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Abstract

This study constructs an overlapping generations model in which policies (capital income tax,
labor income tax, public good provision, public investment, and public debt issuance) are deter-
mined by a probabilistic voting process. We characterize the politico-economic equilibrium in the
absence and presence of fiscal rules. It is shown that the debt ceiling rule promotes economic
growth and raises the welfare of future generations while lowering the welfare of the current gen-
eration. Further, the golden rule of public finance does not affect economic growth or the welfare
of each generation.
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1 Introduction

Governments finance the cost of public good provision and public investment through taxation and the
issuance of public debt. Public good provision directly raises the level of individual welfare, and public
investment significantly affects individual welfare through its contribution to economic growth. The
effect of public investment on economic growth has been theoretically analyzed in many studies, such
as Barro (1990), Futagami et al. (1993), Glomm and Ravikumar (1994), and Fisher and Turnovski
(1998).! Aschauer (1989) and Bom and Ligthart (2014b) have empirically examined the economic
growth-promoting effect of public investment. Meanwhile, public debt issuance slows down private
capital accumulation and stagnates economic growth (Reinhart and Rogoff 2012; Checherita-Westphal
and Rother 2012; Kumar and Woo 2015; Chudik et al. 2017).

Since the global financial crisis of 2008, many countries have experienced huge budget deficits and
the ratios of public debt to GDP have remained elevated. Tax increases and reductions in govern-
ment spending are necessary to maintain fiscal sustainability. However, policy packages with public
investment reductions can reduce the productivity of the economy. In particular, the ratios of public
investment to GDP have been declining in many OECD countries since 1970, and there is concern that
underinvestment could stall economic growth.

Fiscal policy also creates intergenerational conflicts of interest. For example, public good provision
benefits only the current generation, while public investment benefits both current and future genera-
tions. This creates a conflict of interest between the current and future generations in the allocation of
resources between public good provision and public investment. In addition, since public debt issuance
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shifts the tax burden from the current to future generations, intergenerational conflicts of interest also
arise regarding public debt issuance.

Many countries are currently implementing various fiscal rules to improve fiscal sustainability.
Typical fiscal rules include the balanced budget and debt ceiling rules; the latter sets a ceiling on
outstanding public debt.2 Both these rules can certainly enhance fiscal discipline and promote eco-
nomic growth by mitigating the negative effect of public debt issuance on private capital accumulation
(Azzimonti et al. 2016).%> However, these rules may undermine intergenerational equity because they
force the current generation to bear the cost of public investment that benefits future generations
(Bom and Ligthart 2014a). In contrast, the golden rule of public finance allows only budget deficits
to finance public investment, and thus, partially solves the problem associated with intergenerational
equity. Several studies have constructed economic growth models with public capital, and shown that
the golden rule of public finance can improve economic growth and the economic welfare of each gen-
eration (Greiner and Semmler 2000; Ghosh and Mourmouras 2004; Yakita 2008; Agenor and Yilmaz
2017; Maebayashi et al. 2017).

In democratic countries, economic policies are shaped through some political process. Many studies
have developed politico-economic models in which policies are determined through the political process.
For example, Song et al. (2012) analyze intergenerational political conflicts over public debt issuance.
Arai et al. (2018) and Uchida and Ono (2021ab) investigate how fiscal rules affect politically determined
fiscal policies, economic growth, and the welfare of each generation. Barseghyan and Battaglini (2016)
examine the effects of austerity fiscal rules. This study seeks to contribute to this politico-economic
literature. In particular, this study theoretically investigate (a) intergenerational political conflicts
over fiscal policies, particularly public investment, (b) the pattern of economic growth on the politico-
economic equilibrium, and (c) the impact of fiscal rules on economic growth and the welfare of each
generation.

To analyze the above issues, this study constructs an overlapping generations model with private
and public capital accumulation. Individuals are homogeneous within each generation and live for
two periods (young and old). Firms produce a final good by using private capital and labor. Public
investment raises the level of production technology. The government finances the cost of public
good provision and public investment through income taxation and public debt issuance. Policies are
determined through a political process. Following some studies (e.g., Song et al. 2012), we employ
probabilistic voting to examine intergenerational conflicts of interest in the political process. We
focus on Markov perfect politico-economic equilibria in which current policies depend on current state
variables: private capital, public capital, and public debt. When voting, individuals take into account
how current policies affect the state variables in the next period, and thus, affect policies in the next
period.

We first assume the absence of any fiscal rule and show that there exists a Markov perfect politico-
economic equilibrium in which labor income tax revenue, capital income tax revenue, public good
provision, public investment, and public debt issuance are expressed as linear functions of output. We
also analyze how changes in exogenous parameters, such as the population growth rate and political
power of the old generation, affect the fiscal policies in the equilibrium. For example, we show that an
increase in the population growth rate raises (lowers) the level of capital (labor) income tax paid by
the old (young) generation. In addition, an increase in the population growth rate lowers the levels
of public good provision and public debt issuance (thereby increasing fiscal discipline), and raises the
level of public investment, which benefits only the young generation. Furthermore, this study derives
comparative statics on the rate of economic growth, showing, for example, that higher population
growth reduces the rate of economic growth.

We then analyze how fiscal rules affect economic growth patterns and each generation’s welfare.
This study focuses on two fiscal rules: the debt ceiling rule and golden rule of public finance. We

2For example, the Maastricht Treaty convergence criteria requires EU member countries to keep the ratio of public
debt to GDP below 60%.

3Bisin et al. (2015) construct a politico-economic model of public debt where voters have time inconsistent preferences
and present a new rationale for the balanced budget rule.



assume that, under the debt ceiling rule, the government faces the constraint that the ratio of public
debt to private capital must be below a certain value. As in Arai et al. (2018) and Uchida and
Ono (2021a), we show that the introduction of the debt ceiling rule raises the economic growth rate,
and that the debt ceiling rule raises (lowers) the welfare of future generations (current generations).
Finally, this study analyzes the characteristics of the politico-economic equilibrium under the golden
rule of public finance. Under the simple setting in this study, even with no fiscal rule, the constraint
that the amount of public debt issuance must be less than the amount of public investment does not
bind. Thus, the politico-economic equilibria under the golden rule of finance and absence of the fiscal
rule are identical. This implies that the golden rule of public finance does not affect economic growth
patterns and each generation’s welfare.

Here, we outline the differences between the most relevant studies and this study. Arai et al. (2018)
present a politico-economic model with private capital accumulation, and investigate the effects of the
debt ceiling rule on economic growth and economic welfare. However, they discard public capital
accumulation, and thus, do not consider intergenerational conflicts over the allocation of resources
between public investment and public good provision, nor do they analyze the effects of the golden
rule of public finance. Baeseghyan and Battaglini (2016) build a politico-economic model in which
public investment contributes to labor productivity growth and analyze the effects of austerity fiscal
rules. However, their analysis is based on an infinite horizon model, so intergenerational conflicts of
interest over economic policy are beyond consideration.

