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Introduction  
 

Traditionally, States were able to impose their coercive power to tax over “their” 

corporations.1 Globalization and tax competition  have challenged residence-based 

taxation of corporations, by pushing states to offer competitive “deals” not only to 

prospective investors but also in order to attract corporate-residents. This resulted in 

considerable decline in the ability of states to impose residence-based taxation. This 

essay will describe this process and ask whether states could regain their power to 

tax MNEs on a residence-basis through multilateral cooperation. It will argue that 

such cooperation is not only hard, if not impossible, to attain and sustain, but also 

not necessarily desirable.  

The decentralized international tax regime puts states in competition for resources, 

and, to a lesser extent, for residents. Competition is increasingly turning states into 

market actors that offer their public goods and services to potential “customers” for 

a price – the taxes they pay. MNEs shop around for state-provided goods. The more 

mobile among them can incorporate (and at times even re-incorporate) under the 

jurisdiction of welcoming states. Moreover, the fragmentation of the current regime 

often allows them to buy such goods and services “a-la carte”, rather than in bundles, 

                                                           
1 whether defined as the corporations to which they gave (legal) lives, or the ones that ran their operations from their 

jurisdictions 
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by strategically locating their operations beyond the reach of their country of 

residence.  

The ability of (some) MNEs to select their jurisdictions of choice, and thus to 

de facto allocate taxing jurisdiction among states, limits states’ ability to tax, as they 

now have to offer “deals” that are attractive enough for prospective taxpayers-

MNEs. Whenever it is feasible (given legal and economic barriers), MNEs have an 

incentive to select the jurisdictions that offer the most public goods for the least tax 

revenues, and often have a part of their income go untaxed.  

Residence-based taxation could have served to ensure that taxes are paid by 

MNEs on their world-wide income. The reality of tax competition, however, is 

different, as old concepts that have guided the taxation of corporations, most 

prominently – the concept of corporate residency are being challenged. When (even) 

residency is a choice, and in particular when it can be separated from other features 

of corporate activity, states find it increasingly hard to tax corporations, and are 

continuously looking for ways to bring corporate taxpayers under their respective 

taxing jurisdictions.  

The question thus arises whether states can regain their sovereign power to 

tax MNEs’ worldwide income (assuming states would decide to preserve the 

corporate income tax, a decision which is debatable). If states could cooperate and 
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tax MNEs’ worldwide income, they could plausibly increase their (collective) power 

to tax and be able to impose higher taxes on MNEs. The history of cooperation on 

international tax among states, however, raises some serious doubts, not only 

regarding the attainability and sustainability of such cooperation, but also regarding 

its desirability.  

The paper will start with a very brief review of the process of corporations gaining 

independence from the state turning them from chartered organizations reigned by 

the political institutions of the state into independent market actors increasingly 

subject to the rules of the market. It will then consider the seemingly inverse process 

of the rationale for income taxation shifting from a market based logic of benefit 

taxation to a political rationale of taxation based on membership in (and commitment 

to) a political community.  Both these processes burden the ability of states to benefit 

from the profits of corporations. The first complicates the ability of the state to share 

in corporate profits. The second demands solutions to coerce taxation in the absence 

of a voluntary incentive to pay them (i.e. in the absence of incentives in the form of 

consideration for specific public goods and services).  Globalization and tax 

competition, the paper goes on to argue, present further challenges for the taxation 

of corporations in a world turning increasingly mobile, where tax competition 

prevails. Tax competition not only marketizes the relationships between states and 

their corporate-taxpayers, but also fragmentizes it—allowing taxpayers to pick and 
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choose among various features of the different jurisdictions, thus seriously 

undermining the ability of states to collect taxes from such MNEs.  Faced with this 

serious limitation on their ability to collect tax from “their” corporations, states are 

searching for solutions. The paper will conclude by discussing whether cooperation 

among states could offer a solution, arguing that such cooperation is not only 

extremely hard to attain and sustain, but also not necessarily desirable.   

Corporations: From Subjects (Charters) to customers  
 

Corporations are, of course, creations of the state – which grants them their (legal) 

lives. At their early days, they used to be completely subject to the state, by being 

incorporated under specific charters. Ron Harris writes: 

“The common early modern method of forming corporations was by way of 

individual charters granted upon application for a specific purpose and subject 

to specified terms. In time, the rising nation-states usurped the exclusive 

prerogative of incorporation at the expense of local and religious entities.” 2  

                                                           
2 Ron Harris, Spread of legal innovations defining private and public domains in Larry Neal and in Jeffrey G. Williamson Eds. 

The Cambridge Economic History of Capitalism Vol. II, 127 142(Cambridge, 2014) 



 

6 
 

This gave states the power to exercise “full discretion when considering petitions”3 

which allowed then “to promote their policies and increase their income in return for 

incorporation.”4 

The first multinational corporations – the English East India Corporation5 and the 

Dutch United East India Company (VOC) were established as early as the 1600’s, 

in order to overcome the incredible challenge of  gaining access to east India trade.  

The east India companies were completely subject to the state. Some even describe 

them as organs of the state--formed to combine governance with commerce. They 

were incorporated under individual charters in which the state granted the benefits 

of incorporation as well as specific rights and duties only to a selected few chosen 

by the state.  The charters detail the specific commitments of both the corporation 

and the crown. Harris describes these commitments in the English East India 

Corporation’s context:  

“The first charter of the East India Company, granted by Queen Elizabeth on 31 

December 1600, contains numerous contractual features. The crown provided 

                                                           
3 Id.  
4 Id. 
5 The East India Company was also granted a Coat of Arms under the direct instructions from Queen Elizabeth so that The 

Company would be recognised as having her royal patronage.  

“Deus Indicat. Deo Ducente Nil Nocet.” 

(God is our leader. When God leads, nothing can harm.) 
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incorporation, with attached privileges of purchasing land, pleading in court, and 

having a common seal. In addition, it granted a trade monopoly for fifteen years over 

the territory extending east from the Cape of Good Hope to the Straits of Magellan. 

