APPENDIX:

DoOESs THE US TAxX CODE FAVOR AUTOMATION?
ACEMOGLU, MANERA, RESTREPO

A.1 ROBUSTNESS CHECKS AND ADDITIONAL FIGURES DISCUSSED IN THE MAIN
TEXT

This part of the Appendix presents the following additional results and robustness checks

discussed in the main text:

e Figure A.1 provides the time-series of the total value of depreciation allowances by type
of capital, o/, and compares this to the allowance that would result from economic
depreciation. Each figure presents a single average across the types of assets included

in each category (software, equipment and non-residential structures).

e Figure A.2 provides the time-series of the tax rates on capital income, corporate income

and personal income, 1981-2018.

e Figure A.3 presents the evolution of effective taxes on capital when all investment is

financed with equity. For comparison, we also show the effective tax on labor.

e In Table A.1 we assume that the wedge p only distorts the extensive margin of labor

supply. This reduces employment and welfare gains, but they remain positive.

e In Table A.2 we additionally include the implicit tax on labor implied by means-
tested programs. With this higher effective tax on labor (equal to 33.5%), there are
greater employment and welfare gains from moving towards optimal taxes and lower

estimation.

e Table A.3 considers the possibility that capital directly complements labor at labor-
intensive tasks (see footnote 34). In particular, we assume that capital represents 20%

of the value added in labor-intensive tasks that are not yet automated.

e Table A.4 is the analogue of Table 1 when the effective tax on capital is based on full
equity financing. This leads to somewhat lower employment and welfare gains from

moving to optimal taxes.

e Table A.5 presents a version of Table 1 when there is a 15% wedge for capital. This

leads to employment and welfare gains that are approximately half as large as those
in Table 1.
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e In Table A.6 we set v = 0, so that labor has an absolute disadvantage in tasks where it
has a comparative advantage. In this case, employment and welfare gains are signifi-

cantly larger.

e Table A.7 follows our extension in Section 5.1 by adding the endogenous response
of human capital to the elasticity of labor supply. This leads to significantly larger

employment and welfare gains from moving towards optimal taxes.

e In Table A.8 sets €k = 1. This leads to employment and welfare gains that are about

half as large as in our baseline in Table 1.
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FicureE A.1: ESTIMATED DEPRECIATION ALLOWANCES OVER TIME FOR EQUIPMENT,
SOFTWARE AND NON-RESIDENTIAL STRUCTURES.
Notes: See the text for definitions.
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FIGURE A.2: AVERAGE TAX RATES ON CAPITAL INCOME, CORPORATE INCOME AND PER-
SONAL INCOME, 1981-2018.
Notes: See the text for the definitions and sources.
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FIGURE A.3: EFFECTIVE TAX RATES ON LABOR, SOFTWARE CAPITAL, EQUIPMENT, AND
NON-RESIDENTIAL STRUCTURES WITH EQUITY FINANCING.
Notes: The alternative series for the effective tax rate on labor includes the phase out of means tested

programs. See the text for definitions and sources.
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TABLE A.1: Robustness: distortions at the extensive margin of labor supply

Distorting §  Distorting 6
Distorting 6 and and
changing 7% changing 7¢

(1) (2) (3) (4) (5)

Current Ramsey
System Solution

Tax system:

Tk 10.00% 24.27% 10.00% 8.63% 10.00%
Tt 25.50% 19.24% 25.50% 25.50% 24.97%
0 0.276 0.266 0.268 0.267 0.266

4 0.00% 0.00% 8.37% 10.98% 11.18%
Aggregates:

Employment . +3.50% +0.95% +1.35% +1.69%
Labor Share 56.00% 56.66% 57.58% 58.06% 58.15%
Net Output . +0.47% -0.06% +0.17% +0.22%
C.E. welfare change . 0.27% 0.06% 0.10% 0.12%
Revenue . 0.00% +1.17% 0.00% 0.00%

Notes: This table shows the effective capital and labor taxes, the level of automation and the automation
tax under different scenarios. It also presents the implied changes in employment, output, welfare, and
government revenue, and the level of labor share in national income. The first column is for the current
US tax system. The second column shows the unconstrained Ramsey solution. Column 3 considers the
implications of changing the level of automation, § via automation taxes (and no other change in policy).
Column 4 additionally allows a change in the effective tax on capital, and column 5 considers a change in
the effective tax on labor. Change in welfare is in terms of consumption equivalent. See the text for details.
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TABLE A.2: Robustness: including the implicit tax on labor from means-tested and disability
programs.

Distorting &  Distorting 6
Distorting 6 and and
changing 7% changing 7¢

(1) (2) (3) (4) (5)

Current Ramsey
System Solution

Tax system:

Tk 10.00% 31.20% 10.00% 6.44% 10.00%
Tt 33.50% 23.98% 33.50% 33.50% 32.15%
0 0.281 0.265 0.270 0.266 0.264

TA 0.00% 0.00% 12.13% 17.01% 17.32%
Aggregates:

Employment . +6.07% +1.37% +2.23% +3.18%
Labor Share 56.00% 57.09% 58.36% 59.29% 59.51%
Net Output . +1.13% -0.17% +0.38% +0.57%
C.E. welfare change . 0.81% 0.15% 0.28% 0.41%
Revenue . 0.00% +2.03% 0.00% 0.00%

Notes: This table shows the effective capital and labor taxes, the level of automation and the automation
tax under different scenarios. It also presents the implied changes in employment, output, welfare, and
government revenue, and the level of labor share in national income. The first column is for the current
US tax system. The second column shows the unconstrained Ramsey solution. Column 3 considers the
implications of changing the level of automation, 6 via automation taxes (and no other change in policy).
Column 4 additionally allows a change in the effective tax on capital, and column 5 considers a change in
the effective tax on labor. Change in welfare is in terms of consumption equivalent. See the text for details.
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TABLE A.3: Robustness: allowing for within-task complementarities between capital and
labor.

Distorting &  Distorting 6
Distorting 6 and and
changing 7% changing 7¢

(1) (2) (3) (4) (5)

Current Ramsey
System Solution

Tax system:

Tk 10.00% 26.65% 10.00% 9.28% 10.00%
Tt 25.50% 18.22% 25.50% 25.50% 25.27%
0 0.159 0.150 0.151 0.152 0.151

TA 0.00% 0.00% 6.53% 6.35% 6.58%
Aggregates:

Employment . +3.96% +0.62% +0.64% +0.82%
Labor Share 55.98% 56.68% 57.01% 56.96% 57.02%
Net Output . +0.43% -0.05% +0.09% +0.12%
C.E. welfare change . 0.41% 0.05% 0.07% 0.10%
Revenue . 0.00% +12.63% 0.00% 0.00%

Notes: This table shows the effective capital and labor taxes, the level of automation and the automation
tax under different scenarios. It also presents the implied changes in employment, output, welfare, and
government revenue, and the level of labor share in national income. The first column is for the current
US tax system. The second column shows the unconstrained Ramsey solution. Column 3 considers the
implications of changing the level of automation, 6 via automation taxes (and no other change in policy).
Column 4 additionally allows a change in the effective tax on capital, and column 5 considers a change in
the effective tax on labor. Change in welfare is in terms of consumption equivalent. See the text for details.
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TABLE A.4: Robustness: effective tax on capital for equity financing only

Distorting §  Distorting 6
Distorting 6 and and
changing 7% changing 7¢

(1) (2) (3) (4) (5)

Current Ramsey
System Solution

Tax system:

Tk 12.00% 27.17% 12.00% 10.71% 12.00%
Tt 25.50% 18.88% 25.50% 25.50% 25.00%
0 0.276 0.266 0.268 0.266 0.265

A 0.00% 0.00% 9.48% 11.96% 12.07%
Aggregates:

Employment . +3.64% +1.07% +1.46% +1.76%
Labor Share 56.00% 56.71% 57.80% 58.26% 58.33%
Net Output . +0.35% -0.08% +0.13% +0.16%
C.E. welfare change . 0.33% 0.08% 0.12% 0.15%
Revenue . 0.00% +1.10% 0.00% 0.00%

Notes: This table shows the effective capital and labor taxes, the level of automation and the automation
tax under different scenarios. It also presents the implied changes in employment, output, welfare, and
government revenue, and the level of labor share in national income. The first column is for the current
US tax system. The second column shows the unconstrained Ramsey solution. Column 3 considers the
implications of changing the level of automation, § via automation taxes (and no other change in policy).
Column 4 additionally allows a change in the effective tax on capital, and column 5 considers a change in
the effective tax on labor. Change in welfare is in terms of consumption equivalent. See the text for details.
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TABLE A.5: Robustness: capital wedge of 15%

Distorting §  Distorting 6
Distorting 6 and and
changing 7% changing 7¢

(1) (2) (3) (4) (5)

Current Ramsey
System Solution

Tax system:

Tk 10.00% 21.98% 10.00% 8.85% 10.00%
Tt 25.50% 20.23% 25.50% 25.50% 25.04%
0 0.272 0.264 0.267 0.265 0.264

74 0.00% 0.00% 5.59% 9.17% 9.36%

Aggregates:

Employment . +2.98% +0.63% +1.12% +1.42%
Labor Share 56.00% 56.53% 57.03% 57.69% 57.77%
Net Output . +0.47% -0.01% +0.17% +0.22%
C.E. welfare change . 0.20% 0.03% 0.07% 0.09%
Revenue . 0.00% +0.79% 0.00% 0.00%

Notes: This table shows the effective capital and labor taxes, the level of automation and the automation
tax under different scenarios. It also presents the implied changes in employment, output, welfare, and
government revenue, and the level of labor share in national income. The first column is for the current
US tax system. The second column shows the unconstrained Ramsey solution. Column 3 considers the
implications of changing the level of automation, § via automation taxes (and no other change in policy).
Column 4 additionally allows a change in the effective tax on capital, and column 5 considers a change in
the effective tax on labor. Change in welfare is in terms of consumption equivalent. See the text for details.
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TABLE A.6: Robustness: labor has an absolute disadvantage at higher-indexed tasks

Distorting §  Distorting 6
Distorting 6 and and
changing 7% changing 7¢

(1) (2) (3) (4) (5)

Current Ramsey
System Solution

Tax system:

Tk 10.00% 24.12% 10.00% 8.32% 10.00%
Tt 25.50% 14.98% 25.50% 25.50% 24.34%
0 0.637 0.618 0.622 0.619 0.617

A 0.00% 0.00% 12.72% 15.70% 15.89%
Aggregates:

Employment . +7.30% +2.23% +2.89% +3.76%
Labor Share 56.00% 57.96% 59.21% 59.91% 60.17%
Net Output . +0.62% -0.17% +0.23% +0.31%
C.E. welfare change . 0.85% 0.22% 0.32% 0.43%
Revenue . 0.00% +2.50% 0.00% 0.00%

Notes: This table shows the effective capital and labor taxes, the level of automation and the automation
tax under different scenarios. It also presents the implied changes in employment, output, welfare, and
government revenue, and the level of labor share in national income. The first column is for the current
US tax system. The second column shows the unconstrained Ramsey solution. Column 3 considers the
implications of changing the level of automation, § via automation taxes (and no other change in policy).
Column 4 additionally allows a change in the effective tax on capital, and column 5 considers a change in
the effective tax on labor. Change in welfare is in terms of consumption equivalent. See the text for details.
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TABLE A.7: Robustness: accounting for human capital responses

Distorting §  Distorting 6
Distorting 6 and and
changing 7% changing 7¢

(1) (2) (3) (4) (5)

Current Ramsey
System Solution

Tax system:

Tk 10.00% 29.21% 10.00% 7.72% 10.00%
Tt 25.50% 16.90% 25.50% 25.50% 24.63%
0 0.290 0.275 0.278 0.275 0.274

74 0.00% 0.00% 12.53% 15.39% 15.43%
Aggregates:

Employment . +5.73% +1.73% +2.35% +2.97%
Labor Share 56.00% 57.06% 58.52% 59.07% 59.18%
Net Output . +1.23% +0.03% +0.48% +0.62%
C.E. welfare change . 0.59% 0.14% 0.23% 0.30%
Revenue . 0.00% +1.98% 0.00% 0.00%

Notes: This table shows the effective capital and labor taxes, the level of automation and the automation
tax under different scenarios. It also presents the implied changes in employment, output, welfare, and
government revenue, and the level of labor share in national income. The first column is for the current
US tax system. The second column shows the unconstrained Ramsey solution. Column 3 considers the
implications of changing the level of automation, § via automation taxes (and no other change in policy).
Column 4 additionally allows a change in the effective tax on capital, and column 5 considers a change in
the effective tax on labor. Change in welfare is in terms of consumption equivalent. See the text for details.
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TABLE A.8: Robustness: setting ¢ =1

Distorting §  Distorting 6
Distorting 6 and and
changing 7% changing 7¢

(1) (2) (3) (4) (5)

Current Ramsey
System Solution

Tax system:

Tk 10.00% 20.83% 10.00% 9.16% 10.00%
Tt 25.50% 20.97% 25.50% 25.50% 25.19%
0 0.256 0.248 0.250 0.248 0.248

74 0.00% 0.00% 6.76% 9.09% 9.09%

Aggregates:

Employment . +2.18% +0.62% +0.92% +1.08%
Labor Share 56.00% 56.48% 57.23% 57.64% 57.68%
Net Output . -0.38% -0.27% -0.17% -0.19%
C.E. welfare change . 0.18% 0.04% 0.07% 0.09%
Revenue . 0.00% +0.66% 0.00% 0.00%

Notes: This table shows the effective capital and labor taxes, the level of automation and the automation
tax under different scenarios. It also presents the implied changes in employment, output, welfare, and
government revenue, and the level of labor share in national income. The first column is for the current
US tax system. The second column shows the unconstrained Ramsey solution. Column 3 considers the
implications of changing the level of automation, § via automation taxes (and no other change in policy).
Column 4 additionally allows a change in the effective tax on capital, and column 5 considers a change in
the effective tax on labor. Change in welfare is in terms of consumption equivalent. See the text for details.
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A.2 DERIVATIONS AND PROOFS FOR THE STATIC MODEL

This part of the Appendix presents the proofs of the results stated in the text and some
additional results briefly mentioned in the text.
Characterization of the Equilibrium and the Ramsey Problem

The next lemma provides the characterization of the competitive equilibrium presented in

the text and is the basis of all subsequent proofs.

