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This supplement contains two main sections. In Appendix B, we formally derive the
closed forms presented in Sections 3.2 and 3.3 in the main text. First, we present the
derivation for the closed forms in levels for CARA and quadratic utility. Then we derive
the closed form in logs, assuming isoelastic preferences and multiplicative (or Cobb-
Douglas) f. Finally, we extend the model to derive the closed form for the model with
two types of income shocks: a permanent and a temporary shock.

In Appendix C, we derive the expression for the bias in the variance induced by the
use of a pseudopanel (such as the one we consider in our estimations) and explain how
we corrected our estimates and tests to take this bias into account.

APPENDIX B: CLOSED FORMS

THIS APPENDIX contains the formal derivation of the closed forms presented
in Sections 3.2 and 3.3 in the main text. First, we present the derivation for
the closed forms in levels for CARA and quadratic utility. Then we derive
the closed form in logs, assuming isoelastic preferences and multiplicative (or
Cobb-Douglas) f. Finally, we extend the model to derive the closed form for
the model with two types of income shocks: a permanent and a temporary
shock.

The outcome of this appendix is a set of closed-form solutions to our model
which give a structural interpretation, in terms of the marginal cost/return of
effort, of the coefficient ¢ that comes from a generalized permanent income
equation of the form

Aci =T+ ¢pAy/,

where the variable is expressed in levels or in logs, depending on the specifica-
tion, and

1

¢ =

a
with @ > 1 and where % is the marginal return to shirking. Since in our model
wealth effects are absent (at least in the chosen space), the equilibrium con-
tract implements a constant effort level in all periods, which is normalized

'We are grateful for comments received from Marco Bassetto, Richard Blundell, Harald Uh-
lig, three anonymous referees, participants at the 2004 SED annual meeting, and several seminar
audiences. We are also grateful to Margherita Borella for help with the estimations. Attana-
sio’s research was financed by the ESRC Professorial Fellowship Grant RES-051-27-0135. Nicola
Pavoni thanks the Spanish Ministry of Science and Technology for Grant BEC2001-1653.

© 2011 The Econometric Society DOI: 10.3982/ECTA7063


http://www.econometricsociety.org/suppmatlist.asp
http://www.econometricsociety.org/
http://dx.doi.org/10.3982/ECTA7063

2 O. ATTANASIO AND N. PAVONI

to a given number: the first best level of effort. So the whole margin in wel-
fare comes from risk sharing. The incentive compatibility constraint hence dic-
tates the degree of such insurance as a function of the marginal cost of effort.
A lower effort cost/return allows the firm to insure the agent a lot without in-
ducing him to shirk, and the firm uses the entire available margin to impose
transfers and obtain consumption smoothing.

B.1. Closed Form in Levels: CARA Utility
B.1.1. Model

Recall that we can perform a change in variable and assume y, = 6, + ¢, and
u(c,e) =u(c—v(e)), where

1 1
(S1) v(e,) = Emin{e,, 0} + 5 max{e,, 0}, with a>1>b.

Interestingly, as we saw in Section 3.1 for a = b = 1, we are in the standard
ACK case, hence there is no room for risk sharing at all (on top of self-
insurance) and the allocation replicates that of the Bewley model.

Finally, notice that as long as a > 1 (and b < 1), the first-best effort level is
zero. However, the first-best allocation also implies a constant consumption.
This allocation can only be obtained by imposing a constant tax rate such that

/

7, = —1. Obviously, this allocation is not incentive feasible in a world where
effort and productivity are private information of the agent.

The main steps toward the derivation of our closed form are as follows. First,
we consider a relaxed optimization problem. More precisely, we consider an
auxiliary problem for the firm that imposes strictly less stringent incentive con-
straints, the same objective function, and the same technological constraints.
Then we show that the solution for the relaxed problem corresponds to our
closed form. Finally, we show that our closed form satisfies the original incen-
tive compatibility constraint. This implies that the closed-form solution solves
the original maximization problem of the firm.

B.1.2. The Relaxed Problem

We eliminate the time subscript whenever possible. Consider the problem

T
(R)  maxE, [Z ' u(y(6") + (0" — v(y(6") — 0;))}
.y

t=1

subject to, for all 6,1 > 1,

max u(y(0", 0,) + (6", 8,) — q:b — v(y(6, 6,) — 6,))

b,0:<6;

+8V,((674,6,), 6,,b)



RISK SHARING IN PRIVATE INFORMATION MODELS 3

<u(y(6)+7(6") —v(y(8") — 6,)) + 8U,(6"),
t
0>KE [Z (1"[ qs)f(ef)}.
t n=0
In the above formulation, U, (") is the equilibrium utility and it solves

T—t
U.(0") := E, [Z 8 u(y(0) +7(0) —v(y(6) — 6t+s)):|

s=1
= / [u(y(6, 0,.1) + 7(0", 0.11) —v(Y(0) — 0,41))
¢]
+8U1(0', 0,41)] dP(6,1,1160"),

while V,((6'1,0,), 6,, b) represents the highest utility the agent can get by
freely choosing the plan of bonds but telling the truth,

V.((67%,6,), 0,,b)

T—t
_ s—1 t+sy Nt+sy t
_niabe[} 8 u(c(6™) —v(y(0) — 6,1y)) 0}

s=1

subject to
Crs(07) = Y(0"7) + T(0™) + Qi sbiri1 (07°) — by (07,

where in the previous expression, for all s > 1, we denote o+ = (61, 9[,
0ii15...,0,5). Clearly, Ur, = V71 =0.

The maximization problem is relaxed with respect to the original problem
solved by the firm in equilibrium in a number of dimensions. First, the incentive
constraints are only for downward deviations. Second, the deviation is “local”
because it assumes that the agent never lies for more than one period although
he is allowed to deviate for more than one period in the bond decisions after
a first deviation. Finally, bond deviations are also local since the agent starts
with zero wealth at each node in equilibrium.

LEMMA 1: The contract solving problem (R) implements e(6") =0 for all 6'.

PROOF: Take any contract and suppose that for some history 6, we have
e(0") > 0. Then consider the contract that keeps all transfers and recom-
mendations as the previous contract, but at history 6, where it recommends
income y(6') = y(6') — e(6") and zero effort: é(0r_1, 07) = 0 and transfers
T(O)=71(60")+ (1 — %)e(@f ). It is easy to see that, at all histories, the new con-
tract delivers exactly the same argument of the utility function u in equilibrium.
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We have to show that the incentive constraints are all satisfied under the new
contract. The fact that, in the equilibrium for all histories, the arguments of
u are all the same implies that U,(#°) are unchanged for all s and 6*. More-
over, it should also be clear that future values V;,,((6"', 6,.,), ,.,, b) for
all s > 0, " and ém, b do not change either. Finally, since the modification
of the contract leaves the equilibrium utilities unchanged at all nodes (includ-
ing node 6"), the values V,_, (6", 6,_,), 0,_, b) for all k > 1 are also unaf-
fected by the change: since the argument of the utility flow « in equilibrium is
unchanged—and V,_, ((0" %71, 6,_;), @t_k, b) does not contemplate deviations
over declarations after period ¢t — k—the set of consumption plans available by
deviating only in the bond are unchanged by the modification to the contract.

