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Abstract

We study how the introduction of consumption externalities affects the efficiency
of the dynamic equilibrium in an economy displaying dynastic altruism. When
the bequest motive is inoperative consumption externalities affect the intertem-
poral margin between young and old consumption and thus modify the intertem-
poral path of consumption and capital. The optimal tax policy that solves this
intertemporal inefficiency consists of a tax on capital income and a pay-as-you-
go social security system. The later solves the overaccumulation of capital due
to the inoperativeness of the bequest motive and the former solves the inefficient
allocation of consumption due to consumption externalities. When the bequest
motive is operative consumption externalities only cause an intratemporal in-
efficiency that affects the allocation of consumption between the generations
living in the same period but do not affect the optimality of the capital stock
level. This suboptimal allocation of consumption implies in turn that the path
of bequest is also suboptimal. The optimal tax policy in this case consists of
an estate tax and a capital income tax. The estate tax corrects the intratem-
poral inefficiency but generates an intertemporal inefficiency which is corrected
by means of an appropriate capital income tax.
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1. Introduction

In this paper we aim at analyzing the inefficiency arising from consumption
externalities in an overlapping generation model (OLG) with dynastic altruism. We
use this model to show how the interaction between consumption externalities and
altruism affects the efficiency of the equilibrium path. In our model the consumption
externality will take the form of a reference level of consumption that is used to
compare the utility derived from own consumption. We will assume that this reference
consumption is a weighted average of the consumption of all the agents living in the
same period.

Several authors have analyzed the implications of a reference consumption due
to own past consumption (or internal habits) in OLG models. Examples of this
strand of the literature are the papers of Lahiri and Puhakka (1998) and Wendner
(2002), who study the effect of habits on saving in a pure exchange economy; and
Alonso-Carrera, et al. (2005b), de la Croix (1996) and de la Croix and Michel
(1999, 2001), who analyze several related stability issues. Obviously, when the
reference is the others’ consumption, then inefficiency of the equilibrium path is
likely to arise. In a framework with infinitely lived agents, Alonso-Carrera, et al.
(2004 and 2005a), Fisher and Hof (2000), Guo (2002), Liu and Turnovsky (2005),
Ljungqvist and Uhlig (2000), and Turnovsky and Monteiro (2005), among many
others, have characterized the optimal tax rates that solve this kind of inefficiency.
In the framework of OLG models, Abel (2005) shows that a capital income tax and
a pay-as-you-go social security system constitute the optimal tax policy. We extend
the latter paper by introducing consumption externalities in the dynastic altruism
model of Barro (1974). Following Abel’s analysis, we assume that these externalities
take the form of a weighted average of the consumption of the two types of agents
living in the same period. By introducing altruism and the possibility of bequests
in Abel’s model we can analyze new phenomena, like the potential suboptimality of
bequests and the interaction between consumption externalities and the inefficiency
of the bequest constrained equilibrium.

The efficiency analysis in Abel (2005) is based on the comparison between the
model of Diamond (1965) with consumption externalities and the corresponding
planner problem when the objective function of the planner is just the discounted
sum of the utilities of all the agents in the economy. This analysis does not allow to
distinguish the inefficiency due to consumption spillovers from the inefficiency due
to the inoperativeness of the bequest motive. In contrast, the efficiency analysis
of our paper is based on the comparison between the model of Barro (1974) with
consumption externalities and the corresponding planner problem. As shown by
Abel (2005), when the bequest motive is inoperative, inefficiency is due to both
consumption externalities and the typical dynamic inefficiency resulting in capital
overaccumulation (Cass, 1972). However, when the bequest motive is operative the
only source of inefficiency are the consumption externalities. Therefore, our efficiency
analysis shows how the inefficiency due to consumption externalities depends on the
operativeness of the bequest motive.



When the bequest motive is operative consumption externalities only cause an
intratemporal inefficiency, whereas they cause an intertemporal inefficiency when the
bequest motive is inoperative. In the former case, they only affect the intratemporal
margin between consumption of the two generations living in the same period. This
implies that they modify the allocation of consumption between the two living
generations, but do not affect the efficiency of the intertemporal paths of saving
and output. In fact, this suboptimal allocation of consumption is associated with
a suboptimal level of bequest. In contrast, when the bequest motive is inoperative,
consumption externalities affect the intertemporal margin of consumption along the
life cycle of agents. Given that consumption spillovers affect the intertemporal path
of consumption, they also modify the paths of saving and production. In fact, the
externality associated with young consumption reduces the stock of capital and,
hence, reduces the overaccumulation of capital due to the inoperativeness of the
bequest motive. Obviously, the externality associated with old consumption has the
opposite effect on the stock of capital and thus increases the gap between the optimal
stock of capital and the one obtained in a competitive equilibrium.

Note that the nature of the inefficiency crucially depends on the operativeness
of the bequest motive and this operativeness depends in turn on the intensity of
consumption externalities. In this respect we show that in the long run a stronger
young consumption reference reduces the critical level of altruism above which the
bequest motive is operative, whereas a larger old consumption reference rises this
critical level of altruism.

The optimal values of tax rates also depend on the operativeness of the bequest
motive. When the bequest motive is inoperative, the optimal tax policy consists
of a tax on capital income and a pay-as-you-go social security system. The latter
solves the overaccumulation of capital and the former solves the inefficient allocation
of consumption due to consumption externalities. Note that the optimal capital
income tax rate modifies the intertemporal path of consumption and, in this way,
solves the inefficiency due to consumption spillovers. When the bequest motive is
operative, the optimal tax policy consists of an estate tax and a capital income tax.
On the one hand, the pay-as-you-go social security system is not required as there
is no overaccumulation of capital. On the other hand, the capital income tax does
not solve the inefficiency due to consumption externalities because this inefficiency
is intratemporal when bequests are positive. In fact, since this inefficiency results
into a suboptimal level of bequest, an estate tax allows to correct this intratemporal
inefficiency. However, this estate tax causes an intertemporal inefficiency, which is
solved by means of introducing an appropriate capital income tax.

