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1 Introduction

It is well documented that the distributions of income and wealth in the United States and other
developed nations are skewed to the right, with tails that may be well approximated by a Pareto
distribution. For instance, Atkinson et al. (2011) survey empirical studies of top incomes and find

that the density f of incomes in the United States in 2009 satisfied

C
f(Z) ~ 4o

as z — oo for some constant C, with « approximately equal to 1.53. Further, numerous authors have
observed a sharp rise in income inequality in the United States and other developed countries over
the past few decades. Using data from the Statistics of Income division of the Internal Revenue
Service, Piketty and Saez (2003) estimate that the top 10 percent income share has risen from
approximately 34 percent to nearly 50 percent over the period 1980-2015 and that the top 1 percent
income share has risen from approximately 8 percent to over 20 percent over the same period.
Although the magnitudes of both levels and trends differ depending upon data sources and units
of analysis, this significant rise in income inequality has also been observed in survey data! and in

administrative-level data on labor incomes obtained from the Social Security Administration.?

What is perhaps less well known is that much of the recent increase in income inequality is due
to the growing importance of business income. Smith et al. (2019) and Cooper et al. (2016) use
administrative tax data to document that business income now accounts for a greater share of the top
0.1 percent of income than both non-business capital income and wage income, and that the majority
of this growth is due to private, pass-through entities (those not taxed at the firm level), such as
partnerships and S-corporations. The importance of business income is reinforced by the observation
of Guvenen and Kaplan (2017) that the increase in inequality in the past decade observed in IRS data
has not coincided with a similar rise in labor incomes recorded by the Social Security Administration.
Smith et al. (2019) also note that top income earners are disproportionately business owners, with
households in the top 1 percent of the income distribution 50 times more likely to receive partnership
income than households in the bottom half of the income distribution. Further, these authors show
business income depends on the owners’ active participation rather than passive ownership by

documenting that the unexpected death of an owner-manager gives rise to an average fall in profits

!See, e.g., Heathcote et al. (2010), and references therein.
2See Guvenen et al. (2014), Guvenen and Kaplan (2017) and Song et al. (2014).



of 54 percent.

The appropriate policy response to this large degree of inequality and its increase over recent
decades depends on the underlying economic mechanisms by which these phenomena arise. Guided
largely by the (static) Mirrlees (1971) model, Diamond and Saez (2011) survey the literature on
optimal taxation and argue that the top marginal tax rates may be as high as 80 percent, far higher
than the current statutory maximum of 39.6 percent. However, the disproportionate role of business
income among high earners and its higher level of idiosyncratic risk suggests that appropriate policy
responses must consider the role of entrepreneurial activity, a phenomenon absent from the static
Mirrlees model. Similarly, although the seminal contributions of Atkinson and Stiglitz (1976),
Chamley (1986) and Judd (1985) imply zero capital taxation in the long run, in these models "capital
income" is homogeneous and identified with the (safe) returns to savings. They are therefore silent
on the question of whether business income ought to be taxed differently from savings, given that

the former may depend in part on the past investments of effort undertaken by the owner.

This paper develops theory and numerical techniques to characterize constrained efficient allo-
cations in an environment capable of capturing the above stylized features. Specifically, I assume
that both initial ability (whether or not one may run a business) and effort exerted to improve
productivity are privately observed only by the agent. In doing so, I draw upon the existing litera-
ture on both dynamic contracting and heterogeneous-agent macroeconomics. The first part of the
paper extends the principal-agent model of Sannikov (2008) to this richer setting with endogenous
productivity. To preserve incentives for high effort, high realizations of productivity growth must be
rewarded by either high future consumption or leisure, leading to imperfect risk-sharing and ex-post
inequality in all efficient allocations. I then show how this principal-agent model may be used to
derive implications for aggregate quantities by decomposing the problem of a benevolent planner
facing a continuum of agents with random lifespans into a series of problems of dealing with each
generation in isolation, given (shadow) prices for goods and labor that may then be varied until

resources balance.

The incorporation of endogenous human capital formation into the agency problem has impor-
tant implications for both the dynamics of risk-sharing and its distribution across income levels.

In any agency model with unobserved effort, high realizations of output must be rewarded with



high consumption or leisure in the future in order to align the incentives of the principal and the
agent. In the presence of wealth effects in consumption, it becomes increasingly expensive over time
to motivate agents with histories of high output. With fixed productivity, the principal therefore
rewards rich agents with leisure rather than consumption, and so, such agents bear little to no risk.
With endogenous human capital formation there is a countervailing effect: when agents affect the
growth rate, rather than the level, of output, the benefits of motivating an agent rise with their
productivity. Although it is still true that the cost of motivating agents rises with their consump-
tion, agents typically obtain high consumption precisely because their productivity rose, and so the
societal benefit of effort rises along with the costs. I provide sufficient conditions for the former
to overwhelm the latter in terms of the underlying preferences. I show that this has first-order
effects on the implied stationary distribution, and in particular, the thickness of the right tail of
consumption. The tractability of the model then allows for simple comparative statics connecting
changes in aggregate technology with efficient distributions of income and firm size. Specifically, in
response to any change in resources or technology that increases the marginal productivity of an
entrepreneur, a benevolent planner will wish to make incentives for effort more high-powered, which

necessitates an increase in inequality ex-post.

In the final section of the paper I connect the abstract characterization above with taxation
policy. Prescriptions for taxes depend naturally upon assumptions regarding the degree of risk-
sharing present in private markets and the complexity of contracts that agents are assumed capable
of signing. To isolate the role for government and its relation to the degree of imperfections in pri-
vate markets, I consider two separate decentralizations that capture opposite extreme assumptions
regarding the richness of private financial markets. In the first, agents may sign long-term contracts
of arbitrary complexity with a perfectly competitive sector of financial intermediaries. Such con-
tracts are required only to respect the asymmetric information constraints above and so may depend
upon the entire history of firm performance. In this environment the decentralization is very simple
and calls only for linear taxes on firm profits. The intuition behind this result is an extension of
that embedded in Prescott and Townsend (1984): since the government has no obvious advantage
over the private sector at overcoming agency frictions, the latter continues to provide utility at the
lowest cost possible. However, since the private sector will not achieve the redistributive goals of

the government, a tax on firm profits is necessary for precisely this purpose.



This decentralization assumes that the financial intermediaries are capable both of committing
to long-term contracts and monitoring the consumption of agents. Since both assumptions may be
unreasonably strong, to complement the above I conclude with a restricted-instruments exercise and
analyze linear taxation in an environment in which agents may only save in a risk-free bond and
trade shares of their firms in spot markets. Within this setting the dependence of firm productivity
growth on unobserved (and non-contractible) effort implies a novel effect of taxation policy: taxes on
capital income affect the incentives for retaining ownership of one’s business and hence the degree
of risk-sharing present in the private sector. Intuitively, the willingness of investors to purchase
shares in a firm will depend upon the incentives of the owner to exert continued effort to improve
productivity, and hence upon the outside option, the return on (passive) savings. Within this
linear class, the optimal policy calls for taxes on corporate profits, capital income, and wealth.
However, interestingly, the taxes on personal capital income and wealth play no redistributive role,
and vanish as agency frictions become negligible. Instead, the redistributive role is played by the
corporate income tax, as this simply lowers the value of the firm ex-ante, and thereby taxes the
elastic quantity of the model: the endowed talent of the firm owner. In contrast, taxes on capital

income alter the private returns to effort in one’s business and consumption smoothing, respectively.

Related literature. A vast literature builds upon the seminal contribution of Mirrlees (1971)
to derive optimal taxes in informationally constrained economies. Rothschild and Scheuer (2013)
conduct an optimal taxation exercise in an environment in which agents self-select into one of two
industries and wages are endogenous. Scheuer (2014) explicitly considers entrepreneurs and firm
formation within a static model and allows for both pecuniary externalities across occupations and
the possibility of occupational-specific taxation. Ales et al. (2017) adopt a span-of-control technology
as in Rosen (1982) and Lucas (1978) and allow firm size to be endogenous. Scheuer and Werning
(2016) explore how optimal taxation policy must be altered in the presence of "superstar" effects in
the form of assortative matching between individuals and firms. Ales and Sleet (2016) conduct an
optimal taxation exercise in a similar environment in which the planner has an explicit concern for
the welfare of sharecholders, and Ales et al. (2015) consider the role of skill-biased technical change.
The above models are all static, and so in contrast with the current paper, no agent bears risk or

is subject to a moral hazard problem.

Stantcheva (2015) conducts an optimal taxation exercise in a life-cycle model with risky human



capital, but the nature of the private-information problem differs from that considered in this paper.
An agent’s wage at any moment is a function of her exogenously evolving stochastic ability and
stock of human capital. Ability is unobservable, while the stock of human capital is observable,
evolves deterministically and depends on monetary costs expended by the agent. The impediments
to risk-sharing are therefore better thought of as hidden type rather than moral hazard, and the
incorporation of human capital does not fundamentally alter the incidence of risk-bearing as in this
model. Similarly, in papers within the New Dynamic Public Finance literature, such as Golosov et al.
(2016) and Farhi and Werning (2013), the private information is in the form of hidden productivity
and there is once again no moral hazard problem. Closer to the current paper are the works of
Albanesi (2006), Kapicka and Neira (2013), and Best and Kleven (2012), who conduct optimal
taxation exercises in two-period economies with hidden effort, and Makris and Pavan (2019), who
conduct a similar analysis in an environment with learning-by-doing. However, these papers do not
derive implications of their framework for long-run distributions of consumption or income. Owing
to their two-period nature,® these models cannot address how the risk borne by any agent depends

upon her history of productivity shocks.

Jones and Kim (2014) characterizes competitive equilibria in an environment in which en-
trepreneurs are assumed to be unable to save and the growth rate of each agent’s productivity
depends partly on luck and partly on effort. I follow Jones and Kim (2014) in my modeling of
the underlying technology of human capital, but in contrast to these authors, I do not impose a
particular market structure and instead require only that allocations respect the underlying infor-
mational asymmetry. Ai et al. (2016), Shourideh (2013), and Phelan (2019) all show how a Pareto
distribution of consumption may emerge in the presence of asymmetric information with optimal
contracting in private insurance markets. The difference here is the nature of the agency problem:
instead of allowing entrepreneurs to divert delegated assets to private consumption, in this paper
entrepreneurs exert (privately observed) effort to improve (publicly observed) firm productivity.*
I adopt the specification of random human capital governed by hidden effort because it better

captures the aforementioned importance of individual-specific characteristics for business income.

3Makris and Pavan (2019) calibrate their model to fit the average working lifespan in the US, but the productivity

of agents only changes once, so the dynamics of consumption and risk-bearing are identical to a two-period model.
“There are several other modeling differences: the welfare notion and life-cycle structure adopted here also differs

from Shourideh (2013), while Ai et al. (2016) pursue an equilibrium analysis.



One virtue of this approach is that unlike Shourideh (2013), Jones and Kim (2014), and Ai et al.
(2016), the efficient allocation in this paper does not possess the (counterfactual) property that the
Pareto exponents for income and firm size must coincide. To the best of my knowledge, the only other
paper with this feature is Ai et al. (2015), where it arises because of a limited commitment problem
in which the manager may abscond with a fixed fraction of the firm’s capital stock and productively
deploy it outside the firm. Efficient allocations are quite different in these two economies. If the
market friction is limited commitment on the part of entrepreneurs, then a government may trivially
implement the first-best allocation by levying confiscatory taxes on entrepreneurs’ income above a
certain point (independent of firm performance) to effectively eliminate the outside option. In
contrast, in this model the efficient allocations possess the qualitative features noted above (thick
right tails in consumption and income), albeit with tail parameters that need not correspond with

their empirical counterparts.

For clarity, the first section of this paper analyzes a principal-agent problem between a risk-
averse entrepreneur and a risk-neutral principal in partial equilibrium where the flow output of the
entrepreneur depends solely upon her individual productivity. I characterize and compute the policy
functions of the principal and show numerically that typically the agent will exert more effort and
bear more risk when more productive. In the subsequent overlapping generations economy with a
continuum of agents, the productivity of any entrepreneur will depend both on her productivity and
the endogenously determined shadow price of labor, as the latter determines the societal (resource)
cost of assigning workers to entrepreneurs. This allows me to address how exogenous changes in
the number of entrepreneurs, or changes in technology that primarily benefit entrepreneurs relative
to workers, ought to translate into changes in inequality both between workers and entrepreneurs
and among entrepreneurs. I view this as complementary to the above contributions, as I have
a rich dynamic moral hazard component, and, accordingly, simplify the ex-ante heterogeneity for

tractability.

