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Abstract

The paper extends Atkinson’s measure of inequality to incorporate
endogenous determination of incomes, with labour supplies responding
to the tax system. On the basis of solutions for optimal income taxes
using double limit analysis and derived from the social welfare function in
this extension, the paper considers how the optimal income tax, transfers
and inequality vary with the parameter used in the measure of inequality,
and how taxation affects inequality. A measure of inequality is proposed
that decomposes inequality into wage, labour supply, taxation and utility
factors.
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1 Introduction

This paper examines implications of optimal income taxation for transfers, social
welfare and inequality arising from Anthony Atkinson’s measure of inequality
(Atkinson, 1970; see also Serge-Christophe Kolm, 1969, as well as discussions
of inequality measurement in Stephen Jenkins and Philippe Van Kerm, 2000;
Frank Cowell, 1995, 2000; Cowell and Emmanuel Flachaire, 2015; and Jacques
Silber, 1999). Atkinson’s measure is based on the principle of transfers (that a
transfer of a marginal unit of income from a richer to a poorer person should
raise the sum of utilities) attributed to A.C. Pigou (1912) and Hugh Dalton
(1920; see the discussion by Atkinson and Andrea Brandolini, 2015). Atkinson’s
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measure depends on an inequality aversion parameter e that incorporates so-
ciety’s distributional objectives. An informative characterization of Atkinson’s
measure of inequality is that the parameter e depends on the loss in income
that one would accept in transferring an amount of income from a richer per-
son to a poorer person to reduce inequality. This transfer of income cannot be
carried out by simply raising taxes on the richer person and reducing them on
the poorer person since these changes would affect other people through their
labour responses. Instead, marginal transfers of income are brought about by
combinations of increases and decreases in marginal tax rates that generate in-
efficiencies. As a result, these inefficiencies provide a potential economic source
for the losses in transferring income considered in Atkinson’s measure. The
possibility of redistribution of income through shifting of tax collections among
income intervals raises the question of the form of a tax system consistent with
the value judgments of the Atkinson inequality measure and the extent to which
such a tax could reduce inequality. The results in this paper are generated by
analytic results in optimal income taxation as well as specific examples now
made possible by developments in the solution of optimal income taxes in the
general case.

While retaining some essential features of the Dalton and Atkinson mea-
sures of inequality, the application of optimal income taxation to the study of
inequality requires departures from both. Dalton’s measure of inequality, based
on utilitarianism, is given by one minus the ratio of average utility to the utility
of the average income. Atkinson’s measure does not make explicit reference to
a specific utility function and is given by one minus the ratio of average income
to an “equally distributed equivalent income” that would yield the same level
of social welfare if all incomes were equally distributed (see Frank Cowell, 1995,
pp. 44-47, for a discussion of the differences between the Dalton and Atkinson
measures of inequality). The income comparisons in Atkinson’s measure are
consistent with a constant elasticity utility function of income that yields con-
stant relative risk aversion. Both Dalton and Atkinson consider social welfare
and inequality as depending only on incomes or functions of incomes, whereas
the optimal income tax literature requires a utility function of leisure as well as
consumption (Amartya Sen, 1992, p. 29, has suggested using utilities in place
of income in Atkinson’s inequality measure). David Ulph (1978) discusses the
issues that arise in measuring inequality when labor supply is endogenously de-
termined, in contrast to the single-commodity measure considered by Atkinson
and Dalton. The optimal income tax calculated in this paper maximizes a Con-
stant Elasticity of Substitution (CES) function of individual utilities, the same
functional form used by Atkinson in his measure of inequality. It departs from
Dalton’s measure by allowing for nonutilitarian social welfare.

Application of optimal income taxation to Atkinson’s inequality measure
also requires extension of the tax literature that originated with Mirrlees (1971)
and with extensions by Diamond (1998) and Emmanuel Saez (2001). The ana-
lytic conclusions of this literature have previously been based on restrictive as-
sumptions of a semi-linear utility function, absence of income effects, unlimited
labour supply, or constant elasticities of substitution. The double limit analysis



applied in this paper (Sattinger, 2017) does not impose these restrictions and
determines the second order differential equation for an optimal income tax for
arbitrary (but well-behaved) utility and social welfare functions, allowing the
determination of the optimal income tax for an Atkinson-based measure of so-
cial welfare. This paper differs from the earlier paper that developed double
limit analysis by applying it to a CES social welfare function, analyzing the
consequences of transfers, and developing the consequences of optimal income
taxation for inequality.

Amartya Sen (1992, Chapter 1) has criticized the use of utilitarian social wel-
fare functions, defined as the sum of individual utilities (see also Mirrlees, 1982;
Rawls, 1971, Chapter 1; Roemer, Chapter 4; Decancq Koen, Marc Fleurbaey
and Erik Schokkaert, 2015; and Tuomala, 2016, pp. 25-34). Sen argues that util-
itarian social welfare functions disregard differences in income that contribute
to inequality. In an example considered by Sen, one individual obtains higher
utility from a given level of income than the other, so that with equal incomes
utility would be unequal. Equalizing the marginal utilities of income to maxi-
mize a utilitarian social welfare function would redistribute income so that the
differences in utility would be even greater. A question considered in this paper
is whether the criticism of utilitarian social welfare functions extends to optimal
income taxation based on utilitarian social welfare functions, and whether this
criticism extends further to an optimal income tax based on a social welfare
function related to Atkinson’s measure of inequality. This paper shows that de-
viations from a utilitarian social welfare function generate systematic changes
in optimal income taxes, transfers and the measurement of inequality. However,
since individuals are assumed to have the same utility function, Sen’s criticisms
are only partially addressed.

