
16 

 
Tax Competition 
 
 
 
 

1. The Logic of Tax Competition 
2. Country Size 
3. Empirical Evidence 
4. Why has tax competition not eliminated taxes 

on mobile capital? 
 
 
 
 



In technical terms: 
 
“A striking feature of international tax competition is that 
independent jurisdictions fully or partially share a mobile 
tax base. As a consequence, if one country reduces its 
tax rate strategically to attract mobile capital it provokes 
an immediate inflow of capital, and this, in turn, creates a 
fiscal externality (i.e., a shrinking tax base) in other 
countries (see Wildasin 1989). In the (Nash-)equilibrium, 
governments are left in a situation where tax rates (on 
capital and labor) are set at comparably low levels.” 
 
 
 
Hence: the logic of tax competition depends on capital 
mobility. 
 
 
 
(which in turn leads to the question how mobile capital 
actually is…) 
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To attract a mobile factor of production, one government might 
reduce its use of a policy instrument that lessens the rate of 
return on that mobile factor, such as high tax rates or restrictive 
environmental standards. This policy change creates a negative 
externality for competitor states or countries that must enact 
their own reforms to maintain competitive parity. In 
gametheoretic terms, the states are presumed to face an 
inescapable “Prisoner’s Dilemma” in which every state has a 
dominant strategy to make its market more attractive than its 
neighbors’ markets. In the game’s unfortunate equilibrium 
outcome, the mobile factor may remain distributed the same as 
before barriers fell, but all countries and their citizens are in a 
worse condition, whereas owners of the mobile factor of 
production reap increased rewards. 



Which tax bases are mobile? 
 
 
-- savings  
 
-- corporate profits  
 
-- corporations?  (holdings) 
 
 
 
 
hence:  
 
governments should remove  
 
withholding taxes  (capital earnings taxes) 
 
and  
 
corporate profit taxes 
 
 
 
The codes used in the formulas correspond to the OECD classification in the OECD 
Revenue Statistics:  
1100 … Taxes on income, profits, and capital gains of individuals;  
1200 … Corporate taxes on income, profits, and capital gains;  

 
 
 
 
 
Is tax competition ‘good’ or ‘bad’? Discuss! 
 
 



A view on Tax rates on Mobile Capital  
(Various Sources) 
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Has ‘globalization’ removed taxes on mobile capital 
bases? 
 
The empirical evidence for the race-to-the-bottom model, 
however, is weak.Vogel has found that the model is dissonant 
with actual trends in environmental regulation, and the same is 
true for tax policy—capital tax burdens have increased even as 
capital became more mobile, with the overall share of revenues 
provided by corporate income taxes rising from 7.7% in 1975 to 
8.4% in 1996 (Genschel 2000). 

 
 
Why not? 
 
 
 



 
 





 



The Effect of Country Size 
 
 
Small countries should act more aggressively in tax 
competition, because for them the tax base effect is 
more important than the tax rate effect. In large 
countries, the tax rate effect is more important than the 
tax base effect.  
 
 
The Effect of Veto-Players 
 
Hallerberg and Basinger argue that the extent of tax cuts 
depends on the number of veto-players (actors that can 
veto reforms). The more veto-players, the lower tax cuts.  
 
 
The Effect of Budget Constraints 
 
Governments in countries with budget deficits are less 
likely to reduce tax rates (Plümper, Winner, Troeger). 
 
 
 



1. Estimation Results 

 CTAXi LCTAX CTAX/LCTAX 

independent variable
a)

       

CTAX-i 0.604** -0.923*** 1.434*** 

 (0.312) (0.236) (0.399) 

RIGID 0.344*** 0.321*** 0.118# 

 (0.085) (0.039) (0.083) 

EQUITY 0.147
*** 

0.036
*** 

0.053
** 

 (0.052) (0.010) (0.027) 

SIZE 0.430
*** 

0.069
*** 

0.356
*** 

 (0.039) (0.015) (0.032) 

GDPPC 0.368
*** 

0.336
*** 

-0.007 

  (0.047)  (0.021)  (0.043)  

Observations 467 467 467 

Cross sections 21 21 21 

R
2
 0.944 0.954 0.951 

Country effects: χ
2
(20) 3846.70

*** 
1330.20

*** 
3391.17

*** 

Excluded instruments:b) F(DF1,DF2) 37.88*** 13.23*** 32.88*** 

 (4,338) (2,440) (2,440)

Wu-Hausman test:
c)

 F(DF1,DF2) 2.00
# 

27.44
*** 

7.14
*** 

 (1,440) (1,440) (1,440)

Sargan test:
d)

 χ
2
 (DF) 4.16 0.00 0.36 

  (3)
 
 (1)  (1)  

Notes: Standard errors in parentheses.
 *** 

significant at 1%;
 ** 

significant at 5%; 
* 

significant at 10%; 
#
 significant at 15%. 

a)
Constant and country effects not reported. 

b)
F-

Test for excluded instruments. 
c)
Wu-Hausman F-statistic (H0: regressor is exogenous (i.e., 

OLS is consistent and efficient)). d)Sargan-Test for overidentifying restrictions. 

 

 
 
 
 



Is tax competition good or bad? 
 
 
 
Bad, if we believe that governments are social welfare 
maximizers, the provide the optimal amount of public 
and private goods. 
 
 
Good, if we believe that governments tend to overtax the 
society, provide useless benefits to a small minority of 
important voters and influential individuals. 

 
 