LEMMA A.1 (EQUILIBRIUM CHARACTERIZATION) Given a tax system (7%, 7%) and a labor
wedge o, a market equilibrium is given by an allocation {k,{} and a threshold task 0 such

that:
e output y is giwven by f(k,¢;0) in (2);
o 0 =07(k,0) maximizes f(k,l;0);
e the capital and labor market-clearing conditions, (4) and (5), are satisfied;
e tax revenues are given by (6).

Proof of Lemma A.1. The unit cost of producing task x with labor is

Vi)’

whereas the unit cost of producing task z with capital is

pi(x) =

PN

Because the allocation of tasks to factors is cost-minimizing and because ¢(x) /1% () is
(strictly) increasing, there exists a threshold € such that all tasks below the threshold are
produced with capital and those above it will be produced with labor.

The demand for capital in the economy therefore comes from tasks x < 6 and satisfies

k= foe k(z)dx = [)9 sz(z;)) dx = ; ' %dw =y-R™. /ngk(x)’\_ldx,

which can be rearranged as

(A1) R-(9) ([ o)
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Moreover, this equation also implies

R:fky

where f(k,¢;0) is given in (2). Next note that the supply of capital by households is given
by the Euler equation,
u(y-k)=1+(R-6)-(1-715),

which, combined with R = f;, gives the capital market-clearing condition in (4).

Similarly, the demand for labor comes from tasks x > 6 and is given by

_ ! _ ! y(x) _ 1y,p€(l~)—)\ _ -\ L 0/ \A-1
5—/; €(a:)d:c—[; @/}f(x)dx_ ) Wd:c—y-w , Y (x) e,

which can be rearranged as

1 1
1 1 1
(A.2) w = (%)(/ wf(x)k-ldx)k.
0
This equation implies that

U}:fg.

where f(k,/;0) is given in (2). Moreover, the supply of labor by households is given by the
optimality condition for labor supply,

V() =w-(1-79,

which, combined with w = f;, gives the labor market-clearing condition (5).
We next prove that output is given by f(k,¢;6). Since the final good is the numeraire,

the ideal price condition is

0 1
1:f pk(af)l’\da:+f9 p'(z) .
0

Substituting task prices in terms of factor prices before taxes, this condition yields

0 1
1= R [Tt ) st [ty e
0

Replacing the expressions for R and w from equations (A.1) and (A.2), we obtain the ideal

price condition in terms of output, capital, labor, the level of automation and the production
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parameters:

(1) () (1) )

Solving for y in this equation gives y = f(k,¢;0) as in (2).
We now turn to the determination of §. Because task allocations are cost-minimizing,
the thresholds task 6 satisfies

w R _w_ »4(0)
Yi(x) W) TR RO)

Since R = f and w = fy, we can rewrite this as

Jo _240)

(4.3) fo " URO)

This equation has a unique solution 8™ (k,¢). Uniqueness is a consequence of the fact that
the right-hand side is continuous and increasing in € (by assumption). The left-hand side,

on the other hand, can be written as

ﬂ: Efglwé(x)A_ldx X
fo \ [0 ph(e)1da

and is thus decreasing in 6. This implies that a solution 8™ (k, ¢) always exists in view of the
fact that the left-hand side goes from oo (at 6 =0) to 0 (at 6 =1).
We now show that 0™ (k, () maximizes f(k,¢;0). An infinitesimal change in # leads to a

change in output of

(A-4) folh £:6) = 75 ((W?@))H ] (@w'ffe))l_A)'

This expression follows by totally differentiating (2), which yields

Jo(k, 6:0) =1 W(e)A Loyx. AA-(flwg(:lc)Alalav)l_AA

1-\

. (f WF () ldx) o

>

j?ﬂk(e)kl Y
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Regrouping terms yields
1 52 0 52
f9<k,e;e)=%(wf(e>“-(%- [ vtrtan) " ok (Y [Tt ) )

Equation (A.4) follows after substituting in the formulae for fj and f, in place of the terms
in the inner parentheses.

Equation (A.4) further implies fy >0 to the left of 6™ (k,¢), since in this region we have

fo | 0(0)
fi T URO)

Moreover, fy <0 the right of ™(k,¢), since in this region we have

fo _(0)
fi T ORO)

Thus, f(k,£,0) is single-peaked with a unique maximum at 6™(k, /).
Finally, we compute equilibrium tax revenues. Capital taxes, which raise revenue from

tasks below 6, generate total revenue:
0
Revenue from capital = / ™ (R-6) -k(z)dw =7"-(fr - 5) -k,
0

where we used the fact that R = f; (from equation (A.1)). Likewise, labor taxes raise revenue

from tasks above 6 and thus:
0
Revenue from labor = / ow-(x)de =75 f, - 0,
0

where we used the fact that w = f; (from equation (A.2)). =

The next lemma is straightforward but will be used repeatedly in our proofs.

LEMMA A.2 The production function f(k,l;0™(k,0)) exhibits constant returns to scale and

18 concave in k and £.

ProOOF. We first show that f(k,¢;0™(k,{¢)) exhibits constant returns to scale. Because
f(k,¢;0) exhibits constant returns to scale in k and ¢ (which is immediate from (2)), it is

sufficient to prove that 8™ (k,¢) is homogeneous of degree zero. Equation (A.3) implies that
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0™ (k,?) is the unique solution to

ke de | o)
Efoe Pk (z) Pr(0)’

which establishes that 6™ (k, ¢) only depends on k/¢ and is thus homogeneous of degree zero.
Since f(k, ;0™ (k,0)) exhibits constant returns to scale in k and ¢, it is concave if and only
if it is quasi-concave in k and ¢. Note that h(k, () = f(k,¢;6™(k,{)) solves the optimization

problem:
(A5)  f( 0" 0) = max ([ y(a)Tar)
subject to: y(z) = *(2)k(z) + ' (2)0(2), [0 e(w)ds = k, fo )z =t

Suppose that h(ky,¢1) > b and h(ka,l2) > b, and denote by {ki(z),l1(x),y:1(z)} and
{ko(x),la(x),y2(x)} the solution to (A.5) for {ki,¢1} and {ks, {5}, respectively. Consider
the problem in (A.5) for {ak; + (1 —a)ks, aly + (1 — a)ly} for some « € [0,1]. The allocation
{aki(z) + (1 -a)ke(x),ali(x) + (1 —a)la(z),ay:(x) + (1 — a)ys(x)} satisfies the constraints
in (A.5). Therefore,

h(aky + (1 - @)k, aly + (1 —a)ly) > (fol(ayl(:c) +(1- a)yg(.:n))xld;v)ﬁ1 :

Using the concavity of the constant elasticity of substitution function on the right-hand side

of the above equation, we get

A
A-1

h(aky + (1 —a)ks, aly + (1 —a)ls) 204([01y1(a:)x1d:£)£1 +(1-a) (folyQ(:v)Axld:E) > b.

It follows that h(k,l) = f(k,¢;0™(k,¢)) is quasi-concave in k and ¢ and hence concave in k
and ¢, completing the proof. =
Main Proofs

In this section of the Appendix, we provide the proofs of the main results stated in the
text. Before presenting the proofs of the results in the text, we provide a derivation of the

Implementability Condition (IC) in (7). Exploiting the fact that f has constant returns to
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scale, we can rewrite the government budget constraint as follows

g<tt (fu=0) - k+7tfy -4
=f(k,6;0)+(1=08) - k=(+Q=7")-(fr=0)-k=(1-7")fi-L.

Using the capital and labor market-clearing condition in equations (4) and (5), we can
substitute out the terms 1+ (1-7%)-(fx—9) and (1—-7°) - f;, which gives
9< F0, 60+ (1-0) k(G- k) k- 2L

which is the Implementability Condition used in the main text.
We next present the proofs of our main results.
Proof of Proposition 1. We start by solving for the optimal allocation. The utility of

the representative household is given by
utility := u(co) +c—v(l) = f(k,6;0)+ (1-96) - k+u(y-k)-v(l) -g.
The Ramsey problem can therefore be written as

r&a}ugf(k,f;@) +(1-96)-k+u(y-k)-v(l)

subject to: g <f(k,6;0) + (1=8) -k —u'(§-k) k- Vl(ﬁ) L

Both the objective function and the right-hand side of the constraint are increasing in 6.
Thus, the optimal choice of § maximizes f(k,/;0), and this implies that 6 = ™ (k, (), where
fo(k,0;6™(k,0)) =0, as claimed in the proposition.

With this choice, the problem becomes

n}ﬁxf(k,ﬁ; 0" (k,£))+(1-0)-k+u(y—k)-v(l)
v'(0)- 4

subject to: g <f(k,0;0™(k,0))+(1-06)-k-u'(y-k) k- .
-0

We next prove that the objective function is concave and the constraint set is convex.
The concavity of the objective function follows from Lemma A.2 and the fact that u(g-k)
and v(¢) are convex in k and £, respectively. The constraint defines a convex set since Lemma

A.2 implies that f(k,¢;0™(k,0)) is concave and we assumed that u'(y - k) -k and v/({) - ¢

are convex functions.
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F1GURE A.4: Illustration of optimal policy problem.

Thus, the Ramsey problem is equivalent to the maximization of a concave function over
a convex set. This implies that for any g > 0, the optimum is unique and yields some utility
W. Figure A.4 illustrates this optimum. The figure plots the set of points that satisfies
the IC constraint—the points within the iso-revenue curve for g—and further identifies the
set of points that yield higher utility than the optimal allocation, which are those inside
this contour set of WW. The optimal allocation is given by the tangency point between the
iso-revenue curve and the contour sets of W.

At this point, the marginal utility per unit of revenue loss from an increase in k (denoted
by U*(k,()) equals the marginal utility per unit of revenue loss from a increase in ¢ (denoted
by Uf(k,¢)), and both are equal to the multiplier 1, which denotes the marginal utility per

unit of additional revenue. These marginal utilities can be computed as

U*(k, ) = - Outility [Orevenue fe-0-u'(y-k)+1
T 0k ok —u"(G-k) k+u(§-k)-1-fr+0
outility [ Orevenue fe-v'(0)
fk,0) =~ = :
Uik, 6) ol / ol v"(0) V'(£)
O+ —fe
1-0 1-0

The optimum allocation is given by the unique set of points along the iso-revenue curve
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for g for which
Uk(k,0) =U"(k,0) = .

We next prove that this unique optimal allocation can be implemented using the taxes

in (8). Starting from U*(k, () = u, we obtain

fk—é—u’(gj—k)+1 _
—u"(§-k)-k+u(y-k)-(fr+1-9)

Ur(k, () = 78

Dividing the numerator and denominator on the left-hand side by u/(y — k) — 1 (which is

positive by assumption) and using (4) to substitute out for f; — 4, yields

Tk 1 Tk ~
1-7k ek(k) 1-7F —H

which can be rearranged to obtain the formula for 7#/(1 - 7%) in (8).

Likewise, starting from U*(k, /) = p, we obtain

fe—-v'({)

Utk 0) = -

(k) L”MX€+VM)_f
1-p 1-p ¢

Dividing the numerator and denominator on the left-hand side by v/(¢)/(1 - ¢) and using

(5) to substitute out for f,, we obtain

Tt 1 Tt
(o) /(s 75) =»

which gives the formula for 7¢/(1-7%) in (8). =
Proof of Corollary 1. Obtained by substituting e*(k) = &(¢) and ¢=0in (8). m
Proof of Corollary 2.  First, note that the function U¥(k,¢) is decreasing in k and

increasing in ¢. This follows from our assumptions that u/(y — k) - k is convex (which implies
that —u"(g—k) -k +u'(y - k) is increasing in k) and u is a concave function (which implies
that u/(y — k) is increasing in k), and the fact that Lemma A.2 implies that f; is decreasing
in k£ and increasing in /.

Likewise, the function U*(k,¢) is increasing in k and decreasing in ¢. This follows from
our assumptions that v/(¢) - £ is convex (which implies that v/(¢) + v"(¢) - £ is increasing in
¢) and v is a convex function (which implies that v/(¢) is increasing in ¢), and the fact that

Lemma A.2 implies that f; is decreasing in ¢ and increasing in k.
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Consider a suboptimal tax system {7% 7¢} implementing an allocation along the iso-
revenue curve for ¢ in Figure A.4. There are three possibilities for this allocation. This
allocation is either in the segment between the optimum and the peak of the Laffer curve
for 7¢ (point A in Figure A.4); or between the optimum and the peak of the Laffer curve for
7% (point B in Figure A.4); or it is beyond the peak of the Laffer curve (meaning that k& and
¢ are both too low, and both taxes are too high and they can both be decreased to increase
revenue). The corollary assumes that the tax system is not beyond the peak of the Laffer
curve.

At point A, capital is above the optimum and employment is below the optimum. There-
fore,

Ub(k,0) > p* > Uk, 1),

where p* is the Lagrange multiplier at the optimum allocation. The inequality U¢(k, () >
U*(k,¢) implies

fe=v'(0) S fet1-0-uw'(y-Fk)
(), O T k) ke (G- k) = (fer1-0)
1-0 1-0 ¢

Dividing the numerator and the denominator on the left-hand side by v/(¢)/(1 - o), and
the numerator and the denominator on the right-hand side by u/(y — k) — 1, and using the
definition of £¢(¢) and ¥ (k) yields (9).

Finally, we prove that 7% and 7¢ satisfy 7¢ > 76" and 757 > 7%, In particular, observe that

the market-clearing condition for capital is

"(G-k)-1
h_ W(y-k)-1

1_
fu—=10

The numerator on the right-hand side increases with k£, and the denominator decreases in
k and increases in ¢ (this is due to the concavity of f by Lemma A.2 and the fact that f
exhibits constant returns to scale). Thus, the right-hand side of this equation increases as we

move from the optimal allocation to the current allocation, which implies 7% > 7%, Likewise,

1-7¢= —y’(ﬁ) .
(1-0)-fi

The numerator on the right-hand side increases with ¢, and the denominator decreases in
¢ and increases in k (this is due to the concavity of f by Lemma A.2 and the fact that f

exhibits constant returns to scale). Therefore, the right-hand side of this equation decreases

A21



as we move from the optimal allocation to the current one, which implies 767 < 7.

Conversely, the same argument implies that at point B the opposite of (9) holds and
thus in this region 76" > 7¢ and 7#" < 7%. Hence, this region is ruled out by (9).

Therefore, (9) is a necessary and sufficient condition for the tax system to be biased
against labor and in favor of capital (and to lead to an equilibrium with employment below
the optimum and the capital stock above the optimum). =
Proof of Proposition 2. We can write the equilibrium quantities of capital and labor as
k(0) and £(0), which are implicitly determined by (4) and (5).