Consider now how the change in the contract might affect the incentive con-
straint in period ¢. Clearly it can affect the incentives for productivity levels
above 6,: call these values 6, > 6, (we include 0, = 6, since the agent with pro-
ductivity 6, might find the bond deviation profitable under the new contract).
Since the equilibrium utilities (both flows u and values U,) do not change, to
verify that the new transfer scheme solves the period ¢ incentive constraint, it
suffices to show that for all b and 0, > 6,, we have

w(y(0'", 6) + (0, 6,) — g.b —v(y(6'", 6,) — ,))
+8U,((671, 6,), 6,,b)
> u(3(6'", 0,) + 70", 0,) — qib —v(F(O, 6,) — §))
+8U,((6'71,6),6,,b).

But again, since U,((6""1, 0,), 6,, b) is unaffected by the change, it suffices to
show that

u(x(6"",0,) + 70", 6,) — qb —v(x(6"", 6,) — 6,)
= u(j’(ot_l, 0,) + %(Ht_la 0,) —q.b— U(}N’(Gt_la 0,) — ét))

The last inequality is true because of the following conditions: If y(6~', 6,) —
6, > e(60'', 0,) > 0, then the change in transfer scheme generates exactly the
same utility to the deviating agent. If y(6'~1, 0,) — 6, < e(6'"', 6,), then the
utility from deviation decreases. We show this by assuming that y(6'~!, 6,) —
0, < 0. The case where e(0') > y(0") — 6, > 0 is a combination of this cases and
the case we just analyzed. We have

t—1 t—1 1 t—1 0
u(y(@ ,0,)+7(0 ’0’)_5()}(9 ,0[)—(9,)>

t—1 1 t—1 t—1 1
=ul y(0 ,Ot)—;y(ﬂ ,0)+7(0 ,(%)+50t
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1
> u(}’(ﬁ”_l, 0,) — =y, 0)+7(6",6)
a

1 1 1 1-
+l=-—=)e(60,0)+-06,]),
a b a

since ( — 3)e(6", 6,) < 0. The case against e(6') < 0 follows from a simi-
lar line of proof. This implies that the equilibrium utility of the agent is un-
changed. At this point, we can try to actually increase the agent’s utility, but we
only need to show that our closed-form solution belongs to the set of optimal
contracts. Q.E.D.

Lemma 1 implies that we can rewrite problem (R) as

T
(R) max E, |:Z 8 tu(o, + 7(0’))i| subject to, for all 6, ¢t > 1,
T(6)
t=1

b,0,<6;

~ A~ 1 4 ~
(Sz) max u(et + T(0t717 0[) - th - ;(et - 0!)) + 8%((6t717 0[)7 Bt’ b)

<u(0,+ 7(01)) + 8Ut(0t)7

0>E, [Z q’r(ef)},

where
T—t
U(0) =E, [Z 5 (01 + r(ef“»}
s=1
= /[u(ﬁ’m +7(0', 0,41)) + 68U (0, 9x+1)] dP(0,4116")
(¢}
and
T—t
V(6. 6,), 0, b):= maxE{Z & u(c(6™)) 0’}
c,b Y
subject to

Crrs(07) = Orys + T(0) + qrisbiy 1 (07°) — by (07,

ASSUMPTION 1: The utility function takes the exponential (CARA) form

1
u(c —v(e)) = - exp{—p(c—v(e))}

with p > 0 and the function v is as in (S1).
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PROPOSITION 2: If preferences are CARA, for each given 6'~', the present
value of transfers (PVT) solving problem (R'), which are defined as PVT, =

Z:;é (TT—o Grrs—1)Teen(0"1), Obeys the following criteria. There are 6", measur-
able functions {n,}_, such that for all 6", t > 1,

n T—t n
(1_[ qt+s1) T(9t+n) = 77:(9[_1) + Z(H qt+s1) [(% - 1> 0[+n]
s=0 0 5s=0

T—t
(3) Y
=0
or, equivalently, forall ', t > 1,

T—t n 1
7.(0") + Z(H Qt+s—1)"’7z+n(0t+n) = 'Ut(etil) + (Z — 1) 0,.
=1 \s=1

In particular, ]_[::—(:(Hfzoqtﬂ_l)q'(ﬂ””) admits a partial derivative with respect
to 0,, and for each fixed past history 0'~' and fixed future 6,,,, ..., 07, we have

(? — ﬁ (0t+n) 1 1
- 1 |7 =\|-— .
20, —~ 2 e+s-1 a

PROOF: Keep in mind that we must show the set of equations
T T-1 1
Tr(07) =nr(0° ) + 5—1 Or,

1
(0" + qromr (0T = (077 + (E - 1) Or_1,

T-1 n
1
71(61) + Z(H qt+'3'1>nn+l(0n) =M+ (E - 1) 0:.
=1 \s=1

We prove our proposition backward. Let us consider our problem in the last
two periods. It is easy to see from our relaxed problem that since the agent
has von Neumann-Morgenstern utility and the firm maximizes the expected
discounted value of profits, the only link across states comes from the incen-
tive constraints In the proof below, we only consider the relevant incentive
constraints

subject to for all 6",

(54) u(Or1 +7(0") + 5/ u(r +7(6""", 01)) dP(6710")
@]
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0 T-2 [ [y
> max ul|Or+7(0" ", 07_1) —qrb— E(HT—I —07r_1)

b.br_1<07_1
+ Sf u(Or +b+ 7072, 674, 07)) dD(6716")
[¢]
and for all 6;_,, 67, and éT <0r,

i NN
(S5) u(or+r(9T—1,0T>>zu(erH("“"’”—;(OT‘GT))' QE.D.

