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Abstract

We determine the optimal income tax schedule when individuals both choose endogenously
their labor supply and have the possibility of avoiding paying taxes. Considering a convex
concealment cost function, we propose a formula for the optimal marginal tax rate, that gen-
eralizes the formula of the standard Mirrlees model to the case of tax avoidance. We also show
that the results obtained by Casamatta (2021) in the fixed income case hold true when labor
supply is endogenous: with a low enough marginal cost of avoidance, it is optimal to let some

taxpayers, located in the interior of the skill distribution, avoid taxes.
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1 Introduction

For a long time, the literature on optimal labor income taxation, initiated by Mirrlees (1971) and
surveyed in Piketty and Saez (2013), has focused on the labor supply response to taxes. In these
models, individuals react to changes in marginal tax rates by adjusting their labor supply and thus
the income they earn. More recently, it has been recognized that modifications in marginal tax rates
can induce individuals to alter their taxable income, not only through a change in labor supply,
but also through a change in declared income (while keeping true income unchanged) (Saez et al.,
2012). This latter form of behavioral response to taxation can be illegal (tax evasion) or legal (tax
avoidance).

In this article, we focus on tax avoidance, that can be defined, following Piketty et al. (2014),
as “changes in reported income due to changes in the form of compensation but not in the total
level of compensation”. More precisely, we incorporate avoidance responses by taxpayers in the
standard Mirrleesian income taxation model, besides the usual labor supply response. This is all
the more important given that empirical evidence has pointed to fairly modest effects of taxes on
labor supply (Keane, 2011), whereas the avoidance response appears stronger (Slemrod, 1995; Saez
et al., 2012).

The first study that derived the optimal tax schedule while accounting for the avoidance margin
was proposed by Grochulski (2007). In this model, labor supply is fixed so that individuals respond
to taxes along the avoidance margin only. Considering a subadditive concealment cost function,
Grochulski (2007) proves two main results. First, at the optimum with taxes, no individuals should
hide income. This result is called the no-falsification theorem. Second, the optimal tax schedule is
such that marginal tax rates are equal to the marginal falsification costs. Casamatta (2021) later
relaxed the subadditivity assumption, by considering a convex cost function, and showed that the
no-falsification theorem was not valid anymore in this setup, with part of the taxpayers reporting
income lower than their true income.

None of these two articles did incorporate labor supply responses to taxation. Earlier work by

Kopczuk (2001) and Slemrod and Kopczuk (2002) consider both tax avoidance and endogenous



labor supply, while focusing on a linear income tax schedule. More recently, Piketty et al. (2014)
have proposed a formula for the top-income marginal tax rate when individuals have a quasi-
linear utility function (no income effects on labor supply). Huang and Rios (2016) also adopt the
quasi-linear framework and characterize the full nonlinear optimal tax curve. Other related work
include Selin and Simula (2020), who analyze income shifting, and Doligalski and Rojas (2022), who
determine the optimal tax schedule when individuals may decide to work in the informal sector.
These two last articles differ mainly from the rest of the literature in that they consider a fixed cost
of avoidance.!

Our work belongs to this strand of the literature and extends it in two directions. First, we
consider a general form for the utility function, hence allowing for income effects on the labor supply.
Second, we consider a concealment cost function which may be non-differentiable at 0, implying
that some individuals adopt a corner solution for their tax avoidance. We develop a formula for
the marginal tax rates in this general framework and contrast it with the formula of the standard
Mirrlees model. We also show that individuals located at the extremes of the skill distribution do

not avoid taxes, while those located in the interior of the distribution do, thus extending the result

obtained by Casamatta (2021) in the fixed income case, to the case of endogenous labor supply.

2 Model

Individuals differ with respect to productivity w, distributed according to the cumulative distribu-
tion function F(.) and the density f(.) on the support [w_,w], with f(w) > 0 Vw € [w_,w4]. An
individual with productivity w generates income y = wl, where [ denotes his labor supply.

True income is not observable to the fiscal authority and individuals have the possibility to hide
(legally) part of it to the government. This action is however costly and we denote ¢(A) the cost
of hiding A euros, with ¢(0) = 0.

We allow for the possibility that individuals declare more than their true income, in which

1To be precise, Doligalski and Rojas (2022) consider both a fixed cost and a variable cost of tax avoidance. They
however assume that the variable cost of avoidance has a constant rate, while the mechanism of our analysis relies
on the strictly convex schedule of the variable cost of avoidance.



case A < 0. We assume that ¢ is continuous and strictly convex.? Moreover, it is decreasing for
A < 0 and increasing for A > 0. It is differentiable everywhere, except possibly at 0 where the
right-hand (resp. left-hand) derivative is positive (resp. negative). We denote these derivatives
¢, (0) and ¢’_(0), respectively. The literature on tax avoidance, with the exception of Casamatta
(2021), assumes a differentiable avoidance cost function: ¢/ (0) = ¢’_(0) = 0. We shall see in what
follows that this assumption has important implications for tax avoidance behavior, as well as for
the shape of optimal marginal tax rates.

The utility function, u(c,[), is increasing in consumption ¢ and decreasing in labor supply [.>
Moreover, we assume that leisure is a normal good and that indifference curves are strictly convex

and single-crossing in the (¢, y) space.

3 The social planner’s program

We adopt a mechanism design approach in which each individual directly announces his/her type
w to the social planner and is assigned a reported income r(w) and a tax payment T'(w). From the
revelation principle, individuals should report their type truthfully.

