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|. Introduction

A dtandard result in optimum taxation theory says that if preferences are appropriately separable in
leisure and the bundle of consumption goods, it suffices to tax wage income, no consumption good
needs to be taxed. This result was firgt derived in the representative-consumer modd of the Ramsey
type with linear taxes, where it requires implicit separability (of which wesk separability together with
unitary expenditure dadticities of dl goods is a specia case. See, e. g., Deaton 1981). More
interesting, however, is the case of an economy with differing individuds, where aredistributive target
arises in addition to efficiency. If individuds differ in their ability to earn income, but are equd
otherwise, and if preferences are weakly separable, then an optima Strategy for the government isto
impose a nonlinear tax on wages and let consumption untaxed (Deaton 1981). As a straightforward
implication one concludes that, given a utility function, which is weekly separable in leisure and
consumption in different periods, and given an optima tax on wages, taxation of interest income is
harmful (Atkinson and Stiglitz 1980, p. 442). Ordover and Phelps (1979) showed this more
genedly in a growth modd with overlapping-generations, where capital formation (and interest

income) comes from the saving for second- period consumption according to the life-cycle motive.

In this paper we study the question of how beguests should be treated in an optimal tax Structure.
Most countries have in fact established a tax on bequests, which appears mainly to be motivated by
redistributive reasons. However, with just the same argument many people plead for atax on interest
income, which economic reasoning seems to disprove, as was mentioned above. Therefore, a
detalled andysis of the role of a tax on bequests in a modd with differing individuas appears
important." In doing this, one has to ask for the reason why individuals leave bequests. As is well-
known, severd motives can be digtinguished: unintended bequests due to ignorance of own life-time;
strategic bequests in order to receive care from descendants; purely dtruistic bequests. Obvioudly,
those in the first category are not valued as such by the decison-making individud, hence ther
supply seems to be independent of taxation, which clearly makes them a preferentid object of

taxation.

! Atkinson and Stiglitz 1980, ch. 3, consider the effect of atax on bequests in a single-consumer model.



The point of optimal taxation theory is, however, to take into account the reaction of individuas on
the taxes imposed by the authority. Such reactions can be expected for bequests fdling into the
second and third category mentioned above, and these will be considered in the present study. We
incorporate these motives smply by assuming that bequests gppear as an argument in the utility
function of the testator, without analyzing further whether a strategic motive or atruism lies behind.?
Thus, in principle, bequests are considered in the same way as consumption of goods, and one might
draw the same conclusion as above, saying that no tax should be imposed if wesk separability holds.

However, this concluson rests on the assumption that individuas differ only in their earning abilities.
Such an assumption (which appears to be rather unredigtic in any case) makes no sense in an
economy with bequests: Persons with differing abilities, thus differing incomes, will aso leave unequd
bequests to their descendants. Therefore we have to consder an extended model, where individuas
may differ in two characteristics: earning abilities and inherited wedth. In such a modd the above-
mentioned result does not hold any more, because the redistributive target becomes more important.
Indeed, it will be shown that under the assumption that bequests are a norma good atax on them is
dedrable, in addition to the optima nonlinear income tax, if the socid wefare function favours
redistribution strongly enough to outweigh the distorting consequences. The reason is that such atax
represents a subdtitute for afirst-best tax on endowments.

For the am of comparison, in the following section we formulate a Smple verson of the standard
modd of optima income and commodity taxation of two individuds with differing earning abilities,
and show why commodity taxation is undesirable, given week separability. In Section [11 the mode
will be adapted in order to incorporate bequests, and the main results will be stated. Section 1V

dedls with an extension to differentiated tax rates, Section V' contains concluding remarks.

