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Abstract

The paper examines how transaction cost approaches (as developed by North and Williamson) can inform international tax law and policy discussions.  The international tax regime evolved institutions and institutional arrangements to address transaction costs such as the risk that two countries might doubly tax the same cross-border business profits.  It mainly sought to reduce this risk by serving as a ‘commitment projector’ that enables governments to make credible political promises to taxpayers, other members of the public and other governments that they will not overtax these cross-border profits.  As a result of these political commitments, taxpayers do not need to incur transaction costs they would otherwise have to sustain to identify and protect their global tax liabilities. In other areas, however, the international tax regime does not facilitate credible commitments.  First, the international tax regime does not promote credible political promises to effectively address the growing policy concern of undertaxation whereby, as a result of tax planning, cross-border profits are frequently never taxed by countries with high tax rates.  Second, because the international tax regime is not constituted by any binding supranational institutions, governments are afforded opportunities for unilateralism (such as the 2010 U.S. proposal to create a global tax reporting system via the Foreign Account Tax Compliance Act) that subverts credible commitments and raises transaction costs for economic participants.
I.
Introduction


From a transaction cost perspective, institutions within the private sector generally work to reduce transaction costs and hence to promote greater efficiencies and long term economic growth (Dixit 1996: 58-59).  In contrast, public sector activities, where there are no competitive markets for most goods and services supplied by the government, “are far more prone to inefficiency” (North 1990: 362).  As a result, “high transaction cost issues gravitate to the polity” (North 1990: 372).  Depending on the context, public bureaucracies can either reduce or increase transaction costs for relevant economic actors, promoting or discouraging efficiencies.  This paper examines how the international tax regime (ITR) “evolves mechanisms to cope with the variety of transaction costs that it must face” (Dixit 1996: xv), and shows how it has an uneven record with respect to reducing transaction costs for taxpayers and others.  

 As will be discussed, the modern ITR emerged as a response to the need to reduce the risk that cross-border income taxation would inhibit cross-border trade and investment.  The ITR mainly sought to achieve this objective by serving as a ‘commitment projector’ where governments offer reasonably-reliable promises to affected taxpayers, members of the general public and other governments they will resolve disputes over competing claims on a taxpayer’s property (i.e., governments promise they will not ‘overtax’ the same cross-border business profits).  Credible contracting is important to promote a workable system whereby the participants can trust in promises exchanged among themselves (Williamson 1983: 519; North and Weingast 1989: 803-804; Dixit 1996: 62-80).

The institutions (i.e., formal and informal rules) and institutional arrangements (i.e., organizations) of the ITR permit credible commitments to be exchanged so that taxpayers can reduce transaction costs that would otherwise need to be incurred to guard against the risk of overtaxation.  Brem and Tucha (2007:141), for instance, note that the ITR’s recent development of a dispute resolution process called an Advance Pricing Arrangement reduces transaction costs and represents an efficiency-enhancing move because it reduces the costs that taxpayers would otherwise need to incur to identify and protect their tax liabilities.  As a result, Brem and Tucha tentatively conclude “in the long run, state activity such as [international] taxation finds its transaction cost-efficient governance structure” (Id.).  

The paper is organized as follows.  Part II discusses how transaction cost economics (as developed by Williamson (1999)) and transaction cost politics (as developed by North (1990)) could inform and provide insight into ongoing international tax law and policy debates.  The Part focuses on the informal and formal rules of the ITR as well as the main international organization that oversees these rules (the Organization for Economic Cooperation and Development or OECD), and how these rules and this organization (as well as its predecessor organizations) were designed to project political commitments to reduce (primarily firm) transaction costs by promising to resolve cross-border tax disputes surrounding overtaxation.  This political commitment was particularly important in light of features of the ITR that make government-government and government-taxpayer contracting difficult, including varied national preferences with respect to complex international tax rules, and incomplete and asymmetric information about the ex ante measurement of taxpayer income and ex post enforcement of tax laws.

The next two Parts explore the limits of the ITR as a commitment projector.  Part III discusses how the ITR is ill-equipped to address the policy concern of undertaxation where, as a result of tax planning, cross-border income is frequently never taxed by any high tax country.  To counter this development, the ITR increasingly promotes complex anti-avoidance rules and high taxpayer transaction costs, hence reducing efficiency as firms devote more resources toward compliance to guard against the risk of overtaxation.  These higher costs are nevertheless acceptable to multinational firms because they take advantage of the ITR features identified in the previous Part to reduce their global tax liabilities in high tax countries, which more than offsets any increase in transaction costs.  In other words, these firms (rationally) embrace and benefit from an environment that encourages high transaction costs.  For these reasons, governments generally do not provide credible commitments to voters and other governments that they will effectively address the problem of undertaxation.
Part IV discusses an emerging challenge to the ITR through a 2010 anti-tax evasion initiative by the U.S. government (commonly referred to as the Foreign Account Tax Compliance Act or FATCA) that forces foreign financial institutions to provide tax information concerning U.S. expatriates to the Internal Revenue Service (IRS).  The fact that this new global tax reporting system was introduced outside of traditional ITR institutions and institutional arrangements will likely lead to higher transaction costs as taxpayers dispute tax claims by the U.S. government and non-U.S. financial institutions devote enhanced resources toward complying with the new legal regime.  In addition, while the United States may reap short-term benefits (to the extent the new measures bring in tax revenues that exceed enforcement costs), it may suffer longer term reputation costs that reduce the credibility of its international tax commitments.  

A final Part concludes that the ITR, depending on the context, may lower or raise transaction costs (hence promoting or inhibiting long term economic growth) in contrast to the view by Brem and Tucha that the ITR is tending to move toward a transaction-cost efficient governance mode.  
II.
The International Tax Regime as a Commitment Projector

This Part discusses how, given the political reality that governments wish to pursue distinct socio-economic agendas through their different national tax systems, the modern international tax regime (ITR) arose to permit governments to provide reasonably-reliable promises they will resolve cross-border disputes surrounding the overtaxation of taxpayers.  This commitment reduces taxpayer transaction costs associated with discerning and protecting the price of a given cross-border exchange. 


The section begins by overviewing transaction cost approaches followed by a discussion of the institutional environment and institutional arrangements (while emphasizing how the play of the game is influenced by the OECD) that constitute the ITR.  A final section summarizes how this institutional environment and arrangement facilitates credible commitments and reduces transaction costs. 

A.
Overview of Transaction Costs Approaches to Public Policy Issues

While international tax law researchers have developed diverse methodological approaches and analytical tools in their efforts to assess cross-border tax matters,
 they have yet to deploy transaction cost analysis in any comprehensive fashion. Prior to reviewing the relevant rules and play of the game, it may hence be helpful to provide background with respect to transaction cost perspectives on public policy issues.

As explained by Coase, transaction costs are the costs associated with discerning a price on a given exchange; these costs include costs of negotiating the exchange, preparing the necessary contracts and creating arrangements to resolve disputes (Coase 1960).
  In perhaps his most important insight for legal academics, Coase asserted that these costs are heavily influenced by (formal) legal rules—this results from the fact that an exchange really involves an exchange of rights to perform certain actions (and not merely the trade in particular goods and services) and these rights are largely delineated by law (Id. at 15-16, 43-44).  These insights have been directed at a number of areas of legal scholarship including anti-trust laws, property laws, contract laws, and the ongoing debate surrounding the efficiency of the common law versus civil law[cites].  The goal of this paper is to explore, in a general fashion, how insights drawn from transaction cost perspectives can help us understand the potential and limits of international tax laws, policies and practices.  

International taxation matters appear particularly amenable to transaction cost analysis.  Every taxpayer has a legal entitlement, akin to property ownership, to only hand over a portion of the returns earned on their property (income, dividends, royalties, rents and so on) when it is taxed in accordance with the domestic tax laws of their home countries.  They incur expenses to identify and protect the appropriate price (i.e., after-tax return) on a given cross-border transaction (exchange arrangement).  Hence, the costs that taxpayers incur in association with identifying and defending this legal property claim can be understood as Cosean transaction costs.  Tax laws and policies in particular permit taxpayers to gauge how tax will influence the return on a given cross-border trade or investment.  In addition to the burden of taxation (that reduces these returns), taxpayers must identify and defend this tax liability against the risk of overtaxation, the risk of government rule change (which may have a retroactive effect), the risk that government tax re-assessment may harm the reputation of the company (and hence reduce the value of its intangible asset of goodwill), and so on.

Thus transaction costs in this area offer a similar but more expansive concept when compared to tax literature’s traditional focus on firm compliance costs.  For instance, Brem and Tucha (2007: 131) note that transactions costs include costs associated with transfer pricing reassessments by foreign tax authorities where they levy additional taxes and there is no corresponding adjustment (i.e, a reduction) by another tax authority.  The outcome will be that the same cross-border income derived from one transaction is taxed twice by two national tax authorities. As discussed below, it was this risk of international double taxation that, more than anything else, led to the formation of the modern ITR.


Building on insights from Coase and others, transaction costs economics maintains that, while the concept of governance choice has been traditionally deployed with respect to private sector transactions, it can also be used to assist with respect to public policy design (Williamson 1999).  Under this view, government actors (as part of a government bureaucracy labeled ‘Bureaucracy’) develop, administer and enforce rules as well as the play of the game with respect to public policy initiatives.  Transaction cost economics asks how exchange problems—transactions—can be coordinated via different governance modes (e.g., no regulation, hybrid contracting or regulation via a government bureaucracy): “[a]lways and everywhere, transaction cost economics compares feasible alternative modes of organization with reference to an economizing criterion” (Williamson 1999: 311).
  The choice of governance mode hinges on factors such as firm incentives, administrative control, enforcement and safeguarding against hazards.  

Williamson notes several differences between transaction costs economics and transaction cost politics (as developed by North 1990), including the fact that the former focuses on the ‘remediableness criterion’ that holds that an existing mode of organization for which no superior feasible alternative can be described and implemented with net gains is presumed to be efficient (Williamson 1999: 309).   In contrast, transaction cost politics examines how closely real political markets approximate a zero transaction cost result (see also the discussion in Part III.C).


North (1990: 366) suggests transaction cost approaches to politics can provide insight into optimal rule design and implementation along with the hope that better rules and enforcement will enhance collective welfare: “It does so because the level of transaction costs is a function of the institutions (and technology) employed.  And not only do institutions define the incentive structure at a moment of time; their evolution shapes the long run path of political/economic change.”  This concern is consistent with much of the international tax literature that scrutinizes how reductions in tax barriers, including reduced taxpayer compliance costs and reduced tax authority enforcement costs, can promote enhanced cross-border trade and investment that increases overall economic growth (see the discussion in Part II.B).

Similarly, Brem and Tucha (2007) deploy transaction costs economics analysis to scrutinize how one particular international dispute resolution mechanism—Advanced Pricing Arrangements—helps to reduce tax disputes (and hence transaction costs).  They maintain that a public bureaucracy generally represents the most cost-efficient governance structure for taxation for reasons that include probity and neutrality of tax administration (Brem and Tucha 2007: 127-128; Williamson 1999: 339).  Advance Pricing Agreements, in their view, represent a shift away from adversarial Bureaucracy to a cooperative hybrid model whereby tax authorities and taxpayers negotiate ex ante how tax liabilities will be measured (Id. at 131).  
B.
Historical Context: Relieving International Double Taxation

This section provides a brief discussion of the history and development of the ITR.  Following Williamson (2000: 596-600), norms, ideologies and culture serve as ‘sticky’ premises upon which rules are later implemented and enforced: transaction cost perspectives recognize that institutions evolve in response to changing contexts, and that institutional roots help shape this evolution.  North has similarly claimed that formal rules generally make up a small part of the sum of constraints that shape choices while “the governing structure is overwhelmingly defined by codes of conduct, norms of behavior and conventions” (North 1990: 36).  

