Then, the Sharpe ratio

5% <aiali7 {aj}je[(),l] ’ {lj}]e[ovl])

and, accordingly, the expected rate of return, as well as its variance, increase with an individual’s

labor supply.>! As labor supply increases with i, this force amplifies the main feature of the
P
model of endogenous return inequality. Put differently, elE (rP2)d - %‘W > (. In general
o B(P2) ) dlog[E(rf7)]
equilibrium, Vi = “olos(ly) # 0.

1%{’95) < 0 implies by the second fundamental theorem of calculus that 2

elasticities are modified by an additional marginal effect on information costs

xl yl

# 0. Therefore, the labor supply
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Type Dependence

As noted in the literature on inequality (e.g., Benhabib, Bisin, and Zhu (2011)), type dependence
explains the thick tail in the distribution of wealth observed in many countries. Applied to the
financial market setting, this refers to a situation where the rich are also talented in investing their
money.

The easiest way to incorporate type dependence is to let k; vary by type. That is, suppose k;
is decreasing in the index i. Thus, there is heterogeneity not only in hourly wages, but also in the
marginal costs of information acquisition. Accordingly, an investor’s Sharpe ratio .#; (+) is in-
dexed by i. The presence of cost heterogeneity amplifies the inequality in returns. The reasoning
is as follows. Wealthy, talented investors acquire more financial knowledge than without type
dependence, as it is cheaper for them. Therefore, they earn higher returns. In turn, the incentives
to save rise such that their portfolio increases in size. Because of scale dependence, this further
boosts their returns.

Moreover, the distribution of own-return elasticities is affected.pTo see this, compare own-
return semi-elasticities of household i and j where i > j: % = \/aaif \/% . There are
two effects that compress the distribution of own-return semi-elasticities. Firstly, % < 1.
Secondly, type dependence leads to more return inequality which boosts wealth inequality. Thus,

Z—f is lower in the presence of type dependence. The effect on the distribution of own-return

2ae () B(:)
e . Si - .]Z ﬁ ﬁ . . JZ .
elasticities is even larger 77 = BV @\ K because return inequality, E(72)’ directly

enters the expression. Therefore, the presence of type dependence compresses the distribution of
own-return elasticities.
In general equilibrium, the distribution of cross-return semi-elasticities is unaffected by type

dependence, whereas the effect on the distribution of cross-return elasticities depends on the ef-
. L B0 . . . .
fects on return inequality —p5. = E( f”z) . If type dependence triggers a rise in return inequality,
Yoo i

/

i
the distribution of cross-return elasticities will flatten.

1.F Proofs for Section 1.E

1.F.1 Approximations

I show, by induction, that the statement P (H) : TI/_, <1 +rf hz) =1+Y5L, 1, z+0(z) holds for
any H > 1. The base case, P (1), is trivially fulfilled. For the inductive step, let P (k) hold. Then,
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P (k—+1) is also true since

I, (1 ""fhz) : (1 "”{kﬂZ) = ( i pitolz ) (1 +r§k+1z>

kt1
= 1+Zr£hz+ (1—1-2?5,12) rfijz—l—o(z):l—l—erhz—i-o(z).

h=1 h=1 h=1

Using this expression, period-# wealth can be written as

i = Qi p—1 (1 +rfh_1z) —v(xip-1)z= {ai,h—2 (1 +rf ) V(xl',h_z)z} (1 +rfh_]z> —v(xip-1)z

=dajh-—2 (1 +rf:h,12+rfh,22> —V(Xi,h—z)z— V(Xi,h—1)2+0(l) =
h—1 h—1 h1
=aj 1+erh i Zv Xi h— ])z+0 1+Zrmz fZV(x,-J)ero(z)
j=1 s=1
forany h =1,...,H 4 1. Capital income is given by

Rall_Zallr”hz—i—o Zalhr,hz—i—z a1 —aip) hZ+0 Zalhrzhz+0()
h=1

Defining the overall information effort as x; = Zthl X; nZ, the information costs can be approxi-

mated by
¢ )
v(Xi) =v (in,hz> =V (X012, 5 Xi HT) = 0)+ Z 8 (xinz—0)+o0(z)
h=1 Xih
H H
=V (0)x;12+ ... +V (0)ximz+0(2) Z v(xin)z—v (0 Z v(xin)z+ol(z

Therefore, one can rewrite the utility from final wealth as

u(aigi) =u [(1 —Tw) (ai,l (1 + i rfhz) v(Xip) >
h=1

=u[(1—1w) (a1 (1+R;) —v(X;))] +0(Z)7

HMm

0(z)
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which justifies the preference structure in Section 1.C. Alternatively, one can express the utility

from final wealth as

u(aimy1) =u <ai,1 + i Aah> +0(z) =u(Aay,...,Aag) +0(2)

m

H 9u(0,...,0
:u(O,...,O)—l—ZM(aAa)Aah—I-O ) =u(ai1) Z (ai1+Aap) —ul(air))+o(z)
h=1 h h=1

i (all< Z)—v(x,-,h)z>+o(1),

where I defined Aay, = a; 17}z — v (xi4) z. By the simplifying assumption that knowledge fully
depreciates intertemporally, Equation (1.43) follows.

As I will show later, any moment higher than the return variance is negligible. Accordingly,
expected period-utility can be approximated around the utiltity from expected wealth as follows

E; (u {(1 —Tw) (ai,l (1 Jrrflz) —v(xu)z)D =E,; <u {(1 — Tw) (am (1 +E (rflz>> fv(x,-yl)z)D

-5 [ ) (12 () - v602)] e 2 (1))

—1—% (1—1w)°E, <u" [(1 — Tiy) (a,;,l (1 +E (i’le)) —V(xi,l)zﬂ [ai,lrflz—ai,lE <751Z>]2> +0(z)

= u[(1=mw) (s (14B (12)) =v(en)2) | + 5010~ ) aei] (1= )V (a1072) +o ().

1.F.2 The Financial Market Equilibrium and Linear Taxation

Equilibrium price, existence, and demand for stocks. In the following, I characterize the fi-
nancial market equilibrium in subperiod 1 (and, therefore, for each subperiod /). Therefore, I
completely drop time indices in this section. I start with portfolio choices and derive the equilib-

rium stock price. Lemma 2 summarizes the results.

Lemma 2 (Existence of equilibrium, equilibrium price, and portfolio choice). Assume z is small.
Then, there exists a log-linear rational expectations equilibrium. The equilibrium price is linear

inE=b—

log(P):pZ:(po-i-pg;é—rf)z-i-o(z) (1.53)
where py = 4 [ ng) + jE( )} + 26 and pg = 1 — <. The optimal investment in the risky asset is
given by

g:p;ﬁb+dn (1.54)
where A; = g [h (%1)+x, (K? + jgiéa) + %5 —i—xisi) + %62 —p— r!'| is the investor’s Sharpe ratio.

82



1.E Proofs for Section 1.E

The proof of Lemma 2 involves three steps. Conjecturing the log-linear equilibrium price
(Equation (1.53)), determine the conditional variance and expectation of payoffs (step 1), derive
the optimal portfolio (step 2), and determine the equilibrium price using the stock market clearing

confirming the price conjecture (step 3).

Step 1: By the law of total conditional variance and expectation, the conditional variance of

payoff and the conditional expected payoff read as

Vi(mz| F) = B (Vi (nz|b, 7i) |- F3) + Vi (Bi (nz|b, F) |- F:)
=E; (Vi (mz|b) |-Z:) + V; (bz| F:) = o’z+o (2)

and, using b = & + %0 in Lemma 2,
o

Step 2: In the following, I approximate the household’s Euler equation

0=EF; {u’ <(1—TW) (a,- (1+g,-H;P+(1—g,-)rfz> —v(x,-)z)) <H;P—rfz> !%]

— (1= ) a) B [(H;P - fz> I%}

M—P 2
(5

that determines the optimal portfolio choice. Note that

(252 (o)

+(1 —’Cw)al-giu"((l —’Cw)a,-)IE,- —|—0(Z) (1.55)

exp (pz)
1 2 2y _1_pr—1 2_ (2 ‘
_E, 1+ 7z+ 5 (12) 40 () —1—pz— 5 (pz)” — 0 (%) PG
1+ pz+o(2)
ar 1 2 2 o f
=E; (nz|.7;) + EEi [((ﬂz) — (p2) > \J,} —pz—rlz4+0(2)
:Ei(bz\ﬁi)—l—%Gzz—pz—rfz—i—o(z) (1.56)
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and

1

1 2
(ﬂz+ 5 (1) —pz— 5 (p2)" - er) i

| =F; 5

+o(z2)

=B [(%2)’| 5] +0(2) = 0%+ 0(2). (1.57)

Plug these expressions and the conjectured equilibrium price into Equation (1.55). To get Equa-
. . . —u' (1—tw)a;) 1
tion (1.54), rearrange the resulting expression and observe that Tt ) (”lvf wia) = b

Step 3: Plug Equation (1.54) and the definitions of the aggregate variables into the stock

market clearing condition (Equation (1.45)) to get

! ! s S 1 2 1, S

Rearrange to conclude that Equation (1.53) is fulfilled.

Demand for information and equilibrium uniqueness. In Lemma 3, I characterize the demand

for information and confirm the uniqueness of the equilibrium.

Lemma 3 (Demand for information, equilibrium informativeness, and uniqueness of equilib-
rium). Assume z is small. There exists a threshold wealth a¥ (%) = 2pV' (0) 6%ho (S )%, above
which there is positive information acquisition, x;, that increases in a; according to the first-order
condition

V (x;) = %y' (x2.7), (1.58)

where S (xi; 9, N, T ) z=E; (A?) is expected squared Sharpe ratio of an investor. . (xi; 5, N , T )
is increasing and concave in the precision of the private signal x;. Therefore, the informativeness

of the price can be written as

1 /a1 aixi (a;; 5 ) dG (a;). (1.59)

" P02 Jaz() ho () +xi(ar )

There exists a unique log-linear equilibrium.

To proof Lemma 3, observe that a households expected squared Sharpe ratio is given by

L (i )2 =B (AF) = Vi (4) +Ei (N)*
oz bz og s o o E(0) (0 AN
= aZho(ﬂ)+xi+62 ijg-i-Gb(l pe) + S (1= ()2 ) | (1.60)
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Similar to above, one approximates

Eifu(-) | 7] =u((1=tw)a) + (1 —tw)u' (1 —w)a;)
: [aigi (Ei(ﬂz‘&@i) + %Vi(ﬂz\g@) —pz—rfz> +airf7— v(x,-)z]

(1—tw)u" (1 = tw) ai) a7 67 Vi (2] 72) + 0 (2)

N\'—

to obtain a non-stochastic expression for

a; Ei (A7
Eifu()] =u((1—tw)a)+(1—1w)d (1 —w)ai)z <2pE(

Then, optimize over signal precision x;. The first-order condition

1 a; 1 72 -2
— ,;7' 4 ! + — +x;
a (x ) ( 3 3 x)

/ .) =
v (-xz) 2p 2p 62 b 2

is sufficient by the second-order condition

277 .
MEQ(Z()) - zlpa,-y” (xi37) =" (x;) <0
Xi

and, hence, characterizes the unique solution to the household information acquisition problem.

By the implicit function theorem, information acquisition rises with wealth

dxl- 82E,- (u()) /

diaicxia_xiaai gy (Xl j)>0
and af (#) = 2pv' (0) 627 (0;.7) "' = 2pv/ (0) 6%ho (F)? is the threshold wealth level above
which there is information acquisition. Denote i* as the respective threshold household. Again,
use the implicit function theorem to show that

dxi 82E,’(u(~)) B 85”’ (x,‘;f) 261,' 5

o< = = — — < 0
. 3 2
dyv 0x;0.% 0 p02<a2+}f§ +xi> o,

Finally, one needs to show that the equilibrium information . is uniquely determined for a given
distribution of wealth. Define

Z( _ / ax, al, di
~—7  po? ho (F) +x; a,,ﬂ) '
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One can demonstrate that the differential of this expression is positive

d.7 .
o (H)tma s

dy(s) _, 1 /lho(mW_xi(ai;j)dhom

Moreover, Y (0) < 0, since x; (a;;0) > 0, and Y (e0) > 0, as x; (a;;00) = 0. By the continuity of
Y (#), there is a unique .# such that )" (.#) = 0. Therefore, .4 and .7 are also uniquely defined.

Returns, variance, and Sharpe ratio. Lastly, I derive the key moments of return rates condi-

tional on the amount of investment. Excess portfolio returns are given by rf’ ‘2= rf —riz=
Gi (% - z). Using Equations (1.56) and (1.57) and the definition in Equation (1.60), by the
law of total expectation, expected returns read as

E(r‘z) =E [E (gi <HP_P — rfz> I%ﬂ

_E [(p(jﬁmm)) (Ei (bzz%)Jr;G2Z—PZ—FfZ+0(Z))]
= II)E (%‘2) +o(z) = ll)y (ah {“j}je[o,u) z+o0(2)

and the return variance is given by

V(1) =V (72) =B [ (72)°| ~E (42)° =E [ (:1°2)"]

] ]

2 2
—F gl?E((H;P_ fz) \9‘,) =E <Im_1\/zl,~+o(l)> (62z+0(z))]
1 1

which shows Equations (1.50) and (1.51). Equation (1.52) follows from dividing (1.50) by the
square root of (1.51). Observe that both E (+z) and V (r/“z), rise in g; because E (A7) is an

increasing function of x;.

1.E.3 An Example

Own-return elasticity. Let E (0) =0, v (x;) = kx;, and ap > a] (-#). Then, Equation (1.49) that

pins down the demand for information, simplifies to Ao (%) +x; = 2p7<ic;2' By Equations (1.50)
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and (1.60)

2

” Z 1 z (o) 2
E(rip z) :_p62 ho(f)+xi+P62 [cﬂezpé—kcbz (l—pg) :|+O(Z)

z  /2pK z O'g A\ o N 2
= 28 (1 +of | ==
po\ a  po? |72 T o} T o}

.. ) ) dE(rfz
The return function is increasing and concave in a;: cga{ ) = é _2pKa3 > 0 and
! i i

< 0. Consequently, the own-return elasticity elasticity in a given period is

+o0(z).

z [k _
6\ 2pa>

i

EE(rPZ)7a _ ai dE (r;DZ) _ 1 z K _ K/ (chzai) ) (1.61)
C TR da BN e safa) )/

. 05 (ai,{aj. 2,/x/(2p02a; . .
Since ( {8&]}’ E[O’”> > (0 and % < 0, the own-return elasticity decreases in a;.

_3
2

Cross-return elasticity. It is more tedious to derive the cross-return elasticity. I focus on the

2 2

case, where 0 = o = Gg = 1. In the following, I show that

’y]E(r”z),u _ aj dE (I’{)Z)

i B E (rlpz) dai/
_ay JE (rfz) 0.7 N JE (rz) d.4; N IE (rz) 9.7 _ 1 sE(T2)a
TE()\ 907 da oN  day 0.9 day |  E( !

(r’2) (rz)

“ >0 for ay < d. Then, SI.I,E 4 <0 for ay > a
trivially follows by the continuity of the return function. Recall the definitions of the aggregate
variables . = [, Sydi', V' = [, Npdi', and .7 = [, Fydi. For the given parametrization, %T/Vt' =

k/(2ayp) and %’Z’ =1/p,.Use I =T —hy(F) .4 to show that

E(rPz).a . o E
where &, (rFa)a i decreasing in ay and &,

il

0Ty N
0Ir  day —M(I)Gar  1/p—(1+.52)\/x/(2a;p)

day 142724 14274
Since
JoE rf)z 2z [ o? 2z o2 N TN
) 2 % v apne i = 5 1 o+ S
pe po? | I po* I Jo, o5 T
2z o2 N 27 6} 7 2
-EG e g]- BB
po? I T po* 92T  pIT
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JE (r/z) _ OB (r/2) Ope _
o dpz ON  pIT?
and
JE(rfz) _IE(rz)dps 2z N
07 — dpe 90T pIT*T’
2
Furthermore, a]E;;’pZ) = —p_sz3 (1 — yi%» . Collecting all terms, the cross-return semi-elasticity

in a subperiod can be written as
E(rz).a 27 1 & 909 1 dN 1 0.9
6-, ’ :ai/i _—_—  — o
i pS
2 L (=T \ 0T - N)T) 1
z[( ( />> +(( /7P (14 )

Wog \\ 727 T 20 +254)) dar  \ FT(A+25N) 72

2za; 1
p32f3(1+2jj)[ 7 P+ VK[ ( alp):|7

where
) N 2 2
54 N
— 2142 2 2 2
54 [( + JJV)<g+f g)+ﬂﬂ]<0
and

Quy=T>1-N|T)(1+I%) - F2(1+254)
e +JJV)2+JV2} > 0.

This semi-elasticity declines with ay

1} —

day pTII(1+25N)

980" )a 2z [

1 1
Q- E + EQ/V © v/ K'/ (Zai/p)} <0.

To show that [Qy . [1—, + %QJV K/ (2a,~/p)] < 0, first, rearrange

4\/az/ (2xp) [(1 +2IN) (jJrfz'/V

2 2 2 2 2
> g>+fw]>ﬂ[(1+fm +,/V}.
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Since, ay > aj (&) Vi’ A (l + ﬂz) Vi'. Therefore,

’ 2pK
ajy f 2{ 2 42 2 { 21 2 42
4 sz[(1+2<ﬁ/ﬂ/)<§+<ﬁ g>+ﬂﬂ]>4(1+ﬂ) (I+2IM)\ Z+ I |+ TN
:4(1+2ﬂJV)§+3ﬂzﬂ/2+3f2+8f3ﬂ+3<ﬂ4ﬂ/2

28324 (14 TN P+ N > 221+ 7N )+ 17

where the last inequality follows from the fact that 3.4 42 > 2.3 42 for .# > 1 and 34242 >
27342 for .# < 1. Finally, define d: Q 4 - \/k/(2dp) = — Q. - [l). By the continuity of the

. .. P B » ~
cross-return semi-elasticity, 5iI,E(r 2)a > 0 forall ay < a and 53‘“ 2).a < 0 forall ay > a.

1.F.4 The Financial Market Equilibrium and Nonlinear Taxation

In this section, I shortly demonstrate that the financial market also microfounds scale depen-
dence when there is a nonlinear capital gains tax, 7 (-), instead of a linear wealth tax. Assume
that 7 (0) = 7}’ (0) = 0. For a nonlinear capital gains tax, it does not matter whether or not
information costs are deductible from the tax base.

The reasoning is the same as before (Appendix 1.F.2). Again, the repeated financial market
interaction is static such that households optimize

]

max E; (mgzx E; (u [ai (1 —|—r‘-"z) —Ti (airfz) —v(xi)z] ]%))

in each period. There exists a log-linear rational expectations equilibrium equilibrium in which
the price and the optimal investment in the risky asset can be derived

log (P) = pz= (po+pe& —1')z+0(2)

and
1 1
~ poyzl1-T/(0)

using the same approximations as before. Similarly, the demand for information and the equilib-

Gi Ai+o(1),

rium information read as

V (x;) = 2% (1+T(0)). (xi;-7)
and | . (a:.9)
“ aix; (a;;
= dG (a;),
50 T=TI0) Loty o) a7 1O @)
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where a¥ (.#) =2V (0) po2hy (£)* / (1+ T/ (0)) denotes the threshold wealth. The equilibrium
is, again, unique.
Taking stock of equilibrium choices, expected returns and the variance of returns are given

by
. X 1 1
B(7*0) =B (1) ~s = Sy (oo} eon)

and

1 1 rpez) ’

V(r2) =V (rfz) = EWE( i

1

respectively. For 7} (0) = 0, all expressions coincide with those in Appendix 1.F.2.

1.G A Life-Cycle Economy

In this section, I develop a standard two-period life-cycle framework, as introduced by Farhi and
Werning (2010), for studying nonlinear capital taxation with scale and type dependence. Using
this framework, I study the nonlinear tax incidence and optimal taxation in partial and in general
equilibrium. Moreover, I deal with the presence of other policies. Firstly, I consider a subsidy on
the costs of information acquisition (financial advisory). Secondly, I study a financial education

program.

1.G.1 Environment

In the following, I describe the economic environment. The objective is to provide an accessible
setting that reveals the main insights about the nonlinear taxation of capital gains. As in Mirrlees
(1971), the economy is populated by a continuum of households i € [0,1]. The first source
of heterogeneity is the productivity of labor. Agent i’s earnings ability w; € R is distributed
according to a c.d.f. F and a p.d.f. f. Without loss of generality, one can order household indices
such that wages increase in i. Then, one may interpret i as the household’s position in the pre-tax
wage distribution.

Time is discrete, and there are two periods t = 0, 1. In the first period, households supply
labor, consume and save. In the second period, they consume their savings. Therefore, the first
period may be interpreted as an individual’s working life with duration H, whereas, in the second
period, she is retired. Individuals may take efforts to increase their returns on investment. The
resulting return function increases in the amount of savings. In Section 1.E, I show how this

relationship emerges in a financial market setting with optimal portfolio choice and information
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acquisition. This setting gives rise to inequality in the returns to investment. In the financial
market, high-income individuals decide to save more and acquire more information than low-
income individuals. This information advantage allows them to generate higher (risk-adjusted)

returns than households from lower parts of the income and wealth distribution.

Preferences and technology. Households have Greenwood, Hercowitz, and Huffman (1988)
preferences

u(li,ai,ei;wi) = ug (cip —vo (Ii)) + Bui (cin —vi (%)), (1.63)

where B € (0, 1] denotes the households’ discount factor, u () is a concave and increasing pe-
riod utility, and v; (-) denotes the convex and increasing disutility from effort. A household of
type i can transfer resources across periods by saving assets a;. In the first (working) period,
households supply labor /; > 0 and earn after-tax income y; — 7; (y;), where 7;(-) denotes the
government’s nonlinear tax on labor income y; = w;/;. To increase the returns on the investment
of assets a;, a household can take effort x; > 0. Assume that the costs of this effort accrue in the
second (retirement) period. Capital gains are, for the moment, given by the reduced form relation
7 (ei, {e j}j 6[0’1]> = r; > 0 where r(-) is increasing and concave in its first argument.

A straightforward interpretation is that households acquire financial knowledge by employ-
ing financial advisers to raise the rate of return on their investment. In partial equilibrium, an
individual’s investment return only depends on her own effort choice, whereas, in general equi-
librium, an individual’s investment returns may depend on choices by everyone else. In Section
1.E, I microfound this reasoning. Capital gains, ag; = r;a;, are taxed nonlinearly according to
Ti (). In Section 1.C, T assume that households can deduct effort costs v (-) from the tax base.
For completeness, in this section, I consider the situation in which these costs are not deductible.
One can show that Lemma 1 in Section 1.E (g—:li > 0) holds in this economy (for 7} (0) = 0,
T} (0) =0, and 7} (0) = 0) irrespective of this deductibility. Therefore, return rates exhibit scale
dependence. Moreover, let % > 0 so that there may also be type dependence. Let all functions

be twice continuously differentiable in their arguments.

Monotonicity. Define the local rate of tax progressivity as p; (y) = — aloggz;g;(y ] — ly_T’;,%),) for
t

t € {l,k}. Observe that the usual monotonicity conditions will hold if labor and capital taxes

are not too progressive (p; (y;) < 1 and py (ag,;) < 1). That is, effort choices, as well as savings,
and, hence, labor and capital income are increasing in the index i. Intuitively, the higher an
individual’s hourly wage, the more she will work, and the more resources she can transfer to
the retirement period. Moreover, an individual’s incentives to take efforts to increase her capital

gains rise with her position in the pre-tax wage distribution. Due to the one-to-one mapping
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between wages and incomes, one may write returns as a function of savings, 7; <e,~, {e | }je[o 1]> =

ri (ai, {a f}j e[O,l])' I will make use of this formulation later on.

Household problem. In the working period, households consume their after-tax labor income
net of savings
C,‘7() + a; S W[l,' — Tl (W,‘li) . (164)

In the retirement period, their consumption is given by their final after-tax wealth
Cil §a,~(1—|—ri)—Tk(r,~a,~). (1.65)

Let %; (T}, T;.) denote household i’s indirect utility from optimally choosing savings, a;, and effort
levels, {/;,x;}, to maximize Equation (1.63) subject to Equations (1.64) and (1.65). As standard,
suppose the household problem is convex. With a slight abuse of notation, let /; and a; denote
household i’s Marshallian (uncompensated) labor supply and savings functionals. The first-order

conditions of the household maximization problem define these functionals implicitly.

Government problem. For simplicity, suppose that households and the government face the
same discount factor. Then, the government’s budget constraint reads as

1 1 B
%(E,E)E/() Tl(wili)di+[3/0 Ty (ria;)di > E. (1.66)

The government has a utilitarian objective function. Consequently, it chooses a tax system
{T;, T} to maximize

1
9(1.5)= | LT, T)d (1.67)

subject to Equation (1.66), where I; denotes household i’s Pareto weight with fol I;di=1. Denote
A as the marginal value of public funds and g;; = (1/4) Iiuj (ci; — v¢ (-)) as the marginal social

welfare weight.

1.G.2 Incidence of Nonlinear Tax Reforms

In this section, I study the impact of a small reform of an arbitrary (potentially suboptimal) tax
scheme, e.g., the U.S. tax code, on labor supply and savings by households, as well as on gov-
ernment revenues and social welfare. Technically, I derive the impact of perturbing an arbitrary
tax schedule T;, where ¢ € {/,k}, (e.g., the capital gains tax) on the optimal choices by an agent i

and aggregate variables in partial and general equilibrium. In other words, I reform the initial tax
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schedule by 7; and analyze the effects on optimal choices. As a by-product, I obtain the optimal

tax scheme when the aggregate marginal benefits are equal to the marginal costs.

Gateaux derivatives. To formalize this idea, define the Gateaux derivative of the functional
Z : € (R;,R) — R at T, in the direction 7; by

4 .

F (Tt,f}) =
Accordingly, perturb the system of first-order conditions by ,uf} and denote f, (T,, f}) and 4; (T,7 f})
the Gateaux derivative of labor supply and savings in the direction 7;. Similarly, perturb Equa-
tions (1.66) and (1.67) to obtain the incidence on tax revenues, 7 (E, f}), and social welfare,
4 (1, T).
Elasticities. Denote Io; = y;T}/ (vi) — T; (yi) and I ; = ag ;T} (ar ;) — Ti (ag,;) as the virtual income
of individual i in period 0 and period 1, respectively. Define Cia’(lfT’/) (/! ’]’) as the compensated
elasticity of household i’s savings with respect to the retention rate of the tax in period ¢ (the
income effect parameter of savings with respect to income in period ¢) along the nonlinear budget
line. The elasticities of labor supply are defined accordingly. Again, let Z:’ and 7] indicate the
elasticities at a fixed rate of return that, without scale dependence, coincide with the observed

elasticities. Given the GHH preferences, labor supply is independent of the capital gains tax

1,(1-T1/ = .. . .
scheme ((; (1-10) = nl.l’I‘ = (). Moreover, let Ci“’r be the elasticity of savings with respect to the

rate of return.3?

The novelty of this chapter to let an individual’s rate of return vary with her savings and, in

general equilibrium, with the savings of others. As before, define the own-return elasticity as
g = %@Sf)ﬂ. It measures the impact of one’s wealth on her rate of return, thus, accounting for
scale dependence originating, for example, from the variable acquisition of financial knowledge

as in Section 1.E. For all i’ € [0,1] the cross-return elasticity ¥,y = %

of complementarity between households’ wealth and its return. In the example of Section 1.E, it

captures any kind

contains inter-household spillovers from financial knowledge and risk-taking. The cross-return
elasticity quantifies in reduced form the impact of the portfolio size of household i’ in the returns

of household i. In partial equilibrium, it is equal to zero for all i,7’.

Incidence on savings. In the following, I characterize the nonlinear incidence of capital gains tax
reforms on savings for a given labor tax. One may write, as an intermediate step, the percentage

. za,(1-T{ - .. Zar . . .
32Similar to Cl-a'( ) and 7' & the definition of " involves a correction factor that accounts for behavioral effects
1

along the nonlinear budget line T
Upe(ari)§

o where fia’(l_m is the compensated savings elasticity along the

linear budget line.
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change of savings in reaction to a capital gains tax reform as

(o) _ _ po1-m) M _per_ Tilars) gar il i), (1.68)
a; S — 1= T(ari)  S—ari(1-T(ari)) =~ i
>0 <0 >0

The first two terms describe the standard positive income and negative substitution effect. As the
last term reveals, an inequality multiplier effect from the adjustment in the rate of return, now,
augments the reaction of savings.

In the following, I show how to use estimates on the elasticity of returns. The partial equi-
librium return adjustment in response to the tax reform is proportional to the reaction of the
portfolio size

Fi (Tka 7A"k)PE _ ha aj (Tk’ 7A"]‘)PE
L (1.69)

In general equilibrium, one needs to account for all kinds of spillovers

) . \GE
#i (T, Tx)) _ gra (leTk /YWT"’T")C[,", (1.70)

ri

Thus, in both cases, one needs to upward adjust income and substitution effects of savings by
.
1_Cia.r€ir,a
shape of the tax reform, the government can directly redistribute the return inequality.

an inequality multiplier effect ¢; = > 1. As the adjustment in savings depends on the
In general equilibrium, there are also cross-return effects. Therefore, combining Equations
(1.68) and (1.70), the incidence on savings is given by a Fredholm integral equation of the second

kind that can be solved using a standard resolvent formalism.

Lemma 4 (Incidence on savings). Consider a small reform of an arbitrary capital gains tax

1

scheme in the direction Ty. Define ¢; = In partial equilibrium, the first-order change

175;1,'”8;‘,0'
in the optimal savings is given by
. ~ \PE 2 7
a4 (ToTo) ™~ Z%(l—Té)M_ R T (ar:) (1.71)
ai i =T (ars) " ari(1-T/(agy))’ '
Fa,r
. ~ \GE 2 7
GIR)T _ppetrom) Hlan) g pan Tilan)
S T ) " s (11 (an)

T! (ar ) 3 Tx (ar.r)
— 8o [ guRyy [E00T _JEARY) ’ di, (7
s /‘Pl a ! i 1-T/ (ary) i apy (1-T} (ar.7)) B -
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where for every i,i" € [0,1] the resolvent is given by R; y = Y 4 (;l) with J; (1/1 ) — ylrl‘,l and, for
n>?2, % f//%z D (])illci(,l,’r i’.}[.,li/di”'

Proof. Appendix 1.H.2. [

Lemma 4 describes the reaction of savings to a small change in the capital gains tax in terms
of sufficient statistics (Chetty (2009)). All these sufficient statistics are, in principle, observable
by the econometrician and serve as primitives of the model. Nonetheless, these objects are

endogenous variables evaluated at a given tax scheme and equilibrium concept.

Incidence on savings in partial equilibrium. As usual, a change in an individual’s capital gains
tax induces an income effect and a substitution effect on savings. A rise in the marginal capital
gains tax reduces the incentive to transfer resources across periods (substitution effect). At the
same time, the household feels poorer in the second period and, therefore, saves more (income
effect).

Relative to the case of exogenous capital gains (¢; = 1), these two effects need to be adjusted
upwards by an inequality multiplier effect ¢; > 1 accounting for the endogeneity of returns,
which is the main difference of this chapter from the existing literature. Tax reforms generate
novel inequality multiplier effects. Consider the partial equilibrium economy without income
effects and suppose, for instance, that individual i faces a reduction in the marginal capital gains
tax. Due to the substitution effect, she will save more. However, the scale dependence leads to
an adjustment in her investment returns.

