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1. Introduction

The design of the international tax system, in the face of increased globalization, is
a pressing concern for policy makers. The European Union, for example, has conducted
extensive discussions on the feasibility and desirability of tax harmonization and has also
discussed the possibility of forming a fiscal union. Awareness of the ways in which fiscal
policy can be used to mimic tariffs, and in this sense can interfere with the free flow of goods
and services, is increasing. Recent discussion on the tax reform package in the United States,
for example, focused on the extent to which border adjustments were being proposed to mimic
tariffs.! These concerns of policy makers imply that free trade agreements may well need to
be supplemented with agreements on fiscal policy.

In this paper we ask how fiscal and trade policy should be set when countries can
choose these policies cooperatively. Standard dynamic general equilibrium models of inter-
national trade with well functioning markets imply that free trade in goods and services and
unrestricted capital mobility lead to efficient outcomes. With lump-sum taxes available to
finance government expenditures, free trade is desirable. We analyze a model in which gov-
ernment expenditures must necessarily be financed with distorting taxes and ask how fiscal
and trade policies should be jointly set.

We study this question as well as related ones in the workhorse model of dynamic inter-
national trade with multiple countries due to Backus, Kehoe and Kydland (1994), though, as
we argue, the results hold in a variety of other environments. We take the Ramsey approach
to optimal taxation, in that the tax system is exogenously given, and study cooperative Ram-
sey equilibria. We consider taxes widely used in practice in developed economies. We begin
with a benchmark system that taxes consumption, labor income and international trade.

We show that, if governments can make lump sum transfers to each other, every
point on the Pareto frontier has production efficiency. In this sense, we prove an analog
of the second welfare theorem for multi-country environments with distorting taxes. We
show that any point on the Pareto frontier can be implemented by setting all trade taxes

to zero, choosing the optimal time path of consumption and labor income taxes and setting

!See Auerbach, Devereux, Keen, and Vella (2017) for a policy evaluation of the recent destination-based
cash flow tax proposal.



government to government transfers appropriately. In this sense, our theorem implies that
free trade is optimal.

We go on to prove the analog of the first welfare theorem. We show that there is a
point on that Pareto frontier in which government to government transfers are zero. This
results implies that if countries have chosen an allocation associated with this point, then
even if they are prevented from making transfers to each other, no Pareto improvement is
possible.

We show that adding other widely used taxes, such as taxes on corporate income
and returns to household assets, as well as value-added taxes does not change the Pareto
frontier. For a variety of reasons, including minimizing administration and compliance costs,
countries may prefer tax systems other than our benchmark system. Motivated by these
considerations, we begin by considering a system that only taxes labor income, corporate
income and household asset income. We show that any point in the Pareto frontier can be
implemented by setting the tax on corporate income to zero and choosing the other two taxes
appropriately. In this setting, free trade continues to be optimal in the sense that if we allow
for trade taxes, they would be optimally set to zero. We show that it is optimal to tax all
types of household asset income at the same rate. We go on to show that tax systems which
allow only labor and corporate income to be taxed cannot, in general, implement outcomes
on the Pareto frontier.

These results are quite different from those in a closed economy. There, a system with
only labor and corporate income taxes can always implement outcomes on the Pareto frontier.
Since a uniform tax on household asset income is a residence based tax system while a tax
on corporate income is source based, our analysis implies that residence based tax systems
have advantages over source based systems.

Many countries use value-added taxes. The tax base of a value-added tax with border
adjustment excludes revenues from exports and includes expenditures on imports. We show
that such a tax, referred to as VAT with BA, is equivalent to a consumption tax. Thus, a
system that has this tax together with a tax on labor income can implement any point on
the Pareto frontier and trade taxes are not needed. Next, we consider a system in which the

value-added tax has no border adjustment (VAT without BA). Here the tax base includes



revenues from exports and excludes expenditures on imports. We show that a system that
has only a VAT without BA and a labor income tax cannot achieve the Pareto frontier if,
in the benchmark system, optimal consumption tax rates vary over time. Since, in general
consumption taxes vary over time, a system with a VAT without BA and a labor income
tax cannot implement outcomes on the Pareto frontier. In this sense, systems that allow for
border adjustments are desirable.

These results shed light on apparent differences between the literature in public finance
(see Auerbach, Devereux, Keen, and Vella (2017)) and that in international trade (see Gross-
man (1980), Feldstein and Krugman (1990), Costinot and Werning (2018)) on the desirability
of border adjustments. The public finance literature has argued that border adjustments are
desirable while the international trade literature has argued that they are irrelevant. The
international trade literature effectively considers uniform tax systems in the sense that the
VAT tax rate is the same for all goods. We can think of our dynamic economy as a static
economy with an infinite number of goods. If, in the benchmark system, optimal consump-
tion tax rates are constant over time, then the associated VAT tax rate is the same for all
goods so that, regardless of border adjustments, systems with VAT and labor income taxes
can implement outcomes on the Pareto frontier. If, in the benchmark system, optimal con-
sumption taxes vary over time, then the associated VAT rate is different for different goods
an the international trade results no longer apply. Our results help reconcile these differences
and suggest that, in general, border adjustments are desirable. Barbiero, Farhi, Gopinath,
and Ttskhoki (2017) show that permanent changes in border adjustments are irrelevant if they
are unanticipated, while they are not if anticipated. The difference between the two exercises
is that the first change is uniform while the second is not.

The analysis of border adjustments helps compare destination-based with origin-based
taxes on goods and services. A tax system is destination-based if tax rates at the destination
of use are independent of the origin of production (a tax system is origin-based if the tax
rates are independent of destination of use). VAT with BA are destination-based and VAT
without BA are origin-based. Thus our results suggest that destination based systems have
advantages over origin-based systems.

Finally, we argue that our results generalize to other international trade models, such



as Obstfeld and Rogoff (1995), Stockman and Tesar (1995), Eaton and Kortum (2002), and to
models of optimal non-linear taxation which build on Mirrlees (1971), Atkinson and Stiglitz
(1976), among others.

For ease of exposition, we study a deterministic model. It is straightforward to ex-
tend the analysis to stochastic models in which productivity, government consumption and
other shocks generate fluctuations in the aggregates. All our results continue to hold in the
stochastic model. In such models, optimal consumption tax rates will typically vary with
the underlying state, even in the stochastic steady state. These fluctuations may be large
if the underlying shocks are large. This observation strengthens the case for the desirability
of household asset taxes over taxation of corporate income and for the desirability of border
adjustments in VAT systems.

A related paper to ours is Keen and Wildasin (2004). They argue that if governments
cannot make transfers to each other,? then Pareto efficient allocations will typically not have
production efficiency.®> In our analogue of the first welfare theorem, we do not allow for
transfers either. In this environment we show that there is a Ramsey equilibrium which is
Pareto efficient and has production efficiency. Figure 1 illustrates the difference in the results.
This figure shows the utility possibilities frontiers with two countries for environments with
and without transfers. Note that the utility possibility frontier without transfers lies strictly
below the one with transfers, except for point A. This observation is Keen and Wildasin
result. Our analog of the first welfare theorem refers to point A on the figure.

Note that Keen and Wildasin’s result applies even to pure exchange economies without
government expenditures or international trade. In such economies, the utility possibility
frontier without transfers lies strictly below that with transfers, except for one point. In such
economies, the standard first welfare theorem asserts that a planner cannot use transfers
or price distortions to Pareto improve any competitive equilibrium. The logic behind Keen

and Wildasin result is the same as the one behind the familiar result that if a country has

2They show that transfers can be replicated with an export subsidy and a tariff in a model with more
goods than countries, which is generally the case in dynamic economies.

3 According to Keen and Wildasin (2004) the three tenets of optimal international taxation do not apply,
namely the optimality of free trade, the superiority of destination-based taxation of goods, and of residence-
based taxation of capital income.



monopoly power and cannot extract transfers from the other country, it should levy a tariff.
To see the similarity, consider a planner whose welfare function consists of maximizing only
the welfare of, say, country 1 and cannot make transfers. This planner clearly solves exactly
the same problem as the government in the optimal tariff environment.

In any event, we argue that it is reasonable to suppose that governments can make
transfers. To understand our argument, consider point B on this figure which illustrates an
outcome that is consistent with Keen and Wildasin’s result. This outcome has production
inefficiency. Starting at point B, the two countries have strong incentives to move to a Pareto
dominating point like point C in the figure. Moving to point C clearly requires the countries
to give up the taxes and subsidies that distort production, and in return the governments will
make transfers to each other. We can think of compelling reasons for cooperating countries to
prefer direct transfers to inefficiencies in production induced by taxes and subsidies. We think
of the restrictions on tax policies in Ramsey problems as arising from private information on
the characteristics of individuals. These considerations limit the kinds of tax instruments that
governments can use and often rule out lump sum taxes. When it comes to governments,
private information considerations are, in our judgement, likely to be much less important.

Thus, governments are likely to be able to make voluntary transfers to one another.
UZ

with transfers

no transfers

Ul
The paper is organized as follows. In Section 2, we present the two-country economy

model with consumption, labor income and trade taxes. We compute optimal Ramsey allo-

cations and show that trade and capital mobility should not be restricted. In Section 3, we



consider alternative tax systems that implement the same Ramsey optimal allocation. We
first consider a common tax on all household asset income, together with a corporate income
tax (Section 3.1). We also discuss alternative ways of taxing consumption through value-
added taxes with and without border adjustment (Sections 3.2 and 3.3). In Section 4 we
argue that the results extend to other models of international trade and non-linear taxation.

Section 4 concludes.

2. A two-country economy
The model is that in Backus, Kehoe and Kydland (1994) with distorting taxes. There
are two countries indexed by i = 1,2. The preferences of a representative household in each

country are over consumption c;, labor n;, and government consumption, g;,
(1) U'= Zﬂt [Ul (cit, at) + B’ (git)] .
t=0

We assume that u’ satisfies the usual properties and h’ is an increasing, concave, differentiable
function. We assume that the total endowment of time is normalized to be one. Allowing
for government consumption to be chosen endogenously ensures that an equilibrium always
exists. For much of what follows we assume that government consumption, g;;, is exogenously
given.

