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Note on Terms

This book makes heavy use of the terms tax haven, secrecy jurisdiction, tax eva-
sion, and tax avoidance, for which the academic literature does not provide con-
sensual definitions (Palan, Murphy, and Chavagneux 2010). In this book, the
term tax haven refers to countries that act as secrecy jurisdictions, corporate tax
havens, or—very often—both. Secrecy jurisdictions provide foreign investors
with legal constructs for the concealment of their identities. These legal con-
structs include bank secrecy (laws prohibiting the dissemination of information
on account holders), trusts (legal arrangements separating the economic from
the beneficial ownership of an asset portfolio), and anonymous shell companies
(corporations that can be registered without identifying their beneficial owners).
Corporate tax havens either impose no or minimal taxes on foreign profits or
exempt certain types of revenue such as royalty or interest payments from the
corporate tax base. Accordingly, a secrecy jurisdiction mainly abets tax evasion,
which occurs when a household conceals financial wealth and related capital in-
come from the tax office at its place of residence, whereas a corporate tax haven
abets tax avoidance, which refers to the shifting of taxable profits from high-tax
to low-tax countries without corresponding shifts in the underlying economic
activity. Of course, all of these terms represent ideal types meant to facilitate
systematic analysis. Many countries have been secrecy jurisdictions and corpo-
rate tax havens at the same time. Although corporations can legally avoid taxes,
some may still engage in criminal tax evasion. Likewise, households can legally
avoid taxes, especially when they own companies.

viii



Preface

On 22 May 2013, Austria succumbed to the European Union’s Orwellian system.
Instead of protecting the civic rights of Austrian citizens, Werner Faymann, the
Austrian chancellor, abandoned the country’s freedom and sovereignty. At least
in the hyperbolic rhetoric of Heinz-Christian Strache, the leader of Austria’s
right-wing populist party FPO (Freedom Party of Austria), this is what the chan-
cellor’s decision to end bank secrecy came down to. What had actually happened?
The day before Strache aired his accusations at an urgently summoned parlia-
mentary session, the EU’s heads of state and government had agreed to extend
the automatic exchange of information (AEI) on foreign-held bank accounts by
the end of the year. Data reported from banks to tax authorities would no longer
be limited to interest payments, and Austria and Luxembourg, the two countries
that had resisted the information exchange for decades, would finally partici-
pate. In Austria, this decision implied the abolition of constitutionally enshrined
bank secrecy provisions prohibiting the dissemination of client data and thereby
increasing the country’s attractiveness to tax evaders. In fact, I would learn much
later that Austrian bank secrecy was the real reason my grandmother took me
and my sister on annual hiking trips to Kleinwalsertal, an alpine valley on the bor-
der with Germany, during the 1990s. We—the two unsuspecting children—were
covering the repatriation of savings our grandfather had hidden there from the
German fisc decades earlier.

Why did Werner Faymann end Austrian resistance to the automatic exchange
of information in 2013? Owing to the unanimity requirement for decisions on
direct taxation, his government could have blocked the corresponding directive
in the Council of the European Union. Austrian finance ministers had done so
many times before. After all, bank secrecy had made the country the second-
largest recipient of deposits from nonresident households in the Eurozone
behind Luxembourg. This meant good business for Austrian private banks and
turned peripheral regions like the Kleinwalsertal from agricultural zones into
small financial centers. Moreover, the country’s citizens had become firmly at-
tached to the concept. Interview partners from across Austria’s political spec-
trum told me that the public considered bank secrecy a “holy cow” not to be
touched. Still, Faymann sharpened his butcher’s knife just a few weeks before
general elections in September, providing Strache’s Eurosceptic FPO with a wel-
come opportunity to deplore another shift of Austrian sovereignty to Brussels.
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In this book, I argue that the end of bank secrecy in Austria, and in all other
traditional secrecy jurisdictions for that matter, ultimately results from a credi-
ble threat of sanctions issued by the United States. This threat was contained in
a little-noticed law attached to the Obama administration’s second stimulus
package after the financial crisis: the Foreign Account Tax Compliance Act
(FATCA). FATCA obliges foreign banks to routinely report US clients and their
capital income to the Internal Revenue Service. If a bank fails to comply, the
agency is allowed to withhold 30 percent of the payments this institution re-
ceives from US sources. Because of the US market’s dominant role in interna-
tional finance, no foreign bank could afford such a steep penalty. Accordingly,
foreign banks began to lobby their home governments to abolish secrecy provi-
sions preventing the banks’ compliance with FATCA. By dismantling the legal
barriers to the dissemination of bank account information, however, secrecy ju-
risdictions also became vulnerable to information requests from third countries.
Because of a most-favored-nation clause contained in an EU directive, Austria
and Luxembourg were, for instance, obliged to also exchange information with
other EU member states after signing FATCA agreements with the United States.
Owing to similar constraints, all of the world’s traditional secrecy jurisdictions
had joined a multilateral agreement on automatic information exchange by 2018.

This breakthrough stands in sharp contrast to conventional wisdom on inter-
national tax politics. According to a contractualist narrative, international capi-
tal mobility creates prohibitive enforcement costs. As soon as a tax haven makes
concessions on secrecy or tax rates, so the logic predicts, investors will move
their assets to a location that continues to offer the desired benefits. The payoff to
remaining a tax haven thus increases with the number of governments complying
with global standards. Hence, the last tax haven will benefit so much that it be-
comes impossible for other governments to offer equivalent side payments. In
contrast, FATCA achieved global compliance with US demands through an al-
most costless sanctions threat. Likewise, a constructivist narrative suggests,
shared international norms should protect tax havens from interventions by the
international community. Since all governments wanted respect for their national
sovereignty, especially when exercising their tax prerogative, they shied away from
curtailing this right for others. Yet FATCA forced scores of governments to revise
or repeal domestic laws, including—as in the Austrian case—their constitutions,
and imposed significant adjustment costs on their economies.

Against this background, I provide a new narrative highlighting the ability of
a great power like the United States to overcome the structural and normative
constraints emphasized by previous accounts. Through credible sanction threats,
linking market access to compliance with tax policy demands, the great power
wrestles costly concessions from less powerful states, including the most sophisti-
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cated tax havens. After all, the income that zero-tax jurisdictions help to hide or
divert is usually earned in major economies. If that income can no longer be chan-
neled out tax free, the tax haven loses its raison d’étre from the perspective of the
investor. Accordingly, the tax haven depends even more on unhindered access to
major markets than on secrecy provisions or tax breaks. At the same time, an in-
vestor will have difficulty circumventing regulation by a great power through di-
vestment or a change of location. By definition, a great power accounts for a sig-
nificant share in global demand, so withdrawing from its market comes with
important opportunity costs. If the great power decides to apply its rules unequiv-
ocally to all outside investors, also choosing a different conduit for an investment
will not protect the investor from its regulatory reach. Finally, the United States
controls access to the world’s reserve currency. Since international transactions are
most often denominated in US dollars, even banks without significant US expo-
sure need access to the currency and corresponding clearing infrastructure.

By preventing tax havens from abetting tax evasion and avoidance, however,
the great power may also remove competitors for foreign investment. In fact, the
Obama and Trump administrations have consistently refused to reciprocate the
automatic reporting of account information they impose on everyone else. Tax
evaders who used to hide their wealth in Switzerland have reacted by shifting
their assets into trusts registered in secretive US states such as Nevada or South
Dakota. Accordingly, the value of foreign deposits in the US has rapidly in-
creased since the passage of FATCA, whereas it has sharply declined in most tra-
ditional secrecy jurisdictions. Although the US may thus have become the most
important secrecy jurisdiction for EU residents, member states have been unable
to wrestle reciprocity from the US government. The common market and con-
sensus on automatic exchange of information with each other apparently do
not suffice to match US power. The reason is that the EU suffers from regulatory
dispersion in tax matters. Every decision on direct taxation, including the black-
listing of tax havens and the implementation of economic sanctions, still has to
be made unanimously. Hence, a single veto is enough to prevent countermea-
sures from the entire EU. Unless member states centralize regulatory authority
with the European Commission, the United States will thus be able to sustain its
hypocritical stance on financial transparency.

If the US government has the power to tackle tax evasion by US residents with
foreign accounts by imposing hypocritical standards on the rest of the world, how-
ever, a second puzzle emerges. Next to the enforcement of financial transparency,
the Obama administration had also promised countermeasures to corporate tax
avoidance at the outset of the administration’s first term. Moreover, the adminis-
tration had an opportunity to press for change in negotiations over the base ero-
sion and profit-shifting (BEPS) project launched in 2013 by the Organisation for
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Economic Co-operation and Development (OECD). Still, the administration
ended up defending the international tax system’s status quo against reform pro-
posals from European governments. Thereby, the Obama administration perpetu-
ated an orthodox interpretation of the fundamental principles of international tax
law, which allow multinationals to geographically separate taxable income from
underlying economic activity. Why did the Obama administration use US power
to curb tax evasion by US households but not to limit tax avoidance by US multi-
nationals?

To understand when the United States enforces and when it obstructs progress
in the global fight against tax dodging, we need to analyze the nation’s domestic
politics. The easiest way for a government to maximize the sum of tax revenue and
domestic production is regressive tax reform. Such reform shifts the tax burden
from mobile capital to immobile labor and consumption. Since workers and con-
sumers cannot usually exit the country as easily as investment, this strategy mini-
mizes the risk of losing tax base to higher tax rates. Since the rich earn a larger share
of their income from capital than the poor, whereas the poor spend a larger share of
their income on consumption than the rich, however, this strategy also shifts the
tax burden from the strongest onto the weakest shoulders and exacerbates income
inequality. Therefore, voters with a preference for redistribution often oppose
regressive tax reform. A Democratic government is thus more likely to support pro-
gressive tax reform that puts the largest burden on the strongest shoulders. For this
strategy to be effective, however, the administration needs to prevent the most
potent taxpayers—wealthy individuals and profitable corporations—from shifting
their wealth and income abroad. Hence, a Democratic administration should be in
favor of countermeasures to tax evasion and avoidance.

But this support is not enough for countermeasures to materialize. Affected
interest groups may wield enough power in the political process to block pro-
posals increasing their effective tax burden. This power depends on their ability
to access policymakers, credibly threaten them with divestment, and convince
them of the legitimacy of their tax avoidance schemes. A multinational corpora-
tion could, for instance, threaten to cut jobs in a policymaker’s electoral district
if she supports higher taxes on its foreign income. Alternatively, the corporation
could stress the legality of its tax-planning strategy, shifting the blame for tax
avoidance toward legislators writing incoherent tax codes. In contrast, wealthy
individuals who evade taxes by underreporting their foreign income break the
law. Despite their access to policymakers, these individuals may thus find it dif-
ficult to openly state their case. Tax-evading individuals should thus wield less
power in the political process than tax-avoiding multinationals. Accordingly, a
Democratic administration should adapt its position to opposition from tax-
avoiding multinationals but not to opposition from tax-evading individuals.
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When we look at international tax policy from this perspective, we under-
stand why FATCA creates new reporting requirements for foreign banks but
none for US financial institutions. The Obama administration wanted to curb
offshore tax evasion by US taxpayers. Simultaneously keeping US wealth manag-
ers from abetting tax evasion by foreign taxpayers would have provoked resis-
tance from the financial sector, endangering the survival of the entire legislative
project. Hence, the United States forced all other governments to deliver data
but spared domestic banks from a meaningful increase in financial transpar-
ency. Likewise, we understand better why the Obama administration defended
the international tax system’s status quo against European attempts to curb base
erosion and profit-shifting at the OECD. After its own attempts at keeping US
multinationals from deferring tax payments on their foreign profits had failed,
reforms proposed by European governments could have attributed some of that
untaxed income to their coffers. Hence, the Obama administration decided that
minimizing the foreign tax burden of US multinationals was still better than
having European governments increase their tax take at the expense of the
United States. Accordingly, US multinationals started to pay taxes on their for-
eign profits only once the Trump administration provided tax-haven conditions
itself, reducing the applicable tax rate from 35 to 10.5 percent.

Does this narrative imply that international countermeasures to tax evasion
and avoidance can never be implemented against the will of powerful interest
groups in the United States? Since market power is decisive in international tax
politics, this book suggests that bargaining dynamics will change only once the
EU centralizes regulatory authority over international tax matters. Centraliza-
tion would enable member states to request compliance from foreign banks and
corporations as a bloc. If access to the common market was at stake, even US
banks and multinationals should be willing to report account data or pay tax on
their local business profits. The European Commission’s state aid investigations
into selective tax advantages granted to Amazon, Apple, or McDonald’s may ef-
fect progress in this direction. By instructing EU tax havens to claw back forgone
tax payments from privileged corporations, the Commission creates uncertainty
over the legality of their sweetheart deals. As this reduces EU tax havens’ attrac-
tiveness as destinations for profit-shifting, they lose their competitive advantage
over other member states and may eventually become more interested in com-
mon rules.
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CHANGE AND STABILITY IN GLOBAL
TAX POLICY

On October 29, 2014, fifty-one governments gathered in Berlin to abolish bank
secrecy. At the seventh meeting of the Global Forum on Transparency and Ex-
change of Information for Tax Purposes (Global Forum), they signed a multilat-
eral agreement committing signatories to automatically inform one another of
bank accounts held by their respective citizens and other local residents. Since
then, an additional fifty governments have joined the agreement, including all ju-
risdictions that have traditionally figured on tax haven blacklists for refusing to
grant administrative assistance to foreign tax authorities (see table 1.1). Since
2018, these governments have been bound by contract to implement a common
reporting standard (CRS) developed by the Organisation for Economic Co-
operation and Development (OECD). The CRS obliges governments to adopt rules
requiring financial institutions to regularly report all capital income held by non-
resident individuals and entities, as well as their account balances. In addition,
domestic banks need to look through interposed trusts or shell companies when
determining the beneficial owner of a new account, and also have to review owner-
ship data for existing accounts containing more than $250,000. Global Forum
members will monitor every signatory’s CRS implementation in regular peer re-
views and publish corresponding country reports (OECD 2014e, 2014g).

For countries formally known for their financial secrecy, the adoption of the
CRS was a fundamental regulatory change. In order to comply, they had to dis-
mantle secrecy laws, which had previously prevented the automatic reporting of
client information from banks to tax authorities. The affected countries had de-
fended such legal provisions for decades, and some had even given these provisions
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constitutional status. Switzerland, for instance, upgraded the breach of bank se-
crecy from civil to criminal offense when the French government raided the
Paris offices of several Swiss banks in 1932 and refused any judicial cooperation
on that basis (Guex 2000). Likewise, Austria added a provision to its constitu-
tion according to which parliament could change the bank secrecy law only with
a two-thirds majority shortly before the country submitted its application for Eu-
ropean Union (EU) membership in 1989. This should protect the secrecy provi-
sions against requests for cooperation in tax matters (Bundesministerium fir
Finanzen 1988). Indeed, when the EU introduced the automatic exchange of in-
formation (AEI) on interest payments, Austria and Luxembourg were granted a
temporary opt-out because of their bank secrecy laws. When the remaining
member states attempted to end the opt-out, the two countries exploited the una-
nimity requirement for EU decisions on taxation to veto a corresponding direc-
tive six times in a row between 2009 and 2012 (Hakelberg 2015a).

TABLE 1.1 CRS Adoptions among Major Secrecy Jurisdictions as of
January 15, 2018

OECD CRS STANDARD

SIGNED MULTILATERAL PASSED IMPLEMENTING
JURISDICTION AGREEMENT LEGISLATION
Austria yes yes
Bahamas yes yes
Bahrain yes yes
Belgium yes yes
Bermuda yes yes
Cayman Islands yes yes
Curacao yes yes
Guernsey yes yes

Hong Kong yes (China) yes

Isle of Man yes yes

Jersey yes yes
Luxembourg yes yes

Macao yes (China) yes
Panama yes yes
Singapore yes yes
Switzerland yes yes

Note: Major secrecy jurisdictions include all countries identified as offshore financial centers by the Bank for
International Settlements (BIS) for “dealing primarily with nonresidents and/or in foreign currency on a scale
out of proportion to the size of the host economy” (BIS 2016a, 59) and those OECD members (Austria,
Belgium, Luxembourg, Switzerland) that had refused to participate in the AEl on interest payments introduced
by the EU in 2003 (Rixen and Schwarz 2012).

Sources: BIS (2016b); OECD (2017a, 2018b).
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Their governments’ success in defending bank secrecy at the international level
enabled Austrian, Luxembourgian, and Swiss banks to boost their business with
foreign clients. During the first decade of the twenty-first century, Swiss finan-
cial institutions managed almost half of the world’s households’ offshore finan-
cial wealth, amounting to $2 trillion or 9 percent of global gross domestic prod-
uct (GDP) (Zucman 2013, 33). At the same time, Austrian and Luxembourgian
banks were the largest recipients of cross-border deposits from households re-
siding in other Eurozone countries. In 2010, Luxembourg reported €20 billion,
Austria €9 billion, and Germany—the EU’s largest economy—merely €8 bil-
lion in bank deposits from the remaining member states of the currency union
(Hakelberg 2015b, 411). This influx of foreign capital led to impressive growth
rates in the financial sectors of the recipient countries but also made them highly
dependent on investment from nonresidents. For instance, foreign financial
wealth managed by Swiss banks equaled three times the amount of domestic
wealth in 2007 (Zucman 2013, online appendix). Yet this influx was essentially
driven by the promise of confidentiality, which foreign investors could exploit
for tax evasion purposes among other things.! The latest research suggests that
80 percent of the portfolios held by Scandinavian clients with the Swiss branch of
HSBC had not been declared to tax authorities by their owners during the 2000s
(Alstadseeter, Johannesen, and Zucman 2017b). Likewise, US Senate investiga-
tions revealed that 90 percent of the accounts held by US clients with Union
Bank of Switzerland (UBS) and Credit Suisse over the same time period had not
been declared to the Internal Revenue Service (IRS) (Levin and Coleman 2008;
Levin and McCain 2014). Still, the Austrian, Luxembourgian, and Swiss govern-
ments ended up conceding their financial sectors’ key competitive advantage by
adopting the CRS.

In addition to the economic costs, this decision also came with important po-
litical costs. For citizens in financially discreet countries, bank secrecy and its
defense had often become part of their national identity. Many Austrians, for
instance, believed in a narrative according to which bank secrecy had been
introduced to restore trust in the country’s financial system and regularize black
market activity after World War I1. A high level of privacy, so the story goes, should
motivate Austrians to entrust their savings to local banks instead of hiding money
in their mattresses.? As citizens became increasingly accustomed to the inability
of the state to gather information on their accounts, bank secrecy attained the sta-
tus of a “holy cow” in Austrian politics. No party dared to touch it for fear of the
electoral consequences.’ Likewise, many Swiss were proud of their bank secrecy
law, which they wrongly believed was introduced to protect the assets of German
Jews persecuted by the Nazis.? Policymakers exploited these narratives, despite
their shaky empirical foundations, to raise popular support for bank secrecy. In
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policymakers’ view, bank secrecy was a legitimate particularity rooted in historical
circumstances that had nothing to do with the poaching of tax base from neigh-
boring countries. In domestic politics, defending bank secrecy against outside
pressure thus meant to preserve a national characteristic (Blocher 2006; Strache
2013). Nonetheless, the Austrian and Swiss governments expended consider-
able political capital to overcome domestic opposition to the CRS.

Given their previous defense of bank secrecy and the important economic and
political costs linked to its abolition, why did tax havens eventually agree to auto-
matically exchange account information with foreign governments? In this book, I
argue that the end of bank secrecy in traditional secrecy jurisdictions is the result
of coercion by the United States. On March 18, 2010, the US Congress passed the
Obama administration’s second stimulus package after the financial crisis. At-
tached to this package was a little-noticed law that contained a credible threat of
sanctions against secrecy jurisdictions: the Foreign Account Tax Compliance Act
(FATCA). The act obliges foreign financial institutions to automatically report US
clients and their capital income to the IRS. If a bank fails to comply, the agency
is granted authority to withhold 30 percent of the payments this institution re-
ceives from US sources (Mollohan 2010). Since the United States controls the
world’s largest financial market as well as central financial infrastructure like clear-
ing houses and other interbank settlement systems, no foreign bank was willing
to divest from the United States to circumvent the new reporting requirements.
Instead, foreign banks began to lobby their home governments to abolish bank
secrecy and other provisions preventing their compliance with FATCA (Emmeneg-
ger 2017; Grinberg 2012).

By dismantling the legal barriers to the dissemination of bank account infor-
mation, however, secrecy jurisdictions also became vulnerable to information re-
quests from third countries. Because of a most-favored-nation clause contained
in an EU directive, Austria and Luxembourg were, for instance, legally obliged to
exchange information with other EU member states after signing FATCA agree-
ments with the US Treasury. Likewise, Switzerland could no longer fend off the
EU’s request to participate in its AEI system after it had agreed to automatically
report information on bank accounts held by US residents to the IRS. By making
this concession, the Swiss government had ended its principled defense of bank
secrecy. Hence, Switzerland’s traditional legal argument against the provision of
administrative assistance to its European neighbors was no longer tenable. For
financial institutions in Switzerland and other former secrecy jurisdictions, their
governments’ decision to transmit account data to more than one foreign gov-
ernment created several challenges. If other secrecy jurisdictions did not accept
the AEI, former secrecy jurisdictions could lose hidden capital to foreign com-
petitors still providing secrecy benefits. If foreign governments requested differ-
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ent types of information, former secrecy jurisdictions’ compliance burden would
increase. Therefore, traditional secrecy jurisdictions joined major developed econ-
omies in calling for a level regulatory playing field: that is, governments around
the world should apply a single global AEI standard based on FATCA. Against this
background, the OECD developed the CRS and the multilateral agreement for its
implementation (see chapter 5).

Yet a fundamental limitation remains. After imposing the AEI on the rest of
the world, the Obama administration eventually refused to reciprocate the report-
ing of account information under its bilateral FATCA treaties and did not sign
the multilateral agreement binding governments to the CRS (cf. OECD 2018b;
US Treasury 2012a). Consequently, US banks currently have to follow much
weaker transparency standards than banks in other countries. For instance, US
banks are still under no obligation to look through trusts when determining ac-
count ownership (cf. FInCEN 2016). Unlike in countries respecting the CRS, in
the United States foreign account holders can thus remain anonymous when they
put their financial wealth in trust. Accordingly, the number of corresponding con-
tractual relationships registered in secretive US states such as Nevada or South
Dakota has rapidly increased since the multilateral adoption of the CRS (Scan-
nell and Houlder 2016). Likewise, the value of foreign deposits in US banks has
grown substantially, whereas the traditional secrecy jurisdictions listed in table 1.1
have incurred important losses (Hakelberg and Schaub 2018). In fact, Casi, Spen-
gel, and Stage (2018) show that deposits from the EU and other OECD countries
in the United States grew by 9 percent between 2014—when traditional secrecy
jurisdictions adopted the CRS—and 2017. Concomitantly, such deposits dimin-
ished by 14 percent on average in the group of formerly secretive countries they
study, including Guernsey, Hong Kong, the Isle of Man, Jersey and Macau.

Although the United States may thus replace Switzerland as the most impor-
tant secrecy jurisdiction for European investors, the EU, which matches US mar-
ket power when acting in unison (see chapter 2), has not yet managed to wrestle
tull reciprocity from the Obama and Trump administrations. The reason is that
member states, which found consensus on AEI within the EU, still disagree on
including the United States in their blacklist of tax havens facing collective sanc-
tions (cf. Council of the European Union 2017; European Commission 2016e).
Because of the unanimity requirement in tax matters discussed earlier, the veto
of a single government is enough to prevent this decision, and several export-
dependent member states, including Germany, fear an inclusion of the United
States could provoke retaliatory measures in the trade arena.’ Since internal di-
vision has prevented the EU from checking their hypocrisy, successive US gov-
ernments have thus been able to uphold a highly redistributive international AEI
regime, inviting committed foreign tax evaders to shift their hidden financial
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wealth from traditional secrecy jurisdictions into the United States. While Aus-
trian tax advisers have, in response, deplored a loss of business to US competi-
tion,® one of their American colleagues rebuffed European criticism of FATCA’s
lack of reciprocity simply by stating that “fair is what you can get away with, and
the United States has the power to defend this outcome.””

Coercion Transcends Structural
and Normative Constraints

The unexpected end of bank secrecy in traditional secrecy jurisdictions reflects
the ability of a great power like the United States to unilaterally effect fundamen-
tal change in international tax policy through coercion. This interpretation stands
in sharp contrast to the two established narratives to international tax policy: the
contractualist and the constructivist perspective. From the contractualist perspec-
tive, an international agreement must be based on the common interest of the
signatory states. Otherwise, disadvantaged governments will either refuse to co-
operate or defect from the agreement (Dehejia and Genschel 1999; Rixen 2008).
If this approach were still correct, tax havens would expect joint gains from the
multilateral AEI and participate voluntarily. From the constructivist perspective,
shared regulative norms, including the respect for national sovereignty, have tra-
ditionally prevented powerful governments from forcing tax havens to remove
domestic legal hurdles to the dissemination of account information (Webb 2004;
Sharman 2006b). If this reading continued to apply, the US sanctions threat con-
tained in FATCA should have been preceded by normative change legitimizing
the use of coercion against tax havens. To exclude the possibilities that tax ha-
vens’ participation in the multilateral AEI results from voluntary consent or nor-
mative change instead of coercion, I will thus show two things in this section.
First, the structural constraints precluding a common interest in countermea-
sures to tax evasion were still in place when the US Congress passed FATCA.
Second, there was no need for normative change, because regulative norms have
never consistently prevented the US from interfering with the legal systems of
tax havens.

Structural Constraints to Cooperation from Tax Havens

The contractualist narrative of international tax policy identifies two structural
constraints preventing governments from reaching agreement on countermea-
sures to tax evasion: an asymmetric prisoner’s dilemma and a weakest-link prob-
lem. The asymmetric prisoner’s dilemma results from the uneven distribution of
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benefits from tax competition between small and large countries. Relative to their
small domestic capital stock, small countries can attract a lot of foreign capital
with a tax cut. Hence, they can compensate for tax revenue lost to a lower tax rate
with tax revenue generated from a broader tax base. In contrast, large countries
can—relative to their large domestic capital stock—only attract a small amount
of foreign capital with a tax cut. As large countries find it more difficult to com-
pensate for a lower tax rate with a broader tax base, they lose the tax competi-
tion for capital to small countries. Accordingly, large countries have an interest in
international tax coordination, whereas small countries prefer tax competition
(Genschel and Schwarz 2011; Wilson 1999). Since most governments assert a right
to tax the worldwide income of individuals resident within the government’s terri-
tory, however, the crucial prerequisite for the competitiveness of small tax haven
countries is secrecy. The low tax rates they offer apply only if the taxable capital
income of a foreign account-holder remains hidden from the tax authorities in
her country of residence.

Whereas the asymmetric prisoner’s dilemma results from interest heteroge-
neity between small and large countries, the weakest-link problem prevents large
countries from changing the preferences of small countries through side pay-
ments. Since small countries gain less revenue from tax competition than large
countries lose, because of the small countries’ lower rates, at first sight there seems
to remain scope for a mutually beneficial agreement, in which large countries
compensate small countries for refraining from tax competition. For the agree-
ment to be effective, however, all of the world’s tax havens would have to partici-
pate. Otherwise, tax evaders seeking low rates and secrecy could simply transfer
their financial wealth to the remaining uncooperative jurisdictions. If large coun-
tries offered a compensatory deal, tax havens would thus have an incentive to
drag their feet. The longer they stay out of an expanding coalition of cooperating
governments, the more they benefit from reduced competition in the tax haven
market, and the more expensive their compensation becomes for large countries
(Elsayyad and Konrad 2012). From the contractualist perspective, the expecta-
tion of an exponential rise in enforcement costs, sometimes created by caution-
ary tales of capital flight disseminated by the financial industry, causes otherwise
powerful governments of large countries to shy away from initiatives against tax
evasion (Dehejia and Genschel 1999; Rixen 2013).

If the asymmetric prisoner’s dilemma and weakest-link problem had some-
how disappeared before the United States issued a credible threat of sanctions
through FATCA, enabling secrecy jurisdictions to voluntarily agree to the AEI,
we would thus have to observe at least one of three things: (1) a reduction in the
benefit secrecy jurisdictions reap from abetting tax evasion reflected in an out-
flow of foreign financial wealth or a shrinking contribution of financial services
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FIGURE 1.1. Foreign Financial Wealth in Secrecy Jurisdictions before FATCA
(Percentage of Total)

Note: Cross-border deposits reflect deposit liabilities of banks in the respective reporting country to all foreign
households and nonfinancial corporations. Foreign holdings of US securities include all forms of equity and all
debt securities issued in the United States and held or managed by households, corporations, or financial
institutions in a foreign country. Secrecy jurisdictions include all countries identified as offshore financial centers
by the BIS for “dealing primarily with nonresidents and/or in foreign currency on a scale out of proportion to the
size of the host economy” (BIS 2016a, 59), and those OECD members (Austria, Belgium, Luxembourg, Switzerland)
that had refused to participate in the AEl on interest payments introduced by the EU in 2003 (also see table 1.1.).
Sources: BIS (2018); US Treasury (2017a).

to a tax haven’s overall economic performance; (2) a decrease in the importance
foreign depositors in secrecy jurisdictions attach to financial secrecy, removing
the link between information reporting and capital flight; or (3) an offer of side
payments from large countries to secrecy jurisdictions despite the high expected
cost of these payments.

To assess the first point, I draw on the two most widely used data sources in
research on the relevance of secrecy jurisdictions in global financial relations:
cross-border deposits from households and nonfinancial corporations reported
by the Bank for International Settlements (BIS) and foreign holdings of US secu-
rities reported by the US Treasury (cf. Alstadsater, Johannesen, and Zucman
2017b; Desai and Dharmapala 2010; Huizinga and Nicodeme 2004; Johannesen
and Zucman 2014). As figure 1.1 illustrates, the share of secrecy jurisdictions in
the global total of both measures remained constant during the eight years pre-
ceding the adoption of FATCA. Whereas secrecy jurisdictions’ share of worldwide
cross-border deposits fluctuated around 40 percent, secrecy jurisdictions ac-
counted for a third of all foreign holdings of US securities during this time pe-
riod. We can thus conclude that secrecy jurisdictions’ popularity among foreign
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FIGURE 1.2. The Share of Financial Services in OECD Secrecy Jurisdictions’
Gross Value Added

Note: Gross value added (GVA) is defined as an industry sector’s output minus intermediate consumption. The
sum of GVA over all sectors plus taxes on products minus subsidies on products gives a country’s gross domestic
product (GDP). The chart is limited to OECD secrecy jurisdictions because GVA data of comparable detail are not
available for the remaining jurisdictions included in table 1.1. Previous research suggests, however, that the
economic dependence of small island havens on the provision of financial services is much higher (Christensen,
Shaxson, and Wigan 2016).

Source: Eurostat (2018).

depositors wishing to earn a lowly taxed return on US securities had not deterio-
rated before the adoption of FATCA. Likewise, data on countries’ main GDP ag-
gregates reported by Eurostat, the EU’s statistics office, suggest that even in rela-
tively large secrecy jurisdictions with rather diversified national economies, the
provision of financial services continued to make an important contribution to
national economic performance despite the financial crisis of 2008. In Luxem-
bourg, the share of financial services in gross value added (GVA) increased from
16 percent in 2003 to 18 percent in 2010. In Austria and Switzerland, the corre-
sponding shares declined only marginally, from 4 to 3 percent and from 7 to
6 percent, respectively, over the same time period (see figure 1.2). Accordingly,
dependence on the financial sector had not declined significantly in any of these
countries before FATCA.

To assess the second point, I draw on previous research on the relationship
between the level of financial secrecy provided by a given country, and its stock
of financial wealth. Huizinga and Nicodéme (2004) find, for instance, that a coun-
try’s adoption of domestic information reporting from banks to tax authorities
increases the value of resident households’ foreign deposits by 28 percent. That
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is, many depositors prefer moving their savings abroad to disclosing their capital
income to their local tax office. Likewise, Johannesen and Zucman (2014) show
that a secrecy jurisdiction’s signature of a bilateral Tax Information Exchange
Agreement (TIEA) reduces the value of cross-border deposits from the treaty part-
ner’s households by 22 percent. This result is striking since TIEAs, which were
promoted by the OECD just before the emergence of AEI as the new global stan-
dard, merely provide for information exchange upon request. To receive admin-
istrative assistance from the treaty partner, a tax authority needs to provide prior
evidence of tax evasion by a clearly identified individual. Since this type of evi-
dence is exactly what tax authorities are usually lacking, a secrecy jurisdiction’s
consent to information exchange upon request does not increase the risk of de-
tection for tax evaders (Eccleston and Woodward 2014; Genschel and Rixen 2015).
Still, they showed a substantial reaction. Instead of withdrawing their deposits
from the secrecy jurisdiction entering into a TIEA with their home country, how-
ever, most tax evaders merely shifted formal account ownership to a trust or
shell company registered in a second secrecy jurisdiction. This behavior explains
why overall foreign deposits in secrecy jurisdictions remained constant despite
the observed reduction in deposits from countries with a bilateral TIEA relation-
ship (Johannesen and Zucman 2014). We can thus conclude that tax evaders re-
mained highly sensitive even to tiny changes in the level of financial secrecy when
FATCA was adopted.

Finally, the historical record shows that secrecy jurisdictions have not been
compensated for participating in the AEI either before or after the US Congress
passed FATCA (cf. Eccleston and Gray 2014; Eggenberger and Emmenegger 2015;
Palan and Wigan 2014). The first reason is that compensating secrecy jurisdic-
tions is a “hard political sell for democratically elected governments” (Genschel
and Schwarz 2011, 354). After all, large-country governments would spend the
money of honest taxpayers to compensate secrecy jurisdictions for ceasing to serve
the dishonest. Accordingly, compensation has never been seriously debated in ne-
gotiations over tax cooperation at the OECD (Sharman 2006b, 153-54). The
second reason is that compensatory arguments rely on the implicit assumption
that governments compete for tax revenue, which could be replaced by handouts
from large countries. It seems more realistic, however, to assume that governments
compete for tax base, because incoming foreign capital not only increases tax
revenue in secrecy jurisdictions but also raises economic activity, wages, and
employment—which, in turn, cause increased revenue from the taxation of labor
and reduced spending on unemployment benefits (Genschel and Seelkopf 2015).
These positive spillover effects are most likely more important than the increased
revenue from capital taxation itself, meaning that handouts represent a poor al-
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ternative. While large countries are thus highly unlikely to offer compensation,
secrecy jurisdictions are just as unlikely to accept it.

In sum, a substantial part of secrecy jurisdiction’s economic output contin-
ued to depend on the exploitation of large stocks of foreign financial wealth dur-
ing the first decade of the twenty-first century. The size of these stocks was a func-
tion of the level of financial secrecy offered to foreign depositors, and large
countries did not offer secrecy jurisdictions compensation for becoming more
transparent. Accordingly, their governments expected significant economic losses
from replacing bank secrecy with the routine reporting of foreign account-holders
to the tax authorities of their home countries. For instance, the Luxembourgian
statistics office predicted a decline of 5 to 10 percent in the financial sector’s con-
tribution to GVA, leading to a 0.5 percent decline in overall employment, before
Xavier Bettel, the country’s prime minister, signed the multilateral AEI agreement
(Adam 2014). Likewise, the Swiss Federal Council, the country’s executive organ,
expected economic losses from the AED’s “relatively high implementation costs
for financial institutions,” and a “certain outflow of assets managed in Switzer-
land on behalf of foreign private clients” that may not be compensated by new
inflows (Schweizerischer Bundesrat 2015, 52). Hence, we can conclude that se-
crecy jurisdictions did not accept the AEI to benefit from joint gains but rather
did so despite expecting significant costs. Since cooperation leaves them worse
off than the status quo ante, cooperation cannot result from voluntary consent.

Normative Constraints to Bullying Tax Havens

Against this background, coercion suggests itself as a plausible alternative. Accord-
ing to the constructivist narrative of international tax policy, however, an alliance
of tax havens and libertarian lobbyists has in the past mobilized the regulative
norm of nonintervention to prevent the OECD and United States from enforc-
ing tax cooperation. This argument is based on the analysis of the OECD cam-
paign against “harmful tax competition” (HTC) launched in 1998 to prevent tax
havens from poaching foreign tax base through the provision of financial secrecy
and preferential tax regimes. To pressure tax havens into compliance with the
OECD demands, including the exchange of account information upon re-
quest, OECD members threatened tax havens with collective sanctions. In re-
sponse, the governments of several tax-competitive island states argued that us-
ing coercive means against fragile developing countries was inappropriate and
inconsistent with the OECD’s central missions of promoting cooperation and sus-
tainable growth. In parallel, right-wing American think tanks persuaded the
incoming Bush administration that the OECD campaign infringed upon fiscal
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sovereignty and replaced efficiency-enhancing international competition with a
global tax cartel. From the constructivist perspective, these arguments drew their
force from the apparent mismatch between the OECD’s identity as an impartial
provider of expertise and the use of coercive power, and the positive connotation
of competition among the Bush administration’s senior officials. Hence, the
United States and the OECD were persuaded to delay and eventually rule out the
use of sanctions against tax havens in 2003 (Sharman 2006b; Webb 2004).

Only six years later, however, the Obama administration developed FATCA,
which did exactly what the regulative norm of nonintervention was supposed to
rule out: on pain of significant penalties, the act obliges all foreign banks, includ-
ing those from tax havens, to report US account-holders to the IRS, thereby im-
posing legal amendments on foreign countries and undermining their competi-
tiveness in the attraction of hidden wealth. From the constructivist perspective,
the adoption of FATCA must thus have been preceded by normative change le-
gitimizing the use of economic sanctions against tax havens. Yet as I will further
elaborate in chapters 3 and 4, the historical record shows that the norm of non-
intervention never consistently prevented the US government from interfering
with the legal systems of tax havens, including during the time period from which
constructivist scholars draw the bulk of their empirical evidence. In fact, the per-
suasiveness of the normative arguments emphasized by the constructivist narra-
tive varied considerably with the US administration’s political orientation and the
legality of the tax minimization strategies targeted by economic sanctions. Instead
of normative change, a change in government paired with a strong focus on crim-
inal tax evasion were decisive for the adoption of FATCA.

As mentioned above, the constructivist narrative recognizes the importance
of the US administration’s political orientation. According to Webb (2004, 813),
the Republican administration of George W. Bush was “ideologically predisposed
to accept the critiques of the right-wing coalition that had formed in the US to
oppose the [OECD campaign against harmful tax competition.]” In fact, tax com-
petition was an important justification for the Bush administration’s domestic
tax policy agenda. From its perspective, taxes on corporate profits and capital in-
come had to be cut to preserve US competitiveness in the attraction of invest-
ment. Hence, senior officials perceived support for an OECD project framed by
libertarian lobbyists as a socialist plot against international competition as incom-
patible with the Bush administration’s general approach to tax reform (see chap-
ter 4). When the administration’s party ideology did not resonate with the nor-
mative arguments deployed in favor of tax havens, however, the US also did not
shy away from interfering with their legal systems. In contrast to the Bush ad-
ministration, the Clinton administration had defended the progressivity of the
income tax during its tenure. In the Clinton administration’s view, tax evasion
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undermined the tax system’s perceived fairness, thereby reducing the readiness
of ordinary citizens to voluntarily comply with the tax code. Since preventing se-
crecy jurisdictions from abetting tax evasion by US citizens was perfectly com-
patible with this tax policy agenda, arguments mobilizing the norm of noninter-
vention in defense of tax havens gained little traction with Democratic officials.
Accordingly, the Clinton administration did use coercive pressure against non-
cooperative jurisdictions (see chapter 3).

To begin with, the Clinton Treasury Department backed the OECD’s sanc-
tions threat in public statements and through the inclusion of agreed-on defen-
sive measures among the revenue proposals attached to its last budget (Associ-
ated Press 2000b; US Treasury 2000). While US support lasted, several major
tax havens, including Bermuda and the Cayman Islands, committed to applying
the OECD standard for information exchange upon request (Government of
Bermuda 2000; Governor of the Cayman Islands 2000). More important, how-
ever, the Clinton administration introduced the qualified intermediary (QI)
program for foreign financial institutions wishing to exempt their clients from
withholding taxes on the return to US securities. In order to become a QI and
benefit from the exemption, banks had to report US clients and their income
from US sources to the IRS and withhold US taxes on payments to foreigners
(IRS 2000). Although the program contained a gaping loophole—the absence of
a requirement to look through legal entities when identifying account owners
allowed foreign banks to hide their US clients behind shell companies (Levin
and Coleman 2006)—the QI program still forced several governments to create
exemptions from their secrecy provisions. For instance, the Swiss finance min-
istry issued a regulation freeing compliance officers responsible for the imple-
mentation of the QI program from their obligations under the country’s bank
secrecy law, an act of administrative overreach later criticized by the federal
council (Schweizerischer Bundesrat 2012).

Yet the salience of arguments mobilizing the norm of nonintervention varied
not just with the US government’s political orientation. Much to the chagrin of
right-wing American think tanks, even the Bush administration did not respond
to all of their normative appeals. In fact, the libertarian lobbying coalition argued
against international countermeasures to both harmful tax practices identified by
the OECD: the provision of PTRs for foreign firms and financial secrecy. In the
view of the lobbying coalition, forcing tax havens to remove PTRs came down to
the creeping harmonization of tax rates, infringed on fiscal sovereignty, and would
eventually “hamstring America’s competitive advantage in the world economy”
(Mitchell 2001c, 24). Likewise, the coalition framed the attempt to lift financial
secrecy as an attack on the right to privacy, inviting high-tax European nations
to use the OECD to impose additional reporting requirements also on the United
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States, which was itself allowing foreigners to invest confidentially (Task Force
on Information Exchange and Financial Privacy 2002). Paul O’Neill, the Bush ad-
ministration’s secretary of the Treasury, embraced the first argument. After sev-
eral meetings with libertarian lobbyists, he explained to his OECD colleagues that
the United States was in favor of tax competition, as it forced governments to be-
come more efficient. Therefore, obliging tax havens to remove tax regimes de-
signed to encourage foreign investment ran counter to the Bush administration’s
tax policy priorities (O’Neill 2001¢). In contrast, O’Neill discarded libertarian con-
cerns over restrictions to privacy, and welcomed “the priority placed on trans-
parency and cooperation to facilitate effective tax information exchange” (O’Neill
2001a, 82).

In accordance with O’Neill’s stance, the Bush administration linked its fur-
ther participation in the OECD initiative to the removal of all recommendations
interfering with national tax codes, thereby forcing the remaining member states
to adopt the US position. At the same time, the Bush administration did not op-
pose the blacklisting of countries based on transparency and exchange of infor-
mation criteria, and maintained the Clinton administration’s QI program, which
the Treasury could have repealed by regulation. As I will further elaborate in chap-
ter 4, this ambivalent response to normative arguments from libertarian lobby-
ists had two main reasons. First, information exchange did not interfere with na-
tional tax codes, and therefore did not oblige tax havens to remove regimes
enabling multinationals to avoid taxes elsewhere. From the perspective of Secre-
tary O’Neill this meant that information exchange did not interfere with inter-
national tax competition, which he and the libertarian opponents to tax harmo-
nization interpreted as a desirable constraint on government profligacy. Second,
tax evasion, the activity to be tackled by information exchange, was a criminal
offense. Providing law enforcement agencies with additional information to pros-
ecute such offenses matched the law-and-order instincts of many Republicans.®
Hence, O’Neill underlined, he had taken an oath obliging him to execute US tax
laws as written, which implied going after those “who illegally evade taxes by hid-
ing income in offshore accounts” (O’Neill 2001a, 82).

Against this background, we can conclude that the importance of normative
constraints to the use of coercion against tax havens has been highly contingent
on the US government’s political orientation and the legality of the tax minimi-
zation strategy targeted by regulation. Instead of normative change, the change
of power from the Bush to the Obama administration and a strong focus on crim-
inal tax evasion were decisive for the adoption of FATCA in 2010. As I will argue
later, a Democratic government and legal constraints on the discursive power of
otherwise influential interest groups are, indeed, the main preconditions for the
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use of coercion against tax havens by the US government. In their absence, mul-
tinationals and wealthy individuals prevent effective action.

When Does a Great Power
Enforce Change?

