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CHAPTER 4

FISCAL COMPETITION: DECENTRALIZATION1 

                                                                                        
José Roberto Afonso2  

Sérgio Guimarães Ferreira3 
Ricardo Varsano4

1 INTRODUCTION

Federalism may be defined as a system in which a central government and several 
decentralized (to a certain degree, autonomous) units cooperate, to some extent, 
in order to achieve common goals. Fiscal competition occurs in a situation where 
each federated unit decides independently on a tax or expenditure policy. It does 
not prevent concomitant cooperation in other fiscal and non-fiscal policies.

This is a more general definition to fiscal competition because it encompasses 
not only countries that are formally organized as federal constitutions, but also those 
whose public services and taxation are decentralized, as well as sovereign units that 
constitute an economic union. Furthermore, it indicates that fiscal competition is 
an event related to one extreme of the chain of possible combinations, specifically 
the hypothesis in which autonomy is completely exerted and there is no perfect 
coordination between units. 

Competition between jurisdictions may be passive, meaning that independent 
actions are not intended to influence the conditions faced by the unit or other juris-
dictions; or active, in the sense that taxation or expenditure is deliberately applied 
as an instrument to achieve a certain goal. Fiscal competition may be horizontal, 
when it involves governments that are at the same level; and vertical, when higher 
and lower levels of government are competitors. In all cases, one cannot predict 
whether competition will increase welfare or be detrimental to it.

1. This text reproduces, with few changes and updates, work originally presented at the International Conference on 
Federalism 2002, organized by Forum of Federations, initially published in 2002 and later divulged by Ipea in January 
2015, under the title “Fiscal Competition: a Bird’s Eye View” (available at <https://goo.gl/a4cY95>), also published in 
the Brazilian Journal of Political Economy, in 2005, under the title “Inter-jurisdictional fiscal competition: a review of the 
literature and policy recommendations”.
2. Economist, professor at the Instituto Brasiliense de Direito Público (IDP) and researcher at the Instituto Brasileiro de 
Economia of the Fundação Getúlio Vargas (IBRE/FGV).
3. Economist at the Banco Nacional de Desenvolvimento Econômico e Social (BNDES). 
4. Economist, tax policy consultant.
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This is the main issue addressed by the traditional literature on fiscal competi-
tion, as in the cases of articles by Tiebout (1956) and Oates (1972). There is no 
simple answer to such a complex question. It depends on several aspects, such as: 
the goals of the competing governments; what they are competing for; how they 
compete; the behavior of economic agents, especially their mobility in response to 
fiscal stimuli; and the characteristics of the economic environment, in particular the 
possibility of interjurisdictional externalities stemming from governmental actions.

Drawing from the old and immense literature on fiscal competition, this 
articles seeks to establish the basis for tracing typologies and some assessments 
and results that might help organize a debate on the subject. Therefore, the next 
section deals with the objects and instruments of fiscal competition. Section 3 
gathers some empirical evidence of the existence of fiscal competition and the 
response of economic agents to interjurisdictional differences in taxes and benefits 
that come from public expenditures. Section 4 focuses on the main tools that 
may be used to avoid or neutralize possible harmful effects of fiscal competition. 
Section 5 summarizes the arguments presented in this paper.

2 NATURE AND OBJECT OF COMPETITION

The traditional fiscal federalism theory discusses the attribution of the public sector’s 
economic functions – allocation, distribution and stabilization – to different levels of 
government. The overall conclusion is that central governments should be responsible 
for macroeconomic stabilization and income redistribution, as well as the provision 
of public goods on a national level – i.e. those [goods] whose benefit area covers 
the entire country (or the entire economic union).5 The economic issue concerning 
decentralized governments lies in the requirement for public goods whose benefits 
are restricted to a specific area or a subset of specific population (local public goods).

Local public goods financing in federations derives mainly from three sources: 
locally levied taxes, intergovernmental transfers and debt. Transfers are, by their 
very nature, cooperation instruments that may be useful, when properly assigned, 
to several different purposes in a federation. On the other hand, decentralized 
taxation – unless there is some level of harmonization – is independently exerted 
and might distort resource allocation when economic agents are mobile. In order 
to avoid distortions, the theory recommends that only user fees should be applied 
to potentially mobile tax bases. But in the real world, such fees are not the rule 
(because most public goods do not have a well-defined recipient; because revenue 

5. Typically, decentralized units do not possess monetary policy instruments and, if they are highly open, they are unable 
to influence macroeconomic conditions using fiscal devices. Income redistribution policies, on the other hand, are limited 
by the mobility of economic agents. Higher income niches would tend to abandon a jurisdiction and the arrival of poor 
families would be stimulated if a policy of “taxing the rich and benefiting the poor” was locally applied. Nonetheless, 
decentralized government units often perform functions, financed by the rich or by all, whose benefits are mainly collected 
by the poor; and local programs that offer cash or in-kind relief to the poor are not uncommon.
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collection from user fees is potentially low, and because taxes are not only destined 
to finance public goods), and general taxation is often used as an instrument for 
active governmental competition.

