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Abstract
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a stronger incentive to accumulate wealth of one class of agents. Third, the model
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1 Introduction

The relative utility hypothesis, which supposes that individuals care about the social
aspect of wealth accumulation in addition to caring about consumption, is supported in
numerous empirical investigations (see e.g. Clark and Oswald, 1996; Kapteyn, Van de
Geer, Van de Stadt and Wansbeek, 1997, McBride, 2001). It is shown that an individual’s
welfare depends both positively on her wealth and negatively on a reference level of the
society. This relativity assumption has been used to explain many economic phenomena.
For instance, it is used by Easterlin (1974) to explain the paradox that individual welfare
is increasing with individual income while the average welfare remains independent of
the material standard of living. Long and Shimomura (2004) claim that the desire for
wealth-enhanced social status can explain the process of catching up with the rich by the
poor.

The conjecture that wealth accumulation yields social status and that status matters
for individual welfare has been emphasized in The Theory of Moral Sentiments (Smith,
1759). In The Theory of the Leisure Class, Veblen (1899) has focused on the role of
conspicuous consumption in signalling social status. The social aspect of consumption
is also found inThe Social Limits to Growth (Hirsch, 1976). Recently, the role of social
rewards as motive of individual behavior has been incorporated into models of economic
growth.! By considering preferences for social status, economists emphasize the role of the
demand side, which is determined by individual preferences, as determinant of economic
growth, apart from the role of the supply side. In particular, Corneo and Jeanne (2001a)
showed that the competition to achieve social status can generate endogenous long-run
growth.

This paper introduces status preferences into an endogenous growth model with pub-
lic sector. It builds on the conventional framework of Glomm and Ravikumar (1994),
where fiscal policy financing public capital is endogenously determined through a voting
mechanism. The economy is populated by two types of agents who care about both con-
sumption and social status. The latter is an increasing function of both absolute and
relative wealth. Agents are heterogeneous in two aspects: wealth endowment and weight
attached to status-seeking. The implications of status-seeking behavior on wealth distri-
bution, endogenous fiscal policy as well as political equilibrium growth are investigated.
We also discuss the relationship between individual welfare and growth in this economy
where agents exhibit a desire for status.

In the framework without status consideration, Glomm and Ravikumar (1994) found
the income convergence in the long run independent of the initial wealth distribution. In
our model, we first show that the status-seeking behavior, and not the wealth endowment,
is crucial in determining the long-run wealth distribution: agents with stronger status

motive will hold a higher level of wealth. For the same incentive in wealth accumulation,

!'Social status of an individual can be defined by her relative wealth (Corneo and Jeanne, 1997, 2001a,b;
Long and Shimomura, 2004), or relative consumption (Rauscher, 1997; Fischer and Hof, 2000). Further-

more, Fershtman, Murphy and Weiss define social status as the human capital accumulation.



agents end up holding the same quantity of wealth. In other words, the conclusion in the
conventional model is a particular case of our model for which status motive of both types
of agents is identical and equal to zero.

Standard economic growth models generally predict a negative relation between in-
equality and growth. For instance, Murphy, Shleifer and Vishny (1989) find a negative
relation, considering the effects of wealth distribution on the composition of demand and
the techniques of production. The introduction of status-seeking into growth model pro-
vides a relation between wealth distribution and growth which is different from the usual
link found in the growth literature. In our model, since income divergence is due to differ-
ence in individual incentive to accumulate wealth, a higher inequality is associated with a
higher growth if it is due to higher incentive to accumulate wealth of one group of agents.
Otherwise, it is shown that a higher growth rate may reduce welfare of one group of agents
and raise that of other one. Finally, when the fiscal policy is endogenously determined
through a voting mechanism, an increase in the strength of status motive of majoritarian
class may lead to a reduced political equilibrium growth.

The paper proceeds as follows. The next section lays out the modeling framework with
status-seeking agents. Section 3 presents the steady state analysis under exogenous fiscal
policy. Section 4 adds endogenous fiscal policy via a voting mechanism and studies the

effect of status-seeking on political equilibrium growth. Section 5 concludes.

2 A model with status-seeking agents

We develop the model of Glomm and Ravikumar (1994) including status-seeking behavior.
Let assume that the economy has two groups of agents.? The population size is § for the
first group, and 1 — § for the second group. Agents into each group are identical, so that
there is a representative agent for each group. Each agent is supposed to care about both
consumption (c;¢) and social status, which increases with her wealth (ki) and decreases

with the average level of the society (k;). The intertemporal utility function for agent i is

)

U (cit, ki, k) = Y _ 8" [(1 —si)Inci +s;In <Z—§>} , 1=1,2 (1)
t=0

where 0 < 8 < 1,0< 68 <1, and ky = 6k + (1 — 6) koz.