Secrecy jurisdictions have not voluntarily agreed to participate in the AEI, nor
have norms consistently prevented the US government from interfering with these
jurisdictions’ legal systems. The main lesson from the unexpected end of bank
secrecy is thus that a great power like the United States can effect fundamental
change in international tax policy and the domestic tax policies of less powerful
countries, if necessary, through coercion. A government reaches great power sta-
tus if it controls an internal market large enough to reduce its dependence on
international trade and investment relative to the government’s negotiating part-
ners and uses its regulatory capacity to effectively restrict market access for for-
eign firms or investors (Simmons 2001; Bach and Newman 2010). When both
elements are in place, a great power can issue credible sanction threats, linking
noncompliance with its tax policy demands to exclusion from its domestic mar-
ket. Small countries have to play along, since their firms earn a substantial share
of their profits in the great power’s market and therefore depend on access
(Drezner 2008; Krasner 1976). The foreign portfolio investment placed through
financial institutions in major secrecy jurisdictions is, for instance, highly con-
centrated in a few major markets, particularly the United States (see chapter 2).
If private banks in secrecy jurisdictions lost access, their business model would
be at risk. After all, they mainly serve as conduits through which a foreign inves-
tor can relieve the return she earns on an investment in a third country of its tax
burden. Without access to major financial markets, her investment opportuni-
ties decrease, her return shrinks, and the advantages of her offshore arrangement
disappear. Accordingly, private banks in secrecy jurisdictions depend even more
on access to major markets than they depend on their promise of confidentiality.

If the United States can unilaterally effect fundamental change in international
tax policy, however, a second puzzle emerges. Whereas FATCA significantly in-
creases financial transparency in countries other than the United States and
thereby goes a long way toward curbing tax evasion by US households, a series of
data leaks, investigative reports, and academic studies show that tax avoidance
by US multinationals has continued unabatedly over the past decade (Day 2015;
Gamperl, Obermaier, and Obermayer 2017; Levin and McCain 2013). According
to the latest estimates, the US fisc loses at least twice as much annual tax revenue
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to corporate profit-shifting as to tax evasion by households with offshore ac-
counts (Clausing 2016; Zucman 2014; Terslgv, Wier, and Zucman 2018).° This
situation persists, even though the Obama administration, which initiated FATCA
in response to the UBS scandal of 2008, was equally committed to curbing cor-
porate tax avoidance at the outset of the administration’s term. In fact, President
Obama and Secretary of the Treasury Timothy Geithner announced a two-
pronged strategy for “leveling the playing field” for US taxpayers when present-
ing their first budget and revenue proposals in May 2009. In addition to a “[crack-
down] on the abuse of tax havens by individuals,” which eventually evolved into
FATCA, this strategy included countermeasures to the indefinite deferral of tax
payments on foreign profits and the circumvention of controlled foreign com-
pany (CFC) rules by US multinationals (Office of the Press Secretary 2009).

To pressure legislators and business into the adoption of these measures, the
Obama administration initially supported a British-German initiative for an
OECD project against corporate tax base erosion and profit-shifting (BEPS) in
the G20. The original intent behind the BEPS project was “to ensure that profits
are taxed where economic activities occur and value is created” (G20 Leaders
2013, 4). The emphasis on a realignment of taxation and real economic activity
was a response to a series of investigative reports showing that US multinationals
such as Amazon, Apple, Google, and Starbucks did not pay taxes on their foreign
profits either in the European source countries where they made a large share of
their turnover or at their place of residence in the United States where they devel-
oped most of their intellectual property. Instead, they manipulated royalty and
interest payments between their foreign subsidiaries so as to divert taxable income
to corporate tax havens such as Bermuda, Ireland, or the Netherlands where no
or only limited economic activity took place (Bergin 2012; Griffiths 2012; Levin
and McCain 2013; Murphy 2009). As countermeasures, the draft reports on BEPS
released by the OECD’s committee on fiscal affairs (CFA) proposed three crucial
changes. First, the transfer pricing guidelines should be revised so as to give tax
examiners greater leeway in the reassessment of transactions between related firms
(OECD 2014b). Second, the definition of permanent establishment (PE) in the
OECD’s model tax treaty should be expanded to prevent firms from artificially
avoiding a taxable presence in a source country (OECD 2014f). Third, multina-
tionals should be obliged to deliver annual reports, breaking down their profits,
sales, payroll, and internal payments on a country-by-country basis, thus facili-
tating the detection of mismatches (OECD 2014c).

In the context of the BEPS project, however, the Obama administration did
not foster change through the enforcement of a regulatory template, as it did with
FATCA in parallel negotiations over multilateral AEI. Instead, the administration
ended up defending the regulatory status quo, thereby perpetuating an orthodox
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interpretation of the fundamental principles of international tax law, which al-
low multinationals to geographically separate taxable income from underlying
economic activity. First, US negotiators made sure that tax examiners can only
adjust the price of a transaction between related firms under exceptional circum-
stances: the transaction has to have taken place less than five years ago and involve
an intangible asset, whose ex post value does not match the firms’ ex ante projec-
tions for clearly foreseeable reasons (Finley 2016; OECD 2015a). That is, multina-
tionals merely have to adjust their projections to their profit-shifting objectives to
avoid any risk of reassessment. Second, the CFA made proposed changes to the
PE definition optional after the US representative threatened to reserve against
their inclusion in the model tax treaty (Martin 2015; OECD 2015e). Accordingly,
both parties to an existing bilateral tax treaty have to endorse the new definition
to make it effective. Third, the United States—along with other governments—
greatly reduced the transparency created through country-by-country reports by
insisting on their confidentiality and removing royalty, interest, and service fee
payments from the list of reportable items (Stewart 2014; OECD 2015d).

Why did the Obama administration use US power to curb tax evasion by US
households but not to limit tax avoidance by US multinationals? In this book, I ar-
gue that a Democratic administration is, indeed, a necessary condition for the
enforcement of countermeasures to tax evasion and avoidance by the United
States. Democratic party ideology—mainly defined by affluent egalitarians—has
traditionally endorsed progressive tax reform in accordance with the ability-to-
pay principle: that is, the tax rate should rise with the taxpayer’s income to en-
sure that the strongest shoulders carry the largest fiscal burden (Bartels 2009). For
a progressive tax system to work, however, the most potent taxpayers—wealthy
individuals and profitable corporations—also have to be taxed on their global in-
come. Otherwise, their effective tax rate falls and the revenue necessary to relieve
the middle and lower classes disappears. Therefore, Democratic tax reform de-
pends on the deterrence of both: tax evasion by wealthy individuals with offshore
accounts and tax avoidance by multinationals with large foreign profits. In con-
trast, Republican party ideology—mainly defined by affluent libertarians—has
traditionally favored flat taxes on capital income and corporate profits. From this
perspective, saving and investment by wealthy individuals is decisive for economic
growth. Hence, the tax system should encourage corresponding decisions. Other-
wise—so the Laffer curve suggests—capital flight is the likely result (Bartels 2009).
Instead of posing a challenge, tax evasion and avoidance thus provide an impor-
tant justification for Republican tax reform. Here, the objective is to outplay
rather than subdue competition from tax havens.

Yet a Democratic administration is insufficient for the enforcement of
countermeasures to tax evasion and avoidance by the United States. Affected
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domestic interest groups may wield enough power in the political process to
block proposals increasing the tax burden on their foreign income. This power
depends on their ability to access policymakers, credibly threaten them with di-
vestment, and convince them of the legitimacy of the affected groups’ tax min-
imization strategies (Fairfield 2010; Fuchs and Lederer 2008). A multinational
corporation could, for instance, threaten to cut jobs in a policymaker’s electoral
district if she supports higher taxes on its foreign income. Alternatively, the cor-
poration could stress the legality of its tax planning strategy, shifting the blame
for tax avoidance toward legislators writing incoherent tax codes. In contrast,
wealthy individuals who evade taxes by underreporting their foreign income
break the law. Despite their access to policymakers, they will thus find it difficult
to openly state their case, since the public rarely considers crime legitimate and
policymakers usually avoid lenience when debates over law enforcement become
politically salient (Kirchler, Maciejovsky, and Schneider 2003; Stuntz 2001).
Tax-evading individuals thus wield less power in the political process than tax-
avoiding multinationals. Accordingly, only the combination of a Democratic ad-
ministration and an illegal tax minimization strategy awaiting regulation is suffi-
cient for the United States to enforce countermeasures.

When we look at international tax policy from this perspective, we understand
why FATCA creates new reporting requirements for foreign banks but none for
US financial institutions. The Obama administration wanted to curb tax evasion
by US households with offshore accounts. Simultaneously keeping US wealth
managers from abetting tax evasion by foreign taxpayers, however, would have
provoked resistance from the financial sector, endangering the survival of the en-
tire legislative project. Hence, the US forced all other governments to deliver
data but spared domestic banks from a meaningful increase in financial trans-
parency (see chapter 5). Likewise, we understand better why the Obama admin-
istration eventually defended the international tax system’s status quo in nego-
tiations over the BEPS project’s final recommendations. Because of business
opposition, Democratic attempts at ending the deferral of tax payments on for-
eign profits had failed, depriving the administration of a domestic regulatory
model. Reforms proposed by European governments could have attributed a
larger share of US multinationals’ foreign profits to their own coffers. Hence, the
Obama administration decided that minimizing the foreign tax burden of US
multinationals was still better than having European governments increase their
tax take at the expense of the US (see chapter 6). As a result, US multinationals
started to pay taxes on their foreign profits only once the Trump administration
provided tax haven conditions itself, reducing the tax rate on repatriated income
from 35 to 10.5 percent (Drucker 2018).
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My emphasis on the interaction between party ideology and business power
in American politics runs counter to two alternative explanations for the emer-
gence and different outcomes of bargaining over multilateral AEI and the BEPS
project. According to the first explanation, the financial crisis provided excep-
tionally permissive conditions for multilateral initiatives against tax evasion and
avoidance by creating the need for bank bailouts and stimulus packages, which
exacerbated the budget constraints of many governments (Eccleston 2012); by
weakening the lobbying position of finance both in secrecy jurisdictions and the
United States (Emmenegger 2017; Eccleston and Gray 2014); and by imposing
fiscal austerity on voters, thus increasing the political salience of revelations show-
ing that corporations and wealthy individuals were not paying their fair share of
tax (Seabrooke and Wigan 2016). While these mechanisms certainly influenced
the timing and speed of negotiations, none of them has proved decisive for the
proposal and eventual (non-)adoption of countermeasures to tax evasion and
avoidance at the international level.

In fact, Barack Obama (2007), motivated by the redistributive goal of restor-
ing tax fairness for the middle class, had already turned the enforcement of new
information exchange standards and the strengthening of CFC rules into impor-
tant campaign pledges in September 2007—that is, half a year before the failure
of Bear Stearns, the first crisis-related collapse of a major bank, in March 2008,
and more than a year before the adoption of the Troubled Assets Relief Program
(TARP), the US government’s first bailout package, in October 2008. Accordingly,
the Obama administration’s proposal of FATCA in 2009 corresponded to tax pol-
icy priorities defined before the budgetary fallout from the financial crisis be-
came clear. These priorities rather resulted from revelations orchestrated by Carl
Levin, the Democratic chairman of the Senate Permanent Subcommittee on In-
vestigations (PSI). Under his leadership, the body’s reports and hearings exposed
that Liechtenstein Global Trust (LGT) and UBS had conspired to circumvent the
reporting of US clients to the IRS, a legal obligation flowing from their participa-
tion in the US Treasury’s QI program (Levin and Coleman 2006, 2008). This pro-
gram, in turn, had been introduced by the Clinton administration in 2000 when
the federal budget was balanced. Still, one of its main purposes was to increase
compliance from US taxpayers with foreign accounts (see chapter 3).

Moreover, the US financial industry did not have to be on the defensive to let
the QI program and FATCA pass. The industry simply was not negatively affected
by the programs, which created new reporting requirements for foreign banks
but none for US financial institutions. Instead, the QI program reduced the reg-
ulatory burden related to US banks’ role as withholding agents by shifting respon-
sibility for the correct identification of foreign recipients of US-source income to
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foreign banks. By obliging foreign banks to disclose the identities of US account
holders to their US withholding agents, the program moreover provided US banks
with an opportunity to lure away their foreign competitors’ wealthy clients (see
chapter 3). Likewise, FATCA only obliges foreign banks to report their US cli-
ents’ capital income to the IRS. The US government’s bilateral FATCA agreements
with foreign countries do not grant reciprocity, and the United States does not
participate in the multilateral AEI agreement (see chapter 5). According to a for-
mer US Treasury official, the Obama administration spared US banks from new
reporting requirements because their regulatory burden had already increased in
the aftermath of the financial crisis.'” Hence, if the US financial industry was weak-
ened, this weakness created lenience rather than severity among tax officials in
the Obama administration.

Finally, the crisis certainly increased the political salience of scandals reveal-
ing that wealthy individuals and corporations shirked their fiscal obligations at a
time of budgetary stress. The PSI’s 2006 report on the circumvention of the QI
program, for instance, received much less media coverage than the 2008 follow-
up although the first report essentially contained the same information.!! Also
the British and German governments would not have proposed the BEPS project
without the steady stream of investigative reports between 2009 and 2012, expos-
ing tax avoidance by US multinationals (see chapter 6). Yet the Clinton adminis-
tration’s adoption of the QI program demonstrates that Democrats also intro-
duced new reporting requirements for foreign banks in the absence of a tax scandal
breaking in the aftermath of a financial crisis (see chapter 3). Likewise, unprece-
dented public awareness of the shortcomings of the international tax system after
the crisis was not enough to break business opposition to meaningful changes.
The key request of civil society organizations, for instance—the publication of
country-by-country reports—was included in the BEPS project’s final recommen-
dations, but the US and other governments severely reduced the reports’ effec-
tiveness by insisting on their confidentiality and removing information on in-
trafirm transactions from the list of reportable items (see chapter 6). As one of
the main advocates for country-by-country reporting concluded, “the greatest
multinational corporate transparency measure to be agreed by international pol-
icymakers in recent decades, has been strangled at birth” (Cobham 2015b)."?

According to the second alternative explanation, different balances of power
in international bargaining over countermeasures to tax evasion and tax avoid-
ance were decisive for the Obama administration’s success in enforcing multilat-
eral AET and its parallel failure to focus the BEPS project on the adoption of CFC
rules. From this perspective, the global dominance of the US capital market, in-
deed, provides the US government with unmatched power in bargaining over the
regulation of financial institutions, including their tax-related reporting obliga-
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tions. In contrast, the foreign tax credit—a provision in US tax law reducing US
corporate tax by the amount of foreign taxes paid—makes the US government’s
tax revenue contingent on the foreign tax burden of US multinationals, over which
the US government allegedly has no control. Hence, foreign governments can
check US power in bargaining over countermeasures to tax avoidance by threat-
ening to increase taxes on US multinationals at source, thereby effectively reduc-
ing the tax revenue of the United States (Grinberg 2015; Lips 2019).

This explanation departs from the erroneous assumption that the resistance
of foreign governments prevented the Obama administration from pushing for
the adoption of stronger CFC rules during the BEPS project. Instead, the admin-
istration had already failed to implement corresponding measures domestically
because of opposition from US multinationals. Therefore, the US government
lacked a domestic regulatory template during negotiations over the BEPS proj-
ect, initially opening agenda space for governments seeking to expand the taxa-
tion of multinationals at source. Between the publication of the project’s draft re-
ports and the adoption of final recommendations, however, the Obama
administration defended the international tax system’s status quo against all at-
tempts at a significant expansion of source countries’ right to tax (see chapter 6).
Thereby, the administration acted in accordance with the traditional international
tax policy of US governments, which have since the adoption of the foreign tax
credit in 1918 forged an international tax regime that reduces source country tax-
ation to an absolute minimum (Avi-Yonah 2007; Picciotto 1992)."3 Rather than
being vulnerable to tax increases at source, the United States has for a century
used its market power to enforce international standards and bilateral tax trea-
ties that prevent source countries from such increases.

How the Argument Unfolds

Whether international rules against tax evasion and avoidance are tightened or
not, essentially depends on the domestically defined preferences of the United
States. The US government enforces tighter rules when a Democratic adminis-
tration is in power and proposed regulation targets a clearly illegal tax minimiza-
tion strategy like tax evasion by individuals with offshore accounts. The status
quo prevails under a Republican administration or when proposed changes af-
fect legal tax avoidance strategies by powerful interest groups such as US multi-
nationals. To show that this dynamic applied not only in the aftermath of the fi-
nancial crisis of 2008 but shaped all OECD attempts at curbing tax evasion and
avoidance since the abolition of capital controls in the 1980s, this book’s empiri-
cal part extends beyond the emergence of multilateral AEI and the BEPS project.
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In addition, the book also provides historical narratives on the Clinton and Bush
administration’s different approaches toward tax evasion and avoidance. Hence,
the book covers the following historical episodes: (1) the OECD’s HTC project
launched by the G7 in 1996, (2) the development of a largely ineffective OECD
standard for TIEAs between 2002 and 2008, (3) the emergence of AEI as a global
standard for administrative assistance in tax matters since 2009, and (4) the
OECD’s most recent project on countermeasures to corporate BEPS launched in
2012. Each narrative provides a thick description of the respective US govern-
ment’s tax policy preferences, linking the US position to the OECD initiative’s
eventual success or failure in reaching its regulatory objectives. The narratives
draw on forty-two interviews I conducted with decision makers and tax policy
experts in six countries, as well as on official documents, legal commentaries, and
coverage in the specialized press.

I fully develop and test my argument as follows: in chapter 2, I devise a theory
of power in international tax politics. This theory rejects the contractualist idea
according to which joint gains for all parties are a necessary precondition for in-
ternational agreements. Instead, I argue that great powers can impose their pre-
ferred international tax policy on less powerful countries even if this policy leaves
them worse off relative to the status quo ante. To this effect, the great power issues
a credible threat of sanctions, linking compliance with its tax policy demands to
market access for foreign firms. Since small countries are more dependent on ac-
cess to the great power’s market than the great power is on access to their markets,
they are highly responsive to a corresponding threat. Yet the great power uses co-
ercion in international tax matters only under restrictive conditions. Domestic
politics need to prevent the government from passing regressive tax reform, and
legal constraints need to keep the discursive power of affected interest groups in
check. Finally, I determine which jurisdictions attain great power status in inter-
national tax politics. Although the EU’s market power matches that of the United
States, internal divisions and European law create a level of regulatory dispersion
that prevents the bloc from finding and enforcing a common position. As a result,
the United States is currently the only great power in international tax politics.

In chapters 3 and 4, I apply this theory to bargaining episodes before the 2008
financial crisis. Chapter 3 discusses the Clinton administration’s tax policy pref-
erences and its resulting stance vis-a-vis the anti—tax evasion and anti—tax avoid-
ance elements of the HTC project. Like the Obama administration a decade later,
the Clinton administration unilaterally introduced new reporting requirements
for foreign banks through the QI program and backed the adoption of tighter in-
formation exchange standards at the OECD level. Because of business opposi-
tion, however, the administration failed to close loopholes in US CEC rules en-
abling US multinationals to indefinitely defer tax payments on foreign income
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and helped to dilute the HTC project’s proposed countermeasures to corporate
tax avoidance. Chapter 4 then discusses the Bush administration’s regressive tax
policy agenda, which led to the withdrawal of US support from the HTC project
in 2001. At the request of the Bush administration, the OECD first had to aban-
don all recommendations interfering with international competition for corpo-
rate investment. Second, the OECD had to postpone collective sanctions against
secrecy jurisdictions until secretive member states like Luxembourg and Switzer-
land also complied with OECD standards. Yet the Bush administration did noth-
ing to increase pressure on the respective governments. From a theoretical per-
spective, chapters 3 and 4 moreover reveal that the US Treasury’s responsiveness
to normative claims advanced by libertarian lobbyists against international tax
cooperation has been contingent on the respective administration’s tax policy
agenda.

Chapters 5 and 6 then discuss the OECD’s post-crisis initiatives against tax eva-
sion and avoidance. Chapter 5 explains how the Obama administration’s prefer-
ence for a progressive income tax system and new information on the circum-
vention of the Clinton administration’s QI program led to the adoption of FATCA.
By breaking the principled opposition of secrecy jurisdictions to the automatic
reporting of account information to foreign governments, the act enabled the
emergence of a multilateral AEI regime modeled on US policy. However, the
Obama administration eventually refused to fully cooperate itself, because of fi-
nancial sector opposition to new reporting requirements allegedly undermining
business with foreign clients. As a result of this hypocrisy, US banks currently en-
joy a competitive advantage over foreign banks in the attraction of hidden
wealth. Subsequently, chapter 6 shows how the Obama administration’s tax pol-
icy agenda also led to the proposal of countermeasures to corporate tax avoid-
ance. Because of business opposition, however, the Obama administration was
unable to implement its preferred countermeasure to corporate profit-shifting—
more stringent CFC rules—domestically. The administration therefore lacked a
template for international regulation in bargaining over the BEPS project’s final
recommendations. As a result, and to limit the foreign tax burden of US multi-
nationals, the US government defended the international tax system’s status quo
against unorthodox reform proposals by other governments, aiming at the ex-
pansion of taxation at source.

In chapter 7, I discuss the most recent developments in international tax pol-
icy, focusing on the question whether EU member states can overcome their in-
ternal division and centralize some regulatory authority over taxation at the su-
pranational level. The European Commission has made several proposals in this
regard, including a consolidated tax haven blacklist, a digital services tax, and a
common consolidated corporate tax base (CCCTB). Yet their adoption is far from
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certain, as member state preferences continue to diverge. Interestingly, however,
progress is not always blocked by small capital-importing EU countries. Eager to
protect its export industry from retaliation, Germany has recently prevented the
EU from blacklisting the United States for its hypocritical implementation of the
AEI and from introducing a 3 percent tax on revenue from the provision of dig-
ital services. The chapter’s final section summarizes the key findings of the his-
torical narratives and explains their relevance for political science debates on US
hegemony, international norms, party ideology, and business power.



POWER IN INTERNATIONAL
TAX POLITICS

The unexpected end of bank secrecy in traditional secrecy jurisdictions and the
parallel survival of the status quo in bargaining over countermeasures to base ero-
sion and profit shifting (BEPS) teach us three important lessons about the inter-
national politics of taxation. First, smaller countries make costly concessions when
faced with a credible threat of sanctions from the United States. Accordingly, the
US government can force smaller countries to adopt a regulatory standard like
the automatic exchange of information (AEI) even if compliance worsens their
lot relative to the status quo. Second, the US government can afford to ignore the
same standard it imposes on smaller countries, thereby shifting adjustment costs
onto foreign firms and creating a competitive advantage for US businesses. Al-
though the resulting regime redistributes wealth from the rest of the world to the
United States, other major economies, including the European Union (EU), have
not been capable of countering US hypocrisy. As the Obama administration’s de-
fense of the status quo in negotiations over BEPS also suggests, global tax policy
cannot currently be shaped against the will of the US government. Yet—and this
is the third lesson—the US develops a preference for international action against
tax dodging only if restrictive domestic conditions apply. Ideological constraints
have to prevent the administration from regressive tax reform, whereas legal con-
straints have to keep in check the power of interest groups, which are affected by
countermeasures to tax evasion or avoidance.

Against this background, I devote the present chapter to the development of a
theory of power in international tax politics. This theory identifies market size
and regulatory capacity as the decisive resources enabling governments to issue

25
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credible threats and inducements with a view toward making other governments
do what they would not otherwise do. A lack of regulatory capacity explains why
the EU has not wielded the same power in negotiations over global tax policy as
the United States despite the EU’s similarly sized internal market. In fact, taxa-
tion remains an exclusive member state competence. Therefore, the European
Commission has no administrative authority to impose penalties on third states
or foreign firms not complying with tax good governance standards applicable
within the union. At the same time, the principle of nondiscrimination enshrined
in EU law prevents individual EU countries from passing sanctions against other
member states abetting tax evasion and avoidance. Because of the lack of regula-
tory centralization in the EU, the US can act as a hegemon in international tax
politics. Accordingly, US preferences determined by domestic politics decisively
shape the content of global tax policy. The preferences of other governments
merely affect the US administration’s enforcement strategy.

The Material and Institutional
Sources of Power

Market Size and State Power

Scholarship seeking to explain governments’ relative power in international bar-
gaining over financial and economic affairs has traditionally focused on the size
of a country’s internal market. From this perspective, sway over global policy de-
pends on the relative number of foreign firms ready to abide by a regulator’s
decisions to gain access to customers or suppliers. The larger a market’s share in
global demand or supply, the greater the financial incentive for foreign firms to
secure entry. On the one hand, relative market size thus determines the extent to
which a country’s market regulation has extraterritorial reach. A company whose
profits are highly dependent on sales in a foreign market will, for instance, adapt
the company’s products or services to local requirements rather than divest. If
the rules governing its small home market differ or prevent the company from
complying with the rules applicable in the large foreign market, the company will,
moreover, lobby its home government for regulatory changes mirroring foreign
rules. The gravitational effect of a dominant market may thus lead to the spon-
taneous diffusion of a powerful government’s regulatory model (Simmons 2001;
Vogel 1997).

On the other hand, market size also determines whether a government can
credibly threaten other governments with market closure to enforce its prefer-
ences in international negotiations. The credibility of threats depends on the dif-
ference between the costs coercive measures impose on the sender and the costs
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they impose on the target. If a large country were to close its market to firms from
a small country, for instance, the large country would lose a negligible share of
its overall imports of goods, services, or investment. In contrast, the small coun-
try would lose a substantial share of its corresponding exports. Even if the small
country closed its market in return, the large country would lose only a negligi-
ble share of its overall exports. The small country, however, would lose a substan-
tial share of its imports. Because the large country is thus less vulnerable to mar-
ket closure than the small country, the large country can wrestle concessions from
the small country by conditioning market access on compliance with the large
country’s demands. Inversely, the small country has no means to ensure the large
country’s compliance with global rules (Drezner 2008; Krasner 1976; Legro and
Moravcsik 1999).

If we accept the crucial importance of market size for state power, the outcome
of international bargaining over countermeasures to tax evasion should depend
on the preferences of countries with large financial markets. After all, tax evasion
happens when a taxpayer hides wealth or income in a foreign account instead of
declaring it in her tax return. Accordingly, countermeasures to tax evasion have
to oblige banks and other financial institutions—the most likely custodians of hid-
den funds—to correctly identify their customers and report information about
their assets and income to foreign tax authorities. Banks are, however, unlikely
to comply voluntarily with data requests from foreign governments, because the
after-tax return banks can offer their wealth management clients depends on fi-
nancial secrecy as much as it depends on access to lucrative investment opportu-
nities.! Therefore, a regulator’s ability to obtain account information from for-
eign banks is conditional on the share of global capital demand to which the
regulator can refuse access. If the share is small, a foreign bank may simply choose
divestment over compliance. If the share is large, however, the foreign bank will
not be able to find equivalent investment opportunities elsewhere. As a result, it
has no choice but to abandon secrecy in return for continued market access.

In contrast, the outcome of bargaining over countermeasures to tax avoidance
should depend on the preferences of countries with large consumer markets. Here,
the regulatory goal is to prevent multinationals, which sell their products or ser-
vices to customers around the world, from shifting the corresponding profits to
tax havens where no substantial economic activity takes place (cf. OECD 1998,
2013b). According to international tax law, income from cross-border investment
should either be taxed where the income source is located (source country) or
where its beneficiaries reside (residence country).? However, multinationals of-
ten channel their profits out of source countries untaxed, and then divert them
to a corporate tax haven instead of returning them to the residence country. A
government’s ability to counter these practices unilaterally should increase with
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TABLE 2.1 Measures of Financial Market Size in Developed and Emerging
Economies

MARKET CAPITALIZATION VALUE OF INTERBANK VALUE OF SECURITIES
OF LISTED DOMESTIC TRANSACTIONS TRANSACTIONS
FIRMS (%, WORLD TOTAL) (%, WORLD TOTAL) (%, WORLD TOTAL)
COUNTRY/YEAR 2007 2017 2007 2016° 2007 20167
United States 33 41 30 31 30 19
European Union 24 10 51 32 48 48
China 7 11 2 15 1 5
Japan 8 8 10 9 9
Brazil 1 2 3 4 10
India 3 3 0 0 0 0
Russia n.a. 1 0 1 0 0

Note: Market capitalization is the share price times the number of shares outstanding for listed domestic
companies. Interbank transactions are processed by interbank funds transfer systems and include transactions
banks carry out on their own account and on behalf of their clients. Securities transactions are processed by
central securities depositories and include all instructions to move securities between accounts.

2The latest year for which data was available at the time of writing. Data sources: World Bank (2018); Committee
on Payment and Settlement Systems (2011); Committee on Payments and Market Infrastructures (2017).

the share that its consumer market contributes to a multinational’s global reve-
nue. The larger the share, the higher the cost of exiting the market for tax rea-
sons. Accordingly, a large source country could withhold taxes on dividend or
royalty payments to corporate tax havens, whereas a large residence country could
pass controlled foreign company (CFC) rules, adding profits booked in corpo-
rate tax havens to taxable domestic income, without risking divestment from mul-
tinationals.

If market size were the sole determinant of great power status, that status in
international tax politics would characterize the United States and the EU, as a
result of the union’s common market.> As the data presented in table 2.1 show,
firms listed in the United States contributed a third of the worldwide demand for
equity financing in 2007 and four times as much as European and Chinese firms
in 2017. Although the European financial market appears considerably smaller
than the US financial market in terms of firm capitalization, the European finan-
cial market contributes a larger share to the value of transactions processed by
the world’s interbank transfer systems and securities depositories. Between 2007
and 2016, the EU’s share of funds transferred among the world’s banks declined
from more than half to a third. Still, the union continues to contribute about as
much to the value of worldwide interbank transactions as the United States and
twice as much as China. In addition, securities transactions processed by deposi-
tories in the EU consistently accounted for almost half of the value of worldwide



TABLE 2.2 Foreign Portfolio Investment from Major Secrecy Jurisdictions
in December 2009

OTHER MAJOR FOREIGN PORTFOLIO INVESTMENT

LOCATION OF UNITED STATES EUROPEAN UNION® (FPI) DESTINATIONS®

ASSET HOLDER/

ISSUER %, TOTAL FPI (RANK) %, TOTAL FPI (RANK) COUNTRY %, TOTAL FPI (RANK)

Austria 7 (2) 80 (1) None -

Bahamas 23 (2) 4 (4) Brazil 57 (1)
Mexico 6 (3)

Bahrain 27 (1) 16 (3) Turkey 22 (2)
United Arab Emirates 9 (4)

Belgium 6 (2) 88 1) None —

Bermuda 63 (1) 15 2) Cayman Islands 9 (3)

Cayman Islands 52 (1) 8 (3) Brazil 29 (2)

Curagao® 11 (4) 36 1) Indonesia 15 (2)
Thailand 13 (3)

Guernsey 16 (2) 53 1) Cayman Islands 14 (3)

Hong Kong 11 (4) 22 (1) Cayman Islands 20 (2)
China 18 (3)

Isle of Man 5 (3) 76 1) Cayman Islands 6 (2)

Jersey 23 (2) 55 1) None —

Luxembourg 16 (2) 60 1) None —

Macao 8 (4) 29 1) Hong Kong 20 (2)
China 18 (3)
Cayman Islands 6 (5)

Panama 59 (1) 3 (4) Colombia 12 (2)
Brazil 9 3)

Singapore? 21 (2) 26 (1) Japan 7 (3)
China 7 (4)
Korea 6 (5)

Switzerland 14 (2) 58 (1) None —

Note: Major secrecy jurisdictions include all countries identified as such in table 1.1. Reported FPI data refer to the stock of
investment in debt securities, equity and investment fund shares as of December 2009. The entity directly investing in an
asset—an interposed shell company for instance—is reported as the asset holder. A beneficial owner investing through this
entity is not identified. Likewise, the data does not separate investments households make through banks from banks’
proprietary trading. Despite these shortcomings, the International Monetary Fund’s FPI data remain the best available data
for our purposes. BIS Locational Banking Statistics do not include investment in equity, and Treasury International Capital
(TIC) data on foreign ownership of US securities does not enable the analyst to determine the US share in a foreign country’s
overall portfolio investment.

AIncludes all twenty-seven countries that were members of the EU in December 2009.

bIncludes all countries receiving more than 5 percent of a tax haven'’s total FPI.

°With its passage to independence in 2010, the Netherlands Antilles changed its official name to Curacao & Sint Maarten.
dData refer to December 2008 because Singapore made FPI information confidential for most destinations from 2009.
Data source: International Monetary Fund (2018).
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transactions over the course of the past decade. Most important, the United States
and the EU have dominated all other countries on the usual measures of finan-
cial market size in all but one point in time during the past ten years (cf. Sim-
mons 2001; Singer 2007). Whereas Chinese businesses have, indeed, caught up
with European firms in terms of market capitalization, interbank and securities
transactions processed in the Unites States and the EU have consistently accounted
for 60 to 80 percent of the value of worldwide transactions.

Secrecy jurisdictions’ dependence on the US and European financial markets
is reflected in the international distribution of secrecy jurisdictions’ foreign port-
folio investment (FPI). In December 2009, three months before the US Congress
adopted the Foreign Account Tax Compliance Act (FATCA), the largest share of
overall FPI routed through fifteen out of the sixteen secrecy jurisdictions listed in
table 2.2 either went to the United States or the EU. In ten out of sixteen cases,
one of the two major financial markets accounted for 50 to 90 percent of all in-
vestment in debt securities, equity, and investment fund shares carried out via the
respective jurisdiction. Other important destinations for individual secrecy ju-
risdictions include emerging economies such as Brazil, China, and Turkey or other
secrecy jurisdictions such as the Cayman Islands and Hong Kong. The latter phe-
nomenon most likely reflects the use of several conduits for a single investment
stream. A private bank located in Hong Kong may, for instance, invest the de-
posits of a Chinese client in an investment fund registered in the Cayman Islands,
which uses the money to buy company shares on the New York Stock Exchange.
Owing to such constructs, FPI statistics may actually underestimate secrecy ju-
risdictions’ true dependence on access to major financial markets. In any case,
the United States and the EU could destroy the business model of most secrecy
jurisdictions by closing their markets unilaterally.

A similar picture emerges when comparing the consumer markets of major
developed and emerging economies. Table 2.3 reports data for 2013, the year the
Group of 20 (G20) and the Organisation for Economic Co-operation and Devel-
opment (OECD) launched the BEPS initiative (G20 Leaders 2013; OECD 2013a).
Whereas the number of potential customers is greatest in China and India, Amer-
icans and Europeans have more income to spend on the products and services
offered by multinationals. Accordingly, the United States and the EU still account
for larger shares of global imports of goods and services than China and India
despite the significantly smaller US and EU populations. Their unmatched share
of worldwide inbound foreign direct investment (FDI) moreover suggests that
multinationals continue to locate most of their activities in the United States and
the EU. This observation is of particular importance because international tax law
links a government’s right to tax a multinational’s local revenue to the presence
of a permanent establishment (PE) on the government’s territory. In the absence
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of a domestic plant, office, or warehouse, local sales alone do not justify the tax-
ation of a foreign corporation.* Therefore, inbound FDI should be the most rel-
evant indicator of market size in the context of international tax politics.

The extent to which corporate tax havens specializing in the abetment of tax
avoidance depend on access to the US and European markets is reflected in the
origin of royalty and license fee payments the tax havens receive from abroad.
Multinationals often use such payments to shift profits from their branches in
high-tax countries to a subsidiary in a low-tax country. Accordingly, countries
that do not tax revenue from the foreign lease of intellectual property—either on
the basis of targeted expenditures or advance pricing agreements with individual
firms—figure among the world’s largest recipients of such payments (WTO
2019b). Dutch firms, for instance, collected almost three times the amount of roy-
alties collected by German firms in 2013, despite having invested only 15 percent
of what German firms invested in domestic research and development that year
(OECD 2018a). The profits multinational firms book in the Netherlands thus do
not match their economic activity in the country—a fact that is indicative of tax-
motivated shifts (Cobham and Jansky 2017; Terslev, Wier, and Zucman 2018).

Against this background, the data presented in table 2.4 suggest that 70 percent
of the revenue channeled to the Netherlands through license fee payments in 2013
came either from other EU member states or from the United States. Similarly,

TABLE 2.4 Royalty and License Fee Payments Received by Major Corporate
Tax Havens in 2013

OTHER IMPORTANT

UNITED STATES EUROPEAN UNION ORIGIN JURISDICTIONS
DESTINATION/ORIGIN (%, TOTAL) (%, TOTAL) (%, TOTAL)
Netherlands 11 61 None
Switzerland 32 34 None
Ireland 43 19 None
Singapore 3 6 Australia (18)
ASEAN? (17)
China (16)
Japan (12)
Luxembourg n.a. 80 None
Hong Kong 15 15 China (28)

Note: The listed destinations include all countries among the world’s top twenty-five recipients of royalty and
license fee payments that effectively exempt such payments from taxation either through targeted expenditures
or advance pricing agreements with individual firms (cf. European Commission 2017c, 2017b, 2017d; Inland
Revenue Department 2011; Switzerland Global Enterprise 2014). Destinations are listed in descending order
according to their share in global receipts of royalty and license fee payments.

2Association of South East Asian Nations (Brunei, Cambodia, Indonesia, Laos, Malaysia, Myanmar, Philippines,
Singapore, Thailand, Vietnam).
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Ireland, Luxembourg, and Switzerland—where the same mismatches between re-
ported revenue and economic activity can be observed—received between 60
and 80 percent of shifted profits from the US and European markets. Hong
Kong—the second largest corporate tax haven for license fee payments in Asia—
collected about the same share from the United States and the EU combined as
from China, whereas profits were shifted to Singapore from an unusually diverse
number of markets within its wider region. Still, these figures show that most cor-
porate tax havens would lose their attractiveness as locations for holding compa-
nies if they could no longer grant unhindered access to the US and European mar-
kets. Hence, the United States and a coalition of large EU member states,
incurring revenue losses from profit shifting, should have the power to impose
their tax policy preferences on corporate tax havens. The conversion of market size
into an effective projection of power, however, depends on a government’s regu-
latory capacity.

Regulatory Capacity and State Power

Regulatory capacity is “a jurisdiction’s ability to formulate, monitor, and enforce
a set of market rules . . . . At a minimum [it] consists of regulatory expertise, co-
herence, and the extent of statutory sanctioning authority” (Bach and Newman
2007, 831). An expert administration consists of well-trained and experienced
professionals, who independently identify regulatory challenges, develop targeted
policy solutions, and deploy the necessary resources to competently monitor im-
plementation of the solutions by market participants. A coherent administration
moreover ensures that the rules it develops apply uniformly across the market the
administration regulates. The leeway officials enjoy in granting carve-outs and ex-
emptions should be strictly limited, and the likelihood and intensity of audits
should not depend on a company’s geographical location and political connec-
tions to local policymakers. Accordingly, a jurisdiction’s regulatory capacity will
be higher when administrative authority is centralized than when it is dispersed
(Posner 2009). What matters most for the projection of power in international
bargaining, however, is an administration’s ability to punish noncompliance. The
administration must have legal competence to penalize recalcitrant firms through
monetary fines or market exclusion. Otherwise, sanction threats become cheap
talk. While a large internal market may therefore be necessary for the projection
of power, a jurisdiction can harness its potential only through adequate regula-
tory capacity (Bach and Newman 2010).

Herein lies the key difference between the United States and the EU. Since the
adoption of FATCA, the US Treasury can decide to withhold 30 percent of the
payments received from US sources by any foreign bank that does not comply
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with the act’s reporting requirements (Grinberg 2012). Even before FATCA was
enacted, the Treasury Department had the statutory authority to define the in-
formation on US clients that foreign banks had to divulge when seeking the sta-
tus of a qualified intermediary (QI), and the department could, in principle, ex-
tend the reporting and due diligence obligations of all banks in the United States
without prior consultation with Congress (cf. IRS 2000; Mordi 2011). When the
Department of Justice (DoJ) suspects a breach of reporting obligations defined
in QI or FATCA regulations, the DoJ may even threaten to seek the criminal in-
dictment of a foreign bank from a grand jury. Since an indicted bank loses access
to the clearing infrastructure for dollar-denominated transactions, such a threat
from the DoJ is usually enough to force the targeted institution into a costly non-
prosecution agreement. After all, no bank can participate in the international
financial system without access to the currency in which the large majority of in-
ternational transactions are processed. Hence, the dollar’s status as the world’s
key currency significantly increases the US government’s regulatory authority over
foreign banks irrespective of their exposure to the US capital market (Emmeneg-
ger 2015; Helleiner 2002).°

In contrast, the administration of direct taxation remains an exclusive mem-
ber state competence in the EU. Accordingly, the European Commission neither
has the authority to change the reporting obligations of banks in the common
market, nor can decide to impose sanctions against banks outside the common
market that refuse to disclose information on European account holders.® Instead,
member states have to agree unanimously on new reporting standards as well as
on mandates for Commission negotiations on information exchange agreements
with third countries. Therefore, Austria and Luxembourg were able to block the
introduction of comprehensive AEI as well as the launch of corresponding nego-
tiations with Switzerland for almost a decade (Hakelberg 2015b; Rixen and
Schwarz 2012). But also since the transposition of the OECD common reporting
standard (CRS) into European law, member states have not been able to develop
meaningful sanctions mechanisms against third countries not complying with the
new AEI standard. The only measure to date is an integrated blacklist of coun-
tries not complying with the EU’s tax good governance standards, including par-
ticipation in multilateral AEIL Yet the corresponding Council conclusions merely
propose defensive measures member states could apply against listed jurisdictions
as they see fit and subject modifications of the list to unanimous approval by mem-
ber states even when a country matches the agreed-upon criteria (Council of the
European Union 2017). Owing to this lack of regulatory centralization, inclusion
does not have direct material consequences for listed countries and can be ve-
toed by a single EU member. Instead of harnessing the power of the common
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market, the EU thus leaves responsibility for sanctions and vulnerability to po-
tential retaliation with individual member states.

Likewise, tax-avoiding multinationals have, in principle, more to fear from the
US Treasury and its enforcing authorities than from the European Commission.
For instance, the Internal Revenue Service (IRS) has the statutory authority to
remove loopholes in US CFC rules that currently enable domestically headquar-
tered corporations to defer tax payments on foreign profits reported in tax ha-
vens (cf. IRS 1997, 1998b). Without any additional acts of delegation from con-
gress, the service can amend domestic transfer pricing and thin capitalization rules
when abuse becomes apparent and introduce entirely new reporting obligations
for multinational groups (cf. IRS 2016; US Treasury 2010). Subject to final ap-
proval by a Senate majority, the Treasury can moreover renegotiate tax treaties
with foreign governments, granting or withdrawing exemptions from withhold-
ing taxes on payments from US sources. Within the EU, all of these competences
remain with member states. They can each grant foreign companies access to the
entire common market, while applying domestic tax law and the provisions of
bilateral tax treaties. Over the last decades, tax competition has therefore been
more intense in the EU than in the rest of the world (Genschel, Kemmerling, and
Seils 2011). The European Commission can merely prevent the most harmful
practices by ordering member states to claw back foregone tax payments from
companies that have benefitted from selective fiscal privileges. Governments
granting tax exemptions unequivocally to all EU firms, however, act within the
bounds of their exclusive competence in direct taxation (Mazzoni and Avi-Yonah
2016).

Owing to their respective fiscal sovereignty, member states would thus have
to find consensus if they wanted to overcome regulatory dispersion in tax matters.
Instead of adopting a common stance with their European partners, however, Ire-
land, Luxembourg, and the Netherlands tailor their tax codes to the needs of US
multinationals seeking to shift their profits out of the common market untaxed
(Pinkernell 2012, 2014). In return, they benefit from high levels of foreign direct
investment (FDI) from the United States. In 2013, 60 percent of the US FDI stock
in the EU was located in these three countries, 80 percent of which was bound in
holding companies. Accordingly, three quarters of the United States’ direct in-
vestment income from the EU was also channeled through Ireland, Luxembourg
and the Netherlands that year (US Bureau of Economic Analysis 2018b, 2018a).
Other member states would have to apply pressure to bring corporate tax havens
in the EU into line. Their corresponding options are, however, severely con-
strained. The freedom of establishment enshrined in EU law posits that multina-
tionals running their business from Ireland, Luxembourg, or the Netherlands
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enjoy unconstrained access to the entire common market. The remaining mem-
ber states have to treat them as if they were domestic companies. Accordingly,
European governments can neither impose withholding taxes on payments to
EU corporate tax havens, nor apply CFC rules against multinationals shifting
their profits there (Genschel 2002; ECJ 2006). Because of the dispersion of regu-
latory authority among member states, the EU is thus unable to convert market
size into power. As a result, US hegemony in international tax politics currently
remains unchallenged.

Great Power Preferences in
International Tax Politics

If the US Treasury has the authority to tackle tax evasion and avoidance unilater-
ally by regulation, why does the department make only sporadic use of its power?
In this section, I submit that restrictive circumstances have to be met in domes-
tic tax politics for the US administration to enforce countermeasures to tax dodg-
ing. In contrast to popular comment, however, I argue that budget constraints
are not at the origin of increased great power activism. Instead, whether the United
States supports new international tax rules depends on the feasibility of regres-
sive tax reform and the power of affected domestic interest groups. Democratic
administrations are more concerned about the tax system’s effective progressiv-
ity than their Republican opponents, whereas redistributive regulation at the in-
ternational level allows the US government to appease powerful domestic inter-
est groups by shifting adjustment costs onto foreign companies and governments.

