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Canada - U.S. Free Trade and Pressures for Tax Harmonization

Roger 1. Gordon

To what degree will dropping Lrade barriers ereate pressure on the U.S. and Canada to

harmonize their tax systems? Which aspects of their tax systems will be most affected?

Will this harmonization occur on ils own, as each country finds it in ils cconomic interest

Lo choosc tax provisions resembling those in the other country? When will explicit coordi-

nation of Lax provisions be called for? What pressurcs towards harmonization cxist cven

with existing trade barriers? Addressing these questions is the objective of this paper.
The answers Lo these questions depend to some extent on the degree to which the U.S.
and Canadian cconomies are linked. Even when different cconomics are totally linked, as

are cities and regions in n national economy, these different communities can still main-

tain distinet tax rates and even tax structures. There has developed a large literature
exploring the characteristics of cquilibrium tax structures in this sctting, stimulated by
Ticbout(1956). These models assume that everything and everyone is mobile — implic-
itly, even communily boundaries can adjust. The basic conclusion of this literature is that
competition among communities drives the tax syslem towards one in which each indi-

vidual's or firm’s tax payment closely matches the cost of the services received from the

communily (or Lhe costs imposed on the communily from, e.g., pollution or congestion), &

tax system known in the literature as benefit taxation.! With any other tax structure, de-

cisions in onc communily clearly affect welfare in other communitics, creating the potential

for mtually beneficial coordination of fiscal policics.?

Even before the recent free-trade agreement between the U.S. and Canada, these two

national economies were closely linked. To begin with, the capital markets were highly
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inlcgmlcd, allowing individuals and firms to shift their savings froin one country to the
other without restrictions. Trade in goods was substantial. While migration of individuals
does not occur on a large scale, it certainly occurs. The free-trade agreement will lend
to a further intcgration of the Lwo economics. To what degree will these cconomic links
drive the two tax systems towards a benefit-tax structure? What externalitics ave likely
to remain, creating room for mutually beneficial coordination of fiscal policics??

. To explore this question, the paper proceeds in stages. In section 1, only eapital mobility
is allowed for. What implications docs this link nlone have on domestic tax policies, and
the need for tax harmonization? Section 2 examines what further pressures are created by
free trade in the full range of outputs. Finally, in section 3, labor mobility is allowed for

as well. A brief conclusion ends the paper.

L. Tax implications of capital mobility

This section explores how capital mobility affects the design of tax poliey in each of
the two countries. To explore this question, assume for simplicity that only onc good is
traded l.)clwccn the two countrics. Trade therefore simply takes the form of some of this
good being imported now, in return for an acceplable amount of this good being exported
}mck. as relurn payment in a later period. To shorten the discussion, I will ignore Lhe
implicalions of risk or inflation.

r Without Laxes, capilal would flow belween the two countrics until the rate of return
‘o i . .
’ :;l:::r ;l.;x-xg‘:,r:l:::: cl::::r:"n: :I:: :I::j“ Let i} represent the rate of return on asset a
! ey ¥, the return on all assets would be equalized
m‘cqq.uhln-nun, so that i% =i} for any assct a in country 5 and assct b in country k. Given
this, investors would be indifferent between investing in domestic or forcign capital, and
between invesling in different types of financial sccurities. '
‘Tl:c cquilibrium ownership structure of sccurilies, and the cquilibriwn allocation of
capital, can be affected in many ways by the tax systems in the two countries. The
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income is dircctly subject Lo lax in Lthe country in which it is located, under the corporate

tax.* I the owners of a corporation reside in the same country, then they are laxed as

well on the income they reccive from this investment under the personal income tax.’ For’

forcign owners of the firm, however, the tax trealment is more complex. Payments may
first be subject Lo a withholding Lax in the source country. If the owner is an individual, the
pre-withholding-tax income is then taxable in the home country, but with a credit for any
withholding tax. If the owner is a corporation, the pre-corporate-tax income underlying
the payments is subject Lo tax in the home country, but with a credit for any taxes already
paid on this income.® Finally, payouts to the ultimale individual owners are also Laxed.
Whal pressures does capital imobility create, given the existing tax system? To simplify
the discussion, I will initially assume that income from capital is subject to corporate taxa-
tion only in the source country, and that income to individuals from capital is taxable only
in the country where they reside. In cffect, this ignores withholding taxes and corporate
surtaxes on repatriated income.” The discussion will start by examining the implications
of capital mobility for residence-based taxes such-as the personal income tax, then turn
Lo source-based Laxes, such as the corporate tax. Finally, the discussion will rcturn to
explore the implications of capital mobility for withholding taxes and corporate surlaxcs,

and explore the implications of Canada's dividend-credit scheme.

A. Capital taxation under the residence principle

In principle, under a residence-based tax cach country taxcs the capital income of its
own residents at accrual, regardless of where this income is carncd, but does not tax the

income of nonrcsidents cven when they invest in local securitics or in local real capital.

For simplicity, the discussion ignores noncorporale firms,

3 . .. . .
[n Canada, there is a dividend credit, reducing the extent of the double taxation inherent in this tax

structure.

 In all cascs, the credit is not refundable, so is limited to the amount of taxes due in Lhe home country
on that income.

T This tast assumption may not be that unrcasonable, IHincs-Hubbard(forthcoming) provide evidence
that at Jeast U.S, multinationals pay littlc or no U.S. laxcs on thcir repatrinted earnings,

Let the effective tax rate for residents of country j on income from assct a in country k

]

be . Then, equilibrium for investors residing in country j requires that 1§(1 ~ l;i)

(1 - t:’-‘.), while equilibrium for investors residing in country k requires that i}(1 —(3;) =
it(1-1¢4,). As emphasized in Slemrod(1988), these two equilibrium conditions cannot hold

simultancously unless
1-t3  1-1;

- ~1=p.
1-th  1-13

(1)

. for all asscts a and b. Given cquation (2), investors will ngain be indifferent between

‘ investing in any of the available financial securilics. Firms would then seck the cheapest

form of financing, given the resulling pre-Llax rates of return on different financial securitics.
If cquation (1) docs not hold for all assct pairs, however, then lax arbitrage possibilities

exist enabling investors to rearrange their portfolio holdings to reduce tax payments. Each

" investor has the incentive to reduce his holdings of asscts Lhat are taxed relatively heavily

in his country and increase his holdings of asscts that are taxed relatively lightly. In the
process, inveslors save on taxes. If investors can own negative amounts of some asscts and
can deduct the required payments,® then this rearrangement of portfolios can in principle
continuc without limit,” though risk considerations presumably limit the extent of this
arbitrage.

