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Abstract

This paper explores the incidence of capital and labor income taxes and empirical statistics-
based optimal taxation in a general equilibrium framework with endogenous automation.
It first identifies two channels that contribute to wage inequality : the substitution effect
and the automation effect. While capital deepening can partially alleviate wage inequality
through the substitution effect, it simultaneously exacerbates wage inequality through the
automation effect. Our theoretical analysis indicates that these two effects revise the con-
ventional Mirrleesian optimal tax formula. The quantitative analysis demonstrates that the
substitution effect leads to a more progressively optimal tax system, whereas the automa-
tion effect operates in the opposite direction. In the end, both the optimal capital and labor
income tax rate are inverted U-shaped as a function of income.
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1 Introduction

Over the past four decades, automation technology has been widely recognized as a key con-
tributor to the increasing wage inequality in the United States (Acemoglu and Restrepo, 2022).
In this scenario, the question of how to design an optimal redistributive policy becomes crucial
from both practical and intellectual perspectives. The automation process involves that tasks
originally produced by labor are displaced by capital. However, it remains unclear how to tax
capital and labor income when automation technology is endogenously determined.

By integrating the insights from Mirrlees (1971) and Acemoglu and Restrepo (2022), we
address the aforementioned question in a Mirrleesian economy that has been augmented to
include changes in endogenously automated technologies. Specifically, we develop a tractable
general equilibrium model that allows for the analysis of arbitrarily nonlinear income taxes.
Following the techniques pioneered by Sachs et al. (2020), we study the incidence of capital
and labor income tax reforms and derive a parsimonious characterization of optimal income
taxation. The key and counter-intuitive finding of this paper shows that although automation
technology exacerbates wage inequality, it also diminishes the progressivity of optimal income
taxation.

We embed the endogenous assignment model(Costinot and Vogel, 2010; Ales et al., 2015)
with the task-based framework (Acemoglu and Autor, 2011; Acemoglu and Restrepo, 2018a) to
microfound our production function. Concretely, there is a continuum of occupations to which
skills are endogenously assigned, and each occupation involves a continuum of tasks that re-
quires either capital or labor to be employed in order to complete it. In our baseline frame-
work, both wages and automation technology are endogenously determined. Nevertheless,
our model is tractable enough to decompose the different effects that contribute to equilibrium
wages.

To emphasize the significance of automation technology, we initially disentangle two chan-
nels that demonstrate how factor inputs influence wages in equilibrium: the substitution effect
and the automation effect. The substitution effect captures the impact of the substitutional or
complementary relationship between factor inputs on factor prices while holding automation
technology constant. In a model featuring two types of factor inputs, namely capital and labor,
this effect encompasses both capital-skill complementarity(Krusell et al., 2000; Cui et al., 2021)
and imperfect substitution between skills (Stiglitz, 1982; Sachs et al., 2020). By incorporating
these two factors, our model facilitates the simultaneous analysis of optimal capital and labor
income taxation within a general equilibrium framework.

Unlike the substitution effect, the automation effect implies that factor inputs lead to en-



dogenous technological change in automation, which subsequently affects factor prices indi-
rectly. Recent studies have examined the impact of automation on wages from both theoretical
and empirical perspectives(Acemoglu and Loebbing, 2022; Acemoglu and Restrepo, 2022; Moll
et al., 2022), which bolsters our confidence in distinguishing this effect from the others. By
defining the demand-side elasticities, we find that capital deepening can increase wage levels
through the substitution effect, which results from the enhancement of marginal productivity of
labor. On the contrary, it can decrease wage levels through the automation effect, by reducing
the demand for labor.

As the comparative advantage between capital and labor may vary across different occu-
pations and tasks, it is important to note that changes in wage levels can conceal significant
heterogeneity. We delve deeper into the implications of these two effects on the distribution of
wages. Although capital deepening raises wages for all skill types, low-skilled workers bene-
tit disproportionately due to the substitution effect. Conversely, capital deepening diminishes
wages for all skill types through the automation effect, with low-skilled occupations bearing the
brunt of the impact. Our findings emphasize that capital deepening can reduce wage inequal-
ity through the substitution effect while simultaneously exacerbating it through the automation
effect.

Armed with the analyses above, we introduce tax reform for the discussion of tax incidence,
in the same vein of Sachs et al. (2020). However, our work differs from theirs by implementing
tax perturbations within the context of multidimensional taxation and endogenous automation.
In our model, both capital and labor income tax reforms have significant implications for the
relative supply of capital and labor, the adoption of automation technology, the distribution of
wages, and ultimately the social welfare. We show that discussions on tax incidence would be
incomplete without considering the impact of automated technological change.

Next, we extend the variational approach developed by Sachs et al. (2020) to solve optimal
multidimensional taxation, i.e., optimal nonlinear capital and labor income taxes, in terms of
sufficient statistics. In the appendix F, we also demonstrate the equivalence between mech-
anism design and variational approach in solving optimal multidimensional taxation. Com-
pared to the existing literature that examines the optimal labor income tax problem using a task-
to-talent assignment model(Ales et al., 2015; Sachs et al., 2020; Loebbing, 2020), our occupation-
to-talent assignment model incorporates the production of tasks by capital. While automation
commonly refers to the process in which capital replaces labor in the production of tasks, this
framework enables us to analyze the implications of automated technological change for both

optimal capital and labor income taxes.



Finally, we conduct a numerical analysis of optimal taxation and discover that both the sub-
stitution effect and automation effect make significant contributions to the optimal tax schemes.
To begin, we calibrate the 2019 US economy using the Distributional National Accounts (DI-
NAs) constructed by Piketty et al. (2018). Our findings reveal that occupations with higher
labor income exhibit a lower level of automation. Subsequently, we conduct simulations to de-
termine the optimal taxation under various scenarios, including the tax system with separable
nonlinear labor and capital income taxation(NLIT-NCIT system), as well as scenarios where
the capital income taxation is constrained to be linear (NLIT-LCIT system). Our analysis re-
veals that both optimal nonlinear capital and labor income taxes exhibit an inverted U-shaped
pattern. Relative to the benchmark with exogenous wages(Mirrlees, 1971; Saez, 2001), the sub-
stitution effect contributes to a more progressive optimal tax system, while the automation
effect counteracts this progressivity.

Our work is related to several streams of literature, one of which concerns is about automa-
tion technology. While some studies model automation using a task-based framework(Acemoglu
and Autor, 2011; Acemoglu and Restrepo, 2018a), several others investigate the implications of
automation technology for growth(Acemoglu and Restrepo, 2018b), employment (Acemoglu
and Restrepo, 2020), labor share(Hémous and Olsen, 2022; Bergholt et al., 2022; Hubmer and
Restrepo, 2021), and inequality (Moll et al., 2022; Acemoglu and Restrepo, 2022). However,
few studies have explored the optimal government’s policy response to this technology, except
some recent works on robot tax (Costinot and Werning, 2018; Guerreiro et al., 2022; Thuemmel,
2023). While taxing the users of capital, such as robots or equipment, could regulate automa-
tion technology directly, the question remains as whether taxing the owners of capital, such as
wealth or capital income, would be effective. This paper explores the design of optimal capital
income tax in the context of automation technology.

Another relevant stream of literature pertains to capital taxation. Since the influential Chamley-
Judd result that suggests capital should not be taxed in the long run (Judd, 1985; Chamley,
1986), the debate regarding the optimal design of capital taxes has persisted. Some studies in-
troduce equipment-skill complementarity to argue that the optimal tax rate is not zero even in
the steady state (Slavik and Yazici, 2014; Cui et al., 2021). Saez and Stantcheva (2018) argue
that taxing capital income may be desirable if individuals derive utility from wealth. While
we incorporate heterogeneity in wealth endowments to examine the motivations redistribution
behind both linear and nonlinear capital income taxes, other studies consider various forms of
heterogeneity to study savings or capital taxation, such as heterogeneous rates of return (Ferey

et al., 2021; Gerritsen et al., 2020). Recent studies have explored the optimal taxation of multiple



incomes, including the taxation of couples or different sources of income(Jacquet and Lehmann,
2021; Spiritus et al., 2022; Golosov and Krasikov, 2023). Our study serves as a valuable addition
to this line of research.

The last related stream of literature is on tax incidence (Harberger, 1962) and optimal in-
come taxation (Mirrlees, 1971). Extensive research on optimal income taxation has started since
the seminal work of Mirrlees (1971). Some studies explore this basic theory methodologically
in formulating policy recommendations (Saez, 2001; Diamond, 1998; Diamond and Saez, 2011).
Others examine examine optimal income taxation in general equilibrium framework, such as
taking into account the occupation choice (Rothschild and Scheuer, 2013), or introducing bi-
ased technical change(Ales et al., 2015; Loebbing, 2020). Our study aligns closely with Sachs
et al. (2020), who have developed a comprehensive framework for analyzing tax incidence and
optimal taxation. Building upon their work, we contribute to the existing literature by examin-
ing tax incidence and optimal taxation for both capital and labor income taxes within a general
equilibrium framework.

We summarize the contributions of this paper as follows. Firstly, we build upon the research
of Moll et al. (2022) and Acemoglu and Restrepo (2022) by advancing the discussion on opti-
mal redistributive policy design. Specifically, we investigate the optimal combination of capital
and labor income taxation, recognizing the implications of automation for wage or income in-
equality. Moreover, we calibrate the US economy to the year 2019 and undertake simulations to
analyze the optimal dual-tax system across various scenarios. Through this analysis, we gain
valuable insights into how tax policies should adapt and respond to the impact of automa-
tion technology. From this perspective, our research carries significant policy implications as it
provides policymakers with valuable guidance on designing effective tax policies that address
challenges arising from automation.

By incorporating the interaction between capital and labor in the production function within
a general equilibrium framework, our study extends the simple theory of optimal capital tax-
ation developed by Saez and Stantcheva (2018), who has derived optimal tax formulas in a
partial equilibrium setting. Our expression for optimal capital income taxation incorporates an
additional general equilibrium term that is linked to the optimal labor income taxation. This
term arises due to the incidence of capital income tax reform on the distribution of wages. Cui
et al. (2021) has captured this general equilibrium term by introducing capital-skill complemen-
tarity, while our study complements their work by demonstrating that the replacement of labor
by capital in production tasks, specifically through automation technology, also contributes to

the general equilibrium term. Moreover, our results from numerical simulations provide strong



evidence that the automation effect is highly consequential and should not be overlooked in the
analysis of optimal income taxation.

Finally, we contributes to the insightful work of Sachs et al. (2020) in two key aspects. First,
we generalize their approach by extending their unidimensional model to a multidimensional
one. Considering that individuals receive both capital income and labor income concurrently,
our analysis of tax incidence and optimal taxation becomes a multidimensional problem. Sec-
ondly, we decompose the general equilibrium effect in their study into substitution effect and
automation effect. From this perspective, our research can be viewed as an application of their
theoretical framework to the scenario of automation technology.

The rest of the paper is organized as follows. Section 2 introduces the model. Section 3 fo-
cuses on the impact of automation technology on wages. Tax incidence analysis is implemented
in Section 4. Section 5 lays out the optimal income tax system. Finally, Section 6 presents the

quantitative results and Section 7 concludes.

2 The Model

2.1 Economic Environment

Individuals.—The economy is populated by a unit mass of individuals differing in their skills,
indexed by 7, and wealth, indexed by g. Accordingly, individuals have a two-dimensional type
(n,9) € N x Qwith N = [n, 7] and Q = [g, g], following a joint distribution F(n, q) with density
f(n,q). Individuals live for two periods. In the first period, he decides to save a; unit assets
out of his initial wealth y;, and consume the rest to derive utility u(y,; — a,). In the next period,
he supplies I, unit labor with wage wj,, thus obtaining labor income z, = w;l,. Moreover,
his assets can be rented in capital market with rental rate R and he can receive capital income
x; = Ray. In this period, he consumes all his after-tax income. Individuals with a given type

(n,q) maximize their utility subject to the budget constraint:

m%x U(n,q) = u(ys —ag) +c(n,q) —o(ly)
1)
st. c(n,q) = wply + (14 R)ag — T(wnly, Rag)

Where ¢(n,q) denotes his consumption in the second period. T(-) is a twice continuously dif-
ferentiable income tax function implemented by the government. —v(l,) is the disutility of
labor. We assume that there is no depreciation in assets a;. Moreover, u(-) and v(-) is twice
continuously differentiable with #/(-) > 0,u”(-) < 0and ?'(-) > 0,7"(-) > 0.
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Technology.— There is one final good, which is produced by a continuum occupational output
Yy, where 6 € © = [0,0] denotes the occupation. Output of the final good is given by the

following constant elasticity of substitution (CES) production function:

5 1/p
Y = {/ 59Ygd9} .
2]

Where By is a distributional parameter. In each occupation, there is a unit continuum of tasks
i € [0,1], some of which may be automated by capital.! The occupational output is produced

according to a Cobb-Douglas production function:

1
InY, = / In Yo (i)di,
0

where tasks can be produced using different-skill labor or capital as follows:
n
Yo(i) = vk (6,i)K(6,1) + / ' (n,6,i)L(n,0,i)dn
n

where ¥(6,1) and ¢! (n,6,1) denote, respectively, the productivity of capital and n-type labor
in task i of occupation . We assume that ¢!(n,6,i) is twice differentiable and strictly log-

supermodular:
o (', 0,0 (n,0,i) > ¢l (n,0,))p(n,0,i) Vn' >n,0 >06,icl01].

Following Costinot and Vogel (2010), this property ensures that there exists a continuous and
strictly increasing matching function 6(#) such that n can be mapped to 6. Intuitively, individ-
uals with skill n choose occupation based on their comparative advantage. Moreover, we order
P! (n,0,i) /95 (6,1) is strictly increasing with i to ensure there exists a threshold task ag such that
tasks in [0, wg| are produced with capital and tasks in (g, 1] are produced with labor. Intuitively,
labor has more comparative advantage over capital in more complicated tasks (higher index i).
Given these assumptions on factor’s productivity, the production of tasks could be reduced as

follows:
k(8 (n), i) K(8(n), i) ific [o, ag(n)}

Yo(n) (1) =
0(n) l[Jl(n,G(n)/ i)L(Tl,Q(n);i) ifi € (069(”)/ 1]

1Taking blue-collar workers and teachers for example, worker’s tasks involve carrying, building, driving,
assembling etc, while the duty of teacher is teaching, writhing and coming up with new idea etc. Intuitively, tasks
of the latter are less likely to be automated by capital.



In what follows, we do not distinguish skill type n and occupation type 6 due to their monotone
mapping relationship. To make our notations clear and brief, we reduce the index of occupation

6 and hold the following equations through out the paper,

$l(n,60(n),1), ¢i(i) = ¢(0(n),i), Ku(i) = K(0(n),i), La(i)=L(n,0(n),i).

(i)

Then, the output and automation technology in occupation 6(n), i.e., Yy(,) and ay(,) can be
reduced to Y}, and «; naturally.

Government.—The government wishes to raise a given amount of revenue for government
expenditure B, but only has access to the instruments of capital and labor income taxes on

individuals.

B= /nn /qq T(zn, xq)f(n,q)dqdn. (2)

Equilibrium.—An equilibrium of the model is given by a tax function T, a collection of quan-

tities and prices, a set of automation technology, aggregate output and capital, such that:

* Capital and labor, {Kj (i), L (i) } nen,ic|0,1], @utomation technology, {a }»en, are allocated

in a profit maximizing way to produce output Y given factor price {wy, },en, R.
e Capital and labor supply, {4} seq, {In }nen, maximize individuals” utility {U (1, q) }nen geQ-

e Labor and capital markets clear?:

1 97
Iy = Ly = / L(i)di ¥neN, K= /neN/o Ky (i)didn = /HGN /qegaqf(n,q)dqdn

2.2 Macroeconomic Aggregates

To characterize the equilibrium variables in the way of a parsimonious set of equations, we first

introduce the aggregate results.

Lemma 1 (Equilibrium output) Suppose (i) / ¥k (i) is strictly increasing with i for all n € N, and
the interior point solution for the level of automation {a,},cn exists, then the skill output could be

reduced as a Cobb-Douglas production function:

Y, = Au(a,)Kin Ll 3)

2Good markets is naturally clearing, I8

en Joeo c(n,q)f(n,q)dgdn + B = K+ Y, due to the Walras's law.
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where
oo Ik (it [} In gl (i)di

A _
n(an) a5 (1 — )10

denotes the total factor productivity in the workplace of skill-type n. Denote L = {L, },en and & =
{an }nen, the aggregate output is given by a CES production function:

1/p
Y=F(K L;«) {/ ﬁn An sznLl Dén:| dn} (4)

where Ay (ay) = An(ay)on" (an), and ¢y (xy) the share of capital allocated to skill-type n out of the
total capital.

Proof. See Appendix A.1. m
There are two notes about Lemma 1. First, As the occupational output is in the form of
CD production function, the degree of automation coincides with the capital share. However,
both of them are no longer exogenous, but adjust with the automated technological change.
The intuition behind is that, for the workplace where capital gains more importance (larger
ay), more tasks of individuals with skill-type n are automated. In addition, reassigning tasks
between capital and labor could also promote productivity, captured by the improvement of
An(ay). Second, with no distinction on capital that cooperated with different skill labor, the
aggregate output Y can be expressed as a function of aggregate capital K, a set of labor input £
and automation technology «. As we will see, this parsimonious form is convenient for our tax
analysis.
(i)

(i)
over capital in task i, where o >0, n > 0.

<~

Definition 1 Denote u, (i) = Yull) — 5, . i" as the comparative advantage of labor with skill-type n

<=
==

In the context of automation technology, defining the comparative advantages of capital and
labor in tasks is necessary. The definition above shows that the more complex the task (higher
i), the more comparative advantage of producing with labor than capital, i.e., y, (i) increases
with i for any skill-type n. In addition, relative to low-skilled labor, high-skilled individuals
have more comparative advantages over capital for a given task, i.e., ji,,(i) increases with n for
any tasks i. We will calibrate parameters J,, and # in the quantitative analysis. Armed with this

preliminary work, now we turn to the equilibrium factor prices and degree of automation.

