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The Worldwide Benefits of International Tax Competition

by Mason Gaffney, Riverside, CA

(The following lecture was deliv-
ered on Sept. 2, 1998, al a special
meeting of the international Society of
Trustand Estate Practitioners (STEP)
at The Grand Cayman Marriolt Hotel,
Grand Cayman.)

U.S. Treasury Secretary Robert
Rubintellsusthat economicconditions
are “fundamentally sound.” The light
ofhistory might have given him pause:
that is what one of his predecessors,
Andrew Mellon, told the publicin Octo-
ber, 1929. However, it is only ceremo-
nial, not to be taken literally, or as a
guide. If public officials didn’t say it,
people would wonder why not, and
WOTTY.

Woe are gathered here tonight be-
cause the Organization of Economic
Cooperation and Developmenttells us
that international tax competition, on
which your prosperity rests, is “harm-
ful,” and should be stamped out. Is
this, too, just ceremonial? I fear not.
When a powerful international politi-
cal organization officially brands you
as “harmful,” look out. “The arts of
Power and its minions are the same in
all countries and in all ages. [t marks
its victim; denounces it; and excites the
publicodium and the public hatred, to
conceal its own abuses and encroach-
ments.” —Henry Clay, U.5. Senate, 14
March 1834. Defamation anticipates
oppression, conditioning suggestible
minds to accept it. Current signals
from Whitehall suggest that it may
cooperate with QECD in the oppres-
sion.

1 am an outsider here. Like the
ardent lover in Lehar's Merry Widow,
my destiny isjust to“sing my serenade
and part” My purpose is to begin
building a stage on which you, the
principal actors, may perform. Special
conditions here have made many of
yourlargest stakeholdersand natural
leadersreticent to speakout. I suggest
the current OECD assaulton your very
being bids you change that habit, at
least on this matter. My goalis simply
to articulate what many of you are
already thinking, and offer my back to

serve asyour floorboard. You are to be
the leads in this drama.
1. Precedents

Sothe OECD tells usinternational
tax competition is “harmful.” Youmay
find their own words in the Report of
their Committee on Fiscal Affairs,
Harmful Tax Competition, which the
OECD Council approved on April 9,
1998, and issued as a “Recommenda-
tion to the Governments of Member
Countries.” Any Caymanian, cifizen
or expatriate, who can stay awake
through its deadly prose will recognize
a very live assault on your island na-
tion and its economy. You may find a
readable summary in my response of
August, 1998, “International Tax Com-
petition: Harmful or Beneficial?”’

The OECD ideal is tax “unifor-
mity” among nations. This hasa famil-
iar ring to any economist who follows
fashions in the ideologies of public fi-
nance. Forone example, closely analo-
gous, in 1969 or so, Sacramento
(California’s State Capitol) told us that
interurbantax competition washarm-
ful, because it kept some cities from
raising their salestaxes. To solve this

" problem, they invoked the doctrine of

“uniformity”: if only every city raised
the salestax, no retailer or buyer could

escape it by fleeing to a city without

one. Accordingly, Sacramento forced
every city toimpose a sales tax, piggy-
backing on the existing state salestax.
The State collects it, and returns it to
each municipality of origin. A few years
later California cut its local property
tax rates to 1/3 of their former level,
and replaced the funds with state
subventions, financed by raising state
sales taxes, subjecting its once-inde-
pendent cities and schools to a high
degree of state control.

A “uniform” sales tax is not uni-
form in its effects. Retailers in rich
locationscan bearit and survive; those
in marginal locations cannot. The
result is especially to penalize poorer
neighborhoods and regions and com-
munities.

Tt will not surprise any reasonably
jaded and sceptical observerofdirigisme
in practice that there were unintended
consequences. Interurban competition

survives, but takes the new form of
competing to atiract retail trade (and
hence sales tax revenues) by overzoning
for it, and by subsidizing new retail
outlets in various ways. Those best
able to subsidize retailers are the cities
already richer, adding to the bias
against marginal locations.

