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A bstract

Several recaritpgpears addressing the role ofinaome distributiaon in the gronth process have foaused
an the ok iname inegualty plays in the political process - [ necpaliity is inked 1o pressure Torhich,
redistributicnary tBax rates, whidh ked 1 bwv investment ard therefore gronth - Empirically, the
arreltian betnween hidh inequality and bw gronth hes been rdoust. H onever;, the intermediate
step inking inequality 1o hich taxes hes ot been empirically supparted, and the ink betineen
taes and gronmth hes been Tound 1 be the goposite of thatt suggested by theory: an empincally
rdoust reltiaship hes bean Tound betneen hidh taxes and gronth - T his pgperpresants asimple
madkel whidh reaod s the intuitively gppealing taexatiaon gpproedh to econanic goonth with these
ssamingly aantradickory empirical ndings.-
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1 Wtrod utonN

Several recat inquiries into the determinants of ecananic gorh have foassd an the ok of
income distributian in the gonth procsss- 1N genaral, the gppraades 1o this prdblem an be
dbss ed loely into thiree groups: Gpital market imperfectian, Ertility, and political eaanany,,
with te Bstgaup being further subdivided into political stebi ity and - sl policy gppraedes -

In the sl pdlicy gopraach, taxatian inks inecuality and gronth - R ecartt pgpers by P exotti
(993), A M ad R adrik (994), ad Passon ad Tabelin (994) in this area propae the
olloning theoretial framenark o eplEn the eRact of inegLality an gonh: income inequality
keds 1O papulist pressure Tor redistiibutiaon, Wwhidh results in distortianary texatian, whidh bners
inestmatand therefore gonth -4 lthough this dain ofcausatian makes sense inturtively and the
inftial empirical evidenee ssamed 1o provice suppart @ ersson and T ebellini (994) , 4 ksimmaand
R adrik ( 994), the mare recatempiricalwork of? erotti (996 )aontradicts theintermalpredictias
ofthese madek P aerotti ((996) ok thatwhi E inequality doss loner gronth, ithes nosigii cant
eRBct an taation and that taxation actually hes a pasitive eRectan gonth [ ebke ! )L

T his paperbegrns with the madel of P exrssaon and T ebelini (994)_B vy relding tha r riestrictive
assumptias ancaming thevotingproasss and addingassumptians ebautthe bereviarofthe\ rid',

o adLeEias ae drann: unlike in P ersson and T ebelini (994), predictias are dotained whidh

Weed e(1997) ab® “risempirialapport Br the hypothegisthat d igrib utibralsrugk hirdersgow th .

Thes htter resukscoul be exp hired by a possb B eriogereity prob bm i€ Br examp B, courtrisw ith a
hich Evelofprod utive goverrment et irg Ead irg to high ratesofgow th ale have higher taxratesto " rarne
the spert irg- Li ari Z2ou (1998) corsl er the rok ofFgoverrmert erl irg by propogrg a uility fintionw ith
pw E cormmptionasanargumert . How ever, their i irgthat irnome ireque by ispositively (@khouch rot alays

ggi canly) assc |tel w ith ecormm & gow th rurscourter to mos other empircallw ork inthisarea -



are arsistaitwith Perotdi's enpirical  ndings; additiaally, the mocel indicates thatt ineouality
itself can hae a detimental eRect an ecaanic gonth, wheress In previas waks, itwss the
allbviation ofinequality and not the inequality per se whidh wes respasibe for lonergonth.-

In Persson and Tabelini's (994) to periad mackel, individuak are endoned with di®@rat
skl Bek, vhidh mep o d@rantinaone bwek_ | hen yaung, individuak vole an atax rate in
pericd ae{ before working, aasuming, and ssasing{ thatwill be usad in the secod periad ©
redistribute income amag the od, fran those who saved mare then aerace 1o those who saaved
Iss then aerace- 6 iven the assumptias of the mackel, the median voler's preferancss determire
the tax rate; ifhe hes Ess skl then aerage (@d thaefae Ess inaome then aerage), hewillhote
fora high redistiibuticary tax rate, thus Iinking inequality to hich tax rates -

T his pgper relbes the reguremeants that the tax rate is determined bekare savings dedsias are
macke and that anly ae vole n the & rate is alloned - T he median voler’s preferancss will still
detemire e taxrate-A  time aasistantsolutian is dotained by assuming thettthe\ rdY' "haase an
enforceamentmedhenism awval Bbe 1o them whidh alllons them to coordinate oer thelraasumptian
dedsias, therdby aRecting the aerae beel of savings in the st pariad sudh that the median
\olerprefers no Bax- T he poor are assumed o actatanistically and are unebke to aaureract tre
actias ofthe ridh.

