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Taxing Sin Goods and Subsidizing Health Care

Abstract

We consider a two-period model. In the first period, individuals consume two goods: one is
sinful and the other is not. The sin good brings pleasure but has a detrimental effect on second
period health and individuals tend to underestimate this effect. In the second period,
individuals can devote part of their saving to improve their health status and thus compensate
for the damage caused by their sinful consumption. We consider two alternative specifications
concerning this second period health care decision: either individuals acknowledge that they
have made a mistake in the first period out of myopia or ignorance, or they persist in ignoring
the detrimental effect of their sinful consumption. We study the optimal linear taxes on sin
good consumption, saving and health care expenditures for a paternalistic social planner. We
compare those taxes in the two specifications. We show under which circumstances the first
best outcome can be decentralized and we study the second best taxes when saving is
unobservable.
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1 Introduction

In our everyday life we consume a number of goods that all bring us utility. For most of
them, that is all. For some, today’s consumption can have some effects on tomorrow’s
health. For example, smoking leads to shorter lives or excess sugar to diabetes. To the
extent that we impose costs on ourselves, there is no need for government action except
if out of ignorance or myopia we do not take into account the delayed damage done to
our health.! If this is the case, then there is a “paternalistic” mandate for public action,
assuming that the government has a correct perception of the health damage generated
by our sinful consumption.

Optimal sin taxes have been studied by O’Donoghue and Rabin (2003, 2006). They
model an economy where individuals have hyperbolic preferences and differ in both
their taste for the sin good and in their degree of time-inconsistency. They show how
(heterogeneity in) time inconsistency affects the optimal (Ramsey) consumption tax
policy. Their main insight is that, “although taxes create consumption distortion for
fully self-controlled people, such distortions are second-order relative to the benefits
from reducing over-consumption by people with self-control problems” (O’Donoghue
and Rabin, 2006, p. 1827). Gruber and Koszegi (2001) study a Pigouvian tax used
to counteract over-consumption due to self-control problems, and apply their model to
the determination of optimal cigarette taxes. Gruber and Koszegi (2004) also study
cigarette taxation with self-control problems, but their focus is the tax incidence for
different income groups rather than optimal taxes.

O’Donoghue and Rabin (2003, 2006) are representative of the literature studying
present-biased preferences (such as Laibson (1997)) in that 1) they assume that all
non-biased individuals disapprove or regret their past consumption decisions and 2)
there is nothing that agents can do to mitigate the current impact of past consumption
decisions. Our objective in this paper is to lift those two assumptions and study their
consequences on optimal sin taxes.

We model a two-period situation where individuals consume a sin good, with positive

'We are not concerned here by two important issues: addiction and externalities associated with
sinful activities.



immediate gratification but negative impact on second stage health status. In the second
stage, individuals may invest in health care services that have a positive impact on their
health status. Individuals differ in income and in how much they take into account the
link between sin good consumption and health care on the one hand, and health status
on the other hand.

We contrast two possibilities. In the first one, individuals realize in the second
period the mistake they did previously, regret their past high sin good consumption,
and invest in health care understanding its correct impact on their health and utility.
In other words, individuals suffer from myopia in the first period, but use their true or
correct preferences later on. They thus exhibit “dual selves”, using a term coined in
the behavioral literature. A second possibility is that these individuals never take into
account the true impact of sin good consumption and health expenditures on health
status. They thus act upon the same (mistaken) preferences in the two periods of their
lives. Up to their last days, these people stay ignorant of (or unwilling to act upon)
these effects.

Which preferences should the social planner use when assessing optimal taxes/subsi-
dies on sin good consumption, saving and health care expenditures? The recent liter-
ature on paternalism has studied the impact of the introduction of behavioral consid-
erations on the objective of the planner. Thaler and Sunstein (2003) make a strong
case for “libertarian paternalism”, which applies to settings in which no coercion is
involved, such as when the planner has to choose the default option (such as the auto-
matic enrollment in 401(k) employee savings plans in the US). Other papers go further
and study situations where the planner’s decision coerces people, such as when it taxes
certain goods or even prevents them from being consumed. The literature has focused
upon the case where people differ in their degree of non-rationality. These contribu-
tions advocate the use by the planner of “cautious” (O’Donoghue and Rabin (1999))
or “asymmetric” (Camerer et al. (2003)) paternalism, which trades-off the benefits of
paternalistic interventions for people making mistakes against the costs for fully rational
individuals. This literature usually shows that some intervention is called for by this

kind of paternalism, since deviations from laissez-faire impose second-order costs on



rational individuals, but first-order gains for non-rational people. Moreover, they show
(O’Donoghue and Rabin (2003, 2006)) that even a small probability (or proportion) of
people making mistakes can have dramatic effects for optimal policy.

We add to this literature by departing from it in two ways. First, we study the
consequences of adopting a paternalistic objective when individuals are adamant in the
mistakes they make — i.e., when they never realize (because for instance of ignorance or
cognitive dissonance) that they base their decisions on wrong premises. Second, rather
than mixing rational and non-rational individuals, we contrast the results obtained
when all individuals are repentant in the second period or when none is (in the two
cases, we allow for heterogeneity in the degree of myopia, but not for whether myopia
persists or not in the second stage). Obviously, paternalism is easier to defend in our
setting when individuals have dual selves. We nevertheless think that a case can be
made in favor of paternalism even when individuals never realize their mistake and thus
always use preferences different from those used by the planner. Our approach in that
case is reminiscent of the older literature on “merit goods” (Musgrave (1959), more
recently Besley (1988)), where we add that the reason for the difference between the
planner’s and the individuals’ preferences resides in the (unrecognized) mistakes made
by individuals. We consider it interesting to study and contrast the results obtained in
the two scenarios even if the argument for paternalism is less convincing in the latter
one.?

