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Abstract

We present a model in which individuals’ preferences are defined over their consamption,
transfers to offspring, and social status )( associated with income. We show that a separating
equilibrium exists where individuals’ expenditure on conspicuous consumption is a signal for
their unobserved income. In this equilibrium, poor families that climb up the social ladder
by the accumulation of wealth engage in conspicuous consumption that prevents them from
escaping poverty. Our model may explain why the poor make some choices that do not appear
to help them escape poverty. (JEL: D91, O11, 012, O15)
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Ficure 1. The evolution of income.

It is assumed that for ¢ < € the marginal return to human capital y is larger
than the marginal return to physical capital R and that the wage rate per unit of
human capital is set to one, or

y = R. {Assumption 1)

This assumption ensures that individuals invest in human capital.

Under assumption 1, the second period income of an individual who is born
in time ¢, denoted y;41, is uniquely determined by the bequest received by this
individual, denoted &;, in the following way:
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(8) and (10) that the evolution of income
mined. That is, y;+1 is uniquely determined

Figure 1 cal system, depicted in Figure 1:

ity <y,
Vel = ifyr €ly,e/8+xL (11)
R(B(y—x)—e) ify>e/f+x.
: N
where yg is given p :nast@note that B(ys—x) < eifandontyif y;, < e/8+x).

Additional restrigtions on the parameter values are required in order for the
dynamical system to generate multiple income level sieady states. The first two
such restrictions are

By >1 and SR <1 {Assumption 2)
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