According to this object, fiscal competition may be divided into three catego-
ries. In the first, decentralized units compete to provide a set of public goods and 
services, trying to improve their quality, reduce their costs and adjust provision in 
order to meet the residents’ preferences. In the second, they compete for funds,  
in order to finance public goods provision at the lowest possible tax price for resi-
dents. And in the third, competition may have investment attraction as its object, in 
order to increase production, employment and income rates within the jurisdiction.

2.1 Competition with public goods

Competition in public goods provision is the subject of the original Tiebout 
model (Tiebout, 1956) as well as of newer and richer models (Oates and Schwab, 
1988), which conclude, according to a set of strong premises, that this kind of 
competition increases efficiency. In short, a non-coordinated decision-making 
would result in the provision of a variety of fiscal packages (a set of public goods 
added to a tax price) so that mobile individuals (or companies) may have their 
preferred package by choosing, as residence, the locality in which it is provided 
(“foot voting”). It is also said that competition promotes innovation in public 
goods provision and diffusion and, by means of comparison with governments 
of other jurisdictions, minimizes organizational costs in the public sector and 
reinforces responsibility. 

Shah (2001), among others, reports that in Chile and Canada, school financ-
ing mechanisms encourage informal comparison by citizens in order to guide their 
choice between schools.

Models that relax the strong premises mentioned in the previous paragraph 
illustrate the reverse of the coin. For example, the models that employ game theory 
relax the premise that there is no strategic interaction in response to neighboring 
jurisdiction policies, and they obtain effects that involve suboptimal levels of public 
spending (Wildasin, 1988).

When there is strategic behavior, competition may stimulate the underprovi-
sion of merit goods and social policies. The case of Brazilian healthcare is a good 
example. Municipalities directly execute a large portion of national public health 
expenditures, financed in part by earmarked federal block transfers and by their own 
revenues. People frequently commute between cities and, as eligibility for public 
health services is not contingent upon residence, municipalities that provide higher 
quality services are likely to attract clients from neighboring cities – often transported 
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in ambulances and other official vehicles from the municipality of origin.6 The 
overall result is the underprovision of public health services in the metropolitan area.

Another interesting example is provided by the United States welfare system. 
A reform occurred in 1996 decentralized their welfare policy. Each state now 
possesses a great level of autonomy to decide on the manner and degree of its as-
sistance to the poor. However, if a state decides to increase its welfare benefits, it 
risks attracting poor people from other places; such immigration increases state 
expenditures with social assistance, but not the inflow of tax revenues. In order 
to avoid becoming a “welfare magnet” – and thereby increasing the tax burden 
on state residents who find themselves in a better financial situation – each state 
tends to reduce the value of granted benefits. As Brueckner (1999) points out, “as 
the concern with assistance-based migration reduces benefits in each state, no state 
can send away the poor while keeping their benefits low, and each of them ends 
up being less generous than it would if there was no migration”. This reasoning 
points to a negative bias in relation to the value of welfare benefits according to 
current institutional arrangements.

Oates (1999) acknowledges the failings of decentralized systems of assistance 
to the poor, but argues that a decision was taken to accept such bias as a price to be 
paid for the possibility of abandoning unsatisfactory federal assistance programs and 
seeking alternatives in superior, locally formulated policies. He states, “In a scenario 
of imperfect information, of the learn-by-doing kind, there are potential gains in 
experimenting with a variety of policies in order to address social and economic 
problems. And a federal system can offer some real opportunities to stimulate this 
experiment and thereby promote ‘technical progress’ in public policies”. He calls 
policy experimentation in decentralized units “laboratory federalism”.

2.2 Competition for funds

The second category of fiscal competition – competition for funds, in order to finance 
public goods provision to residents at the lowest possible tax price – includes poli-
cies intended to expand tax (or revenue) bases, as well as disputes over zero-cost or 
low-cost funds, [which are] usually scarce, provided by a higher level of government.

When personal income tax is attributed to subnational governments, such units 
can attract the wealthy from other jurisdictions by reducing tax rates or providing a 
package of public goods that are suited to their needs. As pure (or near pure) public 
goods are provided – and, therefore, additional consumers do not represent an increase 
in the total cost of production – newcomers reduce the tax bill for other residents. 

6. Ferreira (2002) found that municipalities near the city of Rio de Janeiro spend less than expected on public health 
services, both in per capita terms and as a percentage of their respective tax revenues. In turn, the Rio de Janeiro City 
Hall, acting in accordance with the principles of maximizing welfare to its residents, does not seem to take into account 
the positive externalities, generated by its expenditures, on residents of neighboring municipalities.
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Such a “beggar-thy-neighbor” policy, if successful, would result in higher tax prices 
for public goods in other localities, and, therefore, in their underprovision. It could 
also weaken the power of income redistribution policies. On the other hand, tax-
induced mobility might result in a more homogeneous population in each jurisdiction 
and lead to a closer balance between provision and demand of local public goods.