The paper is organized as follows. Section 2 presents the model. Section 3
characterizes the competitive equilibrium when the bequest motive is operative and
when it is not. Section 4 characterizes the social planner solution. In Section 5 we
conduct the efficiency analysis by comparing the solution achieved by the planner
with the competitive solution. Section 6 characterizes the optimal tax rates. Section
7 concludes the paper.



2. The model

Let us consider an OLG model where Ny identical individuals are born in period
t. These individuals live for two periods. Each individual has offspring at the end
of the first period of his life and the number of children per parent is n > 1. As in
Diamond (1965), each agent supplies inelastically one unit of labor in the first period
of his life and is retired in the last period of his life. We index each generation by
the period in which its members work.

Individuals are assumed to be altruistic towards their children. Let b; be the
amount of bequest that an old individual leaves to each of their children in period t.
We impose the constraint that parents cannot force their descendents to give them
gifts,

by > 0. (2.1)

Each young individual distributes his labor income and his inheritance between
consumption and saving. Therefore, the budget constraint faced by an individual
during the first period of life is

wt + bt = ¢t + St, (2.2)

where ¢; is the amount of consumption of a young agent, w; is the labor income and
s¢ is the amount saved. In the second period of life individuals receive a return on
the amount of their saving, which is distributed between consumption and bequests
for their children. Therefore, the budget constraint of an old individual is

Riy15¢ = X1 + nbya, (23)

where R;y1 is the gross rate of return on saving and x4 is the amount of
consumption of an old individual.
The utility function of an individual belonging to generation ¢ is

Vi = U(ét, To41) + BVig1, (2.4)

where Viy1 represents the indirect utility of each of his descendants, the parameter
B € [0,1) is the altruism factor,! and the variables ¢ and #;,1 represent the effective
consumption in the first and second periods of life, respectively, of a representative
individual belonging to generation f{. We assume that individuals do not derive
utility from the absolute level of consumption but from the comparison between
their consumption and some consumption reference. In particular, we assume the
following functional forms for effective consumption:

Ct = ¢t — ’ny (2.5)

and
T4l = Tep1 — OVF4q, (2.6)

!Each parent cares equally about the felicity of their n children. Thus, the intercohort utility
discount 3 could be rewritten as 3 = npB’, where p would be the temporal discount factor and 3’
is the pure interpersonal (from parents to children) discount factor.



where v € [0,1) and 0 € [0, 1) provide a measure of the intensity of the consumption
reference.? These consumption references are assumed to be a weighted arithmetic
average of the per capita consumption of the two living generations. On the one
hand, we assume that

N, OY Ny oY
o = = () at () o (2.7)
Ny + 09Ny n + 0Y n+ 0v
where 6Y € [0, 1] is the weight of consumption of a representative old consumer in the
specification of the reference for young consumers. On the other hand, we assume

that
HONt+1Ct+1 + NtxH»l 0°n 1
0= = — T 2.8

Vi1 00Nt+1 + Nt <00n + 1) Ci+1 + (eon + 1) Li+1, ( )

where 6° € [0, 1] is the weight of consumption of a representative young consumer
in the specification of the reference for old consumers. Note that the restrictions
imposed on the values of the parameters ¥ and 0° imply that we are giving a larger
weight to the average consumption of the agents belonging to the same generation.

Let us define e¥ = 7 and €% = ef;il. Then, equations (2.7) and (2.8) can be
rewritten as follows:
vy =eVer + (1 — &)y, (2.9)
and
v = €%p1 + (1 — %) wpq1. (2.10)

As in Abel (1986) or Laitner (1988), we assume that the function U(-,-) is twice
continuously differentiable and additive in its two arguments. Therefore, we will use
the following functional form:

U(é, Be11) = u(C) + pu(@iq1), (2.11)

where p > 0 is the temporal discount factor. We assume that v > 0, v’ < 0,
lim, 0 v/ (2) = oo and lim,_,o v/(2) = 0.

There is a single commodity in this economy, which can be devoted to either
consumption or investment. Let us assume that this commodity is produced by
means of a neoclassical net production function F(Kj, L;), where K is the capital
stock and L; is the amount of labor used in period t. The net production function per
capitais f(k;), where k; is the capital stock per capita. As firms behave competitively,
the rental prices of the two inputs equal their marginal productivities,

Ry = f'(k) = R(ky), (2.12)
wy = f(k‘t) — f’(k‘t)k‘t = w(kt) (213)

We assume that f/(k;) — —v as ky — oo, where v € (0,1) is the depreciation rate of
the capital stock. In equilibrium the capital stock installed in period ¢ + 1 is equal
to the aggregate saving in period ¢ and, thus, we have

nkt+1 = S¢. (2.14)

2We assume an additive specification for effective consumption instead of the multiplicative
formulation of Abel (2005) in order to guarantee concavity of the social planner’s utility function
(see Alonso-Carrera, et al., 2005a).



3. Competitive equilibrium

The problem faced by each individual is to maximize (2.4) with respect to
{ct, xe41,biy1} subject to (2.1), (2.2), (2.3), (2.5) and (2.6), which is equivalent to
solving the following dynamic programming problem:

Vi(br) = max  {u(wg + by — s — yvy)
{st,bt+1}

+pu (Rig18t — nbey1 — 607 1) + BVira(ber1)} ), (3.1)

with b1 > 0, for vf, v? |, wy and Ryyq given for all ¢.
Using the envelope theorem we obtain,

Vi 1(al
R g . 2
T =l (eh) (32)

Using (3.2), we obtain the first order conditions of problem (3.1) corresponding to
the derivatives with respect to s; and by

W' (e —yvf) = pRey1u/ (w41 — 6074q), (3.3)

and
n/)u,(mtﬂ - 5Uto+1) > 5“'(Ct+1 - ’Wfﬂ)v (3.4)

where the last condition holds with equality if b;4; > 0. Equation (3.3) characterizes
the optimal allocation of consumption along the lifetime of an individual. If the
bequest motive is operative, then equation (3.4) characterizes the optimal allocation
of consumption between two consecutive generations. This equation tells us that,
when the bequest motive is operative (b1 > 0), the utility loss of parents arising
from a larger amount of bequest must be equal to the discounted utility gain of their
direct descendants.

