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Abstract

This paper augments the DMP model with large firms and intrafirm wage bargaining by an endogenous
decision to become an entrepreneur that is based on heterogeneous entrepreneurial abilities. If workers’
wage bargaining power is not too large and the match efficiency is not too low, the decentralized market
equilibrium features an inefficiently high number of entrepreneurs, because they appropriate large parts of
the surplus from matches. A realistic calibration with empirically plausible parameters shows this case to be
the relevant one. Consequently, introducing a tax on the profits of entrepreneurs restores the constrained
first-best allocation by affecting occupational choices. It drives rather unproductive entrepreneurs out of
the market since the marginal entrepreneur is affected and not the average one. Thus, the negative effects
on job creation are small.
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1. Introduction

When talking about the taxation of entrepreneurs or job creators, a common fear is that higher
taxation might lead to job cuts or less business creation. Moreover, if entrepreneurs are very inno-
vative, taxation might lead to less innovation and is harmful for growth. If the trickle-down effect
matters, it is beneficial for the whole economy to not tax entrepreneurs heavily, since they create
jobs and help reduce unemployment. The question that arises is whether entrepreneurs’ profits
suitably reflect their economic contribution or whether these profits might be too high because
they can acquire a too large share of output. If the latter is the case, taxation of entrepreneurial
profits is justified even from an efficiency perspective. To satisfyingly answer the question whether
higher tax rates for entrepreneurs can be welfare-enhancing, it is important to make realistic
assumptions about the labor market. We therefore use the labor matching model developed
by Diamond, Mortensen, and Pissarides (DMP Model)! augmented with heterogeneous agents
and endogenous occupational choices. Moreover, by assuming that wage bargaining takes place
according to Stole and Zwiebel (1996), the paper also extends the literature on intrafirm wage
bargaining in matching models [Cahuc and Wasmer (2001), Cahuc et al. (2008)] by adding hetero-
geneous entrepreneurial abilities and taxation. Individuals are endowed with an entrepreneurial
ability and can decide to become a regular worker or an entrepreneur. In equilibrium, every
worker in regular employment earns a wage independent of her entrepreneurial talent, whereas
entrepreneurs with higher ability employ more workers and earn higher profits.

In the first section, we describe the model setup, the firms’ optimal hiring decisions, and
vacancy posting and the occupational choice that each individual must face. Next, the social
planner’s maximization problem is outlined and the first-best allocation is derived. We obtain
an equation stating how the planner sets the optimal threshold ability. Individuals with lower
entrepreneurial ability become workers and individuals with an ability above the threshold
become entrepreneurs. We then compare the outcome in the market with the social planner’s
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solution and show that the market equilibrium is in general not efficient. Hereby and in the fol-
lowing sections, we focus on steady states to make the problem more tractable. Inefficiencies in
the market can arise for the following two reasons: First, entrepreneurs post too many vacan-
cies if their private return of a match exceeds the social return and if they can suppress wages by
hiring more workers. The inefficiencies caused if the Hosios condition does not hold have been
discussed extensively in the literature?. But even when the Hosios condition holds, entrepreneurs
may post too many vacancies since overhiring decreases the wage that is paid to the employees
like in Stole and Zwiebel (1996). Second, there are too many entrepreneurs if they can acquire
a significant fraction of the surplus of a match. The occupational choice of individuals creates
a new inefficiency that has not been treated by the literature so far. Even if the number of jobs
created by entrepreneurs is efficient, the decision to become an entrepreneur can still be ineffi-
cient. Whether too many or too few individuals decide to become an entrepreneur depends on
the relative value of becoming a regular worker or an entrepreneur and is ultimately a quanti-
tative question. If entrepreneurs are able to acquire a too large share of the surplus of a match
and workers thus receive inefficiently low wages, it is more profitable for individuals with low
entrepreneurial abilities to become an entrepreneur. Thus, if entrepreneurs and regular workers
are drawn from the same pool of individuals, occupational choices might be inefficient and exert
externalities. By becoming an entrepreneur, individuals do not take into account that it becomes
more difficult for the other, potentially more able, entrepreneurs to fill their vacancies.

Therefore, when introducing taxation, it is important to consider these two margins of
market failure simultaneously. A first tax instrument has to be designed to make hiring effi-
cient. Therefore, vacancy posting needs to be taxed such that overhiring workers become more
expensive and firms post the first-best number of vacancies. A second tax rate or subsidy on
entrepreneurial incomes should affect the decision to become an entrepreneur without distort-
ing the vacancy posting choice of existing firms. If the worker’s wage bargaining power is not too
large, too many individuals decide to become an entrepreneur and we show that there is a tax on
the profits of entrepreneurs that allows to restore the first-best with fewer entrepreneurs than in
the market equilibrium. If instead the worker’s wage bargaining power is very large or the match-
ing efficiency is low, too few individuals open up a firm, and entrepreneurial incomes must be
subsidized to restore the first-best. We calculate the tax rate (or subsidy) on entrepreneurial profits
by comparing the equilibrium condition for the optimal number of entrepreneurs in a social plan-
ner setting with the condition in the decentralized market equilibrium. Whether entrepreneurial
incomes must be taxed or subsidized thus depends on the wage bargaining power and match
efficiency. Under a realistic calibration, the laissez-faire market equilibrium features too many
entrepreneurs since they can acquire large parts of the surplus of a match. The taxation of profits
from job creation is efficiency enhancing since it makes being an entrepreneur less attractive and
reduces the number of individuals that decide to become an entrepreneur. Moreover, it crowds
out only the least productive firms whereas entrepreneurs with high entrepreneurial ability are
not affected in their decision to open up a firm. Efficiency increases if those entrepreneurs who are
unproductive relative to others become workers. Furthermore, we demonstrate that the introduc-
tion of income taxation does not distort the vacancy posting and hiring decisions of the remaining
more productive entrepreneurs.

To sum up, we find efficiency reasons that support a higher taxation of incomes from job
creation, at least under a realistic parametrization, whereas most of the literature argues that
entrepreneurship should be subsidized. When thinking about the taxation of entrepreneurial
incomes, the argument is that it is also important to consider that rather low-productivity
entrepreneurs might start a firm if they have the possibility to extract large parts of the surplus
of a match. This leads to an inefficiently large number of “not so able” entrepreneurs who com-
pete with more productive firms for workers. The analysis in this paper can therefore also be
understood as a word of caution not to exaggerate the support of entrepreneurship since this
could have adverse effects on welfare. The numerical simulation of the model shows that for
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realistic parameter values the tax rate on entrepreneurial income is around 30%. The result of hav-
ing too many entrepreneurs in the decentralized market reverses if the worker’s wage bargaining
power is larger than 0.2 meaning that entrepreneurs can acquire less than 80% of the surplus of a
match.?

This paper contributes to the literature that analyses taxation in search models. In a model
setup similar to mine, with search and scarce entrepreneurial talent, Boone and Bovenberg (2002)
analyze under which circumstances workers or entrepreneurs can reap surpluses and derive how
different labor supply and labor demand elasticities influence the optimal tax system. They find
that the labor market tightness should not be distorted by taxation. Hungerbiihler et al. (2006)
derive optimal tax rates in a matching model with directed search and workers with different skill
levels but without endogenous occupational choices. They find positive marginal tax rates even
at the top of the income distribution and larger marginal taxes compared to a Mirrlees setting.
Lehmann et al. (2011) use the same model as Hungerbiihler et al. (2006) but introduce individuals
with heterogeneous values of nonmarket activities and study the influence of participation deci-
sions on optimal redistributive taxation. They find a progressive tax schedule if the participation
elasticities decrease with increasing skill levels. Furthermore, the calculated marginal tax rates are
higher than in a framework with competitive labor markets without frictions. An overview of fur-
ther literature on income taxation within the search and matching model framework can be found
in Boadway and Tremblay (2013).

Moreover, the paper contributes to the literature dealing with the effects of taxation on innova-
tion and entrepreneurship. There are several papers that find sizeable negative effects of high top
tax rates on innovation activity and the location choice of innovators [see, e.g. Akcigit et al. (2016,
2022), Akcigit and Stantcheva (2020)]. Another strand considers the role of entrepreneurs in the
top income distribution since entrepreneurs are highly represented in the group of top income
earners. These papers include entrepreneurial activity in general equilibrium models to replicate
the empirically observed income and wealth distributions with high concentrations at the top and
analyze optimal taxation within these frameworks [see, e.g. Quadrini (2000), Cagetti and De Nardi
(2006), Brueggemann (2021)]. In the mentioned papers, borrowing constraints limit the num-
ber of entrepreneurs whereas labor markets are complete in the sense that wages equal marginal
products. The contribution of my paper is the focus on an endogenous occupational choice in
imperfect labor markets where wages deviate from marginal products, which yields the possibility
of rent-seeking and therefore an inefficient allocation of resources.

