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Macroeconomic effects of capital tax rate changes

Abstract

We study aggregate, distributional, and welfare effects of a permanent reduction in the capital
tax rate in a dynamic equilibrium model with capital-skill complementarity. Such a tax reform
leads to expansionary long-run aggregate effects, but is coupled with an increase in the skill
premium. Moreover, the expansionary long-run aggregate effects are smaller when distortionary
labor or consumption tax rates have to increase to finance the capital tax rate cut. An extension
to a model with heterogeneous households shows that consumption inequality increases in the
long-run. We study transition dynamics and show that short-run effects depend critically on the
monetary policy response: whether the central bank allows inflation to directly facilitate
government debt stabilization and how inertially it raises interest rates. Finally, we contrast the
long-term aggregate welfare gains with short-term losses, as well as in the model with
heterogeneous households, show that welfare gains for the skilled go together with welfare
losses for the unskilled.
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1 Introduction

The macroeconomic effects of permanent capital tax cuts have recently become a subject of widespread
discussion, spurred by the recent U.S. tax reform that reduced the corporate tax rate from 35%
to 21%. Several questions have been raised. What are the long-run and the short-run effects on
output, investment, and consumption? What are the distributional consequences in terms of wage,
income, and consumption inequality? Will such a large tax cut be self-financing? How does the
monetary policy response matter for the short-run effects of a capital tax cut? What are the welfare
implications? Given the nature of these questions, it is useful to pursue an analysis through the
lens of a quantitative dynamic model. Moreover, since the tax reform is large-scale, it is imperative
to consider general equilibrium effects.

This paper addresses these questions using a quantitative dynamic equilibrium model that
features capital-skill complementarity. We show analytically in a simplified model and numerically
in the quantitative model that capital tax cuts, as expected, have expansionary long-run aggregate
effects on the economy. In particular, with a permanent reduction of the capital tax rate from 35%
to 21%, output in the new steady state, compared to the initial steady state, is greater by 3.8%,
structure investment by 19.7%, equipment investment by 6.8%, and consumption by 2.1%, in our
baseline calibration. Moreover, skilled wages increase by 3.4%, unskilled wages by 2.7%, and both
skilled and unskilled hours increase.

The mechanism for aggregate effects is well understood. A reduction in the capital tax rate
leads to a decrease in the rental rate of capital, raising demand for capital by firms. This stimulates
investment and capital accumulation. A larger amount of capital stock, in turn, makes workers
more productive, raising wages and hours. Finally, given the increase in the factors of production,
output expands, which also increases consumption in the long-run.

These estimates above are obtained in a scenario in which the government has the ability to
finance the capital tax cuts in a completely non-distorting way by cutting back lump-sum transfers.
When the government has to rely on distortionary labor or consumption taxes, the effectiveness
of capital tax cuts is smaller. We show this result again both analytically in a simplified model
and numerically in the quantitative model. For instance, in our baseline calibration, a permanent
reduction of the capital tax rate from 35% to 21% requires an increase in the labor tax rate by
2.7% points.! Then, output in the new steady state, compared to the initial steady state, is greater
by 1.96%, equipment investment by 4.96%, structures investment by 17.61%, and consumption by
0.31%. The reason for the smaller boost in aggregate variables is a decline of the after-tax wages,
by 0.24% for skilled workers and 0.90% for unskilled workers. This in turn leads to a decrease in
labor hours in the long-run, for both skilled and unskilled workers.

Our baseline quantitative macroeconomic model features skill heterogeneity and equipment
capital-skill complementarity, which generate important distributional implications. As mentioned

above, skilled wages rise relatively more, which leads to a rise in the skill premium of 1.06% points

"We keep debt-GDP ratio the same between the initial and the new steady-state. Debt-GDP ratio, however, is
allowed to deviate from the steady-state level along the transition path, when we study short-run effects.



under lump-sum transfer adjustment. This long-run rise in wage inequality is driven by the rise in
equipment capital, which raises skilled wages as there is equipment capital-skill complementarity.
Thus the capital tax cut favors those workers whose skill is not easily substituted by capital. In
addition, a measure of income inequality, the ratio of after-tax capital income to labor income,
increases. Furthermore, in an extended model with heterogeneous households, consumption in-
equality also increases in the long-run. In fact, unskilled consumption decreases in the long-run as
a result of a decrease in transfers in this extended model.

In addition to the aggregate expansion getting muted with distortionary tax increases and
some inequality measures increasing in the long-run, another caveat comes about from analyzing
transition dynamics in the model as the economy evolves from the initial steady-state to the new
steady-state. During the transition, the economy experiences a decline in not only consumption,
as a result of the need for financing greater capital accumulation, but also output. This holds even
if lump-sum transfers finance the capital tax rate cut.?

The most important aspect of transition dynamics that we highlight is on the need to ana-
lyze monetary and fiscal policy adjustments jointly. This is because the short-run effects depend
critically on the monetary policy response: whether the central bank allows inflation to directly
facilitate government debt stabilization and how inertially it raises interest rates. In the situation
where the government only has access to distortionary labor taxes, we consider the central bank
directly accommodating inflation to facilitate government debt stabilization along the transition.
In this interesting scenario, the rise of inflation in the short-run completely negates any short-run
contraction in output. Similar results hold when the central bank raises interest rates in an inertial
way, even with lump-sum transfer adjustment.

Finally, while our paper does not study optimal policy, we analyze welfare consequences of
the permanent capital tax rate cut, given the various financing possibilities we consider. In the
baseline model, we show that long-term aggregate welfare gains contrast with short-term welfare
losses, regardless of how the capital tax rate cut is financed. In the model with heterogeneous
households, we show that the unskilled suffer from welfare losses both in the short and long-run.

Our paper is related to several strands to the literature. While we focus mostly on a positive
analysis, analytically and quantitatively assessing the macroeconomic effects of a given reduction
in the capital tax rate, our paper is related to classic normative analysis of the optimal capital tax
rate in Chamley (1986) and Judd (1985), which was re-addressed recently in Straub and Werning
(2018). We do not analyze optimal policy issues, but do compute welfare implications given the
capital tax rate cut and various financing rules we consider. Additionally, our analysis of the central
bank allowing inflation to directly facilitate debt stabilization when the government has access to
only distortionary labor taxes is related to the normative analysis in Sims (2001). We implement

this scenario using a rules-based positive description of interest rate policy, as in Leeper (1991),

2The short-run fall in output is a result of costly price and investment adjustment. This fall is stronger under
distortionary labor tax rate adjustment, as is natural. While studying transition dynamics under distortionary tax
rate adjustment, we model a very smooth change in the tax rate, motivated by the analysis of Barro (1979).



Sims (1994), and Woodford (1994) for instance.3

In terms of analyzing the long-run effects of changes in the capital tax rate in an equilibrium
macroeconomic model, our paper is closest to Trabandt and Uhlig (2011) and the more recent
work of Barro and Furman (2018) that analyzes the U.S. tax reform. Compared to this literature,
our model features capital-skill complementarity, following Krusell et al. (2000), such that wage
inequality issues can be analyzed. We also show in detail, both analytically and numerically,
how the effects are different depending on whether non-distortionary or distortionary sources of
government financing are available. Finally, we study transition dynamics as well, highlighting that
it is imperative to model monetary and fiscal policy adjustments jointly for determining short-run
effects.

There is by now a fairly large dynamic stochastic general equilibrium modeling literature that
assesses the effects of distortionary tax rate changes and of fiscal policy generally. For instance,
among others, Forni, Monteforte, and Sessa (2009) study transmission of various fiscal policy,
including government spending and transfer changes in a quantitative model. Sims and Wolff (2017)
additionally study state-dependent effects of tax rate changes. These papers often study effects of
transitory and small changes in the tax rate while our main focus is on the long-run effects of a
permanent reduction in the capital tax rate, and then on an analysis of full (nonlinear) transition
dynamics following a fairly large reduction. Additionally, we provide several analytical results that
help illustrate the key mechanisms on the long-run effects, while in the quantitative part, we use
a model that can assess distributional consequences. Finally, our work is also motivated by the
study of effects of government spending and how that depends on the monetary policy response, as
highlighted recently by Christiano, Eichenbaum, and Rebelo (2011) and Woodford (2011).

While we are motivated by the particular recent U.S. episode of a permanent tax rate change,
generally, our paper is influenced also by a large literature that empirically assesses the macroeco-
nomic effects of tax policy. In particular, various identification strategies, such as narrative (Romer
and Romer [2010]) and statistical (Blanchard and Perrotti [2002], Mountford and Uhlig [2009]) have
been used to assess equilibrium effects of tax changes. Relatedly, House and Shapiro (2008) study
a particular case of change in investment tax incentive. The effects on aggregate variables that
we find using a calibrated equilibrium model is consistent with this work, although these papers
have generally focused either explicitly on temporary tax policies or do not explicitly separate out
permanent changes from transitory ones. We also use our model to assess several distributional

effects following a permanent capital tax rate cut.

2 Model

We now present the baseline model, which is a standard neoclassical equilibrium framework aug-
mented with two types of workers (skilled and unskilled) and two types of capital (structures and

equipment). We introduce equipment capital-skill complementarity following Krusell et al. (2000),

3In this case, the central bank does not follow the Taylor principle. Bhattarai, Lee, and Park (2016) analytically
characterize the effects of such a case in a model with sticky prices.



and a skill premium arises endogenously in the model. This framework allows us to study both
aggregate and wage inequality implications of a capital tax rate change in a unified way. The model
also features adjustment costs, in investment and nominal pricing, to enable a realistic study of
transition dynamics. Pricing frictions also enable an analysis of the role of monetary policy, and in

particular interest rate policy, for the transition dynamics.?

2.1 Private Sector

We start by describing the maximization problems of the private sector.

2.1.1 Households

There are two types of households who supply skilled labor (type s) and unskilled labor (type
u), respectively. The measure of type-i household for i € {s,u} is denoted by N*. The type-i

household’s problem is to

oo

t i 1

oomaxo By BU (G H])
{CHHEBLL 1K 1 K a0V b t=0

subject to the flow budget constraint
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where E; is the mathematical expectation operator, C} is consumption, H} is hours, and Ilit and
Ié’t are investment in the capital stock of structures and equipment denoted by Klit and Ké}t,
respectively. Households trade one-period state-contingent nominal securities V;’H at price Q¢ +1
in period t so as to fully insure against idiosyncratic risks. Thus, there is complete consumption
insurance in the model. They trade nominal risk-less one-period government bonds B} as well.
Type-i households are paid a fraction x4 of the aggregate profits ®; from the firms and a fraction
ng of the aggregate lump-sum transfers S; from the government.> The aggregate price level is P;,

W} is the nominal wage for type-i households, R; is the nominal one-period interest rate, and Rf( b

“While the baseline model does feature two types of workers, the growth rate of the marginal utility of consumption
is equalized between the two types. The model is thus equivalent to a model with a representative family whose
members are either skilled or unskilled workers. In an extension, heterogeneous households are introduced to study
consumption inequality.

®Due to complete markets (or equivalently, a large family who supplies both types of labor) in the baseline model,
the share of profits or fraction of transfers allocated to a particular type of household does not matter regardless of
how the capital tax rate cuts are financed.



and RtK “ are the rental rate of capital structures and equipment, respectively.

The government levies taxes on consumption, labor income, and capital income with tax rates
TtC, TtH , and TtK , respectively. The parameter )\iH is introduced to allow for differential effective
labor tax rates on the two types of households and A\, and A, are the rates of expensing of capital
investment in structures and equipment, respectively. The discount factor is 3.

The evolutions of the two types of capital stock are described by

| | i\
Kg,t+1 = (1 - db) Kg,t + (1 -8 (Ii : )) Ié,t?
bi—1

‘ . Il .
Kepn=1—de) Kgy + (1 -S <p' ! )) I 1qt,
et—1

where ¢; is the relative price between investment in capital structures and equipment and dj and d,

are the rates of depreciation of the capital stock invested in structures and equipment, respectively.5

The period utility U(Cy, H;) and investment adjustment cost S ( If;) have standard properties,

which are detailed later.

2.1.2 Firms

The model has final goods firms and intermediate goods firms.

Final goods firms Perfectly competitive final goods firms produce aggregate output Y; by
combining a continuum of differentiated intermediate goods, indexed by i € [0,1], using the
%)
0—1 —1
CES aggregator given by Y; = (folYt (i) o di) °' where § > 1 is the elasticity of substitu-
tion between intermediate goods. The corresponding optimal price index P; for the final good is

1
P = (fol P, (i)? di) """ where P;(i) is the price of intermediate goods and the optimal demand

or Y; (i) is
o mz’):(P;f))_@n. 1)

The final good is used for private and government consumption as well as investment in capital

structures and equipment.

Intermediate goods firms Monopolistically competitive intermediate goods firms indexed by ¢

produce output using a CRS production function F'(.)

Y;S (Z) =F (Ah Kb,t (Z) aKe,t (l) 7Ls,t (7‘) 7Lu,t (Z)) (2)

5As we describe in detail later, this relative price is exogenous to ensure balanced growth in the model.



where A; is an exogenous stochastic process that represents technological progress, with its gross

growth rate given by a; = A‘?tl a.” . As we describe later, we follow Krusell et al. (2000) in
functional form assumptions on F'(.), which is a nested CES formulation, and parameterizations of
the elasticities of substitution across factors such that it features (equipment) capital-skill comple-
mentarity. Firms rent capital and hire labor in economy wide perfectly competitive factor markets.
Intermediate good firms also face price adjustment costs = ( Pi( () )) Y; that has standard properties

detailed later.

Intermediate good firms problem is to
max Ey i 5tﬁptq>t (7)
{Pe(0) Y2 (), Lo (8), Lt (), Kt (6), K0 (6) — Mo
subject to (1) and (2), where A; is the marginal utility of nominal income and flow profits ®; () is

given by

P (4)
Py

N
i) - 5

. ) Wu ‘ RK,e ‘ RK’b . _ P (i
O (1) = Ly (i) — ?zLu,t (i) = —5—Kep (i) = =5 K (1) = = < d0) ) Y;.

2 P, Py (i)

Note that there is a skill premium in the model, which we define as the wage of skilled labor
relative to that of unskilled labor, EVV—E Given the CRS production function and the assumption
of perfectly competitive factor markets, the factor prices are equal to marginal products of each
factor multiplied by firms’ marginal costs. Moreover, as we show in detail later, if capital-skill
complementarity exists, the skill premium increases in the amount of equipment capital when the
quantities of the two types of labor inputs are held fixed. It is also increasing in the ratio of unskilled

to skilled labor.

2.2 Government

We now describe the constraint on the government and how it determines monetary and fiscal
policy.