Of course, similar arbilrage possibilities can arise even in a closed c‘con'omy."’ In fact,
Gordon-Slemrod(1988b) found that in 1083 in the U;S., as a resull of such arbitrage, the
atlempt lo Lax the return to savings and investment resulted in a slight net loss in tax
revenue — interest deductions more than offset the taxable income generated by both real
and financial investments. Countrics in practice seem to recognize arbitrage opportunitics
gradually, and then attempt to climinate ihcm casc by case. For example, in the U.S.

individuals arc not allowed to deduct interest when they borrow for the purpose ol buying

8 For example, borrowing implics o ncgative holding of bonds and intercst payments are normally de-
ductible,

’ Technically, this requires that each investor be able to “go short” in at least onc assct, deducting the
payments from taxable income, and that each investor be taxed relatively more heavily on the assct he

gocs short in,

10 See Stiglitz(1985) for a number of examples.



a tax-exempt bond. But this is just an example of a wide varicly of possible forms of
tax arbitrage, and enforcement of even this restriction is very difficull. Under the 1956
lax reform in the U.S., a broader atlempt was made to limit arbitrage possibilities by
restricting interest deductions, cxcept for businesses, and restricling taxpayers’ ability to
deduct losses more generally.'' When this arbitrage takes place across borders, detecting
and dealing with it is that much more difficult.

Ifinvestors in each country can "go short” in the appropriate assct, then capital-income
taxation collects significant revenuc only if these arbitrage possibilities are closed off, which
requires that equation (1) be satisficd for all pairs of assets. An agreement between the two
countries on relative tax rates could occur implicitly as well as explicitly. Neither country
would want to deviate from a common set of relative tax rates, since doing so would open
up arbitrage opportunitics for investors in both countrics — any set of relative tax rates
would be a Nash equilibrium. However, both countries may gain by jointly agreeing on
a particular set of relative tax rates. The normal presumption has been that a “neutral”
tax system, under which income from all asscts is taxed at the same rate, is the most
attractive.

If no deductions are allowed for payments on debl or other “short” positions, then
a country would never lose revenue from taxing capital income, even without agrecing
with the other country on the relative tax rates on different assets. Equilibrium portfolio
holdings in each country would still depend on the tax policies in both countries, however,
making welflare in the two countries interdependent. Coordination of relative tax rates
would still in principle be justified. However, as shown formally in Gordon(1986), cach
country acling in isolation would have the incentive to sct its tax rates so that its residents

invest in the sccurity paying the largest amount pre-tax. This is accomplished simply by

equating the tax rates on all assets, so that ;= l;,‘,, regardless of the tax policy chosen
in the other country. Therefore, a “ncutral” tax system may well be the Nash equilibrium

as well as the optimal policy chosen after full coordination.

1 . . . . . .
Oune apparent response has been an increasein corporate borrowing, since corporale interest deductions
are still allowed.

Given any agreement on relative Lax rates on different assets, cach country could then
choose independently the absolute level of its tax rates without epening up arbitrage
opportunilies. Ench country's policies affect the wellare in the other country only through
any resulting cl\‘:\ngcs in the market interest rate. If each country is small relutive to the
world capital market, then these changes will be small, implying no important externalitics
when choosing the absolute level of residence-based capital income tax rates. The U.S,,
however, is not plausibly small relative to the world capital market — it has the incentive
to reduce its borrowing from foreigners in order to reduce the market interest rate, thereby
reducing the inlerest payments on ils existing debt. Given that Canada is a net debtor in
the world capital market, a reduction in the market interest rate would be bencficial for
Canada, a benefit ignored by the U.S. in designing its own policies.'? In particular, under
optimal policies the U.S. would be indifferent to borrowing yet less, but Canada would

gain from the resulting fall in the interest rate. This creates the potential for mutually

" beneficial agreements on Lax policy.

Use of a residence principle for capital income taxation leads to a major problem with
tax enforcement, however. Wilhin a country, firms and institutions which pay dividends
and interest can be required Lo report the names of the recipients, and how much they
receive, to the local tax authorities. A country has no dircct way to require forcign firms
and institulions Lo make such reports. But if the Lax authorily reccives no information
dircetly about the capital income reccived by its residents from forcign sources, then it will
find it extremely difficult to enforce the taxes due on this income. Reporting income from
asscls owned abroad in effect becomes voluntary, and normally investors do not knowingly
make voluntary tax payments. If in practice savings invested nbroad is tax free, then all
savings becomes lax frce — investors can invest through a foreign financial intermediary
in all assels, including domestic assets. In fact, they may be able to borrow domestically,

deduct the interest, then invest the funds abroad tax free.

" Changes in the market interest rate have further effects on efficicncy Lo the degree to which choices were
not cfficient initially due to distorting taxes. In parlicular, if income from savings were taxqcl, !.lu:n‘ any
resulting decrease in suvings reduces wellare. A change in the market interest eute also hins distributional
consequences which may be of concern to the govenunent,



Can this enforcement problem be solved through suitable cooperalion between the
two countrics? Scveral approaches might be suggested. The two countrics could, for
cxample, agree Lo sharc information provided by firms and institulions regarding the names
of recipients of capital income. Another alternative would be a joinl agreement Lhal
invesbinents by [oreign residents be channeled through foreign financial intermediaries.
The financial intermediaries in a country would then have information about the world-
wide investments made Ly local residents, which they could then be required Lo report Lo
the local tax anthoritics.

Any such agrcement would allow each country to tax the capital income of its residents,
5o would appear to be mutually beneficial. However, given Lhe disparily in the sizes of
the two countries, Canada may have the incentive lo refuse to cooperate. Without the
agreement, the relatively huge number of U.S. investors could flock to Canada hoping
thereby to evade U.S. Laxes, The resulling gains Lo the Ganadian cconomy, whether or not
the gains arc taxcd, may well morce than offsct the losses Lo Canada from not being able
Lo tax the capital income of Canadian residents. If so, the U.S. would need to compensale
Canada in order Lo sccure any such agreement.