The competitive equilibrium of this economy is a path {k;, ¢;, x4, bt } ;- that solves
the system of difference equations composed of (3.3) and (3.4), together with (2.1),
(2.2), (2.3), (2.9), (2.10), (2.12), (2.13), (2.14) and the transversality condition

Jim B (¢ )by = 0. (3.5)

The previous transversality condition states that the present value of bequests tends
to zero.

We will restrict our analysis to steady state equilibria, that is competitive
equilibria where the variables k;, ¢, z; and b; are all constant.®> To this end, we
combine (3.3) with (2.9) and (2.10) to obtain

Wlec(l—7e%) =y (1 —e¥)x] — pRu' [z (1 —§ (1 — &%) — §e°] = 0,
and use (2.2), (2.3), (2.12), (2.13) and (2.14) to obtain

h(k,b) = [(1—~&¥) (w (k) +b—nk) — (1 —&Y) (R (k) nk — nb)]

3We will suppress the time subindex when we refer to the steady state value of a variable.



PR (E) ' [(1— 6 (1 — ) (R (k) nk — nb) — 6¢° (w (k) +b—nk)] = 0.  (3.6)

Moreover, we are going to restrict the parameter space of our model in order to
obtain existence, uniqueness and stability of the steady state equilibrium. We first
introduce the following assumption aimed at guaranteeing both the uniqueness of the
steady state when the bequest motive is inoperative and the corresponding saddle
path stability when the values of the parameters § and v are sufficiently small:

Assumption A. The following conditions hold in the steady state:
R (k)k+ R (k) > 0,
R (k)k+mn > 0.

__0Oh __0Oh
Lemma 3.1. hy = 5% < 0 and h = o > 0.

Proof. The proof follows directly from the functional form of h(k,b) and
Assumption A. l

Proposition 3.2. a) If a steady state with no bequests exists, then it is unique and
solves

and
T =nf (E) k,

where k, ¢ and T are the steady state values of capital and consumption when young
and when old, respectively.
b) If a steady state with positive bequests exists, then it is unique and solves

h(k*,b*) = 0,
= f(k*) =k f (k") — nk* +b*,
and
o =nf (K*)k* — nb*,

where k*, b*, ¢* and x* are the steady state values of capital, bequest and
consumption when young and when old, respectively.

Proof. Note that h(k,b) = 0 holds regardless of the operativeness of the bequest
motive. If the bequest motive is not operative (b = 0), then the steady state capital
stock k solves h (E, O) = 0. The steady state value of capital k is then unique since
hk >0.



If the bequest motive is operative (b > 0), then (3.4) holds with equality and
the steady state is characterized by this equation and h (k,b) = 0. Using these two
equations, it follows that the steady state capital stock k* satisfies

and the bequest level b* in the steady state is such that h (k*,b*) = 0. Finally, note
that hy < 0 for all b > 0 implies that the relationship between k£ and b implied by
h (k,b) = 0 is monotonic since % = —Z—’Z > 0. Therefore, there is at a unique steady

state value b* of bequests. B

We should mention that, whereas the uniqueness of the steady state with positive
bequests does not depend on Assumption A, the uniqueness of the steady state with
zero bequests is not guaranteed when this assumption does not hold.*

Proposition 3.3. a). The steady state with operative bequest motive is saddle path
stable.

b). The steady state with inoperative bequest motive is saddle path stable for
values of § and ~y sufficiently close to zero.

Proof. See Appendix A. R

Whereas the steady state with positive bequests is always saddle path stable,
saddle path stability of the steady state with zero bequests depends on the intensity
of consumption externalities, which is summarized by the value of the parameters ¢§
and . As we have already said, when the intensity of consumption externalities is
sufficiently low, Assumption A guarantees saddle path stability. In contrast, when
the intensity of consumption externalities is sufficiently large, the steady state with
zero bequests may not be saddle path stable even though Assumption A holds.® From
now on, we assume that ¢ and v are low enough to guarantee saddle path stability
of the steady state with inoperative bequest motive. For the sake of completeness,
we show in the Table 1 of Appendix B how the stability properties of a steady state
with inoperative bequest motive vary with the value of the parameters § and .

ok*
Proposition 3.4. Assume that the bequests motive is operative. Then, 5 = 0,
Y
ok* ok* ob* ob* ob*
=0, =—>0, — >0, =— <0, d > 0.
Bh B ay Bh e 9B

Proof. If bequests are positive, then k* is such that R (k*) = 7% and b* satisfies
h(h*,k*) = 0. It is obvious that %—k; = 9 — () and %—]g > 0. To see the effect on

—= W —=
b*, we use h (k,b) = 0 and Lemma 3.1. On the one hand, we obtain the following:
% — M5 gand &= - <0 where
Y b b

4See Thibault (2000) for a discussion on the existence of multiple steady states in a model without
consumption externalities.

°In related OLG models where individuals preferences are not subject to consumption
externalities, de la Croix and Michel (2001) and Alonso, et al. (2005b) show that the steady state
with inoperative bequest is saddle path stable when hy > 0. However, this condition is not sufficient
to guarantee saddle path stability when consumption externalities are present.



h = g_z — " (@) [ (w (k) + b~ nk) + (1 - &) (R(k) nk —nb)]> 0
+

54
I
|
I

pR (k) u" () [(1 —°) (R (k) nk — nb) + &° (w (k) + b — nk)]< 0.
+

On the other hand, 9% = —%2 > 0, where hg = h; 25 > 0. W

If the amount of bequest is positive, then consumption externalities modify the
intergenerational distribution of consumption but do not affect the long run value
of capital. In other words, consumption externalities neither modify the amount of
saving nor the output level, but they modify the allocation of consumption between
young and old generations. This change in the allocation of consumption is achieved
by adjusting the amount of bequest. An increase in the value of the parameter
~ raises the marginal valuation of young consumption and, as follows from (3.4),
this results in an utility gain from a larger amount of inheritances. In contrast, as §
increases agents are willing to increase old consumption and this requires a reduction
in the amount of bequest.