2.2.1 Government budget constraint

The government flow budget constraint, written by expressing fiscal variables as ratio of output, is

given by
By Cct s Wi W i [ REP RKe
L )\ —L K Aol — A,
Pth+ Yt+Tt Pth st T PtY wt | T T% Y, bt — bbt+Pth et
B;_ 1Y G S
— Ry, 1 I M Ge 5

B_1Y,1m Y, Y Y

Steady-state of a variable  is denoted by T throughout. As we discuss later, we restrict preferences and technology
such that the model is consistent with balanced growth.



where By = 3 e ) N‘Bi, Sy = Diclsu} NiSi Si = %%St and Gy is government spending on the
final good.®

2.2.2 Monetary policy

Monetary policy is given by a simple interest-rate feedback rule

LR E SN g

where ¢ > 0 is the feedback parameter on inflation (7rt = Pfﬁ - ), 0 < p® < 1 governs interest rate

smoothing, R is the steady-state value of R;, and 7 is the steady-state value of ;. When ¢ > 1, the

standard case, the Taylor principle is satisfied. When ¢ < 1, which we will also consider, inflation

response will play a direct role in government debt stabilization along the transition.

2.2.3 Fiscal policy

We consider a one-time permanent change in the capital tax rate 7€ in period 0, when the economy

is in the initial steady-state. In order to isolate the effects of the capital tax rate cut, % is kept

unchanged from its initial steady-state value in all periods. The debt-to-GDP ratio, P%Q , may

deviate from the initial steady-state in the short run but will converge back to the initial steady-
state in the long-run, through appropriate changes in fiscal instruments.

We will study both long-run effects of such permanent changes in the capital tax rate, as well
as in extensions, full transition dynamics as the economy evolves towards the new steady-state.
We consider the following fiscal policy adjustments so that in the long-run, debt-to-GDP stays at
the same level as the initial level through appropriate adjustment of fiscal instruments. First, only

lump-sum transfers adjust to maintain P]f}t,t constant at each point in time.? Second, only labor tax

rates 7 adjust following the simple feedback rule

) ) By B
R = T (e < ) 4 (1= o) T <PY - Py> W

where 1 > 1— 3 is the feedback parameter on outstanding debt, 0 < pf < 1 governs labor tax rate

smoothing, fgw is the new steady-state value of TtH , and % is the (initial and new) steady-state

value of P]fit’t . Third, only consumption tax rates 7C adjust following the simple feedback rule

) ) By B
=0 (0 = 7) + (1= )€ (O - ) ?

8We introduce government spending in the model for a realistic calibration. As we discuss later, government
spending-to-GDP ratio is held fixed throughout in the model.

9Since transfers are lump-sum and there is complete risk-sharing, the time-path of transfers does not matter, and
so we just use a simple formulation.



where )¢ > 1 — 3 is the feedback parameter on outstanding debt, 0 < p© < 1 governs consumption

tax rate smoothing, and 7C,, is the new steady-state value of 7&. Note importantly that in (4) and

new
(5), distortionary tax rates adjust smoothly during the transition.

For transition dynamics, the behavior of the monetary authority generally matters. In the three
cases above, we have the monetary policy rule (3) satisfying the Taylor principle, ¢ > 1, which
thereby, implies that inflation plays no direct role in government debt stabilization. We consider a
fourth case to highlight the role of monetary policy response to inflation for transition dynamics.
In this case, labor taxes adjust, but not sufficiently enough, as 0 < 1" < 1— 3, and inflation partly
plays a direct role in government debt stabilization, as ¢ < 1. The monetary and labor tax rules
are still given by (3) and (4), but now with these restrictions on the feedback parameters. Thus,
in this fourth case, we allow debt stabilization, (only) along the transition, to occur partly through

distortionary labor taxes and partly through inflation.©

2.3 Equilibrium

The equilibrium definition is standard, given the maximization problems of the private sector and
the monetary and fiscal policy described above. Moreover, we consider a symmetric equilibrium
across firms, where all firms set the same price and produce the same amount of output. We also
have perfect risk sharing across households. Goods, asset, and factor markets clear in equilibrium.!!

The economy features balanced growth. As we describe below, we use standard assumptions
on preferences that ensure balanced growth. Moreover, since our production function features
two types of capital and capital-skill complementarity, we impose an additional assumption on
the growth rate of ¢, the exogenous relative price between investment in capital structures and
equipment. Generally, we normalize variables growing along the balanced growth path by the level
of technology. Fiscal variables, as mentioned above, are normalized by output. We use the notation,
for instance, V; = % and by = % to denote these stationary variables where v is the growth rate
of output. We also use the notation T, TH, and TX to denote (real) consumption, labor, and
capital tax revenues. Nominal variables are denoted in real terms in small case letters, for instance,

wy = %t. All the equilibrium conditions are derived and given in detail in the Appendix.

3 Long-Run Results

We now present our main results. We start with the parameterization and then discuss the long-run

effects, analytically (in a simplified model) and numerically (in the baseline model), of permanent

10An analogous consumption tax rule, with 0 < € < 1 — 8, generates similar results and is thus omitted here.
Moreover, while we consider these various fiscal/monetary adjustment scenarios to investigate how results depend on
different policy choices, our analysis is not normative as in the Ramsey policy tradition.

HThe aggregate market clearing condition for goods is then given by

t—1

P,
Ct+fb,t+fe,t+Gt+E(Pt )Ytzyt.



changes in the capital tax rate. As we mentioned above in Section 2.2.3, we consider three different
fiscal policy to ensure that the government debt-to-GDP ratio is at the same level in the long-run.
The first is by (non-distortionary) transfer adjustment, which we take as the starting point. We
then look at how a distortionary adjustment of labor tax rate and consumption tax rate alters

results.

3.1 Parameterization

The frequency of the model is a quarter. We use the following functional forms for preferences and

technology
1+
) ) . (H}
2

)

F (A, Ky, Ket, Lsg, Luyt) = Ay (Kpyg)® [MLZ,t +(1—p) AN(Ker)” + (1= N) (Ls7t)p)%] o

and standard functional forms for the investment and price adjustment costs

() =8 () = () =5 ()
) =2 -5 , E =— -7 .
I 2\l P 2\ P

The utility function is a standard one and consistent with balanced growth. The production function

F (-) is a nested CES structure used in Krusell et al. (2000). This implies that equipment capital
and skilled labor have the same elasticity of substitution against unskilled labor, given by 1/(1—o0).
The elasticity of substitution between equipment capital and skilled labor is 1/(1 — p). Capital-skill
complementarity exists when c>p. The parameters u and A govern income shares. Note that when
p — 0, the production function reduces to a standard Cobb-Douglas formulation, which we will use
for analytical results. Suppose that the gross growth rate of A; is @ = v'~®. We assume that ¢,
the exogenous relative price between consumption (structures) and equipment investment, grows
at rate 74 = 1/, which leads to balanced growth of the model. It follows that all growing variables
except A; grow at rate .2

Table 1 contains numerical values we used for the parameters of the model. The parameteri-
zation is standard, and we provide references or justification for values we pick from the literature
in Table 1. In the baseline, as given above, we use separable preferences that imply log utility
é: 1).13 For the produc-

tion function elasticity of substitution parameters, we use the estimates in Krusell et al. (2000)

and then calibrate a modest, unit Frisch elasticity of labor supply (

(0 =0.401, p = —0.495). This parameterization implies (equipment) capital-skill complementarity.

We also follow Krusell et al. (2000) in matching the income share of structure (v = 0.117) as well

12King, Plosser, and Rebelo (2002) describes the required restrictions on preferences and technology in the standard
neoclassical model. Balanced growth with capital-skill complementarity in the production function was shown in
Maliar and Maliar (2011), who pointed out the need to have an exogenous path for relative price between consumption
(structures) and equipment and restrictions on the growth rate.

13We will show detailed comparative statics with respect to the Frisch elasticity, given that distortions of labor
supply decisions are a key component of our analytical results.

10



as the depreciation rates of the two types of capital. Finally, for the income share of equipment and
unskilled labor, we pick parameter values to get a steady-state labor share of 0.56 (Elsby, Hobijn,
and Sahin (2013)) and steady-state skill premium of 60% (Krusell et al. (2000)).

Additionally, across various fiscal adjustment scenarios and preference and technology functions
specifications, we normalize hours for skilled labor to be 0.330 and hours for unskilled labor to be
0.307 in the initial steady-state by appropriately adjusting the scaling parameters w® and w*. We
follow the calibration of Lindquist (2004) for this choice of steady-state hours as well as the fraction
of skilled labor (N®=0.5).

The steady state of the fiscal variables such as the debt-to-GDP ratio, the government spending-
to-GDP ratio, and the taxes-to-GDP ratio, is matched to their respective long-run values in the
data. The Appendix describes this data in detail. We then calibrate the steady-state markup to
obtain a 35% capital tax rate initially. The implied initial levels of labor tax rate and consumption
tax rates are 12.8% and 0.9% respectively. For the effective expensing rates of the two types
of capital, we use the estimates in Barro and Furman (2018), which implies higher expensing of
structure investment. For the parameter governing the incidence of labor tax rate on the two types
of workers, we set equal weights in the baseline (A\°;, = A!;=1) and show results when we vary
these tax rate weights. In our baseline, we assume that the profit shares for skilled labor is 1 (x§)
and the transfers share for unskilled labor is 1 (x%). That is, all profits are distributed to skilled
labor and all transfers are distributed to unskilled labor.

Finally, for transition dynamics, the parameterization of price and investment adjustment costs,
as well as policy rules matters. We use estimates from Ireland (2000) and Smets and Wouters
(2007) for price and investment adjustment cost respectively. For the policy rule parameters, we
use estimates from Bhattarai, Lee, and Park (2016) for baseline and then some variations around
those for other policy regimes. In extensions and in the Appendix, we also show results where we
consider several variations around our baseline parameterization of important utility and production

function parameters.

3.2 Analytical results of a simplified model

We now present several analytical results that help clarify the mechanisms regarding long-run
aggregate effects. For this, we simplify the model presented above such that it converges to a
standard business cycle model. In particular, we first assume p — 0 to get a nested version of the
model with a Cobb-Douglas production function. It is also assumed the two share parameters to
be zero, p = a = 0, and the fraction of skilled households to be 1, N¥ = 1. In this case, we now
have one type of capital K.; and one type of labor L,; and a standard Cobb-Douglas production
function that implies a unit elasticity of substitution between capital and labor. In the analytical

results below, we then drop subscripts e and s for variables. We also for simplicity do not have

'41n the baseline model, these parameters do not matter regardless of how the capital tax rate cuts are financed.
In an extension where we consider heterogeneous households, these parameters matter for the aggregate effects of the
capital tax rate cuts.
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expensing of the tax rate. While there is no skill premium in this simple model, these analytical
results on aggregate effects are relevant as not only do they show the mechanisms, but also because
as we show later, for aggregate effects, our baseline model with capital-skill complementarity has

very similar predictions to the simpler case presented here.

3.2.1 Lump-sum transfer adjustment

We start with the case where lump-sum transfers adjust to finance the capital tax rate cut. Capital
tax cuts, as expected, have expansionary long-run effects on the economy. It is useful to state as

an assumption a mild restriction on government spending in steady-state as given below.!®
Assumption 1. G<1-— 9;% <Z(1d)> (1 — 7"K) =1- % (£> in the initial steady-state.
Y

Then, we can show that a permanent capital tax rate cut leads to an increase in output,
consumption, investment, and wages, and a decline in the rental rate of capital in the model. We

state this formally below in Lemma 1.

Lemma 1. Fiz 77 and b. With lump-sum transfer adjustment,
1. Rental rate of capital is increasing, while capital to hours ratio, wage, hours, capital, invest-

ment, and output are decreasing in 7.

2. Under Assumption 1, consumption is also decreasing in 7X.

Proof. See Appendix C.2. O

Intuition for this result is well-understood. A reduction in the capital tax rate leads to a
decrease in the rental rate of capital, raising firms’ demand for capital. This stimulates investment
and capital accumulation. The capital-to-labor ratio increases as a result. A larger amount of
capital stock, in turn, makes workers more productive, raising wages and hours. Given the increase
in the factors of production, output increases, which also raises consumption unless the steady-state
ratio of government spending-to-GDP is unrealistically very high, as ruled out by Assumption 1.16

Additionally, we can also derive an exact solution for the change in macroeconomic quantities
and factor prices, as well as an approximate solution for small changes in the capital tax rates that
are intuitive to understand and sign. We state this formally below in Proposition 1. Note that the
results below are in terms of changes from the original steady-state.

~K
Tnew

Proposition 1. Let =K+ A (?K) With lump-sum transfer adjustment, relative changes of

15This restriction is very mild, and is just to ensure that government spending in steady-state is not very high.
For instance, except for a case of an unrealistically high markup, this holds for any reasonable parameterization of
government spending in steady-state.

181 such a case, government consumption or investment crowds out private consumption.
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various variables from their initial steady-states are:

K/H 1-7K H
_ _ I _ B
new ITL@’LU —_ _ A (?K) e Hnew Ynew — 1 _ A (%K) e Hnew
K I 17K H '’ % 1—7K H

and

where ) = (I)Efl““ﬂﬁ <Z__((11__Z))) }jﬁ > 0. Moreover, for small changes in the capital tax rate

A (%K), the percent changes of these variables from their initial steady-states are:
=K A K = A =K
In TiLeu) _ (7—7 ), In ’an:ew _ A (T7 ) ,
7K 1 - 7K W 1-A1—-7K

f{new/Hnew _ ]- A (’FK) E[new _ =
n(S) - (ER) () e,

and _

In <C”f“’> = MeA (7)),
C

whereMH:%,MKzW+MH>O,MYZW+MH>OMMMC:

= =z -1
My — L (% (1 — ?K)> . Under Assumption 1, M¢c > 0.

Proof. See Appendix C.3. O

Proposition 1 provides a simple representation of the model solution that helps us understand
the mechanism for aggregate variables even further. As is standard, the effects on factor prices and
capital to labor ratio depend only on the production side parameters. For the level of aggregate
quantities (output, consumption and investment), however, the proposition shows that the key

step, in the aforementioned channel, is in fact how labor hours respond, %.17 This implies that

"Output for example, increases by the same amount (in percentage from the initial steady-state) as pre-tax labor
income.
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preference parameters, in particular, the Frisch elasticity of labor supply, generally matter for the
effectiveness of a capital tax cut. In fact, it is clear that since hours in the initial steady-state is less
than 1, the capital tax elasticity of hours, My, is decreasing in ¢, and thus hours increase more
with higher Frisch elasticity. Moreover, given the importance of hours response, the proposition
naturally leads us to a conjecture that a capital tax cut would have a smaller effect if the labor tax
rate needed to adjust, which we prove formally in the next subsection. Finally, the solution also
reveals that the effectiveness of a tax reform depends on the economy’s current tax rates. When
K zH

the economy is initially farther away from the non-distortionary case (i.e. when 7 , and 7¢

are currently high), a given capital tax cut will have a stronger long-run effect.