Each country, ¢ = 1,2, produces a country specific intermediate good, y;;, according

to a production technology given by
(2)  yie + yize = Yie = F* (ke naa)

where y;;; denotes the quantity of intermediate goods produced in country ¢ and used in
country j = 1,2, k;; is the capital stock, n; is labor input and F" is constant returns to scale.
Note that the first subscript denotes the location of production and the second subscript
denotes the location of use. The intermediate goods produced by each country are used to

produce a country specific final good that can be used for private consumption, ¢;;, public



consumption, g;;, and investment, x;;, according to

3)  cit+ gt + i < G (Yris Y2ur)

where G* is constant returns to scale. Capital accumulates according to the law of motion
(4) it = Kiryr — (1= 0) ki

Note that in this economy only intermediate goods are traded across countries and
final goods are not.
If lump sum taxes and transfers across countries are available, the allocations on the
Pareto frontier satisfy the following efficiency: conditions,
i
©) _% TG 1Fi ’
¢ itdnt

n

ui

6) —2=1-64+G, Fl, .,

( ) Bulc,t+1 1L ke

o GG
Gy  G3)
G, G2, .

(8) Gl—j [G%,t—HFkl,t-i-l +1- 5] = GQL [Gg,tHFlitH +1-— 5] ,J=1or?2
g+l gt+1

which, together with the resource constraints, characterize the Pareto frontier. Note that

these conditions imply the intertemporal consumption efficiency condition

1 2 2 1
Ue ¢ Ue t Gj,t/Gj,t

1 - 2 2 1
ﬁuc,tﬂ 5Uc,t+1 Gj,t+1/Gj,t+1

(9) ,J =12

The conditions above mean that there are no intratemporal wedges (conditions (5)),
no intertemporal wedges ((conditions (8)), and no production distortions (conditions (6) and
(7)). We say that an allocation is statically production efficient if it satisfies (7), dynamically
production efficient if it satisfies (8) and simply production efficient if it satisfies both. Static

production efficiency requires that the marginal rates of technical substitution for the two



intermediate goods are equated across countries. Dynamic production efficiency requires that
capital (technically investment) be allocated so as to equate the effective rate of return on
capital across the two countries.

We can use the intratemporal and intertemporal conditions, (5) and (6), to write the
intertemporal condition for labor,
ul G ,F!

nt ,t" nt 7 9 s
ﬁuz‘ - Gz Fz |:1 - 6 + Gi,t+lF]€t+lj| y U= 17 2.
n,t+1 i, t+1" nt+1

(10)

We explicitly characterize this intertemporal labor margin because we are interested in un-

derstanding when it is optimal not to distort this margin.

A. Equilibria with consumption, labor income and trade taxes

Consider now the economy with distorting taxes. Each government finances public
consumption and initial debt with proportional taxes on consumption and labor income, 7%,
and 7}y, trade taxes and a tax on initial wealth, /;,. The trade taxes consist of an export

e

Yy
gty /

tax, 77;;, levied on exports shipped from country ¢ to country j, and a tariff, 7, levied on
imports shipped from country i to country j.

Each country has two representative firms. The intermediate good firm in each country
uses the technology in (2) to produce the intermediate good using capital and labor, purchases
investment goods, and accumulates capital according to (4). Let Vi be the value of the firm in
period zero after the dividend paid in that period, d;q. The intermediate good firms maximize

the value of dividends
(11) Vio+dip = Z Q1 [piayie + (L — 7551) Dijevie — Wanie — Gauae 5 1 # J,
=0

subject to (2) and (4). Here p;j; is the price of the intermediate good produced in country
7 and sold in country j at ¢, wy; is the wage rate, and ¢;; is the price of the final good,
all in units of a common world numeraire. The intertemporal price @); is the price of the
numeraire at time ¢ in units of the numeraire at zero (Qp = 1). Note that we assume that
the intertemporal prices (); are the same in both countries. This assumption captures the

idea that world capital markets are fully integrated.



If we define 7/ +1 to be the return on one period bonds in units of the numeraire between

period t and ¢ 4 1, then it must be the case that

Q:

:1+rf+1,fort20.

The assumption that (), is the same in both countries is equivalent to the assumption that
interest rate parity holds.
The final goods firm of country i chooses the quantities of intermediate goods to

maximize the value of dividends
Z Qs [%’tGi (yiita yjit) — DiitYiit — (1 + T?it) pjityjit] 1 F ]
=0

Household The household’s problem is to maximize utility (1) subject to the budget

constraint

[e.9]

(13) > Qulgiw (1 +75) cu — (1 — ) wani] < (1= Lig) @i,
t=0

with
a0 = Vio + dio + Q_1bip + (1 + 7”({) fios

where a;y denotes net holdings of assets by the household of country i, ()_1b;o denotes holdings
of domestic public debt in units of the numeraire, inclusive of interest, and <1 + r{; ) fio
denotes holdings of claims on households in the other country, in units of the numeraire,
also inclusive of interest. Without loss of generality, households within a country hold claims
to the firms in that country as well as the public debt of the government of that country.
Note again that the assumption that (); is the same in both countries captures the idea that
consumers can freely trade in international asset markets. We explore restrictions on such

trade below.



Government We allow for initial lump sum transfers across governments denoted

by Tjp. The budget constraint of the government of country 7 is given by

(14) Z Q1 [Tiqinci + Tiywina, + TSuDjitYjit T TipDigtYije — Gitit
=0

= Q_1bio — Tio — lioao, @ # J.

Since transfers made by one government are received by the other, we have
(15) TlO + ng = 0.

Combining the budget constraints of the government and the household (with equality)

in each country, we obtain the following balance of payments condition

o0
(16) Z Qu [PijeYije — Piinljie) = — (1 + 7“5) fio = Tio,

t=0
for 7,7 = 1,2 and i # j, and with (1 —I—Tg) Jio+ (1 —1—7“5) fa0 =0.

A competitive equilibrium consists of an allocation {c;t, i, Yije, kit1, Tt }, prices and
initial dividends, {gi, pijt, wir, Qt, Vio, dio}, and policies {Tft,TZf, ,Tfjt,Tfjt,lm,ﬂg,git}, given
kio, Q_1b;o, (1 + T(J; ) fio such that households maximize utility subject to their budget con-
straints, firms maximize value, the balance of payments conditions (16) hold, and markets
clear in that (2), (3), and (4) hold, and (15) is satisfied.

Note that we have not explicitly specified the governments’ budget constraints because
they are implied by the other constraints.

We say that an allocation {ci, 1, Yiji, ki1, i} 18 implementable if it is part of a
competitive equilibrium.

Next, we characterize the competitive equilibrium. To do so, note that the first-order

conditions of the household’s problem include

Uee  (L+75)qu
(17) ——= = - ,
Unpt (1 —75) wy

10



Q1qit (1 + Tft) i

(18) ! (R
Qi41Git+1 (1 + Tftﬂ) o

c,t =

for all ¢ > 0, where Ui,t and uﬁm denote the marginal utilities of consumption and labor in

period ¢. Note that (18) can be used to recover the familiar interest rate parity condition

Ui,t (1 + Tit—i—l) _ u?,t (1 + 75t+1) €141
Buby o (L+75)  pud, (14+75) e

Y

where e; denotes the price of the final goods in country 2 in units of goods in country 1,
namely the real exchange rate.

The first-order conditions of the firms’ problems are, for all t > 0, piitFAt = W,

Q: Diit+1 Qit+1
= —Fk,t—&—l_l__'(l_é)?

19 =
( ) Qt+1 qit qit

where Ff;jt and F, ,i’t denote the marginal products of capital and labor in period t,
(20) pie = (1 —75;) pije, 4,5 = 1,2, and i # j,

(21) qitGé,t = piit, © = 1,2,
(22) @Gy = (14 7Y%,) pjies 3,5 = 1,2, and i # j.

Combining the household’s and firm’s equilibrium conditions, it can be shown that

the value of the firm in (11) is
(23) ‘/;0 + diO = {0 [1 — (5 + G§70Fé70} kiO-

We can obtain the familiar condition that the returns on capital adjusted for the real
exchange rates are equated across countries. To obtain this condition, note that (19) and

(21) can be combined to obtain

Ci+1
Gi,tJrlel,tJrl +1-0= €_t (G%,tHFl?,tH +1-— 5) :

11



The first-order conditions can be rearranged as

(a) Ve o (FTE)
Un, (1—73) G%,tFﬁ,t

(25) U (1+75) (Gl osFl oy 11— 6]

ﬁué’tﬂ (1 + Tft+1) b L ’
(26) Gae _ (L+75,) (1+ 71y G,

Gl (1 —751) (1 — 7o) G%,t

L+ 73 1 -7 Gl G2

(27) ( i) / ( T9ot) 1t [G%,tJrlelthrl +1— 5] 1,t [Gg,tHF,itH 1 5]

(1 + 7_31/27&—&—1) / (1 - 7§2t+1) Gl a G%,tJrl
Comparing these conditions with the ones for the Pareto frontier with lump sum

taxation, (5), (6), (8), and (7), we have that the consumption and labor taxes create an

intratemporal wedge in (24), and that time varying consumption taxes create intertemporal

wedges in (25). The consumption and labor income taxes do not affect the production

efficiency conditions (26) and (27). Trade taxes distort static production efficiency, and, if

they vary over time, distort dynamic production efficiency.