Barriers to Regressive Tax Reform

Welfare economists assume that governments facing international tax competi-
tion seek to maximize the sum of tax revenue and domestic production (Chisik
and Davies 2004; Keen and Konrad 2014). Yet how governments weigh these ele-
ments and which strategies they apply to attain their goal depends on a range of
material and ideational factors. The easiest unilateral strategy to address budget
constraints in a tax-competitive environment is regressive tax reform. By shift-
ing the tax burden away from internationally mobile capital and toward immo-
bile labor and consumption, this strategy reduces the risk of losing production
to capital flight and generates additional revenue from increased payroll and
value-added taxes (VAT). Accordingly, regressive tax reform has been popular
among OECD governments from the 1980s throughout the first decade of the
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2000s (Beramendi and Rueda 2007; Genschel and Schwarz 2013). At the same
time, however, this strategy also violates a fairness norm underpinning most mod-
ern tax systems. According to the ability-to-pay principle, high-income earners
should contribute relatively more to the financing of the state than low-income
earners, since those with high incomes find it easier “to bear the sacrifice of ma-
terial well-being a tax burden entails” (Slemrod and Bakija 2008, 64). Given that
the capital share increases while the share devoted to consumption decreases with
the level of income, however, regressive tax reform shifts the tax burden from
high-income to low-income taxpayers. Hence, high-income earners and their rep-
resentatives are likely to support such a reform, whereas low-income earners and
their representatives are likely to resist it.

Indeed, students of comparative tax politics consistently find that conserva-
tive parties prefer flat taxes on corporate profits and personal capital income. Con-
servative parties usually justify their preference by citing the larger role of corpo-
rations and high-income earners in saving and investment, and the positive
correlation between the level of tax and capital flight suggested by the Laffer curve.
In contrast, center-left governments prefer progressive taxation of corporate prof-
its and personal capital income, which these governments justify with the ability-
to-pay principle (Ganghof 2006). Basinger and Hallerberg (2004) show, for in-
stance, that center-left governments are more hesitant than conservative ones in
making competitive cuts to the corporate tax rate. Likewise, Garrett (1995) asso-
ciates center-left governments with more capital taxation unless an economy is
highly integrated in world markets. He explains that left parties favor high taxes
on capital but are often constrained by capital mobility. Similarly, Beramendi and
Rueda (2007) find that left governments have more progressive tax systems unless
they are bound by corporatist commitments. In that case, these governments con-
cede capital relief in exchange for redistribution on the spending side, financed
by more indirect taxation. Andersson (2015), in turn, demonstrates that left gov-
ernments have more progressive tax systems in majoritarian electoral systems,
but not in proportional ones. The latter, he argues, allow them to enter into long-
term agreements with conservative parties on pairing capital relief with redis-
tributive spending financed, again, by indirect taxes. Since the United States has
the power to model international regulation in financial and tax affairs accord-
ing to its domestic needs and features low levels of corporatism as well as a ma-
joritarian electoral system, Democrats should thus be consistently associated with
preserving—or even increasing—the progressivity of the tax system.

In fact, Bartels (2009) demonstrates that Democrats and Republicans imple-
ment tax policies consistent with the objective interests of their core political con-
stituencies. Whereas Democratic policymakers develop their positions based on
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the views of affluent egalitarians and the middle class, Republican policymakers
respond to the views of their most affluent constituents only, who want to see their
material interests rather than their egalitarian convictions defended. Accordingly,
all Democratic administrations between 1948 and 2005 reduced income inequality
through increased public investment and spending on employment programs, as
well as larger social transfers and more progressive taxation. The former set of
policies fostered economic growth and reduced unemployment, disproportion-
ately benefiting the pretax incomes of the lower class. The latter set of policies
bolstered the post-tax incomes of the lower class, while limiting the growth of the
upper class’ post-tax incomes. In contrast, all Republican administrations between
1948 and 2005 increased income inequality through cuts in spending on employ-
ment and social programs, inflation containment, and—most important—tax re-
form. Republican administrations have, in fact, held the common conviction that
tax cuts had to benefit the wealthy in particular because of their decisive role in
saving and investment. The Reagan and Bush administrations thus reduced tax
rates imposed on top incomes and capital gains, with George W. Bush excluding
corporate dividends from taxation at the individual level altogether.

Yet party ideology is not the only determinant of government attitudes toward
regressive tax reform. Because of its redistributive consequences and impact
on the perceived fairness of a given tax system, such reform is politically highly
salient. Therefore, corresponding voter attitudes and fairness concerns may
also impact government positions. Pliimper, Troeger, and Winner (2009)
demonstrate, for instance, that conservative governments facing an electorate
with predominantly egalitarian convictions are just as unlikely as center-left
governments to lower taxes on capital in response to tax competition. Accord-
ingly, both party ideology and voter attitudes may in principle create political
barriers to regressive tax reform and force governments to search for an alter-
native strategy to minimize capital flight. The moral economy of the United
States, however, is marked by much higher popular support for market com-
petition and much lower support for redistribution than the moral economies
of other developed countries (Koos and Sachweh 2017). It is therefore highly
unlikely that a Republican administration would face an electorate with pre-
dominantly egalitarian convictions. Even if this were the case, the party’s limited
responsiveness to tax policy demands from voters other than its most affluent
supporters would prevent a modification of its preference for regressive tax re-
form (Bartels 2009). As a result, Democratic government becomes a necessary
condition for US support of an international initiative against tax evasion, tax
avoidance, or both. For other governments this role is played by political bar-
riers to regressive tax reform at large.
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The Power of Affected Domestic Interest Groups

A government’s ideological leaning or electoral strategy is, however, not the only
determinant of the government’s preferences about global tax policy. The domes-
tic organized interests that are most affected by debated regulation also have
significant sway over their government’s position (Drezner 2008; Frieden 1991).
Anti—tax evasion measures mostly affect resident individuals hiding financial
wealth and capital income offshore as well as domestic banks providing offshore
services to nonresidents. In contrast, anti—tax avoidance measures mostly affect
locally headquartered multinationals that artificially shift their profits to tax ha-
vens. Their common objective is to maximize profits by minimizing the tax bur-
den imposed on themselves or their clients. Whether policymakers take the pref-
erences of these groups into account depends on their respective instrumental,
structural, and discursive power. Instrumental power refers to an interest group’s
ability “to exert direct influence on government decision makers through cam-
paign contributions and lobbying efforts” (Hacker and Pierson 2002, 280). Struc-
tural power is based on an interest group’s ability to make credible threats of
disinvestment (Lindblom 1977), and discursive power refers to an interest group’s
ability to shape the interests and perceptions of policymakers and the general pub-
lic by linking the interest group’s demands to established norms and ideas (Fuchs
and Lederer 2008).

Wealthy individuals, including those evading taxes, tend to have the necessary
resources and access to exert instrumental power over tax policymakers. As dis-
cussed earlier, elected decision makers in the US usually adjust their tax policy
agendas to the interests of the wealthiest individuals among their constituents. This
tendency may be the result of material incentives such as campaign contributions
or more frequent personal interactions with local elites (Bartels 2009). In contrast,
tax evaders’ structural power is limited by their inability to make credible divest-
ment threats. Since their tax liability is linked to their citizenship or place of resi-
dence, tax evaders would have to move their center of vital interests to a tax haven,
or obtain a new nationality, to prevent their home country from taxing their un-
covered foreign capital income. Yet such a decision implies the cutting of exactly
those social ties that may be constitutive of an individual’s wealth. Hence, US mil-
lionaires rarely migrate for tax or other reasons (Young 2017). In any case, an indi-
vidual’s decision to change her place of residence should have a negligible impact
on employment compared with the relocation of company headquarters or facto-
ries.” Finally, tax evaders also have limited discursive power, as they break the law
by concealing foreign capital income from the tax office. While their status as crim-
inals reduces their authority in public discourse, the norm of equality before the law
obliges policymakers to distance themselves from any crime to preserve the justice
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system’s perceived legitimacy. As tax evasion is a law-and-order issue as much as a
tax policy issue, open support for the perpetrators is likely to be minimal.

The domestic financial sector should have even more instrumental power over
tax policy than wealthy individuals. In many countries, financial elites are regu-
larly recruited into senior government positions, while their associations coordi-
nate closely with policymakers over regulatory projects (Fairfield 2010). The re-
volving door between finance and government is particularly busy in the United
States, where previous employment with an investment bank is the norm for sec-
retaries of the Treasury, and financial institutions offer lucrative consultancy po-
sitions to retiring senior officials. Hence, the sector is directly involved in finan-
cial policymaking over which the sector also exerts substantial structural power.
In the US, the financial industry increased its GDP share from 16 percent in 1975
to 24 percent in 2005, whereas the manufacturing sector’s share fell from 29 to
16 percent over the same period (Krippner 2005, 178). Finance has thus become
a dominant industry sector that can make credible divestment threats, as a result
of the abolition of capital controls and the technological ability to manage assets
from anywhere in the world (Helleiner 1995). The sector’s discursive power is re-
flected in its ability to establish dominant ideas about how an economy should
be organized. Apparently, this ability persists even after the 2008 financial crisis,
causing scholars to puzzle over neoliberalism’s resilience and the incremental char-
acter of post-crisis regulatory reform (Blyth 2013; Thatcher and Schmidt 2013;
Moschella and Tsingou 2014). Accordingly, the US position in international bar-
gaining over financial regulation has consistently been shaped by an overarching
concern for the competitiveness of US finance. The US government protects its
financial institutions from the costs of international regulation by enforcing agree-
ments that mirror domestic regulation and undercutting foreign initiatives pro-
moting divergent rules (Helleiner 2014; Oatley and Nabors 1998; Simmons 2001;
Singer 2007; Rixen 2013).

Multinationals other than financial institutions wield similar power over pol-
icymakers. Tax officials usually form an epistemic community with tax advisers
and chief financial officers of large corporations. Tax officials often seek advice
or even collaborate with tax law firms in drafting legislation and move back and
forth between the public and private sector in some countries (Seabrooke and
Wigan 2016). In the United States, corporate tax lawyers walk through the same
revolving door between government service and private practice as their col-
leagues in finance. Hence, Treasury is well aware of the needs of multinationals
headquartered in the United States (cf. IPB Tax 2013; KPMG 2014). In addition,
large corporations contribute important sums to the campaigns of elected politi-
cians and sponsor several lobbying groups focusing on tax policy (Center for Re-
sponsive Politics 2015). The impact of multinationals, however, does not depend
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only on access. Multinationals also have the ability to make credible divestment
threats. Corporations can, for instance, relocate headquarters and activities to
low-tax jurisdictions instead of just shifting the profits, leaving governments a
choice between a loss of revenue from corporate taxes and a loss of jobs (Hong
and Smart 2010). Finally, multinationals can justify tax avoidance with the legal-
ity of tax planning, thereby shifting the blame to legislators who fail to remove
loopholes. Alternatively, multinationals can invoke the public good by stressing
their obligation to maximize profits on behalf of shareholders and by linking a
lower tax burden to more investment and jobs. The number of policymakers con-
sidering the demands of tax-avoiding multinationals legitimate should therefore
be higher than the number of policymakers sympathetic to tax evaders. Against
this background, we can thus conclude that the limited power of affected interest
groups is a necessary condition for government support of an international ini-
tiative against tax evasion, tax avoidance, or both.

The Interaction of Political Barriers and Business Power

In actual bargaining over international tax policy, decision makers obviously have
to adapt to political barriers to regressive tax reform and demands from power-
ful interest groups at the same time. Decision-makers may, for instance, accom-
modate public outrage over a tax avoidance scandal by calling for more stringent
international rules, while making concessions on their exact content to appease
business opposition. Accordingly, different combinations of the two factors of po-
litical barriers and business power should produce different government posi-
tions toward international tax initiatives. Table 2.5 provides a stylized summary
of possible constellations. Its top-left corner displays the combination of high po-
litical barriers to regressive tax reform and low adjustment costs for powerful
interest groups, which is most conducive to government support for international
tax initiatives. A poster example for this situation would be a center-left govern-
ment that responds to its constituency’s fairness concerns by supporting an ini-
tiative that increases financial transparency in secrecy jurisdictions to the level al-
ready practiced by domestic banks. Such an initiative would increase pressure
on resident tax evaders with limited power in the political process and improve
the competitive position of domestic banks by leveling the regulatory playing field.
The constellation becomes less permissive, however, if adjustment costs are high.
This may be the case when standards debated at the international level threaten
to increase the foreign tax burden of resident multinationals. As the table’s bottom-
left corner shows, the government is likely to respond by trying to block rules
domestic business considers particularly harmful, as the Obama administra-
tion did in the context of the BEPS project. Given the government’s ideological
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TABLE 2.5 Interaction of Explanatory Factors in Determining
Government Preferences

POLITICAL BARRIERS TO REGRESSIVE TAX REFORM

HIGH Low
ADJUSTMENT Government fully supports Government is indifferent, reduces
COSTS Low international initiative against tax burden on internationally
FOR tax abuse. mobile tax bases.
POWERFUL ) . ) PV
INTEREST Government supports international ~ Government rejects initiative,
GROUPS HIGH initiative in public, but opposes reduces tax burden on internationally

rules affecting domestic business. mobile tax bases.

commitment to—or popular demand for—tax fairness, however, it will not
withdraw support from the initiative as a whole.

As shown in the table’s bottom-right corner, a government will oppose an ini-
tiative altogether only if low political barriers to regressive tax reform combine
with high adjustment costs. This will be the case when neither a majority of vot-
ers nor a governing party’s core constituency demands action against tax dodg-
ing, but other governments do. A right-wing government with a flat-tax ideal may,
for instance, need capital flight as a justification for competitive tax cuts at home.
The government will thus reject international rules that could lead to a reduc-
tion of capital flight and a corresponding increase in the effective tax burden of
domestic multinationals. Against this background, the conservative government
will embrace international tax competition and lower the domestic tax burden
on internationally mobile assets. Whereas this most restrictive constellation
may also lead a government to question previous agreements, low adjustment
costs in combination with low political barriers to regressive tax reform make a
government more or less indifferent toward international proposals. This may,
for instance, be the case when lenient transparency standards allow a conser-
vative government to appear tough on criminal tax evasion but require addi-
tional reporting only from foreign instead of domestic banks, and keep loop-
holes open for more sophisticated domestic tax evaders. Such a constellation
may thus lead a government to pursue international tax “politics without convic-
tion” (Eccleston 2012, 60).

Preference Constellations and Great Power Strategies

The regulatory preferences of the United States—currently the undisputed hege-
mon in international tax politics—determine the outcome of initiatives against
tax evasion and avoidance. The preferences of smaller governments still matter,
however, in that they determine which strategy the US government applies to im-
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TABLE 2.6 Combinations of Government Preferences and US Strategic Choice

GREAT POWER PREFERENCE

PRO CONTRA
Great power strikes voluntary Great power unilaterally
SMALL- PRO agreements with foreign defects. Undermines
COUNTRY governments. international initiative.
PREFERENCE Great power uses coercion to No initiative.
CONTRA impose its preferred rules on

foreign governments.

plement its preferred international rules. If the administration expects consider-
able resistance from other governments, for instance, it will deploy measures to
“change the choices of other . . . regulators at reasonable cost” (Simmons 2001,
597). Accordingly, foreign opposition to the US government’s preferred interna-
tional rules merely “affects the means of regulatory coordination, not the ulti-
mate end” (Drezner 2008, 88). If a small-country coalition were, for instance, to
agree on a higher level of financial transparency than practiced in the United
States, the US administration could unilaterally defect and undermine the coali-
tion’s scheme by attracting hidden capital to US shores. If, in contrast, the small-
country coalition practices a lower level of financial transparency, the United
States could force these countries to apply stricter standards by linking compli-
ance to financial market access. Table 2.6 summarizes the US government’s stra-
tegic options in international tax politics.

The stylized overview of preference constellations pits the great power’s stance
toward a given international tax initiative against the position of smaller govern-
ments. This analysis can be applied to bilateral as well as multilateral bargaining.
The most permissive constellation is, of course, when smaller governments agree
with the great power’s preferred international rules, as they provide the smaller
governments with similar domestic benefits. This constellation is summarized in
the top-left corner of table 2.6 and results in voluntary agreements between the
great power and foreign governments. If the great power meets or expects resis-
tance from foreign governments, however, it will use coercion to impose its pre-
ferred rules nonetheless. If neither the great power nor a smaller government is
in favor of new international tax rules, there will be no corresponding initiative,
because an actor capable of putting the issue on the agenda of an international
organization is missing. If small countries promote such an initiative and meet
the support of the great power, we end up in the bottom-left corner again. Yet if
the great power is satisfied with the status quo, while smaller governments launch
an initiative for new rules, the great power will undermine this initiative by
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defecting unilaterally, as already described earlier. In more formal terms, we can
thus conclude that the preferences of other governments determine the strategy a
great power deploys to implement its preferred international tax rules.

Analytical Strategy: Testing a Theoretical
Model with Historical Narratives

My aim in this book is to explain transformative change in the fight against tax
evasion and avoidance. Transformative change occurs when a paradigm govern-
ing the taxation of cross-border investment and economic activity at a given point
in time is superseded by a new paradigm. As the previous sections make clear, I
posit that regulatory stasis will be overcome only if the United States—the hege-
mon in international tax politics—decides to turn from veto player to change
agent. This decision, in turn, depends on the feasibility of regressive tax reform
and the adjustment costs a departure from the status quo entails for powerful do-
mestic interest groups. Once the United States has become a change agent, the
position of foreign governments determines whether the US administration im-
plements change through voluntary agreements or coercion. The relevant forum
for initiatives against tax evasion and avoidance has traditionally been the OECD
(Eccleston 2012; Rixen 2008). However, since my approach is based on theories
of tax competition, which assume perfect capital mobility, I consider only anti—
tax haven initiatives the OECD launched after this precondition had emerged at
the international level. International capital mobility is usually associated with
the abolition of capital controls, the establishment of the double-tax avoidance
regime, and the EU’s Single European Act (Genschel 2002; Helleiner 1996; Rixen
2008). As governments had achieved these objectives only by the end of the 1980s,
my study seeks to make causal statements on all initiatives against tax evasion and
avoidance launched by the OECD after 1990.

In addition to the political process leading toward the multilateral adoption
of AEI, these initiatives include the OECD project against harmful tax competi-
tion (HTC), the organization’s campaign for the adoption of bilateral tax infor-
mation exchange agreements (TIEAs), and its most recent project against base
erosion and profit shifting (BEPS) by multinational firms. The HTC project was
launched by the G7 in 1996 in response to growing concerns over the volume of
investment routed through tax havens. The project focused on increasing finan-
cial transparency as well as removing preferential tax regimes benefiting foreign
over domestic firms. The project dissolved into the TIEA campaign in 2001 when
the Bush administration withdrew US support from the project’s anti—tax avoid-
ance elements. Between 2001 and 2009, the OECD thus focused on the promotion
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of bilateral information exchange agreements providing for the mutual provi-
sion of administrative assistance upon request. Following the UBS scandal and
the adoption of FATCA in 2010, the organization’s focus shifted toward the de-
velopment of a global standard for AEI, and its multilateral adoption achieved in
2014. Finally, the G20 tasked the OECD in 2013 with providing a report on BEPS
as well as recommendations for its abatement. This mandate resulted in a series
of fifteen reports presented in 2015 and an ongoing political struggle over the in-
terpretation and implementation of the included recommendations.

Historical Narratives and Process Verification

Focusing on a small number of initiatives that stand in temporal sequence raises
several methodological issues. First, the universe of potential cases contains only
four events. Therefore, quantitative analysis based on randomized case selection
is unreliable, as a result of the “problem of precision” (Gerring 2007, 87). Second,
the initiatives under study tend to build on the given regulatory context. They are
most often responses to the perception that previous attempts at curbing tax
evasion and avoidance have failed. Past experience thus informs the preferences
of domestic actors as to the need for new initiatives against tax evasion and avoid-
ance. Instead of seeing initiatives against tax evasion and avoidance as indepen-
dent cases, which is a prerequisite for making causal claims based on their sys-
tematic comparison, they must thus be interpreted as episodes in a more long-term
historical process. Accordingly, the following empirical chapters will not provide
case studies in the classical sense. They will rather present several analytical nar-
ratives probing the plausibility of the theoretical model and thereby increasing
our confidence “that it has captured the central, generalizable dynamics rather
than unique elements of a particular case” (Biithe 2002, 489). The narratives are
analytical in that they draw a common structure from the theoretical model and
focus on those elements of the historical record considered most salient for ex-
plaining the outcome of OECD tax initiatives. Within each narrative, process veri-
fication is applied to connect this outcome to the causal conditions emphasized
in this chapter.

Process verification denotes the application of process tracing in theory test-
ing. According to Bennett and George, “the general method of process tracing is
to generate and analyze data on the causal mechanisms . . . that link putative
causes to observed effects” (1997, 5). Proponents argue that a causal explanation
is insufficient if it relies merely on the establishment of a causal effect based on
observed covariance in independent and dependent variables. Instead, it is nec-
essary to study the process linking causes to effects to ascertain that a cause really
matters for the reasons assumed by the researcher. Given that my theory provides
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for several causal steps building on one another to produce the outcome,? the
method is most suitable for subjecting the theory to a rigorous test. In doing so,
I rely on data drawn from official documents and statistics, previous academic
research, coverage in the specialized press, and forty-two interviews with experts
in international tax policy from international organizations, national govern-
ments, and the private sector. I conducted semistructured face-to-face interviews
over the course of one and a half years in five different countries, and also had
conversations by phone with experts located in a sixth country. My goal was to
obtain a balanced ratio of testimony from interlocutors of all professional back-
grounds and political leanings, as well as from small and large countries. More-
over, I gave priority to speaking to actual decision makers rather than informed
bystanders. As a result, I am usually able to triangulate obtained data on a specific
event from several sources. As most interlocutors agreed to provide information,
including on international negotiations, only under the condition of anonymity,
I will use a general description of the interviewee’s function (for example, “OECD
tax official”) when citing testimony, along with the date of the interview.

Operationalization of the Theoretical Model

The theory developed in this chapter shall explain transformative change in anti—
tax evasion and avoidance regulation. Transformative change implies a shift
from an established to a new underlying paradigm that alters the logic of action
in the regulated field (Hall 1993; Streeck and Thelen 2005). Tax evasion occurs
when a household conceals financial wealth and related capital income from the
tax office. The crucial prerequisite for tax evasion is the ability of secrecy juris-
dictions to hide the identities of foreign investors, as local tax offices could other-
wise obtain information on their residents’ offshore capital income and aug-
ment their tax base accordingly. Therefore, we will observe transformative change
in the fight against tax evasion only when regulation replaces the norm of finan-
cial secrecy with financial transparency. Financial transparency implies that na-
tional tax authorities can readily obtain information on their residents’ foreign
capital income through official channels. In contrast, tax avoidance refers to ac-
counting schemes enabling multinational corporations to inflate profits in low-
tax countries while deflating them in high-tax countries. These practices are en-
abled by the arm’s-length principle in international tax law that obliges tax
authorities to treat subsidiaries of a group as separate entities. Accordingly, we
will observe transformative change in the fight against tax avoidance only when
regulation ends the artificial separation of group subsidiaries and treats multina-
tional firms as unitary entities instead. Unitary taxation implies that the profits
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of a multinational group are consolidated at the headquarters and then appor-
tioned to individual jurisdictions based on a certain formula.

Whether or not transformative change has occurred at a given point in time
subsequently informs the preferences of domestic actors about the need for new
international tax initiatives. Center-left governments or voters with egalitarian
convictions should, for instance, be even more likely to oppose regressive tax re-
form if they have the impression that the present regulatory context already al-
lows capital owners to evade their fair share of tax. Therefore, we should expect
these groups to voice their demand for international action against tax dodging
once they obtain information on the deficiencies of the present regulatory con-
text. Such information may, for instance, be provided by tax authorities, which
realize that their foreign counterparts usually turn down requests for adminis-
trative assistance. Such information may also be provided through data leaks from
foreign banks or law firms revealing that domestic actors evade or avoid taxes off-
shore despite existing regulation. To accommodate the causal feedback loop cre-
ated by the impact of past regulation on the current preferences of voters and
governments, I will begin every analytical narrative by describing how public
scandals or administrative action made actors who are generally in favor of pro-
gressive taxation aware of tax dodging and caused them to demand political ac-
tion. Accordingly, I will assess the importance of barriers to regressive tax reform
based on the public availability of information on tax abuse and the government
participation of left parties enabling the conversion of information into execu-
tive action at the international level.

Similarly, past regulation should also impact to what extent a new initiative
against tax dodging affects domestic interest groups. As discussed above, multi-
nationals are, for instance, generally interested in maximizing their earnings per
share. A comparatively cheap strategy in this regard is investment in tax law ex-
pertise, enabling tax burden minimization in a given regulatory context. Once a
multinational has understood how to reach its goal within the present system,
however, the investment turns into a sunk cost, causing the firm to prefer legal
certainty provided by the status quo to uncertainty created by new initiatives. Ad-
justment costs should therefore be higher when rules established at the interna-
tional level depart significantly from the previous regulatory approach and thus
oblige affected domestic interest groups to invest in new expertise, compliance
procedures, and organizational structures. Accordingly, the analytical narratives
will not only trace interest group preferences back to the impact of international
tax initiatives on the interest groups’ effective tax burden or business model, but
also emphasize the extent of administrative adjustment international tax initia-
tives are likely to precipitate. The yardstick in this regard is whether new rules
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require affected actors to change their compliance procedures and organizational
form.

To connect these domestic factors to the final outcome at the international
level, the analytical narratives will first clarify the extent to which government
preferences revealed in interviews and speeches by decision makers, as well as of-
ficial documents, match the position expected for a given combination of do-
mestic conditions in table 2.5. Once government preferences have been empiri-
cally determined, the narrative will identify the constellation in table 2.6 that best
matches observed bargaining and check whether the great power chooses its strat-
egy as expected. We observe coercion when the US administration explicitly
links other countries’ access to its internal market to compliance with US de-
mands. At a minimum, such a threat has to be articulated in an official govern-
ment declaration. Yet it may also be included in legislation, regulation, or court
orders. In contrast, we observe voluntary compliance when other governments
adopt the great power’s preferred rules in the absence of a sanctions threat. This
requires that the other governments endorse the relevant international agreements
and implement them domestically. Hence, unilateral defection occurs when the
great power does not transpose international rules into domestic law. In sum,
transformative change will occur only if (1) revelations of tax dodging lead a
Democratic US administration to demand more effective rules, (2) and these rules
are reconcilable with the interests of powerful domestic veto players. Legal con-
straints may, however, significantly depress the discursive power of an otherwise
influential interest group. The analytical narratives presented in the following
chapters will show how the presence and absence of these factors determined the
outcome of all OECD initiatives against tax evasion and avoidance after 1990.



COUNTERING HARMFUL
TAX PRACTICES

Analysts agree on the Clinton administration’s decisive role in putting the issues
of tax evasion and avoidance on the agenda of the Group of Seven (G7), and sub-
sequently the Organisation for Economic Co-operation and Development
(OECD) (Eccleston 2012; Kudrle 2003; Rixen 2008). Yet disagreement remains
as to the reasons for its failure to lead the harmful tax competition (HTC) initia-
tive to success. While some authors refer to timing, arguing that the Clinton ad-
ministration was simply unable to finish its work on the issue before the end of
its term in 2000 (Palan, Murphy, and Chavagneux 2010), others claim that tax
havens successfully exploited the regulative norm of nonintervention to defend
themselves against OECD requests for more cooperation in tax matters (Shar-
man 2006a). This chapter shows that the Clinton administration was, indeed, con-
cerned about the impact of tax havens on the perceived fairness of the US tax
system, international financial stability, and the US sanctions regime, and thus
promoted an international campaign against underregulated financial centers.
The OECD, however, made the strategic mistake to tackle tax evasion by indi-
viduals and tax avoidance by multinationals in a single project, creating opposi-
tion from business associations in the United States and elsewhere. Instead of
credibly linking noncompliance with OECD recommendations to economic sanc-
tions, the Clinton administration thus accepted the severe dilution of the HTC
initiative’s anti-avoidance elements even before the Bush administration took of-
fice in 2001. A nested comparison of two unilateral tax initiatives moreover re-
veals that the Clinton administration generally failed to pass regulations curbing
tax avoidance but succeeded in passing regulations against tax evasion.

49
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The Clinton Administration’s
Tax Policy Agenda

William J. Clinton’s election as president of the United States in 1992 ended
12 years of Republican government. Under Presidents Ronald Reagan and
George H.W. Bush, income inequality and public debt had dramatically increased
because of regressive tax reforms, cuts to public investment in job training and
wage subsidies, and a massive surge in military spending (Bartels 2009; Danziger
and Gottschalk 1997). Catering to widespread public disenchantment with in-
equality and an “unfair” tax system perceived as “benefiting the rich,” Clinton
had thus promised an income tax cut for the middle class during the electoral
campaign (Steinmo 1994, 13). After the election, however, Lloyd Bentsen, secre-
tary of the Treasury, and Robert Rubin, chairman of the National Economic
Council, argued that priority should be given to deficit reduction, as this might
impress financial market analysts, trigger more private saving and investment, and
reduce interest rates. Bentsen and Rubin’s idea of restoring business confidence
defeated proposals for Keynesian stimulus in internal debate (Steuerle 2008).
Hence, the Clinton administration removed the middle-class tax cut from its first
budget proposal for 1994. Instead, it proposed an expansion of earned income
tax credits (EITC) for the working poor, financed by higher taxes for upper-
income individuals and corporations (Graetz 1993). As President Clinton ex-
plained in his first State of the Union speech, the goal of EITC expansion was to
“reward the work of millions of working poor Americans by realizing the princi-
ple that if you work forty hours a week and you’ve got a child in the house, you
will no longer be in poverty” (cited in Hotz 2003, 146).

The measure was indeed retained in the Omnibus Budget Reconciliation Act
of 1993, which was supposed to cut the deficit by $500 billion over five years, and
also introduced new tax brackets and higher rates for top personal and corporate
incomes, as well as slightly higher taxes on motor fuel consumption. Because of
large Democratic majorities in both chambers of Congress, the act passed in sum-
mer 1993 despite forty-one Democratic representatives and six Democratic sen-
ators voting against the bill (Sabo 1993). These members of Congress justified
their opposition with concerns over the electoral impact of supporting increased
taxes on income and energy consumption (Rosenbaum 1993; Sullivan 1993). On
balance, however, “the net effect in 1993 was to give more to low-income fami-
lies, leave the middle class more or less untouched, and zap the rich” (Steuerle
2008, 166). By passing the Omnibus Budget Reconciliation Act, the Clinton ad-
ministration thus managed to reconcile deficit reduction with increased tax pro-
gressivity, which some even interpreted as a reversal of Reaganomics (Fram 1993).
Still, the political cost of increasing taxes was enormous, as 50 percent of survey
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respondents, even those with low incomes, felt affected (Steuerle 2008). Accord-
ing to Robert Rubin, “the mischaracterization of our deficit reduction as a tax in-
crease on the middle class” was a major reason for Democratic defeat in con-
gressional elections of 1994 (Robert Rubin and Weisberg 2003, 153). As a result,
Republicans regained full control of Congress for the first time since 1951, sub-
sequently preventing the Clinton administration from pursuing major legislative
initiatives. Its focus therefore shifted to the international level where the Treasury,
in particular, aimed to foster projects that could support deficit reduction by cre-
ating additional revenue and growth. As Brad DeLong and Barry Eichengreen
(2001, 2) explain:

Following the loss of Democratic control of the Congress in 1994, all am-
bitious domestic initiatives were obviously dead in the water. If this
didn’t exactly create a political vacuum and a demand for newspaper
headlines that could only be filled by international events, it at least fa-
cilitated the efforts of Treasury and other economic agencies to bring
these issues to the attention of the president and his core political
advisors.

Among the international issues raising concerns within Treasury was the pro-
liferation of tax havens and their increasing use by US investors. This concern was
based on a number of economic studies questioning the survival of capital taxa-
tion in open economies (cf. Gordon 1992; Frenkel, Razin, and Sadka 1991), which
were taken up by international bureaucracies like the OECD, the International
Monetary Fund (IMF), and the European Commission, and empirically sup-
ported by massive capital flight from Germany to Luxembourg following the
introduction of a withholding tax on interest in 1988 (cf. Cassard 1994; Owens
1993; Ruding 1992; Tanzi 1995). At the time, the increasing role of tax havens in
financial intermediation had become apparent following the removal of barriers
to capital mobility over the course of the 1980s. As a result of the “tax cut cum
base-broadening strategy” OECD governments had devised in response to tax
competition (Ganghof 2000, 611), however, increased capital mobility had not
yet impacted their revenue from the taxation of corporate profits and capital in-
come (Webb 2004; Zucman 2014). Still, proponents of the welfare state bought
into economic projections of declining capital taxation, anticipating the near “end
of redistribution” (Steinmo 1994, 9). Against this background, the Treasury’s in-
ternational tax counsel, Joseph Guttentag, as well as his deputy, Philip West,
argued for enhanced cooperation in tax matters within the OECD, citing the
abuse of transfer pricing, hybrid entities, and lack of information exchange as
major areas of concern (Guttentag 1995; West 1996). According to Reuven Avi-
Yonah (2005, 314), Guttentag and West were the main players behind a transition
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in US international tax policy from the “age of competition” to the “age of coop-
eration.”

The potentially erosive impact of tax havens on the US tax base was, however,
not the only reason for the Clinton administration’s preoccupation with them.
From its perspective, the financial opacity they provided to investors also abetted
money-laundering and corruption and undermined the stability of the financial
system as well as the US sanctions regime (Wechsler 2001). At the time, cases had
multiplied involving drug cartels using Caribbean secrecy jurisdictions to laun-
der their proceeds from narcotics sales in the United States. Financial institutions
and law firms in the secrecy jurisdictions not only helped to hide the true origin
of funds through the provision of bank secrecy or shell corporations; they also
invested illicit funds in financial, real estate, and arts markets on behalf of crimi-
nal organizations. In parallel, the belief spread among senior law enforcement of-
ficials that draining the money supply of criminal organizations was the most
effective way to reach their senior figures. Accordingly, legislation enabling tougher
prosecution of the placement of illicit funds in US banks was passed throughout
the 1980s, leading to an increasing number of cases and convictions. Ultimately,
however, this legislation led only to a shift in transfer strategies from simple bank
transfers to physical smuggling and the use of nonbank financial institutions. The
prevention of money laundering in secrecy jurisdictions after illicit funds had been
successfully transferred out of the United States thus required international ac-
tion. A fortiori this was the case because the laundering of funds that had never
been in the United States could still affect US interests. For instance, financial
sanctions against particular individuals or governments could easily be circum-
vented by setting up shell corporations and nominee accounts in secrecy juris-
dictions (Sultzer 1995; Williams 1997).

Based on these tax and law enforcement concerns, the Clinton Treasury came
to the conclusion that a new strategy against tax havens was needed. Moreover,
“any strategy had to be global and multilateral, since unilateral actions would only
drive dirty money to the world’s other major financial centers” (Wechsler 2001,
49). However, it was believed that such an anti—tax haven initiative should not be
pursued via the United Nations, where countries with underregulated financial
markets were a majority. Instead, the Clinton administration preferred working
with the G7 and OECD to first establish consensus among large industrialized
countries. Once international standards had been developed in these more ex-
clusive formats, noncompliant jurisdictions would be pressured into cooperation
through naming and shaming as well as collective sanction threats (Wechsler 2001,
49). In the area of taxation, this strategy led to and was pursued via the OECD’s
harmful tax competition initiative, the genesis of which is the subject of the next
subsection.
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International Politics: Countering
Tax Abuse via the OECD

Based on the reasoning described previously, the Clinton administration initiated
discussions on an international initiative against tax evasion and avoidance in the
G7 in 1995 (Eccleston 2012; Rixen 2008). The idea was welcomed by European
G7 members, which were at the time struggling to contain tax evasion and avoid-
ance within the European Union (EU). Following the liberalization of capital
flows through the Single European Act and the capital markets directive of 1987,
EU member states witnessed an increased volume of cross-border transactions
and investments. However, because of the unanimity requirement in matters of
direct taxation and fears that tax harmonization within the EU would lead to cap-
ital flight from the common market, EU member states were unable to reach
consensus on tax cooperation despite several proposals from the European Com-
mission to this effect (Genschel 2002; Radaelli 1999). An initiative binding gov-
ernments beyond the EU, however, had the potential to alleviate the risk of capi-
tal flight to third countries. The interests of France, Germany, Italy, and the United
Kingdom were thus largely aligned with those of the United States. As a result,
G7 leaders issued a joint call on the OECD to “establish a multilateral approach
under which countries could operate individually and collectively to limit the ex-
tent of [harmful tax] practices” (G7 Leaders 1996, para. 16).

As requested, the OECD established “Special Sessions on Tax Competition,”
which were tasked with elaborating a report on “harmful tax competition,” even-
tually published in January 1998. In that report, the organization identified tax
havens providing financial secrecy, preferential tax regimes (PTRs), or both as
potentially harmful—that is, tending to “erode the tax bases of other countries,
distort trade and investment patterns and undermine the fairness, neutrality and
broad social acceptance of tax systems generally” (OECD 1998, 8). Tax havens
were associated with “no or only nominal taxation” of capital income or corpo-
rate profits, a lack of transparency and administrative assistance, and an absent
link between tax residency and substantial economic activity. From the OECD’s
perspective these factors were indicative of a jurisdiction “attempting to attract
investment or transactions that are purely tax driven” (OECD 1998, 22). PTRs
essentially referred to tax breaks granted only to foreign corporations, ring-fencing
the domestic tax base from their impact. Examples cited by the OECD included
the exemption of foreign profits from residence taxation, “deductions for deemed
expenses that are not actually incurred,” and the acceptance of transfer-pricing
arrangements that do not reflect the arm’s-length principle, thereby overstating
a subsidiary’s local profits (OECD 1998, 30-32). The OECD made nineteen rec-
ommendations for fighting these practices, focusing on the collective application
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by member states of unilateral defense measures and the toughening of adminis-
trative assistance clauses in bilateral tax treaties. In addition, the OECD threat-
ened secrecy jurisdictions with blacklisting and sanctions should they not respond
to requests for administrative assistance from foreign tax authorities. In contrast,
no such threat was issued toward corporate tax havens offering PTRs, most likely
because most large OECD members also had such regimes in place (Rixen 2008).

With the exception of Luxembourg and Switzerland, which abstained from the
vote, all OECD member states approved the HTC report at the 1998 Ministerial
Council. The Clinton administration also expressed its support, pledging to trans-
pose OECD recommendations into national law by 2000. To that effect, the ad-
ministration announced reporting requirements for all payments going to tax ha-
vens identified by the OECD as well as the “termination of credits for taxes paid
at source in these countries” (Palan, Murphy, and Chavagneux 2010, 217). Sub-
sequently, Treasury also included these measures in its Green Book of Revenue
Proposals for fiscal year 2001 (cf. US Treasury 2000). In contrast, the forty-one
jurisdictions identified as tax havens by the OECD for providing secrecy, PTRs,
or both tried to attack the HTC project on normative grounds, as a result of their
lack of material power resources. Their aim was to convince OECD governments
to abandon the campaign by stressing its inconsistency with norms these govern-
ments generally promoted. For instance, the jurisdictions argued the project was
undermining their fiscal sovereignty and depriving them of an IMF-approved
development strategy. Moreover, they claimed that the project’s top-down
approach—excluding them from negotiations, while making them subject to its
provisions—rviolated the principle of multilateralism. Last but not least, the ju-
risdictions also accused the OECD of applying double standards, as it cracked
down on non-OECD tax havens but ignored the practices of Luxembourg and
Switzerland as well as the PTRs established by larger member states (Sharman
2006a; Webb 2004).

Although these arguments gained traction with the multinational business
community and the financial and tax service industries in particular, the OECD
still identified forty-one jurisdictions as tax havens in June 2000 and threatened
them with the collective application of defense measures. Again, the Clinton ad-
ministration was supportive of OECD efforts, with Secretary of the Treasury Law-
rence Summers declaring the United States “would fully cooperate in preparing
sanctions for tax havens that fail to reform” (Associated Press 2000b). In response,
six out of the forty-one identified tax havens, including some major players like
Bermuda and the Cayman Islands, signed agreements with the OECD in which
they pledged to abolish harmful provisions in their tax codes in exchange for be-
ing removed from the draft list of uncooperative tax havens that could be hit with
countermeasures (cf. Government of Bermuda 2000; Governor of the Cayman Is-
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lands 2000). Accordingly, these six jurisdictions were missing from the final tax
haven blacklist included in the OECD’s 2000 progress report, whereas the remain-
ing thirty-five jurisdictions were threatened with collective defense measures if
they did not sign a memorandum of understanding (MOU) by July 31, 2001,
obliging them to abandon their harmful tax practices (cf. OECD 2000). By the
end of 2000 the HTC initiative thus seemed to be fostering good progress toward
the goal of eliminating the most harmful features of tax haven business models.

Effectively, however, submission to the OECD came at relatively low cost for
the targeted jurisdictions, as multinationals organized in the Business Industry
Advisory Council (BIAC) had successfully lobbied for a removal of the substan-
tial economic activity criterion from the OECD’s tax haven definition. By remov-
ing corporate tax planning from the scope of the HTC project, business gave
Bermuda, the Cayman Islands, and other relatively sophisticated countries, act-
ing both as secrecy jurisdictions and corporate tax havens, the opportunity to pol-
ish their reputations by renouncing parts of their tax evasion business while at
the same time expanding their tax avoidance business with multinationals (Ec-
cleston 2012; Webb 2004). Tax havens were thus provided an opportunity to avoid
blacklisting and the risk of sanctions without making fundamental changes to their
business models. Still, these jurisdictions failed to halt the HTC initiative alto-
gether by turning dominant norms against their key proponents. Instead, the fol-
lowing subsections will show that differences in material power resources were
decisive in this episode of bargaining over international tax cooperation. Rather
than tax havens, the domestically defined preferences of the United States, which
has traditionally dominated tax policymaking in the OECD, largely shaped the
content of the HTC initiative at this stage (Avi-Yonah 2005; Farquet and Leimgr-
uber 2014; Graetz 2000).

Implementing Anti-Tax Evasion and
Avoidance Measures Domestically

As demonstrated previously, the Clinton administration was fully supportive of
the OECD’s HTC initiative and prepared to deploy sanctions against noncoop-
erative tax havens. The administration’s support was based on economic projec-
tions of declining revenue from capital taxation in open economies and a gen-
eral concern over the relevance of secrecy jurisdictions for organized crime,
corruption, and financial instability. Moreover, support was driven by a concern
for the publicly perceived fairness of the US income tax system. As Lawrence Sum-
mers explained in an interview in 2000, “[the US] tax system is based on volun-
tary compliance. That compliance depends on people having the sense that others,
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particularly those who are more fortunate, pay the taxes they are required to pay”
(Associated Press 2000a). However, the Clinton administration faced strong op-
position to its international tax agenda whenever it affected the tax-planning prac-
tices of US multinationals. Therefore, Treasury accepted the dilution of the sub-
stantial economic activity criterion in the OECD’s 2000 progress report, extended
check-the-box rules to US multinationals’ foreign subsidiaries despite prior doubts
as to potential exploitation of the rules through the setup of hybrid entities, and
later backed down from withdrawing corresponding regulations. When neither
the interests of US multinationals nor those of US financial institutions were ad-
versely affected, however, Treasury was able to pass regulations—for instance,
when creating the qualified intermediary (QI) program.

Adjusting the HTC Initiative to Business Preferences

With the approval of the United States, the OECD’s Committee on Fiscal Affairs
(CFA) had adopted an HTC report aiming both at tax evasion by individuals and
tax avoidance by multinationals. Yet dealing with both elements in a single proj-
ect turned out to be a strategic mistake. One of the elements meant to counter
avoidance was the substantial economic activity criterion included in the report’s
tax haven definition. From the OECD’s perspective, granting a corporation tax
residence in “the absence of a requirement that [its] activity be substantial . . .
suggests that a jurisdiction may be attempting to attract investment and transac-
tions that are purely tax driven” (OECD 1998, 24). This practice was considered
harmful and thus ought to be ended by governments wishing to comply with
OECD recommendations. Yet making a corporation’s tax residence conditional
on substantial economic activity in the respective country posed a fundamental
threat to corporate tax-planning strategies, which usually hinge on the ability of
multinationals to shift profits to low-tax jurisdictions where no production takes
place and no value is added (Pinkernell 2014). Accordingly, business lobbyists in
the United States and elsewhere staged a campaign against the criterion, trying
to convince OECD governments of its incompatibility with basic liberal norms
(Webb 2004).