The outline of the paper is as follows: Section 2 characterizes the optimal contract between a
single agent and principal; Section 3 extends this to an overlapping generations economy with a
continuum of agents with heterogeneous ability and shows how to compute stationary distributions
of income in a number of example economies; Section 4 provides an implementation of the efficient

allocation as well as a complementary restricted-instruments exercise, and Section 5 concludes.



Details of the recursive techniques, numerical implementation, and the welfare notions employed

are relegated to the appendix.

2 Dynamic principal-agent model

For ease of exposition, I will first proceed in partial equilibrium and characterize the optimal contract
between a risk-averse agent operating a risky technology and a risk-neutral principal who may trade
at exogenously given prices. In the following section I will show how the problem of a benevolent
planner in an overlapping generations economy may be decomposed into a series of principal-agent

problems of the above form.

2.1 Formal setup

Time is indefinite and continuous. The economy consists of a single risk-averse agent and a risk-
neutral principal, both of whom live forever. At any moment in time the agent may consume a flow
amount ¢ of a single good and take an action [ € [l, 1] for some [. The agent has preferences over

stochastic sequences of consumption ¢ = (¢;)s>0 and effort [ = (I;)i>0 given by

Ule,1) = p /0 " e PR u(er, 1)) dt (1)

where the instantaneous flow utility from consumption and effort is

(leala)lf'y

U(C,Z): 1—~

(2)

for some constants v > 1 and o € (0,1). I will refer to I = 1 as "retirement" and assume that
the principal may observe when retirement occurs, but is unable to distinguish between all other

actions.

At any point in time the agent is associated with a scalar variable 6 referred to as productivity.
An agent of productivity 6 inelastically produces a flow of 8 units of output per time independently
of her actions. The consumption and output produced by the agent are observable, while the
productivity of the agent begins at the level 6y and evolves stochastically over time in a manner
depending upon their effort. Specifically, there exists a stochastic process Z = (Z;)¢>( defined on
a filtered probability space (£2, F, (Ft)i>0, P) distributed according to standard Brownian motion,

such that if the agent chooses effort levels according to a stochastic process (I¢)¢>0 satisfying i; € £



for all £ > 0, then productivity follows the law of motion,
db; = /L(lt)llﬁgogtdt + allt#OthZt (3)

where 0 > 0 and p : £ — R is given by p(l) := 7z — [ — pJ(1 — 1) for some 7 > p > 0. As (3)
indicates, the productivity of the agent stops evolving upon retirement. Finally, the principal is
risk-neutral and discounts at the rate of time preferences of the agent and so his preferences over

output and consumption are
UP(e,1) = / e PUE[D; — ¢i]dt. (@)
0

The actions taken by both the agent and principal at any date may be an arbitrary function of
the output observed up until that time. The following definition formalizes this mathematically.

Definition 2.1. An allocation chosen by the principal consists of a pair of F-adapted processes®

(e, 1) = (ct, I )¢>0, while an agent’s strategy consists of a single F-adapted process e = (I;)¢>0. For
any allocation (¢, I} );>0 and agent strategy (I;);>0, the continuation utility of the agent is given by

the stochastic process W = W defined by
Wy = p/ efp[sft]]E[u(cs,lsﬂft]ds (5)
¢
for all £ > 0 almost surely.

Since the effort levels taken by the agent are private information, the principal must restrict
his attention to allocations that are incentive compatible. An allocation is incentive compatible if
the agent wishes to adhere to the effort recommendations of the principal after every history. To
formalize this notion, note that the utility of the agent under a given allocation when adhering to
an arbitrary strategy amounts to evaluating the allocation under a change of measure associated
with his own strategy. That is, the allocation of the principal specifies consumption as a function of
every finite history of output, and when choosing a strategy, the agent understands how his actions
change the probability of each history and weights them accordingly. For any strategy e = (I1)i>0 1
will write P! for this induced measure® and E! the associated expectation. The utility of an agent

confronted with an allocation (c;, 1’ );>0 when adhering to a strategy (I;);>0 is then

Ule,l) = ,0/000 e PR [u(ct, 1p)] dt. (6)

A sequence (z¢):>0 is F- adapted if and only if there exist (Z;):>0 such that Z; : C([0,t]) — R for each t > 0 and
¢ = Z¢((Zs)o<s<¢) almost surely, for all ¢ > 0, where for each ¢t > 0 Z; is measurable w.r.t. the o-algebra generated

by evaluation maps up until time .
5The formal construction of these measures is given in Definition A.2 in the appendix.



The formal definition of incentive compatibility is then the following.

Definition 2.2. An allocation (¢, If)i>0 is incentive compatible if U(c, 1) > U(c,1) for all strate-

gies I. The set of all incentive compatible allocations will be denoted AC.

The principal’s problem is then the following. It is indexed by the initial productivity 8 of the

agent and the minimal level of promised utility W necessary for her participation.

Definition 2.3. Given outside option W and productivity 6 the problem of the principal is

V(W,0) = “PUR(0, — /] dt.
(W,6) (gljf/o ¢ PE[, — cf

W = p/ e P'Rlu(cs, ly)]dt
0

d@t = ,u(lt)Qtdt + U(Zt)thZt, 90 =0.

Since the increments of Brownian motion are independent, the principal’s problem is naturally
recursive in the variables W and 6. However, the incentive compatibility constraints in Definition
2.2 implicitly involve a double infinity of constraints: there are infinitely many possible output paths
and for each path, the agent has a continuum of actions from which to choose. However, using the
techniques of Sannikov (2008) one may show that incentive compatibility is equivalent to requiring
that the elasticity of utility to output weakly exceed a minimal level. To make this precise, note
that in the deterministic case we have Wy = p(W; — u(cy,l;)). Using the martingale techniques of
Sannikov (2008), one may show that the evolution of promised utility is the above deterministic

term plus a stochastic integral with respect to the noise. The proof is standard and so omitted.

Proposition 2.1. Given any allocation (ct, I )i>0 and agent strategy (I;)¢>0, there exists an (F-

predictable) process S = SC such that the continuation utility Wy may be written
t ¢
Wy =Wy + p/ (Ws — u(es, ls))ds —i—/ Ssti (7)
0 0
for all t > 0 almost surely, where Z! is distributed as standard Brownian motion.

The content of Proposition 2.1 is that the stochastic increments to continuation utility may be
viewed as the increments of the noise process multiplied by the sensitivity of utility to output. This

representation allows the following continuous-time analogue of the one-shot deviation principle.

Proposition 2.2. An allocation (cy,IF)i>0 is incentive compatible if and only if the sensitivity

process S given in Proposition 2.1 satisfies
Silif) + poulen 1F) = poSul) + uler, ) (®)

10



for alll € [I,1] and t > 0. The optimal choice of S; for the planner is then Sy = oE(l;)(1 —
) () when 1 > 0 and Sy = 0 when | = 1, where

pa
(1 —a)(m—pl

Proposition 2.2 shows that incentive compatibility is equivalent to the elasticity of utility to

E(l) =

output being sufficiently large to outweigh the benefits of shirking. It is sometimes referred to as a
"skin-in-the-game" constraint. The expression for volatility may be interpreted as the ratio of the
benefits of shirking to the effect of a deviation on output, all as a fraction of flow utility. It shows
that incentives must be more high-powered (promised utility more responsive to output shocks)
when deviations are hard to detect or the benefits of deviation are large. Proposition 2.2 allows us
to recast the problem of the principal as an optimal control problem with state (6, W). Further, the
log-linearity of the evolution of productivity, together with the homotheticity of preferences, allows

for the following reduction to a single state variable.

Lemma 2.3. For all W and 6 we have V(W,0) = V(W61 1)0 and the policy functions of the

planner are functions of Wo 1.

Proof. The key observation here is that incentive compatibility is unaffected if we scale consumption

in every history by the same scalar. Therefore, for any U, § and p > 0, the values of the two programs

> —pt _ > —ptmip. =
(c,?)aeajfc /0 e P'E[f; — ¢/]dt p,(aglea%c /0 e P'E[f;, — ¢]dt
W:/ e P'E[u(cy, 1y)]dt Wyt :/ e PR [u(ey, 1y)]dt
0 0
d@t = ,u(lt)tht + a(lt)ﬁtdZt dgt = M(lt)gtdt + o*(lt)?tdZt
90 = /19 90 =40

coincide, as can be seen by replacing 6; with uf; and ¢; with u¢. The program on the left is

V (W, uf) and that on the right is uV (W =1, 0). O

In the agency model of Sannikov (2008), output depends only on current actions and the promised
utility is sufficient to act as a state variable. This is no longer true here since actions have persistent
effects on flow output. However, Lemma 2.3 shows that the principal’s choices depend only on

promised utility per unit of output, and suggests the following simplification.

Definition 2.4. Given promised utility U and productivity 6, define normalized promised utility
uby u:=[(1- ’y)U]ﬁH*I, where 1 —7 = (1 —v)(1 — @), and the normalized payoff function v by
v(u) ==V (u7/(1—7),1).

11



Lemma 2.3 shows that the optimal choices of the planner are functions only of normalized
promised utility. Similar observations are made in Ai et al. (2016) and He (2008), where the agency
problem involves hidden diversion of resources rather than hidden effort. Prior to formulating
the problem in a manner suitable to computation, I will first determine from first principles the
payoff to the principal when w is either very low or very high. To this end it is instructive to
characterize the value and policy functions associated with the (suboptimal) allocations in which
the principal recommends a given effort level for the entirety of an agent’s life but is unconstrained
in his consumption choices. I will denote these value functions by v, (u;1) for I € [I,1] and refer to

them as restricted-action value functions.
Lemma 2.4. For each | € [I,1] the restricted value and consumption functions are given by

vr(usl) = ——= +0(Du er(uyl) =¢(l)u

for some v(l) increasing in leisure. Therefore, we have the following limiting behavior near zero

1

lim v(u) = PRI (9)

Appendix A.3 shows that the policy functions in Lemma 2.4 admit closed-form solutions, al-
though the exact expressions are not crucial for understanding what follows. The important point
is that ¥(l) is increasing in leisure, which captures the intuitive fact that it is more expensive to
provide one with the incentive to exert high effort. This helps provide some insight into how opti-
mal effort recommendations vary with normalized promised utility and therefore build intuition for
the implied dynamics of risk-bearing. The coefficients of both constant terms and the negative of
the linear term in the value function are increasing in the effort recommended to the agent, which
captures the fact that higher actions imply a higher growth rate of output but are also more costly.
In addition, the limiting value of v given in Lemma 2.4 shows that the restricted value function
associated with the highest action approximates the value of v near zero, so that the welfare loss

from adhering to the restricted-action allocation (rather than the true efficient allocation) falls to

zero as productivity rises.
Combining the above with standard results from continuous-time dynamic programming gives

the following. The proof amounts to first deriving a PDE for V (U, §) and using the homogeneity in

Lemma 2.3 to simplify, and is relegated to the appendix.

12



Proposition 2.5. The normalized value function of the principal solves an ODE of the form

0= max H(u,v(u),v (u),v" (u))
lé[i,u

subject to the boundary and smooth-pasting conditions v(0) = p/(p — p(l)),v(@) = vrer(w) and
ot (@), where vper(u) = z — w is the profit per unit of O for retiring the agent.

v'(w) = vl

The ODE in Proposition 2.5 does not possess a closed-form solution. The numerical methods
employed for its computation are outlined in the appendix. Despite the absence of analytical
solutions, the sharp characterization of the restricted-action allocations in Lemma 2.4 allows for an
intuitive understanding of the joint dynamics of consumption, productivity, and the incidence of risk
in the efficient allocation. Since both p/(p— (1)) and (1) are decreasing in leisure, Topkis’ theorem
implies the policy function I,(u) associated with the restricted problem v,.(u) := max;c( 1) vr(u; 1)
is decreasing in u. In other words, the principal will recommend high effort to individuals with
low normalized promised utility and vice versa. Since such individuals have greater incentives to
shirk, incentive compatibility requires that they also bear more risk. This implies that agents bear
high risk when their productivity is high relative to their promised utility. In the restricted-action
case, promised utility typically falls over time, while productivity typically grows. It follows that
those agents with the highest levels of promised utility are typically those with the highest levels of
productivity, and hence low levels of normalized promised utility, and it is the unlucky agents with

low promised utility who are retired.

