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I . I nt roduct ion 
 
I n 2004, ten new European member states (NMS)  joined the EU. They include 
Poland, Czech Republic, Slovenia, Slovakia, Estonia, Latvia, Lithuania, Hungary, 
Malta and Cyprus. At  the t ime of their ent ry, the average corporate tax rate in 
these count r ies was 10.5 percentage points lower than in the rest  of Europe 
(EU151) . This is illust rated in Figure 1. While the average EU-15 tax rate was 
around 31% , the average for the NMS around the t ime of ent ry was about  21% . 
Figure 1 illust rates another important  stylized fact  i.e. that  tax compet it ion had 
started already much earlier than that . From the m id-ninet ies onwards tax rates2 
throughout  the OECD countr ies started to slide. But  where this process halted 
for non-EU OECD count r ies with average tax rates stabilizing after the year  
2000, tax rates in Europe cont inued to fall.  
 
The ent ry of the NMS did not  t r igger tax compet it ion, but  Figure 1 shows that  it  
seems to have intensified the already exist ing tax compet it ion in Europe. I n fact , 
casual empir icism  suggests that  former EU-15 count ries geographically close to 
the NMS such as Germany and I taly experienced tax rates falling faster than 
those EU-15 count r ies further away from  the former Cent ral-European count r ies. 
This can be seen from Figure 2 where we divide the former EU-15 count ries into 
two separate groups. On the one hand we plot  average tax rate changes for  
“neighbouring”  count r ies i.e. count r ies of the former EU-15 that  share a land or  
water border with any of the count r ies of form er Cent ral-Europe. And on the 
other hand we show the evolut ion of the average tax rate of the “non-
neighbouring”  EU count r ies. From Figure 2, it  can be noted that  the average 
nominal tax rate of “neighbours”  fell more sharply than that  of “non-neighbours”  
where changes were less drast ic over t ime. I n this comparison we excluded 
I reland which seems to behave very different ly from  the rest  of the EU-15 with 
tax rates falling even below those of the NMS as early as 1999. Despite the fact  
that  we classify “neighbours”  and “non-neighbours”  somewhat  arbit rar ily, tax 
reforms seem to have evolved dist inct ly different  across these two sets of 
count r ies. Figure 3 visualizes which count r ies have been included in each group 
with the black areas referr ing to the NMS, the dark grey ones to the 
“neighbouring”  EU-15 count r ies and the light  grey area to the remaining EU-15 
“non-neighbouring”  count r ies. 
 
To understand the apparent  different  tax behaviour of “neighbour”  and “non-
neighbour”  count ries, the purpose of this paper is to analyse how “distance to a 
low tax region”  like the NMS affects count r ies’ tax react ion funct ions. Could it  be 
that  countr ies close to the low tax region are subject  to more intense tax  
compet it ion than others? That  is essent ially the research quest ion that  we pose 

                                       
1 EU15=  Belgium , the Nether lands, France, Germ any, UK, I reland, Luxem bourg, 
Sweden, Denm ark, Aust ria, I taly, Spain, Greece, Finland and Portugal.  
2 I n this study we focus on nom inal tax rates instead of effect ive tax rates or tax bases. 
One reason is that  investor surveys tend to show that  m ult inat ionals deciding on a 
locat ion tend to short  list  potent ial count r ies of interest  by their nom inal tax rate. Tax 
base and effect ive tax rates are less t ransparent  and less known and therefore m ore 
diff icult  t o com pare across locat ions. 
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here. Put  different ly, we wonder whether the firm- level tax rate of the Polish 
governm ent  in Warsaw has more of an effect  on the tax rate in the 
“neighbouring” count ry Germany than say on the firm - level tax rate of a “non-
neighbouring” count ry like Belgium? Our results suggest  that  this is indeed the 
case. The tax react ion funct ion of the German government  with respect  to tax 
rates set  in Cent ral-Europe appears to be much st ronger than the tax react ion 
funct ion of the Belgium  governm ent  with respect  to Cent ral-European tax rates.  
 