BIAC’s initial response to the HTC report was drafted by Richard Hammer,
who also served as chief tax counsel for the United States Council for Interna-
tional Business (USCIB) (Ralph 2000). USCIB, in turn, is the main lobbying group
for US multinationals at the OECD, its membership including many corporations
reputed for their tax-planning savvy. Following consultations with multination-
als and their tax advisers, Hammer criticized the OECD for not having met with
representatives of businesses prior to the release of the HTC report (Ralph 1999).
Moreover, Hammer framed tax competition as a means to impose fiscal disci-
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pline on governments, forcing them “to make more efficient use of tax revenues”
(BIAC 1998, cited in Webb 2004, 811), a variant of the traditional liberal inter-
pretation of tax competition as “the taming of Leviathan” (Sinn 1992, 177).
Against this background, he went on to argue “that it was legitimate for businesses
to consider tax differentials in planning and structuring their investments” (Webb
2004, 811). These two arguments subsequently became the basis for corporate
criticism of the HTC project, frequently employed by representatives of multi-
nationals and corporate tax advisers (cf. Couzin 2000; Katsushima 1999).

Yet corporate critics of the OECD did not object to all forms of international
tax cooperation. In fact, they were supportive of efforts to combat tax evasion by
means of greater financial transparency and in favor of removing regulations ring-
fencing tax breaks for foreign-owned corporations from domestic firms. As
Webb (2004) suggests, business associations were more conciliatory toward these
measures because they either did not directly affect their members or were con-
ducive to expanding targeted expenditures to the entire economy. Regarding in-
formation exchange, banks from wealth management hubs such as Florida or
Texas were of course opposed to reporting additional client data. Accordingly,
the Clinton administration put corresponding proposals on the back burner
(Freedberg 2002). Yet the banks were indifferent toward new reporting require-
ments for foreign financial institutions (FFIs) and corresponding sanction threats
against secrecy jurisdictions. Hence, the banks did not back the anti-OECD cam-
paign launched in parallel by the Center for Freedom and Prosperity (CFP)
(Sharman 2006a).!

At any rate, the OECD Secretariat was swift to accommodate corporate criti-
cism, as it feared opposition from national business associations could cause in-
dividual member states to defect from the initiative, thereby endangering the proj-
ect’s survival. In cooperation with BIAC the OECD thus created a liaison group
“to ensure that the views of the business community are heard,” acknowledging
“aneed for better communication between business and government, and, in par-
ticular, a more inclusive attitude on the part of governments toward the views of
the business community” (Hammer and Owens 2001, 1305). Moreover, Jeffrey
Owens, the OECD’s head of fiscal affairs, explicitly accepted the legitimacy of cor-
porate tax planning, conceding in a joint article with Richard Hammer that
“multinational enterprises should be permitted access to certain corporate orga-
nizational and structural vehicles, such as co-ordination centres and holding com-
panies” (Hammer and Owens 2001, 1303). Under the chairmanship of Joseph
Guttentag, previously international tax counsel in the Clinton Treasury Depart-
ment, and with the consent of the United States, the CFA therefore adopted some
subtle changes to the HTC report’s substantial economic activity criterion dur-
ing the second half of 2000.
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As Kudrle (2008, 7) explains, the CFA first “grafted [ring-fencing] on to in-
substantiality as an alternative source of concern” by redrafting the criterion as
follows in the 2000 progress report: “the jurisdiction facilitates the establishment
of foreign owned entities without the need for a local substantive presence or pro-
hibits these entities from having a commercial impact on the economy” (OECD
2000, 10). On this basis, the CFA then shifted the blame for insubstantiality onto
jurisdictions that were denying firms benefiting from preferential tax treatment
the opportunity to operate in the domestic market. In the MOU offered to tax
havens willing to comply with OECD demands, the requirement for being exon-
erated from the charge of providing tax residence in the absence of substantial
economic activity was thus formulated in a rather twisted way:

For any preferential tax treatment accorded to other service activities,
each Party will remove any restrictions that deny the benefits of that pref-
erential tax treatment to resident taxpayers, to entities owned by resi-
dent taxpayers, or to income derived from doing the same type of busi-
ness in the domestic market. (OECD 2000Db, 4 cited in Kudrle 2008, 7)

Effectively, this meant that tax havens were allowed to provide tax residence
to firms without a substantive presence in these jurisdictions’ territory if they
stopped ring-fencing preferential tax treatment of foreign companies from the
domestic economy. By November 2000 the CFA had thus neutralized the funda-
mental threat to corporations’ “legitimate” tax-planning strategies that the orig-
inal formulation of the substantial economic activity criterion had posed. While
Lawrence Summers and Philip West reiterated strong US support for the HTC
initiative and urged tax havens to comply with OECD demands, in their capaci-
ties as secretary of the Treasury and international tax counsel they had also al-
lowed the CFA to dilute important terms and definitions when they interfered with
the interests of US multinationals (Associated Press 2000c; Burgess 2000). As a
result, corporate tax havens could enter into MOUs with the OECD to avoid sanc-
tions without risking their stake in tax avoidance schemes. Only those secrecy
jurisdictions that refused to make limited adjustments to their administrative as-
sistance practices eventually faced a risk of sanctions from the United States and
other OECD members.?

Poking Loopholes into Controlled
Foreign Company Rules

The Clinton administration’s inability to implement measures limiting the extent
of tax avoidance by US multinationals is even better illustrated in the parallel debate
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over check-the-box regulations. These regulations, proposed by the Internal
Revenue Service (IRS) in 1995, were meant to simplify entity classification for
tax purposes. Until then, taxpayers and the IRS had used the so-called Kintner
test to determine whether an entity was a corporation or a partnership, the latter
being disregarded for tax purposes because partners—who also assumed full li-
ability for the partnership’s debt—were taxed on its profits at the personal level.
With the multiplication of corporate legal forms at the state and international lev-
els, however, determining whether or not a certain company passed the criteria
of the Kintner test became increasingly cumbersome for tax authorities. At the
same time, well-advised taxpayers were increasingly able to tailor their company’s
legal form so as to obtain their desired classification for tax purposes (IRS 1995).
Against this background, some IRS officials as well as business associations be-
gan to argue for a simplification of entity classification through an elective ap-
proach. That is, taxpayers should be allowed to choose their desired classification
by simply checking a box on an IRS form. According to the proponents of this
approach, this change would reduce the administrative burden for the IRS, which
would no longer have to analyze foreign law to determine entity status, and re-
move inequities between sophisticated and unsophisticated taxpayers, as the for-
mer were de facto already able to choose their desired classification under the
Kintner regulations (Mullis 2011).

After public hearings on the issue had yielded almost unanimous support for
check-the-box regulations from the business and tax services community, the IRS
adopted the regulations in 1996 despite internal warnings as to their potential
abuse through the setup of hybrid entities (Dean 2006; IRS and Treasury 1996).
Contrary to contemporary wisdom, the proliferation of hybrid entities was not
an unintended consequence of check-the-box regulations. In fact, some officials
within Treasury and the IRS were fully aware that allowing taxpayers to choose
the classification of foreign entities could abet tax avoidance by multinational cor-
porations.’ Joseph Guttentag (1995, 449), for instance, told tax professionals at a
conference in 1996 that “the major concerns with respect to the check-the-box
proposal center on the international area, specifically the problems presented by
organizations treated as taxable by one jurisdiction and as transparent by another,
the so-called hybrids.” Likewise, Robert Culbertson, IRS associate chief counsel
(international), told members of the American Bar Association in 1995 he ex-
pected an extension of check-the-box regulations to foreign entities to increase
the number of hybrids (Mullis 2011). Yet proponents from the tax service com-
munity managed to allay these fears, arguing that a move from de facto electivity
to formal electivity would lead to merely an incremental increase, if any, in the
number of hybrids, which would be more than made up for by the increase in sim-
plicity, efficiency, and fairness provided by check-the-box regulations (cf. NYSBA
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1995). In acknowledgment of internal concerns over hybrids, final regulations
still indicated that

Treasury and the IRS will continue to monitor carefully the uses of part-
nerships in the international context and will take appropriate action
when partnerships are used to achieve results that are inconsistent with
the policies and rules of particular Code provisions or of US tax trea-
ties. (IRS 1997, 216)

In accordance with expectations from internal critics, a large number of US
multinationals subsequently began to bring about inconsistencies between the
classification of their foreign subsidiaries in the United States and the host coun-
try by simply checking the box. This enabled them to circumvent US controlled
foreign company (CFC) regulations, as well as taxation at source (IRS 1998b; Of-
fice of Tax Policy 2000).

CEC regulations, included in the Internal Revenue Code as subpart F by the
Kennedy administration, were intended to curb the ability of US taxpayers to
defer tax payments on profits earned by foreign corporations under their con-
trol. Until then, such profits were taxed in the United States only once they were
redistributed as dividends to US shareholders. Profits retained abroad remained
tax-free. The Kennedy administration considered deferral inequitable and dis-
torting, as it disadvantaged taxpayers without foreign income vis-a-vis taxpayers
with foreign income, and therefore created an incentive to invest abroad rather
than in the United States. In its original CFC proposal the administration there-
fore suggested that all foreign income of US-controlled foreign corporations be
taxed currently. Because of concerns over the competitiveness of US multina-
tionals, however, Congress eventually reduced the scope of subpart F to passive
income earned by foreign subsidiaries in low-tax jurisdictions (Office of Tax
Policy 2000).

The setup of hybrid entities simplified by check-the-box regulations does, how-
ever, enable deferral even for this income category. A US multinational may, for
instance, own a CFC in a high-tax jurisdiction (“High Tax Co”). To avoid having
High Tax Co’s income taxed at source, the multinational could instruct High Tax
Co to create a branch in a low-tax jurisdiction (“Low Tax Br”) and opt for disre-
garded entity status under check-the-box regulations. Low Tax Br could then of-
fer High Tax Co a loan repayable with interest. As High Tax Co’s host country
classifies Low Tax Br as a foreign corporation, High Tax Co can deduct interest
payments as business expenses from its local tax bill. As the IRS classifies Low
Tax Br as a disregarded entity subsumed under High Tax Co, the loan and inter-
est payments cancel each other out from the US perspective. There is thus no pas-
sive income to be taxed currently under subpart F. As a result of this “earnings
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stripping with a disregarded loan” strategy, the US multinational may thus sig-
nificantly reduce its tax bill both in the United States and abroad (Mullis 2011).*

Based on their monitoring effort, Treasury and the IRS concluded in 1998 “that
the use of certain hybrid arrangements . . . is contrary to the policies and rules of
subpart F,” and that “the recent entity classification regulations . . . (the ‘check-
the-box’ regulations) have facilitated the creation of the hybrid branches used in
these arrangements” (IRS 1998a, 18). Accordingly, the IRS released temporary
“regulations to address such arrangements, and [requested] public comments
with respect to these subpart F issues” (IRS 1998a, 18). The response from the
business and tax service communities was devastating. Tax practitioners argued
that temporary regulations were equivalent to an extension of subpart F, for which
the IRS lacked the necessary authority (Cooper and Torgersen 1998). Moreover,
they claimed “that much of the planning had the effect of reducing foreign taxes,
an objective that historically has been viewed as a good business objective from a
US perspective” (DeCarlo, Granwell, and Suringa 1998, 21). Accordingly, curb-
ing the abuse of check-the-box rules was interpreted as a blow to the competi-
tiveness of US multinationals (Carson, Cinnamon, and Kronbergs 1998).

US multinationals in response formed several lobbying coalitions with their
tax advisers and accountants to convince Congress of their arguments. Eventu-
ally, the chairmen of the Senate Finance Committee and the House Ways and
Means Committee fell into line, expressing their belief “that Congress, not the
Department of the Treasury or the IRS, should determine policy issues relating
to the treatment of hybrid transactions under subpart F” (Cooper and Torgersen
1998, 68). Accordingly, they threatened the IRS with a moratorium on its tem-
porary regulations if it did not withdraw them “until a complete analysis of sub-
part F could be undertaken and laws passed through the proper legislative pro-
cess” (Cooper and Torgersen 1998, 68). Only six months after the IRS had issued
regulations to curb the abuse of check-the-box rules it thus revoked them in
June 1998 (IRS 1998b).> Hence, the Clinton administration was unable to pre-
vent abuse of its CFC regime under subpart F, while the OECD recommended
the collective adoption of CFC legislation as a defensive measure against harmful
tax competition (cf. OECD 1998).

Enforcing the Qualified Intermediary Program

The Clinton administration’s attempts to curb international tax avoidance by US
multinationals were defeated by business opposition. However, Treasury and the
IRS managed to introduce some withholding and reporting requirements for for-
eign banks to limit tax evasion by US taxpayers with foreign accounts. The QI pro-
gram and its accompanying regulations were developed from 1997 and finalized
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in 2000. They entered into force on January 1, 2001 (IRS 1999, 2000). The pro-
gram encouraged FFIs to become QIs by signing a contract with the IRS. As QIs
they are required to report US-source income received by their clients and with-
hold the corresponding US taxes. In exchange, FFIs are allowed to report income
earned by non-US clients on a pooled basis instead of reporting every client in-
dividually. This provision enabled FFIs to shield client data from the IRS and US
banks acting as withholding agents, which were potential competitors. Nonethe-
less, US-source income earned by US taxpayers still had to be reported on an
individual basis (Government Accountability Office 2007).

The QI program was supposed to ensure the efficiency of the US withholding
regime against the background of increased investment in US securities by non-
institutional investors. In 1913, Congress had taken the fundamental decision to
withhold tax on income from investments in the United States before this income
leaves the country. This included dividends and certain bond yields that were to
be taxed at 30 percent. However, other forms of capital income, including inter-
est from bank deposits, Treasury bonds, and corporate debt obligations, were ex-
empt from withholding to attract foreign investment. In addition, the US gov-
ernment offered lower withholding tax rates to foreign countries in bilateral tax
treaties. US financial institutions, acting as withholding agents for the IRS, thus
had the formal obligation to identify the income source and the beneficial own-
er’s nationality, withhold accordingly, and transfer resulting tax revenue to the
IRS. Exempt income still had to be aggregated by source and destination and then
reported to the service (Government Accountability Office 2007). Identification
of beneficial owners relied exclusively on so-called “statements of eligibility” pro-
vided by nonresident aliens to US withholding agents. There was, however, no
system in place that would enable the withholding agent to verify the accuracy of
obtained information through documentation provided by FFIs actually servic-
ing the beneficial owner. This lack of verification created uncertainty as to whether
US-source income was correctly reported and withheld upon (Shay, Fleming, and
Peroni 2002, 123-24).

The growing number of small foreign investors in the United States exacer-
bated the problem and increased the administrative burden for US withholding
agents. Through the QI program, the IRS tried to improve the situation by shift-
ing “the burden of investigating beneficial ownership on foreign financial insti-
tutions rather than on US custodians, and . . . providing clear rules requiring
withholding in the absence of documentation” (Shay, Fleming, and Peroni 2002,
123-24). Under the new regulations, FFIs had to forward client information ob-
tained through know-your-customer (KYC) due-diligence procedures for every
client wishing to be exempt from US withholding tax to the withholding agent
managing their correspondent account. By providing this type of data to a US
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bank, an FFI basically invited a competitor to lure away its wealthy clients. There-
fore, the IRS granted FFIs registering as QIs an exemption from individual report-
ing of their non-US clients. Instead, they were allowed to report pooled income
and obliged to directly withhold and transfer corresponding US tax to the IRS.
Income earned by US taxpayers still had to be reported and withheld on an indi-
vidual basis. But in accordance with general US tax law, IRS regulations did not
require FFIs to look through foreign corporations. As a result, US taxpayers could
hide behind interposed entities to evade US income tax and, after the QI program
had been established, also illegitimately obtain tax exemptions or treaty benefits
on their investment in US securities (Government Accountability Office 2007).

The program was very successful with FFIs, as it enabled them to avoid the
30 percent withholding tax on US investments for their clients, while protecting
their anonymity from US banks and the IRS. As some tax professionals concluded
at the time: “Because of the relative secrecy benefits provided to non-US citizens
or residents, the failure of a private bank to qualify as a QI would put that bank
in a competitive disadvantage in the marketplace” (O’Donnell, Marcovici, and
Michaels 2000, 33). Inside the United States, the program received very little com-
mentary during its elaboration phase because it actually shifted responsibility
for the identification of beneficial owners to FFIs, thereby reducing the adminis-
trative burden for US withholding agents. In fact, in setting up the QI program,
the IRS also responded to “years of requests from US banks and brokers to con-
solidate, clarify, and reduce documentation rules” (Kentouris 1997, 18). At the
same time, those US persons whose interests were most affected—US investors
evading tax by operating through foreign banks—could not publicly defend their
position and were not considered a legitimate lobbying group by any influential
political force.® Although the program had many loopholes and was thus easy for
US taxpayers to circumvent, it still provided “some level of deterrence against tax
fraud and evasion” (Shay, Fleming, and Peroni 2002, 128). Moreover, the IRS had
“effectively created the first major operational precedent for the concept of a cross-
border anonymous withholding regime” (Grinberg 2012, 17).

Theoretical Implications

The Clinton administration entered office with the goal of restoring the tax sys-
tem’s progressivity. Because of internal concerns over the budget deficit, however,
a promised tax cut for the middle class was replaced by a more targeted EITC for
the working poor, financed by higher taxes on high incomes and fuel consump-
tion. Although this package did not have a meaningful impact on the after-tax
incomes of the middle class, its regressive element was interpreted as a tax raise
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for this income group, leading to Democratic defeat in the congressional elec-
tions of 1993. Faced with a Republican Congress, the Clinton administration’s
focus subsequently shifted from legislative projects to international initiatives
with the potential to increase growth and tax revenue. Within the area of taxation,
the administration thus consulted with other developed countries organized in
the G7 and OECD to set up an international initiative against harmful tax com-
petition.

A corresponding report elaborated by the OECD Secretariat concluded that
tax havens offering financial secrecy and PTRs were abetting tax evasion by indi-
viduals and tax avoidance by corporations. The OECD made nineteen recommen-
dations for ending harmful practices and threatened tax havens with blacklisting
and sanctions should they not comply with OECD demands. As a result of busi-
ness opposition, however, the report soon lost much of its corporate dimension,
enabling sophisticated tax havens to submit to the OECD while defending their
stake in the tax-planning schemes of multinationals. Although the Clinton ad-
ministration publicly backed the OECD’s sanctions threat, the administration had
not leaned against this shift in the HTC project’s underlying focus. At the same
time, the administration also failed to defend the US CFC regime against abuse
through hybrid entities, the collective adoption of which was one of the defen-
sive measures against harmful tax competition recommended by the OECD. In
contrast, some regulatory progress was achieved when multinationals were un-
affected and administrative costs could be shifted from domestic to foreign enti-
ties. Through the QI program, the Clinton administration introduced new report-
ing and withholding duties for FFIs, which at least deterred some less sophisticated
investors from evading US income taxes on their foreign capital income. This
progress happened while the US budget was balanced and in the absence of a fi-
nancial crisis.

We thus observed a Democratic administration that put tax cooperation on
the international agenda as a result of concerns over the perceived fairness of the
US tax system, financial stability, and the effectiveness of the US sanctions regime.
However, the multilateral HTC initiative soon lost momentum, as it also affected
the tax-planning schemes of multinational corporations. From their perspective,
the corresponding OECD recommendations created additional costs instead of
competitive advantages. Hence, they organized opposition against the initiative’s
avoidance-related elements. In reaction, the Clinton administration allowed the
dilution of the substantial economic activity criterion, while continuing to strongly
support the HTC initiative in public. The administration’s positioning thus fits
well into the bottom-left corner of table 2.5, summarizing the expected stance of
a government faced with political barriers to regressive tax reform and high ad-
justment costs for powerful interest groups. At the international level, the Clin-
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ton administration made credible sanction threats to force initially reluctant tax
havens to the negotiating table. Once important definitions had been diluted,
however, tax havens could enter into virtually costless agreements with the OECD
to avoid the risk of being sanctioned. Over time, and largely as a result of domes-
tic business opposition, the US strategy thus shifted from coercion to enabling
voluntary agreements with tax havens.

The reference to regulative norms played a major role in the communication
strategy of tax havens. Yet it did not prevent the OECD or the United States from
requesting greater administrative assistance and more financial transparency from
these tax havens. In late 2000, six major secrecy jurisdictions even formally com-
mitted to respect OECD standards for information exchange in order to be re-
moved from a blacklist. This measure should not have been necessary if norma-
tive arguments against foreign interference and extraterritoriality had really turned
the decision of tax-haven governments to remain noncooperative into a legiti-
mate policy option. Rather than fending oftf OECD interference on normative
grounds, tax haven governments seized the opportunity to avoid the reputational
cost of being included in a blacklist once the OECD had watered down its requests
in accordance with demands from domestic business associations in the United
States. Likewise, the Clinton administration was not prevented from cracking
down on tax avoidance by its electoral defeat. Rather, it bowed to pressure from
US multinationals and thus reduced the HTC initiative’s scope even before the
Bush administration came into office.



THE SWIFT RETURN OF
TAX COMPETITION

Students of international tax politics agree that the lack of support from the Bush
administration eventually killed the Organisation for Economic Co-operation and
Development’s (OECD) harmful tax competition (HTC) initiative. Accordingly,
there is broad acknowledgment of the US government’s ability to determine the
direction of the OECD’s tax work (cf. Eccleston 2012; Palan, Murphy, and Chavag-
neux 2010; Rixen 2010; Sharman 2006b). Yet analysts disagree over the reasons
for its hostile attitude. Whereas some claim that the Bush administration was in-
different toward the project when it entered office and adopted a negative stance
only after intense lobbying from libertarian activists (Sharman 2006b), others re-
fer to an intrinsic motivation based on the apparent mismatch between the ad-
ministration’s supply-side tax cut agenda and international efforts to increase the
effective tax burden on capital as well as the administration’s general skepticism
toward multilateral cooperation (Eccleston 2012).

This chapter will demonstrate that the Bush administration was critical of the
project from the outset of the administration’s first term and therefore had an
open ear for the anti-OECD narrative proposed by libertarian advocacy groups.
Despite recurrent exchanges between senior Bush appointees and these lobby-
ists, however, the US Treasury did not fully embrace their requests. Much to their
chagrin, it merely removed the anti—tax avoidance elements from the project,
while still providing nominal support to its anti—tax evasion measures. The Bush
administration’s policy was thus more in line with the position of US multina-
tionals represented by the United States Council for International Business
(USCIB) than with the fundamental libertarian critique of tax cooperation in

66
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general. The administration’s ability to transform this position into actual
OECD policy despite being isolated within the Group of Seven (G7) is testimony
to US power in international bargaining over tax matters.

The Bush Administration’s
Tax Policy Agenda

During the 2000 presidential campaign, his electoral platform presented
George W. Bush as a “compassionate conservative,” who favored both tax cuts
and increased spending on health care and education. This strategy was, of course,
credible only against the background of the budget surplus achieved under Clin-
ton (Steuerle 2008, 199). The cornerstone of the strategy was the Bush tax plan,
which provided for an across-the-board reduction in marginal income tax rates,
an expansion of the child tax credit, and the abolition of the estate tax on inheri-
tance. Bush and his advisers claimed that “the Bush tax cuts benefit all Ameri-
cans but reserve the greatest percentage reduction for the lowest income fami-
lies.” Moreover, Bush and his advisers stated cuts would not lead the budget into
deficit but leave room for debt reduction instead (Bush Campaign 2000). How-
ever, analyses soon revealed the supply-side tax cut agenda behind the plan. Ac-
cording to a widely cited study by Citizens for Tax Justice (2000), the Bush pro-
posals actually provided the top 1 percent of the income distribution with a
13.6 percent tax cut, whereas the bottom 20 percent received only a 5.5 percent
cut. Expressed as a share of the proposed tax cut’s overall value, the top 1 percent
could expect 43 percent of the benefits, whereas the bottom 20 percent would re-
ceive less than 1 percent. In addition, the study found that, everything else being
equal, this exoneration of the rich would completely eat up the projected budget
surplus over the course of the ten-year fiscal period for which the tax cuts were
devised.!

Despite the Bush team’s rhetoric, these numbers suggested that the plan pro-
vided for a strongly regressive outcome, matching the traditional Republican con-
viction that “in order to be successful, tax cuts had to be directed primarily to
the wealthy because of their larger role in saving and investment” (Karier 1997,
76). In fact, Lawrence Lindsey, the plan’s main author and Bush’s chief economic
adviser, had built his Washington career in the 1980s on “an academic defense of
tax cuts as a spur to economic growth [that] endeared him to the Republican Par-
ty’s supply-side wing” (Stevenson 1999). Accordingly, Democrats criticized the
Bush tax proposals for their lack of fairness. Vice President Al Gore, Bush’s main
electoral opponent, called the plan “a risky scheme to reward the wealthy” (Ste-
venson 2000), whereas the Democratic Party’s spokeswoman, Jenny Backus,
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warned the plan would “jeopardize the future of Social Security and Medicare”
(Fournier 1999). On the conservative side, commentators were split. Grover
Norquist, president of Americans For Tax Reform, praised the plan for “[putting]
serious reductions in marginal tax rates, Ronald-Reagan style, back on the table”
(Dionne 1999). Likewise, a group of reputed economists known for their neolib-
eral convictions endorsed the plan in a newspaper ad (Coy 2000).> Martin Feld-
stein, a member of the group, also wrote two op-eds for the Wall Street Journal
praising the proposals (Feldstein 1999, 2000). Skeptical voices from among the
supply-siders merely criticized the plan as “too timid,” and George W. Bush coun-
tered with an announcement that he was open to additional tax cuts. “It’s the
beginning. It’s not the end,” he told critics, according to the Washington Post (Di-
onne 1999). In contrast, several moderate Republicans, including Alan Greens-
pan and John McCain, considered the extent of the cuts “fiscally irresponsible,”
given the uncertainty linked to projections of future growth in gross domestic
product (GDP) (Steuerle 2008, 200). McCain, Bush’s main opponent in the Re-
publican primaries, even embraced the analysis by Citizens for Tax Justice dur-
ing a TV debate, stating, “Gov. Bush’s tax plan has 60 percent of the tax cuts for
the wealthiest 10 percent of America” (Dionne 2000).

Despite opposition from Democrats and moderate Republicans in Congress,
deep tax cuts remained the Bush administration’s priority after entering office in
January 2001. By February 8, the president was already presenting his tax pack-
age to Congress as part of the annual congressional budget resolution. Including
the package in this type of bill had several procedural advantages. Budget resolu-
tions prevent filibusters and limit the time for debate as well as the number of
amendments. As one commentator wrote at the time, “in the evenly split Senate,
these advantages will be essential to enact anything like the [proposed] tax pack-
age” (Taylor 2000). Despite widespread skepticism as to its chances of adoption,
Chairman Chuck Grassley and Ranking Member Max Baucus got the bill past the
Senate Finance Committee by extending phase-ins for certain measures, slightly
limiting the scope of others, and including some pet projects of skeptical mem-
bers to secure their support. After similar maneuvering on the Senate floor, the
bill eventually passed by a 62—-38 margin. Twelve Democrats, all of them either
involved in drafting the bill in the Finance Committee, facing reelection the same
year, or multimillionaires themselves, voted with the Republicans (Bartels 2009).
As a result, President Bush signed one of the biggest tax cuts in history into law
on June 7, 2001. Its supply-side orientation was once more underlined in a Trea-
sury companion paper to the bill. Justifying the phaseout of the estate tax, the
authors argued that it “impedes economic growth because it levies yet another
layer of taxes on capital. More capital investment means higher incomes for all
workers” (US Treasury 2001, 8). While critics still lamented the act’s unfairness
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and its adverse impact on the budget, Republican deputies and corporate lobby-
ists were just warming up. The US Chamber of Commerce announced further
requests for business tax breaks, while Glenn Hubbard, the White House’s chief
economist, prepared a proposal for a reduction of the dividend tax (Bartels 2009).

President Bush and his advisers continued to be sympathetic to these requests,
despite projections of a growing deficit. In addition, the modest downturn fol-
lowing the September 11 attacks gave the administration another pretext for aban-
doning fiscal discipline in favor of what it sold as a boost to the economy. In ac-
cordance with their supply-side convictions, the president and his economic
advisers thus put together another tax package giving major relief to capital, while
leaving the tax bill of the middle and lower classes virtually unchanged (Steuerle
2008). In addition, September 11 also convinced law enforcement services within
the Bush administration of the need to prevent terrorist financing. This convic-
tion gave a boost to international anti-money-laundering activities at the Finan-
cial Action Task Force (FATF), and provided a backstop against efforts from the
Center for Freedom and Prosperity (CFP) and congressional Republicans to com-
pletely unravel the OECD?’s transparency and information exchange work (Pa-
lan, Murphy, and Chavagneux 2010; Eden and Kudrle 2005).

The Bush administration’s first post-2001 tax initiative was the Job Creation
and Worker Assistance Act of 2002. Among other things, it provided US corpo-
rations with more generous depreciation allowances for purchases of certain as-
sets and tax refunds on business losses incurred as far as five years back. That is,
companies were allowed to deduct 50 percent of an asset’s value from their tax
bill in the year of purchase, instead of deducting only the depreciated value of
the asset in every year it is utilized. As Slemrod and Bakija (2008, 49) explain,
“spreading the deduction out over time is generally less favorable to the firm than
allowing a full deduction at the time of purchase because the tax savings from an
immediate deduction can be invested and accumulate interest.” In general, mak-
ing depreciation allowances more generous and extending the period during
which past business losses are eligible for tax refunds are ways to reduce the ef-
fective tax rate on corporate income. Still, both parties in Congress were in favor
of the measures because they not only provided supply-siders with lower mar-
ginal tax rates on capital but could also be sold to Keynesians as a government
stimulus, freeing up a large sum for additional investment over a relatively short
period of time (Steuerle 2008).

In contrast, the Bush administration’s second proposal for a major tax pack-
age after 2001 was highly contentious. Its main elements were the exemption of
dividends from taxation as personal income and the reduction of capital gains
taxes on sales of corporate stock. Moreover, the package provided for the accel-
eration of cuts to marginal tax rates imposed on upper income brackets, which
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would have been phased in over a longer time period under the 2001 package.
Given that it is usually upper-income people who earn dividends and capital gains,
the overall proposal provided for a $700 billion loss in tax revenue almost exclu-
sively to the benefit of the richest members of society (Bartels 2009). The sheer
size of the tax cuts even led several moderate Republican senators to oppose the
package, which made them the subject of aspersive campaigns by the Club for
Growth, a conservative lobby group financed by unnamed wealthy individuals
(Hacker and Pierson 2005). Still, they joined Democratic members of the Senate
Finance Committee in requesting a $350 billion ceiling for the proposed cuts. In
view of reconciling these concerns with massive pressure from Republicans in the
House,? the commiittee leadership decided to tweak the bill through the heavy use of
sunsets and phase-ins. By having the most expensive provisions expire after a few
years, the leadership reduced the bill’s immediate cost below the ceiling requested
by the Senate Finance Committee. However, the changes also provided Congress
with the ability to extend the cuts beyond their initial date of expiry, with a cost at
the time projected to be $736 billion (Hacker and Pierson 2005).*

Because of this design, the bill easily passed the Republican-controlled House.
In the Senate, however, Vice President Cheney had to cast his tie-breaking vote
to enable the adoption of the tax package against opposition from forty-six Demo-
crats, three Republicans, and one Independent (Bartels 2009). Whereas critics
outdid one another in the use of pejorative rhetoric in their commentary on the
final act, conservative lobby groups and most Republicans rejoiced. As Hacker
and Pierson (2005, 48) recount,

Senate Republican leaders gathered at a press conference to celebrate
passage of a cut that was formally far smaller than the one they had orig-
inally sought but anticipated to cost far more. When a reporter skepti-
cally inquired as to whether the tax cut just passed was “smoke and mir-
rors” designed to make a large tax cut smaller, Senator George Allen of
Virginia said, “I hope so.” All the senators laughed.

Another observer described general optimism among Republicans as to future
tax cuts and extensions as follows:

To conservative groups, who have every intention of pushing for an an-
nual tax cut, arguments over the size of each one are hardly worth wor-
rying about in the long run. “We’re going to be negotiating over the size
of the tax cut every year for 10 years,” said Grover Norquist, president
of Americans for Tax Reform. “At the end of 10 years, you're going to
see how much progress ‘not getting everything you want’ gets you.”
House Majority Leader Tom DeLay called the shrunken . . . cuts “awe-
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some,” adding, “And it’s only the beginning.” Senate Majority Whip
Mitch McConnell echoed DeLay’s assessment: “All I can tell you is, we
keep on winning, and we expect to win again.” (Ota 2003, 1245)

Despite projections of a ballooning deficit and the modest economic slowdown
after September 11, the Bush administration’s supply-side tax cut agenda was thus
in full swing. Congressional Republicans were eager to extend sunset provisions
built into tax packages, while conservative lobby groups with substantial sway over
Republican representatives were even seeking additional cuts. The entire Repub-
lican establishment was thus geared toward reducing the tax burden and limit-
ing government. Accordingly, the committed pursuit of international coopera-
tion against tax dodging would have been rather inconsistent. As the next sections
make clear, this is why the Bush administration withdrew support from the HTC
initiative and resorted to a “politics without conviction” strategy at the OECD
during the following years (Eccleston 2012, 60).

In Praise of International Tax Competition

Owing to its supply-side tax cut agenda, the Bush administration was “ideologi-
cally predisposed to accept the critiques of the right-wing coalition that had
formed in the US to oppose the HTC project” (Webb 2004, 813). Accordingly,
associations like the Center for Freedom and Prosperity (CFP), the USCIB, and
the US Chamber of Commerce intensified their lobbying of Treasury and Con-
gress, produced alarmist newspaper op-eds, and rounded up support from the
same group of neoliberal economists that publicly backed the Bush tax package
(Levin and Lieberman 2001; Shaxson 2012). In his publications, Daniel Mitch-
ell, the CFP chief lobbyist, incessantly warned against OECD attempts to estab-
lish “a cartel for the benefit of high-tax nations” that would “emasculate finan-
cial privacy and undermine fiscal sovereignty . . ., impoverish less-developed
nations and hamstring America’s competitive advantage in the world economy.”
“Fortunately,” he reminded his readers, “President Bush can pull the plug on this
misguided initiative simply by telling high-tax European nations that America will
not impose financial protectionism against low-tax countries” (Mitchell 2001c,
24). Whereas Mitchell pushed a die-hard libertarian agenda, vilifying any form
of international tax cooperation as a socialist plot against flat taxes and small gov-
ernment, Richard Hammer, USCIB’s chief tax counsel, chose a more moderate
approach. Representing the interests of US multinationals, he continued to ar-
gue against the OECD’s interference with “legitimate tax-planning opportunities”
in his communication to Treasury. Yet he acknowledged “the need for responsi-
ble and legitimate information exchanges, . . . [counseling] Treasury to use its best
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efforts to change the focus of the [HTC] project to deal solely with transparency”
(Hammer 2001, 164-65).

The lobbying soon bore fruit. The media discovered the issue, with the Wash-
ington Post even adopting the CFP characterization of the OECD as “global tax
police” (Novak 2001). Likewise, eighty-six members of Congress applied CFP rhe-
toric in a joint letter to Secretary of the Treasury Paul O’Neill, characterizing the
HTC initiative as an infringement on fiscal sovereignty and urging him to with-
draw US support. In addition, “Nobel prize-winning economists Milton Fried-
man and James Buchanan came out in support of the CFP and against the OECD
campaign” (Sharman 2006a, 62). Most important, however, the buzz that had
been created earned the CFP and US Chamber of Congress a “sympathetic hear-
ing” by virtually every competent political appointee within the Bush administra-
tion (Webb 2004, 813). In February 2001, Mitchell and several other CFP lobbyists
were given the opportunity to “[make] their pitch to a half-dozen Treasury offi-
cials in the office of Mark Weinberger, the department’s chief tax official and a new
Bush appointee” (Giridharadas 2001). In addition to a score of follow-up appoint-
ments with senior Treasury officials, another meeting between Weinberger and the
CFP was held in March. Moreover, Mitchell and his colleague Andrew Quinlan
met with Lawrence Lindsey, Glenn Hubbard, and Cesar Conda, a senior adviser to
Vice President Dick Cheney. Eventually, these consultations culminated in a meet-
ing in mid-April between Ed Feulner, the president of the Heritage Foundation,
which is the CFP’s main sponsor, and Secretary O’Neill (Sharman 2006a).

The intensification of the lobbying effort is, indeed, reflected in the evolution
of O’Neill’s attitude toward the HTC project. Following a meeting of G7 minis-
ters of finance in February, he still announced quite nebulously that certain as-
pects of the initiative were “under review by the new Administration.” He claimed
to support “the priority placed on transparency and cooperation to facilitate ef-
fective tax information exchange,” but underlined that it was “critical to clarify
that this project [was] not about dictating to any country what should be the ap-
propriate level of tax rates” (O’Neill 2001a, 82). The secretary further elaborated
this position over the course of the following months, arguing in May that “in its
current form, the project [was] too broad and . . . not in line with this Adminis-
tration’s tax and economic priorities” (O’Neill 2001c¢, 84). Questioned at a Sen-
ate hearing in July, he then clarified that the US had argued for a removal of the
substantial economic activity criterion from the OECD’s tax-haven definition and
against the use of ring-fencing as an indicator for PTRs, given that “it [did] not
provide an adequate basis to distinguish regimes that facilitate tax evasion from
regimes that are designed to encourage foreign investment but that have nothing
to do with the evasion of any other country’s tax law” (O’Neill 2001b, 51).
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After the OECD had already diluted the substantial economic activities crite-
rion with the acquiescence of the Clinton administration and in response to lob-
bying from the USCIB, the Bush administration now further refocused the OECD
initiative according to the counseling it had received from US multinationals in
the guise of Richard Hammer. Using its weight in the OECD’s Committee on Fis-
cal Affairs (CFA), Treasury removed virtually all elements interfering with cor-
porate tax planning from the HTC project, including conditionality of tax resi-
dency on substantial economic activity and critical reviews of PTRs. As a result,
the initiative soon dealt exclusively with increased transparency and information
exchange, just as Hammer had requested in his communication with Treasury
(Palan, Murphy, and Chavagneux 2010; Eden and Kudrle 2005). The CFP’s con-
cerns were most visibly taken into account in O’Neill’s rhetoric and the timing of
his withdrawal from the HTC project. By refocusing the OECD’s tax work on in-
formation exchange and the fight against tax evasion, however, Treasury did not
comply with the more extreme requests from Mitchell and his colleagues. Accord-
ingly, the CFP showed an ambivalent reaction to O’Neill’s turnaround. Although
Quinlan and Mitchell celebrated the end of the OECD’s tax harmonization agenda,
which was their wording for measures against tax avoidance, they complained in
June “that it is still not clear whether we have stopped the assault on financial pri-
vacy.” Still, they assured their sponsors and supporters that “in the coming
months, we will be fighting to ensure the correct outcome” (Quinlan and Mitch-
ell 2001, 105).

The Demise of the OECD’s HTC Initiative

As part of its progress report, the OECD had published a blacklist of thirty-five
tax havens in June 2000. With the public backing of the Clinton administration,
the OECD threatened these tax havens with sanctions should they not remove the
harmful features of their tax codes by July 2001. In the following months several
of the listed jurisdictions sat down with the OECD to find an agreement, be re-
moved from the blacklist, and avoid sanctions (Adams, Mallet, and Peel 2001).
While the Bahamas announced it would prohibit the anonymous registration of
international business companies (IBCs) and withdrew banking licenses from
seven suspicious institutions, Grenada shut down seventeen banks in March 2001
to clean up its financial sector (Canute 2001a). At the same time, the prime min-
ister of St. Vincent complained about a 20 percent reduction in IBC registrations
over the course of 2000, while the number of banks registered in Antigua fell from
seventy-eight in 1998 to eighteen by 2001 (Canute 2001b). From the perspective
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of the OECD, things were developing in the right direction at the beginning of
that year. Yet the optimism soon faded. The Bush administration’s foot-dragging,
along with outreach from the CFP encouraging tax haven governments to stand
firm while the libertarian lobbyists were working Treasury (Mitchell 2001b),
brought negotiations with the OECD to a halt. Instead of making overhasty com-
mitments, many tax havens now preferred to wait and see, hoping that the United
States would eventually withdraw its support from the HTC initiative. As a senior
OECD official told the Financial Times in April: “There is a hiatus. Nothing is
happening because the US position is unclear” (Adams, Alden, and Peel 2001, 6).

Indeed, the OECD’s Secretariat and its large European members grew increas-
ingly nervous, sensing that without unambiguous US support the HTC initiative
could fail. Accordingly, the OECD sent a delegation to Washington to persuade
Treasury of the project’s merit and to make sure Treasury would back the OECD’s
tax work in the conclusions to an upcoming meeting of G7 ministers of finance
(Adams, Alden, and Peel 2001). But neither the OECD, nor the secretary’s Euro-
pean counterparts, could convince O’Neill to support the initiative. Accordingly,
the April communiqué of G7 ministers of finance expressed support for the FATF’s
anti-money-laundering work but made no mention at all of the OECD’s tax ini-
tiative (cf. G7 Ministers of Finance 2001). Instead of seeking consensus with Eu-
ropean partners, O’Neill (2001¢c, 83-84) announced the withdrawal of US sup-
port two weeks later in an official statement. “Following up on the thoughts I
shared with my G7 counterparts at recent meetings,” he began, “I want to make
clear what is important to the United States and what is not.” He then explained
that the United States was in favor of tax competition because it forced govern-
ments to become more efficient. In fact, it provided his government with an ad-
ditional incentive to reduce the tax burden for all Americans and simplify the tax
system. Nonetheless, tax cheats were breaking the law and had to be caught. But
the United States would use bilateral information exchange agreements for that
purpose. When the US government shared common goals, it would continue to
work with G7 partners. “In its current form,” however, the HTC project was “too
broad and . . . not in line with this Administration’s tax and economic priorities”
(O’Neill 2001c, 83-84).

While the USCIB and the CFP were celebrating, European G7 members tried
to pick up the pieces. The UK exchequer stated, “Our position is absolutely clear.
We support the initiative. The US concerns will be discussed in the OECD.” Along
the same lines, Bruno Gibert, the French chairman of the harmful tax practices
working group, confirmed, “Member countries would consider how to respond
‘in a constructive way’” (Adams and Peel 2001, 14). However, these diplomatic
reactions only masked the major discontent in European capitals that became ap-
parent at the OECD’s Ministerial Meeting a week later. In the absence of O’Neill,
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who was represented by Glenn Hubbard, European ministers tried to put pres-
sure on the United States, which was isolated on the issue. But Hubbard stuck to
his position, reaffirming that the US government would participate only in a
stripped-down version of the project that focused on information exchange. This
time, the Europeans responded angrily. Laurent Fabius, then French minister of
finance, told his colleagues: “Whether it concerns the struggle against the green-
house effect, or against money laundering and tax havens, the largest power in
the world cannot disengage from the planet’s problems” (Beattie 2001, 10). A Eu-
ropean OECD official concurred: “How far can it go? Do we scrap all attempts to
make people pay taxes?” (Alden and Peel 2001, 12). But their enragement did not
help. After several rounds of negotiations in the CFA, OECD ambassadors agreed
in July that the HTC’s tax avoidance elements should be scrapped and no sanc-
tions imposed on blacklisted tax havens at least until 2003 (Peel 2001a, 2001b).
In order to save some elements of the HTC initiative, the Europeans had thus
agreed to a reform of the OECD’s tax work that fully matched the Bush adminis-
tration’s priorities.

Their surrender was eventually enshrined in the OECD’s 2001 Progress Report.
It defined the fight against “anti-competitive . . . practices designed to encourage
noncompliance with the tax laws of other countries” as the HTC initiative’s new
goal and made clear that the OECD would only rely on “the transparency and
effective exchange of information criteria” when blacklisting noncooperative ju-
risdictions (OECD 2001, 4). Most important, it withdrew the collective sanctions
threat by acknowledging that “each OECD member country retains the sovereign
right to apply or not to apply any defensive measures as appropriate” (OECD
2001, 10). Although the Bush administration’s anti-tax ideology found little sup-
port among other OECD members, the organization had still minimized the
regulatory burden for multinationals and corporate tax havens accordingly. As
Webb (2004, 815) observes, “no other country has the power to single-handedly
alter the course of the OECD.”

Implementing the “Politics without
Conviction” Strategy

Treasury had acceded to most of the demands from the right-wing lobbying co-
alition when removing the “tax harmonization” elements from the HTC initia-
tive. Yet the department had continued to support the initiative’s transparency
and information exchange dimension for several reasons. First, information ex-
change did not interfere with national tax codes and therefore did not oblige cor-
porate tax havens to remove provisions that enabled multinationals to avoid
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taxes elsewhere. From the perspective of Secretary O’Neill this lack of interfer-
ence meant that information exchange did not affect international tax compe-
tition, which he and the libertarian opponents of tax cooperation interpreted
as a desirable constraint on government profligacy. Second, tax evasion, the
activity to be tackled by information exchange, was a criminal offense. Provid-
ing law enforcement agencies with additional information to prosecute such
offenses matched the law-and-order instincts of many Republicans.’ In fact,
O’Neill underlined that he had taken an oath obliging him to execute US tax
laws as written, which implied going after those “who illegally evade taxes by
hiding income in offshore accounts” (O’Neill 2001c, 83).° Third, the Septem-
ber 11 attacks and the ability of Al-Qaeda to finance both their perpetrators
and their preparation gave law enforcement agencies another reason for want-
ing to pierce the veil provided by secrecy jurisdictions (Eccleston 2012; Shax-
son 2012).