I1. A smple modd of optimal income and commodity taxation

For the am of comparison, we first anayze the structure of direct and indirect taxation in a Smple
modd. Let two individuals be given, whose identica preferences over two consumption goods ¢, d

2 A formulation where utility of the heir appears in the testator's utility function (see, e. g. Barro 1974) might be
more suitable for the description of pure altruism. However, the formulation chosen in this paper alows a more



and labor time | are described by a concave utility function u(c,d,l) with partid derivatives W, uy > 0,
u < 0. The individuds differ in ther earning abilities wy < w», which can, by appropriate scaling, be
taken asthelr repective wage rates.

We use amixed primd - dua approach. For any pair of pricesp., pg for ¢ and d, rep., we consider
the Hicksian composite commodity X, and introduce for every individua the utility function V(X, z, p,
Pa) © max {u(c,d,zw;) | pcC + pgd = x}. In this formulation, z denotes gross income or efficient [abor
supply, hence z/w is the labor time for an individua with wage rate w, necessary to supply (and

earn) z. The composte commodity x represents net income. Furthermore, we define the dope of an
indifference curve withrespect tox and zas s i(x, Z,Pe Py) © - viz(x, Z,P:Pg) ! vix(x, Z, P, Py) - We

assume the condition of agent monotonicity

AM: sl(x, Z,Pe Py) > sz(x, Z,P.: Pg), for any x, zand p, Pa.

This standard assumption in optima income taxation theory (see, e. g., Seade 1982) requires that,
for any given prices p, py and for any bundle x, z, the margina rate of substitution between gross
income and composite consumption is lower for the more able individud. An immediate
consequence of this condition is that for any income tax function t(z) depending on gross income, the
more able individua chooses no lower vaue of gross (and net) income than the less able (see
Brunner 1989, p. 26f). This seemsto be a mild assumption (it isimplied by normdity of net income),
which ensures that redigtribution of income (which is observable) from the top to the bottom goes
into the right direction, namely from high to low ability (which itsdlf is unobservable).

Let t,, ty be unit taxes on the consumption goods and C;(X;,z;,p. +tes Py +tg),
di(Xi,z;,p. +te,pg +tg), fori =1, 2, be the demand functions of the individuas. Using, for
amplicity, a utilitarian socid wefare function with weights f; 3 f,, the authority faces a problem of tax

design, which we formulate in two steps. First we take the commodity tax rates t, t4 as given and

determine the optimum nonlinear income tax as the solution of:

convenient treatment without being too specific.



(1 max f1V1(X1’21’ P+t Pgtty)+ f2V2(X21 Zy, P+t Py tty)
14l

S. t.

(2 X +XEz +7, +1(C +Cy) +ty(d; +dy) - pyg,

(3) VZ(XZ’ ZZ' pc + tC’ pd + td) 3 VZ(Xl’Zl! pc + tC’ pd + td) ’
4 X,z3 0.

In the resource congraint (2) (where, for shortness, the arguments of the demand functions ¢ and d;
are dropped) we have assumed a linear production function: p. units of effective labor are used to
produce one unit of ¢, the same for d. This gives py(C: + C,) + pu(dy + o) £ z + 2 - pyg, Where pg
denotes the resource requirement of the state. Adding t(c; + ¢;) + t4(d; + d;) on both sidesleadsto
(2). (3) isthe so-cdled s f-sdection congraint (Stiglitz 1982), which ensures incentive compatibility:
The values of %, z, 1 = 1, 2, determined by the state, must have the property that the more able
individua does not prefer to earn gross (and net) income of the less able, which he could do with less
effort than the latter. (In principle, such a condition should aso be formulated for the less able, but
with the redigributive target expressed by the utilitarian objective, one can show that it is
automatically fulfilled by the optimal solution. See Brunner 1989, p. 190f.%) If (3) is satisfied, then the
government can congtruct a (nonlinear) tax function (say, a step function), such that the less (more)

ablewill just choose the bundle Xy, z (X2, Z, resp.).