3.2.2 Labor tax rate and consumption tax rate adjustment

We next discuss the case where distortionary tax rates increase to finance the capital tax rate cut.
We first derive results where labor tax rate increases in the long-run to finance the permanent
capital tax rate cuts. Overall, compared to the previous case of lump-sum transfer adjustment,
the model predicts qualitatively similar long-run effects on most of the variables — except for labor
hours and for after-tax wages. Quantitatively, however, the macroeconomic effects are expected to
be smaller because of distortions created by the labor tax rate increase. In fact, for small changes
in the capital tax rate, we have analytical results below on exactly how small these effects are and
what parameters determine the differences.

Once again, a mild restriction on steady-state government spending is assumed as given below.

Assumption 2. G<1- %% =1- ﬁ (é) in the initial steady-state.
5

Then, we can show that a permanent capital tax rate cut, financed by an increase in the labor
tax rate, leads to an increase in the capital-to-hours ratio and in (pre-tax) wages and a decrease in
the rental rate of capital, as before.!® In contrast to the lump-sum transfer case, however, hours

now decline in the new steady-state.

Lemma 2. Fiz S and b. With labor taz rate adjustment,

1. Rental rate of capital is increasing, while capital to hours ratio and wage are decreasing in
~K
™.

2. Under Assumption 2, hours are increasing in 7K.

Proof. See Appendix C.4. O

We next show analytically the required adjustment in labor tax rate in the new steady-state
as well as the approximate solution for small changes in the capital tax rates that are intuitive to

understand and sign. We state the results formally below in Proposition 2.

1811 fact the entire response of capital-to-hours, rental rate of capital, and (pre-tax) wages are the same between
transfer and labor tax rate adjustment.
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=K
Tnew

=K+ A (?K). With labor tax rate adjustment,

7 o=7H L A (?H) where
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)

Proposition 2. Let

1. New steady-state labor tax rate is given by
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2. For small changes in the capital tax rate A (f , relative changes of rental rate, wage,

after-tax wage, capital to hours ratio and hours from their initial steady-states are:

. <f£‘ew> _AES) (ffnew/Hnew> AR

7K 1- 7K K/H C1-A1-7K
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sumption 2, My u > 0. Moreover, My > 0 if and only if 1 + 7¢ <Z_((11_Z))> > }
s
Proof. See Appendix C.5. O

The required adjustment in the labor tax rate is approximately given by the ratio of the capital
to labor input in the production function, as the government is keeping debt-to-GDP constant and
hence has to compensate the loss of capital tax revenue-to-GDP with gains in labor tax revenue.
One interesting result on the approximate solution is that the effects on after-tar wage rate depends
on initial level of labor tax rate relative to the other tax rates. Intuitively, a further increase in labor
tax rate (to finance a capital tax cut), when it is sufficiently high already, lowers after-tax wage rate.
Moreover, again, hours fall, which is the result we highlight given that it is qualitatively different.!”
Additionally, note that the (absolute) capital tax elasticity of hours, My . in Proposition 2,
decreases in ¢, and thus hours fall more with a higher Frisch elasticity.

We next discuss the case where consumption tax rate increases in the long-run to finance
the permanent capital tax rate cuts. Overall, the results are very similar to the labor tax rate
adjustment case as both these distortionary source of taxes affect the consumption-leisure choice
in a similar way. Thus, first, we can show that a permanent capital tax rate cut, financed by an
increase in the consumption tax rate rate, leads to an increase in the capital-to-hours ratio and
wages and a decrease in the rental rate of capital, as before for both transfer and labor tax rate

adjustment, as well as a decrease in hours, as before for labor tax rate adjustment.

19For this case, because of opposite movement of hours and capital to hours ratio, it is not possible to provide
intuitive results on the levels of variables such as output and consumption.
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Lemma 3. Fiz 5’ and b. With consumption tax rate adjustment,

1. Rental rate of capital is increasing, while capital to hours ratio and wage are decreasing in
_K
T,

2. Hours are increasing in 75.

Proof. See Appendix C.6. O

Then, we can also show analytically the required adjustment in consumption tax rate in the
new steady-state as well as the approximate solution for small changes in the capital tax rates that
are intuitive to understand and sign. We state the results formally below in Proposition 3. The
economic mechanisms are very similar to the labor tax rate change scenario that we described in
detail above, where here as well, hours decline.

=K
Tnew

Proposition 3. Let =K+ A (%K). With consumption tax rate adjustment,

7C .= + A (7"0) where

1. New steady-state consumption tazx rate is given by T,.,,

A7) = - (1 + 2 (1=d) %C> Oca (77)
- a_(1-d a—(1— iy
g-(=d) ) (g_((ll_‘f})> OcA (TK)
. . Amc
with Oc = (1-6) === Amc(1—75) =0
B

2. For small changes in the capital tax rate A (?K), relative changes of rental rate, wage,

after-tax wage, capital to hours ratio and hours from their initial steady-states are:

. (Fffew>_A(fK) N (f(new/Hnew>Z LA <@m>: A A(RR)

K ) T 17K K0 C1-A1-7K" 1-X1-7K

w

and

Hnew
1I1< E[ ) :MHJCA’T'K,

1 Amc (@a—(1-d))
where My .o = W(IJF;C)Q <1 - 0= > -0
%

Proof. See Appendix C.7. O

Finally, we are also able to compare analytically the change in macroeconomic quantities as
a result of the capital tax rate cut for the three fiscal adjustment cases. We do this for the
small capital tax rate adjustment approximation and prove in Proposition 4 that the increase in
output, capital, investment, consumption, and hours increase by more under adjustment in lump-
sum transfers compared to labor tax rate adjustment.?’ Moreover, the differences in these changes

for output, investment, consumption, and hours are given by the same amount. This constant

20This result does not require Assumption 2. That is, it holds regardless of whether hours increase or decrease
following a capital tax rate cut. Additionally, as seen above wages and rental rates are the same across the two fiscal
adjustments, as shown in Proposition 1 and 2, and so we do not present these obvious results in Proposition 4.
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difference depends intuitively and precisely on the labor supply parameter for a given change in the

tax rates. A higher Frisch elasticity (é) makes workers more responsive to labor tax rates, thereby
generating greater distortions, which in turn, magnifies the difference. The two fiscal adjustments

produce the same outcomes only if labor supply is completely inelastic (é = 0). Moreover, as is

intuitive, higher is the initial level of the labor tax rate, bigger is the difference. Thus, for the
same change in the labor tax rate, if the initial labor tax rate is higher, the increase in output,

investment, consumption, and hours will be relatively smaller.

and XL

Proposition 4. Let 75 =754+ A (%K), o= A (?H) Denote X1, new

o as the new

steady-state variables in transfer adjustment case and in labor tax rate adjustment case, respectively.
For small changes in the capital tax rate A (%K), for X € {C,R,f,Y, H}, we get

Xoew _ 1 1 _
1n<XL ):_GA(TK):l-Ho(l—TH>A(TH)

new

pY _C(a—(1—d
—x 1 +7'C(a(7))

1 1
where © = Tho (1_?[{) - T (1-d)

investment, consumption and hours increase by more in the transfer adjustment case than in the

) > 0. In other words, generally, output, capital,

labor tax rate adjustment case when capital tax rate is cut.
Proof. See Appendix C.8. O

For completeness, we also show similar comparisons for the consumption tax rate adjustment

case in Propositions 5 and 6, which is relegated to the Appendix to conserve space.

3.3 Numerical results of baseline model

We now present numerical results of the baseline model with capital-skill complementarity, as
presented in Section 2, and as parameterized in Table 1. One main finding is that worker and capital
heterogeneity in the model, while certainly generating new distributional implications, have little
aggregate effects. The analytical results in the previous section thus serve as a useful benchmark
for economic intuition for aggregate variables. The first set of numerical results are summarized
in Figure 1.2! While our focus is on a reduction of the capital tax rate from 35% to 21%, which
are clearly shown with colored dots in the Figure, we show the entire range of tax rate changes for
completeness.

We start with the case of transfer adjustment. For a reduction of the capital tax rate from 35%
to 21%, output increases by 3.8% relative to the initial steady state, structure investment by 19.7%,
equipment investment by 6.8%, and consumption by 2.1%.2?2 Moreover, skilled wages increase by

3.4%, unskilled wages by 2.7%, skilled hours increase to 0.334 from 0.330, and unskilled hours to

21'We show population weighted aggregates, and note that due to perfect insurance between the two types within
a representative family, marginal utilities are equalized across the two types of households.

22For comparison, Barro and Furman (2018) predict that the long-run increase in output will be 3.1% for a
permanent capital tax rate cut from 38% to 26%.
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0.310 from 0.307. In terms of financing, as shown in Figure 1, a decrease in the capital tax rate
reduces total (tax) revenues-to-GDP ratio (driven by decrease in capital tax revenue-to-GDP ratio),
which is financed by a decline in transfers-to-GDP ratio from 1.0% to -0.5%.23

The mechanisms behind aggregate effects are the same as described in the previous section of the
simple model. In fact, to make this transparent, in Figure 2, we explicitly show the comparison with
a nested model where there is a Cobb-Douglas production function, everything else the same. As
is clear, the aggregate effects are extremely similar, with output increase of 3.6% and consumption
increase of 2.0%. We also show results based on another nested model, where there is a general CES
production function, but not capital-skill complementarity. Again, the aggregate effects are very
similar. One way to obtain intuition is to look at how hours respond, as suggested by Proposition
1. As shown in Figure 2, skilled hours increase by more, but unskilled hours increase by less, than
they would in the absence of skill complementarity. These two countervailing forces contribute to
a small differential in aggregate output.

We now turn to distributional implications. First, why does structure investment increase more
than equipment investment? Quantitatively, the major reason is the higher expensing rate on
structure investment in our calibration. Qualitatively, a role is also played by the fact that in the
production function, the elasticity of substitution between equipment investment and skilled hours
make them complements.?*

Second, and more interestingly, as mentioned above, skilled wages increase by more compared
to unskilled, and thus, the skill premium or wage inequality increases following a capital tax rate
cut. In particular, the skill premium goes up by 1.06% points.?® To understand the mechanism, in

our model, we can express the skill premium as

WU ( (K} gy 7 ()

Wtu 1% Ls,t Ls,t
Thus, if a capital-skill complementarity (o > p) exists, as in our model calibration, the skill premium
increases in the amount of equipment capital when the quantities of the two types of labor inputs are
held fixed. This mechanism drives our result on the skill premium. Also, note that the skill premium
is increasing in the ratio of unskilled-to-skilled labor. This however declines in our experiment.
Thus, the main force behind the increase in the skill premium is the increase in equipment capital,

and in particular, the increase in the equipment-to-skilled labor ratio. Finally, income inequality,

measured by the the ratio of after-tax capital-to-labor income, unambiguously increases — although

23Note that this result is obtained not only because output (i.e. the denominator) increases. In fact, the total tax
revenues also decline. In particular, there is a significant decrease in capital tax revenues (about 42% decline relative
to the initial steady state), which is only partially offset by an increase in consumption and labor tax revenues. The
government therefore finances such a deficit by taking resources away from the household: transfers decline by roughly
151% of the initial steady-state. There is a “Laffer curve” for capital tax revenues but the capital tax revenue starts
to decline at very high and empirically irrelevant range, such as above 90% in our baseline calibration.

24We show in more detail in sensitivity analysis, the role played by different degrees of expensing and elasticities
of substitution.

25In the Appendix C.11, we show an analytical result on how the skill premium increases with the capital tax rate
cut in our model.
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both types of income increase. The increase in wage and income inequality can be considered as
caveats to the effectiveness of the capital tax rate cut in our model, even when lump-sum transfers
are allowed to finance the tax cut.

Next, we discuss the results when labor tax rate increases to finance the capital tax rate cut.
Figure 1 shows that in the long-run, to finance the reduction of the capital tax rate from 35% to
21%, labor tax rates have to increase from 22.8% to 25.5%. The same mechanism for aggregate
variables as we described for the transfer adjustment case works, and moreover the capital-to-hours
ratio, (pre-tax) wages on both skilled and unskilled and rental rate on both types of capital change
by the same amount as before under the baseline specification. There continues to be an expansion
in output, investment, and consumption as a result of the capital tax rate cut.

The increase in output, investment, and consumption is however, less under labor tax rate
adjustment — as is consistent with what we proved in Proposition 4 above for small changes in
the simplified model. In particular, for the baseline experiment of a reduction of the capital tax
rate from 35% to 21%, output increases by 1.96%, equipment investment by 4.96%, structures
investment by 17.61%, and consumption by 0.31%. The reason for the smaller boost in aggregate
variables is a decline of the after-tax wages, by 0.24% for skilled workers and 0.90% for unskilled
workers. This in turn leads to a decrease in labor hours in the long-run, from 0.330 to 0.3282 for
skilled workers and from 0.307 to 0.3047 for skilled workers. These are the first major qualitative
differences from the lump-sum transfer adjustment case, as also highlighted by Proposition 2. The
decrease in hours dampens the expansionary effect of capital tax cuts on output, consumption, and
investment.

Furthermore, in addition to the smaller expansionary effects, with labor tax adjustment, there
continues to be cost in terms of inequality. First, the skill premium (which is the same regardless of
pre- or post-tax measures as the labor tax rate is the same on the two types of labor) increases as
before. Our measure of income inequality continues to increases, but in fact by more here compared
to transfer adjustment, as after-tax labor income now decreases.

We also analyze the case when consumption tax rate increases in the long-run to finance the
capital tax rate cut. Figure 1 shows that in the long-run, to finance the reduction of the capital tax
rate from 35% to 21%, consumption tax rates have to increase from 1.3% to 3.5%. Generally, as we
emphasized before in analytical results for the simple model, the effects are qualitatively similar to
labor tax rate adjustment, with the main distortion again coming in labor supply decisions (here

more concentrated on the unskilled), which leads to a smaller expansionary effect.

3.4 Extensions

We now consider several extensions, including a model variant with heterogeneous households.