I n sect ion 2 of this paper we develop a simple theoret ical model that  offers an 
explanat ion for why the German rather than the Belgian governm ent  will be 
more subject  to tax compet it ion from  say Poland. The reason is that  “distance” 
mat ters. An intuit ive way to think about  this is to make the com parison with the 
product  space. I n a Hotelling type of m odel with t ravelling costs it  is a well 
known result  that  when firms locate physically further apart , pr ice-compet it ion is 
less fierce and firms are less affected by pr ice cuts of r ival firms. I n our model 
count r ies have a fixed geographical posit ion but  foot loose firms can move freely 
between them. I t  will becom e clear that  count r ies closer to a low tax region are 
more subject  to tax compet it ion and everything else equal will set  a lower tax 
rate than count r ies further away.   
 
Empirically, this seems to be confirmed by the results we obtain. Using a spat ial 
react ion funct ion approach, we provide evidence of the fiscal react ion funct ions 
between groups of countr ies in Europe. The analysis suggests an asymmet ric 
response whereby the EU-15 “neighbours” respond to taxes set  by the new 
member states, but  not  vice versa  
 
Surprisingly, we fail to find evidence of a fiscal react ion funct ion of the 
“neighbours” to tax rates set  by the “non-neighbours”. I n other  words, Germany 
while st rongly affected by the tax rates set  in say Poland, in cont rast  does not  
seem to be significant ly affected by the tax rates set  by France. Hence tax 
compet it ion in Germany seems predom inant ly to come from  count ries located to 
its r ight  not  to its left .   
 
Also, we fail to find a fiscal react ion funct ion for “non-neighbours”. Their tax  
rates do not  appear to be affected by the NMS. Neither do they respond to those 
set  by “neighbours”. This result  suggests that  the tax rate of France is not  
significant ly affected neither by that  of Poland nor by that  of Germany. This 
result  appears to correspond with the result  obtained earlier by Gerard and Ruiz 
(2007)  who find only weak evidence of tax m im icking behaviour amongst  EU-15 
count r ies.  
 
I ndeed we are not  the first  to look at  spat ial react ion issues. Earlier studies have 
looked at  tax rates interdependence in the EU15 or in the OECD (Devereux et  
al., 2008;  Altshuler and Goodspeed, 2002;  Redoano, 2003;  Ruiz and Gerard, 
2007) . The study closest  to ours is the one by Gerard and Ruiz (2007), but  they 
exclusively focus on tax interdependence of the EU-15 and find only weak 
evidence. The results we obtain in this paper shed some addit ional light  on their 
findings. While we confirm  the absence of tax interdepence amongst  the 
count r ies of “old Europe”, there seems to be heterogeneity amongst  this group 
of count r ies in the way they respond to the low tax rates in the new mem ber 
states. Our cont r ibut ion lies in document ing an asym metric response between 
count r ies based on proxim ity to the low tax region in the East .  
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Figure 1 : The evolut ion of average statutory corporate tax rates in the 
EU2 5 , EU1 5 , new  m em ber states ( NMS)  and non- OECD6 , 1 9 9 5 - 2 0 0 6  

 
Source:  European Com m ission 
Note:  OECD6=  Aust ralia, Canada, Japan, Mexico, New Zealand and USA 
NMS=  Belgium , the Nether lands, France, Germ any, UK, I reland, Luxem bourg, Sweden,  
Denm ark, Aust r ia, I taly,  Spain, Greece, Finland and Portugal 
 
Figure 2 : Evolut ion of corporate tax  rates in the EU2 5 , 1 9 9 0 - 2 0 0 6  

 
Source:  Vandenbussche and Crabbé (2006) and Am adeus (Bureau Van Dij ck)  
Note:  neighbors of NMS=  Denm ark, Finland, Germ any, Aust r ia, Greece, I taly and 
Sweden 
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Non-neighbors of NMS=  Belgium , France, Spain, Portugal,  UK, the Nether lands and 
Luxem bourg 
 