There is some evidence in the literature that parts of the incomes of top earners are caused by
rent-seeking behavior. Bivens and Mishel (2013), for example, argue that the increase in incomes
of the top 1 percent since the 1980s is largely caused by the creation or redistribution of rents. In
their opinion, very high incomes are not just efficient marginal returns to specific skills or high
ability, as is claimed, for example, by Kaplan and Rauh (2013). If this holds true, higher taxes
on high-income earners might be justified and potentially welfare-enhancing since they reduce
the returns to rent-seeking. Rothschild and Scheuer (2016) calculate Pareto optimal income taxes
when agents can work either in a traditional sector, where private and social returns coincide, or
in a rent-seeking sector which exercises externalities. In contrast to the above-mentioned papers,
we do not need to make the assumption that individuals behave in some way of rent-seeking. The
appropriation of surpluses is included in the model through the way how firms and workers match
and bargain about wages. Therefore, it provides some micro-foundation for rent-seeking.

The remainder of the paper is organized as follows. Section 2 describes the setup of the the-
oretical model, Section 3 examines the social planner’s allocation, and Section 4 analyses the
market equilibrium’s inefficiency. Taxation and its effects on the efficient allocation are described
in Section 5, and the results of a numerical simulation can be found in Section 6. Finally, the last
section provides a brief conclusion.
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2. Model setup

We consider a closed economy with a continuum of individuals who live forever. Their mass
is normalized to one. Every individual has an entrepreneurial ability that is denoted by a. The
cumulative distribution function of this ability is given by ®(a) and the density by ¢(a).

Individuals can decide at the beginning of each period whether they want to become
entrepreneurs or workers. If they decide to become a worker, they can either be employed or
unemployed. An employed worker earns the wage w;, which is independent of the worker’s talent
for job creation, and an unemployed worker receives home production z.

If an individual instead decides to become an entrepreneur, she starts a firm and must decide
how many workers I; to hire and how many vacancies v; to open in every period. The cost of
posting a vacancy y is constant over time. As an outcome, there is a cutoff level a; for which
all individuals with talent a > a; become entrepreneurs and the less talented ones become work-
ers. An entrepreneur with talent a posts v+(a) vacancies and hires I;(a) workers. The marginal
entrepreneur with entrepreneurial talent a; then opens v.(a;) vacancies and employs I(a;)
workers. The number of all vacancies in the economy in period ¢ therefore is V; = f ;o vi(a)d®(a).

In aggregate, there are ®(a;) workers who can be divided into employed workers L; and unem-
ployed workers Ny. 1 — ®(a;) then gives the number of entrepreneurs because the number of
individuals in the economy is normalized to one. There is a resource constraint on the supply
of labor. The fraction engaged in creating jobs plus the fraction engaged as employees must be
smaller or equal to one in each period : 1 — ®(a;) + L; < 1. This can also be written as L; < ®(ay),
which means that labor demand must be smaller or equal to labor supply. Consequently, the aggre-
gate number of employed workers in period ¢ can be written as L; = f a(:o li(a)d®(a) = ®(a;) — N;
and the unemployed are Ny = ®(a;) — L;.

How firms and workers come together and form a match is described by the matching tech-
nology m(Ny, V;). It gives the number of aggregate contacts between the mass of vacancies and
unemployed workers. The matching function is assumed to be homogeneous of degree one.

The tightness of the labor market is denoted with 6, = %ﬁ The probability to fill an open

vacancy per unit of time can thus be written as ’"(NT‘tvt) = q(6¢) with ¢'(6¢) < 0. If the labor market
tightness increases, it gets more difficult for entrepreneurs to fill their vacancies. Moreover, the
probability of finding a new job is miNeVy) 0:q(6;). It rises if the labor market gets less tight for

N¢
the unemployed, so —d[eﬁqu(tet)] > 0.

When workers and firms are matched, production y; takes place according to a production
function y; = af (I;) with f'(l;) > 0 and f”'(It) < 0. A match between a worker and a firm does not
have to last forever. There is an exogenous job destruction rate s that is assumed to be constant
over time. Once a match is destroyed, the worker becomes unemployed, and the entrepreneur
must post vacancies to hire a new worker. The dynamics of unemployment are therefore described
as follows: Ny+1 = (1 — 6;,q9(0;))N; + s(®(a;) — Ny). In every period, there are 6;4(6;) unemployed
people who find a job and leave the unemployment pool, and there are s employees who lose their
job and join the unemployed.

2.1 The regular worker
It is assumed that there is no storage technology and that individuals are risk neutral. An employee
receives the wage w; and an unemployed worker engages in home production z. The rate of time
preference is denoted by 8.

One can now set up the value equations for the different types of individuals. The value
equation for an employed worker is the following:

Wi=w+B[sWh, +0—sW;,].
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It depends on the current wage and the future value of being a worker. The employed worker
becomes unemployed with probability and stays employed with probability 1 — s.
The value of being an unemployed worker can be written as

W =2z + B[O WE,, + (1 — 0,90 WP, ] -

The unemployed worker engages in home production in the current period and knows that with
probability 6;q(6;) she will be matched with a firm and will become employed in the next period.
Otherwise, she stays in unemployment.

2.2 The firm

If an individual decides to become an entrepreneur, her value equation depends on the firm’s
profit, which is maximized by choosing the optimal number of workers and vacancies. After hav-
ing posted the vacancies and being matched with workers, wage bargaining takes place. Since
multiple workers bargain with a firm, the wage-setting is more complex than in the standard DMP
model. If the production function exhibits decreasing returns in labor inputs, entrepreneurs can
exploit the diminishing returns to manipulate wages as is shown by Stole and Zwiebel (1996). In
their model, wage-setting is an ongoing process within the firm because contracts are non-binding
and workers can quit the firm at any time. Therefore, it is optimal for firms to overhire workers
and to decrease the marginal product of labor to lower the wages of the incumbent workers and
acquire larger rents.
The firm’s maximization problem for given w(a, I;) and q(6;) is the following:

W (a 1) = max {af () = wia, Ik = yve + BW]y, (@ i) |

lev1,ve
s.t. lH—l = (1 — S)lt + q(@t)vt.

Solving the maximization problem by using a Lagrangian function,* one obtains the job creation
condition:

14 Iwrr1(a, 1) 4 :|
—— L+ 10 =5 . (1)
q(6y) o1 o q6r41)

It states that the expected costs of hiring a worker have to be equal to the value generated by having
an additional worker. A hired worker increases the firm’s production by the marginal product of
labor multiplied by the entrepreneur’s ability minus the wage that is paid to him or her. The
derivative of the wage with respect to labor multiplied by labor input is subtracted and reflects the
benefits of overhiring. With probability 1 — s, the worker stays at the firm in the next period and
the continuation value must be added. The job creation condition can be rearranged to

=p |:af/(lt+1) — wi1(a, l41) —

1 (1 —s)j| , Owit1(a, lr41)
Y —afl) — R (@ D).

: [ﬂqwt) rm)] I
The term on the left-hand side does not depend on any of the choice variables of the firm.
Therefore, the right-hand side must be equal across all firms in equilibrium and the following
equation must hold:

a
of (s (a) =

owry1(a)

I a) — a).
3, t+1(a) — wep1(a)

liv1(a) — wepr(a) = af (I (a)) —

The instantaneous marginal value of employing an additional worker is constant across firms
because the average costs of employing an additional worker are the same for all entrepreneurs.
It implies that the wage paid by all firms is the same in equilibrium and does not vary with
entrepreneurial ability. There is no wage dispersion across firms.? If one rearranges the job cre-
ation condition and defines the surplus of having an additional worker as P;, so that Pry; = %
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holds, one obtains
owy(a, Ir)
al

Py is the value of having a match for the firm or the value of an occupied job. If there are no
differences in wages and hiring costs across firms, more able entrepreneurs hire more workers so
that the marginal product of labor is the same in each firm.

