IncRed Yusen Sung

Equity and Income Redistribution

1 Government Policies and Fairness

e Fconomic Functions of Government: [Richard & Peggy Musgrave]

— Resource allocation: efficiency (F&7E)
— Income redistribution: fairness (BEER)

— Economic stability (H14R1T)

e Govt activities inevitably affect IncDist

Govt procurement /contract, tax/expenditures
1] What is [ZRAI£ 7

e Sources of income disparities

— Inequality in wage/salary: most important!

— Property income (interest, dividends): only 10%
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2 Examining IncDist Status

e Distribution table of national income among families

e Poverty line: sustainable living standards

e Poverty gap: $ needed to lift all HHs above poverty line

e Lorenz curve [Bruce 2e, p.197]!
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e Gini ratio: coefficient of income concentration [Bruce 2e, p.198]2

IPlotted as cumulative % of income v. cumulative % of lowest-income HHs. Lorevz curve coincides with equity line if

income is equally distributed across all HHs. With greater inequality, Lorenz curve further curves down.
2Ratio of area between equity line and Lorenz curve to the area below equity line. G = 0 if income is equally distributed

across HHs. G =1 if income is concentrated in one single HH.
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3 Normative Justification for IncRed

3.1 Social Welfare Max

e Cardinal utilitarianism:

max SW = f(ui(hh),...,un(ly)) st > =1

LT,
e Additive/Benthamite SW:?
W = u(l1) + - +uy(ly,)
foc: equal marginal utility of income (MUI):

ur(h) = uy(ly) = -+ = (L)

e Further assuming u; identical:

N If Wi (1) > ub(1), then I, > I,

UA

l, l

3Jeremy Bentham, 1748 1832, R (IE#: —HERELZIR), % 66 E, Michael J. Sandel, HE HER, 2011,
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e Maximin/Rawlsian SW [Feldman 1980, Ch.8]*:

max W = min{uy, -, u, }

— Allocation/state x is Rawls superior to y (ie, ,R,) if:

min{ zq,...,x, } > min{y, ...,y }

— Assume identical u;(1;):

> Egalitarianism: equal income distribution

— Behind the veil: people are risk-averse

> “Social insurance” against future bad times [Rawls/Harsanyi]

— Ex-ante game rule: to be followed “ex-post”

Rescue search period [Schelling]
m Ex post: Rich against IncRed, poor for IncRed

— Problems:
Are people extremely risk-averse?
May have to sacrifice majority’s welfare.
Role definition not clear (eg: abortion legalizatn)

4 Welfare Economics and Social Choice Theory
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3.2 Pareto Improvement

e Assumption: “altruistic” rich people caring for the poor

e (Example) 3 consumers:

— 2 rich:
U' (21, x3), U?(2, 73)
— 1 poor:
U(x3)
> x3 is a public good
e Voluntary transfer by the rich:
t1, T2

> Consumption:

=1 —t
To = Iy — 1y
xy = I3+t + 19
o Utility:
UM, —ty, I3+t +ty)
U?(Iy — ty, I3+t +to)

US(Is + 1, +ta)

e Optimality: Samuelson foc

T3,T1 €3,T2 Uél U32
MRS*™ + MRS;*™* = ol + ik 1
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e Nash equilibrium: not efficient

foc:
U; = U

Uz = U

e Pareto gains from further simultaneous small donation $1:
2U; — U} > 0
2U; —U; > 0

e 2 views:

> Public good: z3 is PG, equilibrium contribution too low

> Prisoner’s dilemma: coordination issue
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3.3 Super-fairness (SF)

e No envy:®
ui(z;) = i), Vj#i
Figure: No Envy X 4 B
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e Effeciency versus fairness:®

— SF may not be PO (figure above)’

— PO may not be SF (figure below)

5Not ‘wish I were you’ (ID-envy), but ‘wish I have your money’ (wealth-envy)!
6Note that an allocation is Pareto optimal iff it is on the contract curve. It is super-fair iff it is in the fish tail.

"Market moving from SF to CE may also destroy SF.
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e Achieving both optimality and fairness:
Step 1: Start with equal endowment (w; = wy): no envy insured.

Step 2: Free market: CE is PO.
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3.4 Other Reasons

e Needs for social insurance

e Social-political reasons: for social stability

e Commodity egalitarianism: goods be distributed equally
> Non-individualistic Views: irrelevant of people’s taste

> To insure minimal sustainable level .®

8For example: votong, preliminary education, health insurance, unemployment insurance, pension.
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4 Positive Explanation of IncRed

e Voting outcome: poor people are majority

e Special interest groups: congress lobbying, coalition
5 Argument against IncRed

e Income/consumption level is individual choice

3 farmers: IncRed is robbery [Landsburg]

e What about other inequality?

— Toy sharing by children

— Sexually advantaged people: providing free sex service?
e Fair Process: make sure equal opportunity be available to all

— Income redistribution is unnecessary

— Any ensuing income distribution is just [free market]
— Should have sufficient social mobility

How about endowment equality?

How to judge fairness of a process? (eg: KE2Hi%)

10



IncRed

Yusen Sung

6 Difficulties with IncRed

e Income definition and measurement:

— Non-monetary income hard to value!
HH productn/work
Underground economy”

— Fluctuating income in different stages of life

Athletes, models

e Units of IncDist: “individual” v. “household”
- People save by living together

- Elders living separately raise income inequality

9Baby-sitting, wine brewing, haircut.