Switzerland offers the best conditions for an empirical assessment of these 
points. Although there is a small federal income tax, cantons possess the basic 
powers to tax income and wealth, while local jurisdictions levy taxes on real estate 
and a surcharge on direct cantonal taxes. Public expenditures are very decentralized 
and social assistance is an attribution of local and cantonal governments only.7

Feld and Kirchgässner (2000) focused their work on the question of whether 
there is fiscal competition and what its effects are. They conclude that in Switzer-
land, there is competition both between cantons and between cities; that taxes 
are more important instruments than social transfers; and that competition in 
taxation is stronger at the local level rather than the cantonal one. The choice of 
place of residence by people who earn high incomes depends on the amount of 
income tax they are supposed to pay. Self-employed people are more responsive to 
tax stimuli than dependent employees and retirees. As for the latter group, public 
service provision plays a more important role than taxation in decisions concern-
ing residence. Feld and Kirchgässner could not find any evidence that population 
homogenization resulted in any improvement in efficiency. Fiscal competition, 
on the other hand, did not negatively affect decentralized income redistribution.

When origin-based taxes are levied on goods, a jurisdiction can attract con-
sumers, rather than residents, by setting their tax rate below that of neighboring 
units. In this case, residents of higher-taxed areas may escape taxation by incurring 
the cost of the transportation needed to acquire that specific good in the lower-
taxed jurisdiction. They will do it whenever the tax differential exceeds the extra 
cost incurred. There is evidence that this occurs in New York City, for example, 
where residents shop in Newark (the neighbouring city, located in the state of New 
Jersey), where sales tax is lower.

Although cross-border trade and distance selling have always been a problem 
for tax planners, the recent expansion of electronic commerce made the need for a 
solution more pressing. One solution to that is the adoption of consumption-based 
taxation on consumer goods. In that case, cross-border shopping and e-commerce 
would compete on equal terms with local retailers. Nonetheless, schemes based 
on the principle of consumption are difficult to implement administratively.8

7. It must be noted, though, that welfare spending constitutes a small fraction of the overall spending.
8. On these projected schemes, see Poddar (1999); Varsano (2000); Bird and Gendron (2000); McLure (2000); and 
Keen (2000).
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When taxes on sales, capital income or goods are in force in decentralized 
governmental units, depending on the economic conditions, tax exportation may 
occur. Taxes on income and goods may be exported to non-resident owners of local 
companies and assets. General business taxes (which include taxes on sales, profits 
or value-added taxes) may be diverted, by means of increasing local production 
prices, to residents of other jurisdictions that consume the goods. Tax diversion 
is more likely when a given location produces a highly specialized good, such as 
natural resources or tourist attractions. When tax exporting occurs, residents of a 
specific area do not bear with the total cost of the public goods provided by the 
local government. This may lead to an inefficient overprovision of such goods.9

Vertical fiscal competition may provide additional revenue to a subnational 
government, with no extra costs to its citizens, whenever central and decentral-
ized units levy a tax on the same tax base and the lower level tax can be credited 
against the federal tax obligation. If the compensation takes the form of a deduc-
tion from the federal tax base, there will be some increase in the total tax charge to 
the taxpayer. This may result in a decrease in the tax base available to both units, 
amplifying the loss of revenue of the central government and reducing gains for 
the decentralized unit.

As reported in Wilson (1999), the negative consequence imposed by the 
subnational unit – reduction of the tax base – does not necessarily mean that, in 
the new balance, taxes are excessively high in an inefficient way. Under certain 
conditions, the federal government may use its policy instruments to partially 
compensate inefficiencies at the subnational level or even, in some cases, to obtain 
an effective balance.

Another way to reduce payments by residents in relation to public services 
is to compete for access to low-cost or zero-cost funds granted by higher levels of 
government. Shah (2001) notes that such funds are often allocated to programs 
with vaguely described objectives and a lack of focus on service delivery and re-
sponsibility toward residents. This may give rise to pork-barrel policies (allocation 
of governmental funds for local improvements with electoral goals) and waste.10 

9. Brazilian municipalities provide an example of tax exporting being preceded by tax-base importing. These units impose 
an origin-based tax on services (ISS). The tax base is determined on the national level by means of a list of taxable services; 
and municipalities are autonomous to set the tax rate. Most units charge a rate of 5% or close; but some, which in 
normal conditions would hardly have any tax base, charge a lower rate, of 2% or less, in order to attract tax base. Note 
that, contrary to the type of fiscal competition to be considered later on, a lower tax rate does not attract investments or 
production to the unit’s territory, but only the corporate tax residence. In order to qualify as a resident, all that a company 
needs, besides the nameplate, is a rented space with a chair, a desk, a telephone and an attendant, costs that may be 
shared with several other companies. After the tax base is imported, business continues to occur elsewhere; but the tax 
on services provided and consumed there is paid to the municipality where the company’s “headquarters” is located.
10. Shah illustrates his arguments with examples from Pakistan, in which the prime minister would usually allocate a 
substantial portion of the available resources to his constituency of origin; and from South Africa, where provinces would 
strategically overspend on functions at the local level and then claim that they had no funds to perform functions, which 
they administer, at the national level, such as healthcare and education.
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Naturally, it does not mean that intergovernmental transfers are undesirable. On 
the contrary, transfers between well-defined federation entities play important 
roles in federal systems, including that of counterbalancing possible ill effects of 
fiscal competition.

