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Abstract
This paper estimates that the US could attain large welfare gains by implementing an
optimal Ramsey tax policy that taxes consumption and income. It is also found that the
welfare implications associated with taxing consumption are quantitatively more important
than those associated with dynamically taxing income. Indeed, replacing income taxes with
a constant consumption tax leads to a welfare gain that is only slightly lower than that
attained by a dynamic policy that taxes consumption and income. In computing these
welfare gains, careful attention is given to the dynamic path of tax rates and the transitional
dynamics associated with how the economy responds to a new tax policy.  2000
Elsevier Science S.A. All rights reserved.
Keywords: Optimal taxation; Consumption taxes; Dynamic taxation; Welfare
JEL classification: E61; E62; H21

1. Introduction
This paper derives the optimal dynamic taxation of consumption, income from
labor, and income from capital, and estimates the welfare gain that the US could
attain by switching from its current income tax policy to an optimal dynamic tax
policy. In estimating this welfare gain, particular attention is paid to the
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transitional dynamics of optimal tax rates over time, which are quite complicated,
and the associated response of the economy to these tax rates. It is found that this
welfare gain is substantial. Moreover, it is found that almost all of this welfare
gain can be attained simply by replacing all taxes with a tax on consumption that
is constant through time. Evidently, the implicit capital levy embedded in a
constant consumption tax is sufficient for such a tax policy to generate large
welfare gains.
To place this paper into the context of the vast literature on optimal taxation,
recall that Ramsey’s (1927) contribution was to solve for the optimum taxation of
various commodities. As noted by Auerbach (1985) in his summary of the
literature on optimal taxation since Ramsey’s contribution, with the presence of an
inelastically-supplied factor of production the first-best solution can be attained by
an equal proportional tax on all commodities. Such a tax policy is implicitly a tax
on the inelastic factor, which is non-distortionary. Due to this equivalence, much
of the literature has considered optimum taxation when there does not exist an
inelastically-supplied factor of production. Judd (1985b), Chamley (1986), and
Lucas (1990) specialized this set-up along two dimensions. First, they considered
an economy in which the commodities consisted of consumption and leisure over
time, production required labor and capital, and in which preferences were
recursive. The economy’s initial stock of capital is thus an inelastically-supplied
factor of production. Second, they assumed that the consumption of goods in every
period is untaxed. The only taxes available were time-varying taxes on income
from capital and labor. Hence, they directly ruled out uniform taxation of all
commodities, and in this way ruled out a pure capital levy.
The special intertemporal structure considered by Judd, Chamley, and Lucas
yielded many important insights concerning the optimal taxation of income over
time. For instance, as described by Chamley (1986), the dynamic Ramsey income
tax policy is characterized by a 100% tax rate on the income from capital for some
initial period of time, which is followed by a tax rate on income from capital that
falls to zero over time.1 As described by Lucas (1990), this optimal path of tax
rates reflects a tradeoff: the initial confiscatory tax rates on capital income are an
attempt to tax the initial stock of capital, and the zero tax on capital income in the
long run is an attempt to tax consumption at the same rate through time (i.e. to not
penalize savings). The length of the initial period of confiscatory taxation of the
income from capital is endogenously determined, and depends on such things as
the amount of government spending that needs to be financed, households’
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Later papers by Aiyagari (1995) and Judd (1997), for example, have constructed model economies
in which it is optimal to not have the tax on capital income converge to zero in the long run. In
Aiyagari’s paper incomplete markets generate precautionary savings that lead to an overaccumulation
of capital which can be offset by a positive tax. In Judd’s paper monopolistic behavior leads to an
underproduction of goods which can be offset by a negative tax.

