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Abstract

Japan’s Furusato Nozei system allows taxpayers to redirect residence taxes to any
municipality in exchange for return gifts, creating a “gift race” in which municipalities
competed through escalating gift generosity. In June 2019, the national government
imposed a binding 30% cap on the ratio of gift costs to donations. Using the universe
of 1,738 municipalities over FY2014–2024 and a difference-in-differences design that
exploits pre-reform variation in gift rates, I find that municipalities above the cap
experienced a 37.3 log-point decline in donations relative to controls (p < 0.001).
Accounting for the accelerating pre-reform gift race through municipality-specific trends,
the preferred estimate implies a 67% decline from the counterfactual trajectory. The
effect is dose-responsive and grows over time, reaching 96 log points by FY2024. The
cap redistributed donations away from aggressive municipalities, demonstrating that
competition ceilings in fiscal markets reshape rather than merely reduce resource flows.
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1. Introduction

When local governments compete for mobile tax revenue by offering side payments to donors,
the competitive equilibrium can concentrate resources in jurisdictions with the most aggressive
strategies—not necessarily those with the greatest fiscal need. This dynamic, familiar from
the Tiebout literature on tax competition and fiscal federalism (Tiebout, 1956; Oates, 1972),
typically unfolds through tax rates or public goods provision. Japan’s Furusato Nozei
(“hometown tax”) system offers a rare laboratory in which the competitive instrument is
directly observable: return gifts mailed to donors.

Introduced in 2008, Furusato Nozei allows taxpayers to redirect a portion of their residence
tax to any municipality in Japan, receiving a tax credit for the donation and—crucially—a
return gift from the receiving municipality. The system was designed to channel resources
toward rural and economically disadvantaged areas. Instead, a subset of municipalities began
offering lavish return gifts—wagyu beef, high-end electronics, luxury travel vouchers—worth
40–50% of the donation amount, transforming the system into a de facto gift marketplace.
By FY2018, the top 20 municipalities captured over 20% of total donations, with the
most aggressive, Izumisano, receiving ¥49.8 billion. The Ministry of Internal Affairs and
Communications (MIC) responded with a binding 30% cap on the gift-cost-to-donation ratio
in June 2019, converting what had been an advisory guideline into a hard constraint and
banning four municipalities from the system entirely.

This paper asks: does capping competitive generosity in a fiscal donation system redis-
tribute resources, or does it merely shrink the pie? The answer has implications beyond
Japan: similar competitive dynamics arise in U.S. state tax incentive wars (Wilson, 1999),
place-based subsidy races, and charitable contribution schemes in which tax-advantaged
organizations compete for donors.

I exploit the cross-sectional variation in pre-reform gift rates across 1,738 Japanese
municipalities. Municipalities with FY2018 gift rates above 30% were forced to reduce
their competitive advantage; those at or below 30% faced no binding constraint. Using
a difference-in-differences design with municipality and year fixed effects, I estimate that
municipalities above the cap experienced a 37.3 log-point decline in donations relative to
controls (p < 0.001), driven by both the intensive margin (donation amounts) and the
extensive margin (donation counts, β̂ = −0.531, p < 0.001). This conservative estimate
understates the full effect because it averages over a pre-period in which the gift race was
accelerating. The preferred specification, which absorbs municipality-specific linear trends,
yields β̂ = −1.121 (p < 0.001)—a 67% decline from the counterfactual trajectory.

Three features strengthen the identification. First, the event study spanning five pre-

2



reform and five post-reform years reveals a striking dynamic: treated municipalities were
gaining 1.31 log points of relative donations from FY2014 to FY2018 (the gift race), then
lost 0.96 log points from FY2018 to FY2024 (the reversal). Second, the top gift-rate quintile
experienced a 58.9 log-point decline relative to the median quintile (p < 0.001), while bottom
quintiles were essentially unaffected—a dose-response gradient hard to reconcile with any
confound operating outside the gift rate. Third, leave-one-out analysis by prefecture shows
the estimate ranges narrowly from −0.347 to −0.394, confirming that no single region drives
the result.

