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• One of the best economist ever, giant of his generation and prove to be a giant and 

inspiration for generations to come

• many unique traits…

• brilliant and ambitious, but kind generous and humble

• broad and eclectic, but deep looking to build foundations

• theorist at heart, but applied and policy motivated

• elegant with his math, but focused on Economics and reader past writers, institutions 
etc. (Keynes, Friedman, Mundell, McKinnon, Kinnan, Minsky Triffin, Kindelberg etc.)

• respectful of other fields and approaches

• fearless and open minded, driven by true passion for economics  
(late father was an economist)
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OUR WORK TOGETHER
• Topics…


• Optimal Taxation 
Long run inequality, wealth and estate taxation, political economy, taxation 
and insurance over life cycle…


• Macro Stabilization 
Macroprudential Policy, Fiscal Unions, Capital Controls, Fiscal Multipliers …


• Behavioral Macro 
non-rational expectations, level-k, extrapolative 


• Methodologically connected…


• normative focus with simple models


• Public Finance                       Macro 


• goal: qualitative insights and quantitative explorations
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LONG-RUN INEQUALITY
• What is optimal long-run distribution and social mobility in society?


• Surprising result (Atkeson-Lucas, 1993)


• Barro altruistic dynasties


• each period shock to productivity


• private information


• look for optimal dynamic insurance mechanism


• Result: 


• consumption a (geometric) random walk


• inequality grows without bound


• no long run distribution exists



LONG-RUN INEQUALITY
• Farhi-Werning “Inequality and social discounting” (JPE) 


• explored extra Pareto weight on future generations… 
lower discounting


• Whenever planner was more patient…


• consumption has mean reversion…


• …long-run distribution exists with bounded inequality


• Implications for wealth/bequest taxation?
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BEQUEST TAXATION
• Farhi-Werning “Progressive Estate Taxation” 
▸ Results…


▸ progressive = creates more equality for kids


▸ subsidy = negative tax…


▸ plausible at bottom!


▸ sign may overturned (Farhi-Werning 2013)
• What if future gets weight because they will vote? 

Farhi-Werning, Farhi-Sleet-Werning-Yeltekin


• Limited commitment:  
not taxing future wealth may not be credible if inequality grows 
discontent may lead to drastic reforms


• Q: What policies ex ante? 
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POLITICAL ECONOMY
• Two periods, no direct extra weight on future


• Political Economy: credibility constraint;  
ex post: reform unless…

▸ Extension: remove exogenous , add dynamic game, 
reputational concerns (Abreu-Pearce-Stachetti)

κ

▸ Again: progressive tax on saving


▸ New: wealth at the top has negative value, hurts credibility 
constraint:               positive tax

Bound on Inequality



OTHER WITH OPTIMAL TAX PERSPECTIVE

• Job Market Paper:  
Capital Taxation and Ownership when Markets are Incomplete


• Gabaix-Farhi:  
Optimal Taxation with Behavioral Agents


• Farhi-Gopinath-Iztkhoki: 
Fiscal Devaluations


• Correia-Farhi-Nicolini-Teles:  
Unconventional Fiscal Policy at the Zero Lower Bound



OUR WORK TOGETHER

• Topics…


• Optimal Taxation 
Long run inequality, wealth and estate taxation, political 
economy…


• Macro Stabilization 
Macroprudential Policy, Fiscal Unions, Capital Controls, Fiscal 
Multipliers …


• Behavioral Macro 
non-rational expectations, level-k, extrapolative 



MACROECONOMIC STABILITY

• Open Economy, motivated by European Crisis


• Capital Controls


• Fiscal Unions


• Labor Mobility 
 
OCA: Mundell, McKinnon, Kennan


• Macroprudential Policy


• Fiscal Policy



FISCAL UNIONS
• Our approach: set up the planning problem for optimal transfers given 

currency union 


• Social Marginal Utility ≠ Private Marginal Utility


• Aggregate Demand Externality


• Key equation…


• Insurance equals Social Marginal Utility which internalizes aggregate demand 
externality


• Result #1: private insurance not optimal; intervention needed


• Result #2: insurance not just different, but more valuable socially than privately
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impact

e.g. credit boom 
high leverage and risk taking

e.g. low return shock  
lower future loans

Is there a market failure? 
Not necessarily. 

Externality needed.

macropru regulation 
monetary policy? monetary policy?
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MACROPRUDENTIAL POLICY

• Main result…


• connect distortions in spot markets


• other sufficient statistic: MPCs


• to necessary interventions (shadow taxes) in financial markets


• Key equation…

shadow finance tax  = sum of MPCs times wedges in spot markets



BEHAVIORAL MACRO

• In a series of papers, explore departures from rational 
expectations


• Combined with financial market imperfections…


• Positive:  
“Monetary Policy, Bounded Rationality and Incomplete Markets” 
 
“The Fiscal Multiplier Puzzle: Liquidity Traps, Bounded 
Rationality, and Incomplete Markets” (with Petri)


• Normative “Taming a Minsky Cycle” 

Incomplete Markets and Behavioral are Complements 
Help Resolve Forward Guidance Puzzle

Extrapolative Expectations: departures from Inflation Targeting  
through effects on Asset Prices
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