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1. Introduction 
This paper investigates both the political efforts by the less-concerned interest 

groups to seek for more fiscal privileges and the voluntary cooperation with fiscal 

consolidation by the more-concerned interest groups to reduce fiscal deficits in a simple 

political economy model. In fact, in reality the size of public deficit is endogenously 

determined within the political process and affected by the community’s privilege and 

consolidation activities. Suppose that each agent’s income earning activity is associated 

with political privileges and fiscal consolidation activity reduces the public deficit at a 

cost. To avoid the fiscal crisis, the government may impose the deficit ceiling. Then, 

voluntary cooperation with fiscal consolidation serves as public goods by alleviating the 
increasing fiscal deficit. 

On the one hand, the less concerned agent’s fiscal privileges hurt the fiscal 

situation as a public bad nature of raising fiscal deficits. On the other hand, the more 

concerned agent’s fiscal consolidation efforts have a public good nature of improving 

the fiscal situation. As shown in Ihori and Itaya (2002, 2004) and Ihori (2010a), the 

analytical framework of private provision of public goods is useful to examine the 

public good nature of fiscal reconstruction or consolidation by interest groups. See also 

Cornes and Sandler (1996), Velasco (2000) among others. We shall analyze below both 

the less-concerned and the more-concerned agents’ optimization behaviors in a political 
economy when the government imposes the ceiling on the size of deficits.  

Fiscal consolidation often creates spillover effects and thereby induces 

free-riding problems. It is thus important to cope with free-riding behavior of interest 

groups. It is often argued that in order to attain successful outcomes, a good 

macroeconomic situation is needed, since we expect positive income effects. Using a 

static model between central and local governments, Ihori (2010a) examines the sign of 

income effects for fiscal reform attempts. It is shown that good economic circumstances 

do not necessarily enhance reform of reorganizing fiscal expenditures, although it could 

enhance fiscal reconstruction. 
The political efforts of interest groups would be affected by political 

institutions and government’s behavior. It is also important to formulate when the 

government imposes the deficit limit. This paper considers two cases. In the hard 

budget case the government imposes the deficit limit before the interest groups make 

decisions on both the quantity of privileges and the level of fiscal consolidation. In the 

soft budget case the government imposes the deficit limit after the less-concerned 

interest groups make decisions on fiscal privileges. As for the literature on the soft 
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budget problem in a political economy, see Ihori (2010b) among others. 
In section 2 of this paper we shall investigate the hard budget outcome where 

the government imposes the deficit ceiling before the interest groups conduct both 

political efforts to obtain fiscal privileges and fiscal consolidations to improve the fiscal 

situation. When the ceiling on fiscal deficits is determined in the first stage, a larger 

fiscal consolidation leads to a larger amount of useful public good, thus raising the 

welfare of all interest groups.  Hence, if they recognize this benefit enough, these 

more-concerned interest groups may have an incentive to improve the fiscal situation.  

We call such agents the more concerned agents. For simplicity, we assume that they do 

not conduct political efforts to obtain fiscal privileges.  
We also introduce the less concerned interest groups (especially, the low 

income, free riding agents), who evaluate gains from private good consumption much 

and hence conceive no need for conducting fiscal consolidations. They only conduct 

political efforts to obtain fiscal privileges. In a real world, many poor people in a rural 

area are willing to obtain their privileges even if their political efforts may raise the 

fiscal deficit resulting in a decrease in useful public goods. Since they are not concerned 

with the fiscal situation much, they are against cutting their own privileges and 

raising taxes. We call such agents the less-concerned agents. 

Section 2 shows that the optimal level of deficit ceiling may depend on 
intergenerational allocation of public goods. A change in income (or welfare) of the 

future generation does not affect the optimal deficit limit. The optimal level increases 

with the interest rate and decreases with the discount rate. The government may 

depress the political efforts for fiscal privileges by lowering the deficit limit in the hard 

budget game. Section 3 explores the soft budget outcome where the free riding interest 

groups conduct political efforts to obtain privileges before the deficit ceiling is imposed. 

