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Abstract

If a government imposes a tax on capital income, it may, as a result, lower
the private rate of return on capital below the growth rate of an economy,
thereby giving rise to the possibility of running a permanent deficit. Since,
however, the before-tax rate of return and not the after-tax rate of return is
relevant for judging the dynamical efficiency of the economy, the possibility of a
permanent deficit does not by itself imply a possibility for a Pareto-improving
redistribution of income.

To examine this issue “step by step”, we examine in general whether a
government can run a deficit forever by rolling over its debt. Assuming the
government to run a deficit in each period equal to a constant fraction of to-
tal output, we study several overlapping generations models, proceeding from
endowment economies to neoclassical growth with a variable capital stock. We
then introduce capital income taxation and show, for example, that permanent
deficits are feasible in the case of a variable capital stock, provided the capi-
tal income tax is sufficiently high. We examine the welfare effects and discuss
policy consequences.
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“I place economy among the first and most important virtues and public

debt as the greatest of dangers to be feared. To perserve our independence,

we must not let our rulers load us with perpetual debt. If we run into such

debts, we must be taxed in our meat and drink, in our necessitites and in

our comforts, in our labor and in our amusements. If we can prevent the

government from wasting the labor of the people, under the pretense of

caring for them, they will be happy.” (Thomas Jefferson)

1 Introduction.

Arguably the most visible part of Reagans legacy is the budget deficit. The reasons

for why it is of concern to many need not be repeated here. They have been discussed

already by, say, Krugman, 1990, Buiter and Kletzer (1992b), Eisner (1992), Friedman

(1992), Vickrey (1992). Auerbach, Gokhale and Kotlikoff (1994) use generational

accounting to evaluate this issue, which in turn has been critized by Buiter (1993).

Several of the arguments brought forward, however, state, that we need not worry.

For example, some argue that a good part of the deficit corresponds to government

investment and may be therefore a good thing after all: the deficit, corrected for

this fact, is then actually quite a bit smaller (see Eisner, (1986)). Some claim, that

because parents care about their children, it does not matter whether government

expenditures are financed by taxes or by debt (Barro,1974).

Finally, it is sometimes heard that we may just grow out of the deficit over time.

Suppose, there is a government deficit and the interest rate is not “too high”. Then,

over time, even though the real value of the debt rises, the output of the economy

may rise even faster, trivializing the debt through the enlarged tax base. Indeed,

in this case, there is even room for a Pareto-improving redistribution which makes

everybody better off, since providing each generation with a “free”, deficit-financed

lunch and then simply rolling over this debt forever is feasible. The crucial issue

then is, whether indeed a permanent deficit is sustainable. For a recent book-length

contribution regarding this argument and the related literature, see Carlberg (1995).

An empirical investigation is in Bovenberg and Petersen (1992).

We reexamine this last point of view in the context of four versions of a basic

overlapping generations model, adding one by one three relevant features: capital,

investment and depreciation, and capital income taxation. This paper is thus an

exercise in model engineering: by moving from a simple to a complicated framework
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step by step, it becomes transparent how the individual parts in the final machinery

interact and contribute to the analysis.

In the very basic endowment economy, the government can run a deficit forever

if the deficit as a fraction of GNP is not too high. Intuitively, debt here fulfills the

role of money in other overlapping generations models. The result here corresponds

to standard results about seignorage (see Wallace, 1980). For the second of the four

models, we add a fixed capital stock which is traded from generation to generation.

Since the value of the capital stock rises with the growth rate, so too must the value of

government bonds. The total, outstanding deficit then explodes, thereby eliminating

the possibility of a sustainable deficit.

We then add the possibility for capital income taxation (or, equivalently, savings

taxation) to the instruments of the government, where the returns on private capital

are taxed. The emphasis here is on this distortionary aspect of taxation, in contrast

to the analysis in, say, Buiter and Patel (1992a) or Buiter and Kletzer (1994). A

higher capital income tax drives down the realized rate of return on capital, possibly

rendering the deficit sustainable. The necessary tax rate for accomplishing this is

typically quite sizeable: even as the deficit-to-GNP ratio becomes negligible, the

capital income tax does not. The intuition behind this result is that the capital

income tax needs to drive the interest rate down to at most the growth rate of the

economy in order to have sustainable deficits at all. It turns out that for most tax

rate, there is a “good” and a “bad” steady state equilibrium. Though there is some

choice for the tax rate, the tax rate can only be chosen so that the good equilibrium

becomes better when the bad equilibrium becomes worse at the same time.

Finally, we make the capital stock variable by introducing investment and de-

preciation. Since the model is a neoclassical growth model in nature, there will not

be any growth effects. However, the level effects resulting from the different capital

income taxes which make a government deficit sustainable, can be quite dramatic.

The welfare effects are much less clear cut. Furthermore, a positive capital income

tax may not be necessary for sustainability, if the economy without the government

is already dynamically inefficient: this is demonstrated in a numerical example.

This paper is a variation of Diamonds (1965) celebrated analysis. Since rolling

over the debt amounts to the creation of a bubble, this paper can also be viewed as

an application of the bubble literature as in Tirole (1985) or Blanchard and Fisher

(1989). However, while the focus there and in Diamond (1973) as well as Atkinson

and Sandmo (1980) is on the normative aspects of government policy, the focus here is

on the positive aspect. The question is not, whether government should run a deficit
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forever, but whether it can. Note that sustainability of a permanent deficit means

that the interest rate is below the growth rate of the economy and that therefore

the economy is dynamically inefficient: from a welfare perspective, there is always

a Pareto improving redistribution, which, depending on the structure of the model,

may or may not require a deficit (see Cass (1972), Balasko and Shell (1980), Sargent

(1987) and Abel et al. (1989)). The sad fact is that permanent deficits seem to be

politically attractive. The point of this paper is then to analyze what happens, given

that a permanent deficit needs to be sustained.