k
Proposition 3.5. Assume that the bequest motive is not operative. Then, % =0,
ok ok
— >0, d — <0.
2o oy
Proof. Assume that the amount of bequest is zero. Then, the steady state
capital stock solves h (E, 0) = (. Using this equation, we obtain that g—s = —%;1 and
‘g—? = —Z—Z , where
hy = —u" (@) [e¥ (w (k) — nk) + (1 — &¥) Rnk]> 0
+
and

hs = pR(k)u" (%) [(1 — €°) R (k) nk + £° (w (k) — nk)]< 0.
+

The result then follows from Lemma 3.1. B

An increase in 7 induces agents to increase young consumption, whereas an
increase in ¢ induces agents to increase old consumption. Agents rise young (old)
consumption by decreasing (increasing) the amount of saving. This explains the
effect of & and -y on the capital stock since savings coincide with the stock of capital
in equilibrium.

We next discuss how the operativeness of the bequest motive is modified by these
consumption spillovers. To this end, let us combine conditions (3.3), (3.4) when it



is just binding, and (2.12), all of them evaluated at the steady state, to obtain the
threshold value of the altruism factor 8 above which bequests are positive,

n

B =——. (3.7)
/(%)
Note that this condition coincides with the one obtained in Weil (1987). Note also

that consumption externalities modify the value of B through their effect on the
steady state capital stock.

Proposition 3.6. % > 0 and g—f < 0.

Proof. Obvious from the previous arguments and Proposition 3.5. B

Clearly, these results show that the introduction of consumption externalities
affects the operativeness of the bequest motive and, thus, affects the dynamic
efficiency of the equilibrium path (Cass, 1972).

4. The social planner solution

We assume that the social planner gives the same weight to all generations in his
objective function. Therefore, the social planner maximizes®

o0
U= B (u((L=7e) e =y (1 —e¥)ae) + pu((1 =6 (1 = €%)) zpr1 — 0e°cran)).-
t=0
subject to the resource constraint
Tt
f (k}t) =c + z + nktH. (41)
Thus, the Lagrangean of the planner’s maximization problem can be written as
o
£ = B u(@—y1—e")e—ye¥ay) + pu((1—6(1—€) myr — 0e°%41))
t=0

X
+)\t (f (k‘t) —Ct — Et — nkt+1) .

The corresponding first order conditions are

(1 —~e¥) i/ (&) — 6B L pu! (7)) — N = 0, (4.2)
(L= B @)+ - S B @) - =0, (4

and
)\t+1f, (k;tn—i—l) — n)\t = 0, (44)

®Note that this objective function coincides with the planner’s objetive function in Abel (2005).
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where the superindex p denotes an optimal path. Combining (4.2) and (4.3), we

obtain /(Ap)
np\ (v @)\
() (7)1 )
1—7((14+n)e¥ —n)

1=6(1-(1+%)e)

Using (4.2), (4.3) and (4.4), we get

u (& n
() ) - (46

where

I =

The social planner solution is a path {kf, ¢/, z0'};° solving equations (4.1), (4.5),
(4.6) and the transversality condition

Jim [ (@) (1= 9") = 8 pul (3f) 62° | Fasa = 0.

Proposition 4.1. There exists a unique steady state in the social planner problem.
This steady state is given by

ropy —
[ (KP) 5
u' (@) 1B
7@ D
and »
FRP) =P 4 % + kP, (4.8)

where kP, ¢? and zP are the steady state values of capital, consumption when young
and when old, respectively.

Proof. The proof follows from (4.1), (4.5) and (4.6) and by noticing that (4.7)
defines an increasing relation between x? and ¢” and (4.8) defines a decreasing relation
between these two variables. l.

The following proposition characterizes the dynamics around the steady state of
the planner’s solution and its proof is omitted since is similar to that of Proposition
3.4.

Proposition 4.2. The steady state of the social planner solution is saddle path
stable.

5. Efficiency

There are two different sources of inefficiency in our economy: the contemporaneous
consumption externalities and the inoperativeness of the bequest motive. In what
follows, we will analyze the effects of these different sources of inefficiency, which
interact in a non-obvious way. To this end, we first compare the social planner
solution with the competitive equilibrium solution when bequests are positive, and
then we perform the same comparison when bequests are zero.

11



5.1. Inefficiency of the equilibrium path when the bequest motive is
operative

When the bequest motive is operative, consumption externalities are the only source
of inefficiency. To analyze the effects of this inefficiency, we compare the social
planner solution, which is characterized by equations (4.1), (4.5) and (4.6), with
the competitive equilibrium solution when the bequest motive is operative, which is
characterized by equations (3.3), (3.4) and (4.1). We first rewrite the social planner
solution by rearranging (4.5) as follows:

I (AP
u'(@))\1) n
where the left hand side (LHS) is the social marginal rate of substitution (MRS)
between young and old consumption at period ¢ and the right hand side (RHS)
is the social marginal rate of transformation (MRT). Thus, equation (5.1) drives

the optimal intratemporal allocation of consumption between agents belonging to
different generations. Rearranging (4.6), we obtain

YD) (2) L 52)
u' (@) J\n/) (k) '

where the LHS is the social MRS between current and next period consumption of

young individuals and the RHS is the corresponding social MRT. It then follows that

equation (5.2) determines the optimal intertemporal allocation of consumption. This

equation is the Keynes-Ramsey equation that, given an initial condition on the stock

of capital, characterizes the optimal path of saving and thus the optimal path of the

capital stock and output. Therefore, (5.1) simply determines the optimal allocation
of consumption between the two generations living in the same period.

We follow a similar procedure with the equilibrium solution. We thus rewrite

(3.4) as follows
' () B
== 5.3
(U'(@))p n’ ( )
where the LHS is the private MRS and the RHS is the MRT. Equation (5.3) drives
the intratemporal allocation of consumption between generations. Combining (3.3)

with (3.4), we obtain o 1
() () - 7o =

where the LHS is the MRS and the RHS is the MRT. Equation (5.4) determines the
intertemporal allocation of consumption between agents along the equilibrium path.

