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Abstract

A model is developed to study the interaction between stabilizing
agents� consumption over the economic cycle through a progressive tax
and bene�t system and the long-run implications for the distribution of
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less smoothed over the cycle as automatic stabilizers are removed from
the system. However, the implied welfare losses are a magnitude smaller
relative to the gains from removing the distortions to individual savings
behaviour associated with automatic stabilizers. Precaution is found to be
a rather strong motive for saving by all agents but the very rich and thus,
in line with earlier studies, provision of public insurance against income
�uctuations generates more income inequality.
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...[T]he idea that a society�s income distribution arises, in large
part, from the way it deals with individual risks is a very old and
fundamental one, one that is at least implicit in all modern studies of
distribution. (Lucas, 1992)

Economic instability at the level we have experienced since the
Second World War is a minor problem. (Lucas, 1987)

1. Introduction

A progressive tax and bene�t system is thought to perform two important

functions. First, in the short run, it permits governments to redistribute wealth

in a way that many would argue is equitable. Second, it is thought to contribute

e¤ectively to attenuating ine¢ ciencies attendant with market imperfections whose

e¤ects are magni�ed by the economic cycle. This second aspect, also referred

to as automatic stabilization, has been neglected in the literature. This paper,

therefore, asks: How large are the welfare gains for agents from having a

smoother consumption pro�le over time relative to the long-run implications for

the distribution of wealth of the distortions to savings behaviour that automatic

stabilizers generate?

We develop a simple dynamic incomplete markets model, in which

heterogeneous agents solve a stochastic consumption-saving problem. The stylized

tax system we introduce is, ceteris paribus, capable of both redistributing income

from the rich to the poor, and stabilizing (individual and aggregate) consumption

more generally. It is shown that a progressive tax and bene�t structure, providing

agents with a net income �oor, limits swings in inequality at, broadly speaking,

business cycle frequencies. The business cycles we incorporate in the model are

not "e¢ cient"; some shocks agents can respond to, and some they cannot. For

example, being unemployed is something agents would rather avoid but cannot;

and they are unable to insure themselves against it, in this set up.
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We �nd that agents in the lower quintiles of the distribution bene�t more

from that stabilization. On the other hand, attenuating swings in consumption

and inequality comes at the expense of reducing aggregate savings and increasing

wealth inequality in the long run. That result, driven by endogenous changes

in savings behaviour, has important implications for the design of income tax

systems. In this sense, progressive tax schemes involving taxation of capital,

viewed from a long-run perspective, are shown to be a rather ine¢ cient way of

ameliorating the welfare cost of business cycles. The welfare losses that would

arise from the removal of automatic stabilizers are at least one magnitude smaller

compared with the gains that would be generated by removing distortions to the

saving behaviour associated with such schemes.

Interestingly, the very rich would be the main bene�ciaries of a reform that

would shift all tax burden on labour, which suggests that the precautionary savings

motive is a key factor driving saving behaviour for a large part of the population.

1.1. Related literature

The basic model is akin to Krusell and Smith (1998) extended to include a central

government sector which issues debt that is in non-zero net supply. Agents are

ex ante identical and face both idiosyncratic and aggregate uncertainty. They

face short selling constraints and the possibility of unemployment, against which

no insurance is possible. As a result, markets are fundamentally incomplete.

Agents have to insure themselves as best they can by relying on bond and capital

purchases. However, there also exists public insurance in the form of a basic �oor

on income which the government provides via the tax system, although some of

the tax take is also used to �nance government spending. As in Krusell and Smith

(1998), leisure is not valued by the agents. Thus, the distortive impact of tax is

solely on savings; through a substitution e¤ect, tax rises mean agents save and
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invest less, the economy is smaller and they consume less.1 The �scal structure

of the model is clearly rather stylized, but it re�ects basic features of many real-

world systems. Most welfare states include income support, unemployment bene�t

schemes as well as transfers that do not necessarily accrue to the poor and are

�nanced through tax systems involving deductibles for all income levels.

