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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)." 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. This 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.