Here the deficit ceiling increases with the fiscal privileges. This positive response of 

deficit limit produces the soft budget constraint in the sense that the loose ceiling 

stimulates political efforts to obtain more privileges.  
Section 4 compares the hard budget and soft budget outcomes in order to make 

welfare comparison. A natural conjecture is that when the deficit ceiling is determined 

after the interest groups conduct political efforts in the soft budget game, the 

government’s loose response may stimulate the political effort more than in the case of 

hard budget, benefiting the less-concerned agents. We shall show that the above 

conjecture is normally valid. Namely, the loose deficit ceiling in the soft budget game 

stimulates the fiscal privileges more than in the hard budget case, hurting the future 
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generation. We shall also explore the paradoxical possibility that the increased 
privileges could hurt even the less concerned agents. In other words, the commitment 

of deficit ceiling could benefit even the less-concerned present generation as well as the 

more-concerned present generation and the future generation. Section 5 concludes the 

paper.  

This paper shall highlight not only the merit of hard budget deficit ceiling but 

also some limitations of political efforts for obtaining the privileges in a political 

economy by explicitly incorporating the ceiling on the size of deficits and the voluntary 

cooperation with fiscal consolidation.   

 
 
2. Analytical Framework: Hard Budget 

2.1 Ceiling on Deficits and Fiscal Consolidation 
As stressed by Ihori and Itaya (2002, 2004) and Ihori (2010a), interest groups 

may accept the overall objective of fiscal reconstruction or consolidation although they 

do not agree with how the fiscal reconstruction process should be employed. In this 

paper we assume that the more-concerned interest groups determine their fiscal 

consolidations after the government declares the fiscal crisis. Namely, once the ceiling 

on fiscal deficits is imposed by the government, the agents may recognize that a larger 

fiscal consolidation leads to a larger amount of public good, thus raising the welfare of 

interest groups. This is the benefit of improving the fiscal situation. Furthermore, one 

agent’s fiscal consolidation has positive spillovers on other agents. Such a public good 

nature of fiscal consolidation may well be analyzed in a framework of voluntary 
provision of public goods. 

It should also be noted that some interest groups would not like to cooperate 

with the fiscal consolidation if they evaluate the benefit of privileges much, while they 

do not evaluate the benefit of fiscal consolidation much. Then, those who do not 

cooperate may be called the free-riding less-concerned interest groups. This paper 

explicitly introduces two types of agents, the more-concerned and less-concerned 

agents. 

The structure of hard budget game is as follows. In the first stage the 

government imposes the deficit ceiling. In the second stage, the less-concerned interest 
groups conduct political efforts to obtain privileges.  In the third stage the more 

concerned interest groups conduct fiscal consolidations to improve the fiscal situation.  
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2.2 Third Stage 
Suppose that the present generation consists of two types of groups (or agents), 

n free-riding less-concerned interest groups L and one more-concerned group H. They 

live in the present period and do not have altruistic preferences over the future 

generation. We also assume that the (per-capita) disposable income of less-concerned 

interest group L, , is less than that of more-concerned group H. 

.  

Subscripts L and H denote the free-riding less-concerned and more-concerned agents, 
respectively. 

The government budget constraint is given as 

(1)  

where  is the total tax revenue.  and >0 is the tax burden for each 

agent, both of them are exogenously given. Let  be the total fiscal privilege. 

 is the fiscal privilege or wasteful public spending, which only benefits agent i. Let 

also  be the amount of useful public good. Let  be the total fiscal 

consolidation. is the fiscal consolidation or cooperation with fiscal reconstruction 

such as acceptance of extra tax burden or abandon of privileges by agent . Since 

agent H only conducts the fiscal consolidation, we have . The ceiling on fiscal 

deficits is denoted by , which is determined by the government in the first stage. We 

define . Then, (1) reduces to . 

 The utility function of agent i is given as 

(2)   

The utility of agent  is dependent on private consumption, , the quantity of useful 

public good, , and cost of political efforts to conduct privileges, .  is the 

agent-specific cost function of conducting political efforts to obtain  in terms of time. 

The marginal cost  reflects the degree of efficiency of a political effort to 

obtain a given privilege. The lower , the more efficient the political effort is.   
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 Substituting this ceiling constraint (1) into (2), the utility function may be 
rewritten as 

(2)’  

Since the agent recognizes the ceiling of government budget constraint (1), the utility is 

dependent on the amount of fiscal consolidation, , fiscal privileges, Z, as well as the 

quantity of private goods consumed, , and cost of political efforts to obtain privileges, 

.  