The Company was empowered to make bylaws and to impose penalties on 

interlopers. In return, it had to make regular voyages to India using six ships of 

specified size and crew. It also committed to deliver these ships to the navy in times 

of war. The crown committed to preventing other English subjects from visiting the 

East Indies, and implicitly committed not to grant competing charters. The Company 

committed to paying customs and duties, subject to specified exemptions for the first 

few years. It was agreed that interloping ships and their goods would be forfeited, 

and their value split equally between the Company and the crown... Admirals, 

sheriffs, and other state officials were required to aid the Company on land and sea 

as needed. To this detailed and seemingly balanced contract, in the form of a charter, 

were added several background complementary rules, notably the subjection of the 

Company and its trade to duty and taxation.”6 

In older times the links between a certain corporation and a certain state were 

inevitable. The corporation and the state where inherently aligned. Companies had 

been formed  to combine governance with commerce, allowing the government to 

                                                           
6  Ron Harris, “Could the Crown Credibly Commit to Respect its Charters? England 1558 – 1640” in D'Maris 

 Coffman, Adrian Leonard & Larry Neal Eds. Questioning 'Credible Commitment’: Perspectives on the Rise of Financial 

Capitalism 21, 38(Cambridge, 2013) 
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extend its power over international trade making them a central vehicle for colonial 

expansion and global trade.7  Collection of taxes duties and other payments were 

built into the charter and secured by it, and their payment was part of the incentive 

for the crown to sustain the charter: “The charter…envisioned its own termination, 

and that of the monopoly. It stated that if   the grant ‘shall not be profitable' to the 

crown or to the realm, then 'after two years warning' given to the Company, the 

charter could be terminated.”8 

Through the years, however, the relationship between the state and the multinational 

corporation evolved from complete subordination of the corporation to the state, to 

free incorporation under the auspices of the state-- making the state the facilitator of 

the background conditions to allow such choices.  

“Between 1850 and 1870, the movement toward ‘free incorporation’ laws 

challenged the connection between an act of incorporation and political 

control…. The old grant systems that preceded free incorporation were now 

subject to criticism describing them as obstacles to economic growth and 

ineffective as control mechanisms. Free incorporation further shifted 

normative sensibilities and destabilized the long-established essence of the 

company as an organ of the State.”9 

 

The state’s role in the formation of corporations thus evolved from a ruling 

position where the corporation was practically an organ of the state (making the 

                                                           
7 See Harris, supra note 6 
8 See Harris, supra note 6 at 38. 
9 See Doreen Lustig, International Law of the Company Man: The Case of Chartered Companies in Africa, 1881—1923) 

forthcoming in….. 38-39  and references there (footnotes omitted) 
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state-corporation relationship one of subordination and limiting the benefits of 

incorporation to a selected few chosen by the state) to mere recognition of the choice 

to incorporate (making the state the facilitator of the background conditions to allow 

such choices).  The monopolistic power and unique privileges that the state offered 

the corporations under the charter waned, and with it went the threat that the state 

could use to control the operation of the corporation and corporate’s incentive to pay 

taxes in order to preserve its monopolistic rents.  

 

Taxpayers from consumers to members and back? 
 

The justification for taxation in political theory also evolved, from an initial 

(Hobbesian) justification of taxes as a payment for the public goods taxpayers 

consume (i.e., benefit taxation), to a concept of state-imposed allocation of the 

budget, irrespective of such benefits. Thus, while in the past, taxation was implicitly 

perceived to be a cost a person pays for the public goods she consumes and the 

rationale of benefit taxation was widely supported.10 In modern times it has been 

commonly acknowledged that tax should be de-linked from the benefits a person 

receives from the state. Under the currently prevailing view, tax should be allocated 

according to some concept of social justice. Underlying this approach is the idea that 

the duty to pay taxes is not based on the benefits one gets from the state but rather 

on a sense of membership, a civic obligation.11   

                                                           
10  Hobbes famously supported paying taxes in proportion to what people “consume” in society: “But when the impositions are 

laid upon those things which men consume, every man payeth equally for what he useth." THOMAS HOBBES, II LEVIATHAN 295 (A.P. 

MARTINICH & BRIAN BATTISTE eds., revised ed. 2010).  
11 Liam Murphy & Thomas Nagel, The Myth of Ownership 16 (2002), note that “[m]any have thought that fairness in taxation 

requires that taxpayers contribute in proportion to the benefit they derive from government” and criticize the benefit principle 

as “inconsistent with every significant theory of social and economic justice,” id. at 19. See Ajay K.Mehrotra,Making 

theModernAmerican 
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Applying the membership idea to corporations is more complex. From a purely 

domestic perspective, it is a question for the sovereign state to decide: do 

corporations have a civic duty to pay taxes? the answer would ideally be based on 

considerations of efficiency (is the corporate-tax welfare enhancing?), justice— 

(considering its incidence, does corporate taxation allocate the burden justly) and 

enforceability (should corporations be taxed so as to prevent their owners from 

avoiding their taxes). 12 Whether justly or not, corporate taxation seems to survive, 

if not for any other reason, by popular demand.13 For the purposes of this article, I 

will not go into the debate regarding the desirability of corporate taxation, but rather 

assume that from a purely domestic perspective, states would choose to tax corporate 

income.  

Assuming states would like to tax MNEs, this paper will focus on their ability 

to do so under globalization, or, more specifically, on their ability to make their own 

decisions regarding the scope and level of corporate taxation.  

  

                                                           
Fiscal State: Law, Politics, and the Rise of Progressive Taxation, 1877–1929, 

at 113 (2013), cites Edwin Seligman in particular as “ condemning the political theory that buttressed the benefits principle. 

He argued that the benefits doctrine was based, at its core, on an outmoded conception of citizenship”  

 
12 Reuven S. Avi-Yonah, Corporations, Society, and the State: A Defense of the Corporate Tax, 90 VA. L. REV. 1193, 1213 

(2004)  notes that the corporate tax is under attack. He reviews the literature on the justification for corporate taxation stating that 

“no academic has in recent years mounted a serious, convincing normative defense of why this cumbersome tax should be 

retained”. Avi Yonah goes on to review what he considers the three “unconvincing, attempts to defend the existence of the corporate 

tax…the first …defense views the corporate tax as an administratively convenient device to collect tax on shareholders…. The 

second type of defense views the corporate tax as payment for some kind of benefit conferred by the state. …the third type of defense 

relates the corporate tax to the relationship between shareholders and management and views the corporate tax as a mechanism 

to regulate this relationship”. Finally, he suggests a justification of his own -- that the role of corporate tax is to limit the power of 

corporate management.  