Introducing the Lagrange varidbles | and m associated with (2) and (3), resp., we derive the firgt-

order conditions for the maximization of (1) as’

2
6 Vg Ty, T

™ T Cx, X

% Moreover, one can show that with a utilitarian objective, (3) isbinding if u is strictly concave or f; > f,. Thiswill
be assumed in the following.
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Let St tq) bethe vaue of the objective, given the optimum solution of (1) - (4). Our main interest
is, whether commodity taxation is desirable, in addition to the income tax. For thisam, in the second
step we andyze S/t . and 1S/t 4 at t . = t 4 = 0. Applying the envelope theorem, we have
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In (9) and (10), the symbol [1] indicates that the derivative of \* istaken a x,, . By Roy's Lemma,
we have v' / ft.=-¢ % 1 91%;, ™/ ty=-d % / 9IX; . Moreover, we can compute from (5)

and (7), @ to=tq=0;

2 2 2
an 1=V o g = M
X, i, X, ix,

* For shortness, we disregard the possibility of corner solutions except the one withz, = 0.



Using (11), in turn, we can transform (9) to®
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In the same way, we get from (10)

2
I8 Y (- oy

13
( ) It d ﬂxl

With these formulas we can proof

Result 1: Given the optimum nonlinear income tax, if the utility function is weskly separdble in
leisure and the consumption goods, then no commodity should be taxed, i. e, t.=t4=0.
Otherwise, the good which is less complementary with |abor should be taxed.

Proof: As mis a positive multiplier and v/ is positive aswell, thesignsof 1S/ it and 1S/ it
depend on ¢[1] - ¢; and dy[1] - d;, resp. Consider c;[1], which denotes what the more able
individual would demand of good ¢, would his income be that of the less able, i. e, would he
earn gross income Z and net income x. Obvioudy, the difference between ¢[1] and ¢
comes from the fact that the more able individuad would have to work less for the same
income. Now, if preferences are weakly separable, the margind rate of substitution between
c and d is independent of labor supply, therefore ¢[1] = ¢ and d;[1] = dy, which means
1S/t = 1S/ Mty = 0 and no good should be taxed. Otherwise, a positive tax rate

® Note that V1 /1t =- c,[1] W/ X, , where ¢[1] denotes consumption of ¢ by individual two if he had



should be imposed on the good, whose demand increases with leisure. Obvioudy, asincome

isfixed, demand for the other good decreases with leisure, it should be subsidized. QED.
Thus we have reestablished, in our smple modd, the stlandard result of optima commodity taxation
with differing individuas® In the present paper, we are mainly interested in the optimal taxation of
interest income and bequedts. The first of these questions can be answered within the above model
by interpreting the two goods as consumption in two different periods, with py = p/(1 + ), wherer
is the interest rate. Then the above result tells us that in case of weak separability there should be no
(linear) tax on interest income.

We can aso reproduce the well-known properties of the optimal income tax eesily:

Result 2 Assume that commodity taxes are zero. Then the optima margina income tax rae is

positive for the less able individua and zero for the more able.

Proof: Collecting terms and dividing (8) by (7), wefind, witht.=t4 =0,

while (5) and (6) give

_ﬂ_\/llﬁ_l - mv/ 9z,

14 = _
(4 Tz xa | +mW°/ 9,
1 2 2 2
Due to AM, we have - v /ﬂvl>- 1l /ﬂv , moreover | >0, m> 0, v <0,
Tz, T, Tz, % 12,
: ﬂvz ﬂvz
therefore (14) can hold only if (I - m—)/(I + m—) < 1. QED.
fiz, ix,
income X,.



I11. Taxation of bequests

Now we modify the model in order to andyze the taxation of bequests. Analogous to the gpproach
indicated above for the case of interest taxation, we smply interpret good d as bequests, which
produce utility for the testator, be it for dtruistic or strategic reasons, as discussed in the introduction.
The main new eement occuring in this section is that bequests go to the descendants as inherited
wedth, and condtitute a second differentiating factor, in addition to earning ability. This turns out to
be an important fact.