In partiauker; the ndh will oeraasume in periad ae, reltive o thair gotimal casumptian
when thare is no thireatt of redistributicnary texatian, sudh thatt the median voler’s ssasiings equaks
the aerage anantofsaings and he prefers no redistributicary t&x- T he ink betinean inequiality
and hich tax ragss is brden, whidh is aasistatwith P erotti - T he deaessed saings by the ridh
implies loner gronth, vhich is abo aasistattwith Paotti’s ndings- Finally, in the absaxe of

perect infomatian, the rndh may acddentally oersae, resuling in the median \oler preferming



a rdistributicaery X rate- In this s, we see hich tax rates, and because the ridh oersaed,
higergomh_T his eplrs the Bstpiee ofP erotti’s  ndings: highartaxes implly highergonth.-

T he pgperis aganized as TOllons: sectian 2 presants the basic model; sectian 3 disaussss the
palitico-econamic equi ibrium ; section 4 anmalyzes the implicatias of the maodel; ad sectian 5

aotans same aanclding remarks ..

2 Thell odel

Casideraperbct oesig i, tho periad oerigpping gereratias model with no pqoulatian gronth -
Individuak supply ae unitof Bbarirebstically in the st pariad, sae in te  1stperiad, and
aasume aportion of thairinaame in both periods (Figurel )-T here is nobeguestmotine A gaits

hae identical, hanotthetic preferencss with acaonae, wellodavned uti ity function:
ve=U 13D O

wvhere vi is Fetime utiity ofindividual i bom inpericd t j 1, ¢;; refrs © aasumptian when
yaug, di to aasumption when dd, ad ° is an additive stalLs paramneter 1€ ecting an agaits
sadal standing within the econamy- T hase who are ridh and act acoording to gaup noms derive
utiity fran thistect ¢ = > (). V iolAting goup nams results in a lrge necative stalls eRact,
resulting in necative utiisy? . T he paorhave no statLs eRect fram baingpoar ¢ =10).

A ssume there exdists adamoaatic framenork where individuak are allboned o Galll a referencum
atany time pria- 1o ssaod pericd caasumption and vole an atax rate, |1, 1o redistribute inaome

and wealth when dd. Fareampke, a partiaular greratian cauld doce 1o vole at the start of

3T hat is wility isobtairel fom havirgpeersackrow B ¢g your w eakh;d eviatbrsinur others w rath (\traitor

to c bss"ifi o rot ob srve gow scrlrermsy).



the 1stpeariad an the tax rate whidh will be impkEmented at the beginning of the second periad,
or the greration culd wartand volke at the very begming of the sscod periad Figare 1 ). In
additian, mare then ae referadum may be held if there exdists the desire © revote. T he anly
restrictian plbad an the referendum procedure is thatt the most recantvolte prior 1 seaod periad
asumptian is binding- In otherwads, ifa relredum is hed in the st periad, prior o the
saings dedsias, there exdsts the passibi ity ofa new referendum atthe startofthe secod periad.-
T his marks a departure fram the madel of P exrsson and T abellini (994).

T he budgetaostraints orthe it individual are

d—.‘.l+|<-:: yliil @
C+ ¢ ipdet pkd = o ; (€))

where K is the individual acocumulation of aepital, I is the average pital stodk in periad t, and
ris the interest rate, the expected marginal praduct of damestic cepital -

Individuak are endoned with an idatical sst ofbasic skilk, w_ A dditiaally, agants hae an
individualsped cendonmentofskilk, € - s aresullt, inaome earmed when yaung can be expressed
&b

i = @+ g @
where kg; 1 is the average pital stok percepitain periad t § 1 -

¢ iven hamothetic prefrencss, individual will hae identical savings rates- T harefore, the
distributian ofincome and seaod periad wealth are determined by the distributian of e A ssume

€ hes mean zaro, a strictly necative median, is statiaaery oer time, and that the distributian

46 iventhe empircalresuksofFel geinari Horibka (1980), the irteres rate inalcourtries isassmed to

repreert the margirallprod ut ofi omegsr capkal



is knoan o all agents® 4 s a result, eedh generatian hes an unegpal distributian of income and
wealth. T he tax rate, |1, determines the anaunt of redistribution within eech olberganeratian, fian
those vwho saved mare then the aarace o thaoewhosaad Ess_ | ointergereratical trarskers are
alloned -

