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TAX COMPETITION AND TAX CO-OPERATION
IN THE EU

THE CASE OF SAVINGS TAXATION

Katharina Holzinger

ABSTRACT

It took the European Union (EU) 35 years to achieve a co-operative
agreement on co-ordinated measures of savings taxation. Political
science has offered two explanations for this. First, co-operation
is difficult to achieve as a result of heterogeneity. Countries with a
small domestic tax base favor tax competition, while countries
with a large tax base prefer tax co-operation. Second, co-operation
is difficult as a consequence of specific characteristics of the collec-
tive action problem involved. The actors face a prisoners’ dilemma.
Both explanations have their limits. The first approach is not very
good at predicting actual policy preferences of governments and
the second approach dismisses the fact that the EU offers co-
operative institutions that should be able to resolve a dilemma.
The paper refines these explanations such that the theory fits better
the empirical positions of EU governments and their problems of
finding an agreement.
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1. Introduction

The growing importance of international tax competition has two
sources. As Dehejia and Genschel (1999: 403) put it: ‘As the level
of taxation reaches 30, 40, or even 50 percent in welfare states, the
premium on tax avoidance and tax evasion rises. At the same
time, the costs of doing so go down.’ The level of economic integra-
tion and the liberalization of markets, especially of trade and capital
markets, achieved in recent decades, have made it much easier for
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taxpayers to avoid domestic taxes by shifting their capital to a
foreign country. In the case of savings taxation, the mobile tax
base implies a double danger and a double temptation for national
governments. A high-tax government may lose not only some of
its tax revenue through capital flight, but also the economic and poli-
tical benefits associated with a large domestic capital stock and capi-
tal market. With low tax rates governments can attract capital from
high-tax countries and thus improve economic figures and political
benefits, and sometimes also tax revenue. As a consequence of this
strategic situation, tax competition may lead to a ‘race to the
bottom’ of tax rates (Frey 1990; Sinn 1990, 1997).

In the case of the European Union (EU) there were even suspi-
cions that this could mean that it would turn into a ‘single (large)
tax haven’ (Giovannini and Hines 1991: 172). However, as low tax
rates might also lead to a loss of revenue, European governments
should be interested in co-operation in matters of savings taxation.
Harmonization of tax rates or other co-ordination mechanisms in
EU member states can help to prevent tax evasion and capital
flight. Such a solution should be possible because the EU has the
potential of enforcing a co-operative agreement.

However, until very recently, the co-ordination of savings taxation
in the EU has not been very successful. Over the last 35 years, several
attempts of the European Commission (EC) and EU member states
to harmonize national policies on savings taxation have failed.
Finally, a preliminary agreement was reached in June 2000, which
was — after some changes — confirmed by the European Council
in June 2003. Although this agreement is surely an achievement in
preventing capital movements induced by tax differentials, it still
mirrors the conflict between two groups of member states: those
who want to prevent tax evasion and capital flight from their coun-
tries, and those who have a strong interest in attracting foreign
capital.

Why has European co-operation in the area of savings taxes
proved so difficult to obtain? In an attempt to answer this question,
the paper offers an analysis based on public good theory and matrix
game analysis. It builds on theoretical explanations of the European
co-operation failure provided by Bucovetsky and Wilson (1991),
Kanbur and Keen (1993), Genschel and Pliimper (1997), and
Dehejia and Genschel (1999). It develops a common framework for
analysis, refines the existing theory and shows that this way the
theory fits the data much better.
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The paper provides no empirical explanation in a strict meaning,
because it is not concerned with many cases. It provides a rational
reconstruction of a case of co-operation within the EU, which
qualifies as an ‘analytical narrative’ as proposed by Bates, Greif,
Levi, Rosenthal and Weingast (1998). The simple game theoretical
framework used for analysis makes the case study comparable to
others analyzed by the same technique. When we are confronted
with small N and many causal factors, such an approach provides
a middle course between idiographic description and quantitative
study. Causal factors can be reduced to the ones most important
in the case under scrutiny, and can be systematically varied in com-
parisons with other cases, which are similar in some respects and
different in others. The formal approach can help to sort out the
regular effects of certain (combinations of) factors.

There lies also a potential for generalization. EU savings taxation
is an example of international co-operation in the case of a trans-
national common good. There are numerous other transnational
common good problems, such as environmental, health, or global
resource problems. The chances for co-operation vary with the
properties of the common goods concerned (e.g., is it a pure
public good or a commons?), with the properties of the actors
(e.g., are the actors homogeneous or heterogeneous, and in which
respect?), and with the properties of the institutions already present
(e.g., do we have an institution which has the potential to sanction
defections?). Many combinations of such properties are conceivable
and thus we have too many variables and not enough cases to do
large-N studies. Variations of this kind can, however, be represented
in simple games, and the predictions derived can be confronted with
empirical results in individual cases. This way, a stock of case
analyses can be built up, which allows the drawing of general conclu-
sions, for example on the effects of types of goods on co-
operation.

Section 2 refers to the literature on tax competition. In Section 3
an overview of the attempts to harmonize savings taxation in the EU
is presented. Section 4 provides a game-theoretic analysis of the
tax co-operation problem. In Section 5 it will be shown that the
models presented here can rationalize most of the actual positions
of EU member states, as well as the difficulties of reaching an
agreement.
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2. Literature on Capital Income Tax Competition

It is generally accepted that in the presence of capital mobility and in
the absence of international co-ordination taxes on capital, both
corporate and private savings taxes tend to be too low and that
tax competition may lead to a downward spiral of tax rates and
fiscal revenues (Frey 1990; Sinn 1990; Fuest and Huber 1999).
Whereas most of the literature presents anecdotal rather than sys-
tematic evidence, Thomas (2002: 272) provides some OECD data
that shows that the corporate income tax share of total tax revenue
has decreased sharply in a number of large countries since the 1950s.
A study by Devereux, Griffith and Klemm (2002) provides systema-
tic evidence on the development of corporate income taxes since the
1960s. Their finding is that effective tax rates on corporate income
have declined but that the revenue from these taxes has remained
stable or even increased. For the taxation of interests on savings,
Dehejia and Genschel (1999: 415f.) show that there was also a decline
of tax rates employed in EU member states. Thus, tax competition
exists, even though its effect on tax revenues remains unclear.

In economic theories of tax competition, two contrasting views
can be found on the desirability of tax competition (Keen 1993).
In the literature on public finance, tax competition is considered
to have negative effects on public welfare. Tax competition leads
to underprovision of common goods, and tax harmonization in
the EU would therefore increase overall welfare (Bucovetsky and
Wilson 1991). The public choice literature, conversely, emphasizes
the fact that governments are not benevolent actors and that their
interests do not coincide with those of taxpayers, which gives rise
to ‘political distortions’ (Frey and Eichenberger 1996) and waste
of tax money. Tax co-ordination is considered to be a cartel of
governments at the cost of the taxpayer, while tax competition is a
welfare-increasing check on governments. Constitutional rules that
forbid tax co-ordination are thus, according to this view, desirable
(Brennan and Buchanan 1980). Finally, there are economic
models that use an objective function for governments that includes
two variables: the welfare of the citizens and a ‘waste’ variable that
accounts for imperfections in the political process and inefficiency of
government spending (Edwards and Keen 1996; Eggert 2000; Fuest
and Huber 1999; Fuest 2000; Myles 2000). Not surprisingly, in these
models, the effects of tax co-ordination on welfare are ambiguous.
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In this paper no such normative questions are posed. I am not
concerned with welfare or with the taxpayer’s benefit. Here I am
interested in the rational reconstruction of co-operation among
governments who compete for a mobile tax base. How can it be
explained that co-operation of governments in order to avoid ‘harm-
ful tax competition’ emerged so slowly? Political science research has
offered some elements of explanation of the European failure to
co-operate. Two main arguments have been put forward: First, co-
operation in the case of capital tax harmonization is difficult
to achieve as a result of the heterogeneity of countries. Second,
co-operation is difficult to maintain as a consequence of specific
characteristics of the collective action problem involved.