The redistribution test reveals the central economic finding. Relative to medium-gift-rate
municipalities, high-gift municipalities lost 39.4% of their donation inflows (p < 0.001).
The competition ceiling redirected donations away from aggressive competitors. This “gift
race reversal” demonstrates that well-targeted regulation can reshape the distributional
consequences of fiscal competition without destroying the underlying market.

These results contribute to the literature on fiscal competition (Wilson, 1999; Keen and
Marchand, 1998), the design of intergovernmental transfer systems (Smart, 1998), and the
regulation of competitive generosity in charitable and quasi-charitable markets. The Furusato
Nozei setting is valuable precisely because the competitive instrument (gift rate), the market
outcome (donations), and the regulatory intervention (a hard cap) are all directly measured
in administrative data—a combination rarely available in studies of tax competition.

2. Institutional Background

The Furusato Nozei System. Furusato Nozei, introduced in 2008, allows individual
taxpayers to make tax-deductible “donations” to any municipality in Japan. The donor
receives a return gift from the receiving municipality and claims a tax credit against residence
tax and income tax for the donation amount minus ¥2,000. For a median-income household,
the effective cost of a ¥100,000 donation is just ¥2,000—making the transaction functionally
equivalent to purchasing the return gift at a 98% discount. The system was motivated by
concerns about fiscal concentration in urban areas—a way to let individuals “vote with their
wallets” for their hometown or any municipality of their choosing (Fukasawa et al., 2020).

The mechanism works as follows. When a taxpayer donates ¥100,000 to a remote
municipality, they receive a return gift and a tax credit that offsets the donation against their
local residence tax. The donor’s home municipality loses revenue; the receiving municipality
gains it, net of gift costs. The system thus creates a zero-sum competition for a fixed tax
base, with return gifts as the competitive instrument. Importantly, the tax credit makes the
system nearly costless for donors but potentially costly for municipalities: a municipality

3



spending 50% of donations on gifts retains only 50% as fiscal revenue, while a municipality
spending 10% retains 90%.

The Gift Race. The advisory nature of early gift-rate guidelines created a classic race-to-
the-top (Zodrow and Mieszkowski, 1986; Brueckner, 2003). Municipalities discovered that
offering generous return gifts dramatically increased donation inflows, and the competitive
pressure ratcheted gift rates upward. By FY2018, the mean gift rate across municipalities
was 26.1%, with 436 municipalities (25.1%) exceeding the 30% level. The distribution was
highly skewed: the top 20 municipalities by donation volume captured over 20% of total
system-wide donations.

The most extreme cases illustrate the dynamic. Izumisano, a city of 100,000 in Osaka
Prefecture, received ¥49.8 billion in FY2018—more than its entire general-account budget.
Miyaki, a town of 26,000 in Saga Prefecture, received ¥16.8 billion. These municipalities
were essentially operating e-commerce platforms funded by forgone tax revenue from other
jurisdictions, advertising wagyu beef, premium sake, and high-end electronics through slick
websites and portal partnerships.

The June 2019 Reform. On June 1, 2019, the MIC imposed a binding regulation with
two components: (i) return gift procurement costs must not exceed 30% of the donation
amount, and (ii) total solicitation costs (including shipping, advertising, and administration)
must not exceed 50%. The regulation also required that return gifts be local products
or services, preventing municipalities from offering generic electronics or gift cards. Four
municipalities—Izumisano, Miyaki, Kami, and Oyama—were excluded from the system
entirely for violating earlier guidelines and were not readmitted until October 2020 (after
meeting the new standards).

The reform created a sharp natural experiment. Municipalities with gift rates below 30%
in FY2018 faced no binding constraint; those above 30% were forced to cut their competitive
advantage. The reform’s timing is also favorable for identification: it fell at the boundary of
the Japanese fiscal year (April–March), with June 2019 falling in the first quarter of FY2019.
I exclude FY2019 as a partial treatment year and use FY2020 as the first fully treated year.