When designing the functions r(.) and T'(.), the planner anticipates the optimal reaction of
individuals for their true income, y, which is not observable. The income earned by an individual
with productivity w who pretends to be of type w’ is denoted g(w’,w). It is obtained by solving

the program:

max V (y, w',w) = uly — T(w') — ¢y —r(w)), y/w). (1)

Under truth-telling, the income earned by an individual with productivity w is y(w) = §(w, w).
The social planner chooses the functions r(.) and T'(.) in order to maximize social welfare,

expressed as the sum of a continuous, increasing and concave transformation G(.) of individual

2Strict convexity, combined with the fact that ¢(0) < 0, implies that ¢ violates the subaddivity assumption in
Grochulski (2007) and Landier and Plantin (2017), where a function f is subadditive if and only if f(z 4+ y) <
f@)+ f(y)-

3 Avoidance is assumed to generate a monetary cost only, as in Piketty et al. (2014) and Huang and Rios (2016). A
more general formulation would allow avoidance to enter directly as an argument of the utility function, recognizing
that avoidance potentially also generates non-monetary costs, such as the time spent to optimize the income reporting
strategy.



utility levels, under resource and incentive constraints:

(P1) max)/G(U(w))dF(w)

r(.),T(.

subject to
U(w) = u(c(w), y(w)/w) (2)
c(w) = y(w) = T(w) — ¢(y(w) — r(w)) (3)
[ T fwdw = 0 (4)
and
Uw) > V(gw' w),w,w), YVw,w" € [w_,wy], (5)

where equation (4) represents the Government Budget Constraint (GBC) and (5) the incentive

constraints: a type w individual should not want to pretend that he is of type w'.

3.1 Optimal labor supply

As stated above, individuals determine their true income by solving program (1). An interior

solution satisfies the first-order condition:

1- ¢/(g(wl7 w) - r(w’)) = MRSC,l(Z?(w/’ w)v w/7 w)’ (6)

where

, Luly - T() — 8y — r(w)).y/w)
MRSy w'sw) = =3 =Ty = oy —r(@)), y/w)

is the marginal rate of substitution between leisure and consumption of an individual with income
y and type w who pretends to have type w’.

Three cases are possible: g(w’,w) > r(w'), g(w',w) < r(w') or g(w',w) = r(w’). The first two



cases involve an interior solution. They arise respectively when:
1—¢ (0) > MRS, (r(w'), v, w)

and

1—¢"(0) < MRS, (r(v"),w' w).

The corner solution g(w’,w) = r(w’) occurs when:
1= ¢/ (0) < MRS, (r(w'),w',w) <1—4¢(0). (7)

3.2 Incentive constraints

From the incentive constraints in program (P1), every individual should report truthfully his type.
Therefore:

w = argmax V(g(w', w), w', w). (8)

In the remainder of this article, we shall assume that the second-order condition of program (8) is
satisfied, therefore solving the first-order mechanism design approach (Jacquet and Lehmann, 2021).
Violation of the second-order condition implies that a subset of individuals should be bunched at the
same allocation, declaring the same level of income and paying the same amount of taxes (Lollivier
and Rochet, 1983; Ebert, 1992; Boadway et al., 2000).

Using the first-order condition of program (8), we can prove the following lemma.

Lemma 1. The incentive constraints (5) imply:

v y(w) . )

dw w2

Proof. See appendix A. O

Condition (9), which summarizes the incentive constraints under the first-order approach, is

identical to the one encountered in the standard Mirrlees model (Mirrlees, 1971; Piketty and Saez,



2013).
Taking U(w) as the state variable and r(w) as the control variable, the planner’s program can

then be restated as follows:

(P2) max [ GU@)IFW)

st

/ (y(w) — e(w) — $(y(w) — r(w))) f(w)dw > 0 and (9),

where the first constraint is the GBC, that has been re-expressed by using (3). Optimal labor income
y(w) and consumption c(w) are determined by inverting the condition U(w) = u(c(w), y(w)/w) and

solving program (1) with w’ = w.

4 First-order conditions of the planner’s program
We form the Hamiltonian associated to program (P2) above:

au
H = (G(U W) + ply(w) — e(w) — $ly(w) — r(w)))fw) + Aw) 5
where p and A(w) are the multipliers associated to the GBC and the incentive constraints respec-
tively.

Assuming an interior solution for y (y(w) # r(w)), the first-order conditions write:

oH
E - O

@+ W) 9wy ¢ A@)( 2 (- Lo Xy SV o o)
?TZ[ = —-\(w)

& = X (w) = (@ (U) ~ 190 ) ~ M) L0 B (1)



We differentiate (2), to obtain:

de  1udy
dr —  wu,dr
de 1
U~ e

Substituting these expressions into the first-order conditions (10) and (11), these latter become:

p(@ + -6+ L) ) 2@ P+ D ) =0 (12
- Nw) = (@) ~ L)) ~ M) L2 22 (13)

In the case of a corner solution (y(w) = r(w)), (12) becomes:

P+ ) ) + A (- + A8 a2 ) =0, (14)

W U w w Ue

Integrating (13) yields:

M) = [ (@0 — Lyespl= [ sy ($Puc)ds) fmm, (15)

where Mw_) = Awy) = 0.

5 Reported incomes at the second-best optimum

We now establish a first feature of the optimal allocation, that generalizes a result by Casamatta

(2021), obtained in the case of fixed incomes.
Proposition 1. At the optimal (second-best) allocation:
1. Individuals do not declare more than their true income: r(w) < y(w),Yw € [w_,w4].

2. Assume that ¢/, (0) > 0. Then Individuals located at the extremes of the skill distribution

declare their true income. In other words, there exist w' > w_ and w” < wy such that



r(w) = y(w),Vw € [w_,w'] U [w”, wy].

3. Assume that the optimal allocation {c(w),l(w)}, as well as the multiplier A(w), are continuous
with respect to ¢! (0). Then, for ¢ (0) low enough, some indiwviduals, located in the interior

of the skill distribution, avoid tazes. In other words, there exists w € (w_,wy) such that

r(w) < y(w).

Proof. See appendix B. O

This proposition says that individuals either declare their true income or understate their income
to the fiscal administration. The reason why it may be optimal to let some people avoid taxes is
that it allows to relax the incentive constraints.

To see this, consider a discretized version of the model, with a finite number of possible types

equally spaced by an amount d. The utility obtained by individuals 44§ when mimicking individuals

=
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|
~e

= ¢(H(w + 6,w) = 7), §(w + 6, w) /(w + 5)),

where T = T() and 7 = () = y(@) — €, with € the amount of avoidance by individuals .

Consider now an increase in the amount of avoidance de that leaves individuals w with the
same level of utility. Using the first-order condition (6), it can be checked that dT'/de = —¢'(e):
the increase in the avoidance cost must be compensated by a the reduction in the tax paid by
individuals w.