Prominent representatives of the first approach relate hetero-
geneity to the fact that member states differ in size (Bucovetsky
and Wilson 1991; Kanbur and Keen 1993; Dehejia and Genschel
1999). Countries are heterogeneous with respect to the size of their
tax base. Dehejia and Genschel (1999) have argued convincingly
that it pays more for small countries to prey on their neighbors’
capital by applying lower taxes than it does for large countries.
The reason for this is the fact that, in an open economy, tax revenue
is not linear in the tax rate. Savings tax revenue increases with the
tax rate for some time but, with very high tax rates, the revenue
strongly decreases, because the tax base moves to another country
with lower tax rates. It pays for a country to prey on the other coun-
tries’ capital as long as the tax-base effect from the attracted foreign
capital (increase of revenue) is greater than the tax-rate effect from
domestic capital (decrease of revenue). The smaller the domestic
tax base and the more capital can be attracted — that is, the larger
the foreign capital base — and the higher the tax differential, the
more it pays to follow a low-tax strategy. Therefore, small countries
are in a much better position in tax competition than large ones.
Large countries, however, can try to limit the small countries’ prey
by keeping the tax differential small, which may lead to a downward
spiral of tax rates (Dehejia and Genschel 1999: 410). This is valid, as
long as only tax revenues are considered as elements of the govern-
ments’ utility functions.

The model of asymmetric tax competition shows that small states
are the winners and large states the losers of unconstrained tax
competition. As Dehejia and Genschel (1999: 418) admit, however,
the model is less good in predicting policy preferences for tax co-
operation in the EU. A number of small countries consistently
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favored tax co-operation, while a large country, the UK, strongly
opposed it for a long time. Thus, asymmetry in size and the govern-
ments’ interest in tax revenue do not seem to be sufficient explana-
tory factors. I will introduce a complementary factor in order to
explain the positions of European governments better.

Genschel and Plimper (1997: 635-9) explained the difficulty of
achieving co-operation in savings taxation by two specific features
of this collective action problem. They too start from the assumption
of heterogeneous preferences of governments. In their interpreta-
tion, one characteristic of the situation is that the minimum-sized
coalition for self-sustaining co-operation is very large in the case
of savings taxes. Co-operation has to include tax havens within
and outside the EU to become effective. The second distinctive
feature is that non-cooperators’ gains from defection increase with
the number of co-operators: ‘being a tax haven in a world where
every other state is also a tax haven is not very profitable, but being
the sole tax haven in an otherwise tax haven-free world is potentially
very profitable’ (1997: 637). Both observations are surely correct as
empirical descriptions. ‘

However, if it is true that the gains for defectors increase with
the number of co-operators, the potential co-operators gain nothing
but rather experience losses from co-operation, as long as the
‘minimum-sized coalition’ is not reached. Each co-operator suffers
from capital flight to remaining tax havens. Thus, no countries
will form coalitions as this would place them in the role of the
‘sucker’, no matter how large the coalition is. Defection is a domi-
nant strategy. If gains from defections increase more strongly than
gains from co-operation, the game is a dilemma game over the
whole number of potential co-operators. Thus, the idea of a mini-
mum-sized coalition contributes nothing to the explanation here:
There will never be voluntary co-operation, as we face a true
prisoners’ dilemma. Conversely, the idea of a large minimum-sized
coalition is very plausible in the context of savings taxation. However,
such a constellation typically does not correspond to a dilemma but
to a co-ordination game, such as assurance, chicken, or battle of
the sexes. The implicit presence of two different games in the paper
by Genschel and Pliimper (1997) is reflected in the wider literature.
Problems of tax co-ordination have been modeled as a prisoners’
dilemma (Hallerberg 1996), as a co-ordination game (Radaelli
1998), or as a pure conflict game (Dehejia and Genschel 1999).
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In my analysis I will characterize more precisely the relationship
between the two factors emphasized by Genschel and Plimper,
and I will clarify which kind of strategic constellation is the most
adequate model of the savings taxation problem. Modeling the
strategic constellation is a worthwhile experiment, as these models
reveal not only information about the chances for voluntary co-
operation and co-ordination in anarchic environments, but also
about problems of finding agreement when co-operative institutions
are present. It will be shown that the EU’s savings tax problem does
not solely arise from the problem of potential defection; it is also a
problem of finding agreement, and a problem of a global collective
good.

3. History of Savings Tax Co-ordination in the EU

The EC set up the first expert committee with the aim of analyzing
the effects of different savings taxation policies of the member
states upon the functioning of the common market as early as
1960 (Hahn 1988). However, the first program on the harmonization
of direct taxes was not published until 1967, after a French initiative
aimed at concerted measures with respect to direct taxes. Among the
problems addressed in this program was savings taxation (EC 1967).

3.1. The Commission Proposal of 1967

The Commission identified three problems of different taxation poli-
cies among the member states (EC 1967: 10-11):

(1) Double taxation of capital income from foreign investment led
to barriers to the free movement of capital. Double taxation
means that in the 1960s there were not only personal income
taxes on savings income from foreign investment to be paid in
the country of the owner, but sometimes additional withholding
taxes on interests in the foreign country. Withholding taxes are
taxes on interests, which banks automatically ‘withhold’ and
transfer to the financial authorities. Withholding taxes may
apply either to domestic or to foreign capital, or to both.

(2) Double taxation implied an incentive to invest more capital in
countries with no or low withholding taxes. Thus, different with-
holding tax rates led to distortion of capital allocation: In terms
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of economic efficiency, capital should be invested where interests
are highest, and not where taxes are lowest.

(3) As capital investment in foreign countries is difficult to monitor,
tax evasion is easier with foreign than with domestic invest-
ments. Moving capital abroad in order to save taxes pays only
if foreign taxes are lower than domestic ones. The lower the
foreign withholding tax rate, the greater is the benefit from tax
evasion. Therefore, for tax evaders, the incentive to invest more
capital in low-tax or no-tax countries is even stronger. This,
again, leads to distortion of capital allocation.

The EC discussed two solutions to these problems (EC 1967: 12—
13). The first solution combined the abolition of withholding taxes
with the development of a transboundary system of information
exchange. In such a system, banks in the countries of investment
would inform the fiscal authorities in the countries of residence of
capital owners about their earnings from interest or dividends. An
information exchange system is an optimal solution, since it both
avoids distortion of capital allocation and prevents tax evasion.
Moreover, no harmonization of national taxes is needed. Still, the
EC rejected this idea for two reasons. First, this practice would
collide with the principle of bank secrecy. Second, the EC expected
massive capital flight from the common market to the outside world.

The EC’s preferred solution was therefore complete harmoniza-
tion of withholding taxes combined with full deductibility in the
country of residence. This way double taxation as well as distortion
of competition for capital is avoided. However, the incentive for tax
evasion remained. The higher the harmonized withholding tax rate
(the smaller the difference to personal income tax), the lower is
the incentive for tax evasion. On the other hand, the higher the
common withholding tax rate, the greater is the incentive to invest
capital outside the European market. There can be different assess-
ments of the trade off between these two effects: some governments
may prefer a high tax because their main aim is the avoidance of tax
evasion; others might prefer a lower tax because of fear of capital
flight outside Europe.