We do not attach importance to the distribution of wealth endowment between two
groups of agents, i.e. k1p may be higher, equal or lower than kyg, with k;p > 0, for i =1, 2.
Instead, two group of agents are distinguished by their attitude towards social status. The
parameter s; measures the importance of agent ¢’s utility from social status (i.e. strength
of status-seeking motive) as compared to the importance of her utility from consumption.

s; is in the interval [0;1).? The value of s; is exogenous and the size of each group, § and

’In Glomm and Ravikumar’s model, the economy is populated by a continuum of heterogeneous

household-producers.
3We exclude the case with s; = 1 to avoid the extreme situation where social status is all-important

and consumption does not give any satisfaction.



1 — 6, are assumed to be constant over time (i.e. there is no exit and no entry for each
group). This model is then consistent with no social mobility.

The utility from consumption is represented by In(c;;). The utility from social status
is represented by In (k@-t / kf ) . This specification of utility formalizes the assumption that
wealth accumulation gives satisfaction to agent ¢ through an improvement of her social
status. Notice that the status utility can be written as:

In <IZ—§> =1-0)Inky;+0In <%>
In this formulation, the status utility involves two components: absolute and relative
wealth. The parameter 6 represents the weight assigned to relative wealth, and 1 — 0
the weight assigned to absolute wealth in the individual quest for status. Different from
most existing studies, such a specification of status utility does not give generally the same
weight to an increase in individual wealth and to a decrease in the average level of wealth.*
In addition, # may be interpreted as the degree of the individual’s social interaction (Jellal
and Rajhi, 2003).
The output, y;, for any ¢ > 0 is produced following a Cobb-Douglas production func-

tion:
yit = AZPkE LS, (2)

where A > 0 and a € (0,1) are constant parameters. The aggregate variable Z;, which is
the stock of public capital at ¢, is assumed to be a pure public good. The variables k;;
and [;; are private capital and labor force, respectively. Each agent is supposed to supply
one unit of labor force inelastically.

The underlying assumption is that the economy is segmented in two sectors, and there
are no transfers of production factors from a sector to another. This lack of transfer may
be explained either by barriers, or by potential heterogeneity of two types of capital and
two types of labor. For example, one may think that qualified and unqualified labor force
are not freely transferable from a market to another, due to markets specificities. This
modeling is used in the model of Glomm and Ravikumar (1994) and can be found in
Glomm and Ravikumar (1992), Cardak (1999), Gradstein (2003).5

As in the model of Glomm and Ravikumar (1994), agent i is assumed to be both
household and producer, i = 1,2. Then, there are no markets for production factors (see
also Glomm and Ravikumar, 1995; Lau, 1995 ; Mohtadi and Roe, 1998, etc.). This mod-
eling captures the notion that the agents derive satisfaction from the consumption of a

non-marketed or home good. It should be noticed that if we keep the assumption of no

4For instance, the status function depending only on relative wealth is proposed in Corneo and Jeanne
(1997), Futagami and Shibata (1998), Long and Shimomura (2004), while the status function depending

only on absolute wealth is proposed in Zou (1994), Gong and Zou (2002) and Hosoya (2002).
>For instance, in Gradstein (2003), household i’s production function is yit+1 = Ajt+1 [f(Tit+1)Ge]®

where Gy = 7¢ fol y;+di is public spending on education, financed by income tax. x;:+1 is her investment
made in an attempt to ensure a larger share of educational resources for her offspring, and A;t+1 is her

production capability. Her budget constraint is given by: cis + Tig+1 = (1 — 7¢) Ase [f (i) Ge—1]".



factors transfers but relax the assumption of household-producer (i.e. incorporating seg-
mented factor markets), the mains results of the paper will remain unchanged. Appendix
A presents the model with segmented factor markets.

Both public and private capital are assumed to depreciate fully in one period. There-

fore, private capital obtained by agent ¢ at period ¢ + 1 is equal to her investment at t,
Uit

kit+1 = Uit
Public capital at time ¢ + 1 is equal to public investment at ¢, I;

Zt+l = It7 (3)
where I; is financed by taxing individual income at rate 7, and the government’s budget
is therefore balanced at each period:

Iy = TAZ [8ky, 18, + (1 — 6) kg, 1] (4)

The initial state of public capital Zy is exogenous.

Agent ¢ chooses {ci, kit+1}i=o by resolving the following program:

Zﬁt [(1—sz)|n(czt)+51|n (keﬂ (P1)

cit + kw1 = (L — 7) AZQk3 18,
Cits kitv1 > 0,
lit = 17

given ki, Zo and {7¢, Zi+1}i=y

{Czt7 zt+1}t 04

s.t.