Using conditions (24) and (25), we can write

u; (I =T3) Gz,thi,t

(28) in,t o i i
Bug 114 (1 - TZH) CHPIRY

[Glira P +1-0)]

which makes clear how the taxes affect the labor intertemporal margin. We can also use (25)

and (27) to write the intertemporal consumption condition

(1+ 7-?1/2t) /(1 — TiQt) (1 + T§t+1) / (1 + T§t+1) Ui,t _ Ug,t G%,t/G%t
(1 + T?Qtﬂ) / (1 - T§2t+1) (14+75) /(1 +75) Bui,t—i-l 5U§,t+1 G%,t+1/G]1Lt+1

(29)

that makes clear how time-varying ratios of consumption and trade taxes distort this in-

tertemporal margin.

Implementability
In order to characterize the Ramsey equilibrium, we begin by characterizing the set of

implementable allocations for a given path of government consumption, {g;;}. An allocation

12



{cits Mit, Yije, Kir+1, 2} and period zero policies and prices, {lio, 7, Tio, ¢io }, given {kio, bio, fio}
is implementable as a competitive equilibrium if and only if they satisfy the resource con-

straints (2), (3), (4), and the implementability conditions

(30) > [Bulcq + B, nit] = Wi,

t=0

where

(31) Wio = (1= L) (11—30) (1= 0+ GiyFig) ko + Q_lsjg + (1 + rg;) %} .
The proof of the following proposition is standard and it is omitted.

Proposition 1 (Characterization of the implementable allocations): Any im-
plementable allocation and period zero policies and prices satisfy the implementability con-
straints (30), and the resource constraints (2), (3), (4). Furthermore, if an allocation satisfies
these conditions for some period zero policies and prices, then it is implementable by a tax

system with consumption and labor income taxes.

B. Cooperative Ramsey equilibria

Here we ask how fiscal policy and trade policy should be conducted when governments
can cooperate in setting these policies. We assume that governments can make lump sum
transfers to each other but that taxes on households and firms must be linear. We show
that free trade and unrestricted capital mobility are optimal even when governments must
raise revenues using distorting taxes. Specifically, we show that any point on the Pareto
frontier has free trade and unrestricted capital mobility, as long as governments can choose
transfers appropriately. We go on to show that even if governments are prevented from
making transfers a cooperative outcome with free trade and unrestricted capital mobility
cannot be Pareto improved.

We assume that households in each country must be allowed to keep an exogenous

value of initial wealth WV;, measured in units of utility. Specifically, we impose the following

13



restriction on the policies:

which we refer to as the wealth restriction in utility terms. With this restriction, policies,
including initial policies, can be chosen arbitrarily, but the household must receive a value of
initial wealth in utility terms of W;. Chari et al. (2018) offer a rationalization and a defense
of restrictions of this kind in a closed economy (see also Armenter (2008) for an analysis in
a closed economy with such a restriction).*

Formally, a (cooperative) Ramsey equilibrium is a competitive equilibrium that is not
Pareto dominated by any other competitive equilibrium. The Ramsey allocation is the asso-

ciated implementable allocation.

Ramsey problem

Since a competitive equilibrium is summarized by the implementability constraint and
the resource constraints, it immediately follows that the cooperative Ramsey equilibrium
must solve the following programming problem. This problem is to choose allocations and
period zero policies to maximize a weighted sum of utilities of the households of the two

countries,

(33) W'U' +W?U?

with weights w® € [0, 1], subject to implementability, (30), the resource constraints,

(34) eyt + gir + kirrr — (1 — 0) ki < G (Yuit, Y2it)

and (2), and the wealth restriction in utility terms, (32.
Note that the wealth restriction constraint can be dropped since initial taxes can be

chosen to satisfy it. We assume throughout that for any given welfare weights the solution

4(Clearly if the wealth restriction does not have to be satisfied, it immediately follows that it is possible to
implement the lump-sum tax allocation as the Ramsey equilibrium.

14



of the Ramsey problem is unique.
Next we state and prove the analog of the second welfare theorem for our economy.

To do so it is convenient to define
0" (City s ©') = W' (i, nag) + " [l e + ul, ]

where ¢' is the multiplier of the implementability condition (30). The Ramsey problem, then,

reduces to

2 0o
Max Zwi Z ﬁt ['Ui (Cit> Nt Qpi) + h' (git)} — gOiWi
=1 t=0

subject to the resource constraints (2), (34).

Proposition 2 (Optimality of free tradej: For any welfare weights, there exist
transfers across governments such that production efficiency is optimal. .

Proof: The solution of the Ramsey problem satisfies
Ug,t 1

= — =12
i i i ) )
Unp,t Gi,tFn,t

(35) —

i

U, , , .
(36) —=1-0+ GirrFrryr, 1= 1,2

Bvét—&-l '
G1, G2, '
(37) G1j7 [GitJrlel,tJrl +1- 5] = GQL [Gg,tHFk%tH +1-— (5] ,j=1or2
g+l jRan]
s Gl G
G, G,
These equations imply an analog of the intertemporal consumption efficiency condition
vl V2 G2 /G
(o) o= GG gy

1 = 5.2 2 1
ﬁUC,tH ﬁvc,t—f—l Gj,t+1/Gj,t+1

In the appendix, we report the first-order conditions for the optimal levels of government
consumption.

Conditions (37) and (38) are the production efficiency conditions (8) and (7). It follows

15



that the solution of the Ramsey problem must have production efficiency Q.E.D.

One way of implementing the efficient allocation is to set all tariffs and export taxes to
zero, and use only consumption and labor income taxes. In this sense Proposition 2 implies
that free trade is optimal in a cooperative Ramsey equilibrium.

This observation implies the corollary that even if trade taxes are unavailable and only
consumption and labor income taxes are available the Ramsey outcome is unaffected.

Corollary (irrelevance of trade taxes): The Ramsey outcome in an economy in
which consumption, labor income and trade taxes are available coincides with that in which
only consumption and labor income taxes are available.

The logic behind Proposition 2 can be extended to show that restrictions on capital
mobility are not efficient. To see this result, consider, for example, constraints on the amount
of foreign assets that residents of country ¢ can hold. These constraints can be represented

as adding constraints on the household problem of the form
fiu < fa
Using the evolution of the household wealth, they can alternatively be represented as

(40) Z Qi+s [Qit+s (1 + Tft+5) Cit4+s — (1 - TZ+5) witJrsnitJrs}
s=0

< Vi+di + Qu1bi + <1 +7"(J)c) fir, t>1

These are additional constraints to the Ramsey problem that can be written in terms of
the allocations. Thus, in the solution to the cooperative Ramsey problem it is optimal to
ensure that these additional constraints are never binding. The same logic applies to any
other restrictions on capital mobility, including taxes on capital flows. In this sense, the logic
behind Proposition 2 implies that unrestricted capital mobility is optimal in a cooperative
Ramsey equilibrium.

In order to further characterize the optimal wedges, it is useful to write

i i i i i eni
Vpyp = Ugy [w + @ [1—0t—at H
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vfl’t = ufw [wi + goi [1 + 02” - 0?”“ ,

where
U/i C; Ui T, ’U/i C; U/i n;
gl — ce,t it O_ni _ Ynngt'hit nei ne,t =it cni cn,t' vt
t— i » Yt — i » Y — T i » Yy — T i
uc,t U’n,t un,t uc,t

are own and cross elasticities that are only functions of consumption and labor at time .

Note also that if consumption and labor are constant over time, then the relevant
elasticities are also constant, so v/, and v}, , are proportional to !, and v, ,, respectively. We
say that a competitive equilibrium has no intertemporal distortions from period s onwards if
the allocations satisfy (6) and (10) for all ¢ > s . Since the relevant elasticities are constant
in the steady state we have the following proposition.

Proposition 3 (No intertemporal distortions in the steady state): If the Ram-
sey equilibrium converges to a steady state, it is optimal to have no intertemporal distortions
asymptotically.

For standard macro preferences,

o0 1—0t 14o™
. c —1 n
(41) UZ = E ﬁt L i - nz : ni |
— 1—0 140

following the logic in Chari et. al. (2018), the Ramsey solution has no intertemporal distor-
tions for all £ > 0 and can be implemented with consumption or labor taxes that are constant
over time, but possibly different across countries.

We turn next to proving the analog of the first welfare theorem. In order to do so, we
assume that the initial debts of the governments are zero, b,y = 0 and initial net foreign asset
positions are also zero, fio = 0. We will show that there is a pair of welfare weights, w! and
w?, such that the government-to-government transfers are zero. Without loss of generality,
let w! = w € [0,1], and w? = 1 — w. Let T% (w).denote the transfers to country ¢ under the
Ramsey allocation associated with welfare weight w.

Proposition 4 (Optimality of production efficiency with zero transfers): As-

sume by = fio = 0, for i = 1,2. There exists a weight w € [0, 1] such that transfers are zero,

T (w)=0,i=1,2.
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Proof: Since, by assumption, the solution to the Ramsey problem is unique, it follows
that 7% (w), i = 1,2 are continuous functions. In the appendix, we show that 7" (0) < 0 and
T' (1) > 0. The result follows from the intermediate value theorem Q.E.D.

Remark: The same theorem holds with more than two countries. In this case we can
apply the argument in Negishi (1972) to prove the result.

This proposition implies that a cooperative Ramsey allocation in an environment where

governments cannot make transfers to each other cannot be Pareto improved.

C. Allowing for distributional considerations

In the model above we abstract from the distributional effects of policies within each
country. In this section we briefly address those considerations, allowing for the possibility
that different agents may be affected differently by trade policies.” For simplicity, we consider

only two worker types with equal mass. The production function in country i is described by
Yire + Yior = Yi = F° (kitvn?pn?t) )

where n¢ and n!, are the labor hours of agents a and b in country i. Notice that with this
production function the relative wages of the two agents are endogenous and are a function
of trade policies. A special case in which the relative wage is exogenous is when the two
agent types only differ in their efficiency units but are perfect substitutes in production, as

in F* (ki ng, + n;nY). The preferences of type a agents are
U = Zﬁt [um (C?z‘n n?t) + ht (git)} )
t=0

and similarly for type b agents
An allocation in this economy consists of consumption and labor allocations for each
household a and b,{c},, n%} and {c’, nl, } and aggregate allocations for each country {yijr, kir41, Tt }-

The market clearing condition for the final good is

¢+ b+ gi + wi < G (Y, Yoir)

®Details are available upon request.
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and the capital accumulation equation is (4).
We start by allowing for consumption and labor income taxes that are agent specific.