The next section shows how optimal income taxes can be derived for the
social welfare function related to Atkinson’s inequality measure. Section 3 on
transfers shows that marginal transfers cause losses in utility for nonutilitarian
social welfare functions as well as decreases in efficiency in the form of labour
supply responses to substitution effects. The section also provides an analytic
result on the direction of shifts in tax collections as Atkinson’s parameter in-
creases. Section 4 shows how social welfare, inequality and production change as
Atkinson’s parameter increases using solutions that hold tax revenue fixed. The
section also compares the separate effects of changes in the inequality parameter
and changes in the income tax on social welfare and inequality using a measure
based on utilities in direct analogy to Atkinson’s measure. The section shows
that the income tax that maximizes social welfare does not minimize inequality.
The section also considers an alternative measure that decomposes inequality
into wage, labour supply, taxation and utility factors. Section 5 considers im-
plications of the results for the principle of transfers, utilitarianism, and the
measurement of inequality, as well as opportunities for future work.



2 Optimal Income Tax

2.1 Derivation

Atkinson’s measure of income inequality in the continuous case is given by

Ymax 1/(1—p)
([ srnpiee)
Ymin

I=1 - (1)
where f, is the probability density function of incomes, 7 is average income
and p is used instead of the parameter e from Atkinson’s original exposition (to
distinguish the parameter from the base e).

This is a measure of inequality but not social welfare since doubling incomes
should raise social welfare but would leave the measure of inequality the same.
The parameter p is related to the transfers among income levels, combined with
income losses, that would leave inequality unchanged. Now consider replacing
income in this inequality measure by utility, with the intention of constructing
a social welfare function that can be used to determine an optimal income tax.
As in the optimal income tax literature, suppose that individuals have exoge-
nously distributed productivities that determine their wages w and suppose the
probability density function of wages is given by f[w] on the interval from wyin
t0 Wmax. A worker’s income is given by labour supply h times the wage rate w
so that y = wh. Let t[y] be the level of taxes paid by the worker with income .
Suppose the worker’s utility is a function of leisure, 1 — h, and after-tax income,
y — tly]: u[l — h,y — t[y]]. Maximizing utility with respect to h (with y = wh)
yields a first order condition on h that often (but not always) determines labour
supply as an analytic function of the after-tax wage rate, (1 —¢'[y])w, and after-
tax income, y — tly]: h[(1 — t'[y])w,y — t[y]]. Using u[l — h,y — t[y]] in place
of income in (1) yields a social welfare measure based on utilities instead of
income:

Wmax 1/(1-p)
SWF = / (ull = hoyle] — Lyl fleldz (2)
o 1/(1-9)
= ul P f[2]dz

Wmin

where the arguments of u are dropped to simplify notation. Aggregate taxes
are

7= / tyl) L) d

The double limit analysis developed in Sattinger (2017) can be extended to
this social welfare function. This analysis applies the standard perturbation



method by considering an increase in the marginal tax rate by a factor of k; in
the interval y; to to y1 + €, corresponding to the wage interval wy to wi + wie.
Then the double limit analysis applies 'Hospital’s rule to calculate the ratio of
change in social welfare to the change in tax revenue in the limit as k; approaches
1 and as € approaches zero. The derivation for the social welfare function in (2)
differs from the derivation in Sattinger (2017) because of the form of the social
welfare function and is presented in Appendix 1. For a perturbation generated
by an increase in the marginal tax rate at w;, the ratio of change in social
welfare to change in tax revenue is

Mw1, Wax } (3)

—SWEF? / u”Pug fz]dz
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The first order condition for maximizing social welfare is that the trade-off
Mw1, Wmax } should take the same value for all boundaries wq, and should equal
MWmin, Wmax } and M{wmin, we} for all values of wy greater than wyiy. As wy ap-
proaches the upper boundary of wy,.x, the numerator and the second term in the
denominator approach zero. For the ratio to have a finite value of A{wy, Wmax},
it is necessary for the first term in the denominator (arising from an individual’s
substitution response h; to an increase in the marginal tax rate) to approach
zero also. Then either ¢'[y;] must approach zero or else f[w;] must approach
zero (Proposition 2 in Sattinger, 2017).!
To derive the differential equation, rewrite (3) as

w1

v+wihy (1—t/

)\{U}l, wmax} f’wmax (1;;2h1t”[3[1z]]—zh2) f[Z]dZ
wi  1+22hat” [y[z]] —zh2 (1t [y[2]])

= fSWF”/u_pugf[z]dz

Taking the derivative of both sides with respect to wy (with AM{w1, wyax} and
SWF constant) yields

)\{wlawmax} (4)
—SW FPu~Pugy flw:]
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IBecause of the chain rule for taking derivatives, the CES social welfare function in (2)
yields the same functional form for trade-offs in (3) as fsjlma" Glu] f[z]dz, where Glu] = u? /7,
0 < v < 1, and has a constant Coefficient of Relative Risk Aversion. If A and p are used to
determine an optimal income tax for (2), then ASWFP and v = 1 — p yield the same solution
using the social welfare function with G[u], everything else the same. It is possible that this
social welfare function can be used to derive solutions with values of p greater than one, but
this derivation is not pursued here.



where v and wuo are functions of the wage rate, income, tax rate and labour
supply at wy. The expression in (4) can be solved for t[y;] to yield a second
order differential equation that can be solved. With values of A w1, Wmax} and
SW F determined, a specific solution of the differential equation will depend on
two constants of integration or alternatively the initial values of ¢'[y] and t[y]
at some point y. Following the procedures in Sattinger (2017), the initial values
can be determined by setting the marginal tax rate equal to zero at the highest
and lowest incomes. Then at the highest income, the average tax rate can be
varied (thereby determining [ymax]) until ¢'{ymin] = 0.

2.2 Effects of p on Optimal Tax

Figures 1 and 2 show the optimal income tax that maximizes the social welfare
function in (2) with p = .2 and other particular assumptions.? Figure 1 shows
the tax level at each income while Figure 2 shows the marginal and average
tax rates. In this example, the average tax rate starts out negative (since tax
levels are negative at low income), rises rapidly and then declines slowly at high
income levels. Figure 3 shows that in this particular case, labour supply rises
with income over most of the income interval.

