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Abstract

In this paper, we integrate efficiency wage setting with the theory of optimal redistributive
income taxation. In doing so, we use a model with two skill types, where efficiency wage
setting characterizes the labor market faced by the low-skilled, whereas the high-skilled face
a conventional, competitive labor market. We show that the marginal income tax implemented
for the high-skilled is negative under plausible assumptions. The marginal income tax facing
the low-skilled can be either positive or negative, in general. An increase in unemployment
benefits contributes to a relaxation of the binding self-selection constraint, which makes this
instrument particularly useful from the perspective of redistribution.
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I. Introduction

The modern theory of optimal redistributive taxation, as developed from
the influential contribution of Mirrlees (1971), is largely based on models
where the labor market is perfectly competitive. Although analytically
convenient, such a description of the labor market is clearly at odds with
most real-world developed economies, where unemployment has been an
important social problem for a long time. Albeit small by comparison, a
body of literature on optimal redistributive taxation under unemployment
has gradually evolved during the latest decades, in which the incentives
underlying an optimal tax policy partly differ from those following under
perfect competition. The major mechanisms generating unemployment in
these studies are trade-union wage formation (e.g., Aronsson and Sjogren,
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2 Optimal taxation and efficiency wages

2003, 2004; Aronsson et al., 2009; Hummel and Jacobs, 2018), minimum
wages (Marceau and Boadway, 1994), and search frictions (Lehmann
etal., 2011). Although fundamentally different, a common denominator is
a policy incentive to reduce the level of unemployment, which is likely to
result in higher marginal tax rates than under perfect competition.

However, to our knowledge, there have been no earlier studies on
optimal redistributive taxation in economies where the labor market is
characterized by efficiency wages. The purpose of the present paper is to
fill this gap by integrating efficiency wages in the self-selection approach to
optimal taxation. Such an extension is interesting for several reasons. First,
efficiency wage theory has played an important role in labor economics
for a long time, by explaining involuntary unemployment as well as wage
differentials across workers and sectors.! Second, it has been used in
related areas of public economics as a framework for studying relationships
between tax policy, wages, and unemployment in representative-agent
models (e.g., Pisauro, 1991; Chang, 1995). Third, and compared with
the related literature on trade-union behavior, efficiency wage theory does
not rely on any (arbitrary) assumption of objective function for trade-
unions,”> because the wage rate is decided unilaterally by firms realizing
that increased wages lead to higher productivity.?

Our study is based on a model with two skill types,* where efficiency
wage setting characterizes the labor market faced by the low-skilled,
whereas the high-skilled face a conventional, competitive labor market.
The rationale for this assumption is that unemployment is typically higher
and more persistent among low-skilled individuals than among high-
skilled individuals. This suggests that it is more important to examine the
mechanisms generating equilibrium unemployment in the context of agents

ISee Katz (1986) for an overview of efficiency wage models. See also Shapiro and Stiglitz (1984).
2See Kaufman (2002) for an overview of models with trade-unionized labor markets.

31t is not easy to discriminate empirically between efficiency wage models and other labor market
models that generate equilibrium unemployment. However, one specific feature of efficiency
wage models is that workers employed in firms where shirking is difficult to detect, or where
the supervisory intensity is low, will earn more, ceteris paribus. Empirical evidence pointing in
this direction is presented in, for example, Kruse (1992), Rebitzer (1995), and Ewing and Payne
(1999). See Neal (1993) for a study contradicting these results. Another specific feature is that the
effort choice of workers is likely to depend on industry characteristics (because the organization
of work, as well as of supervision and monitoring, is likely to vary across industries). Krueger and
Summers (1988) examine wage differentials across equally skilled workers and find substantial
differentials related to industry; a finding that is consistent with efficiency wage theory (albeit not
likely to arise under competitive wage formation). See Moretti and Perloft (2002) for evidence
suggesting that wage formation in the US agricultural labor market is consistent with efficiency
wage theory.

“The discrete two-type version of the Mirrleesian optimal income tax problem was developed in
its original form by Stern (1982) and Stiglitz (1982).
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T Aronsson and L. Micheletto 3

with relatively low productivity. The government uses a nonlinear income
tax and an unemployment benefit to correct for the imperfection in the
labor market and to redistribute income from high-skilled to low-skilled
individuals. We assume that two types of jobs are available in the economy:
low-demanding jobs, which can be carried out both by low-skilled and high-
skilled individuals, and high-demanding jobs, which can only be carried out
by high-skilled individuals. We also assume that effort, which is thought of
as the “effort exerted per hour spent at the workplace”, is a decision-variable
in low-demanding jobs, meaning that individuals employed in this type of
job have the option to shirk with an exogenous probability of detection
(through imperfect monitoring).’> As a consequence, there are two ways for
a high-skilled individual to mimic the income of a low-skilled type: either
by choosing a low-demanding job, or by reducing the hours of work when
employed in a high-demanding job. In turn, the government must recognize
both these options when solving the optimal tax and expenditure problem.

We show that the marginal income tax rate implemented for the high-
skilled is negative under reasonable assumptions, while the marginal income
tax rate implemented for the low-skilled can be either positive or negative.
The intuition for the first result is that an increase in the hours of work
by high-skilled individuals leads to increased demand for low-skilled labor,
thus counteracting the unemployment problem. The policy rule for marginal
income taxation of low-skilled individuals reflects a mixture of effects
generated through the binding self-selection constraint and the possibility
to affect wage formation and employment through tax policy. Whereas
employment-related motives (and thus the ability to raise more tax revenue)
typically push in the direction of increased marginal income taxation
for low-skilled individuals, the self-selection constraint might affect the
marginal tax policy in the opposite direction depending on which of the
two strategies the mimicker prefers. If the mimicker adopts the strategy
of reducing the hours of work when employed in a high-demanding job,
as briefly discussed above, it is possible that a decrease in the marginal
income tax rate implemented for low-skilled individuals contributes to relax
the binding self-selection constraint (this is not possible under the other
mimicking strategy of choosing a low-demanding job). We also find that

SNotice that imperfect monitoring in low-demanding jobs generates a second source of
asymmetric information, between firms and workers employed in low-demanding jobs, on top of
the standard asymmetric information problem between the government and the workers (regarding
their skill type). In this sense, our paper also relates to a recent strand in the Mirrleesian literature
(see Stantcheva, 2014; Bastani ef al., 2015; Cremer and Roeder, 2017) analyzing optimal tax
policy in settings with two sources of asymmetric information. The difference is that whereas, in
the aforementioned papers, the second source of asymmetric information manifested itself in an
adverse selection problem, in our model it manifests itself in a moral hazard problem.
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4 Optimal taxation and efficiency wages

an increase in the unemployment benefit leads to a relaxation of the binding
self-selection constraint, irrespective of which strategy the mimicker prefers.
This suggests that the unemployment benefit is likely better targeted to low-
skilled individuals than a corresponding benefit paid out to low-income
earners in general.

The outline of the paper is as follows. In Section II, we present the
model by describing the decision-problem and the behavior of individuals
and firms, and the optimal tax and expenditure problem facing the
government. The optimal public policy is characterized and discussed in
Section III, while our conclusions are summarized in Section IV. All the
proofs are presented in an Online Appendix.

II. The Model

The economy is populated by two skill types. High-skilled workers are paid
the before-tax wage rate w”, and low-skilled workers are paid the before-
tax wage rate w’, where w” > w’. The total population is normalized to
one and the fraction of individuals of type j is denoted n/ (for j = ¢, h).

Two different types of jobs are available in the economy: low-demanding
jobs that can be carried out by all workers, and high-demanding jobs that
are exclusive to high-skilled workers. Whereas the high-demanding jobs
pay a competitive wage, the low-demanding jobs are characterized by a
monitoring technology such that the employers pay a wage above the market
clearing level in order to boost the effort level of the employees. This
generates involuntary unemployment among low-skilled workers.

Individuals and Firms

Denoting consumption by ¢, hours spent at the workplace by L, and effort
exerted at the workplace by e € [0, 1], individual preferences are represented
by the concave and partially additive separable utility function

U=g(c)+v(L,e). (1)

Individuals derive utility from consumption, and disutility from work hours
and effort, respectively (i.e., dg/dc > 0, dv/dL < 0, and dv/de < 0). To
simplify the interpretation of the results, we also add the (quite realistic)
assumption that 9>v/dedL < 0; that is, the marginal utility of leisure
(—=0v/OL) increases with the effort exerted when working. Furthermore,
we assume that v(0,0) = 0.