One of our �ndings, that a progressive tax and bene�t structure with a net

income �oor can increase wealth and income inequality, is consistent with Hubbard

et al. (1994, 1995) as well as the empirical �ndings of Ziliak (2003). The latter

found evidence that strengthened social safety nets weakened the incentives of the

poor to accumulate wealth relative to income. Indeed the simple model developed

here implies a positive, strictly monotonic relationship between the Gini coe¢ cient

on wealth and progressivity in the long run.

Our analysis can be read in the context of the literature on the welfare cost

of business cycles.2 The estimated welfare cost has increased by at least an order

of magnitude from Lucas�s (1987) original calculation of 0.008 percent of average

aggregate consumption. The precise mechanisms by which the welfare gains from

a smoother evolution of consumption could be realized have, however, not been

studied in this context in great detail.

Dolls et al. (2010) provide an excellent review of the mainly empirical literature

on automatic stabilization. Their paper itself is a micro-simulation-based study

which stands out from the earlier literature in that it considers the consequences

of an income shock unevenly distributed across agents under di¤erent tax systems.

Unlike the previous literature which assesses the consequences of a shock that is

common across households, the approach of Dolls et al. (2010) links automatic

1Boskin (1978) and Summers (1982) were the �rst contributions highlighting the importance
of this e¤ect.

2For example, ·Imrohoro¼glu (1989), Atkeson and Phelan (1994), Krusell and Smith (1999),
Storesletten et al. (2000), Krebs (2003), De Santis (2007), Krusell et al. (2009).
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stabilization to a combination of aggregate and idiosyncratic uncertainty. This

is also the approach we follow in this paper. Our analysis is in its spirit similar

to Kniesner and Ziliak (2002) who examined the e¤ects of federal income tax

reforms of the 1980s on automatic stabilization of consumption. Thus, our paper

is also related to the theoretical literature examining various tax reform strategies

to determine the optimal rate of capital income tax and the progressivity of the

income tax schedule.3

The structure of the paper is as follows. Section 2 describes the model in

detail. Section 3 discusses the numerical solution method used to obtain the

results reported in Section 4. Section 5 concludes.

2. The Model

The economy is populated by a continuum of agents facing both idiosyncratic and

aggregate uncertainty. Agents are borrowing-constrained and can be employed

or unemployed. As a result, agents will di¤er in their holdings of assets. The

vector of individual states is thus
�
a; "; e��, where e� is the stochastic discount

factor, " (" = 1 means employed, " = 0 means unemployed) is the idiosyncratic

productivity shock and a represents individual asset holdings. The aggregate state

of the economy in a given period is characterized by the vector Z = (K;B;�),

in which K stands for aggregate capital, B represents public debt and � is the

aggregate productivity shock.

The only exogenous disturbance in the economy is the aggregate shock, which

can take on two values �g and �b (g stands for �good�, b stands for �bad�aggregate

state) and follows a two-state Markov process. Individual employment states are

correlated with the aggregate states. Overall, the joint evolution of individual and

3In particular, Domeij and Heathcote (2004), Conesa and Krueger (2006) and Díaz-Giménez
and Pijoan-Mas (2006).
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aggregate states is driven by a twelve-state Markov process.

Consumers derive utility from consumption, c, according to a simple CRRA

utility function. We treat labour supply as exogenous: If individuals are employed,

they work constant hours of l, and earn w (Z) l" (s). Here w (Z) is the wage rate,

with the notation making clear that factor markets are homogenous. Similarly,

r (Z) a (s) denotes asset-based income. The earnings of the individual are subject

to proportional taxation, � , with an optional non-taxable allowance, y, implying

an unconditional bene�t of �y.