While these figures describe the solution at different incomes, they do not
indicate the tax conditions for the majority of workers. Figure 4 shows the
marginal and average tax rates by wage percentile of worker. This figure shows
that average and marginal taxes rise for almost all workers as wage and income
increase. The crossover income, where the average tax rate is maximized and
equals the marginal tax rate, is 37.64, where 99.85 percent of the workers earn
less.

Setting p = 0, the social welfare function in (2) reduces to a utilitarian sum of
utilities. It is then possible to compare the optimal income tax for the Atkinson-
based SWF with a utilitarian social welfare function, controlling for the level of
tax revenues. Since the comparison arises from a change in p, with tax revenues
the same, the conclusion from the analysis above applies: the optimal tax for p >
0 will differ from the solution for p = 0 (the utilitarian solution) by moving tax
collections from lower income to higher income individuals. Figure 5 confirms
this result, showing that when p > 0, taxes decline for lower income individuals
and increase for higher income individuals. The figure shows differences in taxes
between solutions for p = .2 and p = .5 in comparison to the utilitarian solution
with p = 0 (with aggregate tax revenue remaining the same). With the higher
value of p (corresponding to greater sensitivity to inequality in the Atkinson
measure), the shifts in tax collections from lower to higher income individuals
are even greater.

Figures 6 and 7 expand on the comparisons. Figure 6 compares labour
supplies, showing that labour supply decreases for almost all workers, and rises

2The example assumes a lognormal distribution of wages in the interval [1,100] with pa-
rameters ¢ = 1 and o = 1, Cobb-Douglas utility with exponent of leisure equal to .3, and
A{1,100} = —.35. The solution yields tax revenue of .434. Appendix 2 provides the Mathe-
matica derivation of the figures in the paper.
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Figure 3: Labour Supply, p = .2

Marginal, Average Tax Rates
05 [ harginal Tax Rate

0.0 ///’/_/—l Waorker Percentile

i 20 4 it a0 100
-05f Average Tax Rate

-1.0t

Figure 4: Marginal and Average Tax Rates by Worker Percentile



Differences in Taxes
201

10f

osl o o L L L Warker Percentile
100

Figure 5: Tax Levels Compared to Utilitarian Social Welfare Function

only for the very highest income workers. The labour supply responses are
generated by income and substitution effects, arising from changes in the tax
level and in the marginal tax rate, respectively. For substitution effects, an
increase in the marginal tax rate reduces labour supply while a reduction raises
labour supply. At lower income levels, the decline in labour supply is caused
by the combined effects of increases in after-tax income from reduced taxes and
greater increases in the marginal tax rate, operating through the substitution
effect. For higher incomes, labour supply declines because the income effect
dominates the substitution effect generated by a falling marginal tax rate. At
the very highest income level, the falling marginal tax rate combines with a
reduced income to generate an increase in labour supply. Figure 7 shows what
happens to after-tax income after labour supply and income adjust to the change
in the tax system. After-tax income increases for lower income (and lower wage)
workers, up to about the 63 percentile level, and declines for higher income
workers. The ratio is not monotonically declining since the ratio increases for
the very highest income individuals from a greater labour supply. In spite of
this upward turn in the ratio, after-tax incomes decline for the highest income
individuals in comparison with the utilitarian solution.

These results confirm that an optimal income tax that optimizes an Atkinson-
based CES social welfare function generates distributions of taxes and after-tax
incomes that differ systematically from results derived using a simple utilitarian
social welfare function.

Figure 8 demonstrates a significant feature of optimal taxation for increasing
values of p. The figure shows the marginal tax rates by worker percentile for
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Figure 8: Marginal Tax Rates for p =0, .2, .5, and .8

optimal income taxes yielding the same tax revenue for p = 0, 0.2, 0.5, and 0.8.
As p increases, the marginal tax rate increases for all workers except the workers
with the minimum and maximum wage rates.

3 Transfers

3.1 Principle of Transfers

The principle of transfers as developed by Pigou and Dalton is that a transfer of a
marginal dollar from a richer person to a poorer person must increase the sum of
utility levels. The principle allows the development of criteria for redistribution
that improve social welfare without knowing the specific utility function beyond
the conditions that it is increasing and concave (Atkinson, 1970, p. 245). The
desirability of transferring income from richer to poorer must be compared with
the costs of doing so. Since plucking a marginal dollar from a richer person and
giving it to a poorer person is not an admissible policy, it is necessary to consider
the costs of transferring income that arise from feasible public policies. With
transfers carried out by changes in the tax system, the income consequences of
a transfer are measured by after-tax income. As a result of an optimal income
tax, no further transfers of after-tax income from richer to poorer are desirable.
With a utilitarian social welfare function (p = 0), moving a dollar of after-tax
income from a richer to a poorer person does not change the sum of utilities or
social welfare (because the trade-off between social welfare and tax revenue is
the same at all income levels).®> With a nonutilitarian social welfare function
(p > 0), there is again no net change in social welfare, but equal changes in

3Moving a marginal dollar of tax collections from a poorer person does not in general raise
their after-tax income by one dollar since they adjust their labor supply and income to the
change in taxes. However, the change in utility and social welfare is the same before and after
this response.
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social welfare imply a smaller gain in utility at the poorer income than the loss
at the richer income, as demonstrated in the following section. Despite this
seeming contradiction with the principle of transfers, it remains correct that a
transfer of a dollar of after-tax income from a richer to a person, if it could
be carried out without any additional consequences or costs, would raise the
sum of utilities and social welfare. The consequences considered in the next two
sections therefore do not indicate a conflict with the principle of transfers.

