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The current age of globdization can be distinguished from the previous one (from 1870
to 1914) by the much higher mobility of capitd than labor (in the previous age, before
immigration redrictions, labor was a least as mobile as capitd). This increased mobility has
been the result of technologicd changes (the ability to move funds eectronicdly), and the
relaxation of exchange controls. The mohility of capitd has led to tax competition, in which
sovereign countries lower thelr tax rates on income earned by foreigners within their bordersin
order to attract both portfolio and direct invessment. Tax competition, in turn, threstens to
undermine the individua and corporate income taxes, which remain mgor sources of revenue
(interms of percentage of tota revenue collected) for dl modern states.

The response of both developed and developing countries to these developments has
been fird, to shift the tax burden from (mobile) capita to (less mobile) labor, and second, when
further increased taxaion of labor becomes paliticaly and economicaly difficult, to cut
government sarvices. Thus, globdization and tax competition lead to afiscd crids for countries
that wish to continue to provide those government services to their citizens, a the same time that
demographic factors and the increased income inequdlity, job insecurity and income volatility
that result from globalization render such services more necessary.

This paper argues that if government service programs are to be maintained in the face
of globdization, it is necessary to cut the intermediate link by limiting tax competition. However,

from both practical and normative congderations, any limits set to tax competition should be



congruent with maintaining the ability of democratic states to determine the desirable size of their

government.

International Tax Competition and the Taxation of Capital

From its beginnings late in the 19" century, the modern state has been financed primarily
by progressve income taxation. The income tax differs from other forms of taxation (such as
consumption or socid security taxes) in that in theory it includes income from capitd in the tax
base, eveniif it is saved and not consumed. Because the rich save more than the poor, atax that
includes income from capitd in its base is more progressive (taxes the rich more heavily) than a
tax that excludes income from capitd (e.g., a consumption tax or a payroll tax). However, the
ability to tax saved income from capital (.e,, income not vulnerable to consumption taxes) is
impaired if the capita can be shifted overseas to jurisdictions where it escapes taxation.

Two recent developments have dramaticdly augmented the ability of both individuds
and corporations to earn income oversess free of income taxation: The effective end of
withholding taxation by developed countries, and the rise of production tax havensin developing
countries. Since the U.S. abolished its withholding tax on interest paid to foreignersin 1984, no
magor capital importing country has been able to impose such a tax for fear of driving mobile
capitd elsewhere (or increesing the cost of cepitd for domestic borrowers, including the
government itself). The result is that individuds can generdly ern investment income free of
host country taxation in any of the world's mgor economies. Moreover, even developed

countries find it exceedingly difficult to effectivdy collect the tax on the foreign income of ther



individud resdents in the absence of withholding taxes imposed by host countries, because the
invesments can be made through tax havens with strong bank secrecy laws. Developing
countries, with much wesker tax adminigrations, find this task dmost impossible. Thus, cross-
border investment income can largely be earned free of elther host or home country taxation.

For example, consder a wedthy Mexican who wishes to earn tax-free interest income
from investing in the bonds of an American corporation. All he needs to do is st up, for a
nomina fee, a Cayman Idands corporation to hold the bonds. The interest payments are then
made to the Caymans corporation without any U.S. tax withheld under the so-called "portfolio
interest exemption." The individua does not report the income to the Mexican tax authorities,
and they have no way of knowing that the Caymans corporation is effectively an "incorporated
pocketbook” of the Mexican resdent. Nor are the exchange of information provisons of the
U.S.-Mexico tax treaty of any help, because the IRS has no way of knowing that the recipient
of the interest payments is controlled by a Mexican resdent and therefore cannot report this to
the Mexican authorities. As aresult, the income is earned completely free of tax (the Caymans,
of course, impose no income taxes of their own).

When we switch our attention from passve to productive investment, a Smilar threst to
the taxing capacity of both home and host jurisdictions emerges. In the last decade, competition
for inbound investment has led an increasing number of countries (103, as of 1998) to offer tax
holidays specificaly geared to foreign corporate investors. Given the relative ease with which
an integrated multinationd can shift production facilities in response to tax rates, such
“production tax havens’ enable multinationals to derive most of their income abroad free of host

country taxation. Moreover, most developed countries (including the U.S.) do not dare impose



current taxation (or sometimes any taxation) on the foreign source business income of their
resdent multinationas, for fear of reducing the competitiveness of those multinationds againgt
multinationds of other countries. If they did, new multinationds could be set up as resdents of
jurisdictions that do not tax such foreign source income. Thus, business income can dso be
earned abroad largdly free of ether host or home country taxation.