This paper is related to Sargent and Wallace (1981), Darby (1984), Miller and

Sargent (1984) and Aiyagari (1985). All of these papers, however, consider at most

a savings technology with a fixed rate of return instead of a productive capital stock

with a rate of return calculated from equilibrium conditions and taxes are lump sum,

if introduced at all. In that respect, Chari (1988), Lucas (1990) and Bohn (1990) are

more closely related, but they use an infinite-lived agent framework.

Finally, it should be emphasize, that the entire analysis proceeds in the context

of a closed economy. Open economy issues make capital income taxation a much

more tricky issue, and many additional problems may arise. For some of the related

literature, see Bovenberg (1989, 1992) and Broer, Westerhout and Bovenberg (1994).

2 Model 1: No capital.

In each period t, t = 1, 2, .., a new generation of N two-period lived agents is born.

There also is a generation of N initially old agents alive at date 1. The effects of

population growth, general excess demand functions or distributional issues are not

examined here. N is chosen to equal one, keeping in mind that each agent is meant

to be representative of his generation and therefore does not act strategically.

There is one consumption good each period. An agent born at t cares about

consumption c1t when young and c2t+1 when old according to the utility function

u(c1, c2) = log(c1) + log(c2).

The specific form has been chosen to make the results easy and tractable. Observe

that a discount factor is not included: again, this keeps the algebra simple. The

special form for the utility function implies a vertical savings line in Diamonds (1965)

diagram 1, thereby ruling out his “perverse case”.

The agent is endowed with one unit of labor when young, which he can use to
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produce the consumption good according to the production function

yt = ζtnt,

where ζt is the productivity parameter at time t. The productivity parameters are

assumed to be

ζt = ζt,

where

ζ > 1

is some given constant. Since labor is supplied inelastically, it follows that the growth

rate γ of the economy is given by γ − 1, where

γ = ζ

(the symbol γ is introduced to keep the notation consistent throughout the paper).

There is a government, who tries to finance a deficit in each period by rolling over

its debt. We assume that the governmental deficit is a constant fraction α of total

output,

gt = α yt,

where α > 0. If Rt is the return (i.e. one plus the interest rate) from period t− 1 to

t, the government budget constraint is given by

bt = gt +Rtbt−1, (1)

where bt are the one-period bonds issued by the government in time t. Note that the

deficit is financed entirely by rolling over the debt. There are no income taxes and

the like, since they are not the issue here (it is easy to append the model by having

some kind of income tax, financing some government expenditures in excess of the

deficit described above: in that case, the output yt is to be read as the after — tax

income). The results stay the same.

A steady state equilibrium is given by numbers β > 0, σ > 0 and R > 0, so

that for

yt = ζt

bt = β yt

st = σ yt

Rt = R,
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each agent maximizes its utility at savings st, given the gross return Rt+1 = R, the

government budget constraint is satisfied and markets clear:

1. the consumption goods market

c1t + c2t + gt = yt (2)

2. the bond market

st = bt. (3)

It is easily shown that the savings of a young agent are given by

st = yt/ 2,

independently of the interest rate (which makes the logarithmic specification of the

utility function so convenient for our purposes). Thus, the remaining constants β and

R can be calculated from (1) or (2), given α : one equation suffices by Walras’ law.

The result is given by

R/γ = 1− 2α

β = 1/2.

Since R > 0 is required for the steady state equilibrium, it follows, that α < 1/2

is necessary and sufficient for a steady state equilibrium to exist. These results are

summarized by

Proposition 1 If there is no capital, any permanent deficit up to 50 % of total output

each period is sustainable by rolling over the debt.

Note, that the number of 50 % is simply the total savings of the agent in the

model economy. This number is not meant to be interpreted as describing the actual

situation in any particular country and depends critically on the specification of the

utility function. A result of this type, however, probably holds for a wide variety

of utility functions. The proposition seems like good news for politicians: optimal-

ity questions aside, it is at least possible to sustain a sizeable deficit forever. The

question, of course, is, whether a crucial element is missing in deriving this answer

to the sustainability question by making the model possibly too simple. That this is

probably so should already be indicated by the following observation in the model.
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Proposition 2 If there is no capital, the size of the total outstanding debt is inde-

pendent from the government deficit, as long as it is sustainable.

This proposition simply follows, because β = 1/2 is independent of α (or R, for

that matter). This proposition runs counter to the intuition one usually has about

the size of a government deficit: one would think that a larger yearly deficit implies

a larger outstanding stock of debt. The reason that the model here does not deliver

such a result is simple: government bonds are the only means of cross-generational

trade in this model. Government bonds act like money and the government deficit

like seignorage or an inflation tax: while these are disturbing the amount an old agent

will receive, it will not change the amount a young agent wants to save due to the

logarithmic specification of the utility function. Thus, savings and not the size of

the budget deficit is what determines the amount of outstanding debt (compare to

Sargent (1987)).

It can be concluded that this model is indeed too simple to give a reliable insight

into the question of the sustainability of permanent deficits. Therefore, another el-

ement needs to be added: a different vehicle for saving. More precisely, a privately

owned capital stock is added as a feature of the model in the next section.

3 Model 2: fixed capital stock, no capital income

tax.

Let there be a fixed capital stock k > 0, which does not depreciate over time. Pro-

duction is now given by the Cobb — Douglas production function

yt = ζtk
ρn1−ρ,

where ρ ∈ (0 ; 1 ) is the share of capital, a constant. The capital is owned by the

old, who sell it to the young for a total price of qt. The young receive wage for their

labor, spend part of it on consumption c1t, part of it on saving in capital skt and part

of it in saving in governmental bonds sbt. When old, they receive the dividends from

their capital holdings as well as the resale price and they are paid the interest on their

bonds.

All markets are competitive. In particular, in order for any government bonds to

be hold, it must be the case that the return on government bonds and on capital are

the same in equilibrium. Furthermore, it is straightforward to calculate that the wage

7



income is given by (1−ρ)yt and the dividend income by ρyt, which we will substitute

into the definition.

