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Abstract

This paper contributes to the literature on the political economy of
increased capital mobility. Two parties, one from the left and one from
the right, compete for position. The election is to be held in the future
and the outcome is uncertain. Prior to the elections, the members of
both parties nominate their prime ministerial candidates. Investors mind
about the outcome since they may invest in irreversible domestic capital.
We find that there is political convergence in the nomination process. In
some circumstances it is only the median voter in the left wing party that

- elects a more moderate candidate. In other instances the median voters
of both parties’ electorate nominate more ”conservative” candidates, but
there is still convergence. Furthermore, we show that a higher probability
of the left winning the election increases the degree of convergence, while
a more globalized economy (increased capital mobility) reduces it.

1 Introductory Remarks

The worldwide integration of markets, or globalisation as it is commonly known,
is without a doubt the economic phenomenon that in recent years has received
the most attention both in popular and in scholarly debates. In the industri-
alised countries, governments, domestic producers, and workers worry about
the alledged consequences of globalisation: intensified competition from pro-
ducers in low-wage countries, higher rates of immigration of unskilled workers,
and capital transfers to countries where social standards are lower. For many
observers, globalisation means a race to the bottom, with stronger competition
across countries for markets and factors of production leading to lower levels of
welfare benefits and public goods. For example, a great deal of attention has
been devoted to studying whether increased capital mobility leads to an equi-
librium with too low levels of taxation and provision of public goods because
governments try to outbid each other in terms of taxation in an effort to attract
or retain footloose capital.

*Foundation for Research in Economics and Business Administration, Breiviksveien 40,
5045, Bergen, Norway.
fDepartment of Economics, University of Bergen.



To assess whether the resulting cross-country equilibrium has tax rates which
are “too low”, one of course needs a normative benchmark. And indeed, in most
of the literature on tax competion it is benevolent social planners which are in
command of fiscal policies. However, to investigate whether greater mobility
of capital will actually lead to reductions in the taxation of capital income,
one needs a positive model of policy-making. Persson and Tabellini (1992) find
that the outcome is not given. On the one hand, greater capital mobility does
create a tendency towards lower tax rates because capital becomes more sen-
sitive to fiscal policy abroad. On the other hand, since domestic policymakers
do not care about the welfare of foreign owners of capital, in a non-symmetric
non-cooperative equilibrium taxation according to the source principle creates
incentives to have a tax rate in the capital importing (exporting) country which
is higher (lower) than in the cooperative equilibrium. In a symmetric equilib-
rium, foreign net investment is zero in both countries. Then the median voters
both home and abroad optimally elect representatives who care more about re-
distribution than themselves in order to alleviate the ensuing tax competition
between governments. In a non-symmetric equilibrium, the consequences for
the political outcome in the capital importing country are ambiguous because
then the incentive to tax foreign owners of capital pulls the choice of the optimal
delegate in the opposite direction. All in all they conclude that the political and
economic effects of greater capital mobility tend to offset each other.

‘We contribute to the positive literature on the political economy of increased
capital mobility in terms of both the economics and the politics. With respect
to the economics, we study the effects of irreversible investments in capital. Ir-
reversibility is a more realistic assumption when it comes to physical capital.
It magnifies the consequences of future policies for current investment choices,
which could mean that the incentives to reduce rates of capital taxation would
be even stronger than in models where investment is completely reversible. With
respect to the politics, we investigate competition between parties, which is of
course what national politics is all about in the real world. In our model there
are two political parties, with the left-wing party (L) preferring more public con-
sumption and higher taxes than the right-wing party (R) it competes against.
We study a process where the members of both parties nominate their prime
ministerial candidates in the current period, while the election is to be held
in the next period. We also add another realistic feature of national elections:
uncertainty about the outcome of them. FElectoral uncertainty means uncer-
tainty about future tax rates, and this creates an option value of postponing
investment in irreversible capital until after the uncertainty has been cleared.

Within this setting we study two different cases. In the first case, the elec-
tion of a left-wing government implies higher taxes than the status quo, while
the election of a right wing government implies lower taxes. In this situation
it is only the second period policy of the L-party that affects current domestic
investment. Turning to the current period, in which parties elect prime min-
isterial candidates, we show that it is optimal for the median member of the
L-party to nominate a candidate that prefers less public consumption and lower
taxes than she herself does. The median member of the R-party, on the other



hand, has no reason for nominating a candidate with a different ideology than
her own. This then implies that there is political convergence in this case. We
show that a higher probability of L winning the election increases the degree
of convergence, while a more globalized economy (increased capital mobility)
reduces it. This meauns that, perhaps contrary to popular belief, globalisation
might actually generate policy divergence, and not convergence, between left
and right in the political landscape.

In the second case we study a situation where both parties, both L and R,
will increase taxation compared to the status quo, but the left-wing government
still prefers more public consumption and higher taxes than the right-wing party.
In this case the candidates of both parties affect current investments, and both
parties will nominate more ”conservative” candidates. In this case too there is
policy convergence, and the degree of convergence is lower the higher the degree
of capital mobility; globalisation leads to policy divergence.

The rest of this paper is organised as follows. In the next section we present
the model, and solve for optimal investments given the tax rates investors expect
for the second period. In section 3 we find the second period tax rates different
candidates would choose, in equilibrium, if they were elected into office. In
section 4 we study the optimal choice of prime ministerial candidates by party
members that take into consideration how the outcome of this election affect
investments and their own welfare. Section 5 concludes.