The roots of the modern ITR are often traced to developments surrounding continental European bilateral tax treaties of the late 19th Century (Skaar 1991; Friedlander and Wilkie 2006).  These treaties were the first detailed written agreements between governments that provided for rules to govern the income tax treatment of cross-border business activities.  After World War I, the League of Nations was formed to encourage global economic development in part to thwart the nationalistic impulses of nations that had led to a devastating global war: the mandate of the League expressly linked international security issues to the promotion of economic development (Schwabach and Cockfield 2002: 612-613).  The legal institutions developed by the League, including its nascent tax institutions, were heavily influenced by the political philosophy of liberalism and the view that free markets and free peoples were inextricably linked (Id.).
 As economic activities expanded across borders, it was becoming increasingly clear that the phenomenon of international double taxation (explored below) was serving as a barrier to cross-border trade and investment. According to Carol, “After World War I when governments were in dire need of revenue to rebuild their economies, they began to try to tax the earnings of the visiting businessman and the profits of the foreign company on goods sold through him. Canada even tried to tax a United States firm on profits from advertising its wares and receiving mail orders from customers in its territory.” 
  

As a result, the League commissioned a report by four tax economists to see whether the existing tax treaty framework could be improved to reduce tax as a barrier to these cross-border activities.  In their 1923 report, this famed ‘group of four’ tax economists (Professors Bruins, Enaudi, Seligman and Sir Josiah Stamp) laid the conceptual foundation for analyzing international tax matters that persists to this day (League of Nations 1923).  Within this report we see a pre-occupation with efficiency concerns, namely the need to devise rules to promote global welfare by limiting the risk of international double taxation.  A Technical Committee of the League subsequently agreed with the core analysis of the report, but also noted the importance of following rules that were politically-acceptable to governments such as those found within the continental European tax treaties (League of Nations 1925).  The modern ITR arose where European and non-European countries began to cultivate a network of bilateral tax treaties that were based on the 1933 model treaty promulgated by the League of Nations, which in turn was heavily influenced by the two reports it had commissioned.

Thus, to promote peace and prosperity the initial purpose of the ITR was to provide rules of the game to avoid international double taxation that occurs when two governments deploy their laws to tax one source of profits generate through cross-border activities.  The view that the original purpose of the ITR was to inhibit international double taxation is largely uncontroversial and follows the conventional story told by international tax observers (Skaar 1991; Friedlander and Wilkie 2006).
  As discussed throughout this paper, the ITR can be understood as institutional arrangements and environments that provide signals to relevant actors, mainly multinational businesses, that international double taxation and other conflicts will be resolved.  Through this signaling or commitment projecting, the ITR strives to reduce taxpayer transaction costs associated with identifying and defending legal claims against overtaxation.

The following example sets out the ‘problem’ of international double taxation.  Assume Corp A is a resident of Country A, and Corp A generates $100 in active business income through sales in Country B.  Country’s A tax laws force Corp A to pay income tax on its world-wide earnings (the so-called residence-based method).  Country B also has tax laws that mandate any non-resident carrying on business within its borders must pay income tax.  Assuming both countries impose a corporate income tax at a rate of 50% then Corp A would owe $100 and the firm is subject to a marginal tax rate of 100%, essentially frustrating any attempt at cross-border business.  To the extent the rates are reduced to less than 50% each, Corp A may still be subject to a total tax burden that would reduce returns below the level enjoyed within the domestic market, again discouraging international trade and business.

The main treaty mechanism to resolve this issue, promoted by the model tax treaties developed by the League of Nations, was (and is) the usage of foreign tax credits; under this rule, Country A provides a foreign tax credit for $50, which completely eliminates international double taxation by providing for the exclusive taxation of these earnings by Country B.  Most foreign tax credit laws, however, only permit a credit for the amount of foreign taxes paid up to the domestic tax rate: assuming Country B imposed a tax rate of 40% and Country A imposed a rate of 50% then Country A would provide a credit for the $40 in foreign taxes paid then ‘top up’ the taxes by an additional $10 so that the global earnings were subject to a rate of 50% (placing Corp A in the same tax position as other Country A purely domestic firms, hence promoting the policy goal of capital export neutrality).


Most saliently, the League’s model treaties enshrined the main jurisdictional rule to govern the tax treatment of cross-border capital: source countries (e.g., Country B) should only be able to tax profits generated by a non-residents activities if these profits (a) emanated from a non-resident’s fixed place of business (a permanent establishment) within the borders of the source country and (b) profits could be attributed to this fixed place of business.  In other words, under the so-called ‘permanent establishment rule’ source countries should only be able to tax profits emanating from non-resident owned retail outlets, factories, construction sites, and so on: they would not be permitted to tax other profits such as cross-border sales, no matter how significant these sales might be.  If Corp A maintains a permanent establishment within Country B then the residence country (i.e., Country A) must provide a foreign tax credit for Country B taxes paid on profits emanating from this permanent establishment.  If Corp A does not maintain a permanent establishment within the source country then Country A alone is permitted to tax the cross-border profits.  Hence the rule is designed to avoid jurisdictional conflicts.  This move provided assurances to multinational firms that they would not be overtaxed.

The tax work of the League of Nations, including its model treaties, was eventually taken over by the Organization for European Economic Cooperation (OEEC), which was the predecessor organization to the Organization for Economic Cooperation and Development (OECD).  In 1963, the OECD published its first model tax treaty that was based to a large extent on the earlier League and OEEC model treaties and incorporated the foreign tax credit and permanent establishment rules that persists to this day with only minor modifications.  While the OECD model treaty does not bind any of the participating countries, it has proved remarkably influential and its provisions have been generally adopted into the current network of over two thousand bilateral tax treaties throughout the world (Skaar 1991).  Treaty negotiators modify the provisions, when needed, to account for the trading of reciprocal benefits within their specific bilateral economic and social context.    
C.
Government-Government Contracting with Incomplete Information

This section describes how governments, when they desire to contract about international income tax matters with other governments, are faced with incomplete information concerning how their tax laws will mesh with different foreign tax laws as well as, more generally, how their international tax laws and policies will help pursue national economic and social goals.  

 When governments bargain over rules governing cross-border taxation, they must deal with the fact that national preferences may differ to a significant extent.  Government views on appropriate rules will be dictated by their unique socio-economic make-up.
  Capital importing nations prefer rules that strengthen source-based taxation of profits derived from non-resident taxpayers: they may be tempted to undermine bargains to, for instance, raise revenues by interpreting a treaty provision in favour of their interests.  On the other hand, capital exporting nations tend to support residence-based rules along with broad tax relief by the source state: the permanent establishment rule, put in place by the wealthier generally capital-exporting nations, generally narrows the more expansive source-based tax rule found in domestic tax laws (for example, in absence of a tax treaty, Canada maintains the right to tax any non-resident carrying on business in Canada under section 2(3)(b) of the Income Tax Act (Canada)).

There may also be administrative reasons to prefer some rules over others:  governments with fewer human and financial resources to police cross-border tax rules prefer rules that make their systems easier to enforce.  For example, developing countries sometimes prefer withholding taxes imposed on a gross basis on cross-border payments such as dividends, interest and royalties because the legal compliance burden is placed on the payer to assess, collect and remit the tax directly to the tax authority: in contrast, net income taxes that are self-assessed by non-resident taxpayers must be audited and challenged by tax authorities that may not have the resources to do so.  Finally, governments with relatively high tax rates along with relatively higher commitments to fund public goods may require rules that protect their tax base or that aggressively seek to extend their tax reach over cross-border activities.  Different national tax systems raise government transaction costs associated with identifying potential tax treaty partners, as well as monitoring and enforcing the treaty provisions once they have been negotiated.  

In addition, the payoffs derived from pursuing national preferences (e.g., tax subsidies to encourage a particular industry to compete globally) are uncertain and take place in the future.  The identification of optimal international rules is challenged by incomplete information concerning a number of important matters such as the marginal impact of tax on mobile factors and the identification of the tax base that is subject to a nation’s tax laws: governments do not properly understand the world in which they design and implement international tax laws and policies.
 Thus these governments are, in transaction cost terms, boundedly rational in the sense they face information problems that make it difficult for them to achieve desired policy outcomes.


It is difficult for governments to determine how tax rules influence the actions of the main players (i.e., multinational firms) in part because cross-border investment decision-making is influenced by so many other factors other than taxation.  International tax competition models, from Tiebout to Oates to more recent efforts, have failed to provide reasonable confidence concerning whether competition provokes optimal or sub-optimal outcomes (Sinn 2003): the main challenge appears to be that international tax rules rarely follow the ‘benefit principle’ whereby tax revenues collected can be equated with tax benefits received, which encourages efficient results.


Moreover, one of the most popular policy tools to guide government international tax policy decisions, marginal effective tax rate studies, provides rough guidance concerning ways a nation’s tax system incentivizes investment vis à vis foreign tax systems, but is limited by tax complexity.  For instance, the studies do not normally account for tax planning, which significantly alters global tax liabilities and hence marginal taxes on cross-border investments (Clark 2010). Finally, there remains ongoing uncertainty surrounding how fundamental aspects of tax systems, such as residence-based or exemption-based systems, affect taxpayer behavior.
  This uncertainty with respect to the influence of taxation on cross-border activities also inhibits (or renders impossible) the ability to measure the effectiveness of an individual country’s tax rules as well as the rules found within the entire ITR.  


This environment of empirical and observational ignorance raises the costs of determining and pursuing optimal rules.  As a result, a government has incomplete information with respect to how its rules will help it enhance national welfare.  To safeguard its interests, governments are tempted to promote rules that favor important actors such as multinational firms even though these rules may ultimately subvert other important policy goals (e.g., rules that enable ‘double-dip’ interest deductions, discussed in Part III.B., result in negative taxes being imposed on a resident company’s foreign source income and lead to revenue losses).

Apart from the development of tax rules, the pursuit of national self-interest incentivizes countries to alter the play of the game in their favour—they can do this, for example, by interpreting mutually-agreed rules in their favour or by reneging and cutting side-deals (e.g., tax holidays provided by local tax authorities to incentivize inward foreign direct investment). For this reason, even after governments enter into binding tax treaties they need to worry about each others’ strategic moves and counter-moves.  Because tax rules are so complex and it is difficult to monitor shirking and non-compliance of agreements, a moral hazard arises as governments have incentives to behave in an opportunistic manner. For instance and as explored in Part III, governments implement their own rules and their own play of the game to provide tax breaks to promote their firms international competitiveness, which reduces the credibility of their promise to inhibit the undertaxation of cross-border business profits.  

In summary, the ITR can be portrayed as a non-cooperative regime in that governments refuse to be bound by any supranational global tax organization, nor can they agree on optimal international tax laws and policies.  The outcome may be that, at least for the foreseeable future, the ITR cannot be constituted by a collective action solution that could otherwise promote superior mutual welfare gains (see the discussion in Part III.C.).  Different national tax rules within a non-cooperative regime enhance the risk that a particular government could behave in an opportunistic manner and doubly tax the same cross-border profits. The outcome is higher firm transaction costs that discourage cross-border investments and activities.  Credible commitments are required to reduce these costs and to allocate the international tax base in a manner that is acceptable to government treaty negotiators.    
D.
Government-Taxpayer Contracting with Incomplete Information

While the last section focused on incomplete information when governments negotiate with other governments, this section discusses information problems with respect to government-taxpayer contracting.  In addition to the fact that the tax rules and play of the game differ from country to country, the section emphasizes how the complexity of tax rules and their application to relationship-specific taxpayer investments also contribute to high transaction costs.

Brem and Tucha (2007: 129-130) note that taxpayers and tax authorities have two different sources of incomplete information.  On the one hand, taxpayers have an informational advantage over tax authorities as the latter “ex ante lacks information about the true facts and circumstances on the taxable case, whereas the taxpayer has strong incentives not to disclose all available information”(Id. at 129).  As a result, tax authorities face measurement problems in that they do not have sufficient facts to identify and tax the appropriate taxpayer tax base: each taxpayer exploits its own (often unique) assets to generate profits and hence, in transaction cost economics terms, each taxpayer has its own ‘relationship-specific investment’ that may not sit well with tax rules that generally target broad areas of economic activity (e.g., all research and development or all manufacturing activities).  For this reason, taxation governance modes typically rely on standard bureaucratic governance to coerce needed information from the taxpayer—this coercion is thought to be necessary because it would be otherwise too costly to equalize information between the taxpayer and the tax authority (Id.).