Lemma 2 (Factor prices and automation) With the price of aggregate output normalized to one, in



equilibrium, wages and rental rate can be given as follows:

(A —an)ynY

i , RER(K,ﬁ;aa)zg Vn € N. (5)
n

wnzwn(K/['/'x): K/

where vy, = pnYn/Y denotes the the share of output value produced by skill-type n in the total output
value, and with fnﬁ Yndn = 1.
Denote x = | nﬁ Yn&ndn as the average degree of automation in the economy, the equilibrium automation

technology is the solution of the following equations:

1 ,un((xn)Ln K

o il , a=a(K L) = , Vne&N.
Tn K+ [} pin(on) Ludn

ap =0y(K L) =1- = -
K+ [, pn(an)Ludn
(6)

Proof. See Appendix A.2. m

Equation (5) in Lemma 2 discloses two channels that affect equilibrium factor prices. The
tirst is capital-skill complementarity and imperfect substitution between skills, which has been
discussed by Slavik and Yazici (2014) and Sachs et al. (2020) respectively. In this paper, we gen-
eralize them as being the substitution effect, for it captures the substitution relationship between
all factor inputs. The second channel, the adjustment of automation technology, called automa-
tion effect, is captured by the new arguments a.> As we will see, these two effects compose the
workhorse of this paper. The adoption of automation technology is captured by equation (6),
which is endogenous with respect to capital and labor input {K, £}. Intuitively, the more cap-
ital in the economy, the higher extent of automation. While there is no difference in the using
of capital or labor in task &y, i.e., un(ay) = ¢£Z(an) / tpﬁ(lxn) = wy, /R, the equilibrium degree
of automation in skill-type 1, a;, coincides with the capital share RK;,/p,Yy, and the average
degree of automation in economy, «, coincides with the aggregate capital share RK/Y. Thus,
the rise in automation technology goes hand in hand with the decline in labor share. Recent
studies have found that the decline in aggregate labor share could mainly be attributed to the

process of automation(Hémous and Olsen, 2022; Bergholt et al., 2022).

2.3 Definition of Elasticities

Before we move on to the analysis in the following sections, two bunches of elasticities are

defined here for convenience. As will be shown later, these elasticities play a central role in our

3 Acemoglu and Restrepo (2018a) isolates displace effect, captured by 1 — a,,, and productivity effect, captured
by 7Y, that automated technological change has impact on wage. In this paper, we do not distinguish these two
effects, but make automation technology endogenized.



decomposition of mechanisms.

The first set of elasticities is about supply-side elasticities. These elasticities are defined to
capture individuals” behavior of factor supply. To simplify our analysis, we restrict the tax
function to be separable, i.e., T(zy, x;) = T:(zn) + Tx(x), * which means that the government
levies nonlinear tax on labor and capital income separately. Following the first-order condi-
tions of individuals, the behavior of labor supply depends on marginal labor income retention
rate and wage, I,(1 — T.(zn), w,). Symmetrically, the behavior of capital supply depends on
marginal capital income retention rate and rental rate, a,(1 — T;(x;), R). Following the stan-
dard definition of elasticity, we denote the elasticity of labor supply with respect to wage and

the elasticity of capital supply with respect to rental rate as follows,

. Wy dly S R da,
b = dw,” TR T gy AR

To define the behavioral elasticity for nonlinear tax, we consider a tax perturbation in the same
vein of Gerritsen (2016),
T; = T; +x1; with i€ [z,x]. (7)

where «; denotes the reform parameter, and 7; is the reform function of income tax. T; is as-
sumed to be twice differentiable in taxable income. A marginal reform of the income tax can
be studies by considering a change dx; as x; — 0. For a given taxable income i € [z, x|, such
reform can both raise the tax burden by 7;dx; and the marginal tax rate by 7/dx;. We define the

elasticity of labor supply with respect to the marginal retention rate as

. C 1-Ty(za)  dly
ATz = I (2 )dx;

\xzzo

which is the relative change in labor supply, dl,,/1,, due to a relative change in the marginal
retention rate, —}(zy,)dx;/ (1 — Ty(z,)). Similarly, the elasticity of capital supply with respect

to the marginal retention rate can be defined as

1-— T;(xq) dag
ag T,’C(xq)de

€a1-T, = —

We summarize these supply-side elasticities (behavioral elasticities) in Table 1.

4This kind of tax system has been discussed by Gerritsen et al. (2020),Jacquet and Lehmann (2021),Ferey et al.
(2021). With a comprehensive income tax system T (z,, x;), we just need to define some cross-elasticity, e.g., labor
supply w.r.t capital tax rate, this is beyond the scope of this article.
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Table 1: Supply-side elasticities

1= T (zn) etz
1-TZ(zn)+e1, 11, T2 (zn)zn

[1 —Tx (xq)] Cag,1—tx
1-T; (xq)+eaq,1—tx Talcl(xq)xq
[(1—T7(zn) =T (zn)2Znler, 1+,

Marginal retention rate elasticity of labor supply €1,1-T!

Marignal retention rate elasticity of capital supply €, 1T}

Wage elasticity of labor supply €l,,w, 1-T:(zn)+e1,1 1, T2 (2n)zn
1C1 - [1—Tglc(xq)_T!C/(Xq)Xq]eaq,lftx
Rental rate elasticity of capital supply €4, R TG e T

Proof. See Appendix B.1. m

1—tz% — U/(l")

_ — _1-tydag _ u'(yg—ag)—1
Where ¢; 14, = — Lo dt = o) and Cagi—t, = — 5

ag dty —  agu’(yg—ag)
marginal retention rate elasticities of labor and capital respectively, in the context of linear labor

represent the

and capital income taxes t, and ty. When T}/ (z,) = Ty (x4) = 0,€, ; o ande,  , - collapse to
ns z qrs X

e;,1—+, and e, ,1—t,, MOreover, we have € ) = €], », and €

I —T, 2, 1T, = €agR:

Now we turn to the demand-side elasticities, which is defined according to the first-order
conditions of producer. From Lemma 2, we know that equilibrium factor prices are determined
by factor inputs and the equilibrium automation technology,

(1 —an)ynY _ 24
L R=RK Lia) =

wy, =wn(K, L;a) =
Note that Y = F(K, £; «). It is clear that when the automation effect is shut down, i.e., holding
« unchanged, factor inputs can still affect equilibrium price via substitution effect, which can

be captured by the following definition of elasticity,

O " w, dLy” Ol T, dL,” w, dK’

Vn,n' € N. (8)

D

Readers should be careful about the notations of €, L7

which we distinguish from €, 1. For
a given skill-type n, the labor input L, can affect wage w, directly holding Y unchanged, we
denote this channel by (—:BH,LH. It can also affect wage through equilibrium effect indirectly,
where Y changes, captured by €y, ,,. Moreover, €, 1,7 7 n’ capture the spillover effects of
labor input L, on wage w;, due to imperfect substitution between skills. €, x captures the
capital-skill complementarity. Since we restrict rental rate R to be uniform, the definition of

elasticity for substitution effect is more straightforward,

L, dR KdR

_ LudR _ KR N.
Rin = R aL. RK= Rk M€
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Next, it is time to turn on the automation effect. Armed with the equilibrium factor prices,

we first define the elasticity of them with respect to automation technology,

a, dwy, a dR
€ = — , €Ryx=—=—, Vné€eN.
Onlon = o, dexy, Re ™R du

The intuition behind that is the automation can induce the change of demand structure for
labor and capital, consequently impacting factor prices.” Furthermore, Lemma 2 shows that

the equilibrium automation technology is determined by factor inputs,

1 tn (&) Ly K

~ 7 , a=a(K L) = , VnéeN.
Tn K + fﬂ tin(ay) Lydn

ap =w0y(K,L)=1- = =
K-i—fﬂ 1 () Lydn

Following the same logic, we define the elasticity of automation technology with respect to

factor inputs,

Ln/ d“n D Ln d“n K d“n v E N
€ = € = ——, € K= —— n
ol = dL,’ ~*wtn T a,dL,’ oK = dK ’
L, da K dua
€ = — € = —— Vn € N.
IX,Ln o dLn 7 OC,K o dK 7
We summarize these demand-side elasticities in Table 2.
Table 2: Demand-side elasticities

Indirect wage elasticity of labor €w, L, (1—=p)(1 —ay)yw
Direct wage elasticity of labor egn,L” p(l—ay)—1
Wage elasticity of capital €w, K (1—p)a+ pay
Rental rate elasticity of labor €RL, (1—an)yn
Rental rate elasticity of capital ERK a—1
Wage elasticity of automation €w,ay S
Rental rate elasticity of average automation  €g, 1
. . . . 1=p) (A=, )+ | (T=0n) Yn€pyy (an),an €an L, A1

Indirect automation elasticity of labor €x, L, a=e) Rl J10mtan) b

nrip €un (an)an +ay,/ (]706,,) ( )
. . . . D p(1—an)—1
Direct automation elasticity of labor €x L, . e W
. - . 1=p)atpan+ | (1=an)Yn€uy (an),an an KM

Automation elasticity of capital €n, K Com oo /()

Average automation elasticity of labor €nt, —(1—an)yn—[(1— )Y € (o), €ty L A1
Average automation elasticity of capital €K T—a— [(1—an)Yn€pu, ()00 Ean KN

5Note that €wpu, = 0 for n # n' due to the Envelope Theorem, and with no heterogeneous in rental rate, the
definition of eg 4, , V1 € N is redundant, which can be understood by R = aY /K.
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Proof. See Appendix B.2. m

Following the Chain rule, it is clear for us to characterize the automation effect of factor
inputs on factor prices. For instance, capital supply can lead to the adjustment of automation
technology, i.e., €,, x, which will further induce the change of wage, i.e., €y, 4, Readers can try

to assemble these elasticities by themselves.

3 Automated Technical Change

The relationship between factor prices and factor inputs is an important building block of our
tax incidence analysis below. In this section, we take labor and capital inputs as exogenous for
the moment and consider the impacts of them on wages and rental rate. As already alluded to,
these impacts could be decomposed into automation effect and substitution effect. In the following
analysis, we focus on the implications of automated technical change for factor prices and wage

distribution.

3.1 Automation and Factor Prices

Automation Effect-The key ingredients of automation effect is the adjustment of automation
technology corresponding to factor inputs, and further, the implications of automation technol-
ogy for factor prices. Using the demand-side elasticities defined in table 2, the rates of change
in wage and rental rate induced by change in factor inputs through automation effect can be

given as follows,

dw dL ’_’ dL,, dK
” “aE = €wy,ay {eo?n,Ln I . "’/ €L, T “dn' + erxn,Kfl , Vn )
n n n n’
dR i dL dK
?’AE = €Ra [/ sz,Ln—ndn + €zx,K?} (10)
n n

Equation (9) shows that automation effect on the rate of change in wage w; can be expressed in
three terms. Labor inputs £ lead to automated technical change directly and indirectly, which
are captured by the first two terms. Capital input K can also induce the adjustment of automa-
tion technology, which is captured by the third term, the adjustment of automation technology
can then have implications for wage. As for rental rate, analogously, both labor inputs £ and
capital input K can induce automated technical change, then changes in rental rate, which are

characterized by the first and second term in equation (10) respectively. The signs of these terms
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are of the most interest to us. Assuming 0 < p < 1, we have,®

. . . . .D .
€Rwar €ay L7 €ayKr €K >0, €wy,u07€n,, 1,7 €a,Ly <0.

To elucidate the intuition behind, we first argue that ez, > 0 and €y, 4, < O actually reflect
the change in structure of demand for factor inputs as the automation technology changes. The
higher the degree of automation, the more the demand for capital (the less the demand for la-
bor), the higher the rental rate (the lower the wage), and vice versa. Then let us turn to the
adjustment of automation. The direct effect of labor input L, may take over the task produced
by capital, then lead to the decrease in automation, i.e., (—:En L, < 0. But for the indirect effect of
labor input £, it generates positive spillover effect on automation technology in a given occu-
pation, and thus €,, 1, > 0. As capital in the economy becomes more abundant, the degree of
occupational and average automation technology will increase, i.e., €, x and €, x are positive.
Follow the same intuition, the effect of labor input on the degree of average automation tech-
nology is negative €, 1, < 0. Thus, for the wage in a given skill-type 1, the automation effect of
labor inputs may increase the wage directly and decrease the wage indirectly, through the first
and second terms in (9), respectively. As for the third term, capital input leads to a decreasing in
wages through automation effect. Analogously, the automation effect of labor inputs on rental
rate is negative, but this effect of capital input is positive.

Substitution Effect-Now we turn to the direct impact of factor inputs on wage and rental rate,
holding automation technology fixed, that is substitution effect. Similarly, using demand-side
elasticities defined in table 2, the rate of change in wage and rental rate induced by substitution

effect can be given as follows,

dw,,  p dL, (" dLy dK
o, ’51; =€y, L, L, —I—/n €wy, L, L, dn +€wan? Vn (11)
dR n dL dK
?|SE =/n €RL, Lndn+€R,I<?, (12)
n

Here, the effects are broken down in the same way as the discussion of automation effect. Fol-

D

lowing the conditions in Appendix C.1, we have €, L,

< 0, which means an increasing in labor
inputs will reduce his own wage directly, and €y, , > 0, which captures the indirectly positive
spillover effect of labor input on wage. Capital input can also increase the level of wage due
to capital-skill complementarity, i.e., €,,, x > 0. As for rental rate, i.e., the price of capital, an

increase of labor inputs will increase rental rate while the increase of capital input will decrease

®For brevity, we leave the corresponding prove in Appendix C.1.
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it. The intuition behind is that factor inputs are g-complements in our setting. ”

By now, attentive readers may have noticed that the automation effect and the substitution
effect are indeed opposite to each other. For instance, while capital accumulation (dK/K > 0)
can improve the level of wages through substitution effect, it can also lead to a scenario where
most tasks are taken over by capital, i.e., automation effect, when there is little need for labor,
wages will decrease. Labor accumulation follows the similar intuition. To visually display the

analysis above, Figure 1 depicts quantitative results of the demand-side elasticities at different
labor income quantiles.

€

wn,Ln EWH‘K
1 1
SE
k = SE
AE
0.5 0.5 K
0 0
-05 /___f 05 r
-1 : : : : -1 : : : :
0 2 4 6 8 10 0 2 4 6 8 10
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total tolal
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Figure 1: Elasticity of wage with respect to labor and capital inputs

The left upper panel of Figure 1 shows how labor input affect his own wage directly, which
can be decomposed into automation effect, i.e., €y, 4, (efn 1, T €a,L,), and substitution effect,
ie. egn L, T €w,,L,- While occupational labor input reduces his own wage through substitution

effect, it can also increase the own-wage through automation. The left bottom panel displays

7Kim (2000),p4: Inputs i and j are net q - complements (substitutes) in the production of a fixed output, so that
an increase in the quantity of the jth input increases (decreases) the price, or the marginal valuation.
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the matrix of total elasticity of wage with respect labor input, both own-occupational and cross-
occupational, the value on the diagonal corresponds to the effect of own-occupational labor
input on wages. It is a novel finding that the values on the matrix are numerically insignificant,
which is slightly positive, implying there exists counteracting forces between substitution effect
and automation effect. Due to automated technical change, wages are less sensitive to labor
inputs. The intuition behind is similar to Clemens et al. (2018) and Blundell et al. (2022), in
which a relative decrease of agricultural workers or a relative increase of educated people will
induce directed technical change, which counteracts with the effects of change in labor inputs
itself, thus wages do not change dramatically. Another interesting finding is that, relative to the
labor input of high income individual, wages are more sensitive to the labor input of middle or
bottom income individual, but is still far below the sensitivity of wage with respect to capital
input.

The right upper panel depicts how wage reacts to capital input through automation ef-
fect and substitution effect, €,, 4,€4,, x and €, x. As anticipated, capital inputs increase wages
through substitution but decrease them through automation effect. Moreover, we sum the two
effects and display the comprehensive effects in the right bottom panel. We find that the substi-
tution effect of capital input on wage dominates the automation effect in our baseline calibra-
tion, stimulating capital inputs may benefit the wage income of all individual. However, as we
can see, high income individuals benefits more.

There are two takeaways from the figure above. First, either labor input or capital input can
lead to the change in wages through automation effect and substitution effect in opposite direc-
tions. However, wages are more sensitive to capital input relative to labor income when taking
account the automation technology. Second, as Acemoglu and Autor (2011) have mentioned,
the U.S. labor market has witnessed stagnation in the real wage of bottom and middle income
populations. Our model sheds light on this phenomenon, since the right bottom panel shows

that wage stagnation in low skill occupation can go hand in hand with capital accumulation.

Proposition 1 Assume 0 < p < 1 and the equilibrium automation technology « exists at all wage
quantiles, then the automation effect and substitution effect of factor inputs on factor prices are always

in the opposite directions. Moreover, when 11 = 0, these two effects are totally counteracted.®

8From Table 2, let €1n(an)an = 11 = 0, one can find that €y, 1, + €w,a,€a,L, = 0, and €y, k + €w,a,€x,,k =0,
and so on.
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3.2 Automation and Wage Distribution

We are not only concerned about the impact of factor inputs on the level of wages, but also care
about the impact of factor inputs on wage distribution, which plays a central role in the design
of optimal income taxation. Given any two individuals with different skill types, n,71 € N
and n > 7i. One could regard n as skilled college graduates and #i as unskilled high school
graduates, then the implications of factor inputs for wage premium can be viewed through the
lens of the following decomposition.

Automation effect—-We substitute the expressions of elasticities into equation (9), the automa-

tion effect on wage premium can be given as follows,

dwy, dws, dLy, 1 4L
o 1AE = lap =1 —p(l—a)] 7= = [1—p(1 —aw)]
1—p _ l—p 1 / B dLy .
* [q(l—zxﬁ)/zxﬁJrl q(l—zxn)/(xn—kl} 1—17 (1= aw)yw Ly dn
[p(l—ﬁ)wﬁfp _ p(l—ﬁ)aﬁq)] 1 K
n(l—az)/ai+1 n(l—ay)/a,+1]1—7 K’ '
(13)
Where ¢ = (1 —p)a+p %dﬂ >0,and ] = %dn € (0,1). Note that we

have rewritten the expressions of €,,,1, , and €, x in Appendix C.1.
Substitution effect—As for the substitution effect on wage premium, we substitute the expres-

sions of elasticities into equation (11), then obtain,

dLj
Ly

+ p(an — lXﬁ)d—K Vn > 7. (14)

dw dws dL
lse =~ lse = [o(1 —an) — 1] = K

g — o =l —an) 1]

Proposition 2 Suppose 0 < p < 1and &, < 0 are satisfied °, given a change in the structure of
factor inputs, dL, /L, = dLz/Ls = dL/L > 0,Vn,7i € N and dK/K > 0, then labor inputs can
directly decrease wage premium through automation effect while increase it through substitution effect,
moreover, labor inputs can also indirectly increase wage premium through automation effect due their
spillover. Capital accumulation can increase wage premium through automation effect while decrease it
through substitution effect.

