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collectively. To put it another way, citizens through their pdltinstitutions may
choose to consume collectively in the same way as households allocate the family
budget.

Just as in a family, of course, not all are income earners so we may as a society may
choose to shareredistributexsome of our collective remeies to ensure that those with
smaller incomes are not excluded from such publactywided goods as education or
health as well as to supplement their ability to obtain such privatelyided goods as

food or shelter. Moreover, we may as a community atsothe tax system to alter the

risks and rewards associated with various choices that we as individuals may make with
respect to how we spend our private incomes.

The larger the public sector, the more important it is to have as efficient, equitable and
administrable a tax system as possible. What constitutes a good and feasible tax system
for any country at any time depends on a host of primary social, political and economic
considerations and choices. This paper considers both the objectives tloat taxg

system may attempt to achieve and some criteria that may guide not only the initial
design and implementation of taxes but also subsequent adaptations to changes in
domestic and international circumstances that may make the tax system lesseffectiv
in achieving its objectives.

7KH QDWXUH RI D FRXQWU\TVY WD[ VI\VWHP LQHYLWDEO\
society through its political institutions decides to place on different objectives and the
extent to which tax instruments are explicidr implicitly intended to achieve those
objectives. As an eminent American jurist (Oliver Wendell Holmes) once said, taxes

are the price we pay for civilization. It is not surprising, then, that many of the criteria
commonly associated with identifyirapd devising good tax policy reflect notions of
fairnesstt- sometimes considered the glue of a democratic soecigtyhe distribution

of tax responsibilities. The collective consumption effected through taxation both
facilitates civil society and ealishes its boundaries. Private opportunities for benefit

and gain to a substantial extent depend on the existence of a civil society that permits
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percentage change in GDP (or potential tax base, such as personal income). Elasticity
equal to one, for example, means that tax revenues will remain a constant share of GDP.
Elasticity greater than oriedicates that tax revenues grow more rapidly than income.

In principle, over time revenues should on average grow at about the same rate as
desired expenditures (that is, the inceatesticity for revenues and expenditures should

be the same). As an expla, over the 19700 period the buoyancy of general
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occupational choice and a better quality of life for Canadiighsvernment of Canada

:KDW WKLV PHDQV DPRQJ RWKHU WKLQJV DV WEK
that fax policy involves more than decidingwanuch revenue must be raised. An
equally important policy issue is the design of a scheme of taxation and its impact on
individual and corporate incentives and behaviadfGovernment of Canada (2008),
62). Of course, similar concerns are importastrein a solely domestic context.

1.3 The Costsof Taxation

1.3.1 Administrative Costs
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1.35 Taking account of tax costs

To minimize imposing unnecessary costs through taxation, experience suggests three
general rules should be followed.

Tax Base Breadth

First, tax bases should be as broad as possible. A-besadl consumption tax, for
example, will still discourage workffort but at least such a tax reduces distortions in
consumption by taxing a broader range of goods and services uniférmlymore
broadlybased consumption tax like a valagded tax that encompasses a wide range

of services is thus more efficient thanost retail sales taxes like those levied by US
VWDWHYV ZKLFK H[FOXGH PDQ\ VHUYLFHV DQG WD[ PLC
computers and other office equipment), essentially because the former is less likely to
distort consumption (and investment) dians. A few items, such as fuel, tobacco
products and alcohol, may be taxed at a relatively higher tébe administrative
simplicity, preferably a rate imposed through separate excise-taaitiser because of
regulatory reasons or because the denfianthese products is relatively unresponsive

to taxation. Finally, for similar reasons, in principle the tax base for income tax should
also be as broad as possible, treating all income, no matter from what source, as
uniformly as possiblé&?

