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How tax systems are responding to globalization 

 
Introduction 

Today I would like to describe my recent and continuing research on corporate 
income tax issues involving multiple political jurisdictions. In addition, I will try to relate the 
results of my research to the broader economic, political, and social issues that we face. In 
particular, I will try to relate my research to economic globalization and how the globalization 
is putting strains on the ways governments tax income earned by multinational businesses 

Globalization reflects three changes in technology, economics, and politics that have 
promoted economic and political integration. The changes in technology that promotes 
integration include computerization, digitization, satellite communication, and the Internet. 
For example, over the past year, two of my colleagues at Tilburg, Anja De Waegenaere and 
Jacco Wielhouwer, and I completed a research paper on multinational tax compliance, 
distributed it to colleagues around the world, and submitted it for publication to a accounting 
research journal in Canada. All this occurred electronically, with no physical copy of the 
paper ever crossing a political border.  

The economic change that has promoted integration is the spread of free-market 
capitalism. Product markets have linked the things we consume and the means we use to 
produce them. Financial markets have linked our production and consumption decisions to 
the savings decision of investors across the world.  

The political change is the drastic change in the way nations interact, as the Cold 
War system has been replaced by the globalization system. A world defined by division by 
political barriers has been replaced by a world defined by integration via technology and 
markets. Military power as a measure of a nation’s importance has been replaced by that 
nation’s speed and economic efficiency. Treaties between governments have been replaced 
by contracts between corporations as the documents that define our era. Centralized power 
in the hands of the political class has been replaced by decentralized power in the hands of 
dispersed businesses, consumers, and investors. Finally, the hotline linking the leaders of 
two superpowers has been superseded by an Internet that connects us all but leaves no one 
really in charge.  
 
The Lexus and the Olive Tree 

My thoughts on globalization have been influenced by Thomas Friedman’s recent 
book, The Lexus and the Olive Tree. Mr. Friedman, a Pulitzer Prize winning author who 
writes a foreign affairs column for the New York Times, uses the metaphors of the Lexus and 
the olive tree to describe both the benefits of globalization and the problems that it 
generates.  

The “Lexus” metaphor refers to an almost entirely automated Lexus luxury car 
factory in Japan. For Friedman, the Lexus represents the part of globalization that leads to 
greater prosperity—computer technology put in the service of a corporation, financed in a 
world marketplace, selling its products to consumers on the other side of the world. 

The “olive tree” represents the things that give us a sense of place and group 
identification—family, community, nation, the things we call home. Opposition to globalization 
arises when the Lexus threatens the olive tree. The Lexus represents a process of rapid 
change that no one person controls. The Lexus creates both wealth and chaos, as an 
impersonal marketplace replaces personal diplomacy. It both shifts and disperses power 
from governments and the political sector to businesses, investors, and consumers.  

It occurred to me while reading Friedman’s book that one of the olive trees that is 
most threatened by the Lexus is way government tax the income earned by multinational 
corporations. Of course, this is not the first time that a tax system designed for one set of 
circumstances has proved inadequate when those circumstances changed. As economies 
made the transition from agriculture to industry, tax systems shifted from an emphasis on 
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property to an emphasis on income. This shift in turn placed demands on the practice of 
accounting, which provides the techniques we use to measure income. Similarly, the 
transition from a predominately domestic economy to a predominately global economy puts 
new strains on the old system of taxing multinational business income. 

Several of my published papers as well as my current research projects deal with the 
problem of corporate income taxation involving multiple political jurisdictions. A theme that 
unites them is that the olive trees, of our current system of taxing a multinational business 
enterprise are having difficulty responding to the Lexus of international financing, production, 
and sales. Each paper features a formal economic model that facilitates the economic 
analysis of the measurement of accounting income. In each case, the real world institutions 
involved in multijurisdictional taxation play an important role. This fusion of formal economic 
analysis with an understanding of institutional detail characterizes much of current academic 
accounting research. 

These papers can be put into three separate topics: allocation of income between 
political jurisdictions based on transfer prices, the use of formula apportionment as an 
alternative to transfer pricing to allocate income among political jurisdictions, and tax 
compliance in a multinational setting. 

