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What the authors do?

� What structure of income taxation can maximize the social
bene�ts of redistribution and public insurance while
minimizing the social harm associated with distorting the
allocation of labor input?

� Evaluate alternative policies using a social welfare function
designed to capture the taste for redistribution re�ected in the
current tax system.

� The optimal tax policy in the a¢ ne class is welfare reducing,
while moving to the optimal fully non-linear Mirrlees policy
generates only tiny welfare gains.

� Tagging (taxes conditional on observables) help



Model

� Static
� Preferences

U(c , h) = log(c)� h1+σ

1+ σ
where

1
σ
= Frisch elasticity

� Aggregate resources

Y =
Z
wihidi =

Z
cidi + G

� Wages
ln(wi ) = αi + κi + εi

� αi : uninsurable, unobservable by planner
� κi : uninsurable, observable by planner
� εi : insurable by agents

nguner
Resaltado

nguner
Resaltado

nguner
Resaltado



Planner

� Wants to maximize a social welfare function W (α, κ)

� Takes G and private insurance as given

� First best: planner observes α, κ, and ε

� Second Best (Mirrlees): α and ε are private, no restrictions on
the tax functions

� Third Best (Ramsey): α and ε are private, restricted tax
functions



Parametrization

� Baseline tax system

T (y ,λ, τ) = y � λy1�τ

� Empirically motivated social welfare function

W (α, κ) = exp(�θ(α+ κ))

� One parameter controls taste for redistribution

� Suppose a planner chooses λ and τ.

� What value of θ would justify observed τ?
� Given this particular value of θ, solve Mirrlees and Ramsey.

� For Ramsey, consider

T (y) = τ0 + τ1y
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Benchmark Tax Function

� Two-parameter tax function

T (y) = y � λy1�τ

� Average taxes
τ(y) = 1� λy�τ

� τ = 0, τ(y) = 1� λ
� τ > 0, average tax rate increases with income

� Marginal taxes

m(y) = 1� λ(1� τ)y�τ

� Let y be normalized income, i.e. y = 1 is the average income

τ(1) = 1� λ and m(1) = 1� λ(1� τ)

� λ = 0.836, τ = 0.151

τ(1) = 0.164 and m(1) = 0.29
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M i l T R
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Findings

� Moving to an a¢ ne tax function is welfare reducing!
� Gains from Mirrleesian taxes are tiny!

� No need for transfers

Taxes Welfare Y mar. rate TR/Y
US
λ = 0.836 τ = 0.151 0.311 0.018

A¢ ne -0.58 0.41 0.303 0.089
τ0 = �0.116 τ1 = 0.303

Mirrlees 0.11 0.82 0.287 0.003
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What is going on?

� Consider a utilitarian welfare function

Taxes Welfare Y mar. rate TR/Y
US
λ = 0.836 τ = 0.151 0.311 0.018

Optimal US
λ = 0.826 τ = 0.295 1.38 -6.02 0.436 0.068
A¢ ne
τ0 = �0.233 τ1 = 0.452 0.45 -6.43 0.452 0.220

Mirrlees 1.53 -6.15 0.440 0.122

� Empirically motivated welfare function matters!
� Planner likes high productivity people.
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What is going on?

� Lower inequality, thin right tail

Taxes Welfare Y mar. rate TR/Y
US
λ = 0.836 τ = 0.151 0.311 0.018

Optimal US
λ = 0.826 τ = 0.070 0.27 3.1 0.239 -0.005
A¢ ne
τ0 = �0.068 τ1 = 0.250 0.34 2.67 0.250 0.042

Mirrlees 0.35 2.71 0.249 0.042

� Right tail matters, more revenue at the top!
� But, how elastic taxable income � Mertens (2014)
� Guner, Daneri, Ventura (2014), little room to raise revenue by
making taxes more progressive.

nguner
Resaltado

nguner
Resaltado

nguner
Resaltado



Comments - Road Map

� Taxes and tax functions

� Welfare function

� Tagging

� Demand for redistribution



Inequality and Taxes Paid in the US
Guner, Kaygusuz and Ventura (RED, forthcoming)

� IRS Micro tax data
� no top coding

� Household income and taxes paid
� Estimate e¤ective tax functions



Inequality and Taxes Paid in the US
Guner, Kaygusuz and Ventura (RED, forthcoming)

Distribution of Income and Tax Liabilities
Percentiles Income Labor Income Taxes Paid
Bottom
1% 0.0% 0.0% 0.0%
1-5% 0.1% 0.1% 0.0%
5-10% 0.4% 0.4% 0.0%
Quantiles
1st 2.0% 2.1% 0.3%
2nd 6.2% 6.7% 1.8%
3rd 11.3% 12.3% 5.7%
4th 19.2% 21.3% 13.1%
5th 61.4% 57.6% 79.2%
Top
90-95% 10.6% 11.7% 11.2%
95-99% 15.0% 14.8% 19.4%
1% 20.9% 14.3% 35.7%

nguner
Resaltado

nguner
Resaltado

nguner
Resaltado



Taxes in the U.S.
Guner, Kaygusuz and Ventura (RED, forthcoming)

Tax Rate Distribution
Statistic All Households

% with zero tax liability 24.7%
Median Tax rate 7.3%
Mean Tax rate 7.4%

Tax Rate at
80th Percentile 12.3%
90th Percentile 15.9%
95th Percentile 18.5%
99th Percentile 25.4%
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Taxes in the U.S.
Guner, Kaygusuz and Ventura (RED, forthcoming)

� What is the relation between income and taxes paid in the
micro data?