Uchida and Ono (2021ab), which are the most relevant to this study, construct overlapping gen-
erations models in which the level of public education, public good provision, income tax rates, and
public debt issuance are politically determined. Uchida and Ono (2021a) analyze the effects of the
debt ceiling rule, while Uchida and Ono (2021b) analyze the effects of the golden rule of public fi-
nance.? In these two studies, public education is regarded as public investment and human capital
is accumulated through public education. Meanwhile, this study assumes a situation where public
investment accumulates public capital and promotes economic growth. Furthermore, Uchida and Ono
(2021b) adopt the golden rule of public finance in the form of “a certain percentage of public education
expenditure must be financed by public debt issuance”. However, this study adopts the golden rule of
public finance in the form of “the amount of public debt issuance must be less than or equal to public
investment spending, i.e., public investment may be financed entirely by taxation”.

The rest of this article is organized as follows. Section 2 presents the model. Section 3 characterizes
the politico-economic equilibrium in the absence of any fiscal rule. Section 4 characterizes the politico-
economic equilibrium under the fiscal rules and investigates their effects. Section 5 presents concluding
remarks.

2 Model

We counsider a closed economy with overlapping generations. Individuals who are born in period ¢ (> 0)
are called generation ¢. They are homogeneous within each generation and live for two periods (youth
and old age). The population grows at a constant rate of n (> —1):

Nt+1 = (1 —+ n)Nt,

where N, is the population size of generation t.

4Bassetto and Sargent (2006) construct an overlapping generations model with durable public goods and analyzes a
situation where policies are determined through majority voting process under the golden rule of public finance; however,
capital accumulation is not considered.



2.1 Individuals

Individuals obtain utility from the consumption of private and public goods in both periods, and their
preferences are given by

logc! + Blogef,y +0logg: + B0loggiy1, B €(0,1), 6>0,

where ¢/ and ¢}, are private good consumption when young and old, respectively, and g; and g;41
are per capita public good consumption when young and old, respectively. S is the discount factor,
and 6 represents the degree of individuals’ preferences for public good consumption.

When young, individuals supply one unit of labor inelastically, earn wages, and allocate their
disposable income between private consumption and savings:

cd +s5<(1— Ttl)wt, (1)

where s; is savings, w; is a wage rate, and 7/ is a labor income tax rate, respectively. When old, they
retire and consume the proceeds of savings:

i1 < (L= 7f0) Regase, (2)

where R;.1 is a gross interest rate, and 7/, is a capital income tax rate.
Individuals choose private consumption and savings to maximize their utility, taking wy, Ryy1, 7/,
Ttk_H, gt, and gy1 as given. Solving the utility-maximization problem, we obtain

1
C? = m(l — Ttl)w,g, (3)
Ciyq = B(1 - Ttk+1)Rt+1Cijv (4)
St = 71fﬂ<1—7'tl)wt (5)

In the initial period, each old individual, called generation —1, is endowed with s_; units of private
physical capital (henceforth, private capital) and receives (1 — 7&)Rps_1 units of return from savings.
The utility function of individuals in generation —1 is given by log ¢y + 6 log go.

2.2 Firms

We assume a continuum of identical firms with a unit mass. They produce a final good by using private
capital and labor as inputs. The production technology depends on public capital and is given by the
following production function:

Z
Y = AKPL; %27, 2= =

t
A>0 0,1
Lt7 >0, Oée(,),

where Y; is output, K; and L; are inputs of private capital and labor, respectively, Z; is public capital,
z¢ is public capital per worker, A is the productivity parameter, and « is a parameter representing the
capital share in production.

All markets are perfectly competitive, and private capital depreciates within one period. Each firm
chooses K; and Ly, taking w;, R; and z; as given. The profit maximization conditions are given by

Ry = R(ky,2¢) = aAkf‘_lztl_“, (6)

we = wlke, z) = (1 — ) Ak'z, =%, (7)

where k; = K;/L, is private capital per worker.



2.3 The government

The government finances the cost of public good provision and public investment by income taxation
and public debt issues. The budget constraint of the government is given by

NtTtlwt + NtfththStfl + By = BBy + Gy + 1,

where Byyi is newly issued public debt, G; is public good provision, and I; is public investment,
respectively. Capital and labor income tax revenues are represented by Nt,thth,lst,l and Nﬂtlwt,
respectively. We denote public investment per worker by i; = I;/L; and public debt per worker by
b = B:/L:. Noting that

Gt 2 + n
Gy = (Ng—1 + N, s = =—
¢ = (Ni—1 + Ni)gs N, 1+n9t7
the budget constraint of the government is reformulated as
2+mn )
Ttlu}t + 1+ nTthtSitil + (1 + n)bt+1 = Rtbt + mgt =+ 1. (8)

Public capital depreciates within one period, and the transition equation of public capital is given
by

Zor =1, &  2ar = F7(iy) = 1init. (9)
2.4 Economic equilibrium
The market clearing condition for private capital is given by
K11+ Biy1 = Nysy.
Dividing both sides of the above condition by N; gives the following:
(L4 n)kipr + (1 +n)bpyr = si. (10)

From Equations (5), (6), (7), (8) and (10), we obtain the transition equations of private capital
and public debt:

kt+1 = Fk(TtkaTéaghihktaztabt)
24+n
1+n

TtZW(kt, Zt) + Tth(kt, Zt)(kt + bt) — R(k’t, Zt)bt —

1 {ﬂw(k’t,zt)ﬂL

1+n|1+5 gt—Zt],

(11)

L
1+5

bk 1 .
bt+1 = F (Tt 7Tt7gt7ztakt7ztabt)

1

2+n ) (12)
= — |:R(k‘t, Zt)bt + 0t + 1 — Ttl’w(kt, Zt) — Tth(kﬁt, Zt)(kit + bt):| .

1+n 1+n

Equations (9), (11) and (12) show effects of public policies on capital and debt accumulation. First,
higher capital and higher labor income tax rates promote private capital accumulation and reduce
public debt issue: OF*/97F > 0, OFF/07] > 0, OF®/0orf < 0, and OF®/07} < 0. Second, an increase
in public good provision inhibits private capital accumulation and accelerates public debt accumula-
tion: OF*/0g; < 0 and OF®/dg; > 0. Third, an increase in public investment slows down private
capital accumulation, accelerates public debt accmulation and promotes public capital accumulation:
OF*/9i; < 0, OF?/0i; > 0, and dF*/di; > 0.



3 The Politics

We consider the voting process on fiscal policies by employing probabilistic voting a la Lindbeck
and Weibull (1987). In this voting scheme, there is electoral competition between two office-seeking
candidates. As shown in Persson and Tabellini (2000), the two candidates’ platforms converge in the
equilibrium to the same fiscal policies that maximize the weighted sum of the utility of voters.