On the other hand, the taxpayer itself lacks information about the ex post assessment of its tax liability (Id. at 130).  Notably, this uncertainty may persist for quite some time as tax authorities often take years to audit and assess cross-border tax profits, and the adjustment to tax liability will only take place after this assessment takes place.  While Brem and Tucha refer to ex post assessments of transfer prices between non-arm’s length parties based in different countries, their analysis still holds true for all assessments, including arm’s length transactions, by foreign tax authorities that seek to tax or reassess cross-border profits.
 
International formal and informal tax rules (i.e., the institutions of the ITR) are very complex and mesh with each other and the practices of tax authorities and international organizations (i.e., the institutional arrangements of the ITR) in ways that are difficult or impossible to predict.  With respect to formal rules, the most important ones are the domestic tax laws and bilateral tax treaties that generally constitute primary sources of tax law (i.e., these tax rules bind a court).  At the end of the day, taxpayers need only comply with these formal rules because tax laws and bilateral tax treaties provide for the circumstances where governments can assert their taxing powers over the taxpayer’s private property. 

Nevertheless, informal rules are important and, as touched on, may influence how formal rules are applied by governments to measure and tax income.  The most important informal rule is the previously-mentioned OECD model tax treaty, which generally forms a secondary source of law that is at most persuasive to a court.
  For instance, courts in Canada and the United States have used this model tax treaty and its Commentary as extrinsic aids to interpret the provisions of their legally-binding bilateral tax treaties.
  Thus, in addition to influencing the bargaining for formal treaty rules, the OECD model treaty and its Commentary are frequently used by national tax authorities as well as courts to help interpret domestic tax legislation to determine the appropriate taxable profits: in this way they have a major influence on the development of formal rules because this judicial interpretation is a primary source of law that shapes how tax authorities will subsequently interpret and enforce the rules.  Another important source of informal rules is derived from tax authority administrative practices that may or may not be set out in taxpayer guidance documents.
  In addition, there is ongoing informal cooperation through multilateral processes involving government tax representatives to promote compliance with international tax laws.



As explored in Part III, governments have developed increasingly technical formal rules to thwart aggressive tax avoidance strategies.  Moreover, the tax rules are ‘layered’ on top of other national tax rules such as corporate laws and securities laws. The rules really operate on multiple layers, often with significant overlap between the formal (tax, business, securities and so on) rules and informal rules.  Complex rules promote high taxpayer transaction costs (as well as high tax administration enforcement costs) due to the information difficulties in assessing how the rules interact as well as well how they will be enforced.  For these reasons, credible commitments are needed to provide assurances to taxpayers that the returns from their global business activities will not be overtaxed.
E.
Reputation and Credible Commitments

Different national tax rules, rule complexity and incomplete information all raise transaction costs, including the risk of overtaxation.  For complex transfer pricing matters, for instance, these factors lead to “extreme contractual hazards” where “there is a high likelihood the taxpayer is exposed to double taxation” (Brem and Tucha 2007:131).  Levy and Spiller (1994: 241) discuss how regulatory commitments in the telecommunications industry context, including signals that a government will not expropriate property or engage in arbitrary administration, are required to promote long-term investments.  Similarly, the ITR rules and play of the game permit governments to offer reasonably-reliable promises that their taxpayers will not suffer overtaxation.

In other words, governments signal they will resolve disputes surrounding state predation of a taxpayer’s private property: more specifically, they promise to enforce the taxpayer’s right to only be taxed in accordance with law.  These government commitments flow to three important parties: directly affected taxpayers (in particular, multinational firms), foreign governments and the general public (who are assured that the government’s tax policies promote cross-border trade and investment along with hoped-for greater economic growth and more employment opportunities).
  
 
As Williamson (2000: 601) has noted, however, “contract as mere promise, unsupported by credible commitments, will not be self-enforcing”.  With respect to political markets, North (1990: 359) indicates that political institutions can help establish credible commitments because these “institutions constitute ex ante agreements about co-operation among politicians.  They reduce uncertainty by creating a stable structure of exchange.”  The main institutional arrangement of the ITR—the OECD—helps to provide this stable environment by promoting adherence to the relief from double taxation provisions within the OECD model treaty (OECD 2010).   Political institutions such as the OECD model tax treaty facilitate reasonably-reliable commitments because, in a repeat game, governments must maintain a reputation that they abide by the original deal (i.e., the consensus-view reflected by the provisions within the OECD model tax treaty) otherwise cross-border investors will be deterred from taking the risk that their profits will be overtaxed.

In addition to reputational risk that discourages government opportunism (i.e., overtaxation), the signal also discourages shirking that can occur when governments do not meaningfully implement or enforce international tax agreements such as bilateral tax treaties.
  Because most multinational firms are based or operate out of wealthier  OECD member countries [cite OECD data], these countries emphasize the need to protect their reputation to abide by and meaningfully enforce their bilateral tax treaties, which in turn is thought to encourage more tax certainty (and hoped-for economic expansion).  As long as governments, including non-OECD members, continue to play by the informal rules espoused by the OECD and reflect these rules in their formal tax laws and tax treaties, enforcement will be both credible and cost-efficient.  To the extent that players follow the original deal, it will restrict incentives to behave opportunistically, improve enforcement mechanisms, and promote enhanced economic activities.


A recent case study supports the claim that the ITR generally permits governments to provide credible commitments they will inhibit overtaxation (Cockfield 2006).  The study surveyed national and OECD legal and policy responses from 1996 to 2005 to confront and resolve potential overtaxation problems with respect to global e-commerce.  In the mid-1990s, governments worried that ‘borderless’ sales of intangible goods and services would make it difficult for them to tax global profits; a number of governments announced they would enact measures to tax non-resident e-commerce activities that generated profits within their borders.  In response, the OECD behaved in an adaptively efficient fashion to confront these challenges by developing new institutional processes that, through hybrid contracting, reached out to industry participants and non-OECD members (Cockfield 2006: 168-169).
  The survey showed that, for most part, OECD and non-OECD governments agreed to abide by the new rules generated by the new processes.

While a contested issue, observers generally assert that the system has worked and that government commitments regarding overtaxation are indeed reasonably-reliable.
  Hence the ITR appears rational in that institutional structure manifested through the OECD process makes possible credible commitments that facilitate (relatively) low cost exchanges.  As described in this Part, the ITR reduces potential hazards of trade (government opportunism in particular) by reducing uncertainty, information costs, allowing risks to be priced, and encouraging capital mobility and formation.  Thus, with respect to reducing the risk of overtaxation, the ITR generally behaves in a transaction-cost efficient fashion that seeks to protect taxpayers’ relationship-specific investments at the least cost.  
III.
New Commitments and Undertaxation


While the previous Part claimed that the ITR generally fulfills its original mission to inhibit overtaxation, this Part discusses how the ITR does a relatively poor job at addressing an increasing policy problem where governments are unable to effectively tax profits earned by multinational firms, reducing tax revenues.  Ongoing government reform efforts to counter tax avoidance strategies likely raise firm transaction costs, but this hike may be outweighed by the benefit of lower global tax liabilities for many taxpayers.  In other words, firms may prefer higher transaction costs in exchange for lower global tax bills so that they enjoy a net benefit (i.e., the marginal effective tax rate on cross-border investments decreases within this environment).  Because of path dependence, capture by multinational firms, and ‘legal information gaps’ caused by the interaction of different national tax regimes, these governments do not offer credible commitments to their voters they will resolve the problem of undertaxation of cross-border activities.  The analysis is consistent with the view of Weingast (1995) that political institutions are self-perpetuating when individuals or groups have no incentive to change them.  It also shows how government policies often fail to achieve their goals because the government “actors do not understand completely the consequences of their actions and that the particular institutions of the political market raised transaction costs that make efficient solutions impossible”(North 1990: 358).
The view that many multinational firms do not want change is also supported by insights and perspectives set out in the optimal tax and compliance theory literature (Boadway and Keen 1993; Curry et al. 2007).  Taxpayers deploy resources for tax planning with the goal of reducing or eliminating their taxes.  These tax planning activities are generally considered to be wasteful from a social welfare perspective as they do not contribute to productive activities: the tax planning is a form of rent seeking by attempting to extract value from others without adding ‘real’ value to economic activities.  Because resources are devoted to planning, it results in an inefficient (or sub-optimal) allocation of all economic resources, which in turn is thought to reduce overall economic growth and standards of living that would otherwise be enjoyed by citizens and residents.

The Part begins by discussing how governments in recent decades have engaged in unilateral, bilateral and multilateral efforts to inhibit undertaxation, which raises transaction costs for firms with respect to identifying and protecting their tax liabilities.  Next, the Part shows how the very features identified in Part I that give rise to the risk of overtaxation—differing national preferences, rule complexity, incomplete information and so on—provide opportunities for tax planning and arbitrage that reduce a firm’s global tax liability, which generally more than offsets any increase in transaction costs.  A final section suggests that, pursuant to the remediableness criterion, there are no obvious governance modes that could promote more transaction-cost efficient outcomes, given existing political constraints.
A.
Changing Commitments and Higher Taxpayer Transaction Costs

This section discusses how governments have changed their commitments to additionally focus on the problem of undertaxation of cross-border transactions, which raises transaction costs for taxpayers (as well as enforcement costs for tax authorities).


Since the inception of the modern ITR after World War I, a policy concern arose that governments may be unable to effectively tax their resident taxpayers’ offshore profits.  Nevertheless, as discussed in the previous Part, governments, in part as a result of taxpayer pressure, were pre-occupied with the problem of overtaxation when they agreed to multilateral non-binding cooperative measures as well as binding bilateral tax treaty negotiations.  These governments began to take significant action to curtail international tax avoidance beginning in the early 1960s with Stanley Surrey, then Assistant Secretary to the Treasury Department in the Kennedy administration, and his development of U.S. controlled foreign corporation rules—commonly referred to as Subpart F rules—to inhibit the shifting of passive income to offshore low or nil tax countries.  

Since that time, many countries have developed complex new domestic tax rules to protect their ability to tax offshore income.  For example, a comparative review of the 2008 tax rules within eight different countries (Canada, the United States, France, Germany, Italy, Japan, Australia, Sweden, and the Netherlands) reveals the following common features (Cockfield 2008: 30, 50):

(a) controlled foreign corporation rules to tax foreign source passive income on an accrual (current) basis;

(b) allocation and transfer pricing rules to restrict resident country deductions for foreign source exempt income to ones that approximate market transactions;

(c) anti-avoidance rules to guard against attempts to blur the boundary between foreign source active business and foreign source passive income;

(d) base erosion rules to protect against attempts to ostensibly produce foreign source active business income with minimal economic activity to shift profits out of the residence country; and

(e) access to tax information provided to, or derived from, foreign governments to assist with audits of resident taxpayers.


These anti-avoidance rules are among the most complex of any country’s tax laws.
   In addition to domestic tax law changes, countries have amended their treaties to discourage aggressive tax avoidance strategies.  For example, in 2007 the Canada-U.S. tax treaty was amended to combat the usage of hybrid entities (discussed in the next section) for tax planning purposes (see Article IV(7) of the Canada-U.S. tax treaty).  In addition, the treaty was amended that same year to include a mutual limitation-of-benefits provision (under Article XXIX A) to prevent so-called treaty shopping that occurs when a non-resident taxpayer ‘shops’ into a tax treaty to enjoy its benefits even though no real economic activity takes place within the shopped treaty partner.

Finally, more recently governments have engaged in multilateral efforts, primarily through the OECD, to combat undertaxation.  Apart from European developments, significant multilateral political efforts to address the problem of cross-border undertaxation did not begin until the 1990s.  The initial focus was placed on reducing “harmful” forms of tax competition that occur when a country uses its tax regime to try to attract investments from non-residents.
 