The individual consumer�s problem can then be written as follows. Consumers

maximize

V (s; Z) = max
c;a0

�
c1��

1� � +
e�E [V (s0; Z 0) js; Z]�

subject to

c+ a0 = a (s) + (1� �)
�
r (Z) a (s) + w (Z) l" (s)

�
+ �y; (2.1)

a0 > 0; c > 0;

K 0 = H (K;B;�;�0) :

The notation is standard: V (�) denotes the value function; � is the inverse of the
elasticity of substitution; E is the conditional expectations operator and a prime,
0, following a variable attaches the forward operator. The function H de�nes

the law of motion for mean capital holdings of the individual. It is implicit

in this characterization of the consumer�s problem that only the �rst moments

of aggregate asset holdings matter for decision making. That follows from the

approximate aggregation result of Krusell and Smith (1998). A consumer�s asset

portfolio is composed of capital and government bonds (a = k + b) but because
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both are assumed to yield the same return in equilibrium, the individual will be

indi¤erent as to the precise composition of the portfolio.4

A very simple functional form for the tax and bene�t structure is adopted.

For � > 0 and y > 0; there is a basic income scheme, for which the income tax

schedule is given by

Tt = �
�
r (Z) a (s) + w (Z) l" (s)� y

�
: (2.2)

This class of simple tax-bene�t schedule is progressive in the sense that the average

tax schedule is concave and rises with income. If one incorporated graduated

marginal rates into the model, the function would look the same but would be

steeper in certain regions. A special case of this system is where there is no

unconditional bene�t provided to the agent; y = 0 and each agent is taxed at rate

� . Of course, when y = 0, the average tax and marginal tax schedules are the

same�a straight line. The following �gure therefore summarizes the tax-bene�t

systems that are studied.

The �rst-order necessary conditions for any agent�s problem include the Euler

equation, e�E (c0)��
c��

[1 + (1� �) r] = 1; (2.3)

the Kuhn-Tucker conditions,

�2a
0 = 0; �2 > 0; (2.4)

and these are combined with the agent�s �ow constraint. That is, combining (2.1)

4This assumption hugely simpli�es the analysis, as it eliminates an endogenous portfolio
choice problem from the model. Krusell and Smith (1997) have shown that the risk premium
on debt in a setting such as ours is small, which makes portfolio choice a not very interesting,
yet very tedious, exercise. However, a model with a realistic equity premium should entail such
an additional element in the consumers�problem.
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with (2.3) yields

a0 = a+ (1� �) ra+ (1� �)wl"+ �y

�
(e�E " 1 + (1� �) r�

a0 + (1� �) r0a0 + (1� �)w0l"0 + �y � a00
��
#)� 1

�

:

(2.5)

The solution to this equilibrium condition is the optimal decision function of the

individual a0 = f
�
a; "; e�;K;B;�� :

2.1. Factor markets

We assume that production takes place in a competitive market setting. Firms

have access to identical, constant returns, Cobb-Douglas production technology.

As a result, the production function for the economy as a whole is given by

Y = �K�
�
lL
�(1��)

:

Aggregate capital evolves according to

K 0 = (1� �)K + I;
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in which � is the rate of depreciation and I denotes investment. Given the

assumptions above, both factors will be paid their marginal products, so that

w = (1� �) �
�
K

lL

��
; (2.6)

r = ��

�
K

lL

���1
� �: (2.7)

2.2. Government

In addition to facilitating the redistributive role of government, tax revenue is also

used to �nance government spending, G, which follows the rule

bG = �� eB; (2.8)

akin to a standard Taylor rule for �scal policy. Here, bG is the percentage deviation
of G from a value G; whilst eB � B � Bmid and � = 1=(Bh � Bmid): Bh is some
upper bound for nominal public debt and Bmid = Bh=2 + Bl=2, where Bl is a

symmetrical lower bound. This rule ensures that public debt remains bounded

within a certain range. The rule says that the further is debt from the mid-point

of the range, the lower (higher) is government spending.5 Finally, public debt

evolves according to a standard �ow budget constraint

B0 = (1 + r)B � T +G: (2.9)