An equilibrium is given by sequences (c1t, c2t, st, qt, Rt+, bt), so that for

yt = ζtkρ,

it is the case that

1. for each t, t = 1, 2, ..., the agent born at t, maximizes his utility at c1t and

c2t+1 = Rt+1st, given the budget constraint:

c1t + st = (1− ρ)yt,

2. the government budget constraint is satisfied:

bt = gt +Rtbt−1

3. markets clear:

(a) the consumption goods market

c1t + c2t + gt = yt

(b) the capital market

st = qt + bt,

4. no arbitrage:

Rt = (ρ yt + qt)/qt−1, (4)

where qt > 0 and Rt > 0.

The condition b0 ≥ 0 ensures that the government cannot start up the economy

by handing a liability to the old agents, which they may trade from generation to

generation. The restrictions qt > 0 and Rt > 0 are the usual positivity restrictions on

prices. Finally, (4) is the restriction that the return on government bonds and capital

must be equal (since the deficit is assumed to be strictly positive, this restriction must

hold except for degenerate cases). This is called a no arbitrage condition, because

that is its economic interpretation. It is of course possible to write the definition of

an equilibrium without this condition and derive it from a more elaborate description

of the maximization problem for the agents. Since this step is straightforward, the

version of the definition above and in similar spirit everywhere below was chosen.

In contrast to the model without capital, the following result is obtained1

1A result of this type can already be found in Scheinkman (1980), see also Tirole (1985).
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Proposition 3 If there is fixed capital stock and no capital income taxation, the

government cannot sustain a permanent deficit of a constant fraction of total output.

Proof: Suppose, there was an equilibrium. Market clearing in the consumption

goods sector implies

(1− ρ)yt/2 +Rt(1− ρ)yt/(2γ) + α yt = yt, t ≥ 2,

where γ = ζ is the growth rate of the economy, as before. Thus the return

Rt ≡ R, t ≥ 2

has to be a constant. Define the fraction of saving which is capital by

ϕt = qt/ st,

and note that then ϕt ∈ (0 ; 1 ), since qt > 0 and bt > 0, t ≥ 1. The condition

(4), which guarantees an equal return on capital and government bonds can now be

rewritten as

R/γ =
ϕt + 2 ρ

1−ρ

ϕt−1

or, equivalently,

ϕt =
R

γ
ϕt−1 − 2

ρ

1− ρ

for t ≥ 2. Note that R
γ
> 0. Consider the following three cases.

1. Suppose, that R
γ
< 1. Then

ϕt → −2
ρ

1− ρ

1

1− R
γ

< 0,

in contradiction to the positivity of ϕt.

2. Suppose, that R
γ

= 1. Then

ϕt → −∞,

in contradiction to the positivity of ϕt.

3. Suppose then, that R
γ
> 1. But then the outstanding government debt outgrows

the economy and is therefore not sustainable: let

βt = bt/ yt
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be the debt-to-GNP ratio. The government budget constraint can be rewritten

as

βt = α+
R

γ
βt−1.

Since βt−1 ≥ 0, t ≥ 1, α > 0 implies βt → ∞. This is impossible, since by

capital market clearing and qt > 0, we need to have βt ≤ 1.

Since these three cases exhaust all possibilities, an equilibrium cannot exist. •

After some thought, the result is actually not that surprising: the value of the

capital as well as the value of labor keep growing at the rate of the overall growth

rate of the economy. But that means that the rate of return on capital must be even

higher, i.e. it must be the case that

R > γ.

But then the outstanding debt grows faster than the economy and there is no way

that output can catch up any more.

Given that intuition, the return on capital is somehow too high to make a deficit

sustainable. So why not give the government some instrument to lower the return on

capital. That will ease the debt problem as well! It is therefore natural to consider a

capital income tax or savings tax.

4 Model 3: fixed capital stock and capital income

tax

A capital income tax in this model is a tax on the net return on capital. In order to

keep the notation simple, a tax rate τ on the entire return on capital is introduced.

Both formulations are equivalent, if capital income tax rates are allowed to exceed

100 % (It turns out that they would need to for the numerical examples presented

below. Whether this is reasonable will be discussed in the last section before the

conclusion).

Since the focus in this paper is on the sustainability of a permanent deficit and

therefore the effects of the elements in our model with respect to that, the tax is

not used towards reducing the deficit, but simply increases government consumption.

Also, the tax is not imposed on the return on government bonds for convenience.

Otherwise, let the government use the tax on the bond returns to repay its bonds:
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the result is equivalent to the economy below except that the return on the government

bonds is simply higher by the tax rate. Taxing government bonds just amounts to

rewriting the government bugdet constraint in another way by doing the accounting

differently.

A steady state equilibrium is given by numbers β > 0, σ > 0, R > 0, θ > 0

and a tax rate τ ≥ 0, so that for

yt = ζtkρ

bt = β yt,

st = σ yt,

Rt = R,

qt = θ yt,

it is the case that

1. for each t, t = 1, 2, ..., the agent born at t, maximizes his utility at c1t and

c2t+1 = Rt+1st, given the budget constraint:

c1t + st = (1− ρ)yt,

2. the government budget constraint is satisfied:

bt = gt +Rtbt−1 (5)

3. markets clear:

(a) the consumption goods market

c1t + c2t + gt + τ (ρyt + qt) = yt (6)

(b) the capital market

st = qt + bt, (7)

4. no arbitrage:

Rt = (1− τ )(ρ yt + qt)/qt−1. (8)

Using the decision rules of the agent resulting from his maximization problem as

well as substituting bt by βyt, etc., equations (5) through (8) can be rewritten as

β = α +
R

γ
β (9)
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1− ρ

2
+
R

γ

1− ρ

2
+ α+ τ (ρ+ θ) = 1 (10)

1− ρ

2
= θ + β, (11)

R

γ
= (1− τ )(

ρ

θ
+ 1), (12)

which, by Walras law, must be dependent. Therefore equations (9), (11) and (12)

can be used to solve for the unknown parameters β, θ, R and τ under the positivity

restrictions. It turns out that there is one degree of freedom: ideally, one would then

fix the tax rate τ and solve for the other three variables. It is more convenient to fix

the return R instead and solve for β, θ and τ . Because β > 0, it must be the case

that

0 <
R

γ
< 1−

2α

1− ρ

and for these values of R it follows that

β =
α

1− R
γ

,

θ =
1− ρ

2
−

α

1− R
γ

,

τ = 1−
R
γ

1 +
ρ

1− ρ

2
−

α

1− R
γ

.

