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Abstract

A recent empirical literature has arisen documenting the response of one
nation’s policy choices, including tax, environmental, and labour policies, to
that of others. This has been largely interpreted as evidence of competition, be
it for mobile resources (like FDI, taxable book income etc.) or yardstick. We
present a third explanation based on learning. When countries’tax choices re-
flect private information about unobserved conditions, this encourages nations
to update their policies not in order to retain investment or manipulate trade
flows, but because the new information conveyed by overseas tax rates allows
them to fine-tune their own policies. With this “social learning”, countries
converge on their optimal policies faster than in isolation. Furthermore, this
convergence implies a pattern of policy convergence often attributed to com-
petition for mobile resources. The speed of this convergence is smaller in the
presence of policy adjustment costs although it remains faster than convergence
in isolation. In addition, adjustment costs result in ineffi cient policy adjust-
ment because countries do not internalize the benefits conveyed by their own
adjustments to other nations. Finally, we show that these baseline results are
robust to alternative network architectures, the choice of which can be used to
replicate stylized facts found in the empirical tax competition literature.

JEL classification: H25, H32, H87

Keywords: social learning, tax competition
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1 Introduction

Recently, a body of empirical literature has arisen documenting an interdepen-
dence among countries’tax policies (see, e.g., Devereux et al. 2008, Overesch
and Rincke 2009, 2011, Heinemann et al. 2010), labour policies (e.g. Davies and
Valammenati, 2013, Olney 2010) and environmental policies (e.g. Davies and
Naughton, forthcoming, Beron, Murdoch, and Vijverberg, 2003, and Murdoch,
Sandler, and Vijverberg, 2003). This work generally finds that the policies in one
country are positively correlated with the policies set elsewhere. The primary
conclusion is that this is evidence of competition in the tradition of Zodrow &
Mieszkowski (1986) and Wilson (1986) wherein governments compete for mobile
resources by implementing “business-friendly" policies.2 An alternative expla-
nation is the yardstick competition of Besley and Case (1995) in which voters
judge the performance of local policy makers by the policies implemented else-
where.3 In both of these, the rationale behind international policy diffusion is
that the policy choices undertaken in one location affect the payoffs from a given
policy in other locations.
In this paper, we formalize a third alternative in which the preferred policy

choice in one country is affected by those elsewhere without relying on changes
in payoffs, i.e. without hinging on cross-border capital flows (as in tax compe-
tition) or political competition under asymmetric information (as in yardstick
competition). We do so by assuming that countries only have incomplete in-
formation on the true state of nature but can learn about it by observing the
policies set elsewhere. This learning then results in policy convergence, not
because the taxes chosen elsewhere affect the payoffs of a given nation’s pol-
icy, but because learning results in the reduction in information asymmetries.
Our model thus picks up the perspective taken by Slemrod (2004), where he
documents both the decline in both corporate tax rates and the international
variation of those rates.
We start the analysis by reviewing the empirical literature on policy-making

in an international setting.4 We do this in order to develop a set of overarching
patterns in the data, in particular with regards to the correlation in policies
across borders. In addition, this review of the common methodologies and
estimation strategies gives us a framework through which we can compare the
results from our model to these empirical regularities.
In a second step, we lay out our theory. We build a model where countries set

tax rates that optimally depend on a common state of nature which is a priori
unknown. In each period, each country receives a payoff that is a function of
their tax policy, the state of nature, and a random variable. This payoff then

2 It should be noted, however, that there also exist a smaller group of theories in which, due
to negative externalities, governments compete to drive FDI to other nations. The study by
Markusen, Morey and Oleweiler (1995) is an example of this “not-in-my-backyard" literature.

3See Salmon (1987) for an initial application to taxes and Brueckner (2003) for an overview.
4Although our discussion focuses on international policy diffusion, our theory equally ap-

plies to the literature on policy competition between jurisdictions within a nation. Empirical
work here includes Fredricksson, List, and Millimet, 2003, Levinsohn, 2003, Heyndels and
Vuchelen, 1998, Besley and Case, 1995, and Mintz and Smart, 2004.
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acts as a private signal revealing information about the state of nature. In
addition, in each period each country observes the taxes set elsewhere in the
previous period which contain information about the (lagged) beliefs on the
state of nature held elsewhere. As this information diffusion results in belief
convergence, so too will it lead to tax convergence. More concretely, countries
will choose to reduce their tax rate in the second round if the average first
round tax rate is below its own tax rate and vice versa. The resulting pattern
then appears as if tax rates were strategic complements and could, thus, be
misinterpreted as evidence for tax competition.
Our approach builds on the social learning literature (Gale, 1996, Gale &

Kariv, 2003, Vives, 1996) which assumes that agents can observe their neigh-
bours’actions but not their outcomes.5 We translate this theory into the realm
of policy-making jurisdictions and reinterpret the evidence accordingly. More-
over, we contribute to this literature by accounting for policy-specific aspects
(such as ideology) that affect the informational content of another country’s
actions.
In addition, we introduce adjustment costs, that is, a cost to changing the

tax rate from the one that was used in the previous period. An important impli-
cation of positive adjustment costs is that it results in an ineffi cient equilibrium,
an ineffi ciency that extends in general to any setting of social learning with ad-
justment costs. This ineffi ciency is very different from the fiscal externality that
arises in the tax competition literature. There, because one nation does not
internalize the impact of its tax rate on the tax base elsewhere (due to, for
example, capital mobility), this typically results in equilibrium taxes which are
ineffi cient. In particular, the equilibrium is often characterized by ineffi ciently
low taxes and the underprovision of public goods. Here, however, the external-
ity arises because although non-adjustment provides some information to other
countries about a given nation’s beliefs, it provides less information than ac-
tual adjustment. As the additional information from adjustment can help to
refine the beliefs and therefore choices of other nations, there is an uninternal-
ized positive information externality. A consequence of this is that adjustments
happen ineffi ciently rarely. Thus, just as our model can provide a rationale for
correlated tax rates across borders even without international linkages in real
activity, it can also result in ineffi ciencies in international tax setting.
Note, however, that we are not attempting to suggest that tax competition

for mobile capital or yardstick competition do not exist. Rather, we believe that
the mechanisms in our model complement those results and provide a richer
framework for the discussion of international policy diffusion. In particular, as
tax convergence in our model is the result of beneficial information diffusion,
our model provides a rationale for why the observed patterns in tax rates may
be less damaging than what is typically supposed.6

The remainder of the paper is organized as follows. Section 2 briefly surveys

5 In contrast, the social experimentation literature (see, for instance, Bala & Goyal, 1998)
assumes that agents can observe their neighbours’actions and their outcomes.