This contrasts with the environments of Phelan and Townsend (1991) and Sannikov (2008), in
which productivity is fixed over time and effort affects flow output rather than its growth. In such
models agents are typically retired at high levels of utility because it is too costly to motivate them.
Although it remains true here that the cost of motivating the agent increases with utility, there is
also a simple but novel offsetting effect: agents in this model have high utility precisely because they
experienced high productivity growth. The cost of motivating the agent may have grown, but since
effort affects the growth rate of productivity, so too has the benefit, and Lemma 2.3 shows that the
principal cares solely about the ratio of these costs to benefits. The desire to smooth consumption
implies that promised utility typically remains stable or falls over time, whereas productivity grows
exponentially on average. Normalized promised utility therefore typically falls over time and so
richer and older agents usually bear more risk. The characterizations of restricted-action allocations

in Lemma 2.4 allow us to make this intuition more precise.

13
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Figure 1: True and restricted value functions

Since none of the above restricted-action value functions are strictly optimal, the true value
function must be calculated numerically. Figure 1 plots the true value function alongside the
restricted-action value functions associated with a range of intermediate actions, for log utility and
the parameters (a = 0.3,p = .15,7 = .15,0 = 0.15,z = 0.12, 4 = 0,1 = 0.2). The steepest dotted
line corresponds to the highest level of effort and the flattest to the lowest level. Obviously the true
value function must lie above the restricted-action value functions pointwise. Further, as suggested
by the above discussion, the true value function is well-approximated by the restricted-action value
function associated with the highest action for low values of normalized utility. The above graphs do
not give any insight into the pathwise properties of efficient allocations, such as how the incidence
of risk evolves in response to productivity shocks. For this we first determine the law of motion of

normalized promised utility.

Lemma 2.6. Normalized utility follows the diffusion process du; = p,(u)dt + o4, (u)dBy, where p,

14



1.0 4

0.9 1

0.8 1

0.7 A

0.6

0.5 A1

0.4 1

0.3 1

0.2 1

0.00 0.25 0.50 0.75 1.00 1.25 1.50 1.75 2.00

Figure 2: Leisure function

and o, are given by

(@) =1 w)®) 5 = p(l(u))

_Eul—aual— 0.2 u2
uu(u;c,l):p(l el )1_5 ) 7)Jr E(é( )

ou(u T, ) = a(E(Z(u))(z(u>1*a1(u)a)1‘” . 1)

In the restricted-actions case, both ¢ and | are constant and so the law of consumption simply
coincides with the law of u.0;,
L— (@)= | ?EW? o icajay e
.= 1 aja
z p< I @)
o = o B (1) (e(l) 1) 7.

High realizations of productivity will imply a fall in normalized promised utility in the restricted
action allocation if and only if
o2
p<p/EQ)+ (27 -1F D). (10)
The requirement (10) in Lemma 2.6 appears quite modest. For instance, for a sufficiently large
degree of risk aversion, it is satisfied for all values of leisure, regardless of the parameters that

determine the function E.
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Before proceeding to the macroeconomic setting with a continuum of agents, it is instructive to
compare the above optimal contract with those derived in similar environments with hidden actions,
and with the law of motion of income that obtains in economies with exogenously incomplete
markets. This will also serve as a prelude to why thick right tails of consumption and firm size
emerge in this environment and highlight the novel forces present in this model. Shourideh (2013)
and Phelan (2019) both conduct optimal taxation exercises in economies with idiosyncratic capital
risk and hidden consumption. In these models, productivity is fixed over time and risk-sharing
is impeded by the ability of entrepreneurs to divert delegated capital to private consumption. To
preserve incentives for investment, the risk borne by entrepreneurs must scale with the benefits
of diverting capital to private consumption. Homotheticity implies that the delegated capital,
consumption and labor, assigned to each entrepreneur are all proportional to one another. As a
result, individuals with low marginal utility of consumption also control high amounts of capital,
with the net effect on incentives to deviate ambiguous. It turns out that these exactly counteract
one another, and that the elasticity of consumption with respect to output is common across agents,

and in particular, does not vanish for agents in the right tail.

Since the technology adopted above is identical to that in Jones and Kim (2014), it is also worth
contrasting the lessons drawn from this optimal contracting environment with their exogenously
incomplete-markets model. In their model entrepreneurs are unable to save and so make a single
choice of effort at any moment. Homotheticity ensures that all entrepreneurs select the same
level of effort regardless of their productivity. In contrast, the above shows that agents with high
productivity exert higher levels of effort in the efficient allocation. This is driven by the fact that
relative to a low-productivity individual with the same promised utility, the actions of a high-
productivity type have greater marginal benefit. In the perpetual youth environment that follows
in Section 3, the stationary distributions of both productivity and consumption exhibit thick right
Pareto tails. The mechanism in the model that generates this is the same as that noted by Jones
and Kim (2014), exponential growth for an exponential period of time leads to a Pareto distribution.
This does not depend upon the specific nature of the cross-sectional distribution of shocks and is
even true when growth rates are deterministic: if dInU(t) = ppdt for some py > 0 and the agent

dies at rate pp, then the stationary distribution satisfies
PU>x)=P(T > u&l(z/UO)) = (:L‘/UO)_PD/.U‘U‘
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Numerous authors” in both the mathematics and economics literatures have demonstrated that
a fat tail emerges whenever growth rates (rather than levels) are random. The crucial property
necessary for the emergence of a fat tail is that the law of motion of the state variable be subject
to proportional shocks. As the above numerical example demonstrates, the true law of motion of
promised utility is everywhere bounded between two linear functions, which hints at the emergence
of a thick right tail in consumption and promised utility. Although I cannot show this formally, this

observation is borne out in all numerical simulations.

Before proceeding to the general equilibrium context, recall that the flow output of the agent in
the above was simply assumed to be 6. If flow output is scaled by a constant ¢ then the principal
behaves as if confronted with an agent of productivity c¢f. This has the following simple (but

important) consequence.

Lemma 2.7 (Homogeneity in productivity). For any scale parameter ¢ > 0 denote the normalized
value function associated with this level of productivity by v(u;c). Then for all c,u > 0 we have

v(u;c) = cv(u/e;1).

Lemma 2.7 will prove useful in the general equilibrium setting when the productivity of entrepreneurs
depends upon an endogenously determined shadow price of labor. In what follows I will write

v(+) = v(+;1) for the normalized payoff function associated with unitary productivity.

3 Efficient stationary allocations

The preceding section analyzed the optimal contract between a single risk-averse agent and a risk-
neutral principal. This section builds on this analysis by showing how the problem of a benevolent
planner in an overlapping-generations economy may be decomposed into a series of one-on-one
principal-agent problems identical in form to those considered above. This allows me to derive
the effects of private information on the long-run distribution of consumption. I first describe the
environment and specify the welfare notion. The preferences and technology will be identical to
those considered in the previous section. General equilibrium concerns affect both the level of
promised utility that may be given to a generation and the productivity of entrepreneurs, because

the latter depends on the number of agents working for their business.

"See, for instance, Benhabib et al. (2011) and the references therein.
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3.1 Environment

Time is again continuous and indefinite. At any instant there is a continuum of agents alive in the
economy with subjective discount factor pg who die at rate pp. A flow of pp agents are born every
unit of time so that the total population is fixed at unity. The utility function of all agents continues
to be of the form given in (1) and (2) with the discount rate now p := ps+ pp. Every agent alive at
the initial date is indexed by a single variable v € V' C R identified with promised utility. To each
v-agent there is an associated process Z¥ = (Z});>o distributed according to standard Brownian
motion and referred to as the noise process for agent v. These processes are independent of one
another, and so by a law of large numbers for a continuum of agents,® the ex-post distribution across
agents will coincide with the ex-ante distribution faced by a single agent. The noise processes of
agents of subsequent generations will be indexed by agents’ dates of birth rather than their promised

utility and so agents are only distinguished by date of birth and possibly type.

Agents may either run their own firm or work for someone else. All agents have a common, fixed
level of productivity 6y = 6 at birth. The productivity (0¢)¢>0 evolves according to the same law of

motion given in the partial equilibrium setting
dey = ;L(lt)llﬁgoefdt + O‘llﬁgoedef

where (l¢):>0 denotes the leisure enjoyed by the agent at any time ¢. In the partial equilibrium
analysis the flow output of an agent simply coincided with her productivity 6;. In contrast, in this
section the output of an entrepreneur is a function of both her productivity and the total effective
labor assigned to her. All agents inelastically supply a flow L of labor per unit of time, irrespective
of the effort employed to improve their productivity. If an entrepreneur of productivity 6 is assigned

L units of effective worker labor, then the flow output produced is given by
F(0,L) = z6'PLP (11)

for some fixed Z > 0. An allocation must specify the consumption, recommended effort exerted
and effective labor assigned to every member of the initial generation throughout her (random) life
as a function of the initial promised utility, type, and history of output, together with analogous
quantities for all subsequent generations as functions of their date of birth and initial type. Implicit

in this definition is the fact that effective worker labor assigned to an agent is non-zero if and only

8Subject to the usual measurability caveats.
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if she is engaged in the risky activity. Because of the presence of the initial generation, allocations
will be indexed by distributions ® over triples (v, ,7) of promised utility, productivity, and type.

The formal definition is then the following.

Definition 3.1. Given a distribution ® over promised utility, productivity and types, an allocation

consists of consumption, leisure, and labor assignments
v,0,i v,0,0 v,0,0 Fv,0,0 .
{(amntiantin®) | o) e o)
T Ti ;Tyi 1Ty
{(Ct 7lE,t7lW,t7Lt

for initial and subsequent generations.

) i=E, W} .
t>T>0

In the above 1 — lyy; refers to effort supplied as a worker and 1 — g refers to effort supplied as
an entrepreneur, with the understanding that only one of these may be non-zero. To ease notation I
will write I; where no ambiguity will arise. For agents not yet alive at the initial date, the superscript
refers to birth date and the subscript to calendar time. I will write A for an arbitrary allocation
and denote the set of all allocations by A. Also, for any T > 0 I will write Ap for the set of all
stochastic processes associated with agents born at time 7. Note that aggregate consumption Ci,
labor L;, and output Y; at any date comprise contributions from the initial generations and from
subsequent generations. Formal definitions are contained in the appendix. The (physical) resource

constraints are then the following.

Definition 3.2. An allocation satisfies the goods resource constraints if C;y < Y; for all ¢ > 0
and satisfies the labor resource constraints if L. < L for all ¢ > 0. An allocation will be termed
resource feasible if it satisfies both of the resource constraints. The set of all resource feasible

allocations will be denoted AR

Finally, I will suppose that the weight placed on an agent born at time 7" is a(T) = e~#sT". This
may be interpreted as a generalized utilitarian objective over generations, since it implies that the
planner values the utility of an agent at any given date the same regardless of the agent’s date of
birth. It also ensures that social preferences assume a simple form suitable for recursive analysis.

Lemma A.5 shows that it is equivalent to the objective function

o] t
Uf(A) = / (e_tht+ / e Plt=Tle=psTy T dT)dt.
0 0
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3.2 Recursive analysis

The previous section specified the physical resource constraints. This section will define the incentive
compatibility and promise-keeping constraints and relate the planner’s problem to the principal-

agent problems of Section 2.

Definition 3.3. Given an initial distribution ® over promised utility and types, an allocation A

v,@) lv,@)

satisfies promise-keeping if U(c = v for all (v,0) in the support of P.

Notice that promise-keeping is only relevant for the first generation. Incentive-compatibility
requirements are of two separate types: an agent must be induced to reveal her type at birth (if
not in the first generation) and an entrepreneur must be induced to follow the planner’s effort
recommendations. I will refer to the first type as type-revelation constraints and the second type as

incentive-compatibility constraints. The first captures adverse selection and the second moral hazard.

Definition 3.4 (Incentive compatibility). An allocation (¢, e}V, IF 1}V );>o for a particular gener-

ation is incentive compatible if for all strategies [,
Up(c? 1%) > max {UE(CE,Z)7 U (", 0)}.

