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1 Introduction

It is well-known that the distributions of income and wealth in the United States are skewed
to the right and have become more unequal in recent decades. What is perhaps less well-
known is that much of this increase is due to the growing importance of business income.
Smith et al. (2019) and Cooper et al. (2016) 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. Further, Smith et al. (2019) also show that business income depends on
the owners’ active participation by documenting that the death of an owner coincides with

an average fall in profits of 54 percent.

The appropriate policy response to these facts naturally depends on their underlying
causes, and in particular, whether business income reflects innate ability, current effort, or
past investments. For instance, if business income were solely the return to savings, then
the results of Chamley (1986) and Judd (1985) imply it ought not to be taxed at all, at least
in the long run. If instead individuals were simply endowed with exogenous productivity
and only choose their hours worked as in Mirrlees (1971), then as Diamond and Saez (2011)
show, the top marginal tax rate may well be over 70 percent. However, both of these
approaches appear to miss something important about the above facts. If business income
were solely the return to savings then the owner ought not to matter, and if productivity
were unaffected by policy and owner actions it is not clear why its distribution should vary
across time. Further, neither provides guidance on whether we ought to levy different taxes

on profits, interest income, or capital gains.

Motivated by these considerations, this paper characterizes efficient allocations and op-
timal linear taxes in an environment in which business income is risky, grows over time,
and depends on the past (unobserved) effort exerted by the owner. In order to isolate the
role of private information in a partial equilibrium setting, I first alter the principal-agent
model of Sannikov (2008) to incorporate persistent effects of effort on output. I assume
that the output of a firm at any moment is publicly observable and independent of current

choices, but that the growth of output over time is stochastic and depends on the owner’s



effort. To induce the owner to exert high effort, high realizations of output growth must
be followed by either high future consumption or leisure, leading to imperfect risk-sharing
and inequality in all efficient allocations. For standard preferences, it becomes increasingly
expensive to motivate agents with histories of high growth. When the expected return to
effort is fixed over time as in Sannikov (2008), the principal therefore rewards rich agents
with leisure instead of consumption and such agents bear little to no risk. In contrast, the
dependence of growth on effort in this paper implies that the return to effort is increasing
in firm size, which has important implications for both the dynamics of risk-sharing and its
distribution across income levels. Although it is still true that the cost of motivating agents
rises with their consumption, agents typically obtain high consumption precisely because

their productivity rose, and so the benefits of effort rise along with the costs.

After characterizing the optimal contract, I show how the problem of a planner facing
an economy with entrepreneurs and workers decomposes into a series of problems identical
in form to a principal-agent problem. The incorporation of persistent effects of effort has
important effects on the implied stationary distribution and, in particular, the thickness of
the right tails of consumption and workers per entrepreneur (firm size). 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 (such as an increase in workers per entrepreneur), a benevolent planner will
wish to make incentives for effort more high-powered, which necessitates an increase in

consumption inequality ex-post.

Following this abstract characterization I consider the implications for taxation policy.
Prescriptions for taxes unavoidably depend on assumptions regarding the degree of risk-
sharing present in private markets and the complexity of contracts that agents are assumed
capable of signing. If agents may write contracts of arbitrary complexity with financial inter-
mediaries, then the optimal policy calls only for lump-sum transfers between entrepreneurs

and workers.! If the government has no advantage over the private sector at overcoming

! An earlier draft erroneously claimed that the optimum could be achieved with linear taxes.



agency frictions, the latter provides utility at the lowest cost possible, and the lump-sum

taxes serve only to achieve the redistributive goals of the government.

However, this decentralization assumes that financial intermediaries can commit to long-
term contracts and monitor the consumption of agents. Since both assumptions are unreal-
istic, to complement the above I characterize the optimal linear taxes on income and wealth
in an environment in which agents may only save in a risk-free bond and trade shares of their
firms. Within this setting the dependence of 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
possible in the private sector. Intuitively, the willingness of investors to purchase shares
in a firm will depend on the incentives of the owner to exert continued effort to improve
productivity, and hence on the outside option of the owner, the return on risk-free savings.
Within this linear class, the optimal policy now calls for taxes on profits, capital income,
and wealth. The redistributive role is played by the profits tax, as this effectively taxes the
inelastic quantity of the model, the endowed ability of the firm owner, and only reduces the
ex-ante value of the firm. In contrast, taxes on capital income and wealth alter the private
returns to effort in one’s business and consumption smoothing, respectively, and vanish as

agency frictions become negligible.

Related literature. A vast literature builds upon Mirrlees (1971) to derive optimal
taxes in economies with asymmetric information. Scheuer (2014) explicitly considers en-
trepreneurs and firm formation within a static model and allows for both pecuniary exter-
nalities across occupations and the possibility of occupation-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 (2017) explore how optimal taxation pol-
icy must be altered in the presence of “superstar” effects in the form of assortative matching
between individuals and firms, and Ales and Sleet (2016) consider a similar environment
in which the planner has an explicit concern for the welfare of shareholders. Although the
above models incorporate business income in various ways, they are static and so no agent

bears risk or is subject to a moral hazard problem.



The study of dynamic extensions of Mirrlees (1971) begins with Golosov et al. (2003), and
is often referred to as the New Dynamic Public Finance. Most papers within this literature,
such as Golosov et al. (2016) and Farhi and Werning (2013), focus on the properties of
optimal taxes with exogenously evolving wages. Stantcheva (2017) considers an extension
of this framework in which wages depend on both exogenous ability and the stock of human
capital, but there is no moral hazard and no agent employs workers or trades shares in his
business. Closer to the current paper are Albanesi (2006), Kapitka and Neira (2019) and
Best and Kleven (2012), who conduct optimal taxation exercises in two-period economies
with hidden effort, and Makris and Pavan (2021), 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, and because their two-
period nature,? they cannot address how the risk borne by any agent depends on his history

of productivity shocks.

An older literature within public finance, surveyed in Chari and Kehoe (1999) and of-

Y

ten termed the “Ramsey” approach, characterizes optimal policy when the government is
restricted to choosing linear taxes on consumption and income. Guvenen et al. (2019) work
within this framework to analyze the merits of capital income and wealth taxes in an econ-
omy with heterogeneous entrepreneurs in which financial frictions inhibit the allocation of
physical capital. In this setting capital income and wealth taxes place different burdens on
productive and unproductive entrepreneurs and so affect allocative efficiency. In addition
to the explicit modeling of moral hazard, the approach of the current paper differs from

Guvenen et al. (2019) in allowing the productivity of a firm to depend on the past effort of

the owner, and for agents to trade multiple assets (bonds and shares) in the decentralization.

Jones and Kim (2018) characterize competitive equilibria in an environment in which
entrepreneurs are assumed to be unable to save and the evolution of each agent’s productivity
is identical in form to that adopted in this paper. As Jones and Kim (2018) note, when

combined with stochastic death, this assumption on productivity growth can both generate

*Makris and Pavan (2021) calibrate their model to the average working life span in the US, but the

productivity of agents only changes once and so the dynamics are identical to a two-period model.



the empirically-observed Pareto distribution for income and allow it to respond to policy.
However, in contrast with Jones and Kim (2018), in the first part of this paper I do not
impose a market structure and instead require only that allocations respect the restrictions
imposed by asymmetric information. Further, by allowing business owners to both save in
a risk-free bond and sell shares in their business in the subsequent decentralization, I can
investigate how the portfolio decisions of owners and the expectations of outside investors

are endogenous to taxation policy.

Ai et al. (2016), Shourideh (2013), and Phelan (2019) all show how a Pareto distribu-
tion 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 assets to private consumption, in this
paper entrepreneurs exert (unobservable) effort to improve firm productivity. I adopt the
specification of random productivity governed by hidden effort in order to model the im-
portance of individual-specific characteristics for business income. Importantly, unlike all of
the above papers, the competitive equilibria of this paper do not possess the counterfactual
property that the Pareto exponents for income and firm size must coincide. Although the
focus of this paper is normative rather than positive, I emphasize that the optimal taxation
exercise is conducted in an environment that can replicate this fact. To the best of my
knowledge, this distinguishes the current paper from the rest of the optimal taxation liter-
ature. Furthermore, the above papers assume that agents cannot issue equity, and so those

papers do not explore how the degree of private risk-sharing depends on taxation policy.

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 flow
output depends solely on their own 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 he or she is more productive. In the subsequent analysis
with a continuum of agents, output depends both on their productivity and an endogenous
shadow price of labor, as the latter determines the societal benefit of an entrepreneur. This

allows me to address how exogenous changes in the number of entrepreneurs, or changes in



technology that primarily benefit entrepreneurs relative to workers, translate into changes
in inequality both between workers and entrepreneurs and among entrepreneurs in efficient
allocations. I view this as complementary to the standard approach in the optimal taxation
literature, in which the path of wages (or productivity) evolves exogenously, but current
income is endogenous to taxation policy. Since I model a dynamic moral hazard problem
and an active stock market with endogenous beliefs, I simplify the ex-ante heterogeneity for

tractability, and leave the quantitative importance of these two margins for future work.

The outline of the paper is as follows: Section 2 characterizes the optimal contract be-
tween a single agent and a 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 character-
izes the optimal linear taxes and Section 5 concludes. Details of the recursive techniques,

numerical implementation and the welfare notions employed are relegated to the appendix.

2 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 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 [ € [[, 1] for some [. The agent



has preferences over stochastic sequences of consumption and leisure given by

Ule,1) = pk [ /O e Puler, lt)dt] (1)

where the instantaneous flow utility function is

(leala)lf'y

u(e,l) = T

(2)

for some v > 1 and a € (0,1) and the v = 1 case is interpreted as logarithmic utility,
u(c,l) = (1 —a)lnc+ alnl. In what follows I will also write 7 := 1 — (1 — 4)(1 — «) for
notational convenience. I will refer to [ = 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 variable 6 referred to as his productivity.
In this first section an agent of productivity # inelastically produces a flow of 6 units of
output per time independent of his current action, and so productivity will be identified
with output. In the general equilibrium setting of Section 3, output will depend on both the
productivity of the owner and the wage of workers. The consumption and output produced
by the agent are observable, while the productivity of the agent begins at the level fy = 1 and
evolves stochastically over time in a manner depending on his effort. Specifically, there exists
a stochastic process Z = (Z;)i>0 defined on a filtered probability space (2, F, (F¢)i>0, P)
distributed according to standard Brownian motion, such that if the agent chooses leisure

(It)t>0 then productivity follows the law of motion,
dHt = ,ug(lt)ﬁtdt + ag(lt)thZt (3)

where oy(l;) = 01;,<1 for some o > 0 and pg(l) := (fig— (fg—121)!) 11, <1 for some iy > 71, > 0.
The specification of g and oy indicates that 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 their preferences over output and consumption are

UP(c,l) =E [/OOO e PO 1), <1 — cldt (4)

which expresses the assumption that output ceases upon retirement. The actions taken by
the agent and principal may be arbitrary functions of the preceding history of output. The

following definition formalizes this mathematically.



Definition 2.1. An allocation chosen by the principal consists of a pair of F-adapted
processes (¢, 1) = (¢, 1] )1>0, while an agent’s strategy is an F-adapted process | = (I¢);>0.
For any allocation (ct, 1] )i>0 and strategy (I¢):>0, the continuation utility of the agent is

Uy .= pE[/ efp(sft)u(cs,ls)ds
¢

7| 5)

for all ¢ > 0 almost surely.