In contrast, the libertarian lobbying coalition and many Republicans under
its influence were still seeing their ultimate goal of minimal taxes and a minimal
state endangered by international information exchange. As their wealthy spon-
sors’ desire to reduce their tax burden to zero was difficult to communicate, how-
ever, they argued instead that information transfers from banks to tax authori-
ties were an infringement of citizens’ right to privacy. Daniel Mitchell of the CFP
reminded his followers that “information exchange for tax purposes, even when
limited to specific cases, is inconsistent with sound tax policy, respect for privacy,
and international comity” (Mitchell 2001a, 108). Along the same lines, the Pros-
perity Institute accused Treasury of ignoring “the important balance between due
process and privacy concerns on the one hand, and law enforcement or tax ad-
ministration efficiency on the other” (Mastromarco 2001, 104). Most important,
several libertarian lobby groups teamed up to form the “Task Force on Informa-
tion Exchange and Financial Privacy.” The group was chaired by former Repub-
lican senator Mack Mattingly and included former appointees in the Reagan and
George H. W. Bush administrations, members of the Mont Pelérin Society, and
senior figures from George Mason University (cf. Task Force on Information Ex-
change and Financial Privacy 2002).” In its final report, the task force observed
that the US government was itself “[allowing] foreigners to invest confidentially
in the US” and thus engaged in the same behavior the OECD criticized in secrecy
jurisdictions. Hence, if the US government continued to support the OECD’s ef-
forts, it would only motivate high-tax European nations to use the OECD to
impose reporting requirements on the United States also. These requirements
would hurt the United States’ attractiveness for foreign investment, lead to mas-
sive capital outflows, and sacrifice the privacy of US taxpayers. Accordingly, the
US government should prevent the OECD from “the total abolition of any finan-
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cial privacy in the 41 targeted countries” (Task Force on Information Exchange
and Financial Privacy 2002, 35-36).

These arguments were taken up by the business press and several senior Re-
publicans such as House Majority Whip Tom DeLay. In a letter to Secretary
O’Neill he criticized information exchange initiatives as “assaults on financial
privacy and due process legal protection . . . driven by a desire to thwart interna-

» «

tional tax competition.” “But since the United States is the world’s biggest bene-
ficiary of tax competition,” he added, “it makes no sense for America to participate
in an endeavor that will undermine our competitive advantage in the global econ-
omy” (DeLay 2001, 101). Interestingly, however, arguments stressing the risk that
reporting requirements imposed on secrecy jurisdictions could eventually also
be imposed on the United States apparently did not gain currency with the po-
tentially affected financial sector. Of course, US banks were still opposed to pro-
viding additional data on their foreign clients. They were, however, indifferent
toward new reporting requirements for foreign banks, and corresponding
sanction threats against secrecy jurisdictions. The most likely reason is that US
banks—in contrast to libertarian lobbyists—were aware of the established US
practice of seeking additional reporting from foreign banks while shielding the
US financial sector and its clients from similar requirements (Eccleston 2012).
This approach was reflected in the QI program. Moreover, Treasury often nego-
tiated tax information exchange agreements (TIEAs) providing for unilateral in-
formation reporting from the treaty partner, whereas the IRS did not per se re-
spond to requests for administrative assistance from foreign governments. As a
former Treasury official explains, Latin American countries, which provide the
largest client base for wealth managers in Florida and Texas, cannot usually count
on cooperation from the United States:

The truth is, half of Latin America we don’t have information exchange
agreements with. There are other countries where it is clear that the US
would act very slowly. So in theory we should exchange information with
Venezuela, but we are not going to, it’s not actually going to happen.®

Given this configuration of domestic interests, the Bush administration wanted
to avoid being perceived as lenient on law enforcement issues, while also taking
the criticism of die-hard libertarians among its core constituency into account.
The result of its strategic deliberations was the pursuit of “politics without con-
viction” (Eccleston 2012, 60). In accordance with demands from libertarian lobby
groups, the administration made sure that the criminal (money-laundering,
terrorist-financing) and civil (tax evasion) aspects of financial opacity were dealt
with separately. The FATF continued to be responsible for the former and the
OECD for the latter. In addition, domestic efforts to combat terrorist financing
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were linked to the FATF’s money-laundering work, instead of the OECD’s trans-
parency and information exchange efforts (Palan, Murphy, and Chavagneux
2010). More important, however, the United States advocated for information ex-
change upon request at the OECD, instead of the automatic information ex-
change that had just been established within the EU for interest payments to non-
residents (Shaxson 2012). The upon-request standard was, however, known to
be ineffective because it conditioned requests for administrative assistance on sub-
stantiated suspicions against particular individuals. That is, tax authorities had
to present prior evidence of tax evasion before they could ask their foreign counter-
parts for information. Yet prior evidence was hard to come by in the absence of
information from their foreign counterparts about a taxpayer’s foreign accounts
(Genschel and Rixen 2015). A potential workaround would have been the per-
mission of group requests. Such requests would have enabled tax authorities to
demand information on a particular category of individuals, for instance inves-
tors in a particular fund associated with tax evasion. However, Secretary O’Neill
denounced such requests as “fishing expeditions” irreconcilable with citizens’
right to financial privacy (O’Neill 2001b, 53). Therefore, the OECD’s informa-
tion exchange and transparency work did not increase pressure on tax evaders to
repatriate their hidden funds (Johannesen and Zucman 2014).

The first element of the Bush administration’s “politics without conviction”
strategy was the endorsement of a toothless standard for international informa-
tion exchange to address concerns over “financial privacy.” The second element
of the strategy was the deferral of sanctions against uncooperative secrecy juris-
dictions until OECD members Switzerland and Luxembourg had also agreed to
grant greater administrative assistance in tax matters. This was a direct response
to criticism from libertarian lobbyists and tax haven governments concerning the
“hypocrisy and double standards between the OECD’s treatment of nonmember
havens as opposed to abstaining members” (Sharman 2006a, 91). By abstaining
from the vote on the HTC report and its progeny, Switzerland and Luxembourg
had made clear from the beginning of the project that they would not consider
themselves bound by its recommendations. Of course, this stance invited other
tax havens and their libertarian advisers to decry the initiative’s discriminatory
character. Such arguments had not kept the Clinton administration from back-
ing the OECD’s sanction threat. For reasons described earlier, however, the Bush
administration endorsed these concerns and distanced itself from countermea-
sures proposed by the OECD. At a Senate hearing in July 2001 Secretary O’Neill
made the following confession:

I do not have any trouble with the idea of sanctions properly applied and
fairly applied at all, but I did have trouble—now, I must tell you I found



THE SWIFT RETURN OF TAX COMPETITION 79

it pretty compelling to listen to the finance ministers of people from
countries as small as 4,500 people say, “Well, if you are going to do this
to us, is Switzerland going to comply?” I thought that was not a bad ar-
gument: “Well, if you are going to do this to us and you are going to use
the power of the 30, are you going to do it to yourself or not?” I thought
that was a pretty good question. (O’Neill 2001b, 21)

Of course, the credibility of any sanctions threat from the OECD is greatly re-
duced without the United States on board. Accordingly, the organization reframed
its discussion of countermeasures based on the Bush administration’s position.
The OECD’s 2001 progress report, released in November, stated “that a potential
framework of coordinated defensive measures would not apply to uncooperative
tax havens any earlier than it would apply to OECD member states with harmful
preferential regimes” (OECD 2001, 10). Instead of using coercion, the OECD now
had to revert back to its traditional “method of dialogue and persuasion” (Palan,
Murphy, and Chavagneux 2010, 218). In the words of Jeffrey Owens, the OECD’s
chief tax official, the organization abandoned “the Al Capone approach and re-
placed it with the Martin Luther King approach” (Easson 2004, 1066). First, this
shift implied rhetorical de-escalation. Senior OECD officials now expressed their
understanding for tax haven concerns over the establishment of a level playing
field. Accordingly, they pledged to pursue common principles applicable to both
OECD members and nonmembers (Sharman 2006a). In addition, the OECD
established the Global Forum on Transparency and Information Exchange. In-
stead of fixing standards and imposing them on nonmembers, the Global Forum
invited secrecy jurisdictions and other third countries to join OECD members in
the elaboration and monitoring of information exchange standards. The first re-
sult of this more inclusive approach was the Model Agreement on Information
Exchange published in 2002 (Rixen 2008).

In accordance with the Bush administration’s general suspicion of multilat-
eral agreements and Secretary O’Neill’s announcement that the United States
would implement greater information exchange by means of bilateral treaties, the
Model Agreement was essentially a template for bilateral TIEAs. It also provided
for a multilateral mechanism, which, however, allowed a country acceding to the
agreement to select the other signatories with which the country was willing to
exchange information. Otherwise, the Model Agreement effectively made infor-
mation exchange upon request the international standard for international co-
operation in tax matters (Rixen 2008). The Model Agreement even included some
incremental improvements over the pre-HTC period in that it prohibited com-
pliant countries from refusing to transfer information on the grounds that they
(1) did not collect requested data domestically or (2) had bank secrecy provisions
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in place that outlawed such transfers. Yet when the CFA also included these pro-
visions in the OECD’s Model Tax Convention, the template for double-tax agree-
ments, Switzerland and Luxembourg (subsequently joined by Austria and Bel-
gium), upheld reservations against the relevant articles 23-26 (Webb 2004).
Previously, they had already vetoed a CFA decision obliging OECD member states
to provide domestic tax authorities access to banking information, marking the
first time a veto had been used in that body (Parker and Burton 2003). Once
more, these countries made clear that they did not consider themselves bound by
OECD recommendations. Since their cooperation was the crucial prerequisite
for countermeasures against noncompliant jurisdictions outside the OECD,
these countries’ sustained opposition took the sanction threat off the table for good.

At this point, what had started as a dynamic anti—tax haven initiative “[slowed]
to the speed of the last ship in the convoy” (Parker and Burton 2003, 17). John
Snow, O’Neill’s successor as secretary of the Treasury, urged Switzerland, the most
important opponent to financial transparency, to be more forthcoming in its re-
plies to requests for administrative assistance. Yet this came in the form of ap-
peals rather than requests backed up by credible sanction threats (Parker and
Burton 2003). At the same time, the Global Forum set out to review the imple-
mentation of the “upon-request standard” in its eighty-two member countries.
In a report published in 2006, the Global Forum concluded that most national
tax authorities were able to access bank data. However, only fifty countries also
exchanged such information for tax purposes (Rixen 2008). In addition, mem-
bers of the Global Forum had also begun to sign TIEAs. The situation was, how-
ever, far from sufficient for putting a meaningful constraint on tax evasion. The
United States, for instance, had pledged to strike agreements with 50 percent of
the thirty-five tax havens originally blacklisted by the OECD by 2002 (Levin and
Lieberman 2001). By 2008, however, the United States had concluded only
eleven such agreements (Global Forum 2014). Along with industry champions
Switzerland and Luxembourg, there were thus plenty of jurisdictions left that did
not even grant administrative assistance under the restrictive conditions of the
upon-request standard.

Theoretical Implications

The Bush administration’s main goal was to reduce the tax burden on corporate
profits and capital income. Because of this supply-side tax cut agenda, the admin-
istration was skeptical toward the HTC initiative from the outset of its first term
and gave libertarian critics of the OECD’s tax work a sympathetic hearing. While
the Bush Treasury Department bought into these critics’ arguments against the
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removal of PTRs, however, the department could not be convinced to completely
abandon the transparency agenda. Hence, the department gave priority to remov-
ing those elements from the HTC initiative’s scope that interfered with the tax-
planning practices of multinational firms, thereby unraveling the project in its
original form. In contrast, the administration adopted an ambivalent position
concerning the OECD’s work on information exchange. Giving in to the Repub-
lican Party’s law-and-order instincts, the Bush administration formally kept the
fight against tax evasion and financial secrecy on the agenda. Yet the administra-
tion made sure that the OECD withdrew its sanctions threat against secrecy ju-
risdictions that refused to become more transparent, thereby reducing the effec-
tiveness of the organization’s efforts in this area.

We have thus observed a Republican administration skeptical toward multi-
lateral attempts at curbing tax evasion and avoidance. From its perspective, in-
ternational tax competition provided a perfect reason for its preferred domestic
tax policy of reducing taxes on capital. Against this background, the reduction of
competitive pressures by means of international cooperation seemed counterin-
tuitive. Hence, the Bush administration put priority on neutralizing those OECD
recommendations that were likely to impose costs on US multinationals. Yet it
also withdrew the sanctions threat against secrecy jurisdictions that refused to be-
come more transparent. The Clinton administration had aimed to reduce both
tax evasion and avoidance but abandoned the latter goal in response to corpo-
rate lobbying. In contrast, the Bush administration was not particularly keen to
end either tax evasion or tax avoidance but kept the fight against tax evasion on
the agenda to cater to the Republican Party’s law-and-order instincts. Yet the ad-
ministration pursued this agenda without conviction. Finally, the Bush adminis-
tration’s ability to transform its priorities into OECD policy despite being iso-
lated in the G7 reflects the US government’s ability to change the direction of the
organization’s tax work through unilateral defection.



THE EMERGENCE OF
MULTILATERAL AEI

The Obama administration’s Foreign Account Tax Compliance Act (FATCA) de-
cisively changed bargaining over more financial transparency (Grinberg 2012;
Palan and Wigan 2014). Before the act, secrecy jurisdictions usually refused to
provide administrative assistance to foreign tax authorities. Soon after the act’s
passage, these jurisdictions suddenly agreed to automatically provide data on the
accounts of nonresidents on a multilateral basis. Yet analysts still disagree on the
factors enabling the act’s passage and the mechanisms through which concessions
granted to the United States obliged secrecy jurisdictions to also offer greater co-
operation to the rest of the world. While some claim that the financial crisis cre-
ated an important window of opportunity for measures against secrecy jurisdic-
tions (Eccleston and Gray 2014), others point to the UBS scandal as the decisive
catalyst for enhanced tax cooperation (Emmenegger 2017). As to the transmis-
sion mechanism, some approaches stress the importance of normative pressure
exerted by the Group of 20 (G20) and the Organisation for Economic Co-
operation and Development (OECD). After the passage of FATCA, these organ-
izations declared automatic exchange of information (AEI) the new global stan-
dard for tax cooperation and threatened noncompliant countries with blacklisting
(Eggenberger and Emmenegger 2015). Others interpret concessions to the United
States as focal points enabling third states to better coordinate their efforts against
secrecy jurisdictions (Emmenegger 2017).

This chapter will demonstrate that FATCA has its origins in the longstanding
efforts of anti—tax haven activists within the Democratic Party. These activists uti-
lized testimony from a whistleblower and former UBS private banker to prepare
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a report on the bank’s illegal offshore business with US clients. To increase pub-
licity, they held a corresponding Senate hearing, which eventually triggered the
UBS scandal. Shortly afterward, Barack Obama entered office. The scandal, his
cordial relationship with Democratic anti—tax haven activists, and personal in-
terest in the issue made combating tax evasion and avoidance a top priority for
his administration. In contrast to proposed anti-avoidance measures potentially
affecting US multinationals, legislation requesting more transparency from for-
eign banks serving US clients easily passed Congress. The result was FATCA, a
law threatening foreign financial institutions (FFI) unwilling to report account
data of US clients with a 30 percent withholding tax on payments from US sources.
The act changed international bargaining over information exchange via two
channels. By forcing secrecy jurisdictions to enter into AEI agreements with the
United States, FATCA activated a most-favored-nation clause obliging EU mem-
bers to grant greater cooperation offered to a third country also to one another.
In addition, the principle of AEI contained in FATCA preempted Swiss attempts
at promoting anonymity-preserving withholding agreements as the international
standard. Faced with the prospect of applying AEI to US clients and different
withholding regimes to other nationalities, even Swiss banks eventually realized
that a single global standard, although it meant more transparency, was less costly
for them. Eventually, the United States exploited widespread compliance with AEI
by refusing to participate itself. Therefore, the country currently enjoys an almost
exclusive competitive advantage in the attraction of hidden capital.

The Obama Administration’s
Tax Policy Agenda

The Bush tax cuts of 2001 and 2003, and the resulting spike in income inequality,
made tax justice an important theme for Democratic presidential candidates ahead
of the 2008 elections. During the Democratic primaries, Hillary Clinton (2007a,
2007b) regularly referred to “the President’s reckless tax cuts for those at the top”
in her campaign speeches. Likewise, John Edwards (2007) argued “our tax sys-
tem has been rewritten by George Bush to favor the wealthy and shift the burden
to working families.” The candidate putting most emphasis on this issue, how-
ever, was Barack Obama (2007), who devoted an entire keynote speech to “tax
fairness for the middle class” in September 2007. In that speech, he identified “a
successful strategy [by special interests] to ride anti-tax sentiment in this coun-
try toward tax cuts that favor wealth, not work,” linking that strategy to increas-
ing wealth and income inequality and pledging to restore a progressive tax sys-
tem. To that effect, he promised to “end the preferential treatment that’s built into
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our tax code by eliminating corporate loopholes and tax breaks,” announced lower
taxes on labor and consumption, and pledged the United States would “lead the
international community to new standards of information sharing” in the fight
against tax evasion (Obama 2007).

This emphasis was certainly politically opportune, as a large majority of re-
spondents polled by Gallup in April 2007 felt corporations and upper-income
people were paying too little tax (Carroll 2007). Yet this sentiment is quite con-
stant over time, and Barack Obama had a history of promoting progressive tax
reform. As an Illinois state senator he had sponsored the state’s earned income
tax credit in 2000, providing low-to-moderate-income earners with a tax break
(Irvine 2000). As a US senator he had participated in several attempts at making
minimum wage earners eligible for a child tax credit on their income tax (Lin-
coln 2005; Obama 2006). Moreover, he had co-sponsored Senator Carl Levin’s
Tax Shelter and Tax Haven Reform Act in 2005, and his Stop Tax Haven Abuse
Act in February 2007 (Levin 2005, 2007). The 2005 bill, among other things, pro-
posed penalties for the promoters of tax avoidance schemes qualified as abusive
by the IRS, and the abolition of tax credits for taxes paid to tax haven govern-
ments. The 2007 bill reintroduced some of these measures. More important, how-
ever, the act sought to enable the Treasury secretary to prohibit the opening of
correspondent accounts in the United States and the acceptance of credit cards
issued by FFIs from a country seen as impeding US tax enforcement. Barack
Obama’s interest in tax justice had thus clearly developed ahead of the financial
crisis. Rather than just a useful campaign topic for the 2008 elections, it seems to
have been part of his more fundamental political convictions as a “loyal Demo-
crat” (GovTrack.us 2019).

Nonetheless, the bank bailouts of 2008 provided a breeding ground for public
outrage over the concealment schemes used by Union Bank of Switzerland (UBS)
and Liechtenstein Global Trust (LGT) to hide their US clients from the IRS. Under
the leadership of Carl Levin, the Senate Permanent Subcommittee on Investiga-
tions (PSI) had already revealed in a 2006 report that Swiss and Liechtenstein
banks helped their US clients to circumvent the qualified intermediary (QI) pro-
gram (Levin and Coleman 2006). The QI program had been set up by the IRS
under Clinton mostly to get an overview over who held US securities offshore.
Yet it also obliged FFIs to collect withholding taxes on US-source capital income
on behalf of the IRS and report US clients holding US securities directly to the
service. As an incentive for signing up, the IRS exempted participating FFIs from
withholding taxes on their US investments. Virtually all FFIs doing business in
the United States thus registered as QIs. But instead of fulfilling the reporting re-
quirement, they created or purchased interposed legal entities registered in Pan-
ama and other secrecy jurisdictions to hide the true residence of their US beneficial
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owners. As a result, foreign corporations formally received 70 percent of US-
source capital income in 2003 (Government Accountability Office 2007). Despite
the report and a corresponding hearing before the PSI, however, the issue did not
attract much public attention throughout 2006 and 2007.!

This changed when the PSI released a second report and held another hearing
on the issue in July 2008.? The report benefited greatly from the testimony of Brad-
ley Birkenfeld, a former UBS private banker who had participated in an IRS
whistleblower program following a 2006 reform guaranteeing informant awards
(IRS 2015). Birkenfeld provided the IRS, PSI, and Department of Justice (DoJ)
with documents and e-mails proving the setup of a program by senior UBS pri-
vate bankers for the systematic circumvention of the QI program’s reporting re-
quirement (Hissig 2010). Based on this evidence, the DoJ detained Martin Liechti,
head of wealth management for North and South America at UBS, in April 2008,
while the IRS obtained a first John Doe summons from a US federal judge, oblig-
ing UBS to surrender nineteen thousand client files or be subject to civil penal-
ties in the United States (Simonian 2008; Schaub 2011). Under the impression of
this concerted action, Mark Branson, the chief financial officer (CFO) of UBS’s
global wealth management branch, admitted wrongdoing during the PSI hear-
ing in July and announced UBS would end its offshore business with US clients
(US Senate 2008b). Against the background of Treasury’s recent bailouts of Bear
Stearns, Freddie Mac, and Fannie Mae, the PSI report’s estimate that circumven-
tion of the QI program cost the US Treasury $100 billion in tax revenue, imply-
ing a higher tax burden for honest US taxpayers, created what a senior OECD
tax official called “the perfect storm” (Levin and Coleman 2008).’

Carl Levin and his cosponsor Barack Obama used increased media attention
to call for the swift adoption of their anti—tax haven bill. While Levin spread the
message in several televised interviews (Chung 2008; Levin 2008), Obama issued
a press statement stating that “Washington must take the recommendations of
the Subcommittee’s report seriously . . . and enact the Stop Tax Haven Abuse Act
that I introduced with Senators Levin and Coleman to combat tax abuse” (States
News Service 2008). Although there was no immediate legislative activity ahead
of presidential elections, senior IRS and Do] officials, who had either already been
confirmed by the Democratic Senate majority or were positioning themselves for
promotion under the incoming Democratic administration, heard the message
and intensified their efforts (Héssig 2010; US Senate 2008a). In November 2008,
the DoJ indicted Raoul Weil, head of global wealth management at UBS, for “con-
spiring with other executives, managers, private bankers and clients of the bank-
ing firm to defraud the United States” (DoJ 2008). The following month it of-
fered UBS a deferred prosecution agreement (DPA), providing for the suspension
of criminal investigations against the bank in exchange for a $780 million fine
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and the transmission of 250 client files. In parallel, Treasury officials worked with
their French and German counterparts to put the issue of financial secrecy on the
agenda of the G20.* Despite the remote connection of financial secrecy to the out-
break of the financial crisis, heads of state and government thus declared at their
first crisis meeting in Washington that “lack of transparency and a failure to ex-
change tax information should be vigorously addressed” (G20 Leaders 2008). In
reaction, the OECD circulated an updated draft blacklist of countries not com-
plying with its upon-request standard for information exchange, prompting Aus-
tria, Luxembourg, and Switzerland to drop their reservations against the admin-
istrative assistance clause of the OECD’s model tax convention in March 2009
(OECD 2009). This was considered a breakthrough at the time but proved to have
little effectiveness in curbing tax evasion, as a result of the weakness of the upon-
request standard (Johannesen and Zucman 2014). In any event, Treasury officials
and congressional staff were already preparing the next step.

Preparing Anti-Tax Haven Legislation

When Barack Obama took office as president of the United States in January 2009,
he was committed by his own statements and to his former cosponsor Carl Levin
to push for the adoption of the Stop Tax Haven Abuse Act. However, Treasury
officials were skeptical toward the bill, as they perceived the proposed exclusion
of tax haven FFIs from correspondent accounts in the United States as too dis-
ruptive. Instead, they suggested an approach complementary to the QI program,
extending its reporting requirements and using a 30 percent withholding tax on
the US-source revenue of noncompliant FFIs as sanctions mechanism. During
the following months this proposal was further developed in a drafting process
led by the chief tax counsel of the House Ways and Means Committee and with
representation from the IRS and Senate Finance Committee. According to sev-
eral interview partners, the most senior people in the room had already drafted
the QI program under Clinton.’ The final product was then part of a long list of
anti-evasion and anti-avoidance measures included in Treasury’s Green Book on
revenue proposals for 2010 and discussed in the president’s budget proposal (cf.
US Treasury 2009; Office of Management and Budget 2009).

On the occasion of the release of these documents, President Obama and Sec-
retary of the Treasury Timothy Geithner announced a two-pronged strategy for
“leveling the playing field” for US taxpayers. The first element of the strategy was
the “[removal] of tax incentives for shifting jobs overseas” through reforms of de-
ferral and foreign tax credit rules often exploited by corporations to minimize
their tax bill. The strategy’s second element, “getting tough on overseas tax ha-
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vens,” involved the closure of loopholes in check-the-box rules allowing multi-
nationals to set up hybrid entities to avoid taxes, an increase in IRS staff inves-
tigating tax evasion, and the extension of the QI program’s reporting requirements
and sanctions mechanisms discussed earlier (Office of the Press Secretary
2009). In a concomitant press conference, President Obama (2009) explained,
“we’re beginning to restore fairness and balance to our tax code. That’s what I
promised I would do during the campaign, that’s what I'm committed to doing
as President.”

Although Obama threw his full weight behind these measures and could work
with Democratic majorities in both chambers of Congress until 2011, proposals
interfering with corporate tax planning did not go far. As under Clinton, Trea-
sury faced massive opposition from multinationals and their lobbyists against a
reform of check-the-box rules and measures to end the deferral of tax payments
of foreign profits (Rubin and Drucker 2014; Scott 2014). The only items from
the Obama-Geithner plan passed by the Democratic Congress before 2011 were
aimed at loopholes in the QI program. As such, these provisions primarily con-
cerned FFIs circumventing their reporting obligations. Following the drafting pro-
cess discussed previously, Senator Max Baucus and Representative Charles Ran-
gel, Chairman of the House Ways and Means Committee, introduced these
proposals to Congress as the Foreign Account Tax Compliance Act (Baucus 2009;
Rangel 2009). The act requires FFIs to report accounts held by US individuals
and—to unravel the concealment schemes used to circumvent the QI program—
to legal entities beneficially owned by US individuals. For such accounts, FFIs
“must report the account balance . . . , and the amount of dividends, interest, other
income, and gross proceeds from the sale of property” (Grinberg 2012, 23). The
QI program’s reporting requirement was thus expanded from income on US se-
curities to all capital income earned by US residents.

Moreover, FATCA does not use incentives like the QI program to make FFIs
participate but instead relies on coercion. As legislators put it quite explicitly, the
act’s objective is to “force foreign financial institutions to disclose their US ac-
count holders or pay a steep penalty for nondisclosure” (Grinberg 2012, 24). This
penalty is a 30 percent withholding tax “on the gross amount of certain payments
from US sources and the proceeds from disposing of certain US investments.”
These monies include the revenue from an FFI’s own investments in the United
States, payments beneficially owned by its clients regardless of their residence, and
so-called “pass-through payments” channeled through a participating FFI to a
nonparticipating FFI (Grinberg 2012, 24). The latter provision is meant to also
force into participation those FFIs that are not investing in the United States di-
rectly but are investing in or through participating FFIs. As one of the act’s origi-
nal authors put it,
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FATCA tries to use the combined weight of US financial markets and
financial institutions that must, as a practical matter, do business in the
US marketplace as leverage with other [FFIs] to ensure near-
comprehensive participation in FATCA’s cross-border information re-
porting. (Grinberg 2012, 24-25)

Given the act’s focus on reporting requirements for foreign banks, US multi-
nationals were largely unaffected and thus did not submit a position when Chair-
man Richard Neal held a hearing on FATCA in the Subcommittee on Select Rev-
enue Measures (US House of Representatives 2009). Similarly, the American
Bankers Association (ABA) did not object to any of the act’s core provisions, as
the reporting requirements and sanctions mechanism did not apply to its mem-
bers. The ABA did, however, insist that US banks, which were supposed to act as
withholding agents for the IRS under FATCA, would be given enough time to
build necessary administrative infrastructure as well as accurate information on
the participation status of FFIs to avoid penalties for not fulfilling their withhold-
ing duties. Despite the additional compliance burden for US banks, the ABA
expressed support for “legislation that will ensure that all US citizens and resi-
dents pay their fair share of taxes, and thus, prevent loss of millions of dollars by
the US because of taxpayers that engage in illegal use of offshore accounts” (US
House of Representatives 2009, 80). The association’s positive attitude was of
course grounded in the expectation that FATCA would remove incentives for US
clients to hold accounts with Swiss or Liechtenstein banks and could thus pro-
duce net new money for the private wealth management divisions of its mem-
bers. Owing to FATCA’s innocuousness for domestic business, Chairman Neal
could thus conclude his opening statement at the FATCA hearing as follows:

In terms of the economic confrontation . . . America currently is expe-
riencing, . . . it makes good sense, before we talk about raising revenue
elsewhere, that we begin talking about closing down these tax havens and
these loopholes that the American people have justly come to see as be-
ing patently unfair. (US House of Representatives 2009, 4)

In other words, he was sympathetic to the idea of addressing the fairness con-
cerns of US citizens through a crackdown on secrecy jurisdictions instead of a
hike in taxes on domestic business. Accordingly, Patrick Tiberi, the subcommit-
tee’s ranking minority member, congratulated him on a bill that “does not blur
the issues of tax evasion and legal tax practices, and does not include the most
controversial international tax policy changes proposed by the Administration”
(US House of Representatives 2009, 5). As a result of general agreement on FAT-
CA’s ability to send a signal of fairness to voters at virtually no cost for domestic
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business, the act passed Congress in March 2010 as a financing mechanism at-
tached to the Obama administration’s second stimulus package after the finan-
cial crisis (Mollohan 2010).

FATCA’s Impact on International
Tax Politics

FATCA Becomes Intergovernmental

Congress had conceived FATCA as a domestic law with extraterritorial reach, es-
tablishing a direct regulatory link between FFIs and the IRS. When the act passed
in March 2010, no intergovernmental approach was envisaged. In fact, FATCA’s
predecessor, the QI program, had worked in exactly the same way, creating obli-
gations for foreign banks, not foreign governments. As Tanenbaum (2012, 623)
puts it, FATCA “was steamrolling down on a unilateral basis without any imme-
diate serious attention being given to the pursuit of bilateral or multilateral alter-
natives.” Questioned about why the United States had not tried to tie FATCA into
ongoing work on automatic exchange of information at the OECD level (the
TRACE project), a former senior Treasury official replied, “Once FATCA was en-
acted, everything that went on with TRACE, well that was important and we had
a lot of resources committed to it, but the law enacted in the US had to be com-
plied with first. So TRACE was understood as an add-on some time in the future.”®
The focus shifted to the international level only once the IRS had published the
first guide to FATCA implementation in August 2011.

At this point, many FFIs realized that the act’s reporting requirements would
collide with data protection and bank secrecy legislation in their home coun-
tries, putting them between a rock and a hard place. Either these FFIs had to
break domestic law to comply with FATCA or accept the 30 percent withholding
tax due in case of noncompliance (Eccleston and Gray 2014). In addition, many
FFIs wanted to avoid entering in a privity of contract with the IRS, as this was a
very weak basis for changing terms and conditions for their clients and would
have subjected them to direct enforcement action by the United States. Instead,
they preferred to fulfill FATCA reporting requirements under national law and
toward national authorities, which could then pass account information on to
the IRS. Accordingly, the FFIs lobbied their respective governments for the cre-
ation of corresponding intergovernmental agreements.” At the same time, the
US Treasury Department grew increasingly concerned over a Swiss campaign
for new comprehensive withholding tax deals with other OECD members, which
the department understood as a challenge to the principle of AEI embedded in
FATCA.®
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The Swiss campaign was a reaction to demands from the international com-
munity for greater administrative assistance after the UBS and LGT scandals.
From 2008, the DoJ had pressed an increasing number of Swiss banks for the
transmission of US client files by threatening them with criminal indictment in
a US court. In parallel, the IRS had requested such files from the Swiss gov-
ernment through administrative assistance. After some initial resistance, the
prospect of losing their US banking licenses prompted several Swiss banks to
surrender the requested data in violation of Swiss bank secrecy laws. In addi-
tion, the Swiss federal court removed the differentiation between tax fraud and
tax evasion from Swiss tax law, which the Swiss government had until then used
as an excuse for not complying with information requests. As a consequence of
that decision, the Swiss government not only responded to the IRS request, but
also dropped its reservation against the OECD Model Tax Convention’s admin-
istrative assistance clause, which had been the basis for the OECD’s decision to
put Switzerland on the G20-backed tax haven blacklist in 2009 (Emmenegger
2017; Hassig 2010).

After years of concessions, the Swiss Banking Association (SBA) then tried to
regain the upper hand and preserve bank secrecy through its so-called Rubik con-
cept for bilateral tax treaties. The concept foresaw the collection of withholding
taxes on the capital income of the treaty partner’s residents, the proceeds of which
would then be channeled back to the treaty partner. In addition, Switzerland
would collect and transfer a one-time tax on the treaty partner’s residents’ finan-
cial wealth to cover past tax liabilities (Grinberg 2012, 27). In exchange, the iden-
tity of nonresident investors in Switzerland would be protected and the number
of information requests from the treaty partner capped at a certain number.’ The
Swiss government embraced this concept and began to offer Rubik agreements
to its key trading partners in December 2009 (Emmenegger 2017). In October of
the next year, Rudolf Merz, the Swiss minister of finance, could announce the
opening of negotiations on Rubik agreements with Germany and the United
Kingdom, which were interested in tapping a new and quickly available revenue
stream (Israel, Fliitsch, and Nauer 2010).!° This announcement provided Lux-
embourg and Austria with another pretext to delay the material and geographic
extension of AEI at the EU level. More important, however, the British and Ger-
man governments’ interpretation of Rubik deals as a viable alternative to AEI ad-
ditionally motivated the US Treasury to intercept the Swiss campaign with its
own initiative for intergovernmental FATCA implementation.!!

It was thus shortly after the United Kingdom and Germany had signed Rubik
deals with Switzerland in August and September 2011, that Emily McMahon, as-
sistant secretary of the Treasury, announced that the United States “was com-
mitted to entering into bilateral and multilateral agreements that would allow fi-
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nancial institutions to comply with FATCA without violating local law”
(Grinberg 2012, 25). To this effect, Treasury opened negotiations on a “common
approach to FATCA implementation” with France, Germany, Italy, Spain, and the
United Kingdom (EU G5) (US Treasury 2012c¢, 2). From the US perspective, these
countries were crucial trading partners whose tax authorities had the necessary
know-how and were engaged in cordial relationships with the IRS.!> From the per-
spective of the EU G5, the US initiative provided a response to the reservations
these countries’ domestic banks had about entering into direct contractual rela-
tionships with a US authority and to the difficulty the EU G5 faced in materially
and geographically extending AEI within the EU."> Moreover, the EU G5 hoped
for agreements binding the United States to reciprocate information reporting.'*

After swift consultations, the US government and EU G5 thus issued a joint
statement in February 2012. In that statement, the EU G5 committed to imple-
ment legislation requiring their banks to collect account information as re-
quested by FATCA and to transfer the reported information automatically to
the IRS. In exchange, the United States pledged to eliminate the requirement
for banks from the EU G5 to enter into direct contractual relationships with the
IRS and to reciprocate information reporting (US Treasury 2012c, 2-3). To-
gether, the United States and the EU G5 committed “to working with other
FATCA partners, the OECD, and where appropriate the EU, on adapting FATCA
in the medium term to a common model for automatic exchange of informa-
tion” (US Treasury 2012c, 3). Moreover, the US Treasury had realized at this
point that FATCA treaties would meet less resistance from foreign governments
if they were embedded in a multilateral AEI framework. As a former official in
the department explained:

FATCA doesn’t really work as a unilateral system. The secret to FATCA
is that it needs the multilateral agreement. The level of resistance that
you have from foreign institutions and sovereigns just disappears once
you have a multilateral process. Because now you can’t complain that
the US is doing something. Now it’s an international standard and the
US is just the leading implementer. It makes a huge difference.'®

Following the joint statement, the United States thus used its agenda-setting
capacity at OECD level to lend additional momentum to the emergence of AEI
as the new global standard for information reporting. Within the next six months,
Treasury drafted a model intergovernmental agreement (IGA) in cooperation
with the EU G5. The so-called Model 1 IGA, which later also provided the basis
for FATCA treaties with secrecy jurisdictions such as the Cayman Islands or Lux-
embourg, contains a clause obliging signatories to cooperate with the OECD in
the establishment of multilateral AEI. The clause states:



92 CHAPTER 5

The parties are committed to working with Partner Jurisdictions and the
Organisation for Economic Co-operation and Development, on adapt-
ing the terms of this Agreement and other agreements between the
United States and Partner Jurisdictions to a common model for auto-
matic exchange of information, including the development of report-
ing and due diligence standards for financial institutions. (US Treasury
2012a, Art. 6, para. 2)'°

Given that the United States and EU G5 had committed each other as well as
future signatories of FATCA Model 1 agreements to pursuing multilateral AEI, it
was only consistent that G20 ministers of finance commissioned the OECD shortly
afterward to deliver a report on the matter. G20 leaders approved this report in
June 2012, calling on all countries to adopt the AEI standard (G20 Ministers 2012;
G20 Leaders 2012). The same month, the United States and Switzerland issued a
separate joint statement on FATCA implementation, declaring “their intent to ne-
gotiate an agreement providing a framework for cooperation to ensure the effec-
tive, efficient, and proper implementation of FATCA by financial institutions lo-
cated in Switzerland” (US Treasury 2012b, 1-2). The corresponding treaty was
based on an alternative model agreement, providing for the direct reporting of
account information from FFIs to the IRS. The treaty was finalized in Decem-
ber 2012. Four years after the UBS scandal and following constant pressure from
the DoJ and IRS on the Swiss government and financial sector, Switzerland had
finally lifted bank secrecy for the United States (Emmenegger 2017). By not trans-
mitting account information to the IRS itself, however, the Swiss government
had initially tried to limit the damage, save its Rubik campaign, and avoid de-
mands from other governments for equivalent cooperation (Barandun, Nieder-
berger, and Valda 2012; Niederberger 2012; Rutishauser 2012b).

These efforts were to no avail; although the German ministry of finance had
tried to play a double strategy, sticking to the Rubik deal to recover past tax lia-
bilities of German tax evaders in Switzerland while promoting AEI as the new
global standard through cooperation with the United States and in the G20,'7 the
agreement failed in Bundesrat, the German parliament’s upper chamber, in No-
vember 2012 (Bundesrat 2012). Social Democrats and Greens, who then held a
majority in the chamber, had taken issue with several elements of the Swiss-
German Rubik deal. Ata most fundamental level, the opposition parties criticized
the preservation of anonymity and the post-hoc legalization of hidden wealth as
an undue privilege for German tax evaders in Switzerland, who had broken the
law by underreporting their capital income (Bundesrat 2012, 500). Moreover,
Greens and Social Democrats argued the agreement would undermine the work of
German tax investigators because it limited the number of information requests
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to 1,500 a year and banned the active solicitation of stolen account data,'® which
had proved quite an efficient tool at the time to create media attention, waves of
voluntary disclosures, and billions in additional tax revenue (Finanzverwaltung
des Landes Nordrhein-Westfalen 2018; Ministerium fiir Finanzen und Wirtschaft
Baden-Wiirttemberg 2014). In addition to these domestic concerns, however,
Greens and Social Democrats also embraced arguments put forward by the EU,
OECD, and US Treasury, saying a Swiss-German Rubik deal would at least delay
the material and geographic extension of AEI via FATCA (Bundestag 2010, 8472,
2012a, 20656). Following a recommendation from the OECD’s Centre for Tax
Policy, Green members of the Bundestag’s Finance Committee had, for instance,
invited Itai Grinberg, former Treasury official and one of the authors of FATCA,
to explain at a public hearing why a Swiss-German Rubik deal could give other
offshore centers a pretext to oppose multilateral AEI (Bundestag 2012b)."? Ger-
man opposition had thus bought into the strategic considerations of international
AEI proponents before rejecting the Rubik deal in Bundesrat.

The almost simultaneous failure of the Swiss-German Rubik deal and Swiss
agreement to a FATCA treaty with the United States finally cleared the way for
the ascent of AEI as the new global standard for cooperation against tax evasion.
While the United States sped up its efforts to extend the reach of FATCA world-
wide, striking corresponding treaties with 112 foreign governments, including all
major secrecy jurisdictions (US Treasury 2018a), Eveline Widmer-Schlumpf,
Swiss minister of finance, announced shortly after agreeing to the FATCA treaty
that she would also enter into a dialogue on AEI with the EU (Valda 2012a). More-
over, she created the Brunetti Group, tasked to develop proposals for the re-
orientation of Swiss international tax policy (Valda 2012b). These developments
broke a deadlock in negotiations among member states on a material and geo-
graphic extension of AEI within the EU (Hakelberg 2015b), made the G20 en-
dorse automatic exchange of information as a global standard (G20 Leaders 2013),
and led to the creation by the OECD of a “common reporting standard” (CRS)
based on FATCA (OECD 2014g), which has since been adopted by more than
one hundred governments through the “multilateral competent authority agree-
ment” (OECD 2017a).

FATCA Enables Agreement on AEI
at the EU and OECD Level

At the EU level, Luxembourg and Austria, the biggest recipients of nonresident
deposits from within the euro area (ECB 2015), were blocking AEI on interest
payments to nonresidents since the Commission had proposed a Savings Direc-
tive in 1998 (Genschel 2002). The Council of Ministers still adopted the directive
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in 2003, but to reach consensus its proponents had to concede Luxembourg, Aus-
tria, and Belgium the right to levy a withholding tax on interest payments to
nonresidents instead of collecting account information on behalf of EU partners.
This concession meant some additional tax revenue for the rest of the EU, but
account holders in these three countries remained anonymous (Rixen and Schwarz
2012). According to the directive, their opt-out from the AEI should end once
Switzerland and several non-EU microstates started to report information on EU
account holders upon request (European Community 2003, Art. 10). Yet as Lux-
embourg and others had expected, Switzerland and the microstates merely ac-
cepted the withholding option in their Savings Agreements with the EU, post-
poning EU-wide AEI into the indefinite future (Council of the European Union
2004).

Following the LGT scandal, Peer Steinbriick, German minister of finance, put
a revision of the Savings Directive on the agenda of the March 2008 Council on
Economic and Financial Affairs (ECOFIN) (Mussler 2008). With the support of
his French and Italian counterparts he encouraged the Commission to speed up
review of the directive and called for a “material and geographic extension” of its
AEI mechanism (Bundesministerium der Finanzen 2008, 31). The Commission
presented a corresponding report in fall 2008, conceding that investors could cir-
cumvent the directive by either hiding behind interposed legal entities or invest-
ing in equity rather than interest-producing debt securities (European Commis-
sion 2008b).%° As remedies the Commission advocated a look-through approach
obliging banks to use information obtained through know-your-customer due
diligence when determining account ownership, and an extension of the Savings
Directive’s scope to securities that investors may consider equivalent to debt in
terms of their risk profile. In contrast, the Commission did not propose changes
to the AEI opt-out granted to Luxembourg, Austria, and Belgium (European
Commission 2008a).

Instead of a swift revision of the Savings Directive, however, Germany, France,
and other large EU members experienced what Luxembourgian Prime Minister
Jean-Claude Juncker had already forecast at the March 2008 ECOFIN meeting:
“many years of fascinating debate” (Mussler 2008). During the next four years,
Council presidencies made six attempts at passing a revised draft and a mandate
for Commission negotiations with Switzerland on a corresponding Savings Agree-
ment.?! Every time, Luxembourg and Austria refused to agree, arguing that a
level international playing field had to be established ahead of their consent. That
is, Switzerland had to first signal its willingness to practice AEI with the EU; other-
wise, capital flight from the common market was the likely result.?> Switzerland,
in turn, used the nonparticipation of Luxembourg and Austria in intra-EU AEI
to justify Swiss unwillingness to do just that (Naegeli 2010). Interestingly, how-
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ever, Switzerland offered to update its Savings Agreement with the EU in accor-
dance with the OECD’s upon-request standard (Naegeli 2011). Yet Swiss politi-
cians knew that the Savings Directive’s transition clause made this the crucial
condition for a removal of the transitory withholding option, which gave Lux-
embourg and Austria an additional reason to block any mandate for commission
negotiations on a revised Savings Agreement. Because of the unanimity require-
ment in tax matters there was little to nothing large EU members could do to
break this arrangement (Hakelberg 2015b).