Differentiating (4) and (5), we obtain that after an infinitesimal change in 6, the change

in employment and capital are given by the solution to the system of equations:

V//(g)
(1-0)-(1-

”(y k)
1-

—fké'fe+( —fkk)'k‘e = [ ( 0 —fzz)’ge—fek'k‘o =feo,

which has a unique solution given by

fze'( LA fklc)+fk0 for
(% - fM) ' (‘uq(yfkk) - fkk) = Jre fox

fke-((“’j)"—(?ﬂ fez)+fzo e
(% - fﬂﬁ) : (— s - fkk) = fre for

Uy =

ko =

Note that fy(k,¢;0) has constant returns to scale in k and ¢. Moreover, at 6 = 6™ (k, (),
we have fy = 0. The Euler theorem implies that kfg, + £fsr = 0. Then for, > 0 > foo.
second application of Euler’s theorem yields kfir + £fre = 0; and a third application gives
kfor + L fo = 0. It follows that, at 6 = 6™ (k, (), the following identities hold

fl@'fkk =fk9'f€k fk@'fé[ :fw'fké ffé'fkk =fk€'f£k-

Using these identities, we can simplify the formulae for ¢y and ky above as

o (e H0)

— foo '3 JeoT o,
lg=——LT—<0 kg =———"2 >0,
’ A T

—(1_;/)//.8)_74) u’;(_g;k) fkk:(l o El = + fu™ 1(y ") > 0. This establishes that reducing 6

on the margin below 0™ (k, ¢) will always result in an increase in employment and a reduction

where A =

in capital.

To complete the proof of the proposition, note that welfare (inclusive of the value of
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public funds) is given by

W=f(k,t;0)+(1-0)k+u(y-k)-v(l)

+u*~(f(k,£;9)+(1—5)k—u’(gj—k)-k—

v'(0) -4 )
1-0 )’
where p* denotes the Lagrange multiplier at the optimum allocation. Therefore, following

an infinitesimal change in 6, welfare changes by

dw
%:Wz'£9+Wk'k}9+(1+u*)-fg,

where W, and W, denote the changes in welfare arising from improvements in allocative
efficiency and (1 + p*) - fy accounts for changes in productive efficiency.

Suppose that the current tax system satisfies (9). Corollary 2 implies that U*(k, £) > u* >
U*(k,£)—that is, employment is too low and capital too high. It follows that

Wy =fo—1'(£) + p*- (Vlu—(gg) o IIIEQ - ff) >0 < U'(k,0) > p*

Wi =fi—0-u'(g—k)+1+p - (~u"(g—k)-k+u'(F-k)—1- fr,+6) <0 Uk, 0) < p*,

so that welfare increases as employment increases and capital is reduced.
Moreover, starting from 6 = 0™ (k, (), we have fy =0, ¢y >0 and ky > 0. Therefore,

aw
— <0,
do
and welfare (inclusive of the value of public funds) increases following an infinitesimal re-
duction in 6.

We now turn to the implications of a reduction in 6 for output and for revenue. The

change in net output at 6™ (k, () is

d net output

70 = fo- Lo+ (fx—0) ko,

which can be written as

d net output  fr- (fr=0) fro [ W' (y-Fk)-k v"(l)-{
do o (A W(g-k) -1 () )

Thus, an infinitesimal reduction in 6 will also expand net output provided that £¢(¢) > e*(k),

as claimed in the proposition.
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Finally, the change in revenue near 6™ (k,¢) is

d revenue "¢ Y. g
e _(fg_qu_y1(—)g )'£9+(f’f‘5‘“'(g"f)+1+“"(?J—k)‘k)~ke,

which can be written as

d revenue _ V() (W(y-k)-1) fro TF-(1+eF) 7" (1+£)
do 0-(1-90)-A ehoel (1-7F)-(1-70)"

Thus, an infinitesimal reduction in § will also expand revenue if 7¢-(1+f(¢)) > 7%-(1+£*(k)),
as claimed (recall that w/(y — k) > 1 by assumption). m

Proof of Proposition 3. The constrained Ramsey problem can be written as

%2(3#(1@,&9) +(1-0)-k+u(y-k)-v(l)

V'(0) -4
l-po

subject to: g < f(k, ;0)+(1-0)-k-u'(g—k) k-

()LL) (1-0)- fi-L.

Let p > 0 and «¢ > 0 denote the multipliers on the IC constraint and the constraint on
labor taxes, respectively. We assume throughout that the constraint on labor taxes binds,
so that ¢ > 0.

The first-order condition with respect to capital is given by
fo=0-uw(@G-k)+1—p-(~"(G—k) k+u'(G-k)-1- fy+6)+~"-(1-7)-(1-0)- fu-£ = 0.

Dividing by «/'(g — k) — 1, using the capital market-clearing condition (4) to substitute for
fr — 6, and rearranging yields (11).
Note next that the choice of #¢ maximizes the Lagrangean of the constrained Ramsey

problem. Thus, we have

0° = argmax(1+p) - f(k, 6;0) + 7+ (1= 7°) - (1= 0) - felk, ;0) - L.

0e[0,1]

Denote by g(0) the right-hand of this equation. We now show that g(6) is strictly decreasing
for 0 > 6™ (k,¢). To prove this, note that

1 1
1 by

fw(k’g;g)z%fe(k,g;g)%.(%)i—l.(felw(x)x—ldx)i_%q/}g(@)x_y(%) (felwg(x)x—ldx) :
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which is negative for 6 > 0™ (k,¢). Moreover, fyo(k,¢;0) is zero at 6™(k,¢) and negative for
all 0 > 0™(k,0). Therefore, g(0) is strictly decreasing for 6 > 6™ (k,¢) (note that if we did
not have ¢ > 0, g(#) could not be strictly decreasing at 6™(k,()).

Finally, because g(0) is strictly decreasing for 6 > 6™ (k,¢), we must have 6¢ < 0™ (k, () as
claimed. m

Proof of Proposition 4. See next section. m

Additional Results

The next proposition provides four alternative ways of implementing the desired level of au-
tomation via taxes and subsidies, and the first of these is the scheme presented in Proposition
4 in the text.

PROPOSITION A.1 (Implementation of a reduction in 0 via task-specific taxes
and subsidies) Consider any allocation {k,,(,,0,} that satisfies the implementability con-
dition, and where 0, < 0™ (k,,{,). Let ™% and T° be given by

17k _w(y-k)-1 1 V'(£)

fr—0 -0 fi

Moreover, define

TA,gross =1- fk we(gp)

= e,y 2

and define 74 > 0 implicitly as

1 r 1-7k

= + 0.
1—gAgross  pyp§l—7k_74A

The allocation {k,€,0} can be implemented in any of the following ways:

1. A uniform tax 7° on labor and the following tax schedule (“automation tax”) on capital:

" forx<0
™*(x) = ?
Tk + 714 for x>0,

2. A uniform tax ¢ on labor, a uniform tax 7% on net capital income, and a gross au-
tomation tax 74975 on the use of capital at tasks x > 6,.

3. A uniform tax ¢ on labor, a uniform net tax 7% +74 on capital, and a subsidy of 749705

to tasks below 0,.
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: : ot : ‘
4. A uniform taz/subsidy 11—7,4 on labor, a uniform tax 7% on capital, and a tax 749705
-7

on the output of tasks above 0,.

Proor. Consider the first implementation. We show that these taxes generate a competitive
equilibrium with factor prices R = fi(ky,(p;60,) and w = fi(k,, ¢p;6,), and where all tasks
below 6, are produced by capital.

Take the factor prices R = fi.(kp,{p;6,) and w = fi(kp,€y;6,) as given. The unit cost of

producing task x with labor is

e w
() = ——,
e
whereas the unit cost of producing task x with capital is
R(z)
k
p(z) = :
VE(z)

where R(x) is the pre-tax rental rate paid for the use of capital in task x. Because after-tax

net returns must be equal across tasks, we have
(R(z) - 0)(1-7"(x)) = (R-0)-(1-7")

for all z. The definitions of 7%(z) and 74 then imply

R if x <40,
R(x) =
R .
T Az it x>0,

and the unit cost of producing task = with capital becomes

R
k()
R
Q/Jk(l’) . (1 _ 7-A,gross)

ifx<o,

p(z) =

it x> 0,.

Because 0, < §™(k,, (,), we have that for all all tasks z € [0, 6,]:

V@) o) S
OR() SRy
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which implies

Jr fe
Yk(r) W(ﬂf)

pr(x) = =p'(),
and all these tasks are produced by capital.
On the other hand, for all tasks z € (6,,1], we have

TA,gross)E _ wé(ep) 77Z)Z(x)

(1- fo TR0, S ()

which implies 5
T

and all these tasks are produced by labor.

p'(z) = (),

We now compute the market-clearing conditions and show that markets clear at the

stipulated factor prices. The market-clearing condition for capital is

p k )\ 01’

k= f k(x)dr =y- f P(e) y-R_’\-/ VF(2)Mdu,
k() 0

which holds with equality when R = f.

Likewise, the market-clearing condition for labor is

which holds with equality when w = f,.

Finally, note that revenue remains as in equation (6) since capital is not used in tasks
where it is subject to the higher automation tax.

The argument for the second implementation strategy is essentially identical, but with

the difference that the gross tax on the use of capital directly implies that

R itx<o,
R(z) =
R .
T Agros if x>0,

We now turn to the third implementation strategy. The definition of 74 implies that the
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pre-tax gross return required by households is given by

= k)

1 - 7-A gross

whereas the pre-tax wage required by households is given by

_ V’(Ep)
(1-0)-(1-7%)

The definition of 7% implies
R=— It
1 — 7Agross’
and the definition of 7¢ implies w = f;.
We next show that at these factor prices, all tasks below 6, are produced by capital and

all tasks above 6, are produced by labor. For x <6, we have

Vi) 9(6,) _ fe (1 -hees)
F(a) = 0R(G,) Jr ’

which implies
Sk T
r(x) - (1= 7heos) = f(x)
and all these tasks are produced by capital.
On the other hand, for all tasks z € (6,,1], we have

pH(x) = =p'(2),

V(@) | 66, _ fie (Lo rhees)
@) @) T b

which implies

Jr

pi(a) = = p*(2),
W( ) " () (1 - rAmos)
and all these tasks are produced by labor.
We now show that markets clear for R = % and w = f;. The market-clearing

condition for capital is

Gp( 1 7-Agross) p ( ))7)\
k()

k= [ K)o =y de=y it [y,

which holds with equality. Note that here we used the fact that all tasks below 6, receive a
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subsidy of T4:=2ss Likewise, the market-clearing condition for labor is

1 1 0 -A 1
€=jgéuwm=y~l;ﬁ;20dw=yfﬁ-ﬁ;wﬂxﬁ*¢a

which holds with equality.

4 on capital raises

Finally, note that revenue remains as in equation (6) since the tax 7
revenue 748 fi . k. but this coincides with the cost of subsidizing all tasks below 6, at a
rate 74855 gince the total value of these tasks is f, - k.

We conclude with the fourth implementation strategy. The pre-tax gross return required

by households is given by
w(y—ky)—1 .
1-7k

whereas the pre-tax wage required by households is given by

R= 0;

V() (L= rhwe)
(1-0)- (=79

The definition of 7% yields R = f, and from the definition of 7¢ we have
w = ff X (1 _ 7_A,gross).

We now show that at these factor prices, all tasks below 6, are produced by capital and
all tasks above 6, are produced by labor. For x < 6, we have

Wi(a) 048y _ for (L= rhee)

Pr(x) — M (0p) fe ’

which implies

N _ +~A,gross
p Joe(-7 )

k() = =l (z
M= G < i P @)

and all these tasks are produced by capital.

For all tasks z € (6,,1], we have

W) | 9H(8,) o (1= rheos)

PE(x) M (0,) Ju ’

which implies
ff . (1 _ 7_A,gross) fk

@ e @

pi(x) =
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and all these tasks are produced by labor.
We now show that markets clear for R = f; and w = f,- (1 - 7°). The market-clearing

condition for capital is

k= / k(x)dr =1y - / p:;gj(j) Adgz::y.fk/\.‘/O%qp"f(gv)’\16[3:,

which holds with equality. Likewise, the market-clearing condition for labor is

1 L (pf(x 1 — 7A.gross))-A \ 1 . ol
g:/e‘pe(x)dx:yﬁp (p( )/(¢€(x) )) dxzyfe_ /H;}w(x) dl’,

which holds with equality. Note that here we used the fact that all tasks above 0, are taxed

at the rate 74:gross,

Finally, note that revenue remains as in equation (6) since the subsidy 74:#%° on labor
costs T4&ross f,.0 but this coincides with the taxes raised on the production of all tasks above
6, (since the total value of these tasks is fo-¢). =

The next proposition presents the analogue to Proposition 3, where there is an upper

bound on capital taxes (rather than a lower bound on labor taxes).

PROPOSITION A.2 (Excessive automation when capital taxes are constrained)
Consider the constrained Ramsey problem of mazimizing (7) subject to the additional con-

straint TF < 75 which is equivalent to

(A.6) u'(y-k) =12 (1-7") - (fi - 0),

and suppose that in the solution to this problem (A.6) binds and has multiplier v* -k > 0.
Suppose also that this multiplier satisfies

L+p>A-(1-75),

so that an increase in capital income holding labor income constant is socially beneficial (see
the proof).

Then the constrained optimal taxes and allocation are given by

e a capital tax of TF¢=T* and a tax/subsidy on labor T4¢ that satisfies

e 1 1 0 ’y _ fkek
AT _ - 1-7%)-(1-0)-
( ) e 1+M€€(£) 1+,u,+1+M ( ) ( Q) V’(E)’

e a level of automation 6¢ < 6™ (k, ().
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Moreover, the level of automation 6¢ can be implemented through an extra subsidy to labor
and a tax of the same magnitude on the output of tasks above ¢ (so that capital tazes still

remain no greater than 7).

PROOF. The constrained Ramsey problem can be written as

%%f(k,ﬁ;e) +(1-0)-k+u(y-k)-v(l)

subject to: g < f(k,6;0)+(1-06)-k-u'(§-k) k- Vl(li)'f

L+ (1= (fr=8)) k <u'(§-k) k.

Let >0 and 7% > 0 denote the multipliers on the IC constraint and the constraint on
labor taxes, respectively. We assume throughout that the constraint on capital taxes binds,
so that v* > 0.