3.2 Consequences for Utility

A feature of the original Atkinson measure of inequality is that p can be derived
from a thought experiment in which a unit of income is moved from one income
level to a lower income, and one then determines how much of an income loss
makes the transfer just desirable in analogy to transporting water in a leaky
bucket (Okun, 1975). In the Atkinson-based measure with an optimal tax, a
marginal dollar of tax collections can be moved from one income level to another,
and there would be no loss of social welfare because of the optimal income tax
result that the trade-off between social welfare and tax collections is the same at
all income levels. However, with the Atkinson-based CES measure, equal social
welfare changes imply unequal utility changes if p > 0. The direct analogy with
the original Atkinson measure would be to consider net changes in utility. The
optimization strategy in this paper makes it possible to analyze the losses from
shifting a dollar from one income level to another. The trade-off between social
welfare and tax revenue for an interval can be derived using (3) and is given by

)\{wl,wg}
fSWF”/u’puzt’[yl]f[z]dz
el ] e Sl

h4wah1 (1—t[ya]) h4wyhy (1=t [y1])

w (1+zh1t" [y[z]]—zh2)
+ o (o sy ) £lelde

Then the trade-off at an income level can be derived by considering the limit
of the trade-off above as ws approaches w; (essentially by expressing wq as
wy + € and taking the limit as e approaches zero). The result is identical to the
differential equation arising from (4) and can be expressed as

—SW FPu~Pusg
)\ = _d_ 2 2 (5)
dw] ( —wihit' [y1] flwi] ) . 1+wihit! [y1]—wiho
flwi] \ htwihi (1—t"[y1]) 1+wihit[y1]—wiha (1—-t'[y1])

where A is the common trade-off in the first order condition and v~ and us
are the values of these functions at wy. Let u{1} and u{2} be the utilities at
two income levels y; and g9, with yo > y;. Consider the movement of an equal
amount of tax revenue from one income interval to another. Since the trade-offs
between social welfare and tax revenue are the same at both income levels, the

12



magnitude of change in social welfare would be the same. Then setting the two
changes in social welfare equal,

SWEPu{1}Pus{1} = SWFPu{2} " us{2} (6)

where u2{1} and u2{2} are the marginal utilities of income at income levels y;
and 7, respectively.* Then

- GB)- CH) -2

If u{2}/u{1} = 2, then ua{2}/uz{1} = 2°. If tax collection is increased by one
dollar for a worker with utility {2} and reduced by one dollar for a worker
with utility w{1}, the higher income individual would lose u2{2} of utility, and
the lower income individual would gain ug{1}. Thus there would be a net loss
of utility equal to

us {1} — uz {2} = up{1}(1 —2°) < 0

In the example worked out here, a dollar is moved (via tax collections) from a
higher income individual to a lower income individual, and there is a resulting
net loss in utility. This is formally analogous to the Atkinson thought experiment
but differs in that it is utility lost instead of income.

3.3 Consequences for Efficiency

Transfers carried out using the tax system require changes in marginal tax rates

and have consequences for the efficiency of taxation. These consequences occur

because the mix of substitution effects and other taxes vary by income level.

The following table shows the results of raising tax revenues by a marginal unit

at income levels 1 and 4 using the solution for p = .2 shown in Figures 1-3.°
Table 1: Transfer Consequences for Substitution Effects

Income Level y=1 y=4
Change in Substitution Effects | 0.1969 | -0.3126
Change in Other Taxes 0.8031 | 1.3126

In this table, the change in substitution effects arises from the first term in
the denominator of (5) and is generated by the tax consequences of the labour
response to a change in the marginal tax rate at y = 1 or y = 4. The change
in other taxes arises from the second term in (5). This term corresponds to the
second term in the denominator of (3), generated by the tax consequences for
individuals at higher income levels caused by a change in the marginal tax rate
at the income for wage wy. Since the changes add up to one (per marginal unit of

4To find the numerical value of SWFPu{1}~Puz{1}, the perturbation that generates this
change in social welfare must be multiplied by the factor that would yield a unit change in
tax revenue. This factor is given by 1/(dT'/dk1), where dT'/dk; is the numerical value of the
denominator in (5).

5 Appendix 3 provides the Mathematica derivations of the table entries in the paper.
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tax revenue) at each income level, shifting a dollar of tax collections from y =1
to y = 4 would have no effect on aggregate tax revenue. However, the shift
increases the losses from substitution effects by 0.5095 (equal to -.3126 minus
0.1969 since taxes are reduced at y = 1), and these losses are made up dollar for
dollar by an increase in other taxes of 0.5095 (equal to 1.3126 minus 0.8031).
The increase in losses from substitution effects reflects a loss in the tax system’s
efficiency. Marginal tax rates introduce a wedge between what a worker receives
by providing an extra unit of labour, (1 — ¢'[y])w, and what an employer pays
for that labour, generating inefficiencies common to most taxation. Transfers of
income from higher income to lower income workers increase these inefficiencies
whenever the loss from substitution effects per unit increase in net tax revenue
declines as income goes up, which occurs for the optimal tax solution considered
here. The increase in substitution effects from transfers affects production as
shown in Figure 6. At greater values of p, higher marginal tax rates shift income
from higher to lower income individuals and reduce labour supplies because of
the substitution effects. The reduced labour supplies and resulting losses in
production reflect the greater inefficiencies corresponding to higher marginal
tax rates.

