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Abstract

We ask what redistributions of income and assets are feasible
in a democracy, given the initial assets and their distribution.
The question is motivated by the possibility that if redistribu-
tion is insufficient for the poor or excessive for the rich, they may
turn against democracy. In turn, if no redistribution simultane-
ously satisfies the poor and the wealthy, democracy cannot be
sustained. Hence, the corollary question concerns the conditions
under which democracy is sustainable. Since decisions to save are
endogenous, we solve explicitly for the current growth rates given
any time path of future tax rates. We find that the optimal path
of redistribution chosen by the median voter under the constraint
of rebellion by the poor or the wealthy consists of redistributing
as much as possible as soon as possible. However, this path is
time inconsistent unless voters punish governments that deviate
from their promises. Democracies survive in wealthy societies,
with a lower average capital stock when they are more equal.

*We thank Onur Ozgur for comments and for technical assistance.



1 Introduction

We ask what redistributions of income and assets are feasible in a democ-
racy, given the initial assets and their distribution. The question is moti-
vated by the possibility that if redistribution is insufficient for the poor
or excessive for the rich, they may turn against democracy. In turn,
if no redistribution simultaneously satisfies the poor and the wealthy,
democracy cannot be sustained. Hence, the corollary question concerns
the conditions under which democracy is sustainable.

In a simple model of production and accumulation, where agents
are heterogeneous in their initial wealth, the median voter chooses a
sequence of redistributive tax rates. Decisions to save are endogenous,
which means that they depend on future tax rates and thus future growth
rates. We solve explicitly for the current growth rates given any time
path of future tax rates. We assume that decisions about redistribution
are made in elections and show that no coalition of poor and wealthy
leaves both better off than the decision of the median voter (see Theorem
4). Moreover, the identity of the median voter does not change over time
(For a model where it may, see Besley and Coate (1998)). Hence, the
same median voter is decisive at each time with regard to the entire time
path of future redistribution. The median voter, however, must consider
the eventuality of rebellion by the poor or the wealthy. Either of these
groups can establish a dictatorship and impose by force its preferred
path of redistribution. The cost of dictatorship, in turn, is the loss of
freedom. We assume, in the spirit of Sen (1991), that the utility of any
amount of consumption is lower when people are not free to live the lives
of their choosing.

Since the median voter need not choose a constant tax rate, we en-
counter all the richness and all the difficulty of the optimal tax literature
(Chamley (1985), (1986), Judd (1985), Benhabib and Rustichini (1997),
Benhabib, Rustichini and Velasco (2001), Chari and Kehoe(1999)). A
further complication arises from the redistribution of tax receipts back
to the agents as transfers, which the agents must incorporate into their
decisions to save. The equilibrium must therefore be solved for all feasi-
ble tax sequences, and the median voter optimizes over these sequences
taking into account equilibrium consequences (see Theorems 1 and 2).
In contrast to earlier results in the related literature which provide neces-
sary conditions that all equilibria must satisfy (Chamley (1986) or Chari
and Kehoe (2000)), we characterize the unique equilibrium, albeit in a
framework which is different and in some dimensions more restrictive.
(see Theorem 2, Remark 2, and Corollary 1.) Hence the length and
complexity of our proofs.

Results are the following;:



(1) Democracies survive in wealthy countries. Since the freedom of
poor people is already circumscribed by poverty, people have more to
lose from dictatorship when they are wealthier. As a result, they are less
prone to turn against democracy in affluent countries. (see Theorems 5
and 6 , and also see the discussion preceding Theorem 6).

(2) Democracies survive at lower average capital stock in more equal
societies.(See Theorem 6 and Remark 8.)

(3) If the capital stock is high enough at the time democracy is
inaugurated, the median voter can equalize wealth in the first period,
and implement zero taxes henceforth. (see Theorems 3 and 6).

(4) The optimal path of redistribution chosen by the median voter
under the constraint of rebellion by the poor or the wealthy consists of
redistributing as much as possible as soon as possible. While redistri-
bution is a conflictive issue, since future taxes reduce current growth,
everyone wants redistribution to stop at some time. (See Theorem 4)
However, this path is time inconsistent unless voters punish governments
that deviate from their promises (See Corollary 4 and Theorem 7).

(5) Since the median voter, as well as the poor and the wealthy
dictators, want redistribution to end as soon as possible, political regimes
affect growth rates only during the period when future taxes are expected
to be positive.

The first result is consistent with the well established fact that the
probability that a democracy would survive rises steeply in per capita
income (Przeworski and Limongi 1977, Przeworski et al. 2000). Between
1951 and 1999, the probability that a democracy would die during any
particular year in countries where it emerged with per capita income
under $1000 was 0.0819, which implies that their expected life was about
twelve years. For countries where democracy was inaugurated when they
had incomes between $1001 and $3000, this probability was 0.0248, for
an expected duration of about forty years. Between $3001 and $6055,
the probability was 0.0099, which translates into about 101 years of
expected life. And no democracy ever fell in a country with a per capita
income higher than that of Argentina in 1975, $6,055 (1985 PPP from
PWT5.6). This is a startling fact, given that throughout history about
seventy democracies collapsed in poorer countries. In contrast, thirty-
seven democracies spent over 1000 years in more developed countries
and not one died.

We do not have systematic knowledge about redistribution. All we
know is that the distribution of market (pre-fisc) incomes seems to be
extremely stable over time, implying that major redistributions of as-
sets are in fact rare. It appears that there are no countries which over
the long run equalized market incomes without some kind of cataclysm.



The strongest evidence comes from Li, Squire, and Zou (1997), who re-
port that about 90 percent of total variance in the Gini coefficients is
explained by the variation across countries, while few countries show
any time trends. Massive redistributions occurred only as a result of (1)
expropriation of large property as a consequence of foreign occupation
(Japanese in Korea, Soviets in Eastern Europe), (2) revolution (Soviet
Union, China), (3) destruction of large fortunes caused by war (France
according to Piketty 2000), or (4) massive emigration of the poor (Nor-
way, Sweden).

That political regimes, dichotomized as democracies and dictator-
ships, do not affect the rates of growth of total (as distinct from per
capita) income is now generally accepted (Barro 1989, Helliwell 1994,
Przeworski et al. 2000). Young democracies, however, tend to grow at a
slower rate than mature ones (Przeworski et al. 2000), although we do
not know whether this is because they are expected to tax for a longer
period than either kind of dictatorship.

The result about front-loading redistribution is standard and surpris-
ingly robust in the optimal taxation theory. Yet it appears to contradict
the observed patterns: prima facie observation shows that democracies
tend to tax year after a year and, if anything, the tax rate increases as
they grow older.! In the light of the theoretical intuition, this fact is
deeply puzzling. After all, even the wealthy, who lose from redistribu-
tion, would want it to occur as quickly as possible. A situation in which
asset distribution and factor incomes remain more or less the same and
some redistribution occurs year after a year is costly to everyone over any
longer run. We have no answer to this puzzle. One reason may be time
inconsistency. While the median voter pushes the wealthy to the rebel-
lion constraint early into the life of democracy, growth generates some
slack with regard to this constraint. Hence, the median voter is tempted
to renege on her promises and to vote for a positive amount of redistrib-
ution. Yet if reneging causes economic agents to distrust promises and,
therefore, to reduce their saving rates, such a proposal would not be elec-
torally victorious or a government that implements it by surprise would
suffer electoral defeat, which means in turn that it would not be made
or implemented. The second reason, due to Meltzer and Richard (1981),
is that because of suffrage extensions and of ageing, the median voter in
fact became poorer in the course of history of democracies. But then as-

1'We regressed in different ways tax revenues as a proportion of GDP (from World
Development Indicators) and government expenditures (from Penn World Tables) on
regime age, initial or current per capita income, electoral turnout, and proportion of
the population over 65. The coefficient on regime age is never negative, regardless of
the estimator.



set redistribution should come in spurts following extensions of suffrage,
and there is no evidence that it did. Finally, the third possibility is
that unequal distribution of non-alienable assets regenerates inequality
of alienable assets even after their initial equalization (see Mukherjee and
Ray 2002)%. The last alternative seems particularly plausible in the light
of the experience of communist countries, which nationalized almost the
entire stock of physical capital and yet continually faced inequality due
to differences in human capital and continued to tax incomes.

The paper is organized as follows. We begin with the description of
the economy and determine the optimal consumption path as a function
of future growth rates, which in turn depend on the future tax rates.
We then solve for equilibrium growth rates for arbitrary future tax se-
quences. With these instruments, we then determine the optimal tax
sequences that will be chosen by the median voter, first without any
political constraints. To check that the median voter is indeed decisive
with regard to future tax rates, we show that no coalition between the
poor and the rich could make both better off than the proposal of the
median. Then we focus on the political constraints, assuming that ei-
ther the poor or the rich can rebel against the proposal of the median
voter when her program generates too little or too much redistribution.
This analysis allows us to determine the conditions, in terms of the ini-
tial capital stock and its distribution, under which democracy is and is
not sustainable. Finally, since the optimal program of the constrained
median voter turns out to be time inconsistent, we consider the condi-
tions under which the median voter would not want to depart from the
optimal program.

2 The Economy
2.1 Production

We have a linear production economy where output ¥, at time ¢ is pro-
duced with capital k; according to the production function

Y = Tk

2In principle, what matters is the equal ownership of assets in total, not asset
by asset, unless the initial equality is undone by differential bequest and capital
markets are imperfect. Since income streams associated with assets like talent or
human capital can be computed an initial wealth endowment, it should, in theory,
be possible to equalize wealth by giving less phsical assets to those under-endowed
with non-alienable assets, provide there are enough physical assets to escape corner
solutions. Thus what should be taxed is endowments, human and physical, rather
than incomes. However in practice it would be an impossible task to compute, or to
elicit truthful estimates of non-alienable assets.



with r > 1.

2.2 Initial Wealth Distribution

There are n agents, indexed by ¢. In the initial period ¢y, they each own
a share of the capital stock, v}, and > ; vj, = 1. We denote the shares
of capital owned by agent i at time s as v:. We define k! = v/k;.

2.3 Redistribution Through Taxation

Taxes are redistributive. The tax rate on assets at time ¢ is denoted as
T¢, and in each period tax collections are distributed to the agents in
proportion n~! of the total. We assume that 7, € [0, 7], where 7 < 1
for all s.

y;’ = (]_ — Tt) vakt + ’I’I,ithTkt == (1 — Tt> 'f'k?z + nil'rtrkt‘

2.4 Agents

Since redistribution has incentive effects, we have to first consider the
general accumulation problem for the agents. Agents use their capital to
produce income, pay proportional taxes on assets, and consume. Their
preferences are assumed to be isoelastic, and their value function is:

(1 ()7 -1
V'(k}) = max ———
( t) i (1 . O')
where ¢’ is the redistributive transfer agent i receives at time s.
We start by deriving the consumption function for the agent. We
allow for time varying taxes. The first-order condition of the agent for
an interior solution is:

+ BV (r(1 — ki + ¢} — ¢})

ciy = c(Brl— )7 (1)

Note that consumption will grow if (8r(1—7,))= > 1. Forward iteration
of the budget constraint kj,; = (1 — 1)k} — (¢} — ¢{) implies, provided
Tirs < 1 for s = 1,2...(See Assumption 2 below), that:

J

o — qo + Z(é» —q) |[[o@ =7

= (r(1 = 70))kg (2)

We also have, from the no Ponzi and transversality conditions,

t

lim ([[(r(1 = 7)) 7"k, =0 (3)

t—o00
s=1



so that (2) becomes

0 J

Gbodot X (G- I (E0-m) ) =ra-rk @

s=1

Iterating the first order conditions for the agent we get

: 1

j
Z—CBHBT 1—74))7 (5)
s=1

which, substituted into (4) gives

CO QO+Z<CEH5T 1_7—5 J_q]>H 1_7—5)) ):r(l_TO)k(i)

s=1

Solving for ¢, we get

(r (1= 7o)k
(1S5 B 57 r(1=7) )
N gb+ 50 ) Ty ((r (1= 7))
(1+ 2 T B2 (1= 7) )
Thus the agent consumes a fraction ); of the sum of his net capital in-

come (r (1 — 74))k{ plus the value of transfers that he receives, discounted
at r (1 —71):

i
CO_

(r (1 — 7))k
(1 + Z;itﬂ Hi_tﬂ ﬁ% (r(1—75) 7
C]t + Z] =t+1 q] 1 (r(1—74)"
(1 + X Ml 7 (r (1= Ts))%a)
)\<< (1—m1y) k+<Qt+ZqJH r(1—1y)) 1))>

Jj=t+1 s=t+1

(.
Cy =

T
q
N———

[y
~—

Note that Al = )\, so the propensity to consume is identical across agents.

The following assumptions assure that 0 < A\, < 1 for all ¢t > ¢ty .
Note that the assumption places no further restrictions on the tax rate
in the initial period ty.



Assumption 1 7, < 7, <1 forall s =ty+1,t0+2,... where ty is the
tatial period.

Assumption 2 ﬁi (r(1-— %S))l_Ta <1, 55701%” < 1.

The excluded case where 73 = 1, where ¢ is the first time at which 7, =
1, can be dealt with separately. In that case, if ¢ < 1, the Euler equation
(1) holds as an inequality and implies that all assets are consumed in
period t — 1. The growth rate reverts to zero forever, since transfers
must become zero from then on as well. Furthermore note that if o > 1,
utility becomes unbounded below if consumption is forced to zero. Prior
to t the Euler equation holds with equality and the consumption savings
problem reduces to a standard finite horizon problem with all capital
consumed at ¢ — 1 Since this case is of little interest we will rule it out
by Assumption 2.

2.5 Endogenizing Transfers
Under the redistribution scheme
y = (L=7)rki +n" 1wk
so that
Z yi = Z (1 —70)ropky + n ' ryrky = rky

=1

Without loss of generality we define growth rates as g, = kfj

Let the transfers be defined as:

q = n trork,

t
¢ =n"trork,=n"trr (H gs) k

s=1

where .
D=1, A=\
i=1
Using the definition of the growth rates and transfers we can write
e ( e +<qt+ > 4 I1 (=) )>>
j=t+1 s=t+1

8



(after some algebra) as

cé =\ ((1 — Tt)Tk‘i +n ! (Tt + Z T; H gs(r (1 — 7'5))_1> T/{?t)

j=t+1  s=t+1
(6)
Each agent’s budget constraint implies

k’H =(1—1y) rki +n trrk, — c’i =(1—my) Tk:i +n 7k,

-\ <(1 — 7))kl +nt <7’t + Z T, H gs(r (1 — Ts)>1) rkt>

j=t+1  s=t+1

=(1—7,) (1= \)rk!
+ (n_lrn (1—X)—n"try ( Z T; H gs(r (1 — TS))_1>> ky
j=t+1 s=t+1

Summing over agents,

kpoq = Zk;m ( (1—7) (1 =X)+7 (1= N)

(znn%lwnﬂh

Jj=t+1 s=t+1

(1—/\t At<zﬁ I o:r(1=70)" 1))1@

j=t+1 s=t+1

We have the equilibrium relation describing growth rates for our redis-
tributive economy:

gt+1—r<1—)\t At(ZTJHgs 1—75)1)> (7)

Jj=t+1 s=t+1

The solution of this equation, describing current growth rate as a func-
tion of future growth rates, would express the growth rates in terms
of an arbitrary sequence of current and future taxes and will allow us
to express the equilibrium of the economy for arbitrary tax sequences.
Then a political system or mechanism would choose the equilibrium by
selecting the tax sequence.

