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Abstract

We study a model of tax competition between two countries when both skilled
and unskilled workers make their migration decisions simultaneously and wages are
endogenously determined. If both factors of production are allowed to migrate
freely and when the demand for skilled labor is not so elastic, the problem typically
predicted in the literature of tax competition that increased mobility of production
factors will pose a severe threat to redistribution possibility is less acute than it
might first appear. The equilibrium tax rate can be not only positive but also
increasing in the degree of mobility of unskilled workers. This is mainly because an
initial change in migration flows induced by an increase in the tax rate brings about
a higher wage for skilled workers and a lower wage for unskilled workers, which
offsets the initial adverse effect. We also show that in contrast to the conventional
wisdom in the literature of tax competition decreasing the tax rate invites not only
skilled workers but also unskilled workers; unskilled workers always chase skilled

workers at the equilibrium.

JEL Categories: D50, F21, H30

Keywords: globalization, mobility, tax competition, redistribution, fiscal ex-

ternality, political economy



1 Introduction

In almost all countries, personal and household wealth and income are distributed
quite unequally, and fiscal authorities are redistributing income and wealth through
various fiscal policies. But there is a growing concern that in a globalized world
where production factors freely move across the borders, the capacity of redistribu-
tive fiscal policies is quite limited, even by a government caring about the welfare of
the poor, because redistribution may attract welfare recipients (the poor or unskilled
workers) while pushing out sources of the tax base (the rich or skilled workers). (See
Epple and Romer (1991), Persson and Tabellini (1992), Rodrik (1997), and Roemer
(1997) among others.) Tax competition between fiscal authorities drives the tax
rate down because fiscal authorities are playing a Bertrand-type price competition
game where each fiscal authority can be better off by undercutting the tax rate of
its opponent.

The current paper reexamines the conventional wisdom in the literature of factor
mobility and tax competition, using a general equilibrium model with production
and free mobility of two production factors — skilled and unskilled labor. We will
show that the so-called ‘race to the neoliberal bottom’ thesis may not hold when the
mobility of both unskilled and skilled workers are considered simultaneously, and
immigranats and natives are treated equally in being taxed and receiving benefits.
Under the equal treatment principle, the skilled and unskilled workers always move
in the same direction. Consequently the exit threat imposed by the rich on the
tax-raising country is offset by a countervailing threat imposed by the poor on the
tax-undercutting country. Unless the demand for skilled labor is sufficiently elastic,
the equilibrium tax rate is not only positive but also increasing in the degree of

mobility of unskilled workers.!

2 The model

There are two countries located in a unit circle. The distance between the two

countries in the circle is 1/2 in either direction so that the two countries are located

!The supply of skilled labor is in general elastic, but the demand for skilled labor may be

inelastic.



exactly in the opposite. The Salopian (1979) model specification adopted here is
qualitatively identical to the Hotelling’s (1929) linear space model when there are
only two countries.

There are two types of workers in the world: skilled (S) and unskilled (U) work-
ers.? For any type 6 € {U, S}, workers are uniformly distributed around the circle
and provide ¢’ efficiency units of labor inelastically. We assume that eV = 1 and
e¥ = e > 1. The mass of each type of workers is given by m?, so the total mass of the
world population is mY +m®. We assume that mY = 1 and m® = m < 1; unskilled
workers outnumber skilled workers. Within each type, there is no ability difference
between workers; workers within each type are all identical in the efficiency units of
labor they can deliver.

A worker of type-0 who travels distance 2? to work in a country incurs a total
travel cost of d°2?, where d? > 0 is a unit travel cost. The travel cost does not have
to be strictly interpreted as a monetary cost. It can be either a worker’s dislike for
country ¢ or uncertainty that she attaches to the labor market of country i. Due to
the presence of the travel cost, workers are imperfectly mobile; even if the post-fisc
incomes are smaller in country 7, a worker with small d’z? may still want to migrate
into country ¢.