There are one more-concerned agent (H) and n less-concerned agents (L), with 

respect to the fiscal crisis. Namely, agent H, being an agent more concerned with the 

fiscal situation, accepts the fiscal consolidation at an interior solution ( ) but 

does not conduct political efforts ( ). On the other hand, agent L, being less 

concerned with the fiscal situation, does not accept any fiscal consolidations at a corner 

solution ( ) but conduct political efforts to obtain fiscal privileges ( ). We 

formulate the optimizing behaviors of these agents L,H separately. 

First of all, agent H’s budget constraint is given as, 

(3)      

Here the disposable income of agent H, , is exogenously given. The private budget 

constraint includes , which is the agent-specific cost of the fiscal consolidation for 

agent H. Namely. this function may be regarded as the deadweight loss function of 

distortionary taxes. The marginal deadweight cost  (>0) reflects the 

degree of efficiency of consolidation activities that may reduce the amount of deficits. 

The lower , the larger the tax revenue increase from the given amount of income 

spent on consolidation, and the more efficient the consolidation technology is. For 

example, if  is a lump sum tax, . If  is a very distortionary tax,  

could be very large.  is not necessarily constant.  Agent H chooses  to 

maximize (2)’ subject to (3). Notice that in this optimization problem, the quantity of 

aggregate privileges associated with the political efforts, Z, is given by the outcome of 

the first stage.  

 We have as the first order condition with respect to  

(4)   
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We assume an interior solution of  for the more-concerned agent.  (and ) 

would be an increasing function of , respectively, since both private consumption 

and public goods are normal goods. Thus, the fiscal consolidation effort is generally 

increasing with welfare of the more concerned agent. For the less concerned agent, who 

faces the corner solution, , and . ( ) 

Eq. (4) means that  is decreasing with  and increasing with . Thus, 

the reaction function of  is given as 

(5)  

 ,  

When the government imposes the deficit ceiling at a higher level, it would produce a 

smaller amount of fiscal consolidations by agent H. A weaker deficit ceiling results in a 

smaller amount of consolidation efforts by the more concerned agent. Intuition is as 

follows. When  is high, G is also large, so that an increase in  would not raise 

the benefit of  much because the marginal utility of G is low.  

Moreover, a larger amount of political efforts  results in a larger amount of 

consolidation efforts by the more concerned agent. Intuition is as follows. When  is 

high, G becomes small, so that an increase in  would raise the benefit much 

because the marginal utility of G is high. 
 

2.2 Second Stage 

 More political efforts by agent L lead to more privileges and more income, .  

It is hence plausible to formulate, for simplicity, that agent ’s production of disposable 

income  is to some extent associated with a quantity of privileges, denoted by , 

which is the outcome of political efforts in terms of time, C.  The quantity of privileges 

 is a part of its production of disposable income, ; income minus tax burden.  

For example, wasteful public works in a rural area could raise disposable income of 

people living there. 

Therefore, the (inverse) privilege-income function of agent L is given as 

(6)  , 
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where  is the exogenously given agent-specific (inverse) privilege-income 

function and the marginal product  (>0) reflects the degree of efficiency 

of privilege activities. The lower , the larger the privileges are needed to produce a 

given amount of income, and hence the less efficient the privilege-income technology is. 

Note that we consider the general case where  is not necessarily constant.  

       Since agent L does not conduct any consolidations, her private consumption is 

equal to her disposable income. The private budget constraint of agent L is given as 

(7)  

Thus, the optimality condition with respect to  reduces to 

(8)  

where >0 is the response of agent H in the third stage. Agent L chooses 

positive values of at an interior solution. If the marginal utility of private 

consumption ( ) is high or the marginal disutility of political effort ( ) is low, then 

the agent conducts a large amount of political effort to obtain large privileges. Similarly, 

if  is high and  is low, then the privilege-income technology and political-effort 

technology are very efficient, resulting in large privileges. 

 Eq. (8) means that  is increasing with . Thus, the reaction function of 

 is given as 

(9)  

  

When the government imposes the deficit ceiling at a higher level, it would produce a 

larger amount of fiscal privileges. Namely, a weaker deficit ceiling results in a larger 

amount of political efforts by the free-riding agent. Intuition is as follows. When  is 

high, G is also large, so that an increase in  would not raise the cost much because 

the marginal utility of G is initially low. In other words, the government may depress 

 by reducing . 