2.3 Competition for productive investments

Fiscal competition may aim to attract investments and increase production, em-
ployment and income rates within the jurisdiction. The instruments of this type of 
competition may be the tax structure, a mix of expenditures and regulatory poli-
cies, as well as fiscal incentives and public services provided to specific companies.

Fiscal competition by means of reducing business income tax has been one 
of the main fiscal issues in the European Union (EU) for several years now. Those 
who fear that fiscal competition might result in capital income taxes at unduly 
low levels call for a certain level of tax coordination. Another large group takes 
the opposite stance, i.e., that fiscal competition is Pareto-superior to the absence 
of competition and, therefore, business income tax should not be harmonized.

Zodrow (2001) provides an overview of what the economics literature has 
to say in support of each of these opposing stances. Zodrow begins with the basic 
model (Zodrow and Mieszkowsky, 1986) which, according to a set of premises, 
concludes that fiscal competition leads to an inefficiently low level of public services 
in all jurisdictions. Then, he examines a wide variety of extensions of the basic 
model that alter one or more of its premises. The results are varied: some identify 
potential gains, and others point to losses due to fiscal competition, and little is said 
about the magnitude of each of them. Combining these results with the noticeable 
reluctance of countries to give up their fiscal sovereignty and the fact that some 
countries would ultimately be losers due to tax harmonization, Zodrow therefore 
concludes that it is a sensitive case. He suggests that modest initiatives, such as the 
Code of Conduct on Business Taxation (European Commission, 1997), should 
be preferred over attempts to fully harmonize income tax.

However, the unbridled fiscal competition within the EU was analyzed under 
the lens of redistributive policies in the area (Sinn, 1994; Oates, 2001). Although 
redistribution should be preferably attributed to central governments, the European 
Community budget is too small to provide for such programs, and the idea is to 
keep it small in the future. Therefore, each member will have to support its own 
programs. The controversy is that the rise in factor mobility within the Union, in 
the absence of income tax coordination, will force countries to rely more acutely 
on tax benefits, which rules out redistribution programs, or to incur significant 
costs in terms of economic growth due to the taxation of mobile factors to finance 
such programs. Furthermore, since capital supply is in general more elastic in prices 
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than labor supply, and skilled labor is more mobile than the unskilled one, it is 
to be expected that a wage tax will fall more heavily on unskilled labor than on 
the skilled one, and that capital income taxation will be low, resulting in a more 
regressive tax system.

Another interesting issue addressed by Keen and Merchant (1997) con-
cerns the composition rather than the level of public spending in a context of 
fiscal competition. They divide public spending into two categories, those that 
increase utility – public goods that complement private consumption, such as 
recreational facilities, or redistribution payments to some poorer groups – and 
those that improve production – public contributions, such as infrastructure 
or training in general. Since they assume that citizens are immobile and busi-
nesses are mobile, their conclusion is quite intuitive: in their own words, “fiscal 
competition results in too many trade centers and airports, but not enough 
parks or libraries”.

Was that the tendency observed in federal systems? And what is the impact 
of spending competition between countries in a world with growing capital mobil-
ity across borders? These are open questions. But Keen and Merchant’s findings 
(1997) suggest that there is a condition for coordination not only of mobile tax 
bases, but also of domestic public spending.

There may also be a condition for the coordination of regulatory policies. 
The aim of regulation is to correct market failures, such as externalities and mo-
nopoly power. But it may affect a jurisdiction’s competitiveness. Specifically, if 
profit-maximizing manufacturers take into account the costs of complying with 
local regulations, governments may use tax regulation to attract business to the 
unit’s territory. For example, there is a current in the literature on fiscal competi-
tion that considers the impact of environmental regulations on a business area 
(Levinson, 1996). In addition, a financial regulation project may be potentially 
used as an instrument to attract portfolio investments. As banking regulations are 
usually stipulated at the federal level, this competition in general occurs between 
sovereign governments.

Instead of reducing taxes in an attempt to attract business, decentralized 
governments may resort to the concession of fiscal incentives, subsidies and public 
input provisions to specific companies. These are typical instruments of regional 
development policies. When used in relation to decentralized industrial policies, 
they might result in destructive competition. The so-called fiscal war between 
Brazilian states may illustrate this aspect.

The practice of reducing value-added state taxes to attract investments has 
been illegal in Brazil since 1975, except in cases when the intended reduction is 
unanimously approved by the 26 states and the Federal District. Although still 
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in force, the complementary law was disregarded and fiscal competition between 
Brazilian states intensified and reached the richest units in the early 1990s – due to 
the dispute over the wave of new automotive factories that had been searching for 
a place to settle in the country since 1995.11 Legislation from 2017/18 pardoned 
irregularities committed since then, but it tends to trigger a new wave of fiscal 
war – because it allowed for one state to “mimic” the benefit offered by another.12 

From the point of view of any specific state, the granting of fiscal incentives 
to attract investment seems to be worthwhile. Unless the recipient prefers to settle  
their business within the state, even in the absence of the incentive, the value of 
tax revenue waived would not exist anyway. Also, apart from its direct impact on 
production and employment, the newly attracted companies induce additional 
economic activity, by creating even more jobs and income and, naturally, some tax 
revenue. If it stopped there, fiscal state incentives would be a valuable instrument 
for development. However, when other states repeat the successful experience of 
one of them, a destructive fiscal competition begins.