A by-product of that is a retail
vacancy rate approaching 33%, an enor-
mous private and social cost. “When
will they everlearn?’ Not soon, appar-
ently: the next step will be forthe State
to preempt local zoning, centralizing
more and more contrelin Sacramento.
Such centralized control is clearly the
aimofthe OECD campaign against tax
competition. Itisanomalousthat those
who preach for competition in the pri-
vate sector—what theycall “liberaliza-
tion” — should suppress competition
among governments,

It is also anomalous for OECD to
fault tax havens for “distorting” world
investment patierns when their own
internal systemsdistort investmenton
a grand scale. For example, their
Report (p.31) brandsa nationas“harm-
ful” ifit lets a person deduct costswhen
the corresponding income is not taxed.
That soundsreasonable, andyet thatis
the standard treatment of most real
estateincomeinthe U.S.A., the largest
memberof OECD. The costs of owner-
ship - interest and property taxes- are
fully deductible. The cash flow isoffset
by overdepreciation until the property
may be sold. The resulting nominal
gain then gets special treatment as a
“capitalgain,” often resulting in no tax
atall, and at worst in a lower tax rate,
at a deferred date. Ifitis an owner-
occupied residence or country play-
ground, there isnot even a nominal tax
on the imputed income.

Thus, OECD members might deo
well to review the Scriptural behesi:
“Pirst pick the beam from thine own
eye; then thou may see better to pick
the mote from thy neighbor's eye.”

II. What is “harmful’? :

OECD says a “harmfut tax regime”
iz one that “attracts mobile activities.”
Right away we think of low taxes, and

continued on page 6
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that may be what CECD means - on
p.27 they specify low income taxes.
However, that is too simple by far, A
nation may also attract mobile activi-
ties in two other ways: by offering
superior public services; and by a tax
structure that favors mobile activities
without stinting on public services.

A. Richness of the tax base

Ajurisdiction may enjoy both high
public revenues and low tax rates if it
be favored with a high tax base. Alfred
Marshall, renowned Edwardian econc-
mist, warned about the excessive mag-
netismofLondon, and, within Greater
London, of the richer suburbs.
Vancouver, B.C.isanotherexample of
Marshall's principle. Itissuch a mag-
net for Canadians that the Provincial
Government deliberately fosters devel-
opments elsewhere in the Province at
the expense of Vancouver. The whole
Province of Alberta is another such
magnsét, thanks to its monopoly of pe-
troleum in Canada, and its effective
system of raising Provincial revenues
therefrom. The State of Alaska is
anothermagnet, with the highest taxes
percapitaofany U.S. state. [ts magnet
is in the very direct formof an annual
“social dividend” of over $1,000 per
man, woman and child, in cash.

In 4l those cases, the “distortion”
caused by high public revenues is in

attracting mobile factors, not repelling
them. Itisanadvantage enjoyed bythe
major OECD nations, vis-a-vis those
less favored by nature, by virtue of
their occupying the best lands on the
planet. It seems rather mean of them
to deny to nations occupying less fa-
vored lands the only compensatory
measuresavailable,

Poorer nations may replicate the
magnetism given by natural advan:
tages, and attract mobile activities, in
two ways. One is by maintaining a
more efficient government: more ser-
vice at lower cost. Thisiswhat compe-
tition is supposed to achieve in the
private sector: why not in the public,
too?