Since there are two dimensions of private information, incentive compatibility must account
for the possibility of double deviations, in which an agent simultaneously misreports her type and
subsequently deviates from the recommended actions. However, the simple specification of hidden
types in the preferences ensures that the analysis remains tractable, because regardless of one’s
type, preferences over consumption and leisure for agents assigned to the risky activity are common
knowledge. This also ensures that there is no loss in supposing that all entrepreneurs and all workers
are offered the same contracts; so an allocation need only specify the utility to a worker and the
utility of an entrepreneur if engaged in the risky activity. The presence of hidden types therefore
simply imposes the sole additional requirement on the planner that the initial promised utility
of entrepreneurs be sufficiently high to induce truthful revelation. I will write AR = ARF(®)
for the set of resource feasible allocations and A/C = A(®) for the set of incentive compatible
allocations, viewed as functions of the initial joint distribution of types, productivity and promised
utility. Finally, define

ATF . ARFﬂAIC
for the set of all incentive feasible allocations. I can now state the planner’s problem then show how

it may be broken down into more tractable one-on-one principal-agent problems. The arguments
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employed here generalize those employed by Farhi and Werning (2007) in an endowment setting

with no technological interdependence among agents.

Definition 3.5. Given an initial distribution @, the planner’s problem is
V(®) = AGI.E%?((@) Uf(A).

The planner’s problem appears intractable for an arbitrary distribution of utility, even in the
case of full information and no heterogeneity in types. I will therefore focus on stationary solutions,
in which the implied distributions of productivity and promised utility are constant over time. To
solve these I will first consider the simpler problem of a planner who may trade both goods and

labor intertemporally at the rate of time preference, which I will term the relazed planner’s problem.

Definition 3.6. Given an initial distribution ®, the relaxed problem of the planner is
00 t
VE@®) = max / (e—ﬂtgt + / e Pt=Tle=pT T dT) dt
AeAlC ]y 0

/ e(Cy — Yy)dt < 0
0

(e}
/ e PHLL — LV)dt < 0.
0
Stationary solutions to the relaxed planner’s problem will solve the planner’s problem.

Lemma 3.1. Suppose that for some distribution ® of initial promised utility, productivity and
activities the allocation A solves the relaxed planner’s problem with intertemporal price p and that the
sequence of implied distributions of promised utility, productivity and activities (®);>¢ is constant.

Then A also solves the planner’s problem with initial distribution ®.

Proof. If A solves the relaxed planner’s problem, then by definition it satisfies the promise-keeping
and incentive compatibility constraints of the original problem. Further, since consumption and
output at any date are solely a function of the distribution, we know that both Cy —Y; and L — L}V

are constant over time; so the discounted resource constraint implies the resource constraint. O

The relaxed planner’s problem still takes the entire joint distribution of productivity and promised
utility as its argument. However, there are now only two constraints, and so the only interdepen-
dence between the decisions made by the planner regarding agents in different generations or engaged

in different activities may be captured by Lagrange multipliers on resource constraints. Formally,
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by the general theorem of Lagrange, there exist multipliers A := (Ag, Ar) such that the optimal

allocation solves

VA(®) = max /Ooo e=rt (Ut + AR [Yt —Cy+ AL (LtW - Li)Ddt (12)

where I have written

t
Uy =e PP'U, + /0 e~Prlt=TlyTqr

for the total flow utility experienced at time t. For a given A, the consumption and labor assign-
ments for the initial generation do not affect the consumption and labor assignments of future
generations. Therefore, solving (12) simply amounts to maximizing the components of the integral
relevant to each generation in isolation. In this way the problem of the planner decomposes into
a series of one-on-one problems similar in form to the principal-agent problems analyzed in the
above partial equilibrium setting. I will refer to the problem of a planner who takes A as given
and wishes to maximize the weighted average of utility of all agents born at a given instant as a
generational planner problem. These sub-problems are similar to (but distinct from) the component
planning problems introduced in the taste shocks settings of Farhi and Werning (2007) and Atke-
son and Lucas (1992). Notice that the objects of choice in the following are the utilities, output,
consumption, labor supply, and labor demand of agents born at a particular date. Recall that an al-

location for a particular generation is an element of A7 and denoted { (ctT’w, ltT’w, LtT’w)tzT‘ (NS \Il}

Definition 3.7. Given A\ = (A, A1), the generational planner is

V)\G = max / e_"’t<UtT+/\R[YtT—ClgT—i-)\L(LF/’T—L]fE’T)])dt.
0

ALF
Now define II to be the minimum cost of providing a weighted level of utility W to a generation of

newborns when the multiplier on the labor resource constraint is Az,

I[I(W, AL) = min /Oooe_pt[ct—yé-i-)\L(Li—Ly/)}dt

IF
‘AT

(UE, Uw) = (UE (CE, lE), UW (CW, lW)) .

where A%F denotes the set of incentive feasible allocations for a particular generation. Notice that
the only qualitative difference between the above problem and the principal-agent problem analyzed
in Section 2 is the presence of an additional constraint requiring that the utility of an entrepreneur

be sufficiently high to ensure truthful revelation. Then we have the following.
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Proposition 3.2. The solution to the generational planner’s problem with multiplier A = (Ag, AL)

is V& = maxy W+ AgIL(W, Ap).

Definition 3.8. For a given pair A := (Agr, Ar) of multipliers, denote the associated stationary
distribution over 2 := Z x © by ®,. The stationary form of the goods and labor resource constraints

then reduce to the following pair of equations
0= / E[c"0% = F (6700, 1700 ) | @) (dw)
i (13)
G = / E{L”’ﬂ O, (dw).

Q

The following summarizes the relationship between the planner’s problem and the component

planners’ problems and is the culmination of the formal analysis.

Lemma 3.3. If the multiplier \ satisfies (13), then the solution to the relazed planner’s problem
when the initial distribution of promised utility, productivity and types is ®\ amounts to adhering

to the solutions to the generational planner’s problem.

Proposition 3.3 concludes the discussion of the planner’s problem and the manner in which it is
related to simpler component planners’ problems. I will now combine these decomposition theorems
with the optimal contract characterized earlier in partial equilibrium to infer properties of the long
run distributions of consumption and productivity. This amounts to solving generational planners’
problems and then varying the shadow prices of goods and labor until the resource constraints
holds in the associated stationary distribution. For simplicity, I assume only workers may exert
effort. The fraction of potential entrepreneurs will be denoted 1 — G, where G € (0,1). Types are

permanent and unobserved but productivity evolves stochastically.

3.3 No workers

First suppose all agents have the ability to be entrepreneurs and worker labor is useless in production.
The multiplier on the labor resource constraint is then zero and the problem facing the generational
planner is

Vv = max U + ApIl(U, o). (14)

In this case only the initial level of promised utility must be varied until the resource constraint is

satisfied. The problem of a generational planner confronted with a generation of newborns is then

max U+/\R/ e P'E[Z0; — Cy] dt.
AcAlC 0
U:UE(cvl)
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Conditional on the choice of U this problem is identical to the principal-agent problem analyzed in
the partial equilibrium setting. For each initial U we find the associated stationary distributions of
consumption and production and then vary U until the resource constraint is satisfied. This would
seem to require that we solve for a two-dimensional distribution for each initial level of promised
utility. However, just as the hometheticity of preferences and log-linearity of the law of motion
allowed for a simplification of the principal’s problem, so too do the linear policy functions imply
that when calculating aggregate quantities we need only restrict our attention to a one-dimensional

distribution.

Definition 3.9. Given a stationary distribution ® over productivity and normalized utility, the

summary measure for any B C [0,00) is defined by

m(B) = /B /0 ~ 000, u)dbdu.

The homogeneity of the policy functions ensures that aggregate quantities may be expressed in

terms of this summary measure. For instance, since C(6,u) = ¢(u)f, aggregate consumption is

W) = /0 h /O (0, u)D(0, u)dodu /O - /0 " ()00 (60, u)dbdu — /O " (w)m(u)du

while aggregate output is simply [; m(u)du. The following, taken from Ai ?, shows that this

summary measure solves a version of the Kolmogorov forward equation for the single variable u.

Lemma 3.4. If (ut, 0;):>0 evolves according to (dut, db:) = (pu(uw)dt+oy, (w)dZy, pg(u)bidt+og(u)0:dZy;)
for some p, oy, 1 and og, then m(u) := fooo 0P (0,u)do solves the ODE

0= —(pp — po(u))m(u) — [(pu(u) + op(u)ou(u))m(w)]’ + 5 [0y (u)m(u)]". (15)

A proof is given in Section A.5. The boundary conditions for the ODE (15) are not obvious
a priori but need not be determined to find the stationary distribution. One can interpret (15)
as the stationary distribution of a diffusion process and solve for the stationary distribution of a
Markov chain "close" in distribution to the original process following the method of Kushner and
Dupuis (1992).° For any initial normalized @, denote the implied density by mg and write the

average productivity and consumption of agents
M (u)

u ::/ my(u)du
0
ﬂ Pp—

C@) = /0 o(w)m(u)du.

9Further details of this procedure are given in the appendix.
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Solving for the efficient allocations in this economy then amounts to solving a single non-linear
equation:

M(u) = C(u). (17)

3.4 Workers and entrepreneurs

I will now relax the assumption of no technological dependence amongst agents and suppose only
a fixed fraction 1 — G < 1 of agents may be entrepreneurs. The output of any entrepreneur now
depends on the total amount of worker labor that has been assigned to her. In contrast with the case
with only entrepreneurs, a generational planner facing a population of newborns must internalize
the effect that the effort levels recommended to entrepreneurs have on the shadow price of labor.
Suppose that the flow output per unit of time of an entrepreneur of productivity 6 who has been
assigned L units of labor is now given by (11) for some 5 € (0,1). Extending the analysis to a
more general constant-elasticity-of-substitution production poses no difficulty. Notice that at any
moment the optimal assignment of workers to an entrepreneur depends solely upon the shadow

price of labor and the entrepreneur’s productivity. It is the purely static problem
Y (0,Ar) := max Z0'PLP — A\ L
L>0
with the solution requiring only elementary algebra.

Lemma 3.5. Given the shadow price \p,, the labor assigned to an entrepreneur of productivity 0 is
L(0) = [28/7\1) 770, (18)

1 B
Flow output is Z1=B(B/A)T=#0, and flow output net of labor resource costs AL is given by
s

Y(0,A1) = Z\, 70 where Z = ZT5 315 (1 — f).

Workers have no preferences over the entrepreneurs to whom they are assigned so the above
assignment may be made independently of other choices. The key point of Lemma 3.5 is that
changes in the shadow price for labor simply translates into changes in the productivity of every

entrepreneur, with payoffs remaining proportional to . It is convenient to define

B

-1,125
A

IEZIZ

for the promised utility of an agent per unit of productivity, given the shadow value of labor. In

this way the problem may be rewritten

e B0 1T s
H()\) = ApA G + r£1>a(})( A )‘L 1=

+ ZX; P AR([1 = Glo(z) — Gx) (19)
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so that for any pair A\ = (Ag, Ar), the problem of the planner reduces to choosing an initial level
of normalized promised utility . As with the case without workers, for any such choice there will
be an associated stationary density of normalized utility m,(du) that may be computed using only
the policy functions associated with v (corresponding to unitary productivity). The optimal choice
of x depends on the multipliers A;, and Ag. For each choice of z we determine excess labor demand
and excess consumption as functions of the multipliers and find conditions under which these both

vanish. The labor resource constraint will be satisfied if and only if
G = [1 - GIM(2)(2B/A) ™ (20)
where M (x) is given by (16). To see this, note that

RHS of (20) = (average 6 per entrepreneur in stationary distribution)
X (mass of entrepreneurs)
x (labor demand per unit of productivity (18))

LHS of (20) = labor supply by workers.

Further simplification then gives the following.

Proposition 3.6. The stationary x is a solution to the equation

1-G
(1_B>M(m) =(1-G)C(z) + Gz (21)

with the associated level of u given by u = Z(1 — B)z([1/G — 1|M(z)) ",

L
Proof. From Lemma 3.5 the output of each entrepreneur’s firm is Z0'~PL(9)° = Z1-7 5 (B/AL)T-50

Integrating over all entrepreneurs and using (21), output in the stationary distribution is

Y(e) = 273 (301 - GM(a) = 20, (125 )Mo (22)

Aggregate consumption is simply the sum of consumption from both entrepreneurs and workers, or

__B_ __B
B B

__B8_ _
1-GlIC(x)+2Z\, " PGe =2\, ™
[ L L

ZA ' (1 — G)C(z) + Gz). (23)

_ _L
Dividing (22) and (23) by ZA; "
B

8
Rearranging (20) gives A\, ' 7 = ([1/G — 1)M (x))?(ZB8) " T-7, and so the implied level of normal-
_ B _
ized promised utility is equal to u = ZaA; 7 = Zz([1/G — 1]M(z))~ A(zp) 1= 157 which reduces to

then gives the left- and right-hand sides of (21), respectively.

the claimed expression. O
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Note that to determine the constrained efficient stationary distribution, the value function need
only be calculated once even though there is a continuum of agents and two resource constraints.