Note right away that if we confine ourselves to a tax sequence that
remains constant after the first period, 7, = 7 for s > ¢y, the solution of
the above equation is simple:

gs=r(1=A)(1—=7) (8)

9



Note that g, is constant in this case since under constant taxes Ay is
also constant. We will not of course restrict our analysis to constant tax
schemes.

2.6 Dynamics of Shares %

To characterize the equilibrium dynamics of the economy, we first de-
scribe the evolution of asset shares from an initial distribution, given the
tax and redistribution schemes. From the agent’s budget constraint we
have:

kio=0=X)(1—7)rki +n 1k
((1 —\) T — (Z T H g5 ((r (1 —TS))1)> )

We can express this in terms of shares:
i

Kk k
ST (1= 1) (1= A)rt +n (1= N)
/{Zt+1 kt kt

-n- r)\t<z T; H gs(r (1 —74))” 1)

j=t+1 s=t+1

which can be written as

U§+1gt+1 =(1—7) (1 =N)rv; +nrr (1= A)
oo J
—n7lr ( Z T; H gs(r (1 — TS))1>
[ ———

and can be solved for vj,, as
i -1 i
Vi1 = ((9t+1) r (1 - >‘t) (1 - Tt)) Uy

+(gepr) Lt (Ttu—xt) — N Z 7 H gs(r (1 —74))~ 1)(9)

j=t+1 s=t+1

where the law of motion for g,.; is given in (7). Thus if we could solve
for growth rates as functions of future taxes, we could also solve for the
dynamics of the shares.

Note that the second and third terms on the right in the last expres-
sion for vj,, are independent of ¢ and accrue to everyone, while the first
term changes proportionally to initial endowment vgo. Therefore even if

10



shares change, their ordering is unaffected, and the median voter will be
the same agent in each period.
We can define A} and ¥ as follows:

=X\ (vi + (=) mtnt Yo [ er (- Ts))l) rke = Aiky

j=t+1  s=t+1

= ((1—>\t)v§+(n1_v§)7t(1—)\t)

—nlN Z 7 H gs(r (1 —7,))" 1>rkt—\If§kt

j=t+1 s=t+1

Note that if 74 = 7, then Ay = \; using (8) and (9) we can solve for:

viJrl:g_lr(l—T)(l—)\)vi:vi

Therefore, shares v, remain constant. ¥}, A} are also constant and
gs = r(1—7)(1—A). That is, in this linear economy with redistri-
bution, initial ownership ratios remain constant if taxes are constant.
Furthermore W!, A Jand g, are also constant, irrespective of redistribu-
tions n~!. This is because agents always consume all income other than
capital income, just as in Bertola’s (1993) results in a slightly differ-
ent context (He allows for differentially productive labor by introducing
increasing returns to scale.) To see this, note that if 74 is constant,
gs =1 (1 —7)(1 = A). Then, non-capital income minus the fraction of
this income consumed (not including the fraction of capital income con-
sumed), is given by:

n“lrr (1= —n~ ’I“/\T(Z Hgs S)1>

j=t+1 s=t+1

=n'rr(1=X)—n"'rar(A'=1) =0

Dynamics after a one step redistribution: Suppose the tax rate is
Ty, at 1o, and 0 afterwards. Then the shares

Uzo—i-l = gt_o}i-lr [(1 - )‘to) (1 - Tto) Uio + Tt (1 - /\to) n_l]

In this case gi,41 =7 (1 — A\yy) = (ﬁ'r’)% . Therefore, if the initial share is
Utos
vZOH =(1—7y) UZO +7on

% !
Vtotst1 = Vtpts

11



7; = 1 produces complete non-distortionary equality in one step. That
is vj  , =n""forall s =1,2,... Shares will remain constant however if
Tirs =7 for s > 0 even if 7 < 1.

In order to continue with our analysis and characterize the equilib-
rium, we need to solve the equation

gt+1—7’<1—)\t At(ZTngS 1—7'5)1>>

j=t+1 s=t+1

which we turn to in the next section.

2.7 The Equilibrium Growth Rates g; for Arbitrary
Tax Sequences

Let x;41 be the discounted value of tax revenues from ¢ 4+ 1 on. We have

xt-&-l_ZT]Hgs 1_7_3)1

Jj=t+1 s=t+1
Ji+1 =T (1 — At — )\t$t+1)

Then from the definition of x4 :

Typ1 = TepoGrrr (1 (1 — Tt+1))_1 + Ter1ges1 (r (1 — Tt+1))_1
= gr+1 (T2 + Te41) (r (1 — 7'1t+1))_1

so that

gy = T (r(1=7e1) _ "
* (T2 + Tit1)

I—X— /\t$t+1)
Solving,

Tpp1T (1 - 7't+1) =T (1 - A= /\t$t+1) ($t+2 + 7't+1)

We can express x;.1 as

B r (1= A) (Teya + Te41) B (1-=X\)
Tip1 = = -1
(L= 7o) + A (T2 +Ter1) (1= Toq1) (Tpan + 7o) 4+ A
1—A
Ti4+1 = (1( N )t) _
. r(1—At41
(1 Tt'H) (T(I—Tt+2)($t+3+7’t+2)71+’I‘>\t+1 + Tt+1> + At
This in turn can be expressed as a continued fraction:
1—A
Ti41 = ( t) 1
(1—T1) (1_(Alt:;+l) = + T + A
(1—7¢42) ( (rers)eeratrers) s +Tz+2) +At+1

12



that is

" _ (1 — )\t) _ ay >0
TN (resy) byt T
t (1—2t11) b2+ az
Tt+1+ (-r112) b3+b s
Apa1+ t+2 4T p5+ .
t (1=Xt42)
T2t Xt

The non-negativity of x;,; follows from the non-negativity of all the
elements of the continued fraction. Expressed in terms of the coefficients
and variables of our model, we can define {a;,b;} for i = 1,2 ... as
follows.

Definition 1 Let

aizl—)\H%, bi:)\H%, for i odd

a; =1—="74, bi:Tt_‘_%‘, for i even

Definition 2 (The Recurrence Relation of Continued Fractions)

A(n,t) =b,A(n—1,t)+a,A(n—2,t)

B(n,t) =b,B(n—1,t)+a(n)B(n—2,t)
AL t)=ar=1—- X, A(0,t) =0, A(~1,¢) =1,
B(Lt)=b =\ B(0,t)=1, B(—1,t) =0

The second argument ¢ indicates that the recurrence relation depends
on the initial values A (1,t) = a; =1 — A, and B(1,t) = by = A\ and
are used to define z;. We will suppress the first argument ¢ from here
on.

An).
B(n)’
[0,1]. Furthermore, equilibrium growth rates are given by

Theorem 1 z;, = lim, the limit exists and is finite if T, €

Topr (7 (1 — Te41))
(Tpyo + Tea1)

0< g1 =71 =X\ — \yp1) =

Proof: See Appendix.

It is easy to show in fact that when 7,,, = 7, the solution for g;.,
given in Theorem 1 reduces to g = (1 — X) (1 — 7). To see this notice
that

k T A(1—7)
lim Q" — lim I-A1-7)A(1- 7')} _ [,\(17-)+7- A(l(r)J)rT] (10)

f—s 00 k00 T 1—71 T Ad—7

A1—7)+7 AM1—7)+T

13



This is easy to compute because the matrix () is stochastic, with row
sums equal to unity, so it converges to the matrix ev? where ¢ is a
column vector of ones, and v is the characteristic vector belonging to
the unit root of the transpose of ), normalized so that v'e = 1. Given
C(1)=A0)=0, A(1)=a;=(1-X), D(1)=B(0)=1, B(1) =
by = A,

T A(1=7) T
{A(OO)} _ | xa=+r )\()\I(IT)-FT <A(1)>
¢ (OO) i )\(1—7’-7')"1‘7' A(1—7)+7 | ¢ <1)
T A(1=7) T
[B (Ooq — | X X <B (1))
D (e0) s s | \P )

A(oo): T(1=2X) :T(l—)\)
B(c0) AT+ A(1—7) A

:T()fl—l)

but
g=r(l=A=-dx)=r(1-A=XA'=1)=r1-XN(1-7)

as expected.

For another example, the growth rates for a tax sequence that has
a tax of 74 in the initial period t;, and zero tax rates afterwards is

= 1 )
g=r(l=X,) =7 (5%7“17> = (pr)7, because the first period taxes
are non-distortionary. However, if the tax rate at ¢, +1 is 74,41 and zero
afterwards, we can compute

[A (oo)] B {o 1] {1 — Ao (1 = T441) Mgy (1 — Tt0+1):|

C(OO) - 01 Tto+1 1—Tt0+1
1— A
(1)

[B(ooq - [0 1} {1 — Mo (1= To11) Ao (1 —ml)] (11)

|01 Tiot1 1 — Tyt
(%)
where A\, = <1 + D i Hiztoﬂ(ﬁé (r(1— Ts))lff)l with tax se-
quence {74, Ty+1,0,0,...}.
We will make use of the following Lemma in section 3.2.

14



Lemma 1 Ifo > 1, then gs > 9 > 0.

Proof. By the definition for the solution of z,,;, we have g5,; =
T r(l—7s T r(1—7s
‘(J;?ls(JrzE-i-TsJ;)) = r(1=A=Asts11). If 2541 — Osothat go11 = (J;ls(+2(+73+3))
0. However we also have gs11 — (1 — A\s41) > 0 since Assumptions 1
and 2 imply that A\, is bounded away from zero and one, but this is a
contradiction. If alternatively z,,o — o0 so that eaa(rorans)) _, 0, then

( (1 )) (333+2+7's+1)
gs+2 = % > Oa but then gs+2 — T<1_>‘s+2_/\s+2$5+2) — —00,

which again is a contradiction. Q.E.D.

Note that § < 1 is possible under our assumptions, so the economy
can in fact shrink if tpe maximal tax rate 7 is set to hold forever since
then g = (Br (1 — 7))7 , which can be less than unity.

—

3 Democracy: Median Voter Model
3.1 The Optimal Tax Sequence for the Median Voter

The value function for the median voter indexed as voter 7 is:

i - n—to (C;)I*U —1
e W

n=top

Iterating the Euler Equation for future consumption we obtain:

V (ks ki to) = (1 =)™ ()77 | 1+ D 5"“( 11 W(l—ﬂ*));)

n=tg+1 s=to+1
(=)=
where ¢} is given by (6). Then we have:

o XeZg —(1=pB)""
to)

V (kty, ki to) = o)
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where

-1
1-o
Ay = <1+ > H B7 (r(1—1y)) )
J=to+1 s=to+1
oo J
X, = ( — Ty) v Ay Z T H gs(r(l—rs))1> ke
j=to+l  s=to+1

= ((1 — Tto 'Uto +n -1 (Tto + $t0+1)) Tkto

}/1-50: 1+ Z ﬁn t0< H 57“(1—7'5));>

n=to+1 s=to+1

g (i)
n=to+1 \s=to+1
Z&:Aimz(u IR 1-Ts>>%°)

Jj=to+1 s=to+1

Theorem 2 a)lf preferences are logarithmic (o — 1), then the median
voter chooses an optimal tax sequence such that lim,, .o 7, = 0, b) If
initial redistribution is not restricted so that 0 < 1, < T4y = 1, then
the optimal tax sequence is {1,0,0...}, ¢) If 0 < 14y < T4, < 1, then
{74,,0,0...} , is not an optimal tax sequence.

Remark 1 This is the standard optimal tax result under commitment.
We use logarithmic preferences to simplify the proof, but we conjecture
that the result holds more generally. Note that we allow the upper bound
on the initial period tax rate to be less than 1, that is T, < 1, which sig-
nificantly complicates the proof because the poor median voter may not
be able to equalize wealth in the initial period.

Remark 2 In contrast to existing literature (see Chamley (1986) or
Chari and Kehoe (1999)) which gives necessary conditions that equi-
libria must satisfy, part (a) in Theorem 2 above as well as Corollary 1
that follows below, characterize the unique equilibrium. The key lies in
the recursive analysis of first order conditions, which allows us to deter-
mine, using Kuhn-Tucker conditions, whether the tax will be set at the
upper bound T, or at zero, irrespective of the feasible tax sequence that
follows. An inductive argument then permits us to proceed and therefore
our proof is not local. In the Corollary that follows, we obtain Chari and
Kehoe’s (1999) characterization of necessary conditions, requiring that
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taxes stay at the upper bound for a while and then drop to zero or to
the lower bound, possibly following one period in which the tax rate may
be interior. Our results, based on a constructive proof, yields the unique
global optimum in the set of feasible tax sequences.

Proof. a) Assume for a contradiction that limg ., sup 7, > 0. We
start by optimizing with respect to the initial period tax rates, 7,:

—0

= Zg) ((1 — Tto) Tki]\g[ + n_l (Tto + l‘t0+1) ’l"kto)
x (—vpl +n7Y) rhy,

If the median voter is poor , that is if (—v)/ +n™') >0, and 0 < 74, <
T, < 1, he sets 74, = T¢,, independently of how future taxes are set. If
he is rich, he sets 7, = 0.

