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ABSTRACT

Optimal Taxation with Capital Accumulation and
Wage Bargaining

This study examines optimal taxation in a unionized economy in which households save
capital. The main findings are as follows. Judd’s (1985) and Chamley’s (1986) classical
results of zero taxation on capital income holds. This is true independently of workers’
savings behaviour or the capitalists’ weight in the social welfare function. The steady-state
optimal tax rates on wages and employment are specified. The consumption tax is needed
for revenue raising purposes.
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1 Introduction

This paper examines the problem of how taxes should be determined in a
unionized economy with capital accumulation. Palokangas (1987 and 2000,
Ch. 4) show that in a static general equilibrium framework, aggregate pro-
duction efficiency can be maintained even with labour unions as long as the
government can set both a wage tax and a specific employment tax. In this
study, we examine whether this result also holds true in a dynamic general
equilibrium framework, in which private agents save capital and there is a
strategic interdependence between investors and labour unions.

In a dynamic model with investment, aggregate production efficiency
takes lines up with the Judd-Chamley assertion: capital income should be
taxed at a non-zero rate.! Because capital functions as an intermediate good,
appearing only in the production but not in the utility function, it should
not be taxed, if there are enough instruments to separate consumption and
production decisions. Chamley (2001) shows that this assertion critically de-
pends on the existence of a perfect bond market, in which private agents take
the interest rate as given, households save in bonds, and firms can finance
any amount of investment by issuing bonds. We assume here that households
own firms directly. According to Palokangas (2003), zero taxation on capital
income subsequently holds if the labour markets are competitive. This study
extends the same result to include the case of union wage settlement.

Koskela and von Thadden (2002) show that capital income should be
taxed at a non-zero rate in a unionized economy, but they assume that a
labour union takes capital stock as given. It is, however, inconsistent to
assume that the union takes the employment effects of its wage policy into
account, but simultaneously ignores the effects through investment. In this
study, we assume that the union takes the employer’s investment behaviour

as a constraint and show that the Judd-Chamley result still holds.

1Judd (1985), Chamley (1986) and Correia (1996).



In this study, we assume that the government is the Stackelberg leader
and the private agents take the government’s policy instruments as given.
Benhabib and Rustichini (1997), Xie (1997) and Lansing (1999) raise the
question of whether public policy is consistent in such a case. Palokangas
(2003) considers this issue and shows that there is indeed a reputational
equilibrium with consistency. We lean on this result and assume consistency.

The remainder of this paper is organized as follows. Section 2 introduces
the structure of the economy. Section 3 presents the degree of centralization
and the two strategic cases of leadership. Section 4 considers investment and

wage settlement, while Section 5 analyses public policy.

2 Households, firms and the government

There is one good which is chosen as the numeraire, and two sectors: the
formal sector, which produces the good from capital and labour; and the
informal sector, which cannot be taxed and which produces the good from
labour only with constant returns to scale. The workers in the formal sector
can form a union and raise their wage w above that found in the informal
sector. This two-sector framework is the simplest way to introduce union
wages and distorting labour taxation into the model.

There are two groups of households. The capitalists save and earn profits
and a fixed proportion « of the total wages W. The non-capitalists earn the
rest (1 — ) of total wages and consume all of their income. In this study,
we use parameter « as a measure of income distribution. The model is an
extension of two special cases. For a = 0, we obtain Judd’s (1985) case in
which the capitalists earn only profits and do not work, while the workers
earn only wages and do not save. For v = 1, we obtain Chamley’s (1986)
model of a representative agent who saves and earns both wages and profits.