The intermediate good firm now must pay wages to a and b types according to
piitFria,t = wj;, and piitFrib’t = wft.

The other conditions of the competitive equilibrium are straightforward generalizations of
the homogeneous agent case.

In this case it is straightforward to show that the implementability conditions are the
analogous ones to those in the representative agent model (see Chari et al. (2016)). Here,
whether or not we impose the wealth constraint, the Ramsey allocation need not coincide
with the lump-sum allocation. The reason is that a planner who wishes to redistribute to
one of the two types may choose to use tax distortions to accomplish such redistribution (see
Werning (2007)). Nevertheless, the results in Proposition 2 still hold, so that free trade and
unrestricted capital mobility are optimal.

If, instead, the tax rates on the two agents are restricted to be the same, then there

are additional implementability conditions. In particular the following conditions have to be

imposed:
Uia,tFriLa,t_ uib,tFriLb,t
B Uba s - ufl,,’t
and
uf:a,t o uib,t

Bugaryr  Bugy,

With these extra restrictions it is no longer the case that the result in Proposition 2 is generally
true. If the preferences of the two agent types are the same and their labor inputs are perfect
substitutes in the sense that the production function is given by F (k;,ng, + n;nf), then the

results in Proposition 2 go through, even if the tax rates are required to be the same.
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3. Alternative implementations

Thus far we have considered tax systems which include taxes on consumption, labor
income, and trade. Here, we discuss a variety of other tax systems, including taxes on
the income from different assets and value-added taxes. Our analysis is motivated by the
observation that these alternative tax systems are widely used in practice. We show that no
tax system can yield higher welfare than the tax system with only consumption and labor
income taxes. We show that a variety of tax systems can implement the Ramsey allocation

associated with those taxes. Furthermore, some tax systems do yield lower welfare.

A. Taxes on corporate income and asset returns

Here, we consider a tax system which consists of taxes on labor income, corporate
income, and on the returns of households holdings of assets. We assume a residence-based
system in which the tax rates on returns from different assets are the same. We show that the
Ramsey outcome can be implemented with zero taxation of corporate income and suitably
chosen taxes on household asset income.

We now describe the problems of the firms and the household in each country and

define a competitive equilibrium.

Firms The representative intermediate good firm in each country produces and in-
vests in order to maximize the present value of dividends, Viy + d;gp = Zfi o Qidir, where @y
is the pre-tax discount factor, given by (12a). Dividends, dj, in units of the numeraire, are

given by

(42) diy = pitF(kity nit) — WMt — T?t [pitF(kih nit) — WMy — QitCSk?z‘t] — it [kit+1 - (1 - 5)kit] )

where 7% is the tax rate on corporate income net of depreciation.

The first-order conditions of the firm’s problem are now pz’ithL,t = w;; together with

Q14 Dit+1
(43) #:1+(1—7Z+1) f—+Fk,t+1—5 .
t+1Git+1 Qit+

Substituting for d;; from (42) and, using the firm’s first-order conditions, it is easy to
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show that the present value of the dividends at time zero in units of the numeraire is given
by

qi0

(44) Vio+dy = ZQtdit = [1 +(1—75) <@Fik,0 - 5)} Ppiokio-
t=0
The problem of the final good firm is as before.

Households Here we explicitly allow for sequential trading households. In each
period, households choose consumption, labor supply, and holdings of domestic and foreign
bonds and equity in domestic firms. For simplicity, we assume that households cannot hold
foreign equity. It is possible to show that the Ramsey allocations are the same if households
can hold foreign equity.

The tax base for each unit of bond income, expressed in real terms, is given by
(7{ — (gt — Gir—1) / qit_l) . This way of defining the base ensures that taxes are levied only on
real income. The tax base for equity income taxation, is given by (di; + Vi — Viee1 — (¢t — @ie—1) Vie—1/Gir—1)
per share. Note that this tax base includes dividends received in the current period and ac-
crued capital gains generated by changes in the price of equity as well as an adjustment to
ensure that the base is expressed in real terms.

The flow of funds constraint in period ¢t > 1, for the household in country ¢ in units of

the numeraire is then given by

(45a) QitCit + birr1 + firyr + VieSiera
= (1 — TZ) Wit Tt + [1 +7{ — Tt <T{ — %)} (fzt + b,t>
it—1
it — Qit—1) Vie—
+ (Vie + dit) st — Tt (dit + Vit — Vigo1 — (4 Zt ) Vi l) Sit-
it—1

The period zero constraint needs to be adjusted by the wealth tax and is given in the appendix.
Note that world capital markets are integrated in the sense that pre tax returns on bonds are
the same in the two countries.

The household’s problem is to maximize utility (1), subject to (45a), the relevant

budget constraint at period zero and no-Ponzi-scheme conditions, limy_, o Qir11biry1 > 0,

21



and limy_, o Qir+1fir+1 > 0, where Q;:/Qi+1 is the return on bonds net of taxes,

(46&) QQM = (1 - Tit+1) (1 + T{—}—l) + Tit+1 dit 11 with QiO =1.
it+1

qit

The first-order conditions of the household’s problem in each country are, for ¢ > 0,
(17) with 7§, = 0, and

QitGit i

(47) ul, =
o Qit+1Git+1 A

together with the arbitrage conditions that the after tax return on bonds and equity must be

equated

Qi (Vieyr + dieg1) — Tit1 (Vit+1 — Vit + digy1 — MWt)

48& _ qit
482) B v,

Using the no-Ponzi- scheme condition, the budget constraints of the household, (45a)

and the period zero budget constraint, can be consolidated into the single budget constraint,
o0
Z Qit [Gircit — (1 — i) winie] = (1 — Lio) o,
t=0

where, using (44) as well as sp = 1, the initial asset holdings can be written as

GioVi-1

di—1

an = Qi—1bio+ (1 —Ti0) qio []fo + (1 - 7'?0) (Gi,oFik,O - 5) kiO} + Tio

+|:].+T(J)C—Ti0 (1+Tg— in ):| in

qi—1

It is straightforward to show that the consolidated budget constraint reduces to the

same implementability constraint, (30) with

Wio = (1—1lo) Ui,o (1 —Tio) [1 + (1 - Tfo) (G::,oFik,O - 5)} ko +

; Tq ‘/i— bz ; ;
(1 —lio) e Qo 0+{1+7‘(J;—Ti0<1+n’;_ QO)} fo]'
qi—1 qi,0 Gi—1 Gio

The Ramsey problem can then be thought of as maximizing (33) subject to the implementabil-
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ity constraint (30) with the wealth restriction (32) and the resource constraints. In the Ap-
pendix, we prove that policies can be suitably chosen so that the solution of this problem can
be implemented as a competitive equilibrium. These policies typically require asset taxes.
These asset taxes stand in for time-varying consumption taxes.

Using Corollary 1, it then follows that the Ramsey allocation in the economy with
consumption and labor income taxes coincides with the one in an economy with the taxes
considered here.

Next we show that it is optimal to set corporate income taxes to zero and that,
in general, asset taxes are needed to implement the Ramsey outcome. Using the first-order
conditions of the firms, it is straightforward to show that any competitive equilibrium satisfies
static production efficiency. Next we turn to conditions under which dynamic production
efficiency holds. Using (43) for both countries, as well the final good firms’ conditions we
obtain a version of the interest rate parity condition,

1

Gl
(49) Gl—]’t [1 + (1 - Tlft+1> (G%,t—i-lel,t—&-l - 5)}
G+l

G?,
’ k? ;
= G2J 1+ (1= 7541) (G3 1 Fipia —9)] , for j=1,2.
Jit+1
Clearly, setting both corporate income taxes to zero ensures dynamic production efficiency.

In order to show that asset taxes are needed, we use the households and firms first-

order conditions to obtain

(50) Uf:,t . 1
Ufz,t (1—=7%) Gé,tFé,t‘

and

%

Ue i i
(51) Bui x : =1+ (1—"Titq1) (1 - Tft+1) ( i,t+1Fk,t+1 - 5) .
c,t+

In general, the solution to the Ramsey problem requires time varying intertemporal distor-
tions. Thus, implementing the Ramsey outcome with the system considered here, requires
asset taxes given that the corporate income tax is set to zero. If we set the asset taxes to

zero, it is in general not possible to choose the corporate income tax rates in both countries
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to satisfy both (49) and (51) at the Ramsey allocation.

We summarize these results in the following proposition:

Proposition 5 (Common tax on domestic equity and foreign returns) : The
Ramsey outcome can be implemented with labor income taxes and asset taxes only and setting
the corporate income taxes to zero. In general, the Ramsey outcome cannot be implemented
with labor income taxes and corporate income taxes only.

These results are quite different from those in a closed economy. In a closed economy,
household asset taxes and corporate income taxes distort capital accumulation in the same
way. Thus it is possible to support the Ramsey allocations with labor income taxes and
corporate income taxes, or, equivalently, with labor income and household asset taxes. In the
open economy, a system with corporate income taxes distorts dynamic production efficiency,
by distorting the allocation of capital across countries in addition to distorting capital accu-
mulation. In this sense, a system with corporate income taxes is dominated by a system with
household asset taxes.

Note that we have assumed that the tax rates on domestic and foreign asset income
are the same. If these tax rates are allowed to be different, then it is straightforward to prove
that in the Ramsey equilibrium it is optimal to set these tax rates to be the same.

Thus far, we have considered a decentralization in which investment decisions are
made by firms. Much of the macroeconomics literature considers decentralizations in which
investment decisions are made by households and firms simply rent capital and labor from
households. It is possible to show that with this decentralization the same Ramsey outcomes
can be supported by a tax system under which households assets are taxed at a rate that
may vary across countries but is uniform across assets types.