After having posted their vacancies according to the job creation condition, firms and work-
ers are matched randomly according to the matching technology and they bargain about wages.
Any wage-setting process is consistent with the model as long as the wage is not too low, so that
the present value of being unemployed is not higher than the present value of being employed,
or too high which makes the match unprofitable for the entrepreneur. It is assumed that wages
are determined by the generalized Nash bargaining solution. Workers and entrepreneurs bargain
about the surplus of the match. The worker’s surplus of being employed consists of the difference
between the value equations of being employed and unemployed. The entrepreneur bargains with
the marginal worker and thus compares the value of having an additional worker P; to the option
of not employing that worker, which is zero. The wage is therefore determined as

Pr=af'(I) — w(a, l;) — It + B(1 — s)Pty1.

we(a, l;) = arg max(Wy — Wt”)EP}_S,

with the worker’s bargaining power & € [0, 1]. The wage must thus satisfy the first-order condition

EP = (1—&)(W; — Wy). )
As a result, the solution to the Nash wage bargaining® is the wage curve
ow(a, Iy)
MWJ0=E[ﬁﬂﬂ——Jé—Lh+y&]+ﬂ—ék- (3)
t

The wage consists of the fraction & of the worker’s marginal product, the derivative of the wage
with respect to labor input, and the hiring costs plus a fraction 1 — £ of home production. Workers
are therefore rewarded for the saving of vacancy posting costs since the firm does not have to pay
it anymore after a match is formed.” The wage curve also includes the effect that the hiring of an
additional worker exerts on wages.® For given employment, wages are higher in the DMP model
with intrafirm wage bargaining than in the standard model because hiring an additional worker
has a higher value for the firm since it decreases wages for the already employed workers within the
firm. Nevertheless, since increasing employment reduces the wage bill, firms post more vacancies
compared to a standard DMP model without intrafirm wage bargaining. The marginal product of
workers declines with increased hiring, which in turn lowers the wages paid to them.

2.3 Occupational choice

The marginal entrepreneur is indifferent between being a worker or becoming an entrepreneur.
The profit of the marginal entrepreneur with talent a; has to equal her outside option of being a

worker in every period: W{ (It, ar) = W¢.? Plugging in for the respective value equations leads to
the indifference equation

af (@) — wili @) — yvi(ag) + WY,y @r, b (@)

=wi+ B [sW + (1 —9)Wr,,]. (4)

The profits of the marginal entrepreneur plus the future value of being an entrepreneur have to be
equal to the wage this very individual would earn as an employed worker plus the future value of
being a worker, which comes with some uncertainty because she can lose her job with probability s.
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value functions
A Wi(a)

we

Figure 1. Decision to become an entrepreneur.

Figure 1 shows the value functions for regular workers and for entrepreneurs in dependence on
talent a. If an individual has a talent above a certain threshold a, it is optimal for her to become an
entrepreneur because the value function exceeds the value function of being a regular employed
worker. Therefore, all individuals with an entrepreneurial talent below a prefer to become workers
whereas the others open up their own firm.

If a is bounded above, it must be made sure that at least one individual decides to become an
entrepreneur and employs workers. Therefore, the upper bound must be sufficiently large so that
it is more profitable for at least one individual to be an entrepreneur instead of being a regular
worker. The upper bound a therefore must fulfill the following equation:

af (I(a)) — wily(a) — yvi(a) + ﬂW{H(a, li1(a)
>w:+ B [s fa+a —s)WfH] .

If the equation holds, there will be at least one entrepreneur who opens up a firm.

2.4 Market equilibrium

After having described the model setup and the individuals’ optimization problems, we can define
the market equilibrium.

Definition 1. W{(a, 1), Wi, W7, vi(a), 01, and a; define a market equilibrium if the following
conditions hold for all t:

o Wi, W, and W{(a, Iy) fulfill the value equations stated above and satisfy (2),
« optimal vacancy posting v¢(a) takes place according to the job creation condition (1),
o the threshold a; is set in line with the indifference equation (4),

o the labor market tightness 0; is given with ]‘\/—]f

The next section introduces the social planner’s optimization problem to characterize the effi-
cient allocation as a benchmark. The market outcome described in the former sections can then
be compared to the social optimal allocation.
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3. The social planner

The social planner wants to maximize the aggregate sum of the utilities of employees, unemployed
workers, and entrepreneurs. The utility functions depend only on consumption and are assumed
to be linear. Therefore, they are of the form u(c) = ¢! for i = e, f, n. An individual consumes c); if
she becomes an entrepreneur and starts a firm. Employed workers consume ¢ and unemployed
workers ¢}. In aggregate, there are ®(a;) — N; employed workers, N; unemployed workers, and
1 — ®(ay) entrepreneurs. The social planner is constrained by a resource constraint, a labor supply
constraint, and the law of motion for unemployment. His maximization problem therefore reads

max > 8 [(<I>(rit) — Ny)u(ct) + Neu(cy) +[ u(cf(a))dd)(a)}

et VN 1anh(a) 1—o ay

s.t. (®(ar) — Ne)ei + Necyf —I—ﬁ c’:(a)dCD(a) +yV; =[ af (Iy(a))d®(a) + Nyz,

at

Niy1 =Nt — m(N;, Vi) + s(P(a;) — Ny),

CD(Ett)—Ntzf I{(a)d®(a).

ag

The matching function is assumed to be Cobb-Douglas:
m(Ny, Vi) = N*V} 7,

Since the social planner still faces the matching function and cannot directly match workers
with firms without vacancy posting, the outcome of his maximization problem is a constrained
first-best outcome. Combining the first-order conditions from the maximization problem and
simplifying them,!? one obtains two central equations that describe the social planner’s optimal
choice. First, it must hold that

ﬁ(;@t) = (1— ) [af (h+1(@)) — 2] — ayBr1 + B(L —3) —ﬁq(gm)’ 5)
and, second,
arf (li(ar)) + ﬁ —atf'(I(a))(1 + Ie(ar)) =0, (6)
must be fulfilled.

Equation (5) states that today’s discounted costs of having an additional employed worker must
equal the social benefit of having that additional worker in the firm in the next period plus her
future value.

Equation (6) instead describes the optimal choice of a;, the threshold above which every
individual becomes an entrepreneur. Rearranging (6) to

= - = £ = = = 7 - sy
arf [lt(flt)] arf [lt(ﬂt)] li(ar) = asf [lt(at)] (1— a)q(@t)’

one can see that the threshold must be set such that the value added to GDP that is attributable
to the marginal entrepreneur is equal to her contribution if she had been an employed worker.
The left-hand side describes the production in the marginal entrepreneur’s firm minus the part
of production that is assignable to the workers working at that firm. The entrepreneur provides
only her technology 4, but she does not provide any labor herself. The contribution as a worker on
the right-hand side of the equation consists of production attributable to that worker reduced
by the hiring costs that must be paid in case the worker loses the job. In contrast, an addi-
tional entrepreneur means that there is one additional firm in the economy that opens vacancies,
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employs workers, and contributes to aggregate production. Nevertheless, that entrepreneur is not
an employed worker anymore and is not available for production within a firm. Moreover, mov-
ing an individual from being a worker to being an entrepreneur affects the tightness of the labor
market. It gets harder for the firms to fill vacancies, since there is increased competition for fewer
workers.

In the following, we will focus on steady states. In a steady state, (5) can be reformulated to

v _ Bl —a)
q(0) 1= (1 —s)+apoq(0)

Using this equation, the optimal marginal product of labor multiplied with total factor productiv-
ity can be calculated as

[af/(l) — z] . (7)

I YRS Ay Lt el ) S ®)
Bq(0) (1—-a) (1 —a)q(0)
Since af’(I(a)) in steady state depends only on exogenously given parameters and 6, which is the
same for all entrepreneurs, the marginal products of labor multiplied with total factor produc-
tivities are constant across firms. Thus, wages are constant across firms as well. The steady-state
version of (6) is

af (I(a)) + —af'((a)(1 + I(a)) =0. )

sy
(1 —a)q(6)
Equations (7) and (9) describe the equilibrium resulting from the social planner’s optimization
problem.
In the next section, we describe the steady-state market equilibrium and analyze its efficiency
properties.

4. Efficiency in market equilibrium

The market equilibrium in steady state is characterized by the job creation condition, the wage
curve, the Beveridge curve, the indifference equation, and the value equations for employees,
unemployed workers, and entrepreneurs.

The first-order condition for hiring in steady state is

y B —¢) oy oW
q(6) ~ 1—B(1 —s) +£BOq(6) [“f =% Z]' (1o

The costs of employing an additional worker have to be equal to the returns of employing that

additional worker. The wage curve in steady state resulting from Nash wage bargaining after a
match is formed is given with

ow
w=E§& |:af’(l) — WH_ y9:| +(1—-8&)z
Plugging (10) into the wage equation, the steady-state wage reads
4 §

=it D [1-B(1—s)+B0q0)], an

and depends only on exogenously given parameters and the endogenously determined labor mar-

ket tightness in equilibrium. The Beveridge curve states that in steady state the aggregate flows
into unemployment must equal the aggregate flows out of unemployment:

s[oo I(a)d®(a) =049(0) |:d>(c'z) - [oo l(a)de(a):| .
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Therefore, unemployment in steady state can be derived as N = ng;‘zé).