2 The Model

2.1 Preferences and timing

Consider a world where there is a democratic country inhabited by a continuum
of voters-investors who are to elect a government which is going to decide the
level of capital taxation in the second of two periods. The proceeds of the
tax are used to supply a public good. The value attached to public goods
consumption differs among members of the electorate, who are assumed to be
identical economically. Thus, there is political conflict over the size of the public
sector. The preferences of a generic citizen of the country under investigation
are

Ul =c+7'u(g), ey

where ¢ and g are private and public consumption, respectively, u (g) is an
increasing and strictly concave function, and v > 0 Vi.

There are two political parties, L and R, with associated sets of non-overlapping
memberships M* and M%Z. We assume that the median value of v amongst
members of L, ¥, is higher than the corresponding figure in the R-party, v°.1

1FRurther restrictions required to generate the two types of equilibria discussed below are
derived in the appendix.



The position taken by the government on fiscal policy is assumed to be iden-
tical to the optimal policy of the prime minister of the party which wins the
election. The prime ministerial candidates of the two parties are elected simul-
taneously by the respective members at the beginning of period 1. Thereafter
investors decide how much to invest at home and how much to invest abroad.
Elections are held at the end of period 1. At the beginning of period 2, the
new government chooses a tax policy and a corresponding level of supply of the
public good. Investors then decide how to allocate the returns to their period 1
investments between investment at home and investment at broad. Finally, the
returns to period 2 investment are realised, taxes are collected, and private and
public consumption take place.

Note that we ignore the choice of period 1 policies in order to focus on the ef-
fects of future economic policies when investment at home is irreversible, which
in turn has repercussions for the optimal political delegation of policy made by
party members. We need two periods to be able to study irreversibility, but
wish to avoid dealing with the strategic issues that arise when period 1 policies
are purposively chosen. For the same reasons we do not allow the government
to transfer resources across periods.2 However, we include a period 1 tax rate
because optimal investment is affected by it. Thus, implicitly setting it to zero
by leaving it out would not have neutral effects on investors’ decisions. Ignor-
ing the corresponding level of public goods consumption is innocuous in our
model,2 and we simplify by assuming that there is no private consumption in
period 1. This excludes considerations of optimal private savings and leaves only
the issues that we are interested in shedding light on, namely, optimal politi-
cal delegation when there is political uneertainty and investment is irreversible
and how changes in the degree of capital mobility affect domestic politics. It
turns out that our stylised model still yields many insights into the complex
interactions between economics and politics in a world where capital markets
are increasingly integrated.

2.2 Optimal period 2 decisions

Let k; and f; denote the capital invested at home and abroad in period ¢,
respectively. Since all citizens are alike in terms of their economic characteristics,
we may study the decisionmaking of a representative investor. He enters period
1 with a given endowment, E, which he allocates optimally between k; and f;
given the tax rate in period 1, 71, and his expectations of the rate of taxation of

2The strategic use of public debt in a context where the identity of the public decision-
maker might change over time has been much studied; see e.g. Persson and Svensson (1989),
Alesina and Tabellini (1990), or Milesi-Ferretti (1995).

30ur assumptions might also be justified by the observation that fiscal policy is not adjusted
every day. To an increasing extent, the fiscal expenditures of OECD-countries are tied up by
past decisions on transfers and other welfare benefits which citizens have a legal entitlement
to (see e.g. Alesina and Perotti 1995 and OECD 1995). Thus, in the short-run taxation (and
borrowing) is more or less fixed by the current claims made by the public.



ko.* Investment at home yields returns according to the increasing and strictly
concave function H{k;). This investment is assumed to be irreversible. That
is, we must have ky; 1 > k¢ (for simplicity, depreciation is ignored). The net
returns to investing abroad are vy = ry — p,, where r, are the gross returns and
i is the cost of making investments abroad.’

Optimal investment in the second period.

Let kT be the amount of capital invested in domestic production in the first
period. In the second period the investors choose optimal investment after the
the identity of the new government and thus the tax rate is known. Given the
resources available for reinvesting, N1 (k) = H(k}) — 71k + (1 +v1) (E — k7),
investors maximise their returns subject to the tax rate chosen by a government
of type j, 75, and the irreversibility constraint:

Maz H(kQ) — T‘;k2 + (1 + l/2) [Nl(kir) - (kg — k;)] s.t. k22 kf (2)

This problem has two possible solutions. The first is a corner solution where
the irreversibility constraint binds, which means that k3 = k7, and the second
is an interior solution where k3 > k} solves®

H'(k3) -1, =1+wv,. (3)

The critical second period tax rate that sets apart the corner solution and
the interior solution is denoted by 72, where 7 solves H'(k}) — 7o = 1+wv2. For
Tg > To the irreversibility constraint binds and k3 = k7, whereas for 7o < 72
the solution is interior and optimal investment is given by (3).

From now on we assume that H(k) = Ink. Given an interior solution, the
explicit value for the optimal capital stock at home when j = L, R is in power
in period 2 is

1

k() = ———. 4
2 () 14+vy+17 @)

Under this assumption, we have an explicit expression for 7o too: T =
'Elf — (1 + 1/2).
This means that the Laffer-curve in period 2 has a linear portion:

4We assume that the source principle applies. Hence, the returns to investment abroad
are not taxed by the home country. As noted by Persson and Tabellini (1992), the source
principle is the system relevant for the corporate income tax in Europe. We also assume that
the country under scrutiny does not import capital.

SHence, p, covers the transactions costs caused by agency problems abroad. Arguably, the
direct costs of moral hazard and adverse selection in foreign investment and the indirect costs
of mitigating these problems are much higher than the transactions costs associated with the
transfer of funds. Therefore, we ignore the small costs associated with repatriating the returns
to investments abroad in order to consume them.

51n this paper, derivatives of functions Z(z) of a single argument will be denoted by Z'(z),

whereas for functions of several variables Z(z, y) partial derivatives will be written as %ﬁil.