Accordingly, the member states reacted differently to the proposal
(Genschel 2002: 138f.). Conflict centered mainly on the level of the
withholding tax rate. France, Belgium, and Italy preferred a higher
level than the proposed 10%, as they wanted to avoid tax evasion
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and a decrease of tax revenues. The Netherlands and Luxembourg
rejected the rate as too high, because they were interested in efficient
capital markets, and the free movement of capital. The Council of
Finance Ministers did not come to an agreement. Thus, the first
attempt at harmonizing savings taxes ended in failure.

3.2. The EC’s Proposal of 1989

The next initiative to harmonize savings taxation was launched by
the EC in 1989 within the framework of the internal market program
(EC 1988). At that time, double taxation was no longer a problem
within the Community, as practically all member states had intro-
duced some kind of deduction of foreign withholding taxes from
domestic personal income taxes (Genschel 2002: 142). The EC
focused therefore on the problem of distortion of capital allocation
as a result of tax evasion.

From the beginning, the proposal was not very ambitious (EC
1989). Again, the idea of an information exchange system was
rejected by the EC. At the heart of the proposal was a minimum
withholding tax on interests of 15%, where some exceptions were
possible. As the tax rate was low, compared to income tax rates,
there was still a considerable incentive for tax evasion. As a conse-
quence, distortion of capital allocation was only slightly reduced,
but not avoided.

The reaction of the member states to this proposal was again
divided (Genschel 2002: 147f.). France and Italy requested a higher
tax rate and the inclusion of dividends; Belgium and Portugal criti-
cized the exception of Eurobonds; Denmark and the Netherlands
preferred an information exchange system. On the other hand, the
UK and Luxembourg were completely against a common solution,
as they feared capital flight from the internal market. This time, the
position of Germany turned out to be pivotal. Germany had intro-
duced a national withholding tax on interests in January 1989, and
then surprisingly decided to abolish it in April 1989. There were
several reasons for this. First, there was an immediate response of
the capital markets: Massive capital flight took place and as a con-
sequence, interest rates increased, bonds turnover decreased, and
the exchange rate for the German mark decreased (Genschel and
Pliimper 1997: 632). Second, as a result of a relatively flourishing
economy there were no budgetary problems in Germany at that
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time. Finally, voters had reacted negatively to the tax. As a conse-
quence of this change of German policy, the proposal for a harmo-
nized withholding tax rate at the European level failed again.

3.3. The EC Proposal of 1998

During the 1990s conditions changed. In 1992 Germany re-
introduced its withholding tax. This led to capital export to Luxem-
bourg and considerably lower tax revenues than expected (Genschel
and Plimper 1997: 633). Luxembourg’s neighbors, especially
Belgium, France, and Germany, felt disadvantaged by its refusal to
introduce any kind of taxation of foreign capital income (Genschel
and Pliimper 1997: 632). As a result of the economic recession,
most EU member states faced serious budgetary problems, which
were aggravated by the fact that the governments were required to
meet the rigid criteria for the European Monetary Union (EMU).
Additionally, international liberalization of capital markets had
made the problem of capital flight more severe. In this situation a
memorandum of the EC warned that tax evasion, tax revenue
losses, and distortion of competition in the European capital
markets required a common policy against capital flight (EC 1996).
In 1997, the EC proposed the so-called tax-package, a number of
measures in the areas of corporate and interest taxation (Bernauer
2000; Thomas 2002; Radaelli 2003). The Council of Ministers
charged the EC with developing another proposal for a directive
on interest taxation. :

The EC’s proposal of 1998 relied on the harmonization of with-
holding taxes on transboundary capital income only, while taxes
on domestic interests from capital could still be different (EC
1998). Second, the proposal was based on the so-called co-existence
model: member states should be allowed to opt between a har-
monized withholding tax and a European information exchange
system. Obviously, there was no agreement possible between those
countries favoring a system based on harmonized withholding taxes
and those favoring the information exchange system. The co-
existence model is a compromise, which, in practical terms, is a
rather complicated solution to the problem. However, countries
not revealing information about interests earned by foreigners to
their home countries must at least withhold some minimum percen-
tage of the interests. This way the incentive for tax evasion decreases.
Third, the proposal included an obligation for the EU to negotiate
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guarantees with some third countries that savings of EU citizens
would be taxed at the same level as they would be within the EU.

During the negotiations that followed within the Council, these
provisions were further watered down. The member states’ positions
differed on the tax rate and the division of the withholding tax
revenue between countries. Luxembourg, Austria, and the UK
argued that the co-operation of «ll relevant third countries should
be a precondition for the European solution. Negotiations again
failed at the 1999 summit of Helsinki.

In June 2000, the agreement of Feira was made possible by a
change of position by the British government (Genschel 2002:
143). Britain introduced a national system of information exchange
for banks and fiscal authorities, and now argued at the European
level that only such a system could secure sufficient protection
against tax evasion. With the exception of Luxembourg and Austria,
all member states now agreed on a European system of information
exchange. Austria and Luxembourg declared that they would not
sacrifice their bank secrecy policy, because the relevant third coun-
tries would also not do so.

3.4. The EC Proposal of 2001

In the event the Commission revised its proposal (EC 2001). Now,
the final solution was to be based on a system of information
exchange, while the co-existence model should apply only for a tran-
sitional period of about 10 years. In the meantime, negotiations of
the EC with Switzerland, Liechtenstein, Monaco, Andorra, San
Marino, and with the USA, were to guarantee that these countries
introduce equivalent measures (European Council/Ecofin 2000).
From 2011 onward all countries should be obliged to use an auto-
matic reporting system. For the transitional period three countries
were permitted to apply a minimum withholding tax of 15% during
the first three years and 20% during the remaining four years on
non-residents’ interest income. These countries were Luxembourg,
Austria, as well as Belgium, which now also opted for the withhold-
ing tax.

At the end of 2001 the EC started to negotiate with the third
states. It reported to the Council on the results of these negotiations
in November 2002 (EC 2002). Although the USA refused to con-
clude a formal contract with the EU, it caused no major problem,
as it is a proponent of the automatic reporting system. There are
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already a number of bilateral agreements on information exchange
with EU member states. The USA is prepared to further develop
the system of information exchange, to conclude further agreements
with other EU member states, and it showed interest in also develop-
ing reporting systems with Austria, Belgium, and Luxembourg.

Negotiations proved more difficult with Switzerland. It is not pre-
pared to introduce an automatic reporting system, and it is not even
willing to apply ‘information exchange upon request,” as is foreseen
in the OECD’s (2002) model agreement on exchange of information
on tax matters. Instead, Switzerland proposed applying a with-
holding tax on the interest income of non-residents of up to 35%,
if Austria, Belgium, and Luxembourg also applied such a rate.
Switzerland’s willingness to conclude such an agreement, however,
depends on the condition that the EU negotiates ‘equivalent
measures’ with a number of other states, namely Hong Kong, Singa-
pore, Canada, and Japan.

The positions of Andorra, Liechtenstein, Monaco, and San
Marino are similar. All seem prepared to levy a withholding tax
on non-residents of about 15% to 20%. They are unwilling to intro-
duce an automatic reporting system, and — with the exception of San
Marino — they are unwilling to agree to information exchange upon
request. These countries can be expected to change their position if
Switzerland does so.

On the basis of these results, the EU Council negotiated the pro-
posed directive again in December 2002 and January 2003. The
agreement of 21 January 2003 again includes the co-existence of
the two systems. Twelve member states were to introduce an auto-
matic system of information exchange in January 2005. Belgium,
Luxembourg, and Austria were to apply a withholding tax. The
rate was to be 15% from 2005, 20% from 2008, and 35% from
2011 onward. The three states were to change to an automatic
reporting system only after Switzerland and the other tax havens
agreed on systems of information exchange upon request (OECD
rules). The revised proposal of the directive was finally adopted on
3 June 2003 (Financial Times Germany 3 June 2003).

