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I. Economic externalities: the need for harmonization

A. Public goods and redistribution enter

In the presence of externalities between countries, or spillovers from one state to 
another, there is an inefficient allocation of resources; all countries concerned 
experience an efficiency loss. This outcome of external effects, and in the ex
treme, of public goods and of taxes, has teen argued in verbal terms by Musgrave 
(e.g. 1983): The (low of trade and factors of production is distorted compared to 
an efficient allocation as in a perfect market, taxes are non-neutra), and world 
welfare is reduced. The same result has also been shown in a mathematical way 
by the theory of optimal taxtition applied to federal structures (e.g. Gordon 1983): 
Each slate is assumed to maximize the weighted sum of the utilities of its own 
residents, subject to a budget constraint and the public production function. The 
value of national public services to non-residents is thereby disregarded, as well 
as the utility loss of non-residents from paying taxes.1

(I) Non-residents may pay some of the taxes.
(2) Non-residents may receive some of the benefits from public services.
(3) Congestion costs faced by non-residents may change.
(4) Tax revenues received in other communities may change due to the spillover of i.onomic 

activity.
(5) Resource costs for public services in other communities may change.
(6) Output and factor price changes may favour residents over non-residents.
(7) Distributional effects among non-residents would be ignored.

Compared to benefit spillovers, taxation spillovers have until recently teen 
neglected, but they are of considerable importance in the context of intergovern
mental relations. Take the example of a factor in fixed supply, like capital, which 
is perfectly mobile between countries. It will How to the state with the lowest tax 
rate. In equilibrium, the tax rate on capital in each state will be driven io zero 
because each one will compete for that tax base. With coordinated decision 
making on the other hand, a uniform tax on capital in all countries would be non- 
distortionary (as capital is in fixed supply), and the optimal tax rate on capital 
would be very high. In general, the elasticities of supply of a mobile factor will 
be quite different within one slate than for the aggregate of all states, h follows

l. Indeed, more precisely seven types of externalities resulting from a given community's decision 
may be distinguished (Gordon 1983, pp.35/36): 
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that the tax rates in a decentralized setting will bear little relation to those cho
sen in a coordinated setting.

In the light of these costs arising from a lack of coordination - i.e. the utility 
losses due to distortions - both the proponents of a literary and a mathematical 
analysis clearly advocate a harmonization of taxation. Coordination being designed 
to overcome the disregard of the effects of one state’s activity on the other states, 
a policy improvement is an obvious result.

Redistribution of income between stales is faced with the same problems if 
governments act independently. Those factors of production which are burdened 
by taxes tend to exit, and those benefited by redistribution tend to enter a par
ticular country. With mobility of factors, income redistribution is not possible in 
the long run because the tax base is eroded, and the number of recipients grows.

B. Public goods and redistribution are driven out

The discussion so far has essentially summarized the state of knowledge obtain
ing in the 1960s to the mid 1970s. It has, of course, been (mathematically) re
fined, and is considered by many economists to represent adequately the essen
tial elements of inter-governmental fiscal relationships. However, since the mid 
1970s, and particularly in the 1980s, a new kind of approach has entered eco
nomic thinking which looks in quite different ways at inter-governmental relation
ships.

1. Public goods

When Samuelson (1954) introduced the precise notion of a public good into 
economics, and Musgrave (1959) into public finance, it was taken for granted that 
it is not just a relevant theoretical concept, but that it is also of great practical 
importance. Public goods, and elements of public goods (i.e. externalities) were 
explicitly or implicitly taken to be pervasive in modern economics. Moreover, no 
difference tended to be made between public goods and publicly supplied goods 
(though thoughtful scholars were always aware of the difference).

This view has changed much in recent years. Today, it is common to empha
size the private elements in public goods, and especially in publicly supplied 
goods. It has become normal to argue that in many cases it is possible to assign 
private property rights in such a way that what used to be a ‘public good’ can 
be handled as a private one. In particular, it has been shown that the price sys
tem or market can be applied, and brings about an efficient allocation. Even the 
lighthouse as a cherished example of a perfect public good has been dismantled, 
and it has been shown that its supply can be, and historically has been, privately 
arranged (Coase 1974). It follows, that ‘publicness’ is not a sufficient reason for 
harmonization between countries, but that instead an effort should be made to find 
ways and means to establish private property rights so that harmonization becomes 
superfluous.