2.3. Equilibrium

A recursive competitive equilibrium is then de�ned by the law of motion H;

allocations (c; a0) and prices (w; r) such that (i) (c; a0) solve the consumer�s

5Arguably, this rule also acts in a non-trivial way to a¤ect the volatility of endogenous
variables in the model. To check the sensitivity of our results to the speci�cation of this rule,
we looked at the extreme case of a balanced budget policy which adjusts G to keep B constant,
and the results reported below were barely changed. This encourages us to state that what we
measure as automatic stabilization is indeed the e¤ect brought about by the tax regime.
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problem and �rms earn zero pro�ts (ii) add up on aggregate so that functionsH, f

and the constraint (2.9) are mutually consistent and satis�ed, (iii) factor markets

clear so that (w; r) are given by (2.6) and (2.7), (iv) asset holdings remain �nite.

3. Numerical solution

First, the general solution algorithm is described. This is a modi�cation,

as in Heathcote (2005), to the method described in Maliar et al. (2010).

Parameterization and some benchmark statistics are discussed in the second part

of this section.

3.1. The solution algorithm

First, series of �, " and e� are generated, which are kept �xed across simulations.
Then, a stationary decision rule a0 = f

�
a; "; e�;K;B;�� is sought that solves

(2.5), given the aggregate laws of motion for capital. The following functional

form for H is assumed:

lnK 0 = �0 + �1 lnK
s for s = g; b: (3.1)

An agent estimates two laws of motion, one for a bad current aggregate state

and one for a good current aggregate state, as indicated by the superscripts. One

starts with an initial guess for both the function f and the law of motion (3.1),

and also assumes that initially everyone has the same capital and bond holdings.

One then iterates on (2.5) until it converges and one has the function f given the

initial guess of (3.1). Next, 1,100 periods are simulated of aggregate and individual

data substituting speci�c values of � and " generated in the �rst step into f: In

each period, future aggregate asset holdings and the distribution of assets are

calculated. From (2.9), one obtains B0, and K 0 is then simply A0 � B0. Then
one runs regressions estimating the relationships (3.1). As already mentioned,
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two data sets are created, each containing values of K 0 and K; one in which K

were registered in a �good�period, and one in which K were registered in a �bad�

period. The estimated slope coe¢ cients then feed into the second step in the

algorithm and the whole process is repeated until the coe¢ cients in the laws of

motion (3.1) converge. Once the system has converged, one may calculate welfare

and a number of summary statistics, which are reported below.

When evaluating economies�alternative tax regimes, it is necessary to ensure

consistency one way or another to maintain comparability across models. We

chose to identify tax rates which are consistent with an economy which has the

same level of government spending on average.6

3.2. The non-stochastic steady state and parameterization

When parameterizing our model, we �rst derive the steady state in which

aggregate productivity is � = 1 and the employment rate is set so that lL = 1:

Setting l = 1=0:9 implies a steady state unemployment rate of 10 percent.

Combining the Euler equation and the �rms��rst order condition with respect

to capital, one obtains the expression for steady state capital

K =

�
(1� �)
� (1� �)�

+
�

�

� 1
��1

:

This then implies values for steady-state output, the real interest rate and the

wage rate. A value of 0:36 is employed for the capital share �; and the mean

discount factor �, is set at 0:9894: The annual depreciation rate is assumed to be

0:1. The coe¢ cient of risk aversion � in the utility function is set to 2.7 The �scal

6One way to rationalize this is that if government spending entered the agents�utility function
as an additively separable linear term, maximizing welfare would amount to �nding the highest
utility drawn from private consumption given a mean level of government spending across
economies.

7A value used commonly in the applied literature (see Ziliak, 2003 or Carroll, 2001).
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parameters are parameterized so that in the benchmark steady state, the tax to

GDP ratio is 20 percent and the annual debt level is 50 percent of GDP.

As regards the stochastic economy, the calibration is as follows. The

unemployment rate in the bad aggregate state is set at 10 percent, whilst only 4

percent of the population is unemployed in good times. Aggregate productivity

is one percent higher (lower) in a good (bad) state than in the steady state.