Proof. See Appendix C.2. m
Proposition 2 shows the implications of automation effect and substitution effect for wage
distribution. To understand the intuition behind, we turn to figure 1 again. Taking capital ac-

cumulation for instance, the SE-line in the right upper panel shows that capital input increases

9The intuition behind &, decreases with 7 is that in the occupation of high skill-type, less task could be auto-
mated. We check it in the quantitative analysis.
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wages at all skill types, but it benefits low skilled workers more due to the substitution effect,
thus induces to a decrease in wage premium. On the contrary, the AE-line shows that capital
input reduce wages of all skill types through automation effect, but wage of low skill occu-
pation bear most of the brunt, leading to an increase in wage premium. A similar is for the
labor inputs. In a word, the automation effect and substitution effect of factor inputs on wage
distribution also stand on the opposite. As we shall see, these two effects play a central role in
the design of tax system. Moreover, in consideration of a continuum of wages, our model may
shed light on wage staganation, due to these heterogeneous effects across wages. Acemoglu and
Autor (2011) prove that a task-based framework could interpret several central trends in the US
labor market, which bolster our confidence that tax policy should make some responses to au-
tomated technical change. As automation induced by capital accumulation accounts for part of
the increasing in wage inequality, taxing capital may be desirable if redistribution is valuable.
However, the cost of taxing capital is that it curbs capital accumulation, leading to decreasing
in wages, then government revenue raised from labor income may incur losses. We turn to tax
incidence analysis to shed light on the trade-off between efficiency and equity in the following

section.

4 Tax Incidence Analysis

So far, we have clarified how factor inputs impact their prices through the automation effect
and substitution effect. In this section, we introduce tax reforms to initiate the analysis of tax
incidence. Drawing upon the central theoretical contribution made by Sachs et al. (2020), we
derive closed-form formulas for the first-order effects of tax reforms on individual labor and
capital supplies, wages and rental rate, government revenue, and then social welfare. As we
shall see, our extension supplements the work of Sachs et al. (2020) by introducing capital-
skill complementarity and automation technology, which can be viewed through the lens of a

revised integral equation system.

4.1 Effects on Factor Supplies

Given a nonlinear tax perturbation described in preceding, i.e., T; = T; + x;T; with i € [z, x], we
denote dl,, /1, as the percentage change in labor supply induced by the tax reform as x; — 0,
analogously, the change in capital supply da;/a,, the change in wage dw,, /w;, and the change
in rental rate dR/R.
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With a separable tax function, we know that factor supplies depend on their prices and

marginal retention rate, that is

dl, T (2) dwy, %:—e T;(xq) e dR (15)

—€ ' i,y €l ! R
In WA=T:1 — Ty (z,) " w,  ag 1-Te1 — Ty(xg) " R

Where the first term captures the direct effect of tax reform and the the second term accounts
for the general-equilibrium feedback via factor prices. Bear in mind that the implications of
factor inputs for factor prices have been decomposed into substitution and automation effect,

armed with the foregoing analysis, we have the following lemma that

Lemma 3 Given any tax perturbation T;, and x; — 0 for i € [z, x|, the incidence of the tax reforms on

factor supplies can be depicted by the following integral equation system,

i—i" = _eln,l—Té% +fln/wn {/ ewn,Ln,dLLn"//dn’ + emed?K
Substih;t;m Effect

dK

%]

/

(16)

L, .

+€ln/wn€wn10‘n /elxnrldn/ L dn +€04an
n/

(.

Automation Effect

da 7. (%) dL,, dK
i/ QU X Ly
1 wlTI-T(x) R [/ CREL, L~ T ERK K}

Substitution Effect

L, ., dK
+€uq,R€R,rx /ezx,Ln/ L dn +€4x,K_
n/

/

(17)

K

(. s

Automation Effect

D D
Note thatey, | +€w,a,€

w1, — 0. Equation (16) counterparts to the integral equation proposed

by Sachs et al. (2020), but ours is distinct in two ways: First, they do not take into account
the capital-skill complementarity, which is captured by the second term in the second square
bracket, i.e., €], 1, ewn,KdTK. Second, while their general framework does not specify technology
change, we take automated technical change into consideration, which has been regarded to
have a profound impact on labor market, especially on wage inequality. This channel is cap-
tured by the third term of (16). The first term of (16) appears in many Mirrleesian taxation
literature where wage is exogenous, which captures the direct effect of tax reform on labor
supply. Parallel research has examined the implications of directed technical change for tax de-

sign (Loebbing, 2020), However, their work does not consider the interaction between capital
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and labor supply through the equilibrium effect, represented by the second term in the square
brackets.

Analogously, equation (17) characterizes the effect of tax reform on capital supply. The first
term captures the direct effect of tax reform, this term appears in Saez and Stantcheva (2018)
where the net return on capital is exogenous. The second and third terms capture the general
equilibrium feedback due to the endogenous rental rate, via substitution effect and automation
effect, respectively. To the best of our knowledge, there is limited literature that examines the
incidence of capital income tax reform in a general equilibrium framework, which could have
implications for the design of capital income taxation.

To make the incidence of tax reform on factor supplies more clear, we solve the simultaneous

equations (16) and (17) and obtain the following proposition.

Proposition 3 Denote et"t’ll = €y, i+ €wpu,€n,i AN ef"t”l = €R; + €ru€yi for i € {L, K}, the

integral equation system can be reduced to

dly T, (ZH) total T, (xﬂl)
o _ _z\En) P S VA
L, hi-Ti T 7(zn) €l wn €, KX/“’fiean L1 To(x x,) q
DE CE (18)
dl,,
Ve, [ [, + ebitknenely ]| T an
GE
dK T. (x ) _ dl,
< = —X/wq €a1—T! ﬁdq+xek1{/efgtﬁ’l/ ZT dn’. (19)
Where x = W, KR = [ Wg€a,, RAG, And wy = qfq(q).

— total total total 2 147 10
Moreover, denote {1, = €] , + €k XEK,RER ", and assume [ [ (€}, w,Cw, 1) dn'dn <1,

the integral equation for labor supply can be solved as follows
00 dln t
n =0 n

where

dly 0 Tzl(zn) total / T (xq)
) =— P Sl L7/ , X g
(0) =y ~ el [ oney o

10This technical condition ensures that the series in (20) converges, and the technique details can be found in
Sachs et al. (2020). We verify it in the quantitative analysis.
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t t—1
dl :/gw (N g e s 0,
L b \ T,

Proof. See Appendix D.1 m

Equation (18) in Proposition 3 is a revised integral equation that counterparts to the one in
Lemma 1 of Sachs et al. (2020). The first term captures the incidence of a reform in labor income
tax on labor supply, namely the direct effect. In addition, reform in capital income tax would also
has impact on capital supply, then on wages, and thus the labor supply. We call this channel
the cross effect. Though the tax function is restricted to be separable, the cross effect appears due
to capital-skill complementarity. In our baseline environment, we have eif’nmll( > 0,Vn (See Fig-
ure 1), thus it is easy to know that a more aggressive tax reform, i.e., 7,(z,), Ty(x,) > 0, would
compress individual labor supply via DE and CE. The third term characterizes the general equi-
librium feedback, which is a standard term in general equilibrium framework. However, we
isolate two different channels, imperfect substitution between skills and capital-skill comple-
mentarity, captured by the first and second term in the square bracket. Turn to equation (19),
while it is intuitive that capital income tax reform impacts capital supply directly, symmetri-
cally, labor supplies induced by tax reform can also have implications for capital supply due to

capital-skill complementarity.

4.2 Effects on Factor Prices

Following our preceding analysis in Section 3, we know that the comprehensive effects on factor

prices can be given by

dw, dR dR dR

dw, dw, B
|sE, ?—?ME‘F?’SE-

= |AE +
Wy Wy Wy

Plugging equation (19) into equation (9) - (12), it is easily to obtain the incidence of arbitrary tax

reform ( Tz, Tx) on equilibrium factor prices.

Corollary 1 The incidence of tax reform on factor prices is given by

dwy total Ta/c(xq) total total = _total | Al 4

o, — —€£n7KX/Wq€aq/1_T;Tqu+/ |:€Zgn,uLn/ +€z3nflKX€K,R€1€fn/:| ln/ dn (21)
dR total Ta’c(xq) total total = _total | Al ;4
? = _eRO,I? X/quaqlln/(%dq +/ |:€R0,fn/ + 61{1? XeK,RelgILan,] ln/ dn (22)

Corollary 1 shows that the adjustment of factor prices can be given as a function of labor supply
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changes characterized by Proposition 3. Since €/ > 0 and €}’ < 0, ! we know that the
incidence of an aggressive capital income tax reform may be negative on wages but positive on
rental rate, which is captured by the first term in equation (21) and (22). While the US tax code
has gone through a reduction in capital tax between 2000-2018(Acemoglu et al., 2020), to some
extent, our model might lend support to the decreasing in return to capital, and increasing in
average wage. Moreover, as tax reforms (7z, T¢) lead to the changes in labor supply, which can

turther induce factor price changes, i.e., the last term in equation (21) and (22).

4.3 Effects on Government Revenue

Now we move on to the incidence of tax reforms on government revenue. As depicted, the

government obtains revenue by levying tax on capital income and labor income separately. For

convenience, we denote f;(q) = [y f(n,q)dn as the density of individuals with wealth type-q,
and f,(n) = [, f Q (n, q)dq the density of individuals with skill type-n, thus government revenue
is given by

B = /QTX(Raq)fq(Q)dQ‘i‘ /NTZ(wnln)fn(”)d”

Note that x; = Ra, and z;, = wyl,. Given the tax reform (Tx, Tz), it is easily to derive the change

in government revenue as follow

1B = [ wxg)fyla)da + [ (e fulen)dn

Mechan;crell Effect
da dR dl, dw
+ [ Tt | S0+ R i+ [ 1) |+ G manin.

Behavioral Effect

(23)

s

The first term on the right hand side of (23) is the mechanical effect of tax reform on govern-
ment revenue, holding factor supplies and factor prices unchanged. As individual labor and
capital supply respond to tax reform, which can further lead to the change in wages and rental
rate, thus resulting in government revenue changing with tax base, i.e., the behavioral effect, cap-
tured by the second term. In fact, equation (23) is an extension of equation (15) in Sachs et al.
(2020). For a CES production function, the Euler’s homogeneous function theorem still stands
but revised as in Appendix E.

However, by taking into account the automated technical change, the general-equilibrium

"From Table 2, it is easily to obtain ef{it! = — [(1 — &) yufj€qxdn < 0, and e/'% > 0 can be seen in Figure 1

directly.
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contribution of tax reform on government revenue distinct from the one in Sachs et al. (2020).
Firstly, neglecting the automation effect may result in an overestimation of the "trickle-down"
effects in general equilibrium, as the automation effect consistently operates in the opposite
direction to the substitution effect. Moreover, we illustrate the existence of additional "trickle-
down" mechanisms in the context of multi-base incomes. Considering a tax reform that de-
creases the marginal tax rate on capital income, the government loses some revenue collected

from individual capital income. However, lower capital tax rate stimulates investment, then

total

increases wages because of €, %

> 0. As the labor share increases, raising the marginal tax
rates on high incomes will benefit government revenue collected from individual labor income.
In a word, relative to the exogenous-wage setting, tax reform that reduces marginal tax rate on
capital income while raising the marginal tax rate on labor income, has a general-equilibrium

contribution on government revenue.

4.4 Effects on Social Welfare

Tax instruments are not only used to raise government revenue, but play a central role in in-
come redistribution. As tax reforms lead to the change in individual utilities, it would also
have implications for social welfare since the government values individual utilities in differ-

ent weights. We define the social welfare function as follow,

W= %G ({V(Tl, q)}nxquxQ) +B (24)

where V(n,q) denotes the indirect utility function after solving the individual utility maxi-
mization problem as given in (1). The function G(-) is defined over individual utilities, and is
assumed continuously differentiable, increasing, and concave. A is the marginal value of pub-
lic funds (MVPE). To characterize the redistributive motivation of the government, we further

define the social welfare weight assigned to individuals as

dG

1
g(ﬂ,Q)—XW, VTIEN,C]EQ

Thus for a government that favors the low-skilled individuals endowed with little wealth, we
have g(n,q) > g(n’,q") for n < n’ and g < g’. Without loss of generality, we normalize g(#,9)
such that [y [ &(n,q)f(n,q)dndg = 1. Moreover, we denote gu (1) = [ 8(n,q)f(n,q)dq/ fu(n)
and g,(q) = [y&(n,q)f(n,q)dn/f;(q) as the social welfare weight of individuals with skill

type-n and wealth type-g, respectively. Now we are allowed to investigate how social welfare
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responses to tax reforms.

Proposition 4 The incidence of tax reforms (T, Tx) on social welfare is given by

AW = [(1 = gu(m) T (zn) fulm)dn + [ (1= g4(0))s(xg) fy (0)dg

ME

-/ {ngn)znl’“ T(’T)]m yan — [ {T (xﬂxﬁ“fj fala)dq

BE (25)
’ ! dw,, ’ ! dR
Jr/ gn(n)(1 = T;(zn)) + Ty (z0) (1 + el,l,w,,)} ‘SEfn Jdn +/ 87(9)(1 — Te(xg)) + Te(xg) (1 + Enq,R)} xqf'SEfq(‘i)dq
SE
, / dw,, , ' dR
[ o) (1= T2z) + o) 1+ €1,00,)] 20 L fu () + [ [39(9)(1 = T rg)) 4+ Texg) (14, )] 3 - Lac ()i

AE

Proof. See Appendix D.2. m

The first term on the right hand of equation (25) is mechanical effect, assuming that individual
is irresponsive to tax reform. It captures the redistributive gains of tax reform since revenue is
transferred between the government and individuals. The second term, known as behavior ef-
fect, captures individual behavior in response to the tax perturbation. These two effects coincide
with the classical intuition of equity-efficiency trade-off, which can be dated back to Mirrlees
(1971) and Saez (2001). However, in the context of multiple factor incomes, one should take into
account the incidence of both labor income tax reform and capital income tax reform simulta-
neously. In addition, as depicted in Corollary 1, tax reforms impact factor prices through two
channels: substitution effect and automation effect, these adjustments of factor prices in general
equilibrium further lead to the change in social welfare, which are captured by the third and
fourth term on the right hand of equation (25). The incidence of tax reform on social welfare
differs from the one in Sachs et al. (2020) along two key dimensions: our analysis takes into ac-
count multiple factor incomes and automated technical change. Because of these two elements,
the second integral in the third term and the two integrals in the fourth term are new channels
of the general equilibrium effect.

To elucidate the general equilibrium effect, we take one of these integrals for instance,

dw,,

J [8nn) (1 = Th)) + Toan) (4 €1,00,)] 2 s )i 26)
Suppose that tax reforms increase wage through substitution effect, ‘%”|5E>O, it could be a
reduction in the marginal capital income tax rate or a raise in the marginal labor income tax rate,
so that his labor income increases (1 + e;mwn)zn’%’ﬂ st, leading to an increase in government

/ N .
revenue T,(1 + elnlwn)zn‘%"\gg, the second term in the square bracket. Moreover, an increase
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dw
u)nn ‘ SEI

the first term in the square bracket. Note that €; ,, does not appear here due the envelope

in his after-tax labor income would contribute to the social welfare by ¢, (n)(1 — T},)z,

theorem. Finally, aggregating these effects across individuals weighted by their density f,(n)
leads to (26). The analysis is similar for the rest of integrals in the third and fourth terms in
equation (25).

Next, we show that the incidence of tax reforms on social welfare may shed light on the
design of optimal (welfare-maximizing) tax system. Considering a given tax reform that en-
hances the progressivity of labor income tax combined with a reduction of capital income tax
rate, through substitution effect, this kind of tax reform may raise government revenue ob-
tained from individual labor income as well as improve individual utility. The cost of this tax
reform is compressing individual labor supply as well as reducing capital share in the econ-
omy, thus a loss of government revenue obtained from individual capital income. As long as
this "trickle down" forces contributes to the social welfare, the tax reform is desirable relative to
the exogenous price setting. Moreover, taking into account the automated technical change, i.e.,
automation effect, the implications for tax design would be revised. Bear in mind that automa-
tion effect and substitution effect always stand on the opposite, it is intuitive that the optimal
labor income tax should be less progressive relative to the exogenous automation technology
setting. Since as the "trickle down" forces weakens, the marginal welfare gain from enhanc-
ing the progressivity of labor income tax is reduced. We characterize the optimal tax system

theoretically and quantitatively in the following analysis.

5 Optimal Taxation

In this section, we extend the variational techniques proposed by Sachs et al. (2020) to the case
with multiple factor incomes. Following the dual approach, we derive the optimal (welfare-
maximizing) tax system expressed with sufficient statistics. In Appendix F, we also provide
nonlinear income tax formulas using primal approach (mechanism design). As anticipated, tax

formulas derived by the two approaches are indeed equivalent.

5.1 Nonlinear Labor Income Taxation

Part of the optimal tax system is a nonlinear labor income taxation (NLIT), extensive literature
has studied it since the seminal work of Mirrlees (1971). In the context of general equilibrium,
Sachs et al. (2020) has proposed several equivalent ways to deduce the optimal tax formula,

one of which is a novel tax reform approach, as known as the dual approach. As we shall
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see, this basic approach can be applied to multiple factor incomes. Consider a multiple tax
perturbations (tz, Ty ), from equation (17) and (18), we know that the incidence of the given tax

reform on factor supplies can be given by

da 7, (xg) dL dK
q _ x\ g total AL total
e €01 T,T T () + €q,,R /elff, L, —dn' + €, RERK - % (27)
dly 7. (2n) total T (xti dln’
K: ll Tl_T(Zn)_elnwn ZgnaKX/wqeaq,l Tl_T( dq+€ /gZUnL/l
(28)

Now, by specifying an elementary labor income tax reform T} at income z = z*, we are aimed to
find the counteracting perturbation 72 and Ty, such that equation (27) and (28) can be reduced

to ,
dag o db o T ()
o dl, . WUEI T,y

Lemma 4 Given a Dirac labor income tax perturbation T2, ie., T} = Ly and TV (2) = 6,+(2), the

counteracting tax perturbation t2 and Ty should be

€ ,1— Az, «
Tzz(zn):— bz 1 TZ’) ( Zn

-1
ST} [T -t - e e

/ dl,
Te(x) = (1 T(xg))y [ e, T, (30)

Moreover, the incidence of tax reform on wage and rental rate can be given as follows

dw}’l totul eln* 1—TZ/,* dzn* -1 dR total eln*,l—T;* dz?’l* -1
- € " 7 ¥ 7 —_— = —€R L.« 7 ¥ . (31)
wy Lol — T (zp) \ dn R 1 — To(zg) \ dn

Proof. See Appendix E.1 m

The intuition behind Lemma 4 is that we use tax perturbation T2 to counteract the adjust-
ment of wages, and Ty is used to counteract the adjustment of rental rate. As factor supplies
are given by a,(1 — T}, R) and I,(1 — T,,w,), it is easily obtained that ‘%‘7 = 0 and % =

!