The whole population has the same constant rate of time preference,



p > 0. The capitalist’s and non-capitalist’s instantaneous utilities are

1—0_1
U(C)ic—, c>0, c#1, V(1—a)W), V'>0, V'<0, (1)

1—0
where C'is the capitalist’s consumption, (1—a)W the non-capitalist’s income,
which is wholly consumed, and constant 1/0 the intertemporal elasticity
of substitution for the capitalist. The capitalist’s and the non-capitalist’s

utilities from a flow of consumption starting at time zero are given by

/00 U(C)e " dt, /OO V((1—a)W)e *dt, (2)

where t is time. The social welfare function is a weighted average of the

utilities of the two non-capitalists and capitalists:
/ V(1= )W) +9U(C)le"dt, (3)
0

where constant ¥ > 0 is the social weight of the capitalist.
The capitalist saves only capital. In the formal sector, output is produced

from capital K and labour L through the differentiable function
Y:F(K,L), FK>O, FL>0, FLL<0; FKK<0, FKL>O, (4)

where subscripts K and L denote partial derivatives with respect to K and

L. Informal sector output N depends on formal sector employment L as:
N(L), N <0, N"<O. (5)

Hence, more and more labour must be transferred from the formal into the
informal sector to produce one more unit in the latter.

At each moment of time, the government finances fixed expenditure £ by
E=7C+ I + 7pwL + 7L, (6)

where 7¢ > —1, 7w > —1, 7x < 1 and 7, are taxes on the capitalist’s

consumption C, wages in the formal sector, wL, (gross) capital income II,
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and employment in the formal sector, L, respectively.? We assume a fixed

upper limit v € [0, 00) for the capital subsidy —7f, so that?
—v <71 <1. (7)

Firms in the formal sector decide on their labour input L, taking the
wage w and capital K as given. Noting (4), we obtain their profit as II =
F(K,L)—vL—puK, where F'(K, L) is output, v=(1+ 7y )w + 7, unit labour
cost and the constant p € (0, 1) is the rate of capital depreciation. Through

the maximization of profit II, we obtain

(K, v) imLaX[F(K,L)—vL—,uK], Iy =0ll/0K = Fx — p,
Hvzaﬂ/ﬁv: —L7 ’U:FL(K,L), w = [FL(K,L)—TL]/(1+Tw>,
xr =0 < H(K,U):m?X[F(l,ﬁ)—vﬁ—,u]K:HKK. (8)

3 Labour unions and capitalists

All private agents take the taxes as given. We assume that capitalists own
only a small proportion of the firm in which they work, so that when deciding
on saving, they take their entire labour income W as fixed. Given this,
we can aggregate the firms together with their owners as the representative
capitalist, who chooses investment and faces a wage-setting union.

The union observes that the capitalist’s labour income is determined by
W = a[pW + (1 - B)W], (9)

where « is the capitalist’s proportion of total wages, W wages from the

firms controlled by the union, w wages received from the other firms in the

2Because the non-capitalists do not save, but both labour income and capital income
are taxed, it is all the same whether we tax total consumption (1 — «)W + C or just the
capitalist’s consumption C. The cases 7c = —1 or Ty = —1 are not feasible, because the
effective prices for consumption or labour cannot be zero for a capitalist.

30therwise, the subsidy —7x would get an infinite value in the government’s optimal
program in Section 3.



economy, and the constant 3 € [0, 1] is the proportion of firms controlled by
the union. The union internalizes W, but takes W as given. Parameter 3
can be used as a measure of the degree of centralization in wage settlement.
If wage settlement is decentralized, the representative union controls a very
small proportion of the firms, and we can approximate § = 0. If this is
centralized, the union controls all firms and consequently § = 1.