For workers employed in high-demanding jobs, where there is no
monitoring problem and competitive wages are paid, we assume that the
effort exerted by workers is equal to 1, which can be interpreted to mean

© 2019 The Authors. The Scandinavian Journal of Economics published by John Wiley & Sons Ltd on behalf of Freningen
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T Aronsson and L. Micheletto 5

that workers in high-demanding jobs never shirk.® Instead, for workers
employed in low-demanding jobs, effort is a choice variable and affects
the probability of being fired. The probability of being monitored in low-
demanding jobs is assumed to be exogenous, and a worker is fired if caught
shirking.” Assuming that the firms monitor each worker in a low-demanding
job with probability p, and interpreting 1 — e as the fraction of time that an
individual spends shirking while on the job, the probability of being fired
is given by (1 — e)p = @(e), where dp(e)/de < 0 and d>¢(e)/(de)* = 0. If
fired, low-skilled workers face two alternatives: they can either be hired by
another firm or become unemployed.® The economy-wide unemployment
rate is denoted by u.

In the tradition of the optimal income tax literature following Mirrlees
(1971), we assume that an individual’s skill type (as reflected in the
before-tax wage rate) is private information, while the individual’s income
if employed, I/ = w/L/, is publicly observable. This rules out first-
best type-specific lump-sum taxes but allows income to be taxed via a
general, nonlinear tax schedule, T(I/). The other policy instrument at the
disposal of the government is a transfer, b, paid to each unemployed
individual. To characterize the set of (constrained) Pareto-efficient resource
allocations, we derive an optimal revelation mechanism. For our purpose,
a mechanism consists of a set of type-specific before-tax incomes I/ and
disposable incomes B’ for individuals in employment, an unemployment
benefit b, and the unemployment rate u. A complete solution to the optimal
tax problem per se, such that I/ and B/ are determined via individual
utility maximization, then requires the design of a general income tax
function, T(-), such that B/ = I/ — T(I7). This is described in greater detail
below.

We begin by characterizing the decision-problem and the behavior of
individuals and firms, and we then continue with the optimal tax and
expenditure problem. Each individual of any type j acts as an atomistic
agent by treating the hourly wage rates, the unemployment benefit, the
unemployment rate, and the parameters of the tax function (including the
structure of marginal taxation) as exogenous.’ Private consumption equals

®This is clearly a simplification —albeit a consequence of the assumption of a perfectly competitive
market for this type of job. A possible interpretation is that the job characteristics make shirking
impossible or uninteresting for those employed in high-demanding jobs.

7Assuming away turnover costs, this turns out to be the best strategy for a firm (see Shapiro and
Stiglitz, 1984, p. 437).

8With all firms being identical, and under the assumption that agents are fully informed, the wage
of low-skilled workers, as well as their choice of effort, will be the same in each firm.

9This just reflects the assumption that each individual is small relative to the economy as a whole.
All these variables are, of course, endogenous in the model.
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6 Optimal taxation and efficiency wages

the disposable income B/ for an employed individual of skill type j = ¢, h,
and equals b for an unemployed individual.

Starting with an individual of the low-skilled type, note that the
individual makes two decisions: (i) an optimal effort choice (which
influences the likelihood of becoming unemployed); (ii) a consumption—
leisure choice conditional on being employed. For a given (I¢, B)-bundle,
we can define the individual’s indirect expected utility function as

¢
EVEBE I u, by w’) = mz}x[l —ugp(e")] [g(B{)) +v (%, ee) + up(e)g(b),
e

where we have used L¢ = IY/w?, and E denotes the expectations operator.
The variable ugp(e’) can be interpreted as the probability that any low-skilled
individual becomes unemployed (the overall unemployment rate among low-
skilled workers times the probability of being fired when shirking).!” To rule
out the possibility that low-skilled workers are voluntarily unemployed, we
assume that g(BY) + v(I/w’,0) > g(b). Then, in choosing the optimal
level of effort, a low-skilled worker trades off the additional cost of effort
against the gain in expected utility, because of the decreased probability of
becoming unemployed. At an interior optimum,'! the first-order condition
for the effort choice is given by

If
(1= e 2 =g’ ) (W e‘) | o
Equation (2) implicitly defines ¢’ as a function of B¢, I*/w’, b, and u, i.e.,
I{,’
¢ _ tpt
e =e (B,W,b,u). 3)

Based on equation (2), we can derive the following comparative statics
properties of the effort function with respect to B¢, I, u, b, and w':

10Note that there are three possible states of the world for a low-skilled worker: (i) tenure of
employment in firm i, with probability 1 — ¢(e); (ii) fired by firm i and hired by another firm,
with probability (1 — u)@(e); (iii) fired by firm i and unemployed, with probability uep(e).

"1 Assuming that 9v/de’ — 0 when e’ — 0, we can rule out the possibility that e/ = 0 is
optimal. Moreover, if p is sufficiently low, we can also rule out the possibility that e/ = 1 is
optimal. To see this, notice that e/ = 1 would be suboptimal provided that

(20 ) VU ) e Ve L
Viwe up

or, equivalently, denoting by (€, . ) |.¢- the elasticity of the v-function with respect to e evaluated
ate! =1,

> g(BY) - g(b),

(€ne) lerat 8B —g(h)
up v[(I¢/w), 1]
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s @
get 1= up(e")][°v/(9e L)) = ug'(e“)(@v/ILY) 1
= = - o 7 <0, (5
aa_e: _ e (@v/ae’) + [g(B) +q)v(1"/w", )= s®e' ) o )
¢ 7( €
(Z)ib _ _ug (e )(;)6g/6b) <0, (7)
jei _ b= uso(e[)][azv/(@ef@qﬁf)] —ugCNWPLHL )
w w
where
8%y , ov
O=[1- u¢(e€)]W —2ugp (ee)w <0.

These results are intuitive. An increase in the post-tax income in the
employment state, B, raises the effort as it increases the opportunity cost
of shirking (by widening the gap between the utility if employed and the
utility if unemployed); the opposite effect on effort is induced by an increase
in pre-tax income I¢.!?> An increase in the economy-wide unemployment
rate increases the effort, in order to reduce the probability of ending up
in unemployment, while an increase in the unemployment benefit leads to
decreased effort as it reduces the income loss to the individual if becoming
unemployed.

Noticing that employed, low-skilled workers behave as if they are
maximizing EV[1¢=T(1°), I, u, b; w’] with respect to I, we can implicitly
characterize the marginal income tax rate faced by low-skilled workers,
based on the first-order condition, as

AEVL /oIt

T =1+ ——1"— .
) AEVL /9Bt

)
Regarding high-skilled workers, remember that shirking is not an option

in high-demanding jobs. Thus, provided that high-skilled workers have no

incentive to leave their high-demanding jobs,'® they will maximize

21n this case, the reduction in effort is explained both by a reduction in the opportunity cost of
shirking (as an increase in I¢ lowers the gap between the utility if employed and the utility if
unemployed) and by our assumption that the marginal disutility of effort is increasing, in absolute
value, in hours of work (i.e., 9*v/dedL < 0).

13As discussed in the next section, the optimal tax policy chosen by the government will ensure
that this is, indeed, the case.
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8 Optimal taxation and efficiency wages

VA" =T, 1" wh] = g[ 1" = TU")] +v (I_: 1)
w

with respect to I". We can then implicitly characterize the marginal income
tax rate facing a high-skilled individual as
hqrh hfyh h
Tty =1 OO0y L v /wT D/OLT (10)
ovh/dBh wh  9g(B")/dB"

Turning to the production side of the economy, we assume that identical,
competitive firms produce a homogeneous good by using labor as the only
input. The production process is characterized by constant returns to scale.
Because the number of firms is treated as exogenous, it is normalized to one
for notational convenience. Let N* and N” denote the number of workers
employed in low-demanding and high-demanding jobs, respectively. Using
the assumption that ¢” = 1, the production function is given by

F(e!LENE, L' NM). (11)

The production function is increasing in each argument, F1 =
AF/3(e!LENY) > 0 and le = §F/O(L"N") > 0, the marginal products
are diminishing such that Fl"l = 0°F/(0e‘LNYY? < 0 and Fzﬁ2 =
0°F/(0L"N™)? < 0, and the production factors are technical complements,
ie., F|, = F, = 0*F/0(e‘L*N®)d(L"N") > 0. The decision-problem facing
the representative firm is given by

It It I .
max F|N‘—¢f (B!, ub| N'—| - Z NI,
wl Nt Nh wl wt wh .