We interpret the inverse of d’ as the degree of mobility of type-f workers; a
worker is more mobile when she incurs a lower travel cost in moving across the
border. We assume d° < dV, so that skilled workers are more mobile than unskilled
workers. When d’ = oo, workers of type 6 are perfectly immobile. As d’ — 0, on
the other hand, the mobility of type-6 workers approaches to a perfect one.

Consider a type-f worker who is located between countries 1 and 2 in one side of
the circle at distance z? from country 1 and % — 2% from country 2. If her post-fisc
income from country 1 is y¢ and the post-fisc income from country 2 is 49, then she
chooses to migrate into country 1 when

1
Y- >y - (5 - ), (1)

2 Although we develop a model in terms of unskilled and skilled labor, our model is directly

applicable to the situation where labor and capital are production factors; we only need to rename

the two production factors.



or equivalently

0

1 o __ .0
A< 3 iy (2)

1w

The cutoff point z? lies in the interior when ’y? -3 } <d°)/2.

Because there is an identical set of workers (for each type) on the other side of

the circle, the total labor supply of type-6 workers for country 1 is

1 g _ .0
A% = mfef (_+y1 yz). (3)

2 d?
Since the total supply of type-§ workers in the world is m?e?, the labor supply of

type-0 workers for country 2 is

1 y6‘_y6’
o _, 001 Y2"U
A2—me(2+ 7 : (4)

Each country produces a single product, called ‘output’ or ‘income,” according
to a constant returns to scale production function G;(L#, LY). We normalize the
price of the output as 1, and assume that the function G; enjoys the usual properties
of the neoclassical CRS production functions, such as diminishing returns. For a
CRS production function, only the ratio of the two production factors matters, so
we define g;(v;) = Gi(v;, 1), where v; = LY /LY. We assume the following regarding
the functions g;(.).

Assumption 1 Foralli = 1,2, g;(v;) is continuous, increasing, concave, and twice-
differentiable.

Labor markets in each country are Walrasian, so that wage rates for each type
of workers are determined by their marginal productivity. The profit maximization

condition in each country yields

w? = g;(v;), (5)
and
wz{] = ¢i(vi)a (6)

where g;(v;) is the derivative of g;(v;) and ¢,(v;) = g;(v;) —v;g;(v;). The concavity of
g:(.) implies that the wage rate of unskilled workers is nondecreasing in v and that

of skilled workers is nonincreasing in v. Intuitively, an increase in v increases the
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marginal productivity of unskilled workers and decreases the marginal productivity
of skilled workers. Since g;(v;) is the demand function for skilled labor, we define
the elasticity of demand for skilled labor as €;(v;) = —g; (v;)vi/g;(v;) > 0.
The labor market equilibrium condition that labor supply must equal to labor
demand for each type of labor yields
A 124 (v — ) /8

U T ) "

S.S
where k = 557 = me.

The government of each country imposes taxes on skilled workers according to
a tax function 7;(.) and provides transfer payments to unskilled workers according
to a transfer function 7;(.) under a balanced budget constraint. Hence the post-fisc

income of a skilled worker is

yp = wie — 7i(wle), (8)
and that of a unskilled worker is
y; = w +Ti(wy). 9)

We assume that the government never levies taxes greater than wages; wfe —

7;(we) > 0. This condition is indeed an incentive compatibility condition for skilled
workers; otherwise skilled workers will not work.
In the literature of tax competition, many forms of tax and transfer functions

have been studied. Some models study tax competition by assuming that y7 =
S

taxes. Others have studied with y7 = (1 — t;,)wYe and y¥ = (1 + s;)w

w?e —T; and yZU = wlU + T';, where T'; is lump-sum benefits whereas 7; is lump-sum

U where
s; € [0, 1] is the proportional subsidy rate whereas t; € [0, 1] is the proportional tax
rate. All these models can be succinctly covered by the following forms of tax and

transfer functions:

T(w) = BoTi + (1= By)swi, (10)
Ti(wie) = BT+ (1 - By)tiwe. (11)
If B, = B, = 1, then 7 = wie —7; and y¥ = w? +T;; hence lump-sum transfers

are financed through lump-sum taxes. If 8, = 3, = 0, then v = (1 — t;,)w?e and
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yY = (1 + s;))wY, so that the fiscal policy is implemented by proportional taxes

i
and subsidies. If 8, = 0 and 3; = 1, then y7 = we — 7; and y = (1 + s;)w?;
proportional subsides are financed by lump-sum taxes. Finally if 3, = 1 and 8, = 0,
then lump-sum transfers are financed by proportional taxation. Although other
combinations are possible, the present paper focuses mainly on the above-mentioned
four cases.® Hence we assume T; € {T;,s;w’} and 7; € {77, t;w’e}, where s;,t; €

[0,1] and 7;, T; lie in some nonnegative compact intervals. Note that these four
0

cases are qualitatively all identical when w; is exogenously given. In the model of
tax competition, the policy variable is either 7; or t;. We denote the policy variable
of country i by p;; hence p; € {7;,t;}.

Because the government budget is balanced, we must have
TAY = 1,77 /e. (12)

The term AV is the total number of unskilled workers in country 4, whereas A /e is
the total number of skilled workers. Note that this relationship holds whatever the
forms of the tax and transfer functions.

Substituting equations (8) and (9) into (7) and using (5), (6), and the relationship
T; = T;v;/e, we obtain the following system of two equations: for i = 1,2 and j # ¢

oo — h L2+ (glw)e = 70) = (g;(w)e = 7)) /d° (13)

1/2+ ((¢:(vi) + Tvi/e) — (6;(v5) + 75v5/€)) /d

where 7; € {7;, tyjw7e}. Note that what matters in the model of tax competition is
the form of the tax function; the form of the transfer function is irrelevant. Hence

we need to study only two cases, depending on the form of the tax function.

3Some models take the form of y¢ = (1 — a;)w’? + b;, where a; € [0,1] and b; > 0. This

case can be easily studied in our framework if we allow 7; and s; to take negative values. By

setting By = 8, = 3, T; = —7; = 2b;, and —s; = t; = 2a;, we have T; = b; — q;w’ and
7; = —b; + a;wie. The budget balance equation yields b; = mie (w¥ + wiv;)a; and therefore
T = —b; + aiwfe = ai(g;e — vie(qbi + g;vl)) Computation of the equilbirum with this 7; is

starightforward. Although we do not report here, the equilibrium tax rate depends again on the

elasticity of labor demands for skilled workers.
4The fact that 7;, T; lie in compact intervals is a corrolary of our assumption that taxes cannot

be greater than wages.



The system of equations (13) determines a vector v = (v1,v9) given parameters
O = (k,d%,dY,e) and tax policies p =(p1,p2). By construction, the right hand
side expression of equation (13), X—lsj, is never less than zero. Hence v; > 0. Each
equation is well-defined if AV # 0. rthe solution to the above system of equations, if
exists, will be a function of a policy vector p = (p1,p2) and other parameter values
O.

In each country the tax policy is determined by maximizing the weighted aver-
age of the post-incomes of unskilled and skilled workers; that is, the social welfare

function in each country is given by

Wi(p) = as(w] (vi(p)) + Ti(P)ui(p)/e) + (1 — ) (wi (vi(p))e — Ti(p)),  (14)

where 7;(p) € {75, t;w? (vs(t))e}.> The coefficient ; € [0, 1] measures the bargaining
power of unskilled workers. If a; = 0, then the government in country ¢ reflects only
the interest of skilled workers. If a; = 1, then the government in country ¢ reflects
only the interest of unskilled workers. We do not model how the bargaining power
between the two types of workers is determined in each country.

We completed the description of our model. We now define an equilibrium

concept that we will employ in the current paper.