As the practice of granting incentives spreads, its effectiveness weakens. 
Once taxes are equally reduced in all localities, the fiscal benefit ultimately loses 
its power to induce production transfer. But revenue decreases in all states. When 
the process reaches this stage, companies consider only market and production 
conditions to choose their location.

Under pressure for higher spending and lower taxation, the financially weaker 
states, which are the least developed, become unable to provide the services and 
public works needed to attract new companies. In the final stages of a fiscal war, 
the most developed states win all the battles, and disparities – already very large 
in the Brazilian case – naturally tend to grow.

The costs of the fiscal war for the country are very high. A dissertation that 
analyzed three cases of vehicle factories settled in the country (Silva, 2001) con-
cluded that, in two cases, the current value of the subsidy chain exceeds the sum 
of private investment. In addition, it does not seem to be a cost incurred to attract 
investments to the country. These factories would probably be located in Brazil, 
in the absence of tax exemption.13 On the contrary, this is the cost of attracting 
investments to a specific location within the country that, if the incentive had 
actually been effective, would not be the recommended one according to consid-
erations over effectiveness.

11. See, among others, Mora and Varsano (2001), Nascimento (2008) and Afonso et al. (2014).
12. See, among others, Kotzias (2018).
13. A possible, though improbable alternative place – because Mercosul is the main market to provide for – would be 
Argentina. If this alternative had been really considered and dismissed due to incentives, it could not be said that the 
fiscal cost had been in vain. But the Brazilian state policy would be unduly imposing loss to its partner.
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An implicit assumption in most of the previous discussion is that governments 
are benevolent, i.e., they act in the best interests of the jurisdiction’s residents. The 
literature on public choice argues that a more realistic hypothesis is that public and 
political officials have their own objectives, acting in their own interest or serving 
the ends of powerful interest groups. In both cases, instead of maximizing welfare 
to the population, they seek to maximize the size of the government budget. In 
this case, fiscal competition counteracts the Leviathanic state tendency toward 
excessive expansion. In this context, the harmonization of fiscal policies would 
serve the interests of bureaucrats, securing monopoly power to keep government 
revenue higher than it otherwise would be.14

3 SOME EMPIRICAL EVIDENCE

Do companies and individuals – as recipients of social assistance programs, con-
sumers of public and private goods or factor owners – respond to fiscal stimuli? 
That is an important question. A negative answer would mean that we should not 
expect benefits – or worry about costs – from fiscal competition. Although there 
is substantial theoretical material on how economic agents react to differences in 
taxes and expenditures in the various jurisdictions, there is not much empirical 
work concerning the elasticity of tax bases in relation to differences observed in 
the pattern of public expenditure or taxation.

One issue that is widely debated in the literature on competition over expen-
ditures is whether there is welfare-induced migration, i.e., whether welfare recipi-
ents move from low-benefit to high-benefit jurisdictions. Considering the case of 
benefit-induced migration across U.S. states, six out of a sample of eight studies 
found evidence of migration, although two of them concluded that its magnitude 
is small.15 In contrast, Walker (1994) and Levine and Zimmerman (1995) failed 
to detect any evidence of welfare-induced migration. Thus, evidences moderately 
support the hypothesis that there is migration, which may indicate that U.S. states 
stand in a non-cooperative balance, insufficiently providing shelter to their poor 
when compared to what would be the optimal result. However, the sensitivity of 
welfare-induced migration is not high. Meyer (1998), for instance, found that 
a $1,000 raise in annual welfare benefits increases single-women migration to a 
given region by only 6 per cent over a five-year period.16

14. Some formal models of the Leviathan type are presented in Sinn (1992), Edwards and Keen (1996), Rauscher (1998) 
and Gordon and Wilson (2001).
15. Southwick, 1981; Blank, 1988; Peterson and Rom, 1988; Borjas, 1997; Enchautegui, 1997; Meyer, 1998.
16. Most of these studies are based on the AFDC (Aid to Families with Dependent Children), in which cash is given to 
the single mother. Meyer (1998), for instance, observes that single mothers migrate more rapidly in response to welfare 
benefits than single women with no children, who are not eligible to collect the benefit. This is an additional evidence 
of welfare-induced migration.
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Instead of reducing the overall spending on welfare, states may protect them-
selves against the immigration of the poor by limiting access to public goods. This 
is usually done by limiting conditions for residence. It may be said that welfare 
spending becomes similar to a “club good,” since some people may be excluded 
from its consumption, although the marginal social benefit of such exclusion is 
close to zero. This measure reduces incentives for the poor to move, and conse-
quently it should lead to higher rates of welfare-induced mobility when compared 
to a situation with no exclusion. Evidences of such restrictions are common in the 
history of the United States.17 The existence of eligibility conditions may partially 
explain why empirical studies do not find greater effects of the differences in welfare 
benefits on the migration of the poor.