The first order conditions for an interior solution are the following

1- S; t
A=s)5 _ (5)
Cit

Siﬂt+l
M1 —=7)A - ) AZL Kyl = M- 2 . (6)

it+1

The equations (5) and (6) imply the following condition:
1—s; (1 85) S;
— = B 1-7)A-) AZL kS + — (7)
Cit Cit+1 kit+1

The left hand side is the marginal cost (in utility terms) of reducing consumption at time
t (¢;t) by a unit. The right hand side is the discounted marginal benefit of increasing an
additional unit of private capital into time ¢ + 1 (kj+1). Marginal benefit is equal to net
marginal product of private capital times the marginal utility of consumption at ¢ + 1
added to marginal utility of private capital at ¢ +1 (which does not exists in conventional
model). For agent i’s optimal choice, the marginal cost must equal marginal benefit.

Combining condition (7) and budget constraint provides us the following solutions:

BL—a)l—T1)AZrEL i1

C; = s 8

' kit — ﬁ%cit—l ( )
1- it

ks = (1—7)AZOKL® <1 - %) , 9)
2 1isi it—
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The transversality condition is: tll>To ki1 = tllg;lo (1 — ;) B'ky+1/cit = 0, where X is the
shadow price of wealth. The first order conditions are also sufficient for a maximum since
the Lagrangian is concave.

Given the initial k;p, Zo and an arbitrary fiscal policy implemented in each period, an
intertemporal equilibrium is the sequence of consumption, private capital and labor force
such that

o Iy =1 and {cit, kit+1}=g is given by Egs. (8), (9), for i = 1,2
o cit + kw1 = (1 — 1) AZPki;, and Zyaq = TAZY [ky, @ + (1 — 6) k3, ]

o ky = Okiy + (1 — 6) koy for any t > 0.

3 Steady state analysis

Let us define new variables

Ei 1+1 Zi+1 _ ki
y Wivr = y Rjjp+1 =
Cit Cit ki,t"‘l

X7;7t+1 = for Z,j = 1, 2andt > 0.

Then combining equations (8), (9), and equation Zy+1 = TAZY [8ki; * + (1 — 8) k3, ©]

gives the system

_ 1 o l1+s,a—«
Xit+1 = szt A—s)(A—a) (10)
= plafq, BA-a) _Bl-a)
Rjis1 = RES(1 po— / (1 o 1—@> : (11)
Wi = (1—7);(1—00 <X“ N 181ﬂ ) (6+@—6) Ry”) (12)
W1 = a_ 7');(1 ) <X2t 152i ) (bR +1-9). (13)

In the following, we restrict our attention to steady-state analysis in which all variables
(consumption, private capital, public capital) grow at the same rate g. The steady state

of the economy is given by

6 l+as;—«a

Xi l—sil+af—0’ (14)
/e o
R; = %, with h(s;) = %fmzy 1,2. (15)
_ T 1+ (s1
Wi = (1—7)(1—31)<1+a5 B>(6+(1 ) Far) (18)
— T 1+ 3s; 1—a
We = (17)(152)<1+a6 5>(5R12 +1-9)

3.1 Wealth distribution and status-seeking

Let q1 be the fraction of agent 1’s wealth relative to total wealth, k1,41 = q1ki+1. We can
write koi+1 = qoki+1, for any ¢ > 0, with ¢ = (1 — 6q1) / (1 = 6).



Proposition 1 (Steady state wealth distribution)

i). Agent ¢ will hold more wealth than agent j if her status-seeking motive is stronger
than agent j’s status-seeking motive

q; Z Qj If Si Z Sj. (17)

ii). An increase in agent i’s status-seeking motive yields larger the fraction of her wealth
relative to total wealth and lower that of agent j

0q; dq;
0 and —2
882' - an 687;

<0fori,j=1,2 (18)

Proof. See Appendix B. =

The conclusion in Glomm and Ravikumar’s model concerning income convergence is
overturned when status behavior is taken into account. Actually, Glomm and Ravikumar
(1994) show that wealth inequality declines over time, and then all agents have the same
wealth in the long run whatever the initial distribution. In addition, a similar result to that
of Glomm and Ravikumar (1994) can be found in Glomm and Ravikumar (1992)’s model
with education expenditures. They show that in public education regime, the growth rate
of any agent’s income is inversely related to the level of her income. Thus agents with
income below the average grow faster than agents with income above the average, and
then incomes end up by converging over time.