Definition 2 Suppose v;(p1, ps2) is a solution of the equation system given by (13).
An equilibrium is a policy vector (pi,p3), a vector of the ratio of the two types
of workers (vi,v3), and vectors of equilibrium wage rates (wi?, wi?) for 6 € {U, S}
such that for all v = 1,2 and j# i

p; € argmaxWi(pi, pj),
pi

v; = uilp;,p;),
wi¥ = ¢(v)),
wi® = g'(v])

Hence each worker chooses a country based on her rationally anticipated policy
position that each country will take, and each country sets the policy based on its

rational expectation about migration flows.

® Alternatively, one can specify the social welfare function as a Nash product. Our result is

qualitatively invariant to this alternative specification.
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It is in general difficult to obtain a closed-form solution for the system of equa-
tions (13) even with a very simple production function. Because of this, we will

apply the implicit function theorem in the analysis. We first establish the formula

for g;’;f and g;’?, which will be repeatedly used in the following analysis.
i j

Theorem 3 Let 7; € {7, tig;e} be the tax function and p; € {77, t;} the policy
instrument of country i. Let

o U_ﬂ .// _M_ﬁ 7 ' _aTz’
Az — Az 70 ('Uzgi (’Uz) (%i ) dS (gz (Uz)e (%i )7

N = (ol i o) — ) £

v; " o(tiv;/e k oT;
B = ghlug (o) - 2B 4 (g e = 505 £

L kO
dV e  d5 Op;’
Vi Uy k 87’]

Dy = (

Dy = Aot 35,1 7¢
Then fori=1,2 and j # 1
Ov; -1
- = —(A;Dy — B;Dj;),
api |K|< J J)
ov; -1
= —(A;D;; — B;D,;
5]?]' |K|< )= JJ)’

where |K| = A1A2 — BlBg.

Proof. The two equations from (13) are
14 ((gi(vi)e — 73) = (g;(vy)e — 75)) /d®

5+ ((6i(ve) + Tavi/e) = (¢(v) + 7jv5/€)) JdU
3+ ((g(v)e — 7)) — —r,)) Jd®

% + ((¢j(7’j) + 7jv5/€) — + Tzvl/e)) /dV’

for 1 = 1,2 and j # ¢. Differentiation of the above two equations with respect to p;

Ui:k?

Uj:k

yields
ov; ov;
Ai—+B=—+D; = 0,
8p-+ 5pz’+
ov; ov;
B A= 4 Dy = 0.
15 T Y, 0



Solving simultaneously, we have

-1
[2—] A Bz-] Dii]
o, = =
o B; A, Dji
B 1 A;  —B; D;;
K| =B, 4 Dji |

which completes the proof. (8”1 is obtained by reversing ¢ and j from gp ).

Remark 4 For the sake of later computations, we derive the various variables ap-
peared in Theorem 3.

(1) If 7: = tigie and p; = t;, then 754 = t,(gi4g v;) = tigi(1-<,), 5t = tigi e,
and 8—” = gie. Hence A; = AV (& (1—8i) )gz+ (1 t;)eig;, Bi = — (g5 +
(1— )t )g; — &= (1 —t;)e;9;, Dii = (H% + &) ge cmd Dy; = —(%% + 25)g;e for
J# i

(2) If 7; = T; and p; = T;, then Tévz/e) =Ti/e, g” =0, and aTz = 1. Hence
A = A?—;U (Uigi —Tife)— dsgz (Uz)e B; = dU (Ujg] TJ/€> dsgj e, Dy = (%J‘%‘i‘dks)
and Dij = — (%L + 2% for j #i.

3 Tax competition with identical countries

To obtain analytically tractable results, we will mainly study the symmetric equi-
librium under the assumption that the two countries are identical. Elsewhere we
showed by simulations that the qualitative results derived from the symmetric equi-
librium carry over to asymmetric cases (Lee, 2003). Also to see the intuition behind
the model more clearly, we will study with the two extreme forms of the social wel-
fare function, corresponding to a; = 1 and «; = 0. Analysis of the intermediate
cases is straightforward. We first compute the symmetric Nash equilibrium when

the policy instrument is a proportional tax rate.