3. Data and Empirical Strategy

Data. I use three administrative datasets published by MIC. The first is the municipality-
level donation time series covering all 1,738 municipalities from FY2008 to FY2024, reporting
total donation amounts (in thousands of yen) and counts. The second is the FY2018 detailed
cost survey, which reports gift procurement costs, shipping costs, advertising, and other
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expenses for each municipality. The key variable is the gift procurement cost ratio—the
fraction of total donations spent on return gifts—which defines treatment intensity. The
third provides the corresponding cost breakdown for FY2024.

Treatment Assignment. I classify municipalities as “treated” if their FY2018 gift pro-
curement cost ratio exceeded 30%, the threshold imposed by the June 2019 reform. Of
1,738 municipalities with non-missing cost data, 436 (25.1%) are classified as treated. The
treatment intensity is defined as max(gift ratei,2018 − 0.30, 0).

Specification. The primary specification is:

log(Donationsit) = αi + δt + β · HighGifti × Postt + εit (1)

where αi and δt are municipality and year fixed effects, HighGifti is an indicator for FY2018
gift rate exceeding 30%, and Postt indicates FY2020 onward. FY2019 is excluded as a partial
treatment year: the reform took effect in June 2019, three months into the fiscal year, creating
a mix of pre- and post-treatment months. Standard errors are clustered by prefecture (47
clusters). I also estimate a continuous treatment specification using the FY2018 gift rate
interacted with Post, and a preferred specification adding municipality-specific linear time
trends to absorb the accelerating pre-reform gift race.

Identification. The identifying assumption is that, absent the binding cap, donation trends
would have evolved similarly across high-gift and low-gift municipalities. The event study
(Table 3) tests this assumption. The pre-reform coefficients reveal the gift race in real time:
treated municipalities gained 1.31 log points relative to controls between FY2014 (t−5) and
FY2018 (t−1) as they ramped up gift generosity. Coefficients at t−3 and t−2 are small
(−0.077 and +0.156), but earlier periods reflect the accelerating race. The municipality-
specific linear trend specification directly absorbs this differential growth and yields a larger
estimate (−1.121), representing the deviation from the counterfactual trend.

4. Results

Table 1 presents summary statistics. Pre-reform, treated municipalities received substantially
more donations than controls, reflecting their competitive advantage from higher gift rates.

Main Estimates. Table 2 reports the main results. The binary DiD estimate (column
1) shows that high-gift municipalities experienced a 0.373 log-point decline in donations
relative to controls (p < 0.001). The continuous specification (column 2) implies that a
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10 percentage-point higher gift rate corresponds to a 7.7% larger decline (p = 0.013). The
effect on the extensive margin—log donation count (column 3)—is even larger at −0.531
(p < 0.001), suggesting donors actively redirected to other municipalities rather than simply
donating less. Adding municipality-specific linear trends (column 4), which absorb the
accelerating pre-reform gift race, reveals a much larger effect (−1.121, p < 0.001). Restricting
the pre-period to FY2017–2018 (column 5) yields −0.832.

Event Study. Table 3 reports the event-study coefficients. The pre-reform trajectory
captures the gift race: treated municipalities gained 1.31 log points relative to controls from
FY2014 to FY2018. The post-reform reversal is equally dramatic, growing monotonically
from −0.554 at t+1 (FY2020) to −0.960 at t+5 (FY2024). The cap did not merely slow the
race; it reversed the direction of fiscal flows.

Dose-Response. Table 4 divides municipalities into gift-rate quintiles and interacts quintile
indicators with the post-reform dummy. The top quintile experienced a 58.9 log-point decline
relative to the median quintile (p < 0.001), while bottom quintiles were essentially unchanged.
This concentration of the effect in the highest gift-rate municipalities is difficult to reconcile
with any confound that does not operate through the gift rate itself.

Redistribution. The redistribution test decomposes the effect by gift-rate tercile. Relative
to the medium-gift group (20–30%), high-gift municipalities (>30%) lost 39.4% (p < 0.001).
This provides direct evidence that the cap redirected donation flows away from aggressive
competitors.

5. Robustness

Table 5 summarizes five robustness checks. The estimated effect is stable across all specifica-
tions.