It follows, again using (6), that the utility variation of a type w + § who mimics a type w is:

@+ 5,0),04+50) = (-5~ 650 +8,5) ~ el

(¢'(e) = ¢ (9(@ + 0, @) — 7))uc(.)
(¢'(€) = ¢/ (e + 9w + 6, D) — §))ue(.)-



With a convex concealment cost function, and provided that §(w + d,@) > §,* this expression is
negative. This means that individuals w+§ are less tempted to mimic individuals @ when avoidance
by these latter is increased.

Note that individuals @ must be compensated for this increase in avoidance, through a reduction
in their tax payment equal to ¢’(¢). As soon as € and ¢/, (0) are sufficiently small, however, the
cost for the planner in terms of public funds is negligible, implying that the welfare gain from the
relaxation of the incentive constraints outweighs the resource cost. This is the case for individuals
located in the interior of the skill distribution, for whom the benefit of relaxing the incentive
constraint, as measured by the absolute value of the multiplier A(w), is strictly positive.” For
individuals located at the extremes of the skill distribution, on the other hand, the benefit of
relaxing the incentive constraints is nil, implying that they should not avoid taxes. This property
can be related to the classical result of no distortion at the top and the bottom in optimal tax
analysis (Seade, 1977).° By continuity of A\(w), individuals located close to the top or the bottom
should not avoid taxes either, as long as ¢/, (0) > 0.7

To summarize, altering the allocation at a given skill level w by marginally increasing the amount
of avoidance makes this allocation less attractive for individuals with a higher skill because, the
avoidance cost being strictly convex, these higher skill individuals incur a larger marginal avoidance
cost than w when mimicking and therefore require a larger monetary compensation for staying at
their initial utility level. Therefore, individuals with skills higher than w are less tempted to mimick

w when avoidance by these latter is increased, meaning that incentive constraints are being relaxed.

40ne can check that this is the case as soon as the agent monotonicity, or single-crossing, condition is satisfied
(Mirrlees, 1976; Ebert, 1992).

50ne cannot guarantee a priori that all individuals in one interior range of skills should avoid taxes. This depends
on the comparison between the multiplier A(w) and the marginal avoidance cost ¢/, (0).

6Mathematically, this is reflected by the fact that AM(w_) = A(wy) = 0. Relaxing the incentive constraint at a
given skill level allows to increase the tax receipts from people with higher skills, and to redistribute this additional
income towards people with skills below this level. Therefore, there is no benefit of allowing avoidance neither at the
top of the skill distribution, as there are no individuals to be taxed above this level, nor at the bottom, as the mass
of people who could benefit from this enhanced redistribution is 0.

"It should be noted that, when ¢/(0) = 0, the usual assumption in the literature, all individuals in the interior of
the skill distribution should misreport their income.

10



6 Marginal tax rates

In this section, we determine the optimal marginal tax rates, both on individuals who report
their true income and on individuals who practice avoidance. In this purpose, we first derive
the elasticities of real and taxable income. For a given tax schedule T,.(r), individuals choose
real income y and taxable income r in order to maximize u(c,l) subject to the budget constraint
c=y—"T.(r) — ¢(y —r). Substituting the budget constraint into the utility function, an individual

with productivity w solves the program:

yggou(y—ﬂ(ﬂ — oy —r1),y/w). (16)

In the case where both y and r are interior solutions, the first-order conditions write:

1
(l—qb’)uc—kaul =0

(1-7)—-14¢" = 0,
where 7 = T/ (r). Substituting the second condition into the first, this system of equation becomes:

1
1—T)ue + —
( T)u —i—wul

I
o
—
—_
N |
~—

(1-7)—1+¢

|
o
—~
—
0¢]
~

Differentiating these conditions, and defining Q2 as:

Q= uy +w(1 —7)%uee + 2w(1 — 7)ug,

we derive formulas for the elasticities of the true and reported incomes with respect to the net-of-tax
rate, which are presented in the next lemma.

Lemma 2. When an individual chooses an interior solution for both y and r:

1. Uncompensated and compensated elasticities of true income with respect to the net-of-tax rate

11



are, respectively:

1— 7 w?(ue 4+ r(1 = 7)tee + Zue)

= _— ].
o o L7 —w?ue + (y — 1) (W (1 — 7)Uee + Wite) 20)

2. Uncompensated and compensated elasticities of reported income with respect to the net-of-tax

rate are, respectively:

11—-7 gy 7177'i

_ 4 — 21
Er ¢// r + rey r d)//( (b Q ) ( )
. 1—-71 w?u,
¢ = - (22
Proof. See appendix C. O

In the case of a corner solution with no avoidance (y = r),® the elasticity formulas for true
income y, (19) and (20), coincide with the ones obtained in the standard Mirrlees model (formulas
(23) and (24) in Saez (2001)). Moreover, the elasticities of reported income, e, and eg, coincide

with the elasticities of true income, e, and ej. Lemma 2 then implies that the elasticity of reported

income, both in its compensated and uncompensated form, is discontinuous at the point r = y:

1 1-
erly qy = //777-"'674 > el =€y (23)
oy ¢ (0) y v
c 1 1—7 c c c
e,.\T/y = 57(0) 7y + ey > 67.|T:y = ey (24)

The discontinuity arises because altering r for an avoiding individual induces a modification in the
marginal avoidance cost (term ¢/} (0) in the above expressions). This effect is absent for individuals

who report their true income.

80ther types of corner solutions correspond to violations of the non-negativity constraints » > 0 and y > 0.

12



6.1 The optimal marginal tax rate curve

We now turn to determining the optimal marginal tax rates. When the optimal choice of r(w) by
the social planner follows from the first-order conditions (12) or (14), we can, using (17) and (18),°
express the marginal tax rate as follows:

Aw) 1 dy, 1 y(w)

T i) dr Wt e (g, ) )

where we note that dy/dr = 1 for individuals choosing y = r. For some individuals, however, we will

show that the planner’s solution for r(w) may arise at a corner. This leads to the next proposition.

Proposition 2. The optimal marginal tax rate faced by an individual with productivity w is equal

to:

T7(r(w)) = min(7"(w), ¢/, (0)) if r(w) = y(w)
Ty (r(w)) = 7" (w) > ¢, (0) if r(w) < y(w)

where 7*(w) satisfies:

T = Aw)B(w)C(w) (26)
with
Adw) = y(1+ey)+(i: r)(e, —ef)
Bw) = T
o= [ (- S [T (- 5) | 2
Proof. See appendix D. O

91t can be checked easily that (17) remains true in the case of a corner solution y = r.