3.4.1 Heterogeneous households

We now consider an extension to heterogeneous households, a model with a hand-to-mouth house-

hold. In particular, the unskilled household is hand-to-mouth and consumes wage income plus
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government transfers every period. The skilled workers still own capital, have access to government
bond markets and make dynamic, optimal consumption and savings decisions.? The extended
model is detailed in Appendix B. In our baseline, we assume that the profit shares for skilled labor
(x5) is 1 and the transfers share for unskilled labor (x4%) is 1.2

The results for long-run effects under transfer adjustment for this model are in Figure 3. For
comparison, we show the results from the baseline model above as well. Since transfers decline
to finance the capital tax rate cut, and transfers are all distributed to the unskilled, as is to be
expected, consumption of the unskilled falls. Consumption of the skilled continues to rise, as in the
baseline.?® This implies that now consumption inequality, as measured by relative consumption of
the skilled vs. the unskilled increases in the long-run. Additionally, these consumption responses
cause strong wealth effects on labor supply now, unlike the baseline case. Thus, we see that hours
of the unskilled households increase while those of the skilled decline slightly. The increase in labor
supply from the unskilled then leads to a much more muted increase in their wages, compared to
the baseline, with a tiny increase. On the flip side, wages of the skilled increase by more now.
This means that wage inequality, as measured by the skill premium, increases. In this extension
therefore, inequality increases get worse.

On the aggregate side, the effects on output and investment are very similar to the baseline
model, echoing our finding in the previous subsection. For a reduction of the capital tax rate from
35% to 21%, output increases by 4.2% relative to the initial steady state (compared to 3.8% in
the baseline model), structure investment by 20.2% (compared to 19.7% in the baseline model),
and equipment investment by 6.3% (compared to 6.8% in the baseline model). The slightly higher
output effects are driven by the increased labor supply of the unskilled worker, while the slightly
smaller increase in equipment investment is a result of reduced labor supply of the skilled worker
combined with equipment capital-skill complementarity.

The results for long-run effects under labor tax rate adjustment for this model are in Figure
4. Again, for comparison, we show the results from the baseline model above as well. A clear
difference now is that in this case, as transfers does not fall, consumption of the unskilled, who
are hand-to-mouth, falls by much less. With distortionary taxes being increased, the increase in
consumption of the skilled is lower now. As with the baseline model, a clear difference from the
case of transfer adjustment is that now hours fall more for both types due to increases in the labor
tax rate. The negative wealth effect on labor supply however, mean that the fall in hours of the
unskilled is much more muted than the baseline model. The reverse applies to the labor supply of
the skilled. Moreover, again, wage inequality, as measured by the skill premium, increases in this
extension, as with transfer adjustment.

On the aggregate side, the effects on output and investment are very similar to the baseline

26This extension, while maintaining tractability, allows us to consider the type of heterogeneity that are being
extensively studied in the current business cycle literature (e.g. Bilbiie [2019] and Debortoli and Gali [2018]).

2"We discuss how results might change with alternate assumptions later in a sensitivity analysis.

28For the baseline model, as we have a representative family, we show the same consumption change for both skill
types.
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model, again echoing our finding in the previous subsection. For a reduction of the capital tax rate
from 35% to 21%, output increases by 2.08% relative to the initial steady state (compared to 1.96%
in the baseline model), structure investment by 17.74% (compared to 17.61% in the baseline model),
and equipment investment by 4.80% (compared to 4.96% in the baseline model). The differential
effects on labor supply of the two types, compared to the baseline model, mean that the aggregate

output effects are very similar.

3.4.2 Sensitivity analysis and other results

We now present some additional results on sensitivity analysis and extensions. All the results from
this subsection are in Appendix E.

First, we present comparative statics result with respect to Frisch elasticity of labor supply.
This is an important parameter, given that different source of financing imply different labor sup-
ply response, as we highlighted in the analytical results based on the simple model. Given the
baseline parameterization of a unit Frisch elasticity, we now show results for a higher and lower
Frisch elasticity. Figure A.1 shows the results under transfer adjustment, where consistent with
Proposition 1, we find that output effects are higher with higher Frisch elasticity due to a stronger
hours response. Figure A.2 shows the results under labor tax rate adjustment, where consistent
with Proposition 2, we find that output effects are lower with higher Frisch elasticity due to a
stronger negative hours response. In the range for the values we consider here, the Figures show
that the results overall are quantitatively not different for aggregate output.

In Figures A.3-A.4, we compare across the two fiscal adjustment for a given Frisch elasticity.
Consistent with Proposition 4, the difference between the two cases is bigger for a higher Frisch
elasticity. In our baseline calibration of a unit Frisch elasticity, we pointed out above that out-
put increases by 3.8% under lump-sum transfer adjustment and by 1.96% under labor tax rate
adjustment. Here, with a Frisch elasticity of 4, output increases by 4.4% under lump-sum trans-
fer adjustment and by 1.5% under labor tax rate adjustment while with a Frisch elasticity of 0.5,
output increases by 3.4% under lump-sum transfer adjustment and by 2.2% under labor tax rate
adjustment.

Second, for the case of labor tax rate adjustment in the baseline model, we consider a different
tax schedule across worker types. Note that in the baseline, for the parameter governing the
incidence of labor tax rate on the two types of workers, we set equal weights in the baseline
(A2 = Ay=1), which is arguably a realistic starting-point. In Figure A.5 we show results when
we vary these parameters. In particular, consider the case where the skilled workers only pay the
labor tax (A% = 1, Ay = 0). This can be considered as a progressive tax regime. In such a case,
we see that the after-tax skill premium declines, while the boom in output is also reduced. Thus,
wage inequality decrease comes at a cost of lower expansion, with consumption in fact falling in
the long-run.

We note however, that letting the tax incidence fall more on the unskilled workers does not lead

to a bigger aggregate effect. In fact, Figure A.5 shows that while that case (A\’y = 0.1, Ay = 1)
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certainly leads to an increase in wage inequality, it actually goes together with a lower aggregate
effect. The aggregate output and consumption effects depend on labor supply responses of the two
types of workers, which get distorted to a varying degree with the changing incidence of the labor
tax rates and affected in equilibrium from consumption response (as it affects the marginal utility
of consumption).

Third, we present additional results in the model with heterogeneous households. We want
to first point out that in this model, clearly the assumptions made on how profits and transfers
are distributed across the two types of households makes a non-trivial difference for distributional
variables. While the assumptions we made in the baseline case are arguably realistic, where the
skilled workers get the profits stream while the unskilled /hand-to-mouth workers get government
transfers, in Figure A.6, we show the long-run results under various other combinations of these
distributions. For instance, if the skilled workers get both the profits and (cut in) transfers, then
it leads to a decline in consumption inequality, in sharp contrast to the baseline case. The results
also show that aggregate effects are relatively similar across the various possibilities for profits and
transfer distributions.

Then we present two comparative statics result that are useful to interpret the long-run effects,
especially when it comes to the differential increase in structure and equipment investment following
a capital tax rate decrease in our baseline model. First, we show how results depend on different
rates of expensing in Figure A.7. Note that in the baseline calibration, structure investment is
expensed at a higher rate in our calibration, in line with the data. Figure A.7 shows that if the
expensing rates were to be the same, then the long-run increases in investment of the two types of
capital would also be more similar. For instance, if both are expensed at the rate of 0.338, then
equipment investment increases in the long-run by 16.7% (compared to baseline of 6.8%), while
structure investment increases by 22.0% (compared to baseline of 19.7%). It also follows that in
such a case, as equipment investment increases by more, the rise in skill premium increases more
than the baseline. In light of this result, in terms of wage inequality implications, our baseline
calibration can be regarded as conservative.

Second, we show how results depend on changing the elasticity of substitution between equip-
ment capital and skilled labor in Figure A.8. Note that in the production function, the elasticity of
substitution between equipment capital and skilled labor is given as 1/(1 — p). As to be expected,
a lower elasticity of substitution, making equipment and skilled labor even stronger complements,
reduces the long-run increase in equipment investment. This is another reason why in our baseline
case, equipment investment increases less than structure investment in the long-run, following a

permanent capital tax rate decrease.

4 Transition Dynamics

We now discuss transition dynamics associated with a permanent capital tax rate cut, from 35% to

21%. Thus, we trace out the evolution of the economy as it transitions from the initial steady-state
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to the new steady-state. Studying transition dynamics is important as we find that it typically takes
a quite long time, around 80 quarters, for the economy to converge to a new steady-state following
a permanent reduction in the capital rate. This allows us in particular to analyze short-run effects,
which are the focus here. Compared to the long-run analysis in the previous section, we also pay
a special attention to the role of the monetary policy, which can be potentially important due to
imperfect price adjustments in the short-run. An overall theme we highlight thus in this section is
how a joint analysis of monetary and fiscal policy is essential to understand the short-run effects

to a permanent capital tax rate change.

4.1 Four different fiscal/monetary adjustments

We start with the baseline parameterization and version of the model, and now consider four
different fiscal/monetary policy adjustment, as described in Section 2.2.3. In particular, a new
policy response that we consider here is one where inflation plays a partial role in debt stabilization.
The parameterization for the various policy regime parameters is in Table 1. The results for all

policy regimes, except for the consumption tax rate adjustment case, are shown in Figure 5.

4.1.1 Lump-sum transfer adjustment

Once again, the starting point is the case of non-distortionary transfer adjustment. What makes
the short-run distinct from the long-run is that in principle, capital tax cuts can now generate a
contractionary effect during the transition periods.

The model dynamics can be best understood as depicting transition dynamics when the capital
stock is initially below the new steady-state. As mentioned before, a reduction in the capital tax
rate leads to a decrease in the rental rate of capital, thereby facilitating capital accumulation via
more investment. In the short-run, to finance this increase of investment, consumption in fact
declines for many periods. Given this postponement of consumption, combined with sticky prices,
output also falls temporarily, before rising towards the high new steady-state. The temporary
contraction in output is a result of sticky prices and investment adjustment costs, which renders
output (partially) demand-determined and markups countercyclical in the model.

Moreover, the temporary fall in output (which is coupled with increased capital stock), leads
to fall in hours of both skilled and unskilled workers. Finally, inflation is determined by forward
looking behavior of firms that face adjustment costs. In particular, inflation depends on current and
future real marginal costs, which are a function of wages and capital rental rate. As wage dynamics
matter more and wages drop in the short-run, the path of inflation roughly follows that of wages.
The decrease in wages is driven by both supply and demand forces. The drop in consumption and
the rise in marginal utility of consumption raise the supply of hours for a given wage rate. On the
other hand, demand declines as firms produce a smaller amount of output as discussed above.

In terms of inequality, the skill premium increases slightly in the short-run and slowly converges
to the new steady state. The capital to labor income ratio also increases in the short-run, above the

new long-run level. Moreover, the long-run positive effects of capital tax cuts come at the expense
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of short-run decline of labor tax revenue— even under lump-sum transfer adjustments. Furthermore,
the decrease in labor income requires a larger adjustment of transfers. Transfers fall sharply and

in fact, go negative.

4.1.2 Labor tax rate adjustment

Next, we analyze the case of labor tax rate increases. Here, labor tax rate evolves according to
the tax rate rule, (4), given in Section 2.2.3. Overall, model dynamics are qualitatively similar
to those in the benchmark. We still see capital accumulation, achieved by increased investment
and postponement of consumption, which in turn also causes output to fall with sticky prices.
Quantitatively, however, the drop in consumption and output is larger in this case compared to
the lump-sum transfer adjustment case. As in the lump-sum transfer adjustment case, delayed
consumption decreases hours by lowering firms’ labor demand. In addition, increased labor tax
rate decreases hours even further by discouraging workers from supplying labor. Consequently,
hours in equilibrium fall much more, of both the skilled and the unskilled. This in turn amplifies

the short-run contraction in consumption and output.

4.1.3 Labor tax rate and inflation adjustment

Finally, we analyze the case where labor tax rates increase, but not by enough, and inflation partly
plays a role in government debt stabilization, as described in Section 2.2.3.29 The main difference
now compared to the pure labor tax adjustment analysis is that there is a short-run burst of
inflation to help stabilize debt. This increase in inflation, as the model has nominal rigidities, helps
counteract the short-run contractionary effects. This in fact increases output, investment, hours
and wages in the short-run, while leading to a stronger drop in consumption. In addition, a more
gradual increase in labor tax rate to the new steady-state contributes to the lack of contraction in
output. In fact, even for wage inequality, such a monetary and fiscal policy regime is quite beneficial

as it reduces the skill premium.

4.1.4 Consumption tax rate adjustment

For completeness, we also study transition dynamics for the case of consumption tax rate ad-
justment. To keep Figure 5 uncluttered, we show the results in Figure A.9 in Appendix E. The
transition dynamics associated with the labor tax rate adjustment and consumption tax rate are

very similar.

?*Note in particular that in this case, the monetary policy rule (3) does not satisfy the Taylor principle, which is
coupled with a low response of the tax rate in the tax rule (4). Clearly, we can analyze a similar fiscal adjustment case
where inflation plays a role in debt stabilization even with lump-sum transfer adjustment. When non distortionary
sources of revenue is possible, allowing inflation to play a role in debt stabilization might not be a very insightful
experiment and so we do not emphasize this.
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4.2 Role of monetary policy smoothing

We now highlight another mechanism through which modeling the details of monetary policy reac-
tion matters for the transition dynamics in a non-trivial way. Figure 6 shows comparative statics
with respect to the interest rate smoothing parameter in the monetary policy rule (pf), for the
transfer adjustment case. As is clear, transition dynamics depend clearly on how inertially the
central bank adjusts the nominal rate. In fact, with a high enough smoothing, there is no longer a
contraction in output and a fall in hours, unlike the case in Figure 5. In such a case, the contraction
in consumption is also muted, while inflation actually increases in the short-run. The main driving
force is that with high interest rate smoothing, the policy rate rises less along the transition, which

leads to a lower contraction throughout.

4.3 Transition dynamics with heterogeneous households

We finally present transition dynamics in the model with heterogeneous households (as described
in Section 3.4.1), under otherwise baseline parameter values and transfer adjustment. Figure A.10
in the Appendix shows that for the transfer adjustment case, consumption inequality increases
throughout the transition, with a large decline along the transition in consumption of the unskilled.
This is because of the large dynamic decline in transfers. Because of the effects on marginal utility
of the unskilled, they work more, unlike the baseline case. On the other hand, introducing such
heterogeneity has little effect on the transition dynamics of aggregate output, mirroring the long-
run results in Section 3.3. Figure A.11 in the Appendix shows that for the labor adjustment case,
consumption inequality increases during the transition only initially. This fiscal adjustment is

relatively more beneficial for the unskilled as it does not feature a decline in transfers.

5 Welfare Implications

While the focus of this paper is not on normative policy issues, we can nevertheless evaluate
welfare implications of the permanent capital tax rate cut from 35% to 21%. Our results on
transition dynamics suggest that a reduction of the capital tax rate has different welfare implications
depending on time horizon and household types. In this section, we formally calculate a measure
of welfare gain that can be achieved through a permanent capital tax cut.

Our measure of welfare gain for type-i agent, u} ,, is implicitly defined by

t t

Spu (Gm) = 80 (14 i) G ).