In the financial market example, considered in Section 1.E, the altered amount of savings
triggers the following chain of reactions. Because the individual saves more, she invests a higher
absolute amount on the stock market. The larger portfolio raises the incentives to acquire costly
information about the fundamentals of the economy that drive the stocks’ payoffs. As the indi-
vidual makes more informed decisions on the financial market, her returns rise. Since her returns
on investment become larger relative to before, the payoffs from investment and, therefore, sav-
ings increase. The higher amount of savings feeds back into the optimal knowledge acquisition
and, in turn, boosts returns. This loop continues infinitely.

1

The term ¢; captures this infinite sequence of adjustments. To see this, rewrite ¢, = g =

Yo (C e ”’) Therefore, one can interpret the endogeneity of portfolio returns as an amplifi-
cation force. It multiplies the standard income and substitution effect. As a result, I establish a
version of Proposition 1 (b): savings, just as capital income, react more elastic to reforms of the
capital gains tax

1-T}) S Ea,(lka’)

i

alz

(P 1112
i

and

e
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Incidence on savings in general equilibrium. In general equilibrium, a household’s rate of
return is a function of everyone’s decisions. Therefore, in addition to the described inequality
multiplier effects, cross-return effects come into play, which I characterize in closed form in
Lemma 4. The additional term aggregates the partial-equilibrium reactions by households across
the skill distribution. They are weighted by the resolvent of the integral equation and account
for an infinite sequence of return adjustments due to the general equilibrium spillovers. In the
financial market example, they come from the endogeneity of stock prices, which aggregate
individuals’ information acquisition and risk-taking. For instance, a decrease in the tax rate
of the rich makes them acquire relatively more financial knowledge and alter their portfolio
composition. As a result, the equilibrium price adjusts, which also affects households from the
bottom of the wealth distribution, given that they participate in the stock market. However,
their altered behavior feeds, in turn, back into the equilibrium price so that the rich modify their

choices again.

The resolvent formalism captures this infinite sequence of reactions. The resolvent is the sum
of iterated kernels. The first kernel, %] (l,l ) , describes the impact of savings by household i’ on the
returns of i. The second kernel ,%’1(1,2) = [ ylr e l.,’,?i,di’ accounts for the effect of savings
by i on the returns and, therefore, savings of households i’ which, in turn, affect the decision
making of household i. For n = 3 the formula describes the impact of household i’ on households

. The latter, then, influence the returns generated by household i. Observe that

i’ who affect i
this reasoning is in its spirit similar to Sachs, Tsyvinski, and Werquin (2020) who study general
equilibrium reactions of wages and labor supply in response to a reform of the labor income tax

schedule.

Whether or not the presence of general equilibrium adjustments amplifies savings responses
depends on the sign and magnitude of }/lr ff along the wealth distribution. Suppose, for instance,
that )l/ l‘,l > 0 for all // € [0, 1]. That is, there is a positive complementarity between a household’s
return on investment and others’ investment. Then, general equilibrium forces further amplify

income and substitution effects.

Conversely, suppose households live in a small open economy. Then, they have access to
an international financial market, where they interact with other, larger investors or institutions
whose decisions are affected by other margins and policies. Thus, the marginal impact of the

former households on prices becomes small such that }{ l‘f — 0.

96



1.G. A Life-Cycle Economy

Incidence on return inequality. One may decompose the incidence on returns in closed form

2, GE S ~
Fi (TkaTk) ra ~“7(1*7}!) Tk/ (aRi) raza,h Tk(aRi)
N = e X PR T et A, £ L7 : + (jE7 1.73
ri bl 1 =T (ar.;) ¢ ag (1T} (ar.)) ot 47
where CE; = — [, osR; i fa’(liTk,)M + ﬁ”’IZM di’ summarizes the cross effects
i ==y OrRii |G i (ans) TV e (01 (anp)) '

Therefore, the return inequality directly depends on the underlying tax code and how the policy-
maker wishes to reform it.

One may measure the inequality in returns by their variance, V (r;). The effect of a tax reform
on return inequality is, then, given by V (r;) = & (r}) - [ (;)%. For simplicity, suppose that there
are no income and general equilibrium effects and that the other elasticities are constant along
the wealth distribution. Let the tax rate be linear. Then, one can write the impact of a tax reform
on the return inequality as

5”’(14‘{) dT
C‘” I—Tk.

dV(r))=-2V(r;))(¢—1)
Put differently, the elasticity of return inequality with respect to the capital gains tax

_ dlog[V(ry)] _23’#4’“’(1*%’)

CV(I‘),(l*T/\,)
dlog (1 — 1) 1 —gradar

is negative for €°¢ > 0. Therefore, a rise in the linear tax rate (more redistribution) compresses
the distribution of returns and, hence, reduces the inequality in returns. One can also show that
mitigating the return inequality goes along with the cost of lowering mean returns. This is, again,
Corollary 1.

Incidence on utilities. Having derived the incidence on savings and returns, we can now study
the effects on utilities. In partial equilibrium, this simply reads as

% (T, 1) = ~Agia (B/3) T (ar,) (1.74)

which is a straightforward application of the envelope theorem. In general equilibrium, one needs
to keep track of the spillovers, or cross-effects, from others’ decisions. That is,

% (T, 1) °F = —Agiy (B/T) Ti (ari) +Agin (B/T7) ari (1— T} (agy)) (1 + C) CE;. (1.75)

For any equilibrium concept, a rise in the tax liability mechanically reduces the utility of a
household. By the envelope theorem, there is no first-order effect due to a change in savings and

effort choices. In general equilibrium, due to the endogeneity of portfolio returns, one needs to
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add the impact of others’ decisions on individual investment returns. Not surprisingly, an increase
in the rate of return raises the utility of a household. Whether or not returns rise, depends, as

described, on the distribution of cross-return elasticities.

Incidence on government revenues and social welfare. Now, one can bring together all parts of
the incidence analysis to study the change in social welfare and government revenues in response

to the reform of the capital gains tax.

- 2
Lemma 5 (Incidence on revenues and welfare). Let [, [; ’q)iCi“’r}{, l‘,” didi’ < 1. Denote EQ €
{PE,GE} as the equilibrium concept. Then, the first-order change in social welfare in response

to a small reform in Ty, reads as
9 (1.1)" = [1% (1. 1) " di. (176)

The first-order change in government revenues is given by

. \EQ ~\EQ
A N A i T; 7T i 1; 7T .

%(TkaTk>EQ = ﬁ/Tk (aR,i)di+ﬁ/T1<’ (ar.i)ar,i [r ( kr. 0 +2 ( ka'k) di. (1.77)

Proof. Appendix 1.H.2. [

I start with the impact on revenues. Observe that there are three types of effects: mechanical,
behavioral, and return effects. The mechanical and behavioral effects are standard. The first one
measures the direct impact of reforming the tax scheme on revenue collection, holding the tax
base fixed. The second one regards the change in household behavior in response to a tax reform.
In general equilibrium, this adjustment of behavior carries the spillover effects mentioned above.
The return on investment adjusts due to changes in an individual’s investment size and, in general

equilibrium, others’ amount of investment.

The effects on welfare are similar. By the envelope theorem, there are no first-order behav-
ioral effects. However, households suffer from a rise in the overall tax liability (mechanical ef-
fect). Furthermore, the general equilibrium adjustment of returns imposes uninternalized general
equilibrium effects on individuals. In other words, since an individual’s rate of return depends
on everyone’s choices, one needs to add this additional impact on individual utilities from the
behavior of others. In the aggregate, these effects add to the standard mechanical effect on social

welfare.
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1.G.3 Optimal Nonlinear Taxation

In this section, I describe the optimal nonlinear capital gains tax for a given labor tax. This
procedure is similar to Section 1.C, where I explicitly address the interdependence of labor and
capital taxes.

Having studied the nonlinear incidence of arbitrary capital gains tax reforms on government
revenues and social welfare, I obtain, as a special case, the optimal capital gains tax by equating
the sum of first-order effects equal to zero (see, for example, Saez (2001)). At the optimal tax
scheme, there are no first-order effects from reforming the tax scheme in the direction of Tk:

| A N A N
=9 (Ti, )2+ 2 (Ti, 1) ¢ = 0. (1.78)
In other words, one cannot find a revenue-neutral tax reform that raises social welfare. Denote

h(ag;) as the pdf and H (ag ;) as the cdf of capital income ag ;.

Optimal taxation in partial equilibrium. As a benchmark, I consider the optimal nonlinear tax
scheme in partial equilibrium. That is, let }/l' ff =0 for all ,i’ € [0, 1]. Proposition 5 characterizes

the optimal nonlinear capital gains tax.

Proposition 5 (Optimal nonlinear capital gains tax in partial equilibrium). The optimal nonlinear

capital gains tax on capital gains in partial equilibrium is almost everywhere given by

Tk/ (aR7,~)PE _ 1 1-H (aR’,-)
1-T¢ (ar:)"* gl.“R’(l_Tk/) ag ih(ar.;)
o ag i _l/lR”er d . dH o
< (= gua)exp |- [ TS ISQR" Lo am
ag,; ag,; C_,R>( i) ary —H (ag,)
1A
where Ciam(lka) = q)igiav(lka)’ nlflRJ}( = (piﬁ,'ajk: q)i = (1 _}_8{70) ¢i: and (Pi = 1_5!+£ra
Proof. Appendix 1.H.3. L

The optimal marginal tax rate on capital gains in partial equilibrium is a version of the Dia-
mond (1998) ABC-formula with income effects (as in Saez (2001)). It expresses the optimal tax
wedge on capital gains in terms of behavioral and income effects, the hazard ration of the capital
gains distribution, and the marginal social welfare weights above ag ;.

Therefore, I obtain Proposition 1 (a). Whether or not rates of return are endogenous, the
optimal capital gains tax is described by the observed income and behavioral effects and the
observed capital income distribution. Nonetheless, the formation of rates of return directly affects

these sufficient statistics.
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fixed, under scale dependence (€ > 0 and &; > 1), the compensated elasticity of capital gains

Observe that @; upwards adjusts the elasticities. Holding the elasticities 51.“’

is larger
(=) o por(1=%) _ po(1-T5)

i =

than under type dependence only. The income effect does not alter the optimal capital tax since

g (1) e = gl e

1 l 1

Accordingly, the adjustment of elasticities provides a force for a lower capital gains tax under
scale dependence. Simultaneously, scale dependence may increase the observed capital income

inequality measured by the hazard ratio %, which calls for higher taxes. To establish part
R, AR.i

(c) of Proposition 1, I express Equation (1.79) in terms of primitives:

Tk/ (aR,i)PE EiaJo 5,'107i + (:ia,rgir,i + gini/@i 1—i

i

1= T/ (ars)”* é‘lv(l*Tk') i
1 l'// ~a,Tk . ./
s _ Ny dii | di
X /l (1—gumy) exp /l ga»(l—Tk’) | T (1.80)

Therefore, when investment rates are endogenously determined (scale dependence), the capital
gains tax is the same as the one without scale dependence holding all the other primitives of
the economy fixed and in the absence of type dependence (5{7" = 0). The upward adjustment in
the savings elasticity just offsets the rise in observed inequality. When there is type dependence
(é:l.r’i > 0), conditional on all other primitives, the capital gains tax is lower with than without
scale dependence. The resulting adjustment depends on the relative strength of type and scale
dependence £/ .

To further illustrate the implications for redistribution, suppose the capital gains tax is ap-
proximately linear “at the top”, e.g., for the top 1% in the wealth distribution. Assume that the

1-1T;) , there is no type dependence 5[7" =0

elasticities converge to the values {% (1-%) = %4 a.(
at the top and that there are no income effects f) = 0. Suppose that, without scale dependence,
capital gains in this top bracket are Pareto distributed with parameter d; > 1. Under scale depen-
dence, the Pareto parameter is given by a; = d;/®P. Then, the linear top tax rate reads as

1—35
top 8k
T, =
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where g, is the limiting value of the social welfare weight. Therefore, I also obtain the neutrality
result at the top: This rise in capital income inequality that scale dependence triggers and the ad-
justment in the elasticity cancel out (a;{ % (1-1) = Z:f a(1-T )Elk). This neutrality result provides
a potential justification for why capital gains taxes (e.g., in the U.S.) have not increased despite

the drastic rise in top capital income inequality.

Optimal taxation in general equilibrium. In the following, I characterize the optimal revenue-
maximizing nonlinear taxation of capital gains in general equilibrium. For simplicity, abstract
from income effects. Moreover, let cross-return elasticities be multiplicatively separable, as in
the example of the financial market (Section 1.E). That is, 7"y = 1 5 , where 5;’“ decreases in i’
and 6, > 0 (6, < 0) for small a; (large a). Then, Proposmon 6 describes the optimal capital

tax.

Proposition 6 (Optimal nonlinear capital gains tax in general equilibrium). The optimal revenue-
maximizing nonlinear capital gains tax on capital gains in general equilibrium is almost every-
where given by

T (ag)”" 1 | — H (ag,) 5

1-T, (aRt)GE B C?R»(I_Tk,) agih(ag;) ri(1+€&“)(1+%)

1

na ar o L) ay 1-T/ (a N GE
></ 1+ (l-i-c, ) 1 H(aR,z) [ k( R, ) }dH (aRJ,,)’ (1.81)
R,

CaR( ) agih(ary) g, [1 -T! (aR,i)GE}

l,

where &0 = @ 2 U, @ = (14 6 01 00= b and ¥ = [ e 8 (ag).

Proof. Appendix 1.H.3. ]

The optimal tax in general equilibrium adds an additional term on the right-hand side to the
partial equilibrium tax (Equation (1.79)). Observe that the second factor of this extra term is
o, . / . 87’(1
positive (for 0 < 7}, (aRJ/) < I for all ag ;). Therefore, the sign of m
how to adjust the tax rate in general equilibrium. As in Section 1.C, suppose that cross-return

elasticities cancel out [;y/'di = 0 and let £ be constant such that ¥ = 0. Then, the sign of the

determines

adjustment depends on the one of —§,™.
As a benchmark, consider a politician who sets a tax scheme, T;c (ag,i), wrongly assuming
that there are no general equilibrium effects for a given initial tax code.® Then, one can write

33This notion includes the self-confirming policy equilibrium, proposed by Rothschild and Scheuer (2013, 2016),
where a planner implements a tax scheme that generates a capital income distribution for which this tax schedule is
optimal, 7 (ag,)*"F
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the general equilibrium tax rate as

T (ar)? T (agy) 5

l

1-T/ (ag ) 1-Ty (ag;) ri(1+g")(1+9)

GE
T (ag;) % [1 —Ti (ars) }

S B (3
R. 1 -1 (aR,i) a; [1 — Tk/ (aRJ') }

Ci"l’r] dH (“RJ’)

Therefore, cross-effects provide a force for higher capital taxes at the top (8 < 0 for large a;)
and lower taxes at the bottom making the tax code ceteris paribus more progressive than in the

self-confirming policy equilibrium (Proposition 2).

1.G.4 Other Policies

In the following, I study the interaction with other policies. Consider the partial equilibrium.
I distinguish two different policies. In the first case, the government reduces k for everyone,
and, in the second one, it provides a minimum level of financial information. In both cases, the
government optimally chooses & to maximize ¢ (T;,T;) subject to Z (T;,T;) > E + BC (D)
where BC(Z?) is an increasing and convex cost function. The optimal &2 is implicitly defined
by

5 |19 TR+ 2 @1)] = pe (). (182

Using the approximations described in Section 1.E, the first-order condition simplifies to

d;/i(r,-/x) [uo(-) +BHu; [E(-)]+ %ﬁHu’{ (a;)V (a,-rf.’z)] di+o(z)
d P g /
—i—ﬁ/iBHTk [aiE (rfz)]di+o(z) = BC' (2). (1.83)

=HE

The optimal policy, therefore, trades off first-order revenue and welfare effects. In the following,

I describe the first-order condition for each policy in more detail.

Cost subsidy. In the first case, the government lowers the marginal costs of all investors (&2 =
Ax < 0). This policy could take the form of a subsidy on financial advisory costs. By the
envelope theorem, the first-order welfare impact reduces to the positive effect of cost savings

WE = IlcﬁH/igi,l (E(-))xizdi, (1.84)
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whereas the revenue differential includes behavioral effects

1 a,r z v s
HEx= Eﬁ /lfT/ a,r Z)] (1+8i )71, (X,)Zdl
! a,r (rP2),x ;.
—oBH [T [E (arf)] a (2) (1480) 6779 ai L55)

with an income effect 1’ 2 <0 and the elasticity of the return rate with respect to marginal
E(rPz),k 8log[E(r{’z)]

information costs Cl. = “dlog(x) <0.

On the one hand, the reduction in k induces a positive impact on capital incomes. Since
the acquisition of information becomes relatively cheaper, households acquire more financial
knowledge, which allows them to generate higher rates of return. As returns rise, households

also save more.

On the other hand, the first term characterizes a negative income effect. Households feel
wealthier due to the decline in information costs. As a result, they save less such that capital

incomes diminish.

Financial education. In the second case, the government provides a minimum level of financial
knowledge as a public good (&7 = x). This policy refers to a situation where the government
offers a compulsory finance course to all high school students for free. Formally, the government
ensures that x; > x for all i € [0, 1]. Then, the costs of information acquisition read as v (x;) = kz-
max{0,x; —x}. Observe that there is a threshold household, i, with wealth level, a;, below which
households only rely on the education program. They do not acquire any private information
beyond x and obtain the same rate of return [E (rf z) . Households above i are not affected in their

decision making.

The first-order welfare change features two effects

dlog[E (u; ()]

= %ﬁHCF(’”Z)’E /0 "l ()] di+ %BHV (x)2 / SEOlditold)  (186)

dlog|E(rPz . o .
with CL.]E(WZ == ﬂo—;ﬂ > 0. The first one describes the positive impact on utility for house-

holds below i who experience a rise in their rate of return as the government increases x (dx > 0).

The second effect is a mechanical cost-saving effect on households above i.
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The revenue effect

HE zz)*lcﬁH/ T} [E (airfz) | aiE (r'2) <1+C“)C (rP2)x g
1 a,r ol _
+3PH /I—T’ af;):i)]aiﬂi( 2) (L4 &) 0" (x) 2di+ 0 (2) (1.87)

characterizes income effects for all households and the effects of x on the capital incomes of
households below i. A rise in the minimum level of financial knowledge allows these households
to obtain higher rates of return. Moreover, they save more as returns increase.

Which of the two policies the government should undertake, depends on the magnitude of
the revenue and welfare effects. In particular, one needs to know about the size of the policy
elasticities CiE(rpZ)’K and CZ.E(WZ)’E. These describe the responsiveness of individual returns with
respect to a reduction in information costs and a rise in the minimum education provision by the
government, respectively.

The impact of the policy also interacts with the tax code. Two identical societies that only
vary in their redistributive preference may, therefore, deem very distinct policies desirable. Sim-
ilarly, this is the case when they solely differ in the way how returns are formed (i.e., the impor-
tance of scale dependence relative to type dependence). Moreover, the marginal costs of policy
implementation, C' (#?), depend on the respective policy &2 and other parameters, such as the

efficiency of a country’s educational system.

1.H Proofs for Section 1.G

1.H.1 Preliminaries

Household choices. For the specified GHH preferences, the households’ first-order conditions
are given by

[L]:0
[ai] : 0=
lei] : O

i (1 - Tl/ (Wlll)> V6 (lz)
[1+ri (1= T (riai)) ] Bury () =y () (1.88)
ai (1 =T} (ria;)) ri (ei) — v} (i),

where the optimal labor supply decisions can be decoupled from the savings and information
effort choices. Let the second-order conditions hold. That is,

%u (L, ai, ei;w;)

g = T wil) =g (1) < 0
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azu(li7a,‘7€,';W[) azu(l;,a,-,e,-;w;)

: _ da; da;de; . . .
and the Hessian H = Pulliareiw)  Pullaerw) | 1S NEgative definite.
da;de; de?

Monotonicity. Now, I describe the relationship between optimal choices and pre-tax wages. A
household’s labor supply increases with the wage rate

dli o 82u (li,ai,ei;wi) / (8[,‘814/,') . 1— T/ (W,‘li) - W,'l,‘Tl” (W,‘li)

dwi  QPu(lapesw) /0 WA (wily) +V (1)
_ L 1=pi() -0
Wi E?)E il +pi ()

where I use the definition of the local rate of tax progressivity p(y) = ly ’T,(( )) fort € {l,k} and

the assumption that p; (y;) < 1. Since jy L=w; ok 4l 4 | labor earnings also rise with the wage

rate. Savings and effort choices depend on w; accordmg to

( da;/dw; ) _ ( —u (Vi (1 =T} (wily)) )
dei/dwi 0

0u(l;,aiei;wi) d%u(ly,ai,eiw;)
— 1 de? T daide; Mg () l; (1 — T}/ (W,'l,'))
- Pu(liaieiw)) O ulliaiei;w:)
det (H) — o aa[Z 0

J*u(ly,aieiswi)

_ ”g (‘)li(l—Tl/ (Wili)) a2
det (H) _ Qulliaieiwi)
aa,-ae,»

O%u(ly,aiei;wi)

Ep < 0. Moreover, for

Observe that by the second-order conditions det (H) > 0 and

l:k( l l) < 2 / o “
(9 u ll,a”ei’ 1 I l, aR I _P aRl ;l

da;de;
Altogether, due to the concavity of up (-), 7 @ >0 and & > (. Consequently, capital income rises
in the pre -tax wage = a;r’ (e;) - de; s d“’ > 0 and in the position in the income distribution
ons _ donidu ds:“ 0,

1.H.2 Incidence of Nonlinear Tax Reforms

Incidence on savings in partial equilibrium. To derive the incidence on savings in partial
equilibrium, plug Equation (1.69) into (1.68)

A ~\PE A N
a; (Tkka) _ —5117(177}!) T}(/(CZRJ') _ zab Tx (aRi) —}—Ca rsra (Tk,Tk)
i i i

a; ‘ 1 -1/ (ag,) i ari (1—T/ (ar,)) Gi
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Rearrange this expression to obtain Equation (1.71) in Lemma 4.

Incidence on savings in general equilibrium. To derive Equation (1.72) in Lemma 4, insert
Equation (1.70) into (1.68) and rearrange

A ~ \ GE A A
701’ (Tk’ Tk) = _¢'€"17<17Tk’) Tk, (aR>i) _ q) “{1712 Ty (aR,i) ‘|‘ ¢ Ca r/ Yra Tk’ Tk) dil
a; ' 1— Tk/ (ClR7,') o aR.i (1 — Tk/ (a '

- 2
q)icia”yl.”l.‘f didi’ <
1. Then, by Theorem 2.3.1 in Zemyan (2012), the unique solution to this expression is given by
Equation (1.72).

This expression is a Fredholm integral equation of the second kind. Suppose that [, |;

Incidence on return inequality. In partial equilibrium, the effect on returns can be written as

. ~ \PE n )
I T) g grage(-) _Tilard) 4 cragar, Tilan)
}’l' (AT 1— Tk/ (aRJ) 1= i ag.i (1 — Tk, (dR’i)) ;

where I use Equations (1.69) and (1.71). Using the fact that

a Tk,Tk y / (-1) T (ars) ab e (aRi)
/7/ ¢l R” [ 4 I_Tk/ (aR’i/) +ni/ aR,i (1 — (aR,)) dl CEZ’

the general equilibrium incidence on returns reads as

A A, GE A A
T (Tk’ Tk) _(P_gnaga»(l*Tk/) Tk/ (aR,i) ehafa b Tj (aRJ)
() i

r; - o 1 =T (ar,) e aR,i (1 _Tk/(aR’i))

+ ¢;,CE;

Incidence on utilities. The partial equilibrium incidence on household utilities is standard. In
general equilibrium, one needs to account for cross-return effects that come from the dependence
of each household’s return rate on the savings of all other households

&i/ (Tk, Tk) ok dl/

a;

% (T 1) == Agi (B/T3) Ti (ar,) + Agi (B/T3) ari (1= T (ar.i)) / v

+Agi1 (B/I) ar,i (1-T¢ (ar,)) ar/W(ch;/Tk)d/

—— Agi (B/T) T (aws) + Agia (B/T) an (1= T (ar,)) (1+ ) CE
Incidence on revenues and welfare. Equation (1.76) is standard. Perturb Equation (1.66)
t@ (Tk, fk>EQ = [3 /fk (aR’,') di+ ﬁ /Tk/ (aR,,‘) [a,‘f,' (Tk, Tk)EQ + I”,'éi,' (Tk, Tk)EQ:| di
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and rearrange to get (1.77).

1.H.3 Optimal Nonlinear Taxation

Optimal taxation in partial equilibrium. Setting the sum of first-order welfare and revenue
effects equal to zero, the optimal nonlinear capital gains tax is characterized by

/ =gt — (1+ &) o R T a (ag)
ar; 1 —T/ (ar,) ’ ’
T (ari) 4

—/ a1+ er) g2 U 7/ (aw ;) dH (ag,).

1 — Tk, (aR?l-)

Integrate the first term by parts and apply the fundamental theorem of calculus of variations to
get

( ) 1 I—H(CIR’,')
-Ti (aRz) (1+£r0)¢lc a,(1-1{) agih(ag,)

o - T/ ((lR '/) dH (LIR_[/)
1—osi—(1 ra a 12 k 5l ) )
. /GR_,‘ [ s ( " & ) ¢l - Tk/ (aR,i/)] 1-H (aR,i)

This expression is a first-order linear differential equation. Use standard techniques (see Saez
(2001)) to obtain Equation (1.79).

To express (1.79) in terms of the pre-tax wage distribution, change the variables in the inte-

gration
T/ (ar.) 1 1—i ! et gt | odi
= 1—gpw — ! — . 1.89
1 —T/(ag,) éf%(l*Tk’) aR,ih(aR,i)/i (1=gima) exp /z gm(lﬂf) il 1—i (1.89)
1 i
Since i = H (ag ),
. da K I
i = agh(ag;) d’;' e (1.90)
Ji
The elasticity of capital income with respect to the income rank is given by
dag; i da; i  Jdri(ag;) 1 ray o Fai | Fri
— 1 : =(1+¢&")¢;C" 1.91
di ag; =(1+e )dl a,+ i ri(ag,) (I+&7) 057 +& (1.91)

where the second equality follows from the fact that

Cia,i _ gi i 5 R racal . q)ié«ia,i _ (Pi (gia,y*Tz(y) gi)’*TI()’)vi + Ciafé’ir:i) )
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Plug Equations (1.90) and (1.91) into (1.89), to get Equation (1.80).

Optimal taxation in general equilibrium. First, note that, in the absence of income effects and
for v = %6;’“, the incidence on savings can be written as

di (Tk’ 7A"k) — _5?’(177}!) 7Awkl (aR,l') + Ca N /Sra (Tk7 Tk) dil
@ iSi [ T/(ar) % il a
_ Na’(lkal) Tk/ (aR,i) Far L 1 1 §ha (1 Tk) Tk/ (aR,i) di
= —0;; 1T (an) = ar 1 sna ¢l§ 1—T (a»r:) b
Tk (aR,z) ril —fc 5 di Tk (aR7l)

noting that
Ti, T, Iy (T, T,
/6ra(k>k)d /6ra¢lc (1 n)lnc;flzeld +/6ra ar d /Sra k> k)d
i a; ajy

_ ! g 71 0 R
- l—f Car16ra / ¢t€ I*Tk/ (aR,i)dl‘

By the latter expression, the response of capital income reads as

2 (T, Te) 7 (Ty, T ; (i, i) T, T '
a(k k)+r(k k) :(1+elrya)al(k k /61’(1 (k k)d (1+8Fa)¢lg (l ];c)
ai; ri a; ay
Tk/ (aR i) |: ray #a,r (Tka Tk)
KN 1 1 e’ .7j| 6ra7d'/
Ty L TIHEDET L P

and the incidence on utility is given by

ay (T, 1)

aj

di'.

7 (Tu i) = —Agis (B/T) T (aws) + Agon (B/T) ans (1 — T (ax)) 1+C“/ o=

Again, impose that there is no first-order effect on the social planner’s objective function,
%?Z (Tx, Tk)GE +% (T, Tk)GE = 0, to characterize the optimal capital gains tax

N . 1+ ~,-a,r 5 -1 7 (a . -
/(1 ~ &) Tilari)ds :/gi’laR’i [1 - Ty (aR,i)] T 1 J; C“rl 5ra ¢1C “l )l_kT(/zzlz.)dz
i ; ; - : :
ra T, ;
N e T
~ 1 ra (l Tk) Tk/ (aRJ'I) ) .
1 : i i’ _ 7
+[ +( +8 )C ]rl]_fcarl5rad// (Pq I—Tkl(aRJ,)dl di
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if and only if

[0 g Fiardi = [T} ani)ans (1 o TR g,

i , 1—T} (ars)
-|—/ia,-{g,-71 [1— 7} (ar)] (Hgf”) + T (agy) [1+(1+gpa)§ia,r]}dz

1 Sra (1 Tk) Tk/ (aRJ) .
l—f Car15rad / ¢l§ l_Tk/ ((lRJ)dl'

In this setting, the easiest way to derive an expression for the optimal capital gains tax is
to consider the Saez (2001) perturbation: T (ag ;) = lag,>ay,- and T/ (ag;) = 04y - (ar,i), where
Ou R (ag,;) is the Dirac delta function. Then, under revenue maximization (g; ; = 0), the previous
expression simplifies to

T (arir) 1 1 — H (ag,-)
I=Tilare) (14 gy g o) arich(ari)
Jug, T (ar) (14 (1+€7) 5.“”] dH (ar;) 87 |
1 Ju, &7 167" dH (ag,) 1+e ap (1T} (ar))’

[o—

where I expressed all the variables in terms of observables. Rearrange and integrate out to get

ras Fa.r a; (1 —Tkl (aRi)) l—H(aR,i)
1+ (1+€°)¢" dH (ag ;)
Ll ]<1+sf“>¢lc ) anihlam)

1+ (1+€) & ra a1 sra

f%% e dH(aRl)/ i ( >[1+<1+c“’)5“} dH (ag,)
= ajly (ag, i )6 AaR,i
1_faR Cur 1 6radH (aRl) p k R, R

—

}fa,e aiTy (ar,) [1+ (1+ /) &7 | dH (ar,)
(

1+/ 6”‘dH i
|: (CZR ) l_faR,CarlsradH aRz)

Altogether, one can write the optimal nonlinear capital gains tax as

T (ari) 1 1~ H(ars) Lg
-k (aRl) (1+8ra)¢zC «(1=12) arh(ar.i) 1"‘8[7“"‘] iii 1,5radH (aR,i’)

L A (1T )
/ (1) g &0 ) amih(any) i (1=T; (ar)) A aws)

which concludes the proof of Equation (1.81).
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To compare this capital gains tax to the one by the exogenous technology planner, note that

in the latter case .
Tk (aR,i) . 1 1-H (aR:,')

1-T (ar,i) Cl_“R‘(l—TZ) agih(ag,)

and insert this expression into (1.81).

1.H.4 Other Policies

Preliminaries. In line with the financial market in Section 1.E, second-period expected utility,
which the policy &7 affects, is given by

HEx (0 i (14772) ~ T (ar?2) —v(x)2]) = H o [ (14 B (172)) ~ T (0 (7)) —v(2))
1

+H- Eu/{ (ai)V (airfz) +o(z).

Therefore, the impact of policy & on welfare can be written as

d 1

Wop= LT = 0 1) [uo () BHu [E Q)] + 5 BH (@) (arls) | di+o(2).