Tax Rates mad Rate Induced Distortions
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institutions as having resolved all such debates! In the practical policy world if, from
the perspective of social and economic inequality, what matters in the end is thie overa
impact of the budgetary system on the distribution of wealth and income then both
expenditures and taxes should be taken into account. Taxes affect equity in many and
complex ways, and different citizens may view many of these consequences differently.
Some may wish to favour cities and those who live in them, for selfish or developmental
reasons; for similar interested or disinterested reasons, others may wish to favour
farmers and those who live in rural areas. Similarly, some may wish to favour rich
savers in the name of growth and others the poor in the name of fairness and
redistribution. However, since presumably all are ultimately interested in outcomes,
good tax policy should be based as much as possible on evidasee research into
consequeces rather than faibased presuppositions. Equally, there is much to be said
for ensuring that the debate on both evidence and philosophy should be as inclusive as
possible and that due attention is paid to ensuring procedural equity through as open,
transparent and comprehensive a policy process as possible.
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socially or politically essential as one component of maintaining and sustaining the

state. On the other hand, if the major concern is to help those who mokeigdtat

objective is much more likely to be achieved through expenditure than tax policy, and

the policy balance may shift from progressive to more proportional means of financing
UHGLVWULEXWLYH H[SHQGLWXUHYV DVILRVHHRRXQ@WOLHNWV
northern Europé’

1.4.6 IncidencexWho Pays?

Turning back to economics, in order to determine the fairness of a tax regime, one must
DOVR FRQVLGHU FDUHIXOQVZRRR HFHRR® LYV /DN \F DG HW K
of taxation. The person or entity required by law to pay a tax need not be the one whose
economic weHbeing is reduced by the imposition of the tax. In the end taxes always
MEXUGHQY RU IDOO RQ LQGLYLGXDOV LQ WKHLU UROHV I
captal) suppliers and not on corporations or other institutional abstractions. For
example, although the VAT requires firms to pay VAT on their sales, it is both expected

and likely true that the real economic incidence of the tax falls on the ultimateremsu

Similarly, although motor fuel taxes are in practice collected from distributors in most
countries, the full burden of such taxes is usually considered to be borne by consumers

just as the full burden of the personal income tax is usually assumedtorie by the

person who pays it. In all these cases, however, these are at best plausible assumptions
rather than empiricallpased facts. In other instances, even plausible assumptions

about who actually bears the economic costs of taxation arediand.t For example,

property taxes may be ultimately paid (in the sense of reducing the income of) either
owners of land and capital (who also bear the legal incidence) or by the users or renters

of the property, depending upon market conditions. Askimga definitive answer

about which groups, let alone individuals, pay the property tax is like asking for
certainty about which team will win the league championship in any year.

Who pays the corporate income tax is even more difficult to assert wittoafidence,
especially in an open economy such as Cangdhal, to some extent, most countriés.
Corporations are in essence simply legal constructs. Taxes imposed on corporations
ultimately must fall on individuals: but which individuals? Conceptuyaityrporate
income taxes may lead to shareholders (or, perhaps even the owners of all forms of
capital, including houses and pensions) receiving lower returns. Or they may result in
consumers paying higher prices, or workers receiving lower wages, oomrsgivable
combination of these outcomes. In addition, the immediate impact of a tax in the short

17 A useful discussion of the role tax policy plays in these countries may be found in Lindert (2004).

18 Although this point is not strictly relevant to the incidence issue siégzliin the text, we should note
WKDW XQOLNH WKH FDVH LQ WKH 8QLWHG 6WDWHYV &DQDGDTV FRU
extent with the personal income tax for Canadian residents. Nonetheless, Canada, like most countries,
continues toimpose some corporate income tax that is not offset by credits at the individual level.
Although we also do not discuss here other possible rationales for corporate taxation as a means of taxing
HFRQRPLF pUHQWYVY DQG LQFRP HtibWwdrth ot & rétent lsdRgurrentitat thel VL G HQ W
corporate income tax is an important part of the tax system primarily because it can (and does) serve as a
an important regulatory instrument (A¥bnath 2011). In thigane tax
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run may differ substantially from its incidence in different macroeconomic (cyclical)
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information supplied by taxpay®rand related third parties such as banks, other
businesses, and tax practitioners, particularly accountants. Tax officials must be able to
know about and collect the information needed for effective administration from
taxpayers, relevant third partiesidaother government agencies, all of whom need to
comply with their reporting responsibilities. The administration must store all this
information in an accessible and useful fashion. And, most importantly, it must use the
information to ensure that th@svho should be on the tax rolls, are, that those who
should file returns, do, that those who should pay on time, do, and that those who do not
comply are identified, prosecuted and punished as appropriate. All this is easy to say
but hard to do. Howevetthe task is not impossible and for the most part tax
administrators in most developed countries manage to do a relatively good job.