Since the effort exerted by the agent is private information, the principal must restrict
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 allocation 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 | = (It)s>0 I will write E! for the expectation operator associated with the output
process implied by 1.3 The utility of an agent confronted with an allocation (c;, If);>0 when

adhering to (I¢)¢>0 is therefore

U(e,l) = pl! { /0 " ey, zt)dt} | (6)

The definition of incentive compatibility is then the following.

Definition 2.2. An allocation (¢, [});>0 is incentive compatible if U(c, ) > U(c, 1) for all

strategies [. The set of incentive-compatible allocations will be denoted A’C.

The principal’s problem is then the following. It is indexed by the agent’s initial pro-

ductivity 8 and the minimal level of utility U necessary for his participation.

Definition 2.3. Given utility U and productivity 6 the problem of the principal is

V(U,0) :(C?)aeajcm E{/O e P01, <1 — ct]dt]

U =pE [/ eptu(ct,lt)dt]
0

d@t = ug(lt)tht + U@(lt)thZt, 00 =0.

3Formal definitions are given in Appendix A.1.




The independence of the shocks over time implies that the principal’s problem is re-
cursive in U and 6. When the allocation is deterministic, differentiating (5) gives Uy =
p(Up — u(cy, ). Standard arguments, reviewed in Appendix A.1, imply that in general in-
centive compatibility is equivalent to the change in utility equaling this deterministic term

plus a stochastic term that may be sharply characterized as follows.

Proposition 2.1. An allocation (ci, 1} )i>0 is incentive compatible if and only there exists a
process (St)i>0 such that dU; = p(Ur — u(cy, 1;))dt+ poSidZt, where Z} is standard Brownian
motion and Syue(1F) + u(cy, 1) > Spug(l) + u(cy, 1) for alll € [I,1] and t > 0.

Since the principal is risk-neutral and the agent risk-averse, the principal will choose Sy
to be the smallest value satisfying the inequality in Proposition 2.1 for all [ € [I,1] and ¢ > 0.
By differentiating with respect to effort we see that the volatility of utility is then

poa

poS = lica (1) = g B()(1 — a) (1) (7)

(Fio =)l
where the last equality defines the function E for brevity. Incentive compatibility is therefore
equivalent to the elasticity of utility to output being sufficiently large to outweigh the benefits
of shirking and is sometimes referred to as a "skin-in-the-game" constraint. Expression (7)
shows that utility must be more responsive to output when deviations are hard to detect
or the benefits of deviation are large, and allows us to recast the principal’s problem as an
optimal control problem. Further, the assumptions on productivity growth together with

the homotheticity of preferences allow for the following reduction to a single state variable.

Lemma 2.2. For all U and § we have V(U,0) = V(U07~1,1)0 and the policy functions of

the planner are functions of UYL,

Proof. Since incentive compatibility is unaffected if we scale consumption in every history

by the same scalar, for any A > 0, the change-of-variable (6;,c;) — (A0, A\é;) implies

V(U,N0) = A E “PHB,1y, <1 — T)dt
(U,20) = A max [/O e P01y, <1 Ct]]

U=\TE [/ eptu(ct,lt)dt]
0

dgt = /Lg(lt)gtdt + U@(lt)gtdzt, g() =0

10



which is exactly AV (UXT™L, 6). O

Unlike in Sannikov (2008), effort here has persistent effects on output and so utility is not
sufficient to act as a state variable. However, Lemma 2.2 shows the principal’s choices

depend only on promised utility per unit of output, and so suggests the following definition.

Definition 2.4. Given U and 6, define normalized utility and the normalized payoff function

by u:=[(1— W)U]%H_l and v(u) :=V (u'77/(1 —7),1), respectively.

Lemma 2.2 shows that the optimal choices of the planner are functions only of normal-
ized utility, which represents a kind of cost/benefit ratio for motivating the agent. Similar
observations are made in Ai et al. (2016) and He (2009), where the agency problem involves
the hidden diversion of resources rather than hidden effort. The normalized value function
does not appear to possess a closed-form solution and numerical methods are necessary
for its calculation. To gain some intuition for the structure of the optimal contract, it is
instructive to characterize the value and policy functions associated with what I will term
restricted-action allocations, in which the principal must recommend a fixed effort level for
the entirety of an agent’s life but is unconstrained in his choice of consumption. I focus on
these because they may be characterized sharply in closed form, and because the restricted-
action value function for the highest effort level becomes an arbitrarily good approximation

to the true value function as productivity becomes arbitrarily high.

To give a sense of why such allocations admit a simple characterization, note that if we

1
—

rewrite consumption ¢ =: ¢[(1 —v)U] 77 as a fraction of utility in consumption units, then

Proposition 2.1 and (7) together imply

dU,
ﬁ =p(1— (@) dt + o E(1) (@) (1 - 7)dZ,.

t
For a fixed effort level the mean and volatility of utility growth depend only on ¢. Further,
for these allocations the perturbation arguments of Golosov et al. (2003) are applicable, and

so the inverse Euler equation holds and we have the following sharp characterization proved

in Appendix A.4.
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Proposition 2.3. For each | € [I,1] the restricted-action consumption function is cy(u;1l) =

1 a
e(Du = z(l)T71" T=au and the restricted-action value function is

1l<1 . Er(l)u
p—rol) p—pe(l)

vr(us;l) =

where (1) denotes average consumption growth and x(l) is the positive solution to the

quadratic 0 = a>E(1)*(y — 1)(§ — 1/2)2% + px — p. Further, vl(u;l) is increasing in .

There are two important points to be taken from Proposition 2.3. First, we obviously

have v(u) > v (u;l) for all [ € [I,1], and so
liminfv(u) > lim v (u;l) = ;
u=0 u=0 p— po(l)

Since v(u) < (p — pa(l)) ™! everywhere, it follows that the restricted-action function for the
highest effort approximates the true value function near zero. Phrased differently, the loss to
the principal per unit of output from adhering to this restricted-action allocation falls to zero
as productivity rises. Note that this sharp characterization of payoffs near zero depends on
the preferences adopted and differs from Phelan and Townsend (1991) and Sannikov (2008),
in which it is possible for the agent to be retired (and output to cease) at low levels of utility

when utility is bounded below.

The second important consequence of Proposition 2.3 is that v](u;l) is increasing in
leisure, which captures the intuitive fact that it is more expensive to provide an agent with
a given level of utility when they exert higher effort. This provides insight into how effort
varies with normalized utility and so allows us to build intuition for the dynamics of risk-
bearing. To this end, consider the problem vy (u) := maxe( 1) vr(u; ) of a restricted principal
who must fix effort recommendations throughout the entirety of an agent’s life, and note
that Topkis’ theorem implies that the associated policy function is increasing in normalized
utility. Such a restricted principal therefore recommends high effort to individuals with low

initial normalized utility and vice versa.

The expressions in Proposition 2.3 do not, by themselves, tell us anything about how

normalized utility evolves over time and in response to shocks. However, the closed-form

12



expression for consumption in (2.3) allows for a sharp characterization of how risk-sharing

varies over time.

Lemma 2.4. In the restricted-action allocations associated with 1 € [lI,1) the drift and
diffusion of normalized utility satisfy p, — o2/2 = —Jo?E(1)2x(1)? /2 — ug(1) + 09(1)?/2 and
oy =0c(E()x(l) — 1), and high productivity shocks reduce normalized utility if and only if

0_2
p<@/a—=1(R —m)l+ 527 -DF -1 (8)

Proof. Appendix A.2 applies Ito’s lemma to show that

= %(1 — @)+ (7;1)0215(1)2(01&1&)2% — uo(l) + (1)

ro ‘ﬁqw

Hu —

The expressions for the drift and diffusion of normalized utility follow by combining the
expression (9) with the quadratic in Proposition 2.3. High productivity shocks reduce nor-
malized utility when o, < 0, or E(l)z(l) < 1. Since the quadratic in Proposition 2.3 is

increasing for positive z, rearrangement reveals that this is equivalent to (8). O

Recall that if a process (X )¢>0 satisfies dX; = px Xidt+o0x XdZ; for some constants pux
and ox then it admits the representation In(X;/Xo) = (ux — 0% /2)t + ox Z; almost surely
for all ¢t > 0. Consequently, the large-time pathwise behavior is determined not by px but
by the quantity pux — 0'3( /2, which may be interpreted as a kind of risk-adjusted growth rate.
Lemma 2.4 therefore shows that the large-time behavior of normalized utility is governed by
the difference between two terms. The first, —yo2E(1)?2(1)?/2, is negative and represents
a force common in economies with private information, in which the principal wishes to
front-load utility to relax future incentive constraints, while the second, pg(l) — o(1)?/2, is

simply the risk-adjusted growth rate in productivity.

The fact that effort affects growth rather than flow output implies that the dynamics
of risk-sharing here are different from the seminal contributions of Phelan and Townsend
(1991) and Sannikov (2008), in which the mapping from effort to output is fixed over time.
In these models agents are typically retired at high levels of utility because they are too

costly to motivate. Although it remains true here that the cost of motivating the agent

13



increases with utility, there is also a simple but novel offsetting effect: agents in this model
have high utility only because they experienced high productivity growth. After a series
of favorable shocks, the cost of motivating the agent may have grown, but since actions
affect the growth of output, so too has the benefit, and Lemma 2.2 shows that the principal
cares solely about the ratio of these costs to benefits. Indeed, expression (8) in Lemma 2.4
shows that in the restricted-action allocations, the dynamics of risk-sharing may be entirely
reversed, in the sense that high shocks reduce normalized utility, and so lead the principal
to recommend higher effort and more risk in the agent’s utility. Further, expression (8) also
shows that for sufficiently high risk-aversion or uncertainty, or a sufficiently patient agent,

this will be true regardless of the recommended leisure level.

Numerical illustration. Since none of the above restricted-action value functions are
globally optimal, the value function must be calculated numerically. Appendix D outlines
the numerical method I use to solve the principal’s problem. Recall that the complete list
of parameters is «, 7, p, 0, lig, 1; and [. For preferences I choose (p, a,7) = (0.07,0.3,2), all
of which are standard. The choice of the remaining parameters is more difficult, both due
to uncertainty regarding the risk profiles of business incomes and the absence of an obvious
way to discipline {. I follow Jones and Kim (2018) and set o = 0.15, but since I abstract from
aggregate growth in Section 3, I choose lower values for growth to ensure stationarity. For
simplicity I choose (fig, 7i,1) = (0.07,0.0,0.5), which corresponds to expected productivity

growth of 3.5 percent with high effort and zero growth with no effort.

Figure 1 plots the true value function alongside several restricted-action value functions.
Obviously, the true value function must everywhere lie above each of these restricted-action
value functions. Further, as implied by the above discussion, for low values of normalized
utility the true value function is approximately equal to the restricted-action value function
associated with the lowest leisure level. Figure 2 plots the policy functions for leisure and
consumption together with the analogous optimal restricted-action functions. As expected,
the policy functions for leisure and consumption are both increasing in normalized utility.
This shows that as the amount owed to the agent increases, the principal chooses to reward

the agent with leisure rather than consumption and reduces the risk associated with their

14



Normalized utility

Figure 1: Efficient and restricted-action value function.

future utility.

Finally, Figure 3 plots the risk-adjusted growth in normalized utility and the diffusion
of normalized utility in both the efficient and optimal restricted-action cases. As implied by
Lemma 2.4, the volatility of normalized utility is everywhere negative in the restricted-action
allocations, and this remains the case (and is even more pronounced) in the true efficient
allocation. When combined with the monotonicity of the leisure function, this implies that
high realizations of shocks lead the principal to recommend higher effort, and hence higher
risk associated with future utility. Note that in all cases the efficient functions inherit the

qualitative features of their restricted-action counterparts, but exhibit greater smoothness.