 
13 See Avi yonah, id., explaining the public intuition of why corporations should pay taxes as a mechanism to control corporate 

power.  
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States: From Exclusive Sovereigns into Competitive Market Actors 
 

Globalization and tax competition, has dramatically affected the power of the state 

to regulate MNEs, adding yet another dimension to the challenges facing 

governments in taxing corporations. Under globalization, corporations—particularly 

MNEs-- have grown to transcend national borders. Many of them are mobile and 

flexible enough to operate on a global rather than national scale not only in terms of 

their business activity—where they are able to mix and match the resources of many 

countries, but also, as this section will explain, in terms of the regulatory 

jurisdictions to which they are subject. MNEs have become major players in this 

strategic & competitive game of tax (and other regulatory) competition. Some of 

them as big as and almost as influential as at least some of the states. MNEs, however 

are more flexible than states: while states cannot relocate, MNEs are relatively 

mobile, hence, they can elect where to incorporate where to locate their headquarters 

and subsidiaries and sometimes even where and whether to re-incorporate. MNEs 

are also more flexible than states in the ways they can structure both their business 

operations and the regulatory regime to which they are subject.  . In many cases, it 

is very hard to actually identify one single country that can call an MNE its own.14  

                                                           
14 Mihir A. Desai, The Decentering of the Global Firm, in THE WORLD ECONOMY 1271 1272-1273(2009) describes quite a 

few notable examples indicating that “ For global companies today, there are many places that can feel just like home.” 

concluding  at  1276:  “[N]ational identities today are mutating and it has become difficult to ascribe firms to individual 

countries. … Until recently, multinational firms have located their legal home, their financial home and their home for 
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Thus, MNEs can often shop around for state-provided benefits and lower taxes. They 

can move their production, marketing, capital-raising and R&D activities to more 

favorable locations, separately from one another and separately from their country 

of residence and are thus often flexible enough to independently set their various 

factors of operation, including the ones that set residence, in various locations. Under 

globalization MNEs “shop around” not only for resources (e.g., natural resources or 

skilled labor) but also for sovereign-provided privileges, as well as public goods and 

services.  

States in this competitive market are measured by prospective residents and 

investors according to how attractive they are .i.e., not only how attractive are their 

resources, but also how attractive are the tax and regulatory regimes they have to 

offer.  Hence, the policies they offer, tax policy included, should be competitive. 

While under the traditional perspective of tax sovereignty, we envision a country 

ruled by a sovereign that is entrusted with exclusive powers to tax its subjects, under 

globalization we discover a decentralized international regime—where two-hundred 

or so sovereigns are competing with one another for investments, for tax revenues, 

and—as in the subject of this article—for residents15. In fact, insofar as global MNEs 

                                                           
managerial talent in the country in which they originated and this home country has determined the firm’s national identity. 

These homes are now being separated and reallocated advantageously and the home for managerial talent can itself be served by 

many locations.”.    

 

 
15 Note that residents for some purposes need not necessarily be defined as tax residents.  
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are concerned, it is not even clear who “its residents” are – to cite Robert Reich “who 

is us?”: which corporations are (and should be) part of a specific sovereign 

citizenry.16 

The following sections explain why the result of this intricate competitive 

game, is the de facto decline of sovereign power to tax mobile MNEs: In this 

scenario while states are busy competing with one another, MNEs increasingly gain 

the power to allocate taxing jurisdictions and select favorable taxing regimes. The 

ability of states to effectively tax the worldwide income of corporations beyond 

benefit-taxation, and to independently set their tax policy goals falls victim to this 

competitive setting.  

 

Marketization 

 

Globalization has intensified the process of separation between states and “their” 

corporations. It provided corporations with the ability to choose among various 

jurisdictions. Thus, rather than a regime governed by a state with an almost 

monopolistic power to set the rules for a pre-determined group of constituents—

where the state can dictate the rules and enforce them by using its coercive power, 

                                                           
16 Reich famously argued that “Whether the company happens to be headquartered in the United States or the United Kingdom is 

fundamentally unimportant. The company is a good “American” corporation if it equips its American work force to compete in 

the global economy.” Robert B. Reich,  ‘Who is Us?’, Harvard Business Review, (1990) January/February, pp. 3–13.  
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states now face a competitive market where they increasingly act as recruiters, 

bidding for residents. In this market states increasingly rely on their market power, 

rather than their coercive sovereign powers in order to collect taxes. Competition, 

has thus transformed tax sovereignty. Although sovereigns insist on preserving their 

formal exclusive authority in tax matters, the truth of the matter is that under 

competition, it is often the international market of states, rather than the individual 

sovereign state, that shapes tax policies. 

As for MNEs, they increasingly view the decision of where to incorporate (and 

sometimes even re-incorporate) or otherwise set up residence for tax purposes as a 

business decision—taking into account regulatory requirements, and other costs and 

benefits in the various jurisdictions.17 The applicable tax rules and tax rates are likely 

important considerations for the mobile when weighing their residency options 18:

                                                           
17 See Wolfgang Schon, Playing Different Games? Regulatory Competition in Tax and Company Law Compared, 42 Common 

Mkt. L. Rev. 331 (2005),  arguing that “ Enterprises will choose the location, which promises the highest return on investment, 

taking into account not only the specific costs of the operation but also the regulatory climate and the provision of public goods.” 
See, also, for the U.S. context J. Clifton Jr. Fleming; Robert J. Peroni; Stephen F. Shay, Defending Worldwide Taxation with a 

Shareholder-Based Definition of Corporate Residence, 2016 BYU L. Rev. 1681, 1686  (2016). (“U.S. law effectively gives those 

decision makers significant discretion in determining the residence of corporations engaged in international activities”).. 
18 For a recent review of the empirical research on the effect of host and residence tax on the location decisions of corporations 

and their subsidiaries which supports this prediction see Peter H.,Egger and Michael Stimmelmayr, Taxation and the 

Multinational Firm (March 06, 2017). Forthcoming in: Batiz, F. R. and Spatareanu, M., (2017), Encyclopedia of International 

Economics and Global Trade, Vol. 4, Foreign Direct Investment, World Scientific Publishers.; CESifo Working Paper Series No. 

