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This paper constructs a structural model of tax interactions and estimates its
parameters. The aim is to examine whether and why state governments respond to tax changes made by the
federal and other state governments, using U.S gasoline and cigarettes taxes. We model the cross-border
shopping decisions of shoppers and the state government’ s objective function and derive the gradient of
reaction functions to determine the existence of tax interactions. This method, unlike previous work, can
take into account unobserved heterogeneity in consumer demand and preferences. The present model also
allows more flexibility in functional form and heterogeneous responses across different states.

It is found that state governments do not change their tax rates in response to changes in the tax rate
in neighboring states, since cross-border shoppers are insensitive to tax rate change. State governments
do, however, raise their tax rates if the federal government raises its tax rate.
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