  

2.2 First Stage 

 The government determines the deficit ceiling by considering the response of 
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agents L and H, given by reaction functions (5) and (9), respectively. The government’s 
objective function is given as the sum of welfare of relevant generations; present 

generations L and H and future generation F. 

(10)  

where  denotes the welfare of future generation.  are private consumption 

and public goods of future generation, respectively.  is the discount rate of future 

generation. n is the size of less concerned agents in the present generation.  is 

exogenously fixed. The government budget constraint in the future period is given as 

(11) , 

where is the (fixed) tax revenue in the future period and r is the (fixed) rate of 

interest. An increase in  corresponds to an increase in G and a decrease in , 

benefiting the present generation, while hurting the future generation. The present 

value government budget constraint is given as 

(11)’  

The government maximizes W by choosing  (and hence ) subject to (11)’. 

Hence, the optimal level of  is determined to satisfy the following condition. 

(12)  

Note that from the envelope theorem the direct effects of  through changes in 

 on the optimality condition (12) would vanish. However, the spillover effects of 

 through changes in , , do not vanish. The left-hand 

side is the marginal benefit of raising  (or the marginal gain for the present 

generation), while the right-hand side is the marginal cost of raising  (or the 

marginal gain for the future generation). An increase in r or a decrease in  raises 

the cost of , so that the optimal level of  declines. An increase in n would raise 

. Eq. (12) means the smoothing condition of public spending over time. A change in 

 does not affect the choice of . 
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3. Soft Budget  
3.1 Third Stage 

 We then consider the soft budget game. As far as Japan’s fiscal situation is 

concerned, this game is more relevant than the hard budget game. In 1990s the 

less-concerned agents conduct political efforts to obtain fiscal privileges. In early 2000s 

the government intended to limit the fiscal deficit. Then, fiscal consolidation has begun, 

which is supported by the more-concerned agents. 

The structure of soft budget game is as follows: In the first stage the less 

concerned agent conducts political efforts to obtain fiscal privileges. In the second stage 

the government imposes the deficit ceiling. In the third stage, the more-concerned 
agent conducts fiscal consolidations to improve the fiscal situation.  

The optimizing behavior of agent H in the third stage is the same as in the 

hard budget case. We have the same first order condition with respect to  as in the 

hard budget case. 

(4)   

From (4)  is decreasing with  and increasing with . 

(5)  

When the government imposes the deficit ceiling at a higher level, it would produce a 

smaller amount of fiscal consolidations. This reaction function is the same as in the 

hard budget game.  

 

3.2 Second Stage 
 In the second stage, the government chooses the deficit ceiling to maximize 

social welfare W at the given level of . The optimality condition is similar to (12) in 

the hard budget game. As to the response of agent H, (5), from the envelope theorem 

the direct effect on agent H would vanish. Hence, we have the similar optimality 
condition as (12). 

(12)’  

From (12)’ the reaction function of government is given as 

(13)  

. Then, . It is interesting to note that  is 
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increasing with .  An increase in  would reduce  at a given level of , so 

that the government has to raise  to restore the smoothing allocation of public 

spending between the present and future generations. 

This positive response would produce the soft budget outcome since agent L 

has an incentive to conduct more political efforts in the first stage. The government 

does not intend to improve the welfare of agent L by raising . Nevertheless, the 

loose response would benefit agent L. This seemingly paradoxical result comes from 
that the government’s objective is the discounted sum of welfare of all generations. 

Since the marginal utility of G for agent L (and H) rises due to an increase in , the 

total welfare would increase by raising G with a decrease in  when  increases. 

 

3.3 First Stage 

In the first stage less-concerned agent L determines  by considering the 

response functions of both the government in the second stage (13) and agent H in the 

third stage (5). Thus, the optimality condition with respect to  reduces to 

(14)  

Since the negative term <0 reduces the marginal cost of obtaining , 

the right hand side of (14), it would stimulate  more, compared with the hard 

budget game. This is intuitively plausible.  