We obtain the following results. We first show that the first best outcome can be
decentralized with individualized linear taxes and subsidies in the two scenarios (persis-
tent error and dual self). In the first one, it is necessary to tax the sin good consumption
while subsidizing health care expenditures. There is no need to influence saving. The
second scenario is more complex, since the social planner faces a problem with changing
preferences. The planner has to intervene in the first period by taxing the sin good
while subsidizing savings. There is no need to influence health care expenditures, which

are optimally chosen provided that first period choices are optimal. Comparing the sin

2To be complete, in the conclusion we discuss what would happen if we adopt a welfarist approach
in the case of persistent myopia/ignorance.



tax in the two scenarios, we obtain that it is smaller in the dual self case if and only if
the marginal effect of health care on health status increases with sin good consumption.

We then turn to the second best setting where the planner observes neither income,
preferences nor savings. In the single self case, optimal linear sin taxes and health
expenditure subsidies depend upon two terms: a (classical) covariance term reflecting
distributive considerations and a “Pigouvian” term that reflects the “internalities” an
individual imposes on himself. In the dual self case, optimal tax formulas contain a
third term, which is linked to the inability to control savings. This additional term
calls for higher tax on sin good/subsidies on health care provided that this tax/subsidy
encourages savings.

The rest of the paper is organized as follows. In section 2, the model, the first-best
solutions and the decentralization conditions are presented for the two specifications.
Then in section 3 we turn to the second-best problem when individuals persist in their
ignorance. In section 4, we study the alternative second-best problem, that is when

individuals realize having made a mistake. A final section concludes.

2 First-best and decentralization

2.1 Model

We consider a society consisting of a number of types of individuals ¢. Each type is
characterized by a wealth endowment w; and a subjective and objective health para-
meter «; and [§,. Each individual’s life spans over two periods. In the first one, he
consumes a numeraire good ¢; and a sin good x;. He also saves s; for future expenses.
In the second period, he consumes an amount d; of the numeraire and he invests e;
in health improvement. In this second period, he enjoys a quality of health §;h (x;,¢€;),
on which z; has a negative effect and e; a positive effect. For reason of ignorance or
myopia, the individual has a perception of this function that underestimates the impact
of both arguments. In other words, he perceives a health function equal to a;h (x;, €;)

with oy < 3;.3

3 An alternative specification could be h (3;2:,e;) or h (cuizi,e;), in which case myopia only concerns
the sin good and not health care. This would not change the qualitative nature of our results.



His two-period utility function can be written as:
Ui=u(c)+ ¢ (x;) +u(d;) + aih (zi,e), (1)
with budget constraints:

wi = 1+7)si+(1+60)x;i+c —a,

di = Si—(1+0)€i,

where 7,0, 0 are tax rates and a is a demogrant. For simplicity reasons, we assume a

zero time discount rate and a zero rate of interest.

2.2 First-best

We assume that the government is a paternalistic utilitarian. In other words, it adopts
an objective made of the sum of utilities (1) in which ; replaces «;. As a benchmark,

we derive the first-best (FB) conditions by solving the following Lagrangian:

Ly = Y mifu(e) + ¢ (@) +u(d) + Bib (zi,e)

—,u(ci—kxi—i-di—kei—wi)],

where p is the Lagrangian multiplier associated with the resource constraints and n;

the relative number of type ¢’s individuals. The FOCs yield:
u' (c;) = ' (di) = ' (i) + Biha (wis ) = Bihe (w3, €i) = p,

with h; < 0 and he > 0. Denote the first best solution by ¢, =7, d} and e;. We can also
define s7 = df + €7, the (implicit) individual savings at the first-best solution.

The utilitarian planner equalizes marginal utility of consuming the numeraire good
in both periods. Since preferences for this good are the same for all individuals, this
calls for ¢; and d} to be equal and the same for all. Marginal utility for numeraire
and sin goods are also equalized, with the latter composed of the immediate marginal
gratification and of the (true) delayed marginal impact on health. Finally, the planner

also equalizes second period marginal utility from consuming the sin good and from



consuming health care. If the marginal impact of sin good consumption on health is the
same for all individuals (8; = (), then z} and e} are also identical for all.
It is interesting to contrast these conditions with the laissez-faire (LF) ones, which

are obtained by maximizing:
U = uw(wi—14+7)s;—(1+0)z; +a;)
+o (x;) + ajh (x5,e;) +u(s; — (14 0)e).
In the LF, 7 = 0 = 0 = a; = 0 and we have:
v (¢;) = ' (dy) = ¢ (2;) + aihg (74, €;) = aihe (x5, €;) .

Marginal utility of consuming the numeraire and the sin goods are also equalized (though
they differ across agents if there is heterogeneity in «;), but not at the correct level since
individuals make a mistake when assessing the impact of both sin good and health care

consumption on their second period utility (health status).