The first-order condition with respect to labor is given by

vl . V'(£)
-0 1-v0

fe—V'(f)—M'( fe)—Vk'(l—fk)'fu'/f=0'
Dividing by v/(£)/(1 - ), using the labor market-clearing condition (5) to substitute for fy,
and rearranging yields (A.7).

Note next that the choice of #¢ maximizes the Lagrangean of the constrained Ramsey

problem. Therefore,

0¢ = argmax(1+ ) - f(k,6;0) =% - (1 -7%) - fr(k, 6;0) - k.
0€[0,1]
Using the fact that f has constant returns to scale, we can rewrite this maximization

problem as

0°¢ = agg[mz]lx(l +u—F(1- 7"’“)) f (R 0) + 4% (1=F5) - fo(k, £;0) - L.
e[0,1
Since, by assumption, 1+ u—~%-(1-7%) > 0, the argument outlined in the proof of
Proposition 3 can be applied to prove that the objective is strictly decreasing in 6 for 6 >
0™ (k,£), so that 6¢ < 6™(k, ). (Note that the inequality 1+ u—~*-(1-7%) <0 implies that
welfare would decline if capital income increased and labor income remained constant—i.e.,
an increase in f leaving f,-¢ constant. Alternatively, our assumption implies that distortions

are not too large, so that increases in income always raise welfare.)
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The fact that this allocation can be implemented via a subsidy to labor and a tax on the
production of tasks above ¢ follows from Proposition A.1. =
Proofs of Extension Propositions in Section 5

Proof of Proposition 5. Define

p1+1/e (- pi+1/e"
() :=mi
vn(th) Hzl,}lnlJrl/aZ ’ 1+1/eh

subject to: h-£ >4

as the disutility of supplying ¢, efficiency units of labor.

The solution to this minimization problem satisfies

1 1 1+1/(ef+el+ebeh)
0y) = . .
“n(6h) (1+1/a€+1+1/sh) h

The Ramsey problem is analogous to the one studied in Proposition 1 but with v (¢;,) in
place of v(¢) and ¢}, in place of £. Thus, the same formulae in equation (8) apply, but with
el + el + et in place of e/(¢). m
Proof of Proposition 6. The planner can undo the effects of the aggregate markup, &,
introduced by the technology sector by using a production subsidy to the final good sector,
at the cost of k- f. With this subsidy in place, the market equilibrium is an allocation {k, ¢},

a level of automation adoption 6, and a state of automation technology © such that:

e the capital and labor market clear
(1=7)- (fx=0) =u'(§ - k) (1-0)-(1=7)- fo=v'(0);
e adoption decisions maximize output and are given by 6™ (k, ¢, 0) and w™(k, ¢, ©), where

{0 (k,0,0),w™(k,0,0)} = argmax f(k,;0,w);

G(0,w;©)<0

e automation technology © maximizes monopolists’ profits in (20).

Define
O(k, 0, k) = argmax k- f(k, ;0™ (k,£,0),w™(k,(,0)) -T(0),
(C]

which determines the optimal choice of technology given k, ¢ and some profit rate x. Also,

let £(©) and ¢(O) denote the level of capital and labor resulting in the market equilibrium
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when the bias of technology is ©. The market equilibrium is characterized by a bias of
technology ©™ such that
O™ = O(k(O™),L{(O0™); k),

which, by assumption, exists and is uniquely defined for every x € (0,1). Moreover, because
we assumed that the equilibrium is unique and that © > 0, we have that in this equilibrium
the curve ©(k(0),£(0); k) cuts the 45 degree line ©™ from above.

We now turn to the Ramsey problem. To derive an IC constraint, we start from the

government budget constraint, which in this context is given by
g+ f(kG0,w0) <8 (fr=0)-k+7t fo-l+ k- f(k,(;0) -T(O).

Here, the term k- f(k,(;0,w) on the left-hand side accounts for the subsidy on production
required to undo markups. The term - f(k,(;0,w) —I'(©) accounts for profits the taxation
of profits in the technology sector, which we have assumed the government can (and will)
fully tax.

Using the market-clearing conditions for capital and labor and the fact that f has constant
returns to scale, we can rewrite the IC in terms of the allocation as

v'(l)- L
1-

gk, GOw)+(1-0)k-u'(y—k) k- -1'(©).

Thus, the Ramsey problem can be expressed as

max fkl;0,w)+(1-0) - k+u(y-k)-v(l)-T(O)

v'(l)-L
-0

subject to: g < f(k,0;0,w)+(1-96) - k-u'(y-k)- k- -T'(©)

G(0,w:0) <0.

It follows that the optimal choice of k and ¢ is identical to the one in Proposition 1,
and therefore optimal taxes on capital and labor are given by equation (8). Likewise, opti-
mal adoption decisions maximize output subject to G(0,w;©), and are therefore given by
0m(k,¢,0©) and w™(k,¢,0).

Turning to the optimal bias of technology, it is straightforward to see that, given an

allocation for capital and employment, the optimal bias of technology maximizes

mgxf(k,f, em(kaga @)7wm(k7€7 @)) - F(@)
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It follows that the Ramsey solution involves a bias of technology given by ©", which is the

(unique) solution to

0" = O(k(0"),L(07);1).

The claim in the proposition is equivalent to ©" < ©™ if ©" < ©—that is, the state of
automation technology is too high relative to the Ramsey solution when the status quo is
above the Ramsey solution. On the other hand, ©" > ©™ if O™ > ©—that is, the state of
automation technology is too low relative to the Ramsey solution when the status quo is
below the Ramsey solution. (And ©" = O™ if ©" = 9).

To establish this result, denote the resulting output when technology is © by F'(k,(;0) =
f(k, t;0m(k, ¢,0),w™(k,£,0)) and suppose that ©" < ©. Because for © < ©, I'(0) is decreas-
ing, we have that the maximization problem defining ©(k(©),¢(07);k) can be rewritten
as

m@axF(k,K; ) - @,
which has decreasing differences in x and 6. Thus, as we move from the optimal allocation

(which obtains when x = 1) to the market equilibrium with x < 1, we get
O(k(O7),L(07); k) > O(k(©7),£(07);1) = ©.

This implies that the unique competitive equilibrium lies to the right of ©" as claimed in
the proposition (recall that in this equilibrium, the curve ©(k(©),£(©); ) must cut the 45
degree line at a unique point ©™ from above).
Suppose next that ©” > ©. Because for © > ©, I'(0) is increasing, we now have that the
maximization problem defining ©(k(Or),£(O); k) can be rewritten as
re
max F'(k,(;0) - L,
e K
which has increasing differences in x and 6. Thus, as we move from the optimal allocation

(which obtains when x = 1) to the market equilibrium with k < 1, we get
O(k(O"),£(07); k) < O(k(O7),£(07);1) = ©.

This implies that the unique competitive equilibrium lies to the left of ©" as claimed in
the proposition (recall that in this equilibrium, the curve ©(k(©),£(©);x) must cut the 45
degree line at a unique point ©™ from above). Finally, these two arguments together imply

that ©" = ©™ if O = O, completing the proof of the proposition. m
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A.3 INFINITE-HORIZON MODEL

This section presents an infinite-horizon version of our model and derives two results. The
first one shows that, in the presence of a labor market wedge, if long-run capital taxes
converge to zero, labor should be subsidized in order to (completely) undo this wedge. The
second one shows that if there is an upper bound to the government budget (for example,
for political economy reasons), which implies that the government cannot accumulate asset,
then both capital and labor taxes converge to finite values and these values depend on the

supply elasticities of these factors as in Proposition 1 in the text.

Environment
As in the text, we work with a representative household economy. Preferences over sequences
of consumption and work {(co, ¢), (¢1,¢1),...} are defined recursively as

(A.8) Vi =W (u(cy, b)), Visr).

From this recursion, we can compute lifetime utility as a function of the time-paths of

consumption and labor as

Vo = V(u(co, by),u(c1, b1),...).

The aggregator W satisfies the following properties:

(W1) W is a continuous and increasing function from R? to R.
(W2) Its partial derivative with respect to V satisfies Wy, € (0, 1).

(W3) Denote by V¥ (ug,uy,...,uy_1;y) the value of receiving stage utility u, fort =0,... N-
1 and a continuation value of y at time N. The aggregator W satisfies that, for all

N >1 and y, the function VN (ug, uy,...,uy_1;y) is concave in {ug,...uy_1}.

The stage utility function u(c,¢) satisfies

(A.9) Dee T ¢ )
Ue Uy Ue Uy

These two assumptions imply that consumption and leisure are normal goods. They are
satisfied when w is quasi-linear as in the main text and as we impose for our second main

result in this Appendix.
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The notation in this section follows Straub & Werning (2020). We denote the derivative
of X with respect to z at time t by X,;. Also, it will be useful to define g; = Hf;;é Wy .. With

this notation, the derivatives of V are
Vet =Bt W + ey Ve =Bt - W - .

We also use M; to denote the marginal rate of substitution between consumption in periods

t—1 and t, given by
Vct—l _ 1 Wut—l Uet-1

Vet B Wyiar War e

Consider a constant path of consumption and labor yielding stage utility v and generating
lifetime utility V. Let us then define the function M (V) = 1/Wy (u,V) € (1,00), where u
satisfies V' = W(u, V). When preferences are time-separable, we have V = u + -V and

Mtz

M (V) =1/B3. However, when preferences are not time-separable, we have M’(V) # 0.
Starting from a given kg > 0, and given sequences of effective taxes on capital and labor
{7F} and {7{}, a competitive equilibrium is given by a sequence of consumption, labor,

capital, and automation levels, {(co, 4o, ko, 00), (c1,¢1,k1,01), ...}, such that:
e production is given by y; = f(k¢, €s;6;), where 0, = 0™ (ky, (;);

e the representative household’s Euler equation holds:

(A.10) Mt=1+(fkt_5)‘(1_7'tk)§

e the labor market clears:

Uy

(A11) - fu (1= 0)- (1= )
ct
e the resource constraint holds:
(A12> Ct+kt+1 +g£f(kt7€t;9t)+(1_5)kt-

Optimal Policy with an Intertemporal Government Budget

Optimal policy maximizes Vj subject to the recursion (A.8), the Euler equation (A.10), the
labor market-clearing condition (A.11), the resource constraint (A.12) and a government

budget restriction.
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We first study an intertemporal budget restriction of the form
0< ZVct‘(Ttk'(fkt—(s)‘kt'*‘ﬁg‘fzt'ft—g)
t=0

The assumption here is that government can issue debt or accumulate assets that yield a
return equal to Ve 1/V., which is the gross rate of return required by the representative
household. We will also study a different version of this problem where the government
must keep a balanced budget every period.

Following Straub & Werning (2020), the Ramsey problem boils down to choosing a
sequence of consumption, labor, capital, and automation, {(co, %o, ko, ), (c1,¢1,k1,601),...}
that maximizes Vj subject to the recursion (A.8), the resource constraint (A.12), and an
Implementability Constraint (IC) that ensures that the taxes needed to implement that

allocation are sufficient to cover government expenditure:

) Et
(A.13) Veo - Mo - ko < Z(Vct'ct+vﬁt1 )
=0 Y

As is common in these problems, we assume that 7} is bounded from above, so that the
government cannot expropriate the entire capital stock at time 0 to satisfy the IC. In par-
ticular, following Straub & Werning (2020), we assume that capital taxation is constrained
and one most have My > 1.

Our first proposition shows that, as in our static model, when optimal (unconstrained)

taxes are in place, the planner will not distort automation decisions.

PROPOSITION A.3 Suppose tazes are unconstrained. The solution to the Ramsey problem

always involves setting 0 = 0™ (ky, £y).

PROOF. In this problem, 6, only appears in the term f(k, ¢;;0;) in the resource constraint
(A.12). Thus, the optimal § maximizes f(k,¢;;6;) and coincides with 6™ (k;, (). m
Our second result in this Appendix, presented in the next proposition, generalizes Propo-

sition 6 in Straub & Werning (2020) to the case with labor market imperfections.

PROPOSITION A.4 Suppose that the Ramsey problem yields a solution where the resulting
allocation converges to an interior steady state with non-zero private wealth and optimal taxes
T and T4, If M'(V) %0, optimal policy in the long run involves a zero tazx on capital and
a subsidy to labor that corrects for the labor market distortion introduced by o, i.e., TF" =0
and 74" =1-1/(1- o).
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Proor. Exploiting the recursive formulation of preferences, we can write the Ramsey prob-
lem as maximizing Vj subject to V; = W(u(c, ), Vie1), (A.12) and the IC constraint in

equation (A.13), which can be rewritten as

(A.14) Wao - tieo - Mo - k0<25t (uct Ct+u12t.€t).
-0

t=0

Using the same notation as in Straub & Werning (2020), let us define

Uyps * gs 1 & a(ﬁs : us) ( Upg * gs)
us * cs " Cs B, = - 45 cs " Cs .
(U, Cs + 1 0 ) t ) Sz(:) aut Uu Ce + 1 0

A= ﬁm av;+1 ZB T
Because these objects depend only on allocations, asymptotically they converge to limiting
values, which we denote by A%t and Bst. The same holds for all the derivatives of components
of the utility function or the production function with respect to changes in the allocation.
In what follows, we use the superscript st to denote steady-state values.

Moreover, as shown in Straub & Werning (2020), As* satisfies

\[7( /st
APV gt (1 (- 0) - (1= 747)) -,

Ast S
M(Vst) u

where a** # 0 (by assumption) is the representative household’s wealth. Therefore, when
M'(Vst) 0, we have A% # 0.

Denote by f; - n; the multiplier on V; = W(u(c, 4;), Vis1); by By - ¥y the multiplier on the
resource constraint (A.12); and p the multiplier on the Implementability Constraint, IC,

(A.14). We can write the limit of the first-order conditions for the Ramsey problem as

—Ng + N1 + - A% =0

ust_gst
—nt‘W§t~uit+u-W§t'(uit+uitc~cs'3+fc—)+,LL~BSt‘uit =1,
-0
U ust_gst
Oy + Vg - Wi - (1+ i =6) =0

Subtracting the second equation at time ¢ + 1 from the same equation at time ¢, and

substituting —n; + n;,1 from the first equation, we obtain

(A.15) Oy —0gy1 = W3 Bt gy - AE

A.38



Likewise, eliminating 7, from the first-order conditions for consumption and capital (the

second and third first-order conditions above), we obtain

(A16) O (f5" - ud +ult) = - WS-t - (—TQQ + (Z—S;” - Z—%E) Sy (% - Z—%%) 1€th) .
Equation (A.9) ensures that the term in brackets is strictly negative.