1=,

Each individual firm treats the choices made by the government, as
reflected in (I¢, BY, I, B", b, u), and the wage rate paid to the high-skilled,
w', as exogenous. By recognizing how the wage rate paid to workers in
low-demanding jobs affects effort through equation (3), the representative

firm chooses w’ and N’ based on the following first-order conditions:

del L¢
arter = b (12
14
, w
K= = (13)

Equation (12) implicitly characterizes the optimal wage rate paid to workers
employed in low-demanding jobs, and equation (13) characterizes the
optimal number of agents employed in low-demanding jobs. With the
disposable income in the employment state, B¢, held constant, the wage rate
enters the effort equation only through I°/w’ = L¢. Therefore, equation (12)

© 2019 The Authors. The Scandinavian Journal of Economics published by John Wiley & Sons Ltd on behalf of Freningen
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T Aronsson and L. Micheletto 9

is just a variant of the standard condition for wage setting in an efficiency
wage model, i.e., (e’ /Ow’)w /e’ = 1. Finally, the first-order condition for
N" is given by

Fy=wh, (14)

which }fleﬁnes the equilibrium wage rate for workers in the high-demanding
job, w".

For later purposes, we need to evaluate how N¢, w’, and w” vary in
response to changes in I¢, BY, I", B", u, and b. Denoting by o the elasticity
of substitution between the two labor inputs in production, we obtain the
comparative statics results given in Table 1 (see the Online Appendix).

In particular, note that the elasticity of substitution, o, plays a key role
in how N’ responds to variations in I, B, u, and b. If o > 1 (which
seems to be a plausible assumption based on empirical research),'* we can
see that dN?/dI® < 0, dN?/dB® > 0, dN’/du > 0, and dw’/db < 0.
Regarding the w’-responses to variations in I¢, B, u, and b, note that
the signs of dw’/dI’, dw’/dB’, and dw’/db are unambiguous (with
aw®/dI* > 0, dw’/dB® < 0, and dw’/db > 0)," whereas the sign of
dw®/du is in principle ambiguous. However, under the realistic assumption
that 0%¢‘/dL'Ou > 0,'° we can establish that dw’/du < 0. Some of
these results are discussed in greater detail below, where they are used
to characterize the optimal marginal tax and expenditure policy.

Social Decision-Problem

As in much of the earlier literature on optimal taxation, we assume that
the government is the first mover, while the agents in the private sector
(individuals and firms) are followers. Furthermore, we consider the general
governmental objective of reaching a Pareto-efficient resource allocation.
This is accomplished by maximizing the (expected) utility of the low-
skilled subject to a minimum utility restriction for the high-skilled, as well
as subject to the appropriate self-selection and resource constraints. We
also assume that the government (or social planner) wants to redistribute
from high-skilled to low-skilled types, which Stiglitz (1982) refers to as
the “normal” case, meaning that the optimal resource allocation must

4For instance, as reported in Ottaviano and Peri (2012, p. 182), a value of around 2 represents
a reasonable estimate of the elasticity of substitution between high-education and low-education
groups.

The denominator of the expression on the right-hand side of dw?’/dB’ in Table 1 is
unambiguously positive from the second-order conditions of the firm’ profit maximization
problem with respect to w¥.

16This assumption can be interpreted to mean that an increase in the unemployment rate
counteracts the negative effect that L¢ has on e, ceteris paribus.
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10 Optimal taxation and efficiency wages

Table 1. Comparative statics results

dN*t 1-(1/o) Nt

It dN® _ 1-(/o) _N°
dIt (e{’L[)ZFl/ll ¢
dw? 1
artc e 7Y
dwh Nt
art = nnpn <0
B¢ AN (0’ JaB YW LE )1 - (1/0)]
dB?t (el’Lt’)zFlul
dw’ ~(1/L )@’ |0BY) o
dBC (LY fwO){[2¢¢ [(LOY] - (el [ILLOLD)}
dw" _ N'LY@e’ /9B )w /)
dB?t - Nhh
Ih dN{) _ L{ -0
dl’; T whph
dw®
arn = °
dwh -0
dih
l
Bh dN -0
dB"
dw? —0
dB'; -
dw™
agh
u dN' [(1/o) = 1Jw! JeO)L (e’ ou)
du ~ (el LOYF]]
dwl (8%’ AL du) - (1/L°)(de" |ou)
du — (LCjwO){[2ef [(LO)] - (8% [OLLALE)}
dwh _wl NOLE 9t
du ~ el NhLh du
b dN'  [(1/o) = 1)w! Je)LE (Fe’ D)
db (e(’L[)ZFl//I
dw? _(1/14[)((96[/619)

db (L fwO)[2et J(LEY — el [(LE)]
dwh _wl NLC 9et
db el NhLh 9b
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be constrained to prevent high-skilled individuals from mimicking the
low-skilled. As such, the optimal marginal tax and expenditure policies
characterized below will satisfy any social welfare function, which is
increasing in the utility of both skill types, if consistent with the assumed
profile of redistribution.

To ensure that the high-skilled prefer the allocation intended for their
type (I", B") over the before-tax and disposable income combination
intended for the employed the low-skilled (I¢, BY), we impose self-
selection constraints designed to make mimicking unattractive. In our
setting, mimicking can occur in two alternative ways. One possibility
would be for high-skilled individuals to reduce their labor supply in high-
demanding jobs to the extent required to earn I¢ instead of I”. Because
high-skilled individuals are more productive than low-skilled individuals, a
high-skilled mimicker can reach the income level I¢ by supplying fewer
hours of work than needed by a low-skilled individual. Another possibility
for a high-skilled individual to act as a mimicker would be to take a low-
demanding job, which also gives the before-tax income I¢. With regards to
the latter option, we assume that, for any given level of effort exerted in the
workplace, the productivity of a high-skilled worker does not differ from the
productivity of a low-skilled worker in a low-demanding job. A high-skilled
individual working in a low-demanding job will thus be paid the wage
rate w’ (instead of the wage rate w"). If choosing a low-demanding job,
the effort exerted by a high-skilled individual will depend on the outside
option if caught shirking and fired. Assuming that, if fired from a low-
demanding job, a high-skilled individual can always find employment in a
high-demanding job (i.e., no threat of becoming unemployed), the optimal
effort choice of a mimicker in a low-demanding job would be zero. Note
that the utility of a mimicker would, in this case, exceed the utility faced
by the low-skilled type, as the effort provided by a high-skilled individual
in a low-demanding job falls short of the effort chosen by low-skilled
individuals.'”

Even though both available mimicking strategies require a high-skilled
mimicker to earn the same before-tax income as a low-skilled individual,
for convenience hereafter we use the term “income-replication” strategy to

7By making alternative assumptions about the outside option, and thus the fallback utility, of a
high-skilled individual caught shirking in a low-demanding job, we can relax the (admittedly
extreme) assumption, leading to the result that the optimal effort chosen by a high-skilled
individual in a low-demanding job is nil. The qualitative results we obtain would be unchanged
as long as the effort provided by a high-skilled individual in a low-demanding job falls short
of the effort provided by a low-skilled individual. This would indeed be the case unless we
were to assume that a high-skilled individual caught shirking in a low-demanding job has a zero
probability of being re-employed in a high-demanding job.

© 2019 The Authors. The Scandinavian Journal of Economics published by John Wiley & Sons Ltd on behalf of Féreningen
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12 Optimal taxation and efficiency wages

refer to the case when a high-skilled individual behaves as a mimicker and
chooses a high-demanding job (working fewer hours than a low-skilled
individual), whereas we use the expression “job-replication” strategy to
refer to the case when a high-skilled individual behaves as a mimicker
and chooses a low-demanding job (exerting less effort than a low-skilled
individual).

Now, because the government can implement any desired combination of
work hours and disposable income for each skill type subject to constraints,
we follow the common practice in much of the earlier literature on optimal
nonlinear taxation by writing the social decision-problem directly in terms
of the before-tax and disposable incomes, instead of in terms of parameters
of the tax function.