=0 j=0

where {C’JZ, HJ’} and {(:Z’;, H']’} are respectively the time path of type-i agent’s normalized consump-
tion and hours with and without a capital tax cut under the various fiscal adjustments (indexed
by k) we have considered above. We denote by uiﬂt’ the case of transfer adjustment and by ,u?Lt’

the case of labor tax rate adjustment. In this way, u};t measures welfare gains from period 0, when
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the tax reform initiates, till (arbitrary) period ¢, in units of a percentage of the level of normalized
initial consumption.?’ The lifetime (total) welfare gain is then measured by lim; s u?t, which is
often of interest in the business cycle literature (Lucas [1987]).

We start with the baseline model with consumption insurance across household types, where
we present results on aggregate welfare. Figure 7, in panel (a), presents the evolution of aggregate
welfare gain measure over time, pu ¢, along with its limit, j; o, when the government finances the

t.31

capital tax cut through lump-sum transfer adjustment and labor tax rate adjustmen Moreover,

while for a realistic calibration and comparison, we had assumed that government spending-to-GDP
ratio % remains unchanged from an initial positive level after the tax reform, to ensure that our
welfare results are not driven by this assumption, we show results when throughout, both before
and after the capital tax reform, government spending-to-GDP ratio % is zero.??

Panel (a) of Figure 7 shows that a reduction in the capital tax rate from 35% to 21% increases
discounted aggregate lifetime utility. The lifetime welfare gains (p o) amounts to 1.18% of the
initial consumption level under transfer adjustment and 0.53% under labor tax rate adjustment.
Thus as expected, gains in welfare are lower under distortionary tax adjustment. In both cases,
however, there are welfare losses in the short-run: pr; and pp; only become positive 94 quarters
and 169 quarters respectively, after the onset of the tax reform.?® Results are very similar when
government spending-to-GDP ratio % is zero throughout, with higher welfare gains in the long-
run and quicker transitions to positive welfare gain, due to no crowding out effect of government
spending on consumption.

More interesting is arguably the case with heterogeneous households where unskilled workers
are hand-to-mouth. Panel (b) of Figure 7 shows this case for a reduction in the capital tax rate
from 35% to 21% and where government spending-to-GDP ratio %t is at a baseline, positive level
throughout. It is clear that in this case, the tax reform does not leads to a Pareto improvement
even with transfer adjustment: the skilled gain at the expense of the unskilled because the latter
type, as we pointed out earlier, consumes less, which in turn also forces the agent to work more
through wealth effects on labor supply. The same is true for labor tax rate adjustment.

Specifically, the lifetime welfare gains under transfer adjustment amounts to 4.46% of the initial
consumption level for the skilled and negative 8.28% for the unskilled. Turning to the short-run,
compared to the baseline case above in panel (a), the skilled worker’s welfare drops by less and
more temporarily: 7, is negative only for 26 quarters. In contrast, for the unskilled, p., never
becomes positive. When labor tax rates adjust, in the long-run, while welfare gains are smaller
for the skilled, welfare losses are in fact smaller for the unskilled. Labor tax adjustment works
better for the unskilled as the labor tax increase burden is shared by both types, whereas transfer

reduction only affects the unskilled. We discussed the same mechanism for the consumption effects

39Tt thus measures welfare gains at the point when the agents are ¢ quarters old.

31For brevity, we focus on these two cases.

32We do this extension to clarify that crowding out of private consumption by higher government spending does
not drive our welfare results. For the quantitative positive results presented earlier, this issue has negligible effects.

33The black vertical line for reference denotes when the economy converges to the new steady-state.
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in the long-run above.

Panel (c) of Figure 7 shows the case for this model where government spending-to-GDP ratio
% is at zero throughout. The results are similar qualitatively. Focusing on the transfer adjustment
case for instance, due to the fact that there is no increased government spending in the new steady-
state, the cut in transfers is lower. Then, the long-run welfare loss for the unskilled is lower as now
their consumption falls by less in the long-run. Note however, that the long-run welfare gain for
the skilled is also lower. This is because in fact consumption in the long-run increases by less for

the skilled than before, driven by the much stronger effect on consumption for the unskilled.3*

6 Conclusion

We study aggregate, distributional, and welfare effects of a permanent reduction in the capital tax
rate in a dynamic equilibrium model with capital-skill complementarity. Such a tax reform leads
to expansionary long-run aggregate effects, but is coupled with an increase in the skill premium.
Moreover, the expansionary long-run aggregate effects are lower when distortionary labor or con-
sumption tax rates have to increase to finance the capital tax rate cut. An extension to a model
with heterogeneous households shows that consumption inequality also increases in the long-run.

We study transition dynamics and show that there are contractionary effects in the short-run,
with a fall not just in consumption but also output, coupled with increases in wage inequality. We
show however, that for transition dynamics it is imperative to study fiscal and monetary policy
jointly. This is because the short-run effects depend critically on the monetary policy response:
whether the central bank allows inflation to directly facilitate government debt stabilization and
how inertially it raises interest rates. Finally, we contrast the long-term aggregate welfare gains
with short-term losses, as well as in the model with heterogeneous households, show that welfare
gains for the skilled go together with welfare losses for the unskilled.

Introducing some additional forms of heterogeneity is a potentially important extension. Our
analysis of the short-run and the long-run suggests that the proposed tax reform will have heteroge-
neous effects on different generations. Thus, exploring generational heterogeneity is a particularly
interesting avenue for future research. Introducing firm heterogeneity and financing constraints,

similar to the household heterogeneity extension, might also be an interesting avenue for research.
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7 Tables and figures

Table 1: Calibration

Value Description References
Households
B 0.9975 Time preference Smets and Wouters (2007)
%) 1.0 Inverse of Frisch elasticity of labor supply Smets and Wouters (2007)
@° 7.14 L Steady-state H* = 0.33
B Labor supply dis-utility parameter ,
" 4.75 Steady-state H" = 0.31
de 0.031 Equipment capital depreciation Krusell et al.(2000)
dy 0.014  Structures capital depreciation Krusell et al.(2000)
I3 4.0 Investment adjustment cost Smets and Wouters (2007)
N* 0.5  Fraction of skilled labor Lindquist (2004)
Firms
o 0.401  EoS between unskilled labor and equipment Krusell et al.(2000)
p -0.495 EoS between skilled labor and equipment Krusell et al.(2000)
e 0.117  Structures capital Income share Krusell et al.(2000)
. o Steady-state labor share: 56%
A 0.35 Equipment capital income share . .
(Elsby, Hobijn, and Sahin (2013))
. . Steady-state skill premium: 60%
I 0.345  Unskilled labor income share
(Krusell et al.(2000))
50 Quadratic price adjustment cost Ireland (2000)
4.0  Elasticity of substitution between goods Steady-state Markup: 33%
o4 1.0054 Long-run growth rate of output Bhattarai, Lee, and Park (2016)
qo 0.95 Relative price of structure to equipment capital Maliar and Maliar (2011)

Government (Fiscal/Monetary Policy)

0.363
0.161
0.009
0.128
1.0
1.0
0.812
0.338
1
0
0.0
1.5
0.5
0.9
0.0
0.9
0.0
0.9
0.0
0.0
0.05
0.002
0.0
0.05

SS debt to GDP ratio

SS government spending to GDP ratio

SS consumption tax revenue to GDP ratio

SS labor tax revenue to GDP ratio

Effective rate of labor tax on skilled workers

Effective rate of labor tax on unskilled workers

Effective expensing rate of structure investment

Effective expensing rate of equipment investment

Fraction of profit distribution to skilled worker

Fraction of transfers distribution to skilled worker

Interest rate smoothing parameter

Inflation feedback parameter under Taylor Principle

Inflation feedback parameter when inflation helps debt adjustment
Transfers smoothing when transfers adjust

Otherwise

Labor tax rate smoothing when labor tax rate adjusts
Otherwise

Consumption tax rate smoothing when consumption tax rate adjusts
Otherwise

Transfers or consumption tax rate adjust

Labor tax rate response to debt

Labor tax rate response when inflation helps debt adjustment
Transfers or labor tax rate adjust

Consumption tax rate response to debt

Data(See Appendix D)
Data(See Appendix D)
Data(See Appendix D)
Data(See Appendix D)

Barro and Furman (2018)
Barro and Furman (2018)

Bhattarai, Lee, and Park (2016)
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Figure 2: Long-run Effects of Permanent Capital Tax Rate Changes (Comparison with Nested Models)
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Figure 3: Long-run Effects of Permanent Capital Tax Rate Changes (Comparison with Heterogeneous
Households Model)
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Figure 4: Long-run Effects of Permanent Capital Tax Rate Changes with Labor Tax Adjustment (Compar-

ison with Heterogeneous Households Model)
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Figure 5: Transition Dynamics of Permanent Capital Tax Rate Changes Under Various Policy Regimes
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Figure 7: Welfare

(a) Aggregate Welfare Gains in the Baseline Model
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(b) Heterogeneous Households Model: Welfare Gains by Household Type (§ = 0.161)
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(c) Heterogeneous Households Model: Welfare Gains by Household Type (g = 0.0)
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Appendix (not for publication)

A Model

A.1 Households

There are two types of agents: skilled(s) and unskilled(u). We assume there is no population
growth. We denote N* by the mass of i-type agents for i € {s,u}. There are two types of capital
stocks: capital structures (K3 ;) and capital equipment (K. ;). The economy has two sectors: one
sector produces consumption goods and capital structures, and the other sector produces capital
equipment. Both sectors use the same technology; however, there is a technology factor specific to
the capital equipment sector. We aggregate the production of the two sectors by introducing an
exogenous relative price between consumption (structures) and equipment, ¢;. We assume that ¢
grows a constant rate vy,, that is ¢; = qofyé. Households’ maximization problem is as follows:
max EO {Z /Bt
t=0

é,t’Ké,t+1’Ké,t+1’VtZ+1} }

s.t. (1 + th> PfC«Z + Ptlg"t + PtI;t + BZ + EtQt,t-‘rl‘/ta»l

()

logC! — @
&t 1+¢

{Cf,H’,f,B’f,Ig,t,I
- (1 - AiHTtH) WiH; + Ri_1Bi_, + Vi
+ (1 - TtK) REVEG, + (1 - TtK) RF°K,
+ N7 P+ AT B,

+ Pt%q)t + Pt%ﬂst,

) ) Tt )
Ki,t+1 = (1 - db) Kli,t + <1 -S <[ib7t )) Ig,t
bt—1

i i IZ: %
e, t+1 — (1 - de) Ke,t + <1 - 'S <IZ o )) e,tqt
e, t—1

where E is the expectation operator, C} is consumption, H; is hours, and Igt and [ ét are capital

structure investment and capital equipment investment, respectively. Similarly, Klit and K;t are
the capital stock of structures and equipment, respectively. Households trade at time t one-period
state-contingent nominal securities Vlf+1 at price Q)t,++1, and hence fully insure against idiosyncratic
risk. Thus, there is complete consumption insurance in the model. B! is nominal risk-less one-period
government bonds, ®; is profits from firms, and Xﬁp is the share of profits for i-type households.
P, is the aggregate price level, W} is nominal wage for type-i agent, and R; is the nominal
one-period interest rate. Moreover, th and th are the rental rate of capital invested in structures
and equipment, respectively, while ¢ is the relative price between consumption (structures) and
equipment. S} is lump-sum transfers from the government and be is the fraction of the transfers
for i-type households. th is the tax rate on consumption, TtH is the tax rate on wage income, and
/€ is the tax rate on capital income. The parameter )\i u governs the (relative) effective labor tax
rate on the two types of agents. (3 is the discount factor and dj and d. are the rates of depreciation
of the capital stock invested in structures and equipment, respectively. Moreover, Ay and A, are

the rates of expensing of the capital stock invested in structures and equipment, respectively.
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A.2 Firms
A.2.1 Final goods firms

Competitive final goods firms produce aggregate output Y; by combining a continuum of differen-

2]
0—-1 9—1
tiated intermediate goods using a CES production function Y; = ( fol Yi (i) @ di) =1 where 6 is

the elasticity of substitution between intermediate goods indexed by ¢. The corresponding optimal
1

price index P; for the final good is P; = ( fol P, (i)l_e di) m, where P;(i) is the price of intermediate
goods and the optimal demand for Y; (7) is

() = (o )HYt. (©)

A.2.2 Intermediate goods firms

Intermediate goods firms indexed by ¢ produce output using a CRS production function

Y () = Aug, () [1LG.0 () + (= ) (NKZ, () + (1 - N L2, (1) 7] © ™

where A; represents exogenous economy-wide technological progress. The gross growth rate of

technology is given by a; = Aj?il =a. Firms rent capital and hire labor in economy wide competitive

factor markets. Intermediate good firms also face price adjustment cost = ( Pf%‘)) Y, that has
standard properties.

Firms problem is to

00 At
max E BEL P, (i
[P0V H ), Ko (9)) 0{; vaihd )}

subject to (6) and (7), where A; is the marginal utility of nominal income and flow profits®; (7) is
given by

P, W LowE RS . R N 10
[} = Y — — L, - L — K, — Kot — =2 =——+ Y.
0(0) = 5 Yi (i) = T Lu (1) = Lo (1) = =5 Ko (i) = “p—Ket (§) )Y

A.3 Government
A.3.1 Government budget constraint

The government flow budget constraint, written by expressing fiscal variables as ratio of output, is

given by

T Bi.1 1Y::1 G. 8
t =Ry t—1 1 Y1 +7t+7t
;% Y: Y: Pi_1Yioim Vi ;  Y:
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where

B, = Z N'B!

i€{s,u}
¥= > N7
i€{s,u}

TtH = TtH Vgt )\iHN’LHZ
i€{s,u} ¢
Kb K (RS i
TS = > N 5 Kb — Mol
i€{s,u} ¢
K,e . .
T =nf N' (R;, Keo— AEI;,J
i€{s,u} t

Se= Y N'S

i€{s,u}
N°S; = x5St
NS = X585t = (1= x5) S
and G} is government spending on the final good.

A.3.2 Monetary policy

Monetary policy is given by a simple interest-rate feedback rule

B[R] (2

where ¢ > 0 is the feedback parameter on inflation (ﬂ't =

(1-7)

Py
P )

R;, and 7 is the steady-state value of m;. When ¢ > 1, the standard case, the Taylor principle

R is the steady-state value of

is satisfied. When ¢ < 1, which we will also consider, inflation response will play a direct role in

government debt stabilization along the transition.

A.3.3 Fiscal policy

We consider a one-time permanent change in the capital tax rate 7% in period 0, when the economy

is in the initial steady-state. In order to isolate the effects of the capital tax rate cut, %* is kept

unchanged from its initial steady-state value in all periods. The debt-to-GDP ratio, %, may
deviate from the initial steady-state in the short run but will converge back to the initial steady-

state in the long-run, through appropriate changes in fiscal instruments.