Proposition 3.6 now allows for simple derivations of comparative statics for the initial level of x.

Corollary 3.7. The stationary level of x is decreasing in G, increasing in 3, and independent of

Z.

Proof. Define H(z,G) := M(z)(1—$)"! — C(x) —2G(1 — G)~! and note that the stationary z is a
root of H(-,G). The first two claims follow from Topkis’ theorem and the fact that H is decreasing
in G and increasing in 3, and the last claim follows from the fact that Z appears nowhere in the

equation defining z. O

The third claim in Corollary 3.7 may be viewed as a neutrality result. It shows that (Hicks-
neutral) changes in total factor productivity (constant Z in the above) have no effect on the station-
ary value of . They therefore have no effect on inequality in the associated stationary distributions
of promised utility and consumption, as these quantities are simply scaled for all agents after every

history by the same proportion.

3.5 Restricted-action allocations

I showed earlier that the restricted value and policy functions associated with the highest action are
good approximations to the true value and policy functions for low levels of normalized promised
utility. Since agents with low normalized utility have high productivity and so typically high con-
sumption, one expects the right tail of the consumption distribution to look similar to that associated
with the restricted-action allocation for the highest effort level. It is therefore instructive to consider
the stationary distribution associated with these restricted policy and value functions as they may
be calculated in closed form. Not only does this allow a clearer characterization of the implied dis-
tributions of wealth and firm size, it will serve as a prelude to the decentralization results of Section
4.2. The only change to the problem (19) facing the generational planner is that v is replaced with
vy () 1= max;ep 1) vr(2;1), and the stationary z is now the solution to the analogue of (21),
1-G

(1—5> M, (z) = (1—-G)C(z) + Gz, (24)
where M, and C), denote aggregate output and consumption in the optimal restricted-action al-
location, given the initial level of normalized utility . Now recall that Lemma 2.4 shows that

the restricted-action normalized value and policy functions have the explicit solutions v, (u;l) =
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(p—p)™t =v()u and ¢, (u;1) = (l)u. Since C(U,0) = c(u)ud and u = [(1 —*y)U]ﬁG*l, we have
C(Uy, 0,) =¢(l)ud =<()[(1— V)Ut}%. Lemma ?? shows that consumption then follows the law of
motion dc; = pc(l)erdt + o.(1)crdZy for some constants pi.(l) and o.(l). This leads to the following

simple characterization. The proof is given in Section A.5.

Proposition 3.8. The optimal restricted-action allocation is that corresponding to leisure level

l.(x), where x solves
(1-p)"" _ c(l(x)) n Gz
pp — p(lr(x))  pp = pe(lp(z))  1-G

For each | € [l,1] the stationary distribution of consumption associated with the restricted-action

(25)

allocation for the leisure level | is double-Pareto with the tail parameters given by

7.7 4pp _ _
ax(l) = 3 + 2\/1 + m(l —1/)(2-1/7)

where x = (1) solve 0 = E(1)*2(¥ — 1)(5 — 1/2)0%x? + px — p, at least for v > 1, while for v =1 the
expression for tail parameters tends to

8pD
E(l)202%

1 1

The stationary distribution of a firm associated with the restricted-action allocation for the leisure

level [ is also double-Pareto, with the tail parameters now given by

Be(l) = p(l)/0® = 1/2 % /(u(D)/0? — 1/2)? + 26 /2. (26)

Proposition 3.8 shows that the characterization of the stationary distribution given in Proposi-
tion 3.6 is even simpler in the case of restricted-action allocations. Furthermore, when combined
with the discussion following Proposition 2.5, the characterization gives us insight into the tail of
the (unrestricted) efficient stationary distribution. Intuitively, individuals in the right tail in the
stationary distribution are those who have experienced rapid productivity growth, and hence typi-
cally have low normalized utility. Since v(0) ~ (p — u(I))~1, the welfare loss to the principal from
adhering to the restricted-action allocation for the lowest leisure (and highest effort) level when
confronted with such agents becomes arbitrarily small as u — 0. We therefore expect that the tail
of the stationary distribution looks like the tail associated with the lowest leisure level, and this is

precisely what is observed in every simulation.
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4 Implementation

The above analysis has focused on the forces that shape the long run efficient levels of inequality in
an economy with repeated moral hazard, with no discussion of a market structure. All quantities
were implicitly specified by a social planner administering the direct mechanism. In this final section

I will discuss the implications of the analysis for taxes, given assumptions on the market structure.

4.1 Unrestricted contracts

I first consider how efficient allocations may be implemented by a government when agents may
write contracts of arbitrary complexity with private financial intermediaries. In this case, despite
the rich history dependence of the optimal contract, a constant linear tax on the consumption of
entrepreneurs, together with a constant linear subsidy on the consumption of workers, will suffice to
implement the efficient allocation. Suppose that a fraction 1—G of agents are potential entrepreneurs
and that a fraction G may only be workers, with the entrepreneurs obtaining utility /U from the
entrepreneurial activity when given utility U from consumption and effort. I will also suppose that
intermediaries may borrow and lend at the rate of time preference. I will first define the problem
of an intermediary faced with an agent to whom he has promised a certain amount of utility, given
prices for labor and intertemporal trade. This problem has a similar form to that of the principal

considered in the above partial equilibrium setting. For ease of notation, in what follows I will write
o
Us((L =) i=p | e PBlu((1 = e L)
0

for the utility of an entrepreneur alive at the first date from the sequences (ct,l¢):>0 when facing a

sequence of taxes (7¢)¢>0, together with analogous quantities for all future generations and workers.

Definition 4.1 (Intermediaries’ problem). Given sequences of wages w = (w¢)¢>0, interest rates
r = (r¢)t>0 and consumption taxes (Tgt,TCV«Vt)tzo on entrepreneurs and workers, respectively, the

problem of a financial intermediary facing an agent with outside option U and productivity 6 is

e - B
Hp(U,0;w,r, %) = max / e~ Jors+pp)dsg Z(B,e)w, "0 — | dt.
(eheAlC Jo

U=Ug((1-1%)1)
df; = ,u(lt)ﬁtdt + a(lt)ﬁtdZt
Oy = 0.
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The problem of a financial intermediary facing an agent operating the risk-free technology with
outside option U and productivity 6 is defined to be
o0 t
Iy (U, 0;w,r,7"7) = max / e~ Jorstpp)dsgy [wely0 — ¢ dt.
(chHeAIC Jo

U=Uw(1—1")e).

Definition 4.2. Given sequences (77,7") := (7}, 7}V);>0 of linear taxes on the consumption of
entrepreneurs and workers, a competitive equilibrium consists of sequences of wages (w;);>0 and
interest rates (r¢)¢>0, together with an allocation
0 0.0 w0 7v,0 Ta T T T,
A= {(Cff’ B by L )tzt)‘ (v,0) € Q} {(Ct gy e I ¢)t2T20}¢€@

and contracts {(c%’?t, l%i, clv){/?t, l%’/?t)tzo

(v,6) € @} and (ck 5 1, s Uy, LT im0 such that:

e Given the levels of promised utility

Gy o= U (11— 0)

UE =Up (1= ) 13" Ui = Uw (1= 7)1

the contracts chosen by the intermediaries minimize the costs of attaining v, U;‘g and UVTV
given prices w and r. This requires that for all (v,6) € €, the contracts (ng97 l%’e, L*9) and
(ca’f, ll‘;[’,e) solve Ilg (v, 0; w,r) and Iy (v, 0;w), respectively, and for all 7' > 0, the contracts

(cBEATE LT and (DWW 1TW) solve (UL, Op;w, r) and HW(UgV,GO;w,T), respectively.

e Financial intermediaries make zero discounted expected profits from all contracts written at
or after the initial date: Ilg (Ug,ﬂo;w,r, TE) = Iy (UVTV,QO;w,r, TW) =0 for all T > 0.

Further, there is no contract that is not offered but would make positive profits if offered.

e All agents not in the first generation choose the contract that maximizes their utility: for all

T > 0 this requires Ug ((1 — TE)CE’G, lg’a) > UW((l - TW)CIV;}H, la}e).
e labor markets and goods markets clear every instant.

There is no need to impose the requirement that the government budget balance because of
Walras’ law. In keeping with the focus of this paper on long run inequality, I will restrict attention
to stationary equilibria in which wages, interest rates and the distributions of consumption and

productivity are constant.
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The competitive equilibrium without taxes need not coincide with the utilitarian efficient allo-
cation characterized above. Competition amongst firms to provide insurance to workers will ensure
that the level of promised utility is set at the point at which firms make zero expected discounted
profits, and nothing forces this level to coincide with the constrained efficient level of ex-ante utility
assigned to entrepreneurs. However, the form of the preferences ensures that it is easy to describe
the effects of a constant linear consumption tax on utility. Specifically, if consumption is taxed at
rate 7 and (c,l) := (¢, lt)e>0 denotes the consumption and recommended effort levels specified in

the contract between the firm and the entrepreneur, then the utility of the agent is given by
[e.e]
U((1 = r)e,l) = ,0/ e PE[u((1 - 7)en, I)]dt = (1 — 1)U (e, ). (27)
0

Homotheticity therefore implies that the imposition of a linear tax simply scales the utility ex-
perienced by the entrepreneur state-by-state, leaving incentive compatibility unchanged. From the
perspective of the intermediary, with the introduction of a linear tax on entrepreneurs’ income 7 the
profit from contracting with an agent with normalized promised u changes from v(u) to v(u[l—7]71).

The level of normalized utility u(7) that obtains in the competitive equilibrium is then
u(r) =1 —-71)z
where x solves v(z) = 0. This implies the following.

Proposition 4.1. Denote by UY and UV the levels of utility associated with a newborn entrepreneur
and worker, respectively, in the efficient allocation characterized above. Then the efficient allocation
may be implemented as a competitive equilibrium with interest rate r = p, constant linear taxzes 7%

1
and 7V, where % satisfies u(7”) = [(1 = y)UP]™=7, and 7'V satisfies
Iy (Ua/, Oo; AL, TW) =0,
where \p, is the multiplier on the labor resource constraint found in the planning problem.

In light of the decentralization results of Prescott and Townsend (1984), Atkeson and Lucas
(1992), and Golosov and Tsyvinski (2007), the fact that the desire of the taxation authority is
reduced when agents are unrestricted in the contracts they may write with intermediaries is not
surprising. However, it is worth noting that Proposition 4.1 shows that even when one introduces ex-
ante heterogeneity, the redistributive role of the government does not necessarily imply progressivity

of taxation.
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4.2 Stock market equilibrium

Proposition 4.1 serves as a natural benchmark as it assumes the government is no more capable
of providing insurance than the private sector. However, the assumption of a competitive sector
of financial intermediaries able to commit to (history-dependent) contracts for the entirety of an
agent’s life may be unreasonably strong. Not only are these contracts highly history dependent
and executed over long periods of time, they implicitly assume that the intermediary is capable of
perfectly observing the asset positions of the agent at all times. For this reason I now complement
the above by fixing a simpler market structure and characterizing the optimal taxation policy of
the government within a particular parametric class. Specifically, I will assume that agents may
only save in a risk-free bond and sell shares of their firm in competitive spot markets, and that the

government may only levy linear taxes on all forms of income and wealth.