Instead of focusing on the responses to transfer differences due to social as-
sistance, studies by Figlio, Kolpin and Reid (1997) and Saavedra (1998) directly 
test the existence of a strategic independence between different states.18 They 
provide strong evidence that the welfare benefit level in neighbouring states affect 
the choice of benefit level adopted by a given state.

Back to fiscal competition, since there are not many federal systems in which 
subnational governments possess considerable freedom to set tax rates, the existing 
evidence concerns just a few countries.19 Most literature does not test the existence of 
fiscal competition, but rather the sensitivity of a given tax base to the tax rate level.

There is a broad set of empirical studies that evaluate the impact of capital 
taxes on several different measurements of commercial activity. Most studies are 
focused on the United States, studying the impacts of different income tax rates 
in the various states and the different taxations on goods within a given state. 

Table 1 summarizes the findings from a survey concerning the United States 
(Wasylenko, 1997). The table cells report the number of studies in which a measure 
of elasticity was estimated; the number of such studies in which tax elasticity was 
statistically significant (in parentheses); the scale of elasticity estimates (in brackets); 
and the medium elasticity.

17. Brueckner (1999) notes that some states had imposed severe restrictions, denying any assistance benefit to poor 
migrants during a one-year waiting period. Such restrictions were nulled by the Supreme Court in 1969, but states 
reacted by establishing a “two-level” benefits scheme, in which the benefits collected by migrants during the waiting 
period were equal to the level of benefits of their state of origin”. The most notorious case was that of Wisconsin, that 
protected itself against migration from Illinois, traditionally a less generous state.
18. In the presence of fiscal competition, one must expect strategic complementarity between governments. For ex-
ample, when a neighbor increases the capital tax rate, a given state (or country or municipality) will act in the same 
direction, and vice versa.
19. The OECD countries about which there is available data are the United States, Canada, Germany and Switzerland.
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TABLE 1 
Summary of econometric results of fiscal effects on business location

Dependent variable
Interregional or interstate studies Intra-regional studies

Overall tax elasticity Business tax elasticity Property or business tax elasticity

Gathered data

Total employment
6 studies (5)

[-0.85, 0]
-0.58

3 studies (2)
[-0.16, 0]

-0.11

4 studies (3)
[-1.95, -0.81]

-1.85

Manufacturing employment
13 studies (8)
[-1.54, 0.05]

-0.10

2 studies (1)
[-0.26, 0]

1 study (1)
-0.79

Investment in manufacturig
6 studies (3)
[-1.02, 0.54]
-0.60 ou 0

7 studies (6)
[-0.36, -0.10]

-0.20

GDP, income or value added
12 studies (7)
[-0.88, 0.27]

-0.07

1 study (0)
-0.14

Microdata

Factory – origins or location
3 studies (2)

[-0.40, 0]
-0.18

19 studies (15)
[-15.7, 0.6]

-0.20

5 studies (4)
[-2.70, 0.62]

-1.59

Elaborated by the author.

Estimates in Table 1 indicate what the percentage reduction in the dependent 
variable is when tax rate in a given location is 1% higher than in a nearby location. 
For example, the impact of a general business tax on local companies that is 1% 
higher in a given state, when compared to other states, means a 0.11% decrease 
in employment rates in that state (column 2, row 1). The main conclusions are:

Estimates of response to fiscal differentials vary widely. Intraregional differ-
ences in tax rates have a greater impact on a company’s location than differences 
between states (or interregional). One surmises that, once chosen the locality (a 
set of regional attributes such as agglomeration, labor cost, market size, quality of 
education, transport infrastructure, etc.), the specific location (including neighbor-
hood or surroundings) will be strongly determined by fiscal aspects.20

The wide range of estimates on elasticity has less to do with the type of activity 
being measured than with variations in data, time periods and other variables used 
in the estimating equation. In fact, results depend on which variables are included in  
the estimating equation or which time period is analyzed.

20. At the inter-provincial level, two papers on tax competition in Canada should be mentioned. Locke and Tassounyi 
(1996) found that business migrates from metropolitan Toronto to a neighbouring area that levy lower taxes on non-
residential property. Slack (1994), researching data from Ontario, observed that higher taxes on non-residential property 
may discourage businesses from settling in certain counties. She also concluded that property tax differentials are not an 
important factor in the decision to settle in one metropolitan area or another; but once a metropolitan area is chosen, 
[differentials] have an influence on the decision regarding which specific municipality to settle in.
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Specifically, adding controls to the type and level of public good provided by 
each location significantly affects econometric results. Business-friendly regulations 
and public spending that increase productivity allow for a particular location to 
set a higher tax rate on capital and/or property. In other words, local attributes 
increase the “taxing power” of a given jurisdiction and must be taken into account 
when estimating business responses to taxation differences.