Toawdd any axrstitutiaal aonaerrs, all pepkalve{ oeracrtain minimum age{ areallonaed
towvole inag\ven reerandum ;honever; itis assumed thaetanly those directly aRected ( e, members
of the gereratian wWhose inaaome willl be redistributed acoording 1o the autcome of the vole an )
will actLally \ote sine there are time aosts involved with voting and anlly those directly imlvolved
are aRected by the autcame 8 T here is no coardinatian oenvoting; each individual voles acoarding
1o his individual qotimization condiian-

Incame inequality splits agats into tho well de ned gayps: e ridh ad the paor. Itis
assumed that the ridh have an enforcameantmednanism whidh allions them o coadinate oer their
asumption daasias, therdoy i utendng the tax rate 1 be implEmated in pariad thvo- For
simplidty this eflarcamentmednenism is madeled simplly as the\ death penallty/ ™= any deviatian by
the ridh is metwith disgpproal and banisiment fiam the ridh gaup, resulting in necative uti ity
¢ =0).

SSine the expected valle o iszero, the margirallprod ut ofapitalisequalto w ; herne,w = r .

& venifore argesthat chill ren(or parens ¢ epent irg onw henthe vote istaken®r a parti ukr cereratior)
d erive Ut ility fom the parents (or chill reri9w elbeirgan there®re choo< to vote, giverthe asamptioroforgars
popuktion thisw illrot a®ect the outcome ofthe refreri um gne every chil (or parert) w illvote © ertically to

their pareris(or chill ).

“D ther mecharisn shave b eenusi to recogrize gowp heterocereity- For examp B, inA kdra ari Drazeris(1991)
war ofattricionmod el the rch ari poor inur d Berert cogtsw hengab ikationisi ebyel - Labanar Stuzereger

(1994) asame that the rich have accessto a \ ran i lal aptationtechre bgy** (0®-shore accourts), w hilk the poor



3 Equibrum

A political equi Bbrium is de ned as the tax policy whidh cannotbe defeatied by any alliermatine tax
pdicy in amajaity \ole in a relerandum prior to seaod pericd asumption- R ecall tat there
is no coodinatian over\oting; eech aganit votes acoording 1o his individual qptimizatiaon dedsian-
T 0 determinre the political ecpilibrium, the i individual must balbnee his desire for inaressed
(dsaessd) redistribution with the realization thatt this action results in a bner iger) bese Tor
redistribution - Eadh agernt gotimizes when these tho eRects exactly ot Sinee the distribution
of € detamines the ranking of individual prefrences, the equilibrium vale |° is the tax rate
preened by the median voter? 1 lloaing multipke votes an 1, induding affter savings have been
acumulbied, implies hatifk' < kK, thatis, the median voleris poaorerthen aerage, then hevoles
Torp =1 ;othernise, hevoles Torp =0 -

T o determire the ecoamic equilibrium,  Istasider the ase vwhere |17 is zero (@ econany
withaut taeatian)- U nderthis scarario, all individuak saae an amauntsudh that the ratio of the
margral uti ity of aasumptian in the saaod periad © the margnal utiiity of caasumptian in
the rstperiad equak ﬁ 2 ¢ iven hanothetic prerencss, the reltian betneen kand eis near
and upvnardskping, as all agats sae at tre same rate s Figure 2)- T he area under this ine
aonespacs o total natical ssvings -

I aovasiderte acewvwhere( - g - 1 is determined by the median volerad the ndh egaits
an coadinate thairactias- T he ridh will act strateg Gy, sudh that the median volerprefrs the

bnertax rate- ( he altermative is thatifall act atonistically, the median voter prekrs the higher

do ret.
8Refr to Persmnari Tabeliri (1994) or Apperi ix A Bt a recorgrutionofthe proo

°No ¢ isourt rate isassmef -



tax rate. Sangs waul be very by arzero, resulting in nan-smooth cosumptian aacss the tho
periack and very bwutiity) In partiaubr; the rich will actsuch et median ssvings K equak
aerage savings kK, so that the median voter preers no redistributiocnary taxatian- Call this their
saaoncHaestsolutian -