The state variable for the agent now consists of firm productivity 6; and wealth a;. The latter
is the sum of risk-free savings b; and ownership of the asset p;x¢, where x; is the fraction of the firm

owned by the agent and p; the total price of the firm, so
ag = bt +pt$t- (28)

Wealth now depends upon the endogenously determined price of the firm. Since the stock market
is assumed to be competitive, I will assume that this price always equals the expected discounted
value of firm profits, given the outside investors’ expectations regarding the effort of the owner. The
equilibrium notion outlined below will then impose the consistency requirement that these beliefs
are correct, so that the outside investors break even in expectation. When the agent adheres to the

strategy | = ([t)tzo this present-discounted value is equal to
oo ~
Pt = / e (1 — 7,)EY 0] ds.
t

If I; is constant over time, the Gordon growth formula implies the explicit expression

_ (1 — Td)et
P

for all ¢ > 0 almost surely. When effort expectations are constant and the government levies
constant taxes (Ts,Td, Teg, Ta) ON savings, profits, capital gains and wealth, the law of motion of

wealth becomes
dag = |(1 = 7)r = 70 = @+ (10 + (U= 7)u(0) = p0) )2t |t + 0 (1 = meg)iandZe - (29)
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where ¢; and 7; denote the fraction of the agent’s wealth consumed and invested in her business,
respectively.!® Note the distinction in (29) between [ and I: the former refers to the level of effort
expected by investors, while the latter refers to the true effort exerted by the agent. The two must
coincide in equilibrium but only the latter is affected by the agent directly. Note also that the tax
on firm profits 74 appears nowhere in the law of motion (29) since the sole effect of this tax is to

reduce the value of the firm (and hence the lifetime income of the agent).

Definition 4.3. Given an interest rate r, linear taxes 7 = (7y, 74, Teg, Ta) and expectations of effort
exerted (Zt)tZ()a the problem of an agent with firm size 6 and assets a is

Via,0) = max/ pe P'Elu(cy, ly)]dt
0

¢l
dat = [(]_ — TS)T — Taq — Et]atdt + Ztatht(lt)
d(gt = M(lt)etdt + O'gtdZt

(a’Ov 90) = (a’a 0)

A~

where dR;(l;) = (157 4+ (1 — 7o) (1) — p(1))dt + o (1 — 7eg)dZ;.

The notion of a competitive equilibrium is essentially standard: agents optimize, markets clear,

and expectations are consistent with individual incentives.

Definition 4.4 (Stock market equilibrium with linear taxes). Given an interest rate r and linear
taxes 7, a competitive stock market equilibrium consists of effort expectations [, value functions V
and policy functions (¢,l,¢) = (¢t,lt, t)e>0 for consumption, leisure and investment, such that the

following hold:
e The functions (¢, [, ) solve the consumer problem in Definition 4.3 given expectations L.
e The outside investors break even in expectation, or [} = [ for all t > 0 almost surely.

A stationary competitive stock market equilibrium is one in which the cross-sectional distributions

of wealth and firm size are constant over time.

The first observation here is that if I does not depend upon @ then the latter variable drops out
of the individual agent problem and it becomes a standard portfolio problem of Merton-Samuelson

type. The proof is simple algebra and so relegated to the appendix.

1076 aid the reader, a discrete-time formulation of the law of motion is contained in Section B.1.
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Lemma 4.2. With linear tazes and constant expectations of effort, the policy functions for con-
sumption and investment in the consumer problem are of the form c¢(a) = ¢a and t(a) = Ta for some

constants ¢ and T, and the choice of leisure [ is constant over time. The pair (¢,1) solves the pair

(1 — 7eq)uu(l) — M(i) + TsT

P =T EQ) A 0
DT _ (| —ryr— g — g MO T — D)
1-7% * ¢ 2 02(1 — 7¢9)%7

and T is given by X

(1 —7eg) (1) — p(l) + 77
02(1 — 7¢9)%7 '

1=

If we impose the requirement [ = [, the ensuing system (30) completely determines the equilib-
rium ¢ and [, given the taxes 7.4, 7s and 7,, with r = p for the same reasons as those given in the
discussion of the characterization of the planner’s problem in Section 3. Note that since the allo-
cations with linear taxes imply constant effort by the agent, given the planner’s objective function
they are by definition weakly dominated by the restricted-action allocations characterized in Lemma
2.4. Further, since the policy functions for consumption and investment are linear in wealth, they
share the property of the restricted-action allocations that they are characterized by constant mean
and volatility of growth rates. It follows that if we can find linear taxes such that the mean and
volatility of consumption growth in the competitive equilibria coincide with their counterparts in

the restricted-action allocations, then we will have found the optimal linear taxes.

Proposition 4.3. The optimal allocation possible with linear taxes may be implemented with a tax
T4 on dividends, common tazes on capital income 7. = Ty = T¢q, and a tax T, on wealth, where

(w, ¢, 7q) are solutions to the system of equations

0=0’E(1)*(¥—-1/2)7 — Dw’ + p7* (w —7°)
= 12 w — pﬁ? w
ra= 5 (B0 - s ) B0
a?E(D)w
e = u() + o2E(w

and [ is the optimal solution l,(u) associated with the restricted problem v, (u) := max;cy 1) v(u;l).
The tax on dividends T4 is simply set at the level at which agents are indifferent between being an

entrepreneur or a worker.

The system in Proposition 4.3 may be simplified when utility is logarithmic. In this case the
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first equation in Proposition 4.3 implies w = 1 and so taxes become

_ UzE(Z) o= g2 B 14
= = al) + 02E() - =05l (E(” PR a2E<z>>'

To determine the total taxes paid, note that the law of motion of wealth in Definition 4.3 becomes
day =[(1—71)p(1 —7) — 1o —C+2(p — p(l) + (1 — o) pu(1))])acdt + o(1 — 7c)tardZ;. (31)

In this case the investment function reduces to 7 = 7.(p — u(1))[o?(1 — 7.)?¥]~!. Finally, using

Te a2 E(l) 0
[—7 = =)+ B() = ®E(1)  p— (]

we see that the expected taxes paid on interest, wealth, and capital gains are

2 (p—p)?
(1—7.)2 o2

p1e(1 =7) + 7o + Tep(1)T = p7e + 7o + Te(p(l) — p)T = p7e + 7o —

= ?E(1)? — 6?E(1)? = 0.

It follows that the dividends tax is the only tax that raises revenue for the government, while the
taxes on capital income and wealth are only necessary because of the presence of the agency problem.
Intuitively, the capital income tax is chosen so that effort is set at the constrained efficient level,
while the wealth tax is present to ensure that the drift in consumption is set at the constrained

efficient level.

5 Conclusion

This paper develops theory and numerical techniques to determine the constrained efficient levels
of inequality in an economy with moral hazard and stochastic growth in human capital. There
were two principal findings from the analysis. First, the presence of endogenous human capital
accumulation has important implications for the efficient bearing of risk and hence the degree of
inequality in the implied stationary distribution. In dynamic agency models with fixed productivity
and a (standard) wealth effect in preferences, it becomes too expensive to motivate agents with high
realizations of output and consumption, and so they are eventually retired. In contrast, in the model
in this paper agents become richer precisely because they experienced rapid productivity growth,
and so the benefits of further effort rise along with the costs. In Proposition 2.6 I provide sufficient
conditions for this second force to overwhelm the first, and in Proposition 3.8, I characterize the

upper tail of the stationary distribution.
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Second, I provided two decentralizations (one complete and one partial with simple instruments)
of the efficient allocations that differ in the degree of risk-sharing present in financial markets. In
the first, agents may write long term contracts with financial intermediaries restricted only by
informational frictions. In this case Proposition 4.1 shows that the government may achieve its
redistributive goals simply with a linear tax on firm profits. In the second, I suppose that agents
may only trade shares or save in a bond, and characterize the optimal linear taxes of the government.
In this case Proposition 4.3 uncovers a novel role for taxes in this environment: a tax on (personal)
capital income alters the incentives of agents to retain ownership of their firm, and hence to exert
continued effort to improve productivity. The optimal linear taxation policy therefore calls for three
distinct kinds of capital income taxes — corporate profits, personal, and wealth — serving three
distinct purposes. The tax on corporate profits serves redistributive purposes, the tax on personal
savings ensures that effort is set at the efficient level, while the wealth tax ensures that the drift in

consumption is at the efficient level.
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A Recursive analysis

In this section I will elaborate on the characterization of incentive compatibility given in the main text. I
will then derive the Hamilton-Jacobi-Bellman equations for both the true value function and restricted value
functions, show that the latter have closed-form solutions, and derive the Kolmogorov forward equation
for the summary measure. Throughout this section I will take the underlying filtered probability space to
be (Q, (Fi)i>0, P), where Q = C([0,00)), P is Wiener measure and F is the o-algebra generated by the

evaluation maps.

A.1 Incentive compatibility

Definition A.1 (Shifted process). For each effort strategy (l;):>0 (equivalently, choice of deterministic
functions (I;);>0 defined on C([0,1])) the process Z! := (Z});> is defined pointwise

t
Zi(w) = w(t) — o~ / (T (@(5))ozw<a))ds
0
for each w € Q := ([0, 00). Note that dZ! := dZ; — o~ p(ly)dt.

In the main text I noted that a change in an agent’s strategy may be viewed as a change in the measure
she uses to evaluate the probability of the occurrence of certain paths of output. This is made formal in the

following.

Definition A.2 (Effort process and induced measure). An effort process for the agent is a progressively
measurable process e = (I;);>0 on (Q, F,P). This is equivalent to the existence of functions (Zt)tZO such
that I, : C([0,t])) — R for each ¢ > 0 and Il; = Zt((Zs)ogsgt) almost surely, for all ¢ > 0, where the (Zt)tzo
are measurable with respect to the filtration on ) generated by the evaluation maps. The measure on

0 := C([0,1]) implied by the process e is then defined by declaring
ti _
Pl(w IS | w(tl) S BZ,Z = 1,. . ,N) = P(w € ‘ / ls((w(sl))ogs/gs)ds+0w(ti) S BZ,Z = 1,. . ,N)
0
for any points t1,...,tx € [0,t] and Borel measurable sets By,..., By C R.

Definition A.2 appears complicated but simply asserts that P! is the probability measure used by the
agent to evaluate the probability of occurrences of different output levels. Note that by the Girsanov theorem,

Z' is a Brownian motion on (Q, F, P!).

Definition A.3 (Time zero utility). For any allocation (c,!*’) chosen by the planner and agent strategy e,

define a stochastic process V&l .= (V;C’l)tzo by
Vi ::p/ B [u(cy, I;)| Fi]dt. (32)
0

One may interpret Vtc’l as the time zero utility based on time ¢ information.
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The law of iterated expectations ensures that for any allocation (c,l”) and strategy e the process V¢!
is a martingale on (€2, F, P'). Now, for the given underlying Brownian motion Z := (Z;);>o define 6 to be
a strong solution to the SDE df, = ¢6,dZ; and note that if (I;);>¢ is of the form {; = zt((Zs)ogsgt) almost

surely then we have

(6.))dt) =

d@t = 09tdZt = 0'0,5 (071u(l~(9))dt + dZt — O'ilﬂ( (0))0tdt + 09tdZ§

where the process Z' is defined in Definition A.1. It follows that (6, Z!, P') is always a weak solution to
dX; = p(l(X.)) Xdt 4+ 0 X dW, (33)

and that choosing a strategy [ amounts to choosing the distribution of the process given in (33). The

Brownian motion (W3);>0 is the noise process associated with the strategy e.

Proof of Proposition 2.1. The basic idea of the proof is that for any strategy e := (I;);>0, if we define a

random variable X by

[ee) l—aja\1—

[ Y

X — p/ efpt (Ct t ) dt (34)
0 1—v

then the process V! := (V}!);>o defined in (32) is a martingale on (2, F, P!) by the law of iterated expec-
tations. The strengthening of the martingale representation theorem given in Lemma 3.1 of Cvitanié et al.
(2008) then asserts existence of Y = v<”:C such that Ve = po fg Y,dZ! for all t > 0 almost surely, which

gives the result upon rearrangement. O

Remark A.1l. The strengthening of the martingale representation proved in Cvitani¢ et al. (2008) and
invoked above is necessary because F is the filtration generated by the evaluation maps w and so is not
necessarily equal to the natural filtration associated with Z!, which is the assumption of the usual martingale

representation theorem.

Proof of Proposition 2.2. For any strategy [ and ¢ > 0, define a random variable W = pfot e Pu(cs, ls)ds +
e~ P'W, where W, represents the continuation utility if the agent adheres to I* after t. From the definition

of dZ! given in Proposition 2.1 we have dZ!" = dZ! — o= [u(IF) — p(l;)] and so by the expression (7),

thl = pe Plu(cy, ;) dt + d(eiPtWt)
= pu(ct, lp)dt — pWidt + [P(Wt —u(ey, If))dt + Stdzép}

= e " (plules, 1) — ulen, 1)) + o~ Selp(ls) — p(f))dt) + e~ **5,dZ;.

