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Introduction

This dissertation focuses on optimal income tazxation theory and analyses how the optimal
income tax schedule changes when non-welfarist objectives expressed in terms of inequality and

polarization reduction are pursued. The structure of the thesis consists of four chapters:

e Chapter 1: Optimal income taxation and non-welfarist objectives. Theoretical vs prac-

tical perspectives.

e Chapter 2: Optimal non-welfarist income taxation for inequality and polarization re-

duction.
e Chapter 3: Optimal redistribution with non-welfarist objectives.

e Chapter 4: Optimal non-welfarist taxation with non-constant labour supply elasticity.

Over the last two decades many countries have experienced a remarkable increase in income
inequality and polarization. On the other hand, policy makers have continuously modified the
tax systems towards more simplified schemes with few income brackets and lower top tax rates.
Recent literature has addressed the question if the increasing trends of income inequality can
be explained by these changes.

In this work we investigate how the optimal tax system should be designed in order to
achieve inequality and polarization reduction objectives. To this end, in line with recent works
by Kanbur et al. (2006) and Saez and Stantcheva (2016) we adopt a non-welfarist approach,
moreover we focus on piecewise linear tax systems. By choosing the non-welfarist approach we
recognize that redistributive objectives are crucial per se to the determination of the optimal tax

schedule, and not necessarily because of the shape of agents’ utility functions. In fact, to this



regard Kanbur et al. (2006) claim that governments should not evaluate social welfare taking
into account only individuals’ utility. Individuals preferences indeed, can be manipulated or
agents’ behaviors could not be socially optimal.

Conventionally the main difference between welfarism and non-welfarism is that in the latter,
the argument of the government’s social welfare function is different from individuals’ utility.

To this end, we focus on incomes as the most appropriate variable to investigate when the
government objectives are the reduction of inequality, poverty or polarization.

We formalize the non-welfarist objectives by assuming that the government maximizes a
rank-dependent social evaluation function defined over individuals’ net incomes, subject to a
budget constraint. Then, the evaluation of the income distribution can be summarized by the
mean income of the distribution and a linear index of dispersion dependent on the choice of
the weighting function. More specifically, we consider two weighting functions which allow to
formalize redistributive objectives expressed in terms of changes in the Gini index of incomes in
case of inequality considerations. Then, by appropriate modifications of the positional weights
it is possible, within the same evaluation model, to shift towards evaluation concerned with the
polarization of incomes.

We consider piecewise linear tax systems that represent the most commonly internationally
adopted scheme and the easiest way to identify changes in the tax schedule when the govern-
ment’s concerns move from inequality to polarization reduction. The results we obtain make
explicit the interlink between the redistributive objective and the theoretical optimal shape of
the tax schemes.

Chapter 1 presents a survey of the main results of the optimal taxation literature, distin-
guishing between the welfarist and the non-welfarist approach.

Chapter 2 represents the core of this dissertation and it aims at investigating the effect of
different redistributive objectives on the shape of the optimal tax schedule.! In particular, we
consider a piecewise linear tax system with three income brackets and two different regime of
the tax rates, i.e. convex (t; < to < t3) and non-convex (¢; < t3 < t2). The goal of the chapter is

to identify the socially desirable mechanism collecting a given amount of taxes, given a specific

! A version of Chapter 2 is also available as: Prete, Sommacal and Zoli (2016), "Optimal Non-Welfarist Income
Taxation for Inequality and Polarization Reduction".



non-welfarist redistributive objective, i.e. inequality and polarization reduction.

The optimal tax system is derived both with fixed and with variable labour supply. The
most interesting result we obtain is that the redistributive objectives matter as the optimal
tax schedule substantially changes depending on whether the government is inequality or po-
larization sensitive. In particular, with fixed labour supply (which represents the benchmark
case) the optimal tax system reducing income inequality requires a no-tax area until a given
threshold and the maximal admissible taxation above that threshold, which is set in order to
satisfy the revenue requirement. In other words, our results suggest that to reduce income in-
equality the solution is to reduce the income distance between incomes within the tax-area and
between these incomes and those in the no-tax area. As to polarization reduction, the optimal
tax system requires to tax with the maximum admissible tax rate all incomes belonging to a
central interval, which includes also the median income. Marginal tax rates within the two
external brackets are set equal to zero. Therefore, the solution to reduce polarization requires
to reduce the distance between the incomes in the central bracket, in order to create a sort of
less disperse middle class. Note that all incomes in the highest bracket are taxed according to
a lump-sum taxation, keeping their absolute dispersion unchanged.

By introducing labour supply elasticity, which is assumed to be constant throughout the
entire income distribution, the results are qualitatively unaffected. That is, the optimal tax
system reducing inequality is convex, unless when labour supply elasticity is high. While the
optimal tax system for the reduction of polarization is non-convex with reduced marginal tax
rate for the upper income bracket.

Chapters 3 and 4 integrate the analysis of Chapter 2. In particular, the main novelty of
Chapter 3 is the introduction of the possibility to use lump-sum transfers (taxation and sub-
sidy). In this chapter we consider a set of piecewise tax systems with two and three income
brackets and two regimes of the tax rates, i.e. convex and non-convex. Here, the results we ob-
tain are completely different with respect to those described in Chapter 2 where redistribution
is not allowed. More specifically, when labour supply is fixed the solution is independent of the
government’s redistributive objective. The optimal tax system is based on a proportional tax-
ation with the highest admissible tax rate. The collected amount is then equally redistributed,

eventually keeping the share of income needed to cover the revenue requirement.



When we introduce labour supply elasticity the scenario becomes less obvious. In particular,
the non-welfarist objectives become again crucial as the optimal tax system changes when the
government’s focus shifts from inequality to polarization considerations. More specifically, to
reduce inequality the optimal two brackets tax system requires a no taxation area below a given
threshold, above which taxation is proportional. The threshold and the tax rate are respectively
increasing and decreasing in the level of elasticity. As to polarization reduction, the optimal two
brackets tax system requires a proportional taxation for all incomes below a given threshold
and zero marginal tax rate for all incomes above. Both the threshold and the tax rate are
decreasing in the level of labour supply elasticity, moreover when elasticity is high the optimal
tax system reducing polarization is based only on lump-sum taxation.

With three income brackets, the optimal tax system for inequality reduction is convex
unless when labour supply elasticity is high or the initial level of income inequality is low. For
the reduction of polarization the optimal tax system is always non-convex. In both cases the
marginal tax rates are decreasing in the level of labour supply elasticity.

The interesting aspect of the results of Chapter 3 is that the design of the optimal tax system
is independent of the revenue requirement, and the sign of the lump-sum transfer depends on
the difference between the collected amount and the required revenue. Moreover the lump-sum
transfer is positive (subside) or negative (tax) depending on the combination of the level of
labour supply elasticity and the index of gross incomes dispersion. We also find that lump-sum
taxation is more likely to be used to reduce polarization.

Last, in Chapter 4 we extend the analysis of Chapter 2 introducing the hypothesis that
labour supply elasticity is non-constant. In line with Aaberge et al. (2013) we assume that
labour supply elasticity is decreasing in the level of individuals’ wage. The results we obtain
here, are qualitatively in line with those presented in Chapter 2. The optimal tax system reduc-
ing inequality and polarization are respectively convex and non-convex. The differences with
respect to Chapter 2 are related to the magnitude of the marginal tax rates, which are lower for
the income percentiles exhibiting higher elasticity. In this last chapter, we also consider a third
weighting function taking into account both inequality and polarization concerns. Specifically,
this weighting function is obtained as a linear combination of the two weighting functions used

for inequality and polarization concerns. Then, the shape of the optimal tax system associated



with this particular weighting function depends on the level of pre-tax dispersion. In particu-
lar, for high (low) level of pre-tax inequality and polarization the optimal tax system is convex

(non-convex).



Chapter 1

Optimal Income Taxation and
Non-Welfarist Objectives.

Theoretical vs Practical Perspectives

In this work we investigate if normative recommendations of the optimal tax theory represent
a useful guide to understand reforms in the personal income tax systems. In other words, we
check if theory and practice move along the same directions. This analysis shows that some
theoretical results can be easily identifiable in the tax changes of the last twenty-five years.
This is the case of the attempts to reduce the complexity and to improve the efficiency of the
tax systems. However, other trends of the tax reforms, like the reduction of the top tax rates
and of the progressivity of the tax systems, contrast with theoretical prescriptions suggesting,
instead, more progressive taxation and higher tax rates when the level of income inequality is

high.

1.1 Introduction

Evidence shows that OECD countries collect a remarkable fraction of their GDP in taxes. Over

the last fifty years, the tax to GDP ratio has been slowly increasing in most of the advanced



economies, exhibiting an average value of 34.4% in 2014.1

In addition, the total tax burden is not equally distributed among the different income
sources. More specifically, as noted by Piketty and Saez (2012), the tax structure is such that
three quarters of taxes fall on labour income, with the personal income tax (PIT) collecting

about twenty-five percent of the total tax revenues.

Tax structure in OECD area

1965 1975 1085 1005 2005 1010 2013

Personal income tax 26 30 30 bl A A 5
Corporate income tax 9 ] 8 8 10 8 ]
Social secunty contributions 18 2] n 13 5 % 2%

{emplayee) {6) (7 (7 g (9 {9 (10

{employer) (10) (14 (13 (14 (14) (13 (13)
Payroll tazes 1 1 1 1 1 1 1
Property taxes 8 ] 3 5 6 5 ]
(General consumption taxes 12 13 16 19 20 b 20
Specific consumption taxes A 18 16 3 11 1 10
(Other taxes 2 2 2 3 3 3 3
Total 100 100 100 100 100 100 100

Source: OECD (2015), "Revemne Stahstics: Comparative fables”, OECD Tax Stahsties (database).

The magnitude of these figures suggests that the tax system has a relevant impact on the
welfare of the society. To this regard, the main lesson from the optimal tax theory is that
a "good" tax system should achieve its economic and redistributive objectives, by minimizing
both efficiency and welfare losses. In other words, when designing their tax system, governments
have to accept a compromise between the need to collect the required revenue to finance public
services and to carry out redistributive policies, and the need to limit as much as possible the
distortions on individuals’ decisions.

This normative prescription has its foundation in the seminal work by Mirrlees (1971),

which represents the first attempt to explicitly introduce efficiency concerns in the design of

'See OECD (2015).



the optimal income taxation. Since then both academic researchers and policy makers have
devoted a notable effort in the attempt to identify the optimal tax system, namely, the efficient
and equitable distribution of the tax burden across a population of heterogeneous individuals,
who differ in terms of their abilities and or incomes. The relevance of this (re)search is not only
confirmed by the presence of several theoretical models but also by the continuous reforms of the
tax systems. To this regard, indeed, Peter et al. (2009) considering a sample of 189 countries,
argue that from 1981 to 2005 on average each year about 50% of the countries modify the
personal income tax schedule, either by readjusting the statutory tax rates or by changing the
number of income brackets. Moreover compared to low and middle income countries, high
income economies tend to engage more in the identification of the optimal tax structure.?

After a more careful analysis, it is possible to identify two well defined traits of these changes,
that is a reduced level of progressivity and a higher simplicity of the PIT schedule. In particular,
the former is the result of the decline of the top tax rates financed by a shift of the tax burden
over the middle of the income distribution. The latter, instead, is due to the reduction of the
number of tax brackets and the use of less sophisticated allowances and tax formula.®> Hence,
actual personal income tax systems appear less progressive and complex than those in the 80s.

However, are the evolution of tax reforms and theoretical literature following the same pat-
terns?

More generally, the spirit of this question is to investigate how divergent tax policy reforms
are from theoretical prescriptions, that is if policy makers are looking for the optimal tax system
by taking into account normative recommendations. To this regard, since Mirrlees (1971) all
theoretical models have formalized the equity-efficiency trade-off in a tax formula which is
a function of three elements: the level of inequality in the wage or income distribution, the
government’s attitude toward inequality and the extent to which individuals react to taxation.
In other words, given the dispersion level of individuals’ income distribution, a government
might want to reduce this inequality through the tax system and redistributing from high income
agents to low income ones. However, this redistributive policy may discourage individuals’

labour supply decisions and then leads to efficiency losses, whose size depends on the individuals’

See Peter et al (2009) Table 1.
3See Peter et al. (2009) Table 5 and Table 6.



responsiveness to tax changes. Hence, inequality reduction entails a cost in terms of economic
efficiency and welfare losses. From this perspective the choice of a particular tax schedule can be
seen as the result of the combination between government’s objectives and initial circumstances.
Then, the previous question can be reformulated as follows:

Can tax changes represent the government’s attempt to achieve some redistributive objec-
tives? Are the changes in the level of inequality (and polarization) driving the variations in the
PIT schedule? Does individuals responsiveness to taxation shape changes in the tax rates?

The remainder of this chapter provides an answer to those questions and it is structured as
follows: first, we review the main theoretical results and their normative prescriptions. Then,
we analyze how changes in PIT schedule can be related to the theoretical literature. Second,
we describe the role of objectives and circumstances in shaping the optimal tax formula and the
redistributive policies. More specifically, with regard to the objectives, we compare the standard
welfarist and the non-welfarist approach and we highlight how the optimal tax schedule changes
in both cases. Then, we see toward which approach the tax changes are moving. Finally, with
respect to circumstances, we analyze if changes in PIT can be reconciled with the trend of
inequality and polarization, or if there have been variations in the individuals labour supply

elasticity which can explain the pattern of tax changes.

1.2 The (re)-search of the optimal tax system. Theory vs prac-
tice

As it has been largely acknowledged Mirrlees’ (1971) paper represents the origin of the modern
analysis of optimal income taxation. By adopting this framework, researchers developed several
models to identify the optimal tax system which achieves equity and minimizes efficiency losses.
A shared element among all these models is the way in which the optimal tax problem is
formalized. More specifically, the optimal tax system is the result of an optimization problem
faced by the government, which maximizes a social welfare function, defined over individuals’
utility, subject to a budget constraint and taking into account individuals’ reactions to taxation.
The way in which the utility of different individuals are weighted represents the government’s

concerns for equity. While the individuals’ reactions to taxation are measured by the level



of labour supply elasticity. Hence, when inequality is low social welfare increases. However,
reducing inequality is costly in terms of efficiency losses.

The main qualitative conclusions of the theoretical literature can be summarized into three
points: first, marginal tax rates are non negative and lower than 100 percent. Second, the
marginal tax rate on the individual with the highest income is zero (Sadka (1976) and Seade
(1977)). Third, if the income distribution is bounded from below and there is no bunching of
individuals at the bottom, then the marginal tax rate for the lowest income is also zero (Seade
(1977)). In addition to these qualitative recommendations, some other works also provide
quantitative prescriptions about the marginal tax rates profile. In particular, Mirrlees’ (1971)
computations suggest that tax schedule is roughly linear, with low and decreasing marginal
tax rates. Atkinson (1973) by adopting a different specification of the social welfare function,
confirm the regressive trait of the tax schedule, however marginal tax rates are higher than those
obtained by Mirrlees. Thereafter, Stern (1976), Tuomala (1984) and Kanbur and Tuomala
(1994) show that the magnitude of the results obtained by Mirrlees and Atkinson depends
on the assumption about individuals’ labour supply elasticity, while the regressive pattern is
due to the hypothesis about the level of initial dispersion within individuals’ income or ability
distribution. Specifically, as regard to the individuals’ reaction to taxation, by considering lower
value of labour supply elasticity, Stern (1976) and Tuomala (1984) find higher marginal tax rates
than Mirrlees (1971) and Atkinson (1973), even if they are still decreasing in income.* Kanbur
and Tuomala (1994), instead, prove that a progressive tax system, with increasing marginal
tax rates, is obtained when there is high dispersion within individuals’ ability. Afterward, Saez
(2001) concludes that the optimal tax schedule exhibits marginal tax rates increasing in income,
with the top tax rates ranging between 50 and 80%.

Hence, the theoretical prescriptions tend to be unanimous as regard the fact that tax system
should be progressive when inequality is high. However, there is a substantial disagreement
about the treatment of the top incomes. In particular, from one side Mirrlees et al. (2011)
argue that top tax rates should be reduced or at least not increased, while from the other side

Piketty et al. (2014) claim the opposite, i.e. that top tax rates should be raised.

4Marginal tax rates in Tuomala (1984) range from 60 percent at the bottom to 25 percent at the 95th
percentile.
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In light of the state of art of the theoretical literature, when looking at the salient trends
of the reform in PIT, we observe a general tendency to reduce top tax rates and to finance
this cut by shifting the tax burden towards the middle of income distribution. As reported by
Peter et al (2009) this downward trend is common within non OECD economies as well. Their
investigation reveals that, in the last two decades, the fraction of countries with top tax rates
higher than 40 percent sharply declined from 71% to 17%.°

This scenario seems to be in line with the position of Mirrlees et al. (2011) about the
reduction of top tax rates. However, the fact that these cuts reduce the progressivity of the
tax systems allows us to claim that tax changes are moving in an opposite direction than the
theoretical prescriptions.

Another peculiarity of the tax changes of the last twenty-five years is the attempt to simplify
the tax schedules. To this regard, policies reforms appear in line with some theoretical pre-
scriptions. In particular, theory recognizes that a good tax system has to be simple in order to
avoid additional costs on the society and to limit evasion and avoidance opportunities. Slemrod
and Sorum (1984) estimate these costs for the U.S. as 5-7% of the total amount of collected
taxes. According to Peter et al. (2009) there are several aspects which contribute to the overall
level of complexity of the PIT. Among those, in order to analyze the trend of the tax reforms,
they choose the use of non-standard allowances, surtaxes, complex tax formula and multiple
brackets schedule as indices of the complexity of the personal income tax system. What they
find is that all these indicators have declined due to the tax changes occurred over the last two
decades, leading to reduction of the overall level of complexity of the PIT.

The reduction of the number of brackets and the decline in progressivity could suggest
that policy makers are moving toward a flat tax system. However, to this regard there are no
convergent opinions in the literature. More specifically, from one side the proponents of this
kind of tax schedule emphasize its advantages in terms of high simplicity which implies low
compliance and administration costs, reduced tax evasion and strong labour supply incentives.
On the other side, instead, the opponents claim that the argument of lower compliance costs does
not make sense, at least for developed economies. Moreover, these countries are characterized

by a large middle class which will be disadvantaged by the introduction of a flat tax schedule

’See Peter et al. (2009) Table 2.
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which shifts the tax burden from the top to the middle of the income distribution. In addition
there is no convincing evidence that a flat tax system increases labour supply incentives and
the tax revenue. In particular the magnitude of this effect strictly depends on the parameters

of the tax system.f

1.3 The role of objectives. Welfarism vs Non-Welfarism

One lesson from the optimal taxation literature is that a crucial element of the optimal tax
formula is the way in which the government evaluates the welfare of different individuals. This
choice reflects the particular objective pursued by the social planner and its attitude toward
redistribution. In this section we start by describing two different approaches used in the
theoretical literature to identify government’s objectives, then we analyze if the changes in the
PIT schedule during the last two decades can be reconciled with one of these two approaches.

The standard approach, known as welfarist, characterized optimal taxation literature since
its foundation. Under this approach, an utilitarian government is aimed at maximizing a
social welfare function defined over individuals’ utility. Then, in order to redistribute from
individuals with high income (and/or ability) to individuals with low income (and/or ability),
this welfarist government uses a non-linear (Mirrlees (1971)) or linear (Sheshinski (1972)) tax
schedule. Theoretical literature has criticized welfarist approach from different perspectives.
Sen (1985), for example, argued that utility is only one aspect of individuals’ welfare, as there
are several other dimensions that should be considered in the design and in the evaluation of tax
policies. In other words, by focusing only on the individuals utility other relevant information
are ignored, i.e. individuals differ in term of their functioning and capabilities. Then, even if
resources were equally allocated across individuals, their utility could not be the same, due to
the heterogeneity in terms of functioning and capabilities.

Starting from Sen’s critique Kanbur et al. (1994) develop an alternative approach known
as non-welfarism. More specifically, they propose a framework to analyze how the optimal tax
schedule changes when the government is aimed at achieving an objective different from the

maximization of the sum of individuals’ utility.

See Paulus and Peichl (2009) and the references therein.
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It could be happen, indeed, that individuals preferences are manipulated or that individuals
behaviors are not socially optimal. Hence, in all these situations there is room for a govern-
ment’s intervention through the tax system. To this regard O’Donoghue and Rabin (2003) and
Schroyen (2005) are two examples of this corrective (paternalistic) taxation. In particular, the
formers derive an optimal tax schedule to reduce the consumption of harmful good, while the
latter designs a tax system which aims to promote the consumption of some merit goods.

However, it has to be noted that there is no consensus on the dividing line between the
welfarist and the non-welfarist approach. In both cases the optimal tax problem is formalized
as a constrained maximization of a social welfare function, given the revenue requirement and
taking into account individuals’ reactions. The difference between the two approaches is the
argument of the social welfare function. More specifically, a government is said to be non
welfarist when its social welfare function is not defined over individuals utilities.”

To this regard, the non-welfarist approach to evaluate social welfare by focusing on individu-
als’ income instead of their utility, seems to be supported by the fact that social indicators mea-
suring inequality, poverty and polarization are based on incomes and not on utilities. Kanbur,
Keen and Tuomala (1994) study how the optimal tax formula changes when the government’s
objective is the reduction of poverty. In this case, the optimal tax problem is formalized as the
minimization of a poverty index, defined over individuals’ income. The optimal tax formula
reducing poverty qualitatively differs from the welfarist optimal tax formula. However, in order
to quantify this difference in terms of marginal tax rates, they provide some numerical simula-
tions, which show that non-welfarist tax system envisages higher marginal tax rates than the
welfarist one, even if both approaches show a decreasing marginal tax rates.

Another example of non-welfarism is the use of a social welfare function where individuals
incomes are weighted according to their position in the income distribution. For example, in a
rank dependent social evaluation function consistent with the Gini index, the weights attached
to individuals incomes, ranked in ascending order, are linearly decreasing and bounded above
by two and below by zero. Aaberge and Colombino (2013) adopt a rank dependent social
welfare function in their micro econometric optimal tax model. Their results confirm that

different social objectives lead to different tax systems. Specifically, the more egalitarian the

"See Kanbur, Pirtilla and Tuomala (2006).
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social welfare function, the more progressive the tax schedule. Recently Saez and Stantcheva
(2016) propose an approach to evaluate tax reforms, where the weights attached to individuals
incomes taking into account concerns of fairness.

To summarize, the welfarist approach tends to focus more on efficiency concerns, while
the non-welfarist one considers the possibility that the social-planner could pursue different
social objectives. As the examples for poverty reduction have shown, these differences have a
remarkable impact on the design of the optimal tax schedule. Hence, changes in objectives could
lead to different tax schedules. However, when observing the trend of PIT changes it is not a
easy task to identify a specific redistributive objective pursued by policy makers. In particular,
the reduction of the overall progressivity of the tax systems does not appear consistent with
a non-welfarist objective of inequality reduction. This is confirmed by the upward trend of
inequality measures as well. Hence, one can conclude that government’ objectives might be the
improvement of the efficiency and the simplicity of tax schedule. In addition, the reduction of
top tax rates seems to move toward one of the most famous welfarist result, i.e. zero marginal

tax rate on the top of distribution.

1.4 The role of circumstances

1.4.1 Elasticity

The size of the tax to GDP ratio suggests that the effect of taxation on individuals welfare is
not negligible. Individuals labour supply decisions are one channel through which this effect
materializes and the labour supply elasticity measures the magnitude of individuals respon-
siveness to taxation. Therefore, it might be interesting to understand if PIT changes reflect
in some way variations in the individuals’ responsiveness to taxation. To this regard the main
lesson from theoretical models is that the more responsive are the individuals, the lower the

tax rates.® Researchers have devoted a considerable effort to estimate individuals’ reaction to

8 As noted before, one reason for the low tax rates obtained by Mirrlees (1971) and Atkinson (1973) is their
assumption on the elasticity between consumption and labour. In particular, they consider an elasticity level equal
to one and constant throughout the wage distribution. Stern (1976) and Tuomala (1984) consider respectively a
level of elasticity equal to 0.4 and 0.5 and obtain higher tax rates.

14



taxation.” However, it has to be considered that these reactions can materialize along several
dimensions. For example, individuals may change their labour supply or vary the composition
of their income, by preferring income sources which are subject to lower taxation.!”

Then, available estimates are quite different and their heterogeneity is due to the estimation
procedure, the characteristics of the tax system, the country and the period analyzed. To this
regard, Creedy (2009) suggests that elasticity changes both over time and across countries which
are different in terms of tax systems and regulations. In any case, it is possible to outline an
overview of the main results of the literature and then try to understand if tax changes are
consistent with theoretical prescriptions.

More specifically, with regard to taxable income elasticity there is a broad consensus about
a range of values between 0.1 and 0.4. In addition, Saez, Slemrod and Giertz (2009) find that
the elasticity of taxable income is increasing in income. If we consider, instead, individuals
reactions in term of labor supply decisions (hours of work) the picture is that elasticity is

I Moreover, males appear less responsive than females and this

inversely related to income.
difference is more evident with respect to married females or females with children. Moreover,
among males those with low and middle education levels are more sensitive than those with
high education. In addition Bargain and Peichl (2016) argue that there has been a fall in the
labours supply elasticity since 1980.

However heterogeneity in terms of individuals’ reaction to taxation, the variety of the avail-

able estimates and the complexity of tax systems make difficult to relate the continuous tax

changes to some pattern of the elasticities.

1.4.2 Inequality (and Polarization)

Since the seminal work by Mirrlees (1971), optimal taxation models recognize that the level of

inequality plays an important role in determining the level of tax rates. More precisely, the

9See Giertz (2004), Meghir and Philips (2008), Saez, Slemrod and Giertz (2009) and Bargain and Peichl
(2016) for an overview of the literature relating labour supply, taxes and taxable income elasticity.

'""Meghir and Phillips (2008) for example suggest that another possible dimension is related to the human
capital accumulation.

" According to Aaberge and Colombino (2013) this is due to the fact that individuals with high income, on
average participate more and work more hours. Then, if their wage decreases they have to change less their labor
supply with respect to individuals with low income.
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higher the level of inequality, the lower the social welfare and the more progressive the tax
system. Then, by looking at the next figure we can observes that there has been an upward
trend in the level of inequality, as shown by the increase in the Gini index in most of the OECD
economies. The fact that economies became more unequal during the last two decades is also
confirmed by the evolution of two other inequality measures: the Palma ratio and the ratio
between the income shares of the richest 10% and the poorest 10%. Both indicators increased

over this period.
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Trend in Gini indexes in OECD countries

Finiand Noruway Denrearik
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Neote: Dashed line Gini disposable income, post taxes and transfers. Solid line: Gini market income, before
transfers. Somwre: own elaboraton on OECD data.
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Trend in Palma ratio and other income share ratio

Findland Norwvay Desrzark

INeoze: In the right wertical axis, Palma ratio (green solid line). In the left vertical axis: share of all income received by the top
quintile divided by the share of the first (red dashed line); ratio of the upperbound wvalue of 9th decile to that of the
upperbound value of 1stdecile (blue dashed line). Source: own elaboration on OECD data.

Another interesting aspect concerning income distribution is the level of polarization, which is

to some extent related to the dimension of the middle class. The next figure shows the trends
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of polarization indices.