The indifference equation (4) in steady state takes the form
afl(a) — yv(a) — wl(a) = w + Bs(W,, — W,)
= (1 - ,3) We.

The marginal entrepreneur is indifferent between being an entrepreneur and receiving the imme-
diate profits of the firm and being an employed worker, who earns the wage w but might get
unemployed in the future with probability s. Using the steady-state wage, the value equation for
being an employee is

Y &
T840 19

and the value equation for being an unemployed worker is

(1—-BW,= [1-8+86406)], (12)

_ §
(A= B)Wa=z+ 0. (13)

By inserting (12) into the indifference equation in steady state, the marginal entrepreneur’s profit
in the market equilibrium is calculated:!!

o A
af (I@) — wi(@) — y (@) = Z+ﬂq(9) (1-¢)

& 14%
(1—§) Boq6)

In the market equilibrium, the marginal entrepreneur’s profit is equal to the wage she would earn
as an employed worker minus the discounted difference between the value of being employed and
being unemployed!? multiplied by the probability of losing the job s. The marginal entrepreneur’s
profits are lower than an employed worker’s instantaneous income, but as an employed worker,
there is always the risk of becoming unemployed, in which case the worker would earn less
than the marginal entrepreneur. The following proposition describes the steady-state market
equilibrium.

[1— B+ Boq(®)]

=w—Bs

Proposition 1. The steady-state market equilibrium is characterized by w, 0, N, and a that fulfill

o the wage curve: w=§& [af’(l) — a—Wl—i- )/9] 1—-¢&)z
o the job creation condition: (0) = lﬂ(lﬁsl)—:—a%q(@) [af' (1) — d‘;’l —z]

« the Beveridge curve: N = sf;;%)

o the indifference equation: af (I(a)) — wl(a) — yv(a) =z + % . (15_5) [1 - B+ ﬁ@q(@)]

The wage curve and the job creation condition have a unique intersection in a (6, w)-space
and thus pin down the unique equilibrium for wages and labor market tightness, as can be seen in
Figure 2. The wage increases linearly in tightness, whereas the job creation condition is convex and
decreases in 6. If wages are higher, firms create fewer jobs, and hence, there are fewer vacancies
per worker. The equilibrium for vacancies and unemployment is determined by the job creation
condition and the Beveridge curve. In a (u, v)-space, the job creation condition is upward sloping
and uniquely intersects with the Beveridge curve, which is convex and downward sloping in u. As
the number of posted vacancies rises, unemployment declines because it is easier to be matched
with a firm. The unique equilibrium threshold a is determined by the indifference equation. For a
further discussion, see Section 4.2, which describes the optimal threshold a.
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wage

job creation

Figure 2. Equilibrium wages and labor market tightness.

4.1 Efficient hiring

The indifference equation together with equation (10) describes the equilibrium in the decen-
tralized market. In the following, we compare the conditions describing the steady-state market
equilibrium to the conditions for an optimal allocation in the social planner’s setting.

First, if one compares (10) and (7), it is obvious that the Hosios condition § = « is not suffi-
cient for efficient job creation if we assume that the threshold a is the same in the market as in
the efficient case. The Hosios condition!? states that the market solution in the DMP model is
efficient if the private returns of a match & are equal to the social returns «. If, for example, o > &,
entrepreneurs will create too many vacancies compared to the efficient situation because their
returns of a match would exceed the socially optimal returns. Thus, equilibrium unemployment
is too low. The entrepreneurs in decentralized markets do not consider that their creation of jobs
poses a negative externality on other entrepreneurs, since it gets harder for them to fill their own
vacancies. In the described model, job creation is inefficient even if the Hosios condition holds
because entrepreneurs hire too many workers since this suppresses wages. Nevertheless, by taxing
or subsidizing vacancy creation, it can be assured that job creation is efficient.

Second, we can determine whether the allocation of individuals into workers and entrepreneurs
who start a firm is efficient. This is done in the next sections.

4.2 The optimal threshold a

In this section, we will first describe how the optimal number of entrepreneurs is set by the social
planner and then compare it to the amount of entrepreneurs in the market equilibrium.
Equation (8) and (9) pin down the constrained first-best equilibrium. Combining both
equations, one obtains
@) 1@ sy [1-ptapsge)] »
(1+1@) @1+la) (1-a)q®) Bq(0) (1-a) '
The left-hand side of this condition can be interpreted as the value of the marginal firm relative
to employment, whereas the right-hand side is the value of a worker. If an individual decides to
be an entrepreneur, he or she cannot be a worker anymore. The marginal firm contributes the
production af(I(a)) to total output. This production value is distributed to all workers plus the
entrepreneur. But in the case that workers lose their jobs, vacancies must be posted, which is costly.
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Figure 3. Optimal threshold a.

Vacancy posting costs are sunk costs and therefore lower overall welfare. As a worker instead, the
individual would at least produce z and would have an influence on the labor market tightness,
which potentially saves vacancy posting costs. If more individuals decide to become workers, the
labor market tightness decreases, which makes it easier for entrepreneurs to fill their vacancies.
Therefore, they do not have to post so many vacancies in excess only to make sure that some
workers are hired and save costs. Moreover, if more individuals become workers, there are fewer
entrepreneurs per se, which lowers the competition among them for workers. In equilibrium, the
value of the marginal firm must be equal to the value of a worker, which determines the optimal
number of entrepreneurs. If we define the left-hand side of equation (14) as function g(a) and the
right-hand side as function h(a), the intersection of these two functions pins down the unique
threshold a.

First, we focus on a partial equilibrium analysis. For given [, g(a) increases in a, whereas h(a)
decreases. This is depicted in Figure 3, where the value of the marginal firm is an increasing func-
tion of a, and the value of a worker falls in 4. As a goes up, the production of the marginal firm
increases as well. A higher a means that there is one fewer entrepreneur but one more worker
available in the economy. Therefore, the hiring costs decrease ceteris paribus, since it gets easier
for the remaining firms to fill their vacancies. Put differently, labor supply increases if the former
marginal entrepreneur decides to become a worker. The market tightness declines since there
are more available workers and fewer firms looking for a worker. Hiring costs decrease. With
lower hiring costs and unchanged policy functions, labor demand rises and a new equilibrium is
established.

In general equilibrium, if a grows by a small amount, equation (14) shows that 6 must increase
since the left-hand side is clearly increasing in a and the right-hand side can only go up if 0 gets
larger. The tightness of the labor market is therefore increasing in a. A higher a means that there
are fewer rather unproductive firms. Therefore, it is easier for the remaining more productive
firms to fill their vacancies, which increases overall production. Wages rise, but not as much as
productivity itself. At higher productivity, the profit from job creation is higher because the wages
do not fully absorb the surge in productivity. Therefore, entrepreneurs post more vacancies, which
increases labor market tightness. To sum up, the optimal allocation of individuals into workers
and entrepreneurs must ensure that the value of the marginal firm for the economy equals the
value of that firm’s founder being a worker.
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Figure 4. Threshold a in market equilibrium compared to first-best a.

4.3 The threshold in market equilibrium

Now, we determine how the threshold a is set in the decentralized market. To compare the market
equilibrium with the social planner’s solution, it is convenient to reformulate the indifference
equation' to

af (I(a)) I(a) sy y  [1-B+EB0q®)] (1-8) v

1@ Q+1@) 0-0q0 - B®  1-8) B q)

The term on the left side is the value of the marginal entrepreneur, which is denoted as g"£(a) in
the following, and the right side defines the value of a worker in market equilibrium, denoted as
hME(G). If intrafirm wage bargaining would not take place, the equation above differs only from

(14) with respect to the term (1,_3’3 ) %, which is subtracted on the right side, and with respect

to &. The left-hand sides would be equal to each other if « =& and the threshold abilities in the
first-best and the market equilibrium align. In the following, it is assumed that o =& for sim-
plicity. Without intrafirm wage bargaining, the entrepreneurial threshold ability in the market
equilibrium aME thus would be smaller than a3, which denotes the threshold ability in the social
planner’s allocation. With intrafirm wage bargaining, which leads to inefficient job creation even
if the Hosios condition holds, the left-hand side of the above equation would differ from the left-
hand side of (14). By comparing the labor demand in the market equilibrium given with (10) to
the first-best labor demand (8), it is obvious that, for a given a, the labor demand in the decen-
tralized market is smaller. The threshold a™F and #MF are thus smaller or larger in the market
equilibrium than in the constrained first-best depending on the specification of parameter values.

(15)

Proposition 2. If the Hosios condition holds, I(a) > 0, and & is not too large, then

C_IME < C_ZFB ,

which means that there are more entrepreneurs in the market equilibrium compared to the social
planner’s allocation.