Casiderthe prdblen fion the vienpantofa rich individual . Famally, eech wealithy individual

sobes the llbnaing maxdmizatian prdolam in ader 1o determine his ssaond-best bvel ofsaings:

max U dst) ®
st G+ K =Vi1 ©
C+ Qi DK pkd =df @)

e o =R ®

where te ral astrantis previasly notinduded in the the  istbest maximizatian prdolem
e\ not=aatian pble"er:(rany)_lzf-t is the anmaut of aggrecate ssvings alloned by the\ rdh
gap''sos Oasure tat K = k@dhene® =), ad 1;; rekrs o all wealhy indviduak
eaptpersmii.-

Substituting the tn0 budget aastrants into the uti ity Tonctian and maximizing with respect
10 K subject 1o the aggregate savings aostraintyields the lloningl agrangian:

_ _ _ _ X
L TU@g i ke O DI i kgD LR igE KT

j2!ii
where | is themuliplier-T he rIsEaderaandiias are:
e _ i} Okeg-  —
@—l{_ iU+ U+ )@ apd+ “@kit]'> =0 )
L . P
2 - REiki 1, M S >

-



R eesvangng terms and recognizing thatthe muliplierfiom thel agrangan represants the margnal
utiity of ssvings vhidh is the margnal utiity of sscod pericd cosumptian, arU; , yieks the

folloning coditias:

= =+ O it u@k{ 1+,J (5D

x
I
LB
e

2>

A ewthings to note- Fiist, gven the assumptian of hanothetic preferencss, alll wealthy indi-
viduek must have the same savings ralie” - Secand, since w ard the distribution of € are knoan
by all, eech wealthy individual can sobhe notanly his ™~ Istader aaditias, butako the ™ Istarder
adtias for 1, j- Equatian (1) is the same Toreveryae, gven the assumption ofidentical pref
aaas; honeer, eguation (2) d®@as.- T herefore, ifthere aeN waalthy pepk, there aeN + 1
independantequatias andN + 1 unknoars @i =155 and |, ). T hus, asoltion mustexdist?

Firally, gven |17 is zero, equatian (1) reducss ©U1=U; = r, notl + r, a5 is spiclly the
e.Siner< | + r,U; is bnerin the ssaodbest prdblem, and henae,  1siepeariad arsumptian
is hider_ T hus, eech wealthy parsns  Istadar cadition dictates that thair gotimal sadings
shauld dedlire as a resulit of the threat of taxatian - Eadh wealithy person can ammive at this solutian
indgpendently and eedh knons the synmetric nature of the coordinatian: eedh simply reducss his

saing rake o the new, bner B el T he synmetric nadure of the coadinatian proAdes supportor

T hissavirgsrate w illd ®er, how ever, fom the savirgsrate offthe poor .

Sire the “rg equatbninthe s/dem isronlirear, there may exig more thanore Lt However, given
homogereousprefrenes ari sukab B assmptorsconerrirg the ratue ofthe uility fnton(ie, | mirshirg
margira lutilky fom corgsmptbr), orly ore ® Ltibncanmaxin ze wilty; inpartt ubr, the valle ofkd ¢ b= to
the “rg-beg soltibn T hereBre, eveninthe preerne ofmulip B © Ltiors, each wealkhy peronw illarrive at the

sme con Lo



this solutiaon as an equi ibrium autcome. R ecll that coadinatian amag the ridh is enforaed via
the punisimentoFbeing benished from the grap € < 0)with the resultent necative utiis? -

T he poor act ataonistically, Blkng the strategc behaviaor of the ndh as gven @nee there is
perctinfomatian, everyae knons the ridh can and will coadinete)- T he poorexqectpy =0 ad
actacodingly_ |l ofe thateven ifthe poaraould coadinate, nosymmetric solution exdists Tortheir
prdolan : ather ae paarindividual reducss  1stperiad arsumptian by 2 1o aset the aluatias
of the ridh, arall paoragas reduce thar st pericd asumptian by 2=n; honever;, itwould be
dzxailt o enforee this lAtter sdhame gven thak sane poor are at the botton of the income scake
{ thesuosistance bel{ and waul be uneble t© underaasume™3.

T hus we have the olloning resulc the poorepectand behave as ifp™ =0 - T he ridh actsudh
that ™ will ke ( , meaning that they sae Ess then ifno taxation were passibke in the ecanamy.
¢ rephically, the reltiaon betneen kad eis kinked atthe pant ¢ ; K)and the equi ibrium alle of

u= is zero Figure 3).