This agreement mirrors the conflicts and divergence of govern-
ments’ interests within and beyond the EU. There were still two
groups of countries: those who preferred automatic information
exchange, and those who were prepared to accept only minimum
withholding taxes. The agreement allowed for the permanent
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co-existence of these two systems, as the general introduction of
information exchange within the EU depended on Switzerland’s
and the other third states’ willingness to accept OECD rules on
information exchange upon request, as well as on negotiations
with further non-EU countries, which Switzerland wanted to have
included in the co-operative arrangement.

4. Analysis of the Strategic Constellation

This section provides an analysis of the co-operation problem based
on public goods theory and matrix games. First, harmonization of
savings tax policies is analyzed as a problem of providing a
common good. Second, a basic model of tax co-ordination among
homogeneous states is presented. Two forms of heterogeneity are
then introduced into the model: heterogeneity of the utility functions
of governments, and heterogeneity of states with respect to their size.

4.1. Tax Harmonization as a Common Good

The problem of the collection of taxes on savings by several govern-
ments in a common market where capital is perfectly mobile can
be seen as a common pool resource problem (Koelliker 2001).
Common pool resources are defined by two properties: rivalry in
consumption and non-excludability. In the tax case, the resource is
savings. The states ‘exploit’ the resource, and tax revenue and other
gains from capital are their payoff. Consumption is rival, as savings
can only be taxed up to 100% and capital can only be invested in one
or in another country. Foreign governments cannot be excluded
from benefiting from the capital invested by citizens of one country
because capital is mobile. If there were only one user of the resource
(one government would tax the complete savings) the problem
would reduce to an optimization problem comparable to those in
cases of renewable resources (Perman, Ma, and McGilvray 1998).
If there are more users of a common resource a strategic dimension
is added and a collective action problem arises.

Savings taxation is distinct from the problem of common use of
the village green where all inhabitants can graze their sheep. In the
tax case the users are confined to their territories while the resource
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is mobile. In this respect it is similar to fishing problems, where the
fishermen are assigned to a certain territory, whereas the fish is
mobile. If there is too much harvesting pressure in one territory,
the resource moves to another. The ‘fish,” so to speak, are attracted
by low taxation and leave the country in the case of high taxation.
Taxpayers can move their capital to another territory where the
tax rate is lower or where there is no tax at all.

The possibility of out-migration reveals another property of the
savings tax case: As long as there is only one single country with
lower or no taxes, the capital can move there. Co-ordinated savings
taxation is a so-called weakest-link common good. Hirshleifer (1983)
distinguishes public goods according to their aggregation tech-
nology. There are three basic types of goods: standard additive ‘sum-
mation’ goods, where the amount of the good grows with each
contribution; ‘best-shot’ goods, where one contribution is sufficient
to provide the good; and ‘weakest-link’ goods, where each contribu-
tion is needed to achieve the good. In the latter case, the ‘weakest
link” determines which level of the good can be achieved.

Savings taxation clearly belongs to the weakest-link type: the
common good is the ability to effectively collect tax from capital
owners in the common capital market. Governments will only
achieve this goal to the extent that they co-ordinate their taxes
and tax rates. If there is a weakest link, that is, a country with no
or low tax rates, capital will move into this country. This model is
stylized as capital transfer is not costless, capital is not perfectly
mobile for other reasons, and as tax havens need to build up capa-
cities to attract capital. For some countries these hurdles may be
low (Genschel and Pliimper 1997: 636), especially in Europe and
the developed world. Nevertheless, not all countries qualify as tax
havens. Thus, if not all countries, at least all potential tax havens
have to be included into the chain of co-operation. The weakest-
link character of the problem is represented in all of the following
models.

Different aggregation technologies result in different strategic
constellations. In terms of matrix games, summation technology in
general leads to a prisoner’s dilemma, weakest-link technology to
an assurance game, and best-shot technology to a chicken game
(Sandler 1997: 46-59; Holzinger 2001). Thus, in the case of savings
taxation, the strategic constellation can be expected to be a co-
ordination game, or, more specifically, an assurance game.
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4.2. Tax Competition: Co-ordination Game or Dilemma?

In this section a model of tax co-ordination will be introduced where
two governments compete for a mobile tax base. They have the
choice to levy a savings withholding tax, 7, or not to do so, ~ 7.
Countries 4 and B are identical with respect to size of capital
stock and to the preferences of governments. Capital is perfectly
mobile between the two countries, capital owners are perfectly
rational, and there are no transaction costs. This implies that there
is complete capital flight from country 4 to country B, if A levies
the tax, while B does not. The same were true if country 4 would
apply a high tax rate and country B a low one.

The payoff function for the government includes two elements.
The first element is the political benefit from savings tax revenue,
r, which is determined by the tax rate, the tax base, and a function
that turns tax revenue into political benefits for governments.
Governments can spend tax revenue in a way that helps them to
win the next elections. Conversely, a high budget deficit can imply
a loss of votes.

The second element is the political benefit, f, associated with the
domestic financial market. A flourishing banking and finance
sector, sufficient capital supply, low interest rates, investment, inno-
vation, growth, and high employment are (partly) a consequence of
a large and sound capital market. A flourishing finance sector may
also raise tax revenue from this sector. Thus, savings tax losses
caused by a low tax rate can be partly compensated by higher corpo-
rate taxes from the banking sector — the exact extent depending on
the relative size of savings capital and the financial sector’s value
added. Since the state of the economy plays a great part in voters’
evaluations of a government’s performance, these benefits are not
only economic but also political ones.

It is difficult to measure the political benefits from tax revenue and
from the financial sector. It can be assumed, however, that there is a
positive correlation of a well-functioning capital market, its positive
economic effects, and political benefits from it. Similarly, a positive
correlation between the level of tax revenue and political benefits can
be assumed: the higher the revenue the more can be spent, and the less
critical is the public of the governments’ performance.

There is a subjective factor in the values of the political benefits
both from tax revenue and from a flourishing financial market.
The payoffs depend on the governments’ relative valuations of r
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and f. To be precise we should talk about the values of r and ffor the
government and denote u(r) and u( /). Governments will not in any
case value the political benefits from tax revenue more than those
from the financial market, or vice versa. Their valuation will
depend on the actual circumstances. For example, if the overall
budgetary situation is positive, a government may be much more
interested in the political benefits of a large capital market, whereas
in a situation of high budget deficit, the revenue may become more
important. A government that is susceptible to the interests of
the financial sector might prefer to keep the domestic capital stock
as large as possible and sacrifice tax revenue. This could be a conse-
quence of the hard lobbying by the financial sector or of the fact that
it is a relatively large sector within this country’s economy. Thus,
sometimes a government may be revenue-oriented (u(r) > u(f)),
and sometimes financial market-oriented (u( /) > u(r)). To keep the
notation simple, this can be approximated by assuming r > f or
f > r. If we could measure r and f, and if the governments’ utilities
were a linear transformation of r and f, it would in any case be
equivalent.

The first model assumes revenue-oriented governments. Table 1
gives the payoffs for the two identical countries 4 and B for each
strategy combination. The benefit from tax revenue can only be
realized when both governments levy the tax. If a government
itself levies no tax, there is no tax revenue; if the other government
applies no tax the capital moves out. There are political benefits, f,
from domestic capital, when both governments have a tax, or
when both do not. A government that levies no tax gains the politi-
cal benefit of both domestic and foreign capital (2f"), as foreign capi-
tal migrates in. A government that introduces a tax has no political
benefits from the financial sector at all, because the domestic capital
moves out. The first preference of the governments is thus that both
have a tax, the second that only the other government has a tax, the
third that both have no tax, and the least preferred situation is that
they themselves levy the tax, while the other government does not.