—€1,1-T! % While the capital supply has been fixed, the impact of tax reform on factor prices
can only through the adjustment of labor supply, i.e., equation (31). In this way, we are allowed
to avoid involving integral terms, and the deduction of optimal nonlinear labor income taxation
becomes more tractable.

The dual approach implies that, for any tax reform, there is no marginal improvement on
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social welfare (24) when tax system is at optimal. In other words, the incidence of tax reform

on social welfare must equal zero while solving the optimal tax formula, i.e.,

AW = //g(n,q)dV(n,q)f(n,q)dndq +dB =0. (32)
For convenience, we define the average weight above a given skill-type 7 as

o dwenJosU ) f (W g)dadn [ g (1) fr(n)dn
8an = 8n Jvon fo(n’,q)dqdn’ 1—F,(n) ’

Armed with the incidence analysis in subsection 4.4, the optimal NLIT can be deduced by
specifying the tax reform and the corresponding incidence on factor supplies and factor prices

in Lemma 4.

Proposition 5 Consider a given tax reform in Lemma 4, with dW = 0 satisfied, the function of optimal

nonlinear labor income tax can be given as follow'?,

T;(Zn*) 1 _ 1-— Fz(zn*)
7 - 1-— ) N\
1= T(zn) €zn*,l—T;( o) Zn» f2(2Zn+)
dze N7 [ (1) ) (1=, | s
— 1-— z d
(dn* ) / _( an) (1 — Té (Zn*) Zn*fz (Zn*) Zn_ ew"’L"* “n (33)
Substitu;;on Effect

() fo-eo (1) o) ) st

Automation Effect

SE _ D AE — D
where ewn/Ln* o ewn*/Ln* An* (7’1) + ew”'Ln*' ewn,Ln* = Cwp elxn*,Ln* An* (7’1) + ewn/“nemnan* ’

Proof. See Appendix E2. m

Note that A, (n) = 1if n = n*, else, Ay«(n) = 0, so that 65]5,Ln* and 6;25 L. denote the channels
of substitution effect and automation effect, respectively. The first term on the right hand of
equation (33) in Proposition 5 is known colloquially as ABC rule of optimal income tax (Di-
amond, 1998; Saez, 2001). There are three elements in this term that determine optimal in-

come tax rates: the behavior elasticity €, ;_7/, the redistributive motivation of the government

12 oebbing (2020) derived the optimal nonlinear labor income tax formula considering directed technical
change, however, he adopted mechanism design method, i.e., primal approach. In appendix F, we shows that
primal approach and dual approach are indeed equivalent in deducing optimal tax formula.
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1 — g,,, and the income (or skill) distribution % As the skill distribution is bounded, i.e.,
gn = Fu(71) = 1, it leads to a well known result that the marginal tax rate should be zero at the
top or bottom income level (Seade, 1977).

The second term on the right hand of equation (33) captures implications of imperfect substi-
tution between skills for optimal income tax rates, which can be dated back to Stiglitz (1982). In
their two type individuals model, the general equilibrium forces lead to a lower (resp., higher)
top (resp., bottom) marginal tax rate. Sachs et al. (2020) has generalized Stiglitz (1982) to a
setting with a continuum of skills, and show that if the tax system is initially suboptimal and
progressive, the general-equilibrium "trickle-down" forces may raise the benefits of increasing
g)E/Ln* < 0forn = n*, and erE/Ln* >0
for n # n*, the second term coincides with the conventional "trickle down" forces. Raising

the marginal tax rates on high incomes. In this paper, as €

the marginal tax rate on high income individuals may raise government revenue due to this
general equilibrium effect.

The third term is our novel finding since it accounts for the implications of automated tech-
nical change for optimal marginal income tax rate. As has been discussed in Section 3, the au-
tomation effect is always contrary to the substitution effect, it is intuitive that optimal marginal
tax rate on the high income individuals should be lower relative to exogenous-automation set-

ting.

5.2 Capital Income Taxation

Our model can also be used to the discussion of optimal capital income taxation, which com-
poses an important part of the tax system. In this subsection, we derive formulas for optimal

nonlinear and linear capital income taxation in the context of automated technical change.!

5.2.1 Nonlinear Capital Income Taxation

The deduction of optimal nonlinear capital income taxation is analogously to the one of labor
income taxation. We aim to specify a tax perturbation 7!, and find another counteracting tax
perturbation 72 and 7, such that the general equilibrium feedback can be counteracted. Sym-

metrically, consider a tax reform 7, = 7} + 72 and 13, such that

dag T (xg) ol _
a W] —TL(x)" I

13Saez and Stantcheva (2018) derive formulas for optimal nonlinear and linear capital income taxation in a
partial-equilibrium setting, we extend it to a general-equilibrium setting and take into account automation tech-
nology.
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Armed with the integral equation system given by (27) and (28), it is easy to derive that

1 1

Lemma 5 Given a Dirac capital income tax perturbation T2, i.e., T = Lysy and TV (x) = 6 (x), the

counteracting tax perturbation T2 and T are given by

W€, 1-T. [dxg\ !
2 _ total Tl q /
Ty (xq) = _elg,lg 1— TZ(Xq*) (dq* ) (1- Tx(xq))xq

W €ap 1T, (dxg 1z, ;
wo) = oy (o) - T - T @

Moreover, the incidence of above tax reform on wage and rental rate can be given by

dWn ot wq*e"ﬂ*'l_T; (dxq* ) o R total wq*eaq*,l—T; (dxq* ) i
- ’

we KT T (xp) \dgt R~ RKI T () \dg?

Proof. See Appendix E.3. m

The intuition behind Lemma 5 is that we use T2 to counteract the adjustment of rental rate,
such that capital supply is only determined by tax reform .. As for labor supply, we use T, to
counteract dw, /w,, such that the incidence of the comprehensive tax reform on labor supply
is shut down, i.e., dl,/1,, = 0. This preliminary work is use to avoid the involving of integral

term, thus making the derivation of the optimal formula more tractable.

Proposition 6 Consider the tax reform given in Lemma 5, with AW = 0 satisfied, the optimal nonlinear

capital income tax formula can be given by

Ty (xg+) 1 1 F(xg)
! = 1 T RX %
1-— Tx(Xq*) €aq*,1—T;( g 9 ) xq*fx(xq*)
! _ 5 : 1 sE
_RK(I _ Tg/c(xq*)) / _(1 - gzn) (1 - Tz(zn)> (1 - Fz(Zn)) Zn_ ew,,,KdZn

Substitution Effect

1 r B , -
_RK(l _ Ta/c(xq*)) / _(1 _gzn) (1 - Tz(zn)> (1 — F(zn)) Zn_ €£5Kdzn

N J/

Automation Effect

Proof. See Appendix E.4. m
Proposition 6 shows that the optimal nonlinear capital income tax formula is determined
by three terms. The first term on the right hand of equation (34), captures the ABC rule for

capital income tax, which first appears in Saez and Stantcheva (2018). In a partial-equilibrium
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setting, there are three elements that govern the optimal marginal tax rate: the behavior elastic-
ity of capital supply, the social Welfare weights and the capital income distribution. The more
unequal the distribution, i.e., higher ~ l; E ; the higher the marginal tax rate at the level of
capital income x4+.

The second term on the right hand of equation (34) captures the implications of the capital-
skill complementarity for optimal marginal tax rates, namely, substitution effect. As capital
accumulation can raise the all individual wages through substitution effect, i.e., €3 , > 0,Vn,
this term is negative. The intuition behind is that lower marginal tax rate can stimulate in-
vestment, then increase individual wages. This general equilibrium effect contributes to the
government revenue raised from individual labor incomes. However, higher wages lead to
the increasing in labor supply, hence rental rate due to general equilibrium effect (Note that
€Rr,L, > 0,Vn), which may increase capital income inequality, i.e., higher - ?(( ; Thus, taking
into account the general equilibrium effect may also raise the optimal margmal tax rate, espe-
cially at the high level of capital income, for the motivation of redistribution. Thus, we predict
that the optimal capital income tax may become more progressive relative the exogenous prices
setting.

The third term shows how optimal marginal tax rate responses to automated technical
change As capital accumulation compresses individual wages through automation effect, i.e.,

w K < 0, this term is positive. In the context of automation technology, raising marginal capi-
tal tax rate may have general equilibrium contribution to government revenue since it prevents
the decrease of individual wages or labor income. However, one should not neglect the general
equilibrium effect on capital income distribution, which composes an important ingredient for
the design of optimal taxation. As the foregoing analysis suggests that substitution effect is
always contrary to automation effect, it is intuitive that the automated technical change may

reduce the progressivity of optimal capital tax to some extent.

5.2.2 Linear Capital Income Taxation

We now turn to optimal linear capital income taxation, which is more implementable in prac-
tice. Following the same techniques, we first specify an elementary tax reform 7}, then find the
correspondingly counteracting tax perturbation 72 and 1z, the only difference it that we convert

the elementary tax reform from Dirac perturbation to Uniform perturbation.

Lemma 6 Given an Uniform capital income tax perturbation tl, i.e., T2(x) = x and TV (x) = 1, the
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counteracting tax perturbation T2 and T, can be given by

2(xg) = —e}?tﬁl/w qu(l — Th(xg))x
x \ g ql—T,’((xq) x\*q q

_ aq 1-T, / totul 4
= Wy T.(z) — T, (z)z)dz.
/ 1 - T/ Xq z

Moreover, the adjustments of wage and rental rate can be given by

€ €
dWn _ yotal ag 1T dR total g 1-Ty
- eme wq / q, eR K w

Proof. See Appendix E.5 m

Proposition 7 Consider the tax reform given in Lemma 6, with AW = 0 satisfied, the optimal linear

capital income tax formula is given as follow

e J (1= 84(9)xefe(q)dg
=t [e, 1 pxafe(q)dg

1 [ _ / /
=] rr i [0~ 800 - T 0 Bz el .

Substitu;;on Effect
1 - / /
| mra =i [ 80 (- e (1 - Ben)an] el

Automation Effect

Proof. See Appendix E.6 m

Proposition 7 provides an expression that decomposes the optimal linear capital income tax
formula into three terms. When wage is set to be exogenous, only the first term exists, which is
in line with Saez and Stantcheva (2018). It actually depicts the classic trade-off between equity,
captured by the numerator, and efficiency, captured by the denominator. [ g,(q)f;(q)dq = 1
means there is no redistributive concern along the capital income dimension, so that t, = 0. As
[ 84(9)f7(q)dq = 0, it collapses to a revenue maximizing tax rate, i.e., t, = 1/(1+ eX), where
we assume €aq,1—T; equals constant ek.

Our formula is distinct with Saez and Stantcheva (2018) in two ways: First, we introduce
general equilibrium substitution effect, captured by the second term on the right hand of equa-
tion (35). Due to the "trickle down" forces on wage and labor income, it is desirable to lower

capital income tax rate. However, this general equilibrium effect may promote the redistribu-
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tive motivation of the government, i.e., higher [(1 — g,(9))x,f;(q)dq, which can in turn raise
the optimal tax rate. Second, we take into account the automated technical change, which is
depicted by the third term. As automation effect is on the contrary of substitution effect, the
optimal capital income tax may be lower. One caveat is that, no matter nonlinear or linear capi-
tal income taxation, the general equilibrium effects for capital income taxation, i.e., substitution
effect or automation effect, involve the schedule of nonlinear labor income taxation T;(-). Thus,
the design of the optimal income tax is not isolated, but needs to consider the relevance of
tax instruments. We apply these optimal tax formulas to quantitative analysis in the following

section.

6 Quantitative Analysis

To quantitatively assess these general equilibrium effects on optimal tax system, we first cal-
ibrate a model of the U.S. economy in 2019, then we apply our formulas in Section 5 to the
designs of optimal tax system: separable nonlinear capital income tax system (NLIT-NCIT),

and separable linear capital income tax system (NLIT-LCIT), respectively.

6.1 Calibration

Our model with multiple factor incomes requires us to calibrate both of the distribution of labor
income and capital income. We use the Distributional National Accounts (DINAs) micro-files
of Piketty et al. (2018), which provides both of pretax labor income (plinc) and pretax capital
income (pkinc) at the individual level. Discretizing the observed factor incomes, we are able to
calibrate the probability density functions (PDF) of labor and capital income directly, i.e., f-(z,)

and fx(x,). Figure 2 displays the distributional features of observed factor incomes.!*

4The details for calibrating the income distributions can be found in Appendix G.1.
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Figure 2: Labor and capital income distribution

The left two panels depict the density across labor income and capital income respectively.
One takeaway is that capital income is more concentrated at low income levels, implying capi-
tal income is more unequally distributed than labor income (Piketty, 2013)'°. The right panels
reflect the corresponding inverse Hazard Ratios of labor and capital income, which are decreas-
ing with the level of factor incomes. As appeared in the first term of equation (33) and (34), they
make an important component of the optimal tax system. Intuitively, the unequal distribution
of capital income needs for capital income tax in addition to an optimal nonlinear labor income
tax. In the aggregate, the labor share in the 2019 economy is about 52.7%. It indicates the auto-
mated technical change to some extent, while Hubmer and Restrepo (2021) has shown that the
US labor share declined from a peak of 62% in the 1980s to 55% in 2012, and one of the driver is
automating more tasks. Technically, we have two sets of income distribution data in addition
to the labor share, thus we are able to calibrate two sets of parameter, B; and 4, and one com-
parative advantage parameter 7. To save space, we leave the calibration details in Appendix

G.1. Table 3 summarizes the calibrated parameters.

15Gaez and Stantcheva (2018) use IRS tax data for 2007 on labor and capital income distributions, they find that
the bottom 80% earn essentially zero capital income.
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Table 3: List of calibrated parameter values

Description Value Target/Source
Preference

B;  One source of heterogeneity vector Target capital income distribution
€r  Elasticity of capital supply 0.65 Acemoglu et al. (2020)
€;  Elasticity of labor supply 0.33 Chetty (2012)
Technology

6n  Comparative advantage across skills vector  Target labor income distribution
n  Comparative advantage parameter 5.54 Target labor share 52.7%
o= ﬁ Substitution elasticity between skills 3 Sachs et al. (2020)
®y,  Automation technology across skills vector Target wage distribution
R Capital rental rate 0.15 Target K/Y =3
Government

k  Parameter for redistribution motivation 1 Sachs et al. (2020),Saez (2001)
T Parameter for tax function -3 Heathcote et al. (2017)
¢ Parameter of progressivity 0.181 Heathcote et al. (2017)
T Initinal capital income tax rate 0.1 Acemoglu et al. (2020)

For the individual preference, we borrow the following utility function from Acemoglu et al.

(2020) :
a1+1/€k ll+1/€l
n

q
U(yq — aq) = —qu — aq, U(ln) = T]_/el

The parameter B, is calibrated to match the distribution of pretax capital income. ¢; and ¢
denote the Hicksian capital and labor supply elasticities respectively. We set our baseline capital
supply elasticity to 0.65 (Acemoglu et al., 2020), and labor supply elasticity to 0.33 (Chetty,
2012). As for the comparative advantage in Definition 1, y, (i) = J, - i, the parameter &, is
calibrated to match the distribution of pretax labor income, and # is calibrated to match labor
share in the 2019 U.S. economy, that is 52.7%. We take a capital-output ratio of K/Y = 3,
which implies a rental rate of capital R = 15%, which is greater than R = 11.5% in the 1980
economy(see Moll et al. (2021)). Turn to the government, we adopt a concave social welfare
function G(V) = %, where x governs the desire for redistribution, as ¥ = 0, the government
is utilitarian. We set ¥ = 1 in our baseline calibration, we also provide sensitivity analyses

for alternative x = 3. The initial nonlinear labor income tax function is given by Tp(z) =

1-1

zZ— 1= ¢zl_¢. ¢ = 0.181 is the rate of progressivity, and T governs the marginal tax rate in the

34



lower bound (Heathcote et al., 2017). The initial capital income tax rate is set to 10% following
Acemoglu et al. (2020). Finally, the elasticity of substitution between skills in production is
set to 3 (Sachs et al., 2020), which indicates p = 2/3. We also consider an alternative value
p = 9/10. Thus, the substitution elasticity in production is 10, for sensitivity analyses.

To gain insights into the intuition behind our model, Figure 3 displays the calibration char-
acterizes along the level of labor income, which can also be indexed by skill or occupation type.
The left upper panel shows that the level of automation is almost monotonically decreasing in
the skill of occupation, with 0.87 at the lowest skill and 0.24 at the highest skill. The average
level of automation is 0.47, which is consistent with the capital income share in the economy.
The intuition behind is that the more complex the occupation, the fewer tasks can be replaced
by capital, thus the less level of automation. For example, in highly skilled occupations like
teachers, doctors and lawyers, more productive tasks are actually thinking, reading, writing
and speaking, which can hardly be replaced by robots. In other words, almost all produced
tasks in these occupations require labor input. On the contrary, for ordinary workers, many of
their tasks such as driving, carrying, building, and assembling can be replaced by robots, there-
fore, in these occupations, the degree of automation is high. Moll et al. (2021) has adopted the
shift-share specification to calibrate the share of automated tasks at each wage percentile, which
also finds greater exposure to the automation of routine jobs among workers at the middle and

bottom of the wage distribution.
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Figure 3: Calibration features across occupation

We also display the output share of each occupation type, v, see the right upper panel of
Figure 3. The share of output in occupation with higher incomes is lower, mainly due to there
is few of them in the whole populations. However, the middle income group contributes to the
most of the total output. In addition, the trend of capital density along occupation, K, /Ly, is
on the contrary of automation, as showed in the lower-left panel. Individuals with high skill
leverage more capitals in their occupation, but these capitals are concentrated in a small set of
tasks, thus lowering degree of automation.'® The lower-right panel of Figure 3 shows the trend

of occupational total factor productivity (TFP). It is intuitive that occupation with high-skilled

individual is more productive than low-skilled individual.