6Other models, including Davies, 2005, provide additional settings where inter-
jurisdictional tax competition can be welfare improving.
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In the empirical part, we focus on tax rate cuts. Note that our definition of
a tax rate cut accounts for institutional features of the corporate tax system
in countries where the observed overall tax burden on corporate income may
vary even if there is no change in national tax policies. In particular, in
countries with local business income taxes, we only consider countrywide
reforms of the local tax, but we do not consider changes which are merely
modifications at the local level. With this definition, in the 32 countries
considered 148 tax rate cuts occurred between 1981 and 2007. On average,
national governments have cut their corporate tax rate every 4 years.

Figure 2 depicts, for all years considered, the fraction of countries that
actually lowered their tax rate. Particular intensive rate-cutting activities
have occurred between 1989 and 1994 and since 1998. In contrast, during the
mid-1990s only very few tax rate cuts were observed. Only the transition
economies in eastern Europe intensively reduced their statutory tax rates.
Since 1998, our data show a general tendency toward intensified rate-cutting
activities with no particular geographical pattern.

3. EMPIRICAL APPROACH AND DATA

3.1 Empirical Model

Our empirical analysis aims at identifying the key determinants of rate-cutting
tax reforms among European countries. As discussed above, a sizable recent
literature has analyzed the determinants of countries’ business tax rates,
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Figure 1. Average statutory tax rate in European countries, 1980–2007.
Notes: Graph shows the unweighted average of statutory corporate income tax rates.
Western European countries considered (period): AT (1981–2007), BE (1980–2007), CH
(1980–2007), CY (1991–2007), DK (1980–2007), ES (1991–2007), FI (1980–2007), FR
(1980–2007), DE (1980–2007), GR (1990–2007), IE (1980–2007), IS (1990–2007), IT
(1980–2007), LU (1980–2007), MT (1994–2007), NL (1980–2007), NO (1990–2007), PT
(1990–2007), TR (1996–2007), SE (1982–2007), UK (1980–2007). Eastern European
countries: BG (1993–2007), CZ (1992–2007), EE (1995–2007), HR (1995–2007), HU
(1992–2007), LV(1995–2007), LT (1995–2007), PL (1992–2007), RO (1994–2007),
SI (1995–2007), SK (1992–2007).
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Figure 1: Statutory tax rates in European countries, 1980-2007 (Source: Heine-
mann et al. 2010)

the main findings of the empirical literature and discusses them from the theo-
retical point of view. Section 3 presents the model, derives the main results and
discusses some extensions. Section 4 concludes.

2 Literature: Theory and evidence on corporate
tax policy in open economies

In this section, we review the empirical literature on international tax competi-
tion (and international policy competition in general). Our goal here is two-fold.
First, we seek to develop a set of empirical regularities into which a model of
policy diffusion should be able to provide insight. Second, by reviewing the
methodologies used in the empirical literature, it will ease our discussion of how
our model can provide comparable patterns to what is observed in the data.

Regularity #1: Persistent secular downward trend in corporate tax
rates. As discussed in detail in Slemrod (2004), starting in the 1980s, there
has been a persistent downward trend in corporate tax rates in nearly all OECD
countries as illustrated in Figure 1. The literature provides us with four alter-
native explanations for interpreting this trend.
First, the most popular approach is to point at the abolishment of capital

controls in the 1980s which are supposed to have opened the gate to tax compe-
tition. Presuming that mobile capital is driven off by relatively high tax rates
(something confirmed by the bulk of the literature, with de Mooij and Ederveen
(2008) providing an overview), the resulting competitive pressure presumably
led to the downward trend in corporate tax rates.
Second, the reason for the common trend in tax rates could be yardstick

competition. As formalized by Besley and Case (1995), this is a situation in
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which the political success of a politician depends on the attractiveness of their
policies relative to the policies in place elsewhere. When some countries demon-
strate that providing public goods is possible with lower corporate tax rates, this
is observed by other countries’electorates who then pressure their government
to follow suit. This then could also result in the observed tax trends.
Third, and building off of either of the first two explanations, is that there

has been a policy shift by a "leader" country such as the US. As is well-known,
the US reduced its taxes between 1986 and 1988 and other countries followed
suit. As first expressed by Gordon (1992), this interaction is strengthened by
the US’s role as the largest and most important capital exporter. Under the tax
credit system, countries hosting US FDI with tax rates between the pre-reform
and post-reform US rates would for the first time find that US investment was
responsive to their tax. Accordingly, a drop in the US corporate tax rate could
make a reduction in host countries’tax rates necessary.7 In addition, there is
the possibility that during the mid-1980s there was a change which gave the
US leadership status in the Stackelberg sense, that is, led it to use its own
tax policy to strategically manipulate those elsewhere. This change may have
then resulted in a shift in US taxes as it sought to exploit this new advantage,
something which then filtered through the follower countries.
Finally, the common downward trend could be due to common movement in

the national characteristics that drive tax setting. For example, it could be the
result of a common intellectual or ideological shift across OECD countries in
favour of a lower tax rate regime. Indeed, such a possibility seems in line with the
fact that the political landscape during the 1980s was dominated by leaders such
as Margaret Thatcher, Ronald Reagan, and Helmut Kohl; all conservatives who
may have shaped their societies and policies towards a more business-oriented
attitude.
Thus, the existing literature by and large attributes the change in tax rates

to either some form of competition (where the payoffs to a tax rate in one
country depends on those elsewhere) or coincidence driven by a common trend
in determining factors.

Regularity #2a: Countries react to their neighbours’tax rate changes.
The most recent (and most sophisticated) empirical studies find that an individ-
ual country’s tax policy reacts to tax changes in other countries, see Devereux
et al. (2008), Davies & Voget (2009), Overesch & Rincke (2011) etc. The re-
sults from this literature suggests that countries can be observed to cut their
tax rates because their neighbours did so.

For later use, it is worthwhile to have a closer look at the primary methodol-
ogy in this literature which has been a spatial econometric approach.8 In these

7Whalley (1990) considers the first two alternative approaches and concludes that neither
of them is able to account for the similarities in the tax changes of the countries under
consideration.