The only item on intra-EU cooperation in direct taxation that passed during
this period was a severely stripped-down version of a proposal the Commission
had made for an Administrative Cooperation Directive. The proposed directive
stipulated that the Commission, assisted by a committee of national tax experts,
should define income types subject to AEI, as well as the conditions under which
information should be exchanged (European Commission 2009). Thereby, the
Commission aimed to circumvent cumbersome Council procedures in the future.
Unsurprisingly, however, Luxembourg and Austria opposed such annulment of
their de facto veto power in tax matters. As a result, the final version of the direc-
tive agreed on in December 2010 left everything as it was. AEI became an option
for future administrative assistance, but covered income types had to be agreed
on in subsequent Council decisions (European Union 2011, Art. 8). Moreover,
the Luxembourgian and Austrian finance ministers could celebrate the codifica-
tion of the availability principle. That is, even if the Council decided to practice
AEI on capital income other than interest, tax authorities needed only to trans-
mit data readily available to them. Data that tax authorities did not collect do-
mestically were thus excluded from EU-internal exchange in any case (European
Union 2011, Art. 3; Schweizerische Depeschenagentur 2010). Eventually, the di-
rective served only to transpose the OECD’s upon-request standard into EU law,
including a customary most-favored-nation (MFN) clause obliging member
states to extend any greater cooperation offered to a third country also to one
another (European Union 2011, Art. 19). This MEN clause seemed benign in De-
cember 2010 and thus passed without debate. But the intergovernmental imple-
mentation of FATCA would soon turn it into a Trojan horse, breaking Austrian
and Luxembourgian opposition to intra-EU AEL

The same week that Eveline Widmer-Schlumpf announced agreement on a
FATCA treaty with the United States, Luc Frieden, Luxembourg’s minister of fi-
nance, declared his country would also enter negotiations on a FATCA deal, and
extend equivalent cooperation to EU partners (Valda 2012a). A few months be-
fore, he had still argued in the ECOFIN that the Swiss-German Rubik deal was
the better model for an EU-wide solution than AEI. Yet the Rubik deal’s failure in
the German Bundesrat had definitively taken that option off the table. Frieden’s
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announcement was thus a major and quite sudden change of tack, the underlying
reasoning of which Jean-Claude Juncker, prime minister of Luxembourg, made
explicit in his state of the nation speech a few months later:

If we now modify our position, we do it because the Americans do not
leave us a choice. They restrict their financial operations to countries
which accept automatic exchange of information. If we do not comply
with this condition, there won’t be any financial operations with the
USA. Yet an international financial center cannot cut itself from the
American financial circuit. . . . We cannot refuse to also extend to the Eu-
ropeans the concessions that we have to make to the Americans within
the context of a bilateral treaty. (Juncker 2013, 346)%

As Germano Mirabile, head of sector for savings taxation at the Commission,
explained in May 2013, the reason Luxembourg could not refuse to grant equiv-
alent cooperation to EU partners was the MFN clause contained in article 19 of
the Administrative Cooperation Directive. “This means that member states, hav-
ing concluded a FATCA agreement with the US, need to decide now on a legal
basis for their equivalent cooperation with EU partners.”** Other interview part-
ners confirmed the importance of Luxembourgian participation in FAT'CA for its
acceptance of AEI within the EU and beyond, and the crucial role of the MFN
clause as transmitter of US pressure to the European level.?®

The clause was equally important in relations between the EU G5 and the Aus-
trian government, which was less forthcoming than Luxembourg despite the
launch of negotiations on a FATCA treaty with the United States in January 2013
(Der Standard 2013). In fact, the Austrian finance ministry initially argued that a
direct transmission of account data from Austrian banks to the United States, as
foreseen by the alternative model IGA agreed on between Switzerland and the US
government, would not create an obligation to accept AEI within the EU, as Aus-
trian authorities were not directly involved in the reporting. From the legal
standpoint of the Austrian finance ministry, Austrian banks were cooperating with
the United States as a result of the FATCA agreement, not the Austrian govern-
ment (Bramerdorfer 2015; Szigetvari 2014).%° Yet this interpretation was far from
compelling, as the FATCA Model Agreement on which it was based states in ar-
ticle two that

[FATCA Partner] shall direct and enable all Reporting [FATCA Partner]
Financial Institutions to . . . register on the IRS FATCA registration web-
site with the IRS by July 1, 2014, and comply with the requirements of
an FFI Agreement, including with respect to due diligence, reporting,
and withholding. (US Treasury 2014b, 6)
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The agreement thus bestows an active role on the Austrian government in fa-
cilitating automatic information reporting by Austria’s financial institutions to
the IRS. Therefore, there may have been a basis for an application of the MFN
clause. At any rate, the disputed legal situation enabled the EU G5 to uphold a
credible threat of suing Austria before the European Court of Justice for respect
of the MFN clause. As a senior German tax official explained:

We told them explicitly in bilateral conversation: either you participate
in AEI or we will apply the MEN clause. And then you can go ahead and
take legal action, a la this isn’t even a case for the MFN clause, but that
will take three to five years and you won’t be able to see through that.?”

To further increase the pressure on Austria, EU G5 finance ministers also sent
a joint letter to EU Commissioner for Taxation Algirdas Semeta in April 2013,
urging effective application of the MFN clause and calling “on all EU Member
States . . . to agree without delay on the amending proposal to the Savings Taxa-
tion Directive of 2003” (EU G5 Finance Ministers 2013, 1-2). This concerted ac-
tion against isolated Austria had the desired effect. At the ECOFIN meeting in
May 2013, Austrian Minister of Finance Maria Fekter finally agreed to a mandate
for Commission negotiations on a revised Savings Agreement with Switzerland.
In addition, EU finance ministers decided the revised Savings Directive should
be passed once Switzerland signaled its willingness to practice AEI with the EU
in these negotiations (Council of the European Union 2013). The latter point was
an easy concession to Austrian and Luxembourgian concerns about a level play-
ing field, as Eveline Widmer-Schlumpf had already announced in December 2012
she would discuss AEI with the EU.

In parallel to the US-induced breakthrough at EU level, the intergovernmen-
tal implementation of FATCA also put AEI on the agenda of the G20 and the
OECD. After G20 leaders had already called on all countries to adopt this prac-
tice in June 2012, and the EU G5 had declared their intention to develop a mul-
tilateral tax information exchange agreement based on the FATCA Model IGA
they had agreed on with the United States, finance ministers and central bank gov-
ernors reiterated their support in April 2013, endorsing AEI as “the expected
new standard” (OECD 2014g, 9). Under the impression of this renewed momen-
tum, the Brunetti Group created by the Swiss minister of finance recommended
in June 2013 that Switzerland should practice AEI with the EU and other coun-
tries to avoid parallel standards and thus minimize compliance costs for Swiss
banks (Brunetti 2013). Beginning with Pierin Vincenz, CEO of Swiss Raiffeisen
Group, an increasing number of Swiss bankers had come to the conclusion over
the course of 2012 that the administration of multiple Rubik agreements was more
complex than the automatic reporting of account information based on a single
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global standard (Flubacher 2012). As Vincenz explained in an interview, “if we
agree to a withholding tax with all neighboring countries this gets very complex,
because every country has a separate method for its calculation. Moreover, there
will have to be continuous updates. . . . And there will be automatic exchange of
information with the USA anyway” (Rutishauser 2012a).?® By June 2013, the CEO
of UBS, the Swiss Bankers Association, and the Swiss Private Bankers Associa-
tion had also adopted that position (Flubacher 2012; Schweizerische Depesche-
nagentur 2013b, 2013a). After publication of the Brunetti Group’s report, the
Swiss ministry of finance thus acknowledged that AEI would become the new
global standard for tax cooperation and pledged active participation in its devel-
opment (Eidgendssisches Finanzdepartement 2013). Moreover, Eveline Widmer-
Schlumpf followed up on her December 2012 statement, declaring Switzerland
would apply a global AEI standard negotiated at the OECD in its relations with
the EU (Valda 2013).

In September 2013, G20 leaders eventually endorsed AEI as the new global
standard, calling on the OECD to develop a framework for coherent worldwide
application of AEI by mid-2014 (G20 Leaders 2013). Hence, the OECD modeled
its CRS on the FATCA IGA agreed on between the United States and the EU G5
to avoid double regulation and ensure a level international playing field. As an
OECD tax official involved in its drafting explained, “This made sense on a prag-
matic level. FATCA is quite broad so it is useful for many countries. And why in-
vent the wheel again, when you have a standard with a lot of bite? In the end, it is
better to have a single standard than several.”? With the Swiss vote, the standard
passed the OECD Committee on Fiscal Affairs in February 2014.>° Tax Commis-
sioner Semeta could thus report to EU finance ministers shortly afterward that
Switzerland was seeking agreement on AEI based on the new global standard (Se-
meta 2014). After six years of fascinating debate, ECOFIN could thus reach
agreement on the revised Savings Directive in March 2014 (European Union
2014a). Moreover, the subsequent European Council ordered finance ministers
to adopt a revised Administrative Cooperation Directive by the end of 2014, now
intended as a vehicle to transpose the OECD CRS into EU law. As a result of newly
established consensus, work went ahead quickly, and ECOFIN was in a position
to adopt the directive in October 2014. It codifies comprehensive intra-EU AEI
on all types of capital income starting on January 1, 2017, with Austria joining a
year later on January 1, 2018 (European Union 2014b). Beyond the EU, fifty-one
countries used the G20’s endorsement of the OECD CRS in September 2014 as
the occasion to sign a multilateral competent authority agreement (MCAA) in
Berlin, committing signatories to begin exchanging bank data among each other
based on the CRS from September 1, 2017, or 2018, including Switzerland, Lux-
embourg, Austria, and the Cayman Islands (OECD 2014e, 2014a). An additional
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TABLE 5.1 AEI Adoptions among Major Secrecy Jurisdictions

OECD COMMON REPORTING STANDARD

FATCA AGREEMENT SIGNED MULTILATERAL PASSED IMPLEMENTING
JURISDICTION (MODEL) AGREEMENT LEGISLATION
Austria yes (2) yes yes
Bahamas yes (1) yes yes
Bahrain yes (1) yes yes
Belgium yes (1) yes yes
Bermuda yes (2) yes yes
Cayman Islands yes (1) yes yes
Curagao yes (1) yes yes
Guernsey yes (1) yes yes
Hong Kong yes (2) yes (China) yes
Isle of Man yes (1) yes yes
Jersey yes (1) yes yes
Luxembourg yes (1) yes yes
Macao yes (2) yes (China) yes
Panama yes (1) yes yes
Singapore yes (1) yes yes
Switzerland yes (2) yes yes

Note: Major secrecy jurisdictions include countries identified as such in table 1.1.
Sources: OECD (2017a, 2018b); US Treasury (2018a).

fifty countries subsequently adopted the standard, including Hong Kong and Sin-
gapore (see table 5.1).

By imposing FATCA on FFIs worldwide, developing an intergovernmental ap-
proach to its implementation with the EU G5, and striking bilateral FATCA trea-
ties with 112 jurisdictions, the United States had thus enabled agreement on AEI
within the EU and at the global level. Within the EU, Luxembourg and Austria
would have risked legal action by the G5 if they had not accepted AEI after enter-
ing into negotiations on FATCA agreements with the United States. At the global
level, the imposition of AEI through FATCA changed the preferences of banks in
secrecy jurisdictions. Before FATCA, these banks were seeking to apply the least
stringent form of tax cooperation with foreign governments. When FATCA forced
them to build the infrastructure for automatic reporting of account information,
the banks became interested in practicing a single global standard to minimize
compliance costs. As a result, jurisdictions submitting to FATCA generally also
pledged to apply the OECD CRS in their relations with other countries (see
table 5.1). This pledge, in turn, reduced the risk of capital flight from Luxembourg
and Austria to third countries linked to the acceptance of AEI at EU level. By
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facilitating a multilateral AEI regime through FATCA, the United States had thus
created a level playing field for secrecy jurisdictions inside and outside the EU.
However, the AEI regime’s architect was itself missing from the list of signatories of
the MCAA, as accession to the agreement would have meant adoption of reciprocal
AEI (Vasagar and Houlder 2014). As the next section will show, the US financial sec-
tor was fiercely opposed to new domestic reporting requirements that would enable
reciprocity, while the Obama administration was unwilling to pick a fight with fi-
nance over this issue. Hence, what politicians and activists alike celebrated as a his-
toric breakthrough for international tax cooperation suffers from a major equity
problem: the lack of reciprocal exchange of information from the United States.

The Lack of US Reciprocity

Neither FATCA agreements nor the MCAA, which the United States has not
signed, legally bind the United States to reciprocate the information reporting it
requests from other countries. The United States is thus receiving data on US ac-
count holders from across the world but is not obliged to disclose equivalent
information on nonresidents to treaty partners. In fact, the US government
pledges to reciprocate information reporting on nonresident account holders only
in one variant of FATCA treaties, the Model 1 IGA agreed on with the EU G5. Yet
even this IGA does not provide for full reciprocity, given that the United States
lacks the domestic regulations to collect all the data from US financial institu-
tions it requests from FFIs, including nonresidents’ account balances, non-US-
source dividends, and beneficial ownership of trusts (Christians 2013, 2014). Ac-
cordingly, Model 1 IGAs feature the following qualificatory clause:

The United States acknowledges the need to achieve equivalent levels of
reciprocal automatic information exchange with [FATCA Partner]. The
United States is committed to further improve transparency and enhance
the exchange relationship with [FATCA Partner] by pursuing the adop-
tion of regulations and advocating and supporting relevant legislation
to achieve such equivalent levels of reciprocal automatic exchange. (US
Treasury 2012a, Art. 6)

The Obama administration, indeed, included requests for full FATCA reciproc-
ity in its 2013 and 2014 budget proposals (Office of Management and Budget
2013; US Treasury 2014a). However, these requests did not appear in correspond-
ing Green Books on revenue proposals, which are the documents US tax experts
consult when in doubt over Treasury’s intentions. As a former Treasury official
explained:



THE EMERGENCE OF MULTILATERAL AEI 101

The budget of the United States says a bunch of [stuff] that has to do
with the spending side, and occasionally it has some language about tax.
But that language is political rhetoric. The real proposals, fledged out at
a level of detail that matters, are in the Green Book. Not in the Green
Book? There is no proposal for reciprocity! In other words, the docu-
ment a tax lawyer would read doesn’t even have it. . . . And that is some-
thing you often see in international economic politics, that you send
different messages to national and foreign audiences. And this is an ex-
ample of that. Any uninformed observer would understand that the US
government had put out a politically important message. An observer
inside the sub-community would see something different.?!

The Obama administration was thus sending a double message on reciproc-
ity: reassuring its international partners by including corresponding requests in
the budgets, while appeasing domestic interests by not retaining them in the Green
Books. The underlying rationale for this strategy was apparently that an early fo-
cus on reciprocal AEI and corresponding reporting requirements for US banks
might have provoked domestic resistance to FATCA, potentially undermining its
full implementation. Treasury thus preferred to “take it in steps.” As a former se-
nior Treasury official clarified, “In the long-term reciprocity will make sense.
But at the front edge the logic is different. If we try to make this perfect today, it
will probably never happen and I would say that about FATCA generally.”** Ap-
parently, Treasury was dragging its feet to avoid the “entrance of [the] US finan-
cial industry into the fight” over reciprocity (Garst 2014).

But even the rather limited regulatory changes the Treasury Department pro-
posed in order to send a signal of willingness to US treaty partners received a good
deal of domestic resistance. When the IRS issued a regulation in 2012, extending
a requirement for US banks to report interest payments from applying to Cana-
dian account holders only to applying to all nonresident aliens (NRAs), the ABA
blasted in response: “these . . . regulations will further strain banks’ information
technology staff and budgets, for the sole purpose of providing information to the
IRS, especially when there is the risk that many banks will lose billions of dollars
in deposit funds due to the resulting loss of many of their NRA customers” (Mordi
2011, 2). Moreover, the banking associations of Florida and Texas, whose mem-
bers host a lot of Latin American wealth, took legal action against the IRS, “claim-
ing the regulation was overly burdensome and could lead to massive capital
flight because legitimate customers might fear their information would be dis-
closed to, and misused by, rogue governments” (The Economist 2014). Although
the regulation eventually took effect after the legal challenge was thrown out of
court in 2014, US banks can still circumvent the requirement of reporting foreign
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clients and their capital income by divesting their portfolios of debt securities or
hiding their identities behind a trust.

The reason is that the Financial Crimes Enforcement Network (FinCEN), the
US Treasury agency responsible for countermeasures to money-laundering,
adopted new customer due diligence (CDD) rules in 2016 that allow US banks
to identify as the owner of a reported account the trustee who manages assets on
behalf of the actual beneficiaries. In fact, the rules allow this practice even when
a trust owns more than 25 percent of a legal entity for which a US bank would
otherwise have to obtain beneficial ownership information under the new regu-
lations (FInCEN 2016). Whereas foreign banks thus have to look through trusts
when determining account ownership under FATCA, according to FinCEN “iden-
tifying a beneficial owner . . . would not be possible” for US banks, owing to the
complexity of the contractual arrangement (FinCEN 2016, 29412). Because of this
gaping loophole, the new obligation for US banks to identify the beneficial owners
of other legal entities, which looks like a major improvement over the status quo
ante (cf. FATF 2006), becomes virtually meaningless. In fact, a foreigner who pre-
viously invested in the United States through an anonymous shell company sim-
ply needs to put her assets in trust to remain invisible from her domestic tax au-
thority. Hence, the new reporting requirements the Obama administration
adopted to demonstrate some goodwill to US treaty partners reveal a consider-
able degree of hypocrisy on closer inspection.

According to several sources, the divergence in reporting standards imposed
on foreign and domestic banks results from the US financial sector’s intense lob-
bying, which created internal conflict between different branches of the US Trea-
sury. Whereas FInCEN officials were committed to establishing financial trans-
parency, banking regulators felt that US financial institutions had already been
stretched thin as a result of post-crisis reforms. Therefore, the imposition of ad-
ditional adjustment costs without any direct benefit for the United States did not
gain priority with the department’s senior decision makers.** So FiInCEN (2012,
2016) took four years to move from proposed to final CDD regulations and also
granted US banks an additional two-year transition before the new but ineffec-
tive rules took effect in May 2018. In the meantime, committed foreign tax evad-
ers most likely managed to rearrange their financial affairs so as to ensure their
continued anonymity. Despite more restrictive CDD, US banks thus continue to
enjoy a competitive advantage over FFIs in the management of hidden wealth,
which has resulted in a shift of cross-border deposits from traditional secrecy ju-
risdictions to the United States.

As Max Schaub and I have shown elsewhere, the adoption of FATCA and the
emergence of multilateral AEI that FATCA precipitated led to the desired with-
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drawal of foreign deposits from traditional secrecy jurisdictions between 2010 and
2015. At the same time, however, cross-border deposits in the United States grew
at an above-average rate, which suggests that foreign account holders reacted to
the AEI by shifting some of their financial wealth to the last reliable secrecy juris-
diction instead of bringing it home (Hakelberg and Schaub 2018). Our results
match statements from Austrian tax advisers, who claim that nonresidents shifted
some of their financial wealth from Austrian to US banks after Austria agreed to
AFI in the EU.** Moreover, these findings are corroborated by reports of US wealth
managers and tax advisers, who actively promote the secrecy benefits attached to
US trusts among affluent foreign households (Drucker 2016). Registrations of cor-
responding contractual relationships have, indeed, multiplied in secretive US
states such as Nevada and South Dakota, whereas industry projections expect the
value of assets under management in the United States to grow faster than in most
traditional secrecy jurisdictions over the coming years. Against this background,
calling the United States the new Switzerland has lately gained some currency
among wealth managers (Scannell and Houlder 2016).

During his first two years in office, President Trump showed no intent to
mitigate the lack of US reciprocity under FATCA. After all, it is a deal that puts
America first. Instead, he signed an executive order, instructing Treasury to “re-
view all significant tax regulations issued on or after January 1, 2016, and . . . iden-
tify . . . all such regulations that: (i) impose an undue financial burden on [US]
taxpayers; (i) add undue complexity to the Federal tax laws; (iii) or exceed the
statutory authority of the [IRS]” (The President 2017, 19317). Accordingly, Trea-
sury and the IRS focused on the identification of hundreds of corresponding
regulations in several reports to the president, albeit without including the new
CDD rules, which would have been within the time frame of the president’s or-
der (cf. US Treasury 2017b, 2018b; IRS 2018). The IRS thus seems busy defend-
ing existing regulations rather than developing additional ones. Likewise, bipar-
tisan legislation on a federal company register that would require formation agents
to identify the beneficial owners of all companies the agents help set up remains
stalled in the House Committee on Financial Services because of opposition from
the financial sectors in secretive US states and the Chamber of Commerce (Ma-
loney 2017; Rubenfeld 2017).

Since no political actor in the United States is willing and able to work toward
FATCA reciprocity, foreign governments would have to put pressure on the US
government to obtain this goal. As a former Treasury official put it:

No one in either party is really eager to anger the financial institutions
in Miami for no reason. They’ll do it, but Florida is a swing state. So you
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will only reach real reciprocity the moment that the political cost of forc-
ing US financial institutions to do something they don’t want to do can
be weighed against another cost.*®

On the other side of the Atlantic, however, senior tax officials do not believe
in their ability to impose corresponding costs on the United States. As a former
undersecretary of state in the German ministry of finance conceded, “We couldn’t
get more than partial reciprocity from the United States. For domestic reasons
they claimed. So we said ok, this is still better than nothing and of course these
agreements are always give and take.”*® Another senior German tax official ex-
plained his government’s acceptance of a nonreciprocal FATCA IGA as follows:

When the need for such an agreement is not equally strong on both sides
and the other side has sharper swords—that is, access to the American
capital market—then you won’t necessarily get what you want. Even if
several European countries negotiate with the US there is still a differ-
ence in power since we are more interested in market access for our in-
stitutions in the US than the other way around. The Americans don’t
need the German capital market to prosper.>’

Owing to its market size and regulatory capacity as well as the apparent prev-
alence of a purely national conception of power among German tax officials, the
United States has thus been able to enforce and stabilize a redistributive AEI re-
gime at the international level. As a partner with a US tax law firm already ob-
served in 2015, “fair is what you can get away with and the United States has the

power to defend this outcome.”®

Theoretical Implications

In accordance with theoretical expectations, we observed a Democratic adminis-
tration that put the fight against tax evasion and avoidance high on the legislative
agenda. All Democratic candidates had discussed tax fairness during presidential
primaries. But the UBS scandal and Barack Obama’s personal affiliation with key
anti-tax haven activists within the Democratic Party made sure the issue stayed
high on the agenda also after the elections. As expected, however, the Obama ad-
ministration managed to get only anti-evasion measures through Congress.
Anti-avoidance proposals affected the tax-planning schemes of US multination-
als, thus creating powerful domestic opposition. In contrast, anti-evasion mea-
sures put the regulatory burden mainly on foreign banks, because the US gov-
ernment does not reciprocate automatic information exchange requested from
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the rest of the world. As a result, US wealth managers now enjoy a competitive
advantage in attracting hidden wealth instead of facing additional regulatory costs.

The US government’s ability to maintain such a strongly redistributive out-
come points to the importance of coercion for the emergence of the global AEI
regime. In fact, the United States triggered the process by forcing foreign banks
to routinely report information on US clients to the IRS. FATCA credibly linked
noncompliance to partial exclusion from the US financial market. Accordingly,
virtually all internationally active banks submitted to US demands, while govern-
ments across the world entered into FATCA agreements to ensure continued
market access for their financial institutions. As secrecy jurisdictions became more
transparent for the United States, these jurisdictions also created demand for
greater cooperation from third states. After Luxembourg and Austria had entered
into FATCA agreements, for instance, large EU member states invoked a most-
favored-nation clause to impose intra-EU AEI on them as well. Likewise, the G20
and OECD declared AEI the new global standard for tax cooperation after Swit-
zerland had issued a joint statement on FATCA implementation with the United
States. Thus, the G20 and OECD quenched the hope of secrecy jurisdictions for
an anonymity-preserving solution and harnessed bank preferences for a single
set of global rules.

Regulative norms did not prevent the United States either from using coer-
cion against secrecy jurisdictions or from taking unilateral advantage of the emerg-
ing AFEI regime. In fact, secrecy jurisdictions and libertarian activists invoked
national sovereignty in tax policymaking as well as the principle of noninterven-
tion to criticize the extraterritorial reach of FATCA. Still, foreign banks registered
as reporting institutions with the IRS, accepting the principle of AEI despite not
having been involved in the legislative process. Likewise, Switzerland and other
secrecy jurisdictions strongly criticized the US government’s refusal to recipro-
cate AEI either under bilateral FATCA treaties or via the multilateral agreement.
The argument was reproduced in the media but failed to have an impact on the
eventual shape of the global AEI regime. Despite the obvious unfairness, the
United States still practices a double standard when it comes to its own reporting
standards, and thus maintains a comparative advantage in financial secrecy. Ex-
traterritoriality, interference with foreign sovereignty, and double standards—the
normative arguments that halted the harmful tax competition initiative (accord-
ing to some accounts) thus did not prevent the use of coercion by the United States
or the emergence of the global AEI regime.



THE BEPS PROJECT
Long Live Arm’s Length

Numerous commentators suggest that the base erosion and profit shifting
(BEPS) project, which was launched by the Organisation for Economic Coop-
eration and Development (OECD) in 2013 in response to a request from the
Group of 20 (G20), was the most far-reaching attempt at rewriting international
tax rules since the establishment of the international tax system in the 1920s. Yet
commentators’ superlatives refer much more to the project’s ambition than to its
final outcome. Scholars acknowledge the OECD’s ability to produce new rules
and recommendations on virtually all aspects of international taxation within
just two years, particularly since discussions on individual rules had regularly
taken up to a decade before the BEPS project (Ault 2013; Grinberg 2015). Schol-
ars are less sure about what impact the final reports on fifteen action items—
ranging from transfer pricing and the definition of permanent establishments,
to new requirements for country-by-country reporting (CbCR)—will have on
the way multinational firms are currently being taxed. In fact, the BEPS recom-
mendations largely preserve the cornerstones of the international tax system,
including the arm’s-length standard (ALS), separate entity accounting, and the
benefits principle (Biittner and Thiemann 2017; Picciotto 2015). Still, some schol-
ars suggest that certain elements in the BEPS reports—like CbCR—represent
significant steps in the direction of unitary taxation and formulary apportion-
ment (UT+FA) (Avi-Yonah and Xu 2016; Seabrooke and Wigan 2016). Accord-
ingly, the buzzword informing the current academic debate on BEPS has been
“creative ambiguity” (Bittner and Thiemann 2017; Grinberg 2015; Picciotto
2015).
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Why the authors of the BEPS reports had to resort to ambiguous and some-
times contradictory language to accommodate diverging interests also remains
subject to debate. Most analysts suggest that the increased political salience of in-
ternational tax, resulting from tax avoidance scandals in the aftermath of the fi-
nancial crisis, put the established expert consensus under pressure. Whereas some
argue that this pressure enabled nongovernmental organizations (NGOs) to in-
sert alternative expertise into the discussion (Seabrooke and Wigan 2016), others
claim that pressure from their political masters caused national regulators to em-
phasize national interest instead of technical soundness during negotiations
(Grinberg 2015). As a result, conflicts over the allocation of taxing rights emerged
between source and residence countries, pitting several large EU members and
the emerging economies in the G20 against the United States (Grinberg 2016a).

Against this background, this chapter will clarify that the US government strug-
gled, indeed, to assume its usual leadership position in OECD initiatives. Yet this
happened for entirely domestic reasons: the Obama administration’s inability to
implement its preferred solution to BEPS—a tightening of controlled foreign
company (CFC) rules—in the face of opposition by US multinationals, paired
with the administration’s strong political commitment to tax fairness, which pre-
vented the administration from abandoning the initiative altogether. The ad-
ministration’s lack of purpose initially opened agenda space for other govern-
ments. Between the release of a first set of discussion drafts and the final BEPS
reports, however, the United States fought a successful rearguard battle, retrench-
ing attempts at expanding the taxing rights of source countries and essentially
preserving the status quo. This success occurred despite the inclusion of G20
emerging economies, which could be expected to shift the power balance away
from the United States, and in accordance with the preferences of US multina-
tionals. The diffusion of unilateral initiatives by source countries, which are still
subject to political conflict, confirms their frustration with the outcome of the
BEPS project.

Points of Departure: Limiting Taxation
at Source Through Transfer Pricing

Whereas the US government has enforced international cooperation against tax
evasion, the United States has not followed through with proposed domestic and
international measures against tax avoidance. The reason is opposition from US
multinationals, defending their tax-planning practices, and an underlying di-
lemma faced by developed countries organized in the OECD. In general, these
countries host the headquarters and intellectual property (IP) of multinational
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corporations. These countries are thus interested in an international tax system
that emphasizes residence taxation and allows “their” multinationals to repatri-
ate profits from emerging and developing countries where production and sales
take place. To this end, developed countries have created OECD transfer pricing
guidelines that link taxable profits to added value and added value to the loca-
tion of IP. Based on these rules, the Chinese subsidiary producing and selling cars
on behalf of a German manufacturer pays license fees to the parent company for
the use of its IP. This payment reduces the taxable profit in China and increases
it in Germany, as license fees are deemed passive income and as such taxable at
residence. If the manufacturer manages to locate its IP in a corporate tax haven,
however, the same rules also enable it to shift profits there instead of repatriating
them. Developed countries can thus either choose to curb profit shifting and risk
more source-based taxation or insist on residence-based taxation and risk more
tax avoidance. In any case, these countries lose part of their tax base to foreign
governments. In contrast to more tax avoidance, however, more source-based
taxation would not only reduce the tax revenue of residence countries but also
increase the effective tax burden on multinationals headquartered there. In or-
der to reduce the foreign tax burden for their multinationals, OECD governments
have thus generally given priority to limiting source-based taxation (Avi-Yonah
2000; Dharmapala 2014).!

With the advent of a digital economy dominated by US corporations and the
consolidation of the common market, however, this OECD consensus was put
into question. In fact, large EU member states grew increasingly concerned at the
ability of US multinationals to channel profits out of the common market un-
taxed.> With the complicity of several small EU member states, these companies
had set up tax-planning schemes like the “Double Irish with a Dutch Sandwich”
to minimize the taxable profits of their subsidiaries in large EU member states.
These companies achieved this result through cost-sharing arrangements allow-
ing them to transfer the rights to the foreign use of their IP from the United States
to subsidiaries in Ireland, Luxembourg, or the Netherlands. These subsidiaries
were granted special deals minimizing tax payments to the respective government
and then started collecting license fees for the use of their parent company’s IP
from their sister subsidiaries in the rest of the EU. These payments reduced tax-
able profits in large and high-tax member states and increased them in small and
low-tax member states. Because of the loopholes in check-the-box rules discussed
in chapter 3, these schemes also enabled US multinationals to avoid being taxed
on their foreign profits in the United States (Avi-Yonah 2000; Dharmapala 2014;
Pinkernell 2014).

As aresult, US-owned coffee chains, book retailers, and computer firms enjoy
a massive competitive advantage in the common market relative to their local
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competitors, which lack access to the same tax-planning techniques. Large EU
member states could not implement countermeasures through European coop-
eration, as the unanimity requirement in tax matters enabled the small capital-
importing member states to block the passage of meaningful anti—tax avoidance
directives in the Council of the European Union. Large EU member states were
also unable to implement unilateral defense measures or issue credible sanction
threats because common market legislation and jurisprudence from the European
Court of Justice (ECJ) prevent member states from limiting market access for
other member states. The ECJ’s Cadbury Schweppes ruling, for instance, bars large
member states from applying CFC rules to subsidiaries of resident groups incor-
porated within the EU. As a result, European multinationals can shift profits to
their subsidiaries in low-tax EU countries without having to fear that the tax au-
thorities in their country of residence include these profits as deemed passive
income in the headquarters’ tax base. As a result of ECJ jurisprudence and the
common market legislation on which it is based, tax competition has thus been
more intense inside the European Union than in the rest of the world (Genschel,
Kemmerling, and Seils 2011; Hakelberg 2015b).

Setting the Agenda: Starbucks and the
Inclusion of Emerging Economies

Against this background, tax experts and administrators in the EU have been
looking for remedies to tax avoidance in the common market at least since the
early 2000s. In 2001, the European Commission first presented its idea for a com-
mon consolidated corporate tax base (CCCTB) to the Council of Ministers. The
concept foresees the consolidation of the earnings and losses reported by a group’s
EU subsidiaries at its European headquarters. Instead of having each member
state tax the profit reported by a group’s local subsidiary, the group’s consoli-
dated profit is to be apportioned to member states based on local workforce,
payroll, sales, and fixed assets. Member states can then apply their respective tax
rates to their share of the consolidated profit. This application of unitary taxa-
tion and formulary apportionment (UT+FA) at the EU level should prevent mul-
tinationals from shifting profits from high-tax to low-tax member states, for in-
stance, through license fee payments between sister subsidiaries. After all, the
shifted profit would be included in the group’s consolidated result in whichever
member state the subsidiary receiving the payment is located (European Com-
mission 2001).

In parallel, corporate tax lawyers and officials in the EU engaged in an intense
debate over the definition of Internet servers as permanent establishments (PE).
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The contentious issue was whether transactions processed via a given server—for
instance in the context of online shopping—could be taxed by the country in
which the server is located (Pinkernell 2014). Given the redistributive conse-
quences of these proposals, however, member states have since failed to agree
on the CCCTB, whereas the United States—home to virtually all Internet
giants—insisted on limiting source countries’ right to tax Internet transactions
at the OECD.? As a result of this deadlock, expert officials in large EU member
states had a hard time raising interest for the issue of tax avoidance with their
political masters. As a German tax official explained in 2015:

All of these issues have been discussed in the OECD’s tax committee for
at least fifteen years. They never became more than printed paper. Not
because they didn’t make sense but because there was no political back-
ing. There was no tailwind. So how did it reach the agenda? I believe that
politics is not really projectable but there are opportunities and time
slots. When I first told the minister about what we had been discussing
among experts, he replied that was a nice topic, but he wouldn’t fight a
lonely battle against Google, Apple, or whoever. And that was it for the
moment. That must have been around March/April 2012. And then—I
still remember like it was today—just before the G20 summit in Los Ca-
bos, in November 2012, George Osborne [then the UK’s minister of fi-
nance] expressed his outrage over tax avoidance by Starbucks. Suddenly
our minister had this catchy example and my colleagues mailed me from
Los Cabos, asking how one could integrate the tax avoidance issue into
the final communiqué.*

Hence, the United Kingdom and Germany responded to public outrage over
Starbucks’ tax avoidance in the common market by involving the G20 in the
issue. Compared with the CCCTB, this seemed to be a feasible and system-
preserving way of increasing the pressure on multinationals.

The British-German G20 initiative also resonated with the Obama adminis-
tration. The US government was less concerned with US multinationals avoiding
taxes in Europe but criticized US corporations for hoarding their foreign profits in
tax havens to defer tax payments in the United States. As discussed in chapter 5,
President Obama and Treasury Secretary Geithner had presented a strategy for
“leveling the playing field for US taxpayers” shortly after entering office. This strat-
egy foresaw the tightening of CFC legislation through reforms of check-the-box
rules and other provisions enabling tax deferral. Just as the Clinton administra-
tion did (see chapter 3), however, Treasury faced massive opposition from mul-
tinationals against these proposals. Again, business argued that an amendment
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of check-the-box rules would lead primarily to higher taxation of US corpora-
tions in EU countries, as a disjunction of their hybrid subsidiaries in Ireland, Lux-
embourg, or the Netherlands endangered the schemes set up to channel profits
out of the common market. According to a tax expert with the congressional staff,
many lawmakers were impressed by that argument, thinking “it [was] better for
US companies to make money than for Europe to make money as a result of US
tax reform.” So instead of repealing check-the-box rules, in 2010 the Democratic
Congress extended the provisions that had turned them from regulation into leg-
islation under George W. Bush. Even Carl Levin voted in favor (Drawbaugh and
Sullivan 2013). As a result, the reform of check-the-box rules disappeared from
the US Treasury’s Green Book of revenue proposals for fiscal year 2011 (cf. US
Treasury 2010, 2009).

Likewise, reforms of deferral and foreign tax credit rules did not make it be-
yond consultation phase. In the Green Book for fiscal year 2010, Treasury had
proposed to disallow the deduction of “expenses from overseas investments while
deferring US tax on the income from the investment.” Moreover, the department
sought to end corporations’ ability to receive foreign tax credits for expenses that
are either artificially separated from foreign profits through a hybrid entity or
based on investments in high-tax countries made only to shelter profits in low-
tax countries from US taxation through “cross-crediting” (US Treasury 2009, 29—
31). The measures were supposed to motivate US multinationals to repatriate their
foreign profits and limit eligible credits against the corresponding tax bill. Un-
surprisingly, however, business lobbyists rallied against the measures, arguing that
the result of repatriation and limited credits—taxation of foreign profits at
35 percent—would put US multinationals at a competitive disadvantage relative
to corporations from most other OECD countries, which exempted foreign prof-
its from taxation (Javers 2009; Leone 2009; Montgomery and Wilson 2009). Se-
nior Democratic tax writers in Congress heard their arguments. Max Baucus,
chairman of the Senate Finance Committee, commented on the Obama-Geithner
initiative, saying “further study is needed to assess the impact of this plan on US
business” (Calmes and Andrews 2009). Richard Neal, chairman of the Subcom-
mittee on Select Revenue Measures of the House Ways and Means Committee,
told reporters he had personally lobbied the president to abandon the character-
ization of tax deferral on foreign profits as tax avoidance (Cohn 2009). As a re-
sult of the chairmen’s lack of interest in measures interfering with corporate tax
planning, no corresponding legislation made it beyond their committees. The pro-
posals for reforms of deferral and foreign tax credit rules were thus still included
in Treasury’s Green Book of revenue proposals when in 2013 Democrats also lost
their Senate majority (US Treasury 2013).
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Although the United States and the EU G5 were thus looking at the issue from
quite different angles, tax avoidance remained a problem for both, given the in-
creased public awareness and their inability to implement countermeasures
domestically. Accordingly, the G20 leaders declared in Los Cabos, “we reiterate
the need to prevent base erosion and profit shifting and we will follow with at-
tention the ongoing work of the OECD in this area” (G20 Leaders 2012). In re-
sponse, the organization presented a report and an action plan on BEPS at the
beginning of 2013. The documents summarized the OECD’s past efforts against
tax avoidance, identified fifteen pressure areas (actions) in which reforms were
needed, and proposed the BEPS project as an “effective and inclusive process”
for their elaboration (OECD 2013a, 26; 2013b). As part of the OECD’s inclusive-
ness agenda, the organization proposed to integrate non-OECD G20 members
into its tax policy committees during the project. Along with the entire BEPS ac-
tion plan, G20 leaders endorsed this suggestion at their 2013 summit in St. Pe-
tersburg (G20 Leaders 2013). From the perspective of the OECD, opening de-
liberations to emerging economies should prevent the emergence of an
alternative venue and thus secure the organization’s position as the central forum
for decisions on international tax policy. As a German tax official explained in an
article:

The BEPS project has strengthened the OECD?’s leading role in interna-
tional tax policy. From the German perspective, this is a strategic suc-
cess, since principles developed by the OECD tend to reflect the interests
of an industrialized country like Germany. These standards will evolve
to take the interests of emerging and developing countries into account.
But at the same time, they provide a chance for continued unification of
international tax standards, which is in the particular interest of Ger-
many with its globally connected economy. (Fehling 2015, 822)¢

Also, the German representative in the OECD’s fiscal affairs committee ex-
pected that “the inclusion of all G20 members in the discussion as opposed to a
pure OECD discussion [would lead] to a stronger regard for the interests of source
countries” (Kreienbaum 2014, 637). Along with the US government, which
wanted to strengthen residence taxation through tighter CFC rules, bargaining
over BEPS thus involved two country groups with at least partial preferences for
increased source taxation. Large EU member states wanted to prevent US multi-
nationals from channeling profits out of the common market untaxed, but still
defended the arm’s-length standard as the international tax system’s underlying
principle. Emerging economies participating as observers without voting rights
aimed at a more fundamental redistribution of taxing rights toward source coun-
tries (Piltz 2015).
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Toward New Rules? International
Bargaining over BEPS

The Obama Administration’s Lack of Purpose

When entering negotiations over BEPS, the Obama administration faced a di-
lemma. The administration’s aim was to use the project to finally pressure busi-
ness and legislators at home into the adoption of tighter CFC rules. Robert Stack,
then the Treasury’s international tax counsel, urged US multinationals to end the
deferral of tax payments on foreign profits to prevent source countries from claim-
ing a larger share of this supposedly “stateless income” (Stewart 2014). By en-
hancing Treasury’s ability to tax the passive income US multinationals were hoard-
ing in corporate tax havens, the United States would have enforced the residence
principle and strengthened its dysfunctional worldwide taxation system (Grin-
berg 2015; Stack 2015). Yet US multinationals still had no interest in paying tax
on the billions of foreign profits hitherto stashed away offshore. Instead, they ad-
vocated for a repatriation tax holiday, providing for a tax-free return of foreign
profits to the United States, and a switch to a territorial tax system, exempting
future foreign profits from US taxes (National Foreign Trade Council 2015; Sili-
con Valley Tax Directors Group 2015).” The Republican chairmen of the Senate
Finance and the House Ways and Means Committee, who were the main targets
of business lobbying, soon adopted this approach. Accordingly, Congress con-
tinued to oppose government proposals amounting to a repair of the worldwide
system (Camp 2015; Camp and Hatch 2014). As the Obama administration was
unable to get its preferred approach through Congress, the administration could
not go first and forge international consensus around its domestic regulatory
model. In the absence of a US template for an emerging international standard—
as FATCA had been for the multilateral AEI (see chapter 5)—other countries used
the opportunity to fill the agenda space (Grinberg 2015; Herzfeld 2015a).

For large EU member states, strengthening CFC rules made little sense for two
reasons. First, the ECJ’s Cadbury Schweppes ruling prevented them from apply-
ing such rules to subsidiaries in low-tax countries inside the EU. Hence, CFC rules
could not prevent resident multinationals from shifting profits to Ireland or Lux-
embourg (ECJ 2006; Ruf and Weichenrieder 2013). Second, the main concern of
large EU member states was the ability of US multinationals to channel profits
out of the common market untaxed. Yet stronger CFC rules merely enable the
residence country—in this case the United States—to include profits booked in
corporate tax havens in a resident company’s tax base. Stronger CFC rules do not
enable EU countries to tax nonresident multinationals. Therefore, large EU mem-
ber states chose a different and somewhat contradictory approach to the BEPS
project. While these countries remained committed to the OECD’s existing
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international tax system based on separate entity accounting and the arm’s-length
standard, they wanted to tweak the rules so as to allow tax examiners greater dis-
cretion in the assessment of intra-firm transactions and the identification of PE
status. These measures were supposed to give European tax authorities a stake in
the taxation of US multinationals and send a signal to emerging economies that
their source country interests could be taken into account within the international
tax system developed by the OECD (Grinberg 2015; Kreienbaum 2014).

As nonmembers, emerging economies did not always feel bound by the organ-
ization’s standards when determining the taxable income of local subsidiaries of
European firms. As this possibility could lead to unexpected increases in the firms’
tax burden, the second goal of large EU member states in the BEPS project was
to improve the acceptance of OECD rules among emerging economies. A senior
German tax official described this reasoning as follows:

For instance, we don’t have a double-tax agreement with Brazil. Noth-
ing but trouble, because Brazil says, “We make the rules and profit splits
as we think is right and if you don’t want that you don’t do business in
Brazil.” Then the German firm tells us, “The Brazilians deceived us, now
you have to do the offset so that we’re not taxed twice.” And when we
reply that wouldn’t be in line with OECD principles, they tell us that
Brazil isn’t even an OECD member. And that is correct, too. ... So if I
want the OECD to set global standards, I need to convince nonmem-
bers that the rules developed there are also good for emerging econo-
mies. And I believe integrating China in the OECD process is better than
China developing its own standards. But that means that the club of in-
dustrialized countries needs to depart to a certain degree from its usual
reasoning. You will not convince emerging economies by saying “this is

the rule, take it or leave it.”®

In many respects, the initial framing of the BEPS project corresponded to the
European priorities. In its first BEPS report, the OECD announced that “the main
purpose of [the BEPS action] plan would be to provide countries with instru-
ments, domestic and international, aiming at better aligning rights to tax with
real economic activity” (OECD 2013b, 8). At their St. Petersburg summit, G20
leaders confirmed this objective, decreeing that “existing international tax rules
on tax treaties, permanent establishment, and transfer pricing will be examined
to ensure that profits are taxed where economic activities occur and value is cre-
ated” (G20 Leaders 2013, 4). Although the emphasis on the link between taxa-
tion and real economic activity acknowledged the interests of source countries,
the OECD excluded a fundamental switch to UT+FA from the outset. In the BEPS
action plan, the organization underlined “consensus among governments that
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moving to a system of formulary apportionment of profits is not a viable way for-
ward,” and argued that “it [was] also unclear that the behavioural changes com-
panies might adopt in response to the use of a formula would lead to investment
decisions that are more efficient and tax neutral than under the separate entity
approach” (OECD 2013a, 14). Given the short time frame and the familiarity of
all involved actors with the existing system, solutions to BEPS should rather be
found within the bounds of established principles (Ault 2013).” As the OECD ex-
plained in its 2013 action plan:

The importance of concerted action and the practical difficulties asso-
ciated with agreeing to and implementing the details of a new system
consistently across all countries mean that, rather than seeking to replace
the current transfer pricing system, the best course is to directly address
the flaws in the current system, in particular with respect to returns re-
lated to intangible assets, risk and over-capitalisation. Nevertheless, spe-
cial measures, either within or beyond the arm’s length principle, may
be required with respect to intangible assets, risk and over-capitalisation
to address these flaws. (OECD 2013a, 20)

Accordingly, amendments to the OECD?’s transfer pricing guidelines summa-
rized in actions 8 to 10 became the centerpiece of the BEPS process, at least when
considering the submissions from business and civil society (cf. OECD 2017d).'°

Defending Orthodox Application
of the Arm’s-Length Standard

The OECD’s initial discussion draft released in December 2014 includes new guid-
ance on how to apply the arm’s-length standard (ALS) in transfer pricing analy-
ses. To determine the accuracy of transfer prices fixed by multinationals to value
transactions between their branches, tax authorities first need to accurately de-
lineate the transaction and then compare “the conditions of the controlled trans-
action with the conditions of comparable transactions between independent
enterprises” (OECD 2014b, 4). The ALS is respected when the conditions and
transfer prices of the controlled and uncontrolled transaction match. Yet, because
of the tight integration of multinationals and the importance of intangible assets
in their internal transactions, tax authorities often struggle to identify compara-
ble transactions between unrelated firms. Therefore, the draft provides guidance
on how to identify the functions and risks assumed by transacting group mem-
bers based on their contracts and actual conduct. The thorough analysis of the
facts and circumstances of every controlled transaction shall enable tax authori-
ties to determine “whether actual arrangements differ from those which would
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have been adopted by independent parties behaving in a commercially rational
manner” (OECD 2014b, 26). A transfer price respecting the ALS should thus be-
come identifiable also in the absence of a comparable transaction between inde-
pendent firms.