Moreover, bequests build up alink between different generations, hence we have to modify the static
modd of the foregoing Section into a dynamic one. We assume that individuas live for one period,
where they earn income, wnsume ¢ and bequeath d, with prices normdized to p = py = 1. We

indicate periods (and generations) by t. Asin Section Il we introduce the primal - dud utility function
Vit(xt!zt’l+ tal+ty,dig) © max {u(c,diz/wi) | @+ty)c +(L+tg)d = X + di.y @+1)}.
Here r denotes the interest rate, which is assumed constant over time. For smplicity, wage rates are

assumed congtant as well, that is, we do not condder the influence of capitd formation on labor
productivity.”

A specific question in the present framework is how abilities and inheritances are corrdated in the
course of time. We make the straightforward assumption that the descendants have the same ability
as their parents and recelve what the latter bequeath. Certainly, this is a rather pronounced
formulation which brings the ditributive issue to the point. However, if one regards the two types of
individuds as representatives of two didtinct classes of society, between which (nearly) no

intermarriage takes place, then the assumption does not seem to be unredistic.?®

® That commodities are taxed differently in accordance with complementarity/substitutability with labor is
sometimes called the Corlett-Hague rule. (Corlett and Hague 1953)

" In other words, in every period we have the same linear production function depending on (bequeathed) capital
and labor.

® In a sense we could think of two dynasties. These are usually assumed to make decisions with an infinite time
horizon. In our model the tax authority has the power to interfere whenever a new generation appears.



t 4 denotes the tax on bequests in period t, individuals are assumed to care about net bequests d;..°
What makes this problem conceptudly different from that of Section Il is that inheritances enter the
budget condition. In the initid period, inheritances dip are taken as given, later on, they are
determined by individual decisons. For a derivation of results it is necessary to formulate
assumptions on the digtribution of the do. As appears naturd, we assume that initid endowment is

not smdler for the more able individud than for the less able:
BD: le £ dgo.

Moreover, we have to extend the condition of agent monotonicity. We do thisin an obvious way:

AMD: sl(x,z, Pe Py, dp) > sz(x, Z,Ps Py dy) , forany x and zand d, £ d,.

As T°v' / x5 £ 0, by concavity of u, AMD implies thet the margindl utility of net income does not

decrease too fast or that the distance between d, and d, is not too large, compared to the distance

between w; and ws.

As we have now a dynamic modd, an intertemporal norm is required for the socid decison. We
assume again that the socid welfare function is utilitarian, with weights f; 3 f, within ageneration, and
with diminishing weights of later generations, according to a socid rate of time preference g2 0. For
afinite-time horizon T we arrive a the following formulation, where we take the series of tq, t4 as

given and normalize py: to one aswell:

)
(15 max @ (@+0) (RViOup Zyd+ tel+ te,dy ) +

Nedit

f2Vt2(X2t7 Zyd+t g l+ty, Oy q))

s. L.

(16) Xy + X £2Zyy + Zy +to(Cy +C) + g (dy +dz) - Gy, t=1,..,T

° Note that if individual s care about gross bequests, atax on these would be lump -sum in our model.



(17) Vi Zolt tol 4ty dp ) ® VP04 zl+tgltty,dyy), t=1,.,T
(18) X1,z ® 0.

We have agan assumed that only the sdf-sdection condition for individud two is binding in the
optimum. One observes that via bequests the vaues of the variables in earlier periods influence the
decisons of dl forthcoming generations. We abbreviate this link by considering only two generations,
i.e, T=2

The firg-order conditions regarding the variablesin period 1 are given in Appendix A. Smilar to the
procedure in Section 11, the optimum vaue of the socia objective is denoted by S and its derivetive
1S/ ity ,ata =ty =0isderived as (see Appendix A):

1S _ 1 (lﬂvl Tdyy f‘ﬂv2 'ndﬂ)ﬂq

'”"1 Oha[1] - cyy) + ﬂ"z-
Mg 1+g "Mdy Tty 2 Tdy Tty (21[] = mZ(

(19)

LY
ﬂd21 fit di

where the upper index h denotes Hicksian demand and m and my are the Lagrange varigbles
referringto (17) fort =1, 2.