For studying how future taxes are set, we consider:

OV (kty, kL t0) ). oo re 107
aOTmO = Zy X, 87’,,? +o(1—-o0) tho zg 1?77:
oo 0X o7
= (27 X,77) (Xt 1aTt0 +o(l—o) Ztolaf’)

Let m > t,.

o(l—-0)" 2, ZZ“’—<1+ > Hﬁ (1—7,)) >

n=to+1 s=to+1

x(—/aimr(l—fm))l?")fj( 11 (ﬁiv(l—rs))l?’))

n=m \s=to+1,s#m

:<1+ 3 H Be(r(1—71y)) 5 )

n=to+1 s=to+1

)Y ( 11 ( H)) <0

n=m \s=to+1

Ql
—~
=
—~
—_
\]

W
N—
N—

q

Letting 0 — 1 in evaluating the derivative,

c(l=0)" Z,' 5 =(1=8) " (- (L=7m) ) " (1= )

=—p" (1 — Tm)_l < 0.
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Now consider:

718Xt0

o dr,,

We have, first

. 10] {H::toJrl [1 — )\87(51 —Ts) Asl(l—_r:ﬂ } ll —OAtO]

—1 axto—‘rl

OTm

= (((1 = 7eo) vl + 07 "7y + 0w 11) rkto)_l n rky,

Tyy41 = lim =

n—oo B (2n + 1) liN{H" [1—&UfngA1—uq}[&ﬂ

s=to+1 Ts 1—7, 1

[ 1= (1 =7) A (1 —=74)]
Hs:m+1 |: T ]_ — T
1= (T =70) A (1 = T) 11—\,
Tm 1—7, 0
_Hm,l 1= A (1= 745) A (1 —74)
) (A(Zn—i—l)) s=to+1 Ts 1—7,
lim = e =
. 1= A (1 =75) A (1 —74)
Hs:m+1 T 1 — T
1= (I =7Tm) A (1 — 71n) Ao
[10} . Tm 1—7p t

e [1 A (=T A (1 — 78)}

s=to+1 T 1—r7,

where m > tg+ 1, with the convention that if m = ¢y + 1, we have to de-
to {1—)\5(1—75))\5(1—75)] B

fine, with some abuse of notation, [[2, ,, N I

01
ting o — 1, therefore assuring that A\, = A = 1— (3, so that in evaluating
the derivative we can set % =0, for all s,m.?

{1 0} . Note that we have restricted preferences to be logarithmic by let-

3The reason for the restriction is that in differentiating with respect to 7,, we
want A not to be affected. Otherwise, z;,41 depends on A; which depends on future
taxes as well as 7,,. In principle if m is large, so that 7,, is far out relative to
time ¢o, it will not affect A\;, much, and by zero in the limit. But x,+1 depends
on all future ¢g’s and z’s, which contain concurrent \,,. For tractability, we assume
logarithmic preferences for the median voter’s selection of 7,,. If we do this, we avoid
the differentiation of s that appears in all the product matrices above because they
all depend on 7., for m > s. Note however that under log preferences the optimal tax
problem does not disappear, (just as it does not in the standard Chamley-Judd case)
even though the savings rate is independent of the return. The difficulty remains
in full force because future labor income discounted by the return net of taxes still
depends on tax rates.
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Since the product of stochastic matrices is stochastic,

(1 —am, an ||
b, 1—"bn,
- 8A(2n+1)_ A=A 1—A
= 220 ooy 3] [
[cml—cm}
fml_fm
(1 —a, an ||
by 1—0by,
L aB(2n+1)_ A=A A
= Jfim —5— =[10] '{1—1} [1]
{cml—cml
fml_fm

where
1—am A, = 1_/\(1_7—5))‘(1_78)
pum— >
[ b l—bm] —111[ Ts 1— 7y >0
and .
Cm1_cm] ﬁ {1—/\(1—75))\(1—75)}
= > 0.
|:fm]-_fm s—to+1 Ts ]-_7—5
Multiplying out, we obtain:
. 0A(2n+1) . 0B(2n+1)
nh_?c}o  or., A1 = am) + am] (cm — fr) (1=A) = _nh_{{.lo  or,
A(2n+1) 0A(2n+1) [ 9B(2n+1)
o 0 (5sd) . (2400 (20 + 1) — (2222) A 20 + 1)
0T nooo  OTp n—o0 (B(2n+1))
(%ﬁjn) (B2n+1)+A@2n+1))
= lim
n—o0 (B (2n 4 1))

To evaluate this, note that using the property that the product of sto-
chastic matrices is stochastic,

. 1—2, 2z, 1—A
TLILI&A(Qn—I—l)—[lO]{ " 1_%}{ 0 }

) 1—2, 2z, A
nh_)rgo B(2n+1)—[10]{ " 1_yn} [1}
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(aAg:jl)) (B(2n+1)+A@2n +1))

01y 11 = lim
0Ty n—oo (B (2n+ 1))
() 0N )
= l1m
n—o0 (B(2n+ 1))

<8Aéi7:n+1)>
oo (B (20 + 1))
_ P —am) £ am] (em — fn) (1 = A)
lim, o0 (B (2n + 1))

Since lim, o (B(2n+ 1)+ A(2n+1)) =1, lim, . (B(2n+1)) (1 +

A0 ) =1, limy oo (B (204 1) =1+ 2541, Therefore,
ox
A = (L= ) + ] (en = ) (L= 2) (14 g1

To evaluate (¢, — fn) let

o~
o
+
3

cn 11— ] [1-A1—7)A(1—7,)]
=Tl i Ts I

s=to

+
—_

(el —cm] ’ﬁl 1-A1—7)A1—7y)]
fml_fm N Ts 1_7—5
o - s=to+1

Note that for n =1,
(e = Jm) =1 = A1 =Tt41) = Topp1 = (1 = A) (1 = T4p41) > 0

Then for (¢! — f7=1) given,

(Cm = fin)
—[1-1 1-— )\ (1 — Tt0+n) )\ (1 — Tt0+n) Cﬁ;l 1-— C%il 1
= [ - } Tiotn 1 — Tyin f#;l 1 — fg;l 0
Evaluating
(e = fr)= (o' =) (L= (1 = Tygsn) >0
m—1 m—1
(em—fu)= [ =N =7y =p""" ] =7)=>0
s=to+1 s=to+1
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Therefore

O0%4y+1 _ [)\ (1 — am) + am] (1 — >\>6m717to ﬁl (1 . ) (12)
OTm (limy,_s0 B (20 + 1)) il ’
m—1
= A (L = @) + 4] (14 2000)? 57 J[ 1 —7.) 20
s=to+1
Thus
Xy, - - _
tglﬁ:((l—Tto)Ui\g[‘i‘n 17't0—|—n lxt0+1) ! (13)
m—1
)0 (AL = am) + am] (14 2400)°) 8770 T (1=70)
s=tp+1

Let Qto,m : {7t077t0+1-.-} — Ry be given by

Quom = (1 = 74) M 407" (7 + 71921)) 07 (AL = @) + @] (14 24911)%)

— ((1 — )n (14 z441) ) AL = am) + am] (1 4+ 2441)

vzg‘oJ + n-! (Tto + xto-ﬁ-l)

This implies

av (kt 7k£\47t0) o —c _ aXt -1 - aZt
a(’TmO = (Z7 X.7) (Xtol %5 +o(l—0) %, arn:)
s=to+1

Since % >0,s>tyand 0 < a, < 1, if the median voter is poor,
that is vl <n~', then @y is bounded above:

—1 J—
n= (14 Typ41)
M 1
U, +n 1xt0+1

Qrom < ( > (14 Ty11)

where Ty 11 = Z;itoﬂ T, Hi:to+1 gs(r (1 —74))~L. We also have (1 — 7,) <
1since 0 < 7, < 7, < 1. If lim,_,.o sup 7y > 0, then there exists an in-
finite subsequence {7, } where 0 < ¢ < 7,,. It follows that there exists

a least m > t; + 1 such that (Qto,m H;ﬁ:toﬂ (1—75)— 1) < 0. This

implies that 7,, = 0 for m > m, which is a contradiction. Hence,
lim;_, o, sup 7, = 0 which proves part (a) of the Theorem.

We can further analyze @y, to determine how the tax sequence is
related to the constraints on initial 0 < 7y < 74, < 1. If 74, = 1, the poor
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-1
median voter sets 7., = 1. In that case ( ( n (o) ) = 1.

1=740 oM +n=1 (149 +T19+1)
In fact this implies that initial redistribution has achieved full equality.
Further redistributions are unnecessary since shares will remain equal,
and will only work to the detriment of growth since 8‘]5—2:1 = —Aaag—f:l <
0. To prove this, we write, assuming 7,, = 1,

OV (kiy, kY o)

87',50+1

1 (AA = aggr1) + g1
=Zy (1 — T1g+1) ( (lim,, 0 B (20 + 1)) (1= Tit1) — 1)

= Zto (1 - Tto+1)_1

« [)‘ (1 — atoJrl) + atoJrl] (1 - Tt0+1) —1
[(1— ary41) args1] L= AL =7ege)) AL = 7o) | [ A
fotd/ To Tto+1 I —Tin1 1
— Z (1= )" A (L = ago41) + aroi1] (1 = Too1) 1
Q@
[(1 - atoJrl) atoJrl] |:WE:|
A(1— 1—
_ Zto (1 N Tt0+1)_1 <[ ( at0+1) + ato-i-l] ( Tt0+1) . 1> (14)
[O!O (1 - a’t0+1) + woatoJrl]
where 1 > a9 > A, 1 > wp > A, and wy = A1 + (1 — Tgpp1) >
. [A(l—at0+1)+ato+1](1—7't0+1> . . BV(ktO,k%[,to)
(1 = T4o41). Thus, o (1—arsr ) womm] 1, implying —57—2—*
0; hence 74+1 = 0. Now, to proceed by induction, assume 7, = 0 for
s=ty+1,...,m— 1 where m > ty + 1, and consider
OV (ky,, kMt i A1 —a,, -
(tO to O):Ztoﬂmito(l—’]_m)l [ ( CL)+CL] (1_7—m)_1
0T, (lim,, oo B (2n 4 1))
Note that from the definition of B (2n + 1) and the assumption that
Ts=0for s=ty+1,...,m — 1, we can write the above as:
OV (ky,, kMt _ -
( tO to O) :ZtO/Bm tO (1 _ Tm) 1

OTm
A1 = an) + an] (1 —7,)

R GRRAN
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11— m_to_l_ 1—2z2
0 1 o 0 1

Now, we note that [ } , So that

ov (kto, sz\f, tg) _ 7, pmto A1 —ap)+an
or,, o o A+ (1 =X 2) (1 —am) + am

—(1— Tm)1> <0

(15)
This implies that 7,, = 0. This proves part (b) of the Theorem. * Note
however that if 7y, < 1, thenif 7, = 0 for s > to, (Qs, [ 112, 1 (1 —75) —1) >
0, so that 7, > 0, which is a contradiction. Therefore if 7,, <1, 7, =0

for s > to is not an optimizing choice, as claimed in part (c).

Q.E.D.

We can further refine Theorem 2 to pin down the optimal tax se-
quence for the poor median voter.

Corollary 1 If 74, < 1, there exists an m > ty with T € [0, 7] such
that {7y, Tto11, - Tim—1,Tm,0,0,...} is the optimal tax sequence chosen by
the median voter. Furthermore, m , which can be taken as a measure of
the degree of redistribution, is non-increasing in 115\04 .

Proof: To study the optimal tax sequence when 7,, = 74, < 1, we
note the following

Qt to+1 — ( n_l(l + xt0+1) )
0.1 (1 — 7o) 08 + 01 (T4 + Tg41)

A1 — ayyq1) + aggs1]

. 1_)\<]—_7—t0+1)/\(]—_7—t0+1) A
[(1 Gto+1) atO—H} { Tto+1 1— 7441 1

X

*In the remarks following Theorem 1, equation (10), we showed that if 7, =
- {1—)\(1—7))\(1—7

T 1—71

k T A(1—7)
)] converges, as k — 00, to [’\(1_:)” ’\(/\I(IZ);)“T]. It is
A1—7)+7 AX(1—7)+T
easy to compute @Q¢, for constant 7, = 7 > 0 as well, since in that case z;,+1 =

—1 AN1—7
T()\ — 1), Am = ﬁ Then

= (e ) !

M —
Vto +nt (Tto T Tio+1

because (A (1 = am) +am] (1 +24p41) = 1. But then [[IL, ,(1—-75) -1 =

(Qto (1—7)" " — 1) < 0 for large m if 7 > 0. It is of course possible to com-
pute a,, and xz;,41 for policies which keep 7, = 7 or 74 = 7, for a finite number of
periods from ¢g + 1 on and then set taxes to zero, as suggested by equation (11), and
check for the optimality of this sequence.
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- ((1 - Tto)n_l(l + Tag41) > [P\ (1 — ago41) + arg11]

oM 4+t (1 + o a
o (T - 7t011) (1 = @ro11) arg11 ] wz

as in equation (14), where 1 > ag > A\, 1 > wo > A, and wg = A7y 11 +
(1—741) > (L= 7Te41). If Quior1 < 1, we set 74 = 0 for s > t.
If Qtypor1 > 1, we set 7411 = Tyo41 such that Q11 (1 — Too41) = 1,
provided 74,1 < T4y+1, and we set 7, = 0 for s > ¢34+ 1. (Note from 15

OV (ko kM, . . .
that w < 0 because a,, is independent of 7,,, implying that

Tto+1 is unique, although not necessarily less than 7,,41.) Otherwise if
Tto+1 > Tig+1, We set Ty11 = Tyo+1 = Tio4+1 and choose 7y 4o so that
Qt07t0+2 (1 — %t0+1) (1 — ’7A't0+2) =1, provided 7A't0+2 < 7~'t0+2. If ’7A't0+2 >
Ti,+2, We continue setting 74 = 75 = 75, s > to + 1 until the first s = ¢

where Q, to+s' <Hz:ti+1 (1-— %8)> (1-7¢)=1and 7y < 74, and then

we set 7, = 0 for s > . To prove that this is the optimal sequence of
taxes, we have to show that Q. m [[1—, 11 (1 —7s) —1 <0 form > 5" so

OV (kg kM, . A c . .
that W < 0if 7,,, > 0, which is a contradiction. We will make

heavy use of the averaging properties of stochastic matrices.
Let 7,, be the first non-zero tax rate where n > s’. Then

!

Qto,s’ H (1 — Ts> = ((1 — Tto)n (1 + fL‘to-I—l) ) [)\ (1 _ as/) + CLS/]

M —1
otn1 Vg + 1 (Tt + Tig41)

Sl

X (14 @11) H (1—75)

s=to+1
— ( n (1 + m441) )
(1 - Tto) 'Uzg‘oJ + n! (Tto + $t0+1)

(A1 —ay)+ay) Hj:to-s-l (1—75)

[(1—ay)ay] Hj:toJrl ll - )\(%15 e A(gl__;;;)

!