From the comparison of (5.1) and (5.2) with (5.3) and (5.4), it follows that
consumption externalities affect the intratemporal allocation of consumption between
generations, as the private and social MRS do not coincide, but do not affect
the intertemporal allocation of consumption. It follows then that consumption
externalities do not affect the optimality of the capital path. In fact, if the initial
condition on the stock of capital of the planned economy coincides with the initial
condition of the competitive economy, then the path of capital and output of the

12



two economies will coincide in each period. Thus, consumption externalities do not
cause any inefficiency in terms of production. However, the intratemporal allocation
of consumption between young and old individuals is suboptimal, as follows from
the comparison between (5.1) and (5.3). Given that production and savings are at
its optimal level, this suboptimal allocation of consumption between young and old
agents arises because the path of bequest is also suboptimal.

Proposition 5.1. If I > (<) 1 then bequests are suboptimally small (large).

Proof. See Appendix A.

The size of the difference between the private and social MRS is defined by
the variable I, which provides a measure of the inefficiency due to consumption
externalities. Note that I > (<) 1 when

1-(1+3)e

~
S<(>) (1+n)ey—n"

Thus, the amount of bequest is suboptimally small (large) when the externalities
make agents value old (young) consumption in excess to young (old) consumption.
Note also that the two consumption externalities result in opposite effects and, in
fact, when I = 1 the competitive equilibrium is efficient even though consumption
externalities are introduced. Table 2 in Appendix B illustrates the previous
discussion since it shows that, as § increases, I rises and the ratio between the long
run value of the amount of bequest at the competitive equilibrium and its optimal
long run value decreases. It also shows that an increase in « has the opposite effects.

5.2. Inefficiency of the equilibrium path when the bequest motive is
inoperative

When the amount of bequest is zero, the equilibrium is characterized by equations
(2.3), (3.3) and (4.1). We proceed to compare these equations with those
characterizing the social planner solution. First, we combine (4.5) with (4.6) to

obtain /(Ap ) .
W)\ (Pt
( w (¢) ><I) £ (k)

where the LHS is the social MRS between consumption when young and when old
and the RHS is the corresponding social MRT. We can compare this equation with
the equilibrium equation (3.3), which can be rewritten as

<U/ (§t+1))p: 1

' () f (ki)

where the LHS is the private MRS and the RHS is the corresponding private MRT.
This equation drives the intertemporal margin between consumption when young
and when old along an equilibrium path with inoperative bequest motive. Note

that this equilibrium margin differs from the optimal margin in both the MRS
and in the MRT. The difference between the social and the private MRS is due to
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consumption externalities and the difference between the social and the private MRT
arises because the competitive stock of capital differs from its planned counterpart
when the bequest motive is not operative. To see this, note that (4.6) does not hold
along an equilibrium path when bequests are zero. Moreover, as follows from (2.3)
and (3.3), consumption spillovers modify the equilibrium stock of capital and, hence,
the private MRT when bequests are zero. Thus, when the bequest motive is not
operative, consumption externalities affect both the MRS and the MRT and thus
give rise to both a suboptimal level of production and a suboptimal allocation of
consumption.

Given that there are two different sources of inefficiency, the effects of this
inefficiency in the equilibrium paths of consumption and capital are ambiguous and
may change along the transition. In what follows, we limit our analysis to the steady
state. We first show how the inefficiency affects the long run level of production
and then we analyze how the inefficiency affects the consumption levels of the two
generations.

The long run value of the stock of capital is inefficient since the optimal long
run value of the stock of capital kP is obtained from (4.6), whereas the long run
value k of the stock of capital in the competitive equilibrium comes from the

equation A (E, 0) = 0. As follows from the condition (3.7) for the operativeness

of the bequest motive, & > kP. Thus, the inoperativeness of the bequest motive
implies a suboptimally large capital stock. In Proposition 3.5 it is shown that the
steady state stock of capital rises with § and decreases with ~. This means that
the young consumption reference reduces the level of overaccumulation of capital,
whereas the old consumption reference increases this level. Finally, the strength of
altruism rises the optimal stock of capital but does not affect the equilibrium stock
of capital when the bequest motive is inoperative. Thus, a larger degree of altruism
reduces the magnitude of the production inefficiency. The following result shows how
the parameters 3, § and ~ affect the size of the production inefficiency, where this
inefficiency is measured by the difference between the long run competitive stock of
capital and the long run stock of capital achieved by the social planner.

Proposition 5.2. The production inefficiency decreases with the altruism factor 3
and with the intensity of the externality due to the young consumption reference -y,
whereas it increases with the intensity of the externality due to the old consumption
reference 9.

Proof. Obvious from the results in Proposition 3.5. &

The equilibrium stock of capital can be expressed as a function of + and 9,
k (7, 6), whereas the optimal stock of capital can be written as a function of the
altruism factor, kP (3) . Note that the inefficiency due to the inoperativeness of the
bequest motive can be defined as & (0,0) — kP (3), which decreases as /3 increases.
Note also that the inefficiency due to consumption externalities is % (v, d) — & (0,0),
which decreases with v and increases with J. Finally, the overall inefficiency is
k(v,0) = k2 ().

The effect of the inefficiency on the allocation of consumption is far from obvious.
On the one hand, the overaccumulation of capital implies that the social MRT is
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larger than the private MRT. This introduces a wealth and a substitution effect that
results into an ambiguous effect on the allocation of consumption. On the other hand,
the effect of consumption externalities on the distribution of consumption among
agents of different ages depends on the relative intensity of the two consumption
references. Therefore, the effect of the inefficiency on the allocation of consumption
is potentially ambiguous and depends on the assumptions made on the functional
forms of the production and utility functions and on the value of the parameters
of the model. Table 3 of Appendix B shows how the level of consumption can be
suboptimally large or small depending on the value of the parameters v and d. This
table shows that a rise in 7y (0) reduces (increases) the production inefficiency, which
is measured in the table by the ratio between the optimal stock of capital and the
competitive stock of capital. Concerning the long run value of consumption, a rise in
v (6) reduces (increases) the difference between the optimal and equilibrium values
of young consumption, whereas the effect on the difference between the optimal and
equilibrium values of old consumption is ambiguous.