The other way is by adopting a
magnetictax structure. There are taxes

and then there are taxes. The OECD
Report was written by people wearing

‘blindersthat keep theireyesand minds

fixated only on kinds of taxes that
penahze and repel mobile activities,
Let us liberate ourselves from that
fixation. There are taxes that do not
repel mobile factors, but positively at-
tract them. The OECD does not like
them. I will give you some examples.
B. Magnetic tax structures
The spectaculargrowth of Califor-
nia fromabout 1900 to 1976 wasinpart
the product of a magnetic tax struc-
ture. California’s natural advantages,

such asthey are, did not promote much-

growth during the latter 18th Century.
Eventually, though, growth-oriented
forces prevailed. Taxes (of a certain
kind) rose, and California provided su-
perior public services of many kinds:
water supply, schools and free public
umvemtles, health services, transpor-
tation, parks and recreation, and oth-
ers. It held down utility rates by
regulation, coupled with resisting the
temptation to overtax utilities to held
down property tax rates,

California had oil, but did not tax
it, and still doesn’t. Its wine industry
went virtually untaxed. There was

and is hardly any tax on its magnifi-

cent redwood timber. There was no
chargeforusing fallingwater for power,
or withdrawing water to irrigate its
deserts. Allthosewould havebeen good
ideas, but they are notwhat California
did. _

Its main tax source was another
kind of immobile resource: ordinary
real ostate. Ite tax valuers focused
their attention on the most immobile
part of that, the land, such that at one
point, 1920,1and value comprised 70%
of the “real estate” tax base. '

People and capital flooded in, for
they are mobile in response to opportu-
nities. California became the largest
state, and a major or the largest pro-
ducer of many things, from farm prod-
ucts up to the “tertiary” services of

_banking, finance and insurance. .
C. Was tax competition “harm- .

ful”?
IfCahformacompentmnwasharm
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ful to the world as a whole, we would
have to conclude by analogy that the
discovery of the new world was, too:
Columbus should have stayed at horme.
While it is politically correct teday to
stress the negative side of the migra-
tion of European people and capital to
the New World, ! doubt if many people,
onbalance, would preferaworld shrunk
to its eastern hemisphere. :
California became the largest pro-
ducerofcotton, forexample, displacing
a good deal of eastern cotton. The
damage to eastern producers wasoffset
by an equalgain to cotton buyers, with
anetgainfromhigherusage duetothe
lowerprice. Easterncottonlandswere
released for other uses, like reforesta-
tion of lands marginal for cotton.
California attracted eastern work-
ers, tending to draw up eastern wage
rates. The damage to eastern employ-
erawasoffset by an equal gain to their
workers, with large net gains from two
sources. One is a more equal distribu-
tion of wealth; the other is a drop in
welfare costs and social problems like
crime that would have ensued had the
“Okies,” forexample, had to remainin
the Dust Bowl instead of finding new
livesin California. Eventhe braceros,
the Hispanic “guest-workers” who toil
in the fields, send money home, reliev-
ing problemsin their homelands. What
is involved here, in spite of its well-
publicized abuses, is turning useless

. people into productive people.

As to capital, California offered a
higher return on that, too. There
emerged “the continental tilt of inter-
est rates,” higher in the west, to over-
come the frictions of space and draw
eastern capital to where it was more
welcome. Over time, buildings that
wore out in the east were replaced in
California. |

Did this in California seem ambi-.
tious in any way damaging to others?
It did tend to pull up interest ratesback
east, hurting borrowers. These losses,
however, were offset by equal gains to
gavers, with a net bonus from the rise
of saving caused by higher interest
rates. There are those who would

 continued onpage 9
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intuitively assume that the distribu-
tive effects are regressive, but that is
doubtful. In this case the truth is
counter-intuitive. Equity earnings in
stocks and real estate vary inversely
with interest rates. Equity values are
impacted even more, because higher
interest rates translate into higher
capitalization rates, which mean lower
Pleratiosand lowercapitalgains. This
istoo big an issue to settle here, but on
balance, in my opinion, a rise of inter-
estrates hasan equalizing effectonthe
distribution ofwealth.

The net effect of higher interest
rates is to move capital into higher
uses, asdirectorsimpose higher“hurdle
rates” on their managers. Hurdle
rates rose, not because there was less
capital overall, but more opportunities
to invest it productively.