8For a complete treatment, we defer the interested reader to Anselin (1988).
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works, the general regression specification is:

Ti,t = Xi,tβ + ρ
∑
j 6=i

ωj,i,tTj,t + εi,t (1)

where Ti,t is a policy by country i (be it tax, environmental, labor, or other
policy), Xi,t is a vector of characteristics specific to country i (which can include
lagged values and/or information on other countries), εi,t is an error term, and∑

j 6=i ωj,i,tTj,t is known as the spatial lag. The spatial lag is the weighted
average of the policies across other countries.9 It aggregates the policies of
other countries into a single variable using a weighting scheme where ωj,i,t is
the weight that i assigns to another country j in year t. Typically, these weights
sum to one (known as row standardization). The choice of weight is a crucial
one because it determines the responsiveness of i to j’s policy (given by ρωi,j,t).
A number of different types weighting schemes have been used in the literature.
The simplest of these is an equal weighting scheme, i.e. with N countries,
ωj,i,t = 1/N .
If it can empirically be shown that other countries’ tax policy is causal

for a country’s tax policy choices, then the fourth alternative outlined above
— changes in common underlying factors —would become less plausible. In a
properly specified econometric model, a common change in, say, the ideologic
shift towards tax policy, would be captured by the control variables, not by the
spatial lag coeffi cient. Thus, these studies imply that the observed relationship
between taxes in one country and those elsewhere is not due such a common
shift. However, they do not allow for a distinction between the other explanation
approaches..

Regularity #2b: Countries react to their neighbours’tax rate changes
within regions (clustering). A frequently used class of weighting schemes
is one based on geographic proximity. This can be a variant of the equal weights
where only neighboring countries receive a positive weight (something used by
Altshuler and Goodspeed (2007) and Devereux, Lockwood, and Redoano (2008)
in their studies of corporate taxes). Alternatively, weights can be a declining
function of the distance between countries i and j (as was employed by Davies
and Naughton, forthcoming, in their study of environmental policies and by
Davies and Vadlamannati, 2013, in their study of labor policy). Klemm and van
Parys (2012) bring these two together and use inverse-distance weights within
a region, but assume zero weights across regions. These distance schemes are
based on the empirical regularity that FDI is deterred by distance between the
parent and host (see Blonigen and Piger (2011) for a recent overview of FDI
determinants). Thus, a tax rate reduction close to country i may be more suc-

9Note that this variable is often considered endogenous, either due to errors correlated
across countries or due to "strategic" endogeneity as suggested by the competition literature.
As discussed by Anselin (1988) and many others, there are several methods available for
dealing with this which are not germane to our analysis. We do wish to point out, however,
that one method for dealing with this endogeneity is to use t− 1 values for the spatial lag.
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cessful in attracting away i’s capital, forcing it to respond more to a proximate
country than a distant one.
In general, the significance of the estimated spatial lag coeffi cient increases

when using these distance weighting schemes than when using equal weights.
An implication of such a scheme is that if countries respond more to neighbours,
this results in a geographic clustering pattern. This led Klemm and van Parys
(2012), among others, to argue that tax competition for mobile capital is greatest
within geographic areas. However, it must be noted that this does not preclude
the possibility of yardstick competition driving such estimates. If the electorate
of one country finds it easier to observe the policies set by proximate nations,
this would result in a comparable pattern of tax reactions.

Regularity #2c: Large countries are leaders in international tax set-
ting. Instead of distance-based weights, some studies such as Devereux, Lock-
wood, and Redoano (2008) use GDP-based weights, i.e. ωj,i,t = GDPj,t/

∑
k 6=i

GDPk,t.10

A second example of this is Davies and Vadlamannati (2013), who also use
population-based weights.11 The rational behind such weights is again driven
by the FDI determinants literature which finds that FDI is generally attracted
to large countries. This suggests that country i may be forced to respond more
to tax cuts by large countries than small ones. Indeed, the theory of Haufler and
Wooton (1999) shows that large countries may be expected to win over small
ones when competing for FDI.
As with the distance weights, using size weights improves the significance

of the spatial lag relative to equal weights. However, as there is no test for
which weighting scheme is "correct", the empiricist must cannot definitively say
whether size or distance matters more. What can be said, however, is that the
estimates indicate that a given nation responds more to some nations —including
large ones —than it does to others. Again, however, it must be noted that if
it is easier to observe the policies of a large country, yardstick competition can
again be driving the results.
An important distinction here is that the above discussion refers to large

countries as “leaders" but that this does not imply leadership in the Stack-
elberg sense. There, leadership also conveys the ability to use one’s own tax
to manipulate the tax rate of others. In an unpublished working paper, Alt-
shuler & Goodspeed (2007) consider whether the US has taken the position of

10Davies and Klasen (2013) also use GDP weights in their study of overseas development
aid where the motivation was that when deciding the amount of aid to provide a recipient
nation, a donor country gives greater consideration to the donations of large countries than
small countries.
11Others use weighting schemes based on the "attractiveness" of a given location. Examples

of this include Devereux, Lockwood, and Redoano’s (2008) use of FDI as a weight, Exbrayat’s
(2009) phi-ness weights, and Davies and Voget’s (2009) market potential weights. More re-
cently, some papers have begun to employ multiple spatial lags to examine whether a given
country responds differently to another based on some classification such as EU membership
(Davies and Voget (2009), Redoano (2007)) or OECD membership (Davies and Naughton,
2006), or level of development (Davies and Vadlamannati, 2013).
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a Stackelberg leader in international tax competition and find some supporting
evidence.12 Leadership within Europe by Germany or the United Kingdom can-
not be confirmed, however. In the light of the other empirical studies discussed
above, it is nevertheless evident that potential US leadership is only one part
of the international tax setting story since both tax credit and tax exemption
countries seem to react to one another.

Regularity #3: More open economies react more strongly. In addition
to considering whether the response of given nation i to the tax of j depends
on j’s characteristics, some evidence documents an effect of i’s characteristics
on its resonse. For example, Devereux et al. (2008) report that countries with
less strict capital controls are more sensitive to their neighbours’ tax policy
choices. This could effectively be a strong hint to tax competition as the main
cause for spatial correlation would be associated with capital flows between
countries.13 However, more open countries may also be those where it is easiest
to observe policies set elsewhere, bolstering the case for yardstick competition.
Furthermore, Overesch & Rincke (2011) reexamine this linkage and show that
it is not robust. Thus, while there is some suggestion that more open economies
react more strongly to tax changes elsewhere, this must be treated with some
caution.

Regularity #4:: Stickiness of corporate tax rates. A characteristic fea-
ture of international tax rate setting is the infrequent rate of adjustment. Heine-
mann et al. (2010) report that, on average, national governments change their
tax rate every four years. When combined with the typical legislative period’s
four year length, this means that the average elected government changes the
tax rate once. This hints at some association with the political system, and is
thus suggestive of yardstick competition. However, it is equally plausible that it
stems from the new government re-assessing the marginal cost of public funds
or deriving new estimates of the capital demand elasticities and then adjust-
ing the tax rate. Alternatively, this could also stem from an adjustment cost
indicating that it is only when the current tax policy becomes suffi ciently di-
vergent from current conditions that a government makes an adjustment. As
such, Heinemann et al.’s results indicate that a tax rate adjustment cost is a
desirable feature of a theory of tax setting.