]

opl + 7 (Tyy + Tg41)

[ -asar] [2)

( n_l(l + Tyy11) > (A1 —ay) +ay) Hi:toﬂ (1—7s)
(1 - Tto)

VR + 0 (Tyy + Tg41) a(l—ay)+agw
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(1 - Tto)




with 1 >w>MNand 1 > o > A. Now let

{1—2: 2 } '1—A(1—%n)A(1_%n)] {1_M]n13f

Yy 1_y I 7A_n (1_%71) M)
—-1_)‘“_%))\(1—%)] {l_qq]
i (1—=7n) 0 1
1— 2 . }
(1—=q)TnqTn+ (1 —74)
= n~'(1+ )
e H o= (1 —7¢) V] + 0t (g + ))

s=to+1

s=to+1

s=tp+1

n_l 1 +x s
M( 71to+1) ) H (1 - 7—5)
<1 N TtO) /Uto tn (TtO + xtO‘i’l) s=to+1




where

P | 1 ]

We also have

Y1+ @4y11) -
Qi ( 0 (1-r)
0, o t0+1 1 — Tt() UtO + n—l (TtO + $t0+1) s:sH’—i-l
( 1 - an + an] Hs =to+1 (1 - 7'5)
{1 -2z z ] [a]
1—ay)ay
y l—y||w
( 1 + $t0+1) )
Tto Uto +n- 1 (Tto + $t0+1)
A1 —=ay) +a, (1 —7,) Hi to+1 (1—7s)
o (1 —ap)+wa,
Since

(1—a,) A+2(1=X)+a,(1—=7,)+a, A1 —q) Tn+ q7s)]
>[N —ay) +a,] (1 —7,)

!

comparing Qo [[oy 41 (1 — 75) With Q0 [T, 11 (1 —7) yields

/

1= Qto,s’ H (1 - Ts) > Qto,n H (1 - Ts)
s=to+1 s=to+1
and W < 0, contradicting 7, > 0, and therefore 7, = 0 for s > s'.

Also from the definition of Q1,.m and the fact that 7,, = 7, irrespective

of vto if the median agent is poor, it follows that m is decreasing in vi‘f .

QED.

-1

Finally, in case the median voter is rich, that is if v > n~1, we have

the following;:

Corollary 2 If the median voter is rich, he sets the tax sequence to
{0,0,0,...}.
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Proof. Intuitively this is obvious. Formally, for use in later theo-
rems,

OV (Kyy, kM 1)

OTm,

o —o — 0X - — 0Z
- (Ztotho ) (Xtol 67': +o(l-o0)" 7, to)

o Or,

_ m—to n (1 + 24y41)
=73 ( (vg‘f + (n7t = oM 74, + nlathﬂ)
A (1 B am) + am, .
" ((A+<1—A>z)<1_am)+am) (1 =7m) ) <0

. n*1(1+ajt0+1) . -1
from (15) and from noting that <U%+(n1_véw)%+nlxto+l) <lifn™'<
Uf\f Q.E.D.

3.2 Political Constraints

We can now study the political constraints on the median voter that
prevent him from implementing the preferred tax scheme: if the median
voter is poor, he wants 7;, = 1 and 74,45 = 0 for s = 1,2, ..., whereas if
the median voter is rich, he wants 7,1 =0 for s =0,1,2, ...

There is a pivotal agent w on the right whose share of initial capi-
tal, larger than the average share, is denoted by v;’. He prefers the tax
scheme 74,1, = 0 for s = 0,1,2,.... The pivotal agent on the left, p, has
an initial share of capital smaller than or equal to the share of the median
voter: vy, < vio. This agent wants 7, = 1 and 744s =0for s =1,2,.. .,
a complete redistribution in the first period followed by zero taxes after-
wards. If in any period, the pivotal agents receive less discounted utility
under democracy than under their preferred authoritarian regime, they
will institute an authoritarian regime.

Assumption 3 Lett, be the first period in which an authoritarian regime
is established. Then 7,, € [0,1], and 74 € [0,7,], where 74 < 1 for all
s> tg.

This assumption allows the pivotal agent to reset initial taxes when
she reverts to an authoritarian regime. We assume, for simplicity, that
once established, an authoritarian regime lasts forever.

To sustain democracy, the median voter has to accommodate by set-
ting taxes that will keep the pivotal agents on the right and left from
establishing authoritarian regimes. Since the median voter is poor, we
start by analyzing the tax sequence that the poor median voter must
set to keep the rich pivotal agent from establishing right-wing authori-
tarianism. In the next section we will study the conditions under which
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the median voter can simultaneously prevent left and right authoritarian
regimes.
Under log preferences the Euler equations are:

Cey1 = Br (1 — Ti41) Gt

and the median voter’s discounted utility is

o0

V (ktm kiw ) Z Bt_to IOg Ct

t=to

V (ki ki to) =log ey, + Blog ey Br (1 = Tior1) + B2 log cry (Br)* (1 = Tigs1) (1 = Tgp2) + ..

V (i koo to) = (1= 8)ogcj, + B (1= B) *logfr+ > p"log J[ (1-7.)

n=tg+1 s=to+1

Iterating the budget forward, as before,

cho = Mo ((1 — T4 Ty, 07" (Tto + Z T H gs(r(1—74))" )rk:tO)

J=to+1  s=to+1
= i ((1—n0)v§0+n <7t0+ > o7 H gs(r (1 —74))" 1)) "k,
j=to+1l  s=to+1

where A\;, = A = 1 — 3, and vj, is the initial share of the median
voter. Note: If 7, =0, s >ty

V (kto, k;o, ) =(1- 6)_1 loge, + 6 (1 — 6)_2 log Br
Thus under democracy median voter chooses taxes so that
V (kig, Kigsto) = Maz(rye (1= 8) " logcy+Blog (1= ) pr+ > " "log J] (1—70)
n=tgp+1 s=to+1

while agent with share vy gets

VP (K, ki o) = (1 — 6)_110gc§’3+6 (1— ) log fr+ Z B " log H (1—7y)

n=tg+1 s=to+1

where

C%Z)\<(1—Tto)7'k;g—|—nl <7t0+ Z T; H gs(r (1 —74))~ )rkt0>

J=to+1 s= t0+1

:A((l—rto)vf;—irn_l (Tto—l— Z T H gs(r (1 —74))~ 1>>rkt0

J=to+1 s=to+1
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The alternative strategy of the rich pivotal agent is to switch to au-
thoritarianism and implement zero taxes. We assume that discounted
utility or value is scaled down under authoritarianism so that the dis-
counted utility of the rich pivotal agent becomes:

VwA (ktm k%vtO) = /l’w ((1 - 5)_1 lOg Cto 6 (1 - 6)_2 10g67°)
Cty = A ((1 — Tto) /U;g -+ 77/71’7}0) Tkto
= Avy Tk,
where

p < 1if (1—B) "log (Mg rky) + 8 (1 — B8) *log Br > 0
p?>1if (1—p5)"log (Avj rkey) + B8(1 — B) log Br < 0

(57”)_6(1_5)71 B Lk

Yelifl > =
a g, kg o
-Ba-p)"* «
pt>1if1 < By = 7 _#
)\Uforkto kto
—-B(1-p)~"
where k* = L
vy T

w

L+ 1—p
Therefore <k_> <1

to

Before proceeding with a formal analysis, we will explore the features

and content of our assumption about the costs of dictatorship, that is of

.

First let us note a technical point: p" represents the cost of author-
itarianism imposed on the discounted utility stream, not on period by
period utility. If we had imposed it on period by period utility, the Euler
equation would have been affected during a period where we cross from
1" at or above one to below one: agents anticipating the changes in mar-
ginal utility across periods due to the switch in u® would change their
savings. For simplicity therefore we impose the cost on lifetime utility.
Note that if we constrained initial capital to a range where p* < 1,
and the economy grew, then period by period costs are the same as the
lifetime utility costs: since p* remains constant, savings and the growth
of consumption is unaffected by " .Note also that u* jumps precisely
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when the value function crosses zero, so the value function remains con-
tinuous. To keep track, we define p* = p*% if u% < 1 and pv* = p@ if
p > 1.

The specification with " assures that, for any capital stock level and
shares, utility is weakly lower under authoritarianism than it would be
under democracy. Without costs of reverting to an authoritarian regime
implicit in the p*, democracy may be unsustainable: the rich pivotal
agent would always prefer to prevent a redistribution by the median
voter and to implement zero taxes’. However, if ¥ < 1, the pivotal
agent may still find it advantageous to incur the costs of authoritarian-
ism, if the redistribution of shares through taxation by the median voter
proves sufficiently costly. To highlight the features of our specification
of the costs of authoritarianism and compare it to alternatives, before a
formal analysis we present a simplified graphical exposition. The value
of sticking with democracy for the rich pivotal agent depends on the
tax sequence chosen by the median voter, as well as on the stock of
capital and its distribution across agents. By way of example, consider
a fully redistributive tax sequence of the form {1,0,0...} that the me-
dian voter would like to impose, and let us analyze whether it will be
sustainable under democracy. In this illustrative example we ignore the
incentive constraints of the poor pivotal agent, although we will incor-
porate them into our analysis later on. It is relatively straightforward to
study whether a particular tax system is “unsustainable” in the initial
period, but “sustainability” will require that the tax sequence remain
sustainable not just initially but at all points in the future as well. We
leave a formal study of “sustainability” for later, and proceed with an
illustrative example for the initial period.

Let n = 10, v¥ = 0.11, 8 = 0.97, r = 1.07, p*? = 1.2, up** = 0.8.
The value function of the rich pivotal agent under democracy where the
median voter fully redistributes, V*?, and under authoritarianism where
taxes are zero, V%4, can be plotted as follows:

®See however section ?? where a revolution succeeds with probability less than 1.
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The rich pivotal agent will prefer to revert to an authoritarian regime
if kI < k;, < k. If we confine our attention to the first period only,
and ignore the incentive constraints of the poor pivotal agent, we see
that democracy can be sustained if ky, > k or k,, < kL. Of course
democracy may become unsustainable along the growth path in the fu-
ture, and agents who foresee this will take it into account in making
their current decisions (see section 4.2 below). The figure above nev-
ertheless illustrates the crucial feature of our particular specification of
the costs of authoritarianism: whether a particular tax sequence, in
this case {1,0,0...}, is sustainable or not, depends on the level of capi-
tal, that is, the “sustainability of democracy” is wealth dependent (see
equation 19). By contrast, we may consider simple CRRA preferences,
Ule) =p* (1—0)" e,y < (>)1, 0 < (>)1. In the CRRA case
it is easy to show that the sustainability under democracy of a partic-
ular tax sequence depends on parameters and shares, but not on the
stock of capital. The wealth dependence of “sustainability” which we
are trying to capture would be absent in this case. To introduce wealth
dependence into the CRRA case, we may modify preferences either as
Ule) =p* (1—0)"" (c'=2) — 1) , which is the proper generalization of
the logarithmic case, and amounts to introducing a differential fixed cost
that favors utility under democracy over utility under authoritarianism.
As in the logarithmic case, care must be given to set u* above or below
unity as utility is positive or negative. An alternative specification of
utility under authoritarianism that also delivers wealth dependence is
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Ule) = (1 —0) " c=91" Here as well, if utility under democracy is to
dominate utility under authoritarianism, p* must be set above or below
unity, as consumption ¢ is above or below unity. A common feature
of all these non-homothetic specifications is that at some low level of
consumption, utility levels under democracy and authoritarianism co-
incide (in the latter case as in the log case for example, at ¢ = 1). At
higher consumption or wealth levels (since consumption is proportional
to wealth) agents receive higher utility under democracy than under au-
thoritarianism because a marginal unit of consumption produces more
utility in a democratic society than in an authoritarian one: the slope
of utility is steeper under democracy. At lower levels of consumption,
where the utility levels under democracy and dictatorship are close, a
left dictatorship that redistributes in order to raise the endowment of the
poor may be preferred by the left, and a right dictatorship that prevents
the democratic implementation of redistributive taxes may be preferred
by the right. At higher wealth levels however, beyond a threshold (kH ),
dictatorship is longer be attractive because it is not worth it.

An undesirable aspect of the specification of preferences is the follow-

(Br)y—Pa-"1

ing. If we set p* > 1 for 1 < , as discounted utility becomes

Avg Tk
unbounded at high or low capital (:)stoocks, democracy always dominates:
the benefits of blocking the median voter’s redistribution and enforc-
ing zero taxes will outweigh the costs of an authoritarian regime for
the pivotal agent at intermediate levels of the capital, but not for suf-
ficiently high or low levels. While it may be reasonable to think that
the utility difference between repressive regimes and democratic ones
grow in proportion to wealth and consumption, our logarithmic prefer-
ence specification is unrealistic in its implication that the high costs of
dictatorship necessarily overwhelm redistributive considerations at very
low levels of wealth. Therefore under our specification of preferences,
it may be sensible to confine attention to wealth levels above a certain

threshold.

An alternative approach is to adopt a the specification that sets
(Br)fﬁ(lfﬁ)_l
)wforkto

pw’ =1for 1 < . Thus when wealth is low, the agents are

indifferent to regime, but at higher wealth levels, democracy dominates
dictatorship. The above arguments and reasoning still hold, and the
figure above still has an intersection at £, but the lower intersection at
k¥ now disappears.® Indeed we can now set u* to switch from unity to

6Yet another approach is to introduce wealth dependendce into discounted utility
through production where, for example, dictatorship becomes more detrimental to
productive activity at higer levels of capital. We will not pursue this approach in
this paper.
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below unity at any level at or above k*.” However, the assumption that
the poor do not care at all about freedom is indeed hard to swallow. As
Dasgupta (1993) puts it, the view that the poor do not care about the
freedoms associated with democracy “is a piece of insolence that only
those who don’t suffer from their lack seem to entertain." (See also Sen
1994.)

While the above figure and analysis are illustrative, the sustainability
or unsustainability of democracy cannot be studied in terms of a partic-
ular tax scheme. The median voter would seek to construct feasible tax
sequences, and conditions for sustainability or unsustainability must be
given in terms of initial aggregate wealth, the wealth shares and other
parameters, that hold for all feasible tax sequences. This will be done
in section 4.

For our analysis in subsequent sections we also define the discounted
utility under the left wing dictatorship. The poor agent implements
T+, = 1 to achieve full asset equality, and therefore has discounted utility:

VPA (Ko, kM t0) = 7 (1 — B) " log (An"'rky) + 8 (1 — B) *log r)
(16)
where p? is defined analogously to the case of rich pivotal agent, so that
P <1if (1—3)""log (A" lrky,) + 6 (1 — B) 2log Br > 0
P >1if (1—p3)""log ()\n_lrkto) +B8(1—pB)loghr <0
or
(ﬁr)*ﬂ(lfﬁ)_l k,**
AnTrky, - ke,
(67”)_ﬁ(1_6)71 k**
Ak, Ky

—-B(1-p)"" -Ba-p)~"
(51 e )
n~1r Avgr

P <1if 1>

WP>1if1 <

where £** =

o+ 1—pP
Therefore ( k ) <1

to

In this section, we only consider the case where the right pivotal
agent can overthrow democracy and establish an authoritarian regime.