Trend in Polarization indexes in OECD countries

Finland Normay Deensmark
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Spain Portugal Ireland

Us.4 Great Britain Poland

INote Dashed line: Polarization DER (Duclos Esteban Ray) index (alpha=1), solid line: Polarization Wolfson index. Sasrce
own elaboration on LIS database

Given these trends and the normative prescription of optimal tax theory one should expect
that tax changes move toward more progressive tax systems. However, evidence suggests the
opposite, thus personal income taxation become less progressive and top tax rates decline. Put

in these terms, theory and practice seem to move along two different patterns.
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1.5 Conclusion

In this chapter we investigate if theoretical prescriptions of the optimal taxation theory and
tax reforms occurred in the last twenty-five years move along the same direction. In addition,
by considering tax policies as the result of objectives and circumstances, we have analyzed if
theoretical implications on the relevance of those two crucial elements, can help to understand
the changes in the PIT schedule. Our analysis shows that some theoretical results can be
recognizable in tax policy changes, for example the tendency to improve simplicity and efficiency
of the PIT system goes through this direction. However, there are also some trends in the tax
reforms which appear not consistent with the theory. More specifically, the reduction of the top
tax rates and the decline in the level of progressivity contrast with the theoretical framework
developed since Mirrlees (1971), which claims a positive relationship between progressivity and
inequality. Indeed, evidence shows that while during this period inequality has been rising, the
tax burden has been shifted from the top to the middle of the income distribution. This is also
not consistent with the non-welfarist objective of inequality reduction. Last, it is difficult to

use theoretical prescriptions about the role of elasticity to explain tax changes.
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Chapter 2

Optimal Non-Welfarist Income
Taxation for Inequality and

Polarization Reduction

We adopt a non-welfarist approach to investigate the effect of different redistributive objectives
on the shape of the optimal tax schedule. We consider inequality and income polarization re-
duction objectives and we identify socially desirable three brackets piecewise linear tax systems
that allow to collect a given amount of per-capita revenue. The optimal tax problem is formal-
ized as the maximization of families of rank-dependent social evaluation functions defined over
individuals’ net income. These functions allow to incorporate within the same social evaluation
model concerns for inequality and for polarization reduction.

Both with fixed and with variable labour supply the optimal tax schemes substantially differ
as the focus moves from the reduction of inequality to the one of polarization. In the case of
inequality concerns the optimal tax system is mainly convex exhibiting increasing marginal tax
rates unless when labour supply elasticities are higher. While in case of polarization concerns
the optimal tax scheme is non-convex with reduced marginal tax rate for the upper income

bracket.
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2.1 Introduction

Over the last two decades many countries have experienced a remarkable increase in income in-
equality and income polarization.! At the same time, policy makers have continuously modified
the tax systems, especially the personal income tax schedule, which on average represents one
quarter of the total amount of revenues for OECD countries. More specifically, these changes
have been related to the reduction in the number of income brackets and the decline of the
top marginal tax rates with a shift of the tax burden from the top to the middle of the income
distribution. As a result, tax systems have become more simplified and less progressive over
the last twenty five years.?

Recent literature has addressed the question of the optimal level of taxation for top incomes
and analyzed if the upward trend in inequality can be related to the reduction of the top tax
rates. However, divergent views about these aspects have been developed.?

In this paper we focus on the entire income distribution and analyze how the optimal tax
system should be designed in order to reduce income inequality or income polarization. For
this purpose we adopt a non-welfarist approach and consider a piecewise linear tax system.

In line with Kanbur et al. (2006) a government is said non-welfarist if its social welfare
function is defined over individuals’ income instead of their utility. Individuals’ preferences do
not play a direct role into the social welfare, but they still play a role in the design of the optimal
tax system in that they shape the individuals’ reaction to taxation in terms of consumption
and labour supply decisions We believe that the focus on income is the most appropriate choice
when the government objective is to reduce inequality, poverty or polarization whose indicators
are defined in terms of individuals’ income.

As to the formalization of the redistributive objective, we assume that the non-welfarist

government maximizes a rank-dependent social evaluation function defined over individuals’

!See OECD (2015) and Brzezinski (2013) for a description of the trend of income inequality and polarization
respectively.

2See Peter et al. (2009) for an overview of the changes emerged in the personal income taxation schedule from
1981 to 2005 in 189 countries, where it is shown that on average each year about 50% of the countries modify
the income tax schedule. See also Piketty and Saez (2013) and OECD (2015) for a description of the tax systems
and their evolution.

3Piketty, Saez and Stantcheva (2014) argue that top tax rates should be raised, while on the other hand,
Mirrlees et al. (2011) suggest that top tax rates should not be increased.
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income, given a revenue requirement constraint. According to this evaluation model incomes
are aggregated linearly and are weighted according to their position in the income ranking.
The specific form of the weighting function captures the government’s non-welfarist objective.
This class of social evaluation function allows to formalize redistributive objectives that could
be quantified in the case of the concern for inequality in terms of changes in the Gini index of
incomes. Moreover, by suitable modifications of the positional weighting function it is possible
to move within the same social evaluation model from evaluations concerned on inequality to
those focussing on the polarization of the incomes.

In our analysis we focus on piecewise linear tax systems not only because these tax schemes
represent those most commonly adopted, but also because they allow to make explicit the
changes in tax schedule driven by the government’s shift from a concern for inequality to a
concern for polarization reduction. In fact, as we will show, for the benchmark case with fixed
labour supply a scheme with three brackets is sufficiently flexible to highlight the distinctive
features of the inequality reducing optimal taxation compared to the one that aims at reducing
income polarization.

Our unified approaches that focus on inequality and polarization reduction objectives extend
existing literature on non-welfarist taxation that has focussed on poverty alleviation (Kanbur,
Keen and Tuomala, 1994). We identify the socially preferred three brackets linear taxation
schemes that collect a given amount of taxes, given a specific redistributive objective both for
the case of fixed labour supply and when labour supply elasticity is constant. The interesting
aspect of our work is that both with fixed and with variable labour supply the optimal tax
schemes substantially differ as the focus moves from the reduction of inequality to the one
of polarization. In the case of inequality concerns the optimal tax system is mainly convex
exhibiting increasing marginal tax rates unless when labour supply elasticities are high. While
in case of polarization concerns the optimal tax scheme is non-convex with reduced marginal
tax rate for the upper income bracket.

The remainder of the paper proceeds as follows: the next subsection briefly reviews the
literature on optimal income taxation, comparing the welfarist and non-welfarist approaches.
Section 2 presents the linear rank-dependent social evaluation function and describes the two

different weighting functions adopted in the paper to formalize the non-welfarist redistributive
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objective. Section 3 formalizes the optimal tax problem faced by the non-welfarist government.
The solution of this problem is presented in Section 4 under the assumption of exogenous fixed
labour supply. Section 5 describes first the agents’ optimization problem, then it presents
numerical results about the optimal tax schedule reducing income inequality and polarization

with fixed and elastic labor supply. Section 6 concludes.

2.1.1 Optimal Welfarist and Non-Welfarist Income Taxation
Optimal Welfarist Income Taxation

An optimal tax system is the result of a constrained optimization problem, where the govern-
ment maximizes a social welfare function, subject to a set of constraints. These constraints are
related to the amount of required revenues and to individuals’ reaction to taxation. A celebrated
result of the seminal Mirrlees’ (1971) model of non-linear income taxation is that marginal tax
rates should be non-negative and lower than 100%. In addition, when income distribution is
bounded the optimal marginal tax rate is zero both on the highest income (Sadka, 1976 and
Seade, 1977) and on the lowest one (Seade, 1977). Mirrlees also provided some numerical com-
putations for the optimal tax system that suggest that the tax schedule is quite linear and
regressive. By adopting a different specification of the social welfare function, Atkinson (1973)
confirms the regressive pattern of tax rates which are however higher than those obtained in
Mirrlees (1971). Thereafter, Stern (1976), Tuomala (1984), and Kanbur and Tuomala (1994)
show that such results derive from the assumption of low levels of inequality and high labour
supply elasticity. More specifically, by considering lower values of labour supply elasticity Stern
(1976) and Tuomala (1984) obtain higher marginal tax rates than Mirrlees (1971) and Atkinson
(1973). While Kanbur and Tuomala (1994) derive a progressive tax system by considering an
high level of inequality within the distribution of individuals abilities.

The complexity of the non-linear tax model has led the theoretical literature to formulate
the optimal tax problem in a simpler way, by considering the case of linear taxation. Sheshin-
ski (1972) identifies the optimal marginal tax rate and the level of lump-sum subsidy which
maximize an utilitarian social welfare function given the budget constraint. Tuomala (1985)
then provides a simplified formula for the optimal linear income tax, where the equity-efficiency

trade-off is easily identifiable. Specifically, the higher is the elasticity of labour supply, the
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higher are the efficiency costs of taxation and the lower is the optimal tax rate. Likewise, the
optimal tax rate decreases with higher levels of inequality within the distribution of individuals’
wage.

Therefore, both non-linear and linear optimal taxation models highlight the impact of the
equity-efficiency trade-off on the design of the optimal tax schedule. However, actual tax
systems diverge from those considered by the Mirrlees and Sheshinski’s models. In particular,
most countries adopt a piecewise linear tax system, with few income brackets and marginal tax
rates varying between brackets but constant within. Given this consideration, the theoretical
literature has developed models of piecewise linear optimal taxation starting from the works
by Sheshinski (1989) and Slemrod et al. (1994). More specifically, Sheshinski (1989) shows
that the optimal piecewise linear tax system is convex in the sense that higher tax rates are
associated with higher income brackets. Slemrod et al. (1994) challenge Sheshinski’s result
arguing that the optimal tax structure could be non-convex. This is because Sheshinski ignored
the discontinuity in the tax revenue function. Recently, Apps et al. (2014) provide a simple
model of piecewise linear taxation with just two income brackets. They consider two systems,
namely convex and non-convex, and by using numerical simulations they analyze the conditions
under which each system is optimal. They find essentially convex systems unless when labour
elasticities are high. Also Aaberge et al. (2013) find that the optimal piecewise tax system
is convex with increasing marginal tax rates. Moreover, by comparing their results with the
current tax system they show that, the optimal tax system requires lower marginal rates on

low incomes and higher marginal tax rates on the top of the distribution.

Optimal Non-Welfarist Income Taxation

All the models described in the previous section adopt the standard welfarist approach, where
the government’s redistributive objective is represented by the maximization of an utilitarian
social welfare function that weights all individuals’ utilities equally and maximizes their sum
independently of distributional aspects. If some conditions are satisfied, the optimal tax system
envisages a confiscatory tax rate and lump-sum redistribution of the tax revenues. The little
significance given by the welfarism to the role of differences in redistributive objectives has

motivated the development of an alternative approach by Kanbur et al. (1994), which takes into
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account the possibility that governments can pursue objectives different from the maximization
of the sum of individuals’ utility such as the reduction of social indicators like inequality,
poverty and polarization. Consequently, the two approaches lead to two different profiles of the
optimal tax formula, which is, under the non-welfarist approach, strictly related to the specific
government’s objective. For example, Kanbur et al. (1994) derive the optimal income tax
schedule reducing poverty measured in terms of a family of additively separable poverty index.
Moreover, they use numerical simulations in order to show that the optimal non-welfarist tax
rules envisage lower marginal tax rates than the welfarist approach.

Another criticism of the use of individuals’ utility as in the welfarist approach is that in
some situations individuals’ preferences can be manipulated and individuals’ behaviors are not
socially optimal. Therefore, in these situations there is room for a government’s corrective
intervention, who uses taxes and transfers to correct individuals’ behaviors. To this regard
some papers develop models of paternalistic taxation, for example O’Donoghue and Rabin
(2003) consider the case of taxation for the reduction of the consumption of harmful goods,
while Schroyen (2005) provides a non-welfarist characterization of the merit goods provision.
Recently Saez and Stantcheva (2016) propose an alternative approach to evaluate tax reforms
according to a social evaluation model where the weights attached to individuals’ net income
allow to take into account different concepts of justice.

The main indication arising from theoretical literature is that a government is "non-welfarist"
when evaluates social welfare by using a criterion different from individuals’ preferences. To
some extent, as pointed by Kanbur et al. (2006), one could argue that redistribution itself rep-
resents an example of non-welfarism, since government evaluates individuals’ welfare differently
than individuals do. Conventionally, following Kanbur et al. (1994) a non-welfarist government
is one that goes beyond utility and maximizes a social welfare function which is not defined
over individuals’ utility. In our case the objective function will be defined over the net income

distribution and will take a rank-dependent formalization.
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2.2 Rank-dependent social evaluation functions

In order to assess alternative taxation policies we consider the family of linear rank-dependent
evaluation functions that aggregate the net incomes of the individuals weighting them according
to the position in the income ranking.

Let F'(y) denote the cumulative distribution function of income y of a population with

max)

bounded support (0,y and finite mean p (F fo y dF (y). The left inverse continuous
distribution function or quantile function, showing the income level of an individual that covers
position p € (0,1) in the distribution of incomes ranked in increasing order, is defined as
F~Y(p) :==inf{y: F (y) > p}. For expositional purposes, in the remainder of the paper we will
also equivalently denote with y (p) the quantile function. The average income could then be
calculated as p (F) = fol Ft

Consider a set of positional weights v (p) > 0 for p € [0,1] such that V (p) = [ v (¢) dt, with
V(1) = 1. A rank-dependent Social Evaluation Function [SEF] where incomes are weighted

according to individuals’ position in the income ranking is formalized as

1
W, (F) = /O v (p) F~1 (p) dp (2.1)

where v (p) > 0 is the weight attached to the income of individual ranked p. The normative
basis for this evaluation function has been introduced in Yaari (1987) for risk analysis and
in Weymark (1982) and Yaari (1988) for income distribution analysis and recently have been
discussed as measures of the desirability of redistribution in society by Bennett and Zitikis
(2015).* This representation model is dual to the utilitarian additively decomposable model.
According to W, the evaluation of income distributions is based on the weighted average of
incomes ranked in ascending order and weighted according to their positions. Incomes are
therefore linearly aggregated across individuals and weighted through transformations of the
cumulated frequencies (the individuals’ position).

The specific non-welfarist objective of the government can be formalized by the particular
form of the weighting function v (p). We consider two different non-welfarist objectives that

combine the average income evaluation with different distributional objectives, namely the

*See also Aaberge (2000), Aaberge et al. (2013) and Maccheroni et al. (2005).
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reduction of inequality and the reduction of polarization.

When taking into account inequality considerations the social evaluation can be summarized
by the mean income of the distribution u (F') and a linear index of inequality I,, (F') dependent
on the choice of the weighting function v. This "abbreviated form" of social evaluation® is
defined as

Wo(F) = u(F) [1 = L, (F)].

For instance, by defining v (p) = 6 (1 — p)° ™ we can rewrite (2.1) as

1
Wi(F) = / 5(1—p) " FY (p) dp

which is the class of Generalized Gini SEF parameterized by § > 1 introduced by Donaldson and
Weymark (1983) and Yitzhaki (1983). The parameter 0 is a measure of the degree of inequality
aversion, for 6 = 1 we obtain the mean income p (F') and therefore inequality neutrality, while

for § = 2 the SEF is associated with the Gini index G (F) and becomes as®
Wa(F) = p(F)[1 - G(F)].

The SEF could also be interpreted as Wao(F') = pu (F) — u (F) G (F') where p (F) G (F) denotes
the absolute version of the Gini index that is invariant with respect to addition of the same

amount to all individual incomes.
2.2.1 Weighting functions

Inequality sensitive SEF's

A non-welfarist government aimed at reducing inequality, once individual incomes are ranked
in ascending order, when expresses evaluations consistent with the Gini index attaches to each
quantile F~! (p) of the income distribution a weight according to the following function vg (p) =

2(1 — p). These weights are linearly decreasing in the position of the individuals moving from

For general details see Lambert (2001).
5The single parameter family of relative Gini index of inequality parameterized by & is expressed as G (F) =
ﬁp) fol [1 -6(1— p)‘s*l] F~Y(p)dp, which becomes the standard Gini coefficient for § = 2.
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poorer to richer individuals. Alternatively we can write these weights as
(2.2)

That is, to the weight 1 associated with the average income is subtracted the weight associated

to the absolute Gini index that captures the inequality concerns, this weight is
(2.3)

With a "non-traditional" interpretation of the absolute Gini index, inequality could be mea-
sured by considering the difference between incomes covering equal positional distance from the
median weighted with linear weights that increase moving from the median position = 1/2 to
the extreme positions 0 and 1. For instance, take the incomes that are either ¢ positions above
the median and ¢ positions below the median, the index considers the difference between these

incomes F~! (% + t) —F! (% — t) and weights it with the weight 2¢. That is

M(F)G(F)=/1:22';—p'Fl(p)dp—/om?‘;—p‘Fl(p)dp'

The weights attached to the income differences increase as the position of the individuals moves
away from the median position. In this case any rank-preserving transfer of income from
individuals above the median to poorer individuals below the median reduces inequality in that
it reduces the income distances between individuals covering symmetric positions with respect
to the median. Rank-preserving transfers from richer to poorer individuals positioned on the
same side with respect to the median, also reduce inequality because it increases the income
difference between the incomes that are closer to the median and decreases of the same amount
the income difference of the incomes that are in the tails of the distribution. However, the
inequality index gives lower weight to the income differences between individuals closer to the
median and therefore the effect for the individuals that are more distant from the median is
dominant and inequality is reduced.

The next figure shows the weighting function vg, and as we can see the weights attached to

the lowest and to the highest income are respectively equal to two and zero, while the median
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income receives a weight equal to one. This equivalent representation of the SEF makes clear
the positive social effect of a progressive transfer from richer to poorer individuals given that
the incomes are transferred from individuals with lower social weight to individuals with higher

weight.

v(p)

The weighting function for the Gini based SEF

Polarization sensitive SEF's

When the non-welfarist objective is the reduction of polarization, the distributive concern is
for reducing inequality between richer individuals and poorer ones but not necessarily reducing
the inequality within the rich and within the poor individuals. In line with the seminal works
of Esteban and Ray (1994) and Duclos et al. (2004) the polarization measurement combines
an isolation component that decreases if the distance between richer and poorer individuals is
reduced. The second relevant component in the measurement of polarization is the identification
between the individuals belonging to an economic/social class. In the case of the measurement
of income bipolarization the two social groups are delimited by the median income. The higher
is the degree of identification within each group the higher is the effect of their isolation on
polarization. In this case the identification decreases as more disperse is the distribution within

one group. Thus, reducing inequality between individuals that are on the same side of the
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median increases their identification and then increases the overall polarization.
We adopt here the bipolarization measurement model introduced in Aaberge and Atkinson
(2013).7 The associated SEF is rank-dependent with a weighting function that can be formalized

as:

) L+5(2p) " ifp <
v =
Ton T - g2 -2 i p

Where 5 > 0 quantifies the relative relevance of polarization with respect to the average income

(2.4)

in the overall social evaluation. Moreover § > 1 is a measure of the relative sensitivity of
polarization to changes in incomes that occurs at different positions p around the median. For

B =1 and § = 2 the weights vp (p) are linear and increasing,

2p+1if p <

2.5
2p—1ifp> (25)

vp (p) :{

[ T

We focus primarily on this weighting function as it constitutes the counterpart of the Gini
weighting function for the (bi-)polarization measures. The shape of the weighting function in

(2.5) is illustrated in the following figure.

vip)

The weighting function for the Polarization based SEF.

T An alternative approach to the construction of polarization sensitive SEF's is presented in Rodriguez (2015).
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The weights are linearly increasing both below and above the median and exhibit a jump at
the median, with higher weights below the median and lower above the median.
It is also possible to derive an associated abbreviated SEF where polarization reduces welfare

for a given average income level

with P (F') denoting a polarization index. In the case of the linear polarization measure we

have that the polarization index can be derived from the condition

1/2 1
mmpuwzié mﬁﬂmw+ﬁﬂuumw*@mp (2.6)

In line with the formalization presented for inequality measurement, the SEF weighting function

can be formalized as
1 {-[1-2G -} ifp<}
1-[1-2(p—3)]ifp>35

where the polarization component is subtracted from the weight 1 associated with the average

vp (p) = { (2.7)

income. The polarization weight is therefore

12 —p)ifp<}

- 2(p— 1) ifp 28)

wp (p) :{

v

The polarization index can then be formalized similarly to the inequality index, by considering
the difference between the incomes with equal positional distance from the median weighted
with linear weights that decrease moving from the median position where p = 1/2 to the extreme
positions 0 and 1. For instance, for the incomes that are either ¢ positions above the median
and t positions below the median, the index considers the difference between these incomes

F1 (% + t) —F! (% — t) and weights it with the weight 1 — 2¢. That is

M(F)P(F)Z/li2 <1—2’;—pD F_l(p)dp—/ol/z (1—2’;—1?’) F~' (p) dp.

The weights attached to the income differences decrease linearly as the position of the

individuals moves away from the median position. This representation guarantees that income
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transfers from richer to poorer individuals on the same side of the median income increase
polarization.®

An elementary normative implication of the polarization based welfare weighting function
is that in order to maximize the welfare, redistribution should be from the individuals above
the median to those below. However, when tax schedules are set over few brackets that are
defined in terms of incomes and not positions, then the implications arising from moving from
an inequality reducing objective to a polarization reducing one are more subtle.

From the two figures above it appears evident that the two weighting functions give more
weight to individuals below the median with respect to those above the median. However, for
inequality concerns the weight decreases for the individuals on the same side of the median as
their income increases, while it increases for polarization concerns.

The associated non-welfarist objectives will lead to different profiles of the income taxation.

Our aim is to see how the optimal tax formula changes according to the choice of the weighting

function.

2.3 Non-welfarist optimal piecewise linear taxation

In this section we formalize the optimal tax problem faced by a non-welfarist government.
The social evaluation function considered is a general rank-dependent function W with generic

non-negative positional weights v (p) with

1
W, — / v () [y (0) = T (5 (p))] dp, (2.9)
0

where y (p) denotes the quantile function or the inverse of the income distribution. Let p; :=
sup{p : y(p) = y1} and pa2 := sup{p : y(p) = y2} with y (p1) = y1 and y (p2) = y2 denoting the
two income thresholds of the considered tax system, where F'(y;) = p1 and F (y2) = pa. The

tax function is denoted by T (y), where taxation is non-negative. The per capita government

8The construction of this family of polarization indices is also consistent with the rank-dependent generaliza-
tion of the Foster—Wolfson polarization measure (see Wolfson, 1994) presented in Wang and Tsui (2000). The
main difference between the two approaches is that the Wang and Tsui paper normalizes the index by dividing
it by the median instead of the mean income.
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budget constraint is

1
/OT<y<p>>dp:G

where (G represents the per capita revenue requirement. We consider a three brackets linear

tax function, with 7" (y) defined as follows

t1y ity <y
T(y) =< tiyr+ta(y—w1) if y1 <y <o (2.10)
tiyr Hta(ye —y1) +ta(y—y2)  ify>uyo

or in equivalent terms
T (y) := t1y + (t2 — t1) - max {y — y1,0} + (t3 — t2) - max {y — y2,0}.

In our analysis we consider situations where the gross incomes are unequally distributed across
individuals. Moreover, we will derive results that hold under the assumption of bounded max-
imal marginal tax rate whose admissible upper level is 7 € (0, 1].

The social optimization problem requires to maximize W, with respect to the three tax
rates t; with ¢ = 1,2, 3, and the two income thresholds y; and y2 where y; < y2. As a result the
final net incomes distribution could lead to configurations where groups of individuals exhibit
the same net income. These distributions could substantially differ depending on whether the

social objective is concerned about reducing inequality or with reducing polarization.

2.4 The solution with fixed labour supply

The taxation design that is socially optimal is first illustrated under the assumption of exogenous
fixed labour supply. This first approach is in line with the literature on the redistributive effect
of taxation pioneered by the works of Fellman (1976) Jakobsson (1976) and Kakwani (1977).°
We derive the results for the three brackets piecewise linear taxation in order to compare
the effects on taxation of an inequality reducing sensitive SEF with the one of a polarization

reducing sensitive SEF. Our aim will be to maximize the social evaluation under the revenue

?See also the review in Lambert (2001).
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constraint that collects the per-capita value G.

The constrained optimization Lagrangian function for this problem is as follows

max L=W,+A {G— /OIT(y (p))dp} , (2.11)

t1,t2,t3,y1,y2

with t; € [0,1] for i = 1,2,3, and y; < ya.

The SEF W, is presented in (2.9). As argued in the previous section the shape of the posi-
tional social weights v (p) could make the SEF consistent with different distributional objectives,
and in particular it could be made sensitive to either inequality or polarization reduction con-
cerns.

The derivation of the solutions for the constrained optimization problem are illustrated in
details in Appendix A both for inequality sensitive and for polarization sensitive SEFs. Here

we summarize and comment the main findings.

2.4.1 Inequality concerns

We present here the qualitative features of the optimal taxation problem that hold for any
distribution of pre-tax gross income and for a large class of inequality sensitive SEFs. Our
results hold for piecewise linear three brackets tax functions whose upper marginal tax rate
is 100% and are generalized in order to consider maximal marginal tax rates that could not
exceed 7 € (0,1].

The family of SEFs considered is denoted by Wy that represents the set of all linear rank-
dependent SEFs with decreasing non-negative weights v(p). These SEF's are sensitive to inequal-
ity reducing transformations of the distributions through rank-preserving progressive transfers
from richer to poorer individuals. For instance, the Gini based social weighting function in
(2.2) satisfies this condition.

Let 7= denote the set of all piecewise linear taxation schemes with three brackets with
maximal marginal tax rate 7 € (0, 1].

We assume that the maximal marginal tax rate 7 is s.t. G < 7. u(F) we can derive the

statement highlighted in the next proposition.
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Proposition 1 A solution of the optimal tazation problem with fized labour supply for tax

schedules in T= maximizing linear SEFs in Wr is

t1 = 0

ta = 12

Il
il

with ¥y s.t. the revenue constraint is satisfied.

A more detailed specification of the above proposition is illustrated and proved in Appendix
A as Proposition 5.

All the SEF in W; are maximized under the revenue constraint by the taxation schemes
presented in Proposition 1. Thus only two income brackets are required to derive the result.
Many equivalent taxation schemes could solve the optimization problem. In fact the scheme
presented is not affected by the choice of y2 > y;, moreover an equivalent scheme could be
derived where t3 = 7, t; = t3 = 0 and the relevant income threshold is ys.

To summarize, the optimal taxation problem involves the maximal admissible proportional
tax burden in the higher bracket and no taxation for bottom incomes. When 7 = 100% then
the solution involves reducing to y; all incomes that are above this value.

This result holds not only for the SEFs in W; but could be shown to hold for any strictly
inequality averse social evaluation function not necessarily belonging to the family of those that
are linearly rank-dependent.

In fact it is well known that all such social evaluation functions for comparisons of distribu-
tions with the same average income are consistent with the partial order induced by the Lorenz
curve or equivalently by the criterion of second order stochastic dominance (see Atkinson 1970,
and Lambert 2001). The result in Proposition 1 could then be generalized to all social eval-
uation functions that are consistent with the Principle of Transfers, that is are such that any
income transfer from a richer individual to a poorer one does not decrease the social evaluation
of the distribution. In mathematical terms these functions are Schur-concave [see Dasgupta,
Sen and Starrett 1973 and Marshall et al. 2011]. We provide here the generalization of the
result in Proposition 1. Its proof is obtained following a different strategy than the one adopted

for the proof of Proposition 1. We present both proofs because the one of Proposition 1 allows
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more direct comparisons with the results that will be presented for SEFs that are polariza-
tion sensitive. To derive the desired result we also consider a larger set of tax functions that
include 7z. We denote by T the set of all non-negative and non-decreasing taxation schemes
with maximal marginal tax rate 7 € (0, 1], that is all tax functions such that 7' (y) > 0 and

T > %5,@/) > 0 for all y,3’ such that y > ¢/'.