Proposition 1 shows that the status behavior is crucial in explaining the long-run
wealth divergence. Our finding underlines the cause of wealth divergence through the
status behavior: agents end up by holding the same quantity of wealth if they have the
same incentive to accumulate wealth (i.e. s1 = s2); and Glomm and Ravikumar’s result
corresponds to the case where s1 = s = 0 in our model. Such a result is explained by the
following intuition. On the one hand, the marginal status utility of wealth being equal to
the term 1/k;, is decreasing with k;;. This means that poor people get more satisfaction
from a marginal increase in wealth than rich people. On the other hand, a higher value
of s; corresponds to a higher importance of the utility from social status as compared
to the utility from consumption. This implies a stronger incentive to accumulate wealth.
Therefore, given wealth endowment with k19 < koo for example, if 57 = s, agent 1 will
catch up with agent 2 as she gets more satisfaction from a marginal increase in wealth. If
s1 > sz, she catch-ups with agent 2 before to hold a larger share of total wealth since she
assigns more importance to accumulate wealth than agent 2.6

The finding indicated in Proposition 1 is in line with the sociological theory explain-

ing the poverty by individual negative attitudes (for instance lack of effort). However, it

8This conclusion is close to the well known work by Ramsey (1928) using a model without status
seeking. Ramsey shows that if the subjective discount rate differs across agents, the most patient will hold
all the wealth. Indeed, if agent ¢ has a discount rate lower than agent j, it means that agent i cares about
his future life more seriously, and thus her saving incentive becomes higher. She ends up holding the total
of wealth. Cardak (1999) find that households with the strongest preference for education will have the

greatest income, independent of initial conditions.



contrasts with the theory explaining the poverty by social pattern (such as lack of equal
opportunity, that we can interpret as unequal wealth endowment in our model).7 Our
finding suggests that redistributive policy taxing agents with higher status motive and
subsidizing agents with lower status motive is not a good solution for economic growth as
the poverty does not stem from the lack of equal opportunity. Such policy may discourage
wealth accumulation of agents with high effort.® A government intervention regarding in-
dividual preferences may be preferable, however this type of intervention is rather complex

3

because it should act to “modify” individual motivation, or preferences.

We should note that growth models with status-seeking generate diverse conclusions
concerning wealth distribution, and it is partially due to the difference in hypothesis. For
instance, Futagami and Shibata (1998) examine a growth model where the subjective
discount rate differs across agents and relative wealth determines social status. These
authors conclude that even less patient agents could hold a positive share of the total
wealth, because utility from their relative wealth position decreases until they catch up
with more patient agents. In an exogenous growth model, Long and Shimomura (2004)
claim that if the elasticity of marginal utility of relative wealth is greater than the elasticity
of marginal utility of consumption, thus eventually poor people will be able to catch
up with rich people. This catching-up is found in our model only when s; = 5.2 On
the contrary, Corneo and Jeanne (1999) found the persistence inequality in a two-classes
growth model in which agents care about the social perception of their wealth rank as
determinant of their social status. Their result is explained as follows. On the one hand,
the total marginal return on savings, in terms of consumption and esteem, is identical
for a poor and a rich agent. On the other hand, the marginal status utility of wealth
is assumed to be identical for two types of agents (while it is concave in our model).
Their specification implies that poor and rich people have the same wealth accumulation

incentive, and wealth inequality remains constant overtime.

3.2 Long-run growth and status-seeking

The constant value of W; = Z/¢; and X; = k;/c; at the steady state implies that all

variables grow at the same rate g which is approximately equal to In(Z;+1/2;)

l-« l-«
g=In(rA)+In [6 <%> +(1-9) <%> ]

"See for example Kluegel, Csepeli, Kolosi, Orkeny and Neményi (1995) and Kreidl (1998) for other

explanatory factors about income divergence.
8For instance, Fields (1989) showed in an empirical study that redistributive policy is not necessarily

wealth-improving. The author found that in an economy with different propensities to save, the transfers

from rich to poor people, which reduces the inequality, reduce capital accumulation and economic growth.
°Tt is should be noticed that the model in Long and Shimomura (2004) represents the integrated

economy with only one representative firm, and an aggregate production function. It is implicitly assumed

that agent 1 and 2 provide the same type of capital, and then receive the same rental rate.



sA-7) h (s1)

T 6+ -08)Ry"
ko _ BA-7)  h(s2)
Z T SRL+1-6

h _1:
WGI‘GZ

Proposition 2 The steady state growth rate of the economy is given by

g=In (48" + (@ —a)In(l -7 +aln7+In[BF*+@—-§) By  (19)

where
B h(s1) — and B; = #
o0+ (1 -8Ry “ SR, “+1-46
_ (h(s)\Y® _l+asi—«a o
RU = <h(sj)> and h(Sl) = m, for 1,7 = 1,2

Notice that the impact of fiscal policy on growth rate is exerted through two terms
alnT and (1 —a)In(1 — 7). The first one represents the positive effect of public capital
on the private capital marginal product and the second one represents the negative effect
of taxation on net benefice rate of saving. The endogenization of individual preferences
allows us to take into account individuals’ action. It is exerted through the last term.