A household’s tax liability can be approximated by

Ty (Riai) = Ty (airi1z+ ... +airinz) + 0 (2) = Ti (airi 12, ..., airi gz) + 0 (2 0)airipz+0(z)

I Mm

:Tk(airi71z)—Tk(0)+...+Tk(airi7Hz) Tk arth +0( )

uMm

Using this expression, the first-order effect on revenues reads as
REp = i<%(T[ Tk) = d/ﬁE(Tk [Riai])di: d/ﬁ i Tk [a,‘E (l’p Z)i| di+0(Z)
‘ dz ’ dZ J; daz )i /= Lk
d H
+ — /ﬁ Z T [a,-E (rlphz)] E [a,- in?— G (rfhzﬂ di

L ZTkN o ( thz)]E{(“"rth‘“fE (’ﬂz)ﬂ ditol
dgz/BZTk ak ﬂd""o( d;/iﬁHTk[aiE(rfz)}di—i-o(z)
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since, in partial equilibrium,
1 1
E (rffhz) Py S (ain)z+r'z+0(2) P 4 (a,IIs:l (1 - r,,hz)) z+r'z+0(2)

1 . 1
= Ey (ai—i-ainfhz) z+r'z+0(z) = Eﬂ(ai)z—i—rfz%—o(z) =E(r/z).
s=1

Cost subsidy. For a cost subsidy, & = Ak < 0, the first-order welfare effect can be written as in
Equation (1.84)

W= [(0/0) B [B () wedi = LBH [gia (B )y (x)2di+0()

and, defining the elasticity of returns with respect to marginal information costs Ci]E(r DK =

alog[E(rlpz)]

Jlogk) < 0, the effect on government revenue is given by Equation (1.85)

F=— 0 [BHT [a (7)) di+o() = —-pH [T} [E (arf2)] 4 ()
ray ..a,h —XiZ K ar\ FE(P2). k| 4
(1+€&“)n; E(7) (=T (@ (77)) ( +&; )C di+o(z)

(
rp a,ip .
7[3 /I—T’ c;,ffzi](l+g V0 (xi) adi

1 Zar rPz),K 4.
—EBH/iTk [E (a;rfz) | aE (rfz) (HQ’)C,-E( "dito(z).

Financial education. When the government provides a minimal level of financial knowledge, x,
for free, such that the information cost reads as v (x;) = kz-max{0,x; —x}, there is a threshold
household, below which households do not acquire additional information and obtain the same

return rate
a;

xXi = —1-F<x < g <opk(x+1+.9) =

opK 8
Define the elasticity of returns with respect to the minimal information provided by the govern-

E(rPz).x _ dlog[E(rfz)]

ment as (; > 0. The effect of raising x (dx > 0) on welfare consists of a rise
i dlog(x)
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in return rates of households below i and a cost reduction for households above i

WE, = )lcﬁH(:iE(rvz),x /0" (I/A) {ull B (e (1-7 [E (anfz)] ) + %u/{ (ai)a,?] E(rz)di+o(2)
+)1C[3Hv(x)z/il (L/A)uy [ai (1+E (r72)) — Ti (@B (r2)) — k (x; —x) 2] di+0(2)

= iBHC;E(rpZ)’x/OiE[gi,l(')] Mdl—i— ﬁHv / gil Ndi+o(z),

s[5 (1)

which shows Equation (1.86). The first-order revenue effect (Equation (1.87))

RE &:iﬁH/ Tk a,r z)]aE(r ) (1+§‘”)C (rP2)x 5
I A
1

fﬁH/ T/ [E (airlz) | aiE (! )<l+§ar)C (22 g

X

+)lcﬁ /I—T’ a’;lf)])] B (rf2) (1+ &) "2y (x) 2di+ 0 (2)

collects the effects on the capital income of households below i and income effects for all house-
holds.
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Chapter 2

Nonlinear Taxation and International

Mobility in General Equilibrium

Joint with Eckhard Janeba.

2.1 Introduction

International (and inter-regional) mobility of high-income individuals has been at the center of
recent theoretical and empirical research due to its far-reaching implications for the taxation of
mobile individuals and the progressivity of the income tax code. Mirrlees (1971) has already
recognized the importance of international migration but focuses on a closed economy case in
his formal analysis.! The literature on optimal income taxation has demonstrated the effects of
migration on the level and shape of optimal marginal income tax rates. In particular, migration
tends to decrease optimal marginal tax rates over the entire income distribution (see Simula and
Trannoy (2010)) and, depending on the shape of migration semi-elasticities, even lead to negative
tax rates at the top (Lehmann, Simula, and Trannoy (2014)). The mobility of labor reduces tax
payments by top-income workers relative to a closed economy. The driving force has been
labeled the “threat of migration” and is even present in a situation in which no net migration
occurs in equilibrium. A standard assumption in these models is, however, that workers’ wages
are exogenous.

The role of wage endogeneity for tax policy has been highlighted in another strand of the
optimal income taxation literature. For instance, in the closed economy model of Stiglitz (1982),

the government lowers the top tax rate to encourage the labor supply of high-skilled individuals,

I'See Kleven et al. (2020) for a survey of the empirical literature.
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thereby raising wages at the bottom and reducing them at the top. Contributors to the literature
refer to this indirect redistribution of pre-tax wages as “predistribution.” However, this literature

has so far disregarded the presence of labor mobility.

This chapter bridges the gap between these two strands of the literature by studying optimal
income taxation and international mobility in general equilibrium, i.e., with endogenous wages.
We shed light on the interaction of general equilibrium and migration responses in two steps. As
a first step, we introduce labor mobility (as in Lehmann, Simula, and Trannoy (2014)) into the N-
type version of the Stiglitz (1982) model. We show that the optimal general equilibrium marginal
tax rate at the top is higher (i.e., a lower labor subsidy) in the open than in the closed economy.
Moreover, we derive conditions under which the optimal marginal tax rate at the bottom declines.

Thus, migration may lead to a more progressive tax code in terms of marginal tax rates.

The intuition for this finding is that the predistribution effect, which the government achieves
by taxing incomes less progressively, is self-limiting under labor mobility: Any reduction in pre-
tax wage inequality comes along with lower immigration (or higher emigration) of high-skilled

workers, which, in turn, raises their wages, partly offsetting the benefits of predistribution.

In addition to the finding concerning the tax rates at the ends of the ability distribution, we
also characterize the effect of mobility on optimal marginal tax rates in the “middle” and show
that it relates to the sign of the optimal marginal tax rate in the closed economy. While the above
insights on marginal tax rates complement well the existing literature, they are only to some
extent informative about the shape of the income tax scheme (see Heathcote and Tsujiyama
(2021b) for a discussion). The N-type model does not reveal profound results on average tax

rates that would be necessary to characterize the overall effect on tax progressivity.

Therefore, we calibrate a continuous version of the model to the U.S. economy as a second
step. We depart from the Mirrleesian approach of solving for the optimal arbitrarily nonlinear tax
system by restricting attention to the class of nonlinear tax functions with a constant rate of pro-
gressivity (CRP). The CRP tax scheme approximates well the current U.S. code (see Heathcote,
Storesletten, and Violante (2017)) and delivers similar policy prescriptions as the fully nonlinear
optimum (e.g., Heathcote and Tsujiyama (2021a)). This modified approach allows us to study the
interaction of migration and general equilibrium effects throughout the entire income distribution
and to speak to the impact on average tax rates that are more critical for migration decisions than

marginal rates.

We discover two novel effects revealing the underlying mechanisms that limit predistribution
and weaken the migration threat. Firstly, there is a wage effect on migration: A government can

broaden the tax base by predistributing less to low-skilled workers, for example by raising tax
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progressivity, which amplifies wage inequality and, in turn, triggers high-skilled immigration.
Secondly, a rise in tax progressivity provokes high-skilled emigration, boosting wage inequality

and expanding the tax base — a migration effect on wages.

We demonstrate that, depending on the shape of the semi-elasticity of migration, the presence
of general equilibrium effects offsets between 6% and 47% of the classic migration-induced
erosion in the optimal rate of tax progressivity. In our simulations, the wage effect on migration
appears quantitatively more important than the migration effect on wages. We conclude that the
threat of migration is, depending on the shape of the migration semi-elasticity, exaggerated, and
the canonical Mirrlees (1971) model with fixed wages and no migration provides a more realistic

benchmark than previously expected.

Related literature. Our work is related to several recent contributions to the literature on optimal
nonlinear income taxation. Stiglitz (1982) initiated the debate on labor income taxation with
endogenous wages in a two-type setting. Generalizing Stiglitz (1982) to a continuum of types,
Sachs, Tsyvinski, and Werquin (2020) consider reforms of arbitrarily nonlinear tax schedules
and the optimal taxation in general equilibrium. They demonstrate that increasing tax rates in an
initially progressive tax system increases government revenue more with endogenous than with
exogenous wages. Therefore, depending on the initial tax code, it may be beneficial to raise
tax progressivity. Our quantitative framework confirms their result for reforms of the rate of tax
progressivity instead of elementary tax reforms (as in Sachs, Tsyvinski, and Werquin (2020)).
However, the setting of Sachs, Tsyvinski, and Werquin (2020) ignores workers’ extensive margin

migration responses.

Rothschild and Scheuer (2013) examine the optimal nonlinear income tax schedule in a multi-
sector Roy model with endogenous wages. Trickle-down effects are central for their finding that
the optimal tax system is more progressive than in an environment without occupational choice.
At first glance, one might think that their two-sector setting nests our two-country economy. The
key difference to their paper is that, in our model, two governments set tax policies for each
country separately. In Rothschild and Scheuer (2013), only one government chooses the tax
schedule for both sectors. The latter, however, is equivalent to the coordinated tax policy setup

in our model, which we consider in the Appendix.

Our discrete N-type framework connects the closed economy setup with endogenous wages
by Stiglitz (1982) to the two-country environment of Lehmann, Simula, and Trannoy (2014) with
internationally mobile workers and heterogeneous migration costs. Contrary to the fixed-wage

economies in the tax competition literature (e.g., Lehmann, Simula, and Trannoy (2014)), in
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our environment, workers are imperfect substitutes in producing a composite output good under
constant returns to scale.

Altogether, our continuous-type framework nests those of Mirrlees (1971), Lehmann, Sim-
ula, and Trannoy (2014), and Sachs, Tsyvinski, and Werquin (2020). We derive and quantify
the traditional effects occurring in the former papers. Moreover, we discover novel effects that
enlighten the interaction between migration and general equilibrium responses and compare their
quantitative importance to the traditional effects.

Finally, this chapter adds to the literature on optimal taxation in the spirit of Ramsey (1927).
By restricting attention to the class of CRP tax functions (developed in Feldstein (1969), Pers-
son (1983), and Benabou (2000)), we follow Heathcote, Storesletten, and Violante (2017), who
document that the current U.S. tax code is close to CRP and, then, explore this tax function
in a dynamic setting with earnings risk. Heathcote and Tsujiyama (2021a) and Heathcote and
Tsujiyama (2021b) study the CRP tax scheme in a Mirrlees (1971) model showing that it ap-

proximates well the full optimum.

Outline. In Section 2.2, we solve a discrete N-type Stiglitz (1982) model with general equilib-
rium and migration responses. We briefly discuss extensions to our framework and relate our
model and findings to the empirical literature. In Section 2.3, we present our quantitative frame-
work and derive the incidence of reforms to the rate of tax progressivity. Then, we calibrate
the framework to the U.S. economy and compute the optimal rate of progressivity in four dif-
ferent policy regimes depending on whether migration and general equilibrium effects are taken
into account. Section 2.4 concludes. We relegate all proofs to the Appendix. Moreover, in the
Appendix, we provide a parameterized version of our N-type economy, leading to closed-form
expressions for the optimal tax system. Finally, we study the effects of tax coordination under

symmetric country sizes.

2.2 Optimal Marginal Tax Rates and International Migration

in General Equilibrium

2.2.1 The N-Type Model

Economic environment. We extend the canonical model of Stiglitz (1982) to a setting where
two countries or regions i = A, B compete for internationally mobile workers. We go beyond the
two-type setting studied in Stiglitz (1982) by considering an arbitrary set of skill or productivity

types 8 € ® = {1,...,N}, which is private information of individuals and not observable to the
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government. Aside from studying the impact of migration and general equilibrium on bottom
and top tax rates, this allows us to speak to the effects on the optimal taxation of the middle
class. Without loss of generality, we order types such that their equilibrium wages are increasing
in types w; g > w; g_1. Therefore, one can interpret a household’s type as its position (e.g.,
percentile) in the equilibrium wage distribution. Moreover, consider a general class of utility

functions, u(c,l), with consumption ¢, labor supply /, and labor income y = wl. Let u(c,l)
—U (C,y/W)/W
Uc(c>y/w)

and consumption are separable (e.g., u(c,l/) = h(c) —v(l)).

satisfy the Spence-Mirrlees single-crossing property, % < 0, and suppose that labor

Let n; g be the number of natives (born) in country i with skill 6. Denote N; ¢ as country i’s
equilibrium mass of 0-type workers and /; g as an individual’s labor supply. As we explain later,
both the labor supply and the equilibrium population will be endogenous to the tax system. In
each country i, competitive firms produce a single composite output under a constant elasticity
of substitution (CES)

o-1
o-1
F({lieNio}gco) = [Z aio (ligNig) © ]

60c®

for some 0 € [0,00) and a; ¢ € R .2 Consequently, a worker 6’s marginal product pins down her
wage rate in that country

1
wio = ai0 [lioNio/F ({lioNio}gee)] ° for6 €0, (2.1)

which she takes as given. Let labor and goods markets clear in each country. Define ¥; 9 9 =
dwig  Niolig owig  Nigrlig

8(N,-791,-_9) Wi.o Ni,ﬂ/li,G’) Wi.0

Country i’s government taxes labor income y; 9 = w; g/; g according to a nonlinear tax scheme

Ti (vig)-

Labor supply. Conditional on living in country i, a worker optimally chooses labor supply /; g to

<0and ¥%g¢ = i > 0 as the own- and cross-wage elasticity.

maximize utility u (c; 9,1; ¢ ). Consumption is given by the after-tax income ¢; g =i 9 — T; (yi0)-
Then, the worker’s first-order condition

uc (cio,lio)wio (1= T (vig)) = —ui (cio,li0) (2.2)

pins down optimal labor supply.

Migration. As in Lehmann, Simula, and Trannoy (2014), a worker 6 born in country i draws
a migration cost m from a conditional density function G;(m|0) = [;" i (x|0)dx, accounting
for the fact that migration costs may differ between workers (even conditional on skill-type).

’In a two-type setup, one can extend the results to any constant-return-to-scale production function.
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Then, a native in country i, for instance, migrates to country j if and only if u (c 651 jﬁ) —m >
u (c,-79,li79). Defining A; = u (ci79,l,~79) —u (Cj’e,ljﬁ), one can derive a country’s equilibrium
mass of -workers as

nio+G;j(Ail@)nje  forAi >0

Nio = pi(Ai|6) = ' @)
(1=Gi(-Ail6))nip forAi <O
) ) .. S o — 9pi(Ail6) 1
Accordingly, denote the semi-elasticity of migration as 1; 9 = =51~ e 0.

Government problem. We consider a Nash game between the governments of the two coun-
tries. Each government chooses its nonlinear income tax schedule, taking the other country’s
tax schedule as given and correctly anticipating the migration and labor supply effects from its
tax policy. As in Simula and Trannoy (2010) and Lehmann, Simula, and Trannoy (2014), we
consider a Rawlsian objective function: The government maximizes the utility of the lowest
type. The approach has the advantage that - given the government’s objective of redistribut-
ing from high and medium types to the lowest type - constraints from mobility become most
visible. In addition, one avoids the issue of whose utility a government should maximize (resi-
dents or natives).? Formally, country i’s government wants to redistribute to the lowest type (i.e.,
T; (yio) > Ti (yio—1)), and, thus, solves

max u(cin,lin) (2.4)
{ciolioNio}yee
Lio_1wig—
subjectto  u(cig,lig) >u <c,-_9_1, 1,91W,91> for6e{2,..,N}, (2.5)
' Wi e
Y Niocio <F ({Niolio}oco) - (2.6)

0c®

as well as subject to the endogeneity of wages (Equation (2.1)) and the equilibrium population
(Equation (2.3)), and taking the other country j’s tax scheme as given. Equations (2.5) and (2.6)
are the high-skilled worker’s incentive constraint and the government budget (no public good
provision, purely redistributive tax). Observe that one can omit non-local incentive constraints
where 8’ < 0 —1 and 8’ > 6 + 1 (see Milgrom and Shannon (1994)). We focus on solutions
where only the local downward incentive constraints bind. Also notice that we implicitly assume
that governments do not discriminate between natives and immigrant workers in their taxation.

Observe that this planner problem is identical to the one in Ales, Kurnaz, and Sleet (2015) except

3Defining Pareto weights {l[/,'.’e } oce With Wig_1 > VY g, this exposition is very similar for a utilitarian objective. A
Rawlsian government is a special case where y; 1 = 1/N; 1 and y; ¢ =0 for all 6 > 2.
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for the endogeneity of the equilibrium population (Equation (2.6)) and the specification of Pareto

weights to a Rawlsian objective function.

2.2.2 Optimal Marginal Tax Rates

Optimal top and bottom marginal tax rate. As a benchmark, consider the marginal tax rate
chosen by an exogenous technology planner who ignores migration (1); g =0, V6 € ©). In Propo-
sition 7, we characterize high-skilled workers’ optimal (Nash equilibrium) marginal tax rate with
migration and compare it to the closed economy’s optimal tax rate (without migration). For the
comparison, we compute in the closed economy the optimal tax rate of an exogenous technol-
ogy planner, T (y,-ﬁ) , who ignores migration but takes as given the number of the population
groups {Ni,e} that materialize in the open economy Nash equilibrium.* This notion includes the
self-confirming policy equilibrium proposed by Rothschild and Scheuer (2013, 2016), where the
exogenous technology planner sets the tax scheme such that it generates outcomes for which it

is optimal .

Proposition 7. In the Nash equilibrium of our N-type economy, the optimal marginal tax at the

top is higher, T! (yin) > T?" (yin), than in the closed economy.
Proof. See Appendix 2.A. O]

Perhaps surprisingly, the optimal marginal tax rate at the top is higher with migration than with-
out. This finding is at odds with those from the tax competition literature, where migration
leads to lower marginal tax rates (e.g., Lehmann, Simula, and Trannoy (2014)).® The reason is
that general equilibrium externalities are absent in the existing partial equilibrium models (fixed
wages). These trickle-down forces provide a rationale for a lower marginal tax rate at the top
relative to an economy with fixed wages. With labor migration, these general equilibrium forces
may still call for a lower marginal tax of high-skilled workers (compared to the partial equilib-
rium) but less relative to an economy without migration. In that sense, trickle-down forces are

partly offset by labor migration.

“More directly, one may focus on the symmetric Nash equilibrium. Then, we do not have to take a stand on why a
government, which does not consider migration responses in its optimization (e.g., in a Mirrlees (1971) benchmark),
does not respond to migration flows when observing them.

>In Appendix 2.C, we demonstrate in a two-type setup that a Cobb-Douglas technology, a linear consumption utility,
and an isoelastic disutility of labor yield, in the symmetric Nash equilibrium, closed-form expressions for 7,*” (y,',g).
Then, there is no endogeneity of the right-hand side variables in the underlying tax code.

The possibility that migration opportunities of the rich may increase tax rates has been noted in other situations (ab-
sent of general equilibrium wage effects), such as endogenous land quality (see Glazer, Kanniainen, and Poutvaara
(2008)).
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Assumption 1. Let the migration semi-elasticity be increasing or constant, that is, M; g1 > 1 6-

Moreover, suppose that the native population is symmetric n; g1 = n; g.

For the result on the bottom tax rate, we make Assumption 1. The first part of the assumption
rules out that the migration semi-elasticity decreases for some parts of the income distribution.”

The second part is not very restrictive. For instance, one can interpret a worker’s type 6 as her

position in the income distribution, in which case n; g = ]l\,
Proposition 8. Let Assumption 1 hold. Then, in the symmetric Nash equilibrium of our N-type
economy, the optimal marginal tax at the bottom is lower, T (y; 1) < T (yi1), than in the closed

econonty.

Proof. See Appendix 2.A. ]

With endogenous wages, the intuition for the lower bottom tax rate is, besides the standard
migration elasticity argument in partial equilibrium, the same as the one that calls for a lower
marginal subsidy at the top. In response to a lower marginal tax rate, low-skilled workers’ labor
supply rises. On the one hand, this leads to a decline in low-skilled workers’ wage rates. But,
on the other hand, due to the complementarity of labor, the wages of high-skilled workers in-
crease. Altogether, the lower marginal tax at the bottom amplifies pre-tax wage inequality in the
respective country trying to attract high-skilled workers. Thus, the bottom tax rate does not only
decline due to the “migration threat” as described in Lehmann, Simula, and Trannoy (2014) but

also due to the amplification of pre-tax wage inequality.®

Optimal middle tax rate. The effect of migration on the tax rate of middle incomes, 0 €
{2,...,N — 1}, is case-specific. Firstly, considering the binding incentive constraint of 8-workers

B lig—1wie—1
u(cig,lip) =ulcio—1,———— |,
Wi.o

observe that the government can raise 0-workers’ utility by amplifying pre-tax wage inequality
between 6 — 1 and 6 (higher —:-). Secondly, by the binding incentive constraint at 6 + 1

wio—1

/ B liowio
u(cior1,lioy1) =ul cig,—— |,
Wi 6+1

In Section 2.3, we also consider a decreasing semi-elasticity.

8To see this, set wage responses equal to zero (¢ = o). This setup with fixed wages nests the standard migration-
induced decline in bottom tax rates and the unaltered no-distortion-at-the-top-result for finite productivities (see
Lehmann, Simula, and Trannoy (2014)). With endogenous wages, the migration induced tax cut at the bottom is
higher in absolute terms than in partial equilibrium, reflecting the incentives to boost pre-tax wage inequality.
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more pre-tax wage inequality between 6 and 6 + 1 (higher —>=— ’9“
with type 6 + 1.

To raise 6-workers’ utility, the government has an incentive to tax type 6 more to reduce

—~") increases the utility of workers

their labor supply and, thereby, raise _—=. We call this channel “local trickle-down” since a tax
cut on the relatively richer 6- workers would trickle down to the poorer workers of type 60 — 1.

At the same time, the second incentive constraint calls for a higher —=— Hip+l

, which the government
can achieve by taxing 0-workers less. We label this mechanism as “local trickle-up” because the
tax cut on the poor (type ) trickles up to the rich (type 0 + 1). To simplify the exposition, we

make the following assumption.

Assumption 2. Let the interaction between the migration semi-elasticity and general equilibrium

production complementarities be small: %ni,e — 0 forall 6 € ©.

Under Assumption 2, one can easily relate the effect of migration in general equilibrium to
the exogenous technology planner’s marginal tax rate. We summarize this result in Proposition
9. Notice that the proof of the proposition does not rely on Assumption 1 or on any symmetry

assumption.

Proposition 9. Let Assumption 2 hold. Then, in the Nash equilibrium of our N-type economy),
the optimal marginal tax of a worker with type 0 is higher in the open economy, T; (yw) >
T (yi,e), if and only if the marginal tax rate set by the exogenous technology planner is nega-
tive, T ()’i,e) < 0. The optimal marginal tax of a 0-type worker is lower in the open economy,
T; (y,~79) < T (y,'ﬂ), if and only if the exogenous technology planner’s marginal tax rate is
positive, T (y; 9) > 0.

Proof. See Appendix 2.B. ]

Thus, if the exogenous technology planner’s marginal tax rate of type 6 is negative, the
tax rate will rise due to the presence of migration. In this situation, the exogenous technology
planner’s incentive to decrease 0’s tax rate to raise pre—tax wage inequality between 6—1and 0O

is sufficiently strong. The mechanism that calls

19“ Vlce versa, if the

down) dominates the local trickle-up mechanism that calls for a rise in ———
exogenous technology planner sets a positive marginal tax rate, then the nresence of migration
responses has the intuitive negative impact on the optimal marginal tax rate.

Proposition 9 further illustrates Propositions 7 and 8. At the top, migration reduces the
optimal tax rate since the closed economy’s optimal tax rate is negative. However, the bottom
tax rate rises in response to migration because the exogenous technology planner’s tax rate is

positive.
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2.2.3 Discussion and Extensions

We start our discussion of the results with a note of caution. The presence of international migra-
tion opportunities makes optimal tax codes more progressive at the ends of the type distribution
in terms of marginal tax rates. Nonetheless, the effect of migration on net-tax payments and
transfers could be the opposite. To understand this ambiguity, consider the case with only two
types, N = 2. Starting from the optimal consumption allocation without migration and hold-
ing labor supply fixed, a revenue-neutral reduction in lump-sums to low-skilled workers leads
to high-skill immigration and low-skill emigration. The government can use the resulting fiscal
surplus for transfers to low-skilled workers leading to a welfare improvement. However, this
line of reasoning is not complete to prove lower tax burdens on high-skilled workers because
labor supplies also change, thereby affecting tax payments (which are the difference between
consumption and gross income). Therefore, one cannot infer from the results on the responses of
marginal tax rates to the reaction of average tax rates and, thus, tax progressivity. This observa-
tion motivates the quantitative framework in Section 2.3. Moreover, the quantitative framework
is free of restrictions on the migration semi-elasticities and their interaction with general equi-
librium forces which are necessary to obtain theoretical results on the middle and bottom tax

rates.

Our setup allows us to consider the effects of tax coordination on marginal income tax rates.
Tax coordination provides a way to overcome the inefficiencies from the non-cooperative setting
of tax policies, although typically in the context of representative household models. In Appendix
2.D, we show that in our framework, under cross-country symmetry, governments can restore the
autarky solution by coordinating their income taxation. The intuition is that governments inter-
nalize the cross-country externalities from international labor migration when coordinating their
tax policies. Thus, in general equilibrium, international coordination of income taxation leads to
less tax progressivity in terms of marginal tax rates. This finding is in contrast to the conventional
view that fiscal competition between governments limits the amount of redistribution, and tax co-
ordination may, therefore, raise the level of tax progressivity (for a survey of the literature on tax
competition and coordination, see Keen and Konrad (2013)). Moreover, notice that the two-type
version of the coordinated tax policy setup is equivalent to Rothschild and Scheuer (2013). In
their model, a policymaker sets a tax scheme under occupational mobility. In our coordination
setting, a planner chooses the tax system in both countries subject to the international mobility

of labor.
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2.3 Optimal Tax Progressivity and International Migration in

General Equilibrium

2.3.1 Quantitative Framework

In the following, we develop a standard framework of optimal tax progressivity and consider
a Mirrleesian economy with migration and general equilibrium wage responses. However, we
depart from the Mirrleesian approach of solving for an optimal arbitrarily nonlinear tax scheme
and focus on finding the optimum of a parameterized nonlinear tax function. This complements
and extends our analysis of the previous N-type model and allows us to go beyond statements
about marginal tax rates. We, thereby, contribute to the recent literature on Ramsey vs. Mirrlees
taxation (Heathcote and Tsujiyama (2021a)), optimal taxation in general equilibrium (Sachs,
Tsyvinski, and Werquin (2020)), and provide a connection to optimal taxation with migration in

partial equilibrium (Lehmann, Simula, and Trannoy (2014)).

Setup. We retain the two-country framework. In contrast to Section 2.2, we assume that, in
country i € {A, B}, there is a continuum of workers 6 € ® = [0,1] ~ F;(0). Without loss of
generality, a worker’s type 6 can be interpreted as her position in the wage distribution. Each
worker’s utility function is quasilinear with an isoelastic disutility from labor (measured by e)

1
Lyt

i,0

1+1

u(cio,lio) =cio—

Consumption is given by the after-tax labor income ¢; g = y; 9 — T; (yi79), where y; g = w; gl g
denotes a worker’s labor income. Instead of deriving a Diamond-Saez formula for the optimal
nonlinear tax function (see Diamond (1998) and Saez (2001)), we restrict attention to a standard
constant-rate-of-progressivity (CRP) tax function

1—1,',' 1—

T: (yio) =i —

for 7; € R and p; < 1. The parameter p; represents the rate of progressivity and is the key focus of

our analysis. The other parameter 7; is relevant for the level of tax revenues and therefore of less

interest for our purposes). It has been shown that this CRP tax scheme not only approximates well

the shape of the current U.S. tax code (see Heathcote, Storesletten, and Violante (2017)) but also

delivers policy prescriptions close to the Mirrleesian optimum in a closed economy (Heathcote

and Tsujiyama (2021a) and Heathcote and Tsujiyama (20211(3)). )Given this parametrization, each
1-p;)e

worker’s optimal labor supply reads as [; g = (1 —7;) 77 w, ](;” i

. The reduced-form elasticities
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of optimal labor supply along the nonlinear budget with respect to the wage rate and the tax
scheme’s level parameter and progressivity rate, respectively, set are given by

H(1-7) dlig 1—1 _ e 0D
L6 0 (1 — T,') li79 1+ pje ! ’

dlig w _

lw 0 Wie 1,(1-1) Lw
= 1—p;) e =&,

8w, 0 ll ] ( ) ! !

and

Li-p)_  O9lip  1—pi Lw 1(1-1) 1
E. = = = €& €. 1+—-11 . ) 1—1
L8 d(1—pi) lig o * e )8 (wi)+log(1—7)

As before and in Lehmann, Simula, and Trannoy (2014), a conditional migration cost distri-

)

for each worker 6 and country i where A; g denotes the utility difference from living in country

d i\ 2
i relative to country j. Again, denote 1); 9 = %‘Zl) Nl as the semi-elasticity of migration.

bution G; (m|@) gives rise to an endogenous equilibrium population distribution N; g = p; (A, 0

In each country i, a mass-one continuum of identical ﬁrms produces a single final output good
using the labor of each worker type. Moreover, let firms produce under a constant elasticity of
substitution (CES)
o1 o1
F; ({lioNio}geo) = [/@ aig(ligNig) © dO
for some o € [0,0) and a; ¢ € R4. Firms earn zero profits, and, as in the discrete-type setting,
workers’ wages are equal to the respective marginal productivity of labor

1
wio = aio [lioNio/Fi ({lioNio}tece)] ° for 6 c®. 2.7

For this CES technology, 0 =0, 0 = 1, and ¢ = o correspond to Leontieff, Cobb-Douglas, and

exogenous-wage technologies.

As in the N-type setting above, we focus on the optimal Rawlsian tax system. In each country
i, the government chooses the progressivity of the tax schedule p;° to maximize the indirect utility
of the lowest worker type subject to the aggregate budget constraint (with exogenous revenue
requirement E):

max %, subjectto %; = T(yl )Nied6 > E, (2.8)
pi

°For simplicity, we ignore the optimal choice of the tax level parameter 7;. In the absence of migration responses,

one can show that wages do not respond to this parameter ( d =0, VO € O) and, thus, a social planner chooses
the same tax level parameter irrespective of general equ111br1um effects. Also see Section 2.3.3 for a more detailed
discussion. By omitting 7; as a tax instrument in this analysis, all fiscal effects are reflected in the optimal choice of
the tax progressivity p;.
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as well as subject to the equilibrium supply and demand of labor, the endogenous migration

responses, and taking as given the other government’s tax system.

Policy scenarios. We consider a situation with symmetric countries and characterize the opti-
mal progressivity parameter in the symmetric Nash equilibrium (N; ¢ = p;(0/6)), in which no
migration takes place in equilibrium while the threat of migration (Lehmann, Simula, and Tran-
noy (2014)) is affecting tax policies. By setting 6 = o and 1; ¢ = 0, VO € O, accordingly, we
compare the Nash equilibrium optimal policies to three well-studied, counterfactual policy en-
vironments: Mirrlees (1971) (partial equilibrium/no migration), Lehmann, Simula, and Trannoy
(2014) (partial equilibrium/migration), and Sachs, Tsyvinski, and Werquin (2020) (general equi-
librium/no migration).