Any such agreement would be futile in any ease, given that any third country, c.g.
Swilzerland, ean ngree Lo facililate the tax evasion of U.S. or Canadian investors. Such
a CO\Iﬂll'y CO\I'(‘ OPCI\ ;'.S own nl\i\l\(‘.;f\‘ ;I\lCI"lnC(“;\l"CS ‘.0 fOI'C;B“ (lcpos;tors, i\l\l‘ l'cf\lSc "0
share informalion with other countrics. The income to forcign investors working through
these financial intermediarics would again be tax cxempt in practice. This small country
can tax away some of the gain Lo investors [rom giving them a tax exempt outlet for their
savings, and still altract funds.!® By refusing Lo cooperale with other countries, il may nol
be able Lo Lax the capital income of its own residents, but if the country is small enough

that wonld be a minor consideration, !

9 Comnpetition between these countries would drive any tax down Lo zero, however.

31 Sce below, however, for a discussion of use of source-bascd taxes to help enforce residence-bascd Lnxes,

Tazation al Repalriation

Even il a counlry eannol independently detect capital income earncd abroad by its
residents, it may be able to delect income as it is repatriated through monitoring all
deposils in domestic financial intermediarics, or through auditing of individuals whose
expenditures clearly cxceed their cash flow. What happens if a country simply taxes
capilal income at repatriation. If repatriated income is taxed at the same rate, regardless
of the date of rcp:\lriation, then the prcscnl value of lax p:\)'mcnls is the same rcs:\r(ncss
of the repatriation date, discounting at the rate of rcturn carncd abroad,'S The tax on the
relurn Lo savings becomes instead a one time fee to investing abroad, Repeated movements
of funds back and forth arc thercfore discouraged. However, cconomic repalriation may be
possible without triggering the repatriation tax. For example, the inveslor may be able to
borrow at home, possibly using the forcign assets as collateral. The borrowed funds can be
used Lo finance any desired cxpcn("hlrcs at ]lomc' and in fact lead to further tax snvings
Lhrough interest deductions. The U.S. tax law has evolved over time, trying to closc off
such devices for avoiding the repatriation tax, but doing so is very difficult. If repatriation

can in fact be postponed indefinitcly, then savings would remain cffectively untaxed.

B. Capilal taxation under the source principle

Under a source-based Lax, each country would Lax the return to real capital located within
its borders, with rates pechaps var ying by type of real cnpitnl,m If in country j the rcturns
lo asscl a arc taxed at ratc t then in cquilibrium =)= it (1 = (}) for all nsscts a
and b, Since this condition is the same for investors in each country, allowing for capilal
mobility doces not create additional complications when characterizing the equilibrium.
What can be said aboul the oplimal source-based capital income tax rate? Diamond-
Mirrlees(1972) argued that when all excise taxes can be uscd flexibly, and when there are
no pure profits, then the optimal tax system will lead to cficient production. In particular,

il a country is a pricc taker in the world capital market, then efficient production means

15 Hartman(1985) emphasized this point,

16 .. . . . .
Tax rates might also depend on the form of the financial claim to the real capital income.



that investment occurs until the marginal rate of return equals that prevailing on the
world market. Therefore, in such a setting, the oplimal source-based capital income tax
rate should be zero. The intuition underlying this result is very simple: In a small open
cconomy, a source-based tax on capital cannot be borne by capital, since capital-owners
will not invest in the country unless they earn the same return as they earn elsewhere.
Thercfore, the tax ullimately must be paid by immobile factors, presumably land and
labor. But in that case, a direct tax on these factors would dominate, since it would have
the same incidence yet not distort the international flow of capital.

What if Arins can earn a rate of return above the world rute? Within a closed economy,
a tax on pure profits, as occurs under a cash-flow tax, docs not distort allocations, so is
attractive on cfficiency grounds.!” In an open cconomy, however, pure profits may also be
mobile. For example, if the profits are tied to technology rather than location, then the
ﬁr‘m will locate production bascd on economic conditions in the available countries. An
open cconomy would then be able to extract rents from the firm only to the extent to which
the country provides locational advantages greater than exist elsewhere. A small country
presumably provides at Lest small advantages, implying based on the same rcasoning as
bl(.-furc that the aptimal tax on these pure profits is close to zero.'®

The Diamond-Mirrlces argument also implics, however, that a large open cconomy
will wish to equate the domeslic marginal product of capital to the marginal cost to the
country of extra funds on the world market. As a result, a country such as the U.S.
which is large relative to the world capital market has the incentive to take advantage
of this market power by restricting net capital flows. Given that the U.S. has recently
been a net borrower in the world capital market, this would imply taxing investinent in
order to reduce net borrowing. DBefore the 1980's, when the U.S. was a)cnpitnl exporter,
the incenlives would instead have been to subsidize investment to restrict capital exports.

Canada does not plausibly have market power in the world capital markets, so should not

T See, for example, Mirclees(1972).

18 1f the profits arise from control of a patent, then the patent right itsell can be relocated to a tax-free
country, and the pure profits paid in the forin of a tax-deductible license [ee to this country, with no

change in the location of production.

atlempt to change investment incentives.!®

What about the evidence in Peldstein-Horioka(1986) that savings and investment rates
in OECD countries are highly correlated, suggesting only limited capital mobility? This
evidence may well be consistent with all countrics having market power, leading them to
wish to restrict net capital flows, For example, if the goods produced in different coun-
Lries are not perfect substitutes, then borrowing from abrond could involve substituling
forcign-produced for domestically-produced consumption goods to free resources for new
investment. The debt is repaid by exporting domestically-produced consumption goods in
the future. But the shifting relative demands for domestic and forcign output can change
relative prices, in effect changing the lime path of the exchange rate, creating incentives
to reduce Lthe extent of capilal-account imbalances.20

Except as a means to take advantage of monopoly power, arc there any other ways of
explaining the continued though relatively minor role of corporate taxes in the U.S. and
Canada? One traditional rationalization for the corporate income tax is that it is neces-
sary to prevent wholesale avoidance of a residence-based tax on cquity income, given the
favorable treatment of accruing capital gains under existing tax systems. This argument is
appropriate only in a closed cconoiny, however, where domestic sharcholders can be Laxed
indircctly on their accruing capital gains through imposing a corporate tax on domestic
corporations. In a small open cconomy, the rate of return carned by domestic residents
on their savings, before personal taxes, is set by the world market so is unchanged by a
domestic source-based tax.