Substituting these three formulas into (10) and checking that it holds for any value of

R in the range described above can be used to verify the calculations. The qualitative

insight is summarized by

Proposition 4 With a fixed capital stock and capital income taxation, there is a

range of interest rates

0 <
R

γ
< 1−

2α

1− ρ

with corresponding capital income tax rates, so that the government deficit is sustain-

able forever.

The formula above allows for examining the behaviour of the capital income tax

rate for various levels of α and R. As for the dependence on R, graphs are presented

in figures 1 and 2 with α = .10, ρ = .3 and ζ = (1.03)25 to get results which
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Figure 1: The capital income tax rate τ in the case of a fixed capital stock in depen-

dence of the equilibrium return R. Parameters are α = .10, ρ = .3 and ζ = (1.03)25.

Note, how there are two equilibrium returns R for any given τ in the appropriate

range.
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Figure 2: The annualized capital income tax rate 1−(1−τ )(1/25) in the case of a fixed

capital stock in dependence of the annualized equilibrium return R1/25. Parameters

are α = .10, ρ = .3 and ζ = (1.03)25. Note, how there are two equilibrium returns R

for any given τ in the appropriate range.
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are somewhat suggestive: a generation is thought of living 25 years, while young

and accumulating wealth through labor, and 25 years, while old and consuming the

returns to their investment. Figure 1 (and all following figures except for figure 2)

shows the relationship between the total tax rate on capital gains after 25 years and

the return over 25 years. Figure 2 annualizes these numbers, determining the tax rate

needed each year to compound to the total tax rate shown in figure 1 in 25 years,

likewise for the return. In figure 2, we have shown only a part of the range of possible

values for the annualized return R1/25. Note in both figures, that the tax rate τ first

falls and then rises again. This can be shown analytically to be correct. Furthermore,

at a given tax rate, there will be typically two steady state equilibria (if at all), which

are Pareto ordered2. These results are summarized in the next proposition.

Proposition 5 1. The tax rate τ converges to 1 as the return R approaches its

maximal or its minimal value supporting a steady state equilibrium with deficit

α,

2. The tax rate τ first falls and then rises again as the gross interest rate is in-

creased from its minimal to its maximal value. There is a unique minimum tax

rate τmin.

3. For each tax rate τ between τmin and 1.0, there are two steady state equilibria,

one with a lower return R than the other one.

4. The steady state allocations are Pareto ordered: Welfare increases as the return

R increases.

The proof for this proposition is in the appendix. Note from the figures that

the capital income tax necessary to sustain a government deficit forever is very large

(especially taking into account that τ here is really the tax on total earnings on

capital, not just on the gain). One might conjecture that the minimal capital income

tax necessary to sustain a government deficit α converges to zero as α approaches

zero. That this is not so is demonstrated in figure 3 (for the same parameters as for

figure 1) and by the following proposition.

2Note, that this is a Pareto ordering of different steady states. In particular, the intially old agent

is endowed differently in these different steady states, making this welfare comparison potentially

misleading.
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Proposition 6 The minimal tax rate which sustains a permanent deficit is bound

below by a number strictly bigger than zero, even as that deficit becomes arbitrarily

small.

Proof: Define

τ ∗ = inf
0<α

inf
0<R/γ<1− 2α

1−ρ

{τ}

= inf
0<R/γ<1

inf
0<α<(1−ρ)(1−R/γ)/2

{τ}

Since for fixed R, τ is increasing in α and defined for α = 0, it follows that

τ ∗ = inf
0<R/γ<1

{
1−

1− ρ

1 + ρ

R

γ

}

=
2ρ

1 + ρ
> 0,

proving the claim. •

The intuition, that τ → 0 and α→ 0 is wrong because, without τ , no government

deficit is sustainable: R/γ ends up being strictly bigger than 1. In order to get

sustainability, R/γ has to be supressed strictly below one no matter how small the

deficit is that is to be sustained.

The possibility for capital income taxation brings back the possibility for sus-

tainable deficits by depressing the return on private capital sufficiently far. Capital

income taxes are usually attacked by economists for their undesirable effects on the

efficiency of an economic system (see, for example, Lucas (1990)), although they can

potentially have beneficial effects in the context of overlapping generation models,

see Uhlig and Yanagawa (1996). A closer look at this issue is taken in the next vari-

ation of our basic model in which now the temporary capital stock is the result of

depreciation and investment.

5 Model 4: variable capital stock and capital in-

come taxation.

Let it be the case that

kt = (1− δ)kt−1 + xt,
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where δ ∈ [0; 1) is the rate of depreciation, xt is investment and kt is the capital stock

planted in period t and productive in period t+ 1 :

yt = ζtkρt−1n
1−ρ
t .

The steady state growth rate is now no longer ζ − 1, since the capital stock

will be growing as well. Also, it is necessary to calculate the value of the entire

capital stock after dividends and depreciation, but before investment: the symbol

qantet is introduced for that. As before, the capital income tax revenues are used for

additional government spending and not towards reducing the deficit.