Beginning in 1998, the OECD began to combat these harmful forms of tax competition (later renamed ‘harmful tax practices’), in the context of national tax regimes and their tax treatment of financial and other services (e.g., banking and insurance services)(OECD 1998).  Over the next few years, the OECD successfully encouraged its members to eliminate their ‘preferential tax rules’ that favored the taxation of foreign source income.  The OECD also drafted an initial blacklist of 35 tax havens that allegedly assist in tax evasion and abusive avoidance schemes. Since 2002, the OECD has concentrated on promoting information exchanges between OECD and non-OECD high tax countries and tax havens through agreements based on the OECD model tax information exchange agreement (TIEA) (OECD 2002; see the related discussion in Part IV). The hope is that increased tax haven transparency will assist with efforts by OECD and non-OECD member states to combat aggressive international tax avoidance schemes and international tax evasion.
  

In addition to the OECD, the International Fiscal Association (IFA), whose membership is mainly constituted by international tax lawyers and accountants (along with a smaller number of international tax academics, international tax economists and government tax officials), began to emphasize the need to resolve the problem of ‘double non-taxation’ whereby, as a result of tax planning, cross-border income is never taxes by any high tax country.  This was an important development as IFA members frequently advise their clients in ways to reduce their global tax liabilities.  As a result of the technical complexity of tax rules, these advisors, with their highly specialized knowledge, are often in a better position to understand the interaction of different national tax rules, how this interaction can subvert the apparent policy goals of the rules, and thus how the system might be altered to counter-act this effect.  Importantly, IFA members often work at the OECD’s Committee on Fiscal Affairs and the Centre for Tax Policy and Administration, which are the main bodies responsible for changes to the OECD model tax treaty and its Commentary.  

The IFA prepared a report with thirty chapters written by national reporters on the ways their countries are struggling to confront the challenge of double non-taxation (International Fiscal Association 2004).  As summarized in the general report, tax authorities around the world are increasingly reviewing ways to avoid double non-taxation by ensuring that tax will be levied at least once on cross-border business profits (Lang 2004: 77).  The notion that cross-profits should be taxed at least once (ideally by the country where the value-adding economic activities took place) has been called the ‘single tax principle’ [cite].  The OECD model tax treaty itself was also modified to add a provision (Article 23A(4)) to ensure that, in event of certain conflicts surrounding tax jurisdiction, double non-taxation will not occur.

In summary, ongoing domestic, bilateral and multilateral government efforts are attempting to inhibit the problem of undertaxation.  A consequence of these efforts is a significant increase in rule complexity, which in turn raises taxpayer transaction costs as taxpayers must incur more costs to identify and defend their tax liabilities.  The next section shows how these higher transaction costs do not incentivize taxpayers to seek more transaction-cost efficient governance modes because the current regime enables them to improve their net welfare by reducing global tax liabilities.

B.  
Rule Capture and Changing Commitments


Despite these efforts, the problem of ‘double non-taxation’ or, as it is labeled herein, undertaxation appears to be worsening.  The fact that the ITR initially emphasized promises that were aligned with the interests of multinational firms—that is, the promise to inhibit overtaxation—may impede these ongoing efforts.  As subsequently explored, the very things that raised the risk of overtaxation—varied national preferences, rule complexity and incomplete and assymetrical information—can be used to the advantage of these actors to promote undertaxation, a matter to which we now turn.

International tax planning generally strives to promote two main outcomes: (a) a reduction of a multinational firm’s global tax liability; and (b) compliance with all relevant tax laws.  It is accomplished through a variety of different avenues.  First, taxpayers take advantage of tax rules that were intended to reduce tax burdens on domestic firms with international operations.  For example, Canadian tax rules permit a cross-border structure referred to as a ‘double dip’ as it permits the taxpayers to set up a financing affiliate in a zero tax jurisdiction and receive two interest deductions on the same cross-border loan (an interest deduction takes place in Canada and, typically, another high tax country like the United States, reducing taxable income in both countries).
  The double-dips are justified by Canadian policy makers on the basis that they reduce the cost of debt capital for multinational firms and hence promote the ‘competitiveness’ of these firms vis à vis their foreign competitors (Cockfield 2008: 57-59).  The double-dips persist despite the fact that they effectively provide a negative tax rate for many global business activities—in other words, double-dips permit Canadian firms to reduce the taxes owed on their domestic business activities (Id. at 58).  The fact that governments have tax rules that try to protect the tax base while at the same time explicitly provide tax breaks for certain cross-border activities makes it difficult for them to provide credible commitments to their constituents that the goal of preventing undertaxation will actually be achieved.

Second, taxpayers interpret domestic tax laws, in ways that were not likely intended by legislators, to reduce their global tax liabilities.  For instance, in a recent Canadian case the taxpayers sought to take advantage of a provision within the Income Tax Act (Canada) that appeared to permit the double counting of paid-up capital, which enabled a tax-free repatriation of profits from Canada to a Barbadian holding company.


Third, taxpayers take advantage of ‘legal information gaps’ created by the interaction of two different national tax regimes: this strategy is often referred to as international tax arbitrage.  Because national tax laws differ and are complex they mesh in unexpected ways with foreign tax and other laws.  For example, in the Canada-U.S. context, cross-border tax structures often involve the usage of hybrid business entities (such as Limited Liability Companies formed under U.S. state law) that are considered to be a taxable legal person under the laws of one country and a non-taxable person or flow-through entity under the laws of the other.
  Similarly, arbitrage strategies can involve the usage of hybrid instruments that are characterized and taxed as debt in one country (hence enabling interest deductions) and as equity in the other.  Finally, planning can take advantage of the fact that different legal systems interpret tax rules differently; for example, a common structure in Europe involves the usage of commissionaires who are salespeople that do not constitute permanent establishments under treaties (and hence are not taxable) in common law countries but do so in civil law countries: the legal information gap here turns on the different interpretation of undisclosed principals for agency law purposes.
  

Empirical evidence as well as case studies back up the claim that taxpayers engage in lobbying and/or tax planning to reduce or eliminate their global tax liabilities.
  In a recent analysis of the issue, Kleinbard (2011), for instance, discusses how increasingly ‘stateless income’ escapes taxation from any high tax country in the world.
  Consider also a case study of General Electric that examined its international tax planning efforts and how these efforts can be used to reduce taxes that would otherwise be payable on domestic profits. G.E. enjoys “extraordinary [tax] success based on an aggressive strategy that mixes fierce lobbying for tax breaks and innovative accounting that enables it to concentrate its profits offshore” (Kocieniewski 2011).  G.E.’s tax department, with 975 employees in 2011, is sometimes referred to as “the world’s best tax law firm” (Id.).  Through the usage of foreign tax credits, depreciation and special tax breaks, G.E. has managed to reduce its U.S. effective tax rate to a negative rate: from 2006-2011, G.E. earned $26 billion in profits and received $4.1 billion in tax refunds (Id.).  In Canada, Canadian tax authorities have audited and reassessed G.E. Capital Canada’s efforts to transfer $136 million to its U.S. parent in the form of debt guarantee fees: the government ultimately lost this case before the Federal Court of Appeal (General Electric Capital of Canada Inc. v. Canada, [2010] F.C.J. No. 1603 (F.C.A.).  Canadian tax authorities also lost a case against the aggressive tax planning strategies of GlaxoSmithKline with respect to license fees paid to its head office for sales of the drug Zantac (GlaxoSmithKline Inc. v. Canada, [2010] 6 C.T.C. 220 (Federal Court of Appeal)[under appeal to the Supreme Court of Canada].  In related U.S. litigation, GlaxoSmithKline settled its tax dispute by agreeing to pay the IRS a settlement of $3.4 billion (Hilzenrath 2006).


For larger firms with relatively greater resources, technical complexity and the interaction of different national tax rules may ultimately permit them to reduce their effective global tax rate through tax planning.  Larger players with resources to hire costly tax lawyers, economists and accountants thus likely benefit from the ITR’s technical opacity.  Importantly, smaller firms may have different rule preferences, which may initially appear to create pressure for simpler rules or even more transaction-cost efficient governance structures.  This could occur because smaller firms with fewer resources suffer from a competitive disadvantage to the extent their marginal effective tax rate on domestic or global business income exceeds that of the larger firm.  Whether they do in fact suffer a disadvantage is unclear in part because the tax laws of many countries provide for reduced income taxation of active business income up to a stipulated level of earnings (e.g., $400,000 for Canadian-Controlled Private Corporations).  For this reason, the smaller fry may not have any interest in protesting the status quo through level-playing field arguments, i.e., the argument that rules should be structured to remove the apparent competitive advantage of larger firms conferred by tax rules.  If this is the case, there are no obvious candidates to oppose the current ITR (while recognizing that non-governmental organizations like Citizen for Tax Justice and Public Campaign highlight international tax fairness problems).     
As mentioned above, governance modes attract inertia when the main players do not benefit from rule change.  In transaction costs analysis, the problem is sometimes phrased in terms of principals and agents.  Governments, it is said, have potentially multiple principals (Dixit 1996: 98-104[discussing work of Wilson]).  In the case of international tax, for instance, principals include the general public and affected taxpayers (generally multinational firms or high net worth individuals).  Members of the general public may not have a powerful voice within the political process either because they are seemingly indifferent or, because of rule complexity and the uncertainty surrounding how these rules affect behavior, unable to understand how reforms in this area will affect their lives (despite the fact that revenue losses could potentially reduce the public goods and services they could otherwise enjoy).
In contrast, multinational firms understand the system directly affects them in obvious ways by reducing after-tax returns.  Hence these firms have a greater incentivize to seek rules that favour their interests; because they speak more loudly and have resources to contribute to political parties they normally enjoy a greater political voice and their opinions are listened to  carefully by governments.  In particular, because governments do not understand how their tax laws actually affect firm behavior, as discussed in Part II.C., they can be swayed by views that call for special tax treatment to promote firm competitiveness (despite the fact that this motivation is generally looked at with suspicion by policy analysts).
In addition to agency costs related to multiple principals, another way to understand the problem is by referral to reciprocal agency concepts.  Reciprocal agents, at common law, are partners within a partnership: each partner can bind the partner and can also be bound by the acts of other partners.  Thus, each partner is both a principal and an agent (beneficiary) to every other partner.  A problem for common law courts is that if a partner makes, say, a secret profit using partnership property then, under general principles, this partner must pay over his secret profit to the partnership.  Hence the dishonest partner will be able to enjoy a pro rata share of his ill-gotten gains because it is now partnership property to which he or she is entitled.  For example, in Olson v. Gullo, [1994] O.J. No. 587 (Ontario Court of Appeal), the court ordered Gullo, a partner, to disgorge his secret profits to a 50/50 partnership he shared with Olson thus Gullo would enjoy half of the profits realized through his secret side deal (the fact that Gullo later hired a hitman to murder his partner Olson did not change the court’s outcome!).