Our analysis allows for a comparison of residence-based and source-based tax systems.
In our model, a residence-based system is one in which all household asset income is taxed
at a rate that is independent of where the income is generated, but can depend on where
the household resides. A source-based system is one in which income is taxed where it is
generated, namely at a point of production. A corporate income tax is an example of a
source-based system. Since we have argued that household asset taxes have advantages over

corporate income taxes, we have shown that residence-based tax systems have advantages
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over source-based systems.

B. Border-adjusted value-added taxes and labor income taxes

Consider next an economy in which consumption taxes are replaced by value-added
taxes levied on firms with border adjustment. Border adjustment means that firms in a
country do not pay value-added taxes on exports and cannot deduct imports. Taxes on
assets are set to zero, but labor income taxes are not. The value-added taxes are denoted by
T4 We refer to the system with value-added taxes with border adjustment as a VA with BA
system.

The intermediate good firm now maximizes

(52) Z Q+ [(piltyilt + pi2tyi2t) — WyuNgt — Qit%t] - Z QtTft [piityz'it - C]z‘t%’t}
t=0 t=0

subject to (2) and (4), where p;j; is the price of the intermediate good produced in country i
and sold in country j. Note that the final good firm pays taxes on the good sold domestically,
but not when it is exported. In this sense, there is a border adjustment.

The final goods firm now maximizes

(53) Z o [QitGi (Yuits Y2it) — Pracyrie — p2it?J2it] - Z QiTyy [QitGi (Yuits Y2it) — piityiit] .

t=0 t=0
This firm is able to deduct the input produced domestically, but not the one imported. Also
in this sense, there is a border adjustment. The household problem is the same as above,
except that the consumption taxes are set to zero.

The first-order conditions of the household’s problem now include

%

u .
(54) . ‘C,t — Qit , ¢ Z 0
U, 4 (1- TZ&) Wit
and
; Q1qit i
55) wi, = 2Tt _gui 4>,
(55) ! Qt+1Git+1 bt
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The first-order conditions of the firms’ problems for an interior solution are
(56) pii (1 —73) F?i,t = Wit

(57) Q1 (1 - T;)t) = Qi4+1Piit+1 (1 - T;)t—i-l) Fli,t—f—l + Q19111 (1 - T;}t-i-l) (1 - 5))
(58) piit (1 — 73;) = pige, for j # i

(59) ¢uG, = pin

(60) qu (1 —13) G;'-’t = pjit, for j # .

We can manipulate the households and firms conditions to obtain

(61) Vs _ !
u; (1—=73) (1 —=7%) Gg,tFﬁ,t,

n,t

t>0,

(62) Uf:,t (1—73) = (1 - T;]t—&—l) Bui,t—l—l [Git—l-lFli,t—&-l +1- 5)] ;120

together with (7) and (8). Comparing these four equilibrium conditions with the correspond-
ing ones in the economy with consumption, labor income and trade taxes, (24) - (27), we
see that the equilibrium conditions in this economy with VAT with BA coincide with the

conditions in that economy if trade taxes are set to zero and

1

_ v’
1 -7

(63) 1+ 75 =

We have proved the following proposition:

Proposition 6 (Value-added taxes with border adjustment): A value-added
tax system with border adjustment is equivalent to a system that taxes consumption and
labor and has no tariffs.

Since the Ramsey allocation can be implemented by a system that taxes only consump-
tion and labor, this proposition implies that the Ramsey allocations can be implemented by
a value-added tax system with border adjustments. In this sense, a value-added tax system

with border adjustments has desirable features.
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C. Value-added taxes without border adjustment: The role of tariffs

Consider next an economy just like the one in the previous section, except that value-
added taxes are levied on firms without border adjustment. This means that the taxation of
intermediate goods will be source-based. We will show that this system without tariffs cannot
in general implement the Ramsey allocation. If we add suitably chosen import and export
tariffs then the Ramsey allocation can indeed be implemented. We refer to the system with
value-added taxes without border adjustment and with tariffs as a VA without BA system.

The intermediate goods firm in country 1 now maximizes

Z Q: [(1 - Tzljt) (plltyllt + (1 - Tizt) P12tY12t — Q1t$1t) - wltnlt]
t=0

subject to (2) and (4).

The final goods firm in country 1 now maximizes

Z Q: (1= 71,) [0::G" (Y11, y21e) — Prveyune — (1 + Thye) Poreyions] -
=0

Firms in country 2 solve similar problems.

The first-order conditions of the firms’ problems for an interior solution are py;; (1 — 73,) F. , =

wit, (20) - (22) and

Qiqit (1 — 73) = Qer1Piit11 (1 - T;)t—i-l) Fli,t—l—l + Qe41Git+1 (1 - T;}t-i-l) (1-14))

Using these conditions, the equilibrium conditions become (61), (62) and

(1+ Tglt) G%,t _ (1 —759) G%,t
(1 —751) G%,t (1+ Tzl/zt) G%/

(64)

(1+715) (1 B Ti2t+1) (1 - 7'11}t+1) G%,t
(1—7) (1 + 7_11/215—&-1) (1—7%,) Gi,t+1
(1 - T§t+1) G%,t

= (1 — th) G%t : [G%,t+1Fk2,t+1 +1-— 5] .
A+

(65)

[Gi,t+1Fkl,t+l +1- 5}
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Using (62) and (65), we obtain the analog to (29),

(T+7%9) /(1 —75) ui,t u?:,t G%,t/G%t

(1 + 7_?1/2t+1) / (1 - 7§2t+1) 5Uét+1 B 5u3,t+1 G%,t—l—l/G%t—i-l'

(66)

Condition (65) implies that if trade taxes are constrained to be zero in both countries
it is not possible to implement the Ramsey outcome for general preferences. The reason is
that, in general, the Ramsey outcome implies that relative VATSs in the two countries vary
over time in the sense that (1 —7Y,,)/(1—74) # (1 —7%) /(1 —7%). Without trade
taxes (65) is inconsistent with the dynamic production efficiency condition (8).

Once we allow for tariffs, then it is possible to implement the Ramsey outcome. To
ensure static production efficiency, tariffs have to compensate each other so that (64) coincides
with (7). To ensure dynamic production efficiency the tariffs have to suitability vary over
time so as to undo the distortions arising from time varying VATs.

The VAT without BA, if (1 —7Y,) /(1 —74,) is time-varying, distorts the allocation
of capital across countries and does not distort the intertemporal allocation of consumption
across agents in (66). Instead, the VAT with BA does not distort the allocation of capital and
distorts the intertemporal allocation of consumption in (29). The Ramsey allocation has no
distortions in the allocation of capital across countries and has distortions in the allocation
of consumption across countries. Trade taxes can correct for these inefficiencies.

One implementation of the Ramsey outcome has

v e Yy
1—73 N 1 — 75y N 14 79y

(67) =73 1 +Tglt 1 _TTZt'

It is straightforward to verify that with these policies it is possible to implement the Ramsey
allocation. This implementation has an effective export subsidy on good 2 and an effective
import tax on good 1, of the same magnitude of the ratio of the two VATs (1 — 74,) / (1 — 75,).
Trade taxes chosen in this fashion do not distort static production efficiency, and they correct
for the dynamic production inefficiencies induced by time-varying VATs.

We state these results in the following proposition
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Proposition 7 (Value-added taxes without border adjustment): Suppose trade
taxes are constrained to be zero in both countries. Then, for general preferences, the Ramsey
allocation cannot be implemented with a tax system with labor income taxes and value-
added taxes without border adjustment. If trade taxes are unconstrained, then the Ramsey
allocation can be implemented with consumption taxes replaced by value-added taxes and
tariffs.

For standard macro preferences, VATs are constant over time in each country and
therefore there is no need for tariffs. Border tax adjustments in this case are irrelevant.

Proposition 7 is connected to results in international trade. Some of the literature in
international economics (Grossman (1980), Feldstein and Krugman (1990), Barbiero et. al.
(2018), Costinot and Werning (2018) has argued that VAT systems with border adjustment
are equivalent to VAT systems without such adjustment, holding trade taxes constant. The
version of the result applicable to our analysis (see Grossman (1980)) is that a uniform value-
added tax with border adjustment is equivalent to a uniform value-added tax without border
adjustments, in the sense that, taking international prices as given, an individual country
can achieve the same allocations with either system. (The theorem requires qualifications
regarding the availability of initial wealth taxes to ensure that the government’s budget
is balanced and international lump sum transfers to ensure that the balance of payments
condition is satisfied.)

The key requirement in Grossman’s version of the theorem is that value-added taxes
are the same across all goods. If value-added taxes differ across goods, then the two systems
are not in general equivalent. We can think of our dynamic economy as a static economy with
an infinite number of goods. Suppose that the dynamic economy has constant value-added
taxes over time. Then, in the reinterpreted static economy, value-added taxes are the same
across all goods. Inspecting the marginal conditions with BA, namely (7) and (8), and those
without BA, namely (64) and (65), we see that the same allocations can be supported by a
VAT with BA and a VAT without BA with no tariffs in either case. Suppose next that in
the dynamic economy value-added taxes vary over time, so that in the reinterpreted static
economy value-added taxes are different across goods. Then, inspecting the same conditions,

we see that the two systems are not equivalent in the absence of tariffs.
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Our results can also be used to compare destination- versus source-based systems.
To see this comparison, note that a destination-based system is one where tax rates do
not depend on origin, and an origin-based system is one where tax rates do not depend
on destination. In the case of value-added taxes with border adjustment, the goods leave
the country untaxed and are taxed in the destination country at the single value-added tax
rate in the destination country. In this sense, the VAT system with border adjustment is
a destination-based system. With value-added taxes without border adjustments, goods are
taxed at the single rate of the origin country, so that a VAT system without border adjustment
is an origin-based system. Our results imply that if countries are restricted not to impose

trade taxes, then a destination-based system dominates an origin-based system.