3.4 Consequences of Increasing p

The transfer properties of the Atkinson-based CES measure can be used to draw
analytic inferences about the consequences of an increase in p for the distribution
of taxes and after-tax income. The inferences arise by considering whether a
marginal dollar of tax collection reduces social welfare more for a lower income
when the parameter rises from p; to py while the tax remains optimal for p;.
To establish notation for this comparison, suppose t,. is the optimal tax for p;,
with p, > p;. As before, let y; and y, be the two income levels, with yo > y1,
and let u{i} and u,{i} be the utility and marginal utility of after-tax income
for an individual observed to earn income y; when the optimal income tax is
tp,. Let SWFE, {t, } be the level of social welfare generated by the tax t, when
the parameter is p, instead of p; (the value of this term will not matter since
it will drop out). Since the tax remains ¢, and the social welfare parameter p,
does not affect individual labour supply decisions, individual incomes and taxes
would be the same as if the parameter p; were being used. Then from (5), the
loss in social welfare from increasing the tax collection by a marginal dollar for
an individual with income y; (with tax ¢, but calculating social welfare using

p) is
(SWE,, {tp, })" u{i}"2u,{i}
The ratio of losses in social welfare is

(SWE,,{t,, 1) uf1}P2u, {1} (u{l})pl"’z u{1} 7 u, {1}
(SWEF,,{t,, })p2 u{2}~P2u, {2} u{2} u{2} P uy {2}
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From the equal trade-off condition in (6), which holds when the parameter is

P1s
w1} w1}
u{2} =P uy {2}
Then the ratio of losses in social welfare is

Since the social welfare loss is greater at lower income levels, it is desirable to
shift tax collections to higher income intervals when p increases.

4 Measurement of Inequality

4.1 Inequality Based on Utilities

An important feature of the Atkinson measure of inequality is that it is based
on a comparison between the average income and the value of income that
would equal the function of observed incomes if all individuals had that value of
income. An analogous measure of inequality can be obtained using the utilities
in the Atkinson-based CES measure of social welfare. To consider the general
case, let ug[w] be the utility obtained by an individual with wage w, where
income, tax level, marginal tax rate and labour supply correspond to the values
at w. Then define the CES social welfare based inequality as

(8)

Icps =1-—

ST

where w is the average utility:

and u* is the utility such that

w = /omkvww (9)
= | [ wlr s

In analogy to Atkinson’s equally distributed equivalent level of income in his
measure of inequality, u* is the equally distributed equivalent level of utility, or
simply the equivalent utility.®

6The measure Icpg differs from Dalton’s inequality index, which would be one minus the
average utility divided by the utility at average income (Cowell, 1995, p. 46).
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An initial question is whether the optimal income tax minimizes this measure
of inequality. Let ¢, be the optimal income tax for p = p;. Then (9) will be
the social welfare SW F, which is maximized by the optimal income tax. Since
u* is maximized, one may expect that the measure of inequality Icgs in (8) is
minimized, but this expectation is incorrect. According to the Dalton principle
of transfers, all marginal movements of income from richer to poorer persons
should raise the sum of utilities. The parameter p determines which of these
transfers are desirable given the costs of the methods of transfer. With the
income tax that maximizes the social welfare function, it is always possible to
go beyond the transfers consistent with the parameter p by transferring more tax
collections from the poor to the rich. The greater transfers generated by going
beyond the optimal tax would reduce inequality but, by carrying out transfers
that are too costly, also

reduce social welfare. The possibility of a trade-off between inequality and
social welfare is possible because the measure of inequality is not a social welfare
function. This trade-off is demonstrated later in this section in Table 4.

A second question is how the measure of inequality changes as the parameter
p increases, with the income tax adapting to maximize the social welfare for
the higher value of p. The results on transfers in Section 3 indicate that as
p increases, greater transfers of tax collections from lower to higher income
individuals (so that after-tax incomes would be shifted from richer to poorer
individuals) would raise social welfare. This section presents an alternative
analytic approach based on deviations from an optimal income tax. As before,
let ¢, be the optimal income tax that maximizes the CES social welfare function
when p = p;. Let dp be a small positive change in p and consider the optimal
income tax t, 15, that maximizes social welfare for p = p; +Jp while leaving tax
revenue unchanged. The change in the tax level at income y from the change
in tax schedule from ¢, [y] to t, ys,[y] can be written as

Stp, [Y] = tp,+oply] — tp, Y]

In Euler’s solution for the functional in the calculus of variations, this deviation
from ¢, [y] (leaving the boundary conditions satisfied) would have no first-order
effects on the functional being maximized, the social welfare function, while
leaving tax revenue the same. The change in social welfare from the increase in
p can now be considered in two steps. The first change is calculated by taking the
derivative of social welfare with respect to p, holding the tax function ¢, (and
therefore individual choices of labor supply and income) the same. The second
change is calculated by working out how labor supplies and incomes respond to
the change in taxes, and then how these responses affect social welfare. However,
since the change in taxes 0t, [y] is a deviation from Z,;[y], the first order effects
on social welfare are zero, and can be disregarded along with the second step.
(This is essentially an envelope theorem argument applied to the optimization
of a functional instead of a function.) The following result then arises by using
just the first step (the full derivation is provided in the appendix).
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— ﬁ Log [SWF] — S

Table 2 presents social welfare and inequality calculations generated by op-
timal income taxes for different values of p, holding tax revenue the same and
using the parameters and assumptions for the solutions in Figure 7. In the
table, as p increases, social welfare decreases, the equivalent utility (equal to
social welfare) also decreases, and inequality increases. The table confirms the
consequences of using a higher value of p to evaluate social welfare and deter-
mine the optimal income tax. In the case with p = 0, corresponding to the
utilitarian social welfare function, social welfare is simply the average utility,
so that the inequality measure is zero. As p increases beyond the utilitarian
case, corresponding to higher values of Atkinson’s e, the social welfare function
decreases and inequality increases as a result of a greater sensitivity to differ-
ences in utility, despite the adjustment in optimal income taxes. The decline in
average utilities confirms the results of Section 3 on transfers. As p increases,
it becomes more desirable to increase transfers from higher to lower income in-
dividuals, as demonstrated in (7). The greater transfers reduce aggregate and
average utility, as indicated by the decline in w.