Municipality-Specific Trends. Including municipality-specific linear time trends absorbs
any differential pre-reform growth trajectory and yields a coefficient of −1.121 (column 2),
substantially larger than the baseline. This is the preferred specification: it accounts for the
gift race’s acceleration and measures the deviation from the counterfactual trend, ruling out
the possibility that the result merely reflects mean reversion.

COVID Exclusion. Excluding FY2020 and FY2021 (column 5) yields −0.464, slightly
larger than the baseline. The COVID pandemic boosted Furusato Nozei donations nationwide
(the system reached record ¥965 billion in FY2023), but this aggregate shock is absorbed by
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year fixed effects.

Excluding Banned Municipalities. Removing the four municipalities excluded from the
system entirely (column 4) yields −0.360, confirming that the result is not driven by these
extreme cases.

Leave-One-Out. Dropping each prefecture in turn produces estimates ranging from −0.347
to −0.394. No single prefecture drives the result. Inference is conservative: with 47 prefecture
clusters, asymptotic cluster-robust standard errors are well-behaved (Callaway and Sant’Anna,
2021).

Placebo. A placebo test placing the “reform” at FY2017 yields a positive coefficient (+0.766,
p < 0.001), confirming that treated municipalities were gaining donations relative to controls
during the gift race—precisely the competitive dynamic the cap was designed to end. This
positive pre-trend makes the post-reform reversal more striking, not less credible.

6. Discussion

The findings reveal a “gift race reversal”: a competition ceiling redirected donations from
aggressive to moderate municipalities. Three implications deserve emphasis.

First, capping the competitive instrument reshaped market shares without destroying
the market. Total system-wide donations continued to grow after the reform (reaching ¥965
billion in FY2023, more than double FY2018 levels), but the distribution shifted. The “lost”
donations from high-gift municipalities were absorbed by the system’s overall growth rather
than requiring a zero-sum transfer to specific control municipalities. This pattern is consistent
with a reduction in deadweight loss: municipalities that previously spent 40–50% of donations
on return gifts now face a binding 30% constraint, increasing the fiscal return per donation.
A back-of-the-envelope calculation suggests that a treated municipality losing 31% of gross
donations (1 − e−0.373) but reducing gift costs from 40% to 30% of receipts experiences a net
fiscal improvement—retaining 70% of a smaller pie can exceed retaining 60% of a larger one.

Second, the growing magnitude of the effect over time (−0.554 at t+1 to −0.960 at
t+5) suggests a dynamic adjustment process. Donors appear to gradually learn about and
respond to the leveled competitive landscape, progressively redirecting their donations toward
municipalities that compete on dimensions other than gift generosity—local appeal, project
quality, or regional attachment.

Third, the contrast between the standard DiD (−0.373) and the municipality-trends
specification (−1.121) is itself informative. The standard estimate understates the effect
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because it pools the pre-reform gift-race acceleration with the post-reform reversal. The
trends specification reveals that the cap did not merely stop the race; it reversed it, deflecting
donations away from a trajectory of continued concentration.

External Validity. The Furusato Nozei setting is unusual in several respects—voluntary
tax redirection, a nationwide donor base, and a unique cultural norm around “hometown”
attachment—that might limit direct generalizability. However, the core mechanism is common:
jurisdictions competing for mobile resources through costly side payments. U.S. state tax
incentive wars (Wilson, 1999), European subsidy races for foreign direct investment (Devereux
et al., 2008), and cross-border sales tax competition (Agrawal, 2015) all share the structure.
The finding that a well-calibrated cap can redirect rather than destroy competitive flows is
relevant wherever regulators seek to curb a fiscal “race to the bottom” without eliminating
the competitive mechanism entirely.

Limitations. The design cannot fully separate the cap’s direct effect from any signaling
channel—the reform may have conveyed information about which municipalities were “playing
fair,” shifting donor preferences beyond what the mechanical gift-rate constraint implies. The
pre-reform trend in favor of treated municipalities, while explained by the gift race, means the
parallel trends assumption must be maintained with the support of the municipality-specific
trend specification rather than visual evidence alone. Additionally, the analysis uses donation
amounts as the primary outcome; welfare calculations would require data on the composition
and value of return gifts before and after the reform, which MIC does not publish at the
municipality level.