13



The optimal marginal tax rate is lower than or equal to ¢/, (0) for complying individuals whereas
it is larger than ¢/, (0) for avoiding ones. For complying individuals, two cases are possible. Either
the planner solution for r is at a corner and the optimal tax rate is ¢/, (0), or the marginal tax rate
is obtained from the first-order condition (14). For tax avoiding individuals, the optimal marginal
tax rates is derived from (12).

In the last two cases (marginal tax rate derived from (12) or (14)), we recover the ABC' formula
in the optimal income taxation literature (Diamond, 1998; Saez, 2001; Jacquet et al., 2013), where
A is the efficiency term, B the skill distribution term and C' represents mechanical and income
effects. We remind that the parameter p is the multiplier of the government budget constraint (4).
It represents the social welfare gain of giving an additional unit of money to all individuals and
therefore allows to express the loss of welfare for individuals above w in terms of revenue.

In the absence of avoidance, the terms A and C become:

Aw) = L2
= [ (1= CLmn) | [ (0} )| S,

so that the optimal tax solution coincides with the standard ABC formula of the Mirrlees model
(equation (15) in Saez (2001)). Recalling that individuals close to the bottom or to the top do not
avoid taxes (Proposition 1) and moreover that the distribution of skills is assumed to be bounded,
we therefore recover the zero marginal tax rate at the bottom and the top result, provided that
there is no bunching at the bottom (Seade, 1977).

In the case of a quasi-linear utility function (no income effects on labor supply), formula (26)

14



simplifies to:'°

Tir(w)  y(l+e,)1—Fw) [ [ GUm)\ fm)
- Ti(r(w))  res wf(w)/w (1 r >

6.2 A decomposition of the efficiency term

Formula (26) makes clear that the optimal marginal tax rates not only depend on the elasticity of
earned income, as in the standard Mirrlees model, but also on the elasticity of reported income —
both in its compensated and uncompensated form — as well as on the size of true income y relatively
to reported income r. These differences with the standard optimal taxation setting arise entirely
through the efficiency effect A. The next proposition, which is derived from results in Jacquet et al.

(2013), allows for a better understanding of this effect.

Proposition 3. The efficiency term A(w) in the optimal marginal tax rate formula (26) is equal

to v(w)/e(w), where

- y(1+ ey) + (y —7)(er — 676-)
Y(w) = r(1 1 res) (27)

T

is the elasticity of reported income with respect to productivity and

e
e(w) = 7
1+ =res

s the compensated elasticity of reported income with respect to the net-of-tax rate along the tax

schedule.
Proof. See appendix E. O

The efficiency effect A can thus be decomposed into two terms, e(w) and v(w).

10Denoting sheltered income as z = y — r, it can further be shown that this formula can be written as:

Tirl) (26 ) (1, L) LoPe) o @Wm)) _sm_,,
1= Ti(r(w))  \re, ey ) witw) Lo w ) 1-Fw
which is close to formula (8) in Huang and Rios (2016), with two differences. First, these latter consider an alternative

social welfare function, with exogenous weights on the utility of each individual. Second, they allow for a proportional
tax t on consumption, in addition to the tax on labor income.

15



The elasticity e(w) represents the substitution effect: a modification of the marginal tax rate at a
given income level induces individuals to lower their reported income. Because the tax system should
be designed to limit these distortions as much as possible, we obtain that the optimal marginal tax
rate is inversely related to this term. Note that e(w) differs from the standard elasticity e¢ as soon
as T/ # 0. This is due to the fact that, with a nonlinear tax schedule, a variation in reported
income r induces a change in the marginal tax rate T/.(r). This feedback effect is not taken into
account by the standard elasticity concept.'!

Furthermore, the distortion caused by a modification in the marginal tax rate is increasing with

the number of individuals directly affected by it. The income and skill distributions are linked

through the following relationship:

wf(w) = y(w)rh(r).

Therefore, the number of individuals at a given income level, h(r), is inversely related to the
elasticity «v(w), which explains why the optimal tax rate is increasing with v(w). Inspecting (27),
it appears that v(w) is increasing with the elasticity of true income, e, as in the standard Mirrlees

model. However, when avoidance is possible, it is also increasing with the relative importance of

c

true income, y, with respect to reported income, r, as well as with the size of income effects, e, —e?.

6.3 Sufficient statistics formula

In the next proposition, we express, following Saez (2001), the optimal marginal tax rates as a

function of reported incomes.

Proposition 4. When (26) is satisfied, the marginal tax rate faced by an individual with reported

income r* can be expressed as follows:

L N REY/ (ol AT PR o A 4 T
L—TM(r*) +r*ecT! e r*h(r*) J,. 1 I xp - 1 ec) r | 1-— H(r*)dr
(28)

1See Jacquet et al. (2013) or Jacquet and Lehmann (2021) for a detailed discussion of this point.

16



where H(.) and h(.) are the cdf and pdf of reported earnings, respectively.
Proof. See appendix F. O

This formula is identical to equation (14) in Saez (2001).? It can be interpreted in the same way,
as the combination of mechanical, substitution and income effects. This of course does not imply
that the optimal marginal tax rates are the same with and without avoidance, as the distribution
of reported incomes depends on the avoidance technology, as emphasized in the discussion above.
Nevertheless, this result is reassuring, in that the use of the formula derived by Saez (2001) in applied
work remains valid under tax avoidance by individuals, with the usual caveat that elasticities, as
well as the distribution of reported incomes, should be estimated at the optimal allocation, not the

current one (Kleven, 2021).

7 Numerical examples

We report numerical examples in which the productivities are distributed according to a lognormal
distribution on the support [1,10].
The utility function is assumed to be quasilinear and the disutility of labor takes an isoelastic

form:
l1+1/e

u(e,l) =c— Trije
where e, the elasticity of labor supply with respect to the net-of-tax-rate (both compensated and
uncompensated as there are no income effects on labor supply), is assumed to be equal to 0.25.

We consider both a Utilitarian planner, with a social welfare transformation of utility G(U) =
In(U), and a Rawlsian planner, who maximizes the utility of the worse-off individuals in society,
namely those with productivity w_.