A related argument is that the corporate tax prevents avoidance of the domestic
tax on labor income, at least in closely-held corporations, Without the corporate tax,
sharcholder-employces in such firms have the incentive to leave their lnbor carnings in the
firin, thereby allowing their shares to increase in value. When they need cash, they can
simply scll some of their shares in the firm, paying tax on the accumulated gains at the

more favorable capital-gains rate. A cash-flow tax on corporale income at the snme rate

19 .
: Sm(Cortlon-Vn.rlm!(l989): howe.vcr, for an argument that even small countrics may have market power
with respect to equity issucd in their country, due Lo its idiosyncratic risk.

20
Sce Gordon(1988a) for further discussion,



as the labor-income Lax rate would climinale this opportunily, though it might discourage
firms carning pure profils from locating in the country. A betler alternative, at least in
theory, would be to shifl from a labor income tax to a consumplion tax. Given the ap-
propriate teeatment of bequests, both have the same lifetime incidence, but consumption
may be casier to mcasure.

Certainly il a firin imposes costs on the public scclor through use of public services and
facilitics, then user fees would be appropriate, cven in the Diamond-Mirrlees sctling. It is
diflicult Lo juslify a Ltax on capilal income bascd on this rcasoning, however.

These arguments together suggest that at least a small open cconomy should not make
usc of source-hascd capital-income Lixes. However, source-bascd capital-income Laxation
in onc country imposes clear externalilics on other countries, suggesting that countlries
may gain by jointly ngrecing lo use source-based taxes. In particular, when one country
raises ils source-based capital-income tax, capital flows to other countrics raising wigc
rates in these other countrics and raising tax revenuces if these countrics also usc source-
bascd capital-income taxes. In fact, a uniform capital-income Lax at source is equivalent
to a unilorm tax based on residence. While a residence-based tax is very difficult to
enforee, given Lthe government'’s lack of independent information about capital income
carned abroad by its residents, enforcement of a source-bascd tax in theory should be
much easier since any activity within the country can be monitored by the tax authoritics.
Therefore, countries may well find it attractive to jointly tax capital income ab source as
a mcans of taxing indircctly the capital income carncd by their residents.?' The U.S. and
Canada together, however, are not much larger relative to the world capital market than
the U.S. alone, suggesting that the room for Parcto-improving gains between these Lwo
countrics alone may be quile limited.

Furthermore, source-based Laxalion at least of multinational firms has its own enforce-
ment problems. There are many ways in which a mullinational can shift accounting profits

towards the country which has the lowest statutory tax ratc, cven without changing the

2 See Giovannini-Ilines(1990) for a discussion of how transfers might be made between governiments so
that the allocation of revennie among countrics would be cquivalent to that arising under a residence-basald
tax.,
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location of rcal activity. The casiest approach is probably through manipulation of the
transfer prices assigned lo goods and scrvices moving between firms within the multina-
tional. Similarly, the multinational can locate patents for new technology in the country
wilh the lowest tax rale. Yet another approach is Lo do the bulk of the debt financing for
the multinational in the country with the highest tax rale, using perhaps as collateral the
asscts located in other countrics. Governments have litlle abilily to monitor the diverse
nalure of Lransactions within a firm, and can cffectively challenge only a small fraction of
these schemes.

Given that multinationals can quickly and casily shift taxable income towards those
countrics with the lowest stalutory tax rale, each country has a strong incentive Lo cut
ils statulory lax rale in order lo benefit from this process. Tax competilion then drives
statulory lax rales Lowards zcro even if the location of real activity is not very sensitive
Lo relative tax rales. '

The above discussion of optimal tax policy assumcs that capital is fully mobilc in
responsc to diffcrences in rales of return. Once capital is invested in a country, however,
it is diflicult Lo move even in response to high tax rates. Therefore, while the amount of
new investment may be very sensilive Lo tax rales, the amount of existing capital may be
virtually fixed. As a result, at any dale a country has an incentive to scize any existing
capilal but then to promise never Lo do Lhis again, so as not Lo discourage new investment.??
Asuming it can make such a binding promise, then by the above argumeuts it would choosc
never to Lax new investiment., But governments have no way to preconunit their future tax
policy. Il no commitment has been made, then once new investinent occurs and the capital
has become immobile, the country again has the incentive Lo scize it. This is known as the
“lime consislency” problem. Perhaps, reputation effects inhibit even the initial scizure of
capital. Alternatively, the country can subsidize initial investinents to compensate for the

taxes thal inevitably will be collected from this investment at a later date, regardless of

what may be promised.

27 “The same incentives can cxist even with taxation based on residence. For cxample, if forcigners have
large holdings of domestically issucd bonds, then a government has the incentive to unexpectedly inflate

Lhe currency, thereby wiping out its debt to forcigners.

12



C. Capital income taxation under the current law

So far, we have ignored the incentives created by cxisting tax treaties. Given these reatics,
how docs the forceasted behavior of cach government change? What joint tax structure
would be foreeasted to arisc? Comparing this Lax structure with that which arises without
these tax treatics, doces cach country plausibly gain from signing the tax treatics? Existing
tax Lreatics affect the taxation in the home country of both portfolio income earned abroad
by domestic investors and corporate income repatriated from forcign subsidiarics by a
domestically-based multinational. In cach casc, the home country allows a tax credit for
particular Laxes paid abroad, whercas our previous discussion assumed that foreign tax
payments were deductible,

One further complicalion ignored in the previous discussion was the usc of a dividend-
credit scheme in Canada. The incentives created by this scheme are complicated enough

that they merit a separate discussion.
Withkholding tazcs on porifolio income

Let us begin by examining the cquilibrium use of withholding taxes on portfolio income
carned by forcign investors. Existing tax trealics require a tax credit in the home country
for withholding taxes paid on portlolio income accruing in the host country, with a maxi-
mum credit equal to the taxes due on the income in the home country. If the treaties did
not also specily the rate of withholding tax, how would cach country respond?