3.1 Politico-economic equilibrium

We first consider a situation in which there is no constraint on public debt issues. From Equations
(2), (3), (4), (6), (7) and (10), the welfare of the old, V,°, and that of the young, V¥, are given by

VO = VO(Ttkvgtvktaztabt)
= log(1 — 7) + log R(ky, 2¢) (k¢ + be) + 0log gs,

VY = V(1! g6 Tien, 9oty ke 26 ki1, 2e41)
= (14 B)logw(ks, z;) + (1+ B)log(1 — 7{) + Olog g;

+ Blog(1 — Ttk+1) + Blog R(kit1, 2e41) + BO1og g1,
where some irrelevant terms are omitted from the expressions. The political objective function, 2, is
given by

Q = Q77 9, T Grvns e 2 bes Ky, ze)
= (,(J‘/’O(Ttk,gt7 ke, ze, b)) + (1 +n)(1 — w)Vy(Ttl,gt, 7-tk+1,gt+1, ke, ze, kivt, Ze41)
=wlog R(ky, z¢) (ke + b)) + (1 4+ n)(1 —w)(1 + B) logw(ky, 2¢)
+wlog(l —7F) + (1 +n)(1 —w)(1 4 B) log(l — 71) + Olw + (1 4+ n)(1 — w)]log g,

+B(1 +n)(1 —w)log(1l — Ttk+1) +B(1+n)(1 —w)log R(kiy1, 2e41) + BO(1 4+ n)(1 — w) log g1,
(13)

where w € [0,1] and 1 — w are the relative weights on the old and young, respectively.

We focus on Markov-perfect politico-economic equilibria in which the size of fiscal policies depends
on the current payoff-relevant state variables. In the present framework, these state variables are the
private capital, k;, public capital, z;, and public debt, b;. Thus, the capital income tax rate, Ttk, labor
income tax rate, 7}, public good provision, g;, public investment, i;, and public debt issue, b;, 1, are
represented as functions of these state variables:

Ttk :Tﬁrc(kt,znbt% Ttl :T]lvc(ktaztvbt)v gt :GNC(kt,Zt,bt),

1y = INC(]fuZt,bt), bt+1 = BNC(k’t,Zt,bt),

where the subscript “NC” implies that there is no constraint on public debt issues. Hereafter, we
denote the next period’s variable by a prime symbol: z;11 = 2', = k, z,b,7" and g.

Definition 1. A Markov-perfect politico-economic equilibrium is a set of functions, {T]lffc7 T]l\,c7 Gnc,Inc, Bne},
where TJ’\“,C is a capital tax rate rule, T}VC is a labor income tax rate rule, G y¢ is a public good provision
rule, Inc 1s a public investment rule, and Bn¢ s a public debt rule, so that {TJ’\“,C, TJZ\,C7 Gne,Inc, Bne}
s a solution to the following problem:
max Q(Tk7Tl7g’Tk,7g/’k7 Z’ b? k/’zl)
Tk, 7l,g,1,b/
subject to k' = F*(rk 7l g.i,k, 2,b)
z' = F*(3) (14)
b = Fo(rk 7l g,i,k, 2,b)
T = T{f,c(k’,z/,b’)
gl = GNC(k/7 Z/7 b/)7



We focus on a situation in which the after-tax capital income, (1 — 7%)R(k, z)(k + b), and public
good provision, g, are represented as linear functions of per capita output, Ak®z'~®. In particular, we
guess the capital income tax and public good provision rules such that

ong kb

[1—Tho(k,2,0)] Ak 21 (k +b) = 65 Ak & Tho(k,2,0) =1— —
(6%

(15)

Gnol(k,z,b) = 6%, A2 7, (16)

where 5]’“\,0 > 0 and 6% > 0 are constant variables. The capital income tax rate function given by
Equation (15) is decreasing in k and increasing in b, while the public good provision function given by
Equation (16) is increasing in &k and z.

Next, we investigate the characteristics of the interest rate, R' = R(k’, 2’), capital income tax rate in
the next period, 7 = T¥ (K, 2’, ), and public good provision in the next period, ¢’ = Gne (K, 2/, b'),
and then derive the Markov-perfect politico-economic equilibrium.

By differentiating R’ with respect to 7%, 7!, g, and i, we obtain

or _oROF* | om _omor
ark — Ok’ Tk Toart T Ak Ot ’
OR' _ OR OF OR' _ OROF* OR dF:

> 0.

a9 ok g " 9i ok 0i o2 i

Increases in the current capital income tax rate, 7%, and current income tax rate, 7!, promote private
capital accumulation, and thus, lower the interest rate, R’. By contrast, Increases in the current
public good provision, g, and current public investment, ¢, hinder private capital accumulation, and
thus, raise the interest rate, R’. Next, differentiating 7% with respect to 7%, 7!, g, and i yields

o _ Tl OFF 0T} OF" _ ~ orM _0T{ OF" | 9T}c 0F' _
ark — 9k Otk oy Otk To9rt T Bk ork oy otk ’
ort _ 9Tje OF* 9Ty OF° - ort" _ 9To OF” N TNy OF" -0
dg ok g o g ~ i k! di o i '

Increases in the current capital income tax rate, 7%, and current labor income tax rate, 7!, lower the
capital income tax rate in the next period, 7%/, because they stimulate private capital accumulation
and reduce public debt issue. In contrast, Increases in the current public good provision, g, and current
public investment, 7, raise the capital income tax rate in the next period, 7%, because they discourage
private capital accumulation and accelerate public debt issue. Furthermore, differentiating ¢’ with

respect to 7%, 7!, ¢, and i yields
ig’iaGNoﬁFk> 37L(]’73GN08F’“>0
ark Ok ork ©oort ok or ’
ij_aGNcaFk 879’_(9611\;(;8F’c OGnc dF*

dg _ ok o9 =V i oW 0i T oy di

Increases in the current capital income tax rate, 7%, and current labor income tax rate, 7¢, increase the
public good provision in the next period, ¢’, by promoting private capital accumulation. Meanwhile,
an increase in the current public good provision, g, reduces the public good provision in the next
period, ¢’, by inhibiting private capital accumulation.



The first-order conditions of the optimization problem in Equation (14) with respect to 7%, 7!, g,

and 7 are given by

B(1+n)(1 —w) or* n BO(1+n)(1 —w) 99

1—7h otk g otk
MB_j (17)
W B(1+n)(1 —w) R
1— 7+ R ok
MC,y,
B(1+n)(1—-w)dr™  BO(1+n)(1—w)dg
B 1— 7k ort + g o7t
MBr (18)
(4 -w)(1+p8)  BL+n)(l-w)OR
17t R arl’
MC,,
Olw+ (1+n)1—-w) BA+n)(1l—-w)oR
g * R dg
MB,
B4+ n)(1-w)or®  BI1+n)(1 —w)dy (19)
1— 7k dg g’ dg’
MC,
Bl +n)(1—-w)dR N BO(1 +n)(1 —w) OG Nc dF*?
R 0i [ 0z di
B (20)
Bl+n)(1—w)or®  BO(1+n)(1 —w)dGNc OFF
B 1—7h o1 + g ok’ 01
MC;

The left-hand sides of Equations (17) and (18) represent the marginal benefits of increasing the current
capital and labor income tax rates, respectively. Increases in the current capital and labor income tax
rates both lower the capital income tax rate in the next period and increase the public good provision
in the next period, thus raising the welfare of the young. In contrast, the right-hand sides of Equations
(17) and (18) represent the marginal costs of increasing the current capital and labor income tax rates,
respectively. Higher tax rates not only increase the tax burden on the old and young but also reduce the
welfare of the young by lowering the interest rate. The left-hand side of Equation (19) is the marginal
benefit of increasing the current public good provision; such an increase directly raises the welfare of
the old and young, and raises the welfare of the young by raising the interest rate. The right-hand
side of Equation (19) is the marginal cost of increasing the current public good provision. Such an
increase raises the capital income tax rate in the next period and reduces the public good provision
in the next period, thus lowering the welfare of the young. The left and right sides of Equation (20)
are the marginal benefit and marginal cost of increasing the current public investment, respectively.
While an increase in the current public investment raises the interest rate and increases the public
good provision in the next period through promoting public capital accumulation, it lowers the capital
income tax rate in the next period and decreases the public good provision by inhibiting private capital
accumulation.