We introduce the following notation, pertaining to a high-skilled
individual behaving as a mimicker by choosing, respectively, the income-
replication strategy and the job-replication strategy,

—~ _ I[

Vhse*I(Bg’]g;Wh) = g(B€)+V(_h,l), (15)
w

Phe=0(B 161 l) = g(Bf)+v(7, ) (16)
w

Thus, the social-decision problem can be written as

max EV()(BK, 16, u, b; wg),
1¢,BC, 1", Bh bu

subject to

)  VR®BhL I W > v, (17)
) VB > Ve B T W, (18)
Q) VMBI W) = VB 15w, (19)

It I"
(v) F (efo7, Nh—h) > 7"B" + N‘B + (' = NO)b,  (20)

w w

£ Bé’ If
0) u:l—N(’—é,’M’b), 1)

T

where the Lagrange multipliers attached to the respective constraints are
given in parentheses. The J-constraint represents the minimum utility
constraint, implying that the utility of each high-skilled individual must not
fall short of V”. The A-constraint and the /-constraint are two self-selection
constraints that jointly ensure that a high-skilled individual has no incentive
to act as a mimicker (i.e., has no incentive to earn the income level intended
for the low-skilled type through the income-replication or job-replication
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strategy, respectively).!®!” The u-constraint is the economy-wide resource
constraint, requiring that the aggregate output must not fall short of the
aggregate consumption. Note also that, instead of substituting the expression
for the unemployment rate into the objective and constraint functions, the
unemployment rate is used as an additional (and artificial) control variable,
which explains the #-constraint. This formulation is convenient by allowing
us to interpret the Lagrange-multiplier 6 in terms of a (utility-based) shadow
price of unemployment.

In our analysis, we restrict attention to the case where unemployment
is an involuntary phenomenon for low-skilled individuals by assuming that
g(BY) + v(I/wt, e’) > g(b) at a social optimum (as mentioned above).
Note that this rules out the possibility that high-skilled individuals find it
attractive to drop out of the labor market in order to live on unemployment
benefits. 2

The first-order conditions of the social decision-problem are presented in
the Online Appendix. Next, we turn to the implications of these conditions
for the optimal public policy.

¥We have already remarked how a high-skilled mimicker would optimally choose ¢ = 0 under
a job-replication strategy. Thus, given that workers in low-demanding jobs are monitored with
exogenous probability p, it follows that such a mimicker would be caught shirking with probability
p. Therefore, the condition that needs to be fulfilled in order to deter mimicking via a job-
replication strategy is g(B") + v(I" /w", 1) > (1 — p)[g(BY) + v(I'/w¢, 0)] + p[g(B") +
v(I" /w", 1)], or, equivalently g(B") + v(I" /w", 1) > g(B’) + v(I¢/w?, 0), which is what is
required by the {-constraint in the social decision-problem.

19Note that

d = —~ d I[ I(’
W[vh,ezl(B(’,If;wh)_vlz,e:O(B(’,If;W(’)]: _“ |:V( 1)—\/'( 0)]

_ [T /wh), 1] [ Nflf’] 1 -0

a(l‘/wh) Nhh | wh
Therefore, there is only one value of 7¢ at which a high-skilled mimicker is indifferent between
the two available mimicking strategies. For sufficiently high values of I, the job-replication
strategy will be more attractive than the income-replication strategy, and vice versa.

20We can rewrite the two self-selection constraints as V™ (B", I''; wi) > max {V'¢=1(B, I¢;
wh); \7"’6:0(B[, I¢;w?)}, orequivalently (using equations (15) and (16)) as V/*(B", I ; w") >
g(BY) + max {v(I¢/w", 1);v(I¢/w¥, 0)}. If max {v(I¢/w", 1);v(I¢/w’, 0)} = v(I¢/w", 1),
we find that v(I¢ /w", 1) > v(I¢/w¢, 0) > v(I¢ /w¥, e©). From g(BY)+v(If /w¢, ef) > g(b) it
then follows that g(B¢) + v(I/w", 1) > g(b); that is, high-skilled workers have no incentive to
drop out of the labor market. If, instead, max {v(I'¢ /w", 1); v(I¢ /w?, 0)} = v(I¢/w¥, 0), we find
that v(I¢/w?, 0) > v(I'/w?, e?). Once again, from g(BY) + v(I¢/w’, e’) > g(b) it follows
that g(BY) + v(I¢/w?, 0) > g(b), implying that high-skilled workers have no incentive to drop
out of the labor market.
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14 Optimal taxation and efficiency wages

III. Optimal Tax and Expenditure Policy

To simplify the presentation, we introduce the following short notation for
marginal rates of substitution between the before-tax income and disposable
income for a low-skilled individual and a mimicker, respectively, where
we have distinguished between the income-replication and job-replication
strategies for the mimicker:

AEVY/oIt
14 .
MRSLs = ~Gpvijape ™%
—— he=1 avhe=1/g1t
MRSI,B = —%
avhe=1/9Bt
——h.e= avhe=0/g1¢
MRS,y = [or

gVhe=0/gpt

For notational convenience, we also define “utility compensated” wage and
employment responses to an increase in the before-tax income, I¢, such that

dw? dw? dw?
it = e MRS g 22
dN? dN? dN?
ar = ar MRS g @)
dwh dwh dwh
W = W + MRS;,BW (24)

Equations (22) and (23) measure how an increase in the before-tax income,
I¢, affects the wage rate, w’, and the number of employed individuals, N¢,
respectively, of the low-skilled agents, when they are compensated by an
increase in the disposable income, B’, to remain at the initial (expected)
utility level. Similarly, equation (24) shows how a marginal increase in
I¢, compensated by a change in B’ to leave the (expected) utility of
low-skilled individuals unchanged, affects the wage rate paid to workers in
high-demanding jobs, w". We are now ready to characterize the marginal
income tax rates implemented for the two skill types.

Proposition 1. The marginal income tax rate faced by high-skilled workers is
negative (positive) if (I — B + b)n’ + 6/u > 0 (< 0) and given as follows:
1- 0
T'(1") = ——2 | (1 = B + bynt + 2| . (25)
ahh u
Let €ye j¢ denote the compensated elasticity of N Cwith respect to I¢, such that
Ene gt = (ANt ]aIt) (I | NY). The marginal income tax rate faced by low-skilled
workers can then be written as
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, A8Vme=1 /5 BY) —— he=1
() = T (MRS,{B — MRS} )
ave=0/9B¢ ——he=
et nast - 7855
Ml —u)m ’ ’
L1 V=0 JEVE) dw!
u(1 = u)nt ow? owt | dIt
+ — uN"L"MRS —_—
w(1 —u)nt owh K LB qrt
1 0|~
~—g [(1" -B'+ bl + o | Evere (26)
Proof': See the Online Appendix. O

According to equation (25), high-skilled individuals should face a
negative marginal income tax rate under realistic assumptions, implying
that their labor supply is distorted upwards. This finding is reminiscent of a
result derived by Stiglitz (1982) in a model with competitive labor markets,
where a negative marginal income tax rate for high-skilled individuals works
as a device to reduce the wage differential between the skill types.?! In our
setting, a negative marginal income tax rate for high-skilled individuals
is justified as a mechanism through which the government can stimulate
the demand for low-skilled labor. This is, in turn, socially beneficial for
two reasons: first, by increasing the net tax revenue (provided that the
transfer paid to the unemployed is larger than the transfer paid to low-
skilled workers), and, second, by reducing the unemployment rate, which
is socially desirable whenever the social value of decreased unemployment
measured in terms of public funds, 6/u, is positive (see Proposition 2).

However, the fact that a distortion in the labor supply behavior of high-
skilled workers is useful as a device for boosting the demand for low-skilled
workers should not be interpreted as implying that general equilibrium wage
effects play no role in equation (25). The reason is that, even though a
change in I" or B per se has no direct effects on w’ and w” (as we can
see from Table 1), a variation in I" triggers a change in the number of
workers N¢ that each firm is willing to hire in low-demanding jobs.?? At

21See also Pirttild and Tuomala (2001), and Gahvari (2014a, 2014b).

22Notice that a variation in B hasno effecton N¢, w?, and w" as B does not enter the system of
equations (12)—(14). The variable 1", however, enters the system of equations (12)—(14) through
equations (13) and (14). Nonetheless, a variation in I"* does not affect the equilibrium wage rates
w? and w" because its direct effect on wages is exactly offset by the indirect effect on wages
that works through the induced change in N¥.
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16  Optimal taxation and efficiency wages

the economy-wide level, this will have an effect on the unemployment rate
and, as a consequence, on the level of effort e’ that low-skilled workers will
choose. Finally, this change in the incentives to provide effort affects the
equilibrium wage rates (through equations (12) and (14)), which in turn
has an effect on the self-selection constraints faced by the government.
The fact that the general equilibrium wage effects of a variation in I”
are indirect and mediated by unemployment-rate effects explains why, in
equation (25), they are “concealed” in the term 6/u, which captures the
social value of decreased unemployment. As we discuss at length when
presenting Proposition 2, most of the policy incentives determining the
structure of 6/u are, indeed, related to general equilibrium wage effects.