Proposition 2 The solution of the optimal taxation problem with fixed labour supply involv-
ing tax schedules in Tz mazimizing all the Schur-Concave evaluation functions of the post-tax
income distribution obtained under a given revenue constraint involves a two brackets linear
taxation scheme where

t1 =0, and ty =T,
with vy s.t. the revenue constraint is satisfied.

Proof. Dominance of the tax scheme presented in the proposition over all alternative
schemes in T> that satisfy the revenue constraint for all social evaluation functions that are
Schur-Concave requires to check that the obtained post-tax net income distribution dominates
in terms of Lorenz any of the alterative post-tax distributions [see Marshall et al. 2011]. That is,

let T9 denote the optimal tax function then the Lorenz curve of the post tax income distribution

. . 1
is obtained as Lyo(p) = ;=[5 [y(9) = T° (y(q))] dg where pro = [y [y(a) —T°(y(q))] dg
denotes the average post-tax net income under taxation 7.

It then follows that Lorenz dominance of this tax scheme over all alternative schemes 7" in T%

requires that Lyo(p) = ;1= [¢' [y(9) = T° (y(0))] dg = Lr(p) = - [7 [y (a) — T (y (¢))] dg for

all T € Tz and all p € [0, 1]. Recalling that all the alternative tax schemes should guarantee the
same revenue, the condition could be simplified as [ [y (¢) — T° (y (¢))] dq > 3’ [y (¢) — T (y (¢))] dg,

that is after simplifying for y (¢) we obtain

/ Ty (q)) dg < / Ty (0)) da (2.12)
0 0

for all T € T and all p € [0, 1], where by construction the revenue constraint requires that

JET0 (y (q)) dg = [1 T (y (g)) dg = G.

Recall that by construction (i) 79 (y (p)) = 0 for all p < py, and that (ii) 7 = w >
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Ty)-T(y"))

=i for ally > ¢/ and all T' € T;. By combining the conditions (i) and (ii) and the revenue

constraint condition it follows that T (y (p)) < T (y (p)) for all p < p; (with strict inequality
for some p), T% (y (1)) > T (y (1)) and the tax schedule T (y) crosses once each schedule T (y)
from below.

As a result the condition in (2.12) holds for all T'€ 77 and all p € [0,1]. m

The above results could also be interpreted in term of progressivity comparisons of the
alternative tax schemes considered. It clarifies that the tax scheme in the proposition is the
more progressive among all tax schemes that guarantee the same revenue (see, Keen et al, 2000
and references therein, and Lambert 2001 Ch. 8). The result shows that the Lorenz curve of tax
burden under the taxation scheme considered is more unequal (and then more disproportional)
in terms of Lorenz dominance than the one of any alternative tax scheme in 77 giving the same
revenue as originally suggested in Suits (1977) as a criterion to assess the progressivity of a tax

schedule.

2.4.2 Polarization concerns

We now move to consider polarization sensitive linear rank-dependent SEFs where v(p) is
increasing below the median and above the median and weights are larger in the first interval
than in the second with v(0) = v(1) = 1 and lim,_;/5_ v(p) = 2 # lim,_; 9, v(p) = 0 as for
the polarization P index illustrated in the previous section. We denote with Wp the set of all
these SEFs.

In order to specify the solution we need to consider two hypothetical two brackets tax
schemes with marginal tax rates t; and t5 and whose threshold between the two brackets is set
at the median income level y (1/2) = yps. Under the first tax scheme the first bracket is not
taxed, that is t; = 0, and the second bracket is taxed at the maximal tax rate to = 7. We denote
with GT the revenue arising from such taxation. Under the second tax scheme the first bracket
is taxed at the maximal tax rate t; = 7, while the second bracket exhibits zero marginal tax
rate (t2 = 0) and so all the income recipients above the median are taxed with a lump-sum tax
equal to Tyys. We denote with G~ the revenue arising from this latter taxation scheme. We

can now formalize the results in next proposition.
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Proposition 3 The solution of the optimal taxation problem with fized labour supply for tax

schedules in T maximizing linear SEFs in Wp is:

1-Vp(p1) _ 1-Vp(p2)
—P2

- and such that the revenue constraint is satisfied

(i) p1 < 1/2 < py where
with

tQZT,

if G < min{GT,G"}.
(iia) If G > G solution (i) should be compared with p; < 1/2, and

ti = 0,

to = 13=7

where p1 [and so also y1] is such that the revenue constraint is satisfied

(iib) If G > G~ solution (i) should be compared with p; > 1/2, and

t1 = T,

to = t3 = 07

where p1 [and so also y1] is such that the revenue constraint is satisfied.

(iii) If G > max{G™, G~} all three solutions (i), (iia) and (iib) should be compared.

A more detailed specification of the above proposition is illustrated and proved in Appendix
A as Proposition 7.

The proposition highlights the fact that under standard revenue requirements G < min{G*, G~}
the marginal tax rate is maximal within the central bracket that includes the median income,
while for very large revenue requirements maximal marginal tax rates are applied in the tail
brackets. However, note that solution (iib) involves also a lump-sum taxation for the individu-
als in the higher bracket. While solution (iia) coincides with the optimal solution for inequality

sensitive SEFs. In all cases the median income is subject to the maximal marginal tax rate.
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It should be pointed out that solution (i) is under associated to a local maximum of the opti-
mization problem under any condition on the level of revenue. While solution (i) always exists,
as also highlighted in the proof of the proposition, solutions (iia) and (iib) may lead to local
maxima and the conditions G > G* and G > G~ are only necessary for this result and in any
case they need to be compared with solution (i).

The comparison between the results in Proposition 1 and Proposition 3 highlights the strik-
ing role of the distributive objective in determining the qualitative shape of the optimal taxation
scheme. While for inequality sensitive SEF's the optimal scheme considers increasing marginal
tax rates, for the polarization sensitive SEFs it requires to tax heavily the "middle class". These
two results act as benchmarks for the analysis of optimal taxation with variable labour supply

developed in the next section.

2.5 The solution with variable labour supply

In this section we first describe the agents optimization problem, then we provide numerical
results about the optimal tax schedule reducing income inequality and income polarization,
with fixed and elastic labor supply. Here we assume that redistribution is not allowed and the
focus is on the socially desirable mechanism that ensures to collect a given level of per-capita

revenue.

2.5.1 The agents optimization problem

Agents make labour supply decisions based on the constrained optimization of the quasi-linear

utility function

Ulz,l) =z —¢(l)

where = € R denotes net disposable income/consumption and [ € [0, L] denotes labour supply.
The function ¢ : [0, L] — R is continuous, convex and increasing in [ with ¢'(0) = 0 where ¢’
denotes the marginal disutility of labour. The utility function could also be expressed in terms
of disposable income and leisure ¢, where { = L — [. In this case given the above assumptions

the function is strictly quasi-concave in x and .
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We will consider an utility specification where ¢ is isoelastic, taking the form
o(l)=Fk-1¢ (2.13)

with a > 1, k > 0.

Each agent is endowed with a productivity level formalized by the exogenous wage w > 0.
The agents in the economy earn a gross income y > 0 obtained only through labour supply,
that is y = wl. Agents are subject to taxation T'(y) > 0 formalized by (2.10), that leads to the
net disposable income, considered in their utility function, obtained as x =y — T'(y).

Quasi linearity of the utility function rules out income effects in agents decisions and allows
to focus only on substitution effects on labour supply.

We can equivalently re-express the problem in the space (z,y) for each agent. In this case

the utility function becomes

and the relation between z and y is

(1—t1)y ifyeY1=1[0,1)
=y =T(y) =3 (2 —t)y1 + (1 —t2)y ifyeYoa=[y,yp) - (214
(ta —t1)y1 + (ts —ta)ya + (L —t3)y if y € Y3 = [y2,00)

Where Y; denotes the income set associated to the it" income bracket. The set Y\yi—1 will
instead denote the set Y; net of its lower element y;_1, where yg = 0.

The marginal rate of substitution between y and z is MRSy, = ¢'(y/w)/w. For levels of
gross income that do not coincide with the thresholds y; < y» it should hold that M RS, =
(1 —t;) when y € Y;. That is

yr=w- ¢ (1 - t)u]

when y* € Y;\y;_1, where the function ¢'~!(.) by construction is positive and strictly increasing.
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Given the definition of y = wl, one obtains also the associated optimal labour supply
r=1(1—-t)w]

when wl* € Y;\y;—1.
Given the assumptions, y* and [* are continuous and strictly increasing w.r.t. w within the
sets Yi\yi—1.

We consider now in details the issues when ¢(1) = k - [* with a > 1.Thereby leading to

yo— w {u;gm]* et [ )™ (2.15)

oo {umw]a“

ka

when y* € Y;\y;—1. Note that within the sets Y;\y;_1 the elasticity € of labour supply w.r.t. the

1

(a,1)~101n this paper we will consider as a reference distribution

wage is constant and equals

the gross income distribution in absence of taxation. Then, by setting ¢; = 0 from (2.15) we
a 1 1

obtain y* = we-T [ﬁ] a1 and [* = [%] o=1  Let w (p) denote the gross wage of the individual

in position p € [0, 1] in the distribution of gross wages ranked in non-decreasing order. Then,

the following monotonically increasing transformation of the wage

y(p) == w(p)aT [kla] o w (p)'** [k(eil)r (2.16)

represents the gross income of the individual covering position p under the assumption of no-
1
w(p)]E _ [w(zo)E

ko k(e+1)

distribution in absence of taxation, formalized by the quantile (or inverse distribution) function

g
taxation, with the associated labor supply [ (p) = [ ] . The gross income
y (p), is the reference distribution in our analysis.
In order to simplify the exposition, and in line with the results obtained with fixed labour
supply we focus only on tax schedules where t; < 9, and assume two possible regimes, i.e.

convex (case A) and non-convex (case B) of tax rates depending on the ranking of to and ¢3.

10Tn the case with fixed labor supply elasticity is set equal to zero, hence labor supply reduces to one and gross
incomes and wages coincide.
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Case A, is such that t; <ty < t3, while case B considers the configuration where t; < t3 < ts.
Depending on what case is considered we could either have as in case A that some agents
experience the same gross income coinciding with one of the thresholds y; and g9, or as under
case B that this could happen for y; while around yo the map of y* w.r.t. w is discontinuous,
but still increasing.
To simplify the exposition in the next two subsections we express the gross income distribu-
tion in terms of intervals of quantiles y (p), while in the Appendix B we show the gross income

distribution also in terms of wages intervals.

Case A: t1 <ty <t3

Under case A the above optimality conditions hold if y; 1 < y* < y; that is, if

Yi—1

Yi
(TR y(p) < (

L b))

for i € {1,2,3} where y3 = 4+00. The three sets of values can then be expressed in terms of

intervals of gross incomes such that

Yy )

0 < y(p)<ﬁ,

Y1 Y2

T—ta) < y(p)<my
(1372753)5 < y(p)-

Note that by construction it follows that [(ky;)e] < [(17311)5], and therefore we obtain:

y() A—t)° if y(p) < g

Y1 if whine <) <
v () =9 y) 1 -t) if t%r <y@) < 7%y (2.17)
Y2 iof (1_31752)8 < y(p) < (1_y§3)s

L y(p) (A —t3)° if y(p) > 75

where y; (p) denotes the post tax gross income of an individual that covers position p in the

distribution of y (p) .
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Case B: t; <t3 <ty

Under case B (non-convex regime) we assume that the optimal labour supply and gross income
are the same for all incomes that are in the first bracket and at the first threshold, the result
changes for the income levels in the second and third brackets. In particular, if t5 > t3 then
there exists a threshold level 7 in the gross income distribution such that all incomes above ¥
are such that y € Y3\ys, while all incomes below are such that y € Y2\y;. Appendix B illustrates

the derivation of y that is

(ta —t3) y2
(1 —t3)1F) — (1 = tg)Fe)

§i=(1+2)

with t9 > t3, while if 5 — t3 then 7 = ( Y2 Tt follows that

=y
y(p)(L=t1)° if y(p) < gie
Y1 if e <v ) < i (2.18)
y(p)(1—t2)® if i <y <V
y) (1 —t3)° if y(p) >y

where the after tax gross income y; (p) is discontinuous at y (p) = ¥.
The presentation of the further case where the optimal labour supply choice is such that

after tax no gross incomes belong to the second income bracket is discussed in Appendix B.

2.5.2 Numerical results

The optimal taxation problem described in the previous section is solved numerically.!! To this
end, we need to assign a value to the parameters « and & of the utility function (2.13) and to
specify the distribution &, of individual wages and the exogenous revenue requirement G.
The parameter o determines the wage elasticity e of labor supply, which is constant through-
out the entire wage distribution and equal to ﬁ The parameter k is a scale parameter which

is set equal to 1/a. We simulate the model for three different values of ¢, i.e. 0.1, 0.2, 0.5,

HWe use a grid search method. More specifically, we define the grids for ¢1,%2,y1 and y2, with ¢t; < ¢2 and
y1 < y2. For each combination of these policy parameters we compute the value of t3 which keeps the government
budget constraint balanced and then we compute the value of the social evaluation function. Last, we identify
the combination of policy parameters that delivers the highest value of the social evaluation function.
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and accordingly we set o respectively equal to 11, 6 and 3.2 For a given distribution of wages,
different values of € have two effects: first they impact on the distribution of gross income in the
absence of taxation; second they determine how this distribution reacts to the tax system. We
want to get rid of the first effect in order to focus on how the optimal tax structure is affected
by the strength of the agents’ reaction to the tax system. Accordingly, when & changes, we
keep the distribution of gross income in the absence of taxation constant, by an appropriate
rescaling of the wage distribution. This constant distribution of gross income in the absence
of taxation is chosen to be equal to the distribution implied by a wage elasticity € that tends
to zero.'? In turn, given that e tends to zero, it is possible to show that such a distribution
is equal to the distribution of wages. With regard to this wage distribution we assume that it
is a Pareto distribution, as in Apps et al. (2014), Andrienko et al. (2016), and Slack (2015).
More specifically, we follow Apps et al. (2014) and consider a truncated Pareto distribution,
with mean p and median m respectively equal to 48.07 and 32.3, and wages ranging from 20 to
327.14

Finally we consider different values of the exogenous revenue requirement G, namely we
alternatively set G equal to 10%, 15%, 20%, 25% of the average gross income computed in the
absence of taxation.

As to the tax system, we assume two different regimes (convex and non-convex) depending
on the ranking between t9 and t3. The convex tax regime is such that t; < t9 < t3, while the
non-convex tax regime considers the configuration where t; < t3 < to. We always assume that
there is an upper limit 7 to the value of the marginal tax rates and we set 7 = 50%.

Before we present the results of the simulations for the values of ¢ > 0 mentioned above,
we report in Table 1 the optimal values of the policy parameters in the case in which ¢ tends

to zero and accordingly labor supply is fixed. The Table provides a quantitative illustration of

12The values of the labor supply elasticity we consider are broadly consistent with the empirical estimates
provided by the literature (see Giertz 2004, Meghir and Philips 2008, Saez, Slemrod and Giertz 2009 and Creedy
2009).

'3 Given a reference distribution wa of wages, an € that tends to zero and the implied gross income distribution
§Ay7 it is possible to show that the distribution of income is equal to éy even when the ¢ is positive if all wages
are raised to the power of (1 + ¢) (see equation (2.15) and set ¢t =0 and k = 1/a).

4 The cdf of a Pareto distributed variable  is F(z)=1- (é)a, where L is a scale parameter, denoting the
lowest value of the distribution, while the coefficient o > 1 represents the Pareto index, which is a measure of
the degree of inequality within the distribution. As in Apps et al. (2014) (case (1.a)), we assume L=20, a = 1.4
and we truncate the distribution at the 98" percentile which corresponds to a value of 327.
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the theoretical analysis that has been performed in Section 4.

Table 1. Optimal tax systems with fixed labor supply

Panel A: Gini Social Evaluation Function.

Initial social welfare: 30.21, Inequality before taxes: 0.37.

G t1 | to t3 Y2 Y2 Wa
66.07 66.07

01xpu [ 0|0 |50% 29.83
0.83 0.83
45.02 45.02

0.15xu | 0] 0 | 50% 29.27
0.69 0.69
32.66 32.66

02xpu | 0|0 |50% 28.31
0.51 0.51
24.68 24.68

025xu | 0] 0 |50% 26.85
0.26 0.26

Panel B: Polarization Social Evaluation Function.

Initial social welfare: 42.83, Polarization before taxes: 0.11.

G ti | t2 |t3 Y1 Y2 Wp
27.5 52.00

0.1xpu [ 0 [50% | 0 39.75
0.37 0.75
26.0 71.50

0.15xpu | 0| 50% | 0 37.81
0.31 0.85
24.25 106.50

02xpu | 0 [50% | 0 35.62
0.25 0.92
22.5 171.50

025xu| 0 |50% |0 33.40
0.15 0.97

Note. The two values reported in the columns y; and 2
express the thresholds in terms of the level of income and

the associated percentile in the income distribution.
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More specifically panel A illustrates the first two propositions, and shows that the optimal
tax system reducing income inequality, is such that there is a no-taxation area (t; =t2 = 0)
until a given threshold (y; = y2). Above this cutoff, the tax rate is set to its upper bound, i.e.
(t3 = 50%) . The higher the amount of collected taxes (@) is, the lower is the income threshold
and the no-taxation area. For example, when the required revenue doubles from 10% to 20%
of the average income, the fraction of incomes falling in the taxation area increases from 17%
to 50%, (compare rows 1 and 3 of panel A).

Simulation results panel B of Table 1 illustrate Proposition 3. The optimal tax system aimed
at reducing polarization, envisages a central bracket with the maximum admissible tax rate and
no taxation in the two external brackets. The median income falls within this central bracket
which widens as the amount of required tax revenue increases. For example, comparing the
first and the fourth row of panel B, we see that, when the amount of collected taxes increases,
the fraction of people belonging to the central bracket changes from about 40% to about 80%.

We now present the results of the simulations for positive values of the labor supply elasticity.

Tables 24 and 2B show the optimal policy aimed at reducing inequality both under the convex
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and the non-convex tax regime.

Table 2A. Optimal convex tax-system: Gini based SEF.

G € t1 to t3 Y1 Y2 w

55.00 60.00

0.1l xp | 0.1 0 18% | 49.9% 29.57
0.78 0.82
35.00 40.00

0.15x p | 0.1 0 9% | 49.85% 28.65
0.56 0.67
25.00 30.00

0.2xu |01 0 18% | 49.79% 27.06
0.29 0.49
20.00 25.00

0.25 x p | 0.1 6% % | 49.97% 24.79
0.01 0.34
50.00 55.00

0lxp |02 0 39% | 49.8% 29.23
0.77 0.82
30.00 35.00

0.15 x p | 0.2 0 10% | 49.89% 27.80
0.46 0.64
25.00 30.00

02xp |02 2% | 42% | 49.91% 25.47
0.38 0.54
25.00 30.00

0.25 x p | 0.2 12% | 42% | 49.87% 22.91
0.38 0.54
35.00 40.00

0lxp |05 1% | 36% | 43.30% 27.39
0.68 0.76
30.00 35.00

0.15 x p | 0.5 9% | 11% | 42.43% 24.38
0.49 0.70
35.00 40.00

02xp |05 18% | 34% | 43.10% 21.32
0.67 0.76
35.00 40.00

0.25 x p | 0.5 27% | 41% | 44.29% 18.14
0.70 0.76
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Table 2B. Optimal non-convex tax-system: Gini based SEF.

G e | to t3 Y1 Y2 w
55.00 60.00

0.1 xp | 0.1 0 47% | 46.34% 29.54
0.79 0.82
40.00 45.00

0.15x p | 0.1 1% | 49% | 48.59% 28.47
0.67 0.72
30.00 35.00

02xpu [ 01| 2% | 50% | 49.83% 26.97
0.49 0.60
25.00 30.00

025 x| 0.1 ™% 49% | 48.80% 24.66
0.34 0.49
50.00 55.00

0.1xp |02 0 49% | 48.36% 29.21
0.79 0.82
35.00 40.00

0.15x | 0.2 | 1% | 50% | 49.12% 27.70
0.64 0.70
30.00 35.00

0.2xp | 0.2 6% | 50% | 49.75% 25.43
0.54 0.64
30.00 35.00

0.25 x | 0.2 15% | 50% | 49.50% 22.86
0.54 0.64
35.00 165.00

0.1 xp |05 1% | 41% | 20.53% 27.41
0.70 0.98
35.00 200.00

0.15x | 0.5 9% | 42% | 21.86% 24.45
0.70 0.99
35.00 165.00

0.2xp |05 17% | 50% | 25.46% 21.36
0.73 0.99
40.00 155.00

0.25 x | 0.5 27% | 48% | 29.61% 18.21
0.78 0.98

The comparison between Table 1A and Table 2B shows that, when the wage elasticity of labor
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supply is positive, the optimal convex tax system aimed at reducing income inequality always
requires a central bracket with positive marginal tax rate (t2). The tax rate on the third income
bracket (t3) is approximately equal to its upper bound and it declines as the elasticity increases.
As to the tax rate (¢1) on the first income bracket, it is zero when the wage elasticity of labor
supply and the exogenous revenue requirement are low. However, when the amount of collected
taxes or the wage elasticity of labor supply rise, this no-taxation area may disappear.

Table 2B shows the optimal tax system for inequality reducing social objectives under the
non-convex regime, that is when t3 < t5. It always happens that the optimal value of t3 is
strictly below t2. In particular the difference between the two tax rates is sizeable when the
wage elasticity of labor supply is equal to 0.5.

Table 3 compares the values of the social evaluation function associated to the two different
tax regimes for each combination of G and . The comparison shows that, to reduce income
inequality, the convex system is socially preferred to the non-convex one for low level of the
wage elasticity of labor supply. When the elasticity is equal to 0.5 the optimal tax system
becomes the non-convex one and top incomes face lower marginal tax rates than incomes in the
central part of the distribution. The reason for choosing to reduce the tax rate on top incomes,
whose weight in the social evaluation function is low'®, is related to a Laffer curve type effect
and is reminiscent of the classical result for optimal non linear income taxation by Mirrlees
(1971) of zero marginal tax rate for the top income. Setting t3 below tg, it is possible to collect
more revenues from top incomes and thus to reduce the fiscal burden for people in the lower tail
of the income distribution. The argument can be understood looking at the last row of Tables
2A and 2B. Under the convex tax regime (Table 2A), the first income threshold is around the
70" percentile and the marginal tax rate in this income bracket is equal to 27%. Then, there
is a narrow central bracket with a marginal tax rate equal to 41% and including about the 7%
of population. The marginal tax rate on the remaining 23% of the population is equal to 44%.
The non-convex tax regime (table 2B) entails a remarkable reduction of the marginal tax rate
in the last bracket which however includes only the 2% of the population. The marginal tax rate
in the central bracket increases to 48%. Finally the marginal tax rate within the first bracket

is the same as in the convex case but the first bracket is however larger (it includes the 78% of

'5See the Gini weighting function in figure 1.
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the population) than the corresponding bracket in the convex tax system. In summary, when
the wage elasticity is equal to 0.5, the welfare gains due to the fact that more people belong
to the first income bracket (and to the fact that top incomes face a lower marginal tax rate),
offset the welfare loss determined by the higher marginal tax rate on the incomes belonging to

the central bracket.

Table 3. Convex vs. Non-convex regime: Gini SEF.

el . We | Wye Socially preferred
tax regime
0.1xp | 012957 | 29.54 Convex
0.15 x | 0.1 | 28.65 | 28.47 Convex
0.2xpu | 0.1]27.06 | 26.97 Convex
0.25 x p | 0.1 | 24.79 | 24.66 Convex
0.1xpu | 0212923 | 29.21 Convex
0.15x p | 0.2 | 27.80 | 27.70 Convex
0.2xp |0.2] 2547 | 25.43 Convex
0.25 x | 0.2 | 22.91 | 22.86 Convex
0.1xp |05]27.39 | 27.41 Non Convex
0.15x p | 0.5 | 24.38 | 24.45 Non Convex
0.2xp |05 ]21.32 | 21.36 Non Convex
0.25 x | 0.5 | 18.14 | 18.21 Non Convex
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Table 4A. Optimal convex tax-system for polarization based SEF.

G € t1 123 i3 (7 Y2 14
30.00 30.00
0.1xpup |01 0 0 24.53% 38.30
0.46 0.46
20.00 30.00
0.15x p | 0.1 1% 1% 36.53% 35.89
0 0.48
20.00 30.00
0.2xu |01 9% 9% 37.81% 33.42
0.01 0.48
30.00 30.00
0.25 x p | 0.1 18% 18% 37.59% 30.94
0.48 0.48
0.1 xpu |0.2]10.52% | 10.52% | 10.52% 37.63
0.15 x p | 0.2 | 15.51% | 15.51% | 15.51% 34.99
0.2xpu | 0.2]20.96% | 20.96% | 20.96% 32.30
0.25 x p | 0.2 | 26.59% | 26.59% | 26.59% 29.56
0.1 xpu |05 ]10.57% | 10.57% | 10.57% 36.22
0.15 x p | 0.5 | 16.40% | 16.40% | 16.40% 32.74
02xpu | 0.5 |2275% | 22.75% | 22.75% 29.08
0.25 x p | 0.5 | 29.85% | 29.85% | 29.85% 25.17

52




Table 4B. Optimal non-convex tax system: polarization based SEF.

G € t1 to 13 Y1 Y2 w
30.00 65.00

0.lxp |01 0 49% 0 39.04
0.49 0.84
30.00 85.00

0.15x p | 0.1 3% | 50% 3% 36.52
0.49 0.90
25.00 75.00

0.2xpu | 0.1]16% | 48% | 16.32% 33.99
0.34 0.87
25.00 70.00

0.25 x p | 0.1 | 23% | 50% | 23.41% 31.41
0.34 0.86
30.00 60.00

0.1xpu |02 2% | 50% 2% 38.33
0.54 0.84
30.00 60.00

0.15x p | 0.2 | 9% | 46% | 9.40% 35.55
0.53 0.84
30.00 55.00

02xp | 0.2]16% | 48% | 16.32% 32.76
0.54 0.81
30.00 50.00

0.25 x p | 0.2 | 23% | 50% | 23.41% 29.90
0.54 0.79
30.00 50.00

0.1xpu |05 8% | 28% | 813% 36.58
0.56 0.80
30.00 50.00

0.15 x p | 0.5 | 14% | 34% | 14.18% 32.97
0.59 0.81
30.00 40.00

0.2xpu |05 ]22% | 32% | 22.15% 29.18
0.58 0.71
25.00 35.00

0.25 x | 0.5 | 29% | 39% | 29.11% 25.21
0.49 0.69

Tables 4A and 4B show the optimal tax schedule when the government objective is the
reduction of polarization. Table 4qa illustrates the case of a convex tax regime. When the wage

elasticity of labor supply is equal to 0.1, the optimal tax system envisages two income brackets,
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identified by an income threshold which is close to the median income. The marginal tax rate in
the income bracket above that threshold is higher than that in the first income bracket. When
the exogenous revenue requirement increases, the income threshold remains constant while the
marginal tax rates, both above and below the threshold, rise. When the wage elasticity of labor
supply is higher than 0.1, the optimal tax system aimed at reducing polarization requires a
proportional taxation, which is increasing in the amount of revenues required.