Aggregate incidence of tax reforms. Before simulating the optimal tax progressivity, we char-
acterize the incidence of reforming the tax progressivity in each policy scenario. This allows us
to form an intuition about the underlying economic forces that drive the optimal choice of tax
progressivity. As a byproduct, we obtain the planner’s first-order condition that characterizes the
solution to the taxation problem: Again, denoting &; as the marginal value of public funds, the

government chooses, in each policy scenario, the progressivity of the income tax schedule such
d( %0/ 5+%:) —0

that p;

For any small policy reform, dp; > 0, one can decompose the first-order impact on the gov-
ernment objective function into five terms

ME;+BEA+YGE + MME+WE M. (2.9)

The first term captures the direct effect of a small rise in p; (i.e., higher tax progressivity) on
aggregate tax revenues and the indirect utility of the lowest type

dT; (yie)
6co d (1 —p;)

oT; (yio) 1
N;od0 (—dp;) — I%ilio) 1 (—dp;). (2.10)

d(1—pi) &

In the literature (e.g., Saez (2001)), this effect is referred to as the mechanical effect. The second

%ébiE

and third terms collect labor supply and demand effects. Higher tax progressivity reduces the
workers’ incentives to supply labor (see later for an explicit characterization of dl; g in terms of
dp;) which is commonly labeled as the behavioral effect

dl; o

%éai =
0co lig

vioT! (vio)Nied6. 2.11)
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The combination of the mechanical and the behavioral effect leads to a Diamond-Saez formula
for the optimal tax progressivity in partial equilibrium without migration.

In general equilibrium, not only labor supply but also wages (that is, labor demand) respond
to tax reforms which is the third term

dW-‘G dW"O 0 1_7—;/ 0
L0y 0T! (i) Nigd6 + 0 ( (vi0))

gg,‘ =
0c® Wi Wio 5;’

(2.12)

As shown by Stiglitz (1982) and Sachs, Tsyvinski, and Werquin (2020), these wage responses
(dw; g) call for lower tax progressivity when the government optimally chooses an arbitrarily
nonlinear tax schedule. The intuition is that a government can lower the inequality in pre-tax
wages by taxing the poor more and the rich less. This tax-induced reduction in wage inequality
is called predistribution. For this specification of welfare, wage changes affect tax revenues and
the welfare of the lowest ability type. When describing the wage responses below, we show that
the term ¢ &’; also depends on the presence of migration responses.

The fourth term captures the mechanical effect of changing the tax code on the equilibrium
population

IN; i,
%///éaiz_/ T (vio) 5 —~d® (—dpi) = / Ti (vie) (i 2) NioNipd0 (—dpi). (2.13)
60 d(1—pi) - pi)

For instance, a rise in tax progressivity leads to labor emigration and, thus, lower tax revenues.
This negative impact of labor mobility limiting a government’s ability to levy high taxes is typi-
cally referred to as the threat of migration (e.g., Lehmann, Simula, and Trannoy (2014)).

Finally, the fifth term captures a novel wage effect on migration that captures the first-order
effects of wage changes on the equilibrium population

dw; 0
" “Zyio (1—=T; (yi0)) MioNipd6. (2.14)

i,0

N,
WEM; = / Ti (vi0) 52 (dwi) 6 = / T (vi0)
CISC) Wi.e CISC)

As we show below, #' & ./ ; is positive. The intuition is as follows: By making the tax code more
progressive (in terms of p;) and, therefore, amplifying pre-tax wage inequality, a government can
trigger high-skilled immigration and raise more tax revenues. This effect weakens predistribution
and works against the threat of migration that calls for lower tax progressivity in response to a
rise in labor mobility. The decomposition allows us to consider the various combinations of
wage settings (endogenous vs. exogenous) and migration settings (with and without migration)

by shutting down one or more of the five effects shown in (2.9).

Individual incidence of tax reforms. To shed more light on the nature of aggregate responses,
we now characterize individual responses to a change in the policy parameter p;. Absent of
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income effects, a worker’s labor supply responds in general equilibrium in two respects: directly
through the behavioral effect and indirectly due to the adjustment in her wage
L(-p) —dpi | 1wdwi 0

np (2.15)
L—pi % wig

Similarly, we perturb the equilibrium population to show that the response of the equilibrium
population consists of a direct (mechanical) effect and a wage effect

dN; e _ &Ti()’i,@) (1 T (vi 9>) dW’G

=Nt (1= p)) —EL 4 oy 2.16
Mo g1 py TP T ey Weo (2.16)

By the envelope theorem, behavioral effects play no first-order role for the equilibrium popula-

tion.

To determine the impact on the labor supply and the equilibrium population, we derive the
incidence on wages by perturbing the wage equation (2.7)

X dl; dN; o-1
dwig 1 [dlig dNig\ 1 [jeeG)aiﬁ( s+ Nf) (lioNigo) © de}
o__L(dh )42 . (2.17)

Wi lie  Nig [fee@aiﬁ (lioNig) s de}

By solving this system of three equations, the wage incidence can be written in closed form'”

dwig 1 1 {dlfg an’y
"i,0 l+g (81'1’5v+77i79yi,9(1 =T (ylye))) lio  Nio

dI’E aNPE
Jo ( l,-fée + 'e)yz oNio/ [14— ( llg}—"_nl oYio (1— /(Yi,e))>]d9

JoyioNio/ {1—1—%( llév—i—n, ovio(1—T. (y,g))ﬂ de

le dNfy ( p)
is | e =g
Nig

supply and mlgratlon response.

8T(),9)

where we denote d”’ =10 311 (1-pi) 1 f”’ as the partial equilibrium labor

Thus, the wage responses depend on the presence of migration responses. To make this more

—_

d
transparent, we set 1); 9 = 0 for any 6 in the expression for the wage incidence and define —> W’ 6

as the wage change absent of migration responses. Then, the general equilibrium effect, ¢ (9@
WEi+ MEW ;, can be decomposed into a standard wage effect that captures the aggregate
(welfare and revenue) effect of wage changes absent of migration (see Sachs, Tsyvinski, and

19Plugging Equation (2.17) into the sum of (2.15) and (2.16) gives an inhomogeneous Fredholm integral equation of
the second kind that one can solve using standard techniques.
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Werquin (2020))

WE = dwip yio (1 =T/ (io)) +/ dwi g
Wi0 ‘Si 0cO Wig

vioT! (vio)Niod0 (2.18)

and a novel migration effect on wages

dwio  dwig \ yio(1—T/ (v dwio  dw;
HEY, = ( wio W,,o> ¥io ( 7 (vi0)) +/ ( wio wl,e)wai/ (vio)Niod6. (2.19)
wio  Wip &i 0cO \ Wi  Wig

As the wage effect on migration, the migration effect on wages also works against predistri-
bution: By raising tax progressivity, a government triggers high-skilled emigration and, thereby,
raises pre-tax wage inequality. This boost in wage inequality allows the government to collect
more taxes at the top such that tax revenues rise. Altogether, both the migration effect on wages
and the wage effect on migration work against the conventional migration threat and weaken

predistribution.

2.3.2 Calibration

We assume that the current U.S. tax schedule can be approximated by a CRP tax schedule with
parameters p; = 0.151 and 7; = —3 (Sachs, Tsyvinski, and Werquin (2020), Heathcote, Storeslet-
ten, and Violante (2017)). Moreover, to match the current U.S. labor income distribution, we pro-
ceed as in Sachs, Tsyvinski, and Werquin (2020): Let earnings below $150000 be log-normally
distributed with mean 10 and variance 0.95. Above $150000, we append a Pareto distribution
with a tail parameter that decreases from 2.5 to 1.5 (above $250000). We set the Frisch elasticity
of labor supply to € = 0.33 (Chetty (2012)).

In the calibration, we follow Sachs, Tsyvinski, and Werquin (2020) who extend the approach
of Saez (2001): We use the empirical U.S. income distribution and the individual first-order
conditions to infer the wage distribution (Saez (2001)) and, for a given elasticity of substitution,
to back out the underlying productivity distribution (Sachs, Tsyvinski, and Werquin (2020)),
{ai6} g We set the elasticity of substitution to ¢ = 1.5 (Katz and Murphy (1992), Card and
Lemieux (2001), Card (2009)).!!

We assume an exponential migration cost distribution G;(m|6) = 1 — e~ %6™. Observe that

_ _&i(me) _ . . . . . .
Niog = #(‘M\)@ = 8; 9. Therefore, 9; ¢ is equal to the migration semi-elasticity and, hence, a

"This value is considered to be at the lower bound of the likely values (Card (2009)). Setting the elasticity of
substitution to a value at the upper bound, ¢ = 2.5 (Card (2009)), only slightly changes the quantitative results. In
the literature there also exist values outside of this range, e.g., ¢ = 0.6 (Dustmann, Frattini, and Preston (2013)) and
o = 3.1 (Heathcote, Storesletten, and Violante (2017)).
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Figure 2.3.1: Calibrated Migration (Semi-)Elasticities
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model primitive. As in Lehmann, Simula, and Trannoy (2014), we consider three cases depend-
ing on whether the semi-elasticity of migration is decreasing, constant, or increasing. Thus, we
depart from the assumption in the N-type model that the semi-elasticity is weakly increasing
(used for Proposition 8), and allow for other possibilities.

In all three cases, we choose the semi-elasticities such that the average migration elastic-
ity, V; 9 = M; ¢Ci g, Of the top 1% of the income distribution is constant V; g = V., V6 > 0.99
(Lehmann, Simula, and Trannoy (2014)). Following Kleven et al. (2020), we choose a medium
value for the top migration elasticity: V;,, = 1.0. In the first case of Lehmann, Simula, and
Trannoy (2014), the semi-elasticity of migration is a positive constant up to the top 1% and then
decreasing. In the second one, it is constant over the whole population and, in the third case,
the migration semi-elasticity is zero up to the top 1% and then increasing. In Figure 2.3.1, we
depict the calibrated migration elasticities and semi-elasticities. In this economy, the calibrated
population-wide migration elasticity is the largest in the first case with 0.059 and smaller in the
second and third case (0.026 and 0.010, respectively).

2.3.3 Numerical Simulations

We now use the calibrated model to simulate the optimal rate of tax progressivity. That is, we
find the tax progressivity parameter, p;, that solves the planner’s respective first-order condition
for each of the four policy scenarios (partial or general equilibrium; with or without migration).
In the Mirrlees (1971) scenario, .#Z &; + #&; = 0, whereas, in the setting of Lehmann, Simula,
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Table 2.3.1: Optimal Tax Progressivity in Each Policy Scenario

pM irrlees pLehmann et al. pSachs et al. pGE & Migration
1; ¢ decreasing 0.268 0.214 0.268 0.217
(—20.1%) (—19.0%)
7; ¢ constant 0.268 0.233 0.268 0.239
(—13.1%) (—10.8%)
1; ¢ Increasing 0.268 0.238 0.268 0.252
(—11.2%) (—6.0%)
GE Effects X X v v
Migration X v X v
Note: Tax Level Parameter Set to 7; = —3; Changes in Brackets Relative to Optimal Mirrleesian Progressivity.

and Trannoy (2014), # &+ BE ;i + M # &; = 0. In both partial equilibrium environments, we
assume that the policymaker correctly infers the current wage distribution from the income dis-
tribution (as in Saez (2001)) but incorrectly assumes wages to be fixed. In the Sachs, Tsyvinski,
and Werquin (2020) policy scenario, we choose p; such that # &; + BE;+ # & = 0. Finally,
in our setting with migration and general equilibrium effects, p; solves A4 &+ BE; +9GE; +
MAME;+ W EM; = 0. Since we consider the symmetric Nash equilibrium, in which net mi-
gration flows are zero at each point in the income distribution, we do not have to adjust the

population mass for the differently chosen rates of tax progressivity in the policy scenarios.

In Table 2.3.1, we display the optimal rates of tax progressivity in each of the described
policy scenarios. Overall, the effects are moderate. We note that in the absence of migration
responses, general equilibrium effects are negligible, leading to virtually the same optimal tax

Mirrlees ~ Sachs et al.

progressivity (p P ~ (0.268). This optimal rate of progressivity is in line with

the values found in the literature (for example, Heathcote and Tsujiyama (2021a)).

As the decomposition below reveals, wage effects, #'&’;, are very small in this specification.
There are two reasons for that: the production function and the specified preferences. Firstly,
starting from the Mirrleesian optimum, the tax scheme is close to linear 7} (y,-7 9) ~ 7; such that
the general equilibrium revenue effect can be approximated by

—

dTV'\e dW'e
/ “Zyi0T; (vio) Niod6 ~ Ti/ “Zyi.oN;pd0.
9c® Wig 0cO Wig
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—

However, for a constant returns to scale production function [,.q dv%‘;’yi,gNi’gd 6 =012 Secondly,
without migration and given our assumption of an isoelastic labor disutility, the labor supply

elasticity with respect to the progressivity sil’(glfp Vis quantitatively close to constant across skill

—

types 0. This makes wage responses dv:f—’: small.!3

This model feature that general equilibrium wage effects are negligible has two advantages
for studying the impact of migration responses. For one, it provides us with a benchmark level
of optimal progressivity that does not depend on the presence of general equilibrium effects
(pMirrlees oy pSachsetal.y “Eor another, the quantitative magnitude of the interaction between gen-
eral equilibrium and migration effects appears conservative, as the general equilibrium effects

are initially small (absent of migration).

We now turn to the impact of migration responses. Depending on the shape of the migration
semi-elasticity, in partial equilibrium, migration lowers the optimal tax progressivity by 11%
to 20% (see the second column in Table 2.3.1). The migration-induced reduction is most pro-
nounced when the semi-elasticity is decreasing because the population-wide migration elasticity
is the largest in this case. This confirms the insight by Lehmann, Simula, and Trannoy (2014)
that the adjustment in the tax scheme to migration responses crucially depends on the slope of the
migration semi-elasticity. Similarly, the optimal tax progressivity in general equilibrium declines
due to the migration responses (third and fourth columns). This observation echoes our predic-
tion from the N-type model (Proposition 9) that migration reduces marginal tax rates (lower p)

starting from a tax system with positive marginal tax rates.

However, in all three specifications of the migration-semi elasticity, the migration-induced
reduction in the optimal tax progressivity is smaller in general equilibrium. Thus, irrespective
of the shape of the migration semi-elasticity (increasing, constant, or decreasing), the presence
of general equilibrium effects makes the migration responses less important for tax policy. In
this economy, general equilibrium effects offset between 6% and 47% (e.g., from —11.2% to
—6.0%) of the migration-induced reduction in the optimal tax progressivity.!* The offsetting

effect is largest for an increasing semi-elasticity. Interestingly, the interaction of migration and

12This observation echoes Corollary 3 in Sachs, Tsyvinski, and Werquin (2020).

3To further illustrate this, consider an alternative specification with income effects where consumption utility is
logarithmic. Then, workers’ labor supplies and their elasticities are constant, /; g = (1 — pi)l%s and ef_’élfp ) = H%’

and wages do not depend on tax progressivity (and wage changes are exactly zero). By a similar argument, the level

of tax progressivity, 7;, plays no role iELhe current specification with a linear consumption utility. Absent migration,

. dwig . . L(1-t
the wage response to a change in 7;, W—': is equal to zero since &; '(_() ) = 0 fp.e
1, ’ 1

14For a purely revenue-maximizing government, the offset ranges between 10% and 50%.

is constant across workers.
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Table 2.3.2: Decomposition

ME; BE WE; MAME MEW WEMi
Ng decreasing 49.5% —23.9% 0.2% —23.7% 1.1% 1.6%
TNg constant 48.1% —31.4% 0.2% —16.4% 1.1% 2.8%
Ne increasing 45.4% —34.7% 0.2% —13.3% 1.0% 5.4%

Note: Decomposition of Total Effect into Mechanical Effect (.# &;), Behavioral Effect (#&;), Mechanical
Migration Effect (.#Z .# &), General Equilibrium Wage Effect (# &’;), Migration Effect on Wages (.#Z &% ;), and
Wage Effect on Migration (# & ./ ;) (all effects evaluated at the optimum and relative to total absolute effects).

general equilibrium responses is thus most important from a policy perspective in the case in

which the overall migration elasticity is the smallest.

To shed further light on the underlying mechanisms, in Table 2.3.2, we decompose the ef-
fects at the optimal progressivity rate with migration and general equilibrium effects. As theoret-

1.15 How-

ically expected, the effect of endogenous wages absent of migration (#'&’;) is smal
ever, their interaction with migration responses (.Z &% ;) makes general equilibrium effects
(“G & =WEi+ .#EW ;) non-negligible. As argued, the sign of the migration effect on wages
is positive. The magnitude appears unrelated to the shape of the migration semi-elasticity. In
all three specifications, the wage effect on migration (% & .# ;) is quantitatively more important
than the other general equilibrium effects. Thus, the wage effect on migration is the main driver
offsetting the migration-induced reduction in tax progressivity. It is weaker for a decreasing than
for a constant or increasing migration semi-elasticity, as assumed in the N-type model of Section

2.3.

Finally, we quantify the implications for income inequality. In this exercise, we consider an
increasing semi-elasticity of migration. In Figure 2.3.2, we compare the income distributions
resulting from the optimal tax progressivities chosen in each policy regime. Both the level and
the variance in incomes with migration and general equilibrium effects lie, as the optimal tax
progressivity, in between the Lehmann, Simula, and Trannoy (2014) specification and the Mir-
rlees (1971) benchmark. One can make a similar statement about marginal and average taxes.
For example, in partial equilibrium, migration reduces the average tax rate in the population by

ten percentage points. However, the respective reduction in general equilibrium is only five per-

15As in Sachs, Tsyvinski, and Werquin (2020), the sign is positive, starting from an initially progressive tax code.
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Figure 2.3.2: Income Distribution under the Four Regimes
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centage points. Altogether, depending on the shape of the migration semi-elasticity, the common

concern of a migration threat limiting a government’s scope for redistribution appears overblown.

2.4 Conclusion

In this chapter, we introduce migration into the nonlinear taxation in general equilibrium. By
adding an extensive margin in our N-type model and our quantitative framework, we make the
canonical Stiglitz (1982) and Mirrlees (1971) models with endogenous labor supply and wages
more realistic. As we have shown, contrary to conventional wisdom, migration leads to a more
progressive tax code in terms of marginal tax rates. This finding is at odds with Lehmann,
Simula, and Trannoy (2014), who conclude that introducing migration in partial equilibrium
reduces marginal tax rates. By weakening general equilibrium trickle-down forces, migration
responses move optimal marginal tax rates closer to the partial equilibrium optimum. We explore
the underlying mechanisms in our quantitative framework, discovering a novel wage effect on
migration as well as a migration effect on wages. Depending on the shape of the migration semi-
elasticity, general equilibrium wage effects offset almost half of the migration-reduced decline
in optimal progressivity. Thus, the threat of migration appears exaggerated, and the canonical
Mirrlees (1971) model with fixed wages provides a more realistic benchmark than previously

expected.
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Furthermore, our theoretical results suggests an alternative explanation of the recent empiri-
cal literature on the effects of globalization on redistribution and inequality. Most prominently,
Egger, Nigai, and Strecker (2019) demonstrate that increases in both international trade and mi-
gration in OECD countries in the 1980s and early 1990s led to higher average tax burdens (but
less in the following years). A well-known explanation for this finding is that redistribution, as
well as government size (e.g., Rodrik (1998)), compensates for the adverse effects of global-
ization on workers from lower parts of the income distribution (see Autor, Dorn, and Hanson
(2013)). Our finding does not call into question this widespread view. Instead, it offers an al-
ternative explanation for why globalization may lead to higher tax rates along with a rise in
wage inequality. The main difference is that, in the former view, globalization directly amplifies
pre-existing inequities, whereas, in our framework, the policy response to international mobility

induces the rise in inequality.
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Appendix

2.A Proof of Propositions 7 and 8

The optimal tax code can be implicitly described by the households’ first-order condition (2.2).
In the following, we, firstly, characterize the solution to the “inner” problem. That is, we solve for

the optimal allocation {Ciﬁ g } 0co for a given population {N,-7 Secondly, we maximize

9}9€®'

welfare by choosing {Ni, which is the “outer” problem.

9}966’

Inner problem. The Lagrangian function of the benevolent social planner in country i is defined
by

lig—1wig—
Zi({Niotgeo) =ulcinlin) + Y, Mig [H (cigslip) —u (Ci,elaw>:|

6e{2,...,.N} Wi,6

4 + ) Aig [Nio —pi(4:;6)]

60ec®

Fi ({Ni,ﬂli,ﬂ}geg) - Z chiﬁ
60ec®

for a given population. Assuming that the optimization problem is convex and using the defini-
tions of wages, wage elasticities, and migration semi-elasticities, the following first-order condi-
tions describe the unique optimum

[cip] :0=11[0 =1]uc(cig,lio) —Nip&i+ 1[0 > 1] wiouc (cig,lio) — 1[0 < N| o 1uc <Ci,97 wyl;el)
1.6+

— Ai.oMioNiouc (cio,lio) (2.20)

. W
[lig] :0=11[0 = 1]u;(cip,lip) +1[0 > 1] i (cip,lip) — 1[0 < N] o114 (cz',e, Yi.6 ) L0
Wio+1/) Wie+1

+ EiwioNio — Ai.oNi.oNioui (cio,lio)

ik—1 ik—1
o Z M U (cl',kl,yl" );L ‘ (Yik—1.06 — Yiko), (2.21)
kef{2,...,.N} Wik i,6Wik
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for 6 € ©, where 1 [] is the indicator function. Inserting Equation (2.20) into (2.21) and making
use of the high-skilled worker’s first-order condition, the marginal tax rate of a worker 0 can be
written as

e (c‘i 0 ligwio ) U (Ci 0 liowio )
Wig+1 77 Wi 941 YT Wi 941
1[6 < N] &g - 14—t

00 wigiite(cio.lio)

T (vig) =
i o -,9) | u(( I; gw; )
1+1[6 <N] “l-gi“

1 Mik i Lij—1\Wik=1\ Yik=1 (n, .
)vi7eNi7eZke{27,,,7N}?ul (cl,k_h Wik )Wi,k (Yik-1,6 — Yik0)

o ligvie
e\ 0w

Ue
1+11[6 <N]”’?§f1 <Ne

In their Proposition (1), Ales, Kurnaz, and Sleet (2015) show that one can decompose the formula
for the optimal tax rate in the N-type Stiglitz (1982) setting without migration (1; ¢ =0, VO € ©)
into a Mirrleesian and a wage compression term. A similar decomposition applies here with the

difference that one needs to account for migration responses (1), g > 0).

On the one hand, the Mirrleesian term is augmented by the direct partial equilibrium impact
of migration on the objective function, which Lehmann, Simula, and Trannoy (2014) label as
the “migration threat.” On the other hand, migration interacts with the wage compression term.
Thus, this setting nests the well-known partial equilibrium effect of migration on the optimal
taxation and adds general equilibrium moderation effects. In the following, we derive conditions
under which the classical partial equilibrium downward force of migration on taxes is offset by

our novel general equilibrium moderation effects.

Under a CES production function, this expression for the optimal marginal tax rate simplifies
to
Yi.0

Hig+1 u(?<Ci’9"V"‘9+‘> N (C[‘67W?T9“> o—1 Hig Yig-1 1 ul(Ci’B_hyiﬁ’;>
1[0 <N]=¢ 1+ : 2 1[0 > 1] =2

Nig wigite(ciolip) © & yieNig o wie

Ti/ ()’i,e) =

oot
1+1[6 <N Fg ’

Therefore, setting & = 1 and 8 = N, the bottom and top tax rates are characterized by

MM wy (e, 2L
; - NERwS _
1) y >
/ _ & Nii wia) 0—1
Ti (yi,l) - Vil 1+ . ( 1 ) o
14 @”0<"“’W) Wi2Uc (Ci1,Li1
i Nia
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and

) YiN-1
WiN Yin—1 1 u (CI’N_I’ WiN )
& yinNin c Wi N

T (le)

respectively. These expressions depend on the (relative) Lagrange multipliers Fio é
One can obtain the shadow value of public funds by summing up Equation (2.20) over all
1-YocoAioNioNie
):eeeNi,e/uc(Ci,eJi,e) ’
Plugging this value back into (2.20), the normalized multiplier on the incentive constraint for

ke {2,...,N} reads as

types and using the separability of consumption and leisure, which yields & =

ex

Wi YN Nis/ue(cirlig) Yo Nitfue (cig,lig) _ Hix
= = : —— | 1+ AiiMiaNig— Y AigMiiNig — o Aiks
& 1—YocolioNioNio YV Nitfue(cigslip) IZ A Z T | e

where we define the normalized multiplier without migration responses (1), = 0, V0 € ©) as

‘uex
é ex

ZNLI/ML c117 l[)

and a scaling factor as

Yol Nil/uc(ci.lslil) N l k—1
R N; 1 MmN
ZfV:kNi,l/uu(CuJi‘l) l[nll il — Z[,l 1,177171 il

1 —YgcolioNioNio

1+

Ai,k =

This procedure gives us the exogenous technology planner’s optimal bottom and top tax rates

15 ""(C"I’W;,z) u (C. Ll)
Tex/ (y ) _ 51-” Ni ! i1 Wi2 o—1 ~0
i i,1) = -
' . u( ,1,,:112) wisue (cit,li1) ©
+ é[ex Ni,l
and
YiN—1
‘ue/]rv N—1 1”[(C1N 1y WzN)
Tex/( . ) 1 yl < O7

gex leNlN o Wi N
to which we can now compare the optimal Nash equilibrium tax rates. The comparison between
T/ ()’i,ﬂ) and T (yiyg) depends on the adjustment in the Lagrange multipliers measured by the

scaling factor A; (i.e., Fio é VS. 2’;?).16 More precisely, for Propositions 7 and 8, we need to

16Notice that the right-hand side of T (y,',g) depends on the equilibrium allocation that may be endogenous to tax
policy. For simplicity, we evaluate, in the following comparison, the right-hand side at the allocation chosen in the
Nash equilibrium. In Appendix 2.C, we provide conditions under which the right-hand side is given in closed form
and, thus, independent from the equilibrium allocation.
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show that A; y < 1 and A;» < 1, which holds for A; y1; xN;ny < O and Zévﬂ AioMieNio <O,
respectively.

Outer problem. To prove these statements, we now derive the first-order conditions with respect
to the population masses

Lk awin—1 \ Lig—1wir—
[Nigl :0=—} i <Ci,91, b T ]> ML (Va0 — Yiks)
ke{2,...N} Wik Nigwix
+&i (liowie —cip) +Aio. (2.22)

For a constant elasticity of substitution production function, Equation (2.22) simplifies to

1 Yi.6 Vi, Yio—1) Yio-1
—AioMioNio = &Ti (vie) NioNio + —Nio [.Uzpeﬂul <Ci,97 ) —— — Wiy | Cip—1,— —_—.
9 Wio+1/) Wio+1 Wi e Wi 6
Noting that T; (yiv) > 0, since T; (yi0) > T; (vio—1) and YeceT; (vio) Nio > 0, we conclude
that
> 0.

YiN-1 ) YiN-1

1

—AinNinNin = &Ti (yin) NinMin — =i NHi N (Ci,N—la
9 Wi N Wi N

Thus, do not rely on any assumption about the migration semi-elasticity for the result about top

tax rate (Proposition 7).

As mentioned above, for the decline in bottom tax rate postulated in Proposition 8, we need
to show that

N N
=Y AionioNio=— Y AioMioNio + Ai1Mi1Nii > 0.
0=2 0=1

Let Assumption 1 hold. Then, in the symmetric Nash equilibrium
N N
=Y AioMioNio =& Y. Ti (yio) nioNio
6=1 6=1

1 ¥ Yio vi0 Yio—1\ Yi.o—1
+— Z Nio |Mig+1 | Cig,— —— Wiy | Ciop—1,—/— | —/——
O 4o Wio+1/ Wie+1 Wi6 Wi

The second summand is positive for 1; g > 1, g—1. For a constant population size (n; 9 = n; g_1),
the first summand can be written as

0=1

N | N N
Enio Y. Ti (yio) Mo > N Y nio | &Y T (vie)nio=0
o=1 6=1

where the first inequality is Chebyshev’s sum inequality for 1); ¢ > 1); g1 and T (y,-79) >T; (yi79_1>
and the second inequality follows from the government’s budget constraint. Therefore, — Z]g _1AioMNieNig >
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2.B. Proof of Proposition 9
0. To conclude that — Zgzz AioMi.oNig > 0, notice that

1 Yil \ Vil
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since T; (yi1) <0, for Z]g:1 T: (yiﬁ) Nig >0and T; (yi’g) >T (yi79_1), and u; <c,~71 , %) <0.

2.B Proof of Proposition 9

Recall that the optimal marginal tax rate of a middle type 6 € {2,...,N — 1} is given by

we(cio lioWio wcio ligwie wl cioi lig—1"i9—1
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whereas the exogenous technology planner tax rate reads as
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Then, the presence of migration responses raises 8-workers’ optimal tax rate, i.e., T; (y,-vg) >
T (yi), if and only if

ex —u (C* | liﬂ—l“’i,f)—l)
Aigr1—Aig Mg yig—1 1 7 H\500-1L 7w,

1—Aigy1 & yigNig o Wig

T (vig) <

However, under Assumption 2, the right-hand side of the expression converges to zero, and
Proposition 9 follows. Observe that we do not need to impose any assumption on the shape of

the migration semi-elasticity or symmetry assumptions.

2.C A Closed-Form Example

The purpose of this section is to provide an example in which one obtains closed-form ex-

pressions for the optimal tax rates chosen by the exogenous technology planner. Let N =2
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and label L and H as the low- and high-skill worker type. Suppose that F; (N; 1l 1,Ninlin) =
Ai (Niglin)” (N,;HZLH)I*“ for o € (0,1). Then, the own- and cross-wage elasticities are given by

Yirr=—1—0a),Yimn=—0, Y%Ly =1—a,and % g = & The income share of the unskilled

Nitlitwic _— «

relative to the skilled workers reads as Noglwin — T—a

. Moreover, let the consumption utility be

J1+1/¢e
T 14+1/e
Frisch elasticity of labor supply. Finally, consider a setup with symmetric countries — thus, the

linear u (¢) = ¢, and assume an isoelastic disutility from labor v (I) with € denoting the

symmetric Nash equilibrium in which no mobility occurs (N; g = n; g fori=A,Band 6 = L,H).

Then, one can write the exogenous technology planner’s marginal tax rate for the high-skilled

nin 1+1/e lll/qs ) .
e ) v;— Using the workers’ first-order condition, the

l I—a njr

marginal tax rate at the top simplifies to

'1';_ex/ (yi,H) _ ( o I”l,J-]> 1+1/¢ “0
1 =T (yin) l—onip .

workers as T (yig) = — (

Applying similar steps, the marginal tax rate for low-skilled workers reads as

T (yiL) _ NiH
1 -T2 (yiz) nip

> 0.