The three terms occuring in (19) have a sraightforward interpretation: The first one shows the net
influence of the bequest tax, whose revenue is digtributed to the individuds via the income tax, on the
inheritances (and, thus, on welfare) of the following generation. Note that own compensated price
effects are dways negative. The second term in brackets is familiar from the foregoing section, it
refers to the difference in bequests, whether the more or the less able individua receives gross (net)
income z; (X1). Its Sgn depends on subgtitutability/complementarity of bequests to labor time and
on the difference between dy and d. The third term expresses the influence of t4 on the sdf-
seection condraint of the following period. Its Sgn is undetermined in generd.

10



The derivation of definite results requires the restriction to a specific type of preferences. In case that

theinitid endowments are identical, we can draw a conclusion smilar to Result 1:

Result 3: Let dig = dy. If the utility function u(c,d,,k) is of theform U(j (c,, d;) +y (k)), wherej is
linear homogeneous, U is concave and y isdrictly concavewithy ' <0 (i. e, uis quaslinear
in net income and leisure, thus aso weekly separable™), then no tax on begquests is optimal.
In fact, bequests should be subsidized.

Proof: We congder the derivative of the intertempora socia objective with respect toty, at tg = 0,
as expressed by (19). With weak separability and because of dyp = dyo We have dy1[1] = dy,
thus the second term in  (19) is zero. Moreover, v3/9d, =
@+ r)ﬂv%/ﬂx22 = (1+nrBU( (cy,dy)+y(ly)), whereB =1j / fx isaconsant, due
to linex homogeneity of j. In the same way, V[Y/Tdy =
@+1)BU ( (cx[Y, dy[l] ) +y (1w, /W,)). The sdf-sdection congtraint is binding,
therefore j (Cp, 0) +Y (1) = | (Coo[l, dppll]) + y (1o, / W) , which means thet the
third term in (19) is zero as well. Findly, we have dready noted thet the first term is negetive,
due to the negativity of own compensated price effects. QED.

The motivation for a subsidy on bequests obvioudy comes from the fact that they create twofold
utility: for the testator and for the heir. It must be stressed, however, that this result is strongly based
on the assumption of equd initid endowments. Closer inspection shows that this is not a reasonable
assumption: If bequests are a norma good, then one can expect that more able individuas will

bequeath more to their descendants than less able, which means that endowments will not be equa in
the following generations. Indeed, for homogeneous j one derives d; = by(t ) (%t + dea(1+1)),

where 0 < by(ty) < 1 and by < 0. A steady state, where d; = d.; = d, is characterized by d =

Xiba(t a)/(1-b gt o) (1+1)).

In view of this, we turn now to the case that unequal capital endowments occur in period one, as a

result of bequests of foregoing generations. We ask, how this additiond differentiating factor, besides

11



differing earning abilities, influences the concluson concerning the desrability of atax on bequestsin
the first generation.™* On this question we formulate two results which indicate the essentia points of
the problem.

Result 4: Let dp < dy and let the utility function be of the form asin Result 3. If bequedts are a
norma good and the compensated demand for bequests is completely inelagtic, then atax on
bequestsis desirable.

Proof: We congder again formula (19). Thethird term in brackets is zero, as was shown in the proof
of Result 3. Completely indastic compensated demand means that the first term is zero.
Findly, normality of bequests and the larger endowment of individua two imply dy,[1] > dy;.
As m > 0 and the margind utility of net income is positive, we find thet the derivative (19) is
positive. QED.

Result 5: Let the utility function be of the form asin Result 3 and U(x) = x. If f; issufficiently larger
than f, and d,, issuffidently smaller than dy, then atax on bequestsis desirable.