The decline in production and increase in average tax rate are consistent with
the inefficiencies generated by greater substitution effects as p increases. Since
lower income individuals have a higher proportion of changes in substitution
effects per dollar of additional tax revenue, transfers of income to lower income
individuals raise the level of substitution effects, as shown in Table 1, Section 3.2.
Inefficiencies from greater substitution effects then reduce production through
reduced labor supply and require higher average tax rates to generate the same
aggregate tax revenue. The calculation of dSWF/dp from (10) is consistent
with the decline in social welfare as p increases. Using the value of dSW F'/dp
at p = 0, the predicted decline in social welfare would be 0.126 times .2, or
0.0252, compared to the actual decline of 1.485 — 1.463 = .022. For the change
from p = 0.2 to p = 0.5 and from p = 0.5 to p = 0.8, the predicted declines
are 0.0297 and 0.0216, compared to the actual declines of 0.025 and 0.013,
respectively.
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Table 2: Outcomes for Different Values of p

p=00]|p=02]p=05]| p=038
SWF, Social Welfare | 1.485 1.462 1.436 1.416
Average Utility, u 1.485 1.483 1.478 1.472
Equivalent Utility, u* | 1.485 1.462 1.436 1.416
Iops, Inequality 0.0 .0139 .0280 .0380
Production 3.235 3.145 3.050 2.982
Tax Revenue 0.434 0.434 0.434 0.434
Average Tax Rate 0.134 0.138 0.142 0.145
dSWF/dp -0.126 | -0.100 | -0.076 | -0.061

Table 3 shows the separate effects of changing the parameter p used to
calculate social welfare and adjusting the optimal income tax to parameter p.
Each row shows different social welfare calculations for the same optimal income
tax. Since the tax is the same in a given row, labor responses, production,
utilities and tax revenues are the same, but the level of social welfare varies
with the parameter p used in the calculation. The diagonal values in this table
(1.485, 1.462, 1.436 and 1.416) are the same values that appear for social welfare
in Table 2. Consider the change in social welfare in moving from p = 0 to p = .2.
Holding the tax the same (at the income tax that is optimal for p = 0), social
welfare declines to 1.460 when p = .2 in the calculation. Holding the parameter
p = .2 the same in calculating social welfare, the change in the optimal income
tax to the tax that is optimal for p = .2 raises social welfare from 1.460 to 1.462.
The change in the optimal income tax reverses only part of the decline in social
welfare that occurs in moving from p = 0 to p = .2. The table also confirms
that the optimal income tax is indeed optimal: social welfare for a given value
of p is maximized by the income tax that is optimal for that value of p.

Table 3: Social Welfare by Tax and Parameter
p=0|p=2|p=>5]|p=.38

tp—0, Tax Optimal for p =0 | 1.485 | 1.460 | 1.427 | 1.397

t,—.2, Tax Optimal for p=.2 | 1.483 | 1.462 | 1.434 | 1.408

t,—.5, Tax Optimal for p=.5 | 1.478 | 1.460 | 1.436 | 1.415

t,—g, Tax Optimal for p=.8 | 1.472 | 1.457 | 1.435 | 1.416
Table 4 shows the separate effects of the parameter p and the tax on the
measure of inequality given by Icgs in (8). Inequality always rises as p in-
creases, holding the tax the same (i.e., moving across the table). Except for the
utilitarian case with p = 0, inequality always falls as the parameter p for which
the tax system is optimal increases, holding the social welfare parameter the
same (i.e., moving down the table). As noted above in this section, it is not the
case that the tax that maximizes social welfare for a given parameter value also
minimizes inequality for that parameter value. For example, if p = .5, using the
tax that is optimal for p = .8 will yield a lower level of inequality (.0249 versus
.0280).

Maximization of social welfare is not the same as minimization of inequality:
using a more redistributive tax system than the optimal income tax can lower
inequality, placing social welfare and equality in some degree of conflict for
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non-marginal changes in the tax system.

Table 4: Inequality by Tax and Parameter
p=0|p=2|p=5]p=38
t,—0, Tax Optimal for p=0 | 0 0.0164 | 0.0391 | 0.0595
t,=.2, Tax Optimal for p = .2 0.0139 | 0.0331 | 0.0505
t,—.5, Tax Optimal for p = .5 0.0118 | 0.0280 | 0.0427
t,—.8, Tax Optimal for p = .8 0.0105 | 0.0249 | 0.0380

OO O

4.2 Inequality Decomposition

Although I¢ggs is a measure of inequality that is directly analogous to Atkinson’s
measure, it has several shortcomings. First, it cannot be calculated from observ-
able data since it relies on utilities. Second, the Atkinson measure compares a
distribution to an equal distribution in calculating social welfare and inequality,
whereas the optimal income tax context assumes exogenous inequality in pro-
ductivities and wages. Third, Iogg is not decomposable into the factors that
determine inequality. This section proposes an alternative measure that follows
the generation of inequality through four steps, with the first three steps gen-
erating an observable measure and the fourth step based on an assumed utility
function. These measures are decomposable since the products of the factors
yield the measures.” The first measure is observable because it does not depend
on the measurement of utility and could be calculated using suitable data.

Definition 1 The Observable After-Tax Inequality Measure is
Iar =1=Yar/Yar (11)
where Y 41 s average after-tax income and

yir = /<y[z1—t[y[zn>1—"f[z]dz (12)

Wmin

Definition 2 The Utility After-Tax Inequality Measure is

Iaru =1 =Yg, /Yar (13)

where Y is given in (12) and yip,, is the level of after-tax income such that
the utility at that after-tax income, war[yhr,), equals social welfare:

warlyim) = / warlylz] — tlylA] 7 fle)dz

where uar|y — tly]] is the utility corresponding to after-tax income y — ty).

"Decomposability usually refers to how the measure of inequality is related to inequality
between and among subgroups of individuals, or to inequality in sources of income. Ulph
(1978, p. 496) develops a measure of inequality applicable for endogenous labor supply based
on the lump-sum taxes that would be reqired to equalize utilities.
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The steps in the calculation of these two measures are as follows.