Figure 1 illustrates the growth rate at asymmetric and symmetric steady state. Each

agent has an individual specific growth rate, determined by Eqs. (20) and (21):

g = A2 +mn@-nt°r+@0-a)Inhi+aln [5 +(1-9) (qz/ql)lfa] (20)

g = INAFY +In(L— )79+ (L —a)Inhy + aln [5 (1)) +1— 5} (21)

The decreasing curve represents the wealth growth rate of agent 1, which is decreasing with
q1- The increasing curve represents the wealth growth rate of agent 2, which is decreasing
with g». The intersection point between both curves gives the value of growth rate in the
long run, written in Eq. (19). The graph on the left hand side of figure 1 represents
the growth rate at an asymmetric steady state (non-egalitarian wealth distribution) with
q1 > q2 corresponding to s1 > s2. The graph on the right hand side represents a symmetric

case (egalitarian wealth distribution) when s3 = s;.
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Figure 1. The growth rate at the asymmetric and symmetric steady state.

Figures 2 and 3 give a representation of the wealth-public capital ratio k/Z and a

representation of the growth rate in function of s; and s;.
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It happens that status-seeking has a positive impact on total wealth and growth rate.
Intuitively, the higher is the parameter s;, for ¢ = 1,2, the stronger is the importance that
agent ¢ assigns to social status as compared to consumption in her quest for satisfaction.
Therefore, she is more incited to accumulate wealth. This implies an increase in the
quantity of total wealth, which has a positive impact on growth.

It should be noticed that an increase in wealth inequality might be associated with
either a higher or a lower growth rate. For instance, from a symmetric situation where
81 = s corresponding to g1 = ¢, the first possibility will be held when there is an increase
in agent i’s status motive while agent j’s status motive remains unchanged. Actually, this
increase of s; leads to a higher growth rate corresponding to a non-egalitarian wealth
distribution in favor of agent i. This new situation is preferred in terms of growth than
the symmetric situation. The possibility that wealth inequality is associated with a lower
growth rate will be held when there is a decrease in agent i’s status motive. Actually,
a decrease of s; corresponds to a decrease in her incentive to accumulate wealth. This
reduces the total wealth of the society, which has a negative effect on growth.

In other words, higher inequality due to stronger incentive to accumulate wealth of one
group of agents may be consistent with a higher growth. With this result, status-seeking
behavior can be considered as an explaining argument, among others, for recent empirical

studies on emerging Asian economies, which indicate that strong growth is associated with

11



a fall in poverty and a rise in inequality (see e.g. Justino and Litchfield, 2003 for an study

on Vietnamese case; Benjamin et al., 2004 for an analysis on Chinese case).

3.3 Welfare and long-run growth

We investigate now the growth effect on lifetime utility of each agent. Notice that

Inv;; = Inwy + gt, where v =¢, k;, k, for t >0 (22)
co = (A—=7)yio—kin=A—-7)yio —kioexpg (23)
where yio = AZSky @, fori=1,2. (24)

Substituting Eqgs. (22), and (23) into Eq. (1), agent i’s lifetime utility is given by

Ui = (—s)I[—7)wio — kioexpgl Y5 + (L —sif)gy_ 't +s:In <k_i3>zﬁt
t=0 =0 K0/ i

1-s; (1 —sib) Bg Si <ki0>
= IN[(1 — 7) y;0 — kig €X + + In{ —|. 25
We realize that the relationship between individual welfare and growth has an inverted-U:
oU; “
> 0eg<y; 26
99 > 9<7 (26)
~ 1-s0)1—-71)BAZY }
where g; = In
’ {(181:9)54'(15)(151;)’?%

This implies that economic growth is not necessarily welfare-improving. In addition, the
positive or negative correlation between welfare and growth depends in part on the strength
of status-seeking motive. Actually, as welfare-maximizing growth rate g; is increasing with
s;, the probability that g is on the increasing part of the curve U; (¢) is higher when s; is
higher.

Moreover, as g; is different between agent 1 and agent 2, this means that when the
growth rate is higher, it is possible that a part of the population is happier while another
one is less happy.'® In other words, our finding shows that in an economy with non-
egalitarian either initial distribution (k10 7 k20) or long-run distribution (k1 # k2 due to
s1 # s2), it is possible that economic growth is welfare-improving for only one group of

the population.

4 Endogenous fiscal policy

In this section we investigate the implications of status-seeking behavior on the vote of tax
rate and political equilibrium growth. We endogenize the fiscal policy by assuming that

the tax rate 7; is chosen through a majority voting. As the income tax is financing the

'0A numerical example: o« =0.6, 3=0.8, 7=0.3,0=0.8, A=3, Zo =1, k1,0 =25, k20 =2, 51 =05
and s2 = 0.4. These values of parameters give g1 = 0.4% and g» = 12%. Therefore, if the growth rate of
the economy is in the interval (0.004,0.12), a higher growth rate will imply a lower welfare for agent 1,

and a higher welfare for agent 2.
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public factor of production, agents face a trade-off. On the one hand, a higher tax rate at
period t lowers current consumption and private investment which becomes future private
capital, and then reduces current utility and future output. On the other hand, a higher
tax rate at period ¢ implies more public investment, which becomes future public capital,
and then leads to higher future output. The chosen tax rate will balance the losses against
the gains.