By using Equations (17) - (20), we can verify the conjecture in Equations (15) and (16), and obtain
the following result.



Proposition 1. There is a Markov-perfect politico-economic equilibrium such that the policy functions
Tzlf/c: Tzlvc; Gnc, Inc, and Byc are given by

w 1

To(kh2b) =1~ o T T AT =) TF bk (21)

Ttk = the = 1~ T g A T 22)

Gnok,2,b) = 9)9[£Jw++ ((11: ﬂrg)((lt 1;;)(]1 ~ ] ; 1 LAkt (23)

Ino(k, 2,b) = wéfl(lf)ﬁ()l(ffzf)l(lfl) Ake 1o, (24)

Bothy =) = (s 10 A E = >

Proof. See Appendix A.1. O

From Equations (21) - (24), the ratios of capital income tax revenue to output, T% ., labor income
tax revenue to output, 7' }VC, public good provision to output, Gy¢c and public investment to output,
Inc, are respectively given by

b
14 - “

5 b\ _ Theo(k 2, b)R(k,z)(k+b)

Tho (k) = e - a( k) T A0 ATt %
o thew(kz) 1+8)1+n)(1—-w)
Nl () R Ty 0
G = 210 Grvelh,2,b) Olw + (1 +n)(1 — w)] (28)

14+n Akozl-e 14+0)w+1+8)1+n)(1—-w)’
= Inc(k,zb)  B(l—a)(l+4+n)(1—-w)
Ive = e o+ 80 +n)(0-w) (29)

These policies have the following properties.

Proposition 2. Consider the Markov-perfect politico-economic equilibrium characterized in Proposi-
tion 1.

1. A higher ratio of public debt to private capital raises the ratio of capital income tax revenue to
output; that is, 9Tk /d(b/k) > 0.

2. A higher rate of population growth raises the ratios of capital income tax revenue to output and
public investment to output, and lowers the ratios of labor income tax revenue to output and
public good provision to output; that is, 9Tk, /On > 0, T /On < 0, IGnc/On < 0, and
(9ch/871 > 0.

3. A stronger preference for public good raises the ratios of capital income tax revenue to output,
labor income tax revenue to output, and public good provision to output; that is, 8T]’§C /06 > 0,
T4 /00 > 0, and OG N /90 > 0.

4. A higher relative political weight on the old raises the ratios of labor income tax revenue to
output and public good provision to output, and lowers the ratios of capital income tax revenue
to output and public investment to output; that is, BT;@C/&U <0, 8TJZ\,C/8w >0, 8@Nc/8w >0,
and ach/&u < 0.

Proof. The results are immediate from Equations (26) - (29). O



3.2 Economic growth

We proceed to investigate the pattern of economic growth. From Equations (9), (11), (12), (21),
(22), (23), and (24), we obtain the transition equations of the state variables in the Markov perfect
politico-economic equilibrium:

ki1 = FR[TR (e, 20, b0), Thoo (key 20, 00), Gne (key 26, 0)y Inc (key 24, b1, Kty 24, by

_ af(l —w) a l-a (30)
B ENCEEaneE
zi41 = F*[Inc(ke, 2, b1)]
_ B(l—a)(l —w) o l-a (31)
QR R s es R
bis1 = F'[Tne (ke 2e,00), Thve (ke 2, 00), Gne (ke 2, b), Ine (ks 20,0, ke, 20, by
B1 —w)[1 - a(1 + 0)] (32)

T 0+ 0w+ (1+B) (I +n)(l— w)]Aka"’lfa'

From Equations (30) - (32), the ratios of public capital to private capital and public debt to private
capital in period ¢ (> 1) are respectively given by

2t _l1-«

E:XNC: o’ (33)
bt b 1—&(1+9)
— = = — 4
ke NCE Tt o) (34)

The ratios converge to x%;~ and Xlzjvc within one period, and thereafter, the stock of private capital,
public capital, and public debt grow at the same rate. In other words, the economy reaches a balanced
growth path (BGP). Furthermore, from Equations (30) and (33), the growth rate of private capital is
obtained as

-«
af(l-w)A =
kt+1 — Wt (1+8) (1) (1—w) (%g) fOI' t=0 (35)
Ky YNC for t>1
where vy is the growth rate of private capital along the BGP, which is given by
a®(1—a)=28(1 —w)A
e = 2 e) AU —e) (36)

Twt+(1+B8)I+n)(1-w)

Let y; = Y;/N; = Ak®z}~ denote per capita output. From Equations (30) and (31), we obtain
Yi+1 = Ynoy: for t > 0, which implies that y: = v4,y0 for ¢ > 0. The growth rate, yyc, has the
following properties.

Proposition 3. The growth rate along the BGP, yn¢, is decreasing in the growth rate of population,
n, and relative political weight on the old, w; that is, Oync/On < 0 and Oyne/Ow < 0. Further, it is
independent of the preference for public good; that is, Oync /06 = 0.

Proof. The results are immediate from Equation (36). O

The intuitive interpretation of Proposition 5 is as follows. First, dividing ki1 of (11) by y; =
AE& 2% leads to

kt+1 ]. 6(1-0&) 1 ~1 ~k (bt) ~
- + Tho+The (L) —at — Gye — Inc| .
Ak?ztlfa 14+n 1 +ﬂ 1 +6 NC NC NC NC
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and the growth rate of private capital can be written as
1—
ki1 - 2t “ ki1
=A( - el a
ki ky Ak 2,

-« -

2t 1 B —a) L 7 ik be by A 7

—A(2 o +Tha (2£) — a2 — Gre - Inel .
</€t> 1+n[ x5 T1xp Nvetinely, ) T, Gne — Inc

Along the BGP, z;/k: = X% ¢ and by /k; = x4, and thus, the growth rate, Yy, is reformulated as

o 1 B(1 —«) 1 - - - .
— A z l—o + Tl + Tk b _ b -G _ , 37
INC (XNC) 1+n 118 1+ 8 NC NC (XNC) aOXNC NC NC (37)
‘V"[GE N [GE.2] [GE.3] [GE.4] [GES5] [GE.6]]

where T;\“,C (XIJ’VC) is the ratio of capital income tax revenue to output along the BGP:

) B 1+8)(1+n)d-w)
The (Xke) = 1+0)w+ 1+ +n)(1-w)]

(38)

The ratios of public debt to private capital, x4, and capital income tax revenue to output, TJ’%C (X?Vc)v
have the following properties.