We next use (A.15) and (A.16) to prove the claims in the proposition.

Suppose first that © = 0. Then equation (A.15) implies that ¥; = ¥,1. The first-order
condition for capital (the fourth equation of the block) then gives

1

1+f,§t—<5:VVst
v

= M(V*),

which is equivalent to having zero taxes on capital. Likewise, equation (A.16) yields f§* -
ust + w3t = 0. From equation (A.11), this is only possible if 1 — 74" = 1/(1 - o), or in other
words if there is a labor subsidy fully offsetting the distortion introduced by p. Thus, when
w1 =0, the desired result is established.

Now suppose that g # 0. Then equation (A.15) implies that ¢J; diverges to —oo or oo
(recall that g - Ast # 0). In this case, (A.16) requires that f;*-uS' + u$' converge to zero.
This again implies from equation (A.11) that 1 —7%" = 1/(1 - ), as desired. Likewise, the
first-order condition for capital (the fourth equation of the block) implies that

1+f;§t—6=1;9t

M (V).
t+1
Because 9 is an arithmetic series, the right-hand side in this equation converges to M (Vst),
which implies a zero tax on capital. =

This proposition implies that when capital is not perfectly elastic (that is, M'(V) # 0)
and the government can build as much of a positive asset position as it likes, optimal policy
involves zero capital taxation and a subsidy to labor in the long run, financed by (relatively

heavy) taxation of capital and labor along the transition.

Optimal Policy with a Balanced Budget

While Proposition A.4 is conceptually interesting, the government building a very large asset
position is unrealistic for various reasons. Most importantly, political economy considerations
would make it infeasible for the government to have a huge surplus and accumulate vast

amounts of assets. In this part of the Appendix, we explore the implications of limiting the
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ability of the government to build vast asset positions. To do this in the simplest possible
way, we impose a balanced budget for the government in each period, so that its budget

constraint now becomes:4!

gSTtk'(fkt_(s)'kt+7—t£'f€t'€t-

With these series of budget constraints, the Ramsey problem is now to maximize V{ sub-

ject to the recursion in (A.8), the resource constraint (A.12), and the series of IC constraints

I/,(gt) . gt

(A17> gSf(/{:t,ft;Qt)+(1—5)kt—Mt‘/{:t— 1_@

This IC is very similar to that in our static model, with the only difference that the in-
tertemporal marginal rate of substitution is now M; (rather than v/(g — k) as in the static
model).

To simplify the analysis and maximize the similarity with our static model, we now
assume that the stage utility function takes a quasi-linear form: u(c,?) = ¢ — v(f) (see the
next section of the Appendix for the implications of more general preferences). Finally,
throughout this section we assume that, for a given path of future consumption and labor
{Ctrs, lrss} 20, the intertemporal marginal rate of substitution M, is decreasing in ¢;_q. In
economic terms, this requirement makes intuitive sense and holds even for the usual time-
additive separable aggregator W(u,v) = u + fv. This additional assumption ensures that
the solution to the savings problem faced by households has a well defined limit, with assets
converging to a fixed amount that could be infinite (see the Turnpike and Monotonicity
Theorems in Section 4 of Becker and Boyd, 1993).42

Before providing our characterization of optimal policy in this environment, it is useful
to define the relevant capital and labor supply elasticities that will play a key role in shaping
optimal policy. We define the Hicksian elasticity of capital supply as the percent increase in
savings of a given household in response to a compensated change in net capital taxes. This
is analogous to the standard definition of the Hicksian elasticity of labor supply. Consider a
household that faces a constant after-tax net return r- (1 - 7%) and an after-tax wage rate

w-(1-7%. In addition, the household receives a government transfer 7', so that household

4 More generally, we may impose the constraint that the government’s assets should not exceed a certain
amount. In that case, a similar constraint would apply with g denoting the expenditures that cannot be
covered by interest payments on the long-run assets of the government. See also the next section.

42 A necessary and sufficient condition for this is that W, - Wy =Wy - W, < 0. Property W3 of aggregators
introduced above implies that W,,, < 0. Thus, all aggregators with W,y > 0 (including the usual time-
additive separable aggregator W(u,v) = u + Sv) satisfy this property.

A.40



consumption is given by r-(1-7%)-k+w-(1-7%)-£+T. The long-run choice of capital and
labor by this household converges to some level k5t and /5t pinned down by the optimality

conditions:
L+t (1= 785t =M (V) wt - (1= 75 =/ ()
where in addition, the utility level V' is a fixed point of (A.8):
V=W>r-1-7)k+w-(1-7)-L+T-v((),V).

The Hicksian elasticity of capital supply is given by the change in k following a permanent
increase in 7%, where households get a rebate of d1" =r-k-dr*. This is the transfer required
to compensate households for the change in after-tax returns, so that if the household in
question did not change its plans, it would achieve the exact same utility as before. The

optimality condition for capital implies
r-(1-7F)-dln(1-7%)= M'(V)-dV.
Moreover, the definition of V' implies
(L-Wy)-dV =W, (r-(1-7%)-dk—r-k-dr*+dT) =W, -r-(1-71%) - dk.

These two equations together imply that the Hicksian elasticity of capital is

oAk 1-Wy
CdIn(1-7F) W, - M (V) -k

On the other hand, the Hicksian elasticity of labor supply is given by the change in ¢

l

following a change in 7¢. Using the optimality condition for labor, we obtain a Hicksian

elasticity given by
‘ Olnt V(L)

T Am( ) ()¢

Because the stage utility function is quasi-linear, this elasticity is independent of whether

the tax change is compensated or not. We are now in a position to state and prove our

second main result in this Appendix.

ProOPOSITION A.5 Consider the Ramsey problem of mazimizing Vo subject to the recursion
in (A.8), the resource constraint (A.12), and the sequence of ICs in (A.17).

e Optimal policy leaves automation undistorted at 0] = 0™ (ky, ly).
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e [f the optimal allocation converges, optimal tazes are given by

Tk,r ﬂst 1
T—7hr 1+ psteh

7—(,7“ llst 1 1
st o

+ O(rhr? = — -
(T ) 1_7_277' 1+/’lst€€ 1+lu

(A.18)

where 158 > 0 which gives the long-run social value of government funds. Moreover, if
ek =00 (or M'(V) =0), we have 75" = 0; whereas if €& € (0,00) (or M'(V) > 0), we

have TF7" > 0.

PROOF. The first part of the proposition—that 0 = 6™ (k;, ¢;)—follows from the fact that 6,
only shows up in the term f(ky,¢;;0;) in the resource constraint (A.12) and the right-hand
side of the ICs in (A.17). Thus, the optimal choice of § maximizes f(ki,¢:;0;) and coincides
with 0™ (ky, ¢;).

The rest of the proof establishes the second part of the proposition. We write M; as a
function of V,_1, V;, and Vi,;. This can be done without any loss of generality, since the

recursive formulation of preferences implies

1 Wu(ut—h‘/;f)

M, = .
! WV(Utfla Vt) Wu(uty Vt+1)

In addition, u;_; and u; can be obtained implicitly as functions of V;_1, V;, and V;,; using
(A.8). Thus, we write M; = M(V,_1,V;,Vi41), and denote the partial derivatives of M,
with respect to V,_1,V;, Viy1 by My, My, and Mg, respectively. These definitions imply
M(V)=M(V,V,V).

Denote by ;- n; the multiplier on V; = W(u(cy, £;), Vie1); by B - 9 the multiplier on the
resource constraint (A.12); and f; - p; the multiplier on the IC in (A.17).

The first-order condition for consumption is:
(A.19) Uy =1 Wat;

and the first-order condition for V; is given by:

1
Wy

Ne-1 = Nt + Muger - W - phesr - kiwr + Mo - oy - by + Mgy_q - phpo1 - ey

Combining these two equations yields a single first-order condition for consumption:

1
Wy

My -0y + My - Wy - (M1t+1 W - piesr - kier + Mo - o - ke + May_q -

(A20> 7915—1 =

*Mt-1- ktl) .

Vi-1
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The first-order condition for labor is:

V() V(L) ~Et) 7

nt'Wut'V’(ft)=19t'f£t+/~0t'(f£t— -0 -0

which can be combined with the first-order condition for consumption:

(A.21) 0=0; (fu— 1" (£)) + iz - (fet V() V(L) 'Et)‘
1-0 1-0
Finally, the first-order condition for capital is given by

1
Wyt

(A22> '19t71zﬁt'(fkt"'1_6)+Nt'(fkt+1_5_Mt)-

Suppose that the optimal allocation converges, as assumed in the proposition. In what
follows, we again use the superscript st to denote the steady-state value of different quan-
tities. As before, because they only depend on allocations, the derivatives of the preference
aggregator converge to Wy, - Wi and W,, - Wst, and the derivatives of the marginal rate
of substitution M also converge to My — MY, My, - M5* and Mg,y - M3".

The first-order condition for labor in equation (A.21) implies that u;/d; — g, where
[1°t denotes the steady-state value of government funds. Moreover, because both of these
multipliers are non-negative, we have st > 0. The first-order condition for capital in equation
(A.22) then implies that ¥, follows a geometric progression with ¢, 1 = ¢** - ;. Because p; =
st -9, and n, = 9,/ W,, these multipliers also follow geometric progressions with p;_1 = ¢%* - 1
and 71 = ¢* - 1.

The steady state can be computed as the unique solution for st ¢st, kst, ¢st, 5t and Vst

to the following system of equations:
1 _
qst -1+ ﬂSt . W'Zt . (Mlst X Mst : qst + M25t ¥ Mgt . Mt qst) ) kst
Mst.qst: zt+1—5+ﬂ5t'( ,it+1—(5—MSt)

s . V/st I/” gst ,gst
S PN P B ORC

Cst +g :f(kst’gst’em(kst7£st)) _ (')‘ . ]{}St

V/(gst) . gst

g =f (R 6507 (R 60)) + (1-0) - B = MR = —— 0

Vst :W(cst _ V(gst)’ Vst)
qst Zl/Mst
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These equations correspond to the limits of the first-order conditions in (A.20), (A.21) and
(A.22); and the limits of the resource constraint in equation (A.12), the implementability
condition in equation (A.17), and the recursive definition of utility in equation (A.8). Finally,
the inequality ¢ > 1/M** is equivalent to the transversality condition.*3

We now characterize the solution to this system of equations.

First, we show that, so long as g > 0, we must have g5t > 0. Suppose to obtain a
contradiction that st = 0. The first equation of the block implies that ¢t = 1 and the second
equation implies that M = ff*+1-§. The third equation of the block implies /() =

S, Thus, if i = 0, the steady-state allocation coincides with the first best. However,
implementing the first-best allocation generates negative revenue for the government (as it
has to subsidize labor and cannot tax capital), and so the IC cannot hold. To see this
formally, multiply Mt = f5*+1-¢ by k% and v/(£5*) = f* by ¢ and add these two equations
to obtain

0= f(kst’gst;gm(kst7€st)) + (1 _5) . k,st _ Mst X k’St _ y’(fSt) 'gst,

where we used the fact that f(kst, (5% 0m(kst,65%)) = f38-kst+ f5-£5*. When g > 0, this equality
implies that

g> f(kst,gst79m(kst7€st)) + (1 _ (5) . kst _ Mst . ]{JSt _ ]/'(ESt) .gst
V/(gst) ,gst

> f(kst7€st79m(kst’£st)) + (1 _ 6) X kst _ Mst . kst _ .
-0

which contradicts the IC constraint.

Second, we show that for any st > 0 and a given allocation, the first equation of the
above block has a unique solution ¢ such that ¢*t > 1/M5t. Moreover, this solution satisfies
that ¢ > 1 if M"(V) >0 for all V, and ¢ = 1 if M'(Vst) = 0.

To show this, write the first equation of the block as ¢%t = 1 + pst- W5t - h(gt) - k5, where

h(q) = M;* + M5S®+ M5t M5 q.

Mst,

For ¢* € [1/ M, 1], the function h(g*) has an inverted U-shape with minima at the extremes,
where h(1/M=t) = h(1) = M’(V*t) > 0. The fact that h(1) = M'(Vs) follows from the

43The transversality condition of the Ramsey problem is z; = ;- 1, - k¥ — 0, which requires that

. Tg-1 Y
1< lim == = M. ¢,
t—o0 xt

and is thus equivalent to ¢** > 1/M*t.
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observation that Mgt- Mst = M5t and thus M5t/ M + MSt- M5t = M5t + M5*.4* The fact that
h(g*") has an inverted U-shape in this range follows from the fact that h(q) = a/q + b+ dg,
with a,d < 0.4

Suppose that M'(V) > 0. If ¢t € [1/M*t,1], we have h(g*) > M'(V5t) > 0, and the first
equation of the block implies ¢t = 1 + st - W3t - h(g*) - k5 > 1+ @t - Wst - M/(Vs6) - kst > 1,
which contradicts the assumption that ¢*t € [1/Mst,1]. Thus, any solution to the above
system of equations must have ¢t > 1. We now show that there is a unique ¢ that solves
¢t =1+ - Wt h(g®) - ks, with ¢%* > 1. At ¢%* = 1, we have ¢** < 1+ gt - W, - f(¢*) - k5.
However, as ¢ increases, the left-hand side of this equation increases without bound and
the right-hand side declines, which implies a unique solution ¢t with ¢t > 1.

Suppose next that M’(Vst) = 0, then ¢ = 1 gives the unique solution with ¢t > 1/M*t to
the first equation of the above block.

Rearranging the first-order conditions for capital (the second equation of the block), and
using the Euler equation in (A.10) to substitute for the marginal product of capital in terms

of capital taxes, we obtain optimal capital taxes as

rhro 1 1
L—rhr = T+t 1 - Wit

(A.23) (¢ -1).
This equation implies that, if M’(Vs) = 0 so that ¢** = 1, we will have 75" = 0. However, if
M'(V) >0 so that ¢t > 1, we have 75" > 0 as claimed.

Furthermore, we can approximate the optimal tax on capital as follows. A first-order

4“Define the function g(V;, Vi41) implicitly by V; = W(g(Vi, Vit1)). Denote the derivatives of g with respect

to its arguments by g = ;—“jﬁ and go = a\igﬂ' The definition of g implies that 1 =W, - g1 and -Wy =W, - go.