LEMMA 2: If the utility function is CARA, the transfer scheme solving prob-
lem (R') satisfies the following condition: for all 6"~', we have (677!, 6,) —
(077, 07) = —(1—1)(0;.— 07) for all 0y, 6. In particular, the partial derivative
#T(GT) exists and equals (3 — 1) for all 9"~

PROOF: It is easy to see from (S5) (by taking the inverse of the u transfor-
mation to both sides and applying it to all ) that 7(6"~', 6,.) — (67!, 6;) >
—(1- %)(G’T — 0 for all 07, 07. is a necessary condition for incentive compat-
ibility.> Now suppose that for a range of productivities, we have 7(877', 6.) —
(077, 07) > —(1 — 1)(0; — 67) for all 07, 67 € [0 — &, 6} + ]. We claim
that there is a modification to the contract that keeps the same utility to the
agent and reduces the net present value of the transfers for the firm. The new
scheme is such that 7(8” !, 6;) —7(6"~, 67) = —(1—1)(6;. — 67) and for each
node 07!, the new transfer solves f:f; u(0y + 70771, 0:) dP(67)16071) =

96:3 u(0r + 7(0771, 07)) dd(67]0"1). The fact that the new scheme imposes
less consumption dispersion to the agent implies that it is potentially able to
deliver the same agent’s expected utility with lower average transfers. We have
to show that this change is incentive feasible. Let us start with condition (S5).
The new transfer scheme is incentive compatible in the range [0 — &, 69 + €]
by construction. Moreover, it reduces the utility at the top extreme of the range
while it increases agent’s utility at the bottom of the range. Now, from the spe-

cific form of u, we have

/ WO +b+ 707", 07)) dD(0716" ")
(¢}
— expl—pb} / w(Br + 767", 6:)) dD (67167
0]

= exp{—Pb}/ u(Or +7(6""", 07)) dP(6710")
0

2If for a 07 < oo, the transfer scheme has slope less than (1 — é), we can choose 6 > 67 and
obtain the violation of the incentive compatibility constraint when the agent has shock 6.
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= / u(fr +b+7(0"", 07))dd(676")
(C]

for all b. The equality in the second row is true since the new scheme solves
Jou(0r + 70", 01))dP(0r10"") = [yu(0r + T(6"7", 07))dDP(07107).
This implies that the change does not affect (S4) or any other incentive con-
straint (S2) as V;((6'"', 6,), é,, b) are unchanged for all # and b. Note that this
result implies that the transfer 7 is partially differentiable in 6; with deriva-
tive equal to (1 — %) for all 87! and 67 < 6,,.,. Note that when 6,,,, = oo, the
function 77 is partially differentiable everywhere. Q.E.D.

To complete the induction argument we need the following lemma.

LEMMA 3: If a transfer scheme solving (R') is such that for all s > t
ﬁ—‘;SPVTs(GS) =1 —1forall ¢ and all (0,1, ..., 0r), then &%PVT,(HI) =2-1
forall 0" and all (0,4, ..., 07).

PROOF: First note that from the incentive constraint, we have for all 8, < 67,
PVT, (6", 0/) —PVT, (6" ',0,) > (1 — i)(@; — 6)). If this were not true, then
the agent with realization 6} would declare 6, and improve welfare. In particu-
lar, let k = PVT,(68'"!, 6)) — PVT, (6", 6,) and suppose k < (1 — 1)(8, — 6)).
Consider an agent with productivity 6/ declaring 6;. The agent would (have to)
reduce effort so that the argument of the flow utility uin case of zero bond de-
cision would be 6, + 7(6", 6,) — 1 (6, — ) as opposed to 6, + (""", 6,)
when telling the truth. We now show that there is a plan of bonds b such
that telling the truth in the future and choosing the constructed bond plan
improves agents’ welfare. Namely, we show that constraint (S2) is violated
at node 6. The bond plan b is constructed so that the deviating agent gets
exactly the same argument in the flow utility u« for all nodes but the last
period one, where in each of the last period nodes, the agent consumes

er(07) = cr(67) + mé)ﬁ% The bond plan b is constructed as follows.

Let 6+ := (6" 1, 0:, 0115 ..., 0,1¢) be the true history of shocks. Note that the
agent expectations are taken according to the distribution implied by this his-

tory. Moreover, let o'+ .= (61,0, 6,1,...,0,). To obtain the plan of con-

sumption 6,“(@’* Y =5 (07) = 0, + 7(0) for s > 1, the bond plan must
solve for all s > 1:

bz+s(9t+s_1) - q;+sbt+s+1(9t+s) = 77t+s(9[+s_1) - nt+s(ét+s_l)-

*More precisely, for each 07 < 0 choose 67 > 6. We have just shown that for all 67 such
that 6, < 0/, the transfer scheme has constant slope which equals (1 — %).
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Moreover, in period ¢ we have
t ' =1 " ’ t—1 g 1 ’ /1
q:bi1 (09 =10, +7(607,6,)] — | 0, + 7(6 ,0,)—5(0,—9,) .

It is east to see—by straightforward calculations—that the plan satisfies two
key properties. First, it delivers the same consumption plan to the agent at all
nodes but the last, as claimed; this is so because of our inductive hypothesis.

Second, the plan is budget feasible if ¢-(07) = ¢ (67) + (U HIUAAR > cr(07),

[1sas
as claimed.

We now have to show that it cannot be the case that the inequality is strict.
Suppose some range of skills [6" — &, 8° + ¢], and consider the modification
to the contract that makes it an equality and delivers the same expected util-
ity to the agent over this range. We now show that this change is incentive
compatible. The argument is a generalization of the last part of the proof of
Lemma 2. Q.E.D.

ASSUMPTION 2: The stochastic process for skills follows 6, — 0,_, = B(L)v,,
where B(-) is a polynomial of order p in the lag operator L and the innovation v,
is a white noise (serially uncorrelated) process assumed to be normally distributed
with zero mean and variance o. The moving average process is invertible, that is,
the roots of the polynomial B(L) lie outside the unit circle (we normalize By = 1).*
Moreover, assume that q, = q for all ¢.

It should be clear from the proof, that the next proposition—with the ap-
propriate adjustments in notation—can be shown with slightly more general
processes for 6,, as long as linearity in the law and the assumption of Gaussian
shocks are maintained. Moreover, constant g is assumed only for notational
simplicity. The obtained expressions are those in the main text.

PROPOSITION 3: Admit Assumptions 1 and 2. Forall t, T suchthat T —t—1 >
P, the consumption process follows

In(é
C;k+1 - Cf n(p/q) [B(Q)]ZO'Z + B(Q)Uz+1

In particular, if the productivity process follows 6, = 0,_y + v, we have c; | — ¢} =
L+, -y = 1“(5/"” + 2502 + 1v,,1 no matter what are the time horizon
and the sequence of bond prices.