We will study both long-run effects of such permanent changes in the capital tax rate, as well
as in extensions, full transition dynamics as the economy evolves towards the new steady-state. We
consider the following fiscal policy adjustments that ensure that in the long-run, debt-to-GDP stays
at the same level as the initial level through appropriate adjustment of fiscal instruments, while
ensuring that distortionary tax rates adjust smoothly during the transition. First, only lump-sum

transfers adjust to maintain Pl?)t’t constant at each point in time.?® Second, only labor tax rates TtH

35GSince transfers are lump-sum and there is complete risk-sharing, the time-path of transfers does not matter, and
so we just use a simple formulation.
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adjust following the simple feedback rule

B "B
=l =0 (et = wlh) + (1= 0" (25 - )

where ¢ > 1 (3 is the feedback parameter on outstanding debt, 0 < pH < 1 governs labor tax rate

smoothing, 71 is the new steady-state value of 71, and % is the (initial and new) steady-state

new

value of P%/t . Third, only consumption tax rates 7 adjust following the simple feedback rule

= () (1) (- )
where /¢ > 1 — 3 is the feedback parameter on outstanding debt, 0 < p© < 1 governs consumption
tax rate smoothing, and 7C,, is the new steady-state value of 7C.

For transition dynamics, the behavior of the monetary authority generally matters. In the three
cases above, we have the monetary policy rule satisfying the Taylor principle, ¢ > 1, which thereby,
implies that inflation plays no direct role in government debt stabilization. We consider a fourth
case to highlight the role of monetary policy response to inflation for transition dynamics. In this
case, labor taxes adjust, but not sufficiently enough, as 0 < 1 < 1 — 3, and inflation partly plays
a direct role in government debt stabilization, as ¢ < 1. Thus, in this fourth case, we allow debt
stabilization, (only) along the transition, to occur partly through distortionary labor taxes and

partly through inflation.

A.4 Market Clearing

t—1

S S S S u U u u —_ P
N°(Cy+ I+ I2,) + N (CY + Iy + 1) + G+ 2 (pit) Y, =Y,
1
/ Loy (i) di = N“H}'
0
1
/ Lo (i) di = N°H;
0
1
/ Ky, (i)di = N°K;, + N"K}),
0
1
/ Koo (i) di = N°K°, + NUKY,
0
1

/ &, (i) di = N°®; + N ®}
0

u I u
Kb,t+1: 1*db KbtJF(l S(I ot >>Ib,t
b,t—1
s I b,t s
Kpip1=(1—dp)Kp+(1-8 Ts Iy,
b,t—1
u I u
Ko = VK, +(1-S8 Tu Ic.q:
e, t—1
s s [st K]
Ke,t+1 = Ke ,t +({1-— S Is -Ie,tqt
e, t—1
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A.5 Nonlinear Equilibrium Conditions

In this section, we derive the equilibrium conditions that are necessary to solve the model.

A.5.1 Firms

e Production function

Yi (i) = Adkpy ) [0, ) + (1= 0) (VKL () + (1= ) E2, (D) 7] 7

e Cost minimization: capital-labor ratio

RISY = aMC, (i) AcKg  (0) L2 () + (1= ) (K2, () + (1= ) L2, (3) 7] = aMC () %
Ke 1ot () Yl (1= 1) (AL, () + (1= N L2, (i) KL, (i)
B == a) MC.() Ke,i (i) (HLg,t (i) + (1 — p) (NKL, (4) + (1 — N\) LE, (i))i> (AKé’,t (i) + (L= A) LE, (‘))

Y, (i) ( Bl i)
Lo () puLg , (3) + (1 — ) (/\K

S 1w o Ye(D) (1 —p) (AKE, (i) + (1 — ) LE, (i
e 10 (ML 2 (@) + (1= p) (AKZ, (1) + (1= A

W = (1—a) MC, (i)

oo
~
= ~ |~
S
Nasd
—
—
>
Nl
S
-
—
S
=
—
sla
\—/

=
~ |
@«
- >q
—
S
=
SN—

[
v
N

>
3
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—
o~
\_/‘
=l
h
| oo
|
|~
hv
w
-
—
S
=
v

e Skill-premium

Wi (=) (=) (KDY L ) 7 Lue DN

i = O (2 ) o) T ()
Rf’ezl—a< (1— ) (AKL, () + (1= N LE, (i) )( AKZ, (i) )Kb,tm
R o \uLg, (i) + (10— p) (WKL, () + (1= L2, (1) 7 ) \MEE (@) + (1= N LE, (1)) Ko (0)

We 1= [(Kei (i)'
R ¢ A

e Profit maximization:

mex EOZW P (TR ) o= () v

where

The first-order condition is:

(pr())) Ptpl( )= <( 9)+9Mg§> ( P(tw)“’yt
+ BE: A;\TE’ (Plt;trl((;)) Piy1Piy1 (4)

[1]
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e Profit

A.5.2 Households

e Maximization Problem:
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e (Capital accumulation:

K =1 —de) K&y +

Kioo1 =(1—dy) Ky + (1 -8 (Ibf’:l >> I,
(1-s(z%))
Keon =0 -y Ko (125 (520 )

A.5.3 Government and Market Clearing

e Government budget constraint

B; n ¢ +TH +TtK’b +TtK,e _ B 1Y n Gy n St
PY, Y, “TPYiam Y, Y, Y,

where

By = Z N'B;

i€{s,u}
¥= Y N7
i€{s,u}
T =1 V;ft NouN'H{
i€{s,u} ¢
( pEKb )
T =7 Y N Sp Kb = Nolhs
t
i€{s,u}
X X . REe )
T, =1 Z N’ <7t é,t_)\e-[é,t)
i€{s,u} Pt
Si= > N'S
i€{s,u}

N°S; = x5St
NS¢ = x5S: = (1 = x3) St

e Profit distribution

o= Y N'&
i€{s,u}
N*®S = 5P,
N"®} = xg®: = (1 — x3) P:

e Resource constraint:

; , ; ; . P,
N“‘(Cf+15,t+fs,t)+N“(Cz‘+fé‘,t+féit)+Gt+E<Pt )Yzzyt

t—1
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A.6 Stationary Equilibrium

We consider a symmetric equilibrium across firms, where all firms set the same price and produce

the same amount of output.

A.6.1 Notations

A balanced growth path can be achieved if A‘?jl =a = vy'""“and qtq—il =g = %, ie. 7y =1 In
this case, the growth rate of output Yﬁl = .
.. L, I, .. K, . K,
Quantities :C’Z:—:, Lyy=— Iy=—, Kyy=—, K¢y = = for i € {s,u}
gl gl ¥ Y (Vg
- Y - K ~ K,
}/;f = %7 Kb,t - l;:t’ et — el
v g (v7)
_ o WE W gy RMY k. RS
P . s _ t u t 0 T e
rices : W} Byt Wi =5 g T P Py
~ o, - ! P, MCy
O =—, dl=—1L = — =
t ,}/t 9 t ’}/t 9 7Tt Ptil 9 mct Pt
. : = Bl ~ G z0 TF -y TH
Fiscal variables: by = ——, Gy = —, T, = —, T;" = —
e TRY TV T Ty,
K? K7 3
TK,b_Tt TK,e_Tte S—é gi_S;
t Y, ) t Y, ) t }/t’ t }/t
Multipliers: Al = ~'P,AL, \iJéJ = yt\lfiyt, \ijét = ‘Ilf;’t
A.6.2 Stationary Equilibrium Conditions
e Production function (Let Ag = 1)
- 11—«
i K5 [uraot (- ) (ARE (-0 22,) ] 0
e Cost minimization ~
it = ame, ~Yt (9)
Ky,
. 7, (1= p) (ARL, +(1=N)L2,) " AR,
e = (1—a)me—= - = — ’ - (10)
Ree \urg o+ (=) (0RE, + (=0 12,) 0 ) \MEee P (=) Ly
wy = (1 — a)me; Y o (11)

LT+ (=) (AR + (1= L2,)

v, (1= p) (AKL, +(1=NL2,)

(1-NLE,
L ; i NRZ (=) I (12)
P\ pLg, + (1 - p) (AKg”tJr(lf)\)Lg’t)” ot (I=XN)LE,
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Skill-premium

~ g bt P e
%: (1_“):1_” ()\ (IL{:) +(1A)) <

Firms’ maximization: Phillips Curve

E/ (ﬂ't) Tt — ((1 - 9) + HmCt) + 5Et =
Ay

Profit

Atr1 Y1 o

= —

t

= 5 ~ Kb & Kef
O, =Y, —wy'Lyy —WiLey —1 "Kpy —1p Koy —

Households

— Marginal Utilities:

z‘,_.

Ai(lJthC):

3.

Al (1 - A:HTE) @i =& (H;)‘P

— FOCs and Capital Accumulation

1+ th
. o 1
Ri= @RtEt{ o }
v Tt+1
BAL, 1
Qt,Hl N Yy [~\§ Tt4+1

(7Tt+1) Tt+1

E (7Tt) Y't

Wb = 2B (= d) By + (1750 PSR )

(1= 2m) Ai = i, <1 -s <;’it 7>

bit—1
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. I}
+ éEt U 41 bf“’Y
v Ilz),t
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Iy,

Ti
U
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Ib,tfl

i
b,t+1

)
-

)

\iji,t = BE; {(1 —de) \iji,t+1 + (1 - Tt}i1) Tﬁi ~i+1}

1+ o~y I
(1=2erf) —Ri= 0L, (1-8( 52
q0 L,

’Y‘f{lﬁ,t+1 = (1 — db) }N{é’t —+ (1 — S (

~2,t+1 = (1 - de) f(ét + (1 -S (
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e Budget constraint

~s 7s Ts FERY, s ~S T8 Is Y 1
(1+70) G4 B+ Lo+ 00Ye = (1= Npr?) 0 B + R
t

)

e Resource constraint

N* (G B+ 1) + N (G T+ 1) = (1= Ge— 2(m)

e Market clearing

+(

V=) R (1

+ /\thKff’t + /\eTth;t

e Government budget constraint

Cy = N°C{ + N“C}'
Lu:=N"H}
L., = N°H;
Ky, = N°Kj, + N“Kp,
Kei=N°K;, + N“K!,

Iy = N°If , + NI},
Iet = N°I3, + N“IY,

K,e 1>

S
ry Ko+

P B AR
be + T + T + T/ + T = Rt—lbtflﬁ LG+ S
t t
where
7 Ci sm H ( ; ~-Lu>
T° =72 TH =7, A pwy—== |,
t )/;7 t t Zgu +H Wt )/t
. K i " K. I
R G R B e
¢ Y f Y:

e Fiscal Policy Rules

e Monetary policy

Tt

p
K {
T =

7—_K
-K
TNew

ift=0
ift>0
R

48
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e Government debt to GDP (or transfers):

S

= l:) if adjusting transfers (39)
Sy = S if adjusting labor tax rate
A.7 Steady State

Recall that in steady-state, S (y) =S’ (y) = 0:
From (13), we get

01
me = —p—
From (19) and (20), we get
1 (1-d
o - L0 (10)
F—(1—de
_K,e 1 B ( ) (41)

From the production function, we get

_<?’> {u(%‘) +(1—p) <)\(IL(> +(1—)\)>p] (42)

From firms’ optimality conditions, we get

F“ =<

U

+
/N
™|
|
—_
N———
Sl
+
25
911

where the profit is B




and the transfer is

Z Aow u:)L? S 8 Kb )\bﬁ
Y

ie{s,u}

5= ¢

“<”\ Qu

—K—K,e
T
Y )

From (23) and (24) for both types of households, we get

K I
—(1—-d 7b = ,b
(- (—d) 2t =2
K: I
“m - m
Ky Iy
1-d =2
(- (—d) 2 = 2
Ky I
d,—e — fe
ae ~ ge?
From households’ intra-temporal Euler equations, we have

A (1= N7ty _@(E ¢
A w0 Hu

~ (N“A + N¥)
Su A =
O = A E N

From the market clearing conditions, we have

Ky _Kj | L. Ky
Ly Hs L Hv
K. K: N L. K"
Ls Hs LsHv
From (25), we get
K, CL Y

B

F“ Qu

The nominal interest rate is obtained from Euler equation (17)

T

RZB.

(54)

(55)

We fix steady-state hours for skilled labor H* = 0.33 by assuming the skilled works 40 hours

per week and H* = 0.93 * H*(Skilled workers work 7% more than low-skilled worker).
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B Model with Incomplete Markets

B.1 Households and Firms

e Skilled households make saving/investment decisions and own the entire capital in the econ-

omy

ol -2

(1+Tt)PtCt + Pl + PI.,+ By
(1—)\&117} )Wth + Ri_1B;_ 1+<1_Tt )besz-f—)\sz Py

max
{Cg HEBE I o184 Kb,t,+1’K:,t+1}

s.t.

+(1—Tt )RfeKjt—i—)\rt P, + P® + PSE

S S IS S
Ky = (1 —d) Ky + (1 0 (I’b >> e
b,t—1

S S I: S
Ke,z+1 = (1 - de) Ke,t + (1 -8 (IS L )) Ie,tqt
e, t—1

e Unskilled households are hand-to-mouth households, that is, they consume their disposable

income every period.
HY 1+
max  log C}' —&" H)
{cu mp I+

st (1 N )PtCt - ( Ay )Wt HY + P,®" + P,S"

e Firms’ problem are identical to that of the baseline model with complete markets

B.2 Government Budget Constraint, Monetary Policy, and Fiscal Policy

e The government flow budget constraint, written by expressing fiscal variables as ratio of

output, is given by
B ¢ TH 1KY ke Bii 1Yin Gy S
t L_&.L_k 4t :Rt71t717t1 o, Pt
P_1Y,am Y, Y. Y

PY: i Y Y: Y:
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where

B,= > N'B

i€{s,u}
€=7 Y NCi=r°C
i€{s,u}
TH =77 | > (N ATH?:Ht)
i€{s,u}
RK,b
TS = NS Jg Ky — Mol
t

% % RK,e
T/ = N*°7/ (;ft - )\EIE,t)
Si= > N'S
i€{s,u}
N°S; = X%St
N"Sy = x§S5: = (1 — x3) S

e Profit distribution

o= Y N&
i€{s,u}
N°®F = x5P;
N"®} = xg®: = (1 — x3) P:

e Monetary policy and fiscal policy rules are identical to those under the model with complete

markets.