 
Figure 3 : Map of EU2 5  
 
 

 
Note:  black area =  new m em ber states (NMS), grey area=  neighbors of NMS, light  grey 
area =  non-neighbors of NMS 

 I I . Tax com pet it ion m odel 
 
I n this sect ion we develop a simple theoret ical model that  can explain some of 
the stylized facts out lined in the int roduct ion The set  up  is sim ilar to Haufler and 
Wooton (2001) but  addit ionally int roduces spat ial ‘distance’ into the m odel. The 
assumpt ions are carefully chosen in order to keep the m odel as t ractable as 
possible and with a focus on the main point  we want  to make i.e. that  distance 
mat ters for tax compet it ion. We assume that  a foreign say U.S. m ult inat ional 
(MNE) intends to invest  in Europe. I t  has the choice of locat ing in one of two 
regions:  region A (EU15) or region B (NMS) . Region A is the larger market  of the 
two. I f the MNE decides to set  up in one region, it  will face a t ransport  cost  (c)  
when export ing to the other region, while there are no t ransport  costs to 
dist ribute the good within t he count ry. Marginal product ion costs 3 and fixed 

                                       
3 I t  is t rue that  wages costs in Cent ral Europe are lower but  studies have shown that  
product iv ity is also lower which to a large extent  offsets their wage advantage. Therefore 
for sim plicit y we assum e that  these things cancel out  and that  m arginal product ion costs 
are equal.  
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costs are assumed to be equal in both regions and are dropped from  the 
analysis. The staging of events is as follows:  
 

1. Regions A and B set  their  tax rates ( t A, t B)  simultaneously in order to 
maxim ize regional welfare. 

2. The m ult inat ional chooses to locate in A or B, taking into account  the tax  
rate and t ransportat ion cost .  

3. The m ult inat ional decides on local output  and exports to the other region 
to maxim ize after- tax profits. 

 
The m odel can be solved with backwards induct ion. I n stage 3, the m ult inat ional 
decides on output  and exports to maxim ize after- tax profits. We assume the 

inverse demand funct ions of region A and B to be respect ively, ( )AA QMP −=  

and ( )BB QmP −= , where the market  size M is substant ially larger than the 
market  m . The after- tax profit  of the m ult inat ional when choosing to locate in A 
is:  

( ) ( )( )( )AABABABAAA tcxQQQmQQM −−−+−= 1(π      (1)  
The first  term  represents the sales in region A, the first  part  in the second term  
between brackets is the export  quant ity to region B and the second part  between 
brackets is  the t ransport  cost  (c)  of shipping the exported quant ity (QAB)  over  
distance x  where x reflects the distance between region A and B. And t A is the 
profit  tax rate in region A.  
The expression for the after- tax profit  of the m ult inat ional when locat ing in B is 
sim ilar:  

( ) ( )( )( )BBABABABBB tcxQQQMQQm −−−+−= 1π .     (2)  
 
The main purpose for us to study this model is to understand the tax dynam ics. 
Therefore our  focus lies on the analysis of government ’s tax react ion funct ions 
and the role of distance between the two regions rather than on the equilibr ium  
tax rates.  
For  that  we start  by deriving the “indifference tax rate”. The mult inat ional will be 
indifferent  between locat ing in region A or B when its after- tax profits in region A 
equals its after- tax profit  in region B. This applies when 

( ) ( )( )
( )22

222

cxmM

cxMmtmMcx
t BIndiff

A −+
−++−

=
       (3)  

 or 

( ) ( )( )
( )( )22

222

cxMm

cxmMtMmcx
t AIndiff

B −+
−++−=

      (4)  
 
