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The Optimal Tax Mix when Poverty is a Negative Externality

Yoshihiro TAKAMATSU

Abstract

This paper examines the desirability of differentiated commodity taxes under a non-inear optimal
income taxation when poverty is a negative externality. In this case, consumers’ welfare is affected by the
poverty treated as an exogenous parameter, so the government needs to maximize the social welfare
while considering poverty. Then, in contrast to Atkinson and Stiglitz (Journal of Public Economics. 6. (1976),
it could be optimal to use differentiated commodity taxes even if preferences are weakly separable in
goods and leisure. The main results are: (1) commodity taxes should be low for goods included in the pov-
erty measure and lacking in the overall economy; (2) commodity taxes should be uniform for goods not
included in the poverty measure, or when there is not poverty in the economy (in this case, Atkinson and
Stiglitz theorem still holds); (3) therefore, there are differences in the optimal commodity tax rate on goods
between included and not included in the poverty measure; (4) the reason for these differences are the
Pigou subsidies for goods included in the poverty measure; in other words, this is the ‘additivity property’
of the externality context. Thus, if the government maximizes social welfare taking account of poverty,
differentiated commodity taxes are optimal under a non-linear optimal income taxation, and it is desirable
to have a low commodity tax rate on necessities of life, e.g, food or medicine.
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