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With globalization tax havens have become more
important. The increased opportunities for
multinational firms to shift profits towards these
low tax jurisdictions have changed the strategic tax
game for international profits and pose new
challenges to policy makers. In the real world,
larger firms are more likely to use tax haven
operations to exploit international tax differences.
By the reason, Krautheim and Schmidt-Eisenlohr (2011)
(hereafter K-S) study tax competition between a large
country and a tax haven under the setting of a profit
tax. However, in most economies, the corporate tax is
a capital tax instead of a profit tax. The major
difference between them is that the profit taxes are
neutral, however, the corporate taxes are not
neutral. Especially, levying the corporate tax will
cause the differences in cost to the firms to
increase, and hence give rise to the so-called
allocative production efficiency effect referred to
by Long and Soubeyran (1997), which will affect the
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extent of tax competition.

Based on K-S model, this project take the
corporate tax into account and analyze how the role
will the = allocative production efficiency effect’
play on the tax competition wars. Three results are
obtained: When firms can shift profits, (i) the tax
haven always undercuts the large country. (ii) the
undercutting is the stronger, the lower the degree of
firm heterogeneity ; These results are similar to the
findings of K-S model. However, the relationship
between the undercutting and the market power of
individual firms is ambiguous. (iii) if firms are
more heterogeneous the equilibrium tax difference not
necessarily decreases. These results are indifferent
to the findings of K-S model.

Tax heaven, corporate tax, tax competition,
heterogeneous firm
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