Proof: In Appendix B it is shown that with the specification of u, at t 4, = 0, (19) reads

20 = B0 (L 0 (O + oL+ 1) s + G+ D]+
dl g
mB(0)by(0)(dg - dy)(1+1),
where B(0) >0, r 4 (0) < 0 are constants. Moreover
_fi-f5 . (@+1)by(0)
(21) m= > 1+ 1+g )

1% Quasilinear preferences are frequently used in optimal taxation theory. See, e. g., Weymark 1987.
" |In a static model, one would suggest the introduction of a tax on endowments as a first-best measure for
redistribution. In our dynamic model this would only be possible in the starting period. We concentrate on the

12



and not only m, but aso X1 and x; are independent of dp and dyo. In generd, the sign of
1S/ it is indetermingte, as the first term in (20) is negeative while the second is positive.
However, using (21) in (20), one observes that an increase of dy changes 1S/ ity by -
f,C+(f;-f;)D, where C and D are positive congtants. Thus, for sufficiently large f; this change
is podtive, then if dy increases sufficiently, (20) become eventudly positive, which means
that atax on bequestsis desirable. QED.

Remark: As mentioned above, the difference in initid endowments dyo and dy arises as the result of
bequests of foregoing generations, ultimatdy it is determined by the difference in abilities wy
and wW.. In Appendix C an example is provided where, given a steady-gatewith t 4; = 0, the

introduction of atax on bequests is desirable, according to the consderations of Result 5.

The Results 4 and 5 may be interpreted as theoretica underpinnings of awiddy held view on the tax
on bequests, namely that it represents an effective means for redistribution and is necessary because
people differ in initid endowments. However, the tax causes an adverse subgtitution effect. Result 4
states that if this effect can be neglected, then atax on bequests improves socid welfare. Otherwise
the redigtributive motive and the initid differences have to be large enough to outweigh the adverse
effect of the tax (Result 5).

Finaly, we discuss how the existence of beguests changes the optimum margind tax rate on wage

income.

Result 6: Assume that the utility function is of the form as in Result 3 and that the taxes on
consumption and bequests are zero. Then the optima margind income tax rate is negetive for
the more able individud.

Proof: Dividing (A4) by (A3) of Appendix A, after collecting terms, one gets for the more able
individual (note dx1/f1z, = 0 and fv5 / Tidy, = Tv3[1] / d,, for quasilineer utility)

more realistic measure, namely to impose a bequest tax, which is atax on endowments of the following generation,

13
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Theright-hand side of (22) islarger than one, if bequests are normad. QED.

Remark: The analogous expression for the less able individud is, from (A1) and (A2):

v, m ~(, 'nvl) I, ﬂvf_ 1 v fldy )
'”211 X ﬂ 11 '” n 1+ 9 'ﬂdu Xy

(23)
Without the last term n the denominator, the right-hand side of (23) would be lower than
one, as was shown in the proof of Result 2. Thus, with this term subtracted, no definite

satement on the margind tax rate can be given.

The reason, why the existence of bequests cdls for a reduction of the marginal tax rates, compared
to the gtuation in Section 1, again comes from the fact that bequests create twofold utility: for the
testator and for the heir. Therefore, an incentive to work more, which leads to increased income and

bequedts, is efficient.

1V. Differing tax r ates

It isingructive to analyse how the Situation changesif differing tax rates tiﬁ , 1 =1, 2may beimposed
on the bequests of the two types of individuals. To modd this we return to the optimization problem
(15) - (18). In the objective (15) the tax rates tijt instead of t 4 have to gppear as the arguments of
the respective utility functions vit , andogoudy theterm t 4(dy; + dx) has to be substituted by tﬁtd1t +
t ﬁtdZt in the congraint (16). The crucid point arises with the self-sdlection congtraint (17): which tax

rate is rlevant for the more able individua if he would be in the less able's pogtion? We congder
two cases, assuming again aquadilinear utility function, as introduced in Result 3;

but is not afirst-best instrument.