Simulations under the non-convex tax regime are reported in table 4B. In this case, the
optimal tax system requires a central bracket with a high marginal tax rate (t3). For low values
of the wage elasticity of labor supply, i.e. € equal to 0.1 or to 0.2, £2 is almost equal to its upper
bound, while it sharply reduces when ¢ raises to 0.5. As to the marginal tax rates on the two
external brackets, they increase with the exogenous revenue requirement.

Finally Table 5 compares, for different combinations of G and ¢, the values of the social
evaluation function associated to the the convex and the non-convex tax regimes when the aim
of the government is to reduce polarization. The comparison shows that the non-convex tax
system is always socially preferred to the convex one and therefore the optimal tax schedule is
such that to > t3 > t;. Thus Proposition 3, which has been proved under the assumption of
fixed labor supply, also holds qualitatively when labor supply is endogenous, with the important
qualification that marginal tax rates in the first and the third bracket are no longer always equal

to zero and the marginal tax rate in the second bracket is no longer always equal to its upper
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bound.

Table 5. Convex vs. Non Convex regime:Polarization SEF.

_ Socially preferred
G € We | Wne

tax regime

0.1 xp |0.1]38.30]| 39.04 Non Convex

0.15x p | 0.1 | 35.89 | 36.52 Non Convex

0.2xp |0.1]33.42 | 33.99 Non Convex

0.25 x p | 0.1 3094 | 31.41 Non Convex

0.1xp |0.2]37.63| 38.33 Non Convex

0.15 x 1 | 0.2 | 34.99 | 35.55 Non Convex

0.2xp | 023230 | 32.76 Non Convex

0.25 x 1 | 0.2 ] 29.56 | 29.90 Non Convex

0.1xp | 053622 | 36.58 Non Convex

0.15 x | 0.5 | 32.74 | 32.97 Non Convex

0.2xp |0.5]29.08 | 29.18 Non Convex

0.25 x p | 0.5 | 25.17 | 25.21 Non Convex

2.6 Concluding remarks

In this paper we adopt a non-welfarist approach to analyze how the optimal income tax schedule
changes according to the government’s redistributive objective expressed in terms of either
inequality or polarization reduction. More specifically, the focus is on the socially desirable
mechanism collecting a given level of per-capita revenue, when redistribution is not allowed. We
consider a piecewise linear income tax schedule with three income brackets. As in the optimal
taxation literature, the tax problem is formalized as a constrained optimization exercise. The
interesting aspect of our work is the formalization of the government’s redistributive objective,
which is expressed by a rank-dependent social evaluation function. In particular, in line with the
literature on income inequality measurement we have considered two families of rank-dependent

evaluation functions that incorporate either concerns for inequality reduction or concerns for
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polarization reduction.

Our results reveal that redistributive objectives matter. The optimal tax schedule substan-
tially changes depending on whether the government is inequality or polarization sensitive. In
particular, with fixed labor supply, the optimal tax schedule maximizing an inequality sensitive
SEF requires an income threshold above which the tax burden is the maximal admissible, and
below which there is no taxation. In other words, to reduce income inequality the optimal
tax system suggests to reduce the income distance between incomes within the second bracket
and between these incomes and those in the first bracket that are not taxed. As to polariza-
tion reduction, the optimal tax schedule envisages a central interval where the tax rate is the
maximum admissible and it is set equal to zero outside this interval. That is, the way to face
polarization is to reduce the distance between the incomes in the central bracket so to create a
sort of less disperse middle class. At the same time the income in the higher bracket are taxed
according to a lump-sum taxation that is keeping their absolute dispersion unaffected.

In order to make explicit the optimal tax system and to highlight differences in the redistrib-
utive objective numerical simulations are performed. In addition, simulations are implemented
for different levels of wage labor supply elasticity and by considering two different tax regimes,
depending on the ranking of ¢t and t3, i.e. convex scheme where t3 < t3 and non-convex where
t3 < t.

Simulations shows that in order to reduce inequality the convex regime is socially preferred
to the non-convex one for low levels of wage labor supply elasticity. In addition, the optimal
tax schedule always requires a central bracket exhibiting a positive tax rate. When elasticity
is high the optimal tax schedule is non-convex and the reason is related to a Laffer curve type
argument. With regard to the polarization reduction, the socially desirable tax configuration
is always non-convex. In this case the result derived with fixed labour supply that requires for
a lower marginal taxation for the upper income bracket is also combined with the Laffer type

effect that is exhibited also when considering inequality sensitive SEFs.
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Appendix A

Solutions of the constrained optimization problems for inequality and polar-

ization sensitive SEF's.

Recall the SEF constrained optimization problem where

max c:Wv+A{G—/OlT(y(p))dp},

t1,t2,t3,y1,y2

with ¢; € [0,1], y1 < y2. The associated partial derivatives are g—fi fori=1,2,3, gTﬁ- fori=1,2,

oL
and ox -

More specifically

oc [t OT (y(p)) LT (y(p)) _
8tl——/0\ ’U(p)atzdp—)\/(; poforl-l,?,?)

T(y)

Given the tax function 7' (y), the term 8% is

aT (x)
oty

= min{y, y1},

0 if y <Y1
oT (y) .
=y y—uy1 if yp1<y<uy
Oto

y2 —y1 if Y >y

and

or (y) B
oy max {y — ya, 0} .

Hence the partial derivatives with respect the three tax rates ¢; are respectively

gfl:—/Oplv(p)y(p)dp—/pllv(p)ywlp—)\[/Oply(p)der/pllyldp]7 (2.19)
gti = —/pfzv(p) [y(p)—yl]dp—/p:v(p) ly2 — y1] dp (2.20)
A -+ [ 62w
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or equivalently , after rearranging, g—é could be written as

(2.21)

1 1 1 )
gti:—/ v(p)min{y(p),yz}dpr/ U(p)yldp—)\[ min{y(p),yg}dp—/ yldp},
and 1 1
%:_/ U(P)[y(P)—yQ]dp—)\/ [y (p) — yo] dp.

The two F.0O.C's with respect the income thresholds y; and yy are:

oL 1 [ (1T (y)
= Z Y apl =0
o /0 v (p) oy P rm p_

and

oL L [ L aT (y)
= dp — \ dp| =0
9 /0 v (p) gy P e

where the derivatives of the tax function with respect to the income threshold are respectively

oT (y) _ 0 if y<wu
Iy ty —to if y>u
and
oT (y) _ 0 if y<u
Iya to —tg if y > o

These two associated F.O.C's can then be rewritten as

1 1
gyﬁlz/ U(P)[tltﬂdp)\/ (t1 —t2)dp =10

P1 P

and
gyi:—/1v<p>[tz—t3]dp—A[/pluz—tz)dp} 0.

p2 2

The F.O.C. with respect to the Lagrangian multiplier is

1
‘;’fze—/o T (y (p)) dp = 0.
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Derivation and simplification of F.O.Cs.

The associated Kuhn-Tucker first order conditions (F.O.Cs) are for the marginal tax rates,
either

—_— <0 —_— =0 - >0
ot; =5 o » O ot; . o

;=0 vl e00,1) =1

for i = 1,2,3. While the F.O.C's for the income bracket thresholds are

oL
= 0’
o
oL
= =0
0y2

with yo > y1 > 0, and for the multiplier A the F.O.C. requires that

oL

5—0.

We provide here first a proof of the optimization result for inequality sensitive SEF's, then
we will prove the result for the polarization sensitive SEFs.
The first simplifications of the F.O.Cs. are expanded here below.

As shown above, the derivatives of the Lagrangian function in (2.11) are:

géZ—/Olv(p)hi(p)dp—A[/Olhi(p)dp} (2.25)

for i = 1,2, 3, where

y(p) if p<p

hi(p) : = . ;

Y1 if p>p1

0 if p<p1
ha(p) = =9 y()—w if p€lpi,p2) ;

Y2 — Y1 if p>p2

0 if p<pe
hs(p) : =

y(p)—vy2 if p>p2
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The associated cdfs of these three inverse functions are denoted with H;.

The partial derivatives w.r.t. the thresholds of the income brackets are also

O -tV )+ (- N (2.26)
Y1
5 = la— -V () + (- (2.27)
Y2

and the derivative w.r.t. Lagrange multiplier is

oL - 1 . 3 1
aA:G/O T(y(p))dsz;ti/o hi (p) dp. (2.28)

Recall that each SEF can be decomposed into an abbreviated social evaluation where the
average of a distribution is multiplied by 1 minus a measure D, (.) of the degree of dispersion
quantified by a linear index. That is W,,(F) = p (F)[1 — Dy (F)], in our case D,(F') could be
for instance the Gini index or a polarization index as those illustrated in Section 2. It follows

that
oL
5= M (Hi) - [L = Dy(H;)] = A~ p(Hi) = —p (H;) - [1 — Dy(H;) + A] -
(2
Moreover, denote with ¢;(p) the quantile function at position p of distribution of ®; where
incomes are equal to 0 for all individuals whose position is lower than p; and are constant with

value z > 0 for all individuals in positions p > p;, that is

0 if p<p
z if p>p

¢i(p) :==

Note that p (®;) = z - (1 — pp). It follows that:

= -tV )+ (-
Y1

= [ta —t1] [ (P1) - [1 = Dy(P1)] + p (P1) A, (2.29)
%;: s — 2] [1— V (p2) + (1 — po)A]

= [t — ta] [ (®2) - [ — Dy(®)] + 1 (@) A (2.30)
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and

0L . o
= G—;ti-u(Hi). (2.31)

The partial derivatives for the social optimization problem are summarized in the next remark.

Remark 4 The partial derivatives of the Lagrangian optimization problem in (2.11) are:

%
ot;
oc
o
oc
0y

oL e
= G—;ti-u(Hi).

= —p(H;)-[1— Dy(H;)+ A forie{1,2,3},
= [tg—tl]/.b(@l)[1_Dv(q)1)+)\]’

= [t —ta] - p(P2) - [ = Dy(P2) + A,

Note that if we let g—i = 0, then either ¢;1; = t; holds or A = — [1 — D, (®;)].

Inequality concerns.

We derive here the qualitative features of the optimal taxation problem that hold for any
distribution of pre-tax gross incomes, for the class of inequality sensitive SEFs Wy given by
the set of all linear rank-dependent SEFs with decreasing weights v(p), and for the set 77
of piecewise linear three brackets tax functions whose marginal tax rates could not exceed

7€ (0,1].

Derivation of optimal tax scheme for SEFs in W;. Consider the results in Remark 4. If
we consider SEFs where v(p) is decreasing as is the case for the Gini based SEF and in general
for all SEFs that are sensitive to inequality reductions through rank preserving progressive
transfers from richer to poorer individuals, then D,(®1) < D,(®2) [with D,(®1) = D,(P2)
only if p; = pa]. This is the case because once the distributions ®; and ®2 are normalized by
their respective means, then it is possible to move from the latter to the former through a series
of progressive transfers from the richer individuals with those poorest with normalized income
0.

It then follows that either (i) [t3 =ta =t1 =t] or (ii) A = — [1 — Dy(®1)] and [t3 = t2 = 7].
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The case (i) is not consistent with the solution because according to the revenue constraint

we should obtain t = 3% | 4 (H;) /G € (0,1). In this case it should be

oL

gt = () (L= Dy(Hi) +2] =0

for all ¢ = 1,2,3. Given that D,(H;) could be different for all 4, then A =1 — D,,(H;) could not
hold for all 4.

The solution associated to case (ii) then should hold. It then follows that, given that
A = Dy(®1) — 1, we obtain

oL

a, (Hi) - [1 = Dy(H;) + A = —pu (H;) - [Dy(®1) — Dy (H;)] -

It can be proved that D,(Hs) > D,(Hs) > D,(®1) > D,(H;) for any SEF where v(p) is
decreasing and there is positive density both below ¥, in between y; and y2, and above yo [that
is if 0 < p1 < p2 < 1]. In order to make these comparisons one has to normalize all incomes by
the total income of the respective distribution and therefore make the comparisons by looking
at the distribution of the shares of total income. Once the income shares are compared the
distribution with the smaller dispersion evaluated by any rank-dependent SEF with decreasing
positional weights is the one where the cumulated income shares are larger for any p. In fact in
H; income shares are larger than those in ®; at the bottom of the distribution for all p < py
and are constant and smaller than those in ®; for p > p;. As a result the cumulated income
shares are larger in Hy than in ®; for any p € (0,1). Following an analogous logic it could be
proved also that D,(Hs) > D,(Ha) > Dy(®1).

From the condition D,(H3) > Dy,(H2) > Dy(®1) > D,(H;) then follows that: g—ﬁ <0,
3752 > 0, and g—é > (0. As a result we obtain then that t; =0, t3 =2 =7 = 1, where y; and y»
are set such that G = Z?:z w(H;) .

Given the above result, the only threshold that matters for the solution is y;. Moreover,

oL

given the sign of the partial derivatives o <0 2L

) Otg

> 0, and % > 0 then for any given value

of 11 we have that the choice of t; = 0, t3 = {5 = 1 identifies a maximum point of the objective
function. However, for ¢t; = 0, t3 = t3 = 1 the value of the threshold y; is identified by the

revenue constraint, in this case we have that y; should be such that G = p (Ha2) + pu (Hs) . As
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a result the solution is a global maximum for the constrained optimization problem.

The above result could be generalized in order to take into account tax functions whose
upper marginal tax rate is not necessarily 100%. To summarize, if we assume that the maximal
marginal tax rate is 7 € (0,1] s.t. G <7 u(F) we can derive the statement highlighted in the

next proposition.

Proposition 5 (1A) A solution of the optimal tazation problem with fixed labour supply for

tax schedules in Tz maximizing linear SEFs in Wr is

t1 = 0

ta = 12

Il
il

with vy s.t. G =7 [u(Hz) + pu (Hs)].

Polarization concerns.

In order to derive the optimal three brackets linear tax scheme for polarization sensitive evalu-
ation measures we will take as starting point the results in Remark 4.

We consider polarization sensitive linear rank-dependent SEF's where v(p) is increasing below
the median and above the median and weights are larger in the first interval than in the second
with v(0) = v(1) = 1 and lim,_,;/5_v(p) = 2 # lim,,_; /54 v(p) = 0 as for the polarization P
index illustrated in the previous section. We denote with Wp the set of all these SEFs.

For these SEF's it is possible to derive p; and pe such that D,(®1) = D,(®2). This is the

case for instance for the SEF whose weights are represented in (2.5). For these measures it is

possible to derive the associated V' (p) and compute %}(fﬂ' They are respectively:
2 .
p°+p if p<1/2
Vp (p) = )

pPP+l—p ifp>1/2

with

p
1-p p if p>1/2

1-Vp(p) | 1-1£5 ifp<1/2
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Which can be represented as in the following figure

A [ e e e e e e e
A
\
12 \

...‘ .......
|
|
|
|
|

i P, M2 P, 1 p

1-Vp(p)
1-p

Note that for this specific SEF we have that g—?ﬁ = ngz =0if =\ = 11‘?’1&)1) = 171‘30(52). The
1-Vp(p)

above function i, ~ is continuous and is decreasing for p < 1/2, and increasing for p > 1/2,
with the minimum in p = 1/2 where it takes the value of 1/2, and the maxima in p = 0 and
p = 1 where it takes the value of 1. It then follows that there exist p; < 1/2 and pa > 1/2 such

_ 1=Vpe(p1) _ 1-Vr(p2)
that —\ = =08 = =882 for —\ > 1/2.

In this case

P

1—pm

A = 1-D,(®)=1-

= 1—Dy(®2) =p2

2
thus (71— = Dyy(®1) = Dy(®2) = 1 — po.

More generally for all SEFs in Wp the associated function 1—V(p) is continuous and strictly

decreasing [from 1 to 0] for all p, and is concave for p < 1/2 and for p € (1/2,1], with slope

1-V(p)
1-p

-1 for p = 0 and p = 1. By computing the derivative of , its sign depends on the sign of
—v(p)(1 —p)+1—V(p), by construction of the weighting function it turns out that in line with

what shown for the bi-polarization weighting Vp(p), we have that for all SEFs in Wp the value
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of IEY](DP) is decreasing for p < 1/2, and increasing for p > 1/2, with the minimum in p = 1/2.
Following the same logic presented for the inequality sensitive SEFs the optimal solution
for SEFs in Wp excludes the case where [tz = to = t; = t].
We can then consider three cases: (i) t3 # ta; t1 # to, (i) t3 = to; t1 # to, and (iii) t3 # to;

t1 = to. Where cases (ii) and (iii) can be analyzed symmetrically.

Consider first case (i) where

oL oL
901 = O, (1) (®2) (2.32)

By substituting A into the formula for % one obtains

oL

e = R UH) - [Dy(®1) = Dy(H;)]

= —u (Hl) : [Dv(q)Z) - D”(Hl)]

for all t = 1,2,3, with p; < 1/2 < po.

Note that for any polarization measure D, (®3) > D,(Hs), that is g—fg < 0, implying that
ts3 = 0. This result is obtained because the difference between ®5 and Hgz is that the latter
distribution is more disperse for realizations that take place in positions above ps > 1/2, while
in ®5 all incomes covering these positions are equal. As we have argued, moving from Hz to &5
increases polarization because this transformation increases the identification effect reducing
the inequality between the individuals on the same side of the median.

It is possible also to show that for dispersion measures that are sensitive to polarization we
have that D,(®1) > D,(H;) that is g—é < 0, implying that ¢; = 0.

This result could be obtained by properly defining distributions ®; and H; so that p (®1) =
w(Hy) . By construction it follows that these distributions cross once for p = p; and for all
p > p1 with p; < 1/2, incomes are larger in ®; with a constant difference compared to those in
Hy, while for p < p; incomes are larger in Hi. It then follows that H; can be obtained from &4
by transferring all the income differences for p > p; in order to compensate the differences of

opposite sign for p < p;. Note that the average weight in the SEF for income in position p > p;

is lower than the minimal weight [that corresponds to 1] for all the incomes in position p < p;.
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As a result the SEF value increases when moving from ®; to H; and given that p (1) = p (Hi)
then D,(®1) > D,(Hy).

In order to verify the condition related to the sign of g—é, it is possible to combine distrib-
utions ®; and ®, whose linear measures of polarization are the same in order to obtain a new
distribution ®1o with the same value for the measure of polarization but such that its quantile
function intersects from above the one of Hs for p = 1/2.

In this case it can be shown that for polarization sensitive dispersion measures we have that
Dy, (®1) = D,(®2) < D,(Hz), thus we obtain g—é > 0 and therefore ty = 1.

This is the case because by construction ®1» can be obtained from Hs by transferring
incomes from above the median to below the median and transferring incomes from positions
that are above the median and close to it to individuals in the upper tail. Both operations
reduce the polarization and thus D,(Hz) > D,(®12).

We then obtain ty = 1 and ¢; = t3 = 0, with p; < 1/2 < py where D,(®1) = D,(®P2) and
such that G = p (Hs).

In order to verify that such conditions are associated to a constrained mazimum, note first

that given the sign of the partial derivatives 37113 < 0, % < 0, and

gTi > 0, then for given
values of p; and py (and so also for given values of y; and y3) satisfying the revenue constraint
G = w (H2) we have that the combination t2 = 1 and ¢; = t3 = 0 is associated to a maximum.
Consider now the population shares pj < 1/2 < p3 associated to the solution that satisfy the
condition (2.32) and the revenue constraint that is such that A = —1+ D,(®1) = —1 + D, (P2)
and G = p (Hz). Our aim is to show that under the condition to = 1 and #; = t3 = 0 these
population shares (and the associated values of y; and y2) correspond to a maximum of the
constrained optimization problem.

Associated to these shares we have the value \* and the dispersion indices D, (®7) = D, (®3)
such that 1 — D,(®7) + A* =0 and 1 — D, (®5) + A* = 0.

Consider a generic pair of shares p; < 1/2 < py (with associated values of y; and y2) in the
neighborhood of p] and p3 that satisfies the revenue constraint. By construction, given that
the revenue constraint has to satisfied it should be either that (I) p1 < pj < 1/2 < pa < p3 or
that (II) p; < p1 < 1/2 < p5 < p2. That is, a reduction (increase) in y; should be paired with a

reduction (increase) in yo in order to continue to satisfy the revenue constraint. Substituting the
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condition ty = 1 and ¢; = t3 = 0 in the SEF and making use of the calculations leading to (2.22)

1 1
and (2.23) we have that % = fpl v(p)dp=1—V(p1) and %‘2/2“ =—J,v()dp=1-V(p2).

Moreover, denoting with G the revenue fol T (y(p)) dp we obtain also that gTi = — fpll dp =

—(1 —p1) and gTi = fp12 dp = (1 — p2). It follows that by taking the differential of the revenue

we have dG = —(1 — p1)dy1 + (1 — p2)dys, so under the assumption that the revenue constraint
is satisfied G = G, we have that dG = 0 and so

(1= p1)dyr = (1 — p2)dys. (2.33)
Analogously the differential of the SEF is
dW, = [1 =V (p1)] dyr — [1 — V(p2)] dyo. (2.34)

Substituting for dys from (2.33) we obtain

(L=V(p)  1-Vipe)
L—=p L —p2

dWy = (1 —p1) dys . (2.35)

Recall that the value of %](Dm is decreasing for p < 1/2, and increasing for p > 1/2, with the

minimum in p = 1/2. As a result under case (I) we have that dy; < 0 and that p; and p

1-V(p1) 1-V(p2)

1-p1 > 1—p2

and so dW, < 0. Similarly we have

1-V(p1) < 1-V(p2)
1-p1 1—p2
oL oL

dW, < 0 according to (2.35). As a result the combination of pj and p} where 5 = oy =0

decrease w.r.t. p] and p3. As a result

that if dy; > 0 then p; and ps increase w.r.t. p] and p3, and so leading to

identifies a maximum for the constrained optimization.

Consider now case (ii) where t3 = to9; t; # to implying that in order to obtain BaTﬁ =0

necessarily it is required that A = —1 + D, (®1).

Note that t3 = t5 guarantees that g—yﬁ = 0 irrespective of the value of po, that in any case
has to satisfy ps > p;.

Substituting for A into g—é we obtain

oL

g = M) [Dy(®1) = Do(Hy)).
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Recall that t3 = ty implies that the sign of D,(®;1) — D,(Hz2) according to the polarization
sensitive dispersion measures D,(-) should be the same as the sign of D,(®1) — D,(Hs), and
this result should hold for any ps > p;.

We leave aside for the moment the case where D, (®1) — D,(H2) = D,(®1) — D,(Hs) = 0.

We can then have two cases, either t3 =t9 =1 and t{ =0, or t3 =t; =0 and t; = 1.

Note that in the first case the revenue constraints require that G' = p (Hy) + p (Hs) , while
in the second case it is required that G = u (Hy).

As G increases —\ should increase, therefore in consideration that —\ = 1 — D,(®1) we
have that:

(iia) either p; < 1/2, t3 =t2 =1 and t; = 0,

(iib) or p1 > 1/2, t3 =t =0 and t; = 1.

In fact for (iia) we have that as G increases then p; should be reduced to increase the tax
base in order to collect the required tax revenue, at the same time as ®; changes we have that
also —\ increases. Given the definition of ®; this will not be the case if p; > 1/2.

For (iib) we have the symmetric argument where the value of p; > 1/2 should increase in
order to guarantee to collect the required revenue and this will lead to an increase of —\ because
p1 > 1/2.

As for the previous case (i), given the shape of ®1, we can either have p; < 1/2, or p; > 1/2,
and therefore both (iia) and (iib) are admissible cases.

Suppose we take p; < 1/2.

Substituting for A = —1 + D,,(®;) into % we obtain §F = —pu (H;) - [Dy(®1) — Dy (H;)].
As for the analysis in case (i) we can show that D, (®1) > D,(H;) giving t; = 0. Note that we
obtain t3 = to = 1 if the signs of D,(®1) — D,(H2) and of D,(®,) — D,(Hs) are negative, it
should also be that D,(®1) < D,(H2) when ps is set equal to 1. However, it is not possible
here to derive a clear-cut conclusion on the sign of D, (®1) — D,(H2), and in general for a given
weighting function and a given distribution the possibility of obtaining D, (®1) > D,(H2) when
p2 = 1 cannot be ruled out.

Consider now case (iib) where p; > 1/2. Again, referring to the analysis developed for case
(i) we can show that D,(®1) > D,(H2) and D,(®1) > D,(H3) giving t3 = t2 = 0. Similarly to

what argued for the previous case (iia) it is not possible now to derive a clear-cut conclusion
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on the sign of D,(®;) — D,(Hy), and in general for a given weighting function and a given
distribution the possibility of having D, (®1) > D,(H;) and therefore that it should not hold
t1 = 1 cannot be ruled out.

Going back now to the case where D,(®1) — D,(Hz2) = D,(®1) — Dy(Hs) = 0. If this is
the case, then t3 = t2 may not reach the maximal value. However, as the revenue requirement
increases then —\ should also increase, then p; changes and accordingly also ®; changes, it
follows that D,(®;) is modified and given that Hy and Hs are not affected then the signs of
D,(®1) — Dy(H2) and D,(®1) — D,(H3) change leading either to t3 = to = 1 or t3 = to = 0.
Thus, the solutions where tax rates take the extreme values as in (iia) or (iib) are admissible
only for cases related to specific revenue values, and in general are not guaranteed as the solution
at point (i). If these latter solutions are identified they are associated to local maxima of the
constrained optimization problem (see the arguments discussed for the solution related to the

inequality sensitive SEF case) and should be compared to the solution at point(i).

If we consider case (iii) we can note that it is analogous to case (ii) because both cases will
require to consider essentially two brackets with maximal marginal tax rate within one bracket

and minimal marginal tax rate in the other.

A remark for cases (iia) and (iib). Before summarizing the results we make the following
remark that is motivated by the fact that cases (iia) and (iib) hold only if the revenue require-
ment is "sufficiently high". In fact for case (iia) we have p; < 1/2, and the maximal tax rates
are t3 = to = 1 with ¢; = 0, and for case (iib) we have p; > 1/2, with t3 = t3 = 0 and maximal
tax rate set at t; = 1. Analogous results hold also if we assume that the maximal marginal
tax rate is 7 € (0,1]. Let y (1/2) = yar denote the median income. Then, let H~ denote the

distribution whose quantile function is

b (p) = y(p) if p<1/2 ;
yv  if p>1/2
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and let H™ denote the distribution whose quantile function is

0 if p<1/2

y(p)—ym if p>1/2

h* (p) =

The associated averages of these two distributions are respectively p (H ™) and p (H ™) such that
by construction their sum coincides with the overall per-capita gross income, that is p(H ™) +

w(HT) = p(F). The next remark holds

Remark 6 Case (iia) may hold only if G > 7[u(HT)]. Case (iib) may hold only if G >
Tp(H7)].

Recall that the condition in the remark are only necessary for (iia) or (iib) to hold, while if
they do not hold this is sufficient to guarantee that case (i) holds.

We can now summarize the results in the next proposition.

Proposition 7 (3A) The solution of the optimal tazation problem with fized labour supply for
tax schedules in Tz maximizing linear SEFs in Wp is:

(i) p1 < 1/2 < po where I(®1) = I(®3) and such that G = 7u (Hs) with

t1 = t3=0,

to = T,

G < min{ru (), 7 (HO)}.
(iia) If G > 7 (HT) solution (i) should be compared with p1 < 1/2, and

ti7. = 0

|
S

tg = 13

Ql
I
)

where [ (H2) + p (Hs))
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(iib) If G > 7 (H ™) solution (i) should be compared with p; > 1/2,

tlzT,

to = 13 =0,

where G = 7y (Hy) .
(iii) If G > max{7p (HT),7u (H ™)} all three solutions should be compared.