Both good and bad times last for 8 quarters on average. The mean duration of

unemployment is 1.5 quarters in good times and 2.5 quarters in bad times.

We assume there are three types of agents when it comes patience, whose

discount factors are 0:9858; 0:9894 and 0:9930: 70 percent of the population

belongs to the second group, whilst the remaining 30 percent are split equally

between more and less patient. It is assumed that it is not possible to jump from

one extreme type to the other, and that agents belonging to more and less patient

types retain their type for 50 years on average.

When solving the model the state space is discretized. The grid in the

individual asset dimension is constructed following Maliar et al. (2010). When

calibrating the aggregate capital dimension of the grid, we utilize the �ndings

of Horvath (2011), and use an uneven grid of six points that is �ner in the

neighbourhood of the non-stochastic steady state. Cubic interpolation is used

in the numerical solution.

4. Results

We present our benchmark results, before investigating various tax reform

strategies. In the benchmark economy, the non-taxable allowance y is set at

40 percent of mean gross income. This model economy, with built-in automatic

stabilizers, does well in terms of both its aggregate indicators and the indicators of
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mean G=Y � mean K=Y mean B=Y mean C=Y
0.20 0.45 2.4 0.47 0.66

Table 4.1: Aggregate Indicators

GINI wealth top 1% top 10% top 20% top 30%

Baseline result 0:75 26 75 81 85
Data (KS) 0:79 30 64 79 88

KS 0:82 24 73 88 92

Table 4.2: Inequality measures

wealth distribution in replicating US data (see Tables 4.1 and 4.2).8 This allows

us to obtain an economy in which aggregate indicators as well as indicators of

wealth distribution resemble US data . The economy also implies a countercyclical

movement between capital (output) and wealth inequality as shown in Figure 4.1.

4.1. An economy without automatic stabilizers

Next, we look at an economy, in which automatic stabilizers are completely muted.

We achieve this simply by setting the non-taxable allowance to zero. We adjust the

tax rate so that the mean level of government spending in the economy remains

the same. As a result of a signi�cant reduction in the marginal tax rate, as

well as the elimination of the unconditional income support, aggregate saving

rises substantially. In the long-run, this implies a higher level of consumption

on aggregate. Moreover, the absence of automatic stabilizers, and the non-

homogeneous need to save out of precaution that follows from this, results in a

long-term reduction in wealth inequality. Tables 4.3 and 4.4 provide more details.

Figures 4.2 and 4.3 represent alternative ways of depicting the e¤ect of

changes in the tax system on the savings behavior of agents. Figure 4.2, in

8The second line in Table 4.2 refers to US data as reported in Krusell and Smith (1998),
which in itself is an unweighted average of data obtained from di¤erent sources. The third line
is the result from the original Krusell and Smith (1998) model.
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Figure 4.1: Aggregate capital and the distribution of wealth over time

the spirit of Ziliak (2003), shows that the extent to which people save out of

their permanent income, de�ned as mean lifetime net income, is 1) unequal,

which is a consequence of the concavity of the consumption function under

uncertainty/borrowing constraints (see Carroll, 2001), and 2) in�uenced by the

progressivity of the basic income scheme. Changes in the tax system cause a

signi�cant drop in the savings of the �unlucky�and only a small decrease in the

intensity of saving of the more fortunate.

These are, of course, ex-post observations. One has to look for the causes in

the underlying ex-ante behavior of the agents. The e¤ect of the change in the tax

and bene�t system on the behavior of the agents is twofold. First, in the presence

of automatic stabilizers, they save less when they are asset-poor regardless of the

state of nature. Second, agents with moderate or high asset holdings dissave less

when unemployed if automatic stabilizers are in place. In other words, they use the

universal bene�t to substitute for dissaving when out of work, whilst leaving their

savings behaviour roughly unaltered when in employment. These e¤ects explain

the rise in wealth inequality as the tax and bene�t system is made progressive.
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baseline proportional

mean G 0.64 0.64

mean G=Y 0.20 0.19

� 0.45 0.25

mean K=Y 2.4 2.7

mean B=Y 0.47 0.50

mean C 2.09 2.17

Table 4.3: Aggregate variables

baseline proportional Data

GINI a 0.75 0.61 0.79

top 1% a share 26 22 30

top 10% a share 75 62 64

top 20% a share 81 69 79

top 30% a share 85 74 88

Table 4.4: Inequality measures

The individual decision functions for the mean level of aggregate capital in the

economy are plotted in Figure 4.3.