6. Optimal taxes

In this section we proceed to characterize the optimal tax rates that restore the
efficiency when consumption externalities interact with altruism. We consider a tax
policy consisting of an estate tax, a capital income tax and a system of lump-sum
taxes. Concerning the lump-sum taxes, we assume that young agents pay a lump-
sum tax 7{ and the revenues are devoted to finance a lump-sum subsidy to the old
—717. Therefore, these two tax rates are related by the following balanced budget

constraint:
0 = —n1}. (6.1)

We also assume that young agents pay an estate tax on the inheritance they receive
and that the revenues accruing from these taxes are returned to the same young
agents by means of a lump-sum subsidy. Thus, there is a second government budget

constraint, which is
oY = Pby, (6.2)

where ¢f is a lump-sum subsidy and 7} is the estate tax rate. Finally, we assume
that old agents pay a capital income tax on the returns of savings and that these
revenues are returned to these agents by means of a lump-sum subsidy. Therefore,
another government budget constraint is

o = Ttkstf/ (k1) (6.3)

where ¢¢ is a lump-sum subsidy and 7} is the capital income tax rate.
Consider the individual maximization of (2.4) with respect to {c, i41,bi41}
subject to (2.1) and the following constraints:

ct:wt—ny—{—(;ﬁf—i—(l—ﬂf’) by — ¢, (6.4)

Tip1 = (1 - Ttk—i—l) Ripase + ¢f — nbipr — 744, (6.5)
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which amounts to solve the following dynamic programming problem:

‘/t(bt) = max {u (wt - TgJ + ¢ty + (1 — Ttb) by — s¢ — 'yv%l)

{st,bs41}

o (1= 7tr) Revs+ 6 = mbua = iy = 0084 + BVien (bin)}

with beyq > 0, for vy, vf 'r1, wy and Ry given for all ¢. The first order conditions of
the maximization problem are

u'(ce — i) =p (1 - Tt’il) Ryy1u/ (241 — 008yq), (6.6)
and
! o b ! Y
npu (Te41 — 0vfyy) = (1 - Tt+1> Bu'(ctr1 — Y0i4q), (6.7)
where the last condition holds with equality if bs41 > 0.
The competitive equilibrium of this

economy is a path {kt,ct,wt,bt,TZJ,T{’,Tf,Tf,ﬁ,(bf}oj that solves the system of
difference equations composed of (6.6) and (6.7), together with (2.12), (2.13), (2.14),
(6.1), (6.2), (6.3), (6.4), (6.5) and the transversality condition (3.5). Let us denote

(o ¢]
the path of the optimal tax rates as {ﬁy, 75, 7~'tb , %tk}tfo' These optimal tax rates are

such that make the equilibrium path of {k, ¢, ¢} coincide with the optimal path
{kY, el 2} | characterized by (4.1), (4.5) and (4.6). By using (2.3), we obtain that
the optimal path of bequest implied by the planners’ solution is given by

D
X
bf+1 = f/ (kfﬂ) kfﬂ - tTH (6'8)

A positive optimal amount of bequest implies that the bequest motive is operative
along an equilibrium path that attains the first best solution and a negative
optimal amount of bequest implies that the bequest motive is inoperative along
this equilibrium path. To characterize the optimal tax rates, we must distinguish
between these two cases.

When the optimal amount of bequest is positive, the equilibrium path associated
to the optimal tax rates is characterized by (4.1), (6.5) and the following two
equations, which are obtained from combining (6.6) and (6.7):

R (kiy1) (%) = (%) <(1 — %tbﬂ)l(l — i’%)) , (6.9)

() ()1

From the comparison among (6.9) and (6.10) with (4.5) and (4.6), we obtain the
following result:

and

Proposition 6.1. When the optimal amount of bequest is positive, the optimal tax
ratesareﬁbzl—f, ?tkzl—%,?—fzoandﬁo:o,
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If the optimal amount of bequest is positive and consumption externalities are
the only source of inefficiency, the optimal lump-sum tax rates are zero. In this
case, the capital income tax rate does not solve the inefficiency due to consumption
externalities. This occurs because bequests are suboptimal and an estate tax is
necessary to solve the inefficiency due to consumption externalities. In Proposition
5.1 we showed that, if I > (<) 1 then bequests are suboptimal small (large) and,
as shown in Proposition 6.1, the optimal estate tax is negative (positive) so that
the inefficiency is solved by raising (reducing) the amount of bequest. Therefore,
the optimal estate tax solves the intratemporal inefficiency due to consumption
externalities. However, as follows from (6.9), this tax introduces an intertemporal
inefficiency, which is corrected by means of the capital income tax. In this respect
note that the sign of 77 is the opposite of that of 7.

When the optimal amount of bequest is negative, the equilibrium path associated
with the optimal tax rates is characterized by equations b1 = 0, (4.1), (6.5) and
(6.6). We proceed to characterize the optimal tax rates. We first combine (4.5) with
(4.6) to obtain

R () p (%) _r (6.11)

From the comparison between (6.6) and (6.11), it follows that the optimal capital
income tax rate is 7% = 1 — % This tax solves the inefficiency due to consumption
externalities, whereas the inefficiency due to the inoperativeness of the bequest
motive is thus solved through lump-sum taxes. To obtain the latter optimal taxes,
we use (2.12), (2.14), (6.3) and (6.5) to obtain

wir1 =nf (ker1) keyr — 7001 (6.12)

From the comparison between (6.8) and (6.12), we obtain that 77 = nb} and, using
(6.1), we get 77 = —bY, where b} is defined in (6.8). Given that ! < 0, we obtain
that 77 < 0 and 7/ > 0. Thus, the optimal system of lump-sum taxes corrects the
overaccumulation of capital by means of reducing the income of the young agents
and increasing the income of the old agents. In this sense, the optimal lump-sum
taxes are a pay-as-you-go social security system. These results are summarized in
the following proposition:

Proposition 6.2. When the optimal amount of bequest is negative, the optimal tax
rates are 7F = 1 — %, 72 =nbl and 7/ = —b}.