B.3 Market Clearing

Py
Ptfl

N* (Cf+1§,t+15,t)+N“C§‘+Gt+5( )Yt:Yt

1
/ Ly (i)di= N“H}'
0
1
/ Loy (i) di = N°H;
0
1
/ Ky (i) di = NSKIf’t
0
1

K. (i)di=N°"K;,
0

1
/ ®, (i) di = N°®; + N“d
0

s _ s Ii)s,t s
Kprn=(1—-dy) Ky, +|1-S 5 Iy,
bt—1

Kewn == d) Kzt (128 (720 ) ) Eaa
e, t—1
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B.4 Stationary Equilibrium

We consider a symmetric equilibrium across firms, where all firms set the same price and produce
the same amount of output. Given nonlinear equilibrium conditions, we detrend variables to specify
stationary equilibrium conditions. All the notations are the same as before. We now state all the

stationary equilibrium equations under incomplete markets.

e Production function:(Let Ayg = 1)

l-a
i 3 [k + - ) (2 (-2 22,
e Cost minimization: 3
Kb
Ty = QMct—=
b,t
. v, (1= p) (AKL, +(1 =N L8,) AR,
ry ¢ =(1—a)mes—= - - — : .
Kee \urg,+ (= (0RZ, + (=N L2,) " ) \Meea t (=) L
) .
u?f:(lfa)mctL Hlut =
O\l (=) (ARZ + (=N 28,)”
7, (=) (AR + (=N L2,)" (1— N L,
sz:(l—a)mctL - - N ; )\ 7
W\ Lz, + (=) (ARG + (1= 22,)7 er T (=N L5,

skill-premium

o () o) (1)

e Firms’ maximization: Phillips Curve

Aes1 Y,
E, (ﬂ't) T = ((1 — 9) + Gmct) + BEt ;CJ ;.;1 E/ (7l't+1) Tt+1

t t

Profit

4 Y ~U ~ 5 K,b 1 K,e 1o e
Py =Y, —wy Lu,t - ths,t — T Kb,t — T Ke,t - ~—4(7Tt)Y;£

Budget constraint
~s 7s s PRV, s ~S 178 s ¥, 1
(1 + th) Ci+ 1T+ 1 +bY: = (1 — )\THTtH) wy HY + Rt_1bt71Yt—1ry7
t
+ (1 - TtK) Tf{’bsz,z + (1 - TtK) TtK’cf{eS,t + %‘it + %Stf/}

+ /\thKINIf,t + )\eTth;t

e Households

93



— Marginal Utilities:

1

i

R (1= Nwr") @ =& (H)*

AS (1 + th) =

— FOCs and Capital Accumulation

=N
B = (Cr) ()

1+th @
-, 1
Af = éRtEt At+1 }
Y T4+1
qji,t gEt { (1 —dp) U3 a1t ( Tt{(kl) Tt+1At+1}
Iy I Iy
(1 — ATt )At <1 ( bt 'y) -S <~Sb’t7> ~Sb¢7>
Iy, 1 Iy, 1
2 Ts
+ /BEt { " <[b n ry) S/ (Iblg‘rl fy) }
Iy,
et_ t{ de) et+1+(1—7ﬁ1)rﬁr’f~f+1}
(1 — )\eTtK) — 1-8S| =2y -8 | =2y ) =2y
I:t 1 2 IZi 4

) . i
7Kb,t+l = (1 - db) Kb,t + (1 -S ( ~.b’t 7)

ffi,m = (1—de) Kf,t + (1 -S ( ~Z_E’t 'y>
e,t—1

~u1_)\u TH —u [ Au u
et e (o) oy

(1+TF)C*“:(1 Ay 7 )w};Ht &Y 45y,

e Hand-to-mouth households

e Resource constraint

Y:

SN——

ét + N°? (jlf,t + i:t) = (1 — G~'t — E(m)

o Market clearing

Cy = N°C; + N“C}*

Ly:=N"H}
Ls:= N°H}

Ky = N°Kj,
Key = N°K:,
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e Government budget constraint

o w ke e o 1T A
be + TS + T/ +TtK’b +TtK’ =Ri1by1— L+ G+ S
Y Yy
where
C L
TC =792 TH =1 (Ainz f’t),
t i€{s,u} t
- K I - K I,
Tth - <T{(,b bty Et) 7 TtKe - <T{(e ety f,t)
f Y; f Y;

e Monetary policy

2ol @

e Government debt to GDP (or transfers):

by = booif adjusting transfers
Sy = S if adjusting labor tax rate

C Proofs of Propositions

C.1 Steady-state equilibrium equations for a nested version of the model

We assume p = 0, o = 0, and p — 0 to get a nested version of the model with a Cobb-Douglas
production function. In this case, to have balanced growth, the growth rate of output is the same
with the growth rate of technology,y = @, and the growth rate of relative price (v,) is 1. Let
go = 1. Also, let the fraction of skilled workers N = 1 and set X = 1 and x& = 1 for profit and
transfers distributions. Then, in this economy, we have one type of capital K.; and one type of
labor Ls;. We derive steady-state equilibrium equations for this nested version of the model and

drop subscripts e and s.

e Marginal cost
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e (Capital rental rate

—(1—d)

=3
=
|
™l
—
ot
\]
~—

e Production function

= = A
Y K
- (H) (58)
e Wages and capital-to-labor ratio
R\
~ (= (59)
H Amc
_[:{ A
w = (1—X\)mc <_>
H
A 1 K 2
= (1= ) (V)T (mc) T (#) > (60)
e Resource constraint
C NY I
==(1-G)=-=. 61
7= (6% 7 1)
e Profit _ B _
P -H K
==1- 1[)? - fK?
Y Y Y
e Transfer
S = 1—% b—-G+TY+T7 +T7. (62)

o T0 g _1TY k1 TF
¢’ w 27 rE K
v Y Y
e Intra-temporal Euler equation
1
1+
_ 1
H=|———71—+ . (63)
o (1+'FC g;)
1-7H H @
e Investment _ _
I K
==—=((a—-(1-d 64
=== (- (1-d) (64)



e Nominal interest rate

C.2 Proof of Lemma 1

Proof. From (57) and (60), we get

orf K
ok ~1_7x Y

ow (W A 8FK<0
ork — \rK ) \1-X) o7k =7

=
@
-+
SRl
I
m\‘k‘u
Qo
=]
(oW
N3l
I
i

. From (59) and (58), we get

Combining (60) and (61) with (63), we rewrite the steady-state hours as

_ _1
_ 1 147° (1-G _a—(1-d) Lk e
H=[w — A= 1-— .
<w<1—)\1—7_'H<TﬁC %—(1—d)( ™)
Then, the partial derivative with respect to capital tax rate is

oH  H* [ X 1+7%a—(1-d) ~0
oK~ The \"1T-AT-FA% (14 '

Now, we find the partial derivatives of levels of variables. For capital, investment and output, we
can easily verify that

oK _ 0k = OH
57K _H(?%K +k6%K <0
ol 0K

Y 85 7
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For consumption, combining (58) and (64) with (61), we get
. Y T\ .-
C=((1-¢)5-% |0

(A=
=\ —a-a)

Then, the partial derivative of consumption with respect to capital tax rate is

il

_ A _

oC A 1 Amc (1 —75)\ ™ = (@a—(1—d)) ol = COoH
= = _ 1-G) —micee——— (1Y g+ 22
o7 (1—/\1—7K)<g—(1—d) ( G) e 1) L=+ 7ok
Under Assumption 1, we find 8‘1—62 < 0. O

C.3 Proof of Proposition 1

Proof. Let 7, = 7% + A (75). From (57), we get

-1
Thew _ ((1=T5 N _ 1_A(%K)
K 1-7K, 1—-7K

From (60), (59) and (58), we get

a1
1 147¢ [ 1-G a—(1—d) =K e
Hpew T-XN1-7H ( me _A%—(l—d) (1 _Tnew)>
H

where = o712 4y (4020 ) 475 > 0.
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Now, we find changes of levels of variables. For capital, investment and output, we can easily
verify that

and

7 = . iy 5
L N

For consumption, combining (58) and (64) with (61), we get
(-745,) ) T
_A(=ARL) \ T 5 e@=0- - 7
o ()™ [(1-8) -l -]

A

é —F =X = _ _
<m02(1(1j3> " {(1 - G) Y e G TK)} H

5= §-(d)
A _ (a—(1—-d))
_ 2 Al
(AT, S RO A ()| (1+0a (7))
1-7% (1 = é) —amc@=1=d) (1 _ k)
Z-(1-q)

(-2 (e E (S0 ) (reoa )

Now for small changes in the capital tax rate A (7"K ), the percent changes of rental rate, wages,
capital to hours ratio, output to hours ratio from their initial steady-states are:

i (Be) = (- 200 = () 4 (),

and




The percent changes of levels of capital and investment from their initial steady-states are:

- . ) -
m(Kf( > - (II> 2_((I—A)(ll—fK) * 1+¢)A(T )

= -MxgA (fK)

where Mg = m + % > 0. Also, the percent change of output from the initial steady-

state is:

Voew | _ A Q )
1“( v )‘((1—A><1—%K>*1+¢)A(TK)
:—MyA(T'K)

Q
whereMY:W+m>0.
Finally, the percent change of consumption from its initial steady-state is:
(@a-(1-d)

A Amcig——
In Cnew ~ _ A _ + Q _ _ Bﬁ (1—d) A (ff-K)
(1—)\)(1—7’K) 1-}—@ (1—G)—)\ _ (a—(1-d)) (1_7,_1()

Mea—1—ay
A a—(1-4d) y
A ¢ )

ae(es) 09 we()o )
+ A [+
1+ ¥ W (1 _ é) _ )"’ﬁc(a—(l—d))(l_;K) (T )
509 £—(1—d)
=-McA (7"K) .

Notice that under Assumption 1, the numerator of the second term in the large bracket is greater

1
>0. O

than zero. Thus, we have Mg = My — % (g (1 — fK))

C.4 Proof of Lemma 2

Proof. Notice that rental rate of capital, wage, capital to hours ratio, and output to hours ratio are

the same with the lump-sum transfers adjustment case in C.2.
To show hours are increasing in 7%, we rewrite (62) as the following:

Ta Y Y
- (pﬁ%)ﬁéJﬁc (175)7%(17#{) + 77 (1= A + 7 e

(1= X)mc— S+ {(1—%)3—5+%C ((1—6) —%(1—%K))+%K/\mc]
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Then, from (63), we get

Z-(1-d)

7= (65)

@ (1+79) 1—5_M(1_%K)> ik
(1-Nyme— 5+ [(1_%)3_@%((1_5) ‘Wﬂ—m) HKW]

Taking a partial derivative with respect to capital tax rate gives:

_ _ —C dmc(a—(1—d)) — ~ —C\ dmc(a—(1—d)) _ = _ =H
oH H-¢ T W-ﬁ-)\mc UJ(1+T )W(l )x)mc(l T )

otk 1+ _ _ Z  Amc(a—(1-d)(1-7K B = me(a—(1- K ’
P w(1+TC) (1_G_ %_(1_;) ) ((I} (1+7_'C) (1—G_ Ame( @(i(ld_))d()l )))
B

(1_)‘)7”6(1—7}1)“15(“—(1—‘1))]

Z_({1-d)

1 fgeedne@(-d) [_o& | §-0-d & i _
e 1 5-0-9 TO§+BC—(1—A)mc(1—TH)]

1 fg-exmc@a-=01-d) [_cé&  _wH=8 a_(1_gq) - = )
T e RgeRig i 1208 g ptpl g i (1-G) - £ a- (1-a) - (1= N)yme

_ - ) Y
©(1+7°) & <
1 g—exmc@a=(1-d) [_cé& , _H =0 KR (1-d) =
- e A TG0 TOEHT w%—FT %—}—(27(17(1)) (1 G) mc
5 =0y ¢ ¢
©w(1+7 % I 7
_ T (1*#{:)0 TC L 7K L 7H 4 ?*(1*d (1—G) mca(a—(l—d))
o(1+79)¢< (a—(1-d)) R ¢ )
Y
: o0H
Under Assumption 2, 5= > 0. O

C.5 Proof of Proposition 2

Proof. Let 7K =7K + A (?K) . Under the labor tax adjustment case, the steady-state labor tax

new

rate is:

Then, after capital tax rate changes, the new steady-state labor tax rate is given by:

§-[(1-£)5-Gere (1) - Mo (15 )) 4 Ao

_y _ Ta

Thew = (1 —=X)me
e A (1 s CW) A () )
=7+ A (7).

Notice that the relative changes of rental rate, wage and capital to hours ratio from their initial
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steady-states are the same with the lump-sum transfers adjustment case. For after-tax wage, from
(60) and (66), we get

(1= #,) e A (), ela=0-a) A\
1n< ) e ( H)<1+T 5—(1—d>>><1_1—7f<) )

‘]I

where My > 0 if <1 + 7¢ (g ((11—d))) > tzi For hours, from (65), we get
5

1
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Z-(1-a)
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1
-C 7 fEry
Amc+ Z;K L K 4
1+ <(1TH)1( A>7Ym> A (75)
1—7
1+ | =) a9
Y
Then, for small changes of capital tax rate A (fK ), we get:
H
1 )\mc(a (1—d)) [~ & a_(1—d = B A B B
e ( Z—(1-d) ) TC%Jr% (17G) — (=) ErK — (1= N)mc(1-77) N
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1o (-8 g (Tome) A ()
L+pl-=A (1-7H) <
Y
~MuA (75)
where Mg > 0 under Assumption 2. d

62



C.6 Proof of Lemma 3

Proof. Notice that rental rate of capital, wage, capital to hours ratio, and output to hours ratio are

the same with the lump-sum transfers adjustment case in C.2.
To show hours are increasing in 7%, we rewrite (62) as the following:

§:<1fi)375+%cg+%H@£+%KfK§
a % %
_ 75 :7 =~ _C . = 7)\mc((_1—(1—d)) 77}( _H . _ _K _
—<1 ﬁd)b G+7T (1 G) %—(1—(1) (1 T + 77 (1= X)me+ 7 Amc
_ A _ Amc(@a—(1-d)) =K g _ R\7_ A =H( _ _ K\ -
1+7__c:(1 G) B (1 T )—|—S [(1 7,r&)b G+7 (1—-Nmc+7T )\mc]
_ ) L Ame(@a—(1-d) (| _ =K
(1-G) - mlaty™ (- 7%)

Then, from (63), we get

_ _ 1
_C A o
e (@1-1—7' C1>

1—78 Ao

1
T+e

@((175) —W(l—%"()+§— [(17%)bfé+?H(lf)\)MC+?K)\Tﬁc})

- (1= X)mc(1—7H)

Taking a partial derivative with respect to capital tax rate gives:

OH  wH?**¢ A (@—(1—d))
oK 14 (1-N)(1-7H) (1_ (1 >>O'

C.7 Proof of Proposition 3

Proof. Let iﬁw =K+ A (fK ) Under the consumption tax adjustment case, the steady-state

consumption tax rate is: ~ S -
S—[(1-2)b-G+TH+TK]
C m™a

= Qu

Then, after capital tax rate changes, the new steady-state consumption tax rate is given by:

S=[(1=£)b= G+ 7" (1= Nymic+ 7 xc + A (75) xric]

e
TTLS’lU = = —
(1-¢)- G e (1 - 715.,)
=C Amc =K
T — (i = — A (T
(I—G)— %721173)) )\mc(l—‘rK) ( )
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2 _(1—d
1+ S A (7K)

el
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Then,

A(F) =~ (1 ,a--d ‘T'c) Och (77)
PR s () eear)
where O¢ = _—Amc :FK§>O.
¢ (1—0)— a=U=d) \je(1—7K) c
Z-(1-d)

Notice that the relative changes of rental rate, wage and capital to hours ratio from their initial
steady-states are the same with the lump-sum transfers adjustment case. For hours, we get

= — — = = = = 7#
i (17G)—%(1—%§€M)+S—[(17%)bfGJr%H(lf)\)chrﬂ{iw)\mc] e
new __ B
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.
(1+7¢) 3

Then, for small changes of capital tax rate A (%K ), we get:

n Hnew . 1 Amc _M K
| <H >_1+¢<1+f0>?<1 %—<1—d>>A( )

= MH’TOA (7—'K)

1 \mic (@a—(1-d))
where MH,TO s (1+7—_C)§ <1 - %—(l—d) > > 0.
Y

Now, we find changes of levels of variables. For capital, investment and output, we can easily
verify that
1
Tte

_ . i | @a=(1=d)
Kpew . knew Hpew B <1 A (7_'K)> A 1 5—(1—d)
f{ ];- H 1—7K (1 + 77_0)

Amce

QN
>
—
|
N

Now for small changes in the capital tax rate A (7"K ), the percent changes of rental rate, wages,
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capital to hours ratio, output to hours ratio from their initial steady-states are:

; I a—(1- 1= #) G\ A (7€
K I 1-A 5-00-d))1+¢ 1470 ) 1-7
N S U PR el Cl) 1— 75N oH!te\ A (FF)
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DY 1+ A 147¢ A Amic(a—(1—d)) _ 1— 7K
2 +7 (liG)iw(liTK) T
O

C.8 Proof of Proposition 4

Proof. From (57), (60) and (59), we get

The amount of changes in capital to hours ratio to the capital tax cut is the same in both lump-
sum transfers adjustment case and labor tax rate case. In a similar way, we know that output to
hours ratio, investment to hours ratio, and consumption to hours ratio change by the same amount
in both cases. Thus, all the magnitudes of changes in macro quantities to capital tax cuts are
determined by the hours responses. Now, we compare the changes in hours to capital tax rate
changes under the transfers adjustment case with the changes under the labor tax rate adjustment
case. Notice that the initial steady-states are the same in both cases. Let H!  and HE  denote

the steady-state hours after the capital tax changes in the transfers adjustment case and in the
labor tax rate adjustment case, respectively. Then, from (63) and (66), we get

1
@ 14+7C (1 _ é _ Amc(@—(1-d)) (1 _ 7K )) 1+

sz) (1—=X)mc 1—7H %—(1—d)
Hlew & 147C A _ Ame(a—(1-d)) ~K
—Nyme 1-72 1-G - T-(1-d) (1= 7ifew)

1—7H

For small changes in capital tax rate A (fK ), we get

ln(gf%:) :7141-<p1i)\ (1_1%,{) <1+TC(CL((112))))A(TK)

=-0A (%K)
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where © = ﬁﬁ (17177.1{) (1 + 7_'0(;;__((11__?))> > 0. Then, for the levels of output, consumption,

capital and investment, the differences are the same: that is,

T AT T 7T T
In —Z”ew =1In 79% =In —If"e“’ =In —I:”e“’ =In <{I"5w) = —0A ('FK ) .
Ynléw C’ILLIE’LU K TLL/E’LU I ’I’LLIE’LU H?%ew

O]

C.9 Relative Changes of Variables in the Consumption Tax Rate Adjustment

Case
_K
Tnew

in transfer adjustment case and in consumption taxr rate adjustment case, respectively. For small
changes in the capital tax rate A (%K), for X € {C’, K,IY, H}, we get

Proposition 5. Let =7E LA (%K). Denote XTI and X¢

mew rew 08 the new steady-state variables

Y1
In (X"ew> = —0LA ()

Xew
where @g > 0 if and only zfé <1- A%% (1 — ?ﬁw).

Proof. Let HI, and HS, denote the steady-state hours after the capital tax changes in the
transfers adjustment case and in the consumption tax rate adjustment case, respectively. Then, we

get

1
_ _ = _ T 1+
147 (1 —G- Ame(a—(1—d)) (1 _ ’T_'T}L(ew)> ®

w
ngw (1-X)ymec 1—7H e-(-q9
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=1+ 2%
14 7¢
s
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e () A (=)
B 1+47¢ a—(1-d) \ R [~
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For small changes in capital tax rate A (?K ), we get
a—(1-d) \ -
In (Hf) I (ﬁ‘“‘“)T e A ()
Hiew/)  14¢ L+76 (1-G) - == wme (1 - 7k.)
B

Then, for the levels of output, consumption, capital and investment, the differences are the same:
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that is,

}:/T éT I:(T I:T ar
ln :new — ln :TLE’M) — ln :new — ln :new — ln < 771,€UJ )
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Then, ML = S _ Arfic >0 if
1-‘1—30 1+‘Fc (1_é)_ Z U-d) )\mc( new)
g—(1=d)

~1-0.15=0.85

in our calibration. In this case, capital tax cut is more expansionary in the transfer adjustment

case than in the consumption tax rate adjustment case. ]

Proposition 6. Let 75 =75+ A (7" ) Denote XL and XC,,, as the new steady-state variables
wn labor tax rate adjustment case and in consumption tar rate adjustment case, respectively. For
small changes in the capital tax rate A (fK), for X € {C’, K,I1Y, H}, we get

Y L
In <§gw) = 06A ()

new

T

where @é > 0 if and only z'fé< 1—)\%ﬂ (1—7"K )—(1—)\) 0-11-1"

—(1-d) new 0 1+7

|l QI

Proof. Let HL,, and HS,, denote the steady-state hours after the capital tax changes in the labor
tax adjustment case and in the consumption tax adjustment case, respectively. Then, we get

_ 1
© 147¢ A Amic(a—(1—d)) K I+e
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For small changes in capital tax rate A (%K ), we get
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Then, for the levels of output, consumption, capital and investment, the differences are the same:
that is,
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in our baseline calibration. In this case, capital tax cut is more expansionary in the consumption

tax rate adjustment case than in the labor tax rate adjustment case. O

C.10 Changes in Output with Infinite Frisch Elasticity

How do the changes in output to the capital tax rate vary with the different Frisch elasticity
parameters under labor tax rate adjustment case? Notice that from (65), we get
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Notice that under Assumption 2, the second term in the RHS is positive. (?;()
increasing in ¢ and it has a lower bound at % = 0o. That is, for A (fK ) <0,
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Thus, the change in output is positive even under the infinite Frisch elasticity if

1 TK>1—|—T

C.11 Analytical Results with Capital-Skill Complementarity

Equipment and Structure Capital Rental Rates

From equations (40) and (41), we have
=K,b

oFfe e ~0 oFft

= = 0.
otE 17K 7 S T
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Equipment Capital to Skilled Labor Ratio

We can combine equations (45) and (46) to get

Combining equations (43), (44) and (51), we derive unskilled to skilled labor ratio (L, /Ls),
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r ()7 (1= A7)

NS
Let’s combine the above two equations to get a nonlinear equation which determines steady-state
equipment capital to skilled labor ratio (K./Ls) which is a function of equipment capital rental
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K we have
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Taking a partial derivative of (67) with respect to capital tax rate 7
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Unskilled to skilled labor
Combining equations (43), (44) and (51), we derive unskilled to skilled labor ratio (L, /Ls),
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Skill premium
Combining equations (43), (44) and (68), we derive the skill premium
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D Data Appendix

We calibrate the steady-state fiscal variables using US quarterly data for the post-Volcker period
from 1982:Q4 to 2008:Q2.

D.1 Debt and spending data

We use the following definitions for our debt and spending variables:
e Government debt = market value of privately held gross federal debt;
e Government expenditures = government consumption;

Note that we use a single price level, GDP deflator, for both variables.

The market value of privately held gross federal debt series was obtained from Federal Reserve
Bank of Dallas and the government consumption data series was taken from National Income and
Product Accounts (NIPA) tables.

D.2 Tax data

We follow a method originally based on Jones (2002). Additionally, we use the tax revenues of the
federal government and local property taxes.

We use federal taxes on production and imports (lines 4 of NIPA Table 3.2) for consumption
tax revenues. Let this be TC.

The average personal income tax rate is computed to get both capital tax revenues and labor

tax revenues. We first compute the average personal income tax rate as

p_ IT
~ W+ PRI/2+CI

where IT is the personal current tax revenues (line 3 of NIPA Table 3.2), W is wage and salary
accruals (line 3 of NIPA Table 1.12), PRI is proprietor’s income (line 9 of NIPA Table 1.12), and
C1 is capital income, which is the sum of rental income (line 12 of NIPA Table 1.12), corporate
profits (line 13 of NIPA Table 1.12), interest income (line 18 of NIPA Table 1.12), and PRI /2. We

here regard half of proprietor’s income as wage labor income and the other half as capital income.
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Then the capital tax revenue is
" =rPCcr+cr+ PT

where CT is taxes on corporate income (line 7 of NIPA Table 3.2), and PT is property taxes (line
8 of NIPA Table 3.3). In NIPA, home owners are thought of as renting their houses to themselves
and thus property taxes are included as taxes on rental income or capital income. The labor tax
revenue is computed

T" =77 (W + PRI/2) + CSI

where C'ST is contributions for government social insurance (line 11 of NIPA Table 3.2).
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E Appendix Figures

Figure A.1: Long-run Effects of Permanent Capital Tax Rate Changes under Transfer Adjustment with
Different Frisch Elasticity
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Figure A.2: Long-run Effects of Permanent Capital Tax Rate Changes under Labor Tax Rate Adjustment
with Different Frisch Elasticity
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Figure A.3: Long-run Effects of Permanent Capital Tax Rate Changes under Transfer Adjustment and
Labor Tax Rate Adjustment
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Figure A.4: Long-run Effects of Permanent Capital Tax Rate Changes under Transfer Adjustment and
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Figure A.5: Long-run Effects of Permanent Capital Tax Rate Changes (Progressivity of Labor Taxes)
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Figure A.6: Long-run Effects of Permanent Capital Tax Rate Changes (Incomplete Market Model with
Different Profits and Transfer Distribution Rules)
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Figure A.7: Long-run Effects of Permanent Capital Tax Rate Changes Under Transfer Adjustment with

Different Expensing Rules

Consumption
2 ©)
<
? Py,
%’ 0
T
% ”.\0
= "’._\‘
£ -20 -\
E
g |
o
£ .40
X 0 21 35 50 65 80
Hours:ﬁ Skilled
(H°)
034k
0.32 > .
e, N,
03 S
0.28 <
0 21 35 50 65 80
4}; Skill Premium
2 (@ /a")
S
T e
g0 -
— ’0.~§
é -10 "o \t
h=1 ‘s Y
g
g -20 "
2 %)
< -30
2 0 2135 50 65 8
N

Equipment Investment

Structure :Investment

(1)

50
22

-50

A

% from initial steady-state
% from initial steady-state

0 21 35 50 65 80 0 21 35 50 65 80
Hours: Unskilled Wage:fSkilled
(H") 2 (w")
]
0.32 7 o
> I
30 .
0.315 ) E ,':\~
;| £-20 "’.\‘
0.31 SE e )
e | B0 \:
0.305 I
0 213550658 = 0 2135 5 65 80

Capital to Labor Income Ratio
( (17?1()(FK.(;,’;»UJFFI\’,I:I}D) )

Equipment Rental Rate

Equipment to Skjlled Labor Ratio  Structure to Unskilled Labor Ratio

g (5)

% 40

> ",‘

T 20

o

Z 0 .

— ~

£ -20 .,\\

2 .40 SR
g 60
&

X 0 213550 65 80

Capital Tax Revenue

=K

20
~ ]
515
IR
kS X4
+ 10 “. ,‘
g o e
§ “"/
& 5 “;‘ PAd
0
0 21 35 50 65 80

7 (%)

B I GIRTTE GS)
g N
x40
2 20
g 20
2 +
0 £15 E
- 8 ;
£ 20 5 s
ig 40 ~10

*
5 5 ST
X 0 2135 50 65 80 0 2135 50 65 80

Consumption Tax Revenue

% () (1)
i G
> 50 [a M
g N, &) ol
] U 0.95 ’/
z 0 f “
= g 09
= 50 "»% A s
é 0.85},
=X 0 21 35 50 65 80 0 21 35 50 65 80
Transfers Consumption Tax Rate
(S) (79)
14

o, 15 g
5
= 10 A LB —————
© o e o
2 S g ITTIY - (LI
3 5 ““ Ce o
2 ot
& 0 / “;" 1.2

0 21 35 50 65 80 0 21 35 50 65 80

7 (%)

(%)

Output
2 )
2
P "',
> )
<
£ 0
% S
= R
:é -20 ‘o.‘:\
g \:
é -40
X 0 21 35 50 65 80
Wage: Unskilled
g (w")
+ 10 N
s g 2
20
()
< o
: -10 R
= N
£ 20 N
£ -30 %
H
X 0 21 35 50 65 80

Structure Rental Rate

(fK.b)

14
12
E 10 /‘
% 8
S //
4 -
0 21 35 50 65 80
Labor T@x}{ Revenue
(T)
13feeey
= ey,
<) 7:\,
) 12.5 %, \‘
- >, %
5] 3
2 12 %
[ |
2 C
0 21 35 50 65 80
Labor Tax Rate
)
235
—.—e—
- 23 CTYEY -+ EERTTRRTTTRTT T
% G ——————
225

22
0 21 35 50 65 80

7 (%)

No Expensing mm=mm=mm Baseline(\, = 0.812, A = 0.338) ssssssusss Low Expensing(A, = A, = 0.338) |

80



Figure A.8: Long-run Effects of Permanent Capital Tax Rate Changes under Transfer Adjustment with

Different Elasticity of Substitution between Skilled and Equipment Capital
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Figure A.9: Transition Dynamics Under Labor Tax Rate and Consumption Tax Rate Adjustment
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Figure A.10: Transition Dynamics of Permanent Capital Tax Rate Changes Under Transfer Adjustment

with Heterogeneous Households
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Figure A.11: Transition Dynamics of Permanent Capital Tax Rate Changes Under Labor Tax Rate Ad-

justment with Heterogeneous Households
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