For example: Intel Corporation, atop 10 multinationd, has operations in more than 30
countries around the globe. The company dates that “[a]n Intel chip developed a a design
center in Oregon, might be manufactured a a wafer fabrication facility in Irdand, packaged and
tested in Mdaysa, and then sold to a customer in Audrdia  Another chip might be designed in
Japan, fabricated in Igrael, packaged and tested in Arizona, and sold in China” Specificdly,
outsde the United States, Intd has mgor manufacturing facilities in Puerto Rico, China,
Maaysa, the Philippines, Irdand, and Isradl. Thus, outsde the United States, all of Intd’s
manufacturing facilities are located in countries granting tax holidays. Nor does Intd pay current
U.S. tax on its income from those foreign operations, because under U.S. law, active income
earned by foreign subsidiaries of U.S. multinationdlsis not taxed until it is repatriated in the form
of dividends, which Intel can delay for many years. Thus, the effective tax rate on Intel's foreign
source incomeis far below the nomind U.S. corporate rate of 35%.

If income from capital can escape theincome tax net, the tax becomesin effect atax on
labor. Severd empirica sudies have in fact suggested that in some developed jurisdictions the
effective tax rate on income from capita gpproaches zero, and tax rates on capita have tended
to go down sharply since the early 1980s (when exchange controls were relaxed). As aresult,

countries that used to rely on the revenues from the income tax are forced to increase relatively



regressive taxes. The two fastest growing taxes in OECD member countries in recent years
have been consumption taxes (from 12% of tota revenuesin 1965 to 18% in 1995) and payroll
taxes (from 19% to 27%), both of which are more regressive than the income tax. Over the
same period, the persona and corporate income taxes have not grown as a percentage of total
revenues (the persond income tax accounted for 26% of total revenues in 1965 and 27% in
1995, while the figures for the corporate income tax are 9% and 8% respectively). The totd
tax revenue as a percentage of GDP in developed countries went up sharply during the same
period (from an average of 28% in 1965 to dmost 40% in 1994), and this increase is largely
accounted for by the rise of consumption and payroll taxes. Moreover, thereis evidence that as
the degree of gpenness of an economy in OECD member countries increases, taxes on capita
tend to go down while taxes on labor go up (the income tax is imposed on both capital and
labor, so that its stability may mask this trend).

The same trends can be observed in developing countries as well.  In non-OECD
member countries (outside the Middle East) tota government revenues as a share of GDP rose
from an average of 18.8% in 1975-80 to 20.1% in 1986-92. This growth was financed
primarily by the growth of revenues from the VAT in the same period (from 25.5% of tota
revenues to 31.8%). At the same time, revenues from both the individual and the corporate

income tax were flat or declined.

Tax Competition and the Developing Countries



The drawbacks of tax competition for developed countries are relatively clear, because
such countries have an eaborate socid insurance safety net that requires a high leved of
government expenditure and that is threatened by tax competition. But how does tax
competition affect developing countries?

Firg, it should be pointed out that developing countries need the revenues & least as
much as developed countries do, if not more. A common misperception is that only OECD
member countries are confronted by a fiscd criss as a result of the increesng numbers of
elderly people in the population. In fact, the increase in dependency ratios (the ratio of the
elderly to the working population) is expected to take place in other geographic areas as well,
as fertility rates go down and hedth care improves. Outsde the OECD and the trandtion
economies, the dependency ratio starts in the angle digits in the 1990s, but rises to just below
30% by 2100. Moreover, while outsde the OECD and the trangtion economies direct
goending on socid insurance is much lower, other forms of government spending (eg.,
government employment) effectivdy fulfill a sodd insurance role.  In Lain America, for
example, direct government spending on socid insurance is much lower than indirect spending
through government employment and procurement programs.