—2— 7o < Ty;
. 2 2
T2k () :{ Lhvatr)? ’

TokT, T2 > To.

Optimal policy in the second period
A period 2 government of type 7 is to maximise

&2 (72) + u(ga) ” (6)

subject to cz (r2) = H(k3 (7)) — k5 () + (1 + va) [Ny (kD) — (k3 (5) - k)]
and gg < 72k} (7). Denote the Lagrangian multiplier associated with the public
sector budget constraint by 7. Setting up the Lagrangian, we find that at an
"interior” solution, i.e., when a government of type j finds it optimal to choose
Th < T2, the following three first-order conditions must be satisfied:

s+ 22 = k), (72)
PG = P ()
FHEG) = 4 (79

We will also assume that the utility function for public consumption is of
the following form: «(G3) = In Ga. Then the solution is

o= (1+9)>1 (8a)
J* v
Tg* = 4 (1+uvy). ‘ (8¢)

Unsurprisingly, all variables are increasing in v7.

If we are at a ”corner solution” - that is, if it is optimal for a government of
type j to choose 7§ < To - we are at the linear portion of the Laffer-curve and
the optimal values of the choice variables are”

n =1 (%a)
@ = (9b)
= bl (9¢)
2 k;‘

"It can be shown that the second-order conditions for an optimum are satisfied both in
this case and in the previous one.



Note that in this case, the marginal cost of public funds is unity at the
optimum. This is because at the optimum, the tax rate is so high that the
irreversibility constraint is binding. Hence, marginal tax revenues are constant
and equal to the marginal loss of private income. Also note that 73" is inversely
related to k7 in this optimum.

2.3 Optimal investment in period 1

Let p be the probability that a government of type j is elected in period 2.
Going back to the first period, the decision problem of investors is to maximise
the expected returns to period 1 investment,

p{H(K; (L)) ~ 73"k3 (L) + (L +v2) [Ny (k1) — (k3 (L) ~ ka)]} +
(1 —p) {H(5 (R)) ~ 75"k} (R) + (1 + v2) [N (k1) — (k3 (R) ~ ko)l }

subject to the resource constraint F = ky + f; and taking the period 2 tax
rates (and thus aggregate investment at home in period 2) as given.® To solve
this problem, we must consider the various possible configurations of tax rates
in period 2.

There are three possible cases. First, we might have a configuration where
rL* > 75 > 78*. Note that this case arises if, relative to the level prevailing in
period 1, the L—party wants to increase public expenditures while the R—party
wants to reduce public spending. That is, this regime occurs if 75* > 71 > 78,
In this case the left wing party chooses a second period tax-rate on the linear
part of the Laffer curve, while the R—party chooses a tax rate on the concave
part. In case 2 both parties want to increase taxation in period 2, we might then
have a configuration where 74* > 78* > 75. In this case both parties choose
a tax rate on the linear portion of the Laffer curve in the second period. In
the third case both types of governments want to implement tax rates that are
lower than To. Consequentially, the irreversibility constraint does not bind for
any of the two types and optimal first period investments solve H'(kT) = 71 +v1.
We ignore this case, simply because this is a standard investment problem, and
there is no link between second period policy and first period investment.

Let us first consider the instance where 74* > 75 > 7£*. This is the case
where the irreversibility constraint binds only if the L—government is elected in
the second period. Hence, k3 (L) = k1. Adjusting the maximisation problem of
the representative investor to take this into account, we find that the first-order
condition is®

p[H'(K) =75+ (L +v2) N'(K{)] + (1 = p) (1 +v2) [N'(k7) +1] = 0. (10)

The corresponding optimal level of first period investment is

8For simplicity, discounting of future returns is ignored.
91t is readily demonstrated that the second-order condition is satisfied both in this case
and in the next one.



p+ (14 v2)
k¥ = . 11
S P T (v (a ot p) a

First note that the tax rate chosen by a period 2 government of type R
does not enter the expression. This is because if that regime is realised, by
assumption the tax rate will be set so that the irreversibility constraint is not
binding. Then the marginal rate of return to period 2 investment is independent
of the allocation of resources to investment at home and abroad in period 1 and
is equal to 1 + vo. We see that k} is a negative function of 74 since a higher
level of 74 leads to lower marginal returns on the capital that is locked in at
home in period 2 if an L-government wins the election.

The comparative statics of optimal first period investment with respect to
taxes and net returns on foreign financial investments are intuitive; first period
investments decreases if 71, v7 or vs increases. It is also easy to show that
%’;i < 0 when 75* > 7,. Hence a higher probability of L being in power in
period 2 reduces period 1 investment, as one would expect.

Next, consider the instance where 74* > 72* > 7,. In this case the irre-
versibility constraint binds whichever government is elected in the second period;
k3 (j) = k3 for § = L, R. Then the first-order condition for optimal investment
becomes

p[H'(K) = 73" + A+ v2) N'(B])] + (1 - p) [H' (k) — 7 + (1 + v2) N’(ké‘l)]Z)Z 0.

Solving for k7 yields

. 1+ (1+w)
5+ (1 +wve)[r1+ (1 +v1)]

ki = (13)

where 7§ = pr&* + (1 — p) 78* is the expected period 2 tax rate. In this
case, of course, since both possible period 2 tax rates matter to investors, they
will in general be concerned with the internal politics of both parties (the choice
of ¥X and %) as well as electoral politics (p). It is easily confirmed that the
derivatives of first period investment with respect to 75, 71, p, v1, and vy are
all negative.’® We now turn to deriving the equilibrium levels of ¥}, 74*, and
74 for a given level of p.