1. The wage factor is

!
Sy

H
sl| &

where w is the average wage

W= / zf[z]dz

and )

Wmax T-»
w' = / 7P fl2]dz (14)
Wmin
If all wages were equal, the wage factor would be one. For 0 < p < 1,
unequal wages generate a wage factor that is less than one. The difference

between the wage factor and one measures the inequality in the exogenous
distribution of wages using the parameter p from Atkinson’s measure.

2. Let

Wmax 1—p
= [ veresie
Wmin
The labor supply factor is
h*
Falpl = =—=
2[p] T

where h* equals y*/w*. If all wages were equal (so that the wage factor
would be one), all labor supplies would be equal too, and h* would equal
average labor supply, h. The labor supply factor would be one since then
h*/(7/w) = wh/7. If instead wages are unequal, individuals will respond
by supplying different amounts of labor, and the labor supply factor will be
less than one. The inequality generated by the labor supply factor is not
exogenous but contributes to inequality through endogenous responses to
wage differences if more productive (higher wage) individuals supply more
labor. As a result of a labor supply factor less than one, there will be
greater inequality in incomes than in wage rates. Note that the product
of the wage factor and labor supply factor is

T YT

3. The taxation factor arises because after-tax incomes are generally more
equally distributed than pre-tax incomes. The taxation factor is

]:3 [p] _ yA;*/ /ygAT
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where Y 41 is average after-tax income and

_1
Wmax 1—p

v = / (ul2] — tlyle])* 7 flz)dz

Wmin

As before, if wage rates were equal, y*/7 would be one, all individuals
would receive the same after-tax income, and y%, would equal average
after-tax income 7 4. Then the taxation factor would equal one, and
taxation would not reduce inequality since there would be no inequality.
If wages are unequal, after-tax incomes will be more equally distributed
than pre-tax incomes, and the taxation factor would be greater than one.
The observable product of the first three factors is

=3 * * * — * ok — *
Filp] = w- W Yar/Yar _ y_yAT/yAT _ Yar 15
[[7lo) = & - Yarfar _ Y Yarar _ Yar gy
Py wYy/w o Yty vy vy Yar
One minus this observable product yields the Observable After-Tax In-
equality Measure in (11).

. The utility factor modifies the product of the first three factors to incor-
porate the consequences of the utility function for the measurement of
inequality. The utility factor is

y*
Falp) = =51w
Yar
where 3% p,, is determined in (12). Then the product of the four factors is
the observable product of the three factors times the utility factor:

i=4 * * *

Yar y Y
Hfl [p] — _AT A*Tu — _ATu
=1 Yar Yar Yar

One minus the product of the four factors yields the Utility After-Tax
Inequality Measure in (13). The utility factor arises because utilities will
not be proportional to after-tax incomes, so that utilities could be more
equally or less equally distributed than after-tax incomes.

Table 5 shows the values of the four factors and the resulting products

and inequality measures using the solutions for p > 0. The wage factor is gen-
erated by the exogenous distribution of wage rates. For the same distribution
of wage rates, the wage factor varies depending on the value of the parameter
p used to evaluate differences. Higher values of p yield a measure of inequality
that is more sensitive to differences in wage rates, generating a lower factor
(i.e., as p increases, the wage rate in (14) decreases relative to the average wage,
which does not depend on p). The same reasoning does not apply to the other
factors, since both the numerators and denominators of the factors are affected

21



by p. The labor supply factor also declines as p increases, since h* declines more
than 7/w declines. Taxation reduces inequality, so the factor is greater than
one. The product of the first three factors is less than one and declines with p,
so that the measure of inequality 47 increases with p. Inclusion of the fourth
factor, for utility, does not change this pattern.

Table 5: Decomposition of Inequality

p=2|p=5|p=.
Wages, w* /w 0.925 | 0.827 | 0.746
Labor Supply, h*/(y/w) 0.982 | 0.943 | 0.899
Taxation, (Yir/Tar)/ (V" /7) 1.058 | 1.178 | 1.328
Product of Factors, yr/Yar 0.961 | 0.919 | 0.890
Inequality using Iap 0.039 | 0.081 | 0.110
Utility, ¥, /Yar 0.957 | 0.983 | 1.001
Product of All Factors, y%1,/Yar | 0.920 | 0.904 | 0.891
Inequality using a7, 0.080 | 0.096 | 0.109

Table 6 uses the information on the factors to show their relative contri-
butions to inequality. Dividing up the factors into percentage determinants of
inequality would be misleading since the taxation factor is greater than one.
Instead, a simple expression arises by calculating the percentage change in the
product of factors arising from a given factor, calculated as (1 — 1/F;[p])100%.
For example, for the wage factor, with p = .2, the percentage change in the
product of factors is (1 — 1/.925)100% = —8.11%. Changing the wage factor
from one to 0.925 therefore reduces the product of the factors by 8.11%, hold-
ing everything else the same, and raises the measure of inequality, whether using
Ia7 or Ia7,. Comparing these contributions to products, the exogenous distri-
bution of wage rates is the major contributor to inequality, with labor supply
differences contributing substantially less. The optimal income tax counteracts
a substantial portion of this exogenous inequality but not all of it. The utility
factor has a minor impact on the product of factors used to calculate 41, and
the impact can be positive or negative. If this specific case characterizes the
effects of the utility function on inequality, a calculation based on observable
values, 47, would not be very different from a calculation based on utilities.
With appropriate data (wage rates reflecting productivities, labor supply levels
determined by worker choice, and after-tax incomes), the first three factors and
the inequality measure I47 could be calculated across economies or over time
to determine how taxation has affected the level of inequality. This empirical
application as well as development of further properties of the decomposable
measure [ 47 will be left to later work.

