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Abstract

In a globalized economy states compete for mobile tax bases. This tax competition undermines
the fiscal self-determination of states and exacerbates inequalities of income and wealth both
within countries and across borders. The paper provides a normative evaluation of the rules gov-
erning international tax competition. It is premised on the idea that a degree of self-determination
is the most effective way to promote the interests of individuals worldwide. We put forward two
principles of international taxation designed to both protect and circumscribe the fiscal self-
determination of states. First, a membership principle which holds that deriving the benefits of
membership in any given country grounds an obligation to pay one’s taxes there. Second, an in-
tentionality principle which states that any tax policy change is legitimate only if it would still be
pursued in the counterfactual situation where the benefits of this move in terms of inflowing capi-
tal were absent. These are not principles of justice as such, but necessary conditions for domestic
and, to some extent, global justice to be possible. We then consider how the two principles can be
implemented and propose to establish an International Tax Organization (ITO). This organization
would have to be assigned institutional capacities very similar to those of the WTO in governing
international trade. Finally, we show that our principles, despite being anchored in the fiscal self-
determination of states, are compatible with a cosmopolitan position on global justice.
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Justice and International Tax Competition

A globalized economy raises intricate questions of distributive justice. Some of these have
come under scrutiny in the literature. Under what conditions can international trade be regarded
as respecting norms of fairness? Are wages at the subsistence level a necessary step on the path to
growth or a form of exploitation? Who does and who should benefit from the profits generated by
the exploitation of natural resources?' Yet, one important determinant of global justice, namely
questions of international taxation, has received little attention in this debate. While the impor-
tance of taxation as a means to implement domestic public policy and conceptions of justice is
widely acknowledged — and indeed often taken for granted — the external effects that the interde-
pendence of national tax regimes generates are mostly neglected. Tax competition between states
puts pressure on domestic fiscal regimes. Mobile factors of production have the opportunity to
“shop around” to minimize their tax burden, thereby undermining the de facto sovereignty of
states. As a consequence, tax competition tends to exacerbate inequalities of income and wealth
both within countries and across borders.

One way to address these issues is to condemn the distributive outcomes and to propose redis-
tributive policies to correct what are perceived to be unjust inequalities. This approach is largely
remedial. A second possibility is to examine the rules of the game of international taxation them-
selves, and make sure they do not contain any unjust bias. This approach, which is geared to-
wards the prevention of distributive injustice in the first place, is the approach favored here. To
what extent does the fiscal interdependence between countries call for a normative interdepend-
ence in the form of obligations towards other countries that governments have to respect in their
fiscal policy? How can we delineate legitimate fiscal interdependence from illegitimate tax com-
petition? These are the questions that motivate this paper.

The core of the paper consists of two principles of international taxation designed to both pro-
tect and circumscribe the fiscal prerogatives of the state. First, a membership principle which
holds that deriving the benefits of membership in any given country grounds an obligation to pay
one’s taxes there. Second, an intentionality principle which states that any lowering of national
tax rates is legitimate only if it would still be pursued in the counterfactual situation where the
external benefits of this move in terms of inflowing capital were absent. These are not principles
of justice as such, but necessary conditions for domestic and, to some extent, global justice to be
possible. As shall become clear later, our understanding and delineation of domestic and global
justice is premised on the idea of a multi-level governance structure, where a certain amount of
self-determination of states is not necessarily trumped by considerations of global justice.

The paper is structured as follows. In a first step, we sketch the impact of tax competition on
the de facto sovereignty of states as well as on social inequalities in order to explain why tax
competition should be on the radar of theories of justice (section 1). The central part of the paper
then lays out the membership and intentionality principles (section 2). In section 3 we address the
question of how these principles could be implemented. We propose the establishment of an In-
ternational Tax Organization (ITO) after the model of the World Trade Organization (WTO). We
also endorse unitary taxation with formulary apportionment (UT+FA) as a reform of corporate
taxation. Finally, we consider and reject an objection that a cosmopolitan might raise, namely that



our principles of international taxation severely restrict the accounts of global justice one may
defend in conjunction with them (section 4). Section 5 concludes.

1. How Tax Competition Undermines Fiscal Self-Determination

In this section we show that tax competition leads to policy changes that have not been legiti-
mately chosen by the states involved, but were forced upon them by external competitive pres-
sures. In other words, tax competition undermines the self-determination of states. We first ex-
plain what fiscal self-determination entails and then how tax competition undermines it.

Fiscal Self-Determination and its Rationale

In order to establish the fiscal prerogatives of the state, it is useful to step back and consider what
the purpose of taxation is. It is needed in order to finance public goods. The most important pub-
lic good paid for by taxes is the institutional infrastructure of the state. Its provision can be
viewed as a complex exchange between individuals in order to supply themselves with the public
goods necessary to pursue their individual life plans.

But why should countries be granted autonomy in making these decisions? Why not organize
fiscal affairs centrally at the level of a world government? The short answer is that granting states
a degree of autonomy arguably represents the best way to promote individual interests. In other
words, the normative grounding of the account of self-determination of states we defend in this
paper lies in the promotion of individual interests across states. We presume that self-
determination can only serve this instrumental role effectively if it is exercised through a form of
democracy. Only if those subject to the coercively enforced rules of the state are also the authors
of these rules can we expect state autonomy to protect the interests of all its members. This mere
sketch of a normative grounding of self-determination will be substantiated further in section 4.

In the fiscal context, a stylized definition of self-determination entails two basic choices con-
cerning the size of the public budget (level of revenues and expenditures) and the question of
relative benefits and burdens (extent of redistribution). While there are certainly many different
views on how these two evidently interdependent choices ought to be made, there is widespread
agreement that they constitute the fiscal prerogatives of the state.” This is the substantive content
of fiscal self-determination or tax sovereignty.