Before turning to the 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 incom-
plete 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) consider economies with idiosyncratic capital risk and
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Figure 2: Efficient and restricted-action leisure and consumption function.
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Figure 3: Efficient and restricted-action law of motion for utility.

hidden consumption. To preserve incentives for investment, the risk borne by entrepreneurs
must scale with the benefits of diverting capital to private consumption. As a result, rich
agents with low marginal utility of consumption also control high amounts of capital, and
so the net effect on incentives to deviate is, in general, ambiguous. With homothetic pref-
erences, these forces cancel out so that the elasticity of consumption with respect to output
is common across agents, which leads Shourideh (2013) and Phelan (2019) to generate thick
right (Pareto) tails. However, although they generate heterogeneous capital income and a
thick tail of the wealth distribution, the mechanism adopted in these two papers cannot

speak to the importance of owner characteristics mentioned in the introduction.
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It is also worth contrasting the lessons drawn from this optimal contracting environ-
ment with the exogenously incomplete-markets allocation in Jones and Kim (2018). In their
model entrepreneurs are unable to save, and so consumption, income, and firm profits co-
incide. This differs sharply from the allocations in the current paper, in which risk-sharing
is restricted only by the need to provide incentives for effort. In particular, productivity
growth affects consumption growth only insofar as it affects the returns to effort and the
tightness of the incentive constraints. Consequently, although the stationary distributions
of both consumption and firm size in the ensuing perpetual youth environment are both
approximately Pareto, the right tail for firm size is typically much thicker than that for

consumption.

Proposition 3.6 below formalizes this discussion by showing that the distributions as-
sociated with the restricted-action allocations may be characterized in closed form. While
the tail of the firm size distribution depends only on the technology governing productivity
growth and may be arbitrarily thick (for sufficiently high productivity growth), the desire
to smooth consumption over time sharply restricts the efficient level of consumption growth
and places tight bounds on the tail of the ensuing distribution. Before proceeding to the
general equilibrium context, note that if output is scaled by x > 0, then the principal be-
haves as if confronted with an agent of productivity 6. This has the following simple (but

important) consequence.
Lemma 2.5. For any parameter k > 0, denote the normalized value function associated

with this level of productivity by v(u; k). Then for all k,u > 0, we have v(u; k) = Kv(u/kK;1).

Lemma 2.5 will prove useful in the general equilibrium setting when the productivity of
entrepreneurs depends on an endogenous shadow price of labor. In what follows I will write

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

The preceding section analyzed the optimal contract between a single risk-averse agent and
a risk-neutral principal. This section shows how the problem of a planner in an overlapping-
generations economy may be decomposed into a series of one-on-one principal-agent prob-
lems identical in form to those considered above. This allows me to derive the effects of
private information on the long run distributions of consumption and firm size. General
equilibrium forces affect both the level of 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.

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 preferences of
agents continue to be of the form given in (1) and (2) with discount rate now p := pgs + pp.
Every agent alive at the initial date is indexed by a single variable v € R identified with
promised utility. To each v-agent there is an associated process Z¥ = (Z}):>0 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 of shocks 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 promised utility and so

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

Agents may be one of two types, entrepreneurs and workers, which are permanent and
unobservable. A fraction ng € [0,1] are entrepreneurs and the remaining 1 — ng are work-

ers. Entrepreneurs are distinguished from workers by their ability to run businesses and to

4Subject to the usual measurability caveats.
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improve his productivity through effort, and have a common productivity 8y = 1 at birth
that evolves as in Section 2, d0} = pg(l;)07dt + o¢(l;)07dZ;. In Section 2 the flow output
of an agent coincided with his productivity. In contrast, in this section the output of an
entrepreneur is a function of both their productivity and the total effective labor assigned
to him. To ensure that output is finite in the stationary distribution I will also suppose that
pp > pg(l) for all leisure levels. All agents inelastically supply L units of effective labor per
unit of time, irrespective of any effort employed to improve their productivity, and so I omit

labor supply from the definition of an allocation.

If an entrepreneur of productivity 6 is assigned L units of effective labor, then for a fixed
Z > 0and 3 € (0,1) flow output is F(0, L) = Z0'~PLP per unit of time. An allocation must
specify the consumption, effort exerted, and labor assigned to every member of the initial
generation as a function of initial promised utility, type, and history of output, together
with analogous quantities for all subsequent generations as functions of birth date and type.
In the following Lf’e’i and LtT’i refer to the effective labor assigned to a given type (which
vanishes if i = W), and for agents not alive at the initial date, the superscript refers to birth

date and the subscript to calendar time.

Definition 3.1. Given a distribution ® over utility, productivity, and types, an allocation
consists of sequences (cy’o’i, lf’e’i, Lf’a’i)tzo, (v,0,7) € supp(®) for the initial generation and

Ti T ;T . .
(¢; " 1" Ly " )e>1>0,1 = E, W, for subsequent generations.

I will denote the set of all allocations by A, and for any T' > 0 write Ay for the subset
of allocations associated with agents born at time 7. I will denote aggregate consumption,

labor assignments, output, and (flow) utility by Cy, Ly, Y; and Uy, respectively.”

Definition 3.2. An allocation is resource feasible if it satisfies C; < Y; and L; < L for all

t > 0. The set of such allocations will be denoted A%E.

Definition 3.3. Given an initial distribution ® over utility, productivity, and types, an

allocation A satisfies promise-keeping if U (%%, 1%9%) = v for all (v, 6,4) € supp(®).

SFormal definitions are contained in Appendix B.1.
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Incentive-compatibility requirements are of two kinds: an entrepreneur must be induced
to reveal her type at birth and then to follow the effort recommendations of the planner.
Incentive compatibility must, in principle, account for the possibility of double deviations,
in which an agent misreports her type and then deviates from the recommended action.
However, such double deviations are irrelevant here, since an entrepreneur who claims to be

a worker is subject to no further private information.

Definition 3.4. The consumption and leisure allocations for a particular generation are
incentive compatible if for all leisure strategies I/, Ug(c¥,1) > max {Ug(c?, V), Uw (", 1)}.
The set of incentive-compatible allocations will be denoted AC and the set of allocations

that are incentive compatible and resource feasible is denoted AF := ARF N ATC.

Agents have preferences solely over their own consumption and effort and there is no
altruism across generations. For simplicity I will suppose that the planner only cares about
workers’ utility and places a weight of a(T) = e~”sT on an agent born at time 7. This implies
that the planner values the utility of an agent at any given date the same regardless of the
agent’s date of birth and is equivalent to the social welfare function UF(A) = fooo e PstU,dt
where U; is the total flow utility of workers at t > 0.5 I now relate the planner’s problem to

the principal-agent problems of Section 2.

Definition 3.5. Given an initial distribution ® over promised utility and types, the plan-

ner’s problem is defined to be V(®) = max ¢ 417 U (A).

As in Farhi and Werning (2007) I focus on solutions in which the distributions of produc-
tivity and utility are constant over time, and first consider the simpler problem of a planner

who may trade goods and labor intertemporally at the subjective rate of time preference.

5To aid the reader, elaboration of the social welfare function is given in Appendix B.1.
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Definition 3.6. Given an initial distribution ®, the relaxed problem of the planner is
oo
VE(®) = max / e Pt dt
AeAlC  Jg

'/ e PSHCL —Y)dt <0
0

‘/epﬂg—Mﬁga
0

Notice that if we solve the relaxed problem and all implied distributions are constant over
time, then we have solved the planner’s problem beginning at that distribution. The relaxed
problem still takes a distribution as an argument, but there are now only two constraints
and so the interdependence across agents is captured by just two Lagrange multipliers. For
each choice of multipliers, solving the above amounts to maximizing the components of the
integral relevant to each generation in isolation. I will refer to this latter problem as a
generational planner’s problem.” The only differences between the generational planner’s
problem and the principal-agent problem analyzed in Section 2 are the presence of an ad-
ditional constraint requiring the utility of an entrepreneur be sufficiently high to ensure

truthful revelation, and the additional (static) task of assigning workers to 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. At any
moment the assignment of workers to an entrepreneur depends solely on the shadow price of
labor and productivity and solves the static problem maxy>¢ Z 6'-BLP — X\ L, the solution

of which requires only elementary algebra and is summarized as follows.

Lemma 3.1. Given the multiplier Ar,, labor assigned to an entrepreneur of productivity 6
is L(0) = [Z,B/)\L]ﬁﬁ. Flow output and output net of labor costs are (1 — )" Z(\1)0 and
—_ — 8

Z(Ap)0, respectively, where Z(Ar) == (1 — ﬂ)Zﬁ(ﬁ/)\L)ﬂ.

For any multiplier there will be a stationary density of normalized utility that depends

only on the policy functions associated with unitary productivity.

"These are similar to the component planning problems in Farhi and Werning (2007) and Atkeson and

Lucas (1992).
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Definition 3.7. For a given pair A\ := (Ar, A\r) of multipliers, denote the associated sta-

tionary distribution over Q' := R x © x {E, W} by ®,. The stationary form of the goods

and labor resource constraints then reduce to the following pair of equations
0= / E[c"0 — F(6°%4, L799)] @ (du)

(10)
0=1L-— / E[LV"] D (dw').

The first equation in (10) imposes the requirement that aggregate consumption equal ag-

gregate output, while the second imposes the requirement that the total stock of effective

labor coincide with the aggregate amount assigned to entrepreneurs.

Consequently, if A satisfies (10) then the solution to the relaxed planner’s problem with
initial distribution ®, amounts to adhering to the solutions to the generational planner’s
problem. I will now combine the above 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 the generational planner’s problem and then varying
the shadow prices of goods and labor until the resource constraints hold in the associated
stationary distribution. To this end, note that just as the homotheticity of preferences and
exponential growth in productivity allowed for a simplification of the principal’s problem,
8o too do the linear policy functions imply that when calculating aggregate quantities we

need only restrict attention to a one-dimensional distribution.

Definition 3.8. Given a distribution ® over the productivity and normalized utility, the

summary measure is defined by m(B) = [5 [;~ 0®(0,u)d0du for any B C [0, 00).

The homogeneity of the policy functions ensures that aggregate quantities may be ex-
pressed in terms of this summary measure. For instance, the average productivity of (non
retired) entrepreneurs is fooo m(u)ll(u)<1du, while the average consumption of entrepreneurs
(retired and non retired) is [;° ¢(u)m(u)du. The following shows that this summary mea-
sure solves a version of the Kolmogorov forward equation for a single variable. For a proof

of the following, see Appendix B.3.
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Lemma 3.2. If (u,0:)i>0 evolves according to (dut,df;) = (pyurdt + oyuedZy, pobedt +

0901dZy) for some puy, oy, g and og, then m solves the ODE
1

0= ~(pp = po(u))m(u) = [(pu(u) + op(w)on(w))um(u)] + Slog(wpu*mw)]”. (1)

One implication of Lemma 3.1 is that changes in the shadow price of labor cause changes

in the productivity of every entrepreneur, with payoffs remaining proportional to §. When

combined with Lemma 2.5, this implies that from the point of view of a planner, changes in

resource constraints simply affect normalized utility, with the subsequent policy functions

identical to those found in the setting of Section 2. For any initial @ denote the implied

stationary density by mg, and note that the average productivity and consumption of en-

trepreneurs per unit of aggregate productivity in the stationary distribution may be written

M (@) := /000 ma(u) 1y <1du C(u) = /000 c(u)mg(u)du. (12)

Since workers have constant consumption throughout their lifetime, the associated aggregate
consumption of workers is simply (1 —ng)Z(\)u. It remains to determine aggregate labor
demand and consumption as functions of the multipliers and find conditions under which

resources balance. Given an initial @ the labor resource constraint reduces to

L = (ave. 0) x (no. entrepreneurs) x (labor per 6)

L (13)
= M(ﬂ) X Ng X (Z,B/)\L)m

Characterizing efficient allocations then reduces to solving a single nonlinear equation.