14



1. In the firg case the individuds have identical inherited wedth. Then, if the more able recaves
gross and net income of the less able, bequests of both are the same and there is no possibility for

the authority to impose differing tax rates. As a consequence, t%,t has to be inserted ingtead of t & on
the right-hand side of (17). Straightforward derivations anadogous to those in Appendix A, lead to (at

tg =t5 =0)

h 2
s__1;. vz fdy +m vy (d[1] - dyy),

(24) =
Ty, 1+9 ! Tdyy Tty X

1S o 1 g My fdn, o W Wl fdy

(25) = :
It 51 1+9 ? fd,, Tt 51 fdy  Tdy "1t 51

We know that ‘ﬂdﬂ / it 4 <0, thet the expression containing M is zero due to quasilinearity of u and
that dxy[1] = dy; because of weak separability and equal endowments. It follows that both tax rates
should be negative. The reason for this - perhaps unexpected - condusion isfamiliar from Result 3;
if individuds differ only in abilities, in generd no other tax is desirable in addition to the income tax,
not even for redidributive reasons. However, bequests create twofold utility and should be
subsidized therefore.

2. In the second case the individuals have unequa inherited wedlth, the more able will bequeath
more, even if he is in the less ale's postion. This makes it possible to impose differing tax rates,

which formaly means that tﬁt has to be inserted instead of t & on the right-hand side of (17). We get

@@ty =t5 = 0):

s _ 1, v, Tdp; mﬂvf o

(26) =
1t %11 1+g " fid;; it %il X1

S _ 1 W Ty em Mg e m V2 VL, b,

(27) = -
Mty 1+ 2 9d,, it & X1 Tdy  Tdy ~ Tts

15



Now we arive a the expected result that the tax rate should be negative for the less able and is
indeterminate for the more able (where the tendency is more towards a postive rate, compared to
the stuation in Result 5). The fact that the individuals can be discerned with respect to a second
characterigtic, in addition to ability, makes it possible to employ a second tax instrument, besides the

income tax, in a differentiated way.

V. Concluding remarks

In this paper we have studied the role of atax on bequests and have compared it with that of a tax
on consumption goods and on interest income, in an optima income tax system with individuds
differing in earning ability. While it is known that in such a system there is no role for a consumption
tax nor for an interest tax, given week separability of leisure, a tax on bequests turns out to be
desrable, if there is a strong enough motive for redigtribution. The reason for this result is that with
bequests an additiond differentiating factor must be taken into account: More gble individuas earn
higher income and will thus save and bequeath more to their descendants. Then capital endowments
will differ in later generations, even if they were equd at the "beginning of the world". With differing
endowments, the task of redistribution cannot be performed by an income tax alone, but requires
taxation of bequests.

Idedlly, one would like to redigtribute cgpital endowments in a lump-sum way, but thisisimpossble,
because any redidtributive measure is recognized by the bequeathing generation and digtorts its
decision. Hence, atax on bequests represents a second- best instrument, whose adverse effects have

to be weighted againg its redistributive performance, as was illustrated by Result 5.

In contrast, in the usua overlgpping-generations modds, fird-period savings are used up for
consumption in the period of retirement. Every following generation sarts with zero initid capita
endowments (capitd is in the hands of the retired), thus individuds differ only in earning abilities. In
such a case and with weekly separable preferences, it suffices to redistribute via an optima nonlinear
tax on wage income (seg, e. g., Ordover and Phelps 1979).

12|t should be mentioned, however, that in principlein our model the tax authority could infer individual abilities
from bequests (which are assumed discernible in case 2.) and, thus, turn to first-best taxation. But this theoretical
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The modd, which offered the framework for the analysis of bequest taxation, was based on a
primal-dua gpproach. The formulation of such amodd should be of vaue in amore generd context,
because it seems to represent the Smplest way of studying the optima nonlinear income tax (with its
specific incentive compatibility congraint) and linear commodity taxes Smultaneoudy.

possibility isnever applied in practice.
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