Basically, California’sremarkable
20th Century growth extended the
American tradition of the western fron-
tier, in the spirit of Thomas Jefferson,
asa “safety-valve” for mobile resources
oppressed intheolder states. It limited
the power of the haves over the have-
nots, with net gains all around.

D. Recent changes,

In 1978, California took a giant
step backwards by enacting its “Propo-
sition 13,” capping property tax rates
atabout 1/3 of theirpreviouslevel. The
national ranking of its services begana
precipitous fall; so did its per capita
income. Struggling to maintain itself,
the State has raised sales and income
and business taxes to unprecedented
levels. These are taxes that “shoot
anything that moves,” and spare im-
mobile resources that don’s. The result
istherapid “Alabamization” of Califor-
nia, as we descend to join Alabama
with the worst school system in the
nation.

Today if we look for a new frontier
we find it in, of all places, one of the
original 13 colonies, New Hampshire,
with it$ poor soils, harsh climate, im-
passable mountains, and lack of natu-
ral urban confluences. What New
Hampshire has is the least repellent
tax struecture in the nation: it does not

taxincome, while 2/3 of allits state and
local revenues come from the property
tax. Richard Noyes and I have spelled
out the details in our chapter in The
LossesofNations, Fred Harrison (ed.),
1998,
IV. Is Competition Beneficial?
Amore efficient government would
offer superior public services without
highertaxes; or the same serviceswith
lower taxes. Ts this harmful? Those
who sanction competition to regulate
private enterprise to attract suppliers
and customers, and undercut monopo-
lies, should by the same reasoning also
endorse competition among govern-
ments to attract people and capital.
Such competition is a major line of
defense against the tyranny that a
monopoly government could exercise.
Everygovernment has somelatent
monopoly power by its nature - a mo-
nopoly of powerover certainlands. The
behavior of OPEC during the 1970s,

and thethreatposed by SaddamHussein |
 more recently, illustrate the point, bat

by no means exhaust it. Governments
try especially to attractindustries that
are clean, safe, and generative of fiscal
surpluses, Tertiary industries like
yours are what they cherish most.
Through OECD, they will fight to keep
them from migrating elsewhere.

The benefitsofintergovernmental
competition are exemplified in Euro-

pean history. The 16th Century, the

age ofnation-building, also saw a wors-
ening in the returns to the mobile
factor, labor. Before that, during the
anarchic Wars of the Roses, dozens of
petty tyrants competed to hold onto
their retainers and archers, making
the 14th and 15th Centuries a golden
age for English labor. Economic histo-
rians have shown that the material
living standardsoflaborin thisgolden
age were higher than in the 19th Cen-
tury, for all its technical progress. The
Church used its vast landholdings to

‘provide the welfare system of the pe-

riod. The Tudor monarchs then putan
end to suchwasteful competition among
tyrants. They let their favorites en-
close the commons, and replace people
with sheep. They let thousandsbe cast

loose to rocam as “sturdy beggars,” and
then whipped them back, bereft of bar-
gaining power, to serve their masters
on the masters’ terms. Thus was the
modern age born in agony, an agony
brought on by ending competition
among governments.

V. Should tax regimes be the same
everywhere?

Uniform taxation does not produce
uniform results, a phenomenon that
tax-economists acknowledge in their
theorizing as “The Ramsey Rule.”
Having nodded to it in theory, many of
them then pass over it in prescribing
actual tax policy - a strange ambiva-
lence that Twill not try to explain here,
but only deplore. They would improve
their policy prescriptions if they gave
more weight to the Ramsey Rule. In
some disfavored regions, or“lean terri-
tory,” at the edges of settlement, the
land generateslittle or no surplusabove
the opportunity cost of the mobile fac-
tors. Labor just makes wages; capital
just makes enough to pay interest.
TImpose a uniform Goods and Services
Tax, Pay AsYouEarn, or Value Added
Tax and it makes economic life non-
viable at these lean edges, because
there is no taxable surplus.