Three points are worth mentioning. First, we make the simplifying assumption that govern-
ments perfectly track their citizens’ preferences.’ Second, a distinction needs to be made between
de jure and de facto tax sovereignty. As will become clear in the next subsection, effective self-
determination in fiscal matters requires the latter. Third, self-determination is not to be under-
stood in absolute terms. Instead, effective protection from illegitimate interference by other states
requires limits on self-determination. Spelling out these limits lies at the heart of this paper.

The Consequences of Tax Competition

Tax competition is defined as interactive tax setting by independent governments in a non-
cooperative, strategic way. For tax competition to exist there must be fiscal interdependence.
This condition is met if tax bases are sensitive with respect to tax law differences, so that there is
an effect of governmental actions on the allocation of mobile tax bases among jurisdictions. Tax
base mobility must be legally possible and it must actually occur.* Favorable tax conditions to
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attract foreign capital can be brought about in various ways, such as a reduction in tax burdens
(be it by reducing tax rates or defining tax bases in favorable ways), fashioning preferential tax
regimes for foreigners, or creating (or not closing) tax loopholes, e.g. through implementing bank
secrecy rules or a lax enforcement of existing rules.

Tax competition primarily targets capital, which is mobile internationally.” Governments use
different strategies and tax instruments depending on the kind of capital targeted. Three kinds of
capital can be distinguished. First, in the area of portfolio capital of individuals and firms, so-
called tax havens often have low or zero tax rates. More importantly, they offer strict bank se-
crecy rules as well as certain legal constructs such as trusts that enable individuals to hide their
ownership vis-a-vis tax administrations in their state of residence. While it is hard to come up
with reliable figures since tax evasion is illegal, the available evidence suggests that there is a real
effect of these policies. Estimates of the worldwide yearly revenue losses to government coffers
range from 155 to 255 Billion USD.°

Second, governments compete for foreign direct investment (FDI) in the form of real business
activity, e.g. location decisions of multinational enterprises (MNEs). These business decisions
depend on various factors such as the level of education, the costs of labor, and the quality of the
infrastructure. But the effective tax burden also plays a role. Empirical studies come to the con-
clusion that raising taxes decreases the inflow of foreign direct investment. However, the direc-
tion and strength of the correlation is strongly affected by the method of measurement and the
kinds of tax rates investigated.” In their quest to attract foreign direct investment, governments
may either lower the general business tax rate or they can engage in designing so-called preferen-
tial tax regimes, which grant tax advantages to foreigners only (ring fencing).

Third, there is competition for so-called paper profits. Through various techniques, such as
transfer pricing (especially of intangible assets) and thin capitalization, MNEs can assign profits
made in high-tax countries to their subsidiaries in low-tax countries without relocating real busi-
ness ac‘[ivity.8 Despite different approaches, all empirical investigations into this issue come to
the same conclusion: the transfer of taxable profits is very sensitive to taxation, and companies
make ample use of these possibilities. The decisive factor to attract mobile profits is the nominal
tax rate, because companies shift only those profits that cannot be offset against depreciation and
other tax benefits.” Again, governments may also decide to compete via specially designed re-
gimes to attract paper profits. An example are the Special Financial Institutions (SFI) in the
Netherlands, which allow foreign companies to channel capital through them in order to realize
tax benefits.

Standard theory predicts a “race to the bottom” in capital taxation and the under-provision of
public goods in all jurisdictions.'® While this extreme outcome cannot be observed empirically, it
can be shown that tax competition undermines the fiscal self-determination of states, i.e. their
ability to effectively set the size of the budget and the extent of redistribution. In OECD coun-
tries, nominal corporate tax rates have fallen from an average of around 50% in 1975 to an aver-
age below 30% in 2005. Over the same period, nominal top personal income tax rates have fallen
from around 70% to well below 50%. These rate cuts were refinanced by broadening the bases on
which taxes are applied (‘tax cut cum base broadening’). In this way, corporate tax revenue re-
mained stable at an average of about 2.5% of GDP, whereas income tax revenue as a percentage
of GDP rose from 11.2% to 12.8% of GDP."" The trend towards low nominal tax rates and broad



tax bases is an attempt to defend against the outflow of mobile profits and at the same time pre-
vent an adverse revenue effect.'?

While revenue losses did not occur, the ‘tax cut cum base broadening’ policy affects the dis-
tribution of the tax burden among different kinds of taxpayers. For one, there is an effect within
the business sector: highly profitable MNEs benefit, while nationally organized small and me-
dium-sized enterprises are more heavily burdened. Second, the tax burden is shifted from capital
to labor. This is also visible in the general trend to increase indirect taxes, such as consumption
taxes."> Last but not least, competitive downward pressure on corporate tax rates affects the dis-
tributional characteristics of the personal income tax. If the nominal corporation tax rate is low-
ered, then it is worthwhile for private individuals to re-label their income by incorporating. In
order to prevent such arbitrage, policy makers often align the corporate tax rate and the top rate
on personal income, thus flattening the personal income tax schedule.'

As to developing countries, the dynamics of a race-to-the-bottom have a more visible impact.
The pressure from tax competition on public finances is comparable to OECD countries, but de-
veloping countries usually do not have the administrative resources to stabilize their revenues by
broadening their tax base. On the contrary, in many countries the base has been narrowed.”” A
significant part of the revenue loss is directly due to the shifting of paper profits. One study esti-
matelsé the annual revenue loss of developing countries from transfer pricing to be US $ 160 bil-
lion.