The view that fiscal coordination should be undertaken to effect a redistribu
tion of income has also drastically changed. Many scholars today stress a particu
lar private element in redistribution, namely that individuals and interest groups 
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use it to raise their income at the cost of others. Due to rent seeking (T dlock 
1967; Buchanan, Tollison and Tullock 1980; Tollison 1982) overall welfare is 
moreover reduced because resources are employed to influence distribution instead 
of to raise income. Not rarely the net effect of an attempted redistributive pol
icy by the state leads to the opposite of what was intended because the well or
ganized groups tend to benefit while the unorganized - and the poor typically 
belong to this group - tend to lose. For these reasons, today governmental ii come 
redistribution is not considered to be desirable by many scholars, or it is even 
rejected outright. Empirical observation at least partly supports this viev.. Ex
amples are aid to third world countries or the agricultural and regional re distri
bution programs undertaken by the European Community.

The mode of thinking about the presumed ‘need’ for fiscal harmoni-ation 
between slates has thus much changed. The arguments based on public goods and 
redistribution now sound old-fashioned; ‘private’ solutions where a coope ation 
between states is either unnecessary or even damaging are favoured.

II. Political externalities: the need eor tax competition

A. Responsive government

It has so far been taken for granted that the government cares about the prefer
ences of its citizens. This line of thought may be based on either of two views: 
a. Belief in ‘good government’. There is an old tradition in economics and other 
social sciences, as well as in law, to assume either explicitly or implicitly that 
politicians in power are benevolent and care about the wishes of the population. 
As has been seen above, the (mathematical) theory of optimal taxation takes 
government to maximize the utility of its residents.
b. Government is forced to be responsive. While the first view is simply based 
on an assumption, this second view offers an argument of why politicians (which 
are people like everyone else, and certainly not more altruistic) would be induced 
to take their citizens’ preferences into account. In a perfectly functioning ‘ideal’ 
democracy, politicians do indeed have no discretionary power; only politician > that 
meet the voters’ wishes are reelected and may slay in power.

With government being responsive to the citizens’ desires, harmonization between 
states can be undertaken to the benefit of the citizens concerned.

B. Exploitive government

Over the last decennium, the idea of a benevolent government has come ender 
heavy attack by a particular group of Public Choice scholars, led by Brennai and 
Buchanan (e.g. 1980). Politicians are taken to be purely selfish and to have con
siderable discretionary room as the democratic institutions are not capable of 
bringing about an efficient outcome. This may, e.g. be shown with the simple 
majority rule where the median voter’s wishes are fulfilled but where the outcome 
is efficient only by chance. It has also and quite rightly been argued (in particu
lar by Tullock 1987) that most states in the world are authoritarian or diclalor- 
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ships, and that democracies are a very small, and perhaps even dwindling, mi
nority. Whenever democracy is not perfect, the rulers tend to behave in their own 
interest, actively exploiting the tax payers.

Based on this view, a harmonization of fiscal (and other) policies between 
states will involve costs in terms of violations of individuals’ preferences (see, e.g. 
Grewal 1983). Looking, for instance, at harmonization among EC-countries, one 
may well argue that many such policies are obviously more in the interest of 
politicians in power, and strongly benefit the European bureaucrats (eurocrats) 
while it is difficult to see what the exact benefits for the citizens are.

To take governments to be completely responsive to the population’s wishes 
with respect to harmonization is certainly not realistic. Rather, the fact that in
ter-governmental harmonization is costly, and may mainly serve the interests of 
politicians and bureaucrats, should be taken seriously.

III. Integrating economics and politics

The discussion has so far considered economic and political externalities in an 
isolated way. This corresponds to what has been done in the literature on har
monization and competition between nations. The ‘harmonization’ camp has 
concentrated on the existence of economic externalities and has paid little or no 
attention to whether governments are responsive to the citizens’ wishes; the 
‘competitive’ camp has played down economic externalities and has concentrated 
on how to force governments to fulfill individuals’ preferences.

The table presents an overview of these points of view.

Economic externalities

pure public private good
good and re- without re
distribution distribution

completely no harmoni-

Political 
externality

responsive 
government

harmonization zation required

non-respon- 
sive govern
ment

conflict bet
ween harmoni
zation and 
tax competition

tax competition

It may immediately be seen that each camp makes those assumptions which 
support their case:
- The upper left-hand corner exhibits those conditions which make harmoniza

tion desirable: economic spillovers are strong, and the respective policies are 
achieved at no cost in the citizens’ interest.
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- The lower right-hand comer exhibits those conditions which serve to make tax 
competition appear desirable: there are few or no economic externalities, but 
government must by tax competition be forced to care about the population’s 
wishes.

- The situation portrayed in the upper right-hand corner of the table does not 
present any problem: it describes the conditions necessary for markets: the eco
nomic relationships between countries are efficiently guided by the price sys
tem, and there is no need for any government intervention or harmonization 
between states.