16 An alternative explanation is that, the level of automation in occupation with skill type 7 is a;, =
which is increasing with capital density K,/ L, but decreasing with w,, /R. When the price driver dominates, it is

intuitive that «,, decreases with n as well as K;; /L, increases with n.
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6.2 Simulation

Thanks to the optimal tax formulas, (33)-(35), being expressed in sufficient statistics, we are al-
lowed to simulate optimal tax system following the fixed-point algorithm provided by Mankiw
et al. (2009). The simulation details are provided in Appendix G.2. We first consider two al-
ternative tax systems, as depicted, NLIT-NCIT tax system and NLIT-LCIT tax system, which
are counterpart to separable nonlinear (SN) and separable linear (SL) tax systems in Ferey et al.
(2021), where they study tax on saving. Finally, we investigate optimal capital income tax when
suppose the nonlinear labor income is held at the status quo, that is restricting the NLIT to HSV

tax functional form(see Heathcote et al. (2017)).

6.2.1 NLIT-NCIT Tax System
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Figure 4: Optimal NLIT-NCIT Tax System
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Figure 4 displays the optimal NLIT-NCIT tax system. The upper two panels are our baseline
results, i.e., the case of x = 1 and ¢ = 3. For the optimal nonlinear labor income tax, we find that
substitution effect, the case of exogenous automation, makes optimal NLIT more progressive
relative to the exogenous-wage setting. That is the marginal labor income tax rate becomes
higher on the high income individuals, but the marginal tax rate is lower for the low income
individuals. The intuition follows the general equilibrium "trickle-down" forces proposed by
Sachs et al. (2020). However, in the case of endogenous automation, the general equilibrium
"trickle-down" forces will be moderated, since the automation effect is always on the contrary
of substitution effect in our previously analyses (see Section 3). The intuition behind is that,
lower tax rate raises the incentive of high individual’s labor supply, which can increase their
wages through automation effect. Thus, automated technical change makes the optimal NLIT
more regressive relative the exogenous-automation setting, but sill more progressive than the
exogenous-wage setting, implying that the substitution effect dominates the automation effect.

Turn to the optimal nonlinear capital income tax (NCIT), we find that it shares the similar
shape as NLIT. The intuition behind is that the distribution of capital income is unequal, NCIT
are desirable for redistribution. The general equilibrium effects also have implications for NCIT.
Relative to the exogenous-wage setting, we find that substitution effect makes optimal NCIT
more progressive. To some extent, it may stimulate the investment of middle capital income
individuals, then increasing the level of wage due to capital-skill complementarity, which can
ultimately benefit the government revenue raising from labor income. In addition, automation
effect regulates the substitution effect again, it makes the optimal NCIT becomes less progres-
sive relative to the exogenous-automation setting.

We display some robust results in the rest of panels. In the middle two panels, we consider
a more redistributive government and set x = 3. In the bottom two panels, we consider an
alternative case where ¢ = 10. Compared to the baseline results, the above intuitions are robust.
The caveat is that, the automated technical change is not negligible in the design of optimal tax
system. When moved from the initial tax system to optimal NLIT-NCIT, labor share raises to
57.8%.
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6.2.2 NLIT-LCIT Tax System
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Figure 5: Optimal NLIT-LCIT Tax System

In this subsection, we restrict capital income tax to be linear, which are more implementable in
practice, then consider an alternative NLIT-LCIT tax system. The discussion of NLIT follows
the same intuition as the NLIT-NCIT tax system. Figure 5 shows that the general equilibrium
effect reduces the optimal linear capital income tax rate. The intuition behind is direct, since
lower tax rate can stimulate investment, which can increase wages through general equilib-
rium effect, then benefit the government revenue raising from labor income. The adjustment
of optimal LCIT due to automated technical change is light. Moreover, the more redistributive
the government (higher «), the higher the optimal LCIT. Moving to the optimal NLIT-LCIT tax

system, labor share in the economy will raise to 58.7%.

6.2.3 NCIT or LCIT Tax System

We now consider a more practical case, by assuming the nonlinear labor income tax follows
the functional form of Heathcote et al. (2017), that is T,(z) = z — %:ézl_‘P, where T = —3,
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and ¢ = 0.181 governs the progressivity of NLIT. We resimulate the optimal NCIT and LCIT

respectively.
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Figure 6: Optimal NLIT or LCIT Tax System

The left panel of Figure 6 displays the optimal NCIT in difference case. Relative to the
exogenous-wage setting, the general equilibrium effect makes the optimal NCIT more progres-
sive. In addition, automated technical change plays a central role in governing the progressivity
of taxation. Moving from the initial capital tax to the optimal NCIT, labor share raises to 57%.
The right panel of Figure 6 displays the optimal LCIT. As anticipated above, optimal LCIT is
lower in the general equilibrium framework. Moving to the optimal LCIT, labor share raises to
57.8%.

7 Conclusion

This paper develops a tractable model to investigate tax incidence and optimal income taxation
in general equilibrium with multiple factor incomes and automation technology.

Our model indicates that there are two contrary channels through which factor inputs affect
factor prices, i.e., substitution effect and automation effect. When taken into account the auto-
mated technical change, we find that the real wage stagnation of bottom- and middle-income
individuals can go hand-in-hand with capital accumulation, and the responses of wages with
respect to labor input are less sensitive than that of capital input. Moreover, capital accumu-
lation induces the adjustment of automation technology, which leads to the increase of wage
inequality.

The implications of factor inputs and automation technology for both level and distribution

of wages, play a central role in our tax incidence analysis. We first give an integral equation
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system of labor and capital supply. Then, we find that both labor income tax reform and capital
income tax reform have general equilibrium "trickle down" forces on the government revenue.
In addition, these tax reforms are equipped with redistributive forces on both labor income
and capital income, thus having implications for social welfare through substitution effect and
automation effect.

In the context of multiple factor incomes, we derive optimal tax system, NLIT-NCIT and
NLIT-LCIT, using variational approach (namely, dual approach). We show that both labor in-
come and capital income tax formulas can be expressed in sufficient statistics. Both substitution
effect and automation effect play a central role in the design of optimal tax system. In addition,
we prove the equivalence between dual approach and primal approach in the context of dual-
tax system.

After calibrating the U.S. economy in 2019, we find that the degree of automation is de-
creasing with occupational earnings. We then simulate three alternative tax systems. For the
NLIT-NCIT tax system, while substitution effect makes both labor income taxation and capi-
tal income taxation more progressive relative to the exogenous-wage setting, automation effect
regulates the substitution effect and makes the nonlinear tax system less progressive relative to
the exogenous-automation setting. When we restrict capital income taxation to be linear, which
is the NLIT-LCIT tax system, we find that the general equilibrium "trickle down" forces reduce
the optimal capital income tax rate relative to the exogenous-wage setting. However, due to
the redistributive forces on capital income, the optimal capital income tax rate is higher than
the current capital income tax rate. Finally, we restrict nonlinear labor income tax with constant
progressivity, and simulate optimal NCIT and LCIT respectively. Capital income tax reform is
still desirable relative the current U.S. tax system. The goal of this paper is not to provide a
precisely calculated value of the "correct" optimal marginal tax rates, As an extensive literature
points out, there are many drivers that determine the optimal tax. Our major conclusion is that
one should not ignore automated technical change when designing the optimal tax system.

This paper can be extended in several respects. First, our methods can be applied to higher
multi-dimensional heterogeneity, e.g., more kinds of factor incomes. Second, by introducing
heterogeneous returns of capital, or income-shifting between labor and capital income, the
practical implications of this theoretical work can become more abundant. Finally, one can
study alternative optimal tax system based on our model, such as a linear earning-dependent

capital tax. We leave these issues for further studies.
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Appendices

A Macro Aggregation

A.1 Proof of Lemmal

Proof. Let p, and p, (i) denote the price of output Y in skill-type n and the price of output

Y, (i) produced within the task i respectively. From the skill output production function,

1
InY, = / In Y, ()di,
0

the relationship between skill output and task-level output is Y, (i) = pnYu/pn(i). From the

task-level production function,

KK, (i) ifie0,an,
o { 00 w0
P, (1)L, (i) ifi € (an, 1]

we obtain that K, (i) = Y,,(i)/¢%(i), R = p,(i)yk(i) for 0 < i < a, and L, (i) = Y, (i) /¢, (i),
wy = pn (i)Yl (i) for &, < i < 1. Combining with the expression of Y, (i), it is easy to get

Pr¥n i [0,0);  Ln(i) = Pt

K, (i) =
n(l) R w,

Vi€ (ap,1].

Remember that K,, = 0“” Ky(i)diand L, = f “ln L, (7)di, thus capital and labor assigned to skill-

type n and corresponding task i satisfy the following relationships

L
Ky (i) = o Ly(i) = ] _”“n Vn e N,ie€[0,1].

Substituting them back into the task-level production function and using the Cobb-Douglas

aggregator, we derive the skill output production function,

oo I ()i [} In gl (i)di

" (1 — oy ) 10

Y, = Au(a,) KL%, where A,(a,) = (A1)

Without loss of generality, we normalize the price of aggregate output as one. Using the CES

. 1/
production function of aggregate output ¥ = { fn” B Y dn} p, one obtains the relationship
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1
between skill output and aggregate outputas Y, = T 1Y Since K, = “” Ky (i)di = %

and K = | E” Ky dn, the share of capital allocated to sklll—type n over aggregate capital can be

given as follow,
p

K (lep
nla) = T = —SnPr P

I ol

_ 1/
Substituting ¢, (a,) and Y, = An(ocn)Kf;”L,lf”‘” into Y = { | nn ﬁnY,fdn} p, aggregate output

could be expressed in the following reduced form:

1/p
Y=F(K, L;u) {/ B An 2) KL~ "‘”} dn} , where Ap(a,) = An(ay)¢i (ay).
(A2)

A.2 Proof of Lemma 2

Proof. We know that the skill output function is given as Y,, = A, (a,)Ky" L,ll_“”, profit maxi-
mizing means that factor prices equal their marginal productivity, thus we have the following

first-order conditions:
(1 _[Xn)PnYn R — “nPnYn
Ln ! Kn )

Denote v, = pn Yy /Y as the share of output value produced by skill-type 7 in the total output

w”:

value, [ nﬁ Tndn = 1 since aggregate production function is CES. Moreover, we denote & =
| ﬁ” anyndn as the average degree of automation in economy. Using K = [ E” Kydn and rewrite

above two first-order conditions, equilibrium factor prices can be given as follows,

OF(K, L;) (1 —ay)ynY

JoF(K, L; « aY

wy(K, L) =

As for the equilibrium automation technology, there is an indifference condition p,(x,) =
4’;[4(”‘71) _ Wy
lpﬁ(“n) - RY
with (A.3), one obtains

such that producing with capital or labor is indifference in task «,. Combining

ﬁl‘n(“n)Ln

=1-
an ’)/n K
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Remember that &« = f nﬁ &y Yndn, so the equilibrium automation can be solved by the following

equations:

L V;(%)L" ,VneN a=a(K L) = = K .
In K + fﬂ pn(an)Lydn K+ fﬂ pn(an)Lydn
(A4)

We do not give the analytical expression of automation technology, but turn to numerical solu-

ap=0y(K,L)=1-—

tion in Section 6. =

B Proof of Elasticities

B.1 Proof of Supply-side Elasticities.

Proof. First, we consider linear labor and capital income tax system with marginal tax rate ¢,
and ty. From equation (1), individuals maximize their utilities according to the following two

first-order conditions
v/(ln) — (1 - tz) w;/l, u/(yq - [1,1) — 1 + (1 - tx)R. (B.l)

Differentiating above equations with respect to marginal retention rate 1 — ¢,, 1 — t,, we obtain

dl, day

= —y" — =
M- o gy = R

,U// ( ln )
Following the definition of elasticity, the behavior elasticities in the context of linear tax system

can be derived as follows:

L—tzdly, _ 0'(ln) ag dag  u'(yg—ag) —1

1=tz I, dt;  1,0"(I,) tard =k 1 -ty diy ”q””(yq - aq)

Rearrange and one get

v (Iy) = AC)R —u"(yg —ag) = Yo~ o) g

7
lneln,l—tz AgCay 11—ty

(B.2)

Next we turn to the behavior elasticities under nonlinear tax system. Bear in mind that we have

given the form of tax perturbation in equation (7), i.e., T; = T; + x;7; with i € [z,x], thus as
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k; — 0, the two first-order conditions can be rewritten as follows,

o' (1) = (1 — Ti(zy) — x:7o(z0))wy, VYn €N (B.3)
u'(yg —ag) =1+ (1 —Ty(xg) —kxTy(x4))R, Vg€ Q. .

Taking derivative of above equations with respect to «, and x, respectively, one obtains

dl " dl
(1) o = = | T ) o b+ 7l

d(l " dﬂ
_”H(yq - aq)d_KZ‘Kx:O =—R {Tx (xq)Rd_KZ|Kx:0 + Ta/c(xq)] .

Plug (B.2) into above equations,we have

Wy ) ey Ty
di, =70 1 lfT/(Z ) Todi T 1 17T/(x ) ’
z TZ (Zn)ZUn + —lnelnz,l—?z X Tx (XQ)R + —aqea;lfzx

where we use v'(I,) = (1 — T,(zx))wy and ' (y5 — ag) = 1+ (1 — Ty(x,))R. The elasticities of

factor supply with respect to marginal retention tax rate can be expressed as follows,

e L= 1=T@E)_dn o [ -T)le,
ln1-T; — Iy T/ (zn)dx, =07 Ti(zn) + €1, 1 1. T (zn)zn’

o VTlw dw o B-Tle
ag1=Tx — ag T (xg)dice 7 1= Ti(xg) + eq, 11, T4 (Xg) %

As for the elasticities of factor supply with respect to price, we take derivative of equation (B.3)

about w, and R at x; — 0, respectively, then get

" dl / 1! l
U (ln)dwnn = 1 - TZ(Zn) - TZ (Zn) {ln + Wnﬁ] wn,
" dﬂq / " dﬂq

Following the same techniques, one obtains

dag 11— To(xg) — Ty (%) %4 '

dw, 1—Té(zn) Wy 1 " dR 1—T;((x) R 1
R AL o 4 RT (xR
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Thus,

dw,  1—Tzn) +ep,1-1. T (zn)zn

7

wy dly (1= Ti(zn) — T (zu)zu] €1,1-+.
eln/wn l_
n

€ = 5% _ [1 B T;(xq) B Talc/(xq)xq] Cag 1ty
aq,R - {Zq dR 1— Tylc(xq) —+ eﬂq,lfthg/c'(xq)xq .

B.2 Proof of Demand-side Elasticities

Proof. Bear in mind that the equilibrium factor prices are given as

(1 —an)ynY oY

wy, = wy(K, L;a) = 7 , RER(K,ﬁ;rx):?.
n

-1 B
where 7, = %, Pn = Bn (%)p ,and Y, = Ay (a,)K* Ly". Taking the logarithm on both side

of the above equations, one obtains
Inw, =Inf,+In(l—a,)+(1—p)InY+plnY, —InL,, INR=Ina+InY—-InK, (B4)

where InY,, = In A, (a,) + &y InK + (1 — &) In L,,. Next we differentiate equation (B.4) with

respect to labor input £ and following the definition of elasticity, we have

dlnw dinw,, dInY
5 =———" = - - = u = — — K,y / ! .
ewn,Ln - dln Ln p(l Oén) 1/ ewn,Ln/ dlnY din Ln/ (1 p)(l oy )’)’n , Vn,n eN

where we use w,/ L,y = (1 —a,/)v,yY and w,, = dY/dL,s. Since the price of aggregate out is

normalized to one, thus, egr 1, = g}glé ;llr{‘g = (1 —ay)yn
4 n

As for the elasticities with respect to capital input K, we take derivative of equation (B.4)

about K, then get

dinw, dnw,dnY dnw,dInY,

€k = JInK ~ dInY dnK | dInY, dInK

(1- p)a+ ptn,

RK __ _dy _ dlny o
where we use 5+ =, R = Ix and a« = 7Ink- Moreover, eg x = a — 1.

Turn to the elasticities with respect to automation technology w, following the same tech-

niques, one could obtain

. _dlnwn__ Xy . _dlnR
Wnkn = dlne, | 1—a, X dina

1.
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dinY _ dlnY,

Here we use envelope conditions, i.e. iy = Fmi

= 0 in equilibrium. To elucidate the
intuition, one should know that there is no improvement in production at the optimal level of
automation technology, i.e., W =0.