4Obviously, we assume the following initial conditions )y = vy =v_; =--- =v_ p =0 for the
process, where p is the maximum number of lags in the MA component of the process.
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PROOF: First, from ¢, = y, + 7, at all nodes,’ we have that both

T—t-1 T—t—1
(S6) E, Z q”();k+1+n =E, Z qn(yj+1+n + T:<+1+n(yt+l+n)),
n=0 n=0
Tl T—t-1
Bt ) q'clin=Er1 D ¢ Oliren+ 700,
n=0 =0

Using the Euler equation

6 N
exp{—p(c)} = <5> E [exp{—p(c/)}]

and the properties of the normal distribution, we have, for s > 1,

o
ln —
ECH—S_C +S __Z C1+n
o
ln — o -1
Et+1ct*+s = C;:—l + (S - T - E Z Cr+1+n

where o is the variance of consumption growth in period ¢. This implies

q
T—t-1 - In =

l—q""\ . .. & P
E (Eii —EDg’cy = 1—g |:C,+1—Ct+ ’ _Eo-czm

s=1

and, using (S6),

t+1

— C;k :E+ %(Etﬂ _Et)

T—t-1
X |: Z qn (yt*+1+n + T:+1+n(yt+1+n)):| ’

n=0

i = @9 4 p ;2
with I} = =25 + Lo

SOne would obtain the same result for any process for bonds using the standard rearrange-
ments in the permanent income literature (e.g., Deaton (1992)).
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Second, if we apply Lemma 3—in particular, see equation (S3)—together
with 6,,, = y;,, for all ¢, n, since (E,; — E;)n,1(y") =0, we obtain

T—t-1
(K1 — Et)|: Z qn7:+1+n(yl+l+n):|

n=0
1 T—t-1
= (; - 1) (Egq — E,)|: Z q"y:+1+n:|-
n=0
If we now combine the two last expressions, we obtain

* * 1 1-¢ T—1—1 o
(S7) ca—c¢ =1+ El——qT—f(EtH _Et)|: Z 4 Vivisn |

n=0

In2
— 4 P 2
hence I} = LS50

From Assumption 2, for T — t — 1 > p, equation (S7) becomes®

)
lng p 1 1—g T—1—1
Ch = ¢ = e + 5“3, + al—ql D 4"B@vin
n=0
)
In— 1
=1 + Ba'cz, + = B(@) V11
p 2 a

. . . . . 2
Finally, since thq above expression implies tha_t Uft == var,(Ac},,) = Wa%”af,
we obtain the claimed expression for consumption growth.

%Recall that y; follows
Yer1 =Y+ BL) v,
with B(-) of order p. We hence have
(Ei1 —EDyL ) = v,
(Err1 —EDgy; = q(1 + B)vga,
(Eiy1 — Ez)qzy,*g =q*(1+ B1 + B2)vis1,

(E1 —ENG"y 1 =q"A+ B+ -+ Bp)vgy forn> p.

Aslong as T — t — 1 > p, collecting terms vertically, the expression takes the stable form we
indicate in the main text.
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Clearly, the case with purely permanent shocks corresponds to the case
where B; = 0 for i > 1; hence the result is trivial. It is also easy to show that
in this case, b¥ = 0 is consistent with

t
Iy = l —1 forall¢
IV a
and
aTt(yt)

=0 forallt,s>0.
Vi

It is hence easy to see that

* lng p 2 1 * *
(SS) ACH—l = 7 + ﬁa-v + E(yt+l -
forall T < oo and all {g,}]". Q.E.D.

We now use the fact that the tax scheme is linear to show the following
lemma that concludes the proof.

PROPOSITION 4: [fthe agent has CARA preferences, when facing the above tax,
the agent’s problem is concave, so the derived tax scheme is optimal.

PROOF: Note that so far we have shown that the transfer scheme is differ-
entiable. Moreover, the agent’s necessary conditions for e¢?(6") = 0 to be an
optimal choice is

é) — n t+n 1 1
70 ;q (0" € [a L 1]
Since we have shown that - S (o) = 1 —1, the condition is met.
Now note that since ef(6') = 0, at all nodes we have y,(0') = 6'. We can
hence invert the identity map and write the transfer scheme as a function of in-
come histories y’. We have to show that, when facing the optimal tax scheme,
the agent’s problem is jointly concave in {e,(0")}"_, and {b,,;(6")}"_,. Consider
two contingent plans e', b', ¢! and e?, b?, ¢>. Now consider the plan e®, b*, ¢*,
where for all y* and « € [0, 1], we have e*(0') := ae} (0") + (1 — a)e?(6"), and
similarly for b¢ and c{. First of all, since assets enter linearly in the agent’s bud-
get constraint and effort enters linearly in the production function, the concav-
ity of the agent’s utility in ¢ — v(e), and the additive separability over time and
states imply that if we show that ¢* —v(e%) > alc! —v(e})]+ (1 —a)[c? —v(e?)],
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we are done. If we set k, to denote the constant of integration of 7, then an
agent who chooses plan e* of effort at node 6’ gets

t—1
¢ —v(ep) = yi + ) 7y k= v(e)
i=0
t—1
=0+ ¢+ Y 10+ el ]+ k —v(e))
i=0
> [a(6, +e)) + (1 —a)(6, +e))]
t—1
+ Ym0+ e
i=0
x [a(f—i+e;_)+ (1 —a)( b+ e )]
+ k, —alv(e)] + (1 — a)[v(e)]

=alc;, —v(e)]+ (1 — a)lc] —v(e)],

where the inequality in the penultimate row comes from the concavity of v in e.
The last line uses the agent’s budget constraint ¢, (y") =y, + 7(y"). O.E.D.

A final remark: Although the proof of the closed form uses finite time, we
conjecture that by adapting the Proof of Proposition 7 in Cole and Kocher-
lakota (2001), we are able to show that the same closed-form solution for
T = oo is unbounded below, despite u.

B.2. Quadratic Utility

We now maintain the same assumptions on the cost function v (or the pro-
duction function f) as in (S1). Moreover, we keep the linearity assumption for
the process 6,, that is, A9, = B(L)v,, but we do not assume any parametric
distribution for the i.i.d. shocks v, (of course, we need to be able to take expec-
tations). In fact, we now need to assume that @ is bounded above by 6,,,x < 0o
and that agent’s preferences are quadratic:

(S9) u(c—v(e)) = —%(B —(c— v(e)))2 with B> T 6.

Finally, we are able to derive the closed form only within the class of transfer
schemes that admit symmetric cross-partial derivatives. Making assumptions
on endogenous variables is of course not desirable, but note that the incen-
tive constraint always imposes some degree of monotonicity on the transfer
scheme. Since monotone functions on compact sets are absolutely continuous,
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under a few further regularity conditions, we conjecture that one would be able
to show at least almost everywhere differentiability of the transfer scheme. Of
course, the symmetry of the Hessian is an even stronger condition: we did not
investigate how to show it from primitives.

We have the following proposition.

PROPOSITION 5: If the agent has preferences as in (S9) and 6, = 6,_+ B(L)v,,
within the class of transfer schemes that admit symmetric cross-derivatives, taxes
are linear in income histories. Moreover, if 8 = q, the expression of marginal taxes
is exactly as in the CARA case. In particular, for T > t + p + 1, we have

t+1 - B(q)vlﬂ

PROOF: First of all, from Lemma 1, in equilibrium we get e} = 0; hence the
transfer scheme is invertible and we can write it in terms of income histories y*.
We now need a crucial lemma, which uses differentiability.