 
Transfer pricing 

Consider a Dutch multinational that conducts business in both the Netherlands and 
the United States. Typically, a multinational firm will form a separate legal entity, a 
subsidiary, to conduct its foreign business activities. So typically a Dutch multinational will 
form a U.S. subsidiary to conduct its business operations in America. The U.S. government 
has the right to tax the income of the U.S. subsidiary, and the Dutch government has the 
right to tax the income of the Dutch parent. The division of the income of the combined 
multinational enterprise between the Dutch parent and the U.S. subsidiary is based on the 
system of separate accounting. Under separate accounting, we ignore the substantive 
interdependence of the economically integrated multinational business enterprise, and strive 
to measure the income of each legal entity separately.  

To the extent revenue and expenses of the parent and subsidiary reflect transactions 
with third parties, separate accounting represents no special challenge. When the parent and 
subsidiary transact with one another, however, the price that the accountant places on any 
goods or services that one entity provides to the other is of decisive importance. This 
“transfer price” has no effect on the income of the enterprise as a whole because what is 
revenue to the parent is an expense of the subsidiary, and vice versa. But if the tax rates of 
the two countries in which the parent and subsidiary are different, then the firm has strong 
incentives to choose a transfer price that allocates income to the country with the lower tax 
rate. Even if the tax rates are the same, the Dutch and U.S. governments will have conflicting 
interests over the transfer prices used in the separate accounting system.  

Of course, the Dutch parent and U.S. subsidiary are not free to adopt whatever 
transfer price they wish; the transfer prices used for tax purposes are constrained by the tax 
laws of the governments involved. All countries claim to adhere to what is known as the 
arm’s length standard when evaluating transfer prices. The arm’s length standard states that 
the result of a transaction between related entities must be consistent with what the result 
would have been had the same transaction taken place between two unrelated entities. 
Implementing this standard involves using data from comparable transactions between 
unrelated firms, and using this data to establish the transfer price. The data can be prices of 
comparable products; accounting ratios such as the gross profit percentage or percentage 
markup over cost from firms involved in comparable transactions; or measures of profitability, 
such as return on assets, from firms involved in comparable transactions. 

While there are substantial practical difficulties with implementing this approach, my 
research has focused on a conceptual paradox with the arm’s length standard. Suppose we 
have a vertically integrated multinational corporation transferring goods and services 
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between related firms located in two countries, and we identify two independent firms trading 
comparable goods and services between the same two countries. What happens when we 
take a price that arises from the market interaction between two unrelated entities and use it 
to divide the income between two legal entities that make up one economically integrated 
business? To help answer this question, we turn to the literature on the economics of 
organizations, which extends back to Ronald Coase’s classic 1937 paper, “The Nature of the 
Firm.” Coase argued that firms arise when the costs of organizing transactions via a 
command hierarchy are less than the cost of organizing a transaction in the marketplace. 
This “transaction cost economics” perspective holds that firms arise in response to an 
economic environment in which there is some friction that limits one’s ability to achieve 
economic coordination using a market mechanism.  

Now view our hypothetical multinational and the two unrelated firms through the lens 
of transaction cost economics. Because both organizational structures have survived in the 
marketplace while engaging in comparable transactions, the transaction cost economics 
perspective suggests that the benefits of vertical integration are roughly equal to the costs in 
this case. Otherwise, one of the two sets of firms would not have survived. But it is certainly 
not the case that the parent and subsidiary are coordinating their activities in the same way 
as the two independent firms are coordinating their own activities, because the independent 
firms are coordinating using prices and the parent and subsidiary are coordinating in a 
different way. What happens when we take a price, accounting ratio, or accounting 
profitability measure that arises from the interaction between two unrelated firms and use it 
to allocate income between the members of a multinational business, as the arm’s length 
standard requires? 

A paper I published with Professor David Harris in the Journal of the American 
Taxation Association addresses this issue. The paper, “Distortions caused by the use of 
arm’s-length transfer prices,” explores this question in the context of a manufacturer 
exporting its product into an imperfectly competitive foreign market. The manufacturer can 
sell its product in one of two ways. First, it can export to an independent foreign retailer 
operating in that market. Second, it can establish its own retailing subsidiary in the foreign 
jurisdiction. Using a controlled subsidiary in the export process avoids the so-called “double 
marginalization” problem that arises when both the manufacturer and the retailer set price 
above marginal cost in an attempt to exploit an imperfectly competitive market. However, in 
our model the independent foreign retailer is better able to estimate market demand in the 
foreign market than can the domestic manufacturer, which provides the pair of independent 
firms an economic advantage that offsets the double marginalization problem that they face.  
The optimal organization structure, a vertically integrated multinational business enterprise or 
two independent firms, depends on the level of uncertainty regarding market demand for the 
product. 