Although the OECD’s draft mainly underlines the continued applicability of
the ALS, the document also introduces some important qualifications: “In excep-
tional circumstances the transaction as accurately delineated may be interpreted
as lacking the fundamental economic attributes of arrangements between unre-
lated parties” (OECD 2014b, 25). This is the case when an “arrangement does not
enhance or protect the commercial or financial position of [involved branches],”
or “the Group benefit is limited to post-tax considerations” (OECD 2014b, 25).
According to the draft, such situations arise because multinationals tend to di-
vide the activities, legal ownership, and assumption of risk related to an asset
among an increasing number of separate legal entities. Because the transactions
between these entities make no commercial sense in the absence of centralized
control, tax authorities should be allowed to disregard them in transfer pricing
analyses. The nonrecognition of a controlled transaction as described in the draft
should thus enable tax authorities to attribute the income derived from the use
of an asset to those group branches that actually developed or marketed it, in-
stead of the entity formally holding ownership rights (OECD 2014b, 25-27). From
the perspective of the OECD, “the non-recognition of transactions, which lack
the fundamental attributes of arrangements between unrelated parties, will go far
in aligning where profits are reported and where value is created” (OECD 2014b,
37). Still, the organization identified some residual BEPS risks related to infor-
mation asymmetries between corporations and tax administrations.

In practice, a multinational may transfer patents or trademarks to a subsid-
iary in a corporate tax haven before they start to generate revenue. Since these
intangibles are often unique and early in their development, tax authorities strug-
gle to verify the assumptions the multinational made in projecting the income
the patents or trademarks will generate. As a result, tax authorities cannot assess
whether the transfer price the tax haven subsidiary paid for the intangible reflects
the price an unrelated party would have paid or is at least economically rational.
To make up for the authorities’ lack of reliable information, the draft thus pro-
poses special measures tax examiners could apply when faced with excessive un-
certainty over the value of an intangible transferred between related parties. One
such measure relates to hard-to-value intangibles (HTVI) and would permit tax
authorities to adjust ex ante income projections based on actual outcomes. That
is, if an internally transferred patent turned out to be successful, the tax exam-
iner could adjust the initial transfer price according to the profits eventually gen-
erated (OECD 2014b, 41). In most cases, this adjustment would result in a higher
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transfer price, reduce the profits of the tax haven subsidiary, and increase the tax-
able profits of the multinational’s headquarters. Another measure introduces the
behavior of an independent investor as a yardstick, assuming that lower risk and
higher returns would lead her to invest directly in an asset instead of in a com-
pany that owns an asset but lacks the capacity to exploit it (OECD 2014b, 42).
Such a minimally functional entity (MFE) should thus be disregarded for tax pur-
poses and its profit reallocated to the parent company. To facilitate the identifi-
cation of an MFE, the draft proposes a short list of easy-to-apply qualitative and
quantitative indicators. Instead of performing a comparability analysis respect-
ing the ALS, the tax examiner could simply disregard a controlled transaction
based on certain attributes of the involved group branches (OECD 2014b, 44).
Like the proposed guidance on nonrecognition, special measures could thus have
provided tax authorities with additional discretion in the recharacterization of
controlled transactions.

Accordingly, these proposals met considerable opposition from multination-
als and their tax advisers. In their view, greater leeway for tax examiners increased
uncertainty for taxpayers and the risk of disputes between tax authorities and cor-
porations as well as among tax authorities of different countries. This was the
case because the new guidance allowed tax examiners to replace objective con-
tractual arrangements between related parties with subjective alternative views
of the facts and circumstances of a controlled transaction. As tax authorities did
not necessarily come to the same conclusions in their analyses, inconsistencies
and double taxation were the likely result. In an exemplary submission to public
consultations on the transfer pricing draft, the National Foreign Trade Council
(NFTC), representing US multinationals like Caterpillar, eBay, Google, Micro-
soft, and Pfizer, expressed the following criticism:

The guidance on the identification of risk essentially mandates that busi-
ness risks be allocated to the affiliate with functional control over the
risk, without regard to the provisions of a written legal agreement or the
observed behavior of parties acting at arm’s length. The guidance on
non-recognition adopts a “commercial rationality” standard that would
disregard transactions that have been actually undertaken based on a
subjective determination by a tax authority that the transactions were
not expected to enhance the commercial position of the parties. Taken
together, these proposals would lead to tremendous uncertainty and a
proliferation of disputes in all but the simplest fact patterns, are wholly
disproportionate to the concerns identified, and, most importantly, are
inconsistent with the arm’s length principle. (NFTC 2015, 602)!!

The big four accounting firm KPMG had essentially the same observations:
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The Discussion Draft actively encourages tax authorities to second-guess
the contractual arrangements established by taxpayers by stating that
theyare “. . . atbest . . .” the starting point in determining the “accurately
delineated transaction.” This is recharacterization in substance, and will
remove any common understanding of the relevant business arrange-
ments. An increase in the number and size of disputes can be expected,
as well as an increase in the difficulty in finding a principled solution to
those disputes. (KPMG 2015, 528)!2

Therefore, multinationals and tax advisers alike requested tax authorities to give
priority to written contracts between related parties in their analyses and resort to
nonrecognition only when actual conduct deviates from prior legal arrangements.
This approach would provide taxpayers with certainty as to their tax structures and
minimize legal disputes (KPMG 2015; NFT'C 2015; PwC 2015; USCIB 2015).

The same business representatives also opposed the proposed special measures.
According to the NFTC, ex post adjustments of transfer prices paid for HTVI were
problematic because they undermined certainty for multinationals. Therefore, ad-
justments should be applied only when the estimated and actual income gener-
ated by an intangible differ as a result of “events that could have been foreseen
but were not taken into account in the valuation” (NFTC 2015, 614). Likewise,
the Silicon Valley Tax Directors Group (SVIDG) argued that ex post adjustments
should be permitted only if the taxpayer cannot show that an HTVI subject to a
controlled transaction was also traded with unrelated parties under the same cir-
cumstances. Since economic projections are never completely accurate over
multiyear periods, adjustments should, moreover, be prohibited after five years
(SVTDG 2015, 763). As to the independent investor model and the possibility to
disregard MFEs, reactions were even less forthcoming. The NFTC (2015, 614)
strongly opposed the measure, as “it would substitute the judgment of tax au-
thorities for capital allocation decisions and business judgments of MNEs.” The
United States Council on International Business (USCIB 2015, 843) argued that
these special measures “could result in significant realignment of taxing rights be-
tween source and residence countries and should be rejected.” The fear of a real-
location of taxing rights through the backdoor was shared by KPMG (2015), and
added a political dimension to US multinationals’ technical criticism. According
to a narrative popular among lobbyists in the US, the BEPS project “invit[ed] the
entire world to impose higher taxes on US multinationals,”" and special mea-
sures were one instance of this invitation. In the words of a senior lobbyist for
US multinationals:

The special measures were put out there because countries wanted them
out there. And the fact that they are out there doesn’t mean that the
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OECD’s Centre for Tax Policy supports those. But what worries me and
my members about this is when the OECD comes out with a certain
model, even if it has not been approved, yet the fact that it has been pub-
lished in an OECD document gives it some kind of seal of approval. So
it is distracting when you see this kind of stuff coming out, because you
don’t know whether someone will latch on to that independent inves-
tor model, even though it makes zero sense.'

US multinationals’ opposition to the European approach of sticking with the
basic principles of the established system, while expanding the leeway of tax ex-
aminers (including in source countries), left the Obama administration with a
single option. Because of domestic opposition, the administration could not im-
pose its preferred countermeasure to tax avoidance internationally. At the same
time, the administration’s strong political commitment to tax fairness prevented
it from abandoning the BEPS project altogether (Herzfeld 2015a). Therefore, the
Obama administration entered into a rearguard battle, essentially seeking to pre-
serve the status quo of the international tax system, including the ALS, separate
entity accounting, and the benefits principle (Finley 2017b, 2017a). After the re-
lease of the transfer pricing draft, Robert Stack adopted the lobbyists’ narrative,
suggesting the BEPS project was pushed forward by Europe and Australia to in-
crease the tax burden of US multinationals (Stack 2015). Against this background,
he stressed he was determined to protect the US tax base in negotiations and would
make sure “that our taxpayers are being treated fairly around the world, that they
have rules that are clear and administrable, and that we as the US government
are not opening the door to rules that will create greater and greater tax disputes”
(Parillo 2014). On the transfer pricing draft in particular, Stack affirmed, “We
don’t want transfer pricing reports to become basically anti-abuse rules or CFC
rules. We want them to clearly articulate the arm’s-length standard” (Parillo 2014),
adding on another occasion that “there will be no free pass to recharacterize willy-
nilly based on vague notions” (Sheppard 2015). The Obama administration’s
focus thus shifted to preserving legal certainty for US multinationals. This was to
be achieved by paring back discretionary measures in the proposed transfer pric-
ing guidelines and through the establishment of binding arbitration for disputes
between tax authorities that may arise from remaining ambiguity (Herzfeld
2015b).

In accordance with Stack’s announcement that “the US will also be heavily in-
volved in the articulation, editing, and drafting of the final version of the transfer
pricing guideline changes” (Sheppard 2015), the final report reflects the priori-
ties of US multinationals discussed previously. The draft section justifying the
need for nonrecognition with moral hazard reflected in the proliferation of
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contractual arrangements and the artificial separation of functions between re-
lated parties disappeared (cf. OECD 2014b, 25-26, 2015a, 38—41). Instead, the
final guidance allows nonrecognition only in “exceptional circumstances,” that is,
when “the transaction viewed in its entirety lacks the commercial rationality of
arrangements between unrelated parties” (OECD 2015a, 39). In contrast to the
discussion draft, however, the final guidance no longer provides indicators for
commercial irrationality, such as a negative pretax return for the group. It rather
includes two illustrative examples for extremely irrational arrangements that
considerably narrow the term’s definition (OECD 2015a, 40). Hence, the scope
for recharacterization of contractual arrangements between related parties is a
lot smaller in the final guidance, which is also reflected in its new emphasis on the
circumstances ruling out any form of nonrecognition (OECD 2015a, 39). Di-
rectly addressing US multinationals, one tax policy analyst commented this out-
come as follows: “Even though the US BEPS negotiators forced the Europeans to
accept your self-serving tax-planned contracts, the problem is that you will have
to follow the letter of your tax-planned contracts” (Sheppard 2016). Considering
the public comments of US business, it appeared that corporations were pre-
pared and able to do so (NFTC 2015, 811; SVTDG 2015, 724).

Similarly, the US hand in drafting the final transfer pricing guidance became
evident in the almost complete disappearance of special measures. In the execu-
tive summary of the final report, the OECD proudly announced, “The goals set
by the BEPS Action Plan in relation to the development of transfer pricing rules
have been achieved without the need to develop special measures outside the arm’s
length principle” (OECD 2015a, 12). Indeed, the independent investor model and
the possibility of disregarding controlled transactions with MFEs are missing
in the final guidance (cf. OECD 2015a).!> Although no longer labeled accord-
ingly, the only remaining special measure is the ex post adjustment of controlled
transactions involving HTVI. This is the only option from the discussion draft that
received some positive feedback from US business during public consultations
(as discussed earlier), most likely because it essentially corresponds to the
commensurate-with-income provision in US international tax law (Herzfeld
2015b). Still, US corporations requested several restrictions on the use of ex post
adjustments, all of which were adopted in the final transfer pricing report. These
restrictions include a deadline for transfer price adjustments five years after an
asset’s commercialization and a prohibition of adjustments when the informa-
tion provided by taxpayers on their income projections suggests that differences
from the actual outcome are the result of unforeseeable or foreseeable but un-
likely events (NFTC 2015, 814; SVIDG 2015, 763; OECD 2015a, 111).

As a result, corporations can generally avoid ex post adjustments by provid-
ing tax authorities with the details of their ex ante projections. That is, their com-
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pliance burden is once more reduced to following their self-imposed legal and
economic fictions. Against this background, Andrew Hickman, head of transfer
pricing at the OECD’s Centre for Tax Policy, reminded US business representa-
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tives, “‘It could have been worse’ is really the key message, so be grateful for the
version you have at the moment” (Finley 2016). On the same occasion, Michael
McDonald, transfer pricing specialist with the US Treasury, concluded that the
differences between the discussion draft and the final report “illustrated the road
not taken” (Finley 2016). In other words, the European approach of providing
tax examiners with greater leeway in transfer pricing analyses had been halted by

the US Treasury’s negotiators.

Preventing Enlargement of the Permanent
Establishment Definition

To be sure, the rearguard battle dynamic was not limited to transfer pricing is-
sues. The Obama administration also defused other contentious action items that
threatened to enlarge the tax take of source countries. One such item was the en-
largement of the permanent establishment (PE) definition in the OECD’s Model
Tax Treaty, which determines when a nonresident corporation has a sufficient
connection to a source country to be taxed by the latter (OECD 2014d, Art. 6).
Formerly, this required a physical presence such as a local office or factory. Yet
the increasing importance of the Internet for commercial transactions enables
corporations to access source country markets without local representation.
Therefore, large EU member states had long tried to include Internet servers in
the PE definition, but were rebuffed by the United States (Pinkernell 2014). The
BEPS project provided a new opportunity to lower the PE threshold. In view of
this opportunity, the corresponding discussion draft included two important pro-
posals. First, the existing exemption of certain activities, such as storing and de-
livery of merchandise, from the PE definition would become effective only if these
activities played a preparatory or auxiliary role in a company’s business model
(OECD 2014f, 15-17). Second, commissionaires selling products in their own
name but on behalf of a foreign company that is the owner of the products should
be included in the PE definition to avoid the artificial circumvention of PE status
(OECD 2014f, 10-11).

Through these proposals, large EU member states hoped to resolve tax-
planning schemes popular among e-commerce platforms and reduce the fiscal
advantages they enjoy over local distributors (Sheppard 2015).'® Amazon, for in-
stance, would no longer be able to deliver products to customers in the entire
common market while billing their purchases only in Luxembourg (Grinberg
2015).!7 In contrast, the US government interpreted these measures as an attack
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on US multinationals and the US tax base. From the Obama administration’s per-
spective, the profits US-owned companies made in the common market were
first and foremost taxable in the United States, where these companies’ IP had
been developed. Accordingly, Robert Stack declared himself “extremely disap-
pointed” by the PE discussion draft and urged source countries “to acknowledge
the sometimes unpleasant reality that very often there’s not much value added in
their jurisdictions” (Stack 2015). Against this background, Henry Louie, deputy
international tax counsel with the US Treasury, threatened to enter a reservation
in the OECD’s Fiscal Affairs Committee if proposed changes to the PE definition
were to be added to the Model Tax Treaty (Martin 2015). To accommodate US
opposition, the committee thus decided to make the adoption of the changes op-
tional (OECD 2015c, 14). Even the signatories of the multilateral instrument
(MLI) applying tax-treaty-related BEPS recommendations to existing bilateral tax
treaties retain the right to reserve against the new PE definition (OECD 2017c,
Art. 12 & 13). As a result, neither the US nor the small EU member states hosting
the cash boxes of US multinationals currently accept the revised definition in their
bilateral tax treaties (US Treasury 2016, Art. 5; OECD 2017b).!8

Paring Back Country-by-Country Reporting

Likewise, the Obama administration—this time supported by the German
government—~pared back the proposal for comprehensive country-by-country re-
porting (CbCR) contained in BEPS action 13. The concept of CbCR was origi-
nally developed by the Tax Justice Network (TJN), a group of expert activists
fighting corporate tax avoidance and financial secrecy. The concept gained
prominence through subsequent endorsements by the European Parliament and
the European Commission. The basic idea is to have multinationals report tax
payments, profits, and activities on a country-by-country basis, thus enabling
tax authorities and civil society to identify mismatches that could be the result of
tax avoidance (Seabrooke and Wigan 2016). To this end, the OECD’s initial dis-
cussion draft proposed a CbCR template, requiring multinationals to annually
report for each of their constituent entities pretax and posttax earnings, income
and withholding taxes paid, payroll, and number of employees. To facilitate the
detection of profit shifting, royalties, interest, and service fees paid among related
entities would also be included (OECD 2014c, 15). As to the implementation of
CDbCR, the draft reccommended that the parent company complete the report and
then share it with each country hosting a related entity. If the parent company or
its local affiliate does not promptly comply, tax authorities would receive the re-
port from their foreign counterparts through an information exchange mecha-
nism (OECD 2014c, 10).
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In response to these proposals, business associations from the US and Europe
submitted three main points of criticism. First, they argued that many items in-
cluded in the CbCR template were not normally reported on an entity basis and
therefore significantly increased the compliance burden for corporations. Second,
the associations warned that tax authorities might misuse information on pay-
roll and intragroup payments for formulary apportionment purposes or to ques-
tion transfer pricing analyses. Third, business feared that a direct submission of
country-by-country reports to source countries would threaten the confidential-
ity of business secrets. Accordingly, business requested that contentious items be
dropped from the CbCR template and reports be shared only among tax authori-
ties on a treaty basis, thus enabling residence countries to withhold information
from source countries when the latter do not have sufficient confidentiality safe-
guards in place (BDI 2014; NFTC 2014; MEDEF 2014; USCIB 2014). The United
States and Germany had an open ear for these concerns. Manfred Naumann, the
head of division responsible for CbCR in the German finance ministry, argued
that to preserve confidentiality and prevent misuse, parent companies should re-
port only to their country of residence, which could then decide whether to relay
information to source countries based on a bilateral treaty. In any case, informa-
tion should never be made public (Naumann and Grof8 2014). Along the same
lines, Robert Stack affirmed that the US government’s goals were to protect pro-
prietary information, reduce the compliance burden, and ensure that informa-
tion is shared only between tax administrations to preserve confidentiality (Stew-
art 2014).

Accordingly, the CbCR template contained in the final report on BEPS action
13 no longer obliged corporations to report payroll or intragroup royalty, inter-
est, and service fee payments (OECD 2015d, 29). That is, all items unanimously
opposed by US and European business were dropped. In addition, the final re-
port states that “jurisdictions should have in place and enforce legal protections
of the confidentiality of the reported information” and “should not propose ad-
justments to the income of any taxpayer on the basis of an income allocation for-
mula based on the data from the Country-by-Country Report” (OECD 2015d,
22). Again, key business concerns over the misuse of reported data were addressed.
Most important, however, the final guidance provides for CbCR from parent com-
panies to residence countries only, whereas the annexed multilateral agreement
for CbCR implementation enables governments to choose the other signatories
with which they intend to share the reports (OECD 2015d, 23, 50). That is, resi-
dence countries can cherry-pick the source countries receiving information on
“their” multinationals, either by not signing the multilateral agreement or by se-
lecting among the other parties to the treaty. As a result, the original intent behind
CbCR—to enable tax authorities and civil society to identify mismatches between
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corporate profits, taxes paid, and economic activity—is unlikely to be realized
based on the final report on BEPS action 13. Commenting on this outcome, Alex
Cobham (2015a), the TJN’s current director, concluded, “the [CbCR] standard
has been strangled at birth.”

The BEPS Project’s Implementation
The Proliferation of Unilateral Fixes

To become effective, the BEPS project’s final reccommendations need to be trans-
posed into national administrative practice. To this end, the OECD uses two soft
law instruments, the Transfer Pricing Guidelines and the Model Tax Convention,
which member states generally use as templates for their national administrative
rules and bilateral tax treaties. In accordance with the Model Tax Convention,
article 9 of these treaties usually obliges tax administrations to apply the arm’s-
length standard in their transfer pricing analyses and ensure that both signato-
ries consistently apply any price adjustment. In these contexts, the Transfer Pric-
ing Guidelines are the key reference, including when disputes end in court
(Genschel and Rixen 2015; Rixen 2008). Hence, the OECD’s soft law also becomes
binding for nonmembers when they enter into a bilateral tax treaty with a mem-
ber state or base tax treaties with other nonmembers on the OECD template. Over
time, nonmembers have, indeed, developed the same propensity as OECD mem-
bers to strike bilateral tax treaties following the Model Tax Convention. As a re-
sult, 3,200 such agreements are currently in place, underlining the global reach
of the OECD’s tax standards (Arel-Bundock 2017). Yet the swift implementation
of updates is difficult in such a system of decentralized multilateralism, as gov-
ernments normally have to renegotiate their treaties one by one. To speed up the
process, the OECD has begun to sponsor MLIs committing signatories to apply
certain BEPS recommendations in their mutual relations. Although these agree-
ments are open to all countries, they are voluntary and allow signatories to opt
out of contentious provisions (OECD 2017b). Hence, governments can still de-
viate from many BEPS recommendations, as will be further discussed later.
Since the OECD’s Transfer Pricing Guidelines inform the day-to-day practice
of tax administrations, a swift application of the changes introduced through the
BEPS process could be expected. Yet the language on the analyses of new facts
and circumstances for regular transactions and transactions involving HTVI is
extensive and challenging to implement even for highly capable tax administra-
tions in developed economies (Avi-Yonah and Xu 2016). In addition, from the
perspective of some tax administrations, the guidance’s emphasis on the applica-
tion of the arm’s-length standard remains at odds with the BEPS project’s pro-
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mulgated goal of aligning taxation with production and value creation. Although
the scope for price adjustments has been significantly reduced in the final report,
some divergence in the interpretation of the new language is likely. Accordingly,
multinationals and practitioners deplore uncertainty over the exact implementa-
tion of BEPS recommendations (Biittner and Thiemann 2017). In response, the
OECD continues to publish supplementary documents on the implementation
of contentious sections in the revised guidelines (OECD 2017d), whereas the US
government pushes for binding arbitration to ensure that the resolution of dis-
putes between tax administrations is swift and informed by an orthodox inter-
pretation of the new language (Finet 2015; Finley 2015). At the time of writing,
twenty-five countries—hosting 70 percent of the US outward foreign direct in-
vestment (FDI) stock but excluding emerging economies—had agreed to partici-
pate (OECD 2017b; UNCTAD 2014)." Because the legal certainty provided by
binding arbitration constitutes a locational advantage from the perspective of mul-
tinationals, more countries are likely to follow (Arel-Bundock and Lechner
2017).2° At the same time, a shift in the balance of power may also enable emerg-
ing economies to resist US demands for binding arbitration, sustain incoherence
in the application of BEPS recommendations, and lead to a multiplication of un-
resolved tax disputes in the future.

The significance of the new PE definition for the taxation of multinationals
depends on the willingness of governments to adopt it in their bilateral tax trea-
ties. Yet the Obama administration stuck with the narrower old definition in its
2016 revision of the US model tax treaty, while the Trump administration refuses
to sign the MLI through which tax-treaty-related BEPS changes could be adopted
(Schwarz 2016; Herzfeld 2017a). At the same time, Ireland and Luxembourg, the
countries hosting the controlled entities to which US multinationals shift profits
from the rest of the EU, signed the MLI but opted out of the new PE definition
(OECD 2017b). That is, if France or Germany wanted to tax more of a US mul-
tinational’s activity at source by applying the new wording, they would first need
to get the United States, Ireland, and Luxembourg to agree to a corresponding
revision of their respective bilateral tax treaties. As a result of the power differen-
tial in such bilateral negotiations, a French or German attempt at convincing the
United States to deviate from its model treaty is likely to fail. Likewise, the princi-
ple of nondiscrimination in EU law should prevent France and Germany from
pressuring Ireland or Luxembourg into compliance with the new definition. The
EU’s Interest and Royalties Directive would, for instance, override a withholding
tax on royalty payments to these countries, as legal commentary on the United
Kingdom’s diverted profits tax has recently made clear (see below) (European
Union 2003; MacLennan 2016; Self 2015).2! Once more, the adoption of new PE
rules at OECD level thus depends on the EU’s ability to transcend its internal
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divisions. If a wider PE definition became EU policy, the outcome of bargaining
with the United States would be open. If internal divisions persist, however, in-
dividual member states will remain unable to wrestle concessions from the Trump
or any future administration.

Another contentious issue in post-BEPS relations between the United States
and the EU is the publication of country-by-country reports. In contrast to the
final BEPS guidance and the MLI for CbCR adoption, which both include strong
safeguards against the publication of reports, the European Commission and
several member states seek to introduce public CbCR unilaterally. Whereas the
French National Assembly even passed a corresponding law—which was, how-
ever, scrapped by the Constitutional Court for discouraging free enterprise by di-
vulging company secrets (Assemblée Nationale 2016; Conseil Constitutionnel
2016)—the Commission’s proposal is still in abeyance. First proposed as part of
its “action plan for a fair and efficient tax system” (European Commission 2015b),
the Commission promotes public CbCR to “enable citizens to better assess the
contribution of multinational undertakings to welfare in each Member State” (Eu-
ropean Commission 2016¢, para. 9). From its perspective, “enhanced public
scrutiny of corporate income taxes . . . is an essential element to further foster cor-
porate responsibility, to contribute to the welfare through taxes, to promote
fairer tax competition . . . and to restore public trust in the fairness of national tax
systems” (European Commission 2016¢, para. 5). To circumvent the unanimity
requirement for Council decisions on taxation, the Commission proposes public
CDbCR as an amendment to the Accounting Directive, which already provides for
public reporting in the banking and extractive industry sectors (European Com-
mission 2016¢, 4). On accounting matters, justice instead of finance ministers
decide through qualified majority voting. Still, the proposal faces considerable
opposition. Although the European Parliament has already adopted the amend-
ments,”? Germany and twelve other member states continue to oppose public
CDbCR in the Council (European Parliament 2017; Becker 2016). In parallel, the
United States threatens to stop the exchange of country-by-country reports with
any country publishing the data and contemplates additional sanctions (John-
ston 2016).% In contrast to CbCR to tax authorities only, which has been adopted
by the United States and the EU (European Union 2016; IRS 2016), the adoption
and effectiveness of public CbCR in the EU thus remains highly uncertain.

As these examples illustrate, many governments that are primarily source coun-
tries from the US perspective are dissatisfied with the status quo—preserving rec-
ommendations of the final BEPS reports and now attempt to defend their inter-
ests through divergent implementation. In addition, unilateral measures
expanding the taxation of nonresident multinationals at source have recently pro-
liferated (Elliott and Sheppard 2016; Herzfeld 2017b). China has, for instance,
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tightened exchange controls, thereby keeping local subsidiaries of foreign multi-
nationals from paying dividends to their parent companies (Clover 2016). Most
prominently, the UK government introduced a diverted profits tax in response
to public outrage over tax minimization by Google and other tech firms (Houl-
der 2014).>* The measure enables Her Majesty’s Revenue and Customs to with-
hold 25 percent of profits sent offshore if it suspects a multinational of engaging
in a “contrived arrangement” to avoid a taxable presence in the United Kingdom
(Houlder 2015a, 2015b). The finance ministers of France, Germany, Italy, and
Spain recently proposed the introduction of an EU-wide equalization tax on pay-
ments from resident customers to nonresident companies. This measure targets
the digital economy in particular, which can sell online services to customers in
the entire common market without having a PE in every member state (Le Maire
et al. 2017). While this proposal is still at an early stage and faces considerable
opposition among member states, it demonstrates that important European gov-
ernments do not believe that BEPS recommendations will end tax avoidance by
US multinationals in the common market. As this goal had been one of the key
motivators for EU governments to enter the BEPS project, they obviously failed
to defend their agenda against the US government.

Toward More Regulatory Centralization
at the EU Level?

The recent political entrepreneurship of the European Commission may, how-
ever, turn the preservation of the international tax system’s status quo into a
Pyrrhic victory for the United States. So far, the internal division between small
capital-importing and large capital-exporting member states, paired with the
unanimity requirement for Council decisions on taxation, has ensured that the
EU would make little progress in fighting tax avoidance in the common market
(Dehejia and Genschel 1999; Wasserfallen 2014). Since the BEPS project also
failed to provide a solution to this politically increasingly salient problem, the
European Commission—led by Pierre Moscovici, the French socialist commis-
sioner for taxation and customs, and Margarete Vestager, the Danish social-
liberal commissioner for competition—now seems committed to finally exit
the joint decision trap in taxation by other means.?® To this end, Vestager used
the Commission’s executive powers in competition policy to launch state aid
investigations against Ireland, Luxembourg, and the Netherlands for the provi-
sion of selective tax advantages to Amazon, Apple, Fiat, GDF Suez, McDonald’s
and Starbucks.

As a result of these investigations, the Commission has to date instructed Ire-
land to claw back €13 billion in corporate tax from Apple, Luxembourg to claw
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back €270—€280 million from Amazon and Fiat, and the Netherlands to claw
back €20—€30 million from Starbucks (European Commission 2017a). By creat-
ing uncertainty over the legality of sweetheart deals offered to multinationals,
these decisions remove a locational advantage from member states making such
offers and may eventually unsettle their opportunity structures in the Council.
Therefore, Moscovici flanked the state aid decisions with the action plan on fair
and efficient taxation, a relaunch of the common consolidated corporate tax
base (CCCTB) proposal, and the proposal for public CbCR discussed earlier
(European Commission 2015b, 2015a). Although none of these initiatives has
yet been adopted, they perpetuate a public discourse on tax avoidance, create
political demand for solutions, and may thereby pressurize member states into
action.? If this dynamic eventually enabled the EU to overcome its internal di-
visions and adopt the CCCTB, there would also be consequences for the US tax
base.

Currently, US multinationals exploit the mismatch between the free circula-
tion of capital in the common market and twenty-eight national tax policies to
shift profits first to a low-tax member state and then to a tax haven outside the
EU. This shift usually happens through royalty and dividend payments between
group branches (see chapters 1 and 2). From the US perspective, such payments
constitute passive income taxable at residence. If the deferral and check-the-box
loopholes were closed, profits shifted out of the common market would thus in-
crease tax revenue in the United States. If the EU adopted the CCCTB, however,
profits generated in the common market would be consolidated at a multination-
al’s EU headquarters and then divided among member states based on local
sales, production, and assets (European Commission 2015a). Accordingly, US
multinationals could no longer concentrate their EU profits in a low-tax mem-
ber state that does not withhold taxes on dividend payments to parent compa-
nies outside the EU. As a result, the US multinationals’ European tax bill would
rise, while the amount of passive income potentially taxable in the United States
would shrink.

This perspective, which has in part already become reality through the back
taxes US firms have to pay to Ireland, Luxembourg, and the Netherlands, led Jack
Lew, the Obama administration’s last Treasury secretary, to request an end of the
state aid investigations in a letter to Commission President Jean-Claude Juncker.
In his letter, Lew accused the Commission of setting “disturbing international tax
policy precedents” that were “inconsistent with, and likely contrary to, the BEPS
project” (Lew 2016b, 1). He insists that US multinationals” deferral of tax pay-
ments on foreign profits in the US “does not give EU Member States the legal right
to tax this income,” and concludes by urging Juncker “to reconsider pursuing
these unilateral actions” (Lew 2016b, 2-3). Although the US Treasury reinforced
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these requests by threatening to impose retaliatory measures on EU firms (Chee
2016; Lynch 2016), Vestager defended her directorate’s approach in her response
to Lew, and has since launched further investigations leading to additional deci-
sions against US multinationals (Vestager 2016). By preventing EU governments
from effectively addressing their tax avoidance problems through the BEPS proj-
ect, the United States may thus have given the EU the decisive impetus to finally
harness its great power potential in international taxation. The conflict over state
aid decisions could thus be the first stage in a protracted EU-US battle over tax-
ing rights.

Theoretical Implications

The BEPS project materialized in 2012 because important G20 members simul-
taneously had to respond to domestic concerns over corporate tax avoidance.
Whereas the conservative finance ministers in the United Kingdom and Germany
responded to public outrage over revelations that multinationals like Starbucks
paid little to no tax in the common market, the Obama administration was bound
by its campaign commitment to restore tax fairness for the middle class, a cen-
tral theme in Democratic party ideology since World War II. As a result of these
constraints, governments on both sides of the Atlantic could not react to tax avoid-
ance merely by lowering taxes on corporate profits. To address the fairness con-
cerns that were either voiced by the electorate or rooted in the decision makers’
normative convictions, governments had to credibly commit to countermeasures.
Accordingly, the G20 mandated the OECD to find solutions to the observed mis-
match between taxation and value creation, to which the organization responded
with the creation of the BEPS project.

Although there was agreement that something had to be done, the EU and US
governments disagreed over the instruments. Whereas the EU governments in the
G20 were open to making limited concessions to source countries—partly to bring
US multinationals within the reach of the EU governments’ tax administrations,
and partly to coopt emerging economies into the OECD process—the US envis-
aged a solution fully geared toward the interests of residence countries. However,
business opposition prevented the Obama administration from adopting strength-
ened CFC rules and anti-deferral measures domestically. Therefore, the US
lacked a regulatory model it could impose on other governments through the
OECD process. Since the Obama administration was normatively committed to
fighting tax avoidance, it could not convert the resulting lack of purpose into a
complete withdrawal from the BEPS project. Hence, the only remaining strategy
was to respond to business interests and defend the international tax system’s
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fundamental principles against the more far-reaching reform proposals from
European governments.

The Obama administration implemented this strategy through a successful re-
arguard action against European attempts at expanding tax administrations’ lee-
way in the recharacterization of controlled transactions; broadening the Model
Tax Convention’s PE definition; and including internal royalty, interest, and ser-
vice fee payments in country-by-country reports. Yet by preventing the interna-
tional community from reforming a dysfunctional international tax system, the
United States may have undermined its future ability to dominate international
tax matters. Whereas FATCA provides other governments with a US-defined so-
lution to tax evasion by individuals, the US administration’s inability to provide
such a solution to corporate tax avoidance invites other governments to create
their own. Therefore, the number of unilateral initiatives against corporate tax
avoidance has multiplied in the aftermath of the BEPS project. Most important,
it apparently motivated the European Commission to develop strategies to over-
come the EU’s regulatory dispersion in matters of direct taxation. If these strate-
gies enable the European Union to finally harness its great power potential, in-
ternational tax policy may be shaped by a power duopoly rather than a single
hegemon in the future.
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FROM HEGEMONY TO TRANSATLANTIC
TAX BATTLE?

Over the past decades, the United States has dominated decision making on tax
matters in the Organisation for Economic Co-operation and Development
(OECD). Democratic and Republican administrations have consistently defended
the international tax system’s status quo when reform proposals threatened to in-
crease the foreign tax burden of US multinationals. Thereby US administrations
have perpetuated a number of legal principles, including separate entity account-
ing and the arm’s-length standard, that enable tax avoidance by multinational
corporations both in source and residence countries. The United States has en-
forced change in global tax policy only when a Democratic administration com-
mitted to a progressive domestic tax system could shift associated adjustment
costs from powerful domestic interest groups onto foreign firms and governments.
For this reason, the Obama administration neither offered reciprocal automatic
exchange of information (AEI) in bilateral FATCA agreements, nor joined the
multilateral AET agreement. As a result of the Obama administration’s reluctance
to introduce new reporting requirements domestically, US financial institutions
now benefit from an exclusive competitive advantage in the provision of finan-
cial secrecy to foreign investors.

Successive US administrations have been able to defend their redistributive hy-
pocrisy because no other government melds control of comparably sized finan-
cial and consumer markets with similar regulatory capacity. Most important, the
EU and its member states have so far been unable to overcome regulatory dis-
persion in tax matters, the crucial prerequisite for harnessing the power of the
common market. As long as a check on US hegemony is missing, however, US
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multinationals can shift profits out of the common market untaxed, whereas
wealth managers in secretive US states can offer European investors anonymity
from their local tax offices. The result is a persistent drain of taxable income from
the EU to the United States that shifts the overall tax burden in the EU away from
multinationals and wealthy individuals and toward local businesses, workers, and
consumers. Before presenting this book’s overall conclusions, I will thus use the
first part of this final chapter to discuss the most recent developments in transat-
lantic bargaining over countermeasures to financial secrecy and corporate profit-
shifting, and sketch several future scenarios based on the theory developed in
chapter 2.

The Future of International Tax Politics

If further progress in the fight against tax evasion and avoidance depends on the
EU’s rise to great power status, what are the chances that member states will cen-
tralize regulatory authority over direct taxation and sanctions? As the following
subsections show, dissatisfaction with nonreciprocal AEI and the BEPS project’s
failure to limit tax avoidance in the common market has motivated the European
Commission and several member states to push for a common reaction. The EU
has since produced an integrated blacklist of third countries not complying with
its tax good governance standards and ordered several member states to claw back
taxes lost to sweetheart deals granting selective advantages to individual firms.
Moreover, finance ministers debate the introduction of a digital services tax (DST)
and a common consolidated corporate tax base (CCCTB) to curb profit-shifting
in the common market. However, regulatory dispersion and internal conflict con-
tinue to limit the effectiveness of already adopted measures and prevent consen-
sus on more far-reaching proposals. Interestingly, resistance from small capital-
importing member states may no longer be the biggest obstacle to a robust external
taxation strategy. Instead, export-dependent member states such as Germany cur-
rently shy away from a confrontation with the United States on tax.

Demanding Reciprocal Information Exchange
from the United States

From the outset of negotiations on AEJ, the US government refused to provide
other countries with the same type of account data it requests from them. Ac-
cordingly, neither the bilateral FATCA agreements, nor the Multilateral Compe-
tent Authority Agreement (MCAA), which it has not signed, oblige the United
States to reciprocate the routine reporting of account information. The result of
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this unbalanced distribution of regulatory obligations is a major competitive ad-
vantage for US banks in the attraction of hidden capital. For European govern-
ments, persistent financial secrecy in the United States implies that tax evaders
among their citizens may shift undeclared financial wealth from Switzerland to
Nevada to avoid the submission of corrected returns as well as the associated back
taxes and fines (Casi, Spengel, and Stage 2018; Hakelberg and Schaub 2018). Still,
large EU member states and the OECD remained silent about the nonreciprocity of
bilateral FATCA agreements and the US government’s nonparticipation in multilat-
eral AEI during negotiations. Instead, they acknowledged the importance of FATCA
for the multilateral process and expressed their understanding for domestic resis-
tance in the United States. In an exemplary statement on the occasion of the
MCAA's signature, German minister of finance Wolfgang Schiuble told reporters:

Without FATCA we would not have seen the same progress on automatic
exchange of information in Europe, which underlines the importance
of the United States for global economic stability. Congress will have to
draw its own conclusions on the progress achieved at the international
level, and it will not necessarily appreciate counsel from foreign govern-
ments. (Bundesministerium der Finanzen 2014)’

In fact, large EU member states and the OECD had several reasons not to stress
nonreciprocity from the United States. First, there was little the member states
and the OECD could do about it. Whereas European financial institutions faced
sanctions without the conclusion of FATCA agreements, disunity in the Council
of the European Union prevented EU governments from linking nonreciprocity
to the imposition of similar costs on US banks. As a senior German tax official
explained, “Even if several European countries negotiate with the United States
there is still a difference in power. Because we are more interested in market ac-
cess for our institutions in the United States than the other way around.”* Sec-
ond, it was far more important for large EU members to impose AEI on tradi-
tional secrecy jurisdictions such as Switzerland and Luxembourg. At the time, the
largest share of European offshore wealth was managed in these countries and
tax officials in large EU member states still believed they did not have a tax eva-
sion problem with the United States (Zucman 2014).%> Accordingly, they refused
to delegitimize the political process that was getting them closer than ever to their
main goal by criticizing FATCA on fairness grounds. As the head of the OECD’s
tax department recently confessed in an interview: “[Ignoring nonreciprocity
from the US] was extremely embarrassing, but no one wanted to crash the party”
(Besson 2016).

After coercive pressure from the United States had forced Austria and Lux-
embourg to abandon bank secrecy, however, the dynamic changed. In fact, the
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two countries became just as eager as France and Germany to avoid competitive
disadvantages by also imposing the standard on third states. This attitude was evi-
dent in their eventual support of a mandate for negotiations on an AEI agree-
ment between the Commission and Switzerland and in the wording of European
Council conclusions on the adoption of a revised Savings Directive. In these con-
clusions, EU heads of state and government called on the Commission to con-
clude negotiations on AEI with third states and report back by the end of 2014.
“If sufficient progress is not made,” they requested, “the Commission’s report
should explore possible options to ensure compliance with the new global stan-
dard” (European Council 2014, 3). Although the Commission has managed to
strike AEI agreements with Switzerland, Liechtenstein, San Marino, Andorra, and
Monaco since then, the Commission still developed an “external strategy for ef-
fective taxation” in response to the Council’s request. The purpose of this strat-
egy is to project transparency and other tax good governance standards practiced
in the EU onto third states (European Commission 2016d, 2). In the area of in-
formation exchange, tools include a consolidated EU blacklist of noncooperative
tax havens, comprising third countries that do not comply with the OECD’s AEI
standard, and collective defense measures against jurisdictions that fail to reform
despite being listed. As to countermeasures, the Commission proposes “withhold-
ing taxes and non-deductibility of costs for transactions done through listed ju-
risdictions” (European Commission 2016d, 12).

Yet regulatory authority over the blacklist and countermeasures remains dis-
persed among member states. Whereas the Commission drew up a long list of
countries posing a risk to the EU’s tax base, member states set the exact screening
criteria, assessed third countries, and decided unanimously on additions to the
list (Council of the European Union 2016). Hence, many countries matching the
EU’s criteria were not included in the blacklist when its first edition was eventu-
ally published in December 2017 (Council of the European Union 2017; Lips and
Cobham 2017). Most important, the United States was missing, although the
Trump administration had not taken any steps to mitigate nonreciprocity under
FATCA, and still had not signed the multilateral AEI agreement. For these rea-
sons, the United States had initially figured on the Commission’s long list of coun-
tries failing to respect international transparency standards (European Commis-
sion 2016e, 5). Still, EU finance ministers merely included American Samoa and
Guam in the final list, albeit with an interesting justification. The ministers con-
cluded that the two US territories in the Pacific “[did]not apply any automatic
exchange of financial information, and [had] not signed and ratified, including
through the jurisdiction they are dependent on, the OECD Multilateral Conven-
tion on Mutual Administrative Assistance” (Council of the European Union 2017,
8-9, emphasis added).
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As it seems, actors within the EU still struggle to find consensus on how to
address the Trump administration in tax matters. Whereas Valere Moutarlier, the
Commission’s director of direct taxation, told the European Parliament the United
States would be placed on the blacklist if it did not agree to fully reciprocal AEI
by June 2019 (Kirwin 2018), some member states still shy away from an open
confrontation in the tax area. They request to make any blacklisting decision con-
ditional on the outcome of the peer review the OECD’s Global Forum on Trans-
parency and Exchange of Information for Tax Purposes is preparing on AEI im-
plementation by the United States. This is likely to let the Trump administration
off the hook as the OECD is already tweaking the compliance criteria to prevent
a negative rating (Lips and Cobham 2017; Knobel 2018). This time, however, it
is not the small capital-importing member states blocking progress. Instead, sev-
eral export-dependent member states, including Germany, fear a unilateral deci-
sion by the EU to blacklist the United States could stoke the existing trade dis-
pute with the Trump administration, potentially resulting in higher tariffs on cars
and other manufactures.* Despite internal consensus on AEI and the redistribu-
tive consequences of US hypocrisy, German preoccupation with its national ex-
port surplus thus prevents the EU from challenging US hegemony in international
tax politics.