LEMMA 4: Within the class of transfer schemes that admit symmetric cross-
derivatives, the discounted value of marginal transfers Zn 0 q" "”*”7”) does not
depend on (y,, ..., yr) forall s. They are hence linear functions of ys given y'.

PROOF: Consider the following relaxed problem of the firm: Maximize ex-
pected discounted profits, choosing the transfer scheme subject to the first-
order conditions of the agent, namely for all # > 1 and ¢ > s > 0,

ITrin(Y™) U (Cryn — el+n):|
u(c,—e)

(S10) E—1>Et YZan[

a n fn n n 1
_E, sEt|:26n Tean(YT") W (Crin — €1 ):|Z——1,

wic, —e)

and the Euler equations corresponding to u as in (S9),

_ s5\* S\ -
(Sll) —B + Ct(yt) = (5) Ef[cm(y”“')] - (5) B.

The proof is by backward induction. By looking at the last period of the
problem, we have

arr(y" )
&yT

al»—\

>1+

S| =
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Since the firm aims to insure the agent, the relevant inequality is the second
one. Moreover, given that there is no gain in efficiency in changing the im-
plemented level of effort and that (S11) is not affected as 1ong as the average

value of transfers does not change, the firm will set W — 1 for all
[ . . . T-1
yT~!and yr. This implies a zero cross derivative: W =0 for all ¢. Given

our assumptions on the class of transfer schemes, by symmetry, it must be that

ﬁ”;;y ) is constant in y; forall ¢ < T.

Now consider 77_;. Since ZZ92 does not depend on y;, the effort incentive
ayq

compatibility can be written as

dtr_1(y"h) TT(yT)E [u/(CT)}

+ 6
dyr_1 dyr-1 uw(cr-y)

1
=——1 forall y"?and y;_,.
a

) ~
Since E;_ [0 ] = 2, we have that “= 1070 q‘”T(y ) is a constant for all
w'(cr_1) Iyr—1

y'=2 and yr_;. Again, since the transfer scheme is assumed to have symmetric

arr_1 T ~hH
Iyt

in yr_; (and yr) for all ¢. Going backward, we have our result: Zn g ‘?T"(y ) is
constant in y;, ..., yr for all s. QE D.

cross-derivative, this property implies that +q° TT(ty D s also constant

Given the above results we can apply the law of iterated expectations and
get, for a generic 6 and g,

(S12) |:Z 5" 3Tt+n(y T W (i — €t+n):|

wc, —e)

—E, [Tzl 5 0')7't+n(yt+ ) U (Crin — €i4n)

wc, —e)

+ 8" "Er_,

drr(y") u'(cr — er)
ay,  uw(c, —e)

wic —e;)

_E, [Tzl 5,1(97't+n(y Y U (Crpn — €i4n)

+ 87 E;_
ay, ! 1M'(CT—l —er_1) uw(c—e)

arr(y") w(cr—er) u(cr—y — €T1):|
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—E, Til Y ITein (Y)W (Crin — €14n)
a7 u'(c —e)

+ 8T7t71q

drr(y") u'(cry —er_1)
Y, u(c, —ep)

uw(c, —e)

_E, |:TZZ 5" 3Tt+n(y Y U (Cran — €ign)

(9 B T-1 (9 T / = _
+6T”ET_2< Tr-1(y )+q 77 (y ))u(cT 1 —er_1)
Y oY wic, —e;)

_E, |:T22 5" 3Tt+n(y Y U (Cran — €i4n)

wc, —e)

n 6T—t—2q<f77T—1(yT1) " qﬁTT(yT)) u(cr—o—er_y)
Y a7 u(c, —e)

T—t
n&T n( t+n)
:E’|:Zq %}’

n=0 (9_)7 !

where we repeatedly used the linearity of expectations and the Euler equation.
We are hence done since, given that the obtained taxes are linear, Proposition 4
implies that this transfer scheme is optimal (now within the class of schemes
we consider). Moreover, we are now able to follow the steps for the derivation
of the closed form for CARA utility and obtain a very similar closed form

Since from the incentive compatibility for effort e,, we have E[[Zn 0q" %

- +n
2 = (y : Grebake) S by using the law of iterated expectations, we obtain

T—t-1
(513) (Eq — l)|:Z q'T t+1+n t+1+n):|

1 T—t-1
= (E — 1) (Et+1 - Et)|: Z qnyt*+1+n:|'
n=0

The expressions for the optimal individual taxes 7, can be obtained by work-
ing backward. In Attanasio and Pavoni (2007), we considered generic g and é.
When g # 8, the expressions can get quite complicated even for the purely
temporary shocks. When 6 = g, however, from the Euler equation we have
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E.c/,, = ¢ for all 5. So following exactly the lines of the proof of Proposition 3

above for CARA, namely using the standard rearrangements of the permanent
income literature, we obtain that

* * 1- q ! P . .
G ™G = 1—7q7*’(EhLl - Et)|: Z q (yt+1+n + Tt (yt+1+ )

n=0
1 1 _ q T—t—1 .
= El—iqT—f(EtH - Et)|: Z 9 Vitign |

n=0

Again, for T — t — 1 > p, the expression stabilizes to the claimed one:

*

1
€ =6 = _B@ve. Q.E.D.

B.3. Isoelastic Utility: A Closed Form in Logs

The outcome of this section is an expression for innovation in log consump-
tion of the form analogous to those obtained in Propositions 3 and 4 for the
CARA and quadratic agent’s utilities; that is,

)
In —

1
e,y —Ine; = — L+ S1BOG T + B,

where v, is the innovation to log of income, % is the intertemporal elasticity

of substitution of consumption at two consecutive dates, and A > 0 is such that
Ag < 6 for y > 1. We also obtain expressions for tax rates at different dates.

B.3.1. Model and Derivation of the Permanent Income Equation
Assume a production function of the form
Iny,=Inb, +Ine,
and the process for skills
In0,=In6,_; + B(L)v,.

As for the CARA case, an additional assumption, which is crucial for us to get
an exact closed form, is that the shocks v, are normally distributed with zero
mean and variance o2 (note that we slightly abuse in notation here).

Recall our specification for preferences

- ;¢(€t) 1—y 1
N i_y) =1_yeXp{(l—v)(lnc,—¢(et)1ne,)},
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where ¢ (e) = % fore<1and ¢(e) = % for e > 1. Our aim is to write the prob-
lem in logarithms so as to exploit the analogies to the case in levels. Clearly, the
objective function of the agent is concave in log decisions whenever y > 1 and
the assumptions are consistent with empirical findings.” Since in equilibrium
we have e =1, the Euler equation is the usual one,

) Inc 1 q
(S14) Et|:<tc—+t1> i| =Et|:exp(—7 1n’:>i| =eXp<—WL: + y%o-f) =3

where we used the fact that in equilibrium ¢, is log normally distributed,®
with u, and o7 being the conditional mean and conditional variance of Alnc,,;,
respectively.

