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Introduction

Economic activities cross national borders, whereas the power to tax is bound
to the nation state. In order to deal with the two problems for income
taxation resulting from this incongruity - potentially overlapping national
claims to tax that cause double taxation and increased possibilities of tax eva-
sion and avoidance (double non-taxation) — countries engage in international
cooperation.

The governance of international taxation has mostly been the subject of
rather technical discourses by tax lawyers and a few economists. It has gone
largely unnoticed by most students of international political economy. The
political and economic determinants of international cooperation in this area
have received little or no attention. This lack of research is surprising because
every political scientist would agree that taxation is inherently important
(see, for example, Strange 1994, 87). Taxes are the most direct link between
the private and public economy, between market and state. Thus, they are at
the heart of the field of political economy. Given that changes in the relation
of market and state caused by economic globalization are the major theme
of contemporary research, it is a serious shortcoming of the literature not to
have investigated international tax cooperation. The present study is a first
effort at closing this gap.

International tax governance consists of several elements on the unilateral,
bilateral and multilateral levels interacting with each other. States started to
conclude bilateral double tax agreements (DTAs) at the beginning of the twen-
tieth century to avoid double taxation. Today almost all tax treaties are based
on a non-binding multilateral model convention developed and regularly
updated by the Organization for Economic Cooperation and Development
(OECD), the central organization of the international tax regime. This estab-
lished institutional infrastructure has recently become the locus of efforts to
establish international cooperation against harmful tax competition. In addi-
tion, states have their own unilateral rules for the taxation of international
income. The main purpose of this book is to make sense of the gover-
nance structure of international taxation from the disciplinary perspective
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of international political economy. The institutional choice, development
and transformation over time of international income taxation are analysed
and explained in this study.!

My central argument is the following: double tax avoidance — historically
states’ only concern - is a coordination game with a distributive conflict. A
bilateral approach, supported by an international organization disseminat-
ing information and shared practices that all have an interest to follow, can
best accommodate countries’ concern for the distribution of tax revenues and
other economic benefits connected to the tax base. The institutions needed
to deal with this problem do not have to be equipped with enforcement
capabilities. The nature of the problem is such that it can be handled in
a ‘sovereignty-preserving’ fashion. As the economy becomes more global,
this setup enables the related phenomena of tax evasion, avoidance and
competition.? These issues exhibit the institutionally more demanding strate-
gic structure of an asymmetric prisoner’s dilemma. The cooperative solution
of the fundamentally transformed tax game ultimately requires the estab-
lishment of multilateral institutions, which are able to effectively enforce
rules upon countries. But, precisely because of the dilemma structure, the
establishment of cooperation is very difficult. In addition, the institutions
of double tax avoidance, due to their nature as solutions to a coordination
problem, exhibit characteristics of path-dependence. While the change in
the functional requirements of tax cooperation leads to various institutional
reforms, the pre-existing setup of double tax avoidance constrains and shapes
the responses to the problem of double non-taxation. This is evidenced by
the fact that reform only proceeds in an indirect and incremental fashion.

By developing this argument the book makes four contributions. First, [ aim
for an explanation of the institutional design of the global regime of direct
taxation. As shown below, the particular design of the regime is in need of
an explanation for several reasons. Using established tools of rational choice
institutionalism (see, for example, Lake and Powell 1999; Koremenos et al.
2001), I provide such an explanation by reconstructing actors’ preferences,
prevailing concerns at different times and the resultant interest constella-
tions. I argue that the strategic structure of the ‘international tax game’ can
explain institutional design.

While the purpose of this exercise is primarily empirical — the desire to
understand institutional choices in international tax policy - it also con-
tributes to theories of international institutions. Given the extensive body
of scholarship on international institutions, it is quite surprising that very
few contributions deal explicitly with bilateralism. Almost all studies focus
on regimes that are organized multilaterally. This lack of research is a
serious shortcoming, because empirically, there is a lot of bilateralism in
international relations. The United Nations treaty database, for example,
has collected 5130 bilateral treaties adopted from 1990 to 1999; in the
same period, 351 multilateral treaties were signed (United Nations 2003b).