6384. Available at SSRN: https://ssrn.com/abstract=2941448 at 6-7; For an extensive discussion of the electivity of corporate 

residency under U.S. laws and the problems measuring it, see Daniel Shaviro, The Rising Tax-Electivity of US Corporate 

Residence, 64 Tax L. Rev. 377, 403 (2010) (“In gauging the electivity of U.S. corporate residence, the key issue is whether its 

nontax advantages to those who would choose it if they were tax-indifferent are low enough that any significant associated tax 

cost would lead to opting out. unfortunately, this is hard to measure directly… ."); But see Eric J. Allen & Susan C. Morse, Tax-

Haven Incorporation for U.S.-Headquartered Firms: No Exodus Yet, 66 NAT'L TAX J. 395, 406-09 (2013) demonstrating that 

despite their ability  to choose between foreign and U.S. incorporation, U.S. headquartered corporations that engage in 

international activities are, in fact, usually formed in a U.S.. As Michael Knoll notes, however, “the authors do find that those 

U.S.-headquartered IPO companies that incorporate in tax havens have relatively more foreign income than those that 

incorporate in the United States. They interpret that result as suggesting that the companies that incorporate in tax havens expect 

to have larger tax benefits than would other companies from incorporating in a tax haven….Presumably, if U.S. incorporation 

was as tax efficient as tax haven incorporation… companies with larger foreign earnings should be no more likely than other 

companies to incorporate in tax havens”.  Knoll, Michael S., Taxation, Competitiveness, and Inversions: A Response to 

https://ssrn.com/abstract=2941448


 

15 
 

where to locate their headquarters, where to incorporate (and sometimes re-

incorporate)19 as well as where to locate their subsidiaries and their economic 

activities. 20  

States, on their part, thus have to consider which “deals” will appeal to prospective 

corporate-residents, and, obviously, which benefits they can extract from such 

residents. States don’t only compete for MNEs’ production facilities (as they provide 

jobs and spillovers of know-how) and for their R&D centers (out of the belief that 

they create positive externalities), but also for such corporate residency.  Thus, 

because of the benefits they can gain from their incorporation (e.g., the registration 

fees and tax revenues, even if sometimes minimal) host states often encourage 

enterprises to formally incorporate or relocate to their jurisdictions. States also 

compete for corporate headquarters—as they value the benefits which hosting such 

headquarters might entail.  Headquarters may confer benefits by increasing demand 

for white-collar jobs and other services often associated with corporate headquarters 

                                                           
Kleinbard (May 1, 2017). Tax Notes, Vol. 155, P. 619, 2017. See also Fleming et als id. “Studies have shown that despite the few 

legal limitations on the power to choose between foreign and U.S. incorporation, U.S. headquartered corporations that engage in 

international activities are, in fact, usually formed in a U.S. jurisdiction… Nevertheless, it is clear that if the relevant decision 

makers determine that the tax benefits of foreign incorporation are sufficiently attractive, they have substantial freedom to elect 

foreign incorporation, particularly for foreign-headquartered subsidiaries”.for the location and relocation decisions of 

corporate residency see also Johannes Voget, Relocation of headquarters and international taxation,  Journal of Public 

Economics 95 (2011) 1067–1080;  
19 The question of corporate reincorporation’s sensitivity to tax considerations was highly debated in the US in the context of 

corporate inversions, particularly in the pharma industry. See notably Edward D. Kleinbard, “‘Competitiveness’ Has Nothing to 

Do With It,” Tax Notes, Sept. 1, 2014, p. 1055.   (arguing that inversions are not motivated by tax disadvantages of US 

corporations) and recently Knoll, Michael S., Taxation, Competitiveness, and Inversions: A Response to Kleinbard (May 1, 

2017). Tax Notes, Vol. 155, P. 619, 2017 and references there (reviewing the (limited) available empirical literature and 

concluding that the data available is inconclusive at best, and does not support Kleinbard’s position. Most of it, Knoll argues 

support the opposite view). 
20 For a review of the empirical literature see Egger & als. Genschel, Peter Schwarzid. at 349, . 
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(e.g., accounting, legal, and financial services)21 or introduce other positive 

externalities22. Thus, when headquarters determine corporate residency, as under the 

real-seat approach, states may offer lower tax rates or preferable taxing rules (such 

as territoriality, or lack of CFC rules) for corporations which set their headquarters 

within their jurisdictions.23 Similarly, states may consider the prosperity of their 

financial markets (if such markets are linked to corporate residency), their banking 

system or insurance industry, assuming such markets thrive on local corporate-

residents.  

For states, favorable regulation in general, and particularly tax rules and tax rates 

have become, to a large extent, the currency of competition. This puts states in an 

unfamiliar position. No longer do they merely impose compulsory tax and regulatory 

requirements on their subjects solely to advance the collective goals of a given 

group. Rather, policymakers increasingly need to pursue taxpayers that will bring 

the most benefits to the state, and thus need to offer them the public goods and 

services that they find most attractive for the lowest “price” in taxes.24  

                                                           
21 See Johannes Voget Relocation of headquarters and international taxation,  Journal of Public Economics 95 (2011) 1067, 

1079 finding that “within the last decade, 6% of the multinationals in our sample have relocated their headquarters to another 

country.” And arguing that “with such a turnover, countries have an incentive to present themselves as attractive locations for 

headquarters if hosting headquarters has certain positive externalities like an increased demand for skilled labor, a larger tax 

base, or even a better representation of the country's interest in the decision making of the multinational firm.” 
22 Voget, id at 1079 considers two such possible positive externalities: agglomeration effects in the form of information spillovers 

such that headquarters learn from each other about input, production, and technology choices and possible home bias that may 

support local economy . 
23 Voget, id finds that “the presence of CFC rules increases the likelihood of multinational headquarter relocations. 