Moreover, it seems strange to argue that developing countries need tax revenues less
than developed countries because they have less developed socid insurance programs. If one
accepts the normative case for socid insurance, it gpplies to developing countries with even
greater force because of widespread poverty, which means that losing a job can have much
direr consequences. But the need for revenues in developing countries goes far beyond socid

insurance. In some developing countries revenues are needed to insure the very surviva of



organized government, as the Russan experience demondrates. In other, more dable
developing countries revenues are needed primarily to provide for adequate education
(investment in human capitd), which many regard as the key to promoting development. For
example, the UN has estimated that for only $30-$40 hillion, al people in the world can obtain
basic socid services (such as eementary education). Given current trends in foreign ad, most
of these funds have to come from developing country governments.

Second, the standard advice by economists to small open economiesis that they should
refrain from taxing foreign investors, because such investors cannot be made to bear the burden
of any tax imposed by the capitd importing country. Therefore, the tax will necessarily be
shifted to less mobile factors in the host country, such as labor and/or land, and it is more
efficient to tax those factors directly. But while this argument seems quite vaid as goplied to
portfolio investment, it seems less vaid in regard to FDI, for two reasons. Firdt, the standard

advice does not gpply if a foreign tax credit is avalable in the home country of the investor,

which frequently would be the case for FDI. Second, the standard advice assumes that the host
country is amdl. However, an extensve literature on multinationals suggests thet typicaly they
exist in order to earn economic rents. In that case, the host country is no longer "smdl” in the
economic sense. That is, there is a reason for the investor to be there and not elsewhere.
Therefore, any tax imposed on such rents (aslong asit is below 100%) will not necessarily
drive the investor to leave even if it is unable to shift the burden of the tax to labor or
landowners.

This argument clearly holds in the case of rents that are linked to a specific location,

such as naturd resources or a large market. But what if the rent can be earned in a large



number of potential locations? In this case, the host country will not be able to tax the rent if the
multinationa can credibly thresten to go e sewhere, athough once the investment has been made
the rent can be taxed. This Stuation, which is probably the most common, would require
coordinated action to enable all host countries to tax the rent earned within their borders. Some
possibilities for such action are described below.

This rdates to the fina argument, which is that host countries need to offer tax incentives

to be competitive. An extensve literature has demondrated that taxes do in fact play a cruciad

role in determining investment location decisons. But dl of these studies emphasize that the tax

incentives are crucid given the availability of such incentives elsewhere. Thus, it can be
argued that given the need for tax revenues, developing countries would in generd prefer to
refran from granting tax incentives, if only they could be assured that no other developing
country would be able to grant such incentives.

Thus, redtricting the ability of developing countries to compete in granting tax incentives
does not truly regtrict their autonomy or counter their interests. That is the case whenever they
grant the incentive only for fear of competition from other developing countries, and would not
have granted it but for such fear. Whenever competition from other countries drives the tax
incentive, diminaing the competition does not hurt the developing country, and may ad its
revenue rasing efforts (assuming it can attract investment on other grounds, which istypicaly the
caxr). Moreover, under the proposals described below, developing countries remain free to
lower their tax rates generdly (as opposed to granting specific tax relief amed a foreign

investors).



What Can Be Done About Tax Competition?

The tax competition problem is thus essentidly a problem of coordination and trugt.

Each jurisdiction would prefer to tax investors from abroad to gain the revenue, but is afraid that
by doing s0 it would drive the investors to other jurisdictions that do not tax them. If there was
a way to coordinate actions among the relevant jurisdictions, they all could gain added
revenues without running the risk of losing the investment.

A good illugtration of tow this dynamic works is the hisory of German taxation of
interest income. In 1988, Germany introduced a 10% withholding tax on interest paid to bank
depositors, but had to abolish it within a few months because of the magnitude of capita flight to
Luxembourg. 1n 1991, the German Federd Congtitutional Court held that withholding taxes on
wages but not on interest violated the condtitutiond right to equdity. The government thereupon
reintroduced the withholding tax on interest, but made in ingpplicable to non-residents. Nor-
resdents may, however, be Germans investing through Luxembourg bank accounts. To cope
with this problem, the Germans have led an EU effort to introduce a 20% withholding tax on dl
interest payments to EU resdents. However, both Luxembourg and the United Kingdom
have so far blocked the adoption of this plan, arguing that it will leed to a flight of invetors to
Switzerland or the United States.