The optimal tax rate for agent ¢, for ¢ = 1,2, at period ¢ for any ¢t > 0, is determined
by choosing 7 to

max | (1 — s;) In (cit) + s; In <%>} + 0 [(l —s)In(cig+1) + s;In (IZ;+1>]

Tt t t+1

;

Tt € [Ov 1] 5
kt = (Sklt + (1 — 6) th,
B —a)(d - T) AZPk e

it =
o
kit — 1_’&. Cit—1

s.t.

1- it
kit+1 — (1 o Tt) AZéxk;I%—a (1 o M )

Si
kit — 1_’51. Cit—1

Zye1 = TeAZP [Ski;  + (1= 6) kg ]

given ko, Zp.

Substituting constraints into the value function gives the following program (see Appendix

C)

max af(l—s)In7+[(1-5)A+F-af)+s5(1-0)]In(1—7)+D;.

0<m<1
where D; corresponds to other variables and parameters which are independent of 7. The
optimal tax rate for agent 7 is given by

afB (1 —s;)
1—si+[(1—s0)

Tit = 7 (8i,0) = (=12 (27)

Notice that in the case without status consideration, the chosen tax rate is identical
for all agents, while it is different between two types of agents when status matters for
individual welfare. We have 07 (s;,0) /0s; < 0. The intuition of this negative effect is
as follows. A higher value of s; corresponds to a higher importance of the utility from
status as compared to the utility from consumption. This implies a stronger incentive to
accumulate wealth. Therefore it is to the detriment of consumption and of chosen tax.

However, we have Ot (s,0) /00 > 0. This implies that the case where status utility
is determined only by absolute wealth (i.e. 6 = 0) is the worst situation for public
expenditure determined by majority voting. Intuitively, when 6 = 0, status preferences
lead each individual to accumulate wealth as high as possible without comparison with
others. Therefore, she will vote on the lowest tax rate by keeping the maximum of wealth
for herself. On the contrary, when 6 > 0, status utility depends on both absolute and
relative wealth, i.e. individual compares her wealth level to the average level of the society.

She can anticipate that the choice of a higher lowers her wealth as well as the wealth of

13



other people. She feels then less loss of relative standing when choosing a high tax rate.
This may explain the positive effect of # on 7 (s;, 6).

As the economy involves two groups of agents, it is reasonable that the median agent
is in majoritarian group. Let us assume the group 2’s size 1 — ¢ is higher than 1/2. This
implies that the voted tax rate of group 2 will overcome that chosen by the group 1.
Therefore the equilibrium tax rate is equal to 7 (s2,0). Notice that the tax rate which
maximizes the growth is equal to . Then both 7 (s1,6) and 7 (s2,0) are lower than the
growth-maximizing tax rate. Therefore, whether the median agent belongs to group 1 or
group 2, her welfare-maximizing tax rate is in the increasing part of the curve g (7). This
is consistent with empirical finding on positive correlation between public investment and

growth (see, e.g. Barro, 1991, and Perotti, 1996).!!

Substituting 7 (s2,6) into Eq. (19), we can write the political equilibrium growth rate
as

g=In(A""*) + (L —a)In(1 — 7 (s2,0)) + aIn7 (s2,0) +In [6B; >+ (1 — 8) B} *].

(28)

Figure 4 gives a representation of the political equilibrium growth rate as a function of s1
and S2.

rate d
g/'OOWOfZ 055 c.os 0.70

0.02

Figure 4. Political equilibrium growth as a function of status-seeking motive (« = 0.6,
6=04,6=0.8, A=3).

"See also Lau (1995) for this line of discussion. This author considers that the stock of public infras-
tructure, instead of the flow used in Barro (1990), appears as an input in the production process. His
results imply that empirically, if the government maximizes the welfare of the citizens, the share of public

investment will be on the increasing part of the concave function of the growth rate (and the share of

public consumption will be on the decreasing part of the growth rate function).
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The growth impact of status-seeking of group 1 remains positive as it is found under
exogenous fiscal policy regime. Group 1’s status preferences are directed toward a pro-
ducible asset (i.e. capital wealth). Her wealth accumulation in order to satisfy her desire
for social status will keep expanding production and therefore economy will grow. On the
contrary, group 2’s status-seeking has two opposite effects on growth. On the one hand, a
stronger status-seeking motive has a negative effect on the chosen tax rate. This reduces
public capital and leads to lower output. On the other hand, a stronger status motive
has a positive effect on private capital accumulation.'?> This leads to a higher output.
Figure 4 shows that when status-seeking motive is sufficiently strong, the negative effect
will dominate. This result suggests that a strong status motive might have a negative

effect on growth in a democratic economy.