� Our estimate is τ = 0.053
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Social Welfare Function

� Remember
ln(wi ) = αi + κi + εi

� Remember
W (α, κ) = exp(�θ(α+ κ))

� For a simpli�ed version of the model

θ = �(1� τ) +
1

(vα + vκ)

1
(1+ σ)

�
1

(1� g)(1� τ)
� 1

�
� Benchmark parameters

τ = 0.151, vα + vκ = 0.25, σ = 2, g = 0.19
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2.2 W lf W i h ll i f h k

2

2.2 Welfare Weights ‐‐ smaller variance of shocks
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1 3 W lf W i h l1.3 Welfare Weights ‐‐ larger government  
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Tagging

� Taxing on observables � large welfare gains
� Incentives problems

� Taxing on the educational attainments!

� What do we know?
� Alessina, Ichino and Karabarbounis (AEJ-EP, 2011) , gender
based taxation

� Guner, Kaygusuz and Ventura (JME, 2012), welfare losses
from gender-based taxation in an quantitative model

nguner
Resaltado

nguner
Resaltado



Demand for Redistribution

� Inequality has been increasing
� Basic political economy models would suggest that the
demand for redistribution would increase

� But top marginal tax rates have been falling



Focus on Top Incomes and Taxation in OECD Countries: Was the crisis a game changer? © OECD 2014 5 

What drives the upward trend in top income 
shares? 

Several factors are behind the surge in top incomes. 
Frequent explanations are related to globalisation, skill-
biased technological change and the change in 
compensation practices for top executives, including 
the use of bonuses and stock options.  

The “superstars” theory suggests that globalisation and 
rapid progress in information technology have helped 
make the market for top performers global. Employers 
want to hire not only skilled workers but the best of 
them from the global market, leading to a large wage 
gap between the very best workers and those who are 
ranked just below them in terms of skills. However, if 
this was the main driver, we should have observed the 
surge in the share of top income across all market 
economies, but this is not the case; top income shares 
have grown only modestly in countries such as Japan or 
France even though these countries were affected by 
these global changes as much as the English-speaking 
countries. 

Another explanation refers to the “financialisation” of 
markets. The rise in the income share of top earners in 
English-speaking countries coincides with the rapid 
development of the financial sector where 
compensation has been rising rapidly. However, 
financial professionals account for only a small fraction 
of earners in the top percentile and their (rising) wages 
do not account for a large fraction of the increased top 
income shares. That said, top earners working in other 
industries may be affected by the financial sector 
development, partly through the increasingly important 
role of stock options in top executives’ remuneration. 

Trends in income taxation 

Last but not least, institutional factors such as changes 
in tax policies have contributed to the rise in top 
incomes and may have also driven the change in 
compensation practices in turn. During the “Golden 
Age” of post-war prosperity, pay norms used to limit 
large wage gaps; but these norms have been gradually 
eroded. At the same time, progressive income and 
inheritance taxes, which drove a large drop of top 
income shares between the 1920s and the 1970s, have 
been substantially reduced in recent decades (see 
Atkinson et al., 2011). While top tax rates were equal to 
or above 70% in half of the OECD countries in the mid-
1970s, this rate had been halved in many countries by 
the end-2000s.  

OECD countries have seen a general reduction in their 
top statutory personal income tax rates (PIT), inclusive 
of surtaxes and sub-central income taxes. The OECD-
wide average top statutory rate declined in each of the 
last three decades: from 66% in 1981 to 51% in 1990 
and to 41% in 2008, when the crisis started (Figure 5). 
While the decline was most pronounced during the 
1980s, reforms in the most recent decade prior to the 
crisis resulted in a further reduction of top statutory 
rates of 6 percentage points or more in 11 countries.  

The decline in the top statutory rate was not uniform 
across countries in the past decade. Some OECD 
countries, such as the Czech and the Slovak Republics 
and Hungary, moved to a single-rate PIT structure with 
their top statutory rates dropping from 32% to 15% in 
the Czech Republic, to 16% in Hungary and from 38% to 
19% in the Slovak Republic. 

5 Until the crisis, top income tax rates were falling rapidly 

Top statutory personal income tax rates in the OECD area, maximum, minimum and average, 1981 to 2013 

 

Source: OECD (2012), Taxing Wages, and OECD CTPA tax statistics.

 



Demand for Redistribution

� Inequality has been increasing
� Basic political economy models would suggest that the
demand for redistribution would increase

� But top marginal tax rates have been falling
� No much demand for redistribution



Figure 1: The government should reduce income differences (scale from 1–7, GSS)

This figure depicts responses since 1978 in the US General Social Survey (GSS) on whether the
government should reduce income differences. The empty diamond series is for all respondents while
the full circle series if for respondents with below average income. Regression fits are depicted for
each series. The graph uses the eqwlth variable from the GSS (though subtracts it from eight so
that it is increasing in support for redistribution).
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Demand for Redistribution

� Inequality has been increasing
� Basic political economy models would suggest that the
demand for redistribution would increase

� But top marginal tax rates have been falling
� No much demand for redistribution
� People do not know about inequality.
� People do not care about inequality.
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Demand for Redistribution �Who votes?

� Rich and educated.
� Why?
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Demand for Redistribution �Why don�t people want it?

� Kuziemko, Norton, Saez and Stantcheva (2013), "How elastic
are preferences for redistribution?"

� Randomized survey experiments
� Inform people about inequality and redistribution (minimum
wage, EITC etc.).

� Information on inequality helps, i.e. people become concerned
about it.

� Still, little/no e¤ect on demand for redistribution (except the
estate tax).

� Why?
� Very low trust on government.
� American dream!
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Final Comments

� Lots of food for thought!

� How robust are the results?

� The paper calls for a political economy extension.