T A switch below k* would also be possible, but since discounted utility is negative,
p® would first shift above unity and then to below unity after k*, but this may
produce multiple intersections.
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The poor median voter M, to preserve democracy starting at time tg,
must set the sequence of taxes 74,45, s = 0,1,... to maximize, for all
t= to + s,

o0 j
Maziryzz (1= )" log X <(1 = Tiy) Uy + 17 (Tto + > 7 ] et Ts))_l>> e

j=to+1  s=to+1

+B(1=B)logfr+ > A log J] (170

n=tg+1 s=to+1

subject to, for all t > tg

(1—75) " log A ((1 — Ti) Vig + 17 (Tto 21 Ti i 95(r (1 = TS))_1>) "h
+8(1 - 5)_2 log Br + Z;O:toJrl ﬁmito log H?:toJrl (1—7s)
> ((1— 3) ' log (Moprky,) + B (1 — B)"*log Br)
(17)
The dynamics of shares evolve as described before: if taxes are constant
from to + 1 onwards, the shares are also constant at vy = (1 —7)v}” +
n~l7 for all s > t;. We will ignore the constraint by the poor pivotal
agent for the moment, until the next section.

Theorem 3 a. If preferences are logarithmic, under democracy the
poor median voter will choose a tax sequence lim;_,, 74 = 0.

b. If preferences are logarithmic and 74, = 1, then {1,0,0...} is an
optimal tax sequence for the poor median voter.

. -Ba-p)" . . o S\ 1A
c. Let k* = WA—H, Then, 74, = 1 iff (n—) (,f) <1.

Remark 3 It is not surprising that the parts a and b of Theorem 2 also
apply in the case of political constraints. If it is optimal to set taxes to
zero in the limit without having to keep the rich pivotal agent in check,
then it will be optimal to do so in the presence of a rich pivotal agent
as well, since the rich pivotal agent prefers zero taxes. For t sufficiently
large, the incentive constraints of the rich pivotal agent will be slack, so

the the optimal tax policy is not time consistent. However, see Corollary
4 and Theorem 7 below.

Remark 4 The optimal policy of the median voter can be implemented
as a stationary policy. Suppose the share of the median voter is vi. After
the first period, where the poor median voter sets T, = T4,, the ratios of
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these shares will change. Consider the stationary policy where tax rates
11’/71) . If political sys-
tem could commit to an optimal choice of a tax sequence, the trajectory
of growth rates and shares would be determined, and the solution can
then be expressed as a stationary tax policy that maps the equilibrium
shares into the optimal tax rates independently of time, because agents
making consumption decisions take shares as given.

are set as a function of the ratio of shares: 7, = f <

Proof: Consider rewriting the above maximization as a Lagrangian:

w —
to ? ktoa tOoo) -

Maziy (1_5)110g)\((1_7t0)""¥+n (Tt0+ > H gs(r (1 —75))" 1>)Tkto

J=to+1 s=to+1

L (kyg, kM

+B(1=B)logBr+ > B Plog J] (1—-7.)

n=tg+1 s=to+1
(1-— 6)71 log A <(1 — T4) v,}“é +nt (Tto + Zjo to+1 TJ Hi =to+1 gs(r (1 — TS))_1>> Tk
+2 6 00— B) log r+ 357,y 0" log [Ty, (1= 7)
t=to — ((1 — ﬂ)f log (/\vtorkto) + 5 (1— ) "log [‘37”)

+ 81,57'15 + 9215 (1 — Tt>

where ¢, are Lagrange multipliers on the incentive compatibility con-
straints and 6;;, ¢ = 1,2 are the multipliers for constraints 7; > 0 and
7; < 1. Note that for the above problem, setting the tax rate to zero
forever is feasible, and therefore the feasible set of tax sequences is not
empty.

The Lagrange multipliers {¢,} , ,; must be appropriately chosen.
The incentive constraints map the space of feasible tax sequences into
the difference of the two value functions, a space that is not necessarily
bounded since the difference depends on ¢n k;. Lagrange multipliers
must be in the dual of that space. First, we note that at each time t the
coefficient of ¢n k; in the continuation value of the right pivotal agent in
the constraint,

(1_5)110g/\<(1—7t0)v,§‘;+n (Tto—l— Z Tj H gs(r (1 —74))~ 1)>r

J=to+1 s=to+1
>(1—p8)""log A (v +n (14 zeqq)) 7

remains is bounded: Since g1 = (1 — A\ — Mxpyq) yields xp =
AN — ) — 1, gigr < 7, and 0 < A, by Assumptions 1 and 2, z;44is
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bounded. Therefore Lagrange multipliers {qbs}zozto +1 must be chosen so
that ¢ fn ks = ¢ n ki, Hfo 41 9n goes to zero appropriately. Note that
from Theorem 1 and its Corollary we have 0 < < g, < r for s > tg, so
we need to set Lagrange multipliers {¢,}>- _,+1 to shrink at a rate faster
than ¢~!, unless constraints are slack (¢t0 = ()) in which case Lagrange
mult1phers {¢s}osy,+1 can all be set to zero. The latter case occurs if 41
is sufficiently small and the median voter can assure that the right wing
pivotal agent will not initiate an authoritarian regime even if 7;, = 1. In
that case 0y, > 0, and from (18) below, it can be set so that ¢,, = 0.
This means that assets are fully equalized across agents in the first pe-
riod, incentive constraints no longer bind, and tax rates are set to zero
for all future dates. Note that we also have to resort to Assumption 2
to prevent all capital from being consumed at once.

Let 74, be the first period optimal tax. The first-order conditions
with respect to 7, are

dL (ke kM 1)

tho

-1

= ((—viy +n7) k) X 240y, (X)) Z (—vgg +n7") rhig+611y 020 = 0

(18)
and

((U% - ”_1) kto) X' Z — 014+ 0o
(Xi) " Z (—vig + 1) Ky

¢t0 =

where

Z:)\*1:<1_6)*1’ Xto: ((1—Tt0)v,f\f+n <Tt0+ Z T; H gs 1—7’8) 1>>Tkt0

J=to+1 s=to+1

Xy = ((1 — i) v+ (Tto + Z T, H gs(r (1 —74))~ 1)) 1k,
j=to+1  s=to+1
Note that if 4 # 1 and 7, = 0, the constraint on the utility of the
wealthy pivotal agent would be slack, so we would have ¢, = 0. As is
clear from the above, in this case the poor median voter would redis-
tribute so that 69 > 0, which implies that if the median voter is poor,
T, > 0.
The first order conditions with respect to 7, are

oL (ktoaktoﬁ ) _ v (ktO’kgo’tO) —I—in:qb over (ktak;u7t> +601,,—05,, =0
4 m m =

OTm OTm OTm
t=to

where kf is the median voter’s initial wealth. In previous sections we

had, under CRRA preferences,

av (ktoakt(ﬁ ) _ (Z%tho_(’) ((Xto)

dro,

1 dXto
AT,

to(l—0)" (Z,) ™" dZt“)

AT,
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which becomes, for log preferences (o = 1),

AV (key, Kiyrto) L dX, e et
=7 ((Xto) == ;ﬁ t)
2 () - =g ) 1))

2 (o) G - )

This is as in section 3.1, where we let ¢ — 1 to evaluate the derivative,

P10 2 (=) (= ) ) I )

="t (1 —7) <0
Similarly, for m > t,

dVeP (kg k2, t)
AT,

= (27 (X)) ((ng)—l Ccli):: Fo(l— o) (Z)! dZto)

AT,
dX}
—z (e T )

where

X = ((1 — 1)l +nt <Tt+ o I estr —Ts))1>> rky

j=t+1  s=t+1

For m = t,using log preferences directly from above,
dV*P (K, k@, t)
th
=(Z (Xt“’)fl) (v +n7 ") rky)

Thus
dﬁ (kt, k;,t) -1 dXto 1 Hom—tg
AT m =Z | (%) dTm (L=7m) 5
+ (27 ((—ol +n7") 1)
m—1
wy—1 dX#}L -1 om—t
+ 2 ez (X = (L) A
t=to+1
1 dX?”
o2 (42 25— 0t
Tm
+91m_92m—0
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If we let 0 — 1, from the Corollary to Theorem 2,

L OXY

(7o) (0 25 ooy 2 22)
=7 ((Xéu)l g}:—iu — (1= 7)) 5m—t0) <0

where Z = 1/1 — 3 and from the proof of Theorem 2, for o — 1,

. o —0 - aXtO - - aZtO
lim [(Ztotho )((Xto) ' o to(l-o) N(Z)™ armﬂ

=7 ((Xm)‘l Zf ~(1=7m)” /3"”0) <0

0L (kg kL,
These imply that part of the expression for %, apart from the

term 6y, — 03, becomes negative. So, lim,, . Q?m — 05, > 0 which
implies that lim,, . 7,, = 0. This proves part (a) of the Theorem.
If 74, = 1, since from the Corollary to Theorem 2

L dX®

2 (™ S8 - (=) ) <o,

we can use the same inductive argument as part (b) of Theorem 2 to

establish that Z ((Xt)_1 37% —(1—7p)"" ﬁm’t°> < 0. It follows so that

{1,0,0...} is an optimal tax sequence, which proves part (b).
We now analyze the constraints on 7, for various cases.®
straint implies, for ¢ > tq:

The con-

(1—753)""log AL =7 v + 07t (T + m41)) Thy)

+B(1—p) logBr+ > " 'log [] (1-72)

n=t+1 s=t+1

> (1= B) " log (\vprky) + B (1 — ) log Br)

log ()\Tkt ((]_ — Tt) UEU + n_l (Tt + It+1))>
(Nvrk )"

>— (1= p")B(1—p) logBr—(1—p) Y p""log [] (1—70)

n=t+1 s=t+1

8Note that we do that for the log period-utility function. The log forms in the
constraint are obtained after simplifying the value function using laws of the loga-
rithm.
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Taking exponential of both sides

k) ™ (L= 7)o + 07t (10 + 2e41))

(o)
o0 n (1_B)Bn7t -1
—(1—p)B(1-p)~ 1t
2(57“) (1—p*)B(1-p) H <H (1—75))
n=t+1 \s=t+1

and solving for 7,

w (1, w _ a1
i U;u_‘_nflxt_i_l (U;u)u (67“) (1—p*)B(1-p) K,
. _

(v —nl) (vf —n~1) (/\Tk’t)lf’“bw
where
o0 n (I_B)Bn_t -1
1<K, = H (H(1_75)>
n=t+1 \s=t+1
we obtain
N
v —n” (n—t1 (E) Ky — $t+1>
< =7l 19
LS BT Tt (19)

Note that, since x4y > 0, as k;,, — oo , so that p* < 1 (or if
ki, — 0 when p* > 1 for low ky, ), the right side becomes larger than
unity. Hence 74, can be set to 1 . The right side will also exceed 1 if

1—p® i
w « . 6V(kt k ,to)
L <’Z—t) K, — x,41 < 1. Since aOT—tOtO

w

w * 1_M . .
we can show that the condition % (']‘i—t) < 1 implies that 74, =1

is feasible, it will be implemented. Set 7,, = 1. From part (b) above
if 7,, = 1, then {1,0,0...} is necessarily the optimal tax sequence, in
vf’—n_l( vé”l (Z:)l—u“’)
which case K; = 1 and x,,; = 0, so that 7 = v;_n,f >1
and 7,, = 1 is indeed feasible. This proves sufficiency for part (c¢). To
prove necessity note that from the proof of Theorem 5 below, we have

w

w * 1_/J‘
Ky > 1+ m. If 25 (%) > 1 we have

v k* 1=p® ¥ w0\ 1—pv
<n_tl (k_) Ky — m1t-|-1) > (_tl (k‘_) (Tp41 +1) — $t+1>
t t
w % 17“111 w .
_ Ut v (K
_< ) k_t) _1) xt+1+F(k‘_t

> 0 as shown before, if




and therefore 7;,, < 7/ < 1. This proves part (c). QED.

In analogy to Corollary 1 of Theorem 2, we can establish a stronger
result if we replace the exogenous constraints 7, with the endogenous
political incentive constraints of the rich pivotal agent 7% that must of
course hold period by period.

Corollary 3 There exists anm’ < oo such that {7, Tt,+1, - Tm’, 0,0, ...}
is the optimal tax sequence chosen by the median voter. Furthermore m/,
which can be taken as a measure of the degree of redistribution, is non-
increasing in v..

Proof: We modify Corollary 1 of Theorem 2 to account for the
endogenous constraints, and first provide a constructive method for the
solution. The median voter will choose 74,, T¢,+1,.. such that the rich
pivotal agent’s constraint is binding up to period before m/, and after
m' he will switch to zero taxes in order not to discourage savings in the
early periods. If the constraint (17) at ¢t = ¢, is satisfied for 74, = 1,
we have the solution with full redistribution in the initial period, and
future taxes are zero. Otherwise we start by setting {7,,0,0,...} and
solving for the 7, from the constraint (17) at t = t, satisfied with
equality. If 7, < 1, the constraint is binding and from Theorem 4,
{74,0,0,...} is not optimal for the median voter. We then reset the
tax sequence as {74, 71+1,0,0,...} and solve for 7 in terms of 74,41
from the constraint (17) at t = to, satisfied with equality, and for 74,41
such that Q¢ to+1 (1 — 74,+1) = 1 (See Corollary 1 of Theorem 2). If the
constraint (17) at ¢ = ¢y+1 is satisfied we have the solution, since the best
solution for the rich pivotal agent is zero future taxes. If the constraint
is not satisfied at t = to + 1, we set {74, Tto+1, Tt9+2, 0,0, ..} and solve
for (749, Tto+1, Tto+2) from the constraints (17) at ¢ = ¢y, at t = to + 1,
and from Qy 1942 ((1 — T4y41)) (1 — T4o+2) = 1, with the proviso that if
the solution to 74,2 is negative, we set it to zero. Note that from the
constraints (17) at ¢ = ¢y and at t = to + 1 we can solve recursively,
first for 74,41 in terms of 74,2, then for 7,, in terms of 74,11 and 7,2,
and then for 74, 1o that satisfies Qy,4o+2 ((1 — Tg41)) (1 — Tygr2) = 1. If
there are multiple solutions, we pick the one that yields the highest
utility to the median voter. If the constraint (17) at ¢ = ¢, + 2 is
satisfied, we have the solution. Otherwise we continue in this manner
until ¢y + m’ where the constraint is satisfied and we have a solution, or

until Qo+ (H?:tﬁl (1 —75)) <1, so that we can set 74+, = 0 for

m > m' so that therefore the constraint (17) will be satisfied for tq +m’
and beyond.
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We can show that m’ < oco. By construction, the constraint of the rich
pivotal agent is binding for m < m' so that 7y +m = %fé o for m < m/.
Since from Theorem 4, we know that lim,, . T¢,+m = 0, which implies

w 1—p¥
W 771,71 vt0+m E*
R to+m n—1 kt0+m

Kiy+m—xy, +m+1>

th—l—m — 17 xt0+m — O and fI“Om (19) 72t0+m = —

S

w _

vt0+m 1 (kt0+m> k*
> 0, unless

(U;u(])+m_n71 tot+m
so we would have lim,, .o T¢+m > 0. This yields a contradiction be-

cause then eventually @y, 1o+m (HZ‘Zﬁl (1-— %S)) < 1 for large m. If
k*

e 1 lifetime utility is zero and since p* is multiplicative, there
0 m

is no cost of dictatorship at ﬁ, and therefore taxes must be set to
0 m

w —
Vtg+m T

— 1. Thus lim,,, %f§+m > 0,

zero to sustain democracy. However, if lim,, .o T¢y4+m = 0, then lim,,
Gto+m =7 (1 —X) > 1, so ktfﬁ — 1 is impossible.