Assume first that tax cvasion is not a problem, so that each country can cffcctively
tax income earned by domestic residents from forcign portfolio holdings. Consider first
the incentives faced by a small host country. Since a withholding tax does not affect
the net-of-tax carnings of forcign inveslors, as long as the withholding tax rale remains
below the domestic tax rate faced by ‘these forcign investors on their portfolio income,
the tax produces revenue without any loss to domestic residents. Thercfore, the host

country should choose to raise this tax rate at least up Lo the foreign tax rate.?? If the

2 With a diversity of forcign tax rates, the story becomes a bil more complicated, since the country is
no longer a price-taker in the world capital macket.
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tax rate is raised further, however, it does discourage capital inflows, and the Diamond-
Mirrlees reasoning still implics that a small open cconomy would not choose to impose

such distortions. !

How would the home government behave, given this forcign withholding tax rate? In
ongoing work with Vitor Gaspar, I have shown under standard assumptions that the home
country would never choose a tax rate on the portfolio income of domestic residents cqual
to this forcign withholding tax rate — the optimal tax rate could in principle be cither
lower or higher.?® When the tax rate is below this point, raising the tax rate affects
the net-of-Lax rate of relurn only of domeslic investments, so quickly drives investments
abroad. When Lhe tax rate is above this point, however, a tax increase nffects forcign and
domestic holdings equally, making tax increases just above the forcign rate more attractive
than tax increascs just below the forcign rate. This implics, at least in theory, that there
is no Nash cquilibrium sct of tax rates.

Without tax cvasion as a problem, I argucd above that residence-based taxes should
create few externalitics, implying little gain from coordination. Thercfore, even if the Lreaty
led to a clear outcome, it would be very unlikely that this outcome would be prefecred by
bolh countrics to the situation without the treaty.

What if investors can casily evade domestic Laxes by investing through forcign financial
intermediaries? Then, domeslic investors can always avoid tax by investing abroad, so a
withholding tax is simply a source-bascd tax, and by the same arguments used above we
conclude that a small apen cconomy should not impose a source-based tax.

Why then do countries impose withholding taxes? One possible cxplanation is that
cach country's cquity is a unique asset, if only because it provides risk-diversification not
available elsewhere. In that case, each country would have the incentive Lo take advantage
ol its monopoly power by, for example, imposing a withholding tax on payments to forcign

cquity-holders.26 What if those paying this Lax include domestic investors buying through

24 As noted before, a large open cconomy would set its taxes to take advantage of this marketl power.

23 Bond-Smmuclson(1988) find, under different assumptions wlnich allo‘w cach country to Lax domcfli;;
and forcign income at different rates, that equilibrium tax rates will be high enough to cul off any capita

flow.

26 or further discussion, sce Gordon-Varian(1989).
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a foreign internediary lo cvade domestic taxes? Imposing a withholding tax remuins
atlractive as long as taxing capital income would be part of the desired tax system.?

If the only motivation towards imposing withholding taxes is Lo take advantnge of mar-
ket power, then there would be a joint efficiency gain from reducing these trade distortions
by jointly sctling a low ceiling for withholding tax rales. Since Canada would presumably
gain more, given the much greater market power of the U.S., such an agreement may in
practice require Canadian concessions on other trade issucs.?®

Why would any withholding tax be allowed by such a treaty? One possible explanation
is the following: 1f domestic investors find use of forcign intermediaries more expensive,
then the casc of tax evasion results in an efficiency loss through use of more expensive
intermediaries. A withholding tax can induce domestic investors Lo invest instead through
domestic intermedinries and pay the residence-based tax, resulting in an cfficiency gain

through the reduced cost of financial intermediation,
Corporale lazalion of repalrialed earnings

Previously, T argued that source-based tax rates would be at or near zero in Nash
cquilibrium. How do existing tax trealies dealing with repatriated corporate earnings
change the equilibrium behavior of the two governments? Lel us ignore initially the effects
of taxation at repatriation rather than at accrual and assume that all capital flows are
direct investments by multinational corporations.

Under the provisions of the tax Lrealy, a source-based Lax assessed just on foreign divect
investment does not affect investinent incentives as long as the source-based tax rale is

below the corporate tax rale in the multinational’s home country. Therefore, cach country

2T e withholding tax also reduces the incentive to use foreign financial inlcrmediqril:-s. leading to
potential clficiency gains if domestic inteemediarics are more elficient at handling domeslic investments.

28 Such an agreement conld require coordination of withholding tax rates with respect to third countrics.
Otherwise, the optimal Canadian withholding tax rates toward third countries would presumably be low,
given the limits on its market power. As a result, third partics could then purchase U.S. cquily through
Canadian financial intermediaries, paying two rounds of low withholding tax rates as the funds travelled
from the U.S. to Canada and then to the third country, rather than paying the highcn; U.S. withholding
tax rate that applics to that third country.

has the incentive to sct its source-based corporate tax rate on forcign direct investment
cqual to the corporate tax rate prevailing in the other country.

The incentives faced by the host country do not end here, however. Since a multina-
tional pays the same tax rate, regardless of the location of an investment, the before-tax
rate of return on investinents in the Lwo countries would be cquated. However, when one
country acquires funds (rom the other country, it pays the net-of-tax rate of return on
these funds, as a result of the source-based taxes. A small open economy would thercfore
want lo equate the value of the marginal product of capital with this net-of-tax rate of
return paid for funds acquired from abroad, or earned on funds invested abroad. In order
to induce firms to equate the marginal product of capital with the net-of-tax cost of funds,
the government could provide a suitable direct subsidy Lo new investment.?? This subsidy
produces the desirved result as long as it is treated as extra income rather than a reduction
in the creditable tax payment under the tax treaty.3?

What arc the incentives faced by the home country? The Diamond-Mirrlecs results
still show that the home country wants to sct the marginal product of domestic investment
cqual to the cost of funds on the world market. For a small open cconomy, this still requires
that no taxes be collected on forcign earnings, so requires Lhat the domestic tax rate be at
or below the foreign tax rale’!