Now, we show that, in this parametrization, there is a negative reduced-form relationship
between high-skilled workers’ gross income and their marginal tax rate. Notice that this ex-
ercise is non-trivial in our setup since one needs to consider general equilibrium wage effects
from labor supply and migration. By the high-skilled workers’ first-order condition (/; i) l/e —
wim [ =T’ (yim)], their income response to a cut in the top tax rate depends on a direct labor

o1 7(s)] = U1 &) g1 ] & Whose overall

sign is not clear a priori. To calculate the indirect wage response, first derive low-skilled workers’

supply and an indirect wage response

consumption, income, and wage responses
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Accordingly, high-skilled workers’ wages change as follows

dlog (wip) o , dlog (wiyr) o dlog (wir)
: = L |1 =T (yi i (1 : :
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Using the expression for low-skilled workers’ wage response, one can rewrite high-skilled work-
ers’ wage change as

dlog (win) oE L+ nig[1 =T (yin)]yin

dlog[1 =T (yipr)]  1+el+(—o)mip[1=T" (yip)lyie +oMim (L= T i) vir

Therefore, recalling that & < 1, the relationship between high-skilled workers’ income and the
retention rate of the top tax rate is positive

dlog(yin) e L4+ 0ig [L =T (Vin)lyin tEe>0
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2.D Coordinated Tax Policy

We consider a situation in which the two governments can jointly set their country-specific tax
schedules to maximize world welfare. Then, the world social planner chooses {c,-ﬁ, lig:Ni o }9 CO.—AB
to maximize

Y ulcir,lin) (2.23)

i=A,B
subject to the high-skilled workers’ incentive constraints (Equation (2.5)), each country’s re-
source constraint (Equation (2.6)), the endogeneity of wages (Equation (2.1)), and the equilib-
rium population (Equation (2.3)).

Observe that, as before, the set of constraints needs to hold at a country level.!” Then, the
Lagrangian of the outer problem reads as

lig—1Wiog—
"g({N’?e}Ge@,i:A,B) =) ulanl)+ Y Z H: [ (cio,lio) — M<Ci,e—1,’elw’91)]

i=A,B i=A,BOc{2, Wi.e

.....

+Z§i

i=A,B

+ Z Z Aio [Nio — pi (A3 0)],

i=A,BOcO

F; ({Ni,eli,e}ee@) - Z Niecio
0cO

17 Alternatively, one could consider a planner problem where the aggregate resource constraint (2.6) only has to hold
worldwide, allowing governments to achieve cross-country redistribution by trading consumption levels. Although
straightforward to consider, we disregard such incentives for the sake of comparability and due to their limited
feasibility.
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which yields the following first-order conditions
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for i =A,B and 6 € ®. Observe that the world social planner now takes into account cross-

country externalities from international migration.

As before, plug (2.24) into (2.25) and use the workers’ first-order condition as well as the
CES production function to get the worker’s marginal tax rate
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where 2% denote the relative Lagrangian multipliers under tax coordination. Then, sum up
Equations (2.24) over all types and plug the resulting expression for

1 —YpcoAioNioNio + LocoAj0Mj0N)0 uc(cio lio)

YocoNio/uc(cio,lip)

back into (2.24) to solve for ,ul.f‘é.

However, under cross-country symmetry, the marginal value of public funds is the same as
the one of the exogenous technology planner, £ = £*. Moreover, Equation (2.24) simplifies
to

liow;
0=1[0 = 1uc(cio,lio) = Nio& +110 > 1 uiguc(cio,lio) = 1[0 < N i, e <c,~,e, s ’f) :
i,0+
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2.D. Coordinated Tax Policy

This implies that the other Lagrange multipliers coincide as well, uy = u, and the coordina-

tion solution is equivalent to the autarky allocation: T (y; 9) = T* (vi9)-
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Chapter 3
A Theory of Economic Disintegration

Joint with Eckhard Janeba.

3.1 Introduction

After decades of international integration, recent unilateral movements towards economic dis-
integration have emerged. The United Kingdom’s decision to leave the European Union is a
prominent example of such protective policy measures. Similarly, this is the case for the renego-
tiation of NAFTA and the failure to finalize trade agreements like TPP and TTIP.!

The emergence of protectionism and deglobalization alters nations’ economic structure along
various dimensions, such as trade costs, production standards, business regulations, and migra-
tion opportunities. Thereby, economic disintegration affects consumers’ and firms’ choices, as
well as national tax and international trade policies non-trivially. In this chapter, we investigate
the policy implications of deglobalization, particularly of the unilateral kind, in which one coun-
try disintegrates from a set of other countries, as in the Brexit case. While we frequently speak

about disintegration, our model speaks both to unilateral integration and disintegration.

National policies. We study the impact of unilateral economic disintegration on domestic poli-
cies worldwide. We focus on national tax policies in the presence of firm relocation, which
appear to be the most relevant margin of adjustment available to governments to respond to

economic disintegration.> However, one can broadly understand our economic insights in the

IThis recent spread of protectionism has launched a considerable line of structural and empirical research (see,
for instance, Barattieri, Cacciatore, and Ghironi (2021), Amiti, Redding, and Weinstein (2019), Fajgelbaum et al.
(2020), and Li and Whalley (2021)).

2 A significant body of theoretical and empirical research suggests that countries use their taxes to attract internation-
ally mobile capital, labor, and foreign direct investment. The ongoing globalization of the world economy is known
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context of other domestic policy instruments influencing the spatial distribution of economic
activity.

We introduce international firm relocation into the classical multi-country, multi-sector gen-
eral equilibrium trade model of Melitz and Ottaviano (2008) in a highly tractable way. We
overcome critical challenges in the economic geography literature (see below) by reducing the
dimensionality of the individual relocation decisions without losing generality at an aggregate
level. We allow for firm heterogeneity in relocation costs, but assume that industries differ in
which subset of countries the mobile firms are able to produce. The parsimony in the mod-
eling of mobility allows us to derive each country’s Nash equilibrium business tax policy in
closed form as a function of country-pair specific trade costs, firm-location fixed cost distribu-
tions, country sizes, and consumers’ preferences. We characterize economic disintegration along
several model dimensions: The level of tariffs, non-tariff trade costs, business frictions, the de-
harmonization of production standards and business regulations, and changes in market sizes
induced by household mobility.

Moreover, we highlight significant differences between unilateral economic disintegration
and reverse multilateral integration. Thus, existing models of multilateral (dis-)integration lack
critical insights when applying them to the effects of unilateral economic disintegration on na-
tional policies. Our workhorse example for disintegration is a country’s departure from an eco-
nomic union, as in the Brexit case. However, the effects on national policies we derive extend,
similar to those on international policies, more broadly to any economic disintegration, such as
the exit from a free-trade area, a trade agreement, or another international treaty like the Paris

Agreement by the United Nations.

Specific results (1). When a country’s departure (e.g., from an economic union) raises bilateral
trade costs (trade-cost effect), the leaving country’s tax will decline. The trade-cost effect on the
business taxes set by the remaining union member countries depends on the union size. Under
considerable asymmetries in member countries’ size, tax policy reactions within the union point
in opposite directions and lead to a convergence of taxes inside the union. Since third countries
outside the economic union become more attractive as a business location relative to the other
countries, their ability to tax improves. These insights hold for both tariffs and non-tariff barriers
to trade.

Furthermore, relocating firms face higher mobility costs (captured by a mean-preserving

spread in the cost relocation distributions) when production standards and business regulations

to increase the mobility of production factors and firms across space. As a result, it has led to less progressive in-
come tax schedules (Egger, Nigai, and Strecker (2019)) and lower taxes on corporations (Dyreng, Hanlon, Maydew,
and Thornock (2017)), which fuels fears of a “race to the bottom” of taxes.
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diverge across nations after a country’s disintegration (de-harmonization effect). Thus, in the
short run, when firms do not anticipate this cost change, they may become less mobile across
countries, which tends to raise taxes in our model. In the long run, economic disintegration dis-
courages investment in the leaving country because it raises setup costs in that country (business-
friction effect). We capture this effect, in our static model, as a shift in the relocation cost func-
tion. Hence, we highlight substantial differences in the domestic policy responses depending on
whether or not firms anticipate the economic disintegration. Although the de-harmonization and
the business-friction effect are at first glance tailor-made to the case of a country’s exit from an
integrated area (e.g., Brexit), they may also occur in other situations of economic disintegration
(e.g., the departure of the US from a multilateral institution). We also document a migration ef-
fect that accounts for disintegration-induced household emigration from the leaving country and
resembles in its consequences the business-friction effect. Finally, we identify a union-size effect

that is similar to the trade-cost effect.

International policies. In addition to studying domestic policies, we develop a novel approach
to deal with the impact of unilateral disintegration on international policies, i.e., the readjust-
ment of cooperative and non-cooperative trade policies worldwide. We show that the disintegra-
tion of one country from an agreement has global repercussions for existing international agree-
ments. Consequently, the welfare implications of unilateral economic disintegration become less

straightforward compared to those of a reverse multilateral integration.’

Specific results (2). We demonstrate that both the leaving country and the remaining members
intensify existing trade agreements with third countries and reduce protectionism, rejecting the
hypothesis that a country’s disintegration triggers a domino effect. We focus on two important
cases: the departure from an integrated area or economic union (case 1), where countries coordi-
nate their internal non-tariff trade policies, and the exit from a customs union (case 2), where only
the external trade policies are jointly set. In the first case, we predict that the countries inside the
union integrate more with each other. They lower their internal non-tariff barriers to trade. In the
second case, the remaining customs union member countries negotiate lower tariffs with third
countries in regional trade agreements. The leaving country also intensifies trade agreements
with third countries. Similarly, non-cooperative trade policies by the union members, as well
as by the leaving country, become less protective. Overall, our results suggest a counterforce to

deglobalization.

3Contributors to the modern trade policy literature, initiated by Bagwell and Staiger (1999), highlight the advantages
of forming international trade agreements to overcome the Prisoner’s Dilemma of terms-of-trade manipulation.
Ceteris paribus, in a state of multilateral economic disintegration, countries are worse off than under free trade.
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The intuition behind the further integration efforts, for instance, among the remaining union
members is that, before the departure, the existing policies were optimal given trade costs be-
tween all countries. However, upon the departure of a country, the old trade policies are no longer
optimal for the reduced set of remaining countries. We show that the adjustment of the policies
goes in the direction of further integration if this change makes third countries, including the
leaving country, worse off. This holds in our model when trade costs between countries are not

too different and initial taxes are positive.

Policy implications. Our model allows us to speak to the likely domestic policy consequences
of the UK leaving the EU. The results suggest that the UK lowers taxes after Brexit. We predict
business taxes in the remainder of the EU to converge. Third countries, e.g., the US, can tax
more after Brexit. At the same time, our model applies beyond the case of Brexit. A similar
argument applies to countries that engage in a trade war or consider leaving the WTO. When the
US pursues a trade war with China, our model predicts that the US would need to lower business
taxes to compensate for the loss in attractiveness as a business location.

Naturally, these predictions are somewhat speculative, as Brexit happened only recently and
overlapped with the Corona pandemic, making it difficult to separate the different motivations
behind policy changes. In retrospect, we consider the 2004 and 2007 Eastern enlargement of
the European Union as an example of unilateral economic integration (in the sense of a subset
of countries joining an economic union, while other countries remained outsiders to the union).
Overall, corporate tax rates have been on a declining trend in most countries long before and
after enlargement, reflecting a general race-to-the-bottom situation. Our model can explain this
globalization-induced trend by countries’ intensified exposure to an increased number of com-
peting markets.* Beyond this overall trend, there are differences in the extent of downward
adjustment that can be related to our model predictions.

For example, while only a few of the ten countries that joined the EU in 2004 lowered cor-
porate tax rates (Czech Republic, Estonia, Slovenia), most new member countries kept their
business taxes roughly constant in the following years, reflecting a relative increase.> Our model
predicts this relative rise in business taxes of the new members. Inside the European Union, a di-
version of tax rates should be expected, according to our model, with smaller countries lowering
their rates and large countries raising theirs. Interestingly, Austria and other smaller countries,

such as the Netherlands, Finland, Denmark, and Greece, decreased their corporate tax rates,

“However, our model does not capture various other motives for this trend, e.g., profit shifting by multinational
corporations and distributional objectives.

>The statements in this paragraph about business taxes draw on the statutory corporate tax data from the OECD tax
database.
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while France kept them roughly constant. Germany reduced its business tax substantially from
high levels, contrary to our described trade-cost effect following the 2004 enlargement of the EU.
However, within our framework, the decline is consistent with Germany’s increased integration

with large Asian markets, for instance, China.

Besides domestic tax policies, our model also speaks to the policy implications regarding
international trade policies. In the context of Brexit, the remaining EU members integrate more
with each other and reconsider protectionist policies toward third countries. The UK compen-
sates for the rise in trade frictions vis-a-vis the EU by deepening trade relations with third coun-
tries. Consequently, the welfare implications from Brexit become ambiguous. It may well be
the case that the UK and the remaining European Union are adversely affected, as the condi-
tions under which these countries trade with each other worsen due to Brexit. At the same time,
both the UK and the EU can now renegotiate trade agreements with other countries (e.g., the
US, India, and China) without the need to consider each other. Thus, when reevaluating trade
policies towards these countries, the EU’s objective function changes as the UK no longer sits at
the negotiating table. Similarly, the UK now sets its policies towards China, India, and the US
solely in its own interest. In turn, cooperative and non-cooperative trade policies towards these

countries readjust, making the welfare implications of disintegration non-trivial.

Related literature. This chapter relates to two strands of literature. Firstly, we add to the debate
on domestic policy in the presence of economic mobility. Usually, in this literature, there are
locally separated regions whose economic outcomes are linked to each other through the mobil-
ity of capital (Zodrow and Mieszkowski (1986) and Wilson (1986)), labor (Lehmann, Simula,
and Trannoy (2014)), or foreign direct investment (Haufler and Wooton (1999) and Haufler and
Wooton (2006)). Location rents incentivize governments to modify their domestic policy instru-
ments, such as taxes, to attract these factors. As in our model, some of the authors, for instance,
Bucovetsky (1991) and Haufler and Wooton (1999), address cross-country asymmetries. We
show that, besides the relative size of a given market, as highlighted in previous work, the world
economy’s institutional structure profoundly affects domestic policy differentials.

We investigate the relationship between regional taxes and trade costs, as Ottaviano and Van
Ypersele (2005) and Haufler and Wooton (2010). In their two-country settings, a reduction in
trade barriers makes it less critical for a firm to set up an FDI platform in the larger market.
Export costs to this market are then low, and the firm can easily access both markets irrespective
of its location. Vice versa, if trade costs are high, firms would like to locate in the large market
regardless of the business tax differential until the location rents in the large market are absorbed

by an increased degree of regional competition. Although some of the literature has addressed
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this link, no work endogenizes national and international policies in a model with more than two
geographically linked regions.® Whereas the two-country and the partial three-country settings
may conceptually address the impact of an integration that countries accomplish multilaterally,
these models cannot examine a country’s unilateral decision to integrate or disintegrate from a
set of other countries. As we show in our model, it is misleading to reverse the sign of existing
conclusions about multilateral economic (dis-)integration to speak to the effects of unilateral (dis-
)integration. Similarly, as we show, it is misleading to consider only a subset of disintegration

dimensions.

Two key challenges have, so far, prevented progress to more realistic multi-country models.
The first one is that, in a multi-country setting, firm relocation is a multinomial choice problem.
The equilibrium distribution of firms across regions is a function of relative location rents, which
are, in turn, endogenous to the distribution of firms. As a result, it is hard to derive the objective
function of the government in each country. Secondly, each country’s tax is the best response
to all the other countries’ taxes. Therefore, the optimal tax in a country is a general equilibrium
object. We overcome both of these issues by reducing the dimensionality of the firm-level reloca-
tion problem. Simultaneously, on an aggregate level, the firm distribution is a high-dimensional
object that is still tractable enough to solve for general equilibrium tax policies. While our setup
of firm mobility is in itself of theoretical interest, we expect it to be helpful in quantitative mod-
els that would be otherwise computationally too intense, for instance, when they involve many

layers of optimization.

The second strand is the literature on trade policy. As in Ossa (2011) and Bagwell and Staiger
(2012), we deal with the effects of trade policies under firm relocation. However, these authors
do not consider domestic policies, which is a focus of this chapter. Furthermore, we augment the
classical debate on optimal tariffs, started by Bagwell and Staiger (1999), by two dimensions.
Firstly, instead of explicitly deriving globally optimal trade policies, we study the incidence
of economic disintegration on trade policies worldwide, taking existing imperfections of trade
agreements as given. One can apply this approach to various other contracting situations, be-
yond trade policies, where agents renegotiate preexisting arrangements after one party leaves an

agreement. Secondly, we examine other components of trade policy, i.e., non-tariff trade barriers.

®For example, in the three-country models of Raff (2004) and Cook and Wilson (2013), one country’s government is
presumed to be completely inactive. Darby, Ferrett, and Wooton (2014) consider a three-country model of tax policy
and trade, but two of the three markets are connected only through a hub region. Most recently, Fuest and Sultan
(2019) assume partial mobility of capital and examine tax policies in a three-country model but ignore trade costs.
Complementary to this, there are more recent papers in which contributors estimate the effects of tax or subsidy
competition in quantitative economic geography models, such as Ossa (2015). So far, this quantitative literature has
not addressed the link to economic integration in further detail.
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Contrary to tariffs, these non-tariff policy dimensions embrace no government revenue collection
motive while still affecting the terms of trade and the spatial distribution of economic activity.
Thus, this chapter adds to the growing literature on the economics of deep integration moving
beyond the notion of tariff-oriented trade agreements (for example, Grossman, McCalman, and
Staiger (2021) and Staiger and Sykes (2021)).

Instead of interpreting our results in the context of unilateral economic disintegration, one can
also relate them to the large literature on the gains from trade (see Costinot and Rodriguez-Clare
(2014) and Ossa (2016) for two notable reviews). In this literature, contributors quantitatively
investigate the effects of trade openness in multi-country, multi-sector general equilibrium trade
models. A primary focus is on the quantitative effects of trade openness on welfare and optimal
tariffs. In this chapter, we depart from this by highlighting other policy margins, for example

business taxation and non-tariff trade barriers.

Outline of the chapter. This chapter is structured as follows. In Section 3.2.1, we first de-
velop a multi-country, multi-sector general equilibrium trade model with firm mobility and non-
cooperative business taxation. Then, we derive the effects of economic disintegration along
several dimensions in a three-country (Section 3.2.2) and a K-country setup (Section 3.2.3), and
consider various model extensions (Section 3.2.4). In Section 3.2.5, we endogenize trade policies
to study the readjustment of tariff and non-tariff trade policies worldwide in reaction to economic

disintegration. Section 3.3 concludes. We relegate all relevant proofs to the Appendix.

3.2 The Impact of Unilateral Economic Disintegration on Na-

tional and International Policies

We start with an analysis of the impact of economic disintegration on tax policies. We refer to
economic disintegration as the departure of one country from a trade agreement formed by a set
of countries (in the following, called an “‘economic union”). We introduce firm mobility and tax
policy into a three-country version of the Melitz and Ottaviano (2008) multi-sector general equi-
librium trade model. Our approach allows us to derive each country’s optimal Nash equilibrium
tax policies. We then identify several model dimensions of economic disintegration and analyze

their effects on tax and trade policies.
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Figure 3.2.1: The Three-Country Model
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3.2.1 The Three-Country Model

Timing. We build a five-stage economy, &, of trade and tax policies which we solve by backward
induction. In the initial stage (Stage 0), countries choose their cooperative and non-cooperative
trade policies (Section 3.2.5). For the moment, if not stated otherwise, we hold all trade policies
fixed. Stages 1-4 feature, for a given set of trade policies, a game of fiscal competition with
initially three countries. Let 7~ denote the non-empty set of countries and K := |.#| € Z7 its
cardinality. Accordingly, in this section, we consider K = 3, but in Section 3.2.3, we extend
the model and the main economic insights to K > 3. Figure 3.2.1 illustrates the three-country

economy.

In the first stage, taking trade policies as given, each government non-cooperatively chooses
a business tax, t;, to maximize national welfare consisting of consumer surplus and tax revenues.
For given tax and trade policies, a continuum of mobile firms selects into countries in the second
stage. In the third stage, each mobile firm competes in an oligopolistic industry with two other
immobile firms in general equilibrium. All firms are single-product businesses and trade their
products worldwide. To achieve tractability, we assume that, in each industry, firms can produce

in only two out of multiple countries. Industries differ in the pair of countries in which firms
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produce and the country-specific fixed costs of setting up a firm. In the fourth stage, households
optimally choose their consumption of varieties. To fix ideas, we define the subgame-perfect
Nash equilibrium of this game (Stages 1-4).

Definition 1. Consider economy &. For given trade policies, the set of tax policies, {;},c 4

location and output choices form a subgame-perfect Nash equilibrium, if

1. consumers choose their consumption bundle to maximize utility, taking prices as given,

2. oligopolistic firms maximize their profits over quantities, taking location decisions of all

firms and taxes of all countries as given,

3. mobile firms choose their location optimally, taking taxes as given and anticipating how

firms and consumers react optimally in their output and consumption decisions, and

4. governments maximize national welfare over taxes, taking the other countries’ taxes as

given and anticipating the behavior of firms and consumers as described in Stages 1-3.

Unilateral economic disintegration. We analyze unilateral economic disintegration by carrying
out comparative statics of this subgame-perfect Nash equilibrium. Specifically, the trade costs
between any pair of countries depend on the level of economic integration between these two
countries and may differ across country pairs. An increase in the trade costs of respective coun-
try pairs captures economic disintegration. We label the resulting impact on tax policies as a
trade-cost effect. Moreover, we consider country-pair-specific distributions of the fixed cost to
set up a firm that will allow us to derive a de-harmonization effect and a business-friction ef-
fect. Finally, we deal with household migration between countries as a simultaneous offsetting
change in the population between country pairs (migration effect). There are two main advan-
tages of our approach. Firstly, we impose no a priori assumption on the specific type of economic

disintegration. Secondly, all the effects are equally applicable to small and large policy changes.

Households

Preferences. In each country i € J#°, a number n; of identical households consumes a continuum
of differentiated varieties, which oligopolistic firms produce, and a numéraire commodity, z;, pro-
duced under perfect competition. Differentiated varieties, x; (1), are indexed by u € Q := [0, 1].
Each variety is produced in an oligopolistic industry, which consists of three firms.” Households

7All the results carry over when one leaves out the immobile firms and considers only a single mobile firm that
produces a given variety, which mimics the firm structure in Melitz and Ottaviano (2008) (but now with endogenous
location choice). To endogenize the degree of local competition to firm relocation, we decide to conduct our baseline
analysis under an oligopolistic market structure.
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derive the following utility

P , B 2 n . ?
ezt wan-5 [l ( [ (u)du) G.1)

from the consumption of products manufactured by the numéraire and the oligopolistic industries
with o, B > 0 and, in the base version of our model, 1 = 0. These preferences are a particular
case of those in Melitz and Ottaviano (2008). In Section 3.2.4, we deal with cross-price effects
(n > 0). Household income comes from the business taxes the government rebates in lump-sum
fashion and from inelastically supplying labor. Under the assumption that the production of the
numéraire good takes place in every country, the numéraire industry pins down a wage rate w

which equalizes across countries.

Utility maximization (stage 4). The quadratic utility function generates a system of linear

aggregate demand functions
ni (o —pi (1))
B

for each country and industry, where p; (i) denotes the industry-specific local consumer price.

Xi (1) = (3.2)

Below, we state conditions under which solutions are interior.

Firms

Production and trade. Each firm in the oligopolistic industries faces a linear production func-
tion with labor as the only input. Exporting one unit of the consumption good from country j to
i costs T;j, where T;; = Tj; € R* and 7;; = 0, such that the marginal costs of production read as
w+T; j.S We interpret trade costs in a broader sense as the degree of economic integration. These
refer to all non-tariff barriers to trade of goods and services such as consumer protection, quality
requirements, health standards, and environmental protection. Moreover, our definition of trade
costs includes transport cost differentials arising from geographical characteristics and tariffs.
Altogether, trade costs raise the unit costs of producing for a foreign market. When introducing
firm heterogeneity, we also address non-tariff barriers that affect firms’ setup costs. For the time
being, we assume trade costs to be exogenous, although subject to change with disintegration,
and we abstract from revenue effects of trade taxes/subsidies. In Section 3.2.4, we deal with rev-
enue effects and show that our results carry over. Moreover, we endogenize tariff and non-tariff

trade policies (Section 3.2.5).

8In  Section (1.7) of the Supplementary Online Appendix, we relax the assumption
that trade costs are symmetric across firms and industries (see  https://www.vwl.uni-
mannheim.de/(...)/Janeba/Supplementary_Online_Appendix_for_A_Theory_of _Economic_Disintegration_22102021.pdf).
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In order to avoid corner solutions, assume that 7;; < @, for all i, j, so that trade flows are
weakly positive in equilibrium. As Haufler and Wooton (2010), we assume that firm profits do
not accrue to residents in .#". As we describe in Section 3.2.4, our results are robust to the accrual

of profits in residents’ incomes.

Firm heterogeneity. Inspired by Melitz (2003), we introduce firm heterogeneity as follows. In
each industry, there are three firms.® One immobile firm produces in each of the two countries,
say countries i and j. A third, mobile firm can decide in which of these two countries it locates.
In the third country, say country k, the production of that specific good is not possible, perhaps
due to technological, regulatory, or geographical frictions (and consumption takes place through
imports). This location structure is in line with the Ricardian idea of international specialization.
However, industries differ in which two of the three countries they can produce. Specifically,
there are three types of industries. In an ij-industry, firms are active either in country i or j. jk-
and ki-industries are defined accordingly. Throughout the analysis, superscripts will indicate the
particular industry type. To rule out asymmetries in initial conditions, let the mass of potential
firms be ex ante equal across countries. That is, we partition the set of industries € into K equally
sized intervals.

Our use of the term “industry” should be explained. An industry is a collection of firms
producing a specific variety. For 1 = 0, there are two interpretations of this firm structure.
On the one hand, there may be a set of industries with three firms in each industry (e.g., the
clothing sector and the car sector). Each industry differs in the countries that serve as a (potential)
production location. On the other hand, the setting could refer to a continuum of varieties (e.g.,
in the food sector). Three firms produce a specific variety (e.g., apples and bananas). Varieties
differ in the countries where firms can produce them.

Industries differ in a relative fixed cost F'/ that the mobile firm pays when comparing the two
possible locations —i.e., a firm pays F/ more in country j than in i. One can, therefore, interpret
this fixed cost as the cost of relocating from country i to j.!9 We assume that F/ has policy and
non-policy components. The policy components are given by the country-specific level of fric-
tions when setting up a business, vi and v/, which are determined by factors such as bureaucracy,
regulatory complexity, access to infrastructure, and the availability of land. Another policy com-
ponent is the degree of harmonization in production standards and business regulations between

two countries, €. The former affects the level of relative relocation costs, whereas the latter

°In Section 3.2.4, we relax this assumption.

10This is the main difference to Melitz and Ottaviano (2008). In their setting, firms vary by their marginal cost draw,
giving rise to endogenous firm exit and entry. Here, firm heterogeneity comes from relocation cost draws, which
leads to endogenous firm emigration and immigration.
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alters their variance. An idiosyncratic location preference shock, €, pins down the non-policy
component.

Formally, let F :=vJ—viyel4ewhereel+¢c [gi i TE g+ E} is drawn from a uniform
cumulative distribution function with zero mean. Therefore, F'/ is also uniformly distributed

with a CDF G (Fil) = ;j‘ﬁj where Fil := vi —vi 4 g, 4+ ¢ and F/ == v/ —vi 4 87 4 € In

this section, we impose, for simplicity, symmetry in relocation cost distributions across country

pairs. That is, we assume G%/ (F i ) =G (F i ) = FFU:FE In Section 3.2.2, we explicitly deal with

the effects of the country- and country-pair-speciﬁcE)olicy components that alter the mean and

the variance of relocation costs (v/ — v and €7, respectively). Altogether, each mobile firm pays
different fixed costs of production, giving rise to an extensive margin of firm relocation, which

affects local prices and production quantities.

Profit maximization (stage 3). A firm producing in country i and belonging to industry ij
maximizes profits by choosing the sales in the home market, x;;, and exports to j and k, x;; and
Xi;. The maximization problem in the third stage is, therefore, defined as
ml ()= omax [pi () = wlxi () + [Py (1) = w—Tyj]xi (1) + [pr (1) = w = Tl 3 () (3.3)
xii (1) i (1) X ()
subject to the oligopolistic market structure. Then, pre-tax variable profits of a firm located in
country 7 read as

ni((X*W%»‘L','j)z }’lj((X*W*2’L',‘j)2 nk(a*W*ZTik‘FTjk)z

2 (1) = T6p 2+ T6B 2+ T6p 2 if mobile firm locates in i 3.4)
i (o— . A —w—3T w37 ) :
G lv;;zr,,) + (e lvgﬁ%”) + m(ow IEEHZT’O if mobile firm locates in j.

Thus, prices and mark-ups are endogenous to the location decisions of firms. The asymmetry in
profits from markets j and k is the consequence of our assumption that in an ij-industry there
is an immobile firm present in country j that faces no trade cost in serving its home market,
whereas in country k there is no domestic firm active by assumption.!! In each country i, firms

are taxed lump-sum with #;.

Firm relocation (stage 2). We now turn to the second stage: the location decision of mobile
firms. The mobile firm in industry i j produces in country i as long as after-tax profits!? are larger

"TOne may easily relax this assumption, as long as this additional firm in country k is immobile.

12While pre-tax variable profits (4) are non-negative, we cannot guarantee directly that net profits (after tax and fixed
cost) are as well. In simulations, we were able to verify for various parameter value combinations that there exist
subgame-perfect equilibria in which the profits of all firms were non-negative. The requirement seems to hold more
easily when the range of fixed costs is not too broad. In the following, we assume throughout that net profits are
non-negative.
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in i than in j:

nl (u)—t > 7 () —1;— FY. (3.5)
In other words, a firm prefers country i if the advantage in gross profits exceeds the tax differ-
ential corrected by the relative fixed cost. Since we have a continuum of industries that differ in
fixed costs, we can now characterize the mass of industries and firms in a country. For this, we

define the following threshold industries in which the mobile firm is indifferent between the two
countries

V= () - (2 () -], A= ()~ [l () — ] (3.6)

In country i, the mass of industries with one regional firm (i.e., one immobile firm) is given by
G (V) + [1—(;(%")], 3.7)

where the first term refers to the industries with low fixed costs in country j relative to i, and
similar for the second term, where fixed costs measure the set-up cost in country i relative to
k. The mass of industries with two regional firms (i.e., one mobile and one immobile firm) in i
reads as

[1-G ()] +G (7). (3.8)

Notice that households in country i consume goods produced by jk-industries, but there is
no production in or relocation towards i, which significantly simplifies the analysis. Mobility
between more than two countries would make necessary extensive numerical simulations, as in
Ossa (2015). The advantage of our model is that, although the firm-level location decision is
binary, the equilibrium firm distribution is a high-dimensional object that is tractable enough
to study policy implications. Our concept of mobility allows us to write the threshold industry
level in closed form as a function of the model parameters. In particular, it is linear in the tax
differential

6(OC*W) *3’5,’1'
168

6(OC—W) -3 (Tik—l-Tjk)
168

V=1 (n;—n) + g (T — Tjx) +1i—t). (3.9)
Comparative statics. The partial equilibrium comparative statics are intuitive. The higher the
tax in country i relative to j and k, the more firms move out of that country (Y7 increases and
7YX decreases, respectively). Observing that the sign of g—f depends on the country’s relative
size, one may recognize a partial equilibrium feature of eccj)nomic disintegration discovered in
earlier work: As in Ottaviano and Van Ypersele (2005) and Haufler and Wooton (2010), a rise in
trade costs pushes firms to move to larger countries. In this case, market access considerations
become more important compared to business tax differentials for mobile firms. Moreover, if

trade becomes more costly for firms located abroad, firms move to country i (‘;77’1 > (0 and 3772 <0).
g J:
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Governments

Non-cooperative tax policies (stage 1). In this section, we consider the first stage of our econ-
omy. That is, for a given level of trade costs, we derive Nash equilibrium taxes set by benevolent
social planners in each country, who take the effect of taxes on households’ consumption choices
and location and output decisions of all firms and industries into account.