5 Conclusion

Status-seeking has received an increasing attention from the economic growth literature.
Our contribution to this line of research is to investigate wealth distribution, endogenous
fiscal policy, as well as political equilibrium growth rate in a two-classes growth model.
We have extended the conventional model of Glomm and Ravikumar (1994) by assuming
that individuals care about both consumption and social status.

Our first result underlines the crucial role of status-seeking behavior in explaining the
long-run wealth distribution. Second, it is shown that a higher inequality will be associ-
ated with a higher growth if it is due to a stronger incentive to accumulate wealth of one
class of agents. These findings suggest that redistributive policy, which aims to restore
an egalitarian distribution by taxing agents with higher status motive and subsidizing
agent with lower status motive, is not necessarily beneficial in terms of growth. A govern-
ment intervention regarding individual preferences may be preferable. However this type
of intervention is rather complex because it should act, through an adequate system of
incentives, to “modify” individual motivation.

In this paper, it is argued that a higher growth rate may reduce welfare of one class of
agents and raise welfare of other one. Finally, when fiscal policy is determined through a
voting mechanism, higher status motive of majoritarian class may reduce political equilib-
rium growth. This result suggests that interpersonal dependency of preferences enhanced
by competition to achieve social status may explain the disparity in government size across
economies, and the disparity in long-run growth across economies.

Our results are obtained from logarithmic preferences and Cobb-Douglas technology.
For a more general setting, we can compute the private decisions on the basis of numerical
exercises. We may extend our study by examining the social justice through social mobility

or redistributive policy, and its effects on individual welfare and long-run growth. It would

12Notice that with endogenous fiscal policy, there are two effects of a higher value of s on private capital
accumulation in one period. The direct effect stems from the higher importance of capital accumulation
as compared to consumption in the individual quest for happiness. The indirect effect stems from a higher

after-tax wealth due to a lower voted tax rate.
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be also interesting to expand beyond the voting mechanism to incorporate lobbyism into
the political process of our model. In this case, tax rates will be determined in a political

equilibrium which is based on lobbying activities instead of majority voting.

6 Appendix A: Model with segmented factor markets

This appendix presents the model used in section 2 but now with factor markets. It is
assumed that in each sector, a representative producer uses capital and labor provided by
the household in her sector. The consumption good price is normalized to unit. Apart
from the inclusion of segmented factor markets and output market, the rest of the analysis
framework remains unchanged, i.e. the economy is segmented and there are no transfers
of production factors, as in the model of Glomm and Ravikumar (1994).

The household ¢’s budget constraint appeared in problem (P1) becomes
it + ki1 = (1 — 1) (i + ritkit) (A1)

where w;; and ry are her wage rate and interest rate, respectively. The condition (7)
resulting from the first order conditions for an interior solution to optimization problem

becomes:

1-si 1-s i
Tosi g | L)y + (A2)
Cit Cit+1 Kit+1

As public investment is financed by income tax, its function given in (4) is rewritten

as
Iy = 7[6 (war + racka) + (1 — 0) (war + r2kat)] (A3)
At time ¢, the firm i’s problem is

{]r;na}x} AZP k18 — wirli — Tk
itybit

; kit, lit > 0,
S.T.
giVen Wit , T'it kio, ZO and {Ttv Zt+1}§20

This gives us

rie = (L—a) AZ0k;I8 (A4)
wy = aAZPkL e (A5)

It should be noticed that in the model of Glomm and Ravikumar (1994), the economy
is populated by a continuum of heterogeneous household-producers. Therefore, there are
no production factor markets (see also e.g. Chatterjee, Cooper and Ravikumar, 1993;
Glomm and Ravikumar, 1995; Lau, 1995; Mohtadi and Roe, 1998). Non-equalization of
marginal products of factors across firms is possible in the segmented economy where there
are no factor transfers. When we include the segmented factor markets in each sector of

this model, the competitive economy implies that wage rate, w;; (interest rate, r;) of
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household i in sector ¢ will be equal to the marginal product of labor (marginal product
of capital) in this sector. Therefore, non-equalization of factor marginal products across
firms will imply non-equalization of factor incomes.

Substituting (A4) and (A5) in equations (Al) and (A3) gives the budget constraint
appeared in the optimization problem (P1) and the public investment function (4). In
addition, combining (A2), (A4), (A5) and the budget constraint gives the household i’s
optimal choice at the intertemporal competitive equilibrium. This optimal choice is given
by equations (8) and (9).

Therefore, the inclusion of segmented factor markets in this economy segmented with-
out factor transfers does not modify the main results of the paper. Instead, only inter-
mediate calculations are slightly modified. Household optimal choice at the intertemporal
competitive equilibrium is exactly her choice at the intertemporal equilibrium without seg-
mented factor markets considerations. The steady state of the economy is unchanged. In
other words, the Glomm and Ravikumar (1994)’s results and the findings of this paper
are independent on the assumption of no factor markets. Instead, they are dependent on
the assumption of no factor transfers. We expect that releasing the no transfer hypothesis

will completely modify the analysis, and this is beyond the scope of this paper.'