Overall, the empirical evidence shows that tax competition undermines fiscal self-
determination.'” While states still possess the formal right to set tax policies (de jure sover-
eignty), they cannot effectively pursue their desired policy goals (de facto sovereignty). Devel-
oped countries are able to maintain the size of the budget (first component of self-determination),
but this can only be achieved by compromising the desired extent of redistribution and making
the tax system more regressive (second component of self-determination). By contrast, develop-
ing countries are not able to prevent revenue losses and thus lose both components of fiscal self-
determination. In this respect, tax competition increases existing inequalities between countries of
the global North and South.

2. Two Conditions of Tax Justice: The Membership and Intentionality Principles

The last section has specified the content of fiscal self-determination and demonstrated how it is
endangered by tax competition. Just like in the case of individual liberty, to be effective, the lib-
erty to make these collective choices is restricted by the same liberty for the citizens of other
countries. The two principles we will advance in this section spell out these restrictions and are
meant to ensure that countries have an effective right to tax that reflects their polities’ choices
about the size of the state budget and the desired extent of redistribution. The membership princi-
ple is based on the intuition that capital mobility renders this liberty fragile and that it therefore
needs to be protected. The intentionality principle argues that this liberty can be abused and
therefore calls for it to be circumscribed.



The Membership Principle

Imagine you live on a street with two fitness clubs. One high-end club with expensive equipment
and all kinds of free-bees like club towels and shaving equipment, and one less fancy club that
lacks the rowing machines, has only three Stepmasters instead of ten and no free-bees. Unsurpris-
ingly, the membership fee of the high-end club is almost three times that of its no-frills competi-
tor. You are a member of the no-frills club. One day, you discover that your membership card
actually lets you pass the turnstile at the high-end club, too. You keep quiet and start working out
there. As it turns out, quite a few members of the no-frills club frequent the fancy club. A month
later, you bump into a friend in the washrooms of the high-end club. “What are you doing here?”
he asks. With a sheepish look on your face, you tell him about your discovery. He is enraged:
“You guys are free-riding on our membership fees.” He informs the manager and, the next day,
the high-end club starts issuing new membership cards. This reaction appears justified and serves
to stop what was an unacceptable form of free-riding.

For the purposes of our argument, the analogy between countries and clubs is a useful one.
There are places, e.g. the Scandinavian countries that provide more services like state-financed
daycare, more generous unemployment insurance, and so on, but in turn also “charge” more in
terms of taxes. There are others, like England, where citizens prefer to have a leaner set of serv-
ices and hence pay less. Certain forms of tax planning that involve shifting one’s tax base to a
low-tax jurisdiction without moving the underlying activity itself are parallel to using the high-
end fitness club on your no-frills card. When a company uses the services of a country — that is its
infrastructure, the human capital, and so on — to produce a certain commodity, but then shifts the
paper profit made with this economic activity to low-tax jurisdictions through practices like trans-
fer pricing or thin capitalization, the citizens who finance these services have a legitimate com-
plaint. Tax evasion by individuals, as suggested by its illegality, represents an even blunter form
of abuse. This is like jJumping the turnstile at the high-end fitness club when no one is watching.

Despite these parallels between the membership in a fitness club and a country, the reaction of
free-riders when they are found out is rather different. Whereas it seems reasonable to expect
most people to feel sheepish about free-riding at the high-end fitness club, the parallel practice at
the level of countries is often pursued without shame and, in the case of corporate tax avoidance,
even under the approving stamp of legality. This reaction can be explained, but not excused, by
the pervasive perception of taxation as something that the state takes away from us rather than as
part of a social compact between citizens.'®

We are now in a position to formulate our first principle of international taxation, the member-
ship principle:

Natural and legal persons should be liable to pay tax in the state of which they are a mem-
ber.

In order to apply the principle, it is necessary to define membership. Our definition is the fol-
lowing: Individuals and companies should be viewed as members in those countries where they
benefit from the public services and infrastructure. This conception of membership is related to,
but distinct from, what is called the “benefit principle” or the principle of “fiscal equivalence” in
the public finance literature.'” Whereas the benefit principle in its classic formulation aims to
make taxes strictly proportional to the economic benefits taxpayers receive, our conception of
membership is not committed to this position.”” As implicit in our notion of fiscal self-
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determination, the citizens of a state may well decide that it is appropriate to tax people with
higher incomes at higher rates. True to its objective to re-establish the de facto sovereignty of
states, the membership principle is silent on the actual tax system chosen by polities. It merely
stipulates that polities should have an effective right to tax individuals and companies benefiting
from public services and infrastructure as they see fit.

Our definition of membership is broad enough to encompass the major intuitions of diverse
theories of international taxation.”' In the international tax literature, there is agreement that a
nexus between the taxpayer and the country is required for tax membership. Yet, there is dis-
agreement about the proper nature of the nexus — should it be economic, social, political, territo-
rial, or a combination of these? Unsurprisingly, this disagreement has never been fully resolved at
the level of principles. Nevertheless, in practice a working compromise has been found that is in
line with our membership principle. The so-called international tax principles specify what makes
a natural or legal person a member of a country for tax purposes. Individuals are plausibly as-
sessed on a residence basis, because residence determines where they benefit from public serv-
ices and where they should therefore be counted as a member. Companies benefit from public
services and infrastructure in the country where their substantive activities take place. Beyond a
certain threshold of economic activity, they are therefore liable to tax in source countries, i.e.
those countries in which the income was generated. For MNEs whose activities spread across
borders, membership comes in degrees and should correspond to the distribution of its economic
activities among countries. Some version of this justification for the residence and source princi-
ple of international taxation is commonly accepted.”