The rest of demand-side elasticities are about automation technology. From lemma 2, we
know that

1 tn (&) Ly K

— = , a=a(K L) = , Vné&N.
Yn K+ [, pn(an)Lndn

ay =an(K, L) =1-— = =
K+ [, tn(an)Ludn

Rearrange and take the logarithm, one obtains

a
In(1—way) =—Inpp+Inu,(ay,) +InL, +plnY —plnY, —In (K—i—/
n

yn(txn)Lndn) , (B.5)

i
Ina =InK —In <K—|—/ Lnyn(acn)dn) , (B.6)
n

-1
where we use v, = pnYy/Y and p, = Bn (%)p . Following the same process, it is easy to

show that

Can Ly = din(1—w,) dInL,  a, (1=p(1 —an)),

- dinL,  FdmnL, dinL,

~ dlna, din(1-wy)  1—a, [dinpe(an) | dInY dIn(K+ [ pn(an) Lodn)
ol = dIn(1—ay) dlnLy, o '

Denote € — dingin (2n) as the elasticity of comparative advantage with respect to automa-
Vn(“n)/“n dlnay, y p g p
tion. With
AIn(K-+ Sy ) L) = L ( (a )+/ﬁL n(a )d“” dn)
dln Ln’ K+ fnﬁ ﬂn(ﬂén)LndTl Hn' (&n 0 nhu(&n dLn/
Sy Lo (o) El el 2o i
= (1—ay)yw +— = nn n
K+ [, tn(on)Lydn
fl
= (1 - (xn’)’)/n’ + (1 - D‘n)ryne n(zxn),ocneocn,Ln’dnr
" H
thus
1—u, f
€an, Ly = _T €t (o) 000 €, Loy +P(1 - D‘n/)r)’n’ - (1 - ‘Xn’)’)’n’ - /n (1 - ‘xn)’)’neyn(an),anerxn,Ln’d” .
n
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Rearrange then we prove that

(1 - p)(l - D‘n’)’)’n’ + fﬂﬁ(l - ‘xn)’)/neyn(an),anean,Ln’dn

, Vn € N.
€11 (a0 )t T an/(1—ay)

ean,Lnl -

As for the automation elasticity of capital, we differentiate (B.5) with respect to K, thus

1 —ay |dinpg(an) diny  dinY, din(K + fﬂﬁ pn(n) Ludn)
Con K=" dink  Pdmk ~ Pdink dlnk '

Symmetrically, we have

dln(l(—kfﬂﬁ tn () Lpdn) B K (1+/ﬁL n )%dn>
dInK _K+fﬁyn (an)Lydn n T

f Lypn () yn(aé;i‘;n ,,i %&1 dn

K—i—f pin(an) Lydn

= —|—/ ocn Tn yn(“n)ane,xmKdn

plug into above equation, one obtains

l

e}in(an),anean,K + PX — Py — & — / (1 - an)r)/neﬂn(“n)/“neaandn :
n

1_“71
&n

€x, K = —

Thus we can prove that

1—pla+poa,+ [(1—a € €, xdn
€ap K = (A= Pt pan ) )V )t K , Vn € N.
€t () n T an/(1—ay)

Finally, differentiating equation (B.6) with respect to factor inputs, we have

dina _dln(K+fZ pn(@n) Lpdn)
€oln = 4InL, dlnL,

l
=—(1—an)yn— / (1- “n/)?n/eyn,(an,),a”,ean/,Lnd”// Vn € N,
n

and

dlna ' dln(K+fnﬁyn(ocn)Lndn) . /r'z
n 1

Exk = TInK — T K (1-— ocn)fyneyn(an),aneamKdn.

n
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C Proof of Automated Technical Change

C.1 Proof of Section 3.1

Proof. Under the assumption of 0 < p < land 0 < a, < 1,Vn € N, the demand-side

elasticities in Table 2 except €y,,1 ,€x, K, €L, and €,k can be signed directly, we do not go

into details. Bear in mind that Definition 1 means the elasticity of comparative advantage with

respect to automation is constant in equilibrium, i.e., €11,y ()t

can be rewritten as follows,

. _(=p) ) + [ (1 — an)ynte, L, dn
txn,an + Dén/( ) 7
(I =p)a+pay+ [(1—an)ynnean, Kdn
€y, K =

n+ &/ (1 - “n)
Multiply (1 — &, )7, on both sides, one obtains

B (=) _ B (1 —an)vn _
(1 OCn)')’nean,Ln/ = 7 +06n/(1 — “n) (1 p) (1 “n’)’)/n"’_ 7 +(Xn/(1 — (Xn) /(1
_ _ (1 —an)yn - — &)
(1= ) = S h s (L= plact o) + ocn/ 1—ay) /(1

Integrate both sides and rearrange, we have

(1—p)(1—ay)ye [ %d”

7(1—an)yn
1= | rarizaydn

7

/(1 - D(n)’)’nezxn,Ln/dn =

N+an/(1—ap)

(1—p)a [ (=) dn—l—pf —ﬂlal/'xl")zz)dn

/(1 - “n)')’n(-?an,Kdn = . a0 o

ntan/(1—ay)

=1 > 0, thus €4, , and €y, x

an)')’neacn,Ln/d”/

1) Yn€u, KAMN.

Substitute them back into above equations, €,,,1 , and €, k can be given in the following forms,

(1—p)( —aw)yw

elxn/Ln/ =
[+ @/ (1= )] |1 = [ 2 e dn

> 0,
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(1—an)vn an(1=an)rn
(1—p)at pay <1 - nsz'n/(ljzxn)d”> 0 J ey

€K = — > 0. (C.2)
-+ 0/ (1= )] [1= ] T ]
In the last inequality, we use 1 — %dﬂ >1— [(1—an)yndn =a > 0.

Next we turn to the signs of ¢, 1, and €, x. In appendix B.2, we have proven that

n
€ar, = —(1—an)yn — / (1- an/)'ynnyean,,Lndn’, Vn € N.
n

it is obviously that €1, < 0 since €, 1, > 0foralln,n" € N.

; _ (=platpan+ [ (1—an)Ynt€n, kdn
With €, x = H+tn/ (T—an) -

, eliminating the integral term, then €, x can be

rewritten as follow,

«
ea,Kzl—uc—i—(l—p)tquptxn—(;qu u >€4xn,1<-
1_an

Substituting equation (C.2), one would get

(1—p)a+pf%dn

7(1—an)yn
1- 77+0¢n/(1*0‘n)dn

(17 n) n n(lf H) n
(1= p)a [ gt iiTydn + p [ o e dn

Eaxk=1—a+(1—p)a—

=1—ua—
n(1—an)yn
- 17+06n/(1—'xn)dn
. (—pe(-a)tpe(i-a)

o

In the last inequality, we use [ %dﬂ < [(Q—an)yndn =1—w,and [ %dﬂ <

[an(1—ay)ypdn < a(l—a). m
C.2 Proof of Proposition 2

Proof. From equation (9), we know that,

dK
dn’ — 1,
n +€DCn,K K

dw,,
Wy

Vn.

dLn iz dL !
g =€ P + [ €a L, —=
AE — Cwpan |Cay,L, L, u &, Ly Ln’

7Note that E[a, (1 — )] = E[an]E[1 — ay] + covlay, 1 — ay], obviously, the covariance between &, and 1 —
is negative.
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For the sake of brevity, we denote 77 = %dﬂ and g = (1—pla+p [ %dﬂ

Appendix C.1 shows that 0 <7 <1and ¢ > 0, thus €,,,1 , and €,,, k are reduced to

(1—p) (1 —aw)rw pay (1—17) + ¢

ot = e /A=) A=) T+ wa/ (T— ) (1= 1)

For any n,7i € N and n > 71, we substitute these expressions of elasticities into above equation

and subtract, one obtains,

dwy, dwj; B dL,, dL;
o |aE — o lag =[1—p(1 — ay)] I, [ —p(l )] 7
1-p dL, . ,
+|:77(1—1Xﬁ>/0(ﬁ+1_7](1_0(n /ocn—i—ll 1_%)%/ Ly dn
p(1—fante _ p( ’7“n+4’} .
— > 7.
" [W(l—“ﬁ)/“ﬁJrl n(1—an)/an+1 v >

Under the conditions of dL,/L, = dl,,/L, =dL/L >0,dK/K > 0,0 < p <1land &, <0,itis
easy to find that

1 p(1—an)] 22

n

<0=p(—aa)l 7=

1-p S 1-p pA-—Maate _ p(l—7)ant+¢
nl—ap)/ai+1" n(1—ap)/an+1" y(1—az)/as+1" n(1—ay)/ay+1

Thus for automation effect, labor inputs decrease wage premium directly but increase wage

premium indirectly, while capital input always increase wage premium. As for substitution

effect, equation (11) shows that,

dw,,
Wy,

dL n dL,, dK
sE = QW L: +/n €wp, L,y L Ko Vn.

Subtract between n and 7 and leverage the demand-side elasticities in Table 2, the following

equation can be deduced,

dw,, dwp dL,, dLj dK _
o sg — s = [p(1 — ) — 1) T~ lo(L =) = U T +plon — ) G Y > 7
Under the same conditions, we have
dL, dLj dK

[p(1—an) =1 7= > [p(1 —an) =1 7=, p(an — ) 77 <0.

Thus, labor inputs increase wage premium directly through substitution effect, while capital
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input decrease it. m

D Tax Incidence Analysis

D.1 Proof of Proposition 3

Proof. In equilibrium, as labor market clear, i.e., [, = L;,, equation (16) can be rewritten as

follow directly,

dly 7. (2n) total At total 4K
Z - l 11— T 1 _ T (Zn) +€ln/60n /elgnaL li l d + eln/ZUnGZgnflK?I (Dl)

where we denote etomin = €w, L, + €w,a,€a,L,, a0d e;‘)’t’l[l( = €u, K+ €w,a,€n, K- The rest of work
is to eliminate dK/K. Note that capital market clearing means K = [, [, off (n,q)dgdn =

Joaaf4(q)dq, where fo(q) = [y f(n,q)dn. It is easily to derive that

dK _ dag - _ qfq(q)
? = /Wqﬁdq, with wq = T

Substitute the expression of da, /a, in equation (16) into above equation, one obtains

d dK
— /quaq1 T41 +/wq~€a,7 qu/efftfl/ L” dn’ +/wqeaq queff’}?l?.
Denote éx r = f Wg€q q/qu and y = m Rearrange above equation, the change in aggre-
gate capital can be reduced as
dK T, (xq) - total Aln "
K :—X/wq ag1— deqﬂLX%R/em, i

That is equation (19). Substitute it back into equation (D.1), the integral equation of labor supply

can be reduced as follow

dly T. (Zn) total / T (Xq)
-— = —— —€ wg€ —_—
L Cwi-T 1 Ti(a) € KX [ C4€a 1= T ()
DE CE
total total total dln’ r
+€l,,w, [ 1T €0, KXEK.RERL ] I dn
GE
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D.2 Proof of Proposition 4

Proof. Solve the individual utility maximization problem (1), one obtains the following indirect

utility function,

Moreover, government revenue is given by

B= // [Te(wnly) + Tx(Ray)] f(n, q)dndg. (D.3)

With the definition of social welfare function W = 1G ({V(1,9) }uxqenxq) + B and social wel-

fare weight ¢(n,q) = i dVd(G L the change in social welfare can be given by

dW = //g(n,q)dV(n,q)f(n,q)dndq+dB. (D.4)

In the following process, we show that how individual utility V (1, q) and government revenue
B response to a given tax reform (73, Ty ), through mechanical effect (ME), behavior effect (BE),
substitution effect (SE) and automation effect (AE), respectively. Bear in mind that tax reform

dl, dag  dw, and dR

™ G , armed with

leads to the change in factor supplies and factor prices, i.e.,
equation (D.2), it is easily to deduce that

dV(n,q) = —T(zn) — Tx(xg)
ME

2 (zn) 74 (xq)

+ [Wn - Té(Zn)ZUII - Z),(ln)} ln(*G]n’l_TZ/)W + [1 + R — T;(Xq)R — u/(yq — aq)] uq(*enq’l_m)m
X

BE
dw dR
(1-Te(x ))xq R |SE + (1= T4 (zn))zn — | ae + (1 — Ty (x4))%g = | aE
Wy R

SE AE

+ (1 - Ti(zn))zn
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Note that individual first-order conditions imply w, — T.(z,)w, — v'(l,) = 0 and 1+ R —
Ty (xq)R — u'(yy — ag) = 0, thus dV(n, q) can be reduced to

dV(n,q) = jTZ(Zn) - Tx(xq)l‘F (1—T(zn))2n “ (1- Ta/c(xq))qu?RISE

N J/

SE
dwn , dR (D-5)
|AE+( Tx(xq))xqf‘AE

ME

+(1— Té(zn))

J/

-~

AE

Follow the same logic, armed with equation (D.3), the change in government revenue can be

given by

E

aB = [ [ [r(z0) + 7(x)] f(n,q)dndq
M

Ta/c(xq)

N / [ Tz ey n) s fn g + [ Th gty (—1-0) gy )y
_ '
4 [ [ e 1+ €] s a)dndg + [ [ Tixg)x [1 4+ e0,] s Onadndg

-~

SE

dw, dR
[ [ Tz [+ ) S asf (nq)dndg + [ [ Tk [+ €0 r] T lacf (n,q)dndg.
n

AE
(D.6)
To simply our exposition we denote g, (n) = ng”ﬂ# and g,(q) = Ins(m fZ (f )( A ote
that we have defined fu(n) = [, f(n,q)dq and fo(q) = [y f(n,q)dn. Substitute equation (D.5)
and (D.6) into (D.4), then the incidence of tax reform on social welfare can be given by equation

(25). m
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E Variational Approach for Optimal Taxation

E.1 Proof of Lemma 4

Proof. Shutting down the general equilibrium feedback requires that da;/a; = 0. As K =
[ a4f4(q)dq, it is easily to verify that dK/K = 0. Remember that

da T (xg) dl, dK
q _ x\*q total “tn’ total
a _eaq,l—T)’C 1 — Tg,c(xq) eaq,R / €RL o l dn’ llq R,K K’ (El)

thus we have
an’.

(1 B TJ’C(x‘i))eaﬂ'R /etotal dly

lec(xq) = R,Ln/ ln’

Substitute the expressions of €,, r and €, ;_r1, which have been summarized in table 1, into

above equation, one obtains

! ! 1" total A 5
() = (1= Thlg) = T (xq)xy) [ el T’
n
Integrating across x,, the counteracting tax perturbation on capital income is given by

/ dl,
rxg) = (1= T(eg))xg [ el T

Turn to the counteracting perturbation 72, as the integral equation of labor supply is given by

dly T;(Zn) total / total dly dly /
L - G . dn' / dn'.
ln elnzl_Tz 1 _ Tz (Zn) eln Wn wn Xe eR L n! l n + eln Wy Cwan 4 ln/ n
Replacing % dl" = —€,1-1/ 1T21T(,Z( )) and 7/(z,) = ¥ (zu) + 2 (24), one can obtain
1/ 1/ 2/ 1/
15 (Zn) 15 (Zn) + T (Zn) total / total T (Zn) /
—€ |2 = — € 1 T . + € 4 € Exr | €X' € ) —2 "7 _dn
1,1 Tzl_TZ(Zn) 1, 1-T, 1—T (Zn) Ly, wp wy, K X K,R RL/ l/l Tzl_T (Zn/)
1
T, (Zn) '
— —2— dn'.
lnwn/gwn;L/ 1/1 Tzl—T( )
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Rearrange and use the definition 7!’ (z,) = J,,. (z,), one obtains

1—T.(zy))e € . 1-T! Az« \ ~
o (ar) = (oD bt (ot — G, ) ot 2 ()

€1,1-T} 1—T,(zn dn*
g -1
— _ glotal (1— Tz(zn))eln,wn €1« 1-T, Az,
ZUn/L * €1,1-T 1— Té (Zn ) dn* ’
where we use Cmen/ = ;‘,’,j”ﬁ , + Z‘)’t“lé)ce R€§§tfl for any n € N. Remember that, in Table 1, we
=n
have
/ !/ ’
[1 — Tz(zn) - Tz (Zn)Zn] €1,,1—t, [1 - T (Zn)] e, 1—t,

€ = , €1 q1_m1 = .
Pt 1 = T (z,) +ep,1-1. T (zn)zn AT — Tl (zw) + €11, T2 (20)zn

Substitute them into above equation and integrate across z,,, T2(z,) can be given by

€ .11 [dzyp\ L [
2 Ly 1Tz n / gtotal / I
T, (zn) = — 1-T T, (z)z|dz.
Haw) =~ B (T ) el - 1)
Finally, we are going to show how these perturbations affect wages and rental rate. In sec-
tion 4.2, we investigate the channels through which tax perturbation affects wages and rental
rate, with elasticities defined previously, the implications of tax perturbation for them have be

reduced as follows (i.e., equation (21) and (22))

dw I xq I ] 11 dly
~ = tom X/wq aq,l T 1 d +/ tom o Z‘f,f“zoce efé’tf } l” dn’,
dR ] T (xq) I I 11 dly
R — —ef{’@? X/“’qeaq,l—T;l xT;—(xq)dq +/ 6557%, + efgtfg XEK, 6%03? ] ln dn’.

Asdag/a; = dK/K = 0, integrate equation (E.1), we know that

[;(Xq) _ / t t l dln/ /
w f——— _dg = oL dn’.
/ qeaq,l—Tx 1 T;().q) 4 =€KR [ €RL Wl

Substitute it into above equations, we have

dwy _ /etotal dln ety / d_R / total dln n'
wy, wy, L./ l R R,L,, l
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Bear in mind that dl” = —€1,1-T % thus, with the tax perturbations 7}, 72 and 7 defined

as above, the 1nc1dence of tax reform on factor prices can be given as follows

dwn _ 6t0ml €l A-T dzy: B d_R — _lotal eln*'lfT;* dzy !
Wn bl — T (zye) \ dn® " R Rl — Tl (zy) \ dn*

E.2 Proof of Proposition 5

Proof. The key idea is that when the tax system is at optimal, there should be no marginal

improvement on social welfare given any tax perturbation. Normally,

AW = / / (1, q)f(n,q)dV (n,q)dndq + dB = 0.

We know that the adjustment of individual utility V(n,q) and government revenue B actually
come from the adjustments of factor supplies and factor prices. In Appendix D.2, we have

shown that

(1= o) N 7 (z) — (),

dV(n,q) = z,(1 — T;(Zn))dzzun
n

dB://ﬂE@H+D@WVWﬂWWq
_// { (dwn 44 dl, ) + T (zn) + T, MEME (‘f + i”q) —i—Tx(Xq)] f(n,q)dndg.

Wy ln q
In Appendix E.1, we have derived the expressions of these adjustments, dw,, /w,, dR/R, dl,,/ 1,
and da, /a4, under certain tax perturbation 7, = Tzl + TZZ and T1,. The rest of work is to sub-

stitute them into above equations, we display the calculation in turn. For the incidence of tax
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perturbation on individual utility, we have

dw,,

av, =z,(1 — T;(zn)) + x4(1 — T, (xq))d?R —1H(zy) — T2(20) — Ta(xg)

/ dl !/ / dl /
:zn(1—TZ(zn))/e;‘;;7I{n, a4 xy(1= Tolx,)) [ e, L
n
, dl,y
=) — () — (1 T [ el

€ / -1

Lx1-T, Az total !

= _ 1-T

1= Ti(z) <dn* ) CanLy 711 = Tz(2n))

€ /
1+, 1-T, Az /Z totul / 1
| . nte 1-T T. dz.
Zn>2y + 1— Tz(zn*) (di’l* ) 0 [ ( ) z (Z)Z] Z

Thus,

/ / g(n,q)f(n,q)dV(n,q)dndq

N 1?}1(T (ZZID // ciontt . 2n(1 = T(za))g(n,9)f (n, 4)dndq - // g(n,q)f(n,q)dndq

n*l T

Z ) / / / el [1— T/(z) — T/ (2)2]dzg(n,q) f (n,q)dndq

n*l T

— n* - T, (‘j;”* ) _ el zu(1— T.(zn))gn(n) fu(n)dn — /n @n(n) fu(n)dn
(i;n: ) igtfl*[l —Ti(z) — T, (2)z] ( /Z g2 (zy) fz(zn)dzn) dz.