2 Sire in ivil ta s live Br orly tw 0 period s thisisa ore st game B edll esbaridment, pre-p hy commurtatibn
or corvertiobrncoul alw be u=l to d eEri the cooperative outcome (e K reps(1990) Chapter 12 ). Hehil renare
i ertcallto ther parenis(ie- have the sasme skill kve H, came theory resuls®om repeatel gamescoul b e app el
here. Asingrgk ot games prep hy commurtatior corvertiorny art sscelrormscanbe usd to exp hinthe
cooperative outcome asthe equilb rium outcome _How ever, Barred b ehavior (e g- ifthe chill renkrow the resuksoF
the prevbuscererat brisgame) cana spport anequikb rium - Asingrgk shot games s/mmetry art et ¢ eny,
w hh are presrt here, are tw o importart characterig sw hh poirt to lkely oucomes. (See K reps(1990) Chapter
14 Br areview ofthe game theory Kkerature onthe quesbornofw hth < Werbrc irgageemert agerisw ilimp Emert
iNnrepeatel games)

SHprep Ry commurtatiornw ere relied Lponasa mecharisn through whih the rich coul attaina cooperative
outcome, but rot the poor, thiscoull be justi el inthat each rth agert hasthe mears(inome, time) to ertace iN

thisb ehavior,w hik each poor agert 4 oesrot -



31 The CaptallLevy P rob Em ari T me Corgageny

T he soLitian used in this modkel 1o the time aaosistency prdolem whidh arisss when taxes an cpirtal
can be gpplied after epital hes bean acoumulated parallek asolution dotained inFisder 980 )-In
his seminal paper;, Fisder aasidars a tho pericd model: in periad ane, aansumers make asaings
dedsian; in periad tho, the govaemmant taxes epital and Boarinaome and dhoosess goverrment
goeding-T he cammand solutian is determined by the maximizatian ofuti ity subjectto the budoest
arstrant ad the gotimal cpital ad Bbor taxes are foud.- T he prdolbn arisss in thakt aae
the ssaod periad begrs, itis not gotimal Tor the govermment o o the command solutian;
sine the Bbar tax is distarticary, it wauld be set 1o zero, ad since Gpital hes alleedy been
acumulaied, its ex would be setto ahich Bel_ T he time aasistatsobltian is foud by having
the agits tEke the secod pariad Bobarand epital taes, as well ss govermmeantspending, as gven
when they gptimize and solhe Tor their st periad actias” -

A s disaussed by Fisder, these ratianal epectatias qotimal taxes arell ash eouiibiainagame
with many plyers, wheress the cammand gotimum conrespads 1 a cogperative e ibrium _ IF
the privale secior ects aoperatinely, taves an apital willl be owy; iT they act non-acoperatinely,
taes an pital will be high- In shart;, the secod periad ax rate dgpands an the bdaviar of the
pmatessctorinte stperiad- W ith his madel, Fisdershons thatifthe private sectoris inducd
o sae te rigitanauitin the st periad, the ammand gotimum is attainebe. T he solutian
presanted in aur macel paralkek the command gotimum solution of Fisder. H ere, honeer; ©

I¥ ectgaLp heteragereity, notall egenits have the ability 1 coperate, just the rdn -

X Chari ard K ehoe (1990) presert anin rite horzonversonofF isher’stwo period mod eL T hey Htusonthe
reputatbnofthe goverrment asa sb situe Hr comm itmert w henthe goverrmenrt carvot comm it to cap kalta>es

prior to capkalaccumubtbn

10



I ote that P ersson ad T ebelini (994) dotain a time axsistant solution 1 the epial by
prdolam by assuming that the anly vole an the tax rate is held priorto cepital acaomulation and
that this ax rate is impkEmentad in the ssaod periad (@hat is, they assume ae periad aheed
ammitmentofpolicy)- A Esinaand R adrik (994) sole the prdblem by assuming that taxes are
voled an attime zeroanly and thattthey are recpired tobe aastartoertime'® _U nlikeP ersssmand
Tabellini (994)and} Esimand R adrik ( 994), uti izing the assumption that the rich coadinate
oer thar saings dedsias yielks predictias aasistentwith Perotti's ( 996) enpirical work an

ineoLality and gonth.-

4 Equibrium Imp kators

In the ed, the politico-econanic equi ibrium aatars no pasitive texatian, but results in those
individuak whoe  1sebestsolutian hes tham saing mare then aerage divertinginame into  1st
pericd asumption- W hatare the implicatias of this ecui ibrium? In Figures 2 and 3, the area
uncerthe ine aastitutes toal natiaal saincs - 1N the seaod-bestsolutian, casumptian is shified
badk O the 1stpeariad by the wealthy ad, as a resullt;, the pital stok in the seaod periad is

snalker, resulting in baergonth - T hus, inequality oners ssasings Whidh boness the gonth rate-