In our paper, the two pairs of firms exploit their market power in fundamentally 
different ways. The vertically integrated multinational follows a lower price/higher volume 
strategy than does the pair of independent firms, but both the independent firms and the 
vertically integrated multinational earn a competitive market rate of return on their 
investment. We then take the wholesale price at which the independent manufacturer sells to 
the independent retailer as the transfer price that the vertically integrated multinational firm 
uses to allocate its income between the Netherlands and the United States. The 
consequence of this approach is that a high share of the income is allocated to the 
manufacturer and a low share of income is allocated to the retailer. This occurs because we 
are using a price from higher price/lower volume strategy to allocate income within a 
multinational business that is following a lower price/higher volume strategy. This means that 
the transfer price is relatively high, so the manufacturer is allocated most of the taxable 
income earned by the multinational business enterprise, and under separate accounting its 
rate of return on investment exceeds the market rate of return, whereas the subsidiary has a 
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below-market rate of return. Of course the multinational business as a whole earns the 
market rate of return. 

So if the manufacturing firm is a Dutch parent corporation exporting to its U.S. 
retailing subsidiary, the U.S. tax authority is collecting very little tax revenue, far less than 
what it is collecting from the independent retailer. Question: is this arm’s length “result”? The 
answer to this question depends on whether by “result” one means the transfer price or the 
ultimate allocation of income. This situation—one in which the use of an arm’s length price 
results in an allocation of income that is different than what independent parties would 
earn—is what I call the “transfer pricing paradox.”  

There is a conflict between the U.S. tax authorities and their counterparts in the other 
OECD countries regarding whether arm’s length results should be thought of in terms of 
arm’s length prices or arm’s length allocations of income. The U.S. tax authorities favor a 
focus on income, while the OECD transfer pricing guidelines favor a focus on prices. 
Unfortunately, the debate between these approaches generally frames the problem as if an 
arm’s length price ought to yield an arm’s length return on capital. The transfer pricing 
paradox perspective shows that this is not the case. The upshot of all this is that if the Dutch 
tax authority uses an arm’s length price to get an arm’s length “result” while the U.S. tax 
authority derives an arm’s price to achieve an arm’s length allocation of income, then the 
multinational business is taxed on more than 100 percent of its income, while both tax 
authorities proclaim that they are adhering to the arm’s length standard. 

Another paper of mine, “Relationship-specific investments and the transfer pricing 
paradox,” published in the Review of Accounting Studies, explores this theme from the 
standpoint of contracting frictions that affect relationship-specific investments. A relationship-
specific investment generates future cost savings, but only when dealing with a particular 
trading partner. An example of a relationship-specific investment is an investment in 
transportation infrastructure, such as a rail line, to more efficiently transport intermediate 
goods from an upstream producer to a downstream user. But because relationship-specific 
investments only produce cost savings when coordinating with a particular trading partner, 
the firm making a relationship-specific investment will not possess the bargaining power it 
needs to allow it to capture all the benefits of the investment.  This situation, sometimes 
called the holdup problem, in turn causes independent firms to make inefficiently low levels 
of relationship-specific investments.  

The holdup problem does not exist within a vertically integrated group, because the 
parent firm is the residual claimant on the assets of both itself and its subsidiary.  The major 
disadvantage of vertical integration is that it increases the difficulty of aligning incentives 
within the organization. For example, because the manager of the subsidiary is not the 
residual claimant of the subsidiary’s assets, he has weaker incentives to make relationship-
specific investments in the first place. If there is asymmetric information regarding the costs 
and/or benefits of relationship-specific investments, the need to provide incentives to the 
manager both raises the cost of the subsidiary’s investments and induces the parent to 
engage in capital rationing, foregoing profitable investments to mitigate the control problem. 

Thus the two organizational structures create different kinds of incentive problems.  
Independent firms make an inefficiently low level of relationship-specific investments 
because they are unable to capture all the economic benefits they create due to the holdup 
problem.  A parent firm makes the efficient level of investment.  The subsidiary makes 
inefficiently low investments due to capital rationing imposed on them by the parent to 
mitigate the control problem; furthermore, the cost of the investments it does make is high.  

The price at which the independent firms trade reflects a lower level of relationship-
specific investments than what we expect to see made by the vertically integrated 
multinational. As in the other paper, both independent firms and the vertically integrated 
multinational earn the market return on capital. However, using the price at which 
independent firms trade to allocate income within the multinational creates a situation in 
which the subsidiary has a disproportionately high level of income and the parent has a 
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disproportionately low level of income, relative to the relationship-specific investments that 
each has made. As in the other paper, an arm’s-length price does not imply an arm’s-length 
allocation of income. Again, if the tax authorities in the two countries adopt different 
approaches to transfer pricing, double taxation can result.  