As we discuss further in Section 2, howevémbglization confronts tax administrations

with new and difficult problems.For example, tax administrations must ensure that
revenues and expenses occurring in other countries are properly calculated in
determining taxable profits for the corporate income tax, and that export credits and
refunds are properly handled under VATSLNH & D Q D G D ENforcthd@ a+téx’
system is neither an easy nor a static task in any country. It is especially difficult in an
open economy with many crebsrder transactions and in rapidly changing economic
conditions like those in recent decadémless this task is tackled with seriousness and
consistency, however, even the best designed tax system will fail to produce good
results.

1.6 Taxation and Growth
1.6.1 Is there a connection?

Growth is seen by many as an objective that tax pshioyld accommodate. Although
much has been written and said about the effects of taxation on growth, there is still
much we do not understand about this complex subfjeConsider, for example, the
tradeoff between growth and equity. Most people woiké ko be richer. Many may

also want the increased wealth to be distributed fairly. Are these objectives compatible?
As mentioned earlier, collective action through the fiscal system presumably to some
extent makes us better off both as a communityanishdividual citizens. However,
many may be less aware of the public benefits than of the private costs of giving up
control over some of their resources to the government. Measuring public interests
through the lens of private interest obviously distgrerceptions of what is good tax
policy. For this and other reasons, although many theoretical and empirical explorations
have been made of the potential growtuity tradeoff, no simple or definitive answer

to this key question is possible.

What sees clearer, however, is that there is no magic tax strategy to encourage
economic growth. Some countries with high tax burdens have high growth rates and
some countries with low tax burdens have low growth rates. Looking at the relationship
between growtlnates and tax rates in Canada over the last 50 years shows, for example,
that Canada has had some of its periods of fastest economic growth during those years
where the tax rates were the high€sOf course, this does not in any way imply that

19
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high tax ates are the key to economic growth. It may be that growth rates in Canada
would have been even higher in years with high tax rates if rates had been lower. The
point is simply that the relationship between taxes and growth is complex. Just as
nominal taxrates often provide little information as to the real effective tax rates
imposed on different individuals and different activities-@RP ratios alone convey

no information about the level and productivity of the government infrastructure and
services asociated with those tax dollars.

1.6.2 Growth Strategies

Consider what a tax system might look like if economic growth were the main policy
objective. For one thing, to avoid discouraging entrepreneurship arikisk), there
would probably be little ono taxation of profits since such taxes make these activities
less rewarding. In particular, there is little economic rationale for taxing what
economists often caflormal profits, by which they mean (more or less) the average
rate of return available f
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A second growtloriented tax strategy might be to tax consumption more than income.
Thedifference between consumption and income is saving, and from the perspective of
encouraging, more saving is usually better than less. If domestic savings are essential

to financing domestic investment or if for some (not very clear) reason a premium is

placed on having domestic savers invest in domestic investment, an argument can be
made for taxing income from savings more lightly or at least for having domestic saving
LQYHVWHG LQ GRPHVWLF FRPSDQLHVY WD[HG PRUH OLJK'
SHUVRQDO WD[ LQWHJUDWLRQY IRXQG LQ &DQDGD IRU t
such objective. Most importantly, however, in addition to a relatively low and stable tax

on profits a purely growtlrriented tax system may thus place heavier reliamca o
broadbased consumption tax such as the VAT.

