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Abstract
This paper explores the role of corruption in a-seointry model with fiscal spillovers. In the
absence of cooperation on governance issues, @aiatways have a strategic incentive to
appoint policymakers whose aversion to corruptglower than average. An international
agreement is a precondition for placing corrupfighters at the head of governments.
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1. Introduction
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It is well-established in economics that society sametimes make itself better off by
delegating decision-making authority to an agend @bes not share its own preferences. The
present article applies this general principlen® ¢ase of developing countries plagued by
poor governance and corruption, and looks at thernpial incentive to strengthen institutional
quality by appointing an agent with a greater Hesfior corruption than the rest of society. To
this end, | consider a two-country fiscal policyngain which weak governance structures and
corruption are modelled as a revenue leakage ibubget constraint (Huang and Wei, 2006;
Hefeker, 2010). The model of the paper thus consbine analysis of strategic policy
interactions with the issue of institutional qugalit

Several results will be highlighted within thisrinawork. In the absence of any
cooperation, strategic considerations associatddfigcal spillovers induce countries to be
always more permissive towards corruption. Suchace, however, proves to be beneficial
under positive externalities. In fact, the ex antentive to appoint corruption fighters can
only occur through international collaboration, efhseems to be in line with the United
Nations Convention against corruption (UNCAC), eatiinto force in December 2005.
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2. The modd

Two countriesA andB, are interrelated through fiscal spillovers. Outfyy depends
on both domestic and foreign corporate tax rates (

Y, =-ar +:37-j 1)

with a> |8>0 (,]j =A, B; i #j).

In the absence of lump-sum taxation, a rise in htares leads to a fall in home
output owing to distortions. No sign is imposedfinecause the cross-country transmission
of fiscal shocks has an unclear impact on econagtigity. A rise in one country’s tax rate
may boost the other’s output when inducing firmseiocate towards the most attractive
fiscal environment. However, an increase in the elstin tax burden can also have a negative
effect abroad if the slowdown in domestic activisgults in a fall in imports.

Public spendingg) is financed solely by taxes. Each country is sigepl to suffer
from a revenue leakage caused by weak instituaodscorruption. The revenue shortage is
simply modelled by an additional variab® {n the budget constraint:

g-=75—-¢G (2)

c can be interpreted as a rough measure of thept@mruevel in the economy or,
equivalently, as an inverse measure of the effadaerto combat corruption. In this model,
is a control variable to choose as the same tintbeatax rate.

Government’s objective function is:

Lelzyiz"',u(gi_@)z"'d(q:__c)z (3)

Its loss increases in the deviations of output fitsnmatural level, normalised to zero,
and in the deviations of public spending from géag (g >0). The third argument in the
function (3) implies that fighting corruption comatsa political cost (Hefeker, 2010). can
be viewed as the average degree of corruptioneietonomy ¢ >0). A corruption level
aboveC entails a loss due to, for instance, a fall irefgn investments or less support from
international lending agencies. A level less tigars supposed to be costly as well for the
incumbent policymaker, because of the resistanaet@fest groups to institutional reforms,
or because of personal income losgeandg are both positive and denote the relative
weights placed on the last two objectives. In patfér, a larger value af indicates a lower
dislike for corruption: the more costly is the gaiph respect tcC , the more reluctant ares
authorities to adopt anti-corruption measures anib set a lower value @f.

Societyi’s welfare function is:

L =y2+u(9-9) +A(¢-0 (4)

The loss function (4) can be interpreted as that leénevolent social planner who
would represent the voters’ median positidms an inverse measure of the median distaste
for corruption @ > 0). Thus, the incumbent policymaker has a refmrtas a corruption
fighter if A > 4 and is more tolerant of corruptiongf> A.
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The game takes place in two stages. Both countriest first decide on the relative
importance to attach to the combat against cowapti their government’s objective function
(design stage). Then, the tax rate and the institak effort level are chosen simultaneously
(implementation stage). Note that a country-speevieight in the objective function (3) is
needed to distinguish the cooperative solution ftbennon-cooperative one at the design
stage: under the Nash regimeandB disregard their similar preferences and take therts
weight as a given parameter, whereas cooperatiaivies o, = & = oex ante.