Finally, the avoidance cost function takes the form ¢(A) = A%/10 +|aA| where o > 0, which

implies ¢’ (0) = —a and ¢/, (0) = av.

123aez (2001) gets rid of the term reST)” in the denominator of the left-hand side by using the so-called virtual,
instead of actual, density of incomes.

17



Results are displayed in figures 1 and 2, which represent the Utilitarian and Rawlsian cases,
respectively.

In the Utilitarian setting (figure 1), we report simulations corresponding to three values of «,
a =0, a=0.15 and a = 0.5. When a = 0, the marginal cost of avoiding the first euro is zero,
so that all individuals, except those located at the bottom and the top of the skill distribution,
practice avoidance. This is seen in the bottom right panel, that represents concealed income y — r
as a function of productivity w: all the individuals in the interior of the skill distribution report
strictly less income than their true income. This is not the case anymore when a = 0.15: some
individuals, located close enough to the extremes of the skill distribution report their true income.
When a = 0.5, no individual avoids taxes and the optimal tax curve coincides with the solution of
the standard Mirrlees model.

We note also that, for all values of «, the optimal marginal tax rate, represented on the top
left panel, is zero at the bottom and the top. For individuals located in the interior of the skill
distribution, the marginal tax rates correspond with the solution of the standard Mirrlees model
when « is high enough (o = 0.5), as no individual avoids taxes in such a case. For lower values
of a (o = 0.15), the marginal tax rate curve exhibits horizontal portions, corresponding to a tax
rate equal to ¢, (0) = 0.15, in line with the result in Proposition 2. When a = 0, the optimal
marginal tax rates are everywhere given by the ABC formula, although they differ from the ones
encountered in the model without tax avoidance.

Numerical simulations with a Rawlsian planner (figure 2) exhibit three main differences with
respect to the Utilitarian case. First, marginal tax rates at the bottom are not zero anymore. As
explained, e.g. in Boadway and Jacquet (2008), it is optimal to introduce a distortion at the bottom
since, contrarily to the Utilitarian case, individuals located at the bottom do not have a zero mass
anymore in the objective function (precisely because the Rawlsian planner maximizes the utility
of people at the bottom), implying a positive equity effect, and therefore the reappearance of the
equity-efficiency trade-off. Second, the existence of positive, and large, marginal tax rates at the
bottom of the skill distribution discourages individuals from reporting their true income, leading to

some tax avoidance behavior, in contrast to what we obtained with a Utilitarian criterion. Third, we
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Figure 1: Optimal tax schedule with the Utilitarian criterion
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Figure 2: Optimal tax schedule with the Rawlsian criterion
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observe that this may lead to corner solutions for reported incomes, individuals with a relatively low
productivity declaring to have no income. Apart from these differences, we recover some properties
of the optimal tax schedule already obtained in the Utilitarian case. When the marginal cost of
avoiding the first euro is zero (o = 0 in figure 2), all individuals, except those at the top, practice
tax avoidance. For intermediate values of o (v = 0.4 in the simulations), part of the individuals
avoid taxes (those with the lowest productivities), whereas the others declare their true income.
Finally, for a large enough marginal cost of avoidance (o« = 1 in the simulations), nobody avoids
taxes and the optimal tax curve corresponds with the solution of the standard model, that has been

analyzed in the Rawlsian case by, e.g., Boadway and Jacquet (2008).

8 Conclusion

We have studied the optimal labor income taxation problem when individuals both determine their
labor supply and have the possibility of avoiding paying taxes. We have shown that, with a low
enough marginal cost of avoidance, some taxpayers, located in the interior of the skill distribution,
choose to conceal part of their income to the tax administration. This result was obtained by
Casamatta (2021) in the fixed income case, and is therefore robust to the introduction of endogenous
labor supply. For these individuals, the optimal marginal tax rate depends both on the elasticities
of true and reported incomes. For the other individuals, located at the extremes of the skill
distribution, true and reported incomes coincide.

These results were obtained with a concealment cost function assumed to be continuous and
identical for all individuals. These assumptions should be relaxed in future work by considering
a more general concealment technology. In particular, it is of interest to introduce a fixed cost of
avoidance (Selin and Simula, 2020; Guyton et al., 2021; Doligalski and Rojas, 2022). Also, the case
of marginal costs differing with the level of productivity, reflecting the fact that richer individuals
may have access to better avoidance opportunities, should receive some attention. We expect that
incentive constraints of more productive individuals will be tightened if they have access to a less

costly avoidance technology. These latter should therefore face lower marginal tax rates and hide
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more income. However, a careful investigation is needed to confirm this conjecture.

Another generalization of this work concerns the possibility of partial avoidance, with sheltered
income being taxed at a lower rate than taxable income, which is typically the case when individuals
resort to income shifting or income retiming (Piketty and Saez, 2013; Piketty et al., 2014; Selin and
Simula, 2020).

Finally, it should be noted that governments have the possibility to reduce avoidance opportu-
nities by modifying the tax environment. This study could therefore be completed by endogenizing

the avoidance technology, in line with Kopczuk (2001) or Slemrod and Kopczuk (2002).
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Appendix

A Proof of Lemma 1

Two cases are possible. In the first one, y(w) = g(w, w) is an interior solution of program (1) (it is

different from r(w)). The first-order condition of program (8) then writes:

o]

(=T"(w) + 7' (w)¢ Juc + 7=

(1= uc + %Ul) =0. (29)

(w,w)

From the first-order condition (6), the second term in (29) vanishes, so that this condition becomes:
= T'(w) + 1 (w)¢ (y(w) — r(w)) = 0. (30)

In the second case, y(w) is a corner solution: y(w) = r(w). In such a case, the first-order condition

of program (8) is:
%9 (ue + lu )=0 (31)
ow’ cTw VT

— T (w)ue +

(w,w)

Observing that 8@/8w"(w w) = ' (w), condition (31) becomes:

(=T (w) + ' (w))ue + W(w)%ul =0. (32)

Let us differentiate (2) with respect to w, again distinguishing whether y(w) is an interior solution

or not. In the first case, we have:

% =y (w)((1 — ¢")uc + %m) + (=T"(w) + 1" (w)¢")ue — yz(uls) -

Condition (6) then implies that the term (1 — ¢')u. + (1/w)u; on the right-hand side of the above

expression is equal to 0. In the case of a corner solution:

aw _ 1 y(w)
T =Y (w)(ue + Eul) —T'(w)ue — o7 U
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where we note that y'(w) = 7/(w). Using (30) and (32), respectively, we obtain that in both cases:

dU w
_ _y(2)ul.

dw ~ w

B Proof of Proposition 1

1. We evaluate the derivative of the Hamiltonian when r(w) is larger than y(w). From (6), we have
that 1 — ¢/ + (1/w)(w;/u.) = 0 when r(w) # y(w). Therefore, (12) implies:

oH , dy 1 y(w) Uy

il — A A R = '

or |, pd_f(w) + A(w) —- (——w+ (e~ = un))

2 3
r(w)>y(w) w w c

r(w)>y(w)
We show that this expression is strictly negative.
First, differentiating (6), we have:

% B " uc + (1 — @' )¢ uee + %d)/ucl
dr -D ’

Y

where D, is the derivative of (6) with respect to y. Assuming that the second-order condition
of program (1) is satisfied, D, is negative. We use (6) to rewrite the numerator, evaluated at

r(w) > y(w), as:

1
¢//uc + *(ﬁl_(fﬂucc + ucl)~
w u

C

Indifference curves are assumed to be increasing and convex in the (c,y) space. They are therefore

increasing and concave in the (y, c) space, implying:

d2y
— <0
dc?

u

Uy
& ——Uge 4+ U < 0.
Uu

C

Recalling that, by assumption, ¢’ < 0 and ¢” > 0, we obtain 8y/8r‘ 0.

r(w)>y(w) =

Second, convexity of the indifference curves in the (c,y) space implies ucu;/ue. — uy > 0.
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Recalling that u; < 0, this implies that the last term between parenthesis is positive.
Finally, we prove below that A(w) < 0, Vw. Combined with the full support assumption (f(w) >

0 Vw € [w—,wy]), it follows that B’H/ar’ < 0, meaning that the social planner has no

r(w)>y(w)
incentive to increase r(w) above y(w).

2. Let us write the derivative of the Hamiltonian with respect to reported income, when this

latter tends to true income from below:

OH ) dy 1 y(w)
— = pue’ (0) f(w) + AMw) == (——w + (ueg— —uy)).  (33)
O () Ay ) dr ) ry(wy W2 w? e

Under the full support assumption (f(w) > 0) and assuming that ¢/ (0) > 0, the first term in
the right-hand side is strictly positive. Moreover, recalling that A(w_) = A(w4) = 0, the second

term vanishes when w is close to w_ or wy. Therefore, 87-[/8r’r(w)/y > 0 when w — w_ or

(w)
w — wy, which implies that there exist w’ > w_ and w” < wy such that r(w) = y(w),Vw €
[w_,wU [w” w].
Observe that this result (r(w) = y(w)) is true for all w such that A(w) = 0. Noting that
dy/dr =1 when r(w) = y(w), (12) implies:
1w
Slw, (34)
whenever A(w) = 0. This allows to us to prove, following the argument developed by Werning
(2000), that AM(w) < 0 YVw € (w_, w4 ), and thus, recalling that A(w_) = AM(w,) = 0, that A(w) <0
Vw € [w_,wy]. if A(w) > 0 for some w € (w_,w, ), there must be some maximal interval [w?, w!]
with w® < w! such that A\(w) > 0 for w € [w" w!], with A(w®) = A(w!) = 0 and N (w®) > 0 and
N(w') < 0. We note that (9) implies U(w®) < U(w?!). Therefore, recalling that G is a concave

function, we have that G'(U(w®)) > G'(U(w")). Using (13), we then obtain:

1 _l ’ wO )\/(wl) !
= (G (UW") + ue(c(w!), l(w!))’

w0 1) g Fluty) = @O+

) >

I~

The rest of the proof, that consists in showing that this inequality cannot be true, provided that
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leisure is a normal good and that (34) is satisfied, follows directly from Werning (2000).

3. We prove that 9% /0r| < 0 when ¢/, (0) =0 and w € (w—,w).

r(w), My(w)

When ¢, (0) = 0, the first term on the right-hand side of (33) vanishes. Moreover, from the
discussion above (sentence that starts with “Second, convexity of the indifference curves ...” in
point 1.), the last term between parenthesis is (strictly) positive. Because A is strictly negative for

individuals with w € (w—, w4 ), it remains to be shown that dy/dr|r(w)/y(w) is positive:

@ . Qﬂ- (O)uc + %QSI_Q_(O)(_?%UCC + ucl)
dr B —Dy >0 '

r(w) y(w)

Recalling that ¢’} (0) > 0, this expression is strictly positive when ¢’, (0) = 0.
If the optimal allocation {c(w),l(w)} and the multiplier A\(w) are continuous with respect
to ¢/ (0), the above reasoning implies that there exist individuals with w € (w_,w; ) such that

oM/ 8r|r( < 0 when ¢/, (0) — 0. Therefore, these individuals avoid taxes at the tax opti-

w) Sy (w)

muinl.

C Proof of Lemma 2

We consider a linearized tax schedule, such that ¢ = y — 7r — ¢(y — r) + I with 7 independent of

7,13 and differentiate conditions (17) and (18) with respect to y, r, 1 — 7 and I:

Q 1
dy— +d(1 = 7)(tte + (1 = T)tge + —tter) + dI((1 = 7)o + —1u) = 0 (35)
w w w
d(l—71)+ dy¢” — dr¢” =0, (36)
where Q = uy + w?(1 — 7)%uee + 2w (1 — 7)u. Re-arranging these expressions leads to:
1—7w(ue +7(1 — 7)Uee + TUel)

ey = ” )
11—7 y  1-71

w? (e +7(1 = T)tee + L)

(1 _(b,/ Q )7

¢// r Tey r ¢//

13T represents exogenous income.