Labour income W is equal to income from the informal sector, N, plus

wages in the formal sector, wL. Noting (4) and (8), this yields the function

W(L, K,Tw,TL) = N(L) +wl = N(L)+ [FL(K,L) —TL]L/(1+Tw),
ia—W:N/+FLLL+FL_TL’ WKiaW:FKLL.
oL 1+ 7 0K~ 1+7w

The union maximizes the value of the flow of labour income, discounted by

Wy

(10)

the households’ rate of time preference, p, as:
/00 W (L, K, w, 7 )e "dt. (11)
0
The capitalist’s budget constraint is given by
K =dK/dt =W + (1 — 7)II(K,w) — (1 + 7¢)C, (12)

where K is capital accumulation. In the whole economy, capital accumulation
is equal to production in the informal and formal sectors, N(L) + F(K, L),
minus the capitalist’s consumption expenditure (147¢)C, the non-capitalist’s

consumption (1 — a)W, government expenditure £ and depreciation pkK:
K=N(L)+F(K,L)—C—-(1—a)W — E - kK. (13)

When (13) holds, the goods market is in equilibrium. Then, by Walras’ law,
the government budget is balanced and (6) holds as well.

4 Investment and wage settlement

The capitalist as the follower maximizes her utility (2) by her consumption

C' subject to capital accumulation (12) and the functions (10), taking unit

5



labour cost v and her labour income W as given. Given (1) and (8), we

obtain the Hamiltonian of this maximization as
HOY =U(C) + 0[W + (1 — 15)[I(K, v) — (1 + 7¢)C],
where the co-state variable 6 evolves according to
0= ph —OHT JOK = [p — (1 — 75 )k (K, 0)]6, tlgglo OKe " =0. (14)
The first-order condition for the capitalist’s maximization is given by
C7=U'(C)=(1+1¢)b. (15)
From (8), (14) and (15) it follows that
C/C = —(1/0)8/6 = [(1 — 7 )k (K, v) — pl/o. (16)

Variables K and C' are governed by (12) and (16). With decreasing returns

to scale in the formal sector, IIxx < 0, the dynamics is as follows. Because

oK OK oc C o, %
a—K—(l_TK)HK>07 %<O’ a—K—<1—TK>HKK;<0, %620—07
we obtain

% + @ >0 8—[( @ < 8_[( @

0K~ 9C|._, = 0K dC|s,  0C 0K’

and there is a saddle-point solution. Hence, the co-state variable C' (which
represents 6) jumps onto the saddle path which leads to the steady state in
which K, C' and \ are constants, and lim,_,. 0 Ke " = 0 holds.

With constant returns to scale in the formal sector, IIxx = 0, given (8),

(12) and (14), we obtain

K 0 W C
5], [ 0, Dk <o

This implies the transversality condition lim,_.., Kfe *tdt = 0.



The union as the leader sets its wage w to maximize its welfare (11),
given the Euler equation (16), capital accumulation (12) and the capitalist’s
labour income (9), where it internalizes its members’ labour income W by
(10). Because there is a one-to-one correspondence from w to L through (8),
the wage w can be replaced by formal-sector employment L as the union’s

policy instrument. This maximization leads to the Hamiltonian

H =W (L, K 7, 72) + €{(1 = 7i0) [Fic (K, L) = ] = p}C/o + 6{ (1 = B)aW

+aBW (L K, m) + (1= mi)IK, Fu(K, L) = 1+ 70)C}, - (17)
where the co-state variables £ and ¢ evolve according to

§=pE—OH[OC = {p+ p/o — (1 = 7ic)[Fic(K, L) — p] /o }& + (1 + 7¢)9,

lim £Ce™" =0, (18)
¢ =pp—0H/OK = [p— (1 — 7x) (g + I, Frc)]¢ — (B + 1) Wi,
tlim pKe P = 0. (19)

The first-order condition for L is given by
OH/OL = (1 + apg)Wi + (1 — 7x)[Fgr€C /o + 1L, Frr¢] = 0, (20)

which is equivalent to 1+ af¢ = (7 —1)[Fx.£C /o +11,Frp¢]/Wy. Inserting
this into (19) yields