2 The Political Economy of International Tax Governance
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These numbers indicate that bilateralism is an important feature of interna-
tional cooperation.? By narrowing down its focus to multilateral cooperation,
an important part of international life is simply disregarded. But research is
not only narrowed down to multilateral cooperation: it is also blind to the
choice between bilateralism and multilateralism. What are the advantages
or disadvantages of bilateral compared to multilateral cooperation? Existing
theories of international institutions do not investigate this question. One
reason for this may be that the focus on multilateralism is only implicit in
most studies. Because of this, the alternative to multilateral cooperation,
that is, bilateralism, cannot be put in perspective and does not receive any
attention.*

This leads to an incomplete understanding of cooperation, including mul-
tilateralism. As is also the case in international taxation, institutions often
exhibit a mix of both bilateral and multilateral elements, which interact
in systematic ways. A straightforward classification of a regime as bilateral
or multilateral is not always possible. However, an analyst who implicitly
assumes a multilateral form will necessarily be blind to these aspects of
institutional design. I contend, therefore, that if we are to gain an appro-
priate understanding of international institutions, it is necessary to develop
theory-driven accounts of the choice of bilateralism and multilateralism and
the ways in which these forms can interact. It is necessary to investigate
the relative benefits and costs of both multilateral and bilateral coopera-
tion to get leverage to explain the (co-)existence and variations of these
institutional forms. Not only ‘multilateralism matters’ (Ruggie 1993b); bilat-
eralism and multilateralism also matter. My explanation of institutional
choice in international taxation addresses these issues directly. Since it is
cast in sufficiently general terms, it should prove useful for future theory
development on the choice between, and the coexistence of, bilateralism and
multilateralism.

However — and this leads me to the second objective — I do not stop at
considering institutional choice but also consider institutional development
over time. The account based on interests and structure is supplemented by
a perspective on history and timing (see, for example, Pierson 2004). Can an
institution be reformed? Or are there rigidities that make reform difficult?
Which bypasses to reform might actors take? These kinds of questions are
the topics explored under the rubric of so-called ‘historical’ or ‘new’ insti-
tutionalism (March and Olsen 1989; Thelen 1999), which has mostly been
used in domestic and comparative political science. However, such issues of
institutional development have not received sufficient attention in research
on international institutions (Simmons and Martin 2002, 203; Zirn et al.
2007; but see March and Olsen 1998). Thus, by considering the development
of international tax governance and referring to some of the mechanisms
employed in the literature of domestic and comparative politics, I hope to
demonstrate that such an extension is worthwhile.
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By considering institutional development over time, I not only make a
theoretical contribution to research on international governance but also
propose an alternative perspective on the issue of tax competition. In the
rapidly expanding literature on this topic, tax competition is seen as a natural
corollary of economic globalization that is not itself in need of an explana-
tion. It is assumed to be an exogenously given force. The focus is solely on
the effects of tax competition for domestic tax policies; for example, in how
far it leads to a ‘race to the bottom’ or not (Edwards and Keen 1996; Frey
and Eichenberger 1996; Schwarz 2007). Political scientists have extended
this analysis by focusing on domestic institutional factors that affect govern-
ments’ responses (Hallerberg and Basinger 1998; Garrett and Mitchell 2001;
Konig 2005; Ganghof 2006a).

These contributions generally do not consider the extent to which tax
competition is caused by the institutions to avoid double taxation. As I
demonstrate, international double tax avoidance is set up in a particular
way that helps to create tax evasion, avoidance and ultimately tax competi-
tion. However, due to certain institutional rigidities worked out in Chapter 8,
the existing institutions of double tax avoidance shape and constrain the
responses to the emerging problem of tax competition. To a considerable
extent, tax competition is endogenous to the institutional setup of double
tax avoidance. Thus, I present the story of a regime that has the seeds of its
own undermining planted within itself.