Although Stole and Zwiebel (1996) describe the over-creation of jobs at the intensive margin,
the channel here is rather the over-creation of jobs at the extensive margin. Figure 4 shows that
the threshold a in market equilibrium can be smaller than in the social planning problem. There
are too many firms compared to the efficient situation, since the value of being a worker is too
low in the market equilibrium, which makes being an entrepreneur more profitable. Because of
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Figure 5. Threshold a in market equilibrium compared to first-best a.

the wage bargaining process, workers in the decentralized market receive a smaller part of the
surplus of a match than what is allocated to them by the social planner. This is reflected by h™E (a)
lying below hfB(a). Put differently, entrepreneurs can acquire an inefficiently large part of the
surplus. For a given a, g"2(a) is larger than g™£(a). The reason is that entrepreneurs overhire
workers to decrease wages. This in turn increases the competition for workers among firms and
thus labor market tightness, which makes being an entrepreneur less attractive. Depending on the
relative effect sizes, we can have too few or too many entrepreneurs. Nevertheless, the equilibrium
illustrated in Figure 4 features too many entrepreneurs compared to the first-best.

Thus, the acquisition of large shares of the surplus of a match outweighs the negative effects of
overhiring on being an entrepreneur, and overall, it is too attractive to start a firm. In the shown
case, entrepreneurs with lower ability do not consider the negative effect that they have on the
marginal product of more efficient firms. For an individual with a low g, it might be optimal to
become an entrepreneur but it is inefficient for the whole economy since that entrepreneur com-
petes for workers with other firms. Within these other firms with more talented entrepreneurs,
an employed worker would contribute more to overall production. Entrepreneurs in the decen-
tralized market are able to acquire a larger part of the worker’s marginal product through wage
bargaining and an entrepreneur with a given ability for job creation makes higher profits in the
market than in the social planner’s setting. It is therefore profitable for an individual with a low a
to be an entrepreneur in the market equilibrium, whereas instead the social planner assigns her to
become a worker. Without intrafirm bargaining, g™¥(a) would always be equal to g"(@) because,
if the Hosios condition holds, hiring is efficient. The threshold ability in the decentralized market
would be equal to a* and thus further away from the optimal value because overhiring does not
occur and the competition among firms for workers is less severe, which induces entrepreneurs
with even lower abilities to start a firm.

The larger &, the closer the threshold @™ gets to the efficient one. If the worker’s bar-
gaining power increases, the entrepreneur cannot acquire that much of the worker’s marginal
product and the saved vacancy posting costs. If £ rises further, #¥F(@) moves upwards because
6 decreases. With intrafirm wage bargaining, the slope of gM£(a) changes, because as o =&
increases, entrepreneurs inefficiently post too many vacancies. The intersection of g™£(a) and
hWME (@) can thus lie on the right side of the first-best intersection point depicted in Figure 5. In
that case, the former results would be reversed, and there would be too few entrepreneurs and
too many workers. Being an entrepreneur in that scenario would be too unattractive compared
to the constrained first-best. Without intrafirm wage bargaining, the result of having too many
entrepreneurs in the market equilibrium would prevail. The threshold ability a* would be closer to
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the first-best threshold, but still smaller. Without intrafirm wage bargaining, h™£(a) moves closer
to hfB(a@) as & goes up, because being a worker becomes more attractive. Nevertheless, gMF(a) is
the same as g75(@). Thus, the counteracting effect of overhiring on the attractiveness of being an
entrepreneur does not exist and a* still lies on the left side of a'®.

To summarize, an efficient market equilibrium does not exist. Comparing (7), (10), (14), and
(15), it is not possible that the threshold a in the social planner’s problem equals the one in the
market equilibrium and job creation is efficient at the same time.!> If job creation is efficient,
the market equilibrium is still inefficient since too many or too few individuals decide to become
entrepreneurs. If, on the other hand, the threshold a is the same in the market as in the social plan-
ner’s allocation, the number of entrepreneurs in the market is efficient, but these entrepreneurs
inefficiently post too many or too few vacancies. Therefore, the market equilibrium is in general
inefficient and taxation might be useful to restore efficiency.

5. Taxation

This section analyses how taxation can be used to restore the constrained first-best allocation.
Since we are confronted with two channels for inefficiencies, we need two tax instrument to

correct for them. Entrepreneurs’ incomes are taxed with marginal tax rate r{ and vacancy posting
is either taxed or subsidized with marginal tax rate 7,".!

The firm’s optimization problem thus becomes

Wi (@) = max { (1= /) [af(h) = wa, Dl = (L + 2y vi] + BW], (o)

lep1,ve
s.t. lt+1 = (1 — S)lt + q(Qt)Vt.

Woages and vacancy posting costs can be deducted from taxed gross profits. Setting up the
Lagrange function, deriving the first-order conditions, and using the envelope theorem, the
condition for optimal job creation is

—u+7 9
L ;2;(193_ n )y (1— T{H) [ﬂf/(lt-u) — Wip1 — e lr+1:|

B - N +1,,)y
Bg(Bry1)

Assuming that the tax rate on entrepreneurial incomes is fixed over time, t/ disappears from the

above equation. Therefore, income taxation does not distort the vacancy posting behavior of firms.
_ 0+7)y

+(1—y5)

Defining Py := NIOR the condition can be written as
aow
Pr=af () — w; — tht +B(1 = )Py
t

The workers’ value equations are not affected by the introduction of taxation except that both the
employed and unemployed workers receive the lump sum transfer in each period. Using the value
equations and the surplus of a match for the entrepreneur, the Nash wage bargaining result'” is

ow
w=§ |:af/(lt) - tht +(1+ Ttv)yet] +(1—-$§)z
t
which differs from the wage curve in the former sections. The average vacancy posting costs

are now multiplied by (1 + /). If the tax on vacancy posting increases, the wage increases as
well because a hired worker saves the firm higher vacancy posting costs. In the following, we
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again focus on steady states to calculate the marginal tax rates that recreate the social planner’s
allocation. Moreover, for simplicity, we assume that £ = « holds.

First, the focus lies on the taxation or subsidization of vacancy posting. The first-order
condition for job creation in steady state becomes

A+ pU—£) [af,(l)_ a_wl_z}
q9®) 11— p(1—s)+EB0q(0) T

if we plug in for the wage. Comparing this first-order condition to (7), the tax rate t¥ can be
calculated that leads to efficient job creation. It is thus given with

T

Taf()-2

and ensures that entrepreneurs efficiently post vacancies. Since the derivative of the wage with
respect to labor input is negative, the above tax rate is always positive if z is not too large. Now, we
can analyze the entrepreneurial decision under efficient hiring by setting t” as above and t/ = 0.
The indifference equation becomes

i@ M@ sy [1-B+adq@)]
(1+1@) (1+1@) (1-£)4q0) Ba®) (1 -a)

y v sl(a)
——— 1 -0+ - [1— <1—a0 0) — = .
Ba(®) { P TRl T @
If we compare this equation to the first-best indifference equation, we can calculate the threshold
7" below which there are still too many entrepreneurs in the decentralized market equilibrium. If

the term in curly brackets is larger than one, too many individuals decide to start a firm, even if
job creation itself is efficient. This corresponds to'®

e (I-a)1-p)
Bsl(@) *
a[1— B+ BoqO)] + 15

Whenever the tax rate that restores efficient hiring is smaller than the fraction on the right,
entrepreneurial profits have to be taxed to ensure an efficient number of firms and workers.

After having derived t", we concentrate on the taxation of entrepreneurial incomes under effi-
cient hiring, that is, it is assumed that 7" is set as described above.!® The indifference equation for
the marginal entrepreneur becomes

& v
(1-§) Bq(0)
It yields the net income of the marginal entrepreneur depending only on exogenously given

parameters and labor market tightness. Substituting further for the wage on the left-hand side
of the equation, it can be rearranged to

afl@) 1@ sy
(1+ia) (+Ka) (1-8§)q(6)

7 H@ [y [1-B+E8090)] -1+

(1+ Ka)) B4(0) (1-§) B q(6)

v Ka) sy
(1+1@) (1 -§)q(6)’

(1 — ) [af (@) — wi(@) — (1 + T)yv@] =z + (1 + ") [1— B+ B0q(0)].

+z

(16)
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which is easily comparable to (14) which gives us the efficient number of entrepreneurs. The t/
that restores the first-best allocation therefore is

f_ AQ4+1D)—Bt"(1+1)— Byt’sl
ST AT BA— o) — Byeisit (1 —a)Bq6)z

with
A=(1-a)1-B)(1+7")y and B=[1-B+aB0q®)]y.