The game in Table 1 belongs to the class of co-ordination games.
More precisely, it is an assurance game, which has both a Pareto-
optimal and a sub-optimal Nash equilibrium. This confirms the
expectation for weakest-link goods. Only if there is no weakest
link, will the common good (savings tax revenue for both states)
be provided. If there is a weakest link, one single tax haven in this
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Table 1. Savings Tax Co-ordination with Revenue-oriented Countries

Assumption r > >0

Strategy Tax Political Payoff Ordinal
combination revenue benefits

Country 4 A: T B: T r i r+f 4
AT B:~T 0 0 0 1
A:~T B: T 0 2f 2f 3
A:~T B:~T 0 if f 2

Note: All factors are identical for country B.

Game Matrix

Country B
Tax No tax
r+fr+f 0,2f
Fa 4,4 1,3
Country 4
21,0 o
No Tax 3.1 29

case, the good will not be achieved. There is no tax revenue,
although one government enjoys double political benefits from the
financial sector. In the case of two tax havens, the good will not
be provided, but there are equally distributed political benefits:
There is no capital flight, but no tax revenue, either.

It should be easy to find a solution to this collective action
problem. Communication of the two governments should be suffi-
cient. They should agree on the strategies to levy the withholding
tax, as this is the optimal equilibrium. Thus, tax co-ordination
should be easy to achieve. This does not at all correspond to the
above observations of attempts to harmonize tax policies in the
EU. The assumptions of the model are not yet sufficiently realistic.

In the following model, financial market-oriented governments
are assumed. This is captured by the assumption that financial
market benefits are greater than savings tax revenue benefits
(f > r). The payoffs in Table 2 are constructed as in Table 1; how-
ever, their value, and thus the preference order, changes. The game is
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Table 2. Savings Tax Competition with Benefits-oriented Countries

Assumption r > f > 0

Strategy Tax Political Payoff Ordinal
combination revenue benefits

Country 4 A: T B: T r f r+f 3
AT B:~T 0 0 0 1
A:~T B: T 0 2f 2f 4
A:~T B: ~T 0 S/ f 2

Note: All factors are identical for country B.

Game Matrix

Country B
Tax No tax
r+fr+f 0,2f
Tax 3.3 1.4
Country 4
21,0 fif
No Tax 4.1 22

now a prisoners’ dilemma. The Nash equilibrium implies tax compe-
tition and no tax at all, or a ‘race to the bottom’ of tax rates. Even
if the players agree on a contract to play Pareto-optimal outcome
strategies (7', T'), they both have an incentive to defect afterwards.
The sub-optimality of this strategic constellation should be
obvious to the EU member states. For a relatively small number
of states, which are in a permanent relationship in their capacity
as EU members, it should thus not be too difficult to find a nego-
tiated agreement. The EU institutions have both the authority to
decide on a co-operative outcome and the power to secure com-
pliance. Furthermore, reactions and retaliation by other member
states must be expected. Thus member states should agree on the
co-ordinated solution, since this would guarantee all states a higher
payoff than the tax competition equilibrium. Why was there not
even a negotiated agreement for such a long time? One possible
explanation is that not all member states consider tax co-ordination
to be individually better than tax competition. The background for
this is the heterogeneity of preferences among EU member states.
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4.3. Tax Competition of Heterogeneous Member States

Not all European states are in the same situation with respect to
financial markets and tax revenue. Governments may have hetero-
geneous preferences for many reasons. Their financial sectors and
capital markets are different in size and development; their econo-
mies may do well or may suffer from a recession; budget deficits
may be more or less severe; capital income may account for more
or less of overall personal income, and thus the savings tax would
have a correspondingly larger or smaller share of the states revenue;
taxpayers may be more or less prone to tax evasion. This variance in
circumstantial factors will lead to different relative valuations of tax
revenue and political benefits.

The next step is to introduce heterogeneity. It is sufficient to
distinguish two types of governments: those which are revenue-
oriented (r > f) and those which are financial market-oriented
(f > r). Revenue-oriented governments value tax revenue from
savings taxation higher than financial market benefits, for example
because they are confronted with severe budget deficits, or because
the financial sector is less important in terms of size in this country
and thus cannot contribute much to economic benefits of corporate
tax revenue. Financial market-oriented governments value political
benefits from the financial sector higher, for example, because in
terms of the national product the share of financial sector and/or
its share in corporate tax revenue is large — because the sector is
very active in lobbying, or because there are no budgetary problems
— and the savings tax is thus not considered so important.

The payoffs are as in Tables 2 and 3. Let government A be
revenue-oriented and government B be financial market-oriented.
The game matrix in Table 3 represents an asymmetric dilemma or
unilateral defection game. There is a unique and sub-optimal
Nash equilibrium as in the prisoners’ dilemma. The game is different
from the prisoners’ dilemma, however, because only the financial
market-oriented government, B, has a dominant strategy not to
tax; the revenue-oriented government prefers to levy the tax, if B
does as well; but it prefers not to tax, if B does not.

This game combines a defection problem with a distributional
problem. If the governments agree to tax co-ordination (7', T),
only government B has an incentive to defect afterwards. However,
there is a distributional problem, as the Pareto-optimal tax co-
ordination outcome represents the first preference for government A4,
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Table 3. Savings Tax Competition with Heterogeneous Countries
Assumptions Country A4: r > f
Country B: f > r

Game Matrix

Country B
Tax No tax
r+for+f 0,2f
Tax 4,3 1.4
Country 4
21,0 ,f
No Tax 31 2.2

but only the second preference for government B. The latter would
prefer the second Pareto-optimal outcome (7, ~ T').

This model is based on the subjective preferences of governments,
i.e., on their heterogeneous valuations of r and f, which implies a
methodological problem if the model is to be tested empirically.
On the one hand, it is governments’ preferences that count in an
explanation of strategic interaction of governments in the EU. On
the other hand, the subjectivity of preferences makes their use as
explanatory factors problematic. Preferences cannot be observed
directly.

There are basically two strategies of dealing with this problem.
First, the actors can be asked what their preferences are and some
utility measurement or indicator can be developed. As this is difficult
to get from governments, a similar strategy would be to use the
reasons governments give publicly as justifications for their posi-
tions. There is no guarantee, however, that the reasons given are
the ‘true’ reasons. Second, preferences can be inferred after behavior
has been observed. For example, if a government has objected to the
introduction of a common withholding tax, it can be concluded that
it preferred no tax to be introduced. However, this does not tell us
why the government had these preferences. Therefore, it is of no
use for predictions.

It would thus be more desirable to have a model that relies on the
objective elements in the governments’ payoff functions. There are
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indicators that can be measured: the size of a country’s tax base and
the size of the financial sector, for instance. These indicators can be
used as explanatory variables if the theoretical assumption is valid
that governments’ utility functions consist of monotone functions
of r and f, where fis a measurable indicator. The outcome of the
strategic interaction can then be explained as a result of hetero-
geneous conditions.

Next, a model is developed that relies on a single objective factor,
namely, the size of a country. Both countries have the same prefer-
ence for tax revenue, but the size of their tax base is different. This
model is based on the argument presented in the literature that by
the way of tax competition small countries experience welfare
gains (Bucovetsky and Wilson 1991) or tax revenue gains (Kanbur
and Keen 1993; Dehejia and Genschel 1999) at the cost of large
countries.