Using ! [ fg e PS.dZ é} =0 for all £ > 0 and effort process e, it follows that

E V] = Vi + pE! [ /0 e (0718, plly) + pules,ly) — [0 S, u(17) + puley, 10)])ds | (35)

Since the expected utility of the agent is exactly E/ [limt_)oo th} , an effort process e is incentive compatible

if and only if it maximizes the integral in (35) almost surely for all ¢ > 0, which gives the result. O
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A.2 Hamilton-Jacobi-Bellman equation

Recall some notation from the main text. The utility function is given by u(c,l) = (cl_“lo‘)l_ﬂy/(l — ) for

some « € (0,1) and v > 0, and I will define ¥ by (1 —v)(1 — a) = 1 —7 and assume 7, > 1. Note that

cl—oa 1=y 1~y
u(e,l) = (1l’)y us(c,l) = al™' (1)
pl) =1~ [m—pll p(l)=—[m—p

so the elasticity of utility with respect to output when I < 1is S; = o E(l;)(1 — a)(c}=%1*)1=7, where

pa

HO T

The joint law of promised utility and productivity is then
1 N 1—y 1 1—v (36)
av; = p(1 = (1) )it + o Q) (1 - ) (1) Uz,

where T have changed variables to ¢ = ¢[(1 — )Ut]iﬁ Given the joint law of motion (36), the associated

Hamilton-Jacobi-Bellman equation is

— _ _ (Fl—aja 1=y 87‘/ UzE(l)2  \2(=l—aja 2—2y 2(9 1%
PV (U.6) = max 6 C+p(1 (&) )UaU S (1= (e ) U
=0 (37)
oV 0?02 0V 1—aja\1=7 2 o’V
+(E- |- Jl)&——&- 5 902 +E(0)(1 —7)(c'~1%) U63U89

Using the change of variables in Definition 2.4.

Proposition A.1. The solution to the Hamilton-Jacobi-Bellman equation is of the form V(U,0) = v(u)b

for some function v solving

1—
pv(u) = max 1—2u+p
l>0

o’ 1-\2 o 4
+ (7= [ = u) o) =/ (W] + 5 (1 — B()(21) ) w (u).

1— (gt—a1)=v , o2E(1)? A—aren1=T—
<(1_’y))uv (u) + 2( ) (c l )1 ~uv' (u)

Proof. Under the change-of-variables u := [(1 — v)U ]ﬁG_l, the relevant algebra is

1 uf)t =7
~ [ —u)TTe! o=
ou 1 3, ugr! ou
ou =Tl T =y =0
Again defining v(u)f = V/(U, 0) gives
oV Ou , Y, av ,
Fian i v’ (u)d = o (u) 90 = v(u) — v (u)u
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and

*vV._ 9 , _ Ou, , /) v (w)u?
o = o) — v/ (] = S () = o/ () " ()] =
o*Vv 67 0 5 . 07 Ou _ F—1,1 5o _ (u9)27—2 S 2. 1
a2 = T_aap VW= T pp T ) Fu )] = s e () e T(w))f
0*V 0 / _Ou 7 _ vi(wutT e
i ﬁ[v(u) —v'(u)u] = %[—U (wu] = T 1 _a

Since c(u) = ¢(u)u (and C(U,0) = c(u)f) for all u > 0 we have

Cl—ala 1=y
e &
for the drift, and
poo 1—aja)1=7 poo _l—aja)1—7
— C Oél = — 1 —’y C ZOL U
R A
for the diffusion. Substitution then gives
i 07T
pv(u)d = max (1 —zcu)d + p(l — (61_6“1"‘)1 'Y)Ul _uav’(u)
1>0
2 272
poo e 2-2 uf) = _
+ [,u(—,u])212(1 — )% (e 1) VUQ((lza)z[’yuv’(u) +u?v” (u)]6

2 _ 7 1+
LG’UN(’U/)U? _ pOé(l 7) (U)U

+ (5 — [7— p]l)0v(u) — v (u)u] + 5 7= Al (61_0([@)1*702(]9” T a 71 (39)
_ . L— (@)™ o (poa) (@) 2 1
() = e 1= +p< — )a () + S [ () ()
o? o 1—vy %
(= [ )~ + G @ = e @) ot )
as claimed upon factorization. O

A.3 Restricted value and policy functions

Proceeding from Proposition A.1 gives the following, which is a slightly more general statement than Propo-

sition 2.4.

Proposition A.2. The restricted-action value and policy functions are given by

L1 _(27—1)cu, clw:l) = 251~ T8y
I RTE SR =

where x = x(1) solves the quadratic 0 = E(1)?(¥ — 1)(¥ — 1/2)0?2? + px — p. Further, v(l) is decreasing in .

Proof. Using Proposition A.1 and substituting the form v = 5(l)u + v(l) gives
1— —l—aja\1—y ~~2 _
po(l)u + pu(l) = max 1 —cu + p<(cl_i)>v(l)u + %E(Z)Z(El_o‘l"‘)2 5(1)u
+ (7= (7= 1]1)e().
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Equating linear and constant parts gives v(l) = 1/(p — &+ [ — p]l) and v(l) solves

)v(l) + 2 EZ(Z) (@ 1%)* " m(1).

1— (El—ala>1—'y

L-7

pu(l) = max —¢ + p<

Combining this with the associated first-order condition gives

_ Elfoz a)l—y 0.2 2 92y
pv(l) = —¢ + p<1(1_i))v(l) + 2<1_Z)212(c1“la) yo(l)

a2E(1)?
2

0=—2— p(E@ %) 5(1) + (2 — 29) (@ 1) (1),

Combining, eliminating ¢ and dividing by ©(l) gives the following quadratic in x := (e!=**)!=7

o2E(l)? 1—2 a?E(1)?
- 225 yr? = — a2,
px + ( ) 5 % p+p(1_7>+ 5 T
Rearranging gives

N U ~ ~ya

2 T1-7 1-7
multiplying by 1 — % simplifies to the claimed quadratic. The implied expression for consumption is then

¢ =270 5 and the coefficient of normalized utility solves (using the quadratic for = again)

— 02 2$2
pu(l) = —¢c+ p(i — 7>U(l) + %’W(l)
o (1-= ¥y pl-—=z)
/o) ”(m) PG DG 1)
¢/u(l) = —pé,ly_? -

which rearranges to the desired expression. To show that T([) is increasing in I, note that it is the fixed point

of the equation pv = T'(U) where

_ _ @)= =1\ 2E(D? oy en2-2v
T(v):%lzaéc —c+p< =1 T+ 5 (e'=1%) ~U.

The right-hand side is clearly increasing in [ whenever U is negative since it is the pointwise maxima of
functions increasing in [. The fixed point will then be increasing in [ provided the right-hand side is convex

in ©. This is indeed the case, since it is the pointwise maximum of linear functions. O

A.4 Laws of motion

The proof of Proposition A.1 shows that normalized utility follows a diffusion process of the form du; =

g (w3 €, Dugdt + o4 (ug; €, DupdZy

7511,17& ualf'y 0.2 u 2
s = L EO YT | BUE

ou(u;, 1) = U(E(z(u))(z(u)l—W(u)a)H - 1)
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which is exactly the first claim of Proposition 2.6. Now note that if dU; = pyUidt + oyU;dZ, then
U, = Uyexp ([MU — 012]/2]t + O'UdZt).

1t follows that [(1 — 3)U,] ™% = [(1 — 7)Up] ™= exp ((1 — )y — o2 /2]t + %dzt) and so

U_[(1 - ) U] T dZ..

1 Fo2 1
dl(1 —F)U] ™= = (1“_(]7 + (Y _U§2>[(1 U™

Therefore, The law of motion for z; := [(1 — )Ut]iﬁ is dzy = pyzidt + 0,2¢dZ;, where
_ 2
P —1—aja\ 1Y i pao —1—aja)2—2Y
= — 11— l - ——— l
pe= s (1= @) )+2<(1a)[uu]l> )

o, = pao ]l(El—ala)lf’Y

T ol

which gives the second claim of Proposition 2.6. The volatility of normalized utility is then (E())z(l) — 1)o,
where x = z(l) = (E(l)l_ala)lfv solves the quadratic given in Proposition A.2. High shocks will imply a
fall in normalized promised utility if and only if z(I) < 1/E(I). This will be true if and only if

2

p< Z (27~ DE - 1)+ (1/a - D[ - ul

which is the final claim of Proposition 2.6.

A.5 Stationary distribution proofs

In general the Kolmogorov forward equation will inform us of the evolution over time of the two-dimensional
density of both promised utility and productivity. However, as shown in Ai 7, the homogeneity of the policy
functions and the log-linear law of motion of productivity ensure that we need only solve for the density of

a single variable, referred to as the summary measure.

Proof of Lemma 3.4. The process (6, u:)i>0 is a multi-dimensional diffusion process driven by the same
Brownian motion, and so away from the initial point ug, the joint density ® satisfies the Kolmogorov

forward equation

D 10(0,0,1)] = —pp (0, 0,) — ) o000, 1)] — o[, () B(6, 1)

og(u)” 0 aga [909<u)0u(u)q>(9,u,t)}+§%[ W) (0, u, t)].

Note that for any smooth function f Vanishing at zero with sufficiently rapid decay at oo, integration by

parts gives [~ 6 (6)df = [6f(6) — 55 f(6)do = — [° f(0)d6 and [T 6f"(0)d = — [;° f/(6)do = 0.
Recalling the definition m(u,t) fo 0D(0,u t)d@ and interchanging orders of integration, it follows that
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for all (u,t) we have the following simplifications
W [ 00900010 = —pu)m(u. )
g 00

_ /Oo g[uu(u)eé(e,u, t)]do = —%[uu(u)m(wﬂ]

2 [ee] 2
/ 02 10200, u, £)]d0 — 0

o (u)
2 692

/0000393 [0y (u)P(0,u,t)]dd = f%[ou(u)m(u,t)}

/’0 VB0, u,1)]d0 — ;2[%mmw¢n

Interchanging the order of integration, the multi-dimensional forward equation implies

%/ 0D(0,u,t)d z—pp/ 0D(0,u,t)dd — p,(u /9—9@0ut)}d0
0

- 2
/'9%29 (0, u, 4)]d0

1 o 2
+ op(u / 0(‘398 O, (u)® (9,u7t)]d9+2/0 Oauz[au(u) D(6,u,t)|dd

/ O (u 9utd9+

which is equivalent to

om 0 10°,,

X — (o — ) 1) — [ 0) + 00 ) () 0)] + 5 2 o (o, 1)
Setting the partial derivative with respect to time to zero then gives (15). O

The boundary conditions for the ODE in (15) are not obvious a priori, but we do not need to know
them to find the stationary distribution. I will employ the finite-state Markov chain method of Kushner and
Dupuis (1992) and find the stationary distribution of a finite-state Markov chain that is ‘close’ in distribution

with the underlying continuous-time process.

For convenience I record the following lemma that shows that killed diffusion processes are distributed
according to a double-Pareto distribution. The proof is standard and therefore omitted. I then specialize to

the restricted-action versions of consumption and productivity.

Lemma A.3. The stationary distribution of a stochastic process evolving according to dX; = pxXidt +

oxX.dZ, that dies at rate 5x and is injected at some point X > 0 is given by

>

Aze+—1 ifx <
f(z) = — (40)
Bz~ ifz>X

where

ax =iy /0% £/ (fx/ox)? + 20x /0%, (41)
the constants A and B are chosen such that the density is continuous and integrates to unity, and I have

written iy = px — 0% /2 for brevity.
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Proposition 3.8 shows that by combining Lemma A.3 with the explicit policy functions for consumption
given in Lemma 2.4 we get closed-form representations for the stationary distributions associated with the

restricted-action allocations.

Proof of Proposition 3.8. From Lemma 2.6 the law of consumption is dc; = p.cidt + o.c;dZ;, where

1—x FE252 42
Pl ) 47

e = =7 5 o.=0cFkz
where (7 — 1)(¥ — 1/2)E?0%22 = p(1 — ). It follows that
G plma)  GoDE pllma) pllma) g2 Fr
c 2 1—-75 2 1-75 2y —1 (1-7)(2y-1) 2

Using Lemma A.3 the tails are then

— — 2 — —2
My bx 20x 9 i 2pp
=2\ oz ) T2 =9tV 1t ape

which simplifies as claimed using the defining quadratic for . O

Proposition 3.8 implies the following uniform bounds on consumption inequality since x — 0 as [ — 0.