11
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7 Allocation Choice [Feldman 1980, Ch7]

7.1 Comparision Schemes

e Pareto criterion: , P, Pareto-superior

Vi, R, and 3j, .P]

e Kaldor criterion: ,K,, Kaldor-superior
dz € A(x) s.t. P,

where: A(x) = allocatns/states accessible from z.'

> K, = u(y) lies in UPF(x)
> P, implies ,K,, but not vice versa

> Kaldor inconsistency:'' both Ky and K,

e Scitovsky criterion: ,.S,, Scitovsky-superior
Ky, not K,
> To avoid Kaldor inconsistency

> .5, implies ,K,, but not vice versa

e Samuelson criterion: , N, Samuelson-superior

Vze Aly), K.

0Through transfer/tax/subsidy...

HFor instance, 1 is an apple farmer, and 2 is a banana farmer. And point s is the status quo in the figure. Now project x is
to build an apple-growing facility near 1 (so 1 has lots of apples, but no banana), and project y is to build a banana-growing
facility near 2 (so 2 has lots of bananas, but no apple). An allocation z in A(z) is achieved by transfering some apples from
1 to 2, whereas an allocation w in A(y) is achieved by transfering some bananas from 2 to 1. As such, slope of UPF(z) will
be steeper than that of UPF(y).

12
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u2 (Pareto Criterion)
A
xPy
©
X
©
y
> U1
U2 (Scitovsky Criterion)
A
xSy, not ySx
X
y
> U1

13

u2 (Kaldor Criterion)

xKy, yKx
(not: xSy, ySx, xNy,yNx)

u2 (Samuelson Criterion)
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> For any z € A(y), there is a w € A(z) that is Pareto-superior.!?

> N, = UPF(y) lies inside UPF(z)
> Must be consistent: impossible to have both ,N, and ,V,

> NV, implies ,S, and hence ,kK,, but not ,P,

e Note: [Feldman 1980, Ch§]

— Super-fairness may contradict all four rules.

— Rawls may contradict Kaldor, Scitovsky, and Samuelson rules.

2Whatever you do, starting from y, you can do better starting from x.

14



IncRed Yusen Sung

7.2 4 possible Non-Paretian Outcomes

U224 U224
Cannotrank Cannotrank
(xKy, yKx)
y
y
X X
> U1 > Ut
Uu2a U24
X is preferred X is preferred
(by K, S) (byK, S, N)
y
X
y
> U1 > U1

15
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8 Expenditure Incidence of IncRed Programs

e Lump-sum money transfer: no tax shifting

e In-kind price subsidy: uncertain

Housing subsidy:'?

— House price/demand (P, @) higher

— Winners: rich constructors/landlords

— Losers: general buyers/renters

— Uncertain: subsidized people (r |, P 71)

Pa

b

> Should stimulate house supply: for P |, @ 1
1 house per person'

13E.g., MIXEREEEHAE, SERRAEELEFFE, fi8EEEHHE.

14(2013/12/05 HHERR) $PEMBERREMELGILEEES, CREKRE, AUHEHRRSSHLEE, BEaROEL NEER
MALE | REIR, AR REERO A FERFNEERE, B MER—K] M5, WERDRBNFSELS, FaefkmEE
M. REW/IEL, FESRCTIERMABRKEET, TR BEEHR. ERRAZBARTESETE, NOBREAAHE, REWHE

16
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e In-kind goods transfer:!®

— Often valued less than direct cash transfer. |Figure below

> Worth only 80% of cash value!'6
> DWL of Xmas gift-giving: SW down by 13%.17

— High administrative costs (eg: &R 53KiH)
(Blanchard et al. 1982) 36% higher than giving cash!
— Why then in-kind transfer?
1. Commodity egalitarianism: to maintain minimal sustenance

2. Discourage ineligible recipients: hassles/humiliation

3. Politically attractive: support from commodity producers

15, BESRNFEESED RN, BYEREFRIULHEFSIEE AN EE. MR, #8 2 £ 3 FULEERAEENREE, BUF
JERERAR, B RRRED FEERFRESEE, [—ME AR S TE, BEAGEREE? BEHES FHEEAEES, BiEEEM
EEHBRE, MIELRYE, QRIS ERER R,

(2013/10/07 ERA EEGREF GILHE) KBk BFHAEDR, AR NMEH HRE=TE T ENERETRSETERHE, &
ERERIVERE. DEERREHE -FREEFREEAENRR, THREREMUBHEER, SR 5% BERK 17% KB
B, ELFERERBPBHREREME, AE-EREE EEE=M, ERCEUEHESEER, IS EREE R,

[FE, 2014/4/23 SERMEERGEE [EERGHIELIGEERSER], B8 BECEERER 1.5% #5% 3.6% WIEH. {1
ERGESEREFEFREEHELE, RMEPHERE, Rambie, HETEFENHEES RS L.

(2015/2/217 BERHMHEFZHAGIRY) SIHRMACGE LA 16 HEZILTHER 2K (BHEE) 55, TRHRNAEREBE
AT HEAEREES AT B E, TS TRERERE 2 ME F A EERNE, ERE T I, ERRAREER TF, GG
7, B 20 FF A EBEREM, ATLL 1R 5 OR% 1005, EEstaRER,

5 For example: food stamps, Medicaid/Medicare, public housing.

16Smeeding, 1982.

7Waldfogel, AER/1993v83 and EI/2002v40.
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(interior)

(corner)
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