QZB = [p - (1 - TK)(HK + HUFKL)]gﬁ + (1 - TK)[FKL§C/U + HvFLL¢]WK/WL>
lim pKe " = 0. (21)

t—o0

The initial values of the co-state variables ¢ and ¢ can be chosen freely,
provided that the transversality conditions lim;_ ., &Ce™® = 0 and
lim; oo @K e " = 0 hold. Choosing the initial values £(0) = 0 and ¢(0) = 0,
we obtain from (18) and (21) that £ = 0 and ¢ = 0. The first-order condition
(20) then takes the form W, = 0. Hence, in the steady state, the optimal



strategy for the union is to maximize labour income W by formal-sector em-
ployment L, given taxes (77, 7w ) and capital stock K. If capital stock is at
the optimal level from the union’s viewpoint, it is enough for the union to
balance the marginal income of a wage increase with the marginal loss of

income due to lower employment. This result, (8) and (10) yields:

L(K,mw, 1) = argmLaXW(L, K,mw,t), Lg(K,mw)=0L/OK,
7 — (1+mw)N'(L) = Fy(K, L) + Fy (K, L)L = (1 — 1/€)Fy,
(K, mw, ) = Fr(K, L(K, 7w, 7)), vi(K,mw,7) = 0v/0K, (22)

where € = —F /(LFy) > 0 is the elasticity of formal-sector employment L

with respect to unit labour cost v.

5 Policy rules

The government sets taxes (7¢, 71, Tw, Ti ) to maximize social welfare (3) sub-
ject to capital accumulation (13), the Euler equation (16), equations (19) and
constraints (7). Because there is a one-to-one correspondence from (7z, 7yy)
to the values of the functions W and L through (10) and (20), (71, 7w) can
be replaced by (W, L) as control variables. Noting (1), this leads to the

Hamiltonian and the Lagrangean

HE =V (1=a)W)+0U(C) +~+{(1 — 7x)[Fx(K,L)) — ] — p}C/o
+x[(a =)W + N(L)+ F(K,L) — C — uK],
LY = HE +v[rg +v] + w[l — 7x], (23)

where the co-state variables y and ~ evolve according to

§=py—OHY/OC = [p+plo — (1 = 7)(Fi — p) /o]y + x —IC™,
X =px —OH®JOK = [p+ p— Fx(K,L)]x + (tx — 1)FxCv/o,
lim yKe " =0, tlim yCe Pt =0, (24)

t—o0



and variables v and v, satisfy the Kuhn-Tucker conditions
nirk+v]=0, 11 >0, w[l-T1k]=0, 1y>0. (25)

Noting (23), the first-order condition for 7 is given by
OHC |0t = (u — Fg)(C/o)y 4+ vi — 15 = 0. (26)

Assume first —v < C' < v, so that vy = vy = 0. Because 9*?H /012 = 0, we

have to solve for 7x through the generalized Clebsch-Legendre conditions:*

ar OH¢
0 <% 8877( ) = 0 for any odd integrer p,
0 ( d* 9HC

dt2q 87’ K

87’[(

_]_)q

) > 0 for any integrer q, (27)
87’[{

where t is time. Because C' > 0 and Fx > p, equation (26) yields v = 0.
Differentiating (26) with respect to time ¢ and noting (8), (16), (24) and
v = 0, we see that the Clebsch-Legendre conditions (27) hold as follows:

d (OH® C C .
dt ( 7 ) = (- FK)EV\WZO— I —[C™" —x] =0, (28)
0 d /0H® 4> (OH®¢ C )
- — P — _H — I~ —o—1 — 2
aTK dt < aTK ) O’ dt? <aTK ) K o [X + aC C] 07 ( 9)
o d* (OH® Crox  od oC 9
_ — _H _ — H2 - 1—0 ]
OTx dt? (37‘1( > K5 [87_1( Clo+1 87—[(} KUO >0 (30)

Given (28), we obtain
X =9C"°. (31)
From v =0, (8), (16), (24), (29) and (31) it follows that

0=x+ cdC 10 = (p+pn—Fr)x +09C77[(1 — 7)1 — p)
= (p - HK)QS'CHG + 19070[(1 - TK)HK - p] = _ﬁciaTKnlﬁ

which is equivalent to 7, = 0. This yields the following result:

4Cf. Bell and Jacobson (1975), p. 12-19.