D. Lerner symmetry

The arguments in the previous section make clear that any competitive equilibrium
allocation in a VAT system without BA and no trade taxes can be implemented in a VAT
system with BA with the same VAT rates and trade taxes chosen according to (67). The
trade taxes are an effective import tariff and an export subsidy of the same magnitude. The
results regarding the conditions under which VAT with and without border adjustments are
equivalent are related to the Lerner symmetry. This symmetry asserts that for an individual
country taking international prices as given, import taxes are equivalent to export taxes. An
alternative way to state this is that import tariffs together with export subsidies of equivalent
magnitude are neutral. We state a Lerner symmetry theorem formally in Lemma 1, below.
In proving these results we use only the properties that any competitive equilibrium must
satisfy and do not use any properties of the Ramsey allocation.

Lemma 1 (Lerner symmetry) The competitive equilibrium allocations of an econ-
omy with trade taxes given by 79,, and 74;, coincide with the competitive equilibrium al-
locations with trade taxes 71,, and 73, satisfying (1 — 7{,,) = k(1 — 75,,) and (1 +7%;,) =
k(1+74,), for K > 0, provided initial wealth taxes or international transfers are chosen
appropriately.

The proof of the lemma is in the appendix. This change in trade taxes raises all

domestic prices in the world numeraire proportionately, so that py1; = kpi1, Gt = Kque,

30



Wiy = KWig.

The key idea is that a proportional change in import tariffs and export subsidies leaves
domestic relative prices unaffected, although the change requires a change in the level of prices
denominated in terms of the world numeraire. For this reason, the real value of outstanding
assets may change, requiring changes in wealth taxes or international transfers.

No change in the level of domestic prices may be needed if those prices are denoted
in terms of a domestic numeraire, rather than a world numeraire. The proportional change
in trade taxes would require a change in the exchange rate between the world numeraire and
the domestic numeraire. We turn now to a formal proof of this suggestion.

Let tildes denote prices in terms of a domestic numeraire. Let F; denote the exchange
rate between the domestic and the world numeraire measured as units of domestic numeraire
per world numeraire. Then , for example p;;; = E;p11¢- In the Appendix we prove the
following lemma.

Lemma 2 (Exchange rate adjustment). Consider a competitive equilibrium
of an arbitrary economy. Consider now an alternative economy with the same interna-
tional prices in world numeraire, Q);, p12:, p21:, same domestic prices in domestic currency
G1t, P11t, W1, in which allocations, domestic policies and the exchange rate are denoted with
carets. Suppose now policies in the alternative economy satisfy 1 — 775, = x (1 — 79,,) and
1+ 74, = k(1 +74;). There is an equilibrium in the alternative economy, with the same
allocations and domestic policies, and with exchange rates given by E, = E, /K, provided
initial wealth taxes or international transfers are chosen appropriately.

Lemma 2 states that uniform changes in import tariffs and export subsidies have
no effects on allocations or domestic prices. The required changes on prices in the world
numeraire are accomplished entirely by changes in the nominal exchange rate.

In Appendix B we show that if foreign assets are denominated in the world numeraire,
only the initial wealth tax may have to be adjusted. There is no need to adjust international
transfers to satisfy the balance of payments condition for country i = 1 in (16). If, instead,
domestic and foreign assets of country 1, by and fy, are denominated in the domestic nu-
meraire, there is no need to adjust the initial wealth tax, but international transfers may

need to be adjusted.
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Thus far, in this section, we have considered uniform changes in trade taxes. Next,
consider an alternative economy in which trade taxes in period ¢ are given by 1 — 77, =
ke (1 —79y) and 1+ 74, = ke (1 + 735;;). In the Appendix, we show that x; is not neutral if
K¢ # K, for some t and s.

The results in this section shed some light on results in the literature. For example,
Barbiero et. al. (2018) show that, in an economy with sticky prices and no capital, permanent
changes in tax systems similar to the ones studied here have no effects on allocations. This
result is similar to our result that uniform changes in trade taxes have no real effects. They
also show that anticipated changes in tax systems have real effects. This result is similar to
our result that nonuniform changes in trade taxes may lead to changes in allocations. For
another example, Costinot and Werning (2018) show that uniform changes in trade taxes

have no effect on allocations.

4. Remarks on the generality of the results
In this section we argue that our results generalize to other models of international

trade and models of non-linear taxation.

Other models of international trade Thus far, for concreteness, we have focused
attention on one widely used model of international trade, namely that in Backus, Kydland
and Kehoe (1994). This focus allowed us to derive explicit expressions for the optimal wedges
and allowed for a detailed analysis of alternative tax systems. Here we show that Proposition
2 continues to hold in other widely used models of international trade, including Obstfeld and
Rogoff (1995), Stockman and Tesar (1995), Eaton and Kortum (2002). We conjecture that
the analogue of the other propositions would also hold in these other models, but a detailed
analysis in the plethora of these models is beyond the scope of this paper. Proposition
2 is of particular interest because it addresses the central question at the intersection of
public finance and international trade: Is it desirable to interfere with international trade
when governments must finance government consumption with distorting taxes. The other
propositions are also of interest because they address a variety of issues at the forefront of
policy discussions.

In many models of international trade, a vector of final consumption goods is produced
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using labor and possibly initial capital. The models differ in terms of details regarding the
technology including the use of intermediate goods. The technology in these models can be

written as

Y = {(Oz‘t)zo ) (Nit)ch)i() ) k?z‘o}

where C}; and N;; denote vectors of different types of consumption goods and different types
of labor in country ¢ in period ¢, and k;y denotes the initial capital stock in country i. The
technology set Y has constant returns to scale. For convenience we will say that an allocation
is resource feasible if it is in the technology set. Preferences of households in each country

are given by
U' = Zﬁt [Uz (CitaNit)] .
t=0

Suppose now that the government in each country can levy taxes on each type of
consumption good and on the income of each type of labor input and that these tax rates can
be different across consumption goods and labor types. Suppose also that the government
in each country is allowed to levy taxes on initial wealth and is required to respect an initial
wealth constraint as in the benchmark model above, and that governments can make lump
sum transfers to each other. Consider the competitive equilibria of this model. It is possible
to show that any such equilibrium allocation must satisfy an implementability condition of
the form (30) . Since any allocation must also be resource feasible, it follows that no Ramsey
outcome can yield higher welfare than the allocation that maximizes a weighted average
of country welfare subject to implementability and the resources constraints. Clearly, the
solution to this problem is at the boundary of the production set and is therefore production
efficient. It is possible to support this outcome as a competitive equilibrium by (possibly
different) taxes on each consumption good and each type of labor. Thus, this outcome is a
Ramsey equilibrium.

This result shows that proposition 2 generalizes to environments with trade in final

goods as in Obstfeld and Rogoff (1995) and to environments with traded and non-traded

33



final goods as in Stockman and Tesar (1995) and environments with a detailed structure
of intermediate and final goods as in Eaton and Kortum (2002). Proposition 2 does not
generalize to trade models in which firms have monopoly power as in Helpman and Krugman
(1985) and Melitz (2003) or in which there are externalities as in Alvarez, Buera and Lucas
(2013). These environments require corrective tax and subsidy instruments even absent the

need to finance government expenditures with distorting taxes.

Non-linear taxation Here we briefly show how Proposition 2 generalizes to envi-
ronments with non-linear taxation. We consider a Mirrlees-like environment in which the
government can choose a non-linear tax function to finance government expenditures and to
redistribute across households. Consider a version of our benchmark model with a continuum
of households in each country in the unit interval. Household k in country i is indexed by
a parameter «92C . This parameter is constant over time and determines the effective units of
labor supplied by household & in country i. Specifically, a household of type Hf that supplies
n; units of labor, supplies [; = ant units of effective labor. The distribution of household
types is given by H; (6’?)

The cooperative planner observes consumption and effective labor by each household
but not the household type. An allocation in this economy consists of allocations for each
household {ct ((‘)f) Ay (Gf)} and aggregate allocations for each country {v;;, kit+1, zit}. The

resource constraints are the analogs of (2) and (3),
(68) Yire + Yiot = Yir = F (kity/lt (‘95) dH, (Qf)) )

(69) /Ct (Qf) dH; (Qf) + git + 15 < G (Y1it> Yoit) »

and (4). The utility of household of type 6 is given by

(70) U (67) = Zﬂt [u (ct (67) hé_i)) + R (gz-t)] .
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An allocation is incentive compatible, if
(71) 2/3 (ci (0F) 1, (6F) /0%) Zﬁ e (87) 0 (07) 107)

~k
for all 0%, §;. An allocation is incentive feasible if it is incentive compatible and resource
feasible in that it satisfies the resource constraints.

An allocation is a cooperative Mirrlees outcome if it maximizes
W / U (65) d, (65) + ! / U? (65) dJ, (65)

over the set of incentive feasible allocations where J; (Qf ) is a distribution that represents a
combination of the underlying distribution H and Pareto weights over households of different
types.

Suppose now that the preferences of households are a variant of the standard macro

form, in that

(72) ' (c0 (0F),0, (05) /07) = ' (e (9?))—77,-( ( >/9)

1+ om

It is straightforward to show that the Mirrleesian allocation can be supported as a com-
petitive equilibria with nonlinear taxes. Using the same logic as in Atkinson and Stiglitz
(1976), Golosov, Kocherlakota, Tsyvinski (2003) and Werning (2007), we have the following
proposition.

Proposition 8 (Production efficiency and no intertemporal distortionsj: The
Mirrleesian outcomes satisfy production efficiency so that free trade and unrestricted capital
mobility are optimal. Furthermore, if household preferences satisfy (72), then it is optimal
to have no intertemporal distortions.