Appendix B

The derivation of the optimal gross income distribution for the non-convex

tax schedule.

In this appendix we present all computations underlying the derivation of the gross income
distribution for the non-convex tax schedule case. We first derive the gross income distribution
in the space of wages w, then we express such distribution in terms of quantiles y (p). More
specifically, we start the analysis by first assuming that under the non-convex regime the optimal
labour supply and gross income are the same for all incomes that are in the first bracket and at
the first threshold, the result changes for the income levels in the second and third brackets. In
particular, if to > t3 then there exists a threshold level @ in the wage distribution such tlllat all
wages above W are such that the associated y € Y3\ya, while for all wages in < [yf‘_lﬁ] - ; 117)

the associated gross income is such that y € Ya2\y;.
1

For all w > yfﬁl ((15022)> * the optimal gross income is y* > y;. If t2 > t3, the conditions
in (2.15) could identify two potential levels of incomes one in Y5\y; and one in Y3\y2 where the
MRS, and the slope of the net income function y — T'(y) coincide. The optimal choice should
then correspond to the one ‘Ehat exhibits larger utility.

Let yf = wat | U™ with 17 =[5t ] T for i — 2,3. Recall from (2.14) that the

associated net incomes z¥ are x5 = (to — t1)y1 + (1 — t2)ys and x% = (t2 — t1)y1 + (t3 — t2)y2 +
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(1 —t3)y3, then the utility levels associated to the pairs (x},[) for ¢ = 2,3 are respectively

1771

Uy = Ulzyly) =25 — k- 15" = (f2 — t)yr + (1 — t2)wls — kl5%,

Us = Ul(xz,l3) =23 — k- 13% = (ta — t1)y1 + (t3 — t2)y2 + (1 — t3)wly — kI3*.

1

It then follows that {* =[5 when w > yf‘_l (kio‘) * if and only if Uy > Us, otherwise we have

(l—tz)
I =13

That is, [* =[5 holds whenever
(ta — t1)ys + (1 — t2)wly — kI3% > (t2 — t1)ys + (t3 — t2)ya + (1 — ta)wl; — kI3,
which can be simplified as
(1 —to)wly — kI5* > (t3 — t2)y2 + (1 — t3)wlz — ki3™.

After substituting for [7 one obtains

(-n [W]—k[ﬂ—tm]

it {O_kf)qu} Tk {O—tsﬁv}

ko
> (t3_t2)y27
that is . §
1 —to)w |1 1 —t3)w]o—1
[(wa)] file—1)— [(k:of)} k(a—1) = (3 — t2)y,
leading to
P (1—tg)]=7  [(L—ty)]oT
Ak(a=D | || -~ |5 < (tg—t
w5k (o )([ - - < (6 te)pn,
Je T O(*l _o _a
w‘“%((l—t:&)“*—(1—t2)a—1> < (t2 —t3)yo.
ka—laa—l
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It follows that

@

1 o
wﬁ S ka—-1qga-1 (tj _t?,)yQ _
(a—=1) ((1_t3)m _(1_t2)m>

i

or expressing the condition in terms of w one obtains that the wage should be lower than a

threshold w, that is

(8] (tQ — t3>y2

(a—1) ((1 )T — (1 tg)ﬁ)

~ 1 1
w<w:=ko(a—1)=
Recall that in order to obtain that y* is in Y5\y; it should hold that

e ([y?_luk—oifz)] g ) ;) |

we can then show that @ < [yg‘fl (1’?;2)}

Q=

To prove this condition consider the equivalent constraint Ha1 < Yo [(1;;2)} et , that is

1
a—1

1 a
keTaa (t2 —t3)y2

o a N < Y2 [ka]
(a—1) ((1_t3)ﬁ_(1_t2)ﬁ> (1 —t9)

After a series of simplifications and rearrangements one obtains

z (s = ts) < 1
(@@= (1~ 1977 - (1~ 12)7) (1= to)at
ottt < G:z)ﬂl‘“”)‘“‘t”’
e < (F2) g
L et G:Z’)M

Let § = tf:f;’ > 0, }:g =1-+¢ and ﬁ = 3 > 1, the condition can then be rewritten as

1480 < (1+6)°.
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This condition holds for all § > 0 and 8 > 1. Making use of the Hopital rule one can also prove
1

that as (t2 — t3) tends to 0 for positive values, the level of W converges to [yg_l (1]3‘2)] * from

below.
We summarize these finding with the following remark, where the condition (ii) could be

derived by taking the derivative of @ w.r.t. ts3.

1

Remark 8 If ty > t3, (i) w < [ygfl(lli%)} “, (i) W is increasing in t3, and (iii) limt3_>t2_
1

~ —1 k «@

1

It could however be possible that W < [yf‘_l (16‘);2)] ° , that is the threshold @ is below the

infimum of the interval of wages leading to optimal choices of post tax gross incomes in Y2\y;. If

this is the case no post tax gross income is in the interval Y5\y;. All gross incomes are therefore
in the non adjacent intervals Y7\yo and Y3\y2. Given that ¢; < t3 then in accordance with case

o T 1
A for all w < [y?_l(lliio‘tl)] “ we have I* = [} = [%} “and yt = yf = wa T [(1;;1)} o

with y{ S Yl\yo.

. 1
If 0 < [?Jla_l(lliiczz)} “ then for all wages where w > @ we have that [* = [ = [(1;%3)1”} o

and y* =y; = wa T [%} *~1 This is the case because the indifference curve that for these
wages is tangent to the net income function in Y3\ys9, lies above the one that is passing through
the kink of the function associated to y = y;.

However, there could be also other wage levels lower than @ that lead to I3 and y3 as optimal

solutions.

Qlm

and

In order to identify them we need to investigate the case where w < [y‘l)‘_l (16022)}
1

w e Hy?l(llﬁ‘l)} a ;@) .
s ]

In this case agents should choose between setting either y* = y; or y* = y5 = wa-1 |

The utility comparison then becomes

U = U((l-t)y,y/w) =1 —t1)yr — k- (y1/w)”,

Us = Ul(ws,13) = (t2 — t1)y1 + (t3 — t2)y2 + (1 — t3)wls — KI5
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with y* = y; if and only if Uy > Us, that is

(1= t1) yr—k-(y1/w)* > (ta—t1)y1+(ta—t2)ya+(1—ta)wa {(1 - t?’)] R [W} o

The condition can be simplified into

1
) e o 1 a1 (o —1
y1— k- (y1/w)” > tayr + (t3 — t2)ya + (1 — t3) e Twe-T </<304> < > 7

that is

1
_ o o 1 Ve 1T fax—1
(=t + (12 =t 2 o+ (1= )7 e ()7 (222,

A wage level W could then be derived such that the above condition is solved with equality,

that is such that

-

o ~—a o __a (1 \eo1/a—-1
(I—t)y1 +(ta—t3)y2 =k -y -0 +(1—t3)a1-wa< > < )

a (ta—t3)y2
@D 1 ((-ta)a=T—(1-t)a~T )

Q=

Case B.1. Let @ := ke (a—1) , and assume that w >

—_
Q

[

[yf‘fl ka }E . It follows that

(1—t2)
o [(1—t1)] o a
wa-T | if w< {9?71(1]21)}
- : 1 1
Y1 if we Hy?_l(lliam)} i [y?_l(lliotéz)} a)
Y= ] 1 (2.36)
e — a—1 . a— a a o~
wats [LE] ™ ip e Hyl ] ,w]
- L1
wa-1 (1,;;3) T ifw>wo
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where the post tax gross income y* is discontinuous at w = w. With the associated optimal

labour supply levels

w(ll;il) a1 if w< [y‘f‘l(l’“il)};
1 1
. y1/w 1 if we Hy?lulﬁl)}j ; {y?il(llﬁﬁ} a)
[ (1];;2)- a-t ifwe “y?l(lﬁé)} * ;fu\]
MZ?E% if w>

By applying the following monotonically increasing transformation of the wage threshold @w we

obtain the gross income threshold 7 derived in the paper. In fact taking the definition of @ one

obtains that

T,

a1 B - o' a—1 (ta — t3)y
kﬁ = (a-l) <(04—1)> ((1—t3)aa21_3(12_t2)aa1>

= (a- 1)(&‘%) olatrtl) (t2 — t3)y2
(1= 13)7% — (1 = 1)77)

a 1
By using the definition of the gross income in (2.16) where y (p) := w (p)=-—1 [&] > we obtain

that the gross income threshold satisfy ’y\aﬁ = @f that is after substituting
ka—1
;- (t2 — t3)y2
a—1 <u—¢9ﬁ%—(r—@ﬁ%)
(t2 — t3)y2
= (1+ .
(1+e¢) (1= t3)(19) — (1 — 1)(1+9)

It then follows that the post tax gross income distribution is

y(p) (X —t)° if ylp) < gie

1 if whine <y < gy
y(p) (A —t2)* if g <ylp) <V

[ y(p)(X—13)° if y(p) > ¥
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Note that as explained before with this configuration of the tax system (ty > t3) there is no

bunching of incomes at the second income threshold.

1
Case B.2. Suppose that @& < [y¢ ' -22 | ®  Let & denote the solution of
1 (1 tg)

——a e __a_ 1 o1 fa—1
(l—tg)y1+(t2—t3)y2:k:-yf‘-w +(1—t3)a*1-wa*1 <k0¢> < o ) (2.37)

such that w € <[yf‘1 ka ]

ot [ o< o)
v'=91 w if we [[y?‘l(lkil)]“,w} :

where the gross income is discontinuous at w = w with no gross income in the second income

bracket Y, and

[l i < [ t)
1
=< yi/w if we Hyf‘ (1’3‘;1)]“‘ ;w}

[w(ll;i‘?’)}ﬁ if w>w

At the same time, by using (2.16) and substituting in the implicit definition of @ we have that

7 is the solution of:

-«
o _[(a-—1
(1 — tQ)yl + (t2 - 753)342 — y? . ya + (1 _ t3)a71 -y ( >

(1 —to)ys + (ta — t3)ys = y(il)( ° >g(—i)+(1_t3)s+1.g< 1 >

Then the post tax gross income distribution is

y(p) A —t)° if y(p) < 7oy
uP) =9 n if @y <y <y -
y(p)(1—t3)° if y(p) >y
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Chapter 3

Optimal Redistribution with
Non-Welfarist Objectives

We consider optimal income taxation redistributive schemes under non-welfarist objectives.
We derive theoretical and simulation results that highlight the different impact of redistrib-
utive income policies under income inequality reducing objectives compared to polarization
reducing ones. The analyzed mechanism considers piecewise linear income taxation schemes
supplemented with lump sum transfers (taxation or subsidy). The sign of these transfers is
determined by the combination of the level of gross income dispersion and the value of labour
supply elasticity.

With two income brackets the optimal tax system reducing inequality exhibits a proportional
taxation with a no-tax area. While in case of polarization concerns the optimal tax system is
proportional with zero top marginal tax rate.

With three income brackets the optimal tax system for inequality concerns is convex unless
when the level of initial dispersion is low or the labour supply elasticity is high. As to polar-
ization reduction the optimal tax system is non-convex with the maximal admissible tax rate

within the central bracket and zero in the two external ones.
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3.1 Introduction

Since its foundation (Mirrlees 1971), the optimal taxation theory has investigated the shape of
the optimal tax schedule under different possible tax configurations. The optimal tax system is
obtained through the maximization of a social welfare function subject to a set of constraints,
dealing with the amount of required revenue and the agents’ reactions to taxation. These
exercises consider a social welfare function based over individuals’ utility and the focus is on
the efficiency costs of taxation.

Typically, little importance is given to the effect of differences in the redistributive objectives
on the shape of the optimal tax formula. Moreover, the focus on individuals’ utility seems to
be not the most appropriate, since utility is only one aspect of individuals’ welfare and policy
makers, instead of maximizing the sum of individuals’ utility, could aim to reduce the level of
social indicators like inequality, poverty or polarization, which are defined in terms of income
and not utility.

Hence, the traditional welfarist approach is not the proper way to investigate the effect of
different redistributive objectives on the shape of the optimal tax system. Therefore, in order
to provide a justification for income redistribution, we adopt an alternative approach, proposed
by Kanbur et al. (1994) and known as non-welfarist.

In particular, in this paper we consider a set of piecewise linear taxation schemes supple-
mented with lump-sum transfers (taxation or subsidies) and we analyze the impact of these
schemes in terms of a rank-dependent social evaluation function with different distributive ob-
jectives. More specifically, in line with the literature on income inequality measurement we will
consider two families of rank-dependent evaluation functions defined over net incomes, that
could incorporate either concerns for inequality reduction or concerns for income polarization
reduction.

Our results supplement those presented in Chapter 2 whose aim was to highlight the shape
of optimal taxation schemes when redistribution is not allowed. The focus there was only on
the socially desirable mechanism that guarantees to collect a given level of per-capita revenue.
Here, the mechanisms are integrated with lump-sum taxation and subsidies that provide the
basic tools for redistribution within the piecewise linear taxation schemes.

The results we obtain are completely different from those derived when redistribution is not
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allowed. A first intuition could be obtained when considering fixed labour supply. In particular,
in this case the optimal tax system requires to tax all incomes with the highest admissible tax
rate and then redistribute them equally, eventually keeping the share of income necessary
to cover the revenue requirement. This conceivable result holds irrespective of whether the
social evaluation function is inequality or polarization sensitive and represents a remarkable
difference with respect to the case without redistribution, where there exist two clear and well-
defined patterns of the tax rates as the focus shifts from inequality to polarization concerns.
More specifically, with fixed labour supply and no redistribution, in case of inequality concerns
the socially desirable mechanism collecting a given revenue requirement exhibits an income
threshold with no taxation below and the maximal admissible tax rate above. While the
optimal tax system associated with a polarization sensitive social evaluation function is such
that the marginal tax rate is the maximal admissible within a central interval including also
the median income, and zero outside.

When we introduce labour supply elasticity the scenario becomes less obvious. In this case,
indeed, the different redistributive objectives play a relevant role in determining the shape of
the optimal tax system, and we analyze this role comparing different tax regimes.

In particular, in the case of a two brackets piecewise linear tax system we have that for
the inequality based social evaluation functions the optimal tax system requires a no-taxation
area below a given threshold, and proportional taxation above. The tax rate is decreasing in
the level of labour supply elasticity, while the exemption area is increasing. As to polarization
reduction, the optimal tax system is based on a proportional taxation for all incomes below a
given threshold, above which the marginal tax rate is set equal to zero. Both the tax rate and
the income threshold are decreasing in the level of elasticity.

With three income brackets, the optimal tax system reducing inequality is convex with
increasing marginal tax rates, unless when the level of initial gross income dispersion is not
very high or when labour supply elasticity is high. For polarization concerns the optimal tax
system is mainly non-convex. In both cases, proportional taxation is supplemented with a
lump-sum transfer, whose sign is determined by the combination of the level of labour supply
elasticity and the index of initial gross income dispersion.

Generally the lump-sum taxation is more likely to dominate proportional taxation for po-
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larization sensitive social evaluation functions than for the inequality ones.

The remainder of the paper proceeds as follows: the next section describes the agents’
optimization problem and introduces the linear rank-dependent social evaluation function. In
Section 3 we formalize the optimal redistributive tax problem and derive the socially desirable
tax schedule considering alternative configurations with different tax rates regimes. Section 4

concludes.

3.2 Setting

In this section, first we formalize the agents’ optimization problem under the assumption of a
piecewise linear three brackets tax system. As demonstrated in Chapter 2, this tax schedule
represents the easiest way to highlight the differences in terms of marginal tax rates driven by
the government’s shift from inequality to polarization concerns. Then, we present the linear
rank-dependent social evaluation function and show how the policy maker weights individuals

net incomes according to its specific non-welfarist objective.

3.2.1 The agents’ optimization problem

For most derivations we consider agents endowed with quasi-linear preferences between con-
sumption and leisure exhibiting constant labour supply wage elasticity. In particular, agents

make labour supply decisions based on the constrained optimization of the following function

U(z,l) =2 — o), (3.1)

where = € R denotes the net disposable income/consumption and [ € [0, L] is the labour supply.
The function ¢ : [0, L] — R is continuous, convex and increasing in [ with ¢'(0) = 0 where ¢’
denotes the marginal disutility of labour. The utility function could also be expressed in terms
of disposable income and leisure ¢, where { = L — [. In this case given the above assumptions
the function is strictly quasi-concave in = and /.

We will consider an utility specification where ¢ is isoelastic, taking the form

o) =k-1° (3.2)
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with a > 1, £ > 0.

Each agent is endowed with a productivity level formalized by the exogenous wage w > 0.
The agents in the economy earn a gross income y > 0 obtained only through labour supply, that
is y = wl. Agents are subject to taxation formalized by the tax schedule T'(y) > 0, that leads
to the net disposable income, considered in their utility function, obtained as z =y — T'(y).

The tax schedule is piecewise linear, with three income brackets identified by two gross

income thresholds y; < y and three marginal tax rates 1 ta,t3 € [0,1]. Formally

t1y if ye€0,1)
T(y) =19 tiy1 +t2(y —v1) if y € y1,y2)
tiyi +to(y2 —y1) +ts(y —y2) if y>ye

Quasi linearity of the utility function rules out income effects in agents’ decisions and allows to
focus only on substitution effects on labour supply. We can equivalently re-express the problem

in the space (x,y) for each agent. In this case the utility function becomes

and the relation between x and y is

(1—t1)y if ye Y1 =[0,41)
zi=y—T(y) =9 (t2—t)y+ (1 —t2)y if y€Ye=[y1,y2) - (3.3)
(ta —t1)yr + (ts —to)ya + (1 —t3)y if y € Y3 = [y2,0)

Where Y; denotes the income set associated to the ¥ income bracket. The set Y\yi—1 will
instead denote the set Y; net of its lower element 1;_1, where yg = 0.

The marginal rate of substitution between y and  is MRSy, = ¢'(y/w)/w. For gross income
levels that do not coincide with the thresholds y; < y it should hold that M RS,, = (1 —t;)
when y € Y;. That is

yr=w- ¢ (1 - t)w]

when y* € Y;\y;—1, where the function qb’_l( .) by construction is positive and strictly increasing.
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Given the definition of y = wl, one obtains also the associated optimal labour supply
r=1(1—-t)w]

when wl* € Y;\y;—1.

Given the assumptions, y* and [* are continuous and strictly increasing w.r.t. w within the
sets Yi\yi—1.

In order to simplify the exposition, and in line with the results obtained in Chapter 2,
we consider a piecewise tax system with three income brackets and three marginal tax rates.
Depending on what case is considered with respect to the value of t3 compared to t; < to, we
could either have (if t; < t5 < t3) that some agents experience the same gross income coinciding
with one of the thresholds y; and g9, or (as under the case where t; < t3 < t3) that this could
happen for y; while around ys the map of y* w.r.t. w is discontinuous, but still increasing.

When necessary we will consider in details these issues when ¢(l) = k- 1¢ with a > 1.

Recall that in this case the condition M RSy, = (1 — t;) requires that

- g

when y* € Y;\y;—1. Note that within the sets Y;\y;_1 the elasticity ¢ of labour supply w.r.t. w

1

is constant and equals ——.

In this paper we will consider a simplified exposition of the problem taking as reference
distribution the gross income distribution in absence of taxation. That is we consider ¢; = 0
and derive y* = wa1 [%]ﬁ and [* = [%]ﬁ Let w(p) denote the gross wage of the
individual in position p € [0,1] in the distribution of the gross wages ranked in non-decreasing

order. It then follows that the following monotonically increasing transformation of the wage

denotes the gross income of this individual under the assumption of no-taxation, with the
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associated labour supply [(p) = [%5)} o )

We will analyze the redistributive schemes taking as reference the gross income distribution
formalized by the quantile (or inverse distribution) function y(p).
According to (3.4) when considering a linear taxation scheme with a unique marginal tax

rate ¢ the associate gross income distribution will generate the following quantile distribution

1
1

wo) = et [ -0 =y - (35)

= y(p)(1 -1t)°

for p € [0, 1].
As special cases we will get that when labour supply is not elastic (¢ = 0) y:(p) = y(p) = w(p)
with [(p) = 1. While, if @ = 2 then ¢ = 1 and y(p) = y(p)(1 — t) with y(p) := w(p)*5; and

I(p) = w(p)sg-

3.2.2 Social evaluations

The redistributive schemes are evaluated according to rank-dependent social evaluation func-
tions defined over the distribution of the net incomes, in line with the exposition presented in
Chapter 2.

Let F (y) denote the cumulative income distribution function with quantile function y (p) =
inf {y : F (y) > p}. The rank-dependent social evaluation function [SEF] (see Yaari, 1987, 1988
and Weymark, 1982) aggregates incomes weighted according to weights v (p) > 0 for p € [0, 1]

that depend on the individuals’ position p € [0, 1] in the income ranking, it is expressed as

1
wmmzﬁv@y@@, (3.6)

where fol v(p)dp = 1.

The positional welfare weights could formalize different distributional concerns for the social
evaluation. In fact, as argued in Chapter 2, we could consider two families of weights that
represent inequality concerns or polarization concerns.

As special cases of these two families of weights we can consider those where v (p) := v (p)
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with
1-[-2(3-p)]ifp<j
1-2(p—3) ifp>3

that formalize inequality reducing concerns. These weights could be compared to those formal-

v () = { (3.7)

izing polarization concerns that are represented by the function'

2p+1ifp <

3.8
2p —1lifp > (38)

o ) = {

N N

For both weighting functions we can derive the cumulative weights obtained as

Vip) = /Opv (t) dt.

The weight V (p) /p denotes the average weight for the income of the individuals covering the
poorer p quantiles of the population, while the weight [1 — V' (p)] / [1 — p] considers the average
social weight for the income of those in the upper 1 — p proportion of the population. Both for
vg (p) and vp (p) we have that V (p) is increasing with V' (p) > p and [1 — V (p)] < [1 — p| for
p € (0,1). However Vg (p) is concave, while Vp (p) is convex in the interval p € (0,1/2) and in
the interval p € (1/2,1). In fact Vg (p) := 1 — (1 — p)? and therefore

Va(p) _1—(1—p)? Ve (p)

]__
— =2 —p, and =1-p;
P P 1-p

Va(p)

it follows that Vi (p) /p is decreasing and linear w.r.t. p and 1_1 is increasing and linear

w.r.t. (1—p) for all p € (0,1).
While for Vp (p) we have that

2 1
p +p ifp<3
(1-p2+pifp>3
therefore
p+1 if p<3 1-V, 2+p— 15 ifp<3
Ve s) /= | [Py a2V = PEe
p+1/p—1ifp>3 L-p p ifp>1

!For graphical representations of the weighting functions and further illustrations and discussions the reader
is referred to Chapter 2.
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Thus we have that Vp (p) /p is increasing w.r.t. p for p € (0,1/2) and then decreases in the
interval p € (1/2,1). On the other hand %Pp(p) is decreasing and linear w.r.t. (1 — p) for all
p € (1/2,1), and increasing and concave w.r.t. (1 —p) for all p € (0,1/2).

Under both approaches the social evaluation can be summarized by the mean income of

the distribution p (F') and a linear index of dispersion D, (F') dependent on the choice of the
weighting function v. The SEF could then be decomposed as

Wy (F) = p(F) [1 = Dy (F)] .

3.3 Solutions for optimal piecewise redistributive linear taxa-
tion

In this section we formalize the optimal redistributive tax problem faced by a non-welfarist
government. The SEF is a general rank-dependent function W defined over net incomes, with

generic non-negative positional weights v (p) with

1
W= / o ) yr ) — T (yr ()] dp,
0

where y7 (p) denotes the quantile function or the inverse of the post-tax gross income distri-
bution and T (yr (p)) is the tax return associated with the post-tax gross income y7 (p). The
taxation scheme could also involve positive income transfers to individuals such as a generalized
subsidy.

We will first provide the theoretical results for the case of pure redistributive linear taxation
with lump-sum taxation and subsidies and then we move to consider redistributive taxation

schemes that guarantee a required level of per-capita revenue.

3.3.1 Optimal linear taxation

In this subsection we consider the purely redistributive taxation in which the amount of tax
revenue collected through a proportional taxation with marginal tax rate ¢ is redistributed

through a lump-sum subsidy S.
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Hence, the taxation scheme is

T (y) = =S+ ty.

Under this scheme the post-tax gross income satisfies yr (p) = (1 —¢)°y (p). While the net
post-tax income is yr (p) — T(yr (p)) = (1 = )"y (p) + S.
Let Fr denote the post-tax net-income distribution. If the total amount of collected revenue

is redistributed as lump-sum subsidy the social welfare W, (Fr) becomes
! 1 ! 1
Wi = [ [a=0 @+ s]o@d= [ -0 y@om)de+s.

where the per-capita subsidy is S = fol t(1—1t)°y(p)dp.

If we replace the definition of the lump-sum subsidy in the previous expression and given
that W, (F) = fol y(p)v(p)dp = p(1 — Dy(F')) where F' denotes the income distribution un-
der no-taxation with average p = fol y (p) dp, we have that the social welfare with lump-sum

redistribution is

Wo(F) = u(1— Dy(F)) (1 — ) 4 pt (1 1)°.
By rearranging the terms we have that
Wy(F) = p (1 —t)° = pDy(F) (1 — )=

The F.O.C. w.r.t. tis

oW,
ot

= e (1= 4 Dy(F) (1+) (1 1) =0.

Then, the optimal tax rate does not depend on the level of average income that is

v (7)o

In line with our intuition the proportional level of redistribution t* is decreasing with the labour
supply elasticity € and is increasing in the level of dispersion D, (F').
Moreover, it is important to note the implications of the constraints on ¢t* on the level of

labour supply elasticity € and on the index of initial gross income dispersion D,,. In particular,
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when ¢ increases, in order to obtain an optimal tax rate bounded between 0 and 0.5 the level
of initial dispersion has to be very high. For example, for very high level of labour supply
elasticity € = 1, the optimal tax rate falls within the admissible range if D, € [%, 1]. When
e=0.5,D, € [%, %], while for ¢ = 0.2 then D,, € [%, %] Zero labour supply elasticity leads to
a completely confiscatory tax rate of t* = 1.

Moreover, by considering the weights v and vp we can derive the optimal tax rate when the
dispersion is formalized making use of respectively an inequality index I or a polarization index
P. For a given gross income distribution under no-taxation F' the two indices reach different

values and therefore also the associated optimal level of taxation/redistribution t* could differ.

The following remark holds

Remark 9 For any F, I(F) > P(F), that is

th=1- (5)12#13:1— (5> L
1+¢) I(F) 1+¢) P(F)

The claim that I(F) > P(F') could be proved directly by considering that the positional
weights associated with the inequality index are decreasing for all p € [0, 1], while the weights
associated with the polarization index are increasing for all p € [0,1/2) and for all p € (1/2,1]
with the same average weight for both indices in the two intervals [0,1/2) and (1/2, 1]. Given
that incomes are non-decreasing in p, then the social welfare will be higher for the polarization
sensitive SEF. It follows that, for a given average income level the polarization index is (strictly)
smaller than the inequality index. The two indices coincide in value only if all the incomes below
the median are equal as well as those that are above the median.

Note that in the above remark we use the generic index of dispersion I(F') because that result
holds for any weighting function whose weights are decreasing in the individuals’ positions, not

necessarily in a linear way as for the weighting function considered for the Gini SEF.
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Redistributive taxation and revenue constraints

Here we consider the case where the tax function denoted by 7' (y) should generate a non-

negative per-capita amount of revenue G that is

1
/O T (y () dp = G.