Proposition 3.3. The stationary level of normalized utility is the solution to

177_E6M(U) = (neCu)/u+1—ng)u (14)

with the associated level of utility in consumption units (1 — ﬂ)Z(nEM(u))_ﬁfBu.

Proof. From Lemma 3.1 the output of each firm is (1 — 3)~'Z(\.)0. Using (13) and inte-
grating over all firms, aggregate output and consumption in the stationary distribution are
ne(1—B)"1Z(A)M(u) and Z(A\)(neC(u) + (1 — ng)u), respectively. Dividing output and

consumption by Z(\r) gives (14) and rearranging (13) gives utility. O
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Proposition 3.3 shows 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. This allows for simple comparative statics.

Corollary 3.4. The stationary level of normalized utility is increasing in ng and B and

independent of Z.

Proof. Define H(y) := M(y)(1—8)"1 — C(y) — y(1 — ng)/ne and note that the stationary
level of normalized utility is a root of H. The first two claims follow from Topkis’ theorem
and the fact that H is increasing in g and 3, and the last claim follows from the fact that

Z does not appear in (14). O

The third claim in Corollary 3.4 may be viewed as a neutrality result, as it shows that
changes in total factor productivity have no effect on the stationary value of normalized
utility. Such changes therefore have no effect on inequality in the associated stationary
distributions of consumption and firm size, as these are simply scaled for all agents after

every history by the same amount.

Proposition 2.3 shows 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 consumption, 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, and this is what is observed in all simulations. To formalize the discussion following
Lemma 2.4 and in particular highlight how the efficient allocations of this paper differ from
the exogenously incomplete markets model of Jones and Kim (2018), I now consider the
stationary distributions associated with the optimal restricted-action policy functions. This
will also serve as a prelude to the decentralization results of Section 4, where it is shown

that these distributions are precisely those that may be implemented with linear taxes.

The formulation of the stationary resource constraints is simpler and more transparent

in this case. Recall from the discussion following Proposition 2.3 that vy and [ denote the
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value and policy functions of a principal who must recommend the same leisure level for
the entirety of an agent’s life. In this case consumption growth is characterized by constant
mean and volatility, and so for any leisure level [ the stationary resource constraint becomes
1-8 _
PDNE —6 _ ( ponec:(l) .
Z( ) L :< +1— g ) (1= 9)U)T
pp — (1) pD — pic(l)

where U denotes (unnormalized) lifetime utility. Imposing the labor resource constraint

once more and simplifying gives the following analogue of Proposition 3.3 and Corollary 3.4.

Proposition 3.5. The optimal restricted-action leisure level is X (uy), where u, solves

PDNE (1— B)_l _ <PD77ECr(l:(ur))

pp — pe(li(ur)) pp — pe(lf (ur)) o 77E> o

The associated utility is Zu, where

= _ PDNE g
Z=a —5)2(@ - u9<z:<ur>>> L

and X (uy) is increasing in both ng and (.

It is well-known that the stationary distribution of a geometric Brownian motion X =
(Xt)t>0 that is killed at a constant rate and reinjected at some point X has a stationary dis-
tribution of the double-Pareto form f(x) = Ama}*11m§y+3xa§*llx>y for some constants
A, B > 0 and tail parameters a)i(. The expressions for consumption in the restricted-action

allocations in Proposition 2.3 then lead to the following characterization.

Proposition 3.6. For each | € [I,1] the stationary distributions of consumption and firm
size associated with the restricted-action allocation with leisure | are both double-Pareto. The
tail parameters for consumption are
:I:(l):_j j 1+4PD(1_1/7)(2_1/7)

p(1— (1))

272
and the tail parameters for firm size (in output or employment) are

i (1) = o) /0® = 1/2 % /(g () ] — 1/2)2 + 2pp .

The proof of Proposition 3.6 is contained in Appendix B.4. Proposition 3.6 illustrates

that the forces governing the distributions of firm size and consumption are very different
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from one another. For a given level of effort, the tail of the firm size distribution is me-
chanically determined by technological parameters.® In contrast, the mean and volatility of
consumption growth are determined by the nature of the agency problem, and depend on
the technological parameters only insofar as the latter affect the tightness of the incentive
constraints. Indeed, Proposition 3.6 shows that we have the uniform bound ay(l) < —7%
for the tail parameter for consumption, independent of the nature of the agency problem.
This contrasts sharply with other models with similar multiplicative growth dynamics such
as Jones and Kim (2018), in which the assumed market structure forces the above two

quantities to coincide.

I now illustrate these points by plotting the upper tail parameters for consumption and
firm size with pp = 0.05 and the same parameters adopted in Figure 1. Following Jones
and Kim (2018), one need not view pp literally as the probability of death, but rather the
probability with which one ceases to be an entrepreneur, so that this choice of pp amounts to
assuming that agents run their business for an average of 20 years and have the subjective
rate of discount pg = 0.02. On the left-hand side of Figure 4 all parameters except for
leisure coincide with Figure 1, while on the right-hand side leisure is set at the average level
Il =(l+41)/2 and o varies. As suggested by the above discussion, for all parameters plotted
the tail of firm size is far thicker than that of consumption. To illustrate the importance
of allowing separate determinants for consumption growth and firm size growth, Figure 5
repeats the above exercise with 7y = 1 (logarithmic utility). As can be seen, the tail parameter

for firm size is essentially unchanged, but the tails for consumption are substantially thicker.

4 Implementation

The foregoing analysis has focused on the forces that shape the long run efficient levels of
inequality in an economy with repeated moral hazard, with all quantities implicitly specified
by a social planner administering the direct mechanism. In this final section I discuss some

implications for taxes. Prescriptions for taxes depend crucially on assumptions regarding

8A finite mean is assured if a;, (1) < —1, which is implied by the assumption pp > pg(l).
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Figure 4: Tail parameters for firm size and consumption with 7 = 2.
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Figure 5: Tail parameters for firm size and consumption with 7 = 1.

the contracts agents are capable of writing (and enforcing). Indeed, at one extreme, by
extending the results of Atkeson and Lucas (1992), one may show that when agents may
write contracts of arbitrary complexity with intermediaries, the optimal policy consists only
of lump-sum transfers between agents. Despite the large degree of ex-post heterogeneity, if
the government is no more capable of overcoming agency frictions than the private sector,
then its role is reduced to addressing the ex-ante differences between agents. However, the
assumption of a sector of intermediaries able to commit to contracts for the entirety of
an agent’s life is unreasonably strong. Not only are these contracts history-dependent and
executed over long periods of time, but they also require the intermediary to be capable of

observing the asset positions of the agent at all times.
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For this reason in this final section I consider a simpler, more realistic market structure
and characterize the optimal policy of the government within a parametric class. I assume
that agents may save in a risk-free bond and sell shares of their firm with risk-neutral
investors (mutual funds), and that the government may levy linear taxes on income and
wealth together with lump-sum transfers to workers. This market structure allows one
to distinguish between firm profits, capital gains, and interest income, instead of absorbing
them all into the category of “capital income”, as would be the case if agents could only save in
a risk-free bond. The primary result of this section is that for this market structure, taxes on
profits, (personal) capital income, and wealth play conceptually distinct and complementary
roles. The tax on profits achieves redistributive aims, the tax on capital income affects the
incentives of owners to retain equity in their firm and hence the degree of risk-sharing in

share markets, and the tax on wealth affects the degree of consumption smoothing over time.

The state variable for the agent will consist of firm productivity 6; as well as financial
wealth a;. The latter is the sum of risk-free savings b; and firm equity p;x;, where x; is the

fraction of the firm owned by the agent and p; the (endogenous) price of the firm,
ay ‘— bt +Pt55t~ (15)

All agents may save in a risk-free government bond with before-tax return r;. I also assume
the existence of a competitive sector of intermediaries who trade actuarially fair annuity
contracts with agents, promising a return pp on the risk-free savings of agents in exchange
for taking possession of these savings at death. Since the mutual fund sector is assumed to
be competitive, the price per share will equal the expected discounted value of firm profits,
given the funds’ expectations regarding the effort of the entrepreneur. The equilibrium
notion outlined below will impose the consistency requirement that these beliefs are correct,
so that the mutual funds break even in expectation. When the mutual fund believes that
the effort exerted is (Zt)t207 they value the firm at
[ oo
p= Bl [T e 0 ) Zwjouas),

where 65 is productivity at date s conditional on survival, so that the mutual funds effectively
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discount at rate r + pp. If f, w and 74 are constant, the price of the firm is simply

pe= (1 - m)— (16)

7+ pp — po(l)
for all t > 0 almost surely. Note that since I assume that the share market is competitive,
investors will make zero expected profits from every trade with entrepreneurs. The following
allocation and prescriptions for taxes are therefore unchanged if we instead assume that the
share purchases are executed by the government rather than private agents. Under this latter
interpretation, government policy serves to partially alleviate frictions in capital markets,

just as the taxation of labor income allows government policy to partially substitute for the

absence of insurance in the labor market.

When effort expectations [ and taxes (Td: Ts, Tegs Ta) On dividends, savings, capital gains,

and wealth are constant, the entrepreneur’s wealth satisfies

A

da; = [(1 — Ts)(r + pD) — Tq — @]atdt + Ztatht(lt; l) (17)

where ¢; and 7; denote the fraction of wealth consumed and invested, respectively, and

dRy(li;1) = (rs(r + pp) + (1 = 7eg)po(le) — po(D)dt + o (1 — 7o) dZ;. (18)
To understand the law of motion of wealth, note that the expected after-tax excess return
on investing in the agent’s business is (1 — 74)Z0;/p + (1 — 7¢g)po(lt) — (1 — 75)(r + pp),
which when combined with (16) gives (18).Y Tt is important to note the distinction in (17)
between [ and [: the former refers to the level of effort expected by mutual funds, while the
latter refers to the true effort exerted by the agent. The two must coincide in equilibrium
but only the latter is chosen by the agent. Note also that the tax on firm profits and the
wage appear nowhere in the law of motion (17), since these only affect the value of the firm

and hence the initial wealth of the agent, and not its evolution over time.

Definition 4.1. Given an interest rate r, linear taxes 7 = (74, 75, Teg, Ta), and expectations

9To aid the reader in the interpretation of the market structure and timing, a discrete-time formulation

of the law of motion is contained in Appendix C.1.
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of effort exerted (l})tzo, the problem of an entrepreneur with firm size # and wealth a is

V(a,0) = max E! [/ pe” Plu(Cray, ly)dt
clt 0

da; = [(1 — Ts)(T + PD) — Tq — Et]atdt + Ztatht(lt; Zt>
df; = pg(ly)0:dt + og(l;)0:dZ;

(ao, (90) = (a, 9)

Notice that the homotheticity of preferences ensures that the sole effect of a constant
linear profits tax is to scale the wealth of the agent state-by-state, leaving the portfolio and
effort decisions unaffected. The notion of equilibrium adopted here is of a standard rational
expectations type: agents optimize, markets clear, and expectations are consistent with
individual incentives. For simplicity I will suppose that the government borrows and lends

to the agents at rate r = pg and runs a primary surplus or deficit to balance its budget.