As in Corollary 1 of Theorem 2, m' is non-increasing in v}, since
Qto,t0+s 18 increasing in vy for any s.

QED

The tax sequence in the above Theorem and Corollary is not time
consistent, since the median voter will want to reset taxes at and beyond
time m once the incentive constraint of the rich pivotal agent is not
binding. In the absence of legal commitment devices or reputational
considerations associated with violation of campaign promises in terms
of low future saving rates or electoral losses, the median voter will always
set taxes so that the constraints of the rich pivotal agent is binding.
Of course voters will always prefer to vote for someone who does have
reputational and re-election concerns and faces costs associated with
violations of campaign promises, since discounted utility will be higher
if initially announced taxes are not reset. (See Theorem 7) But if such
costs and concerns are absent, the only time consistent equilibrium is
the one where the rich pivotal agent’s constraint binds perpetually. If
in addition, however, there are exogenous constraints on taxes such that
7+ < T4, we have:

Tt — Min

Corollary 4 The tax sequence along which 19 holds for all t is time
consistent. Unless g =r (1 — \) (1 —7) > 1, the economy will not grow.

N U
Proof: If k; grew, then since v¥ > n™! (%) — 0 and
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o (2 (1) ) | |
T becomes greater than unity. Thus the in-

centive constraints of the rich pivotal agent do not bind, and eventually
Ts = Ts. QED

Thus the consequences of time consistency in the absence of repu-
tational considerations are quite drastic since it is a stretch to expect
that the ad-hoc exogenous constraints on taxes will be low enough not
to extinguish growth.

3.3 Coalitions of Rich and Poor

If the median voter is to be decisive at each time with regard to the entire
path of future taxes, then at no time can a coalition of the poor and the
rich make at least one better off and the other no worse off relative to the
proposal of the median. Hence, we need to check whether the poor and
rich pivotal agents can improve their utility by forming a stable coalition
against the median voter under democracy. Here a stable coalition will
require that the incentive constraint for the two pivotal agents hold
period by period, and that the maximized discounted utility of the poor
agent subject to the constraint that the rich agent’s utility is at least as
large as what he gets under the tax sequence chosen by the median voter
under democracy exceeds the discounted utility the poor agent receives
under tax sequence chosen by the median voter under democracy.

If we maximize the discounted utility of the poor agent subject to
incentive constraints of the rich and with the additional constraint that
the poor agent is no worse off than he was under the tax sequence imple-
mented by the median voter, the poor agent will be forced to implement
the same tax sequence as the median voter. The reason is that the poor
pivotal agent is even more anxious to redistribute early on. However if
he were to do so he would make the rich pivotal agent worse off, so the
best he can do is to duplicate the median voter’s tax scheme. Formally,

Theorem 4 There is no tax sequence that satisfies all incentive con-
straints and that can make the poor pivotal agent better off than he is
under the tax scheme chosen by the median voter, while making the rich
pivotal agent no worse off.

Proof: First we note that the value functions of the poor pivotal
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agent, the median voter and the rich pivotal agent are given by

V (i Ky to) =Y B log s

t=to

V (k‘to, kto, ) =log cﬁo + Blog cﬁoﬁr (1 —T4yp1) + B%log cﬁo (ﬁr)2 (1= 74e1) (1 — Tggu2) + ..

Vv (kto, kéo, ) (1-— 5)_1 log cﬁo +5(1— ﬁ)_Q log pr + Z " log H (1—71y)

n=tg+1 S—t0+1

V (Ko kfo,to) =(1-p8)""log <(1 — Ttp) UZO +n 0T Z T; H gs(r (1 —74))~ 1)

J=to+1 s=to+1

+(1—=B) " og Arky, + B (1= B)*logBr+ > " *log [[ (1-7.)

n=tg+1 s=to+1

. 0 ; (1-8)"*
((1 — Tig) Vg + 0 Ty + 07 Y T [y 9s(r (1 — 7-8))_1>
00 n anto
’ Hn:to-i—l (Hs:t0+1 (1 - 7_5))
+(1 =) log Arks, + 5 (1 — 8) *log Br

where ¢ = p, M, w for the poor, median and rich agents. First we note
that the value functions of the poor agent, the median voter and the rich
agent are identical except with respect to the terms (1 — 7, ) v;.Changing
taxes for periods after ¢, affects consumptions of these agents in the same
way, by changing first period consumption as well as its rate of growth.
Changing 74, however affects first period consumptions differentially.
Since we have decreasing marginal utility, changes in consumption will
have larger effects on the utility of the poor agent and smaller effect on
the utility of the rich agent.

Assume that the poor agent implements a tax sequence {Tfo, (T2)224, +1}
that improves his payoff relative to the taxes chosen by the median
voter{ 7}, (7})22, .1}, respects all incentive constraints, and leaves the
rich agent no worse off. If this change makes the median voter better
off as well, we have a contradiction, since the median voter could have
chosen those tax rates to start with. Suppose then that these tax rates,
{rh . (%), } , make the median voter worse off.

V' (Kag, vy to; {78y ()32 tg41 1) =V (Btos vl to; {700 » (75724021 1) > 0

4 (ktmvto ; o {Tto’ (T9)2 to+1}) 4 (kto’vto ; o3 {Tto’ i’w)gitoﬂ}) <0
4 (kto’“twtO? {Ttm (79) 8=t0+1}) >V (kto’“tmt()? {Tto’ Tiw)?itoﬂ )

=log

Since the value functions are continuous in the shares vj , from the Inter-

pM P M M w
mediate Value Theorem, there exist v;,” € (Uto, Vg ) , v e (vto ,’Uto)
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such that
M 19 M oo
V (i 08 toi {02010 }) =V (g, 08 03 e, (72024 )

4 (ktm“i\f?tm {7 (M) psa}) <V (ktm”to » Loj {Ttw (r")2 to+1))
V (kt()y U;L(;M7 t07 {7—?07 (T€>§it0+l}) = V (kt(w vt0M7 tO? {Tto ) T.iw)zit(rkl )

We take the smallest vfo and vy, wM for which the above holds.

For a graphical illustration, let V7 (v) be the discounted utility value
of the poor pivotal agent as a function of his share under his pre-
ferred taxes {Tto, ™), +1} and V™ (v) be the same under the taxes
{rM (M), 41} preferred by the median voter. Then the conditions
above imply:

R T RLUVY
b

FE M Lt

Double-Crossing

V™ (v) and VP (v) must intersect at least cross, as drawn, to satisfy
the conditions above, but of course they may cross more than twice.

From V' (ktoa vaM7 t07 {7_?07 (Tg)gito-f—l}) =V (ktO’ vaM7 t(), {Ti\({’ (Ty)gito-l—l})’
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we have

(-~
((1 Tio) VM + 7l 4! Z T H gs(r (1 —7P))~ 1)

j=to+1 s=to+1

o n prto
< T1 (H <1—T’;))

n=to+1 s=to+1

Jj=to+1 s=to+1

I (f[ (1Tﬁ4))m to

n=tg+1 \s=to+1

1-p!
((1—7’t0)vt0 +n" Tt0+n Z H gs(r (1 =72 )) 1)

and from V/ (kto’ Ugl())M7 tO’ {Tfm (Tjsg)go:to—&—l}) =V (ktoa U;SLSMv tO; {Ti\(;[v (Té\/[)go:t0+1}) ’

1-p)*
(u—wzgmn—l% S o T s ) )

Jj=to+1 s=tpo+1

00 n pn—to
< 11 (H <1—rz>)

n=to+1 \s=tpo+1

1-p
((1—7t0)vt0 +n ) 40t Z Tj H gs(r (1 —721))" 1)

Jj=to+1 s=to+1

I (f[ (wﬁl))ﬁw

n=tg+1 s=to+1

We also have

-1
oV _— 0
8@1%:0:(((1_”0)”;04_” 1Tt0+n Z T, H gs 1—7‘8) >rkt0>
Jj=to+1 s=tg+1
X (1 — 5)71 (1 —174)

: p . p D . M M
Since V (ktoa Uto> to; {Tt(ﬂ (Tls))gitoJrl}) >V (kto’ Vtos to; {Tto ’ (TS );x;t0+1}) ’
if the first intersection of value functions for v, > vf, is at vaM, we have

M %)
av <kt0’ Ufo ,t(]; {T;tn()’ (T€)8:t0+1}> < 8‘/ (ktoﬂ ,Ui\fa to? {7—?07 (7_5):17504-1})
8’Ut0 avto
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and if the first intersection of value functions for vy, > vy is at v, we
have
ov (ktm U%M7 tU; {Tf()? (Tg)go:to+l}) > ov (ktoa Uf\fa t(); {Tg)? (T:.g);x;to+1})

(%to (%to

But the choice of vfoM implies

(((1—7?04)7“%0 +n ) 407t Z H gs(r (1 — 7, ))_1) rl%)

J=to+1 s=to+1
x(1-8)""1 (21—

-1
><<(1—Tf0)rvt0 +n 7ty 4T Z H gs(r (1 —72))" )rkto)
Jj=to+1 s=to+1
x(1=p)" (1—77)
or
<(<1 Tto) Tvto +n Tt0+n_1 Z] =tp+1 ]Hs =to+1 gs( (1_748)))_1)>
(((1_7%) Tvto +n- th +n- IZ] —to+1 ;\4 i t0+195( (1_T£4))71))

o n M Bgto 1-8 p
_ Hn:t0+1 (Hs:to+1 (1 —Ts )) - (1 - Tto)

oo n n—1t M
Hn:t0+1 (Hs:t0+1 (1 - T?))B ’ (1 Tto)

Similarly, the choice of vigM implies

(=) rop - try, 40 Y 7 TE e (1= 72) 7))

((( =7y o g 0 Sy T T 02 (L= 7)) )
1-8

n—t
Hﬁitoﬂ (ngtoﬂ (1 B Téw))ﬁ i (1 — Tfo)

= < i

Hf:toﬂ (H?:t0+1 (1—- 78))[3" ! (1 - Tto)

which is a contradiction. Thus, it is not possible for the poor agent to
implement a tax sequence {7}, (7%)%2, ., } that improves his payoff rel-
ative to the taxes chosen by the median Voter{Ti‘f (e, +1} , respects
all incentive constraints, and leaves the rich agent no worse off. QED
While we derived the result above for log preferences, it should be
possible to establish the same result using the same argument for more

general preferences.
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4 Sustainability of Democracy

4.1 Unsustainability

In the Theorem below we study conditions for unsustainability, taking
into account the incentive constraints of both the poor and the rich
pivotal agent. Note that the conditions for unsustainability are not for
particular tax sequences but are given in terms of initial stocks and
parameters only. The harder issue of ”sustainability” is taken up in the
next section.

First however we must more fully explore the strategies of the rich
and poor pivotal agents. If the median voter chooses a tax sequence
under which the rich pivotal agent finds it optimal to revolt, the poor
pivotal agent will also want to revolt, rather than passively accept a
right-wing rule with zero taxes, since both pivotal agents will bear the
costs of the autocratic regime: it is better to suffer autocracy under
one’s prefferred tax sequence than under the tax sequence set by the
other class. So we assume that if the tax sequence chosen by the median
induces the right to revolt, the revolution will succeed with probability
m, but the left will counter-revolt and come to power with proability
1 — 7. Similarly, if the tax sequence chosen by the median voter induces
the left to revolt, the revolution will succeed with probability 1 — 7/,
but the right will counter-revolt and come to power with proability 7’
Of course it may be reasonable to assume that it makes no difference
whether the right or the left initiates the revolution, in which case we
can set m = 7',

—-B(1-p)" 1

v r
0

i ay—1
Theorem 5 Let k** = (BT)/\S(,Ilf) and k* = 2

are logarithmic, democracy is not sustainable if

. If preferences

w

]{:to kto /_LP /U%) ﬂ./‘uP kt “u; Ul;u) T
1 _ 0 0 0
(k**) < ( Oé) <k**> nfl + a k** nfl

n~1—oP
where a = ( ]

et For a € (0,1) this condition holds if the prob-
to Ut

ability of a sugces?sful revolution by the initiating group is close to 1
(7" — 0,m — 1), and either ky, is close to k**, or if both uP and p* are

close to 1. It fails to hold if v is sufficiently close to 1 or 0.