The third contribution is empirical. I present an accessible overview of a
field that is usually occupied by specialists writing in rather technical lan-
guage. The book is an improvement on the few existing contributions in
that it presents a political history of the international tax regime focusing
on actors’ preferences, the prevailing concerns at different times and the
resultant interest constellations. This qualitative historic narrative is supple-
mented by quantitative material on the network of bilateral tax treaties that
I'have compiled. The resultant tax treaty database (TTD, see Appendix) forms
the basis for various descriptive statistics used throughout the book. Using
the tools of network analysis, I explore the influence of some relevant politi-
cal and economic variables — for example, the influence of a nation’s wealth
and investment position — on the network’s structure and development. The
book thus presents empirical material that has not been available in this form
before.

By doing so, it opens up a new field of empirical research for political
scientists and political economists who have in the past hardly paid any
attention to issues of international taxation. The few existing contributions
focus exclusively on the European Union (Puchala 1984; Genschel 2002).
Of these books with a focus on Europe, Radaelli (1997) has one chapter
on global taxation that touches quite generally on a few aspects of the
regime. The one book that has presented an account of global tax cooper-
ation (Picciotto 1992) does not take an explicit international relations (IR)
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perspective, as the present study does. In turn, the IR perspective could
prove interesting for international tax scholars, who are mostly lawyers or
economists.

The fourth purpose is to investigate the role of tax sovereignty in an era
of globalization. One reason why international cooperation in tax policy
has hardly received any attention in international political economy may
be a strongly held but rarely investigated presumption. The ‘folk wisdom’ in
the discipline holds that cooperation is largely absent in taxation, because
the power to tax is one — if not the — central attribute of sovereignty. It is
often taken for granted that international cooperation in tax matters must
be difficult to establish and is virtually absent because states cling to their
sovereignty in this field. The little cooperation that exists is regarded as
so rudimentary that it does not warrant interest. This is also, according to
the cursory perception of the discipline, the reason why cooperation in tax
matters takes the form of bilateral tax treaties instead of a ‘solid’ multilat-
eral agreement (Abbott and Snidal 2000, 441). However, analysts very often
merely assume governments’ concern for sovereignty and do not subject the
issue to a closer investigation.

By distinguishing between different dimensions of sovereignty, I show that
even in taxation governments react to the pressures of economic globaliza-
tion. In the face of growing tax evasion, avoidance and tax competition, they
are increasingly willing to share — albeit only grudgingly — their administrative
sovereignty, understood as the authority to enforce tax laws, that is, to collect
taxes, in order to regain de facto control over their tax policies. They increas-
ingly engage in administrative cooperation and information exchange with
other governments. On the other hand, they are hardly willing to delegate
or pool their legislative sovereignty, the authority to make tax policy, that is, to
design tax laws. For example, they have repeatedly shunned all proposals to
introduce unitary taxation with formula apportionment. However, as [ argue
in Chapters 8 and 9, only if governments will in the future be willing to share
their legislative sovereignty will they be able to regain effective control over
the national and international tax system.

The book is structured in three parts. Part I gives an overview of the
issues. First, I develop the research questions and present the research design
(Chapter 2). After that, I develop a simple baseline model of cooperation
in direct taxation on the basis of existing theoretical contributions: I show
that ‘single taxation’ would be the globally optimal policy and then investi-
gate the collective action problems inherent in reaching this outcome. The
strategic structure of double taxation is that of a coordination game with a dis-
tributive conflict, whereas the problem of double non-taxation is represented
by an asymmetric prisoner’s dilemma. This model is supplemented by theo-
retical considerations on the effects of institutional development over time.
On the basis of these considerations, I derive hypotheses on the institutional
design and the expected reform path of global tax governance (Chapter 3).
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In Part II, I present the empirical record of international taxation. After
a brief discussion of the fundamental problems and major theoretical con-
cepts of international taxation, I describe the general setup of tax cooperation
and give an overview of international tax rules. The rules of international
taxation operate on the unilateral (domestic), bilateral (tax treaties) and mul-
tilateral (model conventions) levels. Tax governance is based on the principle
of non-interference with national tax systems. It consists of the regulation of
interfaces of different tax systems (Chapter 4).