Similarly, those who seek to influence a government act as both a principal (as they direct the government/agent to accomplish tasks) and as an agent of the government (because they often benefit from the policies that they seek to influence).  But, unlike in the typical partnership case, the multinational firm that is both principal and beneficiary often stands to benefit disproportionately from any gains enjoyed by the collective: it does not have to account to co-partners (the general public) for any secret profits it has earned so that all will share in these profits.  Multinational firms thus benefit by behaving as both principals and agents by taking up the lion’s share of any mutual gain (i.e., reductions in their tax liabilities, which may or may not lead to greater investment and employment for members of the public).  Given a situation of reciprocal agency and as long as there is no mechanism to force individuals or firms who try to influence policy positions to account for any rents they obtain as a result of the policy change, there will be an incentive to lobby for special breaks to benefit the multinational firm, even if these rents are extracted from collective welfare.          
In summary, many multinational firms prefer to maintain the status quo with respect to the current ITR contract because, even though ongoing increasing tax rule complexity augments the risk of international double taxation and hence transaction costs, they ultimately benefit from tax planning and corresponding reductions in their global tax liabilities, which offsets the increased transaction costs.  In other words, the ITR as presently-constituted permits firms to behave rationally, as expected, to improve their overall financial welfare.  If transaction costs are more broadly construed, against convention, to include the tax liabilities themselves then these firms can be portrayed as operating in a transaction-cost efficient fashion.   
C.
The Remediableness Criterion and Problems with World Tax Organizations


While a transaction cost perspective can bring insights into the limits of the ITR, a more difficult question surrounds how to improve the system.  Pursuant to North’s transaction cost politics approach, the current regime could be compared to a zero transaction cost system.  Such a system would necessarily involve the harmonization of the cross-border tax laws of each country as well as, potentially, the tax rates.  In addition and as noted by McDaniel (1994), to cure the arbitrage problems the corporate laws, trust laws, security laws, accounting principles and other laws of each country would need to be unified (because tax laws are ‘layered’ on top of these other laws).  For example, France and all of the world’s civil law countries would need to convert to common law systems (or vice versa) to resolve the problem of taxing cross-border commissionaires mentioned above.  A World Tax Organization would also need to be formed to police and enforce such a system.  In addition, a World Tax Court would be needed because, as discussed by Hadfield (2008: 181-186), judges from different countries may, as a result of their different training and legal cultures, interpret even harmonized rules in different ways.  These reforms are required, for instance, to get rid of the ‘legal information gaps,’ discussed previously, that enable international tax arbitrage.  In this ideal world, governments would hence have to cede fiscal sovereignty in significant ways.

For obvious reasons, this proposal is politically infeasible.  Moreover, observers have questioned whether such a harmonized system would involve overly bureaucratized rules and governance that would inhibit long term economic growth—harmonization may prevent lower-cost cost solutions such as unilateral amendments to domestic law to guard against revenue-depleting cross-border tax planning strategies (Edgar 2003; Kane 2004). There are also too many sources of uncertainty within conventional international tax economics surrounding core issues such as the extent of the impact of tax on foreign direct investment, for any prescription to have confidence that even a fully-harmonized system will approach a zero transaction cost system (see the discussion in Part II.C).  For these reasons, North’s suggestion to compare governance modes with zero transaction cost approaches is less helpful with respect to analyzing the ITR.

On the other hand, Williamson’s remediableness criterion, set out in Part I.A, offers more flexibility to compare the current ITR with alternative, potentially-feasible approaches: under this approach, we would ask whether the current ITR keeps costs transactions lower than an alternative regime (assuming the rules could be adjusted on an incremental basis toward another equilibrium state).  The most common suggested alternatives are using a common tax base to measure tax liabilities for cross-border transactions (a reform effort ongoing within Europe since 2001) and global formulary apportionment for non-arm’s length transactions that would deploy formulae to calculate global tax liabilities in comparison to the current approach of discerning tax liabilities on a transactional arm’s length basis.  Both of these approaches may become feasible in the medium term, in part because the current ITR is already evolving in that direction.
  Nevertheless, outside of the European Union no governments have shown enthusiasm for these reforms.

Note that the remediableness criterion can also be used to argue for the status quo.  Williamson (1999: 318) describes how capture, such as has arguably occurred with respect to the ITR, “may have been initially unforeseen … [but] eventually becomes a predictable regularity… Like any other contractual hazard, therefore, capture is folded into the design calculus.  Even if the benefits of regulation decline over time and go negative, the discounted present value may remain positive.”  Thus it can be argued that the ‘good’ part of the ITR described in Part II, namely the offering of reasonably-reliable promises that tax base jurisdictional conflicts will be resolved, likely helped promote global economic growth throughout the past century.  The present value of the mutual benefits derived through these credible commitments may exceed the costs to the system presented by the problem of undertaxation (i.e., revenue losses to high tax countries and economic distortions as multinational firms devote resources to non-productive tax planning).  Accordingly, the present system can be defended on the basis that its net impact remains a positive contribution to economic growth for all of the participating nations.  

In any event, due to varied national preferences, rule complexity, and incomplete and asymmetric information, any attempt to contract to manage international tax affairs would be necessarily incomplete. As noted by Williamson, “adaptive, sequential decision making is the only feasible way by which to play a negotiation game in which contingent events and countermove strategies are rich beyond description” (Williamson 1999: 331).  Instead of wholesale reform, an incremental approach toward enhancing the ITR’s transaction-cost efficiency may be the preferred approach.
  In particular, “[w]e must therefore look for mechanisms and institutions that can allow the government to make credible commitments to policy rules.” An example of this incremental approach that can potentially reduce transaction costs through enhanced commitments would be the recent recommendation by the OECD to deploy tax treaty arbitration clauses (found in Article 25 of the OECD model tax treaty).
  Since 2007, for example, Canada and the United States agreed to deploy arbitration procedures to resolve disputes between taxpayers and the two countries.
  At least in theory, arbitration should reduce the risk of overtaxation and hence reduce transaction costs faced by multinational firms and other taxpayers with cross-border economic activities.


As mentioned in Part II.A., Brem and Tucha (2007: 114, 141) note that recent innovations such as Advanced Pricing Agreements represent a shift away from Bureaucracy toward a non-bureaucratic hybrid model that envisions principled negotiations between taxpayers and tax authorities surrounding the measurement of ex ante tax liabilities.  They consider this development to be a transaction-cost efficient move in part because it reduces the risk to the taxpayer that one or more tax authorities will reassess and increase its tax liability.  Yet they also tentatively conclude that APAs are likely a temporary feature of the ITR as “international regimes and international organizations begin to provide problem-solving principles, rules, norms and provisions to both the taxpayer and the tax administration” (Id. at 141).  They also recognize that a disappearance of the non-bureaucratic governance mode may be accompanied by a “shift in some elements of tax sovereignty from the nation state to supranational and/or international jurisdiction” (Id.).

Given the typical “glacial pace” of international tax reform (Doernberg 1999) as well as ongoing political reluctance outside of the European Union to link national income tax systems in any significant way, a more likely outcome will be, in contrast to the views of Brem and Tucha, an increased usage of nonbureaucratic (nonhierarchical) governance modes to reduce taxpayer concerns about tax risk.  An exploration of these potential hybrid governance modes that seek to reduce transaction costs while maintaining the essential features of the current ITR may bear fruit, but is outside the scope of this paper.       
IV.
Transaction Costs and Breaking Commitments through Unilateralism


This Part discusses a recent U.S. tax reform effort that seeks to raise tax revenues by (a) increasing the penalties for non-disclosure of income earned by U.S. persons living abroad; and (b) forcing foreign financial institutions to provide tax information about these persons directly to the IRS. While these reforms have attracted political opposition, it is unclear how the ITR will resolve this dispute due to opportunities for unilateralism within what is essentially a non-cooperative government game. From a transaction cost perspective, the predicted outcomes of the U.S. reforms are higher transaction costs for affected taxpayers and windfall gains to (arguably) unintended beneficiaries such as financial industry actors and tax advisors.  While the story in Part III concerning tax planning and rent seeking is a familiar one due to the tax writings in this area, a critical examination of cross-border tax information exchange issues in less apparent in the tax literature developed by economists and legal academics.
  The dearth in the literature may be attributable to the fact that cross-border exchanges have become a more prominent feature of international tax reform only in recent years.  Indeed, cross-border tax sharing “has emerged in recent years as a—probably the—central issue in international tax policy discussions” (Keen and Ligthart 2006: 81).  
A.
Opportunities for Unilateralism within a Non-Cooperative Game

As touched on briefly in the previous Part, the OECD, its member governments and many non-member governments have been engaged in multilateral efforts to promote enhanced cross-border sharing of taxpayer information.  These efforts, which began in 1998 as part of the OECD’s Harmful Tax Practices project and remain ongoing, have borne fruit in that all of the identified tax havens have agreed to exchange tax information by entering into agreements that track the OECD’s model tax information exchange agreement or OECD model TIEA (OECD 2002).
  There are compelling policy reasons that argue for enhanced information sharing to assist with international tax enforcement, including the fact that national tax authorities can now harness powerful information technologies to engage in more cost-efficient sharing (Cockfield 2001: 1235-1263).  However, multilateral negotiations are necessary to encourage effective sharing that involves two discrete but related concepts, namely efficient sharing (via rules that promote low compliance costs for taxpayers and ease of administration and enforcement for taxpayers) and fair sharing (via rules and policies that respect taxpayer rights, including their right to maintain confidentiality in tax matters) (Cockfield 2010: 453-455).  For example, countries may be more willing to engage in automatic exchanges of bulk taxpayer information to the extent they have assurances that their taxpayers’ rights will be respected in a similar manner as provided by their domestic laws (Id.).
 
To help catch offshore tax cheats, on March 18, 2010 President Obama signed new laws that, effectively, force foreign banks and financial institutions to provide financial information concerning U.S. ‘persons’ living abroad (the regime is commonly known under its predecessor legislation called the Foreign Account Tax Compliance Act (FATCA)).  The legislation, which now comprises sections 1471 to 1474 of the Internal Revenue Code, was initially supposed to come into effect on January 1, 2013, but was delayed and will now come into effect in 2014.  The new reporting obligations apply to all ‘U.S. persons’, which includes all U.S. citizens living abroad, U.S. green card holders living abroad (including those with expired green cards) and any other foreign individual who would be considered a U.S. ‘tax’ resident because they have significant assets and/or social ties within the United States. Moreover, the new U.S. laws sweep into their net all joint account holders with U.S. persons (e.g., a joint bank account owned by a Canadian citizen who is married to a U.S. citizen living in Canada). Under FATCA, any foreign financial institution affiliated with a U.S. financial institution that does not cooperate will be subjected to a 30% withholding tax on all payments.  From a practical perspective and due to the importance of U.S. banks to the global financial community, most foreign banks must comply or they may be effectively prevented from conducting business in many circumstances.   For this reason, all of the major Canadian banks have agreed to comply.
While the new laws affect all U.S. persons who live abroad, the analysis focuses on the dispute in the Canada-United States context in part because there are more than a million U.S. citizens living in Canada, more than anywhere else.  Under another related recent reform effort within the United States, any U.S. person, whether living temporarily or permanently in Canada, must annually report on all foreign bank accounts above $10,000 (so-called Foreign Bank Account Reports or FBAR). If these individual do not comply they could be subject to penalties that include 25% of the amount of the undisclosed assets plus repayment of back taxes plus interest penalties plus possible imprisonment.  The U.S. laws apply even though these individuals may have disclosed and paid Canadian tax on all of the relevant income, often at higher rates than U.S. ones. 

In September 2011, the Canadian Minister of Finance issued a public statement condemning these new U.S. laws for their “far-reaching extraterritorial implications” as they “would turn Canadian banks into extensions of the IRS and would raise significant privacy concerns for Canadians.”  The Office of the Privacy Commissioner of Canada has also raised the alarm over this same issue as it would permit a foreign government to gather and store detailed financial information about many Canadians.   In response to these and other pressures, the IRS announced in December 2011 that there will be relief from penalties in certain cases (IRS 2011). Within the United States, the National Taxpayer Advocate has criticized elements of FATCA and FBAR, indicating in her Congressional report U.S. expatriates feel “terrified, tricked or cheated” by the new rules because “[t]he complexity of international tax law, combined with the administrative burden on these taxpayers, creates an environment where taxpayers who are trying their best to comply simply cannot” (McKenna 2012).
  In an earlier report to Congress, it was noted that the IRS publications for U.S. taxpayers living abroad, including instructions and forms, now total 7,322 pages (Taxpayer Advocate Service 2011: 151). 