On the other hand, we see automatic stabilization taking place, as the

progressivity of the basic income scheme results in both lower aggregate and

individual consumption volatility. Another e¤ect of progressive tax and bene�t

systems is a reduction in the correlation of inequality with the cycle and its

relative variability over the cycle, as shown in Table 4.5. However, the welfare

gains from automatic stabilization are relatively small when compared with

the e¢ ciency-related loss of welfare due to the behavioural changes induced by

automatic stabilizers. Although most of the gains from a more stable evolution

of consumption accrue to the poorest, and they are signi�cant in absolute terms,

the potential welfare gains that arise from removing the distortions to behaviour

associated with automatic stabilizers are one magnitude larger still. Table 4.6

provides the data on aggregate and mean individual consumption volatility under
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baseline proportional

correlation between Gini (wealth) and K -0.34 -0.50

cvar(GINIwealth)/cvar(K) 1.12 1.21

Table 4.5: Business cycle and inequality statistics

baseline proportional level e¤ect aut. stab.

coe¤ variation (C)�10�2 1.24 1.69 - -

Ei(coe¤ variation ci)� 10�2 6.46 7.49 - -

WLoss�10�2 0.63 -4.44 -5.24 0.17

- bottom 20% 0.79 -3.75 -4.89 0.35

- 20-40% 0.52 -4.73 -5.43 0.18

-40-60% 0.44 -5.24 -5.80 0.12

-60-80% 0.60 -5.07 -5.78 0.11

- top 20% 0.81 -3.44 -4.29 0.04

Table 4.6: Welfare gains and losses

alternative tax regimes as well as the associated welfare e¤ects decomposed

into a level component and a component linked to the variation of individual

consumption over time. The welfare gains and losses are expressed in terms of

the equivalent percentage change in mean aggregate consumption in the bechmark

economy, and are computed relative to a hypothetical economy in which all agents

receive their constant mean consumption level in the benchmark economy. This

understanding of automatic stabilization is consistent with Dolls et al. (2010).

4.2. Alternative tax reform strategies

We have explored two alternative tax reforms within the given framework. First,

we looked at a regime, in which the non-taxable allowance/basic income is

provided conditionally on the agent being unemployed. The earnings of the

employed are taxed on a proportional scale in this system. Second, as in Domeij

and Heathcote (2004), we look at the consequences of setting the tax rate on

capital income to zero, and shifting the tax burden onto labour. Since leisure
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is not valued in the model, this reform would eliminate all marginal distortions

from the economy, and we would only be left with income e¤ects and changes in

precautionary savings.

There are several conclusions we can draw from these two exercises. First,

aggregate consumption rises signi�cantly relative to the baseline model under both

tax reforms. The gains in terms of welfare are, however, more widely shared in the

system in which y is conditional. When taxation of capital is eliminated, much

of the welfare gains accrues to the richest �fth of the population. This provides

us with an insight about the relative role of the minimum income guarantee and

the marginal distortion in determining savings behaviour. Changes in the way

guaranteed income is provided a¤ects the savings behaviour across the board,

whilst marginal distortions mainly a¤ect the behaviour of the lucky few. In other

words, the precautionary motive is a stronger determinant of the savings behaviour

for most people in the long run.