Remark 5 The term « is a measure of the skewness of the income
distribution: its denominator measures the range of the distribution while
the numerator measures how far the poor is from the average. If o = 0,
the poor agent is at the mean and the tazx sequence (0,0, ...) is acceptable
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0 ——~ = 0, the rich agent is at the mean and
(Uto_vio)

the tax sequence (1,0, ...) is acceptable to all.

w __
’Ut n

to all, while if 1 — a =

Proof: As seen above, in the log case we have that for the rich
pivotal agent

Pt < 1if (1= B) " log (Mprky) + B (1 — B) *log fr > 0
pt=1if (1- 5)_1 log (Mﬁ’)rkto) + 81— 5)_2 log fr < 0

that is
] (/6 )_/B(l_ﬁ) k*
Y<lifl> >t = —
a kg Feo
-B(1-B)"" *
pt>1if1< % - k_
)\Utorkto ke,
-Ba-p)~"
where k* = —(57’)
Avgr
* 1—p®
Therefore, (]f—) < 1 in both cases.
to

Similarly for the poor pivotal agent in the log case, we have

P <1if (1—3)""log (A" lrky,) + B (1 — B)2log Br > 0
P >1if (1—p3)""log ()\n_lrkto) +4(1— 6)72 log fr <0

(57,)_:8(1—6)71 B k**

P<1ifl > =

st -k, K
-1

) (ﬂr)*ﬁ(lfﬁ) k**

P>1ifl< )
A== T Tk, ki

whepe e = BN (B
n~lr )\vtl(”)r

o+ 1—pP
Therefore ( k ) <1

to
The constraint for the poor pivotal agent is
(1 — 5)71 120g ()\ ((1 — Tt) Uf + n_l (Tt + fEtJrl)) Tk‘t)
+0 (1 - 6)7 log Br + Z;O:Hl 5n_t log HZ:t-‘,—l (1 - Ts)

> (1—7') (pr ((1- 3) Mog (An~'rk,) + B (1 — 8) " log Br))
' (P ((1— B) M log (MFrk,) 4+ B (1 — )77 log 1))
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Arky (1 —71¢) v + 07 (7 + @441))

(k) () o))"
>—(1—p")B(1—B) loghr— > B log [ -7

n=t+1 s=t+1

(1—5)""log

log Mk (1= 710) vf + 07 (74 + 2441)) n_1)1—up

()\Tkit)“p <(n—1)1—7r’ (Uf)fr’>“p (n_l)l_“p
> = (1= ) (1= B) M ogpr — (1-8) 3 5" g [T (1-7.)

n=t+1 s=t+1

or

Arky (1 — 1) vf + 07" (T4 + T441)) Ly

()\Tkit)“p <<n—1)1—7r’ (Uf)fr’>”p (n_1>1_,w

00 n (1-8)p"~"
rem (i (f0-0)

n=t+1 \s=t+1

-1

Manipulating the constraint algebraically, as we did for the rich agent’s
constraint in section 3.2, we get,

_1\1-—m i Ko —1\1—pP »
GG m1>“m<@3ku o + 0ty

ks - (n=1— Uf)

( )W K
—T n _
n—1 t </{3**>1 uP B Uf‘f'nilxt—&-l

> - - 21
N R o) (21)
N A BN
(n—l <Kt (kk—t) (n—_n) - xt+1) - vf)
Tt Z (n_l . Uf) = %tL (22)
where

o0 n (176)Bn7t -1
1<K =[] (H (1—75)>
n=t+1 \s=t+1

As ky, — 0 (so that p? > 1) or k;;, — oo (so that u? < 1), the right
side becomes negative, so the incentive constraint of the poor is always
satisfied.
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The rich pivotal agent’s constraint also needs modification. We get
(1—06) "log AL =7 v + 07" (74 + m41)) Th)

+B(1—8) " logBr+ > B 'log [[ (1—ry)

n=t+1 s=t+1

>7 (,u“’ ((1 — 5)_1 log (A\v’rk;) + B (1 — ﬁ)_Q log ﬁr))
+(1—m) (u“’ ((1 — 6)71 log (An’lrkt) +5(1— 6)72 log BT))

Arky (1 — 1) 02 + 07 (74 + 2441))

() )" (k™)
>—(1—p")B(1—p) ogBr—(1—p) Y p""log J] (1—70)

n=t+1 s=t+1

Taking exponential of both sides

(Arkt)liuw (1 —7¢) vy + n! (T¢ 4+ 2441))

(o) ()"

00 n (1-p)pn—*
Z(ﬂr)_(l_“w)ﬁ(l_ﬁ)il H ( H (1 —n))

n=t+1 =t+1

-1

and solving for 7,

w —m\uw (1w _ a1
v e ()™ ()T () O K,
NCER (v = n71) (Arky) "

Wbl (o)™ +1-p (n—l)(l Iz (Br) (1—p*)B(1-p) K,

T < — -
TP —nY) (v — 1) (Aropky) ' "
we obtain
pw \ 17 (A=m) o\ 1=pt
v —n! ((n—h) (%) K; — xt+1>
__ ~R
Tt S U;/U _ 77,_1 - Tt (23)

Combining the poor agents’s incentive constraint with the constraint
(23) for the rich agent, democracy is unsustainable if 7 < & which
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implies

v +nTtry v+l

@t )
p \ T P w \ 1—p?(1—m)
(’I’Lil) (%) : Jor* 1—pP nil (%) ! fe* 1—p®
<K — — 2
' (n=t =) < ke > i v —nt (’ft> 2p

The above inequality implies that the feasible interval for 7, under
democracy, [%tLO ,%fﬂ N [0,1], is empty: the highest acceptable tax to
the right is lower than the lowest acceptable tax to the left. Note that
this inequality cannot hold if k;, — 0 (so that u* > 1) or ky, — o0 (so
that p" < 1), since the right side goes to zero while the left is positive.
From (24), we obtain

(1 + th+1) Ky <

0P \TH (TP pw \ 17 (A=7) 7 N 1-p
(5™ () - (2) 7 ()

(v’ = vp)

where

oo n (1-B)p"~"
Kt = H (H(1_75)> :Kt_1

n=t+1 \s=t+1

If this condition holds, %f) < %tLO so the feasible set is empty. Setting
(14 z441) ke = % we can interpret the numerator as the one plus
the benefit from transfers, and the denominator as the cost of tax dis-

tortions. If 7, = 0 for m > t, it becomes equal to 1. We now show that
(1 + x441) ke < 1. We have

i)ﬂ’;ﬁ <ﬁ)l/¢p w .1 (i>1,u“’(17r) (E 1
g (7607

(v’ = vr)

and have to show that

0< <(1 + T141)

K, ) :(1+l’t+1)l€t<1

Note that for the sequence 7, = 0,5 > 1o, 441 = 0, Ky, = 1, s0
in this case (1 + xyy41) K, = 1. We will maximize (1 + z4,41) Ky, with
respect to tax sequences 7, s > g, looking at

0 (log (1 4 z4y41) + log kt,)
OTm,

_1 014,41 Ologk
:(1+£t0+1) ! 8;_(: + aTmtO
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We know from section 3.1 that

m—1
P00 (1= ) ) (L )57 [T (17 2 0
m s=to+1
Hence
(1+ @41) " a§;°+1 = N1 = ap) + an] L+ 200) ™ L —7) " [ =70
m s=to+1
dlog kg, 0 [Z 108 ([Tiy 0 (1= Ts))(l_ﬁ)ﬁwto]
orm 0T,
(1=8)0 30, B > log (1 —7y)]
n OTm,
——(1-9) [Z gt (1 m)ll
— (1= (=7 g =
So
9 (log (1 + myy11) + log Ky, )
OTm
=((1— )t gt ([)\ (1= aw) + am] (14 24541) H (1—74)— 1)
s=to+1

Now we note, analogously to the proof of Theorem 2, (since products of
stochastic matrices are stochastic),

A= an) +an=[10] T] (120 =ma e [

s=m+1

~[a=aman] [)]

while
(14 z4y41) " = [10] 3:2111 {1 - Agl —7s) 11—_77;8 ] { ]
= [(1 = ) @] ﬁl [ A( )A§1__T7S- )} H

s=to+1

[0y [ 1] [i]
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Thus,

0 (log (1 4+ z4y4+1) + log Ky,)

0T,
=A(1 = am) + am] L+ 2p00) B0 L =7) " J[ Q=70) = (1 =7p) 877
s=to+1

(1= an)on] [}] (T =70 - 1)
(0o T2 | AT

T 1—r7, 1

= (=) )

Now set m = tq + 1, and using the convention we used in the proof of
Theorem 2, that ] {1_)‘(1—75)>‘(1—75)}:{10] 7

s=to+1 Ts 1—7, 01

0 (log (1 + w4y11) + log ke, )

37',50“
= A1 = atp41) + g2 (14 T4 41) B (1 = Ty41) ™ H (1=7) = (1= Tt1) ' B
s=to+1

[(1 = ayy11) atg 1] ﬁ} to+1

I[[ a-r)-1|<o0

o L

Thus to maximize (1 + x¢,11) ki, We have to set 7,117 = 0, irrespective
of future 74, s > tg + 1. Now we proceed by induction as we did in the
proof of Theorem 2. Set 7, =0 for s =t5+1,...,m — 1. This yields:

0 (log (1 + wyy11) + log Ky, )

0T,
=IA(1 = ap) + am] (L+2400) B0 (L—70) " [ =70 =1 =75) 7 ™"
s=to+1

1 =anan] 1]

S a-amanl [' o]

(1—7,)—1
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m—to
Now, we note that [1 )\)\] = {1 ZZ] , so that

0 1 0 1
0 (log (1 + wyy11) + log ke, )
0T,
=N =ap) + am] (L+24400) B0 (L=7) " [ =70 =1 =7,) 7 ™"
s=to+1

_ A1 —ay,)+a
=((1—7p) gm0 ne 1—7,)—1)<0
(( Tm) B )((/\+<1_)\)2)<1_am)+am( Tim) )
So 7, = 0 for m > ty. This means that (1 + 4,11) K¢, is maximized at
Tm = 0, m > to, and therefore the maximum value is indeed (1 + x4 1+1) ke, =
1. Now we can claim, using the condition (25), that democracy is unsus-
tainable if

WP \NTBP N 1P 3 o\ 1—p* (1—-7) NI
(G (5) s B) 7 (5) " 0 - w)
1<

(vig = i)

(27)

rg Ufo ' uP Jorg uP v p(r—1) ot I
(k**) < <1 - C() (Tl_l k** + @ n—l k*
p o\ TP uP w o\ pT we
_ . Uto kto vto kto
—a-a(E) () e GE) ()

—1_,p
(T: :;0) This condition holds if the probability of a suc-
to " to
cessful revolution by the initiating group is close to 1 (7' — 0,7 — 1),
and at the same time either k;, is close to £**, or p? and p" are close

to 1.(Note that k* < k**). It fails if « is close to 1 or 0 because p?, u",
o\ T HP .
< X0 ) are less than unity and (ﬁ) =1 when aa = 1. QED

where o« =

n—1

4.2 Sustainability

If the feasible set satisfying both the poor and rich agents’ incentive
constraints is not empty, democracy is always sustainable. The Theo-
rem below gives conditions for democracy to be sustainable for the tax
sequence {7¢,,0,0...} in terms of parameters and the initial capital stock
only.

Theorem 6 Let k, > k™. If

Jo** 1—pP Ufo 1-7'pP
28
() <) =

o4




and

k** 1—pP ’Uf ' P k’** 1—p
1_ 0
o) Ga) ()

-1
ik then %{B, < %g and for Ty, € [%fo,%fo} N [0,1]

w w

(”fgl)“ <1 @)

n

v —n
where 1 — o = (to

vz‘(’)fvfo
democracy is sustainable for the tax sequence {74,,0,0...}. The above
inequalities hold for ki, sufficiently large. 29 will hold for o close to 1

or 0, or u* and u? close to zero, or for w close to zero, or 7' close to 1.

Remark 6 When o =0, n~' = vf , which implies that the poor pivotal
agent would tolerate {74,,0,0...} with 7,y = 0, while if « =1, vy =n~"
which implies that the rich pivotal agent would tolerate {Ty,,0,0...} with
T, = 1. If the probability of success for a right wing revolution is zero
(1 = 0) the tax sequence {1,0,0...} is sustainable under democracy.
Similarly, if the probability of success for a left wing revolution is zero
(' = 1), the tax sequence {0,0,0...} is sustainable under democracy.

R

Proof: From the 26 we have that 7,, € [%tLD, Ty

constraints if

} will satisfy incentive

(L+ 201) A B AT N
e ) > [ (1 = _t _t
( Ky, = | “) n-t ki T n-1 ke

1 . .
(( +ﬂ;{tf+1)) attains a maximum of 1 for 74, = 0, s > 1 and the growth

rate is constant: g = (1 — ) = r8 > 1. At time ¢y, the incentive
constraints of both the poor and rich pivotal agents are satisfied by
hypothesis. Since taxes are zero from ¢y + 1 on, the incentive constraints

of the rich agent will continue to be satisfied, so we turn attention to

) ) -8a-p~t |
the constraints of the poor pivotal agent. Note that £** = (Br) — 7 — is
An~1lr

constant. From (22), the constraint for the poor pivotal agent is satisfied

at t > tg if
o\ 1—HP p \ T HP
<n_1 (Kt (kkt > <—nv_t1) — $t+1) — Uf)

(=)

(30)

Ty >

If 7445 = 0, s > 1, we have K; 1, = 1, 24y, = 0 for n > 0. Then,

. . . o). . Jo** 17“‘” Up 1771-/‘“‘17
the right side of the above is non-positive if < ) < (%1) )

kit n
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We have to check that the incentive constraint for the poor continues to
hold for ¢ > to. To see this, note that vy ., = (1 —74,) vh, + T4n~" and
shares stays constant from ¢y + 1 on, while capital grows at 3. Thus at
to + 1, by hypothesis,

E** 1—pP B R 1—pP Ufo 1—m'pP Ufo Uf‘/jo 1—m'p? B Ufo+1 1—m'pP
L - Bk < 1 < -1 T (1 1 I
to+1 TP Ry, n— n— n— n—

It follows that the right side of 30 is non-positive for s > tq + 1, so that
setting 74 = 0 remains feasible.
For the case a = 1 we have vyl = n~!. To show that 29 holds as o —

prm 1—p w \ BT 1—p® w \ 1—H"
. v’ E** i k* vy o
1, we write « <—n_1> ( " ) as « (_n—l) <kt) (—n_1> =
_yw _w(l-m
a (YT ()
k:t n—1

Up * % 1_ P
1 as a — 1. Similarly as o — 0, (i) — 1 and (k ) g < 1s029

w(l—m)

: * *x k* 1=n® v’ 1w
. Since k* < k**, |+ < 1,and ( -4 —
kit n

n—1 ktO
holds. /
e\ 1Kl TR e\ 1A
If 7 = 0,29 holds because (1 — «) (’Z ) ( t,(’l) +a (]Z ) <
to n to

1. Finally, if 7’ = 1 we check that %tLO, < %tRO from 22 and 19 for a se-
quence tax sequence {7y,0,0...} for which K; = 1 and z;,; = 0 for

t> to .
1—pP p 1—p®(1— 1—pw
nfl J** 2 P ™ . Up v . n*l W M ( 7T) ﬁ 123
ki n—1 t I R t n—1 Ky
=7 <7l =
(T — o) o= T p—
Ifn =1,
1—uP p 1—pw 1—pw w
nil f* w ’Uf 1% o Up Uw —n 1 U;U 14 E 14 ,in B
T -1 t . 5 t n—1 kt n—1
=Ty < Ty =
T =) to < Tiy p—
1—uP w w1
n_l o+ P 1% P B vtp o (1 - e 2 ow \ BT
ke n—1 n—1 n—1 t k¢ n—1
= 5L R _
CRETH o < T p—

e\ 11" w \ HYT—1
Note now that the right side is positive since both <kkt > and ( %)

are smaller than 1, and the left hand side is smaller than 0 if % <1l<

<nv—f1> , as hypothesized, so that the tax sequence {0,0...} is imple-
mentable under democracy.

QED
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Remark 7 The theorem above shows that democracy can be sustainable
for the tazx sequence {74,,0,0...}, but of course the median voter may do
much better while still sustaining democracy: generally other feasible tax
sequences not constant after the second period will be preferred by the
median voter. The result above only shows that the feasible set of tax
sequences that sustain democracy is not empty.