1.6.3 Growth versus other objectives

What is conspicuously missing in this picture, of course, is any explicit mention of a
personal income tax or any concern for fairness in taxation. However, frovagdebr
perspective, such a tax may also be considered to be a critical component of the design
and implementation of a sustainable tax system in a democratic setting, just as in Canada
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In principle, the tax system can certainly be used to encouragecourhge certain
activities. For example, taxes can be used to correct market failures such as positive or
negative externalities. Externalities exist when market prices fail to reflect all the
benefits or costs associated with an activity. The clasgative externality is pollution.

Firms that pollute affect the welfare of others, often in a way that is outside the market
mechanism. The presence of externalities could prompt different types of government
action. The government could regulate the astilsly providing rules of conduct and
penalties for failure to comply. It could establish clear property rights, such that all
affected parties would be brought together and bargain in a manner that could result in
the parties accounting for the costs aeddfits of their activities. An alternative (or
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leakage to unintended potential claimants, their effects may differ substantially from the
stated intentiod® On the whole, it seems all too likely that in most countries far more
WD[ uWLQN
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objectives that shape Canadian taxation may extend much beyond the conventional
trinity of equity, efficiency and administrability with which this section began. Much
the same may be said in many other coaatri

2. TAXPOLICY INTHE PNEW fWORLD ECONOMY

What is good (or even feasible) tax policy becomes even more complicated when one
recognizes that the geographic borders do not define the limits within which tax policy
decisions focused on the welfareatizens take place. Countries no longer have the
luxury of designing and implementing their tax systems in isolation. The
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FRXOG EH pIL[HG XSY DORQJ WKH OLQHV MXVW VNHWFKH
MHULIJKW 7KLV DSSURDFK GLG y@ieed/nd Rask\hadvHEvEN W K H Q
the importance of international developments to Canada and the erosion of
technological and physical impediments to c#oseder economic flows, the

distinctions between home and foreign (or onshore and offshore) establishiesl by t
WUDGLWLRQDO SDUDGLJP GR QRW SURYLGH FOHDU J;
international fiscal economy. International concerns can no longer be relegated to a
VHFRQGBRQWUDEBOH LQ IRUPXODWLQJ WD[ SROLF\ LQ HFR:
border flows.

The New ContextSeamless Interaction

Over the last few decades, many business operations have changed drastically in the
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The increasingly pervasive international aspect of tax policy may surface directly in
reVSRQVH WR RWKHU FRXQWULHVY FKRLFHV DV HDUO\
introduced a new system of accelerated depreciation for manufacturing and processing
in part as a response to a tax export subsidy established by the United States. More
recerily, many countries have engaged in competitive downward moves of corporate
income tax rates. Reflecting this, much recent discussion of international tax policy
reform has been driven by the interests of multinational and global business enterprises
in synthesizing a competitive effective international tax rate. Although these enterprises
exist as constellations of separate accounting entities, they are economic units that are
constantly, through various intfaam dealings, reestablishing their economimity in

relation to similarly placed enterprises. The transfer pricing issue in tax policy is
concerned with detecting when such dealings cross justifiable economic limits and in
effect become devices to redefine and spiftfits to where tax is leasSince there is

no international tax system as such, in effect the artificial subdivision of economic units
into legally separate accounting units results in a process of fischkefielis economic

actors mix and match elements of the different takesys facing them until their tax

cost of doing business is comparable (or lower) than that of their competitors.

JURP D WD[ UDWKHU WKDQ EXVLQHVY SHUVSHFWLYH puLC
emerge from the adoption of such tax policy norsshe CEN and CIN approaches
mentioned earlier, or most explicitit and collaboratively-- through bargained
accommodations by way of tax, trade and other treaties. The main playing ground
currently is how to measure and tax international business ineamed indirectly

through foreign legal constructionsforeign affiliates or more generally controlled

foreign corporations. Whether and how taxation of such income should be deferred and

any foreign tax recognized, is far from a decided issue. Thedpphbach is to apply

the home tax system without regard for where the income is earned, crediting foreign

tax up to the home (residence) country tax liability. The CIN approach is to give
primacy to source country taxation by exempting such income fesidemce country
WD[DWLRQ RQ WKH JURXQGV WKDW GRLQJ VR LV LQ WK
interest. Both approaches focus on the effective income tax rate and assume, rather
optimistically, both that domestic and foreign income measuresparepriate and that

all relevant expenses are appropriately aligned with domestic and foreign revenues
respectively.