  Finally and as touched on in Part II, governments have traditionally preserved the sovereign political right to tax economic actors (whether they are individuals or businesses) that operate within their borders—generally only ceding this right through provisions in their bilateral tax treaties that provide for reciprocal tax benefits for each country.  FATCA circumvents the Canada-U.S. tax treaty and hence poses a serious challenge to this traditional conception of tax sovereignty.  Canada (as well as other countries) may react to FATCA by (a) passing legislation to nullify the impact of FATCA in Canada; and/or (b) passing retaliatory legislation that would impose the same obligations on U.S. financial institutions to discern and transfer information on the activities of all Canadian ‘tax’ residents who live in the United States (under Canadian tax law, an individual who lives abroad and maintains significant social and/or economic ties to Canada owes Canadian tax on their global income).  The goal of the retaliatory legislation would be in part to bring to bear lobbying pressure of the U.S. financial industry that may not want to incur higher costs to comply with the Canadian (or other foreign) laws.  If Canada and other countries begin to pass retaliatory legislation then this tax dispute could develop into a full-blown tax war that would ultimately harm the economies of both countries.   

C.  
Legal Uncertainty and High Transaction Costs
Because of the unprecedented nature of FATCA and its apparent ill-fit within the traditional ITR, a host of issues arise whereby taxpayer or government litigants can challenge the legality of the new U.S. tax laws.  Due to the relative newness of the U.S. approach, it is difficult to forecast the amount or ultimate success of such potential litigation: the U.S. government has put forward its new tax laws on the presumable conviction that they technically comply with all relevant legal rules within the ITR.  The following analysis briefly outlines several areas of concern with an emphasis on agreements between Canada and the United States that prohibit, in certain circumstances, either country from imposing discriminatory taxation on the other. 
With respect to legal concerns, Canada and the United States have traditionally agreed to exchange taxpayer information only in accordance with their bilateral tax treaty (Article XXVII of the Canada-U.S. tax treaty).  FATCA, however, circumvents this traditional mechanism by requiring foreign financial institutions to provide taxpayer information directly to the IRS.  Taxpayers may dispute these efforts as they may violate the treaty’s information exchange provision or the treaty’s non-discrimination provision (Article XXV) that indicates neither country can impose taxes that are more burdensome than the ones imposed on its own nationals (along with certain exceptions that permit discriminatory treatment to persist).  The fact though that FATCA and FBAR focus on reporting and penalties for non-reporting (instead of new tax measures) may mean that the tax treaty will not offer relief to U.S. persons living in Canada.

In addition, FATCA may violate the non-discrimination provisions within the North American Free Trade Agreement (NAFTA) as well as the General Agreement on Trade in Services (GATS): both of these agreements prohibit the imposition of tax measures on foreign service providers (e.g, financial institutions) that are not imposed on domestic service providers (Cockfield 2005: 47-49).  For instance, Article 2103(4)(a) of NAFTA extends national treatment to tax measures that relate to the cross-border purchase or consumption of services, including taxes on income, capital gains, or the capital of corporations.  Under this provision, the requirement for non-discrimination does not cover the taxation of service providers themselves, but relate to the purchase or consumption of services.  Under Article 2103(4)(b), national treatment in tax measures is extended in a more limited manner to the actual service-providers, including financial institutions, as they exclude taxes on income, capital gains or capital of corporations.  Because the penalties under FATCA and FBAR may fall outside of these taxes (as they are penalties for non-reporting even if no tax liability on income exists), there may be grounds for Canadian-based taxpayers to argue the U.S. reforms contravene NAFTA.

Under GATS Article XIV, tax measures are prohibited if they constitute arbitrary and unjustifiable discrimination on trade in services (for discussion, see Cockfield and Arnold 2010).  However, Article XIV(d) provides that discriminatory tax measures are acceptable if they are aimed at “ensuring the equitable or effective imposition or collection of direct taxes.”  It remains unclear whether the U.S. reforms enact tax measures, as defined under GATS or, if they do constitute tax measures, whether they fall within the exception.     

The fact that the ITR is a non-cooperative game affords opportunities for governments to unilaterally adopt tax practices that subvert other cooperative efforts.  For instance, under the OECD model tax information exchange agreement (TIEA), which the United States has endorsed and uses as the basis for TIEA negotiations with tax havens, so-called fishing expeditions are prohibited as the U.S. and other governments agreed they will only request tax information held by foreign tax authorities “where the information is foreseeably relevant” (e.g., if they have evidence that one of their tax residents has engaged in unacceptable tax avoidance or tax evasion, which generally consists of unlawful attempts to secrete assets and/or income that otherwise would be taxable by the resident government)(OECD 2002).

In contrast, the proposed U.S. scheme forces foreign financial institutions to provide tax information directly to the IRS on an automatic (or ‘bulk’) basis regardless of whether there is any evidence of tax avoidance or tax evasion.  In addition, the OECD Convention on Mutual Administrative Assistance in Tax Matters similarly prohibits fishing expeditions.  The fact that the U.S. government is a signatory of this Convention and supports the ongoing efforts of the OECD’s Harmful Tax Practices project appears to provide contradictory commitments to taxpayers and other countries—the United States appears to reject fishing expeditions in some contexts but mandates them in others—providing one more feature that raises the risk of unlawful government access of taxpayer information, and hence raises taxpayer transaction costs.
Finally, the new U.S. laws may violate Canadian federal privacy legislation (the Personal Information and Electronic Documents Act) that governs the information collection practices of all businesses operating in Canada, including all banks and other financial institutions. Under this legislation, banks and other financial institutions cannot share personal information of their clients with third parties without their express consent whereas FATCA compels foreign financial institutions to divulge this information irrespective of client wishes.  The legislation contains additional privacy protections when personal information is transferred offshore.  For example, Section One of Schedule A of PIPEDA indicates that transferors of personal information remain accountable (i.e., liable) for contraventions of the legislation even though the information now resides with a foreign third party.
The risk of ongoing legal disputes in this area raises costs for U.S. expatriates that are associated with engaging in cross-border investments.  
Another important policy concern surrounds FATCA and the cross-border mobility of individuals.  U.S. persons living in Canada who do not comply with foreign account disclosures may be denied entry into the United States.  In part as a result of various post-9/11 initiatives, the Canada-U.S. border has ‘thickened’ over the past decade.  For instance, new passport or enhanced drivers licenses requirements have been introduced for travelers between the countries.  In addition, there is greater scrutiny of individual and business travelers that has led to more denials of entry and longer wait times for border crossers.  Less frequent border crossings by U.S. expatriates and others may reduce the bonds of trust that have historically united Canada and the United States, and which have enhanced cross-border social and economic relations.  To the extent that FATCA and related initiatives raises costs associated with cross-border labor mobility, it may also reduce employment prospects in both countries.  
The fact that there are no institutional arrangements in the Canada-U.S. context to encourage tax cooperation, outside of occasional tax treaty amendments, may also raise transaction costs associated with finding a solution to this political dispute.  NAFTA, as a free trade area where the participating countries took great care to create few binding institutions, can be characterized as ‘institution impoverished’ in contrast to customs unions such as the European Union (Cockfield 2005: 116-120).  Not only does NAFTA not contain any institutions or institutional arrangements to mandate harmonization or coordination of cross-border legal regimes (apart from certain phytosanitary measures), it does not have any institution processes that would facilitate discussion and cooperation for tax matters, which reduces opportunities for consensus-driven political solutions (Id.).
D.
Measuring the Increased Transaction Costs

In order to comply with traditional obligations to file U.S. tax returns as well newer obligations such as Foreign Bank Account Reporting (FBAR), U.S. persons living abroad must incur significant costs.  Many of these individuals have not been in compliance for decades (especially if they are so-called ‘accidental Americans’ who were born in the United States during a temporary visit by their parents).  Moreover, the specter of possible imprisonment for non-compliance (no matter how unlikely) or denial of entry to visit the U.S. encourages taxpayers to pay higher costs.  To enter into compliance, these individuals may need to hire Canadian and U.S. tax lawyers and/or accountants.

Due to the volume of client work in this area, it appears to have led to a windfall gain for the tax industry in the Canada-U.S. context.  Anecdotally, lawyers in both countries have raised their fees due to the increase in client demand for compliance services.  In Toronto, certain tax lawyers have raised their fees to Cdn$1,500/hour to handle files (from their traditional fees of say $1,000/hour).  It might be possible to conduct a survey to gauge whether FATCA and/or FBAR have actually had a material impact on legal fees.  In addition, some tax return preparation firms such as H&R Block have begun offering new services to ascertain whether a Canadian is a ‘U.S. person’ for purposes of FATCA.  Finally, instead of incurring higher compliance costs, certain Canadian taxpayers appear to be switching their accounts to credit unions and Caisses that are not affiliated with any U.S. financial institution (and hence do not need to comply with FATCA).
In addition, FATCA will raise compliance costs for Canadian financial institutions that must conduct due diligence to discern whether they are dealing with a ‘U.S. person’ (that is, a U.S. citizen or other taxable person), collect this information then send it to the IRS.  Banks will need to institute new customer protocols and new information technology systems to collect, manage and disclose the relevant personal information to the IRS (while maintaining privacy protections for others).  They will need to hire business, technology and legal consultants to ensure they have complied with Canadian domestic laws as well as the new U.S. laws.  In certain respects, FATCA may transform traditional banking activities into consulting/legal activities, which will contribute to higher costs.  The new functions include conducting the necessary due diligence on every account holder to discern if they are a U.S. person (or joint account holder of a U.S. person), to isolate this information to protect the privacy of non-U.S. persons and to transfer in a secure fashion the isolated information to the IRS.  Major Canadian financial institutions have estimated they will each incur costs of Cdn.$100 million to comply with the new regime (McKenna 2012).  It remains unclear, however, how this figure was derived, and whether it constitutes a reasonable estimate.
Finally, Canadian financial institutions may also raise their administrative fees for all Canadian customers to help pay for their new compliance costs.  Because all major Canadian financial institutions have announced they will comply with the new U.S. measures, there are few non-compliant competitors (apart from credit unions and caisses) that can offer lower-cost services, which could otherwise discourage the major institutions from raising their fees across the board.
E.
Summary: The Costs of a Non-Cooperative Environment

According to Michel and Rosenbloom (2011: 709, 712), “it is becoming more and more apparent that in the well-intentioned effort to [use FATCA to] find tax cheats hiding money overseas, the U.S. government has not only overplayed its hand, but has enacted an extensive and expensive new regulatory system that defies common sense …  FATCA strikes us as going after a bee hive with a tactical nuclear weapon.” From a theoretical perspective, FATCA can be rationalized as a valid attempt to access offshore tax information to inhibit tax evasion that reduces U.S. tax revenues.  However, as a result of the unilateral nature of the reform effort that eschews traditional ITR institutions, the analysis raised concerns that FATCA will unduly raise transaction costs in the following areas:

(a) U.S. persons living abroad may challenge the legality of FATCA and/or will incur more costs to comply with FATCA and guard against the risk of overtaxation;

(b) foreign financial institutions will incur costs, including legal and consulting costs, to guard against the risk they are not in compliance with FATCA; and
(c) all foreign bank consumers may incur higher costs to the extent their financial institutions raise administrative fees to help cover their new costs.

The development also helps to highlight one of the main vulnerabilities of the ITR, namely, the fact that it is a non-cooperative government regime (in that parties are not bound to follow any supranational multilateral rules).  Dixit (1996: 71) explains the potential costs in this area by resort to the familiar Prisoner’s Dilemma game: “The general idea is that a player may secure a short-run advantage by deviating from the action that the mutually beneficial cooperative regime requires of him, but the deviation carries a future cost, namely, a lower payoff for himself as others also deviate, either because the cooperation collapses in a general way, or because the others deliberately punish one’s initial deviation.”  Institutions and institutional arrangements can help to discourage deviation to promote mutual benefit.  For instance, the WTO has “slow, limited, and uncertain” processes to punish deviants, which provides at least some incentive to cooperate (Id.).

In comparison, the ITR has far weaker dispute resolution processes when compared to the limited ones deployed by the WTO (for instance, the ITR has no global multilateral dispute resolution processes).  By reneging on traditional tax cooperation measures (such as via existing bilateral and multilateral processes discussed earlier), the United States may enjoy a short-run benefit (i.e., enhanced revenues collected through FATCA), but suffers a long term reputation cost.  The fact that there are few (or none, assuming the legal arguments above prove unsuccessful) institutions to sanction or even discourage deviation raises transaction costs for many participants in global economic activities, as they must now operate within an environment of greater uncertainty.