Turning to marginal income taxation of low-skilled workers in equation
(26), the first two terms on the right-hand side tell us how taxation should
distort the labor supply of low-skilled workers if the wage rates and
employment are fixed. Both terms depend on self-selection considerations
and would vanish in a first-best environment where individual skill is
observable, in which case A = ¢ = 0. If the self-selection constraint given in
equation (18) — that is, the constraint associated with the income-replication
strategy — is binding (A > 0), then the first term on the right-hand side of
equation (26) can be either positive or negative. This is interesting in itself:
in a standard optimal income tax model with competitive labor markets,
the corresponding term would be unambiguously positive because of the
assumption that the marginal rates of substitution satisfy the condition
OMRS; /0w < 0.2 In the standard model, normality of consumption is
a sufficient condition to guarantee that the single-crossing condition holds.
In our setting, however, this is not enough. When comparing a low-skilled
individual with a high-skilled mimicker adopting the income-replication
strategy, it is still true that a high-skilled individual needs fewer hours to
earn the same before-tax income as a low-skilled individual (as w” > w?).
At the same time, however, a high-skilled individual employed in a high-
demanding job exerts more effort than a low-skilled individual employed
in a low-demanding job. Therefore, because E)MRS}’ B /0el > 0, it is, in
principle, possible that the first term on the right-hand side of equation
(26) takes a negative sign.?*

23This is typically referred to as the agent-monotonicity condition (see Seade, 1982).

24The intuition for c’)MRS;"B/(')ef > 0 is that increased on-the-job effort makes leisure outside
the workplace more valuable at the margin, ceteris paribus (i.e., for given values of I, B, and
w). Formally, as MRS} , = —9v/OL’ [(3g/dB)w/, we find that sign(@M RS /de’) =
sign(ﬁz'v /&edL). Because our initial assumption was that 9*v/dedL < 0, it follows that
BMRS;,B /8e’ > 0. Notice that the sign of the first term on the right-hand side of equation (26)
remains ambiguous also if we drop the possibility of high-skilled workers performing the jobs
of low-skilled workers.
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Instead, if the binding self-selection constraint given by equation (19) —
that is, the constraint associated with the job-replication strategy is binding
(¢ > 0) — then the second term on the right-hand side of equation (26) will
be unambiguously positive, thus contributing to a higher marginal income
tax rate for low-skilled workers. The reason is that a low-skilled individual
exerts a positive level of effort, whereas a high-skilled mimicker adopting
the job-replication strategy exerts lower effort (and, in particular, no effort
at all under our assumptions about the outside option for a high-skilled
individual caught shirking in a low-demanding job). This implies that a
low-skilled individual attaches a higher marginal value to leisure outside
the workplace than a mimicker adopting the job-replication strategy (despite
the fact that they are paid the same wage rate, w’). An increase in the
marginal income tax rate, which induces low-skilled workers to reduce their
hours of work, will thus hurt the mimicker more than it hurts low-skilled
workers, meaning that this policy opens up for more redistribution through
a relaxation of the job-replication self-selection constraint.

The remaining components in equation (26) reflect wage- and
employment-responses to a change in the income-consumption bundle for
low-skilled workers. The responses in N’ and w’ arise as a consequence
of efficiency wage setting for low-skilled workers; in turn, these induce a
spill-over effect on w” as a result of the imperfect substitutability between
factors in the production function.

Starting with the marginal tax response to an induced change in the
hourly wage rate paid to low-skilled workers, w’, note first that

¢ ¢ €l ot
OEV B _u(p(ef)]L_av(I /wt,et) S o.
awt wl oLt

Here, we have used the fact that the indirect effects of w’, arising via
the individuals’ labor supply and effort choices, vanish as a consequence
of optimality (i.e., by the envelope theorem). Note that dEV’/dw’ can be
interpreted as a direct expected benefit faced by each low-skilled individual
following an increase in their wage rate. If the self-selection constraint
associated with the job-replication strategy (i.e., equation (19)) is binding,
such a wage increase would also make mimicking more attractive, which
explains the first term in parentheses in the third row of equation (26).2> We
can then interpret the difference in parentheses in the third row of equation
(26) as reflecting the net social cost of an increase in w’ for a given
unemployment rate; if this difference is positive (negative), an increase in

2We have R
V=0 )

< ow? :_‘{(w‘))2 OL! >0
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18 Optimal taxation and efficiency wages

w! would lead to lower (higher) welfare, ceteris paribus. As we show in the

Online Appendix (see equation (C12)), we would expect that dw’/dI¢ > 0
(such that a combined increase in the before-tax and disposable income for
low-skilled individuals pushes up their hourly wage rate). Thus, there will
be an incentive for the government to increase (decrease) the labor supply
of low-skilled workers via a lower (higher) marginal tax rate if

ovhe=0  gEV av(zf/wf’ )
owt owl

[1 - up(e")]

av(It/wt,0) | L¢
—(T > <0 (> 0). 27)

For instance, the third row of equation (26) will provide an incentive to
lower the marginal tax rate faced by low-skilled agents in the case when
the constraint associated with the job-replication strategy is non-binding
(¢ =0)2

Consider now the marginal tax response to an induced change in
the hourly wage rate paid to high-skilled individuals, w”. Note first that
an increase in w’ would be costly for the government by tightening
the A-constraint, making it more attractive for high-skilled individuals to
become mimickers by choosing the income-replication strategy.>’” However,
an increase in w” would also allow the government to raise additional
tax revenue from high-skilled individuals without violating their minimum
utility restriction (as prescribed by the §-constraint).?® We can then interpret
the difference 10V"¢=!/dwh — uN" L' M RS;’ > appearing in the fourth row

26More generally, recalling that 3*v/dedL < 0 by assumption, the sign of equation (27) is more
likely to be negative the higher the effort level e, the lower the unemployment rate u, and the
lower the value of the Lagrange multiplier £.

Y"Denoting by L"=" the labor supply of a high-skilled individual choosing the income-
replication mimicking strategy, we have

avivet 10 ovawh 1)
owh — (wh)y  gLh.e=1
28Because
h Lh II1 h 1 Ih h 1 B
o _ ov(I" [w", ) B Bv( /w", )—LhMRSIBag( ),
awh ~ wh oLh oIk OB
we obtain N \
ov 6V’ P
——dB" =0
owh 63"
for N N
ov" [ow
dB" = -—— 1 —— =_L"MRS" ..
oV’ |dB" LB
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of equation (26), as capturing the net social cost of a marginal increase in
wh (for a given unemployment rate). Because dw"/dI’ < 0 (see equation
(C11) in the Online Appendix), it follows that wage-response considerations
pertaining to w” call for increasing (decreasing) the labor supply of low-
skilled individuals via a lower (higher) marginal tax rate if

h,e=1
AWVTT (<)N"L"MRS?! .
u owh .

Finally, a direct employment effect of marginal taxation, showing how
a compensated (for low-skilled individuals) increase in I affects N?, is
captured by the last term in equation (26). Note, first, that the sign of €ye ;¢
is, in principle, ambiguous. For the purpose of interpretation, we focus
on the case where dN¢/dI’ < 0. As shown in the Online Appendix (see
equation (C10)), a sufficient condition for dN¢/dI¢ < 0 is that o > 1, which
is a realistic assumption based on available empirical evidence (see footnote
14).% In this case, the government has an incentive to distort the labor
supply of low-skilled workers downwards through higher marginal taxation
for two reasons. First, when the transfer paid to the unemployed is larger
than the transfer paid to the employed low-skilled workers (I = B¢ +b > 0),
an increase in N¥ will increase the net tax revenue. Second, an increase in
N¢ leads to a lower unemployment rate, which is socially beneficial when
the social value of decreased unemployment measured in terms of public
funds, 6/u, is positive. Employment-related motives for higher marginal tax
rates are also found in earlier research on optimal redistributive taxation
under equilibrium unemployment based on models of trade-unionized labor
markets or search models.*’

Taking into account the fact that the number of high-skilled individuals is 7”7 = N", a marginal
increase in w'* allows the government to extract a total amount N L" M RS ;’ p of additional
tax revenue from the group of high-skilled individuals.

2For instance, this condition is satisfied under under a Cobb—Douglas production function where
o = 1. In this case, we can use equation (C10) to derive dN/dI¢ = —N¢/I¢, which implies
ENI,If = - 1 .