The size argument will be translated into the matrix game
language used here. Country A is large, ¢4, while country B is
small, ¢z, thus ¢4 > ¢z Both governments have two strategies:
They can apply a high tax rate, ¢, or a low tax rate, t,, with
0 < t, <ty < 1. Capital is again perfectly mobile and there are no
transaction costs. This implies complete capital flight from the high-
tax country to the low-tax country, if there is no tax co-ordination.
I further assume that for the small country, B, the positive foreign
tax-base effect, ¢ 4¢;, of low taxes is greater than the negative domes-
tic tax-rate effect, cpty — cpty; and that for the large country, A4, the
negative domestic tax-rate effect, ¢4ty — ¢4 t1, of low taxes is greater
than the positive foreign tax-base effect, ¢zt; . Therefore, in the case
of tax competition, government B prefers low taxes, while govern-
ment A prefers high taxes. Given these conditions, government B
may benefit from undercutting A’s tax rate. Table 4 gives the payoffs
for each strategy combination, as well as the preference order for
both countries.

The game has the same strategic structure as the one in Table 3. It
is an asymmetric dilemma, combining the defection and the distribu-
tional problem. For government B the low tax rate is a dominant
strategy. Its first preference is the outcome where country 4 chooses
the high tax while B applies the low tax. If there were a negotiated
agreement on the outcome, where both countries levy the high tax,
government B could be expected to defect afterwards. Thus the
low tax rate is the equilibrium.
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Table 4. Savings Tax Competition of Small and Large Member States

Strategy Payoff Payoff Ordinal  Ordinal
combination Country A Country B Country A Country B
Countries  A: ty B: ty caty cpty 4 3
A and B Aty B: 1, 0 (cp+c)tr 1 4
At B: ty (cqa+cp)t, O 3 1
Aty B: 1, cqly cply, 2 2
Game Matrix
Country B
High tax Low tax
Caty, cply 0, (cp +cnir
High tax 4.3 1.4
Country 4
(ca+cp)tr, 0 calL, CplL
Low tax 3.1 2.9

In fact, government B may not lose much, if the tax competition
equilibrium is played instead of the tax co-ordination Pareto-
optimal outcome. The smaller the tax differential, the closer govern-
ment B will be to indifference between the co-ordinated, ¢, ty, and
the competition, ¢, t;, outcome. Therefore, it will not be easy to
convince government B that co-ordination of taxes is to the benefit
of both governments. Although the combined tax revenues would be
much higher under tax co-ordination, the gain is distributed
unevenly. If this result is valid for the tax revenue component of
the governments’ utility function alone, it will be reinforced if poli-
tical benefits from the financial sector are taken into account.

The models are stylized insofar as they make some rigid assump-
tions. The effects of tax competition will shrink if the assumptions of
perfect capital mobility and perfect rationality of capital owners are
given up. It is reasonable to assume that capital owners consider
transaction costs, and the risks of transboundary capital investment
are considered higher than those of domestic investment. Moreover,
a certain percentage of the taxpayers may be honest and may not
seek to evade taxes. This does not change the general results of the
models but it does diminish the effects.
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4.4. Results of the Analysis

What have we gained by this analysis? There are four elements that
are distinct from earlier approaches. First, the character of savings
taxation co-operation as a weakest-link common good tells us that
there is no ‘large minimum-sized coalition’, such that voluntary
co-operation can be expected after the minimum-sized coalition
has been achieved. Theoretically, in an anarchic world of » coun-
tries, no coalition of m countries, given m < n, can provide the
good. There will be no voluntary co-operation of sub-coalitions,
as long as not all potential tax havens join the coalition. If the
game among governments were only about tax revenue it would be
a mere co-ordination problem.

Second, the strategic constellation is, however, of the dilemma
type. This is because it is not only tax revenue that is important
for governments, but also, and for some governments even more
so, the political benefits from a large capital market and a flourishing
financial sector. The dilemma and the weakest-link character imply
that co-operative institutions or binding treaties among all potential
tax havens are necessary to resolve the problem.

Third, heterogeneity is an important feature of the game. How-
ever, not only does the different size account for the heterogeneity,
but also the different values governments place on the two objectives
in their utility function: political benefits from tax revenue and from
financial markets. Governments of large countries and/or those
which value tax revenue more highly than financial sector benefits
prefer tax co-operation; governments of small countries and/or
those which value financial sector benefits more highly prefer tax
competition.

Fourth, the strategic constellation is an asymmetric dilemma.
This does not only tell us that we need co-operative institutions
and binding contracts, but also that we face a negotiation problem
in trying to find a co-operative agreement. In an anarchic environ-
ment, there is not much difference between symmetric and asym-
metric dilemmas. Players end up at the sub-optimal equilibrium in
both cases. However, finding a solution in a co-operative environ-
ment is different in the two games.

In the symmetric prisoners’ dilemma, both players would prefer a
common tax to the Nash equilibrium of no tax. In the asymmetric
dilemma it is more difficult to find an agreement in the first place.
Some governments have a strong incentive to negotiate a fully
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co-ordinated solution based on a harmonized system, for example,
that all apply a withholding tax, all use the same tax rate, or all
use an information exchange system. Other governments have an
incentive to resist full co-ordination. Even if they prefer full co-
ordination over tax competition, their most preferred solution is
non-coordination.

Thus, a negotiated solution to an asymmetric dilemma can take
three forms: The first is full co-ordination of strategies (7, T).
This requires compensation for those countries that prefer tax
competition. The second solution is non-coordination of strategies
(T,~ T). This requires compensation for those countries that
prefer co-operation. The third solution might be a compromise,
which is neither full co-ordination, nor clearly non-coordination.

5. Governments’ Positions and Negotiation Problems

Which elements of the attempts to co-ordinate savings taxes in the
EU can these models help to understand? There are two levels of
explanation. First, how can the policy positions of EU member
states in the various rounds of negotiation be rationalized?
Second, how can the failures to co-operate over a long period and
the final outcome be explained?

5.1. The Positions of National Governments

In the models, the utility function of governments consists of two
factors: political benefits from tax revenue and from the financial
sector. To which extent can these factors explain the policy prefer-
ences of governments, namely their support for tax co-operation
at EU level, respectively their preference for tax competition? The
models tell us that governments will support co-operation if they
are large compared to other countries, or if they do not believe
their financial sector to be very important for the economy and
their voter turnout. The model leaves open whether both conditions
have to be met or whether one of the two conditions is sufficient, as
well as which of the two factors is more important.

The tax revenue factor can be approximated by indicators for the
size of a country. The financial market factor can be approximated
by indicators for the importance of the financial sector within an
economy. Thus, small countries with an important financial sector
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will resist tax co-operation, while large countries with a less impor-
tant financial sector will favor tax co-operation. Some indicators
for the EU member states, the USA, and Switzerland are given in
Table 5.

The usual indicator for size is population size (e.g., Bucovetsky
and Wilson 1991). This leaves us with the common assessment
that there are five large member states in the EU: France, Germany,
Italy, Spain, and the UK. All the others are relatively small countries
and should thus prefer tax competition.