Towards a learning based theory of tax competition In the next sec-
tion, we present a model of a learning based model of tax policy diffusion. We

12Stackelberg leadership by the large(st) country is usually simply assumed as in Gordon
(1992) or Baldwin & Krugman (2004). It should be noted that Kempf & Rota-Graziosi (2010)
show that, if one endogenizes the leadership role, it is likely that the small country leads the
tax competition.
13This is not to say that there are no studies which make the plausible case for yardstick

competition on the community level. For instance, Bordignon et al. (2003) show for Italian
municipalities that interaction in tax rates only occur in jurisdictions with high degrees of
political competition.
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will argue that the above discussed findings and data pattern may be explained
by countries learning from each other without any tax competition or yardstick
competition involved. In doing so, our theory will explain the persistent down-
ward trend in tax rates, the seemingly causal relationship between tax rate cuts
and the stickiness of corporate tax rates. Nevertheless, our model differs in
critical ways from the explanations discussed above. First, in our model there
are no real externalities in the form of capital flows or anything else. Because of
this, a change in one country’s policy does not impact the payoff to the policies
chosen by another country. Nevertheless, unlike capital, information does move
between countries, creating an information externality. Second, our approach
differs from yardstick competition because it does not rely on an asymmetric
information problem (but rather on an incomplete information problem). There-
fore the information spillovers affect choices in a very different manner than in
yardstick competition. Moreover, there are no political economy aspects to our
story (although they would be straightforward to integrate). Third, the shared
tax movements in our model come about not due to changes in a common un-
derlying parameter, but due to the arrival of new information, both from a
country’s own experience and that of others.
With that said, we see our approach as complementary to the explanations

discussed above.14 In no way do we seek to suggest that countries do not
compete for mobile capital or that electorates do not base their voting decisions
in part on their observations of what transpires elsewhere. While we could
embed our learning-based model in a tax competition or yardstick competition
model, we instead shut down those channels of policy diffusion in order to focus
on the specific contributions our approach makes.

3 Model

Intuition We consider a model with many countries, the welfare of which de-
pends on a non-observable state of nature. For each potential state of nature,
there is an adequate policy response. By observing their past policy experi-
ence, countries form beliefs on the true state of nature and adjust their policies
accordingly. If the unknown state of nature is common to all countries within
a group (a network), a country may not only use its own experience but may
infer the other countries’experience by looking at their policy choices. If the
inference is correct, the behavior will yield conditional convergence - something
which is frequently observed in the data.
As an example, consider the unknown state of nature to be the extent of tax

evasion (which is, by definition, not easy to observe) or, more generally, the ex-

14Brueckner (2003) offers a taxonomy of models of strategic government interaction. He
proposes two categories, spill-over models and resource-shift models. In spill-over models,
the objective function of an individual government directly depends on the actions taken by
other governments. In resource-shift models, the objective functions depend on the quantity
of resources within its borders which itself depends on the actions taken by all governments.
Both models give rise to reaction functions. The learning based theory of international tax
rate setting is different from both types of models.
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tent to which agents react to taxation. Simply by observing current tax revenue,
a country’s government cannot precisely infer the degree of taxpayers’elasticity
towards taxation. Inference requires a suffi ciently large number of observations
to identify the true relationship between taxes and payoffs. Observing other
countries’tax policy choices increases the number of observations and, thus, the
preciseness of the elasticity estimates.
An important feature of our model is that, in contrast to the tax competition

or yardstick competition models, the welfare of an individual country does not
depend on the tax rates set elsewhere. Similarly, a country’s own tax policy
will affect its own tax base and has no effect on other countries’welfare. We
will show that, nevertheless, tax policy may be ineffi cient because a tax rate
change reveals information and, thus, makes other countries’belief formation
more effi cient.

Model setup Consider a setting with N ≥ 2 infinitely-lived countries which
are indexed by i. Countries are ex-ante characterized by a vector of local, time-
invariant characteristics xi and an initial policy scalar Ti,0 which we will refer to
as the “tax rate" for simplicity of exposition.15 In addition, there is a common
state of nature S which is drawn in period 0 from a cumulated distribution
function FS (S) where fS (S) = F ′S (S) denotes density function. The true
state of nature is unobserved by countries. In each period, the government in
country i sets a tax rate Ti,t. This happens simultaneously across countries.
If Ti,t 6= Ti,t−1, the government incurs a one-time adjustment cost α ≥ 0.
Following tax setting, a gross-of-adjustment cost payoff, wi,t, is received, given
by

wi,t = U (Ti,t;xi, S) + εi,t (2)

where εi,t is a random variable distributed independently around its mean zero.
The randomness prevents i from perfectly extrapolating S from its payoff. Given
Ti,t
We assume that country i can observe past tax rate choices of a set of

countries denoted by Ωi. Following Gale and Kariv (2003), this would define
the countries that i is connected to, thereby defining the information network
architecture. 16 Furthermore, F (.), H (.) and the xis are common knowledge
within the network Ωi. Whereas the Ti,t can be observed as soon as they are
set for i ∈ Ωi, the wi,t is private information of country i.17 Thus, in period

t, country i has an information set Ii,t =
{
{wi,k}t−1

k=0 , {Tj,k}
t−1
k=0

}
for j ∈ Ωi

consisting of its own payoff history and the tax rates by other countries in the
network.
Given this information, country i forms a belief about the true state of

15We could allow xi to vary over time, however, as long as it is known in each period,
implying that the government is able to use its payoff to make inferences on the state of
nature, none of our results would change.
16For the moment, we treat the set Ωi as constant over time.
17The case in which wi,t is observable by other countries will be discussed later on.
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nature, denoted by

bi,t = E (S|Ii,t) =

∫ +∞

−∞
S̃fS

(
S̃|Ii,t

)
dS̃ (3)

fS

(
S̃|Ii,t

)
denotes the conditional density of an arbitrary value of S denoted

by S̃ given the information set Ii,t.