Definition 4.2. Given constant linear taxes 7, a competitive stock market equilibrium
consists of wages w, effort expectations Z, and policy functions (¢,1,7) = (¢, ¢, 7t)1>0 for

consumption, leisure, and investment, such that the following hold:

The policy functions (¢,1,7) solve the consumer problem in Definition 4.1 given the

expectations for leisure [ and taxes 7.

The mutual funds break even in expectation, or [y = [ for all t > 0 almost surely.

The markets for goods and labor clear every instant.

The government budget constraint is satisfied.

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

tributions of wealth and firm size are constant over time.

The transfers to workers and the level of government debt will simply be set so that the
goods market clearing condition is satisfied. By Walras’ law, the government’s budget con-

straint is automatically satisfied and so details of the level of debt and transfers are relegated
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to Appendix C.4. The first observation relevant for the characterization of equilibrium is that
if effort expectations are independent of firm productivity, then the latter variable drops out
of the individual agent’s problem. Conditional on the choice of effort, it becomes a standard

portfolio problem of Merton-Samuelson type and so admits a homogeneous solution.

Lemma 4.1. With linear taxes and constant effort expectations, the choice of leisure is
constant, and the policy functions for consumption and investment are of the form c(a) = ca

and t(a) = Ta for some constants ¢ and T, where (¢,1) solve

c_ (1 = 7eg)po(l) — po(l) + 75p

p E(l)ﬁog(l - Tcg)
p-e (1 = 7eg)pto (1) — (D) + 75p)?
1-— vy 270-2(1 _ Tcg)2

(19)

=1 —-75)p—7Ta+

and investment is given by

(1 = 7eg)po(l) — po(l) + 75p
702(1 - Tcg)2 .

1=

The proof of Lemma 4.1 is contained in Appendix C.2. If we impose [ = [, then Lemma
4.1 completely determines the law of motion of the agent’s wealth and consumption, given
the taxes on income and wealth. Prior to characterizing the optimal linear taxes, we first
seek an intuitive understanding of the forces determining consumption and investment in
stock market equilibria. Since the agent faces a portfolio problem of Merton-Samuelson
type, the fraction of wealth invested is the expected excess return on one’s business divided
by the volatility times the degree of risk aversion, or

TsP — Teglo (l

R EL

(20)

The expression (20) illustrates some important properties of the agent’s problem in the pres-
ence of asset-specific taxes. First, the excess return on the agent’s business is the difference
between the taxes paid per unit of savings and the mean return on capital gains. In the
absence of such taxes, the expected return on the investment would equal that on the bond,
since in this case both the outside investor and the entrepreneur value the firm according to
the present discounted value of its after-tax dividends. This illustrates an important point:

taxes on various forms of capital income alter the incentives of the entrepreneur to issue
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shares in her business, by changing both the risk and return on associated capital gains and
the return on the alternative investment, the risk-free bond. Albanesi (2006) makes a similar
observation in a two-period model with no workers and (physical) capital distributed equally
across entrepreneurs, emphasizing that the need to provide incentives for effort provides a

justification for the double taxation of capital income.

Note that since the allocations with linear taxes imply constant effort by the agent,
given the planner’s objective they are necessarily weakly dominated by the restricted-action
allocations characterized in Proposition 2.3. Since the policy functions for consumption
and investment are linear in wealth, the associated allocations share the property of the
restricted-action allocations that they exhibit constant mean and volatility of consumption
growth. 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. The fact
that the growth in consumption in the restricted-action allocations is characterized by two
constants (mean and volatility) implies that in general we have one degree of freedom in our
choice of the three tax rates. For simplicity, in the following I will assume common taxes
on capital income. Although this is not the only choice possible, it illustrates the distinct
roles played by taxes on the flow of income versus the stock of wealth, and simplifies the

following expressions.

Proposition 4.2. The optimal allocation with linear taxes may be implemented with com-
mon tazes on capital income Ty, 1= Ts = Tey and wealth 7,, where
_ Jo*E (1) ()
p — po(l) + o2 E(IF)x(ly)
ra = PO B Palf)? ~ pm

Tk

together with linear taxzes on firm profits, lump-sum transfers to workers and government

debt issuance that are chosen so that all agents obtain the utility given in Proposition 3.5.

Proof sketch. The mean and volatility of consumption growth in the optimal restricted-

action allocation are (1 — )o?E(I*)?z(1*)?/2 and oE(I*)x(I}), respectively. Lemma 4.1
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implies that the equilibrium volatility of consumption is
_ Tilp — po(l7))
a — —
(1 — 7)o
and equating this expression with the efficient analogue gives the tax on capital income. For

this tax the policy function in Lemma 4.1 becomes

__ plp—pe(ly)) _ poa
= R —mEW)  oBay - P

By Lemma 4.1, for this capital tax the drift in wealth (and hence consumption) in the

competitive equilibrium allocation is given by

pa = =m)p—71a —C+m(p — po(l)) = (1 = m)p — 70 — pa (L) + 703

Equating this with the drift in consumption in the optimal restricted-action allocation and

using the defining equality for z(I}) once more gives

1o = —pr(ly) = (1L =)o E)?2(;)? /2 + (1 — 1) p + o E() x (Iy)?

=((F-DEF-1/2) — A =3)/2+7)*E(1;)*x(1)* — Tp

which simplifies to the claimed wealth tax. O

The main insight of Proposition 4.2 is that the optimal linear taxation policy calls for
separate taxes on wealth and capital income. The debt policy of the government, the
level of transfers, and the dividends tax are of secondary importance and so the formal
expressions are relegated to Appendix C.4. The redistributive tool of the planner is the
tax on firm profits. In contrast, the taxes on capital income and wealth serve instead to
ensure that effort and consumption smoothing are at their constrained-efficient levels and
are only necessary due to the presence of agency frictions. To see this, note that if agency
frictions are absent, either because effort is inelastically supplied a = 0 or there is no risk in
productivity growth, then o E(l) = 0 and the taxes in Proposition 4.2 vanish, as expected.
Further, whether or not the taxes on capital income and wealth actually raise any revenue

turns out to depend crucially on the nature of preferences, as the following shows.
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Corollary 4.3. The revenue raised from the tazes on interest, wealth and capital gains per
unit of wealth is §(F — 1)o2E(1})2x(IX)2. Further, if v > 1 this quantity is increasing in the

number of workers per entrepreneur.

Proof. Using Lemma 4.1 and Proposition 4.2, the taxes raised on interest, wealth, and
capital gains are 7, + p7i + k(e (I}) — p)T = F2o2E(1})?2(1})? — 502 E(I})?z(1})?, which

simplifies to the desired expression. The second claim then follows from Proposition 3.5,

together with the fact that (¥ —1)o2E(1)%x(1)? = p(1—z(1))/(7 — 1/2) decreases with [. [

Corollary 4.3 shows that the personal taxes (i.e., excluding the profit taxes) raise revenue
in the aggregate precisely when the expected consumption growth is negative. In particular,
in the case of logarithmic utility, the revenue raised from the capital income and wealth
taxes nets to zero in the aggregate, which shows that although the tax on capital income is

unambiguously positive, the tax on wealth may assume either sign.

—— Capital (LHS) } 0.8 —— Capital (LHS)

45 —— Wealth (RHS) 40{ —— Wealth (RHS) 05
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Figure 6: Optimal linear taxes (in percent) with 7 = 2.

Numerical illustration. I now compute the optimal linear taxes and revenue raised
associated with the parameters adopted in Figure 4. Figure 6 plots the optimal linear taxes
in this environment and Figure 7 plots the revenue raised from these taxes, per unit of
wealth. Figure 8 repeats this exercise with logarithmic utility.! The primary focus of

this paper is the theoretical determinants of optimal risk-sharing and taxes when business

%The analogue of Figure 7 is omitted since revenue vanishes in this case by Corollary 4.3.
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income depends on the history of owner effort, and so the above numerical results do not

translate immediately into policy prescriptions.

However, it is worth emphasizing that

standard parameters over preferences and the volatility of output generate large values for

the optimal taxes and the implied revenue raised, independently of the level of leisure (which

will be sensitive to parameters that are difficult to discipline, such as [). This suggests that

the forces modeled here have a first-order impact on the determination of optimal taxes.
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5 Conclusion

This paper characterizes a class of constrained efficient allocations in an economy with moral
hazard and stochastic growth in business income. There were two principal findings. First,
allowing effort to affect output growth rather than levels has important implications for the
efficient bearing of risk and hence the degree of inequality in the implied stationary distri-
bution. In dynamic agency models with fixed productivity and standard preferences, agents
with high realizations of shocks become too expensive to motivate and so are eventually re-
tired. In contrast, in the model of this paper agents become richer because they experience
high productivity growth, and so the benefits of further effort rise along with the costs. In
Lemma 2.4 I provide sufficient conditions for this second force to overwhelm the first within
a restricted class of contracts and provide numerical evidence that this typically holds in
the unrestricted optimal contract. In Proposition 3.6 I then illustrate the importance of
this force by characterizing the associated upper tails of the stationary distributions of con-
sumption and firm size (in terms of output or employment), showing that they do in general

differ and that the latter will typically be thicker than the former.

Second, I derived the optimal linear taxes on capital income and wealth when agents may
trade shares in their firms in competitive markets or save in a risk-free bond. In this case
Proposition 4.2 uncovers a novel role for taxes when productivity depends on unobserved
effort: a tax on (personal) capital income alters the incentives of owners to retain ownership
of their firm, and hence to exert continued effort to improve productivity. The optimal linear
taxation policy in this environment therefore calls for taxes on profits, risk-free savings, and
wealth, serving three distinct purposes. The tax on profits plays a redistributive role, the
tax on risk-free savings provides incentives for retaining equity and continued effort, and the

wealth tax serves to implement the efficient level of consumption smoothing.
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A Recursive analysis

In this section I outline the arguments leading to the Hamilton-Jacobi-Bellman equation. For clarity,
define the underlying filtered probability space to be (Q, (F;)i>0, P), where Q@ = C([0,00)), P is
the Wiener measure and F is the o-algebra generated by the evaluation maps. In this case the
assumption that | = (I;)¢>0 on (2, F, P) is progressively measurable is equivalent to the existence
of functions (Zt)tgo such that ; : C(]0,t]) = R for each t > 0 and I; = Zt((w(s))ogsgt) almost surely,
for all ¢ > 0. These definitions amount to assuming that the choices of the principal and agent at

any date are functions of the history of quantities observed up until that date.

A.1 Incentive compatibility

For each [ define Z!(w) := w(t) — o~} fot p1o (s ((w(s"))o<sr<s))ds for w € Q, and note that for any
and I’ we have dZ! = dZ! — o= ug(l}) — po(ly)]. We define P! to be the measure under which Z! is
a Brownian motion on (£, F, P') (see e.g. page 106 of Cvitani¢ et al. (2009)). Given the underlying

Brownian motion Z := (Z;);>0, we define 6 to be a (strong) solution to df; = 06;dZ; and note that

db; = 00,dZ; = b, (U_lug( (0.))dt +dZ; — o~ pg( (9.))dt> = 1g(1(0.))0,dt + 06,dZ!

and so (0, Z', P') is a (weak) solution to dX; = pg(I(X.))X.dt + 0 X,dW,. Finally, we write E! for

the associated expectation operator on the space of output paths.

