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Government performarnce is one of the major problems of our time. While governments are
generally considered to be rother inefficient and costly, politicians and bureaucrats seem o have
litle interest in providing those setvices which the citizens really wont. The goat of this short
comment Is to show that lox competifion is the crucial mechonism 1o induce government to work
efliciently and fo follow the wishes of the population. There should be a fifth freedom which
complements the four economic freedoms conceming the mobility of iebour, capital, goods and
services, in order fo ensure compefifion. between govemments with respect o taxation. The
beneficial effects of tax competifion contrast with the domoging effects of tox co-ordination or lax
harmonisation. The latter suppress an effective mechanism 1o ochieve efficient governance.

1 will conclude thet:
*  tax harmonisation should not be undertoken within the European Union;

*  thers are more imporian! fasks fo be underaken by ihe EU, for example, the fight ogoinst
unernployment and the democracy deficit, as well as institutioncl changes required for
extending the EU being the most important.

I will proceed in the following way: The arguments are advanced in the form of three propositions
which will then be shorily discussed (Sections 1, 2, 3}. The final seclion 4 offers conclusions.

1. Economic and Political Distortions

Proposition 1: Tox distorlions are of best one aspect of resource oflacation; political decision -
meking distortions are equally, if not more important.

The proponents of tax harmanisation see the world olong ane dimension - distortions of resource
oliocation induced by tox differences, H these distortions are small, obviously no cential
government intervention is needed because such acfians produce transaction costs. On the other
hond, so the argument goes, unequal foxation leads fo unequal burdens en producers. This
hampers compefition and leads to o suboptimal allacation of resources. Following classical
welfare theory in thal case, hormonisation, ie. on equdlisation of lox rates, may be welfare-
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improving if the fransoction costs involved are sufficiently low {an ossumpfion which is not
necessarily met as bureaugratic oction is often accompanied by subsiantiol resource costs).

A completely different focus is used when politicel decision-making is ‘looked at, leere are in
porticulor two aspects to be considered: (o) Public production cnd services are provided af oo
high cost, and (b) Governments have insufficient incentives fo core for the preferencel:s of the
population. Again, if the cosis of these political distortions are smoll, no problem arises: The
politico-aconomic system works well. On the other hand, if governments waste resources .cmd qct
in ways conirary to the wishes of the population, on effective counter strategy would b_e to |r.=1e|:15t{y
competition between governments, This con be reached in two ways. Firstly, democratic insfitufions
such os elections ond fhe vorious types of referendo moy be sirengihened_. However, if is
commonly accepted thot the Eurepean Unien hos rather weak democralic instilutions and §\.Jf-fars a
“democracy defici’. Secondly, "exit* may be facilitated by lowering the costs -of mobility and
encbling octors to choose jurisdictions thot provide o befter mix of public expenditures and foxes.
Given the same level and quality of public services, workers and investors sh?uid_ have the
possibility to choose thase jurisdictions which-offer these services at the lowest cost, i.e. impose the
lowest taxes. :

Toble 1 summarises the two fundamentally different dimensions just discussed. The adherents of
tax harmonisation assume either explicifly, but most often only implicitly, that governments function
well, Their thinking is thus restricled to moving vp and down the first co|umn: Normally, they
assume jofien without empirical suppord} thot the economic allocative distortions dt.lle-io fox
differences tre large. They ore therefore convinced that tox differences should be ehmlnc.ted_
Scholars, on the other hand, who are used to jointly considering the polifical aspects o_f society,
are more careful. They foke political decision-making distertions to be a real ?nd significant
problem of modem society. Therefore, they also move along the herizontal dimension of 'I:nble 1.
Bosed on the consideration that an empirical analysis of the economic cost of tox induces
distortions, they end lo regord them as being rother small in size compared to.I'he huge cost of
government inefficiency. As a result they emphasise the importance of tax competitien.