15 ru= B, Quad riri, ard R bsRull (1997) calbrate a cereral recursive mod ellw ikth Brward  bokirg agernisani
sqenibly letermired poE esinw hih ageriscordl er allpossh B fiue poky oucomesw henvotirg onthe
currert period 'staxpokies. They i that Persmnard Tab eliri'stwo period mod el irw hih votersd o ret reel
to Brecag the outcomesoFEture votesw hen®rm irg prefrernesover the tax rate, iscorgasert w ith ther more
cereralmod el For the sme reasors our mod elal® woul be coragent w ith ther more gereralmod el How ever,
they i that the mod eloFARsira ard Rod rik isrot corggent w ith their d yrami votirgequibria - T hey show
that the equilbrium iNAkdgra ard Rod rikcarvot be spportel either w ith urvesrtel comm kmert to fture tax

ratesat time zero (w hch kad sto reracorgart taxpaths or w ith queriie lvotirg (W hth Bad sto hicher taxrates) -

11



A dditiaally, aasider the Olloning perturbation of the madel- R elaxing the assumptian of
perectinformatian, itis p busible thatthe wealthy wi ll ermahen dnocsing tha rssaandHoestsaings
pbn_Sped cllly, ifthe wealthy shift sone aasumption tothe  1stperiad, butudaestimate the
gotimal anaunt @ e, the anautsuch et K = K), then in the seaod periad K < kwill still
hold and the median voter will set i” egual t ae- U nder this imperfect informatian scaario,
the equiibrium will entail a pasitive tax rate alog with bner ssvings and gronth ieltive o the
 rstbest autoome; honewer, savings and gronth will be higher then if the wealtty hed conrectly
sobhed thar ssaondHbest maxamizatian pradolbm -

Cambining the autcomes fran the ssaond-best Gase with and without perfect informatian, the
mackel yielbs predictias aasistentwith P erotti's recatempirical study - amely, () both pcsitive
and zero taes are aasistatwith inecuality, imphing thatinequalty shauld have no statistically
sigiiftanteRectan the tax ratie!®, and (i) ifFtwo countries are idartical in all respects exapt that
in aewealthierindiMvduak sase exactly thea rssaod-bestamauntwhi e in the otterthey ssae 0
mudh @ e, they Bl O dvertenauxdgh fiom savings ©  Istpariad asumptian), then the caunry
whidh oersaed willl hae both pasitinve taxes and a hider gonth rate, resuling in a pasitive

aonreltian betineen taxation and gronth -

16T he #ct that both positive ari zero taxesare corasert w kh irequa ity inp Eesthat the corgan term ina
regesonoftax ratesonirequa ity w illbe podtive (@sit re°ectsthe meantaxrate), but the coet ¢ iert onthe
irequa lky variah B w illbe irggri carnt dne krow irgthat irequa ity exdgsinore courtry ari rot arother d oesrwt

yel aryexarte inbrmatbnabou the taxrate.
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5 Con Laon

In the madel, the dhace ofthe tax rate does nothave 1 be made uriti 1 justpriarto secaod periad
asumptian. A s a result, an additical kel of strateyy is inroducd - I T at the start of the
saaod periad the median voteris worse G reltive 1o the meen, there will be a referedum calied
ad a pasitive tax rate will be implEmatted - T his \ threat * of tavation Tacss the wealihy to shift
asumptian fran the ssaod pariad © the  1st periad.- |deally, the wealitty would shiftenauch
sudh thatthe median voter hes exactly the aerace retirementinaome and there wi ll be no taxatian
in equilibrium _ T his seaondbest solution is assodated with bner ssvings and therefore the initial
inegualty is respasibke for baer gonth. 1N additian, the passibi ity of misalulatias allons
forstwatias Where the wealtty may ssse mare then thairssaond-bestamaunt. In this Gcee, the
equi ibrium wi ll be dharacterized by pasitive texatiaon and highergronth reltive o the ssacond-best
soltiaon with perfectinfomatian (outstill s then in e Iskbest ax).-