Theorem 5 Suppose a; = 1 and g;() = g(.) for alli. Suppose the policy instrument
of each country is a proportional tax rate t;. Then the equilibrium tax rate at the

symmetric equilibrium s

A1 4k 5 e

t* 1 f2 + dU 2 ds
= A (ke

: AL A L U R

T e A S



4g/e .
ds

otherwise it is decreasing in d%- The equilibrium tax rate is always decreasing in dis

where € 1s evaluated at k. The equilibrium tax rate is increasing in d% if %1 <

Proof. At the symmetric equilibrium, we must have ¢; = ¢, t; = t, AU = %
A =% vy=k Bi=B=—-2(c+(1-¢)t)g — &(1—teg A—A - B,
and Dy; = —D;j = kg (k)(2 + ). (See Remark -(1).) T herefore from Theorem
3 we compute |[K| = A2 — B> =1 - B =21+ (1-t)(& + &)eg +tXg > 0and
gvl = & L(A+ B)D; —|kg| (dﬁU + %) Now
OWi| =1 : " ov;
—,— = (¢ +ligiuitt i
at, (¢; + tig; vi + gl)at + g0
—kg K e
pu 1 _— —
((s+( e)t) (2 |K’(dU ds)) +k>

k
- s (Eera-ong dm+mm)

(e +
() (e ho8)
+

The term (e(45 + &) — (35 — =5)) is positive since & = %¢ < & Hence 3@‘;‘?‘ i
1 k e k e
(5o t+35)e /+(—U+—s)5
ositive up to —22—+—1 and then negative. If is less than
p p (dU+ds)3+( dLU) & (dU+ds)€+(___)

1, then it is the interior equllibrlum tax rate; otherwise the equilibrium tax rate is
1 because % > 0 for all ¢;.

Differentiation of ¢; with respect to d% yields

orr kem—(e— 1)
o) (& +E)e+(5—5)°

571

This is positive if

Similarly, dlfferentlatlon of t; with respect to =z L vields

atf B —6(26[1% + 62—;/1)

0 (@ + e+ (=)
which completes the proof. m

Several remarks can be made regarding Theorem 5.
First, since % is increasing in € > 0, our result implies that the equilibrium

tax rate is increasing in the mobility of unskilled workers if the labor demand for
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skilled workers is not so elastic. In particular, if € = 0, then the equilibrium tax rate
is always increasing in the mobility of unskilled workers. If the demand for skilled
labor is very elastic, on the other hand, the tax rate decreases as unskilled workers

become more mobile. Note that when e < 1, the inequality &=+ < 49 -

always holds,
so the turning point value of € is greater than 1.

Second, the equilibrium tax rate when unskilled workers are perfectly immo-

Lre(s)

bile (dV = 00) becomes t}|v_o = mm[%
1

decreasing in Zz. This result is consistent Wlth the standard result that a higher

,1], and therefore the tax rate is

mobility of skilled workers lowers the equilibrium tax rate. On the other hand, if
skilled workers are perfectly immobile (d° = oo) while only unskilled workers are
mobile, then the equilibrium tax rate becomes tf|gs_o = 1, because , + dU > 55
when d° = oco. This is due to the fact that the governments are ca,rlng only about
unskilled workers.

Third, it is straightforward to verify that tf|w_o < tf < tf|gs—0o

Our results therefore are very different from the results derived from the models
that consider the mobility of only one production factor. In particular, the mobility
of unskilled workers offsets the adverse effect of the mobility of skilled workers on
the tax rate. What is the intuition behind our results then? To better understand

Theorem 5, we derive Lemma 6.