Let T̂i,t ≡ arg maxTi

{
wi(Ti) |b̂i,t

}
be the tax rate that maximizes the cur-

rent payoffs for given beliefs b̂i,t. The arguments xi and S in the payoff func-
tion will be suppressed for presentational ease. We will refer to T̂i,t as the
information-conditioned optimal (ICO) tax.18 From the viewpoint of period t,
T̂i,t+1 is a stochastic variable with distribution function Gt (.) with mean T̂i,t,

i.e. E b̂i,t T̂i,t+k = T̂i,t for all k, and variance σT̂t , Gt
(
T̂i,t, σ

T̂
t

)
. The variance

σT̂t declines in t. Note that when Ωi 6= ∅, the beliefs of i in t depends on the
tax rates elsewhere in t − 1 and, as a result, so too will its tax rate in t. This
has a parallel in the spatial lag literature where the weighted sum of t− 1 taxes
elsewhere are used as an explanatory variable for that tax rates a given country
sets in t. As a final piece of notation, denote the optimal tax, that is, the one
that would maximize expected welfare if the true state of nature were known
with T ∗i (xi, S).

Belief formation, policy choice and learning in isolation As a baseline,
consider the case in which Ωi = ∅ for all i, that is, countries do not observe one
another’s choices, i.e. the model is described by N unconnected networks.19

This implies that country i’s information set, Ii,t, has 2t elements, and is given

by Ii,t =
{
{Ti,k, wi,k}t−1

k=0 ,
}
.

In isolation, the conditional density of an arbitrary value of S̃ is calculated,
using Bayes’formula, by

fS

(
S̃|Ii,t

)
=

∏t−1
s=0 fw

(
wi,s|

(
S̃, Ti,s

))
· fS

(
S̃
)

∏t−1
s=0 fw (wi,s|Ti,s)

(4)

where
∏t−1
s=0 fw (wi,s|Ti,s) =

∫ +∞
−∞

[∏t−1
s=0 fw

(
wi,s|

(
S̃, Ti,s

))
· fS

(
S̃
)]
dS̃.

The following lemma characterizes the belief formation under isolation.

Lemma 1 (i) limt→∞bi,t = S.
(ii) E(bi,t+s|Ii,t) = bi,t for all s.

18Although it is not necessary, to ease exposition, we will often treat this as single-valued
for all xi and b̂i,t.
19This is equivalent to a setting in which the state of nature is country specific and is

independently determined across countries, something discussed below.
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Proof. To be added.
In the absence of adjustment cost, α = 0, any change in beliefs will trigger a

change in the tax rate Ti,t. Put differently, in each period t, Ti,t = T̂i,t. If there
is a non-zero adjustment cost, the tax rate will only be adjusted if the discounted
stream of surplus is at least equal to the adjustment cost. The following lemma
proves that it suffi ces to compare the expected welfare from sticking to the tax
rate in place forever to the welfare from changing it once and then sticking to
it forever.

Lemma 2 Country i changes the tax rate to T̂i,t whenever∫ +∞
−∞

[
U
(
T̂i,t;xi,S̃

)
− U

(
Ti,t−1;xi,S̃

)]
· fS

(
S̃|Ii,t

)
dS̃

1− δ ≥ α (5)

Proof. To be added.
We can now state the following proposition.

Proposition 1 (Learning in isolation) Assume that Ωi = ∅. (i) For t→∞,
learning is perfect and, given the amount of information, effi ciently quick.
(ii) Assume that α is not prohibitively large. There is conditional convergence in
tax rates. In the presence of adjustment costs, convergence remains imperfect.

Proof. (i) Following Lemma 1, bi,t converges to S as time passes on. In
this sense, learning is perfect. Since learning does not depend on tax rate
adjustments (and, thus, not on the adjustment cost) learning is effi ciently quick.
(ii) Since S is common for all countries, there is convergence, conditional on xi.
Lemma 2 proves that tax rates may not be adjusted to their final value T ∗ (S).

If all countries are learning in isolation but share a common S, tax rates
will tend to converge simply as a consequence of the converging beliefs. It is
notable that this is precisely what is found in Slemrod (2004) who reports that
corporate tax rates displayed significant convergence in tax rates from 1975 to
1995.

Belief formation, policy choice and learning in completely connected
networks Now, consider the case of Ωi 6= ∅. Countries in Ωi share a common
S and observe all others’ tax choices. In the terminology of Gale and Kariv
(2003), this is a completely connected network.20 By choosing Ti,t, country i
conveys information to observers about its beliefs and, thus, about S. Thus,
country i’s belief about S in period t depends not just on its own experience, but
on what it is able to intuit from the actions of others. As such, its information
set Ii,t is substantially larger than when learning is in isolation. Instead of
having 2t elements, the information set now has (N + 1) t elements, i.e. Ii,t ={
{Ti,k, wi,k}t−1

k=0 , {Tj,k}
t−1
k=0

}
for all j ∈ Ωi.

20We consider the case in which countries observe a subset of others, i.e. an incomplete
network, below.
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We start by considering the case of costless adjustment. Then, as in isolation,
each country i will set Ti,t = T̂i,t for all t. Therefore, by observing country
j’s tax rate, T̂j,t−1 with j ∈ Ωi, country i can perfectly induce j’s welfare
level w̃j,t−2 and beliefs b̃i,t (where the tilde represents inferred values).21 Since
in equilibrium all countries use the information effi ciently, i.e. correctly, and
identically, the effective information set, denoted by Îi,t, is given by

Îi,t =
{
{Ti,k, wi,k}t−1

k=0 , {Tj 6=i,k, w̃j,k}
t−2
k=0 , {Tj 6=i,t−1}

}
for all j ∈ Ωi. Thus, the

information sets across countries are equal with the exception of wi,t−1 which
is found in Îi,t but not in Î−i,t.22

When adjustment is costly, some countries may not adjust their tax rates
in each period because the expected gain from adjustment does not outweigh
the expected cost. In these cases, information on payoffs and beliefs is only
imperfectly transmitted. The other countries can, nevertheless, deduce infor-
mation from the fact that the tax rate has not been adjusted. Each time a
country does not adjust, there is a loss in information. If the country ad-
justs in a later period, some of the information is retrieved, but only imper-
fectly. Note that the estimation errors do not net out across different coun-
try observations since deviations in both directions cause an expected loss
in welfare. Let w̃ej 6=i,k denote the estimated welfare of other countries (from
the viewpoint of country i). Then, country i’s information set is given by

Îei,t =

{
{Ti,k, wi,k}t−1

k=0 ,
{
Tj 6=i,k, w̃

e
j,k

}t−2

k=0
, {Tj 6=i,t−1}

}
for all j ∈ Ωi.