Thus, the key to finding a solution to the tax competition problem is to atack it on a
broad multilateral basis, through an organization such as the OECD. Under current conditions,
the OECD is the natural choice for leading such coordinated actions against tax
competition, for three reasons. Firg, for individua investors to earn decent returns on their

capitd without incurring excessive risks, they need to invest in an OECD member country. Tax



havens do not offer adequate investment opportunities, and developing countries are generaly
congdered too risky for portfolio investment (other than through mutud funds, which do not
offer tax avoidance opportunities). Thus, if dl OECD members enforced taxation of portfolio
investment, it could be subject to tax without requiring cooperation from the tax havens.

Second, about 85% of the world's multinationa's are headquartered in OECD member

countries. Thisis likely to continue to be the case for a while, because OECD members offer
gtable corporate and securities law protection to investors that is lacking in other countries.
Thus, if dl OECD members agreed on a coordinated basis to tax their multinationals currently
on their income from aoroad, most of the problem of tax competition from direct investment
could be solved.

Third, the OECD has the required expertise (its model tax treaty isthe globa standard)

and has dready started on the path of limiting tax competition. In 1998, it adopted a report
entitled "Harmful Tax Competition: An Emerging Globd Issue” This report is somewhat
limited, because it only addresses tax competition for financid activities and services (as
opposed to, eg., Intd's manufacturing plants). It dso does not address the taxation of
investment income. But it represents an extremdy useful first step, and proof that a consensus
can be reached on the tax competition issue (Switzerland and Luxembourg abstained, but did
not dare veto the adoption of the report by the other 27 members of the OECD).

The OECD makes a useful digtinction between tax competition in the form of generdly
goplicable lower tax rates, and tax regimes designed to attract foreign investors. This digtinction
is both normatively and pragmatically sound: Redtricting tax competition should not and cannot

mean that votersin democratic countries lose ther right to determine the Sze of the public sector
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through genera tax increases or reductions. But it does mean that countries should not
provide windfalls for foreign investors at the expense of the ability of other countries to
provide those public services their residents desire. Such limitations are particularly
gppropriate because those foreign investors themsdves often reside in countries providing a high
levd of services, and yet refuse to pay the tax price that providing such services entalls.

Depending on the OECD for solving the tax competition problem suffers from one
magjor drawback: Developing countries are |eft out, and may perceive actions by the OECD as
acarte of rich countries operating at their expense. In fact, as pointed out above, it is unlikely
that tax competition benefits developing countries, who can dso use the tax revenues they give
up to attract foreign investors. If dl developing countries could be prevented from competing in
this fashion, they dl could gain. But in the longer run, it may be better to entrust the fight against
harmful tax competition to the WTO, in which developing countries are adequately represented.
This would aso solve the problem of what to do about the 15% of multinationals who are not
headquartered in OECD member countries (a percentage that can be expected to grow if the
OECD indeed movesto redtrict tax competition for its multinationas).

To sum up: As areault of globaization and tax competition, tax rules can no longer be st
by countries acting unilaterdly or by bilaterd tax treaties. In aworld in which capita can move
fredy across nationd borders and multinationds are free to choose among many investment
locations, the ability of any one country (or any two countries in cooperation) to tax (or
otherwise regulate) such capitd is severdy limited. Any such unilaterd attempt will be undercut
by other countries, and will probably not be even attempted in the name of preserving nationa

compstitiveness. Thus, a multilateral solution is essentid if the fundamental goals of taxation or
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other regulation are to be preserved. Private market activities that span the globe can only be
regulated or taxed by organizations with asimilar globd reach.

This paper has atempted to outline some of the ways in which such globa governance
can be achieved in the area of capita income taxation. Achieving this god will not be easy,
given the expected resistance of both private actors eager to preserve their freedom from
taxation and of governments concerned about preserving their sovereign ability to set their own
tax rules. But it is not impossible. Moreover, snce preserving the ability of nations to tax
income from capitd is essentid to the achievement of severd crucidly important gods (like the

preservation and development of adequate government servicesto the poor), it must betried.