However, in practice there are two related problems. For one, the actual rules — domestic tax
laws, bilateral double tax agreements (DTAs) and non-binding model conventions of interna-
tional organizations — are not fully coherent in their definition of membership. For example, a
few countries, most importantly the US, tax not only their residents but also their non-resident
citizens; some countries apply different rules if an individual has multiple residences;” they at
times disagree over what counts as a sufficient economic activity to warrant taxation at source. In
effect this leads to overlaps in countries’ taxing rights (so-called double taxation), but also to
gaps (double non-taxation).”* Some of these inconsistencies are indeed the consequence of dis-
agreement over what should be the appropriate basis for tax membership. While this serves as a
reminder that the detailed definition and assignment of membership is a thorny and controversial
issue, we set this task aside in the current paper.”” Second, and partly as a consequence of the lack
of common rules, the membership principle is not adequately enforced under the status quo. The
various practices of minimizing one’s tax bill described in section 1 allow both individuals and
companies to reduce their tax burdens in ways that violate the membership principle.

How would respecting the membership principle change the international tax landscape?
While the answer depends on the way it is institutionalized (see section 3), some comments can
already be made. Generally speaking, it prohibits the hiding or shifting of part of the tax base
from one’s residence in the case of individuals and from the source of the economic activity in
the case of multinationals. The crucial question in assessing the potential impact of the member-
ship principle is how individuals and companies would react if these possibilities were no longer
available. To what extent would individuals and companies make use of their exit option, and
move or relocate their residence or real economic activity from high-tax to low-tax jurisdictions?
For a tentative assessment of this issue, it is useful to consider individuals and MNEs separately.
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Individuals form a certain attachment to the place they live in. This attachment often includes
the internalization of the solidarity that is reflected in their polity’s choices about the size of the
state and the extent of redistribution. Having said that, it is evident that in people who evade taxes
in their home country, this internalization has not necessarily happened. If their affective ties to
the country are not strong enough to compensate the losses that respecting the membership prin-
ciple imposes on them relative to the status quo, then some individuals may indeed choose to
leave. Note, however, that this decision will also incur a cost. Whereas under the status quo they
are able to free-ride by evading taxes, under the membership principle leaving a high-tax country
for a low-tax one implies receiving fewer government services. The result is a mechanism under
which individuals self-select into different countries according to the extent to which these match
their fiscal preferences. The membership principle ensures that tax competition is actually in line
with Tiebout’s notion of “voting with your feet.”?

A company, by contrast, cannot form affective ties to a particular location. Its managers make
the decision of where to locate its different economic activities according to what maximizes
profit rather than according to the affective ties of employees. This means we can expect the reac-
tion of companies to enforcing the membership principle to be more significant than that of indi-
viduals. Under the status quo, the pressure on an MNE to leave a high-tax jurisdiction is low,
since the loopholes in the current system enable it to shift some of its profit instead and thereby
lower its effective tax burden. A shift from the status quo to a world where the membership prin-
ciple is respected would be a shift from a world of (merely) virfual tax competition for paper
profits to a world of real tax competition for FDI: companies would have to relocate real invest-
ment in order to realize tax savings. It has been argued that such real tax competition may be
more harmful to high-tax states than virtual tax competition. Instead of loosing only tax revenue,
high-tax states stand to lose real capital and jobs as well.?’

Apparently, some politicians in high-tax countries have resigned to the fact that, in the absence
of fundamental international tax reform, tolerating profit shifting is their best strategy. Unsurpris-
ingly, this acceptance is not reflected in the official political discourse since it would mean admit-
ting to voters that one is letting some people free-ride. What we observe today in the practice of
corporate taxation, in other words, is a system of nominal tax competition with price differentia-
tion. It is as if a high-end fitness club nominally charges a high membership fee to cover its costs,
but then secretly gives rebates to certain customers it does not want to lose. Since it is an empiri-
cal question how the world of real tax competition would play out, it remains unclear whether
above stance of policymakers is warranted. It may well be that companies requiring state-of-the-
art infrastructure or access to high-skilled labor will choose high-tax countries, whereas compa-
nies in labor-intensive, low-skill sectors will move to low-tax jurisdictions. In any case, from the
perspective of the membership principle any relocation of real investment would be unproblem-
atic, as long as taxes are paid where the benefits from public services and infrastructure are ob-
tained. With respect to the other two forms of capital introduced in section 1, the membership
principle would rule out tax competition for paper profits and severely dampen the competition
for portfolio capital, because taxpayers would have to change residence in order to realize tax
savings.



The Intentionality Principle

Independently of how distribution plays out in a world that respects the membership principle,
the question arises whether this principle suffices as a condition of justice in international taxa-
tion. To demonstrate why we think that the membership principle on its own would be insuffi-
cient to adequately protect fiscal self-determination, let us return to a more sophisticated version
of our story about fitness clubs.

Suppose the fitness clubs, though on the same street, fall on two sides of a municipal bound-
ary. Suppose also that you can only become a member of a fitness club if you are resident in the
respective municipality — this assumption guarantees that the membership principle is respected.
About 20% of the population is a member in a fitness club. Since they are in better shape, fitness
club members find it much easier to move house from one municipality to another. The financing
structure of both clubs is 80% through membership fees and 20% through subsidies from the mu-
nicipality, i.e. through municipal taxes. One day, the manager of the low-end fitness club has an
idea. He lobbies the mayor to increase the municipality’s subsidy to cover 40% of the costs of
running the club. This allows the club to lower membership fees and the municipality to attract
new residents. Since the services offered by the club remain the same, the lower price will con-
vince some of the members of the high-end club that the difference in price is now too big to jus-
tify the service premium their club offers. They move to the municipality of the no-frills club
(MN-F) and become members there.”® Subsequently, in order to compensate the decline in reve-
nues from membership fees, the high-end club will have to either also obtain a larger share of its
financing from its municipality (MH-E) or reduce the quality of its service.