 
Taking into account  that  M >  m , it  can be verified from  the expressions above 
that  the larger region A will always set  a higher  tax rate than region B at  the 
indifference point . Since our main interest  in the em pir ical sect ion is to study the 
tax react ion funct ion of the high tax regions in Europe our focus here is on the 
react ion funct ion of region A. We define the welfare object ive funct ion of each 
region as the sum of consumer surplus (CS)  and tax incom e ( tax on profits 
before tax)  provided the MNE locates in its region. To simplify things we assume 
the U.S MNE does not   reinvest ing its equilibr ium  profits (π*

i)  in Europe but  shifts 
all its profits back to the US which is why its profits are not  included in a region’s 
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welfare funct ion even when it  locates there. Therefore each region’s welfare in 
the presence of the MNE can be represented as follows:  

i

i
iii t

tCSW
−

+=
1

*π

.           (5)  
 
Moving to stage 1 of the tax game, region A has the opt ion of set t ing its tax rate 
either below or above the ’t he indifference’ tax rate. By set t ing its tax rate just  
below the indifference rate, region A will at t ract  the mult inat ional and its welfare 
will be as in (5) . A tax rate above the indifference rate however will t ilt  the MNEs 
preference in terms of locat ion towards the other region in which case  region A 
would loose the tax revenue and would also have a lower consum er surplus4.  
Welfare in each of the two opt ions is summarized below:  
 
 

Opt ion 1:  
Indiff
ii tt <  implies i

i
ii tCSW

π
π
−

+=
1

*

11

     (6)  
Wi1> Wi2      

Opt ion 2:  
Indiff
ii tt >  implies 22 CSWi =  

 
I t  can be easily ver ified that  welfare in opt ion 1 is larger than in opt ion 2, 
therefore region A will prefer  to set  a tax rate a fract ion  below the ‘indifference’ 
tax rate, to at t ract  the m ult inat ional:   
 

( ) ( )( )
( )

ξξ −
−+

−++−
=−

22

222

cxmM

cxMmtmMcx
t BIndiff

A

      (7) .  
 
The expression above indicates that  the tax react ion funct ion of region A is a 
funct ion of the t ransport  cost  between A and B, the distance between the two 
regions, the tax rate of the other region B and the market  size of both regions.  
This react ion funct ion has some features that  explain the stylized facts. For 
instance, it  can be noted from  (7)  that  the tax rates of region A and B are 
strategic complements since t B enters the react ion funct ion of t A with a posit ive 
sign and vice versa. This implies that  a drop ( rise)  in the tax rate of region B will 
be m et  by a drop ( r ise)  in the tax rate of region A. This seem s to confirm the 
facts presented in Figure 2 where all European tax rates are more or less falling 
together . Expression (7)  also shows that  region A will always set  a higher tax 
rate than region B as a result  of its larger market  size (M> m). The larger  market  
of region A implies that  it  can set  a (posit ive)  tax prem ium compared to region 
B.5 But  most  important ly for our purposes, a comparat ive stat ic of the tax 
react ion funct ion of region A wrt  the distance between region A and the low tax 
region B, everything else constant , shows that  the tax premium of region A 

                                       
4 I t  can be ver if ied that  CS1> CS2 but  will not  be shown here for brevit y. The reason is 
that  when the MNE locates in region B, consum ers of region A will have to pay an 
addit ional t ransport  cost  which would not  be the case if the MNE locates in A.  
5 For com pleteness we should point  out  t hat  under the assum pt ions we m ade we can not  
exclude a negat ive tax. I n other words the m odel shows that  region A in equilibr ium  
gives a lower subsidy to the MNE than region B.  
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increases with the distance between both regions (
0>

∂
∂

x
t A

) . This is the result  we 
focus on and the one we want  to test  empir ically in the next  sect ion. 