30A more detailed comparison is complicated by the fact that studies differ in several important
ways; not just in terms of how the labor market is modeled. Aronsson and Sjogren (2003)
analyze optimal redistributive income and commodity taxation in an economy with two skill
types and monopoly-union wage setting, and they find employment motives for marginal tax
policy reminiscent of those derived here. Aronsson and Sjogren (2004) consider a model with
wage bargaining between trade unions and firms (a right-to-manage framework), and they show
that the optimal tax policy will, in certain cases, implement a full-employment equilibrium, in
which the marginal income tax rate is zero. However, if such an equilibrium cannot be reached
(which, in their study, depends on restrictions in the use of profit taxation), the marginal income tax
policy entails employment effects reminiscent of those described above. These two studies assume
that both the number of employed people and the hours of work per employee are endogenous,
as we do. In the context of a search model, Hungerbuhler et al. (2006) show that the average tax
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20 Optimal taxation and efficiency wages

Before moving to the analysis of the factors determining 6/u, three
remarks are in order. First, note that the final row of equation (26) is
the exact counterpart of the expression on the right-hand side of equation
(25).3! Thus, albeit implicitly, the final row of equation (26) captures general
equilibrium wage effects of a (compensated) variation in 7¢. In particular,
it captures those indirect effects that are mediated by unemployment rate
variations.

Second, the reason why the terms appearing in the third and fourth
rows of equation (26) have no counterpart in equation (25) is that, whereas
changes in I¢ or B’ exert effects on w’ and w”, which are defined for a
given unemployment rate, a change in the bundle intended for high-skilled
individuals only affects w’ and w” indirectly via the unemployment rate.

Third, by using the short notation

dwh 1t dwt It

Wﬁ<0 and GW[’I[EWW>O’

Eph [t =

rates are increasing and the marginal tax rates are positive. The intuition is that higher marginal
tax rates lead to lower wage claims, and thus to lower unemployment among each skill type. See
also Lehmann et al. (2011) for a generalization to a case where the marginal tax rates might be
negative at the lower end of the skill distribution. In the latter two studies, the hours of work
per employee (of various types) are fixed, which makes the policy incentives somewhat different
from those examined here.

3nboth cases, the structure is the same. Given that dN¢/dI" = N¢jwh L" anddN*?/dB" =0,
we have dN¢/dI"* = N /w" L"  Therefore, we can rewrite the right-hand side of equation (25)
as

1-— th 9 dﬁ[’
m e (1= B )+ 2| S
ahh NYt u dIh
or, equivalently,
1 6 | dN‘’
- I"-B+b+ — | =
nh urt | dIn
The final row of equation (26) can be rewritten as
1 I 0] dN‘
_— I[—B[+b) Cr —| =,
2l10 N? [( T art

or, equivalently,
dN‘
drt -

1 0
-— [I'-B'+b+ —
N¢ unt
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equation (26) could be equivalently restated as

AV [05") et

7224 . ’

r'a) = T [MRS,’B - MRS, (1- Ewh,ﬂ)]
(V=05 BY)  —heo
R (MRS, ~ MRS} (1,010

1 QEV' aw’ 1 iy pgh 4V

- - NP MRS! =

p(1 =wzt owe a1t (1 -uz LB gyt
1

0]
[(I[ —B€ + b)ﬂ'[ + /—1 EN(”I(,’.

allt

Note that the policy incentives created by each self-selection constraint
are now merged into a singe term given by the first and second rows,
respectively. Because €, ;¢ < 0 and €, ;¢ > 0, and by accounting for the
general equilibrium effects that operate via the self-selection constraints, we
can see that the incentive term related to the discouragement of the job-
replication strategy is still positive and becomes even larger (the second
row). However, it becomes more likely that the incentive term related to
the discouragement of the income-replication strategy calls for a downward
adjustment in the marginal tax rate implemented for low-skilled individuals
(the first row).

We can now turn to the factors determining the social value of decreased
unemployment, 6/u. For this purpose, let

AEV!/du B g(BY) + v(If jwt, et) — g(b)

MRSt , = — =
whb = 9EV]ob udg(b)/0b

>0 (28)

denote the marginal rate of substitution between the unemployment rate
and the unemployment benefit for a low-skilled individual, and define the
utility compensated wage and employment responses to an increase in the
unemployment rate such that

dwt dw? dw?
= — + MRS, —, 29
du du wb dgp (29)
dN‘ dN? dN?
= = Z— 4+ MRS{, —, 30
du du wb qp (30)
awh aw' , dwh
dn = an TV gy G1

Proposition 2 gives an expression for the social value of decreased
unemployment at a second-best optimum.
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Proposition 2. The social value of decreased unemployment can be expressed

as
0 ¢ - N _
g - ”? { MRS, , +(I° = B  + b)eye , + WMRSQBI%WI_M}
A avhestggh 1 [ gyhe=0  gEVC) dw’
Y T awh a4, T ur 2 ‘ ’ (32)
ul ow du ul ow ow du
where
_— 1 dN¢  _ _ 1-udN’ 4= 1 —udwh
= e W S TR g ™ e = T
Proof": See the Online Appendix. O

Note, first, that I" in the denominator on the righ-hand side of equation
(32) represents a feedback effect, which is reminiscent of the corresponding
effect entering in expressions for the social shadow price of a consumption
externality (e.g., Sandmo, 1980; Pirttild and Tuomala, 1997). As shown
by Sandmo (1980), stability requires that the feedback effect is positive.
Therefore, we base our discussion of the result in Proposition 2 on the
assumption that I' > 0. In our case, where we have used the social
first-order conditions for u and b to derive equation (32), it follows
that the feedback effect depends on how the number of employed low-
skilled individuals is influenced by both the unemployment rate and the
unemployment benefit. The term dN’/du in the expression for I' can be
thought of as the employment response to a utility compensated increase
in the unemployment rate, where the compensation is measured in terms
of the unemployment benefit.

We can interpret 7¢u MRS,f , 10 the first row of equation (32) as the
sum of the marginal willingnesé to pay to avoid unemployment among the
unemployed, where 7¢u represents the number of unemployed persons. This
component resembles the sum of the marginal willingness to pay to avoid a
public bad, with the modification that it is only measured over the relevant
part of the population.

The remaining two terms in the first row of equation (32) can be
interpreted as public revenue effects. A direct public revenue effect of a
variation in the unemployment rate is captured by the second term in curly
brackets, which reflects that the net tax revenue increases by I — B + b =
T(I°) + b when a low-skilled individual switches from unemployment to
employment. The increased tax revenue is, in turn, multiplied by €ye;_,,
measuring the extent to which each firm’s demand for low-skilled workers is
affected by a change in the economy-wide unemployment rate. By using the
comparative statics results provided in Table 1, we can re-express equation
(30) as
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dN? _ /o)~ 1jw!/eHL! o

du (e?LO2F| ou’
By using equations (6) and (7) to derive
det 3l 9t o(e“)(dv/]deb)
—=—+—_—MRS', =T 75, 33
du  ou | ab Db o g (33)

we can see that the sign of the compensated response of N’ to a marginal
increase in u depends on the elasticity of substitution between the labor
inputs. Therefore, this public revenue effect vanishes in the special case
where o = 1, in which dN°? /du = 0. Instead, in the empirically plausible
case where o~ > 1, we have dN’/du > 0 and, therefore, €ne.1—y < 0, which
implies that public revenue considerations lead to a decrease in 6/ pu.