Against this background, we can conceive of two future scenarios. The US gov-
ernment’s first option is to stick to a logic of pure dominance, which could how-
ever fuel doubts about the benefits of the existing order among powerful Euro-
pean interest groups and eventually increase support for a challenge of American
hegemony. The second option is to accommodate European criticism through
limited concessions, thereby reestablishing the legitimacy of US hegemony over
international tax politics (Anderson 2017; Gilpin 1981). If it were to choose the
first option, the US government would defend the current level of nonreciproc-
ity despite the naming and shaming this defense could provoke. In the short term,
the United States can afford a confrontational strategy, because even if it was even-
tually blacklisted by the EU, it would not be subject to direct economic sanc-
tions. In the long term, however, sustained hypocrisy from the United States could
foster growing frustration among EU elites over the arbitrary use of US power
against key sectors of the European economy.

Since the Trump administration reactivated the US sanctions regime against
Iran in 2018, forcing EU financial institutions to end transactions with the coun-
try despite their legality under European law, manufacturers across the common
market have not been paid for their exports (Briiggmann, Atzler, and Wiebe 2018).
Likewise, Austrian, Dutch, French, German, and Italian energy companies cur-
rently face a threat of US sanctions because of their participation in North Stream
2, a pipeline project with Russia threatening European demand for liquefied
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natural gas from the United States (Bidder 2019). Along with depressing the prof-
its of influential business groups, these cases of US coercion also interfere with
the strategic interests of EU governments, which want to maintain a deal with Iran,
promising investment in exchange for nuclear disarmament, and seek to ease ten-
sions with Russia through economic cooperation. If a future data leak showed—
on top of these concerns—that nonreciprocal AEI from the United States abet-
ted tax evasion by named European individuals, demand for countermeasures
may eventually be large enough across the political spectrum to overcome the un-
certainty linked to a challenge of US hegemony (cf. Lew 2016a).

Instead of adding fuel to the fire, however, a future US government could also
pursue the second option through an amendment of its FATCA treaties with EU
countries. Currently, the United States commits to report interest and dividends
from US sources received by residents of its treaty partners. The main point of
criticism is, however, that US financial institutions—unlike foreign banks—are
not obliged to look through legal entities when identifying account holders for
FATCA purposes (US Treasury 2012a, Art. 2). Therefore, foreign residents can
avoid the reporting of their US accounts by transferring formal ownership to a
shell company. A future administration could respond to this concern by com-
mitting US banks to use beneficial ownership information, which they have to
collect since new know-your-customer (KYC) rules entered into force in 2018,
in FATCA reporting also. This commitment would send a sign of goodwill to Eu-
ropean treaty partners at virtually no cost for the US financial industry, as these
rules request the identification of the beneficiaries of a company but not of a trust
(FInCEN 2016). As a result, EU governments would leave the negotiating table
with a concession from the United States, whereas US wealth managers could pre-
serve their foreign clients’ anonymity by advising them to put their financial
wealth into the hands of a trustee. While this scenario would merely be an incre-
mental step toward universal financial transparency, it could focus regulatory at-
tention on the Anglo-Saxon trust, which—as well as abetting tax evasion®—also
perpetuates wealth inequality across generations and shields reckless investors
from their creditors (Harrington 2016).

The Prospects for Tackling Tax Avoidance
by Multinationals

In the fight against tax evasion, the EU was able to overcome its internal divi-
sions because the US government imposed the AEI on recalcitrant member states
through FATCA. Still, regulatory dispersion remains in the implementation of de-
fensive measures against noncompliant third countries, particularly the United
States, as a result of a fear of retaliation among export-dependent member states
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like Germany. In the fight against tax avoidance, the main challenge for the EU is
not to wrestle concessions from the US administration. Instead, member states
have to prevent multinationals from shifting profits out of the common market
untaxed. To this end, finance ministers currently debate the introduction of a DST
and have relaunched discussions on a CCCTB. At the same time, the European
Commission has used its executive powers in competition policy to push corpo-
rate tax havens in the EU toward more cooperation. Still, the DST is bound to
fail as Germany fears repercussions for European firms in the United States. Like-
wise, member states hesitate to pool administrative authority over the definition
of the corporate tax base, as they face considerable uncertainty over the redistrib-
utive impact of such a decision. Ironically, the Trump administration’s tax re-
form of 2017, which dramatically reduces the tax burden of US multinationals,
may provide arguments for adoption of the CCCTB.

As discussed in chapter 6, large EU members had hoped the OECD’s base ero-
sion and profit shifting (BEPS) project would limit tax avoidance in the com-
mon market, in particular by US multinationals dominating the digital economy.
Yet the Obama administration’s successful defense of the status quo prevented the
desired outcome. Therefore, member states began to discuss two countermeasures
to profit-shifting that could be adopted at the EU level without involvement of
the United States. The less ambitious measure, originally proposed by France and
further elaborated by the European Commission, is a DST of 3 percent on the
revenues created from the sale of online services in the common market. The mea-
sure’s main objective is to make firms that provide services online taxable in all
EU member states although the firms do not need a physical presence there to
access customers. As such, the measure is a departure from the international tax
system’s benefits principle, which links a country’s right to tax a company to the
presence of a permanent establishment on its territory. From the perspective of
the Commission, however, this is the only means to prevent distortion of com-
petition between local and digital service providers as long as meaningful reforms
cannot be achieved at the OECD level (European Commission 2018).

Because US tech companies dominate the provision of digital services in the
common market and could claim credits on their US taxes for additional taxes
paid to EU countries, the Trump administration interpreted the measure as an
unfair revenue grab (Thomas 2018). Accordingly, US Treasury Secretary Steven
Mnuchin (2018) announced firm opposition to “proposals by any country to sin-
gle out digital companies,” insisting in OECD discussions on the matter that in-
come, not sales, was the appropriate base for the taxation of any type of corpora-
tion (Rappeport et al. 2018). Whereas the French government was unimpressed
by the US response, the scientific advisory council to the German ministry of fi-
nance soon fell into line, arguing that a DST would set a dangerous precedent
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inviting the United States and China to also tax German manufacturers on their
local sales. As the revenue loss precipitated by retaliatory measures would by far
exceed the gains from a DST, the measure should be abandoned (Wissenschaftli-
cher Beirat 2018). As a result, Olaf Scholz, Germany’s social-democratic minister
of finance, withdrew support from the Commission’s proposal, forcing France
into a compromise on a stripped-down version of the tax that will be introduced
only if the OECD does not provide a global solution to the taxation of digital
services by 2020 (Miihlauer 2018). Once more, German dependence on exports
prevented the EU from introducing countermeasures to tax dodging against the
will of the United States.

The second, more ambitious measure, adoption of the CCCTB, is still pend-
ing and would introduce unitary taxation and formulary apportionment in the
EU. In contrast to the international tax system, which is based on separate entity
accounting and the arm’s-length standard, the Commission’s CCCTB proposal
provides for the consolidation of the profits and losses made by the EU branches
of a multinational group, a method often applied in federal state systems (Euro-
pean Commission 2016a, Art. 4-7). That is, no matter in which national subsid-
iary a multinational concentrates revenue from EU sources, it is always included
in the group’s consolidated income tax statement. Accordingly, the current in-
centive for profit shifts between EU subsidiaries disappears. Instead, the group’s
consolidated profit is divided among member states based on a formula that in-
cludes sales, workforce, payroll, and tangible assets but explicitly excludes intan-
gible assets (European Commission 2016a, Art. 28 & 34). As a result, member
states that host a multinational’s research and development and production sites,
or that account for a lot of its turnover, also receive the largest share of the group’s
income, which these member states can then tax at their preferred rate.

To prevent companies from moving headquarters, assets, or activities outside
the scope of the CCCTB, the Commission’s proposal also includes several safe-
guards. A provision for exit taxation would enable member states to withhold
100 percent of the market value of any asset a multinational shifts to a subsidiary
in a third country (European Commission 2016b, Art. 29). A common set of con-
trolled foreign company (CFC) rules would, moreover, empower (or oblige) na-
tional tax authorities to include nondistributed profits of subsidiaries in corpo-
rate tax havens in the parent company’s tax base (European Commission 2016b,
Art. 59). Finally, a harmonized interest barrier would prevent companies from
artificially inflating the cost of foreign borrowing to minimize tax payments in
the EU (European Commission 2016b, Art. 13). The consistent application of
these provisions across the EU would ensure that no member state provides a tax-
free channel for profit shifts to third countries, thereby preventing an erosion of
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the CCCTB. Hence, its introduction would finally realize the BEPS project’s ini-
tial objective: a realignment of taxation with real economic activity.

The European Commission pitched its proposal to member states in 2016.
From its perspective, the introduction of an effective countermeasure to corpo-
rate tax avoidance would demonstrate the EU’s ability to protect ordinary Euro-
peans from the redistributive consequences of globalization. Hence, the measure
could bolster the legitimacy of a union facing Brexit and other right-wing popu-
list backlashes against European integration (Morgan 2017). Moreover, the mea-
sure would complete the common market in corporate taxation by removing the
need to file income tax statements in every member state. To persuade govern-
ments in the Council, Margarete Vestager, the Danish social-liberal commissioner
for competition, and Pierre Moscovici, the French socialist commissioner for tax-
ation and customs, try to unsettle the opportunity structures of particularly tax-
competitive member states and mobilize business support through targeted in-
centives.

For the unsettling, Vestager uses the Commission’s executive powers in com-
petition policy against selective tax advantages member states granted to individ-
ual firms. Her directorate has to date instructed Ireland, Luxembourg, and the
Netherlands to claw back a total of €13.3 billion in foregone tax payments from
Amazon, Apple, Fiat, and Starbucks, with further decisions impending (European
Commission 2017a). By qualifying selective tax advantages as illegal state aid, the
Commission creates uncertainty over the validity of these sweetheart deals among
multinationals, thereby reducing the attractiveness of corresponding offers made
by member states. Accordingly, government officials from the targeted member
states have repeatedly criticized the Commission’s investigations for reducing
business confidence (Lamer 2017a). In contrast, Commissioner Moscovici argues
that “legal certainty will come from common rules across the EU to tackle fraud”
(Lamer 2017b). Therefore, member states willing to restore business confidence
should support the CCCTB.

Along with swinging the stick, however, the Commission also reminds busi-
ness of the carrots included in the proposal. In particular, the Commission em-
phasizes the administrative relief achieved through the replacement of twenty-
eight income tax statements with a single statement for the entire European group
and the omission of transfer pricing analyses for controlled transactions inside
the EU (European Commission 2016b, 2). Moreover, the Commission highlights
the incentive for innovation provided by the introduction of a super-deduction,
allowing corporations to reduce their taxable revenue by 150 percent of their ex-
penses for research and development (R&D) in member states (European Com-
mission 2016b, Art. 9). Finally, the Commission promises to end the bias against
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equity financing created by a focus on interest deductions in national tax codes.
To this end, the Commission proposes the introduction of an allowance for growth
and investment, enabling corporations to also deduct increases in their equity
from their taxable base (European Commission 2016b, Art. 11). Together, these
measures are supposed to mobilize national business associations in favor of the
CCCTB proposal.

When considering responses to a public consultation on the CCCTB, this strat-
egy seems to have had some success. The umbrella organizations of French and
German business generally support the proposal because of the reduction in com-
pliance costs and double taxation achieved through a European consolidation of
the tax base. Unsurprisingly, these organizations are also in favor of a super-
deduction for R&D expenses and the proposed allowance for growth and invest-
ment (BDI 2016; MEDEF 2016). Accordingly, the French and German govern-
ments also agreed to support the adoption of the CCCTB, coordinating a common
position on the Commission’s proposal (Bundesministerium der Finanzen and
Ministere de 'Economie et des Finances 2018). From the perspective of Emman-
uel Macron (2017), the French president, “fiscal divergence feeds discord among
member states, disaggregates national economic models and fragilizes all of Eu-
rope.” Therefore, member states should harmonize the corporate tax base and de-
fine a binding range for corporate tax rates. Despite general support from the
EU’s pivotal member states (cf. Moravesik 2013; Krotz and Schild 2013), how-
ever, the adoption of the CCCTB remains uncertain.

In fact, even France and Germany still hesitate to pool administrative author-
ity over a core state power like corporate taxation at the European level. In their
coordinated position on the Commission’s proposal, for instance, they argue
against the harmonization of R&D incentives. Instead, member states should re-
tain the right to reward corresponding activities through the provision of tax cred-
its, which should fall outside the scope of the CCCTB (Bundesministerium der
Finanzen and Ministere de 'Economie et des Finances 2018). Likewise, the sci-
entific advisory council to the German ministry of finance warns that the pro-
posed allowance for growth and investment would have important spillover ef-
fects on national income tax systems, thereby infringing upon member states’
exclusive competence in this area (Wissenschaftlicher Beirat 2017). If tax incen-
tives were not harmonized, however, member states could still use expenditures
to lure well-paid jobs in R&D away from one another. Divergence between na-
tional rules would continue, undermining the CCCTB’s original intent and per-
petuating targeted tax competition among member states.

Beyond the loss of formal regulatory authority, the redistributive consequences
of a switch to formulary apportionment also remain a source of concern. Avail-
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able estimates vary widely, depending on the data used and the assumptions made.
The most recent study, for instance, expects an increase in corporate tax revenue
by 8 percent in Germany and a reduction of 86 percent in Ireland (Hentze 2019).
In contrast, an earlier study, testing different apportionment factors, predicts de-
clines of 2 to 15 percent for both countries (Devereux and Loretz 2008). More-
over, both studies assume that firms do not adjust their behavior to the CCCTB.
This is a simplifying assumption that masks intense debate over the impact of a
switch to formulary apportionment on the location of production. Whereas some
argue that such a switch provides firms with incentives to shift jobs rather than
profits to corporate tax havens (Wissenschaftlicher Beirat 2007, 2017), others
maintain that the geographic distribution of facilities, production, and sales—the
apportionment factors proposed by the Commission—is not primarily deter-
mined by tax concerns (Clausing 2018; Eichner and Runkel 2008). As a result,
member states have to overcome fundamental uncertainty when seeking consen-
sus on the formula underpinning the CCCTB.

Finally, US tax reform, which often affects the tax policy choices of other de-
veloped countries (Swank 2006), may also impact the likelihood of CCCTB adop-
tion by the EU. Some argue that the reduction of the US corporate tax rate from
35 to 21 percent in 2017 increases competitive pressure on EU member states.
Against this background, they should become more reluctant to cede authority
over tax incentives and carve-outs to the EU, particularly since the unanimity re-
quirement makes the decision-making process slow and uncertain (Fuest 2018).
The misinterpretation of sovereignty as the right to cut, but never raise, taxes when
competition commands may thus prevent member states from pursuing the
CCCTB. Yet the Trump administration’s tax reform could also have an unintended
effect in the opposite direction. So far, US tech companies attribute the rights to
the foreign use of their intellectual property (IP) to subsidiaries in Ireland, Lux-
embourg, and the Netherlands. These lowly taxed branches collect license fee pay-
ments from the rest of the EU and accumulate the resulting profits. Since 2018,
however, the Trump reform’s global intangible low-taxed income provision en-
ables US firms to repatriate profits from the lease of IP at a reduced rate of
10.5 percent. Moreover, the reform’s provision on foreign-derived intangible in-
come reduces taxes on future income from the export of IP-related services to
3 percent (Pfatteicher et al. 2018). As US tech companies no longer need to shift
their IP out of the United States to benefit from tax haven conditions, tax incen-
tives for locating R&D and financing activities in Ireland, Luxembourg, or the
Netherlands disappear. By outcompeting EU corporate tax havens, the Trump ad-
ministration could thus end up raising their interest in common policies that
keep the taxable income of US companies in the EU.



142 CHAPTER 7

Conclusion

US hegemony has marked the politics of international taxation over the past three
decades. Whenever the US administration was in favor of change and did not face
opposition from powerful domestic interest groups, the administration managed
to shape international standards and the domestic tax policies of other govern-
ments accordingly, no matter how fundamental the requested changes were for
foreign countries. Likewise, the US administration successfully defended the sta-
tus quo whenever foreign initiatives threatened to increase the tax burden on US
business or to erode the virtual tax base of the United States. The preferences and
normative claims of other countries mattered only insofar as they determined the
strategy used by the US government to enforce its goals or provided additional
justification for an already defined policy agenda. When secrecy jurisdictions re-
fused to lift financial secrecy, the Clinton and Obama administrations used eco-
nomic coercion to break their opposition. When EU governments sought to limit
tax avoidance by multinationals from the US and elsewhere, the Bush and Obama
administrations withdrew from multilateral initiatives or threatened to reserve
against proposals they considered harmful. As such, the politics of international
taxation bear great resemblance to bargaining over global financial regulation,
which usually leads to the multilateral adoption of the US regulatory model (cf.
Helleiner 2014; Simmons 2001).

The source of US power over international tax politics is a unique combina-
tion of market size and regulatory capacity. The dominant share of the United
States in global demand for capital, goods, and services makes foreign business
more dependent on access to the US market than US business is dependent on
access to any foreign market. A private bank located in a secrecy jurisdiction, for
instance, could not offer its wealth management clients competitive rates of re-
turn if the bank had to divest from US assets. If there is no yield, however, the tax
advantages linked to the anonymity the jurisdiction provides become pointless
from the perspective of the investor. Likewise, a holding company loses its pur-
pose if the US multinational to which it belongs can no longer shift assets and
revenues between the United States and the corporate tax haven in which it is lo-
cated. Therefore, continued access to the US market is a crucial precondition for
the business models of both secrecy jurisdictions and corporate tax havens. The
US administration can exploit their dependence because it has the regulatory ca-
pacity to dictate the terms under which foreign firms transact with US firms and
consumers. Under FATCA, the US Treasury may impose a 30 percent withhold-
ing tax on payments to foreign banks refusing to report US account holders to
the IRS. Even divestment from US assets does not protect a recalcitrant bank from
the tax, because the bank still needs access to US dollars and the corresponding
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clearing infrastructure to process international transactions. At the same time,
the Treasury Department has statutory authority over CFC, transfer pricing, and
thin capitalization rules, which have an important impact on the assessment of
intragroup transactions for tax purposes.

In contrast, regulatory dispersion prevents the EU from harnessing the power
of the common market in bargaining over global tax policy. Under the Lisbon
treaty, member states have to make decisions on direct taxation and economic
sanctions by unanimity. Hence, individual member states can veto additional re-
porting requirements for European banks as well as defensive measures against
foreign banks or governments that refuse to comply with reporting standards ap-
plicable within the union. Because direct taxation is an exclusive competence of
member states, individual member states can moreover grant foreign companies
access to the common market while applying national tax law. This ability has
prevented individual governments from credible threats of market closure, in-
tensified tax competition within the EU, and divided small capital-importing and
large capital-exporting member states in bargaining over international taxation
at the OECD. In contrast to the situation in policy fields in which the EU has man-
aged to centralize regulatory authority at the supranational level—such as data
protection, trade, and product safety—the EU thus remains a taker of global tax
norms essentially developed by the United States (cf. Bach and Newman 2007,
2010; Meunier and Nicolaidis 2006).

Since the EU is unable to check US power, the Obama and Trump adminis-
trations have gotten away with a considerable degree of hypocrisy in the imple-
mentation of standards they have projected on other countries. After the Obama
administration had used bilateral FATCA agreements to spread the principle of
AEI across the world, the administration eventually refused to fully reciprocate
the automatic reporting of accounts. Moreover, the Obama administration did
not join a multilateral agreement on the implementation of the OECD’s AEI stan-
dard, which uses FATCA as a model. The unilateral opt-out provides US banks
with an exclusive competitive advantage in the provision of financial secrecy to
foreign investors, and led to a substantial shift of bank deposits from traditional
secrecy jurisdictions into the United States (Casi, Spengel, and Stage 2018; Hake-
Iberg and Schaub 2018). Because the associated export of financial services bol-
sters the US current account, the hypocritical implementation of AEI can be in-
terpreted as an element in a hegemonic strategy that pushes the burden of deficit
reduction onto foreign countries (cf. Gilpin 1981; Oatley 2015). Moreover, sus-
tained US hypocrisy, which can also be observed in the implementation of anti-
money-laundering regulation, casts doubt on the significance of international
norms for state behavior (Sharman 2011). After all, if compliance is driven by a
logic of appropriateness, the creator of a norm should be obligated to consistency.
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Yet the powerful can apparently make the powerless follow rules that the power-
ful themselves do not respect, and get away with doing so over long periods of
time.

The need for hypocrisy results from the interaction of party ideology and busi-
ness power in US domestic politics. For Republican administrations, interna-
tional tax competition is a welcome justification for regressive tax reform. Ac-
cordingly, they have no interest in initiatives that harmonize national tax rules,
unless concerns over law enforcement are at stake. As Republican tax policy pri-
orities usually match the preferences of powerful business groups seeking to min-
imize their tax burden, there is no need to bring about inconsistencies between
domestic and international standards. In contrast, Democratic administrations
are ideologically committed to a progressive tax system that puts the largest bur-
den onto the strongest shoulders. Hence, they need to ensure that the most po-
tent taxpayers—wealthy individuals and corporations—do not circumvent their
fiscal obligations. To this end, Democrats foster international initiatives against
tax evasion and avoidance. If such proposals impose costs on powerful business
groups, however, the proposals do not survive the domestic policymaking pro-
cess. Therefore, Democratic administrations need to forge initiatives that shift ad-
justment costs onto foreign business and powerless domestic actors.

When we look at US international tax policy from this perspective, we under-
stand why FATCA creates new reporting requirements for foreign banks but none
for US financial institutions. The Obama administration’s main regulatory goal
was to curb tax evasion by US individuals with offshore accounts. This group
wields limited structural and discursive power over the political process because
of its negligible impact on job creation and the illegality of its tax minimization
strategy. In contrast, raising domestic transparency standards to keep US banks
from abetting tax evasion by foreign individuals would have provoked resistance
from the financial sector. Because of US banks’ large contribution to job creation
and international mobility, they can make credible threats of divestment. More-
over, managing the wealth of foreigners is perfectly legal under US law. The fi-
nancial sector could thus have employed considerable structural and discursive
power to kill the entire legislative project. Hence, the Obama administration forced
all foreign banks to report data on US account holders to reach its main regula-
tory goal but spared domestic banks from a meaningful increase in reporting re-
quirements. In the end, nonreciprocity guaranteed the FATCA initiative’s politi-
cal survival.

Likewise, the interaction between party ideology and business power explains
why the Obama administration ended up defending the international tax system’s
status quo in bargaining over the BEPS project’s recommendations. Initially, Pres-
ident Obama and Treasury Secretary Geithner were just as committed to fight-
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ing profit-shifting as they were to an increase in financial transparency. But their
repeated proposals for a reform of CFC regulation failed as a result of opposition
from US multinationals. These firms make credible divestment threats because of
their substantial share in US employment and stress the legality of their tax avoid-
ance schemes, thereby shifting the blame to legislators writing incoherent tax
codes. Hence, these firms exert significant structural and discursive power over
the political process. Without a domestic regulatory template, however, the Obama
administration lacked a purpose in negotiations on BEPS. At the beginning, this
lack opened agenda space for reform proposals by European governments, which
hoped to attribute some of the untaxed income of US multinationals to their cof-
fers. As a result, the Obama administration decided that minimizing the foreign
tax burden of US multinationals was still better than having EU countries increase
their tax take at the expense of the United States. Accordingly, the administra-
tion entered into a successful rearguard battle, paring back unorthodox propos-
als from European governments.

In many cases, the interaction between party ideology and business power can
also explain the global tax policy preferences of other developed countries. Yet
citizen support for redistribution is dramatically higher in Europe than in the
United States (Koos and Sachweh 2017; Svallfors 2006). Moreover, the possibil-
ity of long-term corporatist bargains allows center-left governments in Europe
to trade regressive tax reform for business support of redistributive spending (Be-
ramendi and Rueda 2007). Therefore, the fairness concerns of voters may pro-
vide a greater barrier to regressive tax reform in EU countries than in the United
States, where party preferences over taxation are defined by the most affluent con-
stituents only (Plumper, Troeger, and Winner 2009; Bartels 2009). For this rea-
son, the conservative finance ministers of Germany and the United Kingdom put
BEPS on the agenda of the G20 after a series of investigative reports had increased
the political salience of corporate tax avoidance in the common market. Depend-
ing on the degree of public attention, initiatives for countermeasures to tax eva-
sion and avoidance in EU countries may thus come from center-left governments
or conservative governments facing a majority of voters with egalitarian convic-
tions.

Irrespective of the origin of demand for international tax initiatives, however,
European governments also adapt their positions to the preferences of powerful
domestic interest groups. All governments of small capital-importing EU mem-
ber states—no matter their ideological leaning—have opposed the introduction
of tax standards that went beyond the regulatory status quo at the global level
because of expected repercussions for these member states’ financial and legal ser-
vices sectors. Likewise, Germany has repeatedly blocked EU tax initiatives
mainly targeting the US government or US firms to prevent retaliation against
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Germany’s export industry. Combined with the veto power conferred upon EU
member states by the unanimity requirement in tax matters, narrow sectoral in-
terests have thus prevented meaningful steps toward the European integration of
international tax policy. Against this background, the adoption of a CCCTB re-
mains highly uncertain, whereas a switch to qualified majority voting (QMV) in
tax matters, which requires an amendment of the Lisbon treaty, can be excluded
in the short to medium term (Wasserfallen 2014).

If member states still decided to share their competence over direct taxation,
for instance within the context of a grand political bargain for political integra-
tion, the principle of “no taxation without representation” would command a
thorough overhaul of the current decision-making process. The president of the
Commission, which holds the right to initiative and would therefore elaborate the
EU’s common tax policy, would have to be elected either directly by European
voters or by the European Parliament (EP). As a result, the Commission’s tax pol-
icy agenda would be further politicized, responding to party ideology and the
fairness concerns of voters. To ensure budgetary authority rests with parliament,
as is usually the case in democratic systems, the EP would also have to enter the
legislative process on an equal footing with the Council of the European Union.
Accordingly, the Council would have to switch to QMV on tax matters to pre-
vent individual member states, and their dominant industry sectors, from veto-
ing reforms supported by the Commission and an EP majority. The locus of lob-
bying would shift from national capitals to Brussels, where business power
would be greatest for groups that can access deputies from across the EU and
threaten them with divestment. Hence, influence will depend on Europeanization.

Explanations of government preferences on global tax policy other than the
interaction of business power with barriers to regressive tax reform have impor-
tant shortcomings. The salience of normative claims by ideological groups greatly
depends on the ethical predisposition of government parties. Chapters 3 and 4
demonstrate that the arguments of libertarian lobbyists against the OECD’s harm-
ful tax competition project had no impact on the position of the Clinton admin-
istration and resonated only partially with the Bush administration. Republican
officials adopted libertarian arguments when they addressed the officials’ norma-
tive attachment to competition. Yet they ignored arguments that clashed with
their law-and-order instincts. Accordingly, the Bush administration stuck to the
OECD’s limited information exchange agenda despite concerns over privacy
voiced by libertarian lobby groups. This effect is likely to be similar at the other
end of the political spectrum. Normative claims by the Tax Justice Network, a left-
leaning nongovernmental organization, for instance, should resonate more with
center-left than with conservative governments. Accordingly, ideological groups
would have to change voter preferences to a considerable degree to impact the
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tax policy choices of governments from the opposite political camp (cf. Emmeneg-
ger and Marx 2019).

Likewise, a recent financial crisis is not a good predictor for government pref-
erences on global tax policy, irrespective of the potential causal mechanism one
considers. Chapter 3 shows that the Clinton administration adopted new report-
ing requirements for foreign banks at a time when the federal budget was bal-
anced. Like FATCA a decade later, the Clinton administration’s qualified inter-
mediary program faced little opposition from US finance not because the sector
was on the defensive but because the requirements mainly affected foreign banks,
thereby creating competitive advantages for US institutions. Moreover, chapter 5
makes clear that President Obama had already defined his tax policy priorities in
2007, before the failure of Bear Stearns and the adoption of the first bailout and
stimulus packages. In general, budget constraints are a bad predictor of a gov-
ernment’s global tax policy choices because of the many ways in which these con-
straints can be addressed. A spending cut or a hike in indirect taxes could be just
as effective as an increase in tax compliance. Hence, it is more important to know
how the government party generally wants to distribute the burden of financing
the state among different social groups. Finally, a recent financial crisis may in-
crease the political salience of revelations showing that wealthy individuals and
multinational corporations do not pay their fair share of tax. So far, however,
popular demand for change has not enabled the implementation of reforms op-
posed by powerful interest groups in the United States, the international tax sys-
tem’s hegemonic power. Proponents of tax justice will thus have to find ways to
change the calculus of US multinationals to further advance their agenda.






Notes

1. CHANGE AND STABILITY IN GLOBAL TAX POLICY

1. Investors may use secrecy jurisdictions for purposes other than tax evasion. In-
stead of hiding assets from the tax office, investors may hide assets from spouses to frus-
trate requests for alimony in case of divorce, or from creditors to avoid the repayment of
debt. Whatever the main motive, however, it is likely to concur with tax evasion, since
declaring assets to the tax office is most likely to also bring them within the reach of
spouses and creditors.

2. Interview with former Austrian minister of finance, July 10, 2014.

3. Interviews with member of the Austrian Parliament, July 8, 2014; tax policy adviser
to the Austrian Greens, July 9, 2014; tax policy adviser to the Austrian chancellor, July 16,
2014; Austrian OECD diplomat, March 7, 2014.

4. Bank secrecy had existed in Switzerland long before Adolf Hitler was elected Reich
chancellor in 1933. The Swiss Bankers Association spun this narrative only once the Allies
began to investigate its financing activities for the Axis powers toward the end of World
War II (Guex 2000).

5. Interviews with European Commission official on June 13, 2018 and with two aca-
demic experts on EU tax policy on August 23, 2018.

6. Interview with partner and manager in Austrian tax law firm on July 7, 2014.

7. Interview with partner in US tax law firm on April 17, 2015.

8. Interviews with former US Treasury officials on April 13 and 15, 2015.

9. According to Clausing (2016) the US fisc lost $77-$111 billion to corporate tax
avoidance in 2012. Torslov, Wier, and Zucman (2017) estimate that US multinationals
diverted 63 percent of their foreign profits to tax havens in 2016, causing a tax revenue
loss for the United States of $70 billion. At the same time, Zucman (2014) estimates that
the revenue cost of tax evasion by US households with offshore accounts amounts to $36
billion annually.

10. Interview on April 13, 2015.

11. A Nexis search for “Qualified Intermediary Program” in all English-language news
retrieved six articles between August 2006, when the first PSI report was released, and De-
cember 2007. A Nexis search for “Qualified Intermediary Program” in all English-language
news retrieved forty-one articles between July 2008, when the second PSI report was released,
and December 2008, but only three articles between January and June of the same year.

12. Alex Cobham is the current director of the Tax Justice Network, a nongovernmental
organization (NGO) advocating for tougher international rules against tax evasion and
avoidance.

13. According to the benefits principle, a source country is entitled to tax the active
business income of a permanent establishment under its jurisdiction. The royalties, divi-
dends, and interest this permanent establishment pays to its parent company, however,
are in principle taxable in the latter’s country of residence. According to the OECD’s
model tax treaty, source countries retain the right to levy limited withholding taxes on div-
idend and interest payments but not on royalty payments (OECD 2014d, Art. 10, 11, &
12). Moreover, the United States strikes bilateral tax treaties with foreign countries that
reduce withholding taxes on interest paid to US firms to zero (US Treasury 2016, Art. 11).
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2. POWER IN INTERNATIONAL TAX POLITICS

1. Tax evaders invest offshore to strip their capital income of its tax burden. As a re-
sult, offshore wealth grows faster than onshore wealth (Alstadseter, Johannesen, and
Zucman 2017a; Harrington 2016). Yet this possibility exists only as long as an individual
who is in principle liable to tax on her worldwide income manages to hide her offshore
account from her local tax office. Therefore, the level of financial secrecy has a direct ef-
fect on the after-tax return to offshore portfolio investment.

2. Since the 1920s, when member states of the League of Nations created the current
international tax system, the prevention of double taxation, which requires reconciliation
of the source and residence principles, has been the main purpose of international tax law.
The OECD’s Model Tax Convention provides governments with two reconciliation meth-
ods: residence countries can exempt their residents’ foreign income from taxation altogether
or credit foreign taxes against the domestic tax. The credit method is most widespread
but applies only once companies repatriate their foreign profits in the form of dividends,
interest, or royalties. Therefore, companies can defer tax payments by hoarding profits
offshore for an indefinite amount of time or until the government grants them a repatria-
tion tax holiday (Rixen 2008, 57-60; Pinkernell 2012).

3. The EU has been identified as a single actor with great power status in the regula-
tion of finance, trade, and many other areas of economic governance (Bach and Newman
2007; Drezner 2008; Meunier and Nicolaidis 2006; Posner 2009).

4. The OECD Model Agreement links source country status to the presence of a PE. A
PE is a place of effective management or production. This may also include an Internet
server wholly owned or controlled by a foreign company that is used to process product
sales and payments. Yet tax authorities have to determine in every case whether the auto-
matic processing of sales and payments is a core element of corporate activity. Source-
country status in e-commerce therefore remains a contested issue (Pinkernell 2014,
28-30).

5. FATCA also obliges participating institutions to levy a withholding tax on pass-
through payments from the United States to nonparticipating institutions. This require-
ment is meant to reduce the attractiveness of business with nonparticipating institutions
and to extend the reach of FATCA beyond financial institutions with business in the
United States (Grinberg 2012).

6. Decisions on administrative assistance in tax matters are decided by unanimity in
the Council of Ministers. The directive introducing the AEI in the EU does not provide
for sanctions against third states not applying this standard in their relations with mem-
ber states. Moreover, any mandate for negotiations with third states on an AEI agreement
also has to be granted by unanimity (cf. European Union 2014b).

7. According to data from the US Bureau of Labor Statistics (2017), all private
households and service providers catering directly to households create about as much
employment in the United States as half of the manufacturing sector.

8. The steps are as follows: (1) formation of government preferences at the domestic
level, (2) interaction of government preferences in determining great power strategy,
(3) great power strategy producing the outcome.

3. COUNTERING HARMFUL TAX PRACTICES

1. Searches of LexisNexis and HeinOnline using various combinatons of the keywords
“OECD,” “harmful tax,” “bankers,” “finance,” “American,” “Florida,” and “Texas” do not
retrieve any documents suggesting that banking associations from Florida or Texas openly
opposed the HTC project. In this context, criticism is always directed against new do-
mestic reporting requirements.
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2. In any event, the CFA had first decided to postpone sanctions against uncooperative
tax havens to 2001, and later even extended the deadline for full cooperation by tax ha-
vens to 2005.

3. Interviews with lobbyist for US multinationals on April 23, 2015, and with partner
in tax law firm on June 22, 2015.

4. For further tax planning strategies using hybrids to circumvent subpart F see Office
of Tax Policy (2000); IRS (1998b); West (2005).

5. IRS Notice 98-35 revokes Notice 98-11 and corresponding temporary regulations.
Notice 98-35 also presents a new set of regulations. However, these were placed under a
moratorium until 2000, when Congress expected to have finished its analysis of subpart F
(Cooper and Torgersen 1998).

6. Interviews with former US Treasury officials on April 15 and 17, 2015.

4. THE SWIFT RETURN OF TAX COMPETITION

1. The Bush team’s calculations apparently relied on an overly optimistic projection of
GDP growth at an average 2.7 percent over the following ten years.

2. The group included Nobel Prize winners Milton Friedman, Robert Lucas, James Bu-
chanan, Gary Becker, and Robert Mundell. For the crucial role these economists have
played in the “neoliberal thought collective” see Mirowski (2013).

3. Hacker and Pierson argue that Republican representatives in the House are more vul-
nerable to campaigns by anti-tax lobby groups such as the Club for Growth or Americans
for Tax Reform than incumbent senators, which is the reason Republican representatives
almost unanimously accede to requests from these groups.

4. The split Senate extended the cuts by two years in 2010, so the cuts eventually ex-
pired on January 1, 2013.

5. Interviews with former US Treasury officials on April 15 and 17, 2015.

6. Testifying at a Senate hearing on tax haven abuse, O’Neill was eager to dispel allega-
tions that he was turning a blind eye on breaches of US tax law (cf. O’Neill 2001b).

7. According to Mirowski (2013), the Mont Pelérin Society and George Mason Uni-
versity are key players in what he describes as the “neoliberal thought collective.”

8. Interview with former US Treasury official on April 15, 2015.

5. THE EMERGENCE OF MULTILATERAL AEI

1. A Nexis search for “Qualified Intermediary Program” in all English-language news re-
trieved six articles between August 2006, when the PSI report was released, and December 2007.

2. A Nexis search for “Qualified Intermediary Program” in all English-language news
retrieved forty-one articles between July and December 2008, but only three articles be-
tween January and June 2008.

3. Interview on March 6, 2014.

4. Interviews with OECD diplomat for large member state on March 6, 2014; member
of German parliament on November 14, 2014; and former undersecretary of state in Ger-
man ministry of finance on January 28, 2015.

5. Interviews with former US Treasury officials on April 13 and 15, 2015.

6. Interview on April 13, 2015.

7. Interviews with senior French tax official on March 14, 2014; former undersecretary
of state in German ministry of finance on January 28, 2015; and senior German tax official
on March 3, 2015.

8. Interview with former US Treasury official on April 15, 2015.

9. Interviews with members of German parliament on October 8 and 16, 2014, and on
November 14, 2014.
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10. Interviews with former undersecretary of state in German ministry of finance on
January 28, 2015, and senior German tax official on March 3, 2015.

11. Interviews with former US Treasury officials on April 13 and 15, 2015.

12. Interviews with former US Treasury officials on April 13 and 15, 2015.

13. Interviews with former undersecretary of state in German ministry of finance on
January 28, 2015, and senior German tax official on March 3, 2015.

14. Interview with senior French tax official on March 14, 2014.

15. Interview on April 15, 2015.

16. According to an OECD tax official interviewed on March 6, 2014, this wording was
understood as obliging signatories to cooperate with the OECD in establishing multilat-
eral AEL.

17. Interviews with member of the German parliament on October 15, 2014; with
former undersecretary in German ministry of finance on January 28, 2014; and with se-
nior German tax official on March 3, 2015.

18. Interviews with members of the German parliament on October 8 and 16, 2014, and
on November 14, 2014.

19. Interview with member of the German parliament on October 16, 2014.

20. Research by academics and journalists later revealed that Swiss and Luxem-
bourgian wealth managers had created or purchased a massive number of mostly Pana-
manian corporations on behalf of their clients just after the Savings Directive and
Agreement entered into force in 2005 (cf. Johannesen 2014; Obermayer et al. 2015).

21. These attempts were made in January 2009, January 2010, May and July 2011, and
May and November 2012 (cf. Council of the European Union 2009, 2010, 2011a, 2011b,
2012a, 2012b).

22. For coverage of the negotiations during each of the Council meetings listed in note
21 see Schweizerische Depeschenagentur (2009, 2010, 2011a, 2011b, 2012) and Council
of the European Union (2012b).

23. Translation from Luxembourgish by the author.

24. Interview on May 24, 2013.

25. Interviews with OECD diplomat for small member state on March 5, 2014; with
OECD diplomat for small member state on March 7, 2014; with senior French tax official
on March 14, 2014; with European Commission tax official on March 28, 2014; and with
senior German tax official on March 3, 2015.

26. Interview with senior Austrian tax official on July 14, 2014.

27. Interview on March 3, 2015. Translation from German by the author.

28. Translation from German by the author

29. Interview on March 6, 2014.

30. Interviews with OECD ambassador for small member state on March 4, 2014,
and with OECD diplomat for large member state on March 6, 2014.

31. Interview on April 15, 2015.

32. Interview on April 13, 2015.

33. Interviews with former Treasury officials on April 13 and 15, 2015.

34. Interview with partner and manager of Austrian tax law firm on July 7, 2014.

35. Interview on April 15, 2015.

36. Interview on January 28, 2015. Translation from German by the author.

37. Interview on March 3, 2015. Translation from German by the author.

38. Interview on April 17, 2015.

6. THE BEPS PROJECT

1. Interview with tax adviser to the German finance ministry on June 22, 2015.
2. Interview with senior German tax official on March 3, 2015.
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3. Interviews with tax adviser to the German finance ministry on June 22, 2015, and
partner in US tax law firm on April 17, 2015.

4, Interview with senior German tax official on March 3, 2015. Translation from Ger-
man by the author.

5. Interview on April 21, 2015.

6. Translation from German by the author.

7. Interviews with senior tax lobbyist for US multinationals on April 23, 2015, and
partner in US tax law firm on April 17, 2015.

8. Interview on March 3, 2015. Translation from German by the author.

9. The author served as senior adviser to the OECD in the elaboration of the BEPS
project.

10. Out of a total of 9,316 pages received by the OECD during public consultations on
the BEPS project, 3,014 are devoted to transfer pricing; 1,177 to CbCR; and merely 577 to
CFC rules.

11. Submissions from the Silicon Valley Tax Directors Group (SVITDG 2015) and the
United States Council on International Business (USCIB 2015) also included in the com-
pendium of public comments convey the same points of criticism.

12. This statement matches the key points of criticism expressed by PwC (2015), an-
other big four accounting firm, in its submission to the OECD.

13. Interview with senior lobbyist for US multinationals on April 23, 2015.

14. Interview on April 23, 2015.

15. Special measures were sometimes interpreted as CFC rules, but they do not appear
in the corresponding final BEPS report (cf. OECD 2015b).

16. Interview with tax adviser to the German government on June 22, 2015.

17. The author also shows that Amazon has begun to change its tax structure in Eu-
rope so as to unambiguously subject itself to taxation at source.

18. That is, a source country wishing to apply the new definition to corporations re-
siding in the US, Luxembourg, or Ireland faces the difficult task of renegotiating the cor-
responding bilateral tax treaties and convincing its treaty partners to abandon their gen-
eral reservation in the process. At present, this result seems highly unlikely, especially
when the US government is the treaty partner.

19. The twenty-five countries include Andorra, Australia, Austria, Belgium, Canada,
Fiji, Finland, France, Germany, Greece, Ireland, Italy, Japan, Liechtenstein, Luxembourg,
Malta, the Netherlands, New Zealand, Portugal, Singapore, Slovenia, Spain, Sweden,
Switzerland, and the United Kingdom.

20. The authors show that the diffusion of bilateral tax treaties is in part driven by the
competitive advantages such agreements afford corporations interested in investing
abroad.

21. With the adoption of the Interest and Royalties Directive in 2003, withholding taxes
on interest and royalty payments between related firms of different member states were
abolished.

22. Yet the Alliance of Liberals and Democrats for Europe (ALDE) managed to intro-
duce a safeguard clause protecting multinationals against the release of sensitive informa-
tion (Amendment 82). Deputies on the left fear this will allow many companies to cir-
cumvent public reporting (cf. De Masi 2017).

23. According to the draft directive, public CbCR would apply to all firms with a PE
in the common market that earn more than €750 million in annual revenue. In contrast to
the BEPS recommendations, this provision implies that firms that are not headquartered in
the EU would also be obliged to publish information. Therefore, were the United States to
withhold information received from parent companies, this would not make much of a
difference. Accordingly, alternative sanction mechanisms, including the application of
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section 891 of the US tax code through which taxes on companies from a country that is
considered to impose discriminatory taxes on US multinationals could be doubled, are
currently being debated (cf. Grinberg 2016b).

24. Although the measure was clearly conceived to respond to public concern over tax
avoidance, the measure fit in neatly with the conservative government’s tax-cut-cum-
base-broadening strategy. While the diverted profits tax limits profit shifting out of the
United Kingdom, the parallel introduction of a tax break for multinationals’ overseas fi-
nancing activities provides an additional incentive for shifting profits toward the United
Kingdom. In addition, the Tories also reduced the statutory corporate tax rate from 26 to
19 percent and introduced another tax break for research and development activity.
Overall, the United Kingdom intensified international tax competition instead of limiting
it (cf. Hakelberg and Rixen 2017).

25. The term “joint decision trap” was coined by Fritz W. Scharpf (1988) to describe
deadlock in decision-making processes that are marked by a unanimity requirement and
divergent interests among involved actors.

26. According to Gerda Falkner (2011, 12) “unsettling” and “pressurizing” are two strat-
egies through which the Commission can change member states’ opportunity structures
and thereby find an exit from the EU’s joint decision trap.

7. FROM HEGEMONY TO TRANSATLANTIC TAX BATTLE?

1. Translated from German by the author.

2. Interview on March 3, 2015. Translated from German by the author.

3. Interviews with senior French tax official on March 14, 2014, and senior German
tax official on March 3, 2015.

4. Interviews with European Commission official on June 13, 2018, and two academic
experts on EU tax policy on August 23, 2018.

5. In common law countries, the beneficiary of a trust is taxed only once she receives
distributions. Civil law countries do not recognize trusts. Therefore, a resident benefi-
ciary of an Anglo-Saxon trust would be taxed currently on the trust’s earnings. For this
reason, residents of continental Europe must keep their trust arrangements secret from
the tax office to reap the fiscal benefits of these arrangements.
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