I I I .  Spat ial f iscal react ion funct ions: m ethod and 
results 

I I I .A. Methodology 
 
The theoret ical framework above has shown that  distance mat ters and that  a tax  
premium will be lower the closer a high- tax count ry is to a low tax area. I n this 
sect ion we empir ically test  this hypothesis using spat ial regression analysis to 
uncover the existence of f iscal react ion funct ions between groups of count r ies. 
This method links the tax rate of one count ry to the tax rate of other count r ies 
taking into account  the distance between these count r ies (Besley & Case, 1995;  
Bordingon et  al., 2002;  Brueckner, 2003). We start  by test ing the react ion of the 
EU14 count r ies ( I reland excluded from  the EU15) on the tax rates of the new 
member states (NMS)  during the period 1993-2006. Based on the literature we 
use the following specificat ion to test  for the existence of tax interdependance:  
 

( ) tiEUiEUtiEUji tjNMSijtiEUtiEU XTAXwTAXTAX ,1414,143,21,1410,14 εαββββ +++++= ∑ ≠−   (8)  
 
The dependent  variable TAXiEU14,t represents the vector of individual corporate 
tax rates of all EU14 count r ies ( I reland excluded) which are assumed to be a 
funct ion of the r ight  hand side variables in (8)  including  their  own lagged 
corporate tax rate;  corporate tax rates of the new member states (TAXjNMS,t )  
where each of the lat ter is weighted by its distance to the individual EU-14 
count ry (w ij) ;  a set  of addit ional count ry cont rol var iables XiEU-14,t and count ry-
specific effects αi. The count ry cont rol var iables that  we include are:  the personal 
income tax rates mainly to allow for shifts in the tax burden from  firms to 
workers;  the GDP per capita to cont rol for business cycles and the populat ion 
density of each of the EU14 count ries.  
Of all the r ight  hand side variables, the coefficient  on the weighted corporate tax 
rate of the NMS is our main variable of interest . The weights used are sim ilar to 
what  has been used in earlier literature i.e. the inverse distance between the 
capital cit ies of any EU14 count ry and the relevant  count ry of NMS.6 This implies 
that  any NMS closer to a EU14 count ry will have a larger weight  in the analysis. 
Significance of the coefficient  β2 implies that  the tax rate of EU14 count r ies 
respond to a change in the tax rates of NMS.  
 
A simple OLS est imat ion of the specificat ion in (8)  encounters methodological 
problems. For one, including a lagged dependent  variable in a fixed effects 
model results in a correlat ion since fixed effects are t ime invar iant  (Woolridge, 
2003) . Taking first  differences offers a solut ion but  int roduces another problem 

                                       
6 CEP I I  database which uses the “great  circle form ula” which uses lat it udes and 
longitudes of cit ies and incorporates the internal distance of t he count ry based on areas 
(Head and Mayer, 2002) . 
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i.e. a correlat ion between the lagged dependent variables in differences and the 
error term in differences, thus the lagged dependent  variable in differences 
should be inst rum ented with lags of two periods or more. 
 
Also the variable of interest  (Σw ijTAXj ,NMS,t)  in (8)  can be endogenous. While tax 
rates of the NMS may affect  tax rates in EU-14 countr ies, the inverse may also 
hold. To address this problem we apply an IV-approach (2SLS) often applied in 
the literature (Brueckner, 2003;  Altshuler and Goodspeed, 2002;  Redoano, 
2003;  Heyndels and Vuchelen, 1998;  Bret t  and Pinkse, 2000;  Carlsen et  al. 
2005, etc.) .  I n this I V-approach, in a first  stage we regress7 the endogenous 
(Σw ijTAXj ,NMS,t)  var iables on a set  of inst ruments and the exogenous cont rol 
var iables. The set  of inst ruments we choose are sim ilar to the literature and 
include proport ion of populat ion younger than 14 years, populat ion density and 
the number of act ive residents. I n a second stage, equat ion (8)  is than 
est imated using the fit ted values of Σw i jTAXj ,NMS,t

  from  the first  stage, the 
inst rument for the lagged dependent  variable and the exogenous cont rol 
var iables that  we discussed earlier (personal income tax rate, GDP per capita 
and populat ion density) 8.  
 

I I I .B. Results 
 
The results of the est imat ions are reported in Table 1. I n all colum ns we apply 
first  differencing and instrument the lagged dependent  variable as well as the 
tax rates in the New Member States  (Σw ijTAXj ,NMS,t)  for reasons out lined in the 
sect ion above.  
 