Consider country i. We compute the total number of firms (as opposed to the mass of in-
dustries) by adding Equation (3.7) and two times Equation (3.8). Hence, tax revenues read as
Ti:=1;[3— G (/) + G (¥")] . Moreover, the Appendix shows that consumer surplus is given by

Sii=G (1)) A7 +G (V") A +.G () Al + 87+ 87+ 8, (3.10)
where Afj , Alj k,Ai-‘i , 5iij , 5ij k, and 5iki are defined as functions of the model’s primitives

0= (aalSaW? (ni)i61/7(1ij)i,j€,){,/ 7E’F> '

The benevolent social planner in country i maximizes the sum of consumer surplus and tax rev-
enues (recall that profits go to absentee owners) and, therefore, solves the following optimization
problem

W,-::mgszi—i-Ti—i-niw, 3.11)

taking 7; and 7, as given. Similarly, welfare is maximized in countries j and k over ¢; and 7,
respectively.

The first-order condition of the social planner problem yields a reaction function ¢; (t s T ®)
for each country i. As we show in the Appendix, the reaction functions are linear in taxes and
there is a unique intersection of the reaction functions, #; (®) for i € %, forming the solution to
the tax competition game. In the following, we consider the equilibrium of this game with three

countries.

Nash equilibrium comparative statics. Lemma 6 verbally summarizes comparative statics of
Nash equilibrium taxes with respect to trade costs and country population sizes (without offset-

ting population changes elsewhere). For a more technical statement, we refer to the Appendix.

Lemma 6 (trade cost and population changes). In the subgame-perfect Nash equilibrium of econ-
omy &,

(a) a rise in country i’s population size, n;, increases that country’s business tax, whereas an
increase in another country’s population, nj, reduces country i’s tax, as long as trade between

these countries is not too cheap relative to the one between other countries (T;; K Tjx), and
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(b) a rise in country i’s trade costs vis-a-vis another country j, Tij, decreases country i’s
business tax, as long as it is not too large relative to the other country (n; » n;). An increase in

the trade costs of other countries, Tjy, raises country i’s business tax.

Proof. See Appendix 3.A.2. ]

Lemma 6 (a) shows that an increase in absolute market size, for instance, induced by popu-
lation growth in a country, improves that country’s ability to tax. Therefore, larger countries tend
to tax more. The effect of a growing population in another country is less clear. The relationship
between f; and n; is positive if the trade of country j with k is very costly compared to the one
with country i. On the other hand, j—% < 0if 7;; and 7j; are sufficiently similar. The same argu-
ments apply to the effects of ; on #;, When i and j form an economic union (i.e., Ty = Tjx > T;j),
an enlargement of market k reduces taxes inside the union.

Moreover, higher trade costs between countries j and kK unambiguously lead to an increase in
the tax in country i. Intuitively, countries j and k lose attractiveness when their trade costs rise,
which puts country i in the position to tax more. Moreover, provided that country i is not too
large, higher trade costs for firms in i put pressure on i’s government to lower the tax to attract
firms. If country i is very large relative to j, %j can be positive. Then, an increase in 7;; makes
tax savings motives less relevant for the location choice of firms because these just want to have
low-cost access to the huge market. In other words, the tax base of country i becomes less elastic
in response to a rise in 7;;. However, one should note that the taxes in i and j cannot increase
simultaneously. That is, there will always be a country that has to lower its tax.

Having dealt with these comparative statics, in Corollary 1 in the Appendix, we consider
comparative statics of the (unweighted) average taxes with respect to trade costs. When bilateral
trade costs between i and j increase, the average tax in these countries falls. The same holds
for the average tax worldwide. A rise in 7;; reduces economic activity worldwide, and attracting

firms to improve domestic prices becomes more important.

3.2.2 The Impact of Economic Disintegration on Tax Policies

In the following, we consider several channels through which economic disintegration affects tax
policy. First, the costs of bilateral trade between countries change (trade-cost effect). Moreover,
economic disintegration alters the international mobility of firms via location fixed costs (de-
harmonization effect and business-friction effect). Finally, we deal with the possible migration

of households (migration effect). As already mentioned, we do not impose any assumption on
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the underlying institutional structure. Our leading example is the exit from an economic union,

as in the Brexit case. However, the main insights carry over to other forms of disintegration.

Trade-Cost Effect

Suppose, for instance, that countries i and j are in an economic union (e.g., the EU) and have
similar trade costs. What happens to taxes when trade between country k (e.g., the UK) and the
economic union becomes more (or less) costly? As Proposition 10 shows, the answer depends
on the relative sizes of the three markets. The proposition follows from Lemma 6. Again, we

relegate a more technical formulation of Proposition 10 to the Online Appendix.

Proposition 10 (trade-cost effect). Consider the subgame-perfect Nash equilibrium of economy
&. Let trade costs between the leaving and the remaining countries be sufficiently similar ini-
tially. Then, the disintegration of country k via a rise in bilateral trade costs with countries i and
J

(a) reduces the leaving country’s business tax, as long as its population is not too large
relative to the other countries, and

(b) reduces taxes in the other countries, as long as these are not too large in terms of pop-
ulation relative to the leaving country. Under considerable asymmetries in population sizes,
business taxes in countries i and j converge.

(¢) Under symmetric population sizes of all three countries, the disintegration reduces taxes

in all countries.
Proof. See Appendix 3.A.2. L

When countries have the same population size (n; = n; = ny), the tax in the leaving country
always declines. The same holds if it is not too large relative to the other countries (the economic
union). The market access argument described above drives this result.

If market sizes are equal, taxes in the remaining economic union decrease. If the leaving
country is huge (small) relative to the economic union, taxes in the union will decline (rise).
Notice that the reaction of taxes inside the economic union can be asymmetric depending on
the relative size of the two markets. Let j be the largest of the three markets. Observe that the
increase in trade costs with country k may help the smaller country i to tax more, whereas the
larger country j needs to lower its tax. Country j still taxes more than i, but taxes converge as a
reaction to the disintegration of k.

By comparing Proposition 10 to Lemma 6, one can easily see how a two-country setting, as

studied in the previous literature, fails to capture the effects of a country’s economic disintegra-
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tion. In Lemma 6, we show that firms move to the larger market in response to a rise in trade
costs (e.g., the economic union). This reaction would lower business taxes in the smaller leaving
country but increases taxes in the larger market (the economic union). According to Proposition
10, however, business taxes may decline everywhere. Moreover, a two-country setting cannot
address the potentially asymmetric reactions among the remaining member countries.

As we show in the Appendix, the assumption that trade costs are initially similar can easily
be relaxed. We demonstrate how to adjust the proposition when trade costs differ. The size of the
additional term is relatively small and does not alter the main insights concerning relative market
sizes. Moreover, the magnitude of the adjustment is decreasing in the number of competing
countries K (see Section 3.2.3).

Proposition 10 is our first main result. It speaks to the hypothesis that, after Brexit, the UK
lowers its tax, and this, in turn, puts pressure on the tax policies of countries inside the union.
Taking the populations of the UK and France (which is very similar at 66 and 67 million) and
Germany at 83 million, a UK departure from a union among these three countries would lead to
lower taxes in all countries according to this simple three-country setup. The hypothetical exit of
a somewhat smaller country like Spain (47 million) from a joint union with France and Germany,
however, would lead to an increase in the business tax in France (whereas still lowering taxes in

the other two countries).

De-Harmonization Effect and Business-Friction Effect

De-harmonization effect. So far, we have considered asymmetries which directly affect pro-
duction choices by firms, that is, the intensive margin of firm decisions. Through pre-tax profit
differentials, these asymmetries also change cutoff industries, which determine the relative num-
ber of firms. By contrast, we now consider the direct effects of economic disintegration on
firm relocation. Recall from Equation (3.5) that a firm in industry ij locates in country i only
if Jriij (u)—1> 71:;] (u) —t; — F". That is, the firm has to cover a location cost drawn from
a cost distribution. This cost distribution may differ between country pairs. Note that these
cost distributions influence relocation elasticities, which vary origin-destination-wise. Reloca-
tion within the union is typically cheaper than from the inside of the union to the outside. Thus,
the relocation-cost differential is another dimension of economic integration. It describes the
degree of harmonization or mutual acceptance of production standards and other business reg-
ulations a country pair has reached. One should note that, through this channel, economic in-
tegration tends to intensify tax competition, as it simplifies firm relocation and, hence, makes

tax bases more elastic. Contributors to the tax competition literature have extensively studied
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this mechanism. However, the literature is silent about what happens to taxes when one country
disintegrates from a set of other countries by de-harmonizing and, as a result, faces a less elas-
tic tax base. This de-harmonization effect is intuitive in the case of an exit from an economic
union. However, it applies more broadly to disintegration whenever governments reduce their
efforts to reach similar standards and regulations by multilateral agreements, such as in health
and environmental protection.

We operationalize this channel as follows. Recall that F'/ € [E F ] is drawn from a uni-

i
form distribution G (F") = % Suppose for now that both countries have the same level of
business frictions (v = v/) such that —F i = fij . Now we can directly interpret £ and, hence,
F’ =€ 1 £ as the degree of harmonization between i and j. Therefore, economic disintegration
induces a mean-preserving spread in the distribution of relative fixed costs. The higher €7 (and,
accordingly, F = —F;;), the more firms, and in this setting also industries, are attached to a
particular country, and the less should business tax differentials matter for location decisions.
When country k disintegrates from i and j, €% and € rise in our model.

To dissect this effect, let us for now assume full country symmetry in all primitives of the
model other than the distribution of fixed costs between any two countries. Then, we can derive

each country’s equilibrium tax as a function of (Eij ) For a detailed exposition, we refer to

i,jext”
the Appendix. We can now state Proposition 11.

Proposition 11 (de-harmonization effect). Consider the subgame-perfect Nash equilibrium of
economy & and suppose that trade costs and country sizes are identical. Let the degree of
harmonization in business regulations across countries be sufficiently similar initially. Then, a
rise in the degree of harmonization between two countries reduces all country’s business taxes.
Hence, the disintegration of country k via a de-harmonization between countries raises taxes

everywhere.

Proof. See Appendix 3.B.1. L

The mechanism behind this finding is known from the literature. By construction of our
model, a rise in £/% makes tax bases in the countries j and k less elastic, which tends to increase
taxes in these countries. In the Nash equilibrium, this spills over to the tax of country i. Due to
the strategic complementarity of tax policies, #; increases.

In most cases and in particular for similar initial conditions, the tax of a country goes up when
the fixed cost distribution widens between that country and another one, that is, #; increases in

€'/, As we show in the Appendix, however, there may be cases in which the tax falls (% <0).

161



A Theory of Economic Disintegration

With regard to economic disintegration, the proposition describes another potential effect
of the disintegration of country k from i and j, which we label as a de-harmonization effect.
When £/% and €% increase simultaneously, tax bases become less elastic between the economic
union and the exiting country k. The lower mobility of firms causes taxes to rise everywhere.
Note that the response in tax rates from the de-harmonization effect is the opposite of the one
from the trade-cost effect (in the case of symmetric countries). So far, we have described origin-
destination-specific asymmetries in the firm relocation costs and analyzed the impact of a drop in
the mobility of firms between countries. Our second main result suggests that business taxes will
increase everywhere if economic disintegration occurs only in the form of more firm attachment
to their countries. When interpreting the reduction in firm mobility as a feature of economic
disintegration, two notes of caution are indicated, however.

First, the rise in £/% and €X' characterizes the economic disintegration of country k only in the
short run, as it regards those firms which already exist and decide to relocate after the disinte-
gration of k. For example, when firms anticipate the exit of country k from the economic union,
the country’s disintegration may discourage prospective entrepreneurs from investing in a firm
located in k initially. To summarize, in the long run, the mass of potential firms is endogenous to
the degree of economic integration. Accordingly, one of our extensions in Section 3.2.4 regards

the effects of changing the ex-ante distribution of firms.

Business-friction effect. Second, we have assumed that economic disintegration triggers a
mean-preserving spread in the relocation cost distribution. Therefore, a rise in &'k affects coun-
tries j and k in the same way, which seems reasonable in the context of production standards and
harmonization of regulations. However, regarding the effects of the disintegration of country k
from j, it might be that production frictions in country k increase such that firm relocation from
J to k becomes more costly than vice versa.

Therefore, we now consider the case where the disintegration causes firm relocation cost
distributions to shift. As before, Fi/ € [E F ] is drawn from a uniform distribution G (F) =
Fij_Fii
F_Fii
are allowed to have a different mean: v/ := v/ — v Z vik .= vk —yJ Z yhi = yi vk,

ijo

—ij i =ik K ki ; ) o
where F/ — Fil = F/* — F/k = F"' — FK_ However, now the relocation cost distributions

By considering comparative statics of taxes with respect to these means, we can study the
effects of a shift in the relocation cost distributions. In particular, we are interested in the case
where locating in the leaving country becomes more costly relative to setting up a business in
the other countries (e.g, the economic union). In Proposition 12, we show that the effects point

in intuitive directions. We prove the statement in the Appendix.
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Proposition 12 (business-friction effect). Consider the subgame-perfect Nash equilibrium of
economy &. An increase in the average cost of setting up a business in a country relative to
another country induces a lower tax in the former country and increases the tax in the latter one.
Hence, the disintegration of country k via a rise in business frictions lowers the business tax in

the leaving country and increases taxes elsewhere.
Proof. See Appendix 3.B.2. L

When v/ increases, the cost of locating in country j relative to country i goes up on average.
As a consequence, country i gains market shares. Vice versa, country i loses industries after a
rise in V¥, In the former case, country i’s ability to tax improves. In the latter case, country i has
to lower its business tax. A change in v/* does not affect #; because the reduction in 7 just offsets
the rise in 7;.

Consider again the situation in which country k disintegrates from an economic union formed
by i and j. When this disintegration makes it relatively more costly to set up a business in country
k than inside the economic union, v¥ decreases and v/* rises. By Proposition 12, country k has

to lower its business tax. Members of the economic union tax more.

Migration Effect

So far, we have dealt with changes in parameters that directly affect the production side. Now,
we deal with economic disintegration as a trigger of household migration.!> Migration flows are
particularly relevant if a country leaves an economic union that guarantees the free movement of
labor. To provide an example, after Brexit, some EU citizens in the UK may return to their home
countries or other countries in the union. However, also other forms of economic disintegration
induce household migration. The reason is that economic disintegration affects local prices and,
therefore, utility levels of households in a given country. When households are internationally
mobile just like firms, they will migrate from one jurisdiction to another as long as the difference
in utilities exceeds the migration cost.

In the following, we deal with the effects of exogenously driven migration on taxes. Unlike
Lemma 6, we now assume that the world population stays constant and consider only population
shifts between countries. Moreover, we return to the case where fixed cost distributions are
symmetric, F’ =F for any i, j. Proposition 13 follows from the comparative statics of Lemma

6. For a more detailed statement, we refer to the Appendix.

13See, for example, Caliendo, Parro, et al. (2021) who document the migration flows caused by the EU enlargement
and quantitatively assess the resulting welfare effects.
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Proposition 13 (migration effect). Consider the subgame-perfect Nash equilibrium of economy
& and suppose that trade costs are sufficiently similar initially. Then, household migration from
country i to j decreases country i’s tax and increases the tax in j. The reaction in country k’s
tax is positive if and only if trade with country j is cheaper than with i (Tj, < Ty). Hence, the
migration into an integrated area triggered by the disintegration of country k lowers the leaving

country’s business tax and increases taxes inside the integrated area.
Proof. See Appendix 3.B.3. [

The effects of migration (i.e., a change in the size of countries while holding Y ;. ,» n; fixed)
on taxes depend on the origin and the destination of migration flows. Migration from the leaving
country into another country reduces the leaving country’s tax and allows the destination country
to tax more. The tax in the third country, which is not directly affected by migration, rises as
well if trade with the destination country is cheap. Hence, migration into an integrated area,
such as an economic union, a customs union, or a free-trade area, in which trade is cheaper than
outside, increases taxes in the integrated area. The intuition is that the integrated area grows
as a whole such that member countries become more attractive to mobile firms irrespective of
whereto migrants precisely move.

What is the average effect of a population shift from the leaving country towards a member
country? One can see from Corollary (3) in the Appendix that the average tax of these two
countries declines. In other words, the leaving country reduces its tax by more than the member
country can raise its tax. The average tax of the world increases. As described above, the pop-
ulation shift improves the other member country’s ability to tax. In sum, taxes in the integrated
area increase. This rise outweighs the reduction in the tax of the leaving country, such that the
effect on the average tax of the world is positive.

Altogether, referring to our leading example of an economic union, migration from outside
to inside the union increases taxes inside the union and reduces the leaving country’s tax. This

migration effect is the third central insight from our model.

3.2.3 The K-Country Model

Having described the three-country model, extending our economy & to an arbitrary number of K
countries is straightforward and, at the same time worthwhile, because it allows us to analyze the
effects of disintegration on third countries that are not directly affected. Let #ry C % denote the
non-empty set of countries from which the leaving country disintegrates and Kgy = | #zy| € Z*

its cardinality. For example, this can be a customs union, a free-trade area, or a set of countries in
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a trade agreement. Therefore, in the following, we refer to a country m € #zy to as a “member
country.” Note that 1 < Kry < K. For simplicity, let us consider the case where F=—-F>0.
As we have seen, we can readily relax this assumption. However, in this section, we want to
focus on two additional dimensions of economic disintegration, which the three-country model
is unable to address. First, we show the effect of arise in trade costs between a country leaving the
economic union and the remaining member countries on third countries’ tax policy. In the Brexit
case, these are countries that were already outside the union before the exit (like the US, India,
or China), which occurs when Kgyy < K. Secondly, we impose some symmetry assumptions and
derive the tax policy of each country as a function of Kgy. These assumptions allow us to model
economic disintegration purely as a change in Kgy. For a detailed derivation of the K-country

model, we refer to the Appendix.

Trade-Cost Effect

We now state Proposition 14, which is the K-country counterpart to Proposition 10.'# It is useful
to define the average population of the member countries as rigy = ﬁ Y e tpy tm- We relegate

the proof and a more technical statement of the proposition to the Appendix.

Proposition 14 (trade-cost effect). Consider the subgame-perfect Nash equilibrium of economy
&. Let trade costs between the leaving and the remaining countries be sufficiently similar ini-
tially. Suppose that country | € ¥\ ¥gy disintegrates from the member countries m € Xgy.
Then, the disintegration of country | via a rise in trade costs

(a) decreases the leaving country’s business tax unless its population is very large relative to
nEy,

(b) decreases taxes in the remaining member countries under symmetric population sizes, if
the union faces many competing markets, and can have asymmetric effects under considerable
asymmetries in market sizes, and

(¢) raises taxes in third countries '\ (Hgy Ul).

Proof. See Appendix 3.C.2. [

Trade disintegration between / and #zy makes third countries relatively more attractive,

which allows them to tax more (part (c)). As for the three-country case already described, the

14Observe that we only consider direct effects of economic disintegration, i.e. changes in the trade relations of the
leaving country with gy . In particular, we hold trade relations with third countries fixed which is plausible in the
Brexit case since the UK remains part of the WTO. Moreover, it ignores the possibility that the UK might form new
trade agreements, e.g. with the US. In Section 3.2.5, we study, however, the readjustment of trade policies for a
given set of trade agreements.
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tax of country / will decrease in the aftermath of its disintegration (e.g., from the economic union)

provided that it is not too large relative to the average member country.

The reaction of taxes in member countries is case-specific. It depends on the size of the
leaving country, the respective member country, as well as the average member country. In
general, the effect in a member country is positive if the average market size is large enough
relative to the respective member country’s market and the one of the leaving country, revealing

a similar convergence result as in Proposition 10.

After imposing cross-country symmetry in market size (n := n,, = n;), the derivative in (b)

reduces to
dty, %_4KEU—2K—13H((X—W—7) >0 fordKgy >2K+1 (3.12)
ATt e oo fmy 401 2K -1 168 <0 fordKpy <2K+1

Referring to the departure from an economic union, taxes inside the union rise when it has many
member countries. In our setting, this corresponds to a particularly strong internal market, which
covers most of the demand for tradeable goods and services. Furthermore, one can observe the
effects of globalization, here interpreted as the number of countries in the world that are related
through trade and firm investment. The more competing countries the economic union faces (K),
the more sensitive react members’ tax bases and, hence, taxes to a member country’s disintegra-
tion. Put differently, in a globalized world, the union is vulnerable to the fiscal consequences
of economic disintegration. In the context of Brexit, the condition for members’ taxes to rise,
according to Equation (3.12), is clearly not given. The number of countries in the world is larger

than twice the EU’s 27 member states.

Equation (3.12) transparently reveals two respects in which reverse unilateral integration may
differ from unilateral disintegration: Both the sign and the size of the effects depend on the initial
level of economic integration. As described, whether the response of business taxes is positive in
the union depends on the number of competing markets. Moreover, for initially high trade costs,
the effect size is small. Thus, one should be careful when inferring the effects of disintegration
(e.g., Brexit) from the years of partial integration (e.g., in the 1970s when the UK joined the
union and the integration was at an early stage).

Similar to Proposition 10, there is no need to consider symmetric trade costs between the
leaving and the member countries, as we show in the Appendix. Moreover, the statement regards
any type of economic disintegration that leads to a rise in trade costs between the leaving country

and the remaining members.
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In Corollary 6 in the Appendix, we consider the impact on world, EU, and non-EU average
taxes. The disintegration of country / increases on average taxes of third countries, but reduces
the average tax worldwide. This result is robust and does not depend on country sizes or the
number of countries in the union. The effect on the average tax in the remaining economic union
is case-specific, as Equation (3.12) suggests. That is, the average tax inside the union rises in
reaction to the disintegration when the remaining economic union size is considerable. Vice
versa, at a late stage of globalization, the number of rival markets (i.e., K) is significant, and
member countries need to lower their taxes to stay competitive on the world market after the exit

of a union member.

Union-Size Effect

Another way to examine the consequences of economic disintegration for tax policy is to impose
some symmetry assumptions across countries and to directly differentiate taxes with respect to
Kgy, as if the number of member countries was defined on a continuous domain.!’ In particular,
assume symmetry in country sizes as well as in internal and external trade costs as in a customs

or an economic union.

Assumption 3. Let n:=n; = n; for all i, j € 7. Moreover, let internal and external trade costs
be symmetric, T° = T;; = Ty for all i, j,k € Hgy and T = T, = T, > T for all | € X and
m,n € X \Hgy. Let Kgy > 1.

In the Appendix, we show that under Assumption 3 the tax of member countries, #,, and
the one of non-member countries, t,, are functions of a reduced set of model primitives 0=

((Lﬁ,w,n, t*.7,F K, KEU). In Proposition 15, we summarize our main findings.

Proposition 15 (union-size effect). Consider the subgame-perfect Nash equilibrium of economy
& with K > 2 countries. Let Assumption 3 hold and suppose that K,Kgy € R™. Then,

(a) business taxes inside the union are larger than outside,

(b) a rise in the number of member countries increases business taxes in member countries,
and

(¢) a rise in the number of member countries decreases business taxes in non-member coun-

tries.

Proof. See Appendix 3.C.3. ]

I5This procedure is in its flavor similar to the literature on the effects of federalism and government decentralization
on private investment (e.g., Kessing, Konrad, and Kotsogiannis (2006)).

167



A Theory of Economic Disintegration

As implied by (a), being part of the economic or a customs union makes countries more
attractive to firms, which lowers tax competition for these countries. Thus, ceteris paribus the
tax of the country that leaves the economic or the customs union declines.

Moreover, when the union loses member countries, the taxes inside the union will fall, and
those outside the union will rise. The latter mirrors Proposition 14 (¢). The former, however, will
only be in line with Proposition 14 (b) if the union is small compared to the rest of the world.
This conflicting finding is not surprising since the analysis conducted in this section is, due to
Assumption 3, much more gritty than the one in Section 3.2.3.

Regarding the effects of globalization on taxes, one may differentiate the average worldwide
business tax with respect to K. In the Online Appendix, we show that the derivative is positive.
That is, overall taxes decline as globalization increases the number of competing markets.

In this section, we have extended our model to any number of countries (K) with an arbitrary
institutional structure (Kgy). As we have seen, the results and intuitions formed in the three-

country world remain valid.

3.2.4 Extensions

In this section, we consider various extensions of the base model and summarize the main find-

ings. In a Supplementary Online Appendix, we provide detailed derivations.!®

Tariff revenues and subsidy expenditures. Firstly, we explicitly incorporate revenue effects
from tariffs into our model. That is, aside from non-tariff trade barriers, we allow for the presence
of import and export tariffs. Just as non-tariff trade barriers, trade taxes affect consumer surplus
and revenues from taxing corporations. Besides, tariffs generate additional fiscal revenues. For
non-negative import tariffs and export subsidies, the optimal business tax of a country is revised
upwards. The intuition is as follows: when business taxes in a country rise, firms move away from
that country. As a result, the government generates extra tariff revenues and saves expenditures
on export subsidies.

Accordingly, the reaction of Nash equilibrium business taxes to a rise in non-tariff trade costs
is downwards adjusted. The reason is that higher trade costs reduce trade volumes such that the
extra gains in tariffs (expenditure savings) decline. Nonetheless, the key trade-offs, in particular

concerning the above-described effects of economic disintegration, carry over.

16The Supplementary Online Appendix is available at https://www.vwl.uni-
mannheim.de/(...)/Janeba/Supplementary_Online_Appendix_for_A_Theory_of _Economic_Disintegration_22102021.pdf.
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Another remarkable feature is that the business tax of country i is U-shaped in foreign trade
taxes. This pattern is similar to Proposition 1 in Haufler and Wooton (2010) but in our setting for

trade policy instruments that have revenue effects.

Accrual of profits. Secondly, recall that, in our baseline economy, firm profits accrue to citizens
in third countries or, at least, do not enter social welfare. This assumption is only reasonable
for very wealthy investors and a government with a pronounced redistributive goal but not for
smaller entrepreneurs or investors. Therefore, we now deal with the domestic accrual of profits.

We distinguish two polar cases of firm ownership. The first one considers internationally
mobile entrepreneurs who only enter the social welfare of a country when they decide to locate
their business there. Usually, this is the case for smaller businesses. In the second case, citizens
directly hold a diversified portfolio of enterprises worldwide. This assumption is realistic for
mid- and big-cap companies with shares traded on international financial markets. In both cases,
the social marginal welfare weight of firm ownership slightly modifies the optimal business tax.
Moreover, in the former case, taxes are revised downwards by the accrual of domestic profits
and, in the Nash equilibrium, of foreign profits. In the latter case, taxes account for the accrual of
international profit differentials. This distinction is intuitive, as, in the first case, social welfare
is a function of national income. However, when citizens are shareholders of firms worldwide,
they only care about the size but not about the location of accrued profits. For both cases, our

main insights carry over, as shown in the Supplementary Online Appendix.

Industry size. We generalize our economy to an arbitrary number of immobile firms in each in-
dustry. Our results hold as long as the distribution of immobile firms is similar across countries.
A rise in the number of immobile firms in one country has opposing effects on the optimal busi-
ness tax there. On the one hand, more firms in the country mechanically raise the government’s
ability to tax. On the other hand, more firms increase the degree of local competition such that
the country becomes less attractive as a business location to mobile firms. In the Nash equilib-
rium, these two effects point in the same direction for the taxes of the other countries. Using this
model specification, we can shed light on the anticipatory effects of economic disintegration.
Suppose that some previously immobile firms anticipate a country’s disintegration and decide to
initially locate in the economic union instead of the leaving country. This reallocation of firms
mechanically lowers (improves) the disintegrating country’s (member countries’) ability to tax.
At the same time, firms face more competition in the member countries, which lowers mark-ups

there. Vice versa, in the leaving country, firms generate higher profits.

Cross-price effects. We generalize the model by allowing for cross-price effects in the demand

for differentiated goods. For 1 > 0, the Nash equilibrium business taxes are revised upwards.
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The substitutability between the differentiated varieties and the numéraire rises with 1. Put
differently, the presence of cross-price effects shifts down the demand for differentiated varieties,
thereby reducing the welfare loss from firm emigration in the differentiated industries.

Relative to Lemma 6, there are two adjustments. The first one regards the marginal effect
on the aforementioned reduction in welfare losses. The second adjustment captures that the
consumer surplus loss from taxing businesses is endogenous to the average price level. For
similar trade costs and market sizes, which rule out the Metzler paradox, the effects point in
opposite directions. However, the central intuitions regarding the impact of disintegration (e.g.,

via a rise in trade costs) carry over.

Competition in regulations. We introduce competition in regulations into the first stage of
our economy, in addition to the business tax as a policy instrument. That is, we endogenize
each country’s level of business frictions/regulations, v/, similar to the non-cooperative setting
of business tax policies. Then, each government chooses the set of domestic policies (ti, vi),
taking all the other countries’ business taxes and regulations as given. A rise in the level of
regulations is welfare-detrimental as it triggers firm emigration, which reduces consumer surplus
and tax revenues. Therefore, to obtain interior solutions, we introduce a country-specific reduced
form regulation surplus V; (vi) that is assumed to be increasing, concave, and, for simplicity,
independent from taxes. In the context of environmental protection, this surplus could measure

the value of clean air. Even without cross-country complementarities in this surplus function
(e

dvi
not consider the positive externality of business regulations on other countries’ welfare. Thus,

= 0), the optimal level of regulations is inefficiently low since a country’s government does

just as in the tax competition game, countries would gain from the international coordination of
business regulations.

We demonstrate that the domestic policies interact: The optimal business tax is not only
affected by the level of regulations, as in Proposition 12, but also vice versa. Interestingly, their
(partial equilibrium) comparative statics may point in opposite directions. For example, whereas
a rise in Tj, improves country i’s ability to tax, it amplifies the size of lost tax revenues and,
hence, the welfare costs of V. Accordingly, country i’s optimal level of business regulations
declines. Altogether, the impact of economic disintegration on the other domestic policies may
significantly differ from those on business taxes, even if the domestic policy closely resembles a

business tax from mobile firms’ perspective as it is the case for business regulations.

Harmonization of business taxes. We also consider the scenario of partial harmonization (e.g.,
Conconi, Perroni, and Riezman (2008)), where a subset of countries in a harmonized area, %y C

£, coordinates their level of business taxes to maximize their joint welfare. Again, there exists
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a unique Nash equilibrium in taxes set by the subset of countries and all other countries, which
can be derived from the government’s (modified) reaction functions. The formulas for the non-
cooperative tax policies of countries outside the harmonized area are unaltered relative to the
case without tax harmonization. The reaction function in the harmonized area, fy, accounts for
average effects on consumer surplus and tax revenues.

The coordination of business taxes among some countries reduces ceteris paribus the degree
of tax competition relative to the setting without harmonization. Conceptually, the harmonized
area behaves in its setting of business taxes similar to a large country. Therefore, the impact of
economic disintegration on the coordinated business tax resembles the one on a large country’s
tax policy.

To further shed light on the economic disintegration, we impose cross-country symmetry in
market sizes and trade costs. This assumption yields a symmetric tax outside of % in addition
to the one inside. In line with the intuition that the harmonized area acts as a large market
and is more attractive as a business location than the other isolated markets, the business tax
inside the area is higher than outside. Similar to Proposition 15, we differentiate business taxes
with respect to the number of members in the harmonized area, Ky, as if it was defined on
a continuous domain. Both inside and outside the area, business taxes are positively associated
with K. Hence, a country’s departure from the set of countries that coordinates their business tax
policy decreases taxes worldwide. The reason is that the according reduction in Ky is equivalent
to creating a new player in the tax competition game and, as a result, amplifies the degree of

competition.