Turning to the definition of M, we have

1 Wi (9(Vi1, Vi), Vi)

M(Vi1, Vi, Vir) = )
(Veer, V2, Vi) Wy (g(Vie1, Vi), Vi) Wu(g(Ve, Vi), Virr)

It follows that
M W, gt Wik gl Wl W W, W

M3t = lim - -
1 S §
= W2 Wt Wiz owsez
and t t t t t t t t t
S S S S S S S S S
A = i OM_ WEL W g WL W WL W - W W
iv00 OVpey Wit Wit2 Wit W2

Dividing these formulae, we obtain M5®/M3® = Ws!| which implies M5® - M** = M5®.

45Tn our system, a = M5*/M®* and b= M5*- M**. The claim that a,d < 0 is thus equivalent to M;*, M5* <0
which holds if and only if M; is decreasing in c;—1, as we assumed was the case. To show this formally, note
that an increase in ¢;_; holding constant consumption at all other dates is equivalent to an increase in V;_1
holding V; and V41 constant. Thus, M; is decreasing in ¢;_; if and only if My, < 0. Because M5"- Ms* = M3*,
we have M5*, M5 < 0.
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Taylor expansion of the first equation of the block gives
qst —-1= ﬂSt . Wzt . M/(Vst) . kst + (qst _ 1) . 'ast . Wzt . hl(l) + O((qst _ 1)2)

This equation implies
=D (¢ -1)+O0((¢" - 1)%),

for some constant D, and we can therefore write
qst 1= [Lst . WZt 3 M/(Vst) X kst + O((qst _ 1)2)

Substituting this expression into equation (A.23) yields

Tk,r [LSt W;'t . M/(Vst) . kst

— 2
L—rhr ~ T4t 11— +Oll =17,

The formula in the proposition follows from the fact that O((g® —1)2) = O(r%r*), which is
a direct implication of equation (A.23).

Finally, the optimal tax on labor, we can combine the first-order condition for labor (the
third equation of the block) and the labor market-clearing condition in equation (A.11) to
write optimal taxes on labor as

7-( ﬂst l/"( ESt) AL 1

-t 1+ (Y 1+

which completes the proof. m
The proposition above deals with long-run taxes and explores what happens when the
allocation converges. We next establish that capital and labor taxes away from the long-run

limit are given by similar expressions.

PROPOSITION A.6 Consider the Ramsey problem of mazximizing Vi subject to the recursion
in (A.8), the resource constraint (A.12), and the sequence of Implementability Constraints in
(A.17). Optimal policy involves taking 07 = 0™ (ky, £,), and for t > 1, setting tazes on capital
and labor of

Tk (L M, 1 _
(A-24> : E 'ut~ L W - (M1t+1 Wy fen keon + Moy - by + M3y M/ﬁt—l)
-7 1+p My—1 Mt Vi-1 Mt
(A.25) oo ] !

1-7f _1+ﬂt€€(€t) B 1+/1t9’
where [i; gives the value of government funds in terms of units of the consumption good.
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ProOOF. Combining equations (A.20) and (A.22), we obtain

(Ve +pe) - (fre +1-0- M) =

1 _
e - My - Wy - (M1t+1 'WVt@k’tﬂ + Moy - by + Msyq Mkt—l) .
jin Wyi1

Dividing both sides by M; — 1 and using the Euler equation (A.10) to substitute for the
marginal product of capital in terms of taxes, we obtain the formula in the Proposition.

Turning to labor, we can rewrite (A.21) as

l/”(ﬁt) 'gt
-0

o (fu = V' () + e (fﬂt - Vl(—&g)) )

Dividing both sides by v/(¢;)/(1-0) and using the labor market-clearing condition in equation
(A.11) to substitute for the marginal product of labor in terms of taxes, we obtain the formula
in the Proposition. m

Proposition A.5 provides an approximation for optimal capital taxes in terms of Hicksian
elasticities, and Proposition A.6 shows that a similar formula applies along the transition.
We now show that for some commonly used preferences, the approximation in Proposition
A.5 is exact and holds along the transition as well, thus providing an exact analog to the

results in Proposition 1.

Corollary A.1 If preferences are generated by an Epstein—Hynes aggregator of the form
W(c-v(£),V)=(-1+V)-exp(-c+v({)),

or by a Koopmans—Diamond—Williamson aggregator of the form
We=(0).V) = 5 (1+ 5e-v(0)) +6V).

the optimal policy sets 07 = 0™ (k;,¢;), and for t > 1, capital and labor tazes are given by

w1 n A 1 1 0.
1_7_tk:,7“ 1+ﬂt€f 1_7_5,1” 1+ﬂt€f 1+ﬂt

ProoF. For the Epstein-Hynes preferences, we have

1
M,=1-—
t ‘/;a

which implies M14,1 = M3, = 0.
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For the Koopmans-Diamond-Williamson preferences, we have

0
M, = 5 exp(0-V;),

which implies that My;,q1 = M3,_1 = 0.
The result follows from the formulae in Proposition A.6 by setting My, = M3, =0. m
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A.4 COMPARISON TO ATKINSON-STIGLITZ

In their seminal contribution, Atkinson & Stiglitz (1972) established several principles of
efficient commodity taxation. One implication of these principles is that, if consumption
and labor supply decisions are separable, then all commodities should face an homogeneous
tax, which in a context with multiple periods would imply no taxes on capital.

This section explains why Propositions 1 and A.5 deviate from this paradigm, and provide
formulae where optimal taxes on capital are linked to the elasticity of capital supply—how
responsive savings are to changes in returns.

The key difference is that in Atkinson—Stiglitz the government is free to transfer resources
across periods, whereas the key assumption behind our optimal tax formulae is that the
government must run a balanced budget.

Proposition A.4 already showed that, if the government is allowed to accumulate assets,
optimal policy dictates that the government accumulates enough assets to finance all of its
expenditures out of interest income, reaching the first-best allocation in the long run. Here,
optimal taxes on capital converge to zero independently of how elastic its supply is. The
contrast between Propositions A.4 and A.5 thus underscores the importance of restricting
the government to run a balanced budget.

We now return to a general version of our two-period model to elaborate on this point

and explain the connection of our results to those of Atkinson & Stiglitz (1972).

A.4.1 A General Two-Period Model

The economy operates for two periods, ¢ = 0 and ¢ = 1. As in the main text, we use the
subscript 0 for variables in period 0 and no subscripts for variables in period 1. Households
are endowed with kg units of capital and face labor and capital taxes in each period. The
decide how much labor to supply and how many resources to save in order to maximize their

utility:

max u(co, ¢, lo, {)
subject to: co < (1—-78) - wo- Lo+ (1+ (1 =78) - (Ro—6))ko — a”
c<- (1= -w-l+(1+(1-7%)-(R-6))-a",

where a” are assets saved by households in period 0.
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The government faces the following budget constraints:

goSTg'wg'Eo-i-Téc'(Ro—é)'k’o—ag

g<rtw b+ (R-0) - k+(1+(1-7%)-(R-6))-a?,

where, analogously to the household side, a9 are assets saved by the government. When
there are no restrictions on a9, the two budget constraints can be combined into a single
intertemporal constraint.

For simplicity, we work with a generic production function given by vy = fo(ko, %) in
period 0 and y = f(k,¢) in period 1. We also simplify the notation by setting o = 0, so that
labor market frictions, which are not important in the following analysis, are removed (this
has no effect on any of the analysis except for simplifying some of our expressions).

A competitive equilibrium is given by an allocation {cy, ¢, £, ¢, k,a", a9} and factor prices
{wg,w, Ry, R} such that:

e the Euler equation of households holds:

2= (14 (R-0)- (1-74)

C

the supply of labor satisfies:

Uygo

—— =wy- (1-7F) —— =w- (1-7°);
Uco Ue

e factor prices are given by

wo = feo w = f R = fi;
e the market for capital clears:

k=a’+a"
e the resource constraint at time 0 and 1 holds :
co+ go+k <folko,lo)+ (1-9) ko c+g<f(kl)+(1-9)- k.

The model used in the main text is a particular case of this one where we imposed the

following simplifications:
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e government must run a balanced budget, and so a9 = 0;
e in period 0, fo(ko, %) = ko and = (1-10)-ko; and in period 1 y = f(k,¢,0™(k,0));

e quasi-linear preferences in c.

A.4.2 Implementability Conditions

As in Section A.2, we transform the government budget constraints into a series of imple-

mentability conditions. The implementability condition at time 0 becomes

Jdo < fo(k’o,go) + (1—5) 'k0+ UEOEO_ (1 + (1—7’6‘3) . (ka_(S)) 'k‘o—ag,
c0

U

which can be combined with the resource constraint at time 0 to yield
Ueo - (L4 (L=7) - (fro—6)) - ko < ueo - co + o - Lo + ueo - (k — ay).

The implementability condition at time 1 becomes

Ucf

gsf(k,€)+(1—5)-k:+%€— 0. (k- a9),

C Cc

which, together with the resource constraint at time 1, yields
O<Ltue-c+up-l—uq-(k—a?).

Because kg is given, taxes on capital income at time 1 are lump sum.
Below we will consider two different scenarios. In the first scenario, a9 is unconstrained

and we can combine both implementability conditions into a single one:
(A.26) e - (1+(1=78) - (fro = 0)) ko € e - Co + tgo - Lo + Ue - €+ g - L.

Alternatively, we could have a scenario where we restrict a9 < 0 and this restriction binds.

This implies that only the first period IC constraint binds and can be written as

(A.27) g< f(k0) +(1-08) h+ Lp- 1 g,

Ue Ue

which coincides with the IC constraint used in the main text.
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A.4.3 The Atkinson—Stiglitz Theorem

The following is the version of the Atkinson—Stiglitz theorem that applies in our economy.

PROPOSITION A.7 (ATKINSON—STIGLITZ) Suppose that utility is separable in consumption
and leisure and homothetic in cq and c. If the government can taz all capital income at time
0 and accumulate assets in an unrestricted way, the optimal tax on capital income in period

1 1s zero.

ProOF. The government will expropriate all capital income at period zero and ensure that
(1+(1=7) (fro=9)) ko =0.

The assumptions on the utility function imply that we can write utility as
u(G(co, ), o, 0)

for some homogeneous of degree 1 function G.

The Ramsey problem becomes

max u(G(co,c),ly,l)
subject to: ¢+ go+k < fo(ko,lo) + (1 =0) - ko
c+g< f(k,0;0)+(1-6)-k

0<ug-Gu-co+ug-Ge-c+ugp-lo+up-L.

Denote by p the multiplier on the IC constraint, by vy the multiplier on the resource
constraint at time 0, and by 9 the multiplier on the IC constraint at time 1.

The first-order condition for capital is
Uo
— =1+ fr—-0.
2 =1+

The first-order conditions for ¢y and ¢ are given by:

Oug-Gey-co+ug-Ge-c+uply + upl)

oG
O(ug-Geo-co+ug-Gec+uply + upl)
oG

190:(1+H)'UG'GCO+,U'UG"(GCOCO'CO+GCCO'C)+M

GcOa

V=(1+p) ug -Ge+p-ug (Gee o+ Geer ) + 0

Ge.

Using the fact that G is homogeneous of degree 1, Euler’s theorem implies 0 = Goe0-Co+Geco-C

and 0 = G - ¢o + G - ¢. Dividing the first-order conditions for ¢y and ¢ and using these
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identities, we obtain

190 _ GCO
v G
Using this expression, the first-order condition for capital becomes
GCO
=1+ fr -0,
G, e

and the Euler equation for households then requires zero taxes on capital as claimed. m
Because we are using linear taxes, we followed Atkinson & Stiglitz (1972) in assuming that
utility is homogeneous in ¢y and ¢.%6.

As the above derivation shows, the Atkinson-Stiglitz result hinges on three crucial as-
sumptions: separable (and homothetic) preferences, no other restrictions on taxes, and the
ability of the government to accumulate assets with no restriction.

In what follows, we explore the consequences of requiring the government to run a bal-
anced budget. This is sufficient to break the result of zero taxes on capital and implies that
optimal capital taxes are linked to its supply elasticity. This is also the key assumption used

to derive Proposition (A.5) in the infinite horizon model.

A.4.4 Implications of Imposing a Balanced Budget

Before characterizing optimal policy in this case, we introduce some definitions.

First, define the Hicksian elasticity of capital supply, €*, as the percent change in k
following a compensated change in the keep rate 1 — 7% announced after households have
already derived all of their income in period 0. Thus when this tax change takes place,
households can re-optimize their saving decisions and labor supply decisions in period 1, but
cannot adjust their hours in of work in period 0. Moreover, define by o, the percent change
in employment induced by the percent change in savings.

Uy

We now provide formulae for ¥ and 0. Let M* = —% > (0 denote the marginal rate of

Uc

substitution between leisure and consumption, and analogously to the previous section, let
Mk = %2 > 0 be the intertemporal marginal rate of substitution between consumption at

time 0 and time 1. Because the tax change is compensated, we have
dco=—k de=MF*-dk+ M- d¢.

That is, consumption only changes due to the behavioral response of savings and labor

46 Atkinson & Stiglitz (1976) generalize this result to nonlinear taxes under the assumption that utility is
separable between consumption and leisure
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supply decisions, but not because of the changes in after-tax prices obtained by households.

Optimal saving decisions satisfy
(R-0)-(1-7%)=MF-1.

Totally differentiating this expression and using the formulae for dcg and dc, we obtain
(A28)  (MF-1)-dn(1-7%)=(MF-M* -~ ME)-k-dink+ (MF- M+ MF)-¢-dIn?.

Optimal labor supply decisions satisfy

w-(1-71%) = M-

Totally differentiating this expression and using the formulae for dcg and dc, we obtain
(A.29) 0=(ME-MF~ M) -k-dink + (M- MY+ Mf)-£-dInd.

Equations (A.28) and (A.29) form a system of two equations on two unknowns and imply
that

(ML ME- M)
(ML ME+ MY ¢

Okt Oke =

1 (MF-MF-MEY-k (ME-M+M))-C
= +
ek Mk -1 Mk -1

Following analogous steps, the Hicksian elasticity of labor supply, ¢, and oy can be

computed as

U (MU M) € (M M) (ML M)
_ = + =— .
el M M N VN VI VN

Finally, denote by o = (M*¥-1)-k/((M*-1)-k+M?*-¢) and o = M*-0[((M*-1)-k+M?*-0)

the share of capital and labor income in household income.