- It is the conditions described in the lower left-hand corner which create grave 
problems: On the one hand hamionization is needed because of public goods 
and redistribution, but at the same time competition among states is needed in 
order to make governments responsive to the citizens’ wishes. There is thus 
a conflict between the two policies, and the question arises which of the iwo 
should be relinquished. There is the danger that if harmonization is given up, 
the tax on mobile factors is driven to a sub-optimal level (or in equilibrium 
to zero); if tax competition is given up the outcome may be ‘technically’ ef
ficient but may disregard the individuals’ preferences, politicians and bureau
crats forming an (implicit) cartel to exploit the tax payers by way of harmoni
zation.

IV. Towards a more elaborate theory

The conflict identified is quite general and does not apply only to the relation
ships among states but arises whenever public goods (and redistribution) and non- 
responsive governments are taken to exist. It may be argued that many of the 
politico-economic problems in the real world pertain to the conditions obtaining 
in the lower left-hand comer, and that the ‘nice’ solutions offered by either the 
‘harmonization’ or the ‘competition’ camp are rather unimportant cases.

However, a more sophisticated view of the issues involved allows one to take 
a more optimistic stance. The perception of both economic and political externali
ties to be found in the literature should be overcome by developing a richer 
theory.

A. Economic spillovers

In the authors’s opinion, public goods cannot realistically be defined away by 
postulating that it is always possible to assign adequate property rights. Global 
public goods and especially bads do exist, and Chernobyl may well be just one 
example of such international environmental disasters which we have to expect 
in the future. To argue that such problems are due to ineffectively defined and 
monitored property rights, while formally correct, overlooks the basic issue, 
namely, that to establish effective property rights intergovernmental cooperation 
is necessary.

Property rights theory has, nevertheless, taught us an important lesson. It is not 
sufficient to claim that there exist technological international externalities, and 
thereupon suggest fiscal hamionization as the solution. We are now able to per
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ceive much better that there exists no public good as such. Externalities are not 
technologically given but are the result of social forces, in particular of the as
signment of property rights. An important policy task is to find out under what 
conditions internationally respected private (national) property rights can be de
fined and effectively monitored. This study falls into the province of Political 
(Constitutional) Economics, and stresses that harmonization must be achieved with 
respect to international rules and not outcomes. The establishment of international 
rules also extends to how far intergovernmental regulations are able to deal with 
international spillovers.

Public Choice theory has taught us to be aware of the ineffectiveness and 
waste of much of what is claimed to be income redistribution. Again, the view 
should shift from fixing ‘justice’ of outcome to establishing institutional condi
tions at the international level which give poorer nations a chance to become more 
competitive and to therewith raise per capita income. Rules such as assigning 
private property rights are again important, but it must be recognized that these 
‘private’ elements in almost all cases must be established and monitored by the 
state. There can lie little doubt that the successful economic development of Japan 
and the ‘Four Little Tigers’ (Hongkong, Singapore, South Korea and Taiwan) has 
not been the result of redistributing income between nations, but to the setting of 
favourable institutional conditions for growth. International coordination or even 
harmonization (i.e. establishing the same institutions) is likely to play a minor 
role. A country such as Taiwan has even been excluded from the international 
(diplomatic) community (especially since the United States formally recognized 
the People’s Republic of China) but has nevertheless been able to dramatically 
raise its national income (also per capita) and to engage in international trade. 
Competition between nations has not precluded that per capita income has nar
rowed between these nations and the developed world.

B. Political responsiveness

/. A more refined behavioural model

The analysis of intergovernmental competition has been based on a concept of 
‘homo oeconomicus’ which should be considered anew in two respects:
a. Is man completely selfish? Do politicians and bureaucrats really seek to maxi
mize only their own utility even to the extent of actively exploiting the citizens 
and tax payers as suggested by (one variant of) Public Choice? There are pre
sently fascinating new developments in the analysis of human behaviour which 
reject this view. They adopt a less cynical view by postulating that selfish behavi
our is not in a person’s own best interest because it destroys confidence and 
reputation (c.g. Frank 1989).
b. Is man rational? Much of economic theory has an extremely narrow view of 
human behaviour, assuming that an individual acts in every instance and at every 
moment like a perfectly functioning automaton. Such a conception is no longer 
tenable. It has been shown already some time ago by Allais (1953), and has 
recently been reiterated, especially by cognitive scientists (best known are Kahne- 
man and Tversky 1979) and economists (e.g. Grether and Plot! 1979), that in 
many (experimentally controlled as well as real life) situations individuals syste
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matic and strongly violate the von Neumann/Morgenstern axioms of rationality on 
which economic theory (in particular formal theory such as optimal taxation) is 
founded.