 

3.4. Remark 
 It seems crucial to incorporate the mechanism that agents of the present 

generation may somehow gain if the fiscal situation becomes better. In this paper 

agents recognize the benefit of fiscal consolidation as an increase in useful public goods 

under the ceiling constraint although they are not altruistic.  Even if they are only 

concerned with their own utility, they may have an incentive to conduct fiscal 

consolidations at a given level of deficit ceiling. This is a simple but plausible 

formulation. There could be many ways to model the fiscal crisis and fiscal 

consolidations in a political economy. See among others Alesina and Tabellini (1990), 

Auerbach (2006), Woo (2005) and Velasco (2000). 
 So far, we have assumed that the government intends to maximize the sum of 

welfare of present and future generations. Instead, we could assume that the 
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government intends to equalize the welfare between generations over time. Then, the 
optimal condition may be written as 

(15-a)  

Note that the left-hand side means the welfare of present generation, while the 

right-hand side means the welfare of future generation. In such a case the optimal 

deficit limit  may be decreasing with  in the soft budget game since an increase 

in  raises  and hurts the future generation. 

 Alternatively, we could assume that the government’s objective is to maintain 

the given level of welfare for the future generation. Then,  

(15-b)  

is the required condition. In such a case, the optimal deficit limit  becomes fixed, 

independent on . 

 

 
4. Immiserizing Growth of Privileges  

4.1 Welfare Comparison between Two Games 

As a bench mark case, suppose the government has to maintain the given 

utility for the future generation formulated by . Then, it is optimal for the 

government to set  at the fixed level. In this case the hard budget outcome is 

identical to the soft budget outcome since  in the soft budget game 

and (14) reduces to (8). Compared with this bench-mark case, when the government 

maximizes the social welfare W given by (10), the soft budget outcome in section 3 

stimulates  since an increase in  results in an increase in . Namely, the 

increased political efforts of agent L in the soft budget game compared with the hard 

budget game is due to the increase in deficit ceiling, which comes from the loose 

response of government.  
The increase in the deficit limit in the soft budget game hurts the future 

generation. The increased privileges, in turn, may stimulate H’s consolidation activities. 

The welfare effect on agent H is generally ambiguous. Namely, if an increase in the 

privileges due to L’s enlarged political efforts is larger than the increase in the deficit 

limit and the extra tax revenue by H’s increased consolidation activities, L’s income 

growth deteriorates the fiscal situation, resulting in a decrease in G, hurting agent H. 
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A natural conjecture is that agent L normally gains. However, it should also be stressed 
that the welfare effect on agent L becomes ambiguous if we consider the negative 

spillover effect on G. An increase in political efforts by any agents in L would hurt all 

the agents in L. If the negative spillover effect caused by the worsened fiscal situation 

outweighs the positive direct effect achieved by the increase in agent L’s privilege, such 

income growth may be termed immiserizing growth of hurting all agents in L.         

 The size of less concerned agents is important since it corresponds to the 

magnitude of negative spillover effect. As the number of less-concerned agents in the 

world increases each of which is succeeding in privilege growth but less successful in 

the fiscal consolidation, the aggregate privileges crowd out useful public goods. 
Accordingly, each agent’s welfare could decline because each is able to receive the 

positive welfare effect only from her own agent’s increased privilege, while each is 

exposed to the negative welfare effect from the sum of all agents’ additional privileges 

in L, resulting in the large decline of useful public goods. In this section we explore a 

rather extreme case to highlight the seemingly paradoxical outcome of privilege growth 

caused by increased political efforts in the soft budget game. 

A plausible conjecture is that if the less concerned agents evaluate an increase 

in privileges much, the increase in political efforts in the soft budget game would still 

enhance their welfare, compared with the hard budget game. Nevertheless, it could be 
shown that the privilege growth could paradoxically reduce their welfare by reducing 

the useful public good when both the privilege-income and abatement technology 

functions are very inefficient. Namely, the damaging effect of privilege growth on the 

fiscal situation is accentuated because of the absence of consolidations by L and may 

outweigh the positive income effect even for the less concerned agents, particularly 

when n is large and/or the consolidation technology of agent H is very inefficient. The 

overall outcome in the soft budget game could worsen the welfare of all agents. The 

detailed analysis is presented below. 

The welfare impact of increased  may be investigated in two channels; the 

direct effect of increased  and the indirect effect through increased . Thus, we 

first consider the direct effect of an increase in  itself at a given level of . 