Since we implement bF = 0, the budget constraint in equilibrium implies that
Incf(y") =Iny’ +In7/(y"). In what follows, for notational simplicity, we abuse
notation and use y’ to denote the history of log incomes. Since the logarithmic
function is strictly monotone (and y, > 0), every function of y, can be written as
a function of In y, and vice versa. The objective function for effort plans hence
becomes

EOZB’

Given our specification for v and u, the entire objective function can be ex-
pressed in logarithms. It is now easy to see the strong analogy to the case in
levels considered above. In particular, we follow the main line of proof we
adopted for the quadratic utility with the additional feature of log normality to
obtain the precise expression for (deterministic) consumption growth rates as
in the CARA case. If we assume that the transfer scheme 7 is differentiable, the
first-order condition for the log of effort Ine, is

It 1—y t+n
Ciin dlnt.,(y™") 1
S15 E 0" — - =——1.
(515) tz ( ¢ ) dlny, a

eXP {A=y)ny +In7,(y") —v(lne,))}.

n=0

Once again, if the transfer scheme admits a symmetric cross-derivative, we can
show backward that the conditional expectations can be decomposed since

lnTn (')
i does not depend on (10g) Viin-

The strong similarity with the model in levels has one last caveat. Since ¢, is
log normally distributed, we have

1—
Con\ _ Inc,
2| (%) J=mlowlo )

"For the United Kingdom, see Attanasio and Weber (1993).
8For a more extensive argument on this, see the very last section in the Appendix of Attanasio
and Pavoni (2006).
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1 2 2
=expy (L =y + (A —y) oy
Moreover, from the Euler equation (S14), we obtain
1 2 .2
(516)  expy (1 =y +5(1 =)0

1 1
= eXp{—wt + 7250,2} eXp{m + E(l - 27)0,2}

1
Spfs L
:%/\n

where A, :=exp(u, + (% — v)a?) > 0. In the log utility case, when & = g, then

A, = 1.° Similarly, by the law of iterated expectations, assuming constant u, and
2

oy, we get

-y -y -y -y
) el e () e ()
¢ ¢t Cri1 Crin—1
_(2Y

o

Inc,

e fo(1- 2]
t
Cr1

In
= E,[exp{—v Inc }AEI+1 exp{—y
‘

Inc,y,
.EH”lexp{—y s }A]

Inc 1
_ (Y
=% )

’Since w, = 24 + Yo7, then A, = exp(™24 + 552 ¢7), which implies A, < 2 since y > 1. More-

and

Inc,, } N
Inc.y,

over, when u is logarithmic, we have A = 2, which is obviously consistent with

lim E,[exp((l — y)lnc—”’")] =
y—1+ Inc;
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Again using the law of iterated expectations in the same way we did to derive
equation (S12), the incentive constraint (S15) can be written as

(911'1 Tt+n(y ) 1
(S17) K, Z( A" =—-1

Since taxes are linear in the log space and the agent’s objective function is
concave for y > 1, the so-derived scheme is the optimal one within the class
of differentiable schemes with symmetric cross-derivative as it solves the re-
laxed problem (only subject to the first-order conditions), while being globally
incentive compatible.

We can now follow the same steps as for the model in levels to obtain the
desired permanent income expressions: from Inc, = Iny, + In 7, at all nodes,
we get

T—t-1 T—t-1
E, Z (gM)"Incy,,, =E Z (gM)"(Iny/,,,, +1n Tj+1+n(yt+l+n))7
n=0 n=0
T—t—1 T—t-1
Eqi Y (qN)'Ing,,, =Eq Y ()" (ny;,,, +In7), ().
n=0 n=0

By repeatedly using Euler equation (S14), together with the properties of the
normal distribution, we obtain

«
Inc;,, —In¢

_ In(6/q) v 2 1—-¢qd
Ty 27 Tiger
T—t—1
X (El+1 - Et) |: (qA)n(ln y[*+1+n + ln TT+1+n(yt+1+n)):| .
n=0

Finally, from the expression for marginal log taxes, we obtain

—Inc' =

t

et In(6/q) n %0_2

t+1

n=0

Y
1 1-g5 T—t-1 . .
+ EW(EH—l —E) Z (qA) (lny”r”") '

It is hence again easy to see that for T > ¢ + 1 4 p, using the properties of the
ARIMA(p) process we postulated above, the previous expression stabilizes
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into
(S18)  Alnc,, = 2@ v, 1 174 Til( N)"B(gA)
nc,, = = —_——— v
t+1 y 20- a 1 _ (qS)T_t — q q t+1
In(6/q) 1
= 2OID L X oy Blghyvn.
a

Since the polynomial is invertible and 0 < gA < 8, all expressions are well de-
fined. Moreover, from (S18), we obtain that o? := var,(Aln ciy) =
[Zi«”:z)iﬁ O 52— 1B Got 52 a5 claimed above.

B.3.2. Expressions for Taxes

The analysis is tedious but straightforward. Taxes are defined by the two in-
centive constraints: the effort incentive constraints and the Euler equations.
Moreover, since taxes take very complicated expressions for the periods close
to T, we derive the expressions only for stable values, hence for sufficiently
large 7.

The whole analysis is considerably simplified if we describe the transfer
scheme in terms of the histories of the shocks v,. To simplify the notation, we
keep all symbols as above (although this is an abuse in notation of course). Let
v' = (v, ..., v,) be a given history of shocks. By repeatedly applying the law of
motion for In 6,, we have

t—1

(S19)  In6,=In6y+ Y _ B(L)v,..

s=0

We normalized 6, = 1 and that lagged terms in the MA expressions v_;, s =
0,..., p, are set to zero as well by the other initial conditions. It is easy to see
that in the last period, we have

dlntr(v") 1 .
dvr  a

(S20)

this is so since, given v’ !, the agent can lie over vy exactly in the same way as
he would lie over 6,, with exactly the same marginal net costs/returns, as B, = 1.
As before, it is easy to show that taxes are linear in v'. Note, however, that a lie
over v, today affects future income not only through the transfer scheme, but
also via the persistence pattern of the process for 6,. In particular, consider an
agent who lies over v, and then tells the truth over future v,,,;. That agent will
have to lie (implicitly) over all future 6, precisely by the amount of the future
effect of v, over 6,,,. Of course, the agent will then be forced to make income
levels appear to be consistent with the lie, namely y,,, = é,ﬂ. Fort<T — p,we
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hence have (note that we can eliminate the conditional expectation because of
the linearity of taxes)

— T ()
(521) Z(q)\) o

v
s=0 !