Under this assumption we first investigate whether such a budget constraint could be satisfied

with a lump-sum taxation instead of relying on proportional taxation.

Is there any room for lump-sum taxation? In this subsection we compare proportional
tax scheme with lump-sum taxation and we derive the value of labour supply elasticity such
that a lump-sum tax leads to a higher level of social welfare than a proportional taxation. We
focus only on the proportional tax case and then, on a SEF sensitive to the dispersion reduction
formalized through the index D,, that could lead to a formalization of the inequality index [
or of the polarization index P.

Let W the social welfare associated to a lump-sum tax regime, which is equal to
wk=w,-a, (3.9)

where W, is the level of social welfare with no taxation and G is the amount of collected
revenue, which is equal to put (1 —¢)° in the proportional tax case. The formula in (3.9) is
derived considering that individuals’ preferences do not exhibit income effects, therefore any
lump-sum tax does not affect the labour supply, and the fact that the SEF is linear in incomes
with average positional weight equal to 1.

Then, given the definition of G and by using the abbreviated form of the SEF we can rewrite
(3.9) as

W) =p(1—Dy) — pt(1—1t)°,

v

where D, denotes the dispersion index calculated on the before tax income distribution. The
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social welfare associated to a proportional tax system is

WS =W, (1-t) ™",

(2

which we can rewrite as

WP =p(1-D,) (1 -0ttt

v

Then, a lump-sum taxation is preferred to a proportional tax system when
(1-D,)—t(1—1)°>(1—D,)(1 -2t

Thus, when
(1—D,) [1 (11— t)f“] >t(1—t)F,
which implies that

t(1—t)F

(1—Dy) > - (1T

where the term on the right hand side is equal to I%FE when t tends to zero. Hence, the next

remark follows

Remark 10 The lump-sum taxation leads to a higher level of social welfare than a proportional

tax system when

As argued in the earlier section I(F') > P(F'), it then follows that LCHR S ()

T—[(F) = T=p(F)> thus

lump-sum taxation is more likely to dominate proportional taxation for polarization sensitive
evaluations than for inequality sensitive ones. In particular, the grey area illustrated in Figure

1 shows all the combinations of labour supply elasticity € and dispersion level D, such that the
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lump-sum taxation is socially preferred to a proportional scheme.

09 r

Proportional taxation

E

1-D,

Lump-sum taxation

| | I I I

Redistributive taxation with demo-grant

We consider here a more general taxation scheme with lump-sum transfers, linear taxation and

0.5 0.6 0.7 0.8 0.9

Fig.1. Combinations of € and D, leading to a lump-sum taxation.

a revenue constraint. Let

denote the SEF expressed in terms of net incomes, where @ is a demo-grant, which can be

negative (positive) in case of lump-sum subsidy (lump-sum taxation). The government budget

constraint is

A non-welfarist government who wants to collect a given revenue amount G maximizes (3.10)

W= [o@)y

(P (1=t dp—a

G—a—i-t/y(p)(l—t)‘sdp.

w.r.t. ¢ given the constraint that the revenue equals G.
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When G = 0 we obtain the optimal solution for the linear income tax case where t* =

1-— <18?> #(F)' However, in general if G > 0 the optimization problem requires to maximize

the same objective function. That is the social decision requires that
max V(6,6 = [0@)ye) (-0 dp+t [y (1 -7 dp -G,
That can be rewritten as
max W (t,G) = (1 — Dy) (1 - O 4t (1—1)° - G.

Taking the F.O.C. w.r.t. t

W (t, Q)

o = pu(1-=D)(A =) (e+1)+p(l—t)° —tp(l—t)  e=0.

Dividing by 1 (1 —¢)°~! one obtains (1 — t*) = t*c + (1 — D) (1 — t*) (¢ + 1) implying that

€ 1
1—t*) = —
1-#) = 550
for t* € (0,1). So that we have
€
t* =0if D, < =G,
' _(s+1)_)a

leading to a lump-sum taxation, otherwise

£
0,1) if D, > ———.
€011 >(5+1)

By using the optimal solution for the proportional tax case we can rewrite the budget constraint

as G =a+t* (1 —t*)° [y (p) dp that is

e 1 e \° 1
G = (1_54-1DU> <e+1> (DEH e

a = G—,u-55< L

e+1
M) (Dy —e (1= Dy)).
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Then, we obtain a < 0, that is we have a lump-sum subsidy if

IN

G . 1 e+l
v = < (emom) @00

< (erm) (57
€ e+1
- (@) ~(eom)

Note that the term % denotes the tax revenue expressed as a proportion of the average income
computed in the case of no-taxation. Figure 2 illustrates the combinations of dispersion D,
and elasticity ¢ levels that identify the threshold where a = 0 for the three cases of percentage
revenue % equal respectively to 0%, 20% and 50%. These values are associated respectively
with the bottom, the central and the top dashed curves in the graph. The values associated
with a positive subsidy are those above the reference revenue curve. For the combinations
below the curve the optimal taxation scheme involves the use of a lump-sum taxation. Note
moreover that for all the combinations of ¢ and D, that are below the bottom threshold line the
optimal tax system envisages only a lump-sum taxation, while for all the combinations above
the bottom threshold line we have a positive value of t*. That is the tax scheme is such that the
proportional taxation supplements the lump-sum transfer. For instance, in case of a revenue
requirement % = 0.2 we have that all the combinations of values of ¢ and D, that are below
the bottom threshold line are associated with a lump-sum taxation. For the combinations that
are comprised in between the two bottom threshold lines we have that a lump-sum taxation is
combined with a proportional taxation, while for those coinciding with the central threshold

line the revenue is obtained solely with proportional taxation. Finally, for the values above the

central threshold the revenue requirement is covered combining proportional taxation with a
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lump-sum subsidy.

D 1 |I I |
1 | == (=03
08k Proportio’nal fax & — U0 i
| Lump-sui subsidy (=

( 01 02 03 04 0§ 06 07 08 09 1

Fig.2. Combinations of € and D, affecting the sign of the lump-sum transfer.

3.3.2 Optimal two brackets redistributive taxation

In this section we move to a two brackets piecewise linear income tax scheme. We consider two
different regimes which depend on the ranking of the two marginal tax rates. In particular we
start with the case of increasing marginal tax rates with a no tax area for all incomes lower
than a given threshold. Then, we focus on a tax schedule exhibiting decreasing marginal tax
rates, where all incomes lower than a given threshold are subject to a proportional taxation,
while for those above the marginal tax rate is set equal to zero. Hence, these incomes pay a
lump-sum tax. For both regimes, we formalize the government’s optimization problem, then

we provide a quantitative illustration of the optimal solution by using numerical simulations.
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Two brackets taxation with no tax area

In this subsection we consider a piecewise linear tax schedule T'(y) with a tax exemption area
for gross incomes y lower than y; and a proportional taxation at rate ¢ for incomes above y;

that is:
0 Zf ye [07y1)

tly—wy) ify>wu

T(y) :==

Let y(p) denote the gross income quantile function with no taxation. Under the assumptions on
the shape of T'(y) and on agents’ preferences in (3.1) the associated post taxation gross income

quantile function y(p) is:

y(p) if y(p) <
ye(p) == 0 if y1 < y(p) < (1371“8 ) (3.11)
y(p) A —1)° if 725 <y(p)

or alternatively

i (p) == y(p) if y) <w (3.12)
max{y(p)(1 — )%} if y1 <y(p)

Define p!' := inf{p : y(p) = y1} and p¥ := sup{p : y(p)(1 — t)* = y1}. Note that p!’ depends
on t for a given €. We have that for all individuals in the positions included in the interval [pF,
pi] the gross income is ;.

Then the associated SEF based on net incomes is

Py iz 1
W= [ ot [ 0@+ [ 0@+ -0 66 0 -0 = m)dp—a

with the revenue constraint

1
G=a+t [ W) (1-0"—uldp

1
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It then follows that the tax schedule optimization problem requires to derive

gt = [T o@uern [ 0w (313)
[ ow [ye =07 + o] dp
pll
it [ 1= - nldp-G

BW’J and %V;”.To simplify the

The F.O.Cs. for the optimal level of ¢ requires to compute

exposition we assume that the cumulative distribution function is increasing with at most a

H
finite number of discontinuities such that the r.h.s. and the Lh.s. of 85; , agtl nd of gpl , %pl
Y1 Y1

exist. Let py := f H y (p) dp and pq (1—Dy1) f i v ( p) dp, that is we compute the average
income and the abbreviated SEF for the distribution where for all p < p¥ all incomes are set
equal to zero and coincide with y (p) for p > p{{ . We can then derive (the detailed calculations

are illustrated in Appendix Al):

8?;11 — (1 - t)s (6 + 1) Mlel — [V(p{{) _p{{] Y1 — [y (1 o t)e—l
832/1” = V() =V (@) +t(1 -V (pih) —t(1 - p}l).

It then follows that the F.O.C. w.r.t. the tax rate t € (0,1) requires that

. e
3(?:@:0—>(1—t)5(6~|—1)Dv1—(1_t)€—1€:[ (p1 )M pl]yl,
1

implying that

Vipt') —pi'] 1

e—1 .
1= [(1=t)(e+1) Dy —¢] = m

(F.O.C. t)

While the F.O.C. for an internal solution w.r.t. y; requires to set %V;“ = 0, it then follows that

oW,
o

0=V (off) -V oh) =t [V of) o).
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Recall that by construction V' (p) > p for all p € (0, 1), it follows that

Combining the two F.0O.C's we have
(=07 -0+ )Da—) = Vi) -] 2
1
L, V-t
V (pf') —pf"

A special cases. Before moving to the general solution it is useful to highlight the solution
for the special case where labour supply is fixed, that is when € = 0.
In this case pif = pl’ = p; and the partial derivatives w.r.t. ¢ and y; of the objective function

are

1 1
Tl /v(p)[yl—y(p)]dp+/ [y (p) — y1] dp

p1 p1

= [ o) -l o

pP1
= Dy — [V(p1) —p1]y1 >0,

for all p; € [0,1), and

< 1
%ZU = t/pl [v(p) = 1ldp = =t [V (p1) — p1] <0,

for all p; € (0,1) and for all ¢ > 0. As a result t* equals the maximal admissible value of the
marginal tax rate and y; = 0. So irrespective of whether the weighting function is inequality
or polarization sensitive the optimal redistributive policy is to tax at 100% all incomes and
redistribute them equally eventually keeping the share of income necessary to cover the revenue

requirement G.

The general solution. Recall that by construction pyDy1 > [V (p1) — p1]y1 and V (p1)—p1 >
0 for all p; € (0,1). Note also that for any p; by construction D,; > D, both in terms of

inequality and polarization evaluations, with P,; < .
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Moreover recall that the partial derivatives of the objective function are

Wy em e e
ot (1—t)1_€ +(1=1)" (e + 1)y Dy [V(Pl) P1]y1
oW,

Gl = Vi) =V e =V ol o]

Note that 8};1/” is decreasing in t for £ < 1, also verify that for ¢ = 0 we have that

oW,
ot

= Dy —epy (1= Dy1) — [V(pi!) — p{'] w1,
t=0

W,
]

7~ < 0. These conditions guarantee that for suf-

ficiently small values of ¢ there exists a value of ¢ € (0,1) s.t. 8}5;” = 0. Moreover, for small

while for high values of ¢ we obtain that

values of D,; and sufficiently large values of € we could have that agt/” . < 0. If this is the

case then t* = 0. Recalling that P,; < I,1, it follows that for polarization evaluations with

sufficiently high levels of € the optimal marginal tax rate t* equals 0.

Taking into account the partial derivative %‘;Vl”, then when ¢* € (0,1) we have that the

optimal threshold should satisfy the F.O.C. where %V;/l” = 0. The case where y; = 0 is ruled out

as ¢ increases because in this case both ¢* decreases and V (p{{ ) -V (plL) increases for a given

Yi1-

Illustrative simulation results. A quantitative illustration of the optimal two brackets
linear piecewise tax system with a tax exemption area at the bottom of the income distribution
is presented in Tables 1 and 2 for Gini and Polarization SEFs respectively.?

Recall that the simulations are based on a Pareto distribution of gross incomes under no

taxation which is bounded between 20 and 327, whose mean is equal to 48.04, while the level

?The simulations are generated according to the model presented in Chapter 2 which is summarized in
Appendix B at the end of this chapter.
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of Inequality and Polarization are equal to 0.37 and 0.11 respectively?.

Table 1. Optimal tax system: Gini based SEF.

G € t Y1 a G € t Y1 a

21 21

0.1xp|001|97% | 11.3% | 1992 | 02xpu |[0.01|97% | 11.3% | 15.12
4.5% 4.5%
25 25

0.1xp | 0.1 | 80% | 424% | 947 |[02xpu | 0.1 | 80% | 42.4% | 4.67
14.9% 14.9%
29 29

01xp| 02 |66% | 57.2% | 460 |[02xpu| 0.2 |66% | 57.2% | —0.20
15.7% 15.7%
36 36

0.1 xpu| 04 | 47% | 70.6% | 030 || 02xpu| 04 | 47% | 70.6% | —4.51
13.3% 13.3%

Note. The first two values reported in the column y; express the threshold in terms
of the income level and the associated percentile in the income distribution.

The third value represents the fraction of population with a gross income equal to .

3In order to illustrate the impact of the combinations of the initial gross income dispersion and the level
of labour supply elasticity we consider alternative gross income distributions, with different levels of dispersion
(inequality and polarization) which are obtained by changing the bounds of the Pareto distribution. The results
of the simulations with these alternative distributions are reported in Appendix B at the end of this chapter.
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Table 2. Optimal tax system: Polarization based SEF.

G € t Y1 a G € t (7 a
23 23
0.1xp|0.01]92% | 211% | 1750 || 0.2x p | 0.01 | 92% | 21.1% | 12.69
2.9% 2.9%
29 29
01xp| 01 | 31% | 445% | 1.34 || 02xp| 01 | 31% | 445% | —3.47
4% 4%
31 31
0.1xp|015] 6% | 475% | —3.62 || 02xp | 0.15 | 6% | 475% | —8.42
0.6% 0.6%
0.1xpu| 02 ] 0 0 —480 [ 02xpu| 02 ] 0O 0 —-9.61

In both Tables, the left (right) panel reports the simulations when the revenue requirement
is equal to 10% (20%) of the average income. As anticipated in our analysis the design of the
tax scheme, that is the optimal choice of y; and t, is independent of the revenue requirement
G. This aspect is clear from the optimization problem in (3.13) where G does not affect the
first order conditions for optimization. The the use of lump-sum taxation or subsidies depends
on the difference between the revenue generated by the optimal taxation scheme compared to
the revenue requirement. When this difference is positive (negative) the proportional taxation
is supplemented with a lump-sum subsidy (tax).

More specifically, for the Gini based SEFs Table 1 shows that the threshold y; is increasing
in the level of labour supply elasticity while the marginal tax rate ¢ decreases.

In case of polarization sensitive SEFs (Table 2) the simulations generate higher values for
y1 and lower values for ¢ for a given level of elasticity, (compare rows 1 and 2 of Tables 1 and
2). However, as elasticity increases the marginal tax rate sharply decreases (compare first three
rows of Table 2) and for elasticity level ¢ > 0.2 the optimal marginal tax rate is 0 and the

optimal taxation scheme reducing polarization is only based on lump-sum taxation.
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Two brackets taxation with zero marginal tax rate at the top.

This subsection focuses on a two brackets income tax scheme with decreasing marginal tax
rates. More specifically, gross incomes lower than g; are subject to a proportional taxation
with marginal tax rate 7, while the marginal tax rate above this threshold is set equal to zero.
That is, gross incomes greater than y; are subject to a lump-sum taxation. The tax function
7 (y) is:

Ty if y€(0,p]

T if Yy >

T(y) ==

Let y (p) denote the gross income quantile function with no taxation. Under the assumption of

the tax schedule 7 (y) the associated post taxation gross income quantile function y, (p) is

yp)1—=7)° ifylp) <y

<
y‘r(p) =
y(p) if ylp) >y

Y

which is discontinuous at the income threshold 7 defined as*

TY1

=1+ [ ]

For 7 > 0 and € > 0 the income threshold 7 is always greater than 1, while if 7 - 0 ore — 0
then §¥ — y1. Moreover, if y(p) < ¥ then y.(p) < y;. With this tax system if 7 > 0 there are
no gross incomes at the income threshold y;. Let p := sup{p : y(p) = ¥} denote the position
associated with the income threshold that separates the income recipients with gross incomes
lower than y; from those with gross incomes above y; and therefore subject to 0 marginal tax

rate. The associated SEF based on net incomes is

1

W, = /Opv(p)y(p)(l _T)a+1dp+/]3 v(p) [y (») — Ty1]dp — a

4This condition and all related to the agents’ optimization problem are special cases of those discussed in
details in Appendix B of the previous chapter for the three brackets tax function case.
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with the revenue constraint

D 1
G:a+7'/ y(p)(lT)Edp+T/ y1dp.
0 p

Then, substituting for a from the revenue constraint to the SEF, the social optimization problem

becomes

1
v (p) ly (p) — Ty1l dp

max W, = /0 "o (P yp) (L — ) dp +

791

2 S—

D
+T/ y(p)(1—7)°dp+T1 y1dp — G. (3.14)
0 P

W,
I

The F.O.C's. for the optimal level of 7 requires to compute 8;; v and

To simplify the exposition we assume that the cumulative distribution function is increasing
with at most a finite number of discontinuities such that the r.h.s. and the L.h.s. of g—’z exist.

We can then derive (the detailed calculations are illustrated in Appendix A2):

A~

oW,  opog [ .  1-(1ten(d—7)
5 = —a—yﬁ—TTyl [v(p)s—l— 1_(1_7_)1—1-5 (3.15)
- (e (- )] /0 "o (@) - Nup)dp (3.16)
—e(1 — 7)1 ’ .
(1A ) /Oy(p)dp (3.17)
P
" / (v () — 11 ly1 — v ()] dp, (3.18)
0
and
oW, B _@\i@ R 1—-(1+er)(1—7)°
op  ogoy V! {U(p) Ao (3.19)
+7 (V. (P) - D). (3.20)

Both partial derivatives are presented in order to decompose the effect related to the exis-
tence of a positive elasticity of labour supply and the effect holding with fixed labour supply.

This latter effect is formalized in the last term of both partial derivatives.
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A special cases. As also done for the previous taxation scheme we start by highlight the

solution for the special case where labour supply is fixed, that is when € = 0. In this case

8;5” = /Op [v(p) = 1y —y (p)]dp >0 (3.21)
T V@ -7 >0 (3.22)

Both partial derivatives are positive for all and for all y; and for all 7 > 0. As a result 7% equals
the maximal admissible value of the marginal tax rate and y; = y™®* that is the area with
zero marginal tax rate at the top is eliminated and all individuals are subject to the maximal
marginal tax rate. This result is irrespective of whether the weighting function is inequality or
polarization sensitive. As for the previous tax scheme the optimal redistributive policy is to
tax at 100% all incomes and redistribute them equally eventually keeping the share of income

necessary to cover the revenue requirement G.

The general solution. If ¢ > 0 we obtain mitigating effects on the sign of the partial
derivatives deriving from the distributive and distortionary welfare effects of taxation on labour
supply.

We first consider the first term appearing on both partial derivatives that we denote by

v(p)e + f(e,7) with f(e,7) := =001 For ¢ > 0, the term f(e,7) is positive and

1—(1—7)tFe
increasing in 7 for 7 € (0,1), with lim,; o f(¢,7) = 0 and f(g,1) = 1, moreover it is also
increasing in ¢ with f(0,7) = 0 and lim._, f(e,7) = 1. Considering that g—g > 0, that
07 _ ~|1-(1 1-7)° o7 1 7 e ~
é)ﬁ:y[M} > 0, that 8—;’1:%:%>Oandthatv(p)s>0f0rpe [0,1)

irrespective of whether we are considering the polarization or the inequality sensitive represen-
tation, we have that the first term in (3.15) and in (3.19) is non-positive. Moreover, the effect
is increasing in € > 0 because all the terms are increasing in €.

If we consider first the F.O.C. %‘2/1” = 0, we have that for an internal optimal value for y; it

is necessary that

op 0y . 1—-(1+er)(1—7)°
peal +
oo ' Pt T o

=V{ -p (3.23)
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As V(p) —p — 0 for p — 1, then for sufficiently high values of ¢ > 0 the F.O.C. should
be satisfied for y; > 0. Moreover, considering that vp (p) > vg (p) for p € (3/4,1) and that
Vo) —p=(1-p)?< V() —p=0p(1—p)for p € (1/2,1) then for a given tax rate 7 the
optimal level of y; in the upper part of the distribution should be lower in case of concerns for

polarization. It follows, in line with Mirrlees (1971) result that

Remark 11 When € > 0, the optimal taxation system requires that at least the top incomes
are taxed at a 0 marginal tax rate. For sufficiently low levels of elasticity the threshold yi, is

lower in the case of polarization sensitive evaluations than for inequality sensitive evaluations.

By combining with the F.O.C. related to 85[; v one obtains

oy p
V@) -plger = L-(1+e)(1l- T)e]/ [v(p) — 1] y(p)dp (3.24)
By 0

—e(1— ) /0 "y () dp (3.25)

D
+ /0 [v(p) — 1] [y1 — v (p)] dp, (3.26)
BiA @\M - g
where g% = M = ylw, that is g% = f(e,7)£. It follows that the
L m T[l—(l—‘l’) ] R
associated internal optimal level of 7 should satisfy
. 2
V@ -Asenn = 1-0+90-7 [ pe)-yed G20
P
<=7 [y dp (328)
0
D
+ [ o -1 -y o) (3.29)

This condition can be rearranged as follows
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VB — 5l fe.T)m =su7fﬁﬂwmummw (3.30)
el — 7 /0 "y (o) dp (3.31)

+/Tw@w4nm—ywﬂl—ﬂﬂ@, (3.32)
0

where the term on the l.h.s is always positive, while the last term on the r.h.s. is also always
positive by construction. The derivation of the optimal level of 7 € (0,1) could be obtained
through simulations. We illustrate them in the next subsection by showing that polarization

SEFs exhibit lower level of 7 for any ¢ > 0.

Illustrative simulation results. Tables 3 and 4 provide a quantitative illustration of the

optimal tax system with zero marginal tax rate at the top for Gini and Polarization SEF

respectively.
Table 3. Optimal tax system: Gini based SEF.
G € T Y1 a G € T Y1 a
318 318
0.1 xp | 0.01|97% 40.02 || 0.2 x u | 0.01 | 97% 35.40
99.9% 99.9%
284 284
0.1xpu| 0.1 | 76% 2691 || 0.2xpu | 0.1 | 76% 22.11
99.6% 99.6%
280 280
0.1xu| 0.2 | 56% 18.09 || 0.2x | 0.2 | 56% 13.29
99.5% 99.5%
312 312
0.1xp | 05 | 10% —0.25 | 0.2xu | 0.5 | 10% —5.05
99.8% 99.8%
0.1xpu| 0.6 0 0 —4.80 || 0.2x | 0.6 0 0 —-9.61
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Table 4. Optimal tax system: Polarization based SEF.

G IS T Y1 a G € T Y1 a
128 128
0.1 x p | 0.01 | 93% 35.68 || 0.2 x u | 0.01 | 93% 30.87
94.4% 94.4%
68 68
0.1xpu| 0.1 | 42% 10.86 || 0.2 x | 0.1 | 42% 6.05
83.7% 83.7%
0.1xpu| 0.2 0 0 —4.80 | 0.2x pu | 0.2 0 0 —-9.61

Analogously to the case of no taxation at the bottom of the income distribution, the choice of
the optimal tax system with zero marginal tax rate at the top turns out to be independent of
the revenue requirement G (compare the left and right panels of Tables 3 and 4). For the Gini
sensitive SEF the optimal system requires to tax almost the entire gross income distribution
with a marginal tax rate which is decreasing as elasticity increases. The marginal tax rate is
set equal to zero only for the extreme right tail of the distribution. This finding echoes the
celebrated Mirrlees’ (1971) result of no taxation at the top of the income distribution. For
levels of elasticity € > 0.6 the optimal tax system consists of a lump-sum taxation.

When the focus shifts to polarization concerns the optimal tax system envisages lower values
for 7 and y; for each elasticity level (compare the first two rows of Tables 3 and 4). Then, the
optimal tax system is based on lump-sum taxation for elasticity level € > 0.2.

Therefore, a higher social welfare is associated to a tax system with a no taxation area (for

Gini based SEFs) and with zero top marginal tax rate (for polarization based SEFs).

3.3.3 Optimal three brackets redistributive taxation

In this section we move to a piecewise linear tax system with three income brackets identified
by two income thresholds y; < ys and three marginal tax rates t1,t2,t3 € [0,1). In line with
Chapter 2, we focus only on tax schedule where t; < t9, and then we assume two possible tax
rates regimes, i.e. convex and non-convex, depending on the ranking of ¢t and t3. In particular,

the convex regime is such t; < t9 < t3, while non-convex case deals with configurations where
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t1 < t3 < to.
We formalize the optimal tax problem faced by the non-welfarist government, then we
provide numerical simulations to illustrate the optimal tax system for both regimes under the

case of SEFs sensitive to inequality or to polarization reduction.

Three brackets convex tax system

Under the convex regime marginal tax rates are increasing and the tax function T'(y) is

try if y€[0,4)
T(y) :== 4 tiys +t2(y — v1) if Y€ [y1,92)
iy +t2(y2 —y1) +i3(y —y2) if y =y
Then, from the agents’ optimization problem described in Section 3.2.1 we obtain that the

associated post tax gross income quantile function y;(p) is

y(p) (A —t)" if y(p) < e

Y1 if (1_y7;1)s <yp) < (1_2122)5
ve@) =9 y)A—t)° if iy <y < 255
Y2 iof (1_3/77522)5 <yp) < (1_yt23)a

L y(p) (1 —t3)° if y(p)>(1_1/7§3)6

With this tax regime some agents experience a gross income equal to one of the thresholds ¥
or ya. In particular, define p{ := inf{p : y(p)(1 — 1) = w1}, pi’ :=sup{p: y(p)(1 — t2)° = v},
pk = inf{p : y(p)(1 — t2)° = ya}, and pi = sup{p : y(p)(1 — t3)° = y2}, we have that all
individuals covering the positions included in the interval [pf, p{i ] have a gross income equal

to y1, while for all individuals in the positions p € [p% ,pit ] the gross income is 5.
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The SEF based on net incomes is
Pt . pi!

W, = /0 v (p)y(p)(1 —t1)*"dp+y1(1 — t1) /L v (p) dp

Py

[0 ) - 1+ e 1) do
+[y2(1 = t2) + y1 (t2 — t1)] /]Lg2 v (p)dp

1
v (@) [y(0) (1 )™ + 1 (ks — t2) + 11 (B2 — ) dp — a,

v
24

with the revenue constraint
1

Py
a+t / y(p)(1 —t1)%dp+t1 / y1dp
0 plL
1

G =
Py

st [ )0~ —mldptta [ e dp
p p3

H
1

1
+m/ y(P)(L — t3)° — ys] dp.
p

H

2
We solve the social optimization problem numerically and report in Table 5 the results with
fixed labour supply for Gini and Polarization based SEF's respectively. Note that we assume

that the marginal tax rates can not exceed an upper limit which we set equal to 50%.
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Table 5. Optimal convex tax system with fixed labour supply.