Furthermore, multinationals residing in countries with tax credit systems are more likely to relocate their headquarters if they 

derive profits from foreign subsidiaries subject to low taxes.  
24 See Schon, supra note 17 at …. And references there.  
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Indeed, although formally states still retain the sovereign power to tax, reality is that 

this power, in its strictly coercive version is limited to immobile constituents. As for 

mobile ones—under competition states are increasingly pushed to impose corporate 

taxes that are only as high as the value of the domestic resources that MNEs seek as 

well as the public goods and services they wish to consume.   

As Wolfgang Schon summarizes: 

“This market analysis of the State is gradually reshaping the fiscal framework of 

most countries. Benefit taxation, which tries to picture the correlation between the supply 

of public goods and the amount of tax, is on the rise while redistribute taxation… is not 

easily accepted in this marketplace.25 

Hence, competition increasingly turns mobile taxpayers back from subjects of the 

coercive power of the states and members in its community, to customers, willing 

(or not) to pay a price for the public services they consume. The result is that under 

tax competition the state’s ability to design its own tax rules and set its independent 

tax rates is significantly limited by market forces.  

  

                                                           
25 See Schon, supra note17 at 338. 
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Fragmentation 

Mobility of residents, and the accompanying marketization of the 

government-constituent relationships it entails, are only the tip of the iceberg. No 

less significant and too often overlooked is the ability of (certain) MNEs to unbundle 

and then reassemble packages of sovereign goods tailored to their specific needs. In 

the current globalized market, MNEs can detach the different functions and 

components of their activities from one another. Thus, capital can move separately 

from its owner; IP can shift separately from the technology it manufactures; 

production can be separated from sales; and corporations can be detached from their 

stakeholders. Important for our purposed, corporations do not have to reside where 

they do business, where their stakeholders reside, where they raise their capital, or 

where their R&D or technology is located. Even their headquarters can be 

unbundled, as features that were once considered distinct features of corporate 

headquarters such as home of managerial talent26, and the location of their financial 

operations27 can be separated, and their legal residency need not necessarily follow. 

As Mihir Desai argues: 

“The archetypal multinational firm with a particular national 

identity and a corporate headquarters fixed in one country is becoming 

obsolete as firms continue to maximise the opportunities created by 

global markets. National identities can mutate with remarkable ease and 

firms are unbundling critical headquarters functions and reallocating 

                                                           
26 See e.g., Desai, supra note 14, at 1277-8  describing the many ways in which MNEs can unbundle the home for the managerial 

talent  
27 Desai, supra note 14, at  1278 
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them worldwide. The defining characteristics of what made a firm 

belong to a country – where it was incorporated, where it was listed, the 

nationality of its investor base, the location of its headquarters functions 

– are no longer unified nor are they bound to one country.”28 

The corporate structure, and the differing criteria for residency among 

jurisdictions, enable them to choose to set up their residency in any number of 

locations.  “The idea of firms as national actors rooted in their home countries is 

becoming outdated.”29  

Moreover, in the current market of states, MNEs are often able not only to 

shop for their jurisdiction of choice but also to buy “a-la-carte” fractions of regimes 

of different state sovereignties. This fragmentation of sovereignty occurs in many 

areas of state regulation,30 but tax—formerly the quintessential all-encompassing 

coercive legal regime—seems particularly amenable to such tailoring. This is partly 

the work of exceptionally skilled tax-planners,31 but also a direct result of states’ 

policies that allow for the unbundling of state-provided goods and services.   

Thus, in contrast to the classic mobility story discussed above, which revolves 

around the vision of a market of states that offer take-it-or-leave-it package deals of 

                                                           
28 Desai, supra note 14, at 1271-72  
29 Desai, supra note 14.  
30 Tsilly Dagan, The Global Market for Tax & Legal Rules, [*] FLA. TAX REV. [*] 18  (forthcoming 2018) Available at SSRN: 

https://ssrn.com/abstract=2506051 or http://dx.doi.org/10.2139/ssrn.2506051. 
31 Specifically, although residency and source of income are still the official criteria for tax liability, tax planners use a host of 

techniques to de facto opt out of a jurisdiction, and they often manage to do so without actually relocating their client’s residency 

or economic activities. Tax planners siphon off income through beneficial tax treaties to and from low-tax jurisdictions, thereby 

avoiding taxation at source.  They use hybrid entities, transfer pricing to allocate revenues to low-tax jurisdictions, employ earning 

stripping to erode the tax base and construct creative derivatives.  The ability of MNEs  to tax plan varies across jurisdictions and 

is ultimately a matter of the loopholes in the local tax system and the extent of domestic enforcement of the tax laws.  Yet there is 

no doubt that combined, the often conflicting tax laws of all states have created this fragmented international tax landscape, where 

flexible and well-advised taxpayers often have the ability to assemble the tax regime of their choice. For more on this see TSILLY 

DAGAN, INTERNATIONAL TAX POLICY: BETWEEN COMPETITION AND COOPERATIOn  (forthcoming 2018).  
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legal rules, services, and taxes, the fragmentation perspective highlights the 

electivity and flexibility of these packages. Instead of looking at the ability of 

corporations to shift their choice of jurisdiction en-bloc by moving their residency 

to a new jurisdiction, fragmentation stresses their ability to mix-and-match regimes. 

In other words, unlike the famous Tiebout model, which convincingly explained 

why tax competition between jurisdictions which offer “bundles” of public goods 

and services for perfectly mobile taxpayers could provide efficient provision of such 

public goods and services,32 states under the current competitive regime do not 

necessarily offer pre-determined bundles of services.  

