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Abstract

In this paper we propose a mechaniem which decentraltizes
the creation of economic inequality. A personalized price for
the public good/bad (i.e. economic inequality), determines the
choice of disposable income by an individual. A perfect
foresight egquilibrium is defined, and a vector of prices which
supports a utilitarian optimal solution is obtained. A by
product of our analysis, 1is an income tax profile ' for the
individuals which is compatible with decentralized

distributive justice.



1. Introduction :- The theory of the mezcurement of economic
inequality. has grown impressively both in volume as well as
in technical complexity, since the semina! work of Atkineson
(1970) (see for instance the survey by Bsrooah (1992) and the
references therein). Few studies however, emphsrize the need
to use these measures., in order to facilitate redistributive
taxation.

In this paper, we tzke the view as 1in Orr (19767,
Morawetz (1877) and in particular Thurow (1871), thsat
inequality in the distribution of income is a public good. Ng
(1873 proposes & theory of the paradox of redistribution,
from 3 similar standpoint (see Ng (1879) ac well). Ag far ac
inequality goes exclugtren—is. inpossible: each individual must
consume the same gusntity., Thus it is a public good.

Dur objective in this - paper is to decentralize fhe
consumption of economic inegquality in cuch a way that a set of
personalized prices for inequality in income distribution
guides sach agent in his/her choice ofs* finzl income. A by-
product of our anslysis is an incomé. tax profile which

corrects the externality generated by disparities in income

distribution. ' -
2. The Model :- Ve consider an economy congigting of |
individuals, indexed by i=1,...,1. The initial endowment of

the ith individusl is a2 real number w! > G, which denotez the

guantity of his initial income or ability to spend. The
inegquality perceptions of the econcmy are summarized by =a
continuvosusly differentiable function ﬁ:ﬁ}*-bTR+ where for each
1 s xine 1Rx CMixd i 3

measure of the ineguality inherent in the income distribution.

final diétribution of income x=(x

The preferences of the 1{ith individual over alternative
income and inequality pairs are summarized by & quasi-linear
utility function. Thus if (x! ,M) is the ordered fair of final!
income and economic ineguality then the utility derived from
this consumption opportunity to individual i is given bf

x!' + VY (M), where v! tfR->Ris 3 strictly qusesi-concave.

continuously differentiable function. vi oMo is the income



equivalent of M units of econcmic inequality (a public good or
bad as the cace may be) to individual i.

Let ti € Rbe the personslized price faced by individuszl
*j* for one unit of economic inegquality. Me assume that agent
*i' is capable of forming expectations about the final income
of the remaining agents in the ecomnomy, on the basis of this
price informstion. Let y% :fR -+ MRbe the function which
summarizes individual i's beliefs about individual j's final
income when individusl 1 is confronted with alternative prices
for econcmic tnegualiity. We S EBUNE, yji Fi=l, ..., 1;
jei,j=1,...,11 ie & family of continuously differentiable
functions. e

Confronted with & price t.i fcr"econumic'inequality, sgent
i chooses x ! (ti)E’RED 88 to sclve the followine problem:

Maximize [x !+ b aucer Jpce Doy, yaxh (1)
(%)

E.t. x' 4+ ttM=w b, ~ (2
"‘ Ed

A first order necessary condition for ¥ i(ti ) to solve

this problem. is that

s dv i g

£x! M £yt

£ &M
where stands for ((yli{tl })j#i ,x4{t LB
£x ! £yl
dv ’ gvt MOty pae s, xt e Do
and stand for
dM o] o
Conditicon (3) is cbisined bty subetituting ! = ui-ti M

from (2) into (1) and then maximizing the resulting obiective
function.

We <chall now define & perfect foresight equilibrium for
the =above problem. & vector (¢! .....tl e TRlis & perfect

ioresight eguilibriue  1if the feilowing conditions are

satisfied:



3. The Utilitarian Optical Perfect Foresight Equilibrius :- In

what follows we will need to assume the following:

Assumption :- The function x!:R->R, whiech for esch t'eR,
solves (*¥) zbove. is & continue sly differentiable function,

for i=1.....1.
It should te noted +thst this doee not foilow fro: the
assumptions we have made. However with sdditional regulsrity
i

assunmptions on v! snd M snd (v,

;) differentisbility of x ‘would

fcllow =as 8 necesssry consequence  of the implicit  function
thecoren.
kl Nt 1 . :
Ve seek to choose (t° ,..,,t"7ER 20 35 to maximize:
thy et txl ¢ GOETTRYAd L o
1 (S
B.t. E " = 0

=t

and the first-order condition (37},

Here &' » ©€,i=1,...,1, a7e the weighte assigned to the

utilities of the recspective agentes.
t

; A Al
£ solution (t T

? toc thiz preoblem rmust sstirfy
T, ’
A - ; ~
t! o | dvl s axt s
— = -1-] l+(Ej# i %5 ) _ ) |
£X ! ol o 2%, o1 i
[ ! R
o’ dx
gt !

where 2 ie the Lagrange multiplier associated with the scciz]

planner’e problem.

3

dv’ £M
A .
It msy be resscnsble to sssume that B = s0,
' d¥ £x3F

for a=ll i=1.....1. This amounts to assuming that, if an
increase in disrosable income increases inequality (as in the
case of a rich man?, then the -agent prefers increacing
inequality i.e. economic ineguality is & public "good" for the
agent: if &n incresse in cisposable income decreases
ineguality (as in the case of & poor man), then the agent
Frefers decressing ineguality i.e. economic ineguality it =&

public "bad”™ for the agent.



A A
Since, B1 = 1 > 0

it §is necessary that

e | 1
dv ™ dx
At (T & b : < - 1
J ) dM £x dt -
L ) —
. dx *
! .
at!

holds trus for an optimal” golution. It may be observed that g i

j av! M
is directly related to (Z j @ Y if
RAR Bx 1

A
v O i.e. t

depends on a weighted linear combination of the marginal

~

utility of economic ineguality to the other agents.

The contribution of apgent i is %i’ M, yhich can be
considered to be an income tax, derived from the above
exercise. Further, if for an agent, increase in incomé
contributes to increase in economic ingguality (i.e. the agent
is rich) he should pay a positive price for economic
inequality. A poor agent should be subsidized i.e. pay =a

negative price for inequality.

3. Conclusion :- We have succeeded in characterizing an income
tax policy which corrects the economic inequality inherent in
an income distribution, by allbwing decentralised chpoice of
disposable income and economic inequality. The idea is to make
agents pay a price for generating more-inequality, by creating

a market for this public good/or bad as the case may be.
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