Lemma 1. The ratio of public debt to private capital along the BGP, Xl])vcy is decreasing in 0, but
is independent of n and w; that is, Ox%c/On = 0, Oxhc/0 < 0, and Ox% /0w = 0. Purthermore,
the ratio of capital income tax revenue to output along the BGP, Tﬁc(x?\,c), s increasing in n, and
decreasing in 0 and w; that is, 0T (X%e)/On > 0, T, (X% ) /00 < 0, and ITL (X% c) /0w < 0.

Proof. The results are immediate from Equations (34) and (38). O

Using Equation (37) and Lemma 1, the properties of the economic growth rate along the BGP are
summarized as follows.

First, a higher population growth rate has a private capital dispersing effect (see the term [GE.1]),
lowers the ratio of labor income tax revenue to output (see the term [GE.2]), raises the ratio of capital
income tax revenue to output (see the term [GE.3]), lowers the ratio of public good provision to output
(see the term [GE.5]), and raises the ratio of public investment to output (see the term [GE.6]). In our
setup, the sum of the first, second, and fifth effects dominates the sum of the third and fourth effects.
Thus, higher population growth inhibits economic growth.

Next, a stronger preference for public good raises the ratio of labor income tax revenue to output
(see the term [GE.2]), lowers the ratio of capital income tax revenue to output (see the term [GE.3]),
lowers the ratio of public debt to private capital (see the term [GE.4]), and raises the ratio of public
good provision to output (see the term [GE.5]). The rate of economic growth is independent of the
strength of preference for public goods because the sum of the first and third effects completely cancels
out the sum of the second and fourth effects.

Lastly, a higher relative political weight on the old raises the ratio of labor income tax revenue to
output (see the term [GE.2]), lowers the ratio of capital income tax revenue to output (see the term
[GE.3]), raises the ratio of public good provision to output (see the term [GE.5]), and lowers the ratio
of public investment to output (see the term [GE.6]). The rate of economic growth is decreasing in
the relative political weight on the old because the sum of the second and third effects dominates the
sum of the first and fourth effects.

4 Fiscal Rules

In the previous section, we have investigated the characteristics of the political equilibrium with no
constraint on public debt issues. However, in practice, many countries are trying to prevent the

11



accumulation of public debt by implementing some fiscal rules. Here, we introduce two types of fiscal
rules into the model, a debt-ceiling rule and a golden rule of public finance, and analyze their impact
on politically determined fiscal policies, economic growth, and each generation’s welfare.

4.1 Debt-ceiling rule

Some fiscal rules, such as the Maastricht Treaty convergence criteria, require governments to keep
the ratio of public debt to GDP below certain levels. Some studies investigate the effects of a debt
ceiling rule expressed as Bii11/Yi+1 = biy1/yir1 < 1, where 1 is a constant variable, on economic
growth and welfare. Instead of the fiscal rule that byy1/yi41 < 7, this study considers a fiscal rule
that the government must keep the ratio of public debt to private capital below a certain level; that
is, Bi+1/Ki41 = bir1/kir1 < 1. By assuming such a fiscal rule, we can derive a political equilibrium
in which the policy functions are expressed as simple functional forms.

Noting that b'/k' = X?vc in the absence of the constraint on public debt issue and the debt-ceiling
constraint that b’ /k’ < 1 becomes binding if n < xlj’\,@ we obtain the following proposition. The policy
functions under the debt-ceiling rule are denoted by the subscript “DC”.

Proposition 4. Ifn < X?\/‘(b the debt ceiling constraint is binding and the policy functions are given

by
w 1

Tho(k,zb) =1~ al+ 0w+ (1+B)(1+n)(1-w)]1+b/k’

(39)

Tch(k',Z,b) = TDC
_ (1+B0+n) {9[w+(1+n)(1—w)]+w+5(1 —a)(1460)(1+n)(1—w) _a}
S (l-a)l+B8+n (1+0)w+1+8)[1+n)(1-w)]

__1+8 Bn
1+B8+n1+p3
(40)
_ Olw + (1 +n)(1 — w)] l+n 0 1 4
Gpc(k,z,b) = (1+0)[w+(1+5)(1+n)(1—w)]2+nAk = (41)
_ Bl-a)d+n)(l-w) 14
Tpotk2b) = T G T —w) (42)
BDC(k,Z,b) _ B (1 —W)[l-i-Oé/B(l +0)] Akazl—a' (43)

1+8+n(1+0)w+1+8)1A+n)(1-w)]

Ifn > Xlzjvc; the debt-ceiling constraint is non-binding, and the policy functions are identical to those
in the absence of constraint on public debt issues.

Proof. See Appendix A.2. O

Hereafter, we assume that n < XZJ’VC. In this case, the debt-ceiling constraint is binding, and the
ratio of public debt to private capital in period ¢ (> 1) is given by b;/k; = . From Equations (9),
(11), (39), (40), (41), and (42), the transition equations of private capital and public capital under the
debt-ceiling fiscal rule are respectively represented as

ki1 = FR[TEq (ke 26, be), The ke, 2, be)y Gpo (key 2, 00), Ine (ke 26, be), i, 24, b

_ B(1—w)[1+af(l+0)] Al (44)
1+0)A+B8+n)w+1+8)1+n)(1-w)] 7 7
Zt41 = F* [IDC(ktv Zt, bt)}

ot A+ AT+ -w)

12



and the ratio of public capital to private capital in period ¢ (> 1) is given by

2 . _(1-a)d+0)(1+5+n)

7. = Xbc = . (46)

ky 1+ap(1+06)
The ratios of public capital to private capital and public debt to private capital converge to x%~ and 7,
respectively. Thereafter, the economy reaches a BGP. Furthermore, the growth rate of private capital
is obtained as

11—
B(l—w)[1+aB(1+6)]A z _
bt ) sl (e e ( %o ) for ¢t=0 (47)
ki YpC for t>1
where vp¢ is the growth rate of private capital along the BGP, which is given by
1—a)72(1 —-w)[l 1 “A
51— )" *(1 = w)[1 + af(1 +0) us)

TP =gl Bt n)wt AL+ —w)]

From Equations (44) and (45), we obtain y;41 = vpcy: for ¢ > 0, which implies that y; = 7%y for
t>0.

Proposition 5. The growth rate along the BGP, vpc, is decreasing in the growth rate of population,
n, degree of public good preference, 0, and relative political weight on the old, w; that is, Oypc/On < 0,
0vpc /00 < 0, and Oype /0w < 0.