2.3 Decentralization with persisting errors

To decentralize the above optimum, we need individualized redistributive lump sum

taxes a; and individualized corrective taxes or subsidies on the sin good and health

expenditure.
(@i — B;) ha (7, €7)
0; = Lt ) 2
B e .
and
o = (O‘B_B) <0. (3)

The tax on sin good consumption forces the individual to internalize the full impact
of his sin good consumption on his health. It is proportional to the share of the impact
that he does not spontaneously internalize (given by the difference between 5 and «),
to the marginal impact of sin good on health, and decreases with the marginal impact
of health care on health status. It is also necessary to subsidize health care, since
individuals underestimate its impact on health. Intuitively, the subsidy rate is equal
to the percentage of underestimation by the individual (8 — «))/3. There is no need to

influence saving, since individuals do not exhibit time-inconsistent preferences.



Those taxes and subsidies are individualized. Naturally, with o; = « and 8, = 3,

they would be identical for all.

2.4 Decentralization with dual self

Up to now we have assumed that individuals stick to their beliefs in the second period.
Let us now make the reasonable assumption that in the second period they realize that
they have made a mistake out of ignorance or myopia and will accordingly modify their
decision concerning health care. In behavioral economics, one then speaks of dual self.

When the “reasonable” self prevails in the second period, the choice of e; is deter-

mined by the equality
L+ o) (si = (L+ 0)ei) = Bihe (i, €i) - (4)

On the other hand, this level of e is not the one that the individual envisioned when he
chose his sin good consumption and saving in the first period. Rather, the amount of

health care that the individual planned to buy later on, denoted by ef , is given by
(1+0)u/(s; — (14 0)el) = aihe(zi, el). (5)
The choice of x; and s; then satisfies the following first-order conditions:

— (1 +7)u () +u' (s — ef)) =0,

— (1 +0)v (c;) + ¢ (3) + by (z4,€]) = 0.

Is it possible to decentralize the first-best optimum in these conditions with our
linear instruments that are chosen in the first period? In fact, this is possible using

7; and 6; plus a;. With these instruments, and denoting optimal values with a *, one

Px

obtains ;] and s, which then imply e;. Defining e; * as the planned level of e; when

the tax instruments are set to decentralize the first-best, we obtain that

L i) () o
v(e)

o _ £ ke (o e?) —ue)) _ ik (o ef) < Bihelepi)

L () - v(e) |




Equation (4) shows that the individual will take the optimal health care decision in the
second stage, provided that he chose the optimal values of x and s in the first stage.
Influencing health care decision is then unnecessary, provided that tax instruments
on saving and sin good consumption decentralize these two optimal choices. The sin
tax is proportional to the mistake made by the individual. This mistake comes from
two sources: under-estimation of the impact of sin good on health (since @ < ) and
misplanning of the future amount of health care consumed (e’ v ¢;). Since individuals
misplan their future health care need, it is also necessary to influence their saving
decision, as shown by (6). Note that assuming «; = a and 8; = 3, we obtain 7, = 7
and 0; = 6. In words, a; makes everyone identical and the Pigouvian tax and subsidy
rates are identical.

To illustrate this point, assume a single individual with « = 0 < § = 1. We then

have el* = 0 so that the implementing tax rates or subsidy are
/ *
=)o
u (c¥)
_h * *
g el
u' (c¥)

2.5 Comparison of sin taxes in the two specifications

It is interesting to compare the sin taxes obtained under the two specifications. To make
the comparison easier, we assume that a; = a > 0 and 3; = 5. We thus have (with S
for single self and D for dual self):

o LoDl la')

u’ (c*)

and
HD _ (a . 6) ha: (x*7 6*) + aul[}(lz*gx*’ 6P*) — hg; (;[j*7 @*)] ) (8)

In the two cases, the sin tax is proportional to the error made in the first stage when

evaluating the damage of sin good consumption on health, measured at the optimal sin
good and health care consumptions. An additional term is present in the dual self case,
which is proportional to the second mistake made by the individual in that case. Since

this individual misestimates how much health care he will buy at the optimum, he is also



mistaken in his assessment of the marginal damage done by the optimal amount of sin
good consumption, as measured by the function h(z, e). The sign of this impact depends
on the cross-derivative of this function. Assume for instance that it is positive. Since
the individual under-estimates how much health care he will buy, he then over-estimates
how bad the marginal impact of sin good will be (as measured by the function h(.)).
This calls for decreasing the tax on sin good, compared to a “single self” individual.

Assuming that h,. has everywhere the same sign, we then obtain that
> . . >
6% =07 if and only if Ay = 0.

The sign of this cross derivative depends upon the kind of sin good we are consid-
ering. For instance, it seems reasonable to assume that it is positive if the sin good
is sugar: the more you eat, the more medications designed to treat diabetes may be
helpful to you. With this assumption the sin tax is smaller when the individual ac-
knowledges his mistake in the second period of his life. The opposite assumption can be
make for smoking: heavy smokers increase their probability of getting lung cancer, for
which there is up to now no efficient cure in the majority of cases. Put bluntly, there is
not much utility that you can get from consuming health care if you end up with lung

cancer following heavy smoking...

3 Second-best in the case of persistent errors

We now turn to the second-best setting with linear tax instruments and uniform de-
mogrant. We assume in the remaining of this paper that 5, = 8 > «;. In other words,
the objective effect of both e and x on health is the same for all, but individuals vary in
their degree of myopia (as well as in income). We also assume that taxes/subsidies on
saving are not available anymore (either because saving is not observable, or because
elements not modelled, like international mobility of capital, prevent saving from being
taxed or subsidized).