The tax rate acts as a Pigouvian tax and reconstitutes the first-best. If £ is not too large, there
are too many entrepreneurs in the market equilibrium without taxation. A tax that makes being
an entrepreneur less attractive relative to being a worker is therefore efficiency enhancing. Profit
taxation makes it unprofitable for rather unproductive entrepreneurs to stay in that occupation.
For them, it is now better to become a worker, and the number of entrepreneurs declines. If there
are fewer entrepreneurs and more workers, the labor market tightness decreases and it gets easier
for the remaining firms with better technologies to fill their vacant positions.

The above tax rate rises in /(a), so it increases in the number of workers who are hired by the
marginal entrepreneur. It also surges in 6 if home production is sufficiently high. The tighter the
labor market is, the higher the tax will be, since it induces more entrepreneurs to become workers,
which in turn relaxes the labor market. Moreover, the tax rate decreases in « or £. A higher &
means that workers have higher bargaining power in the wage negotiations. Entrepreneurs can
therefore only acquire a smaller part of the worker’s marginal product, and the tax rate on the
firms’ profits decreases. The tax rate can thus become negative if the worker’s bargaining power
is high. In that case, being a worker is too attractive and there is an inefficiently low number
of entrepreneurs in the decentralized market equilibrium. Being an entrepreneur thus must be
subsidized.

Proposition 3. The constrained first-best allocation can be achieved with two distinct marginal tax
rates on vacancy posting and entrepreneurial income:

_aw;
V= 0l
af'() — 2’
and
f A(1+1D) —Br"(1+1) — Byt'sl
T = >
Al+B(1 — 1) — Bytsl+ (1 — a)Bq(0)z
with

A=(1—-a)(1—-B)(1+1")y and B= [1 —B+ aﬂ@q(@)] y.

The first tax rate ensures that vacancy posting is efficient, whereas the second one ensures that the
occupational choice to become an entrepreneur is efficient.

To sum up, we calculate tax rates on vacancy posting and on entrepreneurs’ profits that restore
the constrained first-best allocation. The taxation of entrepreneurial profits can be justified by
pure efficiency arguments. It corrects for the private decision of too many individuals to become
an entrepreneur, which causes a loss in welfare because of inefficiently high vacancy posting costs
that are caused by a tight labor market. Moreover, a second tax policy can correct for inefficient
vacancy posting by subsidizing or taxing the named and directly targeting the originator of the
positive or negative externality.

https://doi.org/10.1017/5S1365100522000591 Published online by Cambridge University Press


https://doi.org/10.1017/S1365100522000591

Macroeconomic Dynamics 2073

Table 1. Parameter values used for the numerical simulation

Parameter Value

a 0.5 Petrongolo and Pissarides (2001)
B 09879  Annualdiscount factor of0.95
.n.. . . 07 e shortterm [aborshare e
g 01 e Car'dﬂet a[; (2015) e
.U.gn e 015 e e
S, [ 01 B vshi'hqver(zﬂoos) .

6. Numerical simulation

In this section, we use a numerical simulation of the described model in steady state to briefly
describe the magnitude and impact of the tax rates calculated above. The unit of time is consid-
ered to be a quarter of the year. The production function used for the numerical simulation takes
the form f(I) =I". For the parameters, we draw on values that are usually used in the literature.
A summary of the parameter values is provided in Table 1. Petrongolo and Pissarides (2001) ana-
lyze estimates for the exponent of a Cobb-Douglas matching function. Relying on their survey
of estimates, which mostly lie between 0.5 and 0.7, the exponent is set to « = 0.5. As Card et al.
(2018) estimate the worker’s bargaining power to be in a range of 5% to 15%, we set £ =0.1.
Entrepreneurial ability is distributed according to a log-normal distribution In NV (4, 02) with
o = 8.5 and 2 = 0.15. The monthly separation rate is estimated by Shimer (2005) to be on aver-
age equal to 0.034, which leads us to a quarterly probability of losing the job of 10%. Therefore,
s=0.1. We use 8 = 0.9879, consistent with an annual discount factor of 0.95. Home production
z is normalized to 1. We set y =2.5 to receive an unemployment rate of 5.32% in the market
equilibrium, which is approximately in line with the observed long-term unemployment rate in
the USA. The tax revenue is assumed to be redistributed as a lump sum transfer to every indi-
vidual. The tax rates that maximize welfare are thus ¥ = 400% and t/ = 28.8%. Figure 6 depicts
overall welfare under the described parametrization for different values of =/. The marginal tax
rate 7" is set to correct for the overhiring behavior of firms. If o/ = 0%, welfare increases from 0 to
approximately 0.6. This rise is purely caused by correcting vacancy posting through t”. Increasing
the marginal tax rate on entrepreneurial incomes to t/ = 28.8% increases welfare to 1.8, the max-
imum. Figure 7 depicts the marginal tax rate t/ depending on s, while holding everything else
constant. For a very low 1,4, the tax rate is negative. It falls as u, increases, peaks at around 30%
and then declines.

Figure 8 shows the tax rates for different values of @ and & if the respective other parameter
is fixed. Panels a and b depict the marginal tax rates on entrepreneurial incomes and vacancy
posting if « =0.5 and & varies. For small values of &, which are empirically relevant as Card
et al. (2018) argue, entrepreneurial income is taxed because otherwise there would be too many
entrepreneurs in the market equilibrium. If £ is low, they can acquire a large share of the surplus
of a match. The tax on entrepreneurs decreases in & as a larger wage bargaining power makes
being an entrepreneur less attractive. On the other hand, the tax rate on vacancy posting falls as &
increases. If £ is small and matching is quite efficient with an o = 0.5, overhiring workers comes
with a small cost for the firms. They engage in a lot of overhiring, and thus, TV must be large to
correct for that. In contrast, Panels ¢ and d illustrate t/ and t” depending on « if £ is fixed at
0.1. The matching elasticity and / are positively correlated. If the matching efficiency is high and
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Figure 8. Tax rates for varying & and «.

the wage bargaining power is low, being an entrepreneur is very attractive because wages are low
and vacancies are filled in a short amount of time. Thus, as matching becomes more efficient and
vacancy posting costs decrease, the tax rate on entrepreneurial income must increase to lower the
attractiveness of being an entrepreneur. The marginal tax rate t" rises in «. A large o« means that
matching is quite efficient, which makes overhiring more attractive for firms. To counteract the
increasing overhiring behavior of firms, the tax on vacancy posting must become larger. Moreover,
Panels b and d point out that 7V takes more extreme values the larger the gap between « and & is.
Nevertheless, if o is equal to £, the tax on vacancy posting is still positive because of the overhiring
behavior of firms.

Overall, if @ and £ both increase proportionally, the marginal tax rate on entrepreneurial
incomes decreases, whereas the tax on vacancy posting goes up. For example, if « =& = 0.2, the
tax rates from the numerical simulation are ¥/ = —15.6% and t¥ = 8.0%, with the other parame-
ters being as reported in Table 1. For @ = & = 0.7, they are ©/ = —54.7% and t" = 27.9%. Hence,
the effect of the worker’s higher wage bargaining power outweighs the effect of an increase in
match efficiency with regard to the attractiveness of being an entrepreneur. As « and £ are equal
and rise, being an entrepreneur becomes less attractive and must be taxed with a low rate or even
subsidized. On the other hand, t" increases in « and & being equal. The higher matching effi-
ciency induces firms to engage massively in overhiring which cannot be outweighed by higher
wages caused by a higher &.

7. Conclusion

In this paper, we have shown that a market equilibrium can feature an inefficiently high number
of entrepreneurs. Since entrepreneurs can acquire a large part of the surplus from a match with
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a worker, it is optimal for an individual to become an entrepreneur in the decentralized market,
whereas the social planner would assign that individual to become a regular worker. If an individ-
ual with a mediocre entrepreneurial talent decides to become an entrepreneur, she competes with
more productive firms for the available workers who would contribute more to production in a
more productive firm with a better entrepreneur. This overall effect on total production and labor
market tightness is not considered in individual utility maximization. Moreover, inefficiencies also
arise because of intrafirm wage bargaining as described in Stole and Zwiebel (1996). Entrepreneurs
post too many vacancies so that they can overhire workers to decrease the wages paid to them.

Having outlined the above problem, we calculate two Pigouvian tax rates. The first tax rate
ensures that vacancy posting, and thus hiring, is efficient because firms tend to overhire workers
to decrease wages. The tax on entrepreneurial profits corrects for the externalities caused by a too
large number of entrepreneurs and increases the costs of engaging in job creation. It restores the
first-best allocation without distorting labor demand and the vacancy posting choice of individual
firms. Without intrafirm wage bargaining, the market equilibrium would always feature too many
entrepreneurs compared to the first-best. With intrafirm bargaining, the result depends on the
worker’s bargaining power and match efficiency. If matching efficiency is high, overhiring is severe
and the negative effect of overhiring on the attractiveness to open up a firm outweighs the positive
effect of the entrepreneur’s ability to acquire parts of the surplus of a match.