A steady state equilibrium is given by numbers γ > 0, ξ, κ > 0, β > 0, σ > 0,

R > 0, θ > 0, θante > 0 and a tax rate τ ≥ 0, so that for

yt = ζtkρt ,

xt = ξ yt,

kt = κ yt,

bt = β yt,

st = σ yt,

Rt = R,

qt = θ yt,

qantet = θanteyt,

it is the case that

1. for each t, t = 1, 2, ..., the agent born at t, maximizes his utility at c1t and

c2t+1 = Rt+1st, given the budget constraint:

c1t + st = (1− ρ)yt,

2. the government budget constraint is satisfied:

bt = gt +Rtbt−1 (13)

3. markets clear:

(a) the consumption goods market

c1t + c2t + gt + τ (ρyt + qantet ) + xt = yt (14)

18



(b) the capital market

st = qt + bt, (15)

4. no arbitrage:

Rt = (1− τ )(ρ yt + qantet )/qt−1. (16)

qantet + xt = qt (17)

qt = kt (18)

5. the production function for capital holds

kt = (1− δ)kt−1 + xt (19)

Equation (17) and (18) result from the definition of qantet and the fact that the

consumption good and the investment good are the same: both equations could be

arrived at more fundamentally by focusing on the appropriate production technology,

which transfers consumption goods into investment goods one for one and vice versa.

From the production function for output and the fact that capital is a constant

fraction of output, the steady state growth rate γ − 1 is calculated as follows:

γ =
yt

yt−1
=

ζt(κyt−1)ρ

ζt−1(κyt−2)ρ
= ζ γρ

or

γ = ζ
1

1−ρ .

That is, the growth rate in this economy is a function of ζ, the growth rate of the

underlying productivity parameter, and ρ, the capital share, and nothing else. Neither

the budget deficit nor the capital income tax nor the interest rate have an impact

on steady state growth. This is not the result of the particular utility function we

used, but rather a standard result within models of the neoclassical growth variety,

as can easily be seen from the derivation above: we should not expect the growth rate

being changed by the capital income tax rate here. This would, of course, change in

a model with endogenous growth.

However, the level effects of the capital income tax rate can be sizeable. They are

derived now. Using the decision rules of the agent resulting from his maximization

problem as well as substituting bt by βyt, etc., we can rewrite equations (13) through
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(18) as above as

β = α+
R

γ
β

1 =
1− ρ

2
+
R

γ

1− ρ

2
+ α+ τ (ρ+ θante) + ξ (20)

R

γ
= (1− τ )(

ρ

θ
+
θante

θ
), (21)

θante + ξ = θ

θ = κ

κ =
1− δ

γ
κ+ ξ

which, again, by Walras law, must be dependent. Thus, leaving away equation (20),

the parameters ξ, κ, β,R, θ, θante and τ can be solved for under the positivity restric-

tions via the remaining equations. As before the solutions are parameterizable by the

interest rate R, which can be chosen freely in a certain range:

0 <
R

γ
< 1−

2α

1− ρ
.

The formulas for the other variables are

β =
α

1− R
γ

κ = θ =
1− ρ

2
−

α

1− R
γ

,

ξ = (1−
1− δ

γ
)κ,

θante =
1− δ

γ
κ,

τ = 1−
R
γ

1− δ

γ
+

ρ
1− ρ

2
−

α

1− R
γ

,

which can be substituted into (20) to check the validity of the solution. The changes

to the solution with the fixed capital stock are minor: e.g. the discount rate now

enters the formula for the tax rate.

For α = β = τ = 0, we obtain a benchmark version of this model, in which there

is no government. For the equilibrium return, we get from τ = 0

R∗

γ
=

2ρ

1− ρ
+

1− δ

γ
.
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and the steady state capital is given by κ∗ = 1−ρ
2

. This benchmark economy is already

dynamically inefficient, if the benchmark return R∗ is smaller than the growth factor

γ.

One immediate implication of this analysis is to figure out the effect of the capital

income tax rate, which corresponds to a certain return, on the steady state path

of output. For that, the solution above can simply be plugged into the formula for

output in period 1

y1 = ζ(κ y1/γ)
ρ

to find

y1 = ζ
1

1−ρ (
1− ρ

2γ
−

α

γ −R
)

ρ
1−ρ .

One can easily see the level effect: a higher α depresses the output in the first period

and thus in all subsequent periods, because a higher α depresses the capital-to-output

ratio κ.

Figure 4 repeats figure 1 with the same parameters and additionally the parameter

δ = 1− (1− .1)25 corresponding to a yearly depreciation of the capital stock of 10 %,

where the capital stock is now variable (and the growth rate higher). It turns out,

that the benchmark economy without a government is dynamically efficient for these

parameters: R∗ > γ. Note, that the solution for the supporting capital income tax

did not change too much when compared to figure 1. Figure 5 plots y1 (in percent of

the level of first period output in the benchmark version) as a function of the return

R in the relevant range. Figure 5 clearly shows, that output is a decreasing function

of the return R, which can also be easily derived from looking at the equations above.

Thus, with variable capital, output is not maximized at the minimum capital

income tax which makes the deficit sustainable, but rather at a capital income tax,

which approaches 1 and a return which approaches zero. The intuition for this result

is clear by looking at the algebra of how it is derived. A higher interest rate drives up

the debt-to-GNP ratio β. This in turn drives down the amount of savings in the form

of capital as a fraction of GNP, which is given by the parameter κ or θ : since total

savings as a fraction of GNP remain constant, government debt crowds out capital.

Finally, the level of output is increasing with the capital-output ratio κ : it is here,

where the ratios expressing everything in terms of total GNP affect total GNP itself.

To sum up, higher interest rates let government debt crowd out capital as a means

of savings, thus lowering total output which needs capital as a productive factor. It

is important to realize, that this is a steady state comparison. Nothing is said here

about what will happen in these economies if the capital income tax is unexpectedly
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Figure 4: The capital income tax rate τ in the case of a variable capital stock in

dependence of the annualized equilibrium return R. The economy is dynamically

efficient. Parameters are α = .10, ρ = .3, δ = 1− (1− .1)25 and ζ = (1.03)25. Note,

how there are again two equilibrium returns R for any given τ in the appropriate

range.
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Figure 5: Equilibrium output in dependence of the annualized equilibrium return R

in case of a variable capital stock. The economy is dynamically efficient. Parameters,

as above, are α = .10, ρ = .3, δ = 1− (1− .1)25 and ζ = (1.03)25.
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raised forever to a new level. The conclusion that a high capital income tax leads

to maximal output is dangerous for another reason in this model too, of course: for

a given capital income tax, there are typically two equilibria, one with a low and

one with a high return, and the high return equilibrium for a capital income tax

approaching one delivers the worst steady state output of all.