The third term in curly brackets in the first row of equation (32)
captures another public revenue effect, descending from the fact that a
variation in the unemployment rate among low-skilled individuals affects
the equilibrium wage rate paid in high-demanding jobs. Exploiting equation
(33), from the comparative statics results provided in Table 1 we can see that

dawh  wt NILE et 0 14

du el N'Lh ou 4
Therefore, an increase in the unemployment rate will lead to an increase
in the wage rate paid to high-skilled workers, (i) because an increase
in the unemployment rate leads to higher effort among the low-skilled,
and (ii) because of the assumed technical complementarity between
skilled and unskilled labor in terms of the production function. In turn,
this opens up the possibility of raising additional tax revenue from
high-skilled individuals without violating the minimum utility restriction.
As a consequence, the final term in curly brackets is also negative and
contributes to a further downward adjustment in 6/u.3

The self-selection constraints directly affect the social value of decreased
unemployment through the second row of equation (32). The first term
captures the effect of a variation in w”, induced by a change in
the unemployment rate, on the self-selection constraint associated with
the income-replication strategy. With dw"/du > 0, an increase in the
unemployment rate makes this mimicking strategy more attractive, which,
in turn, contributes to raising the social value of decreased unemployment.
Finally, the second term appears because an increase in the unemployment
rate affects the wage rate paid in low-demanding jobs, which leads to an

32Notice that dw" /du > 0 = &,11_,, <O.
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additional social cost or benefit for reasons similar to those illustrated when
discussing equation (26). In particular, dw’/du can be thought of as a utility
compensated wage response to an increase in the unemployment rate, where
the compensation appears in the form of an increase in the unemployment
benefit, while ¢ a\7h’e=°/awf’ — AEV!/ow’ can be interpreted as the net
social cost of an increase in the wage paid to the low-skilled (as explained
above in the context of marginal income tax policy). As we show in the
Online Appendix that dw’/du < 0, the final term on the right-hand side
of equation (32) contributes to an increase in the social value of decreased
unemployment whenever ¢ aVhe=0/owl — 9EVL/ow’ < 0 (as would be
the case, for instance, if the (/-constraint is non-binding at a second-
best optimum). The intuition is, in this case, that reduced unemployment
would also imply an indirect welfare benefit through an effect on the wage
rate paid in low-demanding jobs. The opposite policy incentive arises if
oVhe=0 /g — GEV! /ow! > 0.

To complete the characterization of the optimal second-best policy, we
now turn to the policy rule for the unemployment benefit. For this purpose,
let

_QEV!/ob ugp () dg (b) /db N
T OEVIIAB 1 —ug (ef)] og (BY) /0B

MRS},

denote the marginal rate of substitution between the unemployment benefit
and the disposable income in the employed state for a low-skilled individual.
Also, define the utility compensated wage and employment responses to an
increase in the unemployment benefit, b, such that

dN* dN‘¢ , dN‘¢
— = — —MRS{ —
db db S, dBt’ (35)
dwt dw? dw?
— = — —MRS‘,—, 36
db db b.B gpt (36)
aw' dw' , dwh
— = — —MRS’,—.
db db Sb.5 dB¢ 37

Proposition 3 characterizes the efficient level of the unemployment benefit
at a second-best optimum.

Proposition 3. The optimal unemployment benefit abides by the following
policy rule:
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0 \ dN‘

4 4 _ £ 4 14
(1—u)7r MRSb,B = ur —(I - B +b+W)W
dwh  MRS! .
hyh h 5
—m'L"MRS; p—— — ——
T 1.B db u

th,e:l th,e:O 1 6Vh,e:l dﬁ;h
A +7 + —
dB¢ u owh db

X
dB¢

dw?
db -

(3%)

1 gavh’ezo _OEV!
ow’ aw’

Proof: See the Online Appendix. O

The left-hand side of equation (38) can be interpreted as the sum of the
marginal willingness to pay for a higher unemployment benefit, measured
among the employed individuals of the low-skilled type. In particular,
MRSI‘; p reflects the amount of income that each low-skilled individual
would be willing to forego, when employed, in order to marginally
raise their consumption in the event of becoming unemployed. Thus,
(1 —uyntM RSg p can be interpreted as measuring the aggregate insurance
benefit for low-skilled individuals of a marginal increase in the consumption
available if becoming unemployed.’?

Turning to the right-hand side, the direct public budget cost of a
marginal increase in b (which is paid to the um’ workers who are
unemployed) is measured by the first term, while the second and third terms
are employment and public revenue effects reminiscent of those described
in the context of Proposition 1. More specifically, the second term captures
the net social gain of the employment effect induced by a compensated
marginal increase in b, where the compensation is measured in terms of
BY. By using the comparative statics results provided in Table 1, we can
rewrite equation (35) as

ANt [(1fo) = 1[(wWCLE)fef] [ Det et
db h (eZL[)zFl,i % - MRSb,BW
_ (/o) = 1L LY) /e T et
- (e[)L[)zFl’i b .

B - uwn’M RSf,, p can also be interpreted as the additional income tax revenue that the
government can collect if marginally raising the unemployment benefit in a compensated way;
that is, raising b while at the same time adjusting 7'(1¢) upwards to leave the expected utility
unchanged for low-skilled individuals.
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From our discussion in Section II, we find that de’/db < 0 and de’ /OB’ >
0, implying def /0b < 0. Thus, as long as o > 1 (which, as we pointed out
before, is the empirically most plausible scenario), we have dN¢/db < 0.
Therefore, with I* — B + b + 0/un’ > 0, the employment effects of
a compensated increase in b calls for an upward adjustment in the net
resource cost of raising the unemployment benefit. This contributes to
decrease the unemployment benefit, ceteris paribus. Similarly, the third term
on the right-hand side of equation (38) (i.e., the first term in the second
row) captures a public budget effect resulting from the fact that a variation
in the unemployment benefit affects the wage rate facing workers in high-
demanding jobs. From the comparative statics results provided in Table 1,
we can derive

aw'  dwh
Y & MRS

awh : (w'f/e[)N‘)Lfﬁ
db db

Bapt ~  NhLh  9b

<0, (39)

which implies that an increase in the unemployment benefit reduces the
before-tax wage rate faced by high-skilled individuals. In turn, a lower
wage necessitates a lower income tax payment by high-skilled individuals
in order to leave their utility unchanged. This indirect public budget effect
leads to an increase in the net marginal cost of raising the unemployment
benefit.

The fourth and fifth terms on the right-hand side of equation (38)
and the first term in the third row reflect the fact that a compensated
marginal increase in b (an increase in b accompanied by a utility
compensated upward adjustment in 7(I¥)) contributes to relax the self-
selection constraint. First, as low-skilled workers face the risk of becoming
unemployed whereas a potential mimicker does not, a compensated (for
low-skilled agents) increase in the unemployment benefit makes mimicking
less attractive, irrespective of which strategy the mimicker chooses. This
effect is summarized by the fourth term on the right-hand side of equation
(38), where the first component in brackets is negative under the income-
replication strategy (4 > 0 and ¢ = 0), while the second component is
negative under the job-replication strategy (4 = 0 and ¢ > 0). Intuitively,
a transfer paid to the unemployed is an instrument better targeted to low-
skilled individuals than a transfer to low-income earners in general. This
targeting advantage, lowers the net resource cost of raising the generosity
of the unemployment benefit system. The fifth term captures instead the
effect of an induced change in w" on the utility of a high-skilled mimicker
adopting the income-replication strategy. Because dw” /db < 0 (see equation
(39)), it follows that a marginal increase in b has the further advantage of
lowering the utility associated with this type of mimicking strategy, lowering
the net resource cost of making the unemployment benefit more generous.
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The final term on the right-hand side of equation (38) captures the net
social cost of a change in w’ induced by a compensated marginal increase
in b. In general, this component can be either positive or negative. To
go further, we use the comparative statics results provided in Table 1 to
calculate an expression for dw’/db as follows:

=~ 4 £

dl = dl _ MRSi Bdl

db db )1
1 det /db

-—— >0
LY (LEfwh)[2e! (L2 — 82e€ /(ALE)’]

By inducing firms to raise the wage rate paid to low-skilled workers, a
compensated increase in b would produce a benefit (in terms of higher
utility due to reduced work hours) both for employed low-skilled agents and
for high-skilled mimickers choosing the job-replication strategy. When the
former (latter) effect dominates, such that £ dyhie=0 Jowl —AEVE/owt <0
(> 0), the wage response to a compensated marginal increase in b is socially
beneficial (detrimental), thus lowering (raising) the net resource cost of
making the unemployment benefit more generous.

IV. Concluding Remarks

In this paper, we have integrated efficiency wage setting with the theory
of optimal redistributive income taxation. In doing so, we have used a
model with two skill types, where efficiency wage setting characterizes
the labor market faced by the low-skilled, while the high-skilled face a
conventional, competitive labor market. Furthermore, there are two types
of jobs in this economy: low-demanding jobs, which can be carried out
by all individuals, and high-demanding jobs, which can only be carried
out by high-skilled individuals. High-demanding jobs require maximum
effort per hour spent at the workplace, whereas effort per work hour
is a decision-variable for individuals employed in low-demanding jobs,
such that individuals employed in this type of job have the option to
shirk with an exogenous probability of detection. The government uses a
nonlinear income tax and an unemployment benefit to redistribute income
from high-skilled individuals to low-skilled individuals, and to correct for
imperfect competition in the labor market. As such, the government must
also recognize that high-skilled individuals have two different options of
mimicking the income of the low-skilled: either by reducing the hours of
work when employed in high-demanding jobs (referred to as the income-
replication strategy) or by choosing low-demanding jobs (referred to as the
job-replication strategy).
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We would like to emphasize four results. First, the marginal income tax
rate implemented for high-skilled individuals is likely to be negative. Albeit
reminiscent of a result derived by Stiglitz (1982), the underlying mechanism
is different: the negative marginal income tax rate implemented for high-
skilled individuals provides a mechanism for increasing the demand for
low-skilled labor. As such, it contributes to increase the net tax revenue
and reduce the unemployment rate, both of which are socially desirable
under plausible assumptions.