Is there anything wrong with this from the perspective of justice? The short answer is: It de-
pends. We will argue that the legitimacy of this move depends on the motives behind the change
of policy in MN-F. Against the background of section 1, the parallel between the fitness club case
and tax competition between countries is straightforward to see. In the above story, for fitness
club users, read mobile factors; for non-club members, read immobile factors; for mayor, read
government. The altering of the financing structure at the no-frills club corresponds to a broaden-
ing of the tax base and a shift of the tax burden to relatively immobile factors.

To see why it will be necessary to appeal to the intention of the mayor of MN-F to decide
whether the new policy poses a problem, consider the following two scenarios. In scenario A, the
mayor has an explicit mandate from the residents of his municipality to push for the policy
change. A majority of residents sees the new financing structure as the just way to fund the club.
Given the right of a polity to choose the size of their state and the extent of redistribution estab-
lished in section 1, it is only consistent to consider the policy as legitimate in this case. In sce-
nario B, the mayor does not have an explicit mandate, but convinces the residents that adopting
the new policy is in their interest, because it will allow the municipality to attract new residents
and the corresponding tax base. The two scenarios are observationally equivalent. Hence, if one
wanted to make a case that scenario B poses a normative problem, one would have to appeal to a
non-consequentialist criterion that tracks the different motives.

So why should we think anything wrong with scenario B in the first place? Reconsider the last
sentence of the fitness club story: “Subsequently, in order to compensate the decline in revenues
from membership fees, the high-end club will have to either also obtain a larger share of its fi-
nancing from its municipality or reduce the quality of its service.” The external effect of the pol-
icy change in MN-F represents a violation of the liberty of the residents in MH-E to choose their
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preferred size of the budget and extent of redistribution. Under scenario A, we have to choose
between restricting the right of residents in MN-F to exercise their liberty versus restricting the
right of residents in MH-E to exercise theirs. By contrast, under scenario B, the right of residents
in MH-E to exercise their liberty trumps the purely strategic considerations of MN-F. This is the
basis for condemning the policy change under scenario B. To summarize in the language of coun-
tries rather than fitness clubs, if a country changes its tax system merely in order to attract tax
base from abroad, this conflicts with the rights to fiscal self-determination of other countries and
is therefore problematic from a normative viewpoint.

These considerations motivate our second principle of justice for international taxation, the in-
tentionality principle:

Suppose the benefits of a tax policy change in terms of attracted tax base from abroad did
not exist, would the country still pursue the policy under this hypothetical scenario? If yes,
the policy is evidently not motivated by strategic considerations and therefore legitimate. If
not, then the policy is illegitimate.

“Strategic” here implies that a policy is justified by the prospect of attracting mobile capital
from abroad rather than by appeal to the fiscal prerogatives of the state defined in section 1. The
counterfactual nature of the criterion allows us, on a conceptual level, to elicit the motivation of a
country in pursuing any given fiscal policy.”’ It effectively delineates (legitimate) fiscal interde-
pendence from illegitimate tax competition.”® Note that it also captures cases of mixed motives.
Suppose a country lowers a certain tax rate in part because this reflects the conception of justice
of its citizens, but also because of the strategic value of doing so for attracting foreign tax base.”!
Perhaps the country would, in the absence of the inflowing tax base from abroad, still lower the
rate in question, but by a lesser amount. In this case, that lesser reduction is motivated by legiti-
mate motivations, whereas the part of the reduction that would be dropped is illegitimate.

Someone might object that such an attempt to discern different motives suffers, even in the ab-
stract, from important ambiguities. Suppose the citizens of a developing country are motivated by
social justice reasons to build more hospitals and, in order to do so, decide to lower their coun-
try’s taxes to attract the necessary capital from abroad. Is this part of their fiscal self-
determination or should it count as a strategic consideration? In the latter case, would we not de-
prive poor countries of an important source of redistribution? We believe that our principle can
answer these questions. First, we submit that this policy should indeed count as motivated by
strategic considerations. Capital that is attracted to the developing country to build a hospital is
not available to build a hospital elsewhere. Second, this does not mean that building the hospital
in the developing country is not important and does not exclude the possibility that richer coun-
tries have an obligation of assistance towards this project. But this obligation should not be dis-
charged in the form of a bias in the way the jurisdictional structure of international taxation is set
up. It should rather be dealt with on the level of the allocation of collective revenues or via ex-
plicit redistribution. Otherwise, the risk that the bias in the system ends up being exploited by
poor and rich countries alike is too high.

Given that a large part of the literature considers tax harmonization to be the relevant alterna-
tive to tax competition, two observations should be made in this regard. First, in a world where
both the membership and the intentionality principle are respected there would not be full har-
monization of fiscal policies across countries. Suppose the English really do have a preference for
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a smaller state and less redistribution than the Swedish. Neither of our principles will stop them
from designing a tax structure that reflects these preferences. In turn, nothing we have said will
prevent the Swedes from making a democratic choice that the best way to finance a relatively
generous welfare state is to shift a considerable portion of the tax burden onto labor and con-
sumption and to tax capital lightly. There may indeed be good internal reasons for such a pol-
icy.”® However, the intentionality principle prohibits the very same policies if they are based on
strategic considerations.