PROPOSITION A.8 Suppose that the government is restricted and must set a9 <0, and that
this constraint binds. Optimal tazes are given by

Tk w1 af Tt Tt w1 ok Tk

A.30 —_—— = = — O S R S
(A.30) l-7F 9+pek ak TR 1-78 9+pet ol Tk

where p > 0 denote the multiplier on the first-period IC constraint and 9 the multiplier on

the first period resource constraint.
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PROOF. Because the constraint a? < 0 binds, we have that the IC constraint in period 0 is

slack and the IC constraint in period 1 binds. Thus we can rewrite the Ramsey problem as

oottt} wlco, bo, )
subject to: ¢+ go +k < fo(ko,lo) + (1 =0) - ko
c+g< f(k,6;0)+(1-9) -k

g<f(k, )+ (1=0)-k—M" k-M"-¢,

where M* = -2 > () denotes the marginal rate of substitution between leisure and consump-

Ue

tion and MF = “2 > (0 denotes the intertemporal marginal rate of substitution between con-
sumption in periods 0 and 1. Both marginal rates of substitution are functions of ¢y, ¢, ¢y, £.

Denote by u.g -1 the multiplier on the resource constraint at time 0, u,. -1 the multiplier
on the resource constraint in period 1, and u. - ¢ the multiplier on the IC constraint.

The first-order condition for ¢( is given
MFE = ME 9o+ - [ME -k + M- (].
The first-order condition for c is given
L=0+p-[MF-k+ M. (]
Turning to labor, we obtain the first-order condition:
O fo= M+ p-(fo- MY = p-[Mf-k+M;-(].
Plugging in the first-order condition for ¢, we obtain
O fo- M (9+p- [ME -+ MEC])+ e (fo— MY = - [MF -k + M[ - (],

which can be rearranged to

Tt g [MEk+ MO+ MO [ME -k + M-
I-70 9+p Mt '

Turning to capital, the first-order condition is

ﬁ'(fk+1—5)+/jj-(fk+1—(5—]\/[k):Mkﬁo,
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which, using the first-order conditions for ¢y and ¢, can be rewritten as

- (fo+1=0)+p-(fu+1-0-MF)=M"(9+p- [MF-k+M.-0])
— e [ME -k + M -]

This can be rearranged to

Tk _ K MPFE-[ME-k+ME-0] - [ME -k + M- 0]
1-7F Y+p MF -1

Using the definition of the Hicksian elasticities introduced above, we can rewrite optimal

taxes as

™ ouo 1 Mt-¢ Tt
I-7F J+pek (MF-1)-k
Tt _n l_(M’“—l)'ka Tk
-7t J+pet Mg TRk

which coincide with the formulae in the proposition. m

The optimal tax formulae in equation (A.30) are a generalization of those provided in
Proposition 1 (except that we abstracted from labor market frictions for the purposes of this
part of the Appendix). Optimal taxes are again inversely linked to their supply elasticities.
But now, optimal capital tax also depends on its effects on employment via the cross-elasticity
ore (put differently, the optimal capital tax now depends on the fiscal externalities it creates
by raising or lowering employment). Similarly, the optimal labor tax depends on its impact
on savings via the cross-elasticity .47

In practice, income effects on labor supply are weak. This implies that the cross-
elasticities o,y and oy are small and these terms have a small effect on optimal taxes.
In particular, in the limit case with no income effects on labor supply (as in the quasi-linear
preferences used in the main text and in the infinite horizon version), the above formulae

boil down to those provided in Proposition 1 (except that we have simplified the expressions

by setting o = 0).

Corollary A.2 If there are no income effects on labor supply so that utility is given by

u(co—v(ly),c—v(l)),

4TNote also that if we additionally introduced consumption taxes, this would not change the result in the
proposition because, given optimal capital and labor taxes, consumption taxes would be redundant. But
there would be other ways of implementing the same allocation with combinations of consumption taxes and
income taxes.
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optimal tazes are given by

k 4

™ opo 1 ™ op 1
1—7k 9+ pek 1-70 9+pe?’

where p > 0 denote the multiplier on the first-period IC constraint and 9 the multiplier on

the first period resource constraint.

Proor. With these preferences we have oyy = oy, = 0, which follow from the definitions of
the cross elasticities. m

This corollary shows that the formulae in the main text only require quasi-linearity within
periods. The stronger assumption of quasi-linearity on ¢ used in the main text is imposed
to simplify the exposition by removing the cross-elasticity effects.

The contrast between Propositions A.7 and A.8 underscores the role of allowing the
government to have a single intertemporal budget constraint. Once we depart from this by
constraining the government’s capacity to regulate assets, the commodity taxation principles
in Atkinson—Stiglitz (1972) are no longer valid. In particular, Proposition A.8 has established
that when the government has to run a balanced budget, the formulae in equation (A.30)
apply exactly and reinstate the intuitive notion that optimal taxes should depend on the
supply elasticities of the relevant factors as well as on cross-elasticity effects. In particular, it
is optimal to set a lower tax on capital than on labor only when capital taxes reduce capital

and labor supplies more than labor taxes.

ABT



A.5 COMPUTATION OF EFFECTIVE TAX RATES

Summary Table A.9 presents the sources and main computations required to obtain our
measure of net operating surplus. The following sections describe the procedure we followed
to compute the average taxes of interest, and the sources for our depreciation, investment

price, and interest rate series.

Average Business Tax Rate on C-Corporations, 7¢

We first determine the average tax rates imposed on firms’ profits net of depreciation al-
lowances. The BEA produces series for capital consumption allowances for corporate and
non-corporate taxpayers. We recover these series from FRED.*® The national accounts clas-
sify as “corporate” all taxpayers that are subject to filing a form of the IRS series 1120, as
reported in the NIPA Handbook. In particular, both C- and S-corporations are considered
corporate. Notably, S-corporations are exempt from federal corporate income taxation, but
this favorable treatment does not extend to all state and local business taxes.*? In keeping
with the foregoing discussion, we compute the tax base for state and local corporate taxes
7oL as the net operating surplus of C-corporations, NOSCORP™, defined as the difference
between the gross operating surplus of corporations. We calculate this measure as the sum
of net operating surplus of corporations (line 8 of the BEA NIPA Table 1.14) and the con-
sumption of fixed capital of corporations (line 12 of the BEA NIPA Table 1.14) minus the
capital consumption allowances for corporations. We cannot directly use the consumption of
fixed capital reported in the NIPA tables because they estimate the economic depreciation of
the capital stock, while we are interested in recovering a measure of the fiscal depreciation of
capital stocks. For this reason, we need to add back the NIPA consumption of fixed capital
and then subtract the relevant allowances. The state and local tax revenues corresponding
to the corporate tax base are given by the tax revenues from corporations at the state and
local level (line 5 of BEA NIPA Table 3.3), CT®". We can thus estimate the capital tax

faced by the corporate sector as

c,SL _ CTtSL
! NOSCORP!HS”

48The corresponding codes are A677TRC1A027NBEA and A1700C0A144NBEA.

49For example, New York City, New Hampshire, California, Texas, and Tennessee do not recognize S-
corporations for tax purposes. Other states have special rules on S-corporation election which do not neces-
sarily match the federal criteria.
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As mentioned above, the BEA also considers non-C-corporations as part of the corporate
sector. However, only C-corporations are subject to federal taxes at the entity level, and the
relevant tax base for federal corporate income taxes, 75 is given by the net operating sur-
plus of corporation that can be attributed to C-corporations, NOSCORPS’IRS. Since NIPA
tables do not provide a breakdown of corporate income by legal form of organization, we
obtain the net income of corporations from the IRS SOI Tax Stats-Integrated Business data
(IRS IBD), and compute share of C-corporations’ net income in total corporate net income
reported in IRS IBD Table 1,°° which provides our estimate of the net operating surplus of
C-corporations, NOSCORP%j MRS " The federal revenues corresponding to this corporate tax
base are given by the tax revenues from corporations at the federal level (line 5 of BEA NIPA
Table 3.2), CT™. Accordingly, the federal tax rate on capital income from C-corporations

can be estimated as
CTFed
c,Fed _ t

' NOSCORPSS’

Combining the federal, stat and local taxes, the overall entity-level tax rate on C-corporations
is
78 = 78 g poFed,

Average Personal Tax Rates on Income from C-Corporations, 7¢¢ and 7°¢

In addition to entity-level taxes, incomes distributed from C-corporations are subject to
personal taxation. As described in the main text, we compute the corresponding tax rate

as

share directly share short- share long- share held
T, = : T+ T+ 0% |,
owned; term ordinary, term qualified, until death,

where 77 is the average tax rate on short-term ordinary capital gains and dividends, and
7/ is the average tax rate on long-term qualified capital gains and dividends. For each
year, we compute the share of corporate stocks directly owned by households as the ra-
tio of share of equity held by households and non-profit organizations serving households
over total corporate equity using data from FRED.?! We build the share of profits real-
ized through ordinary dividends and short-term capital gains on stocks directly owned by
households using data from the IRS Individual Complete Report (Publication 1304, Table

50This series only span the period 1980-2013, with a missing data point in 1990, which we fill by linear
interpolation. We assume that the share of net income of C-corporations in the total corporate sector has
remained constant after 2013.

51The corresponding FRED series are HNOCEAQ027S and BOGZ1LM893064105Q, respectively
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A) for the period 1990-2017 and the IRS SOI Tax Stats (Sales of Capital Assets Reported
on Individual Tax Returns) for the period 1990-2012. Publication 1304 reports households’
ordinary dividend income from corporate stocks, while the SOI Tax Stats reports the short-
term capital gains on corporate stocks. The share of profits realized by households in the
form of short-term gains or ordinary dividends can then be obtained by dividing the overall
income from theses two sources by the net operating surplus of C-corporations.®?:>3 We set
“share short-term ordinary,” to the average of the same variable over the period 1990-2012
for all years in our sample. The shares of profit realized long-term or until death are then
computed assuming that half of the profits not realized in the short-term are never realized.
This is in keeping with the findings reported in Table 14 of CBO (2006). Accordingly, the
share of profits taxed at rate 7/ can be obtained as a residual, equal to half of the share of
profits not taxed at the rate 7. The remaining share of profits is assumed to be unrealized
until death, and subject to zero income taxation.

The average tax rates, 7,/ and 77, are computed using data from the Office for Tax Analysis
(OTA) for 19802014 (2019). Since both series exhibit trends over time, we extrapolate the
data point for 2014 for the years 2015-2018. Ideally, 7/ should be the average marginal
maximum tax rate for individuals realizing long-term capital gains and qualified dividends,
and 77 should be the average marginal ordinary income tax rate. However, these rates
cannot be recovered from OTA data without detailed information on individual tax returns.
We therefore proxy this quantity using the average tax rate on realized long-term capital
gains provided by the OTA, which provides us with a measure for 7,/.>* In addition to this
average rate, the same source also reports the average long-term capital gains realized and
the corresponding tax receipts. We combine this information with OTA data on total net
capital gains and total taxes paid on net capital gains to obtain our measure of average

taxes on short-term gains and ordinary dividends, 77.°° In particular, we compute the tax

52Tn the notation above, this corresponds to the product

share directly share short-

ownedy term ordinary,

53In practice, the share of profits taxed at ordinary rates is not limited to the short-term and ordinary
dividends that accrue to the household from directly-owned corporate stocks. Capital gain distributions and
TIRA distributions—which originate from indirectly owned stocks—are also taxed at the ordinary rate, and
constitute about 23% of realized profits over the period we considered. As a result, in our computations the
share of profits taxed at ordinary income rates is 48%. Of this number, 25% comes form short-term gains
and ordinary dividends from directly owned stocks (37% of stocks owned directly by households times 60%
of profits realized in the form of short-term gains or ordinary dividends).

54Recovered at https://www.treasury.gov/resource-center/tax-policy/tax-analysis/
Documents/Taxes-Paid-on-Long-Term-Capital-Gains.pdf.

55We recover this data at https://www.treasury.gov/resource-center/tax-policy/tax-analysis/
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base for 77 by subtracting realized long-term capital gains from total net capital gains. The
relevant tax revenue is computed analogously, by subtracting total taxes paid on long-term
capital gains from total taxes paid on total realized net capital gains. The ratio of these two
quantities provides us with our estimate for 77.

The tax on interest income from C-corporations, 7%¢, is computed as explained in the
main text. We obtained the share of fully taxable and temporarily deferred interest income

and the average marginal tax rate on interest income for 2014 from Tables A-3 and A-4 of
CBO (2014).

Average Tax Rates on Profits from S-Corporations, 7>* and 7%

Although S-corporations do not pay corporate income tax, the capital income from these
corporations is taxed on the household side and the tax rate depends on how this income
is realized. Long-term gains are taxed at the maximum marginal tax rate, while profits
realized as short-term gains or net business income are taxed at the ordinary marginal tax
rates. We obtained short-term capital gains from the sales of partnerships and S-corporations
from the SOI Tax statistics Complete Year Data, Table 1 for years 1995-2011, and short-term
gains to S-corporations in proportion to their share on the net income of partnerships plus S-
corporations. We obtained profits realized through net business income from IRS Publication
4801, which provides yearly estimates for each item in IRS form 1040. In particular, taxpayers
use columns (f)—(j) of Schedule E to register passive and non-passive income and losses from
S-corporations and section 179 deductions.?-5” These data are available for 2003-2017 and
are reported in the yearly files of line-item estimates that can be downloaded from the IRS
website.?® This allows us to compute S-corporation profits realized in the form net business
income as the sum net passive and active income minus the Section 179 deductions. We add
this term to the realized short-term gains attributed to S-corporations as explained above,
and divide this quantity by the net operating surplus attributable to S-corporations to obtain
the short-term gain and business income share of S-coporation profits. Once again, we use
IRS IBD Table 1 to attribute a fraction of NOSCORP™® to S-corporations in proportion
to their share of the net income of corporations. The long-term gain share of S-corporation

income is then simply obtained as the complement of the short-term and business income

Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf.
56Passive income and losses are reported for taxpayers who own S-corporations but do not participate
actively to their administration. Active income and losses are for owners of S-corporation who actively
administer the business or provide labor services to it.
57Section 179 of the tax code allows business owners to deduct investment expenses below a certain amount.
The TCJA of 2017 set the maximum section 179 deduction at $1 million.
58https://www.irs.gov/statistics/soi-tax-stats-individual-income-tax-returns-line-item-estimates

A.61


https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/Taxes-Paid-on-Capital-Gains-for-Returns-with-Positive-Net-Capital-Gains.pdf
https://www.irs.gov/statistics/soi-tax-stats-individual-income-tax-returns-line-item-estimates

share. We set this share equal to its average over the period 2003-2011 for all our sample. As
mentioned in the previous section, the tax status of S-corporations is not recognized by all
state and local government authorities. To account for these additional taxes, we computed
the ordinary income tax rate for S-corporation owners as the sum of their personal income
tax and the state and local business tax rate, 75, described above. We estimate the average
marginal income tax rate of S-corporation proprietors as the average income tax rate applied
to short-term capital gains realized by owners of C-corporation stocks. Doing so amounts to
assuming that the distribution of income of S-corporation proprietors coincides with that of
C-corporation investors. This assumption is supported by Table A.4 in CBO (2014), which
shows almost no difference between the average marginal tax rate on short-term capital gains
of corporations and the average marginal tax rate on passthrough business profits. Finally,

we calculate the tax rate on debt-financed investment analogously to C-corporations using
the data provided in Table A.3 and A.4 in CBO (2014).