We first consider the case when the individuals never acknowledge that the true

health parameter is 5. In that case, restricting the instruments to linear taxes and



uniform demogrant we write the new Lagrangian as:

Zm

+Bh (x4, e;)

wi—si(1+7)—2z;(1+60)+a)+¢(x)+u(si—(1+0)e;)

—pla—7s8; —O0z; — oe;)],

where s;, x; and e; are functions of a, 6, 7 and ¢ and are obtained from the following

optimal conditions for individual choices:

—u' (c)(1+7)+u (d) =0 (9)
—u' () (14 0)+ ¢ (z) + ahy (z,e) =0 (10)
—u' (d) (14 o) + ahe (z,e) = 0. (11)

Assuming interior solutions, the FOCs of the social problem are given by:

% B O+ [ (0.0) 5+ n.6) 5| (3- )
—ME:I—TgZ—QgZ— gz:zo,
852:_Eu’(c)s—i-E[hm(:B,e)ax+he($a€)86](B—O‘)
o7 or or
+ME—5+T§7S_+0§;E 025207
a;;——Eu’(c):v—i—E[hx(a:,e)ge+he($76)22](5_04)
+ME:.QC+T§(9+9§6+O'§9:| 0,
aaff:—Eu’(d)e—i—E[hx(x,e)gx+he(l‘»€)g§](ﬁ_a)
+uE_e+TgS+Hgm+ gg]zo-

In these expressions, we have used the operator E for > n;.
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In compensated terms, these expressions can be written as:?

%‘;2:_Eu’(c)s+Eu’(c)Es+E[hx(x,e)ngrhe(xve)gi (B —a)
+ uE Taeregijagﬂ 0,

8@%:_Eu’(c)x+Eu’(c)Ex+E[hx(ﬂfae)g:;ﬂ%e(x’e)gg: (6=a)
+ uE Ta§+eg‘/§+ag§}—0,

885;_2:—Eu’(c)e+Eu’(c)Ee+E[hx(xae)gi+h€($’e)g§: (B—a)

It is important to note that we here use the concept of average compensation and
not that of the standard Slutsky term. Using a tilde for the former, a hat for the latter,
we have:

or Odr Ox 0 Oz

90— 00 T 9aP= 55 T a (FC0)

and similarly,
gﬁ-gg—i—gz(l?x—x).

In Appendix A we provide the FOC’s in term of the standard Slutsky effects. Our
approach is simple, but the signs of the compensated terms have to be interpreted with
caution. For example, we know that 0%/00 < 0, but if x is much smaller than the
average, Ex, 02 /00 could be positive.

In interpreting the above FOCs, we assume that these compensated derivative are

negative. We also observe that with either identical individuals or individualized lump

sum transfers a;, the first-best optimum is obtained with just ¢ and 6. As mentioned

4Defining
OLs  OL> | OLo
o = or T el B®
Ly  OLy  OLs
0 T 90 " ea T
OLs  OLy | OLo
D0 = 90 " oal

11



at the beginning of the section, we assume that taxation/subsidization of saving is not

available to the planner, so that 7 = 0. With this assumption, we have

e cov (v (¢),x) Egi — cov (u/ (c)(;;) Eagég — E@f —ao;) H(;Egi +E(f—«) HUEg;
) E%Eﬁ—q—E%Ea—a ) )
o cov (v (c) , €) Egg — cov (¢ (c) ,aa;) Egg — E;S 8o:;) HgEgz3 +E(B—a) HgEgj7
R e T
where
HgZhI%—i—hB% and Hg:hm%—i-he%.

If we assume that the cross derivatives are negligible, namely that dz/do — 0 and

0¢/00 — 0, we obtain:

where 1 > 0.

The first term of the numerator of (12) and (13) is the Pigouvian term found in
(2) and (3) summed over all individuals with weights equal to the effect of the tax
on individual demands of either x or e. With both derivatives of demand functions
negative, this term calls for a tax on sin good and a subsidy on health care. The second
term of the numerator of (12) and (13) reflects redistributive considerations. It depends
on the concavity of u, the initial inequality of earnings and the correlation between «;
and w;. With identical individuals, this term disappears and (12) and (13) reduce to (2)
and (3). With different individuals and no correlation between a; and w;, the covariance
will be negative in both equations, since richer people consume more of all goods (z, ¢
and e) than poorer people with the same degree of myopia. This tends to increase the
tax on sin goods and decrease the subsidy on health care, compared to the case with

identical individuals. With a positive correlation, cov(u' (¢),z) will tend to increase

12



(since less myopic people, those with a larger «, consume less sin good) which leads to
a smaller sin tax than with zero correlation. The impact of a positive correlation on
cov(u' (c),e) is less clear: smarter people buy less sin good, but they also better realize
the importance of health care, so that the net impact on the amount of e consumed is

not easy to determine.

4 Second-best with dual self

Now we assume that the individuals realize after one period that they made a mistake
and that the only corrective decision they can make is the choice of health expenditure.
As in section 2.4, we thus distinguish between the planned investment eand the ex
post choice e. The indirect utility function used by the social planner in its welfare
maximization has to take into account these two values of e which yield two values of d.