When national economies are relatively autonomous, countries have considerable
latitude in pursuing their own distinct policies. The quitifferent notions of

competition embedded in CEN and CIN are not a big issue when the elasticity of capital
flows to effective tax rates is relatively low. However, as the economic context becomes
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As already noted, such problems are musticeable with respect to international
business income. The commonly acceped) PV O H Q JVoKm&aduing énd U G
allocating among taxing jurisdictions the international income of business enterprises is
intended to provide a basis for national texa of the gorrectf
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becoming increasingly well informed about and influenced by developments and
approaches in other countries.

7D[ SROLF\ KDV DOzZD\V EHHQ WR HARIP B SES[\WRHDXJFW D HREZHWY
past is not the future. Those concerned with the design and implementation of tax
systems need to look ahead and consider carefully whether the policy and administrative
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the country in question attribute the financing charge to the foreign underlying income,
the final outcome of the national disallowance of a financing charge is unclear since that
outcome depends on how both the foreign country and the midtiahfirm react.

Once international considerations are introduced, tax policy becomes enormously more
complex because it must consider not only potential taxpayer reactions but also those
of other taxing jurisdictions.

2.2.5 Defining the tax base-necessesy accommodations

This brief discussion of four of the key building blocks of any income tax system
illustrates some of the ways in which why international developments may force some
rethinking of tax policy conventions. The underlying theme is that there are
increasinglypractical as well as theoretical limitations to the usual guidelines of taxation
set out in Section 1. No country is likely simply to abandon its tax claims in favour of
the interests of another country when it comes to taxpayers having some recegnizabl
connection to both unless there is a significant reason to do so in its own interests.
Indeed, it is this axis of interestcountry to country acting as if they were economic
actors in relation to each other through their respective taxpateass acounts for the
internationalization of tax policy and rules, and gives rise to the complex administrative
web manifest in tax treaties, information sharing, transfer pricing agreements among
taxpayers and tax administrations, and the like. However,aristh discern very clear
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less and less the prime determinant of where the fruits of economic activity or necessary
capital reside, tax systems may need to utilize whatever connections or ties to the
potential tax base they can assert.

From a moe positive perspective, one might perhaps argue that there is how in effect a

larger shared interest among competing tax systems and, correspondingly, heightened
awareness and responsiveness in each country to the economic and tax policy
characteristics obther tax systems. In other words, tax policy objectives associated

with such hitherto theoretical conceptsraer-nation equity pIDLUY LQWHUQDWLRQ!
arrangements) have arguably become more impottartis line of thinking points in

the direction of the need for more explicit agreements among jurisdictions as to who

should tax what and how muehif only to ensure that anyone is to be able to tax much

in any fashion.

At the same time, however, the increased importance of-barder tax hses moves
administrability issues to the forefront. Even the {glestigned international (or, for that
matter national) tax will not work if it cannot be reliably collectedor instance,
because some key parameters are porous or indefinite, or béc#aisimply too
complex to expect adequate compliance even from diligent and honestfestfers or
adequate enforcement from even the best tax officials.

2.3 Rethinking the parameters of tax policy

One way or another, the message seems clear: a relatively open economy cannot
conceive its tax regime in isolation. It must increasingly do so in relation to the tax
regimes in place (or expected) in other jurisdictions. International tax policy may
perhaps best be thought of as domestic tax policy adjusted to accommodate adequately
the nature and transmission of highlue economic inputs (factors of production) as
well as outputs across borders, in a world in which most economies are relatively open
and
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LQFUHDVLQJO\ ODUJH VKDUH RI LQFRPH DULVLQJ IURP \
and financial structuring.