Lemma 6 Suppose a; = « and g;() = g(.) for alli. If the policy instrument of each
country is a proportional tax rate, then at the symmetric equilibrium the following
results hold.
(1)%% = ﬁ(diy +£)g <0, where |[K| =1+ (1 —t)(2 + &)eg +t4g > 0;
(2)6111 — _du

8tj ot;
8AS _ kta \ !
(5’) = kds(;lL + ;g )g <0; and
! i
k U(i - tgse)gl s0 ifz s tgse

Proof. We already derived part (1) in Theorem 5. Part (2) is straightforward

because D;; = —D;; at the symmetric equilibrium. To prove part (3), note that

(vi)e—7i)— (g, (v;)e—;)

AP =k(5+ I pE ), where 7; = t;g;e. Hence

ﬁ\ll

10



8/\;9 k 1 " 61)- ’
ot, 45 ((1 ~t)gieg- — _tj)gjeatj _g’B)

kf " —k ]{f (& / ’
— 4 (2000 el g o+ ) - a)

—k k (& ’ ’
= FK| <—(1 —t)(p + 5g)eg + |K|) ge
—ke 1 ktg . .
= - < 0.
K1t @)
Since v; = j\\—}sj, we have g;’l = %Ltf(A—lU) - X—gaa‘/;? At the symmetric equilibrium
) OAU OAS ) fen 7 .
Ale =2 and /’;;J = 2k. Hence o = %W—ﬁgﬁ = |K]fdy(i—tj—s)g , which completes
the proof. m

The first part of Lemma 6 states that as country i increases the tax rate, the
ratio of skilled workers to unskilled workers (v) falls. One might intuitively think
that this is due to the emigration of skilled workers from the tax-increasing country
plus the immigration of unskilled workers to that country. But parts (3) and (4) of
Lemma 6 shows that this intuition is not always true. Part (3) shows that skilled
workers always migrate out as the tax rate increases. Part (4) of Lemma 6 shows,
however, that the migration flow of unskilled workers depends on the tax rate and
the degree of mobility of skilled workers. If the tax rate is sufficiently low or skilled
workers are not so mobile (that is, if £/d” is sufficiently low), then unskilled workers

U
aaAt? > 0). If the tax rate is sufficiently

migrate in to the tax-increasing country (

high or skilled workers are sufficiently mobile, however, unskilled workers migrate

1?)

U
out from the tax-increasing country ( 812 < 0). What this means is that under

certain circumstances skilled and unskilled workers can move in the same direction.

The intuition behind this result can be obtained by looking at the post-fisc
income of unskilled workers. The first effect of an increase in the tax rate is, by
increasing the transfer payment through the tax rate effect, to increase the number
of unskilled workers and reduce the number of skilled workers. This first effect
reduces v, and so increases w*. Intuitively, a decrease in the supply of skilled workers
increases the wage rate for them. Therefore the effect of an increase in the tax rate

on the tax base — which is equal to w;v;— is ambiguous. Furthermore, wV declines as
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the number of unskilled workers increases. The combination of the wage rate effect
and the tax base effect induced by the first effect provides an opposite incentive
for unskilled workers. If skilled workers are not so mobile or the tax rate is not
high, then the second combined effects will be smaller than the first effect, so that
unskilled workers continue to come in. But if skilled workers are sufficiently mobile
or the tax rate is high, then the combined effects will dominate the tax rate effect,
so that unskilled workers, looking for higher wages and higher tax bases, will chase
skilled workers wherever the latter go.

Indeed this is what happens at the equilibrium. To see this, we compute

1 tge 4E(diU -+ d%)(i — %) —(F + dLU)
4 s = k e e k <0, (15)
4 d (g + e+ (5 — )

AU

! !
since (3 — %) < (5 — %) < 0 and Jx — & > 0.° Hence

which implies that increasing the tax rate pushes out not only skilled workers but

< 0 at the equilibrium,

also unskilled workers. Our result is therefore sharply in contrast to the conventional
wisdom in tax competition that skilled workers will migrate out whereas unskilled
workers migrate in to the tax-raising country.