In the first period, the functions = (7,6, 0,a), s (7,0,0,a) and e’ (1,0, 0, a) are ob-

tained as the solution to:

(&) (14 7) 4 (dF) =0, (14
— ' (¢) (1+0) + ¢ (x) + ahy (z,e") =0, (15)
— o/ (d¥) (1 + o) + ahe (z,e") = 0. (16)

where d” =s—el (1+0) >d=s—e(1+0).
In the second period we have the effective demand for e defined by (4)

e:f(s,x,ep):e(T,O,a,a). (17)
The Lagrangian is given by:

L3 = Zni[u(wi—si(l—l—T)—:Ui(1+c9)+a)+g0(:ri)—|—u(si—(1—}—0)61-)

+08h (x;,e;) — p(a —1s; — Ox; — oe;)],

which is similar to £4 except that individual choices are now determined by (14), (15)

13



and (17). The FOCs are given by

a£3 o / MNa ol e P %
B0 =Eu (c)+ E{u[s—e(l+0)]—u[s—e" (1+0)]} 5a
Ox [ 83 Ox 86_
J— P _— —_— —_— p—
E [ﬁhx (z,e) — ahy (33,6 )] 9a uE _1 T Gaa 8@_ 0,
%:_Eu’(c)s+E’{u’[s—e(1+a)]—u'[s—eP 1+ 0)] }7
-
Ox [ 0s ox Oe |
— P —_— — —_— —_— =
E[ﬂhx (z,e) — ahy (x,e )] 7 + pk s+7’a +98 087'_ 0,
%:—Eu’(c)x+E{u’[s—e(1+a)]fu/[sfe (14 0)] }
00 89
ox 0s ox de
— P —_— —_— —_—
E[Bhgc(:c,e) ahx(x,e )] ag—l—ﬂE x+789+080+ 80} 0,
aﬁg _ / - / o o _
B = Eu(s—e(l+0)e+E{u[s—e(l+0)]—u[s—e" (1+0) }30
Ox [ Os Ox de
_ P - R —_ =
E [,Bhgc (x,e) — ahy, (x,e )] 9% +uE e+ Uy + 080 +o 60] 0.

As in the previous section, we assume 7 = 0 and use 0L3/0a to obtain the compen-
sated expressions of 0L3/06 and 0L3/00.

9Ly cov (v (¢),x) + E (v (d) — ' (d")) %

90

B (Bha (,¢) — ah (2,67)) 92 (‘9E 5 +oF §9> .
of 0§
8703 = — CcoV (ul (C) ,6) +FE (u/ (d) (dp)) oo

o0z oe

93
+FE (ﬁhx (z,e) — ahy (a:,ep)) £ + i <6’E(9 +JE80_> =0.

It is clear from the above that even with identical individuals, one cannot achieve the

first-best with # and o as instruments. Solving for # and o, we obtain

Apf =cov (v (c) ) Egi—cov (W (c),e) E ge EHggEge—i—EngEgg
B (d) ol (7)) DB B () o (7)) BT

Apo =cov (' (c), )E?;;—cov (W (c), )Eggc—EngEgz Eﬁg‘zEgi
Bl (d) o (@) 2B 4 (ol (d) ! (7)) o O,

where

- 0% _0é 0é _0%
_ _ P e e n el
H = Bhy (z,€) — ahy (z,e") and A= EagEaa E%Ea(j.
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These can be rewritten as follows if we assume that the cross price effects are negligible:

05 0T
—cov (v (¢),z) + E (v (d) = (dF)) = + E [Bhy (z,e) — ahy (z,e")] =
o O P ) g 4 PP e) e g
—ME%
03
—cov (v (¢),e)+ E (v (d) — ' (dF)) ==
SO0 P D) 5 o

The covariance terms in both equations are identical to those in the single self scenario
and reflect the equity concern of public policy. The third term of the numerator of (18)
is the Pigouvian term found in equation (7) summed over all individuals with weights
equal to the effect of the tax on individual demands of x. With o = 0 or hge < 0, it
is definitively positive (since 9Z/00 < 0). The second term of the numerator of both
equations has the sign of either 05/0c or 05/00. The intuition for this term goes as
follows: individuals over-estimate their second period consumption (d¥ > d) since they
under-estimate their health care needs. As a consequence, they do not save enough. If
either tax has a positive effect on saving, then it should have a relatively higher value.

In the case of identical individuals, (18) and (19) can be rewritten as:

05
u (dP) — ' (d)] ==
po = [ 5% ] 90 + (o= B) hy (z,€) + a [hy (2,€7) — hy(z,€)],
90
95 0¢

po = [ (d¥) — ' (d)] % o

The second part of the sin tax is the familiar Pigouvian term, expressed as in the first-
best decentralization equation (8). The other term in both equations comes from our
inability to control saving directly, which would be necessary to decentralize the first-
best optimum. Saving can be indirectly controlled through the use of both 6 and o. If

any of these instruments stimulate saving, this makes using it more desirable.

5 Conclusion

In this paper we have considered the case of sin goods that have delayed negative effects

that individuals ignore at the time of consumption but acknowledge later. Individuals
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have then the possibility of partially compensating those negative effects by investing in
health care. Assuming a paternalistic government, we show that the first-best could be
decentralized with a sin tax, a subsidy on saving and individualized lump sum transfers
(or alternatively, by assuming identical individuals). In the second-best, individualized
lump sum transfers are not available and the only available instruments are a linear sin
tax and a linear subsidy on health care. We discuss the optimal second-best tax subsidy
policy wherein distributive and corrective Pigouvian considerations are mixed.