Second, the marginal income tax rate faced by low-skilled individuals
is not necessarily positive (as it would be in a standard model with
competitive labor markets and no extensive margin of labor supply).’*
Although employment-related motives behind the tax policy (i.e., the
incentive to increase employment among low-skilled individuals) are likely
to push up this marginal tax rate, its sign might also depend on which
of the two self-selection constraints is binding. Whereas the self-selection
constraint designed to prevent the job-replication strategy works to increase
the marginal tax rate of low-skilled individuals, the qualitative effect of the
self-selection constraint designed to prevent the income-replication strategy
is ambiguous. The intuition is that, although the income-replication strategy
allows high-skilled individuals to spend more time on leisure than low-
skilled individuals, a high-skilled mimicker employed in a high-demanding
job still exerts more effort per work hour than the mimicked, low-skilled
individual under the income-replication strategy.

Third, the social value of decreased unemployment takes a form
reminiscent of the shadow prices of a public bad in the sense of
depending on (i) the sum of the marginal willingness to pay to avoid
unemployment among the unemployed, (ii) the effects induced by the self-
selection constraint, and (iii) the tax revenue effects created by varying
the unemployment rate. Note also that the social value of decreased
unemployment directly affects the marginal income tax rates facing both
skill types at the second-best optimum, despite the fact that unemployment
can only arise among low-skilled individuals in our model.

Fourth, an increase in the unemployment benefit typically leads to a
relaxation of the relevant self-selection constraint, irrespective of whether
potential mimickers adopt an income-replication or job-replication strategy.
As such, this effect contributes to reduce the social resource cost of the
unemployment benefit.

34The result that the optimal marginal tax rate faced by low-skilled workers is not necessarily
positive when firms pay efficiency wages in low-demanding jobs is reminiscent of a similar
finding obtained by da Costa and Maestri (2019). By modifying the canonical Mirrleesian model
to accommodate the assumption that firms have market power in the labor market, they show that
almost all workers face negative marginal tax rates.
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Supporting Information

Additional supporting information may be found online in the Supporting
Information section at the end of the article.

Online Appendix

References

Aronsson, T. and Sjogren, T. (2003), Income Taxation, Commodity Taxation and Provision of
Public Goods under Labor Market Distortions, FinanzArchiv 59, 347-370.

Aronsson, T. and Sjogren, T. (2004), Is the Optimal Labor Income Tax Progressive in a Unionized
Economy? Scandinavian Journal of Economics 106, 661-675.

Aronsson, T., Sjogren, T., and Dalin, T. (2009), Optimal Taxation and Redistribution in an OLG
Model with Unemployment, International Tax and Public Finance 16, 198-218.

Bastani, S., Blumkin, T., and Micheletto, L. (2015), Optimal Wage Redistribution in the Presence
of Adverse Selection in the Labor Market, Journal of Public Economics 131, 41-57.

Chang, C. H. (1995), Optimum Taxation in an Efficiency Wage Model, Southern Economic
Journal 62,428-439.

Cremer, H. and Roeder, K. (2017), Social Insurance with Competitive Insurance Markets and
Misperceptions, Journal of Public Economics 146, 138—147.

da Costa, C. E. and Maestri, L. (2019), Optimal Mirrleesian Taxation in Non-Competitive Labor
Markets, Economic Theory 68, 845-886.

Ewing, R. T. and Payne J. E. (1999), The Trade-Off Between Supervision and Wages: Evidence
of Efficiency Wages from the NLSY, Southern Economic Journal 66, 424-432.

Gahvari, F. (2014a), Second-Best Taxation of Incomes and Non-Labor Inputs in a Model with
Endogenous Wages, Journal of Public Economic Theory 16,917-935.

Gahvari, F. (2014b), Second-Best Pigouvian Taxation: A Clarification, Environmental and
Resource Economics 59, 525-535.

Hummel, A. J. and Jacobs, B. (2018), Optimal Income Taxation in Unionized Labor Markets,
CESifo Working Paper 6599.

Hungerbuhler, M., Lehmann, E., Parmentier, A., and van der Linden, B. (2006), Optimal
Redistributive Taxation in a Search Equilibrium Model, Review of Economic Studies 73,
743-767.

Katz, L., (1986), Efficiency Wage Theories: A Partial Evaluation, in S. Fischer (ed.),
Macroeconomics Annual 1986, Volume 1, MIT Press, Cambridge, MA.

Kaufman, B. (2002), Models of Union Wage Determination: What Have we Learned since Dunlop
and Ross?, Industrial Relations 41, 110—158.

Kruse, D. (1992), Supervision, Working Conditions, and the Employer Size Wage Effect,
Industrial Relations 31, 229-249.

Krueger, A. B. and Summers, L. H. (1988), Efficiency Wages and the Inter-Industry Wage
Structure, Econometrica 56, 259-293.

Lehmann, E., Parmentier, A., and van der Linden, B. (2011), Optimal Income Taxation with
Endogenous Participation and Search Unemployment, Journal of Public Economics 95,1523—
1537.

Marceau, N. and Boadway, R. (1994), Minimum Wage Legislation and Unemployment Insurance
as Instruments for Redistribution, Scandinavian Journal of Economics 96, 67-81.

Mirrlees, J. (1971), An Exploration in the Theory of Optimum Income Taxation, Review of
Economic Studies 38, 175-208.

© 2019 The Authors. The Scandinavian Journal of Economics published by John Wiley & Sons Ltd on behalf of Féreningen
for utgivande av the SJE/The editors of The Scandinavian Journal of Economics.



30 Optimal taxation and efficiency wages

Moretti, E. and Perloff, J. M. (2002), Efficiency Wages, Deferred Payments, and Direct Incentives
in Agriculture, American Journal of Agricultural Economics 84, 1144—1155.

Neal, D. (1993), Supervision and Wages Across Industries, Review of Economics and Statistics
75,409-417.

Ottaviano, G. I. P. and Peri, G. (2012), Rethinking the Effect of Immigration on Wages, Journal
of the European Economic Association 10, 152—197.

Pirttild, J. and Tuomala, M. (1997), Income Tax, Commodity Tax and Environmental Policy,
International Tax and Public Finance 4, 379-393.

Pirttild, J. and Tuomala, M. (2001), On Optimal Non-Linear Taxation and Public Good Provision
in an Overlapping Generations Economy, Journal of Public Economics 79, 485-501.

Pisauro, G. (1991), The Effect of Taxes on Labor in Efficiency Wage Models, Journal of Public
Economics 46, 329-345.
Rebitzer, J. B. (1995), Is There a Trade-Off Between Supervision and Wages? An Empirical Test
of Efficiency Wage Theory, Journal of Economic Behavior and Organization 28, 107-129.
Sandmo, A. (1980), Anomaly and Stability in the Theory of Externalities, Quarterly Journal of
Economics 94, 799-807.

Seade, J. (1982), On the Sign of the Optimum Marginal Income Tax, Review of Economic Studies
49, 637-643.

Shapiro, C. and Stiglitz, J. E. (1984), Equilibrium Unemployment as a Worker Discipline Device,
American Economic Review 74 (3), 433—-444.

Stantcheva, S. (2014), Optimal Income Taxation with Adverse Selection in the Labour Market,
Review of Economic Studies 81, 1296—1329.

Stern, N. H. (1982), Optimum Taxation with Errors in Administration, Journal of Public
Economics 17, 181-211.

Stiglitz, J. E. (1982), Self-Selection and Pareto Efficient Taxation, Journal of Public Economics
17,213-240.

First version submitted March 2018;
final version received May 2019.

© 2019 The Authors. The Scandinavian Journal of Economics published by John Wiley & Sons Ltd on behalf of Freningen
for utgivande av the SJE/The editors of The Scandinavian Journal of Economics.