Proof of Proposition 2.1. For any allocation (c,I”) and agent strategy I, define V! := (V;C’l)tzo by

Vtc’l = pE! {/ e Pu(cs,ls)ds
0

]-‘t} . (21)
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The law of iterated expectations ensures that Vtc’l is a martingale on (2, F, P'). The augmented
form of the martingale representation theorem given in Lemma 3.1 of Cvitani¢ et al. (2009) then
implies the existence of S such that V! = po fot SsdZ! for all t > 0 almost surely, which gives the
first claim. Now consider the case in which the agent adheres to an arbitrary [ up until a fixed date
t and adheres to [” thereafter. In this case (21) becomes Vf’l = pfot e P u(cs, ls)ds + e Pt Uy, where

U, is utility if the agent adheres to (¥ after ¢. Using dZ! = dZ! — o= [us(IF) — g (ly)] we have

d‘/'tl = pe_"tu(ct, lt)dt + d(e_tht)
= pe~ P (u(cy, ly)dt — Up)dt + e [p(Ut — (e, I))dt + pJStdZth}

= pe” " (uler, 1) = ulen 1) + Silpa(l) — po(1))dt) + poe™"SidZ;.

Since E! [fg e*pSSsti} =0 for all ¢ > 0, we have

BV = 0+ 81| [ e (Sl + ulennt) = Sumali) 4 ulentDDas]. (22)

Since the expected utility of the agent is E![lim;_,, V}}], a recommendation [ is incentive compatible

if and only if it maximizes the integrand in (22) almost surely for all ¢ > 0, which gives the result. [

Remark A.1l. The strengthening of the martingale representation appearing in Cvitanié¢ et al.
(2009) and invoked above appears necessary because F is the filtration generated by the evaluation

maps and is not necessarily equal to the natural filtration associated with Z'.

A.2 Laws of motion

We first assume y > 1. In this case utility in consumption units and normalized utility are
a1 I
2= [1=7)U]T7 up s = [(1 =) U] 776, . (23)

Recall ¥:=1— (1 —9)(1 — o) and E(l) := pali<1/[(1 — «)(fig — [11)!] for any I € [, 1], and

(Cl—ala) 1—y

1 d—agay -
T uz(c,l) = al= (1) 7

u(e,l) =
po(l) = Tro — (g — )l po(l) = = (o — )
if I <1, and pp(1) = 0. Proposition 2.1 shows that we may suppose

AU, = p(U; — uler, 1)dt + o (1 — a) B(ly) (c}=12) "7 dz,. (24)
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We write ¢; = ¢[(1 — )Ut] , for ¢; interpreted as consumption per utility in consumption units,
and note that (¢}~ ®I¢)'=7 = (E,}*O‘lf‘)l_“f(l — ¥)U;. The law of motion (24) becomes dU;/U; =
pudt + oydZy where

po = p(1= (g =17)'7) ov = oB(l)(e ") T (1 -7). (25)

We now wish to derive the laws of motion of z; and w; in (23). If f(Uy) :==[(1 — ’y)Ut]iﬁ then

F(0) = g (1= U P10 = el ~

and so Ito’s lemma and (25) imply dz; = p,2idt + 0,2,dZ;, where

2
%9 oy Y ou

L, = + = 26
IR T 2 oA (26)

Substituting (25) into (26) gives

o :p<W> +% (1,2 (Eo12)2=2

1= (27)
0. = oE(l) (e )~
Using Ito’s lemma for quotients'' and (27) we have dus/us = pydt + 0,dZ; where
1— (e o
= p(FHE) 4 T el — o)
+0g(lt)? = ooa(le) E(l) (e 1)t
= O'E(lt)( ocl(x) T — Ug(lt).
Factorization and simplification implies that
1— O/loz ¥ _ 2 N
s =p((1_)) + (-1 5 B @)™
(28)

+ 9808 () et eig) = — 12 = ot + 2200

which in turn implies (9). The above expressions fail to be well-defined when v = 1, and so we
treat this case separately. We define flow utility to be u(c,l) = alne+ (1 — «)Inl, and so the
analogue of (23) is z; = exp(U/(1 — «)) and u; = exp(U/(1 — «))0~1. Writing ¢; = ¢;2;, we have
Ui—(1—a)lneg = —(1 — a)Iné, and so (24) becomes

AUy =p(—(1 —a)In¢ —alnly)dt + o(1 — o) E(ly)dZy =: pydt + oydZ;.

YIf dX, /Xt = pxdt + oxdZ; and dY:)Y: = pydt + oydZ; then d(X:/Y2)/(X:/Yi) = (ux — py + o3 —

oxoy)dt + (ox — oy )dZ:. In the above we use this with ox = UE‘(lt)(Etlfo‘l?)l_”Y and oy = ol;<1.
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If f(U;) := exp(U/(1—a)), then f'(U;) = (1—a)~1f(Uy) and f"(Uy) = (1—a)~2f(U;), and so from

Ito’s lemma, we have dz;/z; = p.dt + 0.dZ;, where

2
MU oy
P = e T o= ar
oy
L= = oE(l).
? 1-a ¢ (&)

—

2
= —p<lnCt + 1 a lnlt> + %E(lt)Q

(29)

Using Ito’s lemma for quotients gives du/u; = pdt + 0,dZ;, where o, = o(E(l;) — 1;,<1) and

2

« o
My = —plnc; — 1[: o Inl; + 7E(lt)2 — po(ly) +00(lt)2 _ O_QE(lt)
(30)
o oo(l})? ooll)2?
:—plnétf 1p_alnlt7'u9(lt)+ 9(215) (E(lt)71)2+ 9(215) .

A.3 Hamilton-Jacobi-Bellman equation

Using the original choice variable (¢,!) and (24), the Hamilton-Jacobi-Bellman equation is given by

oV o 1o\ 202V
pV (U, 0) = max 0111 —c+ p(U — u(c,l))@ +5 ((1 —a)E(l) (1) ) ETiE]
1€[L1] (31)
OV og(1)202 02V Lo =7 92V

If v > 1, then in terms of the variables (¢,1), where ¢ =¢[(1 — 7)Ut]ﬁ, (31) becomes

_ 1 Ao 1- ov
PV (U,0) = m%%(] 011, —cl(1 — 1)U ™= +p(1 — (@) ")U(,TU
i 1

2 N2, .,0%V %
(= 1—aje\ 1=\ 207V oV (32)
+Z ((1 F)E(1) (e °1) ) U gz D8,
ae(1)262 5V _ SRRV ey o*V
902 +o(1—=F)E) (e 1) UUQ(Z)G@U@G‘

where we used (c!=%%)1=7 = (¢'7*%)1=7(1 — 4)U. In the case of logarithmic utility, (y = 1), in

terms of the variables (¢,1), where ¢ = ¢exp(U/(1 — «)), (32) becomes

pV(U,0) = max 0l;«1 —cexp(U/(1 —a))+ p(—(1 — a)Inc — alnl)g—g
1€[1] (33)
2 2 202 52 2
0% o207V V. ay(1)*0° 9*V B 0*V
+ 5 (1= ) B 55 + ()55 + —o— oz +o(1—a)El)oe()0 555

Proposition A.1. When v > 1 the solution to the Hamilton-Jacobi-Bellman equation (32) is of the
form V(U,0) = v(u)@ for some function v solving

1 — (e'm)l= ~o? 2-2y
- u

_ i —l—aja
pv(u) = max lj«c1 —Cu+ p( = )uv/(u) + TE(Z)z(cl 1*) v’ (u)

1€l 1]

+ po (1) (v(u) — wv'(u)) + %(aE(l) (El_alo‘)k7 — 09(l))2u21)”(u).
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Proof. Under the change-of-variables u = u(U, 0) := [(1 — W)U]ﬁﬂfl, the relevant algebra is

1 )1 =7

u=[(1-yU]=76"" U= (ZEV
ou 1 5 ugr! ou
T pr ] Ry g %0

Writing v(u(U, 6))0 = V (U, 6) gives
oV ou , O7uY
au ~au’ WI= v

oV ou ’ _ !
5 = v(u) + 207 (u)0 = v(u) — uv'(u)

and
0%V 0 ’ - ou_, / " R, u?
= wolo(u) — /()] = S () /() — o ()] = " (u)
o*V A =~ 07 Ou _ 714 ~ (u0)>7-2 _ ”
G0 = T pp T 0] = T G T )+ ()] = 7 e )+ ()
*V _ 0 / _ u % _ u1+7v//(u) 5 —
3090 7%(v(u)fuv (u))fﬁ[fuv (u)] = - s gL,

Substitution into (32) gives

_ A 17, OTuT
pv(u)d = max (Lj«1 —cu)f + p(l — (') )U1 — av’(u)
leL,1]
2 272
g 201 _ =\2(=l—aja)2—27Y 2%7 ’ 2 1
+ 5 E)*(1 —5)*(e'~1?) U e [Fuv' (uw) + uv" (u)]d
09(1)20 "

+ pg(1)(v(u) — uwv'(u)) + V" (w)u? — ooe(1)E(1) (Elfala)l_vv”(u)uHﬁ(l — UG,

2
Dividing by # and using u!=7 = (1 —+)U#7~! and (7) then gives

1 (¢ -y ™ 2 -
pv(u) = max lici —cu+ P<(C)>UUI(“) + %E(Z)Q(El_ala)Q 27[7““’(“) +u®" (u)]

1—
lefi,1] 7
+ ! 09(l)2 2, 11 _ —1—aja\1=7 2 n
po(D)(v(u) — wv'(u)) + 5 U (w) —oog(DE) (1) "uv" (u)
which simplifies as claimed upon factorization. O

We have the following analogue in the case of logarithmic utility. The proof is almost identical

to that of Proposition A.1 and so omitted.

Proposition A.2. When utility is logarithmic, the solution to the Hamilton-Jacobi-Bellman equa-

tion (33) is of the form V(U,0) = v(u)f for some function v solving
B _ ~ «alnl , o2 9
pv(u) = max lj<1 —Cu+ p(—lnc - 1_a>uv (u) + ?E(l) uv' (u)
1e[l,1]
2

+ pg (1) (v(w) — uv'(u)) + %(E(l) — Lict)u?o" (u).
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A.4 Restricted value and policy functions

Proof of Proposition 2.3. Using Proposition A.1, substituting the form v = 7, (I)u+wv,(I) and equat-
ing the linear and constant parts gives v,(I) = 1;<1/(p — po(l)) and T(I) solves

_ Elfozla)lffy

_ _ 1—( 2—2y_
pvr(l)flggg C+p< ==

)vr(l) + %E(ZF(EI*O‘ZQ) (1)

Combining this with the associated first-order condition gives the pair of equations

_ Elfoc a)l—y 70.2 2—2y_
) = e+ o A Yo+ T mp ) )
0=—2— p(E ™) '5,() + (2 — 27)%%)2(El—aza)Q’%r(Z).

Equating the two expressions for ¢ and dividing by v, (l) gives a quadratic in z := (¢! ~*[%)}~7

Fo? 1—=z Fo?
2l ( )+L

pl(l =) + (2= 29) - E()%” = P =t B(l)%?

which simplifies to the claimed quadratic. Using the fact that ¢; = cus0; = ¢z for z; is defined in

Appendix A.2, the expression (27) and the defining quadratic for « then give

- Fo?
v, (1) = —¢ + p(i — 7>ur(l) + 27 B)22*5,(1) = — + pe ()T ()

which rearranges to give ©,(I). Finally, note that 7,(l) solves pv = T'(7), where

=l—aja\1—vy _ 1 ~~2 _
(Gt i) : >v+ %E(l)z(él‘ala)2 5.