In completely connected networks, the conditional density of an arbitrary
value of S̃ is calculated, using Bayes’formula, by

fS

(
S̃ |̂Iei,t

)
=

∏t−1
s=0 fw

(
wi,s|

(
S̃, Ti,s

))
·
∏
j∈Ωi

∏t−2
s=0 fw

(
wj,s|

(
S̃, Tj,s

))
· fS

(
S̃
)

∏t−1
s=0 fw (wi,s|Ti,s) ·

∏
j∈Ωi

∏t−2
s=0 fw (wj,s|Tj,s)

(6)

where
∏t−2
s=0 fw (wj,s|Tj,s) =

∫ +∞
−∞

[∏t−2
s=0 fw

(
wj,s|

(
S̃, Tj,s

))
· fS

(
S̃
)]
dS̃.

The following lemma characterizes the belief formation under isolation.

Lemma 3 In completely connected networks, Lemma 1 holds (with Ii,t being
replaced by Îei,t).

Proof. To be added.
The subsequent lemma describes the tax setting in completely connected

networks.

21Note that this type of learning does not begin until t = 2 since the welfare levels before
period 0 do not convey information on S (which is drawn at the beginning of period 0).
22Note that the effort to reach these inferred beliefs can be substantial as they are all

interrelated. We discuss the idea of rational inattention, one form of limited processing ability,
below.
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Lemma 4 Country i changes the tax rate to T̂i,t whenever∫ +∞
−∞

[
U
(
T̂i,t;xi,S̃

)
− U

(
Ti,t−1;xi,S̃

)]
· fS

(
S̃ |̂Iei,t

)
dS̃

1− δ ≥ α (7)

Proof. To be added.
Since Îei,t is much larger than Ii,t in isolation, policy choices can be based on

more and, in expected terms, more precise information.23 Tax rate adjustments
in country j ∈ Ωi affect the information set Îei,t. This is characterized by the
following Lemma.

Lemma 5 A tax rate adjustment in country j increases expected welfare in
country i 6= j.

Proof. For the proof, we compare the situations with and without a tax rate
adjustment in j. Assume that country i is on the edge of being indifferent
between changing and keeping the tax rate Ti,t−1. Without a change in j’s tax
rate, country i will stick to Ti,t−1. Then, a change in Tj,t reveals information
such that either i keeps the tax rate or it changes it to T̂i,t. In the former case,
the tax rate change does not affect country i, in the latter country i is either
indifferent or better off. That is, country i benefits in expected terms from more
information due to a tax rate change in j.

Lemma 5 implies that beliefs become more accurate and
∣∣∣b̂i,t − S∣∣∣ smaller

the larger the information set.
We can now state Proposition 2.

Proposition 2 Assume that Ωi 6= ∅ and α is not prohibitively large. (i) Learn-
ing (and convergence) are faster than in isolation as long as α is not too large.
(ii) The speed of learning (and convergence) increases in N and decreases in α.
(iii) If α > 0, the number of tax rate changes (and, thus, the speed of learning)
is ineffi ciently low.

Proof. Parts (i) and (ii) are a direct consequence of the larger size of the
effective information set in completely connected networks. If α is too large, no
country will ever adjust and, as a consequence, inference becomes impossible.
The effective information set is then equal to the one under isolated learning.
Part (iii) follows directly from Lemma 5.
Part (iii) of the above Proposition points to a new type of externality in tax

setting. It arises because adjustment carries greater information to other coun-
tries, allowing them to refine their beliefs and make better choices on whether to
adjust themselves and, if so, what tax to use. In principle, the countries could
coordinate themselves and subsidize each other’s tax rate adjustment. Note,
though, that there is no clear direction of the bias in tax rates that will occur
due to the externality. Learning is ineffi ciently slow, but the theory does not

23Note that this is in expectation because through happenstance the information can be
inaccurate, leading country i to temporarily move its beliefs away from the true state of nature.
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allow to derive whether optimal tax rates are approached from above or from
below something that will depend both on the initial tax rates Ti,0 and on the
random payoff components in the early periods (where they have a large effect
on beliefs).

Implications for empirical testing In the following, we describe and dis-
cuss a number of implications for empirical research.
First, whereas convergence in tax rates occurs under isolated learning and

in complete networks, our model predicts that countries react to each others’
tax rate settings if they are in the same network. In contrast to the existing
theories, the co-movement of tax rates does not rely on the tax rate in one
location changing the payoffs in another. The externality is a pure information
externality. Empirical findings that allow for establishing causal relationships
between the neighbours’tax rates and a country’s own tax rate setting are thus
in line with our model.
Second, the tax rate pattern predicted by our model looks as if tax rates were

strategic complements, i.e. an increase in a tax rate in one country may trigger
an increase in a tax rate elsewhere (precisely the finding in the empirical tax
competition literature, e.g. Devereux, Lockwood, and Redano, 2008). For the
sake of exposition, assume that xi is the same across countries. Then,countries
for which Ti,t−1 6= 1

N−1

∑
k 6=i

Tk,t−1 will on average revise their beliefs so that the

ICO tax is the average tax rate of all countries.24 This implies that lower than
average tax countries will increase their tax rates while higher than average
countries will cut theirs.
Third, the speed of convergence increases in the number of network members.

While it may seem diffi cult to identify networks in the data, it is rather common
than the exception to assume some sort of network in the existing studies which
usually presume that, for instance, tax competition within the EU is different
from tax competition with the US. An interesting effect occurs when the network
becomes larger, for instance, if the EU is enlarged (see Davies and Voget, 2009).
Fourth, if adjustment is costly, the countries most likely to adjust their tax

rates will be those whose tax rates differ the most from this average —a finding
in Heinemann et al. (2010). This is because countries who are near the world
average will find that the information which comes in from others does not
impact their beliefs by enough to induce action.
A fifth —and somewhat speculative —implication of the learning process is

that some countries may feature more heavily in forming the beliefs of others.
In particular, a country with less noise in its own payoff, will on average have
more accurate beliefs on the true state of nature after the first period.25 Because
the information content in such a country’s actions are greater, other nations
will give greater weight to that nation’s actions when revising its beliefs. This
would then give a new justification for using non-equal weights in a spatial lag

24Note that this is on average because the period t beliefs will still include information on
wi,t (meaning that information sets still differ somewhat).
25 In fact, when σεi = 0, i would be able to perfectly deduce S after one period.
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regression. For example, if the payoff noise is inversely related to country size,
this would motivate the use of GDP or population weights.26

Incompletely connected networks Now assume that each country only
observes an exogenous subset of the other countries, i.e. where Ωi is smaller
than the set of countries for at least some i. This is known as an incompletely
connected network (Gale and Kariv, 2003). This network structure can result
from either a limited flow of information (such as when a country observes
only the tax rates of its neighbors) or a limited ability to process the incoming
information (such as the rational inattention literature of Sims (1998, 2003) and
others).27