An example is “the bush” of South
Africa. South Africa imposed a VAT
with the very purpose of extracting
taxes from poor blacks in the bush.
The result was to sterilize the bush
economically, to scorch the earth and
drive its people away to squatin extra-
legal shacktowns like Soweto, near
Johannesburg, and The Crossroads
near Cape Town. Tt forced them to
survive doing business in gray mar-
ketson the streets and roadsides, turn-
ing also to drugs, prostitution, and
crime. What else were they to do?

A rich place Like, say, Vancouver
might impose a VAT and survive, but
it is not clear that it should, even so.
Hong Kong is the sparkling paragon of
a rich territory that embraced mag-
netic tax pelicies. Asa Crown colony,
it redoubled its natural magnetism by
shunning repellent taxesof'most kinds.

continued on page 10
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Its publiccoffersoverflowed, nonethe-
less, because the Crown owned all the
land there, and did a tolerable job - not

excellent, but better-than-average - of

collecting much of the rent for public
purposes. With a land area about the
same as the Cayman Islands, it be-
came a world center of both secondary
and tertiary industry, with a large
population, and a high per capita in-
come by world standards. Those who
have eyes to see, let them see.

Nations notowning theirownland
can replicate the Hong Kong effect
simply by emulating Californiza of yes-
terday, and New Hampshire of today,
basing most of theirtaxeson the immo-
bile factor, real property.

V1. Choices for OECD nations

If OECD nations are concerned
about tax competition, they have at
least three choices.

A. They could impose exchange
controls to prevent capital export, as
attempted by various authoritarian
states before World War I1, and some
less authoritarian welfare states after-

wards. Thisapproach haditsday,and

is now a proven failure, although that
is not stopping several desperate fail-
ing Asian nations now from giving it
another whirl

B. They can try muscling small
nationsintocopying, and helping them
enforce, their own repressive tax sys-
tems. Thismeansand requiresextend-
ing their sovereignty worldwide, as
envisioned in the OECD Report we are
discussing. It is in the spirit of the
times, in this age of world cartels,
MNCs, the International Telecommu-
nications Union, world radio and TV
networks, the IMF, the World Bank,
the WTO, the MAT, the Trilateral Com-
mission, Interpol, the world war on
drugs, the U.S. as world policeman,
etc. It is something like the. Holy
Alliance that undertook to police each
aberrant nation of post-Napocleonic
Europe, only more ambitious: its turf
is the whole world, with no exceptions
or refuges, not even this speck of coral
- amid a great Sea. Any independent
force threatensthe whole structure, so
it demands nothing short of worldwide

domination: a megalomaniac goal, in-
deed. _ .

C. They could reform their own
domestic tax systems along the lines
demonstrated by Californiabefore 1978,
by Hong Kong before 1997, and by New
Hampshire today. They could lead us
to-a world of benign fax competition.
They are not headed this way today,
obviously, but if the little Cayman
Islands can face them down, they will
have no other choice. Freedom any-
where foils tyranny everywhere. Tax
tyranny must seal every leak, or it
collapses.

VII. Tax inteBigence

A cognate concern of the CECD is
extending the sovereign powers of its
members to pry into private dealingsin
other nations. The French verb
percevoir has two meanings: one, of
course, is “to perceive”; the otheris“to
tax.” How very perceptive of the French
to see that connection. To tax it you

‘must first see it and understand it.

Income-tax agents are necessarily in-
satiable voyeurs. They are frustrated
and offended by privacy provisions in
othernationsand, as the OECD Report
makesclear, theybelieve they have the
moral authority to pierce those veils,
and to invoke political force for the
purpose.