Taking a different approach, some studies test the existence of strategic 
complementarity in business tax-setting among jurisdictions. Ladd (1992) found 
statistical support for the hypothesis that neighboring jurisdictions mimic one 
another when it comes to fiscal policy in the United States. Büttner (1999) tests 
the existence of fiscal competition due to interactions between capital income tax 
rate levels in German districts. As in Ladd (1992), he finds evidence that tax rates 
are positively related to neighbouring tax rates.21

Some evidence on cross-border purchases can also be found in the empirical 
literature on fiscal competition. Due and Mikesell (1994) believe that, in relation 
to data from the United States, a one percent differential in sales taxes results in 
a one to six percent shift in purchases, from higher-tax areas to lower-tax ones. 
In Canada, a study about this phenomenon found little evidence of cross-border 
trade in the Ottawa-Hull area in the 1970s, when the rate differential between 
provinces was of 3% (Dufour and Vaillancourt, 1982).

In Europe, some tax exemption regimes for non-residents lead to out-of-country 
purchases. For example, on the Schleswig-Holstein border between Denmark and 
Germany, Germans usually buy cars in Denmark, while the Danes buy spare parts in 
Germany. This is a consequence of regulation and taxation, which led to completely 
different final prices in the two countries (The Economist, November 29th, 2001).

4 COPING WITH FISCAL COMPETITION

One challenge faced by the areas – countries, federations or even the whole world – 
where there is fiscal competition is how to reduce the welfare losses that stem from 
its many facets, with no sacrifice to the benefits of decentralization.

A country may impose restrictions to policies of the “beggar-your-neighbor” 
kind, by means of a constitutional disposition or national laws that bind the 
decentralized units. However, restrictions may be difficult to put into practice. 
Authorities would have to look closely at a wide variety of fiscal instruments, 
including those that are masked. It would be difficult to tell whether these 

21. The explanation for a positive correlation between neighbouring tax rates may be a classical competition result, 
since the tax base is volatile. Alternatively, this could be a political competition result. Voters compare policies from the 
neighboring district with those in their own district. The mayor fails to be reelected if his/her policy is worse than that 
of the neighboring district (Besley and Case, 1995). 
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instruments were steered toward competition or to other goals they could also 
serve. And long judicial battles could be needed in order to determine whether 
the actions of one decentralized unit caused any harm to another’s business.

A high level of taxing power centralization combined with transfers to de-
centralized units, as is the case in Argentina, or the attribution of tax legislation 
to the federal government, as in Germany, are possible solutions. They have the 
common inconvenience of eliminating an important facet of federalism, i.e., the 
autonomous budgeting of each subnational unit. Vertical coordination – tax collec-
tion agreements, tax base sharing, abatement of subnational [portions] from federal 
taxes – widely used in Canada, results in more uniform tax bases, leaving room for 
a decentralized decision regarding the budget size, but also for some competition.

Intergovernmental transfer mechanisms may be designed to reduce the harmful 
effects of fiscal competition without sacrificing the benefits of decentralization. The 
fiscal competition theory is concerned with the existence of externalities generated by 
the actions of one jurisdiction over the residents of another, and with the consequences 
when tax and expenditure decisions do not take these externalities into account. 

The economic theory prescribes the use of an interjurisdictional transfer 
system, so that a particular unit will pay taxes on negative externalities and will 
receive transfers related to the positive externalities it promotes. In theory, this 
“Pigouvian” transfer system would lead the system to an efficient decentralized 
balance (Varian, 1992). Unfortunately, implementing this ideal transfer scheme 
is impossible, and federal countries make use of non-optimal schemes.

In the case of spending competition, the underprovision of transfers to the 
poor resulting from decentralization may be partially compensated by earmarked 
transfers from central governments to subnational ones. Such is the case with the 
decentralized provision of public education and healthcare in Brazil, and also with 
the direct assistance of U.S. states to families below the poverty line.

Earmarked transfers may occur in the form of block grants or matching 
grants. In a block grant design, each jurisdiction receives a single amount from 
the central government whose magnitude is independent of the jurisdiction’s level 
of contribution to the public good provision. As for matching grants, individual 
jurisdictions determine their expenditure level, and the central government pays 
a fixed portion of a jurisdiction’s total disbursement. The theory of spending 
competition prescribes a combined transfer system because it reduces the marginal 
cost (borne by states) of providing welfare programs, resulting in a higher level of 
expenditure balance. In the block grant system, states would tend to spend only 
the equivalent to the single amount transferred by the Central Government.22

22. The 1996 social welfare reform in the United States shifted from a matching transfer system to a block transfer 
system, and gave states more freedom to define their own policies. Brueckner (1999) argues that such a shift may cause a 
reduction in long-term welfare spending, and could only be corrected by going back to the matching transfer mechanism. 
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Fiscal harmonization policies may also be used as a tool to reduce the nega-
tive effects of fiscal competition, while preserving the advantages of decentralized 
policies. In the case of economic unions, where “central governments” have a very 
small budget and decentralized units are sovereign jurisdictions that cannot be 
legally obliged – unless by voluntary adherence to a treaty – harmonization may 
be the only instrument to cope with the undesirable effects of fiscal competition.