In the last equation, we use ¢,(z,) = gn(n) = W, and exchange the order of inte-

gration. Bear in mind that we have defined the average welfare weight above a certain labor

;1’>11 8n! (n/)fn/ (n’)dn

!
1=F, () , thus we have

income z, as §;, = $n =

/ / g(n,q)f(n,q)dV(n,q)dndg
==&, (1= E(zn))

3 ?”}Z(Zf*) (fz ) : [e [(1- T2 - T @)2) g:(1 - E() — 2(1 - TL(@)3:(2)fo(2)] d2

- €l )T, Az \ total / _ !
=~ g, (- Bl b s (G ) e, [0 To)zage, (- Ean))] dn
z\4n*
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We now turn to the incidence of the given tax perturbation on government revenue,

- [ [ (dw” + il > +Ta(2a) + T(xg)%, (dlf - if”’) +rx(xq>] f(n,q)dndg

Wn q

:/ {Té(zn)zn </ eigjﬁnl iln/d”/ dll ) TT ( n) +Tz2(zn)1 fu(n)dn

ota dln ! ota dlr
+/ [ (xq)xq (/ fthl, ™ dn +0> +(1—Tx(xq))xq/€§thl, ln d”]fa(ﬁ)d‘i

«,1-T, Az, -1 / 21— ’
-1 _IHTZ(ZZ*) (dnn* ) /efg}f“i T2 (zn)zn fa(n)dn — 1= T2 _l ']14 (Tzn)(szn* (2n) T, (2n)zZnfn(n)dn

€ *, Az, - "
[ Y i T (o) 3 g - 1] e e

€l"*’l_Tz/* dzy: ! total
- 1— T;(Zn*) (dn*) /xqeRL fq(q)dq

By adjusting the order of integration, we convert the double integral into a single integral, thus

€ / -1 € /
LsA-T. ([ dzy / total ! L A=T,
1— T (zn) (dn* ) Cwn, Ly 2(2n)znfz(2zn)dzn 1— T.(zn") 2 (zn*)zZn+ f2(2n*)

€ 1T dz,\
+ (1= F(zp)) — 1 _lnT'}(sz ) (dnn* ) / eiﬁ/faﬁn* [1-T.(z) - T/(2)Z'] (1 - E())dZ’
z\4n*

el”*,liT;* dzn* B total
1= Ti(zw) (dn*) /xqeRL So(a)dq

€1, 1-T €l d-T.  (dzg\ " I
=1-— Fz(Zn*) — —1 — TZ/(Zn*) Té(zn*)zn*fz(Zn*) — 1= TZ/,(ZH*) (d]’ln* ) /qutROtLa fq(ﬁl)d(/]

€ *,1— ! dZ * 71
T (d ) [ et T zn)znfelzn) + (1= Thza) = T2 (z0)20) (1= Fo(za))] dza
z n

€14 1-T,

=1—F(a) - 1 T

Ty (zu ) Zn f2(2n*)

€1.1-T! Az \ 7! I /
- B () e [0 Tl - FGen))]

€L 1-T, [dzp\ l |
— 1-— T;(Zn*) (dnn*) |:/ xq€§gtLa fq dq+/zn€tota ( )dn

) A Yz ()

=1—F(z,

R
eln*,lfTé Az, -1
1= T(z) (dnn* ) /Efﬁﬂn* [(1 = T/(zn)) 2a(1 = Ex(zn))] dzn.
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In the last equation, we use the following Euler’s homogeneous function theorem,

Theorem 1 Given an aggregate CES production function described in Lemma 1, Euler’s homogeneous

function theorem implies that'®

/xqeﬁ’tfl fa(q dq+/znet"ml 1(n)dn = 0. (E.2)

Armed with these expressions, the marginal effects of the tax perturbation on social welfare can

be given by

dW://g(n,q)f(n,q)dV(n,q)dndq+dB

_ € 11 (dzp\ ] ot ) '
== (1= P + s () et [0 Tz (1~ Bian)] doy

l*l T

eln*/l—Tz/ dzps _1 total ! ,
T () (dn*) J et [(1- ) 200 - ez d

:(1_gzn*)(1_FZ(Zn*)) : T3 (20 ) Zn f2(2n*)

+1-F(zn) - T, (zn)zw f2(2n*)

s 1—T.
1_T( n*)

€ a1 (dzp\ ! ) , /
z\4n*

Equate dW to zero and rearrange, the optimal nonlinear labor income tax formula can be elicited

as follow,

To(zy+) _ 1 1-q. )1—Pz(zn*)
1-Ti(za) € 4 p ) e f (2

_ <0;7;ln ) B / [(1 — 3z (11 __%((Z*))) (;—fiZ@ o

D

/

total dZ
n-

— D

Denote ew L = €01, O (n) + €w,1,. and ew L = €0 €y L Aus (1) + €wpu, €0 L, r WE

have etomi .= w L.t ew ‘..~ Thus, the optimal tax formula can be further decomposed into
n *

33). m

8Using F(K, £,&) = R [ agfy(q)dq + [ wnlyfu(n)dn, take the derivative of L, and rearrange, one can obtain
theorem 1 directly.
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E.3 Proof of Lemma 5

Proof. Our goal is to find the counteracting tax perturbation 72 and 7, corresponding to the

elementary 7}, such that

dag o T(xg) dly_
ag W] —TL(x)" I

Bear the integral equation of capital supply in mind, that is

da 7 (%) dl,y dK
q , x\"*q total “in’ dn’ total
= ST g [ M R

As Th(xg) = T} (xg) + T2 (x4), it is easily to obtain that

eaq,R total dK total dK

<1_T;(xq)> €RK = (1 To(xg) — T (xg)xq) €RK - K’

72/ (xq) =
€ap1-T,

In the last equation, we use the expressions of €,,r and €, , displayed in Table 1. Integrate

o 1-Tx
across x4, the counteracting perturbation 2 (x,) can be glven by

, dK
Ta%(xq) = (1- Tx(xq))xqefé’tﬁl K (E.3)

As shown in Proposition 3, the integral equation system can be expressed as follows,

dln T (Zn) total T. (x‘l) dln g /
Ly

B _ _ _T\En) =) g /
= O T gy ek [ e T g | G T

dK T/(Xq) _ ldl/
Van —X/wq €a,1— TxmdQﬂLXeK,R/efgtLa, ln dn'.

T (%g)

Using dl, /1, = 0,Vn, we have 5 dK —Xqueaql T )dq and
! eln/ n dK dK
Tn) = 2 (1= T ek = (1= Tolan) = T (mn)zn)eq i

€L1-T
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Again, the supply-side elasticities €}, ;, and €, 1_ 7/ defined in Table 1 are used in the last equa-

tion. Integrate across z,, the counteracting perturbation ;(z,) is given as follow

wla) = [0 TiE) - T R)ela (B4
Z n) — 0 z z .
Substitute dK = —x [ wqe ag1—T4 T( = X0 )dq and dl = 0, Vn into the expressions of factor price
adjustments that is Corollary 1,
dw (x dl,,
no_ totalx/wq it 1_ 0/ d +/ ££u£/+€;?tull<xe ez}fgtLal} l;j dn',
n
dR total 7 (%) total ___total total ] Alw ’
3 —eﬁﬁx/wqeaqllT;mdqu/ €ROL‘Z,+€ROI?X€ €ROLa ] L dn

the incidence of above tax reform on wage and rental rate can be reduced to

dw jdK dR ldK

wy " SOKE R TRK (E5)
As the aggregate adjustment of capital supply can be expressed as follow

dK day ¥ (x,)
dg=- [ i S E.
/wﬂi q wqeaq 1— Tx]. T)/C(xq) q ( 6)

The remaining work is to specify the elementary tax perturbation 7} (x,). Consider a Dirac tax

/ w *eﬂ *, 1= 3/( * -1 .
perturbation T} = I>,+ and 7} (x) = 6,+(x), we have dg =— f_T,q(xl ; (i;;ﬂ > , plug it back

x(Ag*

into equation (E.3), (E.4) and (E.5), we prove that

War€ap—, (dxg\ ! :
() = —*?1_w<>(mﬂ) (- T4,

“yr ea'i*’l_T; dxq* ! total / 1"
E%%“W—HWO<WJ [ e - i) - T @)zl

and W
*
dwy, total !

eaq*,l—T;{ dx g« -1 dR total Wy aq*,l—T; dx g« -1
= —€ 7 ’ — = —€ 7 .
Wy wnKq T, (xg<) \ dq* R RK7— T, (xg<) \ dq*
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E.4 Proof of Proposition 6

The proof of optimal nonlinear capital income tax formula is indeed symmetric with the one
of optimal nonlinear labor income tax. The incidence analysis of tax reform on social welfare
imply that

AV (1,4) = 20(1 = TU(z0)) "

g1 = T ) 5~ 7 () — T2 (xy) — ().

n

Bear Lemma 5 in mind, it is easily to obtain

*

q

/ dK dK
dv(n,q) =z,(1 - Tz(zn))eigt’l]ﬂ? +x,(1 - T, (xq))€§§’§?l K = Ly>x

/ dK Zn Z dK
— (1= Tyl G = [ (1= @) - T @))eliifa e

, Wi €apn-t, (dag\
x\Ag*

’ -1
aq*,l—Tx qu*) /Z” ’ 1" total
1-T. - T x dz.

Aggregate across individuals, one obtains

| [stn)f(nq)av(n,q)andg

=/ [ stnasn,qyindg - q;*(’”j (”;;)1 [ etttz (a = TiGza) g )

a]q*ea ., d
1T (1 - ( o ) /// (1 - Ta(2) — T2 (2)2)els@ dzg(n,q) f (n,q)dndq
wq*ea */17Tx dx * -1 ,
== 8 (1= Ex(xg)) = 7= ) < dq’i ) /(.;;g:a;(zﬂu — To(20))82(2n) f2(2n)dzn
wq*ea *,1—T; dx * -1 , "
s TZ(xq*) (dqi ) / (1-T.(z) - T (2)2)e ¥ / 8=(2n) f-(zn)dzndz

AT, (dxg\ ! /
az J1-T ( Xq) /etotalézn(l T,(zn))8§z(zn) f2(zn)dzy

=8y U Rl =0y Uage

Wq+€ *,I—T; dx g« -1 / "
e () [ - 1) - T @280 - E)i:

1—Ty(xg) \ dgq*
=~ 0, (1 Fulxy))
Wer€ 1-T. [dxg\ , '
P () e [ Tz, (- Fe)] dn
x \Ag*
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In the last equation, we use

!

(1= T(z))2nge, (1 = E(zn)) | = [(1= To(z0) = T2 (20)20) 82, (1 = Fo(za)) — 201 = To(za)ge(2) folzn) |

Next, we turn to the incidence of tax reform on government revenue, bear in mind that

4B ://d [T=(z0) + Ta(xq)] f(n, q)dndq
_// [ (dam + CZ ) + T(za) + T, +(xg)xg <d1§ + dg“q) + T, (xq) + 15 (xq)} f(n,q)dndg.

q

Lemma 5 implies that

dB = /T Zn) zneigt“}( 2(zn) dzn —l—// (1-— — T ( )z)e tomldzfn( )dnd—K
+ / Ty (%g)%q o (9) dqet"“”—+ / T, (%) fy(q)dq
dK
+(1_Px(xq +/ xq))xqfq( )dqegzo,l}?l?
¥ (x) dK
=1 — Fy( xq /T xq Xg€q,,1— TXl ( fq dq+/€§§t1?lxqfq q)dq— X
« 1-Ty dK
=1— Fe(xg7) — T, x (g7 )% fr (xge ) i —|—/e§§t1?1xqfq )dq— K
total / dK
+ [ ettt [To(za)znfolza) + (1 Tz<zn> — Ti(za)zn) (1= Fx(2n) | d2n
1 Eol) — Th(rg Yoy (g )T
=] — X %) — Xqa*x ) X % X% | ———
o g )3 folxg 1— Ty(xg0)

a1-Te (dxg ,
B 1—T‘z(x ) ( ) totul [(1_T( ))Zn(l_Fz(zn))] dz,
x\Ag*
wq*eu*,l—Tx d
_1—T7(xq*)(d ) ( Gf?tﬁlxqfq dtH/ Etgnekznfn(n)dn >
X
/ € 1T,
=1 = Fe(xge) = T (g Jxge g ) 70—
R T HEY
wq*ea *,1—T; dx * -1 , ,
e () etk [ = T~ E)] den
x(Xq
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In the last equation, we use the Euler’s homogeneous function theorem about K, which is sym-

metric with Theorem 1, that is

/efzotlglxqfq d‘i"‘/ igﬁaléznfn n)dn =

Equalizing dW = [ [ ¢(n,q)f(n,q)dV(n, q)dndq + dB to zero, one obtains

€ /
/ ax,1-T.
( 8x, )( x(xq ) x(xq )xq fx(xq )1 - Tx(xq*)
wq*ea *,1—T; dx * -1 , ’
e () [ e [0 200 - e - Fe)] da
Rearrange above equation, the optimal nonlinear capital income tax formula can be derived as
follow
T/ X ]- 1 — F X 5%
) (1 go ) Ll3w)
1-— Tx(xq*) 6!1,7*,1—T3/C xq*fx(xq*)
- ! —Q -7 _ / total
RK(1— To(xg) / (1-82) (1= To(za) ) (1= Felzn)) 20 €lsihetz.
Note that

wq*(dxq*/dq*)_l B (”q*fq(q*)/K)(dxq*/dq*)_l B agfx(xg)/K 1

Xgefo(xgs) Rag: fx(xg+) ~ Ragfx(xg)  RK

total _ —
Denote €, %« = €u, Kk + €w,0,€0, Kk = ew x+t ew ‘i the optimal tax formula can be further

decomposed into (34).

E.5 Proof of Lemma 6

In the case of Uniform tax perturbation 7} (x) = x and 7} (x) = 1, equation (E.6) converts to

/ w aq,l T.
1-T; (xq
Plug back into equation (E.3) - (E.5), the counteracting tax perturbations can be given by

€ /
2 total ag1—Tx
) =~ [ ydal = i),
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a,,1—T%
= [y iyda | e - T - T

and the corresponding adjustment of factor prices can be given by

dwy _ _ ctotal /w €a,1-T dR total/ €0, 1T}

w K [T )" RT TRK [T T ()

E.6 Proof of Proposition 7

dK ﬂq 1 TX

Proof. Armed with Lemma 6, we now have & = — [ wqﬁdq Follow the same processes

in Appendix E.4, the incidence of tax reform on individual utilities can be given by

AV (1,) =20(1 = To(z0) ot 3y (1 = To(g) T = Th(3) = 22(3) = ()

/ dK / dK dK
=zn(1 — TZ(Zn))eégfll(? + xq(l - Tx(xq))eﬁé’tﬁlf - Xg — (1-T, (xq))xqefzotlgl K
Zn / dK
- [T~ 1) - T (@)2d
— o 1— T, total / a‘l'l_T; d
Xq — zn( 2(zn) )€,k wq—l — T (x,) q

+ /wa aql I / elotel (1 — T, (2) — T, (2)z)dz.
Thus, we have

| [8tna)fn,q)av(n,q)dndg
€ /
—/%&@ﬁ@m—/wq%ﬁﬂﬂm/%u—ﬂw»3%&<mmwn
+ [ aql " / / / et (1= To(2) — T2 (2)2)dzg (n, q) f (n, q)dndq
—/%&@h@@—/wqf%§$w/%ﬂ—ﬂwn3%&(%@Wﬂ

+/'ﬁf“T q/ﬁ%ﬂ—t@—n@Mga—a@mZ

/xng( )fa(q dq—i—/wa dQ/ mtal ))an_zn(l_FZ(Zn)}/dzn-
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As for the government revenue, we have

dB ://d [T=(zn) + Tu(xy)] f(n, q)dndq
-/ [ [z (“m+ﬁﬁ+a@a+ruw+rww+Tume§+%?ﬂﬂmwmm

q
:/Tz(zn)z,,[e;f’f?}< . dn—+/// (1-Ti(2) — T (2)z)e!ddzf (n, q)dndq?—i—/xqfq
+/(1—T;(xq))xqfq(q)dqeﬁftﬁl K +/T Xq)Xqfq(q) dqefg’}?l K +/T Xq)x ;fq(q)dq
Tx(xq) ouldK
=/xqfq(67)d‘7—/eaq,l_T;Tqufq(Q)dq+/xqfq(‘7)d‘7€§2,§< K

/ dK / 1 dK
+ [ TeenzelifutnnTe + [ ol (1= Ti(z) - T (2)2)(1 - E(@)dz

Restrict the tax function to be linear, i.e., Tx(x;) = tx for all ¢ € Q, thus we have

t 1- tx ora ,
dB:/xqfq(q)dq—ﬁ/eaql tXqfq(q)dg — /wq g, d / iutll< ))zn(l—FZ(zn))] dz,

€, x
/“’q qlt </€§<0t1?lxqfq d‘7+/ tomlznfn (n)dn )

=/mﬁ@@ P [ ennnafyadn = [@ g [ e (- Tzl - E2n))] den

In the last equation, we use the Euler’s homogeneous function theorem again. Equalizing
dW = [ [ g(n,q)f(n,q)dV(n,q)dndq + dB, one obtains

0://g n,q)f(n,q)dV(n,q)dndg + dB

= [ =g@rafi@idn - 27 [ eainrfi@)is
/@ﬁ““ 1 [ ek [0 = £ (1= Tz))21 — Be)] dz

Rearranging above equation leads to the optimal linear capital income tax formula,

e J (1= 8q(9))xafe(q)dg
1—ty J €ay1-1.%qf9(q)dq

- ﬁ / (1-22,) (1= To(z0))2a(1 — Ex(20)] | elotl gz,
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Note that .
queaqu_txdq o f aq’f%eﬂqu—txdq . L
feaqllftqu.fQ(q)dq Rfeaqllftxaqu(q)dq RK

Using eégi"ll( = efuf kTt efl}f k- the optimal tax formula can be further decomposed into (35). =

F Equivalence to Primal Approach

In the main text, we derive the optimal tax formulas with dual approach, or variational ap-
proach. We now turn to primal approach, or mechanism design method, to solve the optimal
tax formulas in general general equilibrium, then we prove these two approaches are indeed

equivalent.