Thus, for example, under the present fragmented regime businesses could 

simultaneously seek to incorporate in a country that offers the best corporate 

governance (for the lowest costs), place their headquarters—or parts their of33--  in 

the country that offers the best environment for their executives, the best lawyers, 

accountants and other white-collar service providers, they may register their 

securities for trade on the stock market of a third country that may offer the most 

thriving financial markets, select the court system of a fourth by using the 

appropriate choice of law rules and locate their IP (and if the recent BEPS 

deliverables are to be followed probably also their R&D) in yet another jurisdiction 

and produce and sell their products in further other jurisdictions. Importantly for our 

discussion today, they can often “park” their tax residency34 (and thus pay residence-

                                                           
32 Charles M. Tiebout, A Pure Theory of Local Expenditures, 64 J. POL. ECON. 5 (1956). 
33 Desai, supra note 14 , 1274 describes how  “managers will make conscious choices about how to unbundle activities that have 

traditionally been centered in a home country headquarters.” And explains that “Policymakers in countries around the world 

have to understand how to create attractive homes for firms”. 
34 To use Ronen palan’s term 
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base taxation) separately from other services. This fragmentation allows MNEs to 

shop for the best available jurisdiction under each category, often without the need 

to bundle it with other categories. This ability of MNEs to unbundle the public 

services offered by the state further drives states to charge a separately competitive 

“price” for each of the goods and services they provide.  States, of course, could 

decide to bundle some public services and regulation together. Where, however, 

there are enough alternatives –in other states—that offer such services “a-la-carte”, 

they can only impose such bundling when demand for their services is exceptionally 

high.  

Some states can possibly charge rents for a superior corporate governance 

regime or for a well-functioning capital market. Others can collect rents for another 

competitive advantage. States can capitalize on desirable natural or human resources 

or for their specialization in hosting corporate headquarters35 or specific industries 

such as insurance corporations in Bermuda, or in high tech industries at the Silicon 

Valley.36 Some states can collect rents for the network externalities they provide, 

even where other jurisdictions offer similar (or better) standards. 37 Thus, states that 

have established themselves as “hubs” in certain areas, will be able to collect higher 

“prices” than others.   

                                                           
35 See Desai, supra note Error! Bookmark not defined. At 1283, Arguing that “Ultimately, countries must respond to these 

developments with efforts toward increased specialisation and greater investments in human capital. All of these headquarters 

functions require highly-skilled workforces so countries that invest in education and training will be attractive locations for the 

headquarters functions.” Desai, notes tax-haven countries as instructive examples of such specialization in hosting headquarters, 

and  Ireland as specializing as” the premier regional headquarters for multinational firms.” 
36 see e.g., Shaviro, [*] describing Israeli high-tech executive as arguing that if they do not have a US presence they are not “in 

the game”; 
37 Voget, supra note…. At 1080 discusses the possible agglomeration effect of countries’ attracting headquarters. 
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Particularly strong states may (even) condition some features or activities on 

the payment of residence-base taxation without undermining their own interests. 

Such taxes, however, are limited to the demand for the resources and services the 

state offers.  

In other words, even if we ignore for the sake of our discussion aggressive tax 

planning—such as the ones highlighted in the BEPS project, states’ ability to tax 

mobile MNEs under competition is limited to the value of benefits such a state has 

to offer MNEs.  The “price” that the state can collect will obviously depend on the 

level of elasticity of demand and supply. Thus, in as much as mobility is imperfect, 

states’ ability to tax will increase. Similarly, the scarcer the supply of the specific 

public goods and services, or the availability of an alternative regulatory 

environment the greater the ability of such a state to impose higher taxes. Hence, 

when states cooperate to coordinate their regulatory regimes (or their taxes-prices), 

the competitive pressure will diminish.  But when states actively compete with one 

another, competition will push them to offer the most attractive regimes for the 

lowest “price” on each regulatory front. 



 

23 
 

The Result: A Shift of Power from States to MNEs  
 

The result of this global competitive and fragmented market for states is a shift in 

power. The power to set a state’s taxes is no longer the ultimate domain of sovereign 

authority. Instead, this competitive regime effectively puts the power to allocate 

taxing jurisdictions among the states in the hands of MNEs—the consumers of such 

services. The rational move for them is to seek the jurisdiction that minimizes their 

costs and provides them with the most benefits. As part of these costs and benefits 

they seek the jurisdiction that provides them with the best public services and 

desirable regulation for the lowest taxes for each of the aspects of their activities 

separately. 38 All too often they choose to place parts of their profits completely out 

of reach of any jurisdiction.39 To put it bluntly, it is increasingly not the coercive 

power of the state but rather market forces, that determine the taxes the state can 

effectively collect.  

                                                           
38 Thus, e.g., empirical research on the effect of taxes on corporate investment decision is growing. For a recent review of the 

literature see Philipp Genschel, Peter Schwarz; supra note 20 (concluding that: “There is a huge empirical literature on 

corporate tax Arbitrage…One strand has analyzed the tax-sensitivity of FDI. Some authors suspect this sensitivity to be low 

because taxation is only one factor in the locational calculus of multinational companies. Other factors include good public 

infrastructure, access to new technology, a well-educated labour force and social and political stability. To the extent that these 

other factors are tax financed, high taxes can attract rather than deter FDI… Most econometric studies show, however, that FDI 

is negatively affected by taxation… The other strand of the literature focuses on profit shifting. The basic conclusion is that profit 

shifting is even more sensitive to corporate taxation than FDI.” 
39 Income shifting to tax havens is infamous. Though it is hard to estimate its exact magnitude, Anecdotal data on investments 

through famous tax havens are telling: 

[B]y searching through the IMF Co-ordinated Direct Investment Survey (CDIS), it emerges that in 2010 Barbados, Bermuda and 

the British Virgin Islands received more FDIs (combined 5.11% of global FDIs) than Germany (4.77%) or Japan (3.76%). 

During the same year, these three jurisdictions made more investments into the world (combined 4.54%) than Germany (4.28%). 

On a country-by-country position, in 2010 the British Virgin Islands were the second largest investor into China (14%) after 

Hong Kong (45%) and before the United States (4%). For the same year, Bermuda appears as the third largest investor in Chile 

(10%). Similar data exists in relation to other countries, for example Mauritius is the top investor country into India (24%), while 
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Residence based taxation could – theoretically—serve as a safeguard for states to 

allow them to collect taxes based on membership rather than benefit taxation. Under 

residence-based taxation states could plausibly impose duties to pay taxes on “their” 

corporations regardless of where their income is being produced.  After all, states 

are still the ones who make incorporations possible, and can set corporate residency 

according to their laws. However, in practice, most states do not effectively tax 

“their” MNEs on their worldwide income.40 Moreover, because the marginal cost of 

such corporate residence by the state is negligible, there are many states that are 

willing to offer such residency for (almost) nothing.41 And since incorporation today 

is rather standard (as opposed to the “custom made” charters of old times), 

incorporating under a different jurisdiction may often be equally suitable for the 

corporation. One would think that the low costs of setting residency would come at 

                                                           
Cyprus (28%), the British Virgin Islands (12%), Bermuda (7%) and the Bahamas (6%) are among the top five investors into 

Russia. 