Table 1
Polilico! Daeizion-Moking Distortion
small large
Economic Allocative amall do nothing tax competilion
Distortion large (possibly) harmenisction 27

2. Two Sides of the Budget
Proposition 2: Distorfions by toxation are typically small.

The preponents of tox harmeonisotion concentrate exclusively on the possible resource cost induced
by different foxes. They often completely overlook fhe other side of the budget, nomely, that toxes
ore roised in order fo finance public expenditures, After cll, toxes are not good os Isuch - they
obviously reduce the spending power of the cifizens — but they ore a means of enabling the stote
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to provide the services which the privole seclor is unable, or less able, to supply. if one looks of
taxes in this context, it is possible that the nei benefits 1o the citizens of o regime with low taxes and

correspondingly low expenditures is similar fo o regime with high taxes and correspondingly high
public expenditures,

tHollows that:
*  Jurisdictions with high taxes need not be ot a compefitive disodvantage. The high taxes may
be accompanied by a high level of government services so that cifizens ond investors may
well be safisfied. Consider, for instance, the locafion decisions by firms. They would be
foolish to establish plants in jurisdictions where only toxes are low but they should also

consider the public services, in porticular, aspacts such as troffic ond communication
infrastrucfures, or security.

fn the some vein, jurisdicfions with low fexes have ne unjusiified compelitive advantage
becouse they are oble to provide less public services, or public services of lower quality. It is
thus o mistake to define taxation as *domoging" if the fox rotes of a padicular jurisdiction are
tower than overoge, Unfortunately, this definition of *domaging taxation® seems fo be highly
prevalent both in the EU and in the OECD.

3. Global Problems

Proposifion 3: Most ollocative distarfions by loxes thot do exist are beyond the scope of the
European Union.

There are two important cases. The first refers 1o global environmenial problems such as the
greenhouse effect, Obviously o global common good is involved, and has therefore 1o be
addressed and solved ot a global level. Though the EU has become quite large, in the globol
context it is just one of the relevant players. 1 is therefore indeed debatoble whether the FU should
impose on environmental tax in order to reduce the greenhouse effect, provided the other players

such as the United States, Brozil, Chinn or India ore not doing so and therafore hove a
competitive adventage.

The second case refers o the flow of finenciol capilal to tax havens, Such hovens con exist
onywhere in approximately 150 countries around the world in which financiol copital con very
easily be transferred, There seems fo be littte point in frying fo fight tax havens in the rather limited
scape of the European Union. Even if if were possible to eliminaie oll such havens in the £U, this
would only result in financlal capital moving cutside the EU with the correspending losses in ferms
of less liquidity and higher interest rates,

4. Conclusions
The considerations lead me o two policy results:

*  The harmonisation of tox moy damage economic welfore while tox competition promises to
considerably roise the welfore of the cifitens of the EU. Political decision-making is
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sysiematically improved yielding o befter provision of public services. They ore supplied af
lower cosf, and they ore better geared 1o the wishes of the population,

*  The European Union should find befter use of its scorce resources to address major and
pressing problems, for example, unemployment. It is no less than o scendal how many
people in the EU are jobless. As empiricol research has recently been able to demonsirate,
lowering the burden of taxation ond sociol security contributions would significantly increase
employment. The resulling public deficit con be evoded by reducing public expenditures
{everyone knows that in oll countries, os well as of the EU-level, there are many possibilities of
lowering public outiays especially subsidies for Jogging industries) and perly by introducing
ecological taxes on locol environmental pollution.

Anofher mejor problem of the EU is s institutions. The "democracy deficit' would be overcome if
the citizens of the various nofions would have trust in this supra-nafional organisafion. New
institutions, in poricular decision-moking rules, are urgently required with the enlargement of the
EU !o the East. It is inconceivable thet so many new notions with completely different economic
structures and so much lower per capita incomes are to be integrated info the existing body of the
EU without the whole structure of poliical decision-moking os well os of tronsfers being
fundomentolly changed. The EU has thus many urgent problems to which it should devote its
ingenvity but fax harmonisetion should certoinly not be part of them.