Since 7,y > 1, T is increasing in [ whenever U is negative since it is the pointwise maxima of

T(@) = —e
(1) = max c+p<

increasing functions. The fixed-point will then be increasing in [ provided the right-hand side is

convex in v, which is true as it is the pointwise maxima of affine functions. O

The case of logarithmic utility corresponds to 7 = 1 and so the expressions in Propostion 2.3 are

not well-defined. In this case we define V (U, §) = v(u)6 as before but now set u = exp(U/(1—a))0~ .

Lemma A.3. In the case of logarithmic utility the restricted-action value and policy functions are
1l<1 1 2 2 o

———— — —exp (c“E())*/[2p])l" T u

p—po(l) p ( ) (34)

er(u;l) = exp (02 E(1)?/[2p])1” 75 u.

ve(uyl) =

Proof. Using Proposition A.2, substituting the form v, = v, (I)u + v,(I) and equating the linear and
constant parts gives v, (1) = 1/(p — pe(l)) and v, (1) solves

g

_ _ _ alnl\_ 2 9
pu(l) = max —c+p(—lnc— 1 O[)vr(l) + 7E(l) o ().
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The first-order condition gives ¢ = p[—,(1)], and the above becomes In(—pv, (1)) = —a(1—a) ' Ini+

02 E(1)?/[2p], which rearranges as claimed. O

B Stationary distribution proofs

B.1 Planner preferences

Defining Q' := R x O x {E, W}, aggregate consumption, output and aggregate labor assigned to

entrepreneurs at any date ¢ > 0 are then,

t
Cy=e"P'C, + pD/ e-rrt=Tclar
0

c, :=/ Elee(dw), O = ) miEle]
i=E,W

Y= e PP, + pp /O ey Tgr
Y, = / PO LY )0(d), YT = ngBlRE] T, L)
Li:=e "P'L, + pp /Ot e—Prt=DTqr
L= [ BP0, LT = nsBILTP)
Since the planner only weights workers, the flow utility at date t is

t
Uy :=e PP, + pD/ e P t=DyTqr
0
U= [ Bl ew),  UF = (Bl 1)

Lemma B.1. The preferences of the planner are represented by the function fooo e~ PstU,dt.

Proof. Proceeding from first principles, the objective of the planner is
Ut = / E[/OOO e_”tu(cf’e’i7lf’9’i)dt} ®(dw)
+ oD /000 e ?sT(1 —ng)E {/TOO e "Dy 1FWYat | dT
- /Ooo e~ Pst / e PPYE[u(c " 170 did (dw) dt

[e'e] t
+pp(1 — nE)/ e‘pst/ e_pD(t_T)E[u(ctT’W,ltT’W)]det
0 0

where T used e ?sTe=P(t=T) = ¢=pste=ro(t=T) which gives the result upon simplification. O
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B.2 Reduction to principal-agent problem

The Lagrangian associated with the relaxed planner’s problem is
L= /OOO e P Uy + Ar[Y: — Co + AL(L — Ly)] ) dt.
Using the above expressions we may then expand this as
L =ApAr L+ /OO e P"(U, + ArlY, — AL, — C,))dt
0

+pp / e rsT / e P (UL + X[V — M LT - CF])dtdT
0 T

t—T)

where I again used e #sTe=P(t=T) = g=pste=rn( and interchanged the order of integration. For

a given multiplier the task of the planner choosing quantities for agents born at date T is
(o)
max / e UL + Ag[Y,F — A\ LT — Ol )at.
A Jo
Since the planner weights only workers, he is forced to provide all agents with a common utility level.
For entrepreneurs the problem becomes maxy U + AgrV (U, Z(A1)), where V is the value function
of the principal in Section 2. The problem of the planner facing a given generation is therefore

Vi'= max_np(Up+ARZ(AL)V(UsZ(AL)T 1)) + (1 - UE)(UW —Ar[(1 - W)Uw]ﬁ)
Ug,Uw <0

Up>Uw
— _ y177 —
=max Z(Ap)' 75—+ ArZ(AL)nev(y) — (1 — ne)y.
y>0 1—7

The task of the planner is to therefore pick a value of y := [(1 — v)U ]ﬁ /Z(Ar) and to then follow

the recommendations of the principal with normalized utility given by y.

B.3 Kolmogorov forward equation for joint law

The Kolmogorov forward equation gives the evolution of the joint density of utility and productivity.
The homogeneity of the policy functions and the exponential growth of productivity ensure that we

need only solve for the density of a single variable, referred to as the summary measure.'?

Proof of Lemma 3.2. The process (6, ut)r>0 is a diffusion process driven by the same Brownian

121 owe the following observation to a discussion with Hengjie Ai.
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motion and so away from (0, uo) the joint density satisfies the Kolmogorov forward equation

00,0, 1)) = —pp®(0, 1) — o) OO, 0, 1)] — ()20,

ot
aa(Zu) ;2[92 (0,u,t)] + agau[Gao(u)au(u)q)(@,u,t)}—&—5%[ 2(u)®(0, u, t)].

First note that the stationary distribution ® satisfies limg_, o, 0®(0,u) = 0 for all u, since we have
assumed that pp > pe(l) for all I € [I,1]. For any smooth f vanishing at zero and satisfying
limg_,o 0f(0) = 0, integration by parts gives [~ 6f'(6)d6 = [0 (0 — [° f(6)do = — [ f(6)do
and [ 0f"(0)dd = — [;° f'(§)df = 0. Recalling the definition m(u t) == fo 0P (0, u,t)dd and

interchanging orders of integration, it follows that for all (u,t) we have the following simplifications

116 (1) /0 h 9%[9@(9,% £)]d0 = —pio(w)m(u, £)

-/ "0 )20, 0)a0 = 2y (1)

2 [es} 2
o5 (u) 8
) / 692 9 u t)] dd =0

/0009896u [0y (u)P(0,u,t)]dd = f%[au(u)m(u,t)}

62
/ 010 ()2(0, . ))d8 = 5 [ (w)m(u, 1))
Interchanging the order of integration, the multi-dimensional forward equation implies
0 0P(0,u,t)dd = —pp 0D(0,u,t)dd — ,ug(u)/ 92[9@(0 u, t)]do
ot Jo 0 a0

——/ Opiy (u 9utd9+ /9@02 (0,u,t)]do

2
+og(u /eaoaue"“ (u)B(0, u, t)]d6 + ~ / 96u2 o (0)2D(0, u, t)]d0

which is equivalent to

om 0 102,

5 = (o = He(w)m(u,t) — m-[(uu(w) + op(w)ou(u))m(u, )] + 5 55 lou(u)m(u, t)].

Setting the partial derivative with respect to time to zero then gives (11). O

B.4 Restricted-action distributions

For convenience the following recalls a well-known fact regarding killed diffusion processes.

Lemma B.2. The stationary distribution of a stochastic process that dies at rate dx, is injected at
some X > 0, and otherwise evolves according to dX; = ux X¢dt + ox X,dZ;, is given by

-1

at —
fla) = Avy l,ox + Ba™x " x
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where ax = Jix/o% + \/(ix/0x)? + 20x /0%, the constants A and B are chosen such that the

density is continuous and integrates to unity, and fix = ux — 0% /2 for brevity.

Proof of Proposition 3.6. The proof proceeds by combining Lemma B.2 with the policy functions

for consumption given in Proposition 2.3. From (27) we have dc; = pecidt + o.cidZy, where

1— =2
e = 7'0(1 - 7‘7”) + %E(lﬁﬁ 0. =oE(l)x

where (7 —1)(¥ — 1/2)02E(1)%222 = p(1 — ). Using the defining equation for z(l) we then have
p(1—=) 7o? 22 N 2 2
=—"+ —F =1-5%—F .
he = =+ B = (- ) G B0

Consequently, p. — 02/2 = —502E(1)?2%/2. Using Lemma B.2 the tails are then

7 2pp

4+, 2D
1 T 2B

N2

— — 2
0F = fix /0% £/ (ix/0%)" + 20x /0% = -

which simplifies as claimed using the defining quadratic for x. O

C Implementation

C.1 Discrete-time analogue
The continuous-time agent problem is the limit of discrete-time environments of the following form:

e At t the agent has wealth a;. She places b; in a risk-free bond earning after-tax return

(1 = 75)(r + pp) and uses the remaining ¢; := a; — by to purchase shares at price p;.

e At t+ A shareholders receive after-tax dividends A(1—74)Z6; from the firm’s output produced
over [t,t + A]. By t + A productivity has grown to Zf;, A and the price is p;4a.

e Wealth at ¢ + A is holdings of bonds and stocks, plus flow dividends minus consumption,

at4+A = savings + interest — consumption + dividends + stocks + capital gains
=by+ (1 —7)(r+ pp)Aby — Acy + A1 — 74) Z0sxy + pray + (1 — Teg)(Pe4a — Di) T
= ar + A[(1 = 75)(r + pp)ar — ¢ + [(1 = 7a) Z0:/pr — (1 = 75)(r + pp)]ee]
+ Pera/pe — 1)(1 — 7eg) e
(35)
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The approximate law of motion for the price is pyya/pr — 1 = pg())A + o/AdX where dX is mean

zero i.1.d. across time and assumes values +1. Substituting into (35) and taking limits as A — 0

da; = [(1 —75)(r+pplay — ¢t + ((1 —70)Z0:)pr + (1 — Teg)po(ly) — (1 — 75)(r + pD))Lt} dt
+O'(]. *Tcg)l/tdZt.

If i(u) = I then p, = (1 — 74) 26 /[r + pp — pe(1)], and so
day = [(1 —75)(r+ pp)ay — et + (TS(T +pp) + (1 = 7eg)po(le) — ue@)w} dt + o (1 = 7eq)udZ,

which is exactly the expression implied by (17) and (18).

C.2 Agent problems

Proof of Lemma 4.1. When the agent faces constant taxes and expectations of constant effort I,

their value function solves the Hamilton-Jacobi-Bellman equation

V(@ =maep LT e (- )4 )V (@)
bt v (36)

(1= 7eg)to ) = pol) + 7ol + pp) |7V (@) + TS0 = 722V (a).

2

We now assume a solution to this equation of the form V(a) = V(I)a*~7 /(1 — 5) for some V (1), so

that aV’(a) = (1 — @)V (I)a*~7 and a®V"(a) = —5(1 — a)V({)a'~7. Substitution gives

O o POy 28 (1= )+ )]0 - )V

(1= 7eg)p0 (1) — o

1—7

=

+ )+ 3(r+ p0)]7 = (1= g2 ) 1 = VD,

7 N\ ol

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

_ (= 7eg)po(l) — po(l) + 7s(r + pp)
Fo2(1 — Teg)?

Substituting the third into the second gives

c_ (@) (1= 1eg)po(l) — po(l) + 75 (r + pp)
p 140 E()70%(1 — 7eq) '
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Substituting into the Hamilton-Jacobi-Bellman equation and dividing by V(i) /(1 —~) gives

= 7[)(617011&)1_7 — Ts)(7 — Tq — C
p= V(f) + ((1 s)(r+pp) — Ta +

(1 = 7eg)po(1) = o (D) + 7(r + pp))? -
2702 (1 — 7¢q)? : ) =

We then have V (I) = p(e'~*1%)!=7 /¢, where ¢ and [ solve (37) and

(1 = 7eg)ro(1) = o (D) + 7(r + p))° -
62702(10—%9)2 ° >(1 -7

p=7Cc+ <(1—Ts)(7“+PD)—Ta+

as desired. O

C.3 Efficient policy functions and utility

In this section we determine the policy functions and value functions when taxes on capital income

and wealth are given by Proposition 4.2.