We also consider the case of what we call persistent error, namely the case where in-
dividuals acknowledge the negative effects of their sinful consumption when it is too late
to take any corrective action (i.e., after e; has been chosen). From an individuals per-
spective this latter case is formally equivalent to yet another setting which corresponds
to what can be called persisting ignorance, where the individual never acknowledges the
negative effects of his consumption. However, under this interpretation, the use of a
paternalistic approach become questionable; we return to the traditional, “old” pater-
nalism. One could thus argue that the right approach is welfarist and not paternalist
in that setting. We present the welfarist solution to the case of persisting ignorance in
Appendix B. Comparing this to the results obtain in Section 2.3., we show that with
paternalism the planner wants the good of people against their own will not only in
the first, but also in the second period of their life. With welfarism, we add different
utilities, which is also questionable.

In this paper we have focused on sinful consumption. Our method could be used for
other problems. For example, lack of physical exercises or hygiene in the first period of
life which has delayed detrimental effects. These effects can be partially offset in the
second period. Another example is overtime or moonlighting that lead to early disability.
A fully rational individual would understand the importance of not abusing one’s body
when young to avoid regretful consequences later on in lifetime. The ingredients of these
various situations are: behavior with delayed detrimental effects, myopia and possibility

of partial compensation.
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Appendix
A Expressions with standard Slutsky terms

We only consider the case of persistent errors:

an i—si(14+7)—2z;(1+0)+a)+e(x;) +u(si—(L+0)e;)
—p(a—71s; —O0x; — oe;)].
The FOCs are given by

oL _ 00 i o 05— o]
e = bu (C)+E|:hx<$,€)8a+he($7€)8a:| (B—a) - ME{l "0 " Y%a 8(1}_0’

oy or PR SR

5 = Eu (¢c)s+ E [hx (z,e) 5, + he (z,€) 87] (6—a)—uE [ S To 987 087] 0,
0Ly , ox Oe s ox de|
20 = Eu (c)z+ E [hw (x,e) 2 + he (z,€) 89] (6—a)—ukE [ T T 0% 080] =0,
oLy , oz Oe Js or de|
9~ BudetE [hw(“)aﬁhe(x"f)aa} (B =a)=nE [ T oo 080] 0.

Using the compensated terms, we obtain:

%%——cov(u() )+ME[T22+92:5+U;:|+A9,

88% = —cov (v (c),€) + pE [ng +Qgi +o§j] + Ao
where variables with hat (S, % and é) are the standard compensated demands and
Ag:E[h (xe)g } ~a +E[ (xe)gzme(x,e)gﬂ(ﬁ—a)m,
AJ:E[hx(x,e)g ] - —i—E[ (x,e)gz—khe(:z,e)g(j (8 — «) Ee,

we can rewrite Ag and A, as

Ag = E (B —a)Hy+ cov ((/B—a)ffg,x),
Ag:E(ﬁ—a)ﬁg+cov<(5—a)ﬁg,e),

with
. oz oeé
Hg—hw(:c,e)%—l—h( )89
. 0T oé
H, = hy (z,e) P + he (z,€) p
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We finally get:

9 cov (u/ (¢),x) E% —cov (v (c) ,e) E% —A@E% + AUE%
(o2 g g (o
cov (v’ (¢),e) Eg—g —cov (v (¢) ,x) E% —A(,Eg—“g,j + A@E%
- Oz 1 0é 0¢é 17 0% 0% 1 0é 0é 17 0% °
Bl — Eal oy EEs — Ealas

In the case of negligible cross price effects the optimal tax are given by

cov (v (¢) ,x) E (8 — ) Hy + cov <(5 —a) ﬁe@)

Me - o - 9% )
E3s E%
_cov (v (c),e) E(f —a)Hy + cov <(5 —a) Ho, 6)
0é - 0¢ .
Ege Eg

B Welfarist solution in the case of persistent ignorance

In that case the first-best problem of the social planner can be expressed as

Ls = Y milule) +¢(x) +uldi) + aih (@i, e)]

—p (e +z + di + €, — w;)
and the FOC’s are simply

u (i) = W (di) = ¢ (i) + aih (i, ci)

= jhe (xi,¢i) = .

To achieve such an optimum, one does not need any Pigouvian instrument. Lump
sum individualized transfers suffice. The redistribution goes for sure from high income
to low income agents. As to the other characteristic «; it is not clear whether the more
myopic benefit from redistribution. Individuals with low «; tend to consume more x;
but less e; than individuals with high a;. Without further assumption, it is difficult to
know the direction of redistribution.

As an example, assume two types with identical income, a3 = 0 and oy = 5 = 1.

Further, we take

h(z,e) =h(e—vz®/2).
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In the laissez-faire,

' (e1) = (d1) = ¢ (21); e1 = 0.

u (c2) = ' (d2) = ¢ (z2) — W (ea — vx3/2) vwg = K (es — v23/2).

If v is very small, type 2 will benefit from redistribution; if v is high (strong sin effect),

type 1 will benefit from redistribution.

19



References

1]

Besley, T. (1988), A simple model for merit good arguments, Journal of Public
Economics 35, 371-383.

Camerer, C., S. Issacharoff, G. Loewenstein, T. O’Donoghue and M. Rabin (2003),
Regulation for conservatives: behavioral economics and the case for “asymmetric

paternalism”, University of Pennsylvania Law Review 151(3), 1211-1254.
Gruber, J. (2007), Commentary: sin taxes, unpublished.

