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Abstract

Asuming that the population size is Mxed, this paper attempis to develop necessary and
sufficiant conditions for a tax function to be unambiguously inequality reducing.

1. Introduction

The relationship between tax progressivity and income inequality has been studied by
many authors in recent times. Kakwam (1977) showed that average progression, that is,
increasing averape tax liability will make the post-tax distribution more equitable than the
pre-tax distribution according to the Lerenz criterion, Jakobsson {1976) and later on Eich-
hom, Funke and Richter (1984} and Thon (1987) showed thait the implication is, in [act, an
equivalence, Precisely it is proved that the Lorenz curve of income after tax will dominate the
one before tax if und only if the tux function is average progressive and weekly incentive
preserving, where weak incentive preservation (IP) means that the post-tax income is a
non-decreasing function of the pre<tax income [see Eichhorn, Funke and Richter (1984)]"
This result is based on a particular concept of distributive justice which demands invariance of
inequalily under equiproportionate changes in all incomes. Inequality indices satisfying this
property arc called relative indices. Another possibility is Lo assume that inequalily incices are
of absolute type-they should remain unaltered under equal absilute changes in all incomes,
The problem of choice between these two approaches is essentially a matter of value judpement
and a discussion on their relative merits and demerits could be endless [see Kolm {1976} and
Blackorby and Donaldson (19803%].

The absolute counterpart to the Eichhorn-Funke-Richter { EFRY result iz due to Moyes
{1988}, He showed that minimal progressivity {that is, increasingness of the tax liability) along
with IF is necessary and sufficient for the tax function to be uniformly equalizing sccording to
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* For demonsiraling that an average progressive tox Tunclion reduces mequality, Kakwani (19773 implicicy
assumed that it is weakly incentive preserving. In fact, i elmost all such distnibutional compansons, the
preservalion properly 15 faken a5 an asswnptioon, See, for example, Jakabsson (1976), Lambert {1989} and
Chakravarey {14907,
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the absolute Lorenz domination®. It is important 1o note that both the EFR and Moyes results
arc proved for tax functions that are assumed 1o be independent of the population size.

In this paper we propose two dominance criteria (R 1 and R2) that are based on a concept
of Runciman {1966). Following EFR and Moyes, we then look for the population size
independent tax functions that are equivalent to R1 and R2 respectively. Interestingly, it turns
out that the tax funclion corresponding R1 (R2) is identical to the Moyes (EFR) function.
This establishes, under the assumption of population size independence, the equivalence
between R2 (R1) and the Lorenz (absolute Torenz) criterion. But we find that if the
population size is fixed, then R1 and R2 are different from the absolute Lorenz and the Loreng
dominations respectively. 1t will therefore re interesting to see what property a population size
dependent tax function must have in order that it becomes inequality reducing. We show that
a Lax function satisfying fP (and depending on the population size) becomes equalizing in the
absolute Lorenz sense if and only if it meets subproup minimal progressivity, a weaker concepl
than minimal progressivity. A similar result is derived for the Lorenz domination casc,

The paper ts organised as follows. The next section sets up the notation and definitions
emploved in the paper. Section 3 presents the main findings and Section 4 makes some
concluding remarks,

H. Notation and Definitions

The set of leasible income distributions in an a-person society is D" = {xsB* | x,>0 for all
il, where R" is the r-dimensional Euclidean space and the positive integer » =2 is arbitrary.
Without loss of generality assume thal all income distribotions are illfare ranked, that is, for
all xeD", xy=<x:< ... =x,. For any xeP", let 4{x% be the mean of x.

Given arbitrary p, gel)", we say that p weakly dominates ¢ according 1o the Lorenz
criterion (p > = g for short) if the Lorenz curve of p lics nowhere below that of g, that is,
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for all %, 1 =k=n. The relation p > .; g is equivalent to the condition that g is at least as
unequal as p by all eelative ineguality indices that satisfy S-convexity [see Foster (1985},
Foster and Shorrocks (1988) and Chakravarty (1990}]. According to S-convexity a rank
preserving transfer of income from a rich person to a poor person does not increase inequality.
Moyes (1987) showed that g is at least as unequal as p by all absolute S-convex inequality
indices if and only if the absolute Lorenz curve of p weakly dominates that of g (p 2= .y g for
short), that is, it and only if,
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forall k, 1 =k <n. We speak of strong domination in {1) and (2) if strict inequality holds for
at least ane k<"n.
Next, we present two ranking relations building on an idea of Runciman {1966).

* A generalisation of EFR and Moves' results was developed in Plingsten (1983).
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According to Runciman for any person in a society the extent of relative deprivation arising
out of the comparison of his situation with that of a better off person is given by the difference
between the latter and the former. In view of this, the ith person’s deprivation in comparison
with_ith person’s income x, where x,<x;, can he taken as {(x,—x,). Now, person | is deprived
of all incomes higher than x;. Therefore, the total deprivation felt by person { in comparison

with all incomes higher than x, is '_EI : {x,—x.). Given g, geD® we say that p weakly dominates
=i

g by Runciman criterion 1 {p 2> —p, g for short) if

L1l T
2 Mg 2 T (pep) (3)
forall £, 1<k <<n— 1. Thus, B1 means that for any person the aggregate deprivation under g
i at least as large as that under p.