1
= (E - 1) [1 +(@OA+ B+ (@O A+ B+ Bo) + -

B(1) }

AP
+(qA) 1—gh

Consider now the Euler equation between periods ¢t and t + 1 for ¢t < T — p.
For b; =0 to be incentive compatible at each node, we have

(S22)  exp{—p(n6, +In7,(v')} = gEt[exp{—p(ln Orp1 +InT (V) Y]

As we saw, the incentive compatibility constraint together with the symmetric
partial derivative assumption implies that there is a function 7,,; such that
In 7, (V) = A0 (V) + 77V v,1,. (Note that the functions 7 are not the same
as the function 7 in Proposition 3 but very similar in nature, namely for all

n 4 l . . . . .
s> 0, ) _ mn ) y Gince ¢, is normally distributed, taking the log

IVt—s t—s
operator on both sides and using the properties of the normal distribution,
since E,v,,; =0, (§22) becomes

(S23)  In6, +In7,(v) =" +E/In6,; + 9,1 (v")

p
= EH—I +1n 6, + Z BivVisi—i + ﬁt+l(vt)7

i=1

where we used the projection result E, 0,1 = 0, + > 7, Biv,41-;. We also used
the linearity of the tax on v, together with E,v,,; = 0. More in general, for all
t,s > 1, we have

min{s,p} p
(S24) IO, +In7(W)=T"+In6+ Y > Bivui+ feu(v).
n=1 i=n

Now, so that (S23) holds true for all v, given v'~', it must be that

dlnT,(v) _ N1 (V') 4B = dln 7 ()

+ Bi.
v, ov; Jv; B
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In general, the Euler equation between periods ¢ and ¢ 45, s > 1, implies

alnT,(v")  dlnTa,(v) e

S25 = i
( ) ov; v, + ; B

Hence, for s > p, marginal taxes become constant. Now, so that both the Euler
equations and the incentive constraint (S21) hold simultaneously, by repeat-
edly using (S25), we have

Z( Ay LTt ) dln TH—s(UH—s)

dln,

=“ﬁ+(”)[1+qA<1—Bl>+<qA>2<1—Bl—Bz>+---
~B()

“W qJ

1
=(5—1)[1+q/\(1—|—,31)+(q)\)2(1+31+ﬁz)+---

,3()]

+(gA)*? q/\

It is hence easy to see that

JdInt,(v")
av,

1
=(E—1)[1+q/\(1+31)+(61/\)2(1+31+Bz)+“-

B) ]
1—gA

+ (gA)”?

/|:1+61)\(1 =B+ (@GN A —Bi—Ba)+ -

Z—E(l)}
1—gA

(-

and, of course, all other taxes can be obtained from this expression using (S25).

Note that « > 0 and, for future reference, that when 8; =0 forall i >0, k =1
dnr () _ dlnTs () 1
SO = : =--1
vt Jvy a

+ (qV)”
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Finally, we derive the expression that relates the change in the cross-
sectional variance of consumption with the change in the cross-sectional vari-
ance of income. Again, so as to have stable formulas, we assume ¢ > p and
t < T — p, so that all the above expressions apply fully. We have

(S26) Inci(6)=Iny +In7/(v')+1In6, +In7 (V')
=0,+ Tt(O)U[ + Tl(_l)vt,l + -+ Tt(fp)v,,p
+1 Dot o T+

where the constant of integration 7, is chosen to satisfy the planner’s budget
constraint and, as we showed above, for all 7, 7. = (% —Dk—pB1—Br—--—
B;. Similarly, for ¢ 4+ 1, we have
Incy,, (0"") = 60,1 + TV + T Ve Tttlp)vwlw
+ 1Py e P o+ (DT,
where for all n, we have 7.} = 7{". Recall that we are interested in comput-

ing the unconditional variance of both the above term and that in (S26), and
then taking the difference. This difference in variances can be stated as

*

Avar(Inc;,,

) :=var(Inc},,) —var(Inc))
= var(0,,,) — var(,) + var(z;,, (v'"")) — var(7;(v"))
+ 2[cov(B,11, 71 (V) — cov(B,, T/ (V)]
Now note that
var(In7(v') = ([7O +---+ A+ 1= p)[r"T) o2,

while

Var(ln T;F+1(vt+l)) — ([71(3)1]2 44 (2 +1t— p)[Tizlﬁ)]z) 0'3.

(=n) _ _(=n)

Moreover, for t > p, 7,.\" = 7,7, we have

var(In7 (V")) —var(7} (v")) = [Tt(ip)]zgz’

v

(=5)
i1 Vipi—s) fors<p,

cov(8,, 77Vv,) = cov (41, T
and

(=p) (=p) (=p) 2
cov(0,, 7, T viss) = OV(0i11, Ty Virios) = Tpat B(D)o,  fors> p.
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Given that for ¢ > p, only the correlation with v; remains in the ¢ + 1 terms, we
have

cov( 041, ), (V) — cov(6,, T (V') = frt(;f),B(l)af.
In summary,

Avar(Inct,,) = Avar(6,,,) + [ P o2 + 277 B(1) o2,

t+1
Finally, since from the definition of 6, in (S19), for ¢ > p, we have
Avar(Iny; ) =Avar(In6,,,) = [B(l)]zof >0,
which implies

, B +7 PP

Avar(Inc;,,)=[B(1) + Tf;{’)]za'v BOF Avar(Inyy,,),

where we recall that

cp _ (1 _ 1) [1+ AL+ B1) + (gL + Bi + Bo) + -]
o a [1+gA(1—B1)+ (gA)*(1— By — B2) + -]
- B()+1;

hence B(1) + 7" =1+ (! — 1)k and

1+ (% — l)K 2
(S27)  Avar(Inc;,,) = (T) Avar(lny;, ).

Since both B(1) > 0 and k > 0, the parameter « is identified. Moreover, for
B; =0 for all i, we have

1
(S28)  Avar(Inc;,,) = ;Avar(ln Vi)

B.4. An Extended Model With Two Types of Shocks

We now briefly present an extension of our model that allows for two types
of (independent) shocks to income, with different degrees of persistence. Al-
though we develop the model in levels, very similar expressions can be derived
for the log-linear case.

Assume agents have preferences over ¢, /,, and e, as —% exp{—p(c, — e, —
[,)}. Moreover, assume that individual income can be decomposed into two
components, that is, y, = x, + &, where x, = f(6/,¢,) and & = g(v!,1,). In
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this model, x, represents the permanent component of income as 6 = 67 | +
v/, with v/ i.i.d., while & represents the temporary component, as v is i.i.d.
The production function f is as in (13), and a similar functional form for g is
assumed:

gt = g(v[T7 lt)
=v" +a” min{l,, 0} + b max{/,,0} with a’ >1>b".

Since effort is again time constant, in equilibrium, the income process dis-
plays the process'’

(S29)  yi=ya+ul+ A

We now follow a line of proof very similar to that used for the baseline model
and we show that the reaction of consumption to the different shocks for 7' —
oo can be written as'!