For welfare calculations, output is not the relevant measure, but rather utility, in

which the return is of relevance. Up to a factor, which depends only on the time t,

steady state welfare for each two-period lived generation is given by

W = 2 log(
1− ρ

2
y1) + log(R).

The welfare for the initally old generation is calculated as

W0 = log(R
1− ρ

2γ
y1)

by stationarity. Both functions are plotted in figure 6. It turns out, that the equi-

libria are no longer as nicely Pareto ordered as in the situation without investment.

Anticipating proposition 7, we can also plot the welfare-maximizing capital income

tax rate as a function of the primary deficit parameter α, see figure 7. As one can

see, that tax rate can become quite substantial.

We now chose parameters so that the benchmark economy is dynamically ineffi-

cient: we chose ρ = .15. For small α, it then turns out, that a permanent deficit is

sustainable even for a negative capital income tax (i.e. for a savings subsidy) and

furthermore, that welfare can improve due the deficit. This is shown in figures 8, 9,

10 and 11, which correspond to the figures 4, 5, 6 and 7 described above. Note, in

particular, that welfare can even improve when compared to the benchmark econ-

omy with a government and without a government deficit. This is of course just a

restatement of Diamonds (1965) insight.

Some of the theoretical facts are stated in the next proposition. It is important

to keep in mind for these figures as well as for the following proposition, that this is

a comparison across steady states: in particular, the endowment of the initial old is

changing in this comparison. Furthermore, it is important to note, that different cap-

ital income taxes mean different total government expenditures. A complete welfare

analysis will have to take that into account, if the goods purchased by the government

enter the utility function of the agent.

Proposition 7 1. The welfare of the initial old has a global maximum in the range

of returns sustaining a deficit at a return Rmax,1. The welfare of the initial old
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Figure 6: Equilibrium welfare of the two-period lived as well as the initially old in

dependence of the annualized equilibrium return R in case of a variable capital stock.

The economy is dynamically efficient. Parameters, as above, are α = .10, ρ = .3,

δ = 1− (1− .1)25 and ζ = (1.03)25.
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Figure 7: Welfare-maximizing capital income tax rate in dependence of the primary

deficit αyt in the case of a variable capital stock. The economy is dynamically efficient,

except for very small values of α, where the optimal capital income tax rate is negative.

Parameters, as above, are ρ = .3, δ = 1− (1− .1)25 and ζ = (1.03)25.
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Figure 8: The capital income tax rate τ in the case of a variable capital stock in

dependence of the annualized equilibrium return R. The economy is dynamically

inefficient. Parameters are α = .10, ρ = .15, δ = 1− (1− .1)25 and ζ = (1.03)25. Note,

how there are again two equilibrium returns R for any given τ in the appropriate

range.
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Figure 9: Equilibrium output in dependence of the annualized equilibrium return R in

case of a variable capital stock. The economy is dynamically inefficient. Parameters,

as above, are α = .10, ρ = .15, δ = 1− (1− .1)25 and ζ = (1.03)25.
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Figure 10: Equilibrium welfare of the two-period lived as well as the initially old in

dependence of the annualized equilibrium return R in case of a variable capital stock.

The economy is dynamically inefficient. Parameters, as above, are α = .10, ρ = .15,

δ = 1− (1− .1)25 and ζ = (1.03)25.

29



0 0.02 0.04 0.06 0.08 0.1 0.12 0.14 0.16 0.18 0.2
−2

−1.5

−1

−0.5

0

0.5

1
FIGURE 11: Optimal Cap. Inc. Tax (Variab. Cap., dyn. ineff)

Primary deficit as fraction of GNP (alpha)

O
pt

im
al

 c
ap

ita
l i

nc
om

e 
ta

x 
(t

au
)

Figure 11: Welfare-maximizing capital income tax rate in dependence of the primary

deficit αyt in the case of a variable capital stock. The economy is dynamically inef-

ficient, except for larger values of α, which imply an optimal positive capital income

tax rate. Parameters, as above, are ρ = .15, δ = 1− (1− .1)25 and ζ = (1.03)25.
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is increasing in R for R smaller than this maximizing return and decreasing in

R for R bigger than Rmax,1.

2. The welfare of the two period lived agents has a global maximum in the range

of returns sustaining a deficit at a return Rmax,2, which is smaller than the

return Rmax,1. The welfare of the two period lived agents is increasing in R for

R smaller than this maximizing return and decreasing in R for R bigger than

Rmax,2.

The proof is in the appendix. The intuition behind this result should be clear,

however. Consider again the model with a fixed capital stock and no investment.

There, welfare was unambigously increasing in the return, because total output does

not change, consumption and savings in the first period of the live stay the same,

but second period consumption increases with the return on the constant savings. In

the model here, where the capital stock is variable, this effect is counteracted by the

decrease of output at higher returns for the reasons explained above. Overall then,

the first effect is more important for very small returns: in essence, second period

consumption rises faster than output declines. Eventually, however, the crowding-out

effect starts to take over, resulting in declining welfare, as the return becomes too big.

Associated with the return Rmax,2, which makes all the two-period lived agents best

off, is a capital income tax rate which can be calculated from the formulas above and

the formulas given in the proof of proposition 7. Leaving out the initial old (which

could be motivated with a social welfare function which aims at assigning the same

weight to all generations), this capital income tax may be considered optimal, given

that the deficit needs to be sustained forever. Note, that this tax will in general

be quite substantial. This conclusion still holds true, if a social welfare function

assigns weight to the initial old generation as well: in general, the maximizing tax

rate will correspond to a return somewhere between Rmax,2 and Rmax,1. The welfare-

maximizing tax rate has been plotted in figures 7 and 11 as a function of the primary

deficit parameter α for the two parameterizations used: note, how the tax rate can

vary between a negative number in the case of a dynamically inefficient economy to

a quite substantial positive number (with τ = 1 corresponding to confiscation).

