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incentive for cooperation between governments and how that incentive depends 
on the degree of capital mobility between economies. I adopt a simple economic 
model incorporating the international linkage of national economies.
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2. Relationship to the literature
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3. The environment

3.1 A framework with international public services
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In the World Competitive Decentralized Equilibrium and for any feasible national 

all markets clear.
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4. Determination of national tax policies

4.1 Non-cooperative (Nash) national policies
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Proposition 1

A Symmetric Nash Equilibrium (SNE) in national tax policies and the associated 

World Competitive Decentralized Equilibrium is summarized by equations (11a) – 
$<1, which 

is unique.
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-

scribed by equation (13e) below. Intertemporal utility attained will be described by 

equation (13f).

g 1$ $ 1 $ 1a x x d tA= - - -a
a
a

-
^ ^h h

U n c g U
1
1$ $

2 0 0
t
t= + +^ h6 @

1

1 1

1a~ a

a a ~

~+ -

+ - -

-

^ ^
^ ^

h h
h h

1
a

1 a
a

-

=
c
c $oc m =

k
k

$oc m 1
a

1 a
a

- 1
a

1 a
a

-

+

d t
A
+ a^ h

1

1 1

1 1

1 2
3 2 2

a

a

a ~ a a ~

~

-

+ -

+ - -

-

^ ^ ^

^ ^

h h h

h h
1 1 2

1 1

2 2

a a a ~

a a ~

+ - -

+ - -

^ ^

^ ^

h h

h h



C. SAVVIDIS, South-Eastern Europe Journal of Economics 2 (2010) 187-226 199

elim
t

t
{

}"3

t-c m

1 1

1
$

$ a~ a ~

~

}

{ a
=

+ - -

-

^ ^
^

h h
h

1 1

1

a~ a ~

~a

+ - -

-

^ ^
^

h h
h

c
c $oc m =g eg

$t

1n c e dt
$ t

0

3

t-^ h6 @# = 1
2t

Q.E.D.

4.1.2 Transitional dynamics

e
c
c
t
$

- o` j

e
c
c
t
$

- o` j

e
c
c
t
$

- o` j
$

$ 2

{

}^ h 1

z

1
$ ${

e
t3m

e
c
c
t
$

- o` j e
t3m

, v , v

}

{

n

o = $

$

}

{

$

$

}

{
N



200 C. SAVVIDIS, South-Eastern Europe Journal of Economics 2 (2010) 187-226

Proposition 3

The long run tax rate and the associated equilibrium are locally indeterminate. The 

that this will be affected by the degree of capital mobility. Moreover, through the initial 

Nash tax rate the degree of capital mobility also affects transitional dynamics.

c
c

e
$

$
0

c
c
t
$

x x x= -
-o

o oc ^ `m h j

, g ,

Numerical result 1

The Nash tax rate will initially be lower than its long run value as long as the extent 

of external contribution of foreign countries’ public spending to the domestic econo-
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4.1.3 Comparative dynamics
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Figure 1a.
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Figure 3.

Numerical Result 2

0, differs more from its long run value, as private capital is 
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Proposition 4

A Symmetric Cooperative Solution (SCS) in national tax policies is summarized by 

equations (15a)-(15f) below. Equation (15a) determines a unique tax rate, denoted as 

0<xL<1. Cooperative national policies are not affected at all by the degree of capital 

mobility.
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Proposition 6

The optimal tax rate and the associated growth rate in Symmetric Long-run Coop-

erative Solution (SLCS) will be higher than the optimal tax rate and the associated 

growth rate in Symmetric Long-run Nash Equilibrium (SLNE), xL>x$. At SLCS util-
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Proposition 7

In the presence of capital mobility, the tax rate chosen when governments play Nash 

to each other will always be lower than the one chosen when they cooperate.
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Numerical result 3

For reasonable parameter values, the difference between the initially chosen Nash 

tax rate and the cooperative solution depends positively on the degree of capital 

but close to 0.5. In the long run, however, the above difference is independent of the 

degree of capital mobility.



210 C. SAVVIDIS, South-Eastern Europe Journal of Economics 2 (2010) 187-226

Q.E.D.

6. Conclusion
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7. Appendix

A. Economy’s budget constraint
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