3 Investment and tax rates in policy equilibrium

In the last section, optimal first period investment was derived given the ex-
pectations of investors of period 2 tax rates. Since this decision is made after

10%&- < 0 if and only if 74 > 7. Below we will show that this is indeed the case in the

political equilibrium.



the two parties have chosen their prime ministerial candidates, investors know
what the optimal period 2 tax rates of possible future governments are. Still,
in cases where 7 > Ty for at least one j, at least one period 2 tax rate is a
function of aggregate investment in period 1 while the latter is a function of the
former. Hence we must check for consistency. Given the explicit solutions we
have derived, this is fairly easy. Take case 1, 74* > 7o > 78, first. Then it is
_only the period 2 tax rate of an L-government that needs to be consistent with
aggregate period 1 investment. Inserting (11) in (9¢) yields

/T\L_’YL(1+1/2)(T1+V1+p)

=T et (L) ey

where the hat is used to denote the equilibrium level of a variable. In turn,
using this expression in (11) allows us to derive an explicit solution for the
equilibrium investment level in period 1.

(=B p+ (1 + o)
T (I4we)(ri+vitp)

ks (15)

Note that these are solutions in what we shall call the policy equilibrium.
Since we have not studied the political choice of candidates for the two parties,
this is not the full equilibrium of the model. Thus, both (14) and (15) contain an
endogenous variable, y£.11 Likewise, ?ZR , which is simply equal to % (1+v9)
in this case, is a function of %%, which is a choice variable of party R. Optimal
values of y* and v% are derived in the next section.

?5 is increasing in v¥ as well as in v. Similarly, ?5 is an increasing function
of v% as well as all the parameters of the model. Given the inverse relationship
between period 1 investment and the period 2 tax rate of an L-government
that exists in this case, k; is therefore a negative function of v% and all of the
parameters. Note in particular that this means that only the politics of the
Lparty matter for k;, and that the greater the probability of having a prime
minister from L in period 2, the lower is investment in the policy equilibrium.

In the second case, that of 75* > 78* > 7, 7% = —Zé, j = L, R. Substituting
1

(13) into these expressions, we have 75 as a function of the expected tax rate
75. Then the easiest way to proceed is to solve for 75. Doing this in turn allows
us to derive 73:

N YA+ + O+
T%—1+(1+V2)~[p’)/L—}—(1_p),YR]a]-——L,R.- (16)

We see that as long as vy > 7%, ?ﬁ > ?5 . In other words, unless the politics
of the two prime ministerial candidates become indistinguishable, party L will

11n future revisions of the paper, we aim to endogenise p too.



have a higher equilibrium tax rate in period 2. Now we find that in the policy
equilibrium

» 1+ (+v) = [py" + (1 —p)rF]
! (1 +v) [ + (1 +v1)]

The comparative statics are similar to those in case 1, except, of course, that
in equilibrium both possible tax rates depend on the identity of both potential
prime ministerial candidates. More left-leaning candidates from either party
leads to higher tax rates for both parties. That is, not only will choosing a
candidate for L which values public consumption more result in a higher level
of 7% it will also mean that 75 will be higher, and vice versa. This is not only
because such prime ministers will choose higher tax rates. The higher expected
tax rate lowers the optimal level of investment in period 1 and so result in a
smaller tax base, which adds some to the optimal period 2 tax rate as well. In
thls case, therefore, in the policy equilibrium k:l is a decreasing function of both
vl and ’yR. We now turn to the political equilibrium to see how the parties
optimally choose their candidates taking into account how the ideology of their
candidate affects the economy.

(17)

4 Political equilibrium for a given p

4.1 The case of 74* > 7y > 78+

Let my; be a generic member of party b. We want to study the optimal choice of
prime ministerial candidates by party members who are knowledgeable about
the consequences for the economy, and thus for their own expected welfare. We
assume that the primary elections of the two parties are staged simultaneously
so that members of each party take the choice of the members of the other party
as given when making up their own minds. As previously mentioned, they play
the role of Stackleberg leaders with respect to private investors.

Consider first the case when the outcome is an equilibrium in which ’7:2 >
To > 7'2 Then 7. 7'2 and kl are functions of y% only, while 7 7'2 is only a function
of v®. This means that the utility of m; when an L-government is in power in
period 2 is solely dependent on the ideology of that party’s prime minister (v%),
while her utility under an R-government is affected by the political standing of
the candidates of both parties; second period policy is chosen by the R~—party,
while first period investment is influenced by the candidate nominated by the
L—party. Given the policy equilibrium that is assumed to be realised, the
utility of my when a government of type L is in power in period 2 may thus

be written as V™ (L) = U™ ( (AL( Ly, ks (v )) N (’YL)) and under an
R-government V™ (R) = U™ (c (?5* () K (~F )) N (7R)).12 Expected
utility is of course E; [V™ (j)] = pV™ (L) + (1 — p) V™ (R).