The analysis also tells us that a conditional minimum income guarantee�

a social security system, for instance� delivers most of the welfare gains from

stabilizing consumption of the poorest. Increasing the progressivity of the wage

income tax schedule in the economy without capital taxation enables achieving

further gains from stabilization, particularly for the asset-poor for whom wage is

the main source of income. However, such gains are still �second-order�relative to

the long-run level e¤ects induced by changes in the tax system. Tables 4.7 to 4.9

provide the detailed �gures that underlie these conclusions.

5. Conclusions

With reference to the quotes in the beginning of the paper, one may conclude

the following. First, introducing public insurance through a progressive tax and

bene�t system will indeed have distributional consequences. By providing a safety
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Variableny baseline proportional conditional y no K tax

mean G 0.64 0.64 0.64 0.64

mean G=Y 0.20 0.19 0.19 0.18

� 0.45 0.25 0.26 0.54

mean K=Y 2.4 2.7 2.7 2.9

mean B=Y 0.47 0.50 0.49 0.47

mean C 2.09 2.17 2.17 2.22

Table 4.7: Descriptive Statistics

Variableny baseline proportional conditional y no K tax Data

GINI a 0.75 0.61 0.71 0.80 0.79

top 1% a share 26 22 22 20 30

top 10% a share 75 62 72 81 64

top 20% a share 81 69 78 86 79

top 30% a share 85 74 82 89 88

Table 4.8: Inequality measures

Variableny baseline conditional y level aut.stab. no K tax level aut. stab.

cvar(C)�10�2 1.24 1.50 - - 1.17 - -

mean(cvar c)� 10�2 6.46 6.98 - - 6.39 - -

WLoss�10�2 0.63 -2.51 -3.20 0.06 -1.57 -2.13 -0.07

- of the bottom 20% 0.79 -1.64 -2.56 0.13 -0.44 -1.10 -0.13

- 20-40% 0.52 -2.25 -2.85 0.08 -0.60 -1.04 -0.08

-40-60% 0.44 -2.57 -3.06 0.05 -0.68 -1.06 -0.06

-60-80% 0.60 -2.56 -3.21 0.05 -0.92 -1.49 -0.03

- top 20% 0.81 -3.53 -4.32 -0.02 -5.21 -5.95 -0.07

Table 4.9: Welfare gains and losses
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net, it smoothes consumption and boosts welfare especially for the poorest; in

short, it reduces the impact of the cycle on inequality. However it reduces agents�

incentives to save to cover unforeseen adverse circumstances in their lives. This

e¤ect acts to increase wealth inequality in the economy over the longer run. The

welfare cost of aggregate �uctuations may well be larger than initially estimated,

but a progressive tax and bene�t structure is not a costless way, vis a vis inequality,

of achieving welfare gains. Our analysis concludes that the welfare gains from a

more stable evolution of consumption are a magnitude smaller relative to the

e¤ects of the changes in the long-run level of consumption induced by behavioural

distortions generated by automatic stabilizers.

Our model abstracts from several important issues and can thus be extended

in interesting ways. Importantly, it abstracts from issues related to transition. To

realize the long-run welfare gains from removing automatic stabilizers, one would

have to endure a transition period with low consumption. This implies, together

with the fact that the removal of capital taxation would bene�t only the richest,

especially if leisure were valued, that it may be di¢ cult to implement welfare-

improving reforms that would radically redesign the tax system. Whilst the model

yields a realistic distribution of wealth, there are two possible criticisms of the

approach taken in the paper. First, the model relies on preference heterogeneity

to generate su¢ ciently large disparities in savings, whereas large and persistent

income shocks are a very good alternative in in the light of some recent empirical

evidence. Second, given the simplicity of the underlying stochastic structure, the

model would not do well in replicating data on income. Also, the equity premium

in a framework similar to ours was shown to be small. To obtain realistic equity

premia, one would have to consider some large-scale �disaster�shocks. The welfare

costs of economic �uctuations, as well as the potential gains from automatic

stabilization would be much larger in such a framework. One could then also

20



consider a meaningful portfolio choice in the model. Most observers would also

expect automatic stabilizers to alter the chances of becoming unemployed, which

is another perhaps important element the model in this paper does not consider.
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