A more realistic model of man acknowledges that individuals under specified 
conditions do not act in a fully rational way but that they are able to overcome 
certain weaknesses by either resorting to self-commitment or to institutions (see 
more extensively Frey and Eichenberger 1989a,b). The economic approach need 
not be given up but may rather be taken as the basis for a truly general social 
science approach to human behaviour which includes psychological and sociologi
cal features. Applied to the politico-economic sphere (Frey and Eichenberger 
1989c) it follows that politicians and bureaucrats have little incentive to use their 
discretionary room to actively exploit other people.

Both aspects of the more refined view of man suggest that the absence of 
intensive competition between stales does not lead politicians and bureaucrats to 
deviate willingly and strongly from what they perceive to be the wishes of the 
population. This statement is, however, still a far cry from simply assumin’ fully 
responsible governments.

2. Additional constraints on government behaviour

It is a rather surprising feature of the tax competition literature that it considers 
only one constraint on government behaviour, i.e. the possibility for citizens to 
exit to another jurisdiction, to therewith reduce the tax base and to induce the 
rulers to lake their preferences into account (see, explicitly, Brennan and 
Buchanan 1983). In reality, various mechanisms exist which give governments 
an incentive to follow the citizens’ wishes:
a. Internal exit to the shadow economy. This mechanism works in a quite simi
lar way as the exit to another jurisdiction (nation). In both cases the rulers lose 
part of their power because the tax base and the area in which their regulations 
are followed shrinks. This exit option of the population affects not only politi
cians but also public bureaucracy.
b. Democratic institutions. Voting in elections and on referenda are the classical 
mechanisms to force the government to be responsive to the citizens’ wishes and 
need not be further discussed here.
c. Voice. The population may also induce or force the rulers to take its prefer
ences into account by resorting to various forms of protest, ranging from, com
plaints by individual persons to a violent uprising (see Hirschman 1970).

It is not argued here that these mechanisms can fully substitute for inter) overn- 
mental competition. Indeed, (tax) competition between nations and the three other 
constraints just mentioned affect politicians and bureaucrats in quite different 
ways. For instance, democratic voting rules have an indirect effect on public 
bureaucracy, only by constraining elected politicians. As is well known, this does 
not necessarily mean that the discretionary behaviour of bureaucrats can be ef
fectively checked. The growth of a strong, large and rather independent eu ocracy 
arising within a harmonizing effort of democratic slates shows that this consti
tutes a real problem. What is argued here is that the various mechanisms sciv- 
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ing to make governments responsible should be considered when discussing the 
possible advantages and disadvantages of harmonization and competition between 
states.

V. Conclusions

Intergovernmental harmonization and competition have been looked at in a too 
narrow framework. Economic externalities (public goods spillovers and redistri
bution of income) between countries have either been stressed, while political 
externalities (responsiveness of the government to the people’s desires) neglected, 
so that harmonization was the conclusion; or economic externalities have been 
defined away by considering them to be insufficiently defined and monitored 
property rights, while political externalities have been stressed, so that competi
tion between jurisdictions was the conclusion.

Both views do not adequately deal with those conditions which in the author’s 
opinion are relevant in today’s international setting: Public good problems can
not be dismissed, not least because of recent experiences with environmental 
problems, and politicians and public officials do have a tendency to disregard the 
citizen’s preferences.

A broader view based on a more elaborate analysis helps us to see aspects so 
far largely disregarded. Some of the issues on which the relative merits of inter
national harmonization and/or competition have to focus are:
i. To concentrate on taxes is seriously misleading. It has long been argued that 

the benefit side must be considered simultaneously (see, e.g. the recent discus
sion in McLure 1986). Regulations (which can for some purposes be looked 
at as an implicit tax) must also be taken into account.

ii. Economic externalities (public good spillovers between nations) are not given 
by nature or technology but are the result of social interactions. The extent 
to which (private) property rights can be defined and monitored determines the 
extent of international spillovers.

iii. Harmonization between countries is not an activity without price; in actual fact 
it may entail significant cost in terms of economic resources, time and politi
cal attention.

iv. Proposals and efforts to harmonize policy between countries should not con
centrate on outcomes but should also concern rules.

v. Government activities deviating from citizens’ wishes constitute a serious is
sue but should be seen in the light of a realistic model of human behaviour 
in political and administrative affairs. In particular, politicians and bureaucrats 
are neither so self-seeking nor rational to consistently exploit the taxpayers.

vi. Competition between countries is not the only way to bring about a respon
sive government. Politicians and bureaucrats may also be induced to follow 
more closely the citizens’ wishes by easing exit into the shadow economy, by 
establishing democratic institutions of voting, and by allowing protest.
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