12Because the optimal levels of provision of public goods in period 2 do not depend on period

10



We start by looking at the optimal prime ministerial candidate from the
point of view of a member of party L. The derivatives of Ve (L) and V™= (R)
with respect to v, using the fact that §& (y%) = 7% (v%) P (+F), are!®

v (L) . oL 1 0k OTh~
sr— = [H -0 N]gr g2k ()
o o7l L ok
! (—8721614-7'5——87}4);
V™ (R) 8k1

In this case, v’ (§F) = :;1r Therefore, the derivative of the expected utility
of my, with respect to the weight placed by the prime ministerial candidate of
his party on the utility of public consumption may be written as

OE; [;/;L @l _ {p (H _72) +(1—p) (1+1/2)+(1+1/2)N’] g——lLﬂg)

4
vy [ty 0k 07
T2 g ) 2
+p[7L* <3WL TR ) T

However, the expression in square brackets preceeding g—,’fb is zero at the
optimum for first period investment (cf (10)). Therefore, at the optimum,

ym

where M 0, ﬂi - 1) QT—z-kl + L7l 0k 14 The first term is

= To ot L

the marginal change in utlhty caused by choosmg a delegate who has preferences
different from one’s own, which leads to an inoptimal level of public goods in
period 2. It is zero when v* = y™%, and since g%é— > 0, it is positive {negative)
when v < y™L (v > 4™L): whether v* is above or below y™%, my, gains
if the identity of the delegate moves in the direction of her own ideology. The
second term is the effect of marginal changes in the ideology of a potential prime
minister from L on equilibrium investment at home in period 1. Because the
political uncertainty surrounding period 2 tax rates works like a distortion of
this investment, there is a gain from lowering y* (—g—’% < 0). Clearly, then, if
the sum of these terms is to be zero, the first term must be positive. That is,
the solution entails y** < 4™%. This is indeed the case:

1 investment, g& ('yR) and g& (’yL ) are identical to the functions derived in (8b) and (9b),
respectively. The notation is changed only to be consistent with that used for the equilibrium
tax rates and investment at home in the first period.

L3For the sake of brevity, functional arguments are omitted.

14 Also note that this means that what happens under an R-government has no bearing on
the internal politics of party L.

11



* (MmN p+(1+V2) my,
0= [t 0

The comparative statics with respect to p, vo, and v™L are as follows:

oy (ymr) p+(1+vy) 2. .
Hyme o [(1+7mL)p+ (1—(—1/2)] 0 (21 )

() e ? i

S e ] KR AL

M () e ’

D p{(lﬂm)pﬂlwz)] >0, (21c)

The first result is the most important one: it demonstrates that the ideology
of the optimal delegate of my is monotonically increasing in the weight she
attaches to the utility of public goods. Therefore, there is a unique optimal
prime minister from her point view. In other words, her preferences over possible
delegates are single-peaked. In turn, this means that it is the median member
of L, which we denote by A, that determines the candidate which the party will
be fielding in the general elections.®

(21b) and (21c) show that the optimal choice of v is decreasing in p and

increasing in v5. The intuition is best grasped by rewriting ( 1) ——z-kl +

L—-?L ak =0 as l'—nL-L— = 0, where € 2 > 1 is the equilibrium elasticity
oix the perlod 2 tax rate oz party L with respect to the weight attached to
public consumption. It is readily derived from (14), and is increasing in p and
decreasing in vo. That is, at higher levels of p (v2), ?é is more (less) sensitive
to changes in the policy preferences of the party’s prime minister, and so it is
optimal for A to deviate less (more) from her own ideology. Intuitively, when
the probability that L wins is higher, investors react more strongly to the policy
that the party will pursue after the election, and this encourages the median
member in L to elect a more moderate candidate.. On the other hand, in the
equilibrium studied here period 1 investment is smaller when v is higher, and
so less is at stake for private investors who therefore become less concerned
with the policy in the high tax regime.'® This allows party members to elect a
candidate who is closer to their own ideology. In other words, greater capital
mobility leaves the leftist party with more political room to manoeuvre, not
less!

1576 be precise: since we have a continuum of party members, it is the median set of party
members which determine the policy stance of the party’s candidate.

16These interpretations might alternatively be surmised by noting that as ?é’ = ZIIC——, €
1-— E:i Thus, the comparative statics of changes in parameter values on y~“* works through
k
e’yi.

12



The choice of a prime ministerial candidate is easier for members of party
R. The counterparts of (215) and (21c) are!”

avme (L)
p = 0 (22a)
oVmR(R) (.. m Okz (R) 975~
~5r = [H E_(1+ 1/2)] o oAl (B) (22)
w1 | OTh~ _rOks (R)
+’)’ Ul sz (R)+T2——6:YF—

Adjusting the policy stance of the candidate of party R does not affect /151 in
the current case. Thus, it has no impact on the optimal period 2 policy of the
other party either, and consequently no effects at all on outcomes if L comes
to power. It follows that at the optimum, %& = 0. But clearly there is
no reason for a member of party R to vote for someone whose preferences are
different from her own. The period 2 tax policy of her party does not affect
investment at home in the initial period as long as the equilibrium is of the
type studied here. Consequently, the influence of the R-party’s policy on the
economy is restricted to the post-election judgment of the optimal size of the
public relative to the private sector. Since the elasticity of the tax base at the
optimum does not change between the periods from the perspective of party R,
there is no problem of dynamic inconsistency, and hence no need to distort the
choice of public consumption. That is, v#* = y™&, YVmp. Hence, the chosen
prime ministerial candidate of party R is the median party member, p.

This means that relative to a situation in which domestic investment in
physical capital is not irreversible, in which case there there would be no rea-
son in our model for the median member of either party to nominate someone
with different preferences, there is partial convergence of ideological positions
in equilibrium: 0 < y%* — yf* < 4* —4# 18 This is an interesting result. In the
literature on party or candidate competition partial convergence, as opposed
to complete convergence, occurs if politicians are policy-motivated and there is
uncertainty about the preferences of voters.!® These are the conditions that we
have assumed here.?0 However, in the standard models, partial convergence, if

17Once again we use a hat over behavioural functions to ensure consistency of notation even
though 75 and ka2 (R) are identical to the functions 75* and k3 (R) derived in sub-section
2.2.

18The second inequality, demonstrating convergence, follows directly from the results just
derived. To have partial convergence instead of complete convergence, so that the first in-
equality is satisfied, we need the political distance between the median party members to be

A p
: Ay p P
great enough. To be precise, we must have o > {P+(1+V2)] YP.

