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1 Fiscal Competition and Economic
Geography

So far, we assumed that capital “chooses” its location
purely based on a comparison of tax policy in different
countries.

In reality, capital however chooes its locations based on a
variety of factors. Besides tax issues, labor market condi-
tions, regulatory issues (e.g. environmental regulation),
market size and agglomeration effects plausibly influence
the location decision as well.

The latter two issues are at the core of the “economic
geography” approach to business location, most notably
inspired by the new trade theory (see e.g. Krugman,
1980).∗

In recent years, the approach has been applied to study
tax setting in fiscal competition.

∗P. Krugman, Scale economies, product differentiation, and the pat-
tern of trade. American Economic Review 70 (1980), 1950-1959.



Questions:

1. How should we expect economic geography aspects
to alter the findings which are familiar from the standard
tax competition model à la Zodrow-Mieszkowski?

• Impact of trade costs?

• Differences in market size?

• External economies of scale?

2. Is the standard approach able to explain the pattern
of capital taxes in the European Union (core members
have higher taxes than accession countries)? Is it only a
matter of time until they converge or can it be interpreted
as a steady state configuration?



In what follows we will first study a model of tax competi-
tion with trade costs and asymmetric market size (based
on Haufler and Wooton, 1999) and in a second step will
sketch the formal apparatus used in Baldwin and Krug-
man (2004).



1.1 Model by Haufler and Wooton (1999)†

1.1.1 Basic set-up

one-period model

2 regions, A and B

one household in B and n > 1 households in region A

each household supplies one unit of labor domestically

budget constraint: w + Ti = qixi + zi

w is the wage rate and Ti are transfers (and taxes if
negative)

†A. Haufler and I. Wooton, Country size and tax competition for
foreign direct investment, Journal of Public Economics, 71 (1999)
121-139.



zi and xi are consumption quantities (good Z is the
numéraire good)

preferences are u(zi, xi) = αxi − 0.5βx2i + zi

⇒ maximizing u(zi, xi) s.t. the budget constraint gives
demand for good xi: XA = nxA = nα−qAβ and XB =

xB =
α−qB
β

Good Z is produced under conditions of perfect compe-
tition

GoodX is produced by a foreign-owned monopolist using
labor as input (in the region where it resides): y = l (⇒
wage rate is constant)

Location options: The monopolist can reside either in
region A, region B, in both regions or it can serve both
markets from its home base (in a third country)



When setting up production in a region it incurs a fixed
cost F .

The monopolist can serve demand in a region at no trans-
portation cost when it resides in that region. Otherwise,
it incurs a cost of τ per unit “shipped”.

Assuming that price discrimination is not feasible, con-
sumer prices are:

qAA = pA and qAB = pA + τ if the monopolist invests in
region A

qBA = pB + τ and qBB = pB if the monopolist invests in
region B

(qij: consumer price in region j if the monopolist produces
in region i)



1.1.2 Location choice of the monopolist

In what follows we will only consider the location options
of either residing in region A or in region B.

Motivation?

The monopolist chooses its location based on a compar-
ison of profits.

If investing in A

πA = (pA −w)
³
XA(q

A
A) +XB(q

A
B)
´
− F − tA.

If investing in B

πB = (pB −w)
³
XA(q

A
B) +XB(q

B
B)
´
− F − tB.

Inserting the demand functions and the definitions of con-
sumer prices and differentiating w.r.t. the producer price



gives the profit-maximizing producer prices contingent on
the location decision:

bpA = 0.5
µ
α+w − τ

n+ 1

¶
if investing in A

bpB = 0.5
µ
α+w − nτ

n+ 1

¶
if investing in B.

Thus, bpA > bpB. Locating in region A allows the monop-
olist to realize a higher producer price. Motivation?

Evaluating profits at the optimal prices and comparing
the maximum profit levels allows us to derive the tax
differential Γ ≡ tA− tB which leaves the firm indifferent
between investing in one of both regions:

Γ = (n− 1) (2 (α−w)− τ)
τ

4β

Γ > 0 as α−w− τ
2 is the average profit from selling the

first unit in both markets.



Interpretation of Γ:

• As n > 1 in A (larger market) the monopolist is
willing to pay higher taxes in A than in B (ceteris
paribus).

• For τ = 0 the size advantage of A disappears.

1.1.3 Equilibrium tax policy

We first compute the minimum tax (or subsidy in neg-
ative) each region is willing to offer. In a second step
we determine the equilibrium tax in the tax setting game
between both regions.

The minimum tax rates are derived by comparing utility
when hosting the monopolist and when importing good
X.



These are:

etA =
−n (n+ 3) τ (2 (α−w)− τ)

8 (n+ 1)β
< 0

etB =
− (3n+ 1) τ (2 (α− w)− τ)

8 (n+ 1)β
< 0

We find etA < etB. Region A is willing to undercut the
lowest bid of region B.

Motivation: Region A has stronger incentives to attract
the monopolist as the number of beneficiaries (i.e. house-
holds) is larger in that region.

Which subsidy will region A offer in equilibrium?

Region A can charge a higher tax rate (Γ > 0) than
region B, but it is constrained by the “exit” decision of



the monopolist. Thus, region A’s equilibrium tax rate btA
is

btA ≡ etB + Γ

=

³
2n2 − 3n− 3

´
τ (2 (α−w)− τ)

8 (n+ 1)β
.

which gives the monopolist an incentive to invest in region
A.

Mutual best-responses?

• Region B has no incentive to undercut the tax rateetB.
• Given region B’s minimum tax rate, region A has no
incentive to choose a lower tax rate (as it involves
a fiscal cost) or a higher tax rate (as the monopoly
would choose region B as its home base).



• Given the tax differential btA − etB the firm’s best
response is to locate in region A.

⇒ We have characterized a subgame-perfect Nash equi-
librium.



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