6 Interpretation.

To what extent are the arguments brought forward in this paper relevant for the

current situation of the Netherlands, say? It should be noted, that even though the
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numbers were picked to be suggestive, a more careful calibration would be necessary

before drawing reliable conclusions. One insight from the numerical experiments is

that the capital income tax necessary to sustain a deficit is very sensitive in particular

to the capital share and to the deficit that needs to be sustained, when the benchmark

economy is dynamically inefficient. The more reasonable choices for the parameters,

however, seem to imply capital income taxes which are very high. This may give rise

to worry about the applicability of the results presented here.

However, a few remarks may be in order in defense of these numbers. First of all, it

actually may be the case that the realized capital income taxes in the Netherlands are

very high indeed, simply because the taxation is not indexed by a price-deflator: if,

say, inflation and not real appreciation has trippled the price of some asset, a capital

gains tax of, say, 50 percent amounts to a tax of 33 percent on the original value

of the asset. Furthermore, even if the government does not impose the extremely

high capital income tax rates implied by the model, it certainly depresses the market

interest rate, thereby easing the burden of debt, even though the government may

not be able to sustain its deficit level forever. This point is possibly well understood

by governments, which seem to have great difficulties in reducing the debt and at the

same time are often reluctant to remove the capital income tax.

7 Conclusions

It was examined, whether a government can run a deficit forever as a fraction of

total output in several overlapping generations models with growth by rolling over

its debt. The answer is “yes” for the model without capital, “no” for the model

with capital, but “yes” for the model with capital and capital income taxation. The

impact on steady state output and welfare by the capital income taxes that make

a permanent government deficit sustainable was analyzed. It was shown that for a

certain range of capital income taxes, there are two equilibria: one with a low return

on savings and one with a high return on savings. For the low return equilibria,

output is an increasing function of the capital income tax, whereas for the high

interest rate equilibria, output is a decreasing function of the capital income tax.

It was demonstrated, that output in the version of the model with investment was

maximized at a capital income tax rate approaching 100 %, if the economy can be in

the low return equilibrium. While welfare is not maximized at this point, it is still

true that the welfare maximizing capital income tax may be very substantial, given

32



that a government deficit needs to be sustained forever.
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Appendix
Proof: Proof of Proposition 5.

1. is clear from looking at the formula for τ and letting R/γ approach 0 and 1− 2α
1−ρ

respectively

2. It is clear, that τ < 1 for the range of admissable gross interest rates R. It thus

remains to show that the derivative dτ
dR

has a unique zero in this range. In order

to prove this, it is convenient to change notation. Let

ν =
1− ρ

2ρ

µ =
α

ρ

λ = (ν − µ+ 1) ∗ ν/µ

η = (1− µ/ν) ∗ (ν − µ) ∗ ν/µ

z =
R/γ

1− µ/ν

noting that µ < ν (and thus λ > 1) in order to have a nonempty range of

interest rates to sustain a deficit in equilibrium to begin with. Then

τ (z) = 1−
z(1− µ/ν)

1 +
1

ν −
µ

1− z(1− µ/ν)

= 1−
η

λ

z
+

1

1− z

,

where z ∈ (0 ; 1 ): it suffices to show, that τ ′(z) has a unique zero in the unit

interval. Note, that τ ′(z) = 0 on this interval is equivalent to

0 = −λ(1− z)2 + z2, z ∈ (0 ; 1)

or

zmin =

√
λ

1 +
√
λ
,

proving the claim. Note that this z now corresponds to

R/γ = (1− µ/ν)

√
λ

1 +
√
λ
,

and that one can calculate the location of the minimum to be

τ (zmin) = 1−
η

(1 +
√
λ)2
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3. follows immediately from part 2. (d)

4. follows from observing that

u(c1t) + u(c2t+1) = 2 log(yt/2) + log(R)

for t ≥ 1 and

u(c20) = log(y1/(2γ)) + log(R)

for the initial old.

•

Proof: Proof of Proposition 7.

Note, that the welfare function for both, the initially old and the two-period lived

agents, is given by

W (R) = log(R) + ϕ log(y1)

up to an additive term, where ϕ equals 1 for the inital old and ϕ equals two for the

two-period lived agents (for a social welfare function, which weighs together all utility

functions, ϕ will be somewhere between one and two). Taking the derivative with

respect to R and using the formula for y1 in the text, it follows that

W ′(R) =
γ

R/γ
−

2ϕα/γ

(1− R
γ
)2

1− R
γ

(1− ρ)(1− R
γ
)− 2α

=

R2

γ2
− (2 + (ϕ− 1)

2α

1− ρ
)
R

γ
+ 1−

2α

1− ρ

R(1−
R

γ
)(1−

2α

1− ρ
−
R

γ
)

,

where the quadratic in the numerator has the two roots

R

γ
= 1 + (ϕ− 1)

α

1− ρ
±

√
(1 + (ϕ− 1)

α

1− ρ
)2 − 1 +

2α

1− ρ
.

Some more algebra then reveals that only the lower root lies within the admissable

range, that the quadratic in the numerator positive in this range for R/γ below this

root and negative above it and that the lower root is a decreasing function of ϕ. This

finishes the proof. •

35



References

[1] Abel, Andrew B., N. Gregory Mankiw, Lawrence H. Summers and Richard J.

Zeckhauser, “Assessing Dynamic Efficiency: Theory and Evidence,” Review of

Economic Studies, Vol. 56 (1989), 1-20

[2] Aiyagari, S. Rao, “Deficits, Interest Rates, and the Tax Distribution,” Federal

Reserve Bank of Minneapolis, Quarterly Review Vol. 9, No. 1(1985), p. 5-14

[3] Atkinson, Anthony B., and Agnar Sandmo, “Welfare Implications of the Taxa-

tion of Savings,” Economic Journal 90 (1980), 529 — 549

[4] Auerbach, Alan, Jagadeesh Gokhale and Laurence Kotlikoff, “Generational Ac-

counting: A Meaningful Way to Evaluate Fiscal Policy,” Journal of Economic

Perspectives 8(1) (Winter 1994), 73-94.