19A good discussion of these issues can be found in chapter 2 of Alesina and Rosenthal
(1995).

20 A third necessary condition to have partial convergence in a one-shot game of electoral
competition is that parties can commit to policy platforms. If they cannot, there is no
convergence in equilibrium because voters will realise that they will implement their most
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it occurs, is due to parties trying to increase their probability of winning the
election. That is, they trade off the loss from a more moderate platform and
the gain from a higher probability of this platform, which is better than the
opponents’ as long as convergence is not complete, being realised. Here we hold
the probability of winning the election constant, but the economics of the model
still generate partial convergence.

As vB* = 4P a greater ideological difference between the median party
members reduces the extent of convergence. More interestingly, a higher prob-
ability of L winning the election increases the degree of convergence while an
increase in v9 reduces it. This means that, perhaps contrary to popular belief,
globalisation might actually generate divergence, not convergence.

There is, however, a distinction in our model between preferences and poli-
cies which is absent in the standard models of electoral competition. These
models are such that parties’ bliss points are defined in the same space as the
policy platforms. Here we derive optimal policies from the primitives, including
preferences for public goods, which is the source of political conflict. Moreover,
optimal period 2 policies might depend on private sector choices that in turn
depend on these policies. Still, as long as we are in the same kind of equilibrium
the fact y2* —yB* < 4 —~# implies that 75 — 75 is lower under delegation than
if the median voters of each party were the candidates.?! Interestingly, though,
it does not imply that the sign of the derivative of ?QL — ?5 with respect to vy
is the same as the derivative of v“* — 4®* with respect to this parameter. We
have already found that the latter is positive. Because ?5 is increasing in vo,
it turns out that the sign of the latter is ambiguous. Hence, while lower costs
of moving capital across borders result in ideological divergence, the effect on
differences in policy need not be in the same direction.

4.2 The case of 7i* > ri* > 7,

Turning to case 2, where the equilibrium has both possible period 2 tax rates
above the critical level at which the irreversibility constraint binds for domestic
investment in the first period, first note that the primary elections are now
complicated by the fact that kf is a function of the future policies of both
parties. Therefore, the equilibrium level of first period investment at home
depends on the indentities of both prime ministerial candidates (c.f. (17)). In
turn, as shown in (16) this means that the choices of the members of L and R
are interdependent in the sense that the ideology of L’s candidate affects the
optimal period 2 tax rate of R’s candidate and vica versa.

preferred policies after the election. We do not assume that the parties can make binding
campaign promises, but since we distinguish between parties and their candidates and allow
the former to choose the latter, political actors in effect have a commitment device.

2175 _ 78 under delegation is in this case found by inserting (20) in (14) and subtracting
?g = 4 (1+77). In the absence of delegation, when this is interpreted to mean that the
parties are represented by their median members, ?5’ - ?5 is derived by replacing v* by v*
in (14) and subtracting v# (1 4+ 72). One then finds that the former difference is less than the
latter.
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Using the period 1 first-order condition for the private sector (equation (12))
to simplify the first-order conditions for optimal delegates and writing these in
terms of the elasticities of the equilibrium level of investment and period 2 tax
rates, we have

OE; V™ ()] ATE s L
AL - PINIY (EWZL + E,ﬁ) —€lL (23a)
Rx mr, - N
PRy s aN #E]
+(1~p) P [_’Y}T* (evL + €7L) — evi] ;
BE; [V™= ()] AR [y s % #L
R - ORI (57"1)2 + E,,}z) —€k (23b)

~R

YR (AR R 7
-9 |1 (5 +eb) - <k

L =
These expressions are considerably simplified by the fact that e;i + e:i =

~R = ~R -~ ~L =~
1= ezﬁ —1—6,’:}{ and ef/i +651L =0= ezfg +e’f{§{, results which are readily confirmed
starting from (16) and (17). Using these in (23a) and (23b) and equating the
result with zero, one finds that in the Nash-equilibrium

1+ (1 +w) = (1 —p)y™

L* myp . R=* — mr,. 24,

TG B L e L P O
1+ (1+vg) —py™*

Sl G I R 24b

) [1+(1+V2)+(1—p)7mR ! (240)

As the policy stance of the optimal delegate is increasing in the weight a
party member attaches to period 2 public consumption, the collective choice
of each party is once again decided by the group of median party members.
Therefore, we can solve for the optimal candidate chosen by X given that v =
yB* (yL*,4#) and the choice of p when v** = y%* (v*,4%*). The closed-form
solutions are

* N 1+(1+l/2) . a
) = [1+(1+V2)+[m*+(1—p)7”]]7A’ (252)

x P o 1+(1+l/2) p
TN = [1+(1+Vz)+LmA+(1—p)7"]}7' (25b)

Now the members of both parties prefer delegates who are more "right-wing”
than themselves to themselves; if we denote the decisive voter(s) of party b by ds,
we have found that v** < %, b = L, R. Note the interesting interdependency
of the optimal choices: the more left-wing the median members of the other
party are, the more ” conservative” the optimal delegate of the median members
of the other party is. That is, the higher the weight the median members of
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the other party attach to the consumption of public goods, the lower is the
weight of the candidate elected by the other party. This is of course due to
the fact that in this equilibrium, there is a negative externality from one party
choosing a candidate favouring a larger public sector: equilibrium investment
declines, causing a shift in the opposite direction in the other party to mitigate
the negative impact on first period investment at home.