Practical tax policy and tax administration iscassarily driven by the observable
characteristics of economic systems, legal systems and business constructs on the basis
of which potentially taxable tax bases can be identified and measured. The basic
problem is that many of the key constructs on Whiarrent tax systems rely are
essentially fictional- such as corporations and various selfected outcomes (for
example, through elections (optional choices) to characterize a particular activity or tax
actor in a particular way). The fictional ungemings of fiscal outcomes become
accentuated as economic systems and business constructs more and more reflect the
significance of such intangible inputs as organizational and knowlealged
intangibles that may not even be forms of legally protectepgrty. In some instances

the functioning of the tax system may depend not only on the relevant actors (firms and
tax administrations alike) using accepted legal norms but also on concepts and
procedures that either do not have a normative analogue osimply be made up to

suit the immediate needs of tax regulation. For example, much contemporary
international transfer pricing now works more or less like this. Such fictions may be
useful, even necessary, to make the system work at all. Howevery axtenulate

over time the system as a whole may become less coherent as the fictions are
increasingly tested by circumstances with which they were not meant to contend. The
present patchwork of administrative devices and practices may have becomasio intr

to orderly tax administration that by default it has becaine system{ National tax
systems that rest on such shaky foundations cannot be reliably or compatibly co
ordinated with the equally shaky systems of other countries. Ideally, the penaofet

a tax system need to be capable of being grounded in a legal system in a cogent and
understandable way as well as in a way that reflects a measure of predictable symmetry
with the reactions of other countries.

In the international context, for exatapit may be that the first step towards designing

a coherent and practical tax framework is to reverse the current situation and to
acknowledge that the focus should be onggrceof economic contributions rather
than theresidenceof persons and etigs who may or may not be responsible for those
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WD[ SROLF\ FKRLFHV FDQ UHDOO\ EH WKRXJKW RI DV SX
be compatible with different choices made byldtd FRXQWULHYV ZLWK ZKLFK W
tax system is joined by force of circumstances. Who really controls the tax base?

3. THE NEXT GENERATION O F TAX POLICY OBJECTI VES
31 Reconsidering basic tax policy questions

Section 1 discussed several tax ppbbjectives and design criteria. For the most part,
that discussion implicitly proceeded as though countries could decide how to tax in
complete autonomy. As discussed in Section 2, however, in the modern world this
assumption is increasingly being &t Some basic questions about tax policy need to
be reconsidered in this context, particularly with respect to the taxation of international
business and capital income but also, more generally, with respect to suchdsedd
taxes as valuadded andncome taxes.

What is the tax basedn a more open economy should more attention be paid to
consumptiorbased than income based taxes? The present income tax in Canada, for
example, is to a considerable extent already really a consunfyatsad tax ttough its
WUHDWPHQW RI ERWK SHQVLRQV DQG KRXVLQJ VKRXOG
shift even further towards a more explicit consumptenbase? If it were to be shifted,
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extent the last, allocation, is the task of subnational governments. Arguably, however,

when for@s exogenous to the nation may, as the recent financial crisis shows,
effectively override national control over stabilization and distribution to a considerable

extent then in many ways the main role left to the central government too becomes the
allocaton function. In these circumstances, the highest ordgoeernmentjn effect

becomes little more than a sort of overarching supranational congeries of loose
HFRQRPLF DQG OHJDO DUUDQJHPHQWYV WKDW UHO\ HQ
MSROLWLNBDWVED IRU HQIRUFHPHQW SXUSRVHV 1DWLRQ
become more like subnational tax systems when the world in which they operate is such

that national tax policy outcomes are shaped in part both by international commercial
arrangementsra by various types of formal and informal regulatory collaboration

among tax authorities (as well as specific accommodations in treaties and other legal
arrangements). If so, there may perhaps be some lessons for national tax policy to be
learned from hev subnational tax systems work.

3.3 Multilevel Taxation

One principle of taxation in a multilevel system is that, to the extent possible, each level
of government should limit the exercise of its taxing authority to what it can do. In
effect this is anodified version of the benefit principle that contemplates some measure
of correspondence between taxes levied and the benefits garnered by those paying the
taxes. Taxes with broader societal objectives, intended either to define the major
parameters of
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these factors more explicitly even within an open economy framework. The traditional
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