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ABSTRACT

Conventional literature neglects the impact of incomplete information in
the labor market on the design of optimal taxation. This paper constructs a
model with adverse selection and moral hazard problems in the labor market to
reexamine the theory of optimal income taxation. It is shown that optimal taxa-
tion should take into account the policy goals of income redistribution, work
motivation and risk efficiency. Moreover, the marginal tax rate of high ability
laborers may be positive or negative. Hence the conventional wisdom of zero
marginal tax rates on high ability laborers is no longer valid. This result is dif-
ferent from that of the conventional literature.
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