I n column 1 we test  for an EU-14 wide fiscal react ion funct ion with respect  to the 
tax rates in the New Member States (NMS) . Our evidence confirms our  
theoret ical results and is suggest ive of a posit ive fiscal react ion funct ion with a 
coefficient  close to 1 and significant  at  the 10%  level.  
 
I n colum n 2 where we only consider the tax rates of the “neighbouring”9 EU-14 
count r ies, however, we find the coefficient  on the fiscal react ion funct ion to be 
much stronger and significant  at  the 1%  level.  
 
I n colum n 3 where we only consider the tax rates of “non-neighbours”10 of NMS 
as dependent variables, the fiscal react ion funct ion wrt  tax changes in the low 
tax region of Cent ral-Europe while posit ive in sign is not  significant . This 
suggests that  NMS essent ially affect  the tax compet it ion in their  neighbouring 
count r ies that  are geographically close, but  not  in count r ies that  are further 
away.  

                                       
7 The results of this f irst  stage regression are not  shown here for  brevit y but  are 
available from  the authors upon request . 
8 Also alt ernat ive inst rum ents are used to check robustness of the result , but  not  
reported here. Like a set  of inst it ut ional var iables such as an index of enterpr ise reform s, 
t rade liberalizat ion and com pet it ion policy (collected from  EBRD reports)  is used and 
results were the sam e as in Table 1. 
9 Neighbor ing EU14 count r ies =  Germ any, I taly,  Sweden, Denm ark, Aust ria and Greece 
10 non neighboring EU14 count r ies =  France, Belgium , the Nether lands, UK, Spain and 
Portugal 
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I t  also suggests that  the result  on the EU-14 wide fiscal react ion funct ion is likely 
to be driven by the “neighbouring” count ries only since when taking the “non-
neighbours” separately, they do not  respond to the corporate tax policy in New 
Member States.  
 
Another set  of relevant  results emerging from colum ns 2 and 3 is that  the tax 
rates within EU-14 count r ies are set  relat ively independent ly. Column 2 shows 
that  the tax rates of “non-neighbours” do not  seem to affect  the tax rates of 
“neighbours”. While column 3 shows that  the inverse also holds i.e. tax rates of 
“non-neighbours” apparent ly are not  influenced by tax rates of “neighbours”.  
Thus far we have excluded I reland from the analysis for reasons explained in the 
int roduct ion. From Figure 2 it  already became clear that  I reland can be 
considered as a t rue out lier  with tax rates that  dropped much faster than for  
any other EU-14 count ry. Moreover, ever since 1999 the I r ish tax rate has 
dropped even below the level of NMS countr ies which is very atypical compared 
to the rest  of EU-14 that  show a posit ive tax prem ium vis-à-vis the NMS. So in a 
way, I reland itself is a low tax region com pared to the other EU-14 which is why 
as an experiment  in colum n 4 of Table 1 we include I reland in the group of NMS 
count r ies. When including I reland in the group of NMS the fiscal react ion 
funct ion of the rest  of the EU14 is st ill posit ive and significant  but  the coefficient  
is much smaller suggest ing that  the tax regime in I reland affects cont inental 
count r ies much less than the count r ies of form er Cent ral-Europe. This confirms 
our approach of excluding I reland from  our main analysis as it  t ruly appears to 
behave very different ly than the other  EU14 count r ies.   
 
Table  1 : Est im ation results of the fisca l reaction funct ion 
 (1)  EU14 (2)  neighbors NMS (3)  non-neighbors 

NMS 
(4)  EU14 

TAXiEU14,t  -0.09 
(0.13)  

-0.14 
(0.22)  

-0.06 
(0.15)  

-0.04 
(0.09)  

∑
≠ ji

tiNMSijTAXw ,

 

1.05*  
(0.65)  

1.55* * *  
(0.75)  

0.55 
(0.34)  

0.01*  
(0.01)  

∑
≠

−
ji

tneighboursnonijTAXw ,

 

 -1.2 
(1.03)  

  

∑
≠ ji

tneighboursijTAXw ,

 

  1.20 
(1.7)  