Richer labor market. In the following, we shortly describe how the presence of a richer
(more carefully modeled) labor market affects our insights.!” In our economy, free trade in
the numéraire commodity equalizes the wage rate across countries and labor supply is inelastic.
Suppose that trade in the numéraire commodity is not possible, and elastic labor supply (via an
additively separable disutility from labor) and labor demand determine a country’s wage rate on
the labor market. As households’ utility is linear in the consumption of the numéraire, a change
in tax revenues that the government rebates to households in lump-sum fashion has no income
effects on labor supply. However, due to endogenous firm migration, a change in business taxes
affects labor demand. The lower a country’s business tax, the more mobile firms move into that
country, increasing labor demand. The equilibrium wage rate and, thus, welfare in the coun-

try rises. Therefore, a richer labor market gives a country’s government an additional incentive

"The quantitative importance of trade shocks on labor market outcomes is demonstrated by Artug, Chaudhuri, and
McLaren (2010), Dix-Carneiro (2014), and others.
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(aside from lower consumer prices and higher tax revenues) to reduce business taxes to attract
mobile firms (more tax competition). Altogether, this extra wage channel strengthens our main

results.

Proportional tax on profits. Furthermore, one may replace the lump-sum tax with a pro-
portional tax on profits 7; (it). Observe that the latter tax is equivalent to the former one for
hi(n) =t/ ﬂ;‘j (1) in a given industry p € [0,1]. A rise in the lump-sum tax is associated with
a higher proportional tax. Accordingly, our analysis above addresses the level of proportional
taxes. The proportional tax affects firm relocation (threshold industries ¥/) in the same way as
the lump-sum tax. Country i’s tax rate 7; (1) is the same for all industries with the same firm
mobility outcomes and, thus, with the same profit level nl?j (1) (e.g., for all F/ < /). However,
it declines in the industry’s profit level 71';’ (1t). Domestic firms in sectors with less competing
firms in their home market (e.g., F/ < ¥” in country i) realize high profits, whereas firms with
more local competition (e.g., F'/ > ¥/ in country i) have low profits. Thus, a country i’s govern-
ment gives a tax discount on high-profit industries. These are sectors in which the government
tries to attract firms that choose the other country. The government levies a higher tax on more

competitive/low-profit industries where the government can attract firms in any case.

Firm relocation across multiple countries. Finally, one may relax the assumption of binary
firm relocation choices. To achieve the degree of tractability necessary to solve explicitly for the
Nash equilibrium business tax policies, we have restricted the analysis to a firm’s location choice
between two countries in a given industry. If, by contrast, firm location were a multinomial
choice problem, mobile firms would relocate across multiple countries. This additional firm
mobility would intensify tax competition as it scales up each country’s elasticity of relocation:
Since each mobile firm can relocate to any other country instead of one specific country that may
be relatively unattractive as a business location, a rise in a country’s trade costs would induce
stronger firm emigration responses. Vice versa, a decline in a country’s trade costs triggers
additional firm immigration because firms from all industries (also those where the country is
not part of the relocation choice set in our model) can move into the country. Therefore, we

expect that firm relocation across multiple countries strengthens our findings.

3.2.5 The Impact of Economic Disintegration on Trade Policies

In this section, we consider another dimension of economic disintegration: Trade policies around
the world endogenously react to economic disintegration. Referring to our model described in

Section 3.2.1, the setting of cooperative and non-cooperative trade policies can be modeled as
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the initial stage of our economy (Stage 0).'® Taking an arbitrary, previously determined set of
trade agreements as given, we develop a novel approach for studying the readjustment of trade
policies worldwide triggered by economic disintegration.

We consider unilateral economic disintegration as the departure of one country from an eco-
nomic union (e.g., “soft Brexit”) or a customs union (e.g., “hard Brexit”). We refer to an eco-
nomic union as a set of countries that form a customs union and cooperatively set their internal
non-tariff trade policies. A customs union is defined, as usual, by a set of countries that jointly
negotiate their common external tariffs.

We analyze the effects on trade policies around the world in response to disintegration: How
do (non-tariff) trade policies inside the union change, and how do these affect endogenous tax
policies in turn? How are regional trade agreements between the economic union and third
countries affected? What are the effects on trade agreements between the leaving country and

third countries?

Readjustment of trade policies (stage 0). To answer these questions, we develop a novel ap-
proach for the study of trade policies. Trade costs between two countries 7;; = #;; + T;; include
tariffs #;; (trade taxes) and non-tariff trade costs ’L’i_,-.lg Note the difference in notation between
tariffs (trade taxes) #;; and business taxes #;. As in the previous section, non-tariff trade costs 7;;
entail local characteristics (such as geographical frictions) and non-tariff trade policies (such as
environmental protection and product standards) that do not have government revenue effects,
unlike tariffs 7;;. Nevertheless, similar to tariffs, governments in an economic union can nego-
tiate non-tariff trade policies to a certain extent. We draw on the idea that cooperative trade
policies result from efficient bargaining (see Grossman and Helpman (1995) and subsequent lit-
erature). Then, under the transferability of utilities, efficient cooperative trade policies maximize
the respective sum of welfare, as described below. Our approach considers trade policies be-
fore (labeled as “old” optimum) and after the disintegration (“new” optimum). However, before

presenting our approach in more detail, we state the following result.

I8 At first glance, studying cooperative trade policies seems contradictory to the non-cooperative approach we have
adopted in the context of tax policies. However, it fits well the situation of the EU, in which member countries
have jointly introduced projects like the Single European Act (SEA) of 1987 to facilitate trade and commerce in the
union, whereas the setting of business tax policies has so far been independent (due to unanimity requirements in tax
matters at the EU level). The SEA and the free flow of goods, factors, and services in the EU have taken precedence
over tax policies and, therefore, justify our timing assumptions: Countries choose trade policies simultaneously
before tax policies.

9This definition of trade costs also allows us to incorporate tariffs (that affect government revenues) into our
model of Section 3.2 (see Section (1.1) in the Supplementary Online Appendix available at https://www.vwl.uni-
mannheim.de/(...)/Janeba/Supplementary_Online_Appendix_for_A_Theory_of _Economic_Disintegration_22102021.pdf).
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. ey o i
Lemma 7. Consider the subgame-perfect Nash equilibrium of economy & with F~ = —F;; for
all i, j. For positive business taxes, similar trade costs, and small tariffs, a rise in bilateral trade

costs between two countries raises welfare in third countries: % > 0 and % > 0.
1 )

In the Supplementary Online Appendix (Section (2.1)), we prove Lemma 7 in our model. The
proof employs the optimality of a country’s business taxes and the Nash equilibrium comparative
statics to capture the impact of other countries’ adjustment in tax policies on a country’s welfare.

Lemma 7 has an intuitive appeal. It means that any protective measure (i.e., tariffs 7;; as well
as non-tariff barriers summarized in 7;;) between two countries proves beneficial to third coun-
tries (positive gradient of the welfare function). The reason is that the third country becomes
more attractive to businesses as trade costs between the two other countries rise. Not even the
reduction in the latter countries’ business taxes resulting from the rise in trade costs can compen-
sate for this: Firms move to the third country, and prices decline there. This price effect raises
welfare.

The assertion that third countries benefit from a rise in trade costs between two other countries
is more general and well-known in the literature on trade policy. Usually, contributors to this
literature refer to it as the terms-of-trade effect of bilateral trade costs (in particular tariffs) on the
world price and, in turn, on a third countries’ welfare. It may result in bilateral opportunism (as

in Bagwell and Staiger (2004)). We now present our approach.

The approach. Assume that each government optimization problem is concave and solutions
are interior.?? Moreover, suppose that trade policy changes are small. Then, we can describe our

approach as a four-step procedure:

1. Approximate the respective objective function (e.g., countries’ joint welfare in a trade

agreement) in the new optimum around the old optimum.
2. Use the optimality of the old and new trade policy choices.
3. Impose the first-order conditions of the old optimum.
4. Relate the sign of the gradient of welfare to the change in trade policies.

Our main observation is that the objective function of the economic union (the customs union,

respectively) changes when one member country leaves. As a consequence, the optimal choice

20To gain an intuition for why solutions are interior, consider, for instance, the multilateral negotiation of bilateral
non-tariff trade costs, T, inside a union. On the one hand, a rise in 7,,, may reduce welfare in countries m and n.
On the other hand, other member countries inside the union benefit from a higher 7, (Lemma 7). As a result, there
is a trade-off when choosing 7,,, to maximize joint welfare.
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of the internal non-tariff, as well as external trade policies, is affected. External trade policies
include, in particular, tariffs. These form within the framework of regional trade agreements with
other markets as customary in the WTO or countries set them non-cooperatively. Moreover, one
should note that the described economic disintegration means effectively, although not legally,
the creation of a new trading partner for all countries worldwide, with whom they can form new
trade agreements.

Using the described four-step procedure, we compare cooperative and non-cooperatively cho-
sen trade policies in the old optimum to those in the new optimum. We summarize the insights

from our approach in Proposition 16. For a more detailed exposition, we refer to the Appendix.

Proposition 16 (endogenous trade policy responses to disintegration). Let the assumptions of
Lemma 7 hold. Assume that each optimization problem is concave and solutions are interior and
let trade policy changes be small.

(a) Suppose countries | and Ky initially form an economic union (old optimum), where
member countries bargain their internal non-tariff trade policies. When country [ disintegrates
from the economic union (new optimum), the remaining member countries integrate more with
each other (lower non-tariff trade costs).

(b) Suppose countries | and Fgy initially form a customs union (old optimum). When coun-
try l leaves the customs union (new optimum), the leaving country lowers cooperative and non-
cooperative tariffs toward third countries. Likewise, cooperative and non-cooperative tariffs by

the customs union vis-a-vis third countries decline.
Proof. See Appendix 3.D. ]

In summary, the remaining member countries take efforts to lower their internal non-tariff
barriers to trade (part (a)). Intuitively, changes in non-tariff trade barriers do not induce a first-
order gain or loss on total welfare inside the economic union. However, for the old bargaining
solution to be optimal, in the new optimum, the leaving country has to bear a welfare loss induced
by the change in trade costs inside the union. Given Lemma 7, this can only be achieved by a
reduction in trade costs. Hence, member countries integrate more with each other by reducing
their internal non-tariff trade costs.

When the leaving country also exits the customs union, the union member countries lower
cooperatively and non-cooperatively set trade barriers toward third countries (part (b)). For in-
stance, the EU member countries and the US that are part of the WTO decrease their bilateral
tariffs after Brexit. Moreover, the EU members implement lower tariffs toward non-WTO mem-

ber countries. Similarly, trade barriers between the UK and the US decline after Brexit. The

175



A Theory of Economic Disintegration

UK also lowers tariffs toward non-WTO members. The intuition for these results is the same as
the one for part (a). Therefore, the departure of a country from an economic union leads ceteris
paribus to a deeper integration of multilaterally formed institutions around the world and less

protectionism. This suggests a counterforce to deglobalization.

Repercussions on tax policies. Disintegration affects the formation of trade policies in the initial
stage of our economy & (Stage 0). For instance, when a country leaves an economic union and
stays in the customs union (“soft Brexit”), the trade-cost effect in Proposition 14 needs to be
augmented by the readjustment of non-tariff trade costs as follows.?!

The statement about the impact on the leaving country’s (e.g., UK’s) business tax remains
qualitatively unchanged. However, the endogenous reduction in non-tariff trade costs inside the
economic union puts additional downward pressure on the leaving country’s business tax.

As before, the business taxes inside the remaining economic union (e.g., Germany, France,...)
may react asymmetrically. Having said this, under symmetric population sizes, the response of
taxes inside the union will be positive. The reason is that the endogenous decline in internal trade
costs makes the economic union more attractive as a business location raising member countries’
ability to tax.

Third countries (e.g., the US, China,...) may now experience a decline in their business taxes.
On the one hand, trade barriers between the member countries and the leaving countries rise,
which increases third countries’ taxes (Proposition 14). On the other hand, the adjustment in
member countries’ trade policies lowers third countries’ attractiveness as a business location. If
the economic union is large enough relative to the leaving country, the latter effect dominates the

former, leading to lower taxes in third countries.

Normative implications. As a byproduct of our above analysis, one can note that the norma-
tive implications of economic disintegration are generally ambiguous. The main reason for this
insight is the fact that trade policies around the world change with the degree of economic inte-
gration between a subset of countries.

To give an example, consider the welfare in the country leaving an economic union. Several
effects of trade policy changes add up. There are adverse effects since the remaining member
countries in the economic union do not regard the leaving country’s welfare when adjusting their
cooperative and non-cooperative trade policies towards third countries as well as their internal
degree of economic integration. Having said that, after the disintegration, the leaving country
is free to set its non-cooperative external tariffs solely to its advantage. The renegotiation of

existing trade agreements may be beneficial or detrimental to the leaving country. One can show

2IFor mathematical details, see Supplementary Online Appendix (Section (2.2)).
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that the leaving country and the respective contractual partner improve their joint surplus after
the disintegration. However, this does not mean that the leaving country is better off. It may
well be the case that the presence of other countries in the trade agreement, here the member
countries of the economic union, proves beneficial to the leaving country. As a consequence, the
economic disintegration and the resulting absence of the member countries in the trade agreement
are welfare-detrimental to the leaving country. By similar arguments, the normative effects on

countries in the economic union and third countries are ambiguous.?>

To summarize, in this section, we have endogenized different dimensions of trade policy,
namely tariffs and non-tariff trade costs. Altogether, along these different dimensions of trade
policy, the remaining countries of an economic union take further steps towards the economic
integration of their internal market when being confronted with the disintegration of a former
member. After the disintegration from a customs union, the leaving country, as well as the
remaining economic union, intensify their trade relations with other countries.

These further steps of economic integration do, of course, not necessarily mean that economic
disintegration stabilizes multilateral institutions. It is possible that leaving a union is beneficial
from a unilateral perspective, although it is multilaterally detrimental. Moreover, each loss of a
member country jeopardizes the credibility of these institutions and increases the uncertainty of
economic policy (see Davis (2016), Steinberg (2019), and Caldara et al. (2020)). Also, note that
these considerations assume a fixed set of trade agreements. It could be that, after disintegrating,
the leaving country negotiates trade agreements with countries that do not form an agreement
with member countries, and vice versa. Without imposing more structure on the underlying

economy, it is a priori unclear whether countries breach existing or form new trade agreements.

3.3 Conclusion and Discussion

In this chapter, we study the policy implications of economic disintegration. We identify several
empirically testable dimensions along which disintegration affects nations’ economic environ-
ment and, in turn, national policies. We set up an analytically highly tractable multi-sector,
multi-country general equilibrium trade model where a set of internationally mobile firms gen-

erates fiscal competition over business taxes. This particular policy is representative of any do-

22These findings hold under the economic conditions described in Bagwell and Staiger (1999) and the subsequent
literature. In particular, the efficiency of global free trade remains valid in our approach. Our central insight is to
take existing inefficiencies in trade policies as given. Based on this, trade policies react worldwide to economic
disintegration. Therefore, its normative implications may be far from obvious, even if one considers only first-order
effects, which we address in our approach.
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mestic policy affecting the location of economic activity. Thereby, the firm relocation elasticity
is a sufficient statistic for the optimal tax in a given country. This elasticity crucially depends not
only on the economic conditions in that country but also on those worldwide. This observation
even holds when a minimum of mobility is introduced, modeled as a bilateral location choice by
one firm per industry. As a result, the whole economic structure influences domestic policies in
each country. An important lesson from our approach is that a two-country analysis is potentially
misleading when studying the effects of disintegration on national policies. By considering an
arbitrary number of countries, our model takes such a broader perspective.

Economic disintegration may affect the underlying economic structure along very distinct
dimensions. For example, it is not only associated with a change of the bilateral costs of trade
(trade-cost effect). But disintegration also alters other economic parameters that affect nations’
economic geography (de-harmonization effect and business-friction effect). As we show, these
can have different policy implications. In sum, we make four policy predictions about uniltateral

economic disintegration:

1. The leaving country reduces its business tax.
2. Business taxes in the remaining member countries converge.
3. Third countries’ ability to tax improves.

4. Governments worldwide counter a country’s economic disintegration by deepening their

existing trade relations — a counterforce to deglobalization.

We recognize several limitations to our economic geography model. Firstly, we note the simplic-
ity of the supply side in our model, such as the two-country industry structure that allowed us
to obtain clear-cut policy predictions. For example, Caliendo and Parro (2015) demonstrate the
quantitative importance of incorporating input-output linkages. However, putting an even more
complex economic structure might cloud the relevant policy implications. Moreover, labor is
an internationally mobile factor, as in Caliendo, Dvorkin, and Parro (2019). This feature holds
especially true in the long run. Our comparative statics show that, even in the absence of wage
effects, the number of residents strongly affects national policies and its connection to economic
integration merely through market size (migration effect). Studying the interplay of national and
international policies under the full mobility of firms, labor, and capital, we consider a promising
area of future research.

Besides studying domestic policies, we show the impact of unilateral disintegration on trade
policies. As we have argued, the counterforce-to-deglobalization result is robust to the under-

lying economic model. Moreover, beyond trade policies, it applies more broadly to any type of
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disintegration from a jointly formed agreement by economic agents. This readjustment of mul-
tilateral policies makes the welfare effects of economic disintegration very subtle. A limitation
of our approach is that it can only address small policy changes. To consider large changes, one
needs to know the sign and the size of the cross derivatives of welfare functions with respect to
international policies. This requirement would make it necessary to impose more structure on
the underlying economy.

Finally, in our analysis, we remain agnostic about the driving forces of economic disinte-
gration. For instance, economic disintegration could reflect changes in a society’s policy pref-
erences. Thus, making these drivers of disintegration more explicit, e.g., by modeling political

economy forces, is another interesting direction.
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Appendix

3.A Proofs for Section 3.2.1

3.A.1 Derivation of Optimal Taxes

In order to derive consumer surplus, note that there are three continuums of industries. Depend-
ing on whether F'/ is less or greater than the threshold of an indifferent industry "/, there are
two distinct location outcomes per industry type such that we need to consider six different price
levels. In the following, take country i’s perspective. Use firms’ optimal production quantities to
show that the prices read as

. )
(X+3W+T,'j+21','k lfFJk < ,}/Jk

D; .. L0
i (X+3W+2’Tij lfFlJ < r}/] .

. R Y I Qf R it
4
and

. a+3w+21y ikai > r}/d
pi(u) = { ! (3.13)

. )
a+3ZV+Tik l'kaz < ,}/a

for any j.k € '\ {i}. In general, prices are lower in a country if a mobile firm locates there

i, .y

because trade costs are saved. Plug these prices into the demand functions x? () = apT’(m,
. K ) ki

x{ k- apﬁ+‘(m, and x{." (n) = apT"(”) to obtain household consumer surplus. Multiply with the
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size of the market to obtain aggregate consumer surplus in country i
s=m (16 (7)) (@ 0= 5 (/)= o 0 1))
w6 () (0= 8 (2 00)" = @00 @) 1y
+n;(1-6 (7)) <ax{k (1) - g (" (u))2 —pl* () (u)) |y
w6 (1) (e G0~ 5 (+700) = o (07" 00 )
e (1-G () (o) = 5 (4 00) = G0 10)) s
w6 (1) (b )-8 (400" =t 08 W) )l

which simplifies to $; = 6/ + G (¥/) AY + 5i]k+G (v*) A{k+ SKG (yM) A, where 87 = n; (W)

2 2 2
ik . 3a—3w—21;;—7; i 30—3w—217y)> ij . 3o0—-3w—21; 300—-3w—1;;
61'] =n <(32ﬁ/k)>’ 6ik =n; (W)’ Aij =n; |:<(32[31)> _ ((32131))] ,
3 2
ik 3a—3w—T1;;—27; 30—3w—2T;;— Ty i 30—3w—1y)° 3a—3w—21y)>
AR =, K( -, ) ) _ (( 2 ) ﬂ and AN K( a3 ) )_ (“XT))} ‘

The first-order condition with respect to the business tax (wage income is constant)

d(S"+T"):1F(A’JdV A’“"k>+3 G()/’J)+G<)/‘i)+tifl <—d7’” d"k> 0

dt; F—F\'' dy " d —-F dt; dt;
(3.14)
is a sufficient condition for a maximum by the concavity of welfare because
d*(Si+T; 1 dy’  dy 1 dy’ dyd 4
(2):7 —V+yk+f _7‘+7":_77<0.
dl‘i F—F dl‘,’ dt,' F—-F dti dtl' F—-F
Country i’s reaction function is therefore given by
1 ki ij ki
t,-:Z<A — AL 3F —3F + 7 4 — A (3.15)

Notice that 7; is linear in #; and #;. As standard in most of the tax competition literature, business
taxes are strategic complements. Moreover, the slope of the reaction functions is less than 1.

Hence, this system of equations exhibits a unique solution

3 3 1 1 o 1 o
=5 (F=F)+ o (A7 —aF) + = (o = o) + = (A = a)) + < (a7 +7 2] - xt'). 316)
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3.A.2 Proof of Lemma 6 and Proposition 10

623

By differentiating Equation 3.16“°, and using our assumption of non-negative trade flows, 7;; <

@ for all 7, j, a technical statement of Lemma 6 follows.

Lemma 8. Consider the subgame-perfect Nash equilibrium of economy & with K = 3 countries.
Forany i, j,k € & the following Nash equilibrium comparative statics hold for t;

(a) with respect to country sizes: % = 31,7% +3le(T;3T’k and d” = 91'};{(T)I;T-’k -
2(0—w)—1;j
277; 3208 ’

(b) with respect to trade costs: ‘”’ =

=9(nj+n) a%o_ﬁrjk > 0 and j;:j = (3n; —27n;)

oO—w—T;;
1608

By summing up the expressions in part (b) of Lemma 8, we obtain Corollary 2.

- 1
7(”f”) = 12 (n+ny) 2T DU (6 gp ) ST g

Corollary 2. Foranyi, j, k€ X, 1607 v, 1605

al Zke(/f,’tk o—w—Tjj

d’L’,‘_,‘ = —5 (I’li+l’lj)W
The technical formulation of Proposition 10 also trivially follows from Lemma 8.

Proposition 17 (trade-cost effect). Consider the subgame-perfect equilibrium of economy & with
K =3. Let Ty = Tj. Then, the disintegration of country k via a rise in bilateral trade costs with
countries i and j has the following tax effects

(a) Sy i — (3n;4-9n;— 18ny) %25% and

drc dty; 16083
d d 1608
(b) i + o = (6mi—2Tni = 2Tn;) “Eh5".

Under symmetric population sizes of all three countries, the disintegration reduces taxes in

all countries.

Observe that the assumption of identical trade costs, Ty = Tj, is not very restrictive. In

particular, the insights about the role of market sizes remain unchanged. For 7;; # Tj;, the signs of

the comparative statics are as follows sign ( di d‘ﬁj’f}() = sign (3n i ni—6n+3(nj+ny) %)

and sign (% + %) = sign (2nk —9n; —9n;+ (i —9n;) aﬁgf’ﬁﬁ) .The correction term on the right

side of the two previous lines adjusts for asymmetries in trade costs. Using the assumption

on the primitives that ensure positive consumption choices, 7;; € [O, %} , one may evaluate
Tik—Tjk
oO—w—"Ti;

costs, the adjustment term is comparably small. The central intuitions carry over.

the adjustment’s magnitude: € [O, %] Therefore, even for large asymmetries in trade

231f not stated otherwise, the equation numbering relates to the equations in this Appendix and not to those in the main
text.

182



3.B. Proofs for Section 3.2.2

3.B Proofs for Section 3.2.2

3.B.1 Proof of Proposition 11

First and similar to before, the first-order condition of the benevolent social planner in country i
reads as

d(Si+T; gAY i i AY i (ki ij (i i (ki i (i 477 i (i) 477
LSETD _ g4 g () 1. j‘g (#)+3-6" (/) + 6% () + (—gf<w>d’2+gk () f ) 0
(3.17)

which is necessary and sufficient by the second-order condition

d(Si+T) iy dYY Y A 1

Under the symmetry assumptions (country sizes and trade costs), we can simplify the first-order

1 1 1 1 1 1
A<~+‘> +3+tj—t+th— =1 <~+->
oF  oF" TaF ot \FY FS

2 2
foreveryi € # andi## j,k where A:==n [(%) — <(m_3+§_7)>] The intersection of

the reaction functions delivers the following Nash equilibrium business tax

condition to

N2 N2 e N2 N2 2
21 (F”) FFN L o4FY (Ff") Y21 FUF* (F"’) +9(F”) (F"’)
T I T T e W A L)
3(F”) {F’ +Fl}+3(F]) [F'J+Fl}+3<F ) [F”—FF]}—HF”FJF’

Now, recalling F"/ = €'/ +€, take derivatives

dt: . N2 /N3 N2 s aN2 N2 N2 N2 s N3 N3,
L g 13F" (—3 (F”) (F”‘) 13 (F”) (Ff") F’“+21(F”) I (F’“) +9(F”) (F’“) 4 42FY (F]k> 7

de’
.. N 2 N 2 L. -~ 3 o\ 4 . N3 N 2 o\ 2 A3
+60F" (F”‘) (f"’) + 18T (f"’) +24 (F”‘) Y445 (Ff") (Fk’) 421 (Ff") (F"’) >
(3.19)

and

de’*
—ij [k 2 ki —ijmjk (ki 2 —ij (=ki\3 —ik\ 2 [(=ki\2
L 14F (F ) F 1 30F'F (F ) +12F (F ) +3<F ) (F ) (3.20)

dt: e N3 N2 N2 N2 N2 N2
L Y ad <12 (F”) F"’+3(F”) (F”‘) 430 (F”) FRF 401 (F”) (F’“)

where 672 > 0. A technical statement of Proposition 11 follows.
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Proposition 18 (de-harmonization effect). Consider the subgame-perfect Nash equilibrium of
economy & with K = 3 countries. Suppose that trade costs and country sizes are identical:
T=T1j=Tx=Tjxandn:=n;=n;=mfori,j k€.

(a) Then, for any i,j,k € X d”k > 0. Moreover,
Fij ~ 0, or fjk ~ 0. However, lfF ~ 0, % < 0.

aﬂj > 0 for either F/ o~ FH NF

(b) Suppose that i and j form an economic union, i.e. F *_F* > F . Then, dcgfl"‘ + % > 0,
dt; dt; .. . .
fjk + dé’]" > 0, and d‘it’;k + % > 0. Hence, the disintegration of country k raises taxes every-
where.

dt,

dt;
Therefore, —i
s

cr’f

ﬁ,’a) depends on the relation between "/, F/*, and F*'. Notice that for F/ ~ F"* ~ F", for

F/ 0, or for F AR 0, ddj] > 0. Indeed there exists is a set of weaker conditions sufficient for

a positive sign, e.g. 4F > Fﬂ, 14F > F”, 6ij > FU or ij ] F . Notice, however, that for
—ki ki N2 /—ik
any FY' > 0 with F¥ ~ 0, we can find a (F”) <FJ ) > 0 such that 4% < 0.

is always positive. The sign of (by a resembling argument, the sign of

71}

Observe that dd‘t’lf + dd,’,’;i is always positive. Suppose that i and j form an economic union (i.e.,

—Jjk .. . dt; .
Fr=F '> F ) and that k disintegrates. Then, #; increases because ffk + dgli" > 0. It is easy
to see that the business tax in any member country i increases as well, i.e., d‘g]‘k + d‘it,‘(, > 0 for

Tk _ ki
Corollary 3 directly follows from the expressions derived for Proposition 18. As we can see,

average taxes in any two or more countries are negatively associated with firm mobility.

Corollary 3. Consider the subgame-perfect Nash equilibrium of economy & with K = 3 coun-
tries. Under the symmetry assumptions of Proposition 18, average taxes between any two and

among all three countries increase with a reduction in harmonization, that is, for any i, j, k € A,

dy (tit1;) d (ti+1) d3 Yhe ot
e > 0, e > 0 and i > 0.

3.B.2 Proof of Proposition 12

Again, the first-order condition of the social planner in country i is described by Equation (3.17).
Then, using F’ — Fi/ = F’ k_ Fik = Fh_ F¥_ the reaction function in country i reads as

1 L
= (A — A4 3F —3F 4+ 4t~ — w44 VY — v"’) . (3.21)
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This set of reactions functions implies the equilibrium business tax in country i

3 3 /. _ 1 . . 1 . . 1/ . S S .
=23 (F—E)JFE (Aﬁf—Af-")JrE (Aj-k—A'/)JrE (Aﬁ’—A{{k>+§ <7r§’+7r{"—n}J—n,f‘Jrv”—v"’).
(3.22)

i =0. A formal statement

dvil

dt;

dt; 1
5 < 0, and T

=1 i
_5>0’dvki_

One can immediately observe that

of Proposition 12 follows.

Proposition 19 (business-friction effect). Consider the subgame-perfect Nash equilibrium of

i ﬂ<0,andﬂ:0.

economy & with K = 3 countries. For any i, j,k € & 5 >0, 75 o

3.B.3 Proof of Proposition 13

The formal version of Proposition 20 follows from the comparative statics of Lemma 8.

Proposition 20 (migration effect). Consider the subgame-perfect Nash equilibrium of economy
& with K = 3 countries. For any i,j,k € & one can derive the following Nash equilibrium

comparative statics for t; from disintegration induced population shifts

di  dy - 2(0—w)—T; 2(a—w)—Ty 2(0=w) =Ty
(@) Zw — an; = 30T =505 + 3T 505 — 9Tk~ 3208 and

Z(afw)f (Tik+7ij)

(b) g — §i =27 (ta — ) —330p

dl’l_/' dnk

Migration into an integrated area raises taxes inside the area and lowers the tax outside.

Corollary 4 regards the effect of migration from country j to i on average taxes, holding

Y e ny and ny fixed.

Corollary 4. Forany i, j,k € # and i+ j,k, the effect of population shifts on average taxes are

dl(ti+t; dl(ti+t; 2(a—w)—(Tat+7;
(a) Z(dni ) zgnj )3 (7 — Tjx) W160([3’k *”k)’ and

diYic vt diYic ot 2(0—w)— (T4
(b) Ut lierts _ 5 (g, gy 200 L)
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3.C Proofs for Section 3.2.3

3.C.1 The K-Country Model in Section 2.3

Pre-tax profits in an ij-industry look very similar to those in the three-country case. Still, they
depend on firm relocation in the following fashion

n,'(O{—l/v-‘y-‘L','_,')2 Yl_,’(O{—W—ZTi_/)Z n](Ot—W—ZT,'[-‘rTj[)Z . . . ..
ij( ) 168 + 168 +Zl€=%/\{i,j}T if mobile firmlocates in i
) =N (awir Y nlow3r: i (emw—371427 )

ni(o 1»;;21,_;) + (e fgﬁh”) +Xien\{ij) 1C 12;'1+21ﬂ) if mobile firm locates in j.

(3.23)

The mobile firm locates in country i if and only if F¥/ > 7'[;] (n)—tj— (n?j () — t,~> = ¥/, Again,

simplifying the industry threshold becomes
2

67 (o0 —w) — 372 6(a—w)—3(tu+15)

')/j = (”lj_ni) ij + Z n; (Til—fjl) +1;i—tj (3.24)
168 le AN} 16p
and we derive partial equilibrium comparative statics as ‘%j =1, ‘%/ =—1, 37;: = (nj—n;) 3(04—8773—@)7
—W—T, i 3(a—w—r1; .
% :nlw“giﬁm, and % = —HIWfor] £1.
Since ¥/ = —y/" and G () is symmetric with F = —F, Lemma 9 directly follows. It will prove

convenient when deriving the objective function of the government.