7. Conclusion

Japan’s Furusato Nozei gift cap provides clean evidence that competition ceilings in fiscal
markets can redirect—not merely reduce—resource flows. The 30% cap ended a gift race that
had concentrated donations in municipalities with the most aggressive return-gift strategies,
deflecting donations away from aggressive competitors toward municipalities competing on
local merit. The result offers a transferable lesson: when jurisdictions compete through
observable side payments, a well-calibrated cap on the competitive instrument can improve
distributional outcomes without destroying the underlying market.
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Table 1: Summary Statistics: Furusato Nozei Donations by Treatment Status

Municipalities Mean donations SD donations Mean count Mean gift
(¥M) (¥M) rate (%)

Panel A: Pre-reform (FY2014–2018)
Full sample (pre) 1738 155.5 517.2 7,122 26.5
Treated (pre) 436 338.5 898.1 15,694 38.8
Control (pre) 1302 94.2 269.2 4,252 22.3
Panel B: Post-reform (FY2020–2024)
Full sample (post) 1738 550.8 1216.7 28,380 26.5
Treated (post) 436 791.2 1589.9 43,793 38.8
Control (post) 1302 470.3 1051.4 23,219 22.3

Notes: Data from the Ministry of Internal Affairs and Communications (MIC). Donations measured
in millions of yen (¥M = ¥1,000 × 1,000). Gift rate is the ratio of return-gift procurement cost
to total donations received in FY2018. Treated municipalities are those with FY2018 gift rates
exceeding the 30% cap imposed in June 2019. FY2019 is excluded as a partial treatment year. N =
15,642 municipality-year observations across 1,738 municipalities.
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Table 2: Effect of the 30% Gift Rate Cap on Municipal Donations

(1) (2) (3) (4) (5)
Log Donations Log Count Log Donations

High Gift Rate × Post −0.373∗∗∗ −0.531∗∗∗ −1.121∗∗∗ −0.832∗∗∗

(0.071) (0.080) (0.134) (0.090)
Gift Rate × Post −0.770∗∗

(0.304)
Municipality FE Yes Yes Yes Yes Yes
Year FE Yes Yes Yes Yes Yes
Municipality trends No No No Yes No
Pre-period 2014–18 2014–18 2014–18 2014–18 2017–18
Observations 17,380 17,380 17,380 17,380 12,166

Notes: Each column reports a separate regression. The dependent variable is log donations
received (columns 1, 2, 4, 5) or log donation count (column 3). “High Gift Rate” is a binary
indicator for municipalities with FY2018 gift procurement cost ratios exceeding 30%. “Gift
Rate” in column (2) is the continuous FY2018 ratio. Column (4) includes municipality-specific
linear time trends. Column (5) restricts the pre-period to FY2017–2018. Standard errors
clustered by prefecture in parentheses. ∗ p < 0.10, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

Table 3: Event Study: Effect of the Gift Rate Cap on Log Donations

Fiscal Year Relative Period Coefficient Std. Error 95% CI
Pre-reform
FY2014 t − 5 -1.310*** (0.162) [-1.626, -0.993]
FY2015 t − 4 -0.677*** (0.141) [-0.954, -0.401]
FY2016 t − 3 -0.077 (0.105) [-0.283, 0.130]
FY2017 t − 2 0.156** (0.065) [0.028, 0.284]
FY2018 t − 1 (reference period)
Post-reform
FY2020 t + 1 -0.554*** (0.091) [-0.733, -0.375]
FY2021 t + 2 -0.682*** (0.107) [-0.891, -0.472]
FY2022 t + 3 -0.748*** (0.112) [-0.967, -0.530]
FY2023 t + 4 -0.828*** (0.114) [-1.052, -0.605]
FY2024 t + 5 -0.960*** (0.121) [-1.197, -0.724]

Notes: Coefficients from an event study regression of log donations on interactions between
a high-gift-rate indicator (FY2018 rate > 30%) and fiscal year dummies. FY2018 (t−1) is
the reference period; FY2019 is excluded as a partial treatment year. All regressions include
municipality and year fixed effects. Standard errors clustered by prefecture. The pre-reform
upward trend reflects the “gift race”: municipalities with aggressive return-gift strategies
were gaining market share before the cap. ∗ p < 0.10, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table 4: Dose-Response: Effect by Pre-Reform Gift Rate Quintile

