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Corporate profits.  Capital gains. Dividend and interest in-
come. These are just a few  of  the types of  capital income 
that are taxed in the United States—and, some would 
say, taxed heavily. This situation is quite different  from 
what recent economic theory says is the optimal way to 
tax capital income: Not at all. 

The optimality of  a zero capital income tax was first 
established by Chamley (1986).1 His result contradicts 
the conventional view in the public finance  literature that 
capital income should be taxed heavily. The convention-
al view is based on a model in which the saving rate is 
assumed to be a fixed  fraction  of  income. In that model, 
therefore,  capital income taxes do not distort economic 
decisions and, hence, are desirable. More recent econom-
ic theory uses models in which the saving rate is not 
fixed,  but is rather chosen by consumers, to maximize 
their utility from  consumption over time. Using such a 
model, Chamley shows that in the steady state, the opti-
mal tax rate on capital income is zero. Tliis makes sense 
if  you realize that a constant tax rate on capital income is 
equivalent to an ever-increasing tax rate on consumption. 
Under a wide variety of  assumptions, such a tax on con-
sumption cannot be optimal. 

Chamley's (1986) result has not been universally 
accepted because it is based on a narrow set of  assump-
tions: identical and infinitely  lived consumers, steady-
state growth not affected  by taxes, and a closed econo-
my. Here we lay out a simple framework  in which we 

describe Chamley's result and then relax his assump-
tions, one by one, to see if  the zero capital income tax 
result still holds. It does. 

That result is not exactly new. Several other research-
ers have independently extended Chamley's (1986) study 
in various ways and gotten a similar result for  the parts 
they examined, using various types of  models and ap-
proaches. (See Judd 1985, Razin and Sadka 1995, and 
Jones, Manuelli, and Rossi 1997.) 

What is new here is our attempt to unify  that work. 
We relax all Chamley's assumptions in just one type of 
model—a discrete  time model—using just one ap-
proach—the primal  approach. In the primal approach, 
the consumer and firm  first-order  conditions are used to 
eliminate prices and tax rates, and the problem of  deter-
mining optimal policy reduces to a simple programming 
problem in which the choice variables are the allocations. 
We refer  to this programming problem as the Ramsey 
problem  and to the associated allocations and policies as 
the Ramsey allocations  and the Ramsey plan. Our unifi-
cation of  the work on Chamley's result allows a reliable 
comparison of  the results for  the various assumptions. 

Note that our work does not lead to quite as drastic a 
policy recommendation as it may seem to. We do not 

'judd (1985) proves a related result in an economy with different  types of  con-
sumers. 
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conclude that capital income taxes should simply be set 
to zero immediately. 

The basic Chamley result is that in a steady state, the 
optimal capital income tax rate is zero. In practice, we 
think that this should be interpreted as saying that over 
the long term, capital income tax rates should be driven 
to zero. However, with slightly stronger assumptions, the 
basic Chamley result can be extended to say that it is op-
timal to have an initial phase of  positive capital income 
tax rates that is soon followed  by a tax rate of  zero. In 
practice, even if  policymakers decide to move to a sys-
tem ot zero capital income taxes, it will take a while to 
actually implement the new rules. Perhaps this imple-
mentation lag corresponds roughly to the initial phase of 
positive capital income taxes in the model. If  so, the best 
way to implement the Chamley result is to start the pro-
cess of  dispensing with capital income taxes right away. 

Our study, of  course, has its own assumptions, which 
some might see as limitations. Primarily, we assume 
that the government can commit to follow  a long-term 
program for  taxing capital income. Without a technolo-
gy to make such a commitment, there are time inconsis-
tency problems; equilibrium outcomes with government 
commitment are not necessarily sustainable without it.2 

The U.S. government has not yet made such an explicit 
commitment to follow  its announced policies. But cer-
tainly it does have considerable constitutional and other 
legal means to do so. Therefore,  we do not think that 
our government commitment assumption should blunt 
our bottom-line message to U.S. policymakers. Those 
responsible for  shaping the best possible tax system for 
the nation would be wise to give serious attention to the 
relatively new principle of  public finance  demonstrated 
here: taxing capital income is a bad idea. 

The Economy 
We start by setting up an economy in which to analyze 
Chamley's zero capital income tax result. 

The framework  we use combines two traditions in 
economics: the public finance  tradition and the general 
equilibrium  tradition. The public finance  tradition we fol-
low stems from  the work of  Ramsey (1927), who con-
siders the problem of  choosing an optimal tax structure in 
an economy with a representative agent when only dis-
torting taxes are available. The general equilibrium tradi-
tion we follow  models growth as arising from  consum-
ers' optimal choices of  consumption and investment. 
This tradition stems from  the work of  Cass (1965), Koop-

mans (1965), Kydland and Prescott (1982), and Lucas 
and Stokey (1983). 

Consider a production economy populated by a large 
number of  identical, infinitely  lived consumers. In each 
period of  time t = 0, 1, ..., the economy has two goods: a 
consumption-capital good and labor. A constant returns 
to scale technology which satisfies  the standard Inada 
conditions is available to transform  capital kt  and labor lt 
into output via the production function  F(kt,lt).  The out-
put can be used for  private consumption cv government 
consumption gv and new capital kt+l.  Government con-
sumption is exogenously specified  and constant, so gt = g. 

In such an economy, feasibility  requires that the re-
source constraint be satisfied: 

( 1 ) ct + g + kt+l  = F(kt,lt)  + ( l - 8 ) & , 

where 8 is the depreciation rate on capital. The prefer-
ences of  each consumer are given by 

( 2 ) Y , < J ' U ( c „ l t ) 

where the discount factor  0 < (3 < 1 and utility U  is strict-
ly increasing in consumption, is strictly decreasing in la-
bor, is strictly concave, and satisfies  the standard Inada 
conditions. 

In this economy, consumers own capital and rent it 
to firms.  Government consumption is financed  by pro-
portional taxes on the income from  capital and labor. 
Let 0r and Tt denote the tax rates on the income from 
capital and labor. The consumer's budget constraint is 

(3) Y^Pfa+Krl)  = EZo Ata-^rW, + RM 
where 

(4) / ^ = l + ( l - 9 , ) ( r r 5 ) 

is the gross return on capital after  taxes and deprecia-
tion, rt and \vt are the before-tax  returns on capital and 
labor, pt is the price of  consumption in period t, pQ is 

2 Economies with government commitment technologies can be interpreted in at 
least two ways. One is that the government can simply commit to its future  actions 
by, say, restrictions in its constitution. The other is that the government has no ac-
cess to such a commitment technology, but the commitment outcomes are sustained 
by reputational mechanisms. For analyses of  optimal policy in environments without 
commitment, see, for  example, Chari, Kehoe, and Prescott 1989; Chari and Kehoe 
1990, 1993; and Stokey 1991. 
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