We have thus shown that if agents are altruistic the optimal tax policy depends
on the operativeness of the bequest motive along an optimal path. On the one hand,
if bequests are zero then, as in Abel (2005), the optimal tax policy consists of a
tax on capital income and a pay-as-you go social security system. The latter solves
the overaccumulation of capital due to the inoperativeness of the bequest motive
and the former solves the inefficient allocation of consumption due to consumption
externalities. Note that the optimal capital income tax rate will be positive or
negative, depending on the relative intensity of the two externalities. Thus, this
optimal tax is constructed in a way that stimulates or deters saving depending on
the overall effect of externalities on the allocation of consumption.
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On the other hand, when the bequest motive is operative, the only source of
inefficiency are the consumption spillovers. In this case, the optimal lump-sum taxes
are zero and the optimal tax policy consists of an estate tax and a capital income
tax. Thus, when generations are effectively linked by means of bequests, the capital
income tax does not solve the inefficiency due to consumption externalities since this
inefficiency does not affect the level of saving but that of bequests, which in turn
determines both the allocation of consumption between old and young individuals
and the external reference levels of consumption. Thus, when bequests are positive,
both an estate tax and a capital income tax must be introduced in order to solve
the inefficiency due to consumption externalities. The former brings bequests at
their optimal level and the latter induces the optimality of the amount of saving.
To see how this tax policy works, assume that I > 0. As shown in Proposition 5.1,
this inefficiency implies that bequests are suboptimally low. In order to correct this
inefficiency, the optimal estate tax is a subsidy. As it is shown in equation (6.9),
this subsidy affects the intertemporal allocation of consumption and, hence, it would
result into a suboptimally large level of saving, i.e., into capital over-accumulation.
In order to correct this, a positive income tax rate must be introduced in order to
offset the inefficiency brought about by the optimal estate tax.

Finally, note that the optimal level of the tax rate on capital income is the
same in the two scenarios we have just considered even though it is aimed at fixing
inefficiencies coming through different channels.

7. Conclusion

In this paper we have analyzed the inefficiency due to the existence of consumption
externalities in a dynastic altruism model. We have shown that the operativeness
of the bequest motive changes the nature of the inefficiency due to consumption
externalities. When bequests are positive, consumption spillovers only give raise to
an intratemporal inefficiency, whereas they are a source of intertemporal inefficiency
when bequests are zero. In the former case, consumption externalities only affect
the intratemporal margin between consumption of the two generations living in the
same period. This implies that consumption externalities only affect the efficiency
of the allocation of consumption between the two living generations, which is
associated with a suboptimal level of bequest. Thus, the intertemporal paths of
consumption, saving and output remain at their optimal levels. In contrast, when
bequests are zero, consumption externalities affect the intertemporal margin between
consumption when young and when old. Given that consumption externalities
affect the intertemporal path of consumption, they also modify the path of capital
and production. In fact, the externality associated with the young consumption
reference reduces the stock of capital and thus reduces the overaccumulation of
capital. Obviously, the externality associated with the old consumption reference
has the opposite effect on the stock of capital and thus rises the overall long run
inefficiency.

We have characterized the optimal tax rates and we have shown that they depend
on the operativeness of the bequest motive. On the one hand, when the bequest
motive is inoperative, the optimal tax policy consists of a tax on capital income and
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a pay-as-you go social security system. On the other hand, when the bequest motive
is operative, optimal lump-sum taxes should be set to zero and the optimal tax policy
consists of an estate tax and a capital income tax. In this case the estate tax corrects
the intratemporal inefficiency but gives raise to an intertemporal inefficiency, which
is solved by means of introducing a capital income tax. Therefore, consumption
externalities justify the introduction of estate taxes.

We have shown that the optimal capital income and estate tax rates are constant
along the transition. This is simply a consequence of the fact that externalities
accrue from contemporaneous consumption. If we had assumed instead that the
reference levels of consumption are related to the past average consumption in the
economy (external habits or aspirations), then the optimal tax rates would not be
constant along the transition. This seems a promising line of future research as the
absolute separation between intratemporal and intertemporal inefficiency will not
hold when externalities accruing from past consumption are introduced. Finally,
let us mention that other tax instruments can also solve the inefficiency due to
consumption externalities. In particular, taxes on consumption that discriminate
between generations may solve this inefficiency. The characterization of optimal
consumption taxes is thus another interesting extension even though the results
would be critically dependent on the functional forms of the utility and production
functions.
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Appendix

A. Proofs

Proof of Proposition 3.3.
a) Stability when the bequest motive is not operative

We first derive conditions aimed at guaranteeing the stability of the steady state
with zero bequests. To this end, we assume that along the transition path the
following inequality is satisfied:

npu' (T4 — 6vfy 1) > Bu' (cry1 — 'YU}tJ—H)a

so that b1 = 0 for all ¢. Then, the transitional dynamics is characterized by (3.3),
which can be rewritten as

hy = u'(¢; — yvf) — pRigav (x40 — 607, 1) = 0.

By using (2.2), (2.3), (2.9), (2.10) and (2.12)-(2.14), it is immediate to see that we
can obtain the relationship hy = h (k¢, kiy1, kiy2) - Next, we obtain the following
derivatives evaluated at the steady state:

oh o £
L=/ (@) | —0 @)L+ (@)L,

0l<;t ? X

oh oct i 41
: =u%a(ﬂﬂaﬁ%i+w@»ﬂga+am0,

Oki11
OTy11
%tzﬂﬂw@(%y),

3l€t+2 z
P cu (¢ ~ zu' (z R/ (k
where o (¢) = —U,—Q > 0, 7(2) = —u,—(g)) > 0 and o (k) = g > 0. The
stability can be characterized by using the characteristic polynomial

Ohy 5, Ohu y Ol

P()) = —.
) Ok y2 k11 Oky

Saddle path stability implies that only one of the two characteristic roots must belong
to the unit circle. Note also that P (1) = hy > 0, as follows from Lemma 3.2. Then,
saddle path stability requires that P (—1) < 0, where

L r @) (05 afm_afm) (0(5))(86,5 _@)_ ]
P(-1) = (@) K Z )(amz* ok, o) T\ ) e o) W)

By using (2.2), (2.3), (2.5) and (2.6), P (—1) can be rewritten as

P(=1) = (&) K”?) (6% (n— kR (k) — (1 — 5 (1 — &%) n (R () + kR’ (k)]
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(D) et (RO + KR () — (1= (1= 22) 0 = K ()] — ().