Gini based SEF Polarization based SEF

G ti1 |t | t3 Y1 Y2 a ||t |ta]| t3 Y1 Y1 a
20 20 20 20

0.10x x| 0] 0 | 50% 9.22 | 0| 0 | 50% 9.22
0 0 0 0
20 20 20 20

0.15xu | 0] 0 | 50% 6.82 | 0| 0 | 50% 6.82
0 0 0 0
20 20 20 20

020x | 0] 0 | 50% 441 || 0 | 0 | 50% 4.41
0 0 0 0
20 20 20 20

025xpu| 0] 0 | 50% 201 010 |5% 2.01
0 0 0 0

As shown in Table 5 with fixed labour supply and redistribution the results are completely
different from those obtained in Chapter 2 when redistribution was not allowed. In particular,
here the optimal tax system turns out to be independent of the redistributive objectives and
requires to tax all incomes at the highest admissible tax rate. Then tax revenues net of the
income share covering the revenue requirement, are equally redistributed.

Recall that with no redistribution and fixed labour supply the optimal tax system exhibits
two clear and different patterns of the marginal tax rates. For Gini based SEF there is an
income threshold above which taxation is the maximal admissible and zero below. In the case
of polarization SEF, the optimal tax system requires to tax, at the maximum admissible tax
rate, all incomes within the central interval. Marginal tax rates outside such interval are set
equal to zero.

Tables 6 and 7 reports some selected results of the simulations for positive values of labour
supply elasticity. Simulations results for other level of revenue requirements and different values

of labour supply elasticity are reported in Tables 15A and B for Gini SEFs and in Table 18 for
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polarization SEFs.

Table 6. Optimal convex tax system: Gini based SEF.
G e |t1| t2 t3 (1 Y2 a
24 25
0.1xp |01]0 |45% | 50% 6.02
29% 34%
24 25
02xp|01]0 |45% | 50% 1.22
29% 34%
28 29
0.1xu|02]0|38% | 50% 3.62
46% 52%
28 29
02xu|02]0 |38% | 50% —1.18
46% 52%
35 41
0.1xp|04]0 |35% | 48% 0.34
65% 76%
35 41
02xp|04]0 |35% | 48% —4.46
65% 76%
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Table 7. Optimal convex tax system: Polarization based SEF.

G I t1 to t3 Y1 Y2 a

28 29

01xp| 0.1 | 0] 14% | 31% 1.41
40% 44%
28 29

02xpu| 0.1 |0 |14% | 31% —-3.39
40% 44%
20 31

01xpu 015 0] 0 | 6% ~3.62
0 47%
20 31

02xwp|015]0 0 6% —8.43
0 47%
20 20

0lxp| 02]0] 0 | 0 —4.80
0 0
20 20

02xul 0210 0 | 0 ~9.61
0 0

Similarly to the case with two income brackets analyzed in the previous section, with redis-
tribution the optimal tax system is independent of the revenue requirement for a given value
of labour supply elasticity ¢ > 0. When the revenue generated by the optimal tax system
is greater (lower) than the revenue requirement the proportional tax system is supplemented
with a lump-sum subsidy (tax). For the Gini based SEF the optimal tax system envisages a
no tax area for all incomes within the first bracket (¢; = 0). The threshold y; identifying this
exemption area is increasing in the level of labour supply elasticity. Marginal tax rates within
the other two intervals (t2 and t3) are positive and decreasing with the level of labour supply
elasticity.

When the focus shift to polarization concerns the optimal tax system exhibits lower tax
rates and tends to be based on lump-sum taxation for elasticity level € > 0.2. Recall that
the simulations in Chapter 2 show that, under the assumption of no redistribution and with
€ > 0.2, the optimal convex tax system reducing polarization requires a proportional taxation

with a marginal tax rate increasing in the amount of required revenue.
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Three brackets non-convex tax system

When we assume a non-convex regime of the tax rates we have the following post tax gross

income quantile function y;(p)

y(p)(L—t1)° if y(p) < o2

Y1 if Ty <yp) < by
y(p) (1 —t2)" if g <y(P) <V
y(p)(L—t3)* ify(p) >y

vt (p) =

)

where gross incomes are the same for all incomes that are in the first bracket and at the
first threshold, while the result changes for incomes within the second and the third bracket.
In particular, differently from the convex regime, there are no agents experiencing a gross
income equal to the second income threshold y2, where the gross income distribution exhibits
a discontinuity. Hence, there exists a threshold level 3 such that all incomes lower than 7 fall

in the second bracket, while all incomes above ¥ belong to third bracket. This threshold is

(ta —t3) Y2
(1 _ t3)(1+€) _ (1 - t2)(1+£)’

yi=(1+¢)

and it is derived in Appendix B of Chapter 2. Define pf := inf{p : y(p)(1 — t1)° = w1},
pi = sup{p : y(p)(1 — t2)° = y1} and p := sup{p : y(p) = J}, we have that the SEF based on
net incomes is

P
w, = |
0

L
1

V- ) [ o)

L
1

[0 o) - e+ a0 do
1
+ [ [p0) -t e — 1)+ (2 - 10)] do -
p
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with the revenue constraint

1

pt
G = a+t1/ y(p)(ltl)sdertl/Lyldp
0 p
P L
+m/ MMO—@Y—MM@+Q[(m—yﬂ@
p

I p

1
+m[¢mmu—mf—mwp

The social optimization problem is solved numerically for values of elasticity ¢ > 0. Table 8
reports the simulations results related to case of fixed labour supply, while Tables 9 and 10

illustrate the optimal non-convex tax system for inequality and polarization sensitive SEF's

respectively.
Table 8. Optimal non-convex tax system with fixed labour supply.
Gini based SEF Polarization based SEF
G t1| t2 t3 Y1 Y2 a | t1 | t2 t3 Y1 Y1 a

20 20 20 20

0.10x || 0 | 50% | 50% 9.22 1| 0 | 50% | 50% 9.22
0 0 0 0
20 20 20 20

0.15x u || 0 | 50% | 50% 6.82 | 0 | 50% | 50% 6.82
0 0 0 0
20 20 20 20

020 x || 0 | 50% | 50% 4411 0 | 50% | 50% 4.41
0 0 0 0
20 20 20 20

025 x || 0 | 50% | 50% 2.01 (| 0 | 50% | 50% 2.01
0 0 0 0

With fixed labour supply the optimal tax non-convex tax system coincides with the convex
one and it is independent of the distributive objective. All incomes are taxed with the highest
admissible tax rate and then the amount of revenue exceeding the revenue requirement is equally

redistributed.
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Table 9. Optimal non-convex tax system: Gini based SEF.

G e |t1 | to t3 Y1 Y2 a

24 24
0.1xpu|01] 0 |50% | 50% 6.05

30% 30%

24 24
02xu|01]0]50% | 50% 1.25

30% 30%

28 240
0.1xp|02] 0 |50% | 35% 3.69

49% 99%

28 240
02xu|02]0]|50%|35% 111

49% 99%

36 210
0.1xpu|04] 0 |49% | 19% 0.47

1% 99%

36 210
02xpu|04] 0 |49% | 19% —4.33

1% 99%

Table 9 shows that the optimal non-convex tax system reducing inequality always require a no
tax area which is increasing as elasticity increases (see column ;). Then, unless when elasticity
is low (¢ <0.1), the optimal value of ¢3 is lower than t2 and this difference becomes sizeable as
the labour supply elasticity increases. This result is in line with the case of two income brackets

(see Table 3) and with the simulations in Chapter 2. However, differently from these last ones,
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when redistribution is allowed, it is always optimal to set ¢; = 0.

Table 10. Optimal non-convex tax system: Polarization based SEF.

G e |t ]| ta | t3 Y1 Y2 a
29 66

01xpu| 0.1 |0]|50% | 0% 0.42
47% 83%
29 66

02xpu| 0.1 | 0| 50% | 0% —4.38
47% 83%
30 54

0.1 xp|015] 0 | 50% | 0% —1.07
52% 7%
30 54

0.2xpu|015] 0 | 50% | 0% —4.38
52% 7%
30 48

0lxpu| 02 |0 |46% | 0 ~2.03
53% 72%
30 48

02xpu| 02 |0|46%| 0 —6.84
53% 72%

As to polarization SEFs, the optimal tax system is such that taxation is the maximal admissible
within the central interval, whose size is reducing in the level of labour supply elasticity. More-
over, differently from the case with no redistribution (Chapter 2), the optimal marginal tax
rates outside the central interval are always equal to zero and lump-sum taxation supplements
proportional tax in order to cover the revenue requirement.

To summarize the optimal three brackets tax system reducing income inequality is convex
unless when the level of labour supply elasticity is high, while the optimal tax schedule to
reduce polarization is non-convex. Last, we derive the optimal three brackets tax system by
considering gross wage distributions with different levels of pre-tax inequality and polarization.
The simulations results are reported in Tables 16 and 17 for Gini SEFs and in Tables 19 and
20 for polarization SEFs. The results we obtain show that when the level of initial inequality
is not high the optimal three brackets tax system for Gini based SEF is non-convex (compare

Tables 16 and 17 in Appendix B). While for the polarization SEFs the optimal three brackets
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tax system is always non-convex (see Tables 19 and 20 in Appendix B).

3.4 Concluding remarks

In this paper we derive the optimal income taxation redistributive scheme under two non-
welfarist objectives, i.e. inequality or polarization reduction. We consider a set of alternative
piecewise linear tax schemes integrated with lump-sum taxation and subsidies. More specifically,
we analyze tax systems with two and three income brackets, as well as different tax rates regimes
depending on their ranking. These different configurations are evaluated according to a rank-
dependent social evaluation function defined over net incomes, which formalizes the specific
government’s non-welfarist objective.

The interesting aspect of this work is related to the introduction of a redistributive mech-
anism that leads to results contrasting those obtained in Chapter 2. In that case, indeed,
redistribution was not allowed and the focus was on the socially desirable mechanism collecting
a given revenue requirement.

There are four main interesting results. First, intuitively with fixed labour supply the
optimal tax system is based on a proportional taxation with the highest admissible tax rate.
The collected amount, net of the income share covering the revenue requirement, is equally
redistributed. This result is independent of the non-welfarist distributive objective.

Second, with positive values of labour supply elasticity the non-welfarist objective becomes
a crucial determinant of the shape of the optimal tax system. In particular, simulations results
show that the optimal two brackets system reducing inequality requires a no taxation area
below a given threshold and proportional taxation above. As elasticity increases, the threshold
and the tax rate increases and decreases respectively. In case of polarization reduction, the
optimal two brackets tax system requires a proportional taxation for all incomes below a given
threshold a zero marginal tax rate for all incomes above. Both the threshold and the tax rate
are decreasing in the level of labour supply elasticity, and for value of € > 0.2 the optimal tax
system is based only on lump-sum taxation.

With three income brackets we obtain that the optimal tax system for Gini based SEF is

convex unless when labour supply elasticity is high. Moreover, the optimal tax system reducing
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inequality is convex when the initial level of gross income dispersion is high. As to polarization
reduction the optimal tax system is always non-convex. In both cases the marginal tax rates
are decreasing in the level of labour supply elasticity.

Third, the design of the optimal tax system is independent of the revenue requirement, and
the sign of the lump-sum transfer depends on the difference between the collected amount and
the required revenue. Moreover the sign of the lump-sum transfer is affected by the combination
of the level of labour supply elasticity and the index of gross income dispersion.

Last, it is more likely that the optimal tax system is based only on lump-sum tax with

polarization sensitive SEF's.

Appendix

Appendix A

In Appendix A we illustrate the main calculations related to the optimization problems behind
the derivations of the optimal two brackets redistributive taxation schemes.

A.1 The calculations for two brackets with no-tax area.

The partial derivatives w.r.t. the choice variables for the optimization problem in (3.13) are

respectively 8W“ and 8W” . We derive them here in details. We first consider
oW, opH . opt
=0 = o (o) T o (ol |y (1) (1= )7 |
! : ' H ot
/ v(p)y(p) (e +1)(1-1) dp+/ vp)ydp =ty (pr) 1 =1 -] =,
i Py’
1 1 .
s [ v a-o -mldp -t [y -0 dp
i pi
opl! . opi!
= v (l!) T v () [y (of) (1= 0)7 (= )+ 1] -
1 1 " ap!t
—<e+1>/Hv<p>y<p><1—t)sdp+/Hv<p>yldp—t[y(m ) (1= 1) — ] 25
Py Py

1 1
+/Hy(p)(1—t)€dp—/ yidp — t/ y(p)e (1 —1t) " dp.
Py p

Py
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Recall that y (pf') (1 — ¢)° = y1 we then obtain

1 1 1 1
+/ v(p)ylder(l—t)a/ y (p) dp—/ y1dp—t€(1—t)8_1/ y (p) dp.
pH pl pH p

H
1

Let fle y(p)dp = p; and fpl{{ v(p)y(p)dp = (1 — Dy1), that is we compute the average
1
income and the abbreviated SEF for the distribution where for all p < pi’ all incomes are set

equal to 0 and coincide with y (p) for p > pif. We then obtain

oW,
ot

= —(1= e+ D) m—Du)— [V = pff ]y + (1 - t)° [1_ 1:6} !

i
= (=t DD = VO~ + (1= 0 1= e = 4 )

= (1=t e+ mDu— Vi) —plly—ma-t) e

In order to derive the F.O.C. w.r.t. the income threshold level y; we compute

an 8pf L L / vl aplL I apllq H
= 22 + dp —y1 = - +yro
0 3u," (p1) y(p1) y v (p)dp — 11 Boy" (p1) + 1 B (p1)

o’ H e+l '
=P (pl!) [y () (1= 7 + 1y +/ v (p) tdp
Y1 pH

_ap{I H e _ /1
a—ylt [y (p1 ) (1—1¢) yl] t , dp.
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Recall that y (pf') (1 — ¢)° = y1 and y(pl) = y1, it follows that

ow, pi! apH opt
L = dp + Lo (pf) — =L (p¥ 1—t)+1t
oy / v (p)dp+y15 v (p1') = 50 (1) [y (1= 1) + ty)

1

A.2 The calculations for two brackets with no marginal taxation at the top.

The partial derivatives w.r.t. the choice variables for the optimization problem in (3.14) are

respectively
oW, o 11 0P . (P
= p@I-) G -1 -7 [ o) (3.33)
or or 0
o op 1 - _Op
@l g - w [ oG g1
T I’; T
5 P e—1 P A~ 81/7\
+(1—-7) / y(p)dp —T1e(1—7) /y(p)dpﬂ/l(l—p)—Tyl8
0 0 T
for the tax rate 7, and
8Wv N o~ e+1 aﬁ ~ ~ 81/7\ /1 o~
= - = — —Ty] = — 34
g = @@= @@ -l g -7 [ oG (330
by () (1) S 4 (1) Ty

for the income threshold level y;

We now simplify and readjust these equations, starting from 82;5 v
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Recalling that y(p) = y and readjusting (3.33) we obtain

88”;” = [a-rF-re-n)] /Opy(p) dp+y1 (V(p) — D)

(41— /O "o (p) y(p)dp
op

+o - @ IO - =@ -] I 7) =] (3.35)

Recalling that

~ Y1
1+ , 3.36
7= 049 | (3.30
and substituting we get
3WU - T P PR
o = = 1= e [yt v@ -9
2
@+ =7 [T o)
op Iy Y -~ €
to  Fv@ A +e)yr+v@) i+ 7y (L - 1) — Tyl
oW, wl : Y
o7 = E |:—'U (p) ETY1 + 7 (1 — T) (1 + E) |:]__(1_7—)1+6:| — Ty1:|
g T ﬁ d AN A~
ra=n - e [y ) -5)
P
~a+2 =7 [ v (337
where the term in the first square bracket could be simplified as —v (p) e+ T(lfT)El(l_J(rf)_;;ﬂ(j*T)lﬂ =
—v(p)e— % It follows that
oW, op 1—(1+er)(1—7)° .
o~ o " [ e e
€ T P ~ ~
ra=n - | [y ) -5) (3.38)
(1=7)"1Jo

(41— /0 "o () y(p)dp.
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The terms in (3 38) can be further readjusted by adding and subtractmg fo —y1]dp —

fo — y1] dp, while in the first term one can consider that = gg g?;’ where gy could

be computed by considering the definition of ¥ in (3.36) so that after 51mp11ﬁcat10ns one obtains

ow,  0poy . —(1+er)(1—7)°
or — ogor ! [”(p)ﬁ 1—(1-7)tF }
+(1 -7 [1—(1_)} [ vwdo+0n v -5)

[T -0l -y )y (3.39)
0

that leads to the following partition of the components

oW, 9poy o 1-(1+en)(1-7)F
ar ayaTTyl[”(p>” (1)

+i-@raa-n [ "o @) - Nup)dp
_ _r e—1 P
e(1—-1) /O y (p)dp

2
+ [ @ -1 -yl (3.40)
We now consider %‘;V;”, recalling that y(p) = ¥ and readjusting (3.34) we obtain
oW, [ P op BN p
v v 1—71 E+1] -+ _ 4 _r Yy
m Py —7) o (®) [J — 71l i
- op N~ Ip
+7(1—7)° =—+7(V(p)—p) — Ty1—
y(1-7) o (V(0)—p)— 90
After rearranging the terms we get
oW, Ip

= FA-7)7l-v@I+7L-v@]-FJA- Q=) 0@ -mn [l —v®)]] 5 -

+7(V(p) — D).

o oy
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Note that the first term that multiplies g—fl has already been simplified in the above calcula-

. AW, : Op ._ 9p Oy 9y
tions for Z57¢, moreover we can consider that Byr = 95 0y where T could be computed by

considering the definition of 7 in (3.36) so that after substitutions we obtain

oW, op 0y . 1-(14en(1-7)F
= —a0=a +
oy, oy [Vt T

Appendix B

In this appendix we recall the main aspects of the simulation procedure which is described in
Chapter 2 and then we provide additional tables whose results supplement those presented in
this chapter.

All simulations are based on a Pareto distribution of 1000 individuals gross wages. This
distribution is truncated both above and below and it is generated following Apps et al. (2014).
In particular, as in Apps et al. (2014) we assume that the lower bound is equal to 20, while

8" percentile®. This distribution is equivalent to the case

the upper bound corresponds to the 9
(1.a) in Apps et al. (2014) and the associated levels of inequality and polarization are 0.37 and
0.11 respectively.

In order to investigate the impact of the dispersion level on the optimal tax system, we
consider two alternative distributions characterized by different levels of inequality and po-
larization. These distributions are obtained by changing the bounds of the first distribution,
keeping the mean constant. In particular, the second distribution is bounded between 17 and
1009, with pre-tax inequality and polarization equal to 0.45 and 0.10. The third distribution is
bounded between 25 and 142, while the level of inequality and polarization are 0.26 and 0.18.

The graph below illustrates these three distributions.

"Recall that the cdf of a Parcto distributed variable z is F (z) = 1 — (%)a7 where L is the scale parameter,

representing the lower bound of the distribution, while the parameter « is the Pareto index. Given L = 20 and
a = 1.4, it follows that the value associated to the upper bound is equal to 327.
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Fig. 3. Simulated gross wage distributions.

Recall that the agents’ utility function adopted in the paper leads to a labour supply elasticity
which is constant throughout the entire distribution. Moreover, for a given wage distribution,
changes in the level of labour supply elasticity have two effects: first, they impact on the gross
income distribution in absence of taxation; second, they determine the individuals’ reaction
to taxation. In this work, we want to focus only on the second effect, hence when the labour
supply elasticity changes, we keep constant the gross income distribution in absence of taxation.
To this end, we need an appropriate rescaling of the wage distribution, where each element is
raised to the power of (14 ¢) (see equation (3.4) and set t =0, k = 1/a and o = ££1).

The simulations are performed by using a grid search method. More specifically, we define
the grids for the three tax rates and for the two thresholds. Then, for each combination of
these tax parameters we compute the value of the demo-grant which keeps the government
budget balanced and then we compute the value of social evaluation function. Last, we select
the combination of policy parameters associated with the highest social welfare.

The following tables report the simulations results for different tax systems, with two and

123



three income brackets, under different regimes of the tax rates.

Simulations results for two brackets tax system

Table 11. Optimal tax system: Gini based SEF. Distribution 2.

I =0.45. No-tax area Zero top marginal tax rate Opt.
G € Y1 t a SW Y1 T a SW Syst.
18
900
0.10 x p || 0.01 12.6% | 98% | 21.43 | 39.51 98% | 40.46 | 40.97 || ZeroTop
99.9%
4.8%
22
850
0.10 x ¢ || 0.1 46.2% | 84% | 11.39 | 32.40 80% | 27.95 | 32.43 || ZeroTop
99.9%
15.7%
23
800
0.10 x p || 0.15 52% 7% | 8.90 | 30.46 72% | 23.79 | 29.87 || No-tax
99.9%
17.3%
25
800
0.10 x || 0.20 59.8% | 73% | 6.83 | 29.02 64% | 20.28 | 27.99 || No-tax
99.9%
17.8%
32
800
0.10 x p | 0.40 74.9% | 58% | 2.19 | 25.93 37% | 9.98 | 23.74 || No-tax
99.9%
15.9%
37
850
0.10 x & | 0.60 80.9% | 48% | 0.13 | 24.44 18% | 2.88 | 22.01 || No-tax
99.9%
14.2%
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Table 12. Optimal tax system: Gini based SEF. Distribution 3.

I =0.26. No-tax area Zero top marginal tax rate Opt.
G € Y1 t a SW Y1 T a SW Syst.
26
137
0.10 x w || 0.01 10.4% | 96% | 14.97 | 41.25 96% | 39.85 | 41.22 || No-tax
99.5%
4.4%
31
127
0.10 x v || 0.1 41.8% | 2% | 4.86 | 35.25 66% | 23.72 | 34.49 || No-tax
98.4%
13.2%
33
128
0.10 x w || 0.15 48.9% | 62% | 2.51 | 33.90 51% | 17.26 | 32.82 || No-tax
98.5%
13.5%
35
129
0.10 x p || 0.20 54.5% | 54% | 0.89 | 33.02 64% | 20.28 | 27.99 || No-tax
98.6%
13.2%
44
25
0.10 x o | 0.40 69.6% | 32% | —2.49 | 31.47 0 —4.80 | 30.62 || No-tax
0
9.6%
52
25
0.10 x & | 0.60 775% | 21% | —3.68 | 30.98 0 —4.80 | 30.62 || No-tax
0
7.1%
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Table 13. Optimal tax system: Polarization based SEF. Distribution 2

P =0.10 No-tax area Zero top marginal tax rate Opt.
G € Y1 t a SW Y1 T a SW Syst.
20
158
0.10 x p || 0.01 23.2% | 92% | 18.81 | 41.81 93% | 33.09 | 41.84 ZeroTop
95.9%
2.7%
24
63
0.10 x p || 0.1 41.7% | 32% | 2.40 | 38.63 44% | 9.65 | 38.80 ZeroTop
84.4%
3.2%
27
59
0.10 x g || 0.15 48.9% | 10% | —2.64 | 38.31 20% | 1.76 | 38.37 ZeroTop
82.9
1%
17 17
0.10 x w || 0.20 0 —4.80 | 38.28 0 —4.80 | 38.28 || Lump-sum
0 0
Table 14. Optimal tax system: Gini based SEF. Distribution 3
P =0.18 No-tax area Zero top marginal tax rate Opt.
G € Y1 t a SW Y1 T a SW Syst.
29
93
0.10 x p || 0.01 23.5% | 91% | 11.99 | 41.75 92% | 37.02 | 41.79 ZeroTop
92.2%
2.8%
35
66
0.10 x o || 0.1 44.5% | 30% | —0.56 | 38.68 31% | 8.21 | 38.67 ZeroTop
81.6%
3.2%
38
25
0.10 x g || 0.15 49.5% ™% | —3.87 | 38.44 0 —4.80 | 38.43 No-tax
0
0.8%
25 25
0.10 x w || 0.20 0 —4.80 | 38.43 0 —4.80 | 38.43 || Lump-sum
0 0
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Simulations results for three brackets tax system
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Chapter 4

Optimal Non-Welfarist Taxation
with Non-Constant Labour Supply
Elasticity

In this work we derive the socially desirable non-welfarist tax scheme under the assumption of
non-constant labour supply elasticity. We consider a class of social evaluation functions that
allows to formalize redistributive objectives related to income inequality and polarization.

The focus is on the optimal tax system collecting a given amount of per-capita revenue
when redistribution is not allowed. We consider a three brackets piecewise tax system with
two possible different tax rates regimes, i.e. convex where t; < ts < t3 and non-convex where
t1 < t3 < to.

In the case of inequality concerns, the optimal tax system is convex with a no-tax area
which vanishes when the revenue requirement is high. For polarization concerns the optimal
tax schedule is non-convex.

Last, for social evaluation functions taking into account both inequality and polarization
considerations, the convex tax system is more likely to dominate the non-convex configuration

for high levels of inequality and polarization.
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4.1 Introduction

A typical optimal taxation model which aims at deriving the shape of the optimal tax schedule,
is formalized as a constrained maximization exercise. That is, a policy maker maximizes a
social welfare function subject to a budget constraint and taking into account agents’ reactions
to taxation. Therefore, this exercise represents the formalization of the trade-off between equity
and efficiency which is at the core of the optimal taxation theory. In other words, the need
to satisfy the revenue requirement and the distributive objectives has to be balanced with the
efficiency losses associated with the taxation.

Tuomala (1985) provides a simplified formula for the optimal linear tax which makes explicit
the equity-efficiency trade-off. In particular, the more responsive are the agents to income
taxation, the higher are the efficiency costs and the lower the tax rate. At the same time, the
optimal tax rate is increasing in the level of inequality within the wage distribution. Another
formulation of the optimal linear tax, where this trade-off is easily identifiable, is the covariance
rule provided by Dixit and Sadmo (1977) and Atkinson and Stiglitz (1980).

Therefore, as demonstrated by Ebert and Moyes (2003 and 2007), the design of the redis-
tributive policy can not ignore agents’ behavioral responses to taxation. However, given the
complexity of the tax systems, agents can react along different potential dimensions. For in-
stance, agents may decide to change their labour supply or to stop working. The first decision
is known as intensive margin, while the second is called extensive margin.!

Then, assessing labour supply responses to taxation is a crucial element in the design of
the optimal tax policy. Typically, these reactions are estimated within structural models and
measured by the wage labour supply elasticity. The picture arising from the empirical literature
is that these reactions differ according to the gender, the marital status and the socio-economic
background of agents, moreover there is no a broad consensus about the size of these reactions.?

In this work we take into account that agents’ reactions to taxation can differ. In particular,

we consider the case where wage labour supply elasticity is decreasing in the level of agents’

! Behavioral responses to taxation can involve the possibility to evade tax or the decision to shift income into
sources taxed with lower tax rate. However, in this work we do not consider these dimensions and we focus only
on reactions in terms of labour supply changes.

?See Bargain and Peichl (2016), Bargain et al. (2014), Meghir and Phillips (2008), Saez et. al (2009) for a
review of the literature on labour supply responses to taxation.
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wage. This scenario is consistent with the findings of many studies (see Aaberge et al. 1995,
2002 and Aaberge and Colombino 2013). Then, we aim at deriving the optimal non-welfarist
tax system reducing income inequality and income polarization. More specifically we want to
see how the assumption of non-constant labour supply elasticity changes the results obtained
in Chapter 2, where the focus was on the identification of the socially desirable mechanism
collecting a given level of per-capita revenue, under the assumption of constant labour supply
elasticity.