Lemma C.1. The utility in consumption units in the restricted-action case with optimally chosen
1 7
linear tazes is V' 7a = px(l)félma, the policy function for consumption is c(a) = px(l)a, and

the policy function for investment is T = (14 5o E(D)z(1)/(p — po(1))) E(1)x(1).

Proof. If | = and 75 = Teg = Tk is given in Proposition 4.2 then (19) becomes

e_ mlp—pe) _ oa o
" B —m) B ) (38)

r

which gives the consumption function, and the expression for utility then follows from this and

V = (e721*)1=7[p/¢]. Finally, using Proposition 4.2 once more implies

L p—pe() +70°E()=(1)

1—7y p— po(l)

Substituting into (20) then gives

mlp— 1o 0) _ (p = poll) + Fo*EW(1)) (p — pa(1)) Fo*EDa(l)

Sty (0 — o) o5 (p— o))

which simplifies as claimed. O

C.4 Equilibrium characterization

To complete the characterization described in Proposition 4.2, in this section I specify the transfers

to workers, tax on dividends and level of outstanding government debt necessary to implement the
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optimal restricted-action allocation. Lemma C.1 shows that for the taxes given in Proposition 4.2
1 7
utility is V'"7a = px(l)félma. For the market-clearing wage we have

= PDNE _5*,@ o (PD - [Lg(l))
7 - <1—ﬂ>z(pD_ue(l)) o7 = L L - . (39)

The utility that agents obtain is then a solution to
Y z< PDIE )1_ﬁLB ("D"ch(l) +1 >[(1 U5 = k(D[(L - 1)U ™=
= —_— = 777E 77 1-5 =: K 7/-)/ -7 .
pp — Ho(l) pp — fie(l)

The right-hand side of the above is the sum of worker consumption and entrepreneur consumption

=

when the latter begins at ¢, (I)[(1 — V)U]ﬁ and grows at p.. Steady-state utility is [(1 — 'y)U]l%

Y/k(l) and so by Lemma C.1 the initial wealth of entrepreneurs must be

u 7. _a Yx(l)ﬁl’m
ap = L) TSR = 20 T T
£ =50 o)

Further, we have by definition ¢,(I) = x(l)%lfﬁ. Consequently, we can write

=] 1%

) = R “0)
To obtain utility Y/(l) workers require (Y/p)x(l)~! units of wealth. They obtain Y /p from their la-
bor income, and so the value of transfers must be T' = (Y/p)(1/k(l)— ). Since the entrepreneurs also
earn wage income the after-tax value of their firm at birth must equal (Y/p) (m(l) =i /E(l) — ﬁ) .
The value of the firm is (1 — 74)Z/(p — (1)), and so using (39) the tax on dividends is

(1—7)op — o) ,, oy, Y (2()TFI TS
(p—po(1))nepD A=Y = p ( ﬂ)

_ o polp—pe®) (2 TF T — k(D)
=t p(pD—uea))( SO > “)"E

The revenue from the dividends tax minus the flow transfers as a fraction of GDP is then

Ta(1 =) = pp(1 - UE)% =1-p- gfpﬁf:ﬁjgg% ( =)’ El) - 5)7715

200 -1)

The interest payments paid by the government as a fraction of profits (1 — )Y must then be

oo | (=) [2)TFITE — k() N
; [(pD_M(Z))< 007 +1>77E+(1 UE)(l_ﬂ )] (41)

It is instructive to examine the above when there are no agency frictions or disutility of labor. All

workers are given Y (1 — 3)/p, the discounted value of profits, and the tax on dividends is

pe(l))

_polp—pe(l))
p(pp — ko(l))

plop —po) "~ 0]

Td =
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The debt held by the government (i.e. the negative of the amount issued) as a fraction of profits is

e G [T L) Rl G

In this case the value of each firm at birth is ngZ/p = (1 — 3)Y/p, which coincides with the transfers
to workers, and ensures that all agents have the same wealth. To understand who holds the debt
in this economy, note that the agents and the government hold (1 — 8)(Y/p)ppne/(pp — pe(l)) and
so the mutual funds must hold the negative of this quantity. Since the mutual funds own all of the
firms in the economy, they earn all (after-tax) profits, and so after purchasing new firms with a flow

of ppne(1 — B)Y/p government bonds their net revenues every instant are

pD Y ppne
(1-8)1-1a)Y — 777E(1 - B)Y — ;m(l = B)(p—rp)
oYl _ _ poll) ——— pp _ _

as expected. It is also instructive to determine the value of the dividend tax in the situation in
which 8 = 0 and there are no workers, to understand the role played by the dividends tax in the
decentralization. In this case we have
J_,__a
po(p—pe(D)) (2(O)T71" ™= — k(1) _+_polp—pel)) (pD — pe
+1]=1- .
p(pp — po(l)) k(1) plpp — o))\ pp

In particular, in the absence of any discounting across generations we have pp = p, and hence

szl—

Td = e/ p, and so by Corollary 4.3 the dividends tax takes the opposing sign of the taxes raised on

capital and wealth, and vanishes as agency frictions vanish.

D Numerical method

I will solve the Hamilton-Jacobi-Bellman equation in Proposition A.1 using the method of Kushner
and Dupuis (2001). The idea is to approximate the solution of the continuous-time continuous-state
control problem with a simpler discrete-time problem in which the state assumes only finitely-many
values. I refer the reader to Kushner and Dupuis (2001) for the theory justifying the approach and
only outline here the choice of approximating chains. Recall from (28) that u; := [(1 —v)Ui] ﬁ@; !
evolves according to duy = pyurdt + oyusdZ;, where
= p(FEEE) - p G B0

a3 (1) (42)

+ %(”E(l)(ﬁl’al“)l’” —a9(1))* — e (1) +

oy = B (@)Y — ay(1)
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and ¢ = cuy0;. I will first exploit the homogeneity of the problem in order to simplify the numerical
analysis. Denote the value function of the principal in terms of normalized utility and output by
V (u,6), and note that it solves the Hamilton-Jacobi-Bellman equation

2,2 202

uc — __ 050
(A g oV 0
2 11+ petVa + 5

a,

pV = r;1>aé< 01,1 —cub + p,uVy +
(&
lelL1]

VQQ + O'u’U/O'gevlg. (43)

Since V (u, ) = v(u)f for some v, we know that 6V 15 = v'(u)f = V1, and so V also solves

. . 2,2 _ g202
pV = rp>aé( 01,1 —cub + (Hu + auag)uvl + 22—V + pgfVa + 92 Vaa. (44)

> 2
l€[L,1]

Solving (44) is more convenient than solving (43) because there are no cross partial derivatives that
complicate the construction of approximating chains. The solution to (44) is the value function

associated with a control problem with state variables (u, ), payoff 81,1 — cuf, and law of motion
(due, d8) = (o + ruc)irdt + oudZ®, pbydt + 006,42 (145)

where Zt(l) and Zt(Q) are independent Brownian motions. We choose a grid S, = {u, Ay,..., 0 —
Ay, u} for Ay := (w —u)/N, for some N, > 1 and u sufficiently large that [ = 1 is recommended
at w = u. Given (u,0) € S, x Ry, we suppose that the subsequent values of the Markov chain lie
within the set {(u,0), (u+ Ay, 0), (u, (1 £ Ap)f)} for some Ay. If we write p, + oyog = i1 — [io

where [i1, fio > 0, then the transition probabilities

A aiu2 .
p(u+Aua9) = A%( B +Auu1u)
A; (022 .
p(u - Aua 9) = I; ( u2 + Au,u2u) (46)
A (o2
p(u, (14 Ag)0) = Ké (20 + Aerf)
0

define a locally consistent Markov chain if A, is sufficiently small. Writing x(¢,1) = (€' ~*[%)}~" for

brevity, the expressions in (42) imply

ot s =p( 72D 4 (7 - DG Bl + 0B Da () - o0

T3 f 1 (@@ =1) = pe(l) + W%E(l)%(é, 1)2.

Since 7 > 1, we can take

~2
ho_ P = o 2 = 1\2 N
o= == 120 + - B2 (@1) R 1o (1)
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The discrete-time, discrete-state Bellman equation is then

= Ay(ljcy —© —PA
v(u Ezgll%}[{;,l] t(lj<1 —cu) e v(u)

+ e PPip(u, (14 Ag)0) (1 + Ag)v(u) — v(u)]
+ e—pAtp(u) (1 — AQ)Q)[(l - AQ)U(U) - ’U(U)]

e (p(u+ Ay B)(0(u+ Ay) — 0(u)) + plu — Ay, 0) (0w — A,) — v(w)).

Substituting the above expressions, dividing by A; and simplifying gives
0= _Ait(l —e o)+ max | Lic —Cut et pgu(u) (47)

+ e PR (fnw™ — fpuv® + 03u2v02/2)
where T wrote v°? = (v(u — A,) — 2v(u) + v(u + AL))/AZ, v = (v(u + A,) — v(u))/A, and
v = (v(u) — v(u — Ay))/A,, for second central, forward and backward differences, respectively.
Taking the limit A; — 0 we write (47) as 0 = maxg>0,1¢[1,1] li<1 — ¢u + T, where T is an N, x Ny

matrix with coefficients of the main diagonals given by

~ 2,2
 fuu | ouu
1 . o2u?
v(u) © —ptpe — 1 (fa + f2)u— 5 (48)
~ 2,2
fou  oiu
—A,) =/ Y

vl =A8u) X Az

and the maximand becomes M = 1;.1 — cu + pgv + ﬂlqu — ,&2uvB + Jﬁuzvcz/z

We must treat the case of logarithmic utility separately. Recall that in this we define normalized

utility to be us = exp(U/(1 — «))0~1. Appendix A.2 shows that du;/u; = p,dt + 0,dZ;, where
2 o2

(&% g
Pt = puol) + % (B() = 1i<a)? + 5 i

—

Ly = —plne, —
! (49)

ou=0(E(l) = 1i,<1)
and ¢ = cuuf;. The above homogeneity observation continues to hold and it suffices to solve a control

problem with state variables (u, ), flow payoff 61,1 — ¢uf), and law of motion
(duy, db;) = ((Hu + 0000 uydt + oy dZY pgbdt + agﬁtdZt@)) (50)

where Zt(l) and Zt(Q) are independent Brownian motions, and we again choose a rectangular grid
for (u,#) and probabilities according to (46), for some fiq, fio > 0 with w, + 0,09 = i1 — fia. The
expressions in (42) imply

po
-

2
(o
M, + 0u09 = —phlEt — 1 hllt — ,Ltg(lt) + ?E(lt)Z

95



It will be convenient to write ¢; = ¢;v for some v < 1 chosen such that ¢; > 1 everywhere, so that

2

o o . _
p - Ini; + ?E(lt)2 fio = pln(c/v) + pe(ly).

i =—plnv — T

are non-negative. In practice I fix v and check ex-post that (i1, fio > 0. Simplifying the discrete-time,
discrete-state Bellman equation and taking the limit A; — 0 once again gives 0 = maxz>01e1,1) li<1—
¢u + Twv, where T is an N,, X N, matrix with coefficients of the main diagonals given by (48) and
the maximand becomes M = 1;o1 — eu + pgv + friuv? — fouv® + UiuQUcz/Q. The maximization is

then equivalent to

= _ ,..B __po Uj 2 F — B 0;2 _ 2,2, C2
lic1 —cu~+ po(l)[v — uv®] + 1—alnl+ 2E(l) wv’ — plncuv® + 5 (B(l) — 1j<1)*uv™”.
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