 

Pers. I ncome tax iEU14, t -1 -0.41 
(0.31)  

-0.23 
(0.49)  

0.09 
(0.23)  

-0.15 
(0.2)  

GDP per capita iEU14,t  0.002* *  
(0.001)  

0.003 
(0.002)  

0.0003 
(0.001)  

0.001 
(0.001)  

Pop. Densit y iEU14,t  0.38 
(0.35)  

3.57 
(3.23)  

-0.02 
(0.19)  

0.37 
(0.29)  

Constant  0.68 -1.35 -0.08 -0.18 
Observat ions 156 56 72 165 
Sargan test  (p-value)  0.8 0.8 0.19 0.06 
 
Note:  EU14=  EU15 -  I reland. All est im at ions are in first  dif ferences and with an inst rumental 
variable approach account ing for the endogeneit y of lagged dependent  variable and (Σw ijTAXj ,NMS,t) .  
Column 2 and 3 split  up the dataset  of EU14 ( I reland excluded from  the EU15)  into neighbors and 
non-neighbors of the new m ember states (NMS) . Column (3)  includes the corporate tax rate of 

I reland in 
∑

≠ ji
tiNMSijTAXw ,

.  A p-value for the Sargan test  larger than 0.1, indicates that  we have used a 
valid inst rum ent.  *  = significance on 1%  level,  * * =  significance on 5%  level,  * * * =  significance on 
10%  level 
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I V. Conclusion 
 
I n this paper, we have analysed the spat ial dimension of corporate tax 
compet it ion in Europe. Our findings show that  the accession of 10 new m ember 
states in 2004 has intensified tax compet it ion in Europe. Upon ent ry, the new 
member states had an average corporate tax rate that  was 10 percentage points 
below the average tax rate in “old Europe” (EU15) .  
 
The purpose of this paper was to invest igate whether “old” EU count ries closer to 
form er Cent ral and Eastern Europe experienced more tax compet it ion than those 
count r ies further to the west  of the new member states. A simple theoret ical 
model with differences in count ry/ region size, foot loose firms and t ransport  costs 
demonst rated that  a large count ry ’s tax react ion funct ion indeed posit ively 
depends on its proxim ity to low tax regions i.e. the further  away from  a low tax 
region, the higher the tax prem ium that  can be set .  
 
Using a spat ial react ion funct ion approach, we provide empirical evidence of the 
fiscal react ion funct ions between groups of count ries in Europe. Our analysis 
suggests that  “neighbouring count r ies” of the new member states, (Germany, 
I taly, Sweden, Denm ark, Austr ia and Greece)  reacted m uch st ronger to changes 
in the tax rates of the new member states than “non-neighbouring countr ies”, 
(France, Belgium, Netherlands, UK, Spain and Portugal) . 
 
Surprisingly, the analysis suggests an asymmetric response whereby the EU-15 
“neighbours” respond to taxes set  by the new m ember states, but  not  vice 
versa. We fail to find evidence of a fiscal react ion funct ion of the “neighbours” to 
tax rates set  by the “non-neighbours”. I n other words, Germany while st rongly 
affected by the tax rates set  in say Poland, in cont rast  does not  seem to be 
significant ly affected by the tax rates set  by France. Hence tax compet it ion in 
Germany seems predominant ly to come from  count ries located to its right  not  to 
its left .  
 
Also, we fail to find a fiscal react ion funct ion for “non-neighbours”. Their tax  
rates do not  appear to be affected by the NMS. Neither do they respond to those 
set  by “neighbours”. This result  suggests that  the tax rate of France is not  
significant ly affected neither by that  of Poland nor by that  of Germany. This 
result  appears to correspond with the result  obtained earlier by Gerard and Ruiz 
(2007)  who find only weak evidence of tax m im icking behaviour amongst  EU-15 
count r ies.  
 