Proof. Differentiating vpc of Equation (48) with respect to n, 8, and w, respectively gives the results.
O

4.2 Effects of the debt-ceiling rule

We analyze the impact of the debt-ceiling rule on the politically determined fiscal policies and economic
growth patterns. By comparing the politico equilibrium in the presence of the debt-ceiling rule with
that in the absence of the fiscal rule, we obtain the following lemma.

Lemma 2. The policy functions of capital income tax rate, public good provision, and public investment
under the debt-ceiling rule are identical to those in the absence of the fiscal rule:

Tho(k,2,0) = Tho(k, 2,b), Gpe(k,2,b) = Gyo(k, 2,b), Ipc(k,z,b) = Inc(k,z,b).

Furthermore, if n < X%, the labor income tax rate in the presence of the debt-ceiling rule is higher
than that in the absence of the fiscal rule:

TlDC(kﬁzvb) = TIZDC > Tzlvc = Tzlvc(’fyz,b)-

Proof. See Appendix A.3. O

Lemma 2 implies that the ratios of public good provision to output and public investment to output
under the debt-ceiling rule are identical to those in the absence of the fiscal rule:

Goolk:2.b) _ & _ 4, - Grelk zb)
Akazlioé - DC — NC — Ak‘azlff" 9
IDC(k7Z,b) 7 ot INC(k7Z7b)
TAkezia - Ipe=INe = TR

Further, in the case where n < X%, the ratio of labor income tax revenue to output under the
debt-ceiling rule is higher than that in the absence of the fiscal rule:

TlDCw(kv Z)
Akezl-a

- - how(k, 2)
~ Tho > T = Tetd)
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Lemma 2 also implies that, for a given level of b/k, the ratio of capital income tax revenue to output
under the debt-ceiling rule is equal to that in the absence of the fiscal rule:

Tholh DRI (D) o (BY _a (BY _ Tholkhzb)R(k )k +1)
Akayl—«a DC NC Akayl-a

k

k

Noting that 7%, (and T%) is increasing with respect to b/k, when 7 < X%, the introduction of
the debt-ceiling rule lowers the ratio of capital income revenue to output along the BGP; that is,
Tho(n) < Tho(X%¢e)- Furthermore, comparing % of Equation (33) with X% of Equation (46)
yields x5 < XHe-

We next investigate how the introduction of the debt-ceiling rule affects the economic growth
rate along the BGP. The growth rate along the BGP under the debt-ceiling rule, ype, given by
Equation (48), and that in the absence of the fiscal rule, yx¢, given by Equation (36), are respectively
reformulated as

o 1 81—« 1 - - - .
— A(v? 11—« Tl Tk _ _ -7
YpC (Xbc) T+n [ W + 143 pc +Tpe(n) —an—Gpe — Ipc|,
o 1 [B(1—-a) 1 - - - -
— A b -« Tl Tk b o b -G 1 )
INC (Xne) 1+n { 1+ 73 + 1+ NC +TNc(XNe) — axne ~nc — Inc

The introduction of the debt-ceiling rule lowers the ratio of public capital to private capital (x5 <
X% ), raises the ratio of labor income tax revenue to output (T Lo > Tzlvc)v lowers the ratio of capital
income tax revenue to output (Th,(n) < Tk (X)), and lowers the ratio of public debt to private
capital (n < Xl]’\,c). In our model, the sum of the second and fourth effects dominates the sum of the
first and third effects. Thus, the introduction of the debt-ceiling rule raises the economic growth rate
along the BGP; that is, ypc > vne.”

Lastly, we analyze the effects of the introduction of the debt-ceiling rule in period 0 on each
generation’s welfare. The welfare of generation —1 is represented as

‘/;_1 = log R(ko,Zo)(ko + bo) + log[l — Tf(ko, 20, bo)] + 910g Gr(ko, Zo,bo) r=DC,NC.

The capital income tax rate and public good provision in period 0 under the debt-ceiling rule are
identical to those in the absence of the fiscal rule; that is, Tgc(kmzo,bo) = T]’\“,C(ko,zo,bo) and
Gpco(ko, z0,b0) = Gne(ko, 20,b0). Thus, the welfare of generation —1 under the debt-ceiling rule is
also identical to that in the absence of the fiscal rule; that is, Vgé = V]\?é’ This implies that the
introduction of the debt-ceiling rule has no effect on the welfare of generation —1.

The welfare of generation ¢t (> 0) is represented as

Vi =(1+ B)logw(ky, ) + (1 + B)log[l — T (kt, 24, be)] + 0log G (Ky, 21, by)
+ Blog R(kiy1,zi41) + Blog[l = TF (kita, ze41,be1)) + B01log Gr(kig, 2e1,bipr) 7= DC,NC,

where irrelevant terms are omitted. Note that the wage rate, labor income tax rates in period ¢, and
public good provision in period ¢ are respectively given by

Wik z0) = (1 ) AR = = (1— a)y,
The(ke,ze,00) = Thes  Tho(ke, ze,be) = The,

Olw+ (1 +n)(1 —w)] y
A+0)w+ 1+ +n)(1—w)]™

Gpc(ke, ze,b¢) = Gyo ke, 2, b)) =

5Comparing vpc of Equation (48) with yy¢c of Equation (36) gives the result.
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Under the debt-ceiling rule, z;41/kiy1 = X5 and byp1/kip1 = 1 for t > 0. Thus, the interest rate and
capital income tax rate in period t 4 1 are respectively given by

-«

z

Rlkn ) =ad (252) = ad(xbe)' ™ = Roc.
t+1

w 1 B
PR ey gy ey ey et

In the absence of the fiscal rule, z;+1/ki+1 = Xie and byy1/kir1 = X4 for t > 0. This implies that

The (kes1, 241, beg1) = 1 —

11—«

y4

R(kiy1,2t41) = @A <k’t+1> = aA(xke)'™® = Rye,
t+1

w 1
a(l+0)w+ (1+8) 1 +n)(1 - w)]1+xke

k
=TNC

TR (ki zeg1,begr) = 1 —

The property that x5 < xic and n < x%¢ leads to Rpc < Ryc and 75, < 784; that is, the
introduction of the debt-ceiling rule lowers the interest rate and capital income tax rate. Furthermore,
the public good provision in period t + 1 under the debt-ceiling rule and that in the absence of the
fiscal rule are respectively given by

Gpo (ki1 241, bev1) = 9Yir1 = 9vpcye,  Gno (K1, 241, beg1) = Y1 = gYNCYe-

Noting that under the debt-ceiling rule output per capita is given by y; = 7%y, and that in the
absence of the fiscal rule is given by y: = 74 ~yo. Then, the welfare of generation ¢ can be rewritten as
V! =(1+B)(1+6)logyo + (1+ B)log(1 - 77)
+ Blog R, + Blog(1 — 7F) + [80 + t(1 4 B)(1 + 0)]logy, r = DC,NC.

By comparing Vi with V-, we obtain the following equivalence relation:

Ve >Vie & t>t,

where
1 (1+8)log (1=05< ) — Blog (1=2p< ) + Blog (£ac) o
(1+p5)(1+90) log (3%9

Thus, the introduction of the debt-ceiling rule lowers the welfare of generation ¢ < ¢ while raising the

welfare of generation ¢t > ¢, implying a trade-off of the fiscal rule between current and future generations.