[5] Balasko, Yves and Karl Shell, “The Overlapping-Generations Model, I: The Case

of Pure Exchange without Money,” Journal of Economic Theory 23 (1980), 281-

306

[6] Barro, Robert J., “Are Government Bonds Net Wealth?” Journal of Political

Economy Vol. 82., No. 6 (197), 1095-1117,

[7] Blanchard, Olivier J. and Stanley Fisher, Lectures on Macroeconomics, MIT

Press, Cambridge, Massachusetts (1989),

[8] Bohn, Henning, “The Sustainability of Budget Deficits in a Stochastic Economy,”

Rodney L. White Center for Financial Research Discussion Paper 6-90, Wharton

School of the University of Pennsylvania (1990),

[9] Bovenberg, Lans and Carel Petersen, “Public Debt and Pension Policy,” Fiscal

Studies 13(3), August 1992, 1-14.

[10] Bovenberg, Lans, “The Effects of Capital Income Taxation on International

Competitiveness and Trade Flows,” American-Economic-Review 79(5), Decem-

ber 1989, 1045-64.

[11] Bovenberg, Lans, “Residence- and Source-Based Taxation of Capital Income

in an Overlapping Generations Model,” Journal of Economics (Zeitschrift für

Nationalökonomie) 56(3), 1992, 267-95.

36



[12] Broer, D. Peter; Ed W. M. T. Westerhout, Lans Bovenberg,“Taxation, Pensions

and Saving in a Small Open Economy,” Scandinavian Journal of Economics

96(3), 1994, 403-24.

[13] Buiter, W.H. and U.R. Patel, “Debt, Deficits, and Inflation: An Application

to the Public Finances of India,” Journal of Public Economics 47(2) ( 1992a),

171-205.

[14] Buiter, W.H. and K.M Kletzer, “Who’s Afraid of the Public Debt?”, American

Economic Review 82(2) (1992b), 290-294.

[15] Buiter, W.H., “Public Debt in the USA: How Much, How Bad and Who Pays?”

National Bureau of Economic Research Working Paper 4362 ( 1993)

[16] Buiter, W.H. and K. M. Kletzer, “Ponzi Finance, Government Solvency and the

Redundancy or Usefulness of Public Debt”, Yale Cowles Foundation Discussion

Paper 1070 (1994)

[17] Cass, D., “On Capital Overaccumulation in the Aggregative Neoclassical Model

of Economic Growth: A Complete Characterization,” Journal of Economic The-

ory, 4 (1972), 200 - 223.

[18] Carlberg, Michael, Sustainability and optimality of public debt Contributions to

Economics, Springer, Physica, Heidelberg (1995)

[19] Chari, V.V., “Time Consistency and Optimal Policy Design,” Federal Reserve

Bank of Minneapolis, Quarterly Review Vol. 12, No. 4(1988), p. 17-31

[20] Darby, Michael R., “Some Pleasant Monetarist Arithmetic,” Federal Reserve

Bank of Minneapolis, Quarterly Review Vol. 9, No. 1(1985), p. 32-37, reprinted

from Federal Reserve Bank of Minneapolis, Quarterly Review Spring(1984), p.

15-20

[21] Diamond, P , “National Debt in a Neoclassical Growth Model,” American Eco-

nomic Review, Vol. 55 (1965), 1126-1150

[22] Diamond, P , “Taxation and Public Production in a Growth Setting,” in Models

of Economic Growth, J.A. Mirrlees and N.H. Stern, eds., Macmillan, London

(1973)

[23] Eisner, Robert, How Real is the Federal Deficit, Free Press, New York (1986),

37



[24] Eisner, Robert, “Deficits: Which, How Much, and So What?”, American Eco-

nomic Review 82(2) (1992), 295-298.

[25] Friedman, Benjamin, “Learning from the Reagan Deficits”, American Economic

Review 82(2) (1992), 299-304.

[26] Krugman, Paul, “The Age of Diminished Expectations — US Economic Policy

in the 1990s,” MIT Press, Cambridge MA (1990)

[27] Lucas, Robert E., Jr., “Supply-Side Economics: An Analytical Review,” Oxford

Economic Papers 42 (1990), 293-316

[28] Miller, Preston J. and Thomas J. Sargent, “A Reply to Darby,” Federal Reserve

Bank of Minneapolis, Quarterly Review Vol. 9, No. 1(1985), p. 38-43, reprinted

from Federal Reserve Bank of Minneapolis, Quarterly Review Spring(1984), p.

21-26

[29] Sargent, Thomas J., Dynamic Macroeconomic Theory, Harvard University Press,

Cambridge, Massachusetts (1987),

[30] Sargent, Thomas J. and Neil Wallace, “Some Unpleasant Monetarist Arith-

metic,” Federal Reserve Bank of Minneapolis, Quarterly Review Vol. 9, No.

1(1985), p. 15-31, reprinted from Federal Reserve Bank of Minneapolis, Quar-

terly Review Fall(1981), p. 1-17

[31] Scheinkman, J., “Note on Asset Trading in an Overlapping Generations Model,”

mimeo (1980)

[32] Tirole, Jean, “Asset Bubbles and Overlapping Generations,” Econometrica, Vol.

53, No. 6 (1985),

[33] Uhlig, Harald and Noriyuki Yanagawa, “Increasing the Capital Income Tax May

Lead to Faster Growth,” European Economic Review 40 (1996), 1521-1540

[34] Vickrey, William, “Meaningfully Defining Deficits and Debt,” American Eco-

nomic Review 82(2) (1992), 305-310.

[35] Wallace, Neil, “The Overlapping Generations Models of Fiat Money,” in Models

of Monetary Economics, J. Kareken and N. Wallace, eds., Federal Reserve Bank

of Minneapolis, Minneapolis (1980)

38