Lemma 9. Consider economy & with K > 2. Suppose that F = —F. Then, G ('}/ji) =1-G (’)/’J)
Moreover, the number of firms in country i is given by k; == (K — 1) + % Yjeai (17— }/‘/)

. . . K K(K—1 . . .
Since there are K countries, one has to consider ( ) = K 5 ) continuums of industries

= GRS for gt () € {1,2} with

. . jl 3wk (W) Tk (W) T * * . . .

j#iand p/ ()= ; for (k7 (1), kj (1)) € {(1,2),(2,1)} with j,I # i. Plug

a—p (1) :
B

yielding K (K — 1) different prices. These read as p/ (u)

into the demand functions xfj (n) =

and xlj ! (n) = #—— and sum over all households
in a country. The aggregate surplus in country i derived from consumption of goods in ij- and
Jjl-industries simplify to

iy . i, y . niM w/ prob (1 —G ("
570 = (a0~ B (s10) i) =47 e 0G0
niTU w/ prob G(W)

(3.25)
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(30{—3W—2’Cij—1','/)2

; ; : 2 , i b (1—G(y"
st 0= (@ -8 (1 0) ) = {7 P e et
N~ w/probG(}/)
(3.26)

Summing over industries gives the total surplus

Si= )

ij 300 —3w— ij2 o (Ba—3w—21;)
(1—G(V’))ni( . 328 ) +G(7‘J)n,-( ¢ B Tj)]

jex\{i}
. 301 — )2 . 31— 212
+1 <1—G(}/ﬂ))ni (Boe—3w—21;— 1) +G(yﬂ) ni(Sa 3w—1;j —271)
2. 328 328
P e N\, i}

(Ba—3w-—1,)’ +7’” —F (3a—3w— 21))° — Ba—3w—1,)’

= n; n;

[t 32P 2F 32
—5i) Al
1 (3(%—3W—2Tij—fi[)2
SR T 32
! e A \{i,j} -
=0;
1 }/jl—F (3a—3w—r,-j—2r,-1)2—(3a—3w—21,-,-—1'i1)2

t5 X )} F 32 ’
i A\ i} 2F B
P re s\ {i ) ~

where the factor % is applied to avoid double count. Therefore, consumer surplus in country i

can be written as

. ij _ . . jl _ .
Si= % [5,-” - HAE’} ) ) {5,-” + yzFFA{l] (3.27)

jern i} 2F A e iy

where Afj , Alj L 6;7 and 5ij !"are functions of the model primitives ®. Accordingly, the social

planner in country i faces the following maximization problem

maxS; + T; + niw
t
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where
T =t (K—1)+L Y (F—y"f)]. (3.28)
2F jeorii
The first-order condition is given by
1

y 1 . dy’
A;]—I—(K—l)—f—i Z (F—'}/])-l-l‘ii Z (— ) =0 (3.29)
2F .o 2F jmgy \ A

d(Si+T) 1 dy’

dt; - ﬁ dt;

jer \{i}
which is sufficient by the second-order condition

d(Si+T) 1 dy’ 1
- T (‘ dt-)JrZF )3 <
i jes\{i} t jex\{i}

—dyij> _&K-D <0.
F

dt; -

The reaction function of country i can be simplified to
1 i 3T (K _ i _ ,
e (L, R T (eR)s o) e
jeA\{i} jer\{i} jer\{i}

Again, business taxes are strategic complements, the relation is linear, and the slope is less than
1. Thus, there will be a unique interior intersection of reaction functions in this tax competition
game. In the following, we derive this intersection. First of all, plug

1 . . . .
JjeR\i} e}

- Z Aﬁj—3F(K—1)+ Z <7tj.j—7rllj+tl—tj)>

je i) je )
:K11< Y- Y e Y () ¥ (-4
“1\emw  enm enn je i)
+ Y =t —(—u)+ Y, (l‘j—t,‘)—(ti—t,-)>
jeX jex
1 y y T P
“x_1 ( Y A- )Y A+ ) (”jj - ”zj> - X <7er - ”ij> +K (1 —fi)>
“1\emw ' enm enn je i)
— AV — A+ Y (al-n)- Y (2 —a? >
2K -1 <jef;\{i} jef;\m l je%\{z}( Fo) jle\{i}( /o)
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into
S AV +3F (K —1 Vg
ti—ﬁ Z ; +3F(K—1)— Z (”j_”i)_ Z (ti—1t))
jeA\{i} jeA\{i}y jeA\{i}y
=3F + K Y AT K Y n”—n".f>
(K-1)RK—1) &, T (K-1K-1), &=, J
1 ) 1 .
(K_l)@K_l)jer/mex\{j} J (K_l)(ZK_l)meJi/\{i}
1 o 1 o
— n.r]nm_njm + (n&m_ﬂ;m>
(K—l)(2K—1)jE%m6%/\{j}( J ) (K—l)(2K—1)m€fZ\{i}
_ . 1 G
=3F + Y A+ Y (#/—=/
K=l cimy - 2K-1 je%\{i}< /)
1 . 1 _ .
+ Yy Y ar- Y Y (aromn).
(K_])(zl(_l)je%me%/\{j} ’ (K_l)(ZK_l)je%/me%\{j} / )

Then, notice that

(wir=a") =L X (mr—x") - L ¥ (i —a") =0 (3.31)

JjEX meA\{j} jom>j Jom>j

to obtain Lemma 10.

Lemma 10. Consider economy & with K countries. Suppose that F = —F . Then, the subgame-
perfect Nash equilibrium of the tax competition game is given by
1

ij i 1 j
L ANtopor L (ﬂij_nfj)+(K—1)(2K—1)Z y o

je\{i} jed \{i} JjeEX le ' \{j}

t;,=3F
! +2K—1

foranyiec % .

One can immediately see that j—% > 0. This statement is a standard result from the literature

on tax competition. A rise in F widens the range of relative fixed costs. Some industries will

choose to stay in country i no matter how large the tax differential is.

We now derive further comparative statics. Since

6Tij ((X—W)_3Ti2j 6((X—W) (Til_rjl) _3<Ti21_rjzl)
— ny
16 1N (i} 165

=i

T , (3.32)
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. .. . . ( iij_ 7) o—W—T;; d(”i”‘”?)
differentiation with respect to trade costs yields ==~ =6 (ni —nj) oF S dn =
d(nfjfn".j) vty d(xl -l d(zi -l o
o—w—T; i %) o—w—1j ) . o—w—T; i M) g, ETWT
—6n, 168 g do; 6y 168 S =g =0 (ni —ny) 168 g dv; 6n; 168 L
d(nmil —mi! —W—T; . .
and %ﬁn’) =6 ja lvg B % 1t is more convenient to write ; as
_ K , 1 : ; 1 il
t;=3F + Y A4 y (nﬂ _ ﬂ;l> n Y Y A
(K-1)(2K~-1) le\{i} L2k les\{i} t (K—-1)(2K—1) je\{itie\{j} !
(3.33)
such that
dt; K o0—w—71; 1 oO—w—T71;
dt;  (K—1)(2K—1) < TS ) =10~ —ep
1 o6 —w— T 1 o6 —w— T
+ ) (—6n i > + (—3n i
2K— 1,5 168 (K—1)(2K —1) 168
and
dt; 1 o0 —w—"Tj 1 oO—w—"Tj
= 6n; 6
dtp 2K 109 166 T 2k—10% 16p
1 oO—w—"Tik 1 o0—w—Tik
—3n; J -3 J )
+(K—1)(2K—1)< " 16B >+(K—1)(2K—1)< 168 )
Furthermore, since
2
_ K Ti‘—ZT,‘j(Ot—W)
t;=3F + 3n; !
' (K—1)(2K—1) ’jej\{i} 328
(o —w) — 372 6(a—w)(ty—1t)—3(15—1;
n 1 ( ) 67;; (a0 —w) — 31} N Z il — Tl 1 Tl
— n; — I’lj ny
2K=13% 16p 1) 165
1 T2, = 2Tjm (A — W)
+ Y )Y 3 : (3.34)
(K=DOK=1) i melf ) 326
the comparative statics with respect to market size are
ﬁ: K 3 Tl-zj—2rl~j(oc—w)+ 1 6Tij((X—W)—3Ti2j
i (K-1)2K-1)", &, 32 2K—1, & 168
K-2 Z(Ot—w)—fij
= 3 T R T (3.35)
(K—1)(2K—1) je;\{i} Y 328
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and
. _ (o —w) — 372 6(a—w) (Tjx— i) —3 (7% — 77
d; 1 6t (0—w) 3Tik+ 1 Z Jk = ik jk — Tk
dn, 2K —1 168 K1, i 168
1 T2 = 2T (X — W)
+ 3km
(K—1)(2K—1)me];{k} 32B
 6(K-1)+3 2o (@ —w) -7 6(K—1)-3 2(00—w) T — Ty (336
K—1)2K—1) 328 K-1DK—1), 500 328 S

Simplify these expressions to obtain Lemma 11.

Lemma 11. Consider the subgame-perfect Nash equilibrium of economy & with K > 2 countries.
Then, for any i, j,k € & one can derive the following Nash equilibrium comparative statics for

l

(a) with respect to country sizes § ‘”‘ = wfﬁ Yjea\(i} T jw‘%ﬁ and
di;,  6(K—1)-3 200-w)Tu =Ty 6(K—1)*+3 2n(a—w) -1}
dng ~ K-1) K1), 2 328 K—1)2K=1) 328

(b) with respect to trade costs d” = (n,- (K—2)—2n;|(K— 1)2+O.5D (1@1)?21(71) E2 5 and

168
dy;, 3(2K-3) o—-w-7
dug = (1) ®nEET 165

To sum up, the intuitions from the three-country model hold. As already mentioned in the
three-country setting, a country’s size positively affects its ability to tax, whereas it is not clear
how #; reacts to an expansion of market k.

Furthermore, when trade costs between j and k rise, country i becomes relatively more at-

;.
’ dTij
if market i is not too large. Interestingly, the more countries there are, the larger market i has to

tractive, which gives the latter country the leverage to tax more. Moreover. will be negative

be relative to j to have g- " - > 0.

Similar to Corollary 2, we formulate Corollary 5.

Corollary S. Consider the subgame perfect Nash equilibrium of economy & with K > 2 coun-

tries. Define t == & Zk@gtk, ey = KEU ke Ay to and tponEU = g KEU Zke)if\%y tx. Then,

.. ti+t 3[(K—1)(2K—3)+2](ni+n w—1;
(a) forany i, j k€ X, gr,—,— ) 2(1@1)(21(71() i) o 16[31]’
d% (t; + 1) _ 3[ni(3K—5)—nj(2(K—1)(1(—2)—1—2)] o—w—T and dt __3(n,'—|—nj) o—w—T;
dtj 2(K—1)(2K—1) 168 dt;  K(K-1) 168
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(b) for i, j € Hgu,

diEU . 3[(K*KEU+1)(2K*3)+2] (n,-+nj) & —w—1j and dfmmEU . 3(2[(*3) (n,-+nj) o—w—7;

dtj Key (K—1)(2K—1) 168 dty  (K—1)(2K—1) 163
(¢) forie #gy and j € X\ Hgy,

digy 3(ni[K—2—|—(KEU— 1)(2](—3)]—1’1]'[2(](— 1)(K—KEU)+KEU]) a—w—T1;

dtj Key (K—1)(2K —1) 168

and

dinonEU B 3(I’Lj [K—2+(K—KEU—1) (2K—3)] —n; [2(K—1)KEU -I—K—KEU]) a—w—T;
dt; (K—Kgy) (K—1)(2K—1) 168

(d)for la] € <%/\ji/EU»

dtgy . 3(2K—3) (n,-—l—nj) oa—w—71; and dt nonEU __3[(KEU+1) (2K—3)+2] (nl-—i—nj) o —w—Tj

dt;  (K—1)(2K—1) 168 dt; (K—Kgy) (K—1)(2K —1) 168

Part (a) of Corollary 5 is the K-country equivalent of Corollary 2. (b) — (d) describe the
effects of a rise in bilateral trade costs on average taxes. When trade between two member
countries becomes more costly, members’ taxes fall on average, whereas the average tax of non-
member countries increases. On the contrary, the higher the bilateral trade costs for two non-
member countries, the lower (higher) is the average tax of non-member (member) countries.
Part (c) shows that the effects of a rise in trade costs between a member and a non-member
country are unclear. They depend on relative sizes of the respective countries as well as the

number of member countries.

3.C.2 Proof of Proposition 14

Similar to Proposition 17, we provide a formal statement of Proposition 14.

Proposition 21 (trade-cost effect). Consider the subgame-perfect Nash equilibrium of economy
& with K > 2 countries. Suppose that trade costs between the leaving country | € '\ Fgy and
countries m € Kgy are the same, T = T,,;, VYm € Kgy, and let country | disintegrate from the
member countries. This triggers the following change in the tax of

(a) the leaving country | € X'\ Fgy

Z dll _3KEU(K_2)nl_3KEU [2(K_1)2+1]ﬁEUOC—W—T
i AT (K—1)(2K—1) 16
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(b) the remaining member countries m € gy

dt, n dﬂ B (K* 1) [6KEUI7lEU —6ny (K* KEU) — 3nm] +3Kgy (l’ll *ﬁEU) oa—w—T
AT K—1)(2K—1) 168

i fmy 4Tt

and

(¢) third countries k € '\ (Hgy U{l})

drty, _ 3Kgy (2K —3) (ipy +my)) o —w—1
dty  (K—1)2K-1) 168

To show Proposition 21, we use Lemma 11. For part (a), take country / which is supposed
to leave, in the sense that all bilateral trade costs between members and country / are going to
increase, and sum % over all relevant country combinations (i.e., over the set #zy)

dt 3 oC—w—1
mez"%l]wr; :m;fw (n; (K —2)—2ny, [(K—1)2+O.5]> K-T2K—1) 168

_<n,KEU(K—2)— Y [2(K—1)2+1]>(K_l)?ZK_I)“_IZﬁ_T. (3.37)

me Xy

. _ : : : Key dt, __ 2 3Kpyn o0—w—T
For n = n,, = n,, we obtain a simpler expression }, **, = (SK —-5-2K ) EDOE=T) 165 < 0.

Proceed similarly to obtain the reaction of a member country m € #gy to the disintegration

of /. It is important to note that two effects play a role here. First of all, there is a direct effect
induced by the increase in bilateral trade costs between the countries m and /. At the same time,
trade costs between [ and the other member countries rise. Therefore, the overall effect on the
business tax in country m reads as

;{Z;—F ) dtm:(nm(K—2)—2nl[(K—1)2+0,5D

3 a—w—1

(K-1)(2K-1) 168
32K-3) a-w-c¢

+ )Y (nj+m) (K—1)2K—1) 16p

j€AEu\{m}
:<(K—1) 2 Z nj—2nl(K—KEU)—nm]
JEXEU
1 3 oa—w—7T
+Kgy |nj— —— n; . (3.38)
Ky je;w ! >(K1)(2K1) 168

Under symmetric market size %,',"l, + X je o\ [m) j;;’[ = (4Kpy — 2K — 1) 522 TR
For the proof of part (¢) we only need to consider one set of effects, namely that the rise in

trade costs considered here is a third country effect for non-member countries. That is, for any
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k€ 2\ (HEgy U{l}) the effect on business taxation is given by

dn

3(2K—3 o—w— 1 3Kgy (2K —3) aa—w—
( ) u T( Z nj+n1>( £ ( ) id T>0.

)y = ) (”f+”‘>(1<—1)(21<—1) 168 \ Kev K—-1)2Kk—-1) 16p

JEKEU dTﬂ JEXEU JEXEU
(3.39)

As in Proposition 17, the main insights regarding market sizes carry over when dealing with
asymmetries in trade costs. The positive effect on third countries’ taxes (part (¢)) is fully robust
to the inclusion of differing trade costs. A correction term that accounts for the asymmetries
adjusts the sign in part (a) as follows:

_ diy _ 2(K—1)+1_ 2(K—1)+1 T— T
g( L m)Z”S’”(”Z‘K_z”EU L \" "k ") K@ w0

meXgy meAgy
(3.40)

T—Tm
KEU(afml»fr)
dinality of the set of countries left by country /, the more negligible is this adjustment. The

Again, the adjustment is comparably small since } ‘ € [O, ﬁ} . The larger the car-

correction in part (b) is less straightforward

2
. (dlm dlm) . (ZK—?))KEU?_ZEU—(K—l)nm 3([{72)”’"7[4([(71) +2|m
sign | —— = sig

+ - —m+
Aty jEJX/EU\{m}dTﬂ 2(K—1)K—<2K—1)KEU 6(K—1)K—(6K—3)KEU

T (6K —=9)(nj+m) T—Tj
a—w—1 = 6(K—1)K—(6K—-3)Key a—w—1 '

(3.41)

T—Tnl 1
o—w—7 6(K—1)K—(6K—3)Kgy

€ [O, m] and decreases in the

The adjustment term is bounded

number of countries.

In Corollary 6, we consider average effects. For this we define the world, EU, and non-EU av-

S | R | h . 1
erage taxes as follows: 7:= ¢ Y yc » I, [EU = o Y ke Ay to a0 Tnonpy = fr e Like N\ (Apyull}) k-

Corollary 6. Consider the subgame-perfect Nash equilibrium of economy & with K > 2 coun-
tries. Suppose that trade costs between the leaving country | € '\ #gy and countries m € Xy
are the same, T = T,,;, Ym € Zgy, and let country | disintegrate from the member countries. This
disintegration triggers the following change in the average tax of

(a) the remaining member countries

digy  [(2K—3)Kgy — (K —1)]37igy + [Kgy —2(K — 1) (K — Kgy)|3m a —w—17
dt (K—1)(2K—1) 168
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(D) third countries
dtponEu . 3KEu (2K— 3) (ﬁEU +7’ll) °C—w—7T
dt (K= 1)2K-1) 168

(c) the world
if B _3KEU (2K* l)ﬁEU+3KEU(K*KEU* 1)7’11 o—w—7T
dt K(K—-1)2K—1) 16

3.C.3 Proof of Proposition 15

Assumption 4. Letn:=n; =nj foralli,j € 2. Moreover, let T* = 1;; = Ty for all i, j, k € Hgy

with j,k #iand T = Ty, = 7, > T foralll € X and m,n € # \ Hgy withm,n#1. Let Kgy > 1.
Under Assumption 4, the business tax of a member country m € %y simplifies to

2 -27(a—w) N [(K—1)(2K —2Kgy + 1) +Key| (Key — 1) 2(a—w)—(t+71%)

n=3F+3 3 (1 — 7" ’
: 508 K—1)(2K—1) n(t—7") 32B
(3.42)
whereas the tax in a non-member country n € £\ #gy reads as
_ 2 _2t(a— Kry (Kgy — 1) (2K — 2(ot—w) — *
= 3F +3n 20 W) | Kev (Key — QK =3) 5 0 202w - (0T (345

32 (K—1)(2K—1) 32
First of all, note that

2(a—w)—(T+71")
328

_ Key (2K—3)+ (K- 1) (2K —2Kgy +1) + Ky

ty—tm K—1)2K-1) (Key —1)3n(t" —1)

Hence, t, < t,, whenever t* < 7 and Kgy > 1. If Kgy = 1 or 7% = 7 (which we rule out by
assumption), then t, = t,,. As we can see, the size of the business tax differential between
member and non-member countries depends on the degree of economic integration in the world
economy. Moreover, note that as the number of countries grows large, business taxes do not

diverge
2(a—w)—(T+71")
328 ’

Lim t, = lim 1, +3n (Kgy —1) (7~ ") (3.44)
—>00

K—o0

where lim t, = 3F + 3p2=2aw)
K—boo 32p

For part (b) of the Proposition, differentiate #,, with respect to the number of member coun-
tries

dtyw  (K—=1)[(2K—1)—4(Kgy —1)] + 2Ky — 1 2(—w)(t—7)— (t* = 7*%)
T e )(211:;U_ 5 EU 3n< 25 ) (3.45)
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This expression is positive by the following argument. Firstly, note that the sign of d”[é% is

the same as the sign of ¢ (K), where ¢ (K) :== (K —1)[(2K —1) —4 (Kgy —1)] +2Kgy — 1. ¢ (K) is
positive, since ¢ (1) =2Kgy —1>0and ¢’ (K) = (4K —3) —4(Kgy — 1) >4(K — 1) —4(Kgy — 1) >
0, VK > Kgp > 1.

The other derivatives are also intuitive

Z;’Z =-%=T 121{— {76 [(K = 1) (2K = 2Keu + 1) + Kew] (Keo = 1) O‘_szﬁ_f <0 (3.46)
and
din _ gy TZ(O=W) | : 6nyy [(K —1) (2K —2Kpy +1) + Ky (Kpy — 1) 2T
dt 328 (K—1)(2K—1) 328
= W@K—l)@"{“’ {(K—1) 2K (Kgy —2) — 2Kgy (Kgy — 1) + 3Kgy | + Keu (Kgy — 1)} a;TwB—r
> m@’”@u {(K—1)Kgu [2(Kgy —2) —2(Kev — 1) + 3] + Keu (Kgy — 1)} %w};r
= m@%u {(K—1)Kegy [-4+2+43]+Key (Key — 1)} %WB_T > 0. (3.47)
The comparative statics in part (c) of Proposition 22 are given by
T e kg <0
and 5;’; = KE”(gf’{)zzll){(flff) 6n "“;;ET* > 0. To summarize, we provide a technical version of Propo-

sition 15.

Proposition 22 (union-size effect). Consider the subgame-perfect Nash equilibrium of economy
& with K > 2 countries. Let Assumption 4 hold and suppose that K,Kgy € R™. Then, Ym € #gy
and n € X\ Ky

dm dm dm dn dn dl’l
(@) tm >t (b) gtz > 0,3 <0, G2 >0, and (c) g <0, g2 >0, 72 <0.

The average worldwide business tax r = Ii@—”tm + K 7,?’5” t, can be written as

TZ—ZT(Q—W) Kry (KEU — 1)
32B K(K-1)

2(0—w)—(t+71%)

i=3F+3
+3n 328 ,

3n(t—1")

which is decreasing in the number of competing markets K.
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3.D Proofs for Section 3.2.5

Define %74 as the set and K74 as the number of countries which participate in regional trade
agreements (e.g., the WTO). Let t°/¢ denote the vector of tariff policies before the disintegration
of country / from the integrated area/economic union abbreviated EU. That is,

old __ old old old old yold old
7 = (tEU.,EUa teu s teu ta> tira  tra 1A tRest) (3.48)

is a vector of trade taxes consisting of (i) the null vector (t%lg EU,t%lg l)’ which summarizes

zero bilateral tariffs in the economic union, (i) another vector (t%l&TA,tlofﬁA,t‘;l/f’T A) which
summarizes cooperatively chosen tariffs within the set of countries %74, the leaving country,
and the economic union, and (iif) another vector of tariffs which are set non-cooperatively

old __ old old old old
tRest - (tEU,Rest? tl,Rest? tTA,Rest? t,ResLRest) (3 49)
vis-a-vis countries from the rest of the world (e.g., Iran). Moreover, let

old __ old old old old old old
T —(TEU,EUaTEU.,lvTEU,TAaTz,TAvTTA,TAaTRest) (3.50)

denote the vector of bilateral non-tariff trade costs. A feature of an economic union is that
member countries can cooperatively set these non-tariff trade costs. To begin with, we state the

following lemma.

Lemma 12. Suppose that business taxes are positive, trade taxes are small, and trade costs
sufficiently similar (T, = tyy + T = Tup = tup + Tup). Then, for any i, j,k € K, V, Wi (T,t) >0
and V4, Wy (7,t) > 0.

Hence the cross-country welfare effects of higher trade costs are positive. In the Supplemen-

tary Online Appendix, we prove this statement.>*

As mentioned above, countries inside the economic union choose non-tariff trade costs co-
operatively. That is, (TEUEU,TEUJ) is the outcome of efficient Nash bargaining. Before the
disintegration of country /, (TE%EU,TEZ{I) = argmax Y, z,00 W (-). After the disintegra-

(TEU.EUaTEU.I
tion, the remaining members negotiate their internal trade costs without consideration of country
I’s welfare (TE’E,WEU> = arg max ¥ e sy Wn (+) -
(Tev.EV)
Do the remaining member countries integrate more with each other after the disintegration

of [? In other words, how do the vectors TI%{ gy and Tgf}fEU compare with each other? Consider

%4The Supplementary Online Appendix is available at https://www.vwl.uni-
mannheim.de/(...)/Janeba/Supplementary_Online_Appendix_for_A_Theory_of _Economic_Disintegration_22102021.pdf.
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the first-order Taylor approximation of members’ welfare in the new optimum

new new _ old new
Z Win (TEU7EU77-EU,I>')_ Z Wi (TEU,EUvTEU,17'>
me Xy meAgy
i

old new new old
+ Z Vorey ey Wn (TEU,EUvTEUJv‘) (TEU,EU —TEU,EU> +h.o.t.
me gy

> Z Win (TEZJ,EUvTI};ZVIjlv') (3.51)

meXgy

where the inequality holds by Lemma 12, and therefore implies

!
old new new old
Y, Vv W (TEU,EU’TEU,la ) (TEU,EU - TEU,EU) > 0. (3.52)
meXgy

By optimality of the old solution ¥,,.c ., u(1} Ve eo Win (794,%1) = 0 and, accordingly,

i
old jold new old
Z Voreveo W <7' T ) (TEU,EU - TEU,EU)

me Ay U{l}
!
_ old new new old _
= Z Vorew e Win (TEU,EUaTEU,lv ) (TEU,EU - TEU,EU) +h.ot.=0.
me gy U{l}

!

Therefore, —V,,, ., W; (77/4,t°!) (ngijU —T%{EU) > 0 and one can conclude that, whenever
Vo eo Wi (TOld  told ) > 0 (i.e., the welfare of the leaving country is increasing in two member
countries’ trade costs as in Lemma 12), 74z, < 78 gy

By the construction of the economic union as a customs union trade taxes inside the union
remain prohibited ¢37 o, = £/ z; = 0, whereas trade taxes between the leaving country and the
economic union can be anything after the disintegration. That is, tOE’Lj ; =0and £, z 0. Observe

that this includes the case where country / remains in the customs union.

Common external tariffs are an essential feature of the customs union. Therefore, when
country / decides to remain a member of the customs union, there will be no first-order change
in trade policies vis-a-vis third countries. To put it differently, the countries #zy and [ jointly
decide on external trade taxes before and after the disintegration of /. Objective functions and
instruments of tariff policies remain the same. Only non-tariff trade barriers inside the customs
union change. This change, however, has no first-order effect on the other trade policies. To
determine the exact sign of second-order effects, one needs to know about cross derivatives of
welfare functions with respect to the respective trade policy instruments.

Now, suppose that country / departs from the customs union but stays within the set of coun-
tries that participate in regional trade agreements. Recall that before the disintegration member
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countries solve

(8l evoéld)) = argmax Y Wi()
(Tev £U TEU L) MEHEY UL}
sub ject to (t}i—l&EU,tgg,l) =0, (3.53)

but afterwards

( new gnew ) .

Teu, s LEy,y) = arg§ max Z W (°)

(TEU.lvtEU‘l) me gy {1}
sub ject to (t%eljvﬁEU) =0

and (rgf}vEU) ‘= arg max Z W (). (3.54)

(Tev EU) meApy

!

Then, our approach delivers ¥, s, vy Vegy,Win (79, 8°17) <t}’waJ) > 0.

In principle, the sign of the relevant gradient and, therefore, the sign of post-disintegration
trade taxes t};7; ; are ambiguous. In our model, for example, a domestic import tariff in country /
would mean higher prices and a lower consumer surplus there. At the same time, ceteris paribus
some marginal firms move to country / to gain low-cost market access, which means a rise in

business tax revenues in /. Moreover, country / generates tariff revenues.

Given that we have dealt with the effects of economic disintegration on the trade policies
between countries / and gy, we can now speak to the impact on regional trade agreements of
the economic union and the leaving country with third countries. Fix a country TA € J#74. Once
again, observe that the objective function and the trade policy instruments of the Nash bargaining
change as follows:

(£ rati’fs) == argmax ¥ Wil (3.55)
(tEU,TA-,tLTA> me KgyU{1,TA}
and
(L0 ra) =argmax ) Wu() and (6)5) =argmax W, () +Wra(-).  (3.56)
(tEU,TA) meKgyU{TA} (tl.TA)

Again, consider a first-order approximation of welfare in .#zy and TA in the new optimum and
use the first-order conditions of the respective optimization to show that

!
old yold new old
_VtEU,TAVVl (T it ) < EU,TA _tEU,TA) >0,
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which implies together with 12 ¢4/, < %/ ,. By similar arguments,

= X Ve W (T (55— 415 ) > 0.

meXgy

old old : ; :
Therefore, for }.,,c sz, Vi, 70 Wn (TEU,EU7tEU,l7 ) > 0 (i.e., members of the economic union

benefit from a trade war between [ and TA), 67 < t;’f;{A. Hence, both country / and member
countries of the economic union deepen their regional trade agreement with country 7A by low-
ering trade taxes.

Consider, now, non-cooperative trade policies by the economic union vis-a-vis a country
Rest € '\ (714U HEgy U{l}). Use bold letters for trade policy instruments which are under
the control of the respective government. Non-cooperative trade policies before and after the
disintegration of / are given by

(88 g 1l ) = argmax Y Wal) (3.57)
(tEU.Reshtl,Re.vt) men}i/EUU{l}
and
( %‘f}‘,’Rm) ‘= arg max Z W, () and (t{’ﬁ;”s,) = arg max W (-). (3.58)
(tBU Rest) MEHEU (t1.Rest)

Again, linearize welfare in the new optimum and use the optimality conditions to demonstrate
that

! !

_VtEU.Resr‘/Vl <T01d7t01d> (t%%ijest - toElg',Rest> >0and — Z th,Rm Wi (TOld?tOId) <t?§;’ft - t?,%ist) >0.
me,}(EU

One can conclude that #3557, < toElnges, and tpgr < t;’}‘isl. Therefore, the disintegration of [

reduces not only cooperatively chosen tariffs but also non-cooperative tariffs.

The effects of the economic disintegration on regional TAs between countries, which are not
part of the economic union, as well as non-cooperative trade policies by any third country, are of
second order. The reason is that the objective functions and instruments of tariff policies remain
the same. Therefore, policies are only indirectly altered. Cross derivatives of welfare functions

measure the changes in these policies with respect to the respective trade policy instruments.

We summarize the insights formed in this section in Proposition 23.

Proposition 23 (endogenous trade policy responses to disintegration). Suppose that, initially,

countries | and Fgy form an economic union (old optimum). In the new optimum, country [
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leaves the economic union. Moreover, suppose that business taxes are positive, trade taxes are
small, and trade costs sufficiently similar. Then, T5('r; < 5 e
; new old new old jinew old
If country [ also leaves the customs union, Uey ta <tEu 1a> 174 < U TAtEU Rest <YEU Rest>

new old
and tl,Rest < tl,Rest'

In summary, non-tariff barriers inside the economic union and cooperative (non-cooperative)
trade taxes of gy and country [ vis-a-vis 74 (J\ (74U HEy U{l}), respectively) decline.
Therefore, the departure of a country from an economic union leads ceteris paribus to a deeper
integration of multilaterally formed institutions around the world and less protectionism.
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