(9 =
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where e, = (dy/d(1 —7))((1 —7)/y) and e, = (dr/d(1 —7))((1 — 7)/r) are the elasticities of the
true and reported incomes with respect to the net-of-tax rate, respectively.
We also determine compensated elasticities. In this purpose, we first compute, using (35) and

(36), the response of labor income (true and declared) to a change in exogenous income I:

dy o w2(1 - 7_)ucc + wug

dI Q
dr dy
2 37
dl  dI (37)
We then use the Slutsky equation (expressed in elasticity form):
€p =€x —Nw, W=Y,T (38)

where 7, = (1 — 7)(dw/dI), to obtain:

1—7 —w?ue + (y — ) (w?(1 — 7)ee + wue)
Y y Q
1-71 w2,

e = r w(l—qs 19 )

o

<

D Proof of Proposition 2

When there exists an interior solution for r, the optimal marginal tax rate is obtained by re-
arranging the first-order conditions (12) and (14) of the social planner program, which correspond
respectively to the case of an interior solution for y (y(w) > r(w)) and of a corner solution (y(w) =

It should, however, be noted that the Hamiltonian function is not differentiable at the point

where individuals are just indifferent between avoiding or not, that is when:

1
MRS., = _E% =1—¢/,(0). (39)

C

To see this, we rewrite the derivative of the Hamiltonian, as expressed in (12), when r tends to y
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from below:

OH , d , 1 d 1
ol 1(¢4(0) + dT?{(l - ¢, (0) + E%))f(w) + A(w)dirj(_ﬁul n yfuzg) (uczZ—i )

where the second equality follows from (39).

It is shown below that:

dy re; —re, + ye,

= 40
dr res (40)
Therefore, using (23) and (24):
d e d
CTy =415 <1l= CTy
"oy oy T T lr=y

Using (14), and reminding that A(w) < 0 Vw € (w_, w4 ), u; < 0 and, because of the strict convexity

of indifference curves, uqu;/u. — uy > 0, we obtain that:

on
or

_on
Ay or

r=y

Three cases are then possible. If OH/0r < 0, the solution involves r(w) < y(w) and the

|T/‘y
formula for the optimal marginal tax rate follows from (12). If BH/QT‘T/‘ZJ > 0 and 87—[/8r|r=y > 0,
the optimal solution involves r(w) = y(w) and the formula for the optimal marginal tax rate
follows from (14). Finally, if aH/ar‘r ny = 0 and oM/ 87’|r=y < 0, the optimal solution involves
r(w) = y(w) and the optimal marginal tax rate is equal to ¢/, (0), as it is the tax rate that satisfies
(17) and (39).

We now analyze the first two cases, in which the optimal tax rate is derived from conditions
(14) and (12), respectively.

When individuals adopt a corner solution, r = y, the problem faced by the social planner is

the same as in the standard Mirrlees model. Re-arranging condition (14), we arrive at the usual

formula (Saez, 2001). It should be noted that the optimal tax rate cannot be larger than ¢, (0),
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otherwise individuals would earn a level of income y strictly larger than r. This follows from the
resolution of program (16). In the case of a corner solution y = r, the first-order condition on y

implies:
ou =(1—=T.r))u. + lul > 0,
ay |, Ay w
where U is the objective function of program (16). A marginal tax rate 77 (r) larger than ¢/ (0)
would therefore imply a contradiction with (7).
We now turn to the case of an interior solution, r < y.
1. We first prove that:
Yy U, I+ey—ey

!
= (g — —uy)) =1 = 1T)ug——L—.
w2( e w)={1-7) cieﬁ—ie,ﬁ—q,

From (19):
uy + w? (1 = 7)%uce + 20(1 = T)ug — w?(1 —7)% — Zw?(1 — 7)uce — Zw(l — 7)ug
1 +e, = Yy Yy Yy
Y Q
uy + (1 — i)wQ(l — 1) e + (2 — Swl = T)ua — w?(1 — )4
= a i
Using (20):

ug + (1 — i)wQ(l —7) U + (2 — Sw(l = T)ue — w?(1 — )4

1+e,—¢; =

y
w1 o)+ (- D) e+ 0(1 = i)
Q
_ uut w((lz - T)ucl' (42)
Using (21) and (22):
—el — —ep + ey ;f—%l;T
- —“’;““01;7. (43)
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Combining (42) and (43):

1+€y_€; u”—l—w(l—T)uCl

2

reoe T _
g 6r yeT—l—ey W Ue

u
w el — Uy

w2u, 1—171

Re-arranging the last expression leads to (41).

2. We then prove that:

dy  re;p —req +yey
dr res '

We differentiate (17) and (18) with respect to y and 7:

This leads to:

Using (43):

Using (21):

Therefore:

Q
dy—5 — drT}'u. =0
w

dy¢” — dr(¢/" +T/) = 0.

dy _ T,,w2uc
dr TQ
d T//
@y =1+ L.
dr @
dy _ y ey —Ter +yey
dr " 1—7 '
1—7
7 =Te, — yey

T 1
1—7 ¢ re, —yey,

dy  T'ref —re. +yey

dr g rér — Yey
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From (18):

L7 _dy _
¢ dr

Substituting into (46):

dy (- @)reﬁ—r&-—kyey

dr dr Ter — Y€y
dy _ rep —rer +yey
dr res '
3. We show that:
' ) c
TT(T(U))) _ ¢ 1—F(w)(y(1+ey)+(y—r)(er—er))
1=Ti(r(w))  1-F(w) wf(w) re; '

From (17):

U= (1—7)ue.

Starting from (25), and using (41), (44), and (48), we arrive at:

Ty (r(w)) AMw)  ue  ref —re, +yey 1+e, —e

=— 1+ — ).
1=T!(r(w)) uo wf(w) reg ser—pertey
Moreover, it can be shown easily, using (38) and (37), that
ey — €, =€ — €.
The previous expression then becomes:
Ti(r(w)) _ Mw) ue y(L+ey)+(y—r)ler—ef)
1 =T (r(w)) powf(w) re; '
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4. Adapting the method in Saez (2001), we show that:

ucM = /w+(G/(U(m))UC(m) —1)exp [/m G oo _Vh) ds| f(m)dm

M w M w aeg - ieT + €y y(s)
From (15),
AMw) _ [“F G'(UmM))uc(m) | uc(w
w - L ( . ST, fm)m
where

It follows that:

te() =ex " s)ds
sy Tom =0 | [ 610
where
J(s) = 7duc/ds B y(Z)UCl~

We differentiate U(s) = u(c(s),1(s)):