While our study leaves many issues unaddressed, if anything our analysis 
suggests the existence of asym met r ic tax responses between EU count r ies. One 
of the remaining puzzles is the case of I reland which does not  seem to fit  our 
story very well. I ts tax pat tern is radically different  from  any other European 
count ry and as such appears to be a stand-alone case. I n this paper we have 
considered I reland as an out lier and excluded it  from  the main analysis.  
 
 
 



11 
 

Bibliography 
 
Altshuler R. and Goodspeed T. (2002), “Follow the leader? Evidence on European 
and US tax compet it ion”, Rutgers University working papers, (200226) , pp. 24 
 
Besley T. and Case A. (1995) , “I ncumbent  behaviour :  vote seeking, tax set t ing 
and yardst ick compet it ion”, American Econom ic Review , 85, pp. 25 
 
Bordignon M., Cerniglia F. and Revelli F. (2002) , “I n search for yardst ick 
compet it ion:  property tax rates and electoral behaviour in I talian cit ies”, Journal 
of Urban Econom ics, 54(2) , pp. 199 
 
Bret t , C. and Pinkse, J. (2000) , “The determ inants of municipal tax rates in 
Brit ish Columbia”, Canadian Journal of Economics, 33 (3) , pp. 695. 
 
Brueckner J. (2003), “St rategic interact ion among governments:  An overview of 
empir ical studies” I nternat ional regional science review , 26(2) , pp. 175. 
 
Carlsen, F et  al.(2005),”The relat ionship between firm  mobility and tax level:  
evidence of fiscal compet it ion between local governments”, Journal of Urban 
Econom ics, 58(2) , pp. 273. 
 
Devereux M., Griffith R. and Klemm A. (2002), “Corporate income tax reforms 
and internat ional tax compet it ion” Economic Policy , 35, pp. 451 
 
Devereux M., Lockwood B. and Redoano M. (2008), “Do count r ies compete over  
corporate tax rates?”, Journal of Public Econom ics, forthcoming 
 
Haufler A. and Wooton I . (2001) , “Regional tax coordinat ion and foreign direct  
investm ent ”, CEPR discussion paper. 
 
Head, K and Mayer T. (2002) ,”Non-Europe:  the magnitude and causes of market  
fragmentat ion in the EU”, Weltwirtschaft liches Archiv , 136(2) , pp. 285. 
 
Heyndels, B. and J. Vuchelen (1998) ,”Tax Mimicking among Belgian 
Municipalit ies”, Nat ional Tax Journal, 60, pp. 89. 
 
Redoano M. (2003), “Fiscal interact ions among European count r ies”, Warwick 
Econom ic Research papers, (680) , pp. 30 
 
Ruiz F. and Gerard M. (2007), “ I s there evidence of st rategic corporate tax 
interact ion am ong EU count ries”, Working paper University of Mons, pp. 43 
 
Vandenbussche H. and Crabbé K. (2006), “De Vennootschapsbelast ing:  de 
posit ie van België in het  verruimde Europa”, Review of Business and Econom ics, 
1, pp.129 
 
 
 



 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Corporate tax rates in Europe have been falling rapidly with tax compet it ion 
within the EU current ly fiercer than in the rest  of the OECD. This paper analyzes 
heterogeneity in corporate tax rate changes between EU-15 count r ies as a 
funct ion of the proxim ity to the EU-10 new member states. The average 
corporate tax rate in the new m ember states has always been considerably 
lower than the average in the EU-15 count ries. Their ent ry into the EU 
elim inated capital barr iers, in pr inciple allowing firms to locate in one of the new 
EU-10 with full access to the European Market . Our results indicate that  EU-15 
count r ies physically closer to Cent ral-Europe experienced m ore tax compet it ion. 
We first  present  some casual empir ical evidence suggest ive that  tax rates have 
fallen faster in those EU-15 count r ies that  are geographically closer to the 
count r ies of form er Cent ral and Eastern Europe. Next  we use a spat ial regression 
framework to more formally test  the hypothesis that  distance to a low tax region 
affects count r ies’ tax react ion funct ions.   
 
 
 
 
 
 
 
 
 

       
 
 
 

 

 
 


