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Abstract

We investigate social insurance in a dynamic Mirrlees’s (1971) economy for
which each agent’s labor market productivity is the product of her stochastic
and privately observed ability and an aggregate, publicly observed, stochastic
component. The interaction between aggregate and idiosyncratic shocks op-
timally induces memory of aggregate uncertainty. We show that the optimal
allocation depends on previous aggregate shocks when: i) preferences are not
logarithmic; ii) capital accumulation is possible, or; iii) private type distribu-
tions depend on the aggregate state. Keywords: Optimal Taxation; Aggregate risk;
Dynamics; Asymmetric Information. J.E.L. codes: H21; E60.

USING a representative agent endowment economy, Lucas and Stokey (1983) asked
how taxes should optimally be spread across time and states of nature under

the assumption that policy instruments are exogenously restricted. Werning (2007)
expanded our understanding of the topic by adding heterogeneity and redistribu-
tive concerns and by considering unrestricted tax instruments. In this paper, we add
yet another dimension of policy to the problem: social insurance.
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