 
Formula apportionment 
 If the olive tree of separate accounting based on transfer prices cannot survive its 
encounter with the Lexus of globalization, perhaps a more radical change is called for. One 
major policy alternative is to abandon the very idea of separate accounting in favor of 
allocating income across political jurisdictions using a mechanical formula based on where 
certain easily measured activities of the firm takes place. Nations with sub-federal income 
taxes, such as Canada and the United States, often use formula apportionment in favor of 
separate accounting. The idea is that if the operation of the economy itself pays little 
attention to political boundaries, trying to attach a transfer price every time a border is 
crossed may simply be infeasible. As the political boundaries in the global economy also 
become less important, changing from a system of separate accounting based on transfer 
prices to a system of formula apportionment has some appeal. The U.S. experience with 
formula apportionment can help inform this debate. 

The U.S. federal government imposes a corporate income tax. Most states in the 
United States also impose a corporate income tax. If a corporation operates in multiple 
states, how much of the corporation’s total income should each state tax? For years, the 
states coordinated on a formula that put equal weight on the fraction of corporate property in 
a state, the fraction of employee compensation paid to workers in a state, and the fraction of 
sales revenue from a state. If all states use the same formula, then all of a U.S. firm’s income 
will be taxed in some state and none of its income will be taxed more than one state. 

Over the past 25 years, many states have departed from the traditional equal-
weighted formula in favor of alternatives that put more weight on the sales factor and less on 
the other factors. The idea is to decrease the tax burden on firms that buy property in a state 
and hire workers in a state while exporting its products to another state, while at the same 
time increasing the tax burden on firms that produce in another state but sell to consumers in 
your state. We now have a situation in which there are a wide variety of apportionment 
formulas in use within the United States. This situation is one of the factors that have led to a 
decreases in state corporate income tax revenues over time as more firms produce in high 
sales factor states and export into states using the equally-weighted formula. 

A paper I published in the National Tax Journal with Bharat Anand addresses the 
question of whether political jurisdictions will use different apportionment formulas and, given 
a coordinated starting point, which type of state will diverge from that starting point. We 
formulated a model with two states that have the same supply of immobile capital but differ in 
terms of consumer demand. We interpret states with high immobile capital relative to 
demand as states involved primarily in agriculture or natural resource extraction, which we 
call natural resource states; we refer to states with low immobile capital relative to demand 
as manufacturing states. 

In our model, firms can produce and sell in the same state, or produce in one state 
and export into the other state. Consumers can satisfy their demand with either goods 
produced in their own state or imported from the other state. The producer’s surplus received 
by owners of immobile capital reflects the demand for capital in each state. If each state 
chooses an apportionment formula that maximizes the welfare of the inhabitants of that 
state, which is the sum of state tax revenue, producer surplus received by owners of 
immobile capital in that state, and consumer surplus received by inhabitants of that state. We 
then show that the two states will optimally choose different apportionment formulas, with the 
manufacturing state putting more weight on sales factor and the natural resources state 
putting more weight on the labor and property factors. This outcome is inefficient from an 
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aggregate social welfare perspective, even though each state is trying to maximize its own 
welfare, an outcome with a “Prisoner’s Dilemma” flavor to it.  

We then look to see whether it is the manufacturing states that abandoned the equal-
weighted formula by putting more weight on the sales factor and natural resources states 
that stayed with the equal-weighted formula. We found strong empirical support for the 
theoretical predictions from our model in the U.S. data. States with relatively high levels of 
natural resource income continued to use the equal-weighted formula; high manufacturing 
states switched to methods that put more emphasis on the sales factor. 

Our findings suggest caution in moving from separate accounting to formula 
apportionment. Unless nations are willing to give up some of their jurisdiction over tax policy 
to an international body, the economic differences between countries suggests that national 
governments will choose different apportionment formulas, just as state governments have 
done. This will yield an outcome in which some firms are taxed on more than 100 percent of 
their income while others are taxed on less than 100 percent of their income. Furthermore, 
the resulting equilibrium will not be economically efficient due to the distortions induced by 
the use of different apportionment formulas.  

