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is maximized. Substituting

ttdgcroonstmnt into theobjective function,

_ p@fof unconstrained optimization where the

X = y(g)+ 1Y (€0 2(0))

" X m+n
nﬁent the solution to the problem. Then, at
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Proof.  From equations (2.1) and (2.2) it follows that:

oy, , 0%
A L
[,0Y 0
% __ )__2 o o } (2.4)
dn~ 78 A
Since A > 0, from the sccond-order condition the sign -5:7
is determined by the sign of y'(g)[g—;w%], whereas the
ion i deEk: IR o by R Gl
sign —> s determined by that of y(g)[2 5 a2 ] From
equations (2.3) and (2.4), and using the assumptions of the model
)/’(g)<0.%>(),:;;O,}:g =0,%—};<0, and %%<0] it follows that,

dt and ﬂ are both negative. Hence, the statement of the proposition
dn { & P
an

holds.

Notice, that the rather ‘unconventional’ redistributive instrument,
i.c., the quality of governance, plays a crucial role in the proof for
Proposition 2.1. The choice of a lower quality of governance creates
an income-opportunity for the poor, and this is implied by y'(g)<0.
Because of the fact that y'(g) < 0, the government with its objective of
maximizing per capita income of the poor strikes a balance in its choice
between the two instruments £ and g. [t chooses lower values for both as
poverty and income inequality increase in society. In the absence of the
instrument g, in a similar situation one would expect the government
with such an objective to choose a higher value of ¢, as the conventional
political economy models would predict. Interestingly, inclusion of
the additional instrument for redistribution through the choice of the
quality of governance changes the result remarkably. This largely explains
the empirical findings that stood as exceptions to the predictions of the
conventional political economy models, where a higher level of poverty
and inequality goes hand in hand with a higher tax rate.

So far, we have not said much about inequality. A simple measure
will be the relative average income of the rich vis-a-vis the poor. It can be

&
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shown that if # increases, income inequality also goes up, provided the
rich have a higher average income initially. However, as g and 7 respond
to a rise in #, there are various cross-cffects. A decline in total subsidy and
a drop in ¢ strengthen the rising inequality effect, but a rise in y through
a fall in g weakens the same. One can show that if the response of y to g
is really sharp, the rising inequality effect as an initial condition will be
offset to some extent by alterations in g. Thus, societies with very high » can
reduce the degree of inequality by altering g. In fact, a very high 7 to start
with means that the effect of the subsidy component will be negligible,
that is, alterations in the total value of tax revenue to be used as per capita
subsidy will have litdle impact, and then it is likely that the ¢ effect will
dominate. A purposc of this section is, therefore, to show how the income
level of a typical poor person is positively affected by a weak governance
structure. ‘This is the reason why we abstracted from considering the
inequality impact. After all, the poor vorer should care much more about
individual income than the social measure of inequality.

Of course, the nature of informality is not the same in every society. In
some societies a change in the governance level has a significant impact
on the income of the informal sector, while in some others it does not
have much of an impact. It can be argued that societies where change
in the governance level has a negligible impact on the income of the
informal sector, choose a higher level of governance and tax rate. Thus:

PROPOSITION 2.2, Societies where change in the governance level has a
negligible impact on incomes in the informal sector choose bigher tax rates
and higher levels of governance

Proof. 1f the change in the governance level has negligible influence
on the income of the informal sector, in terms of our model, it implies
3'(g) = 0. We compare the equilibrium choice of #* and ¢* of the two
societies with y'(g) <0 and y'(g) = 0. The equilibrium \':lllIICS ofits
3"dg'$ati55' cquations (2.1) and (2.2) in the situation where y'(g) < 0.
Given z=¢*if 7'(g) = 0 equation (2.2) changes to:

A-mr’(s—,:-z'(g‘)>0 (2.5)
og

<

The previously chosen value of g=¢* cannot be .rhr-‘ OPIE;‘I‘fma;“ S“‘?hj‘
situation, Suppose, ¢ =g defines the new opumuim. - tf ‘l,l uc t; g
must be chosen in such a way that A=0. Once again, 1t ollows from

04
. (2.1) thar 24
the assumptions of the model and from equation ey

'Ihctcflc)rc. it must be the case that g > ¢ " -
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As the value of g increases to g* from equation (2.1) it trns out:
B-[Y(zat*)+l*%]l>-0s ‘ | (2.6)

The previously chosen value of 7 = #* cannot be !‘:hclop”tt'frium in such
a situation. Suppose, ¢ =7 defines the new optimum. The value of 7
must be chosen in such a way that B =w04 Observe that the second-order

condition for optimization lmplics < 6 'ﬂleﬁfﬁ?@"m\}sf be the
case thae 7 > ¢ *. This hasia fecdbacle eﬁ'cct 6n qual;iJI (2.5) .mﬁlcﬁ

further boosts the value of g. o Rt W e

This justifies Proposition 2.2, b chs: words shnws that in
its chmcc of the tax rate and gq,vgmanca lqvel, the
f ot

governance and a l'ugh tax rate,, 38 B

However, there are situations wh
in its choice of rax rate. An )
governments under the thxeag,‘
their own junsdlcnons, ‘



V'J‘guidcd by equations (2.1) and (2.2),
Ip pose, the constraint binds and it is always
’”;l-]n‘ Ve

1L ‘u-v“i,-\';'t!'(g

(2.10)

(2.11)

; W‘QOhnd < 0], equation (2.11)
hu-f = J-'

& L Ay Pk
| ,&m‘ fori