3. The non-cooper ative case

This section examines the full Nash equilibriumn@kedN). The game is solved
backwards (see Appendix A for calculation detai®&)vernment’s reaction function
associated with fiscal policy is, { = A, B; i #]):

= u(c +38)+apr, (5)

a’+u

The impact of a change in the foreign tax rate ddpen the sign of fiscal spillovers:
taxes are strategic complement§i# 0 and strategic substitutesGik 0.
The first-order condition concerning the anti-cqtian effort level gives:

CI:,U(Ti_g)"'éTE (6)
o +u

Algebraic substitution yields the following welfaiess for society:

z(a—ﬂ)zu[ (a+B)3 +ula (0'+,3)+5J)][ (52+ﬂ/])+ﬂé'](6+§)2

—
1290, +a?(a®-B7) (u+d)(w+g ) +a'u[ 249 +u(a +q) ]|

The socially optimal weight as regards corrupt®détermined by solving the first-
order conditiondLg /94, =0, which gives'

A48, +a*(a'= )+ ) 23|
(@ + [ (a5 e ]

5NN =

(8)

o™ > provided thal|,8| >0. An immediate consequence follows:

Proposition 1. In the absence of international cooperation atdlesign stage, every country
ex ante prefers a government with a lower distésteorruption, whatever the sign of fiscal
spillovers.

! The first and second superscript letters in thEressions of the optimal weight indicate the natfrhe game
at the first and second stages, respectively.
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Greater permissiveness towards corruption thusap@es a strictly dominant strategy
in the full Nash game. Note that the manipulatibpreferences is due to the existence of

policy spillovers {ie. 5™ = A if B=0). Both countries are engaged in a tax competition

game wher3 > 0. As they fail to take into account the expanary effect of a domestic tax
rise on the foreign economy, taxes turn out tooloddw in equilibrium. A smaller effort to
strengthen institutional quality.€. a rise inc;) implies a higher taxation level in order to
provide a given amount of public goods (see Eq.dB)c > 0). Therefore, the acceptance of
more corruption can be analysed as a strategic anérh for encouraging the foreign
government to fix a higher tax ra@r{dz > 0 from Eq. (5)), which proves to be mutually
beneficial ex post since policy externalities, ther internalised to some extent.
Conversely, taxes are too highdk 0, because no country cares about the damaging
effect of a tax rise on output abroad. Ex antecti@ce of a policymaker who is less
concerned with the corruption issue is regardeal stsategic device aiming at compelling the
foreign country to reduce its tax rate in ordestipport domestic activity (see Egs. (5) and
(6):0n/oc; =0rn/dr; x 05/dc; < 0). However, unlike the former case, such aeggaturns out
to be counterproductive ex post since it only elaates the policy conflict betweénandB.
In the latter case, deliberately reducing the irtgpure attached to the combat against
corruption is a beggar-thy-neighbour strategy thatilts in excessive tax rates.

4. The cooper ative case

This section turns to the cooperative solution (dedC) for the first stage. It is
shown in Appendix B that the social welfare losga&th country can then be written as:

(a-p) ula*(p+8%)+ uo" (e +5)°

s = 9)
(us+a(a-p)(u+o)]
Solving the first-order conditiodLg / 00 =0 yields the optimal value a¥under
cooperation:
allala-p()+

(oA +

From Eq. (10),0" >A if >0 andd™" <A if B<0, which makes it possible to
formulate a second proposition:

Proposition 2. Cooperation at the design stage leads countriehtmse policymakers who
are more tolerant of corruption when fiscal spikos are positive. On the other hand, under
negative externalities, governments should attaelatgr importance to the corruption
problem.