Given that multinationals are based in both countries, each country is both a home
CO\\I\‘-l'y E\I\(l a l\OSL CO\II\L"y {()l' some ;nvcslmcnt. " Ll\c sine COI‘POl'i\..c ti\x rale (\PP"CS to
both, then the combined incentive is Lo set the corporate rate equal to the rate prevailing
in the other counlry. Any common corporale tax rale could be a Nash cquilibvium. If
one counlry, e.g. the U.S., acts as n Stackelberg leader, then it can choose the common
corporale Lax rate. What rate would it choose? Given thal the counlries together are net

borrowers in the world capital market, it would ‘want a positive corporale lax rate to lake

20 e appropriate subsidy rale would be t/'/(1 = t), where € is the residence-based tax rate, nnd /' is
the marginal product of capital,

3% For further discussion, sce Findlay(1986).

an T . - . . . .
Tor simplicity, this assumes that the definition of taxable income is the sume in the two countries. For
a discussion of complications which arise when this is not the ense, see Leechor=Mintz(1990).



advantage of the combined market power of the U.S. and Canada. The tax treaty therefore
should lead to greater usc of source-based taxes than would occur without the tax trealy.
Since the U.S. would prcsmnnbly. not lake into account Canadian preferences concerning
the overall level of corporate tax rates when sctting its corporate tax rate, there may still
Le gains from dircet coordination of Lax rates.

How do the results change if we take into account that investments made through a
forcign subsidiary are laxed only at repatrintion rather than at accrual? As Jun(1987)
shows, postponement of realization drives the cffective tax rate on the initial cquity in-
vestment down towards (and in the limit cqual to) the tax rate in the host country, while
Uartman(1985) argucs that for investments financed by retained carnings, the effective tax
ralc is simply the host-country tax rate. But if Lthe cfective tax rate is the host country
tax rate, then a small open host country would not choose to impose such a tax.

What happens if eapital flows to foreign firms can Lake the form of portfolio investments
rather than just direct investment by foreign subsidiaries? Funds can flow from the home
country Lo the host country cither by dircct investinent by a multinational, which itsclf is
owned by home-country individuals, or clse by purchasc of cquity in host-country firms by
hiome-country individuals. In cither casc, the same host-country corporale laxes are paid,
and home-country individuals owe tax at the same rate on the net income they receive.®?
The key difference is that with direct investment by a multinalional, supplementary taxes
might be owed to the home country. If so, portfolio investment is preferred for tax reasons.
Il there are no nonlax reasons favoring direct investment, then supplementary taxes would
never be paid at repatriation, and a small open host country would thercfore not impose

a source—bascd tax.
Dividend-credit schemes

What incentives are created by the presence of the dividend-credit scheme in Canada?
Most of the discussion of the effects of such a scheme assume a closed economy. DBut as

Boadway-DBruce(1989) emphasize, the cffects of the scheme are very different in an open

3 his ignores the dividend-credit scheme available in Canada for income from domestic corporalions.
Sce below for further discussion.

cconomy. For simplicily, assume that the scheme provides full integration of the corporate
and personal Lax systems, and assume to begin with that the Canadian corporate tax rate
is below the U.S. corporate rate.

When Canadian corporations invest in the U.S., they must pay U.S. corporate taxes on
their forcign carnings. When the earnings are repatriated, no corporate surtax is due, but
sharcholders still receive a dividend crédit based on the difference between their personal
tax rate and the Canadian corporate tax rate. If the corporate tax rate excceds the
personal Lax rate, then on net Canada provides a subsidy for direct investment by Canadian
mnll.innl.ion[:\ls in the U.S., and thereby raises the return to savings in Canada above the
return available in the world market.” This subsidy is not awailable when Canadinn
individuals buy shares in U.S. corporalions, so this scheme favors direct investiment over
portfolio investment. .

Ilow docs its presence affect the cqui!ibrium corporate tax rates? As a home country,
when Canada raises its corporate tax rale it increases the subsidy it gives Lo investments
by Canadian investors in the U.S. The Diamond-Mirrlees result still implics that Canada
would want to equate the inarginal product of capital in Canada with the rate of return
available on the world market. To do so now requires that the corporatc tax rate be zcro.
As a hosl country, however, Canada would still wish to sct its corporale tax rale cqual Lo
the U.S. rate. Therefore, on net Canada would prefer a tax rate below the U.S. rate.

The U.S., as Stackelberg leader, would now have to take into account that Canada
will keep its corporate tax rate below that in the U.S. This certainly affects the optimal
tax rate in the U.S., and implies that capital will not be allocated efficiently between
the two countrics in cquilibrium. As a result, there would be a further gain from direct

coordination of tax rates.

J? Spccil.'\c:\lly, under the dividend-credit scheme, sharcholders recciving a dollar of dividends are credited
with earning 1/(1 = 7c) in pre-corporale tax profits, where rc is the corporate tax rate. On this income,
llncy_ow‘c' personal Laxes al rate te, but reccive a credit for corporale taxes alrcady paid, implying a net
tax liability of (e — 7c)/(1 = rc). By assumption, {¢ < re. If income Y is repatriated from forcign enrnings
and generates no corporale surlax at repatriation, then net tax payments in Canada on these carnings are
(te = 7e)/(1 = 7)Y < 0, implying s subsidy to foreign investment.
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2. Tax policy given free trade ,

Based on recent agreements, all Lariffs and most nontarifl barriers to trade belween the
U.S. and Canada will be climinated by 1998, What implications will this policy change
have for the domestic lax structure in each country?

Assume Lo begin with that each country is free Lo use tarifls, but that trade is not
otherwise restricted. As noted above, Diamond-Mirrlees(1971) showed that a small open
economy which imposes excise taxes on all goods would choose to produce EMiciently under
an optimal tax system. This implies that it would choose not to distort trade patterns. As
emphasized in Gordon-Levinsohn(forthcoming), however, this does not necessarily imply
that a country would avoid use of tariffs. In particular, the cffects of an excise tax on
a parlicular good can be duplicated by a production tax and an illlp?rt tariff or export
subsidy on that good. It may be that it is easier to administer a combination of a tariff
and a production lax, al cqual rates, on some goods than to administer an excise tax on
these goods. Both have the same economic effects, and neither distorts trade patterns.®!
To the degree that tax or other policies distort relative output prices, then optimal policy
would involve undoing these distortions al the border through suitable export taxes and
subsidies.