Table 5 gives three indicators for the relative importance of the
financial sector within an economy: the number of employees in
the banking industry as a percentage of total employees, the balance
sheet total, and the value added in the banking industry, both as a

Table 5. Population Size and Importance of the Financial Sector

Member state Population size Importance of banking sector
1999
(millions) Employees in  Balance sheet  Value added

banking total in in banking

industry banking industry

(% of all industry (% of GDP)

employees) (% of GDP)

Austria 8.083 2.0 262 3.8
Belgium 10.213 1.9 313 4.6
Denmark 5.313 1.8 233 3.2
Finland 5.159 1.1 106 =
France 58.977 1.7 213 3.1
Germany 82.037 2.1 328 4.1
Greece 10.521 1.4 114 4.9
Ireland 3.735 - = =
Italy 57.617 1.7 155 3.4
Luxembourg 0.429 12.0 3299 29.3
The Netherlands 15.760 1.7 242 3.7
Portugal 9.979 1.3 283 4.4
Spain 39.394 1.8 179 3.8
Sweden 8.854 1.2 174 3.1
UK 59.391 1.8 313 4.3
USA 271.626 1.2 61 2.3
Switzerland 7.124 32 593 12.2

Note: — No banking data available for Ireland.
Source. Eurostat (2001); CESifo-DICE.



Table 6. Positions of Member States in Four Phases of Negotiation

Member states

Factor 1967 1989 1999 2003
pro or contra pro or contra pro or contra pro or conltra
large or small  important financial harmonized with-  harmonized with- information information
sector holding tax holding tax exchange exchange
{1, s) (yes, no) (+. =) (+,—) (+, =) (+, =)
France 1 no =+ + 2= i+
Italy 1 no + + # s+
Germany 1 yes + = =+ +
Belgium -~ S yes + = + -
The Netherlands s no - + + +
Luxembourg S yes - - - =
UK 1 yes = = +
Ireland s no + + +
Denmark s no + + +
Spain 1 no + 4 +
Portugal s no 4 + 4
Greece N no =+ #+ +
Austria s yes - -
Finland s no + +
Sweden S no + +

00S
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percentage of the gross domestic product (GDP). Among the EU
member states, only Luxembourg has an outstanding value for each
of the indicators. Next follows non-EU Switzerland, while the USA
has the lowest values with all indicators.

Within the EU some other governments can be thought of as
having an important banking industry: Belgium, Germany, the UK,
and Austria. Although, compared to Luxembourg, the objective size
of their banking industry in relation to other sectors is still small it
is nevertheless above the EU average. Thus, these five countries
are candidates for being states that might be interested in tax
competition as a result of the financial market factor. Portugal
and Greece have also relatively high figures for the added value, but
they have much lower figures for employment. Still, they could
also be candidates for a preference for tax competition. It is not
clear, however, when governments perceive the financial sector as
important. What counts more for them: a high percentage of
employees in the sector or a high added value of the sector?

How well do predictions made on the basis of these indicators fit
the factual policy preferences of the EU member states? Which
explanation of positions, by size (S) or by financial sector (FS), fits
the data better? In order to count the policy positions of member
states I distinguish four phases of attempts to co-operate: the end
of negotiations over the Commission proposals in 1967, in 1989,
in 1999, and the final agreement, in 2003. The positions the member
states had in the negotiations on tax co-operation are given in
Table 6.

Now it can be counted for each phase which member states’ posi-
tions are correctly predicted (‘fit’) and which are not correctly pre-
dicted (‘misfit’) for each of the two factors separately. The number
of ‘positions’ is different for each phase, as the number of member
states changed. The results are given in Table 7. The table shows
that overall the financial sector objective fits the data better than
the tax revenue objective (size), although this is not true for all
phases: in the 1967 negotiation phase the tax revenue factor clearly
works better.

It is plausible that both elements of the utility function, political
benefits from tax revenue and from the financial sector, factually
play a role in preference formation. How do these factors interact?
The combination of the two factors may be such that both push
the policy preferences in the same direction, either tax competition
or co-operation. However, they may also constrain each other in
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Table 7. Explanation of the Countries’ Positions by Size and by Importance
of Financial Sector

Phase 1967 1989 1999 2003 Total

Factor S FS S FS S FS S FS S FS
Fit 5 3 4 11 6 13 8 13 23 40
Misfit 1 3 8 1 9 2 7 2 25 8
Total 6 6 12 12 15 15 15 15 48 48

the utility function. The best explanation is obviously the one that
links both size and financial sector: If the hypothesis is that a state
will oppose co-operation only if it is small and has a significant finan-
cial sector, then only the behavior of Belgium in the phases before
the final agreement remains unexplained.

There is one alternative explanation that shall be briefly discussed
here: the ideology of parties in government. The basic conjecture
would be that conservative governments favor low taxes and tax
competition, while socialist or social democratic governments
prefer high taxes and tax co-operation. This factor is somewhat cor-
related to the tax revenue factor, as one can assume that left-wing
governments with a preference for spending in general value tax
revenue higher than political benefits from the financial sector. How-
ever, when conservative governments are confronted with large
budget deficits they might as well value tax revenue higher than
the financial sector benefits. In the following I give some anecdotal
evidence on governments’ ideology and their attitude towards tax
co-operation or tax competition for the four largest EU countries.

Italy and France are large countries without important financial
sectors and they consistently supported tax co-operation throughout
the whole period. France never changed this position although
parties in government changed several times. In Italy, there were
socialist governments most of the time. However, conservative
governments supported tax co-operation as well, which holds, for
example, for the Berlusconi government in the final phase.

In cases where the two factors point in different directions, the
policy preferences are more difficult to explain. Germany and the
UK have both large tax bases and important financial sectors. It is
therefore not surprising that these countries have changed positions
over time. However, why did Germany for most of the time co-
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operate, while the UK for most of the time competed? Can this be
explained by ideology?

In the German case, obviously ideology played not much of a role.
It seemed rather the budgetary situation that was important.
Conservative governments introduced, abolished and re-introduced
a national withholding tax within three years. Except for a short
period they were always in favor of a co-operative solution. How-
ever, the German conservative government was responsible for the
failure of the 1989 EC proposal, when it took a stance against the
common tax. As already pointed out, at that time, Germany had
no budgetary problems and had abolished the newly introduced
withholding tax quickly after the experience of capital flight to
Luxembourg and negative voter reactions. Later on, the German
conservative government reversed its course, re-introduced the tax
and again supported a European solution. This is consistent with
the tax revenue factor, as the budgetary situation worsened after
German unification; it is not consistent with ideology, however.
Similarly, after 1998, the social democratic governments supported
tax co-operation and increased the national withholding tax. This
might be a result of ideology or again a result of the fact that they
had to struggle with huge budget deficits after 2000.

Why was the UK against tax co-ordination for such a long time?
Several factors could explain this position. First, the UK was not so
much threatened by capital flight to neighboring European countries
as France or Germany were. The tax differential and hence the gain
from tax evasion is smaller for British citizens, because the UK has
the lowest personal income taxes in Europe. Second, the ‘City’,
London’s financial market, is something of a national symbol and
thus politically important. Third, ideology may have played a role.
During the negotiations over the 1989 initiative, the UK had a con-
servative government, which generally favored liberalized markets,
including regulatory and tax competition, and low tax rates. It
thus may have voted against a European tax cartel for ideological
reasons. However, during the 1998-1999 negotiations, the UK still
opposed a common withholding tax, even though Labour was
now in power. The UK government argued that the demise of the
City would be imminent if a common tax were introduced. UK
opposition prompted the failure of negotiations in December
1998. In spring 1999, the UK surprisingly changed its position and
proposed an information exchange system. It is unclear whether
ideology played a role in this or whether the shift in position
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followed the introduction of a national information exchange system
(Genschel 2000: 131). In sum, the UK financial sector factor seems
to explain attitudes towards tax co-operation at least as well as
ideology.

5.2. Co-operation and the Negotiated Agreement

What contribution can the models make to explaining the various
failures and the final outcome of the process of savings tax co-
operation in the EU? Two elements are relevant: the weakest-link
character of the collective good and the strategic constellation of
an asymmetric dilemma.