In certain areas such as cross-border tax information exchange, the current ITR  provides too much leeway for breaking commitments.  North and Weingast (1989: 804) indicate that governments generally establish commitments in two main ways.  One way “is by being constrained to obey a set of rules that do not permit leeway for violating commitments.”(Id.)  The ITR provides such rules via domestic tax laws, bilateral tax treaties, and multilateral agreements such as NAFTA.  Governments can also set “a precedent of ‘responsible behavior,’ appearing to be committed to a set of rules that he or she will consistently enforce”(Id.).  They note, however, that this approach has often failed in the past “because the pressures and continual strain of fiscal necessity eventually led rulers to ‘irresponsible behavior’ and the violation of agreements.”(Id.).  Similarly, the United States, under pressure to raise revenues from politically-feasible foreign sources, has deviated from its traditional cooperative tax information exchange measures while arguing that this deviation is technically compliant with all ITR legal rules.      


While FATCA may or may not raise significant revenues for the U.S. fisc, the main beneficiaries appear to be tax lawyers, accountants, consulting companies, and  financial institutions (to the extent this final group can reap more profits to account for their new functions as legal and business consultants apart from the provision of their traditional financial services).  
V.
Conclusion

A transaction cost perspective on international tax law and policy issues provides insights into the ways that legal tax rules as well as more informal mechanisms determine the level of transaction costs that shape the longer term path of economic change.  As widely-acknowledged, the original purpose of the ITR was to reduce the risk of international double taxation (or ‘overtaxation’).  This purpose is particularly important given  complex and different national tax rules, and incomplete information for taxpayers and tax authorities.  Accordingly, the ITR facilitates reasonably-reliable political promises to resolve disputes over competing claims to the international tax base, which in turn reduces transaction costs. This goal is supported by an institutional framework—rules and play of the game derived from non-binding negotiations at the OECD—that enables governments to provide credible signals they will try to resolve competing claims over the international (income) tax base.

In particular, transaction cost perspectives, as developed by North (1990) and Williamson (1999), promote an understanding of the ITR as not a static idealized system of legal and non-legal rules, but rather as a dynamic imperfect system that requires ‘fuzzy’ solutions (such as non-binding model tax treaties derived from input from government and industry representatives) to govern the taxation of cross-border trade and investments.  In other words, transaction cost analysis helps to explain how taxpayers and governments chose, among different feasible alternatives, the current governance modes of the ITR.  In particular, the ways that the ITR deals with the problem of overtaxation shows that, within certain contexts, the international tax system behaves in a transaction-cost efficient manner that protects taxpayer relationship-specific investments at the least cost.

While overtaxation has been (largely) successfully addressed by the ITR, the undertaxation of cross-border income is an area of growing policy concern.  In the last two decades, governments have engaged in unilateral, bilateral and multilateral reforms to change their political commitments to deal with this concern.  Path dependence and the fact that prospective reforms may run counter to the interests of the main players who helped design the modern ITR—multinational firms—make the resolution of this problem difficult.  Yet these government reforms have promoted increasingly complex rules along with higher transaction costs as taxpayers spend more resources to identify and protect the tax liabilities on their cross-border investments and trades.  In this way, the traditional ITR may be increasingly encouraging national and international efficiency losses by raising transaction costs.  Nevertheless, increased transaction costs may be acceptable to many multinational taxpayers who can successfully reduce their global tax liabilities through aggressive tax planning and arbitrage that takes advantage of the same features—incomplete information, rule complexity, and different national tax rules—that gave rise to fears of overtaxation.  The main losers in this regard are relatively high tax countries that lose out on revenues as a result of this planning and that must devote more resources toward enforcement.  

The fact that the ITR evolved as a largely non-cooperative government game is understandable given the desire on behalf of governments to preserve political control over their tax systems.  Nevertheless, by eschewing its traditional reliance on limited bilateral and multilateral cooperation, the recent U.S. reform through FATCA to create a global tax collection system—that may be in contravention of the formal and informal rules of the ITR—shows another limit of the ITR as a projector of reasonably-reliable commitments.  With respect to the FATCA initiative, the main losers are American expatriates who must incur transaction costs to comply with the new reporting regime and guard against the risk of overtaxation while the main winners appear to be tax advisors and the financial industry that can raise fees to account for new legal/consulting compliance functions.  A likely outcome of FATCA is thus a net transfer from individual taxpayers to the financial industry and tax advisors; whether the United States government will also reap a benefit depends on whether revenues collected under FATCA exceed the higher enforcement costs associated with this new regime.   Even assuming the United States collects a short-term benefit from FATCA, it may lose long term reputation, which imposes higher transaction costs on economic participants with ties to the United States, and thus discourages economic growth.  

The analysis in this paper has shown how, depending on the context, the ITR lowers or raises transaction costs and thus disagrees with the claim by Brem and Tucha (2007: 141) that, in the long run, state activity such as international taxation finds its transaction cost-efficient governance structure.  This conclusion is consistent with the views of North and others that, unconstrained by market forces, “the political market has been, and continues to be, one in which the actors have an imperfect understanding of the issues affecting them and equally in which the high costs of transacting prevent the achievement of efficient solutions” (North 1990: 357).  
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� See, e.g., Christians (2010)(assessing case study efforts and discussing need for multi-disciplinary perspectives).


� Coase describes these costs as the costs “to discover who it is that one wishes to deal with, to inform people that one wishes to deal and on what terms, to conduct negotiations leading up to a bargain, to draw up the contract, to undertake the inspection needed to make sure that the terms of the contract are being observed, and so on.” Id. at 15.


� Coase (1960: 17) refers to these governance modes as social arrangements when he indicates, “at least it has made clear the problem is one of choosing the appropriate social arrangement for dealing with the harmful effects.” 


� Dixit (1996: 45-47, 146), however, uses the term ‘transaction-cost politics’ to describe his own approach that appears to be derived more explicitly from Williamson’s transaction cost economics, including the deployment of the remediableness criterion, while recognizing the idea originated with North.  Because the two approaches rely on the same conceptual foundation—the notion that transaction costs, including moral hazard, enforcement and monitoring, reduce the return that could otherwise be obtained on an economic transaction—there appear to be few substantive differences between the approaches while the main differences  surround analytical frameworks that emerged to assess the impact of these transaction costs.  In any event, the remediableness criterion more closely follows Coase’s (1960: 43) view that it is unhelpful to compare markets with “some kind of ideal world.”   


� In practice, the League of Nations never realized its ambitious mandate in part because the United States never became a member and other economically powerful nations such as the Soviet Union, Germany and Japan only participated for a brief period.


� As cited by Graetz and O’Hear (1997: 1027, 1088). In 1926 and 1927, Mitchell B. Carol was the assistant to T.S. Adams, an economics professor at the University of Wisconsin and Yale University, advisor to the U.S. Treasury Department and, arguable ‘founder’ of the U.S. international tax system. 


� The other main goal of the League of Nations model tax treaty was the prevention of ‘fiscal evasion’, more commonly-referred to as tax evasion today.  International tax evasion, however, often takes place through a zero tax jurisdiction (or tax haven) and most OECD members refused to negotiate tax treaties with tax havens.  For this reason, the secondary emphasis on tax evasion had little practical import for the emerging network of post-World War I bilateral tax treaties based on the League model.  More recently, OECD and other governments have been negotiated agreements with tax havens that exclusively focus on tax information sharing (so-called tax information exchange agreements or TIEAs), but do not generally extend other reciprocal benefits that are found in full-blown tax treaties, including provisions that mandate the elimination of international double taxation (see the discussion in Part IV of this paper).


� Since at least the time of the League of Nations deliberations, conventional international tax policy analysis has often premised on the goal of global wealth maximization: how should rules be designed to maximize global welfare?  From a transaction cost perspective, this is obviously problematic given that all historic or current government pursue national welfare with their tax policies.  For example, the group of four tax economists commissioned by the League considered a number of options to relieve international double taxation and ultimately recommended the ‘method of exemption for income going abroad’ whereby source countries would exempt all non-residents from taxation on income from sources within their borders (League of Nations 1923: 48, 51). The method of exemption was primarily justified on efficiency grounds in that it was considered to be the most straight-forward solution to prevent international double taxation, an hence to promote global welfare. The recommendation was offered even though the group of four acknowledged that source countries (e.g., Country B in the example above) historically emphasized that they have the primary right to tax income generated within their borders, which was considered to be the “main instinctive principle.”[their emphasis](Id. at 40).  The League of Nations ultimately rejected the group of four’s main recommendation in favour of foreign tax credits and the permanent establishment rule that had been deemed to be politically acceptable to the continental European nations in their prior rounds of cross-border tax negotiations.


� I surveyed different economic perspectives, along with sources of theoretical, empirical, and observational complexity in Cockfield (2007: 205-213).  The paper claimed that, due to the limits of conventional economics in this area, legal analysts should look to other analytical tools that examine international tax law reform processes within their political, historical, social and/or institutional context.  Because new institutional economics draws from conventional neo-classical economics along with an emphasis on the impact of institutions, it represents a potentially useful tool for international tax law analysis.  Id. at 214, 219-220.  


� Early work in the field is often traced back to Charles Tiebout’s article in 1956 on ‘A Pure Theory of Local Expenditure’ that theorized competition among U.S. municipal governments for workers would tend to promote beneficent outcomes, namely an optimal mix of taxes and spending (a ‘race to the top’) as workers ‘voted with their feet’ by moving to the city that best reflected their tax preferences (Tiebout 1956).  Later tax theorists such as Wallace Oates deflated the earlier and more optimistic view by show that government competition for mobile factors of production might in fact lead to a ‘race to the bottom’ as each government responded by lowering its taxes to the such a point that they would be unable to fund government services (Oates 1972).  [cite Musgraves 1991? on benefit principle]


� In the last several decades, governments, including Japan and the United Kingdom in the past few years, have switched from residence-based taxation to exemption systems so that the United States is the last major player with a residence-based system (although under U.S. tax law foreign-source active business income in a subsidiary corporation remains untaxed until repatriated by way of dividend to the parent corporation).  In 2007, the US Treasury Department issued a report that, for the first time, acknowledged the reality that US taxpayers can manipulate the ITR to their advantage, often at a revenue loss to the US fisc.  The Treasury report indicated that the US system is more appropriately described as a ‘self-help territorial system’ as US multinational taxpayers engage in planning that converts the ostensible residence-based system into a territorial system (U.S. Treasury 2007: 55, 57).  As a result, the Treasury Department suggested an exemption system with simpler and tighter rules may in fact help defend the U.S. tax base to a greater extent than the current system.  The business community lobbied hard against this idea, and it was soon abandoned.  Notably, there was also significant policy and academic opposition to the reform on the basis that a ‘perfected’ residence-based system would better serve US economic interests as well as promote a fairer system based on ability-to-pay principles (Fleming and Peroni 2006; Lokken 2008; Kleinbard 2011).  





� Brem and Tucha (2007: 130) note that, importantly, probity and neutrality of tax treatment also encourage the usage of bureaucracy for taxation purposes.  See Part II.A.


� In 1980, the United Nations released its own model treaty that generally followed the OECD model treaty approach with some modification to expand source country taxation of cross-border business profits, which increases revenues for capital importing developing countries.  Somewhat unusually, the United States also promulgates its own model tax treaty to serve as the basis for bilateral treaty negotiations—again, the U.S. model treaty generally tracks the provisions within the OECD model tax treaty.  For a discussion of the dynamic process whereby international tax policy is shaped by the OECD, other organizations and national governments, see Ring (2010).