As mentioned in the introduction, fiscal competition constitutes an extreme case 
in which members of a federation act independently, without any room for coopera-
tion. Harmonization constitutes a shift to a position where there is some cooperation. 
It can range from symbolic coordination, which is the present situation in regards to 
EU corporate income taxes, to total integration, a situation in which the units give 
up their autonomy or sovereignty, as is the case with the monetary policies of the 
members of the European Monetary Union (EMU).

Much has been said about the need to harmonize fiscal policies among Eu-
ropean countries as they engage in a deeper integration. And much has been said 
against harmonization, especially by those who believe in Leviathan. But even if 
the hypothesis that harmonization will be the instrument to ensure a large govern-
ment is dismissed, one must acknowledge that implementing this coordination 
scheme is far from trivial, especially in the economic union.

First, a contract between sovereign countries must take into account a wide 
range of possible non-cooperative strategies that should be discarded. Probably, it 
is impossible to cover all alternatives. For example, tax structure harmonization 
may be jeopardized by an indulgent execution in a given jurisdiction.

Secondly, in the case of sovereign countries, this “federalist pact” is not feasible 
in case one party chooses to act in a non-cooperative manner. Therefore, setting up 
an agency with supervisory and executive roles must precede the drawing of such 
a contract. The question is: are EU members prepared to give up their fiscal sover-
eignty? This is a sine qua non condition for deepening the harmonization process.

The answer to this question depends on several factors, and important among 
them is the answer to another question: how much are the gains to be collected 
from tax coordination? There are few answers to this question in the economic 
literature, most of them provided within the context of highly simplified models.

Sorensen (2001) has developed a fiscal competition model that weakens 
several of the restrictive premises of previous model development efforts, in an 
attempt to provide more reliable guidance to policymakers. Sorensen uses his 
model to provide quantitative estimates of welfare gains from fiscal coordination. 
He considers the cases of global coordination – when all countries in the world 
coordinate their fiscal policies – and regional coordination – when only a subset 
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of countries (the “union”) coordinate their policies. His main conclusions are “that 
the gain collected from regional fiscal coordination will be only a small fraction 
of the potential gain from global coordination if capital mobility is perfect. With 
imperfect capital mobility between the tax union and the rest of the world, there 
is a greater space for regional fiscal coordination, although the gain in welfare is 
almost certainly well below one percent of total GDP and occurs mainly in coun-
tries with high capital income tax rates”. In short, the reward for relinquishing 
fiscal sovereignty seems to be rather small.

5 FINAL OBSERVATIONS

Fiscal competition is a natural companion to decentralization. Potentially it always 
exists, since it is a consequence of differences among jurisdictions, not necessarily 
of intentionally promoted discrepancies; and there are no two identical govern-
ment units in the world. In practical terms, the manifestation of fiscal competition 
depends on the intensity of divergences and the reaction of economic entities in 
face of the set of options offered by decentralization.

Fiscal competition takes many forms, uses a variety of instruments and may 
cause a variety of different results (Section 2). A significant amount of theoretical 
work attempts to give shape to the phenomenon. Above all, results are quite sen-
sitive to the set of premises that is adopted in the assessment. So there are results 
for almost every taste. The technical status, as expressed by Wilson (1999), is that 
“competition among governments is presently seen as a less direct phenomenon 
than it was perhaps originally envisaged”. And, of course, there is room for more 
shaping, with the introduction of complexity that may address the ideal for the 
real world.

It is an important step to prove the practical existence of fiscal competition 
and to verify its impact on production factors and consumer mobility across 
jurisdictions (Section 3). Knowledge of the effects of competition on economic 
agents and on the intensity of their reaction to fiscal stimulus is useful to develop 
mechanisms to curb or reinvigorate government competition, whichever the case 
may be. But which is the case?

The insight offered by what may be called traditional tax competition models 
is that fiscal competition tends to distort resource allocation, promoting welfare 
losses. Acknowledging that these losses exist, they must be weighed against possible 
gains that come from spending competition – that is, the ideal environment for 
public policy innovation and a closer combination between public goods provision 
and local preferences – which are concomitant. The existing literature provides 
almost no evidence of the magnitude of these gains and losses. More research on 
this difficult empirical problem is needed in order to fill this fundamental void.
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In the absence of clear conclusions from the literature, both theoretical and 
empirical, it seems that the wisest attitude in regards to fiscal competition is to avoid 
extreme measures either to prevent or to encourage competition. Consequently, 
control mechanisms or recentralization may be measures that reduce welfare to 
the extent that they eliminate political competition between jurisdictions or create 
the environment for Leviathan to emerge. Naturally, the best course of action is, 
whenever possible, to adopt measures that reduce welfare losses without sacrificing 
the benefits of decentralization. Carefully designed intergovernmental transfers 
and cautiously conducted harmonization processes seem to be the most promising 
instruments (Section 4).
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