 
Double taxation and tax law ambiguity 

Differences in tax laws between countries create the possibility of double taxation, in 
which two countries each claim the right to tax the same income generated by a multinational 
business. For example, suppose a Dutch manufacturer produces a widget for 20 per unit and 
sells it in the U.S. via its U.S. retailing subsidiary for 35 per unit. If the Dutch tax authorities 
determine a transfer price of 30 per unit, but the U.S. tax authorities determine a transfer 
price of only 25 per unit, aggregate worldwide taxable is 20 even though total income 
worldwide is only 15. Concerns over double taxation routinely lead the list of important 
international tax issues in surveys of tax directors of multinational firms. The conventional 
wisdom is that tax law ambiguity is bad for companies, good for governments, but socially 
inefficient due to audit and other tax compliance costs.  

Two projects on which I am working currently with two of my colleagues at Tilburg 
University, Anja De Waegenaere and Jacco Wielhouwer, examine this issue more closely. 
The first paper extends the existing literature that models tax compliance as a non-
cooperative game between a taxpayer and the tax authority into an international setting. We 
consider a setting in which a taxpayer strategically interacts with two tax authorities. Two tax 
law compliance issues are present in the setting that we study. The first is tax law ambiguity, 
in which both countries have some ability to tax income that the other country has already 
taxed, with no prospect of relief from double taxation. The other is income shifting, in which 
the multinational business has some ability to over-report its income to a low-tax country and 
under-report its income to a high tax country. We characterize the Nash equilibrium reporting 
strategy for the multinational corporation and the audit strategy of the two governments. 

When both tax law ambiguity and income shifting issues are considered, we show 
that the conventional wisdom regarding the effects of tax law ambiguity no longer hold. An 
increase in tax law ambiguity affects the audit strategies of both high-tax and low-tax 
countries. This in turn influences a firm’s incentives to engage in income shifting in situations 
in which the tax law is not ambiguous. This in turn influences the governments’ audit 
strategies, and so on. The strategic interactions between the players are complicated 
because a change in one parameter affects the taxpayer efforts to both engage in income 
shifting and avoid double taxation.  

We find that it is frequently in the interest of the governments to reduce tax law 
ambiguity, which they can do by more closely coordinating the rules they use to measure 
income by, for example, adopting identical transfer pricing rules. This occurs because a 
reduction in tax law ambiguity makes it easier to deter income shifting. We also find that an 
increase in tax law ambiguity can be good for companies because in our model, penalties for 
noncompliance are easier for firms to avoid when tax laws are ambiguous. Thus the 



 7 

conventional wisdom regarding tax law ambiguity need not hold when we consider multiple 
types of tax law noncompliance, because the two types we consider are not independent. A 
change in tax law ambiguity changes firm incentives for both types of noncompliance, as well 
as the government’s audit strategy. 

Our second project examines the use of cooperative arrangements between 
taxpayers and multiple tax authorities to resolve mulitjurisdictional tax issues more efficiently. 
In the transfer pricing setting, these arrangements are know as Advance Pricing 
Agreements. While this work is still in its early stages, we have identified circumstances 
under which compliance with the tax law is achieved more efficiently with a cooperative 
arrangement instead of an adversarial one. 

 
Conclusion 

The olive trees that represent the long-standing institutional arrangements that define 
the taxation of multinational business enterprises are threatened by the Lexus of 
globalization, just as many other familiar institutions are threatened by it. The property tax 
systems that were well suited to an agrarian economy were ultimately replaced by income 
tax systems that were well suited to an industrial economy. In much the same way, we must 
seek new policies that are well suited to an international economy. These changes will be 
difficult to devise and contentious to implement.  

It is a process that scholars can facilitate with both theoretical and empirical research 
into multinational taxation. Modern accounting research involves the integration of formal 
economic modeling with an understanding of real world institutions to yield an economic 
analysis of accounting. The research I have described today applies economic models of 
industrial organization, non-cooperative game theory, and cooperative game theory to the 
study of accounting. It is a process that I look forward to continue being part of as a member 
of the Tilburg University community. 

I thank Tilburg University, the School of Economics and Business Administration, and 
the department of Accounting and Accountancy for providing me with the opportunity to join 
the faculty. I thank my research colleagues and co-authors, Anja De Waegenaere and Jacco 
Wielhouwer, for their many hours of hard work; our department head, Willem Buijink for his 
efforts that made it possible to join the faculty; and Laurence van Lent, who first invited me to 
visit Tilburg four years ago. I thank my Dartmouth College, whose consent makes my annual 
visits here possible. And finally I thank my wife Deana, whose support makes my scholarly 
efforts possible. 

Thank you for your attention. 
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