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The result of tax competition may well be a tendency toward less
than efficient levels of output of local services. In an attempt to keep
taxes low to attract business investment, local officials may hold
spending below those levels for which marginal benefits equal marginal
costs, particularly for those programs that do not offer direct benefits to
local business. [Oates (1972), p. 143]
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Tax Competition, Provision of Public
Goods and the Number of Firms

Kuo, Horn-In

Abstract

Under the three-countries-two-firms duopolistic structure, Lai
(2006) incorporates the rent-shifting effect in the typical tax
competition model. He finds that when firms compete in terms of
quantity, the rent-shifting effect aggravates the under-provision of
public goods in a Cournot duopoly, i.e., the Oates hypothesis still holds.
However, in this note we find that the number of firms plays an
important role in the result which Lai (2006) has obtained. Moreover, if
the number of home country manufacturers is larger than the foreign
country’s under the homogeneous cost structures of the home country
manufacturers, the rent-shifting effect will increase (not reduce) the
provision of public goods and mitigate (not aggravate) the inefficiency
arising from tax competition. On the other hand, under the
heterogeneous cost structures of the home country manufacturers, the
effect of allocative production efficiency will enhance the above result.
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