Secondly, we investigate the additional effect of an increase in  caused by an 

increase in . For simplicity, we do not consider the cost of political efforts C here. An 

increase in  also means an increase in C, which hurts agent L. In this sense, we 
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consider sufficient conditions for the immiserizing growth, without considering the 
negative effect of an increase in C. 

First, let us consider the effect on  at a given . An increase in  has 

a negative effect on G. At the same time, since the government imposes the deficit limit, 

an increase in may stimulate H’s fiscal consolidation. Thus, both  and G 

decrease.  It follows that  declines.  Note that so long as  is fixed,  does 

not change.  

Next, let us consider the direct effect on  at a given . On the one hand, 

since the less concerned agent does not consolidate at all at the corner solution,  

increases by the same amount as  does, and its direct effect will always benefit 

agent L. She likely gains much from her own privilege growth.  On the other hand, the 
overall level of privileges Z will increase as well, leading to a decline of useful public 

good G. This would hurt agent L.  

Finally, let us investigate the impact of an increase in the deficit limit. An 

increase in  always hurts . On the one hand, an increase in  itself benefits 

both agent L and agent H by raising G. On the other hand, a decrease in  due to an 

increase in  hurts L by reducing G. If the latter hurting effect is less than the 

former beneficial effect, agent L would gain by the increase in . 

To sum up, we may conjecture that the more concerned agent would likely lose 

by the privilege growth in the soft budget game. The future generation would definitely 

lose. On the contrary, the privilege growth will normally benefit the less concerned 

agents to some extent since the less concerned agents can enjoy more private 

consumption at the soft budget solution. This is a plausible conjecture. Nevertheless, 

the damaging effect of privilege growth on the fiscal situation might outweigh the 

positive income effect even for the less concerned agents if the number of less 
concerned agents is very large or the consolidation technology is very inefficient.  In 

such a case the less concerned agents could also lose by their privilege growth in the 

soft budget game compared with the hard budget game. 

 

4.2 Analytical Results 

 In order to explore sufficient conditions for the seemingly paradoxical result, 

we first consider the direct effect in which  is fixed. We then investigate the 
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additional impact of an increase in  on  through the increase in .  

We know . An increase in  means a decrease in G, while an 

increase in  means an increase in G. Analytically, we have 

(16)  

From the utility function (2)’ and the budget constraint (3), for the more-concerned 

agent we have 

(17-1)  

(17-2)  

Thus, substituting (16) and (17-2) into (17-1), we have 

(17-3)     

Since  for the more-concerned agent, the first term is always zero.  The sign 

of the second term is negative.  Thus,  declines.   

On the other hand, as to the less-concerned agent, substituting (16) into the 

following equation,  

(18-1) ,  

we have 

(18-2)  

 is likely positive since agent L evaluates y much. But it does not necessarily 

mean . Since , we know . The second term is positive 

and it would benefit agent L. The overall sign of (18-2) is ambiguous.  A natural 

conjecture is that the less concerned agent would likely gain due to her privilege 

growth at a given . 

 Nevertheless, it should be stressed that the sign of (18-2) could be negative.  
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That is, if 

(19)  

we could have .  In such a case the first term is negative. Although the 

less concerned agent evaluates an increase in private consumption more than an 

increase in privileges, she might lose if condition (19) holds at a given .  In other 

words, if ,  are very high (the consolidation technology is very inefficient), 

 are very low (the privilege-income technology is very inefficient), and n is very 

large, we could have the case of  at a given . Thus, under these conditions 

we may have the seemingly paradoxical result of  as long as  is 

fixed.   

 We then consider the impact of increased  on welfare .  This comes 

from the effect on G, which consists of both the additional impact of  on  and 

the direct impact of  on .  

(20)  

We have 

(21) ‐1< <0 

(22) 1> >0 

Since the absolute value of (21) is less than that 1, the sign of (20) is positive. An 

increase in  always benefits agent L. However, if the (absolute) magnitude of (20) is 

small compared with that of (18-2) and (18-2) is negative, the overall impact of 

increased  in the soft budget case could hurt agent L, compared with the hard 

budget case. 

 

4.3 Cobb Douglas Example 

 Suppose the utility function (2)’ is given as a Cobb Douglas type. 