Using (9), this yields:

y(s)
c(8)ue +1'(s)u; = g u
Moreover,
du,
= A (8)tee +1'(8) -

Substituting ¢’(s) from (50) into this equation, and recalling that y(s) = si(s), we obtain:

du,
ds

UpUcc

=—(I(s) + sl'(s)) + U (8)uct

Sl
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It follows that

Wee Sl (8)ug B 1(s)ug

J(s) = (I(s) + sl'(s)) —

su? Sl SUe
_ (U(s) +sl'(s) U(s)wuee  U(s)uc
B sl(s) uZ Ue )
From (21) and (22), we have:
el —ep = -7 (w2(1—7)u + wu )
T r QO cc cl | -
Condition (17) implies:
1 uy
l—7=——-L
W U

Substituting into the previous expression:

c 1—7 uy
€. — € = —WUlUee— + Wl | -
9] Ue

We then use (43), to obtain:

el — ey luguee  lugy
ieﬁ — ger + ey u? Ug
Therefore:
y'(s)  ef—er
J(s) =21
y(S) Eer — yer+ €y

This implies:

Aw) [ G"(U(m))uc(m) ox m et — e, 1 . \dim
Uc L - w ( I 1) plw £6$*§€r+€yy(s) y( )‘|f( )d
G [ e )]
- [ Dew | ["1- 5T sy,

where the second equality follows from (44).

5. The optimal marginal tax rate faced by avoiding individuals (r(w) < y(w)) is larger than

¢, (0).
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This follows readily from the first-order condition (18). The marginal tax rate being equal to
¢'(y(w) — r(w)) and the function ¢ being strictly convex, it follows that the marginal tax rate is

larger than ¢/, (0).

E Proof of Proposition 3

We distinguish between the cases y > r and y = 7.
l.y>r

Let us differentiate the first-order conditions (17) and (18) with respect to y, r, 1 — 7 and w:

Q y 1 y
dyﬁ —drT/ue + d(1 — T)ue + dw(—(1 — T)Eucl - —gu - Eu”) =0 (51)
dy¢” _ d?“((b// + TT//) + d(l _ 7—) =0. (52)

Substituting the second condition into the first, we obtain:

(ZS//_'_T’,/‘/ Q Q y 1 y
dr7¢,/ w2 drTue +d(1 — 7)(ue — ¢”w2) —dw((1 - T)Eucl + Eul + Eu”) =0.

This implies:

dr (1 —7)yua+w+ Juy —Zucyt —w(l = T)ue + Lun
- ”+T7’f - ”+T7/f b
dw CEFEQ — TV wu, LT - T wu,
2 Q
dr —w*(ue — W)

(1l — 7’) - ¢’”(;FT#' O— T;’w2uc7

77

where the last equality in the first equation follows from (17).
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Using (41) and (49), we obtain:

dr  —w(l— T)uc% —w(l —7)u,
dw I — T,
y(1+ey)+(y—r)(er—es
—w(l = )u (WD)
= & T7 - - . (53)
o = T w?uc
Moreover, from (43), we have:
Q ue(l —7)
w2 ret —re, +ye,’
and, from (21):
1—7
7 =Te, — yey.
These two conditions imply:
dr oWt uegtten)  —wtulmmig) (54)
d(l — T) ‘i’”J?ﬁ' Q-— T;’wzuc ¢”(;;/H' 0— T;’w2uc ’
We then use (22):
. 1—71 1 — 7 wu,
ee=—-— - —
r - ¢// r O’
which implies
T”w2u — T”Q(i _ Teﬁ )
e
and thus
¢H + T’rl‘/ 1", 2 T’I/‘/
TQ—TTU} UC:Q(1+ 177_7“65). (55)
Using (43), we also obtain:
Q (&
w(l — T)ue = ——(ref + yey, —re,). (56)
w
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Combining (55) and (56) leads to:

w(l — T)ue _res +yey, — e,

¢//(2:qu£/ Q o T,,/‘Iw2uc w(l +

rres)
which, from (53) and (54), implies:

dr y(l+ey) +(y—r)(e, — )

dw w(l+ fpj;re;i)
dr (1= 1)res
d1—=7) (14 {reg)

It follows that:
B y(1+ ey) +(y —r)(e, —ef)

)= r(1+ 1T_T”Tre$)
and
5
elw) = 1+ 1T_T”Tre$

Therefore:

1(w) _y(dte) +y=r)er =€) 40,

e(w) res

2.y=r

Let us differentiate the first-order conditions (17) with respect to r, 1 — 7 and w:

Q 1" r 1 Y
dr(ﬁ =T ue) +d(1 — T)ue + dw(—(1 — T)ﬁucl il Eu”) =0.
This implies:
dr  (L=7)rug +u + Luy  — eyt —w(l —7)ue + Fuy
dw Q- TVw?u, B Q- TV'w?u, ’

dr —w3u,

dl—71)  Q-T'wu,.’

where the last equality in the first equation follows from (17).
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Using (41) and (49), we obtain:

Moreover, from (43), we have:

This implies:

It follows that:

and

Therefore:

dr —w(l = )ue(HEE)

c
res

dw Q= T'w?u,

Q ue(1l —7)

2 c
w res

dr r(l+e,)

dw  w g )

a1
dr (1 —1)res
dl=7) (14 Fre)
1+e,
TW) = —75r —
(w) 1+ 1T_TT7"6$
5
e(w) = —
(w) 1+ 1T_TTre§£
¥(w) _lter — Aw)
e(w) es

F Proof of Proposition 4

Using the fact that:

h(r(w))dr = f(w)dw = f(w) =
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the term B(w) can be rewritten as:

1—-H(r
B(w) = ———= (r)
w5=h(r)
_ 1_H(T) 1+ 1:Tre$‘
h(r) y(l+4ey)+ (y—r)le, —ef)
This leads to: o
1+ y=rer 1 — H(r)
A B — 1—7
(1) Bw) = —120 o,
and therefore, from (26):
Ti(r(w) e 1= HO)
1=T/(r(w)) — res h(r)
T! 1 1-H(r)
SIS T vty e rh(r) W)
Noting finally that C'(w) can be written as:
"+ G'(U)u, " er\ dr’ h(r)
/M (1 Tk > o U (1 B ) ] 1= H(")

we have demonstrated that the optimal marginal tax rate satisfies (28).
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