1—pP WP 1—7' uP

Remark 8 We should note also that the condition ’Zt
0

1s more likely to be satisfied, and therefore democracy more likely to be
feasible, the closer the wealth share of the poor agent is to the average,

and the wealthier the economy is at the start (ZTZS small).
0

We may slightly generalize the above result to the case of {1, 7,7...}
where the constant sequence after the initial period is is 7 rather than
0. In that case shares still remain constant after {5 + 1 at

Uioﬂ =g 'r [(1 —A) (1 —74) Urf‘oJ + 71, (1= A) nil]
= [(1=7) 7" (1= 740) vl + 7m0 1)]

Capital grows if g =r (1 —X) (1 —7) = (6r) (1 —7) > 1. For a constant
sequence, we also have K;, = (1 — 7‘)%, T =T(A'=1) =17 (%) ,

@41 1+T(%) :
and ronnlie —%~. Thus for ¢y + 1 the constraint (27) may be
(1-7)T-B
written as
WP\ TP o\ 1—1P o\ 1—p* (1) L\ 1—u?
()™ ()™ =+ (35) (£) =)
(v — vk)
Jox* 1_;1}7 (177')_1((177t0)vfo+n717t0) ﬂ-/l"’p
Br(1—)ke, n—1
(=71 =) v+ 1 ry) — 0
1—p® 1—p®(1—7
I R e R C T (e e A (1=m)
ArfBr(1—7)kt, n—1
B _
L+7 (ﬁ) - (nt=(1-7) ! (vh (1= 7¢) +n7t7y,))
(1- 7-)1%6 (A=) (= T) v A ) — (L= 1) (1 = The) vl + 1 iy))
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or

1+r(iﬁ>

(r)-Pa-""
+ ( ArBr(1—7)kt,

N

/

Jox* >1iu‘p (1—7’)71((1—’730)1)%)0“!‘7’1717}0)
)kto

(=

. ((1 - 7)71 ((1 — Tty) Vo + n*ITtO)

1—7

w

7’ uP

J— nfl

1) I )

n

(1

1=u < (1—7')71 (v% (l—‘rto)-l—non’

— 7)71 (vfo (1-—

n

Tto +n- Tt0>)

/3
-8

(1-1)

(1-710)

(1-7)

- (U;g - Ufo)

If {7¢,, T, 7T...} satisfies the constraint at ¢o + 1, it will continue to satisfy
it beyond ¢y + 1 since shares will be constant and capital will grow, so
the right side of the above will decline. Thus we have the following:

Corollary 5 If ki, > k**, for a tax sequence {14, 7,7, ..

-a) (]

and

i

k%

ke,

(57‘)76(1*5)_1
ArBr(1—7)kt,

(=

N

(o) (22
B'I’(l—’)’)kto

. ((1 — 7')71 ((1 — Ty) Vp + n’thO) — nil)

(1-7)" 1<vt (1 Tto)-‘thO
n—1

p

n—1

1—p

(1-

) 7’ P N (k**
0%
ki,

1—p® w

1—74, )Ufo +n"1ry, )

.} satisfying

—p¥(1—m)
)

7! uP

Vo

w

n—1

7')71 (vfo (1

— Ty) + nfthO))

1) ) 1—p®(1—m)

(0 (o

democracy is sustainable provided the constant growth rateg =1 (1 — X\) (1 — 1) >

1.

((11:7:)) n—1 (1);” _

i3)))

4.3 Characterization

v;)

In any period, the incentive constraints of both the median voter and the
poor pivotal agent must also hold. Clearly, if v} > v¥, and since this order
is preserved through time, if the poor pivotal agent’s incentive constraint
is satisfied, so is the poor median voter’s. The converse however is not
true. Unconstrained by the poor pivotal agent and under commitment at
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time ¢, the poor median voter selects a sequence {7, 7441, ..7ms, 0,0, ...}
However, such a sequence can violate the incentive constraints of the
poor pivotal agent. To study this case, we write the Lagrangian for the
median voter, to include the incentive constraints of the poor agent.

E:

o (( (1= 740) v}y + 1707 ) o ) v

1 fo + Z;itgﬂ Tj Hi:t0+1 gs(r (1 — TS))_l fo

1— o o nto n 1 1-0o 1
(14 S (Tora =) ) == )

+ 3 &y (VP (ki i t) = V' (ke Ky 1))

t=to

-+ Z Ct (VpD (kta kfa t) - VpA (kta kfa t))

t=to

+ 0147 + 09 (1 — 74)

where (, are the multipliers for the poor pivotal agent’s constraints,
and V¥4 (ky, k¥, t) and. VP4 (k, kP t) are the values that the rich and
poor pivotal agents would receive by reverting to authoritarian regimes,
incorporating the probabilistic outcomes of simultaneous resurrections
dicussed in the previous section.

The first-order conditions with respect to 4, are’

OL (kty, ki to)

o7, = ((—vy, +n7 ") ki) X;.7Z7 + 014 — O,
0

+Coo (XR) 725 (vl +n7) rhi (31)
iy (Xig) 725 (—vig +077) v, (32)

Note that the median voter as well as the poor pivotal agent would
like to set 74, to 1 unless the rich pivotal agent’s constraint is binding,
since (—vj, +n™') < 0 and (—v}, +n~') < 0. If 74, is interior, that is
if 74, € (0,1), the rich pivotal agent’s constraint is binding, and we
may proceed with the analysis as in the case of Theorem 4, provided
the poor pivotal agent’s constraints are slack. However, as we saw in the
previous section, the feasible set may be empty under certain conditions,
and the median voter may not be able to satisfy the constraints imposed
by the poor and rich agents simultaneously. If this is not the case the

9Note that derivatives of V4 (k;, ki, t) and VP4 (kq, kY, t) do not show up in the
first order conditions with respect to taxes, since they do do not involve taxes.
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median voter will set 7, either at 1 or to satisfy the rich pivotal agent’s
constraints.
We now turn to the analysis of 7,,.

OL (kty, ki, to)

OTm

. L 0X Y
— (22%3) (60 S22 o 1— o) (2) ) +

(ZU (Xw)fg) G (08 + 1) Tk,
+ Z (27 (X2)) ((X;ﬂ)—lax—g

0T,
o 1 X 107
+¢t0< (x2)! )((Xto) ' 07; +o(l—0), (Z,) ™ t)

OTm
(zg, (Xp) 7)) G (=08, 4+ 1) Tk,

+ Z (27 (X?)"°) ((Xp) 1 0XY to(l—0)(Z)" g%)

s=to+1 aTm

+91m_92m20

to(l—0)"(Z)" %>

0T,

As before letting o — 1, from the Corollary 2 to Theorem 2
Y L dXy _ _ dZ
(o) (e s n-o) 2 ) @)

Tm AT m
dX¥
-7 ((X;”)l —de —(1—7p)" 5””0) <0

where Z = 1/1 — § and from the proof of Theorem 2, and

lim {(Zg)x,}of’) ((Xto)_l % +o(l-0)""(Z,)" Zf:)} (34)

dX,
=7 ((Xm)‘l - —Tm)‘lﬁm—m) <0

Furthermore

i | (22 0= () o) 207 5 )

m—00 Tm dTm

—Z ((xg') dXy (1- Tm)—lﬁm—t°> <0

AT,

since the same analysis that applies to the median agent also applies

to the poor median agent, as they differ only in their initial v,’s. How-

L bitn) g 92m>] < 0and

ever, we cannot claim that lim,,,_, [
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therefore that lim,, .., 7,, = 0 : in this case we require the poor pivotal
agent’s incentive constraints to be satisfied at all times, not just in the
limit from the perspective of time ¢y. Unlike the rich pivotal agent who
prefers zero taxes, the constraints of the poor pivotal agent may not al-
low the sequence of taxes {7, Tto11, - - > Tm, 0,0, ...} given by Theorem
4 since such a sequence can violate the incentive constraints of the poor
pivotal agent. Note the incentive constraint of the poor pivotal agent at
time to, (and indeed at each time ¢ as well):

1—pP p o\ 7 uP
1 f** Uy D
(n <Kt0 (kt0> (ﬁ) B ':Ct0+1 - ,Uto
L

0o = (n,1 _ Uf ) = Ty, (36)
)

Tt

o\ 1717
In either a growing or a shrinking economy if (k T ) — 0, the con-

straint Wﬂl be satisfied eventually and taxes will be set to zero eventually,
but 1f is close to one, the constraint may not hold if taxes are prema-
turely close to zero, because the numerator is positive. To see this note

that for & k_t = 1 a negative numerator requires:

-1 Utp i
n Kt (F) — T41 | — Ut <0

/

of \™H v
Kt<j) —<1+$t+1)<j—1<0
n n

In the proof of Theorem 5 we showed that K; — (1 + x441) > 0, so for

- ' P

kk—t close to one, the constraint will be violated if (nvfl) is close to
one, for example if 7/ = 0 so that an insurrection of the poor suceeds
with probabily one. Thus to keep the poor pivotal agent in check, the
median voter may have to delay setting taxes to zero beyond m/, but
then would have to reduce earlier taxes to still satisfy the constraints of

the rich pivotal agent.

Finally, note that if the poor pivotal agent’s constraint were to be
satisfied, the poor pivotal agent would have no incentive to implement a
left wing authoritarian regime at any point in time. This implies however
that the median voter, with v! > vP and therefore higher discounted
utility than the poor pivotal agent, also does not have an incentive to
reset the tax sequence and deviate from the original sequence, provided
such a deviation involves a deviation cost that scales down lifetime utility
by M where | u* —1 |>| u¥ —1 |: even an immediate full redistribution
would not yield higher utility to the median voter if it does not do so for
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the poor pivotal agent. This implies that the tax sequence chosen by the
median voter that respects the poor pivotal agent’s incentive constraints
in each period is time consistent. We have then the following Theorem.

Theorem 7 When democracy is sustainable, the tax sequence chosen
by the median voter is time consistent if by resetting tazes the median
voter’s lifetime utility is scaled down by p*, where | p™ —1 |>| uf — 1.

5 Appendix

Proof of Theorem 1 The recurrence relation for the solution of continued
fractions is standard (see [?], p. 8-9) and can be written as a first order system

4 3]0 ) conncn
B (n—1)

{DEZH N {blna()n] [g(n_ 1)} , D(n)=B(n-1)

which in our framework reduces to stochastic matrices:

_ [At+n (1- )\t+n)]

|:b2n+1 a2n+1

1 0 1 0
b2n a2n _ Tt+n (]— - Tt+n)
1 0 1 0

Furthermore
[b2n+1 a2n+1] [b2n a2n] _ [1 = Atan (1 = Tgn) Agn (1 — Tt+n)}
1 0 1 0 Tt+n 1= Ti4n
with
A(l)=a;, A(0)=0, A(-1)=1, B(1)=b;, B(0)=1, B(—-1)=0
We note that the product of stochastic matrices is stochastic. Then

set] R o e ot

{B (2n + 1)} B {1 — Agn (1= Ton) Aegn (1 — Tt+n)] [B (2n — 1)] (38)

D (2n + 1) a Tt+n 1-— Tt+n D (271 - 1)
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For n=1,..., iteration gives

n

A(2n—|—1) . H [1 — Atts (1 _Tt+s) Atts (1 _Tt—l—s) al
C(2n+1) el Tits 1—Tigs 0
_ ﬁ [1— Ngs (1 — Tegs—1) Aigs (1 — Tigs) 1—=XN
L Tt+s 1—7i4s 0
B(2n+1)| _ ﬁ (1= Nirs (1= Tops) Avrs (1= Tops) by |
D(27’L+1) L Tt+s 1 — Tit+s 1 i
_ ﬁ (1= Aegs (1= Tops) Mges (1 — Tigs) At |
L Tt+s 1 — Ty 1]
and
n I — Aigs (1 - TtJrs) Atts (1 - Tt+s) 11— At
10
A(2n+1)_[ ]{Hszl[ Ttts I —Teps | 0
B(2n+1) 10] {HZ1 [1 = Atps—1 (1 = Teps) Adegs (1 — Tt+s):| } |:)\t:|
Tt+s 1 —Tiys 1
(39)
. A(2n+1) . .
We have to show that lim,_, Bnt1) exists, that is that the product of

the stochastic matrices in (39) converges. since

I _ 1-— )‘t-i-s (1 - Tt—i—s) >\t+s (1 - TH-S)
bs Tt+s 1—Tiys

is stochastic, a theorem in [?] guarantees that

7}1_{20 (Jndn-1---Jis1)

converges to a stochastic matrix G, if Js is fully indecomposable, which
in the case of 2 x 2 matrices requires Js; > 0. This will hold as long as
Tirs > € > 0 for s > 1. Note that Assumptions 1 and 2 imply 741, < 1
for all s > 1. (Note initial 7; € [0,1].) So now consider the case where
limg—,oo SUp 7445 > 0. Note that if 7415 >0, Jg > 0and if 741 =0, Js_1 >
0, with JsJs—1 > 0. So we can relabel the sequence G,, = JpJp—1--- Jey1
as sequence G, = H,R,H,_1R,—2--+- Hi1oRy1oH 11 Ry+1 where each Hy is
the product of fully indecomposable positive matrices Js > 0 with consecutive
indices and Ry is the product of matrices with Js; > 0 with consecutive indices,
with the convention that Ry 1 = I if Ji41 > 0, and is part of Hyy1. Let
F, = H,R,. The infinite product lim, oo FpFp_1...Ftr1 is the product of
positive stochastic 2 x 2 matrices since each F;, is a positive matrix, and
therefore converges to a stochastic matrix Go, > 0. Then

{1&

lim A(2n+1)= lim [10][G] |

n—oo n—oo

E
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For x4 = limy, o0 28213 < 00, we need lim, o B(2n+ 1) > 0. Since

A+ > 0, and G, is a non-negative stochastic matrix with row sums of unity,
and the product of stochastic matrices is stochastic,.

n—oo ].

lim B(2n+1) = [10] [Goo [At} >0

By construction we had gs11 = % >0 and gs11 = (1 — Xg —

AsTsy1) <7380 0 < gy <r forall s>t
Now consider the case where limg_, oo sup 7445 = 0. Thus

anﬁsz{lgAi}

since A = (1 — 5%7“1_70) if 7, = 0. But the product

Wm (JpJn1-- - Jes1)

, 1—AA]"
converges since the tail of the product converges to lim,, ., [ 0 1} =
01}, 10
{01} if A < 1. Q.E.D.

10More generally, see also Seneta, Theorem 4.14, page 150, and Exercise 4.38, p.
158, and in particular Chatterjee and Seneta, Corollary, p. 93. Note in particular

that the index 2 is the single essential class of indices of [8 ﬂ , which is aperiodic.
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