In this formulation, workers differ from each other on a single dimension, namely the
parameter 6%, that determines the effective units of labor supplied by a worker. If they
differ along multiple dimensions, say because they differ in their comparative advantage

in working in the various sectors, then, the planning problem becomes a multidimensional
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screeing problem and the analysis becomes more complicated. See Hosseini and Shourideh
(2018) and Costinot and Werning (2018) for analyses of optimal trade taxation with restricted

systems.

5. Concluding remarks

We characterize cooperative Ramsey allocations in the global economy. We show that
free trade and unrestricted capital mobility are optimal. In the benchmark model, Ramsey
allocations can be supported by time-varying taxes on consumption and labor income. We
study alternative implementations of the Ramsey allocation including taxation of equity
returns, foreign asset returns as well as corporate income. We show that it is optimal to
tax all types of household assets at the same country-specific rate and not to tax corporate
income. We show that border adjustments are desirable if in the benchmark model it is
optimal to have time-varying consumption taxes. We clarify apparently conflicting views in
the public finance and trade literatures regarding the desirability of border adjustments. We
show that our results hold in a variety of trade models and we extend our results to non-linear

tax systems.
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A. Appendix A: Optimality of production efficiency with zero transfers

In this appendix, we show that there is a cooperative Ramsey solution implemented
with zero transfers across countries. We use consumption and labor income taxes, set trade
taxes to zero, and solve for the optimal level of government consumption. Note that (14) can

be written as

Z Qi gir + lem] — [Z Q: (T5,gircit + Thwani) + Lioaio | = Tho.
=0 =0

The Ramsey problem is to maximize

WU 4+ W2U?

subject to the conditions

o0
[ﬁtu;tcit + ﬂtui%tnit] > Wio
t=0

Cit + Git + Kiry1 — (1= 8) kie < G (y1it, Yoir)

Yire + Yior < F* (kir, nit)
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Let A, €;, and ¢;; be the multipliers on these three conditions.

Proposition: Let W;q = 0. Then there exits a weight w! small enough such that

Tio < 0.

Pf: The first-order conditions of the Ramsey problem include
wlh/(gu) =&t

Thus, as w! — 0, g1; — 0 for all .
Preliminary result 1.

The first-order conditions for an interior solution are
1pt 1 1ot 1 1 ot 1 1 .
w B Uy + N [uy + NP [ucctclt + ucmnlt] =€y

Wlﬁtu}zt + Alﬁtuit + )‘lﬁt [U:Lctclt + u}mtnlt} = _51tF5t
51tGit =0y
5ltG§t = 0oy
52tGig =0y

2
52tG2t = 0y

et = ey (1 —96) + 51t+1F;it
Now, replace d1; and multiply the FOC by quantities
w'Bulcry + N Bl + N B [Uger €l + UgpnaeCre] = Enicry

1ot 1 1t 1 1ot 1 1 271 1 1
w By, ny + XN Buyny + N3 [umtcunu + umtnlt] = —e1,G1, Fynuy
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add them up
B [ulyers + upynae] [w' + N+ A8 [ulycdy + 2ulnuers + upndy| = en (e — G Fynu]
and add over time

oo
t 1
[w' + '] E B [ulere + upymag] +A E B [ubucly + 2ubyniccrs + upynt,] = E v [c1e — G Fpynuy]
=0 =0 =0

Note that, since the multiplier A\! is non-negative and the function w is concave, the term

)\1 Z B cctclt + 2ucntn1tclt + unntn%t}
is negative.5 It follows that

(73) [wl + )\ Wio > Z E1t Clt — Glt tnlt]

t=0

Preliminary result 2.

We relate the term in the right hand side,

E €1t Clt_G1t tnu}

to a term involving the present value of trade balances.

Due to constant returns to scale, Euler theorem implies
(74) ¢+ gu + kg1 — (1= 6) ke = G* (y1ue, v211) = Grynne + Gy

(75) Y11t + vaze = F' (kyynae) = Fhky + Faynag

6The non-neagativity of the multiplier is directly implied by the Khun-Tucker conditions once we allow
each government to make non-negative lump sum transfers to the private agents. We omitted those transfers
from the problem for simplicity.
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The trade balance (in units of the intermediate good produced in country 1) satisfies

Y21:92¢ = Y12:q1e — 1" B1iquy

or, dividing by qi4,

q2t
Yort—— = Y12t — I By
d1t
. . G}
But in a Ramsey allocation £t = =2 so
qit Gy
Gl

2t
Yore =1 = Y12t — T By
Gl
Replacing in (74) above,

i+ g1+ ki — (1 —0) ke = G}tyllt + Gitymt - G%tTBlt

= Git (y11e + Y12e) — GitTBlt

and using (75)
cie+ g + kiper — (1= 0) ke = Gy, Eyku + G1,Flynyy — G1,T By
SO
Cit — GitFétnlt = GitFk}tklt - G%tTBlt — g1 — [kip1 — (1 —0) by .
Multiplying each term by e;; and adding up for all ¢,
io:&t lere — G Foyna] = i eu [GLFuky — GL,TBy — gu — [k — (1= 6) k]
t=0 t=0
Recall that the first-order condition with respect to ki, implies
—e1+ (Gl Fpr + (1= 0)] 1041 = 0,
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So we obtain the preliminary result 2.
(76) Zf’:lt |:Clt — GitFnl,tnlt} = — Z E1t [GitTBlt + glt] + [G%OFliﬂ + (1 - 6)] €1gk10
t=0 t=0
Proof: Using (76) into (73), and noting that when w! — 0, g;; — 0 for all ¢, we obtain

(W' + X Wio > = enGLT By — [GloFry + (1 = 6)] ex0kno

t=0
or
(77) ieltG}tTBu = i 61T By > — [w' + A Wig + [G1oFiy + (1 = 8)] e10ki0
t=0 t=0
As we assumed that Wy = 0, it follows that
i 6uT By > [GioFi + (1 —0)] e10kio
t=0

As the right hand side is positive, this equation implies that

Z 017 By > 0,

t=0

The 914 are the multipliers of constraints

(610)y11¢ + v12e < F* (kg, )

which is the value for the planner of the intermediate goods. Because of production efficiency,
the private and social values of the intermediate goods are the same, so the present value of
the trade balance is positive which means that the transfer is negative.

Remark: Equation (76) makes clear that, given that w' — 0, a weaker sufficient

condition is

- [wl + /\1] Wi + [GioFklo +(1- 5)} €10k10 = 0
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or
)\1W10 S [GiOFklo + (1 — 5)] 810k10.

which is weaker than the one assumed in the proposition. This condition, however, involves
multipliers, which are endogenous.

To understand the role of restricting the value for Wy, imagine that it takes a value
that is higher than the present value of current plus all future national incomes in country 1,
when all taxes are set to zero and all government expenditures are set to zero. Any feasible
allocation therefore requires transfers of resources from country 2 to country 1, independently
of the values of the weights w’. This logic also makes clear that there are high enough values
for Wi and Wy, such that the set of implementable allocations is empty.

This far we have focused on interior allocations. It is possible to extend the proof to

situations in which the solution is at corner, details are available upon request.

B. Appendix B: Border adjustments and Lerner symmetry
Lemma 1 We start by proving Lemma 1. Consider that country 1 introduces an
import tariff and an export tax on all goods. The conditions for the household and firms in

country 1 are

Ui,t (1+75) que

78) — = ,
(78) u711,t (1 —7%) wie
(79) ui,t _ Qi 5Ui,t+1
(T4+75)  Quaqusr (1+754)
Wit
80) Fl, =—
(80) ! D11t

Q1 P1it4+1 11 q1t+1
81 = F +—(1-9
(81) Q41 q1t i q1t ( )

(82) GI, =21

' q1t
(83) P11t = (1 - TT?t)put
(84) QItGé,t = (L + 75y) Pa1s
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The proof of Lemma 1 follows by inspecting the first-order conditions above, (78)
through (84), as well as the household budget constraints written as (30) and (31) satisfied

with an appropriate choice of 510,

1

N U, b
Wio = (1 - 510) ﬁ {(1 -0+ G%,OFkl,O) klo * Q_lcjiz i (1 + Tg) %} '
10

The higher price of the final good in country 1 (and the price of the imported good after the
tariff together with the price of the exported good after the subsidy) reduces the value of
domestic and foreign assets, so that the government must compensate that with a lower tax
on initial wealth ;9. There is no need to adjust transfers to satisfy the Balance of Payments

condition for country i = 1 in (16).

Lemma 2 Let tildes denote prices in terms of domestic currency. Let E; denote
domestic currency per numeraire. Then, for example p;1; = E;p11:. Now when we multiply
all the trade policy terms by k, it is equivalent to letting E, = %, (if kK > 1, the domestic
currency appreciates) and leaving all domestic prices denoted in domestic currency unaffected.

Then, conditions (78) through (84) can be written as
_ ui,t _ (+75)qu

u}l,t N (1—7%) Wy’

~ 1
ui,t - Qr  Qit €1 Buc,tﬂ
(14+75)  Qu1 G e (1 + Tle) ’

Flo— Wit
nt =
P11t

Q1 _1311t+1 €t 1 Qit+1 €

- = Fk7t+1+ ~ (1_5)

Qt+1 qit  €t+1 qit €t+1
1 Dt
Gip=—
q1¢

Prie = By (1 — 74y) Prae
letG;t = By (1 + 75y,) paue
The proof of Lemma 2 follows by inspecting the first-order conditions above, as well
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as the household budget constraints written as (30) and (31) satisfied with an appropriate

choice of [y, as long as foreign assets are denominated in the world numeraire, so as to satisfy

. ul b e
= (1) 22 [0 Ghart 012+ (141f) 222).
10

There is no need to adjust transfers to satisfy the Balance of Payments condition for country
i=1in (16).
Suppose now net foreign assets were denominated in the domestic numeraire. The

value of initial wealth is given by

1
uly Lo bio / fl,O}
Wio = (1 —lig) —————— | (1 — 6 + G+ Fi ) k1o + 7~—+<1+7’>—~ .
10 = (1 = l10) T+ m50) ( 10Fi0) F1o + @ Yo °J Gro

Note that in this case there is no change in the real value of domestic public debt and foreign
assets, so that here is no need to change /5. On the other hand, there is a need to change

the level of international transfers, since the balance of payments condition is now

- K
Z Q: [Pr20v120 — Pareyore) = — (1 + 7"5) Juow Tho.
t=0

Since the foreign assets are denominated in domestic currency, they are now worth more in

units of foreign currency, and country 1 would have to receive lower transfers.