T hus, the  ral predictias of the madel axe:

@© inegalty onears gronth unembiguously

@) ineqalty doss nothae asgi ateRsctan tavatian

(i) paitive t&xation, asteris paribus, is assodated with higergonth.-

I ot anly do the resuls d®@r sigi cantly firam earier macek, but it is nolenarthy that in
praiass maoek inecuality per se wes not harmiul or gronth; rather the procsss of rediessing
inequalty (thraudh distoricnary texatia)wss the aubprit 1n this madel, the\ threatt ” ofF texatian

due 1o the exdstence of ineuality and notthe taxation itselfis respasibe or onergonth .-
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A Equibriun i~ isDetermired P rior to the Secori P eriod

Each individual maximizest 7

ve=U (CE; 13k )8

Sbject o

@V+ei)%1 = yliil
d—.‘.l+|{ = yliil
C+ A it pdkd = -

A ssume oy aevote any is alboned, itaoas in the  istpriad prior o the ssvings dedsians,
and itis strictly enforaed .U sing the budget arstiaints and the Bt thatdeq, ; ~ D (G, wWhere

D, < 0 andD, > 0, crsumption by tei® individualis

C+ PG § Y + Hkd
DG+ ¢+ A i
g, = ¢ iy + Hkd
DG+ ¢+ Nl i

C:_::

T o ammive at the political ecui ibrium, d@entiate vi sLbject 10 the budget aastraints and

goply e ennelpe theorem o get

1T hisproofishasl onP ersonard TabeBMiri (1994).

¥ Note that inthiscase, time cordgteny isobtairel via a b in irg vote heBre corsmptbnoccus. Thus == =

®r the rch ard 0 Br the poor -
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U AT D U D
T his equation explidtly shons the trade-oR betineen greater redistributiaon and a onertax beee.

U tilizing the aboe results,

. =D .

K= 5o (g o
whidh prowes that those with lbwdrans fram the distribution ofFendonments, e, Qe_eiil < 0))are
poarerthen average and those Who reasive good drans G e- € ; > () are wealthier then averace.
T hus, eech persn's preferace Tor redistributian Gan be ranked by theinalle ofe. A s a result, the
median voler thearan may be invded -

Cambining thexe st tho eqLatians, the equi ibrium &x rake is de ned impliatly by

. De¥ < oW
5o oD PO o

wherette rsttem e ects ttemargnalbere tofredistribution ad the  nal tem is the margnal

astofthe dstorticary tax-
T herefare, ifthe median voter is poarer then aerage and mustvoie an the & rate priar O

the secod periad, p~ 2 @ ;1 ) musthold.-
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Tebk!l _R esults fran P erotti (996)

Dep.Var. | GR Il TAX | GR I TAX GR I TAX
Castant 004 164 005 185 020 75
@n 13| G 23 c30) € 86)
GDP -004  -021 | -002  -022 -002 75
@39 E5)| E28) @3] €@12)  (¢86)
I SE 004 040 -020 75
(38 Q388 @52  (86)
FSE 001 -046 020 -020
o @ 38) a64) €98
PPP I -0005 008 -016
1D 13 @ 64)
I TAX 090 091 168
Qb)) (EIVE) G18)
I D ~096 ~222 4 906
C19) C45) d 42>
| D =DE| ~901
G88)
DE I 329
@9
POP65 3047 3553 4 430
GRB) G5l) G28)
ndos 49 @D 49 49 49 |270B1 ) 27
R? 22 30 24 29 30 29

N oles_ Fran Perotti (996) T abk 8§ - Estatistics in paraihesss_ GR - ag- yearly gonth rate of
6 DP percapita, 19604985 I TAX :awg.magraltax rate betneen 1970 and1985 .11 SE - ag-
years ofsecodary schooling of the malke paqoulatian, 1960 -F SE : auwg- years ofssaodary sdhooling
oftte Emake papulatian, 1 960 P PP 2P PP \ale ofthe investmentde ator;, relatinve ol S,1960 -
I ID: share in income of the third ad fourth quintiks, in araraund 1960 - DE |
dummy varigblke- P 0 P 65 - share of papulatian oer 65 - Coumrs () thraudh @) aattan resuls

forthe entire sampk of 49 countries that P erotti studies; colbmrs G) and ¢) aontain resullts Tor

the subsamp ke of coutries de ned © be demoaades -
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