The fact that skilled and unskilled workers can move in the same direction has
a dramatic implication for the equilibrium tax rate. When unskilled workers always
chase skilled workers, it is not always the best response of a country to undercut
the tax rate of the other country, because undercutting the tax rate invites not only
skilled workers but also unskilled workers. Hence the undercutting procedure does
not continue forever, which implies that each country can propose a positive tax
rate at the equilibrium even in the world of free mobility.

But the fact that unskilled and skilled workers move together does not auto-
matically imply that an increase in the mobility of unskilled workers increases the
equilibrium tax rate. Although skilled and unskilled workers are moving together
in our model, an increase in the mobility of unskilled workers increases the tax rate
only when the labor demand for skilled workers is not so elastic.

Whether the demand for skilled labor is elastic or inelastic, of course, depends
on a form of the production function. If the production function is that of a CES

type, g(v) = A(yv” + (1 — 4))/?, where A > 0, v € (0,1), and p € (o0, 1), then

6The condition %f% < 01is derived from the fact that ¢} < 1, which imples that %f &= < _TkUL-
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the elasticity of labor demand is related with the elasticity of substitution. It is
straightforward to show that at the symmetric equilibrium the elasticity of labor

demand becomes
1—-p)(1—
vkP +1 —~
Therefore £ becomes larger as p becomes smaller. If p = 1, the production function

is linear and € = 0. If p = 0, the production function is Cobb-Douglas and ¢ = 1—7.
Finally if p = —o0, then the production function is Leontieff and € = oo. Since p
is the elasticity of substitution between the two production factors, the elasticity
of demand for skilled labor in the CES production function becomes smaller when
the two production factors are substitutes and larger when the production factors
are complements. Therefore another interpretation of our result is that a higher
mobility of unskilled workers are conducive to a higher tax rate if unskilled and
skilled workers are substitutes. If they are strong complements in production, then
a higher mobility of unskilled workers are more likely to decrease the tax rate.
Whether the two production factors are substitutes or complements is of course an
empirical issue.

When the policy instrument is a lump-sum tax, however, the mobility of unskilled
workers is always conducive to a higher tax rate regardless of the elasticity of labor

demand.

Theorem 7 Suppose o; = 1 and g;() = g(.) for all i. Let the policy instrument of
each country be a lump-sum tax. Then the equilibrium tax rate at the symmetric

equilibrium is

st @@y oo
-y YW

The equilibrium tax rate is always decreasing in dis and increasing in 7.

T; = min

Proof. At the symmetric equilibrium, we have 7; = 7, AV = %, A
Bi:B:—(dLU—i—%)gg,—kg—ée, A,L:A:%—B, DZZ:—Dl]:E(_‘i‘%) (See
Remark 4-(2).) Therefore Theorem 3 implies that [K| =1 —B =1+ (4 + &)eg +

13



K] 2[K[e\d d
8VVi|ai_1 ’ 71‘ an (3
oT; (¢ e >8TZ e
— (e ’+f)__1ﬁ(ﬁ+i) k
- 2|K|e dV  d% e

_ Lk (1+(£+i)5 ’)_l(i_ﬁ);
T 9K|e \'2 ‘@ T g TN gs T qu)T )

The term (75 — d%) is positive. Hence is positive up to

ow;
oT;
then negative. The incentive compatibility condition implies that 7; < ¢'(k)e. If
1ok 4 ey, ,

ZJE?];;“;/M is less than g (k)e, then it is the interior equilibrium tax rate; otherwise

as qU
the equilibrium tax rate is g (k)e.

Differentiation of 7} with respect to = yields
o7 5 +3eg
(L) (< — £Y/e) >0
@) (G5 —a)/e)

Similarly, differentiation of 7} with respect to d% yields

7

Az (- %))’

which completes the proof. m

ori —(1+%eg)
k.

Theorem 7 tells us that the equilibrium tax rate is always increasing in diU. Hence
when the transfer payments are financed by lump-sum taxes, an increase in the
mobility of unskilled workers always increases the tax rate whatever the elasticity of

demand for skilled workers. This is largely due to the fact that the total tax revenue

TiV;

-t does not directly depend on w? in the case of lump-sum taxes.