The intuition of this result is as follows. The introduction of the debt-ceiling rule lowers the welfare of

generation t by raising the labor income tax rate and lowering the interest rate; meanwhile, it raises

the welfare of generation ¢ by raising the capital income tax rate and raising the economic growth rate.
The above discussion can be summarized as Proposition 6.

Proposition 6. In the case where n < XS’VC, the introduction of the debt-ceiling rule raises the eco-
nomic growth rate along the BGP; that is, ypo > Ync. Furthermore, it has the following effects on
each generation’s welfare.

1. It does not affect the welfare of generation —1.

2. It lowers the welfare of generation t < t while raising the welfare of generation t > t.
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4.3 The golden rule

Here, we characterize the politico-economic equilibrium under the golden rule of public finance. We
consider the golden rule that the amount of public debt issuance must be less than or equal to the

amount of public investment:
1

1 + nlt.

In contrast to Uchida and Ono (2021b), in this study, public investment need not necessarily be

financed by issuing public debt (i.e., public investment may be financed entirely by taxation).%
Under the simple setup of this study, we can easily derive the politico-economic equilibrium under

the golden rule of public finance. From Equations (24) and (25), we obtain

By <y & b1 <

1
B k,z,b) < ——1I k,z,b).
NC( y %y )71+TL NC( s %y )

That is, even if any fiscal rule did not exist, the constraint characterizing the golden rule of public
finance would not bind. This implies that the politico-economic equilibria in the absence of the fiscal
rule and under the golden rule of public finance are identical. Thus, the golden rule of public finance
does not affect economic growth patterns and on each generation’s welfare.

5 Concluding remarks

This study constructs an overlapping generations model in which policies (capital income tax, labor
income tax, public good provision, public investment, and public debt) are determined by a proba-
bilistic voting process. We first characterize the Markov perfect politico-economic equilibrium in the
absence of any fiscal rule, and derive comparative statics on the size of policies and rate of economic
growth. This study focuses on the debt ceiling rule and golden rule of public finance. We show that
the introduction of the debt ceiling rule raises the rate of economic growth, and that the debt ceiling
rule raises (lowers) the welfare of future generations (the current generations). Regarding the golden
rule of public finance, even with no fiscal rule, the constraint which characterizes the golden rule of
public finance does not bind. Thus, the golden rule of public finance does not affect the economic
growth pattern and each generation’s welfare.

Finally, we mention some directions for extension of this study. First, under our simple setup, the
golden rule of public finance does not affect economic growth and welfare. However, under a more
general setup, this result could change. Second, this study assumes perfectly competitive markets.
Introducing market imperfections into the model would bring new insights.

Appendix

A.1 Proof of Proposition 1

First, from Equations (6) and (9), the interest rate, R’ is represented as

aA

R(kla Zl) - O‘A<kl)a71<z/)lia = (1 + n)l—a

(k/)aflilfa’

6Uchida and Ono (2021b) adopt a golden rule of public finance whereby a certain percentage of public education
expenditure is financed by issuing public debt:
bir1 = ¢pwy,
where x¢ is per capita public education expenditure, and ¢ is a constant variable which determines the percentage of
public education expenditure financed by public debt issuance.
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and the political objective function given by Equation (13) is rewritten as

Q=wlogR(k,z)(k+b)+ (1+n)(1 —w)(1+ B)logw(k,z)
+wlog(l —7%) + (1 +n)(1 — w)(1 + B) log(1 — 74)
+0w+ (1+n)(1—-w)llogg+ B(1 —a)(l+n)(1 —w)logi
—B(1 —a)(1+n)(1 —w)logk' + B(1 +n)(1 —w)log(l — 7¥) 4+ BO(1 + n)(1 — w)log g’
Substituting
ke K
a K+
g/ — GNc(k/,Z/,b/) — 5]gVCA(k/)o¢(Z/)17a

M= Tﬁc(k/’zlv b/) =

into Equation (A.1) leads to

Q=wlogR(k,z)(k+0b)+ (1+n)(1—-w)(1+ B)logw(k,z)
+ wlog(l — 1) + (14 n)(1 —w)(1 + B) log(1 — 1)
+O0w+ (14+n)(1—-w)]logg+ B(1 —a)(1+6)(1+n)(1—w)log:
+aB(1+0)(1+n)(1 —w)logk — B(1+n)(1 —w)log(k’ + V).
Furthermore, by substituting
kJ = Fk(7k77—l7gvi7k7zab)7
T

into Equation (A.2), we obtain
Q=wlogR(k,z)(k+0b)+ (1+n)(1 —w)(1l+ B)logw(k,z)
+wlog(l —7%) + (1 +n)(1 —w)log(l — %)
+ 0w+ (1+n)(1 —w)]logg+B(1 —a)(1+6)(1+n)(1—w)logi
+af(1+0)(1+n)(l—w)

Thw(k, 2) + T R(k, 2)(k + b) — R(k, 2)b —

1
x log %w(k,z)%— 155

The first-order condition with respect to 7%, 7!, g and i are given by

w af(1+0)(1+n)(1 —w)R(k,2)(k +b) (A.3)
=7k ow(k, 2) + ggriw(k, 2) + 7R R(k, 2)(k 4+ b) — R(k, 2)b — 329 — i '

it +nd

(1+n)(1-w) _ af(1+0)(1+n)(1 —w)yzw(k,2) (A1)
17 rgw(k, 2) + mgmiw(k, 2) + TFR(k, 2)(k +b) — R(k, 2)b— $2g —i '

Olw+ (1 +n)(1—w)] af(1+0)(1+n)(1 —w)3te (A5)
g 5wk, 2) + ppmw(k, 2) + TFR(k, 2)(k +b) — R(k, 2)b — F2g —i

1+ng -
B(l—a)1+0)(1+n)(1—-w) af(1+0)(1+n)(1 —w)

i - Zw(k,2) + 5wk, 2) + TRR(k, 2)(k + b) — Rk, 2)b — m(g—;j.
A6

Equations (A.3) - (A.6) correspond to Equations (17) - (20), and these leads to

w 24+n
ot (T+n)d—w]1+n”

™" R(k,2)(k 4+ b) = R(k,2)(k +b) — (A7)
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1+8)1+n)(1-w)2+n
Olw+(1+n)(l-w)]1l+n
Bl -a)1+0)(1+n)(1-w)2+n

T et —w)]  1ta” (8.9)

From Equations (A.7) - (A.9), the denominator of the right-hand side of Equation (A.5) can be
rewritten as

bw(k, z) = w(k, z) — g, (A.8)

2
(k) + T R(k, ) (k + ) — Rk, 2)b - = + i

w(k,z) + 1_'1_5
A1+0){w+1+n)1-w)[l+8(1-a)}2+n
Olw+ (L +n) (1 —w)] 1+n”

148
= Ak*z' 7 —

(A.10)

