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International political economy of diesel taxation: theory and evidence for EU countries

This paper assesses spatial competition in diesel taxation among European governments. By adding an extension to the theoretical model of Nielsen (Nielsen 2001) we demonstrate that asymmetric competition – i.e. small countries undercutting large countries – implies that small countries respond less strongly to tax-changes in their neighbours than large countries. We then estimate the fiscal reaction functions for national governments employing a first-difference regression model with a weighting scheme constructed from motor traffic density data at national borders. Using data from 16 countries (EU-15 minus Greece plus Norway and Switzerland) between 1978 and 2005, we find evidence that European governments set their diesel tax interdependently, and moreover, that small states tend to set lower taxes than large states. We also examine the effect of electoral competition and partisan politics on national tax policies. 