The introduction of non-constant elasticity represents the first extension with respect to
Chapter 2. A second novelty is the consideration of a third weighting function taking into ac-
count at the same time both inequality and polarization concerns. In particular, this weighting
function is obtained as a combination of the two weighting functions adopted for inequality and
polarization considerations.

As in Chapter 2, here we consider a piecewise linear tax system with three income brackets
and no redistribution of the collected revenue.

The results we obtain are qualitatively in line with those derived in Chapter 2. More specifi-
cally, the optimal tax system reducing income inequality is convex with increasing marginal tax
rates. As to polarization reduction the optimal tax system is non-convex, while for the third
weighting function combining inequality and polarization considerations, the optimal tax sys-
tem depends on the levels of pre-tax inequality and polarization. In particular, when inequality
and polarization before tax are high the optimal tax system is convex.

The differences with respect to the results obtained in Chapter 2 are related to the features
of the labour supply elasticity profile. In particular, since we consider a labour supply elasticity
decreasing in the level of wage, we obtain that the tax rates in the first bracket are always
lower than those derived in Chapter 2, where elasticity is constant and lower. Moreover, here
the median income is always within the first interval and taxed with lower tax rates than in
Chapter 2.

The rest of the paper is organized as follows. In Section 2 we briefly introduce the social
evaluation model used to evaluate the tax systems. The optimization problems faced by the non-
welfarist policy-maker and by each agent are described in Section 3. The numerical solutions

of the optimal tax systems are presented in Section 4, while Section 5 concludes.
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4.2 The social evaluation model

In this section we recall the social evaluation model adopted to evaluate alternative taxation
policies. In line with the exposition of Chapter 2 we consider a class of social evaluation
functions defined over net incomes, that allows to formalize redistributive objectives related
to inequality and polarization concerns. In particular, when taking into account inequality
considerations the redistributive objective could be quantified in terms of changes in the Gini
index of incomes. Then, an appropriate modification of the positional weighting function allows
to move, within the same social evaluation model, from inequality considerations to those
focusing on the polarization of incomes.

Let F' (y) denote the cumulative income distribution function with quantile function y (p) =
inf{y: F(y) > p} and mean u(F) = fol y (p)dp. Let v(p) > 0 be a set of positional weights
depending on the individuals’ position p € [0, 1] in the income ranking, such that fol v(p)dp=1
and V(p) = [5 v (t) dt.

The rank-dependent social evaluation function [SEF] (see Yaari, 1987, 1988 and Weymark,
1982) aggregates incomes weighted according to the individuals’ position in the income ranking

and it is formalized as

1
W, (F) = /0 v (0)y (p) dp. (4.1)

The specific non-welfarist distributive objective is formalized by the particular form of the
weighting function v (p). As argued in Chapter 2, we consider two families of weights taking
into account inequality or polarization considerations. More specifically, when the focus is on
inequality concerns the weights are linearly decreasing in the individuals’ positions, moving

from poorer to richer individuals. Then, the weighting function v (p) can be formalized as

1-[-2(3-p)ifp< 3
0(p) =i () = { 2Pl irs (12)
1—2(p—%) 1fp>%
In the case of polarization considerations the weighting function is expressed as
2p+1if p < %
v = = Y, 4.3
=)= {0 (43)

where weights are linearly increasing both below and above the median. Moreover, the weighting
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function vp (p) exhibits a jump at the median position p = 1/2, and weights below the median
are higher than those below.

Under both approaches the social evaluation can be summarized by the mean income of
the distribution p (F') and a linear index of dispersion D, (F') dependent on the choice of the

weighting function v. The SEF could then be decomposed as
Wo(F) = u(F)[1 = D, (F)]. (4.4)

However, in this work we also consider a third weighting function which is obtained as a linear

combination of (4.2) and (4.3) and it is formalized as

1 1 15if p <
{ nP= (4.5)

v(p) :=vep (p) = Jve (p) + 5up (p) = 0.5 if p >

D= D=

In other terms, according to (4.5) the weight attached to each net income is equal to the average
between the weights attached by the weighting functions (4.2) and (4.3). Then, all incomes
below (above) the median are weighted with the same weight equal to 1.5 (0.5). The graph

below illustrates the three weighting functions considered in this work.
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Fig.1. Weighting functions.

4.3 Theoretical framework

In this section, first we formalize the optimal tax problem faced by a non-welfarist government
aimed at identifying the socially optimal three brackets piecewise tax system collecting a given
per-capita amount of revenue. Then, we present the agents’ optimization problem. To this
regard, differently from Chapter 2 we adopt a specification of the agents’ utility function leading

to a wage labour supply elasticity which is decreasing in the level of individuals’ wage.

4.3.1 The government’s optimization problem

A non-welfarist government maximizes a linear rank-dependent SEF defined over individuals’

net incomes with generic non-negative positional weights v (p)

1
W, = / () v (0) - T (v (9))] dp. (4.6)
0
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where y (p) denotes the quantile function or the inverse of the income distribution. Let p; :=
sup{p : y(p) = y1} and pz := sup{p : y(p) = y2} with y (p1) = y1 and y (p2) = y2 denoting the
two income thresholds of the considered tax system, where F' (y1) = p1 and F (y2) = p2. The
tax function is denoted by T (y), where taxation is non-negative. The per capita government

budget constraint is

1
/O T (y(p))dp = G, (4.7)

where G represents the per capita revenue requirement. We consider a three brackets linear

tax function, with 7' (y) defined as follows

thy— 2 ity <
T():=19 titn +ta(y—w1)— 2 ifyr <y<wye (4.8)

tiyr +ta(y2 —y1) +t3(y—y2) — 2 ify >y

where Z is a demo-grant which can be negative (positive) in case of lump-sum taxation (sub-
sidy). In line with Chapter 2 we assume that Z is equal to zero. Moreover, we focus only on
tax schedules where t; < t9, and assume two possible regimes (convex and non-convex) of tax
rates depending on the ranking of ¢ and t3. Convex system is such that t; < to < t3, while
non-convex case considers configurations where t; < t3 < ts.

The social optimization problem requires to maximize W, with respect to the three tax
rates t; with ¢ = 1,2, 3, and the two income thresholds y; and y2 where y; < y2. The associated

Lagrangian function of the government’s optimization problem is

max EszJr)\{G—/OlT(y(p))dp},

t1,t2,t3,y1,y2

where A denotes the Lagrangian multiplier, measuring the welfare cost of an increase in the
revenue requirement.

The optimal tax system is such that groups of individuals could exhibit the same net income.
However, the interesting aspect of our formulation is that the optimal tax system substantially
differs depending on whether the social objective is concerned about reducing inequality or with

reducing polarization.
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4.3.2 The agents’ optimization problem

In this work we consider agents endowed with preferences between consumption and leisure

formalized by the following utility function described in Onrubia et al. (2005)
U(z,l) =2+ a(L-1)", (4.9)

with @ > 0 and 0 < p < 1, where z € R denotes the net disposable income/consumption
and [ € [0, L] denotes the labour supply, which can not exceed a maximum level equal to L.
The utility function could also be expressed in terms of disposable income and leisure £, where
¢ =L —[. In this case given the above assumptions the function is strictly quasi-concave in x
and /.

Each agent is characterized by a productivity level formalized by the exogenous wage w > 0.
We assume that agents in the economy earn only a gross labour income income y = wl > 0.

With no-taxation y = x, hence the derivative of the utility function (4.9) w.r.t. the labour

supply [ is
oU (x,1)

a5 pwPlP~ —ap (L — )P,

Then, setting this derivative equal to zero, one obtains that the optimal level of pre-tax labour

supply is ;
w
I* = L(3) _ = gL , (4.10)
w+ (%) w%*1 +1

where 0 = ﬁ > 1 is the constant elasticity of substitution between consumption and leisure.
The next graph illustrates the pre-tax individuals’ labour supply for three different values of
o, i.e. 3, 2 and 1.5, which are associated with the highest, the central and the bottom curve

respectively.
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Fig. 2. Pre-tax optimal labour supply.

As Figure 2 shows, labour supply is increasing in the level of wage, that is individuals with
higher wage work longer hours, moreover as the level of ¢ increases the labour supply curve
becomes higher and each individual increases his labour supply. Given (4.10) it follows that

the income in absence of taxation is

* * Lw?
Y = wl :m. (411)

From (4.10) one obtains that the wage labour supply elasticity is

ow (c—-1)a

- 7 _ 4.12
o= Bl T o et (4.12)

which is positive for o > 1. Moreover, the labour supply elasticity is decreasing in the level of
individuals’ wage, to this regard one can verify that the derivative of (4.12) w.r.t. the wage is
negative, that is

Oe (0 —1) w72

AR S )
ow (a® +wo-1)?

Figure 3 illustrates the pattern of the wage labour supply elasticity for values of ¢ and a equal

to 2 and 4.5 respectively.
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Fig. 3. Labour supply wage elasticity.

Agents are subject to a taxation formalized by (4.8) that leads to the net disposable income,
considered in their utility function, obtained as z = y — T'(y). Hence, one can equivalently
re-express the problem in the space (z,y) for each agent. In this case the utility function (4.9)
can be rewritten as

w(z,y) =U(z,y/w) =2+ a (L —y/w)’ (4.13)

and the relation between x and y is

(1—t1)y if yeY1=1[0,y1)
=y =T(y) =3 (2—t)y1 + (1 —t2)y ifyeYa=[y,yp) - (414)
(ta =ty + (t3 —t2)y2 + (1 = t3)y if y € Y3 = [y2,00)

Where Y; denotes the income set associated with the 7" income bracket, while the set Y\yi—1
will denote the set Y; net of its lower element y;_1, where yg = 0. Recall that we rule out the
possibility to redistribute the collected revenue, so that the demo-grant Z is set equal to zero.

Therefore, net incomes can be written in the general form as

r=y(l—1t)+ Z (ti —tiz1) yi-1. (4.15)
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The marginal rate of substitution between gross income y and net income z is
a (- g)ﬂ—l
MRS, = *———, (4.16)

which is decreasing in the level of wage w, therefore in the space (z,y) the indifference curves
are flatter the higher is the individual’s wage.

From the agents’ optimization problem it follows that for gross income levels that do not
coincide with the thresholds y; < y2 it should hold that M RSy, = (1 —t;) when y € Y;. Given
the definition of y = wl one obtains that the above optimality condition requires y;_1 < y* < v,

that is ”
Lu? — ($27) (Ziyim1 (= ti0))

Yi—1 < = —
ey T w7

< Y, (4.17)
with the associated post-tax labour supply

L L (200)” — Sy (8~ ti1) N
t = w(l—ti)+(M>a (4.18)

[0}

for ¢ € {1,2,3} where y3 = 400, yo = 0. Then, the three sets of values can be expressed in

terms of intervals of wages such that

0 < Lw? <
o et
(o
Lw? — (1ft2) (v1 (t2 — t1))
< a’ -1 <Y2
eyt F
g
Lw® — (13:3) [y2 (t3 — t2) + 1 (t2 — t1)]
Y2 < a’ < ys.

ot o—1
(—tgyr=T T W

Depending on what tax regime is considered with respect to the value of t3 compared to t1 < to,
we could have that under the convex regime some agents have a gross income equal to one of
the thresholds y; and ys, or that if the tax system is non-convex, some agents could have a

gross income coinciding with y;, while around yo the map of y* w.r.t. w exhibits a jump.
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In particular if £; < to < t3 the gross income distribution is as follows

;

% if w (L—4) <@
Y ) if Q1 <w (L—%)<Q,
yo{ Bl ) Qa8 <@
7
Y2 ) if Qs <w® (L—12)<Qq
Lwa—(l_“t3)a([ryz(t:zi):w(tg—tl)} if o (L—2) > Qs
(—tz)o 1

(4.19)
where the thresholds Q;, for j = 1,2,3,4 are defined as follows

(125) ma-u.

(+25) ma-a,

= (12) G-t +n(a-u),

@1

Q2

Qu= (1 ft?))U [y2 (1= t2) + 1 (t2 — t1)] -

The labour supply levels associated with the gross income distribution (4.19) are

L w(l—ty) 7 )
w(lt(1)+<w(13t1)>g ,Lf w? (L - %) < Ql
y1/w if Qr<w’ (L—%)<Q,
L(wyfyl(frtl)
w(l—tz)-i‘(71”(1;152)>(7
Y2/ w if Qs <w” (L—2)<Qy

w
L(02) —p(ts—ta)—yr(ta—t1)
( w(l)ts)Jr(w“tS))g Zf w? (L o %) > Q4

l*

if w(L—%)>Qrandw’ (L—2)<Qz . (4.20)

The next figure illustrates the optimal combination of (y, z) for five agents with different wage

levels under the convex regime of tax rates. Given that the MRS, is decreasing in w, we have
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that as the wage increases the indifference curves become flatter.
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Fig. 4. Gross & Net incomes under the CONVEX regime.

Under the non-convex regime (¢; < t3 < t2) the gross income distribution is

Lw?

a% 1
e

Y1

Lw?— ( -0 )U[yl (t2—t1)]

a% o—1
7 TWw
(1—t2)‘771+

Lw"—(

(o3
1—t3

) [y2(ts—t2)+y1(ta—t1)]

acr
(1-t3)7~1

+wo'—1

if w (L —

if Q1 <w?

if w? (L—

if wU(L—

2) <@
1) <Qq

%)>Q2andw"(L—%)§@

(L-

~

2)>Q

Y

(4.21)

where the gross incomes in the first income bracket and at the first threshold are the same as

in the convex regime. The result changes for incomes within the second and the third bracket.

More specifically, there are no agents having a gross income equal to yo, where the gross income

distribution exhibits a discontinuity. Hence, there exists a threshold level @ distinguishing

between incomes within the second and the third bracket. We do not derive explicitly this
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threshold and in the numerical simulations, for all individuals located above y; we identify

their optimal gross income as the one associated with the larger utility.

The optimal levels of labour supply under the non-convex regime are

p(eesm)”

w(l—t1)+€7‘”(1gt1))a
y1/w
L(W)U—Zﬂ(tz—h)

w(l—t2)+ 7w(1;t2) ’

l*

L(wu;a_tl)) —y2(ts—t2)—y1(t2—t1)

w(l—tg)—&-(%)a

if w (L —

)<

if Q1 <w (L—%) <@,

if w"(L—

if w? (L—

%)>Q2andw‘7(L—%2)§@

%)>Q

(4.22)

Figure 5 shows the optimal levels of gross income y and the associated net income z for four

agents with different wages under a non-convex regime of tax rates. Recall that higher wages

are associated with flatter indifference curves.
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Fig. 5. Gross & Net income under the NON-convex regime.

147



4.4 Simulations results

In this section we present numerical results showing the optimal tax system for each weighting
function under the two tax rates regimes (convex and non-convex). In line with Chapter 2,
simulations are based on a truncated Pareto distribution of 1000 gross wages. This distribution
is truncated both below and above, with the two bounds equal to 20 and 327 respectively. The
average gross wage is equal to 48.04. Then, in order to solve the optimal tax problem described
in the previous section, we need to assign a value to the parameters L, p and « of the utility
function (4.9). We set the maximal level of labour supply L equal to one, while the choice of
the other two parameters is crucial to determine the profile of the wage labour supply elasticity
(4.12). In particular, we set p and « in such a way that the pattern of the wage labour supply
elasticity is broadly consistent with the main findings provided by the empirical literature. To
this end, recall that empirical estimates (see Bargain and Peichl 2016 and Meghir and Phillips
2008) of labour supply elasticity are higher for the extensive margin (choice between working
and not working) than for the intensive margin (choice on how much to work). The estimates
suggest also that some demographics groups (married women) are more responsive than others
(men). Moreover, labour supply elasticity tends to decline as the individuals’ income increases.

The parameters p and « we choose lead to a wage labour supply elasticity profile broadly
consistent with the estimates obtained in Aaberge and Colombino (2013), although we do not
consider different demographics groups.

More specifically we consider two different profiles of the wage labour supply elasticity,
which are illustrated in Figure 6. Specifically the solid (dashed) line is obtained setting p and
a equal to 0.67 (0.5) and 8.712 (4.5) respectively. In both case the average labour supply is
equal to 0.64.
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Fig. 6. Wage labour supply elasticity Distr. 1A and 1B.

As anticipated the elasticity sharply declines as the wage increases. Recall that we consider a
truncated wage distribution with lower bound equal to 20, then the elasticity at the bottom
percentile is around 0.5 and 1.3 for the dashed and the solid line respectively. However, from
(4.11) one can note that the combination of (p, @) has an impact on the gross income distribution

in absence of taxation as well. Figure 7 illustrates the gross income distributions associated
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with the two pairs of (p, a) considered above.
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Fig. 7. Gross Income Distributions 1A and 1B.

In particular, Distribution 1A (1B) is associated with the elasticity profile illustrated by the
dashed (solid) line in Figure 6. The average gross income p and the median income M in absence
of taxation are respectively equal to 35.03 and 19.90 for Distribution 1A and 37.01 and 19.84
for Distribution 1B. Moreover, Distribution 1A exhibits lower levels of pre-tax inequality and
polarization than Distribution 1B, that is I; 4 = 0.47, P4 = 0.13 and I; g = 0.51, Pig = 0.15.

As in Chapter 2 the simulations are performed by using a grid search method.? Recall also
that the revenue requirement G is defined as a fraction of the average gross income in absence
of taxation. More specifically, we consider four different levels of G, i.e. 10%, 15%, 20% and
25% of the average gross income. We also assume that the value of the marginal tax rates can

not exceed an upper limit which we set equal to 50%.

3We define the grids for t1,t2,y1 and y2, with ¢1 < t3 and y1 < y2. Then, for each combination of these policy
parameters we compute the value of t3 which satisfies the budget constraint and then we compute the value of
the SEF. Last, we identify the combination associated with the highest value of the SEF.
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Tables 1 and 2 report the simulations results for Distribution 1A and 1B respectively.

Table 1. Optimal tax system for Distribution 1A (x = 35, I = 0.47 and P = 0.13).

1= 0.64 Convez taz-system Non-convex taz-system Opt.
G t1 ta t3 Y1 Y2 t1 ta t3 (1 Y2 Syst.
Gini based SEF
40 54 42 260
0,10 x | O 30% | 46% 0 | 44% | 32% Con.
0.83 0.90 0.87 0.99
24 36 26 260
0.15x pu| O 36% | 50% 0 50% | 34% Con.
0.72 0.85 0.80 0.99
22 34 24 230
020 x | 8% | 36% | 50% 8% | 50% | 38% Con.
0.69 0.83 0.78 0.99
24 36 26 230
0.25 x p | 18% | 40% | 50% 18% | 50% | 40% Con.
0.72 0.84 0.78 0.99
Polarization based SEF
350 350 18 32
0.10 x p | 10% | 10% | 10% ™% | 28% | 8% Non-C.
1 1 0.57 0.73
300 300 18 32
0.15 x p | 16% | 16% | 16% 13% | 30% | 14% Non-C.
1 1 0.57 0.73
300 300 18 30
0.20 x p | 21% | 21% | 21% 20% | 34% | 20% Non-C.
1 1 0.58 0.72
300 300 16 28
025 x p | 27% | 27% | 2% 26% | 38% | 26% Non-C.
1 1 0.54 0.71
(1/2Gini + 1/2 Polarization) based SEF
20 46 20 260
0,10 x | O 19% | 24% 0 22% | 1% Non-C.
0.58 0.83 0.60 0.99
18 34 18 260
015 x pu| 3% | 2% | 31% 3% | 30% | 4% Non-C.
0.58 0.78 0.59 0.99
18 40 18 230
0.20 x p | 12% | 29% | 33% 12% | 32% | 14% Non-C.
0.57 0.81 0.58 0.99
18 34151 18 230
0.25 x | 22% | 31% | 34% 22% | 34% | 22% Non-C.
0.55 0.77 0.57 0.99

Note. The two values reported in the columns y; and y2 express the thresholds in

terms of the income level and the associated percentile in the income distribution.




Table 2. Optimal tax system for Distribution 1B (4 = 37, I = 0.51 and P = 0.15).

1= 0.64 Convez taz-system Non-convex taz-system Opt.
G t1 ta t3 Y1 Y2 t1 ta t3 (1 Y2 Syst.

Gini based SEF
53 83 55 89

0,10 x | O 34% | 50% 0 | 48% | 46% Con.
0.86 0.93 0.89 0.93
29 51 31 300

0.15x pu| O 32% | 50% 0 | 48% | 40% Con.
0.75 0.88 0.83 0.99
21 41 25 300

0.20 x | 5% | 36% | 50% 6% | 50% | 40% Con.
0.70 0.86 0.80 0.99
21 41 25 300

0.25 x p | 16% | 38% | 50% 16% | 50% | 40% Con.
0.69 0.85 0.79 0.99

Polarization based SEF
19 120 19 31

0,10 x | O 18% | 24% 0% | 24% | 18% Non-C.
0.58 0.94 0.61 0.72
17 110 17 25

0.15 x p | 5% | 24% | 28% 5% | 30% | 24% Non-C.
0.57 0.94 0.61 0.68
17 105 17 25

0.20 x p | 13% | 28% | 32% 14% | 32% | 28% Non-C.
0.58 0.93 0.61 0.69
15 110 15 23

0.25 x | 23% | 32% | 36% 24% | 36% | 32% Non-C.
0.55 0.94 0.58 0.67

(1/2Gini + 1/2 Polarization) based SEF
29 83 35 300

0,10 x | O 18% | 34% 0 28% | 24% Con.
0.70 0.91 0.77 0.99
19 73 19 260

0.15x pu| O 26% | 40% 0 32% | 14% Con.
0.62 0.90 0.66 0.99
17 65 17 300

0.20 x p | 6% | 32% | 44% 6% | 38% | 28% Con.
0.62 0.89 0.66 0.99
17 63 17 300

0.25 x p | 17% | 34% | 46% 17% | 40% | 30% Con.
0.61 0.89 0.54 0.77




For both distributions the optimal tax system reducing inequality is convex with increasing
marginal tax rates. The tax rate in the first income bracket is set equal to zero unless when
the revenue requirement is high (0.20% and 0.25%). However, note that Distribution 1A is
characterized by a narrow first bracket and higher tax rates in the first two brackets than
Distribution 1B (compare top left panel of Tables 1 and 2). This result is related to the fact that
Distribution 1A exhibits lower wage labour supply elasticity at the bottom than Distribution
1B (see Figure 6). When the required revenue increases the marginal tax rates in the first two
brackets increase, while the two income thresholds decrease.

This result is qualitatively in line with the results we obtain in Chapter 2, where the wage
labour supply elasticity is assumed to be constant throughout the entire distribution. However,
differently from there, here the first income threshold is always greater than the median income.
In Chapter 2, indeed, we obtain that for low values of elasticity and high revenue requirements
the median income is taxed with a marginal tax rate which is almost equal to the maximal
admissible. To this regard, the results reported in Tables 1 and 2 are more consistent with
those in Chapter 2 related to the case of high elasticity.

When the government’s non-welfarist objective shifts to polarization concerns the optimal
tax system, as obtained in Chapter 2, becomes non-convex. This result holds for both distrib-
utions (see central panel of Tables 1 and 2). More specifically, the optimal tax system reducing
polarization requires a central bracket with a high marginal tax rate. The marginal tax rates
increase with the revenue requirement (see central right panel of Tables 1 and 2). Comparing
the optimal non-convex tax systems reducing polarization for Distributions 1A and 1B two in-
teresting findings should be noted. First, the central bracket is larger in the case of Distribution
1A (compare columns y; and yo of central right panel of Tables 1 and 2). Second, marginal
tax rates are higher for Distribution 1A, but the interesting aspect is the profile of the two
marginal tax rates t; and t3. In particular, in the case of Distribution 1A we have that ¢; = t3,
while for Distribution 1B it happens that ¢; < t3. The reasons for choosing t; < t3 is related
to the fact that the wage labour supply elasticity of the incomes in the bottom percentiles is
higher in Distribution 1B than in Distribution 1A (see Figure 6). The difference in terms of the
wage elasticity profile has another consequence. In particular, when we consider the optimal

tax system reducing polarization under the convex regime we obtain that for Distribution 1A
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this tax system is based on a proportional taxation, while for Distribution 1B the marginal tax
rates are increasing with the optimal t; always lower than the one obtained for Distribution
1A (compare central left panel of Tables 1A and B). The median income falls within the first
income brackets, this result is consistent with the conclusions of Chapter 2, where the median
income belongs to the central interval only for low levels of labour supply elasticity.

Last, for SEFs taking into account both inequality and polarization concerns we have that
the optimal tax system is non-convex in the case of Distribution 1A and convex for Distribution
1B (compare bottom panel of Tables 1 and 2). Specifically, for Distribution 1A, where the top
wage elasticity is greater than Distribution 1B, it is socially desirable to reduce the marginal
tax rate on the extreme right tail. The marginal tax rates with this SEF are lower than those
obtained with the Gini and Polarization SEFs, except for the levels of ¢; which are comprised
between the two values obtained under the Gini and Polarization SEFs. As to the two income
thresholds, we have that y; is in line with the values obtained in the case of Polarization SEF's,
while o coincides with the levels associated to the Gini SEFs.

When we consider Distribution 1B, characterized by a high levels of inequality and polar-
ization and showing higher (lower) level of labour supply elasticity at the bottom (top), the
optimal tax system considering inequality and polarization concerns, requires increasing mar-
ginal tax rates. Both the optimal marginal tax rates and the income thresholds are comprised

in between the levels obtained with the Gini and Polarization SEFs.

4.5 Concluding remarks

In this work we extend the analysis of Chapter 2, where we investigate how the specific govern-
ment’s redistributive objective impacts on the shape of the optimal tax system. As in Chapter
2 we consider a piecewise three brackets linear tax schedule and we focus on the optimal tax
scheme collecting a given amount of per-capita revenue under the assumption of no redistrib-
ution of the collected income. We analyze two different regimes of the tax rates depending on
the ranking of t5 and t3, i.e. convex ts < t3 and non-convex to > t3.

With respect to Chapter 2, the novelty of this work is that, here we replace the assumption

of constant labour supply elasticity throughout the entire distribution, with a more realistic
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assumption that elasticity changes according to individuals’ characteristics. In particular, in
line with the empirical estimates of other works (Aaberge and Colombino 2013), we assume
that labour supply elasticity is decreasing in the level of individuals’ wage. Moreover, we intro-
duce also a third weighting function, which is obtained as a combination of the two weighting
functions expressing concerns for inequality or polarization reduction.

The results we obtain qualitatively confirm those obtained in Chapter 2, that is the optimal
tax system changes according to the non-welfarist redistributive objective. In particular the
optimal tax system for inequality reduction is convex exhibiting increasing marginal tax rates.
With respect to Chapter 2 we find that the first bracket is wider (including always the median
income) and taxed with lower marginal tax rate. This result is related to the introduction of
non-constant elasticity with high values in the bottom percentiles.

As to polarization SEFs the optimal tax system is non-convex, however the marginal tax
rates are lower than those obtained in Chapter 2. Hence, the main implication of the assumption
of non-constant elasticity is the reduction of the tax burden for income percentiles exhibiting
higher elasticity.

Last, when the weighting function takes into account both inequality and polarization con-
cerns, the shape of the optimal tax system depends on the level of initial dispersion. More
specifically, for high level of pre-tax inequality and polarization the optimal tax scheme is
convex, while when the levels of inequality and polarization are low the optimal system is non-
convex. In both cases the tax rates and the income thresholds are comprised in between the

values associated with the tax system obtained for Gini and polarization SEFs respectively.
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