Non-uniform changes in trade taxes We start by taking international prices pa1,
p12t, and @, and allocations as given. We multiply the trade taxes in country 1, (1 + 75;,)

and (1 — 7¢y), by x; > 0. The equilibrium conditions become

ui,t(l —T1) _ Qe

u711,t (1+75) B Wit

Y

Ui,t _ Q11 Qs 5“£,t+1
(1475 qunQepr (1+754)

Flo— Wi¢

n,t —
P11t
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Qe

p11t+1 q1t+1
——F, 1t ——(1=9)

Qt+1 d1t q1t
1 Ky
(1 — 7%9) P12  pe
Glt _ Due
q1t
G%,t Rt

pae (L +75,)  qu
In order for k; to be neutral, it must be that £+, £t 4t gpnd 4L are kept constant
q P11’ Wit qit+1
This can only happen if x; = k.
Changes in trade taxes may also be neutral, if both countries change them in particular

ways. To see this, let both countries multiply (1 + Tﬂt) and (1 — TW) by k;, for i = 1,2 and

j # i. The equilibrium conditions can be written as

ui,t . (1+75)

T n i i
un,t (1 - Tit) Gi,tFn,t

ui,t _ (1 + Tft)
ﬁué,tﬂ (1 + 75

) [Gé,t—HFli,t—&-l +1- 5] ;

G%,t _ R (1+ Tglt) Kat (1 + T?1J2t) G%t
G%t Kie (1= 795) Koo (1 — T5;4) G%,t

Kor (14 709)  Kipr (1 - sztﬂ) Gy, i

Foer1 (14 Tiary1) mue (1= 75901) Glen

(Gl Bl +1 0] = 7 [G3 1 FRip +1 6]

Gl Jt+1

If the adjustments are such that =+ = =22 the policy is neutral.. The nominal

intertemporal price, Q?; Jis adjusting by the same amount “”tl

C. Appendix C: Taxes on assets

In this appendix we show that it is possible to implement the solution of the Ramsey
problem in Section 3.1 as a competitive equilibrium.

We consider a system with income taxation of labor and assets including a corporate
income tax. We consider a common tax on the household’s returns from foreign assets and

on equity returns including capital gains.
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We now describe the problems of the firms and the household in each country and
define a competitive equilibrium. We maintain the assumption that ownership of firms is

domestic, but we will see that this is without loss of generality.

Firm The representative intermediate good firm in each country produces and in-
vests in order to maximize the present value of dividends, Vjo + d;p = Zfi o Qid;. Dividends,

in units of the numeraire, d;;, are given by
(85) diy = PitF(km nit) — WitNir — Tft [pitF(/fm nit) — WMt — Qit5kit] — it [kit+1 - (1 - 5)’%] )

where 7% is the tax rate on capital income net of depreciation.

The first-order conditions of the firm’s problem are now p“-tF,i’t = wy together with

Q+qit Dit+1 1
(86) Q—-:1+(1_7—Z+1) .—FkytJrl—(s .
t+1qit+1 it+1

Substituting for d;; from (85) and, using the firm’s first-order conditions, it is easy to

show that the present value of the dividends at time zero in units of the numeraire is given

by
(87) Vio+dip = ZQtdit = [1 +(1—-15) (?Fik,o - 5)} Piokio-
=0 20

The problem of the final good firm is as before.

Households The flow of funds constraint in period ¢ for the household in country i

in units of the numeraire is given by

(88a) GitCit + birr1 + fir1 + VieSira
= (1 —73) wini + {1 +rf — 74 <r{ — %;&)} (bt + fit)
it—1
it — Qit—1) Vie—
+ (Vie + dit) St — Tit (dit + Vit = Vigo1 — (4 Zt ) Vi 1) Sit-
it—1
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In period 0, the constraint is

(89) gioCio + b1 + fir + Viosia

= (1 — 7'?0) WioT0 + (1 — le) |:1 -+ T(J; — T30 (T’g — %)] (bZO + fzo)
i—1

0 — Gi—1) Vi
(1 - liO) (ViO + dz’O) Si0 — T40 (diO +Vio—Vio1 — (C]() j 1) 1) 5i0:| .
i—1

Dividends and capital gains are taxed at rate 7;; with an allowance for numeraire inflation.
Returns on domestic and foreign bonds are also taxed at the same rate, 7;, also with an
allowance for numeraire inflation.

The household’s problem is to maximize utility (1), subject to (88a), (89), and no-

Ponzi-scheme conditions, limy . Q7110711 > 0, and limp_. o Qiri1 fir+1 > 0 with

Qit
Qit+1

(90a) = (1 = Titg1) (1 + 7{+1> + Tit+1 ittt with Qi =1

it
The first-order conditions of the household’s problem in each country are, for ¢ > 0,

the analog of (17),

; Qit%’t i
91) wul,=—"—"—pul,.
ot Qit+1Git+1 &étl

and

Qi (Vitr1 + dit1) — Tizsa (Vzt+1 — Vig + djyyq — 222 Vz't)

qit

Qit—i—l B VYit ’

(92a)

Condition (92a) implies that

Vitr1 + digy1

1 + T{Jrl = Vt
)

This condition on the two returns can be written, using 1 + th = as

Qt
Qi41’

QiVit = Qi1 Viep1 + Qur1dipsr
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Imposing that limy_, o Qr1Vire1 = 0, then

ZOO Q
t+1+s
‘/it = dit+1+s-
—
s=0

The present value of dividends for the households of country i is a different expression

from the expression above because they pay taxes on the asset income. Using (92a), we have

that

o0

Vio = 1 -7 d
i0 = — Tt Qit+1dit41,
t=0
~a Tt A A _ (I—Tit41)
where 1 —75, ,; =II'_( (1 — T4541), and 1 =741 = [ B The values are the same
‘ 24t Qit

since (1 -7 +1) Qit+1 = Q41 This condition is obtained from (90a).

The value of the firm for the households in country ¢ including the dividends in period

0 1s
ioVie
(96) Vi0+di0—7i0(‘/;0+dio—qo 1)
qi—1
ioVie
= (1_7—i0)<‘/;0+di0)+7—i0q2 L
i—1

Notice that the market price of the firm before dividends, Vg + d;o, is a linear function of the
value for the firm for the households of each country, so that the solution of the maximization
problem of the firm also maximizes shareholder value. That would also be the case if the
stocks were held by the households of the foreign country. This means that the restriction
that firms are owned by the domestic households is without loss of generality.

Using the no-Ponzi-games condition, the budget constraints of the household, (88a)

and (89), can be consolidated into the single budget constraint,

Z Qit [qiecit — (1 — 7)) wani]) = (1 — lio) aio,
=0

50



where

qioVi-1

qi—1

(97) a0 = (1 —T1i0) (Vio + dio) + Tio + {14—7“5—71'0 (14—7"{;— gi0 )} (bio + fio) -

di-1
Using (87) as well as so = 1, the initial asset holdings in (97) can be written as

ioVie
apn = (1—Tio)qo [1+ (1—75) (Gzonko—(s)]kio-i-Tioqo .

qi—1

+ {14—7"{; — Tio (1 —l—T{; o )1 (bio + fio)

qi—1

The interest rate parity condition is obtained from

Q: _ i1 [ k <pzt+1 )]
1+ (1—7; F! -0
Qt—l—l qit ( Hl) qit+1 N

fori=1,2, or

q1t+1 D1t+1 q2t+1 D2t+1
+ {1+ (1—7%40) <q - 5)] = {1+ (1—75.1) (q SR - 5)] .

q1¢ 1t+1 g2t 2t+1

Using the first order conditions of the firms to replace the relative prices of the inter-
mediate and final goods, it follows that

Gt

Gl A [1 + (1 Tlt+1) (Gl t+1Fk1,t+1 - 5)}
Jit+1
G?

- G2—]t [1 + (1 7—21t+1) (G2t+1Fk2,t+1 - 5)} , for j =1,2.

Jit+1

(98)

To get production efficiency, that is, to satisfy (8), we need either to set the two tax

rates to zero or to pick 75, and 7%, | according to

7'1t+1 (Gl t+lel,t+1 - 6)

G1t+1/G2t+1 .
= 7'2t+1 (Gl t+1Fkl,t+1 —0— (W — 1)) , for j =1,2.
]7 ]7
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Using the intertemporal condition of the household (91), and

Qit
Qit+1

Qit+1
+ Ti+1—

Qi
Qt+1 qit

(1 - th-‘rl)

obtained from (90a), together with Q?_j»l = 147/ ,, and combining it with the firm’s condition

(86), together with the first order conditions of firms production decisions, we obtain

z'

(100) B =1+ (1—7i1) (1= 7hp) (Gl Figr — 9) -
c,t+1
The marginal conditions in this economy can be summarized by
u, 1
101) ——— = ,
( ) Ufw,t ( ) Gi th

the intertemporal condition (100), the interest rate parity condition (98), and condition (7),
for all ¢ > 0.

The Ramsey allocation can be implemented with a (possibly time-varying) common
tax on home and foreign assets. Corporate income taxes in both countries either must be
set to zero or must be set according to the difference in real returns in the goods of the two
countries to ensure production efficiency. For standard macro preferences, all the taxes on
assets are set to zero and the labor income tax is constant over time. In this economy with
a common tax on domestic equity and foreign returns, firms use a common price to value
dividends. If relaxed, the restriction that firms are owned by the domestic residents would

not change the implementable allocations.

52



