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[ABSTRACT]

I explore the optimal labor income tax policy in a dynamic endogenously incomplete market which is caused by limited enforceability of wage contracts. In the model, I assume that workers can default on a wage contract, however, once they default, they will be banned from the labor market forever and only consume their stochastic labor incomes. With the redistribution effects, a progressive tax is traditionally regarded as a risk-sharing device against uncertainty from idiosyncratic labor income. However, this redistributive property changes the severity of punishment for default as well, therefore leading to less risk-sharing via private contracts. In addition, the progressive tax system will distort earnings after tax, and therefore distort labor supply. In this paper, I study these effects of a progressive tax on risk-sharing and labor supply: the welfare consequences of changes in tax progressiveness depend on relative magnitudes of increased risk-sharing necessitated by the tax system, reduced risk-sharing through private insurance market and distortion on labor supply. In this paper, I examine whether a progressive labor income tax is needed and how progressive it should be.  
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