Second, even in a world where different polities have divergent preferences about the size of
the state and the extent of redistribution, our two principles will create some pressure towards
convergence. This is so because countries with preferences for a relatively large state and/or high
extent of redistribution will now have to bear the real costs of these preferences in terms of part
of their tax base voting with its feet. At the other end of the spectrum, however, the danger of a
race to the bottom would be eliminated by our two principles for the very same reason. Countries
with smaller states and less redistribution would now be forced to bear the full costs of their tax
structure, rather than being able to finance part of their public services by strategically attracting
foreign tax base. The fiscal externalities generated in both directions under the intentionality
principle are those minimally present under conditions of fiscal interdependence between states.
They ensure a maximum — though less than perfect — correspondence between the convictions of
the respective polities and their fiscal structure. The intentionality principle entails that different
fiscal communities have to justify their policy choices to one another. Whether a given change in
tax structure is just or not depends on how the country in question justifies this change to others.
The intentionality principle complements the membership principle and fills the normative void
where the membership principle on its own would fall short in adequately protecting fiscal self-
determination.

Despite these attractions of the intentionality principle, it also faces two related objections.
First, why try to elicit the intentions of polities and their governments in fiscal policy when the
market mechanism arguably offers a shortcut to the same outcome? After all, one of the main
attractions of the mechanism of competitive markets is the fact that it serves to promote the
common good irrespective of the individual intentions of market participants. Should this invisi-
ble hand mechanism not also be at work in the case of tax competition? The answer to this ques-
tion is no. In contrast to a competitive market where private goods are traded, tax competition is
about public goods. As Hans-Werner Sinn has shown, tax competition amounts to trying to pro-
vide public goods via the market mechanism.> As every first-year economics student knows, this
is inefficient and therefore detrimental to the common good. If, at the same time, we do not want
to centralize the decision for the provision of public goods at the highest level (world govern-
ment), but want to allow for some diversity among decentralized units (states), then it is neces-
sary to eliminate the strategic element of interactions between these units. This is what our inten-
tionality principle does.

Yet, condemning the market alternative is not sufficient to endorse our proposed alternative.
According to the second objection, the fact that intentions are unobservable stands in the way of
making the principle operational. Our response to this challenge is twofold. First, we acknowl-
edge that this is a serious problem. Second, however, we think that it is a necessary problem in
the sense that any approach that aims to delineate illegitimate tax competition from mere fiscal
interdependence will encounter it. Whether we are right about this or not hinges on the previously
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discussed question of whether the legitimacy of a given tax policy depends on the motivation that
drives the policy. Recall our suggestion that it is possible to have two observationally equivalent
scenarios. Under scenario A, the policy change flows from the preferences of citizens about the
size of the state and the extent of redistribution. Under scenario B, the change is strategically mo-
tivated. If you agree that these should be evaluated differently from a normative perspective, then
you should also agree that appealing to motivation is a necessary component of a normative ac-
count of international taxation. In this case, the challenge of the second objection is pushed back
to the institutionalization of our principles that we will turn to now.

3. How to Institutionalize the Two Principles?

It is notoriously difficult to derive concrete institutions from abstract principles. This is so even in
the absence of ambiguity about what the correct interpretation of the principle is, because there
will generally be more than one way to institutionalize a principle. In the face of this institutional
indeterminacy, we limit ourselves here to demonstrating that there is an institutional solution that
satisfies the conditions embodied in our principles. As a further caveat, we stress that the follow-
ing brief sketch will, due to space constraints, remain incomplete and cannot do full justice to the
complex issues of international taxation. But it should suffice to make a case for the practical
relevance of our proposal.

Any institutional solution must provide (1) a forum for governments to negotiate an agreement
on the rules of international taxation and (2) make sure that the rules are enforced. In the follow-
ing we propose the establishment of an International Tax Organization (ITO) and discuss some of
the institutional design features required for the two tasks.*

(1) We have already stated that it is necessary for governments to come to a multilateral
agreement on what it means to be member of a state and that the details of such a rule will be
controversial. The ITO should become a forum for negotiating and defining the rules in line with
the membership and intentionality principles. To ensure a level-playing field, all states should be
members and adequately represented in the ITO’s decision-making procedures. The OECD as the
most iglportant international tax forum today is often criticized for falling short in these re-
spects.

Furthermore, on the basis of our two principles several substantive reforms become impera-
tive. First, the membership principle requires governments to abolish all rules that make it impos-
sible for other countries to enforce the membership principle. Thus, strict bank secrecy regula-
tions, the supply of other deliberately nontransparent legal constructs, and the refusal to exchange
information with other tax administrations will be ruled out. This could for example be achieved
through a system of multilateral automatic exchange of information.*®

Second, as we have already acknowledged, defining rules that respect the intentionality prin-
ciple will be difficult because intentions are unobservable. The most promising route lies in iden-
tifying observable implications of the unobserved intentions. One obvious candidate for a rule in
this context is that all forms of preferential tax regimes for foreigners (ring fencing) must be abol-
ished. Such discriminatory arrangements show that a government implements a policy for strate-
gic reasons only.
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Third, an ITO with inclusive membership would provide an ideal forum to reconsider the
membership rule in the case of MNEs. How should the rights to tax shares of the profit of an
MNE be allocated among jurisdictions? This issue is a very thorny one in international tax prac-
tice that has so far been resolved through so-called arm’s length standard (ALS) transfer pric-
ing.’” However, as set out in section 1, both the indeterminacy of applying this standard and the
difficulties in its enforcement can be exploited by MNEs to lower their tax bills. One possible
solution would be to switch to a system of unitary taxation with formula apportionment
(UT+FA). This would require governments to agree on a common and consolidated corporate tax
base. MNEs would have to determine their worldwide profit in one single report, and they would
be allowed to consolidate profits and losses of entities in different countries. The worldwide
profit would then be apportioned to the respective countries in which the MNE operates on the
basis of a predetermined formula. The formula should reflect the real economic activity in each
country by referring to factors such as property, sales, and payroll. This would make it impossible
for companies to engage in the shifting of paper profits and thus be a major step forward in the
implementation of the membership principle.*