Since the analysis in this paper is limited on a steady-state analysis, future work should con-
centrate on characterizing complete policy functions and transition paths that occur from tax
reforms and should analyze the effects of a taxation of workers” incomes as well. Then, it must be
possible to investigate the progressiveness of a complete tax schedule. Moreover, the model can
be extended with various features influencing the taxation of entrepreneurs. One can argue that
entrepreneurs might face a higher risk when opening up a firm than regular workers. Additionally,
potential entrepreneurs might be exposed to financial frictions and are restricted by collateral con-
straints. All these mentioned expansions rather speak in favor of lowering taxes on incomes from
job creation. Therefore, it might be interesting to study the tradeoffs of these different channels
influencing the optimal taxation of entrepreneurial incomes. A further aspect for future work is
the introduction of on-the-job search into the described model. On-the-job search might lead
to wage dispersion with more able entrepreneurs paying higher wages. This would make being
an entrepreneur less attractive for individuals with lower abilities and thus counteracts the effects
this paper describes at least to some extent. The welfare effects of on-the-job search are ambiguous
and thus left for future work.

Notes

1 See for example Diamond (1982), Pissarides (1985), Mortensen and Pissarides (1994), and Pissarides (2000). Yashiv (2007)
gives an overview on how the labor search and matching model is growingly used in macroeconomics.

2 See as example Hosios (1990) and exemplary Mortensen and Pissarides (2002).

3 Card et al. (2018) review the literature on rent-sharing elasticities and argue that the wage-productivity elasticity lies in
the range of 0.05 to 0.15. Even if some studies report slightly higher elasticities, a wage bargaining power larger than 0.2 is
empirically quite implausible.

4 For the derivation of the job creation condition, see Appendix A.1.

5 See Appendix A.2.

6 For derivation, see Appendix A.2.

7 The average hiring costs for unemployed workers are y6; = VT‘?

8 This result is in line with Cahuc et al. (2008) who show that the CRS model in a matching framework converges to the
Pissarides solution. If instead the production function is of Cobb-Douglas form and without CRS, the marginal product in
the wage equation is multiplied by a fraction that includes the worker’s bargaining power and the returns to scale parameter.
9 Here, we assume that the entrepreneur directly becomes an employed worker if the threshold shifts.

10 Detailed derivations can be found in Appendix A.3.

11 For the derivation of the steady-state wage, the value equations, and the entrepreneur’s profits, see Appendix A.4.
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12 Using (12) and (13), one can calculate W, — W, = (1575) 59}/410(9)'

13 See Hosios (1990).

14 The derivation can be found in Appendix A.4.1.

15 The market equilibrium is of course efficient when & =« = 1. This is the trivial case when we have efficient match-
ing, for example, when every unemployed worker directly finds a job. Then, there are no labor market frictions and no
unemployment.

16 The entrepreneur’s taxable income is the net profit from the firm. We abstract from corporate taxation. Moreover, we
assume that the tax revenue is redistributed via a lump sum transfer to each individual. Since a lump sum transfer does not
alter the results, it does not appear in the respective equations for simplicity.

17 We assume that workers and entrepreneurs bargain about gross wages.

18 See Appendix A.5.1 for a derivation of the result.

19 For a more detailed derivation of the following results, see Appendix A.5.
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A. Appendix

A.1 The firm’s maximization problem
The Lagrangian function from the maximization problem of the firm has the form

L=af(l) —we(a, Il — yve + ,3W{+1(a, ls1) + A [(1 =9k +qO)ve — 1] -
The first-order conditions are

oL _ +Arq(0:) =0
th_ 4 70 =5

0L AWl (@ l)

= A=0.
0l 0l
Combining the first-order conditions, one receives
y W, (@ k)
q(6;) 41 '
Finally, using the Envelope condition
f
3 W > l a ) l
W@ h) _ ory = 2@ 0 ),
Blt d lt
one gets to the job creation condition.
A.2 Nash wage bargaining
The wage in a Nash wage bargaining process solves w; = arg max(W; — Wf)gPt1 -,
The FOC is
a(wWy — wrp aP
EPtM +(1-&)(W; - W;l)a—wt =0.
t

Bwt
Calculating the derivatives and rearranging, the FOC becomes
EP =(1—-§)(W) — W) (A1)
The surplus of a match for the firm is

owy(a, Iy)

Pr=af'(l;) — wy — oL

li + B(1 — 5)Psy1.

and for the worker, it is
Wte — th =wr—2z+ ,3(1 — S — th(Gt))(WfH — th-i-l)’

Using (A.1), we can write the surplus of a match for the worker also as

&
Wi — Wi = Epz%l-
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If we plug in the surplus of a match for the entrepreneur and the worker, the FOC from wage

bargaining becomes
' ow(a, Ir)
af'(l) — —lt —wi(a, l) + B(1 — $)Prpy
al
= wia,ly) —z+ B [1—s—6:q(6)] T éPt—H

§ , ow(a, Ir)
) — ——— — ) | =wie(a, l) — z — BOq(0 Piyy.
< 1_¢ |:ﬂf(t) a, we(a, It) | = we(a, It) — z — Borq( t)l_s t+1
Using Py = % from the job creation condition, it becomes
ow(a, Iy)
@-——[fWJ——i—Lh—mw¢q=w&UJ—z—@l £
I, —

The left-hand side needs to be constant across all firms. So has to be the right-hand side, which
implies that w¢(a, I;) is the same for all firms. Rearranging terms, the wage curve is derived:

[af/(h) _ Mlt + yet} +—6)

A.3 Social planner’s maximization problem
The Lagrange function of the social planner’s maximization problem is

at

L=y ﬁf{«b(ao — NiJu(c}) + Neu(c}) + / u(d)(a))dP(a)
t=0

+ A [/ af(I(a))d®(a) + Nz — (®(ar) — Ne)e; — Nicy — / d(@)dd(a) —y Vti|

at

+ s [Neg1 — Nt — s(®(ar) — Ni) + m(Ng, Vi)]

+ur [cb(at) _Ni— / ” h(a)deb(a)] }

with A; being the Lagrange multiplier on the resource constraint, j; being the multiplier for the
law of motion of unemployment and v; as multiplier on the labor supply constraint.

The FOCs are:
oL =1—A 0
86‘; — t— Y
0L =1—A 0
8C;l - t— >
oL 1—A 0
== — At =Y,
ad)(a)
aﬁ _ )“ + am(Nt) Vt) -0
L
oL
——— = af'(l - =0,
3l(a) tﬂf(t(a)) Vt
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aL
ONt1

= e+ B [ulctyy) — uleq )] + Bresr [+ cfpy — ct]

OM(Nt1, Vig1)

— By =0,
ONies ] By

— Bittt1 |:1 —s—

oL
22 = p(@)ulc) — p@nuld(a))

aat
it [~ (@) — () + (@) (ar) + pan)y vi(a)|

8m(Nta Vt)

+ Wt |:_¢(‘_1t) v,

ve(a) — ¢(6_1t)5] + v [9(@r) + p(anl(ar) ] =

The matching function is assumed to be of Cobb-Douglas form: m(Ny, V;) = NY¥ V,l_“. The
derivatives of the matching function with respect to Ny and V; therefore are
am(Nta Vt)
oV

m(Nt) Vt)

) = (1 - a)‘](et)>

and

am(NtJ Vt) — Na ]V1 o _ <m(Nt) Vt)

= a0:q(6;).
N, N, ) Oltq(t)

The elasticity of the Cobb-Douglas matching function with respect to N; is

om(Ny, Vi) Ng
ON;,  m(Ny, Vy)

=.

The utility function is assumed to be linear; therefore, u(c}) = ¢! for i =, j, n.

In the following, the Lagrange multipliers are eliminated from the derivatives of the Lagrangian
with respect to Ny and a.

From %, it is clear that the marginal product of labor has to be the same for each individual,

no matter how high a is. Therefore, instead of af’(I;(a)) one can always use a,f’(I;(a;)).