In the extreme, the set of countries is simply divided into a collection of sepa-
rate, non-overlapping groups where either states of nature are correlated within
groups but not across groups or in which countries observe in-group actions, but
not out-of-group actions. Here, the situation is simply a repeated version of the
one discussed above with the prediction that what transpires within one peer
group has no impact on what happens elsewhere. Indeed, Klemm and van Parys
(2012), who estimate responsiveness of the tax incentives of one nation to those
elsewhere find evidence of diffusion within Latin America and Africa, but not
across regions. Thus, if geography inhibits the flow of information (or separate
states of nature are drawn for different regions), then our model could result in
such a pattern of tax policy responsiveness. These separate groups could also
arise from other factors such as the level of development or ideology that inhibit
the ability of a member of one group to collect or interpret the information from
a member of another group.
Alternatively suppose that the Ωis intersect with one another, i.e. the net-

work is incompletely connected. As discussed in Gale and Kariv (2003), there
are a number of different network architectures that can be considered, however

26One way to extend the model in this fashion is to let each nation be the aggregation of
a number of local jurisdictions, each of which receives their own independently-drawn payoff
comparable to wi,t. As the number of jurisdictions increases, this would represent an increase
in the number of observations flowing to the national government each period, improving the
accuracy of its beliefs just beliefs become more accurate over time. Alternatively, a case can
be made that the information gathered by developed nation governments may be of a better
quality than what is collected by the government of a developing country. As such, it would
be appropriate to give greater weight to the actions of developed countries both when forming
beliefs and in constructing a weighting scheme for spatial estimation. Davies and Naughton
(forthcoming) find that countries are more sensitive to the environmental policy of OECD
members than to those of non-members. A similar difference in the quality of information
could be linked to ideology or culture with the quality of information relatively noisy in nations
where individual privacy is a primary concern. Although we are unaware of any study that has
attempted to do so, one method of constructing such a weighting scheme for estimation would
be to use the Hofstede (2001) “Individualism versus Collectivism" measure. The Hofstede
cultural measures were found to be significant predictors of FDI by Davies, et. al (2008).
27One example of the costs of processing information and its impact on tax policy is found in

information exchange, the process by which one tax authority provides information to another
regarding a multinational active in both. Although intended to curb tax evasion, the cost of
collecting and translating information can be a significant barrier. Vann (1996) and Krabbe
(1996) provide additional discussion.
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Figure 2: Incompletely connected networks

all converge (conditional on the xis) to the same equilibrium actions in a finite
amount of time. The rate of this convergence, however, does depend somewhat
on the network architecture, that is, who observes the actions of who.
Consider, for instance, the network displayed on the left hand side in Fig-

ure 2. Here, the N countries are distributed on a circle and observe only the
actions of their neighbors. More concretely, let France (A) observe Germany
(B) and Spain (E), Germany (B) observe France (A) and Austria (C), and so
forth. Starting in period 1, France’s tax rate is based solely on its own experi-
ence, (wA,0, TA,0), and the a priori distribution of S. In period 2, France has
observed the first period tax rates in Germany and Spain and has inferred their
experience,

(
w̃eE,0, TE,0

)
and

(
w̃eB,0, TB,0

)
. In addition, it has its own experience

history, (wA,0, TA,0) and (wA,1, TA,1). In period 3, France again observes tax
rates in Germany and Spain, but knows now that they are based on information
from these two countries as well their direct neighbours. Of course, France is
unable to correctly induce the welfare levels wi,1 from one observed tax rate,
but it may learn about the average experience in these countries that led to the
choice of Ti,1. In period 4, information from two more countries enter the infor-
mation set of France via their influence on France’s neighbors’neighbors, and
so forth. In general, an individual country learns about its direct neighbours’
experience with a lag of one period, its second direct neighbours with a lag of
two periods, its third direct neighbours with a lag of three periods, and so on.
Thus, learning is effi cient, albeit in a more limited way (since a country does not
directly observe non-neighbor taxes) and with a longer delay. An implication
of the network structure is that an individual country i will give larger weights
to the observations from its neighbours than to its own experience, with the
weights increasing over time. This is because neighbours’actions are based on
i’s own tax history (which i already knows) as well the tax history of nations
that i cannot directly observe.
From the perspective of the empirical literature, incompletely connected

networks would lead to spatial lags that include only the policies of neighboring
countries, as done by Altshuler and Goodspeed (2007). A more general model
would be based on the assumption that a country observes the actions of others,
but that observation is distorted or delayed with the noise or lag increasing with
distance. In that setting, although distant countries would still influence the

17



A

B C

b)
a1 a2

b2

c1

c2

b1

A

B C

c)
a1 a2

b2

c1

c2

b1

a)

A

B

C

D
E

F

Figure 3: Hubs

beliefs and taxes of a given country, their importance would be muted. As such,
the spatial lag could be constructed with weights that are decreasing in distance,
something done by Davies and Vadlamannati (2013) and others. In particular,
Davies and Naughton (forthcoming) discuss the different implications of various
distance-based weighting scheme in their study of environmental policy diffusion.
An alternative network structure is depicted on the right hand side of Figure

2. While the circle on the left hand side implies a symmetry across countries,
the line in b) implies that there are dead ends (“peripheries”) on the left and
on the right.28 After period 2, countries B and D will give more weight to
observations from C than from A or E since they contain more information.
Similarly, countries A and E will give more weight to observations from B and
D relative to their own experience since they contain more information. In such
a setting, country C (“the center”) has, from period 3 onwards, the largest
information set and, thus, the most precise belief. In an empirical setting, it
would therefore have a greater than average impact on the taxes of others.
A twist on the incomplete network structure is one with overlapping net-

works. Figure 3 presents examples which build from the circular structure of
Figure 2, panel a. In Figure 3a, A is a large country surrounded by smaller coun-
tries B to F. Whereas A can observe each other country’s actions, the smaller
ones only observe their direct neighbours including country A. Again, there will
be different learning speeds and differently accurate beliefs. Country A has the
most and best (i.e. most recent) information. Therefore, each of the small coun-
tries will base its beliefs more heavily on the large country’s past actions than
on those of other small countries. In this sense, the hub nation A becomes acts
as a "leader" and has a greater impact on the policies of other countries. Alt-
shuler and Goodspeed (2007) find that other OECD countries’corporate taxes
respond more to the US tax rate than to that of neighboring countries. This
would be consistent with the type of structure in Figure 3a with the US acting
as a hub.
In Figure 3b, a multi-centric world is depicted with three large countries (A,

B and C) each of which has its own “backyard" or subnetwork (a1, a2 and so on).
Whereas the large countries observe each others’actions and their subnetwork,