7 Appendix B: Proof of the Proposition 1
i) We have

@ _ h(s)M"

) h (s2)™®
b+ (1—-98)qg=1

The first equation of the above system comes from Eq. (15) by considering Ri2 = q1/¢p.

This system gives us

h(s1)* b (s2) Y/

1— 6+ 6h(s1)Y*h(sp)" Y
1

1— 6+ 6h(s1)Y*h—1e(sp)

qQ =

Notice that

Oh(s) _a(l+ps—s)+(1-pA+as—a)
= > > 0.
0s 1+ Bs—5s)

Therefore if s1 > sp, this implies h (s1) > h (s2). We will then obtain h (81)1/0‘ h (52)_1/0‘ >
1. This means that if the status-seeking motive of agent 1 is stronger than that of agent

2, then agent 1 holds a higher share of total wealth at the steady-state.

3See, for example, Chatterjee, Cooper and Ravikumar (1993) for an segmented economy with two sectors
where economic agents are both households and producers. Agents derive utility from the consumption
of the output produced in other sector. There is then the transfer of output between from a sector to

another.
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i) It is straightforward to verify that

O _ A=) RV o)
681 a (1 — 85+ 68h (81)1/a h (82)71/11) 681 s
g _ ~h(s)Y h(s2) VY om

2
631 (1 o 6 + 6h (Sl)l/a h (52)71/(1) 681

as Ohy1/0s1 > 0. By analogy, we obtain dg2/0s2 > 0 and dq1/0s2 < 0.

8 Appendix C: Fiscal policy under majority voting

The preferred fiscal policy is determined by choosing {7¢}72, to

e ozﬁt [(15’”“(%”&'“ (Zt )]

( Tt € [07 1]7
ki = 6k1s + (1 — 0) kot

5(1 — Oz) (1 — Tt) AZ kzt Cit—1

k;

Cit =

s.t. 1*3

B—a)cit1
kitvr = (L — 1) AZpky, @ (11— —————
Fit — ]%%Cit—l

Ziv1 = TR AZY [Sk1; * + (1 - 8) Ky, @]
given ko, Zo

\

Then we solve for the preferred tax rate at period t for any ¢ > 0 by formulating the
following program

max |(1—si)Inci (7¢) +sIn (Mﬂ +0 [(1 = 8) Incipr1 (T4, Te+1) + 5510 (—kigﬂ (Tt)>]

0<r:< kf (Tt,]_) kt+1 (Tt)

ky = 6k1y + (1 — 0) k2t
ﬁ (1 — Oz) (1 — Tt) AZO‘kzt Cit—1
ki

Cig =

lfs

B —a)cita
kit — 22 cir
Zt+1 - TtAZt [6k T+ (1 (5) ]f ] s

BL—-a)—T+1) AZt+1kzt+1Czt
Cit+1 = 5.8
Kit+ lfs

s.t.

kie1 = (1 — 1) AZokL @ (1 -

given ko, Zp

where

Si/B o — 31/8
kit+1*1_8icit (1*Tt)AZt kzlt |:1 <1+1—81> z]
B —a)ci

and E;, = -
ki 151[; it—
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Substituting constraints into the value function gives us the equivalent program

max af (1 —s)inT +[(1 —s) (1 +0—ab)+s61—-0)]In1—7)+ D

0<m: <

where D; contains other variables and parameters independent of 7,

D =

where y;; =

[((L—s) L+ 38 —ap) +siB]Iny; — s:08In[oy1, (1 — E1) + (L = 6) yar (1 — E2)] +
+alB (L —s)Iny: +s;Ink; —s;0Inky + 51 —s;)In(L — 7441) +
+1+B)(L—s)INE;+[B(1—s)(1—a)+Bs]In(l — E;) —

3@ —s)In [1 <1+ 13@'5 ) E] +B0—s)INB(L—a)A

AZ{ ki and g = Syu + (1 — 8) yar, and ky = Sk + (1 — 8) k.

(2

The first derivative of the value function is given by

af(L—s) (L—s)(L+0B—aB)+sB(1—6)

Tt 1—7't

Then, the preferred tax rate is

1-—s; .
Tt =7 (s:,0) = T —:iﬁ-l-(ﬂ(ls—)si&)’ for i =1,2.

aTt - Clﬁ (1 — 9)

Ds; l—s+4Q0Q—s0P

67} — aﬂzsi (1 - 3)

90; [1—si+ 51— s0))

1y _ afP[L+ B+ Psif — s (L+25)] —0ifg < 51 A+20) — (A +5)
93,00, [1—s+8(1—s0P ‘ Bs;
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