Gruber, J. and B. Koszegi (2001), Is addiction ’rational’? theory and evidence,
Quarterly Journal of Economics 116, 1261-1303.

Gruber J. and B. Koszegi (2004), Tax incidence when individuals are time-
inconsistent: the case of cigarette excise taxes, Journal of Public Economics 88,

1959-1987.

Laibson, D. (1997), Hyperbolic discounting and golden eggs, Quarterly Journal of
Economics 112 (2), 443-477.

Musgrave, R. (1959), The Theory of Public Finance, McGraw-Hill, New York.

O’Donoghue, T. and M. Rabin (1999), Procrastination in preparing for retirement,

in Behavioral Dimensions of Retirement Economics 125, Henry J. Aaron ed.

O’Donoghue, T. and M. Rabin (2003), Studying optimal paternalism, illustrated
by a model of sin taxes, American Economic Review (Papers and Proceedings) 93

(2), 186-191.

O’Donoghue, T. and M. Rabin (2006), Optimal sin taxes, Journal of Public Eco-
nomics 90, 1825-1849.

Thaler, R. and C. Sunstein (2003), Behavioral economics, public policy, and pater-

nalism, American Economic Review (Papers and Proceedings) 93 (2), 175-179.

20



CESifo Working Paper Series

for full list see www.cesifo-group.org/wp
(address: Poschingerstr. 5, 81679 Munich, Germany, office@cesifo.de)

2233 Stefan Bach, Giacomo Corneo and Viktor Steiner, Effective Taxation of Top Incomes in
Germany, 1992-2002, February 2008

2234 Robert S. Chirinko, c: The Long And Short Of It, February 2008

2235 Volker Grossmann and Holger Strulik, Should Continued Family Firms Face Lower
Taxes than other Estates?, February 2008

2236 Guido Tabellini, The Scope of Cooperation: Values and Incentives, February 2008

2237 Heinrich W. Ursprung and Christian Wiermann, Reputation, Price, and Death: An
Empirical Analysis of Art Price Formation, March 2008

2238 Hans Fehr and Christian Habermann, Private Retirement Savings in Germany: The
Structure of Tax Incentives and Annuitization, March 2008

2239 Joseph Francois and lan Wooton, Market Structure and Market Access, March 2008

2240 Hiroyuki Kasahara and Beverly Lapham, Productivity and the Decision to Import and
Export: Theory and Evidence, March 2008

2241 Gary E. Bolton and Axel Ockenfels, Does Laboratory Trading Mirror Behavior in Real
World Markets? Fair Bargaining and Competitive Bidding on EBay, March 2008

2242 Atsushi Oshima, B. Ravikumar and Raymond Riezman, Entrepreneurship, Organization
Capital and the Evolution of the Firm, March 2008

2243 Walter Krdmer and Sebastian Schich, Large-Scale Disasters and the Insurance Industry,
March 2008

2244 Leif Danziger, Adjustment Costs, Inventories and Output, March 2008

2245 Anne van Aaken, Lars P. Feld and Stefan Voigt, Power over Prosecutors Corrupts
Politicians: Cross Country Evidence Using a New Indicator, March 2008

2246 Hans-Christian Heinemeyer, Max-Stephan Schulze and Nikolaus Wolf, Endogenous
Borders? The Effects of New Borders on Trade in Central Europe 1885-1933, March
2008

2247 Johannes Becker and Clemens Fuest, Tax Competition — Greenfield Investment versus
Mergers and Acquisitions, March 2008

2248 Giorgio Bellettini and Hubert Kempf, Why not in your Backyard? On the Location and
Size of a Public Facility, March 2008


http://www.cesifo.de.)/

2249 Jose Luis Evia, Roberto Laserna and Stergios Skaperdas, Socio-Political Conflict and
Economic Performance in Bolivia, March 2008

2250 Bas Jacobs and A. Lans Bovenberg, Optimal Taxation of Human Capital and the
Earnings Function, March 2008

2251 Jan-Egbert Sturm and Timo Wollmershiuser, The Stress of Having a Single Monetary
Policy in Europe, March 2008

2252 Guido Schwerdt, Labor Turnover before Plant Closure: ‘Leaving the Sinking Ship’ vs.
‘Captain Throwing Ballast Overboard’, March 2008

2253 Keith E. Maskus and Shuichiro Nishioka, Development-Related Biases in Factor
Productivities and the HOV Model of Trade, March 2008

2254 Jeremy Edwards and Sheilagh Ogilvie, Contract Enforcement, Institutions and Social
Capital: the Maghribi Traders Reappraised, March 2008

2255 Imed Drine and Christophe Rault, Purchasing Power Parity for Developing and
Developed Countries. What can we Learn from Non-Stationary Panel Data Models?,

March 2008

2256 Scott Alan Carson, Health, Wealth and Inequality: a Contribution to the Debate about
the Relationship between Inequality and Health, March 2008

2257 C.A.E. Goodhart, The Regulatory Response to the Financial Crisis, March 2008

2258 Stefan Bauernschuster, Oliver Falck and Stephan Heblich, The Impact of Continuous
Training on a Firm’s Innovations, March 2008