From Equations (A.5) and (A.10), we obtain the public good provision function under NC rule:

Olw+ (1 +n)(1 —w)] 1+n

| PR ) (R T an (A11)

g = GNC(k7Z) =

Substituting ¢ of Equation (A.11) into Equations (A.7), (A.8) and (A.9) gives the capital and labor
income tax functions and public investment function:

w 1
=Tk 2b) = 1~ e e T A T A o) TT bR (A-12)
_ 1 1+8)1+n)(1-w)
' =Tolk ) =1 S e+ (U AL A=) (A-13)
i = Ino(h 2 b) = A=A FOAENA=w) 4o 10 (A.14)

140w+ (1+8)(1+n)(1—w)

Furthermore, substituting 7% of Equation (A.12), 7! of Equation (A.13), g of Equation (A.11) and i of
Equation (A.14) into Equation (12) yields the public debt function:

Bl —w)[1—a(l+06)]

1+0)w+ (1+5)(1+n)(1—w)] AR

Y = Byo(k, 2,b) =

A.2 Proof of Proposition 4

First, recall that transition equations of k and b are respectively given by

K — 1—|1—n [Hﬂﬂw(k,z) + liBle(k,z) 45 R(k, 2)(k +b) — R(k, 2)b — ﬁ”g z} . (A.15)
v = ! R(k,z)b+ Zrn +i— 1wk, 2) — T°R(k, 2)(k + b) (A.16)
T 14n ’ 1+ n?d ’ '

Substituting k" of Equation (A.15) and b’ of Equation (A.16) into the constraint b’ = nk’ yields

{(1 + 1) [R(k, 2)b+ i—zg +i—7"R(k, 2)(k + b)] - ﬂw(k, z)} :

1+ B +nw(k,2) 1+8
(A.17)
and substituting 7! of Equation (A.17) into Equation (A.15) yields
1 8 2+n
k= ———— |w(k,z) = R(k,2)b— ——g —i+7"R(k, 2)(k + b)| . Al
1+n1+6+n[w(’z) Rk, 2)b = g =ik T Rk, 2)(k )} (A.18)
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Furthermore, by substituting 7! of Equation (A.17) and k' of Equation (A.18) into Equation (A.1),
the political objective function is represented as

24n

Q=1+aBf)(14+n)(1—w)log |w(k,z) — R(k,2z)b— o9 i+ 7 R(k, 2)(k +b)
+ wlog(l — %) +0lw + (1 +n)(1 — w)]logg + B(1 — a)(1 4+ n)(1 — w)logi (A.19)
+B(1 +n)(1 —w)log(l —7") + BO(1 + n)(1 — w)logg'.
We guess the capital income tax rule and the public good provision rule such that
k a—1_l—-« k a l—« k 5%0 k
e
Gpc(k,z,b) = 69, Ak 212 (A.21)
From Equations (A.20) and (A.21) and the constraint ' = nk’, we obtain
5k K ) 1
_k _9DcC _ 9%c
1—7 PR st pr (A.22)
!’ 59 A k/ « Nl—« _69 A kl a:l—« A23
g = 0pcAK)*(2) *Dcm()l- (A.23)

By substituting 1 —7* of Equation (A.22) and ¢’ of Equation (A.23) into Equation (A.19), the political
objective function is expressed as

Q=14+n)(1—-w)l+aB(l+0)]log|wk,z)— R(k,z)b— %g — i+ 1FR(E, 2)(k + b)

+wlog(l — 7F) 4+ 0lw + (1 +n)(1 — w)]log g + B(1 — a)(1 4 0)(1 +n)(1 — w) log .
The first-order conditions with respect to 7%, g and i are respectively given by

w (1+n)(1 - w)[1 + aB(1 + )Rk, 2)(k +b)

1— 7k w(k,z) — R(k,2)b— %g —i+7FR(k,2)(k+b)’ (A.24)
flw+ (1+n)(1—w)] (1+n)(1 - w)[l +aB(l+0)3H (A.25)
g — w(k,z) — R(k,2)b — g — i+ TFR(k, 2)(k+b) '
Bl—a)A+0)1+n)(1—w) 1+n)(1—-w)l+aB(l+0)) (A.26)
i w(k, z) = R(k,2)b — 29 — i + 7*R(k, 2)(k + b) '
Equations (A.24) - (A.26) leads to
Rk, 2)(k +b) = R(k, 2)(k +b) — © 2tn, (A.27)

Ow+(1+n)(1-w)l4+n

1-— 1+ 6)(1 1-w)?2
;A=) + 0 m-w)2en .
Olw+ (1 +n)(1 —w)] 1+n
From Equations (A.27) and (A.28), the denominator of the right-hand side of Equation (A.25) can be
rewritten as

2+TL . k
w(k,z) — R(k,z)b — a9 +7°R(k,z)(k +b)

Olw+1+n)(l-w)]+w+81—-a)1+0)1+n)(l—w)2+n
Olw+ (1 +n)(1—w) 1+n”

(A.29)
= Aoz -
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From Equations (A.25) and (A.29), we obtain the public good provision function under DC rule:

Olw+ (1+n)(1—-w) 1+n

9= Gpc(k,zb) = (1+0)w+1+21+n)(1-w)]2+n

Akt (A.30)

By substituting g of Equation (A.30) into Equations (A.27) and (A.28), we obtain the capital income
tax function and public investment function:

_ w 1
™ =Tpok.2b) =1 = e A A T A @) T L O (A-31)
i = Ino(h, 2, = U= FOU+NA =w) 46 1m0 (A.32)

(1+0)w+ (1+6)(1+n)(1—w)]

Furthermore, substituting g of Equation (A.30), 7% of Equation (A.31) and i of Equation (A.32) into
Equation (A.17) gives the labor income tax function:

= Tho(k, 2,b)
_ _(+p+n) {0[w+(1+n)(1w)]erJrﬂ(la)(1+0)(1+n)(1w)a}
(=)l B+ L +0)w+ 1+ 5L +n)(l~-w)

__1+B bn

1+8+n1+p

Lastly, we derive the public debt function. Substituting g of Equation (A.30), 7% of Equation (A.31)
and ¢ of Equation (A.32) into Equation (A.18) leads to

B (1 —w)[1 +ap( +0)]

W= 1+B84+71+0)[w+1+8)1+n)(1—w)

Akt (A.33)

From (A.33) and the constraint ¥’ = nk’, we obtain the public debt function:

/) — 677 (1 _w)[l + O‘ﬁ(l + 9)} azl—a
V'=Boolk ) = T AT s Batma o] k2

A.3 Proof of Lemma 2

Differentiating Tpc with respect to 7, it is shown that 7p¢ is decreasing with respect to 7:

Otpo _ B+ B)(L+n)(1 —w)[l+aB(l+0)] —0
on (1=a)1+0)(1+B+n?w+ 1+ +n)(1-w)]

Furthermore, a simple calculation shows that 7pc = 7ny¢ when n = Xlzjvc- Thus, Tpc > 7nc if
b
N <Xnc-
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