Of course, if a country does have market power in a particular good, then it will want
to take advantage of this market power, as shown in Lhe oplimal tarilf literature. lowever,
doing so does nol require use of explicit Larills, since again the combination of a production
tax and a consumption subsidy have the same effects.

One of the main source-based taxes in the U.S. and Canada is Lhe corporate income tax.
This tax raiscs the prices of corporale relative to noncorporate goods, and alters relalive
corporale prices duc to differences in capilal-output ratios and due to idiosyncracics in
depreciation and other detailed provisions in the tax law, Under optimal tarifT policy in a
small conntry, these dislortions would be offsel at the border.

Domestic regulations may also distorl relalive prices, creating the incentive Lo use

LarifTs to offsct these distorlions. For example, ngricultural price supports lead food prices

3 Tyade distorlions nre present in this argument when the tax law favors purchases of goods produced

in a particular loention.

to differ from marginal costs, justifying export subsidies on these products. Similarly,
the U.S. lumber industry may face a below-market price for use of the National Forests,
leading lumber prices to be below marginal costs and therehy justifying export laxes.

The Canadian sales lax also creates nontrivial distortions Lo the relative prices of
imported vs, domestically produced goods, as reported in Dodge-Sargent(1987). Since it
is imposcd at the wholesale rather than the retail level, the nmount of tax collected on n
finished product depends on the number of transactions Lthit occur between firms at the
wholesale stage. To some degree, industries can change how Lhey organize their production
in order to minimize the total sales tax payments that arc incurred, but doing so has its
own costs.

What will be the implications for source-based taxes, and regulatory distortions, of the
free trade agreement between the U.S. and Canada? This agreement will have no economic
cffect if each country can costlessly offset this change Lhrough a snitable modification to its
domestic Lax struclure as it applies specifically Lo income flows between the two countries.
To compensate for the drop in tariff or nontarifl barriers for a particular good, each country
could compensale by cutting the domestic tax (increasing the subsidy) ou production of
thal good and increasing the sales tax rale on consumplion of that good. To avoid any
cconomic changes, tarifls between the U.S. or Canada and third countrics would need Lo
be suitably readjusted.

These compensating readjustments in the domestic Lax system, to neutralize the c¢ffects
of the free-trade ngreement between the U.S. and Canada, are substantial and awkward. If
they cannol be done, then source-based taxes on production will become more costly from
cach counlry’s perspective, since the resulting distorlions Lo the trade paltlern between
the U.S. and Canada can no longer be neutralized by suitable border distortions. Civen
the large volume of Lrade belwéen the two countries, these distortions will be nnportant,
crealing significant pressure Lo cut distortions lo the relative prices of different goods Lo
maintain an efficient composition of trade. Similarly, regnlatious which distort relative
oulput prices become much more costly,

Various responscs Lo these pressures are possible, For one, policy distortions to Lhe
relative prices of domestic ontput can be reduced by “leveling the playing field” by climi-

nating differences in the effective tax rates on different industries. 11 the Lax system raises



the prices of all domestically produced goods by the same percent, then the exchange
rate between the Canadian and the U.S. dollar would simply readjust, leaving trading
incentives unchanged. Such a shift in the Lax system in each country has been occurring
recently in any case, whether or not connected to the U.S.—Canada [ree-trade agreement.
To the extent that regulations create price distortions, ¢.g. various agricultural programs
designed to raise crop prices artificially, then cach country would face competitive pressure

Lo redesign these regulations to “level the playing ficld” between these sectors and other

domestic industries.

From the perspective éf the two countries together, however, as long as any particular *
industry is equally favored or disfavored by the tax/regulatory system in both countries,
no policy distortion to trade patlerns is crcated. In some cases, harmonizing the relative
tax rates on different industries in the two countrics may be easier or more desirable than
allowing competitive pressures to undermine rate differences across industries which cach
country might in principle have desired.

Coordination between the two countries can also affect the size of tarilf barriers with
respect Lo the rest of the world. Together the two countrics have more market power than
cither country has in isolation, particularly in goods such as lumber or wheat. Coordination
would therefore lead Lo increased restrictions on their combined trade with the rest of the
world.

Coordination of policies between the two countries, whether concerning policies with
respect Lo cach olher or with respect to the rest of the world, does not require a wrillen
treaty. Any country which deviates from an implicit agreement could incur “punishment”
from the other country in some form. As long as the threat of “punishment” is a sufficient
deterrent, the implicil agreement will be sustainz;blc.” This usc of threats to enforce an

implicil agrecment is commonly scen with regard to tariff policy, and may well occur with

regard to tax policy as well.2®

33 “There is a large literature in cooperative game theory on the sustainability of such a cooperalive

oulcome.

38 Since Larifls can be duplicated through use of a suitable sct of domestic taxes, the two policy arcas nre

not really distinct in any case.
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3. Tax policy given mobility of individuals

So far, the discussion has ignored tax/expenditure pressures created by the movement
of individunls across borders. Yel travel between the two countrics is extensive, taking
the form of tourism and business trips as well as changes in the location of cmployment
or even of citizenship. The U.S.-Canada frec-trade agreement reduces some restrictions
on the movement of individuals ncross the border. What pressures are crealed by such
movement of individuals?

This is in many ways the key question examined in Lhe local public-finance literature.
As argued by Buchanan-Goetz(1972) and many others, mobility of individuals imposes
externalities on jurisdictions which depend on the degree Lo which the individual pays an
amount in taxes which differs from the costs that individual imposes on the jurisdiction,
whether in the form of increased costs of public services or incrensed congestion. This
applics in both the sending and the receiving jurisdiction. When a community gnins on nel
from the presence of an individual, because tax payments exceed the costs that individual
imposes on the conununity, the communily has an incentive to encourage inmigration,
and conversely. This competitive pressure pushes the tax system towards a benefit-tax
structure in which the net gain Lo the jurisdiction from acquiring/losing an extra individual
is competed down to zero. At that point, individuals simply pay for the costs they impose
on the community,

What implications does this story have for Lax policy at the national level? Consider
first the pressures created by temporary migration, such as tourism. Through such mi-
gration, countries lrade in services as well as in goods.®™ Thercfore, tax and regulatory
policics can potentially distort the rlative trade in services vs. goods, as well as distort
the composition of trade in goods which physically cross the border. Countries would face
competilive pressure to reduce or eliminate policy-distortions to the composition of tradle,
which now includes services as well as “teadeables.”