� See, e.g., Nat'l Westminster Bank, P.L.C. v. United States, 58 Fed. Cl. 491, 498 (U.S. Ct. Fed. Claims, 2003) (“[b]oth this court and others have recognized that the [OECD tax treaty and its Commentary] serve as a meaningful guide in interpreting treaties that are based on its provisions.”); Att’y Gen. of Can. v. R.J. Reynolds Tobacco Holdings, Inc., 268 F.3d 103, 119 n.15 (2d Cir., 2001) cert. denied: 2002 U.S.LEXIS 8081 (Nov. 4, 2002) (“[i]n the realm of international taxation, the OECD's model convention ‘has almost


acquired the status of a multilateral instrument’ because of the reliance placed on it by many countries in negotiating bilateral tax conventions.’”); The Queen v. Crown Forest Industries, 2 S.C.R. 802, at 827 (Supreme Court of Canada, 1995) (indicating that the OECD model tax treaty is of “high persuasive value” in defining the parameters of the U.S.-Canada tax treaty).


� For example, Canadian tax authorities have issued a lengthy administrative document that elaborates on the relatively brief legislation concerning transfer pricing (s. 247 of the Income Tax Act (Canada)) as well as how the tax authorities intend to enforce this legislation.  See Canada Revenue Agency (2009).


� For example, in 1988, the Council of Europe and the OECD developed a multilateral treaty called the Convention on Mutual Administrative Assistance in Tax Matters that seeks to promote cooperation in information exchange and administration (the United States is a signatory while Canada has signed but not implemented the agreement). In addition, since 2004 the Joint International Tax Shelter Information Centre, consisting of tax officials from the United States, Britain, Canada and Australia, promotes information sharing with respect to aggressive international tax planning schemes. Another example is the Pacific Association of Tax Administrators (whose members are drawn from Canada, Australia, Japan and the United States) that promotes uniform documentation and other rules for transfer pricing.





� Dixit (1996: 48-49) notes that political contracts—“a promise of a policy (or program) in return for votes (or contributions)”—are rarely between two clearly identifiable contractors and are generally much more vague when compared to economic contracts, leaving room for interpretation and loopholes to let the promisor/government off the hook.   Parts III and IV of this paper discuss two areas where the ‘vagueness’ of the promises exchanged by political actors within the ITR provides wiggle room for interpretation and loopholes that subvert the political goals of the ITR. 


� Shirking is a much greater concern in the context of the new tax information exchange agreements (TIEAs), discussed in Part IV, that are generally negotiated between high tax governments and low or nil tax governments (i.e., tax havens).  Tax havens may not have similar reputational concerns because they have traditionally been outliers by creating policies and rules that appear to subvert some of the main goals of the ITR (e.g., by creating rules that offer reduced or nil taxation for ‘international’ business corporations based in their countries).  For this reason, tax havens may sign on to TIEAs without the expectation that they will meaningfully enforce their provisions.


� Nevertheless, “[c]ommitments carry a cost, namely, the sacrifice of flexibility” (Dixit 1996: 62).  The ITR tries to address this cost by preserving a sufficiently flexible process for political exit in event of fundamental non-agreement.  For example, governments are permitted to add ‘observations’ or ‘reservations’ in the Commentary to the OECD model tax treaty where they can omit or modify contentious model treaty provisions when they negotiate their own binding bilateral tax treaties.  Yet to the extent that the ITR reduces opportunities for innovation and experimentation by individual nation states by encouraging overly-rigid commitments, the sacrifice of flexibility may impede long term economic growth (assuming new approaches are superior to the existing ITR-encouraged approach).  Another possibility surrounds the development of a new approach that appears to be in the self-interest of a particular nation, but may undermine the welfare of the collective (e.g., by discouraging long term economic growth).  An example of this unilateralism can be found within recent U.S. reforms to develop its own cross-border tax information collection scheme outside of traditional ITR institutions and institutional arrangements (see Part IV).


� From 1996 to 2001, the OECD e-commerce tax reform efforts generated a series of ‘firsts’ for the ITR that amounted to unprecedented international tax cooperation, including OECD negotiations with industry  to agree to a framework—the Joint Declaration of Business and Government Representatives—to guide the development of new rules as well the analysis of policy options through the publication of discussion drafts from Technical Advisory Groups and Working Parties consisting of tax experts drawn from national tax authorities, industry and academics (Cockfield 2006: 168-169).  For a discussion of how the OECD’s ‘soft institutions’ shape international tax policy, see Christians (2007).  The OECD’s efforts and new processes arguably affected adaptation and restored efficiency by fulfilling, to a lesser or greater extent, the eight steps proposed by Williamson (1999: 333): (1) the occasion to adapt needs to be disclosed, after which (2) alternative adaptations are identified, (3) the ramifications for each are worked out, (4) the best adaptation is decided, (5) the chosen adaptation is communicated and accepted by the agency, (6) the adaptation is implemented, (7) follow-up assessments are made, and (8) adaptive, sequential adjustments are thereafter made.    


� Importantly, Levy and Spiller (1994: 202) describe how, in the context of the telecommunications industry, the credibility of a commitment varies with a country’s political and social institutions.  Similarly, certain governments have developed reputations surrounding over-eagerness to tax cross-border transactions although few will completely renege on their commitment to tax these transactions only in accordance with their domestic tax laws and bilateral tax treaties.  Rather, they interpret these treaty rules broadly so as to try to capture a greater share of the international tax base.


� For a discussion of recent national developments to counter hybrid mismatch arrangments, see OECD (2012) at pp. 15-24.


� From a policy perspective, international tax competition raises several concerns, including:


(a)  if high-tax countries lower their tax burdens to attract foreign investment this may lead to revenue shortfalls and the inability to fund needed public goods and services; 


(b)  if high-tax countries lower their tax burdens on mobile cross-border factors of production like capital then they will have to increase their tax burdens on less mobile factors like workers, leading to regressive tax policy; and


(c) tax competition may lead to a misallocation of cross-border resources as taxpayers make investment decisions based on tax reasons rather than out of sound economic rationales, inhibiting economic efficiency.


� Double-dips take place as a result of section 95(2)(a)(ii) of the Income Tax Act (Canada) where the interest paid by the borrower (based in a high tax country) will be treated as “deemed active business income” and so the profits generated by the financing affiliate can be repatriated tax free to Canada (assuming the affiliate is based in a country that does not impose any income taxes).


� The Supreme Court of Canada, however held that the transactions violated another tax rule within the Income Tax Act—the General Anti-avoidance Rule—that strives to restrict the ‘abusive usage’ by taxpayers of tax laws.  See Copthorne Holdings Ltd. v. Canada, 2011 SCC 63 (Dec. 16, 2011).


� For an attempt to use LLCs in the Canada-U.S. context for tax purposes, see TD Securities (USA) LLC v. Canada, 2010 TCC 186 (Tax Court of Canada), holding that a Delaware LLC was a resident of the United States for treaty purposes, even though it was taxed as a corporation in Canada and as a flow-through partnership in the United States.  The fact pattern in this case took place prior to the 2007 Canada-U.S. tax treaty amendment to deny residency status to certain hybrid business entities (see Article IV(7) of the treaty). 


� See Societe Zimmer Limited v. Ministere de L’Economie, des Finances and et de l’Industrie, Nos. 304715 and 308525 (2010)(Supreme Administrative Court of France), holding that a French commissionaire did not constitute a permanent establishment of its foreign parent corporation under the France-UK tax treaty, in part because, under French civil law, the commissionaire did not personally bind the parent corporations through its contracts with French customers.


� Of the 1,885 companies that lobbied Congress last year for tax loopholes, there were none that lobbied for a general reduction in the corporate income tax rate that is considered to be higher than the international norm.  [cite] A general rate reduction may be accompanied by a broadening of the tax base—as occurred through the Reagan-era 1986 Tax Reform Act—that may actually lead to higher tax burdens.  [cite Altshuler and Grubert 2006; Zodrow 2008; metastudy by De Mooij and Ederveen 2008]


� According to Kleinbard (2011: 704), ‘”[s]tateless income is an inevitable by-product” of international tax norms such as the recognition of certain business entities as separate legal persons and the permissibility of interest deductions that are often taken in high tax countries.


� Prior to the settlement, GlaxoSmithKline owed as much as $15 billion in unpaid taxes to the IRS (Hilzenrath 2006).  It is interesting to note that the Canadian and U.S. governments attacked GlaxoSmithkline’s transfer pricing strategy on a similar basis, namely, that the corporation had allocated too little of its profits (especially profits associated with the intangible assets of drug brand names) to either country.  The very different outcome of this litigation—a loss in Canada and a win in the United States—points to the inherent complexity and uncertainty surrounding the application of different national tax laws to similar fact patterns.     


� Similar principles have been espoused by U.S. courts; see, e.g., Shulkin v. Shulkin (1938), 16 N.E. 2d 644 (Supreme Judicial Court of Massachusetts) where at p. 651, the Court indicated, “It is settled that, where a partner has wrongfully appropriated partnership property, or has made secret profits either in his dealings with the partnership funds, or in transactions which properly come within the scope of the partnership business, he must account for the results to the partnership in order that his co-partners may share therein.”


� For instance, transactional profit split methods, which approximate unitary treatment in many respects, are now considered to be on par with other ‘traditional’ transfer pricing methods instead of, prior to the 2010 amendments to the OECD Transfer Pricing Guidelines, being labeled as non-traditional methods that should only be used when the traditional methods are unhelpful (OECD 2010, at par.__).


� Another way that transaction cost perspectives may assist in optimal rule design and implementation would be to account for transition costs that are frequently ignored when wholesale reform is prescribed (such as transition away from the OECD toward a body based under the United Nations or the World Trade Organization; see, for example Avi-Yonah (2001)).  As noted by Coase (1960: 44), these transition costs or “costs involved in moving to a new system” may make an alternative arrangement ultimately too costly and must be accounted for prior to choosing a new governance mode.   For this reason, Bird (2004) indicates that incremental reform is generally the only politically-feasible way forward for international tax purposes.    


� More importantly, the Commentary on Article 25, Annex, to the OECD model tax treaty contains a ‘sample mutual agreement on arbitration’ clause that tax authorities could use as the basis to develop arbitration procedures.


� Arbitration was actually first introduced in the Canada-U.S. treaty in 1995 although procedures to affect arbitration were not implemented until the 2007 treaty changes.  These changes are now found in Article XXVI(7) of the Canada-U.S. tax treaty.  More detailed guidance is provided in an administrative agreement between the tax authorities of each country:  Memorandum of Understanding between the Competent Authorities of Canada and the United States (Nov. 2010).  Note that while this process is sometimes referred to as ‘mandatory arbitration’ it is entirely elective for the taxpayers and only mandatory with respect to the two governments once so elected.  


� See, however, Blum (2004) for a comprehensive discussion of the issues, including taxpayer privacy concerns.


� In 2006, the OECD’s Global Forum on Transparency and Exchange of Information for Tax Purposes, constituted by the OECD member states as well as over 50 participating non-OECD member states, conducted an assessment of the tax information exchange regimes of 82 countries with the goal of ensuring the implementation of high standards of transparency and information exchange. Importantly, cross-border tax information exchange was also promoted for non-tax reasons such as the need to combat offshore drug laundering and the financing of international terrorism via tax haven intermediaries.  In 2009, the G20 issued a communiqué that its members would deploy counter measures against noncooperative countries and reached agreement with the OECD Global Forum to promote the implementation of TIEAs through monitoring and peer review mechanisms. In January 2010, the OECD announced that all of countries surveyed by the Global Forum have now committed to the required tax standards.  As of 2011, more than 800 TIEAs have been signed.  These developments are discussed in Cockfield (2010: 426-432).


� The National Taxpayer Advocate is appointed by the Secretary of the U.S. Treasury and reports to the Commissioner of the IRS.  	


 


� Dixit (1996: 78-79) notes that “a wise system” allows for some deviation as overly-rigid one may lead to a collapse of the entire system.  FATCA, it is claimed, represents a complete abrogation of existing cooperative agreements and represents a kind of deviation—a ‘fundamental breach’ in contract law terms—that undermines the entire ITR.
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