Competing in Taxes and Investment under Fiscal
Equalization

Abstract

The paper considers a model of a federation with two heterogeneous regions that
try to attract the capital by competing in capital income taxes and public investment
that enhance the productivity of capital. The regions’ choices determine the allo-
cation of capital across the regions and their revenues under a tax sharing scheme.
This framework allows for the examination of different approaches to fiscal equaliza-
tion schemes (Boadway and Flatters, 1982, and Weingast, 2006). We show that tax
competition distorts (downwards) public investments and that the equalization grants
discourage public investments with a little effect on equilibrium taxes. However, the
equalization schemes remain beneficial for the federation and, provided that the degree
of asymmetry is small, for each region as well.
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1 Introduction
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1Bird and Slack (1990), Wildasin (1991), Smart (1998), Kothenburger (2002), Bucovetsky and Smart
(2006), Figuieres et al. (2004)).

2See an empirical literature on the relationship between intergovernmental transfers and local tax effort:
Buettner (2006), Dahlby and Warren (2003), Baretti et al. (2002), Hepp and von Hagen (2001), and a
theoretical contribution by Bordignon et al. (2001) who show how intergovernmental transfers affect tax
enforcement. Several papers have estimated marginal revenue retention rates between 10 and 30 percent for
Mexico, Russia and India: see Careaga and Weingast, 2000, Parikh and Weingast, 2003, Zhuravskaya, 2000.
A somewhat different estimation result is provided by Jin et al. (2005), who argued that on average Chinese
provinces retain 90 per cent of locally generated tax revenue.
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3 Equilibrium - No equalization
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3By an envelope argument, there is no effect through own tax rate.



Proposition 3.1 OF*/; 1 e >
& L | LR
i F( #
Obe dbe
9 FQH 26 é57 92 = 26 é57
( be ( be
hFo H425 85 7 & 426 65
g de g be
uF " s s 2F° o
( ( & v 3§ I 1
1 $ |
$ ) &
/ * s * + (
0 # 6 /
+ « , *
+ $
" + +
* 0 2¢ F 5§ " 285+ t F &6/
0 6 + $% +
6t Fvy 26 (5/ + $( *0
Yoy >0 8 = g <9 F( , 0 #
Proposition 3.2 * I §6> 68 v>6 68
' ' ) ' ) &
) I # 6
* + * 6 .
A 6 6
$
4 Equilibrium with Equalization
[ , ! 200> 5§ )
1 ” + +
+ o+ + $ /
6> 0 v > - )++ 6% = 6
)++ 6%
. 0 , A
$ * 6
+ $ = 6 + * 1

v>6 &8
&
285
1
Fo
+
# 6
s/,
L))
#
#
- #
!
<
2 6 0



€

&

++



, © + -
+ , * 8 0
- * +
6+ * * * +
0 0 < 0 $ 0 + *
+ * 0 0e¢ + - 0 68
5 Conclusion
/ + + * !
6 2 i 5 + , + +
* ’ ! A $§7/, < O
! * - 6 0 4
§ , ! 0 *
* » * o + O*
0+ 0 0
/ 0 * 0 +0 ., o, ¢
* + + 6 $ /7 6
+ o6 , », + 0 >, 0
$ o, 6 . 6>
0 A A 6 2 *
- * * 5$/
+ 0 6 + +
* 1
§ / + *
+ - 0 6 §) !
. A 6 0 $/
* _ 1
A 6 % / * !
* 6 6 0 6 , 0
J 0 + * 2
25 = + 8 §) = + =
4
> 11 & " 11 1
1 " " 1
" & 1 $
11
J @ B 0 - *
* 0 0 + * @
+ %

4Available online at http://www.esc.eu.int/documents/program_ifri_en.pdf
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6 Appendix

Proof of Proposition 2.1: / + ,
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