OECD, Addressing Base Erosion and Profit Shifting (2013), http://dx.doi.org/10.1787/9789264192744-en at 17; 
40  In fact, the recent trend among countries is towards territoriality (i.e., exemption of (even the) dividend income from foreign 

affiliates). Many countries have shifted from a worldwide system to an exemption system for dividends local shareholders receive 

from their foreign affiliates. In 2009, Japan and the U.K., which were two of the three G-7 countries still levying a repatriation 

tax on corporate foreign dividends, switched to a policy of dividend exemption (territoriality). See Thornton Matheson, Victoria 

Perry & Chandara Veung, Territorial vs. Worldwide Corporate Taxation: Implications for Developing Countries (IMF Working 

Paper 13/205, 2013). By 2010, Austria, Belgium, Canada, China, France, Finland, Germany, India, Italy, Japan, Luxembourg, 

the Netherlands, Russia, Spain, Switzerland, and the United Kingdom were all exempting foreign business income unilaterally by 

offering an exemption of at least 95% of the dividends received from foreign affiliates. A COMPARISON OF KEY ASOECTS IF THE 

INTERNATIONAL TAX SYSTEMS OF MAJOR OECD AND DEVELOPING COUNTRIES (May 10, 2010). The United States is one of the few 

remaining countries that continue to levy a tax on the worldwide income of its resident multinational corporations. See ROSANNE 

ALSHULER, STHEPEN SHAY $ ERIC TODER, LESSONS THE UNITED STATES CAB LEANR FROM OTHER COUNTRIES’ TERRITORIAL 

SYSTEMS FOR TAXING INCOME OF MULTINATIONAL CORPORATIONS (2015). But see PRICE WATERHOUSE COOPERS, A 

COMPARISON OF KEY ASPECTS OF THE INTERNATIONAL TAX SYSTEMS OF MAJOR OECD AND DEVELOPING 

COUNTRIES (May 10, 2010), 

http://businessroundtable.org/sites/default/files/BRT_14_country_international_tax_comparison_20100510.pdf: 

 
41 Tax haven countries are of course famous for providing such nominal residency. See e.g., RONEN PALAN, RICHARD MURPHY & 

CHRISTIAN CHAVAGNEUX, TAX HAVENS: HOW GLOBALIZATION REALLY WORKS (2010).  
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a price of inferior public goods and services. However, due to fragmentation, MNEs 

do not even have to “buy” the entire package of public goods and services along with 

such residency, and hence should not care much about the public goods being 

provided by their residence of choice.  

This result frustrates states (and some of their residents) who believe that MNEs 

should share their profits with states;42 MNEs on their part often “feel” or at least 

argue that they are entitled to the benefits of their ingenuity and risk-bearing.43  

States’ frustration over tax competition has led many to support multilateral 

cooperation to curtail tax competition, claiming that countries must cooperate to set 

and enforce a high enough rate of tax to reclaim their sovereign power to sustain 

their tax base and support their welfare states.44  but is this a viable path forward? 

and is it desirable? 

                                                           
42  See e.g., OECD, Addressing Base Erosion and Profit Shifting (2013), http://dx.doi.org/10.1787/9789264192744-en: 

“There is a growing perception that governments lose substantial corporate tax revenue because of planning aimed at shifting 

profits in ways that erode the taxable base to locations where they are subject to a more favourable tax treatment”  
43 OECD, Addressing Base Erosion and Profit Shifting (2013), http://dx.doi.org/10.1787/9789264192744-en 

“Business leaders often argue that they have a responsibility towards their shareholders to legally reduce the taxes their 

companies pay. Some of them might consider most of the accusations unjustified, in some cases deeming governments 

responsible for incoherent tax policies and for designing tax systems that provide incentives for Base Erosion and Profit Shifting 

(BEPS).” 
44 See, e.g., Reuven S. Avi-Yonah, Globalization, Tax Competition, and the Fiscal Crisis of the Welfare State, 113 Harv. L. Rev. 

1573, 1575–1603 (2000); Yariv Brauner, An International Tax Regime in Crystallization—Realities, Experiences and 

Opportunities, 56 TAX L. REV. 259 (2003); Yariv Brauner & Pasquale Pistone, Introduction, in BRICS AND THE INTERNATIONAL 

TAX REGIME 3 (Yariv Brauner & Pasquale Pistone eds., 2015). This was also the reason for supporting the current BEPS 

initiative. See, OECD, Explanatory Statement,OECD/G20 Base Erosion and Profit Shifting Project 4 (2015), 

https://www.oecd.org/ctp/beps-explanatory-statement-2015.pdf: “In a globalised economy, governments need to cooperate and 

refrain fromharmful tax practices, to address tax avoidance effectively, and provide amore certain international environment to 

attract and sustain investment. Failure to achieve such cooperation would reduce the effectiveness of CIT [corporate income tax] 

as a tool for resource mobilisation, which would have a disproportionately harmful impact on developing countries.” 

 
 

https://www.oecd.org/ctp/beps-explanatory-statement-2015.pdf
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 Can states regain taxing powers? 

Assuming states are interested in regaining their power to tax MNEs based on a their 

residency, the question thus arises whether (and how) they can do so by cooperating 

among themselves. If all states cooperated in imposing a coordinated corporate tax, 

then, presumably, MNEs would have to pay residence-based taxes somewhere and 

states should be able to collect more taxes.  

In order to effectively tax corporations based on their residency, states will have to 

overcome at least one the two problems described above45: first, is unbundling—the 

ability of MNEs to “buy” residency separately from other public goods and services; 

and second is competitive pricing—that pushes states to collect taxes at or close to 

their marginal cost of providing public services –which is often  close to zero. 

Hypothetically, a cooperative mechanism could tackle either of these processes or 

both. States can theoretically cooperate to limit unbundling and/or they could 

coordinate their prices-taxes. But there are many reasons to doubt the attainability 

and sustainability as well as the desirability of such cooperative solutions.  