Corollary A.4 (Consumption bounds). For ally > 1 andl € (0,1) we have

a_(l) < —;(1 + \/1 + 4’%(2 —1/7)(1 — 1/@)

with equality in the limit as I — 0.

A.6 Planner preferences

Defining €2 :=V x O, aggregate consumption and output at any date t > 0 are then,
Cy:=e PPiC, + /ot e~rolt=TlcTgr
C, = / E[c)®)®(dw), CT = / E{Cfﬂa(dw
Q v
Yy i=e PPy, + /t e~ rrl=Tly T ar
0
vy | BP0 L0, YT = [ BTGl
while aggregate labor assigned to entrepreneurs and labor supplied by workers is
Lf :=ePP'Li + / t e-rrlt=TL B dr
0
LE .= /QIE[Lf’e}@(dw), LPT = /We*PD[t*TlE{LtT*"]G(dw

t
LXV = e_thLXV—i—/O e_pD[t_T]LfV’TdT

Y ::/E[e%’,?t]‘l)(dw), LT ::/ e_pD[t_T]E{ea}ﬂG(d¢).
Q o
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I will also use the notation

U, = /Q E[u(ci?, )] @(dw) Ul = L E[u(cf¥,ef™)| Gldv)

for the total flow utility experienced by the first and subsequent generations. Note that each of the above
aggregate quantities is written as the sum of two terms: the first is the contribution to the aggregate level
of the initial generation, and the second is the contribution from all subsequent generations. For instance,
since agents die at rate pp and death is independent of the noise process, the aggregate consumption of
surviving members of the initial generation at date ¢ is e7?2¢ multiplied by the expected consumption of a

single member of this generation.

Lemma A.5. The preferences of the planner over allocations A are represented by the function

[e%e} t
UP(A) = / <etht+ / e Plt=Tle=psTyT dT)dt.
0

0

Proof. From first principles, the planner’s preferences may be represented
oo (oo} oo
Ut = / / e PE[u(c?, el?)]dtd (dw) + / e T / / e PETIR (Y el )] dtG (dip)dT
Jo 0 wJT

[e'e] t
_ / epst< / e PPR[u(c? V)] dtd(dw) + / / e”D[tT]]E[u(ctT’w,etT’w)]dTG(dw))dt
0 Q v JO

where I interchanged the order of integration and used the equalities

e~ PTe=(ptpp)[t=T] _ —pT —plt=T]—pp[t=T] _ e—ﬂte—pD[t—T]7

which gives the result upon simplification. O

B Implementation

B.1 Discrete-time analogues

In this section I will outline a discrete-time version of implementation with stock market equilibrium for
clarity, spelling out the order of moves by the agent step-by-step. The agent problem in the main text ought

to be viewed as a continuous-time version of the following.

e At t the agent has wealth a; and chooses consumption Ac;.

o She places b; units in a risk-free bond earning after-tax return (1 —7,)r and uses the remaining wealth
t¢ := ay — by to purchase shares at price p;. If x; is the fraction of the business owned, then her budget

constraint is a; = b; + psxs.

e Between ¢t and ¢t + A the firm yields output Af;. By t+ A, it has grown to 6;1 A and the price is p;ya.
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e Wealth at ¢t + A comprises holdings of bonds and stocks, plus flow dividends minus consumption,
at+A = savings + interest — consumption + dividends + stocks + capital gains
=b, + (1 — 75)rAb, — Acy + A(1 — 79)0ixy + pexe + (1 — 7eg) (Drga — Pr) e (42)
=ar+ A[(1 = 7o)rar — e + [(1 = 73)0/pe — (1 = 7)r]ee] + (Peva/pe — 1) (1 = 7eg)te

where I substituted x; = ¢;/p;.

Now note that the approximate law of motion for the price is prya /pe = 1+ u(l(u))A + ov/AdX where dX

is mean zero i.i.d. across time and assumes values £1. Substituting into (42) gives
aryn = ar + A|(1 = 7)ray — ¢, + [(1 = 70)0: /pr + (1 — 7eg)pu(l(u)) — (1 — TS)T]Lt} + oVA(l = 7oy 1pdX.
Taking limits as A — 0 gives the law of motion in the case of linear prices
da; = [(1 — 7s)ras — ¢ + 1. (1 — 70)0¢ /pe + (1 — 7o) (L) — (1 — 75)7)|dt + 0 (1 — T¢g) tidZy. (43)

Furthermore, if [, (u) =1 then by the Gordon growth formula
1—174)0

po = LT (4
r— p(l)

and so the law of motion of wealth simplifies to

day = |(1 — 75)rar — ¢t + (TST + (1 — 7eg)pe(l) — M(A))Lt} dt + o(1 — Teg)edZ;. (45)

B.2 Agent problems and equilibrium characterization

This section contains proofs of claims pertaining to the implementation of the efficient allocations. Recall
that Lemma 4.2 solves the problem of the individual agent and Proposition 4.3 characterizes the optimal

linear taxes.

Proof of Lemma 4.2. When facing constant taxes and expectations of constant effort Z, the value function
of the agent solves the Hamilton-Jacobi-Bellman equation

pV (a) = max pw +[~Ta — ¢+ (1 = 75)r]aV'(a)
(46)

c%a®

(1= 1)V (a).

Assume a solution to this equation of the form V (a) = V(I)a*~7 /(1 —7), so that

a*V"(a) = —7(1 — a)V(D)a' 7.

aV'(a) = (1 —a)V(Da'™?

Substitution gives



First-order conditions for consumption, leisure, and investment are then

El—ala 1-—y _ EV 2
( ) 5 (1)
A aronl— l — . 1 .
@) T = —[a - pl(l = a)(1 =)V (1) = m(l = Teg)V (1)1
_ (1 - Tcg):u’(l) - M(Z) + 75T
02(1 — 7cg)?y '
Substituting the third into the second gives the pair
(cl—ala)l—'y B E
40) p
(@)Y (1= Teg) [(1 = 7eg) (1) — pl) + 7]
V(l) E(l) o?(1 - Tcg)Zi 7

so that A

c L [(1 = 71eg)p(l) — pu(l) + 757
p E(Q) o?(1 =77

We then use the HJB to obtain V(A),

pV(D) _ plete1m) =

B L= rr— o (1 - @)D + LoD = pll) 7P

(1—a)V(])

1—~ 1—~ 20%(1 = 7¢9)*¥
@ ey MO = e = p) + ) (=)
T +< e ) r

The solution to the consumer problem reduces to the following three equations in three unknowns (coefficient

of value function, and consumption and effort choices)

U= 7eg)pu(l) = pll) + 757
o2(1 = 7eg)7

|l
I
&
—
<
=
—
W
\]
S~—

hS)

=c+ <—Ta —e+(1—1)r+ % (e Tcg;‘(tl(l)_%g)g); ] )(1 —7).

The second rearranges to

§oz<1 — e TE() = [(1 = 7o) pl) — p(0) + 7or].

The first equation in (47) serves only to determine V([), while the second and third become the system in

the statement of the lemma. O

Proof of Proposition 4.3. If we impose the equilibrium requirement [ =1 the pair of equations in Lemma 4.2

becomes
ToT — Tegit(l

_ )

1= 02(1 —1¢4)E(l)
)
(

—T — Tg)T [rer = Tegn(D]\ (1 =7)
k + ( ot (1 3) + 20’2(1 - Tcg)27) P (48)
yE o T — Tch(l

o 021 —71.)E()
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Recall that the drift and diffusion of consumption growth in the restricted-action allocations are given by

fhe = UQE(z)Zx(Z)Q(l;J oe = o E()xz(1).

We want the drift and diffusion in the above decentralized environment to match these expressions. The

drift and volatility in the competitive equilibrium are given above by

s 7 ¢ l 2
fa = —Ta—C+ (1 =75)p+ [1sp — Tegu(D)]t = —7a — ¢+ (1 = 75)p + M
(1~ 77
(49)
TspP — Tcgu(l)
o(1—Teg)¥

So we have five equations (characterizations of ¢ and [ in terms of taxes, drift and diffusion requirements for

o =0l —Tog) =

efficient allocations, and the definition of z(1)) in six unknowns (c,l, 7s, Teg, Ta, Z),
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O (v )

r+ - -
o?(1— ch) ( 2 o%(1 - 709)2'7 P
ye TsT — Tegii(1)
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%E(l)2x2(1 )= -1y =T+ (1= 1)+

1=

[Tsp — Tcgﬂ(l)]2
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Tsp — Tcyﬂ(l)

o2(1 = Teg)¥

E(?2%*0*(7 - 1)(7 - 1/2) = p(1 — ).

E(l)x =

Now impose the requirement 7., = 7, =: 7. Then we have five equations in five unknowns:

_ Tlp— () . 17%(p = p())*\ (1 =7)
1= A+ (e e s e )
e _ _7lp—n(l)
p o2(1—-71)E(l)
2 2 2 — _ TZ(P—M(Z))Q
PE(1)?22(1-7)/2= -1 —c+ (1 —7)p TR0 (50)
T l
B0 = 2

B()220%(7 — 1)(7 — 1/2) = p(1 - ).
Comparing the second with the fourth implies

o _ _rlo-nd)
0~ FU-nED

and so x = ¢/p. Replace = everywhere with this and eliminate the fourth equation.
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The system (51) then simplifies to

pP-ve_ Ay LT )
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The third and fourth combine to give
95 p 7o p(D)?
_ _ _ 1—
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The system is now
p=7ec 1 7(p—p)? _ 29¢ __p
1-5 2y o2(1-7)2  2y-1 2y-1
__ T(p — p(l
YeoE(l)/p = M (53)
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B oo 5 = .

The other equation gives 7,: 02E(1)2(c p 2079 _ —Tqo—Cc+(1—7)p+ 72)2(’)17”03),2 . One may show that
2 o2(1—71)%%

the first two equations in (53) imply the third, and so we are left with the pair of equations

27 -1 2y — 1) 72(p — u(l))?
”C“E”’/’)ZW'

We can eliminate ¢ using the last equation, and finally end up with a single equation for 7 in terms of [. The

first equation in (54) rearranges to

72 p = u(1)®

(p=—)2y—-1)7y+(2y- 1)1 - 7)202(17_7_)2 =752y —p)(1 —7)
L1200 -7 eI ey,

Substitution then gives the single equation for 7 in terms of I:

1 _ Te—p)? o o _7lp—p)
;(W—1/2)(1—7)W+7 a —WW-

This leads to a quadratic in y :=7/(1 —7) (sothat T =y/(1+y) and 1 —7=1/(1+y)):

0= %W— 1/2)(1=7)(p — p(1))*y? —v(pE(f;l))y +720° (55)

which clearly has a unique positive solution for y (and hence 7). The expressions in the statement of the

Proposition then follow upon simplification. O
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C Numerical schemes

This section outlines how I numerically solve the ordinary differential equations derived in the main text.
Both the value function of the principal and the stationary distribution will be found using the method of

Kushner and Dupuis (1992).

It is well known that the distribution of a variable evolving according to a diffusion process is given by
the Kolmogorov forward (or Fokker-Planck) equation. I refer the reader to Fleming and Soner (2006) for
details. As noted in the main text, I will find the summary measure of normalized promised utility by using
the finite-state Markov chain method described in detail in Kushner and Dupuis (1992). If X = (X):>0

follows a diffusion process of the form

then X may be approximated arbitrarily well by a Markov chain X2 indexed by a pair A := (Ar,Ax)

assuming values in the finite set ¥ := {z,2 + Ax,...,T — Ax,Z} and subject to the transition probabilities
A (X
o+ 8x) = 55 (T + axu(o?)
X
A o?(X
o= ax) = 57 (T5 + Axnlx)")
X

plz,z) =1—pz,z+ Ax) — p(x,z — Ax)

where 7 := max{0,2} and z= := max{0,—x}. It is shown on page 325 of Fleming and Soner (2006)
and also in Kushner and Dupuis (1992) that X? converges weakly to X as A — 0. Now the trick is to
interpret the summary measure as the stationary distribution of a diffusion process (M;)¢>o with drift g,

and diffusion oj; given by
par(u) = po(u) 4 og(u)oy (u) om(u) = ou(u), (57)

which dies at the rate pp — pu(u) and is injected at the point @ at rate pp. Solving for the stationary
distribution of X simply amounts to solving a particular linear system Az = b, where A is constructed
from the probabilities specified above and b depends upon the initial guess for normalized promised utility.

The operation therefore has negligible computation time.
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