When individuals cross the border, however, they also normally increase the costs of

public services, since they make use of roads, police protection, ctc. A country would want

37 - . . . . . .
Migrution is not even needed for teade in financial services.
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lo encourage inmigration if tax payments excced the nel costs imposed by inmigration,
and conversely. By the Diamond-Mirrlces reasoning, a small open economy would simply
charge for the services obtained, whether directly or indirectly, and so would design tax
policy to increase the cost of goods uscd by migrants above the cost of goods that are
physically exporled — the playing field would be intentionally “tilted” to compensate for
the cosls imposed on the public scclor when certain goods are purchased. Countries with
rclative markel power in, c.g., tourist-related services, would attempt to charge yel more
Lo take advantage of this market power.

Individuals who change their country of employment creale more extensive changes in
the tax revenue and public-service costs in each country. Presumably, the relocation of
higher paid individuals creates larger relative gains, since their tax payments arc relatively
large compared to the cost of the public services they require. Similarly, each country has
an incentive to discourage the inmigration of those who impose net fiscal costs, be they
the poor, the sick, or the clderly.

Competilion for individuals who provide a net fiscal gain to the jurisdiction thercfore
reduces the degree Lo which the fiscal system redistributes from rich Lo poor, again push-
ing towards a benefit-tax system. Bul the resulting tax structure cannot simply equate
benefits and tax payments in present value over the lifetime, since individuals can remain
in the country when they gain on net, and leave during those periods when they lose on
net. Therelore, cven the timing of taxes would he pushed Lo coincide with the timing of
benefits. As a resull, national debt would be discouraged since it creates the incentive lo
emigrate during those periods when the debt is repaid. Similarly, redistributive policies
such as Social Sceurity would come under pressure since those who work for a short pe-
riod under existing law gain substantially from the system. Since nonworkers do not pay
labor income taxes but do make use of public services, and often more extensively than do
workers, even labor income Laxes may not casily be sustainable. A country which relies
heavily on a labor-income tax would become a haven for nonworkers, such as students
or the retired. Public services such as subsidized college cducation or free medical care

would atteact residents of the other country who hope to take advantage of these subsi-
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dies.?® All of these are examples of pressures lowards a benefit-tax structure. Which tax
syslem most resembles a benefit tax depends on the composition of public expenditures.
Il consumption of public services roughly corresponds with consumption of private goods,
then a consumption tax or a V.A.T. may most closcly approximate a benefit tax. User
fees certainly approximate a benefit tax.®

This evolution lowards a benefit-tax structure would occur even if hoth countries desire
a redistributive fiscal policy. Based on this reasoning, the conventional wisdom in public
finance has always been that redistribution should be done at the national rather than at
the local level. Retranslated Lo this context, the analysis suggests Lhat policies regacding
redistribution should be coordinated between the two countries. Of course, coordination
must cover both tax and expenditure policics, otherwise cach country can make usc of its
remaining flexibility to altract those wlho pay more than they receive.

The Ticbout licterature argues, however, that expenditures financed by benefit taxes
should not nced coordination'® — competition among jurisdictions pushes them Lo offer

! How can jurisdictions choose the

the cfficient composition and level of public services.!
composilion and level of scrvices inanced by benefit taxes without coordination, however,
and yel agree Lo restrictions on their expenditure policics to prevent undermining of in-
terjurisdictional agreements on redistribution? In a Federal system, these contradictory
pressures are avoided by having redistribution done at the national level.  Competition
among communitics then Jeads to a local benefit-tax structure, in which case there is no
fiscal gain Lo a communily from atlracting those who pay relatively more to the national

government, Wilhout this Federal structure, however, coordination of at least some ex-

penditure policies may be necessary to preserve redistribulive policies even though this

a8 . . . . .
Of course, countrics may impose residency requirements for these benefits, Lo some degree lessening
the pressures.

39 Phe recent shift from a properly tax Lo a head tax in financing public services in the U.K. could be

inteepreted ns a response Lo this type of pressure,

10 Given that a V.AT. should roughly correspond to a henefit tax, al least relative Lo other taxes used
al the national level, it is ironic that the B.C. has focussed its lax courdination clforts on this particular
Lax.

1 Tor discussion of various limitations of the Tichout argument, see, for example, Stiglitz(1983).
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coordination undennines the ability of each government to provide the composition or
level of public expenditures desired by its citizenry.

AL this point, these various pressures will be much more important within the E.C,,
where all restrictions to migration are being eliminated, than in the U.S.-Canadian context.

The pressures are still there, however, and will surely increasc over lime.

4. Conclusions

When analyzing the fiscal implications of unrestricted mobility among jurisdictions,
the local public finance literature concludes that the fiscal systemn will be driven towards
a benefit-tax structure, in which people pay in taxes an amount appropriate Lo cover the
costs they impose on Lhe public sector. Yet existing national tax systems in the U.S.
and Canada differ substantially from benefit taxes. As a result, the incrcasing mobility
of output, capital, and even labor, between the two cconomics will create a varicty of
pressures pushing the tax system towards a benefit-tax structure.

Where this pressure will be strongest depends on the degree of mobility of particular
types of goods, services, and people, across the border. This paper explored in turn the
types of pressures created by mobility of capital, unrestricted trade in all outputs, and
mobility of pcople.

Even though tax competition will push each country's fiscal structure towards that of
a benefit tax, however, such a tax system may not be mutually advantageous — in fact,
both countries may well gain through explicit or implicit coordination of fiscal policics. In
many cases Lhe appropriate form of coordination involves cqualization of tax rates. Where,
for example, the local public finance literature calls for the national government to handle
redistribution, given the degree to which individual mobility undermines any one com-
munily's efforts al redistribution, the same logic calls here for coordinating redistributive
policies between the two countrics. A number of other examples of fruitful arcas for policy
coordination are discussed.

Ultimately, the implications of the increasing interdependence of the Lwo cconomics
on Uheir national fiscal structures should be substantial. Fortunately, the two countries
can walch the Buropean experience post-1992 to learn better how to redesign the existing

fiscal systems in the two countries.
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