Because we may write (25a) and (25b) on the form * = yy% it is clear that
the comparative statics of y2* and y®* with respect to p and v, are identical.
The effect of an increase in the former ”parameter” is negative as long as y* >
~P. A higher v, means that a more left-wing candidate is optimal, so in this
case as well greater capital mobility implies a higher expected level of taxation.
The reason is also the same: the elasticity of the equilibrium level of first period
investment with respect to the ideology of the candidates is lower when the
returns to investing abroad are higher. Thus, the result is rather robust. When
political conflict is over the size of the public sector, globalisation in the form
of lower costs of moving capital abroad lead to more left-wing candidates being
elected in equilibrium because the returns to capital at home means less to
citizens when they have placed more of their wealth abroad.

On the issue of convergence, note that as 0 < ¢ < 1, yI*—y* = o (')/)‘ - 7”) <
4* — 4P. In plain text, in equilibrium there is partial convergence in terms of
candidate ideology in this case as well.?2 Does globalisation lead to political
convergence? Does it lead to to policy convergence? When the ideologies of
the party members differ, the answers to both questions are no. Globalisation
implies divergence in both senses. From y%* — yf* = ¢ (')/A — 'y"), the sign of

L= R*

ﬂ%l can be seen to be the same as the sign of a%d’;, which we know is
positive. Furthermore, inserting (25a) and (25b) in the corresponding versions
of (16), one finds that Th—R=¢ ('y)‘ — ), where £ is a function of v (as well
as 71 and v1). It turns out to be a positive function of the marginal returns to
investing abroad in period 2. In other words, greater capital mobility caused by
lower transactions costs of investing in foreign lands leads to policy divergence
as well.

5 Concluding Remarks

In the introduction, we noted that Persson and Tabellini (1992), whose analysis
of capital mobility and the politics of fiscal policy is the only other study of these
subjects that we are aware of, found a tendency for the economics and politics
to work in opposite directions. Qualitatively, although derived from a quite
different type of model, our results are in this vein. We have a model of party
competition instead of a median voter model.?? Furthermore, real investment
at home is irreversible in our model, while they look at a standard investment

22 As an aside, note that it is still the case that the possibility of delegation leads to policy
convergence.

23 Also, we study conflict over the size of the public sector while in their model citizens differ
in wealth and therefore in the degree of public redistribution that they would like to see.
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problem over two periods where there are no possibilities of reallocating invest-
ment.?*

We found that in case 1, as the period 2 policies of their party did not affect
the period 1 investment decisions, there was no reason for the median members
of party R to choose a candidate with preferences different from their own.
However, the L-party members had to take such a link into account and hence
optimally chose a more ”conservative” prime ministerial candidate. Therefore,
there was convergence of ideological positions in equilibrium. Interestingly, as
long as the ideologies of the median party members were sufficiently different,
convergence was only partial. This is in contrast to formal models of electoral
competition. In these models, partial convergence is the outcome of two-party
competition when parties are both policy-motivated and unsure about voter
preferences. These are the same assumptions that we make, but in contrast to
these models partial convergence is not generated by the perceived possibility
of increasing the probability of winning the election. We keep this probability
constant. The difference is therefore entirely due to the economics of the model,
namely, that there is a gain in terms of higher levels of domestic investment in
period 1 if the L-party moderates its stance.

Our model also differs from formal political science models of electoral com-
petition because we make an explicit distinction between preferences and poli-
cies, deriving the latter from the former. Therfore, we are able to analyse the
convergence issue in policy space as well. Relative to a case where the candidates
were randomly picked among the median party members, there was convergence
in period 2 tax rates. The effect of greater capital mobility on convergence was
ambiguous in terms of policies, but clear in terms of candidate ideologies. Con-
trary to what might be expected, lower costs of moving capital abroad lead
to less convergence, not more. The reason was that the greater the degree of
capital mobility, the greater the level of investment abroad. And when less is
invested at home, investors become less concerned with home country politics.
In other words, leftist parties have more leeway and use this to deviate less from
their optimal mix of private and public consumption.

Hence, we find that globalisation does not seem to be such a stark constraint
on national democratic politics as often seem to be assumed. Moreover, this
result carries over to the case where both parties tax capital invested at home
relatively heavily. Although the internal political processes of the parties then
result in prime ministerial canidates whose ideclogy is to the right of their
median party members, and there is convergence between the parties in terms
of the political platform of the canidates they field in the national elections,
greater capital mobility lessens these tendencies. It also reduces the degree of
policy convergence. Within the confines of the model, the result is therefore
fairly robust.

A further indication of robustness is provided by the conclusions of Garrett
(1998). Being a political scientist, these are not derived from a formal model,

24These assumptions also set our model apart from that used by Persson and Tabellini
(1994) to study the politics of capital taxation in direct versus representative democracies in
autarky.
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but from an empirical analysis of patterns of economic policies and performance
in industrial democracies from the 1970s to the 1990s. The focus is also differ-
ent. He is concerned with the viability of corporatist social democracy as a
distinct political alternative in the context of globalisation. We take his ar-
gument that the evidence suggests that "redistributive government, powerful
labor movements, and vibrant capitalism are mutually reinforcing” (p.157) to
indicate that greater capital mobility has not vitiated national politics as an in-
dependent influence on economic outcomes. This is consistent with the results
of out model.

Although we are confidence in the conclusions of our analysis, there are of
course limitations to it. A crucial distinction between our model and that of
Persson and Tabellini (1992) is that we do not consider policies and political pro-
cesses abroad. We are not sure this is an empirical weakness of our model. While
elected representatives as well as voters do consider the external conditions of
the economy when making up their minds about which policies, candidates, or
parties best further their interests, it is not clear (at least not in small countries)
that they believe that their choices are taken into account abroad. Moreover,
elections are not staged simultaneously in all countries, which is what Persson
and Tabellini (1992) assume. Thus, even if one does want to model strategic
interaction across borders, taking this fact into account in a one-shot game one
would have to give the inhabitants of one country a first-mover advantage. This
choice would unavoidably be arbitrary. On the other hand, a dynamic model
would rapidly become very complex and thus one would need other simplifying
assumptions in order to derive results.

