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» Main feature of work activity:

» Workers employed in somebody else's business
» Exposure to idiosyncratic labor risk, not directly related to
capital returns

» Implications for wealth and capital accumulation with
constrained-efficient risk-sharing?



Questions

» Difference in nature of constraints on efficient risk-sharing
across sectors?

» Distribution of capital and wealth across sectors?



Questions

I Dimerence in nature of constraints on e¢ cient risk-sharing
across sectors?

I Distribution of capital and wealth across sectors?
I Exposure to risk within and across sectors?
I Relative size of entrepreneurial sector?



















































Optimal Allocations

Generational Component Planner

» lllustration for fixed length of life:
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Optimal Allocations

Optimal Intergenerational Allocation
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Problem GCP

Three Components

» Optimal allocation for workers, given resources
» Optimal allocation for entrepreneurs, given resources

» Optimal sectoral allocation of resources and occupational
assignment



Problem GCP

Workers
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Workers

Optimal Wedges

> Labor wedge:

> Intertemporal wedge:
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> Adverse incentive effects of additional capital imply workers
are "savings constrained"
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Problem GCP

Entrepreneurs
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Entrepreneurs
Optimal Wedges

> Intertemporal wedge:
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» Agent specific nature of capital implies MPy_ is stochastic
» Sign of IWE ambiguous in general



Capital and Incentives

» Reformulate workers’ choice of labor supply into equivalent
moral hazard framework

» le{l,l}
> pw = Pr(/:7|eW) = ew

> Incentive compatibility:

pf = min {1, V(=) <u ((‘:f) —u (g’f‘))} forj=W,E



Capital and Incentives

» Effect of capital on incentives:

» Workers
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Capital and Incentives

» Effect of capital on incentives:

» Workers

I CORICORL

= Additional capital tightens IC constraint
> Entrepreneurs:

aaZEE " (55*) (1+x)—d (gf*) (14+x)>0

for x—x high enough = Additional capital may relax IC
constraint



Generational Component Planner

Occupational Selection and Sectoral Resource Allocation
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Generational Component Planner

Occupational Selection and Sectoral Resource Allocation

» Properties with observed entrepreneurial ability:

> No arbitrage across sectors:

Epw MPK;, = Epy () MPK;: (9)



Generational Component Planner

Occupational Selection and Sectoral Resource Allocation

» Properties with observed entrepreneurial ability:

> No arbitrage across sectors:

Epw MPK;, = Epy () MPK;: (9)

» Consumption equalization

(@) =¢""

Ep <u,(if)> = b <U’(611W)>



Generational Component Planner

Occupational Selection and Sectoral Resource Allocation

» Properties with observed entrepreneurial ability:

> No arbitrage across sectors:

Epw MPK;, = Epy () MPK;: (9)

» Consumption equalization

Ep (uf(if)> = b <U’(611W)>

» Optimal occupational selection condition:

* * [~ / * Tl//V _ ~ _Té((NP)
Vi = Ve (@) <0 (@) (Tw o+ 12 = Te @)~ £



Generational Component Planner
Risk, Capital and Wealth Distribution

» Assume:
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» Result: For the same initial resources if x — x > [—/
»ef >V, Es W
> > Epch* > Echlw*
» KE > Ky, forv>a
> PE> Py



Generational Component Planner
Risk, Capital and Wealth Distribution

> Assume:
vieiple) =v(e) —ole
= All entrepreneurs are identical

» Result: For the same initial resources if x — x > [—/

»ef >V, Es W
> > Epch* > Echlw*
» KE > Ky, forv>a
> PE> Py
» Entrepreneurs:

> bear greater consumption risk
> have higher capital and lifetime consumption per capita

» '"'save" more than workers



Generational Component Planner
Risk, Capital and Wealth Distribution

» Distribution of wealth:

» Wealth=present discounted value of income flows
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Generational Component Planner
Risk, Capital and Wealth Distribution

» Distribution of wealth:

» Wealth=present discounted value of income flows

/ * E c’*+2>
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oY 1+r o 1+r
wE > wy¥

» Entrepreneurs
» accumulate more wealth than workers

> additional capital has smaller adverse effect on incentives than
for workers

> borrow from workers Tg > T, > 0> Ty



Hidden Entrepreneurial Ability

» Assumption: ¢ not observed until occupational choice made

> Incentive compatibility constraint:
Ve (9) = Viy

for all ¢ > .