Lemma 8 is a counterpart to Lemma 6 when taxes are lump-sum. The proof of

Lemma 8 is omitted because it is basically the same as the proof of Lemma 6.

Lemma 8 Suppose a; = « and g;() = g(.) for alli. If the policy instrument of each

country is a lump-sum tax, then at the symmetric equilibrium the following results
hold.
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(1 8“1:2|—é|k(k +£) <0, where |K| = 1+ (& + £)eg' + 2¢ > 0;
8111 _ _ Ov
(2) 5% g > 0;

(3) T = s (1 + 555) < 0; and
8AU . ) .
(4) ‘K|dUk<1_d_S)§OZf%§d_S'

Again at the symmetric equilibrium, we have

—x% e k k e \E
4 ds 4(5 — £

so unskilled workers chase skilled workers.

Until now we have studied the model with «; = 1. Next we turn to another

extreme case: a; = 0.

Theorem 9 Suppose a; = 0 and g;() = g(.) for all i. Whether the policy instru-
ment 1s the proportional tax rate or lump-sum tazes, the equilibrium tax rate at the

symmetric equilibrium is always zero.

Proof. (1) Suppose 7; = t;g;e.
W] a=0

;=

ot;

/ ” avi
= e(—g; + (1 -ty %)

= eld + 1= (GG + )
—eg' k e.
= 2|K|(2|K| (1_t)(dU E>8g)

- i (g - (F - )

The term —(1 + (45 + -5)e) is always negative whereas the sign of the term

L : . oW,
2k — (45 + % )e is indeterminate. But since sgnL

%‘Z’ is always negative for ¢; € [0, 1]. Hence the equilibrium tax rate is zero.

[ti=1 = sgn(—57 —27) <0,
d

(2) Suppose 7; = T;.

3VVi|ai:0 . //ea/Uz‘ 1
o7 Mo
v —1 ﬁ k (&



Hence the equilibrium tax rate is zero. m

The result is not so surprising. Because skilled workers always lose from a higher
tax rate, if the governments care only about skilled workers, they will set zero tax
rates. Indeed Theorem 9 is a corollary of the fact that the labor supply of skilled

workers is decreasing in the tax rate. To see this, consider the case of a proportional

tax rate. Since Wj|a,—0 = (1—t;)g;e, aWQZFO = (1—ti)g;'eg;’;' —g;e. Since AY = k(3+
(1—t;) ;(vi)e—(l—t') /-(U') OAS ” ) ’ " Qv
J e 9257 we have e = & ((1 —t:)9; eg—lt};‘ —gie — (1 —t5)g; 68—:j>.
1z v il = S
Because g; < 0 and g—tj > 0 (part (2) of Lemma 6), %tizo %%. Hence

881;5 < 0 (part (3) of Lemma 6) implies %ﬁ-i:o < 0, which proves the claim. Similar
arguments can be made for the case of the lump-sum taxes.

We have studied the model with two extreme cases. Computation of the equilib-
rium tax rate in the intermediate cases is straightforward. If «; is sufficiently large,
we have similar results like Theorems 5 and 7. If «; is sufficiently small, we have

the result like Theorem 9.

4 Conclusion

Our results here show that the equilibrium tax rate is not always driven down to
zero when the mobility of two factors are considered simultaneously and wages are
endogenously determined. The problem of tax competition can be more broadly
seen as a cross-border fiscal externality problem. The externality occurs because an
increase (a decrease) in the tax rate in one jurisdiction causes an outflow (inflow) of a
production factor to other jurisdictions that increases (decreases) their tax revenues.
(See Mansoorian and Myers (1993) and Wildasin (1989) for further discussion.)
When both factors move simultaneously and wages are endogenously determined,
however, the externality problem is less severe because a tax-cutting country imposes
not only a negative externality to the other country by decreasing the latter’s number
of tax base but also a positive externality by increasing the per-capita income of the

tax base.
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