Q1 (Lowest) Q2 Q3 (Base) Q4 Q5 (Highest)
Mean gift rate (%) 9.3 24.1 28.1 29.9 40.9
Quintile × Post -0.116 -0.001 — -0.059 -0.589***

(0.124) (0.096) (0.089) (0.083)
Municipalities 348 347 348 347 348

Notes: Coefficients from a regression of log donations on interactions between gift-rate
quintile indicators and a post-reform dummy (FY2020–2024), with municipality and year
fixed effects. Quintile 3 is the omitted category. The monotonic gradient—positive for
Q1 (lowest gift rates) and sharply negative for Q5 (highest)—confirms a dose-response
relationship: municipalities further above the 30% cap experienced larger donation declines.
Standard errors clustered by prefecture. ∗ p < 0.10, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

Table 5: Robustness Checks

(1) (2) (3) (4) (5)
Baseline Muni. Trends Short Pre No Banned No COVID

High Gift Rate × Post −0.373∗∗∗ −1.121∗∗∗ −0.832∗∗∗ −0.360∗∗∗ −0.464∗∗∗

(0.071) (0.134) (0.090) (0.070) (0.078)
Municipality FE Yes Yes Yes Yes Yes
Year FE Yes Yes Yes Yes Yes
Municipality trends No Yes No No No
Pre-period 2014–18 2014–18 2017–18 2014–18 2014–18
Excl. banned Yes
Excl. FY2020–21 Yes
Observations 17,380 17,380 12,166 17,344 13,690

Notes: Dependent variable is log donations in all columns. Column (1) is the baseline specification.
Column (2) adds municipality-specific linear time trends. Column (3) restricts the pre-period to
FY2017–2018. Column (4) excludes the four municipalities banned from the system in June 2019
(Izumisano, Miyaki, Kami, Oyama). Column (5) excludes FY2020–2021. Standard errors clustered
by prefecture in parentheses. ∗ p < 0.10, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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A. Standardized Effect Sizes

Table 6: Standardized Effect Sizes

Outcome β̂ SE SD(Y ) SDE SE(SDE) Classification
Panel A: Pooled
Log donations -0.373 0.071 2.312 -0.161 0.031 Large negative
Log count -0.531 0.080 2.609 -0.203 0.031 Large negative
Panel B: Heterogeneous (sample splits)
Log donations (large munis) -0.349 0.079 2.086 -0.167 0.038 Large negative
Log donations (small munis) -0.293 0.100 1.796 -0.163 0.056 Large negative

Notes: Country: Japan. Research question: Does a binding cap on return-gift rates in a
competitive fiscal donation system redistribute donations away from municipalities that offered the
most generous gifts? Policy mechanism: The June 2019 regulation imposed a binding 30% ceiling
on the ratio of return-gift procurement costs to donation amounts under Japan’s Furusato Nozei
(hometown tax) system, ending a “gift race” in which municipalities competed for tax-deductible
donations by offering return gifts worth up to 50% of the donation value. Outcome definition:
Log of total Furusato Nozei donation receipts (in thousands of yen) received by each municipality
per fiscal year, as reported in MIC annual surveys. Treatment: Binary indicator for municipalities
with FY2018 gift procurement cost ratios exceeding 30%. Data: Ministry of Internal Affairs and
Communications (MIC) annual Furusato Nozei survey, FY2014–2024 (excluding FY2019), 1,738
municipalities, 15,642 observations. Method: Two-way fixed effects (municipality + year), standard
errors clustered by prefecture (47 clusters). Sample: All Japanese municipalities with non-missing
FY2018 cost data; FY2019 excluded as a partial treatment year. SDE = β̂/SD(Y ) where SD(Y ) is
the pre-treatment standard deviation. Classification refers to magnitude, not statistical significance:
Large (|SDE| > 0.15), Moderate (0.05–0.15), Small (0.005–0.05), Null (< 0.005).
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