  (i=L,H) 
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where subscript H (or L) means agent H (or L). Assume also that privilege-income 
production and consolidation cost functions, M( ), K( ), are linear, respectively.  

    

  

  

The budget constraint for H is 

  

Then, for the more concerned agent the optimizing conditions with respect to 

 in the third stage are respectively given as 

  

  

In the special case of Cobb Douglas utility function, we have 

(23)  

where we assume for simplicity . On the other hand, for the less 

concerned agent the marginal utility of G in terms of y is given as 

  

We first investigate the direct effect at a given level of .  As to , (18-2) 

may be rewritten as 

(24)  

Thus, the larger ,  and n, or the smaller , it is more likely to have the 

paradoxical result at a given : . 

 Next, we consider the welfare effect of an increase in . In the Cobb-Douglas 
case, we have 

(25)  

Then, substituting (25) into (20), we have 
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(26)  

Finally, considering (24) and (26), the overall effect of an increase in  on  is 
given as 

(27)  

The sum of the second term and the third term is negative. 

   

Hence, the larger n, , or the smaller , it is more likely to have the immiserizing 
growth. 
 
 

5. Conclusion 

This paper has incorporated both public good and public bad behaviors of 

private agents into the analysis of fiscal deficits. On the one hand, each agent’s fiscal 

privileges hurt the fiscal situation as a public bad nature of raising fiscal deficits. On 

the other hand, each agent’s fiscal consolidation efforts have a public good nature of 
improving the fiscal situation.  

Many political efforts conducted to raise disposable income would also 

increase the public deficit by raising agent-specific fiscal privileges. The diseconomies 

of overall pubic bads such as increased privileges associated with political efforts hurt 

the fiscal situation. To avoid the fiscal crisis, deficit growth must be tuned with fiscal 

consolidation. Once the government imposes the ceiling on the deficit, the consolidation 

behavior becomes a nature of public good since it has positive spillovers on other agents. 

Namely, when the ceiling on fiscal deficits is employed, a larger fiscal consolidation 

leads to a larger amount of public good, thus raising the welfare of all interest groups. 
Nevertheless, if the less concerned agents evaluate private consumption and gains 

from disposable income much, they face a corner solution of not conducting 

consolidation.  

We have shown that the timing of the deficit limit is very important. In the 

hard budget case the government imposes the deficit limit before the all interest 

groups make decisions. In the soft budget case the government imposes the deficit limit 

after the less-concerned interest groups make decisions. 

The soft budget constraint has two opposing effects. Firstly, it stimulates the 
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fiscal privileges since the government reacts to raise the deficit ceiling when the less 
concerned agents increase their political efforts. This positive response would produce 

the soft budget outcome since the less concerned agents have an incentive to conduct 

more political efforts in the first stage. The government does not necessarily intend to 

improve the welfare of less concerned agents as the primary objective. Nevertheless, 

the government’s loose response would benefit them. The soft budget equilibrium is 

normally welfare improving for the less concerned interest groups although it may hurt 

the more concerned and future generations. Secondly, the soft budget constraint hurts 

fiscal situation as well. From this viewpoint, the soft budget game may be welfare 

deteriorating even for the less-concerned agents by depressing useful public goods.  
A natural conjecture is that growth of disposable income due to additional 

privileges in the soft budget game normally enhances welfare especially for the less 

concerned agents. On the contrary, we have shown that this natural conjecture is not 

necessarily valid. Namely, if the size of less concerned agents is large and the 

consolidation technology and privilege-income technology are very inefficient, the 

increased fiscal privilege in the soft budget case may hurt even the less concerned 

agents. In this sense, the commitment of deficit ceiling in the hard budget game could 

benefit even the less-concerned present generation. 

Our model is admittedly highly stylized and abstracts from several possible 
directions of generalization, such as game-theoretical analyses of political efforts and 

privileges in a dynamic framework, different formulations of fiscal consolidation, and 

the roles of bureaucrats and politicians.  Ihori and Yang (2010) investigates the 

paradoxical outcome of political contest between rent-seeking politicians and general 

voters. Nevertheless, it is hoped that this paper may have highlighted the importance 

of timing of deficit ceiling in constraining the privileges and improving the fiscal 

situation in a political economy. 
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