Table 6: Percentage Contributions to Products

p=.2 | p=.5 p=..38
Wages -8.11% | -20.88% | -34.13%
Labor Supply | -1.88% | -5.99% | -11.29%
Taxation 5.49% | 15.11% | 24.72%
Utility -4.46% | -1.75% 0.10%
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Figure 9: Lorenz Curves for Wages, Incomes and After-Tax Incomes

In addition to decomposing the sources of inequality, it is possible to show
how endogenous labor supplies and taxation affect the distribution of after-tax
labor incomes. Figure 9 uses Lorenz curves to compare the distributions of
wages, incomes and after-tax incomes using the optimal income tax solution for
p = .2. The dashed curve in the middle shows cumulative wages, the curve to
the right shows income (the effect of endogenous labor supply), and the curve
to the left shows cumulative after-tax income.

5 Conclusions

Using utilities instead of incomes, the optimal income tax related to Atkin-
son’s measure of inequality can be determined. Choosing a higher value of
the parameter p (corresponding to Atkinson’s €) generates changes in the opti-
mal income tax that transfer tax collections from poorer to richer individuals,
thereby transferring income from richer to poorer. Like the leaky bucket in
Atkinson’s analogy, using the tax system to transfer income generates losses.
While the solution strategy for the optimal income tax implies that the ratio
of change in social welfare to change in tax revenue must be the same for all,
equal changes in social welfare imply unequal changes in utilities when the social
welfare function is nonutilitarian. Then a transfer of income from a richer to a
poorer individual implies a greater loss in utility from the richer person than the
gain in utility for the poorer person. Since the ratio of substitution effects to
tax revenue is higher for a poorer person, transfers also imply a net increase in
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substitution effects that reduce labor supply and production as shown in Figure
6 and Table 2. The optimal income tax that maximizes the CES social welfare
function associated with Atkinson’s measure of inequality does not minimize
the corresponding measure of inequality Iogs given in (8). Starting with the
optimal income tax for a given parameter value (for example p = .2), shifting
to the optimal income tax for a higher value of p transfers more income from
richer to poorer individuals, reducing the social welfare function but reducing
inequality further. This occurs because average utility declines more than social
welfare when the tax for a higher parameter value is used.

The development of optimal income taxation by Mirrlees and others allows
the determination of taxation based on a social welfare function instead of gen-
eral principles of equal sacrifice, horizontal equity or vertical equity (Richard
Musgrave and Peggy Musgrave, 1980, Part 3; Mirrlees et al, 2011). The meth-
ods developed in this paper make it possible to analyze the contribution of a
tax system to measures of inequality in after-tax income.® Using the measure of
inequality given by I7, taxation reduces inequality more than the labor sup-
ply responses increase it, but only partly reduces the inequality generated by
exogenous wages and productivity. The factorization method would allow the
determination of the inequality generated by observed taxation systems as well
as a comparison of alternative taxation systems, whether optimal or observed.
A further consequence of the application of optimal income taxation to the so-
cial welfare function associated with Atkinson’s measure is that it generates a
specific trade-off between production and inequality operating through the in-
creasing transfers induced by more redistributional tax systems. In Table 2, as
the income tax changes from the system that is optimal for p = .2 to the system
that is optimal for p = .5 (holding p fixed at .2), inequality as measured by Icgs
declines from .0139 to .0116 while production declines from 3.145 to 3.050.

Optimal income tax solutions for different values of p, keeping tax revenues
the same, allow a determination of the consequences of departing from a utili-
tarian social welfare function generated by p = 0. Nonutilitarian social welfare
functions with p > 0 systematically affect taxation, after-tax incomes and labor
supply as shown in Figures 5, 6 and 7. Although the CES functional form is
sensitive to differences in utility when p > 0, it generates the same optimal taxes
as a sum of functions of utility as indicated in Section 2.1. Then the CES so-
cial welfare function only departs from the utilitarian social welfare function by
placing transformations on utilities. Changing the weighting of different utilities
in this way does not fully address objections to utilitarianism but shows that
the optimal income tax responds by increasing transfers from richer to poorer
individuals at the cost of reducing total utilities and increasing inefficiencies.
Relating optimal income taxation to the criticisms of utilitarianism is limited
by the requirement that the tax be a function of income alone so that it cannot
take into account individual conditions.

An issue in optimal income taxation that is relevant to the measurement

8See the analysis of taxation and inequality in Nanak Kakwani, 1980, chapters 11 and 12;
Lambert, 2001, Chapters 7 through 9; Lambert, 1985, 1993; and Tapan Mitra and E. Ok,
1996.
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of inequality and social welfare concerns the optimal tax when individuals are
heterogeneous with respect to parameters affecting income or utility (Jacquet
et al, 2013; Jacquet and Lehmann, 2015). For example, individuals may vary
by preferences for leisure (or costs of working) or health needs, or may choose
not to participate in the labor market. Questions arise in the determination of
an optimal income tax when the contributions of different individuals to social
welfare cannot be compared. Inequalities in utilities would arise for individuals
with the same income. A measure of inequality that excludes individuals outside
the labor market would not represent inequality in the population. These issues
raise further questions in the relation between taxation and inequality.

The methods of analysis developed in this paper suggest opportunities for
further applications. The same methods could be applied to alternative mea-
sures of inequality such as the Gini coefficient. This application would deter-
mine the effects of taxation on the Gini coefficient and a comparison of taxes
that are optimal for the social welfare functions related to different inequality
measures. Implications of the principle of diminishing transfers, proposed by
Kolm (1976, p. 417), could be derived by finding the optimal income tax for
Kolm’s absolute measure (Kolm, 1976, p. 419). The properties of the inequality
measure 47 need to be determined, in particular the relationship among the
successive Lorenz curves generated at each step after applying a factor. An
empirical implementation of the measure including the wage, labor supply and
taxation factors would provide an assessment of the role of tax systems in af-
fecting inequality as an alternative to traditional methods related to horizontal
and vertical equity and tax incidence.
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