(2) What would it take to effectively enforce our two principles? First, we argue that monitor-
ing the adherence to the rules should be relatively straightforward since governments can be ex-
pected to launch a complaint if other governments violate either or both of the two principles.”
Yet, what is needed is an independent authority that will process the complaint and eventually
enforce the rules. Independent third party enforcement is needed to ensure compliance with the
two principles, because the structure of tax competition is such that every individual country has
an incentive to deviate from the collectively desirable rules. The ITO should install a dispute set-
tlement procedure after the WTO model to satisfy this requirement. In case a member state com-
plains that the tax practices of another member violate the rules, they can, as a first step, try to
resolve the conflict in consultations. If they are unsuccessful, the case will be transferred to the
dispute settlement body (DSB), which effectively functions like an independent third party.40
Since parties know that there will be an effective enforcement in the DSB, it can be expected that
they will resolve many cases in consultation. In particular, this should be the case for obvious
abuses like ring fencing.

Note that the restrictions on fiscal sovereignty under our ITO model are limited. No supra-
national power to tax is established. Instead, the idea is that the international community can im-
pose certain limits on the fiscal choices of nation states. What our two principles do require is an
international framework that is much stronger than the current international tax institutions,
which consist of a patchwork structure of unilateral, bilateral, and multilateral rules and lacks
international levers of enforcement. Against the background of the historical development of the
international tax regime, it may seem unlikely that an ITO will come into being any time soon.*'
On the other hand, the existence of the WTO is testament to the fact that it is achievable.

4. Toward what Kind of Global Justice?

The membership and intentionality principles do not in themselves represent principles of justice.
Instead, they are preconditions for justice in the sense that they guarantee the de facto sovereignty
of states and their capacity to fiscally implement the conceptions of justice of their citizens do-
mestically. Yet, what about global justice? Arguably, the most disturbing inequalities in today’s
world are ones between individuals across borders rather than between citizens of the same state.
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This section addresses the question of whether the membership and intentionality principles im-
pose any constraints on the account of global justice one may defend on their basis. In particular,
we argue that our normative commitment to self-determination with respect to the size of the
state and the extent of redistribution is compatible with the basic tenets of cosmopolitan justice.

Consider what Simon Caney calls the “principal cosmopolitan claim: given the reasons we
give to defend the distribution of resources and our convictions about the irrelevance of people’s
cultural identity to their entitlements, it follows that the scope of distributive justice should be
global.”** To specify what they mean by this global scope, some cosmopolitans draw a distinc-
tion between radical vs. mild forms of their position. Whereas the former not only affirm that
there are global principles of justice but also deny that there exist any state-wide principles of
justice, mild cosmopolitanism limits itself to the former, positive claim.” Can one take seriously
the idea of self-determination — as outlined in section 1 and implicit in the membership and inten-
tionality principles — and, at the same time, claim to be a mild cosmopolitan? We put forward two
ways in which one may answer this question affirmatively.

The Normative Grounds of Self-Determination

First, cosmopolitans are likely to probe the status of self-determination to begin with. Why
should we believe that self-determination has any normative weight and, in particular, how could
self-determination legitimize inequalities that are immune to the redistributive demands of global
justice? In short, our reply is the following: Granting self-determination to states has instrumental
value in promoting the interests of individuals worldwide. In particular, it offers a more effective
way of serving these interests than concentrating collective decision-making at the highest level,
i.e. in the hands of a world government. As Robert Goodin puts it, the special duties that states
have towards their citizens are the best way of discharging “the general duties that everyone has
towards everyone else worldwide.”** Besides, granting autonomy to states offers protection from
domination as well as immunity from the larger unit that allows it to be more responsive to local
interests and to reduce the burdens of decision-making.*’

Two comments are in order. First, having spelt out the positive, instrumental value of self-
determination, it should also be emphasized what our appeal to this self-determination is not. We
do not think that self-determination has any value that derives from the status of the community
itself that is granted this form of autonomy. In other words, there is nothing special about states,
nations, or peoples that implies they should have a right to self-determination. The normative
grounding of self-determination is the individual interest of human beings, not the interest of any
particular groups. Second, we see democracy as a necessary condition for self-determination to
effectively serve its role in promoting individuals’ interests worldwide. It is hard to see how one
of the main advantages of self-determination, to wit, the responsiveness to local circumstances
and interests, could manifest itself in the absence of the kind of representativity ensured by de-
mocratic forms of government.

How does this position fit with the normative commitments of mild cosmopolitanism? In fact,
some global egalitarians themselves appeal to self-determination to defend transfers between
countries that compensate for contingencies.*® This is exactly the kind of reasoning that underlies
our principles of membership and intentionality. For substantive self-determination to be possi-
ble, it needs to be both protected and constrained.
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While we thus defend the view that mild cosmopolitanism and self-determination are com-
patible, we would also like to point out that mild cosmopolitans are at times too quick to assert
this compatibility, thereby glossing over some of the most interesting normative questions of
multi-level governance. To illustrate, consider Caney’s discussion of what he calls the ‘national
duties’ thesis, i.e. the idea that “individuals bear special obligations of distributive justice to other
members of their nation.”*’ While Caney wants to emphasize that the national duties thesis and
mild cosmopolitanism are compatible in principle, he acknowledges that the two positions “might
disagree on the ranking of the national duties in relation to cosmopolitan duties.”*® This line of
reasoning neglects that, unless cosmopolitan duties were for some reason to trump national du-
ties, then this tension between the two kinds of duties will in some cases call for compromising
cosmopolitan duties. In other words, trade-offs exist between global and domestic justice.*” Cos-
mopolitans cannot have their cake and eat it, too. They cannot acknowledge the compatibility of
mild cosmopolitanism with the national duties thesis while neglecting the compromises this posi-
tion requires from mild cosmopolitanism.