28Baldwin and Krugman (2004) provide a model of tax competition between a core country
and the periphery.
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the smaller backyard countries only observe each other and the large country in
their subnetwork. Such a setting could occur when observation capacity is linked
to trade flows. Whereas small countries only trade with the largest country in
the region, the large countries engage in interregional trade. Now, there are
three ’leaders’with superior information that get larger learning weights from
their backyard countries. From an empirical point of view, spatial lags could be
weighted with trade flows in order to capture connectedness.29

Regardless of the precise structure of the network, however, three results
carry over from the completely connected model. First, because even in an
incompletely connected network more information arrives to each i than in iso-
lation, learning in the group is faster than in isolation. However, this learning
is slower than in a completely connected network.30 Second, although gradual,
learning in an incompletely connected network is perfect in a finite amount of
time. Third, in the presence of positive adjustment costs, there is underad-
justment relative to the social optimum due to the uninternalized externality
of conveying information. An important difference to the case of completely
connected networks is, however, that the speed of learning may differ across
countries.

Proposition 3 Prop. 2 holds in incompletely connected networks if Ωi /∈ ∅ for
all i.

Proof. The proof follows from the positive expected value of an additional
piece of information.

Non-shared states of nature In the above, we assumed that all countries
in a network shared the same state of nature. Alternatively, assume that the
states of nature S are not identical across countries, but are correlated with one
another, though imperfectly.31 The Si are assumed to be jointly distributed ac-
cording to some joint cumulated distribution function F (S1, ..., SN ). Observing
the behavior of other countries still conveys useful information but due to the
imperfect correlation of Si across countries, the informational content is limited.
Nevertheless, as t → ∞, learning remains perfect and each country’s tax will
converge to T ∗i (xi,Si) (up to the limits created by adjustment costs). The speed
of this convergence will lie between that when learning in isolation and when
S is common across countries. As such, there are still welfare gains relative to
learning in isolation and an unrealized positive externality from adjustment.
Another implication is that countries will extract more information from

countries whose states of nature are more correlated with their own. For exam-
ple, states of nature may be more correlated between proximate countries than
distant ones. This would provide a rationale for using a distance-based weighting
29Although we do not know of such an estimation, Exbrayat (2009) uses a measure of overall

trade openness as a weighting scheme.
30Gale and Kariv (2003) provide simulation results that compare the speed of convergence.
31 If the country-specific states of nature are independently distributed, then no country

learns anything of use by observing the actions of others. As such, the game is equivalent to
one of learning in isolation.
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matrix when estimating policy diffusion even in a completely connected network.
Alternatively, the correlation between the Sis could be greater between those
with more similar xis, which could include factors such as ideology. This would
suggest the use of political similarity weights, something utilized in Davies and
Klasen (2013), who use a measure of political affi nity based on United Nations
voting as a weighting scheme for their study of overseas development assistance
donations.
Taking this idea a step farther, one can imagine a setting in which a subset

of nations, for instance the EU, share a common state of nature but others have
individual states. In this case, although all countries learn from each other, there
is a distinction between what is learned from an EU and a non-EU country.This
would then fit the pattern found by Redoano (2007) and Davies and Voget
(2009), who find that while non-EU members respond equally to the corporate
taxes of both EU and non-EU countries, members respond less to the taxes of
non-members than they do to members. In any case, the results of Proposition
3 holds, i.e. group learning increases welfare over the isolated learning case but
happens ineffi ciently often in the presence of adjustment costs.

One-way information flows In the above described architectures, it is as-
sumed that if two countries have a network link, information flows are bilateral,
that is, if A observes B, B observes A as well. As an alternative, one can as-
sume that for some links information flows move in only one direction. For
example, we might assume that countries can only observe their two most im-
portant parters’ actions which, in a multilateral world need not align across
countries.32 If importance is associated with trade, learning would unilateral
for some links.33 Part c) of Figure 3 illustrates a case in which the three large
countries observe each others’actions but not those of smaller countries in their
own subnetwork. The smaller countries, however, observe all of the actions in
their subnetwork. Now, the small countries have the richest set of information
as they learn about their own subnetworks’members’actions and, indirectly,
about the two other large countries. In contrast, the large countries never glean
information from small countries be they in or out of their subnetwork. As a
consequence, the small countries’learning speed is higher and their beliefs are
more accurate.34 That notwithstanding, the results of Proposition 3 continue

32For example, the US and the UK are Ireland’s primary trading partners, however, Ireland
accounts for a much smaller share of trade for those two nations.
33Alternatively, the resources available to process information can vary across countries. If

such resources are more limited for small countries than large ones, even if a large and a small
country observe one another’s actions, only the large country would be able to process the
information, making the information flow effectively one-way
34A variant of this model could capture the relationship between the OECD (which is

observed by all) and the non-OECD (who are only observed by one another). In this case,
all nations would update their beliefs in response to OECD actions but OECD nations would
not respond to the policies of non-OECD countries. This is the pattern found by Davies and
Naughton (2006), who estimate the participation in international environmental agreements.
Although they find that all countries respond to the participation of OECD countries, the
same cannot be said of non-OECD countries’treaty participation decisions. In particular, for
some specifications, although all countries respond to the OECD decisions, only non-OECD
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to hold.

4 Conclusion

The two leading approaches to explain spatially correlated tax policies are com-
petition for mobile resources (or: tax competition in the framework of tax pol-
icy) and yardstick competition. The goal of this paper has been to offer a third
mechanism by which the policies chosen in one country can be influenced by
those elsewhere. This mechanism operates via the information that is embodied
in a country’s policy choice. When the optimal policy depends on an unobserved
state of nature which is correlated across nations, by observing the choices made
in another location, a given country is able to refine its beliefs and base its de-
cisions upon this. As a result, the policies of countries will converge on one
another (up to the limits created by other differences across nations and poten-
tial adjustment costs). This then mirrors the patterns found in the empirical
literature. A second implication, and one that mirrors the primary concern in
the tax competition literature, is that the equilibrium pattern of adjustments
can be ineffi ciently slow. This is because a given country does not internalize
the benefits accruing to others from an adjustment in its own policy.
An important aspect of the model is that the policies of one country do not

influence the mapping between policy and payoffs elsewhere. This is then in
direct opposition to the mechanisms resulting in correlated policies in the tax
competition or yardstick competition literatures. This is in no way intended
to suggest that these mechanisms do not occur. Indeed, it is our supposition
that all three sources of international policy diffusion jointly drive the patterns
observed in the data. Instead, we hope to illuminate the additional interactions
and the role that network architecture plays in those which result from social
learning.
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