Mustit beso? Istaxationalwaysat
war with personal privacy and na-
tional sovereignty? Fortunately, no.
The OECD Report makes the unfortu-
nate tacit premise that all taxes must
orshould beon a personal (orcorporate)
basis: what the lawyers call in
personam. Someother taxes, however,
arelevied on a thing, orin rem. Import
duties, for example, are levied on the
gimple actof bringing in dutiablegoods,
regardlessof who doesit, orwhere they
come from (although sometimesthisis
considered). No deep inquisition is
required into all the personal affairs of
the importer. They are enforceable
gimply by refusing admission untii the
duty is paid or, in extreme cases, seiz-
ing the goods. Only in criminal cases
are persons as such penalized orjailed.

There are upper limits on feasible
tariff rates. Many national borders,
unlike those here, are long and pen-
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etrable. Many nations are lowering or
avoiding import dutiesin the interests
of freer world trade, the strong trend of
the times. Many groups, as here, are
rebelling against high domestic con-
sumer prices. The weight of opinion is
thai import duties, and all such con-
sumer taxes, are regressive, and so-
cially undesirable.

A purer case of in rem tagation is
the tax on real estate. Such taxes are
a lien on the land, not the person who
owans it. Sovereignty over land is un-
ambiguous, It is either ingide or out-
side the taxing jurisdiction, regardless
of who owns it, or where he or she
resides, or what other assets he or she
may own, or other income he or she
may receive, here or elsewhere. No
international tax treatiesare neededin
order for a nation or smaller jurisdic-
tion to tax its own land. No informa-
tion need be demanded of any other
nation or its institutions.

Adam Smith wrote in 1776 that if
you tax stock (movable capital) it will
be concealed orremoved. Worse, some
forms of capital are more concealable
and removable than others, so a tax is
necessarily nonuniform. Knowing the
quantity of mobile capital requires a
deep inquisition “as no people could
support” (Wealth of Nationg, p. 800).
Capital is never uniformly taxed, and
never can be, even within one nation.
Intoday’sworld economy, with instant
electronicencrypted international fund
transfers, the ability to avoid and evade
taxes on mobile capital has outrun
even Smith’s keen insights. ‘

- QECD'sresponseistocaliformore
enforcement, and to scapegoat small
tax havens. To enforce an income tax
today calls for nothing less than a
worldwide intelligence network with
vast powers of search and seizure.

It alsocalls for worldwide thought-
control to give it moral authority and
general support. The end of this
thought-control is to criminalize in-
come. Since that is too absurd to
proclaim in so many words, the OECD
nations have added a step: it is not
criminal to earnincome, butitiscrimi-
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nal to do so and then fail to admit it.
People’s minds have been conditioned
* toaccept tarring that as “cheating,” as
. thoughit wereakind of morallapse. It
is roughly parallel with Kenneth
Starr'sapproach to President Clinton:
what you did was not criminal, nor
* public buginess; but failing to report it
' wasboth, and impeachable. The OECD
~ Reportisthelatest moveinalongtime
thought-control campaign to univer-
salize that attitude toward earning
income. Considering that one earns
income mainly by producing goodsand
services, that mindsetis stiflingly coun-
terproductive.
We have come a long way since
Adam Smith gave people credit fornot

supporting deep inquilsitions into their .

affairs. How he would boggle at the
inquisitions “supported” or tolerated
today. However, now it has become
clear that income taxation cannot en-
dure without a worldwide intelligence
network: a worldwide inquisition by
the revenue agents of every nation into
the records of everyothernation. Here,
1 submit, is where to draw the line.
Here is where a determined small na-
tion, jealous and precious of its sover-
eignty, can defy, puncture and collapse
a p_l_li:;fed-up world tyranny. 1t's been
.{done; ‘_\bEfOI'e[ .

(Editor’s note: Dr. Mason Gaffney
is Professor of Economics at U.Cal.-
Riverside. He is the author of dozens
of scholarly papers. He is also the
editor of several books whichare avail-
able from the Schalkenbach Founda-
tion.
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