The weakest-link characteristic can explain several elements in the
whole process. First, the fact that the EC in its proposal of 1967
chose a modest approach, that is, a low-level harmonized withhold-
ing tax instead of an automatic reporting system, was justified by
reference to the outside world. There was fear of capital flight to out-
side the EU. Second, the ‘outside world conditionality’ of the com-
promise of Feira shows that the EU member states wished to include
all relevant potential tax havens into the co-operation. Third,
Switzerland only agreed to some co-operation with the EU on the
basis of a further outside world conditionality. The weakest-link
character was surely one element that contributed to the failure of
previous attempts at tax co-ordination.

However, a co-operative solution within the EU has now been
found, which includes some other states, although not a/l potential
tax havens co-operate, as yet. How was this possible? In 1998, the
OECD started an initiative to combat harmful tax competition
(OECD 1998; Thomas 2002). In 2001 the OECD shifted its emphasis
from targeting low tax regimes to the questions of transparency,
bank secrecy, and exchange of information. After the events of
11 September 2001 this focus found worldwide support (CEPS
2001: 15). In April 2000, a report was published on improving
access to bank information for tax purposes (OECD 2000). After
negotiations with 20 members and 11 non-members — which are typi-
cal tax havens — the OECD (2002) published a model agreement on
exchange of information in tax matters. The model agreement is
about exchange of information upon request and does not include
automatic exchange of information. Still, there are now prospects
that there will be worldwide co-operation in matters of savings taxa-
tion on the basis of exchange of information. This international



505

background has surely helped the EU member states to finally come
to an agreement.

The OECD initiative can also explain the general shift from the
idea of harmonizing withholding taxes to an automatic information
exchange. Denmark and the Netherlands had introduced such
systems domestically and had long pushed for a European auto-
matic reporting system. It is obvious that the states which suffered
most from capital flight — Germany, France, and Belgium — did
not try to introduce national automatic reporting systems, because
this aggravated their problem. Why did they not push for such a
system at the EU level, however? From the 1960s onward, it was
well known that information exchange is an optimal solution, as it
does not require savings tax harmonization and it completely pre-
vents tax evasion. Two arguments were raised against it, bank
secrecy and the ‘outside world constraint,” which with the OECD’s
initiative became obsolete.

The asymmetric dilemma explains why some governments have a
strong incentive to find a co-operative solution, and thus why after
some failures there were again and again attempts to find a solution
at the EU — and later at the OECD - level. The EU offers a co-
operative institutional structure within which dilemmas can in prin-
ciple be overcome. However, other governments have an incentive
to remain in the state of tax competition. The asymmetry became
an obstacle to successful negotiation because tax matters require
unanimity at the EU level. Thus, the latter governments could
veto co-operation attempts.

How was an agreement finally possible? Without the majority
rule, a solution of this negotiation problem was only possible by
resorting to compensation or by compromise. There is some evi-
dence that there has been compensation in the form of package
deals for countries which favor tax competition. In the final round
of negotiations Austria insisted on a solution to the problem of
heavy vehicle transit across Austria before it was ready to compro-
mise in the tax conflict (Neue Ziircher Zeitung 4 December 2002;
Stiddeutsche Zeitung 4 December 2002). Three of the third states
the EC negotiated with got something ‘in exchange.” Switzerland
has requested that it be permitted to take advantage of other
measures of the EU tax package; Andorra wants to officially intro-
duce the Euro as its currency; Monaco has asked for equal rights on
EU markets for financial services (EC 2002). This explains these
countries’ agreement to the whole package.
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Another factor is the ‘split outcome,” which can be seen as a
compromise solution: While those EU member states which have
always favored co-operation (and the USA) will apply an informa-
tion exchange system, the other EU members (and the European
third states) will levy withholding taxes. This solution is not full
co-ordination of strategies, but it is by no means non-coordination.
For the states willing to co-operate, the application of withholding
taxes is an equivalent measure if the withholding tax rates are high
enough to prevent tax evasion. For the states favoring competition,
this was acceptable as they may still gain from the differentiated
system. As long as the withholding tax rates are below the taxes
on savings and bonds in the other countries, tax-induced attraction
of capital is still possible. These gains will decrease, however, as the
withholding tax rate for non-residents will increase up to 35%. Thus,
after 2010 the tax differential might even be negative against some
countries.

Since the tax rates differ widely (Krause 2001), and since future
changes of rates for residents are possible in all countries, it is, how-
ever, very difficult to predict which group of countries will be the
winners and which will be the losers of the split outcome. A great
advantage of the information exchange system is that it prevents
tax evasion but does not constrain national governments in their
choice of tax rates for residents. It might well be that the states
applying the automatic reporting system keep their tax rates low
or even decrease them. This might eventually cause the opposing
states also to join the information exchange system.

Therefore, the asymmetric dilemma with its distributional element
accounts for failures of negotiations, for new attempts to negotiate,
as well as for a compromise and compensation outcome, as is typical
in negotiation problems. It was not the constellation of a dilemma as
such that was responsible for the difficulties in resolving this issue at
EU level. Rather it was the problem of finding an agreement.

6. Conclusion

In this paper two new elements have been introduced into the
analysis of the European attempts to achieve co-operation in the
field of savings taxes. First, the common good associated with this
problem has been identified as a weakest-link good, that is, co-
operation of all potential tax havens is needed. Second, it has been
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assumed that in capital taxation governments are not solely moti-
vated by the benefits of tax revenue but also by the economic and
political benefits from a large financial sector. Although this assump-
tion is not uncommon, it has not been explicitly taken into account
in previous models of the tax co-operation problem.

The weakest-link character explains why the EU’s attempts to
achieve co-operation have failed several times and why they were
accompanied by ‘outside world conditionalities.” An agreement
at the EU level was only possible after the USA and the most
important European tax havens were included into a co-operative
scheme, and after the OECD initiative paved the way for worldwide
co-operation in capital tax matters.

The introduction of the ‘political benefits from a sound and large
financial market” as a second factor in the utility function of the
governments reveals why the tax game has the structure of a
dilemma rather than of a co-ordination game. Moreover, it shows
that the heterogeneity of interests of EU member states is not only
a consequence of asymmetry in size but also of different valuation
of the two factors by governments. The two factors explain the
actual policy preferences of the EU member state governments
better than models that use only ‘tax revenue’ in the utility function.

These assumptions allowed the strategic constellation in the
savings taxation case to be classified as an asymmetric dilemma,
which combines a defection problem and a distributional problem.
Thus, the problem is neither a simple defection game as implied in
Genschel and Plimper (1997), nor a pure conflict game as in Dehejia
and Genschel (1999). This model explains why it was so difficult to
find an agreement at the EU level. Since the EU offers co-operative
institutions, a symmetric dilemma should not have caused so many
difficulties. The difficulties arose from the distributional problems.

What can we learn from this case in more general terms? Common
good problems of the ‘weakest-link’ type are usually rather easy to
solve. This is no longer the case, however, when the weakest-link
character of the problem appears in combination with hetero-
geneous preferences of actors. The game becomes an asymmetric
dilemma, a game that represents one of the most difficult co-
operation problems to solve. It presupposes the presence of co-
operative institutions in order to avoid defection after an agreement
has been concluded. Moreover, the distributional problems involved
make it difficult to find an agreement in the first place. Finally,
heterogeneity of actors can have many different sources. In this



508

case we found two types of preference heterogeneity, which together
account for the extreme difficulties the EU had in finding a solution.
More generally, identical game structures may have the same conse-
quences, but they can result from many different factors. In order to
identify the decisive factors in a single case, an approach combining
empirical and theoretical work is necessary.
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