» Optimal allocations:
Eow MPij, = Epe(9)MPi: (9)

k>



Hidden Entrepreneurial Ability

v

Assumption: ¢ not observed until occupational choice made

v

Incentive compatibility constraint:

Ve () = Viy

for all ¢ > @.

v

Optimal allocations:
EPW MPK;;V = EpE(qJ)MPKE (QD)

k>

v

Relative to observed entrepreneurial ability

> pg falls for all ¢
» K falls and entrepreneurs extract more resources

v

Entrepreneurial sector smaller



Optimal Taxes

» Market structure

> T, = per capita endowment
» @ = price of risk free bond
» Competitive factor markets in worker sector:
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w = Ep,MP,



Optimal Taxes

» Market structure

> T, = per capita endowment
» @ = price of risk free bond
» Competitive factor markets in worker sector:

ro= Ep,MPx,
w = Ep,MP,

» Tax system:
W (kW, bW, /) =" ()Y + TV (1) kY + 0% (1)

gE (kE, bf,x) = wF (x) bE + 7F (x) kE + pF (x)

» TV (), T5 (co) for unobserved ability



Differential Asset Taxation

» Entrepreneurs:
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Differential Asset Taxation

» Entrepreneurs:
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» Workers:
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Differential Asset Taxation
Hedging and Asset Taxes

» Expected marginal asset taxes:

> Epyw = Ep, ™V = Ep,wf =0 since

o (4)

1

forj=E W

> Ep* TE < 0 since
E

B

» Portfolio composition matters for entrepreneurs

1
MPy; u' (cf*)]

» Entrepreneurial capital subsidized to partially compensate for
idiosyncratic capital risk on investment



Differential Asset Taxation
Hedging and Asset Taxes

» Marginal taxes:

» Workers— Marginal taxes equalized across assets
oW () =1V (1) forall |
0" (1" (8) < ™ (1" (e))
» Entrepreneurs— Differential asset taxes
wF (%) < @ (x)
E(x) <1F (%) < 1F (x) < wF (x) if IWE >0

(%) > 7F (x) if IWe <0

w

» Comparison— Equilibrium distribution of consumption risk
implies

WE (%) < @ (I () < " (I (6)) < wE (x)



Differential Asset Taxation
Hedging and Asset Taxes

» Role of optimal asset taxes: Calibrate hedging value of assets
to ameliorate incentives



Ramsey Asset Taxes

» Impose: TE(x)=wfE ()=t (=W () =7

» Allow non-linear income taxes



Ramsey Asset Taxes

v

Impose: 76 (x) =wE ()=t (N =" (1) =7

» Allow non-linear income taxes
» Additional constraints on the optimal allocation:
—u (&) +B(1—7) E,MPiu () <
—Qu (c{,) +B(1—7) By i <c{> <

for j = E, W (Abraham and Pavoni, 2008)

Result: Optimal asset tax is zero T° = 0

v



Ramsey Asset Taxes

Risk-sharing and Investment

» Optimal resource allocation across sectors:
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Ramsey Asset Taxes

Risk-sharing and Investment

» Optimal resource allocation across sectors:

Wx _ _Ex
© =4

Ep, u' <c1W*> = Ep:tf (clE*)

-1
EPEMPKE > EPWMPK{;V =Q

» Entrepreneurs’ effort inversely related to
Covp, (MPy,, u' (cf)) <0

> Covp, (MPKE, u' (cf)) T implies drop in effort relative to

constrained-efficient allocation larger for entrepreneurs



Ramsey Asset Taxes

Risk-sharing and Investment

» Rationale: Portfolio shift for entrepreneurs determines bigger
reduction in effort. Uniform asset tax restriction imposes
greater distortion

» For workers, all assets have same effect on incentives

> Inefficient risk-sharing under Ramsey taxes reduces
entrepreneurial capital and size of the entrepreneurial sector

» Optimal hedging role of asset taxes

» With uniform Ramsey taxes, this role is eliminated=—
Optimal asset tax is zero



Differential Ramsey Asset Taxes

» Additional constraints on the optimal allocation:
~u () + pE,MPu () < 0
~Qu' () +p(1-@) By (d) < 0

forj=E, W
» Positive bond tax:

> Improves portfolio selection for entrepreneurs, increases effort



Conclusion

» Main results:

» Distribution of risk, capital and wealth across sectors is a

function of incentive problems

» Even with higher potential productivity of entrepreneurial
capital, strictly positive fraction of workers

» Fundamental difference in the role of productive capital and

financial assets across sectors



Conclusion

» Main results:

» Distribution of risk, capital and wealth across sectors is a
function of incentive problems

» Even with higher potential productivity of entrepreneurial
capital, strictly positive fraction of workers

» Fundamental difference in the role of productive capital and
financial assets across sectors

» Further work

» Quantitative evaluation, comparison with other frameworks for
entrepreneurial frictions

» Welfare improvement associated with partial reforms

> Implications for entrepreneurial financing

» Limiting properties of constrained-efficient allocations
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