Assigning Depreciation Schedules

Table A.10 presents the sources we used to assign depreciation schedules to specific (fixed)
asset types from BEA Table 2.7 of BEA FAT together with the resulting class lives and
depreciation systems. Tables B.1-2 of IRS Publication 946 detail the class lives and the
depreciation method according to the MACRS system, which applies to assets installed
starting from the 1986 fiscal year. This allows us to match each of the fixed assets categories
in BEA Table 2.7 to a class life. We then use the same class life to obtain the depreciation
schedules according to the ACRS system from IRS Publication 534, which applies to property
put in service in fiscal years 1981-1985.

Tables B.1-B.2 of IRS Publication 946 divide all types of capital into asset classes with
corresponding class lives and depreciation methods. Tables B.1 collects asset classes for
general-purpose capital (e.g., autos, trucks, office equipment). Table B.2 instead attributes
class lives to the remaining asset classes according to the specific sector and application in
which capital is employed, with considerable degree of detail. For example, all equipment
used in the manufacturing of tobacco products (asset class 21.0) has a class life of 7 years,
while the equipment used for knitting goods (asset class 22.1) has a class life of 5 years.
Since BEA Table 2.7 does not allow us to distinguish the sector of application of many
asset classes, we use the following strategy to build the crosswalk in Table A.10: Tables
6.A-B in the BEA NIPA Handbook contain the deflators (PPI’s) that the BEA uses to build
quantity indexes for each of the asset classes in BEA Table 2.7. This allows us to recover

information on the underlying sectors of application for each type of capital, which we then
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match to the types of assets mentioned in the description of asset classes contained in Table
B.2 of IRS Publication 946. For example, we match asset class 22.1 (equipment used for the
production of knitting goods) and 22.4 (nonwoven fabrics) in Publication 946 to “Special
Industry Machinery” in BEA Table 2.7, since the latter cites the PPI for textile machinery
among the PPI’s used to build the quantity index for “Special Industry Machinery”. As
this example illustrates, items in BEA Table 2.7 often correspond to multiple asset classes
in Publication 946, each with potentially different class lives. We set the class life of each
item in BEA Table 2.7 to the the mode of Publication 946 matching the class lives of asset
classes, obtained as in the example above.?

The column “Sources P. 946" reports the items of Tables B.1-2 used to assign class lives.
In some instances, Publication 946 refers to other sections of the tax code, or provides specific
exceptions to the depreciation method that would apply following Tables B.1-2. When this is
the case, the column “Sources P. 946” cites either the passage of Publication 946 listing the
property under consideration, or the section of the tax code. We report the modal class life
according to the Asset Depreciation Range system (ADR), the Accelerated Cost Recovery
System (ACRS), and Modified Accelerated Cost Recovery System (MACRS). The ADR
applies to assets installed in 1970-1980, ACRS to assets installed in 1981-1986, and MACRS
applies to capital installed from 1986 onwards. MACRS consists of two depreciation systems,
the General Depreciation System (GDS) and the Alternative Depreciation System (ADS),
each prescribing different depreciation schedules. The ADS only applies to specific class lives
and uses of property. However, the level of detail in BEA Fixed Asset (FA) Tables is not
sufficient to attribute assets to this system precisely. We therefore follow the relevant GDS
schedules when computing allowances and apply the MACRS system listed in the “GDS”.
“SL” denotes the straight-line method, while 200 and 150 denote the declining-balance (DB)
methods with 200% and 150% accelerated depreciation, respectively. Finally, the column
“HS” reports the classification in House and Shapiro (2008) when this is available.

We use GDS depreciation schedules with half-year convention from Appendix A of IRS
Publication 946 (MACRS), and IRS Publication 534 (ACRS), and we apply the straight-line
method for ADR, with the class lives listed in Tables B.1-2 of IRS Publication 946.50 The
MACRS provides schedules for assets installed in specific quarters or months of the year.

We choose the half-year convention since we rely on annual data which does not allow us to

%1n only one case—fabricated metal products—we chose the generic equipment class life of 7 years fol-
lowing House and Shapiro (2008), instead of the modal life of 20 that follows from our method.

60Using the class lives in Table B.1-2 and the straight-line method is likely to lead to some imprecision
since the ADR system allowed substantial discretion in the choice of class lives, as much as £20% from the
baseline IRS class life. The choice of the depreciation method was also left to taxpayer discretion.
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establish when capital was installed during the year.

Computing Total Discounts from Allowances

As discussed in the main text, depreciation allowances give rise to a discount on the purchase
price of capital goods. This discount is given by the present discounted value of current and
future tax payments that the business can deduct expensing the statutory allowance in each
year. Assuming that the business in question correctly anticipates future changes in taxes
and interest rate, and given a sequence of business tax rates {7;} and depreciation schedules

{dg}, tax discounts are given as:

o o s 1-d!
3 —_ 7 t+k
total discount from allowances; = d; - 7 + E dy, ooy Tresel ” | | T
=0 k=0 Tt+k+1

Under our baseline assumption that depreciation rates and taxes are not changing, this
expression simplifies to:

J
s 1-dy

o0
total discount from allowances] =df -7, + » &, -7 - [[ ——.
=0 oo L+ Teiksn

This term equals ;7 in the notation of the main text.

Computing Effective Taxes on Different Types of Capital

The final step to compute the average effective capital taxes reported in the main text
consists involves averaging the effective taxes for the various (legal) form of organization
and type of financing obtained above. To do, we first compute the share of debt and equity
financing for each legal form of organization. We obtain the series for total equity and
debt of the corporate and non-corporate sector from FRED.®! This allows us to directly
compute the share of capital financed through debt and equity in the non-corporate sector.
We follow the CBO (2006, 2014) and attribute debt and equity to C-corporations and S-
corporations. The IRS SOI provides income tax returns for all corporations for 1994-2013.
We compute total equity as the sum of the capital stock, paid-in capital, retained earnings
and adjustment to shareholders’ equity, minus the treasury stock cost. We then compute
the share of total corporate equity in the tax returns that relates to S-corporations, and
attribute to them the relevant part of the aggregate stock of corporate equity (about 4%

of the total). The remaining fraction is attributed to C-corporations. We assigned debt to

61Series BONSDODNS, NCBEILQ027S, NNBCMIA, TNWBSNNB.
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the two forms of organization in proportion to their share in total interest deductions of
corporations, as reported by the IRS SOI. The share of debt financing for each legal form
of organization is therefore given by its stock of debt over the sum of debt and equity, while
its complement measures equity financing. Since the series exhibit trends, we use closest-
neighbor extrapolation to fill in the missing data for the years before 1994 and after 2013.
Armed with these shares, we can compute effective taxes on capital for each legal form
of organization. Finally, we construct the economy-wide average effective capital tax by
weighing the tax rate of each legal form of organization by its share of net business income

in each year. The source for net business income by form of organization is once again the

IRS IBD.

Sources for the Computation of the Effective Labor Tax Rate, 7¢

We calculate the effective labor tax rate, 7¢ as the weighted average of labor income and
payroll taxes and the wedge introduced by imperfect valuation of employer-provided pension

and health insurance contributions:

¢ salaries- (77" + 77) + benefits - (1 - )

T -
compensation

Line 2 in NIPA Tables 6.11B-D contains the value of employers’ contributions for employee
pension and health insurance funds, while line 2 of BEA NIPA Table 1.10 provides the total
compensation of employees in the economy. Subtracting employers’ contributions from total
compensations gives us total salaries. We use the average personal income tax rate of the
bottom 95% of the income distribution from IRS SOI Tax Stats for 1986-2017 as our measure
of the personal income tax rate, 7.2 The payroll tax rate, 77, is computed as the sum of the
Old-Age, Survivors, and Disability Insurance (OASDI) and Medicare’s Hospital Insurance

(HI) rates for each year, that we retrieve from the Social Security Administration Website.%

Other Sources

We obtained investment in private fixed assets by type from BEA FAT 2.7. We computed the
depreciation rate of each type of fixed assets in each year, dividing current-cost depreciation
from BEA FAT Table 2.4 by the current-cost stock of each type from Table 2.4. The source
for fixed asset price changes is BEA FAT Table 2.8. When computing effective capital taxes

by category for equipment, software and nonresidential structures, we weigh the effective

62«Individual Statistical Tables by Tax Rate and Income Percentile”, Table 2.
53https://www.ssa.gov/0ACT/ProgData/taxRates.html.
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capital tax constructed for each type of asset by the share of investment in each category
as listed in BEA FAT Table 2.7. As mentioned in the text, we use Moody’s Seasoned
AAA Corporate Bond Yield from FRED (series AAA) deflated by the CPI for all urban
consumers (CPIAUCSL). For robustness, we also used allowances and effective tax series
using the lending interest rate from the World Bank adjusted for inflation using the GDP
deflator (World Bank indicator FR.INR.RINR). This has a minimal impact on our results,
slightly raising the present discounted value of depreciation allowances. The average real
return on S&P 500 stocks over the period 19572008 is computed deflating the FRED series
SP500 by the CPI for all urban consumers.
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TABLE A.10: Class lives and depreciation schedules for equipment, structures, and intellec-
tual property products

Type Sources P. 946 ADR ACRS MACRS HS GDS
Computers and 0.12 6 5 5 5 9200
peripheral equipment
36, 48.2, 48.37,
C icati 48.42-.45, 48.13, 00.11
ommunication ) ) , 10 5 7 5 200
equipment 48.35-.36,48.38-42,
48.31, 48.34
Medical equipment and
. amp sec. 168(B)iv, ) 5 7 200
instruments
Nonmedical 36,48.37, 48.39, 48.44, 6 5 7 - 9200
instruments 26.1, 37.2
Ph 1
otocopy and related 0.13, 6 5 5 5 9200
equipment
Office and accounting 0.13, 6 5 5 5 9200
equipment
48.42, section 168(C),
Fabricated metal 49.12, 40.52, 49.11, 6 10 7 7 150
products 49.13, 49.21, 49.221,
49.3, 49.4, 51
Engines and turbines 6 5 7 15 200
C t d
omputers an 0.19 6 5 5 5 200
peripheral equipment
34.01, 37.12, 33.21,
Metalworki 37.33, 33.2, 33.4, 34.0
elatworsing ) 99 90 9 5 7 7 200
machinery 35.0, 37.11, 37.2, 37.31,
37.41, 37.42
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Type Sources P. 946 ADR ACRS MACRS HS GDS

20.5, 30.11, 30.21,

32.11, 22.1, 22.3,22.4,

23.0, 24.1, 24.3, 28.0,

36, 36.1, 57.0 , 20.4,

22.2, 22.5, 24.2, 24.4, 10 5 7 7 200
26.1, 26.2, 27.0, 30.1,

30.2, 31.0, 32.1, 32.3,

79.0 80.0, 13.3, 20.1-.3,

32.2

Special industry

machinery, n.e.c.

General industrial,
including materials 00.241,00.24264 6 5 5 7 200

handling, equipment

Electrical transmission, 48,38, 48.31. . 04

distribution, and c e 10 5 20 7 150
49.11, 49.13, 49.14

industrial apparatus

Trucks, buses, and

00.23-00.242 4 5) 5 ) 200
truck trailers
Light trucks (includi
ight trucks (including 0.241, 4 5 5 5 500
utility vehicles)
Other trucks, buses,
00.23,00.242, 6 5) ) ) 200
and truck trailers
Autos 0.2, 3 3 5 5 200
Aircraft 0.21, 6 5 5 7 200
Ships and boats 0.28, 10 5 10 10 150
Railroad equipment 40.1, 14 ) 7 7 200
Furniture and fixtures  0.11, 10 5 7 200
Agricultural machinery 1.1, 10 5 7 7 150
Construction 15, 6 . 5 5 500
machinery
Mining and oilfield
e and or 13, 13.1, 10,13.2, 6 5 5 7 200

machinery

64Exclusion of general purpose from most sectoral class lives of conveyor belts and general-purpose tools.
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Type Sources P. 946 ADR ACRS MACRS HS GDS

Service industry

57, 79-80, 9 5 7 T2
machinery
Electrical i t
ectrical equipment, Ch.4, p.28 6 5 7 7 200
n.e.c.
Other nonresidential Chid, p.28 6 5 7 7 200

equipment

Residential equipment Ch.4, p.28

Structures 15-18-19 SL
Nonresidential
o Ch. 4 p. 31 3990

structures
Commercial and health

Ch. 4 p. 31 39 39
care
Manufacturin

8 Ch. 4 p. 31 39 39

structures

49.12,49.15, 49.11,
Electric structures 20 20 20 150

49.13, 49.14
Other power structures — 49.23, 49.24, 49.25 14 15 15 150
Communication 48.14, 15 15 15 150
Mining exploration,
shafts, and wells
Petroleum and natural

13.0, 13.1, 13.2 6 10 5 5 200
gas
Mining structures 10, 10 10 7 5 200
Farm structures 20 20 150
Residential structures 27.5 SL
Nonresidential
intellectual property section 197 15 SL
products®”

65 Applies to religious, education, lodging, amusement and other nonresidential structures that are not
explicitly mentioned below

66 As per publication 946, structures put in service before 1994 should have a useful life of 31.5 years. For
simplicity, we use 39 for all years.

67 Applies to all intellectual property products not explicitly mentioned below.
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Type Sources P. 946 ADR ACRS MACRS HS GDS

Software 5
Ch. 1, p. 10, not

Prepackaged 3 SL
sec.197
Ch. 1, p. 10, not

Custom 3 SL
sec.197

Own account sec. 167(f)1 15 years SL

Research and
item 5, sec 197 15 SL
development
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