2259 Michael Grimm and Stephan Klasen, Geography vs. Institutions at the Village Level,
March 2008

2260 Fwu-Ranq Chang, Property Insurance, Portfolio Selection and their Interdependence,
March 2008

2261 J. Atsu Amegashie and Marco Runkel, The Paradoxes of Revenge in Conflicts, March
2008

2262 Hans Jarle Kind, Marko Koethenbuerger and Guttorm Schjelderup, Efficiency
Enhancing Taxation in Two-sided Markets, March 2008

2263 M. Hashem Pesaran, Til Schuermann and L. Vanessa Smith, Forecasting Economic and
Financial Variables with Global VARs, March 2008

2264 Volker Grossmann, Entrepreneurial Innovation and Sustained Long-run Growth without
Weak or Strong Scale Effects, March 2008

2265 Robert S. Chirinko and Huntley Schaller, The Irreversibility Premium, March 2008



2266 Andrea Galeotti and José Luis Moraga-Gonzélez, Platform Intermediation in a Market
for Differentiated Products, April 2008

2267 Torben M. Andersen and Michael Svarer, The Role of Workfare in Striking a Balance
between Incentives and Insurance in the Labour Market, April 2008

2268 Harald Badinger, Cyclical Fiscal Policy, Output Volatility, and Economic Growth, April
2008

2269 Thomas Aronsson and Erkki Koskela, Outsourcing and Optimal Nonlinear Taxation: A
Note, April 2008

2270 Gary E. Bolton, Claudia Loebbecke and Axel Ockenfels, How Social Reputation
Networks Interact with Competition in Anonymous Online Trading: An Experimental
Study, April 2008

2271 Nikolaus Wolf, Scylla and Charybdis. Explaining Europe’s Exit from Gold, January
1928 — December 1936, April 2008

2272 Michael Funke and Marc Gronwald, The Undisclosed Renminbi Basket: Are the
Markets Telling us something about where the Renminbi — US Dollar Exchange Rate is
Going?, April 2008

2273 Thor Olav Thoresen and Annette Alstadsater, Shifts in Organizational Form under a
Dual Income Tax System, April 2008

2274 Helge Berger and Volker Nitsch, Too many Cooks? Committees in Monetary Policy,
April 2008

2275 Yin-Wong Cheung and Eiji Fujii, Deviations from the Law of One Price in Japan, April
2008

2276 Michael S. Michael, Sajal Lahiri and Panos Hatzipanayotou, Integrated Reforms of
Indirect Taxes in the Presence of Pollution, April 2008

2277 Bas Jacobs, Is Prescott Right? Welfare State Policies and the Incentives to Work, Learn
and Retire, April 2008

2278 Burkhard Heer and Alfred MauBiner, Value Function Iteration as a Solution Method for
the Ramsey Model, April 2008

2279 Jarko Fidrmuc and Christa Hainz, Integrating with their Feet: Cross-Border Lending at
the German-Austrian Border, April 2008

2280 Kristof Dascher and Alexander Haupt, The Political Economy of Regional Integration
Projects at Borders where Rich and Poor Meet: The Role of Cross-Border Shopping and
Community Sorting, April 2008

2281 Katrin Assenmacher-Wesche and M. Hashem Pesaran, A VECX* Model of the Swiss
Economy, April 2008



2282 Christophe Rault, Robert Sova and Ana Maria Sova, Modeling International Trade
Flows between CEEC and OECD Countries, April 2008

2283 Timo Boppart, Josef Falkinger, Volker Grossmann, Ulrich Woitek and Gabriela
Wiithrich, Qualifying Religion: The Role of Plural Identities for Educational
Production, April 2008

2284 Armin Falk, David Huffman and W. Bentley MacLeod, Institutions and Contract
Enforcement, April 2008

2285 Axel Dreher and Stefan Voigt, Does Membership in International Organizations
Increase Governments’ Credibility? Testing the Effects of Delegating Powers, April
2008

2286 Xavier Freixas and Bruno M. Parigi, Lender of Last Resort and Bank Closure Policy,
April 2008

2287 Regina Dionisius, Samuel Muehlemann, Harald Pfeifer, Giinter Walden, Felix
Wenzelmann and Stefan C. Wolter, Cost and Benefit of Apprenticeship Training — A
Comparison of Germany and Switzerland, April 2008

2288 Francesco Daveri and Cecilia Jona-Lasinio, Off-Shoring and Productivity Growth in the
Italian Manufacturing Industries, April 2008

2289 Mikael Priks, Do Surveillance Cameras Affect Unruly Behavior? A Close Look at
Grandstands, April 2008

2290 Marianna Belloc and Daniela Federici, A Two-Country NATREX Model for the
Euro/Dollar, April 2008

2291 Nicolas Treich, The Value of a Statistical Life under Ambiguity Aversion, April 2008
2292 J. Atsu Amegashie, Socially-Tolerable Discrimination, April 2008

2293 M. Hashem Pesaran and Andreas Pick, Forecasting Random Walks Under Drift
Instability, April 2008

2294 Steven Brakman, Gus Garita, Harry Garretsen and Charles van Marrewijk, Unlocking
the Value of Cross-Border Mergers and Acquisitions, May 2008

2295 Eric O’N. Fisher and Kathryn G. Marshall, The Structure of the American Economy,
May 2008

2296 Claudia M. Buch and Martin Schlotter, Regional Origins of Employment Volatility:
Evidence from German States, May 2008

2297 Helmuth Cremer, Philippe De Donder, Dario Maldonado and Pierre Pestieau, Taxing
Sin Goods and Subsidizing Health Care, May 2008



	Abstract