._In(6/q)  p[(1 ’ 2 1—q\’ 2 L, 1-q,
(530) Ac; = P +5 E o+ 7 o,r +EU;+7U[,

where, for consistency, we denoted by a” the slope of f for e, <0.

The closed form for the version of our model with two types of shocks pro-
vides a structural interpretation of recent empirical evidence. Using the evo-
lution of the cross-sectional variance and covariance of consumption and in-
come, Blundell, Pistaferri, and Preston (2008) estimated two parameters, ¢
and ¢, that represent the fraction of permanent and temporary shocks re-
flected in consumption. Within our model, estimates of these parameters can
be interpreted as the severity of informational problems for income shocks of
different persistence.

B.4.1. Proof of the Closed Form Expression (S30)

The analysis is performed separately for the two types of shocks. Obvi-
ously, e = [* =0 at all nodes. We can hence equivalently describe the transfer
scheme in terms of incomes. In the presence of both permanent and tempo-
rary shocks, the firm should obviously condition its transfers on &, = g(v, [,)
realizations as well. Denote by A" = (x', ¢') the combined public history. In the
CARA case, by following the same line of proof as for Proposition 3, we can

10We could easily allow the temporary shock v” to follow a MA(p) process.
"The corresponding expression for the model in logarithms is

. I/ v 1Y 1-2q\? 1 1-Agq
AC:-H = ¥ + 2(\ ar 0'31’ + al 0-37 + EU{’ﬂ + vtT+l'

al
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show the differentiability of the scheme and the first-order conditions of the
agent by solving

T—t
J " ht+n ! w— N _l " 1
E, Z 5" Tran( )u (Cz/+ €t t4n) -~
— 27 wic,—e —1) a’

and

b

E, Z 6n|:(77t+n(ht+n) U (Crin— €rin — lt+n)i| _ i _
u(c,—e, —1,) ar

where, for consistency, we denoted by a” the slope of f for e, < 0. By the

same proposition, the slopes ™ do not depend on histories before or

after period ¢, so we can use the Euler equation and apply the law of iterated

expectations to get, for a generic 6 and a deterministic sequence of bond prices

(in the notation below ¢ stays for x or §),

w(c,—e —1)

I—t [/ n (BT
=E, |:Z (H qH—s—l) %} .

n=0 \s=0

atnhH—n t+n tn_ltn
Et|:25" Trgn( ) U (Crin — €1y + ):|

Of course, in the quadratic utility case, exactly the same expression for
marginal taxes can be obtained by assuming that the transfer scheme admits
symmetric cross-derivatives in all elements of A’. If we write the expressions
for a constant g, we get

T-

t+n
(531) Z l97't+n(h ) i—l,

Z am (e _ 1
n=0 X1 Car
Assuming CARA (or quadratic) preferences, for permanent shocks (i.e., x, fol-
lows an ARIMA(0)), the Euler equation implies that only contemporaneous
marginal taxes are positive and

dlnr,(y) 1

=——1.
Jdln x, a
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In this case, absent temporary shocks, we have

)
In —

1
All’lCH_l = —q + ZO'CZ + _U[+1.
v 2 a

Since from the above expression, the variance of log consumption is o2 =
+o;,we have

In —
1
($32) o) =(--1)lny+t|—2L+Le?|+Inn
a vy 2a?

if we add temporary shocks. Since the analysis can be done independently, by
comparing Euler equations at different dates, we can easily show that the tax
rates for the purely temporary shock are related as

Ii(h') 9745 (h'*)
9E 9

It is hence easy to see by direct inspection of (S33) and (S31) that, as T — oo,
the expressions for transfers become

(S33) 1+ >0 forallt,s>0.

1-¢q

al ’

1
1+7,=— and 147:=
ab

t 7 /H—k
where 147, =1+ 29 and 1+ 7, = 1 + 220 = b2 for k > 0. Hence
tax rates are time- 1nvar1ant and the agent’s consumption reaction to income

shocks is given by'?

1 1-

]_ _
Aci =T +—Ax + qu,H r+— Ty

z+1+ a7 Vii1s

where I' > 0 and I' = 0 when u is quadratic and 6 = q.

As explained in the proof of Proposition 4, all the above expressions consti-
tute optimal transfer schemes since the agent’s problem is concave because all
taxes are linear in all arguments.

12As should be clear from the analysis for the isoelastic model, the corresponding equation for
the model in logarithms is

q 1 1)“1T

1-
Alncy = F+ Alnxz+1+ Alng,y = F+— vl + Vi

where A = exp{lnz/q + I_Tya'f}.
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Finally, given the expressions for marginal taxes, we have

(S34) () =y +7/(h)

e (1 . (-4 Lo l-a,,
:x,-i—f,—f'(E—l)xt-f—(a—T—l)f,"f'Z P &,
s=1

t—1

1 1-
=—x;‘+7q25f,s+t1“+ro.

ab
s=0

Now,

1 1
(S35)  Avar(c(h")) = [Var(a—px;"> —Var(ﬁx%)]
1 o q t—1 1 _ q -2
+Var( — Zf;‘s> —Var< o fos)
s=0 s=0
1\ 1—q\’
= (E) 0'3,7 + ( aTq> 0-.37"

1 2
= <_> Avar(yz*) + lp’
ab

where ¢ := (la’—T" *07; is a constant in the regression and the last lines use the

fact that var(y) = var(x}) + var(&) + 2cov(x}, &) = var(x}) + UfT, hence
Avar(y;) = Avar(x}).

APPENDIX C: BiAS CORRECTION FOR THE VARIANCE BASED TEST

Recall that in Section 4.2 we had the following expression for the changes in
the cross-sectional variance:

1)’ 1-Aq\’ :
(S36)  AVar(Ine,) = (E) AVar(Inx,) + ( — q) Var(£).
The observable version of equation (S36) is

- 1 — 1
(S37)  AVar(cy) = EAVar(yg,) + ;Asgt —Asy,,

where 8§r = Var(y,,) — Var(y,,) and gy = Var(c,) — Var(c,,). The variance

of the residuals ¢ go to zero as the size of the cells in each time period in-
creases. Moreover, information on the within-cell variability can be used to
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correct OLS estimates of the coefficients in equation (S37). In particular, a
bias correct estimator is given by the expression

(S38) 6=A"'[6-B],
where 6 = (Z'Z)"'Z'w is the OLS estimator, B = (Z'Z2) Y74 Z; _, o

Nyt
‘T‘yg‘ ! } allows for the possibility of correlation between the &) and &, and

— —(Z'Z 1 ygt ygi—1 .
[ (Z'Z) Z( gm)}

In computing the variance—covariance matrix of this estimator, it is necessary
to take into account the MA structure of the residuals as well as the possibility
that observations for different groups observed at the same time will be corre-
lated.
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