Now, instead of considering simple income differences, as is done in (3), we can look at
the utility differences of the form U(x) —U(x.), where U is increasing and concave, Assuming
that U{z) —log z, we say that for p, eI, p weakly dominates 4 by Runciman critcrion 2 (p
=gy q for shorl) if for all k, 1<k =n—1,

r=En_]{lﬂg g—log qu) = r._%_glﬂs pi—log pi). {4)

For strict dominance according to R1 {R2) we require at least one sirict inequality in {3)
(4.

A taxation scheme is a function /3 D'~D' that associates a pre-tax income u to a post-tax
income fu); f{e) =u—Ff{&) is the tax liability, The person with income level u will be called
a tax-payer, unaffected or subsidized according as t{u) 18 posilive, zero or negative. For any
x=£D", we write fx) for (=}, ..., flx)).

We now state some properties of income taxation in terms of an arbitrary 2 D'-+D".
{a) Weak Incentive Preservation (JP): f is non-decreasing in pre-tax incomes, that is, for all
u v =0, fu)=fv) =0,

{b) Weak Average Progression (AP): Averape tax rate is non-decreasing in pre-tax income,
that 15, for all =y =0, (x—fu) ) uz (v —f{v) )y,

{¢) Weak Minimal Progression (MP): Tax liability is non-decreasing in pre-tax incomes, that
is, for all 4 v =0, u —flu) =v—F{v).

(d) Weak Subgrovp Minimal Progression (SM): Let # =2 be given. Then for any partitioning
of the population inte two groups, the poor and the rich, the average tax liability of the latter
should be at least as large as that of the former. Thal is, given the pre-tax income distribution
x, forany &k, 1=k=n—1,

ks sy R

{e) Weak Subgroup Admissibility {SA): Let n =2 he given. Then the cumulative tax rate of the
bottom & (0=k =1} proportion of the population does not exceed the aggregate tax rate. That

? For [urther discussions on the ordeding R1, particularly for its social welfare implications, se¢ Chakravarty
(1996) and Chakravarty, Chattopadhyvay and Majumder (1995},
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is, miven pre-tax distribution x, for any k, 1 =k =n,

A =AY /i) 2 (E, =f) /5, ).

Properties fP and MFP were introduced by Fei (1981). It should be noted that if tax
liabilities are positive then AP implics MP. Furthermore, MP implies SM, but the converse is
not true. However, MFP and M are eguivalent in 2 two-person socicty. In () if the fax
function satisfies MP, then 54 means that the ratio between comulative taxes and pre-lax
incomes 18 not larger than the ratio between total tax and pre-tax aggregate income, which in
turn means that a larger share of tax burden falls on the higher income groups. This is one
notion ol progressivity sugeested by Jakobsson,* It should be evident that while the first threc
properties are independent of the population size n, the last iwo properties depend explicitly on
n. Strong versions of [P, 4P, MP, SM and 84 can be defined by replacing the weak inequalities
in the above definitions by strict inequalities.

III. The Results

We will state/prove only weak versions of the different results. Strong versions can be
stated/proved under appropriate modifications. We begin the section with the formal presen-
tation of the EFR and Moyes results.

Proposition 1 [Eichhorn, Funke and Richter {1984)].
For all # =2, for all xeD", f(x) > —; x if and only if the tax function satisfies JP and AP,

Proposition 2 [Moyes (1988}].
For all # =2, for all xeD", f(x) > 1.1 x if and only if the taxation scheme satisfics IP and MP.

The next result identifies the tax structores that agree with the ranking criteria R1 and R2
respectively,

Proposition 3

(2) For all n =2, for all xeD", f(x) > _g, x if and only if the tax function satisfics IF and MP.
(b} For all n =2, for all xedy”, fix) > -4a x If and only If the taxation scheme satisfies IP and
AP,

Proaf {a) Sufficiency: By 1P, the posi-lax income vector is illfare ranked. Note that MFP implies
X% = flx) —flx-) (3
foralli=2, 3 ... n. Now

H
E_ i (x,—x)=x R T ol T L 1 S

* This requirement has been shown io be equivalent (o the condition that Jiability progression, the elasticity of
tax liability with rcspect tn income before tax, shoubd not be smaller than unity at all income levels (see Takohssan
(1976} and Chakravarty (1990).
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=Xy X TXppr—Xpsp T R4 —Xet .
Zf(xnr 1) —fx) Ff(Xerz) S ) F(Xes) — 0]+
{from (5))

= £ () —fx).

i k1
Hence we have f(x) = x.