                                                           
45  It is important to note that such cooperation requires more than preventing tax planning – which the BEPS initiative 

seems to focus on.  Tax planning and tax evasion both certainly allow taxpayers to more freely shift their income between states, 

thus limiting states’ ability to collect taxes on a residence base and undermine tax sovereignty. But the major achievement of 

preventing them would not be enough for the purpose of taxing MNEs on a residence base, if states continue competing for 

corporate residency and fragmentation sustains.   



 

28 
 

Consider attaining such an agreement first. Reaching agreement among states on 

each of these issues—bundling and pricing-- (and even more so on both) is obviously 

extremely hard to achieve, to say the least.  

To illustrate the magnitude of the complexity involved, let me briefly sketch 

one—admittedly imaginary—such possible cooperative mechanism. Let’s assume 

we would like to try and force states to bundle corporate residency with 

“membership” --a certain package of regulation and other public goods (and their 

costs) that requires collective financing. If all states were to subscribe to such 

bundling [that is, all states committed to provide certain services only as part of a 

membership package and in return for the payment of residence-based taxes], 

offering nominal residency a-la-carte would be prevented and states should be able 

to impose residence-based taxation (or specialize in a no-tax no services regime).  

Such agreement, however, is not only extremely hard to achieve—as, like any 

coordination, it requires many states to change existing practices. It also raises the 

question of what does membership entail? this question is deeply connected to states’ 

collective identity: Should the membership package—and thus the services states 

commit to provide only to their own residents-- include being subject exclusively to 

the jurisdiction of local courts? The use of domestic financial markets? The ability 
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to hire local workers? The right to run certain businesses within the country (e.g., 

banking, insurance)?  

Even if achieved, such coordination will be extremely hard (if at all possible) to 

sustain due to classic collective action problems: each suggested baseline for such 

cooperation would be subject to defection by individual states – that may be willing 

to offer specific public goods and services to non-residents for a price. Thus, if some 

states keep providing residency with minimal taxes and services and others keep 

offering foreign corporations the ability to trade on their markets, employ their 

residents or use their IP regime without paying “membership fees”, competition will 

prevent them from collecting taxes beyond the market value of the services MNEs 

actually consume.  

But, I claim, even if successful such cooperation, is also undesirable, since it 

seriously limits the current benefits of globalization—pushing us back to the days 

when each MNE had to have a charter from a King with unlimited sovereign 

powers. This cooperation among states could be described as a collusion among 

them to split the market. Such collusion is, I believe, undesirable. Collusion to split 

the market curbs efficiency, since bundling requires MNEs which find one 

component of the services provided by country A attractive, are pushed to purchase 

the entire bundle, even though they could have found superior services for better 

prices elsewhere. Collusion also limits the ability of markets to control state power 
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and to regulate governmental waste, since absent effective competition, 

governments have less of an incentive to restrict their size, and provide efficient 

public goods and services. 

And finally, I am concerned that such cooperation might result in undermining 

global justice. While it is true that multilateral cooperation may be essential in order 

to enable states to collect enough taxes to support domestic public goods as well as 

distributive justice, it may work to the disadvantage of developing countries.  My 

concern is that some countries – those that will not be able to compete on the market 

for corporate residency under the new (bundling) rules—may lose some of the 

current benefits of tax competition without gaining enough tax revenues to 

compensate them for that. Key among such countries are developing countries that 

are mainly hosts and may not be as attractive for  resident-MNEs under the new 

agreement. If MNEs are left to select their own residency, developed countries may 

have an advantage in attracting them. The multilateral bundling agreement I have 

described above will simply replace the current ability of MNEs to allocate tax bases 

among countries with a different ability—to allocate residence base taxation among 

them. If, as I suspect, developed countries may be in a superior position to offer 

superior residence jurisdictions, thanks to their more developed capital markets, 

more attractive location for headquarters operations and superior governance and 

rule of law (and assuming corporate residency under the agreement will be bundled 
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with these features), MNEs could have a preference for residing in such countries – 

allowing them to collect increased taxes and build a superior public infrastructure 

for corporate-residents. Which countries might enjoy the comparative advantage 

under the bundling agreement depends, of course, on the specific details of such an 

agreement. How such taxes are allocated between them and host countries is –

again—a question to be determined by the multilateral negotiations. What features 

exactly would constitute residency? Which resources, goods and services would be 

bundled with it? Would credits for foreign taxes be allowed?  

In order to protect developing countries, which are typically host countries, states 

must take special care to make sure that any such coordination does not 

disproportionally benefit rich countries. Unfortunately, given past cooperative 

accords, this is not an obvious interest of multilateral negotiations.  Multilateral 

accords tend to benefit developed countries.  Elsewhere I describe in detail past 

cooperative efforts on international taxation, and explained why in many of these 

cases developed countries’ interests prevailed.46 In a nutshell, I argue there, that this 

had to do with the control that developed countries had on the international agenda, 

their superior power to cooperate among themselves and their control over a 

compatible standard in a network-structured market.  Although recent developments 

                                                           
46 See TSILLY DAGAN, INTERNATIONAL TAX POLICY: BETWEEN COMPETITION AND COOPERATION (FORTHCOMING 2018) CH. 5. 
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indicate greater inclusion of developed and emerging economies in global processes, 

it is still early to indicate how successful these may prove.   

* 

Conclusion 
  

The current international tax regime is competitive. It is both marketized and 

fragmented. Under this regime MNEs effectively control the allocation of tax bases 

among states’ jurisdictions, thus effectively preventing states from collecting taxes 

based on corporate residence. Cooperation among states to restore states’ ability to 

tax MNEs based on corporate residence could, hypothetically, have states bundle 

together various features of their collective goods and services. Such cooperation, 

however, is extremely hard, if not impossible to attain and sustain. Moreover, even 

if attainable, and depending on its specific conditions, its results are not necessarily 

desirable. Such cooperation may entail inefficiencies, and carry the risk of benefiting 

developed countries at the expense of developing ones. Given this, I am afraid, that 

the future of residence-based taxation for MNEs is not very hopeful.  
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