If 8> 0, more corruption improves welfare by forcirmygrnments to increase their
tax rate, thereby curbing tax competition. The epsesentation of its relative preferences in
the objective function (3) again requires eachamato delegate decision-making authority to
an individual who tends to be more permissive @nnfatter.
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The main change with respect to the non-cooperatieeario lies in the choice of
corruption fighters (that is, policymakers withteosger aversion to corruption than average)
in the case of negative spillovers. As seen befares are excessive in the Nash equilibrium
whenf < 0. Accordingly, a larger anti-corruption eff¢re. a decrease i0) provides each
government some additional scope to lower taxesudpporting economic activity. A larger
weight put on institutional quality, then, servesaasecond-best substitute for fiscal policy
coordination, thereby making countries better off.

5. Concluding remarks

This paper claims that the importance attacheddttutional quality depends on
strategic considerations. Two cases have to bmgisshed, according to whether the design
stage is played cooperatively or not. In the abs@fiénternational cooperation, every country
always has an incentive to delegate decision-mairtigority to an individual known to be
less corruption-averse. This result might conteltotexplain the persistence of poor
governance structures and corruption in some dpirgjaand transition economies.

In this model, the cooperative design of the natigovernments’ objective functions
appears as a prerequisite for appointing corrugtgiriers. This seemgyima facie to be in
line with the ratification of the UNCAC by many mats to date. This treaty is a legally
binding anti-corruption instrument, and obligesState Parties to implement a wide array of
measures for promoting better law enforcement anpfaving institutional quality. However,
cooperation at the design stage can theoretiaalyyi here to distort social preferences in a
more permissive direction. Thus, the model als@ssts that such an agreement might be
counterproductive under certain circumstances.

Appendix A

Substituting Egs. (1) and (2) into the loss funct{®) and then minimising it with
respect ta; andc; yields Egs. (5) and (6) in Section 3. Solving slgstem made of the first-
order conditions for countiyand of their counterparts for counjrgives the equilibrium
expressions of the control variableg E A, B; i #):

,u[,udd +a*(u+a)d +ap(u+a)d |(c

)

+0
= Al
"ias (@) a)ua)rauzaa vula )]
__|#(ap+8)g +a’(a*-p)(u+9)d +a'ud (u+2q)[o
- wogra(at-p)ura)urg)rau2ag sulava)]

_ ala-pua(a+p)5+ulala+p)+3)]g
/«125i5j +a2(a2_ﬁ2)(ﬂ+q')(lu+5j )+0'2/J[2§é]_ +/J(C§+é]_ )}
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Substituting Egs. (A.1) and (A.2) and their coupéets forj into Egs. (1) and (2)
results in:

(a-B)ug|a(a+p)o +u(ala+p)+4)|(c+T
o +at(a=f7)(u+a)(u+ o) +a'u| 299 +u(s

Y

o -g-._ “la=pafala+p)s +ula(a+p)+o)|(c+g) A

o, +a*(a’-B°)(u+q)(u+a ) +a’u[298 +u(d+q)]

Moreover:

a(a-p)ua(a+ph)s +ula(a+p)+3)|(c+

g (A.5)
200, +a*(a’-B7)(u+d)(u+9 ) +au| 294 +u(g |

c—-C=-

The substitution of Eqgs. (A.3), (A.4) and (A.5)3acietyi’s welfare loss function
leads to Eq. (7) in Section 3.

Appendix B

Fiscal policies remain uncoordinated in the secsiade, so the reaction function
given by Eq. (5) still stands. Cooperation during tesign stage means tldais replaced
with din countryi’s first-order condition for the effort level (E()). Then, the equilibrium
values ofr andc become:

uo (T +79)

T:/,[5+a'(a'—ﬁ)(,u+5) (B.1)
_lala-p)+ujoc-a(a-p)ug ©2)
po+a(a-p)(u+9)
Substitute the above results foandc into Egs. (1) and (2) to obtain:
__ (a-pB)ud(c+79) (B.3)
puo+a(a-p)(u+9) '
____ ala-p)o(c+7q)
9797 uo+a(a-p)(u+9) (B4
c-c=-_a-P)u(c+g) (B.5)
uo+a(a-p)(u+9) '
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By making use of Egs. (B3), (B4) and (B5), onewvasiat the social loss (9) in Section
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