I then trace the development of the regime over time, beginning with the
history of the avoidance of double taxation. In the 1920s and 1930s, the basic
principles of double tax avoidance were developed by the League of Nations
and the practice of concluding bilateral treaties originated in continental
Europe. While the League’s work became very influential and enduring in
the history of international tax policy, the practical relevance at the time
was low. This changed after the Second World War as the OECD took over
the position of the League of Nations. By the early 1960s, the institutions
of double tax avoidance were firmly in place. The key mechanism can be
described as bilateralism on the basis of multilateralism. As the main mul-
tilateral forum, the OECD disseminates ‘soft law’ in the form of a model
convention and other policy advice. On the basis of this, governments con-
clude bilateral tax treaties. Along with the process of liberalization of trade
and investment since the 1960s and in particular during the 1980s, the bilat-
eral tax treaty network grew rapidly — and continues to grow today - so
that the institutions of double tax avoidance have become firmly entrenched
(Chapter 95).

In Chapter 6, I turn to the history of the fight against double non-taxation.
From the 1920s to the early 1960s, under-taxation received very little atten-
tion from policymakers. However, since the mid-1960s — as a byproduct of
trade and investment liberalization — the problem of double non-taxation has
arisen in addition to that of double taxation. As a reaction, there have been
efforts aimed at incremental reform of international tax governance, which
are driven by the desire to fight international tax avoidance and evasion. At
first, anti-avoidance policies are implemented on the unilateral (domestic)
level. Nevertheless, as will be shown, they have international ramifications
because they represent an implicit challenge to the traditional concepts of tax
cooperation. However, governments take great care not to make this explicit.
Instead, anti-avoidance policies are reinterpreted to bring them into line with
the traditional institutional setup. Since the mid-1990s, double non-taxation
has become governments’ prevalent concern. The OECD launched a multi-
lateral attack on tax evasion and avoidance (OECD 1998a). The OECD project
was a break with established traditions of international tax governance in that
it attempted to intervene in countries’ national tax sovereignty and tried to
create ‘hard law’. Ultimately, however, the project was curtailed and the tra-
ditional approach continues. As will be argued, this and other developments

6 The Political Economy of International Tax Governance
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can be interpreted as attempts to construct a multilateral support structure
for the established framework of international tax governance.

In Part III, I return to my baseline model, refining it on the basis of the
empirical material and thereby constructing an explanation for the institu-
tional design and trajectory of international tax governance. By means of
a regression analysis, I show that the distributive conflict between residence
and source countries, which is determined by the asymmetry of dyadic invest-
ment flows between countries, can be accommodated by bilateral bargaining.
Since there is no enforcement problem in the avoidance of over-taxation,
there is no need to come to a multilateral agreement. Nevertheless, the non-
binding model convention can help to economize on transaction costs of
bilateral bargains by providing a constructed focal point. The strategic struc-
ture of a coordination game can also explain why the institutions of double
tax avoidance do not have to be equipped with third party enforcement capa-
bilities. The Mutual Agreement Procedure (MAP), a diplomatic procedure that
can be invoked in cases of treaty disputes, is better understood as a device to
deal with problems of incomplete contracting (Chapter 7).

In Chapter 8 I construct an explanation for the institutional trajectory
of the tax regime. The switch to more hierarchical modes of governance,
which is necessary to tackle the problem of double non-taxation effectively,
is difficult to achieve because the institutions of double tax avoidance develop
in a path-dependent fashion. I reconstruct the mechanisms of institutional
reinforcement and those of institutional undermining and argue that the
timing and interaction of these two processes can explain why the reform of
international tax governance takes place in an incremental fashion. Finally,
Chapter 9 concludes and contains speculations on the future development
of international tax governance.

Since this book aims at a diverse audience, different readers may wish
to skip certain parts of the text. Political Scientists familiar with rationalist
institutional design and historical institutionalism can skip some parts of
Chapter 2. Lawyers familiar with the rules of double tax avoidance may not
have to read all of Chapter 4.
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