Proposition 1 The steady-state capital tax 7 = 0 should be zero.
Noting v = 0 and (23), the first-order conditions for W and L are
OHCJOW = (1 —a)(V' —x) =0, 0HS/OL = x(N'+ F;)=0. (32)

Given (22), (31) and (32), we obtain F;, = —N', 9C~7 = y = V' and the

following results:

Proposition 2 (i) In the steady state, labour income W should be kept by
the wage tax Ty such that the marginal utility of income for the non-capitalist,
V', is equal to that for the capitalist, C~7, times the latter’s social weight 9.
(17) The steady-state employment subsidy —1, should be equal to (1/e+ 1w )v,
where € is the wage elasticity of formal-sector employment, Ty the wage tax
and v unit labour cost. This equalizes the marginal product of labour in the

two sectors, Fr, = —N', in the steady state.

Result (i) means that the wage tax should be used to maintain socially opti-
mal income distribution. Result (i) can be interpreted as follows. The less
elastic the formal-sector employment is with respect to the wage (i.e. the
higher 1/¢), the higher the union’s monopoly power, and the larger employ-
ment subsidy is needed to keep the wage in the formal sector equal to the
marginal product of labour in the informal sector.

The system (13) and (16) produces a steady state in which capital stock
K and the capitalist’s consumption C' are kept constant. Given C' = 0,
(8), (16) and proposition 1, we obtain p = Fg (K, L) — p = IIg. From this
and proposition 2(i7), it follows that the value (K*,L*) for (K, L) in the
steady state with v = 0 is determined by two equations F (K*, L*) = p+ p
and Fr(K*, L*) = —N'(L*). Given (25) and (26), we obtain the following.
If v > 0 (y<0), then the capital subsidy (tax) should be raised to the
maximum, —7y = v (7w = 1), so that the capitalist accumulates (exhausts)

capital, & > 0 (K > 0). This result can be rephrased as:

10



Proposition 3 The equilibrium values K* and L* for capital K and formal-
sector employment L are given by Fx(K*,L*) = p+ p and Fp(K* L") =
—N'(L*). The government should encourage (discourage) investment as long

as capital K is above (below) its equilibrium level K*, K > 0 (K < 0).

Because the system ends up with a steady state in which K, C', y and v are

constants, conditions lim;_,., Kxe * = 0 and lim;_., Cvye " = 0 hold.

6 Conclusions

This paper examines optimal taxation in an economy with two sectors: a
formal sector which can be taxed, and an informal sector which cannot.
Workers in the formal sector form a union, which raises their wage above
the wage found in the informal sector. Some (or all) households specified
as capitalists save and earn a fixed proportion of all wages, while the others
specified as non-capitalists spend all of their income. A labour union takes the
firms’ and capitalists’ employment and investment behaviour as constraints
in wage settlement. Wages are determined at the level of a single firm, at the
level of the whole economy, or at some intermediate level. The government
can tax consumption, employment, wages and capital income. The main
findings of this paper are the following.

Zero taxation of capital income applies to unionized economies. Aggre-
gate production efficiency can be maintained by the taxes on consumption,
wages and formal-sector employment. The wage tax should be set so as to
keep the marginal utility of a non-capitalist equal to the marginal utility of a
capitalist times the capitalists’ weight in the social welfare function. The em-
ployment subsidy is needed to change the slope of the labour demand curve,
so that the union sets its wage equal to the marginal product of labour in the
informal sector. Consumption should be taxed for revenue-raising purposes.
These tax rules hold for any degree of centralization in wage settlement and

for any proportion of wages earned by the capitalists.
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