F1 Tax formulas of Primal Approach

Proof. Bear in mind that there is multi-dimensional heterogeneity in our model, wealth endow-
ment indexed by g € Q, and individual skill indexed by n € N, both of them are unobserved
for the government. While individual derives utility in the form of V(n,q) = u(y; —a4) +

c(n,q) —v(l,), then incentive compatibility requires that

Wy ln’

/ !/
_~ ), Vn',q.

u(yq —ag) +c(n,q) —o(ln) = u(yy — ag) +c(n',q') — o

the incentive compatibility constraint (IC) can be given by

n

-1
Ve(n,q) = [V'c(n,q),Vic(n,q)] = [v’(ln)(d)nln —i—wnln)w—,u’(yq —ag)dg|, Yn,q. (E1)
and the resource constraint (RC) is given by

//c(n,q)f(n,q)dndq =F(K,L,a) + K—B. (E2)

In the same spirit of Loebbing (2020), we go through the following steps to derive the optimal
tax formulas.
Step 1: Combine IC (F.1) and RC (F.2) to get an integrated constraint condition, that c(n, q)
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is represented as a function of I, and 4y,

n q
c(n,q) = c(n,q) —l—/ V'e(n',q)dn’ +/ Vic(n,q')dq
v, f

n ) 1
= C(ﬂ, ﬂ) + U/(ln/) (wn/ln/ —+ wn’ln/)

n n’

q q
/q ”,(yq/ - ”q/)(yq/ - dq/)dq’ + /q ”/(yq’ - ”q’)yq/dq/
y q q

q
=c(ng)+ [ O (L)Owlydn’ +0(ly) —v(ln) — u(yg — ag) +u(ys —ag) + /q U (yg — ag)yqydq’.

n

Integrating both sides and using RC, we obtain

F(K, L;a) + K — B =c(n,q +// ) aladiifu(m)dn + [ o(ln)fu(n)dn — o(1y)
ulyy = a)fy ()40 + u(yy — ap) + [ / 00)1gdfy (9)dg
—c(n,9) +// Fuln)dnd'( wnldnJr/ n)dn — o(l,)
~ [ ulys = ap)fy(a)dg + ulyy —a) + [ / fo(@)dau (yg = ag)igdq
—c(n,q) + [ (1= Fa()?/ (n)ladsi + [ o(La) fu(w)dn — o(1,)

—/u( aq) fo(q)dq + u(yq — aq) +/ Fy(9))u' (yg — a5)y447.

Eliminating ¢(n, q), the integrated constraint condition can be given as follow,

c(n,q) :F(K,E;a)—i—K—B—/ 1—Fn(ﬁ))v'(lﬁ)ﬁ)ﬁlﬁdﬁ—/ (i) fu dn+/ D aladit + o(1,)

+/ Yq — 49) fo(7)dG — u(yq — aq) +/ Yq — aq) ¥4 — / (1= (@)’ (ys — ag) 4.
(E3)
Step 2: Substituting c(n,q) back into V(n,q), then differentiating social welfare W with
respect to [, and 4, to get the first-order conditions for social planner,
V(n,q) =u(yq —ag) +c(n,q) —o(ln)
n
—F(K,L;a) + K—B — / (1= Fu(#)) o' (1) dsladii — /v(lﬁ)fn(ﬁ)dﬁ +/ o (I aladi

+ [ utyy 7)dd + / vq — ag)gdd — [ (1= Fy (@) (g — ag)igdd

Given the social welfare function as W = G ({V(1,9) }uxgenxg) + B, the spirit of primal ap-

proach is to choose optimal allocations {, } y and {a,} g such that social welfare is maximized.
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Differentiate W with respect to [, and 4,4, and denote V =V + B, we have

//gnq nq)a E’)l,q) n'dg’ + //gnq nq)a (alq)dn’dq

(E4)
wvn',g') ov(n',q) . .,
aa,, //gnq nq)a d+ //gnq nq)a d'dg.
) (E5)
The remaining work is to find av(arll ') and avi(;;’,q’). Since
q
oavV(n',q')

aln/ =Wy fn(n) — U/(ln)fn(”)

—U—Rmmw%ma+dw»m—/ﬂ—ﬂm»#%w%%ﬁ
+ (U//(ln)ln + 0 (l Wy, - ’>n +/ aw” di,
ﬂggﬂcwyuqmm—/u—am»aww§%w+jfda G =gy~ ag)f ()

—u"(yg —ag)yg - Ty>g+(1— Fy(q))u" (yq — aq)yyq,
plug above equations into (F.4) and (E.5), the derivations of social welfare W with respect to

factor supplies can be given by

oW ’
E :wnfn(n) — 0 (ln)fn(n)
0w

— (1= Fa(1)) (@ (In)l + 0/ (1) )by — / (1= Fa(®) 0/ (1)1 5

4 [ [0 £, ) @ b+ 'y + [ [ 30,1 5080) [ o e S
—t0u ) = 9/ (1) ) 7

—a—ammwwm+dw»m—/a—am»dwmﬁﬁﬁ

4 gu(n) (1 — Fy(n)) (0" (In)ls + 0 (I wn—i—/// g )dn'dg'o (In)1 a;;’:dn
=wn fu(1) = 0'(In) fa(n) = (1 = gn(n)) (1 = Fu(n)) (0" (1) ln + 0" (1) )

A,

aZUﬁ

— (= gu®) (= B o' () 5

n

di.
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Note that [ [ g(n,q)f(n,q)dndg =1and §, = L1, 8t - Fn(n)q Dan'dq’. Similarly, one obtains

oW
8aq

(1+R)fq( ) —u'( q_aq)fq(q)

(1= Fyg)u" (v — o)y — [ (1= Fa(m) 0 aw%%d

— [ [ st st g vy = anyigan'a + [ [ s, )£ ') [ o ta G '
=(1+R)fy(q) —u'(yg — aq) fo(q) + (1 = $5(9)) (1 — ()" (yq — ag)q

owj;

_ /(1 — gu(i) (1= Fu(7)) ¢ (i)l 0

Step 3: Using individual’s first-order conditions to reintroduce the optimal marginal income

tax rates.

Individual first-order conditions are given by

0'(ln) = (1= T(zn))wn, u'(ys—ag) =1+ (1—Ty(xq))R.

. . _ d () . _u’(yq—aq)—l
Bear in mind that e, 1-t, = m and eaqllftx = m Thus we have
1—Tl(zn))w (1—Ti(x5))R
U,/(ln)ln _ ( z( n)) n’ u//(yq _aq)aq - _ x\*q )
€l 1—t, Cag1—ty
Equalize %IZN = gTq = 0, and plug into above equations, one obtains

o=n@mwmm—(u— )u—gmmu—&m»u—ﬂw»m

A,

aZUﬁ

— [ A=) (1 = Fu(®)) (1 = Th{za))zn 5

eln/]- - tZ

€ L (1= 84(q))(1 = Fa(q)) (1 - T;(xq))Ra_q

— @) (1= gali) (1 = Fal®)) (1 = Ti(z1))2a"s et

0 =Ty (xq)Rfq(q) —
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Rearrange, then lead to the following optimal tax formulas

T.(zn) 1 . 1—Fu(n) .
1—To(zn) <1+ eln,l—tz) (1= 8n(m)) fulm) " (F.6)
o (1=TLzn) \ (1= Fu(7) on . '
+ - (1 - T;(zn)> ( Znfu(n) ) 3L Ly
Ty(xg) 1 e 1—F(q) .
1 —Ti(xq) _eaq,lftx (1= () fa(q)ag Y E7)
o[ 1=Tuza) \ (11— Fu() oy '
- /(1 ~8u(@)) (1 - T,;(xq)> ( RK ) “i5k /K

F2 Equivalence

We now show that equation (F.6) and (F.7) are indeed equivalent to equation (33) and (34),
that is, primal approach is equivalence to dual approach in general equilibrium with multi-
heterogeneity.

Equivalence of labor income taxation. Start from the first term of (F.6), with F;(z,) = Fy(wy,) =
F,(n), we know that f;,(wy,)w, = f,(n) and fz(zn)% = fw(wy). Moreover, z, = wyl, implies

that dz, /dw, = 1,(1 + €, 4, ). Since W, = Wy, /wy, it easily to show that

1— Fn(n)w _1—-F(zx) 1—F(zy)
fu(n) " B

Wnfw(wn) (14 €1,w,)2nf2(20)
Given the expressions of €, ;, and €; ;_ in Table 1, that is

o [1—T.(zn)] 1,1t o [1—T(zn) — T/ (zn)zn] €1, 1.
AT 1= T(an) + e T (m)zn” " 1= Tizn) + e, 10T (zn)2n

€

. 1 _ 1 1 - .
One can verify that G T e]nrwn( . ). Therefore the first term of (F.6) can be rewritten
® 1 1— Fy(n) 1 1 - E(z)
— Fy(n —E(z
1+ 1= gu(n)— "ty = ———(1— &) — 22,
( elnrl_tz) ( &n(m)) fu(n) ! €l,,,1—TZ’( &) Znfz(zn)

which is equivalent to the first term of equation (33).

We now turn to the general equilibrium term in the optimal nonlinear labor income tax
total

N ) de" . . .
formula. With dliu;ﬁL” = ddln w;,édln L) — Z’}{Ln , the second term in equation (F.6) derived by
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primal approach can be rewritten as
= 1- T;;(Zﬁ) 1- Fn(ﬁ) ~t0tal
fo-a (1 = T;<zn>> (ot ) et
Next, using integration by parts, we have
_ 1- T;(Zﬁ) 1—- Fn(ﬁ) ~tota
/(1_gﬁ) <1—T;(Zn)> ( zZnfn(n) ) L
— 5. (Zﬁ) 1- Fﬂ(ﬁ) total |7 __ total = 1- T;(Zﬁ) 1- Fﬂ(ﬁ) .
= (1 gn) ( (Zn)> ( ann(”) >Zn€wn Ln’ / €w;, d [( — & ) (1 —TZ,(Zn)> ( ann(”) )Zn] .

Bear in mind that g, _ L nl qF (n) AT nd i f g(n',q)f(n', q)dn’dq has been normalized
to one, thus we have 1 — g, = 0. In addition, with 1 — F(71) = 0, the first part of above equation
equals to zero, which leads to

fo-g () (LR
_ _/ fotal 4 [( ~gn)
-~ fo-e0 (56) (o9 o] s

Zn -1 _ — Iz(Zp / fota
- (iii_ﬂ) / [(1 ) <1 - T Ezrj) (1an1:(in))> Zﬁ] l Lyt

which is consistent with the second term derived by dual approach. Using the definition of
elotal — eng . +e€iE,  the proving of equivalence between (F.6) and (33) is completed.
Equivalence of capital income taxation. Start from the first term of (E7), our goal is to replace

Y4 by a4. Bear in mind that u'(y; — a;) = 1+ (1 — T;(x4))R, this first-order condition implies

”H(yq - aq)(yq - aq) = —RZT;C'(xq)dq.

thus we have

Yg = 1_M 4., = 1_TJ/C(xq)+8“q/1—th3/c/(xq)xqa
q u//(yq — aq) 1— Tylc(-xq) q-
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7
in the last equation, we use u"’(y, — ag)a; = —OET"M. Now the first term of (F.7) can be
aq,lftx

rewritten as

1 ] 1—F(q) . 1 1-Tu(xg) +eq -1, Ty (x4)x 1= Fe(xg)
(1 84(q) oy = L 01— )t
Cag1—ty fq(Q)“q Cag1—ty 1 Tx(xq) xqfx(xq)
1 11— F(xy)
= (1-g,)———7,
eaq,l—T,’(( 8a) Xgfx(xq)

In the second equation, we use Fx(x;) = F;(a;) = F;(q), and in the last equation, we use the
expression of €a,1-T, given in Table 1. Thus, the first terms of (F.7) and (34) are equivalence.
The equivalence of the general equilibrium term between (F.7) and (34) can be proved following

the same techniques as the one of nonlinear labor income tax formula.

G Details for Quantitative Analysis

G.1 Calibration

Data description-We use the Distributional National Accounts micro-files of Piketty et al. (2018),
this dataset combines tax, survey, and national accounts data to estimate the distribution of
national income in the United States since 1913. The advantage of this dataset is that it captures
100% of national income relative to IRS tax return data, which is always used to calibrate the
earning distribution(Saez and Stantcheva, 2018). Instead of specifying a certain distributional
function of incomes, we calibrate the labor and capital income distribution using the observed
income distribution directly. The DINAs micro-files contain the pretax labor income (plinc)
and pretax capital income (pkinc) at the individual level. To bring the data to our model, we
first restrict the value of plinc and pkinc between 5,000 and 10,000,000. Where plinc= 5,000
correspond to n in our model. The number of observations is 31387, and the median value of
labor income is about 33,000$. Next, we discretize the income using bins, and the length of
bin is 2,000. By counting the number of observations in each bin as a proportion of the total
number of observations, we approximate the probability density of the mean income of each
bin, thatis f,(n) and f;(q). After the processes of normalizing and smoothing, we can calculate
the inverse Hazard Ratio at each bins, thatis (1 — F;(zx))/ fz(zn)zxn. Note that F,(z,) = F,(n),
sO fz(zn)dzn = fa(n)dn. The same is for capital income distribution. After calibrating the
distribution of labor income and capital income, we turn to the calibration of the 2019 U.S.

economy.
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1+1/ek 1+1/¢

On the preference side, we have u(yq —ag) = Bq Tri7e — g and o(ly) = 1Z+1/€ , given the
initial tax system T,(z,) = z, — 1= gzn and ty = 10%, we can use the following first-order

conditions
o'(In) = (1= Ti(zn))wn, '(yq—aq) =1+ (1—1)R,

to calibrate parameter B, and the distribution of labor supply I, and wage w;,. Note that we
have x; = Ra, and z, = wyly, and x4, z,, can be observed from the data.
On the technology side, bear in mind that we have given the aggregate production function

in Appendix A.1,

1
— {/ﬁnyfgdn}'o , With YT’Z = An(an)KgnL}l*an.

We specify the distributional parameter 8, = fi(n). Profit maximizing means that w, =

dY /0L, one can obtain the following equation,

wy P =Y (1= a) VL P AR () (L1)

wnL,, 1

Where we use Y;, = 722+, the rest of work is to find p,. Substitute K;, = a,p,Y,/R and
Ly = (1 — an)pnYu/wn 1nto Yn Ap(ay) Ky LL=%  one obtains

1—uay,
Ap (o)l (1 — )% (£> Prn _q,

Wy

Rearrange above equation, p, can be given by

(%) R

. 1.2
Jo gk (i)di+ [ Ingh ()i (1.2

Pn =

oI IR (it In gl ()i
ap (1—ay)1—an

Note that we have A, (a,) = . Without loss of generality, we assume ¢k (i) =

wy "R

l . o . . . .
1and ¢, (i) = 0, - i", thus the price of occupational output can be reduced to p, = ST g () o

!
In the context of endogenous automated technical change, we have 5 = % = J,a;) in equi-
librium, thus the price can be reduced to p, = e”(l_“”)RocZ.
Substitute p, = ¢’(1=%)Ra}! into (I.1), we get,
wp £ =Y (1 — ) L (Ra)) PR (n)e P —2) |y, (L3)
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In addition, set the labor share to 52.7%, the following equation must be satisfied,

fZ/UnLnfn(n)dn o 52.70/0
f tannLnfn(n)dn o 1 — 5270/0

1—ay,

(L4)

Equation (I.1) and (I.4) are used to calibrate the set of automation {a, }y and the comparative

Wn lpn(“")
()

parameter #. Then {J, } 5 can be calibrated using % = Sua). After that, it is easily to

calculate A, (ay,), vn and K;,/ Ly,.

G.2 Simulation

The simulation of optimal tax system is just following the fixed-point algorithm introduced by
Mankiw et al. (2009).

Step 1: Given the tax systems, we solve the equilibrium. Namely, We find a set of prices
{wn}nen and R, allocations {1, a4}, xgeNxQ, and automation levels {ay }nen such that the first-
order conditions for workers and firms are satisfied. Moreover factors and final goods markets
must be clearing.

Starting from a given {w, },cn and R, we use the two first-order conditions of individuals

to indicate optimal factor supplies {1, a4} nxgeNx Qs
IV = wu(1—T), Bpak/% = (1—T.)R.

then we are allowed to update the level of automation using equation (I.3), and calculate alter-

native p,, K, and Y, using the following equations,

KWyl 1

pTl - eﬂ(l_ﬂén)RaZ/ Kn - 1 . “n E/

Y, = Ap(a,)KEn L1,
We calculate iterative aggregate output Y and capital K using

Yiter = /pnYnfn(n)dn/ Kiter/ann(”)dn

and iterative government revenue B and social welfare W using

Vl K
Biter = /ZnTz{(Zn)fn(”)dn+/xﬂiTalc(xq)fQ(q)dq/ Witer = A// (n, q f(n,q)dndq + B.
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Finally, we update factor prices using

R= 4, = (L @n)RKy
&nLy

where &« = [ a,ypdn. In equilibrium, Yj,,, Kiter, Birer and Wig, must converge, which is our
condition to terminate the first loop.

Step 2: After calculating the equilibrium results, we will further calculate the sufficient statistics
required for the optimal tax expressions. The supply-side elasticities €, 1T and €17, Can be
found in Table 1, and the demand-side elasticities have been given in Table 2. The remaining

work is to update the social welfare weights,

Vg Sl s f( pdndg [ [, 8(n ) f(n, g )dndy!
=~ R R T ¥ O R
1-F(z4) 1—Fy(xg)

and the inverse Hazard Ratio

f2(zn)zn and fX(xq)xq'

Step 3: Given above sufficient statistics, compute the alternative tax schedules using the plan-

ner’s first-order condition, i.e., the optimal tax formulas. For NLIT-NCIT tax system, we use

T, (2 1 1— FE(zw
1 Z;T(Z L - (1—§zn*)—2( )
— iz Zn*) ehﬁ,lfYZ Zn*f%(zn*)
dzn*)l/ (1T (1 —Fz<zn>> | st
— 1-— Z zZul| € dz
< dn* _( gzn) 1— TZ(Zn*) Zn*fz(zn*) ”_ Wy, L+ =N
Substitu?i?)n Effect

. (G >_1/ :<1—g-z,,> (11 = T%(ff*))) (1_fF((§> Cont on

-~

Automation Effect

L) _ 1 1-g. )1—Px(xq*)
1— Ty (xg) €api 1T, T X fr(Xgr)
_ L / (1=22) (1= Tz) ) (1= Ex(z0) 20| €5F itz
RK(1—Ty(x4)) J L ] )
Substitu?iron Effect

1 r _ , !
_RK(l—T;(xq*))/_(l_gz"> (1_Tz(zn)> (1_PZ(Zn))Zn_ €£5Kdzn

(& J/
-

Automation Effect
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Turn to NLIT-LCIT tax system, we consider an alternative optimal capital income tax formula

e J(1—8q(9))xqf4(9)dq
L=te [e, 1 pxafo(q)dq

-/ m (1= 801~ T(20) (1~ Ezn))z] €5E sz

J/

Substitu?i?)n Effect
1 - ' " AE
- / —RK(l ) [(1 —§2,) (1 = Ty (z) (1 — FZ(Zn))Zn] emedzn

N
Automation Effect

When the nonlinear labor income tax is restricted to be the following functional form

we calculate the alternative capital income tax rate using above NCIT and LCIT formulas.
Step 4: Repeat above steps until the updating is negligible. When the fixed point system is

solved, the resource constraint must be satisfied

//c(n,q)f(n,q)dndq+B =Y+ K.
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