Necessity: The structure of this parl of the proof is similar to that of EFR and Moyes. Suppose
IP is violated. Thus, there exist 0<Zz <v such that f{u) >f{v). Consider r =2, such that

(1) = (v —u)/(flu) =) (6)

Letx={u,u, ... u, v). Then fixy={f(v), fu), ... flu), f(&)). Consider the aggregate income
short{all of any one of the (# - 1) identical poor persons from the rich person in the pre-tax
distribution x and that of the poor person from the rich ones in the post-tax distribution f{x).
These are given respectively by {v —w) and (n — 1) (f{u)—Ffi¥)). By the choice of n in (&}, we
have {n— 1) {f{u) —f(v}) > (v —u). This contradicts the requirement f{x} <z, x.

Suppose now that MP is violated. Then there cast 0<7aw<iv such that +—f{0)<u- flu).
Let x ={u, ). Then fix}y=(f{u), f{v)}. Clearly, f{v) >f{u). The income shortfall of the poor
person {rom the rich one in the distributions x and f{x) are given respectively by (v —u) and
{f(v)—f{u)). By assumption we have v—u<f{v} —f{u), which contradicts the relation fi{(x)
) X
{b) The proof of this part is similar to that of part {a) and hence omitted. [

From propositions 1, 2 and 3 we see that lor all e =2, B1 (R2) is equivalent to LA ({L).
In our next result we show that the Lorenz and the absolute Lorenz dominations differ
respectively (rom the ranking relations R2 and R1 for a given population size.

Proposition 4 Let n==2 be given. Then for arbitrary x, yeD®,

{fa) y=;x does not imply »Z5; x.

(B}  p=rax does not imply y =g X,

proaf: This will be done by giving an example. Let x ={10, 20, 30, 40) and p=(14, 22, 24, 40).

Then we have =, x but not ¥y =g x. Again for the same x, y, the relation y 2.4 x holds but

not =g, Xx. ]
We now try to find out what should be the population size dependent tax schemes which

are equivalent for the different inequality criteria. In doing this, we assume, as is done in most

cases of distributional comparisons, that the tax fonction satisfies TP.

Proposition 5 Let n =2 be given. Suppose that the tax function.satisfies IP. Then for all xeD",
flx)yZ s x if and only it SM holds,
Proof Let r=x,—f(x;). By IP fix) is illfare ranked.

I3
Clearly, '§| Fix)—A{f{x)) = _=LIE] {x,—A{x)} can be re-writtcn as

é] (=t A0 A = ‘ﬁl (x.—A(x)) 7
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where A(2] is the average tax liability. (7}, on simplification, gives us

I
L Lk < A0) (3)
k
Since A(t)=(2. 1, +-=§+l 1,)/n, from (8) it follows that
[
k< B t/nk) ®)

The absolute Lorenz domination implies that the inequality given by {93 is true for all &, 1=
k=n—1. Hencc f{x) =,y x implies that SM holds. Similarly it can be shown that (9)=:f{x)
=4 X, |:|

Finally, we have

Proposition & Let n = 2 be given. Suppose that the tax function satisfies P, Then for all xef",
fix)=, x if and only if S4 holds.
Progf Lol t=x;—f(x,). By IP fix) is illfare ranked. Now, f{x}=; x can bc writlen as

é. (X, 1) AAX)—A()) = é‘ x/A(x) {101

where 1=k =# and 4(t) is the average tax liability. It should bc noted that since both x, f{x}
e, we have, A{x)Y— A=A (f{x)) >0
Fram (10) we have

& K
L ox [VAx) -} -] = L 6 AAix) =)} (11}
for all k, | =k=n. From {11} it now follows thai
K 3
Al1/A(x) = EL i/ rEJ X, for all &, 1 <<k=<n. Hence 54 holds.
= -

These steps can be retraced back to show the reverse implication, ]

IV. Conclusions

Kakwani (1977) indicated that an average progressive taxation is uniformly equalizing
according to the Lorenz criterion. Later on, many authors, including Jakobsson (1976),
Eichhorn et. al. {1984) showed that under certain conditions the above implication turns out
to he an equivalence. The absolute version of this result was proved by Moyes (1988). We
propose two concepts of domination principles based on Runciman {1966) which lead to
identical raxation schemes as proposed by EFR and Moyes under the condition of population
size independence and which differ from the Lorenz criteria if the population size is given, We
then try Lo indicate the nature of the equivalent taxation schemes for the Lorenz criteria when
the population size is fixed,

Lei. us now consider the relation R{L/) defined as ‘For any x, yelX, ¥ > _geq x if and only
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if %" UE)~UG) 2 %.1 (U() —Upy)) forall k, 1 <k <n— 1", It will be interesting
[==n- P

Lo determine the nature of U for which the following result holds: For all n =2, for all xel¥,
fix) > aqn x if and omly if f(x) >, 2" Since in this paper our aim was to find the fixed
population analogue to the results of Eichhorn, Funke and Richter (1984) and Moyes (1988),
we did not try to investigate the issue here. We, however, leave this as a future research
program.

InpiaN Sranisticar INSTITULE AN RAMAERISHNA MISSTON VIDYAMAKNDIRA
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