As a first step, we will therefore extend our model in the future by endo-
genising the probability of party L winning the election. As should be clear
from the discussion above, one consequence would be that the parties would
have a further incentive to converge. But because the probability of L winning
the election is also the probability that the regime with the highest tax rate will
arise in period 2, there is also an effect on investment. This link will complicate
matters for party L, which will increase the distortion of period 1 investment if
it increases its probability of winning. Deriving the net results in terms of both
economics and politics thus promises to be an interesting exercise that will shed
further light on one of the most important topics of today: the constraints posed
by the increasing international integration of markets on the policies pursued
by nation states.

6 Appendix: Existence of Equilibria

In the main text, we derived optimal prime ministerial candidates for the two
parties assuming that the equilibrium outcome had period 2 tax rates falling
into either of two regimes, 74 > 7o > 7& or 74 > 78 > 75. In this appendix,
we prove that there exists configurations of the values of the parameters such
that the outcomes of the internal political processes of the two parties are con-
sistent with the assumption underpinning the derivation of the optimal prime
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ministerial candidates.

Starting with case 1, using the optimum values of v'* and v'*, we can
derive the tax rates 75 and 74 and the cutoff rate 7 (we use a tilde to denote
variables in the full equilibrium of the model, that is, including the nomination
process of the two parties). In addition to v* > +*, there are four conditions
that need to be satisfied:

Ty > Ty (Ala)
yo< 1 (A1b)
Ty < T (Alc)
o> 0 (A1d)

Since 7& = (14 v2)~?, all we need for (A1d) to hold is v* > 0, which we
already have assumed, so we do not need to investigate this condition further.
Using (14), (15), (20), and 75 = (1 4+ v3) +*, the other three conditions may in
turn be rewritten as

s o )i = (1)

=~ A2

o= A+wve)(r1+v1+Dp) X (A2a)

P p+ (1+vs) == A%b

= Q+ve)(r1+vi+p) T (A2b)

o P(71+V1+P2)7,\ 714 v1 — (1 +v2) (A20)
[P+ (1+v2)] p+ (1+vs)

Note that due to first period investment, and thus T2, being a function of
the period 2 tax rate of the L-party, (A2c) contains v*. Because v* > 0, the
right hand side of (A2c) must be strictly greater than zero if the equilibrium is
to be realised. (A2c) is therefore also a condition on the size of y*:

[p+ (1 +v2)][r1 +v1 — (1+ )]
7> - p(r1+vi+p) l/\' (A3)

i

For realistic parameter values, it is clearly the case that 7* > 4*. Thus,
all we need is _q_/" < F*. The parameter configurations for which this con-
dition holds turns out to be as simple as 77 + v; > (1+wp) — p. If this
inequality applies, then for combinations of v* € [M ax {1",:{‘} ,77')‘] and

P p(t1itvi+p) A | Titvi—(1+va)
e (0’ prateP | T T e e
Moving to the second case, we need the following to be true:

), an equilibrium of the first type exists.?®

25To be completely correct, if Maz {_'f‘, 1)‘} = ZA, we need to have 7 €

(Maz {22} 7]
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75> T (Ada)
o< 1 (A4b)
'735 > T (Adc)
o< (A4d)

These conditions place the following restrictions on y* and #:

1—p p L Atv)lmtm—(Q+v)] .,
oz {1—p+(1+u2)] T-p+A+v)l(r1+14v1) (Asa)
= Y ();
1+(1+l/2) =, ‘
TS Tl S (A5b)
, p o 1+ +wvo)][m+vi— (1 +vg) .
vz [p+(1+,,2)]7 ATy (A5
= 2 (7);
o< 14 (1 +w9) =, (A5d)

(1+V2) (’7'1 +1+IJ1)

(A5b) and (A5d) are the same because using v** and y** (from (25a) and
(25b)) in (16), we get 75 = ¥y* and T4 = 94*. Of course, if these condi-
tions are to be satisfied, we must have * > 4* (y*) and ¥ > 7* (y*). These
requirements generate two more necessary conditions:

r oo 1+ Q4+v2)] {4+ ve)|r1+v1— (1+1/2)]+1—p—|—(1—l—1/2)4}\x
A—p)(T1+14+2v1) (14 va) '

=),

b

1+ (1+wv)]{(I4+ve)[r1+v1 —(14+v2)]+1—p+ (14 v2)
p(r1+14v1)(1+wv9)

fl

Hieb)

IA

,yP

=p

v

That is, if we pick a y* € (Oﬁ)‘}, there are values of v* satisfying (A5c)
and (A5d). Similarly, for any v* € (0,%], there are values of ¥* satisfying
(Aba) and (Abb). However, as (Aba)-(A5d) must be satisfied simultaneously,

r e (0,:7)‘] and 7* € (0,5"] is not sufficient.

For any v* € (0,5"], let T% = { {y*,7*}|v* € [1* (+*) , 7] Av* € (0,7°]}
and define I'? in the same way. These are the combmatlons of ¥* and *
which satisfy (Aba)-(A5b) and (A5c)-(A5d), respectively. Then a necessary
and sufficient condition for there to be combinations of v* and +* satisfying all

constraints, including v* > v#, is TNT'E £ (. It can be shown that ZLF\ER #0
if T1 -+ V1 > Vo
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