Assumption A implies that P(—1) <0 when § = « = 0. Thus, by continuity,
P (—1) < 0 for values of 6 and ~ sufficiently close to zero.

b) Stability when the bequest motive is operative

Note that (3.4) implicitly defines T; = ¢ (¢;) , where the derivative of this implicit
function is R .
- (U (ﬂit)) (U (ft)) S0
w (ze) ) \ ' (Cr)

a=1-~v1-=¢eY%) e —veVay,

Next, combine

and
/ft == (]. -0 (1 - EO)) Tt — 550675,
to obtain
¢ = (1-0(1—e%)c +eva,
T —y(1—ev) (1-0(1—e9)) — deorey’
and
- (1 —’}/(1 —Sy)) C/C\t—f—(SEOEt
t pr—

=7 —e") (1= 0 (1~ &) — derel

Using the previous equations, the resource constraint
Tt
fke) =ct + —+ nkg 1

can be rewritten as

_ fk) [ [R(=8(1=e) 8 et (1 (1) e )o (G
by = L0 — ( T (=) (I-0(1—="))—0e77e" : t)> (#)- (a.1)

Finally, combining (3.3) and (3.4) we obtain

PPN
) = @)
Ty
which implicitly defines the relationship
Et+1 = K (Et, /{Zt+1) . <A2)

Note that (A.1) and (A.2) form the system of difference equations that completely
drives the transition of the equilibrium path. The elements of the Jacobian matrix

of this system are
Ok f1(k) 1
Bk:t N n N ,8 > O’
Okiy1 n(1—=36(1—¢e°)+3de°]+ (1 —~v(1—e¥) +nye¥) ¢ (&) 1
96 __( (=7 (1—29)) (1 =0 (1 —2°)) — de07ev >< )<0’
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141 _( nu' (€) R’ (k) ) (8kt+1)

O\ @BE®K))\ O
- -(7@) (Fw) (52) <o
and
O0Cti1 _ nu’(c) [ nu' () R (k) Oki+1
d¢ct u” (¢) BR (k) <u~ (6)5(R(k))2>< o )

SRR (%)
Define the characteristic polynomial as
o= (3 (58) () ()3
o= (48) () ()«
o= (14 3)s- (50 (5) () o

This implies that there is a unique root within the unit circle, which proves the
desired saddle path stability. H

Note that

and

Proof of Proposition 5.1.
By combining (4.5) and (5.3), we obtain

@) 1\ W (@)
<u' @) (7)= v
o (&) o (@)
(w <E$>> > TGy

whenever I > (<) 1. Using (2.2), (2.3), (2.5), (2.6), (2.9), (2.10) and (2.12)-(2.14),
the previous inequality can be rewritten as

which implies that

W (kY k', 0F) > (<) W (kg ke, be)

where

W ((1—=0(1—¢°)(nR (ki) ke — nby) — 5e° (w (ki) + by — nkit1))

ks Rt be) = S T2 (o () 0y — k) — 7 (1 29) (w2 () oy — b))

Given that along an equilibrium path with positive bequests k = kI for all ¢ and
N(a]zt{bt) > 0, then by > (<) b; when I > (<)1. W
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B. Numerical example and tables

Assume instantaneous utility function with constant elasticity of substitution

1—0o
z
’LL(Zt) = 1t_ o’
and a Cobb-Douglas production function
f (k) = Ak,

Concerning the value of the parameters, we assume that o = 1, p = 0.045, u = 0.35,

n = m3, with m = 1.0l,and A = 1. We also give equal weight to the two living
agents, i.e., §° = Y.

Table 1. Region of saddle path stability

| ¢#=6"=0 6V=6°=05 v=0¢"=1

5§=0 ve0,1]  ~€[0,0.993) ~ € [0,0.989)
§=05 || ~ye€[0,1] ~€[0,0992) ~ € 0,0.986)
§=075| ~€[0,1]  ~4€[0,0987) ~€l[0,0.965)

5=085| ~y€[0,1] ~€[0,0943) ~ € 0,0.575)

§=1 | ve][0,0.999) ® ¢

This table shows the combinations of parameter values for which the equilibrium
exhibits saddle path stability.
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Table 2. Efficiency of the equilibrium with operative bequest motive

(1, b—> 5=0 §=0.25 §=0.75
bp
y=0 (1, 1) (1.08,0.98)  (1.28,0.88)

v=025 || (0.91,1.01) (0.97,1003)  (1.16, 0.94)

v =0.75 | (0.72,1.028) (0.78,1.023) (0.926, 1.012)

We assume that 0° = 6Y = 0.5 and § = 0.6. This table shows how the inefficiency
of the equilibrium path with operative bequest motive changes as § and ~ increase.
Two measures of inefficiency are provided in each cell: the first component of the
vector is I and the second is the ratio Z—;.

Table 3. Inefficiency of the equilibrium with inoperative bequest motive

D Y yY
(k:’CTyxf> 7=0 v=0.5 =1
k' ¢t =X
5=0 (0.48, 0.64, 1.03) - -
5§=05 (0.16, 0.40, 0.83)  (0.38,0.63,0.92) -
§=1 (0.02, 0.18, 0.47)  (0.022, 0.24, 0.43)  (0.03, 0.36, 0.36)

We assume that 0° = 0Y = 0.5 and 8 = 0.05. This table shows how the discrepancy
between the equilibrium steady state and the optimal steady state changes when §
and - increase. Three measures of inefficiency are provided: k::, % and x—; The

empty cells correspond to situations where the bequest motive is operative.
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