Nevertheless, it would be misguided to conclude from this that the self-determination implicit
in the principles of membership and intentionality imposes an undue constraint on the account of
global justice one may defend in conjunction with them. It rather serves as a reminder that a mild
cosmopolitan position on global justice has to take a stance on the trade-offs and challenges that a
multi-level governance structure entails.”® For guidance on how to resolve those trade-offs in the
fiscal context, which preoccupies us in this paper, one may consult the fiscal federalism literature.
This literature specifically aims to balance out the benefits and costs of autonomous fiscal deci-
sion-making at lower governmental levels with the benefits and costs of providing them at higher
(or the highest) level.”’

An Argument from Non-Ideal Theory

Even for those cosmopolitans who remain unconvinced by our normative grounding of self-
determination, there is another reason to grant states some autonomy nonetheless. A theory of
justice with practical ambitions is well advised to take some features of the world as given, rather
than attempting to reform everything at once. Arguably, the division of world politics into states
is a good candidate for such a feature, given that a world without states has to be viewed as uto-
pian from today’s perspective.

Note that defending such a non-ideal theory argument does not imply accepting the current
state system as just. One might argue that those states benefiting from the international structure
in unjust ways incur a series of redistributive obligations towards those who get short-changed
under the status quo.’* We agree that such redistributive duties exist today. However, this paper
relegates them to the background. From a non-ideal perspective, our concern is to design fair
rules of the game to govern the fiscal interdependencies between states without probing the nor-
mative standing of states as such.

Independently of whether self-determination is granted on normative or pragmatic grounds,
our project in itself can be expected to go some way towards eliminating global injustices. What-
ever injustices remain when respecting the membership and intentionality principles should trig-
ger redistributive obligations. Yet, formulating these redistributive obligations before defining
fair rules of the game would amount to putting the cart before the horse. While we have focused
on the definition of fair rules, we would like to point out that our policy recommendations pro-
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vide good access points for a discussion of the issue of redistribution. For example, the model of
UT+FA discussed in section 3 could be specified such that the portion of the tax base assigned to
each country for tax purposes is an inverse function of its gross domestic product (GDP).™ More
generally, it can be expected that an International Tax Organization charged with implementing
the membership and intentionality principles would also provide a good forum for disadvantaged
states to raise the issue of inter-state transfers.

This short section cannot claim to present a comprehensive treatment of the rich literature on
global justice. Our limited objective here has been to show that endorsement of the membership
and intentionality principles imposes no significant constraints on the position of global justice
one might want to defend.

5. Conclusion

Portraying the tax and transfer branch of government as the major instrument of redistribution
can obscure the fact that competition between different tax systems will in fact exacerbate in-
come inequalities both domestically and globally. This paper was motivated by the intuition that
the inequality-enhancing effects of tax competition can be qualified as unjust. The membership
and intentionality principles defended above serve as a normative toolkit to identify what that
portion is. They specify to what extent the interdependence of states in fiscal matters calls for
normative interdependence. To put these principles into practice, we propose the creation of an
International Tax Organization (ITO), whose job description would include the settling of dis-
putes between states about which tax policies violate the membership and intentionality princi-
ples.

To be sure, a world in which the membership and intentionality principles are respected is not
yet a just world. It is merely a world that contains the preconditions for justice in two important
ways. First, national polities would regain the capacity to make collective fiscal choices about the
size of the state and the level of domestic redistribution. In other words, the membership and in-
tentionality principles ensure that the costs of fiscal choices fall on those who make them, at least
to the extent that this can be achieved under conditions of fiscal interdependence. Second, the two
principles will have to be complemented by substantive principles of global tax justice. While
these necessarily build on the work done in this paper, they also ask the question whether states
have normative obligations to make transfer payments to other states and, if so, what they are.
We hope to address this issue in future work.
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ble, it would be immune to the demands of global justice. Cappelen, "Responsibility and International
Distributive Justice" defends a position of this kind.
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*% This is explicitly acknowledged by Follesdal, "Federal Inequality among Equals" who argues that
some global equality may legitimately be sacrificed in exchange for more subunit autonomy.

! We cannot do justice to the arguments of the huge literature on fiscal federalism. For an overview,
see e.g. Oates, "An Essay on Fiscal Federalism."

>? For instance, countries can have redistributive duties towards the members of other states because
they unduly benefit from economic interaction with them, see Philippe Van Parijs, "International
Distributive Justice," in 4 Companion to Contemporary Political Philosophy, vol. 2, ed. Robert E.
Goodin, Philip Pettit, and Thomas Pogge (Oxford: Blackwell, 2007); or because they have inflicted harm
on them in the past, see Thomas Pogge, World Poverty and Human Rights (Cambridge: Polity Press,
2002); or simply because the latter find themselves unable to survive without outside assistance. This list
is not meant to be complete.

> Richard A. Musgrave and Peggy B. Musgrave, "Inter-Nation Equity," in Modern Fiscal Issues:
Essays in Honour of Carl S. Shoup, ed. Richard M. Bird and J. G. Head (Toronto: University of Toronto
Press, 1972).
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