Derivative with respect to Ny: First, 5 Nﬁ is rearranged to

om(Ny, V)
pe =B [ulcgyy) — ulcty D] + Bhes [efhy — iy — 2] + Brees [1 —s— aI\tI : ]
t
+ Bvryr.
Plugging in for (s, (141, At, At+1, and vy, one obtains
14
=(1—a)|af (l+1(a)) —z| — aybiy1 + (1—5)— (A.2)
Bq(6) [of s I=arbn+P0=950
Derivative with respect to as: Divide the derivative B_£ by ¢(a) and replace A, ;¢ and v;. One
obtains
_ _ sy _ _ _
I — —af'( 141 =0. A3
aif(Is(as)) + (1= a)q@n) arf'(I(a))(1 4 Ie(ay)) (A.3)

https://doi.org/10.1017/5S1365100522000591 Published online by Cambridge University Press


https://doi.org/10.1017/S1365100522000591

Macroeconomic Dynamics

A.4 Efficiency in market equilibrium
In the market equilibrium, we have

w=§ [af’( —WH—V@}HI—S)Z

[af’(l) - z} +Ev6.
The first-order condition for hiring is

Y B(1—§)
—— = (1) — —l
q0) 1—pB(1—s)+&B0q(0) [f( ]

which we can rewrite as

y  [1-B0—9+£B0q(0)]

/l——l— - :
g0 “= Ba®) 1—2)

Hence, the wage equation reads

_ vy & o
St gy g [ A9 +580a0)] + 670
—zp Y. § [1—B(1—s)+£EBOq(6) + (1 —€)BOq(6)]
Ba©®) (1-§)
Ba6) (1-¢)

The value equations for an employed and an unemployed worker in steady state are
We=w+B[sW,+ (1 —s5)W,],
and
Wy=z+B[0q(0)W.+ (1 —0g(0)W,].
Rearranging W, gives
z+ BO9O)W.
1— B+ B0q(6)
Inserting this into (A.5), one can solve for W,:
o) 0

Bs(w —2)
1= B(1—s)+poq6)

n=

Wezw—l—ﬂs(

&S (1-BW.=w—

Analogously, rearranging (A.5) gives
w+ BsW,
1—p(1—5s)
By using (A.7), W, can be eliminated from equation (A.6) and one obtains
BOq(O)(w — z)
1—B(1—9)+pog(6)

e:

(1 - IB)Wn =
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For w, one can insert (A.4) into both reformulated value equations and receives
Y §

W=PWe=2+ 200y T=8)

[1-B+B0q6)], (A.8)
and

Q1-BW,=z+ 1%3’9' (A.9)

A.4.1 Reformulating the indifference equation. The indifference equation for the entrepreneur is

o A ZRNNE
af@) —yv@ —wi@ =z+ oo 5

[1- B84 B64q06)].

For the firm’s steady state, we get

_, sla)
v(a) = —.
q(0)
Plugging this, as well as (A.4), into the above indifference equation, we get
I
s1@) [z Ly &

q(6) Ba®) (1-§)

. v &
= e -9

syl@ syl@ ¢ :[z y &

a(f(l(a))) — [1-B01 -5+ /3961(9)]} I(a)

[1— B+ 0q(6)]

< a(f(l(a) — [1-8+ ﬁ9q(9)]] (1+Ua)

q®)  q6) (1-¢) Bq®) (1—¢)
af (I(@)) (@) sy y £
_ . — . — 0qg(6
011@)  0+1@) G=09@ ~ " pq@ g L~ P+
afi@ M@ sy oy [1-B+ERO9O)] (1-p) v
(+la) 1+Ua) (1—&)q0) Ba(6) (1—¢) B q0)

A.5 Tax rates
The maximization problem of the entrepreneur is

max W/ (a,l) = (1 — /) [af () — wil — (1 + T)yve] + BW., (@, 1i1)

Vel

s.t. lt+1 =(1-9s)+ q(@t)vt.

The related Lagrangian function is
L=0 - [afl) —wli — 0+ )yvi] + BWL, (@, 1i41)

+ )\t [(1 — S)Zt + q(Gt)vt — lt—H] .
The FOC thus are

oL
—=—1 -1 = ")y + 1q6) =0,
ai/t

oL OW, (@ ls)
011 0l

_)"t:())
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which can be combined to

a-Ha-1"y B 8W{+1(a, li4+1)
q(6:) ol '

Using the Envelope condition

aw! (a, 1)

0
ol =(1-17) |:ﬂf/(lt) — Wy — %lt] +x(1 =),

we derive the job creation condition

(1—-Ha -y
B(6:)

W1

=(1-17) [af (1) — weg1 — lt+1:| — A1l =)

i1

ow,
=1-1) [af/(ltm — Wit — th}

(1—tH1 -1y
Bq(0:+1)

—p1—y)
Dividing by (1 — tf), one receives
1—1t")y ow, 1-1"
(,B @ =af'(l+1) — W1 — t+llt+1 B —s)—— v

i1 ,3‘](9t+1)
Nash wage bargaining. For Nash wage bargaining, I define Py := -ty ﬂq(@ ) . The wage thus solves

wy = arg max (Wy — Wt”)E P¢,
which results in the FOC
EP =(1—§) [Wf — W/].

ow
Pr=af'(ly) — wi — W’lt + B(1 = 5Py,
t
and

Wi —Wl=w—z+B[1—s—0iq(0)] (Wi, — Wiiy)

=w;—z+B[1—s—6iq(0)] ——=Prs1,

§
(1-§)

the FOC from wage bargaining becomes

ad
§ [af/(lt) —wp— =, + (1 —S)Pt+1:| =(1-£) |:Wt —z+B[1—5—0:q060] LPt+1:| .

If we plug in Pyy; := (%q(rev ))y and solve for the wage, it becomes

0
wy=§ |:af/(lt) - %lt +(1 - TV)VQt:| +(1—-&)z
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Deriving t”. The following derivations are done in steady state. The wage in steady state can be
written as

w=z+E& [af/(l)— aa—v;l—z] + (1+")Ey0.

By plugging in the wage, the first-order condition for job creation is:

1+")y B B(1—§) /
46) 1-B(—s) +Ep0q0) [f(’) Z] (A.10)

We then compare this equation to the first-best job creation condition to calculate ¥ under the
assumption that £ = . The tax rate t¥ thus solves

Bl — ) Bl —a) A
1—B(1—s)+apbq() LoD —2]= [1—B(1—5)+aBbq®)](1+1) [af O 8ll Z]

Solving for 7", one obtains

_3_W1
v___al”
af/ D —

T

Deriving t/. Rewriting (A.10) as
(1— ")y [1- B =) +£p0q(0)]

af/(l)——l—z=

>

Bq(6) (1-8)
and plugging it into the steady-state wage equation, the wage becomes
(I+7%)y &

. — B(1 — 6q(0)].
5@ (o [0 =9+£0a0)]

The indifference equation for the entrepreneur is
(w—2)

[1-B(1—3)+ B0q(6)]

A=) [af() —wl— (L +1")yv]=w—Bs

§ v
(1—§) Bq(6)
Plugging in for the wage and v(a) and rearranging, we receive

i@ 1@ sy
(I+Ua) (+1Ua) (1-E§)q)

_a- ot K@ [a+ry [1-B+E£80q0)] (1—p) U+

1+ 1(a) Baq(6) (1-§) B q(6)
l(a) sy

(1+1@) (1 —&)q(0)

If we set this equation equal to the first-best indifference equation and solve for ©/, we receive

g (1-0=p+ )y 4D —[1-p+apfg®)]yr" 1+ D7 Bysl
1-a) -804+ )yl+ [1 - B —I—ot,B@q(@)] y(1 —tVD)+(1 — a)Bq(0)z — TVBsyl

=z+(1+1

[1- B+ B0g(6)].

+z

+v
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or
g AQ+1D)—Bt"(1+1)— Byt’sl
~ Al+B(+1']) — Byt'sl+ (1 — 2)Bq(6)z

with
A=(1—-a)1-B)(1—-1")y and B= [1 - B +o¢;30q(9)] V.

A.5.1 Entrepreneurial decision under efficient hiring. Set t” at first-bestand o/ = 0 and use @ = &.
The indifference equation becomes

W@ @ s, @ sy
(I1+ia) @Q+1@) 1-£§)q(©) (I1+1@) (1-§)q0)
o Y y o 14
= — |1 0q(0 — |1 0q(0
T i—w gy P PION T g gy U A A0
y [1-B+atq®)] -8 y , « vy
- - - L - 049(0)].
e 0w Foa® " e P00
Rearranging further, it can be written as
af (I(a)) (@) sy y [1-B+abq0)]

(1+1@) Q+1@) (1-£)q0) —E Ba(0) (1-a)

y Y 14 sl(a)
~ Bq®) {(l_ﬂ)(””_(l—a) [1_’3<1_“9q(0)_1+z<a>>“'

We then compare this indifference equation to the first-best one. There are too many
entrepreneurs if the term in curly brackets is larger than one:

14

) T sl(a)

1+¢v 1-8 [1 —a6q(6) — 11(15(11)3)]
v (I—a)1—B)
’ (I-—a)(1-p)
= Bsl@) *
a[1—B+p0g9O)] + 715
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